114 T.C. No. 14

UNI TED STATES TAX COURT

SUTHERLAND LUMBER- SOUTHWEST, I NC., Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 23936-97. Filed March 28, 2000.

P provided its enpl oyees with the use of the
conpany-owned aircraft for nonbusiness flights. P
notified its enployees to report the value of the
flights as inputed incone. P deducted the expenses
incurred in providing the flights. R relying on sec.
274(e)(2), I.R C., determned that deductions for
expenses incurred in providing enployees with
nonbusi ness flights on a conpany-owned airpl ane are
limted to the anobunt reported as inputed incone to the
reci pient enployees. P contends that its expense

deductions are not subject to sec. 274, 1.R C, or, in
the alternative, if subject to sec. 274, I.R C., are
excepted fromthe restriction of sec. 274, |.R C, by
application of sec. 274(e)(2), |I.R C.

Hel d: Sec. 274(e)(2), I.R C., excepts fromthe
effect of sec. 274, |I.R C., deductions of an enployer’s

expenses in connection with an entertainnment facility

and does not |imt or peg the anbunt deductible to the
anount reportable by enployees; i.e., the value of the
benefit received.



Anne G Batter, for petitioner

Robert M Fow er, for respondent.

OPI NI ON

CERBER, Judge: The parties filed cross-notions for parti al
summary judgnent, seeking resolution of whether petitioner is
all owed to deduct its expenses in operating its conpany aircraft
for the benefit of enpl oyees or whether the deduction is limted
to the value of the use of the aircraft--the anmount reportable by
petitioner’s enployees. The parties’ controversy raises the
questi on of whether and how section 274! applies for petitioner’s
1992 and 1993 taxabl e years.

Backgr ound

Petitioner is a corporation with its principal place of
business in Kansas Cty, Mssouri. Petitioner’s president and
vice president are Dw ght Sutherland (Dw ght) and Perry
Sut herland (Perry), respectively. Petitioner is principally
engaged in the retail |unber business with outlets |located in
ei ght Texas cities. In addition to the retail |unber business,
petitioner owned a 1976 Model 25 Lear Jet, which was used for

travel related to the | unber business and for its air charter

1 Unl ess otherwi se indicated, section references are to the
I nternal Revenue Code in effect for the taxable years under
consideration, and Rule references are to the Tax Court’s Rul es
of Practice and Procedure.
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servi ce business operated out of Kansas City. Dw ght and Perry
al so used the plane for travel related to their positions as
directors of other businesses (director’s flights), for other
busi ness and charitabl e purposes (nonvacation flights), and for
vacation travel (vacation flights). 1In 1992, the plane was used
approxi mately 30 percent for charter business, 23 percent for
director’s flights, 18 percent for nonvacation flights, 24
percent for vacation flights, and 5 percent for other purposes.
In 1993, the plane was used approximately 16 percent of the tine
for charter business, 16 percent for director’s flights, 32
percent for nonvacation flights, 24 percent for vacation flights,
and 11 percent for other purposes.

Use of the aircraft for director’s flights, nonvacation
flights, and vacation flights was reported by Dwi ght and Perry as
conpensation in connection with their enploynent with petitioner.
Petitioner calculated and reported the anmount of inputed income
for DM ght and Perry in accord with the valuation formula
provided in section 1.61-21(g), Inconme Tax Regs. Petitioner, in
accord with section 162, deducted its costs incurred in operating
the aircraft, including those flights taken for director’s
flights, nonvacation flights, and vacation flights. Respondent
agrees that petitioner correctly applied and cal cul ated the

i nputed i nconme and associ ated deduction figures pursuant to



sections 61 and 162, |eaving the applicability of section 274 as
the only matter in controversy.

Respondent determ ned i ncone tax deficiencies of $341, 631
and $119,558 for petitioner’s 1992 and 1993 tax years,
respectively. The deficiency determ nations were based on
adj ustnments to deductions involving airplane expenses, net
operating |l oss, environnental tax, alternative mninmmtax, and
contributions. Petitioner noved for partial sunmary judgnent
solely with respect to the disallowance of a portion of its
cl ai med deduction for expenses to operate the aircraft, asking
the Court to hold either that section 274 does not apply or, if
section 274 applies, that section 274(e)(2) excepts petitioner
fromthe provisions of section 274. |If we decide that petitioner
is correct wwth respect to either contention, petitioner’s
partial summary judgnent notion will be granted.

