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WEEK 2:  How You Are Classified Determines How You Are Taxed! 

 
 

1. The six types of timber taxpayers – determining what sets of rules apply to you: 
 

a. Timber activity classified as personal (non-business, non-investment) 
 

b. Timber activity classified as an investment 
 

c. Timber activity classified as a hobby 
 

d. Timber activity classified as a passive business 
 

e. Timber activity classified as an active business 
 

f. Timber activity incidental to a farming operation 
 
 

2. Understanding how the Passive Activity Loss rules (IRC 469) apply to forestry operations 
for both the deductibility of losses and the Net Investment Income Tax (NIIT) 
 

3. Impact of Classification rules on various tree farm activities, income and expenses 
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DETERMINING THE CLASSIFICATION OF YOUR ACTIVITY 

 
A. Summary of Six Classes of Activities (ranked from least involvement to greatest): 
 

1. Personal Use.  Your primary residence and other personal use assets.  No expectation of 
income, limited deductibility of expenses.  Gain recognized on sale, but not losses. 

2. Investor/Investment:  Property that is not used in a trade or business, is not your primary 
residence, and is purchased or used to generate income, profit from appreciation, or take 
advantage of certain tax benefits. 

3. Hobby:  Activity is not engaged in for profit.  Material participation does not matter. 
4. Passive trade or business:  Owner doesn’t meet "material participation" requirements. 
5. Active trade or business:  Owner meets "material participation" requirements. 
6. Farming operations:  Some additional material participation rules may apply. 

 
B.  Summary of IRC 469 Passive Loss Rules: 

 
1. Active income:  Wages plus income from "active" trade or business activities. 
2. Passive income:  Income from "passive" activities & most rental real estate. 
3. Portfolio income:  Interest, dividends, capital gains & losses from investments.  
4. In order for activity to be classified as active, taxpayer must meet material participation rules. 
5. Losses from passive activities cannot offset active activity and/or portfolio income. 
6. Passive and portfolio income are subject to the Net Investment Income Tax. 

 
C. Timber Activities Classified as Personal (Non-business, Non-investment). 
 

1. Personal use property is not purchased with the primary intent of making a profit, nor do you 
use it for business or rental purposes.  It includes things like your personal residence, furniture, 
appliances, personal vehicles, and clothing. 
 

2. Cabins or vacation homes could be either personal use or investment property depending on if 
your primary intent was for personal use or to derive income from the property. 
 

3. Gains from sale of personal (non-business, non-investment property) are normally taxable as a 
capital gain.  Losses are non-deductible. 
 

4. Under IRC 121, up to $250,000 of gain per taxpayer ($500,000 per couple) is excluded from 
the sale of the taxpayer’s principal residence.  The property must be used as a principal 
residence for two of the last five years preceding the sale. 
 

a.    The sale or exchange of vacant land is not a sale or exchange of the taxpayer’s principal 
residence unless: 

i. The vacant land is adjacent to land containing the dwelling unit of the taxpayer’s 
principal residence; 

ii. The taxpayer owned and used the vacant land as part of the taxpayer’s principal 
residence; 

iii. The taxpayer sells or exchanges the dwelling unit in a sale or exchange that 
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meets the requirements of IRC 121 within 2 years before or 2 years after the 
date of the sale or exchange of the vacant land; and 

iv. The requirements of IRC 121 have otherwise been met with respect to the 
vacant land. 
 

b. If part of the property is used as a principal residence and part of the property is treated 
as investment or trade or business property, then only the gain allocable to the 
residential portion is excludable under IRC 121.  The taxpayer must reasonably allocate 
the basis and the amount realized from the sale between the residential and non-
residential portions of the property. 
 

5. Sale of the timber along with the personal residence may qualify for the IRC 121 exclusion 
from gain is the timber is considered part of the personal residence. 
 

6. Sale of standing timber from the property would be a capital gain as it would be treated as a 
Section 1221 capital asset.  
 

7. If the landowner cuts timber and sells logs or products manufactured from them, all income is 
reported as other income on Form 1040, net of depletion, harvest costs, and sale expenses 
(timber cruising, marking, scaling, consultant fees and travel).  See the Timber Activity 
Classified as a Hobby section for the treatment of other expenses. 
 

