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§ 12A:13 Purchases and sales of merchandise
§ 12A:14 Termination of business
§ 12A:15 Exempt corporation with unrelated business
§ 12A:16 Exempt trust with unrelated business
§ 12A:17 C corporation generally
§ 12A:18 Partnership with a C corporation partner generally

b. Certain Exceptions for C Corporation or
Partnership with C Corporation Partner

i. Farming Business

§ 12A:19 Farming business

ii. Qualified Personal Service Corporation

§ 12A:20 Qualified personal service corporation
§ 12A:21 Function test for qualified personal service

corporation

LAW OF FEDERAL INCOME TAXATION

xii
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§ 12A:37 Receipt of intangible property or deferred payment

agreements generally
§ 12A:38 Receipt of note
§ 12A:39 Receipt of contract
§ 12A:40 Account receivable

TABLE OF CONTENTS

xiiiK 2025 Thomson Reuters, 12/2025



C. TYPES OF INCOME UNDER CASH METHOD
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§ 12A:89 Book conformity required for accrual method
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method
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§ 12A:106 Periodic system

2. Prepaid Income
§ 12A:107 Advance payments for goods and services
§ 12A:108 Prior law: advance payments for sales
§ 12A:109 Prior Law: Gift Cards

C. TYPES OF INCOME UNDER ACCRUAL
METHODS

1. Employee Compensation
§ 12A:110 Salaries and compensation
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§ 12A:114 Utility services
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§ 12A:127 Payment of bonuses
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§ 12A:131 Vacation pay
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§ 12A:132 Contractual contingencies
§ 12A:133 Expenses subject to contingencies

3. Contested Liabilities
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4. Transfers
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8. Interest

a. Generally
§ 12A:151 Interest accrual
§ 12A:152 Interest deductions
§ 12A:153 Interest on tax deficiencies

b. Rule of 78’s
§ 12A:154 Generally
§ 12A:155 Extended warranty contracts

VIII. SPECIAL RULES FOR FARMING

A. METHOD OF ACCOUNTING

1. Cash Method
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partner engaged in farming business

2. Accrual Method
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Farming
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B. INCOME ITEMS

1. Certain Income from Farming Business under
Cash Method

a. Income of Farming Business Generally
§ 12A:167 Crop insurance proceeds and disaster payments
§ 12A:168 Exercise of crop insurance election
§ 12A:169 Livestock sold on account of drought, flood, or

other weather-related conditions
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§ 12A:188 Deposits compared with advances
§ 12A:189 Determining when deposits included in income
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§ 12A:191 Public utility security deposits
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§ 12A:193 Time of sale
§ 12A:194 Executory contracts

2. Factors
§ 12A:195 Passage of title
§ 12A:196 Passage of possession
§ 12A:197 Sale absent transfer of possession
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XI. SPECIALIZED METHODS OF ACCOUNTING
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B. LONG-TERM CONTRACTS
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§ 12A:235 Long-term contract defined
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§ 12A:239 Allocation of costs to contracts
§ 12A:240 Timing of when costs are taken into account

b. Modified Percentage of Completion Method
§ 12A:241 Modified percentage of completion method

3. Look-Back Method
§ 12A:242 Look-back method
§ 12A:243 Look-back method in de minimis situations
§ 12A:244 Contracts excepted from look-back method
§ 12A:245 Treatment of look-back interest
§ 12A:246 Completion of contract and postcompletion

adjustment
§ 12A:247 Simplified look-back method for pass-through
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4. Special Rules
§ 12A:250 Severing and aggregating contracts
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5. Regulatory Methods
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§ 12A:255 —Amounts in dispute
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§ 12B:4 History of and changes to the unified change
procedure: Rev. Proc. 2015-13

II. ADOPTION AND CHANGE OF ACCOUNTING
METHOD

§ 12B:5 Method of accounting defined
§ 12B:6 Adoption of initial method of accounting
§ 12B:7 Change in method of accounting
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consent
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V. LIST OF AUTOMATIC ACCOUNTING METHOD
CHANGES
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§ 12B:28 Elective expensing for energy efficient commercial
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I. INTRODUCTION
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and convertible debt instruments
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C. ACCRUAL OF OID
§ 12C:15 Economic accrual of OID
§ 12C:16 Daily portions
§ 12C:17 Accrual period
§ 12C:18 Adjusted issue price

D. YIELD TO MATURITY
§ 12C:19 Yield to maturity, generally
§ 12C:20 Debt instrument subject to Section 1274
§ 12C:21 Debt instrument providing for contingent payments
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interest
§ 12C:23 Debt instrument subject to put, call, or right to

extend
§ 12C:24 Price level adjusted mortgages

E. SUBSEQUENT HOLDERS AND BASIS
ADJUSTMENT
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F. EXCEPTIONS TO OID RULES
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§ 12C:31 Obligations issued between natural persons where

$10,000 de minimis requirement is satisfied
§ 12C:32 Debt instruments purchased at premium
§ 12C:33 Certain life insurance companies
§ 12C:34 Sale or exchange of nonpublicly traded property

where Section 1274 not applicable

G. RETIREMENT OF DEBT INSTRUMENT
§ 12C:35 Treatment on retirement or sale or exchange of debt

instrument

H. TAX-EXEMPT OBLIGATIONS
§ 12C:36 Original issue discount on tax-exempt obligations

III. IMPUTED INTEREST

A. INTRODUCTION
§ 12C:37 Imputed interest, generally

TABLE OF CONTENTS

xxviiK 2025 Thomson Reuters, 12/2025



§ 12C:38 Applicable federal rate and test rate of interest

B. SECTION 1274

1. Generally
§ 12C:39 Section 1274, generally
§ 12C:40 Annuity contracts
§ 12C:41 Recharacterizing principal amount of debt

instrument OID where stated interest is less than
AFR

§ 12C:42 Imputed principal amount; debt instruments issued
in potentially abusive situations

§ 12C:43 Debt instruments excepted from provisions of
Section 1274

§ 12C:44 Integration

2. Special Considerations
§ 12C:45 Application of Section 1274 to debt instrument

subject to put, call, or right to extend
§ 12C:46 Debt instruments connected with the sale or

exchange of certain property
§ 12C:47 Contingent payments under OID rules
§ 12C:48 —Debt instruments subject to Section 1274 and

contingent payments; treatment of noncontingent
payments

§ 12C:49 Variable rate debt instruments
§ 12C:50 Adequacy of stated interest under variable rate debt

instruments
§ 12C:51 OID on variable rate debt instruments
§ 12C:52 OID and qualified stated interest on variable rate

debt instruments
§ 12C:53 Section 1274 and treatment of excessive interest

C. SECTION 483

1. Generally
§ 12C:54 Section 483, generally
§ 12C:55 Total unstated interest
§ 12C:56 Maximum rate of interest on sales of land between

related parties
§ 12C:57 Accounting for total unstated interest
§ 12C:58 —Issue price under Section 483
§ 12C:59 Exceptions to Section 483

2. Special Considerations
§ 12C:60 Contingent payments

LAW OF FEDERAL INCOME TAXATION

xxviii



§ 12C:61 Treatment of modified debt instruments under
Section 483

§ 12C:62 Debt instruments associated with certain sales or
exchanges

D. QUALIFIED DEBT INSTRUMENTS
§ 12C:63 Section 1274A and qualified debt instruments

IV. MARKET DISCOUNT

A. GENERAL
§ 12C:64 Market discount, generally
§ 12C:65 Concept of market discount
§ 12C:66 Recognition of market discount
§ 12C:67 Accrual of market discount

B. NONRECOGNITION TRANSACTIONS
§ 12C:68 Treatment of nonrecognition transactions, generally
§ 12C:69 Transferred basis property
§ 12C:70 Exchanged basis property

C. ELECTIONS AND DEFERRED DEDUCTION
§ 12C:71 Election to include market discount currently into

income
§ 12C:72 Election to accelerate deduction for disallowed

interest expense
§ 12C:73 Deferral of interest deduction

V. SHORT-TERM OBLIGATIONS

A. GENERAL
§ 12C:74 Short-term obligations, generally
§ 12C:75 Treatment of short-term obligations
§ 12C:76 Short-term government obligations
§ 12C:77 Short-term nongovernment obligations
§ 12C:78 Exceptions to ordinary income treatment rule
§ 12C:79 Current inclusion in income of discount on certain

short-term obligations

B. SPECIAL RULES

§ 12C:80 Treatment of obligations held by pass-through
entities

§ 12C:81 Deferral of interest deduction
§ 12C:82 Daily portion

TABLE OF CONTENTS

xxixK 2025 Thomson Reuters, 12/2025



§ 12C:83 Special rules relating to current inclusion of income

VI. STRIPPED BONDS

A. GENERAL
§ 12C:84 Stripped bonds and coupons, generally
§ 12C:85 Sellers of stripped bonds and coupons
§ 12C:86 Purchasers of stripped bonds and coupons
§ 12C:87 Stripped bonds purchased before July 2, 1982

B. STRIPPED TAX-EXEMPT BONDS
§ 12C:88 Stripped tax-exempt bonds
§ 12C:89 Stripped tax-exempt bonds purchased or sold after

