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ACTION: Final and temporary regulations.

SUMMARY: This document contains final and temporary regulations concerning the taxation and valuation of fringe
benefits and exclusions from gross income for certain fringe benefits. This document also specifies the effective dates
for certain temporary regulations relating to the same matters. Changes to the applicable law were made by the Tax
Reform Act of 1984, the Consolidated Omnibus Budget Reconciliation Act of 1985, the Repeal of Contemporaneous
Recordkeeping Requirements, and the Tax Reform Act of 1986. The regulations affect any person providing or receiv-
ing fringe benefits. The regulations provide these persons with the guidance necessary to comply with the law.

DATES:

EFFECTIVE DATE: The final regulations are effective as of January 1, 1989, except that §§ 1.132-1(b)(1) with respect
to the use of air transportation by a parent of an employee and 1.132-4(d) are effective as of January 1, 1985. The tem-
porary regulations are effective from January 1, 1985, through December 31, 1988.

ADDRESSES:
FOR FURTHER INFORMATION CONTACT: Richard Pavel at telephone 202-377-9372 (Not a toll-free number).

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

The collection of information contained in this final regulation has been reviewed and approved by the Office of
Management and Budget in accordance with the requirements of the Paperwork Reduction Act (44 U.S.C. 3504(h)) un-
der control number 1545-0771. The estimated average burden per respondent/recordkeeper is 5 hours and 30 minutes.

These estimates are an approximation of the average time expected to be necessary for a collection of information.
They are based on such information as is available to the Internal Revenue Service. Individual respondents/record-
keepers may require more or less time, depending on their particular circumstances.

Comments concerning the accuracy of this burden estimate and suggestions for reducing this burden should be di-
rected to the Internal Revenue Service, Attn: IRS Reports Clearance Officer TR:FP, Washington, DC 20224, and to the
Office of Management and Budget, Paperwork Reduction Project, Washington, DC 20503.

Background
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On December 23, 1985, the Federal Register published temporary regulations (50 FR 52281) on the taxation and
valuation of fringe benefits and exclusions from gross income for certain fringe benefits. Those regulations provide
guidance on the tax treatment of taxable and nontaxable fringe benefits and general rules for the valuation of taxable
fringe benefits. The regulations also provide special rules for valuing employer-provided vehicles, flights on employer-
provided aircraft, employer-provided free or discounted flights on commercial airlines, and meals at employer-operated
eating facilities. The text of those temporary regulations also served as the comment document for a notice of pro-
posed rulemaking ("the proposed regulations") published in the Federal Register for the same day (50 FR 52333).

Many comments were received from the public on the proposed regulations. In addition, on April 29, 1986, the In-
ternal Revenue Service held a public hearing concerning the regulations. In response to the comments received and the
statements made at the public hearing, the proposed regulations have been adopted as revised by this Treasury decision.

The final regulations contained in this document apply as of January 1, 1989. The final regulations under section
61 are contained in § 1.61-21. The final regulations under section 132 are contained in § 1.132-0 through § 1.132-8; §
1.132-0 contains an outline of the section 132 regulations. For benefits received in 1985, 1986, 1987 and 1988, the
temporary regulations published in the Federal Register for December 23, 1985, apply. Those regulations are con-
tained in § 1.61-2T and § 1.132-1T through § 1.132-8T.

Certain provisions of the Consolidated Omnibus Budget Reconciliation Act of 1985 (COBRA) and the Tax Reform
Act of 1986 apply to benefits received after 1984. Even though these provisions are reflected in the final regulations
and not in the temporary regulations, the provisions are effective as of January 1, 1985. For these rules, see the follow-
ing discussion concerning no-additional-cost services.

Summary of Comments and Explanation of Provisions
Cost of Group-Term Life Insurance on the Life of an Individual Other Than an Employee

The final regulations clarify that the cost of group-term life insurance on the life of an individual other than an em-
ployee (such as the spouse of an employee), even if an incidental cost, is to be included in the employee's gross income.

Provider of a Fringe Benefit

The final regulations make clear that a fringe benefit provided to an employee by someone other than the employer
(such as a client or customer of the employer) must be included in the employee's income, unless otherwise excluded.

Election To Use Special Valuation Rules

Many comments were received on the requirement that employers notify employees of their intent to use a special
valuation rule. Commentators questioned the purpose of the notification requirement. Commentators also suggested
that the regulations provide guidance on the manner of providing the notice to employees and the information that must
be contained in the notice.

The purpose of the notification requirement is to advise employees of the substantiation requirements that apply
when certain special valuation rules are used. For example, if an employer intends to use the automobile lease valua-
tion rule or the vehicle cents-per-mile valuation rule, adequate records that substantiate the employee's business use of
the vehicle must be maintained (see section 274(d) and the regulations thereunder). On the other hand, if the commut-
ing valuation rule is used, the employee need only keep track of the number of one-way commutes in the vehicle.
When the commuting valuation rule is used, the section 274(d) substantiation requirement is satisfied by the employer's
written policy statement and records that indicate that the conditions of the commuting valuation rule are satisfied.

The final regulations provide that employers must notify employees of (1) the special valuation rule or rules that
they intend to use, (2) the applicable substantiation requirements, and (3) the effect of failing to comply with the sub-
stantiation requirements. The final regulations also provide that the notice must be provided in a manner reasonably
expected to come to the attention of all affected employees. For example, the notice may be provided in a mailing or
with the employees' paychecks.

The final regulations also provide that employers need not notify employees of their intention to continue using a
particular valuation rule in a subsequent calendar year. Therefore, if an employer notified an employee that the auto-
mobile lease valuation rule would be used for 1989 the employer need not provide additional notification that the same
rule will be used for 1990.
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Commentators questioned the effect of an employer's failure to satisfy the notification requirement with respect to a
particular employee. The final regulations provide that an employer may use a special valuation rule for a year even
though the employer did not provide the requisite notice for that year only if the employer receives a statement from the
affected employee indicating that the employee knows (1) that the employer intends to use a particular valuation rule for
that year, (2) the applicable substantiation requirements, and (3) the effect of a failure to comply with such require-
ments. The employee statement must be received by January 31 of the year following the year for which the notice
was not provided.

Automobile Lease Valuation Rule

Commentators requested that the final regulations provide guidance on determining the fair market value of auto-
mobiles that are leased by an employer. In response to the comments, the final regulations provide that employers who
lease automobiles may treat the manufacturer's suggested retail price of an automobile less eight percent as the fair mar-
ket value of the automobile for purposes of calculating the Annual Lease Value of a leased automobile.

It should also be noted that the determination of the fair market value of an automobile that is purchased by an em-
ployer has been revised in the final regulations, so that sales tax and title fees attributable to the purchase of an automo-
bile are part of the purchase price of the automobile.

The proposed regulations provide that the value of an automobile available to an employee for less than 30 consec-
utive days is the Daily Lease Value. The Daily Lease Value is four hundred percent of a pro-rated Annual Lease Value.
With respect to three situations, commentators complained that the Daily Lease Value is not the appropriate measure of
value.

The first situation occurs when an automobile is provided to an employee for a continuous period of more than 30
days, but the period of availability straddles two calendar years. The final regulations permit use of a pro-rated Annual
Lease Value in this case.

The second situation occurs with respect to the provision of demonstration automobiles to employees of automobile
dealerships. Commentators stated that employees of automobile dealerships are provided automobiles on a continuous
basis, but that because the automobiles are included in the dealership's inventory and thus are subject to sale, a particu-
lar automobile may not be available to an employee for at least 30 consecutive days. Because the employees have
demonstration automobiles available on a continuous basis for periods in excess of 30 days, the Annual Lease Value or a
pro-rated Annual Lease Value more appropriately reflects the value of the benefit provided to the employees. The final
regulations permit this treatment and provide that such values are generally determined by reference to the average of
the fair market values of the automobiles available to the employees.

The third situation involves fleet automobiles. Commentators stated that employees who have fleet automobiles
continuously available for 30 or more days may not have the use of the same automobile for at least 30 consecutive
days. The final regulations provide that if an employer is using the fleet-average valuation rule and makes fleet cuto-
mobiles available to an employee for a period of at least 30 consecutive days, the employer may treat the employee as
having one of the fleet automobiles available to him for the entire period. In this case, the automobile deemed avail-
able is treated as having a fair market value equal to the fleet-average value.

The proposed regulations provided that the value of fuel provided in kind may be valued at 5.5 cents per mile and
that the cost of fuel reimbursements or charges to the employer must be determined by reference to the actual amount of
reimbursement or charge. Many commentators objected stating that it is difficult to determine the amount reimbursed
or charged when fuel is provided for many automobiles. They stated that the fuel valuation rule should be the same
whether or not the fuel is provided in kind.

For administrative convenience, the final regulations provide that an employer using the fleet-average valuation
rule may value fuel provided to employees (whether or not provided in kind) at 5.5 cents per mile if it would impose un-
reasonable administrative burdens on the employer to determine the actual amount reimbursed or charged.

Valuation of Chauffeur Services

Commentators also requested that the regulations provide guidance on the valuation of chauffeur services. The fi-
nal regulations provide that the services of a chauffeur may be valued by reference to either: (1) The fair market value
of such services as determined in an arm's length transaction; or (2) the compensation of the chauffeur. For this pur-
pose, the chauffeur's compensation includes compensation as defined in section 414 (q)(7) as well as the fair market
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value of nontaxable lodging (if any) provided to the chauffeur by the employer. Under either method, the amount of
time that a chauffeur is on-call to perform driving services for the employer is included in the value of such services. If
a chauffeur drives an employee for both business and personal purposes, the value of the chauffeur's services that is in-
cludible in the employee's income is based on the amount of time the chauffeur spends driving or is on-call to drive the
employee for personal purposes. The final regulations elaborate upon these rules and provide examples of the compu-
tations.

An employee may exclude from gross income, as a working condition fringe benefit, the excess of the value of the
chauffeur services for personal purposes as determined under § 1.61-21(b)(5).

Moreover, if an employer provides an employee with a bodyguard/chauffeur for a bona fide business-oriented secu-
rity concern, and but for such bona fide business-oriented security concern, the employee would not have been provided
such a bodyguard/chauffeur, the entire value of the services of the bodyguard/chauffeur is excludable from gross income
as a working condition fringe. A bodyguard/chauffeur must be trained in evasive driving techniques.

Vehicle Cents-per-Mile Valuation Rule

Many commentators were pleased that the proposed regulations provided a vehicle cents-per-mile valuation rule.
Commentators stated, however, that the rule is not available to value the personal use of vehicles valued at greater than
the threshold amount (e.g., $12,800 for 1988). Because application of the cents-per-mile rule to the personal use of ve-
hicles valued at greater than the threshold amount results in undervaluation of the benefit provided, the final regulations
retain the restriction contained in the proposed regulations.

The threshold amount is determined by reference to the total recovery deductions available with respect to a vehicle
placed in service in the current year. The final regulations provide, that the threshold amount for vehicles placed in ser-
vice before 1989 remains no more than $12,800. With respect to vehicles placed in service in or after 1989, the thresh-
old amount is $12,800 as adjusted for the automobile price inflation adjustment.

Commentators requested that the regulations provide guidance on the requirement that the vehicle be regularly used
in the employer's business. In response, the final regulations provide two safe harbor rules. A vehicle is considered
regularly used in an employer's business if the vehicle is generally used each workday to transport at least three employ-
ees in an employer-sponsored commuting vehicle pool. A vehicle is also considered regularly used in an employer's
business if at least 50 percent of the miles placed on the vehicle during the year are for the employer's business. The
requirements for the use of the vehicle cents-per-mile rule are relaxed in the final regulations by deleting the require-
ment that the vehicle must be driven by each employee who wants to take advantage of the rule at the rate of 10,000
miles per year. Therefore, as long as the vehicle is driven 10,000 miles during a year and meets the other requirements
of the vehicle cents-per-mile rule, each may take advantage of the vehicle cents-per-mile rule.

Co-Owner or Co-Lessee

To determine the fair market value of an automobile for purposes of applying the annual lease valuation rule or the
dollar limitation required by the vehicle cents-per-mile rule, the final regulations provide special rules for calculating
such amounts when a vehicle is owned or leased by both an employer and an employee.

Generally, if the employee receives an ownership interest in the vehicle, the fair market value of the vehicle for pur-
poses of determining the Annual Lease Value, or for applying the vehicle cents-per-mile dollar limitation is computed
by deducting the amount of the employee's contribution. If the interest acquired by the employee in the vehicle is not
proportionate to the employee's contribution, the reduction in fair market value is decreased. Similar rules apply in the
situation of an employee contribution to a lease. If the employee does not receive an ownership interest in the em-
ployer-provided vehicle, then the fair market value is determined without regard to any amount contributed by the em-
ployee. However, the amounts contributed by the employee will then reduce the amount includible in the employee's
income for the personal use of the vehicle. An example illustrates the application of this rule.

Commuting Valuation Rule
In General

The commuting valuation rule is available to value the commuting-only use of employer-provided vehicles. The
rule is not available if an employee is allowed to make more than de minimis use of the vehicle for any personal pur-
pose other than commuting or if the employee in fact makes more than de minimis use of the vehicle for other personal
purposes. The proposed regulations also provided that the rule is not available if the employee is a control employee.
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The final regulations retain the control employee restriction provided in the proposed regulations. The restriction was
retained because there was concern that employees who are able to control the use or assignment of employer-provided
vehicles might not impose these usage restrictions on themselves. There is also concern that control employees are
provided the commuting use of more expensive vehicles than are provided to non-control employees.

The commuting valuation rule applies only if the employer requires the employee to use the vehicle in the em-
ployer's business and provides the vehicle to employees for a bona fide noncompensatory business reason of the em-
ployer. Commentators stated that the commuting valuation rule should be available when the vehicle is provided for
use in an employer-sponsored commuting vehicle pool but does not meet these two requirements. The final regulations
provide that a vehicle generally used each workday to transport at least three employees to and from work in an em-
ployer-sponsored commuting pool is deemed to meet the business use and business reason requirements.