8. IRC 631(a) can be elected by non-business taxpayers.  If so, the property is treated as Section 
1231 property, the gain is reported on Form 4797, and the sale of logs and related expenses are 
reported on Schedule C. 
 

9. Casualty losses from the timber are treated as personal-use casualty losses. 
 

D. Timber Activity Classified as an Investment (Section 1221 capital asset) 
 

1. Timber while attached to the land (stumpage) is considered an IRC 1221 capital asset if it is not 
held “primarily” for sale to customers in the ordinary course of a trade or business.  The 
Supreme Court held that the word “primarily” in this context means “principally” or of “first 
importance”.  “Timber” in the IRS code always means standing timber (stumpage).   
 

2. Cut logs are generally not considered an IRC 1221 capital asset.  Cut logs are generally held for 
immediate sale to customers rather than being held for investment purposes.  They decline in 
value rather than appreciate over time.  Cutting timber into logs changes the nature of the 
property from real property to personal property.  This conversion is not considered a sale or 
exchange unless IRC 631(a) is elected.  Since it is not considered a sale or exchange of the 
standing timber, a new holding period begins on the date of cutting.  Sales of cut logs results in 
ordinary income.  Depletion may be deducted as an expense. 
 

3. IRC 631(a) may be used by non-business taxpayers to obtain capital gains treatment on the sale 
of logs.  If elected, then the property is considered 1231 property, the gain is reported on Form 
4797, and the sale of logs and related expenses are reported on Schedule C.   
 

4. Among the tests indicated by the court for determining whether property is held primarily for 
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sale to customers in the ordinary course of a trade or business are the following: 
 
a.     The number, continuity, and frequency of timber sales, as opposed to isolated 

transactions, 
b. The activity of the seller or those acting under his instructions or in his behalf, such as 

making improvements to the property and advertising it to attract purchasers (i.e. the 
extent to which you solicit or promote timber sales, as opposed to merely letting 
prospective purchasers approach you.), 

c.     The purpose for which the property was originally acquired, 
d. The purpose for which the property was held during the period in question, and 
e.     Any facts that indicate that timber transactions are part of your occupation or contribute 

substantially to your livelihood.   
f.     In general, if you only make an occasional timber sale that is unrelated to any trade or 

business in which you are engaged, the timber will qualify as a Section 1221 capital 
asset and the proceeds will thus qualify for capital gains treatment. 

 
5. Property taxes on timber property treated as an investment can be reported as an itemized 

deduction on Schedule A and are included in the $10,000 SALT (State and Local Tax) 
limitation.   
 

6. Mortgage Interest expense for timber property treated as an investment can be reported as an 
itemized deduction on Schedule A subject to the overall investment interest expense limits. 
 

7. Other types of carrying charges can be reported as a miscellaneous itemized deduction subject 
to the 2% floor on Schedule A.  For the 2018-2025 tax years these deductions are eliminated.   
 

8. Carrying charges are taxes, interest, and certain other expenses related to the development and 
operation of timber properties that may be treated as either deductible expenses or capital costs. 
Capitalized carrying charges are added to the timber’s depletable cost basis and are recovered 
by offsetting gain realized upon the sale or cutting of timber.  Under certain circumstances, 
expenses which would normally be deducted currently, can be capitalized. This treatment 
applies to the costs of holding property while it's being "developed" and the "development 
costs" themselves. This treatment is available because while property, such as timberland, is 
being developed it generally is not producing income against which to offset expenses.  The 
election to capitalize carrying charges may be appropriate if you treat your activity as an 
investment, especially since miscellaneous itemized deductions have been eliminated for the 
2018-2025 tax years.  Even if these types of deductions come back, some years your total 
miscellaneous itemized deductions may not be sufficient to put you above the 2% of adjusted 
gross income floor. As such the benefit from your timber expenses would be lost in whole or in 
part. By electing to capitalize them as a carrying charge these expenses are added to the 
depletable cost basis of your timber for eventual recovery. If not capitalized they could never 
be recovered for tax purposes.   
 

