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Trade or Business Expenses and
For-Profit Activity Deductions

PORTFOLIO DESCRIPTIONPORTFOLIO DESCRIPTION

Tax Management Portfolio, Trade or Business Expenses and For-Profit Activity De-
ductions, No. 505-4th, analyzes the deductions allowable for taxpayers carrying on a
trade or business or a for-profit activity. For specific deductions that are the subject of
other Portfolios, the description provides an overview and an introduction to the terminol-
ogy and substantive requirements of the statute or other provision that applies. For the
other deductions, each provision is analyzed in depth.

The analysis of the deductions begins with an exploration of the definitional aspects
of trade or business and for-profit activity deductions. Following that discussion, the
analysis focuses on specific types of trade or business and for-profit activity deductions.
Deductions for expenditures that otherwise must be capitalized and deductions arising
for specific types of trades or businesses complete the detailed analysis.

This Portfolio may be cited as Maule, 505-4th T.M., Trade or Business Expenses and
For-Profit Activity Deductions.

This Bloomberg Tax Portfolio is not intended to provide legal, accounting, or tax advice for any purpose
and does not apply to any particular person or factual situation. Neither the author nor the publisher as-
sumes responsibility for the reader’s reliance on information or opinions expressed in it, and the reader is
encouraged to verify all items by reviewing the original sources.
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DETAILED ANALYSISDETAILED ANALYSIS

I.I. IntroductionIntroduction
Subject to the restrictions and limitations discussed in 503

T.M., Principles of Income Tax Deductions, expenditures made
in pursuit of income generally are deductible, whether that pur-
suit consists of carrying on a trade or business or merely con-
ducting an activity entered into for profit.1 The statutory provi-
sions allowing these deductions fall into two types.

Under §162, ordinary and necessary expenses paid or in-
curred during the tax year in carrying on a trade or business
are allowed as deductions.2 This general rule is subject not only
to limitations, as described in 503 T.M., Principles of Income
Tax Deductions, but also to extensive regulatory and judicial
interpretation as applied to a variety of expenses that arise in
the operation of a trade or business.3 The definitional aspects of
§162, including the meanings of trade or business, ordinary and
necessary, and carrying on, are discussed in II., below. The ap-
plication of §162 to specific types of business expenses is dis-
cussed in IV., below.

Under §212, individuals are allowed to deduct ordinary
and necessary expenses paid or incurred during the tax year for
the production or collection of income, for the management,
conservation, or maintenance of property held for the produc-
tion of income, or in connection with the determination, collec-
tion, or refund of any tax.4 This general rule is subject not only
to limitations, as described in 503 T.M., Principles of Income
Tax Deductions, but also to some regulatory and judicial inter-
pretation as applied to a variety of expenses.5 The definition-
al aspects of §212 are discussed in III., below. The application
of §212 to specific types of for-profit activity expenses is dis-
cussed in IV., below.

In addition to §162 and §212, a variety of other statutory
provisions allow deductions for specific types of expenditures
paid or incurred in carrying on a trade or business or in con-

1 See §162, §212. All section references are to the Internal Revenue Code,
as amended, and the regulations issued thereunder, unless otherwise specified.

2 §162(a); Reg. §1.162-1(a).
3 See, e.g., Reg. §1.162-1 through Reg. §1.162-25T.
4 §212.
5 See, e.g., Reg. §1.212-1(a) through Reg. §1.212-1(p).

ducting a for-profit activity.6 These provisions are also dis-
cussed in IV., below.

Although deductions otherwise allowed under §162 or
§212 are subject to the limitations described in 503 T.M., Prin-
ciples of Income Tax Deductions, the capitalization limitation
is specifically overridden by provisions that allow deductions
for amounts paid or incurred in carrying on a trade or business
or in conducting a for-profit activity, and by provisions that al-
low the deduction, over a particular period of years, of amounts
that have been capitalized.7 These provisions are discussed in
V., below.

There are three particular trades or businesses, those of be-
ing an employee, a farmer, and a timber and mineral extractor,
for which statutory or regulatory provisions allow deductions
for specific types of expenses.8 These provisions are discussed
in VI., below.

The deductibility of expenses under §162 and §212 must
be viewed in the context of the suspension of the deduction for
unreimbursed employee business expenses, other than unreim-
bursed educator expenses,9 and expenses paid or incurred by in-
dividuals under §212 for tax years beginning after 2017.10

For tax years beginning before 2018, another specific
statutory provision allowed a deduction against income, not for
a particular expenditure, but for a percentage of the taxpayer’s
qualifying income that was taken into account.11 This provision
is discussed in VI., below.

6 See, e.g., §83(h), §165, §172, §176, §178, §186, §192, §194A, §196,
§404, §404A, §419.

7 See, e.g., §167, §168, §169, §173, §174, §179, §190, §195, §196, §197,
§248, §709, §1253(d)(1).

8 See §175, §179B, §180, §193, §194, §402(e)(3), §611, §613, §613A,
§616, §617, §631, §911(c)(3); Reg. §1.162-12, Reg. §1.162-17.

9 See §67(b)(13), §67(g), added and amended, respectively, by the One Big
Beautiful Bill Act (OBBBA), Pub. L. No. 119-21, §70110(b).

10 See §67(h), which suspends miscellaneous itemized deductions subject
to the 2% AGI floor in taxable years beginning after 2017.

11 See former §199 (repealed by the Tax Cuts and Jobs Act (TCJA), Pub.
L. No. 115-97, §13305(a), effective for taxable years beginning after 2017).
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II.II. Trade or Business Deductions GenerallyTrade or Business Deductions Generally

A. In General

Under §162, the taxpayer is allowed to deduct ordinary
and necessary expenses paid or incurred during the tax year
in carrying on any trade or business.12 The meaning of trade
or business is discussed in II.B., below. The ordinary and nec-
essary expense requirement is discussed in II.C., below. The
meaning of carrying on a business is discussed in II.D., below.
The requirement that the expenses be paid or incurred during
the tax year is discussed in II.E., below.

The full amount of the §162 trade or business expenses is
deductible, even though the expenses exceed the gross income
derived during the year from the trade or business, thus gener-
ating a net operating loss.13 Net operating loss deductions are
described in IV.P., below, and discussed in 539 T.M., Net Op-
erating Losses — Concepts and Computations.

An expense that otherwise meets the requirements of
§162, but that is deducted under another provision or used as
the basis for computing a credit, is not deductible under §162.14

An expense that would otherwise be deductible under §162, but
that is includible in the cost of inventory, is not deductible un-
der §162.15 Inventory costs are discussed in IV.B., below, and
capitalization limitations are discussed in 509 T.M., Principles
of Capitalization.

B. Trade or Business

1. In General

Because, with one exception, there is no statutory or regu-
latory definition of a trade or business, the task of establishing
tests to determine the existence of a trade or business has fallen
to the courts.16 The courts have developed two definitional ele-
ments, one in relation to profit motive and the other in relation
to the scope of the activities.17

No matter which definitional element is scrutinized, the is-
sue ultimately is one of fact.18 Special rules apply to foreign
corporations, such as the annual redetermination of whether a
trade or business exists.19 These are discussed in 6460 T.M.,
U.S. Income Taxation of Foreign Corporations (Foreign In-
come Series).

Under §7701(a)(26), the performance of the functions of
a public office constitute a trade or business.20 The Tax Court
has held that a taxpayer providing services to a state judicial
department as an independent contractor is not in the trade or
business of performing the functions of a public office because
the taxpayer is not a public officer.21

12 §162(a).
13 Reg. §1.162-1(a).
14 Reg. §1.162-1(a).
15 Reg. §1.162-1(a).
16 See Commissioner v. Groetzinger, 480 U.S. 23 (1987); Gajewski v.

Commissioner, 723 F.2d 1062 (2d Cir. 1983), cert. denied, 469 U.S. 818
(1984), rev’g 45 T.C.M. 967 (1983), on remand, 84 T.C. 980 (1985).

17 Groetzinger, 480 U.S. 23.
18 See, e.g., Spermacet Whaling & Shipping Co. v. Commissioner, 30 T.C.

618 (1958), aff’d, 281 F.2d 646 (6th Cir. 1960).
19 §864(b), §882(d); Reg. §1.864-2, Reg. §1.882-1.
20 §7701(a)(26).

2. Profit Motive

There can be no trade or business unless the taxpayer en-
ters into and carries on an activity with a good faith intention to
make a profit or in the belief that a profit can be made from the
activity.22 The reasonableness of the taxpayer’s belief that the
activity will generate a profit is not relevant.23 However, a mere
hope that an activity will generate profits, in the absence of any
specific plans to achieve a profit, is inconsistent with an allega-
tion that the purpose or belief is in good faith.24 Thus, no deduc-
tions were allowed for the publicity costs paid by a taxpayer in
attempting to convince others that he had discovered a mirac-
ulous fusion system and a nuclear research advance, because
no income was generated nor was any income likely ever to
be generated.25 Similarly, no deductions were allowed for fran-
chise fees associated with a tax shelter because there was insuf-
ficient business activity and no profit objective.26

A trade or business can exist even if there are no profits
in the initial years,27 provided that there is profit potential.28 The
taxpayer need not expect that profits will be generated imme-
diately or within a short time,29 but the intent to make a prof-
it must be motivated by good faith.30 Thus, a trade or business
was held to exist even though the taxpayer was 65 years old
and it would take 15 years for profits to be generated, because
the taxpayer’s purpose in carrying on the activity was to make
a profit.31

There is no requirement that before an activity can be con-
sidered a trade or business the taxpayer must have previously
engaged in the activity.32 Similarly, the Second Circuit has held
that a for-profit motive on the part of an amateur’s personal
manager may exist prior to the time that the managed person
turns professional.33

Generally, an activity that is entered into as a nonprofit
activity cannot be a trade or business.34 Thus, in Laurel Hill
Cemetery Ass’n v. United States,35 a district court held that

21 Allen v. Commissioner, T.C. Memo 2009-102.
22 Doggett v. Burnet, 65 F.2d 191 (D.C. Cir. 1933), rev’g 23 B.T.A. 744

(1931); see also Estate of Morgan v. Commissioner, T.C. Memo 2021-104 (cit-
ing Weaver v. Commissioner, T.C. Memo 2004-108, and McManus v. Com-
missioner, T.C. Memo 1987-457).

23 Doggett, 65 F.2d 191; Hillcone S.S. Co. v. Commissioner, 22 T.C.M.
1096 (1963).

24 See Sutherland v. Commissioner, 27 T.C.M. 103 (1968).
25 Outten v. Commissioner, 47 T.C.M. 1120 (1984), aff’d in unpub. op.,

752 F.2d 648 (11th Cir. 1985).
26 Pitts v. Commissioner, 63 T.C.M. 1742 (1992).
27 E.g., Worrell v. United States, 254 F. Supp. 992 (S.D. Tex. 1966).
28 Sabelis v. Commissioner, 37 T.C. 1058 (1962), acq., 1962-2 C.B. 5. See

Meinhardt v. Commissioner, 766 F.3d 917 (8th Cir. 2014) (lack of evidence
of rental property business strategy, and evidence that relatives lived in house
rent-free, support finding that property held for personal use and lacks profit
motive).

29 Van Beuren v. Commissioner, 22 T.C.M. 1428 (1963).
30 Hill v. Commissioner, 30 T.C.M. 534 (1971), aff’d on other issues, 392

F. Supp. 65 (10th Cir. 1973).
31 Ellsworth v. Commissioner, 21 T.C.M. 145 (1962).
32 Snyder v. United States, 674 F.2d 1359 (10th Cir. 1982).
33 McCarthy v. Commissioner, 164 F.3d 618 (2d Cir. 1998), vacating and

rem’g 74 T.C.M. 711 (1997), on remand, 79 T.C.M. 1912 (2000).
34 See Iowa State Univ. of Sci. & Tech. v. United States, 500 F.2d 508 (Ct.

Cl. 1974).
35 427 F. Supp. 679 (E.D. Mo. 1977), aff’d, 566 F.2d 630 (8th Cir. 1977).
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§162 deductions were not allowed to a perpetual care fund ad-
ministered by a nonexempt cemetery association organized and
operated under state law as a nonprofit organization.36 Similar-
ly, the IRS has revoked an earlier ruling in which it had treat-
ed a nonprofit corporation’s state-mandated payment to a char-
ity as a deductible ordinary and necessary business expense be-
cause it considered the former ruling to be inconsistent with its
current views.37 However, in Trustees of the Graceland Ceme-
tery Improvement Fund v. United States,38 the Court of Claims
held that a perpetual care fund’s payments to an associated
cemetery corporation were deductible under §162 because its
activity was a business, despite the lack of a profit motive, not-
ing that the expenses were similar to those incurred by for-prof-
it entities that were engaged in the cemetery upkeep business.39

Observation: The Graceland rationale opens the door to
the elimination of the profit motive requirement. Most activities
that do not constitute a trade or business involve the payment
of expenses that are similar to those paid in the operation of
a trade or business. The contrast can be drawn between stamp
dealers and stamp collectors, amateur musicians and profes-
sional musicians, volunteer tax return preparers and paid pre-
parers, and a variety of other activities. Merely because the
maintenance of cemeteries is a trade or business when engaged
in by those seeking to make a profit does not mean that any-
one who maintains cemeteries is therefore engaged in a trade or
business.

For a further discussion of which activities are determined
to be motivated for profit, see 548 T.M., Hobby Losses.

3. Scope of the Activity

In Commissioner v. Groetzinger,40 the Supreme Court held
that an individual’s profit-seeking gambling activities constitut-
ed a trade or business because of the extent of his activities.41

In so holding, the Supreme Court refused to confine trades
or businesses to those activities through which taxpayers seek
profits by holding themselves out to others as offering goods or
services.42

Example: Y is a full-time gambler, spending 60–80 hours
per week at the race track and reviewing race forms, pro-
grams, and other materials. He never places bets on behalf
of any other person and has never sold tips, collected com-
missions for placing bets, or functioned as a bookmaker.
He gambles strictly for his own account. Y has no other

36 Laurel Hill Cemetery Ass’n v. United States, 427 F. Supp. at 690. See
also Simpson v. Commissioner, T.C. Memo. 2020-100 (partnership did not en-
gage in a trade or business because primary purpose was supporting a tax-ex-
empt, non-profit school and for which it lacked an ownership interest).

37 See PLR 200228016, revoking PLR 9853007.
38 515 F.2d 763 (Ct. Cl. 1975).
39 Trustees of the Graceland Cemetery Improvement Fund, 515 F.2d at 778.
40 480 U.S. 23 (1987).
41 Commissioner v. Groetzinger, 480 U.S. at 35–36.
42 Commissioner v. Groetzinger, 480 U.S. at 34. But see Gajewski v. Com-

missioner, 723 F.2d 1062 (2d Cir. 1983), cert. denied, 469 U.S. 818 (1984),
reh’g denied, 469 U.S. 1066 (1984), rev’g 45 T.C.M. 967 (1983), on remand,
84 T.C. 980 (1985) (case decided before Supreme Court decision in Groet-
zinger).

employment. For tax purposes, Y is considered engaged in
the trade or business of gambling because he pursues his
gambling activities full-time on a regular basis, and the ac-
tivities are the source of his livelihood.43

Note: As a practical matter, most activities that are deter-
mined to be trades or businesses are so treated because the tax-
payer offers goods or services to the public. The Groetzinger
decision, however, expands the group of activities that are
treated as trades or businesses by bringing within the ambit of
the definition the activities of a taxpayer who does not offer
goods or services to the public, but which are the source of the
taxpayer’s livelihood.

A person who purchases and sells securities may be a trad-
er, a dealer, or an investor.44 A dealer purchases and sells se-
curities for the accounts of others. A trader engages in a trade
or business for purposes of §162 (a) of selling securities for his
own account, and the income is primarily derived from short-
term fluctuations in price.45 An investor trades on his own ac-
count but is not considered to be in a trade or business, and the
income so derived is due to long-term price appreciation of the
investments.46 Whether trading activity is a trade or business is
a question of fact.47

In Higgins v. Commissioner,48 the Supreme Court held
that managing securities investments and collecting the income
therefrom is not a trade or business.49

Example: T has extensive investments in stocks and bonds
and devotes a considerable amount of time to the oversight
of her interests on a regular and continuous basis. Regard-
less of the size of her investments, the continuity of her ef-
forts, or time devoted to the activity, the activities of man-
aging her investments and collecting the income therefrom
does not rise to the level of a trade or business.50

43 Commissioner v. Groetzinger, 480 U.S. 23 (1987).
44 King v. Commissioner, 89 T.C. 445 (1987).
45 Crissey v. Commissioner, T.C. Summ. Op. 2017-44.
46 Crissey v. Commissioner, T.C. Summ. Op. 2017-44 (taxpayer’s trading

pattern was designed to catch “the swings in the daily market movements” and
profits were short term); Kay v. Commissioner, T.C. Memo. 2011-159.

47 Higgins v. Commissioner, 312 U.S. 212 (1941). For a non-exclusive list
of factors used to distinguish an investor from a trader, see Kay v. Commis-
sioner, T.C. Memo 2011-159.

48 312 U.S. 212 (1941), aff’g 111 F.2d 795 (2d Cir. 1940), aff’g 39 B.T.A.
1005 (1939).

49 Higgins v. Commissioner, 312 U.S. at 218. See also Moller v. United
States, 721 F.2d 810 (Fed. Cir. 1983), rev’g 553 F. Supp. 1071 (Ct. Cl. 1982),
cert. denied, 467 U.S. 1251 (1984); Herrick v. Commissioner, 85 T.C. 237
(1985); Deely v. Commissioner, 73 T.C. 1081 (1980), supp., 41 T.C.M. 1457
(1981); DuPont v. Commissioner, 38 B.T.A. 1317 (1938), aff’d, 110 F.2d 641
(3d Cir. 1940); Steffler v. Commissioner, 69 T.C.M. 2940 (1995); Dougherty
v. Commissioner, 68 T.C.M. 1347 (1994); Frick v. Commissioner, 56 T.C.M.
1368 (1989); Zambakian v. Commissioner, 51 T.C.M. 1101 (1986), aff’d in un-
pub. op. (3d Cir. Feb. 17, 1987); Dickman v. Commissioner, 46 T.C.M. 1102
(1983); Harris v. Commissioner, 32 T.C.M. 718 (1973), aff’d in unpub. op. (5th
Cir. Oct. 16, 1974); Skoglund v. United States, 230 Ct. Cl. 833 (1982); Wilson
v. United States, 179 Ct. Cl. 725 (1967); Spring v. United States, 76-2 USTC ¶
9576 (E.D. Tex. 1976); Rev. Rul. 75-525, 1975-2 C.B. 350.

50 Higgins v. Commissioner, 312 U.S. 212 (1941).
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Note that a taxpayer can be in the trade or business of trad-
ing in securities, even for the taxpayer’s own account,51 but the
taxpayer must engage in substantial trading for this to be the
case.52

In contrast to the Supreme Court’s holding in Higgins, the
Tax Court determined, in YA Global Invs., LP v. Commission-
er,53 that the securities investment and related activities of the
taxpayer, a limited partnership, constituted a U.S. trade or busi-
ness. The taxpayer provided funding to portfolio companies in
the form of convertible debentures, standby equity distribution
agreements (SEDAs), and other securities. In each SEDA, the
taxpayer committed to purchasing up to a specified dollar val-
ue of a portfolio company’s stock over a fixed period, typical-
ly two years. The taxpayer’s general partner not only managed
investments but also structured transactions and performed due
diligence for investment transactions. Applying agency princi-
ples, the Tax Court attributed the activities of the general part-
ner to the limited partnership, and framed its analysis in terms
of three determinations. First, the Tax Court determined that
the activities the general partner conducted on behalf of the
limited partnership were continuous, regular, and engaged in
for the primary purpose of income or profit. Second, the Tax
Court found that these activities were not limited to the man-
agement of investments. Third, the Tax Court found that these
activities were not covered by the §864(b)(2)(A) safe harbor
for trading in stocks or securities. Thus, the taxpayer failed to
meet its burden of proving that it was not engaged in a U.S.
trade or business as defined by §864(b), Groetzinger, and Hig-
gins, during the years in issue; accordingly, the Tax Court con-
cluded that the taxpayer was engaged in a U.S. trade or busi-
ness during the years in issue.

A taxpayer who owns several parcels of land, manages
them through an agent, pays taxes, expenses, and mortgage
payments on them, and purchases and sells the parcels as con-
ditions dictate is engaged in a trade or business because the
management is considerable, regular, and continuous.54

Example: X, a nonresident alien, owns — either directly
or through a trust — various rental real estate properties
in the United States. X contracts with various real estate
firms to collect rent from the properties, make repairs, and
acquire tenants. X is considered engaged in business in
the United States because the activities carried on by his
agents are considerable, continuous, and regular, and are
beyond the scope of mere ownership of property.55

51 Compare Beals v. Commissioner, 53 T.C.M. 492 (1987), with Wiles v.
United States, 312 F.2d 574 (10th Cir. 1962), aff’g 61-1 USTC ¶ 9429 (E.D.
Kan. 1960) and Mohr v. Commissioner, 45 T.C. 600 (1966).

52 E.g., Holsinger v. Commissioner, T.C. Memo 2008-191 (289 transac-
tions on 63 days in one year, and 372 transactions on 110 days in another,
not substantial); Ball & Northrup v. Commissioner, 80 T.C.M. 184 (2000)
(15 transactions in two years not substantial); Dougherty v. Commissioner, 68
T.C.M. 1347 (1994) (14 trades in first year and 46 in second year not substan-
tial). Cf. Crissey v. Commissioner, T.C. Summ. Op. 2017-44 (taxpayer held to
be a trader where reported over 500 transactions for the applicable tax year by
day-trading on his own account).

53 161 T.C. No. 11 (Nov. 15, 2023).
54 Pinchot v. Commissioner, 113 F.2d 718 (2d Cir. 1940).
55 DeAmodio v. Commissioner, 34 T.C. 894 (1960), aff’d, 299 F.2d 623

(3d Cir. 1962).

Note: The “considerable, regular, and continuous” termi-
nology has become a test for the determination of whether there
is a trade or business.56

Comment: It is possible to reconcile the Groetzinger and
Higgins decisions by comparing the volume of transactions
with other persons in which the taxpayer engages. In Groet-
zinger, the taxpayer engaged in numerous dealings with others,
though on his own account, whereas in Higgins, the taxpayer
collected checks and engaged in relatively few purchase, sale,
or trade dealings with others. In effect, there must be “busi-
ness,” as suggested by the Fifth Circuit in Snell v. Commission-
er.57

In Rev. Rul. 69-355, the IRS ruled that the owner of a roy-
alty interest in an oil and gas lease was not in the trade or busi-
ness of selling oil and gas because there was no opportunity
to exploit or develop the property, reflecting the owner’s sta-
tus as an investor. Likewise, mere ownership of a patent, with-
out exploiting it, does not constitute a trade or business.58 Mere
ownership of real property that is rented under a net lease does
not constitute a trade or business because mere collection of net
rent does not involve sufficient management activity.59

Observation: In most instances, even if there is no trade or
business, a deduction for expenses of investment activities is
allowable under §212.60 Section 212 is discussed in III., below.

4. Number of Trades or Businesses

A taxpayer is not restricted to one trade or business, but
is permitted to demonstrate that two or more trades or busi-
nesses are being carried on.61 Each of those trades or businesses
can generate §162 deductions.62 The taxpayer, however, has the
burden of proving that more than one trade or business is being
carried on.63 Mere allegations are insufficient,64 and contradic-
tory evidence almost always makes the taxpayer’s position un-
persuasive.65

In Morton v. United States,66 the court held that a group of
business activities served a “unified business enterprise,” and
thus, the taxpayer was permitted to deduct airplane use expens-
es despite that the activity itself was not considered a business.
The court reasoned that the taxpayer’s airplane activity fur-
thered the business purpose of the unified business enterprise.
Similarly, a taxpayer who was a full-time partner in a law firm

56 See, e.g., Lewenhaupt v. Commissioner, 20 T.C. 151 (1953), aff’d, 221
F.2d 227 (9th Cir. 1955); DeAmodio v. Commissioner, 34 T.C. 894 (1960),
aff’d, 299 F.2d 623 (3d Cir. 1962); see also Estate of Morgan v. Commission-
er, T.C. Memo 2021-104 (factor in determining existence of trade or business
is “whether the taxpayer is regularly and actively involved in the activity”).

57 97 F.2d 891 (5th Cir. 1938).
58 Aurynger v. Commissioner, 9 B.T.A.M. 40-1000 (1940).
59 E.g., Neill v. Commissioner, 46 B.T.A. 197 (1942).
60 See, e.g., Thomason v. Commissioner, T.C. Memo 1997-480.
61 See, e.g., Storey v. Commissioner, T.C. Memo 2012-115; McCrackin v.

Commissioner, T.C. Memo 1984-293; Curphey v. Commissioner, 73 T.C. 766
(1980); Schott v. Commissioner, T.C. Memo 1964-272.

62 Curphey v. Commissioner, 73 T.C. 766 (1980).
63 E.g., Campbell v. Commissioner, T.C. Memo 1992-66; Groder v. Com-

missioner, T.C. Memo 1960-208.
64 Schafer v. Commissioner, T.C. Memo 1964-156.
65 Slear v. Commissioner, T.C. Memo 1987-395.
66 98 Fed. Cl. 596 (2011).
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successfully argued before the Tax Court that she was also in
the film production business.67

Example: Z is a full-time partner in AB law firm. In addi-
tion, Z has a strong interest in the arts and began educat-
ing herself about filmmaking. She rearranged her law firm
schedule to work primarily evenings and weekends. She
organized a film production company which maintained
its own set of books with a separate bank account, hired a
bookkeeper and accounting firm to manage tax matters for
her and her company, and created a written business plan.
Z complied with all extensive legal requirements of docu-
mentary film production, and she obtained commercial li-
ability insurance for on location shoots. Z produced a doc-
umentary film and created a website and blog to promote
her film, attended film conferences and festivals, and ac-
tively marketed her film. Z is actively carrying on a film
production business that she is engaged in with continuity
and regularity.68

The IRS has indicated that it will not acquiesce in the hold-
ing of Morton v. United States as applied to wholly-owned or
majority-owned S-corporations, rejecting the “unified business
enterprise” theory, but will continue to assert that Moline Prop.,
Inc. v. Commissioner is applicable in those situations to avoid
aggregation of deductions from related business entities.69

Comment: As the number of activities in which the tax-
payer engages increases, the chances that all of the taxpayer’s
activities will be treated as a trade or business decreases. For
example, the nongovernment law practice of a full-time gov-
ernment attorney was held not to be a trade or business because
the taxpayer did not pursue the activity with sufficient conti-
nuity and regularity.70 Also, in Steinberger v. Commissioner,71

the taxpayer’s airplane activity was not treated as a business, as
opposed to his medical practice. The court rejected the taxpay-
er’s claim that the businesses operated together as a “unified
business enterprise,” like in Morton. The court distinguished
the cases by emphasizing that because the Steinberger taxpay-
er was not a majority shareholder in each applicable entity, he
was unable to create a “unified business enterprise” between
the two activities, and without such his airplane travel expenses
were nondeductible business expenses.

Note: As a practical matter, the taxpayer can deduct the ac-
tivity’s expenses under §212, which does not require the exis-
tence of a trade or business, but the taxpayer will not be per-
mitted to treat the excess of deductions over gross income from
the activity as a net operating loss carryback or carryforward.
Section 212 is discussed in III., below.

Example: From Year 1 through Year 3, X spent 40–45
hours per week as a U.S. Department of Justice (DOJ) at-

67 Storey v. Commissioner, T.C. Memo 2012-115.
68 Storey v. Commissioner, T.C. Memo 2012-115.
69 See CCA 201747006 for a discussion of Morton v. United States, 98 Fed.

Cl. 596 (2011) and Moline Prop., Inc. v. Commissioner, 319 U.S. 436 (1943)
(leading income tax “nominee” case holding that a corporation created for a
business purpose or carrying on a business activity will be respected as an enti-
ty separate from its owner for federal income tax purposes).

70 Beard v. Commissioner, T.C. Memo 1995-41.
71 T.C. Memo 2016-104.

torney. In addition, during those years, X claimed to be en-
gaged in the practice of law as a sole practitioner. During
this period, X worked only intermittently at his non-DOJ
activity. He wrote two law review articles for publication,
engaged in limited advertising by printing business cards,
and did not maintain legal malpractice insurance. For Year
1 through Year 3, X reported $400 or less of income and
substantial expenses from his non-DOJ activity, which re-
sulted in losses reported on Schedule C. X is not entitled
to the claimed business loss deductions because he did not
pursue his non-DOJ activity with continuity or regularity
or with the good faith objective of making a profit.72

5. Specific Trades or Businesses

Although the number of specific types of trades or busi-
nesses is virtually unlimited, constantly growing as a result of
human creativity, the list of activities that have been held to be
trades or businesses if the requisite profit motive and scope are
present is illustrative of the wide reach of §162. These activi-
ties include:

• acting;73

• air charter operations;74

• airplane remanufacturing;75

• animal herd breeding;76

• artistic illustration;77

• artistic painting;78

• auto racing;79

• bird-dog training;80

• boat charter operations;81

• coin trading;82

• commodities trading;83

• consulting engineer;84

• delivering goods;85

• development of automatic door opening device;86

• development of miles per gallon indicator;87

72 Beard v. Commissioner, T.C. Memo 1995-41.
73 Regan v. Commissioner, T.C. Memo 1979-340.
74 Louismet v. Commissioner, T.C. Memo 1982-294.
75 Bailey v. Commissioner, T.C. Memo 2012-96.
76 Lemmen v. Commissioner, 77 T.C. 1326 (1981); Ellsworth v. Commis-

sioner, T.C. Memo 1962-32.
77 Whitman v. Commissioner, T.C. Memo 1960-88.
78 Adams v. Commissioner, T.C. Memo 1966-242.
79 Bolt v. Commissioner, 50 T.C. 1007 (1968), acq., 1969-1 C.B. 20.
80 Harris v. Commissioner, T.C. Memo 1986-105.
81 Jackson v. Commissioner, 59 T.C. 312 (1972), acq., 1973-1 C.B. 1.
82 Feistman v. Commissioner, T.C. Memo 1982-306, aff’d in unpub. op.

(9th Cir. Sept. 22, 1983).
83 Louismet v. Commissioner, T.C. Memo 1982-294.
84 Riddle v. United States, 205 F. Supp. 357 (D. Col. 1962).
85 Lopkoff v. Commissioner, T.C. Memo 1982-701.
86 Purdy v. Commissioner, T.C. Memo 1967-82.
87 Maximoff v. Commissioner, T.C. Memo 1987-155.
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• electronics research and development;88

• engineering;89

• farming;90

• gambling as one’s livelihood;91

• giving riding lessons;92

• golf caddying for professional golfers;93

• gun sales;94

• horse boarding,95 breeding,96 farming,97 showing,98 and
training;99

• inventing;100

• landfill operations;101

• leasing solar water heating systems;102

• leasing video games;103

• litigating a lawsuit;104

• livestock trading;105

• market research;106

• metal fabrication;107

• motorcycle racing;108

• movie ownership and distribution;109

88 Shoholm v. Commissioner, T.C. Memo 1971-247.
89 Beckwith v. Commissioner, T.C. Memo 1964-254.
90 Steinmann v. Commissioner, T.C. Memo 1971-295; Metcalf v. Commis-

sioner, T.C. Memo 1963-277.
91 Commissioner v. Groetzinger, 480 U.S. 23 (1987), aff’g 771 F.2d 269

(7th Cir. 1985), aff’g 82 T.C. 793 (1984); Bathalter v. Commissioner, T.C.
Memo 1987-530; Regan v. Commissioner, T.C. Memo 1987-512; Rusnak v.
Commissioner, T.C. Memo 1987-249; Nipper v. Commissioner, T.C. Memo
1983-644, aff’d in unpub. op. (11th Cir. 1984); Ditunno v. Commissioner, 80
T.C. 362 (1983).

92 Sabelis v. Commissioner, 37 T.C. 1058 (1962), acq., 1962-2 C.B. 5.
93 Christy v. Commissioner, 65 T.C.M. 2369 (1993).
94 Cox v. Commissioner, 45 T.C.M. 138 (1982).
95 Sabelis v. Commissioner, 37 T.C. 1058 (1962), acq., 1962-2 C.B. 5.
96 Sabelis, 37 T.C. 1058; Ellis v. Commissioner, 47 T.C.M. 991 (1984);

Farris v. Commissioner, 31 T.C.M. 821 (1972); Thacker v. Commissioner, 28
T.C.M. 1433 (1969); Worrell v. United States, 254 F. Supp. 992 (S.D. Tex.
1966).

97 Seebold v. Commissioner, 55 T.C.M. 723 (1988).
98 Pirnia v. Commissioner, 58 T.C.M. 740 (1989); Worrell v. United States,

254 F. Supp. 992 (S.D. Tex. 1966).
99 Sabelis v. Commissioner, 37 T.C. 1058 (1962), acq., 1962-2 C.B. 5;

Worrell v. United States, 254 F. Supp. 992 (S.D. Tex. 1966).
100 Bailey v. Commissioner, 22 T.C.M. 1255 (1963).
101 Syracuse v. Commissioner, 42 T.C.M. 288 (1981).
102 Cooper v. Commissioner, 88 T.C. 84 (1987).
103 Pierce v. Commissioner, 58 T.C.M. 685 (1989).
104 Bagley v. United States, 963 F. Supp. 2d 982 (C.D. Cal.2013).
105 Seven Sixty Ranch Co. v. Director, 66-1 USTC ¶ 9293 (D. Wyo. 1966).
106 Miller v. Commissioner, 40 T.C.M. 243 (1980).
107 Christensen v. Commissioner, 56 T.C.M. 425 (1988).
108 Mills v. United States, 88-2 USTC ¶ 9494 (N.D. Ohio 1988).
109 Abramson v. Commissioner, 86 T.C. 360 (1986); Sheid v. Commission-

er, 50 T.C.M. 663 (1985).

• operating business franchise,110 business school,111 cattle
feedlot,112 dog kennel,113 horse ranch,114 and leasing fran-
chise;115

• photography;116

• professional baseball operations;117

• professional blood donation;118

• professional golfing;119

• publishing books;120

• real estate development121 and selling;122

• rental of realty to public with provision of additional ser-
vices to tenants;123

• rental property management;124

• sales of jewelry125 and food and beverages;126

• scientific research;127

• selling books;128

• serving in the National Guard;129

• stamp trading;130

• talent managing;131

• tavern ownership and operation;132

• teaching tennis;133

110 Parker v. Commissioner, 30 T.C.M. 890 (1971).
111 Goldberg v. Commissioner, 73 T.C.M. 1988 (1997).
112 Estate of Cohen v. Commissioner, 29 T.C.M. 1221 (1970).
113 Kilman v. United States, 73-2 USTC ¶ 9548 (E.D. Tex. 1972).
114 Engdahl v. Commissioner, 72 T.C. 659 (1979); Pennington v. Commis-

sioner, 26 T.C.M. 520 (1967).
115 Waddell v. Commissioner, 86 T.C. 848 (1986), aff’d on other issues,

841 F.2d 264 (9th Cir. 1988).
116 Eggert v. Commissioner, 16 T.C.M. 1010 (1957).
117 Selig v. United States, 740 F.2d 572 (7th Cir. 1984), aff’g 565 F. Supp.

524 (E.D. Wis. 1983).
118 Green v. Commissioner, 74 T.C. 1229 (1980).
119 Kimbrough v. Commissioner, 55 T.C.M. 730 (1988).
120 Doggett v. Burnet, 65 F.2d 191 (D.C. Cir. 1933), rev’g 23 B.T.A. 744

(1931).
121 Duffy v. United States, 81-1 USTC ¶ 9467 (Ct. Cl. Tr. J. Op. 1981).
122 Peck v. Commissioner, 44 T.C.M. 1030 (1982).
123 Cecil v. Commissioner, 100 F.2d 896 (4th Cir. 1939), rev’g 37 B.T.A.

904 (1938); Gorod v. Commissioner, 42 T.C.M. 1569 (1981); Copeland v.
Commissioner, 41 T.C.M. 253 (1980); Francis v. Commissioner, 36 T.C.M.
704 (1977).

124 Slack v. Commissioner, 35 B.T.A. 271 (1937).
125 Haft v. Commissioner, 40 T.C. 2 (1963).
126 Inter-Com Club, Inc. v. United States, 721 F. Supp. 1112 (D. Neb.

1989); Detroit Athletic Club v. United States, 717 F. Supp. 1224 (E.D. Mich.
1989), vac’d on other grounds (6th Cir. 1990).

127 Stahnke v. Commissioner, 40 T.C.M. 1177 (1980).
128 Doggett v. Burnet, 65 F.2d 191 (D.C. Cir. 1933), rev’g 23 B.T.A. 744

(1931).
129 Perfetti v. Commissioner, 762 F.2d 638 (8th Cir. 1985), aff’g in part and

rev’g in part 46 T.C.M. 1317 (1983), supp., 51 T.C.M. 70 (1985).
130 Feistman v. Commissioner, 44 T.C.M. 30 (1982), aff’d in unpub. op.

(9th Cir. Sept. 22, 1983).
131 Carr v. Commissioner, 72 T.C.M. 467 (1996).
132 Tarutis v. Commissioner, 44 T.C.M. 48 (1982).
133 Presby v. Commissioner, 69 T.C.M. 2648 (1995).
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• the atrical entertainment;134

• ticket sales;135

• treasure hunting;136

• writing books,137 stories, magazine articles, and screen-
plays.138

6. Employment as Trade or Business

a. In General

The performance of services as an employee constitutes a
trade or business.139 In order for an expenditure to be deductible,
the employee must show the relationship between the expendi-
ture and the employment.140 However, the performance of ser-
vices for which compensation is not sought nor received does
not constitute a trade or business because of the lack of a profit
motive.141

Example: A is an airline pilot married to B. In Year 1, A
and B purchased travel agency X, a State Y corporation,
and signed a contract to work for X as commissioned sales
agents. A and B are also officers of X. Because of poor
cash flow, A and B, by written agreement with X, agreed
to give up any commissions they would have received
from X and agreed to accept $1 as full payment for their
efforts. Because the activities of A and B did not consti-
tute a separate and independent business of A and B, but
rather the business of X, the expenses A and B incurred for
travel, entertainment, and the use of an automobile were
not ordinary and necessary business expenses of A and
B’s business, nor were they unreimbursed employee busi-
ness expenses. A and B had no profit motive, as they drew
no salaries or dividends from X and by written agreement
precluded themselves from receiving any commissions for
business they produced for X. Thus, A and B were not in-
dependent travel agents. The expenses A and B incurred
were either business expenses of X, or A and B’s own per-
sonal expenses.142

Termination of employment with a particular employer
does not terminate the taxpayer’s trade or business of perform-
ing services in the employee’s line of business.143 However, ter-
minating employment with a particular employer can convert
what would have otherwise been §162 deductions into person-
al expenses.144 Thus, payments made by the taxpayer after re-
signing as corporate chief executive officer to persuade share-

134 Rodgers v. Commissioner, 38 T.C.M. 573 (1979).
135 Griggs v. Commissioner, T.C. Memo 2008-234.
136 Harrison v. Commissioner, 72 T.C.M. 1258 (1996); Reed v. Commis-

sioner, 56 T.C.M. 363 (1988).
137 Gestrich v. Commissioner, 74 T.C. 525 (1980), aff’d in unpub. op. (3d

Cir. Apr. 29, 1982).
138 Stern v. United States, 71-1 USTC ¶ 9375 (C.D. Cal. 1971).
139 See Reg. §1.162-17(a).
140 See Evans v. Commissioner, 33 T.C.M. 1192 (1974), supp., 34 T.C.M.

783 (1975), aff’d on other grounds, 557 F.2d 1095 (5th Cir. 1977).
141 Leamy v. Commissioner, 85 T.C. 798 (1985).
142 Leamy v. Commissioner, 85 T.C. 798 (1985).
143 See Rev. Rul. 75-120, 1975-1 C.B. 55, clarified by Rev. Rul. 77-16,

1977-1 C.B. 37.
144 Blake v. Commissioner, 20 T.C.M. 1606 (1961).

holders to vote in favor of his position were not expenses of the
trade or business of being employed as a corporate officer.145

b. Corporate Officers and Directors

Generally, being employed as a corporate officer consti-
tutes a trade or business.146 Though acting in a corporate capaci-
ty and on behalf of the corporation, an officer’s activities in do-
ing so constitute a separate trade or business.147

Thus, deductions have been allowed for the following:

• costs of blazer and vest suits purchased for employee use
at trade shows;148

• costs of defending a shareholder’s derivative suit;149

• costs of defending against allegations of improper selec-
tion as officer;150

• costs of defending an action alleging fraud in the sale of
the corporation’s stock;151

• costs of defending an action for mismanagement;152

• costs of defending criminal charges for allegedly filing
fraudulent corporate tax returns;153

• payments by a corporate officer-shareholder to settle
claims by corporate creditor based on conduct as officer
and actions as shareholder;154

• payments by a corporate president to settle a lawsuit
brought on grounds of misrepresentations by the president
in both officer and broker-dealer capacities with respect to
the sale of limited partnership interests;155

• payments in settlement of an action based on the illegal
payment of dividends;156

• payments to an assistant whose efforts increased the offi-
cer’s compensation;157

• payments to an individual to keep the officer informed of
matters occurring while the officer was out of state;158

• payments to retain an employee.159

However, the expenses of an officer who does not devote
time, attention, and effort to the position are not deductible un-

145 Holmes v. Commissioner, 37 B.T.A. 865 (1938).
146 Heineman v. Commissioner, 82 T.C. 538 (1984).
147 Commissioner v. People’s-Pittsburgh Tr. Co., 60 F.2d 187 (3d Cir.

1932), aff’g 21 B.T.A. 588 (1930).
148 Jetty v. Commissioner, 44 T.C.M. 373 (1982).
149 Hochschild v. Commissioner, 161 F.2d 817 (2d Cir. 1947), rev’g 7 T.C.

81 (1946).
150 Ditmars v. Commissioner, 302 F.2d 481 (2d Cir. 1962), rev’g 20 T.C.M.

495 (1961).
151 Mitchell v. United States, 408 F.2d 435 (Ct. Cl. 1969).
152 Great Island Holding Corp. v. Commissioner, 5 T.C. 150 (1945).
153 Commissioner v. People’s-Pittsburgh Tr. Co., 60 F.2d 187 (3d Cir.

1932), aff’g 21 B.T.A. 588 (1930).
154 Scofield v. Commissioner, 74 T.C.M. 1356 (1997).
155 PLR 9612005.
156 Smith v. Commissioner, 6 T.C.M. 548 (1947).
157 Thompson v. Commissioner, 9 T.C.M. 694 (1950).
158 Goldsmith v. Commissioner, 7 B.T.A. 151 (1927).
159 LeBlanc v. Commissioner, 7 B.T.A. 256 (1927).

II.B.6.II.B.6. Detailed AnalysisDetailed Analysis

A - 8 03/01/2026 © 2026 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-61746-967-1 505-4th



der §162.160 Likewise, performing activities as an uncompensat-
ed officer does not constitute a trade or business.161

7. Activities of Corporations

a. In General

Generally, a for-profit corporation’s activities constitute a
trade or business because the corporation’s existence is pred-
icated solely on engaging in transactions intended to generate
a profit.162 Thus, the operation of a farm acquired by a mineral
development corporation in order to exploit underlying miner-
als is part of the mineral development trade or business.163 The
activities of the corporation’s agents and employees are deter-
minative,164 whereas those of shareholders who are not employ-
ees are not.165

In Rev. Rul. 78-195, the IRS ruled that the expenses of a
corporation whose sole activity was investing in unimproved
real property that generated no income were deductible under
§162. In contrast, the Supreme Court has held that a trade or
business was not being carried on by a corporation that owned
a railroad, leased all the rail road property to another company
and then did nothing more than maintain its corporate form and
distribute dividends derived from the lease payments.166

However, a corporation was found not to be in a trade or
business where its only activity was the operation of a stable
of racing and breeding horses pursued to satisfy the final wish
of a shareholder’s dying parent.167 A corporation is not carrying
on a trade or business merely by making expenditures for the
principal shareholder’s speed boat racing hobby.168 A corpora-
tion is not carrying on a trade or business merely by acquiring
a yacht for use in purported charter operation but allowing only
its principal shareholder and family to use it for personal pur-
poses;169 amounts so expended are nondeductible constructive
dividends.170

In a case in which a corporation’s activities constituted a
trade or business, the deductibility of a voluntary “free finan-
cial aid” payment by the corporation to a subsidiary was chal-
lenged by the IRS.171 The Fifth Circuit held that the voluntary
payment to strengthen the financial position of the subsidiary
was a payment in the nature of a contribution to capital and did
not qualify as a §162 deductible business expense.172

160 Hirsch v. Commissioner, 315 F.2d 731 (9th Cir. 1963), aff’g 20 T.C.M.
1341 (1961).

161 Van Fossan v. Commissioner, 47 T.C.M. 411 (1983); Kliethermes v.
United States, 27 Fed. Cl. 111 (Fed. Cl. 1992).

162 See, e.g., Mountain Lake Corp. v. United States, 71-1 USTC ¶ 9308
(M.D. Fla. 1971).

163 Pittsburgh Indus. Eng’g Co. v. Commissioner, 9 T.C.M. 1132 (1950).
164 E.g., Tipton & Kalmbach, Inc. v. United States, 480 F.2d 1118 (10th

Cir. 1973); Commissioner v. Hawaiian Philippine Co., 100 F.2d 988 (9th Cir.
1939), cert. denied, 307 U.S. 635 (1939).

165 E.g., Linen Thread Co. v. Commissioner, 4 T.C. 802 (1945).
166 McCoach v. Minehill & Schuylkill Haven Ry. Co., 228 U.S. 295 (1913).
167 Blake Constr. Co. v. United States, 77-1 USTC ¶ 9317 (Ct. Cl. Tr. J. Op.

1977), aff’d per curiam, 572 F.2d 820 (Ct. Cl. 1978).
168 Am. Props., Inc. v. Commissioner, 262 F.2d 150 (9th Cir. 1958), aff’g

28 T.C. 1100 (1957).
169 Cirelli v. Commissioner, 82 T.C. 335 (1984).
170 Cirelli v. Commissioner, 82 T.C. at 351 (1984).
171 Baker Hughes Inc. v. United States, 313 F. Supp. 3d 804 (S.D. Tex.

2018).

Comment: A corporation’s expenses that are not de-
ductible under §162 are also not deductible under §212 because
§212 is limited to individuals.

b. Use by Shareholder

A corporation originally formed to own and operate prop-
erty for the recreation and pleasure of its sole shareholder is
in a trade or business after it changes its activities in order to
operate the property in a manner that is intended to generate a
profit.173 Expenses paid or incurred by a corporation to maintain
property used primarily by shareholders for personal purposes
are not deductible under §162 because they are not expenses of
the corporation’s trade or business.174 If the property is used in
part for personal purposes by the shareholders, only a propor-
tionate part of the expenses are treated as trade or business ex-
penses.175 Likewise, if the personal use of the asset is incidental,
all of the expenses of maintaining the asset may be treated as
trade or business expenses.176

If the shareholder pays fair rental value for the use of the
property, all of the corporation’s expenses of owning the prop-
erty are trade or business expenses.177 However, if the corpora-
tion does not rent similar property to unrelated persons, does
not advertise the availability of the property, permits only the
shareholder to use the property, and does not charge the share-
holder for standby time, the payment of hourly rent by the
shareholder does not elevate the corporation’s ownership and
maintenance of the property to a trade or business and thus pre-
cludes deductions for the maintenance expenses.178

c. For Shareholder’s Benefit

A hospital corporation’s trade or business expenses do not
include expenses incurred for the benefit of a shareholder’s pri-
vate medical practice.179 Likewise, a corporation’s trade or busi-
ness expenses do not include the cost of maintaining a yacht
owned and used by the major shareholder.180

172 Baker Hughes Inc. v. United States, No. 18-20585, 2019 BL 448909
(5th Cir. Nov. 21, 2019), aff’g 313 F. Supp. 3d 804 (S.D. Tex. 2018), and citing
Schleppy v. Commissioner, 601 F.2d 196, 197 (5th Cir. 1979). More generally,
a shareholder’s voluntary contribution to the capital of a corporation is an in-
vestment, and does not have immediate tax consequences. Baker Hughes Inc.
v. United States, No. 18-20585, 2019 BL 448909 (5th Cir. Nov. 21, 2019), cit-
ing Commissioner v. Fink, 483 U.S. 89, 94 (1987).

173 Black Dome Corp. v. Commissioner, 5 T.C.M. 455 (1946).
174 Mel Dar Corp. v. Commissioner, 309 F.2d 525 (9th Cir. 1962), cert. de-

nied, 372 U.S. 941 (1963), aff’g 19 T.C.M. 290 (1960); Int’l Trading Co. v.
Commissioner, 275 F.2d 578 (7th Cir. 1960), aff’g 17 T.C.M. 521 (1958); C.
Ray Culver, Inc. v. Commissioner, 46 T.C.M. 1592 (1983), aff’d in unpub. op.
(9th Cir. Jan. 22, 1985).

175 Int’l Artists, Ltd. v. Commissioner, 55 T.C. 94 (1970); Hal E. Roach
Studios v. Commissioner, 20 B.T.A. 917 (1930); Eden v. Commissioner, 53
T.C.M. 195 (1987); C. Ray Culver, Inc. v. Commissioner, 46 T.C.M. 1592
(1983), aff’d in unpub. op. (9th Cir. Jan. 22, 1985).

176 See Mann v. Commissioner, 42 T.C.M. 1766 (1981).
177 See Cmty. Research & Dev. Corp. v. Commissioner, 38 T.C.M. 1043

(1979).
178 See Clymer v. Commissioner, 47 T.C.M. 1576 (1984).
179 Kenner v. Commissioner, 33 T.C.M. 1239 (1974), on remand from 445

F.2d 19 (7th Cir. 1971), rev’g 27 T.C.M. 893 (1968).
180 Progressive Eng’g, Inc. v. Commissioner, 34 T.C.M. 411 (1975). See al-

so Gerald D. Roberts Consultants Inc. v. Commissioner, 62 T.C.M. 890 (1991),
aff’d by unpub. order, 981 F.2d 1251 (4th Cir. Dec. 17, 1992).
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d. Disguised Dividends

Whether a payment by a corporation to a shareholder qual-
ifies as a business expense deduction rather than a nonde-
ductible dividend depends on the facts and circumstances.181 A
significant factor is whether the payment has independent and
substantial importance to the corporation.182 Thus, payments
made by a corporation to induce a shareholder to take a course
of action that is favorable to the corporation’s business have
been held to be deductible.183

In Cleveland Shopping News Co. v. Routzahn,184 a corpo-
ration permitted its shareholders to purchase advertising at cost
plus a percentage surcharge, and it deposited the surcharges in-
to a special account used to redeem the stock of shareholders
who ceased to advertise and to pay for certain extraordinary
costs. Amounts remaining in the account were paid to share-
holders who had purchased advertising. The court character-
ized those payments by the corporation as dividends and not
as rebates, even though the payments to the shareholders were
not in proportion to their stock ownership. In Peoples Gin Co.
v. Commissioner,185 the court held that a corporation’s distri-
bution to its shareholders of profits earned from ginning cot-
ton for shareholders in amounts reflecting the quantity of cot-
ton ginned for each shareholder were dividends and not de-
ductible expenses, even though profits from ginning for third
parties were distributed in proportion to shareholdings.186

However, the IRS has ruled that rebates paid by a corpo-
ration to its shareholders based on the volume of use by the
shareholders and the shareholder’s customers of the corpora-
tion’s banking services are deductible business expenses.187 In
contrast, whether a rebate to a third party is treated as a re-
duction of sales price in calculating gross receipts or as a de-
ductible ordinary and necessary business expense, even though
the general effect on taxable income is the same, is a question
that the IRS is reconsidering, and the IRS has cautioned tax-
payers not to rely on its previous conclusion that manufacturer
rebates are deductible trade or business expenses.188 The IRS al-
so ruled that Medicaid rebates paid by pharmaceutical manu-
facturers to state Medicaid agencies under the Medicaid rebate
program are price adjustments.189

8. Fiduciary Activities

a. Estates and Trusts

Whether a trust’s or an estate’s activities constitute a trade
or business depends on whether the trust or estate meets the

181 E.g., Rubber Assocs., Inc. v. Commissioner, 335 F.2d 75 (6th Cir.
1964), rev’g 22 T.C.M. 567 (1963); Lengsfield v. Commissioner, 241 F.2d 508
(5th Cir. 1957), aff’g 14 T.C.M. 1024 (1955).

182 E.g., T.J. Enters., Inc. v. Commissioner, 101 T.C. 581 (1993); Maxwell
v. Commissioner, 95 T.C. 107 (1990).

183 Fairmount Homes, Inc. v. Commissioner, 45 T.C.M. 1340 (1983).
184 89 F.2d 902 (6th Cir. 1937), aff’g 13 F. Supp. 362 (N.D. Ohio 1935).
185 118 F.2d 72 (5th Cir. 1941), aff’g 41 B.T.A. 343 (1940).
186 See also Rev. Rul. 83-141, 1983-2 C.B. 65.
187 TAM 9830003.
188 Rev. Rul. 2008-26, 2008-21 I.R.B. 985, superseding Rev. Rul. 2005-28,

2005-19 I.R.B. 997, and suspending in part Rev. Rul. 76-96, 1976-1 C.B. 23.
189 Rev. Rul. 2008-26.

profit motive and scope tests described in II.B.2. and 3.,
above.190 In Helvering v. Highland, the Fourth Circuit stated:

… [C]ertain factors remain of lasting evidentiary im-
portance. For instance the profit motive and presence
of business-like policies should be given great weight
… . Similarly, the fact that a separate office is main-
tained is of evidentiary importance to suggest that the
taxpayer is engaged in business … . Likewise, the
length of time required for an executor’s dealings is
an important factor in distinguishing purely adminis-
trative expenditures from expenses incurred in carry-
ing on the estate as a business … .191

Thus, an estate that continues to carry on a trade or busi-
ness carried on by the decedent is carrying on a trade or busi-
ness.192

In contrast, a trust that reviews its investments, occasion-
ally sells investments and reinvests proceeds, collects income,
keeps accounts, and files tax returns is not engaged in a trade
or business.193 An estate that pays premiums on life insurance
policies held as security for a loan is not engaged in a trade or
business.194

Note: The fact that a trust or estate is not carrying on a
trade or business does not necessarily preclude deduction of its
expenses, because §212 allows deductions for amounts paid or
incurred by the fiduciary of an estate or trust on account of ad-
ministration expenses, fiduciaries’ fees, and litigation expens-
es that are ordinary and necessary in connection with the per-
formance of the fiduciary’s duties, except to the extent the ex-
penses are allocable to tax-exempt income.195 Deductions under
§212 are described in III., below.

b. Personal Representatives

Whether an executor or trustee is considered to be engaged
in the trade or business of being a fiduciary depends on the
scope and duration of their fiduciary activities.196 In Abbott v.
Commissioner,197 the court held that an attorney in general prac-
tice who served as administrator of between nine and 18 estates
and trusts over a six-year period was in the trade or business of
being a fiduciary,198 but in Solomon v. Commissioner,199 a certi-
fied public accountant failed to persuade the Tax Court that he
was in the business of being a trustee.200 In Estate of Wallace v.
Commissioner,201 the Fourth Circuit, relying on a broader defin-
ition of trade or business set forth by the Supreme Court in Flint
v. Stone Tracy Co.,202 held that a decedent’s spouse serving as
nonresident co-executrix was in the trade or business of being

190 United States v. Pyne, 313 U.S. 127 (1941), vac’g 35 F. Supp. 81 (Ct.
Cl. 1940).

191 124 F.2d 556 (4th Cir. 1942), aff’g 43 B.T.A. 598 (1941).
192 Estate of Adair v. Commissioner, 43 B.T.A. 384 (1941).
193 City Bank Farmers Trust Co. v. Helvering, 313 U.S. 121 (1941), aff’g

112 F.2d 457 (2d Cir. 1940), aff’g 39 B.T.A. 29 (1939).
194 Estate of Hall v. Commissioner, 17 T.C. 20 (1951).
195 Reg. §1.212-1(i).
196 Estate of Barnhart v. Commissioner, 18 T.C.M. 194 (1959).
197 38 B.T.A. 1290 (1938), acq., 1939-2 C.B. 1.
198 Abbott v. Commissioner, 38 B.T.A. at 1292.
199 33 T.C.M. 588 (1974).
200 Solomon v. Commissioner, 33 T.C.M. at 589.
201 101 F.2d 604 (4th Cir. 1939), rev’g 7 B.T.A.M. 38-390 (1938).
202 220 U.S. 107 (1911).
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a fiduciary even though she did not regularly and continuously
engage in fiduciary activities.203 In McDowell v. Ribicoff,204 the
Third Circuit, declining to follow, held that serving as a fidu-
ciary on a casual basis in family situations was not a trade or
business. The Third Circuit pointed out that the Supreme Court
had, subsequent to the Estate of Wallace decision, modified its
definition of a trade or business and that the Fourth Circuit,
in Helvering v. Highland,205 recognized that the Supreme Court
made this change after Estate of Wallace was decided.206 The
Tax Court has held that serving as trustee or executor for on-
ly one estate does not constitute a trade or business.207 The IRS
agrees.208

Acting as executor is considered a trade or business if the
executor is responsible for operating and directing enterprises
that the decedent had owned and operated.209

Example: C, D, and E are the executors of A’s estate and
trustees of three residuary trusts provided for in A’s will.
For approximately 12 years, C, D, and E, in their role as
executors, continued to supervise A’s investment in vari-
ous enterprises that were engaged in financing, real estate
operations, the publication of daily and weekly newspa-
pers, and other activities. As a result of certain actions re-
lating to the administration of the estate and the handling
of the trusts, objections were filed on behalf of certain in-
fants who were contingent beneficiaries. C, D, and E each
made a significant payment to the trusts in settlement of
the objections. Based on the duration and scope of their
activities, C, D, and E’s activities in the conduct and op-
eration of A’s various business operations constituted the
conduct of business, and the amounts paid in settlement
of the objections to their accountings constituted ordinary
and necessary business expenses.210

Likewise, if the executor is required to devote substantial
amounts of time to the management of a large estate, the activ-
ities constitute a trade or business.211

In contrast, if the activities are casual and sporadic, there
is no trade or business.212 Thus, serving as trustee for no com-
pensation on one occasion does not constitute a trade or busi-
ness.213 Likewise, in Stuart v. Commissioner,214 the First Circuit
held that a trustee whose fees were paid to the law firm that
represented the trustee and performed the clerical work was not
carrying on a trade or business even though he had no other oc-
cupation.215 A volunteer trustee for a nonprofit organization is

203 101 F.2d at 606–07.
204 292 F.2d 174 (3d Cir. 1961), cert. denied, 368 U.S. 919 (1961).
205 124 F.2d 556 (4th Cir. 1942).
206 292 F.2d at 178.
207 Uhlenbrock v. Commissioner, 67 T.C. 818 (1977).
208 Rev. Rul. 55-447, 1955-2 C.B. 533.
209 Macy v. Commissioner, 19 T.C. 409 (1952), aff’d, 215 F.2d 875 (2d Cir.

1954).
210 Macy v. Commissioner, 19 T.C. 409 (1952), aff’d, 215 F.2d 875 (2d Cir.

1954).
211 Rice v. Commissioner, 44 B.T.A. 749 (1941), acq., 1944 C.B. 23.
212 Estate of Josephs v. Commissioner, 12 T.C. 1069 (1949); Stiebling v.

Commissioner, 67 T.C.M. 3006 (1994), aff’d, 113 F.3d 1242 (9th Cir. 1997).
213 Seidler v. Commissioner, 18 T.C. 256 (1952).
214 84 F.2d 368 (1st Cir. 1936), aff’g 32 B.T.A. 574 (1935).
215 Stuart v. Commissioner, 84 F.2d at 370.

not in the trade or business of volunteering nor in the trade or
business of being a trustee.216

Serving as a trustee in bankruptcy of a trade or business
constitutes a trade or business.217

Note: Not only does the taxpayer need to show that the ac-
tivity as a fiduciary is a trade or business, the taxpayer must al-
so show that the expenses arise from the taxpayer’s fiduciary
activities and not from personal relationships with beneficia-
ries, putative heirs or other persons and that the expenses are
paid or incurred to benefit the estate or trust.218

c. Beneficiaries

The beneficiary of a trust is not carrying on a trade or busi-
ness by merely being a beneficiary, even if the trust is carry-
ing on a trade or business.219 This result is not changed even
if the beneficiary’s spouse is a trustee and the beneficiary at-
tends trustees’ meetings, because the beneficiary is not being
compensated for attending.220 However, if the beneficiary is re-
quired to assume trust administration duties and manage indi-
vidual trust businesses because of the trustee’s inability to do
so, the beneficiary’s activities in doing so are a trade or busi-
ness.221

d. Guardianships

In several cases, the courts held that fulfilling the oblig-
ations of a guardian constitutes a trade or business.222 In a
subsequent case, Van Wart v. Commissioner,223 that addressed
whether the guardian or the ward was allowed to deduct at-
torney’s fees paid for the collection of the ward’s income, the
Supreme Court stated in dictum that it appeared the guardian
was not engaged in a business, pointing out that guardianship
is not a taxable entity.224 It is settled that being a ward does not
constitute a trade or business.225

Note: The issue generally is moot because under §212, de-
ductions are allowed for reasonable amounts paid or incurred
for the services of a guardian or committee for a ward or minor,
and other ordinary and necessary expenses of guardians and
committees paid or incurred in connection with the production
or collection of income inuring to the ward or minor, or in con-
nection with the management, conservation, or maintenance of

216 Kurkjian v. Commissioner, 65 T.C. 862 (1976).
217 Butler v. Commissioner, 17 T.C. 675 (1951).
218 See Stiebling v. Commissioner, 67 T.C.M. 3006 (1994), aff’d, 113 F.3d

1242 (9th Cir. 1997).
219 Morse v. Helvering, 85 F.2d 262 (D.C. Cir. 1936), aff’g 4 B.T.A.M.

35-207 (1935); Kenan v. Bowers, 50 F.2d 112 (2d Cir. 1931), aff’g 48 F.2d 263
(S.D.N.Y. 1930).

220 Clementson v. Commissioner, 27 T.C.M. 559 (1968).
221 Lloyd-Smith v. Commissioner, 40 B.T.A. 214 (1939), aff’d on other is-

sues, 116 F.2d 642 (2d Cir. 1941), cert. denied, 313 U.S. 588 (1941).
222 Commissioner v. Linderman, 84 F.2d 727 (3d Cir. 1934), rev’g 28

B.T.A. 113 (1933), cert. denied, 299 U.S. 589 (1936); Commissioner v. Wurts-
Dundas, 54 F.2d 515 (2d Cir. 1931), aff’g 17 B.T.A. 881 (1929), rev’d on other
grounds, Van Wart v. Commissioner, 295 U.S. 112 (1935), aff’g 69 F.2d 299
(5th Cir. 1934), rev’g 1 B.T.A.M. 32-329 (1932); Robertson v. Corwin, 3 F.
Supp. 762 (E.D.N.Y. 1933).

223 295 U.S. 112 (1935).
224 Van Wart v. Commissioner, 295 U.S. at 116.
225 Van Wart v. Commissioner, 295 U.S. 112 (1935), aff’g 69 F.2d 299 (5th

Cir. 1934), rev’g 1 B.T.A.M. 32-329 (1932); Vanderbilt v. Commissioner, 39
B.T.A. 43 (1939), aff’d, 107 F.2d 1023 (2d Cir. 1939), cert. denied, 309 U.S.
683 (1940).
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property held for the production of income that belongs to the
ward or minor.226 Deductions under §212 are described in III.,
below.

C. Ordinary and Necessary Expense

1. In General

To be deductible under §162, a trade or business expense
must be ordinary and necessary.227 In Welch v. Helvering,228 the
Supreme Court emphasized that an expense must be both ordi-
nary and necessary to be deductible.229

The IRS has concluded that for purposes of §21(h) of the
Alaska Native Claims Settlement Act,230 as amended by the
Alaska National Interest Lands Conservation Act,231 all expens-
es paid or incurred by Alaska native corporations in connection
with land selection or conveyance under the Act are deemed to
be, or to have been, deductible under §162 as ordinary and nec-
essary expenses for purposes of any form of taxation.232

2. Ordinary

Whether an expense is ordinary is determined by time,
place, and circumstance.233 In Deputy v. DuPont,234 the Supreme
Court described the scope of ordinary in the following terms:

One of the extremely relevant circumstances is the
nature and scope of the particular business out of
which the expense in question accrued … . It is the
kind of transaction out of which the obligation arose
and its normalcy in the particular business which are
crucial and controlling.235

If payments for an expense are made regularly and arise
from transactions that commonly or frequently occur in the
type of business involved, the expense is ordinary in the gener-
ally accepted meaning of that word.236

However, to be ordinary, an expense need not be habitual
or normal in the sense that the same taxpayer will need to pay
or incur the same type of expense often.237 In United Title Ins.
Co. v. Commissioner,238 the Tax Court held that an expense can
be ordinary even if no other company engaged in the same busi-
ness in the taxpayer’s state makes similar payments.239

226 Reg. §1.212-1(j).
227 §162(a).
228 290 U.S. 111 (1933), aff’g 63 F.2d 976 (8th Cir. 1933), aff’g 25 B.T.A.

117 (1932).
229 Id. at 113.
230 43 U.S.C. §1620 et seq.
231 Pub. L. No. 96-487 (1980).
232 CCA 200949038.
233 Welch v. Helvering, 290 U.S. 111 (1933), aff’g 63 F.2d 976 (8th Cir.

1933), aff’g 25 B.T.A. 117 (1932).
234 308 U.S. 488 (1940), rev’g 103 F.2d 257 (3d Cir. 1939), rem’g 22 F.

Supp. 589 (D. Del. 1938).
235 Id.
236 Lilly v. Commissioner, 343 U.S. 90 (1952), rev’g 188 F.2d 269 (4th Cir.

1951), aff’g 14 T.C. 1066 (1950).
237 Welch v. Helvering, 290 U.S. 111 (1933), aff’g 63 F.2d 976 (8th Cir.

1933), aff’g 25 B.T.A. 117 (1932).
238 T.C. Memo 1988-38.
239 Id. at 45.

Example: Z is a small new title insurance company oper-
ating in a highly competitive business in State Y. Z invites
certain real estate attorneys, realtors, and lenders to attend
its out-of-state directors’ meetings and a corporate plan-
ning conference. By attending, the non-director attendees
learn about Z, including Z’s financial health and conserv-
ative philosophy regarding issuing title insurance policies.
In addition, Z learns what issues most concern the real es-
tate professionals attending that affect its business. It al-
lows Z to maintain a close relationship with the attendees.
Most attendees have previously referred some business to
Z, but are not obligated by attending to refer additional
business to Z. Most, if not all, other title insurance compa-
nies operating in State Y do not offer real estate attorneys,
realtors, and lenders the opportunity to attend out-of-state
meetings at their expense. Because the expenditures arise
out of Z’s business and serve a variety of business purpos-
es, including marketing Z’s business, the expenditures are
ordinary for purposes of §162(a).240

Comment: A requirement that all, or most, companies en-
gaged in a particular trade or business make similar payments
would impose a disadvantage on companies that discover novel
approaches to the conduct of the trade or business, and thus
would stifle business growth through creativity and ingenu-
ity.241

Despite the result in United Title, a variety of innovative
and productive expenses have been disallowed under §162 on
the grounds that they are not ordinary. In Reffett v. Commis-
sioner,242 the Tax Court disallowed §162 deductions for pay-
ments to witnesses of additional compensation contingent on
the success of the litigation because such payments were not
a common and accepted means of pursuing an action for dam-
ages to a business.243 The expense of registering common stock
as required by the Securities and Exchange Act244 was held not
ordinary because it was a unique expense, not recurring, even
though annual filing was also required by the Act and even
though similar businesses were subject to the same registration
requirement.245

The cost of hiring a minister to provide spiritual advice
to, and hold prayer meetings for, the taxpayer’s employees was
disallowed as not business related.246 Likewise, payments made
to further the religious and work ethic beliefs of the taxpayer
were not ordinary expenses.247 Personal expenses paid on behalf
of an employee who is related to the taxpayer but that are not
paid on behalf of other unrelated employees are not ordinary
expenses of the business.248

240 United Title Ins. Co. v. Commissioner, T.C. Memo 1988-38.
241 Id.
242 39 T.C. 869 (1963).
243 Id. at 879.
244 15 U.S.C. §78a–78kk (1982 and 1987 Supp.).
245 Consumers Water Co. v. United States, 369 F. Supp. 939 (D. Me.

1974).
246 Trebilcock v. Commissioner, 64 T.C. 852 (1975), aff’d, 557 F.2d 1226

(6th Cir. 1977). See May v. Commissioner, 71 T.C.M. 2498 (1996) (same for
payments to religious organizations by owner of piano sales and service busi-
ness).

247 See Bender v. Commissioner, 43 T.C.M. 808 (1982).
248 Shackelford v. Commissioner, 70 T.C.M. 945 (1995).
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The cost of maintaining a chartered plane on 24-hour
standby was ordinary, even though its actual use was limited.249

In contrast, the costs incurred by a land clearing company to
build houses on land owned by its president and sole sharehold-
er were not ordinary because land clearing companies do not
customarily build houses as a way of advertising.250

No deduction under §162 was allowed for funds embez-
zled by employees because embezzlement is not an ordinary
business expense.251 However, a deduction has been allowed for
an employer’s repayment to a client of funds embezzled from
the client by an employee even though the employer was not
required to include the embezzled funds in gross income, be-
cause it was reasonable for the employer to conclude that were
the client to sue the employer for reimbursement the employer
would be held liable for its employee’s acts.252

Note: A deduction under §165 may be allowed for embez-
zled amounts, as discussed in 527 T.M., Loss Deductions.

The IRS has ruled that a public utility’s expenditures for
implementation and operation of energy conservation and load
management programs are currently deductible as ordinary
business expenses under §162 because these expenses are ap-
propriate and helpful in carrying on the utility’s business and
are commonly and frequently incurred by utilities.253 The IRS
also has ruled that up front incentive payments made to incen-
tivise customers to purchase, install and maintain renewable
energy production systems were currently deductible as ordi-
nary business expenses because the payments were made in or-
der to comply with a mandate of a regulatory agency oversee-
ing power utility operations in the state.254 Likewise, the IRS
has ruled that energy conservation program expenses are ordi-
nary business expenses, resulting in operating costs savings.255

However, even though a regulated public utility may deduct the
costs of energy conservation programs related to reducing ener-
gy usage by existing customers, it must capitalize costs related
to acquiring new customers.256 The capitalization requirement is
discussed in 509 T.M., Principles of Capitalization.

Where a non-stock insurance company was created under
state law in response to the need for additional medical mal-
practice insurance carriers in the state, the IRS has ruled that
payments by the insurance company to a state fund providing
financial support for graduate medical education in the state
were ordinary business expenses made with an expectation of
financial return, and were currently deductible under §162.257

3. Necessary

a. In General

The term “necessary,” for purposes of §162, means that
the expense is appropriate and helpful, rather than absolutely
essential.258 An expense is more readily characterized as neces-

249 Palo Alto Town & Country Vill., Inc. v. Commissioner, 565 F.2d 1388
(9th Cir. 1977), aff’g 32 T.C.M. 1048 (1973).

250 Jim Wood Land Clearing Co. v. Commissioner, 77 T.C.M. 1588 (1999).
251 Wintner v. Commissioner, 36 T.C.M. 611 (1977).
252 Musgrave v. Commissioner, 73 T.C.M. 1721 (1997).
253 Rev. Rul. 95-32, 1995-1 C.B. 8.
254 PLR 201341029; PLR 201341031.
255 TAM 9513002.
256 TAM 9548004.
257 PLR 201724012.

sary if it is essential,259 but in United Title Ins. Co. v. Commis-
sioner,260 the Tax Court held that an expense could be necessary
even though there are other ways of attaining the same result.261

Thus, if a taxpayer needed to keep a plane on 24-hour
standby because the timing of business trips was unpredictable
and uncontrollable, the expense of doing so was necessary even
if the actual use of the plane was limited.262 The cost of a full
set of tools required by a journeyman printer was necessary be-
cause the nature of the position required that the printer use
English and metric presses.263 A utility’s cost for conducting a
prudency audit of a power plant is a necessary expense because
it is needed for the state utility commission’s approval of a rate
increase for the cost of constructing the power plant.264 The cost
of prizes awarded by a bingo parlor operator to its patrons is
ordinary and necessary because the prizes encouraged patrons
to stay and play more games.265

In contrast, voluntary subscriptions to a professional as-
sociation endowment fund whose benefits inured to contribu-
tors, noncontributors, and the public were not necessary.266 Sim-
ilarly, §162 deductions were not allowed for the operation of
an airplane by a medical corporation whose patients were not
scattered over a wide area, because there was no business need
for the airplane.267 The cost of comic books purchased by a
math teacher for a comic book club sponsored by the teacher
were not necessary because the teacher’s employer required
only that the sponsor supervise the students. Although the com-
ic books were helpful to the students, because the teacher col-
lected comic books as a hobby and failed to show how comic
book purchases maintained or improved math teaching skills,
the deduction was denied.268

Along these same lines, a payment by the shareholder of a
professional corporation to a former employee in settlement of
a lawsuit against the corporation and the shareholder for breach
of the employment agreement and tortious interference with the
former employee’s new business is not a necessary business
expense if the shareholder has ceased to practice and makes the
payment to enhance the value of the stock in the corporation.269

An insurance services company’s expenses for golf course as-
sessments, locker fees, and bar association dues were held not
to be ordinary and necessary.270 Payment of a commission to a
realtor on a lease-purchase agreement breached by the buyer is
not a necessary expense of renting if the commission is payable

258 Welch v. Helvering, 290 U.S. 111 (1933), aff’g 63 F.2d 976 (8th Cir.
1933), aff’g 25 B.T.A. 117 (1932).

259 Lilly v. Commissioner, 343 U.S. 90 (1952), rev’g 188 F.2d 269 (4th Cir.
1951), aff’g 14 T.C. 1066 (1950).

260 T.C. Memo 1988-38.
261 Id. at 46–47.
262 Palo Alto Town & Country Vill., Inc. v. Commissioner, 565 F.2d 1388

(9th Cir. 1977), aff’g 32 T.C.M. 1048 (1973). See also Richardson v. Commis-
sioner, 72 T.C.M. 348 (1996).

263 McCollum v. Commissioner, 37 T.C.M. 1817 (1978).
264 TAM 9535011.
265 Brown v. Commissioner, 63 T.C.M. 1866 (1992).
266 Montgomery v. United States, 63 Ct. Cl. 588 (1927).
267 Harbor Med. Corp. v. Commissioner, 38 T.C.M. 1144 (1979), aff’d in

unpub. op. (9th Cir. Mar. 19, 1982).
268 Tesar v. Commissioner, 73 T.C.M. 2709 (1997).
269 Dogali v. Commissioner, 69 T.C.M. 1759 (1995).
270 See Indep. Ins. & Fin. Serv. Co. v. United States, 95-2 USTC ¶ 50,412

(W.D. La. 1995).
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for sale, not rental.271 Guaranty fees paid in connection with the
issuance of commercial paper aren’t necessary if they are not
required as part of the issuance and do not change the risks
borne by the issuer and purchaser.272 The Tax Court has held
that consulting fees paid by an accountant were not necessary
because the accountant was experienced and had good relation-
ships with the clients.273 The costs incurred by a land clearing
company to build houses on land owned by its president and
sole shareholder were not necessary because it was not appro-
priate or helpful to the business of a land clearing company to
build houses as a way of advertising.274

The IRS has ruled that payments by a insurance company
created under state law in response to the need for additional
medical malpractice insurance carriers in the state to a state
fund providing financial support to graduate medical education
in the state were appropriate and helpful to the insurance com-
pany’s business, and thus were necessary expenses under
§162.275

b. Reasonableness

In Commissioner v. Heininger,276 the Supreme Court inti-
mated that, had the expense in question been unreasonable, it
would not have met the ordinary and necessary requirement to
the extent of its unreasonableness.277 The reasonableness gloss
reflects the notion that although to be necessary an expense
need not be absolutely essential nor be the only means to the
result, the means chosen must nonetheless be reasonable.278

Example: X is a dentist who sells false teeth through a
mail order catalogue. The U.S Postmaster-General issued
a fraud order preventing the cashing of any money orders
drawn to X and returning any mail addressed to X marked
fraudulent. X incurred $36,000 in legal fees fighting the
fraud order, which was ultimately sustained. For X to em-
ploy a lawyer to defend his business is normal or ordinary.
The expenses are also appropriate or helpful and therefore
meet the “necessary” test as set forth in Welch v. Helver-
ing. If the amount of the expenses had been unreasonable,
the amount in excess of a reasonable amount would not
meet the “necessary” test.279

The Tax Court and the Tenth Circuit have held that in de-
termining whether the expenses of operating and maintaining
depreciable property are reasonable, the depreciation deduc-
tions with respect to the property are not taken into account.280

If there are other more economical and practical means of
attaining the result, the expense is not reasonable.281 Thus, if a
taxpayer can achieve flight training goals by renting a plane,

271 Ruckman v. Commissioner, 64 T.C.M. 1166 (1992).
272 Medieval Attractions N.V. v. Commissioner, 72 T.C.M. 924 (1996).
273 Haas & Assocs. Accountancy Corp. v. Commissioner, T.C. Memo

2000-183 (2000), aff’d by unpub op., 55 Fed. Appx. 476 (9th Cir. 2003).
274 Jim Wood Land Clearing Co. v. Commissioner, 77 T.C.M. 1588 (1999).
275 PLR 201724012.
276 320 U.S. 467 (1943).
277 Id. at 471.
278 See Sherman v. Commissioner, 44 T.C.M. 1324 (1982).
279 Commissioner v. Heininger, 320 U.S. 467 (1943).
280 Kurzet v. Commissioner, 222 F.3d 830 (10th Cir. 2000), rev’g and

rem’g 73 T.C.M. 1867 (1997); Noyce v. Commissioner, 97 T.C. 670 (1991).
281 A.S. Barber, Inc. v. United States, 85-1 USTC ¶ 9183 (E.D. Mo. 1984).

the expenses of owning and operating a private plane are un-
reasonable, and the deduction is limited to the costs of rental.282

Similarly, in determining whether the cost of flying a private
plane to another place of business is deductible, the addition-
al time required for commercial flights is a factor that should
be considered.283 The costs of depreciating books and microfilm
equipment are disallowed as §162 expenses if the books and
microfilm are available at local libraries and the costs are ex-
cessive when compared to the income being generated.284 Al-
though a taxpayer who operates a stable is allowed to deduct
the expenses of the taxpayer’s personal horse because cus-
tomers are reluctant to board horses at stables run by persons
who do not own horses, the expenses of maintaining two per-
sonal horses are unreasonable if the stable can accommodate
only ten horses.285

The determination of whether an expense is unreasonable
is based on the facts and circumstances.286 The issue is more
likely to arise when payments are made to related parties,287 par-
ticularly if an amount is much more than what otherwise would
be paid.288

Example: T owned the stock of C, which was in the busi-
ness of designing and manufacturing stencils for quilts,
arts and crafts, and clothing. T also enjoyed racing cars
and had C’s name prominently displayed on his two race
cars in Year 1 and his race car in Year 2. In Year 1, C
also agreed to sponsor W, an unrelated driver, in return
for putting C’s name on W’s race car. C claimed race
car sponsorship expenses of $31,000 in Year 1, of which
$26,000 was for maintaining T’s cars and $3,000 was at-
tributable to W’s car. C claimed race car sponsorship ex-
penses of $44,000 in Year 2, of which $3,000 was for
sponsoring W and the balance was attributable to T’s car.
The amounts C spent in excess of $3,000 per car, which
was the arm’s-length amount necessary to sponsor an un-
related driver’s car, were disallowed as excessive and un-
reasonable. Therefore, C was allowed a race car sponsor-
ship deduction of only $9,000 in Year 1 ($3,000 × 3 cars)
and $6,000 in Year 2 ($3,000 × 2 cars).289

Similarly, if the expense benefits not only the taxpayer
who pays the expense but also other entities owned by the same

282 Behm v. Commissioner, 53 T.C.M. 427 (1987).
283 Kurzet v. Commissioner, 222 F.3d 830 (10th Cir. 2000), rev’g and

rem’g 73 T.C.M. 1867 (1997).
284 Mathes v. Commissioner, 60 T.C.M. 704 (1990).
285 Ottow v. Commissioner, 68 T.C.M. 60 (1994).
286 See, e.g., Kurzet v. Commissioner, 222 F.3d 830 (10th Cir. 2000), rev’g

and rem’g 73 T.C.M. 1867 (1997); Palo Alto Town & Country Vill., Inc. v.
Commissioner, 565 F.2d 1388 (9th Cir. 1977), aff’g 32 T.C.M. 1048 (1973);
Hall v. Commissioner, 294 F.2d 82 (5th Cir. 1961), aff’g 32 T.C. 390 (1959);
Boomershine v. Commissioner, 54 T.C.M. 43 (1987).

287 See, e.g., Theodore v. Commissioner, 38 T.C. 1011 (1962); Oil Base,
Inc. v. Commissioner, 23 T.C.M. 1838 (1964), aff’d on other issues, 362 F.2d
212 (9th Cir. 1966), cert. denied, 385 U.S. 928 (1966). See also ASAT Inc. v.
Commissioner, 108 T.C. 147 (1997).

288 Gill v. Commissioner, 76 F.3d 378 (6th Cir. 1996), aff’g 67 T.C.M. 2311
(1994); Johnsen v. Commissioner, 83 T.C. 103 (1984), rev’d on other issues,
794 F.2d 1157 (6th Cir. 1986). See also Dharma Enters. v. Commissioner, 74
T.C.M. 807 (1997).

289 Gill v. Commissioner, T.C. Memo 1994-92 (1994), aff’d, 76 F.3d 378
(6th Cir. 1996).
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person who owns the taxpayer, only a portion of the expense is
reasonable with respect to the taxpayer.290

It is not reasonable for a taxpayer to incur high bank
charges on account of habitual issuance of business checks ex-
ceeding the balance in the taxpayer’s account.291 Payments by a
corporation to a voluntary employees’ benefit association that
far exceeded the amounts needed for its stated purpose and that
were invested in a nonfiduciary manner at the direction of the
corporation’s sole shareholder were not reasonable.292

c. Voluntariness

(1) Lack of Legal Obligation

(a) In General

The fact that an expenditure is made voluntarily does not
necessarily mean that it is not an ordinary and necessary ex-
pense of carrying on a trade or business,293 though there are ju-
dicial opinions that suggest that amounts voluntarily paid are
automatically not ordinary and necessary.294 Lack of an under-
lying legal liability does not necessarily preclude the deduc-
tion.295

Example: R was an employee of X. Due to a significant
amount of foreign travel, R was uninsurable and therefore
did not qualify for company-paid life insurance that was
provided to X’s other employees. R became sick in Year
2, was diagnosed with an incurable disease, and could no
longer work. In Year 2, X’s board of directors agreed to
pay R or R’s widow his monthly salary over the next 30
months, which was approximately the amount of insur-
ance the company would have taken out on R had R been
insurable. X accrued and deducted that amount on X’s
Year 2 income tax return based on the law in effect at that
time. Even though there was no legal obligation to make
the payment, X made the payment for the business rea-
son of good employee relations. Because the payment had
a business connection, i.e., it related to the employer-em-
ployee relationship, the expenditure is ordinary and appro-
priate to the conduct of X’s business and was properly de-
ductible.296

In applying these principles to specific situations, the
courts and the IRS have reached conflicting results.297 In one
case the Tax Court held that a law firm was allowed to deduct
its reimbursement of losses suffered by investors who had re-

290 E.g., Ciaravella v. Commissioner, 75 T.C.M. 1635 (1998).
291 Bailey v. Commissioner, 62 T.C.M. 437 (1991), aff’d, 968 F.2d 25 (11th

Cir. 1992).
292 Sunrise Constr. Co. v. Commissioner, 52 T.C.M. 1358 (1987), aff’d in

unpub. op. (9th Cir.1988). See Conn. Mut. Life Ins. Co v. Commissioner, 106
T.C. 445 (1996).

293 E.g., Waring Prods. Corp. v. Commissioner, 27 T.C. 921 (1957).
294 See, e.g., Bonaire Dev. Co. v. Commissioner, 679 F.2d 159 (9th Cir.

1982), aff’g 76 T.C. 789 (1981).
295 Champion Spark Plug Co. v. Commissioner, 30 T.C. 295 (1958), aff’d

per curiam, 266 F.2d 347 (6th Cir. 1959).
296 Champion Spark Plug Co. v. Commissioner, 30 T.C. 295 (1958), aff’d

per curiam, 266 F.2d 347 (6th Cir. 1959).
297 Compare Pepper v. Commissioner, 36 T.C. 886 (1961), with Slater v.

Commissioner, 11 T.C.M. 241 (1952), rev’d on other issues, 222 F.2d 470 (2d
Cir. 1955).

lied on the firm’s advice but who had been deceived by a
client,298 but in another case, in which the attorney reimbursed
a client for a loss on an investment recommended by the attor-
ney, the Tax Court denied the deduction.299

Observation: The difficulty of predicting how a specific
situation will be treated is illustrated by how the IRS dealt with
an organization that, in the process of demutualizing, made
payments to a state in order to prevent certain claims concern-
ing its historical nonprofit, tax-exempt status. At first the IRS
advised that the payments were deductible as an ordinary and
necessary business expense even though there was no legal
obligation to make the payment, because the state could have
asserted claims concerning the organization’s historical status
that would have triggered liabilities for the organization.300 Sev-
eral years later, the IRS revoked its advice, concluding that
the organization’s payments were similar to a charitable trust
obligation and thus not deductible under §162.301

Deductions have been allowed for voluntary $25 transfers
to employees’ children,302 rewards for finding lost or stolen
business property,303 and a railroad’s cost of installing labels
on freight cars before the regulation requiring them went into
effect.304 In Levy v. Commissioner,305 the Tax Court held that
a §162 deduction was allowed for an agent’s payments to a
singer in an unsuccessful attempt to make the singer a star,
even though the agent was under no obligation to make the
payments, because of the possibility that if the singer became
a star, the agent’s income would have increased substantially;
thus, the payments were held to be proximately related to the
agent’s business.306

Deductions have been disallowed for payments made by
an attorney to a bankrupt client’s creditors after the attorney
had assured the creditors that the client’s insurance policy
would provide funds,307 the voluntary refunding of interest,308

voluntary payments to settle litigation against the taxpayer
based on transactions between the taxpayer’s controlled cor-
porations and another company,309 the costs of purchasing an-
nuities for employees who did not qualify for retirement plan
coverage,310 an employer’s payment of an employee’s bail on
charges unrelated to the business,311 credits allowed to pur-
chasers who did not fulfill the obligations under the credit

298 Pepper v. Commissioner, 36 T.C. 886 (1961).
299 Slater v. Commissioner, 11 T.C.M. 241 (1952), rev’d on other issues,

222 F.2d 470 (2d Cir. 1955).
300 TAM 200126008, revoked by TAM 200405005.
301 TAM 200405005, revoking TAM 200126008. See PLR 201437004

(taxpayer payments to charitable organizations were not voluntary and there-
fore were not deductible under §170).

302 Hopkins v. Commissioner, 30 T.C. 1015 (1958), rev’d on other issues,
271 F.2d 166 (6th Cir. 1959).

303 Rev. Rul. 67-98, 1967-1 C.B. 29.
304 Rev. Rul. 69-60, 1969-1 C.B. 49.
305 30 T.C. 1315 (1958).
306 Id. at 1329.
307 Friedman v. Delaney, 171 F.2d 269 (1st Cir. 1948), aff’g 75 F. Supp.

568 (D. Mass. 1948).
308 Louden Mach. Co. v. United States, 57 F.2d 911 (Ct. Cl. 1932).
309 Wilcox v. Commissioner, 3 T.C.M. 28 (1944).
310 Commissioner v. H. B. Ives Co., 297 F.2d 229 (2d Cir. 1961), cert. de-

nied, 370 U.S. 904 (1962), rev’g 18 T.C.M. 845 (1959).
311 Banks v. Commissioner, 20 T.C.M. 1165 (1961), aff’d in part and rev’d

in part on other issues, 322 F.2d 530 (8th Cir. 1963).
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plan,312 and payment of indebtedness with respect to which the
taxpayer remained liable but which was primarily the obliga-
tion of the person who purchased from the taxpayer the proper-
ty acquired with the debt proceeds.313 In addition, a taxpayer’s
payment to an endowment fund established as a result of crim-
inal charges against the taxpayer was nondeductible under
§162(a) because the payment was actually a fine/penalty that
is nondeductible under §162(f).314 The deductibility of fines and
penalties under §162(f) is discussed in 524 T.M., Deductibility
of Illegal Payments, Fines, and Penalties.

(b) Reimbursements

In Langer v. Commissioner, the Tax Court held that a bank
officer and its majority shareholders were not allowed to deduct
under §162 voluntary reimbursements to depositors who had
waived a portion of their deposits when the bank closed.315 In
Friedman v. Commissioner,316 the Tax Court held that a surviv-
ing partner was not allowed to deduct amounts paid to the es-
tate of the decedent partner that exceeded the fair market value
of the decedent’s partnership interest.317

In Ky. Util. Co. v. Glenn,318 the Sixth Circuit held that
a utility company’s voluntary assumption of repair costs of a
generator, though expedient, was not an ordinary and necessary
expense.319

Note: In Miller v. Commissioner,320 the Sixth Circuit over-
ruled its Ky. Util. Co. decision to the extent it would have de-
nied a casualty loss deduction to an individual taxpayer.321

Comment: The result in Miller situations is now governed
by §165(h)(4)(E), which permits individuals to deduct casualty
losses to the extent covered by insurance only if the individual
files a timely claim with respect to the loss.322 This restriction
does not apply to corporations, and even if it did, the facts in the
Ky. Util. Co. decision arguably would not trigger application of
§165(h)(4)(E). Thus, the extent to which the Sixth Circuit has
effectively overruled Ky. Util. Co. remains to be specifically
articulated by that court. Casualty loss deductions are discussed
in 527 T.M., Loss Deductions.

