
S ection  8

BUSINESS TRAVEL, ENTERTAINMENT,
AND GIFTS

In troduction
In  general, an S corporat ion may deduct  its ordinary and necessary expenses
for  business t r avel, en ter t a inment , and gift s. Travel expenses include the
cost  of t r anspor ta t ion , lodging, mea ls, and inciden ta ls such  a s t elephone,
laundry, and t ips. To cla im the deduct ion , the corpora t ion  must  ma in ta in
deta iled records document ing the na tu re and amount  of these expenses. The
deduct ion  is cla imed on  page 1 of Form 1120S, line 19 a s “Other  deduct ions.”

Th is sect ion  deta ils how to repor t  and document  the expenses.

T he Accoun table Plan  for R eim bursem en t
of Em ployee Business Expenses

Travel and en ter t a inment  expenses may be pa id by corpora te credit  ca rd, in
which  case they a re charged direct ly to the corpora t ion . Alterna t ively, the
expenses may be pa id by the employees, who a re subsequen t ly reimbursed
by the corpora t ion . In  both  of these cases, most  corpora t ions adopt  an
“accoun table plan ,” which  requ ires the following:

1. the employee must  pay or  incur  deduct ible expenses while per form-
ing services as a  corpora te employee;

2. the employee must  “adequa tely account” for  these expenses to the
corpora t ion  with in  a  reasonable per iod of t ime; and

3. the employee must  return  to the corpora t ion  any excess reimburse-
ments.

To adequa tely accoun t  for  t r avel and en ter t a inment  expenses, the employee
must  provide wr it t en  documenta t ion  tha t  answers the following quest ions:

• when, where, and why was the expense incurred;

• how much was spent ;

• and in  the case of en ter ta inment , what  was the business rela t ion-
sh ip of the individua ls being en ter ta ined.
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In  addit ion, the employee must  provide receipts for  lodging expenses. Receipts
for  other  expenses, such  a s mea ls and en ter t a inment , a re requ ired on ly if
the expense equals or  exceeds an amount  established by the IRS. For  expenses
other  than  lodging incur red a ft er  September  30, 1995, the amount  is $75.1

To sa t isfy these documenta t ion  requ irements, most  S corpora t ions have
employees prepa re forma l t r ip repor t s, expense repor t s, or  mileage logs or
dia r ies deta iling the type and amount  of business t r avel and en ter t a inment
expense. Figure 8-1, excerpted from IRS Publicat ion No. 463, Travel,
Entertainm ent, Gift , & Car  Expenses, indica tes the in forma t ion  tha t  is
requ ired to adequa tely accoun t  for  business t r avel, en ter t a inment , gift , and
au tomobile expenses.

Element
to be

proved
(1)

Expense

Travel
(2)

Entertainment
(3)

Gift
(4)

Transportation
(5)

Amount Amount of each separate
expense for travel, lodging,
and meals. Incidental
expenses may be totaled in
reasonable categories,
such as taxis, daily meals
for traveler, etc.

Amount of each separate expense. Incidental
expenses such as taxis, telephones, etc., may
be totaled on a daily basis.

Cost of gift. (1) Amount of each
separate expense,
including cost of the
car;
(2) Mileage for each
business use of the
car; and
(3) Total miles for
the tax year.

Time Date you left and returned
for each trip, and number of
days for business.

Date of entertainment or use of a facility for
entertainment. For meals or entertainment
directly before or after a business discussion,
the date and duration of the business
discussion.

Date of gift. Date of the expense
or use.

Place Name of city or other
designation.

Name and address or location of place of
entertainment, or place of use of a facility for
entertainment. Type of entertainment if not
otherwise apparent. Place where business
discussion was held if entertainment is directly
before or after a business discussion.

Not applicable. Name of city or
other designation if
applicable.

Description Not applicable. Not applicable. Description of gift. Not applicable.

Business
Purpose

Business reason for travel
or the business benefit
gained or expected to be
gained.

Business reason or the business benefit
gained or expected to be gained. Nature of
business discussion or activity.

Business reason for
giving the gift or the
business benefit
gained or expected
to be gained.

