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¶2130.02.A. Accountable Plans and Nonaccountable Plans Defined

The treatment of deductible employees' expenses by employers and employees depends largely on the arrangement between the employer and the employee for advances, allowances or reimbursement of business expenses. 54  There are two basic types of reimbursement arrangements -- accountable plans and nonaccountable plans. 55  The two types of plans are defined in this section.

/Footnote/ 54 The classification of allowance or reimbursement arrangements as accountable plans or nonaccountable plans commenced with the enactment of §62(c) as part of the Family Support Act of 1988. P.L. 100- 485, §702(a). Section 62(a)(2)(A) specifies that an employee may deduct from gross income - in arriving at adjusted gross income - expenses paid or incurred under a reimbursement or other expense allowance arrangement. Under §62(c), arrangements having certain characteristics are not considered reimbursement or other expense allowance arrangements for purposes of §62(a)(2)(A). See generally Regs. §1.62-2, which applies generally to payments made under reimbursement or other expense allowance arrangements received by an employee in taxable years of the employee beginning on or after Jan. 1, 1989, with respect to expenses paid or incurred on or after Jan. 1, 1989. Regs. §1.62-2(m). An employer may have more than one arrangement with respect to a single employee, depending on the facts and circumstances. Regs. §1.62-2(c)(1). The treatment of employee expenses under accountable plans and nonaccountable plans is discussed at ¶2130.02.B and ¶2130.02.C, respectively. The treatment of employee expenses when the employer has no arrangement for advances, allowances or reimbursement is described at ¶2130.02.D. Special rules applicable to qualified performing artists, handicapped employees with impairment-related work expenses, jury duty pay and moving expenses are explained in ¶2130.02.E.

/Footnote/ 55  However, there is also the possibility that an arrangement is not actually a reimbursement arrangement under §62(c). In TAM 9504002, the National Office considered a reimbursement arrangement under which a messenger/courier company paid its couriers. Each courier was paid a commission of 40% of the charges for that courier's deliveries, but to the extent this commission was not attributable to an hourly wage, the courier was reimbursed for travel expenses. There was no fixed or minimum cents-per-mile rate for the reimbursements, and a courier's record of mileage was unrelated to actual mileage driven. The National Office advised that the arrangement was merely an attempt to recharacterize compensation as reimbursements from an accountable plan, and stated that all amounts paid under the plan were subject to the payment and withholding of employment taxes.

1. Accountable Plans

For tax purposes, the term "reimbursement or other expense allowance arrangement" refers to an arrangement between an employer and employee that meets three basic requirements: business connection; substantiation; and return of excess amounts. 56  Arrangements that comply with the three requirements are known as accountable plans. 57

/Footnote/ 56 §62(a)(2)(A), (c); Regs. §1.62-2(c)(1). The term "reimbursement or other expense allowance arrangement" is not directly defined in the Code. Section 62(a)(2)(A) states that the expense must be paid or incurred by the taxpayer in connection with his or her performance of services as an employee. §62(a)(2)(A). Under §62(c), an arrangement is excluded from treatment as a reimbursement or other expense allowance arrangement if the arrangement either does not require substantiation of the expenses by the employee or permits the employee to retain amounts exceeding substantiated expenses. §62(c). Detailed rules for applying these basic statutory requirements are found in Regs. §1.62-2. For an illustration of their  application, see TAM 9547001 (National Office  advised that employer's various reimbursement arrangements were accountable or  nonaccountable plans).

/Footnote/ 57 Regs. §1.62-2(c)(2). The terms "accountable plan" and "nonaccountable plan," which are not found in the statute, are defined in Regs. §1.62-2(c) and are commonly used on tax return instructions and elsewhere.

The requirements of an accountable plan are applied on an employee-by-employee basis. 58  Consequently, an arrangement applicable to a group of employees may be considered an accountable plan as to one employee and a nonaccountable plan as to another employee.

/Footnote/ 58 Regs. §1.62-2(i).

 Example—Application of Requirements on Employee-by-Employee Basis

R Co. has 2 employees, E and F. Under R's expense allowance arrangement, employees who travel on R's business receive advances to cover their travel expenses and account to R when they return from a trip. In 1994, E went on a business trip during which she incurred transportation, meals and lodging expenses. E's travel expenses exceeded the advance she had requested. Within a reasonable period, E substantiated all her expenses from the trip and received reimbursement from R for the excess expenses. The arrangement with E satisfies all the requirements of an accountable plan and the payments to E are treated as made under an accountable plan. F also went on a business trip during which he incurred meals and transportation expenses. F's advance exceeded the expenses he actually incurred on the trip. F failed to substantiate his expenses and did not return the excess advanced within a reasonable period. Because of F's failure to substantiate his expenses and to return the excess payment, the arrangement is treated as a nonaccountable plan with respect to F. The fact that the arrangement is a nonaccountable plan concerning F has no bearing, however, on the treatment of the payments to E. 59 

/Footnote/ 59 See Regs. §1.62-2(i).

a. Business Connection

To qualify as an accountable plan, an arrangement must provide advances, allowances or reimbursements for business expenses. 60  The business expenses covered by the plan: (1) must meet the requirements for deduction as business expenses; 61  and (2) must be paid or incurred by the employee in connection with the performance of services as an employee. 62  Allowances under the plan may include per diem allowances, allowances for meals and incidental expenses and mileage allowances. 63

/Footnote/ 60 Regs. §1.62-2(d).

/Footnote/ 61 Specifically, the business expenses must be allowable as deductions by Part VI, subchapter B, chapter 1, of the Code. Regs. §1.62-2(d)(1). The indicated Code sections include §162 for trade or business expenses.

/Footnote/ 62 §62(a)(2)(A); Regs. §1.62-2(d)(1).

/Footnote/ 63 Regs. §1.62-2(d)(1).

Payments under the plan may be received by an employee from either: (1) the employer; (2) the employer's agent; or (3) a third party for whom the employee performs a service as an employee of the employer. 64  The plan may include amounts charged to the employer by credit card or otherwise. 65

/Footnote/ 64 Regs. §1.62-2(d)(1). Section 62(a)(2)(A) expressly provides that the fact that the employee receives payment from a third party shall not be determinative of whether the rule for accountable plans under §62(a)(2)(A) applies.

/Footnote/ 65 Regs. §1.62-2(d)(1).

The employer's records must reflect the payment of the reimbursement or other expense allowance to the employee. For example, a payment under the plan may be made in a separate payment to the employee. 66  If both the employee's wages and a payment under the plan are combined in a single payment, the amount of the reimbursement or other expense allowance must be specifically identified. 67

/Footnote/ 66 Regs. §1.62-2(d)(1).

/Footnote/ 67 Regs. §1.62-2(d)(1). The statement of this rule in Regs. §1.62-2(d)(1) is somewhat ambiguous. The rule is more clearly stated in Rev. Rul. 55-288, 1955-1 C.B. 257.

