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A CORPORATION WHICH tax return in relation to providing
MADE ITS JET AVAILABLE TO the aircraft to the employees for non-
EMPLOYEES FOR NON-  Dusiness flights. This article will ex-
BUSINESS FLIGHTS COULD amine Sutherland Lumber-Southwest,
DEDUCT THE ACTUAL COSTS Inc. v. Commissioner of the Internal
OF OPERATING THE AIR- Revenue Servicel”, a case in which the
CRAFT ON THOSE FLIGHTS, United States Tax Court approved
EVEN THOUGH THE EMPLOY- this procedure and gave a very clear
EES PAID TAX ON IMPUTED explanation with respect to why this
INCOME BASED ON A VALUE tax treatment is appropriate.
BELOW THE ACTUAL COSTS

OF OPERATING THE AIR- I1.
CRAFT.
I. THE FACTS IN SUTHERLAND
INTRODUCTION Sutherland Lumber-Southwest,

Inc. (“Sutherland”) had its principal
It is a common practice for place of business in Kansas City, Mis-
corporations to make their aircraft souri and was engaged in the retail
available for use by key personnel lumber business with outlets in eight
(such as officers and directors) in re-  Texas cities. It owned a 1976 Learjet,
lation to non-business flights. The Model 25, which was used for (1)
corporation will then deduct the ac- travel related to the lumber business,
tual operating costs for those flights (2) air charter operations, (3) travel
on 1its 1ncome tax return, even for the president and vice-president
though the employees who used the as directors of other business
aircraft paid tax for imputed income  (directors’ flights), and (4) travel for
determined by a multiplier of the other businesses and charitable pur-
Standard Industry Fare Level poses (non-vacation flights), and (5)
(“SIFL”) based on coach or first-class  vacation travel (vacation flights). In
air fare costs. As one might expect, 1992, the aircraft was used: 30% for
the corporate employees may pay charter flights, 23% for directors’
income tax on an amount of money  flights, 18% for non-vacation flights,
substantially less than the amount 24% for vacation flights and 5% for
deducted by the corporation on its  other purposes.



The president and vice-president
reported the directors’ flights, non-
vacation flights, and vacation flights
on their income tax returns as compen-
sation and paid the income tax. The
corporation deducted the costs of air-
craft operation on its income tax re-
turn, including the actual operating
costs for the directors’ flights, the non-
vacation flights and the wvacation
flights. The IRS agreed that the corpo-
ration correctly applied and calculated
the imputed income and deduction fig-
ures pursuant to Sections 61 and 162
of the Internal Revenue Code. How-
ever, relying on Section 274(a), the IRS
claimed the corporation could not de-
duct as the value of the flights more
money than the corporate officers had
declared as the value of the flights,
based on the SIFL formula. Accord-
ingly, the IRS sought to collect tax defi-
ciencies from the corporation of
$341,631 for 1992 and $119,558 for
1993. The alleged deficiencies arose
out of a difference of opinion between
the IRS and the corporation about the
amount the corporation could deduct in
providing the aircraft to the president
and vice-president for flights not re-
lated to the corporation’s business.

II1.

THE LEGAL ISSUE IN SUTHER-
LAND AND THE TAX COURT’S DE-
CISION

The 1issue in Sutherland was
whether Section 274(e)(2) of the Internal
Revenue Code limited the corporation’s
deductions for the non-business flights to
the value of benefits declared by the cor-
porate employees on their tax returns
based on SILF or whether the corpora-
tion could deduct the actual costs of
those flights as compensation to the
president and vice-president. Both the
corporation and the IRS filed motions for
summary judgment. The corporation’s
motion was granted. The motion of the
IRS was denied. The corporation’s de-
duction for the actual costs of the non-
business flights as additional employee
compensation was allowed. The tax defi-
ciencies assessed by the IRS of $461,189
were overturned. The legal and regula-
tory basis for this decision by the Tax
Court is discussed below.

