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BASIS AND DEPLETION 

 
 

A. Determining Cost Basis and Depletion 
 

1. You only pay tax on the difference between the sales price and the cost basis of the timber 
harvested.  In order to determine the cost basis to be allocated to timber sold, we need to 
compute the depletion allowance. 
 

2. The adjusted cost basis of timber, timberland and improvements is the after-tax cost of 
acquisition, plus the cost of any capital improvements, less all subsequent depletion, 
depreciation, and amortization deductions.  The holding period for the property begins on the 
day after the date of acquisition and ends on the date of sale.  The beginning of the depreciation 
period for any depreciable improvements begins on the date the improvements were placed in 
service and ends when the asset is retired from service. 
 

a. If the property was inherited from a decedent, the original cost basis is the fair value at 
the date of death, as determined for estate tax purposes.  The holding period is 
considered to be long-term regardless of when the decedent purchased the property 
(IRC 1014). 
 

b. If the property was acquired by gift, the basis is the same as it would be in the hands of 
the donor, except that if such basis is greater than the fair value at the time of gift, then 
the basis for determining loss shall be such fair market value.  The basis for determining 
gain shall be the donor’s basis. The holding period is the donor’s holding period (IRC 
1015). 

 
c. Taxpayer may elect under Reg 1.266-1 to capitalize carrying charges (i.e. annual 

property taxes, mortgage interest, other carrying charges, and necessary expenditures 
paid or incurred for the development of the real property. 

 
3. The total value or total cost, as the case may be, of land and timber shall be equitably allocated 

to the timber and land accounts, respectively. In cases in which immature timber growth is a 
factor, a reasonable portion of the total value or cost shall be allocated to such immature timber, 
and when the timber becomes merchantable such value or cost shall be recoverable through 
depletion allowances (IRS Reg 1.611-3(d)(3)). 
 

a. The taxpayer must include his timber in one or more accounts. In general, each of these 
accounts must include all the taxpayer's timber that is located in one block (IRS Reg 
1.611-3(d)(1)). 
 

b. A block may be an operation unit that includes all the taxpayer's timber that would 
logically go to a single given point of manufacture. In those cases in which the point of 
manufacture is at a considerable distance, or in which the logs or other products will 
probably be sold in a log or other market, the block may be a logging unit that includes 
all the taxpayer's timber that would logically be removed by a single logging 
development. Blocks may also be established by geographical or political boundaries or 
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by logical management areas (IRS Reg 1.611-3(d)(1)). 
 

c. Timber acquired under cutting contracts should be carried in separate accounts and must 
not constitute part of any block (IRS Reg 1.611-3(d)(1).   

 
d. Timber accounts must not include the value or cost of the land.  Land in a given block 

may be carried in a single land account or may be divided into two or more accounts 
(IRS Reg 1.611-3(d)(2).  

 
e. For good and substantial reasons satisfactory to the IRS, or as required by the IRS on 

audit, the timber or the land accounts may be readjusted by dividing individual 
accounts, by combining two or more accounts, or by dividing and recombining accounts 
(IRS Reg 1.611-3(d)(4)). 

 
4. The basis for cost depletion of timber property does not include any amounts that are 

recoverable through depreciation deductions, deferred expenses or through other deductions 
other than depletion, and the cost or value of land.   
 

5. Cost depletion is the only method used in computing depletion for timber.  Percentage 
depletion does not apply.  Depletion of timber occurs when a taxpayer cuts standing timber. 
However, the depletion deduction for timber may be calculated only when the quantity of cut 
timber is first accurately measured (i.e. scaled). (Reg. Sec. 1.611-3(b)(1)). 
 

6. When the taxpayer acquires timber property, the taxpayer must make an estimate of the 
quantity of marketable timber that exists on the property. The timber is measured using board 
feet, log scale, cords, or other units. If the taxpayer later determines that there are more or less 
units of timber, the original estimate must be adjusted. The depletion unit must be changed 
when this adjustment has been made. The annual charge to the depletion account with respect 
to the property must be computed by using the revised unit for the tax year for which the 
revision is made and all subsequent tax years until a change in facts requires another revision 
(Reg. Sec. 1.611-3(e)). 
 

7. The cost depletion for timber is calculated by multiplying the number of units of timber cut 
during the tax year by the depletion unit of the timber for that year (Reg. Sec. 1.611-3(b)(2)).  
 