If an arrangement provides advances, allowances, or reimbursements for deductible employee business expenses and for other bona fide expenses related to the employer's business (e.g.,  travel that is not away from home) that are not deductible, the payor is treated as maintaining two arrangements. The portion of the arrangement that provides payments for the deductible employee business expenses is treated as one arrangement that satisfies the business connection requirement. The portion of the arrangement that provides payments for the nondeductible employee expenses is treated as a second arrangement that does not satisfy the business connection requirement, and therefore is treated as a nonaccountable plan. 68

/Footnote/ 68 Regs. §1.62-2(d)(2). If advances, allowances, or reimbursements for meal and entertainment expenses are paid under a nonaccountable plan, the deductible amounts (taking into account the §274(n) percentage limitation) are neither treated as gross income nor subject to withholding and payment of employment  taxes. Regs. §1.62-2(h)(1).

If a payor arranges to pay an amount to an employee regardless of whether the employee incurs (or is reasonably expected to incur) deductible employee business expenses, the arrangement does not satisfy the business connection requirement and all amounts paid under the arrangement are treated as paid under a nonaccountable plan. 69

/Footnote/ 69 Regs. §1.62-2(d)(3)(i).  See Trucks, Inc. v. U.S., No. 1:96-cv-0800-CC, N.D. Ga. (9/10/97) (An employer's reimbursements of expenses according to a fixed percentage of revenue regardless of whether employees incurred expenses were wages).

b. Substantiation to the Employer

An accountable plan must require employees to furnish adequate substantiation of reimbursed expenses to the employer or other payor. 70   An accounting generally consists of the submission to the employer of any relevant documentary evidence together with an account book, diary, or similar record in which the employee recorded the expense at or near the time it was paid or incurred.

/Footnote/ 70 Regs. §1.62-2(e)(1). An employee who has properly accounted to the employer under an accountable plan will normally not be called upon to substantiate expense account information to the IRS, unless the employee's expenses exceeded the amount paid under the plan and the employee wishes to deduct the excess expenses or unless the employee is related to the employer within the meaning of §267(b). Regs. §1.162-17(d)(1)(ii), (iii).

The specific type of substantiation required under an accountable plan depends on the nature of the reimbursed expense. If a deduction for the expense is expressly conditioned on compliance with particular substantiation requirements imposed elsewhere in the Code, those substantiation requirements also apply for purposes of the accountable plan. 71  If an expense is not covered by special substantiation requirements, the employee must furnish the employer with information that identifies the nature of the expense and shows that the expense was attributable to the employer's business activities. 72  Regardless of which particular substantiation rules apply, the information must be submitted within a reasonable period of time. 73

/Footnote/ 71 Regs. §1.62-2(e)(2).

/Footnote/ 72 Regs. §1.62-2(e)(3).

/Footnote/ 73 Regs. §1.62-2(e)(1).

(1). Expenses Governed by Special Substantiation Requirements

The deduction for certain categories of expenses is expressly conditioned on satisfaction of specific substantiation requirements. 74  Types of expenses that are subject to these special substantiation requirements include the following expenses: 75

•   traveling expenses, including meals and lodging while away from home;

•   entertainment expenses;

•  gifts; and

•  expenses with respect to automobiles and other means of transportation and computers. 76

/Footnote/ 74 The substantiation requirements referred to are found in §274(d). A deduction is disallowed under §274(d) with respect to the expenses to which it applies unless the taxpayer furnishes the required substantiation. Expenses governed by §274(d) must be substantiated by adequate records or by sufficient evidence corroborating the taxpayer's own statement. §274(d); Regs. §1.274-5T(c)(1). For purposes of this chapter, the term "special substantiation requirements" refers to the substantiation requirements imposed by §274(d). Regs. §1.162-17, which also discusses the substantiation of business expenses by employees, is superseded by the regulations under §274(d), for taxable years ending after Dec. 31, 1962, and by the regulations under §62(c), for taxable years beginning on or after Jan. 1, 1989, to the extent the cited regulations are inconsistent with Regs. §1.162-17. Regs. §1.162-17(e)(2), (3).

/Footnote/ 75 §274(d).

/Footnote/ 76 Section 274(d) applies with respect to any listed property.§274(d)(4). The term "listed  property" refers to property listed in  §280F(d)(4).

With respect to expenses to which these special substantiation requirements apply, the special substantiation requirements are used to determine the information that must be furnished under an accountable plan. 77 In  other words, the substantiation requirements of an accountable plan are  satisfied if the employee provides the employer with information sufficient  to satisfy the special substantiation requirements.

/Footnote/ 77 Regs. §1.62-2(e)(2). See, e.g., PLR 9706018 (Submitting electronic receipts for travel and entertainment expenses satisfied substantiation requirement, provided employer's electronic records met requirements of Rev. Proc. 91-59, 1991-2 C.B. 841 (governing maintenance of records by an automatic data processing system); therefore, employer's "enhanced" reimbursement plan qualified as an accountable plan).

For example, if an employee incurs expenses while traveling away from home, the employee is required to substantiate the amount, time, place, and business purpose of each expense. 78  If such information is furnished to the employer, the special substantiation requirements that apply to travel away from home are satisfied; moreover, the substantiation is adequate for purposes of an accountable plan. 79   Similarly, for use of a passenger automobile, deductible expenses must be substantiated with reference to amount, use, time, and business purpose. 80   Compliance with these substantiation requirements for an employee's use of a passenger automobile is sufficient substantiation for purposes of an accountable plan. 81

/Footnote/ 78 Regs. §1.274-5T(b)(2).

/Footnote/ 79 Regs. §1.62-2(e)(2).

/Footnote/ 80 Regs. §1.274-5T(b)(6).

/Footnote/ 81 Regs. §1.62-2(e)(2).

Under the special substantiation rules, the IRS is authorized to make rules under which certain expenses are deemed substantiated and the taxpayer is not obligated to substantiate the actual amount of the expense. 82  These rules would also apply for purposes of accountable plans. 83

/Footnote/ 82 Under Regs. §1.274(d)-1, the IRS has authority to establish rules pertaining to: (1) reimbursement arrangements covering ordinary and necessary expenses of traveling away from home, other than transportation to and from the taxpayer's destination; (2) per diem allowances for ordinary and necessary expenses of traveling away from home, other than transportation to and from the taxpayer's destination; and (3) mileage allowances providing for expenses of local travel and transportation while traveling away from home. Similarly, under Regs. §1.274-5T(j), authority is given to establish a method under which a specified amount may be used for meals while traveling away from home in lieu of substantiating the actual cost.

/Footnote/ 83 Regs. §1.62-2(e)(2).

For example, the IRS has explained the consequences of an employer's payment of a per diem allowance for an employee's lodging, meals, and incidental expenses for travel away from home that is equal to the federal per diem rate for the locality of the travel. 84  When such a per diem allowance is paid under an accountable plan, to satisfy the special substantiation requirements the employee need only substantiate the time, place and business purpose of the travel expenses. 85   The amount of the employee's actual expenses is not required to be substantiated but rather is deemed substantiated in an amount equal to the lesser of the per diem allowance or the federal rate. 86  Similar rules apply when employers provide meals only per diem allowances (for meal expenses on travel away from home) equal to the federal meal and incidental expense (M & IE) rate 87   or mileage allowances (for local transportation or travel away from home) equal  to the standard mileage rate. 88  Expenses that are deemed substantiated under these rules are adequately substantiated not only for purposes of the special substantiation rules but also for purposes of the substantiation requirements of accountable plans. 89

/Footnote/ 84 Rev. Proc. 97-59, 1997-52 I.R.B. 31, updating Rev. Proc.  96-64, 1996-53 I.R.B. 52. A per diem allowance refers to a payment under an accountable plan that: (1) is paid with respect to an employee's lodging, meal, and incidental expenses for business travel away from home; (2) is reasonably calculated not to exceed the amount of the expenses or anticipated expenses; and (3) is paid at or below the applicable  federal per diem rate, a flat rate or stated schedule or in accordance with  any other IRS-specified rate or schedule. Rev. Proc. 97-59, §3.01.

