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1 Introduction

The Taxable Fringe Benefits Guide was created by the Internal Revenue Service office of
Federal, State and Local Governments (FSLG) to provide governmental entities with a basic
understanding of the Federal tax rules relating to employee fringe benefits and reporting.

Used as a supplement to other IRS publications, the Fringe Benefit Guide can be a helpful tool
for anyone responsible for determining the taxability, withholding, and reporting requirements
regarding employee fringe benefits.

This publication covers:

e Thetax treatment, reporting and withholding of common employer-provided
fringe benefits.

e Genera procedures for computing the taxable value of fringe benefits.
¢ Reporting the taxable value of benefits on Forms W-2 and 1099-MISC.

e Additional Federal reporting requirements that are in effect for certain fringe
benefits.

e Procedures for obtaining answers from the Internal Revenue Service to
questions regarding taxation and reporting requirements.

NOTICE

This guide is intended to provide basic information on
the subjects covered. It reflects the interpretation by the
IRS of tax laws, regulations, and court decisions. The
explanations in the guide are intended for general
guidance only, and are not intended to provide a specific
legal determination with respect to a particular set of
circumstances. Additional research may be required
before a determination may be made on a particular
iIssue. Citations to legal authority are included in the
text. You may contact the IRS for additional information.
You may also want to consult a tax advisor to address
your situation.




What Isa Fringe Benefit?

A fringe benefit isaform of pay (including property, services, cash or cash equivalent) in
addition to stated play for the performance of services. Some forms of additional
compensation are specifically designated as “fringe benefits’ in the Internal Revenue Code;
others, such as moving expenses or awards, have statutory provisions providing for special tax
treatment but are not so designated by the Code. This publication uses the term broadly to
refer to all remuneration other than stated pay for which special tax treatment is available. The
definition of fringe benefits applies to services of employees and independent contractors,
however, unless otherwise indicated, this guide applies to fringe benefits provided by an
employer to an employee. (For adiscussion of whether aworker is an employee or
independent contractor, see Publication 15-A.) Fringe benefits for employees are taxable

wages unless specifically excluded by a section of the Internal Revenue Code (IRC). IRC 861
IRC §3121, 3401; IRC §61(a)(1)

The IRC may provide that fringe benefits are nontaxable, partially taxable, or tax-deferred.
These terms are defined below.

Taxable —Includible in gross income unless excluded under an IRC section. If the recipient is
an employee, this amount isincludible as wages. For example, bonuses are always taxable
because no IRC section excludes them from taxation.

Nontaxable (excludable) — Excluded from wages by a specific IRC section; for example,
qualified health plan benefits excludable under section 105.

Partially taxable - Part is excluded by IRC section and part is taxable. Benefits may be
excludable up to dollar limits, such as the public transportation subsidy under IRC §132.

Tax-deferred — Benefit is not taxable when received, but subject to tax later. For example,
employer contributions to an employee's pension plan may not be taxable when made, but
may be taxed when distributed to the employee. IRC 8402(a)

More than one IRC section may apply to the same benefit. For example, education expenses
up to $5,250 may be excluded from tax under IRC 8127. Amounts exceeding $5,250 may be
excluded from tax under IRC 8132.

A benefit provided on behalf of an employee is taxable to an employee even if the benefit is
received by someone other than the employee, such as a spouse or a child. Reg. § 1.61-21(a)(4)

“Taxable” means the benefit is included in the employees wages and reported on Form W-2,
Wage and Tax Statement, and generally is subject to Federal income tax withholding, social
security (unless the employee has already reached the current year wage base limit), and
Medicare. An employer’s matching contribution is required for socia security and Medicare.

If an employee's wages are not normally subject to social security or Medicare taxes (for
example, because the employee is covered by a qualifying public retirement system), any
taxable fringe benefits would also not be subject to social security or Medicare taxes.



General Valuation Rule

Generaly, taxable fringe benefits are valued at their fair market value (FMV). FMV isthe
amount awilling buyer would pay an unrelated willing seller, neither one forced to conduct
the transaction and both having reasonable knowledge of the facts. In many cases, the cost and
FMYV are the same; however, there are many situations in which FMV and cost differ, such as
when the employer incurs a cost less than the value to provide the benefit. Reg. §1.61-21(b)

FMYV of abenefit is reduced by any amount paid by or for the employee. For example, an
employee has ataxable fringe benefit with afair market value of $3.00 per day. If the
employee pays $1.00 per day for the benefit, the taxable fringe benefit is $2.00 per day.

Special valuation rules apply for certain fringe benefits and will be covered in other chapters.

IRC Sections Excluding Fringe Benefits

The following Code sections provide a statutory basis for specific benefits. They are discussed
later in the text.

8104 — Amounts received as health reimbursements from employer

8106 — Health insurance premiums paid by employer

8117(d) - Qualified tuition reductions

8119 - Meals or lodging for employer's convenience

8125 - Cafeteriaplans

8127 - Educational assistance program

8129 - Dependent care assistance program

8132 — Specifies certain fringe benefits, if not covered by another Code section,
including:

§132(b) - No additional-cost service

8132(c) - Qualified employee discounts

§132(d) - Working condition fringe

8132(€) - De minimis benefit

§132(f) - Qualified transportation expenses

8132(g) - Qualified moving expense reimbursements

§132(m) - Qualified retirement planning services

§132(n) — Qualified military base realignment and closure fringe



2 Reporting Fringe Benefits

In general, taxable fringe benefits are reported when received by the employee and are
included in employee wages in the year the benefit is received. However, there are many

special rules and elections for different benefits, discussed in this section. IRC 451(a); IRSAnN.
85-113, 1985-31

Employer’s Election of When To Withhold

The employer may elect to treat taxable fringe benefits as paid in a pay period, quarterly,

semiannual, or annual basis, but no less frequently than annually.
IRSAnn. 85-113, 1985-31

Alternative Rulefor Income Tax Withholding

The employer may elect to add taxable fringe benefits to employee regular wages and

withhold on the total, or may withhold on the benefit at the supplemental wage rate of 25%.
Reg. §31.3402(g)-1; Reg. §31.3501(a)-1T

Special Accounting Period

Under a specia rule, benefits provided in November and December, or a shorter period in the
last 2 months of the year, may be treated as paid in the following year. Only the value of
benefits actually provided during the last 2 months may be treated as paid in the subsequent

year. You do not have to notify the IRS that you are using this special accounting rule. IRS
Ann. 85-113

An employer may use this rule for some fringe benefits and not others. The special accounting
period need not be the same for each fringe benefit. However, if an employer uses the special
accounting period rule for a particular benefit, the rule must be used for all employees who
receive the same fringe benefit.

