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Demand for U.S. timber is expected to increase
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To the President of the Senate and the
Speaker of the House of Representatives

This report discusses the possible shortages of future
timber supplies, the lack of adequate reforestation, and the
related increases in timber prices and their effect on the
Nation's economic welfare. It also discusses problems in
determining the effectiveness of capital gains tax treatment
in increasing reforestation and improving timber management.

Copies of this report are being sent to the Secretaries

of Agriculture and of the Treasury, and the Director of the
Office of Mangement and Budget.

-
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COMPTROLLER GENERAL'S NEW MEANS OF ANALYSIS

REPORT TO THE CONGRESS REQUIRED FOR POLICY
DECISIONS AFFECTING
PRIVATE FORESTRY SECTOR

DIGEST

INTRODUCTION

‘\ﬂ‘ i )

The Forest Service forecasts that future
“timber demand will increase dramatically
over the next several decades.] Projected
demand for 2030 is more than double the
1977 level of timber consumption. {"Even
greater increases, praportlonately, are
forecast for timber pricesmﬂ Because of the
wide use of timber, its price escalation
affects the prices of a wide variety of
nonindustrial products, as well as new
housing. (See p. 1.)

In this report,{GAo examines both the
relationship afmFeder@l capital gains tax
treatment to overall timber production and
reforestation by the private sector, and

the production potential of nonindustrial
private forest lands, | Its overall conclusion:
better data and analytical tools are needed
to judge the impact of Federal programs and
policies on increasing timber supplies.

(See pp. 6 & 7.)

CAPITAL GAINS TAXATION
OF TIMBER INCOME

‘The forest industry has long contended that
“the timber capital gains tax provision

enacted in 1944 has encouraged reforestation
of the Nation's private forests. However, the
tax law does not require that capital gains
benefits be applied to reforesting or improving
management techniqgues. Tax benefits are based
on income from timber cut rather than on what
the taxpayer spends for site establlshment,
reforestation, and timber management.

(See p. 9.) -
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Even though the forest industry claims that
capital gains tax treatment has brought both
increased planting and higher productivity on
private forest lands, other factors could have
led to substantial increases in forest planting
and forest management in the absence of the tax
revigion. Among those factors were population
increase, movement to the suburbs and associated
increased demand for new housing, reduced inven-
tories of old-growth timber, and the resulting
sharp increasés in the price of timber stumpage.
(See pp. 10 & 11.)

"None of the many sources GAO contacted could

"Provide firm evidence to support generally claimed

values for cammerVNtibn and reforestation from
capital gains tax trﬁatment;

ﬂwCaptial gains tax treatment of timber income is

“songidered a tax expenditure- Based on the

"individual nonindustrial land owners
“the latter groupﬁauppliea the largest percentage

Department of the Treasury's method of calculating
this tax expenditure, the true cost of capital
gains tax treatment of timber income is unknown. |
The estimates which have been prepared for fiscal
years 1976-1980 indicate that 76 percent of the
benefits ($1.2 billion) accrue to industrial
firms and 24 percent ($.4 billion) accrue to

., However,
of timber supply.‘ The lack of alignment between
actual timber production and distribution of
capital gains benefits suggests that the Congress
needs much better information to evaluate the
effectiveness of existing tax pollcy.u (See pp.
11 & 12. ) "

Another concern with present operation of
timber capital gains policy is thatL;hose
cutting and selling timber from public forests
may well be realizing capital gains benefits
without contributing to long-term investments in
the land or replacement stands. Significant tax
expenditures are being made in conjunction with
Federal timber sales with no real understanding
as to their distribution or effect.' (See pp.

14 & 15.) _ !
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Overall,wthere appears to be no way of resolving
the contentlous issgues assoc1ated with timber
income capital gains treatment and the future
timber supply- prlce situation unless significantly
different analytical technlques are adopted,
specifically including a private sector forestry
policy "model" or analytical framework:ﬂ (See

pp. 16-20.)

PRODUCTION POTENTIAL OF
NONINDUSTRIAL PRIVAT‘E LANDS

Numerous reports and studies have concluded that
%on;ndustrlal pr1Vately~OWned forest lands offer

the greatest potential for increasing the
Nation's timber supply.™ Althéugh many forestry

assistance programs havé been inltlated¢ there
is no adequate estimate of potentlal timber
production on privately-owned land. | (See p. 21.)

JJJJJJJ

Although there-are 278 mllllon acres of
noninauatrlal forest lands,\lt is llkely that
for increased timber prcductlon.W‘Such factors
as the mix of motivations for owning timber

land, marketlng constraints, and a range of
economic and financial problems small landowners
face make it difficult to make realistic
pro;ect;ons of timber production on nonindustrial
1ands.J Future assessments should take into
account’ ‘criteria such as (1) identification of
economically and biologically productive acreage,
(2) production of timber within a reasonable
distance of existing or potential markets, and
(3) whether the owner's motives and objectives
suppor? increased timber productionf]‘(See PP .
21-24. ‘

| Many studies conclude that the primary need of

“production-oriented, nonindustrial forest land
owners is "up~front" assistance for site
establishment and reforestation expenses. 1In
response, the Congress has already authorized the
Forestry Incentives Program and has considered
additional forms of a351stance.n (See p. 29.)
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" A detailed comparative assessment of these

alternativaw~wammmnming of site preparation
costs, Federal loans, or expansion of direct
financial assistance--ghould be compiled

as rapidly as pomaible.\ The assessment
should also make clear prospective production

‘implications of various levels of assistance

so that Congress can judge them in relation

to future timber price problems. | Many past
and existing Federal, State, and private
sector assistance efforts have been devoted to
encoraging timber growth on privately-owned
land. Generally these programs have not been
effective, in large part due to a multiplicity
of administering agencies, ill-defined
objectives, and poor coordinatlon.{(See

pp. 31-34.) N

f Better cooperation and coordination is needed

""among the Federal, State, and private

organizations that provide forestry assistance.
A necessary precondition to more effective
program coordination is evaluating nonindustrial
acreage to identify those lands that truly have
important biological and economic opportunities.

Forestry assistance programs should then be
firmly focused on such lands and their cost-

' effectiveness measured in light of a much more

disciplined focusfm (See p. 34.)
RECOMMENDATION TO THE
SECRETARY OF AGRICULTURE

[ The Secretary of Agriculture should take the

initiative through the Forest Service to
develop a new analytical framework and expand
its analytical capability to deal with tax
policy, financial and technical assistance,
and related considerations as they affect the
performance of the timber industry in the
private sector.

The Forest Service should call on the expertise

of the Department of the Treasury in analyzing
tax policy options and should elicit active
collaboration of the forestry industry.
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The Forest Service should refine its data and
analysis on the production potential of _
nonindustrial, privately-owned forest lands with
the goal of (1) identifying nonindustrial private
forestlands with true potential for increasing
future timber supplies, and (2) analyzing '
comparative costs and benefits of alternative
forms of tax incentives of financial assistance
for private, nonindustrial landowne;é}(See PP .

37 & 38.) ,

MATTERS FOR CONSIDERATION
BY THE CONGRESS

GAO believes that theg@ongress should support
the expanded analytical capabilities called
for in its recommendations to the Secretary
of Agriculture. > A congressional expression
of support would provide an incentive for
maximum and efficient collaboration between
the public and private sectors.

The analysis called for in this report would
help the Congress in future policy deliberations
affecting the private forestry sector, and in
future discussions on appropriations for
increasing production from private nonindustrial
forest lands. (See p. 38.)

AGENCY COMMENTS

GAO provided a draft of this report to the
Forest Service and the Department of the
Treasury. Both agencies support GAO's

basic conclusions regarding the need for
improved analytical techniques for assessing
financial and tax assistance to the private
forestry sector. (See p. 38.)

Although it agrees that the analytical
capability should be developed, the Forest
Service suggests that "an unbiased third
party group" be assigned the responsibility.
GAO believes that the agency with primary
programmatic jurisdiction should be respon-
sible for assessing tax/investment options



affecting its area of responsibility. With

the recent enactment of legislation

authorizing new tax. incentives to private
landowners, it is more important than ever

that the Forest Serwvice develop the capability
to assess reforestation investment alternatives.
(S«@G P‘- 39‘-)‘

The Forest Service states that "a number of
years" would be required to overcome existing
data deficiencies, and that it "has a very
limited number of personnel familiar with the
tax field." GAO recognizes that considerable
effort will have to be devoted to refining
and expanding the pertinent data base.

GAO disagrees, however, that useful analyses
must be deferred for some indefinite period.
The Forest Service is already supporting
.modeling/analytical efforts directly rele-
vant to the issues at hand. As for the
manpower shortages, whatever additional
resources the Forest Service needs to develop
this analytical capability must be requested
through its annual appropriations process.
(See p. 39.)

" The Forest Service suggests that the issues
addressed in this report be placed in the
context of its overall renewable resources
planning effort. GAO believes the two
efforts should be kept separate. Although
both have impacts on future national
timber supplies, the renewable resources
planning is primarily oriented to the
-public lands and to resource planning.
‘The focus on incentives to influence
private actions will remain sharper and
their impacts will be easier to analyze

if kept separate. (See pp. 39 & 40.)

The Department of the Treasury states that
more emphasis should be given to the re-
lation between the policy model and esti-
- mation of potential forest acreage. GAO
" does not support any particular model or
method, but rather the development of an
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analytical capability to assess tax and
other timber production incentives.
(See p. 40.)

Treasury further states that "In principle,
it makes no difference whether a subsidy
-to forestation is paid when the trees are
planted, or when they are cut." GAO
believes this is true only under certain
theoretical conditions. The key one is
that the subsidy must be spent on the new
stand of trees in both cases. A subsidy
that is paid when the trees are harvested
may or may not be used to establish a
subsequent stand. A subsidy for estab-
lishing or planting a stand would be
received only if the regeneration of the
timber has taken place. If the subsidized
forestation is a reasonable investment, yet
individuals would prefer to spend the
money or to invest it elsewhere, then the
timing of the incentive can affect the number
of acres regenerated. This must be borne
in mind when assessing Treasury's views on
the potential merits and demerits of "plow-
back" requirements for timber investment
subsidies. (See p. 40.)
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CHAPTER 1

FORESTS: AMERICA'S RENEWABLE RESOURCE

INTRODUCTION

Concern about the national timber future has been the
focus of a series of Forest Service studies. These studies
are in response to Congress' directive to assess the Nation's
current and future timber supply. For example, the Con-
gress passed the Forest and Rangeland Renewable Resources
Planning Act of 1974, which, among other things, directs the
Secretary of Agriculture to prepare periocdically a Renewable
Resource Assessment that contains the facts and analyses to
develop and guide public and private forest and rangeland
policies and programs.