(c) Compensation Repayments

In Blanton v. Commissioner, the Tax Court held that an
employee’s repayment of compensation held to be unreason-
able was not deductible under §162 because any obligation that
the employee had to repay the compensation did not arise out
of the contract under which it had been paid to the employee,
but from a subsequent agreement.323 This rationale was applied
by the Tax Court in Pahl v. Commissioner, where the court held
that the employee could deduct repayments relating to periods

312 Miss. Chem. Corp. v. Commissioner, 86 T.C. 627 (1986).
313 Dankos v. Commissioner, 52 T.C.M. 722 (1986).
314 Allied-Signal, Inc. v. Commissioner, 63 T.C.M. 2672 (1992), aff’d in

unpub. op., 54 F.3d 767 (3d Cir. 1995).
315 11 B.T.A.M. 42-134 (1942).
316 2 T.C.M. 382 (1943).
317 Id. at 384.
318 394 F.2d 631 (6th Cir. 1968), aff’g 250 F. Supp. 265 (W.D. Ky. 1965).
319 Id. at 633.
320 733 F.2d 399 (6th Cir. 1984), aff’g 42 T.C.M. 665 (1981).
321 733 F.2d at 403.
322 §165(h)(4)(E).
323 46 T.C. 527 (1966), aff’d per curiam, 379 F.2d 558 (5th Cir. 1967).

after entering into a contract to repay compensation character-
ized as unreasonable.324

Note: Thus, repayments are deductible only to the extent
they relate to compensation paid for services rendered after the
employer and employee have entered into a contract imposing
repayment obligations, and not merely the contract imposing
compensation obligations on the employer.

A college professor who forwarded a portion of his fellow-
ship award to his employer was allowed to deduct the payment
as a business expense because the payment was required as a
condition of the employment with the college, but he was not
permitted simply to reduce his college salary gross income by
the amount of the payment.325

(2) Acknowledgment of Legal Obligation

A payment made because the taxpayer acknowledges the
existence of a legal obligation to pay is not disallowed merely
because the taxpayer made the payment without the compul-
sion of a lawsuit.326 Likewise, payments made by a public utility
to a municipality in excess of tax obligations pursuant to an
agreement by which the utility agreed to pay the additional
amounts so long as it was the sole franchisee in the municipal-
ity are deductible under §162327 because the public utility ac-
knowledged an obligation it was required to incur in order to
continue in business without competition.

d. Reimbursement and Refunds

An employee cannot deduct unreimbursed employee busi-
ness expenses if the reason for the lack of reimbursement is
the employee’s failure to seek reimbursement.328 Expenses for
which reimbursement is available, but for which it is not sought
are not necessary329 or reasonable.330 Failure to seek reimburse-
ment does not become necessary or reasonable merely because
the reimbursement would not be forthcoming until the follow-
ing year.331

Note: An expense paid by an employee who knows that
reimbursement would not be approved on the grounds it is not
within the scope of the employee’s business activities is almost
certain to be held not ordinary and necessary.332

The §162 deduction of an employee who does not seek
reimbursement is not disallowed if the employer’s reimburse-
ment policy is unclear, there is doubt that there would be reim-
bursement, and the employee’s relationship with the employ-

324 67 T.C. 286 (1976).
325 Ruggiero v. Commissioner, 74 T.C.M. 662 (1997).
326 Anderson v. Bowers, 117 F. Supp. 884 (W.D.S.C. 1954).
327 Rev. Rul. 73-517, 1973-2 C.B. 37.
328 Leamy v. Commissioner, 85 T.C. 798 (1985). See also Horwath v. Com-

missioner, 88 T.C.M. 279 (2004), aff’d, 140 Fed. Appx. 466 (4th Cir. 2005);
Rhodes v. Commissioner, 85 T.C.M. 1276 (2003); Maher v. Commissioner, 85
T.C.M. 1053 (2003); Putnam v. Commissioner, 76 T.C.M. 238 (1998); Spiel-
bauer v. Commissioner, 75 T.C.M. 1865 (1998); Cavalaris v. Commissioner,
72 T.C.M. 46 (1996); Crumpton v. Commissioner, 63 T.C.M. 2200 (1992);
Mulne v. Commissioner, 72 T.C.M. 111 (1996); In re Williams, 95-2 USTC ¶
50,349 (Bankr. N.D. Ind. 1995); TAM 9316003.

329 Kerr v. Commissioner, 59 T.C.M. 193 (1990).
330 See Campbell v. Commissioner, 54 T.C.M. 632 (1987).
331 Davoli v. Commissioner, 68 T.C.M. 104 (1994).
332 See Baker v. Commissioner, 73 T.C.M. 1653 (1997), app. dismissed

(9th Cir. Sept. 23, 1998).
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er is discordant.333 Expenses paid by an employee that benefit
the employer, that exceed the employer’s reimbursement limit,
and that the employer expects the employee to pay are ordinary
and necessary expenses of the trade or business of being so em-
ployed.334

Example: C, an executive of X Corp., purchased an air-
plane, which he often uses for business travel. Under X
Corp.’s written travel reimbursement policy, it will reim-
burse employees for required air travel only up to the cost
of a coach airfare on a commercial airline, and it expects
its officers to incur certain expenses on X Corp.’s behalf
that will not be reimbursed, e.g., the cost of first-class air-
fare over coach airfare. Because X Corp. expects its of-
ficers to incur and pay for travel expenses in excess of
the amount reimbursable, C’s use of the plane and atten-
dant expenses do not constitute the voluntary assumption
of corporate expenses. Because C’s use of the airplane al-
lows him to reduce his travel time and attend more meet-
ings, the airplane expenses for flights on behalf of X Corp.
are an ordinary and necessary expense of C’s business as
a corporate official.335

In situations not involving employment, similar principles
apply to amounts for which refunds are available.336 However,
if there is a compelling business reason not to seek insurance
reimbursement for repairs to business property, the deduction
is not necessarily denied.337

Observation: If the employee is reimbursed, the employee
is not permitted to deduct the expenses without taking the re-
imbursement into account to reduce the deduction.338

4. Applicability to Particular Situations

a. Payments for Employees

A farming corporation’s expenses for meals and lodging
provided to shareholder-employees required to live on the farm
were ordinary and necessary expenses of its trade or business,
but the telephone expenses of the shareholder-employees were
not, because the telephone was not needed to make the lodging
habitable.339 Similarly, the cost of food and medical care provid-
ed to member-employees of farm operated by a Hutterite non-
profit religious corporation is ordinary and necessary because
the demands of maintaining dairy cattle are such that it is ap-
propriate and helpful to have employees on the farm around
the clock, and employees must be fed.340 Fees paid for advice
with respect to housing minority group employees were ordi-

333 Jetty v. Commissioner, 44 T.C.M. 373 (1982).
334 See Noyce v. Commissioner, 97 T.C. 670 (1991); Marshall v. Commis-

sioner, 63 T.C.M. 1976 (1992); TAM 9330004, TAM 9330001.
335 Noyce v. Commissioner, 97 T.C. 670 (1991).
336 See Campbell v. Commissioner, 54 T.C.M. 632 (1987).
337 See Waxler Towing Co. v. United States, 510 F. Supp. 297 (W.D. Tenn.

1980).
338 See Cooper v. Commissioner, 74 T.C.M. 1089 (1997).
339 Harrison v. Commissioner, 41 T.C.M. 1384 (1981). See J. Grant Farms,

Inc. v. Commissioner, 49 T.C.M. 1197 (1985).
340 Stahl v. United States, 861 F. Supp.2d 1226 (E.D. Wash. 2012), on re-

mand from 626 F.3d 520 (9th Cir. 2010), rev’g & remanding 673 F. Supp.2d.
1233 (E.D. Wash. 2009).

nary and necessary expenses of the employer’s trade or busi-
ness.341

Expenses of conducting employee seminars at which the
founder’s personal philosophies were expounded, but which
did not address specific job skills, were not ordinary and neces-
sary expenses of the employer’s trade or business.342 The costs
of an employee’s installation as an officer of a trade or similar
association organized to promote the line of business in which
the employer operates were ordinary and necessary expenses.343

In PLR 200245042, the IRS ruled that payments made to ed-
ucational assistance programs for employees are deductible as
an ordinary and necessary business expense under §162(a).

Note: Whether all or part of the amounts received by the
employee under an educational assistance program qualify for
exclusion under §127 or as a scholarship or grant under §117,
and whether the employee may deduct the tuition expenses if
some or all of the amounts received must be included in gross
income are determinations separate from the employer’s de-
duction. These issues are discussed in 394 T.M., Employee
Fringe Benefits.

b. Assistance of Clients and Customers

Though assisting clients in obtaining financing is not tech-
nically within the practice of law, attorneys who do so can
deduct the expenses as expenses of their law practices, because
it is not unusual for attorneys to assist clients in obtaining fi-
nancing.344 The costs of a small loan corporation to provide
clients with credit insurance to meet similar offerings of com-
petitors and to reduce bad debt risks are ordinary and necessary
expenses of the loan business.345

The expenses of creating limited partnerships to purchase
a corporation’s goods are not ordinary and necessary expenses
of the trade or business of selling those goods, because it is not
a routine practice for a corporation to create and organize its
own customers.346

Sickness, accident, and death benefits paid by a mutual
benefit society to its members are ordinary and necessary ex-
penses of operating the society’s business of providing member
benefits.347

c. Corporate Officers and Directors

A loss incurred by a corporate officer from selling stock at
less than fair market value to key employees is not an ordinary
expense of being a corporate officer.348 Nor is the cost or value
of stock paid to sales representatives for selling corporate stock
to raise the capital of a financially troubled corporation.349 Nor

341 Rev. Rul. 68-2, 1968-1 C.B. 61.
342 Love Box Co. v. Commissioner, 842 F.2d 1213 (10th Cir. 1988), cert.

denied, 488 U.S. 820 (1988), aff’g 49 T.C.M. 479 (1985).
343 See Leo A. Daly Co. v. Vinal, 69-1 USTC ¶ 9228 (D. Neb. 1968).
344 Pepper v. Commissioner, 36 T.C. 886 (1961), acq., 1962-19 C.B. 7.
345 See Nichols Loan Corp. of Terre Haute v. Commissioner, 321 F.2d 905

(7th Cir. 1963), rev’g 21 T.C.M. 805 (1962).
346 Hoffman v. Commissioner, 57 T.C.M. 51 (1989).
347 Dante Alighieri Soc’y v. Commissioner, 23 T.C.M. 1509 (1964).
348 Berner v. United States, 282 F.2d 720 (Ct. Cl. 1960).
349 Hewett v. Commissioner, 47 T.C. 483 (1967).
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is the cost of bringing an action to prevent majority sharehold-
ers from selling corporate assets.350

Consulting fees paid by corporate officers in connection
with their personal stock investments in the corporation are not
ordinary and necessary expenses of being a corporate officer.351

Payment by a corporate officer of the corporation’s expenses is
not an ordinary and necessary expense of being a corporate of-
ficer if the payment is made to protect the officer’s investment
in the corporation.352

A corporate director’s expenses in compromising share-
holder derivative suits are not ordinary and necessary expenses
of being a director.353 Likewise, a director’s expenses for pro-
moting the business are not ordinary and necessary expenses of
generating the director’s fee.354

Example: T is a director of, and a major shareholder in,
several corporations. His director’s fees from all the cor-
porations were $6,000 in Year 1 and $4,000 in Year 2.
During Year 1 and Year 2, meetings of the various cor-
porations were held in his home, in which officers, direc-
tors, or members of committees of the various corpora-
tions attended and were entertained by T. In Year 1, T flew
to Europe on his own to determine why the sales of one
of the corporation’s products were below expectations. T
claimed a deduction of $44,000 for “business promotional
expenses” on his income tax returns for each of Year 1 and
Year 2. Because his director’s fees were an insignificant
portion of his total income, the expenditures claimed relat-
ed primarily to T protecting his large investment in each
corporation and only incidentally to protecting his direc-
tor’s fees. Therefore, they did not qualify as ordinary and
necessary trade or business expenses of T. To the extent a
corporation benefited from any expenditure, a corporation
may have been able to deduct the expenditure if the corpo-
ration reimbursed T for the expenditure.355

d. Shareholder and Employee Taxes

In Va. Nat’l Bank v. United States, the Fourth Circuit held
that payments made by a bank to its tax-exempt shareholders
in lieu of paying a state tax on shares were dividends and not
deductible §162 expenses because they were not ordinary and
necessary expenses of carrying on the banking business, even
though they were compulsory, because they were made to put
the burden of the state tax on the tax-exempt shareholders.356

The Tax Court has held that payments by an employer of feder-
al income taxes and employment taxes it fails to withhold from
employees are not ordinary and necessary trade or business ex-

350 Ransburg v. United States, 440 F.2d 1140 (10th Cir. 1971), aff’g 69-2
USTC ¶ 9582 (D. Kan. 1969).

351 Brinson v. Commissioner, 42 T.C.M. 1712 (1981).
352 Van Hassent v. Commissioner, 60 T.C.M. 1244 (1990). Cf. Mortenson

v. Commissioner, 3 B.T.A. 300 (1926) (deduction allowed for payment by 28%
shareholder of premiums on insurance policy covering corporation’s sole as-
set).

353 Graham v. Commissioner, 40 T.C. 14 (1963), rev’d on other issues, 326
F.2d 878 (4th Cir. 1964).

354 Nichols v. Commissioner, T.C. Memo 1963-148.
355 Nichols v. Commissioner, T.C. Memo 1963-148.
356 450 F.2d 1155 (4th Cir. 1971), cert. denied, 405 U.S. 1065 (1972), rev’g

321 F. Supp. 316 (E.D. Va. 1970).

penses because they are paid to satisfy withholding obligations
and not to conduct the trade or business.357 Yet 13 years later
the IRS advised that an employer who pays the employment
and other taxes on meal allowances paid to its employees may
deduct those taxes because by paying them the employer pro-
tected employee morale, and that despite the position argued
and upheld in the earlier case, “the more correct view” is to al-
low the deduction.358

Comment: Though the critical part of the IRS analysis in
its advice is redacted, it appears that it distinguished the Tax
Court case on the basis that the employer had undertaken on its
own the obligation to pay the taxes.

e. Personal Purposes

Expenses paid by a hunting and fishing club for recreation-
al programs are not ordinary and necessary expenses of carry-
ing on a business.359 Ordinary and necessary expenses do not in-
clude:

• a restaurant corporation’s costs of providing meals to
shareholders’ children,360

• a corporation’s cost of providing a nurse to accompany
a shareholder-employee who was recovering from
surgery,361

• a corporation’s payment of medical, wardrobe, travel,
gift, and entertainment expenses incurred by a shareholder
for purposes not connected with the corporation’s busi-
ness,362

• a corporation’s cost of obtaining loans the proceeds of
which are immediately loaned to the shareholders,363

• a corporation’s payment of educational expenses of a
shareholder’s child,364

• a corporation’s payment for improvements to the homes
of officer-shareholders,365

• a corporation’s payment of legal fees incurred by a cor-
porate officer in connection with the officer’s personal res-
idence,366

• a corporation’s payment of a shareholder’s insurance pre-
miums,367

• a corporation’s expenses of a Super Bowl trip subse-
quently characterized as a sales seminar but for which no
business agenda had been established,368

357 L & L Marine Serv., Inc. v. Commissioner, 54 T.C.M. 312 (1987).
358 FSA 200025022.
359 Five Lakes Outing Club v. United States, 468 F.2d 443 (8th Cir. 1972),

rev’g 71-2 USTC ¶ 9735 (E.D. Ark. 1971).
360 Calamaras v. Commissioner, 19 T.C.M. 1045 (1960).
361 Cummins Diesel Sales of Or., Inc. v. United States, 321 F.2d 503 (9th

Cir. 1963), aff’g 207 F. Supp. 746 (D. Ore. 1962).
362 Erhard Seminars Training v. Commissioner, 52 T.C.M. 890 (1986).
363 Oxford Dev. Corp. v. Commissioner, 23 T.C.M. 1085 (1964).
364 Caledonian Record Publ’g Co. v. United States, 579 F. Supp. 449 (D.

Vt. 1983).
365 Am. Insulation Corp. v. Commissioner, 50 T.C.M. 850 (1985).
366 Davis v. Commissioner, 78 T.C.M. 178 (1999).
367 Falsetti v. Commissioner, 85 T.C 332 (1985).
368 Danville Plywood Corp. v. United States, 899 F.2d 3 (Fed. Cir. 1990),

aff’g 16 Ct. Cl. 584 (1989).
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• the costs of cigars, diapers, and garden tools claimed as
medical supply expenses by an ophthalmology corpora-
tion,369

• interest on a promissory note executed as part of a settle-
ment to repay a medical school scholarship,370 and

• a taxpayer’s expenses of hiring a servant to cook, clean,
and provide guard services.371

The limitation on the deduction of personal expenses is
discussed in 503 T.M., Principles of Income Tax Deductions.

D. Carrying On

1. In General

Trade or business expenses are not deductible unless they
are paid or incurred in carrying on a trade or business.372 Until
the taxpayer is carrying on a trade or business (i.e., until the
taxpayer’s activity has actually commenced), the expenses are
preparatory, start-up, or pre-opening costs that must be capital-
ized and recovered, if at all, through depreciation deductions,
amortization deductions, or an optional but limited deduction
in the year the business commences.373 So long as the business
is not carried on but remains a mere expectation, no deductions
are allowed under §162.374 The Fourth Circuit has summarized
this timing-based requirement as follows:375

[E]ven though a taxpayer has made a firm decision
to enter into business and over a considerable period
of time spent money in preparation for entering that
business, he has still not “engaged in carrying on any
trade or business” within the intendment of section
162(a) until such time as the business has begun to
function as a going concern and performed those ac-
tivities for which it was organized.
The submission of a proposal by a newly formed corpo-

ration does not put the corporation into operational status if
there are no additional investors, no income, no plan, no facil-
ities, and no contracts.376 The Tax Court has held that no trade
or business was being carried on where no activities were un-
derway, no services were performed, no sales were conduct-
ed, and no income was earned.377 A similar conclusion was

369 Bloomberg v. Commissioner, 38 T.C.M. 206 (1979).
370 Keane v. Commissioner, 75 T.C.M. 2046 (1998).
371 Springmann v. Commissioner, 54 T.C.M. 592 (1987).
372 §162(a).
373 Frank v. Commissioner, 20 T.C. 511 (1953). See §195. See also Estate

of Morgan v. Commissioner, T.C. Memo 2021-104 (citing Weaver v. Com-
missioner, T.C. Memo 2004-108); Provitola v. Commissioner, 859 Fed. Appx.
474 (11th Cir. 2021) (unpub. op.), cert. denied, No. 21-409, 2021 BL 388563
(U.S. Oct. 12, 2021) (professional fees paid during years at issue for designing,
sourcing of materials, researching potential patent issues, and product testing to
bring it to manufacturable state were more like capital expenditures, instead of
ordinary and necessary expenses under §162, and thus, such start-up expenses
could be amortized under §195 after business commences).

374 Ellis v. Commissioner, 26 T.C.M. 450 (1967). See Forrest v. Commis-
sioner, T.C. Memo 2011-4.

375 Richmond Television Corp. v. United States, 345 F.2d 901, 907 (4th Cir.
1965), vacated and remanded on other grounds, 382 U.S. 68 (1965). See (citing
Richmond Television Corp., taxpayer was not carrying on a manufacturing or
marketing business during years at issue given that it neither attempted to man-
ufacture nor sell anything for which it was intended, and therefore, expenses
claimed were not ordinary for §162 purposes).

376 Willits v. Commissioner, 78 T.C.M. 74 (1999).

reached where the taxpayers did not have customers and did not
sell items.378 The capitalization requirement is discussed in 509
T.M., Principles of Capitalization. The amortization of start-up
expenses is discussed in V.B., below.

2. Start-up Expenses in General

The pre-opening expenses of a newly formed corporation
were not deductible under §162 because the corporation was
not yet carrying on a trade or business, even though it was
formed to continue the operations of an unsuccessful predeces-
sor corporation.379

Observation: If the newly formed corporation in the above
case were a sham, the expenses would be the predecessor’s
or shareholders’ expenses. The predecessor would be allowed
to deduct otherwise deductible expenses, but the shareholders
would not, unless they were already carrying on the trade or
business in their individual capacities. This situation is one in
which the taxpayer, and not the IRS, argues that a corpora-
tion is a sham. The determination of which taxpayer is allowed
to deduct an otherwise deductible expense is discussed in 503
T.M., Principles of Income Tax Deductions.

In contrast, even though a newly formed subsidiary’s ex-
penditures to sell memberships would be pre-opening expenses
of a business not yet being carried on, if the subsidiary files
a consolidated return with its parent and other subsidiaries en-
gaged in the same trade or business, the expenses are treated
as expenses of the trade or business being carried on by the
group.380

Expenditures for the acquisition of territorial sublicenses
for the distribution of a product are preparatory to the com-
mencement of product sales and must be capitalized.381 In Juda
v. Commissioner, the Tax Court held that a partnership was
required to capitalize, rather than deduct under §162, the fees
paid to find investors in the patents that it was in the business of
selling.382 Likewise, a shareholder’s expenses of promoting, de-
veloping, and financing a corporation’s activities are not trade
or business expenses because the corporation is not yet car-
rying on the activities.383 The expenses of an investment man-
agement corporation in starting new regulated investment com-
panies are nondeductible start-up expenses if the corporation’s
right to manage those companies is indefinite and the expens-
es are similar to syndication costs.384 Payments made by an ac-
countant to a public accounting firm for the right to take clients
to a new practice are start-up expenses and not deductible under

377 Haney v. Commissioner, T.C. Memo 2007-238.
378 Vianello v. Commissioner, T.C. Memo 2010-17. See also Wolfgram v.

Commissioner, T.C. Memo 2010-69.
379 Bennett Paper Corp. v. Commissioner, 699 F.2d 450 (8th Cir. 1983),

aff’g 78 T.C. 458 (1982). See Selig v. Commissioner, 70 T.C.M. 1125 (1995);
Zards v. Commissioner, 70 T.C.M. 1023 (1995).

380 See Playboy Clubs Int’l, Inc. v. United States, 76-2 USTC ¶ 9560 (N.D.
Ill. 1976), aff’d in part, vac’d, in part, and rem’d, in part in unpub. op., 559
F.2d 1224 (7th Cir. 1977).

381 Jackson v. Commissioner, 864 F.2d 1521 (10th Cir. 1989), aff’g 86 T.C.
492 (1986). See Prod. House LP C-23 v. Commissioner, T.C. Memo 1992-304,
appeal dismissed (D.C. Cir. 1994).

382 90 T.C. 1263 (1988), aff’d, 877 F.2d 1075 (1st Cir. 1989).
383 Brown v. Commissioner, T.C. Memo 1983-291.
384 See FMR Corp. v. Commissioner, 110 T.C. 402 (1998).
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§162.385 Expenses incurred to research new businesses to ac-
quire are not deductible under §162.386

Comment: Under certain circumstances the start-up ex-
penses may be deductible under §195, to a limited extent, in
the tax year in which the business commences, as described in
V.B., below. However, this deduction does not change the §162
non-deduction analysis.

3. Relationship to Trade or Business

Even though a taxpayer is carrying on a trade or business,
expenses that are paid or incurred in carrying on some other ac-
tivity are not deductible under §162.387 Thus, expenses paid by
a corporate officer in prosecuting an action for slander are not
paid or incurred in carrying on the trade or business of being
employed as a corporate officer.388 Likewise, a bar and restau-
rant owner who incurred travel, meals, and lodging expenses
while visiting other restaurants was not allowed to deduct the
expenses under §162 because they were not incurred in carry-
ing on the restaurant business.389 A nominee for the office of
Vice President of the United States was not carrying on the
trade or business of any previous office position when incurring
nomination hearing expenses because each prospective term of
office was a different trade or business.390

In Rafter v. Commissioner, the court held that an attorney
who incurred expenses litigating on his own behalf was not per-
mitted to deduct them under §162 because he was not practic-
ing as an attorney, he received no income as an attorney, and
the litigation was not a cost of rehabilitating his practice.391 A
public municipal official was not carrying on the functions of
office when making a trip to South America merely because it
was made under municipal auspices.392 In contrast, the IRS has
ruled that amounts paid to settle a claim that a taxpayer violat-
ed a covenant not to compete executed in connection with the
taxpayer’s sale of a business were connected with the carrying
on of the taxpayer’s trade or business and not the sale.393

385 Haas & Assocs. Accountancy Corp. v. Commissioner, T.C. Memo
2000-183, aff’d by unpub op., 55 Fed. Appx. 476 (9th Cir. 2003).

386 Estate of Morgan v. Commissioner, T.C. Memo 2021-104 (“[P]etition-
ers cannot squeeze into section 162 and avoid section 195 by claiming that [the
taxpayer’s] trade or business was searching for a trade or business.”).

387 Mack v. Commissioner, T.C. Memo 1976-359. Compare Morton v.
United States, 98 Fed. Cl. 596 (Fed. Cl. 2011) (where “unified business en-
terprise” existed, taxpayer could deduct expenses of operating airplane if use
of airplane furthered business purpose of taxpayer’s other related entities) with
Steinberger v. Commissioner, T.C. Memo 2016-104 (unlike in Morton where
because taxpayer was at least majority shareholder of each related entity, there-
by allowing him to create “unified business enterprise,” Steinberger taxpayer
had no such control over both entities involved, and therefore, could not unite
airplane and medical practice activities into serving same business purpose).

388 Lloyd v. Commissioner, 55 F.2d 842 (7th Cir. 1932), aff’g 22 B.T.A.
674 (1931).

389 Mack v. Commissioner, T.C. Memo 1976-359.
390 Estate of Rockefeller v. Commissioner, 762 F.2d 264 (2d Cir. 1985),

cert. denied, 474 U.S. 1037 (1985), aff’g 83 T.C. 368 (1984).
391 60 T.C. 1 (1973), aff’d, 489 F.2d 752 (2d Cir. 1974), cert. denied, 419

U.S. 826 (1974).
392 Green v. Bookwalter, 319 F.2d 631 (8th Cir. 1963), aff’g 207 F. Supp.

866 (W.D. Mo. 1962).
393 PLR 200127022.

4. Suspension of Operations

Suspension of operations does not mean business is termi-
nated or that expenses paid or incurred during the suspension
necessarily must be capitalized as pre-opening expenses.394

Thus, business expenses paid by a taxpayer engaged in selling
jewelry were not disallowed merely because they were paid
during a period for which the taxpayer had no inventory.395 The
same principle applies if the business is suspended while the
taxpayer arranges for the acquisition of new assets.396

In contrast, a taxpayer was not carrying on a trade or busi-
ness where the taxpayer terminated active business operations
in order to attend school in connection with a related field.397

Likewise, a taxpayer ceased carrying on a homebuilding trade
or business when the homebuilding activity stopped and a re-
ceiver was appointed to liquidate the business’s assets.398

E. Paid or Incurred During the Tax Year

Any otherwise deductible trade or business expense of a
cash method taxpayer is not deductible in any tax year other
than the year in which it is paid.399 A similar principle restricts
accrual method taxpayers’ trade or business deductions to the
tax year in which they are incurred.400 The impact of the timing
rules on deductions is discussed in 503 T.M., Principles of In-
come Tax Deductions. The timing rules are discussed in 570
T.M., Accounting Methods — General Principles.

The fact that otherwise deductible trade or business ex-
penses paid during the tax year exceed gross income from the
trade or business does not preclude the deduction.401 This is so
even if the trade or business generates no gross income.402 The
deductibility of any resulting net operating loss is discussed in
IV.P., below.

Otherwise deductible trade or business expenses of a cash
method taxpayer paid during a tax year but relating to previous
years’ activities are deductible in the year paid even though the
business to which they relate no longer is being carried on.403

394 Helis v. United States, 74-1 USTC ¶ 9167 (E.D. La. 1973), aff’d, 496
F.2d 1319 (5th Cir. 1974), on remand from 464 F.2d 330 (5th Cir. 1972), rev’g
71-1 USTC ¶ 9365 (E.D. La. 1971).

395 Haft v. Commissioner, 40 T.C. 2 (1963).
396 Ravano v. Commissioner, T.C. Memo 1967-170.
397 Canter v. United States, 173 Ct. Cl. 723 (1965).
398 Estate of Morgan v. Commissioner, T.C. Memo 2021-104.
399 See Carlisle v. Commissioner, 37 T.C. 424 (1961) (legal fees); Heyman

v. Commissioner, 70 T.C. 482 (1978), aff’d, 652 F.2d 598 (6th Cir. 1980);
see also Brown v. Commissioner, T.C. Memo 2017-18 (no wage deduction for
year in which business did not exist); Slavin v. Commissioner, T.C. Summ.
Op. 2016-28 (2016) (no deduction for capitalized mortgage interest); Bodine v.
Commissioner, 37 T.C.M. 1411 (1978) (educational expenses); Jove v. Com-
missioner, 34 T.C.M. 710 (1975) (advances); Kenner v. Commissioner, 33
T.C.M. 1239 (1974), on remand, 445 F.2d 19 (7th Cir. 1971), rev’g 27 T.C.M.
893 (1968) (loan fee).

400 Anderson v. Commissioner, 35 T.C.M. 101 (1976), aff’d in unpub. op.
(9th Cir. Feb. 6, 1979).

401 Anderson v. Commissioner, 11 T.C.M. 384 (1952).
402 Markovits v. Commissioner, 11 T.C.M. 823 (1952).
403 Rev. Rul. 67-12.
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III.III. For-Profit Activity Deductions GenerallyFor-Profit Activity Deductions Generally

A. In General

Under §212, individuals are allowed to deduct ordinary
and necessary expenses paid or incurred during the tax year for
the production or collection of income, for the management,
conservation, or maintenance of property held for the produc-
tion of income, or in connection with the determination, collec-
tion, or refund of any tax.404 This general rule is subject to the
limitations that apply to deductions generally, as described in
503 T.M., Principles of Income Tax Deductions.405

Deductions under §212 are not allowed to partnerships,406

nor are they allowed to corporations.407

The foundational aspects of §212 are described in III.B.
through III.G., below, and the application of §212 to legal and
accounting fees is discussed in 523 T.M., Deductibility of Le-
gal and Other Professional Fees. The application of §212 to
specific types of for-profit activity expenses is discussed in IV.,
below.

B. Lack of Trade or Business

There is no requirement that a trade or business be carried
on for a deduction to be allowed under §212.408 The §212 de-
duction is not subject to the §195 start-up expense limitations
simply because the taxpayer anticipates that eventually the for-
profit activity will become a trade or business.409

Comment: If, in fact, a trade or business is being carried
on, the determination of whether any deduction is allowable is
made under §162.

However, no deduction is allowed under §212 for personal
expenditures.410 Thus, life insurance premiums are not de-
ductible under §212.411 The deductibility of life insurance pre-
miums as trade or business expenses is described in IV.E.2.c.,
below, and is discussed in 386 T.M., Insurance-Related Com-
pensation. No deduction is allowed for bank service charges
on personal checking accounts, even if the account earns in-
terest.412 The costs of defending RICO charges giving rise to

404 §212.
405 Reg. §1.212-1(e).
406 §703(a)(2)(E); Seese v. Commissioner, 7 T.C. 925 (1946); Nitzberg v.

Commissioner, 34 T.C.M. 707 (1975), rev’d on other issues, 580 F.2d 357 (9th
Cir. 1978).

407 Richmond Television Corp. v. United States, 345 F.2d 901 (4th Cir.
1965), rev’g 18 AFTR2d 5077 (E.D. Va. 1963), rem’d on other issues, 382
U.S. 68 (1965); NCNB Corp. v. United States, 684 F.2d 285 (4th Cir. 1982);
KWTX Broad. Co. v. Commissioner, 31 T.C. 952, aff’d on other grounds, 272
F.2d 406 (5th Cir. 1959).

408 §212.
409 Toth v. Commissioner, 128 T.C. 1 (2007).
410 Reg. §1.212-1(f).
411 See Carbine v. Commissioner, 777 F.2d 662 (11th Cir. 1985), aff’g 83

T.C. 356 (1984); United States v. Mellinger, 228 F.2d 688 (5th Cir. 1956),
rev’g 54-1 USTC ¶ 9197 (S.D. Tex. 1953); Meyer v. United States, 175 F.2d 45
(2d Cir. 1949), aff’g 80 F. Supp. 933 (S.D.N.Y. 1948); Whitaker v. Commis-
sioner, 34 T.C. 106 (1960); O’Donohue v. Commissioner, 33 T.C. 698 (1960);
Estate of Hall v. Commissioner, 17 T.C. 20 (1951); Leslie v. Commissioner, 6
T.C. 488 (1946); Farguson v. Commissioner, 46 T.C.M. 1598 (1983).

412 Rev. Rul. 82-59.

claims against the taxpayer’s property are not deductible under
§212.413

The nondeductibility of personal expenditures is discussed
in 503 T.M., Principles of Income Tax Deductions.

C. Pre-Opening Expenses

Although there is no explicit carrying on requirement in
§212 as there is in §162, expenses are not deductible under
§212 if they are paid or incurred in preparing for the activity
that would justify a deduction.414 Expenses are deductible under
§212 only after the activity is underway.415 Until the taxpayer
is carrying on the activity that justifies the §212 deductions,
the expenses are preparatory, start-up, or pre-opening costs that
must be capitalized and recovered, if at all, through depreci-
ation or amortization deductions.416 The capitalization require-
ment is discussed in 509 T.M., Principles of Capitalization. The
amortization of start-up expenses is discussed in V.B., below.

D. Production of Income

1. Income Motive

a. In General

Whether an activity involves the production of income and
whether a taxpayer holds property for the production of income
are questions of fact.417 The determination is not unlike that
made with respect to the profit motive that is a prerequisite to
the existence of a trade or business,418 as described in II.B.2.,
above. Section 183 provides statutory presumptions with re-
spect to the question of whether an activity is engaged in by
the taxpayer for profit.419 Under §183, deductions are allowed to
the extent the property actually produces income,420 regardless
of whether it is held for the production of income.421

The §183 presumptions and the §183 deduction limitation
computations are discussed in 503 T.M., Principles of Income
Tax Deductions, and in 548 T.M., Hobby Losses.

413 Accardo v. Commissioner, 94 T.C. 96 (1990), aff’d, 942 F.2d 444 (7th
Cir. 1991).

414 Sorrell v. Commissioner, 882 F.2d 484 (11th Cir. 1989), rev’g 53
T.C.M. 1362 (1987); Lewis v. Commissioner, 861 F.2d 1232 (10th Cir. 1988),
rev’g 51 T.C.M. 868 (1986); Johnsen v. Commissioner, 794 F.2d 1157 (6th Cir.
1986), rev’g 83 T.C. 103 (1984); Hardy v. Commissioner, 93 T.C. 684 (1989),
aff’d on this issue and rem’d on other issues in unpub. opin. (10th Cir. 1990),
on remand, 61 T.C.M. 2500 (1991).

415 Sorrell v. Commissioner, 882 F.2d 484 (11th Cir. 1989), rev’g 53
T.C.M. 1362 (1987).

416 Sorrell v. Commissioner, 882 F.2d 484 (11th Cir. 1989), rev’g 53
T.C.M. 1362 (1987); Hardy v. Commissioner, 93 T.C. 684 (1989), aff’d on this
issue and rem’d on other issues in unpub. opin. (10th Cir. 1990), on remand, 61
T.C.M. 2500 (1991).

417 E.g., Nelson v. Commissioner, 37 T.C.M. 1204 (1978).
418 E.g., Gorod v. Commissioner, 42 T.C.M. 1569 (1981); Markward v.

Commissioner, 37 T.C.M. 1306 (1978); Daniel v. Commissioner, 37 T.C.M.
1180 (1978); Mayes v. United States, 87-2 USTC ¶ 9478 (W.D. Mo. 1986).

419 §183(d).
420 §183(b).
421 E.g., Eisenstein v. Commissioner, 37 T.C.M. 441 (1978); Rev. Rul.

75-14.
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b. Factual Nature of Determination

Certain factors tend to support the conclusion that an in-
come motive exists. Other factors tend to support the conclu-
sion that an income motive does not exist. The absence of one
or more factors that indicate the existence of an income motive
does not preclude a determination that an income motive ex-
ists if other such factors are present.422 Similarly, the presence
of factors indicating the lack of an income motive does not pre-
clude a determination that an income motive exists if there also
exist factors indicating the existence of an income motive that
outweigh the contradictory factors.423

Occasionally, one factor can be the difference between
a finding of an income motive and a contrary conclusion. In
Gorod v. Commissioner, the court held that property was held
for the production of income even though the taxpayer was un-
able to find a tenant for the property because the crime rate had
increased significantly.424 Yet in a later case involving the same
taxpayer for a subsequent tax year,425 the court held that the tax-
payer ceased to hold the property for the production of income
when the taxpayer boarded up the property.426

c. Factors Indicating Income Motive

The factors indicating an income motive exists include the
following:

• carrying on activity in businesslike manner;427

• acquiring expertise through extensive study of accepted
industry practices and by consulting with experts;428

• advertising property for rent;429

• consistent efforts to generate income;430

• devoting substantial time to activity;431

• expenditures to maintain property in income-generating
condition;432

• intention to operate the property in a manner that pro-
duces income;433

• intention to resell property at a profit (i.e., property that
will appreciate in value);434

422 See, e.g., Calbom v. Commissioner, 41 T.C.M. 1009 (1981).
423 E.g., Mayes v. United States, 87-2 USTC ¶ 9478 (W.D. Mo. 1986).
424 42 T.C.M. 1569 (1981). See also Subt v. Commissioner, 64 T.C.M. 417

(1992).
425 Gorod v. Commissioner, 49 T.C.M. 526 (1985), aff’d, 787 F.2d 578 (1st

Cir. 1986).
426 Id. at 528.
427 See Reg. §1.183-2(b)(1); e.g., Dishal v. Commissioner, 76 T.C.M. 793

(1998); Westphal v. Commissioner, 68 T.C.M. 1038 (1994); Krebs v. Commis-
sioner, 63 T.C.M. 2413 (1992).

428 See Reg. §1.183-2(b)(2); e.g., Westphal v. Commissioner, 68 T.C.M.
1038 (1994).

429 E.g., Gorod v. Commissioner, 42 T.C.M. 1569 (1981).
430 See Reg. §1.183-2(b)(3); e.g., Fitch v. Commissioner, T.C. Memo

2012-358; Dishal v. Commissioner, 76 T.C.M. 793 (1998); Foster v. Com-
missioner, 60 T.C.M. 466 (1990); Nelson v. Commissioner, 37 T.C.M. 1204
(1978); Sherlock v. Commissioner, 31 T.C.M. 383 (1972).

431 E.g., Krebs v. Commissioner, 63 T.C.M. 2413 (1992).
432 E.g., Gorod v. Commissioner, 42 T.C.M. 1569 (1981).
433 E.g., Kaonis v. Commissioner, 37 T.C.M. 792 (1978), aff’d by unpub.

op., 639 F.2d 788 (9th Cir. 1981).

• history of converting similar activities from unprofitable
to profitable enterprises;435

• pattern of investing in same type of property;436

• series of years in which net income is realized;437

• potential meaningful and substantial amounts of profit
(especially in highly speculative ventures);438

• substantial likelihood of future profits;439

• activity is sole or principal source of income for taxpay-
er;440

• lack of personal or recreational use or motive;441 and

• minimal personal use of property.442

d. Factors Indicating Not Held for Production of
Income

The factors indicating an income motive does not exist in-
clude the following:

• lack of substantial business records, a separate bank ac-
count, a business plan, a marketing strategy, or signed/en-
forced contractual obligations;443

• failure to obtain information about operations;444

• lack of control over operations;445

• failure to advertise;446

• lack of effort to rent property;447

• failure to inquire about potential profitability with sell-
er;448

• purchasing property for prices vastly above the manufac-
turing costs without negotiation;449

• charging rent at rates substantially below fair market
rates;450

• failure to charge rent;451

434 See Reg. §1.183-2(b)(4); e.g., Markward v. Commissioner, 37 T.C.M.
1306 (1978).

435 See Reg. §1.183-2(b)(5)
436 E.g., Nelson v. Commissioner, 37 T.C.M. 1204 (1978).
437 See Reg. §1.183-2(b)(6)
438 See Reg. §1.183-2(b)(7).
439 E.g., De Boer v. Commissioner, 71 T.C.M. 2730 (1996).
440 See Reg. §1.183-2(b)(8).
441 See Reg. §1.183-2(b)(9); e.g., Gorod v. Commissioner, 42 T.C.M. 1569

(1981).
442 E.g., Nelson v. Commissioner, 37 T.C.M. 1204 (1978).
443 See Reg. §1.183-2(b)(1); e.g., Olsen v. Commissioner, T.C. Memo

2021-41, aff’d, 52 F.4th 889 (10th Cir. 2022).
444 E.g., Collins v. Commissioner, T.C. Memo 2011-37.
445 E.g., Nickeson v. Commissioner, 962 F.2d 973, 977 (10th Cir. 1992).
446 E.g., Hawthorne v. Commissioner, 77 T.C.M. 1330 (1999).
447 E.g., Towles v. Commissioner, 78 T.C.M. 40 (1999); Jackson v. Com-

missioner, 66 T.C.M. 1047 (1993); Cobb v. Commissioner, 62 T.C.M. 408
(1991); Nicath Realty Co., Inc. v. Commissioner, 25 T.C.M. 1260 (1966).

448 E.g., Nickeson v. Commissioner, 962 F.2d 973, 977 (10th Cir. 1992).
449 See Reg. §1.183-2(b)(4); e.g., Olsen v. Commissioner, T.C. Memo

2021-41, aff’d, 52 F.4th 889 (10th Cir. 2022); Nickeson v. Commissioner, 962
F.2d 973, 977 (10th Cir. 1992).

450 E.g., Eisenstein v. Commissioner, 37 T.C.M. 441 (1978); Nicath Realty
Co. v. Commissioner, 25 T.C.M. 1260 (1966).
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• charging rent solely to alleviate financial burden of main-
taining property being offered for sale;452

• property not suitable for activities generating income;453

• property requires extensive effort, further investment,
and new expert hires before being suitable for generating
income;454

• history of unprofitable operation;455

• substantial income from other sources;456

• investor marketing materials focus on expected tax bene-
fits;457

• use of nonrecourse debt;458

• personal use of property;459 and

• acquisition of property as personal favor.460

Section 183 is discussed in 503 T.M., Principles of Income
Tax Deductions, and 548 T.M., Hobby Losses.

2. Income

Deductions under §212 are allowed for the ordinary and
necessary expenses of producing or collecting income which, if
and when realized, is required to be included in gross income,461

and for the ordinary and necessary expenses of managing, con-
serving, or maintaining property held for the production of such
income.462 For purposes of §212, property is considered held for
the production of income if income is realized during the tax
year, or if income was realized in a previous tax year or may be
realized in a subsequent tax year.463 Property is considered held
for the production of income not only if it produces recurring
income, but also if gain is produced from the disposition of the
property.464 Gross income is discussed in 501 T.M., Gross In-
come: Overview and Conceptual Aspects.

Thus, ordinary and necessary expenses paid or incurred
with respect to bonds held for anticipated gain on resale are de-
ductible under §212 even if the bonds are defaulted and no in-
terest is being paid.465 Likewise, ordinary and necessary expens-

451 E.g., Olsen v. Commissioner, T.C. Memo 2021-41, aff’d, 52 F.4th 889
(10th Cir. 2022) (charging rent only if and when the property begins producing
revenue); Hirschel v. Commissioner, 41 T.C.M. 1298 (1981), aff’d in unpub.
op., 685 F.2d 424 (2d Cir. 1982).

452 E.g., Saunders v. Commissioner, 83 T.C.M. 1795 (2002), aff’d, 75 Fed.
Appx. 494 (6th Cir. 2003).

453 E.g., Houle v. Commissioner, 50 T.C.M. 603 (1985).
454 E.g., Olsen v. Commissioner, T.C. Memo 2021-41, aff’d, 52 F.4th 889

(10th Cir. 2022).
455 Reg. §1.183-2(b)(6).
456 Reg. §1.183-2(b)(8).
457 E.g., Nickeson v. Commissioner, 962 F.2d 973, 977 (10th Cir. 1992).
458 E.g., Nickeson v. Commissioner, 962 F.2d 973, 977 (10th Cir. 1992).
459 Reg. §1.183-2(b)(9); e.g., Jackson v. Commissioner, 66 T.C.M. 1047

(1993); Houle v. Commissioner, 50 T.C.M. 603 (1985); Marx v. Commission-
er, 8 T.C.M. 55 (1949), aff’d, 179 F.2d 938 (1st Cir. 1950), cert. denied, 339
U.S. 964 (1950).

460 E.g., Jackson v. Commissioner, 708 F.2d 1402 (9th Cir. 1983), aff’g in
part and rev’g in part 42 T.C.M. 1413 (1981).

461 Reg. §1.212-1(a)(1)(i). E.g., Commissioner v. Doering, 335 F.2d 738
(2d Cir. 1964), aff’g 39 T.C. 647 (19), nonacq., 1969-1 C.B. 22.

462 Reg. §1.212-1(a)(1)(ii).
463 Reg. §1.212-1(b).
464 Id.
465 Id.

es paid or incurred to maintain property held for the production
of rent are deductible under §212 even if the property is vacant
and not producing rent.466

Expenses paid or incurred in managing, conserving, or
maintaining property held for investment are deductible under
§212 even though the property is not currently productive and
there is no likelihood that the property will be sold at a profit or
otherwise produce income and even though the property is held
merely to minimize a loss with respect to it.467

However, expenses incurred to determine or contest a li-
ability are not deductible merely because property held by the
individual for the production of income may be used or sold
to satisfy the liability.468 Thus, the costs of defending RICO
charges giving rise to claims against the taxpayer’s property
were not deductible under §212.469

E. Ordinary and Necessary

Expenses are not deductible under §212 except to the ex-
tent they are reasonable in amount and bear a reasonable and
proximate relation to the production or collection of taxable in-
come or to the management, conservation, or maintenance of
property held for the production of income.470 Thus, in Strick-
land v. Commissioner,471 the Tax Court sustained the disal-
lowance of deductions under §212 because the taxpayer failed
to demonstrate why 80 trips to rental property at a cost of
$11,000 was necessary to generate $1,653 of income.472 Interest
paid by an estate on deferred legacies was held not to be or-
dinary and necessary because it was incurred only because the
executors, rather than complying with the directive to pay the
legacies with trust assets, transferred those assets to a founda-
tion.473 In contrast, a trust beneficiary who was required to com-
pensate other beneficiaries and the trustee for bad faith objec-
tions to the trustee’s accounting was permitted to deduct those
payments as ordinary and necessary expenses of attempting to
maximize the amount of income paid by the trust to the benefi-
ciary.474

466 Id. E.g., Coors v. Commissioner, 60 T.C. 368 (1973), Adolph Coors Co.
v. Commissioner, 519 F.2d 1280 (10th Cir. 1975), cert. denied, 423 U.S. 1087
(1976); Goddard v. Commissioner, 21 T.C.M. 419 (1962); Wachter v. Unit-
ed States, 75-1 USTC ¶ 9172 (W.D. Wash. 1974); Hartford v. United States,
265 F. Supp. 86 (W.D. Wis. 1967); Drown v. United States, 203 F. Supp. 514
(S.D. Cal. 1962), rev’d on other grounds, 328 F.2d 314 (9th Cir. 1964). See
Meinhardt v. Commissioner, 766 F.3d 917 (8th Cir. 2014) (taxpayer failed to
prove property held for profit, rather than personal use, because they did noth-
ing to generate revenue and had no credible plan for operating it profitably in
the future).

467 Reg. §1.212-1(b).
468 Reg. §1.212-1(m).
469 Accardo v. Commissioner, 94 T.C. 96 (1990), aff’d, 942 F.2d 444 (7th

Cir. 1991).
470 Reg. §1.212-1(d); see, e.g., CCA 202053010 (premiums paid toward

policy regarding conservation easement are not deductible under §212(1) or
§212(2); policy — and thus its premium — is unrelated to any income-produc-
ing activity of taxpayer; neither the deduction itself, nor any insurance payout
for its disallowance, arises as a result of any purported investment activity, or
is correlated to the success or failure of such activity).

471 43 T.C.M. 1061 (1982).
472 43 T.C.M. 1061 at 1063.
473 Schwan v. Commissioner, 264 F. Supp.2d 887 (D. S.D. 2003).
474 DiLeonardo v. Commissioner, 79 T.C.M. 1820 (2000).
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F. Particular Endeavors

1. Fiduciary Activities

a. Trusts and Estates

If a fiduciary is not carrying on a trade or business on be-
half of a trust or estate, the fact that deductions are not allow-
able under §162 does not preclude §212 deductions.475 Deduc-
tions are allowed under §212 for reasonable amounts paid or
incurred by the fiduciary of an estate or trust on account of ad-
ministration expenses, fiduciaries’ fees, and litigation expenses
that are ordinary and necessary in connection with the perfor-
mance of the fiduciary’s duties,476 except to the extent the ex-
penses are allocable to tax-exempt income.477

The costs of distributing the corpus of a trust to its benefi-
ciaries is an expense of managing property held for the produc-
tion of income and is deductible under §212.478 Amounts paid
by the trust to resist beneficiaries’ attempts to accelerate receipt
of their interests are deductible.479 However, deductions are not
allowed for personal expenses of the fiduciary.480

Deductions allowable to trusts and estates are discussed
in 852 T.M., Income Taxation of Trusts and Estates (Estates,
Gifts, and Trusts Series).

b. Guardianships

Deductions are allowed under §212 for reasonable
amounts paid or incurred for the services of a guardian or com-
mittee for a ward or minor, and other ordinary and necessary
expenses of guardians and committees paid or incurred in con-
nection with the production or collection of income inuring to
the ward or minor, or in connection with the management, con-
servation, or maintenance of property held for the production of
income belonging to the ward or minor.481 Commissions, legal
fees, and court fees paid by a ward with respect to the approval
of the guardian’s final account upon attaining majority are de-
ductible by the ward under §212.482 Expenses of appointing a
committee to care for an incompetent are deductible,483 as are
expenses paid by the committee to seek state court instructions
on the making of an election against a will.484

c. Beneficiaries

Amounts paid by a trust beneficiary for legal and inves-
tigative expenses in order to increase the beneficiary’s share of

475 Reg. §1.212-1(i).
476 Reg. §1.212-1(i). E.g., Commissioner v. Burrow Trust, 333 F.2d 66

(10th Cir. 1964), aff’g 39 T.C. 1080 (1963), acq., 1965-2 C.B. 4.
477 Reg. §1.212-1(i). E.g., Whittemore v. United States, 383 F.2d 824 (8th

Cir. 1967), rev’g 257 F. Supp. 1008 (E.D. Mo. 1966); Estate of O’Connor v.
Commissioner, 69 T.C. 165 (1977); Di Borgo v. Commissioner, 23 T.C. 76
(1954). See Case v. United States, 66-2 USTC ¶ 9764 (D. Wyo. 1966).

478 Trust Under the Will of Bingham v. Commissioner, 325 U.S. 365
(1945), rev’g 145 F.2d 568 (2d Cir. 1944), rev’g 2 T.C. 853 (1943), acq., 1945
C.B. 2.

479 Moore Trust v. Commissioner, 49 T.C. 430 (1968), acq., 1968-2 C.B. 2.
480 Estate of Fuller v. Commissioner, 9 T.C. 1069 (1947), aff’d, 171 F.2d

704 (3d Cir. 1948), cert. denied, 336 U.S. 961 (1949).
481 Reg. §1.212-1(j).
482 Spear v. Gagne, 49 F. Supp. 263 (D.N.H. 1943).
483 Estate of Weil v. Commissioner, 13 T.C.M. 653 (1954).
484 Kohnstamm v. Pedrick, 66 F. Supp. 410 (S.D.N.Y. 1946).

trust income are deductible under §212.485 Amounts paid by a
beneficiary to recover income lost through a trustee’s miscon-
duct are also deductible.486 Amounts paid by a beneficiary to ob-
tain a construction of a will or to reach a settlement of an estate
that increases the beneficiary’s share of trust or other income
are deductible under §212.487 However, amounts paid to obtain
life insurance proceeds are not deductible because the proceeds
are excluded from gross income under §101.488 Likewise, legal
expenses paid to protect or assert rights to property, in contrast
to income, as an heir or legatee are not deductible under §212.489

d. Business Trustees

Expenses paid by the administrator of a partnership estate
created under state law by the death of a partner are deductible
under §212 to the extent they are reasonable and approved by
a state court.490 So, too, are expenses paid by trustees appointed
by a state insurance superintendent to administer the assets of
an insolvent title and mortgage company.491 Expenses paid by
a trustee in bankruptcy for the management, conservation, or
maintenance of property held for the production of income are
deductible under §212.492

2. Publishing

Deductions have been allowed under §212 for payments
by authors to attorneys to handle the author’s literary affairs,
even if no trade or business was being carried on by the au-
thor.493 Deductions also have been allowed for the cost of print-
ing a booklet that the taxpayer attempted to sell at a profit.494

3. Electioneering and Other Political Activity

No deduction is allowed under §212 for the cost of being
elected to a public office495 or to a union official position.496 The
costs of obtaining signatures on a political petition are not de-
ductible.497

In Rev. Rul. 60-366, the IRS ruled that the North Carolina
primary filing fee is not deductible,498 but in Nichols v. United

485 Mann v. Commissioner, 24 T.C.M. 855 (1965).
486 Geary v. Commissioner, 9 T.C. 8 (1947), acq., 1947-2 C.B. 2; Barr v.

Commissioner, 57 T.C.M. 1261 (1989).
487 Tyler v. Commissioner, 6 T.C. 135 (1946), acq., 1946-1 C.B. 4; Sneed

v. Commissioner, 12 T.C.M. 711 (1953), aff’d on other issues, 220 F.2d 313
(5th Cir. 1955).

488 Commissioner v. Burgwin, 277 F.2d 395 (3d Cir. 1960), rev’g 31 T.C.
981 (1959), nonacq., 1964-2 C.B. 8.

489 E.g., Grabien v. Commissioner, 48 T.C. 750 (1967); Looby v. Commis-
sioner, 71 T.C.M. 2924 (1996).

490 See Farris v. Commissioner, 22 T.C. 104 (1954), rev’d on other grounds,
222 F.2d 320 (10th Cir. 1955), acq., 1954-2 C.B. 4.

491 Trustees of Series Q, Grp. Certificates of N.Y. Title & Mortg. Co. v.
Commissioner, 2 T.C. 990 (1943), rem’d pursuant to stipulation (2d Cir. Apr.
26, 1945), acq., 1944 C.B. 21.

492 Rev. Rul. 68-48.
493 E.g., Wodehouse v. Commissioner, 8 T.C. 637 (1947), rev’d on other is-

sues, 166 F.2d 986 (4th Cir. 1948), rev’d on other issues, 337 U.S. 369 (1949).
494 Crymes v. Commissioner, 31 T.C.M. 4 (1972).
495 Hakim v. Commissioner, 33 T.C.M. 223 (1974), aff’d, 512 F.2d 1379

(6th Cir. 1975); Fearey v. Commissioner, 43 T.C.M. 726 (1982); Moreland v.
Commissioner, 19 T.C.M. 938 (1960).

496 Vernon v. Commissioner, 18 T.C.M. 851 (1959), aff’d, 286 F.2d 173
(9th Cir. 1961).

497 Washburn v. Commissioner, 283 F.2d 839 (8th Cir. 1960), cert. denied,
365 U.S. 844 (1961), aff’g 33 T.C. 1003 (1960).

498 1960-2 C.B. 63–65, revoking Rev. Rul. 57-345, 1957-2 C.B. 132.
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States,499 a district court reached the opposite result with respect
to Georgia primary filing fees. Filing fees paid to political par-
ties in connection with entering a primary election are not de-
ductible under §212.500

G. Determination, Collection, or Refund of Any Tax

1. In General

For tax years beginning after 2017, miscellaneous item-
ized deductions under §212 for expenses for the production
of income are disallowed unless they are deductible above the
line, e.g., on Schedule C or Schedule E.501

A deduction is allowed under §212(3) for an expense paid
or incurred by an individual in connection with the determina-
tion, collection, or refund of any tax, provided that it is an ordi-
nary and necessary expense for that purpose.502 The deduction
is available whether the taxing authority is the United States, a
state, a municipality or other taxing entity.503 Expenses paid or
incurred in connection with taxes imposed by foreign countries
are also deductible.504 Expenses incurred in connection with in-
come, estate, gift, property or any other tax are deductible.505

An expense paid or incurred by an individual in connec-
tion with any proceeding involved in determining or contest-
ing a tax liability is deductible.506 Convenience fees charged by
credit and debit card companies for the use of a credit or debit
card to pay personal income taxes, including estimated taxes,
may be deducted under §212(3) as an expense paid or incurred
in connection with collection of a tax.507

2. Tax Advice

For tax years beginning after 2017, the suspension of mis-
cellaneous itemized deductions means that expenses are not de-
ductible under §212 unless they are deductible above the line,
e.g., on Schedule C or Schedule E.508

499 223 F. Supp. 709 (N.D. Ga. 1963).
500 Nichols v. Commissioner, 60 T.C. 236 (1973), aff’d, 511 F.2d 618 (5th

Cir. 1975), cert. denied, 423 U.S. 912 (1975).
501 §67(h).
502 §212(3); Reg. §1.212-1(a)(1). Section 212(3) does not encompass

amounts representing federal income tax. See §275. See also CCA 202053010
(premium paid toward policy regarding conservation easement is not de-
ductible under §212(3)).

503 Reg. §1.212-1(l).
504 Sharples v. United States, 533 F.2d 550 (Ct. Cl. 1976).
505 Reg. §1.212-1(l). E.g., Farwell v. Commissioner, 35 T.C. 454 (1960),

acq., 1961-2 C.B. 4; Coffey v. Commissioner, 1 T.C. 579 (1943), aff’d on other
issues, 141 F.2d 204 (5th Cir. 1944), acq., 1947 C.B. 45.

506 Reg. §1.212-1(l).
507 IRS News Release IR-2009-37 (Apr. 7, 2009); PMTA 2009-002. The

Chief Counsel’s office had previously advised that these convenience fees were
not deductible, taking the position that although §212(3) allows a taxpayer to
deduct all the ordinary and necessary expenses incurred in connection with de-
termining the extent of the taxpayer’s liability, a taxpayer may not deduct the
expenses incurred in paying that liability after its extent has been determined.
SCA 200115032. In PMTA 2009-002, the Chief Counsel’s office explained
that while SCA 200115032 concluded that credit and debit card convenience
fees were not fees to “determine” a tax under §212(3), SCA 200115032 did
not address whether such convenience fees might qualify under §212(3) as fees
to “collect” a tax. PMTA 2009-002 concluded that such convenience fees are
deductible as fees to “collect” a tax under §212(3), thus effectively overriding
SCA 200115032.

508 §67(h).

Legal fees paid to ascertain the tax consequences of set-
tling a lawsuit are deductible.509 The portion of an antenuptial
agreement’s legal fees allocable to tax advice is deductible un-
der §212, but the portion allocable to the property settlement
is not.510 Deductions are allowed for legal advice and services
with respect to the tax consequences of divorce and sepa-
ration.511 The taxpayer has the burden of demonstrating the
amount of fees allocable to tax advice.512

Deductions are allowed under §212 for the cost of estate
planning advice only to the extent that the advice relates to tax
considerations.513 The taxpayer has the burden of demonstrating
the portion of the cost attributable to tax planning.514

The costs of family trust kits and similar tax avoidance de-
vices are not deductible under §212 if they do not contain gen-
uine tax advice with respect to the taxpayer’s property and ac-
tivities.515 Fees paid to establish family trusts that are not paid
to providers of tax advice are not deductible.516 The costs of
instructions and forms used to transfer assets to trusts are not
deductible if the transfers are made for reasons not connected
with tax liabilities.517 The same principles apply to grave site
exchange programs,518 especially if the fees are based on partic-
ipation rather than the amount of advice received.519 No §212
deduction is allowable for the cost of tax advice with respect
to transactions that have a history of being characterized as tax
shelters lacking economic substance and profit motives.520

3. Tax Return Preparation

For tax years beginning after 2017, the suspension of mis-
cellaneous itemized deductions means that expenses are not de-

509 Marquart v. Commissioner, 34 T.C.M. 572 (1975).
510 Davis v. United States, 287 F.2d 168, 175 (Ct. Cl. 1961), aff’d in part

and rev’d in part on other issues, 370 U.S. 65 (1962).
511 Carpenter v. United States, 338 F.2d 366 (Ct. Cl. 1964).
512 E.g., Snyder v. Commissioner, 47 T.C.M. 355 (1983), aff’d in unpub.

opin. (4th Cir. 11/21/85); Munn v. United States, 455 F.2d 1028, 1035 (Ct. Cl.
1972).

513 E.g., Merians v. Commissioner, 60 T.C. 187 (1973), acq., 1973-2 C.B.
2; Wong v. Commissioner, 58 T.C.M. 1073, 1074–75 (1989).

514 See Benningfield v. Commissioner, 81 T.C. 408 (1983).
515 E.g., Neely v. United States, 775 F.2d 1092 (9th Cir. 1985); Zmuda

v. Commissioner, 731 F.2d 1417 (9th Cir. 1984), aff’g 79 T.C. 714 (1982);
Morrison v. Commissioner, 81 T.C. 644 (1983); Prof’l Servs. v. Commission-
er, 79 T.C. 888 (1982); Epp v. Commissioner, 78 T.C. 801 (1982); Contini
v. Commissioner, 76 T.C. 447 (1981); Patterson v. Commissioner, 48 T.C.M.
418 (1984); Marvin v. Commissioner, 45 T.C.M. 944 (1983); Hicks v. Com-
missioner, 43 T.C.M. 1081 (1982); Hoelzer v. Commissioner, 43 T.C.M. 264
(1982); Gran v. Commissioner, 41 T.C.M. 564 (1980), aff’d, 664 F.2d 199 (8th
Cir. 1981); Morgan v. Commissioner, 37 T.C.M. 1661 (1978); Holman v. Unit-
ed States, 83-1 USTC ¶ 9295 (D. Col. 1983), aff’d, 728 F.2d 462 (10th Cir.
1984); Rev. Rul. 79-324, 1979-2 C.B. 119. See Morrison v. Commissioner, 53
T.C.M. 251 (1987); Crowder v. Commissioner, 48 T.C.M. 1359 (1984), aff’d
in unpub. opin. (9th Cir. 9/30/86); Swayze v. Commissioner, 45 T.C.M. 1104
(1983).

516 Kautzmann v. United States, 648 F. Supp. 86 (D. Mont. 1986).
517 Birkenstock v. Commissioner, 47 T.C.M. 491 (1983).
518 E.g., Weintrob v. Commissioner, 60 T.C.M. 895 (1990), reconsidered

on other issues, 61 T.C.M. 1947 (1991), aff’d in part and rev’d in part sub nom.,
Wagner v. Commissioner, 31 F.3d 1175 (3d Cir. 1994).

519 E.g., Wagner v. Commissioner, 31 F.3d 1175 (3d Cir. 1994), aff’g in
part and rev’g in part Weintrob v. Commissioner, 61 T.C.M. 1947 (1991) and
modifying Weintrob v. Commissioner, 60 T.C.M. 895 (1990).

520 Candyce Martin 1999 Irrevocable Trust v. United States, 822 F.
Supp.2d 968 (N.D. Cal. 2011).
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ductible under §212 unless they are deductible above the line,
e.g., on Schedule C or Schedule E.521

Expenses paid or incurred by an individual in connection
with the preparation of tax returns are deductible under §212.522

Deductible expenses include expenditures for:

• advice and assistance in the preparation of returns;523

• legal fees in connection with the preparation of the re-
turns;524

• professional fees in preparing an IRS ruling request;525

• accountant’s fees;526

• accounting services;527

• seeking an IRS private letter ruling;528

• long distance calls to the IRS for advice;529

• travel to a return preparer’s office;530

• appraisals to determine the amount of an income tax ca-
sualty loss deduction531 or an income tax charitable contri-
bution deduction;532 and

• an insurance agent’s inspection of a damaged residence
to assist in claiming a casualty loss deduction.533

The costs of books used by taxpayers for assistance in
preparing their own tax returns are also deductible.534

The IRS has ruled that fees paid by a sole proprietor to a
tax preparer are deductible under §212, but that the portion of
the fees relating to the sole proprietor’s business (i.e., profit or
loss from business (Schedule C), income or loss from rent or
royalties (Part I of Schedule E), and farm income and expenses
(Schedule F)) are deductible as trade or business expenses un-
der §162.535

The cost of obtaining a master’s degree in taxation, though
it was of assistance to the taxpayer in preparing his returns,
was not deductible under §212 because it was unreasonable in
amount and represented the cost of education that benefitted the
taxpayer over an indeterminate but long useful life.536 The cost

521 §67(h).
522 Reg. §1.212-1(l).
523 E.g., Wodehouse v. Commissioner, 8 T.C. 637 (1947), acq., 1947-2 C.B.

5, rev’d on other issues, 166 F.2d 986 (4th Cir. 1948), rev’d on other issues,
337 U.S. 369 (1949); Loew v. Commissioner, 7 T.C. 363 (1946), acq., 1946-2
C.B. 3; Armour v. Commissioner, 6 T.C. 359 (1946); Frankland Racing Equip.,
Inc. v. Commissioner, 53 T.C.M. 658 (1987).

524 Bonkowski v. Commissioner, 29 T.C.M. 1645 (1970), aff’d on other is-
sues, 458 F.2d 709 (7th Cir. 1972), cert. denied, 409 U.S. 874 (1972).

525 Rev. Rul. 89-68 (user fee paid to the IRS was also deductible).
526 Collins v. Commissioner, 54 T.C. 1656 (1970), acq., 1971-1 C.B. 2.
527 Van Dyke v. Commissioner, 45 T.C.M. 1233 (1983). See Burleson v.

Commissioner, 67 T.C.M. 2517 (1994).
528 Kaufmann v. United States, 227 F. Supp. 807 (W.D. Mo. 1963).
529 PLR 8321042.
530 Gettings v. Commissioner, 55 T.C.M. 1361 (1988).
531 Rev. Rul. 67-461, 1967-2 C.B. 125.
532 E.g., Neely v. Commissioner, 85 T.C. 934 (1985); Biagiotti v. Commis-

sioner, 52 T.C.M. 588 (1986).
533 Stein v. Commissioner, 31 T.C.M. 663 (1972), aff’d by unpub. opin.

(7th Cir. 1974).
534 Contini v. Commissioner, 76 T.C. 447 (1981), acq., 1981-2 C.B. 1;

Spielbauer v. Commissioner, 75 T.C.M. 1865 (1998); Bodine v. Commission-
er, 47 T.C.M. 1337 (1984).

535 Rev. Rul. 92-29.

of storing tax records is not deductible even if the law requires
that they be kept.537 The cost of a personal checking account is
not a deductible expense of maintaining tax records.538

The burden is on the taxpayer to prove the amount of ex-
penses paid or incurred for tax return preparation advice or ser-
vices.539

4. Tax Liability Proceedings

For tax years beginning after 2017, the suspension of mis-
cellaneous itemized deductions means that expenses are not de-
ductible under §212 unless they are deductible above the line,
e.g., on Schedule C or Schedule E.540

Expenses paid or incurred by an individual in connection
with proceedings to determine the extent of tax liability or in
contesting tax liability are deductible under §212.541 Deductible
expenses include accounting fees in connection with audits of
earlier tax years and for representation at IRS audits,542 fees
to title insurance companies to determine the validity of local
property tax assessments,543 and expenses to remove tax liens.544

It does not matter whether the taxpayer is successful in contest-
ing a tax liability.545 A taxpayer is permitted to use the standard
mileage rate to compute the deductible cost of using a vehi-
cle to travel to locations where the taxpayer can copy returns,
meet with the IRS, and research legal and tax issues in a law
library.546

The expenses of claiming a tax refund are deductible under
§212.547 So, too, are the expenses of opposing the assessment of
additional taxes.548 The expenses of contesting alleged transfer-
ee tax liability are also deductible.549

The expenses of contesting proposed penalties for civil tax
fraud are deductible,550 as are the expenses of defending crimi-
nal tax fraud charges.551 However, if the taxpayer pleads guilty,

536 See Wassenaar v. Commissioner, 72 T.C. 1195 (1979).
537 Stuart v. Commissioner, 54 T.C.M. 70 (1987); Hill v. Commissioner, 41

T.C.M. 700 (1981), aff’d in unpub. opin. (9th Cir. 1982).
538 Callander v. Commissioner, 75 T.C. 334 (1980).
539 E.g., Robinson v. Commissioner, T.C. Memo 2011-99; Solomon v.

Commissioner, T.C. Memo 2011-91; Ware v. Commissioner, 52 T.C.M. 315
(1986); Bennett v. Commissioner, 27 T.C.M. 365 (1968).

540 §67(h).
541 Reg. §1.212-1(l). See, e.g., Stoddard v. Commissioner, 152 F.2d 445 (2d

Cir. 1945), rev’g 4 T.C.M. 218 (1945); Connelly v. Commissioner, 6 T.C. 744
(1946); Page v. Commissioner, 66 T.C.M. 571 (1993), aff’d, 58 F.3d 1342 (8th
Cir. 1995).

542 E.g., Blair v. Commissioner, 42 T.C.M. 1576 (1981).
543 Farwell v. Commissioner, 35 T.C. 454 (1960), acq., 1961-2 C.B. 4.
544 Meersman v. Commissioner, 65 T.C.M. 1878 (1993).
545 Trust Under the Will of Bingham v. Commissioner, 325 U.S. 365

(1945), rev’g 145 F.2d 568 (2d Cir. 1944), rev’g 2 T.C. 853 (1943), acq., 1945
C.B. 2.

546 Stussy v. Commissioner, 86 T.C.M. 220 (2003).
547 Williams v. McGowan, 152 F.2d 570 (2d Cir. 1945), rev’g 58 F. Supp.

692 (W.D.N.Y. 1944); Cammack v. Commissioner, 5 T.C. 467 (1945), acq.,
1945 C.B. 2.

548 Dunitz v. Commissioner, 7 T.C. 672 (1946), aff’d on other issues, 167
F.2d 223 (6th Cir. 1948), acq., 1946-2 C.B. 2; Heyman v. Commissioner, 6
T.C. 799 (1946), acq., 1946-2 C.B. 3.

549 N. Trust Co. v. Campbell, 211 F.2d 251 (7th Cir. 1954).
550 Goodman v. Commissioner, 9 T.C.M. 789 (1950), aff’d, 200 F.2d 681

(2d Cir. 1953).
551 Commissioner v. Shapiro, 278 F.2d 556 (7th Cir. 1960), aff’g Int’l Trad-

ing Co. v. Commissioner, 17 T.C.M. 521 (1958); Rev. Rul. 68-662, 1968-2
C.B. 69.
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no deduction is allowed for expenses paid or incurred to pre-
vent the ensuing indictment.552

In order to be deductible, the expenses must relate directly
to the proceedings through which the tax liability is being con-
tested.553 Thus, the expenses of a law school education were
not deductible as training to contest subsequent tax deficiencies
asserted against the taxpayer.554 No deduction was allowed for
vacation time used by the taxpayer to appear before the Tax
Court,555 nor for lost wages caused by conviction on criminal
tax fraud charges.556 The cost of litigating a trust revocation to
maintain tax savings is deductible.557

5. Taxpayers Entitled to Deduct Tax Determination
Expenses

a. Fiduciaries

Expenses paid by a trustee to unsuccessfully contest an in-
come tax on the trust and fees for legal advice with respect to
tax problems of the trust are deductible under §212.558 Similar-
ly, expenses paid by a trustee in bankruptcy for professional ad-

552 Tracy v. United States, 284 F.2d 379 (Ct. Cl. 1960).
553 E.g., Harris v. Commissioner, 39 T.C.M. 1126 (1980), aff’d and rem’d

in unpub. opin. (9th Cir. 1982).
554 E.g., Dinsmore v. Commissioner, 36 T.C.M. 1008 (1977).
555 Stuart v. Commissioner, 54 T.C.M. 70 (1987).
556 Tranquilli v. Commissioner, 39 T.C.M. 874 (1980).
557 Matthews v. United States, 425 F.2d 738 (Ct. Cl. 1970).

vice with respect to the tax liability of the bankruptcy estate are
deductible.559

b. Nonresident Aliens

In Rev. Rul. 62-9, the IRS ruled that a nonresident alien
was permitted to deduct expenses paid or incurred in contesting
foreign tax liabilities assessed against the alien’s income from
sources within the United States if the nonresident alien com-
putes tax under §871(b) or §871(c), but only to the extent the
income is not exempt under a treaty. In the same ruling, the IRS
concluded that no deduction was allowable if the alien com-
putes tax under §871(a) because that subsection imposes a tax
on gross income for which no deductions are allowable.

c. Donees and Beneficiaries

A deduction is allowed under §212 for legal fees paid by
a donee to contest gift tax liabilities that are liens on the gift
property.560 Legal fees paid by a trust beneficiary to recover tax-
es imposed against the grantor’s estate but paid by the benefi-
ciary to avoid transferee liability are deductible.561

558 Trust Under the Will of Bingham v. Commissioner, 325 U.S. 365
(1945), rev’g 145 F.2d 568 (2d Cir. 1944), rev’g 2 T.C. 853 (1943), acq., 1945
C.B. 2.

559 Rev. Rul. 68-48.
560 Bonnyman v. United States, 156 F. Supp. 625 (E.D. Tenn. 1957), aff’d,

261 F.2d 835 (6th Cir. 1958).
561 Goldberg v. Commissioner, 31 T.C. 258 (1958).
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IV.IV. Specific Types of Deductible ExpensesSpecific Types of Deductible Expenses

A. Compensation Related Expenses

1. Compensation Generally

a. Allowance in General

A deduction for reasonable compensation paid for person-
al services actually rendered in connection with carrying on a
trade or business is specifically allowed by §162.562 Compen-
sation paid in connection with investments is deductible under
§212 if it is paid or incurred for the production or collection of
income or for the management, conservation, or maintenance
of property held for the production of income.563 The deduction
for compensation paid is discussed in 390 T.M., Reasonable
Compensation, and is described below.

b. Services Actually Rendered

(1) In General

Payments in the form of compensation that are not in fact
for services rendered are not deductible.564 Whether payments
are compensation for services rendered or are instead divi-
dends, loans, loan repayments, interest or part of some other
transaction is a question of fact.565

For example, payments to shareholders, all or most of
whom draw salaries, are recharacterized as nondeductible divi-
dends to the extent they do not represent remuneration for ser-
vices rendered.566 Thus, even though amounts paid to a retired
employee under a covenant not to compete are generally de-
ductible, they are not deductible if they are made to a share-
holder who continues to have an interest in the employer, in-
tends to retire, and does not pose a competitive threat.567

In Thatcher v. Commissioner,568 the Ninth Circuit held that
payments to an absentee employee who was doing mission-
ary work abroad were not payments for services rendered and,
thus, were not deductible.569 An employer’s payments of taxes
it failed to withhold from employees, and for which it did not
seek reimbursement from the employees, was not compensa-
tion because they were in addition to the amount of compensa-
tion already paid to the employees pursuant to the employment
contract.570 However, the IRS has advised that an employer who
pays the employment and other taxes on meal allowances paid

562 §162(a)(1). See Reg. §1.162-7(a). The compensation must actually be
paid. See Vanney Assocs. v. Commissioner, T.C. Memo 2014-184 (no deduc-
tion where insufficient funds to honor bonus check).

563 Reg. §1.212-1(g). See, e.g., Mallinckrodt v. Commissioner, 2 T.C. 1128
(1943), aff’d on other issues, 146 F.2d 1 (8th Cir. 1945), cert. denied, 324
U.S. 781 (1945), acq., 1944 C.B. 18; Walsh v. Commissioner, 20 T.C.M. 1468
(1961), aff’d on other issues, 313 F.2d 389 (4th Cir. 1963).

564 Reg. §1.162-7(b)(1).
565 See, e.g., Delia v. Commissioner, 362 F.2d 400 (6th Cir. 1966), aff’g 23

T.C.M. 2018 (1964); Clements v. Commissioner, 42 T.C.M. 1144 (1981).
566 Reg. §1.162-7(b)(1). See King’s Court Mobile Home Park, Inc. v. Com-

missioner, 98 T.C. 511 (1992) (funds diverted from corporation by controlling
shareholder are nondeductible dividends and not wages because evidence
shows lack of intent to compensate shareholder).

567 Kalamazoo Oil Co. v. Commissioner, 42 T.C.M. 304 (1981), aff’d, 693
F.2d 618 (6th Cir. 1982).

568 533 F.2d 1114 (9th Cir. 1976), aff’g 61 T.C. 28 (1973).
569 Id. at 1116.

to its employees may deduct those taxes because by paying
them the employer protected employee morale, and that despite
the position argued and upheld in the case, “the more correct
view” is to allow the deduction.571

Comment: It is unclear from the IRS analysis if the deduc-
tion is one for compensation or a more general §162 deduction.

Donations or gifts to employees or others, that are not for
services rendered, are not deductible.572 Thus, deductions are
not allowed for wedding gifts to employees,573 but are allowed,
assuming all the other requirements are met, for holiday gifts
made to all or most employees if given in accordance with
common industry practice.574 Whether the payments are intend-
ed as gifts or as compensation is a question of fact.575 Thus, for
example, no compensation deduction is allowed for an employ-
ee’s personal purchases made on the employer’s credit card in
the absence of intent that those purchases be treated as compen-
sation.576

(2) Requisite Service Providing Relationship

For a compensation deduction to be allowed under §162 or
§212, there must be proof of a contract to render services, actu-
al performance, and a reasonable probability that payment was
intended when the contract was made.577 The employee must
have a genuine legal obligation to render services and the em-
ployer must have a genuine legal obligation to pay.578

Deductions for compensation are allowable for payments
to employees as well as to independent contractors, provided
services are actually rendered.579 Employees include not only
traditional employees, but also corporate directors,580 corpora-
tions hired by the taxpayer,581 trust managers,582 employee pa-
trons of cooperatives,583 and minor children of the taxpayer who
render services in a bona fide capacity.584

570 L. & L. Marine Serv., Inc. & Subsidiaries v. Commissioner, T.C. Memo
1987-428.

571 FSA 200025002.
572 Reg. §1.162-9. See, e.g., Anaheim Paper Mill Supplies, Inc. v. Commis-

sioner, T.C. Memo 1978-86 (1978).
573 See, e.g., Webster Tool & Die, Inc. v. Commissioner, T.C. Memo

1985-604.
574 E.g., Poletti v. Commissioner, 330 F.2d 818 (8th Cir. 1964), rev’g 21

T.C.M. 1415 (1962). See Rev. Rul. 59-58, 1959-1 C.B. 17.
575 See, e.g., Farrow v. Commissioner, 50 T.C.M. 1235 (1985).
576 Troutman v. Commissioner, 87 T.C.M. 953 (2004).
577 E.g., Card v. Commissioner, 20 T.C. 620 (1953), aff’d on other issues,

216 F.2d 93 (8th Cir. 1954); Dilworth v. Commissioner, 4 T.C.M. 836 (1945).
578 See, e.g., Wright v. Commissioner, 14 B.T.A. 1337 (1929).
579 See Bennett’s Travel Bureau, Inc. v. Commissioner, 29 T.C. 350 (1957);

Wiesler v. Commissioner, 6 T.C. 1148 (1946), aff’d on other issues, 161 F.2d
997 (6th Cir. 1947), cert. denied, 332 U.S. 842 (1947), acq., 1948-1 C.B. 3.

580 E.g., Express Pub. Co. v. Commissioner, 143 F.2d 386 (5th Cir. 1944);
Waldheim & Co. v. Commissioner, 25 T.C. 594 (1955).

581 See Shaw v. Commissioner, 59 T.C. 375 (1972).
582 E.g., Trust No. 5522 v. Commissioner, 83 F.2d 801 (9th Cir. 1936),

rev’g 27 B.T.A. 1250 (1933); Alfred C. Goethel Co. v. Commissioner, 15
B.T.A. 199 (1929).

583 E.g., Astoria Plywood Corp. v. United States, 79-1 USTC ¶ 9197 (D.
Ore. 1979).

584 Rev. Rul. 72-23, 1972-1 C.B. 43. See Romine v. Commissioner, 25 T.C.
859 (1956); Moriarty v. Commissioner, 48 T.C.M. 59 (1984); Roundtree v.
Commissioner, 40 T.C.M. 151 (1980); Terrell v. Commissioner, 38 T.C.M.
892 (1979).
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In Tibbetts v. Sec’y of the Treasury,585 a district court held
that a taxpayer who claimed he was a business was not al-
lowed to deduct the amount he purportedly paid to himself.586

Payments to persons the taxpayer is legally required to support
are not deductible to the extent of the support obligation, even
if cast in the form of compensation.587 Likewise, compensation
deductions do not include payments to spouses for personal
housekeeping or gifts to spouses.588

(3) Payment or Accrual

No deduction is allowed for a cash method taxpayer who
does not pay the compensation.589 Entry on the taxpayer’s books
of account is not essential.590 Unaccrued compensation is not
deductible by accrual method taxpayers.591

In Wells Fargo & Co. v. Commissioner,592 the Eighth Cir-
cuit held that compensation paid to company officers who
worked on the company’s acquisition was deductible, even
though the acquisition provided a long-term benefit, because
the salary expenses originated in the employment relationship
between the taxpayer and its officers, were only indirectly re-
lated to the acquisition itself, would have been paid whether or
not the acquisition occurred and was not increased because of
the acquisition.

Note: The subsequently adopted requirement in Reg.
§1.263(a)-5(a), that amounts paid or incurred to facilitate an ac-
quisition of a trade or business or to change the capital struc-
ture of a business entity must be capitalized, does not apply to
employee compensation593 unless the employer elects capital-
ization.594

c. Form of Compensation

(1) In General

The compensation may be in the form of salary or in any
other form,595 including per diem allowances even if not desig-
nated as personal service compensation in the union’s contract
with the employer,596 and deposits into the taxpayer’s account of
checks payable to the person performing the services.597 Com-
pensation based on contingencies is generally not treated any

585 577 F. Supp. 911 (W.D.N.C. 1984).
586 Id. at 914.
587 See J.B.S. Enters., Inc. v. Commissioner, 61 T.C.M. 2829 (1991) (wife);

Frankland Racing Equip. Inc. v. Commissioner, 53 T.C.M. 658 (1987) (wife);
Roundtree v. Commissioner, 40 T.C.M. 151 (1980) (children); Rev. Rul.
73-393, 1973-2 C.B. 33 (children).

588 Tinkoff v. Commissioner, 120 F.2d 564 (7th Cir. 1941), cert. denied,
314 U.S. 581 (1941). See Pfister v. United States, 102 F. Supp. 640 (D.S.D.
1952), rev’d on other issues, 205 F.2d 538 (8th Cir. 1953).

589 See, e.g., Crowther v. Commissioner, 6 B.T.A.M. 485 (1937), aff’d per
curiam, 112 F.2d 167 (2d Cir. 1940).

590 See, e.g., Black Motor Co. v. Commissioner, 41 B.T.A. 300 (1940),
aff’d on other issues, 125 F.2d 977 (6th Cir. 1942) (accrual method taxpayer);
Kins v. Commissioner, 3 B.T.A. 1348 (1926) (cash method taxpayer).

591 See Verndale Garage Inc. v. Commissioner, 15 B.T.A. 57 (1929).
592 224 F.3d 874 (8th Cir. 2000), rev’g Norwest Corp. v. Commissioner,

112 T.C. 89 (1999).
593 Reg. §1.263(a)-5(d)(1). See Reg. §1.263(a)-5(d)(2) (defining employee

compensation for purposes of capitalization rule).
594 Reg. §1.263(a)-5(d)(4).
595 §162(a)(1); Reg. §1.162-7(b)(2).
596 UAL Corp. v. Commissioner, 117 T.C. 7 (2001).
597 Grace Foreign Exch. Corp. v. Commissioner, 68 T.C.M. 1464 (1994).

differently from that based on flat rates.598 Usually, contingent
compensation is deductible if it results from a free bargain be-
tween the employer and the employee that is made before the
services are rendered and is not influenced by any other consid-
eration on the part of the employer other than obtaining the em-
ployee’s services on fair and advantageous terms.599 A contin-
gent compensation payment is deductible even though it works
out that the amount paid is greater than the amount that would
ordinarily be paid.600

(2) Bonuses

A bonus paid to or accrued in respect of an employee is al-
lowed as a deduction for compensation if made in good faith,
as additional compensation for services actually rendered, and
provided the payments, when added to other compensation,
do not exceed reasonable compensation for the services ren-
dered.601 It does not matter whether the bonuses are paid in cash,
in property, or partly in cash and partly in property.602 The IRS
advised that bonuses paid to holders of incentive stock options
to make them “whole” for taxes they would be required to pay
as a result of disqualifying dispositions related to a leveraged
buyout were deductible under §162 because the bonuses were
compensatory in nature and based on the employment relation-
ship.603 The IRS also advised that a hiring bonus was deductible,
even though the employee was required to repay it, with inter-
est, in five annual installments, because the employer paid an-
nual bonuses equal to the required annual installments, but that
only one-fifth of the hiring bonus was deductible in each of the
five years.604 The cost of golf clubs transferred to an employee
as a sales incentive and in recognition of services rendered have
been treated as deductible ordinary and necessary compensa-
tion expenses.605

(3) Other Benefits

Amounts paid or accrued by a taxpayer on account of em-
ployees’ injuries, even if in the form of lump sums, are de-
ductible under §162, but only to the extent the amounts paid
are not compensated for by insurance or otherwise.606 The IRS
Office of Chief Counsel has explained that this limitation does
not apply if the employer pays compensation to a disabled em-
ployee under the employment contract even if receiving an in-
surance payment under a policy that covers employee disabili-
ty, because the insurance payments would have been received
even if the employer did not continue making payments under
the employment contract after the employee became disabled

598 Reg. §1.162-7(b)(2). See, e.g., Lilly v. Commissioner, 14 T.C. 1066
(1950), aff’d on other issues, 188 F.2d 269 (4th Cir. 1951), rev’d on other is-
sues, 343 U.S. 90 (1952) (based on success of branch managed by employee).

599 Reg. §1.162-7(b)(2). See, e.g., Mobile Drug Co. v. United States, 39
F.2d 940 (S.D. Ala. 1930).

600 Reg. §1.162-7(b)(2).
601 Reg. §1.162-9.
602 Id.
603 TAM 9527005.
604 TAM 200040004.
605 See Dobbe v. Commissioner, 80 T.C.M. 577 (2000), aff’d on other is-

sues, 61 Fed. Appx. 348 (9th Cir. 2003).
606 Reg. §1.162-10(a).
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and the salary continuation payments would have been required
whether or not an insurance payment was received.607

Likewise, §162 allows deductions for dismissal wages, un-
employment benefits, guaranteed annual wages, vacations, and
amounts paid under sickness, accident, hospitalization, medical
expense, recreational, welfare, or similar benefit plans to the
extent they are ordinary and necessary trade or business ex-
penses,608 such as payments under a §127 employee educational
assistance plan.609

Severance payments are deductible business expenses,
even if the employer anticipates future benefits as a conse-
quence of a reduction in the number of employees, because the
payments principally relate to previously rendered services by
the employees, and thus capitalization is not required.610 Ac-
cordingly, the IRS National Office advised that an acquiring
company was allowed to deduct the increased severance bene-
fits paid to the employees of an acquired company even though
the increased benefits were negotiated as part of the acquisi-
tion, because the severance payments originated in the compa-
ny’s post-employment relationship with the employees.611

Note: The subsequently adopted requirement in Reg.
§1.263(a)-5(a), that amounts paid or incurred to facilitate an ac-
quisition of a trade or business or to change the capital struc-
ture of a business entity must be capitalized, does not apply to
integration expenses, which appear to include severance pay-
ments.612

However, amounts that may be used to provide stock
bonus, pension, annuity, profit-sharing, or other deferred com-
pensation benefits are not deductible under §162 or §212. The
deduction for such amounts is governed by §404.613 Deductions
allowed under §404 are described in IV.A.3., below, and dis-
cussed in 371 T.M., Employee Plans — Deductions, Contribu-
tions and Funding. Amounts paid to a funded welfare benefit
plan are not deductible under §162 or §212 but are deductible,
if at all, under §419.614 Deductions allowed under §419 are de-
scribed in IV.A.5., below, and are discussed in 395 T.M., VE-
BAs and Other Welfare Benefit Funding Arrangements. The
timing of deductions for vacation pay is governed by §404(a)
(5).615 The timing of vacation pay deductions is discussed in 371
T.M., Employee Plans — Deductions, Contributions and Fund-
ing.

d. Reasonableness

(1) In General

The deduction for compensation paid is limited to the
amount of compensation that would be reasonable under all
the circumstances.616 Generally, reasonable compensation is the

607 CCA 200947035.
608 Id.
609 PLR 200245042.
610 Rev. Rul. 94-77, 1994-2 C.B. 19 (analyzing impact of INDOPCO, Inc.

v. Commissioner, 503 U.S. 79 (1992)).
611 TAM 9731001. See also TAM 9721002.
612 Reg. §1.263(a)-5(c)(6).
613 §404; Reg. §1.162-10(a), Reg. §1.162-10T, Q & A-1.
614 §419; Reg. §1.162-10T, Q & A-2.
615 See §404(a)(5) (last sentence).
616 §162(a)(1); Reg. §1.162-7(b)(3), Reg. §1.212-1(d). See, e.g., Dixo Co.

v. Commissioner, 27 T.C.M. 644 (1968).

amount that would ordinarily be paid for like services by like
enterprises under like circumstances.617 The circumstances tak-
en into account are those existing when the contract for services
is made and not those existing when the reasonableness is
questioned.618 The IRS has the authority and duty to determine
whether compensation is reasonable619 and the taxpayer has the
burden of demonstrating that the IRS’s determination is erro-
neous.620

In determining the amount of reasonable compensation
under §162(a)(1), it is necessary to consider both the amount of
deferred and nondeferred compensation.621 The Tax Court and
several Courts of Appeals have adopted five factors in deter-
mining the reasonableness of compensation:

• the employee’s role in the company;

• a comparison of the employee’s salary with similarly sit-
uated employees;

• the character and condition of the company;

• whether the relationship of the employee to the corpora-
tion creates a conflict of interest regarding the awarding of
compensation, and if so, whether the level of compensa-
tion would provide a satisfactory level of return on equity
for a hypothetical independent investor; and

• the internal consistency of salaries paid to all employees
of the company.622

The Second and Ninth Circuits have held that the reason-
ableness of compensation must be assessed from the perspec-
tive of a hypothetical or independent investor, not as a separate
autonomous factor but instead as “a lens through which the en-
tire analysis should be viewed,” and requiring the application
of four factors:

• whether a hypothetical investor would accept the com-
pensation paid to the shareholder-officer;

• whether the shareholder-officer was paid according to
a long-standing and consistently applied contingent com-
pensation formula, and if so, whether the salary was rea-
sonable in light of this formula;

• whether the shareholder-officer’s compensation com-
pared favorably with compensation paid by similar com-
panies for comparable services; and

• whether after consideration of these factors, the balance
shifted in favor of the showing that the corporation had

617 Reg. §1.162-7(b)(3). See, e.g., Young v. Commissioner, 650 F.2d 1083
(9th Cir. 1981), aff’g 37 T.C.M. 957 (1979); Geiger & Peters Inc. v. Commis-
sioner, 27 T.C. 911 (1957).