9. Two classes of carrying charges for investment property are recognized by the regulations, 
holding costs and development costs: 
 

a.     Holding costs - those that can be elected on a year-to-year basis with the IRC 266 
election. Annual property taxes, interest on a mortgage, insurance premiums, and 
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similar costs may be expensed or capitalized, as you choose, during any year in which 
your timberland is "unimproved and unproductive." Unimproved real property is 
generally defined as land without buildings, structures, or any other improvements that 
contribute significantly to its value. Forestland is unproductive in any year in which no 
income is produced from its use, such as from hunting leases, timber sales, or sale of 
forest products cut from timber. In any year your property is productive (income is 
received) you may not elect to capitalize these carrying charges. 

 
b. Development costs - those that must be treated consistently from year to year. The 

regulations also provide that the expenses for developing real property may be treated 
as carrying charges. This treatment is available whether the property is improved or 
unimproved, and whether productive or unproductive. However these cost must be 
treated the same each year. Non-commercial thinning and timber stand improvements 
(TSI) are classified as development expenses. Unless you are an investor who rarely 
meets the 2% floor, you would likely not want to lock-in an election to capitalize these 
costs. The lock-in of this treatment applies even if you don’t formally elect this 
treatment on your return. 

 
10. If timber is sold “on the stump” the gain or loss qualifies for capital gains treatment.  If held for 

less than 12 months, it qualifies as a short-term capital gain/loss. 
 

11. Investors only get capital gains treatment if standing timber is sold.  If the landowner cuts 
timber and sells logs or products manufactured from them, all income is reported as other 
income on Form 1040, net of depletion, harvest costs, and sale expenses (timber cruising, 
marking, scaling, consultant fees and travel). The income from sale of logs could be subject to 
self-employment tax if the landowner’s involvement in the year of sale rises to the level of a 
trade or business.   
 

12. If Section 631(a) is used to obtain capital gains treatment on the sale of cut timber, the sales are 
treated as Section 1231 assets (sale of assets used in a trade or business).  The 631(a) gain 
would be reported on Form 4797 and the income and direct expenses related to the timber sales 
during the tax year must then be reported on Schedule C and would be subject to self-
employment tax. 
 

13. Gains/losses from the sale of Section 1221 assets are treated as portfolio income. 
 

14. Casualty losses from the timber are treated as business-use casualty losses. 
  

E. Timber Activity Classified as a Hobby (IRC 183) 
 

1. If you are not holding the property for the production of income as a business or investment, it 
does not matter how many hours you work for purposes of the material participation rules, you 
are only able to deduct your operating expenses under the provisions of the "Hobby Loss 
Rules" (Section 183). 
 

2. The "Hobby-Loss Rules" state that if an activity, either a business or investment, generates a 
profit in 3 out of 5 consecutive years the IRS will assume that you are engaged in the activity 
with the intent to make a profit. The IRS can however, question the validity of the specific 
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expenses you are claiming. 
 

3. If you did not make a profit in 3 out of the last 5 years, the burden of proof shifts to the 
taxpayer by a showing of the facts for your particular circumstances that you intend to make a 
profit and have a reasonable expectation of eventually being able to do so. 
 

4. In determining whether an activity is engaged in for profit, greater weight is given to objective 
facts than to the taxpayer's mere statement of their intent.  Reg 1.183-2(b) lists a non-
exhaustive list of the relevant factors that the IRS will look at when determining if an activity 
is engaged in for profit.  No one factor is determinative.  They are as follows: 

 
a. Manner in which the taxpayer carries on the activity. The fact that the taxpayer carries 

on the activity in a businesslike manner and maintains complete and accurate books 
and records may indicate that the activity is engaged in for profit. Similarly, where an 
activity is carried on in a manner substantially similar to other activities of the same 
nature which are profitable, a profit motive may be indicated. A change of operating 
methods, adoption of new techniques or abandonment of unprofitable methods in a 
manner consistent with an intent to improve profitability may also indicate a profit 
motive.  
 