The most recent of these studies, "An Assessment of the
Forest and Range Land Situation in the United States" (1980),
indicates that consumption of timber products in terms of
roundwood volume could double by the year 2030. The study
states that timber consumption has increased from about 12.0
billion cubic feet in the early 1960s to 13.7 billion cubic
feet in 1977. Projected demand reaches 22.7 billion cubic
feet in 2000 and 28.3 billion cubic feet in 2030, more than
twice the consumption in 1977. The Forest Service projects
a timber shortage of 15.8 billion board feet by 1990 and
17.2 billion board feet by 2030 for softwood sawtimber,
assuming that the price trends used in making the projections
continue through 2030.

Timber Price Escalation

Figure 1 shows the relative wholesale price indexes for
all lumber from 1800 through 1976. It shows an escalating
price index trend ranging from 6.4 in 1800 to 127.4 in 1976.
Prices have escalated at a much faster rate since 1900, espe-
cially since 1946 when the price index rose from about 71 to
127.4 in 1976.

Although there has been some fluctuation in relative

lumber prices in the past decade, expected timber demand-
supply balances suggest the likelihood of future and

sustained increases in the prices of both softwood and hard-
wood lumber relative to the'prices of all commodities and

most competing materials.



FIGURE 1
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Figure 2 shows the relative wholesale price index
of softwood (Douglas fir and southern pine) and hardwood
relative to other construction materials for the period 1968
to 1979. These wholesale price increases are consistent with
the historical trend shown in Figure 1. Relative increases
have been particularly rapid in the 1970s and have increased
at a rate faster than for other construction materials.

Figure 3 shows the average stumpage prices ;/ for Douglas
fir and southern pine sawtimber sold from national forests
during the period 1970-1979. The relative price of Douglas
fir increased 303 percent from $38 to $153.10 per thousand
board feet during this period, while the southern pine stumpage
price rose 75 percent from $39.90 to $69.80 during the same
period.

According to Forest Service estimates, if prices are
allowed to bring about an equilibrium between timber demand
and supplies, the prices would have to increase by very large
amounts in order to overcome the projected timber shortage
of 17.2 billion board feet by the year 2030. The Forest Ser-
vice study shows that the index of equilibrium prices of soft-
wood stumpage necessary to bring about equilibrium in timber
demand and supplies in the Southeast, for example, would have u
to increase from 138.9 per thousand bdard feet in 1976 to
280.0 in the year 2000 and to 526.8 in 2030.

To the extent that price rises can be moderated by
increasing the quantities of timber available for current and
future generations of Americans, the Nation's economic welfare
can be increased. Because of the wide use of timber, its price
escalation affects the prices of a wide variety of industrial
products, as well as new housing. 1In an earlier report,
"Projected Timber Scarcities in the Pacific Northwest: A
Critique of 11 Studies" (EMD-79-5, Dec. 12, 1978), we discussed
reasons why the Forest Service's methodology for estimating
timber supply and demand may result in an overstatement of
future supply and vrice problems. Nevertheless, given the
long history of increasing timber prices and the projected
continuation of timber price escalation, the Government ought
to give serious attention to means for trying to temper the
price implications inherent in present demand forecasts. One
option is through promoting increased timber supplies.

1/Stumpage price is the valte of a standing tree in the woods,
the value of the resource hefore processing.
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Sources Of Timber Supply

There are three sources of commercial timber supply--
public, industry, and nonln@mﬁtrlal private forest lands.
Of the total 737 million acrés of’ forests in the Nation,
about 482 million acres, or aqun 6@ percent, are classified
as "commercial land,” that iy, ‘each w&f@”is capable of produc-
1ng at least 20 cmwdm‘%mw% o wodd. eadh’, year and the acreage
is not reserved for other uses sych as parks and wilderness
areas. Ownerghip of commwrcm&l tlmberland is as follows:

OWNERSHIP OF COMMERCIAL TIMBERLAND
JANUARY 1977

Owner Million acres Percentage
Public 135.7 28
Industrial 68.7 14
Nonindustrial 277.9 58

482.3 100

Source: U.S8. Forest Service.

Timber is a renewable resource but one which requires
a long wait between investment and maturity. Thus, while it
is profitable to harvest current forests, there may be réluc-
tance to invest in the production of future supplies. To deal
with this problem, the Congress has established long-term
objectives for the national forests, stipulated in the National
Forest Management Act of 1976. It also has provided tax
incentives and other forms of assistance to encourage private

timber production.

OBJECTIVES, SCOPE AND METHODOLOGY

We have issued a number of reports suggesting ways and
means of increasing timber supply from the public forests. i/
This report addresses that segment of U.S. timber supply in
only a limited way. 2/ It concentrates on site establishment

1/Two recent examples are "Need to Concentrate Intensive
Timber Management on HMigh Productive Lands" (CED-78-105,
May 11, 1978)," and "Timber Harvest Levels for National
Forests-~-How Good Are They?" (CEDw78f15, Jan. 24,.1978}).

2/A recent Congressxonal Budget Office report, "Forest Service

Timber Sales: Their Effect On Wood Product Prices" (May
1980), evaluates the effects of several alternative levels

of timber sales from the national forests.



(clearing and preparing land for planting) and reforestation
efforts made by the timber industry and the nonindustrial,
private forest owners and, in particular, the ways in which
existing or modified tax policy incentives and/or other
financial assistance might encourage private forest owners
to regenerate timber on their lands to better meet the
future timber needs of the Nation at reasonable prices.

We made this review at Forest Service Headgquarters in
Washington, D.C.; and the States of Alabama, Georgia, South
Carolina, Virginia, Idaho, Oregon, and Washington. These
States were selected because they had large timber indus-
tries, including nonindustrial private forest lands, and
they permitted us to compare regional differences (e.qg.,
Northwest vs. Southeast). Brief visits were also made to
several other States to interview officials of selected
industries and Government agencies that we felt could offer

: . ,
into the problems and potential solutions confront-
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ing the U.S. timber industry.

We discusged the effect of timber tax treatment with of-
ficials of (1) major forest product and paper industries,
(2) Pederal and State tax agencies, (3) Federal and State
forestry agencies, and (4) Departments of Forestry at several
universities and colleges. We also talked with several pri-
vate forest owners and forestry consultants about the effects
of taxes and tax incentives.

We reviewed (1) applicable tax laws and regulations,
(2) books and reports on forestry taxes and forestry supply
and demand prepared by individuals and groups from the Federal
and State Governments and the private sector, (3) articles
published by forestry associlations, accounting and tax jour-
nals, and (4) reports and summaries covering conferences and
symposia on forest taxation and other aspects of forest tax
policy, economics, and management.

In chapter 2 of this report we examine the relation of
timber capital gains tax policy to site establishment, re-
forestation, and improved forestry management practices of in-
dustrial forest owners.

In chapter 3 we examine a long standing contention that
nonindustrial, privately owned forests, because of the sheer
acreage involved, have the greatest potential for increasing
timber resources. We further consider whether capital gains
provides an effective tax incentive for nonindustrial forest
owners to reforest and better manage their timberlands. We
examine also the effectiveness and coordination of Federal,
State, and private forestry programs.

Chapter 4 contains our conclusions and recommendations.
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CHAPTER 2

THE RELATIONSHIP OF CAPITAL SAINS TAX
POLICY TO NATIOMAL TIMBER
PRODUCTION AND REFORESTATION

This chapter examines the capital gains tax treatment
of timber income, argued by many as the principal Federal
incentive to site establishment, reforestation, and improved
forestry management practices on privately owned forest lands.
It explains the serious contentions regarding the effectiveness
of the tax treatment and its costs, and points out some major
concerns assoc¢iated with it. The chapter concludes with
considerations for improving analysis of timber tax policy.

TAX POLICY THAT ENCOURAGED
LIQUIDATION OF TIMBER RATHER

THAN LONG-TERM MANAGEMENT

Standing timber, according to "The Timber Tax Journal”
(1978), is recognized under the real property laws of all
States, as well as the Federal income tax law, as a capital
asset. Therefore, when a timber owner makes an outright sale
of standing timber in a "lump-sum" transaction, he is dispos-
ing of a capital asset providing it has not been held for sale
to customers in the ordinary course of business. Any profit
realized is treated as a gain from the sale of a capital asset.
No special language dealing specifically with timber has been
included in the law to accord the capital gain or loss treat-
ment to "outright disposal for a lump sum." According to a
Forest Service official, it rests on interpretation/applica-
tion of the tax law.

Under the tax law enacted in 1921, owners who held
timber for the pericd required by the Internal Revenue Code
and later sold their timber outright in a lump-sum transaction
as a capital asset could have their profits taxed at the lower
capital gains rate rather than the ordinary tax rate.

It was contended that the tax law prior to 1944
created not only an eguity problem but provided no financial
incentive for timber owners to manage their forests for con-
tinuous timber production. For example, the owner who cut
his timber, selecting and selling the logs or pulpwood, was
taxed at a higher rate than if he sold the timber outright
and let the purchaser come on his land to do the cutting.
Similarly, the sawmill operator who owned standing timber and
cut it for use in his sawmill had to pay the higher ordinary

income tax rates on the increase in value. As a practical
matter, the sawmill operator might have been better off had



he sold his timber outright, as a capital asset, and then
bought timber from another landowner as needed in his sawmill.

Consequently, there was little financial incentive for
timber owners to hold and manage their timberlands for con-
tinuous timber production because they were subject to strong
economic reasons to liquidate their timber holdings. The
privately owned, commercial forest areas were generally charac-
terized by forest devastation, and it was claimed that tax
policy encouraged liquidation of timber rather than long-term
management .

REVISION OF CAPITAL
GAINS TAX POLICY

By the 1940s, the Congress was being urged to revise tax
policy to encourage scound forest management practices and to
stimulate the growth of timber as a primary renewable resource.
In response, the Congress enacted as part of the Revenue Act of
1943, a provision that extended capital gains tax treatment
to virtually all timber income. Section 117(k), which is
substantially the same as section 631 in the 1954 Internal
Revenue Code, placed owners who cut their own timber or who
disposed of it under a long-term cutting contract, on the same
tax basis as an owner who sold standing timber outright.
Furthermore, no distinction was made between timber that was g
cut for sale or for use in an owner's business.