October 22, 1986, and before June 11, 1987

VII. NONREGISTERED OBLIGATIONS
§ 12C:90 Nonregistered obligations, generally
§ 12C:91 Denial of capital gain treatment for certain

nonregistered obligations
§ 12C:92 Definition of registration-required obligation and

obligations issued in registered form

VIII. HIGH-YIELD DISCOUNT OBLIGATIONS
§ 12C:93 High-yield original issue discount obligations

IX. BELOW MARKET LOANS

A. INTRODUCTION

§ 12C:94 Below market loans, generally
§ 12C:95 Historical development

B. APPLICATION

1. General
§ 12C:96 Coordination with other Code provisions
§ 12C:97 Broad definition of loan
§ 12C:98 Significance of AFR

2. Categories of Loans
§ 12C:99 Section 7872 applies to certain categories of loans
§ 12C:100 Gift loans
§ 12C:101 Compensation-related loans
§ 12C:102 Corporation-shareholder loans
§ 12C:103 Tax avoidance loans

LAW OF FEDERAL INCOME TAXATION

xxx



§ 12C:104 Other below-market loans
§ 12C:105 Loans to continuing care facilities
§ 12C:106 Indirect loans

C. EXCEPTIONS AND LIMITATIONS
§ 12C:107 Exceptions and special rules
§ 12C:108 De minimis exception for certain gift loans
§ 12C:109 De minimis exception for compensation-related

loans and corporation-shareholder loans
§ 12C:110 $100,000 limitation on constructive interest
§ 12C:111 Regulatory authority to exempt any class of

transactions
§ 12C:112 Application of below market loan rules to demand

loans and term loans

D. CALCULATION AND TIMING
§ 12C:113 Constructive interest payment and imputed

payment for demand loans
§ 12C:114 Constructive interest payment and imputed

transfer for term nongift loans
§ 12C:115 Constructive interest and imputed payment for

term gift loans

E. REGULATORY AUTHORITY AND REPORTING
REQUIREMENT

§ 12C:116 General regulatory authority
§ 12C:117 Waiver of stated interest
§ 12C:118 Reporting requirement
§ 12C:119 Split-dollar insurance

CHAPTER 13. ACCOUNTING PERIODS

I. INTRODUCTION
§ 13:1 Overview
§ 13:2 Legislative history

II. TAXABLE YEARS
§ 13:3 Taxable income determined by taxable year
§ 13:4 Adopting an initial taxable year
§ 13:5 Retaining an adopted taxable year

III. REQUIRED AND PERMISSIBLE TAXABLE
YEARS

§ 13:6 Taxable year of an individual

TABLE OF CONTENTS

xxxiK 2025 Thomson Reuters, 12/2025



§ 13:7 Taxable year of a partnership
§ 13:8 Taxable year of an S corporation
§ 13:9 Taxable year of a personal service corporation
§ 13:10 Taxable year of a C corporation or affiliated group
§ 13:11 Taxable year of a specified foreign corporation
§ 13:12 Taxable year of a REIT or REMIC
§ 13:13 Taxable year of a trust or estate

IV. FISCAL YEAR ALTERNATIVES AND 52-53
WEEK TAXABLE YEARS

§ 13:14 Alternative to required taxable year: Business
purpose/natural business year exception for
partnerships, S corporations, and personal service
corporations

§ 13:15 Alternative to required taxable year: Section 444
election for partnerships, S corporations, and
personal service corporations

§ 13:16 —Effect of tiered structures on Section 444 election
§ 13:17 —Tiered structure de minimis rules
§ 13:18 —Section 7519 payments required from partnerships

and S corporations making Section 444 election
§ 13:19 —Calculation of required Section 7519 payment
§ 13:20 —Formulas for calculating Section 7519 payment
§ 13:21 —Section 280H minimum distributions from personal

service corporations making Section 444 election
§ 13:22 52-53 week taxable year

V. CHANGING TAXABLE YEARS
§ 13:23 Changing in taxable years, in general
§ 13:24 Automatic approval: partnerships, S corporations and

personal service corporations and trusts
§ 13:25 Automatic approval: C corporations eligible for

automatic approval
§ 13:26 —Terms and procedures for automatic approval for

change of taxable year by C corporations
§ 13:27 Automatic approval: tax-exempt organizations
§ 13:28 Automatic approval: individuals
§ 13:29 General (non-automatic) procedure for requesting

approval to change taxable year
§ 13:30 Changing an erroneous or improper taxable year

VI. SHORT PERIOD TAXABLE YEARS
§ 13:31 Short taxable years
§ 13:32 Filing date for short period returns
§ 13:33 Beginning or ending of short taxable year

LAW OF FEDERAL INCOME TAXATION

xxxii



§ 13:34 Determining taxable income for short taxable year:
annualization method

§ 13:35 Alternative to annualization method

VII. FINAL TAXABLE YEARS
§ 13:36 Final taxable year of a corporation
§ 13:37 Final taxable year of a partnership
§ 13:38 —Distributive share of a partner whose interest in

the partnership varies during the partnership’s
taxable year

§ 13:39 Final taxable year of an estate or trust

CHAPTER 14. CORRECTION OF ERRORS
BARRED BY OPERATION OF LAW
§ 14:1 Overview
§ 14:2 Judicial and legislative history
§ 14:3 Equitable recoupment
§ 14:4 —Jurisdiction
§ 14:5 Setoff
§ 14:6 Estoppel
§ 14:7 Mitigation, generally
§ 14:8 Determinations
§ 14:9 Determinations regarding related taxpayers
§ 14:10 Circumstances of adjustment: double inclusion in

income
§ 14:11 Circumstances of adjustment: double allowance of a

deduction or credit
§ 14:12 Circumstances of adjustment: double exclusion of an

item of gross income
§ 14:13 Circumstances of adjustment: double disallowance of

a deduction or credit
§ 14:14 Circumstances of adjustment: correlative deductions

and inclusions for trusts or estates and legatees,
beneficiaries, and heirs

§ 14:15 Circumstances of adjustment: correlative deductions
and credits for certain related corporations

§ 14:16 Circumstances of adjustment: basis of property after
erroneous treatment of a prior transaction

§ 14:17 Correction not barred at the time of erroneous action
§ 14:18 Inconsistent positions
§ 14:19 Amount of mitigation adjustment
§ 14:20 Method of mitigation adjustment
§ 14:21 Mitigation for self-employment and social security

taxes

TABLE OF CONTENTS

xxxiiiK 2025 Thomson Reuters, 12/2025



CHAPTER 15. INSTALLMENT SALES

I. INTRODUCTION
§ 15:1 Overview
§ 15:2 Legislative history

II. INSTALLMENT SALE DEFINED
§ 15:3 Definition of installment sale
§ 15:4 Sales of inventory, compensation for services ineligible
§ 15:5 Dispositions by dealers ineligible
§ 15:6 Sales of publicly traded property ineligible
§ 15:7 Sales of depreciable property between related parties

ineligible
§ 15:8 Sales on revolving credit plans ineligible

III. CALCULATING GAIN ON INSTALLMENT
SALES

§ 15:9 Determining taxable income from installment
payments

§ 15:10 Gross profit ratio (gross profit, selling price, and
adjusted basis, contract price and qualifying
indebtedness)

§ 15:11 Allocation of sellingsale price among multiple assets
§ 15:12 Effect of Sstated and imputed interest on gross profit

ratio
§ 15:13 Deprecation recapture
§ 15:14 Contingent payment sales
§ 15:15 —Stated maximum selling price
§ 15:16 —No stated maximum selling price, fixed payment

period
§ 15:17 —Neither stated maximum selling price nor fixed

payment period
§ 15:18 —Income forecast method
§ 15:19 —Avoiding substantial distortion of income

IV. RECEIPT OF PAYMENT
§ 15:20 Payment defined
§ 15:21 Demand notes or readily tradable obligations
§ 15:22 Mortgages and other seller debt paid or assumed by

buyer
§ 15:23 Escrow accounts
§ 15:24 Third-party guarantees and standby letters of credit
§ 15:25 Payment prior to sale

LAW OF FEDERAL INCOME TAXATION

xxxiv



V. LIMITATIONS ON USE OR DEFERRAL
§ 15:26 Loss on sale
§ 15:27 Interest and pledge rules
§ 15:28 —Interest charged to nondealers on deferral (the

interest rule)
§ 15:29 —Pledging of nondealer installment obligations (the

pledge rule)
§ 15:30 Election not to use installment method
§ 15:31 Reporting sales not on installment method
§ 15:32 Change in tax rate or characterization

VI. NONRECOGNITION TRANSACTIONS
§ 15:33 Like-kind exchanges including installment obligations
§ 15:34 Other nonrecognition transactions

VII. REPOSSESSION
§ 15:35 Gain or loss on repossession of real property
§ 15:36 Computation of gain or loss on repossession of real

property
§ 15:37 [Deleted]
§ 15:38 Repossession of personal property

VIII. DISPOSITION OF INSTALLMENT
OBLIGATIONS

§ 15:39 Tax on disposition of installment obligations
§ 15:40 Taxable dispositions
§ 15:41 —Modification as disposition
§ 15:42 —12-month corporate liquidations
§ 15:43 —Transfer to trust
§ 15:44 —Transfer to life insurance company
§ 15:45 Nontaxable dispositions
§ 15:46 —Partnership transactions
§ 15:47 —Liquidation of subsidiary
§ 15:48 Liquidation of subsidiary—Tax-free transfer to

controlled corporation and tax-free reorganization
§ 15:49 —Liquidation of S corporation
§ 15:50 —Transfer at death