8. The depletion unit for timber is determined by dividing: 
 

a. the basis of the timber on hand at the beginning of the year, plus the cost of timber 
acquired during the year, plus proper additions to capital; by 

 
b. the total number of units of timber on hand at the beginning of the year, plus the number 

of units of timber acquired during the year, plus or minus the number of units of timber 
required to be added or subtracted to correct the estimate of the number of units 
remaining available (Reg. Sec. 1.611-3(b)(2)). 

Example 1: Frank bought a timber parcel for $500,000.  By appraisal, the land was worth 
$150,000 and the timber was worth $450,000 for a total of $600,000.  Equitably allocating the 
purchase price between the land and timber accounts, 1/4 of the purchase price is allocated to 
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the land (150/600) and 3/4 to the timber (450/600).  Thus, Frank's basis for the timber is 
$375,000 ($500,000 x .75). His basis in the land is $125,000 ($500,000 x .25).  Based on an 
estimated one million board feet (1,000 MBF) of standing timber per the appraisal, John 
calculates the depletion unit to be $375 per MBF ($375,000 ÷ 1,000).  If John cuts 500 MBF of 
timber during the year, his depletion allowance would be $187,500 (500 MBF × $375). 

Example 2:  John & Mary Treefarmer purchased a tract of timberland with a house and barn in 
1990 for $200,000.  The relative fair market values of the land, timber and improvements and 
allocation of purchase price were as follows: 

 
 Appraised     Allocated 
 FMV   Percentage  Cost 

20 acres timberland  $10,000  4.00%  $8,000 
100 MBF Timber  30,000  12.00%  24,000 
Pole Barn  20,000  8.00%  16,000 
Residential lot  40,000  16.00%  32,000 
Residence  150,000  60.00%  120,000 

 
Totals  $250,000  100.00%  $200,000 
 

In 2020 the volume of timber has grown to 500 MBF.  There have been no harvests.  The 
Treefarmers harvested 200 MBF of timber in 2020.  The depletion unit for 2020 would be 
$24,000/500 MBF = $48/MBF.  The total depletion deduction would be $48 x 200 MBF = 
$9,600. 

9. If a taxpayer has elected to treat the cutting of timber as a sale or exchange of the timber under 
Code Sec. 631(a), he or she must reduce the timber account containing that timber by an 
amount equal to the adjusted depletion basis of that timber. (Reg. Sec. 1.611-3(b)(3)) 
 

10. The timber cost remaining after deducting the current year depletion amount is carried forward 
and it is that net timber basis that is used to divide into the total standing timber volume to 
derive the depletion unit the next time a harvest is done. 
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 REFORESTATION/AFFORESTATION COSTS 

 
B. Reforestation Costs  
 

1. Reforestation costs are capital costs.  They are added to the basis in the taxpayer’s timber in a 
pre-merchantable timber (plantation) account.  Those costs are held in a plantation account 
until the reforested timber becomes merchantable, at which time they are moved to the timber 
account for the appropriate block of timber. 
 

2. A taxpayer can elect, on their timely filed tax return, to amortize all reforestation expenses 
incurred in the tax year over an 84 month period starting the 1st day of the 2nd half of the tax 
year under IRC 194(a). 
 

3. In addition, a taxpayer who is not a trust can elect to expense up to $10,000 of “qualified 
reforestation expenses” for each Qualified Timber Property (QTP) each year under IRC 194(b).  
Any remaining amounts may be amortized under IRC 194(a). 
 

4. Proper use of IRC 194 to deduct reforestation costs is often missed by timber owners and their 
tax preparers.  Making a proper election under IRC 194 is the only way to currently deduct 
reforestation costs. 

 
5. Any reforestation costs not elected under IRC 194 must be capitalized.  IRC 194(a) and (b) 

must be elected on a timely filed return (not an amended return).  You may make the election 
on an amended return filed by the extended due date for the original return by writing 
“Filed pursuant to section 301.9100-2” on the Form 4562 attached to the amended return.  
No carry forward or carry back of reforestation expenses is allowed. 