Shared Vehicle Usage

Although the proposed regulations set forth a number of special valuation rules for the use of a vehicle, those regu-
lations did not address the situation of shared vehicle usage by more than one employee at the same time. The final
regulations provide that if an employer provides a vehicle to employees for use by more than one employee at the same
time, the employer may use any of the special valuation rules that would otherwise be applicable to value the use of that
vehicle. However, the employer must apply the same rule with respect to all such employees and must allocate the
value of the use of the vehicle among the employees who share the use of the vehicle based upon the relevant facts and
circumstances.

Control Employee Definition

The preamble to the proposed regulations requested comments from the public on the definition of a control em-
ployee of a government employer. Commentators requested that the Service and Treasury clarify the definition of an
executive officer of a state or local government. In response, the final regulations replace both the executive officer
test and the appointment and confirmation test of the proposed regulations with a single compensation test. Thus, un-
der the final regulations, a control employee of a government employer is either an elected official or an employee
whose compensation equals or exceeds the compensation paid to a Federal Government employee holding a position at
Executive Level V, determined under chapter 11 of title 2, United States Code, as adjusted by section 5318 of title 5,
United States Code.

Since the temporary regulations were issued, some commentators have expressed concern that the nongovernment
control employee definition provided in the proposed regulations may inappropriately treat certain employees as control
employees. For example, employees who are named officers of nongovernment employers but who do not have the
authority to control the use or availability of employer-provided vehicles should not be treated as control employees.

In response, the final regulations amend the definition of a control employee of a nongovernment employer to provide
that an officer of an employer is a control employee only if the officer's compensation equals or exceeds $50,000, as in-
dexed (for 1988 the compensation level rose to $52,235).

It is also apparent that many employees of nongovernment employers have the ability to control the use or avail-
ability of employer-provided vehicles but are not officers or owners of the employer. Because these employees should
be treated as control employees but were not under the definition in the proposed regulations, the final regulations pro-
vide that an employee whose compensation equals or exceeds $100,000 is a control employee, whether or not the em-
ployee is also an officer or owner of the employer.

To provide uniformity within the fringe benefits rules, the final regulations permit an employer to treat all employ-
ees who are "highly compensated" employees under the nondiscrimination rules of section 132 as control employees in
lieu of applying the commuting rule control employee definition. Under this option, all employees who are "highly
compensated" employees are considered "control employees" for purposes of the commuting valuation rule, and em-
ployees who are not "highly compensated" are not considered "control employees" regardless of their positions.

Noncommercial Aircraft Flight Valuation Rule
Flight on an Employer-Provided Aircraft

The proposed regulations provided a single general valuation rule to determine the fair market value of a personal
flight on an employer-provided aircraft. The final regulations provide further guidance on the appropriate determina-
tion and distinguish between a piloted aircraft and an aircraft furnished without a pilot.
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The value of a flight on a piloted employer-provided aircraft solely for personal purposes is equal to the amount
that an individual would have to pay in an arm's-length transaction to charter the same or a comparable piloted aircraft
for that period for the same or a comparable flight. The value of a flight on an employer-provided aircraft that is fur-
nished without a pilot solely for personal purposes is the amount that an individual would have to pay in an arm's-length
transaction to lease the same or comparable aircraft on the same or comparable terms for the same period in the geo-
graphic area in which the aircraft is used.

If the flight is for both business and personal purposes, then the portion attributable to personal purposes will be in-
cluded in the employee's income. Moreover, a flight by any employee which is solely for business purposes may be
excludable from income pursuant to section 132(d) and § 1.132-5.

Control Employee Definition

Under the proposed regulations, the safe harbor value of a flight on an employer-provided aircraft depends on
whether the employee is a control employee. Those regulations define a control employee as any officer of the em-
ployer, limited to the lesser of one percent of all employees of the employer, or ten employees. If an employer is part
of a controlled group of corporations or is otherwise required to be aggregated with other employers under certain ag-
gregation rules, the proposed regulations provide that the officer test must be applied with respect to each separate em-
ployer, rather than with respect to the employer group.

Commentators objected stating that the officer test should be applied with respect to the employer group, rather
than to each separate employer. Under this approach, an employee would be a control employee only if the employee
were an officer of the controlled group of entities. Because employees are generally officers of separate entities of a
controlled group of corporations, rather than officers of the group, the final regulations retain the rule of the proposed
regulations. However, an officer of one entity of a controlled group of entities shall not be treated as an officer of any
of the other entities of the controlled group.

A similar limitation rule is provided with respect to the highly-paid control employee test. The final regulations
define a control employee as an employee within the top one-percent most highly-paid employees, limited to a maxi-
mum of 50 employees.

The final regulations also provide guidance as to the circumstances under which a control employee who is no
longer employed by the employer will continue to be treated as a control employee. The former employee rule does
not affect the number of employees who may be treated as control employees under the officer and compensation limits
of the control employee definition used for the aircraft valuation rule.

Seating Capacity Rule

The proposed regulations provided a special seating capacity rule under which the value of a flight on an employer-
provided aircraft may in some situations be deemed to be zero. The special rule is based on the regular passenger seat-
ing capacity of the aircraft.

Commentators requested that the regulations provide additional guidance on determining the regular passenger
seating capacity of an aircraft. In response, the final regulations provide that the regular passenger seating capacity of
an aircraft does not include seats that cannot legally be used during takeoff and have not at any time been used during
takeoff. Jumpseats and removable seats used solely for purposes of flight crew training are included in the regular pas-
senger seating capacity if the seats can legally be used or have ever been used during takeoff for other than flight crew
training. The final regulations also provide that the regular passenger seating capacity of an aircraft reflects any perma-
nent reduction in the number of seats on the aircraft. However, if at any time within 24 months after such reduction,
any seats are added back to the aircraft, the total passenger seating capacity prior to the reduction will be counted for
purposes of this rule.

Under the seating capacity rule of the proposed regulations, if at least 50 percent of the regular passenger seating
capacity of an aircraft is occupied by individuals whose flights are primarily for the employer's business, the value of a
flight on the aircraft by an employee, his spouse, or dependent child is deemed to be zero. When determining whether
the seating capacity rule is satisfied, the proposed regulations provide that the 50-percent test must be satisfied when the
individual whose flight is being valued boards the aircraft and when the individual deplanes.

Commentators stated that the 50-percent test should be applied either at the time the individual boards the aircraft
or at the time the individual deplanes. Other commentators stated the seating capacity rule should be replaced by a rule
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providing that the value of a flight is zero if at least 50 percent of the passengers on board were flying for the employer's
business.

The seating capacity rule provided in the proposed regulations reflects the provisions of a Treasury Department let-
ter addressed to Senator Robert Dole (131 Cong. Rec. S6369 (daily ed. May 16, 1985)). For the reasons cited in the
letter, the final regulations retain the seating capacity rule as proposed.

Commercial Aircraft Flight Valuation Rule -- Space Available Flight

For purposes of the definition of a space available flight in the commercial flight valuation rule, the final regula-
tions clarify that a flight will not be considered a space available flight unless the nondiscrimination requirements of §
1.132-8 of the regulations is satisfied.

No-Additional-Cost Services

Prior to the Consolidated Omnibus Budget Reconciliation Act of 1985 (COBRA), a no-additional-cost service
(such as a space-available flight on a commercial airline) was excludable from gross income if provided to an employee
of the airline, the employee's spouse, or the employee's dependent child. The proposed regulations reflect this provi-
sion. COBRA amended this rule, however, to provide that the no-additional-cost service exclusion is also available in
the case of air transportation provided to the parents of an airline employee. The final regulations reflect the COBRA
change which is effective for flights taken after December 31, 1984.

COBRA also provided rules concerning the applicability of the no-additional-cost service exclusion to space-avail-
able flights provided to employees working in airline-related services and employees working for qualified air trans-
portation organizations. In addition, the Tax Reform Act of 1986 provided rules concerning the applicability of the no-
additional-cost service exclusion to telephone service provided to predivestiture employees. The final requlations re-
flect these rules which are effective January 1, 1985.

Line of Business

A no-additional-cost service or a qualified employee discount provided to an employee (or a no-additional-cost ser-
vice provided pursuant to a reciprocal agreement) is only available with respect to property or services that are offered
for sale to customers in the ordinary course of the same line of business in which the employee receiving the property or
service performs substantial services.

The final regulations clarify that the line of business limitation is not satisfied if the employer's products or services
are sold primarily to employees of the employer, rather than to customers. Moreover, the final regulations clarify that
the line of business requirement is a limitation upon, and may not be used as a means to expand, the fringe benefits that
may be offered to employees.

Finally, the regulations provide for certain grandfather rules relating to certain retail stores, telephone services pro-
vided to pre-divestiture retirees, certain affiliates of commercial airlines, affiliated groups operating airlines, and quali-
fied air transportation organizations.

Employer-Operated Eating Facility Rules

Section 132(e) provides that gross income does not include the value of meals provided at an employer-operated
eating facility if revenues from the facility normally equal or exceed the direct operating costs of the facility and certain
nondiscrimination rules are satisfied. The proposed regulations defined direct operating costs and provided that the di-
rect operating costs test must be applied to each separate facility operated by an employer. A special exclusion for the
costs and revenues attributable to meals received by volunteers at a hospital, either free or at a discount, has been added
in the final regulations.

Many commentators stated that administrative burdens would be relieved if employers were allowed to aggregate
the costs and revenues of their eating facilities to determine whether the direct operating costs test is met. The final
regulations adopt this approach. It should be noted, however, that the final regulations do not permit employers to ag-
gregate eating facilities for purposes of the nondiscrimination rules.

The proposed regulations defined an employer-operated eating facility for employees. One of the conditions pro-
vided in those regulations is that substantially all of the use of the facility is by employees of the employer. As re-
quested by commentators, the final regulations remove the restriction.
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Where the value of meals in an employer-operated eating facility may not be excluded from income under these
regulations, that value must be included in the employee's income. The final regulations provide that the amounts to be
included in the employee's income must be calculated separately with respect to each separate eating facility, even if the
facilities were aggregated for other purposes.

The final regulations clarify that the individual meal subsidy rule is only available if a charge is made to each em-
ployee for each meal selection and if each employee is charged the same price for any given meal selection.

Finally, for purposes of applying the total meal subsidy rule, the final regulations provide that an employer may
only allocate the total meal subsidy on a per-employee basis if such employer has information that would substantiate
that each employee was provided approximately the same number of meals at the facility.

Working Condition Fringes -- In General
The final regulations provide additional examples to illustrate many of the working condition fringe benefit rules.

The final regulations further provide that in lieu of excluding the value of a working condition fringe with respect
to an automobile, an employer using the automobile lease valuation rule may include in an employee's gross income the
entire Annual Lease Value of the automobile.

Security Transportation

The value of transportation provided for security reasons may be excludable from gross income as a working condi-
tion fringe to the extent a deduction under section 162 or 167 would be allowable to the employee had the employee
paid for the same mode of transportation.

The proposed regulations provided guidance on when bona fide business-oriented security concerns exist both in
and outside the United States. Commentators stated that the regulations should not distinguish between security pro-
vided in and outside the United States. In addition, commentators stated that the final regulations should provide that
the security concerns listed in the proposed regulations are merely examples of when bona fide business-oriented secu-
rity concerns exist and are not the only ways to demonstrate such concerns. Commentators also suggested that the final
regulations provide additional examples of when security concerns exist.

In response to comments, the final regulations eliminate the domestic/foreign distinction and provide the following
examples of factors indicating the existence of bona fide business-oriented security concerns -- death threats, threats of
kidnapping or serious bodily harm, and a history of violent terrorist activity in the relevant geographic area.

If transportation is provided for security reasons to the spouse or dependents of an employee, the proposed regula-
tions provide that the security rules must be satisfied independently with respect to those individuals. Commentators
stated that the security rules should be treated as satisfied with respect to the spouse and dependents of an employee if
they are satisfied with respect to the employee.

The final regulations provide that if a bona fide business-oriented security concern is deemed to exist with respect
to an employee, such concern is deemed to exist with respect to the spouse and dependents of the employee as well. If
the requirements for a security program are then satisfied with respect to the spouse and dependents, the excess value at-
tributable to security provided for their protection is excludable from the employee's gross income.

The final regulations provide that when an employee's spouse and dependents fly on board the same aircraft as the
employee for a bona fide business-oriented security concern, the requirements for a security program are deemed to be
satisfied with respect to the spouse and dependents for that flight. In all other situations, the security program require-
ments must be satisfied independently with respect to the spouse and dependents of an employee.

Moreover, the regulations clarify that for purposes of the working condition safe harbor for travel on an employer-
provided aircraft because of a bona fide business-oriented security concern, the value of the safe harbor airfare is deter-
mined under the non-commercial flight special valuation rule by requiring the employee to include in income 200 per-
cent of the applicable cents-per-mile rate and then adding the applicable terminal charge.

Commentators requested that the final regulations clarify the tax treatment to the employee of a bodyguard/chauf-
feur provided to such employee for security reasons. The final regulations provide that if the security rules are satis-
fied, the entire value of the services of a bodyguard/chauffeur are excludable from the gross income of the protected
employee as a working condition fringe. The final regulations require that a bodyguard/chauffeur be trained in evasive
driving techniques.



Page 9

Product Testing

Based on the legislative history of the Tax Reform Act of 1984, the proposed regulations provided that the value of
the use of consumer goods provided to employees under a product testing program may be excluded from gross income
as a working condition fringe.