IX. RESALE OF INSTALLMENT OBLIGATIONS BY
RELATED PARTIES

§ 15:51 Resale by related party
§ 15:52 Amount of gain on resale
§ 15:53 Exceptions to related party resale rule

TABLE OF CONTENTS

xxxvK 2025 Thomson Reuters, 12/2025



CHAPTER 16. INVENTORY METHODS AND
VALUATION

I. INTRODUCTION
§ 16:1 Overview
§ 16:2 Legislative history

II. GENERAL RULES

A. APPLICATION
§ 16:3 Inventories in general
§ 16:4 Interaction of Section 471 with Section 263A uniform

capitalization rules
§ 16:5 Best accounting practices standard for inventories
§ 16:6 Clear reflection of income standard for inventories
§ 16:7 Taxpayers required to use inventories: merchandise

as an income producing factor
§ 16:8 Taxpayers required to use inventories: sales and the

requirement of title
§ 16:9 Small taxpayers not required to use inventories
§ 16:10 Items included in inventory
§ 16:11 Items excluded from inventory

B. ACCOUNTING METHOD ISSUES
§ 16:12 Change in inventory method = change in accounting

method
§ 16:13 Revaluation of inventory
§ 16:14 Correction of accounting error or accounting method

change?
§ 16:15 Book entries for inventories
§ 16:16 Prorating adjustments
§ 16:17 Consistency in computing opening and closing

inventory
§ 16:18 Section 381 transfers
§ 16:19 Conversion of C corporation to S corporation
§ 16:20 Incorporation and successor entities
§ 16:21 Taxpayer’s burden of proof

III. VALUATION — SECTION 471
§ 16:22 Valuation in general
§ 16:23 Cost method
§ 16:24 —Trade discounts and cash discounts
§ 16:25 —Returned/defective merchandise allowances
§ 16:26 Lower of cost or market

LAW OF FEDERAL INCOME TAXATION

xxxvi



§ 16:27 Lower of cost or markewt—Exceptions to use of
market value (no open market; price lower than
market)

§ 16:28 Acquisition costs (e.g., transportation, handling,
commissions)

§ 16:29 Subnormal goods
§ 16:30 Excess inventory
§ 16:31 Shrinkage
§ 16:32 Property imported from related persons
§ 16:33 Special rule for retailers: retail method
§ 16:34 Special rules where one process yields multiple

products: joint product costing (for use by miners)
§ 16:35 Special rules for farmers
§ 16:36 —Farm price method
§ 16:37 —Unit-livestock price method
§ 16:38 —Crop-cost method
§ 16:39 Special rules for dealers of automobiles and heavy

equipment
§ 16:40 Special rules for remanufacturers of vehicle parts

IV. UNIFORM CAPITALIZATION RULES —
SECTION 263A

A. IN GENERAL
§ 16:41 Uniform capitalization rules—Introduction
§ 16:42 Separate trades or businesses
§ 16:43 Property subject to UNICAP rules
§ 16:44 —Tangible personal property

B. MANUFACTURERS
§ 16:45 Allocation costs subject to UNICAP
§ 16:46 Direct costs
§ 16:47 Indirect costs
§ 16:48 —Bidding expenses
§ 16:49 —Environmental remediation costs
§ 16:50 —Taxes
§ 16:51 —Storage costs
§ 16:52 —Handling costs
§ 16:53 —Interest
§ 16:54 —Franchise and licensing costs
§ 16:55 Indirect costs excluded from inventory
§ 16:56 Service costs
§ 16:57 Allocation of costs among activities
§ 16:58 —Simplified production method
§ 16:59 —Simplified production method without historic

absorption ratio

TABLE OF CONTENTS

xxxviiK 2025 Thomson Reuters, 12/2025



§ 16:60 —Simplified production method with historic
absorption ratio

§ 16:60.50 Allocation of costs among activities—Modified simplified
production method

§ 16:61 Allocating categories of costs
§ 16:62 —Allocation of service costs (direct reallocation

and step-allocation methods)
§ 16:63 —Allocating mixed service costs: simplified service

cost method
§ 16:64 Costs among related parties
§ 16:65 Optional capitalization of period costs

C. RETAILERS AND WHOLESALERS

§ 16:66 Uniform capitalization rules as applied to resellers
§ 16:67 Small reseller exception and de minimis production activities

(prior law)
§ 16:68 Property acquired for resale
§ 16:69 Indirect costs included in inventory: purchasing costs
§ 16:70 Indirect costs included in inventory: handling costs
§ 16:71 Indirect costs included in inventory: storage and

warehousing
§ 16:72 Indirect costs included in inventory: general and

administrative expenses
§ 16:73 Costs not included in inventory
§ 16:74 Allocation of general and administrative expenses

(mixed service costs) among reseller activities west’s
key number digest

§ 16:75 Simplified resale method
§ 16:76 —Simplified resale method with historic absorption

ratio election
§ 16:77 Pre-1994 allocation

D. SELF-CONSTRUCTED PROPERTY AND
INTEREST

§ 16:78 Self-constructed property
§ 16:79 Specific costs of self-constructed property that must

be capitalized
§ 16:80 Interest
§ 16:81 —Production of property for interest capitalization

purposes
§ 16:82 —Production period
§ 16:83 —Avoided cost method of calculating capitalized

interest
§ 16:84 —Computation period
§ 16:85 —Simplified inventory method

LAW OF FEDERAL INCOME TAXATION

xxxviii



§ 16:86 —Intercompany transactions, consolidated groups
and related persons

§ 16:87 —Units of property
§ 16:88 —Accumulated production expenditures
§ 16:89 —Other issues related to the capitalization of interest
§ 16:90 —Oil and gas activities

E. FARMERS AND RANCHERS
§ 16:91 Application of uniform capitalization rules to farmers

and ranchers
§ 16:92 Plants
§ 16:93 Animals
§ 16:94 Making the expensing election
§ 16:95 Valuing inventories
§ 16:96 Groves, orchards and vinyards (prior law)

F. AUTHORS, PHOTOGRAPHERS AND ARTISTS
§ 16:97 Authors, photographers and artists
§ 16:98 —Prior law

G. PRIOR LAW: FULL ABSORPTION RULES
§ 16:99 Full absorption method and uniform capitalization

rules
§ 16:100 Production costs (prior law)
§ 16:101 Allocation of indirect costs (prior law)
§ 16:102 Practical capacity concept (prior law)

V. MARK-TO-MARKET RULES FOR DEALERS AND
TRADERS IN SECURITIES AND COMMODITIES

§ 16:103 Market-to-market rules in general
§ 16:104 Dealers in securities
§ 16:105 Traders in securities
§ 16:106 Dealers and traders in commodities
§ 16:107 Securities defined
§ 16:108 Exceptions to the mark-to-market rules
§ 16:109 Identification
§ 16:110 Character of gain/loss
§ 16:111 Valuation
§ 16:112 Accounting method changes

CHAPTER 16A. LIFO INVENTORIES

I. GENERAL
§ 16A:1 LIFO inventories—Overview

TABLE OF CONTENTS

xxxixK 2025 Thomson Reuters, 12/2025



§ 16A:2 Legislative history
§ 16A:3 Proposal to repeal LIFO

II. GENERAL RULES FOR THE USE OF LIFO
§ 16A:4 Inventory identification methods—In general
§ 16A:5 Example—LIFO and FIFO comparison
§ 16A:6 Best accounting practices and clear reflection of

income
§ 16A:7 Accrual method required

III. SPECIFIC REQUIREMENTS FOR ADOPTION
AND USE OF LIFO

§ 16A:8 Requirements for adoption and use of LIFO—In
general

§ 16A:9 Making the LIFO election
§ 16A:10 Inventory determined at cost
§ 16A:11 Opening LIFO inventory at cost
§ 16A:12 Closing LIFO inventory at cost
§ 16A:13 Financial conformity rule
§ 16A:14 Goods eligible for LIFO
§ 16A:15 Change of inventory method or application

IV. COMPUTING LIFO INVENTORY VALUE
§ 16A:16 LIFO valuation—In general
§ 16A:17 Specific goods method
§ 16A:18 Dollar-value method
§ 16A:19 Double-extension method
§ 16A:20 Index method
§ 16A:21 Link-chain method
§ 16A:22 Inventory Price Index Computation (IPIC) method
§ 16A:23 Simplified method for small businesses
§ 16A:24 Simplified method for small businesses (prior law)
§ 16A:25 Retail method
§ 16A:26 Alternative LIFO method and vehicle pool method

(for cars and trucks)
§ 16A:27 Current year cost

V. POOLING OF ITEMS
§ 16A:28 Pooling—In general
§ 16A:29 Pooling under the specific goods method
§ 16A:30 Pooling under the dollar-value method by

manufacturers and processors (natural business
units)

LAW OF FEDERAL INCOME TAXATION

xl



§ 16A:31 Pooling under the dollar-value method by
wholesalers, retailers, jobbers and distributors
(major lines or types of goods)

§ 16A:32 Special pooling rules for taxpayers using IPIC
computation

§ 16A:33 Combining or separating pools
§ 16A:34 Items
§ 16A:35 Base-year cost of new items entering a pool

VI. MISCELLANEOUS MATTERS
§ 16A:36 Qualified liquidations of LIFO inventories
§ 16A:37 Treatment of inventory in nontaxable corporate

reorganizations and liquidations
§ 16A:38 Recapture on conversion from C to S corporation
§ 16A:39 Discontinuing the use of LIFO

