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Introduction

This publication discusses common business
expenses and explains what is and is not
deductible. The general rules for deducting
business expenses are discussed in the
opening chapter. The chapters that follow
cover specific expenses and list other publi-
cations and forms you may need.

Help from the Problem Resolution Pro-
gram. The Problem Resolution Program
(administered by the Taxpayer Advocate) can
often help you with unresolved tax problems.
It may be able to offer you special help if you
have a significant hardship as a result of a tax
problem. For more information, write to the
Taxpayer Advocate at the district office or
service center where you have the problem,
or call 1-800-829-1040 (1-800-829-4059
for TTY/TDD users).

Important Changes
for 1997

The following items highlight some changes
in the tax law for 1997.

Standard mileage rate. The standard mile-
age rate for the cost of operating your car,
van, pickup, or panel truck in 1997 is 31.5
cents per mile for all business miles.

Nondiscrimination rules.  Nondiscrimination
rules apply to the exclusion of certain fringe
benefits from the income of highly compen-
sated employees. For tax years beginning
after 1996, the definition of “highly compen-



sated employee” has changed. For more in-
formation, see Nondiscrimination rules under
Exclusion of Certain Fringe Benefits in chap-
ter 4.

Adoption assistance.  For tax years begin-
ning after 1996, up to $5,000 ($6,000 for a
special needs child) you pay or incur under
an adoption assistance program for an em-
ployee's qualified adoption expenses is ex-
cluded from the employee's gross income.
For more information, see Adoption Assist-
ance in chapter 5.

Educational assistance. Each year, you
can exclude from an employee's wages up to
$5,250 you pay or incur under an educational
assistance program. This exclusion, which
expired for tax years beginning after May 31,
1997, has been extended retroactively. It will
now expire for expenses paid with respect to
courses beginning after May 31, 2000. For
more information, see Educational Assistance
in chapter 5.

Group health plan requirements.  Generally
effective for plan years beginning after June
30, 1997, you (or the plan, if a multi-employer
plan) may be subject to an excise tax if your
group health plan does not meet the new ac-
cessibility, portability, and renewability re-
quirements. For more information, see Other
Requirements under Group Health Plans in
chapter 5.

Medical savings accounts. For tax years
beginning after 1996, a new program for a
tax-exempt medical savings account (MSA)
is available (for up to 4 years) to self-
employed persons and employees of a small
business. You can contribute (within limits) to
an MSA for each employee you cover under
a high deductible health plan. You can ex-
clude from an employee's income amounts
you contribute to his or her MSA. For more
information, see Medical Savings Accounts
under Group Health Plans in chapter 5.

SIMPLE retirement plan. Beginning in 1997,
you may be able to set up a savings incentive
match plan for employees (SIMPLE). You can
set up a SIMPLE plan if you have 100 or
fewer employees and meet other require-
ments. For more information, see SIMPLE
Retirement Plans in chapter 6.

Repeal of salary reduction arrangement
under a SEP (SARSEP). Beginning in Jan-
uary 1997, an employer is no longer allowed
to establish a SARSEP. However, partic-
ipants (including new participants hired after
1996) in a SARSEP that was established be-
fore 1997 can continue to elect to have their
employer contribute part of their pay to the
plan. For more information, see Salary Re-
duction Arrangement under Simplified Em-
ployee Pension (SEP) in chapter 6.

Minimum required distribution rule modi-
fied. Beginning in 1997, the definition of the
required beginning date that is used to figure
the minimum required distribution from qual-
ified retirement plans takes into account
whether a plan participant has retired. This
does not apply to a 5% owner, who must still
begin to receive distributions on April 1 of the
year following the calendar year in which he
or she reaches age 70%. Also, the new law
does not apply to IRAs. For more information,
see Required Distributions under Keogh
Plans in Publication 560.
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Interest on loans with respect to life in-
surance policies. For tax years ending after
May 31, 1997, you generally cannot deduct
interest paid or accrued with respect to any
life insurance, annuity or endowment contract
that was issued or deemed issued after June
8, 1997, and covers any individual, unless
that individual is a key person. For partner-
ships, corporations, and S corporations, there
are new proration rules that apply. For more
information, see Interest on loans with respect
to life insurance policies in chapter 8.

Self-employed health insurance de-
duction.  Beginning in 1997, the deduction
for health insurance of self-employed individ-
uals increases from 30% to 40% of the
amount paid for the insurance. The percent-
age will further increase to 45% for tax years
1998 and 1999. After 1999, the deduction in-
creases even further. For more information,
see Self-Employed Health Insurance De-
duction in chapter 10.

Long-term care insurance. A qualified
long-term care insurance contract issued after
1996 will generally be treated as an accident
and health insurance contract. For more in-
formation, see Long-term care insurance
deduction in chapter 10.

Life insurance and annuities. ~ For contracts
issued after June 8, 1997, you generally
cannot deduct premiums on any life insurance
policy, endowment contract, or annuity con-
tract, if you are directly or indirectly a benefi-
ciary. For contracts issued prior to June 9,
1997, the deduction is denied only when you
are directly or indirectly a beneficiary, and the
life insurance policy covers an officer, em-
ployee, or other person financially interested
in your trade or business. For more informa-
tion, see Nondeductible Premiums in chapter
10.

Important Changes for
1998

The following items highlight some changes
in the tax law for 1998.

Deduction for meals furnished to employ-
ees. For tax years beginning after 1997, your
annual revenue from meals you furnish to
employees both on your business premises
and for your convenience is considered to
equal your direct operating costs of providing
these meals. A meal is considered provided
for your convenience if you provide it for a
substantial noncompensatory business rea-
son. This legislative change may allow your
eating facility for employees to qualify as a
de minimis fringe benefit. As a de minimis
fringe benefit, your deduction for meals pro-
vided in the facility is not limited to 50% of the
cost of furnishing the meals. For more infor-
mation, see chapters 3 and 4.

Qualified parking in place of pay. For tax
years beginning after 1997, you can exclude
qualified parking from an employee's wages
even if you provide it in place of pay. You
cannot exclude from an employee's wages
any other qualified transportation fringe ben-
efit that you provide in place of pay. For more
information, see Qualified Transportation
Fringe in chapter 4.

New group health plan requirements. For
plan years beginning on or after January 1,
1998, you (or the plan, if a multi-employer
plan) may be subject to an excise tax if your
plan does not meet certain new requirements.
These requirements generally:

* Obligate plans to pay for a minimum
hospital stay following birth for mothers
and newborns if the plan otherwise pro-
vides maternity benefits, and

* Prevent certain special limits from being
placed on mental health benefits.

For more information, see Other Require-
ments under Group Health Plans in chapter
5.

Temporary suspension of taxable income
limit for certain percentage depletion. For
tax years beginning after 1997, percentage
depletion deductions on the marginal pro-
duction of oil or natural gas will no longer be
limited to the taxable income from the prop-
erty figured without the depletion deduction.
For more information, see Suspension of
taxable income limit for marginal production
in chapter 13.

Meal expense deduction increases for
certain individuals.  Beginning in 1998, if an
employee is subject to the Department of
Transportation's hours of service limits, you
may be able to deduct 55% of the meal and
beverage expenses you reimburse for their
travel away from their tax home. For more
information, get Publication 553, Highlights
of 1997 Tax Changes.

Important Change for
1999

Business use of your home.  One situation
in which you currently can deduct home office
expenses is if you use part of your home ex-
clusively and regularly as your principal place
of business. Beginning in 1999, the definition
of “principal place of business” is expanded.
Your home office generally will qualify as a
principal place of business if:

1) You use it exclusively and regularly for
the administrative or management activ-
ities of your trade or business, and

2) You have no other fixed location where
you conduct substantial administrative
or management activities of your trade
or business.

For more information about this, get Pub-
lication 553, Highlights of 1997 Tax Changes.
For the current definition, get Publication 587,
Business Use of Your Home (Including Use
by Day-Care Providers).

Important Reminders

Business use of your home.  For tax years
beginning after 1995, you may be able to
deduct expenses for the part of your home
you use to store product samples. For more
information, see chapter 1.