Commentators also requested that the final regulations provide that certain conditions of the product testing exclu-
sion are not violated if the employer charges the employee for the personal use of the product, such as an automobile.
In response to this suggestion, the final regulations provide that any charge by the employer for the personal use by an
employee of a product being tested shall be taken into account in determining whether the employer has imposed limits
on the employee's use of the product that significantly reduce the value of the personal benefit to the employee.

Qualified Automobile Demonstration Use

Section 132(h)(3) provides an exclusion for the value of the qualified automobile demonstration use of demonstra-
tion automobiles by full-time automobile salesmen. The proposed regulations defined a full-time automobile salesman
as an individual who is employed by the dealership, customarily spends substantially all of a normal business day on the
sales floor selling automobiles of the dealership, and derives at least 85 percent of his gross income from the dealership
directly as a result of his sales activities.

Commentators stated that full-time automobile salesmen do not necessarily spend most of the business day on the
sales floor, but that they engage in sales activities off the dealership premises. In response, the final regulations amend
the definition of a full-time salesman to provide that the employee must customarily spend at least half of a normal busi-
ness day performing the functions of a floor salesperson or sales manager and must directly engage in substantial pro-
motion and negotiation of sales to customers.

In response to comments, the final regulations also reduce the 85-percent income test to a 25-percent income test.
Shared Usage of Qualified Nonpersonal Use Vehicle

The proposed regulations provided that 100% of the value of the use of a qualified nonpersonal use vehicle is ex-
cluded from the gross income of the employee. The final regulations provide that, in general, a working condition
fringe is available to the driver and all passengers of a qualified nonpersonal use vehicle. However, a working condi-
tion fringe exclusion for a qualified nonpersonal use vehicle is available only with respect to the driver and not with re-
spect to any of the passengers of a passenger bus or school bus.

Parking

The final regulations provide that if an employer provides an employee with a general transportation allowance,
and the employee is not required to use such allowance for parking, no portion of such amount is excludable as a park-
ing expense even if those funds are actually used for parking.

De minimis Fringes

The proposed regulations provided a special de minimis fringe exclusion for the value of public transit passes that
do not exceed $15 per month provided to employees to defray commuting expenses. Commentators stated that this ex-
clusion should also apply if the employer provides vouchers or similar instruments exchangeable solely for tokens, fare-
cards, or other instruments that enable the employee to use the transit system. The final regulations adopt this sugges-
tion (subject to the $15 per month limit).

The proposed regulations also provided a special de minimis exclusion for occasional meal money or local trans-
portation fare provided to employees whose normal workday is extended because of overtime work. Commentators re-
quested a definition of the term "occasional." In response, the final regulations provide guidance on this issue.

The final regulations also provide special rules for local transportation fare provided in unusual circumstances and
for security reasons. These rules permit an exclusion from gross income for the fare that exceeds $1.50 per one-way
commute. The final regulations define when unusual circumstances and security concerns exist.

Nondiscrimination Rules

The proposed regulations provided guidance concerning the nondiscrimination requirements applicable to no-addi-
tional-cost services, qualified employee discounts, and employer-operated eating facilities for employees. Under these
rules, the value of benefits provided to officers, owners, or highly compensated employees could not be excluded from
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their gross incomes unless the benefits were available on substantially the same terms to either (1) all of the employees
of the employer or (2) each member of a group of employees that is defined under a reasonable classification that does
not discriminate in favor of such employees. The Tax Reform Act of 1986 changes the prohibited group of employees
to "highly compensated employees" defined as any employee who (1) is a five percent or greater owner, (2) received
compensation in excess of $75,000, (3) received compensation in excess of $50,000 and who was in the top-paid 20
percent of employees, or (4) was an officer of the employer at any time and received compensation greater than 150 per-
cent of the section 415(c)(1)(A) limit for this year. The final regulations reflect this change.

The employees who may be excluded from consideration have been changed in the final regulations. The pro-
posed regulations included unionized employees unless all such employees were excluded. The final regulations ex-
clude those employees who may be excluded from consideration under section 89(h).

A special nondiscrimination rule applies for benefits allocated on a seniority basis. In such circumstances, a bene-
fit shall not fail to be treated as available to a group of employees on substantially the same terms if (1) notice of the
terms of availability is provided to all employees in the group; and (2) the average value of the benefit provided per
non-highly compensated employee is at least 75% of that provided per highly compensated employee. In determining
the average value of benefit provided, all employee's of the employer are counted, including those who receive no bene-
fit from the employer.

Definition of Compensation

Generally, for purposes of the final regulations, a uniform definition of compensation has been added. Compensa-
tion is generally defined as the amount determined under section 414(q)(7). A chauffeur's compensation is defined as
the sum of the amount determined under section 414(q)(7) plus the value of nontaxable lodging.

Consumer Price Index Adjustments

The final regulations generally provide that the limitations on the applicable values of vehicles for purposes of the
special valuation rules (e.g., the $16,500 limitation on vehicles for use of the fleet average valuation rule) are to be ad-
justed annually for changes in the consumer price index automobile component. Similar adjustments to reflect changes
in the consumer price index are to be made to the compensation limitations provided in the definition of control em-
ployee.

Prizes and Awards

These regulations do not address issues concerning prizes and awards. Separate guidance will be provided with re-
spect to those issues.

Frequent Flyer

These regulations do not address issues concerning the tax treatment of frequent flyer bonus programs, and similar
programs because these issues are still under consideration.

Executive Order 12291, Regulatory Flexibility Act, and Paperwork Reduction Act

The Commissioner of Internal Revenue has determined that this final rule is not a major rule as defined in Execu-
tive Order 12291 and that a regulatory impact analysis is therefore not required.

Although a notice of proposed rulemaking that solicited public comment was issued, the Internal Revenue Service
concluded when the notice of proposed rulemaking was issued that the regulations are interpretative and that the notice
and public procedure requirements of 5 U.S.C. 553 did not apply. Accordingly, the final regulations do not constitute
regulations subject to the Regulatory Flexibility Act (5 U.S.C. Chapter 6).

Drafting Information

The principal author of these final regulations is Rhonda G. Migdail of the Office of the Assistant Chief Counsel
(Employee Benefits and Exempt Organizations), Internal Revenue Service. Personnel from other offices of the Internal
Revenue Service and Treasury Department also participated in developing the regulations on matters of both substance
and style.

List of Subjects
26 CFR 1.61-1 -- 1.281-4
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Income taxes, Taxable income, Deductions, Exemptions.
26 CFR 1.861-1 -- 1.997-1

Income taxes, Aliens, Exports, DISC, Foreign investments in U.S., Foreign tax credit, Sources of income, United
States investments abroad.

26 CFR Part 602

Reporting and recordkeeping requirements.

Adoption of Amendments to the Regulations

Accordingly, 26 CFR Parts 1 and 602 are amended as follows:

PART 1 -- [AMENDED]

Paragraph 1. The authority for Part 1 is amended by adding the following citation:

Authority: 26 U.S.C. 7805 * * * Sections 1.61-21, 1.132-0, 1.132-1, 1.132-2, 1.132-3, 1.132-4, 1.132-5, 1.132-6,
1.132-7, and 1.132-8 also issued under 26 U.S.C. 132.

Par. 2. Section 1.61-2T is amended by revising the title of such section to read as follows:

§ 1.61-2T Taxation of fringe benefits -- 1985 through 1988 (Temporary).

Par. 3. Section 1.61-2T is amended by revising paragraphs (a)(6) and (e)(1)(iii) to read as follows:
(a) Fringe benefits. * * *

(6) Effective date. This section is effective from January 1, 1985, to December 31, 1988, with respect to fringe ben-
efits furnished before January 1, 1989. No inference may be drawn from the promulgation or terms of this section con-
cerning the application of law in effect prior to January 1, 1985.

(e)***

* ok ok

(iii) Limitation on use of the vehicle cents-per-mile valuation rule. The value of the use of an automobile (as de-
fined in paragraph (d)(1)(ii) of this section) may not be determined under the vehicle cents-per-mile valuation rule of
this paragraph (e) if the fair market value of the automobile (determined pursuant to paragraphs (d)(5) (i) through (iv) of
this section as of the later of January 1, 1985, or the first date on which the automobile is made available to any em-
ployee of the employer for personal use) exceeds $12,800. No inference may be drawn from the promulgation or terms
of this section concerning the application of law in effect prior to January 1, 1985.

kR g

§ 1.61-2 [Amended]
Par. 4. Section 1.61-2 is amended by revising paragraph (d)(2)(ii)(b) to read as follows:

(b) Cost of group-term life insurance on the life of an individual other than an employee. The cost (determined un-
der paragraph (d)(2) of § 1.79-3) of group-term life insurance on the life of an individual other than an employee (such
as the spouse or dependent of the employee) provided in connection with the performance of services by the employee
is includible in the gross income of the employee.

Par. 5. Section 1.61-21 is added immediately following § 1.61-15 and reads as follows:
§ 1.61-21 Taxation of fringe benefits.

(a) Fringe benefits -- (1) In general. Section 61(a)(1) provides that, except as otherwise provided in subtitle A of the
Internal Revenue Code of 1986, gross income includes compensation for services, including fees, commissions, fringe
benefits, and similar items. For an outline of the regulations under this section relating to fringe benefits, see paragraph
(a)(7) of this section. Examples of fringe benefits include: an employer-provided automobile, a flight on an employer-
provided aircraft, an employer-provided free or discounted commercial airline flight, an employer-provided vacation, an



Page 12

employer-provided discount on property or services, an employer-provided membership in a country club or other social
club, and an employer-provided ticket to an entertainment or sporting event.

(2) Fringe benefits excluded from income. To the extent that a particular fringe benefit is specifically excluded from
gross income pursuant to another section of subtitle A of the Internal Revenue Code of 1986, that section shall govern
the treatment of that fringe benefit. Thus, if the requirements of the governing section are satisfied, the fringe benefits
may be excludable from gross income. Examples of excludable fringe benefits include qualified tuition reductions pro-
vided to an employee (section 117(d)); meals or lodging furnished to an employee for the convenience of the employer
(section 119); benefits provided under a dependent care assistance program (section 129); and no-additional-cost ser-
vices, qualified employee discounts, working condition fringes, and de minimis fringes (section 132). Similarly, the
value of the use by an employee of an employer-provided vehicle or a flight provided to an employee on an employer-
provided aircraft may be excludable from income under section 105 (because, for example, the transportation is pro-
vided for medical reasons) if and to the extent that the requirements of that section are satisfied. Section 134 excludes
from gross income "qualified military benefits." An example of a benefit that is not a qualified military benefit is the
personal use of an employer-provided vehicle. The fact that another section of subtitle A of the Internal Revenue Code
addresses the taxation of a particular fringe benefit will not preclude section 61 and the regulations thereunder from ap-
plying, to the extent that they are not inconsistent with such other section. For example, many fringe benefits specifi-
cally addressed in other sections of subtitle A of the Internal Revenue Code are excluded from gross income only to the
extent that they do not exceed specific dollar or percentage limits, or only if certain other requirements are met. If the
limits are exceeded or the requirements are not met, some or all of the fringe benefit may be includible in gross income
pursuant to section 61. See paragraph (b)(3) of this section.

(3) Compensation for services. A fringe benefit provided in connection with the performance of services shall be
considered to have been provided as compensation for such services. Refraining from the performance of services
(such as pursuant to a covenant not to compete) is deemed to be the performance of services for purposes of this section.

(4) Person to whom fringe benefit is taxable -- (i) In general. A taxable fringe benefit is included in the income of
the person performing the services in connection with which the fringe benefit is furnished. Thus, a fringe benefit may
be taxable to a person even though that person did not actually receive the fringe benefit. If a fringe benefit is fur-
nished to someone other than the service provider such benefit is considered in this section as furnished to the service
provider, and use by the other person is considered use by the service provider. For example, the provision of an auto-
mobile by an employer to an employee's spouse in connection with the performance of services by the employee is tax-
able to the employee. The automobile is considered available to the employee and use by the employee's spouse is
considered use by the employee.

(ii) All persons to whom benefits are taxable referred to as employees. The person to whom a fringe benefit is tax-
able need not be an employee of the provider of the fringe benefit, but may be, for example, a partner, director, or an in-
dependent contractor. For convenience, the term "employee" includes any person performing services in connection
with which a fringe benefit is furnished, unless otherwise specifically provided in this section.

(5) Provider of a fringe benefit referred to as an employer. The "provider" of a fringe benefit is that person for
whom the services are performed, regardless of whether that person actually provides the fringe benefit to the recipient.
The provider of a fringe benefit need not be the employer of the recipient of the fringe benefit, but may be, for example,
a client or customer of the employer or of an independent contractor. For convenience, the term "employer" includes
any provider of a fringe benefit in connection with payment for the performance of services, unless otherwise specifi-
cally provided in this section.

(6) Effective date. Except as otherwise provided, this section is effective as of January 1, 1989 with respect to fringe
benefits provided after December 31, 1988. See § 1.61-2T for rules in effect from January 1, 1985, to December 31,
1988.

(7) Outline of this section. The following is an outline of the regulations in this section relating to fringe benefits:
§ 1.61-21 (a) Fringe benefits.

(1) In general.

(2) Fringe benefits excluded from income.

(3) Compensation for services.
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(4) Person to whom fringe benefit is taxable.

(5) Provider of a fringe benefit referred to as an employer.

(6) Effective date.

(7) Outline of this section.

§ 1.61-21 (b) Valuation of fringe benefits

(1) In general.

(2) Fair market value.

(3) Exclusion from income based on cost.

(4) Fair market value of the availability of an employer-provided vehicle.
(5) Fair market value of chauffeur services.

(6) Fair market value of a flight on an employer-provided piloted aircraft.
(7) Fair market value of the use of an employer-provided aircraft for which the employer does not furnish a pilot.
§ 1.61-21 (c) Special valuation rules.

(1) In general.

(2) Use of the special valuation rules.

(3) Election to use the special valuation rules.

(4) Application of section 414 to employers.