CHAPTER 17. DETERMINATION OF
TAXPAYER

I. INTRODUCTION
§ 17:1 Overview
§ 17:2 Historical development

II. FACTORS RELEVANT IN DETERMINING
PROPER TAXPAYER

§ 17:3 Assignment of income doctrine
§ 17:4 Resulting benefits indicate proper taxpayer
§ 17:5 Effect of bare legal title
§ 17:6 Payment to third parties with taxpayer’s approval
§ 17:7 Subsequent use of income does not determine

taxpayer
§ 17:8 Retroactive transfer; escrow
§ 17:9 Receipts subject to the claims of others; claim of right

doctrine
§ 17:10 Contracts affecting division of profit
§ 17:11 Payments received by mistake
§ 17:12 Corporate reorganization and liquidation
§ 17:13 Corporation and shareholders as same or separate

entities; alter ego
§ 17:14 Reallocation of income under Section 482

III. RECEIPT FOR THE BENEFIT OF ANOTHER
§ 17:15 Monies received by one taxpayer for the benefit of

another

TABLE OF CONTENTS

xliK 2025 Thomson Reuters, 12/2025



§ 17:16 —Payments contrary to public policy
§ 17:17 Agents
§ 17:18 —Personal earnings of corporate officers and

directors
§ 17:19 Conduits
§ 17:20 Nominees
§ 17:21 Trustees

IV. JOINT OWNERSHIP AND MARRIED COUPLES
§ 17:22 Effect of marriage
§ 17:23 Jointly owned property
§ 17:24 Tenants by the entirety

CHAPTER 18. [Reserved]

LAW OF FEDERAL INCOME TAXATION

xlii



Table of Contents
CHAPTER 25E. COMPENSATION

I. INTRODUCTION
§ 25E:1 Overview

II. PAYMENT AS COMPENSATION
§ 25E:2 Legislative history
§ 25E:3 Intent to pay compensation
§ 25E:4 Payments of compensation in stock or other property
§ 25E:5 Corporate distributions and compensation

distinguished
§ 25E:6 Compensation for services rendered to multiple

employers

III. PAYMENT FOR PERSONAL SERVICES
§ 25E:7 Payment must be made for personal services
§ 25E:8 Compensation for past services
§ 25E:9 Payments for services rendered to predecessor

employer
§ 25E:10 Unfunded pensions and certain death benefits paid to

family or dependents of deceased employees
§ 25E:11 Payments to employees called for military service
§ 25E:12 Limitations on executive compensation

IV. REASONABLENESS OF PAYMENT
§ 25E:13 Reasonableness of compensation payment
§ 25E:14 Factors in determining reasonableness
§ 25E:15 Employee qualifications
§ 25E:16 Nature, extent, and scope of employee’s work
§ 25E:17 Time contributed to business
§ 25E:18 Employer’s salary scale
§ 25E:19 Prevailing rates of compensation in industry
§ 25E:20 Size and complexity of business
§ 25E:21 Ratio of compensation to business income
§ 25E:22 General economic conditions
§ 25E:23 Prior compensation history of employee
§ 25E:24 Date when compensation is determined as test
§ 25E:25 Bonuses to employees

vK 2025 Thomson Reuters, 12/2025



§ 25E:26 Evidentiary value of directors’ actions
§ 25E:27 Opinion testimony as to reasonableness
§ 25E:28 Contingent compensation agreements
§ 25E:29 Contingent compensation plans in closely held

corporate situations
§ 25E:30 Comparison of compensation with distributions to

shareholders
§ 25E:31 Compensation paid in closely held corporations
§ 25E:32 Treatment of amounts determined not to be

reasonable

V. COMMISSIONS AND GOLDEN PARACHUTE
PAYMENTS

§ 25E:33 Commissions
§ 25E:34 Golden parachute payments
§ 25E:35 Amounts exempt from the definition of parachute

payment
§ 25E:36 Identifying a change in control or ownership
§ 25E:37 Computation of amount disallowed deduction
§ 25E:38 Excise tax on receipt of greenmail

VI. PAYMENTS TO BENEFIT PLANS
§ 25E:39 Deductions for payments to employee benefit

plans general
§ 25E:39.50 Welfare benefit plans and funds
§ 25E:40 Contributions must be ordinary and necessary

business expenses

VII. BOOKKEEPING ENTRIES AND BURDEN OF
PROOF

§ 25E:41 Effect of formal designation including bookkeeping
entries

§ 25E:42 Burden of proof

CHAPTER 25F. TRANSPORTATION
EXPENSES

I. INTRODUCTION
§ 25F:1 Overview
§ 25F:2 Legislative history

II. BASIC CONCEPTS
§ 25F:3 Transportation expenses defined

LAW OF FEDERAL INCOME TAXATION

vi



§ 25F:4 —Commuting expenses distinguished
§ 25F:5 Ordinary and necessary business expenses
§ 25F:6 No deduction for qualified transportation fringe

benefits, including employee parking
§ 25F:7 Prior Law: the 2% floor and 3% ceiling on itemized

deductions

III. DEDUCTIONS FOR LISTED PROPERTY
INCLUDING VEHICLES

§ 25F:8 Deduction amount: deductible expenses and
limitations, generally

§ 25F:9 Substantiating deductible expenses for listed
property

§ 25F:10 Listed property definition and limitations
§ 25F:11 Apportionment: business versus personal use
§ 25F:12 Standard mileage rate
§ 25F:13 —Parking and tolls not included
§ 25F:14 Actual expenses and substantiation requirements
§ 25F:15 —Simplified substantiation: representative

sampling
§ 25F:16 —Exceptions
§ 25F:17 Depreciation and “luxury” vehicle limits
§ 25F:18 Section 179 expensing
§ 25F:19 Trade-ins (like kind exchanges)
§ 25F:20 Leased luxury vehicles
§ 25F:21 Leased listed property other than vehicles
§ 25F:22 Employee deduction for use of employee-owned

property
§ 25F:23 Employer deduction for provision of property to

employee

IV. EMPLOYEE USE OF EMPLOYER-PROVIDED
VEHICLES (FRINGE BENEFITS)

§ 25F:24 Use of employer’s automobile as a fringe benefit
§ 25F:25 Valuation of personal use of employer-provided

vehicles
§ 25F:26 —Lease valuation rule
§ 25F:27 —Cents-per-mile valuation rule
§ 25F:28 —Commuting valuation rule
§ 25F:29 Flights on employer-provided aircraft
§ 25F:30 —SIFL mileage rates for non-commercial flights
§ 25F:31 —Conversion of business frequent flyer miles to

personal use

V. REIMBURSEMENT ARRANGEMENTS
§ 25F:32 Tax consequences of reimbursement arrangements

TABLE OF CONTENTS

viiK 2025 Thomson Reuters, 12/2025



§ 25F:33 Substantiation by employees
§ 25F:34 Fixed mileage rate allowance
§ 25F:35 —Returning amounts in excess of expenses
§ 25F:36 —Reasonable period
§ 25F:37 Simplified substantiation: fixed and variable rate

allowance (FAVR)
§ 25F:38 Simplified substantiation: written policy statement
§ 25F:39 Vehicle considered exclusively for personal use
§ 25F:40 Accountable versus nonaccountable plans
§ 25F:41 Withholding and maintaining records

CHAPTER 25G. BUSINESS USE OF
RESIDENCES

I. INTRODUCTION
§ 25G:1 Overview
§ 25G:2 Legislative history

II. BUSINESS OR RENTAL USE OF HOME FOR
WHICH DEDUCTIONS ARE ALLOWED

A. GENERALLY

§ 25G:3 Uses of home for which deductions are allowed

B. BUSINESS USE OF HOME

§ 25G:4 Required trade or business
§ 25G:5 Regular use
§ 25G:6 —Storage of inventory or samples
§ 25G:7 —Day care services
§ 25G:8 Exclusive use
§ 25G:9 —Principal place of business
§ 25G:10 —Place to meet patients, clients or customers
§ 25G:11 —Separate structures
§ 25G:12 Prior law: Convenience of employer
§ 25G:13 Rental to employer

C. RENTAL USE OF HOME AND VACATION
HOME

§ 25G:14 Rental use of homes
§ 25G:15 Section 280A(e) allocation of expenses for rental

dwelling unit used as a residence
§ 25G:16 Section 280A(c)(5) gross income limitation applied

to rental expenses

LAW OF FEDERAL INCOME TAXATION

viii



III. DEDUCTION AMOUNT
§ 25G:17 Deduction limitations
§ 25G:18 Gross income
§ 25G:19 Expenses with respect to a dwelling unit
§ 25G:20 Order of deductions
§ 25G:21 Portion of home attributable to business use

IV. PROPERTY AND USE TRIGGERING SECTION
280A

§ 25G:22 Dwelling unit
§ 25G:23 —Rental pool
§ 25G:24 Residence
§ 25G:25 Personal use of a residence
§ 25G:26 —Attribution rules
§ 25G:27 —Exceptions to attribution rules
§ 25G:28 Repair or maintenance is not personal use

V. OTHER ISSUES
§ 25G:29 Coordination with Section 183 “hobby losses”
§ 25G:30 Coordination with Section 469 passive activity loss

rule
§ 25G:31 Coordination with Section 465 at-risk rule
§ 25G:32 Coordination with Section 162 travel expenses
§ 25G:33 Recordkeeping
§ 25G:34 Sale of property after Section 280A deduction taken
§ 25G:35 Optional safe harbor amount available beginning in