Respondent, in his cross-notion for partial sunmary
j udgnment, asks the Court to hold that section 274 is applicable
and, further, that section 274(e)(2) limts petitioner’s
deduction to the value of the benefits received by enpl oyees with
respect to the vacation flights. Likew se, if respondent’s
position is incorrect wwth respect to either contention,
petitioner’s partial summary judgment notion will be granted and

respondent’ s deni ed.



Respondent conceded that petitioner is entitled to deduct
t he expenses for operating the aircraft for flights attributable
to the lunber business, the air charter business, the nonvacation
flights, and the director’s flights.

Di scussi on

The parties’ cross-notions for partial sunmmary judgnent?
i nvol ve enpl oyee fringe benefits. Normally, answers to such
matters may be found in sections 61, 162, 132, and rel ated
sections. Here, however, we are confronted with the nore vexing
conbi nati on of those sections with section 274, which provides
special rules for disallowance of certain deductions in
connection wth entertai nnent, anusenent, or recreation
activities. Sinplifying matters, the parties agree that the
val ue of the vacation use of the aircraft is reportable by the

enpl oyees as conpensation and that petitioner is entitled to

2 Rul e 121(b) provides that sunmary adjudication upon all or
any part of the legal issues in controversy may be rendered if
t he pl eadi ngs and adm ssions show that no genui ne issue exists as
to any material fact and that a decision may be rendered as a
matter of law. See Sundstrand Corp. v. Conm ssioner, 98 T.C.
518, 520 (1992), affd. 17 F.3d 965 (7th Cr. 1994); Zaentz v.
Comm ssioner, 90 T.C. 753, 754 (1988); Naftel v. Comm ssioner, 85
T.C. 527, 529 (1985). The noving party bears the burden of
proving that there is no genuine issue of material fact, and
factual inferences will be read in a manner nost favorable to the
party opposing summary judgnent. See Dahlstromv. Conm SsSioner,
85 T.C. 812, 821 (1985); Marshall v. Conm ssioner, 85 T.C 267,
271 (1985). The facts necessary to consider the questions
presented here by each notion are contained in pleadings and
ot her docunents in the record and are not controvert ed.
Consequently, the issue hereinis ripe for partial summary
j udgment .
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deduct some anount in connection with that sane use. W consider
whet her petitioner, under section 274, may deduct its aircraft
operating costs in full or whether petitioner’s deduction is
limted to the anobunt reportable as conpensation by the
enpl oyees. In that regard, the parties agree that, w thout
considering section 274, petitioner has correctly deducted its
expenses incurred in operating the aircraft and notified its
enpl oyees to report the value of the use of the aircraft.
Section 162(a) generally provides that a taxpayer is
al l oned a deduction for all ordinary and necessary expenses paid
or incurred by the taxpayer in carrying on a trade or business.
An expenditure is “ordinary and necessary” if the taxpayer
establishes that it is directly connected with, or proximtely

related to, the taxpayer’s activities. See Bingham s Trust v.

Commi ssioner, 325 U. S. 365, 370 (1945). Deductions are a matter

of legislative grace, and petitioner nust prove that it is

entitled to the clained deductions. See Rule 142(a); |1 NDOPCO

Inc. v. Conmm ssioner, 503 U S. 79, 84 (1992); New Colonial Ice

Co. v. Helvering, 292 U S. 435 (1934).

As an ordinary expense of carrying on a trade or business, a
t axpayer/ enpl oyer may deduct expenses paid as conpensation for
personal services. See sec. 162(a)(1l). |If the conpensation is
paid in the formof noncash fringe benefits, section 1.162-25T,