(5) Valuation formulae contained in the special valuation rules.

(6) Modification of the special valuation rules.

(7) Special accounting rule.

§ 1.61-21 (d) Automobile lease valuation rule.

(1) In general.

(2) Calculation of Annual Lease Value.

(3) Services included in, or excluded from, the Annual Lease Value Table.
(4) Availability of an automobile for less than an entire calendar year.

(5) Fair market value.

(6) Special rules for continuous availability of certain automobiles.

(7) Consistency rules.

§ 1.61-21 (e) Vehicle cents-per-mile valuation rule.

(1) In general.

(2) Definition of vehicle.

(3) Services included in, or excluded from, the cents-per-mile rate.

(4) Valuation of personal use only.

(5) Consistency rules.

§ 1.61-21 (f) Commuting valuation rule.

(1) In general.



(2) Special rules.

(3) Commuting value.

(4) Definition of vehicle.

(5) Control employee defined -- Non-government employer.
(6) Control employee defined -- Government employer.

(7) "Compensation" defined.

§ 1.61-21 (g) Non-commercial flight valuation rule.

(1) In general.

(2) Eligible flights and eligible aircraft.

(3) Definition of a flight.

(4) Personal and non-personal flights.

(5) Aircraft valuation formula.

(6) Discretion to provide new formula.

(7) Aircraft multiples.

(8) Control employee defined -- Non-government employer.
(9) Control employee defined -- Government employer.
(10) "Compensation" defined.

(11) Treatment of former employees.

(12) Seating capacity rule.

(13) Erroneous use of the non-commercial flight valuation rule.

(14) Consistency rules.

§ 1.61-21 (h) Commercial flight valuation rule.
(1) In general.

(2) Space-available flight.

(3) Commercial aircraft.

(4) Timing of inclusion.

(5) Consistency rules.

§ 1.61-21 (i) [Reserved]

§ 1.61-21 (j) Valuation of meals provided at an employer-operated eating facility for employees.

(1) In general.

(2) Valuation formula.
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(b) Valuation of fringe benefits -- (1) In general. An employee must include in gross income the amount by which

the fair market value of the fringe benefit exceeds the sum of --

(i) The amount, if any, paid for the benefit by or on behalf of the recipient, and

(ii) The amount, if any, specifically excluded from gross income by some other section of subtitle A of the Internal

Revenue Code of 1986.
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Therefore, for example, if the employee pays fair market value for what is received, no amount is includible in the
gross income of the employee. In general, the determination of the fair market value of a fringe benefit must be made
before subtracting out the amount, if any, paid for the benefit and the amount, if any, specifically excluded from gross
income by another section of subtitle A. See paragraphs (d)(2)(ii) and (e)(1)(iii) of this section.

(2) Fair market value. In general, fair market value is determined on the basis of all the facts and circumstances.
Specifically, the fair market value of a fringe benefit is the amount that an individual would have to pay for the particu-
lar fringe benefit in an arm's-length transaction. Thus, for example, the effect of any special relationship that may exist
between the employer and the employee must be disregarded. Similarly, an employee's subjective perception of the
value of a fringe benefit is not relevant to the determination of the fringe benefit's fair market value nor is the cost in-
curred by the employer determinative of its fair market value. For special rules relating to the valuation of certain
fringe benefits, see paragraph (c) of this section.

(3) Exclusion from income based on cost. If a statutory exclusion phrased in terms of cost applies to the provision
of a fringe benefit, section 61 does not require the inclusion in the recipient's gross income of the difference between the
fair market value and the excludable cost of that fringe benefit. For example, section 129 provides an exclusion from
an employee's gross income for amounts contributed by an employer to a dependent care assistance program for em-
ployees. Even if the fair market value of the dependent care assistance exceeds the employer's cost, the excess is not
subject to inclusion under section 61 and this section. However, if the statutory cost exclusion is a limited amount, the
fair market value of the fringe benefit attributable to any excess cost is subject to inclusion. This would be the case, for
example, where an employer pays or incurs a cost of more than $5,000 to provide dependent care assistance to an em-
ployee.

(4) Fair market value of the availability of an employer-provided vehicle -- (i) In general. If the vehicle special val-
uation rules of paragraph (d), (e), or (f) of this section do not apply with respect to an employer-provided vehicle, the
value of the availability of that vehicle is determined under the general valuation principles set forth in this section. In
general, that value equals the amount that an individual would have to pay in an arm's-length transaction to lease the
same or comparable vehicle on the same or comparable conditions in the geographic area in which the vehicle is avail-
able for use. An example of a comparable condition is the amount of time that the vehicle is available to the employee
for use, e.g., a one-year period. Unless the employee can substantiate that the same or comparable vehicle could have
been leased on a cents-per-mile basis, the value of the availability of the vehicle cannot be computed by applying a
cents-per-mile rate to the number of miles the vehicle is driven.

(ii) Certain equipment excluded. The fair market value of a vehicle does not include the fair market value of any
specialized equipment not susceptible to personal use or any telephone that is added to or carried in the vehicle, pro-
vided that the presence of that equipment or telephone is necessitated by, and attributable to, the business needs of the
employer. However, the value of specialized equipment must be included, if the employee to whom the vehicle is
available uses the specialized equipment in a trade or business of the employee other than the employee's trade or busi-
ness of being an employee of the employer.

(5) Fair market value of chauffeur services -- (i) Determination of value -- (A) In general. The fair market value of
chauffeur services provided to the employee by the employer is the amount that an individual would have to pay in an
arm's-length transaction to obtain the same or comparable chauffeur services in the geographic area for the period in
which the services are provided. In determining the applicable fair market value, the amount of time, if any, the chauf-
feur remains on-call to perform chauffeur services must be included. For example, assume that A, an employee of cor-
poration M, needs a chauffeur to be on-call to provide services to A during a twenty-four hour period. If during that
twenty-four hour period, the chauffeur actually drives A for only six hours, the fair market value of the chauffeur ser-
vices would have to be the value of having a chauffeur on-call for a twenty-four hour period. The cost of taxi fare or
limousine service for the six hours the chauffeur actually drove A would not be an accurate measure of the fair market
value of chauffeur services provided to A. Moreover, all other aspects of the chauffeur's services (including any special
qualifications of the chauffeur (e.g., training in evasive driving skills) or the ability of the employee to choose the par-
ticular chauffeur) must be taken into consideration.

(B) Alternative valuation with reference to compensation paid. Alternatively, the fair market value of the chauffeur
services may be determined by reference to the compensation (as defined in paragraph (b)(5)(ii) of this section) received
by the chauffeur from the employer.
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(C) Separate valuation for chauffeur services. The value of chauffeur services is determined separately from the
value of the availability of an employer-provided vehicle.

(ii) Definition of compensation -- (A) In general. For purposes of this paragraph (b)(5)(ii), the term "compensation"
means compensation as defined in section 414(q)(7) and the fair market value of nontaxable lodging (if any) provided
by the employer to the chauffeur in the current year.

(B) Adjustments to compensation -- For purposes of this paragraph (b)(5)(ii), a chauffeur's compensation is reduced
proportionately to reflect the amount of time during which the chauffeur performs substantial services for the employer
other than as a chauffeur and is not on-call as a chauffeur. For example, assume a chauffeur is paid $25,000 a year for
working a ten-hour day, five days a week and also receives $5,000 in nontaxable lodging. Further assume that during
four hours of each day, the chauffeur is not on-call to perform services as a chauffeur because that individual is perform-
ing secretarial functions for the employer. Then, for purposes of determining the fair market value of this chauffeur's
services, the employer may reduce the chauffeur's compensation by 4/10 or $12,000 (.4X ($25,000+$5,000)=$12,000).
Therefore, in this example, the fair market value of the chauffeur's services is $18,000 ($30,000 - $12,000). However,
for purposes of this paragraph (b)(5)(ii), a chauffeur's compensation is not to be reduced by any amounts paid to the
chauffeur for time spent "on-call," even though the chauffeur actually performs other services for the employer during
such time. For purposes of this paragraph (b)(5)(ii), a determination that a chauffeur is performing substantial services
for the employer other than as a chauffeur is based upon the facts and circumstances of each situation. An employee
will be deemed to be performing substantial services for the employer other than as a chauffeur if a certain portion of
each working day is regularly spent performing other services for the employer.

(iii) Calculation of chauffeur services for personal purposes of the employee. The fair market value of chauffeur
services provided to the employee for personal purposes may be determined by multiplying the fair market value of
chauffeur services, as determined pursuant to paragraph (b)(5)(i) (A) or (B) of this section, by a fraction, the numerator
of which is equal to the sum of the hours spent by the chauffeur actually providing personal driving services to the em-
ployee and the hours spent by the chauffeur in "personal on-call time," and the denominator of which is equal to all
hours the chauffeur spends in driving services of any kind paid for by the employer, including all hours that are "on-
call.”

(iv) Definition of on-call time. For purposes of this paragraph, the term "on-call time" means the total amount of
time that the chauffeur is not engaged in the actual performance of driving services, but during which time the chauffeur
is available to perform such services. With respect to a round-trip, time spent by a chauffeur waiting for an employee
to make a return trip is generally not treated as on-call time; rather such time is treated as part of the round-trip.

(v) Definition of personal on-call time. For purposes of this paragraph, the term "personal on-call time" means the
amount of time outside the employee's normal working hours for the employer when the chauffeur is available to the
employee to perform driving services.

(vi) Presumptions. (A) An employee's normal working hours will be presumed to consist of a ten hour period dur-
ing which the employee usually conducts business activities for that employer.

(B) It will be presumed that if the chauffeur is on-call to provide driving services to an employee during the em-
ployee's normal working hours, then that on-call time will be performed for business purposes.

(C) Similarly, if the chauffeur is on-call to perform driving services to an employee after normal working hours,
then that on-call time will be presumed to be "personal on-call time."

(D) The presumptions set out in paragraph (b)(5)(vi) (A), (B), and (C) of this section may be rebutted. For exam-
ple, an employee may demonstrate by adequate substantiation that his or her normal working hours consist of more than
ten hours. Furthermore, if the employee keeps adequate records and is able to substantiate that some portion of the
driving services performed by the chauffeur after normal working hours is attributable to business purposes, then per-
sonal on-call time may be reduced by an amount equal to such personal on-call time multiplied by a fraction, the numer-
ator of which is equal to the time spent by the chauffeur after normal working hours driving the employee for business
purposes, and the denominator of which is equal to the total time spent by the chauffeur driving the employee after nor-
mal working hours for all purposes.

(vii) Examples. The rules of this paragraph (b)(5) may be illustrated by the following examples:
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Example (1). An employer makes available to employee A an automobile and a full-time chauffeur B (who per-
forms no other services for A's employer) for an entire calendar year. Assume that the automobile lease valuation rule
of paragraph (d) of this section is used and that the Annual Lease Value of the automobile is $9,250. Assume further
that B's compensation for the year is $12,000 (as defined in section 414(q)(7)) and that B is furnished lodging with a
value of $3,000 that is excludable from B's gross income. The maximum amount subject to inclusion in A's gross in-
come for use of the automobile and chauffeur is therefore $24,250 ($12,000+$3,000+$9,250). If 70 percent of the
miles placed on the automobile during the year are for A's employer's business, then $6,475 is excludable from A's gross
income with respect to the automobile as a working condition fringe ($9,250X.70). Thus, $2,775 is includible in A's
gross income with respect to the automobile ($9,250-$6,475). With respect to the chauffeur, if 20 percent of the chauf-
feur's time is spent actually driving A or being on-call to drive A for personal purposes; then $3,000 is includible in A's
income (.20X$15,000). Eighty percent of $15,000, or $12,000, is excluded from A's income as a working condition
fringe.

Example (2). Assume the same facts as in example (1) except that in addition to providing chauffeur services, B is
responsible for performing substantial non-chauffeur-related duties (such as clerical or secretarial functions) during
which time B is not "on-call" as a chauffeur. If B spends only 75 percent of the time performing chauffeur services,
then the maximum amount subject to inclusion in A's gross income for use of the automobile and chauffeur is $20,500
((%$15,000X.75)+%$9,250). If B is actually driving A for personal purposes or is on-call to drive A for personal purposes
for 20 percent of the time during which B is available to provide chauffeur services, then $2,250 is includible in A's
gross income (.20X$11,250). The income inclusion with respect to the automobile is the same as in example (1).

Example (3). Assume the same facts as in example (2) except that while B is performing non-chauffeur-related du-
ties, B is on call as A's chauffeur. No part of B's compensation is excluded when determining the value of the benefit
provided to A. Thus, as in example (1), $3,000 is includible in A's gross income with respect to the chauffeur.

(6) Fair market value of a flight on an employer-provided piloted aircraft -- (i) In general. If the non-commercial
flight special valuation rule of paragraph (g) of this section does not apply, the value of a flight on an employer-pro-
vided piloted aircraft is determined under the general valuation principles set forth in this paragraph.

(ii) Value of flight. If an employee takes a flight on an employer-provided piloted aircraft and that employee's flight
is primarily personal (see § 1.162-2(b)(2)), the value of the flight is equal to the amount that an individual would have to
pay in an arm's-length transaction to charter the same or a comparable piloted aircraft for that period for the same or a
comparable flight. A flight taken under these circumstances may not be valued by reference to the cost of commercial
airfare for the same or a comparable flight. The cost to charter the aircraft must be allocated among all employees on
board the aircraft based on all the facts and circumstances unless one or more of the employees controlled the use of the
aircraft. Where one or more employees control the use of the aircraft, the value of the flight shall be allocated solely
among such controlling employees, unless a written agreement among all the employees on the flight otherwise allo-
cates the value of such flight. Notwithstanding the allocation required by the preceding sentence, no additional amount
shall be included in the income of any employee whose flight is properly valued under the special valuation rule of
paragraph (g) of this section. For purposes of this paragraph (b)(6), "control" means the ability of the employee to de-
termine the route, departure time and destination of the flight. The rules provided in paragraph (g)(3) of this section
will be used for purposes of this section in defining a flight. Notwithstanding the allocation required by the preceding
sentence, no additional amount shall be included in the income of an employee for that portion of any such flight which
is excludible from income pursuant to section 132(d) or § 1.132-5 as a working condition fringe.