b. The expertise of the taxpayer or his advisors.  Preparation for the activity by extensive 
study of its accepted business, economic, and scientific practices, or consultation with 
those who are expert therein, may indicate that the taxpayer has a profit motive where 
the taxpayer carries on the activity in accordance with such practices. Where a taxpayer 
has such preparation or procures such expert advice but does not carry on the activity in 
accordance with such practices, a lack of intent to derive profit may be indicated unless 
it appears that the taxpayer is attempting to develop new or superior techniques which 
may result in profits from the activity. 
 

c. The time and effort expended by the taxpayer in carrying on the activity.  The fact that 
the taxpayer devotes much of his personal time and effort to carrying on an activity, 
particularly if the activity does not have substantial personal or recreational aspects, 
may indicate an intention to derive a profit. A taxpayer's withdrawal from another 
occupation to devote most of his energies to the activity may also be evidence that the 
activity is engaged in for profit. The fact that the taxpayer devotes a limited amount of 
time to an activity does not necessarily indicate a lack of profit motive where the 
taxpayer employs competent and qualified persons to carry on such activity. 
 

d. Expectation by taxpayer that assets used in activity may appreciate in value.  The term 
profit encompasses appreciation in the value of assets, such as land, used in the 
activity. Thus, the taxpayer may intend to derive a profit from the operation of the 
activity, and may also intend that, even if no profit from current operations is derived, 
an overall profit will result when appreciation in the value of land used in the activity is 
realized since income from the activity together with the appreciation of land will 
exceed expenses of operation. See, however, paragraph (d) of Section 1.183-1 for 
definition of an activity in this connection. 

 
e. The success of the taxpayer in carrying on other similar or dissimilar activities.  The 
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fact that the taxpayer has engaged in similar activities in the past and converted them 
from unprofitable to profitable enterprises may indicate that he is engaged in the 
present activity for profit, even though the activity is presently unprofitable. 

 
f. The taxpayer's history of income or losses with respect to the activity.  A series of 

losses during the initial or start-up stage of an activity may not necessarily be an 
indication that the activity is not engaged in for profit. However, where losses continue 
to be sustained beyond the period which customarily is necessary to bring the operation 
to profitable status such continued losses, if not explainable, as due to customary 
business risks or reverses, may be indicative that the activity is not being engaged in 
for profit. If losses are sustained because of unforeseen or fortuitous circumstances 
which are beyond the control of the taxpayer, such as drought, disease, fire, theft, 
weather damages, other involuntary conversions, or depressed market conditions, such 
losses would not be an indication that the activity is not engaged in for profit. A series 
of years in which net income was realized would of course be strong evidence that the 
activity is engaged in for profit. 

 
g. The amount of occasional profits, if any, which are earned.  The amount of profits in 

relation to the amount of losses incurred, and in relation to the amount of the taxpayer's 
investment and the value of the assets used in the activity, may provide useful criteria 
in determining the taxpayer's intent. An occasional small profit from an activity 
generating large losses, or from an activity in which the taxpayer has made a large 
investment, would not generally be determinative that the activity is engaged in for 
profit. However, substantial profit, though only occasional, would generally be 
indicative that an activity is engaged in for profit, where the investment or losses are 
comparatively small. Moreover, an opportunity to earn a substantial ultimate profit in a 
highly speculative venture is ordinarily sufficient to indicate that the activity is engaged 
in for profit even though losses or only occasional small profits are actually generated. 

 
h. The financial status of the taxpayer.  The fact that the taxpayer does not have 

substantial income or capital from sources other than the activity may indicate that an 
activity is engaged in for profit. Substantial income from sources other than the activity 
(particularly if the losses from the activity generate substantial tax benefits) may 
indicate that the activity is not engaged in for profit especially if there are personal or 
recreational elements involved. 

 
i. Elements of personal pleasure or recreation.  The presence of personal motives in 

carrying on of an activity may indicate that the activity is not engaged in for profit, 
especially where there are recreational or personal elements involved. On the other 
hand, a profit motivation may be indicated where an activity lacks any appeal other 
than profit. It is not, however, necessary that an activity be engaged in with the 
exclusive intention of deriving a profit or with the intention of maximizing profits. For 
example, the availability of other investments which would yield a higher return, or 
which would be more likely to be profitable, is not evidence that an activity is not 
engaged in for profit. An activity will not be treated as not engaged in for profit merely 
because the taxpayer has purposes or motivations other than solely to make a profit. 
Also, the fact that the taxpayer derives personal pleasure from engaging in the activity 
is not sufficient to cause the activity to be classified as not engaged in for profit if the 
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activity is in fact engaged in for profit as evidenced by other factors whether or not 
listed in this paragraph. 
 