Business reason for
the expense or use
of the car.

Business
Relationship

Not applicable. Occupations or other information—such as
names or other designations—about persons
entertained that shows their business
relationship to you. If all people entertained did
not take part in business discussion, identify
those who did. You must also prove that you or
your employee was present if entertainment
was a business meal.

Occupation or other
information—such
as name or other
designation—about
recipient that shows
his or her business
relationship to you.

Not applicable.

FIGURE 8-1
Elements to Prove Certain Business Expenses
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If an  S corpora t ion  reimburses employees pursuan t  to an  accoun table plan ,
it  is permit t ed to deduct  the reimbursements a s business t r avel and
en ter t a inment  expense, subject  to cer ta in  limita t ions discussed below. The
employees a re not  r equ ired to include the reimbursements in  their  t axable
compensa t ion . The corpora t ion  keeps the employees’ accoun t ings (such  as
the expense repor t s) a s documenta t ion  of it s deduct ible expenses.

EXAMP LE 1: Trucker  Corpora t ion  reimburses it s employees for
business t ravel and en ter ta inment  expenses using an  accountable
plan . The employees pay the expenses, submit  expense repor t s
sa t isfying the IRS documenta t ion  requirements to the corpora t ion’s
payroll office, and a re reimbursed. Dur ing the year , the corpora t ion
reimbursed it s employees for  the following expenses:

Air fa re—actua l $2,200
Lodging—actua l 2,600
Ren ta l ca r s—actua l 500
Taxi fa res—actua l    150
Tota l* $5,450

*Meals a re in ten t iona lly excluded from th is example and will be covered below.

The corpora t ion  can  deduct  the $5,450 as business t ravel expense.
The deduct ion  is cla imed on  page 1 of Form 1120S, line 19, “Other
deduct ions.” The employees a re not  required to repor t  the
reimbursements as taxable compensa t ion .

Lim i t a t ion  for  m ea ls a n d  en t er t a in m en t

In  genera l, an  S corpora t ion  may deduct  50% of it s business mea l and
en ter t a inment  expenses.

EXAMP LE 2: Magna  Corpora t ion  reimbursed it s employees for  the
following business t ravel and en ter ta inment  expenses using an
accountable plan :

Air  fa re—actua l $  500
Lodging—actua l 900
Mea ls—actua l 300
Enter t a inment—actua l    400
Tota l $2,100
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The corporation may deduct  $1,750 of business travel and entertainment
expenses, consist ing of the $500 of a ir  fa re, $900 of lodging, $150
(0.5 x $500) of mea ls and $200 (0.5 x $400) of en ter ta inment . The
$2,100 of reimbursements a re nontaxable income to the employees.

Ded u ct ib i l i t y of en t er t a in m en t  a ct iv i t ies

Enter t a inment  includes vir tua lly any socia l or  en joyable act ivity, such  as
in -town business mea ls with  clien t s and customers, en ter t a in ing guest s a t
cockta il lounges, spor t ing even t s, n igh t  clubs, thea t re and musica l even t s,
and an  a ft ernoon  of golf or  t enn is a t  the loca l club. To be deduct ible, the
en ter t a inment  must  either  be “direct ly rela ted to” or  “associa ted with” the
corpora t ion’s business, defined a s follows:

If the pr imary purpose of an  en ter t a inment  act ivity is the act ive conduct  of
business and, in  fact , a  business discussion , t r ansact ion , negot ia t ion , et c.,
t akes place dur ing the act ivity, then  the en ter t a inment  is “direct ly rela ted
to” the corpora t ion ’s business.

If an  en ter t a inment  act ivity fa ils to meet  the “direct ly rela ted to” t est , bu t  a
substan t ia l business discussion , negot ia t ion , t r ansact ion , et c., t akes place on
the same day as the act ivity, the en ter t a inment  is “associa ted with” the
corpora t ion’s business.

EXAMP LE 3: Accountan ts, Inc. per forms small business account ing
and tax services. On Fr iday morn ing, employee J oe met  with  a  clien t
to discuss year -end tax planning. La ter  tha t  day, J oe pa id for  a  golf
game with  the clien t  a t  the count ry club. Because the golf match  took
place on  the same day as a  sign ifican t  business discussion , it  sa t isfied
the “associa ted with” requirement  for  the deduct ibility of business
en ter ta inment .