 
6. Reforestation includes all costs to establish a stand of trees whether by artificial or natural 

seeding or replanting and are considered capital costs.  These costs are put in a "plantation" 
account and are not recovered through depletion until the trees are harvested.  These costs 
include: 

 
Site preparation, clearing, brush piling, burning, ground scarification, seedling purchases, 
planting costs (including labor and tools), and brush and animal control until the stand is 
"established".  It also includes depreciation on any equipment used for these tasks. 

 
The difference between stand establishment (capitalized) and stand management (expensed) is 
whether the costs are required to insure "establishment" of the plantation or simply to increase 
vigor and growth.  The Oregon Forest Practices Act is the legal benchmark for the 
establishment criteria based on site productivity.  For example: 

 
OAR 629-610-0020(4) Site Class I, II, & III:  Minimum stocking requirements are 200 
free to grow seedlings per acre; or 120 free to grow saplings and poles per acre; or 80 sq ft 
basal area of free to grow 11 inch DBH or larger trees, or an equivalent combination as 
calculated by rule.  (100 seedlings = 60 saplings = 40 sq ft basal area.)  Must begin 
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reforestation, including site preparation, within 12 months of completion of harvest and 
complete planting or seeding within 24 months of harvest.  Must meet minimum free to 
grow stocking requirements by the end of the sixth full calendar year. 
 

Any costs that are legally required to be spent to meet the stand establishment requirements 
under the Oregon Forest Practices Act are reforestation costs by definition. 

 
7. Qualified Timber Property.  Qualified Timber Property is property that contains trees in 

significant commercial quantities.  It can be a woodlot or other site that you own or lease.  The 
property qualifies only if it meets all of the following requirements: 

 
a. It is located in the United States. 
b. It is held for the growing and cutting of timber you will either use in, or sell for use in, the 

commercial production of timber products. 
c. It consists of at least one acre planted with tree seedlings in the manner normally used in 

forestation or reforestation. 
d. Qualified Timber Property does not included property on which you have planted shelter 

belts or ornamental trees, such as Christmas trees. 
 

8. Personal-use and Investors deduct amortization as an “other expense” on front page of 1040, 
individual trade or business taxpayers deduct on Form 4562 attached to their Form 1040 
Schedule C or F.  The election can also be used by corporations, partnerships and estates.  The 
election is made at entity level and is binding on all shareholders/partners/beneficiaries. The 
amortizable costs of an estate are divided between the estate and the beneficiary based on the 
income of the estate allocated to each.  To elect amortization of qualifying reforestation 
expenses, either complete and attach Part IV of Form T or attach a statement that contains a 
description of the costs and the dates they were incurred, the type of timber being grown and 
the purpose for which it is being grown.  Attach a separate statement for each QTP.   
 

9. Irrevocable Trusts are ineligible for the Section 194(b) expensing provisions.  They may 
elect to amortize reforestation costs under IRC 194(a). 

 
10. If timber or property is sold within 10 years after the tax year you incur qualifying reforestation 

expenses, report any gain as ordinary income up to the amortization claimed under IRC 194(a) 
or 194(b) as a Section 1245 recapture.  
 

11. If you have been reimbursed under any governmental cost-sharing program, you may not claim 
these expenses unless the amount reimbursed has been included in your income. 
 

12. Timber fertilization.  Rev Rul 2004-62 codified that costs incurred by a timber grower for post-
establishment fertilization of an established timber stand are deductible as ordinary and 
necessary business expenses under Code Sec. 162. Such costs are similar to other deductible 
post-establishment costs such as the cost of fire, disease, insect and brush control in that they 
are performed to manage, maintain and protect the timber stand.  If taxpayers had been 
amortizing these costs, this is an automatic change in accounting method under Form 3115. 
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OTHER CAPITAL EXPENDITURES 

 
 
C. Road Construction 

 
1. Depreciation of roads was a contentious issue and was settled with the IRS in 1993. 

 
2. Logging roads are integral to the production of timber and serves the forest which has a 

perpetual, indeterminate life.  Some roads are permanent structures, others are created for a 
particular harvest and are abandoned after the harvest. 

 
3. It is necessary to determine whether each road has a discernable life, and 

 
4. Whether the expenditures are for the roadbed which has a life coterminous with the road or for 

another part of the road which has its own discernable life.  Factors include: 
 
a. Intention – will the road be used after logging for planting, fire control, forest management, 

thinning and harvesting the next cycle, or only for this harvest and then abandoned? 
 

b. Use – The logging road is associated with the continuing asset of the forest.  It should not 
be tied to the sawmill it serves unless the road will be retired with the facility. 