5. No one factor is determinative in making this determination. It is not intended that only the 
factors described above are to be taken into account in making the determination, or that a 
determination is to be made on the basis that the number of factors indicating a lack of profit 
objectives exceeds the number of factors indicating a profit objective, or vice versa. 
 

6. Profit for purposes of the Hobby-Loss Rule is the amount by which revenue from the activity 
exceeds the costs incurred to realize the revenue. In the case of timber production the revenue 
considered includes that from the sale of stumpage, from the sale of products cut from the 
timber, the growth of the timber, and potential gains on the land itself. If profitability depends 
upon returns from the disposal of land you need to make clear that you are treating the land as 
part of the timber production activity, and not as a separate activity. 
 

7. Deductions under Section 183 are limited to the amount of taxable income generated from the 
property during the tax year. In other words "hobby" deductions cannot exceed "hobby" 
income for the year. If an activity is not engaged in for profit (i.e. a hobby), deductions are 
allowable in the following order and only to the following extent: 

 
a. First expenses that could be deducted without regard to the profit motive, such as 

interest expenses, and taxes are deducted; then 
 

b. Expenses related to the hobby that would be deductible if the hobby had been 
characterized as "for profit", either as a business or investment are deducted; then 
 

c. Deductions for such items as depreciation, partial losses with respect to property, and 
amortization. 
 

d. Expenses in excess of income are considered hobby losses and are not deductible. 
 

8. You may be able to elect to capitalize carrying charges if the property is otherwise being held 
for investment rather than personal purposes.  See the Timber Activity Classified as an 
Investment section. 
 

9. Most woodland ownerships do not meet the presumptive (3 out of 5 year) test to establish a 
profit motive.  Most woodlands have a 40-120 year operating cycle (the amount of time 
between planting and harvest) and only periodically produce income.  Simply holding the 
property for long-term appreciation does not create a business purpose.  In addition to 
participating in the above activities, the following will help landowners overcome the hobby 
loss limitations: 

 
a. Develop and follow a well-written management plan for the property which includes 

active management of timber for income as a primary purpose of the plan.  If all the 
purposes for holding the property are "personal" in nature, it is not a business plan. 
 

b. Engage consulting foresters and other professionals to obtain advice about the 
property/business. 
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c. Enroll in the American Tree Farm System or other similar forest certification programs. 

 
d. Become an active member of the Oregon Small Woodlands Owner Association. 

 
e. Get involved in continuing education through Tree School and other venues. 

 
f. Actively oversee all forestry activities not performed directly by the taxpayer. 

 
10. Casualty losses from the timber are treated as personal-use casualty losses. 

 
F. Timber Activities Classified as a Trade or Business.  In order to qualify, business owners must 

be conducting the activity with the expectation of producing a profit (see Timber Classified as a 
Hobby section for Hobby Loss rules).  Under IRC 469, a trade or business is treated as active if the 
taxpayer meets the "Material Participation" (regular, continuous and substantial involvement) 
standard.  Trade or business activities not meeting the material participation standards are treated 
as passive activities.  See the “Understanding the Passive Activity Loss” rules section in the 
materials for further information. 

 
1. Generally, under state law, timber and forestry operations are classified as a trade or business, 

not a farming or agricultural operation.  Christmas tree operations are treated as farming for 
some purposes (e.g. exemption from Oregon Forest Practices Act regulations) and not others 
(e.g. income averaging and others).  See Timber Activities Classified as Incidental to a Farming 
Operation for more information. 
  

2. Sales of standing timber are subject to IRC 631(b) and reported on Form 4797 as the sale of a 
Section 1231 asset.  The amount of gain is reduced by the depletable cost basis in the harvested 
timber. 
 