Basis reduction for qualified electric vehi-
cle. If you elect to claim a tax credit for a
qualified electric vehicle you place in service
during the year, you must reduce your basis
in that vehicle. For vehicles placed in service
after August 19, 1996, you must reduce your
basis in that vehicle by the lesser of $4,000
or 10% of the cost of the vehicle, even if the
credit allowed is less than that amount. For
more information on the electric vehicle credit,
see chapter 15.

1.

Deducting
Business
Expenses

Introduction

This chapter covers the general rules for de-
ducting business expenses. Business ex-
penses are the costs of carrying on a trade
or business. These expenses are usually
deductible if the business is operated to make
a profit.

Topics
This chapter discusses:
* What can be deducted
* How much can be deducted
* When to deduct
* Not-for-profit activities

Useful Items
You may want to see:
Publication
[0 334 Tax Guide for Small Business
[0 463 Travel, Entertainment, Gift and
Car Expenses
[0 529 Miscellaneous Deductions
[0 536 Net Operating Losses
[0 538 Accounting Periods and Methods
[0 547 Casualties, Disasters, and Thefts

(Business and Nonbusiness)
551 Basis of Assets

d

[0 587 Business Use of Your Home (In-
cluding Use by Day-Care Provid-
ers)

[0 925 Passive Activity and At-Risk Rules

[J 936 Home Mortgage Interest De-
duction

[0 946 How To Depreciate Property

Form (and Instructions)

[0 Sch A (Form 1040) Itemized Deductions

[0 5213 Election To Postpone Determi-
nation as To Whether the

Presumption Applies That an Ac-
tivity Is Engaged in for Profit

See chapter 17 for information about get-
ting these forms and publications.

What Can
Be Deducted?

To be deductible, a business expense must
be both ordinary and necessary. An ordinary
expense is one that is common and accepted
in your trade or business. A necessary ex-
pense is one that is helpful and appropriate
for your trade or business. An expense does
not have to be indispensable to be considered
necessary.

It is important to separate business ex-
penses from:

1) The expenses used to figure the cost of
goods sold,

2) Capital expenses, and
3) Personal expenses.

If you have an expense that is partly
@ for business and partly personal,

separate the personal part from the
business part.

Cost of Goods Sold

If your business manufactures products or
purchases them for resale, some of your ex-
penses are for the products you sell. You use
these expenses to figure the cost of the goods
you sold during the year. You deduct these
costs from your gross receipts to figure your
gross profit for the year. You must maintain
inventories to be able to determine your cost
of goods sold. If you use an expense to figure
cost of goods sold, you cannot deduct it again
as a business expense.

Among the expenses that go into figuring
cost of goods sold are the following:

1) The cost of products or raw materials in
your inventory, including the cost of
having them shipped to you,

2) The cost of storing the products you sell,

3) Direct labor costs (including contribu-
tions to pension or annuity plans) for
workers who produce the products,

4) Depreciation on machinery used to
produce the products, and

5) Factory overhead expenses.

Under the uniform capitalization rules, you
may have to include certain indirect costs of
production and resale in your cost of goods
sold. Indirect costs include rent, interest,
taxes, storage, purchasing, processing, re-
packaging, handling, and administrative
costs. This rule on indirect costs does not
apply to personal property you acquire for
resale if your average annual gross receipts
(or those of your predecessor) for the pre-
ceding 3 tax years are not more than $10
million.

For more information, see the following.

* Cost of goods sold—chapter 6 of Publi-
cation 334.
* Inventories—Publication 538

* Uniform capitalization rules—section
1.263A or the Income Tax Regulations

Chapter 1 Deducting Business Expenses

Capital Expenses

You must capitalize, rather than deduct, some
costs. These costs are a part of your invest-
ment in your business and are called “capital
expenses.” There are, in general, three types
of costs you capitalize:

1) Going into business,
2) Business assets, and

3) Improvements.

Recovery. Although you generally cannot
directly deduct a capital expense, you may
be able to take deductions for the amount you
spend through a method of depreciation,
amortization, or depletion. These methods
allow you to deduct part of your cost each
year over a number of years. In this way you
are able to “recover” your capital expense.
See Amortization (chapter 12) and Depletion
(chapter 13) in this publication. For informa-
tion on depreciation, see Publication 946.

Going Into Business

The costs of getting started in business, be-
fore you actually begin business operations,
are capital expenses. This may include ex-
penses for advertising, travel, utilities, repairs,
or employees' wages.

If you go into business.  When you go into
business, treat all costs you had to get it
started as capital expenses.

Usually you recover costs for a particular
asset through depreciation. Other start-up
costs can be recovered through amortization.
If you do not choose to amortize these costs,
you generally cannot recover them until you
sell or otherwise go out of business.

See Going Into Business in chapter 12 for
more information on business start-up costs.

If you do not go into business. If your at-
tempt to go into business is not successful,
the expenses you had in trying to establish
yourself in business fall into two categories.

1) The costs you had before making a de-
cision to acquire or begin a specific
business. These costs are personal and
nondeductible. They include any costs
incurred during a general search for, or
preliminary investigation of, a business
or investment possibility.

2) The costs you had in your attempt to
acquire or begin a specific business.
These costs are capital expenses and
you can deduct them as a capital loss.

The costs of any assets acquired during
your unsuccessful attempt to go into business
are a part of your basis in the assets. You
cannot take a deduction for these costs. You
will recover the costs of these assets when
you dispose of them.

Business Assets

The cost of any asset you use in your busi-
ness is a capital expense. There are many
different kinds of business assets, such as
land, buildings, machinery, furniture, trucks,
patents, and franchise rights. You must capi-
talize the full cost of the asset, including
freight and installation charges.

If you produce certain property for use in
your trade or business, capitalize the pro-
duction costs under the uniform capitalization
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rules. See section 1.263A of the Income Tax
Regulations for information on those rules.

Improvements

The costs of making improvements to a
business asset are capital expenses, if the
improvements add to the value of the asset,
appreciably lengthen the time you can use it,
or adapt it to a different use. You can deduct
repairs that keep your property in a normal
efficient operating condition as a business
expense.

Improvements include new electric wiring,
a new roof, a new floor, new plumbing,
bricking up windows to strengthen a wall, and
lighting improvements.

Restoration plan.  Capitalize the cost of re-
conditioning, improving, or altering your
property as part of a general restoration plan
to make it suitable for your business. This
applies even if some of the work would by
itself be classified as repairs.

Replacements. You cannot deduct the cost
of a replacement that stops deterioration and
adds to the life of your property. Capitalize
that cost and depreciate it.

Treat amounts paid to replace parts of a
machine that only keep it in a normal operat-
ing condition like repairs. However, if your
equipment has a major overhaul, capitalize
and depreciate the expense.

Capital or Deductible Expenses

To help you distinguish between capital and
deductible expenses, several different items
are discussed below.

Business motor vehicles. You usually capi-
talize the cost of a motor vehicle you buy to
use in your business. You can recover its cost
through annual deductions for depreciation.

There are dollar limits on the depreciation
you may claim each year on passenger au-
tomobiles used in your business. See Publi-
cation 463.

Repairs you make to your business vehi-
cle are deductible expenses. However,
amounts you pay to recondition and overhaul
a business vehicle are capital expenses.

Roads and driveways. The costs of building
a private road on your business property and
the cost of replacing a gravel driveway with
a concrete one are capital expenses you may
be able to depreciate. The cost of maintaining
a private road on your business property is a
deductible expense.

Tools. Unless the uniform capitalization rules
apply, amounts spent for tools used in your
business are deductible expenses if the tools
have a life expectancy of less than one year.

Machinery parts.  Unless the uniform cap-
italization rules apply, the cost of replacing
short-lived parts of a machine to keep it in
good working condition and not to add to its
life is a deductible expense.

Heating equipment.  The cost of changing
from one heating system to another is a cap-
ital expense and not a deductible expense.
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Personal Expenses

Generally, you cannot deduct personal, living
or family expenses. However, if you have an
expense for something that is used partly for
business and partly for personal purposes,
divide the total cost between the business
and personal parts. You can deduct as a
business expense only the business part.