 
5. Costs for surveying, right-of-way clearing, grubbing, blasting, grading and ditching of 

permanent roads should be placed in the land account and are not depreciable. 
 

6. Costs for surfacing, culverts, trestles and bridges for permanent roads are depreciable items for 
business-use taxpayers as 15-year land improvements. 

 
7. Cost to repair permanent roads after harvest and ongoing maintenance costs are deductible for 

business-use taxpayers if they meet the repair regulations requirements. 
 

8. The cost of roads includes the depreciation of equipment used in their construction. 
 

9. A temporary road is one that is put out of service after the harvest by making it non-usable as a 
road.  Typically these temporary “skid roads” are put out of service by placing water-bars 
across the road as necessary, and ripping the road if necessary to eliminate compaction, and 
planting timber in the roadway.  Costs to build and decommission such temporary roads are 
part of the harvest costs and are therefore deductible as harvest costs for all taxpayer 
classifications.  If the life of a temporary road depends on the logging of a certain quantity of 
timber, the unit-of-production method of depreciation may be the most appropriate method to 
use to deduct the cost of the road. 
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D. Other Capital Expenditures and Depreciation 
 

1. Capital expenditures to purchase or improve tangible property (except land), such as buildings, 
machinery, vehicles, furniture and equipment, can be depreciated.  Certain intangible property, 
such as patents, copyrights and computer software can also be depreciated. 
 

2. To claim depreciation, you must be the owner of the property.  You cannot depreciate leased 
property unless it is treated as a lease-purchase.  The property must be used in your business or 
income-producing activity (i.e. investor classification).  You cannot depreciate personal-use 
property. 
 

3. If you use the property partly for business or investment purposes and partly for personal 
purposes, you can only take depreciation based on your percentage of business use. 
 

4. Depreciation begins when the asset is ready and available for use (i.e. placed in service).  
Depreciation stops when either you have fully recovered your cost basis or when you retire the 
asset from service by sale, conversion to personal use, abandonment, etc. 
 

5. If you are eligible to claim a depreciation deduction and you fail to do so on your timely filed 
tax return, your basis in the asset will be adjusted by the IRS for the amount of depreciation 
allowed or allowable. 
 

6. For property placed in service after 1986, taxpayers eligible to claim depreciation deductions 
are required to use the modified accelerated cost recovery system (MACRS) to determine the 
amount of depreciation to deduct.  See IRS Publication 946 for more information. 
 

7. There are two main depreciation systems taxpayers can use to depreciation property under 
MACRS: The General Depreciation System (GDS) and the Alternative Depreciation System 
(ADS).  The default is the GDS system.  Under both of these systems, categories of assets are 
assigned a class life.  Based on the class life, different tables included in Pub 946 are used to 
determine the current depreciation deduction.  Examples of property classifications are as 
follows: 
 
Property Class Description 
3-year property Tractor units for over the road use, racehorse over 2-years old, qualified 

rent-to-own property 
5-year property Autos, buses, taxis, and trucks; office machinery, computers, breeding 

and dairy cattle; appliances, carpets, furniture, etc used in residential 
rentals; geothermal, solar and wind energy property; new farm 
equipment placed in service after 2017 

7-year property Office furniture, used farm equipment, farm fencing, property with no 
class life 

10-year property Single purpose ag structures, trees/vines bearing fruit or nuts, barges 
15-year property Restaurant property, land improvements (fences, sidewalks, bridges) 
20-year property Farm buildings other than single purpose ag structures 
25-year property Municipal sewers 
27.5-year property Residential rental buildings (80% of income from rental as dwelling) 
39-year property Non-residential buildings 
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8. You can elect to recover all or part of the cost of certain qualifying property, up to a limit, by 

deducting it in the year placed in service using the IRC Section 179 deduction.  You can elect 
the Section 179 deduction instead of recovering the cost using the MACRS system. 
 