The objectives in passing section 117(k) have been
described as follows: (1) to stimulate the development of
forest resources by giving taxpayers an incentive to improve the
value of their timber properties, (2) to correct the inequity
of taxing income developed over many years as ordinary income
in the year realized, and (3) to allow the same tax treatment
to timber owners who cut their own timber or disposed of it
by a cutting agreement. The recorded debate in the Senate
shows that reforestation was an important consideration.

CONTENTIONS REGARDING CAPITAL
GAINS TAX ON TIMBER PRCDUCTION

On several occasions, the Congress has reviewed capital
gains tax treatment of timber income. Both individuals and
certain corporations have testified in support of capital
gains as a reforestation incentive.

This viewpoint has been consistently presented by the

Forest Industries Committee on Timber Valuation and Taxation,
a major representative of the private timber sector. The

Committee's testimony has repeatedly stressed its perception



that the most dramatic growth development in the history of
America's private forestry followed enactment of the timber
capital gains provisions. This private group claims that the
capital gains tax treatment . guickly brought both increased
plantings and higher productivity on private forest lands.

The Forest Industries Committee also claims that prior
to 1944 the growing stock in-the United States forests de~
clined at an average rate of seven billion cubic feet per
year. Since that time, the volume of growing wood fiber has
increased to where it is approximately 175 billion cubic feet
more than in 1944. The Committee claims this dramatic differ-
ence was made possible in large measure by the capital gains
incentive for increased investments in reforestation and tim~
ber stand improvement.

The Forest Industries Committee has continually opposed
any proposals to alter section 631 with such arguments as:

--Capital gains was the principal reason for the dra-
matic advances made by the timber industry in the areas
of reforestation, forest management, and timber invest-
ment in the two decades following 1944.

-=-A change would drastically affect the industry's abil-
ity to compete for investment dollars because of the
low rate of return on investments in timberland.

--It would reduce the supply of lumber at a time when
the demand is increasing at an unprecedented rate.

--It would place the Nation's timber companies at a dis-~
advantage in their competition with foreign companies.

However, there are some who disagree with these conten-
tions. A 1972 special analysis, "The Federal Tax Subsidy of
the Timber Industry," which was submitted by the Treasuxry to
the Joint Economic Committee and included in that Committee's
report, stated that capital gains treatment involved a sub-
sidy to the industry and that

“There is no compelling evidence that the tim-
ber tax subsidy is effective in increasing

the supplies of timber or in encouraging con-
gservation * * *, yhile capital gains treatment
allows timber owners to practice sustained yield
forestry, there is no direct incentive to do so.
1f timber owners choose instead to cut their
land intensely, they still qualify for capital
gainsg treatment."”
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The report noted that toc little was actually known about
the impact of the timber tax subsidy. Even though supporters
of the tax subaldy have pointed to the significant increases
since 1943 in forest planting and forest management, there
clearly were a number of factors’ operatlng which could also
have led to substantial increases in forest planting and
forest management in the absence of the tax revision. Among
those factors noted in the report were population movement
to the suburbs and the associated increase@ demand for new
housing, the reduction in inventories associated with decline
of old-growth timber, and the resulting sharp increases in
the price of timber stumpage.

The problems stemming from lack of "compelling evidence"
persist to this time.  We found no publicly available, defini-
tive evidence that capital gains tax treatment has augmented
timber supplies. Tax benefits are based on income from timber
that the taxpayer cuts rather than oh what the taxpayer spends
for reforestation and timber managemeht. The tax law still
does not require that timber capital gains benefits be applied
to reforesting or improved forest management techniques. Given
statutory provisions, existing data and analytical tools,
there is no empirical basis for judging the overall refores-
tion efficiency of capital gains tax ‘treatment.

COST QF CAPITAL GAINS TAX TREATMENT "

The capital gains benefits accorded timber owners are
considered a tax expenditure by the Department of the Treasury.
Tax expenditures are defined as "revenue losses attributable
to provisions of the Federal tax laws which allow a special
exclusion, exemption or deduction from gross income or which
provide a sgpecial credit, a preferential rate of tax, or a
deferral of tax liability."

The amount of revenue loss since enactment of the 1943
Revenue Act is unknown. However, the Congressional Budget
Act of 1974 requires that a listing of tax expenditures be in-
cluded in the U.S. Budget. Accordingly, the estimated revenue
loss for capital gains tax treatment of timber income has been
included in the S8Special Analysis of the U.S. Budget for the
past 5 fiscal years.

Figure 4 shows estimates of tax expenditures for
capital gains tax treatment of timber income for individuals
and corporations. Totals for 5 fiscal years are $1.2 billion

(76 percent) for corporations, and $.4 billion (24 percent)
for individuals.

These estimates of revenue loss are computed by the De-
partment of the Treasury using information from the Statistics

11



of Income for Corporations., However, these amounts are only
approximations of the revenue loss because timber income

taxed at the capital gains rate is not specifically 1dent1f1ed
in the Statistics of Income.

To estimate tb@ tax mxgendltures accrulng to corporate
benefit, the Departmemt of the Treasury uses the amount
of net capital gains from two Standard Industry Codes, com-
prising the lumber and wood products and the paper and allied
products industry groups. However, not all timber income
is reported in these two industrial groups. Other integrated
firms may have timber income included in their capital gains
that would be reported in another industry group because lum-
ber or paper is not their major product. Also, capltal gains
for the lumber and paper industries may include gains other
than those from timber income. To adjust for this other gain,
the Department of the Treasury excludes 10 percent of capital
gains benefit from its computations.

The amount of revenue loss for benefits accorded individ-
uals is based on a percentage of revenue loss estimated for
corporations. The procedure used to estimate this loss is
based on a 1962 study, which shows that the amount of capital
gains from timber income for individuals was about 30 percent
of the amount of capital gains determined for corporations.

But because of factors such as partnerships, minimum tax offset
and occasional operating losses, the capital gains for individ-
uals does not always compute to exactly 30 percent, resulting
in the different annual ratios shown in Figure 4. This 1962
basis is still used by the Department of the Treasury in
estimating the amount of timber capital gains tax expenditure
for individuals.

CONCERNS REGARDING CAPITAL
GAINS TREATMENT OF TIMBER

We have several concerns regarding timber capital gains
tax expenditures. The first is that, given existing, publicly
available data, their effect on site improvement or reforesta-
tion needs cannot be definitively assessed. Neither the Forest
Industries Committee on Timber Valuation and Taxation nor any
other of the many sources contacted by us during this review
could provide firm evidence to support the generally claimed
values of capital gains tax.treatment for conservation and
reforestation.

A second concern pertains to distribution of capital gains

benefits. Figure 4 shows that, according to Department of the
Treasury estimates, timber industrial firms receive about 76 per-

cent of capital gains while individual forest owners receive about
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24 percent. However, the data below show that, in 1276, farm and
other private individuals (nonindustrial owners) supplied a great-~
er percentage of roundwood and sawtimber than industrial lands.

.. SYPPLY OF TIMBER FOR 1976 BY OWNERSHIP

1 " B ‘Wv b

mamm@wuod Sawtimber
B (percentage)
Farm and other private individuals 46.4 38.7
Forest industries (corporations) 30.4 33.0
National Forest 15.5 19.4
Other public 7.7 8.9
Total 100.0 - 100.0

Source: U.S. Forest Service.

This inverse relationship between capital gains benefits
received and timber produced affirms another basic point
made in the previously cited 1972 special analysis: "The tax
subsidy program reverses the pattern of most direct subsidy
programs because it favors the large integrated timber com-
pany and gives almost nothing to the small woodlot farmer."
At a minimum, the lack of alignment between actual timber pro-
duction and distribution-of capital gains benefits suggests
that the Congress needs much better information to evaluate
the effectiveness of the existing tax policy in regards to
individual versus industrial producers. This matter is exam-
ined further in chapter 3.

Third, purchasers of timber from public lands can re-
ceive, without having made any prior investment, capital
gains benefits in the same fashion as timber producers who
have invested in forest stands over decades. Income or gain
derived from the cutting of timber from public forests may
be taxable at capital gains rates. But this allowance of
capital gains benefits does not have any apparent relationship
to the Congress' objectives in passing the 1944 capital gains
legislation. There is no data to show that individuals and
firms cutting timber from national forests make long-term
investments in the land or replacement stands.

To receive capital gains treatment under current tax law,
timber companies need only to have owned the timber or to
have had a contract right to cut timber for a period of time
specified by the Internal Revenue Code. Currently, it is a year
from the date of purchase or the date a contract right to cut
begins. The Forest Service and the Bureau of TLand Management

14



prefer that purchasers of public timber remove it expedi-
tiously. However, the typical purchaser, partlcularly in
Western forests, ddes not . cut his timber within 1 year,
holding it for . m‘p%riwﬂ‘neceu@ary to qualify for capital
gains traatmwntw : ‘

Tha tax @mpmwdmturwa asamciated with these practices are
not insignificant. We estimated that, on Forest Service sales
alone, tax expendlturea calculated on the increase in sales
value from the time of purchase to the time of harvest
of public timber approximated $305 million for the 3 fiscal
years 1975~L9ﬂ%,_mmmmmimg‘tha banafgq1arles had held cutting
rmghts for at least 2 years before harvesting. Since timber
is sold from - publm Lan@a (such as thosé centrolled by
-the Burean mf hqma‘Mmmagmment and the Dapartment of Defensa}‘
under similar circumstances and cutting practices, the tax
expenditure. would be even greater.

It might ba argumdwthat the selling agencies (and there—
fore the. public) AL th@ beneficiaries of these tax expendl—
tures. We believe that buyers, anticipating capital gains,
might increase their bids accordingly and the selling agency
would receive higher revenues, equivalent to the capital gains
benefit. But this would occur only under conditions of perfect-
ly competitive bidding, and there exists a body of professlonal
literature whmqh daaumants that far-less than perfect competl—
tion attends sales of public timber. 1/

Canaaquently, slgqlflcant tax expenditures are belng ‘made
with no real umﬂarmtandlng as to their distribution or effect.
One poamlble means for ovmrcumlng this defect would be to ana-
lyze the camltal gains receipts and expenditure patterns of
major purchasers of public timber.