Excep t ion s t o t h e 50% l im i t

Th e 50% lim it  does n ot  a pply t o a ll expen dit u r es for  m ea ls a n d
en t er t a in m en t . F or  exa m ple, expen ses for  r ecr ea t ion a l or  socia l a ct ivit ies
pr im a r ily for  t h e ben efit  of em ployees, su ch  a s com pa n y picn ics, a r e fu lly
dedu ct ible. Th e cost  of pr ovidin g food a n d bever a ges t o em ployees a s a  de
m in im is fr in ge ben efit , su ch  a s t h e cost  of a n  occa sion a l over t im e m ea l t o
en a ble a n  em ployee t o wor k  over t im e a n d t h e cost  of coffee, soda , a n d
dou gh n u t s pr ovided t o em ployees, is  a lso fu lly dedu ct ible. If a n  em ployee
is su bject  t o t h e Depa r t m en t  of Tr a n spor t a t ion ’s h ou r s of ser vice lim it s,
t h e cor por a t ion  m a y be per m it t ed t o dedu ct  65% of t h e cost  of t h e
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em ployee’s m ea l r eim bu r sem en t s for  2002. F or  a ddit ion a l in for m a t ion  on
except ion s t o the 50% limit , see Publicat ion 535, Business Expenses, and IRC
Sect ion 274(n).

Fixed  Allowances for Business
Expenses

P er  d iem  a l low a n ces

An S corpora t ion  may reimburse employees for  ou t -of-town  lodging, mea ls,
and inciden ta l expenses using a  per  diem a llowance.2 If the a llowance does
not  exceed the federa l per  diem ra te for  the loca le of t r avel, it  is deduct ible
by the corpora t ion , subject  to the 50% limit  for  mea ls, and non-taxable to
the employee a s a  business expense reimbursement . The federa l per  diem
ra tes a re published a t  www.policyworks.gov/perdiem.

When  a  per  diem ra te is used for  lodging, mea ls, and inciden ta l expenses, an
amount  equa l to the federa l M&IE ra te for  the loca le of t r avel is t r ea ted as
an  expense for  mea ls, subject  to the 50% limit . If the corpora t ion  uses a
per  diem ra te tha t  is less than  the federa l r a t e, it  may a lloca te 40% of the
a llowance to mea ls.

The use of a  per  diem a llowance grea t ly simplifies the adequa te accoun t ing
r equ ir em en t  for  t h e em ployee. Th e em ployee is  r equ ir ed t o docu m en t  t h e
t im e, pla ce, a n d bu sin ess pu r pose of t h e t r a vel. H owever , t h e em ployee is
not  r equ ired to document  the amount  of each  expense for  mea ls and lodging.

EXAMP LE 4: Sha llow Corpora t ion  reimburses it s employees for
business t ravel expenses using an  accountable plan . However , instead
of reimbursing employees for  the actua l amount  of ou t -of-town
lodging, mea ls, and inciden ta l expenses, the corpora t ion  reimburses
them using the federa l per  diem a llowance for  the loca le of t ravel.
Dur ing the cur ren t  year , the corpora t ion  reimbursed it s employees for
the following expenses:

Air  fa re—actua l $3,100
Lodging and mea ls—per  diem 3,000
Ren ta l ca r—actua l    350
Tota l $6,450

Because the corporation reimburses lodging and meals using a per diem
ra te, the employees a re not  required to document  the amount  of their
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lodging and mea l expenses. They a re required to document  the 
t ime, place, and business purpose of their  t ravel, and they must
adequa tely account  for  the rest  of their  expenses, as expla ined in  the
IRS table (see F igure 8-1, page 182).

The corpora t ion  may deduct  the $6,450 as business t ravel, subject  to
the 50% limita t ion  on  the mea l por t ion  of the per  diem a llowance. The
employees a re not  required to repor t  the reimbursements as taxable
compensa t ion .