/Footnote/ 85 Rev. Proc. 97-59, §7.01.

/Footnote/ 86 Rev. Proc. 97-59, §4.01. If the per diem allowance paid by the employer exceeds the federal per diem rate, the amount deemed substantiated is equal to the amount computed under the federal per diem rate for the period of travel. Id.

/Footnote/ 87 Rev. Proc. 97-59, §§3.02, 4.02. See PLR 9546022  (Per diem allowance for long-haul truck drivers computed on same basis as  compensation (cents per mile) treated as paid only for meals and incidental  expenses under Rev. Proc. 94-77, §4.02(5)).

/Footnote/ 88 See, e.g., Rev. Proc.  97-58, 1997-52 I.R.B. 24. A mileage allowance is a  payment under an accountable plan that: (1) is paid with respect to business expenses incurred or expected to be incurred by an employee for transportation; (2) is reasonably calculated not to exceed the amount of the expenses or anticipated expenses; and (3) is paid at the applicable standard mileage rate, a flat rate or stated schedule, or in accordance with any other IRS-specified rate or schedule. Rev. Proc. 97-58, §4.03. The standard mileage rate refers to the applicable amount provided by the IRS for optional use by employees in computing the deductible costs of operating passenger automobiles owned by them for business purposes. Id., §4.01.

/Footnote/ 89 Regs. §1.62-2(e)(2). See Rev. Proc. 97-58, 1997-52 I.R.B. 24.  Several illustrations of plans that pay per diem allowances are provided, and the treatment of expenses paid under such plans is explained, in ¶2130.02.B. See also ¶2310.

(2). Expenses Not Governed by Special Substantiation Requirements

For reimbursed expenses not covered by the special substantiation rules, substantiation is adequate if the information furnished to the employer is sufficient to identify the specific nature of each expense and to show that the expense is attributable to the employer's business activities. 90  Each element of an expenditure must be substantiated. 91  Aggregation of expenses into broad categories (such as "travel") or into nondescriptive categories (such as "miscellaneous business expenses") is not sufficient substantiation for purposes of an accountable plan. 92

/Footnote/ 90 Regs. §1.62-2(e)(3). See Regs. §1.162-17(b)(4) for what it means for an employee to "account" to an employer.

/Footnote/ 91 Regs. §1.62-2(e)(3).

/Footnote/ 92 Id.

c. Return of Amounts Exceeding Expenses

(1). In General

To qualify as an accountable plan, an arrangement must require an employee to return to the employer within a reasonable period of time any amount that exceeds the employee's properly substantiated expenses. 93  In general, all relevant facts and circumstances are considered to determine whether the arrangement requires the employee to return amounts in excess of substantiated expenses. 94

/Footnote/ 93 Regs. §1.62-2(f)(1). The substantiation requirements are addressed in Regs. §1.62-2(e). The term "reasonable period" is defined in Regs. §1.62-2(g).

/Footnote/ 94 Regs. §1.62-2(f)(1).

This requirement for return of excess amounts focuses on the terms of the arrangement itself. 95  An employee's compliance with the terms of the arrangement, however, may affect the status of an otherwise accountable plan with respect to that employee. If the arrangement contains the requisite provision for return of excess amounts, but an employee fails to return amounts received in excess of substantiated expenses within a reasonable period, the amounts paid to the employee that exceed the properly substantiated expenses are treated as paid from a nonaccountable plan. 96  Amounts paid to the employee that do not exceed the properly substantiated expenses, however, are treated as paid under an accountable plan. 97

/Footnote/ 95 Under the language of §62(c)(2), an accountable plan may not provide an employee with the right to retain any amount in excess of the substantiated expenses covered by the arrangement. Under Regs. §1.62-2(f)(1), the arrangement must require employees to return excess amounts to the employer.

/Footnote/ 96 Regs. §1.62-2(c)(3)(ii). If an employee wishes to deduct expenses treated as paid under a nonaccountable plan, the expenses must be properly substantiated to the IRS. Regs. §1.162-17(d)(1)(i).

/Footnote/ 97 Regs. §1.62-2(c)(2)(ii).

The following conditions must be present when money is advanced to an employee for the purpose of defraying expenses: 98

•   the amount of the advance is reasonably calculated not to exceed the anticipated expenditures;

•   the advance is made within a reasonable period of the day that the anticipated expenditures are paid or incurred; and

•   any amounts exceeding the employee's properly substantiated expenses are required to be returned to the employer within a reasonable period of time after receipt of the advance.

/Footnote/ 98 Regs. §1.62-2(f)(1).

(2). Special Rule for Per Diem or Mileage Allowances

A special rule applies when an arrangement provides per diem allowances for ordinary and necessary business expenses of traveling away from home (excluding transportation costs to and from the destination) or mileage allowances for ordinary and necessary expenses of local transportation or travel away from home. The IRS has discretionary authority to make rules under which such an arrangement may qualify as an accountable plan, even though the employee is not required to return the portion of the allowance that exceeds the amount of expenses deemed substantiated under the special substantiation rules. 99   Any rules promulgated under this authority must contain the following restrictions: 100

•   the amount of the allowance must be reasonably calculated not to exceed the employee's actual expenses or anticipated expenses; and

•   the employee must be required to return within a reasonable period of time any portion of the allowance relating to days of travel not properly substantiated.

/Footnote/ 99 Regs. §1.62-2(f)(2). Under an accountable plan, if a payor pays a mileage allowance or a per diem allowance in lieu of reimbursing actual expenses and does not require the employee to return the amount of the allowance exceeding the federal rates, the excess portion is treated as if paid under a nonaccountable plan. Regs. §1.62-2(h)(2)(B). Because an employee is not required to return the excess portion, the reasonable period of time provisions relating to the return of excess amounts does not apply to the excess portion. Id.

/Footnote/ 100 Regs. §1.62-2(f)(2).

Pursuant to this authority, the IRS has explained the consequences to an employee when the employer pays a per diem allowance for the employee's lodging, meals, and incidental expenses for travel away from home.  101   As noted above, the amount of the travel expenses is deemed to be substantiated  in an amount equal to the federal per diem rate. 102 Moreover, the arrangement is  considered an accountable plan even if the employee is not required to return  the portion of the allowance that exceeds the federal per diem rate.  103 Similar rules apply when employers provide meals only per diem  allowances for meal expenses on travel away from home 104 or mileage allowances for local transportation or travel away from home. 105

/Footnote/ 101 Rev. Proc. 97-59, 1997-52 I.R.B. 31, updating Rev. Proc. 96-64, 1996-53 I.R.B. 52.

