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A. Types of Business Entities 
 

1. C Corporations – 1.6 million returns filed (1120, 1120-F, 1120-FSC) 
 

2. S Corporations – 4.7 million returns filed (1120S) 
 

3. Partnerships – 4 million returns filed (1065) 
 
a. Limited Liability Companies (LLC’s) 2.8 million 
b. General Partnerships (GP) .5 million 
c. Limited Partnerships (LP’s and FLP’s) .5 million 
d. Limited Liability Partnerships (LLP’s) .1 million 
e. Foreign, other .1 million 
 

4. Sole Proprietorships – 27.1 million returns filed (Sch C & C-EZ including SMLLC’s) 
 

5. Trusts – 3.2 million returns filed (1041) 
 
a. Complex trusts 1.5 million 
b. Simple trusts .7 million 
c. Grantor trusts .6 million 
d. Estates .4 million 

 
B. C Corporations 
 

1. A Corporation is a legal entity, created under the laws of a particular state, that is separate and 
distinct from its owners.  In general, a corporation is formed under state law by the filing of 
articles of incorporation with the state and issuing shares of stock to the shareholders.  In 
Oregon, private corporations are formed under the provisions of ORS 60.  The contents of the 
Articles of incorporation are laid out in statute listing items that must be contained, and other 
items that may be contained in the Articles.  Corporations are also required to adopt bylaws 
which contain the provisions for managing the business and regulating the affairs of the 
corporation in accordance with the Articles. 
 

2. Corporations enjoy most of the rights and responsibilities that individuals possess.  They can: 
 
a. Enter into and execute contracts 
b. Loan and borrow money 
c. Sue and be sued 
d. Hire employees 
e. Purchase, lease, own, hold, improve, use and otherwise deal with personal and real property 
f. Conduct business operations 
g. Pay taxes 
h. Do any act, not inconsistent with law, that furthers the business and affairs of the 

corporation 
 

3. Corporations are owned by shareholders through their ownership of shares of stock in the 
corporation.   Shareholders do not own the assets of the corporation.  Shareholders take part in 



 
 Page 4 

the profits through dividends and stock appreciation but are not liable for the corporation’s 
debts. 
 

4. Corporations can have a single shareholder or multiple shareholders.  Not-for-profit 
corporations do not have shareholders and do not issue stock. 
 

5. The shareholders of a corporation are required to meet annually at a time stated or fixed in 
accordance with the bylaws.  The primary purposes of the meeting are to review and approve 
actions of the corporation and to elect directors to oversee the corporation in accordance with 
the Articles of incorporation and bylaws. 
 

6. Each corporation is required to have a board of directors elected by the shareholders.  All 
corporate powers and affairs are managed under the direction of the board of directors.  
Directors are held personally liable for their actions on behalf of the corporation.  The 
corporation may indemnify directors against liability if the director’s conduct was in good faith, 
the director reasonably believed that their conduct was in the best interest of the corporation, 
and in the case of a criminal proceeding, the director did not have reasonable cause to believe 
their conduct was unlawful.  
 

7. IRS Code Section 351 provides a general rule that the act of incorporating is not a taxable event 
to the entity or the shareholders if three specific conditions are met: 
 

a. The shareholders transfer cash or other property to the corporation, 
b. The transfer is solely in exchange for the stock of the corporation, and 
c. Immediately after the transfer, the transferors are in control of the corporation (i.e. own 

at least 80% of the combined voting power of all classes of stock entitled to vote, plus at 
least 80% of the total number of shares of all the other classes of stock) 
 

8. Regular (C) Corporations are taxed under Subchapter C of the Internal Revenue Code.  They 
are allowed to have a fiscal year other than a calendar year. 
  

9. C Corporations pay federal income taxes on the net taxable income of the corporation.  For 
2020, all income is taxed for federal income tax purposes at a flat rate of 21%. Most states also 
tax corporate earnings.  Dividends paid to shareholders are not deductible for income tax 
purposes.  Shareholders pay taxes on dividends received from the corporation.  This means the 
income of the corporation is taxed twice, once when the corporation earns the money, and 
again when the earnings are distributed to the shareholders in the form of dividends. 

 
C Corporation Taxation Example:  
 
Net Earnings $ 1,000,000 
Federal Income Tax       210,000 (21%) 
Cash remaining $   790,000 
 
Dividends paid $   790,000 
Tax on dividends 118,500 (15%) 
Net cash to shareholder $  671,500 
 



 
 Page 5 

Under this example, the net effect of the double taxation of C corporation earnings is an 
effective federal income tax rate 32.85%, not including state income taxes paid or the net 
investment income tax. 