3. Sales of cut timber are ordinary income reported on Schedule C.  Harvest and sale costs, and all 
other ordinary and necessary expenses to operate the business including depreciation and 
amortization for the business are deducted on Schedule C.  If a Section 631(a) election is not 
made, the depletable cost basis in the harvested timber is also deducted on Schedule C.  Net 
profits on Schedule C are classified as self-employment income. 
 

4. Making a 631(a) election treats the taxpayer as being in two businesses – the raising of timber 
and the harvesting and sale of cut logs.  A hypothetical sale of the standing timber occurs on 
the first day of the tax year.  The value of this sale is the fair value at the first day of the year of 
the stumpage value of the timber harvested during the year.  This is treated as the sale of a 
Section 1231 asset reported on Form 4797.  A corresponding amount is reported on Schedule C 
as a cost of goods sold.  The depletable cost basis in the timber harvested is deducted on the 
Form 4797. 
 

5. Gains/losses from sales of Section 1231 assets are considered business income, not portfolio 
income. 
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G.   Timber Activities Classified as a Passive Trade or Business.  Timber activities that rise to the 
level of a trade or business, but where the taxpayer does not meet the material participation 
standards.  Rental activities on the tree farm (e.g. pasture rent, rental houses, cell tower leases, 
etc.) are considered as a separate activity and are treated as passive unless the taxpayer is a real 
estate professional (separate rules not included here). 

 
1. Losses from passive activities cannot offset income from active activities or portfolio income. 

 
2. Passive Activity Losses are suspended indefinitely until either the taxpayer has passive income 

(from any source) to offset the losses, or disposes of the activity which sustained the losses. 
 

3. Income from passive activities, including 1231 gains, are subject to the Net Investment Income 
Tax. 
 

4. Casualty losses from the timber are treated as business-use casualty losses. 
 
H. Timber Activities Classified as an Active Trade or Business.  Timber activities that rise to the 

level of a trade or business, where the taxpayer meets the material participation standards. 
 

1. Losses from activities where the taxpayer meets the material participation standards can offset 
income from any other source.  Net Operating Losses are carried forward and offset taxable 
income in future years. 
 

2. Income from active businesses, including 1231 gains, are not subject to the Net Investment 
Income Tax. 
 

3. Casualty losses from the timber are treated as business-use casualty losses. 
 
I. Timber Activities Classified as Incidental to a Farming Operation. (SSA Handbook Sec 1240) 
 

1. Income from the sale of timber is included in gross farm income if: 
 

a.    The timber was grown on the farm; 
 

b. The income from the timber sales is not treated as a capital gain; and 
 

c.    The timber operation is incidental to or tied in with the operation of the farm so that 
farming and timber activities constitute one business. 
 

2. Income from the sale of timber is excluded from gross farm income if you are a farmer who 
receives substantial income from timber sales and if you have employees who are assigned to 
work only in timber operations, you generally would be considered to have two businesses: a 
farm business and a timber business. Income from the timber operations is not considered as 
farm income but rather is treated as non-farm income for use of the options.  
 

3. IRS Pub 225 (2020) states that farmers can use Section 631(a) to capture favorable income tax 
treatment of timber sales and then report the actual cash sale of timber on Schedule F. 
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4. Many IRS code sections relating to farming, for example Income Averaging (IRC 1301), refer 
to IRC 263A(e)(4) and Reg 1.263A-4(5) which defines a farming businesses in a way that 
excludes timber and Christmas tree operations. 

 
 
J. Understanding the Passive Loss Rules (IRC 469).  In order to be treated as the owner of an 

active business, each business owner has to meet one of the following seven tests each year to 
qualify as materially participating in the business: 

 
1. Absolute Test.  You spend more than 500 hours on the activity during the year. 

 
2. Do Most of it Yourself Test.  You spend 100 hours or less on the activity during the tax year, 

and your participation is substantially all the activity of all individuals for the year, including 
the participation of individuals who did not own any interest in the activity. 

 
3. 100 Hour Majority Test.  You spend more than 100 hours on the activity in the tax year and 

no other single individual spends any more time than this.   
 