(iii) Examples. The rules of paragraph (b)(6) of this section may be illustrated by the following examples:

Example (1). An employer makes available to employees A and B a piloted aircraft in New York, New York. A
wants to go to Los Angeles, California for personal purposes. B needs to go to Chicago, Illinois for business purposes,
and then wants to go to Los Angeles, California for personal purposes. Therefore, the aircraft first flies to Chicago, and
B deplanes and then boards the plane again. The aircraft then flies to Los Angeles, California where A and B deplane.
The value of the flight to employee A will be no more than the amount that an individual would have to pay in an arm's
length transaction to charter the same or a comparable piloted aircraft for the same or comparable flight from New York
City to Los Angeles. No amount will be imputed to employee A for the stop at Chicago. As to employee B, the value
of the personal flight will be no more than the value or the flight from Chicago to Los Angeles. Pursuant to the rules
set forth in § 1.132-5(k), the flight from New York to Chicago will not be included in employee B's income since that
flight was taken solely for business purposes. The charter cost must be allocated between A and B, since both employ-
ees controlled portions of the flight. Assume that the employer allocates according to the relative value of each em-
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ployee's flight. If the charter value of A's flight from New York City to Los Angeles is $1,000 and the value of B's
flight from Chicago to Los Angeles is $600 and the value of the actual flight from New York to Chicago to Los Angeles
is $1,200, then the amount to be allocated to employee A is $750 ($1,000/($1,000+$600)X$1,200) and the amount to be
allocated to employee B is $450 ($600/($1000+$600)X$1,200).

Example (2). Assume the same facts as in example (1), except that employee A also deplanes at Chicago, Illinois,
but for personal purposes. The value of the flight to employee A then becomes the value of a flight from New York to
Chicago to Los Angeles, i.e., $1,200. Therefore, the amount to be allocated to employee A is $800 ($1,200/($1,200+
$600)X$1,200) and the amount to be allocated to employee B is $400 ($600/($1,200+$600)X$1,200).

(7) Fair market value of the use of an employer-provided aircraft for which the employer does not furnish a pilot.
(i) In general. If the non-commercial flight special valuation rule of paragraph (g) of this section does not apply and if
an employer provides an employee with the use of an aircraft without a pilot, the value of the use of the employer-pro-
vided aircraft is determined under the general valuation principles set forth in this paragraph (b)(7).

(ii) Value of flight. In general, if an employee takes a flight on an employer-provided aircraft for which the em-
ployer does not furnish a pilot, the value of that flight is equal to the amount that an individual would have to pay in an
arm's-length transaction to lease the same or comparable aircraft on the same or comparable terms for the same period
in the geographic area in which the aircraft is used. For example, if an employer makes its aircraft available to an em-
ployee who will pilot the aircraft for a two-hour flight, the value of the use of the aircraft is the amount that an individ-
ual would have to pay in an arm's-length transaction to rent a comparable aircraft for that period in the geographic area
in which the aircraft is used. As another example, assume that an employee uses an employer-provided aircraft to com-
mute between home and work. The value of the use of the aircraft is the amount that an individual would have to pay
in an arm's-length transaction to rent a comparable aircraft for commuting in the geographic area in which the aircraft is
used. If the availability of the flight is of benefit to more than one employee, then such value shall be allocated among
such employees on the basis of the relevant facts and circumstances.

(c) Special valuation rule -- (1) In general. Paragraphs (d) through (j) of this section provide special valuation rules
that may be used under certain circumstances for certain commonly provided fringe benefits. For general rules relating
to the valuation of fringe benefits not eligible for valuation under the special valuation rules, see paragraph (b) of this
section.

(2) Use of the special valuation rules -- (i) In general. The special valuation rules may be used for income tax, em-
ployment tax, and reporting purposes. The employer has the option to use any of the special valuation rules. How-
ever, an employee may only use a special valuation rule if the employer uses the rule. Moreover, an employee may
only use the special rule that the employer uses to value the benefit provided; the employee may not use another special
rule to value that benefit. The employee may always use general valuation rules based on facts and circumstances (see
paragraph (b) of this section) even if the employer uses a special rule. If a special rule is used, it must be used for all
purposes. If an employer properly uses a special rule and the employee uses the special rule, the employee must in-
clude in gross income the amount determined by the employer under the special rule reduced by the sum of --

(A) Any amount reimbursed by the employee to the employer, and

(B) Any amount excludable from income under another section of subtitle A of the Internal Revenue Code of 1986.
If an employer properly uses a special rule and properly determines the amount of an employee's working condition
fringe under section 132 and § 1.132-5 (under the general rule or under a special rule), and the employee uses the spe-
cial valuation rule, the employee must include in gross income the amount determined by the employer less any amount
reimbursed by the employee to the employer. The employer and employee may use the special rules to determine the
amount of the reimbursement due the employer by the employee. Thus, if an employee reimburses an employer for the
value of a benefit as determined under a special valuation rule, no amount is includable in the employee's gross income
with respect to the benefit.

(ii) Vehicle special valuation rules -- (A) Vehicle by vehicle basis. Except as provided in paragraphs (d)(7)(v) and
(e)(5)(v) of this section, the vehicle special valuation rules of paragraphs (d), (e), and (f) of this section apply on a vehi-
cle by vehicle basis. An employer need not use the same vehicle special valuation rule for all vehicles provided to all
employees. For example, an employer may use the automobile lease valuation rule for automobiles provided to some
employees, and the commuting and vehicle cents-per-mile valuation rules for automobiles provided to other employees.
For purposes of valuing the use or availability of a vehicle, the consistency rules provided in paragraphs (d)(7) and (e)
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(5) of this section (relating to the automobile lease valuation rule and the vehicle cents-per-mile valuation rule, respec-
tively) apply.

(B) Shared vehicle usage. If an employer provides a vehicle to employees for use by more than one employee at the
same time, such as with an employer-sponsored vehicle commuting pool, the employer may use any of the special valu-
ation rules that may be applicable to value the use of the vehicle by the employees. The employer must use the same
special valuation rule to value the use of the vehicle by each employee who shares such use. The employer mut allo-
cate the value of the use of the vehicle based on the relevant facts and circumstances among the employees who share
use of the vehicle. For example, assume that an employer provides an automobile to four of its employees and that the
employees use the automobile in an employer-sponsored vehicle commuting pool. Assume further that the employer
uses the automobile lease valuation rule of paragraph (d) of this section and that the Annual Lease Value of the automo-
bile is $5,000.

The employer must treat $5,000 as the value of the availability of the automobile to the employees, and must appor-
tion the $5,000 value among the employees who share the use of the automobile based on the relevant facts and circum-
stances. Each employee's share of the value of the availability of the automobile is then to be reduced by the amount, if
any, of each employee's working condition fringe exclusion and the amount reimbursed by the employee to the em-
ployer.

(iii) Commercial and noncommercial flight valuation rules. Except as otherwise provided, if either the commercial
flight valuation rule or the non-commercial flight valuation rule is used, that rule must be used by an employer to value
all eligible flights taken by all employees in a calendar year. See paragraph (g)(14) of this section for the applicable
consistency rules.

(3) Election to use the special valuation rules -- (i) In general. A particular special valuation rule is deemed to have
been elected by the employer (and, if applicable, by the employee), if the employer (and, if applicable, the employee)
determines the value of the fringe benefit provided by applying the special valuation rule and treats that value as the fair
market value of the fringe benefit for income, employment tax, and reporting purposes. Neither the employer nor the
employee must notify the Internal Revenue Service of the election.

(ii) Notification to employee. (A) Requirement to provide notice. An employer who elects to use a special valuation
rule must notify the employee of the election by the later of January 31 of the calendar year for which the election is to
apply, October 31 for calendar year 1989 or 30 days after the employer first provides the benefit to the employee. If an
employer elected to use a special valuation rule for the immediately preceding calendar year and notified the affected
employee in the manner prescribed by this paragraph (c)(3)(ii), then the employer need not notify the employee that the
employer elects to continue using the same special valuation rule. If, consistent with the rules of paragraphs (d)(7) and
(e)(5) of this section, an employer elects to discontinue using a special valuation rule and either elects to use another
special valuation rule or applies general valuation principles to determine the value of the employer-provided benefit,
the employer must notify the affected employee of the change in election in the manner prescribed by this paragraph (c)

3)(ii).

(B) Content of notice. The notice required by this paragraph (c)(3)(ii) must state that an employer is electing to use
a special valuation rule for valuing a benefit provided to an employee (or is discontinuing the use of such a rule if that is
the case). The notice must also alert employees to any applicable section 274(d) substantiation requirements and to the
effect of failure to comply with such requirements. In addition, the notice must state the date on which the notice is
provided. If an employer is not certain which vehicle special valuation rule will be applied with respect to a particular
employer-provided vehicle, the employer must notify the affected employee of the special valuation rule will be applied
with respect to a particular employer-provided vehicle, the employer must notify the affected employee of the special
valuation rules that the employer may apply. For example, if an employer intends to use either the automobile lease
valuation rule or the vehicle cents-per-mile valuation rule depending upon which rule yields a lesser amount of taxable
income with respect to the use of a particular vehicle (or, alternatively, with respect to the use of a specific group of ve-
hicles), the employer must notify the affected employee that the employer elects to use either of the specified valuation
rules depending on which rule yields a lesser amount of taxable income with respect to the vehicle (or, alternatively,
with respect to the specified group of vehicles).

(C) Manner of providing notification to employee. The notice required by this paragraph (c)(3)(ii) must be provided
in a manner reasonably expected to come to the attention of all affected employees. For example, this may be accom-
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plished by providing the notice directly to the employee in a mailing or with the employee's paycheck, or by posting the
notice at a location where there is a strong likelihood that the notice will be read by all affected employees.

(D) Failure to provide notice. Except as provided in this paragraph (c)(3)(ii)(D), with respect to benefits provided
in a calendar year, if an employer does not provide notice of an election to use a special valuation rule at the time and in
the manner prescribed by this paragraph (c)(3)(ii), the employer may not use any such special valuation rule or any re-
lated special valuation rule to value the benefit provided in such year to employees who were not so notified but rather
must use general valuation principles. However, if before January 31 of the year following the year in which notice
was not provided, the employer receives written notification from an employee who was not notified, and such notifica-
tion clearly indicates that the employee knows of

(1) The employer's use of a special valuation rule,
(2) The substantiation requirements that apply with respect to the special valuation rule, and

(3) The effect of a failure to comply with such requirements, the employer may use the special valuation rule identi-
fied in the written employee notification with respect to the benefit provided to such employee. The rules set out in
this paragraph (d)(3)(ii)(D) also apply, with appropriate adjustments, when an employer is discontinuing the use of a
special valuation rule.

(4) Application of section 414 to employers. For purposes of paragraphs (c) through (j) of this section, except as
otherwise provided therein, the term "employer” includes all entities required to be treated as a single employer under
section 414 (b), (c), (m), or (0).

(5) Valuation formulae contained in the special valuation rules. The valuation formula contained in the special val-
uation rules are provided only for use in connection with those rules. Thus, when a special valuation rule is properly
applied to a fringe benefit, the Commissioner will accept the value calculated pursuant to the rule as the fair market
value of that fringe benefit. However, when a special valuation rule is not properly applied to a fringe benefit (see, for
example, paragraph (g)(13) of this section), or when a special valuation rule is used to value a fringe benefit by a tax-
payer not entitled to use the rule, the fair market value of that fringe benefit may not be determined by reference to any
value calculated under any special valuation rule. Under the circumstances described in the preceding sentence, the
fair market value of the fringe benefit must be determined pursuant to the general valuation rules of paragraph (b) of
this section.

(6) Modification of the special valuation rules. The Commissioner may, to the extent necessary for tax administra-
tion, add, delete, or modify any special valuation rule, including the valuation formulae contained herein, on a prospec-
tive basis by regulation, revenue ruling or revenue procedure.

(7) Special accounting rule. If the employer is using the special accounting rule provided in Announcement 85-113
(1985-31 I.R.B. 31, August 5, 1985) (relating to the reporting of and withholding on the value of noncash fringe bene-
fits), benefits which are deemed provided in a subsequent calendar year pursuant to that rule are considered as provided
in that subsequent calendar year for purposes of the special valuation rules (including the notice requirements). Thus,
if a particular special valuation rule is in effect for a calendar year, it applies to benefits deemed provided during that
calendar year under the special accounting rule.

(d) Automobile lease valuation rule -- (1) In general -- (i) Annual Lease Value. Under the special valuation rule of
this paragraph (d), if an employer provides an employee with an automobile that is available to the employee for an en-
tire calendar year, the value of the benefit provided is the Annual Lease Value (determined under paragraph (d)(2) of
this section) of that automobile. Except as otherwise provided, for an automobile that is available to an employee for
less than an entire calendar year, the value of the benefit provided is either a pro-rated Annual Lease Value or the Daily
Lease Value (both as defined in paragraph (d)(4) of this section), whichever is applicable. Absent any statutory exclu-
sion relating to the employer-provided automobile (see, for example, section 132(a)(3) and § 1.132-5(b)), the amount of
the Annual Lease Value (or a pro-rated Annual Lease Value or the Daily Lease Value, as applicable) is included in the
gross income of the employee.

(ii) Definition of automobile. For purposes of this paragraph (d), the term "automobile" means any four-wheeled ve-
hicle manufactured primarily for use on public streets, roads, and highways.