 
10. Since dividends are taxable to shareholders and not deductible to the corporation, the 

employee-shareholders of most non-publicly traded C corporations try to maximize their after-
tax return by drawing out income in the form of deductible salaries and rents.  Because of the 
lower tax corporate tax rates, they also tend to leave excess earnings to grow inside the 
corporation.  The IRS challenges these strategies by placing limits on the amount of 
compensation that may be deducted by the corporation, reviewing payments to shareholder of 
salaries, rents and like items to determine if they are disguised dividends, and taxing excess 
retained earnings. 
 

11. Tax-free fringe benefits paid to employee-shareholders of C corporations fully deductible by 
the corporation.  The deductible amount for certain benefits paid to highly compensated 
employees, such as pensions, are subject to non-discrimination tests. 

 
C. S Corporations  
 

1. S Corporations are C corporations that have made a timely election to be taxed as a “small 
business corporation” under Subchapter S of the Internal Revenue Code (IRC Sections 1361-
1379).  The election must be made by filing Form 2553 not more than 2 months and 15 days 
after the beginning of the tax year the election is to take effect. 
 

2. S corporations are required to have a calendar fiscal year.  They may make an election under 
IRC 444 to use a fiscal year ending on Sept 30, Oct 31, or Nov 30.  Under the election, the 
corporation is required to make advance tax deposits which must be made and recomputed 
annually. 
 

3. Corporations which timely file Form 2553 to be taxed as a S corporation in their first year of 
operation will be taxed as a S corporation from inception.  If the election is not made on a 
timely basis, the corporation will be taxed as a C corporation until a timely election is made to 
convert to a S corporation.  Retained C corporation earnings and profits are taxable when 
distributed to the shareholders, even after the corporation subsequently elects to be taxed as a S 
corporation. 
 

4. S Corporations cannot have more than 100 shareholders, all of which must be US citizens, 
resident aliens, estates, certain trusts, retirement plans or tax-exempt entities.  All members of a 
family are considered as one shareholder for this purpose.  Members of a family include a 
common ancestor, any lineal descendant of the common ancestor and any spouse (or former 
spouse) of the common ancestor or of any lineal descendants of the common ancestor.  The 
common ancestor cannot be more than six generations removed from the youngest generation 
of shareholders who would be members of the family by deeming that individual as the 
common ancestor. 
 

5. Irrevocable trusts cannot be S corporation shareholders unless they qualify for and have timely 
made either a Qualified Subchapter S Trust (QSST) or Electing Small Business Trust (ESBT) 
election. 
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6. S corporations are only allowed to have one class of stock.  They are allowed to have voting 

and non-voting shares as long as there are no differences in the rights and responsibilities of the 
shareholders other than the right to vote the shares. 
 

7. Earnings of S corporations are not taxed at the corporate level.  Both distributed and 
undistributed earnings are passed through to the shareholders on form K-1.  The shareholders 
report and pay income tax on their portion of all the items of income, loss, deductions and 
credits of the corporation.  Undistributed earnings of the corporation are recorded in an 
Accumulated Adjustments Account (AAA) for each shareholder.  Generally, dividends paid to 
shareholders of S corporations are non-taxable, unless they represent the prior earnings and 
profits of a S corporation which was previously taxed as a C corporation. 
 

8. Upon conversion from C to S corporation status, the built-in gain of all assets owned by the 
corporation (the difference between fair value and cost basis on the date of conversion) is 
required to be computed.  If any of these assets are sold within five years of the date of 
conversion, the amount of gain realized on the sale (not exceeding the total built-in gain at the 
date of conversion) is taxable to the corporation as if it were still a C corporation.  The entire 
gain is also taxable to the shareholders.  Federal income taxes paid by the corporation are not 
deductible by the corporation or the shareholders. 
 

9. When appreciated property is distributed from either a C or S corporation, a sale of the property 
is deemed to occur on the date of distribution and the corporation recognizes gain (loss) on the 
sale for the difference between the fair value of the property and its cost basis.  The 
shareholders receive the property with a new cost basis equal to its fair value at the date of 
distribution and their holding period begins at the date of distribution.  For this reason, 
corporations are not popular entities to hold real property and other appreciated assets. 
 