For example, if you borrow money and
use 70% of it for business and the other 30%
for a family vacation, generally you can de-
duct as a business expense only 70% of the
interest you pay on the loan. The remaining
30% is personal interest that is not deductible.
See chapter 8 for information on deducting
interest and the allocation rules.

Business use of your home. If you use your
home in your business, you may be able to
claim part of the expenses of maintaining your
home as a business expense. These ex-
penses include mortgage interest, insurance,
utilities, and repairs.

The business use of your home must meet
strict requirements before you can take any
of these expenses as business deductions.
You can take a limited deduction for its busi-
ness use if you use part of your home ex-
clusively and regularly :

1) As the principal place of business for any
trade or business in which you engage.

2) As a place to meet or deal with patients,
clients, or customers in the normal
course of your trade or business, or

3) In connection with your trade or busi-
ness, if you are using a separate struc-
ture that is not attached to your home.

There are two exceptions to the exclusive
use test:

1) The use of part of your home for the
storage of inventory or product samples,
and

2) The use of part of your home as a day-
care facility.

For more information, see Publication 587.

Business use of your car. If you use your
car in your business, you can deduct car ex-
penses. If you use your car for both business
and personal purposes, you must divide your
expenses based on mileage. Only your ex-
penses for the miles you drove it for business
are deductible as business expenses.

You can deduct actual car expenses,
which include, depreciation, gas and olil, tires,
repairs, tune-ups, insurance, and registration
fees. Instead of figuring the business part of
these actual expenses, you may be able to
use a standard mileage rate to figure your
deduction. For 1997, the standard mileage
rate for a car that you own is 31.5 cents for
each business mile.

If you are self-employed, you can deduct
the business part of interest on your car loan,
state and local personal property tax on the
car, parking fees, and tolls whether or not you
claim the standard mileage rate. You can use
the nonbusiness part of the personal property
tax to determine your deduction for taxes on
Schedule A (Form 1040) if you itemize your
deductions.

For more information on car expenses and
the standard mileage rate, see Publication
463.

Chapter 1 Deducting Business Expenses

How Much
Can Be Deducted?

You cannot deduct more for a business ex-
pense than the amount you actually spend.
There is usually no other limit on how much
you can deduct if the amount is reasonable.
However, if your deductions are large enough
to produce a net business loss for the year,
the amount of tax loss may be limited.

Recovery of amount deducted. If you are
a cash method taxpayer who pays an ex-
pense and then recovers part of the amount
paid in the same tax year, reduce your ex-
pense deduction by the amount of the recov-
ery. If you have a recovery in a later year,
include the recovered amount in income.
However, if part of the deduction for the ex-
pense did not reduce your tax, you do not
have to include all the recovery in income.
Exclude an amount equal to the part that did
not reduce your tax.

Limits on losses. If your deductions for an
investment or business activity are more than
the income it brings in, you have a net loss.
There may be limits on how much, if any, of
the loss you can use to offset income from
other sources.

Not-for-profit limits.  If you do not carry
on your business activity with the intention of
making a profit, you cannot use a loss from
it to offset other income. The kinds of de-
ductions you can take for a not-for-profit ac-
tivity and the amounts you can deduct are
limited so that a deductible loss will not result.
See Not-for-Profit Activities, later.

At-risk limits. Generally, a deductible
loss from a business or investment activity is
limited to the investment you have “at risk” in
the activity. You are “at risk” in any activity for:

1) The money and adjusted basis of prop-
erty you contribute to the activity, and

2) Amounts you borrow for use in the ac-
tivity if:

a) You are personally liable for repay-
ment, or

b)  You pledge property (other than
property used in the activity) as se-
curity for the loan.

For more information, see Publication 925.

Passive activities. Generally, you are in
a passive activity if you have a trade or busi-
ness activity in which you do not materially
participate during the year, or a rental activity.
Deductions from passive activities generally
can only offset your income from passive ac-
tivities. You cannot deduct any excess de-
ductions against your other income. In addi-
tion, you can take passive activity credits only
from tax on net passive income. Any excess
loss or credits are carried over to later years.

For more information, see Publication 925.

Net operating loss.  If your deductions
are more than your income for the year, you
may have a “net operating loss.” You can use
a net operating loss to lower your taxes in
other years. See Publication 536 for more in-
formation.

Payments in kind. If you provide services to
pay a business expense, the amount you can
deduct is the amount you spend to provide



the services. It is not what you would have
paid in cash.

Similarly, if you pay a business expense
in goods or other property, you can deduct
only the amount the property costs you. If
these costs are included in the cost of goods
sold do not deduct them as a business ex-
pense.

When Can an
Expense Be
Deducted?

Under the cash method of accounting, you
deduct business expenses in the tax year you
actually paid them, even if you incur them in
an earlier year. Under an accrual method of
accounting, you generally deduct business
expenses when you become liable for them,
whether or not you pay them in the same
year. All events that set the amount of the
liability must have happened, and you must
be able to figure the amount of the expense
with reasonable accuracy.

For more information on accounting
methods, see Publication 538.

Economic performance rule.  Under an ac-
crual method, you generally do not deduct or
capitalize business expenses until economic
performance occurs. If your expense is for
property or services provided to you, or for
use of property by you, economic perform-
ance occurs as the property or services are
provided, or as the property is used. If your
expense is for property or services you pro-
vide to others, economic performance occurs
as you provide the property or service.

Example. Your tax year is the calendar
year. In December 1997, the Field Plumbing
Company did some repair work at your place
of business and sent you a bill for $150. You
paid it by check in January 1998. If you use
an accrual method of accounting, deduct the
$150 on your tax return for 1997 because all
events that set the amount of liability and
economic performance occurred in that year.
If you use the cash method of accounting,
take the deduction on your 1998 return.

Prepayment. You cannot deduct expenses
in advance, even if you pay them in advance.
This rule applies to both the cash and accrual
methods. It applies to prepaid interest, pre-
paid insurance premiums, and any other ex-
pense paid far enough in advance to, in ef-
fect, create an asset with a useful life
extending substantially beyond the end of the
current tax year.

Example. In 1997, you sign a 10-year
lease and immediately pay your rent for the
first three years. Even though you paid the
rent for 1997, 1998, and 1999, you can de-
duct only the rent for 1997 on your current tax
return. You can deduct on your 1998 and
1999 tax returns the rent for those years.

Contested liabilities. Under the cash
method, you deduct a disputed expense only
in the year you pay the liability. Under an ac-
crual method you can deduct contested li-
abilities, such as taxes (except foreign or U.S.
possession income, war profits, and excess
profits), in the tax year you pay the liability (or
transfer money or other property to satisfy the

obligation), or in the tax year you settle the
contest. However, to take the deduction in the
year of payment or transfer, you must meet
certain rules. See Contested Liability in Pub-
lication 538 for more information.

Related parties. Under an accrual method
of accounting, you generally deduct expenses
when you incur them, even if you have not
paid them. However, if you and the person
you owe are “related parties” and the person
you owe uses the cash method of accounting,
you must pay the expense before you can
deduct it. The deduction by an accrual
method payer is allowed when the corre-
sponding amount is includible in income by
the related cash method payee. See Related
Persons in Publication 538.

Not-for-Profit

Activities

If you do not carry on your business or in-
vestment activity to make a profit, there is a
limit on the deductions you can take. You
cannot use a loss from the activity to offset
other income. Activities you do as a hobby,
or mainly for sport or recreation, come under
this limit. So does an investment activity in-
tended only to produce tax losses for the in-
vestors.

The limit on not-for-profit losses applies to
individuals, partnerships, estates, trusts, and
S corporations. It does not apply to corpo-
rations other than S corporations.

In determining whether you are carrying
on an activity for profit, all the facts are taken
into account. No one factor alone is decisive.
Among the factors to be considered are:

1) Whether you carry on the activity in a
businesslike manner.

2) Whether the time and effort you put into
the activity indicate you intend to make
it profitable.

3) Whether you are depending on income
from the activity for your livelihood.

4) Whether your losses are due to circum-
stances beyond your control (or are
normal in the start-up phase of your type
of business).

5) Whether you change your methods of
operation in an attempt to improve prof-
itability.