/Footnote/ 102 Rev. Proc.  97-59, §4.01.

/Footnote/ 103 Rev. Proc. 97-59, §7.02. The  employee must be required to return any portion of the allowance that relates  to days of travel not substantiated. Id. Several illustrations of  plans paying per diem allowances are provided, and the treatment of expenses  paid under such plans is explained in ¶2130.02.B. See also ¶2310.

/Footnote/ 104 Rev. Proc. 97-59, §4.02.

/Footnote/ 105 Rev. Procs. 97-58, 1997-52 I.R.B. 24; 96-63, 1996-2 C.B. 420; 95-54, 1995-2 C.B. 450.

d. Reasonable Period

Irrespective of which substantiation rules apply, the required substantiation must be furnished by the employee within a reasonable period of time. 106  Similarly, amounts paid under an accountable plan in excess of an employee's substantiated expenses must be returned within a reasonable period of time. 107  In general, what constitutes a reasonable period depends on the particular facts and circumstances. 108  Two safe harbor rules apply under which employees may be certain that substantiation has occurred, or the return of excess expenses has been made, in a timely fashion. The first safe harbor rule employs a fixed date method. The following are treated as having occurred within a reasonable period: 109

•   an advance made within 30 days of when an expense is paid or incurred;

•   an expense substantiated to the employer within 60 days after it is paid or incurred; or

•   an amount returned to the employer within 120 days after an expense is paid or incurred.

/Footnote/ 106 Regs. §1.62-2(e)(1).

/Footnote/ 107 Regs. §1.62-2(f)(1).

/Footnote/ 108 Regs. §1.62-2(g)(1).

/Footnote/ 109 Regs. §1.62-2(g)(2)(i).

The second safe harbor rule is based on a periodic statement method. The payor provides the employee with periodic statements indicating the excess, if any, of amounts paid under the plan over expenses previously substantiated by the employee. 110  The statement must request the employee to substantiate any expenses that have not yet been substantiated (whether or not such expenses relate to the expenses with respect to which the original advance was paid) and/or to return any amounts still unsubstantiated within 120 days of the statement. 111   An expense substantiated or an amount returned by an employee within the 120-day period will be treated as substantiated or returned within a reasonable period of time. 112

/Footnote/ 110 Regs. §1.62-2(g)(2)(ii). The statements must be furnished no less frequently than quarterly.

/Footnote/ 111 Id.

/Footnote/ 112 Id.

These safe harbors are designed to meet reasonable administrative needs of employers, not to permit avoidance of the rules. Thus, if a payor has a plan or practice to provide amounts in excess of substantiated expenses to employees and to avoid reporting and withholding on such amounts, the payor may not use either of the safe harbors for any years during which such a plan or practice exists. 113

/Footnote/ 113 Regs. §1.62-2(g)(3).

Normally, an employer is not required to withhold income tax on advances or reimbursements made under an accountable plan. Such payments become subject to withholding and the payment of employment taxes if expenses are not substantiated within a reasonable period or if amounts in excess of substantiated expenses are not returned within a reasonable period. 114   For purposes of determining when payments become subject to withholding and employment taxes, an employer may treat any amount not substantiated or returned within the periods provided by the two safe harbor rules as not substantiated or returned within a reasonable period. 115

/Footnote/ 114 Regs. §1.62-2(h). The payments are subject to withholding and employment taxes no later than the first payroll period following the end of the reasonable period. For cross references to employment tax regulations and to reporting requirements, see Regs. §1.62-2(l).

/Footnote/ 115 Regs. §1.62-2(h).

2. Nonaccountable Plans

An arrangement between an employer and employee for advances, allowances or reimbursement of business expenses that does not meet one or more of the three basic requirements of an accountable plan is treated as a nonaccountable plan. 116

/Footnote/ 116 Regs. §1.62-2(c)(3)(i). If a payor provides a nonaccountable plan, an employee who receives payments under the plan cannot compel the payor to treat the payments as paid under an accountable plan by voluntarily substantiating the expenses and returning any excess to the payor. Id. To deduct expenses paid under a nonaccountable plan, an employee must properly substantiate the expenses to the IRS. Regs. §1.162-17(d)(1)(i).

In addition, if an arrangement satisfies the requirements of an accountable plan, but an employee fails to return within a reasonable period of time any amount exceeding his or her properly substantiated expenses, amounts paid in excess of the substantiated expenses are treated as paid under a nonaccountable plan. 117  Amounts that do not exceed the substantiated expenses, however, are treated as paid under an accountable plan. 118

/Footnote/ 117  Regs. §1.62-2(c)(3)(ii). If the employee wishes to deduct expenses treated as paid under a nonaccountable plan, the expenses must be properly substantiated to the IRS. Regs. §1.162-17(d)(1)(i).

/Footnote/ 118 Regs. §1.62-2(c)(2)(ii).

¶2130.02.B. Treatment of Expenses Under Accountable Plans

When an employee's expenses are allowed or reimbursed under an accountable plan, the expenses are deductible by the employer subject to any limitations on the deduction of the particular type of expense. The employer does not report amounts paid under an accountable plan as wages on the employee's W-2 Form. 119   Moreover, such amounts are not subject to withholding or to the payment of employment taxes such as FICA, FUTA, RRTA and RURT. 120  Amounts under an accountable plan are not included in the employee's gross income 121  and are not deductible by the employee.

/Footnote/ 119 Regs. §1.62-2(c)(4).

/Footnote/ 120 Id. The employment taxes referred to in the text are imposed under the Federal Insurance Contributions Act, Federal Unemployment Tax Act, Railroad Retirement Tax Act and Railroad Unemployment Repayment Tax. See also  Regs. §1.62-2(l), which provides cross references to applicable employment tax regulations and to regulations defining the reporting requirements.

/Footnote/ 121 Regs. §1.62-2(c)(4).

The rule excluding amounts paid under accountable plans from employees' gross incomes requires an explanation because in this context the literal language of the Code differs from the operating rules stated in the accompanying regulations. The Code expressly allows an employee to deduct as business expenses amounts paid or incurred by the employee which are allowed or reimbursed under an accountable plan. 122  The deduction is allowed as a deduction from gross income in arriving at adjusted gross income (an "above-the-line" deduction). 123  This Code provision assumes that the allowance or reimbursement will be included in the employee's gross income. Thus, the above-the-line deduction would effectively nullify the inclusion of the item in the employee's gross income. To implement this statutory rule, the regulations eliminate the dual steps of inclusion in the employee's gross income and deduction as a business expense by providing for the exclusion of amounts paid under accountable plans from the employee's gross income and eliminating the necessity for taking a deduction. 124

/Footnote/ 122 §62(a)(2)(A). See Regs. §1.62-2(b).

/Footnote/ 123 See Regs. §1.62-1(c). Only the deductions listed in §62(a) can be deducted directly from gross income. As a deduction from gross income, the deduction does not depend upon whether the employee itemizes his or her deductions. §63(d)(1). Moreover, the above-the-line deduction is not subject to the limitation on miscellaneous itemized deductions. §67(b).