10. The earnings of the S corporation are not considered to be self-employment income to the 
shareholders.  Because of this, employee-shareholders try to minimize the amount of salaries 
paid to them in order to minimize the amount of FICA taxes paid.  The IRS challenges this 
strategy by reviewing all payments made to employee-shareholders.  The IRS position is that 
all payments made to employee-shareholders should be treated as wages and leaves the burden 
of proof on the taxpayer for determining what is “reasonable compensation” for their work on 
behalf of the corporation. 
 

11. Tax-free fringe benefits paid to employee-shareholders of S corporations are generally not 
deductible by the corporation, but medical insurance and pension payments can be deducted by 
the shareholders on their individual returns.  Employee-shareholders generally may not 
participate in tax-free Section 125 cafeteria plans. 
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D. Flow Through Taxation 
 

1. Owners of sole proprietorships, partnerships, S corporations, and LLCs taxed as sole 
proprietorships, partnerships or S corporations include all items of income, loss, deductions and 
credits from the business on their personal income tax returns.  The returns of partnerships and 
S corporations (Form 1065 and 1120S) are considered information returns, not tax returns, 
since these entities do not pay income taxes.  Forms 1065 and 1120S report to the IRS the total 
earnings of the entity, and how the earnings were divided among the owners.  Each owner’s 
share of the earnings are reported to them on a Form K-1 from the entity.  The amount of 
income reported to each owner is dependent on their pro-rata share of the ownership of the 
entity. 
 

2. Items of income, loss, deductions and credits earned by the entity retain their character and all 
their tax attributes as they are passed out pro-rata to the owners.  Interest income is reported as 
interest, capital gains as capital gains, etc. 
 
For Example: 
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Item of Income Total Entity 10% Owner K-1 90% Owner K-1 
Net Business Income 1,000,000 100,000 900,000 
Net Rental Income 500,000 50,000 450,000 
Interest Income 20,000 2,000 18,000 
LT Capital Gains 400,000 40,000 360,000 
Section 179 Deduct (600,000) (60,000) (540,000) 

 
E. Partnerships (General and Limited) 
 

1. A Partnership is a voluntary association of two or more parties to carry on as co-owners a 
business for profit, whether or not the persons intended to create a partnership.  Common 
ownership of property can create a partnership. If the property held by co-owners rises to the 
level of a trade or business, a Form 1065, Return of Partnership Income, may be required to be 
filed. 
 

2. Partners may be individuals, businesses, corporations, non-profit organizations, governmental 
organizations, trusts, foreign entities, etc. 
 

3. General partnerships are created not under state statute but rather under the Common Law.  
General partnership agreements can be formal or informal.  They can be written or verbal.  
Since general partnership agreements are created by contract between the partners, they can 
contain any provisions not prohibited elsewhere by law. 
 

4. In a general partnership, all partners have joint and several liability for the debts and 
obligations of the partnership and share a voice in the management of the partnership.  General 
partnerships are treated as both an “aggregation of co-owners”; for example joint liability for 
partnership obligations and each co-owner being taxed on their proportional share of 
partnership income, and as a legal entity separate from its partners; for example able to own 
property and sue on its own behalf. 
 

5. Each general partner is an agent for the partnership.  When a partner has the apparent or actual 
authority and acts on behalf of the business, the partner binds the partnership and each of the 
partners for the resulting obligations. 
 

6. Limited partnerships did not exist at Common Law.  Partnerships offering limited liability 
protections to their partners must conform to various state statutes governing their formation 
and operation.  In Oregon, to create a limited partnership you must file a certificate of limited 
partnership with the Oregon Secretary of State Corporation Division.  Since limited 
partnerships are created under state statute, they are considered as legal entities separate from 
their partners. 
 

7. A limited partnership must have one or more general partners who manage the partnership’s 
operations.  Limited partners forgo the right to manage the business in exchange for limited 
liability for the debts and obligations of the partnership.  A limited partner may lose protection 
against personal liability if they participate in the management and control of the partnership, 
contribute services to the partnership, acts as a general partner, or knowingly allows their name 
to be used in partnership business.  There are various safe harbors contained in most state 
statutes which cover activities of limited partners.  In Oregon, the list of activities a limited 
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partner can do and not lose their liability protection are contained in ORS 70.135.  Although 
one partner may be both a limited and general partner, at all times there must be at least two 
different partners in the partnership.   
 

8. In order to obtain limited liability for the general partners in a limited partnership, many limited 
partnerships have a S corporation acting as the general partner.  The S corporation is required 
to be “adequately capitalized” in order for the shareholders of the S corporation to avoid 
personal liability.  
 