Employer’s Election Not To Withhold Income Tax

An e may elect not to withhold income taxes on the taxable use of an employer's vehicle that
isincludible in wages if: (1) the employer notifies the employee, and (2) the employer
includes the benefit in the employee’ s wages on the Form W-2 and withholds socia security
and Medicare tax. IRC §3402(s)(1)

Note: Thiselection isavailable for employer-provided vehicles only. In general, an employer
does not have a choice whether to withhold on taxable fringe benefits.



Accountable Plan

An accountable plan is an allowance or reimbursement policy (this does not haveto be a
written plan) under which amounts are nontaxable to the recipient if the following
requirements are met:

e There must be a business connection to the expenditure.

e There must be adequate accounting by the recipient within a reasonable period of
time.

e Excess reimbursements or advances must be returned within a reasonable period of
time. IRC §62(c)

Business Connection

“Business connection” means that the expense must be a deductible business expense incurred
in connection with services performed as an employee. If not reimbursed by the employer,
the expense would be deductible by the employee on the employee’ s 1040 income tax return
as a business expense. Reg. §1.62-2(d)

Adequate Accounting

The employee must verify the date, time, place, amount, and business purpose of expenses.

Receipts are required unless the reimbursement is made under a per diem plan. Reg. §1.62-2(e);
Reg. §1.274-5T(b)(2)

Documentary Evidence

Employees generally should have documentary evidence, such as bills, receipts, canceled
checks, or similar items to support their claimed expenses. This rule does not apply in the
following circumstances:

1. Mea expensesthat you reimburse on a per diem basis (discussed later), at arate at or
below the allowable maximum, under an accountable plan.

2. Individual expenditures (except for lodging) of lessthan $75. Lodging expenses
always require receipts.

3. Expendituresfor transportation expense for which areceipt is not readily available.
Reg. §1.274-5T(c)(2)

Timely Return of Excess Reimbur sements

The employee must return any excess reimbursement within a reasonable period of time. The
determination of the length of areasonable period of time will depend on the facts and
circumstances. The rulesin the next section provide “safe harbors” for meeting the test of
timeliness. Reg. §1.62-2(g)(1)



Safe Harborsfor Substantiating Expenses and Excess Reimbur sements

If an employer uses either of the following methods, the requirements of timely substantiation
and return of excess advances/reimbursements will be considered met. Reg. §1.62-2(g)

Fixed Date M ethod
If the fixed date method is elected, the following conditions must be met:

e The advance is made within 30 days of when an expenseis paid or incurred, and

e Theexpenseis substantiated within 60 days after it is paid or incurred, and

e Any excess amount is returned to the employer within 120 days after the expenseis
paid or incurred. Reg. §1.62-2(g)(2)(i)

Note: The maximum number of days for advance is 150 (up to 30 days in advance plus 120
days maximum for settlement).

Periodic Statement M ethod

Under this method, substantiation and return of excess must be made within 120 days after the
employer provides employee with a periodic statement (at least quarterly) stating that any
excess amounts are required to be returned. Reg. §1.62-2(g)(2)(ii)

Note: The maximum number of daysfor advanceis 210 (90 days for the calendar quarter plus
120 days maximum for settlement).

Other Reasonable M ethod

If an arrangement does not meet one of the safe-harbor methods, it may still be considered
timely, if it is reasonable based on the facts and circumstances. Reg. §1.62-2(g)(1)

Example: An employee on an extended travel assignment might have alonger period to
substantiate expenses and return any excess allowance than an employee on a brief overnight
trip.

Other Rulesfor Employer Accountable Plan

Employers may have multiple expense allowance policies and may have both accountable and
nonaccountable plans for different types of reimbursements. Employers may establish more
restrictive conditions for the plan than imposed by the accountable plan requirements.
Employees cannot compel the employer to establish aplan. Reg. §1.62-2(j)



Nonaccountable Plan

A nonaccountable plan is an allowance or reimbursement program that does not meet all three
requirements for an accountable plan. Payments made under a nonaccountable plan are
taxable wages subject to all withholding when paid or when constructively received by an
employee. The employees may be able to deduct these expenses as itemized deductions on
their individual tax returns. Reg. §1.62-2(c)(3)

Travel Advances

To prevent afinancia hardship to employees who will be traveling away from home on
business, employers will often provide advance payments to cover the costs incurred while
traveling. There must be a reasonable timing relationship from when the advance is given to
the employee, when the travel occurs, and when it is substantiated. There must also be a
relationship between the size of the advance and the estimated expenses to be incurred.

Accountable plan advances

Travel advances are not treated as wages and are not subject to income and employment taxes
when they are paid under an accountable plan. The advances must be for travel expenses
related to the business of the employer, substantiated by the employee, and any excess
returned in areasonable period of time. Reg. §1.62-2(c)(4)

If an employee does not substantiate expenses or return excess advances timely, the advance is

includible in wages and subject to income and employment taxes no later than the first payroll
period following the end of the reasonable period. Reg. §1.62-2(h)(2)

Nonaccountable plan advances

Advances from nonaccountable plans to the employee are subject to withholding when the
advances or reimbursements are made to the employee. Reg. §1.62-2(h)(4)(ii)

When advances are included in income

Advances become taxabl e, to the extent they are not substantiated by the employee, no later
than the first payroll period following the end of the reasonable period. A reasonable period
may end in the year after the advance was made. After the end of the calendar year, any

amounts previously reported in wages cannot be reversed, unless the amount was erroneously
treated as wages at the time of inclusion. Reg. §1.62-2(h)(2)

Example: A small state agency pays a monthly mileage allowance of $200 to certain
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employees. The agency does not require the employees to substantiate their expenses or return
any excess. The mileage allowance does not meet the rules for an accountable plan and
therefore is a nonaccountable plan. The $200 allowances are taxable wages to the employees
when paid to them; therefore, withholding should be done for socia security, Medicare and
income taxes. Also, the employer must match the socia security and Medicare contributions.

Example: An agency puts an accountable plan into effect that requires employees to
account for their business mileage and return any excess allowance. Two of the
employees account for their mileage but fail to return the excess. The mileage allowance
meets the requirements of an accountable plan. But because the excess alowance was
not returned, the excess is wages to the two employees and is subject to withholding for
income, social security, and Medicare taxes. The withholding is required no later than
the first payroll period following the end of the reasonable period.

L ate Substantiation or Return of Excess

If an employee substantiates expenses and returns excess advances after the employer has
treated amounts as wages, the employer is not required to return any withholding or treat
amounts as nontaxable. Reg. §1.62-2(h)(2)

Form W-2 Reporting

Generally, payments made under an accountable plan are excluded from the employee’'s

gross income and are not reported on Form W-2. However, advances, allowances, and
reimbursements which do not fall under the accountable plan rules become wages subject to
the reporting rules. If the employer pays a per diem or mileage allowance and the amount paid
exceeds the amount the employee substantiated under IRS rules, you must report the excess as
wages on Form W-2. The excess amount is subject to income tax withholding and social
security and Medicare taxes. Report the amount substantiated (i.e., the nontaxable portion) in
box 12 using code L. (See Form W-2 Instructions.)