618 Reg. §1.162-7(b)(3). See Walsh v. Commissioner, 42 T.C.M. 267
(1981).

619 See Gustafson Mfg. Co. v. Commissioner, 1 B.T.A. 508 (1925); Sein-
sheimer Paper Co. v. United States, 63 Ct. Cl. 429 (1927).

620 E.g., Botany Worsted Mills v. United States, 278 U.S. 282 (1929), rev’g
63 Ct. Cl. 405 (1927).

621 M. & E. Shindler, Inc. v. Commissioner, 63 T.C.M. 3039 (1992).
622 RAPCO, Inc. v. Commissioner, 85 F.3d 950 (2d Cir. 1996), aff’g 69

T.C.M. 2238 (1995); Elliotts, Inc. v. Commissioner, 716 F.2d 1241 (9th Cir.
1983); Multi-Pak Corp. v. Commissioner, T.C. Memo 2010-139; M. & E.
Shindler, Inc. v. Commissioner, 63 T.C.M. 3039 (1992).
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met its burden of proving the compensation to be reason-
able.623

The extent to which compensation is reasonable is dis-
cussed in 390 T.M., Reasonable Compensation.

(2) Treatment of Disallowed Amounts

Any amount that is disallowed as a deduction for compen-
sation on the ground that it is unreasonable is recharacterized
depending on the circumstances of each case.624 For example,
an excessive amount paid by a corporation might be treated as
a dividend, thus reducing earnings and profits,625 or as consider-
ation for the redemption of the employee shareholder’s stock.626

Payments that represent the purchase of property from a person
rendering services must be added to the payor’s adjusted basis
in the property.627 Amounts that an employer intends to recover
can be treated as loans,628 and other payments might in fact be
treated as loan repayments by the employer.629

Generally, even if a deduction is disallowed on the ground
that the compensation is unreasonable, it is included in the re-
cipient’s gross income as compensation.630 Compensation gross
income is discussed in 501 T.M., Gross Income: Overview and
Conceptual Aspects, and 390 T.M., Reasonable Compensation.

e. Deduction Disallowed for Excessive Compensation
Paid

Subject to certain exceptions, §162(m) limits a publicly
held corporation’s allowable deduction for compensation paid
to a covered employee to $1,000,000.631 A publicly held corpo-
ration is any corporation issuing any class of common equity
securities required to be registered under §12 of the Securities
Exchange Act of 1934 (15 U.S.C. §78l), or any corporation that
is required to file reports under §15(d) of the Securities Ex-
change Act of 1934 (15 U.S.C. §78o(d)).632 A covered employ-
ee is any employee of the taxpayer who:

(i) was the principal executive officer or principal financial
officer of the taxpayer at any time during the tax year, or
was an individual acting in such capacity;633

623 Dexsil Corp. v. Commissioner, 147 F.3d 96 (2d Cir. 1998), vacating
and rem’g 69 T.C.M. 2267 (1995); Labelgraphics, Inc. v. Commissioner, T.C.
Memo 1998-343, aff’d, 221 F.3d 1091 (9th Cir. 2000).

624 Reg. §1.162-8.
625 Reg. §1.162-8; see, e.g., Maggio Bros., Inc. v. Commissioner, 6 T.C.

999 (1946).
626 E.g., Am. Int’l Coal Co. v. Commissioner, 43 T.C.M. 1097 (1982), aff’d

in unpub. opin. (3d Cir. 3/8/83).
627 Reg. §1.162-8; see, e.g., Hatt v. Commissioner, 28 T.C.M. 1194 (1969),

aff’d, 457 F.2d 499 (7th Cir. 1972) (acquisition of stock); Hickey v. Commis-
sioner, 21 T.C.M. 1258 (1962) (acquisition of partnership interest).

628 See, e.g., Saia v. Commissioner, 33 T.C.M. 1391 (1974), aff’d in unpub.
opin., 536 F.2d 388 (5th Cir. 1976), cert. denied, 429 U.S. 979 (1976).

629 E.g., Don v. Commissioner, 30 T.C.M. 565 (1971), supp., 31 T.C.M.
122 (1972), aff’d in unpub. opin. (9th Cir. 1973).

630 Reg. §1.162-8.
631 §162(m)(1).
632 §162(m)(2). For tax years beginning before 2018, a publicly held cor-

poration was any corporation issuing any class of common equity securities
required to be registered under §12 of the Securities Exchange Act of 1934.
Pre-2018 §162(m)(2).

633 §162(m)(3)(A). For tax years before 2018, a covered employee was any
employee that, as of the close of the tax year, was the taxpayer’s chief execu-
tive officer or an individual acting in that capacity, or any person whose total
compensation for the tax year was required to be reported to shareholders under

(ii) the total compensation of such employee for the tax
year is required to be reported to shareholders under the
Securities Exchange Act of 1934 because of the employ-
ee’s status as one of the three highest compensated officers
for the tax year (other than the principal executive officer
or principal financial officer);634

(iii) for tax years beginning after 2026, was among the
five highest compensated employees for the tax year (other
than individuals described in (i) or (ii) above);635 or

(iv) was a covered employee, described in (i) or (ii) above,
of the taxpayer or a predecessor of the taxpayer for any
preceding tax year beginning after 2016.636

Special rules apply to employers participating in the Trou-
bled Assets Relief Program,637 and to certain health insurance
providers.638

The rules applicable to the deduction of excessive em-
ployee compensation are discussed in 390 T.M., Reasonable
Compensation and 385 T.M., Deferred Compensation Arrange-
ments.

2. Social Security Payments Made with Respect to U.S.
Citizens Employed by Foreign Subsidiary
Corporations

Under §176, domestic corporations are allowed to deduct
social security tax equivalents639 paid or incurred pursuant to a
§3121(l) agreement with respect to services performed by U.S.
citizens employed by foreign subsidiary corporations.640 How-
ever, no deduction is allowed for amounts for which the cor-
poration is compensated.641 Any reimbursement of amounts al-
lowed as deductions under §176 for previous tax years must be
included in gross income.642

Comment: Nothing in §176 suggests that the tax benefit
rule applies to the receipt of the reimbursement, thus making
the gross income inclusion mandatory in all instances. The tax
benefit rule is discussed in 502 T.M., Gross Income: Tax Ben-
efit, Claim of Right and Assignment of Income.

Section 3121(l) agreements are discussed in 392 T.M.,
Withholding, Social Security and Unemployment Taxes on
Compensation.

3. Employer Contributions to Qualified Plans

a. In General

Under §404, employer contributions to qualified plans and
payments or accruals of deferred compensation are deductible

the Securities Exchange Act of 1934 because of the employee’s status as one
of the four highest compensated officers for the tax year (other than the chief
executive officer). Pre-2018 §162(m)(3).

634 §162(m)(3)(B).
635 §162(m)(3)(C), as amended by the American Rescue Plan Act of 2021,

Pub. L. No. 117-2, §9708.
636 §162(m)(3)(D).
637 §162(m)(5).
638 §162(m)(6).
639 See §3121(l)(1)(A).
640 §176.
641 §176.
642 §176.
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subject to special rules and limitations provided by §404.643 No
deduction is allowed under any other provision of the Code.644

A qualified plan is a stock bonus, pension, profit-sharing, or an-
nuity plan.645

In addition, corporate employers are allowed to deduct
certain dividends paid in cash with respect to certain employer
securities.646 This deduction is not subject to the limitations that
apply to contributions to qualified plans and payments or ac-
cruals of deferred compensation.647 For tax years beginning af-
ter December 31, 1997, S corporations are not allowed this de-
duction.648

Deductions for employer contributions to qualified plans
and for deferred compensation are described below, and are
discussed in 371 T.M., Employee Plans — Deductions, Contri-
butions and Funding.

b. Prerequisites

(1) Payments

No deduction is allowed for employer contributions to
qualified plans unless the contribution is actually paid.649 In the
case of pension, stock bonus, and profit-sharing plans, pay-
ments made on account of a tax year that are made by the due
date, including extensions, for filing the tax return for that tax
year, are treated as having been paid on the last day of the tax
year.650

Any amount paid by an employer to a stock bonus, pen-
sion, profit-sharing, or annuity plan under §4041(b), §4062,
§4063, or §4064, or part 1 of subtitle E of title IV of the Em-
ployee Retirement Income Security Act of 1974,651 as in effect
on the date of enactment of the Single-Employer Pension Plan
Amendments Act of 1986,652 is treated as a contribution paid
to the plan.653 Special rules apply to the timing of the deduc-
tion654 and to the application of this rule to members of con-
trolled groups.655

(2) Deductibility Qualification

A deduction is not allowed for employer contributions to
qualified plans or payments and accruals of deferred compen-
sation unless the amount would be deductible under another
provision of the Code but for the §404 denial of deductions un-
der other provisions.656 In other words, to be deductible under
§404(a), amounts must be expenses that would be deductible
under §162 or §212 if it were not for the provision in §404
that they are deductible, if at all, only under §404(a). Therefore,
amounts are deductible under §404(a) only to the extent that

643 §404(a).
644 §404(a).
645 §404(a)(1)–§404(a)(3).
646 §404(k)(1).
647 §404(k)(1).
648 §404(k)(1).
649 §404(a).
650 §404(a)(6).
651 ERISA, 29 U.S.C. §1001 et seq.
652 Title XI of Pub. L. No. 99-272.
653 §404(g)(1), §404(g)(4).
654 §404(g)(3).
655 §404(g)(2).
656 §404(a).

they are ordinary and necessary expenses during the tax year
in carrying on the trade or business or for the production of in-
come, and are compensation for personal services actually ren-
dered.

(3) Plan Qualification

A deduction is allowed only for payments to a pension
trust, other than stock bonus and profit-sharing trusts, made in a
tax year that ends within or with a tax year of the pension trust
for which it is exempt under §501(a).657 Similarly, a deduction
is allowed only for payments to a stock bonus or profit-sharing
trust made in a tax year that ends within or with a tax year of the
trust for which it is exempt under §501(a).658 If a stock bonus,
pension, or profit-sharing trust would qualify for exemption un-
der §501(a) except for the fact that it is a trust created or orga-
nized outside of the United States, contributions to the trust by
an employer that is a resident, a corporation or other entity of
the United States, shall nevertheless be deductible.659

Plan qualification is discussed in 350 T.M., Plan Selection
— Pension and Profit-Sharing Plans, 351 T.M., Plan Qualifica-
tion — Pension and Profit-Sharing Plans, and 352 T.M., Spe-
cialized Qualified Plans — Cash Balance, Target, Age-Weight-
ed and Hybrids.

c. Plan-Based Computations and Limitations

(1) Payments to Pension Trusts

(a) Basic Computations

There are three alternative tests for determining the max-
imum deductible contribution to a pension plan, subject to the
maximum limitations described in IV.A.3.c.(1)(b), below.660 In
applying the three tests, the funding method and the actuarial
assumptions used are those used for the tax year under §412.661

Funding rules are discussed in 371 T.M., Employee Plans —
Deductions, Contributions and Funding. Special rules apply in
the case of collectively bargained plans.662 These special rules
are discussed in 359 T.M., Multiemployer Plans — Special
Rules.

The first alternative test allows an employer to deduct
the amount necessary to satisfy the §412(a) minimum funding
standard for plan years ending within or with the employer’s
tax year or for any prior plan year, if this amount is greater
than the amount determined under the second or third alterna-
tive tests, whichever applies to the plan.663 The second alterna-
tive test allows an employer to deduct the amount necessary to
provide, with respect to all employees under the pension trust,
the remaining unfunded cost of their past and current service
credits distributed as a level amount, or a level percentage of
compensation, over the remaining future service of each cov-
ered employee, as determined under regulations.664 However,

657 §404(a)(1)(A).
658 §404(a)(3)(A)(i).
659 §404(a)(4).
660 §404(a)(1)(A).
661 §404(a)(1)(A) (flush language).
662 See §413(b)(7).
663 §404(a)(1)(A)(i).
664 §404(a)(1)(A)(ii).
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if the remaining unfunded cost with respect to any three in-
dividuals is more than 50% of the remaining unfunded cost,
then the amount of the unfunded cost attributable to those in-
dividuals must be distributed over a period of at least five tax
years.665 The third alternative test allows an employer to deduct
an amount equal to the normal cost of the plan, as determined
under regulations, plus, if past service or other supplementary
pension or annuity credits are provided by the plan, an amount
necessary to amortize the unfunded costs attributable to those
credits in equal annual payments, until fully amortized, over 10
years, as determined under regulations.666

(b) Maximum Limitations

In any case, for single-employer plans, the maximum
amount deductible equals the greater of the determined amount
with respect to each plan year ending with or within the tax
year,667 or the sum of the minimum required contributions under
§430 for the plan years ending with or within the tax year.668

The determined amount equals the excess of the specified
amount over the value of the assets of the plan which are held
by the plan as of the valuation date for the plan year.669 The
specified amount is the sum of the funding target for the plan
year,670 the target normal cost for the plan year,671 and the cush-
ion amount for the plan year.672 Special rules apply to plans with
100 or fewer participants,673 terminating plans,674 and coopera-
tive and small employer charity plans.675 These special rules and
computation of the cushion amount are discussed in 371 T.M.,
Employee Plans — Deductions, Contributions and Funding.

In any case, for multi-employer plans, the maximum
amount deductible equals the excess, if any, of 140% of the
plan’s current liability computed under §431(c)(6)(D), over the
value of the plan’s assets computed under §431(c)(2).676 The
maximum limitation for multi-employer plans is discussed in
359 T.M., Multiemployer Plans — Special Rules.

(2) Purchases of Employees’ Annuities

Contributions toward the purchase of retirement annuities,
or retirement annuities and medical benefits as described in
§401(h), are deductible in the year paid, in an amount deter-
mined in accordance with the computations and limitations ap-
plicable to pension trust contributions, if three conditions are
satisfied.677 First, the plan must comply with the requirements of
certain paragraphs678 of §401(a).679 Second, the plan must com-
ply with the requirements of §401(a)(10) and §401(d), if applic-
able.680 Third, if there are any premium refunds, they must be

665 §404(a)(1)(A)(ii).
666 §404(a)(1)(A)(iii).
667 §404(o)(1)(A).
668 §404(o)(1)(B).
669 §404(o)(2)(A)(ii).
670 §404(o)(2)(A)(i)(I).
671 §404(o)(2)(A)(i)(II).
672 §404(o)(2)(A)(i)(III).
673 §404(o)(4).
674 §404(o)(5).
675 §404(o)(8), added by Pub. L. No. 113-97, §202(c)(6).
676 §404(a)(1)(D)(i).
677 §404(a)(2).
678 §401(a)(3)–§401(a)(9), §401(a)(11)–§401(a)(20), §401(a)(22), §401(a)

(26), §401(a)(27), §401(a)(31), and §401(a)(37).
679 §404(a)(2).

applied within the current tax year or next succeeding tax year
towards the purchase of retirement annuities, or retirement an-
nuities and medical benefits.681 Deductions for purchases of em-
ployees’ annuities are discussed in 371 T.M., Employee Plans
— Deductions, Contributions and Funding.

(3) Payments to Stock Bonus and Profit-Sharing Trusts

The amount that is allowed as a deduction for deductible
payments to a qualified stock bonus or profit-sharing trust is
the amount paid, limited to the greater of 25% of the compen-
sation otherwise paid or accrued during the tax year to the ben-
eficiaries under the stock bonus or profit-sharing plan, or the
amount the employer is required to contribute to the trust under
§401(k)(11) for the year.682 For purposes of computing the de-
duction, stock bonus or profit-sharing trusts do not include any
trust designed to provide benefits upon retirement and cover-
ing a period of years, if under the plan the amounts to be con-
tributed by the employer can be determined actuarially as pro-
vided in the computational rules for pension trusts, as described
in IV.A.3.c.(1), above.683 If contributions are made to two or
more stock bonus or profit-sharing trusts, those trusts are treat-
ed as one trust for purposes of applying the limits on deduc-
tion.684 Special rules apply in the case of affiliated groups.685 The
limitation does not apply to elective deferrals.686

Any amount not deductible by reason of the 25% of com-
pensation/required contribution limitation is deductible in suc-
ceeding tax years in order of time to the extent that amount and
the amount paid and otherwise deductible for the succeeding
year does not exceed the 25% of compensation/required con-
tribution limitation for the succeeding year.687 Special rules ap-
ply to carryforwards from tax years beginning before January
1, 1987.688

Deductions for payments to stock bonus and profit-sharing
trusts are discussed in 371 T.M., Employee Plans — Deduc-
tions, Contributions and Funding.

(4) Payments to Other Plans

For any plan not described in IV.A.3.c.(1) through
IV.A.3.c.(3), above, the employer is allowed to deduct the
amount of the contribution, to the extent and in the year the
contribution is included in the employee’s gross income.689 If
more than one employee participates in the plan, no deduction
is allowed unless separate accounts are maintained for each em-
ployee.690 Any vacation pay treated as deferred compensation is

680 §404(a)(2).
681 §404(a)(2).
682 §404(a)(3)(A)(i). §401(k)(11) defines a SIMPLE cash or deferred

arrangement (401(k) plan) available to employers with no more than 100 em-
ployees who earned $5,000 or more in compensation during the preceding
calendar year. §401(k)(11)(D). Deductions for SIMPLE 401(k) plans are dis-
cussed in 358 T.M., Section 401(k) Cash or Deferred Arrangements. For a com-
parison of SIMPLE plans to other §401(k) plans, see 368 T.M., SEPs and SIM-
PLEs.

683 §404(a)(3)(A)(iii).
684 §404(a)(3)(A)(iv).
685 §404(a)(3)(B).
686 §404(n) (reference to §402(g)(3)).
687 §404(a)(3)(A)(ii).
688 §404(a)(3)(A)(v).
689 §404(a)(5).
690 §404(a)(5).

IV.A.3.c.(1)(b)IV.A.3.c.(1)(b) Detailed AnalysisDetailed Analysis

A - 34 03/01/2026 © 2026 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-61746-967-1 505-4th



deductible by the employer in the tax year in which it is paid
to the employee.691 Deductions for payments to other plans are
discussed in 371 T.M., Employee Plans — Deductions, Contri-
butions and Funding.

(5) Payments to Multiple Plans

Special rules apply if amounts are deductible in connec-
tion with one or more defined contribution plans and one or
more defined benefit plans or in connection with trusts or plans
subject to two or more of the computational and limitation pro-
visions described in IV.A.3.c.(1) through IV.A.3.c.(3), above.692

For these purposes, any plan described in §412(e)(3) is treated
as a defined benefit plan.693

The first special rule limits the deduction to the greater of
two amounts.694 The first amount equals 25% of the compensa-
tion otherwise paid or accrued during the tax year to the ben-
eficiaries of the plans.695 The second amount equals the con-
tributions made to, or under, the defined benefit plans to the
extent they do not exceed the amount of employer contribu-
tions necessary to satisfy the §412 minimum funding standard
with respect to any defined benefit plans for the plan year that
ends with or within the employer’s tax year or for any prior
plan year.696 In the case of a defined benefit plan that is a single
employer plan, except as provided in regulations,697 the second
amount is computed by treating the amount necessary to satisfy
the §412 minimum funding standard as an amount that is not
less than the excess, if any, of the plan’s §430(d)(1) funding
target over the value of the plan’s assets.698 The limitation does
not apply to elective deferrals.699

The second special rule provides that a defined contribu-
tion plan that is a pension plan shall not be treated as failing
to provide definitely determinable benefits merely because em-
ployer contributions are limited to amounts deductible under
§404.700

Any amount not deductible by reason of the limitations in
§404(a)(7)(A) is deductible in succeeding tax years in order of
time, but the amount deductible in any succeeding year togeth-
er with the amount allowable under §404(a)(7)(A) may not ex-
ceed 25% of the compensation otherwise paid or accrued dur-
ing the succeeding tax year to beneficiaries of the plans.701

Deductions for payments to multiple plans are discussed
in 371 T.M., Employee Plans — Deductions, Contributions and
Funding.

(6) Self-Employed Individuals

Special rules apply to self-employed individuals who are
treated as employees under §401(c)(1) and for whom contribu-
tions are made pursuant to pension, stock bonus, profit-shar-

691 §404(a)(5).
692 §404(a)(7)(A).
693 §404(a)(7)(D).
694 §404(a)(7)(A).
695 §404(a)(7)(A)(i).
696 §404(a)(7)(A)(ii).
697 See §404(a)(1)(D).
698 §404(a)(7)(A) (flush language).
699 §404(n) (reference to §402(g)(3)).
700 §404(a)(7)(A) (flush language).
701 §404(a)(7)(B).

ing or annuity plans.702 Contributions to the plan on behalf of a
self-employed individual treated as an employee under §401(c)
(1)703 are treated as satisfying the conditions of §162 or §212
to the extent that the contributions do not exceed the individ-
ual’s earned income as defined in §401(c)(2)704 derived from the
trade or business for which the plan is established, and to the
extent the contributions are not allocable, as determined by reg-
ulations, to the purchase of life, accident, health, or other insur-
ance.705 Any reference to compensation in the case of a self-em-
ployed individual who is treated as an employee under §401(c)
(1) is treated as a reference to that individual’s earned income
derived from the trade or business for which the plan is estab-
lished.706 The treatment of self-employed individuals and qual-
ified plans is discussed in 353 T.M., Employee Benefit Plans
and Issues for Small Employers.

(7) Employee Stock Ownership Plans

(a) Principal Payments

If contributions are paid to a trust that forms part of an
employee stock ownership plan (ESOP)707 and are applied by
the plan to the repayment of the principal of a loan incurred
for the purpose of acquiring employer securities,708 the contri-
butions are deductible notwithstanding any limitation applica-
ble to stock bonus plans, as described in IV.A.3.c.(3), above,
or multiple plans, as described in IV.A.3.c.(5), above.709 The
amount deductible, however, may not exceed 25% of the com-
pensation otherwise paid or accrued during the tax year to the
employees under the ESOP.710 The limitation does not apply to
elective deferrals.711 Any amount not deductible by reason of
the 25% limitation is deductible in succeeding tax years in or-
der of time to the extent of the difference between the amount
paid and deductible in the succeeding year and 25% of the com-
pensation otherwise paid or accrued during the succeeding tax
year to beneficiaries of the plans.712 The amount of the deduc-
tion is not affected by §664(g)(1) qualified gratuitous transfers
to the ESOP.713 ESOPs are discussed in 354 T.M., ESOPs.

(b) Interest Payments

If contributions are paid to a trust that forms part of an
ESOP714 and are applied by the plan to the repayment of interest
on a loan incurred for the purpose of acquiring employer se-
curities,715 the contributions are deductible notwithstanding any
limitation applicable to stock bonus plans, as described in
IV.A.3.c.(3), above, or multiple plans, as described in

702 §404(a)(8).
703 See §404(a)(8)(A).
704 See §404(a)(8)(B).
705 §404(a)(8)(C).
706 §404(a)(8)(D).
707 See §4975(e)(7).
708 See §4975(e)(8).
709 §404(a)(9)(A).
710 §404(a)(9)(A).
711 §404(n) (reference to §402(g)(3)).
712 §404(n) (reference to §402(g)(3)).
713 §404(a)(9)(D).
714 See §4975(e)(7).
715 See §4975(e)(8).

Detailed AnalysisDetailed Analysis IV.A.3.c.(7)(b)IV.A.3.c.(7)(b)

505-4th © 2026 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-61746-967-1 03/01/2026 A - 35



IV.A.3.c.(5), above.716 The amount of the deduction is not af-
fected by §664(g)(1) qualified gratuitous transfers to the
ESOP.717 No deduction is allowed for contribution of S corpo-
ration stock to an ESOP for use by the plan in repaying interest
on a loan incurred for the purpose of acquiring employer secu-
rities.718

(8) Simplified Employee Pensions

The deductibility of employer contributions to a simplified
employee pension (SEP) (as defined in §408(k)) is determined
as if they are made to a plan subject to §404.719 For purposes of
the multiple plan contribution rules described in IV.A.3.c.(5),
above, a SEP is treated as if it were a separate stock bonus or
profit-sharing plan.720

The amount deductible in a tax year for contributions to a
SEP may not exceed 25% of the compensation paid to the em-
ployees who are participants during the calendar year ending
with or within the tax year, or during the tax year in the case
of a SEP maintained on the basis of the employer’s tax year.721

For any tax year for which the employer is allowed a deduction
for a contribution to a SEP, the otherwise applicable limitations
for deduction of contributions to plans subject to §404(a)(3)(A)
must be reduced by the amount of the deductions allowed for
contributions to SEPs for participants in such plans.722 The lim-
itation does not apply to elective deferrals.723

Any amount not deductible by reason of the 25% limita-
tion is deductible in succeeding tax years in order of time, sub-
ject to the 25% limitation.724 Special rules apply to the timing of
the deduction to the SEP.725

The SECURE 2.0 Act of 2022726 added an exception to the
tax on nondeductible contributions to qualified plans to allow
an employer to make deductible contributions to a SEP for a
domestic employee who is not the employer or a member of his
or her family, which are not deductible when contributed solely
because such contributions are not made in connection with the
trade or business of the employer.727

The definition of a SEP and the deductibility of contribu-
tions to SEPs are discussed in 368 T.M., SEPs and SIMPLEs.

(9) Independent Contractor Deferred Compensation

Amounts contributed to a deferred compensation plan
arranged with an independent contractor, or amounts paid or
accrued as deferred compensation for an independent contrac-
tor, are deductible under §404 for the tax year in which the
amount is includible in the gross income of the independent

716 §404(a)(9)(B).
717 §404(a)(9)(D).
718 §404(a)(9)(C).
719 §404(h)(1).
720 §404(h)(3).
721 §404(h)(1)(C).
722 §404(h)(2).
723 §404(n) (reference to §402(g)(3)).
724 §404(h)(1)(C).
725 §404(h)(1)(A).
726 Pub. L. No. 117-328, Div. T.
727 §4972(c)(6)(B), as amended by the SECURE 2.0 Act of 2022, Pub. L.

No. 117-328, Div. T, §118, effective for taxable years beginning after Decem-
ber 29, 2022. §4972(c)(6) flush language.

contractor.728 No deduction is allowed under any other provision
of the Code.729

A deduction is allowed for contributions to deferred com-
pensation plans or payments and accruals of deferred compen-
sation for independent contractors only if the deduction would
be allowed under another provision of the Code but for the
§404 denial of deductions under other provisions.730

(10) Absence of Plan

If there is no plan, but there is a method or arrangement of
employer contributions or compensation that has the effect of a
stock bonus, pension, profit-sharing annuity plan or other plan
deferring the receipt of compensation, the computational and
limitation rules described above apply as if there were a plan.731

For these purposes, any plan providing for deferred bene-
fits, other than compensation, for employees, their spouses or
their dependents are treated as plans deferring the receipt of
compensation.732 However, benefits provided through welfare
benefit funds733 are not included in this rule.734 This rule applies
to arrangements with independent contractors, as described in
IV.A.3.c.(9), above.735 To the extent the application of the rules
in IV.A.3.c.(1) through (7), above, is dependent on when the
employee reports gross income but the benefits are excluded
from gross income, the determination of when an amount is in-
cludible in gross income is made as though there were no ex-
clusion.736

d. Benefit Based Limitations

In computing the amount of the deduction with respect to a
defined benefit plan, benefits for any year in excess of any lim-
itation on benefits provided by §415 for that year are not taken
into account.737 In computing the amount of the deduction with
respect to a defined contribution plan, the amount of any con-
tributions otherwise taken into account must be reduced by any
annual additions in excess of the §415 limitation for that year.738

In computing the deduction with respect to a pension plan, and
in computing the full funding limitation, cost of living adjust-
ments under §415(d)(1) for any year before the year for which
the adjustment first takes effect are not taken into account.739

The §415 funding and benefit limitation rules are discussed in
371 T.M., Employee Plans — Deductions, Contributions and
Funding.

For the purpose of determining the amount deductible for
contributions to pension, annuity, stock bonus, or profit-sharing
plans on behalf of a self-employed individual treated as an em-
ployee under §401(c)(1), the portion of the contributions allo-
cable, as determined under regulations, to the purchase of life,
accident, health or other insurance are not taken into account

728 §404(d)(2).
729 §404(d)(1).
730 §404(d)(2).
731 §404(b)(1).
732 §404(b)(2)(A).
733 See §419(e).
734 §404(b)(2)(B).
735 §404(d).
736 §404(b)(2)(A).
737 §404(j)(1)(A).
738 §404(j)(1)(B).
739 §404(j)(2).
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in making the computations or calculating the limitations that
apply to the plans.740 The computations and limitations are de-
scribed in IV.A.3.c.(1) through (3), above.

e. Participant Compensation Based Limitations

Generally, for benefits accruing in plan years beginning
after December 31, 1993, in computing the amount of the de-
duction for employer contributions to qualified plans and pay-
ments or accruals of deferred compensation, the amount of an-
nual compensation of each employee taken into account may
not exceed a specified amount, as adjusted for inflation.741 The
amount is adjusted by the IRS at the same time and in the same
manner as cost of living adjustments are made for purposes of
the funding rules of §401(a)(17)(B).742 The amounts are mapped
out in the Working Papers to 371 T.M., Employee Plans — De-
ductions, Contributions and Funding.

In computing the deduction with respect to a pension plan,
and in computing the full funding limitation, any cost of living
adjustments under §401(a)(17)(B) for any year before the year
for which the adjustment first takes effect is not taken into ac-
count.743 Special rules apply to the determination of an employ-
ee’s compensation.744 The compensation limit and its effective
dates are discussed in 371 T.M., Employee Plans — Deduc-
tions, Contributions and Funding.

f. Deductible Dividends on Employer Securities

(1) In General

In the case of a corporation, deductions are allowed under
§404(k) for any applicable dividends paid in cash by the corpo-
ration with respect to applicable employer securities.745 The IRS
may disallow the deduction, however, for any dividend if it de-
termines that the dividend constitutes, in substance, an avoid-
ance or evasion of taxation.746 For tax years beginning after De-
cember 31, 1997, S corporations are not allowed this deduc-
tion.747

(2) Applicable Dividends

Applicable dividends are those which, in accordance with
plan provisions, satisfy any one of four conditions.748 First, the
dividends must be paid in cash to the participants in the plan or
their beneficiaries.749 Second, the dividends must be paid to the
plan and must be distributed in cash to participants in the plan
or their beneficiaries not later than 90 days after the close of
the plan year in which paid.750 Third, the dividends must be, at
the election of the plan participants or their beneficiaries, either
payable as provided in either of the first two conditions or paid
to the plan and reinvested in qualifying employer securities,751

740 §404(e).
741 §404(l).
742 Id.
743 Id.
744 Id.
745 §404(k)(1).
746 §404(k)(5)(A).
747 §404(k)(1).
748 §404(k)(2)(A).
749 §404(k)(2)(A)(i).
750 §404(k)(2)(A)(ii).
751 §404(k)(2)(A)(iii).

but if the dividend is reinvested at the participant’s election, it
must be nonforfeitable.752 Fourth, the dividends must be used to
make payments on a loan incurred for the purpose of acquir-
ing employer securities,753 the proceeds of which were used to
acquire employer securities, whether or not allocated to partic-
ipants, on which the dividends are paid.754 The fourth condition
is not satisfied with respect to any employer security allocated
to a participant unless the plan provides that employer securi-
ties with fair market values of not less than the amount of the
dividend are allocated to the participant for the year which the
dividend would have been allocated to the participant.755

(3) Applicable Employer Securities

Applicable employer securities are employer securities756

held on the record date for the applicable dividend in question
by an ESOP757 maintained by the corporation paying the divi-
dend or any other corporation that is a member of a controlled
group758 of which the corporation paying the dividend is a mem-
ber.759

(4) Timing

The deduction is allowed in the corporation’s tax year in
which the dividend is paid or distributed to a participant or
a beneficiary.760 The deduction for dividends that are reinvest-
ed in qualifying employer securities at the election of partici-
pants is allowable for the tax year in which the later of the rein-
vestment or the election occurs.761 If the dividend is an applic-
able dividend because it meets the fourth condition described
in IV.A.3.f.(2), above, the deduction is allowed in the corpora-
tion’s tax year in which the dividend is used to repay the loan.762

4. Employer Contributions to Certain Foreign Deferred
Compensation Plans

a. In General

Under §404A, employer payments and accruals with re-
spect to qualified foreign plans are deductible subject to special
rules and limitations provided by §404A.763 No deduction is al-
lowed under any other provision of the Code.764

Deductions for employer contributions to qualified foreign
plans are described below, and are discussed in 371 T.M., Em-
ployee Plans — Deductions, Contributions and Funding.

b. Qualified Foreign Plan

A written plan of an employer for deferring the receipt
of compensation is a qualified foreign plan if three conditions

752 §404(k)(7).
753 See §4975(e)(8).
754 §404(k)(2)(A)(iv).
755 §404(k)(2)(B).
756 §404(k)(6)(A) (reference to §409(l)).
757 §404(k)(6)(B) (reference to §4975(e)(7)).
758 See §409(l)(4).
759 §404(k)(3).
760 §404(k)(4)(A).
761 §404(k)(4)(B).
762 §404(k)(4)(C).
763 §404A(a).
764 §404A(a)(1).
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are satisfied.765 First, the plan must be for the exclusive benefit
of the employer’s employees or their beneficiaries.766 Second,
90% or more of the amounts taken into account for the tax year
under the plan must be attributable to services performed by
nonresident aliens the compensation for which is not subject to
income tax.767 Third, the employer must elect, pursuant to regu-
lations, to have §404A apply to the plan.768

The rules for deducting payments and accruals are differ-
ent for qualified foreign plans that are qualified reserve plans
than are the rules for qualified foreign plans that are qualified
funded plans.769 A qualified reserve plan is a qualified foreign
plan with respect to which an election made by the taxpayer is
in effect for the tax year.770 An election is made in such manner
and form as the IRS prescribes and, once made, may be revoked
only with the consent of the IRS.771 A qualified funded plan is
any qualified foreign plan that is not a qualified reserve plan.772

c. Prerequisites

(1) Payments

No deduction is allowed for employer contributions to
qualified funded plans unless the contribution is actually paid.773

Payments made on account of a tax year and made by the due
date, including extensions, for filing the tax return for that tax
year, are treated as having been paid on the last day of the tax
year.774

(2) Deductibility Qualification

No deduction is allowed for employer contributions to
qualified plans or payments and accruals of deferred compen-
sation unless the deduction would be deductible under another
provision of the Code but for the §404 denial of deductions un-
der other provisions.775

(3) Plan Qualification

In the case of a qualified funded plan, a contribution is not
taken into account unless it is paid to a trust, or the equivalent
of a trust, meeting the requirements of §401(a)(2);776 for a re-
tirement annuity;777 or to a participant or beneficiary.778

No deduction is allowed for payments with respect to a
pension type qualified funded plan made in a tax year that ends
within or with a tax year of the plan for which it is not exempt
under §501(a).779 No deduction is allowed for payments with re-
spect to any other type of qualified funded plan made in a tax

765 §404A(e).
766 §404A(e)(1).
767 §404A(e)(2).
768 §404A(e)(3).
769 See §404A(c).
770 §404A(f)(2).
771 §404A(f)(2).
772 §404A(f)(1).
773 §404A(b)(1).
774 §404A(b)(2).
775 §404A(a)(2).
776 §404A(b)(5)(A).
777 §404A(b)(5)(B).
778 §404A(b)(5)(C).
779 §404A(b)(3)(A)(i) (reference to §404(a)(1)(A)).

year that ends within or with a tax year of the plan for which it
is not exempt under §501(a).780

Plan qualification is discussed in 350 T.M., Plan Selection
— Pension and Profit-Sharing Plans; 351 T.M., Plan Qualifica-
tion — Pension and Profit-Sharing Plans; and 352 T.M., Spe-
cialized Qualified Plans — Cash Balance, Target, Age-Weight-
ed and Hybrids.

d. Plan-Based Computations and Limitations

(1) Qualified Funded Plans

(a) Payments with Respect to Pension Type Plan

The amount that is allowed as a deduction for the tax year
for payments with respect to a qualified funded plan under
which the benefits are fixed or determinable is computed using
basic computational rules and limitations similar to those that
apply to contributions to qualified pension trusts, as described
in IV.A.3.c.(1), above, except that the third basic computational
rule and the §412 full funding rule do not apply.781

(b) Payments with Respect to Other Type Plan

The amount that is allowed as a deduction for the tax year
for payments with respect to a qualified funded plan other than
a pension type plan is computed using limitations similar to
those that apply to contributions to qualified stock bonus or
profit-sharing trusts, as described in IV.A.3.c.(3), above.782

(c) Carryforwards

Any amount not deductible by reason of the limitations
described in IV.A.4.d.(1)(a) and (b), above, is treated as an
amount paid in the succeeding tax year.783

(d) Payments to Multiple Plans

If amounts are deductible in connection with one or more
qualified funded plans that are pension type plans and qualified
plans that are not that type, the deduction is subject to lim-
itations based on the rules similar to those that apply when
amounts are deductible with respect to contributions to one or
more defined contribution plans and one or more defined bene-
fit plans.784

(2) Qualified Reserve Plans

The amount deductible in a tax year with respect to a qual-
ified reserve plan is the reasonable addition for the tax year to a
reserve for the taxpayer’s liability under the plan.785 Unless oth-
erwise required or permitted in regulations, the reserve is de-
termined under the unit credit method modified to reflect two
adjustments.786 All benefits paid under the plan must be charged
to the reserve.787

780 §404A(b)(3)(A)(ii) (reference to §404(a)(3)).
781 §404A(b)(3)(A)(i).
782 §404A(b)(3)(A)(ii).
783 §404A(b)(4).
784 §404A(b)(3)(B) (reference to §404(a)(7)).
785 §404A(c)(1).
786 Id.
787 Id.
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The first modification that must be made to the reserve is
to take into account for the tax year only those items for which
there is no substantial risk that the rights of the employee will
be forfeited,788 and that meet the additional requirements estab-
lished by regulations to ensure that the liability will be satis-
fied.789 The second modification requires amortization over 10
years of any increase or decrease to the reserve on account of
the adoption of the plan or a plan amendment,790 experience
gains and losses,791 any change in actuarial assumptions,792

changes in the reserve plan interest rate793 and any other factors
as prescribed by regulations.794

e. Foreign Law Based Limitations

For any tax year, the deduction allowed under §404A is
equal to the lesser of the cumulative United States amount
or the cumulative foreign amount, reduced by the aggregate
amount determined under §404A for all prior tax years.795 The
cumulative United States amount is the aggregate amount de-
termined with respect to the plan under §404A for the tax year
and all prior tax years to which §404A applies, disregarding the
previous sentence.796 The cumulative foreign amount is the ag-
gregate amount allowed as a deduction under the appropriate
foreign tax laws for the tax year and all prior tax years to which
§404A applies.797

f. Nature of Services Limitation

No deduction is allowed under §404A for any item at-
tributable to services either performed by a United States cit-
izen or resident who is a highly compensated employee,798 or
performed in the United States the compensation for which is
subject to income tax.799 However, the employer is allowed to
deduct the amount attributable to the contribution to the ex-
tent it is included in the employee’s gross income, in the tax
year of inclusion.800 If more than one employee participates in
the plan, no deduction is allowed unless separate accounts are
maintained for each employee.801 Any vacation pay treated as
deferred compensation is deductible for the tax year of the em-
ployer in which it is paid to the employee.802

g. Information Limitation

No deduction is allowable under §404A with respect to
any plan for any tax year unless the taxpayer furnishes the IRS
with certain information at such time as the IRS by regulations
requires.803

788 §404A(c)(3)(A).
789 §404A(c)(3)(B).
790 §404A(c)(4)(A).
791 §404A(c)(4)(B).
792 §404A(c)(4)(C).
793 §404A(c)(4)(D) (reference to §404A(g)(3)(B)).
794 §404A(c)(4)(E).
795 §404A(d)(1).
796 §404A(d)(2)(A).
797 §404A(d)(2)(B).
798 §404A(g)(1)(A) (reference to §414(q)).
799 §404A(g)(1)(B).
800 §404A(g)(1) (reference to §404(a)(5)).
801 Id.
802 Id.
803 §404A(g)(2).

5. Contributions to Funded Welfare Benefit Plans

a. In General

Under §419, contributions paid or accrued by an employer
to a welfare benefit fund are deductible subject to special rules
and limitations.804 No deduction is allowed under any other pro-
vision of the Code.805

Deductions for employer contributions to welfare benefit
funds are described below, and are discussed in 395 T.M., VE-
BAs and Other Welfare Benefit Funding Arrangements.

b. Welfare Benefit Fund

(1) In General

A welfare benefit fund is any fund which is part of a plan
of an employer and through which the employer provides wel-
fare benefits to employees or their beneficiaries.806 A welfare
benefit is any benefit other than a transfer of property for ser-
vices subject to §83,807 a contribution to a qualified stock bonus,
profit-sharing, pension or annuity plan to which §404 applies808

or a contribution to a qualified foreign plan to which §404A ap-
plies.809

(2) Fund

A fund is any organization described in §501(c)(7),
§501(c)(9), §501(c)(17), or §501(c)(20),810 any trust, corpora-
tion, or other organization not exempt from income tax,811 and,
to the extent provided in regulations, any account held for an
employer by any person.812 However, a fund does not include
amounts held by an insurance company pursuant to an insur-
ance contract if the contract is a life insurance contract de-
scribed in §264(a)(1) or a qualified nonguaranteed contract.813

A qualified nonguaranteed contract is any insurance con-
tract, including a reasonable premium stabilization reserve held
thereunder, if there is no guarantee of a renewal of the contract,
and other than insurance protection, the only payments to
which the employer or employees are entitled are experienced
rated refunds or policy dividends which are not guaranteed
and which are determined by factors other than the amount
of welfare benefits paid to, or on behalf of, the employees or
their beneficiaries.814 However, qualified nonguaranteed con-
tracts are not excluded from the definition of a fund unless
the amount of any experience rated refund or policy dividend
payable to the employer with respect to a policy is treated by
the employer as received or accrued in the tax year in which the
policy year ends.815

804 §419(a).
805 §419(a)(1).
806 §419(e)(1).
807 §419(e)(2)(A).
808 §419(e)(2)(B).
809 §419(e)(2)(C).
810 §419(e)(3)(A).
811 §419(e)(3)(B).
812 §419(e)(3)(C).
813 §419(e)(4)(A).
814 §419(e)(4)(B)(i).
815 §419(e)(4)(B)(ii).
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c. Deductibility Qualification

No deduction is allowed for employer contributions to
qualified plans or payments and accruals of deferred compen-
sation unless the deduction would be deductible under another
provision of the Code but for the §404 denial of deductions un-
der other provisions.816

d. Limitations

(1) In General

The amount of the deduction allowed under §419 for any
tax year is limited to the welfare benefit fund’s qualified cost
for the tax year.817 The qualified cost, with respect to any tax
year, is the sum of the qualified direct cost for the tax year818

and any addition to a qualified asset account for the tax year819

to the extent it does not cause the amount in the account to ex-
ceed the account limit under §419A(b).820 No item may be taken
into account more than once in determining qualified cost.821

(2) After-Tax Income Reduction

The qualified cost for any tax year must be reduced by the
welfare benefit fund’s after-tax income for the tax year.822 With
respect to any tax year, after-tax income is the gross income of
the welfare benefit fund reduced by the sum of the deductions
directly connected with the production of the gross income plus
any income tax imposed on the fund for the tax year.823 In deter-
mining gross income, contributions and other amounts received
from employees are taken into account, but contributions from
the employer are not taken into account.824

(3) Qualified Direct Cost

With respect to any tax year, qualified direct cost is the
aggregate amount, including administrative expenses, which
would have been allowable as a deduction to the employer with
respect to the benefits provided during the tax year, if the ben-
efits had been provided directly by the employer and the em-
ployer had used the cash method of accounting.825 A benefit is
treated as provided when the benefit would be includible in the
employee’s gross income if provided directly by the employer,
or would be so includible but for any provision excluding the
value of the benefit from gross income.826

In determining qualified direct costs with respect to any
child care facility, in lieu of depreciation, the adjusted basis of
the facility shall be amortized ratably over 60 months begin-
ning with the month the facility is placed in service.827 A child
care facility is any tangible property which qualifies under reg-
ulations as a child care center primarily for children of employ-

816 §419(a)(2).
817 §419(b).
818 §419(c)(1)(A).
819 §419(c)(1)(B).
820 Id. (reference to §419A(b)).
821 §419(c)(5).
822 §419(c)(2).
823 §419(c)(4)(A).
824 §419(c)(4)(B).
825 §419(c)(3)(A).
826 §419(c)(3)(B).
827 §419(c)(3)(C)(i).

ees of the employer.828 Child care facilities do not include any
property not of a character subject to depreciation829 or located
outside the United States.830

(4) Qualified Asset Account

A qualified asset account is any account consisting of as-
sets set aside to provide for the payment of disability benefits,
medical benefits, SUB or severance pay benefits or life insur-
ance benefits.831 Generally, the account limit for a qualified as-
set account for any tax year is the amount reasonably and ac-
tuarially necessary to fund claims incurred but unpaid as of the
close of the tax year for covered benefits and administrative
costs with respect to those claims.832 Special rules for reserves
apply to the accounts,833 and various limitations apply to the ac-
count limit with respect to particular benefits.834 Qualified asset
accounts are discussed in 395 T.M., VEBAs and Other Welfare
Benefit Funding Arrangements.

(5) Carryforwards

Any amount not deductible by reason of the limitation de-
scribed in IV.A.5.d.(1), above, is treated as an amount paid by
the employer to the fund in the succeeding tax year.835

e. Independent Contractor Benefits

Amounts contributed for benefits for an independent con-
tractor are deductible under §419, determined as though the
person for whom the services are provided and the independent
contractor have an employer-employee relationship.836

f. Absence of Plan

If there is no plan, but there is a method or arrangement
of employer contributions or benefits which has the effect of a
plan, §419 is applied as if there were a plan.837

6. Employer’s Deduction for Property Transferred
Subject to Substantial Restriction

In the case of a transfer of property in connection with the
performance of services to which §83 applies, the person for
whom the services are performed is allowed a deduction un-
der §162.838 The deduction is allowed for the service recipient’s
tax year in which ends the service performer’s applicable tax
year.839 The applicable tax year is the tax year in which the ser-
vice performer must include the appropriate amount in gross in-
come as required by §83(a), §83(b), or §83(d)(2).840 The amount
of the deduction equals the amount includible in the gross in-
come of the person performing the services.841

828 §419(c)(3)(C)(ii).
829 §419(c)(3)(C)(ii)(I).
830 §419(c)(3)(C)(ii)(II).
831 §419A(a).
832 §419A(c)(1).
833 See §419A(c)(2), §419A(f)(7).
834 See §419A(c)(4), §419A(c)(5), §419A(d), §419A(e).
835 §419(d).
836 §419(g).
837 §419(f).
838 §83(h).
839 Id.
840 Id.
841 Id.
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Transfers of property to which §83 applies are discussed
in 384 T.M., Restricted Property — §83.

7. Black Lung Benefit Trust Contributions

a. In General

Under §192, a deduction is allowed for amounts con-
tributed by the taxpayer to black lung liability trusts.842 Black
lung liability trusts are trusts that are established to satisfy lia-
bilities under the Part C of Title IV of the Federal Mine Safety
and Health Act of 1977, and any state law providing for com-
pensation for disability or death due to pneumoconiosis, for
disability or death due to pneumoconiosis and that are exempt
from taxation under §501(c)(21).843

No deduction under §162 is allowed with respect to any li-
ability taken into account in determining the §192 deduction of
the taxpayer or a predecessor taxpayer.844

The §192 deduction is described below, and is discussed in
514 T.M., Tax Incentives to Hire, Retain, or Compensate Em-
ployees.

b. Payment

No deduction is allowed under §192 with respect to any
contribution to a black lung liability trust other than one made
in cash,845 in public debt securities of the United States,846 in
obligations of a state or local government which are not in
default as to principal or interest847 or as time or demand de-
posits in a bank848 or insured credit union849 located in the United
States.850 Payments made on account of a tax year and made by
the due date, including extensions, for filing the tax return for
that tax year, are treated as having been paid on the last day of
the tax year.851

c. Limitation

(1) In General

The amount deductible under §192 for any tax year is lim-
ited to the greater of two amounts.852 The first amount is the
amount necessary to fund, with level funding, the remaining
unfunded liability of the taxpayer for black lung claims filed,
or expected to be filed, by or with respect to past or present em-
ployees of the taxpayer.853 The second amount is the aggregate
amount necessary to increase each black lung liability trust to
the amount required to pay all amounts payable from the trust
for the tax year.854

842 §192(a).
843 See §501(c)(21).
844 §192(c)(5).
845 §192(c)(4).
846 §192(c)(4) (reference to §501(c)(21)(A)(ii)(II)).
847 §192(c)(4) (reference to §501(c)(21)(A)(ii)(II)).
848 See §581.
849 See 12 U.S.C. §1752(6).
850 §192(c)(4) (reference to §501(c)(21)(A)(ii)(III)).
851 §192(c)(3).
852 §192(b).
853 §192(b)(1).
854 §192(b)(2).

(2) Funding Determinations

In determining the amounts described in IV.A.7.c.(1),
above, the taxpayer must use reasonable actuarial methods and
assumptions which are not inconsistent with regulations.855

Note: Regulations under §192 have not yet been promul-
gated.

The funding period is the greater of 10 tax years or the av-
erage remaining working life of miners, as defined in §402(d)
of the Black Lung Benefits Act,856 who are present employees
of the taxpayer.857 A different funding period may be used if
regulations provide or the IRS consents to the taxpayer’s pro-
posal for a different period.858

Only black lung benefit claims the payment of which is
expected to be made from the black lung liability trust are taken
into account.859 Black lung benefit claims are claims for com-
pensation for disability or death due to pneumoconiosis under
part C of title IV of the Federal Mine Safety and Health Act
of 1977860 or under any state law providing for such compensa-
tion.861

d. Carryforwards

Any amount not deductible by reason of the limitation de-
scribed in IV.A.7.c., above, is treated as an amount paid by the
taxpayer to the trust in the succeeding tax year.862

8. Employer Liability Trust Contributions

a. In General

Under §194A, a deduction is allowed for the tax year for
amounts contributed by an employer to withdrawal liability
payment fund trusts863 that are properly allocable to the tax year.
Withdrawal liability payment fund trusts are trusts that are es-
tablished to pay the employer’s withdrawal liability with re-
spect to plans subject to §4223 of the Employee Retirement In-
come Security Act of 1974 (ERISA), are exempt from taxation
under §501(c)(22), and meet the requirements of §4223(h) of
ERISA.864 No deduction is allowed under §194A for any contri-
bution that does not relate to any specified period of time.865

The §194A deduction is described below, and is discussed
in 514 T.M., Tax Incentives to Hire, Retain, or Compensate
Employees.

b. Allocable to the Tax Year

The amount of a contribution to a withdrawal liability pay-
ment fund trust allocable to a tax year is determined by prorat-
ing any contribution that relates to any specified period of time

855 §192(c)(1)(A).
856 30 U.S.C. §902(d).
857 §192(c)(1)(B).
858 §192(c)(1)(C).
859 §192(c)(2).
860 30 U.S.C. §901 et seq.
861 §192(e).
862 §192(d).
863 See §501(c)(22).
864 See §194A(a), §501(c)(22).
865 §194A(c).
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that includes more than one tax year among those tax years pur-
suant to regulations.866

Note: Regulations under §194A have not yet been promul-
gated.

B. Cost of Goods Sold

1. In General

Cost of goods sold includes the “costs of acquiring inven-
tory, through either purchase or production.”867 Technically, the
cost of goods sold is an exclusion from gross income and not
a deduction.868 However, the regulations under §162 describe
the cost of goods purchased for resale as a cost that is “deduct-
ed from gross sales in computing gross income.”869 There can
be no recognition of cost of goods sold before there are any
gross receipts from the sale of goods.870 The exclusion of cost of
goods sold from gross income is discussed in 501 T.M., Gross
Income: Overview and Conceptual Aspects.

No adjustment for cost of goods sold is allowed if the tax-
payer fails to prove that any costs were incurred.871 The tax-
payer has the burden of proving the amount expended for pur-
chases of goods acquired for resale.872 No deduction for cost of
goods sold is allowed if the taxpayer does not report any gross
sales of the goods.873

2. Elements of Cost of Goods Sold

a. Purchase Price

The cost of items acquired for resale are not deductible un-
der §162 as trade or business expenses.874 Likewise, the costs of
producing items for resale are not deductible under §162.875 In-
stead, these costs are included in cost of goods sold.876

Cost of goods sold includes accrued liability for special as-
sessment bonds imposed on the real property included in the
taxpayer’s inventory.877 It also includes proceeds from invento-
ry sales used to satisfy floor plan loans used to purchase the in-
ventory.878

866 §194A(b).
867 Patients Mut. Assistance Collective Corp. v. Commissioner, 151 T.C.

176 (2018), aff’d, 995 F.3d 671 (9th Cir. 2021).
868 See Reg. §1.162-1(a).
869 Reg. §1.162-1(a).
870 See Patients Mut. Assistance Collective Corp. v. Commissioner, 151

T.C. 176 (2018) (when accounting for cost of goods sold, taxpayers must cap-
italize an item’s cost in the year of acquisition or production, and either amor-
tize it or wait until the year the item is sold to make the corresponding adjust-
ment to gross income), aff’d, 995 F.3d 671 (9th Cir. 2021); BRC Operating Co.
v. Commissioner, T.C. Memo 2021-59 (estimated drilling costs for natural gas
exploration are not cost of goods sold in years when taxpayer had no gross re-
ceipts related to the sale of natural gas).

871 See Gibbs v. Commissioner, 56 T.C.M. 459 (1988).
872 E.g., Carthage Spoke Co. v. Commissioner, 21 B.T.A. 1135 (1931); G.F.

Stother Lumber Co. v. Commissioner, 10 B.T.A. 1174 (1928); Connorized Mu-
sic Co. v. Commissioner, 7 B.T.A. 213 (1927); Maroon v. Commissioner, 31
T.C.M. 570 (1972); H.H. Mink & Son Bag Co. v. Commissioner, 29 T.C.M.
778 (1970).

873 Colvin v. Commissioner, T.C. Memo 2007-157, aff’d, 285 Fed. App.
157 (5th Cir. 2008).

874 Reg. §1.162-1(a). See Tarter v. Commissioner, T.C. Memo 2007-320.
875 See §263A.
876 Reg. §1.162-1(a).
877 Merlo Builders, Inc. v. Commissioner, 23 T.C.M. 185 (1964).

Discounts on the cost of the goods acquired for resale re-
duce the cost of goods sold and do not reduce the amount real-
ized from the sale of stock in the supplier to a related party.879

b. Use of Related Assets

Depreciation, amortization and depletion with respect to
property used in connection with the acquisition or production
of goods acquired or produced for resale is included in cost of
goods sold.880 Likewise, cost of goods sold includes the cost of
supplies consumed by the taxpayer in producing the goods held
for resale.881

c. Costs of Acquisition and Protection

Cost of goods sold includes amounts paid for freight and
drayage charges on incoming goods,882 and the costs of crating,
packing and handling that are imposed on the taxpayer.883 Like-
wise, it includes the cost of storing and moving inventory main-
tained in other locations, ownership of which is represented by
warehouse certificates, together with taxes on the inventory.884

Cost of goods sold includes taxes imposed on the sale to the
taxpayer of gas used in carrying on the trade or business, pro-
vided the tax is not imposed at the same rate as the general sales
tax.885

Cost of goods sold also includes amounts paid to accoun-
tants for checking and identifying physical inventories, provid-
ed the accountants’ charges are separated from their charges for
other services.886 It also includes sales-service fees charged by
a franchisor to a franchisee that are based on a percentage of
goods purchased by the franchisee from the franchisor.887 Cost
of goods sold does not include amounts paid to the child of a
corporate officer in the form of commissions, but that have no
connection with the acquisition or disposition of the invento-
ry.888

Cost of goods sold includes expenses of caring for and
maintaining the goods that are held for resale.889 It includes as-
sessments imposed on the property held for resale and paid by
the taxpayer.890

d. Assurance of Supply

Cost of goods sold does not include loans made to suppli-
ers to ensure supply and eventual delivery,891 or the cost of con-

878 Denman v. Commissioner, 42 T.C.M. 249 (1981).
879 Eaton Paper Corp. v. Commissioner, 1 T.C. 1 (1942).
880 §263A. See Rev. Rul. 53-141, 1953-2 C.B. 101.
881 Rev. Rul. 75-407, 1975-2 C.B. 196.
882 May, Stern & Co. v. Commissioner, 20 B.T.A. 241 (1930), aff’d per cu-

riam, 56 F.2d 1034 (3d Cir. 1932).
883 Doornbosch Bros., Inc. v. Commissioner, 46 T.C. 199 (1966).
884 Rev. Rul. 74-264, 1974-1 C.B. 40.
885 Rev. Rul. 74-335, 1974-2 C.B. 55.
886 See United Carbon Co. v. Commissioner, 32 B.T.A. 1000 (1935), rev’d

on other issues, 90 F.2d 43 (4th Cir. 1937).
887 Rev. Rul. 80-141, 1980-1 C.B. 111.
888 Am. Lithofold Corp. v. Commissioner, 55 T.C. 904 (1971).
889 Biscayne Trust Co. v. Commissioner, 18 B.T.A. 1015 (1930).
890 50 E. 75th St. Corp. v. Commissioner, 78 F.2d 158 (2d Cir. 1935), mod-

ifying 29 B.T.A. 277 (1933).
891 Powers Mfg. Co. v. Commissioner, 7 B.T.A. 786 (1927), aff’d, 34 F.2d

255 (8th Cir. 1929); Flick, Inc. v. Commissioner, 27 T.C.M. 776 (1968); Freed-
man v. Commissioner, 35 T.C.M. 1531 (1976).
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trolling stock in a supplier corporation.892 However, in McMil-
lan Mortg. Co. v. Commissioner,893 the Tax Court held that ex-
penditures for the acquisition of Federal National Mortgage
Association stock were deductible.894

Cost of goods sold includes any loss incurred on the dispo-
sition of stock in a supplier corporation acquired to assure the
availability of goods purchased for resale.895 In some cases, the
loss has been allowed as a deduction rather than being included
in cost of goods sold when it arose from worthlessness rather
than from sale.896 In other cases, a business deduction, rather
than an inclusion in cost of goods sold, has been allowed when
the loss arose from a sale.897 If the stock is acquired as an invest-
ment, any allowable loss is a capital loss and is not included in
cost of goods sold.898

e. Future Costs

Cost of goods sold does not include amounts representing
losses expected to be incurred when goods that are sold are re-
turned.899 Likewise, cost of goods sold does not include esti-
mates of additional work that might need to be done to make
inventory salable after quality testing is performed in the fol-
lowing year.900

f. Personal or Other Use

Cost of goods sold must be reduced by items withdrawn
for personal use by the taxpayer and related persons.901 It must
be reduced by the cost of items withdrawn from inventory and
distributed as free samples for promotional purposes.902 Adver-
tising expenses are discussed in IV.F., below.

Cost of goods sold must be reduced by the cost of items of
inventory that are seized by authorities as contraband.903 It must
be reduced by the cost of items never received by, and never
available for sale by, the taxpayer.904

892 Chalmers Liquor Co. v. Commissioner, 1 B.T.A. 49 (1924).
893 36 T.C. 924 (1961).
894 Id. at 933.
895 Clark v. Commissioner, 19 T.C. 48 (1952); W. Wine & Liquor Co. v.

Commissioner, 18 T.C. 1090 (1952); Kalil v. Commissioner, 17 T.C.M. 342
(1958), aff’d on other issues, 271 F.2d 550 (5th Cir. 1959); Flom v. Hofferbert,
56-1 USTC ¶ 9236 (D. Md. 1955); Hogg v. Allen, 105 F. Supp. 12, 21 (M.D.
Ga. 1952), aff’d, 214 F.2d 640 (5th Cir. 1954).

896 E.g., Tulane Hardwood Lumber Co. v. Commissioner, 24 T.C. 1146
(1955); Hagan v. United States, 221 F. Supp. 248 (W.D. Ark. 1963); Smith &
Welton v. United States, 164 F. Supp. 605 (E.D. Va. 1958); Todd v. United
States, 57-1 USTC ¶ 9389 (N.D. Ga. 1957); Planters Exch., Inc. v. United
States, 57-1 USTC ¶ 9565 (N.D. Fla. 1957).

897 Weather-Seal, Inc. v. Commissioner, 22 T.C.M. 471 (1963); Journal Co.
v. United States, 195 F. Supp. 434 (E.D. Wis. 1961).

898 Gulftex Drug. Co. v. Commissioner, 261 F.2d 238 (5th Cir. 1958), aff’g
per curiam 29 T.C. 118 (1957); McGhee Upholstery Co. v. Commissioner, 12
T.C.M. 1455 (1953). See Rev. Rul. 58-40, 1958-1 C.B. 275, suspended, Notice
87-68, 1987-2 C.B. 378.

899 Miller v. Commissioner, 8 B.T.A. 566 (1927), modified in part on other
issues, 10 B.T.A. 383 (1928).

900 Nat’l Fireworks, Inc. v. Commissioner, 15 T.C.M. 1 (1956), aff’d on
other issues, 243 F.2d 295 (1st Cir. 1957).

901 Tucker v. Commissioner, 39 T.C.M. 463 (1979); Calamaras v. Commis-
sioner, 19 T.C.M. 1045 (1960).

902 Durovic v. Commissioner, 487 F.2d 36 (7th Cir. 1973), cert. denied, 417
U.S. 919 (1974), aff’g in part, rev’g in part and rem’g in part 54 T.C. 1364
(1970), on remand, 65 T.C. 480 (1975), aff’d, 542 F.2d 1328 (7th Cir. 1976).

903 Fuller v. Commissioner, 20 T.C. 308 (1953), aff’d on other issues, 213
F.2d 102 (10th Cir. 1954).

904 Spenger v. United States, 167 F. Supp. 641 (N.D. Cal. 1958).

g. Consignments and Holdbacks

Cost of goods sold does not include the cost or value of
items placed with the taxpayer on consignment, because the
taxpayer does not own those items and cannot hold them for re-
sale.905 It does not include holdback charges that a manufacturer
includes in the invoice price to its dealers but that is not paid
and is not expected to be paid.906

3. Inventory Adjustments

Cost of goods sold must be computed by taking into ac-
count opening and closing inventories.907 Permissible methods
of computing inventories are discussed in 578 T.M., Invento-
ries: General Principles; LIFO Method.

If the taxpayer does not have inventories because it resells
goods as soon as it acquires them, a proportionate method of
computing cost of goods sold is used,908 unless inventories can
be computed.909 In Am. Indus. Corp. v. Commissioner,910 the
court upheld a method by which the taxpayer’s sales for a
three-year period were divided by the cost of the goods ac-
quired for resale, and the resulting fraction was multiplied by
each year’s sales to determine each year’s cost of goods sold.911

A similar method has been used when the taxpayer’s receipts
have been destroyed and there is a relatively constant ratio be-
tween gross receipts and cost.912

4. Excise Taxes

A taxpayer may claim as part of its cost of goods sold
(COGS) only that excise tax which it actually paid or incurred.
Thus, the amount of fuel excise tax includible in the taxpayer’s
COGS is reduced by the amount of tax credits that the taxpayer
claims and receives under §6426(b) and §6426(c).913

5. Proof

Unless the taxpayer proves otherwise, the IRS’ computa-
tion of initial opening inventory is used in determining cost of
goods sold.914 So, too, is the IRS’ determination of cost of goods
sold.915

905 Stoller v. United States, 320 F.2d 340 (Ct. Cl. 1963).
906 Rev. Rul. 72-326, 1972-2 C.B. 30.
907 Reg. §1.162-1(a).
908 Am. Indus. Corp. v. Commissioner, 20 B.T.A. 188 (1930).
909 See McGinnis v. Commissioner, 4 B.T.A. 209 (1926).
910 20 B.T.A. 188 (1930).
911 Id. at 199.
912 See Banks v. Commissioner, 42 T.C.M. 1016 (1981).
913 Growmark, Inc. v. Commissioner, 160 T.C. No. 11, 2023 BL 166729

(May 16, 2023).
914 See Zeropack Co. v. Commissioner, 47 T.C.M. 181 (1983), aff’d in un-

pub. opin. (4th Cir. 1985).
915 See Winer v. Commissioner, 371 F.2d 684 (1st Cir. 1967), aff’g Winer

Enters. v. Commissioner, 25 T.C.M. 525 (1966); Estate of Sperling v. Commis-
sioner, 341 F.2d 201 (2d Cir. 1965), cert. denied, 382 U.S. 827 (1965), aff’g
22 T.C.M. 1301 (1963); Billwiller v. Commissioner, 11 B.T.A. 841 (1928),
aff’d per curiam, 31 F.2d 286 (2d Cir. 1929), cert. denied, 279 U.S. 866 (1929);
Mosko v. Commissioner, 52 T.C.M. 520 (1986); Woodbury v. Commissioner,
14 T.C.M. 191 (1955), aff’d per curiam on other issues, 231 F.2d 121 (3d Cir.
1956).
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C. Renting Expenses

1. In General

A deduction for rental expenses is specifically allowed by
§162.916 Thus, a professional musician is permitted to deduct
recording studio rental fees.917 Rent paid in connection with in-
vestments is deductible under §212 if it is paid or incurred to
produce or collect income or for the management, conservation
or maintenance of property held for the production of income.918

Thus, rents paid for safe deposit boxes used to keep prop-
erty that produces income or evidence of the ownership of such
property are deductible under §212.919 But rents paid for safe
deposit boxes used to keep jewelry and other items of personal
use are not deductible.920

Additionally, the COVID-related Tax Relief Act921 pro-
vides that otherwise deductible rent payments will not be de-
nied a deduction merely because they are paid using nontaxable
proceeds of a forgiven Paycheck Protection Loan (PPP loan)922

if, among other requirements,923 the rent payment is for a cov-
ered rent obligation, which is an obligation under a leasing
agreement in force before February 15, 2020.924

Under §162, the rental or other payment must be made as
a condition to the continued use or possession, for the purposes
of the trade or business, of property to which the taxpayer has
not taken or is not taking title or in which he has no equity.925

Thus, in Med. Collection Corp. v. Commissioner,926 the Tax
Court held that no deduction was allowed for amounts paid by a
corporation to its president that were denominated rent but that
were based on the payee’s mortgage payments and taxes be-
cause the corporation had no profit motive in making the pay-
ments.927 In Khinda v. Commissioner,928 the IRS disputed rent
deductions as not being ordinary and necessary for an apart-
ment it considered as too large for the taxpayer’s consulting
business and which it suspected was the taxpayer’s residence.
The court chose to accept the taxpayer’s claim of an office, per-
haps because the IRS had already denied a mortgage interest

916 §162(a)(3).
917 Genck v. Commissioner, 75 T.C.M. 1984 (1998).
918 Reg. §1.212-1(g). E.g., Wiesler v. Commissioner, 6 T.C. 1148 (1946),

aff’d on other issues, 161 F.2d 997 (6th Cir. 1947), cert. denied, 332 U.S. 842
(1947), acq., 1948-1 C.B. 3.

919 Kelly v. Commissioner, 23 T.C. 682 (1955), aff’d on other issues, 228
F.2d 512 (7th Cir. 1956), acq., 1955-1 C.B. 15; Fry v. Commissioner, 5 T.C.
1058 (1945), acq., 1954-1 C.B. 4; Imhoff v. Commissioner, 39 T.C.M. 978
(1980), aff’d in unpub. opin. (3d Cir. 1982), cert. denied, 459 U.S. 1203 (1983).

920 Reg. §1.212-1(f).
921 Pub. L. No. 116-260, Div. N, Title II, Subtitle B, §276 (amending §7A(i)

of the Small Business Act), applicable to tax years ending after March 27,
2020.

922 An “original PPP loan” is a PPP loan made during the covered period
beginning on February 15, 2020, and ending on December 31, 2020. See
CARES Act, Pub. L. No. 116-136, §1102(a)(2) (Mar. 27, 2020); Paycheck
Protection Program Flexibility Act of 2020, Pub. L. No. 116-142, §3 (June 5,
2020).

923 For a complete discussion of Rev. Proc. 2021-20, see 536 T.M., Interest
Expense Deductions.

924 CARES Act, Pub. L. No. 116-136, §1102(a)(4) (Mar. 27, 2020).
925 §162(a)(3).
926 36 T.C.M. 1074 (1977).
927 Med. Collection Corp. v. Commissioner at 1080.
928 T.C. Summ. Op. 2017-32.

deduction on the apartment because it claimed it was not the
taxpayer’s qualified residence. The court, however, found that
the “rent” payments were in reality mortgage payments, and a
portion of the payments was nondeductible loan principal. The
court did allow deduction of the portion of the payments relat-
ing to interest as a trade or business expense.

2. Lease Acquisition Expenditures

Expenditures for the acquisition of a lease are deducted
proportionately over the term of the lease.929 For this purpose,
the term of the lease includes all renewal options, and any other
period for which the parties reasonably expect the lease to be
renewed, if less than 75% of the cost is attributable to the pe-
riod of the term of the lease remaining on its acquisition.930 In
determining the period of the term of the lease remaining on its
acquisition, any period for which the lease may subsequently be
renewed, extended, or continued pursuant to an option exercis-
able by the lessee is not taken into account.931 Lease acquisition
expenditures are discussed in 593 T.M., Real Estate Leases.

3. Nature of Payments

Deductible rental payments include not only direct rents,
but rents paid in kind by paying for improvements that are
made to the lessor’s property and that are intended to be credit-
ed against rents otherwise due.932 Rental payments include tax-
es paid to or for a lessor by the taxpayer with respect to rent-
ed trade or business property,933 provided the lessee is obligated
under the lease to make the payments.934

Advance rents are deductible for the tax years to which
they relate.935 If they relate to the entire lease, they are deducted
ratably over the lease term.936 Lease bonuses paid to the lessor
are deducted ratably over the lease term.937

Rentals, advance rents, and lease bonuses are discussed in
593 T.M., Real Estate Leases.

4. Reasonableness

Rents that exceed the amount that would be charged in an
arm’s-length transaction are not deductible under §162 or §212
because they are not ordinary and necessary.938 The question is
one of fact.939 Excessive rentals are a significant factor in deter-
mining that the transaction is in substance a purchase, making

929 Reg. §1.162-11(a). See, e.g., Renwick v. United States, 87 F.2d 123 (7th
Cir. 1936) (long-term lease); 550 Park Ave. Corp. v. Commissioner, 20 B.T.A.
288 (1930) (short-term lease).

930 §178(a).
931 §178(b).
932 Your Health Club, Inc. v. Commissioner, 4 T.C. 385 (1944).
933 Reg. §1.162-11(a). See Metro. Co. v. United States, 176 F. Supp. 195

(W.D. Ohio 1959).
934 See Robinson v. Commissioner, 53 F.2d 810 (8th Cir. 1931), aff’g 18

B.T.A. 703 (1930).
935 See, e.g., McColl v. Commissioner, 10 B.T.A.M. 126 (1941).
936 See, e.g., Sw. Hotel Co. v. United States, 115 F.2d 686 (5th Cir. 1940),

aff’g 40-1 USTC ¶ 9414 (W.D. Tex. 1940).
937 E.g., Saks & Co. v. Commissioner, 20 B.T.A. 1151 (1930).
938 Reg. §1.212-1(d). See, e.g., Midland Ford Tractor Co. v. Commissioner,

277 F.2d 111 (8th Cir. 1960), aff’g 17 T.C.M. 1060 (1958); Utter McKinley
Mortuaries v. Commissioner, 225 F.2d 870 (9th Cir. 1955), aff’g 12 T.C.M.
814 (1953); Stanwick’s Inc. v. Commissioner, 15 T.C. 556 (1950), aff’d per
curiam, 190 F.2d 84 (4th Cir. 1951).

939 E.g., Consol. Apparel Co. v. Commissioner, 207 F.2d 580 (7th Cir.
1953), aff’g in part and rev’g in part 17 T.C. 1570 (1952).
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all of the payments nondeductible as §162 or §212 rental ex-
penses.940 The reasonableness of rental payments is discussed in
593 T.M., Real Estate Leases.

5. Existence of Lease

Payments are not deductible as rental expenses if there is
in substance no lease and the payments are in fact payments to-
wards the purchase price of the property.941 The question is one
of fact,942 but the intent of the parties is usually the controlling
factor.943

Payments are not deductible as rental expenses if there is
in substance a financing structured as a sale-leaseback and the
payments are in fact repayments of the amount borrowed.944

The question is one of fact.945

The treatment of disguised purchases and disguised fi-
nancing devices is discussed in 593 T.M., Real Estate Leases.

6. Leasehold Improvements

The cost of making improvements on the rented property,
including the cost of constructing buildings, must be capital-
ized and is not deductible as a rental expense under §162 or
§212.946 A leasehold improvement, whether owned by the lessor
or the lessee, must be depreciated by applying the depreciation
rules of §168, including any additional first-year depreciation
(bonus depreciation) deductions,947 even if the lease term is sub-
stantially shorter than the recovery period over which the cost
of the improvement is deducted.948 Upon termination of a lease,
either the lessor, in the case of a lessor-owned improvement,949

or the lessee, in the case of a lessee-owned improvement950 can
claim a loss deduction with respect to the remaining undepre-
ciated basis of any improvement that is irrevocably disposed
of or abandoned, but any compensation from the lessor to the
lessee for the improvements reduces the lessee’s loss.

Leasehold improvements are discussed in 593 T.M., Real
Estate Leases. Depreciation of leasehold improvements is dis-
cussed in 531 T.M., Depreciation: MACRS and ACRS.

7. Lease Cancellation Payments

Amounts paid by a lessee to obtain the lessor’s agreement
to terminate the lease are deducted in the year paid or ac-
crued.951 In addition, the lessee is allowed to deduct any remain-

940 E.g., J. Strickland & Co. v. United States, 352 F.2d 1016 (6th Cir. 1965),
vac’g and rem’g 64-2 USTC ¶ 9545 (W.D. Tenn. 1964).

941 §162(a)(3). E.g., Foyt v. United States, 561 F.2d 599 (5th Cir. 1977).
942 E.g., Daniel v. Commissioner, 37 T.C.M. 1180 (1978).
943 E.g., WBSR, Inc. v. Commissioner, 30 T.C. 747 (1958); Smith v. Com-

missioner, 35 T.C.M. 512 (1976); Rev. Rul. 55-540, 1955-2 C.B. 39.
944 E.g., Perry v. United States, 520 F.2d 235 (4th Cir. 1975), cert. denied,

423 U.S. 1052 (1976), rev’g 376 F. Supp. 15 (E.D. N.C. 1974); Wiles v. Com-
missioner, 59 T.C. 289 (1972), aff’d, 491 F.2d 1406 (5th Cir. 1974); Rev. Rul.
72-543, 1972-2 C.B. 87.

945 Frank Lyon Co. v. United States, 435 U.S. 561 (1978).
946 §263. See Reg. §1.162-11(b). See also Reg. §1.212-1(n). See e.g., Nel-

son v. Commissioner, 184 F.2d 649 (8th Cir. 1950), aff’g 8 T.C.M. 942 (1949);
Brown v. Commissioner, T.C. Memo 1979-434; Nat’l City Bank of Seattle v.
United States, 64 Ct. Cl. 236 (1927).

947 See, e.g., §168(k), §168(m), §168(n). For a detailed discussion of bonus
depreciation, see 532 T.M., First-Year Expensing and Additional Depreciation.

948 §168(i)(8)(A).
949 See §168(i)(8)(B).
950 See Glazer Steel Corp. v. United States, 388 F.2d 990 (Ct. Cl. 1967).

ing unamortized or undepreciated basis in improvements made
by the lessee.952 Likewise, any remaining un-amortized lease-
hold acquisition costs are deductible when the lease is can-
celed.953 If the lessee abandons the leased property but con-
tinues to make the rental payments, those payments are de-
ductible.954

Note: A lessor must capitalize amounts paid to the lessee
to terminate a lease of real or tangible personal property be-
tween the taxpayer and the lessee.955 Presumably this principle
is not inconsistent with the principle permitting a lessee to
deduct in the year of payment or accrual the payment to obtain
the lessor’s agreement to terminate a lease.

However, no deduction is allowed if the purpose of the
cancellation is to acquire a lease on newer or better property
from the same lessor under circumstances demonstrating that
the cancelled lease was not unprofitable but simply less finan-
cially advantageous than the new lease,956 but under the capital-
ization regulations a $5,000 de minimis exception applies in the
case of amounts paid to create, originate, enter into, renew or
renegotiate property rental rights.957 The same reasoning applies
if the cancellation is conditioned on acquisition of new proper-
ty.958 In both situations, the lease termination payment must be
capitalized and can be amortized over the new lease.

In Union Carbide Foreign Sales Corp. v. Commissioner,959

the Tax Court held that a lessee that paid to acquire depreciable
property that it had been leasing, pursuant to a purchase option
provided in the lease agreement, had to allocate the acquisition
price entirely to its basis in the acquired property, and could
not deduct any portion thereof as a lease termination payment.
The Supreme Court has held likewise, but declined to opine
on whether the outcome would have been different if there had
been proof of excessive purchase price and proof that the rent
under the lease was excessive.960 The Sixth Circuit, on the oth-
er hand, disagrees with Union Carbide and has held repeated-
ly that where the rent payments under the lease are excessive,
the excess of the amount paid by the lessee-purchaser to ac-
quire the property over the fair market value of the property is
attributable to buying out the onerous lease and, thus, may be
deducted by the lessee-purchaser.961 The capitalization require-
ment is discussed in 509 T.M., Principles of Capitalization.

No deduction for unamortized leasehold acquisition costs
or for unamortized or undepreciated basis in improvements
made by the lessee is allowable under §162 or §212 merely be-
cause the lessee has an option to cancel the lease that has not

951 E.g., Denholm & McKay v. Commissioner, 2 B.T.A. 444 (1925); Rev.
Rul. 69-511, 1969-2 C.B. 24.

952 E.g., Cassatt v. Commissioner, 137 F.2d 745 (3d Cir. 1943), aff’g 47
B.T.A. 400 (1942); Coffey v. Commissioner, 21 B.T.A. 1242 (1931); Strauss
v. United States, 199 F. Supp. 845 (W.D. La. 1961).

953 Guelph Hotel Corp. v. Commissioner, 7 B.T.A. 1043 (1927).
954 Stern Bros. v. Commissioner, 13 B.T.A. 1192 (1928).
955 Reg. §1.263(a)-4(d)(7)(i)(A).
956 U.S. Bancorp v. Commissioner, 111 T.C. 231 (1998).
957 See Reg. §1.263(a)-4(d)(6).
958 PLR 9607016.
959 115 T.C. 423 (2000).
960 Millinery Ctr. Bldg. Corp. v. Commissioner, 350 U.S. 456 (1956), aff’g

221 F.2d 322 (2d Cir. 1955).
961 ABC Beverage Corp. v. United States, No. 13-01701, 2014 BL 164462

(6th Cir. June 13, 2014); Cleveland Allerton Hotel, Inc. v. Commissioner, 166
F.2d 805 (6th Cir. 1948).
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been exercised.962 Nor does lease modification justify the de-
ductions.963 Even if the lessee is not allowed to deduct the cost
of acquiring leased land on which the lessee has constructed a
building, it can amortize the portion of the purchase price allo-
cable to the building.964

The tax consequences of transfers of lease interests are dis-
cussed in 593 T.M., Real Estate Leases.

D. Repairs

1. In General

a. Limitations

A taxpayer may deduct amounts paid for repairs and main-
tenance to tangible property if the amounts paid are not other-
wise required to be capitalized as improvements.965 The same
principle applies to repairs to property held for the production
of income.966

Observation: The temporary regulation providing this
principle is generally applicable to tax years beginning Jan. 1,
2014 through Dec. 23, 2014. However, taxpayers may elect to
apply this temporary regulation beginning Jan. 1, 2012.967 The
previous regulation provided that incidental repairs to property
were deductible if their cost neither materially added to the val-
ue of the property nor appreciably prolonged its life.

The IRS has ruled that deduction is not foreclosed merely
because there is some future benefit.968 The IRS advises its ex-
aminers that the cost of fire protection, air phone and ground
proximity warning system equipment added to an aircraft
should be capitalized rather than deducted as repairs.969

An expenditure is treated as an improvement, which gen-
erally must be capitalized, if it is paid for activities performed
after the property is placed in service by the taxpayer and caus-
es a betterment or restoration of the property, or adapts it to
a new or different use, applying the framework provided in
the regulations.970 The capitalization requirement is discussed in
509 T.M., Principles of Capitalization.

b. Effect of Depreciation and Amortization

It does not matter that the property being repaired has been
fully depreciated through tax deductions claimed in previous
years.971 It does not matter that in a particular year the total
repair expenditures exceed the annual average.972 In Rev. Rul.
69-119,973 the IRS ruled that repairs to four times as many rail-

962 Frederick Fox & Co. v. Commissioner, 19 B.T.A. 232 (1930).
963 Spokane Office Supply Co. v. Commissioner, 8 B.T.A.M. 337 (1939).
964 Millinery Ctr. Bldg. Corp. v. Commissioner, 350 U.S. 456 (1956), aff’g

221 F.2d 322 (2d Cir. 1955).
965 Reg. §1.162-4(a).
966 §212(2); Reg. §1.212-1(n).
967 Reg. §1.162-4(c); Announcement 2013-7, 2013-3 I.R.B. 308.
968 See Rev. Rul. 94-12, 1994-1 C.B. 36 (analyzing impact of INDOPCO,

Inc. v. Commissioner, 503 U.S. 79 (1992)).
969 FSA 200202026.
970 Reg. §1.263(a)-3, T.D. 9636, 78 Fed. Reg. 57685 (9/19/13), applicable

to tax years beginning on or after Jan. 1, 2014 (or, at the taxpayer’s option, Jan.
1, 2012).

971 E.g., Clark v. Commissioner, 25 T.C.M. 118 (1966).
972 Henderson Cotton Mills v. Commissioner, 4 B.T.A. 1212 (1926).
973 1969-1 C.B. 141.

road cars as were usually repaired in a year were deductible un-
der §162 because they did not increase the fair market value
of the cars or extend the useful life of the cars.974 In a ruling
that involved the impact of particular methods of cost recovery
generally no longer in use, the IRS ruled that it did not matter
whether the property was depreciated over its normal expected
useful life or amortized as emergency facilities.975

Observation: Similar reasoning should lead to the conclu-
sion that it does not matter whether the property is being depre-
ciated under §167, pre-1986 TRA §168, or §168 as currently in
effect. It also supports the conclusion that it does not matter if
a straight-line or alternative depreciation system election is in
effect.

c. Recently Acquired Property

A repair deduction is not precluded merely because the
property has been recently acquired.976 Thus, in Osage S.S. Co.
v. Commissioner,977 the court held that repairs made to a vessel
shortly after its acquisition to keep it in good operating condi-
tion were deductible.978 However, the expenditures must be cap-
italized if they prepare the property for a new use,979 recondi-
tion the property,980 are made pursuant to an obligation under
the purchase contract,981 or if the property is not suitable for any
use when it is acquired.982

2. Expenditure Required

No deduction is allowed for the estimated cost of repairs
that have not been made.983 No deduction is allowed for the val-
ue of the taxpayer’s own labor in making the repairs.984

3. Timing of Deduction

The cost of repair parts purchased in one year but not used
until the following year is deductible in the year that the ex-
pense is paid or accrued.985 If, however, the taxpayer is not
billed and does not know the price of the repairs or parts until a
subsequent tax year, the deduction is allowable in the year the
bill is paid or received, and the taxpayer is not precluded from
claiming the deduction merely because the deduction was not
claimed in the year the repairs were made.986

974 Id.
975 Rev. Rul. 54-578, 1954-2 C.B. 84.
976 E.g., Mills v. Commissioner, 4 T.C.M. 863 (1945).
977 3 B.T.A. 141 (1925).
978 Id. at 143.
979 E.g., H.S. Crocker Co. v. Commissioner, 15 B.T.A. 175 (1929); Allen v.

Commissioner, 2 B.T.A. 1313 (1925).
980 E.g., L.A. Wells Constr. Co. v. Commissioner, 46 B.T.A. 302 (1942),

aff’d, 134 F.2d 623 (6th Cir. 1943).
981 H. Wilensky & Sons Co. v. Commissioner, 7 B.T.A. 693 (1927).
982 E.g., Coca-Cola Bottling Works of Pittsburgh v. Commissioner, 19

B.T.A. 1055 (1930).
983 Fed. Plate Glass Co. v. Commissioner, 6 B.T.A. 351 (1927).
984 Clark v. Commissioner, 25 T.C.M. 118 (1966).
985 Claussner Hosiery Co. v. Commissioner, 9 T.C.M. 891 (1950).
986 Estate of Bryan v. Commissioner, 22 T.C.M. 864 (1963), aff’d in part

and rev’d in part on other issues, 364 F.2d 751 (4th Cir. 1966).
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4. Obligation to Make Repair

No deduction is allowed if the taxpayer is not obligated to
make the repair.987 In Estate of Walling v. Commissioner,988 the
Third Circuit, reversing the Tax Court, held that the taxpayer
was allowed to deduct the cost of repairs to business property
that the taxpayer had contracted to sell, because the contract re-
quired the delivery of the property in good condition.989

5. Type of Expenditures

For a list of expenditures for which the §162 repair deduc-
tion has been allowed, and capitalization was not required, see
Worksheet 2.

Note: The distinction between repairs and capital expendi-
tures with respect to environmental clean-up costs is discussed
in V.O., below.

E. Payments for Insurance Coverage

1. In General

Generally, premiums on insurance policies providing pro-
tection from losses to trade or business property from fire,
storm, theft, accident or similar calamities are deductible if
paid or incurred in carrying on the trade or business.990 The
same principle applies to premiums on insurance policies pro-
viding such protection for property held for the production of
income.991

No deduction is allowed if the taxpayer acquires an asset
that is transferable or refundable992 or if the insurance relates to
a period of construction.993 Thus, in Commissioner v. Lincoln
Savings & Loan Ass’n,994 the Supreme Court held that payment
to the Federal Savings and Loan Insurance Corporation of an
additional premium required by §404(d) of the National Hous-
ing Act995 created a separate and distinct asset that could be
transferred or recovered on liquidation and, thus, was a capi-
tal expenditure that was not deductible.996 The same result ap-
plies to subordinated loan certificates purchased by a physi-
cian to fund a physician-owned medical malpractice insurance
exchange, because the certificate is a refundable asset.997 The
Eighth Circuit has held that insurance premiums paid for black
lung disability coverage are not deductible in the year paid be-
cause they produced significant benefits extending beyond the
tax year, even though no separate and distinct asset was cre-
ated.998 The capitalization limitation is discussed in 509 T.M.,
Principles of Capitalization.

987 Wood v. Commissioner, 14 T.C.M. 1156 (1955), aff’d in part and rev’d
in part on other issues, 245 F.2d 888 (5th Cir. 1957).

988 373 F.2d 190 (3d Cir. 1967), rev’g 45 T.C. 111 (1965).
989 373 F.2d at 193.
990 Reg. §1.162-1(a).
991 §212(2); Reg. §1.212-1(g). E.g., Higgins v. United States, 75 F. Supp.

252 (Ct. Cl. 1948); Hartford v. United States, 265 F. Supp. 86 (W.D. Wis.
1967).

992 §263.
993 §263A; Columbia Theatre Co. v. Commissioner, 3 B.T.A. 622 (1926).
994 403 U.S. 345 (1971), rev’g 422 F.2d 90 (9th Cir. 1970), rev’g 51 T.C.

82 (1968); Rev. Rul. 66-49, 1966-1 C.B. 36, amplified by Rev. Rul. 72-366,
1972-2 C.B. 91, amplified on another issue, Rev. Rul. 74-371, 1974-2 C.B. 44.

995 12 U.S.C. §1701 through §1748 (1991).
996 403 U.S. at 354.
997 Herman v. Commissioner, 84 T.C. 120 (1985).

Comment: In TAM 200517030, which involved a pay-
ment by an insurance company, in contrast to payments of in-
surance premiums to an insurance company, the IRS distin-
guished Lincoln Savings and concluded that an insurance com-
pany was allowed to deduct a nonrefundable initial assessment
payment to a state catastrophic loss fund set up after a previ-
ous catastrophe. The insurance company was required either to
make the payment or provide coverage for losses caused by a
catastrophe. The IRS noted that the payment was not refund-
able, the insurance company did not obtain any transferable in-
terest in the fund, no separate account for the insurance com-
pany was maintained by the fund, no interest was credited to
the insurance company for the amount paid to the fund and the
insurance company did not acquire an asset or create a signifi-
cant future benefit by making the payment. It would not be un-
reasonable to consider the payment as equivalent to a business
license fee.

2. Connection with Trade or Business

a. In General

Insurance premiums and payments in the nature of insur-
ance premiums are not deductible under §162 unless there is a
direct relationship between the payment and the trade or busi-
ness and unless there is an expectation of benefit to the tax-
payer in the event the contingency being insured occurs.999 No
deduction under §162 is allowed for insurance with respect
to property that is not used in a trade or business,1000 such as
a building no longer used in the trade or business that was
held for sale.1001 No deduction is allowed for payment of un-
employment insurance made by a corporation seven days after
its dissolution resolution was adopted.1002 Premiums for work-
ers’ compensation insurance purchased by a self-employed tax-
payer are connected with the taxpayer’s business if potential
customers have a policy requiring independent contractors with
whom they deal to have such insurance coverage.1003

b. Health-Related Policies

Premiums paid for health and accident insurance are not
deductible under §162 because there is no direct connection to
the carrying on of a trade or business.1004 No deduction for pro-
fessional overhead disability coverage is allowed if the policy

998 Black Hills Corp. v. Commissioner, 73 F.3d 799 (8th Cir. 1996), aff’g
102 T.C. 505 (1994), supplementing 101 T.C. 173 (1993).

999 Kessler v. Commissioner, 49 T.C.M. 1565 (1985); see, e.g., CCA
202053010 (premiums paid toward policy regarding conservation easement are
not deductible under §162; the reimbursable claims under the policy are unre-
lated to any purported trade or business activities of taxpayer; taxpayer is en-
titled to payment for amounts calculated with reference to the disallowed con-
servation easement deduction, whether or not taxpayer incurs any expenses re-
lated to any trade or business). See also CCA 202050015 (cost of tax insur-
ance premiums for insurance policy that would have reimbursed partners for
reduction of claimed tax benefits was not sufficiently related to partnership’s
income-producing activities to support deduction under §162 or §212).