(2) Calculation of Annual Lease Value -- (i) In general. The Annual Lease Value of a particular automobile is calcu-
lated as follows:
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(A) Determine the fair market value of the automobile as of the first date on which the automobile is made avail-
able to any employee of the employer for personal use. For an automobile first made available to any employee for
personal use prior to January 1, 1985, determine the fair market value as of January 1 of the first year the special valua-
tion rule of this paragraph (d) is used with respect to the automobile. For rules relating to determination of the fair
market value of an automobile for purposes of this paragraph (d), see paragraph (d)(5) of this section.

[B] Select the dollar range in column 1 of the Annual Lease Value Table, set forth in paragraph (d)(2)(iii) of this
section corresponding to the fair market value of the automobile. Except as otherwise provided in paragraphs (d)(2)
(iv) and (v) of this section, the Annual Lease Value for each year of availability of the automobile is the corresponding
amount in column 2 of the Table.

(ii) Calculation of Annual Lease Value of automobile owned or leased by both an employer and an employee -- (A)
Purchased automobiles. Notwithstanding anything in this section to the contrary, if an employee contributes an amount
toward the purchase price of an automobile in return for a percentage ownership interest in the automobile, the Annual
Lease Value or the Daily Lease Value, whichever is applicable, is determined by reducing the fair market value of the
employer-provided automobile by the lesser of --

(1) The amount contributed, or

(2) An amount equal to the employee's percentage ownership interest multiplied by the unreduced fair market value
of the automobile. If the automobile is subsequently revalued, the revalued amount (determined without regard to this
paragraph (d)(2)(ii)(A)) is reduced by an amount which is equal to the employee's percentage ownership interest in the
vehicle). If the employee does not receive an ownership interest in the employer-provided automobile, then the Annual
Lease Value or the Daily Lease Value, whichever is applicable, is determined without regard to any amount contributed.
For purposes of this paragraph (d)(2)(ii)(A), an employee's ownership interest in an automobile will not be recognized
unless it is reflected in the title of the automobile. An ownership interest reflected in the title of an automobile will not
be recognized if under the facts and circumstances the title does not reflect the benefits and burdens of ownership.

(B) Leased automobiles. Notwithstanding anything in this section to the contrary, if an employee contributes an
amount toward the cost to lease an automobile in return for a percentage interest in the automobile lease, the Annual
Lease Value or the Daily Lease Value, whichever is applicable, is determined by reducing the fair market value of the
employer-provided automobile by the amount specified in the following sentence. The amount specified in this sen-
tence is the unreduced fair market value of a vehicle multiplied by the lesser of --

(1) The employee's percentage interest in the lease, or

(2) A fraction, the numerator of which is the amount contributed and the denominator of which is the entire lease
cost. If the automobile is subsequently revalued, the revalued amount (determined without regard to this paragraph (d)
(2)(ii)(B)) is reduced by an amount which is equal to the employee's percentage interest in the lease) multiplied by the
revalued amount. If the employee does not receive an interest in the automobile lease, then the Annual Lease Value or
the Daily Lease Value, whichever is applicable, is determined without regard to any amount contributed. For purposes
of this paragraph (d)(2)(ii)(B), an employee's interest in an automobile lease will not be recognized unless the employee
is a named co-lessee on the lease. An interest in a lease will not be recognized if under the facts and circumstances the
lease does not reflect the true obligations of the lessees.

(C) Example. The rules of paragraph (d)(2)(ii)(A) and (B) of this section are illustrated by the following example:

Example. Assume that an employer pays $15,000 and an employee pays $5,000 toward the purchase of an automo-
bile. Assume further that the employee receives a 25 percent interest in the automobile and is named as a co-owner on
the title to the automobile. Under the rule of paragraph (d)(2)(ii)(A) of this section, the Annual Lease Value of the au-
tomobile is determined by reducing the fair market value of the automobile ($20,000) by the $5,000 employee contribu-
tion. Thus, the Annual Lease Value of the automobile under the table in paragraph (d)(2)(iii) of this section is $4,350.
If the employee in this example does not receive an ownership interest in the automobile and is provided the use of the
automobile for two years, the Annual Lease Value would be determined without regard to the $5,000 employee contri-
bution. Thus, the Annual Lease Value would be $5,600. The $5,000 employee contribution would reduce the amount
includible in the employee's income after taking into account the amount, if any, excluded from income under another
provision of subtitle A of the Internal Revenue Code, such as the working condition fringe exclusion. Thus, if the em-
ployee places 50 percent of the mileage on the automobile for the employer's business each year, then the amount in-
cludible in the employee's income in the first year would be ($5,600-2,800-2,800), or $0, the amount includible in the
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employee's income in the second year would be ($5,600-2,800-2,200 ($5,000-2,800)) or $600 and the amount includible
in the third year would be ($5,600-2,800) or $2,800 since the employee's contribution has been completely used in the

first two years.

(iii) Annual Lease Value Table.
Automobile fair market value

$0 to 999

1,000 to 1,999
2,000 to 2,999
3,000 to 3,999
4,000 to 4,999
5,000 to 5,999
6,000 to 6,999
7,000 to 7,999
8,000 to 8,999
9,000 to 9,999
10,000 to 10,999
11,000 to 11,999
12,000 to 12,999
13,000 to 13,999
14,000 to 14,999
15,000 to 15,999
16,000 to 16,999
17,000 to 17,999
18,000 to 18,999
19,000 to 19,999
20,000 to 20,999
21,000 to 21,999
22,000 to 22,999
23,000 to 23,999
24,000 to 24,999
25,000 to 25,999
26,000 to 27,999
28,000 to 29,999
30,000 to 31,999
32,000 to 33,999
34,000 to 35,999
36,000 to 37,999
38,000 to 39,999
40,000 to 41,999
42,000 to 43,999
44,000 to 45,999
46,000 to 47,999
48,000 to 49,999
50,000 to 51,999
52,000 to 53,999
54,000 to 55,999
56,000 to 57,999
58,000 to 59,999

M

Annual
lease
value

)
$600
850
1,100
1,350
1,600
1,850
2,100
2,350
2,600
2,850
3,100
3,350
3,600
3,850
4,100
4,350
4,600
4,850
5,100
5,350
5,600
5,850
6,100
6,350
6,600
6,850
7,250
7,750
8,250
8,750
9,250
9,750
10,250
10,750
11,250
11,750
12,250
12,750
13,250
13,750
14,250
14,750
15,250

For vehicles having a fair market value in excess of $59,999, the Annual Lease Value is equal to: (.25 X the fair

market value of the automobile) + $500.
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(iv) Recalculation of Annual Lease Value. The Annual Lease Values determined under the rules of this paragraph
(d) are based on four-year lease terms. Therefore, except as otherwise provided in paragraph (d)(2)(v) of this section,
the Annual Lease Value calculated by applying paragraph (d)(2) (i) or (ii) of this section shall remain in effect for the
period that begins with the first date the special valuation rule of paragraph (d) of this section is applied by the employer
to the automobile and ends on December 31 of the fourth full calendar year following that date. The Annual Lease
Value for each subsequent four-year period is calculated by determining the fair market value of the automobile as of
the first January 1 following the period described in the previous sentence and selecting the amount in column 2 of the
Annual Lease Value Table corresponding to the appropriate dollar range in column 1 of the Table. If, however, the em-
ployer is using the special accounting rule provided in Announcement 85-113 (1985-31 I.R.B. 31, August 5, 1985) (relat-
ing to the reporting of and withholding on the value of noncash fringe benefits), the employer may calculate the Annual
Lease Value for each subsequent four-year period as of the beginning of the special accounting period that begins imme-
diately prior to the January 1 described in the previous sentence. For example, assume that pursuant to Announcement
85-113, an employer uses the special accounting rule. Assume further that beginning on November 1, 1988, the special
accounting period is November 1 to October 31 and that the employer elects to use the special valuation rule of this
paragraph (d) as of January 1, 1989. The employer may recalculate the Annual Lease Value as of November 1, 1992,
rather than as of January 1, 1993.

(v) Transfer of the automobile to another employee. Unless the primary purpose of the transfer is to reduce Federal
taxes, if an employer transfers the use of an automobile from one employee to another employee, the employer may re-
calculate the Annual Lease Value based on the fair market value of the automobile as of January 1 of the calendar year
of transfer. If, however, the employer is using the special accounting rule provided in Announcement 85-113 (1985-31
LR.B. 31, August 5, 1985) (relating to the reporting of and withholding on the value of noncash fringe benefits), the em-
ployer may recalculate the Annual Lease Value based on the fair market value of the automobile as of the beginning of
the special accounting period in which the transfer occurs. If the employer does not recalculate the Annual Lease
Value, and the employee to whom the automobile is transferred uses the special valuation rule, the employee may not
recalculate the Annual Lease Value.

(3) Services included in, or excluded from, the Annual Lease Value Table -- (i) Maintenance and insurance in-
cluded. The Annual Lease Values contained in the Annual Lease Value Table include the fair market value of mainte-
nance of, and insurance for, the automobile. Neither an employer nor an employee may reduce the Annual Lease Value
by the fair market value of any service included in the Annual Lease Value that is not provided by the employer, such as
reducing the Annual Lease Value by the fair market value of a maintenance service contract or insurance. An employer
or employee who wishes to take into account only the services actually provided with respect to an automobile may
value the availability of the automobile under the general valuation rules of paragraph (b) of this section.

(ii) Fuel excluded -- (A) In general. The Annual Lease Values do not include the fair market value of fuel provided
by the employer, whether fuel is provided in kind or its cost is reimbursed by or charged to the employer. Thus, if an
employer provides fuel, the fuel must be valued separately for inclusion in income.

(B) Valuation of fuel provided in kind. The provision of fuel in kind may be valued at fair market value based on all
the facts and circumstances or, in the alternative, it may be valued at 5.5 cents per mile for all miles driven by the em-
ployee. However, the provision of fuel in kind may not be valued at 5.5 cents per mile for miles driven outside the
United States, Canada or Mexico. For purposes of this section, the United States includes the United States, its posses-
sions and its territories.

(C) Valuation of fuel where cost reimbursed by or charged to an employer. The fair market value of fuel, the cost of
which is reimbursed by or charged to an employer, is generally the amount of the actual reimbursement or the amount
charged, provided the purchase of the fuel is at arm's-length.

(D) Fleet-average cents-per-mile fuel cost. If an employer with a fleet of at least 20 automobiles that meets the re-
quirements of paragraph (d)(5)(v)(D) of this section reimburses employees for the cost of fuel or allows employees to
charge the employer for the cost of fuel, the fair market value of fuel provided to those automobiles may be determined
by reference to the employer's fleet-average cents-per-mile fuel cost. The fleet-average cents-per-mile fuel cost is
equal to the fleet-average per-gallon fuel cost divided by the fleet-average miles-per-gallon rate. The averages de-
scribed in the preceding sentence must be determined by averaging the per-gallon fuel costs and miles-per-gallon rates
of a representative sample of the automobiles in the fleet equal to the greater of ten percent of the automobiles in the
fleet or 20 automobiles for a representative period, such as a two-month period. In lieu of determining the fleet-aver-
age cents-per-mile fuel cost, if an employer is using the fleet-average valuation rule of paragraph (d)(5)(v) of this sec-
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tion and if determining the amount of the actual reimbursement or the amount charged for the purchase of fuel would
impose unreasonable administrative burdens on the employer, the provision of fuel may be valued under the rule pro-
vided in paragraph (d)(3)(ii)(B) of this section.

(iii) Treatment of other services. The fair market value of any service not specifically identified in paragraph (d)(3)
(i) of this section that is provided by the employer with respect to an automobile (other than the services of a chauffeur)
must be added to the Annual Lease Value of the automobile in determining the fair market value of the benefit provided.
See paragraph (b)(5) of this section for rules relating to the valuation of chauffeur services.

(4) Avdilability of an automobile for less than an entire calendar year -- (i) Pro-rated Annual Lease Value used for
continuous availability of at least 30 days -- (A) In general. Except as otherwise provided in paragraph (d)(4)(iv) of this
section, for periods of continuous availability of at least 30 days, but less than an entire calendar year, the value of the
availability of an automobile provided by an employer electing to use the automobile lease valuation rule of this para-
graph (d) is the pro-rated Annual Lease Value. The pro-rated Annual Lease Value is calculated by multiplying the ap-
plicable Annual Lease Value by a fraction, the numerator of which is the number of days of availability and the denomi-
nator of which is 365.

(B) Special rule for continuous availability of at least 30 days that straddles two reporting years. If an employee is
provided with the continuous availability of an automobile for at least 30 days, but the continuous period straddles two
calendar years (or two special accounting periods if the special accounting rule of Announcement 85-113 (1985-31
LR.B. 31, August 5, 1985) (relating to the reporting of and withholding on noncash fringe benefits) is used), the pro-
rated Annual Lease Value, rather than the Daily Lease Value, may be applied with respect to such period of continuous
availability.

(ii) Daily Lease Value used for continuous availability of less than 30 days. Except as otherwise provided in para-
graph (d)(4)(iii) of this section, for periods of continuous availability of one or more but less than 30 days, the value of
the availability of the employer-provided automobile is the Daily Lease Value. The Daily Lease Value is calculated by
multiplying the applicable Annual Lease Value by a fraction, the numerator of which is four times the number of days of
availability and the denominator of which is 365.

(iii) Election to treat all periods as periods of at least 30 days. The value of the availability of an employer-pro-
vided automobile for a period of continuous availability of less than 30 days may be determined by applying the pro-
rated Annual Lease Value by treating the automobile as if it had been available for 30 days, if doing so would result in a
lower valuation than applying the Daily Lease Value to the shorter period of actual availability.