6) Whether you, or your advisors, have the
knowledge needed to carry on the activ-
ity as a successful business.

7) Whether you were successful in making
a profit in similar activities in the past.

8) Whether the activity makes a profit in
some years, and how much profit it
makes.

9) Whether you can expect to make a fu-
ture profit from the appreciation of the
assets used in the activity.

Limit on Deductions

and Losses

If your activity is not carried on for profit, take
deductions only in the following order, only to
the extent stated in the three categories, and,
if you are an individual, only if you itemize
them on Schedule A (Form 1040).

Chapter 1 Deducting Business Expenses

Category 1. Deductions you can take for
personal as well as for business activities are
allowed in full. For individuals, all nonbusi-
ness deductions, such as those for home
mortgage interest, taxes, and casualty losses,
belong in this category. Deduct them on the
appropriate lines of Schedule A (Form 1040).
You can only deduct a nonbusiness casualty
loss to the extent it is more than $100 and
all these losses exceed 10% of your adjusted
gross income. See Publication 547 for more
information on casualty losses.

For the limits that apply to mortgage in-
terest, see Publication 936.

Category 2. Deductions that do not result in
an adjustment to the basis of property are
allowed next, but only to the extent your gross
income from the activity is more than the de-
ductions you take (or could take) for it under
the first category. Most business deductions,
such as those for advertising, insurance pre-
miums, interest, utilities, wages, etc., belong
in this category.

Category 3. Business deductions that de-
crease the basis of property are allowed last,
but only to the extent the gross income from
the activity is more than deductions you take
(or could take) for it under the first two cate-
gories. The deductions for depreciation,
amortization, and the part of a casualty loss
an individual could not deduct in category (1)
belong in this category. Where more than one
asset is involved, divide depreciation and
these other deductions proportionally among
those assets.

Individuals must claim the amounts in
@ categories (2) and (3) as miscella-
neous deductions on Schedule A
(Form 1040). They are subject to the 2% of
adjusted gross income limit. See Publication

529 for information on this limit.

Example. Ida is engaged in a not-for-
profit activity. The income and expenses of
the activity are as follows:

GroSS iNCOME ....oovvveeieriiieieiceeeeees $3,200
Less expenses:
Real estate taxes .........cccceverenne $700
Home mortgage interest . . 900
Insurance ........cccceeuneen. . 400
Utilities ........ 700
Maintenance ...........c.c...... 200
Depreciation on an automobile ...... 600
Depreciation on a machine ............ 200
Total eXPenses ........cccevvvrieeeneennns 3,700
Loss _$500

Ida must limit her deductions to $3,200,
the gross income she earned from the activ-
ity. The limit is reached in category (3), as
follows:

Limit on deduction .........cccccccvevennnne $3,200
Category 1, Taxes and interest ...... $1,600

Category 2, Insurance, utilities, and
MAaINtENANCE ....cocvvveeecreeeceiree e 1,300 _2,900

Available for Category 3 .................

The $300 for depreciation is divided be-
tween the automobile and machine, as fol-
lows:
$600
$800

X $300 = $225 depreciation for the automobile

$200

$800 X $300 = $75 depreciation for the machine
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The basis of each asset is reduced ac-
cordingly.

The $1,600 for category (1) is deductible
in full on the appropriate lines for taxes and
interest on Schedule A (Form 1040). Ida adds
the remaining $1,600 (the total of categories
(2) and (3)) to her other miscellaneous de-
ductions on Schedule A (Form 1040) that are
subject to the 2% of adjusted gross income
limit.

Partnerships and S corporations. If a
partnership or S corporation carries on a
not-for-profit activity, these limits apply at the
partnership or S corporation level. They are
reflected in the individual shareholder's or
partner's distributive shares.

More than one activity.  If you have several
undertakings, each may be a separate activ-
ity, or several undertakings may be one ac-
tivity. The most significant facts and circum-
stances in making this determination are:

1) The degree of organizational and eco-
nomic interrelationship of various under-
takings,

2) The business purpose that is (or might
be) served by carrying on the various
undertakings separately or together in a
business or investment setting, and

3) The similarity of various undertakings.

The IRS will generally accept your character-
ization of several undertakings as one activity,
or more than one activity, if supported by facts
and circumstances.

If you are carrying on two or more
@ different activities, keep the de-
ductions and income from each one

separate. Figure separately whether each is
a not-for-profit activity. Then figure the limit
on deductions and losses separately for each
activity that is not for profit.

Presumption of Profit

An activity is presumed carried on for profit if
it produced a profit in at least 3 of the last 5
tax years including the current year. Activities
that consist primarily of breeding, training,
showing, or racing horses are presumed car-
ried on for profit if they produced a profit in
at least 2 of the last 7 tax years including the
current year. You have a profit when the
gross income from an activity is more than the
deductions for it.

If a taxpayer dies before the end of the
5-year (or 7-year) period, the period ends on
the date of the taxpayer's death.

If your business or investment activity
passes this 3- (or 2-) years-of-profit test, pre-
sume it is carried on for profit. This means it
will not come under these limits. You can take
all your business deductions from the activity,
even for the years that you have a loss. You
can rely on this presumption in every case,
unless the IRS shows it is not valid.

Using the presumption later. If you are
starting an activity and do not have 3 years
(or 2 years) showing a profit, you may want
to take advantage of this presumption later,
after you have the 5 (or 7) years of experi-
ence allowed by the test.

You can choose to do this by filing Form
5213. Filing this form postpones any deter-
mination your activity is not carried on for
profit until 5 (or 7) years have passed since
you started the activity.
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Form 5213 generally must be filed
@ within 3 years of the due date of your

return for the year in which you first
carried on the activity.

The benefit gained by making this choice
is that the IRS will not immediately question
whether your activity is engaged in for profit.
Accordingly, it will not restrict your de-
ductions. Rather, you will gain time to earn a
profit in 3 (or 2) out of the first 5 (or 7) years
you carry on the activity. If you show 3 (or 2)
years of profit at the end of this period, your
deductions are not limited under these rules.
If you do not have 3 years (or 2 years) of
profit, the limit can be applied retroactively to
any year in the 5-year (or 7-year) period with
a loss.

Filing Form 5213 automatically extends
the period of limitations on any year in the
5-year (or 7-year) period to 2 years after the
due date of the return for the last year of the
period. The period is extended only for de-
ductions of the activity and any related de-
ductions that might be affected.

2.
Employees’' Pay

Introduction

This chapter is about deducting salaries,
wages, and other forms of pay you make to
your employees. It discusses:

e Common types of payments,
* What you can deduct for each type,

* How to deduct each type on your tax re-
turn,

* Whether you include the payment in your
employees' income as wages, and

* If the payment is subject to employment
taxes and income tax withholding.

You also may pay your employees indi-
rectly through employee benefit programs.
For example, you can deduct group term life
insurance premiums you pay or incur on a
policy covering an employee if you are not the
direct or indirect beneficiary of the policy. You
can deduct the cost of providing coverage of
$50,000 or less for an employee as an em-
ployee benefit. You must include the cost of
providing coverage over $50,000 in the em-
ployee's income, and you can deduct it as
wages. For more information about employee
benefit programs, see chapter 5.

The rules discussed in this chapter can
apply to sole proprietors, partnerships, cor-
porations, estates, trusts, and any other entity
that carries on a trade or business and pays
an employee for services.

Topics
This chapter discusses:

* Deductibility of pay
* Kinds of payments

Useful Items
You may want to see:
Publication
0 15 Circular E, Employer's Tax Guide
[0 15-A Employer's Supplemental Tax
Guide
[0 521  Moving Expenses
[0 551  Basis of Assets
[0 946  How To Depreciate Property

Form (and Instructions)

0 W-2 Wage and Tax Statement
[0 3800 General Business Credit

[0 4782 Employee Moving Expense In-
formation

See chapter 17 for information about get-
ting publications and forms.

Deductibility of Pay

You generally can deduct salaries, wages,
and other forms of pay you make to employ-
ees for personal services as a business ex-
pense. However, you must reduce the de-
duction by any current tax year employment
credits. For more information about these
credits, see Form 3800 and the related em-
ployment credit forms.