S t a n d a r d  m ea l  a l low a n ce

As an alternat ive to a  single per  diem covering lodging, meals, and incidental
expense, an  S corpora t ion  may reimburse employees for  the actua l cost  of
their  ou t -of-town  lodging bu t  use a  st anda rd da ily a llowance for  mea ls and
inciden ta l expenses (M&IE a llowance). The amount  of the a llowance va r ies
based upon  the loca le of t r avel. The ra tes a re published on  the In ternet  a t
www.policyworks.gov/perdiem. If the a llowance does not  exceed the a llowance
au thor ized by the IRS for  the loca le of t r avel, it  is deduct ible by the
corpora t ion  as a  business expenses, subject  to the 50% limita t ion  for  mea ls,
and is non-taxable to the employee a s a  business expense reimbursement .
Fur thermore, employees a re not  r equ ired to document  the amount  of their
ou t -of-town  mea l expenses. The st anda rd a llowance must  be prora ted for
t ravel days of less than  24 hours.3 For  deta ils, see Publica t ion  1542.

For  t r avel before 2003, the t erm “inciden ta l expenses” includes laundry and
fees and t ips for  services, such  a s baggage handling. It  does not  include the
cost  of t elephone ca lls.

R ela t ed -p a r t y r u les

Revenue Procedure 2002-63, I.R.B. 2002-41, discusses specific provisions
applicable to per  diem a llowances pa id for  2002. Per  the revenue procedure,
a  per  diem a llowance for  lodging, mea ls, and inciden ta l expenses cannot  be
used to substan t ia t e the expenses of a  “rela ted pa r ty,” defined as a  corpora te
employee who owns more than  10% of the corpora t ion ’s stock. Under  the
accoun table plan  ru les, these sha reholder -employees must  accoun t  to the
corpora t ion  for  the actua l amount  of their  lodging and mea l expenses, a s
discussed a t  the beginn ing of th is sect ion .

The standard mea l a llowance may be used to substan t ia te the mea l expenses
of a  rela ted pa r ty, provided the employer  reimburses the employee for  actua l
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lodging expenses based on  receipt s submit t ed to the corpora t ion  or  sa t isfies
other  lodging-rela ted requ irements discussed in  the revenue procedure.

S t a n d a r d  m i lea ge a l low a n ce

Many S corpora t ions reimburse employees for  business use of their  ca r s
based on  a  st anda rd mileage a llowance. If the a llowance does not  exceed the
IRS-approved ra te, the corpora t ion  deduct s the expense and the employee
has a  non taxable reimbursement . The employee is r equ ired to accoun t  to the
corpora t ion  for  the number  of business miles dr iven  and the t ime, place, and
business purpose of each  t r ip. However , the employee is not  r equ ired to
accoun t  for  the amount  of h is or  her  au tomobile expenses. The st anda rd
mileage ra te for  2002 is $.365/mile.

T he N onaccoun table Plan  for the
R eim bursem en t of Em ployee
Business Expenses

If an  S corpora t ion  reimburses employees for  business expenses withou t
requ ir ing an  adequa te accoun t ing and/or  permit s employees to keep excess
reimbursements, it  has a  nonaccoun table plan  for  the reimbursement  of
employee business expenses. Reimbursements made under  a
nonaccoun table plan  a re t axable compensa t ion  to employees.

If an  S corpora t ion  reimburses it s employees for  business t r avel and
en ter t a inment  using a  nonaccoun table plan , it  does not  deduct  the
reimbursements a s t r avel and en ter t a inment  expenses on  line 19. Instead,
the reimbursements a re deduct ible a s compensa t ion  expense.

EXAMP LE 5: Sammy Corpora t ion  reimburses it s employees for
business t ravel and en ter ta inment  expenses using a  nonaccountable
plan . The employees receive a  fla t  expense a llowance of $2,000 per
month , for  which  they submit  no documenta t ion  to the corpora t ion .

The expense a llowances a re included in  the employees’ t axable
compensa t ion . The corpora t ion  deducts the expense a llowances as
compensa t ion  expense.