(iv) Periods of unavailability -- (A) General rule. In general, a pro-rated Annual Lease Value (as provided in para-
graph (d)(4)(i) of this section) is used to value the availability of an employer-provided automobile when the automobile
is available to an employee for a continuous period of at least 30 days but less than the entire calendar year. Neither an
employer nor an employee, however, may use a pro-rated Annual Lease Value when the reduction of Federal taxes is the
primary reason the automobile is unavailable to an employee at certain times during the calendar year.

(B) Unavailability for personal reasons of the employee. If an automobile is unavailable to an employee because of
personal reasons of the employee, such as while the employee is on vacation, a pro-rated Annual Lease Value, if used,
must not take into account such periods of unavailability. For example, assume that an automobile is available to an
employee during the first five months of the year and during the last five months of the year. Assume further that the
period of unavailability occurs because the employee is on vacation. The Annual Lease Value, if it is applied, must be
applied with respect to the entire 12-month period. The Annual Lease Value may not be pro-rated to take into account
the two-month period of unavailability.

(5) Fair market value -- (i) In general. For purposes of determining the Annual Lease Value of an automobile under
the Annual Lease Value Table, the fair market value of an automobile is the amount that an individual would have to pay
in an arm's-length transaction to purchase the particular automobile in the jurisdiction in which the vehicle is purchased
or leased. That amount includes all amounts attributable to the purchase of an automobile such as sales tax and title
fees as well as the purchase price of the automobile. Any special relationship that may exist between the employee and
the employer must be disregarded. Also, the employee's subjective perception of the value of the automobile is not rel-
evant to the determination of the automobile's fair market value, and, except as provided in paragraph (d)(5)(ii) of this
section, the cost incurred by the employer in connection with the purchase or lease of the automobile is not determina-
tive of the fair market value of the automobile.
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(ii) Safe-harbor valuation rule -- (A) General rule. For purposes of calculating the Annual Lease Value of an auto-
mobile under this paragraph (d), the safe-harbor value of the automobile may be used as the fair market value of the au-
tomobile.

(B) Automobiles owned by the employer. For an automobile owned by the employer, the safe-harbor value of the
automobile is the employer's cost of purchasing the automobile (including sales tax, title, and other expenses attribut-
able to such purchase), provided the purchase is made at arm's-length. Notwithstanding the preceding sentence, the
safe-harbor value of this paragraph (d)(5)(ii)(B) is not available with respect to an automobile manufactured by the em-
ployer. Thus, for example, if one entity manufactures an automobile and sells it to an entity with which it is aggregated
pursuant to paragraph (c)(4) of this section, this paragraph (d)(5)(ii)(B) does not apply to value the automobile by the
aggregated employer. In this case, value must be determined under paragraph (d)(5)(i) of this section.

(C) Automobiles leased by the employer. For an automobile leased but not manufactured by the employer, the safe-
harbor value of the automobile is either the manufacturer's suggested retail price of the automobile less eight percent
(including sales tax, title, and other expenses attributable to such purchase), or the value determined under paragraph (d)
(5)(iii) of this section.

(iii) Use of nationally recognized pricing sources. The fair market value of an automobile that is --
(A) Provided to an employee prior to January 1, 1985,
(B) Being revalued pursuant to paragraphs (d)(2) (iv) or (v) of this section, or

(C) A leased automobile being valued pursuant to paragraph (d)(5)(ii) of this section, may be determined by refer-
ence to the retail value of such automobile as reported by a nationally recognized pricing source that regularly reports
new or used automobile retail values, whichever is applicable. That retail value must be reasonable with respect to the
automobile being valued. Pricing sources consist of publications and electronic data bases.

(iv) Fair market value of special equipment. When determining the fair market value of an automobile, the em-
ployer may exclude the fair market value of any specialized equipment or telephone that is added to or carried in the au-
tomobile provided that the presence of that equipment or telephone is necessitated by, and attributable to, the business
needs of the employer. The value of the specialized equipment must be included if the employee to whom the automo-
bile is available uses the specialized equipment in a trade or business of the employee other than the employee's trade or
business of being an employee of the employer.

(V) Fleet-average valuation rule -- (A) In general. An employer with a fleet of 20 or more automobiles meeting the
requirements of this paragraph (d)(5)(v) (including the business-use and fair market value conditions of paragraph (d)
(5)(v)(D) of this section) may use a fleet-average value for purposes of calculating the Annual Lease Values of the auto-
mobiles in the fleet. The fleet-average value is the average of the fair market values of all automobiles in the fleet.
The fair market value of each automobile in the fleet shall be determined, pursuant to the rules of paragraphs (d)(5) (i)
through (iv) of this section, as of the date described in paragraph (d)(2)(i)(A) of this section.

(B) Period for use of rule. The fleet-average valuation rule of this paragraph (d)(5)(v) may be used by an employer
as of January 1 of any calendar year following the calendar year in which the employer acquires a sufficient number of
automobiles to total a fleet of 20 or more automobiles. The Annual Lease Value calculated for the automobiles in the
fleet, based on the fleet-average value, shall remain in effect for the period that begins with the first January 1 the fleet-
average valuation rule of this paragraph (d)(5)(v) is applied by the employer to the automobiles in the fleet and ends on
December 31 of the subsequent calendar year. The Annual Lease Value for each subsequent two-year period is calcu-
lated by determining the fleet-average value of the automobiles in the fleet as of the first January 1 of such period. An
employer may cease using the fleet-average valuation rule as of any January 1. If, however, the employer is using the
special accounting rule provided in Announcement 85-113 (1985-31 I.R.B. 31, August 5, 1985) (relating to the reporting
of and withholding on noncash fringe benefits), the employer may apply the rules of this paragraph (d)(5)(v)(B) on the
basis of the special accounting period rather than the calendar year. (This is accomplished by substituting (1) the be-
ginning of the special accounting period that begins immediately prior to the January 1 described in this paragraph (d)
(5)(v)(B) for January 1 wherever it appears in this paragraph (d)(5)(v)(B) and (2) the end of such accounting period for
December 31.) If the number of qualifying automobiles in the employer's fleet declines to fewer than 20 for more than
50 percent of the days in a year, then the fleet-average valuation rule does not apply as of January 1 of such year. In
this case, the Annual Lease Value must be determined separately for each remaining automobile. The revaluation rules
of paragraph (d)(2) (iv) and (v) of this section do not apply to automobiles valued under this paragraph (d)(5)(v).
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(C) Automobiles included in the fleet. An employer may include in a fleet any automobile that meets the require-
ments of this paragraph (d)(5)(v) and is available to any employee of the employer for personal use. An employer may
include in the fleet only automobiles the availability of which is valued under the automobile lease valuation rule of this
paragraph (d). An employer need not include in the fleet all automobiles valued under the automobile lease valuation
rule. An employer may have more than one fleet for purposes of the fleet-average rule of this paragraph (d)(5)(v).

For example, an employer may group automobiles in a fleet according to their physical type or use.

(D) Limitations on use of fleet-average rule. The rule provided in this paragraph (d)(5)(v) may not be used for any
automobile the fair market value of which (determined pursuant to paragraphs (d)(5) (i) through (iv) of this section as of
either the first date on which the automobile is made available to any employee of the employer for personal use or, if
later, January 1, 1985) exceeds $16,500. The fair market value limitation of $16,500 shall be adjusted pursuant to sec-
tion 280F(d)(7) of the Internal Revenue Code of 1986. The first such adjustment shall be for calendar year 1989 (sub-
stitute October 1986 for October 1987 in applying the formula). In addition, the rule provided in this paragraph (d)(5)
(v) may only be used for automobiles that the employer reasonably expects will regularly be used in the employer's
trade or business. For rules concerning when an automobile is regularly used in the employer's business, see paragraph
(e)(1)(iv) of this section.

(E) Additional automobiles added to the fleet. The fleet-average value in effect at the time an automobile is added
to a fleet is treated as the fair market value of the additional automobile for purposes of determining the Annual Lease
Value of the automobile until the fleet-average value changes pursuant to paragraph (d)(5)(v)(B) of this section.

(F) Use of the fleet-average rule by employees. An employee may only use the fleet-average rule if it is used by the
employer. If an employer uses the fleet-average rule, and the employee uses the special valuation rule of paragraph (d)
of this section, the employee must use the fleet-average value determined by the employer.

(6) Special rules for continuous availability of certain automobiles -- (i) Fleet automobiles. If an employer is using
the fleet-average valuation rule of paragraph (d)(5)(v) of this section and the employer provides an employee with the
continuous availability of an automobile from the same fleet during a period (though not necessarily the same fleet auto-
mobile for the entire period), the employee is treated as having the use of a single fleet automobile for the entire period,
e.g., an entire calendar year. Thus, when applying the automobile lease valuation rule of this paragraph (d), the em-
ployer may treat the fleet-average value as the fair market value of the automobile deemed available to the employee for
the period for purposes of calculating the Annual Lease Value, (or pro-rated Annual Lease Value or Daily Lease Value
whichever is applicable) of the automobile. If an employer provides an employee with the continuous availability of
more than one fleet automobile during a period, the employer may treat the fleet-average value as the fair market value
of each automobile provided to the employee provided that the rules of paragraph (d)(5)(v)(D) of this section are satis-
fied.

(ii) Demonstration automobiles -- (A) In general. If an automobile dealership provides an employee with the con-
tinuous availability of a demonstration automobile (as defined in § 1.132-5(0)(3)) during a period (though not necessar-
ily the same demonstration automobile for the entire period), the employee is treated as having the use of a single
demonstration automobile for the entire period, e.g., an entire calendar year. If an employer provides an employee with
the continuous availability of more than one demonstration automobile during a period, the employer may treat the
value determined under paragraph (d)(6)(ii)(B) of this section as the fair market value of each automobile provided to
the employee. For rules relating to the treatment as a working condition fringe of the qualified automobile demonstra-
tion use of a demonstration automobile by a full-time automobile salesman, see § 1.132-5(0).

(B) Determining the fair market value of a demonstration automobile. When applying the automobile lease valua-
tion rule of this paragraph (d), the employer may treat the average of the fair market values of the demonstration auto-
mobiles which are available to an employee and held in the dealership's inventory during the calendar year as the fair
market value of the demonstration automobile deemed available to the employee for the period for purposes of calculat-
ing the Annual Lease Value of the automobile. If under the facts and circumstances it is inappropriate to take into ac-
count, with respect to an employee, certain models of demonstration automobiles, the value of the benefit is determined
without reference to the fair market values of such models. For example, assume that an employee has the continuous
availability for an entire calendar year of one demonstration automobile, although not the same one for the entire year.
Assume further that the fair market values of the automobiles in the dealership inventory during the year range from
$8,000 to $20,000. If there is not a substantial period (such as three months) during the year when the employee uses
demonstration automobiles valued at less than $16,000, then those automobiles are not considered in determining the
value of the benefit provided to the employee. In this case, the average of the fair market values of the demonstration
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automobiles in the dealership's inventory valued at $16,000 or more is treated as the fair market value of the automobile
deemed available to the employee for the calendar year for purposes of calculating the Annual Lease Value of the auto-
mobile.

(7) Consistency rules -- (i) Use of the automobile lease valuation rule by an employer. Except as provided in para-
graph (d)(5)(v)(B) of this section, an employer may adopt the automobile lease valuation rule of this paragraph (d) for
an automobile only if the rule is adopted to take effect by the later of --

(A) January 1, 1989, or

(B) The first day on which the automobile is made available to an employee of the employer for personal use (or, if
the commuting valuation rule of paragraph (f) of this section is used when the automobile is first made available to an
employee of the employer for personal use, the first day on which the commuting valuation rule is not used).

(ii) An employer must use the automobile lease valuation rule for all subsequent years. Once the automobile lease
valuation rule has been adopted for an automobile by an employer, the rule must be used by the employer for all subse-
quent years in which the employer makes the automobile available to any employee except that the employer may, for
any year during which (or for any employee for whom) use of the automobile qualifies for the commuting valuation rule
of paragraph (f) of this section, use the commuting valuation rule with respect to the automobile.

(iii) Use of the automobile lease valuation rule by an employee. An employee may adopt the automobile lease valu-
ation rule for an automobile only if the rule is adopted --

(A) By the employer, and

(B) Beginning with the first day on which the automobile for which the employer (consistent with paragraph (d)(7)
(i) of this section) adopted the rule is made available to that employee for personal use (or, if the commuting valuation
rule of paragraph (f) of this section is used when the automobile is first made available to that employee for personal
use, the first day on which the commuting valuation rule is not used).

(iv) An employee must use the automobile lease valuation rule for all subsequent years. Once the automobile lease
valuation rule has been adopted for an automobile by an employee, the rule must be used by the employee for all subse-
quent years in which the automobile for which the rule is used is available to the employee. However, the employee
may, for any year during which use of the automobile qualifies for use of the commuting valuation rule of paragraph (f)
of this section and for which the employer uses such rule, use the commuting valuation rule with respect to the automo-
bile.

(v) Replacement automobiles. Notwithstanding anything in this paragraph (d)(7) to the contrary, if the automobile
lease valuation rule is used by an employer, or by an employer and an employee, with respect to a particular automobile,
and a replacement automobile is provided to the employee for the primary purpose of reducing Federal taxes, then the
employer, or the employer and the employee, using the rule must continue to use the rule with respect to the replace-
ment automobile.