2013

CHAPTER 25H. SPECIAL AREAS OF
DEDUCTION

I. INTRODUCTION
§ 25H:1 Overview
§ 25H:2 Historical development

II. PROFESSIONAL EXPENSES
§ 25H:3 Professional expenses generally
§ 25H:4 Referral fees
§ 25H:5 Clothing
§ 25H:6 Clothing—Protective clothing and uniforms
§ 25H:7 Equipment
§ 25H:8 Educators’ expense deduction (teachers’ supplies)

TABLE OF CONTENTS

ixK 2025 Thomson Reuters, 12/2025



III. EDUCATIONAL EXPENSES
§ 25H:9 Deduction for tuition and related expenses (not

available after 2020)
§ 25H:10 Work-related educational expenses
§ 25H:11 Work-related educational expenses—When expenses

are not deductible
§ 25H:12 Work-related educational expenses—Education

required by employer
§ 25H:13 Work-related educational expenses—Deductible

expenses (including transportation and travel
expenses)

§ 25H:14 Work-related educational expenses—Temporary
absence from work

§ 25H:15 Work-related educational expenses—Postgraduate
education

§ 25H:16 Work-related educational expenses—Attorneys’
education expenses

§ 25H:17 Work-related educational expenses—Teachers and
other educators

§ 25H:18 Treatment by employee of reimbursed expenses

IV. INSURANCE PREMIUMS
§ 25H:19 Insurance defined
§ 25H:20 Employer deduction for health insurance premiums
§ 25H:21 Self-employed deduction for health insurance

premiums
§ 25H:22 Long-term care insurance
§ 25H:23 Casualty insurance
§ 25H:24 Casualty insurance—Self insurance
§ 25H:25 Casualty insurance—Payments to captive insurance

companies
§ 25H:26 Life insurance
§ 25H:27 Insurance of bank deposits

V. PAYMENTS CONTRARY TO PUBLIC POLICY
§ 25H:28 Illegal payments to government officials or

employees
§ 25H:29 Illegal payments to persons other than government

officials or employees
§ 25H:30 Kickbacks, rebates, and bribes under Medicare and

Medicaid
§ 25H:31 Fines and penalties paid to government
§ 25H:32 Treble damage payments under antitrust laws
§ 25H:33 Illegal drug sales
§ 25H:34 Lobbying expenses

LAW OF FEDERAL INCOME TAXATION

x



§ 25H:35 Lobbying expenses—Allocation between lobbying
and other expenses

§ 25H:36 Indirect contributions to political parties

VI. FARMING EXPENSES
§ 25H:37 Farming expenses generally
§ 25H:38 Prepaid farming supplies
§ 25H:39 Farm labor
§ 25H:40 Repairs and maintenance of farm property
§ 25H:41 Interest
§ 25H:42 Fertilizer
§ 25H:43 Taxes
§ 25H:44 Insurance
§ 25H:45 Rent or lease payments

VII. MISCELLANEOUS EXPENSES
§ 25H:46 Materials and supplies
§ 25H:47 Expenses relating to tax-exempt income
§ 25H:48 Expenses relating to tax-exempt income—Financial

institutions
§ 25H:49 Interest paid on deposits held by financial

institutions
§ 25H:50 Reserve funds
§ 25H:51 Reserve funds—Nuclear decommissioning reserve

funds
§ 25H:52 Trade discounts and rebates
§ 25H:53 Employer contributions to unemployment funds

CHAPTER 26. DEDUCTION OF INTEREST

I. INTRODUCTION
§ 26:1 Overview
§ 26:2 Legislative History

II. NATURE OF INTEREST AND INDEBTEDNESS

A. NATURE OF INTEREST
§ 26:3 What Constitutes Interest
§ 26:4 What Constitutes Indebtedness
§ 26:5 Other Considerations Concerning Existence of Debt
§ 26:6 Bank Deposits
§ 26:7 New Loan To Pay Principal and Interest

B. NECESSITY OF LIABILITY
§ 26:8 Liability of Taxpayer

TABLE OF CONTENTS

xiK 2025 Thomson Reuters, 12/2025



§ 26:9 Examples of Deductible Interest
§ 26:10 Examples of Nondeductible Interest

C. SHAM TRANSACTIONS

§ 26:11 Sham Transactions and Transactions Lacking
Economic Substance

§ 26:12 Examples of Legitimate and Sham Transactions
§ 26:13 Treatment of Nonrecourse Loans
§ 26:14 Valuation of Nonrecourse Loans

III. DEBT DISTINGUISHED FROM EQUITY

A. GENERAL

§ 26:15 Debt Versus Equity Introduction
§ 26:16 General Characteristics of Debt and Equity
§ 26:17 Supreme Court Pronouncements on Debt-Equity

Issue
§ 26:18 Debt-Equity Guidelines—Section 385 and Case Law
§ 26:19 Advances Treated as Debt or Equity
§ 26:20 Hybrid Securities

B. FACTORS

1. General
§ 26:21 Factors Distinguishing Debt from Equity
§ 26:22 Rejected Criteria

2. Specific Factors
§ 26:23 Intent
§ 26:24 Business Purpose
§ 26:25 Fixed Maturity Date
§ 26:26 Shareholder Rights
§ 26:27 Preferred Payment Position at Maturity
§ 26:28 Fixed Rate and Payment Provisions
§ 26:29 Redemption or Retirement Provisions
§ 26:30 Transferability and Convertibility
§ 26:31 Likelihood of Repayment

C. THIN CAPITALIZATION

§ 26:32 Thin Capitalization
§ 26:33 Thin Capitalization Determination for New

Businesses
§ 26:34 Risk of Advance

LAW OF FEDERAL INCOME TAXATION

xii



IV. QUALIFIED RESIDENCE INTEREST

A. INTRODUCTION

§ 26:35 Qualified residence interest—Introduction
§ 26:36 Qualified Residence Interest Defined
§ 26:37 Qualified Residence

B. RESIDENCE REQUIREMENT

§ 26:38 Second Residence
§ 26:39 Cooperative Housing Corporation Stock
§ 26:40 Time-Sharing Arrangements

C. INDEBTEDNESS REQUIREMENT

§ 26:41 Acquisition Indebtedness
§ 26:42 Accrued Interest
§ 26:43 Home Equity Indebtedness
§ 26:43.50 Residence interest if debt in excess of limitations

D. Secured Indebtedness
§ 26:44 Pre-October 13, 1987, Indebtedness
§ 26:45 Debts Secured by Qualified Residence
§ 26:46 Determination of Qualified Residence Interest When

Secured Debt Exceeds Adjusted Purchase Price
§ 26:47 Average Balance

V. PERSONAL INTEREST AND INVESTMENT
INTEREST

A. PERSONAL INTEREST

§ 26:48 Disallowance of Personal Interest
§ 26:49 Qualified Student Loan Interest

B. INVESTMENT INTEREST

§ 26:50 Investment Interest Limitation
§ 26:51 Definitions Relating to Investment Interest

Limitation
§ 26:52 Other Rules Regarding Investment Interest

C. PRIOR LAW

§ 26:53 Phase-In of Disallowance (Prior Law)
§ 26:54 —Qualified Residence Interest
§ 26:55 Investment Interest Limitation (Prior Law)

TABLE OF CONTENTS

xiiiK 2025 Thomson Reuters, 12/2025



VI. CORPORATE ACQUISITION INDEBTEDNESS

A. LIMITATION ON DEDUCTION
§ 26:56 Corporate Acquisition Indebtedness
§ 26:57 Corporate Acquisition Test
§ 26:58 Subordination Test
§ 26:59 Convertibility Test
§ 26:60 Debt-Equity Test
§ 26:61 Projected Earnings Test
§ 26:62 Obligations Not Subject to Corporate Acquisition

Indebtedness Rules

B. SPECIAL RULES AND DEFINITIONS
§ 26:63 Rules Regarding Limitation on Corporate Acquisition

Indebtedness
§ 26:64 Affiliated Groups
§ 26:65 Definitions Relating to Treatment of Affiliated Groups
§ 26:66 Special Rules for Lending Institutions
§ 26:67 Acquisitions of Foreign Corporations
§ 26:68 Statement Attached to Return (Prior Law)

VII. TAX-EXEMPT OBLIGATIONS

A. DENIAL OF INTEREST DEDUCTION

§ 26:69 Interest on Wholly Owned Tax-Exempt Obligations
§ 26:70 Temporary Investment in Tax-Exempt Obligations
§ 26:71 Financial Institutions

B. SERVICE GUIDELINES

§ 26:72 Service Guidelines—Introduction
§ 26:73 Guidelines for Individuals
§ 26:74 Guidelines for Partnerships
§ 26:75 Guidelines for Corporations
§ 26:76 Guidelines for Dealers in Tax-Exempt Obligations
§ 26:77 Two Percent De Minimis Rule
§ 26:78 Direct Evidence
§ 26:79 Circumstantial Evidence

VIII. LIMITATION FOR EARNINGS STRIPPING

A. DENIAL OF INTEREST DEDUCTION

§ 26:80 Limitation on the Deduction of Business Interest
§ 26:81 Debt to Equity Ratio (Prior Law)
§ 26:82 to 26:86 [Deleted]

LAW OF FEDERAL INCOME TAXATION

xiv



§ 26:87 Interest Not Subject to Tax (Prior Law)