A 1976 report by Oppenheimer and Co. (New York investment
firm) shows that the timber self-sufficiency of 14 major timber
processing firms ranged from 16 to 82 percent. Timber self-
sufficiency of a wood proce&alng company can be expressed as
a ratio of the company's annual timber consumption to annual
growth (million cubic feet) added to its standing timber in-
ventories. Figure 5 shows that 10 firms were less than 50

1/see, for example, "Competltlon and Oligopsony in the Douglas
Fir Lumber Industry", Walter J. Mead, Bureau of Business
and Economic Research University of California, Los Angeles,
1966, and "Competition for Federal Timber in the Pacific
Northwest - An Analysis of Forest Service and Bureau of Land
Management Timber Sales,” U.S. Forest Service, 1968.
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percent gelf-sufficient. While the self-gsufficiency of some
firms has increased in recent years, several have decreased.
A December 1979 report shows that the self-sufficiency of 12
major timber processing firms ranged from 30 to 90 percent.
Figure 6 shows that six firms were less than 50 percent
self-sufficient while six were 50 percent or greater.

To the extent that processing firms are not supply self-
sufficient, they engage in timber purchases and are likely
to be receiving capital gains benefits. Whether they contribute,
in return, to public lands reforestation and related objectives
is unknown. Major timber purchasers may be assisting public
lands production harvesting indirectly, for example, by using
capital gains benefits to finance modern removal equipment.
But this, at present, is merely speculative. The Congress
may wish to specifically examine, or have further examined,
this particular aspect of the timber capital gains issue and
decide if the benefits warrant continuation of tax expenditures.

NEED FOR NEW ANALYTICAL TOOLS

The same principles involved in public timber capital
gains apply, in concept, to private sector purchases and sales.
Timber cutters on private lands may well be realizing capital
gains benefits without making any investments to assist
future timber production. This situation, coupled with the
present scarcity of useful data for public policy analysis,
suggests the need for constructing a private sector forestry
policy "model" or analytical framework. The Treasury Depart-
ment has suggested to us five essential features of such an
analytical model. These are

--the market structure of the lumber and wood products
industries;

--the relationships between inputs needed for timber
production and the outputs produced, on a species~-
specific basis;

--a measure of the amount by which present subsidies
(both within and outside the tax system) reduce private
forest costs given the relationship between inputs and
outputs;

--given the relationship between inputs and outputs,
a measure of the responsiveness of future stumpage
supply to a given percentage reduction in the private
cost of production, i.e., a measure of supply elas-
ticity:; and
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 gapital markets and thelr role in
ital fmxmatlon in forestry.

b i oA ‘naed to develop a framework,
model, o ‘“mmﬂwl ca aqlk of guantitatively asseBsing the
effect of varipus fimwmc@ml 1ncentives on the timber supply
response of the, pr%v 1 Although such an analyt;cal
effort can he pased any of several possible approaches to

b ‘mupply response behavior, it should
be able tuwgiva dﬁtal,wﬂ answers to questions such as:

L are 1qherent advantages and dlsadvantages of
altwrmmtmva mmmanxive programs, such as capital gains,
direct cm% whmring, or amortization of reforestation
expendlturem?

--What subgroups. of timber procedures-~-industrial, non-
industrial, large, small, etc.--would most likely avail
themselves of each type of incentive?

--How much of these incentives would be devoted to future
timber mmoductlon by the private land-holders and what
sort, of increases in future timber supplles might result
from this utilization?

--How much would this potential supply response affect
future timber prices, timber quantities marketed, anﬂ
1mports and exports, both nationally and regionally.

--What are the potential benefits to society of imple—
menting the various incentive programs?

--What would the various incentives cost the taxpayers?

The Forest Service ‘and the Forest Industry Council have
taken an initial step toward developing an analytlcal model by

assembling a data base containing detailed timber productmon
and cost data for 25 timber producing States. More work is

needed, however, to identify the size and ownership patterns
of potential timberstands in other States.

In addition, the Forest Service has been developing

experlmental models of the timber industry. The methodologies
employed in these models, and the expertise developed in their

construction, could provide a foundation upon which the
investment incentive policy analysis could be built.

The development of appropriate analytic models could help

greatly in understanding the impact of existing or alternative
tax policies on timber availability, production, and prices.

19
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The models could also assist in the assessment of long-
established, yet essentially dissimilar objeéctives for the
private sector. As a specific example, it is one matter for
the Congress to consider tax policies which place or keep
the timber industry on a par with other capital investors,
i.e., allowing capital gains tax treatment of timber income.
But matters of tax equity aside, it seems gquite another
issue to ascertain effective and efficient tax incentives
necessary to achieve higher levels of reforestation and
future timber productiétn. Not all sectors of private in-
dustry may need gimilar assistance to achieve a satisfactory
level of performance. For example, it might be desirable

to distinguish between softwood and hardwood production
incentives. The results of proper modeling analysis could
assist much more discriminating decisionmaking.

The first step should involve deriving a consensus among
the industry (as represented, say, by the Forest Industry
Council and the Forest Industries Committee on Timber Valua-
tion and Taxation), Forest Service, and Treasury on the best
way to structure the modeéling effort. The Forest Service
could then take the lead, assisted as appropriate by Treasury,
in developing appropriate models, either inhouse or through
contracts, for analyzing specific issues, as suggested by the
preceding list of questions. Industry representatives could
serve as consultants to the entire process and also help
determine how timely data from the private sector might be
secured and used without undue reporting burden or violation
of proprietary considerations.

Treasury has estimated, informally, that a "first genera-
tion" timber policy analysis model could be made operational
in about a year's time, given serious administrative support
for its development. Forest Service believes more time would
be required for complete model development. But useful analysis
could emanate from even a first generation model. Given the
mounting concern over timber supply~price issues, there can
hardly be any justification for support being withheld from
prompt, initial model development.
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CREFINING ESTIMATES OF TIMBER
PRODUCTLION POTENTIAL FROM
NONINDUSTRIAL FOREST LANDS

Over the years, various public and private reports
have contended that of the three sources of timber supply--
public, industry, and nonindustrial forest lands--the greatest
potential for increasing the Nation's timber supply is the
nonindustrial privately owned forests. About 483 million
acres of forests are classified as commercial timberland,
and nonindustrial lands involve 278 million acres, or 58 per-
cent of the total.

We examined the basic contention that nonindustrial
privately owned forest lands have a great potential for in-
creasing timber production. We explain why this potential may
be overstated, especially in terms of economically usable
acreage. We also considered the relation of capital gains tax
treatment to reforestation practices of nonindustrial forest
owners and the effectiveness and coordination of assistance
provided by Federal, State, and private forestry programs.

SOUND ESTIMATES OF ACTUALLY
PRODUCTIVE NONINDUSTRIAL
ACREAGE NOT DEVELOPED

Private, nonindustrial forest owners are those who do
not have wood-processing facilities. The ownership is
very diverse and includes farmers, housewives, doctors,
lawyers, second home owners, retirees, and many others.
Total private ownership of commercial timberland includes
about 347 million acres. About 278 million acres, or 80
percent, are owned by nonindustrial private owners. The
table below shows total private commercial timberland
ownerships and geographical locations.

Although nonindustrial private forests account for
about 278 million acres, we believe there is an urgent need
to identify those lands with biological and certain econom-
ical potential for timber productivity, those lands that

are located within a reagonable distance of existing or
potential markets, and owners whose motives support timber

growing and increased production.
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PRIVATE COMMERCIAL TIMBERLAND
BY OWNERSHIPS AND LOCATIONS

Locations
Bast West

Total Rocky
Ownerships acres percent North South Total Mountains Pacific Total
(millions) = = @ weewe—seeesecceeee— million acreg~—-—-—-——m—ewm——-—

Nonindustrial:

Farmer 115.8 33.4 38.8 61.4 100.2 10.0 5.6 15.6
Other private 162.2 46.8 €65.9 83.4 149.3 4.8 8.1 12.9
Total 278.0 80.2 104.7 144.8 249.5 14.8 13.7 28.5
Forest industry 68.8 19.8 17.7 36.5 54.2 2.1 12.5 14.6
Total private 346.8 100.0 122.4 181.3 303.7 16.9 26.2 43.1

Source: U.S8. Forest Service.

Two recent studies have been made of the economic opportu-
nities for increasing nonindustrial timber supplies. One was
done by the U.S. Forest Service and the other by the Forest
Industries Council.

In its 1980 Assessment, the Forest Service estimated that
only 124 million (45 percent) of the 278 million acres of non-
industrial forest land had economic opportunities.

The management opportunities identified by the Forest
Service study group vary by site and region, and include two
major types--réforestation/conversion and stocking control.
According to results of this study, applying appropriate
management techniques to the 124 million acres would increase
net annual timber growth of nonindustrial forests by about
9.1 billion cubic feet or about 32 percent of the projected
demand of 28.3 billion cubic feet for the year 2030.

Forest Service estimates of economic opportunities were
based on (1) prescribed specific treatments for existing
conditions on commercial timberlands, (2) assigned probable
costs of application, (3) estimated increases in timber yields
from each treatment, and (4) outlined existing ranges of stum-
page values. Resource analysts in the Forest Service added

acreage estimates for each identified forest condition. All
cost and response data for each treatment were averages, and

calculations were based on deflated or real costs, prices,
and interest rates.
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The Forest Service estimate may be unrealistically high.
A background paper pertaining to the above Forest Service
study states that: :

"Acregs * ¥ ¥ rapregsent a theoretical or outside
limit. Ewvery acre in a given stand condition is
listed. No thought was given to tracts that are too
small for economic management, too inaccessible to
warrant investment, or too likely to be converted to
nonforest use. Thus, acres represent potential
maxima, not probable commitments to forestry."

One Forest Service representative estimates that per-
haps only 10-20 percent of the potential economic acreage
could be expected to be managed for increased timber produc-
tion. The rest would be eliminated due to (1) small holdings,
(2) unwillingness of owners to make long~term investments,
and (3) owners' inability to raise capital.

The Forest Industry Council's "Forest Productivity
Report" (1980) covered 25 states and included 405 million
acres of commercial timberland, including 241 million acres
of nonindustrial commercial timberland. The Council's
rgport identified 132 million acres of commercial timberland
with economic opportunities; however, only 79 million acres
were identified with nonindustrial ownerships.

