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__________________________________________________________________

CHAPTER 6

BUSINESS EXPENSES

___________________________________________________________________

DISCUSSION QUESTIONS
 1.
Most expenditures that have a business purpose and meet the ordinary, necessary, and reasonable requirements are deductible.  However, specific rules must be adhered to in determining the deductibility of many expenses that meet this test.  Why are these specific rules necessary?


There are many business expenses that have a personal element to them.  As such, they are subject to abuse by taxpayers.  For example, meals and entertainment can be valid business expenses.  However, due to the potential for taxpayers to attempt to deduct personal meal and entertainment expenses, specific rules on the deductibility of such expenses have been created.  In addition to the qualifying requirements, most expenses that are usually considered to be personal in nature (e.g., car expenses) must be adequately substantiated.

7.
Explain the criteria used to determine whether an educational expense is deductible or nondeductible and how education expenses are deducted on a taxpayer's return.


Individuals are allowed to deduct education expenses if the education expense meets either of the following requirements: (1) the education is required by law or by the employer for the taxpayer to retain the taxpayer's job or (2) the expense maintains or improves the skills required in the taxpayer's trade or business.  


Because education is viewed as a personal capital expenditure, education expenses are not deductible if the expense is incurred to (1) meet the minimum educational requirements required for the taxpayer's job or (2) if the education qualifies the taxpayer for a new trade or business.

A taxpayer is allowed a deduction from adjusted gross income for education expenses if the expenses are incurred as a requirement for the taxpayer to continue employment or are incurred to maintain or improve the skills required in their job.  In 2007, a taxpayer with adjusted gross income less than $65,000 ($130,000 for a married couple filing a joint return) is allowed to deduct for adjusted gross income a maximum of $4,000 of qualified higher education expenses.  If a taxpayer’s adjusted gross income exceeds $65,000 ($130,000 for a married couple filing a joint return) but does not exceed $80,000 ($160,000 for a married couple filing a joint return), the taxpayer can deduct a maximum of $2,000 of qualified higher education expenses.  If the taxpayer’s adjusted gross income exceeds these amounts $80,000 ($160,000 for a married taxpayer filing jointly), then the taxpayer is not allowed a deduction for adjusted gross income.  Therefore, in 2007, some taxpayers can deduct qualified higher education expenses even if the expenses are not incurred as a requirement for the taxpayer to continue employment or do not maintain or improve the skills required in their job.  Qualified higher education expenses are limited to tuition and fees paid to attend the institution.  A taxpayer who claims the deduction cannot claim a HOPE or Lifetime Learning Credit (discussed in Chapter 8) for the same individual.  However, a taxpayer may claim the deduction and receive a distribution from an Education IRA as long as the distribution is not used for the same educational expenses for which the deduction is claimed.  
10.
Explain the difference in the tax treatment of business and nonbusiness bad debts.


A business bad debt is deductible in the period in which the fact of the bad debt becomes known.  That is, estimates of the amount of the debt may be made at the time the debt is known to be uncollectible.  Adjustments for the actual amount of the bad debt are made in subsequent periods.  Business bad debt deductions are deductible in full as a trade or business expense.


A nonbusiness bad debt is not deductible until the period in which the actual amount of the debt that will not be collected is known.  Thus, estimates of nonbusiness bad debts are not allowed.  In addition, nonbusiness bad debts are treated as short-term capital losses.  This could result in the debt not being fully deductible in the period in which the amount of the bad debt is determined due to the capital loss deduction limitations (i.e., $3,000 per year).

12.
Explain how the tax benefit rule may apply to bad debt deductions.


Business bad debts are deductible in the period in which it is determined that the debt will not be collected.  The amount of the deduction is based on an estimate of how much of the debt will not be collected.  When the actual amount of the bad debt becomes known in a future period, adjustments to the estimate are made.  Therefore, if the estimated bad debt turns out to be more than the actual bad debt, the taxpayer will receive amounts that were deducted in a prior period.  The tax benefit rule requires any amounts received that were deducted in a prior period to be included in current period income to the extent that a tax benefit was received from the prior period deduction.

20.
Why are self-employed taxpayers allowed to deduct their medical insurance premiums and self-employment tax for adjusted gross income?


The reason for allowing for AGI deductions for these two items is to attempt to equalize the treatment of self-employed taxpayers with employees.  That is, employees receive the benefits of employer provided health insurance tax-free because the cost of the premiums is excluded from income.  By allowing self-employed taxpayers to deduct the cost of their health insurance for AGI, an element of equality is provided between the two types of taxpayers. Similarly, employers match the Social Security payments of employees, which is not included in the employee's income.  Because the self-employment tax is twice the Social Security tax, the deduction of 1/2 of the self-employment tax somewhat equalizes the tax treatment for employees and self-employed taxpayers.