9. Qualifying Section 179 property includes: 
 

a. Tangible personal property 
i. Machinery, vehicles and equipment 

ii. Property contained in or attached to a building (other than structural 
components) such as refrigerators, office equipment, portable air conditioners 
and heaters, etc. 

iii. Livestock 
 

b. Single-purpose agricultural or horticultural structures 
 

c. Off the shelf computer software 
 

d. Qualified Section 179 Property 
i. The following improvements to non-residential real property 

1. Roofs 
2. Heating, ventilation, and air-conditioning property (HVAC) 
3. Fire protection and alarm systems 
4. Security systems 

ii. All improvements to the interior of non-residential real property except for: 
1. Enlargement of the building 
2. Elevators and escalators 
3. Internal structural framework of the building 

 
10. How much Section 179 can you deduct? 

 
a. The Section 179 deduction is generally the cost of the qualifying property.  You can 

elect to claim the Section 179 deduction on part of the property and depreciate the 
remainder of the property under MACRS. 
 

b. The total amount you can elect to deduct under Section 179 is subject to a dollar limit 
and a business income limit.  The limits apply to each taxpayer, not to each business.  
For passenger automobiles, the total Section 179 deduction and depreciation deduction 
are limited.  If you purchase qualifying property with cash and a trade-in, only the 
amount of cash paid is eligible for the Section 179 deduction. 

 
c. Dollar limit.  The total amount you can elect to deduct under Section 179 in 2020 is 

$1,040,000.  This amount is adjusted annually for inflation.  If you purchase more than 
$2,590,000 of qualifying property in 2020, the amount you can deduct is reduced dollar 
for dollar by the amount the purchased property exceeds $2,590,000. 

 
d. You cannot expense more than $25,900 of the cost of any heavy sports utility vehicle 

(SUV).  A heavy SUV is defined as having a gross vehicle weight of more than 6,000 



 
 Page 11 

lbs and not more than 14,000 lbs.  The limit does not apply to pickups over 6,000 lbs 
gvw as long as is has a bed at least 6 feet in length.  

 
e. Business income limit.  The total cost you can deduct is limited to the taxable income 

from the active conduct of all trades or businesses during the year based on the material 
participation standards of IRC 469.  Business income includes Section 1231 gains (or 
losses), interest earned on the working capital in the business, and wages, salaries, tips, 
or other pay earned as an employee.  The business income limit is determined without 
regard to the Section 179 deduction, the self-employment tax deduction, net operating 
loss carrybacks or carryforwards, and unreimbursed employee business expenses. 

 
f. Pass-through entities (partnerships and S corporations) are subject to the dollar and 

business income limits.  The entity then passes through the Section 179 deduction to the 
owners as a separately stated item on the Form K-1.  The dollar and business income 
limits are also imposed on each of the owners. 

 
g. Estates and irrevocable trusts are not eligible to take the Section 179 deduction.  A 

partner or S corporation shareholder that is a trust or estate may not deduct its allocable 
share of the Section 179 deduction elected by the partnership or S corporation.  The 
partnership or S corporation can only claim the Section 179 deduction that is allocable 
to the non-trust owners.  The partnership or S corporation may claim a MACRS 
depreciation deduction with respect to any depreciable basis resulting from the trust or 
estate’s inability to claim its allocable portion of the Section 179 expense.  

 
11. The special depreciation allowance (bonus depreciation).  You can take a special depreciation 

allowance of the cost of qualified property placed in service during the year.  The allowance is 
an additional deduction you can take after any Section 179 deduction and before the regular 
depreciation deduction under MACRS. 
 

a. You can take a 100% special depreciation allowance for property acquired after 
September 27, 2017 and placed in service before January 1, 2023 for certain qualified 
property: 

i. Tangible property with a MACRS class life of 20 years or less. 
ii. Computer software 

iii. Trees or vines that bear fruits or nuts planted or grafted after Sept 27, 2017 and 
before Jan 1, 2023. 
 

b. The special depreciation allowance is deemed to be taken unless the taxpayer elects out 
of the treatment.  The election is made under the provisions of IRC 168(k)(7) and IRS 
Reg 1.168(k)-1(e)(3).  See instructions for Form 4562.  You can elect, for any class of 
property, not to deduct any special depreciation allowances for all property in such class 
placed in service during the tax year.  To make the election, you attach a statement to 
the return indicating what election you are making and the class of property for which 
you are making the election.   Once you elect out of the special depreciation allowance, 
you cannot revoke the election without IRS consent in the form of a letter ruling. 
 

 