1000 Edgar v. Commissioner, 39 T.C.M. 816 (1979).
1001 Lenington v. Commissioner, 25 T.C.M. 1350 (1966).
1002 Gossman v. Glenn, 91 F. Supp. 1005 (W.D. Ky. 1950), aff’d per curi-

am, 191 F.2d 856 (6th Cir. 1951).
1003 See Otten v. Commissioner, 68 T.C.M. 1342 (1994).
1004 Egner v. Commissioner, 48 T.C.M. 1041 (1984); Smith v. Commis-

sioner, 41 T.C.M. 425 (1980); Andrews v. Commissioner, 29 T.C.M. 93
(1970).
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provides coverage regardless of whether business expenses are
incurred during the period of disability.1005

Note: The premiums might be deductible under §213 as a
medical expense. The medical expense deduction is discussed
in 513 T.M., Family and Household Transactions.

No deduction is allowed for health insurance paid by a tax-
payer who is in the trade or business of selling his own blood.1006

c. Life Insurance

The IRS has ruled that a corporation may not deduct pre-
miums on life insurance on its shareholders’ lives to provide
funds for acquiring the shareholders’ stock when they die.1007

Premiums on the life of a corporate officer who is a shareholder
may, under appropriate circumstances, be treated as nonde-
ductible constructive dividends,1008 but the IRS has advised that
if the insurance proceeds are obligated solely for reacquisition
of corporate stock from the deceased shareholder, no construc-
tive dividend is deemed to exist with respect to the shareholder
or the other shareholders if their primary obligation to acquire
the stock is not relieved by the insurance.1009 The constructive
dividend result can also apply where the insurance is on the life
of a retired executive-shareholder,1010 and someone other than
the corporation is beneficiary.1011

In Whitaker v. Commissioner,1012 the Tax Court held that
§162 did not allow a deduction for life insurance premiums on
the life of a vendor required by a conditional sales contract with
the vendor.1013 1014 the Tax Court held that a cooperative was al-
lowed to deduct payments made to its patrons’ trust to support
a life insurance plan because the payments promoted the coop-
erative’s business.1015

The deductibility of life insurance premiums as trade or
business expenses is discussed in 386 T.M., Insurance-Related
Compensation. The limitations on the deductibility of life in-
surance premiums is discussed in 529 T.M., Income Taxation
of Life Insurance and Annuity Contracts.

d. Casualty Insurance

Fire insurance premiums paid by a personal holding com-
pany on property transferred to it from a shareholder who re-
serves a life estate in the property are not deductible because
the company is not carrying on any trade or business with re-
spect to the property.1016 Automobile insurance premiums paid
by a corporation are not deductible to the extent the vehicle is

1005 Blaess v. Commissioner, 28 T.C. 710 (1957); Ferris v. Commissioner,
51 T.C.M. 335 (1986); Masat v. Commissioner, 48 T.C.M. 317 (1984); Rev.
Rul. 70-394, 1970-2 C.B. 34; Rev. Rul. 58-480, 1958-2 C.B. 62.

1006 Green v. Commissioner, 74 T.C. 1229 (1980).
1007 Rev. Rul. 70-117, modified on other issues, Rev. Rul. 74-503. See FAA

20031501F (same).
1008 Whipple Chrysler-Plymouth v. Commissioner, 31 T.C.M. 230 (1972).
1009 FAA 20031501F.
1010 Whitcomb v. Commissioner, 81 T.C. 505 (1983), aff’d, 733 F.2d 191

(1st Cir. 1984).
1011 Champion Trophy Mfg. Corp. v. Commissioner, 31 T.C.M. 1236

(1972).
1012 34 T.C. 106 (1960).
1013 34 T.C. 106 at 110.
1014 68 T.C. 729 (1977).
1015 68 T.C. 729 at 742.
1016 Lone Pine Lawn Corp. v. Commissioner, 41 B.T.A. 638 (1940), aff’d,

121 F.2d 935 (2d Cir. 1941).

used by an employee for personal purposes.1017 Homeowners in-
surance premiums are not deductible even if trade or business
property is stored in the home and covered by the policy if the
amount of the premium is the same as it would be if the trade
or business property were not stored in the home.1018

3. Paid or Incurred

a. Self Insurance

No deduction is allowed for amounts that are merely set
aside by the taxpayer as reserves against future losses.1019 This
is so even if the funds are set aside to provide the taxpayer the
means to satisfy any liability that might arise from the operation
of the taxpayer’s trade or business.1020 This is so even if the re-
serve is mandated by state law.1021 A deduction is allowed when
an amount is paid to unrelated parties to compensate them for
losses caused by the taxpayer.1022

b. Payments to Related Parties

In Steer Tank Lines, Inc. v. United States,1023 the court held
that payments made to a related insurance company under an
insurance arrangement with that company were not deductible
because they were tantamount to self-insurance and did not
shift risk, even though the taxpayer did not have control of
the funds.1024 The same result applies to payments to a trust
formed by the taxpayer to pay its obligations under state worker
compensation statutes.1025 In Anesthesia Serv. Med. Group, Inc.
v. Commissioner,1026 the Ninth Circuit reached the same result
with respect to payments to a trust formed by the taxpayer be-
cause the taxpayer remained obligated on any liabilities in ex-
cess of the amounts in the trust, which prevented the shifting of
the loss.1027 The IRS has advised, though, that a deduction for
premium payments to an insurance company in which the tax-
payer held shares was not disallowed merely for that reason,
because risk shifted and the premiums were not refundable.1028

The IRS has ruled that self-insurance does not exist when
an insurer, owned by the same person who owns the insured,
participates in a reinsurance pool with independent insurers un-
related to the insurer and insured, receives premiums from the
insured, pays a percentage of the premiums to the pool, as-
sumes a quota share of premiums from the pool roughly equiv-
alent in dollar terms to the amount paid to the pool, is adequate-

1017 Blackwell v. Commissioner, 15 T.C.M. 962 (1956).
1018 Vesey v. Commissioner, 33 T.C.M. 697 (1974).
1019 L.A. Thompson Scenic R.R. Co. v. Commissioner, 2 B.T.A. 664

(1925); L.A. Thompson Scenic R.R. Co. v. Commissioner, 9 B.T.A. 1203
(1928); S.R. 2586, 1925 C.B. 227. See, e.g., F.W. Servs., Inc. v. Commissioner,
459 Fed. Appx. 389 (5th Cir. 2012) (unpub. opin.), aff’g T.C. Memo 2010-128
(self-insurance not insurance contract, premium not deductible).

1020 Pan-American Hyde Co. v. Commissioner, 1 B.T.A. 1249 (1925); Rev.
Rul. 57-485.

1021 Spring Canyon Coal Co. v. Commissioner, 43 F.2d 78 (10th Cir. 1930),
cert. denied, 284 U.S. 654 (1931), aff’g 13 B.T.A. 189 (1928).

1022 I.T. 1797, 1923 C.B. 100; O.D. 964, 1921 C.B. 118. See Rev. Rul.
82-95.

1023 76-2 USTC ¶ 9526 (N.D. Tex. 1976), aff’d, 577 F.2d 279 (5th Cir.
1978), cert. denied, 440 U.S. 946 (1979).

1024 Id.
1025 Rev. Rul. 82-95, 1982-1 C.B. 101.
1026 825 F.2d 241 (9th Cir. 1987), aff’g 85 T.C. 1031 (1985).
1027 825 F.2d at 242.
1028 TAM 199924001.
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ly capitalized, and has no guarantees of its obligations by an
related persons, thus causing the insurer to assume risks from
multiple independent policyholders with no single one of them
accounting for more than 15 percent of the total risks assumed
by the insurer.1029

No deduction is allowed for insurance premium payments
that are returned to the taxpayer, related parties or lenders from
whom the taxpayer borrowed to obtain funds with which to
make the payments, even though the transaction is structured as
reinsurance, if none of the provisions of the reinsurance agree-
ment are followed by the parties.1030

Note: The IRS has ruled that if premiums are paid to an
unrelated entity that insures only the taxpayer, there is no shift
in the risk of loss, nor is there a shift if the insurance is provided
by limited liability companies disregarded for tax purposes, but
there is the requisite shift if those limited liability companies
are treated as associations.1031 In contrast, the IRS has also ruled
that there is a shift in the risk of loss when a company, whose
only business consists of indemnity reinsurance contracts, and
whose main contract covered only risks of a single policyhold-
er, assumed sufficient risks under agreements with other insur-
ance companies causing the company to meet the requirement
of risk distribution as to each policyholder.1032

c. Payments to Captive Insurance Companies

(1) In General

Amounts paid to wholly owned subsidiaries or to a captive
parent for insurance coverage on the taxpayer are not de-
ductible where the risk has not shifted and the arrangement is,
in effect, self-insurance or a guaranteed investment contract.1033

It does not matter that the taxpayer cannot obtain insurance
from any other carrier1034 or that there is a business purpose in
structuring the insurance in this manner.1035

(2) Defective Subsidiary

In F.R. Johnson Prods. Co. v. Commissioner,1036 the Tax
Court held that payments made to a wholly owned insurance
company were not deductible because they were in substance
self-insurance, as reinforced by the fact that the insurance com-
pany was not properly organized under state law and the pay-
ments were deposited into personal savings accounts owned by
the taxpayer and employees.1037 Likewise, if the subsidiary is in-

1029 See PLR 201219009, PLR 201219010, PLR 201219011.
1030 Bail Bonds by Marvin Nelson, Inc. v. Commissioner, 51 T.C.M. 294

(1986), aff’d on other issues, 820 F.2d 1543 (9th Cir. 1987).
1031 Rev. Rul. 2005-40. See TAM 200816029 (analysis of whether risk-

shifting occurs in the partnership context and who in the partnership is the in-
sured).

1032 Rev. Rul. 2009-26. See PLR 201428006 (transaction similar to that de-
scribed in Rev. Rul. 2009-26).

1033 Humana Inc. v. Commissioner, 881 F.2d 247 (6th Cir. 1989), aff’g in
part and rev’g in part 88 T.C. 197 (1987); Kurt Orban Co. v. Commissioner, 54
T.C.M. 861 (1987); CCA 200130032, CCA 201533011 (policies actually de-
signed as guaranteed investment contracts, thus no risk shifted to insurer).

1034 Stearns-Rogers Corp. v. United States, 774 F.2d 414 (10th Cir. 1985),
aff’g 577 F. Supp. 833 (D. Colo. 1984).

1035 Mobil Oil Corp. v. United States, 8 Cl. Ct. 555 (1985).
1036 43 T.C.M. 705 (1982).
1037 43 T.C.M. 705, 718 (1982).

adequately capitalized, the conclusion that the taxpayer’s pay-
ments are tantamount to self-insurance is inescapable.1038

(3) Risk of Loss Shift

If the risk of loss shifts to the captive insurance company
and it has independent economic existence, the taxpayer is al-
lowed to deduct the insurance premium.1039 These factors are
evident if the captive company shifts and redistributes risk by
underwriting the risks of unrelated parties and engages in the
insurance business in the commonly accepted sense.1040 In Kid-
de Indus. v. United States,1041 the Court of Claims allowed a
deduction for captive insurance for its subsidiaries but not for
captive insurance for its divisions because there was no risk
shifting with respect to the divisions. In CCA 200442031, the
IRS Chief Counsel’s Office advised that an arrangement be-
tween a disregarded single-member LLC and its captive insur-
ance company did not shift the risk of loss because the parties
were considered to be one entity.

Amounts paid for insurance by the taxpayer to the wholly
owned subsidiary of its parent are deductible if the risk shifts
to the insurance subsidiary and the taxpayer is a separate and
distinct corporate entity.1042 The Sixth Circuit disallowed deduc-
tions for premiums paid by subsidiaries to affiliated captive in-
surance companies and charged back by the parent company,
reasoning that the undercapitalized foreign insurance captive,
propped up by guarantees of the parent corporation, was essen-
tially a sham corporation.1043 In FSA 200029010, the IRS Chief
Counsel’s Office advised that it would cease challenging de-
ductions for insurance premiums paid to captive insurance sub-
sidiaries by sibling subsidiaries, observing that several courts
had held such premiums deductible except where the captive
insurance subsidiary is a sham, as in Malone & Hyde. Factors
to be considered in determining whether a captive insurance
subsidiary is a sham include whether the parent company guar-
antees its performance, whether there are true hazards, whether
the premiums are based on commercial rates, whether the cap-
tive insurance company is thinly capitalized, whether the cap-
tive insurance company is loosely regulated by local insurance
authorities, such as might be the case in a foreign country,

1038 Beech Aircraft Corp. v. United States, 797 F.2d 920 (10th Cir. 1986),
aff’g 84-2 USTC ¶ 9803 (D. Kan. 1984).

1039 Ocean Drilling & Exp. Co. v. United States, 24 Cl. Ct. 714 (1991),
aff’d, 988 F.2d 1135 (Fed. Cir. 1993); Crawford Fitting Co. v. United States,
606 F. Supp. 136 (N.D. Ohio 1985). See also Rent-A-Center, Inc. v. Com-
missioner, 142 T.C. 1 (2014) (payments from parent company’s wholly owned
subsidiaries to an insurance company also wholly owned by parent deductible
as insurance expenses); Securitas Holdings, Inc. v. Commissioner, T.C. Memo
2014-225 (insurance payments from brother-sister companies to wholly owned
captive insurer are deductible business expenses because captive insurance
arrangement shifted and distributed risks, and constituted insurance in the com-
monly accepted sense); CCA 201533011 (no risk of loss shifted to captive in-
surance company because loss amounts were certain to occur and, in fact, had
already been partially incurred at time policy terms were finalized).

1040 Sears, Roebuck & Co. v. Commissioner, 96 T.C. 61 (1991), aff’d, 972
F.2d 858 (7th Cir. 1992), modified on other issues, 96 T.C. 671 (1991); Harper
Grp. v. Commissioner, 96 T.C. 45 (1991), aff’d, 979 F.2d 1341 (9th Cir. 1992).

1041 40 Fed. Cl. 42 (1997).
1042 Humana Inc. v. Commissioner, 881 F.2d 247 (6th Cir. 1989), aff’g

in part and rev’g in part 88 T.C. 197 (1987). See FSA 200043012; FSA
200043011; FSA 200043008.

1043 Malone & Hyde, Inc. v. Commissioner, 62 F.3d 835 (6th Cir. 1995).
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and whether the captive’s business operations are kept separate
from the parent’s.

In March 2014, the Tax Court held, in Rent-A-Center,
Inc. v. Commissioner,1044 that premiums paid by a company’s
subsidiaries to its wholly owned insurance company were de-
ductible as a business expense. The decision is contrary to the
IRS’s long-held position that brother-sister captive insurance
arrangements in a corporate group do not result in sufficient
risk-shifting or risk distribution to allow for deductions of pre-
miums paid to an insurance entity with the same parent corpo-
ration.1045 In October 2014, in Securitas Holdings, Inc. v. Com-
missioner,1046 the Tax Court held that a brother-sister captive
arrangement was insurance. In both cases, one entity had sig-
nificantly more risk than its sibling entities. The IRS has not yet
issued guidance to replace its earlier rulings that arrangements
similar to the one in Rent-A-Center do not meet the definition
of insurance for federal tax purposes.1047

In Rev. Rul. 2002-89, the IRS ruled that a parent may
deduct premiums paid to its subsidiary insurance company if
the premiums earned by the subsidiary from the parent account-
ed for less than 50% of all premiums earned. However, the IRS
concluded that no deduction is allowed to a parent for premi-
ums paid to a captive subsidiary insurance company if the pre-
miums paid by the parent accounted for 90% of the subsidiary’s
total premiums earned. In Rev. Rul. 2001-31, the IRS ruled that
it would not disallow a deduction for insurance premiums paid
to a wholly owned captive insurance company simply because
the taxpayer and the captive insurance company are members
of the same “economic family” on the ground that risk did
not shift away from the taxpayer. The IRS noted, though, that
it would continue to disallow the deduction if other circum-
stances, such as the taxpayer’s guarantee of a thinly capitalized
wholly owned captive insurance company, demonstrated insuf-
ficient or non-existent risk shifting.

Note: In issuing Rev. Rul. 2001-31, the IRS abandoned
24 years of challenging the deduction on the “economic fami-
ly” grounds. The IRS acknowledged that its “economic family”
analysis had been rejected by the courts.1048

In Rev. Rul. 2002-90, the IRS ruled that premiums paid by
subsidiaries to a single parent captive insurance company were
deductible, concluding that the premiums are deductible if risk
shifting and risk distribution are present such that the insured
taxpayer is not “in significant part paying for its own risks.”
The IRS had taken a similar approach to premium payments to
an assessable mutual insurance company by its owners, even
though all of the owners were related RICs.1049 The IRS also

1044 142 T.C. 1 (2014).
1045 See, e.g., Rev. Rul. 2005-40. Erin McManus, IRS Gives In to Captive

Insurance, But Keeps Close Eye on ‘Micro’ Arrangements, 103 DTR J-1 (May
29, 2015).

1046 T.C. Memo 2014-225.
1047 See, e.g., Rev. Rul. 2005-40. Erin McManus, IRS Gives In to Captive

Insurance, But Keeps Close Eye on ‘Micro’ Arrangements, 103 DTR J-1 (May
29, 2015).

1048 See, e.g., Kidde Indus., Inc. v. United States, 40 Fed. Cl. 42 (1997), app.
dismissed, 194 F.3d 1330 (Fed. Cir. 1999); Humana, Inc. v. Commissioner, 881
F.2d 247 (6th Cir. 1989), aff’g in part and rev’g in part 88 T.C. 197 (1987);
Clougherty Packing Co. v. Commissioner, 811 F.2d 1297 (9th Cir. 1987), aff’g
84 T.C. 998 (1985).

1049 PLR 200121019.

reached this conclusion for foreign assessable mutual insurance
companies.1050

In Rev. Rul. 2008-8,1051 the IRS ruled that no §162 deduc-
tion is allowable for amounts paid by a corporation to a pro-
tected cell company’s cell in which the corporation participates,
because the cell does not enter into arrangements with any poli-
cyholders other than the corporation, making the situation anal-
ogous to the denial of payments made by a parent corpora-
tion to its subsidiary described in Rev. Rul. 2002-89. The IRS
reached the opposite conclusion with respect to amounts paid
by the subsidiaries of a corporation to a protected cell compa-
ny’s cell in which the corporate shareholder of the subsidiary
participates, because the cell distributes the risk of each sub-
sidiary among all the subsidiaries, making the situation analo-
gous to the allowance of deductions paid by subsidiaries to a
captive insurance company described in Rev. Rul. 2002-90.

If the insurance is provided only to the taxpayer’s unrelat-
ed shareholders and its affiliates, none of whom own a control-
ling interest in the foreign subsidiary and among whom the risk
of loss is shifted and redistributed, the premiums are deductible
if reasonable and based on sound actuarial principles.1052 Simi-
larly, the IRS has ruled that premiums paid to a captive insurer
formed by a small group of unrelated businesses in a highly
concentrated industry are not treated as nondeductible self-in-
surance, noting that the arrangement was one in which no mem-
ber owned more than 15% of the captive company, and policy
limits were set so that a member’s covered losses would proba-
bly exceed the premiums it paid.1053

If the risk of loss is shifted to the parent’s employees,
through a group-term contract purchased on the employees’ be-
half by the parent from the subsidiary, the premiums are de-
ductible as compensation.1054

The combination of captive insurance with the §831(b)
tax advantaged election for small insurance companies (allow-
ing the premium payments to avoid characterization as income)
has been recognized as a potentially abusive tax transaction
and is being considered by the IRS as a transaction of inter-
est that must be disclosed by taxpayers and their material ad-
visors. Such so-called “micro-captive” insurance structures are
reviewed for whether the payments are actually for insurance,
which requires risk-shifting, risk distribution, that the risks are
insurable, and that the policies meet commonly accepted no-
tions of insurance.1055 If the purported insurance fails to meet
the definition of insurance, and the insurance issuer is orga-

1050 PLR 9624028.
1051 See Notice 2008-19 (proposed guidance on whether amounts paid un-

der an arrangement between a participant and an individual cell of a protected
cell company constitute deductible insurance premiums); see also PLR
201224018 (captive insurance company (C) pools substantial amount of its di-
rect consideration received from insureds and associated risks with other unre-
lated insurance companies, resulting in large enough number of unrelated cov-
ered entities such that none is paying for significant portion of its own risk;
accordingly, reinsurance arrangement achieves adequate risk shifting and dis-
tribution such that contracts issued by C to its insureds constitute insurance for
income tax purposes; thus, premiums paid by insureds to C are insurance pre-
miums for purposes of Reg. §1.162-1(a)).

1052 Rev. Rul. 78-338, as modified by Rev. Rul. 2001-31.
1053 Rev. Rul. 2002-91. See PLR 201224018.
1054 Rev. Rul. 92-93, modified by Rev. Rul. 2001-31.
1055 Helvering v. Le Gierse, 312 U.S. 531 (1941); Rent-a-Center, Inc. v.

Commissioner, 142 T.C. 1 (2014).
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nized in a jurisdiction with very low reserve requirements and
the surplus is channeled back to the insured, e.g., through loans,
the deducted premium payments are arguably just being moved
back to the insured while avoiding taxation in the process.1056

In 2025, the IRS finalized rules that identify transactions
that are the same as, or substantially similar to, certain captive
insurance transactions (i.e., “micro-captive transactions”) as
“listed transactions,”1057 and certain other micro-captive trans-
actions as “transactions of interest,”1058 both of which are types
of reportable transactions.1059 Thus, material advisors and cer-
tain participants in these listed transactions or transactions of
interest are required to file disclosures with the IRS.1060

Micro-captive insurance companies are discussed in 201
T.M., Taxation of Domestic Insurance Companies. Listed
transactions and transactions of interest are discussed in 648
T.M., Reportable Transactions.

(4) Subsidiary’s Deductions

The subsidiary that, in effect, insures its parent is allowed
to deduct the expenses of providing the insurance if it carries
insurance for unrelated companies and thus is in substance an
insurance company.1061

d. Reinsurance with Subsidiary

No deduction is allowed for insurance premiums paid to
an unrelated insurance company which are in turn reinsured by
that company with the taxpayer’s subsidiary, foreign or other-
wise.1062 Likewise, no deduction is allowed for insurance premi-
ums paid to an unrelated insurance company which are in turn
reinsured by that company with the captive insurance company
owned by the taxpayer’s wholly owned subsidiary, because the
risk of loss is not shifted from the taxpayer.1063

In Gulf Oil Corp. v. Commissioner,1064 the Third Circuit
held that no deductions were allowed for insurance premium
payments made to a wholly owned subsidiary reinsurer because
the risk did not shift and because the taxpayer made guarantees
to protect the primary insurer if the subsidiary failed to meet its
obligations.1065 Likewise, no deduction is allowed for premiums

1056 Avrahami v. Commissioner, 149 T.C. 144 (2017) (in case of first im-
pression, micro-captive insurance structure was analyzed and held not to be
insurance because insurance contracts did not meet definition of insurance;
penalties were partially upheld but partially denied because of good faith re-
liance on professional advice and lack of clear authoritative guidance by IRS).
See also Caylor Land & Dev., Inc. v. Commissioner, T.C. Memo 2021-30.

1057 Reg. §1.6011-10, T.D. 10029, 90 Fed. Reg. 3534 (Jan 14, 2025).
1058 Reg. §1.6011-11, T.D. 10029, 90 Fed. Reg. 3534 (Jan 14, 2025).
1059 Previously, the IRS had issued guidance that only considered certain

micro-captive transactions as transactions of interest, and had announced set-
tlement offers for participants in abusive micro-captive transactions; however,
the guidance was vacated for having violated the Administrative Procedure
Act and was subsequently obsoleted. Notice 2016-66, obsoleted by
REG-109309-22, 88 Fed. Reg. 21,547 (Apr. 11, 2023). See CIC Servs., LLC v.
IRS, No. 3:17-cv-110, 2022 BL 97539 (E.D. Tenn. Mar. 21, 2022).

1060 Reg. §1.6011-10(g), §1.6011-11(g).
1061 Amerco v. Commissioner, 96 T.C. 18 (1991), aff’d, 979 F.2d 162 (9th

Cir. 1992).
1062 Carnation Co. v. Commissioner, 640 F.2d 1010 (9th Cir. 1981), aff’g

71 T.C. 400 (1978).
1063 Clougherty Packing Co. v. Commissioner, 811 F.2d 1297 (9th Cir.

1987), aff’g 84 T.C. 998 (1985).
1064 914 F.2d 396 (3d Cir. 1990), aff’g 89 T.C. 1010 (1987).
1065 914 F.2d at 1026.

paid to a third party to insure a corporation and its subsidiaries
to the extent reinsured by the corporation’s wholly owned sub-
sidiary because there is no risk shifting, as demonstrated by
the taxpayer’s lack of difficulty in acquiring insurance from a
third party, the operation of the insurance subsidiary on only
the extremely thin minimum capitalization required under for-
eign law, with little or no regulatory oversight, and the provi-
sion of guarantees to protect the third party primary insurer.1066

e. Payments to Industry Associations

In Rev. Rul. 60-275, the IRS ruled that nonrefundable pre-
mium payments to a reciprocal flood insurance exchange were
deductible, but that the amounts that could be withdrawn by the
taxpayer were not.1067 In United States v. Weber Paper Co.,1068

the Eighth Circuit held that deductions were allowable under a
similar plan because there was risk sharing, the amounts paid
passed from the taxpayer’s control, and no portion could be
withdrawn.1069 In Rev. Rul. 64-72, the IRS announced that it
would not follow the Weber Paper decision and would adhere
to its position in Rev. Rul. 60-275.

In Rev. Rul. 80-120,1070 the IRS ruled that insurance pre-
miums paid by a professional medical corporation to a mutual
insurance company owned by physicians were deductible be-
cause the insurance company insured more than 5,000 physi-
cians and several medical corporations whereas the taxpayer
had only 25 employees.1071 Amounts paid by members of a
shipowners’ protective association to an association reserve
fund to cover the $100,000 deductible provided by standard
marine insurance policies are deductible.1072

4. Self-Employed Individuals’ Health Insurance

a. In General

Section 162(l) allows self-employed individual taxpayers
to deduct the amount paid during the tax year for insurance
that constitutes medical care for the taxpayer,1073 the taxpayer’s
spouse,1074 the taxpayer’s dependents1075 and any child1076 of the
taxpayer who has not attained age 27 as of the end of the
tax year.1077 Eligible long-term care insurance premiums1078 for
qualified long-term care insurance contracts1079 are taken into
account.1080

For these purposes, a self-employed individual is an indi-
vidual who for any tax year has earned income,1081 an individual
who for any tax year would have earned income but for the fact

1066 Malone & Hyde, Inc. v. Commissioner, 62 F.3d 835 (6th Cir. 1995),
rev’g 66 T.C.M. 1551 (1993).

1067 Rev. Rul. 60-275.
1068 320 F.2d 199 (8th Cir. 1963), aff’g 204 F. Supp. 394 (W.D. Mo. 1962).
1069 320 F.2d 199, 204 (8th Cir. 1963).
1070 Modified by Rev. Rul. 2001-31.
1071 Rev. Rul. 80-120, modified by Rev. Rul. 2001-31.
1072 Rev. Rul. 55-189.
1073 §162(l)(1)(A).
1074 §162(l)(1)(B).
1075 §162(l)(1)(C).
1076 See §152(f)(1).
1077 §162(l)(1)(D).
1078 See §213(d)(10).
1079 See §7702B(b).
1080 §162(l)(2)(C).
1081 §162(l)(1) (reference to §401(c)(1)(B)).
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that the trade or business carried on by the individual did not
have net profits for that year1082 and any individual who has had
earned income for any preceding tax year.1083 Self-employed in-
dividuals are discussed in 392 T.M., Withholding, Social Secu-
rity and Unemployment Taxes on Compensation.

Any amount deducted under §162(l) does not qualify for
the medical expense deduction under §213.1084 The deduction
allowable under §162(l) is not taken into account in computing
the taxpayer’s net earnings from self-employment for purposes
of the tax on self-employment income, except that for tax years
beginning in 2010, it is taken into account.1085

b. Limitations

The §162(l) deduction cannot exceed the taxpayer’s
earned income derived from the trade or business with respect
to which the plan providing the medical care coverage is estab-
lished.1086

Earned income for these purposes means net income from
self-employment as determined for purposes of the tax on self-
employment income1087 as modified for purposes of the quali-
fied plan qualification.1088 The definition of earned income for
purposes of the qualified plan qualification is discussed in 351
T.M., Plan Qualification — Pension and Profit-Sharing Plans.

c. Eligible Individuals

The §162(l) deduction does not apply to any taxpayer who
is eligible to participate in any subsidized health plan main-
tained by any employer of the taxpayer or of the spouse of, or
any dependent, or any child (as defined in §152(f)(1)) of the
taxpayer who is less than 27 years old as of the end of the
taxable year.1089 The determination of whether a self-employed
individual or his or her spouse are eligible for employer-paid
health benefits is made on a monthly basis.1090

The §162(l) deduction applies to S corporation sharehold-
ers who on any day during the tax year own or constructively
own1091 more than 2% of the outstanding stock of the corpora-
tion or stock possessing more than 2% of the total combined
voting power of all stock of the corporation.1092 However, the
shareholder’s wages1093 from the S corporation are treated as the
shareholder’s earned income.1094 The IRS is authorized to make
adjustments in the application of this S corporation rule.1095

1082 §162(l)(1) (reference to §401(c)(1)(B)(i)).
1083 §162(l)(1) (reference to §401(c)(1)(B)(ii)).
1084 §162(l)(3).
1085 §162(l)(4) (reference to §1401 and §1402).
1086 §162(l)(2)(A). See Rev. Proc. 2014-41 for optional calculation methods

for computing §162(l) deduction.
1087 See §1402(a).
1088 §162(l)(2)(A) (reference to §401(c)(2)).
1089 §162(l)(2)(B).
1090 See H.R. Rep. No. 103-213, at 568 (1990) (Conf. Rep.).
1091 See §318.
1092 §162(l)(5) (incorporating §1372(a)).
1093 See §3121.
1094 §162(l)(5)(A); Notice 2008-1.
1095 §162(l)(5)(B).

5. Types of Insurance

a. In General

Under §162 or §212, a taxpayer carrying on a trade or
business or holding property for the production of income is al-
lowed to deduct premiums for the following types of insurance:
fire, theft, flood, merchandise and inventory protection, credit,
public liability, employer liability, employees’ group hospital-
ization and medical, malpractice, automobile and other vehicle,
employee performance bonds, use and occupancy, business in-
terruption and overhead.1096 So, too, are automobile insurance
premiums to the extent the automobile is used in carrying on a
trade or business,1097 including fleet insurance on the vehicles of
a sheriff’s department.1098

Premiums paid on policies covering liability arising from
wrongful acts of officers and to reimburse officers for expenses
arising from such acts are deductible.1099 Reserve premiums
paid under medical malpractice liability insurance policies sub-
ject to retrospective rate credits are deductible in the year
paid.1100 Similarly, the IRS has ruled that participation payments
paid to an insurer by the sponsor of a deferred compensation
plan funded by participating insurance contracts, were de-
ductible by the sponsor because the mere possibility that the
sponsor would receive a refund from the insurer in future years
did not create a separate and distinct asset requiring capitaliza-
tion.1101 Amounts paid by FBI agents into a legal defense fund
established to aid agents charged with wrongful conduct are de-
ductible because they bear a direct relationship to being em-
ployed as an FBI agent and there is an expectation of benefit.1102

Life insurance premiums paid by a corporation selling
homesites for insurance on the lives of homesite purchasers are
deductible under §162.1103 Premiums paid by an employee for
indemnification against dismissal for nonmedical reasons other
than poor performance are deductible.1104

Premiums for professional overhead disability coverage
are deductible under §162 because the policies would reim-
burse the taxpayer for business overhead expenses incurred
during any prolonged period of disability.1105 No deduction is
allowed if the policy provides coverage regardless of whether
business expenses are incurred during the period of disabili-
ty.1106

The Chief Counsel’s Office has determined that the cost of
premiums for a “tax insurance” policy that would have reim-
bursed partners for a reduction of claimed tax benefits related

1096 See IRS Pub. 334, Tax Guide for Small Business (For Individuals Who
Use Schedule C).

1097 Stein v. Commissioner, 31 T.C.M. 663 (1972), aff’d in unpub. opin.
(7th Cir. 1974).

1098 Patton v. Commissioner, 49 T.C.M. 1068 (1985), aff’d on other issues,
799 F.2d 166 (5th Cir. 1986).

1099 Rev. Rul. 69-491.
1100 Rev. Rul. 83-66.
1101 PLR 200035009.
1102 Kessler v. Commissioner, 49 T.C.M. 1565 (1985).
1103 Rev. Rul. 70-254.
1104 PLR 8321074.
1105 Rev. Rul. 55-264.
1106 Blaess v. Commissioner, 28 T.C. 710 (1957); Ferris v. Commissioner,

51 T.C.M. 335 (1986); Masat v. Commissioner, 48 T.C.M. 317 (1984); Rev.
Rul. 70-394, Rev. Rul. 58-480.

IV.E.4.b.IV.E.4.b. Detailed AnalysisDetailed Analysis

A - 52 03/01/2026 © 2026 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-61746-967-1 505-4th



to a charitable contribution was not sufficiently related to the
partnership’s income-producing activities to support deduction
under either §162 or §212.1107

b. Worker Compensation

Payments for worker compensation insurance are de-
ductible under §162.1108 However, the portion of premiums paid
by a partnership that covers the partners is not deductible.1109

A deduction is permitted for a lump sum payment made
by the taxpayer to obtain permission to withdraw from the state
worker compensation insurance fund and to become self-in-
sured because the lump sum covers the taxpayer’s past employ-
ment loss obligations and is, in effect, the purchase of insurance
to cover those potential liabilities.1110

c. Unemployment and Nonoccupational Disability
Insurance

Amounts mandatorily paid to states for unemployment in-
surance are deductible under §164 as a §162 trade or business
tax described in the flush language of §164(a).1111 Amounts vol-
untarily paid are deducted under §162.1112 The §164 deduction
is discussed in 525 T.M., State, Local, and Federal Taxes.

Amounts mandatorily paid to states for nonoccupational
disability benefit funding are deductible under §164 as a §162
trade or business tax described in the flush language of
§164(a).1113 Amounts voluntarily paid are also deductible under
§162.1114 Payments to private plans established to provide
nonoccupational benefits in lieu of the state plan are de-
ductible.1115

d. Miscellaneous

Amounts transferred from an insured association’s sec-
ondary reserve with the Federal Savings and Loan Insurance
Corporation to pay an annual “primary” premium are de-
ductible by the association as insurance premiums.1116 Likewise,
amounts paid into an FSLIC secondary reserve account are de-
ductible.1117 In contrast, funds used to pay “additional premi-
ums” as prepayments for the “primary premium” required by
the FSLIC are nondeductible capital expenditures.1118 Similarly,

1107 CCA 202050015.
1108 Jefferson Gas Coal Co. v. Commissioner, 52 F.2d 120 (3d Cir. 1931),

rev’g 16 B.T.A. 1135 (1929); Stein v. Commissioner, 31 T.C.M. 663 (1972),
aff’d in unpub. opin. (7th Cir. 1974). See also Otten v. Commissioner, 68
T.C.M. 1342 (1994) (workers compensation insurance premiums deductible
because taxpayer was required to purchase the insurance).

1109 Rev. Rul. 72-596.
1110 Rev. Rul. 74-139.
1111 Bryan v. Commissioner, 32 T.C. 104 (1959), aff’d in part and rev’d in

part on other issues, 281 F.2d 238 (4th Cir. 1960), cert. denied, 364 U.S. 931
(1961); Rev. Rul. 81-194 (California), Rev. Rul. 81-193 (New Jersey), Rev.
Rul. 75-156 (Alabama), Rev. Rul. 71-59 (Indiana).

1112 Bryan v. Commissioner, 32 T.C. 104 (1959), aff’d in part and rev’d
in part on other issues, 281 F.2d 238 (4th Cir. 1960), cert. denied, 364 U.S.
931 (1961); Rev. Rul. 71-246 (Michigan), Rev. Rul. 71-59 (Indiana), Rev. Rul.
70-577 (Wisconsin).

1113 Rev. Rul. 81-194 (California), Rev. Rul. 81-193 (New Jersey), Rev.
Rul. 81-192 (New York), Rev. Rul. 81-191 (Rhode Island).

1114 Rev. Rul. 81-194.
1115 Rev. Rul. 71-209 (New Jersey), clarified by Rev. Rul. 82-95.
1116 Rev. Rul. 72-366, 1972-2 C.B. 91, amplified by Rev. Rul. 74-371,

1974-2 C.B. 44.
1117 TAM 9252002.

the IRS National Office has advised that a state-mandated in-
surance pool may not deduct payments of net equity made to a
trust in lieu of being used to buy reinsurance.1119

License taxes imposed by a municipality on insurance
companies and passed through to its policy holders are de-
ductible by the policy holders as an insurance expense under
§162 to the extent the insurance covers the policy holder’s trade
or business activities.1120

F. Advertising

1. In General

Generally, advertising expenses to promote the taxpayer’s
trade or business are deductible under §162.1121 Whether a par-
ticular activity or undertaking is an ordinary and necessary
method of advertising a business is a question of fact.1122 Ad-
vertising expenses paid or incurred in order to collect income
or to produce income from property held for the production of
income are deductible under §212.1123

However, amounts expended for advertising that are di-
rectly connected with the acquisition of publicity or business
that will endure for more than one year must be capitalized.1124

Thus, for example, amounts paid to promote the generation of
long-term contracts or leases must be capitalized and deduct-
ed over the term of the contract or lease.1125 Accordingly, the
IRS has ruled that although the decision in INDOPCO, Inc. v.
Commissioner,1126 does not affect the treatment of advertising
expenses, under unusual circumstances the costs of advertising
directed towards obtaining future benefits significantly beyond
those traditionally associated with ordinary product advertising
or with institutional or goodwill advertising must be capital-
ized.1127 Thus, design expenditures for cigarette packages that
generate a long-term effect akin to the benefits associated with
ordinary business advertising are deductible as advertising.1128

The capitalization limitation is discussed in 509 T.M., Princi-
ples of Capitalization.

The mere fact that engaging in an activity generates cus-
tomers, clients, patients or other business contacts is in and of
itself insufficient to justify deducting the cost of the activity as
advertising.1129 A lack of increase in business, though, makes it
less likely that the expenditure is deductible as advertising un-
der §162 or §212.1130

1118 See Commissioner v. Lincoln Sav. & Loan Ass’n, 403 U.S. 345 (1971),
rev’g 422 F.2d 90 (9th Cir. 1970), rev’g 51 T.C. 82 (1968).

1119 TAM 9810001.
1120 Rev. Rul. 61-85, 1961-1 C.B. 45.
1121 Reg. §1.162-1(a).
1122 E.g., Virgin v. United States, 75-1 USTC ¶ 9288 (S.D. Fla. 1974).
1123 §212(2); Reg. §1.212-1(g). E.g., Ree v. Commissioner, 22 T.C.M. 588

(1963).
1124 Rev. Rul. 69-331, 1969-1 C.B. 87. See Rev. Rul. 92-80, 1992-2 C.B.

57.
1125 Rev. Rul. 69-331, 1969-1 C.B. 87.
1126 503 U.S. 79 (1992).
1127 Rev. Rul. 92-80, 1992-2 C.B. 57.
1128 RJR Nabisco Inc. v. Commissioner, T.C. Memo 1998-252, nonacq.,

1999-40 I.R.B. 438. Contra FSA 200147035 (package and design costs are cap-
ital expenditures, citing Rev. Rul. 89-23, 1989-1 C.B. 85).

1129 E.g., Boomershine v. Commissioner, 54 T.C.M. 43 (1987); Hahn v.
Commissioner, 39 T.C.M. 372 (1979).

1130 E.g., Kenerly v. Commissioner, 47 T.C.M. 1244 (1984).
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2. Relationship to Trade or Business

For the expenses of an activity to be deductible under
§212, the activity must be engaged in primarily to generate
business.1131 An expenditure that benefits employees in a private
setting does not promote or advertise the taxpayer’s business to
the world of customers.1132 The likelihood of persuading the IRS
or the courts that an activity constitutes advertising is greater
when the taxpayer does not have a personal interest in the ac-
tivity1133 than when the taxpayer gains significant personal sat-
isfaction.1134 Thus, the costs of inviting business associates to
a child’s wedding are not deductible.1135 In Henry v. Commis-
sioner,1136 the Tax Court held that the expenses of maintaining a
yacht were not deductible under §162 as advertising expenses
merely because the taxpayer, a tax expert, flew a pennant with
the numerals “1040” on it from the yacht.1137

An activity involving the display or frequent announce-
ment of the taxpayer’s trade or business name in an environ-
ment known or reasonably expected to attract potential busi-
ness contacts strongly supports the conclusion that the expenses
of that activity are deductible.1138 A contribution to a fund rais-
ing organization is deductible as advertising,1139 as are a life
insurance company’s payments under a charitable giving pro-
gram that it organized and under which it pays a specified
amount to a charitable or civic organization designated by the
policy owner because the company expects to receive addition-
al sales and increased renewals from the program.1140

The advertising must be directed toward those constituting
the taxpayer’s market or business environment.1141 The lack of
exposure to groups from whom the taxpayer’s business con-
tacts are likely to emerge precludes deduction of the expens-
es.1142

Expenses during wartime incurred by a taxpayer whose
operations were converted to war production in order to main-
tain visibility until peacetime marketing resumes were de-
ductible.1143 The cost of promoting the sale of war bonds was
deductible.1144

3. Reasonableness

No deduction is allowed under §162 or §212 for the costs
of advertising that are unreasonable or excessive in relation to
the purposes served.1145 Thus, expenses by a franchise operation

1131 Transamerica Corp. v. United States, 65 F. Supp. 470 (Ct. Cl. 1946).
1132 Quarrier Diner Inc. v. Commissioner, 22 T.C.M. 276 (1963).
1133 E.g., U.S. Equip. Co. v. Commissioner, 22 T.C.M. 1309 (1963).
1134 E.g., Brallier v. Commissioner, 51 T.C.M. 382 (1986).
1135 Haverhill Shoe Novelty Co. v. Commissioner, 15 T.C. 517 (1950).
1136 36 T.C. 879 (1961).
1137 Id. at 884. Cf. Roy v. Commissioner, 74 T.C.M. 1428 (1997) (physician

use of Rolls Royce allegedly to obtain patient referrals).
1138 See Hestnes v. Commissioner, 47 T.C.M. 528 (1983), aff’d in unpub.

opin. (7th Cir. 1985), cert. denied, 474 U.S. 904 (1985).
1139 PLR 9828031.
1140 PLR 200236027.
1141 U.S. Equip. Co. v. Commissioner, 22 T.C.M. 1309 (1963).
1142 W.D. Gale, Inc. v. Commissioner, 297 F.2d 270 (6th Cir. 1961), aff’g

19 T.C.M. 998 (1960).
1143 B.F. Boyer & Co. v. Commissioner, 4 B.T.A. 180 (1926).
1144 Id.
1145 Reg. §1.212-1(d); Brallier v. Commissioner, 51 T.C.M. 382 (1986). See

Frank Guerrini Vending Mach., Inc. v. Commissioner, 28 T.C.M. 1369 (1969).

for sponsoring an event were disallowed as advertising deduc-
tions to the extent they exceeded the franchiser’s recommended
national advertising contributions.1146

4. Specific Types of Advertising

a. Conventional Advertising

The cost of advertising the trade name of the taxpayer’s
trade or business is deductible under §162.1147 The cost of pro-
moting use of the taxpayer’s product, through advertising and
allowances, is deductible.1148 The cost of an advertisement in a
college yearbook is deductible,1149 as is the cost of advertise-
ments in trade association journals.1150 Membership fees in trade
associations are deductible.1151

Advertising expenses can include salaries1152 and commis-
sions.1153 The costs of home demonstrations of the taxpayer’s
product are deductible under §162 as advertising expenses.1154

The cost of sending postcards to customers, clients, patients,
professional colleagues and business contacts while on vaca-
tion is deductible provided they relate to the taxpayer’s trade
or business.1155 A professional musician is allowed to deduct the
cost of promotional glossy photographs.1156

The cost of finding retailers to carry the taxpayer’s prod-
ucts is deductible, even though some of the resulting agree-
ments applied to periods of more than one year.1157 In contrast,
the cost of purchasing retail outlets must be capitalized.1158

b. Business Gifts

The cost of gifts made to customers and prospective cus-
tomers are not deductible unless the gift is reasonably con-
nected to the taxpayer’s opportunities to generate business in-
come.1159 Thus, in Brown v. Commissioner,1160 the Tax Court
held that a resident physician not in private practice was not al-
lowed to deduct the cost of pens and other gifts distributed by
him because the making of the gifts had no bearing on his in-
come.1161

In addition, deductions for gifts are specifically limited by
§274.1162 The §274 limitations are discussed in 519 T.M., Trav-
el, Transportation, Entertainment, Meal, and Gift Expenses.

1146 Brallier v. Commissioner, 51 T.C.M. 382 (1986).
1147 Ebner v. Commissioner, 17 T.C.M. 550 (1958).
1148 Rev. Rul. 68-561, 1968-2 C.B. 117, distinguished by Rev. Rul. 69-331,

1969-1 C.B. 87.
1149 Leonhart v. Commissioner, 27 T.C.M. 443 (1968), aff’d on other issues,

414 F.2d 749 (4th Cir. 1969).
1150 Nat’l Farmers Union Serv. Corp. v. United States, 67-1 USTC ¶ 9234

(D. Col. 1967), aff’d on other issues, 400 F.2d 483 (10th Cir. 1968).
1151 See Veeneman v. United States, 65-1 USTC ¶ 9334 (W.D. Ky. 1965).
1152 Rev. Rul. 68-561, 1968-2 C.B. 117, distinguished by, Rev. Rul. 69-331,

1969-1 C.B. 87.
1153 Aptos Land & Water Co. v. Commissioner, 46 B.T.A. 1232 (1942).
1154 Rev. Rul. 56-181, 1956-1 C.B. 96.
1155 See Duncan v. Commissioner, 30 T.C. 386 (1958).
1156 Genck v. Commissioner, 75 T.C.M. 1984 (1998).
1157 Briarcliff Candy Corp. v. Commissioner, 475 F.2d 775 (2d Cir. 1973),

rev’g and rem’g 31 T.C.M. 171 (1972).
1158 Holden Fuel Oil Co. v. Commissioner, 31 T.C.M. 184 (1972), aff’d on

other issues, 479 F.2d 613 (6th Cir. 1973).
1159 See, e.g., Eder v. Commissioner, 9 T.C.M. 98 (1950).
1160 47 T.C.M. 1255 (1984).
1161 Id. at 1258.
1162 §274(b).
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Subject to the §274 limitations, the cost of novelties bear-
ing the name of the taxpayer’s trade or business, including
pens, pencils, keychains, bookmarks, calendars, balloons and
similar items, are deductible advertising expenses.1163 Likewise,
the cost of complimentary tickets distributed to customers and
prospects are advertising expenses.1164

The deductibility of business gifts is discussed in 519
T.M., Travel, Transportation, Entertainment, Meal, and Gift
Expenses.

c. Samples

The cost of free samples given to potential customers and
purchasers is deductible under §162.1165 However, if the intend-
ed benefit of the samples is to establish long-term goodwill
with new customers, the expenses are nondeductible capital ex-
penditures for goodwill.1166 The IRS has explained that the de-
duction for the cost of the samples is not allowed until the tax
year in which the samples are distributed to customers and po-
tential customers.1167

d. Prizes Awarded to Customers

The cost of prizes periodically awarded to one paying cus-
tomer selected at random from all persons patronizing the es-
tablishment during the period in question is deductible under
§162 as an advertising expense because the prizes are intended
to attract customers to the business premises.1168 So, too, are
prizes awarded at bingo games conducted by the taxpayer to at-
tract customers to shows presented by the taxpayer.1169

e. Travel

Generally, the cost of travel is not deductible as an adver-
tising expense unless the publicity is proven to be more than
could be attained through conventional advertising methods.1170

Thus, in Brown v. Commissioner,1171 the Eighth Circuit upheld
the Tax Court’s decision that no deduction was allowable for a
safari taken by the president of a coffee company whose repu-
tation as a coffee authority was enhanced by the trip.1172 Yet in
Sanitary Farms Dairy, Inc. v. Commissioner,1173 the Tax Court
allowed a deduction for the cost of sending the corporation’s
officers on a publicity trip to Africa.1174 The IRS follows Sani-
tary Farms only to the extent the facts are substantially identi-
cal.1175

1163 E.g., Ohio Novelty Co. v. Commissioner, 6 T.C.M. 1128 (1947).
1164 Canaveral Int’l Corp. v. Commissioner, 61 T.C. 520 (1974).
1165 Newman v. Commissioner, 11 T.C.M. 908.
1166 Durovic v. Commissioner, 542 F.2d 1328 (7th Cir. 1976), cert. denied,

417 U.S. 919 (1974), aff’g 65 T.C. 480 (1975), on remand from 487 F.2d 36
(7th Cir. 1973), aff’g in part and rev’g in part 54 T.C. 1364 (1970).

1167 FSA 199925009.
1168 Rev. Rul. 69-510, 1969-2 C.B. 23.
1169 572 So. Salina Corp. v. Commissioner, 12 T.C.M. 470 (1953).
1170 See Sanitary Farms Dairy, Inc. v. Commissioner, 25 T.C. 463 (1955);

Rev. Rul. 56-583, 1956-2 C.B. 117.
1171 446 F.2d 926 (8th Cir. 1971), aff’g 29 T.C.M. 1126 (1970).
1172 Id. at 929.
1173 25 T.C. 463 (1955).
1174 Id. at 467–68.
1175 Rev. Rul. 56-583, 1956-2 C.B. 117.

f. Racing and Other Event Sponsorship

If the sponsorship of a racing event, or an entry therein,
generates publicity for the taxpayer’s trade or business that
is beneficial, the cost of the sponsorship is deductible under
§162.1176 Thus, absence of any reference to the taxpayer’s trade
or business at the sponsored event precludes the deduction.1177

Deductions have been allowed for the sponsorship of race
cars by automobile dealers1178 and by a slaughterhouse own-
er.1179 However, mere display of a business name on a racing
boat does not justify deducting the expenses of maintaining the
boat if the boat is raced under conditions that do not expose
it to people among whom business contacts are likely to be
found.1180

Generally, the expenses of sponsoring sports teams that
represent the taxpayer’s trade or business are allowable §162
deductions.1181 In Rev. Rul. 66-277,1182 the IRS ruled that costs
incurred by a professional sports team to finance a local hall of
fame are business deductions.1183 In Hoffman v. Commission-
er,1184 the Tax Court held that costs incurred by a manufactur-
er of weight lifting equipment and publisher of health maga-
zines for taking himself, employees, and sponsored athletes to
the Olympics were deductible as advertising expenses because
sales were made at the games and magazine material was ob-
tained.1185

g. Animals

Whether the cost of maintaining and showing animals
used for promotional purposes is deductible under §162 is a
factual question.1186 There must be a connection with the trade
or business, and the failure of the display to draw attention to
the taxpayer’s trade or business precludes the deduction.1187

1176 Lang Chevrolet Co. v. Commissioner, T.C. Memo 1967-212. See
Evans v. Commissioner, T.C. Memo 2014-237 (motocross expenditures and
taxpayer’s construction company are proximately related and are therefore de-
ductible).

1177 E.g., Larrabee v. United States, 68-2 USTC ¶ 9442 (C.D. Cal. 1968).
See Berry v. Commissioner, T.C. Memo 2021-42 (car racing expenses were not
ordinary or necessary advertising expenses for taxpayer’s construction busi-
ness because nowhere on race car was business’s logo, taxpayer’s racing activ-
ity was conducted under his name and not his business’s name, and although
taxpayer supposedly met with business contacts at racetracks, no credible evi-
dence was provided to show any new deals resulted from those meetings).

1178 Lang Chevrolet Co. v. Commissioner, T.C. Memo 1967-212 (1967).
1179 See Hestnes v. Commissioner, T.C. Memo 1983-727, aff’d in unpub.

op. (7th Cir. Apr. 11, 1985), cert. denied, 474 U.S. 904 (1985).
1180 W.D. Gale, Inc. v. Commissioner, 297 F.2d 270 (6th Cir. 1961), aff’g

T.C. Memo 1960-191. See Virgin v. United States, 75-1 USTC ¶ 9288 (S.D.
Fla. 1974).

1181 Dahl v. Commissioner, 24 B.T.A. 1167 (baseball); Bower v. Commis-
sioner, 58 T.C.M. 1162 (1990) (basketball); Rev. Rul. 70-393, 1970-2 C.B. 34
(baseball).

1182 1966-2 C.B. 42.
1183 Id.
1184 19 T.C.M. 836 (1960), aff’d on other issues, 298 F.2d 784 (3d Cir.

1962).
1185 Id. at 849.
1186 Compare Schulz v. Commissioner, 16 T.C. 401 (1951) (horse show en-

trance fee allowable) with Hahn v. Commissioner, 39 T.C.M. 372 (1979) (de-
nied).

1187 Rolland v. Commissioner, 18 T.C.M. 702 (1959), aff’d, 285 F.2d 760
(5th Cir. 1961).
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Thus, in one case the Board of Tax Appeals allowed a tax-
payer to deduct horse show costs incurred to allow the taxpay-
er’s horses to pull wagons carrying advertisements for the tax-
payer’s business.1188 In another case, the Tax Court held that the
cost of maintaining show horses and dogs acquired and used to
promote a restaurant chain was deductible.1189 However, the Tax
Court has also held that the cost of maintaining a horse used
by a physician as a member of a posse and drill team did not
have the requisite connection with the medical practice merely
because several team members were patients.1190 Similarly, the
expenses of boarding and training a show horse paid by an en-
rolled agent practicing in the area of tax preparation, account-
ing and audit representation are not deductible simply because
ownership and showing of horses provides a forum in which to
meet potential clients.1191

h. Miscellaneous

In Kenerly v. Commissioner,1192 the Tax Court disallowed
a §162 advertising expense deduction for the cost of maintain-
ing a castle used by the taxpayer as a residence, because there
was no connection between the taxpayer’s living in the castle
and proven benefits to the taxpayer’s real estate business.1193 In
Fihe v. Commissioner,1194 the Ninth Circuit rejected the attempt
of a patent attorney to deduct new suits as an advertising ex-
pense based on the notion that patent business would not be ob-
tained without looking prosperous.1195

In contrast, a taxpayer who operates a stable is allowed to
deduct the expenses of the taxpayer’s personal horse because
doing so served a public relations purpose considering that cus-
tomers are reluctant to board horses at stables run by persons
who do not own horses.1196

G. Business Protection

1. In General

The Tax Court has held, and the Third Circuit has af-
firmed, that a deduction is allowed under §162 for ordinary and
necessary expenses paid or incurred to protect the income of a
trade or business.1197 However, in the same case, no deduction
was allowed for expenses paid or incurred to protect the good-
will reputation of a trade or business.1198

In General Pencil Co. v. Commissioner,1199 the Tax Court
held that a corporation was allowed to deduct the legal fees
incurred in purchasing stock from one of its shareholders, be-
cause the corporation’s primary purpose was to protect its busi-
ness and income and not to acquire stock.1200 In contrast, the

1188 Brandenburg v. Commissioner, 4 B.T.A. 108 (1926).
1189 Rodgers Dairy Co. v. Commissioner, 14 T.C. 66 (1950).
1190 Hahn v. Commissioner, 39 T.C.M. 372 (1979).
1191 Shapiro v. Commissioner, 67 T.C.M. 2389 (1994).
1192 47 T.C.M. 1244 (1984).
1193 Id. at 1248.
1194 265 F.2d 511 (9th Cir. 1958), aff’g 15 T.C.M. 696 (1956).
1195 265 F.2d at 512.
1196 Ottow v. Commissioner, 68 T.C.M. 60 (1994).
1197 Mathiasen v. Commissioner, 20 T.C.M. 1681 (1961), aff’d per curiam,

310 F.2d 738 (3d Cir. 1962).
1198 Id.
1199 3 T.C.M. 603 (1944).
1200 Id. at 604.

cost of additional stock acquired by a minority shareholder in
a failing corporation is not deductible because the taxpayer ac-
quired an asset for its payment, even though it purportedly did
so in order to protect its reputation.1201

2. Connection to Trade or Business

Payments to protect a trade or business must be proximate-
ly related to the trade or business.1202 No deduction is allowed
for payments that protect income that is personal rather than de-
rived from the carrying on of a trade or business.1203 Thus, in
McDonald v. Commissioner,1204 the Second Circuit held that an
attorney was not allowed to deduct the cost of settling actions
contesting a will he had drafted that contained bequests to him,
because under the origin of the claim test enunciated in Unit-
ed States v. Gilmore,1205 the attorney was defending a personal
claim to bequests and not his future professional income.1206 In
one case, the Board of Tax Appeals held that no deduction was
allowed to a corporation for payments to induce an officer’s
relative to cease behavior that was adversely affecting the offi-
cer’s personal financial situation and incidentally was threaten-
ing the corporation’s business.1207 Similarly, no deduction was
allowed to a savings and loan officer for a restitution payment
made to the savings and loan for the tax benefits it lost when
the officer illegally purchased stock in the savings and loan be-
cause the reason for the payment was grounded in the officer’s
personal decision to acquire the stock.1208

No deduction is allowed for a company’s transfer of assets
to charitable foundations to settle lawsuits asserting that the
company, before engaging in mergers, held certain assets sub-
ject to a charitable trust, because the transfers were made in re-
sponse to the imposition of a constructive trust on those assets
and not as a consequence of the company’s corporate status nor
to protect its business by avoiding litigation and business inter-
ruption.1209 A similar conclusion applies even if the transfer is
made to the state.1210

3. Ordinary and Necessary

Payments made to protect the taxpayer’s business are not
deductible if they are not ordinary and necessary.1211 Thus, pay-
ments to allegedly dissatisfied customers are not deductible if
the taxpayer fails to demonstrate that the customers would not
have continued to do business with the taxpayer in the absence
of the payments.1212 Payments to acquire a decedent partner’s
interest in a partnership in order to keep the surviving relatives
out of the business were found to be not essential to the survival

1201 First Chicago Corp. v. Commissioner, 69 T.C.M. 2089 (1995).
1202 See Estate of Skouras v. Commissioner, 21 T.C.M. 152 (1962).
1203 McDonald v. Commissioner, 592 F.2d 635 (2d Cir. 1978), rev’g 36

T.C.M. 852 (1977). See Harden v. Commissioner, 62 T.C.M. 756 (1991).
1204 592 F.2d 635 (2d Cir. 1978), rev’g 36 T.C.M. 852 (1977).
1205 Id. at 638.
1206 Id.
1207 Forty-Four Cigar Co. v. Commissioner, 2 B.T.A. 1156 (1925).
1208 Mitchell v. Commissioner, 67 T.C.M. 3015 (1994), aff’d, 73 F.3d 628

(6th Cir. 1996).
1209 TAM 200439042.
1210 TAM 200405005, revoking TAM 200126008.
1211 John J. Wells, Inc. v. Commissioner, 47 T.C.M. 1114 (1984).
1212 Donovan v. Commissioner, 60 T.C.M. 184 (1990).
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of the partnership, and thus were not deductible.1213 However,
the Tax Court has held that a lessee’s payment of the operating
loss of its lessor were ordinary and necessary expenses because
the lessor referred patients to the taxpayer and allowed the tax-
payer to use medical equipment on the premises.1214

Note: The subsequently adopted requirement in Reg.
§1.263(a)-4(d), that amounts paid or incurred to create an in-
tangible do not apply to amounts paid to another party with the
mere hope or expectation of developing or maintaining a busi-
ness relationship with that party, provided they are not contin-
gent on the origination, renewal or renegotiation of an agree-
ment with that party.1215

4. Protection of Goodwill

Payments for goodwill must be capitalized.1216 The courts
have expressed differing opinions on whether payments for the
protection of goodwill are deductible.1217 For example, in Also-
brook v. United States,1218 the court held that payments made
by a bank president to the bank to permit its continued oper-
ations were not deductible even though the bank’s difficulties
had been caused by the fraudulent making of loans, because the
payments were made to protect business reputation and good-
will.1219 Yet, in Conti v. Commissioner,1220 the Tax Court al-
lowed a deduction for a bank officer’s payments to the bank
following his mismanagement of its loans because the pay-
ments were made to protect business reputation and earning ca-
pacity.1221 The IRS has advised that payments by a financial in-
stitution to bail out its structured securities mutual funds are de-
ductible in the year of transfer.1222 The capitalization limitation
on deductions is discussed in 509 T.M., Principles of Capital-
ization.

5. Competition Related Payments

a. Elimination of Competition

No deduction is allowed for payments to competitors to
cease manufacturing imitations of the taxpayer’s product be-
cause the benefits of the payments extend indefinitely into the
future.1223 Likewise, no deduction is allowed for the cost of ac-
quiring a competitor because the primary purpose of such an

1213 Payte v. United States, 492 F. Supp. 518 (N.D. Tex. 1979), aff’d, 626
F.2d 400 (5th Cir. 1980), cert. denied, 450 U.S. 995 (1981).

1214 Cepeda v. Commissioner, 66 T.C.M. 1032 (1993), supp., 67 T.C.M.
2181 (1994), aff’d, 56 F.3d 1384 (5th Cir. 1995).

1215 Reg. §1.263(a)-4(d)(6)(ii). For example, in PLR 201736002, the IRS
ruled that a support payment paid to shareholders to incentivize them to ap-
prove a merger was a deductible expense under §162(a). The taxpayer — a
third party LLC under contract with the acquiring company — stood to see a
large increase in its fees if the merger was successful, and thus the IRS found
the expense to be a necessary one under §162(a). Id.

1216 Alsobrook v. United States, 431 F. Supp. 1122 (E.D. Ark. 1977), aff’d
per curiam on other issues, 566 F.2d 628 (8th Cir. 1977).

1217 Compare Alsobrook v. United States, 431 F. Supp. at 1126 with Allen
v. Commissioner, 283 F.2d 785 (7th Cir. 1960), rev’g and rem’g 18 T.C.M.
1101 (1959), and Lutz v. Commissioner, 282 F.2d 614 (5th Cir. 1960), rev’g
and rem’g 18 T.C.M. 152 (1959).

1218 431 F. Supp. 1122 (E.D. Ark. 1977), aff’d per curiam on other issues,
566 F.2d 628 (8th Cir. 1977).

1219 431 F. Supp. at 1126.
1220 31 T.C.M. 348 (1972).
1221 Id. at 356–57. See TAM 9522003.
1222 TAM 200247004.

acquisition is the suppression of competition, which generates
an intangible asset.1224 The cost of acquiring evidence to be used
by the appropriate authorities to terminate the operations of an
illegal, though competitive, enterprise is deductible.1225

b. Matching Competition

The cost of providing transportation for patrons to and
from the taxpayer’s business establishment was deductible be-
cause it increased business and permitted the taxpayer to com-
pete with similar businesses that were doing similar things to
encourage business.1226 Commission rate adjustments, paid by a
day-trader to his customers, were deductible because such pay-
ments were customary in the day-trading business, and often
necessary to retain clients.1227

c. Avoiding Disadvantageous Contracts

A payment for release from a contract is deductible if it is
made to avoid the negative impact that the contract has on the
taxpayer’s income.1228 Payments for the cancellation of oner-
ous employment contracts are deductible,1229 particularly if the
payor obtains a benefit to the generation of income, such as a
promise of noncompetition.1230

Payment for release from a contract requiring the taxpayer
to purchase all of its inventory from the other party has been
held to be deductible.1231 Similarly, in a 1959 case, the Court of
Claims held that a payment for release from a contract requir-
ing the taxpayer to supply the other contracting party with all
of a particular kind of supply was deductible.1232 The IRS has
ruled that payments to suppliers to settle the suppliers’ claims
for damages resulting from the taxpayer’s rejection of its sup-
ply contracts in a bankruptcy proceeding are deductible.1233

The fact that the cancellation of the contract is procured
through acquisition of the other party to the contract does not
necessarily preclude the deduction.1234 Thus, if the most reason-
able method of obtaining cancellation is to purchase a control-
ling block of stock in the corporation with which the contract
was made and to then terminate the contract, making the ac-
quired corporation worthless, the expense has been held to be
deductible under §162.1235

1223 Am. Dispenser Co. v. Commissioner, 396 F.2d 137 (2d Cir. 1968),
aff’g 26 T.C.M. 717 (1967).

1224 Fla. Publ’g Co. v. Commissioner, 64 T.C. 269 (1975), aff’d in unpub.
op. (5th Cir. Apr. 25, 1977). See Reg. §1.263(a)-5 (capitalization of amounts
paid or incurred to facilitate an acquisition of a trade or business).

1225 Pierce v. Commissioner, 18 B.T.A. 447 (1929).
1226 Ebner v. Commissioner, 17 T.C.M. 550 (1958).
1227 Manning v. Commissioner, T.C. Memo 2009-157.
1228 E.g., Capital Indem. Ins. Co. v. Commissioner, 237 F.2d 901 (7th Cir.

1956), rev’g 25 T.C. 147 (1955); PLR 199913032 (public utility’s payments to
buy out and terminate burdensome energy contracts deductible); PLR 9842006
(same); PLR 9615028 (same); PLR 9240005 (same as to coal supply contract).

1229 Boulevard Frocks, Inc. v. Commissioner, 1 T.C.M. 358 (1943). See
Chief Indus., Inc. v. Commissioner, 87 T.C.M. 1002 (2004).

1230 Metro. Corp. v. United States, 176 F. Supp. 195 (S.D. Ohio 1959).
1231 Stuart Co. v. Commissioner, 9 T.C.M. 585 (1950), aff’d, 195 F.2d 176

(9th Cir. 1952).
1232 Montana Power Co. v. United States, 171 F. Supp. 943 (Ct. Cl. 1959).
1233 PLR 9552014.
1234 See Pressed Steel Car Co. v. Commissioner, 20 T.C. 198 (1953).
1235 Helvering v. Cmty. Bond & Mortg. Corp., 74 F.2d 727 (2d Cir. 1935),

aff’g 27 B.T.A. 480 (1932).
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However, if the intent of the payment is to acquire stock or
other property of the payee rather than to terminate a contract,
the Second Circuit has held that no deduction is allowed, and
the payment therefore has to be capitalized as part of the cost
of the acquired property.1236 The question is one of fact.1237 If the
agreement allocates all of the payment to the purchase of stock
and provides for mutual releases from the contract, the taxpay-
er’s reallocation of a portion of the amount paid to the release
from the contract is ignored, and the entire payment must be
capitalized.1238 Likewise, if the payment is made principally to
obtain a new contract with substantially improved benefits, no
deduction is allowed.1239

In Harder Servs. v. Commissioner,1240 the Tax Court held
that payments made to an employee for repurchase of his stock
and to terminate his employment contract were in fact a refi-
nancing of the employee’s purchase obligation because there
was no intent to terminate employment.1241 In Philad Co. of
Del. v. Commissioner,1242 the court held that cancellation by the
taxpayer of the other contracting party’s debt to the taxpay-
er in exchange for release of the taxpayer from a restrictive
covenant with its patent licensee was a capital expenditure for
the restoration to the taxpayer of valuable rights in its patents
that the release caused.1243 In Darlington-Hartsville Coca-Cola
Bottling Co. v. United States,1244 the Fourth Circuit held that
payments to a franchiser were not for relief from a contract but
for the acquisition of a new franchise, and thus were not de-
ductible.1245 Relying on Darlington-Hartsville Coca-Cola Bot-
tling Co., the IRS has advised that a bank holding compa-
ny must capitalize the statutory fees it paid to exit one insur-
ance fund and enter another.1246 The IRS also has advised that
amounts paid for cancellation of a capital acquisition contract
are not deductible except to the extent specifically allocable to
the termination of the agreement.1247

d. Lease Cancellations

The cost of obtaining the cancellation of a lease so that the
taxpayer can use the property in the trade or business to gen-
erate income must be capitalized and amortized over the unex-
pired term of the canceled lease.1248 The cost of obtaining the
cancellation so that the taxpayer can lease the property to an-
other party at a higher rental must be capitalized and amortized

1236 S. Bleckman & Sons, Inc. v. Commissioner, 13 T.C.M. 870 (1954),
aff’d per curiam, 299 F.2d 925 (2d Cir. 1956).

1237 Coca-Cola Co. v. Commissioner, 369 F.2d 913 (8th Cir. 1966), aff’g
Butter-Nut Foods Co. v. Commissioner, 24 T.C.M. 1588 (1965).

1238 Salyer Grain & Milling Co. v. Commissioner, 51 T.C.M. 919 (1986),
aff’d on other issues, 815 F.2d 1265 (9th Cir. 1987).

1239 TAM 9334005.
1240 67 T.C. 585 (1976), aff’d in unpub. opin. (2d Cir. 11/10/77).
1241 Id. at 597–98.
1242 47 B.T.A. 565 (1942).
1243 Id. at 570.
1244 393 F.2d 494 (4th Cir. 1968), cert. denied, 393 U.S. 962 (1968), aff’g

273 F. Supp. 229 (D.S.C. 1967).
1245 393 F.2d at 495.
1246 FSA 200008005.
1247 FSA 199918022.
1248 E.g., Peerless Weighing & Vending Mach. Corp. v. Commissioner, 52

T.C. 850 (1969); Trust Corp. v. Commissioner, 42 T.C. 482 (1964); Berger v.
Commissioner, 7 T.C. 1339 (1946); Rev. Rul. 71-283, 1971-2 C.B. 168. See
Reg. §1.263(a)-4(d)(7) (capitalization of amounts paid to terminate certain con-
tracts).

over the term of the new lease.1249 The cost of obtaining the can-
cellation of a lease to allow the construction of a new building
must be capitalized and included in basis of building.1250

Lease cancellation payments are discussed in 593 T.M.,
Real Estate Leases.

e. Patent Infringement

The costs of defending patent infringement suits by a tax-
payer engaged in the business of developing and exploiting
patents are deductible.1251 However, although deductions are al-
lowed for amounts paid to protect the property against infringe-
ment and to recover profits and damages as a result of the in-
fringement, capitalization is required for amounts paid to an-
other party to defend or perfect title to intangible property if
the other party challenges the taxpayer’s title to the intangible
property.1252

6. Asset Related Payments

a. Prevention of Physical and Similar Harm

An expenditure to prevent physical harm to the assets of a
trade or business is not deductible under §162 if the threatened
harm is not imminent.1253 Thus, in York Water Co. v. Commis-
sioner,1254 the Tax Court held that a payment to the state for the
cost of rerouting a road around a tract of land owned by the
taxpayer was not deductible merely because the taxpayer might
need the land for additional water storage at some time in the
future.1255 In contrast, a payment to the state to relocate a road so
that immediate damage to the taxpayer’s property can be pre-
vented is deductible.1256

The cost of constructing and removing temporary dikes
designed to prevent flooding of business premises is de-
ductible.1257 The cost of security guards to prevent damage by
disgruntled former employees is deductible.1258

The cost of investigating employees and applicants to min-
imize the threat of theft and embezzlement is deductible.1259

1249 E.g., Montgomery Co. v. Commissioner, 54 T.C. 986 (1970); Latter v.
Commissioner, 20 T.C.M. 336 (1961).

1250 E.g., Houston Chronicle Publ’g Co. v. United States, 481 F.2d 1240
(5th Cir. 1973), cert. denied, 414 U.S. 1129 (1974), aff’g 339 F. Supp. 1314
(S.D. Tex. 1972); Keiler v. United States, 395 F.2d 991 (6th Cir. 1968), aff’g
285 F. Supp. 520 (W.D. Ky. 1966); Cosmopolitan Corp. v. Commissioner, 18
T.C.M. 542 (1959).

1251 Urquhart v. Commissioner, 215 F.2d 17 (3d Cir. 1954), rev’g 20 T.C.
944 (1953); Addressograph-Multigraph Corp. v. Commissioner, 4 T.C.M. 147
(1945). See also AM 2014-006 (costs paid to initiate infringement suit in
response to Abbreviated New Drug Application with ¶IV certification de-
ductible).

1252 See Reg. §1.263(a)-4(d)(9); Reg. §1.263(a)-4(e)(5) Ex. 3; FAA
20154502F (legal fees incurred to defend patent infringement suit facilitate
process of obtaining FDA-approved Abbreviated New Drug Application with
¶IV certification, thus creating intangible, and must be capitalized); AM
2014-006 (same).

1253 York Water Co. v. Commissioner, 36 T.C. 1111 (1961).
1254 3 T.C. 1111 (1961).
1255 Id. at 1117.
1256 Seufert Bros. Co. v. Lucas, 44 F.2d 528 (9th Cir. 1930), rev’g 14 B.T.A.

1023 (1929).
1257 Rev. Rul. 70-90, 1970-1 C.B. 37.
1258 Munson v. Commissioner, 18 B.T.A. 232 (1929).
1259 Desmonds, Inc. v. Commissioner, 15 B.T.A. 738 (1929), nonacq., 1929

C.B. 62.
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Note: Amounts paid to produce or improve real property
owned by another person must be capitalized if the real proper-
ty can reasonably be expected to produce significant economic
benefits for the taxpayer.1260

b. Protection of Contract Rights

In Helis v. United States,1261 the court held that an oil
drilling partnership’s cost of negotiating the status of expiring
concessions with a foreign government was deductible as ex-
penses of protecting its contract rights and other assets.1262

In Rev. Rul. 79-283,1263 the IRS ruled that a financial insti-
tution was allowed to deduct payments to a fund administered
by a league of financial institutions that made distributions to
natural disaster victims who owned properties on which the fi-
nancial institution held mortgages.1264

Payments for the expense of opposing attempts by other
parties to prevent the renewal of the taxpayer’s franchise are
deductible.1265 The costs of cancellation of tenants’ rents to in-
duce them to continue occupancy of the taxpayer’s building
amounts to a deductible expense for the preservation of the
lease.1266

In John J. Wells, Inc. v. Commissioner,1267 the Tax Court
held that a corporation in a business requiring access to cus-
tomers’ homes was not allowed to deduct blackmail payments
made to an employee for the employee’s promise not to give
the customers information about the sole shareholder that
would almost certainly cause them to deny the corporation’s
employees access to their homes, because blackmail payments
are not customary in the corporation’s business, even though
the payments were made to preserve the corporation’s ability to
retain and obtain contracts.1268

c. Maintaining or Improving Liquidity

Payments made to settle litigation involving the termina-
tion of contracts are deductible to the extent they guarantee the
collection by the taxpayer of accounts receivable, because the
collection of accounts receivable is not the acquisition of an as-
set but an improvement in the taxpayer’s liquidity.1269

A medical provider’s legal expenses of pursuing, with a
patient, an action against the patient’s medical insurer for re-
imbursement of the provider’s charges are deductible, even
if the provider is dismissed as an uninterested party, because
the insurer’s payment of the claim has a direct impact on the
provider’s income.1270

1260 Reg. §1.263(a)-4(d)(8)(i).
1261 74-1 USTC ¶ 9167 (E.D. La. 1973), aff’d, 496 F.2d 1319 (5th Cir.

1974), on remand from 464 F.2d 330 (5th Cir. 1972), rev’g 71-1 USTC ¶ 9365
(E.D. La. 1971).

1262 74-1 USTC ¶ 9167.
1263 1979-2 C.B. 80.
1264 Id.
1265 All State Freight, Inc. v. United States, 72 F. Supp. 673 (N.D. Ohio

1947).
1266 Lab Estates, Inc. v. Commissioner, 13 T.C. 811 (1949).
1267 47 T.C.M. 1114 (1984).
1268 Id. at 1117.
1269 Lieb v. Commissioner, 33 T.C.M. 1231 (1974), aff’d in unpub. opin.

(3d Cir. 4/16/76).
1270 Pfluger v. Commissioner, 51 T.C.M. 503 (1986), aff’d, 840 F.2d 1379

(7th Cir. 1988), cert. denied, 487 U.S. 1237 (1988).

7. Avoiding Interruptions and Disruption

a. Prevention of Disruptive Litigation

In Kopp’s Co. v. United States,1271 the Fourth Circuit al-
lowed a corporation to deduct the cost of settling litigation
against it for damages arising from the personal use of a cor-
porate vehicle by its president’s child.1272 Similarly, a deduction
was allowed for the legal fees and settlement amounts paid
by a corporation to a former employee who brought a tort
claim against the corporation that, if entirely successful, could
have seriously damaged the corporation’s business.1273 A physi-
cian was allowed to deduct an amount paid to settle a lawsuit
brought by a patient who alleged harmful treatment by the
physician.1274 The IRS has ruled that an employer was allowed
a deduction for a settlement payment to a defined contribution
plan with respect to which the employer had allegedly violated
prohibited transaction rules under ERISA.1275

In contrast, payments by a corporation to the trustees of a
shareholders’ trust in settlement of an action by the sharehold-
ers against the trustees were not deductible merely because an
adverse decision would have resulted in distribution of all its
net earnings, exhausting working capital.1276

b. Prevention of Labor Difficulties

Deductions have been allowed for payments by employers
to open shop associations,1277 and to strike funds.1278 Payments
to associations for protection against labor demands have been
allowed,1279 as have payments to organizations that provide ad-
vice on legislation that would adversely affect labor relations1280

and organizations that establish trade practices with respect to
labor unions and labor issues.1281 However, in Christodoulou v.
Commissioner,1282 the Tax Court held that payments to union
officials to guarantee workers and uninterrupted performance
were not deductible because they were not proven to be ordi-
nary and necessary.1283

An employer’s payment of employee union dues is de-
ductible if the payment enables the employer to obtain or retain
qualified employees needed in the trade or business.1284 De-
ductions have been allowed for payments to joint apprentice-
ship and training trust funds established by agreement with a
union.1285

1271 636 F.2d 59 (4th Cir. 1980), rev’g 79-2 USTC ¶ 9430 (D. Md. 1979).
1272 636 F.2d at 61.
1273 Naporano Iron & Metal Co. v. United States, 6 Cl. Ct. 422 (1984).
1274 Oliver v. Commissioner, 73 T.C.M. 2035 (1997).
1275 PLR 199913047.
1276 E.W. Edwards & Sons v. United States, 162 F. Supp. 97 (N.D.N.Y.

1957), aff’d per curiam, 255 F.2d 407 (2d Cir. 1958).
1277 Allen v. Commissioner, 7 B.T.A. 1256 (1927).
1278 Harris v. Commissioner, 11 B.T.A. 871 (1928); Cohan v. Commission-

er, 11 B.T.A. 743 (1928), aff’d on other issues, 39 F.2d 540 (2d Cir. 1930).
1279 Campen v. Commissioner, 16 B.T.A. 543 (1929).
1280 Richmond Hosiery Mills v. Commissioner, 6 B.T.A. 1247 (1927), aff’d

on other issues, 29 F.2d 262 (5th Cir. 1928), cert. denied, 279 U.S. 844 (1929).
1281 Calif. Brewing Ass’n v. Commissioner, 5 B.T.A. 347 (1926).
1282 21 T.C.M. 10 (1962).
1283 Id. at 16.
1284 Boyd Constr. Co. v. United States, 339 F.2d 620 (Ct. Cl. 1964).
1285 Rev. Rul. 58-238, 1958-1 C.B. 90.
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In Slaymaker Lock Co. v. Commissioner,1286 the Tax Court
held that an employer’s cost of purchasing a building for trans-
fer to, and use by, a supervisory employees’ association was
deductible because the employer had no use for the building in
its trade or business and it was some distance from the employ-
er’s premises.1287 In contrast, in Athenia Steel Co. v. Commis-
sioner,1288 the court held that the cost of constructing a club on
the employer’s premises was a capital expenditure,1289 a result
it followed in Oswego Falls Corp. v. Commissioner,1290 with re-
spect to improvements to a club used by employees.1291

c. Material Supplies Procurement

A deduction is allowed for payments under an agreement
that permits the taxpayer to purchase necessary materials for
the operation of its business.1292

8. Ownership and Management Controversies

a. Stock Ownership

In Feagans v. Commissioner,1293 the Tax Court held that a
corporation’s payment to its manager to settle his stock own-
ership controversy with a shareholder was deductible.1294 The
same result was reached with respect to a corporation’s pay-
ment to stop a lawsuit brought by an officer-shareholder with
respect to an agreement on the control of the corporation.1295

In General Pencil Co. v. Commissioner,1296 the Tax Court
held that a corporation was allowed to deduct the legal fees
incurred in purchasing stock from one of its shareholders, be-
cause the corporation’s primary purpose was to protect its busi-
ness and income and not to acquire stock.1297 However, in Com-
merce PhotoPrint Corp. v. Commissioner,1298 the Tax Court dis-
allowed a deduction by a corporation for legal fees incurred in
settling a dispute among its shareholders, by which it acquired
part of its own stock by transferring stock in its subsidiary,
cash, and equipment.1299 The taxpayer has the burden of prov-
ing that its primary purpose is not the acquisition of its own
stock.1300

Payments by a corporation to induce the surviving spouse
of a decedent shareholder who owns a controlling interest in the
corporation to sell the stock to another person are deductible if
the stock sale is essential to permit the corporation to contin-
ue its business.1301 Payments to liquidate the interest of a share-

1286 18 T.C. 1001 (1952), rev’d on other issues, 208 F.2d 313 (3d Cir. 1953).
1287 18 T.C. at 1009.
1288 1 B.T.A. 559 (1925).
1289 Id. at 560.
1290 46 B.T.A. 801 (1942), rev’d on other issues, 137 F.2d 173 (2d Cir.

1943).
1291 46 B.T.A. at 809.
1292 Van Iderstine Co. v. Commissioner, 261 F.2d 211 (2d Cir. 1958), rev’g

16 T.C.M. 790 (1957).
1293 23 T.C. 208 (1954).
1294 Id. at 217.
1295 Brooks Packing Co. v. Commissioner, 6 T.C.M. 583 (1947).
1296 3 T.C.M. 603 (1944).
1297 Id. at 604.
1298 6 T.C.M. 386 (1947).
1299 Id. at 393.
1300 See Erie Bronze Co. v. Commissioner, 10 T.C.M. 205 (1951).
1301 Williams & Waddell, Inc. v. Pitts, 148 F. Supp. 778 (E.D.S.C. 1957).

holder whose removal was necessary to insure the survival of
the business were deductible.1302

Observation: The deductibility results obtained in the Gen-
eral Pencil and Five Star Manufacturing cases were legislative-
ly overruled. §162(k) now provides that a corporation will not
be allowed any deduction otherwise allowable for any amount
paid or incurred in connection with the corporation’s reacquisi-
tion of its stock or of the stock of a related corporation. Excep-
tions to the disallowance rule in §162(k) are provided for inter-
est deductible under §163, loan-related amounts amortized over
the term of the loan and the §561 dividends-paid deduction.

b. Voting Trusts

Payments by a corporation to shareholders to establish a
voting trust designed to permit continuation of the business by
an employee were not deductible because they did not primari-
ly benefit the corporation.1303 Likewise, in Warren Steam Pump
Co. v. Commissioner,1304 the court disallowed deductions for
payments by a corporation to a shareholder officer and his es-
tate arising from an agreement to place his stock in trust in or-
der to keep it intact as a block.1305

c. Proxy Fights

A corporation’s proxy fight expenses are deductible to the
extent they are incurred primarily for the benefit of the corpora-
tion.1306 The IRS takes the position that no deduction is allowed
if the expenses are incurred primarily for the benefit of indi-
viduals rather than in connection with the defense of corporate
policies.1307 In Cent. Foundry Co. v. Commissioner,1308 the Tax
Court allowed a deduction for the corporation’s reimbursement
of expenses incurred by dissident shareholders who obtained a
majority of seats on the board of directors in connection with
prevailing in a proxy fight.1309

Note: Proxy costs paid in the process of investigating or
otherwise pursuing stock and asset acquisitions constituting
a trade or business, reorganizations and similar enumerated
transactions1310 must be capitalized.1311

9. Payments Related to Sexual Harassment and Sexual
Abuse

Under §162(q), no deduction is allowed for any settlement
or payment related to sexual harassment or sexual abuse if
such settlement or payment is subject to a nondisclosure agree-
ment,1312 and no deduction is allowed for attorney’s fees related
to such a settlement or payment.1313

1302 Five Star Mfg. Co. v. Commissioner, 355 F.2d 724 (5th Cir. 1966),
rev’g 40 T.C. 379 (1963).

1303 D.A. Fisher, Inc. v. Henslee, 54-1 USTC ¶ 9231 (M.D. Tenn. 1953).
1304 23 B.T.A. 585 (1931).
1305 Id. at 588.
1306 Locke Mfg. Co. v. United States, 237 F. Supp. 80 (D. Conn. 1964);

Rev. Rul. 67-1, 1967-1 C.B. 28.
1307 Rev. Rul. 67-1, 1967-1 C.B. 28.
1308 49 T.C. 234 (1967).
1309 Id. at 250.
1310 See Reg. §1.263(a)-5(e)(3).
1311 Reg. §1.263(a)-5(e)(2).
1312 §162(q)(1), added by Pub. L. No. 115-97, §13307(a), effective Decem-

ber 23, 2017.
1313 §162(q)(2), added by Pub. L. No. 115-97, §13307(a), effective Decem-

ber 23, 2017.
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H. Entertainment

Business entertainment expenses are generally not de-
ductible for amounts paid or incurred after December 31, 2017,
unless an exception applies.1314 For more information, see 519
T.M., Travel, Transportation, Entertainment, Meal, and Gift
Expenses.

For amounts paid or incurred before January 1, 2018, sub-
ject to certain percentage limitations in §274, the cost of enter-
tainment that was related to carrying on a trade or business was
deductible under §162.1315 The tests located in pre-2018 §274(a)
(1), however, were so stringent that any expense that met the
tests of pre-2018 §274(a)(1) was virtually certain to also met
the broader tests of §162.1316

I. Transportation, Travel, and Relocation Expenses

1. Transportation

Expenses paid or incurred in transporting people, goods,
and equipment in carrying on a trade or business generally are
deductible under §162. Transportation expense deductions are
described below, and are discussed further in 519 T.M., Travel,
Transportation, Entertainment, Meal, and Gift Expenses.

2. Ordinary and Necessary

Transportation expenses are deductible only if they are or-
dinary and necessary.1317 Transportation expenses are not ordi-
nary and necessary if the taxpayer can use free transportation
provided by an employer or client.1318

3. Trips Between Places of Business or Investment
Properties

The cost of trips between different places of business is
deductible if the trip is undertaken in the carrying on of the
trade or business.1319 For these purposes, a union hall is not

1314 §274(a).
1315 E.g., Detko v. Commissioner, 53 T.C.M. 186 (1987); Williams v. Com-

missioner, 14 T.C.M. 373 (1955).
1316 See, e.g., McReavy v. Commissioner, 57 T.C.M. 133 (1989).
1317 E.g., Commissioner v. Motch, 180 F.2d 859 (6th Cir. 1950), rev’g 11

T.C. 777 (1948).
1318 E.g., Hall v. Commissioner, 10 B.T.A. 847 (1928); Kelly v. Commis-

sioner, 23 T.C.M. 472 (1964); Cox v. United States, 78-2 USTC ¶ 9572 (D.
Nev. 1978), aff’d sub nom., Coombs v. Commissioner, 608 F.2d 1269 (9th Cir.
1979).

1319 E.g., Chandler v. Commissioner, 226 F.2d 467 (1st Cir. 1955), rev’g
23 T.C. 653 (1955); Puckett v. Commissioner, 56 T.C. 1092 (1971); Fausner
v. Commissioner, 55 T.C. 620 (1971); Musser v. Commissioner, 3 B.T.A. 498
(1926); Christman v. Commissioner, 57 T.C.M. 538 (1989); Hamby v. Com-
missioner, 56 T.C.M. 783 (1988); Whitaker v. Commissioner, 56 T.C.M. 47
(1988); Muhl v. Commissioner, 51 T.C.M. 1538 (1986); Hezel v. Commis-
sioner, 49 T.C.M. 458 (1985); Kahl v. Commissioner, 41 T.C.M. 1433 (1981);
Bass v. Commissioner, 41 T.C.M. 1176 (1981); Terry v. Commissioner, 38
T.C.M. 1105 (1979); Burke v. Commissioner, 38 T.C.M. 815 (1979); Scott v.
Commissioner, 33 T.C.M. 1299 (1974); Phillips v. Commissioner, 32 T.C.M.
255 (1973); Newi v. Commissioner, 28 T.C.M. 686 (1969), aff’d on other
issues, 432 F.2d 998 (2d Cir. 1970); Rountree v. Commissioner, 27 T.C.M.
810 (1968); Kutchinski v. Commissioner, 27 T.C.M. 216 (1968); Moylan v.
Commissioner, 27 T.C.M. 84 (1968); Steele v. Commissioner, 19 T.C.M. 966
(1960); Ciro v. Commissioner, 17 T.C.M. 76 (1958); Driscoll v. Commis-
sioner, 11 T.C.M. 1217 (1952); McWilliams v. Commissioner, 9 T.C.M. 866
(1950); Rev. Rul. 55-637, Rev. Rul. 55-109, modified on other issues by, Rev.
Rul. 90-23.

a place of business.1320 If the taxpayer’s home is also a place
of business, the IRS allows a deduction for the costs of daily
transportation between the home and another business location
only if the home is a principal place of business within the
meaning of §280A(c)(1)(A) and the business conducted in the
other location is the same trade or business as that conducted
at the home.1321 In contrast, the Tax Court allows the deduction
provided the home is a regular place of business.1322

Comment: The law in this area is characterized by con-
tinual IRS attempts to limit the scope of judicial decisions in
which its restrictive approach to the deduction of transportation
expenses involving travel to or from the taxpayer’s residence
is at issue. Originally, the IRS found support for the proposi-
tion that the cost of trips between home and a place of busi-
ness is not deductible even if the taxpayer carries on a trade or
business at home that is not related to the places of business to
which the trips are made,1323 particularly if the taxpayer would
have made the trip in any event.1324 However, the courts craft-
ed an exception applicable to trips from a place of business at
home to other places of the same business.1325 In response, the
IRS relented but only to the extent indicated. The extent of the
maneuvering is apparent from the events surrounding Burleson
v. Commissioner,1326 in which the IRS released its latest inter-
pretation five days before it filed its brief in the case, citing that
interpretation, even though the case had been submitted as ful-
ly stipulated 78 days before the IRS issued its interpretation. In
deciding that it would be fundamentally unfair to the taxpayers
to follow the IRS position, the Tax Court noted that the IRS is-
sued its interpretation after the court had issued a decision on
indistinguishable facts in which it treated the IRS position on
the deduction as equivalent to a concession by the IRS on the
issue.

Under §212, deductions are allowed for the expenses of
transportation between properties that are held for the produc-
tion of income.1327

1320 E.g., Anderson v. Commissioner, 60 T.C. 834 (1973); Thompson v.
Commissioner, 15 T.C. 609 (1950), rev’d on other issues, 193 F.2d 586 (10th
Cir. 1951); Stanclift v. Commissioner, 37 T.C.M. 1690 (1978); Hess v. United
States, 329 F. Supp. 1353 (D. Kan. 1971).