We believe the differences in the foregoing analyses
confirm the need for further work to develop sound estimates
of actually productive and available nonindustrial acreage
for timber production. A major factor affecting estimates of
availability is the discount rate or social rate of interest
used. This matter is explained further in the Forest Service
comments at appendix I. In addition, there are other factors
which require much more prominent attention.

For example, many nonindustrial land ownersfdo not hold
land for its timber value. Some hold it for future, non-

timber development, and expect to make money selling it. Some

acguire land as a recreation area. In the State of Oregon,
for example, nonindustrial owners, collectively, own 3.5
million acres. "However, only 20 percent of the acreage is
managed for timber production.

Several studies have identified socioceconomic factors
affecting landowners' attitudes toward forest management as
follows:

-~The quality of timber management practices is influ-
enced by various characteristics of the owners, for

23
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example, age, distance from forest, length of tenure;
and ownership objectives.

~-Parsons most likely to practice timber management own
the relatively well-~gstocked lands, are in favorable
asset positions, and own larger-than-average tracts
of forestland. (Recent studies in several States show
average ownership ranging from about 24 acres up to
52 acres.)

~-~Large areas of nonirndustrial private forestland are
found in regions where there is little or no industry
forestland and lack of markets has inhibited the harvest
of timber from nonindustrial private forests.

These studies and research efforts are steps in the right

A d P [ | 4
direction but are J‘Luu'gwu an insufficient basis for estu.mtlng

the increased production potential of nonindustrial forest

lands. The Forest Service is working to refine estimates further,
and we believe that such nonbiologic factors as the mix of
motivations among owners for owning forest land and the range

of economic and financial problems small landowners experience
should also be included in the criteria for determining non-
industrial acreage with actual production potential. Therefore,
the definition and/or criteria for winnowing out and identifying
actually productive private nonindustrial forest lands should
include at least the following:

--Acreage that is sufficiently biologically productive.

~--Tinmber production should be within a reasonable dis-
tance of existing or potential markets.

-~Owners' motives support timber growing and do not pre-
clude increased production.

These assegsments should include not only the opportu-
nities involving such traditional forest products as sawtim-
ber and pulp chips, but also incorporate the potential for
using existing forest residues to produce energy and new wood

products, for example, structural flakeboard. In a sub-
sequent report, we will discuss the potential of wood residues

--including logging debris, lower value woodlands, and mill
residues--for producing energy and products, and identify
factors limiting increased use of these materials as well

as potential solutions.
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FURTHER EVALUATION OF PROPOSED
TAX. INCENTIVES AND FORESTRY
LOAN PROGRAM NEEDED

Recent gmnqramﬂianml hearings show that nonindustrial

forests are hminqmmqt, but not replmnted, at a rate of
about one-half m n acres a ear. The most serious
problem cited by nonindustrial orest owners is a lack
of capital to makﬂ long~range investments in site egtab-
lishment and reforestation.

An interagency committee report entitled "The Federal
Role in the Conservation and Management of Private Nonindus-
trial Forest Land&” (1978} states that these owners invest
little money in forest manﬁgemant because, historically, there
have been low returns relative to investment costs. Other
factors that discourage nonindustrial forest owners invest-

ments in reforestation and management include

~--higher interest costs on borrowed or invested money

than can be recovered from investments in forestry,

--~unacceptable time lags between investment and re-

turns, and

--high management costs and market disadvantages
because of relatively small acreage held by these
owners.

Cagh~flow problems are cited in other recent studies.
For example, a 1978 "Alabama Forest Productivity Report,"

produced jointly by the Alabama Committee on Forest Produc-

tivity and the Forest Industry Council's Committee on-
Forest Productivity, cites a number of restraints to
improving productivity on private nonindustrial lands
including the following:

--The relatively high initial costs of regeneration and
the long investment period--usually over 20 years--are
major factors discouraging additional investments.

--Forest management does not offer a primary investment
opportunity for a majority of small landowners. Other
economic needs have a higher priority and, because ade-
quate capital is not available, there is a general lack
of interest in long-term forest management investments.

--8uch Government assistance programs as the Forestry

Incentives Program have failed to overcome these con-
straints because of: (1) insufficient and irregular
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funding:; (2) untimely allocations; and (3) restric-
tions on participation.

Although Department of the Treasury estimates show that
nonindustrial forest owners received about $.4 billion of the
estimated $1.6 billion total capital gains accorded timber
owners in fiscal years 1976-1980, the amount of unreforested
nonindustrial lands continues to grow. The conclusion can
hardly be avoided that capital gains tax treatment, by itself,
is not adequate to overcome the "front-end" cost problems
associated with site preparation or reforestation of non-

industrial lands. ‘

Various forms of assistance to help smaller timber land-
owners with their capital or cash-flow problems have been
considered by the Congress. These include (1) already
authorized direct cost-gharing assistance, with the Federal
Government paying up to 75 percent of the costs of planting

and timber stand imgrovements, (2) recent amendments to the
tax code to allow limited deductions incurred for reforest-

ation expenses, and (3) a proposed loan program with coverage
restricted to parties owning less than 500 acres of commercial
timberland. Each of the options is further described below.

Allowing Deductions for
Reforestation Expenses

On October 14, 1980, the President signed into law H.R.
4310, the “"Recreational Boating Safety and Facilities Improve-
ment Act of 1980," which contained amendments to the Internal
Revenue Code of 1954 to provide a deduction for expenses
incurred for reforestation. The amendments allow gqualified
taxpayers to deduct up to $10,000 of reforestation expendi-
tures during each tax year. The deduction is available to
both individual and corporate taxpayers and is intended to
be an "above the line" deduction for individuals, that is,

a deduction in computing adjusted gross income.

Under previous tax law, site establishment and reforestation
costs had to be capitalized and were recovered through depletion
allowances decades later when the timber was harvested. It is
estimated that the new $10,000 limit will allow owners to plant
about 100 acres of trees and will encourage them to replant
these lands once timber is harvested.

In earlier congressional testimony on the bill, the Chief
of the Forest Service expressed concern about the increasing

area of land in private ownership that is not being reforested
after harvesting. He supported the objectives of accomplishing

reforestation on private lands and cited a recent study which
shows that over a l0-year period in the South alone, as much
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as seven million acres of pine forests may have been replaced
by economically less desirable hardwoods or remained unstocked.

The new amendments to the Internal Revenue Code of 1954
provide that a taxpayer may elect to ‘amortize, over a 7-year
period, up to $10,000 of qualifying reforestation expenditures
incurred each year in connection with qwalified timber property.
The maximum annual amortizadtion deduction in any taxable year
is $1,428.57 ($10,000 divided by 7) and total deductions for
any one year will reach §10,000 only if a taxpayer incurs
and elects to amortize the maximum $10,000 of expenditures
each year over an 8-yvear period--the full $10,000 deduction
being reached in the eighth yeéar. The amendments would also
allow a l0-~percent investment tax credit on reforestation
costs eligible for the amortization election.

It is estimated that the new $10,000 amortization deduction
will enable a private forest owner to reforest and manage
about 100 acres, assuming an aveérage cost of $100 per acre.
Therefore, 'based on the total estimated annual tax expen-—
diture of $36 million for fiscal years 1981 through 1985,
reforestry practices could be accomplished on about 360,000
acres over a 5-year period.

Even as the nonindustrial reforéstation problem grows at
a rate of 500,000 acres per year, the level of assistance con-
templated under the new amendments would be unlikely, ‘we believe,
to affect future timber production in a fashion large enocugh
to counter rising timber prices. Further, the expensing form
of assistance still leaves the small landowner with the problem
of having to secure the cash necessary to make actual refor-
estation investments.

i,

In addition, the 96th Congress 1/ had under consideration
H.R. 4498 and H.R. 53798 which would have provided tax c¢redits
for qualified forestry expenditures. H.R. 4498, introduced
on June 15, 1979, would have provided a credit againgt tax
liability for the taxable year equal to the greater of 25
percent of qualified reforestation expenditures each year up
to $5,000 or 10 percent of qualified expenditures paid or
incurred during the taxable year.

H.R. 5798, introduced in November 1979, would have provided
a credit for the taxable year equal to the sum of (1) 75 percent
of qualified forestry expenditures up to $5,000, (2) 50 percent
of qualified forestry expenditures over $5,000, but not in
excess of $15,000, (3) 25 percent of qualified forestry expen-
ditures over $15,000, but not in excess of $25,000, and (4)
10 percent of qualified forestry expenditures over $25,000,
but not in excess of $50,000.

1/ We do not know whether this legislation will be
introduced in the 97th Congress.
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According to Department of the Treasury testimony, the
revenue loss from the tax credit in H.R. 4498 would have been
about $99 million for fiscal years 1981-1985. Of this amount
more than half would have been attributable to industrial rather
than nonindustrial forestry expenditures. With respect to
H.R. 5798, Treasury estimated the revenue loss would be about
$113 million for fiscal years 1981-1985.

The Treasury wag opposed to both these bills stating in
part that (1) the issues raised are subsidy, not tax policy,
issues, and (2) neither bill addressed the tax policy question
of how the basic rules of income tax accounting should be
applied to land suitable for forestry, or to the structure
of tax rates applicable to corporate or personal taxpayers
contemplating entry into forestry activities.

The Forest Induystries Committee's testimony was fully
supportive of H.R. 4498, but urged modification and expan-
sion of the bill to include 7-year amortization for capital-
ized reforestation expenditures.

Forestry Loan Assistance

The Congress also had under consideration, H.R. 4718--
the Forestry Loan Act of 1980. It authorized and directed
the Secretary of Agriculture to conduct a S5-year pilot loan
program. This bill provided for periodic loan disbursements
to owners of nonindustrial forest lands to encourage them to
implement and maintain forest management programs and thereby
increase the production of industrial wood.

Under H.R. 4718, the Government would have insured and
guaranteed loans not to exceed a total of $50 million. Any
individual, group, Indian tribe or other native group,
association, partnership, corporation, or other legal entity
was eligible if such a person (1) owned less than 500 acres
of land capable of producing industrial wood, (2) was not
principally engaged in the manufacture of wood products, and
(3) certified in writing that he or she was unable to obtain
credit elsewhere at rates and terms comparable tc those in
this act.