9. Each partner owes a fiduciary duty to the partnership and to copartners.  This duty requires that 
a partner deal with copartners in Good Faith, and it also requires a partner to account to 
copartners for any benefit that he or she receives while engaged in partnership business.  If a 
partner generates profits for the partnership, for example, that partner must hold the profits as a 
trustee for the partnership.  Each partner also has a duty of loyalty to the partnership.  Unless 
copartners consent, a partner's duty of loyalty restricts the partner from using partnership 
property for personal benefit and restricts the partner from competing with the partnership, 
engaging in self-dealing, or usurping partnership opportunities. 
 

10. Under IRS Code Section 721, no gain or loss is recognized to a partnership or any of the 
partners in the case of a contribution of property to the partnership in exchange for an interest 
in the partnership.  The partnership’s basis for determining depreciation, depletion, gain or loss 
is the same as the partner’s adjusted basis in the property.  
 

11. Appreciated assets may be distributed from a partnership to its partners without triggering a 
gain or loss.  Generally, the partners receive the distributed asset with the partnership’s cost 
basis. 
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F. Limited Liability Companies (LLC’s) 
 

1. A limited liability company (LLC) is a legal entity created under state statute that combines the 
limited liability protection of a corporation with the flexibility and tax benefits of a partnership 
and is commonly favored by small businesses.  LLC’s are relatively recent inventions.  The 
first LLC statute was drafted in the late 1970’s and they did not start becoming popular until 
the 1990’s.  As of 2021, twenty-one states have adopted some form of the Uniform Limited 
Liability Company Act with two additional states having introduced the Act.  Oregon has it’s 
own LLC statute which differs from the uniform act. 
 

2. In Oregon, an LLC is formed by filing Articles of Organization with the Secretary of State 
Corporation Division.  An LLC is a legal entity separate from its owners.  As such, a written 
operating agreement providing for the regulation and management of the affairs of the LLC are 
recommended, but not required. 
 

3. An LLC is not a corporation.  Under the Internal Revenue Code, there are six common 
characteristics of corporations.  Entities that have at least five of these six characteristics are 
taxed as corporations.  These characteristics are: 
 

a. Associates (e.g. owners, managers, members) 
b. An objective to carry on a business and divide the gains 
c. Continuity of life 
d. Centralized management 
e. Limited liability 
f. Free transferability of interests 

 
In order to avoid being taxed as a corporation, LLC can only have up to four of these 
characteristics.  They do this by eliminating the attributes of continuity of life and free 
transferability of interests.  They avoid continuity of life by requiring dissolution in the event of 
“the death, insanity, bankruptcy, retirement, resignation, or expulsion of any member”.  They 
avoid free transferability of interests by requiring consent of all or a majority of the members to 
transfer an interest in the LLC. 

 
4. Owners of an LLC are called members.  An LLC is organized as either member-managed (i.e. 

all members have a voice in management similar to a general partnership) or manager-managed 
(i.e. the management of the LLC is vested in member-managers similar to general partners in a 
limited partnership). 
 

5. Unlike general or limited partnerships, all members of an LLC have limited liability similar to 
shareholders in a corporation.   
 

6. Owners of an LLC are called members.  If the LLC has two or more members, the default tax 
treatment is to be taxed as a partnership.  The LLC may elect to be taxed as a corporation and 
may also make a further election to be taxed as a S corporation.  If the LLC only has one 
member it is a disregarded entity for tax purposes and the owner is taxed directly on the 
income, loss, deductions and credits of the LLC as if the LLC did not exist. 
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7. LLC’s taxed as partnerships are popular entities for holding real estate since no gain is 
recognized when distributing the property from the LLC. 
 

G. Converting Entity Types 
 

1. Why convert? 
a. Corporations are creatures of statute.  Partnership and LLC agreements are contracts 

between partners/members.  Corporations cannot limit free transferability of interests.  
Shareholders can enter into restrictive buy-sell agreements, but they are separate 
documents.  Partnerships/LLCs (even LLCs taxed as corporations) can and do 
incorporate buy-sell agreements and other restrictions on the transfer of interests on 
their underlying partnership/operating agreements and can be much more restrictive in 
regards to the transfer of interests. 

b. The Oregon State Bar did not follow the uniform law commission for our LLC statute.  
It is optimized for multi-generational estate planning. 

c. Courts have largely adopted corporate law forms when deciding liability cases for 
LLCs.  While the LLC statute does not require annual meetings where written minutes 
are kept, the courts have adopted this corporate requirement as part of their 
determination of whether the LLC is being operated as an entity separate from its 
members. 

d. Tax laws and rates change.  Business owners will change entity types and/or tax 
classifications in order to obtain favorable tax treatment.  When corporate tax rates were 
reduced to 21%, some S corporations voluntarily revoked their S election to take 
advantage of these lower rates. 