1321 Rev. Rul. 99-7, modifying and superseding Rev. Rul. 94-47, and Rev.
Rul. 90-23.

1322 Walker v. Commissioner, 101 T.C. 537 (1993). See also Merritt v.
Commissioner, 69 T.C.M. 1779 (1995); Stalcup v. Commissioner, 69 T.C.M.
1777 (1995); Burleson v. Commissioner, 68 T.C.M. 288 (1994); Burleson v.
Commissioner, 67 T.C.M. 2517 (1994); Nikkila v. Commissioner, 66 T.C.M.
1796 (1993); Boice v. Commissioner, 66 T.C.M. 1794 (1993); Callison v.
Commissioner, 66 T.C.M. 1792 (1993); Burleson v. Commissioner, 66 T.C.M.
1791 (1993).

1323 Dougherty v. Commissioner, 51 T.C.M. 986 (1986), aff’d in unpub.
opin. (8th Cir. 1987); Fisher v. Commissioner, 38 T.C.M. 807 (1979); Matteson
v. Commissioner, 33 T.C.M. 479 (1974), aff’d, 514 F.2d 43 (8th Cir. 1975).

1324 E.g., Mazzotta v. Commissioner, 57 T.C. 427 (1971), aff’d, 465 F.2d
1399 (2d Cir. 1972); Bloomberg v. Commissioner, 38 T.C.M. 206 (1979);
Cherubini v. Commissioner, 37 T.C.M. 1853 (1978).

1325 E.g., Curphey v. Commissioner, 73 T.C. 766 (1980); Downs v. Com-
missioner, 49 T.C. 533 (1968); Leitch v. Commissioner, 58 T.C.M. 341 (1989),
aff’d in unpub. opin. (9th Cir. Mar. 25, 1991); Muhl v. Commissioner, 51
T.C.M. 1538 (1986); McKinsey v. Commissioner, 48 T.C.M. 225 (1984).

1326 68 T.C.M. 288 (1994).
1327 E.g., Horowitz v. Commissioner, 38 T.C.M. 108 (1979).

Detailed AnalysisDetailed Analysis IV.I.3.IV.I.3.

505-4th © 2026 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-61746-967-1 03/01/2026 A - 61



4. Commuting

a. In General

Generally, no deduction is allowed for the cost of commut-
ing between the taxpayer’s home and a place of business be-
cause the cost of commuting is a personal expense,1328 regard-
less of the length of the trip.1329 The costs disallowed include
the costs of operating a commuting vehicle,1330 parking fees,1331

tolls,1332 car pool payments1333 and public transportation.1334 The
IRS has ruled that the costs of daily transportation between a
place of business and a taxpayer’s residence not used as a place
of business are deductible if the place of business is a tempo-
rary work location outside of the metropolitan area in which the
taxpayer normally lives and works or if the place of business is
temporary and the taxpayer has one or more regular work loca-
tions away from the residence.1335 The disallowance of deduc-
tions for personal expenses is discussed in 503 T.M., Principles
of Income Tax Deductions.

b. Tools Exception

One exception to the nondeductibility of commuting ex-
penses allows the taxpayer to deduct the excess costs paid or
incurred in transporting tools or equipment used in the trade or
business between home and a place of business,1336 such as the
extra costs of using a truck rather than an automobile to carry
heavy equipment.1337 This exception does not apply if the tax-
payer would have used the same mode of transportation and
would have incurred the same costs even if there were no need

1328 Reg. §1.162-2(e), §1.212-1(f). E.g., Mitchell v. Commissioner, 42 T.C.
953 (1964); Casey v. Commissioner, 55 T.C.M. 664 (1988), aff’d, 876 F.2d
899 (11th Cir. 1989); Dickson v. Commissioner, 51 T.C.M. 970 (1986); Brill
v. Commissioner, 43 T.C.M. 1542 (1982); Solon v. Commissioner, 39 T.C.M.
1245 (1980), aff’d in unpub. opin. (5th Cir. 1981); Bothke v. Commissioner, 39
T.C.M. 826 (1980), aff’d in unpub. opin. (9th Cir. 11/23/81); Barton v. Com-
missioner, 28 T.C.M. 261 (1969), aff’d, 424 F.2d 1295 (7th Cir. 1970); Riscalla
v. Commissioner, 22 T.C.M. 541 (1963), aff’d, 337 F.2d 859 (5th Cir. 1964);
Smith v. Warren, 67-1 USTC ¶ 9353 (W.D. Wash. 1967), aff’d, 388 F.2d 671
(9th Cir. 1968).

1329 E.g., Coombs v. Commissioner, 608 F.2d 1269 (9th Cir. 1979); United
States v. Tauferner, 407 F.2d 243 (10th Cir. 1969), cert. denied, 396 U.S. 824
(1969), rev’g 68-1 USTC ¶ 9212 (D. Utah 1968); Mann v. Commissioner, 36
T.C.M. 130 (1977); Smith v. Commissioner, 31 T.C.M. 739 (1972); Pemberton
v. Commissioner, 29 T.C.M. 875 (1970); Tietjen v. Commissioner, 29 T.C.M.
281 (1970); Sue v. United States, 78-1 USTC ¶ 9373 (D. Nev. 1978); Slegers
v. United States, 77-1 USTC ¶ 9448 (D. Ore. 1977), aff’d in unpub. opin. (9th
Cir. 8/13/79).

1330 E.g., White v. Commissioner, 31 T.C.M. 357 (1972).
1331 E.g., Meiers v. Commissioner, 43 T.C.M. 454 (1982); Greenway v.

Commissioner, 40 T.C.M. 24 (1980).
1332 E.g., Towne v. Commissioner, 36 T.C.M. 1422 (1977).
1333 E.g., Rev. Rul. 55-555.
1334 Clark v. Commissioner, 37 T.C.M. 1178 (1978).
1335 Rev. Rul. 94-47, amplifying Rev. Rul. 90-23.
1336 E.g., Crowther v. Commissioner, 269 F.2d 292 (9th Cir. 1959), aff’g in

part and rev’g in part 28 T.C. 1293 (1957); Anderson v. Commissioner, 55 T.C.
756 (1979); Fausner v. Commissioner, 55 T.C. 620 (1971); Grayson v. Com-
missioner, 36 T.C.M. 1201 (1977); Tyne v. Commissioner, 29 T.C.M. 1398
(1970), aff’d, 468 F.2d 913 (7th Cir. 1972), on remand from 409 F.2d 485 (7th
Cir. 1969), cert. denied, 396 U.S. 833 (1969), on remand from 385 F.2d 40 (7th
Cir. 1967), rev’g and rem’g 25 T.C.M. 1112 (1966); Allenby v. Commission-
er, 16 T.C.M. 937 (1957); Rice v. Riddell, 179 F. Supp. 576 (S.D. Cal. 1959);
Rev. Rul. 75-380.

1337 E.g., Pool v. Commissioner, 36 T.C.M. 93 (1977); Eaton v. Commis-
sioner, 17 T.C.M. 60 (1958).

to transport tools or equipment.1338 Nor does it apply if the tax-
payer could use available transportation that was free.1339 Nor
does it apply to expenses paid or incurred by the taxpayer that
the taxpayer did not need to pay or incur in order to transport
the tools or equipment.1340

c. On-Duty Exception

In Pollei v. Commissioner, the Tenth Circuit recognized
an exception to the prohibition against deduction of commuting
expenses for police officers on duty during the time they trav-
elled between their homes and their headquarters.1341 The Tax
Court, however, disagrees.1342

d. Transportation of Goods Exception

In Green v. Commissioner, the Tax Court held that a tax-
payer in the business of selling her blood was allowed to deduct
the cost of travelling to the clinic because the nature of her busi-
ness required that she accompany the goods that she was selling
to the market in which she sold them.1343

5. Travel

a. In General

Subject to the §274 limitations, §162 specifically allows
deductions for the travel expenses paid or incurred while away
from home in the pursuit of a trade or business.1344 Travel ex-
penses include expenditures for food and lodging except to the
extent lavish or extravagant under the circumstances.1345 For tax
years beginning before 2018, travel expenses paid or incurred
in connection with the collection or production of income or
with property held for the production of income are deductible
under §212.1346 For tax years beginning after 2017, §67(h) elim-
inates the deductibility of §212 expenses, with certain excep-
tions. Substantiation of business purpose and adequate contem-
poraneous recordkeeping of expenditures are critical issues un-

1338 E.g., Sheehan v. Commissioner, 497 F.2d 919 (2d Cir. 1974) (without
opinion), rev’g 32 T.C.M. 512 (1973); Coker v. Commissioner, 487 F.2d 593
(2d Cir. 1973), cert. denied, 414 U.S. 1130 (1974), aff’g in part and rev’g
in part 31 T.C.M. 317 (1972), on remand from 480 F.2d 146 (2d Cir. 1973);
Hitt v. Commissioner, 55 T.C. 628 (1971); McLaughlin v. Commissioner, 45
T.C.M. 5 (1982); Chapman v. Commissioner, 43 T.C.M. 511 (1982); Lopa v.
Commissioner, 43 T.C.M. 443 (1982); Merighi v. Commissioner, 43 T.C.M.
130 (1981); Krambo v. Commissioner, 41 T.C.M. 42 (1980); Dolce v. Com-
missioner, 39 T.C.M. 1008 (1980); Fausner v. Commissioner, 38 T.C.M. 1365
(1979), dism’d (9th Cir. 1980); Regan v. Commissioner, 37 T.C.M. 479 (1978);
Randazzo v. Commissioner, 36 T.C.M. 1199 (1977); McGraw v. Commission-
er, 35 T.C.M. 1016 (1976); Reese v. Commissioner, 35 T.C.M. 857 (1976);
Bradley v. Commissioner, 32 T.C.M. 793 (1973); Woolsey v. Commission-
er, 31 T.C.M. 138 (1972); Fausner v. Commissioner, 30 T.C.M. 1187 (1971),
aff’d, 472 F.2d 561 (5th Cir. 1973), aff’d, 413 U.S. 838 (1973); Castillo v.
Commissioner, 30 T.C.M. 354 (1971); Kallander v. United States, 75-1 USTC
¶ 9323 (Ct. Cl. Tr. J. Op. 1975), aff’d, 526 F.2d 1131 (Ct. Cl. 1975); Jefferson
v. United States, 74-1 USTC ¶ 9205 (W.D. Ga. 1973).

1339 Marzano v. Commissioner, 29 T.C.M. 694 (1970).
1340 E.g., Gilberg v. Commissioner, 55 T.C. 611 (1971); Drake v. Commis-

sioner, 32 T.C.M. 553 (1973).
1341 877 F.2d 838, 842 (10th Cir. 1989), rev’g 87 T.C. 869 (1986).
1342 Pollei v. Commissioner, 87 T.C. 869 (1986), rev’d, 877 F.2d 838 (10th

Cir. 1989).
1343 74 T.C. 1229, 1238 (1980).
1344 §162(a)(2); Reg. §1.162-1(a).
1345 Reg. §1.162-2(a).
1346 E.g., Gustin v. Commissioner, 46 T.C.M. 1505 (1983); Harris v. Com-

missioner, 37 T.C.M. 1370 (1978).
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der the §274 limitations.1347 For tax years beginning after 2017,
the disallowance of miscellaneous itemized deductions means
that job-related travel expenses incurred by an employee that
are not reimbursed by the employer are not deductible by the
employee.1348

Travel expense deductions and the §274 limitations are
discussed in 519 T.M., Travel, Transportation, Entertainment,
Meal, and Gift Expenses.

b. Ordinary and Necessary

Traveling expenses are not deductible unless they are or-
dinary and necessary,1349 as well as reasonable and necessary in
the conduct of the taxpayer’s trade or business1350 or for-profit
activity.1351 The travel expenses of long-distance commuting are
not deductible because living in an area distant from the tax-
payer’s place of business is not an ordinary and necessary busi-
ness decision.1352 The travel expenses of attending shareholder
meetings of companies in which the taxpayer owns stock are
not deductible if they are not sufficiently related to the taxpay-
er’s investment activities.1353 The deduction for amounts paid to
a wholly owned air charter company for air travel is limited to
the cost of first-class commercial travel, rather than the cost of
private charter, if the payments are found to be unreasonable.1354

c. Away from Home

(1) In General

Travel expenses, in contrast to transportation expenses, are
not deductible unless paid or incurred by the taxpayer while
away from the taxpayer’s tax home.1355 Generally, the tax home
is the territory or metropolitan area within which the taxpay-
er regularly conducts a trade or business.1356 For employees, it

1347 See, e.g., Khinda v. Commissioner, T.C. Summ. Op. 2017-32.
1348 §62(a)(2)(A), §67(h).
1349 E.g., Ballantine v. Commissioner, 46 T.C. 272 (1966); Frick v. Com-

missioner, 47 T.C.M. 564 (1983), aff’d, 774 F.2d 1168 (7th Cir. 1985).
1350 Reg. §1.162-2(a), Reg. §1.212-1(d). E.g., Buckner v. Commissioner, 41

T.C.M. 1230 (1981); Rev. Rul. 64-9.
1351 E.g., Kinney v. Commissioner, 66 T.C. 122 (1976).
1352 Commissioner v. Flowers, 326 U.S. 465 (1946), rev’g 148 F.2d 163

(5th Cir. 1945), rev’g 3 T.C.M. 803 (1944); Thompson v. Commissioner, 6
T.C. 285 (1946), aff’d, 161 F.2d 185 (2d Cir. 1947); Plante v. Commissioner,
53 T.C.M. 1390 (1987); Owens v. Thomas, 45-2 USTC ¶ 9416 (N.D. Tex.
1945), aff’d, 157 F.2d 681 (5th Cir. 1946).

1353 Rev. Rul. 56-511.
1354 FSA 200137002.
1355 §162; Commissioner v. Flowers, 326 U.S. 465 (1946), rev’g 148 F.2d

163 (5th Cir. 1945), rev’g 3 T.C.M. 803 (1944); Cf. Reg. §1.162-32,
§1.262-1(b)(5) (away from home requirement not necessary for certain local
lodging expenses if facts and circumstances indicate expenses incurred in car-
rying on the taxpayer’s trade or business, though not necessarily if paid or in-
curred in for-profit activity transaction).

1356 Bunevith v. Commissioner, 70-1 USTC ¶ 9414 (1st Cir. 1970), aff’g 52
T.C. 837 (1969); Marshall v. Commissioner, 14 T.C.M. 955 (1955), aff’d, 240
F.2d 185 (5th Cir. 1957); Liljeberg v. Commissioner, 148 T.C. 83 (2017), aff’d,
907 F.3d 623 (D.C. Cir. 2018) (tax home is typically the vicinity of taxpay-
er’s principal place of employment and not where personal residence is located;
foreign post-secondary students working temporary or seasonal jobs in Unit-
ed States under U.S. State Department program that required them to return to
their home countries after four months had their tax homes at their job sites in
United States, thus no deduction for living and foreign travel expenses); Feese
v. Commissioner, T.C. Memo. 1984-46 (1984); Egner v. Commissioner, T.C.
Memo. 1984-473; McDougal v. Commissioner, T.C. Memo. 1980-289; Tucker
v. Commissioner, 55 T.C. 783 (1971); Hicks v. Commissioner, 9 T.C.M. 1088

is the area in which is located the taxpayer’s post of employ-
ment1357 or principal place of employment.1358 Generally, a tax-
payer does not have a tax home if the taxpayer’s trade or busi-
ness activities are conducted over such a wide area that the tax-
payer does not have any established base of operations1359 or if
the taxpayer has no home from which to be away.1360 The First
Circuit has held that a taxpayer who conducts business at one
location for part of the year and at a geographically distant lo-
cation for the other part of the year has only one tax home, con-
trary to the Tax Court’s position, and stated that the determina-
tion of which location is the tax home requires a factual analy-
sis of the taxpayer’s major post of duty.1361

Determining the area in which the most trade or business
activities are regularly carried on and the principal place of em-
ployment are questions of fact.1362 A significant factor is the
time spent at each location,1363 though it is not necessarily de-
terminative.1364 Other factors include office location,1365 job site
location,1366 place salaries drawn,1367 significance of work per-
formed,1368 and location of records and meetings, and perfor-
mance of job duties.1369

(1950). But see Six v. United States, 450 F.2d 66 (2d Cir. 1971), rem’g 322 F.
Supp. 547 (S.D.N.Y. 1971); Boyer v. Commissioner, 36 T.C.M. 1329 (1977).

1357 E.g., Mitchell v. Commissioner, 74 T.C. 578 (1980); Paolini v. Com-
missioner, 43 T.C.M. 513 (1982), aff’d in unpub. opin. (3d Cir. 1/17/83);
Masline v. Commissioner, 30 T.C.M. 850 (1971), aff’d, 462 F.2d 1328 (5th
Cir. 1972).

1358 E.g., Mosure v. Commissioner, 42 T.C.M. 1279 (1981). See Griffin v.
Commissioner, 63 T.C.M. 2582 (1992) (tax home of naval personnel of dry
docked submarine is not the submarine itself, but is the area or vicinity of the
person’s principal place of business).

1359 E.g., Barone v. Commissioner, 85 T.C. 462 (1985), aff’d in unpub.
opin. (9th Cir. 12/12/86); Stokes v. Commissioner, 63 T.C.M. 2886 (1992),
aff’d, 22 F.3d 1098 (11th Cir. 1994) (tax home was entire state); Holdreith v.
Commissioner, 57 T.C.M. 1383 (1989); Edwards v. Commissioner, 54 T.C.M.
115 (1987); Dickie v. Commissioner, 52 T.C.M. 493 (1986). But see Dean v.
Commissioner, 54 T.C. 663 (1970); Rev. Rul. 71-247.

1360 E.g., Brandl v. Commissioner, 513 F.2d 697 (6th Cir. 1975), aff’g 33
T.C.M. 688 (1974); Rosenspan v. United States, 438 F.2d 905 (2d Cir. 1971),
cert. denied, 404 U.S. 864 (1971), aff’g 316 F. Supp. 194 (E.D.N.Y. 1970);
Fisher v. Commissioner, 23 T.C. 218 (1954), aff’d, 230 F.2d 79 (7th Cir. 1956);
Hamby v. Commissioner, 60 T.C.M. 909 (1990); Crossland v. Commissioner,
33 T.C.M. 1278 (1974), aff’d, 535 F.2d 1240 (2d Cir. 1975), cert. denied, 429
U.S. 863 (1976); Rev. Rul. 73-529.

1361 Andrews v. Commissioner, 931 F.2d 132 (1st Cir. 1991), rev’g and
rem’g 60 T.C.M. 277 (1990).

1362 E.g., Markey v. Commissioner, 490 F.2d 1249 (6th Cir. 1974), rev’g 31
T.C.M. 766 (1972); Ney v. United States, 171 F.2d 449 (8th Cir. 1948), cert.
denied, 336 U.S. 967 (1949), aff’g 77 F. Supp. 1005 (W.D. Ark. 1948); Mil-
am v. Commissioner, 51 T.C.M. 1099 (1986); Bernard v. United States, 11 Cl.
Ct. 437 (1986). See also Hoeppner v. Commissioner, 64 T.C.M. 1493 (1992)
(taxpayer with two places of business was held to have a tax home at the place
of full-time employment because he spent more time and derived more income
there.).

1363 E.g., Plante v. Commissioner, 53 T.C.M. 1390 (1987); Gorod v. Com-
missioner, 42 T.C.M. 1569 (1981); McAvoy v. Commissioner, 24 T.C.M. 1617
(1965); Schwartz v. Commissioner, 24 T.C.M. 223 (1965); Hogan v. Commis-
sioner, 22 T.C.M. 1500 (1963); McKenzie v. United States, 431 F. Supp. 993
(E.D. Tenn. 1976).

1364 E.g., Johnson v. Commissioner, 17 T.C. 1261 (1952).
1365 E.g., Hogan v. Commissioner, 22 T.C.M. 1500 (1963).
1366 E.g., Massey v. Commissioner, 27 T.C.M. 1452 (1968).
1367 E.g., Dews v. Commissioner, 53 T.C.M. 1378 (1987); Davis v. Com-

missioner, 48 T.C.M. 282 (1984).
1368 E.g., Lary v. United States, 608 F. Supp. 258 (N.D. Ala. 1985), aff’d

on other issues, 787 F.2d 1538 (11th Cir. 1986).
1369 E.g., Bernard v. United States, 11 Cl. Ct. 437 (1986).
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Husbands and wives do not necessarily have the same tax
homes.1370 It does not matter that a joint return is filed or if there
are duplicate living expenses.1371

(2) Temporary Assignments

Generally, if the location of the taxpayer’s principal place
of employment or area in which the most trade or business
activities are regularly carried on changes, the taxpayer’s tax
home changes, making the traveling expenses paid or incurred
at the new location nondeductible because the taxpayer is not
away from the tax home while at the new location.1372 However,
if the change is temporary, the tax home does not change, mak-
ing the traveling expenses deductible.1373

A job assignment is not temporary if the period of employ-
ment exceeds one year, but this limitation does not apply to
federal employees during any period for which the employee is
certified by the Attorney General or a designee as traveling on
behalf of the United States in temporary duty status to investi-
gate a federal crime or to provide support services for the in-
vestigation of a federal crime.1374

Whether a job assignment of less than one year is tempo-
rary, rather than permanent or indefinite, is a question of fact.1375

The taxpayer has the burden of demonstrating that there is a
reasonable expectation that the change in principal place of em-
ployment will terminate within a short period of time.1376 The
employer’s classification of the taxpayer’s assignment or em-
ployment as temporary is not determinative.1377

The assignment must be temporary from the outset.1378 Tra-
ditionally, if a temporary assignment of less than one year be-
came permanent or indefinite during the first year, no deduc-
tion was allowed,1379 but since 1993 the IRS has allowed a de-
duction for expenses for the period beginning with the outset
of the assignment and ending on the date the assignment be-
comes one realistically expected to last more than one year, un-

1370 E.g., Foote v. Commissioner, 67 T.C. 1 (1976); Coerver v. Commis-
sioner, 36 T.C. 252 (1961), aff’d, 297 F.2d 837 (3d Cir. 1962).

1371 E.g., Griffith v. Commissioner, 37 T.C.M. 1651 (1978).
1372 E.g., Tyler v. Commissioner, 13 T.C. 186 (1949); Lyman v. Commis-

sioner, 47 T.C.M. 1236 (1984); Stelmaszek v. Commissioner, 37 T.C.M. 811
(1978); Kiah v. Commissioner, 30 T.C.M. 1165 (1971); Riscalla v. Commis-
sioner, 22 T.C.M. 541 (1963), aff’d, 337 F.2d 859 (5th Cir. 1964); Lipps v.
Commissioner, 21 T.C.M. 358 (1962); Raffone v. Commissioner, 20 T.C.M.
1698 (1961); Neff v. Campbell, 63-1 USTC ¶ 9143 (N.D. Tex. 1962); Rev. Rul.
60-314.

1373 See, e.g., Holland v. Commissioner, 55 T.C.M. 93 (1988).
1374 §162(a) (flush language); see PMTA 2007-00309 (application of rule to

IRS special agent on undercover assignment).
1375 E.g., Ellwein v. United States, 778 F.2d 506 (8th Cir. 1985), aff’g in

part, rev’g in part, and rem’g in part 577 F. Supp. 1368 (D.N.D. 1983); Dahood
v. United States, 747 F.2d 46 (1st Cir. 1984), aff’g 585 F. Supp. 93 (D.N.H.
1984); Garlock v. Commissioner, 34 T.C. 611 (1960); Garcia v. Commissioner,
50 T.C.M. 1480 (1985), aff’d in unpub. opin. (9th Cir. 10/1/87); Kohr v. United
States, 655 F. Supp. 306 (M.D. Pa. 1987).

1376 See, e.g., Broome v. Commissioner, 50 T.C.M. 291 (1985); Baugher v.
Commissioner, 47 T.C.M. 1523 (1984).

1377 E.g., Courtney v. Commissioner, 32 T.C. 334 (1959); Allison v. Com-
missioner, 52 T.C.M. 42 (1986).

1378 See Commissioner v. Peurifoy, 358 U.S. 59 (1958), aff’g per curiam
254 F.2d 483 (4th Cir. 1957), rev’g 27 T.C. 149 (1956), nonacq., 1957-2 C.B.
8.

1379 See, e.g., Doyle v. Commissioner, 354 F.2d 480 (9th Cir. 1966), aff’g
23 T.C.M. 638 (1964); Chimento v. Commissioner, 52 T.C. 1067 (1969), aff’d,
438 F.2d 643 (3d Cir. 1971); Moxey v. Commissioner, 55 T.C.M. 607 (1988).

less there are facts and circumstances indicating otherwise.1380

However, a deduction is allowed for the first year of the assign-
ment if the assignment originally was for a temporary period
of less than one year and throughout the year retains its initial
temporary character, even if thereafter it becomes permanent or
indefinite.1381 A temporary return to the original tax home does
not make the assignment away from the original tax home tem-
porary.1382

The IRS considers assignments and positions to be tempo-
rary if both the realistically anticipated and actual duration of
the change in principal place of employment is less than one
year, unless there are facts and circumstances indicating to the
contrary, but if the assignment is realistically expected to last
more than one year or there is no realistic expectation that it
will last for one year or less, then the assignment is treated
as indefinite even if it turns out to last for one year or less.1383

Courts have generally reached results consistent with the one-
year test,1384 though before the enactment of the one-year lim-
itation exceptions had been made in particular cases.1385 Other
factors include:

• the employer’s announced expectations of the length of
the assignment;1386

• the lack of any promises by the employer concerning
continuation;1387

• previous experience with the employer and the employ-
er’s past policies;1388

• the impact of weather;1389

1380 Rev. Rul. 93-86, superseding Rev. Rul. 83-82.
1381 Kaster v. Commissioner, 50 T.C.M. 1506 (1985).
1382 Drum v. Commissioner, 68 T.C.M. 595, aff’d in unpub. opin., 61 F.3d

910 (9th Cir. 1995).
1383 Rev. Rul. 93-86, superseding Rev. Rul. 83-82; Rev. Rul. 74-242; Rev.

Rul. 60-189, amplified by, Rev. Rul. 83-82.
1384 See, e.g., Babeaux v. Commissioner, 601 F.2d 730 (4th Cir. 1979) (per

curiam), cert. denied, 444 U.S. 993 (1979), 445 U.S. 943 (1980), rev’g 36
T.C.M. 657 (1977), rev’g Patrick v. Commissioner, 36 T.C.M. 655 (1977), and
rev’g Waldrop v. Commissioner, 36 T.C.M. 780 (1977) (19 to 32 months not
temporary); Boone v. United States, 482 F.2d 417 (5th Cir. 1973) (15 months or
more not temporary); Horton v. Commissioner, 86 T.C. 589 (1986) (6 months
temporary); Mitchell v. Commissioner, 74 T.C. 578 (1980) (2.5 years not tem-
porary); Waters v. Commissioner, 53 T.C.M. 1300 (1987) (7 years not tempo-
rary); Case v. Commissioner, 50 T.C.M. 1291 (1985) (3 to 7 months tempo-
rary); White v. Commissioner, 47 T.C.M. 1278 (1984) (4 years not temporary);
Tefft v. Commissioner, 47 T.C.M. 1276 (1984) (5 years not temporary); Davis
v. Commissioner, 38 T.C.M. 189 (1979) (3 to 7 months temporary); Crouch
v. Commissioner, 36 T.C.M. 263 (1977) (15 months or more not temporary);
Kasey v. Commissioner, 35 T.C.M. 1160 (1976) (2 years not temporary); Kres-
ge v. United States, 82-1 USTC ¶ 9180 (M.D. Pa. 1982) (2 years not tempo-
rary); Sue v. United States, 78-1 USTC ¶ 9373 (D. Nev. 1978) (15 months or
more not temporary).

1385 See, e.g., Commissioner v. Peurifoy, 358 U.S. 59 (1958) (per curiam),
aff’g 254 F.2d 483 (4th Cir. 1957), rev’g 27 T.C. 149 (1956) (8.7 months not
temporary); Cox v. Commissioner, 38 T.C.M. 136 (1979) (16 months tempo-
rary); Cowger v. Commissioner, 25 T.C.M. 513 (1966) (more than 1 year tem-
porary).

1386 E.g., Massey v. Commissioner, 47 T.C.M. 1648 (1984); Barkley v.
Commissioner, 35 T.C.M. 707 (1976).

1387 E.g., Blankenship v. Commissioner, 39 T.C.M. 91 (1979); Neff v. Com-
missioner, 33 T.C.M. 1380 (1974).

1388 E.g., Myhrman v. Commissioner, 50 T.C.M. 354 (1985); Stout v. Com-
missioner, 17 T.C.M. 518 (1958); Cockrell v. Commissioner, 321 F.2d 504 (8th
Cir. 1963), aff’g 38 T.C. 470 (1962); Goodman v. Commissioner, 30 T.C.M.
1369 (1971).
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• the risk of layoff;1390

• the effect of ongoing litigation;1391

• the possibility of being traded or transferred;1392

• the taxpayer’s intentions to continue or resign;1393

• illness;1394

• the possibilities of renewal;1395

• changes in the taxpayer’s duties; and1396

• the length of leases into which the taxpayer enters.1397

Comment: Presumably, for federal employees exempted
from the one year limitation, the principles established in cases
holding employment or assignment periods of more than one
year to be temporary and the factors given weight in those de-
cisions should continue to be relevant.

(3) Members of Congress

The place of residence of a Member of Congress, Delegate
or Resident Commissioner within the state, congressional dis-
trict or possession which the Member, Delegate or Commis-
sioner represents is considered to be the individual’s tax home.
However, amounts expended for living expenses for travel
away from home in pursuit of the trade or business of repre-
senting the district or possession are not deductible.1398

(4) State Legislators

If an individual who is a state legislator at any time during
the tax year so elects, the individual’s residence within the rep-
resented legislative district is treated as the individual’s tax
home.1399 The election does not apply to any legislator whose
residence within the represented legislative district is 50 or
fewer miles from the state capitol building.1400 A taxpayer be-
comes a state legislator on the day the individual is sworn into
office and ceases to be a state legislator on the day after the day
on which the legislator’s term ends.1401

If this election is made, the state legislator is deemed to
be away from home in pursuit of the trade or business on each
legislative day.1402 A legislative day is any day on which the

1389 E.g., Frederick v. United States, 603 F.2d 1292 (8th Cir. 1979), aff’g
457 F. Supp. 1274 (D.N.D. 1978); Blatnick v. Commissioner, 56 T.C. 1344
(1971); Jennings v. United States, 57-2 USTC ¶ 10,056 (D. Ore. 1957).

1390 E.g., Merighi v. Commissioner, 43 T.C.M. 130 (1981); Holter v. Com-
missioner, 37 T.C.M. 1707 (1978).

1391 E.g., Lees v. Commissioner, 24 T.C.M. 1823 (1965).
1392 E.g., Claunch v. Commissioner, 29 T.C. 1047 (1958), aff’d, 264 F.2d

309 (5th Cir. 1959); Horton v. Commissioner, 86 T.C. 589 (1986); Owens v.
Commissioner, 50 T.C. 577 (1968).

1393 E.g., Chwalow v. Commissioner, 30 T.C.M. 770 (1971), aff’d, 470 F.2d
475 (3d Cir. 1972); Weiberg v. Commissioner, 639 F.2d 434 (8th Cir. 1981),
aff’g 40 T.C.M. 272 (1980).

1394 E.g., Friedman v. Commissioner, 58 T.C.M. 491 (1989).
1395 E.g., Stricker v. Commissioner, 54 T.C. 355 (1970), aff’d, 438 F.2d

1216 (6th Cir. 1971); Marth v. Commissioner, 23 T.C.M. 660 (1964), aff’d,
342 F.2d 417 (9th Cir. 1965), cert. denied, 382 U.S. 844 (1965).

1396 E.g., Verner v. Commissioner, 39 T.C. 749 (1963).
1397 See Linetsky v. Commissioner, 68 T.C.M. 8 (1994).
1398 §162(a) (flush language).
1399 §162(h)(1)(A); Reg. §1.162-24(a)(1).
1400 §162(h)(4); Reg. §1.162-24(c).
1401 Reg. §1.162-24(d)(1).
1402 Reg. §1.162-24(a)(3).

electing taxpayer is a state legislator, and that meets one of
four alternative tests.1403 First, it is a day on which the legisla-
ture is in session.1404 Second, it is a day on which the legisla-
ture is not in session for a period not longer than four consec-
utive days, without extension for Saturdays, Sundays or holi-
days.1405 Third, it is a day on which the state legislator’s atten-
dance at a meeting of a committee of the legislature is formally
recorded.1406 Fourth, the state legislator’s attendance at any ses-
sion of the legislature that only a limited number of members
are expected to attend, such as a pro forma session, is formal-
ly recorded on any day other than a day when the legislature
is in session or a day during a period of four consecutive days
or less when the legislature is not in session.1407 The legislature
is in session when the members of the legislature are expected
to attend and participate as an assembled body of the legisla-
ture, whether or not the electing legislator actually attends.1408

A committee of the legislature is any group consisting solely of
legislators charged with conducting business of the legislature,
including but not limited to committees to which the legisla-
ture refers bills for consideration, committees that the legisla-
ture has authorized to conduct inquiries into matters of public
concern, and committees charged with the internal administra-
tion of the legislature. Groups that are not considered commit-
tees of the legislature include, but are not limited to, groups that
promote particular issues, raise campaign funds or are caucuses
of members of a political party.1409

In addition, if this election is made, the individual is treat-
ed as having expended, for living expenses in connection with
the taxpayer’s trade or business as a legislator, which include
lodging, meals, and incidental expenses, an amount equal to
the sum of the amounts determined by multiplying each leg-
islative day of the taxpayer during the tax year by the greater
of two amounts.1410 The first amount is the maximum amount
allowable to federal government executive branch employees
for living expenses while away from home in pursuit of a trade
or business in the legislator’s state capital for that day.1411 The
second amount is the amount generally allowable for that day
to employees of the legislator’s state for per diem while away
from home, to the extent it does not exceed 110% of the first
amount.1412 For any legislative day for which the election is in
effect, the amount of the electing legislator’s living expenses
while away from home is the greater of the deemed amount1413

or the living expenses otherwise allowable under §162(a)(2) in
the pursuit of any trade or business of the legislator.1414 For any
legislative day for which the election is in effect, the amount of
the electing legislator’s expenses other than living expenses for
travel away from home is the sum of the substantiated expens-

1403 Reg. §1.162-24(b).
1404 §162(h)(2)(A); Reg. §1.162-24(b)(1).
1405 §162(h)(2)(A); Reg. §1.162-24(b)(2).
1406 §162(h)(2)(B); Reg. §1.162-24(b)(3).
1407 Reg. §1.162-24(b)(4).
1408 Reg. §1.162-24(d)(3)(i).
1409 Reg. §1.162-24(d)(4).
1410 §162(h)(1)(B); Reg. §1.162-24(a)(2).
1411 §162(h)(1)(B)(ii); Reg. §1.162-24(a)(2)(ii), §1.162-24(d)(5) (reference

to 5 U.S.C. §5702 and the regulations thereunder).
1412 §162(h)(1)(B)(i); Reg. §1.162-24(a)(2)(i).
1413 Reg. §1.162-24(f)(1)(i)(A).
1414 Reg. §1.162-24(f)(1)(i)(B).
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es, such as expenses for travel fares, telephone calls, and lo-
cal transportation, otherwise deductible under §162(a)(2) in the
pursuit of any trade or business of the legislator.1415 For any day
that is not a legislative day, the amount of an electing taxpay-
er’s expenses, including amounts for living expenses, for travel
away from home is the sum of the substantiated expenses that
are otherwise deductible under §162(a)(2) in the pursuit of any
trade or business of the legislator.1416

The election must be made for each tax year for which the
election is to be in effect.1417 The election must be made no later
than the due date, including extensions, of the taxpayer’s fed-
eral income tax return.1418 The election is made by attaching to
the taxpayer’s return a statement that includes the taxpayer’s
name, address, taxpayer identification number,1419 a declaration
that the election is being made1420 and information establishing
that the taxpayer is a state legislator entitled to make the elec-
tion, such as a statement identifying the taxpayer’s state and
legislative district and representing that the taxpayer’s place of
residence in the legislative district is not 50 or fewer miles from
the state capitol building.1421 The election may be revoked on-
ly with IRS consent.1422 An application for consent to revoke
an election must be signed by the taxpayer and filed with the
submission processing center with which the election was filed,
and must include the taxpayer’s name, address, taxpayer identi-
fication number,1423 a statement that the taxpayer is revoking the
election for a specified year1424 and a statement explaining why
the taxpayer seeks to revoke the election.1425

If the election is not made or is not available, the tax
home of a state legislator is determined under the general prin-
ciples.1426 If the represented legislative district is the principal
place of business, as determined by the time spent there for
business purposes, the costs of traveling to the state capital on
overnight trips in pursuit of business are deductible.1427 If the
state capital is the principal place of business, the costs of trav-
eling to the represented legislative district on overnight trips in
pursuit of business are deductible,1428 and the costs of staying in
the capital are not.1429

(5) Members of the Armed Forces Reserve of the
United States

An individual who performs services as a member of the
U.S. Armed Services reserve at any time during the tax year is
deemed to be away from home in the pursuit of a trade or busi-

1415 Reg. §1.162-24(f)(1)(ii).
1416 Reg. §1.162-24(f)(2).
1417 Reg. §1.162-24(e)(1).
1418 Reg. §1.162-24(e)(1).
1419 Reg. §1.162-24(e)(2)(i).
1420 Reg. §1.162-24(e)(2)(ii).
1421 Reg. §1.162-24(e)(2)(iii).
1422 Reg. §1.162-24(e)(3).
1423 Reg. §1.162-24(e)(3)(i).
1424 Reg. §1.162-24(e)(3)(ii).
1425 Reg. §1.162-24(e)(3)(iii).
1426 See Joint Comm. on Tax’n, “General Explanation of the Economic Re-

covery Tax Act of 1981,” JCS-71-81, at 63–64 (1981).
1427 Rev. Rul. 61-67, modified by Rev. Rul. 76-453.
1428 Chappie v. Commissioner, 73 T.C. 823 (1980); Rev. Rul. 61-67, modi-

fied by Rev. Rul. 76-453.
1429 See Montgomery v. Commissioner, 532 F.2d 1088 (6th Cir. 1976),

aff’g 64 T.C. 175 (1975).

ness for any period during which the individual is away from
home in connection with that service.1430 The deduction allowed
by §162 for members of the Armed Forces reserve is an em-
ployee trade or business deduction for purposes of determin-
ing adjusted gross income which applies to expenses paid or in-
curred in connection with the performance of services for any
period in which such reserve member is more than 100 miles
away from home. The deduction amount is limited to the per
diem rate.1431

d. Overnight

Expenses are not deductible as traveling expenses under
§162 if the taxpayer is not away from home overnight.1432 A tax-
payer is away from home overnight if the trip is of a charac-
ter to require that the taxpayer sleep or rest while on the trip.1433

Whether the trip requires that the taxpayer sleep or rest is a
question of fact.1434 The sleep or rest period must be substantial
in time and not a mere pause.1435

e. In Pursuit of a Trade or Business

(1) In General

Traveling expenses are not deductible under §162 or §212
if they are not directly attributable to the taxpayer’s trade or
business1436 or for-profit activity.1437 Thus, traveling expenses are
not deductible under §162 or §212 if the trip is undertaken for
other than business purposes.1438 If the trip is undertaken for
both business and other purposes, the travelling expenses to and
from the destination are deductible only if the travel is primari-
ly related to the taxpayer’s trade or business.1439

If the trip is primarily personal in nature, the traveling ex-
penses to and from the destination are not deductible even if the
taxpayer engages in some business activities while at the desti-
nation.1440 However, expenses paid or incurred at the destination
that are properly allocable to the taxpayer’s trade or business
are deductible even if the traveling expenses to and from the
destination are not deductible.1441

1430 §162(p).
1431 §62(a)(2)(E).
1432 United States v. Correll, 389 U.S. 299 (1967), rev’g 369 F.2d 87 (6th

Cir. 1966); Rev. Rul. 74-291.
1433 United States v. Correll, 389 U.S. 299 (1967), rev’g 369 F.2d 87 (6th

Cir. 1966); Unger v. Commissioner, 51 T.C.M. 455 (1986); Rev. Rul. 75-170,
Rev. Rul. 74-291.

1434 See, e.g., Williams v. Patterson, 286 F.2d 333 (5th Cir. 1961); Ander-
son v. Commissioner, 18 T.C. 649 (1952).

1435 E.g., Siragusa v. Commissioner, 39 T.C.M. 1196 (1980), aff’d in un-
pub. opinion (2d Cir. May 13, 1981); Rev. Rul. 75-170.

1436 Reg. §1.162-2(a). E.g., Simay v. United States, 87-1 USTC ¶ 9365
(S.D. Cal. 1987), aff’d in unpub. op. No. 87-6188 (9th Cir. 1988).

1437 Rev. Rul. 84-113.
1438 Reg. §1.162-2(a). See Johnson v. Commissioner, 48 T.C.M. 289

(1984).
1439 Reg. §1.162-2(b)(1); Rev. Rul. 84-113.
1440 Reg. §1.162-2(b)(1). E.g., McIntyre v. Commissioner, 55 T.C.M. 320

(1988); Levine v. Commissioner, 54 T.C.M. 209 (1987); Kadivar v. Commis-
sioner, 32 T.C.M. 427 (1973); Eisenberg v. Commissioner, 26 T.C.M. 174
(1967); Bickel v. Commissioner, 25 T.C.M. 1037 (1966); Rev. Rul. 74-292.

1441 Reg. §1.162-2(b)(1). E.g., Levine v. Commissioner, 54 T.C.M. 209
(1987); Hosbein v. Commissioner, 50 T.C.M. 530 (1985); Bickel v. Commis-
sioner, 25 T.C.M. 1037 (1966).
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Whether a trip is related primarily to the taxpayer’s trade
or business or is primarily personal in nature depends on the
facts and circumstances.1442 One important factor is a compari-
son of the amount of time during the trip spent on personal ac-
tivities and the amount of time spent on activities directly relat-
ed to the taxpayer’s trade or business.1443 Trips undertaken sole-
ly to visit business sites are related primarily to the business,1444

as are trips to receive awards earned in the conduct of the trade
or business.1445

The difficulty of determining whether travel is related pri-
marily to the taxpayer’s trade or business or to personal pur-
suits is illustrated by the treatment of mandatory home leaves
for foreign service officers. The Fourth, Ninth and District of
Columbia Circuits treat mandatory home leaves as related pri-
marily to the taxpayer’s trade or business,1446 whereas the Tax
Court and Claims Court treat them as primarily personal under-
takings.1447

(2) Spouses and Family Members

Deductions for travel expenses paid or incurred with re-
spect to a spouse, dependent, or other individual accompanying
the taxpayer, accompanying an employee of the taxpayer, or
accompanying an officer of a corporate taxpayer on business
travel are deductible only if three conditions are satisfied.1448

First, the taxpayer’s travelling companion must be the tax-
payer’s employee.1449 Second, the travelling companion’s travel
must be for a bona fide business purpose.1450 Third, the expenses
must be expenses that would otherwise be deductible by the
travelling companion.1451

Note: The second condition is a codification of judicial
principles that had been applied for many years in cases involv-
ing travel by spouses and other family members.1452 These cases
established that the performance of incidental services does not
constitute a bona fide business purpose.1453 Incidental services
include social functions1454 and minor secretarial duties.1455

1442 Reg. §1.162-2(b)(2). E.g., George R. Holswade, M.D., P.C. v. Commis-
sioner, 82 T.C. 686 (1984).

1443 Reg. §1.162-2(b)(2).
1444 E.g., Joseph Elias & Co. v. Commissioner, 17 B.T.A. 628 (1929), aff’d,

46 F.2d 1015 (2d Cir. 1931).
1445 Rev. Rul. 74-208.
1446 Brewin v. Commissioner, 639 F.2d 805 (D.C. Cir. 1981), rev’g 72 T.C.

1055, rev’g Teil v. Commissioner, 72 T.C. 841 (1979); Hitchcock v. Commis-
sioner, 578 F.2d 972 (4th Cir. 1978), rev’g and rem’g 66 T.C. 950 (1976);
Stratton v. Commissioner, 448 F.2d 1030 (9th Cir. 1971), rev’g 52 T.C. 378
(1969).

1447 Brewin v. Commissioner, 72 T.C. 1055 (1979), rev’d, 639 F.2d 805
(D.C. Cir. 1981); Teil v. Commissioner, 72 T.C. 841 (1979), rev’d sub nom.,
Brewin v. Commissioner, 639 F.2d 805 (D.C. Cir. 1981); Hitchcock v. Com-
missioner, 66 T.C. 950 (1976), rev’d and rem’d, 578 F.2d 972 (4th Cir. 1978);
Stratton v. Commissioner, 52 T.C. 378 (1969), rev’d, 448 F.2d 1030 (9th Cir.
1971); Schwartz v. Commissioner, 41 T.C.M. 431 (1980), aff’d in unpub. opin.
(8th Cir. Dec. 9, 1981); Richardson v. Commissioner, 39 T.C.M. 53 (1979);
Bell v. United States, 591 F.2d 647 (Ct. Cl. 1979).

1448 §274(m)(3).
1449 §274(m)(3)(A).
1450 §274(m)(3)(B).
1451 §274(m)(3)(C).
1452 Reg. §1.162-2(c). E.g., Rev. Rul. 56-168, Rev. Rul. 55-57.
1453 Reg. §1.162-2(c). E.g., Rev. Rul. 56-168.
1454 E.g., United States v. Gotcher, 401 F.2d 118 (5th Cir. 1968), rev’g

259 F. Supp. 340 (E.D. Tex. 1966); Sheldon v. Commissioner, 299 F.2d 48
(7th Cir. 1962), aff’g 20 T.C.M. 241 (1961); Challenge Mfg. Co. v. Commis-

A bona fide business purpose exists if the spouse is active-
ly involved in the business.1456 This conclusion is easily reached
if the spouse works full-time in the business,1457 or provides
full-time business services on the trip.1458

The difficulty of determining whether a spouse’s presence
on a business trip has a bona fide business purpose is illustrated
by the treatment of spouses who accompany taxpayers in need
of their medical care and attention. Although several district
courts treat the spouse’s presence for these purposes as bona
fide business purposes,1459 the Tax Court does not.1460

Comment: Unless that first and third conditions also are
satisfied, there no longer is a need to resolve the existence of a
bona fide business purpose in these types of cases.

The transportation and lodging portion of travelling ex-
penses attributable to the taxpayer’s travelling companion is
the excess of the expenses over the taxpayer’s cost of trans-
portation and lodging at single rates.1461 The other portion of
traveling expenses attributable to the travelling companion is
the cost of meals, tours and other activities allocable to the trav-
elling companion.1462

(3) Conventions and Meetings

Whether expenses in traveling to conventions or meetings
are ordinary and necessary trade or business expenses depends
on the facts and circumstances.1463 For the expenses to be de-
ductible, there must be a sufficient relationship between the
taxpayer’s trade or business and the attendance at the conven-
tion or meeting so that the interests of the trade or business
are benefitted by the attendance.1464 The costs of attending con-
ventions for political, social or other nonbusiness purposes are
not deductible,1465 nor are the costs of traveling to conventions

sioner, 37 T.C. 650 (1962); Alabama-Georgia Syrup Co. v. Commissioner, 36
T.C. 747 (1961), rev’d on other issues sub nom., Whitfield v. Commission-
er, 311 F.2d 640 (5th Cir. 1962); Moorman v. Commissioner, 26 T.C. 666
(1956); Leonhart v. Commissioner, 27 T.C.M. 443 (1968), aff’d on other is-
sues, 414 F.2d 749 (4th Cir. 1969); Schmaus Co. v. Commissioner, 26 T.C.M.
959 (1967), rev’d on other issues, 406 F.2d 1044 (7th Cir. 1969). But see Mer-
ritt v. Commissioner, 21 T.C.M. 1011 (1962).

1455 E.g., Johnson v. Commissioner, 25 T.C.M. 858 (1966).
1456 E.g., Dennet v. Commissioner, 7 B.T.A. 1173 (1927); Fairmont Homes,

Inc. v. Commissioner, 45 T.C.M. 1340 (1983).
1457 E.g., Luetzow v. Commissioner, 32 T.C.M. 272 (1973), aff’d in unpub.

opin. (7th Cir. Feb. 4, 1974); Duncan v. Bookwalter, 216 F. Supp. 301 (W.D.
Mo. 1963).

1458 Poletti v. Commissioner, 330 F.2d 818 (8th Cir. 1964), rev’g 21 T.C.M.
1415 (1962).

1459 Quinn v. United States, 77-1 USTC ¶ 9369 (D. Md. 1976); Allenberg
Cotton Co. v. United States, 61-1 USTC ¶ 9131 (W.D. Tenn. 1960).

1460 Reisner v. Commissioner, 34 T.C. 1122 (1960); Zubrod v. Commis-
sioner, 26 T.C.M. 1010 (1967).

1461 Rev. Rul. 56-168. See Schmidt v. Commissioner, 11 B.T.A. 1199
(1928); Webb v. Commissioner, 1 B.T.A. 759 (1925).

1462 E.g., Giordano v. Commissioner, 36 T.C.M. 430 (1977).
1463 Reg. §1.162-2(d). E.g., Koh-I-Noor Rapidograph, Inc. v. Commission-

er, 51 T.C.M. 799 (1986); Smith v. Commissioner, 50 T.C.M. 904 (1985).
1464 Reg. §1.162-2(d). Cf. Reg. §1.162-32(b) (safe harbor for local lodging

at business meetings and conferences). See, e.g., A. Finkenberg’s Sons, Inc.
v. Commissioner, 17 T.C. 973 (1951); Ellis v. Commissioner, 15 B.T.A. 1075
(1929), aff’d, 50 F.2d 343 (D.C. Cir. 1931); Silverman v. Commissioner, 6
B.T.A. 1328 (1927); Rev. Rul. 63-266.

1465 E.g., Diggs v. Commissioner, 715 F.2d 245 (6th Cir. 1983), aff’g in
part and rev’g in part 76 T.C. 888 (1981); Reed v. Commissioner, 35 T.C. 199
(1960); Rev. Rul. 63-266.
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at which recreational activities are the major feature.1466 The
costs directly attributable to business seminars at the conven-
tion, such as registration fees, are deductible.1467 No deduction
is allowable under §212 for travel and related expenses paid or
incurred to attend a convention, seminar or similar meeting.1468

In determining whether expenses of traveling to a conven-
tion or meeting are trade or business expenses, self-employed
individuals and employees are treated alike. An employee’s de-
duction is not precluded merely because vacation or leave time
is used for the travel or because the attendance is voluntary.1469

The deductibility of attending foreign conventions is
specifically limited by §274.1470 The foreign convention limita-
tion is described in 519 T.M., Travel, Transportation, Entertain-
ment, Meal, and Gift Expenses.

f. Types of Traveling Expenses

Traveling expenses include travel fares, meals, lodging,
the costs of rooms for demonstrating samples, telephone and
telegraph charges and public stenographers’ fees.1471 They also
include laundry costs while away from home,1472 costs of using
a private plane1473 and aides for disabled taxpayers who are trav-
eling on business.1474

6. Relocation and Moving Expenses

a. In General

The cost of moving business machinery and equipment
from one place of business to another place of business is de-
ductible as a trade or business expense under §162.1475 The same
principle applies to the cost of moving business equipment into
storage.1476 The cost of moving personnel from one place of
business to another is deductible.1477 The cost of freighting in-
ventory items received as payment for a debt is deductible.1478

The cost of moving property acquired for use in a trade or
business from the place of purchase to the place the property
is to be used is deductible.1479 This principle applies even if the
property needs to be repaired before its use in business opera-
tions commences.1480

The cost of moving the contents of an office maintained to
produce and collect income from investments is deductible un-
der §212.1481

1466 Rev. Rul. 79-425.
1467 Rev. Rul. 84-55.
1468 §274(h)(7).
1469 Reg. §1.162-2(d).
1470 See §274(h).
1471 Reg. §1.162-2(a).
1472 E.g., Rev. Rul. 63-145.
1473 Rev. Rul. 70-558.
1474 Rev. Rul. 75-317.
1475 Alexander Sprunt & Son, Inc. v. Commissioner, 24 B.T.A. 599 (1931),

aff’d in part and rev’d in part on other issues, 64 F.2d 424 (4th Cir. 1933);
MacAdam & Foster, Inc. v. Commissioner, 8 B.T.A. 967 (1927); Rev. Rul.
70-392.

1476 Dahl v. Commissioner, 24 B.T.A. 1167 (1931).
1477 Addressograph-Multigraph Corp. v. Commissioner, 4 T.C.M. 147

(1945).
1478 Virtue Bros. Mfg. Co. v. Commissioner, 19 T.C.M. 1448 (1960).
1479 Booras v. Commissioner, 13 T.C.M. 179 (1954).
1480 N. Michigan Transp. Co. v. Commissioner, 3 B.T.A. 255 (1925).
1481 Abrams v. Commissioner, 23 T.C.M. 1546 (1964).

b. Capitalization Limitation

The cost of moving buildings must be capitalized.1482 The
cost of new equipment acquired in connection with the moving
is not deductible but must be capitalized.1483 The capitalization
limitation is discussed in 509 T.M., Principles of Capitaliza-
tion.

c. Types of Moving Expenses

The cost of moving includes labor, freight, cartage, carfare
and other expenses of the employees doing the moving.1484 It in-
cludes the cost of setting up the equipment or machinery in the
new location,1485 and the cost of renting moving trucks.1486 The
taxpayer has the burden of proving the amount of the business
moving expenses.1487

The cost of cleaning damaged equipment, dismantling it
and moving it to a new location is deductible,1488 as is the cost of
dismantling and removing obsolete equipment.1489 But the cost
of dismantling, moving and rebuilding equipment for purposes
of improving its capacity must be capitalized.1490

d. Reimbursement

If the taxpayer is guaranteed or approved for reimburse-
ment of the moving costs, the deduction is disallowed to the ex-
tent of the reimbursement.1491 The same result is reached if the
right to reimbursement is fixed.1492 However, a business mov-
ing expense deduction is not disallowed merely because a re-
imbursement is possible.1493 Likewise, the deduction is not dis-
allowed merely because estimated moving costs are part of the
computation of the condemnation award made to the taxpayer
for the property from which the taxpayer must relocate.1494 The
taxpayer is not required to prove that moving costs have not
been reimbursed as part of the award.1495 The concept of reim-
bursement is discussed in 503 T.M., Principles of Income Tax
Deductions.

1482 Bullock v. Commissioner, 27 B.T.A. 440 (1932), aff’d sub nom Win-
nette v. Helvering, 68 F.2d 614 (9th Cir. 1934); Rush v. United States, 59-2
USTC ¶ 9752 (N.D. Ala. 1959); Rev. Rul. 76-134.

1483 MacAdam & Foster, Inc. v. Commissioner, 8 B.T.A. 967 (1927); Ad-
dressograph-Multigraph Corp. v. Commissioner, 4 T.C.M. 147 (1945).

1484 Fowler and Union Horse Nail Co. v. Commissioner, 16 B.T.A. 1071
(1929); Terminal Equip. Corp. v. Commissioner, 14 T.C.M. 493 (1955).

1485 E. Shoe Mfg. Co. v. Commissioner, 8 B.T.A. 1169 (1927).
1486 Flagg v. United States, 84-1 USTC ¶ 9310 (S.D. Iowa 1984).
1487 Karp v. Commissioner, 35 T.C.M. 390 (1976).
1488 Parkersburg Iron & Steel Co. v. Commissioner, 17 B.T.A. 74 (1929),

aff’d on other issues, 48 F.2d 163 (4th Cir. 1931).
1489 L.A. Thompson Scenic Ry. Co. v. Commissioner, 9 B.T.A. 1203

(1928).
1490 Wooten v. Commissioner, 12 T.C. 659 (1949), aff’d, 181 F.2d 502 (6th

Cir. 1950).
1491 Wolfers v. Commissioner, 69 T.C. 975 (1978); Rev. Rul. 78-388.
1492 Charles Baloian Co. v. Commissioner, 68 T.C. 620 (1977), nonacq.,

1978-2 C.B. 3, aff’d in unpub. op. (9th Cir. 1982). See also PLR 201617002.
1493 Elec. Tachometer Corp. v. Commissioner, 37 T.C. 158 (1961).
1494 Buffalo Wire Works Co. v. Commissioner, 74 T.C. 925 (1980),

nonacq., 1982-1 C.B. 1, aff’d in unpub. op. (2d Cir. 1981).
1495 Best Universal Lock Co. v. Commissioner, 45 T.C. 1 (1965).

IV.I.5.f.IV.I.5.f. Detailed AnalysisDetailed Analysis

A - 68 03/01/2026 © 2026 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-61746-967-1 505-4th



J. Supplies

The costs of materials and supplies actually consumed or
used during the tax year in carrying on a trade or business are
deductible under §162 in that tax year.1496

Note: Expenses of up to $250 paid by an eligible educator
in connection with books, supplies, computer equipment, per-
sonal protective equipment, disinfectant and other supplies
used for the prevention of COVID-19,1497 as well as other equip-
ment and supplementary materials used by the eligible educator
in the classroom are deductible as an above-the-line deduction
in determining adjusted gross income on Form 1040.1498

“Materials and supplies” means tangible property used or
consumed in the taxpayer’s operations that is not inventory and
that satisfies one of five conditions:1499

(1) It is a component acquired to maintain, repair, or im-
prove a unit of tangible property1500 owned, leased, or ser-
viced by the taxpayer and that is not acquired as part of
any single unit of tangible property;1501

(2) It consists of fuel, lubricants, water, and similar items,
that are reasonably expected to be consumed in 12 months
or less, beginning when used in the taxpayer’s opera-
tions;1502

(3) It is a unit of property that has an economic useful life
of 12 months or less,1503 beginning when the property is
used or consumed in the taxpayer’s operations;1504

(4) It is a unit of property that has an acquisition cost or
production cost of $100 or less;1505 or

(5) It is identified in published guidance as materials and
supplies for which treatment is permitted under Reg.
§1.162-3(c)(1).1506

If the materials and supplies are incidental and no physical
record of consumption or use is kept or for which no inventory
record is maintained, the taxpayer is permitted to deduct their
cost in the tax year in which they are purchased, provided the
deduction does not distort taxable income.1507

Rotable and temporary spare parts1508 are deductible in the
year disposed of.1509 Airlines’ spare parts that are purchased, but

1496 Reg. §1.162-3(a).
1497 COVID-related Tax Relief Act of 2020, Pub. L. No. 116-260, Div. N.,

Title II, Subtitle B, §275, applicable to expenses paid or incurred after March
12, 2020. Such supplies include (among others) face masks, paint or chalk used
to guide social distancing, hand soap, hand sanitizer, disposable gloves, phys-
ical barriers (e.g., clear plexiglass), and air purifiers. See Rev. Proc. 2021-15,
§3.

1498 See §62(a)(2)(D).
1499 Reg. §1.162-3(c)(1).
1500 See Reg. §1.263(a)-3(e).
1501 Reg. §1.162-3(c)(1)(i).
1502 Reg. §1.162-3(c)(1)(ii).
1503 See Reg. §1.162-3(c)(3).
1504 Reg. §1.162-3(c)(1)(iii).
1505 Reg. §1.162-3(c)(1)(iv).
1506 Reg. §1.162-3(c)(1)(v).
1507 Reg. §1.162-3(a)(2).
1508 See Reg. §1.162-3(c)(2).
1509 Reg. §1.162-3(a)(3). See also Rev. Rul. 69-200, modified, T.D. 9564,

76 Fed. Reg. 81,060 (12/27/11), amended, 77 Fed. Reg. 74,583 (irreparable
spare parts deductible in year used).

not used, by the end of the year, must be capitalized, their cost
deducted in the year used, because the spare parts are not inci-
dental.1510 The cost of smallwares paid by taxpayers operating
restaurants or taverns is deductible in the year they are used.1511

According to the IRS, this principle applies to small appliance
costs paid by taxpayers providing coffee, related food and re-
freshment products and small appliances to customers, but not
to taxpayers who only occasionally prepare beverages.1512

The determination of the tax year in which materials and
supplies are deductible and changes in accounting methods re-
lating to this determination are discussed in 570 T.M., Ac-
counting Methods — General Principles; 572 T.M., Account-
ing Methods — Adoption and Changes; and 576 T.M., Uni-
form Capitalization Rules: Inventory; Self-Constructed Assets;
Real Estate.

K. Education Expenses

1. In General

Expenditures by an individual for education in connection
with a trade or business are deductible as ordinary and nec-
essary business expenses under §162 if one of two allowance
tests is met and neither of two disallowance tests is met,1513 even
if the education leads to a degree.1514 Education expenditures are
not deductible under §212.1515

For tax years beginning after 2017, the disallowance of
miscellaneous itemized deductions means that job-related ed-
ucation expenses incurred by an employee that are not reim-
bursed by the employer are not deductible by the employee.1516

The disallowance does not apply to the above-the-line deduc-
tion for expenses incurred, up to $250 (adjusted for inflation),
paid by an eligible educator by reason of the participation of
the educator in professional development courses related to the
curriculum in which the educator provides instruction or to the
students for which the educator provides instruction.1517 In ad-
dition, in taxable years beginning after 2025, the disallowance
does not apply to the itemized deduction for expenses paid by
an eligible educator, including an interscholastic sports admin-
istrator or coach, without regard to the dollar limitation and the
requirement that supplies for courses of instruction in health
or physical education not include nonathletic supplies, provid-
ed the expenses are in connection with books, supplies, equip-
ment, and other materials used by the educator as part of in-
structional activity.1518

1510 Reg. §1.162-3(a)(3); see FSA 199925009; see also Rev. Rul. 69-200,
modified, T.D. 9564, 76 Fed. Reg. 81,060 (12/27/11), amended, 77 Fed. Reg.
74,583 (irreparable spare parts deductible in year used).

1511 Rev. Proc. 2002-12.
1512 PLR 200351009.
1513 Reg. §1.162-5(a).
1514 Reg. §1.162-5(a); e.g., Picknally v. Commissioner, 36 T.C.M. 1292

(1977).
1515 Reg. §1.212-1(f). E.g., Dreher v. Commissioner, 46 T.C.M. 1144

(1983), aff’d in unpub. opin. (3d Cir. 1984); Dinsmore v. Commissioner, 36
T.C.M. 1008 (1977); Wright v. Commissioner, 32 T.C.M. 31 (1973).

1516 §62(a)(2)(A), §67(h).
1517 §62(a)(2)(D)(i), §62(d).
1518 §67(b)(13), §67(g), added by the One Big Beautiful Bill Act (OBBBA),

Pub. L. No. 119-21, §70110(b).
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2. Allowance Tests

a. In General

Education expenses are deductible only if the education
meets one of the two allowance tests.1519 Even if one of the al-
lowance tests is met, the expenses are not deductible if either of
the disallowance tests, described below, are met.1520 Education
that does not meet one of the allowance tests is not precluded
from meeting the other.1521 If the taxpayer does not carry on, or
does not intend to carry on, the trade or business after complet-
ing the education, no deduction is allowed.1522 Likewise, if the
taxpayer is not engaged in a trade or business at the time the
education is commenced, no deduction is allowed.1523

b. Maintaining or Improving Skills

The first allowance test is met if the education maintains
or improves skills required by the individual in the individual’s
employment or other trade or business.1524 Determining whether
the education meets this test is a question of fact.1525 A prox-
imate and direct relationship between the education and the
trade or business must be demonstrated.1526 Refresher courses,
current development courses, and academic or vocational
courses meet the first allowance test.1527

c. Expressly Required

The second allowance test is met if the education meets the
express requirements of the individual’s employer, or the re-
quirements of applicable law or regulations, imposed as a con-
dition to the retention by the individual of an established em-
ployment relationship, status or rate of compensation,1528 but
only if the requirements are imposed for bona fide business pur-

1519 Reg. §1.162-5(a). E.g., Duffey v. Commissioner, 36 T.C.M. 609
(1977); Kates v. Commissioner, 21 T.C.M. 1396 (1962).

1520 Reg. §1.162-5(a), Reg. §1.162-5(b)(2), Reg. §1.162-5(b)(3).
1521 Reg. §1.162-5(c)(2). E.g., Stoddard v. Commissioner, 45 T.C.M. 323

(1982).
1522 E.g., Carter v. Commissioner, 645 F.2d 784 (9th Cir. 1981), aff’g 37

T.C.M. 859 (1978); Corbett v. Commissioner, 55 T.C. 884 (1971); Lenihan v.
Commissioner, 36 T.C.M. 1540 (1977).

1523 Link v. Commissioner, 90 T.C. 460 (1988), aff’d in unpub. opin. (6th
Cir., 1989); Reisinger v. Commissioner, 71 T.C. 568 (1979); Mulherin v. Com-
missioner, 42 T.C.M. 834 (1981); Cannon v. Commissioner, 40 T.C.M. 541
(1980), aff’d in unpub. opin. (7th Cir. 1981); Cornish v. Commissioner, 29
T.C.M. 235 (1970); PLR 9431024.

1524 Reg. §1.162-5(a)(1). E.g., Brewer v. Commissioner, 37 T.C.M. 1495
(1978).

1525 E.g., Torre v. Commissioner, 47 T.C.M. 1500 (1984); Raines v. Com-
missioner, 45 T.C.M. 940 (1983); Kendrick v. Commissioner, 26 T.C.M. 339
(1967). See Stricker v. Commissioner, 70 T.C.M. 1192 (1995) (20-day course
with minimal assignments and pro forma exams held away from tax home and
conducted by church).

1526 See Schwartz v. Commissioner, 69 T.C. 877 (1978); Wagner v. Com-
missioner, 48 T.C.M. 43 (1984); McKirahan v. Commissioner, 45 T.C.M. 787
(1983); Korth v. Commissioner, 42 T.C.M. 866 (1981).

1527 Reg. §1.162-5(c)(1). E.g., Coughlin v. Commissioner, 203 F.2d 307 (2d
Cir. 1953), rev’g 18 T.C. 528 (1952); Nagraba v. Commissioner, 68 T.C.M.
670 (1994); Blair v. Commissioner, 41 T.C.M. 289 (1980); Petersen v. Com-
missioner, 40 T.C.M. 1067 (1980); Granger v. Commissioner, 39 T.C.M. 1158
(1980); Haseltine v. Commissioner, 38 T.C.M. 1259 (1979). See Takahashi v.
Commissioner, 87 T.C. 126 (1986).

1528 Reg. §1.162-5(a)(2). E.g., Boser v. Commissioner, 77 T.C. 1124
(1981), acq., 1984-2 C.B. 1, aff’d in unpub. opin. (9th Cir. 1983).

poses of the employer.1529 Determining whether the education
meets this test is a question of fact.1530

3. Disallowance Tests

a. In General

If either of the two disallowance tests is met, the taxpay-
er’s education expenses are not deductible.1531 This is so even
if the education meets one of the two allowance tests described
above.1532 If either of the two disallowance tests is met, the edu-
cation expenses are considered either personal expenditures or
an inseparable aggregate of personal and capital expenses.1533

b. Minimum Educational Requirements

(1) In General

The first disallowance test is met if the education is re-
quired of the individual in order to meet the minimum edu-
cational requirements for qualification in the individual’s em-
ployment or other trade or business.1534 The minimum education
necessary to qualify for a position or other trade or business
must be determined from a consideration of such factors as the
requirements of the employer, the applicable law and regula-
tions and the standards of the profession, trade or business in-
volved.1535 The fact that an individual is already performing ser-
vice in an employment status does not establish that the mini-
mum educational requirements have been met.1536

Once an individual has met the minimum educational re-
quirements for qualification in the individual’s employment or
other trade or business, as in effect when entering the employ-
ment or trade or business, the individual is treated as continuing
to meet the minimum educational requirements even if they are
changed.1537

(2) Educational Institution Positions

The minimum educational requirements for qualification
of an individual in a position in an educational institution is
the minimum level of education, in terms of aggregate college
hours or degree, which, under the applicable laws and regula-
tions in effect when the individual is first employed in the po-
sition, is normally required of an individual initially being em-
ployed in the position.1538

If there are no such normal requirements, then the indi-
vidual is considered to have met the minimum educational re-

1529 Reg. §1.162-5(c)(2).
1530 E.g., Katz v. Commissioner, 27 T.C.M. 87 (1968).
1531 Reg. §1.162-5(b)(1).
1532 E.g., Hinton v. Commissioner, 44 T.C.M. 1160 (1982); Drummond v.

Commissioner, 40 T.C.M. 1336 (1980).
1533 Reg. §1.162-5(b)(1).
1534 Reg. §1.162-5(b)(2)(i). E.g., Davis v. Commissioner, 65 T.C. 1014

(1976); Jungreis v. Commissioner, 55 T.C. 581 (1970); Woodward v. Com-
missioner, 29 T.C.M. 1691 (1970); Holstein v. Commissioner, 29 T.C.M. 1687
(1970).

1535 Reg. §1.162-5(b)(2)(i). E.g., Josephs v. Commissioner, 39 T.C.M. 138
(1979).

1536 Reg. §1.162-5(b)(2)(i). E.g., Davidson v. Commissioner, 43 T.C.M.
743 (1982); Antuna v. Commissioner, 36 T.C.M. 1778 (1977).

1537 Reg. §1.162-5(b)(2)(i).
1538 Reg. §1.162-5(b)(2)(ii). See Hering v. Commissioner, 33 T.C.M. 1329

(1974).
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quirements for qualification in the position when the individual
becomes a member of the institution’s faculty. Whether an in-
dividual is a member of an institution’s faculty is determined
on the basis of the particular institution’s practices. However,
an individual is considered to be a member of an institution’s
faculty if one of three tests is met.1539 First, the individual has
tenure or his years of service are being counted toward obtain-
ing tenure.1540 Second, the institution is making contributions to
a retirement plan, other than Social Security or a similar pro-
gram, on behalf of the individual’s employment.1541 Third, the
individual has a vote in faculty affairs.1542

c. Qualification for New Trade or Business

(1) In General

The second disallowance test is met if the education is part
of a program of study being pursued by the individual which
will lead to the individual’s qualification in a new trade or busi-
ness.1543 It does not matter that the taxpayer does not intend to
conduct the trade or business for which the taxpayer is newly
qualified.1544

(2) Changes in Employee’s Duties

For an employee, a change of duties does not constitute a
new trade or business if the new duties involve the same gener-
al type of work as is involved in the individual’s employment
before the change.1545

Education that qualifies individuals for the following
changes in duties does not constitute preparation for a new
trade or business:

• classroom teacher in one subject to classroom teacher in
another subject;1546

• classroom teacher to guidance counselor;1547

• classroom teacher to principal;1548

• elementary school classroom teacher to secondary school
classroom teacher;1549

• teacher in one state to teacher in another state;1550

• teacher in one country to teacher in another country;1551

and

• teacher in private school to teacher in public school.1552

1539 Reg. §1.162-5(b)(2)(ii).
1540 Reg. §1.162-5(b)(2)(ii)(a).
1541 Reg. §1.162-5(b)(2)(ii)(b).
1542 Reg. §1.162-5(b)(2)(ii)(c).
1543 Reg. §1.162-5(b)(3)(i). E.g., Gallery v. Commissioner, 57 T.C. 257

(1971).
1544 E.g., Zeidler v. Commissioner, 71 T.C.M. 2603 (1996), aff’d, 132 F.3d

37 (7th Cir. 1997).
1545 Reg. §1.162-5(b)(3)(i); Gilliam v. Commissioner, 51 T.C.M. 567

(1986).
1546 Reg. §1.162-5(b)(3)(i)(B).
1547 Reg. §1.162-5(b)(3)(i)(C).
1548 Reg. §1.162-5(b)(3)(i)(D).
1549 Reg. §1.162-5(b)(3)(i)(A).
1550 Rev. Rul. 71-58.
1551 Laurano v. Commissioner, 69 T.C. 723 (1978).
1552 See Toner v. Commissioner, 623 F.2d 315 (3d Cir. 1980), rev’g 71 T.C.

772 (1979).

(3) Examples of New Trade or Business

For a list of situations that are examples of education that
qualify the individual for a new trade or business, see 517 T.M.,
Educational Expenses and Credits, at Worksheet 3.

(4) Not New Trades or Businesses

For a list of situations that are examples of education that
do not qualify the individual for a new trade or business, see
517 T.M., Educational Expenses and Credits, at Worksheet 3.

4. Types of Education Expenses

a. In General

If the education qualifies for deductibility under §162,
the deductible expenses include tuition,1553 books,1554 education-
al materials,1555 typing and similar fees in connection with pa-
pers, theses, and dissertations,1556 tutors,1557 transportation be-
tween a place of business and the place at which the courses are
taken,1558 and other incidental expenses.1559 Deductible expens-
es also include the cost of research undertaken as part of the
educational program.1560 However, deductible expenses do not
include the cost of computer equipment on which a computer
programmer operated self-teaching software.1561

b. Travel, Meals and Lodging

If the education qualifies for deductibility under §162, the
deductible expenses include the costs of transportation, meals
and lodging while away from home primarily to obtain educa-
tion the expenses of which are deductible under §162.1562 No
deduction is allowable for travel, meals and lodging in connec-
tion with education the expenses of which are deductible under
§162 but that does not occur away from home.1563 Expenses for
travel as a form of education are not deductible.1564

However, any portion of the travel, meals and lodging cost
allocable to personal activities, such as sightseeing, social vis-
iting or entertaining, is not deductible because it is a personal
expenditure. If the transportation, meals and lodging are under-
taken as part of travel away from home primarily in pursuit of
personal purposes, the only deductible costs are those directly
attributable to participating in educational activities the expens-
es of which are deductible under §162.1565

Whether a particular trip is primarily personal or primarily
to obtain education the expenses of which are deductible under
§162 depends on all the facts and circumstances of each case.

1553 E.g., Bird v. Commissioner, 40 T.C.M. 289 (1980).
1554 Id. at 293.
1555 Gudmundsson v. Commissioner, 37 T.C.M. 1249 (1978).
1556 E.g., Hester v. Commissioner, 22 T.C.M. 501 (1963); Rev. Rul. 67-421.
1557 E.g., Lage v. Commissioner, 52 T.C. 130 (1969).
1558 E.g., Carlucci v. Commissioner, 37 T.C. 695 (1962); Gudmundsson v.

Commissioner, 37 T.C.M. 1249 (1978).
1559 See Rev. Rul. 76-65.
1560 Reg. §1.162-5(a); Rev. Rul. 67-421.
1561 Nagraba v. Commissioner, 68 T.C.M. 670 (1994).
1562 Reg. §1.162-5(e)(1). E.g., Ford v. Commissioner, 56 T.C. 1300 (1971),

aff’d, 487 F.2d 1025 (9th Cir. 1973); Johnson v. Commissioner, 55 T.C.M. 700
(1988).

1563 E.g., Adamson v. Commissioner, 32 T.C.M. 484 (1973).
1564 §274(m)(2).
1565 Reg. §1.162-5(e)(1).
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One important factor is a comparison of the amount of time
during the trip spent on personal activities and the amount of
time spent on activities directly related to the education.1566

Decisions and rulings with respect to the deductibility of
travel expenses under §162, described in IV.I.5., above, as well
as the limitations applicable, described in 503 T.M., Principles
of Income Tax Deductions, are applicable in determining the
deductibility of travel expenses paid or incurred in pursuit of
education the expenses that are deductible under §162.1567 The
deductibility of travel expenses is discussed in 519 T.M., Trav-
el, Transportation, Entertainment, Meal, and Gift Expenses.

c. Training Costs

Amounts paid or incurred by an employer for employee
training, including the costs of trainers and routine updates
of training materials, that otherwise qualify are generally de-
ductible as business expenses even though they may have some
future benefit.1568 Training costs must be capitalized, however,
in the unusual circumstance where the training is intended pri-
marily to obtain future benefits significantly beyond those tra-
ditionally associated with training provided in the ordinary
course of a taxpayer’s business.1569

L. Professional Expenses

1. Preparation for and Acquisition of Profession

Deductible professional expenses do not include the costs
of preparing to enter a profession.1570 Thus, the expenses of
review courses for being licensed as a C.P.A. are not de-
ductible.1571 Likewise, the cost of admission to the bar is not de-
ductible.1572

The cost of readmission to the bar is not deductible.1573 Nor
is the cost of a stenographer’s initial licensing.1574

The deductibility of education expenses is described in
IV.K., above, and discussed in 517 T.M., Educational Expenses
and Credits.

The cost of acquiring an ongoing profession is not de-
ductible under §162, but must be capitalized as part of the tax-
payer’s cost basis in the business.1575 The costs of goodwill, of-
fice records, and client or patient names and addresses must be
capitalized.1576 The cost of a membership in Lloyd’s of London

1566 Reg. §1.162-5(e)(1).
1567 Reg. §1.162-5(e)(1).
1568 See Rev. Rul. 96-62 (analyzing INDOPCO v. Commissioner, 503 U.S.

79 (1992)).
1569 See Cleveland Elec. Illumination Co. v. United States, 7 Cl. Ct. 220

(1985).
1570 Reg. §1.212-1(f). See, e.g., Bodley v. Commissioner, 56 T.C. 1357

(1971); Spitaleri v. Commissioner, 32 T.C. 988 (1959); Condit v. Commission-
er, 21 T.C.M. 1306 (1962), aff’d, 329 F.2d 153 (6th Cir. 1964).

1571 E.g., Glenn v. Commissioner, 62 T.C. 270 (1974); Cooper v. Com-
missioner, 38 T.C.M. 955 (1979); Archie v. Commissioner, 37 T.C.M. 1759
(1978); Cooper v. Commissioner, 37 T.C.M. 529 (1978); Rev. Rul. 69-292,
1969-1 C.B. 84.

1572 E.g., Avery v. United States, 419 F. Supp. 105 (N.D. Iowa 1976).
1573 Kaufman v. United States, 233 F. Supp. 123 (E.D. Pa. 1964).
1574 McCabe v. Commissioner, 49 T.C.M. 1336 (1985).
1575 E.g., Smith v. Commissioner, 36 T.C.M. 932 (1977).
1576 E.g., Meurlin v. Commissioner, 25 T.C. 118 (1955).

is not deductible.1577 The capitalization limitation is discussed in
509 T.M., Principles of Capitalization.

2. Status as Professional

A professional person who is employed is treated as an
employee and not as a professional for purposes of §162.1578

This principle has been applied to salaried physicians employed
as pathologists,1579 attorneys employed by corporations,1580

school teachers employed by public school systems1581 and ge-
ologists.1582

The classification of taxpayers as employees is discussed
in 392 T.M., Withholding, Social Security and Unemployment
Taxes on Compensation.

Note: Employees are in the trade or business of being em-
ployed, as discussed in II.B.6., above, and, thus, are allowed
to deduct the ordinary and necessary expenses of carrying on
the employment. However, even though §162 applies to both
professionals and employees, there are several distinctions. For
example, application of the ordinary and necessary test in the
case of employees produces different results from its applica-
tion to professionals who are self-employed. The §162 deduc-
tions of employees generally are not allowed in computing ad-
justed gross income, whereas those of self-employed profes-
sionals generally are, as discussed in 503 T.M., Principles of
Income Tax Deductions. There are minor differences in the tax
treatment of employees and self-employed individuals with re-
spect to qualified plans. The treatment of employees and self-
employed individuals with respect to qualified plans is dis-
cussed in 350 T.M., Plan Selection — Pension and Profit-Shar-
ing Plans, 351 T.M., Qualification — Pension and Profit-Shar-
ing Plans, and 353 T.M., Employee Benefit Plans and Issues for
Small Employers.

A retired professional is not in the trade or business of be-
ing a professional.1583 Neither is a professional who stops prac-
tice in order to pursue personal activities.1584 Professional ex-
pense deductions are not allowed for expenses paid or incurred
by a professional who suspends the practice because of high
malpractice insurance rates.1585

3. Types of Professional Expenses

Deductible professional expenses include the cost of sup-
plies used in the practice of the profession,1586 operating and
repair costs of vehicles used in making professional calls,1587

advertising,1588 rent paid or accrued for office space,1589 exhibi-

1577 Snell v. Commissioner, 38 T.C.M. 635 (1979).
1578 See James v. Commissioner, 25 T.C. 1296 (1956).
1579 Id. at 1300–01.
1580 Rogers v. Commissioner, 20 T.C.M. 1515 (1961).
1581 Hand v. Commissioner, 16 T.C. 1410 (1951).
1582 See Fees v. Commissioner, 14 T.C.M. 601 (1955).
1583 See, e.g., Estate of Sussman v. Commissioner, 37 T.C.M. 1430 (1978).
1584 Goldstein v. Commissioner, 41 T.C.M. 1016 (1981).
1585 Rev. Rul. 77-32, 1977-1 C.B. 38.
1586 Delaney v. Commissioner, 45 T.C.M. 134 (1982), aff’d on other issues,

743 F.2d 670 (9th Cir. 1984); Elsea v. Commissioner, 5 T.C.M. 1116 (1946).
1587 Former Reg. §1.162-6.
1588 Thomas v. Commissioner, 8 B.T.A.M. 39-186 (1939).
1589 Bennett v. Commissioner, 1 T.C.M. 31 (1942), aff’d, 139 F.2d 961 (8th

Cir. 1944); Thomas v. Commissioner, 8 B.T.A.M. 39-186 (1939).
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tion space1590 and equipment,1591 the cost of fuel, light, water,
telephone, telegraph, cable and other utilities used in the of-
fice,1592 postage,1593 shipping,1594 business taxes,1595 office expens-
es1596 and the expense of office assistants.1597 Additionally, the
COVID-related Tax Relief Act1598 provides that a deduction for
otherwise deductible utility expenses will not be denied mere-
ly because the expenses were paid using the nontaxable pro-
ceeds of a forgiven Paycheck Protection Loan (PPP loan)1599 if,
among other requirements,1600 the utility payments are for cov-
ered utility services, which means services for the distribution
of electricity, gas, water, transportation, telephone, or internet
access which began before February 15, 2020.1601 Deductions
for compensation paid or accrued by the taxpayer are described
in IV.A., above, and discussed in 390 T.M., Reasonable Com-
pensation.

Amounts currently paid or accrued for books, furniture
and professional instruments and equipment, the useful life of
which is short,1602 also are deductible.1603 Costs of investigations
paid or incurred in connection with the taxpayer’s profession
are deductible.1604

Education that improves the skills of the professional,
without qualifying the professional for a new trade or business,
also are deductible.1605 The deductibility of education expenses
is described in IV.K., above, and is discussed in 517 T.M., Ed-
ucational Expenses and Credits.

Deductible professional expenses include the cost of reim-
bursing clients for negligent practice,1606 but not if there is in-
surance coverage against which the professional fails to make
a claim.1607 They also include the cost of prosecuting actions to
protect the professional’s reputation.1608 Malpractice insurance

1590 Elsea v. Commissioner, 5 T.C.M. 1116 (1946).
1591 Elsea v. Commissioner, 5 T.C.M. 1116 (1946).
1592 May v. Commissioner, 39 B.T.A. 946 (1939); Evans v. Commissioner,

8 B.T.A.M. 39-164 (1939).
1593 Elsea v. Commissioner, 5 T.C.M. 1116 (1946).
1594 Elsea v. Commissioner, 5 T.C.M. 1116 (1946).
1595 Elsea v. Commissioner, 5 T.C.M. 1116 (1946).
1596 Elsea v. Commissioner, 5 T.C.M. 1116 (1946); Thomas v. Commis-

sioner, 8 B.T.A.M. 186 (1939).
1597 E.g., Marcelle v. Commissioner, 15 T.C.M. 1174 (1956); Bennett v.

Commissioner, 11 B.T.A.M. 1481 (1942), aff’d, 139 F.2d 961 (8th Cir. 1944).
1598 Pub. L. No. 116-260, Div. N, Title II, Subtitle B, §276 (amending

§7A(i) of the Small Business Act), applicable to tax years ending after March
27, 2020.

1599 An “original PPP loan” is a PPP loan made during the covered period
beginning on February 15, 2020, and ending on December 31, 2020. See
CARES Act, Pub. L. No. 116-136, §1102(a)(2) (Mar. 27, 2020); Paycheck
Protection Program Flexibility Act of 2020, Pub. L. No. 116-142, §3 (June 5,
2020).

1600 For a complete discussion of Rev. Proc. 2021-20, see 536 T.M., Interest
Expense Deductions.

1601 CARES Act, Pub. L. No. 116-136, §1102(a)(5) (Mar. 27, 2020).
1602 See King v. Commissioner, 9 B.T.A. 502 (1927); Kosmal v. Commis-

sioner, 39 T.C.M. 651 (1979), aff’d on other issues, 670 F.2d 842 (9th Cir.
1982).

1603 E.g., Meeks v. Commissioner, 75 T.C.M. 1997 (1998) (dance teacher’s
jazz dance records); Genck v. Commissioner, 75 T.C.M. 1984 (1998) (musi-
cian’s musical equipment).

1604 See Heller v. Commissioner, 40 T.C.M. 1338 (1980), aff’d in unpub.
opin., No. 81-4086 (2d Cir. 11/24/81).

1605 See, e.g., Cooper v. Commissioner, 38 T.C.M. 955 (1979).
1606 Cochrane v. Commissioner, 23 B.T.A. 202 (1931).
1607 Rev. Rul. 78-141, 1978-1 C.B. 58. Compare §165(a).

premiums are deductible.1609 The deductibility of insurance pre-
miums is described in detail in IV.E., above.

Deductible professional expenses include dues to profes-
sional societies1610 and subscriptions to professional journals.1611

Deductible dues include bar association dues,1612 law library
dues1613 and architectural association dues.1614 Deductible sub-
scriptions include a securities seller’s subscription to a market-
ing service publication,1615 a mining engineer’s subscriptions to
trade and professional magazines1616 and a professional hockey
player’s subscription to “Hockey News,”1617 but only if the tax-
payer establishes business use of the journal.1618

The costs of wardrobe, costumes, wigs, cosmetics and
similar items paid or incurred by a professional actor or actress
are deductible.1619 The same principle applies to costumes and
supplies used in performing stunts,1620 and professional outfits
and laundering costs paid or incurred by professional musicians
and singers.1621 Photography fees with respect to headshots and
creating actor portfolios, talent agency fees, and acting class
costs incurred by actors are considered inherently connected to
acting and thus deductible.1622 Deductions have been allowed
for the cost of physical fitness training by professional ath-
letes,1623 professional stunt players1624 and actors portraying ath-
letes.1625

Attempts to deduct medical expenses as professional ex-
penses generally have failed.1626 However in Denny v. Commis-

1608 E.g., Dyer v. Commissioner, 36 T.C. 456 (1961); Draper v. Commis-
sioner, 26 T.C. 201 (1956).

1609 Rev. Rul. 60-365, 1960-2 C.B. 49.
1610 Former Reg. §1.162-6.
1611 Former Reg. §1.162-6. But see Peyser v. Commissioner, 1 T.C.M. 807

(1943).
1612 E.g., Keith v. Commissioner, 11 B.T.A.M. 1629 (1942), aff’d on other

issues, 139 F.2d 596 (2d Cir. 1944).
1613 E.g., Bennett v. Commissioner, 11 B.T.A.M. 1481 (1942), aff’d, 139

F.2d 961 (8th Cir. 1944).
1614 E.g., Lee v. Commissioner, 5 T.C.M. 240 (1946).
1615 E.g., Shein v. Commissioner, 11 T.C.M. 191 (1952).
1616 Kasey v. Commissioner, 54 T.C. 1642 (1970), aff’d, 457 F.2d 369 (9th

Cir. 1972).
1617 Stemkowski v. Commissioner, 690 F.2d 40 (2d Cir. 1982), aff’g in part,

rev’g in part and rem’g 76 T.C. 252 (1981), on remand 82 T.C. 854 (1984), ap-
peal dismissed (2d Cir. 9/3/87).

1618 Hanna v. Commissioner, 63 T.C.M. 3178 (1992).
1619 See Denny v. Commissioner, 33 B.T.A. 738 (1935); Cabot v. Com-

missioner, 8 B.T.A.M. 213 (1939); Six v. United States, 300 F. Supp. 277
(S.D.N.Y. 1969).

1620 Hutchison v. Commissioner, 13 B.T.A. 1187 (1928).
1621 Fisher v. Commissioner, 23 T.C. 218 (1954), aff’d on other issues, 230

F.2d 79 (7th Cir. 1956); Loinaz v. Commissioner, 34 T.C.M. 71 (1975).
1622 Gaston v. Commissioner, T.C. Memo 2021-107.
1623 Hanna v. Commissioner, 763 F.2d 171 (4th Cir. 1985) (per curiam),

aff’g on this issue and rem’g on other issues 76 T.C. 252 (1981); Stemkowski
v. Commissioner, 690 F.2d 40 (2d Cir. 1982), rev’g and rem’g 76 T.C. 252
(1981).

1624 Hutchison v. Commissioner, 13 B.T.A. 1187 (1928), nonacq., 1929
C.B. 55.

1625 Denny v. Commissioner, 33 B.T.A. 738 (1935), nonacq., 1936 C.B. 30.
1626 E.g., Masat v. Commissioner, 784 F.2d 573 (5th Cir. 1986), aff’g 48

T.C.M. 317 (1984); Bourne v. Commissioner, 23 B.T.A. 1288 (1931), aff’d,
62 F.2d 648 (4th Cir. 1933), cert. denied, 290 U.S. 650 (1933); Bakewell
v. Commissioner, 23 T.C. 803 (1955); Sparks v. Commissioner, 8 B.T.A.M.
180 (1939), aff’d sub nom., Sparkman v. Commissioner, 112 F.2d 774 (9th
Cir. 1940); Evans v. Commissioner, 8 B.T.A.M. 164 (1939); Rev. Rul. 71-45,
1971-1 C.B. 51; Rev. Rul. 57-461, 1957-2 C.B. 116. But see Rev. Rul. 75-316,
1975-2 C.B. 54.
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sioner,1627 the court allowed a §162 deduction for the cost of re-
placing the teeth of an actor who lost them in filming a box-
ing movie.1628 In Rev. Rul. 75-316,1629 the IRS, although it dis-
agrees with the Denny decision,1630 ruled that the expense of
readers used by blind persons in practicing their professions is
deductible under §162.1631

Note: Medical expenses disallowed as §162 expenses gen-
erally qualify for deduction as §213 medical expenses, subject
to a limitation based on adjusted gross income. The §213 med-
ical expense deduction and the limitation are discussed in 513
T.M., Family and Household Transactions.