Tenporary I ncone Tax Regs., 50 Fed. Reg. 747, 755 (Jan. 7, 1985),



anmended 50 Fed. Reg. 46006, 46013 (Nov. 6, 1985), provides that
an enpl oyer may take a deduction for expenses incurred in
providing the benefit if the value of the noncash fringe benefit
is includable in the recipient enployee’s gross incone. See also
sec. 1.61-21(b), Inconme Tax Regs. (enployee is required to
include in gross inconme the value of any fringe benefit
received). The enployer may not deduct the anmount included by
t he enpl oyee as conpensation but is required to deduct the
enpl oyer’s costs incurred in providing the benefit to the
enpl oyee. See sec. 1.162-25T, Tenporary Incone Tax Regs., supra.
Sone deductions previously allowabl e under section 162 were
di sal | oned by the enactnent of section 274, anong ot her sections.
Section 274 was enacted to elimnate or curb perceived abuses
W th respect to business expense deductions for entertai nnent and
travel expenses and for gifts. See H Rept. 1447, 87th Cong., 2d
Sess. (1962), 1962-3 C B. 402, 423; S. Rept. 1881, 87th Cong., 2d
Sess. (1962), 1962-3 C. B. 703, 730-731. Section 274(a)(1) (A
generally provides for the disallowance of deductions, otherw se
al | owabl e under chapter 1 of the Internal Revenue Code, involving
an entertai nnent, anmusenent, or recreation activity. Section
274(a) (1) (B) disallows the deduction of otherw se allowable
expenses incurred with respect to a facility used in connection

Wi th such an activity. See Harrigan Lunber Co. v. Conm Ssioner,
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88 T.C. 1562, 1564-1565 (1987), affd. w thout published opinion
851 F.2d 362 (11th Cir. 1988).

Al t hough section 274(a) is designed generally to prohibit
deductions for certain entertai nnent-rel ated expenses, section
274(e)(2) provides that the deduction disall owance provision of
section 274(a) wll not apply to:

Expenses treated as conpensation. -- Expenses for goods,
services, and facilities, to the extent that the
expenses are treated by the taxpayer, with respect to
the recipient of the entertai nnent, anusenent, or
recreation, as conpensation to an enpl oyee on the
taxpayer’s return of tax under this chapter and as
wages to such enpl oyee for purposes of chapter 24
(relating to withholding of inconme tax at source on
wages). [ Enphasi s added. ]

Petitioner argues that the “to the extent” |anguage acts to
except its deduction, as clained, fromthe reach of section 274.
Conversely, respondent argues that the “to the extent” |anguage
acts to limt petitioner’s deduction to the anount includable as
i ncone by its enpl oyees.

Respondent agrees that, but for section 274, petitioner’s
cl ai mred deduction would be allowable in full. In addition,
respondent does not challenge petitioner’s fringe benefit income
val ue cal cul ati ons under section 61. Even on the assunption that
section 274 applies, if we hold that subsection 274(e)(2) renoves

petitioner’s deduction fromthe reach of section 274, then



petitioner prevails.® Accordingly, we first address the parties’
argunents that focus on section 274(e)(2); i.e., whether it acts
as an exception or a limtation.

The section 274(e)(2) question is whether Congress intended
the words “to the extent that” to except taxpayers from section
274(a) or whether it limts a taxpayer’'s deduction to the anount
of incone includable by the enployee. Cenerally, for purposes of
i nput ed enpl oyee fringe benefit inconme, the value of a benefit
received fromuse of corporate property is the fair rental val ue

of such property |less any reinbursenent. See lreland v. United

States, 621 F.2d 731, 737-739 (5th G r. 1980); Loftin & Wodard,

Inc. v. United States, 577 F.2d 1206, 1219 (5th G r. 1978); Dol e

v. Comm ssioner, 43 T.C. 697, 707 (1965), affd. 351 F.2d 308 (1st

Cr. 1965); Levy v. Conm ssioner, T.C Meno. 1984-306. Congress,

however, has provided specific valuation rates for certain

benefits, including enployer-provided flights on noncomerci al

3 Because of our holding on the sec. 274(e) issue, we need
not and do not decide whether the aircraft in this case is a
“facility” used in connection with “an activity which is of a
type generally considered to constitute entertai nnment, anusenent,
or recreation”. Sec. 274(a)(1)(A) and (B). It would also
i ncl ude deciding whether an aircraft, or the aircraft in this
case, is a transportation facility and/or which type of facility
it my primarily be. The answer to that question would be
transitory in nature because the use could change on a year-by-
year basis. Because of our holding on the sec. 274(e) issue, the
outcone in this case would be the sane irrespective of our
hol di ng on the broader question of whether sec. 274 applies. 1In
addition, our holding in the context of sec. 274(e) provides a
uni versal answer to the controversy between the parties here.
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aircraft, for purposes of conputing the anount of incone taxable
to the enpl oyee. See sec. 1.61-21(g), Inconme Tax Regs. Such
rates do not bear a correlation to the actual costs incurred by
the aircraft’s owner/operator. |Instead, the rates are derived
fromuse of a percentage of commercial flight fares. “[T]he

mul tiples used are intended to approxi mate coach and first-class
fares on comercial airlines (e.g., 125 percent of the SIFL