Note: Thischart refersto the 2009 Form W-2. If you are considering another year, check
the instructions for that year. The box numbers and codes are subject to change.
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TYPE OF REIMBURSEMENT

EMPLOYER W-2 REPORTING*

Under an Accountable Plan

Actual expense reimbursement:
Adeguate accounting made and excess
returned

No amount reported

Actual expense reimbursement:
Adeguate accounting and return of excess
both required but excess not returned

The excess amount reported as wagesin
Boxes1, 3, and 5. Taxeswithheld are
reported in Boxes 2, 4, and 6.

Per diem or mileage allowance up to the
Federal rate:
Adeguate accounting and excess returned

No amount reported

Per diem or mileage allowance up to the
Federal rate:

Adeguate accounting and return of excess
reimbursement both required but excess not
returned

The excess amount reported as wages in
Boxes 1, 3 and 5. Taxes withheld are
reported in Boxes 2, 4, and 6. The amount
up to the Federal rateisreported only in
Box 12, Code L - it isnot reported in Boxes
1,3,and5.

Per diem or mileage allowance exceeds the
Federal rate:

Adequate accounting but excess
reimbursement over Federal rate not returned

The excess amount reported as wagesin
Boxes 1, 3and 5. Theamount up tothe
Federal rateisreported only in Box 12,
CodelL - itisnot reported in Boxes 1, 3 and
5. Taxes withheld are reported in Boxes 2,
4, and 6.

Under a Nonaccountable Plan

Either adeguate accounting or return of
excess, or both, not required by plan

The entire amount reported as wagesin
Boxes 1, 3and 5. Taxeswithheld are
reported in Boxes 2, 4, and 6.

NO REIMBURSEMENT PLAN

The entire amount reported as wagesin
Boxes 1, 3and 5. Taxeswithheld are
reported in Boxes 2, 4, and 6.
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3 Working Condition Fringe Benefits

Working condition fringe benefits include property or services that, if the employee had paid
for, he or she could have deducted the cost as a business expense on his or her individual
income tax return. Therefore, if the cost of an item is deductible by an employee as a business
expense, it may be excludable from the employee’ s wages as a working condition fringe
benefit if provided by the employer. IRC §132(d)

General Rulesfor Working Condition Fringe Benefits

e Benefit must relate to employer's business
e Employee would have been entitled to an income tax deduction if bought personally
e Business use must be substantiated with records

Definition of Employee

All of the following are considered employees for purposes of working condition fringe
benefits. Reg. §1.132-1(b)

Current employees

Partners

Board of directors of the employer
Independent contractors
Volunteers

Although not employees for most employment tax purposes, independent contractors are
treated as employees for this purpose and are therefore eligible to receive nontaxable
reimbursements as working condition fringe benefits.

Note: Taxable fringe benefits for employees are reportable on Forms W-2 and W-3. Taxable
fringe benefits for independent contractors are reportable on Form 1099.

Cash payments or cash equivalents are not working condition fringe benefits, unless they
represent reimbursements paid under an accountable plan.

13



4 De Minimis Fringe Benefits

De minimis fringe benefits include property or services, provided by an employer for an
employee, with avalue so small that accounting for it is unreasonable or administratively
impractical. The value of the benefit is determined by the frequency it is provided to each
individual employeeg, or, if thisis not administratively practical, by the frequency provided by
that employer to the workforce as awhole. IRC §132(e); Reg. §1.132-6(b)

Example: An employer gives employees snacks each day valued at 75 cents. Even though
small in amount, the benefit is provided on aregular basis and is, therefore, taxable as wages.

The law does not specify adollar threshold for benefits to qualify as de minimis. The
determination will always depend on facts and circumstances. The IRS has given advice at
least once (ILM 200108042) that a benefit of $100 did not qualify as de minimis. However,
this technical advice addresses a specific situation and cannot be relied upon in addressing
another specific situation.

Examples of Excludable De Minimis Fringe Benefits. Reg. §1.132-6(¢)(1)

Occasiona (infrequent), not routine

Personal use of photocopier (with restrictions)

Group meals, employee picnics

Theater or sporting event tickets

Coffee, doughnuts, or soft drinks

Flowers or fruit for special circumstances

Local telephone calls

Traditional birthday or holiday gifts (not cash) with alow FMV
Commuting use of employer's car if no more than once per month

Thefollowing do not qualify as De Minimis Fringe Benefits

. Cash - except for occasiona and infrequent meal money to allow overtime work
Cash equivaent (i.e., savings bond, gift certificate for general merchandise at a
department store)

Certain transportation passes or costs

Use of employer's apartment, vacation home, boat

Commuting use of employer’s vehicle more than once amonth. Reg. §1.132-6(d)(3)
Membership in acountry club or athletic facility

Some of these benefits may be excludable under other provisions of the law.

14



Definition of Employee for De Minimis Fringe Benefits

Any individual receiving a de minimisfringe benefit is treated as an employee for this
purpose Reg. §1.132-1(b)(4)

Cliff Provision

If abenefit does not qualify as ade minimis fringe benefit, the entire benefit is taxable, not
just the portion that exceeds the de minimis limits. Reg. §1.132-6(d)(4)

15



5 No-Additional-Cost Services

A service provided to employees that does not impose any substantial additional cost may be
excludable as a no-additional-cost fringe benefit. A “no-additional-cost service” isaservice
offered by the employer to its customersin the ordinary course of the line of business of the
employer in which the employee performs substantial services, and the employer incurs no
substantial additional cost (including foregone revenue) in providing the service to the

employee. Examples include excess capacity in airline seating or recreational facilities.
IRC 132(b)

No-additional-cost services occur frequently in industries with excess capacity services.
Examples include transportation tickets, hotel rooms, entertainment facilities, etc.; however,
they may occur with governmental facilities aswell (for example, amunicipal golf course or
recreation center).

For more information on no-additional-cost benefits and restrictions that apply to them, see
Publication 15-B.
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6 Qualified Employee Discounts

A gqualified employee discount allows an employee to obtain property or services from the
employer at a price below that available to the general public. For example, many public
municipalities have park districts that offer avariety of amenitiesto the public such as
swimming pools, fithess and weight room facilities, and golf courses. In some cases,
employees may be able to purchase goods or services from the employer at alower price than
the property or service is offered to the general public. When these amenities are offered to
the public for afee and the same amenities are offered to an employee at no cost, the
possibility of ataxable benefit to the employee exists. However, the benefit is excludableiif it
isaqualified employee discount.