M. Dues, Memberships, and Certifications

1. In General

Dues and other payments to an organization, such as a la-
bor union or trade association, that meet the requirements of
§162, are deductible.1632 Deductible dues include membership
fees paid to a chamber of commerce1633 or board of trade,1634

trade association dues paid by brewers1635 and liquor dealers,1636

realtors’ multiple listing association dues,1637 stock exchange
dues,1638 and stock exchange assessments paid by stock ex-
change specialists.1639

For tax years beginning after 2017, the disallowance of
miscellaneous itemized deductions means that job-related trade
and business expenses incurred by an employee that are not re-
imbursed by the employer (such as bar dues and other profes-
sional organization dues) are not deductible by an employee.1640

No deduction is allowed for membership fees in clubs or-
ganized for business, pleasure, recreation, or other social pur-
pose.1641 These types of clubs include country clubs, golf and
athletic clubs, business luncheon clubs and airline and hotel
clubs, but generally they do not include professional organiza-
tions such as bar and medical associations or civic or public
service organizations such as Kiwanis, Lions, Rotary, or sim-
ilar organizations.1642 If a principal purpose of the organization
to which dues are paid is to conduct entertainment activities for

1627 33 B.T.A. 738 (1935), nonacq., 1936 C.B. 30.
1628 Id. at 743.
1629 1975-2 C.B. 54.
1630 1936 C.B. 30.
1631 Rev. Rul. 75-316. See also Rev. Rul. 75-317, 1975-2 C.B. 57.
1632 Reg. §1.162-15(c).
1633 Smith-Bridgman & Co. v. Commissioner, 16 T.C. 287 (1951).
1634 Emery, Bird, Thayer Dry Goods Co. v. Commissioner, 20 B.T.A. 796

(1930).
1635 Best Brewery Co. v. Commissioner, 16 B.T.A. 1354 (1929); Indep.

Brewing Co. of Pittsburgh v. Commissioner, 4 B.T.A. 870 (1926).
1636 LeSage v. Commissioner, 6 T.C.M. 1263 (1947), rev’d on other issues,

173 F.2d 826 (5th Cir. 1949).
1637 Haseltine v. Commissioner, 38 T.C.M. 1259 (1979).
1638 Whitney v. Commissioner, 73 F.2d 589 (3d Cir. 1934); Robertson v.

Commissioner, 1 B.T.A. 501 (1925).
1639 Lowell v. Commissioner, 30 B.T.A. 1297 (1934).
1640 See §67(h).
1641 §274(a)(3).
1642 Reg. §1.274-2(a)(2)(iii)(a).

members or their guests or to provide members or their guests
with access to entertainment facilities, then the organization
is classified as organized for business, pleasure, recreation, or
other social purposes.1643

Even though amounts paid to an organization to obtain, re-
new, renegotiate, or upgrade a membership or privilege from
that organization must be capitalized, the taxpayer is not re-
quired to capitalize amounts paid to obtain, renew, renegotiate,
or upgrade certification of the taxpayer’s products, services or
business processes, such as an amount paid by an automobile
manufacturer to a national quality ratings association to obtain
a safety and quality rating for its automobiles.1644 The IRS has
ruled that costs incurred to obtain, maintain, or renew certifica-
tion from the International Organization for Standardization are
deductible under §162 because the benefits derived from certi-
fication are similar to benefits derived from advertising, train-
ing, and similar deductible expenditures.1645 The capitalization
limitation is discussed in 509 T.M., Principles of Capitaliza-
tion.

2. Capital Expenditures

No deduction is allowed for dues paid to stock exchanges
that are used for capital expenditures.1646 Initiation fees, paid on-
ly once and paid in addition to annual dues, must be capitalized
as part of the cost of acquiring the membership.1647

Thus, payment of a stock exchange initiation fee to acquire
a beneficial interest in a seat in which the taxpayer had a nom-
inal interest was not deductible because it was for the acquisi-
tion of an asset providing benefits for more than one year.1648

The same result has been reached with respect to admission
fees paid by banks to clearing house associations.1649 Howev-
er, a deduction has been allowed for a stock exchange fee paid
for the privilege of transferring a partnership’s exchange seats
from the name of a deceased partner to the name of a living
partner.1650

The capitalization limitation is discussed in 509 T.M.,
Principles of Capitalization.

3. Investments

No deduction is allowed under §162 for dues paid to stock
and commodity exchanges in which seats are held as invest-
ments.1651 However, a deduction is allowed under §212 if the ex-
pense is ordinary and necessary and the investment is held for
the production of income.1652

1643 Reg. §1.274-2(a)(2)(iii)(b).
1644 Reg. §1.263(a)-4(d).
1645 Rev. Rul. 2000-4.
1646 Whitney v. Commissioner, 73 F.2d 589 (3d Cir. 1934).
1647 Rev. Rul. 77-354. See Bradley v. Commissioner, 41 B.T.A. 153 (1940).
1648 Harman v. Commissioner, 72 T.C. 362 (1979).
1649 Grace Nat’l Bank of N.Y. v. Commissioner, 15 T.C. 563 (1950), aff’d,

189 F.2d 966 (2d Cir. 1951).
1650 Lehman v. Commissioner, 11 B.T.A.M. 1380 (1942).
1651 Hyman v. Commissioner, 44 B.T.A. 1122 (1941).
1652 §212(2); Reg. §1.212-1(g).
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4. Insurance

In a 1986 ruling, the IRS ruled that a commodities trader is
not allowed to deduct amounts required to be paid to the com-
modities exchange to fund death benefits payable to the trad-
er’s beneficiaries.1653 Prior to this ruling, the IRS and one court
had held that such payments were deductible.1654

Comment: The rationale for the IRS’s reversal of its
pre-1986 position was that the death benefits constituted life
insurance, which provides a personal, rather than business-re-
lated, benefit to the trader’s beneficiaries, and that the amounts
paid for the insurance therefore are nondeductible personal ex-
penditures.

In contrast, in TAM 200517030, the IRS concluded that
an insurance company was allowed to deduct a nonrefundable
initial assessment payment to a state catastrophic loss fund set
up after a previous catastrophe. The insurance company was
required either to make the payment or provide coverage for
losses caused by catastrophe. The IRS noted that the payment
was not refundable, the insurance company did not obtain any
transferable interest in the fund, no separate account for the in-
surance company was maintained by the fund, no interest was
credited to the insurance company for the amount paid to the
fund and the insurance company did not acquire an asset or cre-
ate a significant future benefit by making the payment.

N. Payments for Professional Services

1. Accounting Fees

Deductions under §162 are allowed for fees paid to ac-
countants for services in connection with the carrying on of a
trade or business.1655 They are allowed under §212 for fees paid
to accountants for services in connection with the production or
collection of income or the holding of property for the produc-
tion of income.1656

The accountants’ services for which the deduction is al-
lowed include fees paid for the audit of the taxpayer’s business
books,1657 for tax consultation in connection with the trade or
business1658 and for preparation of tax returns for the trade or
business.1659 They also include cost accounting analyses relat-
ing to the preparation of government contract bids,1660 account-
ing analyses used in making a bankruptcy claim1661 or seeking

1653 Rev. Rul. 86-80, revoking Rev. Rul. 70-342.
1654 Rev. Rul. 70-342; Whitney v. Commissioner, 73 F.2d 589 (3d Cir.

1934).
1655 E.g., Malone & Hyde, Inc. v. United States, 568 F.2d 474 (6th Cir.

1978).
1656 §212(1) and §212(2); Reg. §1.212-1(g). E.g., Goodman v. Commis-

sioner, 5 T.C.M. 1126 (1946), aff’d on other issues sub nom., Heyman v. Com-
missioner, 176 F.2d 389 (2d Cir. 1949), cert. denied, 338 U.S. 904 (1949); Es-
tate of Milner v. Commissioner, 1 T.C.M. 513 (1943).

1657 Hightower v. Commissioner, 8 T.C.M. 1003 (1949), aff’d on other is-
sues, 187 F.2d 535 (5th Cir. 1951); Wolkowitz v. Commissioner, 8 T.C.M. 754
(1949); Richardson v. Commissioner, 1 T.C.M. 440 (1943).

1658 Byerlein v. Commissioner, 13 T.C. 1085 (1949); Hightower v. Com-
missioner, 8 T.C.M. 1003 (1949), aff’d on other issues, 187 F.2d 535 (5th Cir.
1951).

1659 Frankland Racing Equip., Inc. v. Commissioner, 53 T.C.M. 658 (1987);
Hightower v. Commissioner, 8 T.C.M. 1003 (1949), aff’d on other issues, 187
F.2d 535 (5th Cir. 1951).

1660 Kamen Soap Prods. Co. v. Commissioner, 15 T.C.M. 777 (1956);
Wolkowitz v. Commissioner, 8 T.C.M. 754 (1949).

return of a performance bond1662 and preparation of statements
of account.1663 Deductions are allowed for fees paid to accoun-
tants to install an accounting system1664 or to open a new set of
books,1665 but the taxpayer has the burden of proving the portion
of the fee allocable to those services.1666

2. Business Advice

Deductions under §162 are allowed for fees paid to pro-
fessionals for their services with respect to a trade or business
being carried on by the taxpayer.1667 The services for which the
deduction is allowed include advice with respect to changing
accounting periods,1668 changing the form in which business is
conducted,1669 adding new members to a partnership,1670 incor-
porating a partnership,1671 tax consequences of trade or business
transactions,1672 the feasibility and wisdom of making loans to
specific customers1673 and operating and management decisions
in connection with the trade or business.1674

In Evens & Howard Fire Brick Co. v. Commissioner,1675

the court held that fees paid to efficiency engineers to increase
the taxpayer’s production while decreasing costs was de-
ductible, even though the taxpayer, because of the interplay
of the fees with other tax attributes, contended that they were
capital expenditures.1676 However, in another case involving the
same taxpayer for a different tax year,1677 the Eighth Circuit
held that the fees were not deductible but were capital expendi-
tures.1678

3. Investment Advice

A business may deduct fees paid to professionals for in-
vestment advice under §162.

For tax years beginning before 2018, deductions are al-
lowed under §212 for fees paid to professionals for their ser-
vices in connection with the production or collection of income
or the holding of property for the production of income.1679 The
services for which the deduction is allowed include providing

1661 Miles Prod. Co. v. Commissioner, 28 T.C.M. 1387 (1969), aff’d on oth-
er issues, 457 F.2d 1150 (5th Cir. 1972).

1662 Smith v. Commissioner, 68 T.C.M. 1538 (1994).
1663 Arc Realty Co. v. Commissioner, 34 T.C. 484 (1960), aff’d in part and

rev’d in part on other issues, 295 F.2d 98 (8th Cir. 1961).
1664 Schlosser Bros., Inc. v. Commissioner, 2 B.T.A. 137 (1925).
1665 N. Star Granite Corp. v. Commissioner, 21 B.T.A. 222 (1930).
1666 See United Carbon Co. v. Commissioner, 32 B.T.A. 1000 (1935), rev’d

on other issues, 90 F.2d 43 (4th Cir. 1937).
1667 E.g., Fumigators, Inc. v. Commissioner, 31 T.C.M. 29 (1972).
1668 Meldrum & Fewsmith, Inc. v. Commissioner, 20 T.C. 790 (1953), aff’d

on other issues, 230 F.2d 283 (6th Cir. 1956).
1669 Id.
1670 Parker v. Commissioner, 6 T.C. 974 (1946).
1671 Id.
1672 Byerlein v. Commissioner, 13 T.C. 1085 (1949).
1673 PNC Bancorp v. Commissioner, 212 F.3d 822 (3d Cir. 2000), rev’g 110

T.C. 349 (1998) (credit screening, property reports, and appraisals).
1674 Anderson v. Commissioner, 8 T.C.M. 740 (1949).
1675 8 B.T.A. 867 (1927).
1676 Id. at 877.
1677 Becker v. Evens & Howard Sewer Pipe Co., 70 F.2d 596 (8th Cir.

1934).
1678 Id. at 598–99.
1679 §212; Reg. §1.212-1(g). For tax years beginning after 2017, §67(h)

eliminates the deductibility of §212 expenses, with the exception of expenses to
manage real estate and certain trust and estate expenses, which are deductible
above the line.
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information on recommended purchases, retentions, and sales
of investments,1680 custodian and income collection charges,1681

financial counseling,1682 estate planning with respect to the re-
arrangement of the taxpayer’s investments,1683 guidance on en-
tering into transactions to protect investments1684 and advice re-
garding potential hostile takeovers.1685

Note: The subsequently adopted requirement in Reg.
§1.263(a)-5(a), that amounts paid or incurred to facilitate an ac-
quisition of a trade or business or to change the capital struc-
ture of a business entity must be capitalized, does not apply to
amounts paid or incurred to defend against a hostile takeover
until and unless the target agrees to the takeover.1686

The deduction is allowed even if the taxpayer does not fol-
low the advice.1687

For tax years beginning after 2017, the disallowance of
miscellaneous itemized deductions means that expenses for in-
vestment advice generally are not deductible as a miscellaneous
itemized deduction (but may be deductible in connection with
an activity reported on Schedule E or business income reported
on Schedule C).1688

4. Corporation Services

Deductions under §162 are allowed for fees paid by corpo-
rations to corporation representation agencies to comply with
state law requirements that a corporate office be maintained in
the state of incorporation.1689

Fees paid to stock exchanges for maintaining a corpora-
tion’s listing with the exchange are deductible.1690 However, the
initial cost of listing the stock on the exchange is not deductible
and must be capitalized.1691 Fees paid to stock transfer agents
and stock registrars for maintenance of capital stock records are
deductible provided they are not related to an original issue of
stock, a merger, a consolidation or a stock dividend.1692

Note: The subsequently adopted requirement in Reg.
§1.263(a)-5(a), that amounts paid or incurred to facilitate an ac-
quisition of a trade or business or to change the capital struc-
ture of a business entity must be capitalized, does not apply to
registrar and transfer agent fees for the maintenance of capital

1680 E.g., Williams v. Commissioner, 3 T.C. 200 (1944), acq., 1944 C.B. 30;
Mallinckrodt v. Commissioner, 2 T.C. 1128 (1943), aff’d, 146 F.2d 1 (8th Cir.
1945), cert. denied, 324 U.S. 781 (1945), acq., 1944 C.B. 18; Dolin v. Com-
missioner, 54 T.C.M. 1448 (1988).

1681 Herbst v. Commissioner, 2 T.C.M. 361 (1943).
1682 Rev. Rul. 73-13.
1683 Bagley v. Commissioner, 8 T.C. 130 (1947), acq., 1947-1 C.B. 5.
1684 E.g., Bagley v. Commissioner, 8 T.C. 130 (1947), acq., 1947-1 C.B. 5;

Straub v. Granger, 143 F. Supp. 250 (W.D. Pa. 1956).
1685 Pope & Talbot Inc. v. Commissioner, 73 T.C.M. 2229 (1997), supp.,

74 T.C.M. 471 (1997), aff’d, 172 F.3d 874 (9th Cir. 1999). See A.E. Staley
Mfg. Co. & Subs. v. Commissioner, 119 F.3d 482 (7th Cir. 1997), rev’g and
rem’g 105 T.C. 166 (1995) (advice and printing services in response to hostile
takeover bid).

1686 Reg. §1.263(a)-5(l) Ex. 11.
1687 Picker v. United States, 371 F.2d 486 (Ct. Cl. 1967) (per curiam).
1688 See §67(h).
1689 Stires Corp. v. Commissioner, 28 B.T.A. 1 (1933).
1690 Chesapeake Corp. of Va. v. Commissioner, 17 T.C. 668 (1951).
1691 Gulf, Mobile & N. R.R. Co. v. Commissioner, 22 B.T.A. 233 (1931),

aff’d on other issues, 71 F.2d 953 (D.C. Cir. 1934); Dome Mines, Ltd. v. Com-
missioner, 20 B.T.A. 377 (1930).

1692 Rev. Rul. 69-615, 1969-2 C.B. 26.

stock records unless the amount is paid with respect to a stock
issuance or similar transaction.1693

The cost of filing employee stock option semiannual re-
ports with the SEC is deductible under §162.1694 However, ex-
penses of preparing and filing post-effective amendments to
SEC registration statements are a cost of raising capital and are
nondeductible capital expenditures.1695

5. Appraisal Fees

Deductions under §162 are allowed for fees paid to ap-
praisers for making valuations or estimates of business assets in
connection with the carrying on of a trade or business.1696 They
are allowed under §212 for fees paid to appraisers for services
in connection with the production or collection of income or the
holding of property for the production of income.1697

Appraisal fees are deductible whether needed for auditing,
income tax or borrowing purposes.1698 The cost of estimating the
extent of oil and gas reserves is deductible if the uncertain use-
ful life of the survey precludes amortization and if capitaliza-
tion would distort income.1699

However, the cost of appraising the value of the stock of
shareholders objecting to a merger must be capitalized as part
of the cost of acquiring that stock regardless of the corpora-
tion’s purpose, the manner in which title passes, the method of
determining price or the time title passes.1700

6. Actuarial Fees

Deductions under §162 are allowed for actuarial fees paid
by the taxpayer in connection with the carrying on of a trade or
business.1701 They are allowed under §212 for fees paid to actu-
aries for services in connection with the production or collec-
tion of income or the holding of property for the production of
income.1702

7. Business Services

Fees paid for management services are deductible if rea-
sonable and paid pursuant to a bona fide contract between the
taxpayer and another, separate entity.1703 Amounts paid to re-
lated parties in excess of reasonable arm’s-length rates are not
deductible.1704 Management fees in connection with long-term
agreements must be capitalized and amortized over the length
of the agreement.1705 The same principle applies to fees paid

1693 Reg. §1.263(a)-5(c)(7).
1694 Rev. Rul. 65-13, 1965-1 C.B. 87.
1695 Affiliated Capital Corp. & Subs. v. Commissioner, 88 T.C. 1157

(1987).
1696 Compare Evans v. Commissioner, 33 T.C.M. 1192 (1974), supp., 34

T.C.M. 783 (1975), aff’d on other issues, 557 F.2d 1095 (5th Cir. 1977).
1697 §212; Reg. §1.212-1(g).
1698 S. Eng’g & Metals Corp. v. Commissioner, 9 T.C.M. 93 (1950).
1699 Southland Royalty Co. v. United States, 582 F.2d 604 (Ct. Cl. 1978),

aff’g 77-2 USTC ¶ 9680 (Ct. Cl. 1977), cert. denied, 441 U.S. 905 (1979).
1700 United States v. Hilton Hotels Corp., 397 U.S. 580 (1970), aff’g 410

F.2d 194 (7th Cir. 1969), aff’g 285 F. Supp. 617 (N.D. Ill. 1968).
1701 The Cardinal Corp. v. Commissioner, 52 T.C. 119 (1969).
1702 §212; Reg. §1.212-1(g).
1703 Reg. §1.162-7(a); Achiro v. Commissioner, 77 T.C. 881 (1981).
1704 Latham Park Manor, Inc. v. Commissioner, 69 T.C. 199 (1977), aff’d

in unpub. opin., No. 79-1058 (4th Cir. 1/28/80).
1705 Gilmartin v. Commissioner, 47 T.C.M. 1532 (1984).
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for financing services,1706 office services,1707 telephone answer-
ing and filing services1708 and franchisor’s services rendered to
the franchisee.1709 Management fees paid by an upper-tier part-
nership not engaged in a trade or business are not deductible
under §162 if the fees are not paid or incurred on behalf of any
lower-tier partnership in connection with its trade or business,
but are deductible under §212 in connection with the upper-tier
partnership’s investment activities.1710

Savings and loan associations that hold Federal Home
Loan Mortgage Corporation (FHLMC) mortgage participation
certificates may deduct, under §162, amounts paid to the
FHLMC for guarantee and management fees.1711 Taxpayers
who hold Government National Mortgage Association (GN-
MA) mortgage backed certificates in connection with carrying
on their trades or businesses may deduct servicing, custodian
and guarantee fees paid to the GNMA.1712 The same principle
applies to fully modified pass-through mortgage backed certifi-
cates1713 and to fees covering monthly service charges, late pay-
ment charges, assumptions and prepayment penalties.1714

Fees paid to speakers to address employees with respect to
trade or business matters are deductible.1715 The costs of man-
agement surveys are also deductible.1716 Fees paid by a profes-
sional musician to a recording engineer are deductible.1717

8. Legal Counseling

a. In General

Deductions under §162 are allowed for legal fees paid in
obtaining legal advice with respect to the taxpayer’s trade or
business.1718 They are allowed under §212 for legal fees paid
in connection with the production or collection of income, the
holding of property for the production of income or the deter-
mination, collection or refund of any tax.1719

The deductibility of legal counselling fees is described in
IV.N.8.b. and IV.N.8.c., below, and is discussed in 523 T.M.,
Deductibility of Legal and Other Professional Fees.

1706 See Foster v. Commissioner, 25 T.C.M. 1390 (1966), aff’d in part and
rev’d in part on other issues sub nom., Likins-Foster Honolulu Corp. v. Com-
missioner, 417 F.2d 285 (10th Cir. 1969), cert. denied, 397 U.S. 987 (1970);
Nielson v. United States, 212 F. Supp. 801 (M.D. Tenn. 1962), aff’d in part
and rev’d in part on other issues, 333 F.2d 615 (6th Cir. 1964).

1707 Wynnefield Heights, Inc. v. Commissioner, 25 T.C.M. 953 (1966).
1708 Dollard v. Commissioner, 53 T.C.M. 1335 (1987).
1709 Rev. Rul. 80-141, 1980-1 C.B. 111.
1710 Rev. Rul. 2008-39.
1711 Rev. Rul. 71-399, 1971-2 C.B. 433, amplified by, Rev. Rul. 72-376,

1972-2 C.B. 647. See generally Rev. Rul. 80-96, 1980-1 C.B. 317; Rev. Rul.
74-300, 1974-1 C.B. 169; Rev. Rul. 74-221, 1974-1 C.B. 365.

1712 Rev. Rul. 70-544, 1970-2 C.B. 6, clarified, Rev. Rul. 84-10, 1984-1
C.B. 155, modified on another issue, Rev. Rul. 74-169, 1974-1 C.B. 147.

1713 Rev. Rul. 70-545, 1970-2 C.B. 7, clarified, Rev. Rul. 84-10, 1984-1
C.B. 155, modified on another issue, Rev. Rul. 74-169, 1974-1 C.B. 147.

1714 Rev. Rul. 84-10, 1984-1 C.B. 155.
1715 Lewis-Hall Iron Works v. Commissioner, 2 B.T.A. 788 (1925).
1716 Goodwyn Crockery Co. v. Commissioner, 37 T.C. 355 (1961), aff’d on

other issues, 315 F.2d 110 (6th Cir. 1963).
1717 Genck v. Commissioner, 75 T.C.M. 1984 (1998).
1718 E.g., Levenson and Klein, Inc. v. Commissioner, 67 T.C. 694 (1977);

Alisobhani v. Commissioner, 68 T.C.M. 1493 (1994); Kennedy v. Commis-
sioner, 60 T.C.M. 456 (1990); Miles Prod. Co. v. Commissioner, 28 T.C.M.
1387 (1969), aff’d on other issues, 457 F.2d 1150 (5th Cir. 1972).

1719 §212; Reg. §1.212-1(g), Reg. §1.212-1(l); Milner v. Commissioner, 1
T.C.M. 513 (1943).

Legal services for which a deduction is allowed include
giving advice with respect to government investigations of
sales by the taxpayer,1720 representation at SEC proceedings to
enjoin the sale of the taxpayer’s stock1721 and the creation of
employee pension trusts.1722 They also include solving working
capital and credit problems,1723 handling a final liquidation,1724

but not a mere divisional reorganization,1725 giving advice to the
taxpayer’s clients on behalf of the taxpayer1726 and managing
the taxpayer’s investments.1727

In Salt v. Commissioner,1728 the Tax Court allowed a de-
duction for fees paid by a movie script writer for legal advice in
connection with his appearance as a witness before a Congres-
sional committee investigating alleged communist infiltration
into the movie industry. The deduction was allowed because
the investigation affected the entire industry and the taxpayer’s
employment therein and could have resulted in the blacklisting
of the taxpayer.1729

b. Personal Matters

No deduction is allowed with respect to legal advice in
connection with personal matters,1730 even if related to the trade
or business or the property held for the production of income.1731

If the legal fees cannot be allocated between business and per-
sonal services, no deduction is allowed.1732

c. Acquisition of Property

No deduction is allowed with respect to legal fees incurred
in obtaining advice regarding the purchase of property, because
the fees must be capitalized as part of the cost of the proper-
ty.1733 Likewise, legal fees paid in connection with the renewal
of licenses that are capital assets must be capitalized.1734 No de-
duction is allowed for legal services in connection with orga-
nization of a business.1735 The capitalization limitation is dis-
cussed in 509 T.M., Principles of Capitalization.

1720 Cardinal Corp. v. Commissioner, 52 T.C. 119 (1969).
1721 Rodman v. Commissioner, 32 T.C.M. 1307 (1973), aff’d on other is-

sues, 542 F.2d 845 (2d Cir. 1976). See Peters, Gamm, W. & Vincent, Inc. v.
Commissioner, 71 T.C.M. 2789 (1996).

1722 Meldrum & Fewsmith, Inc. v. Commissioner, 20 T.C. 790 (1953), aff’d
on other issues, 230 F.2d 283 (6th Cir. 1956).

1723 Id.
1724 Claussen’s Inc. v. United States, 71-2 USTC ¶ 9632 (S.D. Ga. 1971),

rev’d on other issues, 469 F.2d 340 (5th Cir. 1972).
1725 Bilar Tool & Die Corp. v. Commissioner, 530 F.2d 708 (6th Cir. 1976),

rev’g 62 T.C. 213 (1974). See also Reg. §1.263(a)-5.
1726 Levy v. Commissioner, 30 T.C. 1315 (1958).
1727 Herbst v. Commissioner, 2 T.C.M. 361 (1943).
1728 18 T.C. 182 (1952).
1729 Id. at 185–86.
1730 E.g., Mathews v. Commissioner, 61 T.C. 12 (1973), rev’d on other is-

sues, 520 F.2d 323 (5th Cir. 1975), cert. denied, 424 U.S. 967 (1976).
1731 Reg. §1.212-1(f). See, e.g., Jack’s Maint. Contractors, Inc. v. Commis-

sioner, 703 F.2d 154 (5th Cir. 1983), rev’g 42 T.C.M. 330 (1981); Johnson v.
Commissioner, 37 T.C.M. 1645 (1978).

1732 E.g., Jordan v. Commissioner, 12 B.T.A. 423 (1928); Estate of Pennell
v. Commissioner, 4 B.T.A. 1039 (1926).

1733 Reg. §1.212-1(n). See, e.g., Atzingen-Whitehouse Dairy, Inc. v. Com-
missioner, 36 T.C. 173 (1961), acq., 1976-2 C.B. 3; Douglas Coal Co. v. United
States, 429 F. Supp. 322 (D. W. Va. 1977).

1734 Spain v. Commissioner, 37 T.C.M. 1158 (1978).
1735 Durkin v. Commissioner, 87 T.C. 1329 (1986), aff’d, 872 F.2d 1271

(7th Cir. 1989), cert. denied, 493 U.S. 824 (1989).
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9. Litigation Fees and Expenses

a. In General

Litigation fees and expenses are deductible under §162 if
they have their origin in the taxpayer’s carrying on of a trade
or business.1736 They are deductible under §212 if paid or in-
curred in the collection of income1737 or if they have their ori-
gin in management of property held for the production of in-
come.1738

Application of this “origin of the claim” test requires a fac-
tual analysis of the circumstances of the litigation.1739 Generally,
litigation fees and expenses paid or incurred in collecting busi-
ness income are deductible,1740 as are litigation fees and expens-
es paid or incurred in resolving the division of partnership prof-
its.1741 In contrast, litigation fees and expenses paid or incurred
in obtaining or defending ownership are not deductible.1742

Legal fees related to a settlement or payment related to
sexual harassment or sexual abuse are not deductible if such
settlement or payment are subject to a nondisclosure agree-
ment.1743

The deductibility of litigation fees and expenses are de-
scribed in IV.N.9.b. through IV.N.9.d., below, and are dis-
cussed in 523 T.M., Deductibility of Legal and Other Profes-
sional Fees.

b. Collection or Generation of Income

Amounts paid by an oil and gas company in connection
with litigation over the proper computation of royalty income
are deductible.1744 So, too, are legal fees paid with respect to
collections, judgments and suits unrelated to property acquisi-
tion.1745 Litigation costs incurred in recovering punitive dam-
ages for the defendant’s breach of a contract with the taxpayer’s
sole proprietorship are deductible.1746 Legal fees paid in settling
litigation regarding the termination of a security trading
arrangement are deductible under §212.1747 Legal fees paid to

1736 United States v. Gilmore, 372 U.S. 39 (1963); Guill v. Commissioner,
112 T.C. 325 (1999); PLR 200127022; PLR 9612005.

1737 Reg. §1.212-1(k). E.g., Goodman v. Commissioner, 9 T.C.M. 789
(1950), aff’d on other issues, 200 F.2d 681 (2d Cir. 1953); Goodman v. Com-
missioner, 5 T.C.M. 1126 (1946), aff’d on other issues sub nom. Heyman v.
Commissioner, 176 F.2d 389 (2d Cir. 1949), cert. denied, 338 U.S. 904 (1949).

1738 E.g., Waldheim v. Commissioner, 25 T.C. 839 (1956), aff’d on other
issues, 244 F.2d 1 (7th Cir. 1957), acq., 1956-2 C.B. 2; Sergievsky v. McNa-
mara, 135 F. Supp. 233 (S.D.N.Y. 1955). See also Alexander v. IRS, 72 F.3d
938 (1st Cir. 1995) (legal fees for breach of employment contract suit against
former employer only deductible as miscellaneous itemized deduction rather
than trade or business expense); TAM 9728002 (legal and accounting fees of
limited partner in suit against general partner are §212 expenses).

1739 See, e.g., McKeague v. United States, 788 F.2d 755 (Fed. Cir. 1986),
on remand, 11 Cl. Ct. 342 (1986), 12 Cl. Ct. 671 (1987).

1740 E.g., Croker v. Commissioner, 27 B.T.A. 588 (1933).
1741 E.g., Kornhauser v. United States, 276 U.S. 145 (1928), rev’g 62 Ct. Cl.

647 (1926); Leidesdorf v. Commissioner, 26 B.T.A. 881 (1932).
1742 Reg. §1.212-1(k); See, e.g., Estate of Cole v. Commissioner, 32 T.C.M.

313 (1973). See also Dower v. United States, 668 F.2d 264 (7th Cir. 1981),
aff’g 80-2 USTC ¶ 9784 (N.D. Ill. 1980).

1743 §162(q).
1744 Southland Royalty Co. v. United States, 582 F.2d 604 (Ct. Cl. 1978),

aff’g 77-2 USTC ¶ 9680 (Ct. Cl. 1977), cert. denied, 441 U.S. 905 (1979).
1745 Douglas Coal Co. v. United States, 429 F. Supp. 322 (D. W. Va. 1977).
1746 Guill v. Commissioner, 112 T.C. 325 (1999).

secure production of income and distributions from a former
spouse’s §401(k) plan are deductible under §212.1748

Legal fees paid to enjoin the enforcement of post office or-
ders barring the taxpayer’s advertising from the mails are de-
ductible.1749 Amounts paid by taxpayers to prosecute libel suits
primarily for protection of their incomes derived from carrying
on a trade or business are deductible under §162.1750

Legal fees and expenses paid or incurred in contesting tax
liabilities regarding trade or business property are deductible
under §162.1751 Legal fees and expenses paid or incurred in con-
testing other tax liabilities are deductible under §212.1752

c. Connected to Trade or Business

Litigation fees and expenses paid in connection with per-
sonal matters are not deductible under §162.1753 Thus, legal fees
arising from litigation with the condominium association for
the development in which the taxpayer lived were held nond-
eductible because they involved alleged overcharges by the
association and allegations of its property mismanagement.1754

Similarly, legal fees and expenses paid by a sole proprietor to
recover punitive damages for the defendant’s breach of con-
tract were deductible because the contract related solely to the
proprietorship business.1755 No deduction is allowed for law-
suits arising out of personal endeavors1756 or from a taxpayer’s
activities as a volunteer.1757 Bankruptcy fees have been held
deductible to the extent that the bankruptcy was proximately
caused by the failure of the taxpayer’s business and the taxpay-
er’s debts were almost entirely attributable to operation of the
business.1758

Legal fees paid in connection with the taxpayer’s cost of
defending allegations of breach of fiduciary duty are person-
al expenses and are not deductible,1759 unless the breach clearly
originates in a business context,1760 such as administration of a
pension plan.1761 Legal expenses of defending criminal charges
are personal,1762 even if conviction would be detrimental to the

1747 58th St. Plaza Theatre, Inc. v. Commissioner, 16 T.C. 469 (1951), aff’d
on other issues, 195 F.2d 724 (2d Cir. 1952), cert. denied, 344 U.S. 820 (1952),
acq., 1952-1 C.B. 4.

1748 Seidel v. Commissioner, 89 T.C.M. 972 (2005).
1749 Commissioner v. Heininger, 320 U.S. 467 (1943), aff’g 133 F.2d 567

(7th Cir. 1943), rev’g 47 B.T.A. 95 (1942).
1750 Dyer v. Commissioner, 36 T.C. 456 (1961); Draper v. Commissioner,

26 T.C. 201 (1956).
1751 E.g., Gloyd v. Commissioner, 19 B.T.A. 966 (1930), aff’d on other is-

sues, 63 F.2d 649 (8th Cir. 1933).
1752 §212(3); Reg. §1.212-1(l).
1753 See Karelas v. Commissioner, 56 T.C.M. 832 (1988).
1754 Colvin v. Commissioner, 87 T.C.M. 1094 (2004), aff’d, 122 Fed. Appx.

788 (5th Cir. 2005).
1755 Guill v. Commissioner, 112 T.C. 325 (1999).
1756 Lewis v. Commissioner, 253 F.2d 821 (2d Cir. 1958), aff’g 27 T.C. 158

(1956); Kleinschmidt v. Commissioner, 12 T.C. 921 (1949).
1757 Cook v. Commissioner, 57 T.C.M. 681 (1989).
1758 See Catalano v. Commissioner, 79 T.C.M. 1632 (2000), rev’d on other

issues, 279 F.3d 682 (9th Cir. 2002).
1759 Kurkjian v. Commissioner, 65 T.C. 862 (1976).
1760 E.g., B.T. Harris Corp. v. Commissioner, 30 T.C. 635 (1958), acq.,

1958-2 C.B. 5; Butler v. Commissioner, 17 T.C. 675 (1951).
1761 PLR 9807028, PLR 9746039, PLR 9507030 (business deduction al-

lowed for payments in settlement of breach of fiduciary duty in pension plan
administration); PLR 200241046 (restorative payments to pension plan).

1762 E.g., Estate of Trott v. Commissioner, 28 T.C.M. 74 (1969); Capital
Video Corp. v. Commissioner, 311 F.3d 458 (1st Cir. 2002). See Blodgett v.
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taxpayer’s trade or business,1763 unless the charges arise out of
the taxpayer’s legal trade or business.1764 Legal fees paid in con-
nection with any settlement or payment related to sexual ha-
rassment or sexual abuse, if such settlement or payment is sub-
ject to a nondisclosure agreement, are not deductible.1765

d. Acquisition or Retention of Property

Litigation fees and expenses arising from disputes over the
taxpayer’s acquisition of property are not deductible as they
constitute a part of the cost of the property.1766 Likewise, those
arising from disposition of property are not deductible under
§162 or §212 but are capital expenditures.1767 Legal expenses
arising from attempts to collect loan principal, in contrast to in-
terest, are not deductible under §212.1768

Expenses incurred in resolving a boundary dispute must be
capitalized because they relate to the retention of title to prop-
erty.1769 Legal expenses paid in connection with the partition of
inherited property must also be capitalized.1770

O. Trade or Business and For-Profit Activity Losses

1. In General

Losses sustained during the tax year in carrying on a trade
or business or in any transaction entered into for profit are de-
ductible under §165, unless they are compensated for by insur-
ance or otherwise.1771

Comment: Taxpayers other than individuals are allowed to
deduct all losses, even if not sustained in carrying on a trade or
business or transaction entered into for profit, but it is extreme-
ly infrequent that a taxpayer other than an individual would
sustain such a loss. The few situations in which a corporation

Commissioner, 86 T.C.M. 90 (2003), aff’d, 394 F.3d 1030 (8th Cir. 2005); Kel-
ly v. Commissioner, 77 T.C.M. 1501 (1999); Silberman v. Commissioner, 40
Fed. Cl. 895 (1998).

1763 E.g., Jack’s Maint. Contractors, Inc. v. Commissioner, 703 F.2d 154
(5th Cir. 1983), rev’g 42 T.C.M. 330 (1981); Zielezinski v. Commissioner, 53
T.C.M. 1081 (1987); Greenway v. Commissioner, 40 T.C.M. 24 (1980); Patch
v. Commissioner, 39 T.C.M. 880 (1980).

1764 Commissioner v. Tellier, 383 U.S. 687 (1966), aff’g 342 F.2d 690 (2d
Cir. 1965), rev’g 22 T.C.M. 1062 (1963); Transp. Mfg. & Equip. Co. of Del. v.
Commissioner, 374 F.2d 173 (8th Cir. 1967), rev’g Riss & Co. v. Commission-
er, 23 T.C.M. 1113 (1964); Logan Lumber Co. v. Commissioner, 365 F.2d 846
(5th Cir. 1966), aff’g in part and rem’g in part 23 T.C.M. 735 (1964); Parker
v. Commissioner, 365 F.2d 792 (8th Cir. 1966), cert. denied, 385 U.S. 1026
(1967), aff’g in part, rev’g in part and rem’g in part Found. for Divine Med-
itation, Inc. v. Commissioner, 24 T.C.M. 411 (1965); Carey v. Commission-
er, 56 T.C. 477 (1971), aff’d, 460 F.2d 1259 (4th Cir. 1972), cert. denied, 409
U.S. 990 (1972); Murphy v. Commissioner, 39 T.C.M. 958 (1980); Manu-Mine
Research and Develop. Co. v. Commissioner, 26 T.C.M. 1259 (1967); Cent.
Coat, Apron & Linen Serv., Inc. v. United States, 298 F. Supp. 1201 (S.D.N.Y.
1969); Rev. Rul. 68-662, 1968-2 C.B. 69. See also Allied-Signal, Inc. v. Com-
missioner, 63 T.C.M. 2672 (1992), aff’d in unpub. opin., 54 F.3d 767 (3d Cir.
1995).

1765 §162(q).
1766 Reg. §1.212-1(k). See, e.g., Redwood Empire S & L Ass’n v. Commis-

sioner, 628 F.2d 516 (9th Cir. 1980), aff’g 68 T.C. 960 (1977).
1767 Reg. §1.212-1(k). See, e.g., Madden v. Commissioner, 514 F.2d 1149

(9th Cir. 1975), cert. denied, 424 U.S. 912 (1976), rev’g and rem’g 57 T.C. 513
(1972), nonacq., 1978-1 C.B. 2.

1768 Miller v. Commissioner, 80 T.C.M. 152 (2000).
1769 E.g., Heath v. Commissioner, 46 T.C.M. 698 (1983).
1770 Reg. §1.212-1(k). See Smith v. Commissioner, 55 T.C. 133 (1970).
1771 §165(a), §165(c)(1), §165(2); Reg. §1.165-1(a), Reg. §1.165-1(e)(1),

Reg. §1.165-1(e)(2).

is treated as not carrying on a trade or business are discussed in
II.B.7.a., above. Casualty loss deductions are described in 527
T.M., Loss Deductions.

Bad debts are deducted, if at all, under §166, and are not
deductible under §165.1772 Bad debt deductions are discussed in
538 T.M., Bad Debts.

Losses are discussed in 527 T.M., Loss Deductions.

2. Measurement of the Loss

The basis for computing the amount of loss allowable as
a deduction is the adjusted basis provided in §1011 for deter-
mining the loss from the sale or other disposition of property.1773

In determining the amount of loss actually sustained, proper
adjustment must be made for any insurance or other compen-
sation received.1774 The IRS takes the position that proceeds
from a subsequent salvage of the damaged property reduces the
amount of the loss,1775 but the Court of Claims and two Courts
of Appeals have held that subsequent salvaging is a separate
event with respect to which gain or loss is computed with ref-
erence to the salvage proceeds.1776

Any FSLIC assistance received by the taxpayer with re-
spect to any loss of principal, capital, or similar amount upon
the disposition of an asset is treated as compensation for the
loss.1777 FSLIC assistance is any assistance or right to assistance
with respect to a domestic building and loan association1778 un-
der §406(f) of the National Housing Act,1779 §21A of the Feder-
al Home Loan Bank Act,1780 or any similar provision of law.1781

3. Limitations

a. Capital Losses

Losses from sales or exchanges of capital assets are al-
lowable as deductions only to the extent allowed in §1211 and
§1212 even if those losses otherwise would be fully deductible
under §165.1782 Corporations are allowed to deduct capital loss-
es only to the extent of capital gains.1783 Taxpayers other than
corporations are allowed to deduct capital losses only to the ex-
tent of capital gains increased by the lesser of $3,000 or the

1772 Spring City Foundry Co. v. Commissioner, 292 U.S. 182 (1934); Betts
v. Commissioner, 62 T.C. 536 (1974).

1773 §165(b); Reg. §1.165-1(c)(1). See PLR 9534023 (automobile dealer-
ship can accrue deduction under §165 for loss incurred on sale of installment
note).

1774 §165(a); Reg. §1.165-1(c)(4).
1775 See Reg. §1.165-1(c)(4).
1776 Weyerhaeuser Co. & Subs. v. United States, 92 F.3d 1148 (Fed. Cir.

1996), cert. denied, 117 S. Ct. 766 (1997), aff’g in part and rev’g in part 32
Fed. Cl. 80 (1994), on remand, 39 Fed. Cl. 410 (1997); Cox v. United States,
537 F.2d 1066 (9th Cir. 1976), vacating 371 F. Supp. 1257 (N.D. Cal. 1973);
Forward Commc’ns Corp. v. United States, 608 F.2d 485 (Ct. Cl. 1979), re-
manding 78-2 USTC ¶ 9542 (Ct. Cl. Tr. Div. 1978).

1777 Revenue Reconciliation Act of 1993, Pub. L. No. 103-66, §13224(a)
(1), 107 Stat. 312, 485.

1778 See §7701(a)(19).
1779 12 U.S.C. §1729(f) (as in effect before its repeal by Pub. L. No. 101-73,

§407, 103 Stat. 363 (1989)).
1780 12 U.S.C. §1441(a) (1994 and Supp. II 1996).
1781 Revenue Reconciliation Act of 1993, Pub. L. No. 103-66, §13224(b),

107 Stat. 312, 485.
1782 §165(f); Reg. §1.165-1(c)(3).
1783 §1211(a).
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excess of the losses over the gains.1784 The $3,000 amount is
reduced to $1,500 for married individuals filing separate re-
turns.1785

b. Wagering Losses

For taxable years beginning after December 31, 2017,
losses from wagering transactions, including any deduction
otherwise allowable incurred in carrying on a transaction, are
allowed only to the extent of the gains from such transactions.
However, for taxable years beginning after December 31, 2025,
the deduction is further limited to 90% of losses from wagering
transactions.1786 For tax years beginning before January 1, 2018,
losses from wagering transactions are allowed to the extent of
gains from wagering transactions without regard to any deduc-
tions.1787 Wagering losses are discussed in 527 T.M., Loss De-
ductions.

c. Registration-Required Obligations

No deduction is allowed, under §165(a) or any other provi-
sion, for any loss sustained on any registration-required obliga-
tion unless the obligation is in registered form or the issuance of
the obligation was subject to tax under §4701.1788 A registration-
required obligation is any obligation, including any obligation
issued by a governmental entity, other than an obligation which
is issued by a natural person, is not of a type offered to the pub-
lic, and has a maturity at issue of not more than one year.1789 The
latter two exceptions do not apply if the obligations in question
are of a type specified in regulations.1790

The registration-required obligation limitation does not
apply to obligations held by any person satisfying any one of
the following four conditions.1791 First, the person holds the
obligations in connection with a trade or business outside the
United States.1792 Second, the person holds the obligations as a
broker dealer, registered under federal or state law, for sale to
customers in the ordinary course of trade or business.1793 Third,
the person holding the obligations complies with reporting re-
quirements with respect to ownership, transfers, and payments
as the IRS requires.1794 Fourth, the person promptly surrenders
the obligation to the issuer for the issuance of a new obligation
in registered form.1795 This exception applies only if the obliga-
tions are held under arrangements designed to assure that they
are not delivered to any United States person other than one sat-
isfying one of the first three conditions.1796

1784 §1211(b).
1785 §1211(b)(1).
1786 §165(d), as amended by the One Big Beautiful Bill Act (OBBBA), Pub.

L. No. 119-21, §70114.
1787 See former §165(d) (2017). E.g., Estate of Todisco v. Commissioner,

46 T.C.M. 35 (1983), aff’d, vac’d and rem’d on other issues, 757 F.2d 1 (1st
Cir. 1985); Kozma v. Commissioner, 51 T.C.M. 956 (1986); Offut v. Commis-
sioner, 16 T.C. 1214 (1951).

1788 §165(j)(1); Reg. §1.165-12(a); Prop. Reg. §1.165-12(a),
REG-125374-16, 82 Fed. Reg. 43,720 (Sept. 19, 2017).

1789 §165(j)(2)(A) (reference to §163(f)(2)(A)); Reg. §5f.163-1(b).
1790 See §163(f)(2)(B).
1791 §165(j)(3); Reg. §1.165-12(c).
1792 §165(j)(3)(A); Reg. §1.165-12(c)(1).
1793 §165(j)(3)(B); Reg. §1.165-12(c)(2).
1794 §165(j)(3)(C); Reg. §1.165-12(c)(3).
1795 §165(j)(3)(D); Reg. §1.165-12(c)(4).
1796 §165(j)(3); Reg. §1.165-12(c).

The rules relating to deduction of losses sustained on reg-
istration-required obligations are discussed in 527 T.M., Loss
Deductions and 538 T.M., Bad Debts.

4. Timing

a. In General

A loss is allowed as a deduction under §165 only for the
tax year in which the loss is sustained.1797 A loss is treated as
sustained during the tax year in which the loss occurs if it is ev-
idenced by closed and completed transactions, fixed by identi-
fiable events, and, with the exception of disaster losses, as de-
scribed in IV.O.4.e., below, is actually sustained during the tax
year.1798

b. Reimbursement

A loss is not sustained to the extent there exists a claim
for reimbursement, if there is a reasonable prospect of recov-
ery, until the tax year during which it can be ascertained with
reasonable certainty that the claimed reimbursement will not be
received.1799 Whether there is a reasonable prospect of recovery
is a question of fact to be determined upon an examination of
all the facts and circumstances.1800 To the extent there is no rea-
sonable prospect of recovery of reimbursement, the loss is sus-
tained during the tax year in which the event causing the loss
occurs.1801

c. Decline in Value

A loss is not sustained solely because the value of stock
owned by the taxpayer declines in value due to market fluctua-
tions or other similar causes.1802 A mere shrinkage in value, even
though extensive, does not justify a §165 deduction if the stock
has any recognizable value on the date claimed to be the date of
the loss.1803 Similar principles apply to declines in value of other
securities,1804 patent rights1805 and tangible property.1806

d. Theft Losses

Any loss arising from theft is treated as sustained during
the tax year in which the taxpayer discovers the loss.1807 How-
ever, the loss is not sustained to the extent there exists a claim
for reimbursement, if there is a reasonable prospect of recov-
ery, until the tax year during which it can be ascertained with

1797 Reg. §1.165-1(d)(1).
1798 Reg. §1.165-1(b), Reg. §1.165-1(d)(1).
1799 Reg. §1.165-1(d)(2)(i). E.g., Motter v. Wallace, 72 F.2d 678 (10th Cir.

1934); Holm v. Commissioner, 13 B.T.A. 322 (1928); Stephenson v. Com-
missioner, 13 B.T.A. 311 (1928); Kimball v. Commissioner, 14 T.C.M. 1011
(1955); Wagner v. United States, 2003-1 USTC ¶ 50,238 (M.D. Fla. 2003).

1800 Reg. §1.165-1(d)(2)(i). See, e.g., Title Guarantee Co. of Rhode Island
v. Commissioner, 10 B.T.A. 871 (1928); Lopo v. Commissioner, 20 T.C.M.
620 (1961).

1801 Reg. §1.165-1(d)(2)(ii).
1802 Reg. §1.165-4(a). E.g., Sinskey v. Commissioner, 30 T.C.M. 1286

(1971), aff’d in unpub. opin. (3d Cir.1973).
1803 Reg. §1.165-4(a).
1804 See Reg. §1.165-5(f).
1805 Consol. Window Glass Co. v. Commissioner, 1 B.T.A. 365 (1925).
1806 E.g., Matter of Gude Bros., Kieffer Co. v. Commissioner, 2 B.T.A.

1029 (1925).
1807 §165(e); Reg. §1.165-1(d)(3), Reg. §1.165-8(a)(2). E.g., Gerstell v.

Commissioner, 46 T.C. 161 (1966).
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reasonable certainty that the claimed reimbursement will not be
received.1808

A theft is any criminal appropriation of another’s property
to the use of the taker.1809 Thefts include, but are not necessarily
limited to, larceny, embezzlement and robbery.1810 They also in-
clude theft by swindle, false pretenses and any other form of
guile.1811

Theft losses are discussed in 527 T.M., Loss Deductions.

e. Federally Declared Disaster Losses

A taxpayer may elect to deduct a loss occurring in a dis-
aster area and attributable to a federally-declared disaster in the
tax year immediately preceding the disaster year (i.e., the year
preceding the tax year in which the loss occurs).1812 If a §165(i)
election is made, the casualty causing the loss is treated as hav-
ing occurred in the tax year preceding the disaster year.1813 The
amount of the disaster loss claimed under the election cannot
exceed the uncompensated loss determined as of the date the
taxpayer claims the loss.1814

For a further discussion of disaster losses, see 527 T.M.,
Loss Deductions.

f. Worthless Securities

If any security that is a capital asset becomes worthless1815

during the tax year, the resulting loss is treated as a loss from
the sale or exchange, on the last day of the tax year, of a capital
asset.1816 A security is a share of stock in a corporation,1817 a
right to subscribe for or to receive a share of stock in a corpo-
ration,1818 a bond, debenture, note, certificate or other evidence
of indebtedness, issued with interest coupons in registered form
by a corporation or by a government or a governmental politi-
cal subdivision.1819

Any security in a corporation affiliated with a taxpayer
that is a domestic corporation is not treated as a capital asset.1820

Special rules apply in determining whether corporations are af-

1808 Reg. §1.165-1(d)(3). E.g., Florman v. Commissioner, 38 T.C.M. 1018
(1979).

1809 See Edwards v. Bromberg, 232 F.2d 107 (5th Cir. 1956), aff’g 64-2
USTC ¶ 9525 (M.D. Ga. 1955); Meyer v. Patterson, 64-2 USTC ¶ 9525 (N.D.
Ala. 1964).

1810 Reg. §1.165-8(d).
1811 See Edwards v. Bromberg, 232 F.2d 107 (5th Cir. 1956), aff’g 55-1

USTC ¶ 9404 (M.D. Ga. 1955).
1812 §165(i); Reg. §1.165-11(a), §1.165-11(b)(4), T.D. 9789, 84 Fed. Reg.

55,245 (Oct. 16, 2019). See also Rev. Proc. 2016-53 for procedures for making
a §165(i) election.

1813 §165(i)(2); Reg. §1.165-11(c).
1814 §165(i)(3). See also Woodall v. Commissioner, 964 F.2d 361 (5th Cir.

1992) (partnership’s loss deduction for fire damage to its nightclub limited to
the adjusted basis of partnership assets shown on the Schedule L attached to its
tax return).

1815 See Boehm v. Commissioner, 326 U.S. 287 (1945), aff’g 146 F.2d 553
(2d Cir. 1945), aff’g 2 T.C.M. 954 (1943).

1816 §165(g)(1); Reg. §1.165-5(c).
1817 §165(g)(2)(A); Reg. §1.165-5(a)(1).
1818 §165(g)(2)(B); Reg. §1.165-5(a)(2). See, e.g., Becher v. Commissioner,

22 T.C.M. 1251 (1963).
1819 §165(g)(2)(C); Reg. §1.165-5(a)(3). See, e.g., Atwood Grain & Supply

Co. v. Commissioner, 60 T.C. 412 (1973); Funk v. Commissioner, 35 T.C. 42
(1960); Allied Chem. Corp. v. United States, 305 F.2d 433 (Ct. Cl. 1962).

1820 §165(g)(3); Reg. §1.165-5(d)(1). See generally W. Pac. R.R. Corp. v.
W. Pac. R.R. Co., 85 F. Supp. 868 (N.D. Cal. 1949), aff’d on other issues, 197
F.2d 994 (9th Cir. 1951), cert. denied, 346 U.S. 910 (1953).

filiated for this purpose.1821 Losses from securities in affiliated
corporations are discussed in 527 T.M., Loss Deductions.

g. Obsolescence of Nondepreciable Property

A loss incurred in a trade or business, in a transaction en-
tered into for profit and arising from the sudden termination
of the usefulness in the trade or business or transaction of any
nondepreciable property is allowed as a deduction under §165
if the trade or business or transaction is discontinued or the
property is permanently discarded from use therein.1822 The de-
duction is allowed in the tax year the loss is sustained, but the
tax year in which the overt act of abandonment of the property
or loss of title to the property occurs is not necessarily the tax
year in which the loss is sustained.1823 These principles do not
apply to losses sustained from the sale or exchange of proper-
ty, losses sustained upon the obsolescence or worthlessness of
depreciable property, casualty losses or certain inventory loss-
es.1824

P. Net Operating Loss Deduction

Taxpayers may take a net operating loss deduction under
§172 (limited to 80% of taxable income for tax years after
2020).1825 An NOL arising in tax years beginning in 2018, 2019,
or 2020 may be carried back for a period of five years and may
be carried forward indefinitely.1826 An NOL arising in tax years
beginning in 2021 and later generally may not be carried back
but may be carried forward indefinitely.1827 The amounts carried
over to a later year are adjusted to take into account the limita-
tion.

Net operating losses, including the rules applicable to
NOLs arising before 2018, are discussed further in 539 T.M.,
Net Operating Losses — Concepts and Computations.

Q. Antitrust, Infringement, and Contractual Losses

1. In General

Under §186, a taxpayer is allowed to deduct antitrust, in-
fringement and contractual losses for a tax year if the taxpay-
er includes in gross income for that tax year a compensatory
amount received for compensable injury.1828 The amount of the
deduction is the lesser of the compensatory amount included in
gross income or the amount of the unrecovered losses sustained
as a result of the compensable injury.1829

1821 See §165(g)(3); Reg. §1.165-5(d)(2), Reg. §1.165-5(e), Reg.
§1.165-5(g), Reg. §1.165-5(h).

1822 Reg. §1.165-2(a).
1823 Reg. §1.165-2(a).
1824 Reg. §1.165-2(b).
1825 See §172(a), as amended by the CARES Act, Pub. L. No. 116-136,

§2303(a)(1), effective for NOLs arising in tax years ending after December 31,
2017 and taxable years beginning on or before such date to which net operating
losses arising in taxable years beginning after such date are carried.

1826 §172(b)(1)(D), as amended by the CARES Act, Pub. L. No. 116-136,
§2303(b)(1), effective for NOLs arising in tax years ending after December 31,
2017 and taxable years beginning on or before such date to which net operating
losses arising in taxable years beginning after such date are carried.

1827 See §172(b). Farming NOLs and NOLs of property and casualty in-
surance companies may be carried back two tax years and carried-forward 20
years.

1828 §186(a); Reg. §1.186-1(a).
1829 §186(a); Reg. §1.186-1(a).
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The deduction for antitrust, infringement, and contractual
losses is described in IV.Q.2. through 5., below, and is dis-
cussed in 522 T.M., Tax Aspects of Settlements and Judg-
ments.

2. Compensable Injury

There are three types of compensable injuries.1830 The first
is an injury sustained as a result of an infringement of a patent
issued by the United States.1831 The second is an injury sustained
as a result of a breach of contract or a breach of fiduciary duty
or relationship.1832 The third is an injury sustained in business,
or to property, by reason of any conduct forbidden in the an-
titrust laws for which a civil action may be brought under §4 of
the Clayton Act1833 by the taxpayer.1834

3. Compensatory Amount

a. In General

The compensatory amount is the amount received or ac-
crued during the tax year as damages as a result of an award
in, or in settlement of, a civil action for recovery for a com-
pensable injury, reduced by any amounts paid or incurred in the
tax year in securing the award or settlement.1835 Compensato-
ry amount includes only compensation for actual economic in-
jury, and does not include punitive, exemplary or treble dam-
ages.1836 The compensatory amount does not include interest on
the damages.1837

b. Settlement

The compensatory amount does not include amounts re-
ceived or accrued in settlement of a claim for a compensable
injury if the amount is received or accrued before any action
is commenced.1838 An action is commenced when service of
process on all defendants that pay or incur an obligation to pay
a compensatory amount has been completed in accordance with
the laws and rules of the court in which the action has been
commenced or to which it has been removed.1839 If the action
for a compensable injury is settled, the specifications of the
parties generally control the determination of the compensato-
ry amount, unless the specifications are not reasonably support-
ed by the facts and circumstances of the case.1840 If there are no
specifications, the taxpayer’s complaint may be considered in
determining what portion of the amount of the settlement is the
compensatory amount.1841

c. Amounts to Secure the Award or Settlement

Amounts paid or incurred in securing the award or settle-
ment include legal expenses such as attorney’s fees, witness

1830 §186(b); Reg. §1.186-1(b)(1).
1831 §186(b)(1); Reg. §1.186-1(b)(2).
1832 §186(b)(2); Reg. §1.186-1(b)(3).
1833 15 U.S.C. §15 (1982).
1834 §186(b)(3); Reg. §1.186-1(b)(4).
1835 §186(c); Reg. §1.186-1(c)(1).
1836 Reg. §1.186-1(c)(1).
1837 Reg. §1.186-1(c)(2).
1838 Reg. §1.186-1(c)(3)(i).
1839 Reg. §1.186-1(c)(3)(i).
1840 Reg. §1.186-1(c)(3)(ii).
1841 Reg. §1.186-1(c)(3)(ii).

fees, accountant fees and court costs.1842 Expenses incurred in
securing a recovery of both a compensatory amount and other
amounts from the same action must be allocated among such
amounts in the ratio each of such amounts bears to the total re-
covery.1843

4. Unrecovered Losses

a. In General

Unrecovered losses sustained as a result of a compensable
injury are computed by subtracting the sum of two amounts
from the sum of the net operating losses for each tax year in
whole or in part within the injury period, to the extent that
the net operating losses are attributable to the compensable
injury.1844 The first of the two amounts added together is the
amount of the net operating losses described in the preceding
sentence which were allowed for any prior tax year as a §172
deduction as a net operating loss carryback or carryover to that
year.1845 The second of the two amounts added together is the
amount allowed as a deduction under §186 for any proper tax
year for prior recoveries of compensatory amounts for the com-
pensable injury.1846 A deduction is allowed under §186 even if
the period for carryover under §172 has expired.1847

Net operating losses are described in IV.P., above, and are
discussed in 539 T.M., Net Operating Losses — Concepts and
Computations.

b. Injury Period

The injury period for an injury arising from an infringe-
ment of a patent is the period in which the infringement oc-
curred.1848 The injury period for an injury arising from a breach
of contract or breach of fiduciary duty or relationship is the pe-
riod during which amounts would have been received or ac-
crued but for the breach of contract or breach of fiduciary duty
or relationship.1849 The injury period for an injury arising from
antitrust violations is the period in which the injury was sus-
tained.1850

The injury period is determined on the basis of the facts
and circumstances of the taxpayer’s situation.1851 It may include
periods before and after the period covered by the civil action
commenced by the taxpayer.1852

c. Net Operating Loss Attributable to Compensable
Injury

A net operating loss for any tax year is treated as attribut-
able to a compensable injury to the extent of the compensable
injury sustained during that year, even if it is not actually attrib-
utable to the compensable injury.1853 A judgment for a compens-

1842 Reg. §1.186-1(c)(4).
1843 Reg. §1.186-1(c)(4).
1844 §186(d)(1)(A); Reg. §1.186-1(d)(1). See §172.
1845 §186(d)(1)(B)(i); Reg. §1.186-1(d)(1)(i).
1846 §186(d)(1)(B)(ii); Reg. §1.186-1(d)(1)(ii).
1847 Reg. §1.186-1(d)(1).
1848 §186(d)(2)(A); Reg. §1.186-1(d)(2)(i).
1849 §186(d)(2)(B); Reg. §1.186-1(d)(2)(ii).
1850 §186(d)(2)(C); Reg. §1.186-1(d)(2)(iii).
1851 Reg. §1.186-1(d)(2).
1852 Reg. §1.186-1(d)(2).
1853 §186(d)(3)(A); Reg. §1.186-1(d)(3).
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able injury apportioning the amount of the recovery to specific
tax years within the injury period is conclusive.1854 If the judg-
ment does not apportion the amount of the recovery, it is pro-
rated among the tax years within the injury period in the pro-
portion that the net operating losses sustained in each of those
tax years bears to the total net operating losses sustained for all
tax years in the injury period.1855

If the action for a compensable injury is settled, the spec-
ifications of the parties generally control the determination of
the apportionment of the amount of recovery, unless the speci-
fications are not reasonably supported by the facts and circum-
stances of the case.1856 If there are no specifications, the amount
of the recovery is prorated among the tax years within the in-
jury period in the proportion that the net operating losses sus-
tained in each of those tax years bears to the total net operating
losses sustained for all tax years in the injury period.1857

If only a portion of a net operating loss for a tax year is
attributable to a compensable injury, then in applying §172 for
purposes of §186, that portion is treated as a separate net oper-
ating loss for that tax year to be applied after the other portion
of the total net operating loss.1858

Net operating losses are described in IV.P., above, and are
discussed in 539 T.M., Net Operating Losses — Concepts and
Computations.

5. Effect on Net Operating Loss Carryovers

If, for the tax year in which a compensatory amount is re-
ceived or accrued, any portion of a net operating loss carry-
over to that tax year is attributable to the compensable injury
for which the compensatory amount is received or accrued, the
carryover must be reduced.1859 It is reduced by the excess of
the §186 deduction allowed with respect to the compensatory
amount over any portion of the unrecovered losses sustained as
a result of the compensable injury with respect to which the pe-
riod for carryover under §172 has expired.1860

Net operating losses are described in IV.P., above, and are
discussed in 539 T.M., Net Operating Losses — Concepts and
Computations.

R. Unused Business Credits

1. In General

Under §196, any unused qualified business credit of a tax-
payer may be deducted in the appropriate tax year.1861 An un-
used qualified business credit is the portion of any qualified
business credit that is not allowed as a credit under the lim-
itation on credits based on taxable income and that is not al-
lowed as a credit even after application of the business credit
carryback and carryover provisions of §39.1862 The deduction

1854 Reg. §1.186-1(d)(3).
1855 Reg. §1.186-1(d)(3).
1856 Reg. §1.186-1(d)(3).
1857 Reg. §1.186-1(d)(3).
1858 §186(d)(3)(B); Reg. §1.186-1(d)(4).
1859 §186(e); Reg. §1.186-1(e)(1).
1860 §186(e); Reg. §1.186-1(e)(1), Reg. §1.186-1(e)(3). See Reg.

§1.186-1(e)(2).
1861 §196(a).
1862 §196(a). See §38(c).

does not apply to credits that are disallowed because they are
reduced by the provision allowing the credit in contrast to ex-
piring because the end of the carryforward period has been
reached.1863

Only 50% of unused qualified business credits is allowed
as a §196 deduction for the investment credit determined under
§46, other than the rehabilitation credit.1864

2. Appropriate Tax Year

The appropriate tax year for the §196 deduction is the
first tax year after the last tax year for which the credit would
have been permitted under the business credit carryover pro-
visions.1865 However, if the taxpayer dies or ceases to exist be-
fore that first tax year after the last tax year for which the credit
would have been permitted, the unused qualified business cred-
it is allowed, as prescribed by regulations, as a deduction in the
tax year in which the taxpayer dies or ceases to exist.1866

For credits that are subject to the direct pay election under
§6417(b), the carryback period is applied separately from the
general business credit and is the applicable credit is carried
back to the three tax years preceding the unused credit year and
is carried forward to the earliest of the next 23 years to which
it can be carried considering the carryforward of the other busi-
ness credits. For further discussion of credit carrybacks and
carryforwards, see 506 T.M., Principles of Income Tax Credits.

3. Qualified Business Credit

A qualified business credit is any of the following:

• the investment credit as determined under §46, but only
to the extent attributable to property the basis of which is
reduced under §50(c);1867

• the work opportunity credit determined under §51 (for-
merly the targeted jobs credit);1868

• the alcohol fuels credit determined under §40(a);1869

• the research credit determined under §41(a), other than
the research credit determined under §280C(c)(3) for tax
years beginning after December 31, 1988;1870

• the enhanced oil recovery credit determined under
§43(a);1871

• the empowerment zone employment credit determined
under §1396(a);1872

• the Indian employment credit determined under
§45A(a);1873

1863 MCI Commc’ns Corp. v. United States, 26 F. Supp.2d 6 (D.D.C.
1998), aff’d sub nom. Telecom*USA Inc. v. United States, 192 F.3d 1068
(D.C. Cir. 1999), cert. denied, 529 U.S. 1123 (2000); B.F. Goodrich Co. v.
United States, 94 F.3d 1545 (Fed. Cir. 1996), aff’g 32 Fed. Cl. 571 (1995).

1864 §196(d).
1865 §196(a). See §39.
1866 §196(b).
1867 §196(c)(1).
1868 §196(c)(2) (reference to §51).
1869 §196(c)(3).
1870 §196(c)(4).
1871 §196(c)(5).
1872 §196(c)(6).
1873 §196(c)(7).
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• the employer social security credit determined under
§45B(a);1874

• the new markets tax credit determined under §45D(a);1875

• the small employer pension plan startup cost credit deter-
mined under §45E(a);1876

• the biodiesel fuels credit determined under §40A(a);1877

• the low sulfur diesel fuel production credit determined
under §45H(a);1878

• the energy efficient home credit determined under
§45L(a);1879 and

• the small employer health insurance credit determined
under §45R(a).1880

S. Special Provisions

1. Federal National Mortgage Association
Contributions

Under §162(d), any excess of the amount of capital con-
tributions evidenced by a share of stock issued under §303(c)
of the Federal National Mortgage Association (FNMA) Charter
Act1881 over the fair market value of the stock as of its issue
date is treated by the initial holder of the stock as an ordinary
and necessary expense of carrying on a trade or business. In E.
Serv. Corp. v. Commissioner,1882 the Second Circuit held that
the §162(d) deduction was not allowed if the cost of the stock
was less than its fair market value, noting that the stock was a
capital asset in the taxpayer’s hands because the taxpayer was
not carrying on the business of servicing FNMA mortgages.

2. Depositors’ Guaranty Fund Set Asides

If three conditions are satisfied, banking corporations may
deduct under §162 the amount set aside to a depositors’ guar-
anty fund.1883 First, the laws of the state in which the banking
corporation does business must require it to set apart, keep and
maintain in the bank the amount levied and assessed against it
by state authorities as a depositors’ guaranty fund.1884 Second,
the fund, when set aside and carried to the credit of the state
banking board or duly authorized state officer, must cease to be
an asset of the bank and may be withdrawn in whole or in part
upon demand by the board or officer to meet the needs of these
officers in reimbursing depositors in insolvent banks.1885 Third,
no portion of the amount set aside and credited may be returned
under the laws of the state to the assets of the banking corpo-
ration.1886 Thus, amounts paid to the federal deposit insurance

1874 §196(c)(8).
1875 §196(c)(9).
1876 §196(c)(10).
1877 §196(c)(11).
1878 §196(c)(12).
1879 §196(c)(13).
1880 §196(c)(14).
1881 12 U.S.C. §1718 (1982).
1882 650 F.2d 379 (2d Cir. 1981), rev’g 73 T.C. 833 (1980).
1883 Reg. §1.162-13.
1884 Reg. §1.162-13.
1885 Reg. §1.162-13.
1886 Reg. §1.162-13.

fund are deductible when actually paid either directly or by ap-
plication of a prior credit.1887

If the amount set aside to the depositors’ guaranty fund is
merely set up on the books of the bank as a reserve to meet a
contingent liability and remains an asset of the bank, it is not
deductible until and unless it is actually paid out as required by
law and upon demand of the proper state officers.1888 Thus, ad-
vance payments are not deductible until the fund is operative.1889

Amounts paid to restore a state guaranty fund are de-
ductible, but amounts paid to increase the size of the fund are
not.1890 Equalization payments by a savings and loan association
to a deposit guaranty fund as a condition of membership that
represent the acquisition of an equity in the fund are not de-
ductible and are nonamortizable capital expenditures.1891

Although the IRS takes the position that a bank or bank
holding company may not deduct fees paid to the FDIC for
conversion of assets from Savings Association Insurance Fund
coverage to Banking Insurance Fund coverage,1892 the Tax
Court has held to the contrary, permitting deduction of these so-
called “entrance” and “exit” fees, because it characterized the
fees to the exited fund as compensation for lost future premi-
ums and the fees to the entered fund as current annual premi-
ums and because no identifiable asset was created.1893

Note: The subsequently adopted requirement in Reg.
§1.263(a)-4(d) that amounts paid to an organization to obtain,
renew, renegotiate or upgrade a membership or privilege from
that organization must be capitalized, does not require capital-
ization of amounts paid to obtain, renew, renegotiate or up-
grade certification of the taxpayer’s products, services or busi-
ness processes.

3. Federal Deposit Insurance Corporation Premiums

No deduction is allowed for the applicable percentage of
any Federal Deposit Insurance Corporation (FDIC) premiums
paid or incurred by a taxpayer.1894 The applicable percentage for
any taxable year is the ratio which the excess of a taxpayer’s to-
tal consolidated assets (determined as of the close of such tax-
able year) over $10 billion, bears to $40 billion. An exception
applies for any taxpayer for any taxable year if the taxpayer’s
total consolidated assets do not exceed $10 billion (determined
as of the close of such taxable year).1895 For purposes of this sub-

1887 Rev. Rul. 55-478, 1955-2 C.B. 18.
1888 Reg. §1.162-13.
1889 First Nat’l Bank of Braddock v. Commissioner, 38 B.T.A. 1244 (1938);

State Nat’l Bank of El Paso, Texas v. United States, 39-1 USTC ¶ 9471 (W.D.
Tex. 1939).

1890 Wichita State Bank & Trust Co. v. Commissioner, 69 F.2d 595 (5th Cir.
1934), rev’g 27 B.T.A. 822 (1933).

1891 Rev. Rul. 72-379, 1972-2 C.B. 92.
1892 FSA 200008005; TAM 9402006; TAM 9348003.
1893 Metrocorp, Inc. v. Commissioner, 116 T.C. 211 (2001).
1894 §162(r)(1). “FDIC Premium” means any assessment imposed under

§7(b) of the Federal Deposit Insurance Act, 12 U.S.C. § 1817(b). §162(r)(4);
see AM 2024-003 (concluding that §162(r) does not apply to an FDIC special
assessment imposed under §13(c)(4)(G) of the FDI Act).

1895 §162(r)(2). “Total consolidated assets” has the meaning given such
term under §165 of the Dodd-Frank Wall Street Reform and Consumer Protec-
tion Act, 12 U.S.C. § 5365. §162(r)(5).
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section, members of an expanded affiliated group are treated as
a single taxpayer.1896

T. Prepaid Dues Income Doubly Included in Gross
Income

Under §456(d)(2), a deduction is allowed to a taxpayer
who makes an election under §456(d)(1) with respect to pre-
paid dues income and who includes in gross income for any
tax year to which the election applies an amount under §456(d)
(1).1897 If the election is made, the taxpayer is required to in-
clude in gross income under §456(d)(1) not only prepaid dues
income otherwise includible in gross income for the tax year
for which the election is effective1898 but also an additional
amount equal to the amount of prepaid dues income received in
the preceding three tax years which would have been included
in gross income in the earlier tax years had the election been
effective three years earlier.1899

The additional amount that the taxpayer includes in gross
income under §456(d)(1) is allowed as a deduction, but only to
the extent that the additional amount included in gross income
under §456(d)(1) was also included in gross income during any
of the three tax years preceding the tax year for which the elec-
tion is effective.1900

One-fifth of the amount deductible under §456(d)(2) is al-
lowed in the tax year to which the §456(d)(1) election applies
and one-fifth is allowed in each of the four succeeding tax
years.1901

Observation: The §456(d)(2) deduction is, in effect, a
mechanism to adjust for the double inclusion in gross income
of certain prepaid dues income.

U. Miscellaneous Trade or Business Deductions

1. Telephone Expense

Telephone expenses incurred in a trade or business or in
pursuit of a for-profit activity are deductible under §162 or
§212. Thus, for example, the Board of Tax Appeals has held
that a taxpayer may deduct the expense of maintaining sepa-
rate telephones in its employees’ homes for use in making after
hours calls concerning the taxpayer’s business.1902 In addition, it
has been held that if the employee is required by the employer
to maintain a separate telephone, the expense is deductible as
an employee business expense.1903

Comment: The cost of a separate telephone maintained by
the employee, but not required by the employer, is deductible
if under the circumstances it is ordinary and necessary.

1896 §162(r)(6). “Expanded affiliated group” means an affiliated group as
defined in §1504(a), determined without regard to §1504(b)(2)–§1504(b)(3)
and by using fifty percent as the threshold for meeting the ownership require-
ment. A partnership or other non-corporate entity is treated as a member of the
expanded affiliated group if such entity is controlled, within the meaning of
§954(d)(3), by members of such group. §162(r)(6)(B).

1897 §456(d)(2); Reg. §1.456-7(b).
1898 See §456(a).
1899 §456(d)(1); Reg. §1.456-7(a).
1900 §456(d)(2); Reg. §1.456-7(b).
1901 §456(d)(2); Reg. §1.456-7(b).
1902 Moline Dispatch Publ’g Co. v. Commissioner, 11 B.T.A. 934 (1928).
1903 Fausner v. Commissioner, 30 T.C.M. 1187 (1971), aff’d on other is-

sues, 472 F.2d 561 (5th Cir. 1973), aff’d, 413 U.S. 838 (1973).

Clearly, the cost of telephone calls made for business pur-
poses is deductible.1904 The disallowance of expenditures for
certain telephone service deemed to be personal in nature is dis-
cussed in 513 T.M., Family and Household Transactions.

2. Governmental Impositions

Governmental fees and taxes incurred in a trade or busi-
ness or for-profit activity are deductible under §162. Thus, for
example, the Tax Court has held that fishing license fees and
local taxes for boats and automobiles used in carrying on a
trade or business are deductible under §162.1905 The IRS has
ruled that parking meter fees are deductible under §162 to the
extent they are paid in carrying on a trade or business.1906 In ad-
dition, the IRS has ruled that monthly sewer service charges are
deductible to the extent paid or incurred with respect to proper-
ty used in a trade or business.1907

Amounts paid to a foreign government as a fee for the
privilege of doing business in its country, that are measured by
the periodic volume of business, are deductible under §162.1908

It does not matter that the foreign government has a beneficial
interest in the taxpayer making the payment.1909 However,
amounts paid to obtain long-term concessions are not de-
ductible and must be capitalized.1910

3. Financing Expenses

Trade or business or for-profit activity financing expenses
are deductible. Thus, for example, the IRS has ruled that fees
paid by taxpayers in the trade or business of selling items on
the installment method, in order to sell the accounts receivable
to a bank, are deductible under §162 as an ordinary and neces-
sary expense of collecting income funds.1911 The IRS has also
ruled in a private letter ruling that the amount paid to a bank by
a builder and seller of homes to induce the bank to issue loans
to home buyers at interest rates that are less than the market rate
is deductible as a cost of selling the homes.1912

The IRS has also ruled that amounts paid for the use of
another person’s property as collateral for debt incurred by the
taxpayer in carrying on a trade or business are deductible.1913

Quarterly commitment fees paid on a revolving credit fa-
cility are deductible as an ordinary and necessary business ex-
pense under §1621914

4. Safety Devices

Certain expenses relating to the operation of necessary
safety devices are deductible under §162 if incurred in connec-
tion with a trade or business or for-profit activity. Thus, for ex-
ample, the IRS has ruled that the cost of maintaining and op-

1904 Cook v. Commissioner, 37 T.C.M. 771 (1978).
1905 Haman v. Commissioner, 31 T.C.M. 466 (1972), aff’d on other issues,

500 F.2d 401 (9th Cir. 1974).
1906 Rev. Rul. 73-91.
1907 Noble v. Commissioner, 70 T.C. 916 (1978), nonacq., 1979-2 C.B. 2.
1908 Allied Am. Corp. v. Commissioner, 25 B.T.A. 1276 (1932).
1909 See Amtorg Trading Corp. v. Commissioner, 65 F.2d 583 (2d Cir.

1933), rev’g 25 B.T.A. 327 (1932).
1910 See All Am. Cables, Inc. v. Commissioner, 10 B.T.A. 213 (1928).
1911 Rev. Rul. 54-43.
1912 PLR 8229120.
1913 Rev. Rul. 73-122.
1914 FAA 20182502F.
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erating safety devices constructed on city property by a manu-
facturer of aircraft and missiles in order to comply with safety
requirements are deductible under §162.1915

5. Public Officials’ Expenses

The IRS has ruled that amounts paid by members of Con-
gress to publish and distribute newsletters are deductible under
§162 as employee business expenses.1916 The IRS has also ruled
that amounts paid for reasonable salaries of additional staff also
are deductible under §162,1917 as are amounts paid to Congres-
sional interns.1918 The IRS has ruled that salaries, office rent
and supplies paid or incurred by city council members are de-
ductible under §162.1919 In TAM 9426001, the National Office
advised that a person serving as an honorary consul of a foreign
country performed functions of public office, and thus, in the
absence of evidence suggesting appointment to the position as
a stratagem to avoid taxes, was engaged in a trade or business.

6. Family Day Care Providers

The IRS allows family day care providers the option to use
a standardized rate to claim a deduction for meals provided to
children in their care, instead of keeping detailed records and
receipts of food purchased for use in their business.1920 Family
day care is care provided to children in the home that is non-
medical, does not involve a transfer of custody, and is generally
less than 24 hours.1921 The standard rate option is available on-
ly with respect to meals provided to children in the provider’s
care who satisfy three conditions: (1) they must be minors un-
der parental control and not self-supporting, (2) they must not
be full-time or part-time residents of the home, and (3) they
must not be children for whom care is provided solely for per-
sonal reasons.1922

The IRS permits a standard rate for up to one breakfast,
one lunch, one dinner and three snacks per day, per child,
provided the meals and snacks are actually purchased and
served,1923 and lists these rates in Pub. 587, Business Use of
Your Home. Providers must maintain adequate records to sub-
stantiate their computation of the total amount deductible and
must include the name of each eligible child, the date and hours
of the child’s attendance at the family day care facility and the
type and quantity of meals and snacks served.1924 In an Appen-
dix to its ruling, the IRS provides an example of an acceptable
log.

The standard meal and snack rate for a particular tax year
is the USDA Tier 1 reimbursement rate in effect on the De-
cember 31 that precedes the beginning of the family day care
provider’s tax year.1925 The rate is adjusted annually.1926

1915 Rev. Rul. 54-579.
1916 Rev. Rul. 73-356.
1917 Rev. Rul. 73-464, amplified by Rev. Rul. 84-110.
1918 Rev. Rul. 75-146.
1919 Rev. Rul. 84-110.
1920 Rev. Proc. 2003-22, §3.
1921 Rev. Proc. 2003-22, §4.02.
1922 Rev. Proc. 2003-22, §4.03.
1923 Rev. Proc. 2003-22, §5.01.
1924 Rev. Proc. 2003-22, §5.03.
1925 Rev. Proc. 2003-22, §6.

7. Charitable Contribution as Business Expense

A payment to, or a transfer of property to, or for the use
of, an organization described in §170(c) that bears a direct re-
lationship to the taxpayer’s trade or business and that is made
with a reasonable expectation of financial return commensurate
with the amount of the transfer may constitute an allowable de-
duction as a trade or business expense under §162 rather than
as a charitable contribution under §170.1927

Following the enactment of the §164(b)(6) limitation, the
IRS issued final regulations that provide that if a taxpayer
makes a payment to, or transfers property to, or for the use of,
a §170(c) organization and the taxpayer receives, or expects to
receive, a state or local tax credit in return for such payment,
the tax credit constitutes a return benefit, or quid pro quo, to the
taxpayer, and reduces the taxpayer’s charitable contribution de-
duction.1928

However, questions arose as to whether a business entity
could deduct such payments under §162 as ordinary and neces-
sary business expenses incurred in carrying on a trade or busi-
ness. The IRS published Rev. Proc. 2019-12, which provides
safe harbors under §162 for certain payments made by a C cor-
poration or a specified pass-through entity to, or for the use
of, a §170(c) organization if the taxpayer receives, or expects
to receive, a state or local tax credit in return for such pay-
ment.1929 These safe harbors were subsequently incorporated in-
to the regulations issued under T.D. 9907.

The safe harbor for C corporations provides that if a C cor-
poration makes a payment to, or for the use of, a §170(c) or-
ganization and receives, or expects to receive, a tax credit that
reduces a state or local tax imposed on the corporation in re-
turn for such payment, the corporation may treat such payment
as meeting the requirements of an ordinary and necessary busi-
ness expense for purposes of §162(a) to the extent of the credit
received or expected to be received.1930

The safe harbor for a specified pass-through entity pro-
vides that if such an entity makes a payment to or for the use of
a §170(c) organization and receives or expects to receive a tax
credit that the entity applies or expects to apply to offset a state

1926 Rev. Proc. 2003-22, §5.04. For standard meal and snack rates for recent
years, see Tables, Charts & Lists (Federal), Standard Meal and Snack Rates,
Standard Meal and Snack Rates.

1927 Reg. §1.162-15(a) and §1.170A-1(c)(5) (reference to Reg. §1.162-15(a)
for payments or transfers to entity described in §170(c) by taxpayer carrying on
trade or business). Reg. §1.162-15(a)(1) applies to payments or transfers made
on or after December 17, 2019; in addition, taxpayers may choose to apply Reg.
§1.162-15(a)(1) to payments and transfers made on or after January 1, 2018.
Reg. §1.162-15(a)(4). See also T.D. 9907, 85 Fed. Reg. 48,467 (Aug. 11, 2020)
(updating §162 regulations to reflect current law regarding application of §162
to taxpayers that make payments or transfers for business purposes to entities
described in §170(c)).

1928 See Reg. §1.170A-1(h)(3), T.D. 9864, 84 Fed. Reg. 27,513 (June 13,
2019), which is discussed in detail in 525 T.M., State Local and Federal Taxes.
The preamble to the final regulations notes that the regulations are intended
to apply to transfers pursuant to state and local credit programs regardless of
whether the program was established in response to the §164(b)(6) limitation.
Neither the intent of the §170(c) organization, nor the date of enactment of a
state tax credit program, are relevant to the application of the quid pro quo prin-
ciple. Preamble to T.D. 9864.

1929 Rev. Proc. 2019-12.
1930 Reg. §1.162-15(a)(3)(i), T.D. 9907, 85 Fed. Reg. 48,467 (Aug. 11,

2020); Rev. Proc. 2019-12, §3.
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or local tax other than a state or local income tax, the specified
pass-through entity may treat such payment as meeting the re-
quirements of an ordinary and necessary business expense for
purposes of §162(a) to the extent of the credit received or ex-
pected to be received. An entity is considered a specified pass-
through entity only if:

(1) The entity is a business entity other than a C corpora-
tion that is regarded for all federal income tax purposes as
separate from its owners under Reg. §301.7701-3;

(2) The entity operates a trade or business within the
meaning of §162;

(3) The entity is subject to a state or local tax incurred in
carrying on its trade or business that is imposed directly on
the entity; and

(4) In return for a payment to a §170(c) organization, the
entity receives or expects to receive a state or local tax
credit that the entity applies or expects to apply to offset a
state or local tax that is incurred in carrying on its trade or
business other than a state or local income tax.1931

In the case of a pass-through entity, the payment must be
determined at the level of the individual owners of the entity if
the credit received or expected to be received will reduce a state
or local income tax subject to the limitations in §164(b)(6).1932

The specified pass-through entity safe harbor does not apply if
the credit received, or expected to be received, reduces a state
or local income tax.1933

The regulatory safe harbors for C corporations and speci-
fied pass-through entities making payments to §170(c) entities
in exchange for state or local tax credits apply to payments
made by these entities on or after December 17, 2019. Howev-
er, taxpayers may choose to apply the safe harbors to payments

1931 Reg. §1.162-15(a)(3)(ii); Rev. Proc. 2019-12, §4.
1932 Rev. Proc. 2019-12, §4.
1933 Reg. 1.162-15(a)(3)(ii)(C).

made on or after January 1, 2018.1934 The safe harbors of Rev.
Proc. 2019-12 apply to amounts that are paid on or after Janu-
ary 1, 2018.1935

Example: X, a C corporation engaged in a trade or busi-
ness, makes a payment of $1,000 to an organization de-
scribed in §170(c). In return for the payment, X receives or
expects to receive a dollar-for-dollar state tax credit to be
applied to X’s state corporate income tax liability. Under
the safe harbor, X may treat the $1,000 payment as meet-
ing the requirements of an ordinary and necessary business
expense under §162.1936

Example: P is a limited liability company (LLC) classified
as a partnership for federal income tax purposes and is
owned by individuals A and B. P is engaged in a trade or
business within the meaning of §162 and makes a payment
of $1,000 to a §170(c) organization. In return for the pay-
ment, P receives or expects to receive a dollar-for-dollar
state tax credit to be applied to P’s state excise tax liabili-
ty incurred in the course of its business. Under applicable
state law, the state’s excise tax is imposed at the entity lev-
el (not the owner level). P may treat the $1,000 payment
as meeting the requirements of an ordinary and necessary
business expense under §162.1937

The treatment of payments to, or for the use of, an organi-
zation described in §170(c) in excess of the amount deductible
under §162(a) is discussed in detail in 521 T.M., Charitable
Contributions: Income Tax Aspects. For a detailed discussion
of the treatment of tax payments, see 525 T.M., State Local and
Federal Taxes.

1934 Reg. 1.162-15(a)(4).
1935 Rev. Proc. 2019-12, §5.01.
1936 Reg. §1.162-15(a)(3)(iv)(A), Ex. 1; Rev. Proc. 2019-12, §3.
1937 Reg. §1.162-15(a)(3)(iv)(C), Ex. 3; Rev. Proc. 2019-12, §4.
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V.V. Expenditures Otherwise CapitalizedExpenditures Otherwise Capitalized

A. In General

Although §263 and §263A specifically require that, with
certain exceptions, taxpayers must capitalize expenditures that
represent the acquisition of assets or rights with useful lives
of more than one year,1938 nonetheless, certain expenditures for
these types of assets or rights are deductible, either in the tax
year made or over a period of tax years.1939 These deductible ex-
penditures are described in V.B. through V.R., below, except
that those related to the specific trades or businesses of farming
and timber, and mineral extraction are described in VI.B., and
VI.C., below. The capitalization requirement is discussed in
509 T.M., Principles of Capitalization.

B. Start-Up Expenditure Amortization

Generally, although no deduction is allowed for start-up
expenditures,1940 under §195 the taxpayer may elect to deduct
start-up expenditures.1941 The deduction is divided between a
start-up year portion and an amortization portion.1942 The start-
up year portion is allowed for the tax year in which the taxpayer
begins the active trade or business and equals the lesser of the
start-up expenditures with respect to that trade or business1943 or
$5,000 reduced by the amount by which the start-up expendi-
tures exceed $50,000.1944 The amortization portion consists of
the start-up expenditures not in the start-up year portion and
is amortized ratably over the 180-month period beginning with
the month in which the active trade or business begins.1945

Comment: The specific statutory disallowance, aside from
the current year deduction and amortization allowance, reflects
the character of start-up expenditures as outlays made before
the taxpayer begins carrying on the trade or business to which
the expenses relate.1946

The amortization of start-up expenditures is discussed in
534 T.M., Start-Up Expenditures.

C. Organizational Expenditures

Generally, although no deduction is allowed for the orga-
nizational expenditures of a corporation,1947 a corporation may
elect, under §248, to deduct its organizational expenditures.1948

1938 See §263, §263A.
1939 See §167, §168, §169, §173, §174, §174A, §175, §179, §179B, §179C,

§179D, former §179E, §180, §190, §193, §194, §195, §196, §197, §198,
§248, §611, §613, §613A, §616, §617, §631, §709, §1253(d)(1). See generally
§263(a)(1)(A)–§263(a)(1)(L).

1940 §195(a).
1941 §195(b)(1).
1942 §195(b)(1).
1943 §195(b)(1)(A)(i).
1944 §195(b)(1)(A)(ii), §195(b)(3).
1945 §195(b)(1)(B).
1946 See §162(a).
1947 E.g., Warner Mountains Lumber Co. v. Commissioner, 9 T.C. 1171

(1947); Commercial Inv. Trust Corp. v. Commissioner, 28 B.T.A. 143 (1933),
aff’d per curiam, 74 F.2d 1015 (2d Cir. 1935); W.P. Brown & Sons Lumber
Co. v. Commissioner, 26 B.T.A. 1192 (1932), appeal dism’d, 68 F.2d 1022 (6th
Cir. 1934); Parker Gravel Co., Inc. v. Commissioner, 21 B.T.A. 51 (1930); Se.
Express Co. v. Commissioner, 19 B.T.A. 490 (1930), rev’d on other issues, 56
F.2d 600 (5th Cir. 1932); Udolpho Wolfe Co. v. Commissioner, 15 B.T.A. 485
(1929).

The deduction is divided between a start-up year portion and
an amortization portion.1949 The start-up year portion is allowed
for the tax year in which the corporation begins business and
equals the lesser of the organizational expenditures1950 or $5,000
reduced by the amount by which the organizational expendi-
tures exceed $50,000.1951 The amortization portion consists of
the organizational expenditures not in the start-up year portion
and is amortized ratably over the 180-month period beginning
with the month in which the corporation begins business.1952

Comment: The disallowance of deductions for organiza-
tional expenditures of corporations aside from the current year
deduction and amortization allowance reflects the character of
organizational expenditures as outlays made before the corpo-
ration is carrying on the trade or business to which the expenses
relate.

The 180-month period over which organizational expendi-
tures in excess of the amount deducted in the year of start-up
are amortized begins with the month in which the corporation
begins business.1953

The amortization of the organizational expenditures of a
corporation is discussed in 758 T.M., Transfers to Controlled
Corporations.