B. SPECIAL RULES
§ 26:88 Affiliated Groups (Prior Law)
§ 26:89 Limitation on Carryforward of Tax Attributes (Prior Law)
§ 26:90 Relationship to Other Provisions Affecting Deductibility of

Interest (Prior Law)
§ 26:91 Application of Earnings Stripping Rules to Foreign

Corporations (Prior Law)

IX. OTHER RULES REGARDING DEDUCTION OF
INTEREST

A. CAPITALIZATION OF INTEREST
§ 26:92 Capitalization of Interest

B. INTEREST CHARGE SEPARATELY STATED
§ 26:93 Installment Purchases Where Interest Charge Is Not

Separately Stated

C. ORIGINAL ISSUE DISCOUNT

§ 26:94 Original Issue Discount
§ 26:95 Deduction of Original Issue Discount
§ 26:96 Exceptions and Special Rules

D. LIFE INSURANCE ENDOWMENTS OR
ANNUITY CONTRACTS

§ 26:97 Interest on Certain Life Insurance, Endowment, or
Annuity Contracts

§ 26:98 Single Premium Life Insurance Contracts
§ 26:99 Systematic Borrowing
§ 26:100 Borrowings on Policies Covering Officers,

Employees, and Those With Financial Interests

E. COOPERATIVE HOUSING CORPORATIONS

§ 26:101 Interest Paid by Cooperative Housing
Corporations

§ 26:102 Timing
§ 26:103 Proportionate Share
§ 26:104 Qualifying as Cooperative Housing Corporation
§ 26:105 Single Class of Stock
§ 26:106 Right of Occupancy
§ 26:107 Distributions

TABLE OF CONTENTS

xvK 2025 Thomson Reuters, 12/2025



§ 26:108 Gross Income
§ 26:109 Multiple Shareholder Requirement
§ 26:110 Tenant-Stockholder
§ 26:110.50 Corporate Debt Payable in Stock

X. OTHER TYPES OF INTEREST PAYMENTS
A. TAXES

§ 26:111 Interest on Taxes and Penalties

B. POINTS AND REAL ESTATE CHARGES
§ 26:112 Points
§ 26:113 Points on Refinancing of Loan
§ 26:114 Other Real Estate Charges

C. OBLIGATIONS NOT IN REGISTERED FORM
§ 26:115 Certain Obligations Not In Registered Form
§ 26:116 Obligations Issued to Foreign Persons
§ 26:117 Requirements To Qualify for Foreign Exception (Debt Issued

Before March 19, 2012)
§ 26:118 Requirements for Post-September 7, 1990 and Pre-March

19, 2012 Obligations

XI. ALLOCATION OF INTEREST AND DEBT

A. ALLOCATION RULES
§ 26:119 Allocation Between Personal Interest, Investment

Interest, and Passive Losses
§ 26:120 Compound Interest
§ 26:121 Debt Used To Pay Interest
§ 26:122 Debt Used To Pay Borrowing Costs
§ 26:123 Debt Repayment
§ 26:124 Debt Refinancing
§ 26:125 Debt Reallocation
§ 26:126 Treatment of Pass-Through Entities

B. DEPOSITS TO ACCOUNT
§ 26:127 Debt Proceeds Deposited in Borrower’s Account
§ 26:128 Nonloan Proceeds in Account
§ 26:129 Additional Ordering Rules
§ 26:130 Optional Method for Reallocation
§ 26:131 Debt Proceeds Received in Cash

C. COORDINATION WITH OTHER PROVISIONS
§ 26:132 Coordination With Capitalization Provisions

LAW OF FEDERAL INCOME TAXATION

xvi



§ 26:133 Coordination With Disallowance Provisions
§ 26:134 Coordination With Deferral Provisions
§ 26:135 Other Coordinating Provisions

D. TRANSITIONAL RULES
§ 26:136 Transitional Rules

CHAPTER 27. DEDUCTION OF TAXES

I. INTRODUCTION
§ 27:1 Overview
§ 27:2 Historical development

II. DEFINITION OF TAXES
§ 27:3 Taxes defined
§ 27:4 Penalties and interest on taxes

III. TAXES EXPRESSLY DEDUCTIBLE
§ 27:5 Taxes expressly deductible, generally
§ 27:6 State, local, and foreign real property taxes
§ 27:7 State and local personal property taxes
§ 27:8 State and local income, war profits, and excess profits

taxes
§ 27:9 State and local sales taxes
§ 27:10 Foreign income, war profits, and excess profits taxes
§ 27:11 Generation-skipping tax
§ 27:12 Environmental tax [Deleted]
§ 27:13 Self-employment taxes
§ 27:14 Qualified motor vehicle taxes (2009) [Deleted]

IV. TAXES DEDUCTIBLE AS BUSINESS EXPENSES
IF INCURRED IN PROFIT-SEEKING ACTIVITY

§ 27:15 Taxes deductible as business expenses if incurred in
profit-seeking activity, generally

§ 27:16 Social security, unemployment and state family and medical
leave taxes

V. TAXES NONDEDUCTIBLE REGARDLESS OF
ACTIVITY IN WHICH INCURRED

§ 27:17 Taxes nondeductible regardless of activity in which
incurred, generally

§ 27:18 Federal income, war profits, and excess profits taxes
§ 27:19 Estate, inheritance, legacy, succession, and gift taxes

TABLE OF CONTENTS

xviiK 2025 Thomson Reuters, 12/2025



§ 27:20 Foreign income, war profits, and excess profits taxes

VI. TAXES THAT MUST BE CAPITALIZED
A. GENERAL

§ 27:21 Capitalization of taxes paid or accrued in acquisition
or disposition of property

§ 27:22 Transfer taxes
§ 27:23 Election to capitalize certain taxes

B. SPECIAL ASSESSMENTS
§ 27:24 Taxes assessed against local benefits
§ 27:25 Examples of special assessments

VII. YEAR OF DEDUCTION

A. IN GENERAL
§ 27:26 Year of deduction, generally

B. CASH BASIS TAXPAYERS
§ 27:27 Cash basis taxpayers

C. ACCRUAL BASIS TAXPAYERS
§ 27:28 Accrual basis taxpayers
§ 27:29 All events test
§ 27:30 Economic performance test
§ 27:31 Accrual of state income taxes
§ 27:32 Accrual of property taxes
§ 27:33 Ratable accrual of real property taxes
§ 27:34 Accrual of state franchise and capital stock taxes
§ 27:35 Accrual of foreign taxes
§ 27:36 Limitation on acceleration of accrual of taxes
§ 27:37 Example of limitation on acceleration of accrual of

taxes
§ 27:38 Amendment of tax statutes

D. CONTESTED TAXES
§ 27:39 Contested taxes
§ 27:40 Effect of refund of contested taxes
§ 27:41 Unconstitutional taxes

VIII. TAXPAYERS ENTITLED TO DEDUCTION

A. GENERAL
§ 27:42 Taxpayers entitled to deduction

LAW OF FEDERAL INCOME TAXATION

xviii



§ 27:43 Income taxes of spouses and other joint owners of
property

§ 27:44 Taxes paid by shareholders for corporation
§ 27:45 Taxes paid by corporation for shareholders

B. REAL PROPERTY TAXES

1. General
§ 27:46 Real property taxes
§ 27:47 Real property taxes of spouses
§ 27:48 Real property taxes paid by beneficial interest holders

and tenants in common

2. Apportionment on Transfer of Property
§ 27:49 Apportionment of real property taxes between seller

and purchaser
§ 27:50 Apportionment on other transfers
§ 27:51 Year of deduction of apportioned real estate taxes:

Cash basis taxpayers
§ 27:52 Year of deduction of apportioned real estate taxes:

Accrual basis taxpayers
§ 27:53 Successive sales and excess deductions
§ 27:54 Delinquent taxes

CHAPTER 28. DEDUCTION OF LOSSES

I. INTRODUCTION
§ 28:1 Overview
§ 28:2 Historical development

II. TAXPAYERS ENTITLED TO LOSS DEDUCTIONS
§ 28:3 Property interest requirement
§ 28:4 Burden of proof

III. LOSS REQUIREMENT

A. ACTUAL LOSSES
§ 28:5 Actual loss requirement
§ 28:6 Losses in excess of basis
§ 28:7 Anticipated but unrealized losses
§ 28:8 Losses from nonobligatory payments
§ 28:9 Losses from sham transactions
§ 28:10 Tests applicable for determining sham transactions
§ 28:11 Evidence of sham transactions
§ 28:12 Wash sales of stocks or securities

TABLE OF CONTENTS

xixK 2025 Thomson Reuters, 12/2025



§ 28:13 Other sales with reacquisition rights
§ 28:14 Sale-Leaseback transactions
§ 28:15 Purchase-Leaseback transactions
§ 28:16 Transactions involving insurance policies
§ 28:17 Property seized or expropriated by foreign

governments

B. CLOSED AND COMPLETED TRANSACTION
REQUIREMENT

§ 28:18 Nature of allowable losses
§ 28:19 Worthlessness
§ 28:20 Worthlessness of special use property
§ 28:21 Partial reduction of value
§ 28:22 Disruption of income activities
§ 28:23 Transactions controlled by taxpayers
§ 28:24 Events after a taxpayer’s death