An excludable “qualified employee discount” generally cannot exceed:

e For merchandise or other property, the employer’s gross profit percentage times the
price charged to the public for the property. IR C8132(c)(1)(A)

o For services, no more than 20% of the price charged to the genera public for the
service. IRC §132(c)(1)(B)

For more information, see Publication 15-B.
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7 Qualified Transportation Fringe (QTF) Benefits

This section discusses rules that apply to benefits an employer provides to his’her employees for

the employee's personal transportation, such as commuting to and from work. IRC §132(f)(1) Reg. §
1.132-9(b)

Qualified Transportation Fringe (QTF) benefitsinclude:

Commuter transportation in a commuter highway vehicle
Transit passes

Qualified parking

Qualified bicycle commuting expenses

Employer-provided QTFs with fair market values (FMV) that do not exceed monthly excludable
limits are exempt from withholding and payment of employment taxes, not reported as taxable
wages on the employee's Form W-2, and not included in gross income.

The exclusion from income for this benefit applies only to employees; former employees and
independent contractors are not eligible. IRC §132(f)(5) IRS Notice 94-3; TD 8933; Regs.§1.132-9(b)

Valuation

Generally, transportation benefits are valued at FMV; exceptions are noted where applicable.

Combined Benefits

The exemption applies whether an employer provides one or a combination of these benefits to
employees. The total benefits cannot exceed the statutory dollar limitations, or the excessis
taxable as wages to the employee. Workers may pay for the benefits themselves on a pre-tax basis.

See the discussion under “ Salary Reduction Agreements,” later, for the applicable rules.
IRC §132(f)(4)

Cash Reimbursements

Cash reimbursements can be excludable if the employer establishes a bona fide reimbursement
plan. This means there must be reasonable procedures to verify reimbursements and the employees
must substantiate the expense. See “ Transit Passes” for additional requirements. IRC §132(f)(3)

Cash Advances

Cash advances for transportation benefits are not considered reimbursements and are treated as
taxable wages.
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Nondiscrimination Rules

Nondiscrimination rules applicable to other benefits do not apply to QTFs — these benefits are
exempt even if provided exclusively to highly-compensated employees. Reg. §1.132-8

Commuter Vehicle Transportation

For acommuter highway vehicle to qualify for an exclusion, the following must apply to the
vehicle:

It is provided by an employer, or by athird party for the employer.

It is used for travel between employee residence (or parking lot) and the workplace.
It has seating capacity for at least six adults (excluding the driver).

Half of the seating capacity (excluding the driver) is occupied by employees.

The employer must reasonably expect that at least 80% of the mileage is used for

transporting empl oyees between residences, the workplace and/or parking area.
IRC §132(f)(5); Reg. §1.132-9(b)

Commuter transportation may include vanpools, and the vehicles may be owned and operated by
transit authorities or employees.

Dollar Limitations

The maximum nontaxable benefit in 2010 is $230 per month. The maximum applies separately to
each month. IRC §132(f); Rev. Proc. 2009-50

Valuation

Automobile lease valuation, vehicle cents-per-mile rule, or commuting valuation rules (discussed
in the “ Employer-Provided Vehicle” chapter) may be used in lieu of FMV. If one of these
methods is used, the employer must use the same valuation rule to value the use of the commuter
vehicle by each employee who shares the use. Reg. §1.132-9(b), Q& A-21; Reg. §1.61-21(d),(e)&(f)
Substantiation Requirements

Only cash reimbursements by employers for use of a commuter vehicle need to be substantiated
with actual proof of the commuter vehicle use by the employee.
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Transit Passes

A transit passis any pass, token, fare card, voucher, or similar item (including an item
exchangeable for fare media) entitling a person to transportation. The pass must be used for
transportation on a public or privately-owned mass transit system, or on transportation provided
by aperson in the business of transporting peoplein avehicle, seating at least six adults,
excluding the driver.

Dollar Limitations

Maximum nontaxable value per person is limited to the combined value of commuter
transportation and transit passes per month ($230 commuter transportation + $230 parking = $460
in 2010.)

Valuation

For transit passes sold at a discount, the discounted price rather than the face amount of the transit

pass can be used to figure the exclusion as long as the discount is available to the general public.
Reg. §1.132-9(b)

Example: 10 tickets cost $17.50 if purchased separately, but a packet of 10 ticketsis available to
the public for $15, or $1.50 each. Only $15 counts against the annual maximum.

Example: Each month during 2010, the state health department distributes transit passes with a
face amount of $130 to all employees. These same passes can be purchased from the transit
system by any individual for $115. Because the value does not exceed the applicable statutory
monthly limit of $230 for 2010, no portion of the transit passis includible as compensation.

Substantiation Requirements

If the employer distributes the transit passes, there are no substantiation requirements. See below
for cash reimbursements. Reg. §1.132-9(b)

Cash Reimbur sements - Special Rule

Cash reimbursement is nontaxable only if no voucher or similar item isreadily available for direct
distribution to employees. A voucher isreadily available for direct distribution only if an

employee can obtain it from avoucher provider that does not impose fare media charges or other

restrictions that effectively prevent the employer from obtaining vouchers. § 132(f)(3) Reg. §1.132-
9(b), Q-16-19
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Example: Maddy buys atransit pass for $120 each month in 2010. At the end of each month, she
presents her used transit pass to her employer and certifies that she purchased and used it during
the month. The employer reimburses her $120. Lulu also purchases a monthly transit pass for
$120, but presentsit to her employer at the beginning of the month and certifies that she
purchased it and will use it during the month. Her employer reimburses her at the time she
presents the transit pass. In both situations, the employer has established a bona fide
reimbursement arrangement for purposes of excluding the $120 reimbursement from the
employee's grossincome in 2010.

Qualified Parking

Qualified parking is parking provided to employees on or near the business work premises, or
parking on or near alocation from which employees commute to work by commuter highway
vehicle, mass transit station, or vanpool. IRC §132(f)(5)(C)

Maximum nontaxable value is $230 per month in 2010. IRC §132(f)(2(B); Rev. Proc. 2009-50

Qualified Bicycle Commuting Expenses

Beginning with years after 2008, employees may exclude reimbursements paid by employers for
qualified bicycle commuting expenses. The maximum exclusion is $20 times the number of
months the employee uses a bicycle for commuting to work. Allowable expenses include the
purchase, maintenance, repair and storage expenses related to bicycle commuting. IRC 132(f)(1)(D)

The bicycle commuting expense exclusion cannot be claimed for any period in which the
exclusion for public transit passes or qualified parking is claimed. IRC 132(f)(1)(F)(iii)(I1)

Salary Reduction Agreements

A salary reduction agreement is away to provide QTF benefit pre-tax to employees, without
additional cost to the employer. An employee can choose between receiving a fixed amount of
taxable cash or QTF for a specified future period. A QTF salary reduction plan need not be in
writing; but the election by the employee must be in writing or another permanent form, such as
glectronic. IRC §132(f)(4); Regs. 1.1.32-9 Q&A 11-15

Note: QTFsare prohibited benefits under cafeteria plan rules. Y ou cannot include these benefits
as part of acafeteriaplan. Reg. §1.132-1(b)(2)(i)

The election under a salary reduction agreement must contain the following:

e Date of the election,
e Amount of compensation to be reduced, and the
e Period for which the election isvalid.
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Limitations

The salary reduction may not exceed the combined applicable statutory monthly limitsfor QTFs.
For the calendar year 2010, the limitation is $460 ($230 + $230).