Business Gifts
The deduct ion  for  business gift s is limited to $25 per  person . Specia l ru les
apply to employee ach ievement  awards.4
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N ondeductible Expenses
The following expenses a re nondeduct ible on  Form 1120S:

• dues for  membersh ip in  a  business, socia l, or  recrea t iona l club;

• t ravel expenses of a  spouse or  other  family member  accompanying a
corpora te employee on  business t ravel;

• lavish  and/or  ext ravagant  t ravel and en ter ta inment  expenses;

• the cost  of en ter ta inment  facilit ies, such  as a  yach t .5

Although  club dues a re nondeduct ible, an  S corpora t ion  may deduct  the cost
of business mea ls and en ter t a inment  a t  a  club. Likewise, the cost  of
en ter t a inment  facilit ies is nondeduct ible, bu t  the cost  of mea ls and
en ter t a inment  a t  an  en ter t a inment  facility is a  deduct ible expense.

EXAMP LE 6: Rider Corporation, which maintains a  corporate member-
ship at  a  local country club, incurred the following club expenses:

Dues $1,000
Business en ter t a inment 2,500

The $1,000 of dues is a  nondeduct ible expense. However , the
corporation may deduct  50% of the cost  of the entertainment, or  $1,250.

NOTES

1. For  addit iona l in format ion , see Not ice 95-50, IRB 1995-42.

2. Per  diem a llowances a re discussed in  IRS Publica t ion  535, Business Expenses, and IRS 
Publica t ion  1542, Per Diem  R ates. Per  diem ra tes a re published on  the In ternet  a t  
www.policyworks.gov/perdiem.

3. The standard mea l a llowance is discussed in  IRS Publica t ion  463, T ravel, En tertainm ent,
Gift, and  Car Expenses.

4. IRS Publica t ion  535, Business Expenses, discusses employee ach ievement  awards.

5. However , if an  S corpora t ion  pays club dues and/or  spousa l t r avel expenses for  an
employee, the corpora t ion  may character ize the benefit s a s t axable employee compensa t ion .
In  tha t  case, the corpora t ion  may cla im a  deduct ion  for  the benefit , and the employee repor t s
t axable compensa t ion  income. For  addit iona l in format ion , see Sect ion  274(e)(2) and
Reg. Sect ion  1.274-2(f)(2)(iii).
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������ BUSINESS TRAVEL, ENTERTAINMENT, AND GIFTS

Problem  I.
Mark each  sta tement  True or  Fa lse.

�� In  genera l, an  S corpora t ion  may deduct  50% of the cost  of business mea ls
and en ter ta inment .

a . True b. Fa lse

�� If an  S corpora t ion  reimburses it s employees for  business t ravel and
enter ta inment  using an  accountable plan , the reimbursements a re
nontaxable to the employees.

a . True b. Fa lse

�� If an  S corpora t ion  reimburses employees for  business t ravel and
enter ta inment  using a  nonaccountable plan , the reimbursements a re
taxable income to the employees.

a . True b. Fa lse

�� An S corpora t ion  must  keep deta iled records substan t ia t ing the deduct ion
for  business t ravel and en ter ta inment  expenses.

a . True b. Fa lse

�� The deduct ion  for  business gift s is limited to $25 per  person .

a . True b. Fa lse

�� If an  S corpora t ion  uses a  count ry club exclusively for  business
en ter ta inment , it  may deduct  the count ry club dues.

a . True b. Fa lse
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�� To deduct  business en ter ta inment , an  S corpora t ion  must  document  tha t
a  sign ifican t  business discussion  or  t ransact ion  occurred dur ing the
en ter ta inment  act ivity.

a . True b. Fa lse

	� If it  is customary for  spouses to accompany corpora te employees on
business, an  S corpora t ion  may deduct  the t ravel expenses of both  an
employee and h is or  her  spouse.

a . True b. Fa lse


� An S corpora t ion  may use a  standard mileage a llowance to reimburse
employees for  business use of their  ca rs.

a . True b. Fa lse

��� An S corpora t ion  may deduct  100% of the cost  of lodging for  employees
t raveling away-from-home overn igh t  on  corpora te business.

a . True b. Fa lse

Problem  II.
Mult iple choice. Circle the cor rect  answer .