C. IDENTIFIABLE EVENT REQUIREMENT

§ 28:25 Identifiable event requirement
§ 28:26 Examples of identifiable events
§ 28:27 Corporate liquidation and other acts as identifiable

events
§ 28:28 Bankruptcy and receivership as identifiable event

D. EFFECT OF AVAILABLE INSURANCE OR
COMPENSATION

§ 28:29 General principles
§ 28:30 Adjustments to basis
§ 28:31 Recovery by insurance or otherwise
§ 28:32 Loss subject to partial insurance coverage or

reimbursement
§ 28:33 Prospect of recovery
§ 28:34 Obligation to pursue recovery
§ 28:35 Effect of litigation on prospect of recovery
§ 28:36 Potential liability for liquidated damages
§ 28:37 Unexpected recoveries

E. RELATED-PARTY TRANSACTIONS

§ 28:38 General principles
§ 28:39 Effect of indirect sales and exchanges
§ 28:40 Effect of subsequent sales and exchanges
§ 28:41 Related parties defined
§ 28:42 Losses from transfers between family members

LAW OF FEDERAL INCOME TAXATION

xx



§ 28:43 Losses from transfers between former spouses
§ 28:44 Losses from transfers between corporations and

majority stockholders
§ 28:45 Losses from transfers between commonly controlled

corporations
§ 28:46 Losses between commonly controlled corporations and

partnerships
§ 28:47 Losses from transfers between Section 501

organizations and controlling persons
§ 28:48 Losses from transfers between trust grantors and

fiduciaries
§ 28:49 Losses from transfers between estate executors and

beneficiaries
§ 28:50 Special rules applicable to controlled groups

IV. TAX ITEMS SUBJECT TO ADDITIONAL RULES

A. TAX ITEMS SUBJECT TO ADDITIONAL RULES

§ 28:51 General principles

B. GENERAL EXPENDITURES

§ 28:52 Business expenditures
§ 28:53 Personal expenditures
§ 28:54 Payments made without legal obligation

C. CAPITAL EXPENDITURES

§ 28:55 Losses distinguished from capital expenditures
§ 28:56 Expenditures for improvements
§ 28:57 Surrender of stock to corporation
§ 28:58 Legal expenses
§ 28:59 Assumption of liabilities
§ 28:60 Shareholder transfers in connection with employee

services

V. TRADE, BUSINESS, AND NONPROFIT LOSSES

§ 28:61 Trade or business losses
§ 28:62 Evidence to show existence of trade or business
§ 28:63 Utilization of corporate entities

TABLE OF CONTENTS

xxiK 2025 Thomson Reuters, 12/2025



VI. LOSSES FROM CLAIMED FOR-PROFIT
ACTIVITIES

A. LOSSES FROM ACTIVITIES NOT ENGAGED IN
FOR PROFIT

§ 28:64 General principles

B. DEDUCTION AMOUNT

§ 28:65 Calculation of deduction amount
§ 28:66 Effect of capital gains on deduction calculation
§ 28:67 Effect of multiple undertakings
§ 28:68 Allocations to separate activities

C. EVIDENCE REGARDING TAXPAYER’S MOTIVE

§ 28:69 General principles
§ 28:70 Existence of economic substance
§ 28:71 Manner of carrying on activity
§ 28:72 Expertise of taxpayer or advisors
§ 28:73 Time and effort expended by taxpayer
§ 28:74 Expectation of property appreciation
§ 28:75 Taxpayer’s success in other activities
§ 28:76 History of income and losses
§ 28:77 Amount of occasional profits
§ 28:78 Taxpayer’s financial status
§ 28:79 Elements of personal pleasure or recreation

D. FOR-PROFIT DETERMINATIONS

§ 28:80 Losses from sales of residential property
§ 28:81 Losses from annuity contracts
§ 28:82 Losses from early withdrawal penalties
§ 28:83 Examples of transactions entered into for profit
§ 28:84 Example of transactions not entered into for profit

E. MOTIVES OF ARTIFICIAL ENTITIES

§ 28:85 S corporations
§ 28:86 Partnerships

F. STATUTORY PRESUMPTION OF PROFIT
MOTIVE

§ 28:87 Effect of profit in other taxable years (three-year safe
harbor)

§ 28:88 Election to postpone for-profit determination

LAW OF FEDERAL INCOME TAXATION

xxii



VII. CASUALTY LOSSES
§ 28:89 Casualty losses, generally

A. AMOUNT OF DEDUCTION
§ 28:90 Casualty loss of business or investment property
§ 28:91 Amount of deduction for personal use property of

individuals
§ 28:92 Qualified disaster losses (declared before February

10, 2025)
§ 28:93 Year of deduction
§ 28:94 Establishing amount of loss; decline in value
§ 28:95 Establishing amount of loss; repair costs
§ 28:96 Establishing amount of loss; safe harbors for

personal-use residential real property in federally
declared disasters

§ 28:97 Effect of insurance or reimbursement casualty losses
§ 28:98 Casualties interfering with unrealized property

rights
§ 28:99 Deduction disallowed as against public policy
§ 28:100 Taxpayer’s burden of proof

B. CASUALTY DEFINED
§ 28:101 General requirements for a casualty
§ 28:102 Losses from declared disasters
§ 28:103 Effect of governmentally ordered demolition or

relocation
§ 28:104 Casualty loss: storms, floods, and other water

damage
§ 28:105 Casualty loss: negligent acts
§ 28:106 Casualty loss: drought
§ 28:107 Casualty loss: insects and animals
§ 28:108 Casualty loss: “other casualty”
§ 28:109 Election to treat certain obligations as losses
§ 28:110 Land and crops loss

C. DEDUCTION OF CASUALTY LOSSES
§ 28:111 Casualty loss of personal use property
§ 28:112 Adjustments for losses involving personal use

property
§ 28:113 Effect of buyer resistance; decline in property value
§ 28:114 Effect of other ownership interests

D. YEAR OF DEDUCTION
§ 28:115 Effect of unknown extent of loss

TABLE OF CONTENTS

xxiiiK 2025 Thomson Reuters, 12/2025



VIII. LOSSES RELATED TO BUILDING
MODIFICATIONS

§ 28:116 Demolitions of structures
§ 28:117 “Structures” defined for Section 280b purposes
§ 28:118 Safe harbors for losses from structural modifications
§ 28:119 Demolitions in Presidentially declared disaster areas
§ 28:120 GO zone elections
§ 28:121 Losses sustained prior to demolitions

IX. THEFT LOSSES
§ 28:122 General principles
§ 28:123 Property ownership requirement
§ 28:124 Events qualifying as “thefts”
§ 28:125 Events not qualifying as “thefts”
§ 28:126 Effect of close or family relationships
§ 28:127 Adequate evidence requirement
§ 28:128 Amount of deduction
§ 28:129 Year of deduction
§ 28:130 Effect of recovery or compensation

X. ABANDONMENT LOSSES
§ 28:131 General principles
§ 28:132 Abandonment defined
§ 28:133 Calculation of abandonment-loss deduction
§ 28:134 Examples of abandonment actions
§ 28:135 Effect of retention of title
§ 28:136 Abandonment of corporate existence or restructuring
§ 28:137 Abandonment of economic opportunities
§ 28:138 Abandonment of intangible property
§ 28:139 Cancellation of leases and contracts

XI. LOSSES FROM SECURITIES

A. WORTHLESS SECURITIES

§ 28:140 General principles
§ 28:141 Security defined
§ 28:142 Substantiation of worthlessness
§ 28:143 Stock without current liquidation value
§ 28:144 Stock without potential earning power
§ 28:145 Effect of stock sales
§ 28:146 Effect of other acts by shareholders
§ 28:147 Identifiable events indicating worthlessness
§ 28:148 Worthless securities of affiliated corporations

LAW OF FEDERAL INCOME TAXATION

xxiv



B. REGISTRATION-REQUIRED OBLIGATIONS
§ 28:149 Losses from registration-required obligations
§ 28:150 Registration-required obligation exceptions

XII. GAMBLING LOSSES
§ 28:151 General principles
§ 28:152 Professional gambling activities
§ 28:153 Time for claiming gambling loss deductions
§ 28:154 Substantiation of gambling losses

XIII. LOSSES FROM ILLEGAL TRANSACTIONS
§ 28:155 General principles
§ 28:156 Losses related to active participation in criminal

conspiracies
§ 28:157 Losses from illegal gambling activities
§ 28:158 Losses from illegal bribes, kickbacks, and similar

payments
§ 28:159 Losses from payments of fines and penalties
§ 28:160 Losses from arson
§ 28:161 Losses from payments of antitrust damages
§ 28:162 Losses from illegal drug trafficking

XIV. LOSSES FROM FARMING OR RANCHING
§ 28:163 General principles
§ 28:164 Losses by part-time farmers or ranchers
§ 28:165 Loss of prospective crops
§ 28:166 Livestock losses

XV. CURRENCY VALUATION LOSSES
§ 28:167 Foreign currency valuation losses
§ 28:168 Domestic currency valuation losses
§ 28:169 Limitation on loss deductions for tax-exempt use

property

CHAPTER 29. DEDUCTION OF NET
OPERATING LOSSES

I. INTRODUCTION
§ 29:1 Overview
§ 29:2 Legislative history
§ 29:3 Development of computation of NOLs based on 1939

Code

TABLE OF CONTENTS

xxvK 2025 Thomson Reuters, 12/2025



II. NET OPERATING LOSS DEDUCTION
§ 29:4 Net operating loss introduction
§ 29:5 Deduction of net operating loss
§ 29:6 Expiration of statute of limitations
§ 29:7 Taxpayers entitled to net operating loss deduction
§ 29:8 Law applicable to computations
§ 29:9 Computation of net operating loss deduction
§ 29:10 Example: Operation of Section 172