This election may not be revoked after the employee is currently able to receive the cash or after
the beginning of the period for which the QTF is to be provided. Any unused QTF may not be
refunded. However, the unused portion may be carried over to subsequent periods and used to
provide QTFs as long as the amount expended does not exceed annual limits.

Negative Election

A negative election is permitted, if the employee receives adequate notice that a salary reduction
will be made and is given adequate opportunity to choose to receive cash compensation instead of
the QTF. A negative election means that no response istreated asa“Yes’ vote; that is, the
employee wants the QTF and does NOT choose the cash.

Example: Agency Y maintains a QTF benefit arrangement. Employeesof Y are paid twice per
month, with the payroll dates being the 10" and 25™ day of the month. Employee Q elects, before
the first day of the month, to reduce his compensation in return for QTFs totaling $250 through
the year 2010 (for qualified parking). Because the election was made before he could receive the
cash and the election is for a specific period, the arrangement satisfies the requirements for avalid
salary reduction.

Example: In the above example, if employee Q revoked his election on the 10™ of the month, it
would be effective for the second pay period, since the revocation cannot be effective during a
current pay period. It must be for afuture period.

Effect on Deferred Compensation Plans

When employees participate in adeferred compensation plan, they are limited to a percentage of
their compensation annually that they may contribute. In computing what is

considered compensation for purposes of the limitation, an employer may exclude certain fringe
benefits, including QTFs. IRC §314(e) IRC 8403(b)(3); IRC §414(s)(2)&(3); IRC §415(c)(3); IRC §125

Other Local Transportation Benefits

Three other local transportation fringe benefits allow employers to provide transportation for
commuting to employees that is excludable from wages or taxed at $1.50 each way:

e (ccasiond cab fare
e Unusua circumstances
e Unsafe conditions
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Occasional Cab Fare (Local Transportation)

Local transportation fare provided to any employee is a nontaxable de minimis fringe benefit if it

isreasonable, occasional and is provided to permit the employee to work overtime. Reg. §132-
6(d)(2)

For this purpose, “occasional” means infrequent; not occurring on aregular or routine basis.
Reg. §132-6(d)(2)(A

“Overtime” involves an extension of the employee’ s normal work schedule. Reg. §132-6(d)(2)(B)

Unusual Circumstances and Unsafe Conditions

Local commuting transportation provided to an employee by an employer because of unusual
circumstances and unsafe conditions is taxable to the employee as wages at a maximum rate of

$1.50 each way. This benefit is not available to individuals considered control employees. Reg.
§132-6(d)(2)(C)(iii)(A)

Example: “Unusual circumstances’ includes an employee temporarily working outside his
normal work hours or an employee temporarily making a shift change. IRC §132-6(d)(2)(C)(iii)(B)

“Unsafe conditions” is determined by a history of crime in the geographic area surrounding the
employee’ s workplace or residence and the time of day during which the employee must
commute. IRC §132-6(d)(2)(C)(iii) (C)

Unsafe Conditions Only

Local transportation for commuting provided to an employee by an employer solely because of
unsafe conditions is taxable to the employee as wages at arate of $1.50 each way. This benefit is

available to qualified employees and the employer is required to have awritten plan.
Reg. §1.61-21(K)

The exclusion applies for employees covered by the Fair Labor Standards Act (FLSA) of 1938
and with compensation not exceeding specified dollar imitationsin IRC § 414(q)(1)(C).
Employees covered under the FL SA are not exempt from minimum wage and IRS provisions. See
Reg. 81.61-21(k)(6) for details.

For this purpose, unsafe conditions exist if a reasonable person would, under the facts and
circumstances, consider it unsafe for the employee to walk to or from home, or to walk or use
public transportation at the time of day the employee must commute. Reg. §61-21(j)(5)

Example: Alison isaqualified employee under the requirements for the commuting valuation
rule and works as a data-entry clerk for the state revenue department. Her normal hours of work
are 11 p.m. to 7 am. Public transportation, the only means of transportation available to her, is
considered unsafe by a reasonable person at the time sheis required to commute from home to her
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workplace. The employer hires acar service to pick her up at her home each evening to transport
her to work and to return her to home each morning when she finishes her shift. The amount
includible in Alison'sincome is $1.50 for the one-way commute from home to work each
evening, because public transportation is considered unsafe at that time of day. However, the
value of the commute from work to home each morning isincludible in Alison'sincome at FMV
since unsafe conditions do not exist for this trip.
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8 Health and M edical Benefits

Under IRC sections 104, 105 and 106, employer-provided health benefits, including
reimbursement and insurance, are generally excluded from the income of the employees. This
appliesto any employer-paid system, whether it is made directly (i.e., self-insured) to the
employees or through an insurance provider or atrust. However, if the plan discriminates in favor
of highly compensated employees, the amounts paid to those employees are subject to Federal
income tax. IRC § 105(h)

Direct reimbursement or payment - An employer may pay employee or reimburse qualifying
medical expenses, without taxable income to the employee. These payments may be made with or
without awritten plan. Thisincludes payments for specific injuries or illness, but not payments
based on work missed (i.e., sick pay). IRC §105

Health Reimbursement Arrangement (HRA) - An HRA isawritten plan to provide employer
payment or reimbursement for qualifying medical or health benefits. It may provide for the
carryover of benefits from year to year, and may specify the types of medical benefitsthat are
covered. An HRA can only be financed by employer contributions, and cannot involve an

employee election to participate. For more information, see Publication 969. IR C§105(b); IRC
8106; Notice 2002-45

Employer contributionsto health plans— Contributions to the cost of accident or health
insurance, including qualified long-term care insurance. Health insurance paid by an employer is
excludable from the income of employees. This includes employer contributions to an Archer
Medical Savings Account (MSA) account or to a health savings account (HSA). See Publication
969 for more information on these plans. IRC §106

Flexible Spending Arrangement — Under awritten employer plan, the employee may choose to
reduce salary and contribute to an account for medical expenses on a pre-tax basis. Amountsin
the account may be used to pay for qualifying medical expenses, generally only within that
calendar year. Long-term care benefits are not excludable from income tax, but are excludable
from social security and Medicare taxes. IRC §106(c)(2)