/Footnote/ 124  Regs. §1.62-2(c)(4). See Regs. §1.162-17(b)(1). The rules discussed in the text for treatment of employees' expenses under accountable plans are generally effective for tax years beginning after Dec. 31, 1988. The applicable regulation, Regs. §1.62-2, applies generally to payments received by an employee in taxable years of the employee beginning on or after Jan. 1, 1989, with respect to expenses paid or incurred in taxable years beginning on or after Jan. 1, 1989. Regs. §1.62-2(m). Prior to the 1986 TRA, employees were allowed above- the-line deductions for reimbursement expenses without regard to the characteristics of the allowance or reimbursement arrangement. Also deductible from gross income of an employee were unreimbursed travel and transportation expenses and unreimbursed expenses of outside salespersons. The 1986 TRA eliminated above-the-line treatment for all employee deductions except reimbursed expenses and expenses of qualified performing artists, effective for taxable years beginning after Dec. 31, 1986. P.L. 99-514, §132(b)(1). Under the Family Support Act of 1988, the above-the-line deduction for reimbursed employee expenses was limited to expenses paid under accountable plans, effective for taxable years beginning after Dec. 31, 1988. P.L. 100-485, §702(a). See  Rev. Rul. 90-23, 1990-1 C.B. 28 (discussing application of the post-1988 rules in context of deductible employees' commuting expenses). As noted above, the present rules for treatment of reimbursed employees expenses generally became effective for taxable years beginning after 1988. The temporary regulations applying the new rules were not published, however, until Dec. of 1989. Before the regulations were published, there was some uncertainty regarding the application of the new rules. Two rules applicable only to 1989 should be noted. First, Regs. §1.6041-3(i)(2) provides a transitional reporting rule under which certain payments, primarily per diem or mileage allowances, to an employee during 1989 may be reported on the employee's W-2 Form under the pre-1989 regulations. Second, because of the late publication of the temporary regulations (Regs. §1.62-2T), some employers, relying on interim guidance furnished by the IRS, reported per diem allowances and mileage allowances as wages when such treatment was not proper under the post-1988 rules. Employees are entitled to an above-the-line deduction to cancel out the amounts erroneously reported as wages; however, the "Adjustments to Income" section of the 1989 Form 1040 does not contain a line for deducting reimbursed employee expenses. In Notice 90-14, 1990-1 C.B. 322, the IRS provides guidance to employees on how to claim the above-the-line deduction in this context.

1. Reimbursement Equal to Expenses

If an employee's allowance or reimbursement under an accountable plan is equal to the expenses that he or she paid or incurred, receipt of the payment under the plan has no tax consequences for the employee. The employee may ignore the payment in preparing his or her tax return for the taxable year of receipt of the payment.

 Example—Reimbursement Equal to Expenses

Q Corp., a manufacturing company located in City V, employs E as a sales representative. A and B are customers of Q who traveled from City W to City V to transact business with Q. E hosted a dinner for A and B at a restaurant. Business was discussed throughout the meal. E paid $300 for the meal, including food, beverages, taxes and tips. E made a timely request for reimbursement from Q. In accordance with Q's accountable plan, E substantiated the request by indicating the expense on his monthly expense account and furnishing Q with the receipt from the restaurant. E received a reimbursement of $300 from Q. Q may deduct the amount paid for the business meal, subject to the 50% (80% for years beginning before 1994) limitation on meals and entertainment expenses. 125   The reimbursement to E under Q's accountable plan is not reported as wages on E's W-2 Form and is excluded from E's gross income. The meal expense is not deductible by E.

/Footnote/ 125  See §274(n), as amended by 1993 RRA §13209.

 Example—Per Diem Equal to Expenses

E, who is employed by R Corp., took a 2-day business trip to City X in 1994. Under R's accountable plan, employees who travel are given a per diem allowance equal to the government rate for the particular locale. The government rate for City X is $100 per day. In accordance with R's accountable plan, E substantiated the time, place and business purpose of her trip and received a reimbursement of $200. E's actual expenses were $100 per day. Under R's plan, E was not required to substantiate her actual expenses. The allowance paid to E is deductible by R as a business expense, subject to any applicable restrictions such as the 50% limitation on meals and entertainment expenses. 126   The reimbursement to E under R's accountable plan is not reported as wages on E's W-2 Form and is excluded from E's gross income. 127  The expenses are not deductible by E.

/Footnote/ 126  Id.

/Footnote/ 127 See Rev. Proc. 89-67, 1989-2 C.B. 795, 799, amplified by Rev. Proc. 90-15, 1990-1 C.B. 476, §7.03.

 Example—Per Diem Exceeds Expenses

Assume the same facts as in the above example, except that E's actual expenses were only $80 per day. Since R's accountable plan entails a per diem allowance that does not exceed the maximum federal rate for the travel area, E is not required to return the portion of the allowance that exceeds her actual expenses. 128  The consequences to E are the same as in the above example.

/Footnote/ 128  See id. §7.02.

2. Reimbursement Less than Expenses

If an allowance or reimbursement under an accountable plan is less than the actual expenses paid or incurred by an employee, the employee may deduct the excess as business expenses. 129  If the excess expenses are travel, transportation, meal or entertainment expenses, the expenses are reported on Form 2106 -- Employee Business Expenses -- and are deducted on Schedule A as itemized deductions. On Form 2106, the employee is required to report the total employee expenses and any amounts reimbursed by the  employer. 130   The amount deductible is subject to the 50% (80% for tax years beginning before 1994) limitation on meals and entertainment expenses. 131   Employee expenses not required to be reported on Form  2106 are listed directly on Schedule A.  The excess expenses are deductible only if the employee itemizes his or her deductions  132  and the deduction is subject to the 2% limitation on miscellaneous itemized deductions. 133

/Footnote/ 129  Regs. §1.62-1T(e)(3).  See  Regs. §1.162-17(b)(3).

/Footnote/ 130  If an employee wishes to deduct the excess expenses, all of the expenses, including those for which the employee received reimbursement, must be properly substantiated to the IRS. Regs. §1.162-17(b)(3), (d)(ii).

/Footnote/ 131  Regs. §1.62-1T(e)(3).  See §274(n), as amended by 1993 RRA §13209.

/Footnote/ 132 §63(b), (d).

/Footnote/ 133  Regs. §1.62-1T(e)(3). See §67.

 Example—Expenses Exceed Per Diem

In 1994, E, who is employed by S Corp., took a 2-day business trip to City Y. Under S's accountable plan, employees who travel are given a per diem allowance equal to the government rate for the particular locale. The government rate for City Y is $100 per day. In accordance with S's accountable plan, E substantiated the time, place and business purpose of her trip and received a reimbursement of $200. Under S's plan, E was not required to substantiate her actual expenses to S. E's actual expenses were $125 per day, or $250 for the entire trip. The reimbursement to E under S's accountable plan is not reported as wages on E's W-2 Form and is excluded from E's gross income. E's actual travel expenses exceeded her reimbursement from S by $50. E itemizes her deductions and wishes to deduct the excess as a business expense. E files a Form 2106 on which her total travel expenses and her reimbursement from S are reported. Any amounts expended for meals and entertainment are subject to the 50% limitation on meals and entertainment expenses. The amount deductible is deducted on Schedule A and is subject to the 2% floor on miscellaneous itemized deductions. The expenses must be substantiated under the substantiation rules applicable to expenses of the type deducted. 134 

/Footnote/ 134  See  Rev. Proc. 89-67, 1989-2 C.B. 795, §7.05.