24.
Is the interest on education loans always deductible?  Explain

A qualified education loan is one that is used to pay for tuition, fees, room and board, and other necessary education expenses.  The maximum amount of interest that can be deducted is $2,500.  Any amount in excess of the maximum is considered personal interest and is not deductible.  The interest deduction is phased out ratably for single taxpayers over a $15,000 range beginning when adjusted gross exceeds $55,000 and is fully phased-out at $70,000.  For married taxpayers, the $30,000 phase-out begins when adjusted gross income exceeds $110,000 and is fully phased out when adjusted gross income exceeds $140,000.

27.
Karl is the vice president of finance for Wyatt Industries.  Last month, he took a client to an afternoon baseball game.  The box-seat tickets cost $30 each.  Because the client had a plane flight after the game, Karl was unable to take her to dinner.  During the game, Karl spent $15 on sodas and snacks.  What amount can Karl deduct as an entertainment expense?  Assume that Karl and the client went to dinner and that the meal cost $88.  How much can Karl deduct as an entertainment expense?


For the entertainment to qualify under the associated with test, two requirements must be met.  First, there must exist a clear business purpose, other than goodwill, for the entertainment.  Karl probably could establish that this test is met.  However, the second test requires that the entertainment occur either preceding or following a substantial business discussion.  Given the facts of this example, this did not occur.  Therefore, the $37.50 [($60 tickets  +  $15 food)  x  50%] of entertainment expense are considered a nondeductible personal expense.  Instructor’s Note: The facts of the problem imply that Karl met the client at the game and that no business discussions preceded the game.


If Karl went to dinner with the client and business was discussed, Karl can deduct $44  ($88  x  50%) as a business meal expense.  In addition, because a business discussion took place following the baseball game, the $37.50 in entertainment expenses are deductible.   Karl’s total meal and entertainment expense is $81.50 ($44  +  $37.50).

29.
For each of the following situations, explain whether a deduction should be allowed for entertainment expenses:

a.
Neil owns a real estate agency and has an annual Christmas party at his house.  The party is only for employees of his firm and costs $2,600.


The cost of the Christmas party is fully deductible.  Employee recreational expenses, such as a Christmas party, are not subject to the 50% limitation on meals and entertainment.

b.
Carol is a personal financial planner.  Over the years, she has made it a practice to invite her best clients to lunch on the client’s birthday.  At the lunch, she always makes it a point to ask about any major changes in the client's financial status that she should be aware of.  However, most of the conversation relates to personal matters.  During the year, Carol spent $850 on these lunches.


The key test that Carol must meet for the meal to be deductible under the directly related test is that the principal reason for providing the meal must be to conduct business.  For the meal to be deductible under the associated with test, there must be a clear business purpose, other than goodwill, for the meal and it either precedes or follows a substantial business discussion.  Because Carol entertains the client on their birthday and the majority of the conversion is not business related, it appears that she does not meet either of these tests.  Therefore, the $850 spent for the lunches is not deductible. 

c.
Vijay is a doctor at a local hospital.  Every month, he buys lunch at the hospital for the six residents and interns who assist him in surgery and caring for his patients.  The lunches cost $420 for the year.


Vijay may not deduct the $420.  Because Vijay is not required as part of his job to pay for these lunches and the lunches are not directly related to or associated with his job as a doctor, the lunches are not considered ordinary and necessary expenses of his job.  The expenses related to these meals are nondeductible personal expenses

d.
Tom, Hillary, and George are friends from college who live and work in the Dallas metropolitan area.  They are all stockbrokers for different firms and get together twice a month for lunch to exchange rumors concerning the stock market.  In addition, they catch up on personal news and make plans to get together with their spouses and other friends.  Last year, George made $50,000 for a client based on a tip he received from Hillary at one of their meetings.  Each stockbroker pays for his or her own lunch, and during the year, George paid $320. 


George may not deduct any of the expense for the meals.  The expense is allowed as a deduction only if George can show a business purpose for the expense and it qualifies as directly related to or associated with his job as a stockbroker.  In George's case, the meals appear to be primarily based on personal motives and not directly related to or associated with the active conduct of her business. 

30.
For each of the following situations, explain whether a deduction should be allowed for entertainment expenses:

a.
Gayle, a dentist, invites 50 of her best patients to her daughter's wedding reception. The cost of the reception related to the presence of her patients is $5,000.


Gayle cannot deduct the $5,000 of entertainment expenses.  The wedding reception is not an ordinary and necessary expense of Gayle's business.  The reception is a personally motivated event which lacks a business purpose. 

b.
Stan is one of 5 shift supervisors responsible for 100 employees at Label House, Inc.  He regularly meets with the other shift supervisors at the plant.  In addition, Stan makes it a practice to go to lunch at least once a week with each of the other 4 shift supervisors in order to network.  During the current year, Stan pays $1,500 for his and the other supervisors' lunches.  Stan's job description does not require him to entertain the other supervisors.