Cafeteria plan - A cafeteria plan, which may include aflexible spending arrangement, isa
written benefit plan that meets the requirements under section 125, under which employees can
choose from among cash and certain qualified benefits. Benefits provided under a cafeteria plan
are subject to socia security and Medicare taxes on the same basis as the specific benefits would
beif provided outside the plan. If the employee elects qualified benefits, employer contributions
are excluded from wages for income tax purposesif the benefits are excludable from gross
income under a specific section of the Internal Revenue Code (other than scholarship and
fellowship grants under section 117 and employee fringe benefits under section 132). IRC §125

For more information, see Publication 15-B, Publication 963, and the Cafeteria Plans Q& A on the
FSLG web page. IRC8125
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9 Travel and Transportation Expenses

Reimbursements received by an employee who travels on business outside of the area of
his/her tax home may be excludable from wages. This section covers key concepts used in
determining whether travel-related expenses are excludable, including:

Tax home

The definition of “away from home”: overnight/sleep or rest rules
Temporary vs. indefinite travel assignments

Substantiation methods IRC §162(a)

Reimbursements for travel or transportation expenses

Travel Expenses

Qualifying expenses for travel are excludable if they are incurred for temporary travel on
business away from the general area of the employee’ s tax home. In order to be excludable as
reimbursements, the travel must be temporary and be substantially longer than an ordinary
day's work, requiring an overnight stay or substantial sleep or rest. IRC §162(a)(2)

Travel expense reimbursements include:

Coststo travel to and from the business destination
Transportation costs while at the business destination
Lodging, meals and incidental expenses

Cleaning, laundry and other miscellaneous expenses

There are no tax consegquences to reimbursements if the accountable plan rules, discussed in
Section 2, are met.

Example: An employee works for an agency in Detroit, and travels to Denver to conduct
business for an entire week. The employee incurs the cost of transportation to and from
Denver, aswell as lodging and meals while there.

Since the employee is traveling away from hig/her tax home on the employer's business for
substantially longer than a day, the employee would be considered in travel status.
Reimbursements for substantiated travel expensesincurred by the employee are considered an
excludable travel expense.

Tax Home

| dentifying the employee's tax home is critical because the Code only permits an excludable
reimbursement for travel expenses incurred while the employee is away from his or her tax
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home. In most cases, the employee'stax home is the general vicinity of his’her principal place
of business. The taxpayer may receive excludable travel reimbursements while temporarily
away from the tax home in the pursuit of business. Whether the main place of work isthe
employer's business office or the taxpayer’ s residence, the tax home includes the entire
metropolitan area; therefore, the taxpayer is not away from home unless he or she leaves the
metropolitan area. Rev. Rul. 73-529; Rev. Rul. 93-86

One Regular or Main Place of Business

Generdly, the tax home is the employee's regular place of business or official duty station,
regardless of where the employee maintains a family home.

Example: An employee lives and works in Rochester. The Rochester areais considered the
employee’ stax home.

Example: An employee livesin Rochester, but works permanently in Buffalo. Even though
the employee lives in Rochester, Buffalo is considered the employee’ s tax home.

More Than One Regular or Main Place of Business

If an employee has more than one regular place of business, the is the employee's main place
of business. The main place of businessis generally determined by the time worked, degree of
business activity, and income earned in each location.

Example: An hourly employee worksin his employer's office in Portland three weeks a
month and in a satellite office in Seattle for one week a month. Portland is the employee's tax
home.

No Regular or Principal Place of Business

An employee may have atax home even if he/she does not have aregular or main place of
business. If the employee worksin the general area of the residence where he/she regularly
lives, the general area of that residence is the tax home. Rev. Rul. 73-529; Rev. Rul. 93-86

Example: A forestry worker has a home in aremote location and works at various forest sites

in the general area. His employer does not have an office where the employee works or
reports. The general area of his residence may qualify as the employee's tax home.

Tax Home Election for State Legidators
Section 162(h) of the Code provides that a state legislator whose district is more than 50 miles

from the capitol building may elect to treat his’her residence within the legidative district she
represents as the tax home. IRC §162(h)(1)B) TAM 9127009; Prop Reg 1.162-24
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Away From Tax Home

In order for areimbursement of an expense for business travel to be excludable from income,
including meals and lodging, ataxpayer must travel "away from home" in the pursuit of
business on atemporary basis.

The statutory phrase "away from home" has been interpreted by the U.S. Supreme Court to
require ataxpayer to travel overnight, or long enough to require substantial "sleep or rest”
(U.S v Correll, 389 U.S. 299, 302-303 (1967). Thus, merely working overtime or at a great
distance from the taxpayer's residence does not create excludable reimbursements for travel
expenses if the taxpayer returns home without spending the night or stopping for substantial
"sleep or rest". Rev. Rul. 75-170; Rev. Rul. 75-432

See Meal Allowances, later, for further discussion of the “Sleep or rest rule.”

Questions concerning the sleep or rest rule have been addressed in numerous court cases over
the years. Each case addresses a specific situation and should not be relied on to address
another situation, but they illustrate the development of law in this area. Some of the major
cases and IRS rulings in this area are listed below, and some of these cases are briefly
discussed afterward.

Sleep/Rest Not Met - Reimbur sements Taxable
U.S. v Correll, 389 U.S. 299, 302-303(1967)
Barry v. Commissioner, 27 AFTR 2d 71-334, 435 F2d 1290(CA1 1970)
Coombs v. Commissioner, 608 F2d 1269, 1276(1979)
Fifev. Commissioner, 73 T.C. 621(1980)
Rev.Rul. 68-663, 1968-2 C.B. 71
Matteson v. Commissioner, T.C. Memo 1974-96
Unger v. Commissioner, T.C. Memo 1986-64, 51 TCM 455

Sleep/Rest M et - Reimbur sements Not Taxable
Williams v. Patterson, 286 F.2d 333 (5th Cir. 1961)
Rev. Rul. 75-170, 1975-1 CB 60
Anderson, David, (1952) 18 TC 649
Weaver, Don, (1953) PH TCM 54001, 12 CCH TCM 1421
Rev. Rul. 75-168, 1975-1 CB 58
Johnson, Mose, (1982) TC Memo 1982-2
Rev. Rul. 75-432, 1975-2 CB 60
Siragusav. Commissioner, T.C. Memo 1980-68

Court Casel: Williamsv. Patterson
A railroad conductor regularly rents a hotel room near arailroad station where he
sleeps and eats during a 5-hour layover during an 18-hour workday. He may deduct
his meal and lodging costs because hislayover islong enough to obtain sleep or rest
and isrequired by hisjob to do so.

Court Case 2: Barry v. Commissioner
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A consulting engineer works with clients in a three-state area by making one-day trips
to each client. She frequently leaves home at 6:30 am. and does not return until
midnight. During the day, she stopsin arest area and closes her eyes for 20 minutes to
refresh herself for the drive. She cannot deduct the cost of her meals on these trips
because she is not away from home long enough to obtain substantial sleep or rest.