When an employee's actual expenses exceed the amount allowed or reimbursed under an accountable plan, a question is raised regarding which particular expenses are covered by the reimbursement. In general, the determination as to which expenses a reimbursement applies and the amount of each expense that is covered by the reimbursement is made based on all the particular facts and circumstances. 135  For example, if an employer designates that particular expenses are covered by a reimbursement, the designation is controlling. 136  If the facts and circumstances are unclear, however, an allocation of the reimbursement is required. 137  The allocation formula is as follows: portion of reimbursement applicable to meals and entertainment expenses = [business expenses for meals and entertainment x (total reimbursement/total business expenses)]. 138

/Footnote/ 135 Regs. §1.62-1T(e)(1).

/Footnote/ 136 See Regs. §1.62-1T(e)(6), Ex. (1).

/Footnote/ 137 Regs. §1.62-1T(e)(2). A special rule for unreimbursed expenses of state legislators is set forth in Regs. §1.62-1T(e)(4).

/Footnote/ 138 Regs. §1.62-1T(e)(2).

Identification of particular expenses as covered or not covered by a reimbursement is particularly important when meal or entertainment expenses are paid or incurred by the employee. The deduction for meal and entertainment expenses is subject to an 50% (80% for tax years beginning before 1994) limitation whereas the deduction for other employee expenses is not so limited. 139

/Footnote/ 139  §274(n), as amended by 1993 RRA §13209.

 Example—Allocation of Reimbursement

E, an employee of W Corp., received in 1993 an expense allowance of $5,000 under W's accountable plan. E's actual expenses for 1990 were $10,000, consisting of $8,000 for automobile expenses and $2,000 for meals. The allowance of $5,000 was intended to apply to all types of expenses incurred by E, but W did not designate the amount of each type of expense that was covered by the allowance. E must therefore allocate the reimbursement between the 2 categories of expenses that he incurred. The amount of the reimbursement applicable to meals is $1,000 [$2,000 business expenses for meals x ($5,000 total reimbursement/$10,000 total business expenses)]. The balance of the reimbursement, or $4,000, is applicable to the automobile expenses. Thus, E incurred $1,000 in nonreimbursed meal expenses and $4,000 in nonreimbursed automobile expenses. To deduct these nonreimbursed expenses, E must file a Form 2106 on which his total meals and automobile expenses and his reimbursement from W will be reported. The amount deductible with respect to the $1,000 nonreimbursed meal expenses is subject to the 80% limitation on meals and entertainment expenses. The nonreimbursed meal and automobile expenses are deducted on Schedule A and are subject to the 2% floor on miscellaneous itemized deductions. The expenses must be substantiated under the substantiation rules applicable to expenses of the type deducted. 140

/Footnote/ 140  See Regs. §1.62-1T(e)(6), Ex. (2).

3. Reimbursement Greater than Expenses

If the allowance or reimbursement under an accountable plan (other than per diem or standard mileage allowances) exceeds the actual expenses paid or incurred by an employee, and the employee fails to return the excess to the employer, the excess must be included in the employee's gross income. 141   The same principle applies if a per diem allowance exceeds the federal rate or a mileage allowance exceeds the standard mileage allowance, but the employee's expenses do not exceed the federal rate or the standard mileage allowance.

/Footnote/ 141  See Regs. §1.162-17(b)(2).

 Example—Reimbursement Exceeds Expenses

E is an employee of T, Inc. Under T's accountable plan, employees are eligible to receive advances for business trip expenses. After returning from a business trip, an employee must account for all expenses paid or incurred. If the amount advanced exceeds the substantiated expenses, the excess must be returned to T. In 1993, E requested an advance of $500 for a business trip. On the trip, E actually incurred $400 in business expenses. After the trip, E accounted to T for $400 in expenses paid or incurred during the trip. E did not account for the remaining $100 and did not return the $100 to T within a reasonable period of time. The allowance of the $400 of substantiated expenses is treated as paid under an accountable plan and is not included in E's gross income. In contrast, the excess $100 is treated as paid under a nonaccountable plan. T must report the excess as wages on E's Form W-2 and E must include the amount in her gross income. 142

/Footnote/ 142 If advances, allowances, or reimbursements for meal and entertainment expenses are paid under a nonaccountable plan, the nondeductible amounts (taking into account the §274(n) percentage limitation) are neither treated as gross income nor subject to withholding and payment of employment  taxes. Regs. §1.62-2(h)(1), T.D. 8666, 61 Fed. Reg. 27005 (5/30/96).

 Example—Per Diem Exceeds Federal Rate

E, an employee of U Corp., went on a 2-day business trip to City Z in 1993. U paid directly for E's  lodging 143   and reimbursed E with a meals only per diem allowance of $40 per day for meals and incidental expenses. The federal rate for meals in City Z is $34 per day. E's actual meal expenses did not exceed $34 per day. Of the $80 reimbursement received by E, $68 (the amount equal to the federal rate) is treated as paid under an accountable plan and is not included in E's gross income. 144  In contrast, the excess $12 is treated as paid under a nonaccountable plan. U must report the excess as wages on E's Form W-2  and E must include the amount in her gross income. 145 

/Footnote/ 143  For rules applicable to the treatment of expenses paid directly by an employer, see §132 and Regs. §1.62-1T(e)(5).

/Footnote/ 144  Rev. Proc. 89-67, §7.03.

/Footnote/ 145  Id. §7.04.  But see Regs. §1.62-2(h)(1) (the nondeductible amounts of meal and entertainment expenses paid under a  nonaccountable plan (taking into account the  §274(n) percentage limitation) are neither  treated as gross income nor subject to withholding and payment of employment  taxes).

¶2130.02.C. Treatment of Expenses Under Nonaccountable Plans

When an employee's expenses are allowed or reimbursed under a nonaccountable plan, the employer must report the amounts paid under the plan as wages on the employee's W-2 Form. 146  Moreover, such amounts are  subject to withholding and to the payment of employ ment taxes such as FICA,  FUTA, RRTA and RURT. 147  Amounts paid under a nonaccountable plan are included in the employee's gross income. 148  Expenses attributable to amounts included in gross income are deductible by the employee, subject to all applicable  limitations. 149   If the expenses include travel, transportation, meal or entertainment expenses, the employee must complete Form 2106 - Employee Business Expenses. On Form 2106, the employee is required to report the total employee expenses and any amounts reimbursed by the employer which were not reported as wages on the employee's W-2 Form. 150   The amount deductible is subject to the 50% (80% for years beginning before 1994) limitation on meals and entertainment expenses. 151   Employee expenses not required to be reported on Form  2106 are listed directly on Schedule A. The expenses are deductible only if the employee itemizes his or her deductions  152  and the deduction is subject to the limitation on miscellaneous itemized deductions. 153

/Footnote/ 146  Regs. §1.62-2(c)(5). The rules discussed in the text for treatment of employees' expenses under nonaccountable plans are generally effective for taxable years beginning after Dec. 31, 1988. If advances, allowances, or reimbursements for meal and entertainment expenses are paid under a nonaccountable plan, the nondeductible amounts (taking into account the §274(n) percentage limitation) are neither treated as gross income nor subject to withholding and payment of employment taxes. Regs. §1.62-2(h)(1),  T.D. 8666, 61 Fed. Reg. 27005 (5/30/96).