Generally, although no deduction is allowed for the orga-
nizational expenditures of a partnership,1954 the partnership may
elect, under §709, to deduct its organizational expenditures.1955

The deduction is divided between a start-up year portion and
an amortization portion.1956 The start-up year portion is allowed
for the tax year in which the partnership begins business and
equals the lesser of the organizational expenditures1957 or $5,000
reduced by the amount by which the organizational expendi-
tures exceed $50,000.1958 The amortization portion consists of
the organizational expenditures not in the start-up year portion
and is amortized ratably over the 180-month period beginning
with the month in which the partnership begins business.1959

The 180-month period over which organizational expendi-
tures in excess of the amount deducted in the year of start-up
are amortized begins with the month in which the corporation
begins business.1960 The amortization period elected by the part-
nership is irrevocable and may not be changed.1961

The amortization of the organizational expenditures of a
partnership is discussed in 711 T.M., Partnerships — Forma-
tion and Contributions of Property or Services.

1948 §248(a).
1949 §248(a).
1950 §248(a)(1)(A).
1951 §248(a)(1)(B).
1952 §248(a)(2).
1953 §248(a)(2); Reg. §1.248-1(a)(1).
1954 §709(a); Reg. §1.709-1(a).
1955 §709(b)(1).
1956 §709(b)(1).
1957 §709(b)(1)(A)(i).
1958 §709(b)(1)(A)(ii).
1959 §248(a).
1960 §709(b)(1); Reg. §1.709-1(b)(1).
1961 Reg. §1.709-1(b)(2).
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D. Depreciation

1. In General

Under §167, a depreciation deduction is allowed with re-
spect to property used in the trade or business or held for the
production of income,1962 but not for personal use property.1963

Depreciation is a reasonable allowance for exhaustion, wear
and tear, and obsolescence.1964

For a discussion of depreciation, which taxpayer is entitled
to the depreciation deduction, what property is depreciable, de-
preciable basis, and accounting for depreciation, see 530 T.M.,
Depreciation: General Concepts.

Property that qualifies for accelerated cost recovery sys-
tem (ACRS) deductions under §168 does not qualify for §167
depreciation deductions.1965 ACRS deductions are discussed in
531 T.M., Depreciation: MACRS and ACRS.

Comment: Most of the provisions in §167 relating to the
computation of depreciation have been repealed as dead-
wood,1966 even though taxpayers continue to own and acquire
property for which depreciation must be computed under
§167.1967 The repeal of most of the computational provisions of
§167 does not apply to property that is excluded by anti-churn-
ing rules1968 from §168 ACRS deductions,1969 or to certain reha-
bilitation expenditures.1970

Observation: Technically, no statutory computational pro-
visions apply to property excluded from §168 ACRS deduc-
tions for reasons other than the anti-churning rules.1971

Depreciation deductions are described in V.D.2. through
4., below, and are discussed in 530 T.M., Depreciation: General
Concepts.

2. Depreciable Property

a. Tangible Property

For tangible property for which depreciation deductions
are computed under §167, only that part of the property that
is subject to wear and tear, to decay or decline from natural
causes, to exhaustion and to obsolescence may be depreciat-
ed.1972 Thus, no deduction under §167 is allowed for inventories
or stock in trade,1973 or to land apart from the improvements or
physical development added to it.1974

The deduction under §167 does not apply to natural re-
sources for which the depletion deduction under §611 is allow-
able.1975 Depletion deductions are described in VI.C.3., below,

1962 §167(a); Reg. §1.167(a)-1(a).
1963 See Reg. §1.167(a)-2.
1964 §167(a). See Reg. §1.167(a)-9.
1965 See §167(b), §168.
1966 Pub. L. No. 101-508, §11812(a).
1967 See §168(f); Pub. L. No. 101-508, §11812(c).
1968 See §168(f)(5).
1969 Pub. L. No. 101-508, §11812(c)(2).
1970 Pub. L. No. 101-508, §11812(c)(3) (reference to Pub. L. No. 99-514,

§252(f)(5), as added by Pub. L. No. 100-647, §1002(l)(31) (1988)).
1971 See §168(f).
1972 Reg. §1.167(a)-2.
1973 Reg. §1.167(a)-2.
1974 Reg. §1.167(a)-2.
1975 Reg. §1.167(a)-2.

and are discussed in 603 T.M., Mineral Properties Other Than
Gas and Oil — Operation.

For a further discussion of what property is depreciable,
see 530 T.M., Depreciation: General Concepts.

b. Intangibles

Certain intangible assets qualify for amortization under
§197, as described in V.F., below. In regulations, the IRS per-
mits amortization of certain created or enhanced intangibles
lacking readily ascertainable useful lives over a 15-year pe-
riod.1976 Amortization of intangible assets is discussed in 533
T.M., Amortization of Intangibles.

Observation: Intangible property does not qualify for
ACRS deductions under §168.1977 The computational rules ap-
plicable to intangible property were repealed as deadwood,1978

as described in V.D.1., above.
For a further discussion of what property is depreciable,

see 530 T.M., Depreciation: General Concepts.

c. Term Interests

No deduction under §167, or any other provision, is al-
lowed for any term interest in property for any period during
which the remainder interest in the property is directly or indi-
rectly held by a related person.1979 This limitation does not ap-
ply to property to which the §273 limitation applies1980 nor to
the holder of the dividend rights which were separated from
any stripped preferred stock to which §305(e)(1) applies.1981 The
§273 limitation is discussed in 503 T.M., Principles of Income
Tax Deductions.

If a deduction for depreciation under §167 is disallowed
under the term interest rule, adjustments are made to the adjust-
ed basis of the taxpayer holding the term interest and to the ad-
justed basis of the taxpayer holding the remainder.1982 The term
interest limitation and the basis adjustments are discussed in
530 T.M., Depreciation: General Concepts.

3. Computational Structure

a. In General

Generally, to compute depreciation under §167, the depre-
ciable basis of the property is, in effect, allocated over the tax
years in its useful life, using an acceptable method.1983 Special
rules permit the taxpayer to compute depreciation deductions
under §167 individually with respect to each item of property or
to combine two or more properties into single accounts, group
accounts, composite accounts and classified accounts.1984 Other

1976 Reg. §1.167(a)-3(b).
1977 §168(a).
1978 Pub. L. No. 101-508, §11812(a).
1979 §167(e)(1).
1980 §167(e)(2)(A).
1981 §167(e)(2)(B).
1982 §167(e)(3).
1983 Reg. §1.167(a)-1(a), Reg. §1.167(b)-0. See §167 (as in effect before

Nov. 5, 1990). See Pub. L. No. 101-508, §11812(c)(2).
1984 See Reg. §1.167(a)-7. Reg. §1.167(a)-7 generally does not apply to

MACRS property (generally property placed in service after 1986) or ACRS
property (generally property placed in service after 1980 and before 1987)
or property for which depreciation is determined under an additional first-
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special rules apply to retirements of property for which depre-
ciation deductions are computed under §167.1985

b. Depreciable Basis

Depreciable basis is the basis in depreciable property re-
duced by salvage value.1986 The basis in property for which de-
preciation is computed under §167 is the adjusted basis provid-
ed under §1011 for purposes of determining the gain on the sale
or other disposition of the property.1987 If property is acquired
subject to a lease, no portion of the adjusted basis is allocated to
the leasehold interest,1988 and the entire adjusted basis is used in
computing the depreciation deduction with respect to the prop-
erty subject to the lease.1989 If property is converted from per-
sonal use to use in a trade or business or for the production of
income, the basis for depreciation is the lesser of the adjusted
basis of the property or the fair market value of the property at
the time of conversion.1990

If the taxpayer acquires depreciable and nondepreciable
tangible property, such as land and buildings, for a lump sum,
the basis for depreciation cannot exceed an amount which bears
the same proportion to the lump sum as the value of the depre-
ciable property bears to the value of the entire property at the
time of acquisition.1991 If the acquisition is an applicable asset
acquisition subject to §1060, the depreciable basis cannot ex-
ceed the amount of consideration allocated to the property un-
der §1060.1992 Applicable asset acquisitions subject to §1060 are
discussed in 561 T.M., Capital Assets.

For further discussion of depreciable basis, see 530 T.M.,
Depreciation: General Concepts.

c. Acceptable Methods

(1) In General

For property for which depreciation deductions are com-
puted under §167, acceptable methods of depreciation include
the straight-line method,1993 the declining balance method,1994

the sum of the years-digits method,1995 or any other consistent
method productive of an annual allowance which, when added
to all allowances for the period commencing with the taxpay-
er’s use of the property and including the tax year, does not,
during the first two-thirds of the useful life of the property, ex-
ceed the total of such allowances which would have been used

year depreciation deduction provision of the Internal Revenue Code. Reg.
§1.167(a)-7(e).

1985 See Reg. §1.167(a)-8. Reg. §1.167(a)-8 generally does not apply to
MACRS property or ACRS property or property for which depreciation is de-
termined under an additional first-year depreciation deduction provision of the
Internal Revenue Code. Reg. §1.167(a)-8(g).

1986 See Reg. §1.167(a)-1(c).
1987 §167(c)(1); Reg. §1.167(g)-1.
1988 §167(c)(2)(A).
1989 §167(c)(2)(B).
1990 Reg. §1.167(g)-1.
1991 Reg. §1.167(a)-5.
1992 Reg. §1.167(a)-5T.
1993 Reg. §1.167(b)-1. See pre-1990 RRA §167(b)(1) (in effect before Nov.

5, 1990); Pub. L. No. 101-508, §11812(c)(2).
1994 Reg. §1.167(b)-2. See pre-1990 RRA §167(b)(2) (in effect before Nov.

5, 1990); Pub. L. No. 101-508, §11812(c)(2).
1995 Reg. §1.167(b)-3. See pre-1990 RRA §167(b)(3) (in effect before Nov.

5, 1990); Pub. L. No. 101-508, §11812(c)(2).

had the declining balance method been used.1996 The rate used
for the declining balance method may not exceed double the
straight-line rate.1997

Other acceptable methods include the income forecast
method,1998 the unit-of-production method,1999 the retirement
method,2000 the sinking fund method,2001 the present value pro-
jected net income method,2002 the operating day method,2003 the
completed contract method2004 and the personal inspection
method.2005 Methods that have not been accepted generally in-
clude the cost recovery method,2006 the sliding scale method,2007

the inventory method2008 and the hybrid method.2009

Observation: Taxpayers may elect to forgo computing de-
preciation deductions under §168 with respect to property
properly depreciable under the unit of production method or
any method of depreciation not expressed in a term of years,
other than the retirement-replacement-betterment method.2010

However, the computational rules applicable to these methods
of depreciation, such as the determination of useful life and
salvage value, were repealed as deadwood,2011 as described in
V.D.1., above.

Depreciation methods are discussed in 530 T.M., Depreci-
ation: General Concepts; Non-ACRS Rules.

(2) Limitations

(a) Straight-Line Method

Only the straight-line method may be used for motion pic-
ture films, video tapes and sound recordings placed in service
generally before September 14, 1995.2012

Observation: Motion picture films, video tapes and sound
recordings cannot be depreciated under §168.2013

1996 Reg. §1.167(b)-4. See pre-1990 RRA §167(b)(4) (in effect before Nov.
5, 1990); Pub. L. No. 101-508, §11812(c)(2).

1997 Reg. §1.167(b)-2. See pre-1990 RRA §167(b)(2) (in effect before Nov.
5, 1990); Pub. L. No. 101-508, §11812(c)(2).

1998 §167(g).
1999 See, e.g., Cumberland Portland Cement Co. v. Commissioner, 29 T.C.

1185 (1958); Browning-Ferris Indus., Inc. v. Commissioner, 53 T.C.M. 397
(1987).

2000 See, e.g., St. Paul Union Depot Co. v. Commissioner, 123 F.2d 235 (8th
Cir. 1941), aff’g 9 B.T.A.M. 40-849 (1940); Rev. Rul. 62-59, 1962-1 C.B. 315.

2001 See Reg. §1.167(b)-4.
2002 See Citizens and S. Corp. v. Commissioner, 91 T.C. 463 (1988), aff’d

per curiam, 919 F.2d 1492 (11th Cir. 1990).
2003 See Rev. Rul. 56-652, 1956-2 C.B. 125.
2004 See Lane v. Commissioner, 37 T.C. 188 (1961).
2005 See Otis Steel Co. v. Commissioner, 6 B.T.A. 358 (1927); Cumberland

Glass Mfg. Co. v. United States, 44 F.2d 455 (Ct. Cl. 1930).
2006 See Inter-City TV Film Corp. v. Commissioner, 43 T.C. 270 (1964);

Rev. Rul. 60-358, amplified, Rev. Rul. 64-273.
2007 See Garner v. Commissioner, 54 T.C.M. 824 (1987); Rev. Rul. 79-285.
2008 Goldberg v. Commissioner, 13 T.C.M. 1207 (1954), aff’d on other is-

sues, 239 F.2d 316 (5th Cir. 1956); Theodore Tiedemann Corp. v. Commis-
sioner, 1 B.T.A. 1080 (1925); Theodore Tiedemann & Sons Inc. v. Commis-
sioner, 1 B.T.A. 1077 (1925).

2009 See Rev. Rul. 78-358, 1978-2 C.B. 119.
2010 See §168(f)(1).
2011 Pub. L. No. 101-508, §11812(a).
2012 See pre-1990 RRA §167(c) (in effect before Nov. 5, 1990); Pub. L. No.

101-508, §11812(c)(2).
2013 §168(f)(3), §168(f)(4).
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Only the straight-line method is acceptable for property
with a useful life of less than three years.2014 Only the straight
line method is acceptable for certain other new and constructed
property,2015 for certain rehabilitated property2016 and for certain
boilers.2017 Only certain methods are acceptable for real proper-
ty.2018 Similar special rules apply to utility property for which
depreciation deductions are computed under §167.2019

Note: Public utility property with respect to which a nor-
malization method of accounting is not used is not depreciable
under §168.2020 However, the rules relating to utility property for
which depreciation deductions are computed under §167 were
repealed as “deadwood,”2021 as described in V.D.1., above.

In general, only the straight-line method, and a useful life
of 36 months, may be used for computer software that is oth-
erwise depreciable.2022 Computer software is any program de-
signed to cause a computer to perform a desired function, but
does not include a data base or similar item unless it is in the
public domain and is incidental to the operation of otherwise
qualifying computer software.2023 Nor does computer software
subject to depreciation include computer software that qualifies
as an amortizable §197 intangible, as discussed in V.F.2.a., be-
low. If the computer software would be considered tax-exempt
use property under §168(h) if §168 applied to computer soft-
ware, then instead of 36 months, the useful life of the software
cannot be less than 125% of the lease term.2024

Only the straight-line method, and a useful life of 108
months, may be used for otherwise depreciable rights to service
indebtedness secured by residential real property, unless they
are acquired in a transaction, or series of transactions, involving
the acquisition of the assets of a trade or business, or a substan-
tial portion of a trade or business, other than mortgage servic-
ing rights.2025

(b) Special Rules

Special methods of depreciation are provided with respect
to the following types of property for which depreciation de-
ductions otherwise are allowable:2026

2014 Reg. §1.167(c)-1(a)(3). See §167(c) (as in effect before Nov. 5, 1990);
Pub. L. No. 101-508, §11812(c)(2).

2015 Reg. §1.167(c)-1. See §167(c) (as in effect before Nov. 5, 1990); Pub.
L. No. 101-508, §11812(c)(2).

2016 Reg. §1.167(k)-1 through §1.167-4 (as in effect before repeal of 167(k)
on Nov. 5, 1990). See §167(n) (as in effect before Nov. 5, 1990); Pub. L. No.
101-508, §11812(c)(2).

2017 See §167(p), §167(q) (as in effect before Nov. 5, 1990); Pub. L. No.
101-508, §11812(c)(2).

2018 Reg. §1.167(j)-1 through §1.167-7 (as in effect before repeal of 167(j)
on Nov. 5, 1990). See §167(j) (as in effect before Nov. 5, 1990); Pub. L. No.
101-508, §11812(c)(2).

2019 Reg. §1.167(l)-1 through §1.167-4 (as in effect before repeal of 167(1)
on Nov. 5, 1990). See §167(l) (as in effect before Nov. 5, 1990); Pub. L. No.
101-508, §11812(c)(2).

2020 See §168(f)(2).
2021 Pub. L. No. 101-508 §11812(a).
2022 §167(f)(1)(A). See Reg. §1.167(a)-14(b)(1). See also Reg. §1.168(k)-2

(for depreciable computer software that qualifies for bonus depreciation).
2023 §167(f)(1)(B) (reference to §197(e)(3)(B)).
2024 §167(f)(1)(C) (reference to §168(i)(3)).
2025 §167(f)(3) (reference to §197(e)(6)). See Reg. §1.167(a)-14(d).
2026 §167(f)(2). See Reg. §1.167(a)-14(c).

• Any right, other than a right acquired as part of a pur-
chase of a trade or business, to receive tangible property
or services under a contract or granted by a governmental
unit or agency or instrumentality of a governmental unit or
agency;2027

• Any interest, other than an interest acquired as part of a
purchase of a trade or business, in a patent or copyright;2028

and

• To the extent provided in regulations, any right, other
than a right acquired as part of a purchase of a trade or
business, under a contract, or granted by a governmental
unit or agency or instrumentality of a governmental unit
or agency, if the right has a fixed duration of less than 15
years,2029 or is fixed as to amount and, without regard to
§197, would be recoverable under a method similar to the
unit-of-production method.2030

If any property in any of these three groups would be con-
sidered tax-exempt use property under §168(h) if §168 applied
to that property, then the useful life provided by the regulations
must not be less than 125% of the lease term.2031

Generally, for the first group, the depreciation deduction
equals the basis of the right multiplied by a fraction that repre-
sents the proportion of the total amount of property or services
to be received under the contract or governmental grant that
is received during the tax year.2032 If the amount of property to
be received is not specified, the depreciation deduction is com-
puted by prorating the basis of the right over the period of the
right.2033

Generally, the depreciation deduction for an interest in a
patent or copyright equals the portion of the purchase price paid
or incurred during the tax year if the purchase price is payable
at least annually as a fixed amount per use or a fixed percent-
age of revenue derived from use of the patent or copyright.2034

Otherwise, it is depreciated either ratably over its useful life, or
under the income forecast method.2035

Generally, for the third group, the depreciation deduction
equals the basis of the right multiplied by a fraction that rep-
resents the proportion of the total amount to be received under
the contract or grant that is received during the tax year.2036 If
the amount to be received is not specified and the period of the
right is less than 15 years, the depreciation deduction is com-
puted by prorating the basis of the right ratably over the period
of the right.2037

(c) Income Forecast Method

The income forecast method may be used only for motion
picture films, television films and taped shows, books, patents,

2027 §167(f)(2) (reference to §197(e)(4)(B)).
2028 §167(f)(2) (reference to §197(e)(4)(C)).
2029 §167(f)(2) (reference to §197(e)(4)(D)).
2030 §167(f)(2).
2031 §167(f)(2) (reference to §168(i)(3)).
2032 See Reg. §1.167(a)-14(c)(1)(i).
2033 See Reg. §1.167(a)-14(c)(1)(ii).
2034 See Reg. §1.167(a)-14(c)(4).
2035 See Reg. §1.167(a)-14(c)(4).
2036 See Reg. §1.167(a)-14(c)(2)(i).
2037 See Reg. §1.167(a)-14(c)(2)(ii).
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master sound recordings, copyrights and other property desig-
nated in regulations.2038

Observation: Motion picture films, video tapes and sound
recordings cannot be depreciated under §168.2039

For property depreciated using the income forecast
method, four conditions apply.2040 First, in determining the
amount of the depreciation deduction, the taxpayer must in-
clude all estimated income generated by the property within its
first 10 years rather than within the asset’s useful life,2041 and for
this purpose income means gross income.2042 Second, the prop-
erty’s adjusted basis can include only amounts that satisfy the
§461(h) economic performance standards.2043 Third, any costs
that are not recovered by the end of the 10th tax year after the
property was placed in service may be taken into account as de-
preciation in that year.2044 Fourth, other than for property cost-
ing less than $100,000,2045 the taxpayer must pay or is entitled
to receive interest calculated using a lookback method,2046 un-
der which depreciation claimed by the taxpayer is compared to
what would have been claimed had actual rather than estimat-
ed income been taken into account and the resulting increase or
decrease in tax liability is used to compute the interest.2047

(3) Change in Method

The method of depreciation, for property for which depre-
ciation deductions are computed under §167, may be changed
from the declining balance method to the straight line method
at any time the taxpayer so elects, unless the taxpayer has oth-
erwise agreed.2048

(4) Useful Life

Useful life is the period over which the property may rea-
sonably be expected to be useful to the taxpayer in the trade or
business or in the production of income.2049 Its determination re-
quires a factual analysis of the taxpayer’s experience with simi-
lar property and can entail a variety of factors.2050 Salvage value
is not a factor in determining useful life.2051 Useful life may be
redetermined at the end of a tax year if the change is significant
and there is a clear and convincing basis for the change.2052

For property for which depreciation deductions are com-
puted under §167, agreements can be entered into by the tax-
payer and the IRS with respect to the useful life of the proper-
ty.2053 Similarly, if the property is included in a class for which
a class life is prescribed, the taxpayer can elect to use the class

2038 §167(g)(6), effective for property placed in service after Aug. 5, 1997.
2039 §168(f)(3), (4).
2040 §167(g)(1).
2041 §167(g)(1)(A).
2042 §167(g)(5)(E).
2043 §167(g)(1)(B).
2044 §167(g)(1)(C).
2045 §167(g)(3).
2046 §167(g)(1)(D).
2047 See §167(g)(2).
2048 Reg. §1.167(e)-1.
2049 Reg. §1.167(a)-1(b).
2050 See Reg. §1.167(a)-1(b).
2051 See Reg. §1.167(a)-1(b).
2052 See Reg. §1.167(a)-1(b).
2053 Reg. §1.167(d)-1.

life prescribed by the IRS which reasonably reflects the antici-
pated useful life of the class to the industry or other group.2054

Useful lives are discussed in 530 T.M., Depreciation: Gen-
eral Concepts; Non-ACRS Rules.

d. Salvage Value

Salvage value is the amount, determined at the time of ac-
quisition, which is estimated will be realized upon sale or oth-
er disposition of the property when it is no longer useful in
the taxpayer’s trade or business or in the production of income
and is to be retired from service by the taxpayer.2055 Once de-
termined, salvage value is not changed, except that it may be
changed if the useful life is redetermined.2056

For personalty, salvage value may be reduced by an
amount that does not exceed 10% of the basis of the proper-
ty.2057 For this purpose, personalty is any depreciable personal
property, other than livestock, with a useful life of three or
more years.2058

Salvage value is discussed in 530 T.M., Depreciation:
General Concepts; Non-ACRS Rules.

4. Taxpayer Entitled to Computation

a. In General

Only the owner of property is allowed to deduct depreci-
ation deductions computed under §167.2059 The owner of prop-
erty for these purposes is not necessarily the owner under local
law but the person who bears the economic loss from any de-
crease in value of the property.2060

b. Life Estates and Income Interests with Remainders

Special rules apply for property, for which depreciation is
computed under §167, that is held by one person for life with
remainder to another.2061 The deduction is computed as if the
life tenant were the absolute owner of the property and is al-
lowed to the life tenant.2062 If the property is held in trust, the
allowable deduction is apportioned between the income bene-
ficiary and the trustee in accordance with the pertinent provi-
sions of the instrument creating the trust, or, in the absence of
such provisions, on the basis of the trust income allocable to the
income beneficiary and the trustee.2063 If the property is held by
an estate, the allowable deduction is apportioned between the
estate and the heirs, legatees and devisees on the basis of the
income of the estate allocable to each.2064

2054 Reg. §1.167(a)-11.
2055 Reg. §1.167(a)-1(c)(1).
2056 Reg. §1.167(a)-1(c)(1).
2057 Reg. §1.167(f)-1.
2058 Reg. §1.167(f)-1(b)(1).
2059 Weiss v. Weiner, 279 U.S. 333 (1929), rev’g 27 F.2d 200 (6th Cir.

1928), rev’g 17 F.2d 650 (N.D. Ohio 1926).
2060 Weiss v. Weiner, 279 U.S. 333 (1929), rev’g 27 F.2d 200 (6th Cir.

1928), rev’g 17 F.2d 650 (N.D. Ohio 1926).
2061 §167(d); Reg. §1.167(h)-1.
2062 §167(d); Reg. §1.167(h)-1(a).
2063 §167(d); Reg. §1.167(h)-1(b).
2064 §167(d); Reg. §1.167(h)-1(c).
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E. Accelerated Cost Recovery System Deductions

Under §168, the taxpayer is allowed to deduct depreciation
on MACRS property under the modified accelerated cost re-
covery system (MACRS).2065 For ACRS property, the deduction
is computed under the original accelerated cost recovery sys-
tem (ACRS).2066

The ACRS and MACRS deductions are discussed in 531
T.M., Depreciation: MACRS and ACRS, and in 532 T.M.,
First-Year Expensing and Additional Depreciation.

F. Amortization of Certain Intangibles

Under §197, an amortization deduction is allowed for
amortizable §197 intangibles.2067 The deduction is computed by
amortizing the adjusted basis of the property, as computed for
purposes of determining gain, ratably over the amortization pe-
riod, beginning with the month in which the taxpayer acquires
the intangible.2068 The amortization period is 15 years,2069 except
that the period for any §197 intangible which would be tax-ex-
empt use property as defined in §168(h) if §168 applied to the
intangible must be no less than 125% of the lease term.2070

Any amortizable §197 intangible is treated as property of
a character subject to the §167 depreciation deduction.2071 No
other depreciation or amortization deduction is allowable for an
amortizable §197 intangible.2072

The amortization of intangibles under §197 is discussed in
533 T.M., Amortization of Intangibles.

G. Certain Asset Expensing

Under §179, a taxpayer may elect to deduct, rather than
capitalize and recover through MACRS or ACRS, the cost of
§179 property, up to specified dollar limits.2073 The deduction is
allowable in the year the property is placed in service.2074

The §179 expensing deduction is discussed in 532 T.M.,
First-Year Expensing and Additional Depreciation.

H. Pollution Control Facility Amortization

Under §169, a taxpayer may elect to deduct the amortiz-
able basis of any certified pollution control facility as amorti-
zation over a 60-month period.2075 No deduction under §167 or

2065 §168.
2066 §168 (1954).
2067 §197(a).
2068 §197(a).
2069 Id.
2070 §197(f)(10). See §168(i)(3) (definition of lease term).
2071 §197(f)(7).
2072 §197(b).
2073 §179(a).
2074 §179(a).
2075 §169(a).

§1682076 is allowed with respect to the pollution control facility
for which the §169 election is in effect,2077 except for the portion
of the adjusted basis that is not amortizable under §169.2078 The
60-month period is extended to an 84-month period for atmos-
pheric pollution control facilities placed in service after April
11, 2005, that are used in connection with an electric genera-
tion plant or other property that is primarily coal fired.2079

Pollution control facility amortization is discussed in 530
T.M., Depreciation: General Concepts.

I. Research and Experimental Expenditures

Domestic R&E expenditures incurred after 2024 can be
immediately deducted in the year incurred,2080 though foreign
R&E expenditures must be still be amortized ratably over 15
years.2081 For tax years beginning in 2022 and later, research
and experimentation expenditures generally had to be charged
to capital account and amortized.2082

Current expense and amortization deductions for research
and experimental expenditure are discussed in 556 T.M., Re-
search and Development Expenditures.

J. Architectural and Transportation Barrier Removal
Expenditures

1. In General

Although expenditures for architectural and transportation
barrier removal are in the nature of capital expenditures, §190
allows the taxpayer to elect to treat them as expenses not
chargeable to capital account if they are qualified architectural
and transportation barrier removal expenses.2083 Expenditures so
treated are allowed as a deduction in the tax year in which they
are paid or incurred.2084

2. Limitation

The amount deductible as an expense under §190 is limit-
ed to $15,000 for each tax year.2085 Amounts expended in excess
of the $15,000 limitation are capital expenditures.2086

2076 See §167(b), §168.
2077 §169(a).
2078 §169(g).
2079 §169(d)(5)(B).
2080 §174A, added by the One Big Beautiful Bill Act (OBBBA), Pub. L. No.

119-21, §70302(a).
2081 §174(a), as amended by the OBBBA, Pub. L. No. 119-21, §70302(b)

(1).
2082 Pre-OBBBA §174.
2083 §190(a)(1); Reg. §1.190-1(a).
2084 §190(a)(1).
2085 §190(c).
2086 Reg. §1.190-1(b).
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In the case of partners in partnerships, the limitation ap-
plies to the partnership and to each partner.2087 For a partner, the
limitation applies to the aggregation of the partner’s share of
deductible architectural and transportation barrier removal ex-
penses from each partnership in which the partner is a partner
and the partner’s own deductible architectural and transporta-
tion barrier removal expenses.2088 The partner may allocate the
portion of the expenditures disallowed on account of the lim-
itation among the various partnerships and the partner’s own
expenditures in any manner.2089 A partnership must assume that
each partner’s share of the partnership’s qualified architectural
and transportation barrier removal expenses was deductible by
the partner, unless the partner provides clear and convincing
evidence to the partnership that the limitation caused some or
all of the partner’s share of the partnership’s qualified architec-
tural and transportation barrier removal expenses to be nonde-
ductible.2090

Example: P is a 10% partner in ABC Partnership and a
20% partner in DEF Partnership. In 2013, ABC expend-
ed $500,000 for qualified architectural and transportation
barrier removal expenses, DEF expended $300,000, and
P expended $13,000 individually. The $15,000 limitation
applies to ABC and DEF, making $485,000 of ABC’s ex-
penditures and $285,000 of DEF’s expenditures capital
expenditures. P’s respective $1,500 and $3,000 shares of
the qualified architectural and transportation barrier re-
moval expenses of the two partnerships must be added to
P’s own $13,000 of this type of expense. Of the $17,500
total, only $15,000 is deductible by P. P may elect to treat
the $2,500 that is not deductible in any of the following six
ways:

• as consisting entirely of P’s own expenditures;

• as consisting entirely of P’s share of DEF’s expen-
ditures;

• as consisting of P’s $1,500 share of ABC’s expendi-
tures and $1,000 of P’s own expenditures;

• as consisting of P’s $1,500 share of ABC’s expendi-
tures and $1,000 of P’s share of DEF’s expenditures;

• as ratably consisting of $1,857.25 ($13,000/$17,500
× $2,500) of P’s own expenditures, $214.25
($1,500/$17,500 × $2,500) of P’s share of ABC’s ex-
penditures, and $428.50 ($3,000/$17,500 × $2,500)
of P’s share of DEF’s expenditures; or

• as consisting of any other combination P selects.2091

3. Architectural and Transportation Barrier Removal
Expenses

Architectural and transportation barrier removal expenses
are expenditures for the purpose of making any facility or pub-
lic transportation vehicle owned or leased by the taxpayer for

2087 Id.
2088 Id.
2089 Id.
2090 Id.
2091 Id.

use in connection with a trade or business more accessible to,
and usable by, handicapped and elderly individuals.2092 A facili-
ty is all or any portion of a building, structure, equipment, road,
walk, parking lot or similar real or personal property.2093 A pub-
lic transportation vehicle is a vehicle, such as a bus, railroad car
or other conveyance, that provides to the public general or spe-
cial transportation service, including service to customers of a
taxpayer not in the trade or business of rendering transportation
services.2094

4. Qualified Architectural and Transportation Barrier
Removal Expenses

a. In General

Qualified architectural and transportation barrier removal
expenses are architectural or transportation barrier removal ex-
penses with respect to which the taxpayer establishes, to the
satisfaction of the IRS, that the resulting removal of the barrier
meets the standards promulgated by the IRS with the concur-
rence of the Architectural and Transportation Barriers Compli-
ance Board.2095 An expense is not qualified if it is not specifi-
cally attributable to the removal of an existing architectural or
transportation barrier.2096 Qualified architectural and transporta-
tion barrier removal expenses do not include any expense paid
or incurred in connection with the construction or comprehen-
sive renovation of a facility or public transportation vehicle or
the normal replacement of depreciable property.2097

b. Specific Standards

(1) In General

The IRS has set forth in regulations the standards that ap-
ply to a variety of facility or vehicle features with which the
removal must comply in order for the expense to be a quali-
fied architectural and transportation barrier removal expense.2098

They are adapted from the “American National Standard Spec-
ifications for Making Buildings and Facilities Accessible to,
and Usable by, the Physically Handicapped” (1971), the copy-
right for which is held by the American National Standards In-
stitute, 1430 Broadway, New York, New York 10018.2099 The
standards are described below.

(2) Grading

The grading of ground, even contrary to existing topogra-
phy, must maintain a level with a normal entrance to make a
facility accessible to individuals with physical disabilities.2100

2092 §190(b)(1); Reg. §1.190-2(a).
2093 Reg. §1.190-2(a)(1).
2094 Reg. §1.190-2(a)(2).
2095 §190(b)(2); Reg. §1.190-2(b)(1).
2096 Reg. §1.190-2(b)(1).
2097 Id.
2098 See Reg. §1.190-2(b)(2) through §1.190-2(b)(22).
2099 See Reg. §1.190-2(b)(1).
2100 Reg. §1.190-2(b)(2).
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(3) Walks

(a) Size, Grade, and Surface

A public walk must be at least 48 inches wide and must
have a gradient of no more than 5%.2101 A walk of maximum or
near maximum grade and of considerable length must have lev-
el areas at regular intervals.2102 A walk or driveway must have a
nonslip surface.2103

(b) Intersections

A walk must be of a continuing common surface and must
not be interrupted by steps or abrupt changes in level.2104 Where
a walk crosses another walk, a driveway, or a parking lot, they
must blend to a common level.2105 However, the elimination of
curbs that are safety features for the handicapped, particularly
the blind, need not be removed.2106

(c) Platforms

An inclined walk must have a level platform at the top and
at the bottom.2107 If a door swings out onto the platform toward
the walk, the platform must be at least five feet deep and five
feet wide.2108 If a door does not swing onto the platform or to-
ward the walk, the platform must be three feet deep and five
feet wide.2109 A platform must extend at least one foot beyond
the strike jamb side of any doorway.2110

(4) Parking Lots

(a) Location and Size

At least one parking space that is accessible and approx-
imate to a facility must be set aside and identified for use by
the handicapped.2111 A parking space for the handicapped, when
placed between two conventional diagonal or head-on parking
spaces must be at least 12 feet wide.2112

(b) Layout

A parking space must be open on one side to allow room
for individuals in wheelchairs and individuals using crutches or
braces to get in and out of an automobile onto a level surface
suitable for wheeling and walking.2113 A parking space must be
positioned so that individuals in wheelchairs and individuals
using crutches or braces need not wheel or walk behind parked
cars.2114

2101 Reg. §1.190-2(b)(3)(i).
2102 Id.
2103 Id.
2104 Reg. §1.190-2(b)(3)(ii).
2105 Reg. §1.190-2(b)(3)(iii).
2106 Id.
2107 Reg. §1.190-2(b)(3)(iv).
2108 Id.
2109 Reg. §1.190-2(b)(3)(iv).
2110 Reg. §1.190-2(b)(3)(iv).
2111 Reg. §1.190-2(b)(4)(i).
2112 Reg. §1.190-2(b)(4)(iii).
2113 Reg. §1.190-2(b)(4)(ii).
2114 Reg. §1.190-2(b)(4)(iv).

(5) Ramps

(a) Grade and Surface

A ramp must not have a slope greater than a one inch rise
in 12 inches.2115 A ramp must have level platforms at not more
than 30-foot intervals and at any turn.2116 A ramp must have a
nonslip surface.2117

(b) Handrails

A ramp must have at least one handrail that is 32 inches in
height, measured from the surface of the ramp, that is smooth,
and that extends one foot beyond the top and bottom of the
ramp.2118 However, handrail extensions which themselves are
hazards are not required.2119

(c) Platforms

A ramp must have a level platform at the top and at the
bottom.2120 If a door swings out onto the platform or toward the
ramp, the platform must be at least five feet deep and five feet
wide.2121 If a door does not swing onto the platform or toward
the ramp, the platform must be at least three feet deep and five
feet wide.2122 A platform must extend at least one foot beyond
the strike jamb side of any doorway.2123

(d) Curb Ramps

A curb ramp must be provided at an intersection.2124 The
curb ramp must not be less than four feet wide and must not
have a slope greater than one inch rise in 12 inches.2125 The tran-
sition between the surfaces must be smooth.2126 A curb ramp
must have a nonslip surface.2127

(6) Entrances

A building must have at least one primary entrance which
is usable by individuals in wheelchairs and which is on a level
accessible to an elevator.2128

(7) Doors and Doorways

(a) Size and Characteristics

A door must have a clear opening of no less than 32 inches
and must be operable by a single effort.2129 The door closer must
be selected, placed and set so as not to impair the use of the
door by the handicapped.2130

2115 Reg. §1.190-2(b)(5)(i).
2116 Reg. §1.190-2(b)(5)(v).
2117 Reg. §1.190-2(b)(5)(iii).
2118 Reg. §1.190-2(b)(5)(ii).
2119 Id.
2120 Reg. §1.190-2(b)(5)(iv).
2121 Id.
2122 Id.
2123 Id.
2124 Reg. §1.190-2(b)(5)(vi).
2125 Id.
2126 Id.
2127 Id.
2128 Reg. §1.190-2(b)(6).
2129 Reg. §1.190-2(b)(7)(i).
2130 Reg. §1.190-2(b)(7)(iii).
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(b) Adjacent Floor

The floor on the inside and outside of a doorway must be
level for a distance of at least five feet from the door in the di-
rection the door swings and must extend at least one foot be-
yond the strike jamb side of the doorway.2131 There must be no
sharp inclines or abrupt changes in level at a doorway.2132 The
threshold must be flush with the floor.2133

(8) Stairs

(a) Nosing and Risers

Stairsteps must have round nosing of between one and 11/2

inch radius.2134 Steps must have risers that do not exceed seven
inches.2135

(b) Handrails

Stairs must have a handrail 32 inches high as measured
from the tread at the face of the riser.2136 Stairs must have at
least one handrail that extends at least 18 inches beyond the top
step and beyond the bottom step.2137 However, handrail exten-
sions which themselves are hazards are not required.2138

(9) Floors

Floors must have a nonslip surface.2139 Floors on a given
story of a building must be of a common level or must be
connected by a ramp that meets the standards described in
V.J.4.b.(5), above.2140

(10) Toilet Rooms

(a) Space and Lavatories

A toilet room must have sufficient space to allow traffic
of individuals in wheelchairs.2141 A toilet room must have lava-
tories with narrow aprons.2142 Drain pipes and hot water pipes
under a lavatory must be covered or insulated.2143

(b) Stalls and Urinals

A toilet room must have at least one toilet stall that meets
five specifications.2144 The first specification requires that the
stall be at least 36 inches wide.2145 The second specification re-
quires that the stall be at least 56 inches deep.2146 The third spec-
ification requires that if the stall has a door it must be at least 32
inches wide and swing out.2147 The fourth specification requires

2131 Reg. §1.190-2(b)(7)(ii).
2132 Reg. §1.190-2(b)(7)(iii).
2133 Id.
2134 Reg. §1.190-2(b)(8)(i).
2135 Reg. §1.190-2(b)(8)(iv).
2136 Reg. §1.190-2(b)(8)(ii).
2137 Reg. §1.190-2(b)(8)(iii).
2138 Id.
2139 Reg. §1.190-2(b)(9)(i).
2140 Reg. §1.190-2(b)(9)(ii).
2141 Reg. §1.190-2(b)(10)(i).
2142 Reg. §1.190-2(b)(10)(iv).
2143 Id.
2144 Reg. §1.190-2(b)(10)(ii).
2145 Reg. §1.190-2(b)(10)(ii)(A).
2146 Reg. §1.190-2(b)(10)(ii)(B).
2147 Reg. §1.190-2(b)(10)(ii)(C).

that the stall have handrails on each side, 33 inches high and
parallel to the floor, 11/2 inches in outside diameter, 11/2 inches
clearance between rail and wall and fastened securely at ends
and center.2148 The fifth specification requires that the stall have
a water closet with a seat 19 to 20 inches from the finished
floor.2149

A toilet room must have, in addition to, or instead of, the
stall described in the preceding paragraph, at least one toilet
stall that meets five specifications.2150 The first specification re-
quires that the stall be at least 66 inches wide.2151 The second
specification requires that the stall be at least 60 inches deep.2152

The third specification requires that if the stall has a door it
must be at least 32 inches wide and swing out.2153 The fourth
specification requires that the stall have a handrail on one side,
33 inches high and parallel to the floor, 11/2 inches in outside
diameter, 11/2 inches clearance between rail and wall and fasted
securely at ends and center.2154 The fifth specification requires
that the stall have a water closet with a seat 19 to 20 inches
from the finished floor, centerline located 18 inches from the
side wall on which the handrail is located.2155

A toilet room for men must have wall-mounted urinals
with the opening of the basin 15 to 19 inches from the finished
floor or must have floor-mounted urinals that are level with the
main floor of the toilet room.2156

(c) Accessories

A mirror and a shelf above a lavatory must be no higher
than 40 inches above the floor, measured from the top of the
shelf and the bottom of the mirror.2157 Towel racks, towel dis-
pensers, other dispensers and disposal units must be mounted
no higher than 40 inches from the floor.2158

(11) Water Fountains

A water fountain and a cooler must have up-front spouts
and controls.2159 A water fountain and a cooler must be hand-op-
erated or hand-and-foot-operated.2160 A water fountain mounted
on the side of a floor-mounted cooler must not be more than 30
inches above the floor.2161 A wall-mounted, hand-operated wa-
ter cooler must be mounted with the basin 36 inches from the
floor.2162 A water fountain must not be fully recessed and must
not be set into an alcove unless the alcove is at least 36 inches
wide.2163

2148 Reg. §1.190-2(b)(10)(ii)(D).
2149 Reg. §1.190-2(b)(10)(ii)(E).
2150 Reg. §1.190-2(b)(10)(iii).
2151 Reg. §1.190-2(b)(10)(iii)(A).
2152 Reg. §1.190-2(b)(10)(iii)(B).
2153 Reg. §1.190-2(b)(10)(iii)(C).
2154 Reg. §1.190-2(b)(10)(iii)(D).
2155 Reg. §1.190-2(b)(10)(iii)(E).
2156 Reg. §1.190-2(b)(10)(vi).
2157 Reg. §1.190-2(b)(10)(v).
2158 Reg. §1.190-2(b)(10)(vii).
2159 Reg. §1.190-2(b)(11)(i).
2160 Reg. §1.190-2(b)(11)(ii).
2161 Reg. §1.190-2(b)(11)(iii).
2162 Reg. §1.190-2(b)(11)(iv).
2163 Reg. §1.190-2(b)(11)(v).
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(12) Public Telephones

A public telephone must be placed so that the dial and the
headset can be reached by individuals in wheelchairs.2164 A pub-
lic telephone must be equipped for those with hearing disabili-
ties and so identified with instructions for use.2165 Coin slots of
public telephones must not be more than 48 inches from the
floor.2166

(13) Elevators

An elevator must be accessible to, and usable by, the hand-
icapped or the elderly on the levels they use to enter the build-
ing and all levels and areas normally used.2167 Cab size must al-
low for the turning of a wheelchair.2168 The cab must measure at
least 54 by 68 inches.2169 The door clear opening width must be
at least 32 inches.2170 All essential controls must be within 48 to
54 inches from the cab floor.2171 These controls must be usable
by the blind and must be tactilely identifiable.2172

(14) Controls

Switches and controls for light, heat, ventilation, windows,
draperies, fire alarms and all similar controls of frequent or es-
sential use, must be placed within the reach of individuals in
wheelchairs.2173 These switches and controls must be no higher
than 48 inches from the floor.2174

(15) Identification

(a) Room Doors

Raised letters or numbers must be used to identify a room
or an office.2175 This identification must be placed on the wall to
the right or left of the door at a height of 54 inches to 66 inches,
measured from the finished floor.2176

(b) Dangerous Doors

A door that might prove dangerous if a blind person were
to exit or enter by it must be tactilely identifiable.2177 These
doors include doors such as those leading to loading platforms,
boiler rooms, stages or fire escapes.2178

(16) Warning Signals

An audible warning signal must be accompanied by a si-
multaneous visual signal for the benefit of those with hearing

2164 Reg. §1.190-2(b)(12)(i).
2165 Reg. §1.190-2(b)(12)(ii).
2166 Reg. §1.190-2(b)(12)(iii).
2167 Reg. §1.190-2(b)(13)(i).
2168 Reg. §1.190-2(b)(13)(ii).
2169 Id.
2170 Reg. §1.190-2(b)(13)(iii).
2171 Reg. §1.190-2(b)(13)(iv).
2172 Id.
2173 Reg. §1.190-2(b)(14).
2174 Reg. §1.190-2(b)(14).
2175 Reg. §1.190-2(b)(15)(i).
2176 Id.
2177 Reg. §1.190-2(b)(15)(ii).
2178 Id.

disabilities.2179 A visual warning signal must be accompanied by
a simultaneous audible signal for the benefit of the blind.2180

(17) Hazards

Hanging signs, ceiling lights and similar objects and fix-
tures must be placed at a minimum height of seven feet, mea-
sured from the floor.2181

(18) International Accessibility Symbol

The international accessibility symbol must be displayed
on routes to and at wheelchair-accessible entrances to facilities
and public transportation vehicles.2182 The international accessi-
bility symbol is the outline drawing of a person in a wheelchair,
and is reproduced in the regulations.2183

(19) Additional Standards for Rail Facilities

A rail facility must contain a fare control area with at least
one entrance with a clear opening at least 36 inches wide.2184 A
boarding platform edge bordering a drop-off or other dangerous
condition must be marked with a warning device consisting of
a strip of floor material differing in color and texture from the
remaining floor surface.2185 The gap between the boarding plat-
form and the vehicle doorway must be minimized.2186

(20) Standards for Buses

(a) Access Mechanism

A bus must have a level change mechanism, such as a lift
or ramp, to enter the bus and sufficient clearance to permit a
wheelchair user to reach a secure location.2187 A bus must have
a wheelchair securement device.2188 However, a wheelchair se-
curement device that is itself a barrier or hazard is not re-
quired.2189

(b) Steps

The vertical distance from a curb or from street level to the
first front door step must not exceed eight inches.2190 The riser
height for each front doorstep after the first step up from the
curb or street level must also not exceed eight inches.2191 The
tread depth of steps at front and rear doors must be at least 12
inches.2192

(c) Information

A bus must contain clearly legible signs that indicate that
seats in the front of the bus are priority seats for handicapped or

2179 Reg. §1.190-2(b)(16)(i).
2180 Reg. §1.190-2(b)(16)(ii).
2181 Reg. §1.190-2(b)(17).
2182 Reg. §1.190-2(b)(18).
2183 See Reg. §1.190-2(b)(18).
2184 Reg. §1.190-2(b)(19)(i).
2185 Reg. §1.190-2(b)(19)(ii).
2186 Id.
2187 Reg. §1.190-2(b)(20)(i).
2188 Reg. §1.190-2(b)(20)(ii).
2189 Id.
2190 Reg. §1.190-2(b)(20)(iii).
2191 Reg. §1.190-2(b)(20)(iii).
2192 Reg. §1.190-2(b)(20)(iii).
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elderly persons.2193 A bus must contain clearly legible signs that
encourage other passengers to make the priority seats available
to handicapped or elderly persons who wish to use them.2194

(d) Handrails

Handrails and stanchions must be provided in the en-
tranceway to the bus in a configuration that allows handicapped
and elderly persons to grasp the assists from outside the bus
while starting to board and to continue to use the assists
throughout the boarding and fare collection processes.2195 The
configuration of the passenger assist system must include a
rail across the front of the interior of the bus located to allow
passengers to lean against it while paying fares.2196 Overhead
handrails must be continuous except for a gap at the rear door-
way.2197

(e) Surfaces

Floors and steps must have nonslip surfaces.2198 Step edges
must have a band of bright contrasting color running the full
width of the step.2199

(f) Illumination

A stepwell immediately adjacent to the driver must have,
when the door is open, at least two foot-candles of illumination
measured on the step tread.2200 Other stepwells must have, at all
times, at least two foot-candles of illumination measured on the
step tread.2201

The doorways of the bus must have outside lighting that
provides at least one foot-candle of illumination on the street
surface for a distance of three feet from all points on the bottom
step tread edge.2202 This lighting must be located below window
level and must be shielded to protect the eyes of entering and
exiting passengers.2203

(g) Fare Box

The fare box must be located as far forward as practicable
and must not obstruct traffic in the vestibule.2204

(21) Standards for Rapid and Light Rail Vehicles

(a) Doors and Doorways

Passenger doorways on the vehicle sides must have clear
openings at least 32 inches wide.2205 Audible or visual warning
signals must be provided to alert handicapped and elderly per-
sons of closing doors.2206

2193 Reg. §1.190-2(b)(20)(iv).
2194 Id.
2195 Reg. §1.190-2(b)(20)(v).
2196 Id.
2197 Id.
2198 Reg. §1.190-2(b)(20)(vi).
2199 Id.
2200 Reg. §1.190-2(b)(20)(vii).
2201 Id.
2202 Reg. §1.190-2(b)(20)(viii).
2203 Reg. §1.190-2(b)(20)(viii).
2204 Reg. §1.190-2(b)(20)(ix).
2205 Reg. §1.190-2(b)(21)(i).
2206 Reg. §1.190-2(b)(21)(ii).

(b) Handrails

Handrails and stanchions must be sufficient to permit safe
boarding, onboard circulation, seating and standing assistance
and unboarding by handicapped and elderly persons.2207 On a
level entry vehicle, handrails, stanchions and seats must be lo-
cated so as to allow a wheelchair user to enter the vehicle and
position the wheelchair in a location that does not obstruct the
movement of other passengers.2208 On a vehicle that requires
the use of steps in the boarding process, handrails and stan-
chions must be provided in the entranceway to the vehicle in
a configuration that allows handicapped and elderly persons
to grasp the assists from outside the vehicle while starting to
board and to continue using the assists throughout the boarding
process.2209

(c) Surfaces

Floors and steps must have nonslip surfaces.2210 Step edges
on a light rail vehicle must have a band of bright contrasting
color running the full width of the step.2211

(d) Illumination

A stepwell immediately adjacent to the driver must have,
when the door is open, at least two foot-candles of illumination
measured on the step tread.2212 Other stepwells must have, at all
times, at least two foot-candles of illumination measured on the
step tread.2213

The doorways of a light rail vehicle must have outside
lighting that provides at least one foot-candle of illumination
on the street surface for a distance of three feet from all points
on the bottom step tread edge.2214 This lighting must be located
below window level and must be shielded to protect the eyes of
entering and exiting passengers.2215

(22) Other Barrier Removals

Any barrier that would not be removed by compliance
with the standards described in V.K.4.b.(2) through (21),
above, must satisfy three conditions.2216 First, a substantial bar-
rier to the access to or use of a facility or public transportation
vehicle by handicapped or elderly individuals must be re-
moved.2217 Second, the barrier which is removed must have
been a barrier for one or more major classes of handicapped
or elderly individuals, such as the blind, deaf or wheelchair
users.2218 Third, the removal of the barrier must be accom-
plished without creating any new barrier that significantly im-
pairs access to or use of the facility or vehicle by the class or
classes obstructed by the barrier.2219

2207 Reg. §1.190-2(b)(21)(iii).
2208 Reg. §1.190-2(b)(21)(iii).
2209 Reg. §1.190-2(b)(21)(iii).
2210 Reg. §1.190-2(b)(21)(iv).
2211 Reg. §1.190-2(b)(21)(iv).
2212 Reg. §1.190-2(b)(21)(v).
2213 Id.
2214 Reg. §1.190-2(b)(21)(vi).
2215 Id.
2216 Reg. §1.190-2(b)(22).
2217 Reg. §1.190-2(b)(22)(i).
2218 Reg. §1.190-2(b)(22)(ii).
2219 Reg. §1.190-2(b)(22)(iii).
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5. Handicapped Individual

A handicapped individual is any individual who satisfies
one of two conditions.2220 First, the individual has a physical
or mental disability which for the individual constitutes or re-
sults in a functional limitation to employment.2221 Physical dis-
ability includes, but is not limited to, blindness and deafness.2222

Second, the individual has any physical or mental impairment
which substantially limits one or more major life activities of
the individual,2223 such as performing manual tasks, walking,
speaking, breathing, learning or working.2224 Physical disabili-
ty includes, but is not limited to, blindness and deafness, and
physical impairment includes, but is not limited to, sight or
hearing impairment.2225

6. Elderly Individual

An elderly individual is an individual age 65 or over.2226

7. Election

a. Manner of Electing

The §190 election is made by claiming the expense deduc-
tion or amortization deduction as a separate item identified as
such on the taxpayer’s income tax return for the tax year for
which the election is to apply.2227 In the case of expenditures
by a partnership, the election is made by the partnership2228 by
claiming the expense deduction or amortization deduction as a
separate item identified as such on the partnership income tax
return for the taxable for which the election is to apply.2229

b. Deadline for Election

The §190 election is not valid unless the return for the tax
year for which it is to apply is filed no later than the due date,
including extensions, for filing the return.2230 The election is ir-
revocable after the due date, including extensions, for filing the
return.2231

c. Scope of Election

The election applies to all qualified architectural and trans-
portation barrier removal expenses paid or incurred during the
tax year.2232 If the $15,000 limitation applies, the election ap-
plies to all expenses allocated by the taxpayer to the $15,000
limitation, as described in V.J.4.b.(2) through V.J.4.b.(22),
above.2233

2220 §190(b)(3); Reg. §1.190-2(a)(3).
2221 §190(b)(3); Reg. §1.190-2(a)(3)(i).
2222 Id.
2223 §190(b)(3); Reg. §1.190-2(a)(3)(ii).
2224 Reg. §1.190-2(a)(3)(ii).
2225 §190(b)(3); Reg. §1.190-2(a)(3)(i) and §1.190-2(a)(3)(ii).
2226 Reg. §1.190-2(a)(4).
2227 §190(a)(2); Reg. §1.190-3(a).
2228 Reg. §1.190-1(a).
2229 Reg. §1.190-3(a).
2230 Id.
2231 Reg. §1.190-3(b).
2232 Id.
2233 Id.

d. Records to be Retained

If the §190 election is made, the taxpayer must have avail-
able records and documentation, including architectural plans
and blueprints, contracts, and building permits, of all the facts
necessary to determine the amount of any deduction to which
the taxpayer is entitled on account of the election and the
amount of any basis adjustment for expenditures exceeding the
$15,000 limitation.2234 These records must be retained so long
as their contents may become material in the administration of
any internal revenue law.2235

K. Circulation Expenditures

1. In General

Under §173, certain circulation expenditures that other-
wise would be capitalized under §263 are deductible,2236 regard-
less of the taxpayer’s method of accounting.2237 It does not mat-
ter that the taxpayer treats the expenditures as deferred costs
for financial accounting purposes.2238 Only the publisher who
makes the circulation expenditures that qualify for the §173 de-
duction is allowed to claim the deduction.2239

2. Tax Year of Amortization

The deduction is allowable only for the tax year in which
the expenditures are paid or incurred.2240 Renewal commissions
collected by news agents with respect to installment subscrip-
tion sales, on behalf of an accrual method taxpayer, are de-
ductible in the tax year in which the taxpayer collects the in-
stallment payment to which the commissions are connected.2241

However, under §59(e), a taxpayer who is not a corpora-
tion may elect to amortize over three years the circulation ex-
penditures that would otherwise be deductible under §173.2242

If the §59(e) election is made, the amortization deductions are
not treated as items of tax preference for purposes of the al-
ternative minimum tax,2243 whereas the amounts deductible un-
der §173 are so treated.2244 The alternative minimum tax is dis-
cussed in 587 T.M., Noncorporate Alternative Minimum Tax
and 752 T.M., Corporate Alternative Minimum Tax.

3. Deductible Circulation Expenditures

a. Qualifying Expenditures

The circulation expenditures that are deductible under
§173 are those made to establish, maintain, or increase the cir-
culation of a newspaper, magazine or other periodical.2245 They
include compensation paid to persons obtaining subscriptions,
telephone costs for making sales calls, the cost of verifying or-

2234 Reg. §1.190-3(c).
2235 Reg. §1.190-3(c) (reference to id. Reg. §1.6001-1(e)).
2236 §173(a); Reg. §1.173-1(a).
2237 Reg. §1.173-1(a).
2238 Rev. Rul. 57-526.
2239 Reg. §1.173-1(a)(2).
2240 Reg. §1.173-1(a)(3).
2241 Rev. Rul. 73-125, 1973-1 C.B. 215.
2242 §59(e)(1), §59(e)(2).
2243 §59(e)(6).
2244 E.g., §56(b)(2).
2245 §173(a); Reg. §1.173-1(a).
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ders, and overhead associated with subscription campaigns.2246

They also include the cost of obtaining new subscriptions to re-
place those lost during the year.2247

Circulation expenditures include sales commissions re-
tained by subscription selling agents,2248 whether for new or
renewal subscriptions.2249 Circulation expenditures include
amounts accrued to a newspapers dealers’ profit sharing plan
because those amounts reflect the cost of obtaining the dealers’
services in maintaining and increasing circulation.2250 They also
include the portion of subscription prices received by a news-
paper and donated to charity as part of the subscription plan.2251

The IRS has ruled that a web-based publication that pro-
vides subscribers with information on a continuing basis and
that is updated periodically constitutes an “other periodical” for
purpose of §173.2252 The IRS explained that, because the term is
not defined in the statute or regulations, the definition used by
the Supreme Court in a case antedating the income tax,2253 was
appropriate guidance.2254 Under that definition, a periodical ap-
pears at stated intervals and consists of separate issues that con-
tain multiple articles by different authors, are devoted to some
special branch of learning or a special class of subjects, are in-
complete in themselves and are numbered in a manner showing
a relationship with previous or subsequent issues of the same
series.2255

b. Production Expenditures

Circulation expenditures do not include the cost of
binders, tab guides, looseleaf paper, envelopes, boxes and
printing ink used in publishing, printing, and distributing peri-
odicals.2256

c. Acquisition Expenditures

The §173 deduction is not allowed for expenditures for the
purchase of land or depreciable property or for the acquisition
of circulation through the purchase of any part of the business
of another publisher of a newspaper, magazine or other peri-
odical.2257 However, in Triangle Publ’ns, Inc. v. Commission-
er,2258 the Tax Court allowed a deduction for the portion of the
payment for a corporate franchise that exceeded the asset val-
ue, allocating it to subscriber lists that were obtained to insure
an orderly transition on the transfer of the franchise.2259 In Fla.
Publ’g Co. v. Commissioner,2260 the Tax Court held that premi-
ums allegedly paid by a newspaper when it purchased its com-
petitor were not deductible as circulation expenditures because

2246 Rev. Rul. 54-3, 1954-1 C.B. 67.
2247 Journal of Living Publ’g Corp. v. Commissioner, 3 T.C. 1058 (1944).
2248 Rev. Rul. 64-127, 1964-1 C.B. (Part 1) 173. See PLR 200528003

(same).
2249 Rev. Rul. 67-201, 1967-1 C.B. 66.
2250 Washington Post Co. v. United States, 405 F.2d 1279 (Ct. Cl. 1969).
2251 Rev. Rul. 54-3, 1954-1 C.B. 67.
2252 PLR 200529005.
2253 Houghton v. Payne, 194 U.S. 88 (1904).
2254 PLR 200529005.
2255 Id.
2256 Rev. Rul. 67-201, 1967-1 C.B. (Part 1) 66.
2257 §173(a); Reg. §1.173-1(a)(1); Rev. Rul. 74-103, 1974-1 C.B. 62.
2258 54 T.C. 138 (1970) acq., 1972-2 C.B. 3.
2259 Id. at 152.
2260 64 T.C. 269 (1975), aff’d without pub. opin. (5th Cir. 4/25/77).

the primary purpose of the acquisition was to eliminate compe-
tition and not to increase circulation.2261 In TAM 9448003, the
IRS advised that a newspaper’s expenditures to settle a lawsuit
with independent contract carriers and for related legal fees are
deductible circulation expenditures under §173 because the set-
tlement payment helped to maintain and increase circulation.

4. Election to Forego §173 Amortization

a. In General

The §173 deduction is not allowed for any otherwise qual-
ified circulation expenditures that are chargeable to capital ac-
count if the taxpayer elects to forego the deduction.2262 The elec-
tion to forego the deduction applies to the total amount of the
expenditures that are chargeable to capital account.2263

b. Expenditures Properly Chargeable to Capital
Account

Generally, expenditures normally made from year to year
in an effort to maintain circulation are not properly chargeable
to capital account.2264 Expenditures made in an effort to estab-
lish or increase circulation are properly chargeable to capital
account.2265 The mere fact that subscriptions increase in a tax
year for which a newspaper pays employees to solicit new and
renewal subscriptions in order to maintain circulation at a sat-
uration point does not make the expenditures properly charge-
able to capital account.2266

Example: A newspaper pays five employees to obtain sub-
scription renewals by telephone. The expenditures made in
connection with their efforts are not properly chargeable
to a capital account. The election to forego §173 amortiza-
tion deductions does not apply to those expenditures.2267

Example: Assume that the newspaper hires 20 employees
for a limited period in an effort to obtain new subscriptions
through a telephone marketing plan. The expenditures
made in connection with their efforts are properly charge-
able to a capital account. They are deductible under §173,
unless the newspaper makes the election to forego §173
amortization.2268

c. Election Procedure

The election to forego §173 amortization is made by at-
taching a statement to the income tax return for the first tax
year for which the election is applicable.2269 The election is
binding for all subsequent tax years unless the IRS approves the

2261 64 T.C. at 282.
2262 §173(a); Reg. §1.173-1(c)(1).
2263 Id.
2264 Reg. §1.173-1(c)(1).
2265 Id.
2266 See Perkins Bros. Co. v. Commissioner, 78 F.2d 152 (8th Cir. 1935),

rev’g 2 B.T.A.M. 33-885 (1933).
2267 See Reg. §1.173-1(c)(1).
2268 Id.
2269 Reg. §1.173-1(c)(2). For a sample election statement required under

§173, see the Working Papers, below.
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taxpayer’s written application to revoke it.2270 The IRS has ad-
vised that the written application, defined in the regulations as
an “application made to him in writing”2271 means a letter ruling
request.2272 If revocation is allowed, the IRS may impose such
conditions as it deems necessary.2273

L. Franchises, Trademarks, and Trade Names

1. Contingent Serial Payments

Under §1253(d)(1), the taxpayer is allowed to deduct, as
§162 deductions, contingent serial payments paid or incurred
during the tax year on account of a transfer, sale or other dispo-
sition of a franchise, trademark or trade name.2274 Contingent se-
rial payments are amounts that satisfy three conditions.2275 First,
the amount must be contingent on the productivity, use or dis-
position of the franchise, trademark or trade name.2276 Second,
the amount must be paid as part of a series of payments that are
payable not less frequently than annually throughout the entire
term of the transfer agreement.2277 Third, the amount must be
paid as part of a series of payments that are either substantially
equal in amount or payable under a fixed formula.2278

2. Payments in Discharge of Principal Sums

Any amount, whether fixed or contingent, that is paid or
incurred on account of the transfer of a franchise, trademark or
trade name, other than amounts that are contingent on produc-
tivity, use or disposition of the property and which are current-
ly deductible under §1253(d)(1), must be capitalized and amor-
tized over the 15-year period allowable under §197.2279

M. Railroad Rolling Stock Rehabilitation Expenditures

1. In General

Though railroad rolling stock rehabilitation expenditures
are capital in nature, the taxpayer can elect under §263(d) to
treat qualified rehabilitation expenditures as deductible repairs
under §162 or §212.2280 The §263(d) railroad rolling stock reha-
bilitation expenditure deduction is discussed below.

2. Qualified Rehabilitation Expenditures

a. In General

Qualified rehabilitation expenditures are expenditures for
a tax year that satisfy two conditions.2281 First, the expenditures
must be made in connection with the rehabilitation of a unit

2270 §173(a); Reg. §1.173-1(c)(2).
2271 Reg. §1.173-1(c)(2).
2272 CCA 200214003.
2273 Reg. §1.173-1(c)(2).
2274 §1253(d)(1)(A). See Jefferson-Pilot Corp. v. Commissioner, 98 T.C.

435 (1992), aff’d, 995 F.2d 530 (4th Cir. 1993) (FCC broadcast license is fran-
chise under §1253); Tele-Communications, Inc. v. Commissioner, 95 T.C. 495
(1990), aff’d, 12 F.3d 1005 (10th Cir. 1993), acq., 1996-2 C.B. 1 (public cable
television franchise qualifies as franchise under §1253).

2275 §1253(d)(1)(B).
2276 §1253(d)(1)(B)(i).
2277 §1253(d)(1)(B)(ii)(I).
2278 §1253(d)(1)(B)(ii)(II).
2279 See H.R. Rept. No. 213, 103d. Cong., 1st Sess. 678 (1993).
2280 §263(d); Reg. §1.263(e)-1(a)(1).
2281 §263(d); Reg. §1.263(e)-1(a).

of railroad rolling stock used by a domestic common carrier
by railroad which otherwise would be chargeable to capital ac-
count.2282 Second, during any 12-month period these expendi-
tures must not exceed 20% of the basis of the unit of rolling
stock.2283 The 20% condition is not a limitation on amounts oth-
erwise deductible as repairs without regard to the §263(d) rail-
road rolling stock rehabilitation expenditure deduction.2284

b. Railroad Rolling Stock

A unit of railroad rolling stock is a unit of transportation
equipment the expenditures for which are of a type chargeable
to the equipment investment accounts in the uniform system
of accounts for railroad companies prescribed by the Interstate
Commerce Commission.2285 If the property is leased to a do-
mestic common carrier by railroad, a unit of railroad rolling
stock is a unit of transportation equipment the expenditures for
which would be of a type chargeable to those equipment invest-
ment accounts.2286 However, the unit is not railroad rolling stock
unless it exclusively moves on, moves under or is guided by
rail and is not a locomotive.2287 A locomotive is self-propelled
equipment, the sole function of which is to push or pull railroad
rolling stock.2288 A self-propelled passenger or freight car is not
a locomotive.2289

Railroad rolling stock includes box cars, gondola cars, pas-
senger cars, cars designed to carry truck trailers and container-
ized freight, wreck cranes and bunk cars.2290 It does not include
barges, tugboats, containers used to carry containerized freight,
truck trailers or automobiles.2291

c. Used by a Domestic Common Carrier by Railroad

(1) Use

A unit of railroad rolling stock is not used by a domestic
common carrier by railroad if the unit satisfies two condi-
tions.2292 First, the unit must be owned by a person other than a
domestic common carrier by railroad.2293 Second, either of two
tests must be met.2294 The first test is met if the unit is exclusive-
ly used for transportation by the owner.2295 The second test is
met if the unit is exclusively used for transportation by another
person that is not a domestic common carrier by railroad.2296

Example: A railroad leasing company that is not a domes-
tic common carrier by railroad owns a boxcar and leases it
to a manufacturing company. The boxcar is not a unit of

2282 §263(d); Reg. §1.263(e)-1(a)(1).
2283 §263(d); Reg. §1.263(e)-1(a)(2), §1.263(e)-1(d)(1).
2284 Reg. §1.263(e)-1(a)(2).
2285 Reg. §1.263(e)-1(b)(2).
2286 Reg. §1.263(e)-1(b)(2).
2287 §263(d); Reg. §1.263(e)-1(b)(2).
2288 Reg. §1.263(e)-1(b)(2).
2289 Reg. §1.263(e)-1(b)(2).
2290 Reg. §1.263(e)-1(b)(2).
2291 Reg. §1.263(e)-1(b)(2).
2292 Reg. §1.263(e)-1(b)(4).
2293 Reg. §1.263(e)-1(b)(4).
2294 Reg. §1.263(e)-1(b)(4).
2295 Reg. §1.263(e)-1(b)(4)(i).
2296 Reg. §1.263(e)-1(b)(4)(ii).
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railroad rolling stock used by a domestic common carrier
by railroad.2297

(2) Domestic Common Carrier by Railroad

A domestic common carrier by railroad is a railroad sub-
ject to regulation under Part I of the Interstate Commerce Act2298

or a railroad which would be so subject if it were engaged in
interstate commerce.2299

d. Expenditures Made in Connection with
Rehabilitation

An expenditure is made in connection with rehabilitation
if it would otherwise be chargeable to capital account.2300 Ex-
penditures for incidental repairs or maintenance are not made
in connection with rehabilitation.2301 The determination of
whether an expenditure is a repair or a capital expenditure is
made in accordance with the principles that apply in making
that determination generally, as discussed in 509 T.M., Prin-
ciples of Capitalization.2302 The determination is made without
regard to the classification of the expenditure under the uni-
form system of accounts prescribed by the Interstate Com-
merce Commission.2303

e. Twenty Percent Condition

(1) Time Made

For purposes of the 20% condition, an expenditure made
in connection with the rehabilitation of a unit of railroad rolling
stock is deemed to be made in the month in which the rehabili-
tation is completed.2304

(2) Twelve-Month Period

For purposes of the 20% condition, any period of 12 cal-
endar months consists of any 12 consecutive calendar months
other than those before January 1, 1970.2305 If the unit of rail-
road rolling stock is sold, exchanged or otherwise disposed of
in a transaction in which its basis in the hands of the transferee
is determined in whole or in part by reference to its basis in the
hands of the transferor, calendar months during which the unit
is in the hands of the transferor and in the hands of the trans-
feree are included in the calendar months used by the transferor
and by the transferee in determining any period of 12 calendar
months.2306

(3) Basis

For purposes of the 20% condition, basis is the adjusted
basis determined without regard to the basis adjustments pro-
vided by §1016(a)(1), (2), and (3) and by §1017.2307 If the basis

2297 See Reg. §1.263(e)-1(b)(4).
2298 49 U.S.C. App. §1 through §27 (1988 and Supp. 1989).
2299 Reg. §1.263(e)-1(b)(3).
2300 Reg. §1.263(e)-1(c).
2301 Reg. §1.263(e)-1(c).
2302 Reg. §1.263(e)-1(c).
2303 Reg. §1.263(e)-1(c).
2304 Reg. §1.263(e)-1(d)(1).
2305 Reg. §1.263(e)-1(d)(2).
2306 Reg. §1.263(e)-1(d)(3).

of a unit in the transferee’s hands is determined in whole or in
part by reference to its basis in the hands of the transferor, then
the basis of the unit in the hands of the transferor is its basis
in the hands of the transferee.2308 If the basis is determined in
whole or in part by reference to the taxpayer’s basis in anoth-
er unit, then the basis of the latter unit is the basis of the for-
mer unit.2309 Whether a capital expenditure results in the retire-
ment of a unit of railroad rolling stock and the creation of an-
other unit is determined without regard to the rules under the
uniform system of accounts prescribed by the Interstate Com-
merce Commission.2310

(4) Inability to Apply 20% Condition

If, based on the information available when the income
tax return for a tax year is filed, it is impossible to determine
whether an expenditure satisfies the 20% condition, the expen-
diture must be claimed as a deduction.2311 If it is subsequently
determined that the expenditure did not satisfy the 20% condi-
tion, an amended return must be filed on which the deduction is
eliminated.2312 Additional tax for that tax year must be paid, and
any adjustments applicable to tax liability for other tax years
with respect to which the statute of limitations has not yet ex-
pired must be made.2313

3. Election

An election under §263(d) is made by attaching a state-
ment to that effect to the income tax return or amended income
tax return for the tax year for which the election is made if the
return is filed before the due date, including extensions, for fil-
ing the return.2314 The election is an annual election that may be
made with respect to one or more units of railroad rolling stock
owned by the taxpayer.2315 The statement must include the to-
tal number of units for which the election is being made,2316 the
aggregate basis of these units2317 and the total deductions being
claimed under §263(d).2318

If the election is not made on time, no election is allowed
on amended returns filed after the time for making the elec-
tion.2319 However, if the election is not made and it is subse-
quently determined that an expenditure was erroneously treated
as an expenditure that was not a qualified rehabilitation expen-
diture, the election may be made on an amended return within
the time for filing amended returns.2320

2307 Reg. §1.263(e)-1(b)(1)(i).
2308 Reg. §1.263(e)-1(b)(1)(i) (references to §362, §374, §723).
2309 Reg. §1.263(e)-1(b)(1)(i) (reference to §1033(c)).
2310 Reg. §1.263(e)-1(b)(1)(i).
2311 Reg. §1.263(e)-1(d)(4).
2312 Reg. §1.263(e)-1(d)(4).
2313 Reg. §1.263(e)-1(d)(4).
2314 Reg. §1.263(e)-1(a)(3)(i). For a sample election statement under

§263(d), see the Working Papers, below.
2315 Reg. §1.263(e)-1(a)(1), (3)(i).
2316 Reg. §1.263(e)-1(a)(3)(iv)(a).
2317 Reg. §1.263(e)-1(a)(3)(iv)(b).
2318 Reg. §1.263(e)-1(a)(3)(iv)(c).
2319 Reg. §1.263(e)-1(a)(3)(i).
2320 Reg. §1.263(e)-1(a)(3)(iii).
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4. Recordkeeping Requirements

a. In General

The taxpayer must maintain whatever records are neces-
sary for accurately determining whether an expenditure is a
qualified rehabilitation expenditure.2321 No deduction is allow-
able unless the taxpayer substantiates by adequate records that
the expenditures are qualified rehabilitation expenditures.2322

b. Separate §263(d) Record

A separate §263(d) record must be maintained for each
unit for which a §263(d) election is made.2323 The record must
identify the unit,2324 state the basis of the unit,2325 state the date
of acquisition of the unit,2326 enumerate for each unit the expen-
ditures incurred in connection with the rehabilitation of the unit
regardless of whether they are qualified rehabilitation expen-
ditures and regardless of whether the taxpayer or another per-
son undertakes the rehabilitation,2327 describe the nature of the
work,2328 specify the calendar month in which the rehabilitation
is completed2329 and specify the tax year in which each expendi-
ture is paid or incurred.2330 The record must not include expen-
ditures that are incidental repairs or maintenance, but the tax-
payer must maintain records to reflect that those expenditures
are deductible.2331

The §263(d) record need only be prepared for a unit of rail-
road rolling stock for the period beginning on the first day of
the eleventh calendar month immediately preceding the month
in which the rehabilitation of the unit is completed, and ending
on the last day of the eleventh month immediately succeeding
the month in which the rehabilitation of the unit is complet-
ed.2332

c. Aggregated §263(d) Records

When a group of units of the same type are rehabilitated
in a single project and the expenditure for each unit in the pro-
ject will approximate the average expenditure per unit for the
project, expenditures for the project may be aggregated with-
out regard to the unit in the project with respect to which each
expenditure is connected.2333 An amount equal to the aggregate
expenditures for the project divided by the number of units in
the project may be entered in the §263(d) account of each unit
in the project.2334

2321 Reg. §1.263(e)-1(e)(1).
2322 Reg. §1.263(e)-1(e)(1).
2323 Reg. §1.263(e)-1(e)(2).
2324 Reg. §1.263(e)-1(e)(2)(i).
2325 Reg. §1.263(e)-1(e)(2)(ii).
2326 Reg. §1.263(e)-1(e)(2)(ii).
2327 Reg. §1.263(e)-1(e)(2)(iii).
2328 Reg. §1.263(e)-1(e)(2)(iv).
2329 Reg. §1.263(e)-1(e)(2)(v).
2330 Reg. §1.263(e)-1(e)(2)(v).
2331 Reg. §1.263(e)-1(e)(3).
2332 Reg. §1.263(e)-1(e)(2) (flush language).
2333 Reg. §1.263(e)-1(e)(4).
2334 Reg. §1.263(e)-1(e)(4).

N. Railroad Tie Expenditures

Though the replacement of a wood railroad tie with one
made of any other material is capital in nature, any domestic
common carrier by rail which used the retirement-replacement
method of accounting for depreciation of railroad track is al-
lowed under §263(f) to deduct expenditures for replacement
railroad ties and fastenings related to the ties to the same extent
they would be deducted if they were made of wood.2335 A do-
mestic common carrier by rail is described in V.M.2.c.(2),
above, but also includes a railroad switching or terminal com-
pany.2336

The cost of repairing wood ties with concrete ties is de-
ductible.2337 However, the cost of welding rail joints is not de-
ductible, but must be capitalized, because the welding improves
the usefulness, capacity, and durability of the rails.2338

Note: Railroad ties are just one of many items the cost
of which constitute track structure expenditures eligible for a
safe harbor method of accounting provided by the IRS under its
§446 authority to prescribe methods of accounting that clearly
reflect income.2339 Whether this safe harbor method of account-
ing survives the promulgation of the §263 capitalization reg-
ulations2340 has been questioned.2341 Methods of accounting are
discussed in 570 T.M., Accounting Methods — General Prin-
ciples, and 572 T.M., Accounting Methods — Adoption and
Changes. Capitalization limitations are discussed in 509 T.M.,
Principles of Capitalization.

O. Energy Efficient Commercial Building Property

Under §179D, the costs of energy efficient commercial
building property, the construction of which begins before July
1, 2026, are allowed as a deduction2342 even though they other-
wise would be capitalized.2343

If a §179D deduction is allowed with respect to any energy
efficient commercial building property, the basis of that prop-
erty must be reduced by the amount of the deduction.2344

Comment: The IRS must promulgate regulations provid-
ing for recapture of the deduction if the energy-savings plan re-
quired as a condition of the deduction is not fully implement-
ed.2345

The energy efficient commercial building property deduc-
tion is discussed in 512 T.M., Tax Incentives for Production
and Conservation of Energy and Natural Resources.

2335 §263(f).
2336 §263(f).
2337 Rev. Rul. 84-22.
2338 S. Pac. Transp. Co. v. Commissioner, 75 T.C. 497 (1980), supplement-

ed on other issues, 82 T.C. 122 (1984); Louisville & Nashville R.R. Co. v.
Commissioner, 66 T.C. 962 (1976), aff’d in part and rev’d in part on other is-
sues, 641 F.2d 435 (6th Cir. 1981).

2339 See Rev. Proc. 2002-65; Rev. Proc. 2001-46.
2340 See Reg. §1.263(a)-3.
2341 See Ass’n of Am. Railroads comments to REG-168745-03 (May 29,

2008).
2342 §179D(a).
2343 §263(a)(1)(K).
2344 §179D(e).
2345 §179D(h)(2).
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P. Film or Television Production Costs, Live Theatrical
Production Costs, and Sound Recording Costs

Under §181(a), subject to dollar limitations, the costs of
any qualified film or television production,2346 the costs of any
qualified live theatrical production,2347 and the costs of any
qualified sound recording,2348 are allowed as a deduction (sub-
ject to the dollar limitation described below) if the taxpayer so
elects,2349 even if it otherwise would have been capitalized.2350

If the §181 election is made, no other depreciation or amorti-
zation deduction is allowed.2351 The §181 deduction is allowed
for qualified film and television productions, qualified live the-
atrical productions, and qualified sound recording productions,

2346 Defined in §181(d).
2347 Defined in §181(e).
2348 Defined in §181(f).
2349 See §181(c).
2350 §181(a)(1).
2351 §181(b).

commencing before January 1, 2026.2352 The §181 deduction is
discussed in 599 T.M., The Taxation of Filmed Entertainment
Content Production & Distribution.

Note: As an alternative to the §181 deduction, which ex-
pires after December 31, 2025, taxpayers may deduct the same
expenses, without the dollar limitation, under §168(k) (bonus
depreciation). Bonus depreciation is available for qualified film
productions, qualified television productions, qualified live
theatrical productions, and qualified sound recording produc-
tions (as defined in §181(d), §181(e), and §181(f)) for which a
deduction otherwise would be allowable under §181 (without
regard to the dollar limitation or the termination date).2353 Bonus
depreciation is deducted for the year in which the production is
initially released, broadcast, or staged live, as applicable. The
bonus depreciation deduction under §168(k) is discussed in 532
T.M., First-Year Expensing and Additional Depreciation.

2352 §181(h).
2353 §168(k)(2)(A)(i)(IV), §168(k)(2)(A)(i)(V), §168(k)(2)(A)(i)(VI).
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VI.VI. Specific SituationsSpecific Situations

A. Employee Expenses

1. In General

The performance of services as an employee constitutes a
trade or business.2354 The employee must show the relationship
between the expenditures and the employment.2355 However, the
performance of services for which compensation is not sought
nor received does not constitute a trade or business because of
the lack of a profit motive.2356 Employee business expenses are
described in VI.A.2. through VI.A.4., below, and discussed in
519 T.M., Travel and Transportation Expenses — Deduction
and Recordkeeping Requirements.

For tax years beginning after 2017, employees may not
deduct unreimbursed employee business expenses.2357

2. Specific Expenses

a. Labor Union Dues

Dues paid to a labor union that are used to meet expenses
of labor union activities are deductible employee business ex-
penses.2358 Amounts allocated to a special loan fund for union
members are deductible,2359 as are assessments to fund union
unemployment benefits.2360 Service charges imposed on em-
ployees who are not union members and that are paid to a union
are deductible.2361 However, amounts paid to a strike fund used
to satisfy individual obligations to employees under a settle-
ment agreement that created a property interest in the fund for
its members are not deductible.2362

For tax years beginning after 2017, the disallowance of
miscellaneous itemized deductions means that expenses for
job-related union dues incurred by an employee that are not re-
imbursed by the employer are not deductible by the employ-
ee.2363

Union dues that are allocated to the payment of death ben-
efits are not deductible.2364 Also nondeductible are voluntary
payments made by union members to separate unemployment
compensation plans2365 and to union pension funds.2366 No de-
duction is allowed for the portion of union dues allocated to the
operation of a recreation center.2367

2354 See Reg. §1.162-17(a).
2355 See Evans v. Commissioner, 33 T.C.M. 1192 (1974), supp. opin., 34

T.C.M. 783 (1975), aff’d on other issues, 557 F.2d 1095 (5th Cir. 1977).
2356 Leamy v. Commissioner, 85 T.C. 798 (1985).
2357 See §67(h).
2358 E.g., Kaplan v. Commissioner, 35 T.C.M. 84 (1976).
2359 E.g., Rev. Rul. 82-15.
2360 E.g., Rev. Rul. 72-463.
2361 E.g., Rev. Rul. 68-82.
2362 TAM 200240001.
2363 See §67(h).
2364 Rev. Rul. 72-463.
2365 E.g., Rev. Rul. 57-383, modified by Rev. Rul. 62-54.
2366 E.g., Kaplan v. Commissioner, 35 T.C.M. 84 (1976); Simenstad v.

United States, 325 F. Supp. 1249, 1252 (N.D. Cal. 1971).

The deductibility of labor union dues is discussed in 519
T.M., Travel and Transportation Expenses — Deduction and
Recordkeeping Requirements.

b. Unemployment and Nonoccupational Disability
Insurance

Amounts mandatorily paid by employees to states for un-
employment or nonoccupational disability insurance are de-
ductible under §164 as a tax described in the flush language of
§164(a).2368 Amounts voluntarily paid are not deductible.2369 The
§164 deduction is discussed in 525 T.M., State, Local, and Fed-
eral Taxes.

Amounts paid by employees to fund private unemploy-
ment insurance policies are deductible.2370 In contrast, amounts
paid to fund private disability benefit plans are not deductible
because those plans provide coverage for loss of wages due to
unemployment caused by nonoccupational hazards rather than
business hazards.2371

The deductibility of unemployment and nonoccupational
disability insurance is discussed in 519 T.M., Travel and Trans-
portation Expenses — Deduction and Recordkeeping Require-
ments.

c. Job Search Expenses

For tax years beginning after 2017, the disallowance of
miscellaneous itemized deductions means that job-search ex-
penses are not deductible by the taxpayer.2372

The expenses of searching for a new job are deductible if
they are paid or incurred in seeking a new position within the
same trade or business.2373 It does not matter whether the search
is successful,2374 or even whether the taxpayer accepts a new po-
sition when it is obtained.2375 It does not matter that the taxpayer
is temporarily unemployed while searching,2376 or that the tax-
payer is temporarily engaged in a different trade or business
while searching for a new position in the trade or business pre-
viously conducted by the taxpayer.2377

2367 E.g., Briggs v. Commissioner, 694 F.2d 614 (9th Cir. 1982), cert. de-
nied, 461 U.S. 928 (1983), aff’g 75 T.C. 465 (1980); Ridder v. Commissioner,
76 T.C. 867 (1981).

2368 Rev. Rul. 81-194 (California), Rev. Rul. 81-193 (New Jersey), Rev.
Rul. 81-192 (New York), Rev. Rul. 81-191 (Rhode Island), Rev. Rul. 75-156
(Alabama).

2369 Rev. Rul. 81-194 (California), Rev. Rul. 81-193 (New Jersey), Rev.
Rul. 81-192 (New York).

2370 PLR 201152005.
2371 Rev. Rul. 81-193.
2372 §67(h).
2373 See, e.g., Martin v. Commissioner, 72 T.C.M. 1211 (1996), aff’d, 155

F.3d 559 (4th Cir. 1998).
2374 E.g., Cremona v. Commissioner, 58 T.C. 219 (1972); Rev. Rul. 75-120,

clarified by Rev. Rul. 77-16.
2375 E.g., Kenfield v. Commissioner, 54 T.C. 1197 (1970), acq., 1978-2

C.B. 2.
2376 E.g., Primuth v. Commissioner, 54 T.C. 374 (1970), acq., 1972-2 C.B.

2 (in result only).
2377 E.g., Charlton v. Commissioner, 56 T.C.M. 573 (1988).
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Job search expenses include employment agency fees,2378

employment counselling fees,2379 resume preparation expenses
and postage,2380 travel and transportation expenses,2381 and ad-
vertising.2382 They do not include the forfeiture of a deposit on
a residence in the area in which the taxpayer is searching,2383 or
losses on the sale of a former employer’s stock.2384

The expenses of searching for a new job in a new trade or
business are not deductible.2385 A taxpayer who has been unem-
ployed for more than a reasonably temporary period is not in
the trade or business of being employed, and thus the expenses
of searching for a job are not deductible.2386

The deductibility of job search expenses is discussed in
519 T.M., Travel and Transportation Expenses — Deduction
and Recordkeeping Requirements.

d. Uniforms and Work Clothing

For tax years beginning after 2017, the disallowance of
miscellaneous itemized deductions means that job-related busi-
ness expenses incurred by an employee and not reimbursed
by the employer — including expenses for uniforms and work
clothes — are nondeductible by an employee.2387

Generally, the cost of acquiring and maintaining uniforms
is not deductible unless the uniforms are specifically required
as a condition of employment and are not adaptable to general
or continued usage to the extent they replace regular cloth-
ing.2388 Thus, if the uniform replaces regular clothing or is suit-
able for ordinary wear, no deduction is allowed even if the uni-
form is required as a condition of employment.2389 The same
principles apply to work clothing that is not a uniform.2390 For
example, the cost of military uniforms and their maintenance
are generally not deductible because they replace regular cloth-
ing,2391 but deductions have been allowed for uniforms not au-
thorized for off-duty use,2392 insignias and shoulder boards,2393

and uniforms required for infrequent occasions by reservists.2394

The question of whether a uniform or work clothing is
suitable for ordinary wear and the question of whether its use
is specifically required as a condition of employment are ques-
tions of fact.2395 Work clothing is considered not suitable for or-

2378 E.g., Blewitt v. Commissioner, 31 T.C.M. 1225 (1972).
2379 E.g., Rev. Rul. 78-93.
2380 E.g., Rev. Rul. 75-120, clarified by Rev. Rul. 77-16.
2381 E.g., Murata v. Commissioner, 72 T.C.M. 117 (1996); Rev. Rul. 77-16,

clarifying Rev. Rul. 75-120.
2382 E.g., Avery v. Commissioner, 29 T.C.M. 1187 (1970).
2383 E.g., Krych v. Commissioner, 20 T.C.M. 44 (1961).
2384 See Slater v. Commissioner, 64 T.C. 571 (1975).
2385 Reg. §1.212-1(f). E.g., Carter v. Commissioner, 51 T.C. 932 (1969).
2386 E.g., Blewitt v. Commissioner, 31 T.C.M. 1225 (1972); Miller v. Unit-

ed States, 362 F. Supp. 1242 (E.D. Tenn. 1973).
2387 §67(h).
2388 Rev. Rul. 70-474.
2389 Id.; Barnes v. Commissioner, T.C. Memo 2016-79.
2390 E.g., Dill v. Commissioner, 8 T.C. 902 (1947).
2391 E.g., Motch v. Commissioner, 11 T.C. 777 (1948), rev’d, 180 F.2d 859

(6th Cir. 1950).
2392 E.g., Rev. Rul. 67-115.
2393 Rev. Rul. 62-122.
2394 E.g., Rev. Rul. 55-109, modified by Rev. Rul. 76-453, and modified on

other issues by Rev. Rul. 90-23.
2395 E.g., Gerres v. Commissioner, 52 T.C.M. 1119 (1986); Veizaga v.

Commissioner, 42 T.C.M. 1678 (1981); Kennedy v. Commissioner, 32 T.C.M.
52 (1973).

dinary wear when prohibiting such protects important govern-
mental and public safety interests. In June 2015, the IRS is-
sued a directive for federal, state, and local government em-
ployees (FSLG Directive), which discussed the deductibility of
costs of casual, yet distinctively marked police and fire depart-
ment work clothing. Those departments prohibit off-duty wear
of such work clothing to minimize the confusion that can re-
sult from the difficulty in readily identifying on-duty police
officers and firefighters, and to discourage the impersonation
of such bona fide officers. Thus, prohibiting off-duty officers
from wearing work clothing as casual wear protects important
governmental and public safety interests. Accordingly, if those
officers are prohibited from wearing their designated uniforms
off-duty, then the clothing is not suitable for ordinary wear.

Uniform deductions have been allowed for such taxpayers
as Amway distributors,2396 baseball players,2397 dairy workers,2398

nurses,2399 police officers,2400 professional musicians2401 and rail-
road conductors.2402 They have been disallowed for such taxpay-
ers as attorneys,2403 automobile mechanics,2404 construction su-
perintendents,2405 corporate executives,2406 driver license exam-
iners,2407 flight attendants,2408 food servers,2409 librarians,2410 ma-
chine operators,2411 musicians,2412 probation officers,2413 teach-
ers2414 and truck drivers.2415 Deductions have been allowed for
helmets,2416 special work gloves,2417 special boots,2418 special or

2396 Williams v. Commissioner, 62 T.C.M. 110 (1991), aff’d, 996 F.2d 1230
(9th Cir. 1993).

2397 E.g., Rev. Rul. 70-476.
2398 Puente v. Commissioner, 10 T.C.M. 735 (1951), aff’d on other issues,

199 F.2d 940 (9th Cir. 1952).
2399 E.g., Murphy v. Commissioner, 52 T.C.M. 704 (1986).
2400 E.g., Commissioner v. Benson, 146 F.2d 191 (9th Cir. 1944), aff’g 2

T.C. 12 (1943); Scarborough v. Commissioner, 30 T.C.M. 613 (1971); FSLG
Directive (June 15, 2015) (costs of casual but distinctively marked clothing is-
sued to state and local policemen and firemen are considered deductible ex-
penses; excluded from wages under §132).