Court Case 3: Unger v. Commissioner
A truck driver’ s “safety breaks’ which consisted of resting or sleeping at the wheel of
the truck for periods ranging from 45 minutes to three and one-half hours, were
considered by the courts to be a mere pause from his daily work routine and
consequently did not constitute a substantial amount of sleep or rest. Therefore, the
truck driver was not considered to be away from home.

Example: An employee isrequired to travel from Milwaukee to Madison to work on a
project. Sheleaves home at 11:00 am. on Monday, with plans to return home the same day.
Sheis unable to compl ete the project on Monday, so she spends the night in Madison. After
completing the project the next day, she returnsto Milwaukee by 10:30 am. Even though the
employee had not planned to spend the night and is gone for less than 24 hours, she has met
the “away from home” rule because she spent the night away from her tax home on business.

Example: An employeeisrequired to travel from Dallas to Houston to work for the day. The
employee leaves home at 6:30 A.M. and returns that night at 10:00 P.M. On the trip home the
employee stops for dinner and rests in the car for two hours. Even though the employee has
been away from home for substantially longer than his’her normal work day, the employeeis
not considered to bein travel status. Courts have ruled that stopping for ameal or arestina
car does not meet the substantial "sleep or rest” rule.

Example: A government agency supplies office equipment to all agencies within the state.
An employee drives atractor-trailer with equipment from the warehouse in Sacramento to an
agency in San Diego. After 10 hours the driver stops and rents aroom at arest stop for a4
hour nap before completing the round trip. Since the driver rented aroom in order to sleep,
he/sheis considered to have met the "sleep and rest” rule. Reimbursements for meals and
lodging are not taxabl e to the employee.

Temporary vs. Indefinite Travel Assignments

Reimbursements of travel expenses for "temporary” assignments away from the tax home are
generally not taxable to the employee. If the assignment is "indefinite,” the employeeis
considered to have moved his/her tax home to the new work location. Reimbursements of
expenses for "indefinite" travel are taxable. The employer must determine whether an

assignment isrealistically expected to last |ess than one year when the assignment begins. .
Rev. Rul. 93-86; Rev. Rul. 99-7
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An assignment is generally considered temporary if it isrealistically expected to be, and does
in fact lasts, one year or less.

An assignment is generally considered indefiniteif it isrealistically expected to last, and does
in fact last, for more than one year.

These rules apply unless the facts and circumstances of the case clearly indicate otherwise. All
relevant facts must be considered to determine whether the travel assignment was intended to
be temporary or indefinite. Rev. Rul. 93-86; Rev. Rul. 93-7

Return Home from Temporary Work L ocation

If the employee goes home on days off, the allowable expense is the lesser of (1) travel
expenses home, or (2) the cost of staying at temporary assignment.

"Temporary" Travel Assignment Becomes" I ndefinite"

If an assignment away from home at asingle location is, initially, realistically expected to last
one year or less, and then later it isrealistically expected to last longer than one year, the
assignment is considered temporary until the date the expectations change. At that time, the
travel is considered "indefinite" and any travel reimbursements from this date on are taxable.

Example 1. Joan accepts a 6-month work assignment away from her tax home, intending

to return to her tax home at the finish of the temporary assignment. The assignment lasts for 6
months and Joan returnsto her regular job at her tax home. Joan's reimbursements are
excludable because the assignment was intended to last for less than one year and did last less
than one year.

Example 2: Joan accepts atemporary assignment away from her tax home for 6 months,
intending to return to her tax home at the finish of the temporary assignment. After 4 months
at the temporary job assignment, Joan agrees to stay for an additional 14 months. Joan is not
taxed on employer reimbursements for travel expenses paid or incurred during thefirst 4
months of her temporary assignment. Joan will be taxed on reimbursements for the additional
14 months because the assignment has now become an indefinite assignment. If there had
been areasonable basis at the start of the assignment to believe that it would be extended, then
it would have been considered indefinite from the start. Revenue Ruling 73-578

Example 3: Joan accepts an assignment away from her tax home for 15 months. After 7
months, the employer cancels the assignment and Joan returns to work at her tax home.
Although Joan's assignment lasted less than one year, it had been readlistically expected to last
for more than one year when the assignment began. Therefore, the assignment was considered
"indefinite" and the reimbursements for the 7 months are taxable. Revenue Ruling 93-86

Reimbursementsfor Travel Expenses
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In order for reimbursements for ordinary and necessary business expenses incurred while
traveling away from the employee’ s home overnight to be excludable from taxable wages, the
reimbursements must be made under an accountable plan. Alternatively, an employer may
reimburse for travel expenses using a per diem allowance method. Rev. Proc.2005-67; Reg. §1.274-
5()(1)

A per diem is an allowance per day to pay for lodging, meal and incidental expenses while
traveling on business. The amount of the expenses reimbursed under a per diem allowance
method will be deemed substantiated without receipts, provided the requirements of the
regulations are met.

Key Requirementsfor Accountable Plan

e Business Connection — the travel must be to serve the purposes of the employer.

e Substantiation — Records must substantiate the (1) amount, (2) time and date, (3)
place, and (4) business purpose.

e EXxcess reimbursements must be returned within areasonable time. Reg §1.62-2(c);

Reg. §1.274-5T Reg. §1.274-5T(b)(2)

Example: James, who lives and works in Tampa, is required to go to Jacksonville for the
week on business. His employer will reimburse him for hislodging and meal expenses. His
employer requires him to adequately substantiate the expenses he incurs while on the trip.

If James provides the required substantiation, the reimbursement he receivesis not taxable to
him. If, however, he fails to provide adequate substantiation, then any reimbursement he
receives for the unsubstantiated amount would be taxable to him.

Federal Per Diem Rate

Federal per diem rates include separate rates for lodging and for meals and incidental expenses
(M&IE). These rates apply to employees of the Federal government, and also establish the
maximum amounts for different geographical areas that can be excluded per day for lodging,
meals and incidental expenses (M&IE). The rates are revised each year, and are available on-
line as IRS Publication 1542. Rev. Proc. 2009-47

L odging includes only the cost of the lodging itself. Room tax and energy surcharges are not
considered part of the lodging cost.

M& I E includes meals, tips and fees for food and luggage-handling services.

An employer is not required to reduce the M& I E even if meals are provided in-kind to the
employee, if the employer reasonably believes that the M&IE will be incurred.
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Employers may use lower per diem rates than the Federal rates. The accountable plan rules
apply in the same manner in these cases. If arate higher than the Federal rate is used, the
excess is taxable as wages.