/Footnote/ 147  Regs. §1.62-2(c)(5).

/Footnote/ 148  Id. For example, in Fritschle v. Comr., 79 T.C. 152 (1982), the taxpayer, an employee of a printing company, received payments of about $1,000 in addition to his salary. The additional payments were intended as reimbursement for incidental expenses of the business that he had paid from his own funds. The taxpayer was not required to account to his employer for the expenses and did not submit an accounting. An arrangement of this nature would be considered a nonaccountable plan under the post-1988 rules. The taxpayer would include the additional payments in his gross income and could deduct any properly substantiated expenses. The same result was reached by the Tax Court applying pre-1989 provisions. Id. at 159, n.12.

/Footnote/ 149  Regs. §1.62-2(c)(5). The employee's expenses paid under a nonaccountable plan must be properly substantiated. Regs. §1.162-17(c), (d)(1).

/Footnote/ 150  The employee must be prepared to substantiate the amount of the expenses, if any, which is treated as paid under an accountable plan as well as the amount of the expenses for which a deduction is claimed. Regs. §1.62-2(c)(5).

/Footnote/ 151  Regs. §1.62-2(c)(5). See §274(n), as amended by 1993 RRA §13209.

/Footnote/ 152 §63(b), (d). The deductions which may be subtracted from gross income in arriving at adjusted gross income are listed in §62(a). Under §62(a)(1), expenses attributable to a trade or business carried on by a taxpayer are listed as above-the-line deductions; for purposes of this provision, however, the term trade or business does not include the performance of services as an employee. Thus, employees' expenses are deductible from gross income only if they are reimbursed under an accountable plan or if they are eligible expenses of qualified performing artists. §62(a)(2). Jury duty pay remitted to the employer may also be deducted from gross income. §62(a)(13). Since expenses reimbursed under a nonaccountable plan do not fall into any of the categories specified in §62(a), they are deductible only as itemized deductions.

/Footnote/ 153 Regs. §1.62-2(c)(5). See §67.

 Example—Payments under Nonaccountable Plan

Under the policy of Y Corp., employees who undertake business travel on Y's behalf are reimbursed for the expenses they incur. At the end of each quarter, employees are asked to aggregate their total travel expenses for the quarter and furnish the total amount, with no supporting documentation or itemization, to Y. Y issues a check to each employee equal to the amount requested. Because Y does not require adequate substantiation of employees' expenses under the requirements for accountable plan, Y's reimbursement arrangement is a nonaccountable plan. During 1994, E, an employee of Y, incurred $10,000 in deductible travel expenses and received reimbursements from Y in the same amount. Y must report the $10,000 reimbursement as wages on E's Form W-2 and this amount is subject to withholding and the payment of employment taxes. The reimbursement is included in E's gross income. To deduct the expenses, E must complete Form 2106. Any meal or entertainment expenses are subject to the 50% limitation. 154   E reports the expenses on Schedule A. The amount deductible is subject to the limitation on miscellaneous itemized deductions.

/Footnote/ 154 If advances, allowances, or reimbursements for meal and entertainment expenses are paid under a nonaccountable plan, the nondeductible amounts (taking into account the §274(n) percentage limitation) are neither treated as gross income nor subject to withholding and payment of employment  taxes.  Regs. §1.62-2(h)(1).

 Example—Employee Does Not Itemize

Assume the same facts as in the above example, except that E elects to use the standard deduction rather than to itemize his deductions on his 1994 income tax return. The $10,000 reimbursement is included in E's gross income. Because E does not itemize his deductions, no deduction is available.

Even when an employer's arrangement for allowances or reimbursements satisfies the requirements of an accountable plan, amounts paid to an employee under the plan may nevertheless be treated as paid under a nonaccountable plan to the extent that the employee does not return the excess of the amount received over his or her properly substantiated expenses.

 Example—Employee's Failure to Return Excess

X Corp. has an accountable plan under which employees are eligible to receive advances for business trip expenses. E, an employee of X, requested an advance of $1000 for a business trip. On the trip, E actually incurred $800 in business expenses. After the trip, E accounted to X for $800 in expenses paid or incurred during the trip. E did not account for the remaining $200 and did not return the $200 to X within a reasonable period of time. The allowance of the $800 of substantiated expenses is treated as paid under an accountable plan. Although the amount is indicated on E's Form W-2,  it is not included in E's gross income. The excess $200 is treated as paid under a nonaccountable plan. X must report the excess as wages on E's Form W-2 and E must include the amount in her gross income.

¶2130.02.D. Treatment of Expenses Absent an Employer Plan

If an employer does not have an allowance or other reimbursement arrangement for paying employees' expenses, employees who pay or incur expenses during the course of their employment may deduct the expenses as business expenses. 155   If the expenses pertain to travel, transportation, meals or entertainment, the employee must complete Form 2106. Meal and entertainment expenses are subject to the 50% (80% for years beginning before 1994) limitation. The expenses are deductible on Schedule A only if the employee itemizes his or her deductions 156  and the amount is subject to the limitation on miscellaneous itemized deductions.

/Footnote/ 155 Deductible expenses must be properly substantiated to the IRS under Regs. §1.162-17 or Regs. §1.274-5T, whichever is applicable. The standard of review is that the employee must show by a preponderance of the evidence that he incurred deductible expenses. Votaw v. Comr., T.C. Memo 1989-550.

/Footnote/ 156  E.g., Matteson v. Comr. , 514 F.2d 43 (8th Cir. 1975) (Nonreimbursed uniform expenses paid by a nurse/employee were not deductible because the nurse and her husband took the standard deduction on their joint return); Votaw v. Comr., T.C. Memo 1989-550 (Certain expenses of a public relations player employed by a draw poker parlor arguably constituted ordinary and necessary business expenses but were not deductible because the amounts substantiated by the taxpayer did not exceed his zero bracket amount); Booth v. Comr., T.C. Memo 1983-780 (Flight training expenses paid by a pilot/employee, to the extent not reimbursed by payments from the Veterans Administration, qualified as allowable business expenses but were not deductible because the pilot did not itemize his deductions).  See also  Rev. Rul. 80-110, 1980-1 C.B. 190 (Treatment of unreimbursed expenses of minister employed by church).

 Example—No Employer Reimbursement Plan

E is employed as a salesperson for Z Co. Under the term of E's employment contract, E is compensated by a commission based on his sales and E is required to pay his own expenses. Under the circumstances, Z is not considered to have an allowance or reimbursement arrangement. 157   During 1994, E earned $30,000 in commissions and incurred $5,000 in travel, transportation and meal expenses. Z may deduct the commissions paid to E but is not entitled to deduct any of E's expenses. Z reports $30,000 as wages on E's Form W-2. If E itemizes his deductions, he may deduct the expenses. The amount deductible is subject to the 50% limitation on meals and entertainment expenses and to the limitation on miscellaneous itemized deductions. E will have to complete Form 2106 and indicate the amount deductible on Schedule A. The expenses are not deductible by E if he uses the standard deduction.

