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INTRODUCTION TO

FORESTRY

INVESTMENT

Part Il: Taxes, Inflation,
and Other Issues

ANALYSIS

Part I of this article covered the
basics of compounding and discounting.
You were introduced to forestry invest-
ment analysis. However, several compli-
cations were not discussed. What about
inflation, taxes, and risk? Part Il address-
es basic complications. It also includes
more detailed forestry investment analy-
S€s.

Accounting for Inflation

Inflation must be considered in any
analysis involving revenues and/or
costs that occur in the future. You
account for inflation by making sure that
the discount rate and all values in the
analysis are either in inflated terms (cur-
rent dollar approach) or that they are all
in uninflated terms (constant dollar
approach). The key is consistency—use
entirely inflated or uninflated values in
the analysis, and if your analysis
includes uninflated values, be certain the
discount rate does not include inflation.

An exception exists if the analysis
involves costs that have been capitalized
for tax purposes. Since taxes are paid on
“inflated dollars,” only the current dollar
approach should be used for after-tax
investment analysis. If taxes are not a
consideration, either approach will pro-
duce the same financial results.

The current dollar and constant dol-
lar approach can best be illustrated with
a simple example. Assume the inflation
rate is 3% and the real interest rate you
need to earn is 5% (recall “real” means
net of inflation). Then the discount rate
for the current dollar approach will be
8.15%. We assume the two rates affect
each other, so the combined rate is a little
more than adding 3% to 5% to get 8%; it
is calculated as (1.03)(1.08) - 1 = 0.0815 =
8.15%. Consider the simple rotation
below with one cost and two revenues.
For the current dollar approach, we
assume the costs and revenues increase
at the inflation rate. Note that both
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approaches produce the same NPV (see
Table 1).

Accounting for Taxes

After-tax investment analysis also
involves a consistency requirement. All
of the numbers involved should be
expressed on an after-tax basis. That
means all revenues and all costs should
have taxes subtracted before discounting
takes place, and an after-tax discount
rate should be used. Generally, timber
income is subject to the lower capital
gains tax rate. Thus, reforestation costs
must be capitalized and allocated against
timber income as it is realized. In this
example, we will not consider the possi-
ble 10% tax credit and 7-year amortiza-
tion available on $10,000 of reforestation
expenses annually.

Table 1 illustrates why the current
dollar approach is required in after-tax
investment analysis. Notice in Section B

;F;l;z alc.h.lnﬂatlon example: current and constant dollar Section A Section B
Current Dollar Constant Dollar
not inflation adjusted inflation adjusted
Year | Item Amount/ Amount with | Discounted Discounted
Acre 3% Increase Value @ 8.15% Value @ 5%
0 Establishment Cost -$160.00 -$160.00 -$160.00 -$160.00
15 Thinning Revenue 350.00 545.29 168.36 168.36
23 Final Harvest Revenue 2,200.00 4,341.89 716.26 716.26
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