Commissions. Generally, you can deduct a
commission you pay to a salesperson or an-
other person. However, you and the service
provider must agree on the service to be
performed and the amount to be paid before
that person performs the service.

Employee-stockholder. A salary paid to an
employee who is also a stockholder must
meet the same tests for deductibility as the
salary of any other executive or employee.
SeeTests for Deductibility, later.

You cannot deduct a payment to an
employee-stockholder that is not for services
performed. The payment may be a distribu-
tion of dividends on stock. This is most likely
to occur in a corporation with few sharehold-
ers, practically all of whom draw salaries. A
salary paid to an employee-stockholder that
is more than the salary ordinarily paid for
similar services and that bears a close re-
lationship to the employee's stock holdings
probably is not paid wholly for services per-
formed. This salary may include a distribution
of earnings on the stock.

If the payment to an employee-
stockholder of a closely held corporation is
reasonable and for services performed, the
payment will not be denied as a deduction
merely because the corporation has a poor
history of paying dividends on its outstanding
stock.

If your corporation uses an accrual
method of accounting and the salary is unpaid
at the end of the tax year, see Unpaid Sala-
ries, later.

Relative. ~ You can deduct the salary or
wages paid to a relative who is an employee,
including your minor child, if the payment
meets the four tests for deductibility, dis-



cussed later. However, also see Unpaid Sal-
aries, later.

Payment to beneficiary of deceased em-
ployee. You can deduct a payment you
make to an employee's beneficiary because
of the employee's death if the payment is
reasonable in relation to past services per-
formed by the employee. The payment also
must meet the other tests for deductibility,
discussed later.

Uniform capitalization rules. Generally,
you must capitalize or include in inventory the
wages and salaries you pay employees to
produce real or tangible personal property or
to acquire property for resale. If the property
is inventory, add the wages to inventory.
Capitalize the costs for any other property.
Personal property you acquire for resale
is not subject to these rules if your average
annual gross receipts for the 3 preceding tax
years are $10 million or less. You can deduct
these costs as a current business expense.
For more information, see Publication 551.

Construction of capital asset. You cannot
deduct salaries and other wages incurred for
constructing a capital asset. You must include
them in the basis of the asset and recover
your cost through depreciation deductions.
See Publication 946 for information about
depreciation.

Tests for Deductibility

To be deductible, salaries or wages you pay
your employees must meet all the following
tests.

* Ordinary and necessary
* Reasonable

* For services performed
* Paid or incurred

Test 1 — Ordinary and necessary. You
must be able to show that the salary, wage,
or other payment for services an employee
performs for you is an ordinary and necessary
expense. You also must be able to show that
it is directly connected with your trade or
business. For more information, seen What
Can Be Deducted? in chapter 1.

That you pay your employee for a legiti-
mate business purpose is not sufficient, by
itself, for you to deduct the amount as a
business expense. You can deduct a pay-
ment for your employee's services only if the
payment is ordinary and necessary to carry
on your trade or business.

Expenses (including salaries and other
payments for services) incurred to complete
a merger, recapitalization, consolidation, or
other reorganization are not expenses of
carrying on a business; they are capital ex-
penditures. You cannot deduct them as ordi-
nary and necessary business expenses.
However, if you later abandon your plan to
reorganize, etc., you can deduct the ex-
penses for the plan in the tax year you
abandon it.

Test 2 — Reasonable. Determine the rea-
sonableness of pay by the facts. Generally,
reasonable pay is the amount that like enter-
prises ordinarily would pay for the services
by like enterprises under similar circum-
stances.

You must be able to prove the pay is
reasonable. Base this test on the circum-

stances that exist at the time you contract for
the services, not those existing when the
reasonableness is questioned. If the pay is
excessive, you can deduct only the part that
is reasonable.

Factors to consider. To determine if pay
is reasonable, consider the following items
and any other pertinent facts.

¢ The duties performed by the employee.
* The volume of business handled.

* The character and amount of responsi-
bility.

The complexities of your business.

* The amount of time required.
The general cost of living in the locality.

The ability and achievements of the indi-
vidual employee performing the service.

* The pay compared with the amount of
gross and net income of the business,
as well as with distributions to share-
holders, if the business is a corporation.

Your policy regarding pay for all of your
employees.

The history of pay for each employee.

Individual salaries. ~ You must base the
test of whether a salary is reasonable on each
individual's salary and the service performed,
not on the total salaries paid to all officers or
all employees. For example, even if the total
amount you pay to your officers is reason-
able, you cannot deduct an individual officer's
entire salary if it is not reasonable based on
the items listed above.

Test 3 — For services performed. You
must be able to prove the payment was made
for services actually performed.

Test 4 — Paid or incurred.  You must have
actually made the payment or incurred the
expense in the tax year.

If you use the cash method of accounting,
deduct the salary or wages paid to an em-
ployee in the year you pay it to the
employee.

If you use an accrual method of account-
ing, deduct your expense for the salary or
wage when you establish your obligation to
make the payment and when economic per-
formance occurs. Economic performance
generally occurs as an employee performs
the services for you. The economic perform-
ance rule is discussed in When Can an Ex-
pense Be Deducted? in chapter 1. Your pay-
ment need not be made in the year the
obligation exists. You can defer it to a later
date, but special rules apply. See Unpaid
Salaries, later.

Kinds of Payments

Some of the ways you may provide pay to
your employees are discussed next.

Bonuses and Awards

You can deduct bonuses and awards to your
employees if they meet certain conditions.

Bonuses. You can deduct a bonus paid to
an employee if you intended the bonus as
additional pay for services, not as a gift, and
the services were actually performed. How-
ever, to deduct the amount as wages the total

bonuses, salaries, and other pay must be
reasonable for the services performed. In-
clude the bonus in the employee's income.
You can pay a bonus in cash, property, or a
combination of both.

Gifts of nominal value. If, to promote em-
ployee goodwill, you distribute turkeys, hams,
or other merchandise of nominal value to your
employees at holidays, the value of these
items is not salary or wages. You can deduct
the cost of these items as a business expense
even though the employees do not include
the items in income.

If you distribute cash, gift certificates, or
similar items readily convertible to cash, the
value of these items is additional wages or
salaries, regardless of the amount or value.

Employee achievement awards. You can
deduct the cost of an employee achievement
award, subject to certain limits. An employee
achievement award is tangible personal
property that is:

* Given for length of service or safety
achievement,

* Awarded as part of a meaningful pres-
entation, and

* Awarded under conditions and circum-
stances that do not create a significant
likelihood of disguised pay.

Length-of-service award.  An award will
not qualify as a length-of-service award if:

* The employee receives the award during
his or her first 5 years of employment, or

* The employee received a length-of-
service award (other than one of very
small value) during that year or in any of
the prior 4 years.

Safety achievement award.  An award
will not qualify as a safety achievement award
if it is:

1) Awarded to a manager, administrator,
clerical employee, or other professional
employee, or

2) Given to more than 10% of the employ-
ees during the year, excluding those
listed in (1).

Qualified or nonqualified plan awards.
You must give a qualified plan award as part
of an established written plan that does not
discriminate in favor of highly compensated
employees as to eligibility or benefits. See
Exclusion of Certain Fringe Benefits in chap-
ter 4 for the definition of a highly compen-
sated employee.

An award is not a qualified plan award if
the average cost of all the employee
achievement awards given during the tax year
(that would be qualified plan awards except
for this limit) exceeds $400. To determine this
average cost, do not take into account awards
of very small value.

Limits on deductible awards. Deduct-
ible nonqualified plan awards made to any
one employee cannot be more than $400
during the tax year. The total deductible
awards, including both qualified and non-
qualified plan awards, made to any one em-
ployee cannot be more than $1,600 during
the tax year.

If the employee achievement awards do
not exceed the limits, you can exclude them
from the employee's income and you can
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deduct them on the “Other deductions” line
of your tax return or business schedule.

If the award costs more than the amount
you can deduct, include in the employee's
income the larger of:

1) The part of the cost of the award you
cannot deduct (up to the award's fair
market value), or

2) The amount by which the fair market
value of the award is more than the
amount you can deduct.