 
2. Converting from C to S corporation status. 

   
a. This is accomplished by making a timely S election on Form 2553.   
b. Built in gains must be computed for all assets, and if assets are sold within 5 years of 

the date of conversion, a corporate level tax is imposed on the gain.   
c. The disposal of timber, separate from the land, is not subject to the built-in gains tax.  

This applies to logs cut and sold, whether or not Section 631(a) is elected, and the sale 
of standing timber under Section 631(b). 

d. All tax attributes and carryforwards from the C corporation (net operating losses, capital 
losses, etc.) are frozen at the date of conversion, and are only applied against corporate 
level taxes such as the built-in gains tax. 
 

3. Converting from S to C corporation status. 
a. The S election can be terminated by a vote of the shareholders, or by violating the 

requirements for being an S corporation (e.g. ownership rules, distribution rules, excess 
passive loss rules, etc.) 

b. Any undistributed AAA is trapped underneath the earnings and profits of the 
corporation. 

c. If an S corporation revokes or loses its S corporation status, it is required to wait for 5 
years to re-elect S corporation status, and must request a private letter ruling from the 
IRS and pay a fee of $38,000.  

 
4. Converting from corporation to an LLC taxed as a corporation. 
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a. There is no tax effect if done using Oregon’s conversion statute 
b. Board of directors adopts a plan of conversion 
c. Shareholders approve plan of conversion 
d. File articles of conversion with the Secretary of State 
e. Notify customers, clients, suppliers and others you do business with regarding new 

status as an LLC. 
 

5. Converting from corporation to partnership or LLC taxed as a partnership. 
a. This is treated as a dissolution of the corporation followed by a distribution of assets 

which are then contributed to the new partnership. 
b. The corporation will realize gain/loss on the difference between the FMV and cost basis 

of each asset as if sold on the date of conversion. 
 

6. Converting from a Family Limited Partnership to an LLC taxed as a partnership. 
a. The conversion of a general or limited partnership to a LLC taxed as a partnership is a 

non-taxable event. 
b. The conversion is accomplished by adopting a new operating agreement and filing the 

appropriate forms with the Oregon Secretary of State.  If done in this fashion, the entity 
is only deemed to have changed its name.  It uses the same Federal ID number and is 
not treated as if it terminated. 

c. The partnership may also choose to distribute its assets to the partners and have the 
partners re-contribute the assets to the new LLC.  In that case, the old entity is dissolved 
and a new entity is formed.  Generally this is a non-taxable event, but there could be 
basis adjustments and taxation of “hot assets”.  Qualified tax help is recommended if 
you choose this route. 

 
H. Cost Share Payments 

 
1. All cost share payments must be reported as income.  The amount to be included in income is 

the value of the improvement reduced by the sum of the excludable portion and the taxpayer's 
share of the cost of the improvement for qualified cost share programs.  Qualifying programs 
include the Forest Health Protection Program (FHPP), Conservation Reserve Program (CRP), 
Environmental Quality Incentives Program (EQIP), Wildlife Habitat Incentives Program 
(WHIP) and Wetlands Reserve Program (WRP).   

 
2. The value of the improvement is the "fair market value" multiplied by a fraction the numerator 

of which is total cost of the improvement reduced by any non-qualifying government payments 
and the denominator is the total cost of the improvement.  The "fair market value" of the 
improvement is the amount the value of the property has increased as a result of the 
improvement. 

 
3. The amount excludable from income for these qualifying programs is the present value of the 

larger of $2.50 per acre or 10% of the average annual income per acre for the last three years. 
 

4. Example:  Joe Treefarmer did a water improvement project that cost $100,000 (all for capital 
items) and received $75,000 in cost share payments from EQIP and $20,000 from the Oregon 
Water Enhancement Board (OWEB) to offset the cost of the project.  He paid the remaining 
$5,000 from his own funds.  The only income he had from his 40-acre property in the last three 
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years was $9,000 from a timber sale in 2010.   
 

5. The first step is to compute the value of the improvement.  The taxpayer determined the 
improvement increased the overall value of the property by $40,000.  $40,000 x ($100,000 - 
$20,000)/$100,000 = $40,000 x .80 = $32,000.  This is the maximum amount that will be 
included in income from the EQIP grant (the OWEB grant is all taxable). 