Stan may not deduct the $1,500.  The expenses related to Stan's meals are personal living expenses.  Because Stan's supervisory position is not affected by the entertainment (i.e., not required as part of his job), the lunches are not an ordinary and necessary expense of his job.  

c.
Jan is a real estate broker who holds an open house for a different client each Sunday afternoon.  During the open house, she provides cookies and soft drinks for whoever visits the house.  Jan pays $2,000 for open house entertainment.


The $2,000 Jan paid for refreshments at the open house is deductible.  The expenses are in the nature of advertising or promoting goodwill and are an ordinary and necessary expense of a real estate broker.  These expenses are not subject to the 50% limitation, under the exception for food and entertainment provided to the general public. 

d.
Felicia is vice-president of sales for Drivitt, Inc.  She invited the company's major clients and some of her coworkers from Drivitt to her annual Super Bowl party.  Most guests attend with their spouses.  The party is held in a separate room at a local sports bar and costs her $1,500.  


The expense of the party does not qualify as an entertainment expense because it fails both the directly related and associated with tests.  The directly related test requires that the entertainment expense meet four test, one of which is that a bonafide business activity take place during the entertainment.  This is probably not the case, because the setting for the entertainment is a bar.  


For the entertainment to qualify under the associated with test, two requirements must be met.  First, there must exist a clear business purpose, other than goodwill, for the entertainment.  Felicia probably could establish that this test is met.  However, the second test requires that the entertainment occur either preceding or following a substantial business discussion.  Given the facts of this example, this did not occur.  Therefore, the $1,500 entertainment expense is considered a nondeductible personal expense.

33.
Julianita is a sales representative for a food distributor and spends only 1 day of the week in the office.  Her office is 12 miles from home.  She also has a part-time job as a bartender.  Typically, she works 2 nights during the week and 1 night on the weekend.  The restaurant where she works is 5 miles from her office and 10 miles from her home.  

a.
What portion(s) of Julianita's  travel is considered business?


Julianita can deduct the cost of traveling from home to her business clients and back.  She can also deduct the cost of traveling from her office to her clients and back to her office.  The cost of traveling to her office and then home, as she does 1 day a week, is considered commuting and is nondeductible.  However, the cost of traveling from either her office or clients to her second job as a bartender is deductible.  The cost of traveling home from her bartending job is not deductible because the travel is considered commuting.  Finally, any out-of-town traveling Julianita incurs is fully deductible. 

b. During the year, Julianita keeps the following record of her travel:










 Miles



Home to office



   588



Office to home



   353



Office to restaurant



   150



Restaurant to home



1,500



Home to restaurant



   500



Home to clients to home


8,850



Clients to restaurant 


2,100


If she uses the standard mileage rate, what amount can she deduct as a business expense? 


Julianita's deductible business expense is $5,384 (11,100  x  48.5 cents).  The standard mileage rate for 2007 is 48.5 cents per mile.  In computing her deduction, Julianita may deduct the mileage from home to her clients and back home (8,850), the miles from her clients to the restaurant (2,100) and the mileage from her office to the restaurant (150).  The miles from home to her office and back are considered commuting, as are the miles from her home to the restaurant and from the restaurant to her home. 

34.
Cassandra owns her own business and drives her van 15,000 miles a year for business and 5,000 miles a year for commuting and personal use.  She purchases a new van in 2007 and wants to claim the largest tax deduction possible for business use.  Cassandra's total auto expenses for 2007 are as follows:

Gas, oil, and maintenance


$ 3,840

Insurance





      775

Interest on car loan



   1,200

Depreciation





   2,960

License





      180

Parking fees and tolls (all business)

      240


Determine Cassandra's 2007 deduction for business use of the van.


Because this is the first year Cassandra uses the van, she must select an accounting method to determine the costs associated with the van.  She has the option of using either the standard mileage rate method or the actual cost method to determine her deduction on the van.  Based on the calculation of the deduction under each method, the standard mileage method results in a $1,459 ($7,515  -  $6,056) larger deduction.  Parking and tolls are added separately, because these expenses are all business related.  Interest expense is not considered a cost incurred to operate or maintain the vehicle and is deductible under either method if the taxpayer is self-employed.  Because Cassandra is self-employed, she can deduct the business portion (75%) of the interest expense under both methods.