Do not include the remaining value of the
award in the employee's income.

Loans or Advances

You generally can deduct as wages a loan
or advance you make to an employee that
you do not expect the employee to repay if it
is for personal services actually performed.
The total must be reasonable when you add
the loan or advance to the employee's other
pay, and it must meet the tests for deduct-
ibility, discussed earlier. However, if the em-
ployee performs no services, treat the amount
you advanced to the employee as a loan,
which you cannot deduct.

Below-market interest rate loans. On cer-
tain loans you make to an employee or
stockholder, you are treated as having re-
ceived interest income and as having paid
compensation or dividends equal to that in-
terest. See Below-Market Interest Rate Loans
in chapter 8 for more information.

Vacation Pay

Vacation pay is an amount you pay or will pay
to an employee while the employee is on va-
cation. It includes an amount you pay an
employee even if the employee chooses not
to take a vacation. Vacation pay does not in-
clude any amount for sick pay or holiday pay.

Cash method. If you use the cash method
of accounting, deduct vacation pay as wages
when you pay it to an employee.

Accrual method. If you use an accrual
method of accounting, you can deduct vaca-
tion pay earned by an employee as wages in
the year earned only if you pay it:

* By the close of your tax year, or

* If the amount is vested, within 2%> months
after the end of the tax year.

Deduct vacation pay in the year paid if you
pay it later than this.

Unpaid Salaries

If you have a definite, fixed, and unconditional
agreement to pay an employee a certain sal-
ary for the year, but you defer paying part of
it until the next tax year, figure your deduction
for the salary using the following rules.

* If you use an accrual method of ac-
counting, you can deduct the entire salary
in the first year if economic performance
occurs (the employee performed the ser-
vices in that year).

If you use the cash method of accounting,
you can deduct each year only the
amount actually paid that year.
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If you made no definite prior arrangement,
no fixed obligation exists to make the later
payments and you can deduct in the first year
only the amount paid in that year. This rule is
the same for the cash method and for any
accrual method of accounting.

Special rule for accrual method payer. If
you use an accrual method of accounting, you
cannot deduct salaries, wages, and other ex-
penses owed to a related taxpayer (defined
next) until:

1) The tax year you make the payment, and

2) The amount is includible in the income
of the person paid.

This rule applies even if you and that person
cease to be related taxpayers before the
amount is includible in that person's gross
income.

Related taxpayers. For this special rule,
related taxpayers include:

1) Members of a family, but only:

a) Brothers and sisters (either whole-
or half-blood).

b)  Spouses.

c) Ancestors (parents, grandparents,
etc.).

d) Lineal descendants (children,
grandchildren, etc.).

2) An individual and a corporation in which
more than 50% of the value of the out-
standing stock is owned directly or indi-
rectly by or for that individual.

Indirect ownership of stock. To decide
if a person indirectly owns any of the out-
standing stock of a corporation, use the fol-
lowing rules.

* Stock owned directly or indirectly by or for
a corporation, partnership, estate, or trust
is considered owned proportionately by
or for its shareholders, partners, or ben-
eficiaries.

» Stock owned directly or indirectly by or for
an individual's family is considered
owned by the individual. See Related
taxpayers, earlier, for persons considered
members of a family.

* Stock in a corporation owned by an indi-
vidual (other than because of rule (2)
above) is considered owned by or for the
individual's partner.

* Stock considered owned by a person
because of rule (1) is treated, for applying
rules (1), (2), or (3), as actually owned
by that person. But stock considered
owned by an individual because of rules
(2) or (3) is not treated as owned by that
individual for applying either rule (2) or (3)
again to consider another the owner of
that stock.

Example 1. Tom Green runs a retail store
as a sole proprietor. He uses the calendar
year as his tax year and an accrual method
of accounting. Tom's brother Bob works for
him, and he pays Bob $1,000 a month. Bob
uses the calendar year as his tax year and the
cash method of accounting. At the end of the
year, Tom accrues Bob's December salary.

Because of a temporary cash shortage,
Tom pays Bob $600 in January of the next
year and the $400 balance in April. Tom

cannot deduct the $1,000 until the year in
which he pays it, the year Bob must include
the amount in his income.

Example 2. The Lomar Corporation uses
the calendar year as its tax year and an ac-
crual method of accounting. Frank Wilson, an
officer of the corporation, also uses the cal-
endar year and the cash method of account-
ing. At the end of the calendar year, Frank
owns 50% of the outstanding stock of the
corporation. In March of the next year, he
buys additional shares that bring his holdings
to 51%. At the end of the first year, the cor-
poration accrues salary of $1,000 payable to
Frank.

The Lomar Corporation pays Frank $600
in January of the second year, and the bal-
ance that March. The corporation can deduct
the salary of $1,000 in the first year. Frank
and the Lomar Corporation are not related
taxpayers at the end of Lomar's first tax year.

Guaranteed Annual Wage

If you guarantee to pay certain employees full
pay during the year (determined by the num-
ber of hours in the normal work year) under
terms of a collective bargaining agreement,
you can deduct the pay as wages. You must
include the payments in the employees' in-
come, and they are subject to FICA and
FUTA taxes and income tax withholding.

Pay for
Sickness and Injury

You can deduct amounts you pay to your
employees for sickness and injury, including
lump-sum amounts, as compensation. How-
ever, your deduction is limited to amounts not
compensated by insurance or other means.

Meals and Lodging

You usually can deduct the cost of furnishing
meals and lodging to your employees if the
expense is an ordinary and necessary busi-
ness expense. Do not deduct the cost as
employees' pay, but as an expense of oper-
ating your business. For example, if you own
a restaurant or operate a cafeteria for your
employees, include in the cost of goods sold
the cost of food your employees eat. Simi-
larly, if you rent or buy a house for an em-
ployee, you deduct the cost of insurance,
utilities, rent, and/or depreciation in each of
those categories on your return.

You may have to include the value of
meals or lodging in an employee's income.
For meals, this depends on whether you fur-
nished them on your premises for your con-
venience. For lodging, it depends on whether
you required it as a condition of employment.
See chapter 3 for more information.

Payment of

Employee Expenses

There generally are two different ways you
can deduct the amount you pay or reimburse
employees for business expenses they incur
for you for items such as travel and enter-
tainment.

1) You deduct the payment under an ac-
countable plan in the category of the
expense paid. For example, if you pay
an employee for travel expenses in-
curred on your behalf, deduct this pay-
ment as a travel expense on your return.



See the instructions for the form you file
for information on which lines to use.

2) Include the payment under a nonac-
countable plan in the compensation you
pay your employees and deduct it as
wages on your return.

See Travel, Meals, and Entertainment in
chapter 16 for more information about reim-
bursing employees and an explanation of ac-
countable and nonaccountable plans.

Education Expenses

If you pay or reimburse education expenses
for an employee enrolled in a course not re-
quired for the job or not otherwise related to
the job, deduct the payment as wages. You
must include the payment in the employee's
income, and it is subject to FICA and FUTA
taxes and income tax withholding. However,
if the payment is part of a qualified educa-
tional assistance program, these rules may
not apply. See chapter 5.

If you pay or reimburse education ex-
penses for an employee enrolled in a job-
related course, you can deduct the payment
as a noncompensatory business expense.
Since this expense would be deductible if
paid by the employee, it is called a working
condition fringe benefit. Do not include a
working condition fringe benefit in an em-
ployee's income. Working condition fringe
benefits are discussed in more detail in
chapter 4.

Moving Expenses

Deduct as a qualified fringe benefit amounts
you pay employees or pay for them for qual-
ified moving expenses. Qualified moving ex-
penses are those the employee could deduct
if he or she paid or incurred them directly.
They include only the reasonable expenses
of:

* Moving household goods and personal
effects from the former home to the new
home, and

* Travel (including lodging) from the former
home to the new home.

Qualified moving expenses do not include
any expenses for meals.

Deduct as wages any payment you make
as an allowance or payment for a nonqualified
moving expense (that is, an expense the
employee cannot deduct). You must include
the payment of nonqualified moving expenses
in the employee's income. The payment is
wages for income tax withholding and FICA
and FUTA taxes. Treat the payment to the
employee as payment for services. You can
deduct the amount if it meets the deductibility
tests discussed earlier.