 
6. The second step is to compute the amount that can be excluded from income.  We first 

calculate the income base to determine the amount to use for the present value computation:  
$2.50 x 40 acres = $100.  10% x ($9,000/3) = $300.  We use the greater of these two number 
($300).  Using 1.6%, (the Dec 2011 Section 7520 rate), we compute the present value of the 
current income stream:  $300/1.4% = $18,750.   

 
7. Finally, we compute the amount to be included in income from the EQIP Grant:  $32,000 

(value of improvement) less $5,000 (taxpayer contribution) less $18,750 (excludable amount) = 
$8,250.  In addition, the entire $20,000 OWEB grant is taxable. 

 
8. In calculating the basis of the property acquired in the improvement, you subtract the excluded 

payments from your capital costs.  In this case, the basis would be $5,000 (taxpayer 
contribution) plus $8,250 plus $20,000 (amounts of government grants included in income). 

 
9. A statement needs to be added to the return which includes the dollar amount of the cost funded 

by the government grant, the value of the improvement, and the amount being excluded from 
income.  The total cost sharing payments are reported on Schedule F, line 41 and the taxable 
amount on line 4b.  If the property is disposed of within 20 years after the receipt of the 
excluded payments, you must treat as ordinary income part or all of the cost-sharing payments 
that were excluded under Section 1255. 

 
10. You can elect to not exclude all or part of any payments received under these programs.  The 

election must be made on the original due date, including extensions, of the return.  You can 
file an amended return within the first six months of a timely filed return to make the 
election.  Write "Filed pursuant to section 301.9100-2" at the top of the amended return 
and file at the same address as the original return. 

 
11. No operating costs that were reimbursed by a government grant may be deducted on the return 

unless the income is also included. 
 
 
I. Carbon Sequestration and Conservation Easement Payments 
 

1. What is the nature of the payment (rental or sale)? 
a. Duration of the agreement? 
b. Disposition of property rights? 

 
2. Permanent easements are a disposition (sale) treated as a capital gain.  Basis recovered first. 

 
3. The value of the conservation easement is the difference in the before and after value of the 

property.  If the landowner received cash less than the fair value of the easement, the basis 
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needs to be allocated between the sale and the gift.  The fair value before the easement must 
take into account not only the current use of the property, but also an objective assessment of 
how likely the property would be developed absent the easement.  The fair value after also has 
to take into account the highest and best use of the property with the easement restrictions.  If 
the taxpayer or any family members (under Section 267(c)(4)), owns a contiguous parcel that 
will not be placed under an easement, the entire contiguous parcel must be appraised.  If the 
easement increases the value of any other property owned by the donor or a related person, the 
amount of the deduction must be reduced by the increase in value on the other property. 
 

4. Enhanced tax treatment of donations of Qualified Conservation Easements (IRC 170(h)(2)) 
were made permanent in 2015.  Allows 50% of AGI limitation and 15 year carryover period.  
Qualified farmers and ranchers can deduct up to 100% of AGI.  Must be a permanent easement 
and land must remain "available to agriculture" to qualify.  A qualified farmer/rancher is 
someone who, in the year of donation, earns more than 50% of their income from the trade or 
business of farming as defined broadly by IRC 2032A(e)(5) (which includes sale of timber). 
 

5. In addition to the estate deduction for the value of a post-mortem conservation easement, an 
executor can exclude up to 40% of the value of land subject to a qualified conservation 
easement (not to exceed $500,000) from the gross estate.  The land must have been owned by 
the decedent or a member of his family for the three-year period prior to death, the land must 
be in the US, and the election must be made on or before the due date (including extensions) of 
the Form 706.  Example:  $4 million property with $2 million conservation easement, leaving 
$2 million net value for gross estate purposes.  40% of $2 million = $800,000.  Maximum of 
$500,000 can be deducted from the gross estate, leaving taxable value of $1.5 million.  If the 
value of the conservation easement is less than 30% of the gross value of the property, then the 
40% exclusion percentage is reduced on a sliding scale (2 percentage points for each 
percentage point the value is less than 30%).   
 

6. Non-permanent easements / carbon contracts are payments for use/non-use of property limited 
in time are treated as rental income not subject to Self Employment tax. 
 

7. Up-front costs of agreements are generally capital in nature and should be amortized over the 
life of the carbon contract unless costs are incidental to the business. 