�� Benton  Corpora t ion  reimbursed the following employee business
expenses under  an  accountable plan :

Air fa re—actua l $1,600
Ren ta l ca r—actua l 800
Mea ls—actua l 1,500
Lodging—actua l  3,500
Tota l $7,400

What  is the corporat ion’s deduct ion for  business t ravel and enter ta inment?

a . $7,400 b. $3,700 c. $6,650 d. $7,100
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�� Clark Corpora t ion  reimbursed the following employee business expenses
under  an  accountable plan :

Mea ls and lodging—per  diem $ 8,200
Enter t a inment—actua l 2,000
Business mileage—$0.31/mile   3,100
Tota l $13,300

The per  diem a llowance did not  exceed the federa l per  diem for  the loca le
of t r avel. For ty percen t  (40%) of the per  diem was a lloca ted to mea ls.
What  is the corpora t ion ’s deduct ion  for  business t r avel and
en ter t a inment?

a . $10,660 b. $13,100 c. $12,100 d. $6,550

�� Supra  Corpora t ion  pa id count ry club dues of $3,500. The club was used
exclusively in  connect ion  with  the corpora t ion’s business. In  addit ion  to
the dues, the corpora t ion  pa id $9,300 for  business mea ls and
enter ta inment  a t  the club. How much of the count ry club expense is
deduct ible on  the corpora t ion’s return?

a . $9,300 b. $4,650 c. $6,400 d. $8,150

�� Major  Corpora t ion  pays it s sa lespeople an  expense a llowance of $1,500
per  month . The employees a re not  required to account  to the corpora t ion
for  their  expenses. Which  of the following sta tements is cor rect?

a . The sa lespeople must  include the expense a llowances in  their
compensa t ion  income.

b. The t ax law requ ires the sa lespeople to accoun t  to the corpora t ion
for  the amount  of their  business expenses.

c. The corpora t ion  may deduct  the expense a llowances a s business
t ravel and en ter t a inment  expense.

d. The corpora t ion  may deduct  50% of the expense a llowances a s
business t r avel and en ter t a inment  expense.
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�� Super  Corpora t ion  spent  $500 on  business gift s for  clien ts, a s ou t lined
below:

Clien t  A: $ 90
Clien t  B: $220
Clien t  C: $170
Clien t  D: $ 20

What  is the corpora t ion ’s deduct ion  for  business gift s?

a . $500 b. $250 c. $100 d. $95
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Problem  I.

�� True

�� True

�� True

�� True

�� True

�� False
Count ry club dues a re nondeduct ible.

�� False
If a  sign ifican t  business discussion , t ransact ion , etc., t akes place
on  the same day as the act ivity, the en ter ta inment  is “associa ted
with” the corpora t ion’s business and it s cost  is deduct ible.

	� False
In general, an S corporat ion may not  deduct  spousal t ravel expenses.


� True

��� True
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Problem  II.

�� c
The corpora t ion  can  deduct  100% of the a ir fa re, ren ta l ca r , and
lodging and 50% of the mea ls.

�� a
60% of the per  diem (0.6 x $8,200) is a lloca ted to lodging and is
fu lly deduct ible. 40% of the per  diem (0.4 x $8,200) is a lloca ted to
meals and is 50% deduct ible. The en ter ta inment  is 50%
deduct ible. The business mileage is 100% deduct ible.

�� b
The dues a re a  nondeduct ible expense. F ifty percen t  (50%) of the
cost  of the mea ls and en ter ta inment , (0.5 x $9,300) is deduct ible.

�� a
The corpora t ion  has a  nonaccountable plan  for  the reimbursement
of employee business expenses. The employees must  include the
reimbursements in  their  t axable income, and the corpora t ion
deducts the reimbursements as compensa t ion  expense.

�� d
The deduct ion  for  business gift s is limited to $25 per  person .
Therefore, the corpora t ion  deducts $25 each  for  clien ts A, B, and
C, and $20 for  clien t  D.
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������ BUSINESS TRAVEL, ENTERTAINMENT, AND GIFTS

Not Sh ow n
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