Statement to employee.  You must give the
employee a statement describing the pay-
ments made to the employee, or on his or her
behalf, for moving expenses. The statement
must contain sufficient information so the
employee can properly figure the allowable
moving expense deduction.

You may use Form 4782 for this purpose.
You must give this information to your em-
ployee by January 31 of the year following the
year in which you make the payments.

Form W-2. You must also show any re-
imbursement for moving expenses on the
employee's Form W-2. However, report any
amount considered a qualified fringe benefit
in box 13, not as wages in box 1.

More information. For more information
about moving expenses, see Publication 521.
For information about excluding fringe bene-
fits, see chapter 4.

Capital Assets

If you transfer a capital asset or an asset used
in your business to one of your employees
as payment for services, you can deduct it
as wages. The amount you can deduct is its
fair market value on the date of the transfer
minus any amount the employee paid for the
property. You treat the deductible amount as
received in exchange for the asset, and you
must recognize any gain or loss realized on
the transfer. Your gain or loss is the difference
between the fair market value of the asset
and its adjusted basis on the date of transfer.

Payment in
Restricted Property

Restricted property is property subject to a
condition that significantly affects its value.

If you transfer property, including stock in
your company, as payment for services and
the property is considered substantially
vested in the recipient, you generally have a
deductible ordinary and necessary business
expense.

“Substantially vested” means the property
is not subject to a substantial risk of forfeiture.
The recipient is not likely to have to give up
his or her rights in the property in the future.

The amount and the year in which you can
deduct the payment will vary, depending in
part on the kind of property interest you
transfer. The amount you can deduct de-
pends on the amount included in the recipi-
ent's income. You must report the amount on
a timely filed Form W-2 or Form 1099-MISC
(even if the recipient is a corporation) to take
the deduction. However, You do not have to
report if the transfer:

* Is exempt from reporting because the
payment is less than the $600 reporting
requirement for Form 1099-MISC, or

* Meets any other reporting exception that
applies to a recipient other than a corpo-
ration.

3.

Meals and
Lodging
Furnished to
Employees

Chapter 3 Meals and Lodging Furnished to Employees

Important Change
for 1998

Deduction for meals.  For tax years begin-
ning after 1997, your annual revenue from
meals you furnish to employees both on your
business premises and for your convenience
is considered to equal your direct operating
costs of providing these meals. This change
makes it easier for these meals to qualify as
a de minimis fringe benefit. As a de minimis
fringe benefit, your deduction for these meals
is not limited to 50% of the costs of furnishing
them. For more information, see chapter 4
and Deduction limit on meals, later.

Introduction

This chapter discusses the deduction for
meals and lodging you furnish to your em-
ployees. It also describes the tests you must
meet to exclude the value of meals and
lodging from your employees' wages.

For information on the requirements that
all business expenses must meet, see chap-
ter 1. If you include the value of the meals and
lodging in an employee's wages, that value,
when added to all other compensation you
pay to that employee, must meet all the tests
described under Tests for Deductibility in
chapter 2. See chapter 4 for rules you must
use to value any meals or lodging you must
include in your employees' wages.

Topics
This chapter discusses:

* Deduction for meals and lodging

* Exclusion from employee wages

Useful ltems
You may want to see:

Publication

0 15

See chapter 17 for information about get-
ting this publication.
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Deduction for
Meals and Lodging

You can usually deduct the cost of furnishing
meals and lodging to your employees. How-
ever, you can generally deduct only 50% of
your costs of furnishing meals. For more in-
formation, see Deduction limit on meals, next.

Deduct the cost on your business income
tax return in whatever category the expense
falls. For example, if you operate a restaurant,
deduct the cost of the meals you furnish to
your employees as part of the cost of goods
sold. If you operate a nursing home, motel,
or rental property, deduct the costs of fur-
nishing lodging to an employee as expenses
for utilities, linen service, salaries, depreci-
ation, etc.
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If you must include the value of the
A meals and lodging in your employees'
OMEEN wages, do not deduct as wages the
amount you claimed elsewhere on your re-

turn.

Deduction limit on meals.  You can gener-
ally deduct only 50% of the costs of furnishing
meals to your employees. However, you can
deduct the full costs of the following meals.

1) Meals that qualify as a de minimis fringe
benefit as discussed in chapter 4.

2) Meals where you include their value in
an employee's wages. For more infor-
mation, see Exclusion From Employee
Wages, later.

3) Meals you furnish to your employees at
the work site when you operate a res-
taurant or catering service.

4) Meals you furnish to your employees as
part of the expense of providing recre-
ational or social activities, such as a
company picnic.

5) Meals you must furnish to crew members
of a commercial vessel under a federal
law. This includes crew members of
commercial vessels operating on the
Great Lakes, the Saint Lawrence
Seaway, or any U.S. inland waterway if
meals would be required under federal
law had the vessel been operated at sea.
This does not include meals you furnish
on vessels primarily providing luxury
water transportation.

6) Meals you furnish on an oil or gas plat-
form or drilling rig located offshore or in
Alaska. This includes meals you furnish
at a support camp that is near and inte-
gral to an oil or gas drilling rig located in
Alaska.

Exclusion From
Employee Wages

Generally, you must include in an employee's
wages the value of meals and lodging you
furnish to the employee or the employee's
spouse or dependents. Use the general val-
uation rule, discussed in chapter 4, to deter-
mine the amount to include in the employee's
wages. However, if you provide meals at an
employer-operated eating facility, you may be
able to use the employer-operated-eating-
facility rule to value the meals. For more in-
formation, see chapter 4.

You can exclude from an employee's
wages the value of meals you furnish to the
employee if the meals qualify as a de minimis
fringe benefit (see chapter 4). Also, if you
meet the following tests, you can exclude
from an employee's wages the value of meals
and lodging you, or a third party on your be-
half, furnish to the employee or the employ-
ee's spouse or dependents.

* Test 1. You furnish the meals or lodging
on your business premises.

e Test 2. You furnish the meals or lodging
for your convenience.

* Test 3. In the case of lodging (but not
meals), your employees must accept the
lodging on your business premises as a

Page 10

condition of their employment.  This
means they must accept the lodging to
allow them to properly perform their du-
ties.

However, if an employee can choose to
receive additional pay instead of meals or
lodging, you must include the value of the
meals or lodging in the employee's wages.
The examples at the end of this chapter will
help you apply these tests.

Test 1—On Your Business

Premises

This generally means the place of employ-
ment. For example, meals and lodging you
furnish to a household employee in your pri-
vate home are furnished on your business
premises. Similarly, meals you furnish to
cowhands while herding cattle on land you
lease or own are furnished on your business
premises.

Test 2—For Your

Convenience

Whether you furnish meals or lodging for your
convenience as an employer depends on all
the facts and circumstances. You furnish the
meals or lodging to your employee for your
convenience if you do this for a substantial
business reason other than to provide the
employee with additional pay. This is true
even if a law or an employment contract pro-
vides that they are furnished as pay. A written
statement that the meals or lodging are for
your convenience is not sufficient.

Substantial nonpay reasons.  The following
meals are furnished for a substantial nonpay
business reason.

1) Meals you furnish during working hours
so your employee will be available for
emergency calls during the meal period.
However, you must be able to show that
emergencies have occurred or can rea-
sonably be expected to occur.

2) Meals you furnish during working hours
because the nature of your business re-
stricts your employee to a short meal
period (such as 30 or 45 minutes), and
the employee cannot be expected to eat
elsewhere in such a short time. For ex-
ample, meals can qualify if the peak
workload occurs during the normal lunch
hour. But if the reason for the short meal
period is to allow the employee to leave
earlier in the day, the meal will not qual-
ify.

3) Meals you furnish during work hours
because your employee could not oth-
erwise eat proper meals within a rea-
sonable period of time. For example,
meals can qualify if there are insufficient
eating facilities near the place of em-
ployment.