Per Diem Allowance Rules

If aper diem allowance is used, employees are deemed to have substantiated the amount of
expenses equal to the lesser of the Federal per diem rate or the per diem allowance paid by the
employer).

e The per diem must be at or less than Federal ratesto be fully excludable.
Rev. Proc. 2009-47

e “Deemed substantiation” provides an alternative to providing receipts or bills for
actual expenses.

e Noreceptsarerequired if aper diem allowance is used, but the payments must meet
the other substantiation requirements including time (date), place, and business
purpose.

e Anemployer's substantiation requirements must, at a minimum, meet the Federal
requirements. An employer may have more stringent requirements, such as requiring
meal and/or lodging receipts.

Example: An employee traveling away from home on businessis reimbursed by his
employer at the Federal per diem rate for the city in which he spends the night. Because the
employee is reimbursed at the Federal per diem rate for the city in which he spends the night,
the employee does not have to provide receipts. However, the employee must provide
adequate substantiation verifying the time, place and business purpose of the trip. The
employer may require additional substantiation.

Miscellaneous Expenses

Miscellaneous expenses are not considered part of a per diem reimbursement and, therefore,
substantiation is required. Employers may require actual receipts or written certification as
substantiation depending on their travel policies.

Miscellaneous expenses include cab fares, fax, telephone, copy charges, room taxes, energy
surcharges, laundry, cleaning and pressing of clothes, and other business related expenses.

Miscellaneous expenses are not part of M& I E and therefore such reimbursements, in addition
to the M& I E alowance, may be excludable from wages. Rev. Proc. 2009-47
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Optional Method for Incidental Expenses Only
Employer may reimburse employees $3 per day or partial day if the employee:

e |straveling away from home on business, and
e Doesnot pay or incur meal expenses, and
e |snot receiving per diem or M& | E expenses. Rev, Proc. 2009-47

Travel for Days of Departure and Return

For both the day travel begins and the day travel ends, the per diem meal allowanceisto be
prorated by one of two methods:

e Allow ¥ of the per diem meal allowance for each of those days, or

e Use any method that is consistently applied and that isin accordance with
reasonabl e business practice, such as the actual hours away from home on the first
and last day. Rev. Proc.2006-41

Traveling to More Than One L ocation

If the employee is traveling to more than one location in one day, use the per diem rate for the
area where the employee stops for rest or sleep. Rev. Proc.2006-41

Per Diem Paid Under a Nonaccountable Plan

A per diem plan that fails to comply with all accountable plan requirementsis considered a
nonaccountable plan. Reg. §1.62-2(a)(4)

Per diem payments made under a nonaccountable plan are wages subject to Federal income
tax, and employer and employee socia security and Medicare taxes. The payments are
included in wages in boxes 1, 3, and 5 on Form W-2.

Example: An employee regularly travels as part of her job requirements. The employer
provides her with a monthly per diem allowance based on an estimate of the number of days
traveled. The employer does not require the employee to return any of the allowance that
exceeds substantiated business expenses.

Because the employer does not require the employee to return excess advances or allowances,
the entire amount of the allowance is taxabl e to the employee as wages.

Other Per Diem Methods
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Meals-Only Substantiation Method

An employer may reimburse the actual 1odging expense and use the M& IE per diem
allowance plan for the meals and incidental expenses. Rev. Proc. 2009-47; Pub. 1542

High-L ow Substantiation M ethod of Substantiation

“High-low substantiation” is another deemed substantiation method that may be used in place
of the per diem method. The IRS designates key cities or localities as "high-cost" areas. All
other localities are considered "low-cost" areas. Use of this method eliminates the need to
keep records of the current rate for each city. A single per diem rate is assigned to al high-
cost areas and all other areas are assigned another rate. An employer that uses the high-low
method for an employee must use the high-low method for that employee for all travel in the
continental United States that year, unless an actual expenses method or the meals and
incidental expenses method is used. See Publication 1542 for more information and current
high-low rates. Rev. Proc. 2009-47

Transportation Expenses

Transportation expenses are costs for local business travel that is not away from the tax home
areaovernight, and isin the general vicinity of the principa place of business. Transportation
expenses must be distinguished from reimbursement for commuting costs, which are not
excludable from employee income. As discussed above, travel expenses are expenses for
travel away from the tax home overnight. IRC 162(a)(2); IRC 62(a)(2)(A); IRC 62(c); Rev Rul. 99-7

Reimbursements for transportation expenses are excludable from income if they are provided
for:

e Daily transportation between the employee' s residence and a temporary work location
outside the metropolitan area where the employee generally works.

e Daily transportation between the employee’ s residence and a temporary work location
in the same business (regardless of distance) if the employee has a regular work
location away from the residence.

o Daily transportation between the employee’ s residence and another work location in
the same business, if the residence is the employee’ s principal place of business.

If none of these situations apply, the transportation expenses are commuting and are taxable if
reimbursed to the employee. See Taxable Commuting Expenses, below. Rev Rul. 99-7

Transportation expenses may include:

e Air, train, bus, shuttle and taxi faresin area of tax-home
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e Mileage expenses or costs of operating avehicle
e Tollsand parking fees

Transportation expenses do not include:

e Mea and lodging costs
e Commuting to regular or principal place of business

Temporary vs. Indefinite Assignments

For transportation expenses, it isimportant to note the distinction between “temporary” and
“indefinite” assignments. Reimbursements of transportation expenses for temporary
assignments in the general area of the tax-home are generally not taxable to the employee.
Reimbursements of expenses for indefinite assignment transportation expenses generally are
taxable. ILM 199948019; Rev. Rul. 99-7

Note: The distinction between temporary and indefinite work locationsis only applicable to
transportation between an employee’ s residence and awork location, regardless of the
distance. It is not applicable to transportation between one work location and another. If the
residenceisthe principal place of business, all reimbursements for transportation between the
residence and other work sites are excludable.

Temporary Transportation Expenses

The following requirements must be met to exclude transportation expenses under a
temporary assignment:

o Duration at asingle location is redlistically expected to last, and actually lasts,
one year or less

o Assignment is away from the main place of work

o Reimbursement cannot be for commuting

Indefinite Assignment Transportation Expenses

If an assignment is indefinite, this generally precludes exclusion for reimbursement of
transportation expenses. An indefinite assignment exists under these circumstances:

e Duration at asingle location isrealistically expected to be longer than one year,

and
e Theassignment location is away from the principal place of work
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A break of 7 months generally resultsin the beginning of a new assignment. RR99-7; PLR
200026025; PLR 200025052

"Temporary" Transportation Assignments Become " Indefinite”

If, at the beginning of an assignment at asingle location, it isrealistically expected to last one
year or less, and then later it isrealistically expected to last longer than one year, the
assignment is considered temporary until the date the expectations change. At that time, the
transportation is considered "indefinite" and any reimbursements from this date are taxable.

Example: Tom, a state auditor, is assigned to an audit of another agency that is expected

to take, and does take, 18 months to complete. The agency he is auditing isin the same town
as hisregular place of business. Tom travels daily from his residence to the office of the
agency heisauditing and is reimbursed for his mileage by his em