Example:  A and B, who are married to each other, participate in an activity for 60 hours 
apiece. The only other participants are C and D, who are married to each other and who 
participate for 110 hours apiece. A and B, considered as one person, participate for 120 
hours. Thus, they are materially participating under this test because their participation is 
not less than that of any other individual. C and D also are materially participating under 
this test, since they can pool their hours and count A's and B's hours separately. 

 
4. Significant Participation Passive Activities Test.  A significant participation passive activity 

(SPPA) is any trade or business activity in which you participated for more than 100 hours 
during the tax year, but did not materially participate under any other rule.  If your gross 
income from all SPPA’s is more than your deductions from these activities, a part of your net 
income from each SPPA is treated as non-passive income based upon IRS worksheets.  
SPPA’s that generated losses are passive.  However, if you spent more than 500 hours in the 
tax year in all SPPA’s, then each activity is considered active regardless of whether it had net 
income or loss. 
 

5. Five of the Last Ten Years Test.  You materially participated in the activity (other than by 
meeting this test) in any 5 (whether or not consecutive) of the 10 tax years immediately 
preceding the year in question. 

 
6. Personal Service Activity Test.  Does not apply to timber owners. You are active if the 

activity is a personal service activity in which you materially participated for any 3 (whether 
or not consecutive) preceding tax years.  An activity is a personal service activity if it involves 
the performance of personal services in the fields of health (including veterinary services), 
law, engineering, architecture, accounting, actuarial science, performing arts, consulting, or 
any other trade or business in which capital is not a material income-producing factor. 
 

7. Facts and Circumstances Test.  You spend at least 100 hours in the tax year on the activity and 
based on all the facts & circumstances (using another special test).  Cannot have a paid 
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manager or have anyone else spending more hours managing the activity than you did 
(regardless of whether the individual was compensated for the management services). 

 
 

K. Additional Points on Material Participation. 
 

1. Generally, any work you do in connection with an activity in which you own an interest is 
treated as participation in the activity.  If you are married for the tax year, the hours of 
participation by your spouse, even if not an owner, is combined with yours even if you do not 
file a joint tax return for the year. 
 

2. Any reasonable method can be used to prove your participation in an activity for the year.  
You can show the services performed and approximate number of hours spent by using an 
appointment book, calendar, or narrative summary.   
 

3. Work is not treated as participation in the activity if the work is not the type of work 
customarily done by the owner or one of your main reasons for doing the work is to avoid the 
disallowance of any loss or credit under the passive activity rules. 
 

4. Work you do in your capacity as an investor in an activity is not treated as participation unless 
you are directly involved in the day-to-day management or operations of the activity.  
Examples of work normally done as an investor includes: 

 
a. Studying and reviewing financial statements or reports on operations. 
b. Preparing or compiling summaries or analyses of the finances or operations of the activity 

for your own use. 
c. Monitoring the finances or operations of the activity in a non-managerial capacity.  
 

5. The limit on deductions from passive activities does not include: 
 

a. Expenses (other than interest) that are clearly and directly allocable to portfolio income. 
b. Interest expenses other than interest properly allocable to passive activities. 
c. Losses from dispositions of property that produce portfolio income or property held for 

investment. 
d. Miscellaneous itemized deductions disallowed because of the 2% of AGI limitation. 
 

6. The business owner doesn't have to pass the same test each year.  As long as they meet ONE 
test, they qualify as an active participant in the trade or business. 
 

7. Limited Partners are passive by definition - if they work more than 500 hours they lose their 
limited liability protection.  Members of LLC's or LLP's do not lose their limited liability 
when becoming a material participant. A taxpayer is not treated as a limited partner for passive 
loss purposes if, at all times during the relevant taxable year when he holds the limited 
partnership interest, he also is a general partner in the same partnership. 
 

8. The regulations create three exceptions to the general rule that a limited partner (as defined for 
passive loss purposes) is treated as not materially participating in activities of the partnership. 
A limited partner is treated as materially participating in a partnership activity if he satisfies 
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any of the following three tests for material participation:  
 

a. Test One (participation in the activity for more than 500 hours during the taxable year);  
b. Test Five (material participation in the activity for any five of the last 10 taxable years); or  
c. Test Six (material participation in a personal service activity for any three prior taxable 

years.) 
 