[ Standard I ndustry Fare Level] rates approxi mates coach fare and
200 percent of the SIFL rates approximtes first-class fare).”
50 Fed. Reg. 52281, 52283 (Dec. 23, 1985) (prefatory |anguage to
sec. 1.61-2T, Tenporary Inconme Tax Regs.). The use of this
bright-1ine approach can result in uneven or differing
treatnent.* As a result, in sone cases, such as the one under
consideration, it is possible that an enpl oyee woul d be required
to report a |lower value as incone while the enpl oyer woul d be

al l owed to deduct a higher cost anmount. The opposite result
could also occur; i.e., the value of an enployee’s use or benefit
is greater than the cost to the enployer. |In that setting, the
enpl oyer would be limted to deducting cost, even though the
enpl oyee woul d be required to report incone in excess of the

al | owabl e deducti on.

4 See 131 Cong. Rec. 7305-7310 (1985), wherein Senator
Met zenbaum di scussed the differences in the cost of travel in a
smal | plane, which could be less than the SIFL val ue inputed as
income, and in a luxury plane, which could be greater than the
SIFL val ue inputed as incone.
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Section 274(e) is entitled “Specific Exceptions to

Application of Subsection (a)”. (Enphasis supplied.) Likew se,
the legislative history contains references to “exceptions” in
descri bing section 274(e)’s subsections. See H Rept. 1447,
supra, 1962-3 C. B. at 428; S. Rept. 1881, supra, 1962-3 C. B. at
742. More particularly, in connection wth section 274(e), the
| egislative history contains the foll ow ng statenent:

The bill contains nine exceptions to the general

di sal | owance provision * * *_ \Wiere an expense falls

wi thin one of the enunerated exceptions, the itemwl|

continue to be deductible to the same extent as all owed

by existing | aw
H Rept. 1447, supra, 1962-3 C.B. at 428; S. Rept. 1881, supra,
1962-3 C.B. at 742. Accordingly, section 274(e) was intended to
except certain categories of deduction fromthe effect of section
274. Subsequent |egislative history also references subsection
274(e) as providing for exceptions. See H Rept. 99-426 (1985),
1986-3 C.B. (Vol. 2) 1, 118. (“If an exception [from subsection
274(e)] applies, the entertai nment expenditure is deductible if
it is ordinary and necessary and if any applicable section 274(d)
substantiation requirenments are satisfied.”)

Collaterally, and by way of conparison, section 274(e)(9),
concerni ng deductions for expenses for nonenpl oyees, contains the
“to the extent that” | anguage. The |egislative history

concerni ng that subsection references subsection (e)(9) as an

exception. See S. Rept. 96-498 (1979), 1980-1 C B. 517, 545-546.
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Those sane congressional materials also contain an exanple of a
manuf acturer’s allowi ng use of an entertainnent facility by a
nonenpl oyee dealer. It provides that, as long as all reporting
requi renents are nmet, “the manufacturer will not be subject to
these [deduction] limtations if the value of the entertai nnent
facilities are includible in income of the dealer”. [d. at 546.
In other words, section 274 does not apply, and any restrictions
are renmoved with respect to otherw se all owabl e deductions by
enpl oyers as long as the value of the benefit is included in the
nonenpl oyee deal er’ s i ncone.

