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What are Business Expenses?

Business expenses are costs that are incurred to carry out the day-to-day activities of a 
business. 

A business expense must be ‘ordinary and necessary’ in order to be deductible.

Ordinary Expense 
is anything that is "common and accepted” to a specific trade 

or business.
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Necessary expense 
is anything that is "helpful and appropriate,” but not 

indispensable.

Employee 
Compensation Rent

401K 
Retirement 

Plan
Taxes Interest Insurance

For Example
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What are Deductible and Non-deductible expenses?

Deductible expenses Non-deductible expenses

These are the expenses which a business can 
subtract from its income before computing the 

taxable income. 
A deductible expense reduces the tax 

liability. The expense may be fully deductible 
or partially deductible.

These are those expenses that CANNOT be 
subtracted from a business’s income while 

computing the taxable income.

For example:
• Advertising
• Contract labor
• Equipment Rentals
• Insurance
• Taxes

For example:
• Penalties
• Lobbying expense
• Political contributions
• Bribes
• Demolition expense/loss
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Cost of Goods Sold  

Expenses included in COGS 
(called direct costs) Inventory

• Products/raw material 
purchased

• Direct labor (workers in 
factory)

• Warehouse expense (for 
storage)

• Freight expense

Inventory is necessary to clearly show income 
if a business is into production and resale 

activities. If a business maintains inventory, it 
must value the inventory at the beginning and 

end of every tax year to calculate COGS.
A small business taxpayer (income $25 

million or less for prior 3 tax years) that does 
not maintain inventory must still have an 

accounting system to account for inventory.

COGS

If a business manufactures products or purchases products for resale, it can deduct the cost of goods sold (COGS) 
from the business income.

Capitalization rules 

As per uniform capitalization 
rules, there are certain 

production and resale activities 
for which a business must 

capitalize the direct costs and 
part of indirect costs.

This rule is NOT applicable to 
small business taxpayers 

(effective 2017).
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Capital Expenses  
There are certain costs that a business must capitalize instead of deducting.

Business Assets Improvements

Cost of assets used for 
business must be 

capitalized. These include 
land, building, machinery, 

vehicles, patents and 
franchise rights. The cost 
would also include any 
installation and freight 

charges.

If the improvement 
leads to betterment 
of the unit or leads 

to different/new 
use of the unit.

Start-up costs

A business must capitalize all 
the costs incurred before 

starting business operations. 
These costs may include 

expenses for advertising, travel, 
or wages for training 

employees. 

Costs you must capitalize

If the improvement 
does NOT lead to any 

betterment of the unit 
and includes cost of 
routine repairs and 

maintenance.

Capitalize the cost  
Deduct the cost as 
business expense
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Personal Expenses - Fully and partially non-deductible

Fully Non-deductible Partially Non-deductible

If the entire expense is incurred 
for personal purpose

If the taxpayer incurred an expense 
which is used partly for personal 
purpose and partly for business 
purpose, they can deduct the 

business portion of the expense.

Personal Expenses
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Personal v/s Business expense example

For example, a taxpayer took a short-term loan of $4,000. They utilized 60% of the loan for purchasing raw 
materials for the business and 40% for personal use. 

Total Loan 
$4,000        

$2,400                                         
(Business portion = 60% of $4,000)

$1,600
(Personal portion = 40% of $4,000)

Deductible

NOT deductible
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Personal v/s Business expense - Business use of vehicle 

If the vehicle is used exclusively for business 
purpose

If the vehicle is used for both personal and 
business purposes

Deduct the total vehicle expenses Use ANY ONE of the following two methods to 
calculate deductible expenses

Business use of vehicles

Standard Mileage Rate
In order to calculate 

deductible car expenses, 
multiply the business miles 

by standard mileage rate 
(which is 0.56 for 2021)

Actual Expenses
Deduct actual vehicle 

expenses (which include 
repairs, insurance, 

depreciation, oil and gas 
etc.)
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When can you deduct an expense?

The accounting method used by a business determines when an expense is deductible.

Let’s say a grocery store owner gets some repairs and maintenance work done for their store in December 2020. The 
vendor sends a bill of $750. The store owner pays the bill by check on January 20, 2021. The tax treatment of the expense 
will be as follows:

If cash method of accounting is used, If accrual method of accounting is used,

The $750 will be deducted in the tax return for the 
year 2020 if the following conditions are fulfilled:

1. The liability has been fixed and can be 
determined with reasonable accuracy i.e., the 
store owner is liable to pay $750 to the vendor.

2. Economic performance has occurred i.e., the 
repairs and maintenance work has been 
completed.

The $750 will be deducted in the tax return for 
the year 2021, i.e., the year in which the 

payment for the expense was actually made.
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Thank You.
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