For borrowers, the Secretary would not insure any loan
obligations which exceeded 50 percent of the projected market
value of the timber to be harvested during and at the end
of the loan period, provided that periodic loan disbursements
did not exceed $25 per acre per year. The loan periods would

not exceed 15 years with respect to existing stands of timber
and 30 years with respect to land that was to be forested.

The bill also provided that the landowner had to prepare,

keep current, and adhere to an individual forest management
plan developed in cooperation with and approved by the State

28



forester or equivalent State official. The plan would describe
the activities needed to establish a commercial forest, or
maintain or fncreasé the productivity of the forest land. The
landowner could have used the loan proceeds in any manner he
deemed appropirite ag Loty as the provisions of the forest
management pland &nd loan agreement were observed.

During committee hearings on H.R. 4718, many witnesses
pointed out that the lack of capital is the largest ob-
stacle facing dlmers- who are considering developing their
forest land. Almost all withesses agreed that a loan pro-
gram that provides periodic cash disbursements would enable
forest owners to help meet current expenses plus realize part
of the potential profits of the investment within their life-
time. The Forest Service stated that, if the pilot program
is proved feasible, the majority of loans over the long-
run are anticipated to be guaranteed private sector loans
and, thus, funds are periodically replenished.

However, the cost effectiveness of H.R. 4718 appears
questionable. A Congressional Research Service analysis
states that a $50-million pilot loan program would reach only
about 450 forest owners with an aggregate acreage of 28,000.
The analysis alsoc states that the $25 per acre per year limit
presents special problems because the needed reforestation
work may reqguire $100 or more per acre in the first year.

Additionally, such a loan program, by its nature, could
entail large administrative costs. Were it expanded to
apply significantly to the reforestation backlog problem,
administrative costs themselves could become significant.

Direct Assistance

Direct financial assistance to nonindustrial forest
owners is already authorized through the Forestry Incentives
Program. This program, established under the Agriculture
and Consumer Protection Act of 1973, and subsequently in the
Cooperative Forestry Assistance Act of 1978, provides Federal
cost-sharing with private landowners for tree planting and
timber stand improvement.

The 1978 legislation restricts cost-sharing participation
to owners of 1,000 acres or less of private forest land except
where significant public benefits will accrue. In no case,
however, may cost sharing be approved for landowners owning
more than 5,000 acres. The Federal cost-share can range up
to 75 percent depending on the cost-share rate as determined
by the Secretary of Agriculture. The maximum cost-shares that
a person can earn annually for forestry practices is determined
by the Secretary of Agriculture and the designated State
committee.
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The program is jointly administered by three Federal and
State agencies. The Forest Service provides such technical
program input as practice specifications and recommendations
on funding apportionment procedures. The Agricultural
Stabilization and Conservation Service has administrative
responsibilities, and handles eligibility, waiver procedures,
and payments to applicants. State forestry agencies and
private forestry consultants provide technical assistance
to landowners, and State forestry personnel check the installed
practice to see that it complies with practice guidelines.

It has been stated that the Forestry Incentives Program
has several important advantages over the proposed Forestry
Loan Program, including (1) it is easier to administer, (2)
it requires landowner contribution, (3) it creates no lien
on the land, and (4) it offers growing opportunities for en-
hancing Federal, State and private cooperation. Further, underx
the Forestry Incentives Program, all expenditures go into
forestry enhancement, while under H.R. 4718, there was no
requirement that the landowner enhance the forest--only that
the current level of growth be maintained.

Actual funding for the Forestry Incentives Program
igs about $13 million annually. There is a backlog of $14
million in pending requests. A March 1979 report by the
Management Services Divigion of the Agricultural Stabilization
and Conservation Service shows that from the inception of the
program through September 30, 1978, the cumulative accomplish-
ments were as follows:

FORESTRY INCENTIVES PROGRAM~--1974-1978

_ Number Average per

Practices Participants Acres Cost shares acre cost
Tree planting 16,127 429,075 $20,965,730 $48.86
Tree stand

improvement 14,738 477,112 9,466,034 19.84
Special forestry 17 3,804 9,278 2.44

Totals 30,882 909,991 $30,441,042 $33.45

Summary

We concur with the need for assistance to small non-

industrial landowners to help overcome their capital or
cash flow problems. But the most desirable form of assistance

is still open to question, as is the appropriate annual level
of assistance.

In striving to reach useful conclusions about these mat-
ters, we believe a necessary prerequisite is the examination
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of nonindustrial acreage by the Secretary of Agriculture to
identify actually productive acreage and those owners whose
objectives support timber production. Based upon refined
acreage data, the Secretary should identify what alternative
financial assistance methods~-tax incentives, loan program, or
direct assistance-~would provide the most effective assistance.

These mtwdiwa and analyses should show, but not necessarily
be limited to estimates of (1) annual tax expenditures and/or
costs, (2) number of participants under each alternative, (3)
number of acres of nonindustrial forest land to be planted.
reforested, and/or managed, and (4) potential increase in future
timber inventories. The Treasury Department should be an active
participant in developing the costs and benefits of the tax
policy and financial assistance alternatives.

Based on th@ results of these studies and analyses, the
Secretary of Agriculture should report to the Congress his
recommendations for tax policy and/or financial assistance
methods that he believes would most effectively increase the
supply of timber on nonindustrial forest lands. The Secretary
should also make clear the prospective implications of various
levels of assistance, so that the Congress can judge them
in relation to future timber price problems. This comparative
analysis could be accomplished in conjunction with the private
sector "modeling" efforts discussed in the preceeding chapter,
but need not be made dependent upon full model development.

INCREASING THE EFFECTIVENESS #
OF FORESTRY ASSISTANCE PROGRAMS

The considered importance of the potential of nonindus-
trial forest lands has been recognized because numerous Federal,
State, and private forestry assistance programs have been initi-
ated during the past several decades to develop the potential.

In addition to the Forestry Incentive Program, some of
the major Federal programs authorized by the Congress have
been:

--The Soil Conservation and Domestic Allotment Act of
1936, which established the Agricultural Consgervation

Program and allowed cost-sharing funds to private
foreat landowners for tree planting and forest improve-

ments.

~-~The Forest Products Act of 1928, which authorized and
directed the Forest Service to determine, demonstrate,
and promulgate the best methods of reforestation and
of growing, managing, and utilizing timber and other
forest products, and of obtaining the fullest and most
effective use of forest lands. .It also directed the
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Forest Service to determine economic considerations
for establishing policies for managing forest lands.
(This Act was repealed in 1978.) |

--The Conservation Reserve Program, which was authorized
under the Soil Bank Act of 1956. Among other things
the Act provided for establishing and maintaining
vegetative cover, including the planting of trees,
and providing cost-sharing, technical agsistance, and
annual payments. (This Act was repealed in 1965.)

According to the Report of the President's Advisory Panel
on Timber and the Environment, a number of States have ‘also
initiated programs over the years to assist private forest
owners to improve the production and management of their lands.
For example, North Carclina began a program in 1969 to provide
such services as tree planting and prescribed burning by State
Forest Service crews on a custom fee basis or by eguipment
rentals to gualified contractors.

Texas started a program in 1964 to create a forest land-
owner aggregate where small, nonindustrial private forest
owners were organized for the purpose of increasing forest
capital and to market their timber in an even, orderly man-
ner for the mutual benefit of the owners and the forest
industries that depend on them for timber.

Virginia started a landowner assistance program in 1971
to help owners get their lard into production. This program
is funded by imposing a tax on pine cut and by providing a
matching amount from the State's general fund. The funds are
used to encourage and assist small landowners in preparing
their nonproductive pine land for reforestation and to plant
seedlings.

A number of special programs have been developed by
other sponsors--forestry associations, local groups, and for-
est industry firms. The associations generally aim at all
forest land, local groups at lands held by their own members,
and forest industry firms at privately owned land in the
industry's supply area.

The American Tres: Farm System was started in 1941 by the
forest industry and is administered through the American
Forest Institute. Tne program includes more than 37,000
private landowners and over 79 million acres. Its objective
is to stimulate interest among woodland owners to better man-
age their forests for repeated tree crops.

In addition, several forest product and paper industry
firms have provided assistance to private landowners since
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World War II. Generally, industrial firms offer free technical
advice, marketing agsistance, long-term land management plan-
ning, and treemarking services. Costs of site preparation,

tree planting, and timber: wuwmd imwrmvements are paid by the
private landowner.

Notwithstanding the numerous programs initiated by the
Congress, the States, -and private industyy to develop the pro-
duction potential-of nonindustrial forests, there has been
a general disappointment in their effectiveness. A number
of studies have addressed these concerns. One particularly
important report, entitled "Policy. hltwmnatlvem for Nonindus-
trial Prlvatm th&ats" (1977}, sﬁmhad that:

"For mvwr forty . mwammw wmnmemn haﬁ heen axpre$sed
by the fmwmstry profession.ever .what ‘has come  £o, be.
known as the 'small forest owner problem.! .The amount
of work that has been devoted to searching out causes
and solutions to the problem can only be described
as voluminous, and it perhaps indicates the magnitude
of importance that the subject has achieved in the
minds of researchers."”

The subject report resulted from a workshop held in late
1977, sponsored by the Society of American Foresters and Re-
sources for the Future. The consensus of this report was that
existing governmental programs directed to the nonindustrial
sector are frequently plagued by a multiplicity of administering
agencies and are often ill-defined, poorly coordinated, and
ambiguous. It was also the consensus that many existing
programs have had only limited success and are frequently
not cost effective.

- This workshop report cites a number of problems common
in Federal forestry assistance programs as follows:

-~There are no adequate economic evaluative tools.
Specific problems include the lack of measurement of
cost effectiveness at all levels.

~-Program guidelines generally lack economic criteria
and are often entirely numerical in nature, citing

the number of acres planted, treated, or brought under
forest management.

~-~-Many Federal program procedures do not provide for an
accurate profile of the nonindustrial forest owners,
including such details as their personal characteris-
tics, motives, goals, financial situation, and their
nontimber objectives.

The most serious defect cited by workshop participants
wag insufficient coordination and cooperation between and
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among the service-delivering agencies. Inadequately defined

national goals and, consequently, ageney roles, were another
problem. Overprotection of agency jurisdictional interests
was cited as an example of interagency conflicts.