2401 Genck v. Commissioner, 75 T.C.M. 1984 (1998).
2402 E.g., Wildman v. Commissioner, 5 T.C.M. 712 (1946).
2403 E.g., Strong v. Commissioner, 68 T.C.M. 203 (1994), aff’d in part, 79

F.3d 1154 (9th Cir. 1996); Kosmal v. Commissioner, 39 T.C.M. 651 (1979),
aff’d on other issues, 670 F.2d 842 (9th Cir. 1982).

2404 E.g., Sito v. Commissioner, 8 T.C.M. 1105 (1949).
2405 E.g., Drill v. Commissioner, 8 T.C. 902 (1947).
2406 E.g., Bothke v. Commissioner, 39 T.C.M. 826 (1980), aff’d by unpub.

order (9th Cir. Nov. 23, 1981).
2407 E.g., Sanner v. Commissioner, 28 T.C.M. 476 (1969).
2408 E.g., Stiner v. United States, 524 F.2d 640 (10th Cir. 1975).
2409 E.g., Scrobe v. Commissioner, 24 T.C.M. 433 (1965); Bassett v. Com-

missioner, 22 T.C.M. 26 (1963), aff’d on other issues sub nom. Anson v. Com-
missioner, 328 F.2d 703 (10th Cir. 1964).

2410 E.g., Johnson v. Commissioner, 43 T.C.M. 248 (1982).
2411 E.g., Henry v. Commissioner, 30 T.C.M. 224 (1971).
2412 E.g., Tilman v. Commissioner, 644 F. Supp.2d 391 (S.D. N.Y. 2009).
2413 E.g., Shepherd v. Commissioner, 35 T.C.M. 219 (1976), aff’d by un-

pub. order (7th Cir. Apr. 22, 1997).
2414 E.g., Cinnamon v. Commissioner, 37 T.C.M. 533 (1978).
2415 E.g., Hamilton v. Commissioner, 38 T.C.M. 775 (1979); Henson v.

Commissioner, 38 T.C.M. 510 (1979).
2416 E.g., Kaonis v. Commissioner, 37 T.C.M. 792 (1978), aff’d by unpub.

order (9th Cir. Jan. 16, 1981).
2417 E.g., Thompson v. Commissioner, 15 T.C. 609 (1950), rev’d on other

issues, 193 F.2d 586 (10th Cir. 1951); Rev. Rul. 55-235.
2418 E.g., Thompson v. Commissioner, 15 T.C. 609 (1950), rev’d on other

issues, 193 F.2d 586 (10th Cir. 1951).
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safety shoes,2419 safety glasses2420 and clothing displaying em-
ployer logos,2421 but disallowed for work clothing,2422 fur
coats,2423 cosmetics,2424 business suits2425 and fitness apparel.2426

The deductibility of clothing is discussed in 513 T.M.,
Family and Household Transactions.

e. Rural Mail Carrier Expenses

The amount allowable as a deduction for a qualified rural
mail carrier equals the amount of qualified reimbursements re-
ceived by the carrier.2427 A qualified rural mail carrier is an em-
ployee of the United States Postal Service (USPS) who per-
forms services involving the collection and delivery of mail on
a rural route and who receives qualified reimbursements for the
expenses incurred by the employee for the use of a vehicle in
performing those services.2428

If the reimbursements a rural letter carrier receives from
the USPS fall short of the carrier’s actual costs, the costs in ex-
cess of reimbursements qualify as a miscellaneous itemized de-
duction subject to the 2% floor of §67, but only for tax years
beginning before 2018, because miscellaneous itemized deduc-
tions are disallowed for tax years beginning after 2017.2429

A qualified reimbursement is the amount paid by the
USPS to employees as equipment maintenance allowances un-
der the 1991 collective bargaining agreement between the
USPS and the National Rural Letter Carrier’s Association.
Qualified reimbursements also include amounts paid as equip-
ment maintenance allowances under later collective bargaining
agreements that supersede the 1991 agreement if those amounts
do not exceed the amounts that would have been paid under the
1991 agreement as adjusted for inflation.2430

f. Other Employee Business Expenses

For tax years beginning after 2017, the disallowance of
miscellaneous itemized deductions means that job-related busi-
ness expenses incurred by an employee that are not reimbursed
by the employer are not deductible by the employee.2431

Deductible employee business expenses can include, as-
suming the requirements of §162 are met, such items as tele-
phone expense,2432 small tools,2433 research expense,2434 subscrip-
tions,2435 dues for memberships in organizations pursuant to em-

2419 E.g., Thompson v. Commissioner, 15 T.C. 609 (1950), rev’d on other
issues, 193 F.2d 586 (10th Cir. 1951); Swiderski v. Commissioner, 11 T.C.M.
904 (1952).

2420 E.g., Bushey v. Commissioner, 30 T.C.M. 651 (1971).
2421 E.g., Risicato v. Commissioner, 48 T.C.M. 10 (1984).
2422 E.g., Roth v. Commissioner, 17 T.C. 1450 (1952); Thompson v. Com-

missioner, 15 T.C. 609 (1950), rev’d on other issues, 193 F.2d 586 (10th Cir.
1951).

2423 E.g., Jackson v. Commissioner, 13 T.C.M. 1175 (1954).
2424 E.g., Douglas v. Commissioner, 38 T.C.M. 901 (1979).
2425 E.g., Igberaese v. Commissioner, T.C. Memo 2010-284.
2426 E.g., Farias v. Commissioner, T.C. Memo 2011-248.
2427 §162(o)(1)(A).
2428 §162(o)(1).
2429 §162(o)(2), §67(h).
2430 §162(o)(3).
2431 §62(a)(2)(A); §67(h), §162(a).
2432 E.g., Banks v. Commissioner, 42 T.C.M. 1016 (1981); Drummond v.

Commissioner, 40 T.C.M. 1336 (1980); Fausner v. Commissioner, 30 T.C.M.
1187 (1971), aff’d on other issues, 472 F.2d 561 (5th Cir. 1973), aff’d, 413
U.S. 838 (1973); Grossman v. Commissioner, 30 T.C.M. 999 (1971).

ployer requirements,2436 and liability insurance.2437 An execu-
tive employee who is contractually required to pay to the em-
ployer an amount equal to operating losses sustained by the
employer while under the direction of the employee are de-
ductible.2438 However, a teacher’s unreimbursed expenses to in-
centivize student learning are not deductible unless the school
requires the employee to incur such expenses.2439 They also can
include the types of expenses described in IV., above.

The deductibility of employee business expenses is dis-
cussed in 519 T.M., Travel and Transportation Expenses —
Deduction and Recordkeeping Requirements.

3. Reporting and Recordkeeping

a. In General

Regulations under §162 provide special reporting and
recordkeeping rules that apply to employee business expense
deductions. These rules do not apply to expenses paid or in-
curred for incidental items, such as office supplies for the em-
ployer or local transportation in connection with an errand for
the employer.2440

The employee business expense reporting and record
keeping rules are described in VI.A.3.b. through VI.A.3.e., be-
low, and are discussed in 519 T.M., Travel and Transportation
Expenses — Deduction and Recordkeeping Requirements.

b. Expenses for Which Accounting to Employer
Required

An employee need not report employee business expenses
paid or incurred solely for the benefit of the employer if three
conditions are satisfied. First, the employee must be required to
account to the employer for the expenses. Second, the employ-
ee must so account. Third, the expenses must be charged direct-
ly or indirectly to the employer or must be paid to the employee
through advances, reimbursements or otherwise that equal the
amount of the expenses. The employee is only required to state
in the income tax return that these conditions have been satis-
fied.2441

If the advances, reimbursements or other charges to the
employer exceed the expenses, the employee must include the
excess in gross income and state on the return that this has
been done.2442 If the expenses exceed the advances, reimburse-
ments or other charges to the employer, the employee must
supply certain information in order to claim the excess as a
deduction. The requisite information includes the amounts re-

2433 E.g., Boback v. Commissioner, 45 T.C.M. 1278 (1983); Busking v.
Commissioner, 37 T.C.M. 1727 (1978); Kaonis v. Commissioner, 37 T.C.M.
792 (1978), aff’d by unpub. order (9th Cir. 1981).

2434 E.g., Rev. Rul. 63-275.
2435 E.g., Rev. Rul. 78-265.
2436 E.g., Rev. Rul. 72-192, Rev. Rul. 66-261.
2437 E.g., Rev. Rul. 76-277.
2438 See DeLorean v. Commissioner, 69 T.C.M. 3027 (1995).
2439 Luczaj & Assocs. v. Commissioner, T.C. Memo 2017-42; Farias v.

Commissioner, T.C. Memo 2011-248 (teacher who bought candy and audio
players for the classroom to motivate students could not deduct these expenses
when the school did not require her to purchase them).

2440 Reg. §1.162-17(a).
2441 Reg. §1.162-17(b)(1).
2442 Reg. §1.162-17(b)(2). See, e.g., Amos v. Commissioner, 49 T.C.M.

1013 (1985).
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ceived, amounts expended, categorization of the expenses, de-
tails about the expenses and their connection to the employ-
ment and other matters specified in the regulations.2443

c. Expenses for Which Accounting to Employer Not
Required

If the employee is not required to account to the employer
with respect to employee business expenses, the employee must
supply certain information in order to claim any deduction.2444

The requisite information includes the amounts received,
amounts expended, categorization of the expenses, details
about the expenses and their connection to the employment and
other matters specified in the regulations.2445

d. Substantiation

Although the IRS has the option of requiring any taxpayer
to substantiate trade or business deductions, it ordinarily does
not require substantiation of employee business expense ac-
count information except in four cases.2446 The first case is that
of a taxpayer who is not required to account to the employer
or who is so required but does not comply.2447 The second case
is that of a taxpayer whose employee business expenses exceed
advances, reimbursements and other charges to the employer
and who claims a deduction for the excess.2448 The third case is
that of a taxpayer who is related to the employer.2449 The fourth
case is that of a taxpayer whose employer uses accounting pro-
cedures that are inadequate.2450

e. Recordkeeping

Employees must keep whatever records are needed to en-
able the IRS to correctly determine their income tax liabilities.
One type of record is the daily diary in which expenditures and
details with respect to them are recorded. In addition, support-
ing documents should be retained, particularly in the case of
large or exceptional expenditures.2451 If records are not complete
or available, approximations are acceptable under certain con-
ditions, except for those expenses within the §274(d) stringent
substantiation rules.2452

4. Housing Cost Amount Not Attributable to Employer
Provided Amounts

Under §911(c)(4), an employee who is a U.S. citizen
working abroad may deduct the “housing cost amount” for the

2443 Reg. §1.162-17(b)(3).
2444 Reg. §1.162-17(c). See, e.g., Burdett v. Commissioner, 43 T.C.M. 229

(1981).
2445 Reg. §1.162-17(c).
2446 Reg. §1.162-17(d)(1).
2447 Reg. §1.162-17(d)(1)(i).
2448 Reg. §1.162-17(d)(1)(ii).
2449 Reg. §1.162-17(d)(1)(iii) (reference to §267(b)).
2450 Reg. §1.162-17(d)(1)(iv).
2451 Reg. §1.162-17(d)(2).
2452 See §274(d); Reg. §1.162-17(d)(3). In Khinda v. Commissioner, T.C.

Summ. Op. 2017-32, the taxpayer’s noncontemporaneous reconstructed partial
records were inadequate to support his unreimbursed employee business ex-
pense deductions for vehicle expenses, parking fees and tolls, and travel ex-
penses while away from home. Similarly, the taxpayer’s records were inade-
quate or wholly lacking for utility, travel and meal deductions related to his
consulting business, and the taxpayer was unable to establish that the expenses
were ordinary and necessary to his consulting business.

tax year that is not attributable to employer provided amounts,
subject to a limitation.2453 The housing cost amount is the excess
of the taxpayer’s housing expenses over the product of 16% of
the exclusion amount, multiplied by the number of days within
the tax year that are within the period of foreign country resi-
dence or presence that qualifies the employee for the §911 ex-
clusion.2454 The exclusion amount is $80,000 per year, plus an
annual adjustment for inflation.2455 Employer-provided amounts
are amounts paid or incurred on behalf of the employee by the
employer that constitute foreign earned income included in the
employee’s gross income for the tax year, determined without
regard to the §911 exclusion.2456

The deduction is limited to the product of 30% of the ex-
clusion amount, computed on a daily basis, in effect for the cal-
endar year in which the tax year begins,2457 multiplied by the
number of days within the tax year that are within the period of
foreign country residence or presence that qualifies the employ-
ee for the §911 exclusion.2458 The limitation percentage is 30%,
adjusted in Treasury guidance as deemed necessary based on
geographic differences in housing costs relative to U.S. hous-
ing costs.2459

The §911(c)(4) deduction and its computational compo-
nents are discussed in 6080 T.M., Section 911 and Other In-
ternational Tax Rules Relating to U.S. Citizens and Residents
(Foreign Income Series).

B. Farming

1. Application of §162 to Specific Expenses

a. In General

Because the nature of the trade or business of farming is
unique in many ways, special rules elaborate on the application
of §162 to farmers.2460 Trade or business deductions for farm-
ers are described in VI.B.1.b. through VI.B.1.f., below, and are
discussed in 607 T.M., Farm and Ranch Expenses and Credits.

b. Operating Expenses

(1) In General

Farmers who operate farms for profit are allowed to deduct
as necessary expenses all amounts actually expended in carry-
ing on the business of farming.2461 The cost of ordinary tools of
short life or small cost, such as hand tools, including shovels
and rakes, is deductible.2462 The purchase of feed and other costs
connected with raising livestock may be treated as expense de-
ductions to the extent those costs represent actual outlays, but

2453 §911(c)(4)(A); Reg. §1.911-4(e)(1).
2454 §911(c)(1).
2455 §911(b)(2)(D). For the annual inflation-adjusted amounts, see Tables,

Charts & Lists, Foreign Earned Income Exclusion Tables by Year.
2456 §911(c)(4)(D).
2457 §911(c)(2)(A)(i).
2458 §911(c)(2)(A)(ii).
2459 §911(c)(2)(A)(i), §911(c)(2)(B).
2460 E.g., Reg. §1.162-12.
2461 Reg. §1.162-12(a).
2462 Id.
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no deduction is allowed for farm produce grown on the farm or
for the farmer’s labor.2463

(2) Crop Method

If the farmer is engaged in producing crops and the process
of gathering and disposing of the crops is not completed within
the tax year in which they were planted, the deduction for the
expenses of raising the crop may be determined under the crop
method, if the IRS consents.2464 Under the crop method, the de-
ductions must be claimed in the tax year in which the gross in-
come from the crop is realized.2465

(3) Seed, Feed, and Fertilizer

If the crop method is not used, the cost of seed and young
plants purchased for further development and cultivation be-
fore sale in later years may be deducted as an expense in the
year of purchase, provided the farmer follows a consistent prac-
tice of deducting these costs as an expense each year.2466 This
rule does not apply to the planting of timber.2467 Deductions on
account of raising timber are described in VI.C., below.

The cost of feed for livestock paid in the tax year but to
be consumed in a subsequent tax year is deductible in the year
of payment if the expenditure is not a deposit, the prepayment
is made for business and not tax avoidance reasons, and the
deduction does not materially distort income.2468 Assuring feed
supplies at a guaranteed maximum price is a business reason,2469

but if the deduction materially distorts income it does not mat-
ter if the other requirements have been met.2470 Repeatedly buy-
ing feed at the end of a tax year and selling the feed back to the
vendor at the beginning of the following year makes it impos-
sible to demonstrate a business purpose.2471

Under §464, limitations apply to farming syndicates, and
to certain farmers that prohibit certain prepaid deductions for
seed, feed, fertilizer and similar expenses.2472 The §464 timing
limitations are discussed in 607 T.M., Farm and Ranch Expens-
es and Credits, and 608 T.M., Reporting Farm Income.

c. Machinery and Buildings

The cost of farm machinery, equipment, automobiles and
farm buildings are a capital investment and are not deductible
other than through depreciation deductions.2473 The cost of fuel
for farming equipment and repairs to the equipment is de-
ductible.2474

2463 Id.
2464 Id.
2465 Reg. §1.162-12(a). See, e.g., Kahuku Plantation Co. v. Commissioner,

43 B.T.A. 784 (1941), aff’d, 132 F.2d 671 (9th Cir. 1942).
2466 Reg. §1.162-12(a).
2467 Id.
2468 Rev. Rul. 79-229, 1979-2 C.B. 210.
2469 See Mann v. Commissioner, 483 F.2d 673 (8th Cir. 1973), rev’g 31

T.C.M. 808 (1972).
2470 See Clement v. United States, 580 F.2d 422 (Ct. Cl. 1978), cert. denied,

440 U.S. 907 (1979), adopting in part 77-2 USTC ¶ 9600 (Ct. Cl. 1977).
2471 See Gragg v. United States, 26 F.3d 1118 (5th Cir. 1994).
2472 §464.
2473 Reg. §1.162-12(a), Reg. §1.167(a)-6(b).
2474 Reg. §1.162-12(a).

d. Animals

Amounts expended in purchasing work, breeding, dairy or
sport animals are capital expenditures.2475 These amounts are ei-
ther recovered through depreciation or included in inventory,
depending on the use of the animal.2476 The cost of raising live-
stock can be deducted or capitalized at the taxpayer’s option.2477

Farming can involve the breeding and raising of animals that
are hunted as well as animals that are slaughtered.2478

e. Preparatory Expenditures

Amounts expended during the preparatory period of the
farm, before development or operations begin, must be capital-
ized.2479 Preparatory activities include land clearing if the §175
election does not apply, as described in VI.B.2., below,2480 ir-
rigation equipment installation,2481 cost of trees,2482 and initial
planting.2483 The capitalization limitation is discussed in 509
T.M., Principles of Capitalization.

f. Development Expenditures

Amounts expended in the development of farms, orchards
and ranches before the time when the productive state is
reached may be regarded as a capital investment, at the election
of the taxpayer.2484 Development expenses are those paid or in-
curred during the growing stages.2485 However, the uniform cap-
italization rules generally restrict this election to plants with a
preproductive period of two years or less.2486 The uniform capi-
talization rules are discussed in 577 T.M., Uniform Capitaliza-
tion Rules: Special Topics; Method Change Rules.

2. Soil and Water Conservation and Endangered
Species Recovery Expenditures

a. In General

Under §175, taxpayers engaged in the business of farming
may treat soil or water conservation expenditures paid or in-
curred during the tax year as expenditures that are not charge-
able to capital account.2487 The expenditures so treated are al-
lowed as deductions.2488

2475 Reg. §1.162-12(a). E.g., Rev. Rul. 72-113, 1972-1 C.B. 99.
2476 Reg. §1.167(a)-6(b). E.g., Wiener v. Commissioner, 58 T.C. 81 (1972),

aff’d on other issues, 494 F.2d 691 (9th Cir. 1974); Herbert A. Nieman & Co.
v. Commissioner, 33 T.C. 451 (1959), acq., 1965-2 C.B. 6; Tenney v. Commis-
sioner, 42 B.T.A. 1049 (1940); Smith v. Commissioner, 15 T.C.M. 139 (1956).

2477 Reg. §1.162-12(a), Reg. 1.471-6(a). E.g., Duggar v. Commissioner, 71
T.C. 147 (1978); Welder v. United States, 329 F. Supp. 739 (S.D. Tex. 1971),
aff’d, 461 F.2d 1269 (5th Cir. 1972).

2478 TAM 9615001.
2479 E.g., Gleis v. Commissioner, 24 T.C. 941 (1955), aff’d, 245 F.2d 237

(6th Cir. 1957); McBride v. Commissioner, 23 T.C. 901 (1955), acq., 1955-2
C.B. 7.

2480 E.g., Harding v. Commissioner, 29 T.C.M. 789 (1970).
2481 E.g., Thompson & Folger Co. v. Commissioner, 17 T.C. 722 (1951).
2482 E.g., Gyro Eng’g Corp. v. Commissioner, 33 T.C.M. 1343 (1974).
2483 E.g., Rev. Rul. 83-28, 1983-1 C.B. 47.
2484 Reg. §1.162-12(a). E.g., Estate of Wilbur v. Commissioner, 43 T.C.

322 (1964); Whitman v. United States, 248 F. Supp. 845 (W.D. La. 1965).
2485 See Wagner Mills, Inc. v. Commissioner, 33 T.C.M. 1267 (1974), aff’d,

530 F.2d 827 (8th Cir. 1976).
2486 §263A(a), §263A(d)(1)(A).
2487 §175(a).
2488 §175(a).

Detailed AnalysisDetailed Analysis VI.B.2.a.VI.B.2.a.

505-4th © 2026 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-61746-967-1 03/01/2026 A - 111



The deductibility of soil and water conservation expendi-
tures is described in VI.B.2.b. through VI.B.2.f., below, and is
discussed in 607 T.M., Farm and Ranch Expenses and Credits.

b. Adoption of Method

A taxpayer may, without the consent of the IRS, adopt the
current expense method for soil and water conservation expen-
ditures for the first tax year for which §175(a) expenditures are
paid or incurred.2489 With the consent of the IRS, a taxpayer may
adopt the current expense method at any time.2490

c. Scope of Method

If the current expense method for soil and water conserva-
tion expenditures is adopted, it applies to all of the taxpayer’s
soil and water conservation expenditures.2491 The method adopt-
ed must be followed in computing taxable income for the tax
year of adoption and all subsequent tax years, unless the IRS
approves a change to a different method with respect to some
or all of the expenditures.2492

d. Percentage Limitation

The amount deductible under §175 for any tax year is lim-
ited to 25% of the gross income derived from farming during
the tax year.2493 Gross income from farming does not include
gains from the sale of assets or from the disposition of land.2494

If the soil and water conservation expenditures treated as an ex-
pense for the tax year exceed the 25% limitation, the excess is
deductible in succeeding tax years in order of time, subject to
the 25% limitation in each of those tax years.2495

e. Soil and Water Conservation Expenditures Defined

(1) In General

Soil and water conservation expenditures are expenditures
paid or incurred by the taxpayer for the purpose of soil or water
conservation with respect to land used in farming or for the
prevention of erosion of land used in farming.2496 Expenditures
that meet this definition are those for the treatment or mov-
ing of earth, including, but not limited to, leveling, grading
and terracing, contour furrowing, the construction, control, pro-
tection of diversion channels, drainage ditches, earthen dams,
watercourses, outlets, and ponds, the eradication of brush and
the planting of windbreaks.2497 Soil and water conservation ex-
penditures also include expenditures paid or incurred for the
purpose of achieving site-specific management actions recom-
mended in recovery plans approved pursuant to the Endangered
Species Act of 1973.2498

2489 §175(d)(1).
2490 §175(d)(2).
2491 §175(e).
2492 §175(e).
2493 §175(b).
2494 Id.
2495 §175(b).
2496 §175(a).
2497 §175(c)(1).
2498 §175(c)(1)(B).

(2) Exceptions

Soil and water conservation expenditures do not include
amounts paid or incurred for the purchase, construction, instal-
lation or improvement of structures, appliances or facilities of
a character subject to the allowance for depreciation deductions
under §167.2499 Soil and water conservation expenditures do not
include any amount paid or incurred which is allowable as a de-
duction without regard to §175.2500

(3) Conservation and Drainage District Assessments

(a) In General

Soil and water conservation expenditures also include any
amount that satisfies two conditions.2501 First, the amount must
not be otherwise allowable as a deduction.2502 Second, the
amount must be paid or incurred to satisfy any part of an as-
sessment levied by a soil or water conservation or drainage dis-
trict to defray expenditures made by the district which meet
one of two tests.2503 The first test is met if the district’s expen-
ditures would be soil and water conservation expenditures de-
ductible under §175 if they were made by the taxpayer.2504 The
second test is met if the expenditures are for property of a char-
acter subject to the allowance for depreciation deductions un-
der §167 and used in the district’s business as such, but only to
the extent that the taxpayer’s share of the assessments levied on
members of the district does not exceed 10% of those assess-
ments.2505

(b) Nine Year Amortization

If the amount of the assessment paid or incurred by the tax-
payer during the tax year, for expenditures that meet the sec-
ond test, exceeds 10% of all such assessments which have been
and will be levied on the taxpayer’s land, and if the excess is
more than $500, then the entire excess is treated as having been
paid or incurred ratably over each of the nine succeeding tax
years.2506 If the land with respect to which the assessment is
levied is sold or otherwise disposed of during the nine-year pe-
riod, any remaining excess not yet treated as having been paid
or incurred for the tax year before the sale or disposition is
added to the adjusted basis of the land and is not treated as hav-
ing been paid or incurred in any subsequent tax year.2507 If the
taxpayer dies during the nine-year period, any remaining excess
not yet treated as having been paid or incurred for the tax year
ending before the death is treated as having been paid in the tax
year during which the taxpayer dies.2508

(4) Land Used in Farming

Land used in farming is land used before, or simultane-
ously with the soil and water conservation expenditures, by the

2499 §175(c)(1)(A).
2500 §175(c)(1)(B).
2501 §175(c)(1).
2502 §175(c)(1) (flush language).
2503 Id.
2504 §175(c)(1) (flush language (i)).
2505 §175(c)(1) (flush language (ii)).
2506 §175(f)(1).
2507 §175(f)(2).
2508 §175(f)(3).
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taxpayer or a tenant of the taxpayer for the production of crops,
fruits or other agricultural products or for the sustenance of
livestock.2509

f. Policy Limitations

(1) Conservation Plan Consistency

No deduction under §175 is allowed for an expenditure
unless it is consistent with any plan approved by the Soil Con-
servation Service of the Department of Agriculture or the re-
covery plan approved pursuant to the Endangered Species Act
of 1973 for the area in which the land is located, or if there is
no such plan, with any soil conservation plan of a comparable
state agency.2510

(2) Wetlands

No deduction under §175 is allowed for an expenditure
made in connection with the draining or filling of wetlands or
land preparation for center pivot irrigation systems.2511

3. Land Conditioning Expenditures

a. In General

Under §180, a taxpayer engaged in the business of farming
may elect to treat land conditioning expenditures paid or in-
curred during the tax year as expenditures that are not charge-
able to capital account.2512 The expenditures so treated are al-
lowed as deductions.2513

The deductibility of land conditioning expenditures is de-
scribed in VI.B.3.b. through c., below, and is discussed in 607
T.M., Farm and Ranch Expenses and Credits.

b. Land Conditioning Expenditures Defined

Land conditioning expenditures are those made for the
purchase or acquisition of fertilizer, lime, ground limestone,
marl or other materials to enrich, neutralize, condition land
used in farming or for the application of those materials to the
land.2514 Land used in farming is land used, before or simulta-
neously with the soil and water conservation expenditures, by
the taxpayer or a tenant of the taxpayer for the production of
crops, fruits or other agricultural products or for the sustenance
of livestock.2515

c. Election

The §180 election for any tax year must be made by the
due date, including extensions, for filing the tax return for that
tax year.2516 The election is made by claiming a deduction for
land conditioning expenditures that are otherwise chargeable to
capital account.2517 Once made for a tax year, the election can-
not be revoked without the consent of the IRS.2518

2509 §175(c)(2).
2510 §175(c)(3)(A).
2511 §175(c)(3)(B).
2512 §180(a).
2513 Id.
2514 §180(a).
2515 §180(b).
2516 §180(c).
2517 §180(c).
2518 §180(c).

C. Timber, Oil and Gas, and Minerals

1. In General

Because the nature of the trades or businesses of growing
timber, producing oil and gas and extracting minerals are
unique in many ways, special rules elaborate on the application
of §162 to taxpayers engaged in those trades or businesses.
Special deductions also are provided to taxpayers engaged in
one or another of these trades or businesses.2519 Deductions for
taxpayers engaged in these trades or businesses are described
in VI.C.2. through 10., below, and are discussed in 601 T.M.,
Mineral Properties — Exploration, Acquisition, Development
and Disposition, 603 T.M., Mineral Properties Other Than Gas
and Oil — Operation, 605 T.M., Oil and Gas Transactions, and
610 T.M., Timber Transactions.

2. Application of §162 to Specific Expenses

a. Lease Payments and Royalties

Minimum royalties paid under a mining lease are de-
ductible,2520 but royalties based on production are not deductible
until production occurs.2521 Gas and oil overriding royalties are
deductible under §162.2522

First year rental payments under competitive governmen-
tal or private nongovernmental oil and gas leases are deductible
under §162 if the payments have the characteristics of a delay
rental that are not lease bonuses, but may be capitalized at the
lessee’s option.2523 An operator of an oil or gas lease paying
a percentage of profits to the assignor of the lease is allowed
to deduct the amounts paid, and is not required to capitalize
them.2524 Expenses paid or incurred to pay production payments
and to extinguish the interest of the seller of the lease are not
deductible because they are part of the purchase price of the
lease.2525

b. Forest Management

The expenses of managing forests held for the production
of timber are deductible under §162.2526

2519 See, e.g., §179B, §193, §194, §611, §613, §613A, §616, §617, §631.
2520 E.g., Helvering v. Russian Fin. & Constr. Corp., 77 F.2d 324 (2d Cir.

1935), aff’g 2 B.T.A.M. 716 (1933); Commissioner v. Jamison Coal & Coke
Co., 67 F.2d 342 (3d Cir. 1933), modifying in part 24 B.T.A. 554 (1931); Bur-
net v. Hutchinson Coal Co., 64 F.2d 275 (4th Cir. 1933), cert. denied, 290 U.S.
652 (1933), aff’g 24 B.T.A. 973 (1931); Merillat v. Commissioner, 9 B.T.A.
813 (1927).

2521 E.g., Ward v. Commissioner, 784 F.2d 1424 (9th Cir. 1986), aff’g
48 T.C.M. 1479 (1984); Wiseman v. Commissioner, 53 T.C.M. 1432 (1987);
Walls v. Commissioner, 46 T.C.M. 1158 (1983).

2522 E.g., Carter Found. Prod. Co. v. Campbell, 61-2 USTC ¶ 9630 (N.D.
Tex. 1961), aff’d in part and rev’d in part on other issues, 322 F.2d 827 (5th
Cir. 1963).

2523 Rev. Rul. 80-49, 1980-1 C.B. 127.
2524 Burton-Sutton Oil Co., Inc. v. Commissioner, 328 U.S. 25 (1946), rev’g

150 F.2d 621 (5th Cir. 1945), aff’g 3 T.C. 1187 (1944), on remand, 168 F.2d
903 (5th Cir. 1946); Commissioner v. Gracey, 159 F.2d 324 (5th Cir. 1947),
rev’g in part and aff’g in part 5 T.C. 296 (1945).

2525 Producers Chemical Co. v. Commissioner, 50 T.C. 940 (1968).
2526 E.g., Wilmington Trust Co. v. United States, 610 F.2d 703 (Ct. Cl.

1979), aff’g McMullan v. United States, 78-2 USTC ¶ 9656 (Ct. Cl. 1978).
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c. Timber Cruising

The costs of paying employees to cruise timber paid by a
taxpayer in the business of trading timber and timber lands is
deductible under §162.2527 Incidental expenses of the cruise also
are deductible.2528

3. Depletion

a. In General

Under §611, a reasonable allowance for depletion and de-
preciation of improvements is allowed in the case of mines,
oil and gas wells, other natural deposits and timber, depending
on the peculiar conditions in each case.2529 For this purpose,
mines include deposits of waste or residue, if the extraction of
ores or minerals from the deposits is treated as mining under
§613(c).2530 If percentage depletion under §613, allowable for
deposits other than oil, gas and timber, described in VI.C.4., be-
low, generates a greater allowance for depletion for a tax year,
then the §613 deduction is allowable in lieu of §611 cost deple-
tion deduction.2531

Depletion is described in VI.C.3.b. through d., below, and
is discussed in 603 T.M., Mineral Properties Other Than Gas
and Oil — Operation.

b. Computation for Property Other than Timber

(1) In General

The depletion deduction for a tax year with respect to de-
pletable property other than timber is computed by dividing the
basis for depletion by the number of units of mineral remain-
ing as of the tax year, and by multiplying that amount by the
number of units of mineral sold during the tax year.2532 The to-
tal aggregate depletion deductions with respect to a property is
limited to the cost or other basis of that property, plus allowable
capital additions, although percentage depletion under §613 is
thereafter allowable.2533

The unit of mineral is the principal or customary unit paid
for, and can be tons of ore, barrels of oil or thousands of cubic
feet of gas.2534 If production from a natural gas well is not me-
tered, the taxpayer may use rock pressure differential computa-
tions.2535

(2) Basis for Depletion

The basis on which depletion is computed with respect to
any property is the adjusted basis of the property provided in
§1011 for determining gain upon the disposition of the proper-
ty.2536 Basis does not include amounts recoverable through de-

2527 E.g., Alabama Mineral Land Co. v. Commissioner, 28 B.T.A. 586
(1933); Robinson Land & Lumber Co. of Alabama, Inc. v. United States, 112
F. Supp. 33 (S.D. Ala. 1953).

2528 E.g., Drey v. United States, 61-1 USTC ¶ 9116 (E.D. Mo. 1960).
2529 §611(a); Reg. §1.611-1(a)(1).
2530 §611(a).
2531 Reg. §1.611-1(a)(1).
2532 Reg. §1.611-2(a)(1).
2533 Reg. §1.611-2(b)(2).
2534 Reg. §1.611-2(a)(1).
2535 See Reg. §1.611-2(a)(4).
2536 §612; Reg. §1.611-2(a)(1), Reg. §1.612-1(a).

preciation or other deductions,2537 or the residual value of land
and improvements.2538

Special rules apply to determining basis in the case of
mines,2539 oil and gas wells2540 and geothermal wells.2541 Basis,
and the depletion deduction, is adjusted in the case of bonus
payments,2542 advanced royalties2543 and delay rental.2544

(3) Number of Units Remaining as of the Tax Year

The number of units of mineral remaining as of the tax
year equals the number of units of mineral remaining to be re-
covered at the end of the tax year plus the number of units sold
during the tax year.2545 Special rules apply to the determination
of the number of recoverable units remaining.2546 If it is ascer-
tained as a result of operations or of development work that re-
coverable units are greater or less than the prior estimate then
the prior estimate must be revised and the allowance for deple-
tion must be based on the revised estimate.2547

(4) Number of Units Sold During the Tax Year

The number of units sold during the tax year by a cash
method taxpayer is the number of units for which payment is
received during the tax year even though produced or sold be-
fore the tax year.2548 The number of units sold during the tax
year by an accrual method taxpayer is determined from the tax-
payer’s inventories kept in physical quantities in a manner con-
sistent with the taxpayer’s method of inventory accounting.2549

c. Computation for Timber Property

(1) In General

The depletion deduction for a tax year with respect to tim-
ber equals the number of units of timber cut during that year
multiplied by the depletion unit for the timber.2550 Depletion is
separately computed for each timber account maintained by the
taxpayer,2551 though taxpayers have relatively broad latitude to
form or divide blocks of timber.2552 Taxpayers who maintain
timber accounts on a monthly basis may compute depletion on
a monthly basis.2553 The total aggregate depletion deductions
with respect to a timber account is limited to the cost or other
basis of the property in that account plus subsequent allowable
capital additions.2554

2537 Reg. §1.612-1(b)(1)(i).
2538 Reg. §1.612-1(b)(1)(ii).
2539 See Reg. §1.612-2.
2540 See Reg. §1.612-4. See also Reg. §1.611-2(a).
2541 See Reg. §1.612-5.
2542 See Reg. §1.612-3(a).
2543 See Reg. §1.612-3(b).
2544 See Reg. §1.612-3(c).
2545 Reg. §1.611-2(a)(3).
2546 See Reg. §1.611-2(c).
2547 §611(a).
2548 Reg. §1.611-2(a)(2)(i).
2549 Reg. §1.611-2(a)(2)(ii).
2550 Reg. §1.611-3(b)(2).
2551 Id.
2552 See Reg. §1.611-3(d)(1).
2553 See Reg. §1.611-3(b)(2).
2554 Reg. §1.611-3(c)(1).
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(2) Number of Units Cut

The amount of depletion with respect to timber that has
been cut may be computed when the quantity of cut timber is
first accurately measured in the process of exploitation.2555 De-
pletion allowable with respect to units that are cut but the prod-
ucts of which are not sold during the tax year is added to the
closing inventory of those products.2556

(3) Depletion Unit

(a) In General

The depletion unit is determined by dividing recomputed
basis by adjusted units.2557

(b) Recomputed Basis

Recomputed basis equals the adjusted basis2558 of the tim-
ber on hand at the beginning of the tax year, increased by the
cost of the number of units of timber acquired during the tax
year and by proper additions to capital2559 with respect to the
timber.2560 Recomputed basis must be reduced by the adjusted
basis of any timber that the taxpayer elects under §631(a) to
treat as a sale or exchange when it is cut during the tax year.2561

Basis does not include amounts recoverable through de-
preciation or other deductions,2562 or the residual value of land
and improvements.2563 Basis, and the depletion deduction, is ad-
justed in the case of bonus payments,2564 advanced royalties2565

and delay rentals.2566

(c) Adjusted Units

Adjusted units equals the total number of units of timber
on hand in the timber account at the beginning of the tax year,
plus the number of units acquired during the tax year, plus any
amount required to be added to correct the estimate of remain-
ing units, minus any amount required to be subtracted to cor-
rect the estimate of remaining units.2567 Special rules apply to
the determination of the number of remaining units.2568

d. Taxpayers Entitled

(1) In General

The depletion deduction is allowable only to the owner of
an economic interest in mineral deposits or standing timber.2569

An economic interest is possessed if the taxpayer has acquired
by investment any interest in mineral in place or standing tim-

2555 Reg. §1.611-3(b)(1).
2556 Id.
2557 See Reg. §1.611-3(b)(2).
2558 See §1012, §1016.
2559 See Reg. §1.611-3(b)(2).
2560 Id.
2561 Reg. §1.611-3(b)(3); §1.612-1(b)(2).
2562 Reg. §1.612-1(b)(1)(i).
2563 Reg. §1.612-1(b)(1)(ii).
2564 See Reg. §1.612-3(a).
2565 See Reg. §1.612-3(b).
2566 See Reg. §1.612-3(c).
2567 Reg. §1.611-3(b)(2).
2568 See Reg. §1.611-3(e).
2569 Reg. §1.611-1(b)(1).

ber, and secures, by any form of legal relationship, income de-
rived from the extraction of the mineral or severance of the tim-
ber, to which the taxpayer must look for a return of the invested
capital.2570 A person with no capital interest in the mineral de-
posit or standing timber does not possess an economic interest
merely because a contractual right gives the person a mere eco-
nomic or pecuniary advantage derived from production.2571

No depletion deduction is allowed to an owner of timber,
coal or domestic iron ore if the owner has disposed of the tim-
ber, coal or iron ore under any form of contract through which
the owner retains an economic interest, if the disposition is
treated as a sale under §631(b) or (c).2572 Treatment of dispo-
sitions with retained interests as sales under §631(b) or (c) is
discussed in 603 T.M., Mineral Properties Other Than Gas and
Oil — Operation.

(2) Multiple Owners or Interests

The depletion deduction must be equitably apportioned
between the lessor and the lessee.2573 If depletable property is
held by one person for life with remainder to another person,
the depletion deduction is computed as though the life tenant
were the absolute owner and is allocated entirely to the life ten-
ant.2574 If depletable property is held in trust, the depletion de-
duction is apportioned between the income beneficiaries and
the trustee in accordance with the pertinent provisions of the
instrument creating the trust, or, if there are no such provisions,
on the basis of the trust income allocated to the income bene-
ficiaries and the trustee.2575 If depletable property is held by an
estate, the depletion deduction is apportioned between the es-
tate and the heirs, legatees and devisees on the basis of the in-
come of the estate allocable to each.2576 If depletable property is
held by a corporation, the depletion deduction is allowed to the
corporation and not its shareholders.2577

4. Percentage Depletion

a. In General

Under §613, the §611 depletion allowance is determined
by multiplying the gross income from the property by the spec-
ified percentage,2578 but percentage depletion is not applicable
for a tax year for which the allowance under §611 without re-
gard to §613 is greater.2579

Percentage depletion is described in VI.C.4.b. through e.,
below, and is discussed in 603 T.M., Mineral Properties Other
Than Gas and Oil — Operation, and 605 T.M., Oil and Gas
Transactions.

2570 Id.
2571 Id.
2572 Reg. §1.611-1(b)(2).
2573 §611(b)(1); Reg. §1.611-1(c)(2).
2574 §611(b)(2); Reg. §1.611-1(c)(3).
2575 §611(b)(3); Reg. §1.611-1(c)(4).
2576 §611(b)(4); Reg. §1.611-1(c)(5).
2577 Reg. §1.611-1(b)(1).
2578 §613(a); Reg. §1.613-1.
2579 §613(a); Reg. §1.613-1.
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b. Excluded Properties

(1) In General

Percentage depletion is allowable only with respect to the
mines, wells and other properties for which specified percent-
ages are provided.2580 Thus, percentage depletion is not allow-
able with respect to timber.2581 Percentage depletion is not al-
lowable with respect to the income from a disposal of coal or
lignite or domestic iron ore with a retained economic interest to
the extent the income is treated under §631(c) as from a sale of
coal or iron ore.2582 Treatment of dispositions with retained in-
terests as sales under §631(b) or (c) is discussed in 603 T.M.,
Mineral Properties Other Than Gas and Oil — Operation.

Except as provided under §613A, percentage depletion is
not allowable with respect to oil and gas wells.2583

(2) Natural Gas Exception

Regulated natural gas2584 and natural gas sold under a fixed
contract2585 are not subject to the limitation applicable to oil and
gas wells.2586 Qualified natural gas from geopressured brine2587

also is not subject to this limitation.2588

(3) Independent Producer Exception

Independent producers and royalty owners (which ex-
cludes retailers and certain refiners)2589 are entitled to a percent-
age depletion allowance of 15%.2590 The percentage depletion
allowance applies to the gross income from so much of the tax-
payer’s average daily production2591 of domestic crude oil as
does not exceed the taxpayer’s depletable oil quantity;2592 and to
the gross income from so much of the taxpayer’s average daily
production of natural gas2593 as does not exceed the taxpayer’s
depletable natural gas quantity.2594

If the taxpayer so elects,2595 the portion of the taxpayer’s
average daily marginal production2596 of domestic crude oil that
does not exceed the taxpayer’s depletable oil quantity deter-
mined without regard to §613A(c)(3)(A)(ii) is subject to per-
centage depletion.2597 If the taxpayer so elects,2598 the portion of
the taxpayer’s average daily marginal production2599 of domes-

2580 See §613(a).
2581 See §613(a), §613(b).
2582 Reg. §1.613-2(c)(4).
2583 §613(d), §613A(a); Reg. §1.613A-1.
2584 See §613A(b)(3)(B).
2585 See §613A(b)(3)(A).
2586 §613A(b)(1).
2587 See §613A(b)(3)(C).
2588 §613A(b)(2).
2589 §613A(d)(2), §613A(d)(4).
2590 §613A(c)(1).
2591 See §613A(c)(2).
2592 See §613A(c)(3).
2593 See §613A(c)(2).
2594 See §613A(c)(4).
2595 See §613A(c)(6)(B); Reg. §1.613A-5.
2596 See §613A(c)(6)(D), §613A(c)(6)(E), §613A(c)(6)(F), §613A(c)(6)

(G).
2597 §613A(c)(6)(A)(i).
2598 See §613A(c)(6)(B); Reg. §1.613A-5.
2599 See §613A(c)(6)(D), §613A(c)(6)(E), §613A(c)(6)(F), §613A(c)(6)

(G).

tic natural gas that does not exceed the taxpayer’s depletable
natural gas quantity2600 also is subject to percentage depletion.2601

The preceding exceptions do not apply to retailers,2602 but
this retailer preclusion does not apply if the combined gross re-
ceipts from the retail sales do not exceed $5,000,000.2603 The
preceding exceptions do not apply to taxpayers if they or relat-
ed persons2604 engage in the refining of crude oil and on any day
during the tax year the refinery runs of the taxpayer and any re-
lated person exceed 75,000 barrels, determined by dividing the
aggregate refinery runs for the tax year by the number of days
in the tax year.2605 The preceding exceptions are computed with-
out including in gross income any lease bonus, advance royal-
ty, or other amount payable without regard to production from
the property.2606

Special rules apply to crude oil produced in excess of de-
pletable oil quantity,2607 natural gas produced in excess of de-
pletable natural gas quantity,2608 allocation of taxable income
from the property,2609 partnerships,2610 businesses under common
control,2611 fiscal year taxpayers,2612 interrelationship with the
natural gas exceptions2613 and S corporations.2614

c. Gross Income from the Property

(1) In General

(a) Measurement of Gross Income

In the case of property other than oil or gas wells and other
than geothermal deposits, gross income from the property is the
gross income from mining.2615 In the case of oil and gas wells,
gross income is the amount for which the taxpayer sells the oil
or gas in the immediate vicinity of the well.2616 If the taxpayer
does not sell the oil or gas on the premises but, before sale, con-
verts or manufactures it into a refined product or transports it
from the premises, the gross income is presumed to be the rep-
resentative market or field price of the oil or gas before conver-
sion or transportation.2617

(b) Exclusions

Gross income from the property is determined by exclud-
ing an amount equal to any rents or royalties paid by the tax-
payer with respect to the property.2618 Gross income does not in-
clude an amount equal to the amount of bonus payments paid

2600 See §613A(c)(6)(A)(ii).
2601 §613A(c)(6)(A)(ii).
2602 See §613A(d)(2).
2603 §613A(d)(2) (flush language).
2604 See §613A(d)(3).
2605 §613A(d)(4).
2606 §613A(d)(5).
2607 See §613A(c)(7)(A).
2608 See §613A(c)(7)(B).
2609 See §613A(c)(7)(C).
2610 See §613A(c)(7)(D).
2611 See §613A(c)(8).
2612 See §613A(c)(9).
2613 See §613A(c)(10).
2614 See §613A(c)(11).
2615 §613(c)(1); Reg. §1.613-4(a).
2616 Reg. §1.613-3.
2617 Id.
2618 §613(a); Reg. §1.613-2(c)(5)(i).
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with respect to the property in any tax year that is allocable to
the product that is sold.2619 Gross income does not include an
amount equal to any deduction claimed for the tax year on ac-
count of any advance royalties paid with respect to the proper-
ty.2620

(2) Mining

(a) In General

Mining includes not merely the extraction of the ores or
minerals from the ground but also other activities.2621 Mining
includes the treatment processes considered as mining and the
treatment processes necessary or incidental2622 to those process-
es.2623 Mining also includes so much of the transportation of
ores or minerals, whether or not by common carrier, from the
point of extraction from the ground to the plants or mills in
which those treatment processes are applied as is not in excess
of 50 miles,2624 unless the IRS determines that a greater distance
is warranted from the physical or other requirements of the sit-
uation.2625 Mining also includes the extraction by mine owners
or operators of ores or minerals from the waste or residue of
prior mining, but this does not include extraction of the mineral
or ore by a purchaser of the waste or residue or by a purchas-
er of the rights to extract ores or minerals from the waste or
residue.2626

(b) Treatment Processes Considered as Mining

Treatment processes considered as mining include the fol-
lowing, to the extent they are applied by the mine owner or op-
erator to the ore or mineral with respect to which the owner or
operator is claiming depletion:

• Coal: cleaning, breaking, sizing, dust allaying, treating to
prevent freezing and loading for shipment.2627

• Sulfur recovered by the Frasch process: cleaning, pump-
ing to vats, cooling, breaking and loading for shipment.2628

• Iron ore, bauxite, ball and sagger clay, rock asphalt, and
ores or minerals which are customarily sold in the form
of a crude mineral product:2629 sorting,2630 concentrating,2631

sintering,2632 substantially equivalent processes to bring to
shipping grade and form2633 and loading for shipment.2634

• Lead, zinc, copper, gold, silver, uranium, fluorspar ores,
potash and ores or minerals which are not customarily
sold in the form of the crude mineral product: crushing,

2619 Reg. §1.613-2(c)(5)(ii).
2620 Reg. §1.613-2(c)(5)(iii).
2621 §613(c)(2); Reg. §1.613-4(f)(1).
2622 See Reg. §1.613-4(f)(2)(iii).
2623 §613(c)(2); Reg. §1.613-4(f)(2).
2624 §613(c)(2). See Reg. §1.613-4(f)(1)(iii).
2625 §613(c)(2); Reg. §1.613-4(f), (h).
2626 §613(c)(3). See Reg. §1.613-4(f)(2)(iv).
2627 §613(c)(4)(A); Reg. §1.613-4(f)(2)(i)(a).
2628 §613(c)(4)(B); Reg. §1.613-4(f)(2)(i)(b).
2629 See Reg. §1.613-4(f)(2)(i)(c).
2630 See Reg. §1.613-4(f)(3)(i).
2631 Id.
2632 See Reg. §1.613-4(f)(3)(ii).
2633 See Reg. §1.613-4(f)(3)(iii).
2634 §613(c)(4)(C); Reg. §1.613-4(f)(2)(i)(c)(2).

grinding, and beneficiation by gravity, flotation, amalga-
mation, electrostatic, or magnetic concentration, cyanida-
tion,2635 leaching,2636 crystallization,2637 precipitation2638 other
than electrolytic deposition, roasting, thermal or electric
smelting or refining,2639 or by substantially equivalent
processes or combination of processes used in the separa-
tion or extraction of the product or products from the ore
or the mineral or minerals from other material from the
mine or other natural deposit.2640

• Talc: pulverization.2641

• Magnesite: burning.2642

• Phosphate rock: sintering2643 and nodulizing.2644

• Trona: decarbonization.2645

• Quicksilver ores: furnacing.2646

• Calcium carbonates and other minerals when used in
making cement: all processes, other than preheating the
kiln feed, applied before the introduction of the kiln feed
into the kiln, but not including any subsequent process.2647

• Clay in the 5% or 7.5% specified percentage categories,
as described in VI.C.4.d., below: crushing, grinding and
separating the mineral from the waste, but not including
any subsequent process.2648

• Oil shale: extraction from the ground, crushing, loading
into the retort and retorting, but not hydrogenation, refin-
ing or any other process subsequent to retorting.2649

Treatment processes considered as mining also include
any other treatment processes prescribed by the IRS which,
with respect to the particular ore or mineral, is consistent with
the preceding list.2650 Unless included in the preceding list, or
as necessary or incidental2651 to processes in that list, electrolyt-
ic deposition, roasting, calcining,2652 thermal and electric smelt-
ing,2653 refining,2654 polishing,2655 fine pulverization,2656 blending
with other materials,2657 treatment effecting a chemical

2635 See Reg. §1.613-4(f)(2)(i)(d).
2636 Id.
2637 Id.
2638 Id.
2639 See Reg. §1.613-4(f)(4), §1.613-4(g).
2640 §613(c)(4)(D); Reg. §1.613-4(f)(2)(i)(d), §1.613-4(f)(4).
2641 §613(c)(4)(E); Reg. §1.613-4(f)(2)(i)(e)(2).
2642 §613(c)(4)(E); Reg. §1.613-4(f)(2)(i)(e)(3).
2643 See Reg. §1.613-4(f)(3)(ii), Reg. §1.613-4(f)(2)(i)(e)(4).
2644 §613(c)(4)(E); Reg. §1.613-4(f)(2)(i)(e)(4).
2645 §613(c)(4)(E).
2646 §613(c)(4)(E); Reg. §1.613-4(f)(2)(i)(e)(1).
2647 §613(c)(4)(F); Reg. §1.613-4(f)(2)(ii)(a).
2648 §613(c)(4)(G); Reg. §1.613-4(f)(2)(ii)(b).
2649 §613(c)(4)(H); Reg. §1.613-4(f)(2)(ii)(d).
2650 §613(c)(4)(I). See Reg. §1.613-4(f)(2)(ii)(c), (5).
2651 See Reg. §1.613-4(f)(2)(iii).
2652 See Reg. §1.613-4(g)(6)(i).
2653 See Reg. §1.613-4(g)(6)(ii).
2654 See Reg. §1.613-4(g)(6)(iii).
2655 See Reg. §1.613-4(g)(6)(iv).
2656 See Reg. §1.613-4(g)(6)(v).
2657 See Reg. §1.613-4(g)(6)(vi).
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change,2658 thermal action,2659 molding and shaping are not treat-
ment processes considered as mining.2660

d. Specified Percentage

Generally, the specified percentages are as follows:

• 22%: sulphur,2661 uranium,2662 extractions from deposits
within the United States of anorthosite, clay, laterite and
nephelite syenite, to the extent that alumina and aluminum
compounds are extracted therefrom, asbestos, bauxite, ce-
lestite, chromite, corundum, fluorspar, graphite, ilmenite,
kyanite, mica, olivine, radio grade quartz crystals, rutile,
block steatite talc, zircon,2663 ores from deposits within
the United States of antimony, beryllium, bismuth, cad-
mium, cobalt, columbium, lead, lithium, manganese, mer-
cury, molybdenum, nickel, platinum, platinum group met-
als, tantalum, thorium, tin, titanium, tungsten, vanadium,
zinc2664 and natural gas for which percentage depletion is
allowed under §613A.2665

• 15%: extractions from deposits within the United States
of gold, silver, copper, iron ore,2666 oil shale not within
the 7.5% category,2667 geothermal deposits2668 located in the
United States or a possession of the United States2669 and
crude oil and natural gas within the independent produc-
er exemption of §613A(c)(1),2670 except that the percentage
is increased based on changes in the reference price2671 of
crude oil, to amounts not to exceed 25%.2672

• 14%: metal mines not within the 22% or 15% categories,
rock asphalt, vermiculite,2673 ball clay, bentonite, china
clay, sagger clay and clay used or sold for use for purposes
dependent on its refractory properties, except for clays
within the 22%, 7.5% or 5% categories,2674 aplite, barite,
borax, calcium carbonates, diatomaceous earth, dolomite,
feldspar, fullers earth, garnet, Gilsonite, granite, lime-
stone, magnesite, magnesium carbonates, marble, mollusk
shells, clam shells, oyster shells, phosphate rock, potash,
quartzite, slate, soapstone, stone used or sold by the mine
operator as dimension stone2675 or ornamental stone,2676

thenardite, tripoli, trona, and, unless within the 22% cat-
egory, bauxite, flake graphite, fluorspar, lepidolite, mica,
spodumene, talc, pyrophyllite2677 and all other minerals not

2658 See Reg. §1.613-4(g)(6)(vii).
2659 See Reg. §1.613-4(g)(6)(viii).
2660 §613(c)(5); Reg. §1.613-4(g)(1), §1.613-4(g)(2), §1.613-4(g)(3),

§1.613-4(g)(4), §1.613-4(g)(5).
2661 §613(b)(1)(A).
2662 Id.
2663 §613(b)(1)(B).
2664 Id.
2665 §613A(b)(1).
2666 §613(b)(2)(A).
2667 §613(b)(2)(B).
2668 See §613(e)(2), §613(e)(1)(B).
2669 §613(e)(1).
2670 §613A(c)(1).
2671 See §613A(c)(6)(C) (reference to §45K(d)(2)(C)).
2672 §613A(c)(6)(C).
2673 §613(b)(3)(A).
2674 §613(b)(3)(B).
2675 See Reg. §1.613-2(b)(3).
2676 Id.

within any other category,2678 except minerals within the
second 5% category, and except soil, sod, dirt, turf, water,
mosses, minerals from sea water, the air, or similar inex-
haustible sources and oil and gas wells,2679 but minerals,
other than sodium chloride, from brines pumped from a
saline perennial lake within the United States are not min-
erals from an inexhaustible source.2680

• 10%: asbestos not within the 22% category, brucite, coal,
lignite, perlite, sodium chloride, wollastonite2681 and natur-
al gas from geopressured brine for which percentage de-
pletion is allowed under §613A.2682

• 7.5%: clay and shale used or sold for use in the manufac-
ture of sewer pipe or brick, and clay, shale or slate used
or sold for use as sintered or burned lightweight aggre-
gates.2683

• 5%: gravel, peat, pumice, sand, scoria, shale not within
the 15% or 7.5% categories, stone not within the 14% cat-
egory,2684 clay used or sold for use in the manufacture of
drainage and roofing tile, flower pots, kindred products,2685

bromine, calcium chloride and magnesium chloride from
brine wells.2686

• 5%: minerals that otherwise would be in the 14% catego-
ry, other than slate that would then be within the 7.5% cat-
egory, that are used or sold for use by the mine owner op-
erator as rip rap, ballast, road material, rubble, concrete ag-
gregates or for similar purposes, but not if the sale is made
on bid in direct competition with a bona fide bid to sell a
mineral in the 14% category.2687

Special rules apply if more than one mineral is derived
from a mineral property and those minerals are within different
specified percentage categories.2688

e. Taxable Income Limitations

Percentage depletion is limited to 50% of the taxpayer’s
taxable income2689 from the property.2690 In the case of oil and
gas properties, the limitation percentage is 100%.2691 For this
purpose, taxable income is computed without any allowance for
depletion and without the deduction for qualified domestic pro-
duction activities.2692 The 100% limitation does not apply to tax
years beginning in 1998 through 2007 or tax years beginning
in 2009, with respect to marginal production from oil and gas
properties.2693 Marginal production is domestic crude oil or do-

2677 §613(b)(7).
2678 Id.
2679 §613(b)(7)(A), (B), (C); Reg. §1.613-2(b)(4).
2680 §613(b)(7).
2681 §613(b)(4).
2682 §613A(b)(2).
2683 §613(b)(5).
2684 §613(b)(6)(A).
2685 §613(b)(6)(B).
2686 §613(b)(6)(C).
2687 §613(b)(7).
2688 See Reg. §1.613-2(c)(2).
2689 See Reg. §1.613-5(a), §1.613-5(c).
2690 §613(a).
2691 Id.
2692 §613(a).
2693 §613A(c)(6)(H).

VI.C.4.d.VI.C.4.d. Detailed AnalysisDetailed Analysis

A - 118 03/01/2026 © 2026 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-61746-967-1 505-4th



mestic natural gas produced from a property that is a stripper
well property or a property from which substantially all of the
production is heavy oil.2694

Mining expense deductions taken into account in deter-
mining taxable income for this purpose must be decreased by
an amount equal to so much of any gain that is treated under
§1245 as ordinary income and that is properly allocable to the
property.2695

Percentage depletion with respect to oil and gas for which
percentage depletion is allowed under the independent produc-
er exception described in VI.C.4.b.(3), above, is limited to 65%
of the taxpayer’s taxable income for the tax year,2696 comput-
ed without regard to percentage depletion,2697 the qualified busi-
ness income deduction,2698 net operating loss carrybacks,2699 cap-
ital loss carrybacks,2700 and certain other deductions.2701 For tax
years before 2018, this percentage depletion was also comput-
ed without regard to the U.S. domestic production activities de-
duction under former §199.2702 Amounts disallowed under the
65% limitation are treated as a percentage depletion deduction
for the succeeding tax year, subject to the 65% limitation ap-
plicable to the succeeding tax year.2703

5. Development Expenditures

a. In General

Under §616, development expenditures paid or incurred
during the tax year are deductible in computing taxable income
if they are paid or incurred after the existence of ores or min-
erals in commercially marketable quantities has been dis-
closed.2704 Development expenditures are those paid or incurred
for the development of a mine or other natural deposit other
than an oil or gas well.2705

The deductibility of development expenditures is de-
scribed in VI.C.5.b. through c., below, and is discussed in 601
T.M., Mineral Properties — Exploration, Acquisition, Devel-
opment and Disposition.

b. Exceptions

(1) Expenditures Otherwise Deductible

The §616 deduction does not apply to development ex-
penditures that are deductible under any other provision of the
Code.2706

2694 §613A(c)(6)(D).
2695 §613(a). See Reg. §1.613-5(b).
2696 §613A(d)(1).
2697 §613A(d)(1)(A).
2698 §613A(d)(1)(B), as amended by the TCJA, Pub. L. No. 115-97,

§11011(d)(4), effective for taxable years beginning after December 31, 2017.
2699 §613A(d)(1)(C), as amended by the TCJA, Pub. L. No. 115-97,

§11011(d)(4), effective for taxable years beginning after December 31, 2017.
2700 §613A(d)(1)(D), as amended by the TCJA, Pub. L. No. 115-97,

§11011(d)(4), effective for taxable years beginning after December 31, 2017.
2701 §613A(d)(1)(E), as amended by the TCJA, Pub. L. No. 115-97,

§11011(d)(4), effective for taxable years beginning after December 31, 2017.
2702 Pre-2018 §613A(d)(1)(B) (repealed by the TCJA, Pub. L. No. 115-97,

§13305(b)(5)).
2703 §613A(d)(1).
2704 §616(a).
2705 §616(a).
2706 Reg. §1.616-1(b)(1).

(2) Depreciable Property

The §616 deduction does not apply to expenditures for the
acquisition or improvement of property of a character subject
to depreciation deductions under §167.2707 However, the depre-
ciation deductions are treated as deductible expenditures for
purposes of the §616 deduction.2708

(3) Election of Deduction Based on Production

The §616 deduction does not apply if the taxpayer elects
to treat the development expenditures as deferred expenses de-
ductible on a ratable basis reflecting the taxpayer’s sales of
units of produced ores or minerals benefitted by the expendi-
tures.2709 In the case of development expenditures paid or in-
curred during the development stage of the mine or deposit, the
election applies only to the excess of development expenditures
during the tax year over net receipts during the tax year from
the ores or minerals produced from the mine or deposit.2710 The
election applies to all development expenditures with respect to
the mine or deposit, except to the extent the preceding sentence
applies, and is binding for the tax year.2711

Development expenditures to which the election applies
increase adjusted basis in the property when the election is
made, and the ratable deductions based on production reduce
adjusted basis, but the development expenditures are not in-
cluded in the basis for computing the §611 depletion deduc-
tion.2712

(4) Foreign Development Expenditures

The §616 deduction and the election to deduct develop-
ment expenditures ratably based on production do not apply to
development expenditures paid or incurred with respect to the
development of a mine or other natural deposit, other than an
oil, gas or geothermal well, located outside the United States.2713

Instead, the development expenditures are allowed as a deduc-
tion ratably over the 10 taxable-year period beginning with the
tax year in which the expenditures are paid or incurred.2714 How-
ever, the taxpayer may elect to forego the 10-year amortization
and instead include the development expenditures in the basis
used for computing the §611 depletion deduction.2715

c. Alternative Minimum Tax Election

Under §59(e), a taxpayer who is not a corporation may
elect to amortize over 10 years the development expenditures
that would otherwise be deductible under §616.2716 If the §59(e)
election is made, the amortization deductions are not treated
as items of tax preference for purposes of the alternative min-
imum tax,2717 whereas the amounts deductible under §616 are

2707 §616(a).
2708 Id.
2709 §616(b).
2710 Id.
2711 Id.
2712 §616(c).
2713 §616(d)(1).
2714 §616(d)(2)(B).
2715 §616(d)(2)(A).
2716 §59(e)(1), §59(e)(2).
2717 §59(e)(6).
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so treated.2718 The alternative minimum tax is discussed in 587
T.M., Noncorporate Alternative Minimum Tax and 752 T.M.,
Corporate Alternative Minimum Tax.

6. Mining Exploration Expenditures

a. In General

Under §617, the taxpayer may elect to treat mining explo-
ration expenditures paid or incurred during the tax year as de-
ductions.2719 Mining exploration expenditures are expenditures
paid or incurred for the purpose of ascertaining the existence,
location, extent or quality of any deposit or ore or other min-
eral, if they are paid or incurred before the development stage
of the mine.2720 The deduction is subject to recapture when the
mine reaches producing stages and when the property is sold.2721

The deductibility of mining exploration expenditures is de-
scribed in VI.C.6.b. through c., below, and is discussed in 601
T.M., Mineral Properties — Exploration, Acquisition, Devel-
opment and Disposition.

b. Exceptions

(1) Expenditures Otherwise Deductible

The §617 deduction does not apply to mining exploration
expenditures that are deductible without regard to §617.2722

(2) Depreciable Property

The §617 deduction does not apply to expenditures for the
acquisition or improvement of property of a character subject to
depreciation deductions under §167.2723 However, the deprecia-
tion deductions are treated as deductible expenditures for pur-
poses of the §617 deduction.2724

(3) Percentage Depletion Qualification

The §617 deduction does not apply to amounts paid or in-
curred for the purpose of ascertaining the existence, location,
extent or quality of any deposit or oil or gas or of any mineral
for which percentage depletion deductions are not allowed un-
der §613,2725 as described in VI.C.4.b., above.

(4) Foreign Development Expenditures

The §617 deduction does not apply to mining exploration
expenditures paid or incurred before the development stage for
the purpose of ascertaining the existence, location, extent or
quality of any deposit of ore or other mineral, other than an oil,
gas or geothermal well, located outside the United States.2726 In-
stead, the mining exploration expenditures are allowed as a de-
duction ratably over the 10 taxable-year period beginning with
the tax year in which the expenditures are paid or incurred.2727

However, the taxpayer may elect to forego the 10-year amorti-

2718 E.g., §56(b)(2).
2719 §617(a)(1).
2720 §617(a)(1).
2721 See §617(b), §617(c), §617(d).
2722 §617(a)(1).
2723 §617(a)(1).
2724 Id.
2725 §617(a)(1).
2726 §617(h)(1).
2727 §617(h)(2)(B).

zation and instead include the development expenditures in the
basis used for computing the §611 depletion deduction.2728

c. Alternative Minimum Tax Election

Under §59(e), a taxpayer who is not a corporation may
elect to amortize over 10 years the mining exploration expen-
ditures that would otherwise be deductible under §617.2729 If the
§59(e) election is made, the amortization deductions are not
treated as items of tax preference for purposes of the alternative
minimum tax,2730 whereas the amounts deductible under §617
are so treated.2731 The alternative minimum tax is discussed in
587 T.M., Noncorporate Alternative Minimum Tax and 752
T.M., Corporate Alternative Minimum Tax.

d. Election

(1) Time and Manner

The §617 election is made by deducting mining explo-
ration expenditures on the taxpayer’s income tax return for the
first tax year to which the election is to apply.2732 The election
must be made before the time for filing a claim for credit or
refund of tax with respect to the first tax year for which the
election is made.2733 The statutory period for the assessment of
any deficiency attributable to the election or its revocation is
extended until at least the last day of the two-year period be-
ginning on the day after the date on which the election or revo-
cation is made.2734 The deficiency may be assessed at any time
before the expiration of the two-year period.2735

(2) Scope

The §617 election applies to all mining exploration expen-
ditures paid or incurred by the taxpayer during the tax year or
any subsequent tax year.2736 The election may not be revoked
without the consent of the IRS.2737

7. Reforestation Expenditures

a. In General

Under §194, the taxpayer may elect to deduct the basis of
qualified timber property.2738 If the taxpayer further elects, the
deduction divided between a year-of-incurrence portion and an
amortization portion.2739 The year-of-incurrence portion is al-
lowed for the tax year in which the taxpayer pays or incurs the
reforestation expenditures and is limited, with respect to each
qualified timber property, to $10,000, or $5,000 for married
taxpayers filing separate returns.2740 The amortization portion
consists of the reforestation expenditures not in the year-of-in-

2728 §617(h)(2)(A).
2729 §59(e)(1), (2).
2730 §59(e)(6).
2731 E.g., §56(b)(2).
2732 §617(a)(2)(A); Reg. §1.617-1(c)(1)(i), §1.617-1(c)(1)(ii).
2733 §617(b)(2)(B); Reg. §1.617-1(c)(2).
2734 §617(a)(2)(C); Reg. §1.617-1(c)(4).
2735 Id.
2736 §617(a)(2)(B).
2737 §617(a)(2)(B).
2738 §194(a), §194(b).
2739 Id.
2740 §194(b)(1)(B).

VI.C.6.VI.C.6. Detailed AnalysisDetailed Analysis

A - 120 03/01/2026 © 2026 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-61746-967-1 505-4th



currence portion2741 and is amortized ratably over the 84-month
period beginning with the first day of the first month in the sec-
ond half of the year in which the expenditures are paid or in-
curred.2742 If a deduction is allowed or allowable under §194, no
deduction with respect to the expenditures is allowable under
any other provision.2743

The deductibility of reforestation expenditures is de-
scribed in VI.C.7.b. through e., below, and is discussed in 610
T.M., Timber Transactions.

b. Qualified Timber Property

Qualified timber property is a woodlot or other site located
in the United States which will contain trees in significant com-
mercial quantities and which is held by the taxpayer for plant-
ing, cultivating, caring for and cutting of trees for sale or use in
the commercial production of timber products.2744

c. Reforestation Expenditures

Reforestation expenditures are direct costs incurred in
connection with forestation or reforestation by planting or arti-
ficial or natural seeding.2745 It includes costs for the preparation
of the site,2746 costs of seeds and seedlings2747 and costs for labor
and tools, including depreciation of equipment used in plant-
ing or seeding, such as tractors, trucks, tree planters and similar
machines.2748

Reforestation expenditures do not include any expendi-
tures for which the taxpayer has been reimbursed under any
governmental reforestation cost sharing program, unless the
amounts reimbursed have been included in the taxpayer’s gross
income.2749

d. Limitations

(1) Maximum Dollar Limitation

(a) In General

For each qualified timber property, the amount that may
be deducted in the year in which the expenditures are paid or
incurred is limited to $10,000, $5,000 for married taxpayers fil-
ing separate returns2750 or $0 in the case of a trust.2751

(b) Related Taxpayers

In applying the maximum dollar limitation, all component
members of a controlled group are treated as one taxpayer,2752

and the dollar amount of the limitation is allocated among the
component members of the group in a manner specified in reg-
ulations.2753 A controlled group has the meaning assigned to it

2741 §194(c)(2).
2742 §194(a).
2743 §194(c)(5).
2744 §194(c)(1).
2745 §194(c)(3)(A).
2746 §194(c)(3)(A)(i).
2747 §194(c)(3)(A)(ii).
2748 §194(c)(3)(A)(iii).
2749 §194(c)(3)(B).
2750 §194(b)(1)(B).
2751 §194(b)(1)(B)(iii).
2752 §194(b)(2)(A)(i).
2753 §194(b)(2)(A)(ii).

under §1563(a) except that the 80% test is replaced by a 50%
test.2754 Controlled groups are discussed in 754 T.M., Consoli-
dated Returns — Elections and Filing.

The maximum dollar limitation applies to partnerships and
to each of their partners.2755 A similar rule applies to S corpora-
tions and their shareholders.2756

(2) Trusts and Estates

The $10,000 deduction for reforestation expenses is al-
lowed for estates but not for trusts.2757 For both trusts and es-
tates, the aggregate amount of reforestation expenses must be
apportioned between the income beneficiaries and the fiduciary
under regulations to be prescribed and any amount apportioned
to a beneficiary must be taken into account as an expenditure
incurred by the beneficiary.2758

(3) Life Tenants and Remainders

If qualified timber property is held by one person for life
with remainder to another person, the §194 deduction is com-
puted as though the life tenant were the absolute owner.2759 The
deduction is allowable to the life tenant.2760

e. Amortization Deduction Computation

The amortization portion of the §194(a) deduction is com-
puted by determining the monthly amortization for each month
of the 84-month amortization period that is within the tax
year.2761 Monthly amortization is computed by dividing the
amortizable basis at the end of the month by the number of
months remaining in the 84-month period.2762 The amortization
at the end of the month is determined without regard to the
amortization deduction for that month.2763

8. Tertiary Injectant Expenses

a. In General

Under §193, a taxpayer is allowed to deduct an amount
equal to the qualified tertiary injectant expenses of the taxpayer
for tertiary injectants injected during the tax year.2764 The de-
ductibility of tertiary injectant expenses is described in
VI.C.8.c., below, and is discussed in 512 T.M., Tax Incentives
for Production and Conservation of Energy and Natural Re-
sources.

b. Exceptions

No deduction under §193 is allowed for any expenditure
with respect to which the taxpayer has made an election under
§263(c).2765 The §263(c) election is discussed in 605 T.M., Oil
and Gas Transactions.

2754 See §194(b)(2)(A) (flush language).
2755 §194(b)(2)(B).
2756 Id.
2757 §194(b)(1)(B)(iii).
2758 §194(c)(4).
2759 §194(d).
2760 Id.
2761 See §194(a).
2762 §194(a).
2763 Id.
2764 §193(a).
2765 §193(c)(1).
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No deduction under §193 is allowed for any expenditure
for which a deduction is allowed or allowable under any other
provision of Chapter 1 of the Code.2766

c. Qualified Tertiary Injectant Expenses

(1) In General

Qualified tertiary injectant expenses are any costs paid
or incurred, whether or not chargeable to capital account, for
any tertiary injectant that is used as part of a tertiary recovery
method.2767 For a detailed discussion of what constitutes a qual-
ified tertiary injectant expenses, see 605 T.M., Oil and Gas
Transactions.

(2) Tertiary Recovery Method

A tertiary recovery method is any method described in
§212.78(c)(1) through (9) of the June 1979 energy regulations,
as defined in §4996(b)(8)(C) as in effect before its repeal,2768

and any method to provide tertiary enhanced recovery which is
approved by the IRS.2769

(3) Recoverable Hydrocarbon Injectant

A qualified tertiary injectant does not include a recover-
able hydrocarbon injectant.2770 A hydrocarbon injectant includes
natural gas, crude oil and any other injectant comprised of more
than an insignificant amount of natural gas or crude oil.2771 A
hydrocarbon tertiary injectant does not include any tertiary in-
jectant which is hydrocarbon-based, or a hydrocarbon-deriva-
tive, and which is comprised of no more than an insignificant
amount of natural gas or crude oil.2772 The portion of a hydro-
carbon injectant which is not a hydrocarbon is not treated as a
hydrocarbon injectant.2773

9. Intangible Drilling and Development Costs

Although intangible drilling and development costs are in
the nature of capital expenditures, they are allowed as a de-
duction to the extent the taxpayer makes an election to deduct
them.2774 The election to deduct intangible drilling and develop-
ment costs applies with respect to oil and gas wells and to wells
drilled for any geothermal deposit.2775

The §263(c) election may not be made with respect to in-
tangible drilling and development costs paid or incurred with
respect to oil, gas or geothermal wells located outside the Unit-
ed States.2776 This restriction does not apply to costs paid or in-
curred with respect to nonproductive wells.2777

Intangible drilling costs to which the §263(c) election does
not apply are allowed as a deduction ratably over the 10 tax
year period beginning with the tax year in which the costs are

2766 §193(c)(2).
2767 §193(b)(1).
2768 §193(b)(3)(A).
2769 §193(b)(3)(B).
2770 §193(b)(1).
2771 §193(b)(2).
2772 Id.
2773 Id.
2774 §263(c).
2775 §263(c) (reference to §613(e)(2)).
2776 §263(i)(1).
2777 §263(i) (flush language).

paid or incurred.2778 However, the taxpayer may elect to forego
the amortization and to include the costs in adjusted basis for
purposes of computing depletion deductions, but percentage
depletion is not allowed with respect to these costs.2779

The deduction of intangible drilling and development costs
is discussed in 605 T.M., Oil and Gas Transactions.

10. EPA Sulfur Regulation Compliance Costs

a. In General

Under §179B, taxpayers who are small business refiners
are allowed to deduct qualified costs if they elect to do so.2780

The deduction equals the qualified capital costs paid or in-
curred by the taxpayer during the tax year multiplied by the ap-
plicable percentage.2781

Observation: The §179B deduction is in lieu of the capital-
ization of these costs that otherwise would be applicable.2782

Note: The basis of any property with respect to which a
§179B deduction is allowed is reduced by the amount of the de-
duction.2783 To the extent the deduction reflects costs that would
be subject to a depreciation deduction if they were not de-
ducted, the deduction is treated as depreciation for purposes of
§1245.2784

The §179B deduction is described in VI.C.10.b. through
e., below, and is discussed in 512 T.M., Tax Incentives for Pro-
duction and Conservation of Energy and Natural Resources.

b. Small Business Refiners

A taxpayer is a small business refiner for a tax year if the
taxpayer satisfies three conditions.2785 First, the taxpayer must
be a refiner of crude oil.2786 Second, the taxpayer must have no
more than 1,500 individuals engaged in its refinery operations
on any day during the tax year.2787 Third, the taxpayer’s average
daily domestic refinery run or average retained production for
all facilities for the one-year period ending on December 31,
2002, must not have exceeded 205,000 barrels.2788

c. Qualified Capital Costs

Qualified capital costs are capital costs that otherwise
would be chargeable to capital account2789 and that are paid
or incurred after Dec. 31, 2002, in tax years ending after that
date.2790 Capital costs with respect to any facility consist of
those costs paid or incurred during the applicable period for
compliance with the applicable EPA regulations with respect to
the facility.2791 They include expenditures for the construction
of new process operation units or the dismantling and recon-

2778 §263(i)(2)(B).
2779 §263(i)(2)(A).
2780 §179B(a).
2781 §179B(a).
2782 §263(a)(1)(I).
2783 §179B(c)(1).
2784 §179B(c)(2).
2785 §179B(a) (reference to §45H(c)(1)).
2786 Id.
2787 §179B(a) (reference to §45H(c)(1)(A)).
2788 §179B(a) (reference to §45H(c)(1)(B)).
2789 §179B(a).
2790 Pub. L. No. 108-357, §338.
2791 §179B(a) (reference to §45H(c)(2)).

VI.C.8.c.VI.C.8.c. Detailed AnalysisDetailed Analysis

A - 122 03/01/2026 © 2026 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-61746-967-1 505-4th



struction of existing process units to be used in the production
of low sulfur diesel fuel, associated adjacent or offsite equip-
ment, including tankage, catalyst, power supply, engineering,
construction period interest and site work.2792 Low sulfur diesel
fuel is diesel fule with a sulfur content of 15 parts per million or
less.2793 The applicable EPA regulations are the Highway Diesel
Fuel Sulfur Control Requirements of the EPA.2794

Comment: To the extent these costs are incurred for de-
molition, §280B does not apply to any amounts deducted under
179B.2795

The applicable period for a facility is the period beginning
January 1, 2003, and ending on the earlier of two dates.2796 The
first date is the date which is one year after the date on which
the taxpayer must comply with the applicable EPA regulations
with respect to the facility.2797 The second date is December 31,
2009.2798

d. Applicable Percentage

Generally, the applicable percentage is 75%.2799 However,
for small business refiners with average daily domestic refinery
runs for the base year in excess of 155,000 barrels, the 75 per-
centage points are reduced, but not below zero, by the reduc-
tion amount.2800 The base year is the one-year period ending on
December 31, 2002.2801 The reduction amount equals the num-
ber of percentage points obtained by multiplying 75 percentage
points by a fraction.2802 The numerator of the fraction is the ex-
cess of the taxpayer’s daily domestic refinery runs for base year
over 155,000.2803 The denominator of the fraction is 50,000 bar-
rels.2804

e. Cooperative Owners

If the §179B expensing deduction would otherwise be al-
lowable to a §1381 cooperative2805 and one or more persons di-
rectly holding an ownership interest in that cooperative §1381
cooperatives,2806 the cooperative otherwise entitled to the de-
duction may elect to allocate all or a portion of the deduction to
its members who are cooperatives.2807 The allocation equals the
member cooperative’s ratable share of the total amount allocat-
ed, determined on the basis of the member’s ownership interest
in the cooperative making the allocation.2808 The taxable income
of the cooperative making the allocation is not reduced under
§1382 by any amount allocated to a member.2809

2792 Id.
2793 §179B(a) (reference to §45H(c)(5)).
2794 §179B(a) (reference to §45H(c)(3)).
2795 §179B(d).
2796 §179B(a) (reference to §45H(c)(4)).
2797 Id.
2798 Id.
2799 §179B(a).
2800 §179B(b).
2801 Id.
2802 Id.
2803 Id.
2804 Id.
2805 §179B(e)(1)(A).
2806 §179B(e)(1)(B).
2807 §179B(e)(1) (flush language).
2808 Id.
2809 §179B(e)(1) (flush language).

If any portion of the deduction allocated to member co-
operatives, the cooperative making the allocation must provide
any member receiving an allocation with written notice of the
amount of the allocation.2810 The notice must be provided before
the date on which the timely filed return is due.2811

The election to allocate the deduction to or among member
cooperatives for any tax year must be made on a timely filed
return for that year.2812 The election, once made, is irrevocable
for that tax year.2813

11. Qualified Refinery Property Costs

a. In General

Under §179C, the costs of refinery property are allowed as
a deduction to the extent they are qualified refinery costs and
the taxpayer makes an election to deduct them, even though
otherwise they are generally in the nature of a capital expendi-
tures.2814 The deduction equals 50% of the cost of qualified re-
finery property placed in service during the tax year.2815 The de-
duction applies to costs of property placed in service after Au-
gust 8, 2005.2816

Observation: The §179C deduction is in lieu of the capi-
talization of these costs that otherwise would be applicable.2817

The §179C deduction is described in VI.C.11.b. through
e., below, and is discussed in 512 T.M., Tax Incentives for Pro-
duction and Conservation of Energy and Natural Resources.

b. Qualified Refinery Property

Qualified refinery property is any portion of a qualified re-
finery that satisfies six conditions.2818 First, its original use must
begin with the taxpayer.2819 Second, it must be placed in ser-
vice by the taxpayer after August 8, 2005, and before January
1, 2014.2820 Third, unless it is separate from an existing refinery,
it must meet the production capacity requirements.2821 Fourth, it
must meets all applicable environmental laws in effect on the
date it is placed in service.2822 Fifth, it must not be the subject
of a written binding contract for its construction that was in ef-
fect before June 15, 2005.2823 Sixth, it must meet one of three
tests.2824 The first test is met if its construction is subject to a
written binding construction contract entered into before Janu-
ary 1, 2010.2825 Seventh, it must not be ineligible refinery prop-
erty.2826 The second test is met if it is placed in service before
January 1, 2010.2827 The third test is met if it is self-construct-

2810 §179B(e)(3).
2811 Id.
2812 §179B(e)(2).
2813 Id.
2814 §179C(a).
2815 Id.
2816 Pub. L. No. 109-58, §1323(c).
2817 §263(a)(1)(J).
2818 §179C(c)(1).
2819 §179C(c)(1)(A).
2820 §179C(c)(1)(B).
2821 §179C(c)(1)(C).
2822 §179C(c)(1)(D).
2823 §179C(c)(1)(E).
2824 §179C(c)(1)(F).
2825 §179C(c)(1)(F)(i).
2826 §179C(f).
2827 §179C(c)(1)(F)(ii).
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ed property and its construction begins after June 14, 2005, and
before January 1, 2010.2828 A qualified refinery is any refinery
located in the United States and designed to serve the primary
purpose of processing liquid fuel from crude oil or qualified fu-
els.2829 For property placed in service after October 3, 2008, a
qualified refinery also includes any refinery located in the Unit-
ed States which is designed to serve the primary purpose of pro-
cessing liquid fuel from directly from shale or tar sands.2830 In
determining whether the fourth condition is satisfied, a waiver
under the Clean Air Act is not be taken into account.2831

For purposes of the first condition, a special rule applies to
property originally placed in service after August 8, 2005, by
a person,2832 and then sold and leased back by that person with-
in 3 months after the date the property was originally placed in
service.2833 In this situation, the property is treated as originally
placed in service no earlier than the date on which it is used un-
der the leaseback.2834

The production capacity requirements are met if the por-
tion of the qualified refinery enables the qualified refinery to
achieve either of two production outputs.2835 The first is an in-
crease in total volume output, determined without regard to as-
phalt or lube oil, by 5% percent or more on an average daily
basis.2836 The second is processing of shale, tar sands or qual-
ified fuels2837 at a rate equal to or greater than 25% of the to-
tal throughput of the qualified refinery on an average daily ba-
sis.2838

c. Deduction Prohibited

No deduction is allowed under §179C for ineligible refin-
ery property.2839 There are two types of ineligible refinery prop-
erty.2840 The first is any qualified refinery property the prima-
ry purpose of which is use as a topping plant, asphalt plant,
lube oil facility, crude or product terminal or blending facili-
ty.2841 The second is any qualified refinery property built solely
to comply with consent decrees or projects mandated by feder-
al, state or local governments.2842

No deduction under §179C is allowed unless the taxpayer
files with the IRS a report containing whatever information
with respect to the operation of the taxpayer’s refineries that the
IRS requires.2843

2828 §179C(c)(1)(F)(iii).
2829 §179C(d) (reference to §45K(c), before amendment by Pub. L. No.

110-343, Div. B, §209(b)).
2830 §179C(d).
2831 §179C(c)(3).
2832 §179C(c)(2)(A).
2833 §179C(c)(2)(B).
2834 §179C(c)(2) (flush language).
2835 §179C(e).
2836 §179C(e)(1).
2837 See §45K(c).
2838 §179C(e)(2).
2839 §179C(f).
2840 §179C(f).
2841 §179C(f)(1).
2842 §179C(f)(2).
2843 §179C(h).

d. Cooperative Owners

If the §179C expensing deduction would otherwise be al-
lowable to a §1381 cooperative2844 and one or more persons di-
rectly holding an ownership interest in that cooperative are al-
so cooperatives,2845 the cooperative otherwise entitled to the de-
duction may elect to allocate all or a portion of the deduction to
its members who are cooperatives.2846 The allocation equals the
member cooperative’s ratable share of the total amount allocat-
ed, determined on the basis of the member’s ownership interest
in the cooperative making the allocation.2847 The taxable income
of the cooperative making the allocation is not reduced under
§1382 by any amount allocated to a member.2848

The election to allocate the deduction to or among member
cooperatives for any tax year must be made on a timely filed
return for that year.2849 The election, once made, is irrevocable
for that tax year.2850

If any portion of the deduction allocated to member co-
operatives, the cooperative making the allocation must provide
any member receiving an allocation with written notice of the
amount of the allocation.2851 The notice must be provided before
the date on which the timely filed return is due.2852

e. Election

The §179C expensing election for any tax year must be
made on the taxpayer’s tax income return for that year.2853 The
election must be made as directed by the IRS in regulations.2854

The election is irrevocable unless the IRS consents.2855

12. Geological and Geophysical Expenditure
Amortization

Under §167(h), the taxpayer is allowed to deduct qualified
geological and geophysical expenditures ratably over a
24-month period beginning on the date the expenditures are
paid or incurred.2856 Qualified geological and geophysical ex-
penditures are geological and geophysical expenses paid or in-
curred in connection with the exploration for, or development
of, oil or gas within the United States,2857 and that are paid or
incurred in tax years beginning after August 8, 2005.2858 No oth-
er depreciation or amortization deduction is allowable with re-
spect to qualified geological and geophysical expenditures.2859

Any payment paid or incurred during a tax year is treated
as having been paid or incurred on the mid-point of that tax

2844 §179C(g)(1)(A).
2845 §179C(g)(1)(B).
2846 §179C(g)(1)(B).
2847 Id.
2848 Id.
2849 §179C(g)(2).
2850 Id.
2851 §179C(g)(3).
2852 Id.
2853 §179C(b)(1).
2854 Id.
2855 §179C(b)(2).
2856 §167(h)(1).
2857 Id. (reference to §638).
2858 Pub. L. No. 109-58, §1329(c).
2859 §167(h)(3).
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year.2860 If any property with respect to which geological and
geophysical expenses are paid or incurred is retired or aban-
doned during the 24-month period, no deduction is allowable
on account of the retirement or abandonment and the amortiza-
tion deduction continues with respect to the payment.2861

The §167(h) deduction is discussed in 605 T.M., Oil and
Gas Transactions.

D. U.S. Domestic Production Activities Deduction

Under former §199,2862 taxpayers were permitted to deduct
from taxable income (or, in the case of an individual, adjusted
gross income) 9% of the lesser of the taxpayer’s qualified pro-
duction activities income for the tax year,2863 or the taxpayer’s
specified income amount.2864 For individuals, the specified in-
come amount was adjusted gross income,2865 determined after
application of §86, §135, §137, §219, §221, former §222 (ex-
pired after 2020) and §469,2866 and without regard to former
§199.2867 For all other taxpayers, the specified income amount
was taxable income for the tax year determined without regard
to former §199.2868

In general, qualified production activities income was
equal to domestic production gross receipts reduced by the sum
of: (1) the costs of goods sold that were allocable to those
receipts; and (2) other expenses, losses, or deductions which
were properly allocable to those receipts.2869

Domestic production gross receipts consisted of the tax-
payer’s gross receipts derived from any of the following quali-
fying activities:2870

• Any lease, rental, license, sale, exchange or other dispo-
sition of qualifying production property (tangible personal

2860 §167(h)(2).
2861 §167(h)(4).
2862 Section 199 was repealed by the TCJA, Pub. L. No. 115-97, §13305(a),

effective for taxable years beginning after December 31, 2017.
2863 Former §199(a)(1).
2864 Former §199(a)(2).
2865 Former §199(d)(2).
2866 Former §199(d)(2)(A).
2867 Former §199(d)(2)(B).
2868 Former §199(a)(2).
2869 Former §199(c).
2870 Former §199(c)(4)(A).

property, computer software, and sound recordings) which
was manufactured, produced, grown or extracted by the
taxpayer in whole or in significant part within the United
States;2871

• Any lease, rental, license, sale, exchange or other dispo-
sition of any qualified film produced by the taxpayer;2872

• Any lease, rental, license, sale, exchange or other dispo-
sition of electricity, natural gas or potable water produced
by the taxpayer in the United States;2873

• Construction of real property performed in the United
States by a taxpayer in the ordinary course of a construc-
tion trade or business;2874 and

• Engineering or architectural services performed in the
United States by the taxpayer in the ordinary course of that
trade or business with respect to the construction of real
property in the United States.2875

However, domestic production gross receipts did not in-
clude the sale of food and beverages prepared by the taxpayer
at a retail establishment, the transmission or distribution of
electricity, natural gas, or potable water, or the lease, rental, li-
cense, sale, exchange, or other disposition of land.2876

The amount of the domestic production activities deduc-
tion for a tax year was limited to 50% of the W-2 wages paid
by the taxpayer and properly allocable to domestic production
gross receipts during the calendar year that ends in such tax
year.2877

Special rules were provided with regard to the application
to certain entities and the application to certain activities, in-
cluding oil-related activities and activities in Puerto Rico.

The Former §199 deduction is discussed in detail in 510
T.M., Section 199: Deductions Relating to Income Attributable
to Domestic Production Activities.

2871 Former §199(c)(4)(A)(i)(I), Former §199(c)(5).
2872 Former §199(c)(4)(A)(i)(II).
2873 Former §199(c)(4)(A)(i)(III).
2874 Former §199(c)(4)(A)(ii).
2875 Former §199(c)(4)(A)(iii).
2876 Former §199(c)(4)(B).
2877 Former §199(b)(1) (repealed by the TCJA, Pub. L. No. 115-97,

§13305(a)).
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