Standard Mileage Deduction:
15,000 miles  x  48.5 cents






$ 7,275
Add: Parking and tolls







      240
Total deduction








$ 8,515
Interest expense ($1,200  x  75%)





      900
Actual Cost Deduction:
Total actual expenses (other than parking, tolls and interest)
$ 7,755

Business usage percentage (15,000 mi.  ÷  20,000 mi.)

x      75%

Allocated actual cost







$ 5,816

Add: Parking and tolls







      240
Total deduction








$ 6,056

Interest expense ($1,200  x  75%)





      900


Instructor's Note:  For reporting purposes Interest expense is separately stated on Schedule C.

35.
Mario owns his own business and drives his car 15,000 miles a year for business and 7,500 miles a year for commuting and personal use.  He wants to claim the largest tax deduction possible for business use of his car.  His total auto expenses for 2007 are as follows:

Gas, oil, and maintenance


$ 6,700

Insurance





      500

Interest on car loan



      480

Depreciation





   2,960

License





      180

Parking fees and tolls (all business)

      290

a.
What is Mario's 2007 deduction using the standard mileage rate?


Under the standard mileage rate method Mario can deduct $7,565.  He can deduct 48.5 cents for each mile he uses his car for business.  Parking and tolls are added separately because these expenses are all business related. Interest expense is not considered a cost incurred to operate or maintain the vehicle and is deductible under either method if the taxpayer is self-employed.  Because Mario is self-employed, he can deduct the business portion (66.7%) of the interest expense.

Standard Mileage Deduction:
15,000 miles  x  48.5 cents






$  7,275
Add: Parking and tolls







       290
Total deduction








$  7,565
Interest expense ($480  x  66.7%)





       320

b.
What is Mario's 2007 deduction using the actual cost method?


Under the actual cost method, Mario can deduct $7,187.  Based on the business use of his car he can deduct 66.7% (15,000 mi.  ÷  22,500 mi.) of the cost (other than parking, tolls) of operating the vehicle.  Parking and tolls are added separately because these expenses are all business related.  Interest expense is not considered a cost incurred to operate or maintain the vehicle and is deductible under either method if the taxpayer is self-employed.  Because Mario is self-employed, he can deduct the business portion (66.7%) of the interest expense.
Actual Cost Deduction:
Total actual expenses (other than parking, tolls and interest)
$10,340

Business usage percentage (15,000 mi.  ÷  22,500 mi.)

x    66.7%

Allocated actual cost







$  6,897
Add: parking and tolls







       290
Total deduction








$  7,187
Interest expense ($480  x  66.7%)





       320


Instructor's Note:  For reporting purposes Interest expense is separately stated on Schedule C.

37.
Juanita travels to San Francisco for 7 days.  The following facts are related to the trip:


Round trip airfare

  



$ 475


Hotel daily rate for single or double occupancy 
   175


Meals -- $40 per day




     40


Incidentals -- $25 per day



     25

a.
If she spends 4 days on business and 3 days sightseeing, what amount may she deduct as travel expense?


Based on time spent on business and personal activities, the trip was primarily for business.  As a result, transportation is fully deductible. Other expenses are deducted as follows:

Airfare






$    475

Hotel ($175  x  4)




      700

Meals ($40  x  4  x  50%)



        80

Incidentals ($25  x  4)



      100
Total deduction




$ 1,355

Only expenses related to the 4 days devoted to business can be deducted.  Meals are further limited to 50% of the deductible amount.

b.
If she spends 2 days on business and 5 days sightseeing, what amount may she deduct as travel expense?


Based on the time spent on business and personal activities, the trip was primarily for personal reasons (i.e., fewer days spent on business than on personal).  As a result, none of the transportation is deductible.  Other expenses are allowed for business days as follows:

Airfare






$  -0-

Hotel ($175  x  2)




   350

Meals ($40  x  2  x  50%)



     40

Incidentals ($25  x  2)



     50
Total deduction




$ 440

Only expenses related to the 2 days devoted to business can be deducted.  Meals are further limited to 50% of the deductible amount.

c.
Assume the same facts as in part a, except that Juanita’s husband Jorge accompanied her on the trip and the hotel’s single occupancy rate is $150.  Jorge went sightseeing every day and attended business receptions with Juanita at night.  Assume that Jorge's expenses are identical to Juanita's.  What amount may Juanita and Jorge deduct as travel expense?


None of Jorge's expenses are allowed as a business deduction unless there is a substantial business purpose for his presence and he is an employee of Juanita's business.  Because Jorge fails both of these requirements, none of his expenses are deductible.  Because the hotel rate is the greater for a double occupancy than for a single, Juanita can only deduct $150 per night for lodging.  The $25 difference is considered a personal expense and allocated to Jorge.  Juanita can deduct the following amount:

Airfare






$    475

Hotel ($150  x  4)




      600

Meals ($40  x  4  x  50%)



        80

Incidentals ($25  x  4)



      100
Total deduction




$ 1,255
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