/Footnote/ 157 An arrangement by which an employee receives a salary with the understanding that he or she will pay his or her own expenses is not considered an arrangement for the allowance or reimbursement of business expenses. Rev. Rul. 55-288, 1955-1 C.B. 257.

¶2130.02.E. Special Rules

The treatment of an allowable deduction differs depending on whether the deduction is deductible from gross income as an above-the-line deduction or deductible from adjusted gross income as an itemized deduction. Above-the-line deductions are deductible irrespective of whether the taxpayer itemizes his or her deductions and are not subject to the limitation on miscellaneous itemized deductions. Itemized deductions, on the other hand, are deductible only if the taxpayer itemizes his deductions and, if they are miscellaneous itemized deductions, are deductible only to the extent that they exceed the limitation imposed on miscellaneous itemized deductions.

As explained above, expenses of employees that are reimbursed under an accountable plan are simply ignored for tax purposes, i.e., the reimbursement is not included in the employee's gross income and the expenses are not deductible by the employee. Virtually all other expenses of employees are deductible as below-the- line deductions and are subject to the limitation on miscellaneous itemized deductions. This section discusses special rules under which certain expenses of employees are either deductible from gross income as above-the-line deductions or are not subject to the limitation on miscellaneous itemized deductions.

1. Qualified Performing Artists

A special rule applies with respect to business expenses of a qualified performing artist paid or incurred in connection with the performance by the artist of services in the performing arts as an employee. Such expenses are subtracted from the employee's gross income in arriving at adjusted gross income. 158  This above-the- line deduction is available regardless of whether the employee itemizes his or her deductions and is not subject to the limitation on miscellaneous itemized deductions. An individual is a "qualified performing artist" for any taxable year in which the following requirements are satisfied: 159

•   the individual performed services in the performing arts as an employee during the taxable year for at least two employers; 160

•   the aggregate amount deductible as business expenses in connection with the performance of the services exceeds 10% of the individual's gross income attributable to the performance of the services; and

•   the adjusted gross income of the individual for the taxable year, determined without deducting the performing arts-related expenses, does not exceed $16,000.

/Footnote/ 158 §62(a)(2)(B).

/Footnote/ 159 §62(b)(1).

/Footnote/ 160 If an amount received by an individual from an employer during the taxable year is less than $200, then the employer is deemed a nominal employer and is not taken into account in applying the 2- employer minimum under §62(b)(1)(A). §62(b)(2).

 Example—Qualified Performing Artist

A, a dancer and actress, was employed by a ballet company as a dancer from Jan. through May of 1994. For her services as a dancer, A was paid $1,000 per month. During her employment by the ballet company, A incurred $800 of deductible business expenses. For the months of June, July and Aug., A was employed by a restaurant as a waitress. In connection with her employment by the restaurant, A earned $1,500 per month and incurred $50 of deductible business expenses. From Sept. through Dec., A was employed as an actress by the producers of an off-Broadway play. While acting in the play, A earned $750 per month and incurred $200 of deductible business expenses. During 1994, A was employed as an employee in the performing arts by two employers, the ballet company and the play producers. A's gross income attributable to her employment in the performing arts was $8,000. The aggregate amount allowable to A as a business expense deduction in connection with her services in the performing arts was $1,000. Thus, the 10% test under the special rule is satisfied ($1,000 exceeds 10% of $8,000). A's adjusted gross income for 1990 (determined without regard to any deduction from gross income allowable under the special rule) was $12,500 ($5,000 from ballet company + $4,500 from restaurant + $3,000 from play). Since A was a qualified performing artist for 1994, A may deduct her $1,000 of expenses incurred in connection with her services in the performing arts from gross income, regardless of whether she itemizes her deductions for 1994. The $50 of expenses incurred by A while serving as a waitress is deductible only if A itemizes her deductions and is subject to the limitation on miscellaneous itemized deductions.

If the taxpayer is married as of the close of the taxable year, the special rule for qualified performing artists applies only if the couple files a joint return. 161  If both spouses are qualified performing artists, the two- employer minimum requirement and the 10% limitation are applied separately as to each spouse. 162  The $16,000 adjusted gross income limitation, however, is applied with respect to the spouses' combined adjusted gross income. 163

/Footnote/ 161 §62(b)(3)(A). Marital status is determined under §7703(a). §62(b)(3)(C). The term "joint return" refers to the joint return of a husband and wife made under §6013. §62(b)(3)(D).

/Footnote/ 162 §62(b)(3)(B)(i).

/Footnote/ 163 §62(b)(3)(B)(ii).

A qualified performing artist who wishes to deduct performing arts-related expenses from gross income rather than as a miscellaneous itemized deduction is required to complete Form 2106. The performing arts- related expenses are deducted in the "Adjustments to Income" section of the artist's Form 1040.

2. Impairment-Related Work Expenses of Handicapped Employees

A special rule applies with respect to impairment- related work expenses of handicapped individuals. Like business expenses generally, such expenses are below- the-line deductions subtracted from adjusted gross income in arriving at taxable income. Unlike business expenses generally, however, such impairment-related expenses are not subject to the limitation on miscellaneous itemized deductions. 164  Thus, if a handicapped employee itemizes his or her deductions, impairment-related work expenses are deductible in full without regard to the 2% floor.

/Footnote/ 164 §67(b)(6); Regs. §1.67-1T(b)(2). See IRS Publication 907, Tax Information for Handicapped and Disabled Individuals.

The term "handicapped individual" refers to an individual who has either of the following characteristics: 165

•  a physical or mental disability (including but not limited to blindness or deafness) which constitutes or results in a functional limitation to employment for the individual; or

•  a physical or mental impairment (including but not limited to a sight or hearing impairment) which substantially limits one or more of the individual's major life activities. 166

/Footnote/ 165 §67(d)(1), §190(b)(3).

/Footnote/ 166 The major life activities of an individual include activities such as performing manual tasks, walking, speaking, breathing, learning and working.

Expenses which are excepted from the 2% limitation under this special rule are expenses of a handicapped individual which are otherwise deductible as business expenses and which are: 167

•   expenses for attendant care services at the individual's place of employment; or

•   other expenses in connection with the place of employment that are necessary for the individual to be able to work.

/Footnote/ 167 §67(d).

 Example—Impairment-Related Work Expenses

E, who is blind, is employed as an attorney by L, a law firm. In order to perform her legal work, E requires a sighted reader to read correspondence, memoranda, cases and other documents. E pays the wages of the reader and is not reimbursed by L. The wages paid by E to the reader are ordinary and necessary business expenses of E. 168  E is a handicapped individual and the payments to the reader are allowable business expenses in connection with her place of employment that are necessary for her to be able to work. If E itemizes her deductions, she may deduct the payments to the reader in full, without regard to the 2% limitation on miscellaneous itemized deductions.

/Footnote/ 168 Rev. Rul. 75-316, 1975-2 C.B. 54.

To take advantage of the special rule, a handicapped individual with eligible impairment-related work expenses is required to complete Form 2106. These expenses are deducted in the "Other Miscellaneous Deductions" section of Schedule A.
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