While there is an obvious need for better cooperation
and coordination among the Federal, State, and private or-
ganizations that provide forestry assistance, we believe that
a necessary precondition to improved program performance is
the winnowing out of nonindustrial acreage to identify those
lands that truly offer important biological and economic op-
portunities. Forestry agsistance programs should then be
firmly focused on such lands, and their cost-effectiveness
measured in light of a much more disciplined focus. This
further analysis would be a natural and-integral part of the
private sector modeling and analytical eéffort discussed
earlier.
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CHAPTER 4

coucwsmms, RECOMMEMDATIONS AND MATTERS
R IDERAT om* B’Y THE “mmwms

CONCLUSIONS

Timbér, America's most valuable renewdble resource, has
been the mukjeét of mihy recent reports concerned with possible
shortages by the turn of the century. We haVe previcusly ex-
plained our wmeriou rédervations regarding public policy focus
on timber shortage ‘We believe any "ahﬁwtag@"‘wiIW‘appamm

& dly risihg prices, ‘and ‘our major concerns
relaté to the ‘social and economic consequences of forecasted
timber '‘price increasés. One option for trying to tenper
escalating timber prices is to promote increaded timber supply.

We believe that tax policy has an important relationship
to timber production. In this report, we have examined the
relatlcnshlp of Federal capital gaing tax treatment to
overall timber production and reforestation by the private
sector, then we considered the production potential oﬂwmon—
industrial private forest lands.

Capital Gains Taxatjion of Timber Income

The forest industry has long contended that the timber
capital gains tax prov131on enacted in 1944 has been the most
influential and positive factor in maximizing reforestation
of the Nation's private forests. However, the tax law does #
not require that capital gains benefits be applied to
reforesting or improving management techniques. Tax benefits
are based on income from timber cut rather than on what thie
taxpayer spends for site establishment, reforestation, .and
timber management.

Even though the forest industry claims that capital
gains tax treatment adopted in the mid-~1940s quickly birought
both increased planting and higher productivity on private
forest lands, other factors could have led to substantial
increases in forest planting and forest management in the
absence of the tax revision. Among those factors were popu-
lation increase, movement to the suburbs and associated in-
creased demand for new housing, reduced inventories of
old-growth timber, and the resulting sharp increases in the
price of timber stumpage.

None of the many sources we contacted during this

review--whether private, public, or academic-~could provide
firm evidence to support generally claimed values for conser-

vation and reforestation from capital gains tax treatment.
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Capital gains tax treatment of timber income is con--
sidered a tax expendituré. Based on the Department of the
Treasury's existing method of calculating this tax expenditure,
the true cost of capital gains tax treatment of timber
income is unknown. - The estimates which have been prepared for
fiscal years 1976~1980 indicate that 76 percent of the bene-
fits ($1.2 billion) accrue to industrial firms and 24 percent
($.4 billion) accrue to individual nonindustrial land owners.
Howewer, the latter group supplies the largest percentage
of timber supply. The lack of aligmnment between actual timber
production and distribution of capital gains benefits suggests
that the Congress needs much better information to evaluate
the effectiveness of existing tax policy.

Another concern with present operation of timber capital
gains policy is that those cutting and selling timber from
public forests may well be realizing capital gains benefits
without contributing to long-term investments in the land or
replacement stands. Significant tax expenditures are
being made in conjunction with Federal timber sales with no
real understanding as to their distribution or effect.

Overall, there appears to be no way of resolving the
contentious issues associated with timber income capital gains
treatment and the future timber supply-price situation unless
(1) significantly different analytical techniques are hrought
to bear, specifically including development of a private sector
forestry policy "model" or analytical framework, and (2) an
explicit distinction is made between tax policies which place
or keep the timber industry on a par with other capital inves-
tors versus policies more directly concerned with achieving
adequate levels of capital investment to support future timber

production.

Production Potential of
Nonindustrial Private Lands

Numerous reports and studies have concluded that non-
industrial privately-owned forest lands offer the greatest

potential for increasing the Nation's timber supply. Further-
more, many forestry assistance programs have been initiated

in response to this conclusion. However, the fact remains
that no adequate estimate of nonindustrial acreage production
potential exists.

Although nonindustrial forest lands involve 278 million
acres, there are strong indications that only a fraction of

that acreage could be managed for increased timber production.
Such factors as the mix of motivations for owning timber land,

marketing constraints and a range of economic and financial
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problems small landowners face, even if amenable to increas-
ing timber harvest potential, impihge substantially on
realistic projmctﬂm 8 of nonindustrial lands production
potential. Future agdessments should indlude screening
criteria such as (1) identification of acreage that is
sufficientlﬁ mewHMM“daﬁ anﬂ‘bialugicmlly roductive,

(2) production of timber 18 within reascnable aimtance of
existing or pmtqmtiﬁl m fk ts, and (3) the owners' motives
and objectives support t er growing and do not preclude
increased production.

A vamiaty mf mqmmcaa indicate that the primary mead
of pradmmmimmeriammmm,‘non¢ndushrial forest land. owners is
"up~front" financial,assistance for site establishment and
reforestation expenses. In response, the Congress had already
authorized the Foregtry Incentives Program and had considered
additional forms of assistance. A detailed comparatiwe
assessment of assistance altmmnat1vaa—~expenslnq of site pre-
paration costs, Federal loans, or expansion of direct financial
assistance--should be compiled as rapidly as pOBBLDLEo
The assessment should also make clear prospective production
implications of various levels of assistance so that the Con-

gress can judge them in relation to future timber price prob-
lems.

The large aspirations accorded nonindustrial forést lands
production potential is evldenced by many past and exlsting Fed-
eral, State, and private sector assistance efforts. Notwith-
standing their number, there has been a general disappointment
in their effectiveness. The consensus is that assistance
directed to the nonindustrial sector is plagued by a multipli-
city of administering agencies, ill-defined objectives, and
poor coordination.

Better cooperation and coordination is needed among
the Federal, State and private organizations that provide
forestry assistance. But we believe that a necessary precon-
dition to more effective program coordination is evaluating
nonindustrial acreage to identify those lands that
truly have important biological and economic opportunities.
Forestry assistance programs should then be firmly focused
on such lands and their cost-effectiveness measured in light
of a much more disciplined focus. This further analysis would
be a natural and integral part of the private sector modeling
and analytical effort.

RECOMMENDATION TO THE
SECRETARY OF AGRICULTURE

We recommend that the Secretary of Agriculture take the
initiative through the Forest Service to develop a new
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analytical framework and expand its analytical capability to
deal with tax policy, financial and technical assistance, and
related considerations as they affeoct, especially, the perfor-
mance of the tmmbmr industry in the private sector. In striving
to develop this cmwubxlqt‘w‘Wﬂ urge the Forest Service to

take full mﬁvmntm ‘ e expertise of the Department of the
Treasury, partlau ‘ri‘ 1 ana?y21ng tax policy options, and to
elicit, to the ﬁuli&%t wamible degree, active collaboration

of the privaté aeatmr,d

Parallel with these activities, we urge the Forest Service
to strive for qre&tly refined data and analysis on the pro-
duction potwm%ial ‘¢f nonindustrial, privately owned forest-
lands. We belieéve ‘that the two most pressing priorities are
(1) identifying nonimdustrial private forestlands with true
potential for increasing future timber supplies, and (2)
analyzing comparative cogts and benefits of alternative forms
of tax incentives or financial assistance for private,
nonindustrial landowners.

MATTERS FOR. CONSIDERATION
BY THE CONGRESS

We believe that the Congress should support the expanded
analytical capabilities called for in our recommendations to
the Secretary of Agriculture. A congressional expression of
support would provide an incentive to both the public and
private sectors for maximum and efficient collaboration.

The analysis called for in this report would be both of
general assistance to the Congress in future policy delibera-
tions affecting the private forestry sector, and of particular
asgistance in future discussions on appropriations for in-
creasing production from private nonindustrial forest lands.

AGENCY COMMENTS

We provided a draft of this report to the U.S. Forest
Service and the Department of the Treasury. The full texts
of their comments are included at appendix I.

Both agencies support our basic conclusions regarding the
need for improved analytical techniques for assessing financial
and tax assistance to the private forestry sector.

The report was modified in response to certain of the
agency comments. Certain other comments we could not agree
to, however, for the following reasons.
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U.S. Forest Serv1ce

1. Although it agrees that the analytlcal capability
should be developed, the Forgst Servide 'suggests that "an
unbiased third party grioup"” De mmwmgmmm the responsibility.
We disagree for two rwaamms.‘"ﬂmrmt,was ‘a practical matter,
we believe that the agendy with primary programmatic
jurlsdlctlon should be reégporsible for;'among other things,
assessing tax/investment options affecting its area of
responsibility. The Forest Service hwm‘th@”largesthedmral
responsibility relative to timber production on both private
and public lands. Sec¢tnd, with the recent 'enactment of
legislation authorizing new tax ‘incentives to private land-
owners, it is moreé important than ever that the Porest Service
develop the capabllimy tg- assess reforestation investment
alternatives. ‘ ‘ :

'

2. The Forwwt Service states that "a number -of years
in time and manpower" would be required torovercome existing
data deficiencies, and that it "has & very limited number ‘
of personnel familiar with the tax field." We recognize that
considerable effort will have to be -devoted to refiningiand
expanding the pertinent data bade. We disagree, however,
that useful analyseés must be deferred for some indefimite
period. The Farest Service is already supportlng modeling/
analytical efforts directly relevant to ‘the issues at hand.
These efforts, and related data assembly and analysis, -ought
to be augmented through collaboration with both the Treasury
Department and the private sector. We see no data-associated
problems which might serve as a major lmpedlment to timely,
incremental expansion of the Forest ‘Service's analytical
capability. As for the manpower shortages, whatever addi-
tional resources the Forest Service needs to develop this
analytical capability must be requested through its annual
appropriations process.

il

3. The Forest Service suggests that the issues addressed
in this repdrt be placed in the context of its overall re-
newable resources planning effort. We believe that the
private owner tax policy~financial incentive issue should,
at least at this stage, be kept essentially separate from
the renewable resources planning effort. . Although both have
impacts on future national timber supplies, renewable re-
sources planning is primarily oriented to the public lands
and to resource planning. This planning process is quite
complex, involving the balancing of a number of impor-
tant alternatives for lands under the control of the public
managers. The focus on incentives to influence private
actions will remain sharper and their impacts will be easier
to analyze if kept separate. Doing so will not hold back
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the renewable resources planning effort and a distinctive
approach will give another important issue due emphasis.