A taxpayer is allowed a deduction
for all ordinary and necessary expenses
paid or incurred in carrying on a trade or
business?. Expenses are ordinary and
necessary if the taxpayer establishes
that they are directly connected with, or
proximately related to, the taxpayer’s ac-
tivities.? Since deductions are a matter
of legislative grace, the taxpayer must
prove that it is entitled to the claimed
deductions.*



A taxpayer may deduct expenses
paid as compensation for personal ser-
vices.5 An employer may take a deduc-
tion for expenses incurred in paying a
non-cash, fringe benefit which is in-
cluded in the recipient’s gross income.6
The employer may not deduct the
amount included by the employee as
compensation, but is required to deduct
the employer’s costs incurred in provid-
ing the benefit to the employee.”

Deductions that were previously
allowed by Section 162 of the Internal
Revenue Code were disallowed after the
enactment of Section 274. Section 274
was enacted to curb or eliminate abuses
with respect to business expense deduc-
tions for entertainment, travel expenses
and gifts.® With the implementation of
Section 274(a)(1)(A), deductions were
disallowed for entertainment, amuse-
ment, and recreational activities. Sec-
tion 274(a)(1)(B) disallows the deduc-
tion of otherwise allowable expenses in-
curred with respect to a facility used in
connection with such an activity.?

While Sections 274(a)(1)(A) and 274(a)
(1)(B) disallow entertainment deduc-
tions, Section 274(e)(2) exempts
from the disallowance:

Expenses for goods, ser-
vices, and facilities, to the
extent that the expenses
are treated by the taxpayer,
with respect to the recipient
of the entertainment,
amusement, or recreation
as compensation to an
employee on the taxpayer’s
return of tax under this

chapter and as wages to
such employee for purposes
of Chapter 24 (relating to
withholding of income tax
at source on wages).10

Clearly, if the entertainment facility
(airplane) 1s used as compensation to an
employee, Section 274(e)(2) exempts
the deduction from the disallowance
provisions of Sections 274(a)(1)(A) and
274(a)(1)(B).

The IRS argued the “to the extent”
language in Section 274(e)(2) would
only permit the corporation to take a
deduction for use of the aircraft to the
extent of the value included as income
on the employees’ tax returns. How-
ever, the Tax Curt rejected this argu-
ment, noting that Section 274(e)(2) is
an exception from the disallowance
provisions of Sections 274(a)(1)(A) and
274(a)(1)(B), and not a mere limitation
on the extent of the deduction.

The IRS also argued that by enacting
Section 274(e)(2), Congress intended to
correct the mismatch between the
amount declared as income by the em-
ployees and the amount deducted by the
corporation in relation to use of the air-
craft. The Tax Court rejected this argu-
ment, noting:

There is no indication
that Congress was at-
tempting to fix any such
possible mismatch by
enacting Section 274.
To the contrary , the leg-
islative history seems to
indicate otherwise.!!



IV.

THE OPINION OF THE
EIGHTH CIRCUIT
AFFIRMING THE TAX COURT

The IRS appealed the Tax Court’s de-
cision to the United States Court of Appeals
for the Eight Circuit. The IRS continued to
argue that the extent of the corporation’s
deduction for allowing employees to use the
aircraft on non-business flights should be
limited to the same value reported on the
employees’ tax returns. Following a brief
discussion of the facts and legal arguments,
the Eight Circuit affirmed the Tax Court,
noting:

After a complete review de
novo, we agree with the
Tax Court’s well-and af-
firm on the basis of the
analysis set forth therein.
See [CCH Dec. 53, 817],
114 T.C. 197 (2000). Be-
cause we have nothing of
substance to add to the
Tax Court’s thorough
analysis, further discus-
sion is superfluous.12

V.

CONCLUSION

The decision by the United States Tax
Court, together with the per curiam opin-
ion of the Eight Circuit Court of Appeals
affirming that decision, indicates that a
corporation providing an aircraft for per-
sonal use by corporate employees as part
of a compensation package may deduct the
actual operating expenses associated
with providing the aircraft to the em-
ployee, even though the employee may
place a much lower value for use of the
aircraft on his personal tax return.



~Notes~

*The author wishes to express thanks to Brent Millikan,
CPA, for bringing the Sutherland case to his attention.
Mr. Millikan may be reached at 205 Magnolia Street,
New Smyrna Beach, Florida, 32168-7125, telephone
number (386) 427-1333, or via his website at
www.bmecpa.com.
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