III. COMPUTATION OF NET OPERATING LOSS
A. CARRYBACK AND CARRYOVER

1. Loss Years
§ 29:11 Net operating loss carryovers, generally
§ 29:12 Net operating loss carryback and carryover
§ 29:13 Order of carryback or carryforward
§ 29:14 Years to which loss is carried
§ 29:15 Election to forego carryback of loss
§ 29:16 Prior Law: Taxable income for years subject to alternative

tax
§ 29:17 Percentage limitations on certain deductions
§ 29:18 Short taxable year
§ 29:19 Electing five-year carryback for 2018, 2019 and 2020 NOLs
§ 29:20 NOL carryback in deemed liquidation

2. Special Loss Types and Taxing Situations
§ 29:21 Bankruptcy
§ 29:22 NOLs under the alternative minimum tax
§ 29:23 Prior Law: Specified liability loss
§ 29:24 Prior Law: Product liability losses
§ 29:25 Farming losses and insurance company losses
§ 29:26 Cascading carrybacks (interaction with foreign tax

credit rules)

B. CORPORATE TAXPAYERS

1. Ordinary and Capital Losses

a. General
§ 29:27 Net operating loss of corporation
§ 29:28 Effect of cessation of trade or business
§ 29:29 Examples: Computation of corporate NOLs
§ 29:30 Effect of treatment of capital losses under Section

1212

b. Losses of Consolidated Groups
§ 29:31 Affiliated group of corporations

LAW OF FEDERAL INCOME TAXATION

xxvi



§ 29:32 Prior Law: Specified liability loss of a consolidated group
§ 29:33 Limitation on net operating losses that are treated as

dual consolidated losses
§ 29:34 Application of dual consolidated losses

2. Special Corporations
§ 29:35 Real estate investment trusts
§ 29:36 Personal holding companies
§ 29:37 S corporations

3. Corporate Equity Reduction Transaction
§ 29:38 Prior Law: Limitation on carrybacks of interest deductions of

corporate equity reduction transactions
§ 29:39 Prior Law: Corporate equity reduction transaction defined
§ 29:40 Prior Law: Net operating loss carryback limitation for

corporate equity reduction transaction
§ 29:41 Prior Law: Method of allocation for corporate equity

reduction transactions
§ 29:42 Prior Law: Examples of corporate equity reduction

transactions

C. NONCORPORATE TAXPAYERS

1. Ordinary and Capital Losses

a. Noncorporate Taxpayers and Nonbusiness
Deductions

§ 29:43 Net operating loss of noncorporate taxpayers
§ 29:44 Continuation of other modifications
§ 29:45 Nonbusiness deductions
§ 29:46 Capital gains and losses
§ 29:47 Casualty and theft losses
§ 29:48 Retirement contributions

b. Capital Losses
§ 29:49 Small business stock
§ 29:50 Small business investment stock and Section 1244

stock
§ 29:51 Deductions for capital gains and losses

2. Trade or Business and Investment Activities

a. Taxpayers Engaged in a Trade or Business
§ 29:52 Deductions attributable to noncorporate taxpayer’s

trade or business
§ 29:53 Taxes and litigation expenses
§ 29:54 Deductions

TABLE OF CONTENTS

xxviiK 2025 Thomson Reuters, 12/2025



§ 29:55 Identification of trade or business
§ 29:56 Corporation’s business separate from that of its

shareholders
§ 29:57 Attributability to taxpayer’s trade or business

b. Taxpayers Engaged in Investment
Activities

§ 29:58 Losses in connection with investment activities
§ 29:59 Investments benefiting and promoting principal

business
§ 29:60 Investment in rental properties

3. Individual Taxpayers

a. Joint and Individual Returns
§ 29:61 Joint returns filed in all years
§ 29:62 NOL incurred in separate return year and carried to

joint return year
§ 29:63 NOL in joint return year to separate return year

b. Special Situations
§ 29:64 Divorced taxpayer
§ 29:65 Death of one spouse
§ 29:66 Community property state

4. Trusts and Estates
§ 29:67 Trusts and estates

5. Compliance, Reporting, and Audit Issues
§ 29:68 Statute of limitations, interest, burden of proof, and

other items
§ 29:69 Statute of limitations
§ 29:70 Interest on NOL refunds
§ 29:71 Examination of closed years in determination of NOL

deduction
§ 29:72 Effect of closing agreement
§ 29:73 Requirements as to filing returns
§ 29:74 Burden of proof

IV. CORPORATE ACQUISITIONS; SECTIONS 381
AND 382

A. COMPUTATION OF NET OPERATING LOSSES
IN ACQUISITIONS

§ 29:75 Carryover of net operating losses by successor
corporations; Introduction

LAW OF FEDERAL INCOME TAXATION

xxviii



§ 29:76 Transactions subject to Section 381 and 382
limitations

§ 29:77 One acquiring corporation
§ 29:78 Percentage of target acquired in acquisition
§ 29:79 Taxable year
§ 29:80 No carryback of postmerger losses
§ 29:81 Aggregate net operating loss carryover
§ 29:82 Interest affected by NOLs

B. SECTION 382 LIMITATIONS

1. General
§ 29:83 Section 382, generally

2. Section 382 Limitations
§ 29:84 Operation of Section 382
§ 29:85 Loss corporations
§ 29:86 Postchange year
§ 29:87 Change date
§ 29:88 Consistency rules
§ 29:89 Interaction with consolidated return rules
§ 29:90 Single entity approach
§ 29:91 Loss groups and subloss groups
§ 29:92 Application of Section 382 limitation on loss group

3. Valuation of Loss Corporation
§ 29:93 Value of old loss corporation
§ 29:94 Valuation of old loss corporation in bankruptcy
§ 29:95 Election for restoring value to another component

member
§ 29:96 Reduction of loss corporation’s value for redemptions
§ 29:97 Reduction of loss corporation’s value for capital

contributions
§ 29:98 Reduction of loss corporation’s value for substantial

nonbusiness assets
§ 29:99 Long-term tax-exempt rate

4. Ownership Change
§ 29:100 Ownership change
§ 29:101 Testing date and period
§ 29:102 Meaning of ownership change
§ 29:103 Percentage of ownership change
§ 29:104 Five-percent shareholder
§ 29:105 Determining what stock is included in measuring

ownership change
§ 29:106 Ownership interests not constituting stock as stock

TABLE OF CONTENTS

xxixK 2025 Thomson Reuters, 12/2025



§ 29:107 Ownership change as result of multiple transactions

5. Ownership and Equity Shifts
§ 29:108 Owner shift
§ 29:109 Examples of owner shifts
§ 29:110 Equity structure shift
§ 29:111 Examples of equity structure shifts
§ 29:112 Restricting transfers

C. BUILT-IN GAINS AND LOSSES

1. Net Unrealized Built-in Gain and Loss
§ 29:113 Net unrealized built-in gain or loss, generally
§ 29:114 Safe harbor approaches for net unrealized built-in

gain and loss
§ 29:115 Consequences of net unrealized built-in gain and

loss
§ 29:116 Net unrealized built-in gain or loss in stock

acquisitions and redemptions
§ 29:117 De minimis threshold requirement

2. Recognized Built-in Gain and Loss
§ 29:118 Recognized built-in gain, generally
§ 29:119 Recognized built-in loss, generally
§ 29:120 Safe harbor approaches for recognized built-in gains

and losses
§ 29:121 Limitation on use of preacquisition losses to offset

built-in gains
§ 29:122 Recognized gain and losses under installment

obligations

D. ENTERPRISE AND OWNERSHIP RULES

1. Continuity of Business Enterprise
§ 29:123 Continuity of business enterprise requirements

2. Attribution Rules
§ 29:124 Attribution, aggregation, and segregation rules,

generally
§ 29:125 Attribution rules
§ 29:126 Attribution from entities
§ 29:127 Option attribution rules
§ 29:128 Regulations prescribed for option attribution

3. Stock Ownership and Segregation
§ 29:129 Stock acquired by reason of death, gift, divorce, or

separation

LAW OF FEDERAL INCOME TAXATION

xxx



§ 29:130 Aggregation rules
§ 29:131 Segregation rules
§ 29:132 Exceptions to the Segregation Rules
§ 29:133 Holding companies

E. SECTION 269 AND SECTION 383 LIMITATIONS

1. Bankruptcy and Insolvency
§ 29:134 Bankruptcy, Section 269, and Section 383, generally
§ 29:135 Insolvency rule; Section 382(l)(5)
§ 29:136 Recalculation of NOLs due to application of Section

382(l)(5)
§ 29:137 Insolvency rule; Section 382(l)(6)
§ 29:138 Application of Section 269 to bankruptcy

proceedings
§ 29:139 Limitations under Section 269 and other provisions

2. Credit Limitations
§ 29:140 Section 383
§ 29:141 —Definitions
§ 29:142 Ordering rules
§ 29:143 Section 383 credit limitations
§ 29:144 Allocation of NOLs or taxable income for change

year
§ 29:145 Effective dates

TABLE OF CONTENTS

xxxiK 2025 Thomson Reuters, 12/2025


	Pages from MERTENS_12-2025_REV CH_LL
	Pages from MERTENS_12-2025_REV CH_LL-2
	Pages from MERTENS_12-2025_REV CH_LL-3