At some future point it may well be appropriate for the Forest
Service to examine and explain potential relationships between
public and private lands production potential.

Department of the Treasury

1. The: Treasury states that more emphasis should be
given to the relation between the policy model and estimation
of potential forest acreage. It then goes on to discuss a
specific methodology which includes determining what land
rents or opportunity costs could be covered by some set
of expected timber prices. As the report indicates, we do
not support any particular model or method, but rather the
development of an analytical capability to assess tax and other
timber produc¢tion incentives. There is, for example, a well
known soil rent model in forest economics (the Faustmann model)
which first &pecifies timber prices and then derives land rent.
But there is also a large set of studies which suggest that
timber land is held for several competing uses and that pos-
itive timber-based soil rents do not necessarily mean a land-
holder will make a timber investment.  Thus, while the re-
lationship between alternative policies and land owner timber
production response is crucial, land rent computation may
not be adequate to identify this relationship.

2. Treasury further states that "In pringiple, it makes
no difference whether a subsidy to forestation is paid when
the trees are planted, or when they are cut." This is true
only under certain theoretical conditions. The key one is
that the subsidy must be spent on the new stand of trees in
both cases. A subsidy that is paid when the trees are
harvested may or may not be used to establish a subsequent
stand. A subsidy for establishing or planting a stand
would be received only if the regeneration of the timber
has taken place. If the subsidized forestation is a reason-
able investment, yet individuals would prefer to spend the
money or to invest it elsewhere, then the timing of the in-
centive can affect the number of acres regenerated. This
must be borne in mind when assessing Treasury's views on the
potential merits and demerits of "plowback" requirements

for timber investment subsidies.
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APPENDIX I APPENDIX I

UNITED STATES DEPARTMENT OF AGRICULTURE
; FOREST SERVICE
P.0:'Box 2417 i
" WasHington, D.C. ' 20013

“Mr. Henry Eschwege
Director, Community and
Economi¢s Development Division
U.S. ‘General Accoumting Office
144 G Street
 Washington, D.C. 20548

Dear Mr. Eschwege:

We have carefully reviewed the draft report entitled “'A Means of
Analysis Required for Policy Decisions Affiecting Private Forestry
Sector.” OQur staff alsc had a constructive discussion with

Mr. John Hadd and Mr. Ian Hardie from the BEMD Division of GAO.

We believe the intent of studying financial assistance and tax

policy incentives and relating those to ‘timber policy-is good and

in the public interest. However, the report should recommend that

these matters be studied by an unbiased third party group. The 2
Forest Service and Treasury could both furnish factual information

from existing data. This approach would lend credibility and

_avoid potential criticism of the study because of perceived bias

in the analysis by the Treasury or the Forest Service.

We have concluded that it would not be feasible and could well be
inappropriate for the Forest Service to analyze or study tax
policy and the performance or effect of tax policy on landowners
and timber industry. Our decision is based on these factors:

1. Significant data critical to the suggested analysis is
not rveadily available. A mmber of years in time and manpower
would be required to develop and collect credible data which the
Forest Service could utilize. This is a very ccmplex area on
which little data has been developed.

2. The Forest Service has a very limited mumber of personnel
famxlxar with the tax field. Their time has been committed for
a long period. The:complexity of these issues involved with tax
policy analysis reach beyond our organizational capability with
present and projected staffing.

GAO Note: Page number references in this letter have been
changed to correspond with the page numbers in
this final report.
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APPENDIX I APPENDIX I

The report is a very helpful review of past and present efforts to
stimulate forest management practices.  With some reorganization,

it could focus on the stimulation of investment, rather than the
specifics of timber tax analysis or o¢ther various incentive programs.
The issue is not wholly a tax policy issue but rather the consistency
and relatignghips between timber policy and tax policy. You may
wish to consider the enclosed suggested revision of the draft table
Ww‘ contents.

Wm“feel that the Recommendation section should be broadened. For
gfample, the Recommended Renewable Resources Program amd the backup
analysis material alerts the Congress that prompt action is needed
to enhance owr Nation's forest resources for future gemerations of
Americans. The recommendations of this report, because of the
nature of its background material, could support the RPA effort and
the program that RPA expresses.

‘The: meport has several areas that should be corrected before it is
cmmiwtm m £inal form. These iwwa are as follows:

1. Pm m ii of the dmgem: and pame 11 of the report list factors
that might have led to increases in forest planting. These factors
included population increases, movement to the suburbs, and the
associated increased demand for new housing. We cannot understand
how these factors positively influenced reforestation on non-
mﬂmstrML private forest lands and feel that they should be deleted.

2- Rag e 22 : of the report statesthat
the Forest Mwice reported that 124 million of the 278 million
acres of the nonindustrial forest land had economic cpportunities.
What the Forest Service actually reported was that there were more
economic opportunities on these lands than were currently being
plamwl amd that would yield 4 percent or more return beyond inflation.

3. Page 23 of the report callsfor
additional analysis because of differences in acreage estimates
between Forest Service economic opportunities and the Forest
Industries Council's "Forest Produttivity Report." We believe
further review by you will find both the Forest Industries Council
and the Forest Service worked closely in the analysis stages in
developing these estimates. What caused the difference in figures
was the discount rate or social rate of interest that should be
used for developing a program. Forest Industries Council used a
6 percent rate while the Forest Service used a 4 percent rate.
What rate should be used is being discussed with OMB. The recently
completed RPA documents reflect the use of 7 1/8 percent, with
(MB consent. Each rate yields a different estimate on the appro-
priate forestry program for the United States.
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APPENDIX I APPENDIX I
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digest from ‘“‘mmerous” to 'one r@mrt" 7 e
that this report adequa 1elts curi

4,

5. Page 24 statéd’

el e 1 vty of sy e e

W% dustmal .acreage, ewc. .

or “suwéy which should
ﬂ? wu,th‘ mke Univer-

1 ) t would
ance  prog
ties, and’ fesources owned.

cr:.terla ﬁqr detexmi
We are presently déve W‘ﬂ'ﬂﬁ a lahdg
help with the developmen

sity. The suivey is’a
help us "target" the 13
owner attltud%r

The GAO Report seems to f 1y that simply refining the poten-
tial ati'wgé will help decide on fieedid” programs.” Our view is
that the acreages involved will influence the size of the
programs but not necessarily the type or direction of those
programs.

w’&%r, i.e., land-

We appreciate your consideration of our comments on the earlier )
" draft report and the opportunity to review and Comment on this
report.

l/As lndlcated on pp. 33 and 34, while we discuss one
gtudy in particular, we do mean "numerous" studies.
The study we discuss resulted from a workshop of
numerous concerned individuals, -and the study's
conclusions represent a ‘consensus’'of the attendees.
We believe the findings and conclusions in our report
are, in fact, current.
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REVISED STUDY QUTLINE
(Forest. Service Proposal)

1. Fmﬁﬁmts: Ammrtta's Rgméﬁable Resource

Intwmﬂmmtimn -
Trwmds in tinber supply
“Timber price escalation
JAmpacts on public welfare

“ 2;“3ﬁhéhmpcxfﬁf Ihvaﬁﬁmnnt in National Timber Production

‘fStimdtés of econdmically productive land
. Shortcomings of these estimates

Knowledga of motivations of forest owners
Chamwatariatias of owners
Finaneial and tax situations
Other uses of Tland or owner objectives

Needs for new analytical tools and information
3. Alternative Public Policies and Programs
Effects of alternate policies on investment decisfons

Evaluation of assistance and forest loan programs.
Existing technical assistance
Existing cost-share assistance
Proposed forestry loan program

Evaluation of Federal tax policies

Existing capital gains treatment,
Proposed deduction for reforestation expenses

Estate tax changes

4, Conclusions, Recommendations, and Matters for Consideration
by Congress

Conclusions:

Improved analysis of renewable resource investment
opportunities
Evaluations of alternative assistance and tax programs

Recommendations to Secretaries of Agriculture and Treasury
Impartial evaluation of alternatives

Matters for consideration of Congress
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

0CT 09 1380
Near Mr. én&ersonm ‘

This is in response to your letter of September 10
forwarding for review copies of a Draft Report, "New Means of
Bnalysis Required foy P¢licy Decisions Affecting Private Forestry
Sector." As you have noted, this is a revision of an earlier
draft report and incorporates our principal comments thereon. Ve
are therefore in gccord with the recommendations that a
framework, or mbdel, for forestry policy analysis be developed
and that it be used to evaluate both existing and proposed
private forestry assistance programs. The Treasury would be
pleased to participate with the Department of Agriculture in the
development ¢f such a policy model and its application to an
evaluation of tax-based subsidy programs.

Our comments on the revised draft are essentially editorial:

{(a) The discussion of the 1944 legislation (Chapter 2) is not
consistent with the statement on p.iii that tax policies
which provide forestry investors preferential treatment
should be distinguished from tax policies that zpply to all
private sector investors alike. The "ordinary income"-
"capital gains" tension from which forestry investors were
relieved in 1944 exists in all private sector activities
characterized as developmental or innovative.

(b) More emphesis should be given to the relation between the
policy model and estimation of potential forest acreage.
"rTimber supply® functions are an integral part of the policy
model. But timber supply is a function of land, technology,
and the expected price of timber. Thus, one aspect of model
development will be the determination of what tand rents, or
land opportunity costs, could be covered by some set of
expected timber prices, given a state of forestry technology
and a normal after-tax rate of return to private capital.
These land rents can then be used as a guide to estimate the
acreage that could economically be devoted to forestry.

(¢) The discussion of the "use" made of tax benefits pzid timber-
cutters is still potentially misleading. In principle, it
mezkes no Jdifference whether @ subsidy to forestation is paid
when the trees are planted, or when they are cut. 1In either
case, the private return to the holder of growing troes,
given the selling price of timber, is enhanced an?,
presumakbly, induces greater holdings., But, to maintain
larger holdings of forested lands, more trees have to be

GAO Note: The page number references in this letter
have been changed to correspond with the
page numbers in this final report.
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planted; and this is true whether the trees are planted by
those persons who currently cut timber or by others. Unless
the discussion is modified, the reader will be left the
incorrect impression that a "plow-back" requirement for
investment subisidies is both necessary and efficient.

I trust that you are as gratified as we by the constructive
result of the exchange of views that has occurred during the
reviev process.

Mr. William J. Anderson
Director

General Accounting Division
General Accounting Office
Washington, D.C. 20548
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