4) Meals you furnish to restaurant or other
food service employees, for each meal
period in which they work, if you furnish
the meals during, immediately before,
or immediately after work hours. For ex-
ample, if a waitress works through the
breakfast and lunch periods, you can
exclude from her wages the value of the
breakfast and lunch you furnish in your
restaurant for each day she works.

Chapter 3 Meals and Lodging Furnished to Employees

5) Meals you furnish immediately after
working hours that you would have fur-
nished during working hours for a sub-
stantial nonpay business reason, but
because of the work duties were not
eaten during working hours.

6) Meals you furnish to all employees at
your place of business if substantially all
of your employees are furnished meals
for a substantial nonpay business rea-
son.

Meals you furnish to promote goodwill,
boost morale, or attract prospective em-
ployees. These meals are considered fur-
nished in your business for pay reasons.

Meals furnished on nonworkdays or with
lodging. The value of meals you furnish on
any nonworkday is normally not furnished for
your convenience. However, if your employ-
ees must occupy lodging on your business
premises as a condition of employment, as
discussed later under Test 3—Lodging Re-
quired As a Condition of Employment, do not
treat the value of any meal you furnish on the
business premises as wages.

Meals with a charge.  The fact that you
charge for the meals and that the employee
may accept or decline the meals, is not taken
into account in determining whether meals
are furnished for your convenience.

If you furnish meals for which you charge
the employees a flat amount, do not include
the flat amount you charge in your employees'
wages. This does not depend on the em-
ployees' acceptance of the meals. You have
to include the actual value of the meals in
your employees' wages if Test 1 and Test 2
are not met.

If you charge your employees a flat
amount for meals and you have to include the
value in your employees' wages, include the
value whether it is more or less than the
amount you charged. If no evidence indicates
otherwise, the value of the meals is the
amount you charged for them.

Test 3—Lodging Required
As a Condition of

Employment

This means that you require your employees
to accept the lodging because they need to
live on your business premises to be able to
properly perform their duties. Examples in-
clude employees who must be available at
all times and employees who could not per-
form their required duties without being fur-
nished the lodging.

It does not matter whether you must fur-
nish the lodging as pay under the terms of
an employment contract, or a law fixing the
terms of employment.

You may furnish the lodging to your em-
ployees with or without a charge. If you
charge a flat amount for lodging whether or
not the employee accepts it, do not include
the flat charge in the employee's wages.
Whether the value of the lodging is wages
depends on whether Tests 1, 2, and 3 are all
met. If any one of these tests is not met, you
must include the value of the lodging in your
employees' wages whether it is more or less
than the amount you charged for it. If no evi-
dence indicates otherwise, the value of the
lodging is the amount you charged for it.



Employment Taxes

The value of meals and lodging you exclude
from an employee's wages is not subject to
social security, Medicare, and federal unem-
ployment taxes, or income tax withholding.

Examples

These examples will help you determine
whether to include in your employees' wages
the value of meals or lodging you furnish to
them.

Example 1 (Meals). You operate a res-
taurant business. You furnish your employee,
Carol, who is a waitress working 7 a.m. to 4
p.m., two meals during each workday. You
encourage but do not require Carol to have
her breakfast on the business premises be-
fore starting work. She must have her lunch
on the premises. Since Carol is a food service
employee and works during the normal
breakfast and lunch periods, do not include
the value of her breakfast and lunch in her
wages.

Example 2 (Meals on nonworkdays).
You also allow Carol to have meals on your
business premises without charge on her
days off. You must include the value of these
meals in her wages.

Example 3 (Meals). Frank is a bank teller
who works from 9 a.m. to 5 p.m. The bank
furnishes his lunch without charge in a cafe-
teria the bank maintains on its premises. The
bank furnishes these meals to Frank to limit
his lunch period to 30 minutes, since the
bank's peak workload occurs during the
normal lunch period. If Frank got his lunch
elsewhere, it would take him much longer
than 30 minutes, and the bank strictly en-
forces the time limit. The bank does not in-
clude the value of these meals in Frank's
wages.

Example 4 (Meals). A hospital maintains
a cafeteria on its premises where all of its 230
employees may get meals at no charge dur-
ing their working hours. The hospital furnishes
meals to have 210 employees available for
emergencies. Each of these employees is
at times called upon to perform services dur-
ing the meal period. Although the hospital
does not require these employees to remain
on the premises, they rarely leave the hospital
during their meal period. Since the hospital
furnishes meals to most of its employees to
have each of them available for emergency
call during their meal periods, the hospital
does not include the value of these meals in
the wages of any of its employees.

Example 5 (Lodging). A hospital gives
Joan, an employee of the hospital, the choice
of living at the hospital free of charge or living
elsewhere and receiving a cash allowance in
addition to her regular salary. If Joan chooses
to live at the hospital, the hospital must in-
clude the value of the lodging in her wages
because she is not required to live at the
hospital to properly perform the duties of her
employment.

4.
Fringe Benefits

Important Change
for 1997

Nondiscrimination rules.  Nondiscrimination
rules apply to the exclusion of certain fringe
benefits from the income of highly compen-
sated employees. For tax years beginning
after 1996, the definition of “highly compen-
sated employee” has changed. For more in-
formation, see Nondiscrimination rules under
Exclusion of Certain Fringe Benefits, later.

Important Changes
for 1998

Meals furnished to employees. For tax
years beginning after 1997, your annual rev-
enue from meals you furnish to employees
both on your business premises and for your
convenience is considered to equal your di-
rect operating costs of providing these meals.
A meal is considered provided for your con-
venience if you provide it for a substantial
noncompensatory business reason. This leg-
islative change may allow your eating facility
for employees to qualify as a de minimis
fringe benefit. As a de minimis fringe benefit,
your deduction for meals provided in the fa-
cility is not limited to 50% of the cost of fur-
nishing the meals. For more information, see
chapter 3 and De Minimis (Minimal) Fringe,
later.

Qualified parking in place of pay. For tax
years beginning after 1997, you can exclude
qualified parking from an employee's wages
even if you provide it in place of pay. You
cannot exclude from an employee's wages
any other qualified transportation fringe ben-
efit that you provide in place of pay. For more

information, see Qualified Transportation
Fringe, later.
Introduction

This chapter gives general information on
fringe benefits and fringe benefit valuation
rules. However, it does not cover all the ex-
ceptions to these rules, or the rules that apply
to the use of an aircraft. For more information,
see section 1.61-21 of the Income Tax Reg-
ulations.

Topics

This chapter discusses:
* General information
* The general valuation rule
* Special valuation rules

* Exclusion of certain fringe benefits from
employee income

Useful ltems
You may want to see:

Publication
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See chapter 17 for information about get-
ting these publications.
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Moving Expenses

General Information

A fringe benefit is a form of pay provided to
any person for the performance of services
by that person. For these rules, treat a person
who agrees not to perform services (such as
under a covenant not to compete) as per-
forming services.

Examples of fringe benefits you may pro-
vide include:

The use of a car.

Flights on airplanes.

Discounts on property or services.

Memberships in country clubs or other
social clubs.

Tickets to entertainment or sporting
events.

Provider of fringe benefit. You are the
provider of a fringe benefit if it is provided for
services performed for you. You may be the
provider of the benefit even if it was provided
by another person. For example, you are the
provider of a fringe benefit your client or cus-
tomer provides to your employee for services
the employee performs for you.

Nonemployer provider.  You do not have
to be the employer of the recipient to be the
provider of a fringe benefit. For example, you
may provide fringe benefits to an independent
contractor as a client or customer of the con-
tractor.

Recipient of benefit. Your employee or
some other person who performs services for
you is the recipient of a fringe benefit provided
for those services. Your employee may be the
recipient of the benefit even if it is provided
to someone who did not perform services for
you. For example, your employee is the re-
cipient of a fringe benefit you provide to a
member of the employee's family.

The recipient does not have to be your
employee. For example, the recipient may be
a partner, director, or independent contractor.
In this chapter, the term “employee” includes
any recipient of a fringe benefit unless stated
otherwise.

Including benefits in pay. Unless the law
says otherwise, you must include fringe ben-
efits in an employee's gross income as
wages. The benefits are subject to income
and employment taxes.

You and your employees 