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sells the land after three years, the 
sales price needs to be divided among 
the land, corral and fence. Assuming 
the sales price is more than the origi-
nal purchase price, the gain is taxed 
differently for the land than for the 
corral and fence. 

The gain on the land is taxed at 
capital gain tax rates (0 percent if an 
individual is in the 10 or 15 percent 
tax bracket; 15 percent if an individ-
ual is in the 25, 28, 33 or 35 percent 
tax bracket; and 20 percent if an 
individual is in the 39.5 percent tax 
bracket). The gain on the corral and 
fence that is due to the depreciation 
taken is taxed at ordinary tax rates, 
which are generally higher than 

capital gain tax rates. The rest of the 
gain between the original purchase 
price of the corral and fencing, and 
the higher sales price qualifies for 
capital gain tax rates. Following is a 
theoretical example.

John and Mary purchase land with 
a corral and fencing for $300,000. 
The land and improvements are 
used in their ranching business. They 
determine the FMV of the corral is 
$20,000, and the perimeter and cross 
fencing has a FMV of $30,000. That 
leaves the fair market value of the 
land to be $250,000. Assume the 
total depreciation on the corral for 
the first three years is roughly $8,974, 
and the depreciation on the fencing 

Buying or sell-
ing land is seldom a 
simple matter. When 
improvements exist 
on the land, ques-
tions arise concern-
ing what portion of 
the transaction price 

is allocated to each improvement. 
Sellers and buyers often use differ-
ent values depending on each one’s 
individual tax situation. The reason 
for the attention given to allocation is 
that land cannot be depreciated, but 
many improvements used for busi-
ness can be. 

For the purposes of this article, the 
assumption is made that a land acqui-
sition does not constitute the purchase 
of a total business or business entity. 
Those acquisitions can be much more 
complex and have specific tax report-
ing requirements. For brevity, this 
article will not discuss such business 
acquisitions or business entities. 

When a buyer purchases land 
with improvements, e.g., a corral and 
fencing, the purchase price can be 
allocated between the land, the corral 
and the fencing. Fair market values 
(FMV) should be used to determine 
the basis or cost for each asset. Farm 
machinery and equipment, and 
agricultural fencing have a seven-year 
cost recovery period. If the buyer then 
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Table: Calculation and Treatment of Gain

Whole Corral Fence Land

Purchase Price $300,000 $20,000 $30,000 $250,000

Depreciation (150% DB over seven years W/HY Convention)

 1st year – 10.71% $5,355 $2,142 $3,213 $0

 2nd year – 19.13% $9,565 $3,826 $5,739 $0

 3rd year – 15.03% $7,515 $3,006 $4,509 $0

Total Depreciation $22,435 $8,974 $13,461 $0

Adjusted Basis $277,565 $11,026 $16,539 $250,000

Sales Price $360,000 $24,000 $36,000 $300,000

Total Gain $82,435 $12,974 $19,461 $50,000

Amount of Capital Gain $60,000 $4,000 $6,000 $50,000

Amount of Ordinary Gain $22,435 $8,974 $13,461 $0



rates based on an individual’s tax 
bracket. On the other hand, all gain in 
the land and the gain on depreciable 
assets above the initial purchase price 
are taxed at capital gain tax rates, 
which are typically lower. Profession-
ally qualified appraisers can help you 
allocate fair market values for land and 
improvements. For experts in your 
area, please visit www.asfmra.org or 
www.appraisalinstitute.org. <

for conservation improvements. John 
and Mary agree with the buyers that 
the FMV of the corral is $24,000 and 
the FMV of the fencing is $36,000. The 
FMV of the land is $300,000. 

How you allocate the purchase 
price in the year of purchase will have 
tax implications when the land is sold. 
All the gain that is due to deprecia-
tion is recaptured as ordinary income. 
This ordinary gain is taxed at regular 

is roughly $13,461. The appropriate 
annual amount would be deducted as 
depreciation expense on their Sched-
ule F each year. In the fourth year 
after purchase, John and Mary receive 
an offer for $360,000 and decide to 
sell. During the three years of owner-
ship, they did not add any additional 
improvements, deduct any soil and 
water conservation expenditures, or 
exclude any cost-sharing payments 
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