Respondent al so seeks support in the legislative history.
Respondent contends that his interpretation of section 274(e) is
supported by the purpose stated for section 274. W have al ready
poi nted out that section 274 was intended to curb the perceived
abuses occurring wth expense accounts and the resulting
substantial tax-free benefits conferred on the recipients. H
Rept. 1447, supra, 1962-3 C. B. at 423. Respondent argues that
the difference between the value and cost here confers benefits
not intended by the enactnent of section 274. Respondent’s
argunment m sses the mark for several reasons. Firstly,
irrespective of section 274, the enpl oyees are being taxed in
accord with the Internal Revenue Code for the benefits received,
a fact wwth which respondent agrees. Secondly, petitioner, as

enpl oyer, received no tax-free benefit. Thirdly, although
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petitioner has deducted its expenses of operating the aircraft,
that is no nore or less than it was entitled to under section 162
and pertinent regulations. Finally, the application of the
benefit provisions requiring the reporting of the value of the
benefit to the enployee may result in the enpl oyee’ s reporting
nmore inputed inconme than the enployer is entitled to deduct.

Wth little support for respondent’s position, we find
petitioner’s interpretation of the “to the extent” |anguage of
section 274(e)(2) is nore appropriate and nore |ikely the one

i nt ended.

W al so note that the section 274(e) regulations also refer
to the section 274(e) subsections as exceptions. See, e.g., Sec.
1.274-2(f)(2), Income Tax Regs., listing the nine categories of
expenditures simlar to those listed in section 274(e). One of
t hose categories includes travel and entertai nnment expenses “to
the extent that” they are treated as conpensation. Sec. 1.274-
2(f)(2)(1ii), Income Tax Regs. Section 1.274-2(f)(1), Income Tax
Regs., provides that the limtations on deductions for
entertai nnent expenses are not applicable to the listed
categories. That regulation also provides that the expenditures
in those categories shall be deductible to the extent all owable
under chapter | of the Code. See id. These factors also support

petitioner’s interpretation of the subsection as an exception.
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O her portions of section 274 have obvi ous caps or
limtations on the anmount of deduction avail able to taxpayers.
For exanple, section 274(b)(1) limts deductions for gifts “to
the extent that such expense * * * exceeds $25.” Therefore,
section 274(e)(2) could have been phrased “expenses are
deductible to the extent that they do not exceed the anmount of
expenses treated as conpensation” or “to the extent of the anount
i ncludible in an enpl oyee’s income”. Congress, however, did not
use |l anguage that |imts the anmount deductible to the amounts
i ncl udabl e.

There exi st numerous other exanples in the Internal Revenue
Code where Congress intended to place limtations on particul ar
itenms. Sone are obvious and sone nore subtle. By neans of
slight yet significant nodification to section 274(e)(2), a
limtation, as opposed to an exception, could have been
articulated. By changing “to the extent that” to “to the extent
of”, alimtation could have nore unanbi guously been placed. See
secs. 119(d)(2), 125(d)(2)(B), 136(b), 165(d), 165(h)(2)(A),
170(d) (1) (A, 277(a), and 306(d)(2).

Section 83 is another exanple of a section expressly
[imting the anount of an enployer’s deduction. Addressing the
deduction avail able for property transferred for the performnce
of services, Congress restricted the anount of the deduction to

“an anount equal to the anpunt included * * * in the gross incone
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of the person who perfornmed such services”. Sec. 83(h). These
exanples, the legislative history, and the above anal ysis
convince us that Congress did not intend a limtation in section
274(€) (2).

As a final coment, we note that while respondent is
critical of the msmatch of incone and expense that could occur
under petitioner’s interpretation, respondent does not conment on
the m smatch possi ble under his scenario if the costs associ ated
with providing the flight are I ess than the SIFL val ue dictated
by the Code. Mboreover, respondent does acknow edge that the
interaction of sections 61 and 162 in the benefits area al ready
permts the possibility for m smatched i nconme and deducti ons.
There is no indication that Congress was attenpting to fix any
such possible m smatch by enacting section 274. To the contrary,
the legislative history seens to indicate otherw se.

For the reasons outlined above, we hold that section
274(e)(2) acts to except the deductions in controversy fromthe
effect of section 274, and, accordingly, petitioner’s deduction
for operation of the aircraft is not limted to the val ue
reportable by its enployees. 1In view of the foregoing, it is
unnecessary to decide the general applicability of section 274(a)
to the expenses of conpany-owned aircraft used for personal

travel



In Iight of the foregoing,

An appropriate order will be

i ssued.