9. The IRS has not issued guidance on the applicability of IRC 469 to trusts (Section 1.469-8 is 
still reserved).  Case law and letter rulings are inconsistent.  Generally, in order for a trust to 
meet the material participation standard, the trustee (including hours worked by employees of 
a trust company that is the trustee) must personally meet the material participation standard. 
 

10. Good record keeping is very important -- keep a daily diary.  It is also a good management 
tool.  A calendar on the refrigerator also works if maintained properly. 

 
L. Applying the Material Participation standards to woodland properties.  Following are some 

common forestry related activities that may be useful in showing material participation: 
 

1. Periodic, on the ground inspections of the property. 
 
2. Reviewing property tax assessments for accuracy. 
 
3. Establishing and maintaining boundary lines. 
 
4. Protecting the property from fire, theft, and trespass and establishing and maintaining access 

roads and firebreaks. 
 
5. Taking measures to control insects and disease. 
 
6. Developing and following a timber management plan, even a simple one. 
 
7. Actively soliciting the periodic sale of timber products. 
 
8. Owning or arranging for the use of vehicles, machinery, tools, and equipment for fire 

protection, logging, and management activities. 
 
9. Tree planting or direct seeding. 
 
10. Using silvicultural practices to promote natural regeneration. 
 
11. Conducting timber stand improvement activities. 
 
12. Complying with state forest practice law requirements or with voluntary forestry best 

management practices, as applicable. 
 
13. Attending meetings of your county/state forestry association or similar groups. 
 
14. Working with or participating in programs developed by state forestry offices. 
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15. Enrolling the timberland in the American Tree Farm System. 
 
16. Attending educational courses, field trips, and demonstrations dealing with forest 

management. 
 
17. Maintaining activity and expense records for the property. 
 
18. Hiring a consulting forester for advice on the management of the property. 
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M.  Effect of Classification Rules on Various Tree Farm Activities. Income & Expenses 
 
Activity        Personal/Hobby Investor           Passive Business    Active Business 
 
Stumpage Sale Cap gain, Sch D Cap Gain Sch D Cap gain 631(b) Cap gain 631(b) 

 
Log Sales Other Inc Fm 1040 Other Inc Fm 1040  SE Inc Sch C SE Inc Sch C 

 Can elect 631(a) Can elect 631(a) Can elect 631(a) Can elect 631(a) 
 
Timber/Log Netted to income Netted to income Sch C - COGS Sch C - COGS 
Sale Expenses Cannot exceed Can result in loss If exceeds passive  Fully deductible 
& Depletion hobby income  income, suspended 
 
Operating 2% misc. itemized 2% misc. itemized Schedule C Schedule C 
Expenses,  deduction limited deduction or  If exceeds passive  Fully deductible 
Depreciation to hobby income capitalized income, suspended  
     (annual election)  

  
Property  Itemized deduction Itemized deduction  Schedule C  Schedule C 
Taxes  if pers residence or capitalized If exceeds passive Fully deductible 

 (annual election) income, suspended 
 
Interest  Itemized deduction Itemized deduction Schedule C Schedule C 
Expense  if pers residence to extent of net If exceeds passive Fully deductible 

 investment income income, suspended 
 or capitalized 
 (annual election) 
 

Thinning, TSI Added to cost basis 2% misc. itemized Schedule C Schedule C 
    Depletion account or capitalized If exceeds passive Fully deductible 
     (permanent election) income, suspended  
 
Reforestation/ Added to cost basis 2% misc. itemized  Schedule C/4562 Schedule C/4562 
Amortization Plantation account deduction if elect Ded/suspend if elect Deductible if elect 
     IRC 194(a) or (b), IRC 194(a) or (b), IRC 194(a) or (b), 
     otherwise added to otherwise added to otherwise added to 
     Plantation account Plantation account Plantation account 
 
Home Office Not deductible Not deductible To extent of income To extent of income 
 
SE Health Ins Not applicable Not applicable Limited to SE inc Limited to SE inc 
 
Pension Contrib Not applicable Not applicable Limited to SE inc Limited to SE inc 
 
Casualty losses Personal Business Business Business 
 
Income is NII Yes Yes Yes No  