(e) Vehicle cents-per-mile valuation rule -- (1) In general -- (i) General rule. Under the vehicle cents-per-mile valu-
ation rule of this paragraph (e), if an employer provides an employee with the use of a vehicle that --

(A) The employer reasonably expects will be regularly used in the employer's trade or business throughout the cal-
endar year (or such shorter period as the vehicle may be owned or leased by the employer), or

(B) Satisfies the requirements of paragraph (e)(1)(ii) of this section, the value of the benefit provided in the calen-
dar year is the standard mileage rate provided in the applicable Revenue Ruling or Revenue Procedure ("cents-per-mile
rate") multiplied by the total number of miles the vehicle is driven by the employee for personal purposes. The cents-
per-mile rate is to be applied prospectively from the first day of the taxable year following the date of publication of the
applicable Revenue Ruling or Revenue Procedure. An employee who uses an employer-provided vehicle, in whole or
in part, for a trade or business other than the employer's trade or business, may take a deduction for such business use
based upon the vehicle cents-per-mile rule as long as such deduction is at the same standard mileage rate as that used in
calculating the employee's income inclusion. The standard mileage rate must be applied to personal miles independent
of business miles. Thus, for example, if the standard mileage rate were 24 cents per mile for the first 15,000 miles and
11 cents per mile for all miles over 15,000 and an employee drives 20,000 personal miles and 45,000 business miles in a
year, the value of the personal use of the vehicle is $4,150 ((15,000 X $.24) + (5,000 X $.11)). For purposes of this
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section, the use of a vehicle for personal purposes is any use of the vehicle other than use in the employee's trade or
business of being an employee of the employer.

(ii) Mileage rule. A vehicle satisfies the requirements of this paragraph (e)(1)(ii) for a calendar year if --
(A) It is actually driven at least 10,000 miles in that year; and

(B) Use of the vehicle during the year is primarily by employees. For example, if a vehicle is used by only one
employee during the calendar year and that employee drives the vehicle at least 10,000 miles during the year, the vehi-
cle satisfies the requirements of this paragraph (e)(1)(ii) even if all miles driven by the employee are personal. A vehi-
cle is considered used during the year primarily by employees in accordance with the requirement of paragraph (e)(1)(ii)
(B) of this section if employees use the vehicle on a consistent basis for commuting. If the employer does not own or
lease the vehicle during a portion of the year, the 10,000 mile threshold is to be reduced proportionately to reflect the
periods when the employer did not own or lease the vehicle. For purposes of this paragraph (e)(1)(ii), use of the vehi-
cle by an individual (other than the employee) whose use would be taxed to the employee is not considered use by the
employee.

(iii) Limitation on use of the vehicle cents-per-mile valuation rule -- (A) In general. Except as otherwise provided
in the last sentence of this paragraph (e)(1)(iii)(A), the value of the use of an automobile (as defined in paragraph (d)(1)
(ii) of this section) may not be determined under the vehicle cents-per-mile valuation rule of this paragraph (e) for a cal-
endar year if the fair market value of the automobile (determined pursuant to paragraphs (d)(5) (i) through (iv) of this
section as of the later of January 1, 1985, or the first date on which the automobile is made available to any employee of
the employer for personal use) exceeds the sum of the maximum recovery deductions allowable under section 280F(a)
(2) for a five-year period for an automobile first placed in service during that calendar year (whether or not the automo-
bile is actually placed in service during that year) as adjusted by section 280F(d)(7). With respect to a vehicle placed in
service prior to January 1, 1989, the limitation on value will be not less than $12,800. With respect to a vehicle placed
in service in or after 1989, the limitation on value is $12,800 as adjusted by section 280F(d)(7).

(B) Application of limitation with respect to a vehicle owned by both an employer and an employee. If an employee
contributes an amount towards the purchase price of a vehicle in return for a percentage ownership interest in the vehi-
cle, for purposes of determining whether the limitation of this paragraph (e)(1)(iii) applies, the fair market value of the
vehicle is reduced by the lesser of --

(1) The amount contributed, or

(2) An amount equal to the employee's percentage ownership interest multiplied by the unreduced fair market value
of the vehicle. If the employee does not receive an ownership interest in the employer-provided vehicle, then the fair
market value of the vehicle is determined without regard to any amount contributed. For purposes of this paragraph (e)
(1)(iii)(B), an employee's ownership interest in a vehicle will not be recognized unless it is reflected in the title of the
vehicle. An ownership interest reflected in the title of a vehicle will not be recognized if under the facts and circum-
stances the title does not reflect the benefits and burdens of ownership.

(C) Application of limitation with respect to a vehicle leased by both an employer and employee. If an employee
contributes an amount toward the cost to lease a vehicle in return for a percentage interest in the vehicle lease, for pur-
poses of determining whether the limitation of this paragraph (e)(1)(iii) applies, the fair market value of the vehicle is
reduced by the amount specified in the following sentence. The amount specified in this sentence is the unreduced fair
market value of a vehicle multiplied by the lesser of --

(1) The employee's percentage interest in the lease, or

(2) A fraction, the numerator of which is the amount contributed and the denominator of which is the entire lease
cost. If the employee does not receive an interest in the vehicle lease, then the fair market value is determined without
regard to any amount contributed. For purposes of this paragraph (e)(1)(iii)(C), an employee's interest in a vehicle
lease will not be recognized unless the employee is a named co-lessee on the lease. An interest in a lease will not be
recognized if under the facts and circumstances, the lease does not reflect the true obligations of the lessees.

(iv) Regular use in an employer's trade or business. Whether a vehicle is regularly used in an employer's trade or
business is determined on the basis of all facts and circumstances. A vehicle is considered regularly used in an em-
ployer's trade or business for purposes of paragraph (e)(1)(i)(A) of this section if one of the following safe harbor condi-
tions is satisfied:
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(A) At least 50 percent of the vehicle's total annual mileage is for the employer's business; or

(B) The vehicle is generally used each workday to transport at least three employees of the employer to and from
work in an employer-sponsored commuting vehicle pool. Infrequent business use of the vehicle, such as for occasional
trips to the airport or between the employer's multiple business premises, does not constitute regular use of the vehicle
in the employer's trade or business.

(v) Application of rule to shared usage. If an employer regularly provides a vehicle to employees for use by more
than one employee at the same time, such as with an employer-sponsored vehicle commuting pool, the employer may
use the vehicle cents-per-mile valuation rule to value the use of the vehicle by each employee who shares such use.
See § 1.61-21(c)(2)(ii)(B) for provisions relating to the allocation of the value of an automobile to more than one em-
ployee.

(2) Definition of vehicle. For purposes of this paragraph (e), the term "vehicle" means any motorized wheeled vehi-
cle manufactured primarily for use on public streets, roads, and highways. The term "vehicle" includes an automobile
as defined in paragraph (d)(1)(ii) of this section.

(3) Services included in, or excluded from, the cents-per-mile rate -- (i) Maintenance and insurance included. The
cents-per-mile rate includes the fair market value of maintenance of, and insurance for, the vehicle. The cents-per-mile
rate may not be reduced by the fair market value of any service included in the cents-per-mile rate but not provided by
the employer. An employer or employee who wishes to take into account only the particular services provided with re-
spect to a vehicle may value the availability of the vehicle under the general valuation rules of paragraph (b) of this sec-
tion.

(ii) Fuel provided by the employer -- (A) Miles driven in the United States, Canada, or Mexico. With respect to
miles driven in the United States, Canada, or Mexico, the cents-per-mile rate includes the fair market value of fuel pro-
vided by the employer. If fuel is not provided by the employer, the cents-per-mile rate may be reduced by no more
than 5.5 cents or the amount specified in any applicable Revenue Ruling or Revenue Procedure. For purposes of this
section, the United States includes the United States, its possessions and its territories.

(B) Miles driven outside the United States, Canada, or Mexico. With respect to miles driven outside the United
States, Canada, or Mexico, the fair market value of fuel provided by the employer is not reflected in the cents-per-mile
rate. Accordingly, the cents-per-mile rate may be reduced but by no more than 5.5 cents or the amount specified in any
applicable Revenue Ruling or Revenue Procedure. If the employer provides the fuel in kind, it must be valued based
on all the facts and circumstances If the employer reimburses the employee for the cost of fuel or allows the employee
to charge the employer for the cost of fuel, the fair market value of the fuel is generally the amount of the actual reim-
bursement or the amount charged, provided the purchase of fuel is at arm's length.

(iii) Treatment of other services. The fair market value of any service not specifically identified in paragraph (e)(3)
(i) of this section that is provided by the employer with respect to a vehicle is not reflected in the cents-per-mile rate.
See paragraph (b)(5) of this section for rules relating to valuation of chauffeur services.

(4) Valuation of personal use only. The vehicle cents-per-mile valuation rule of this paragraph (e) may only be used
to value the miles driven for personal purposes. Thus, the employer must include an amount in an employee's income
with respect to the use of a vehicle that is equal to the product of the number of personal miles driven by the employee
and the appropriate cents-per-mile rate. The term "personal miles" means all miles for which the employee used the
automobile except miles driven in the employee's trade or business of being an employee of the employer. Unless ad-
ditional services are provided with respect to the vehicle (see paragraph (e)(3)(iii) of this section), the employer may not
include in income a greater amount; for example, the employer may not include in income 100 percent (all business and
personal miles) of the value of the use of the vehicle.

(5) Consistency rules -- (i) Use of the vehicle cents-per-mile valuation rule by an employer. An employer must
adopt the vehicle cents-per-mile valuation rule of this paragraph (e) for a vehicle to take effect by the later of --

(A) January 1, 1989, or

(B) The first day on which the vehicle is used by an employee of the employer for personal use (or, if the commut-
ing valuation rule of paragraph (f) of this section is used when the vehicle is first used by an employee of the employer
for personal use, the first day on which the commuting valuation rule is not used).



Page 30

(ii) An employer must use the vehicle cents-per-mile valuation rule for all subsequent years. Once the vehicle cents-
per-mile valuation rule has been adopted for a vehicle by an employer, the rule must be used by the employer for all
subsequent years in which the vehicle qualifies for use of the rule, except that the employer may, for any year during
which use of the vehicle qualifies for the commuting valuation rule of paragraph (f) of this section, use the commuting
valuation rule with respect to the vehicle. If the vehicle fails to qualify for use of the vehicle cents-per-mile valuation
rule during a subsequent year, the employer may adopt for such subsequent year and thereafter any other special valua-
tion rule for which the vehicle then qualifies. If the employer elects to use the automobile lease valuation rule of para-
graph (d) of this section for a period in which the automobile does not qualify for use of the vehicle cents-per-mile valu-
ation rule, then the employer must comply with the requirements of paragraph (d)(7) of this section. For purposes of
paragraph (d)(7) of this section, the first day on which the automobile with respect to which the vehicle cents-per-mile
rule had been used fails to qualify for use of the vehicle cents-per-mile valuation rule may be deemed to be the first day
on which the automobile is available to an employee of the employer for personal use.

(iii) Use of the vehicle cents-per-mile valuation rule by an employee. An employee may adopt the vehicle cents-per-
mile valuation rule for a vehicle only if the rule is adopted --

(A) By the employer, and

(B) Beginning with respect to the first day on which the vehicle for which the employer (consistent with paragraph
(e)(5)(i) of this section) adopted the rule is available to that employee for personal use (or, if the commuting valuation
rule of paragraph (f) of this section is used when the vehicle is first used by an employee for personal use, the first day
on which the commuting valuation rule is not used).

(iv) An employee must use the vehicle cents-per-mile valuation rule for all subsequent years. Once the vehicle
cents-per-mile valuation rule has been adopted for a vehicle by an employee, the rule must be used by the employee for
all subsequent years of personal use of the vehicle by the employee for which the rule is used by the employer. How-
ever, see paragraph (f) of this section for rules relating to the use of the commuting valuation rule for a subsequent year.

(v) Replacement vehicles. Notwithstanding anything in this paragraph (e)(5) to the contrary, if the vehicle cents-per-
mile valuation rule is used by an employer, or by an employer and an employee, with respect to a particular vehicle, and
a replacement vehicle is provided to the employee for the primary purpose of reducing Federal taxes, then the employer,
or the employer and the employee, using the rule must continue to use the rule with respect to the replacement vehicle if
the replacement vehicle qualifies for use of the rule.

(f) Commuting valuation rule -- (1) In general. Under the commuting valuation rule of this paragraph (f), the value
of the commuting use of an employer-provided vehicle may be determined pursuant to paragraph (f)(3) of this section if
the following criteria are met by the employer and employees with respect to the vehicle:

(i) The vehicle is owned or leased by the employer and is provided to one or more employees for use in connection
with the employer's trade or business and is used in the employer's trade or business;

(ii) For bona fide noncompensatory business reasons, the employer requires the employee to commute to and/or
from work in the vehicle;

(iii) The employer has established a written policy under which neither the employee, nor any individual whose use
would be taxable to the employee, may use the vehicle for personal purposes, other than for commuting or de minimis
personal use (such as a stop for a personal errand on the way between a business delivery and the employee's home);

(iv) Except for de minimis personal use, the employee does not use the vehicle for any personal purpose other than
commuting; and

(v) The employee required to use the vehicle for commuting is not a control employee of the employer (as defined
in paragraphs (f)(5) and (6) of this section).

Personal use of a vehicle is all use of the vehicle by an employee that is not used in the employee's trade or business
of being an employee of the employer. An employer-provided vehicle that is generally used each workday to transport
at least three employees of the employer to and from work in an employer-sponsored commuting vehicle pool is
deemed to meet the requirements of paragraphs (f)(1) (i) and (ii) of this section.

(2) Special rules. Notwithstanding anything in paragraph (f)(1) of this section to the contrary, the following special
rules apply --
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(i) Chauffeur-driven vehicles. If a vehicle is chauffeur-driven, the commuting valuation rule of this paragraph (f)
may not be used to value the commuting use of any person (other than the chauffeur) who rides in the vehicle. (See
paragraphs (d) and (e) of this section for other vehicle special valuation rules,) The special rule of this paragraph (f) may
be used to value the commuting-only use of the vehicle by the chauffeur if the conditions of paragraph (f)(1) of this sec-
tion are satisfied. For purposes of this paragraph (f)(2), an individual will not be considered a chauffeur if he or she
performs non-driving services for the employer, is not available to perform driving services while performing such other
services and whose only driving services consist of driving a vehicle used for commuting by other employees of the em-
ployer.

(ii) Control employee exception. If the vehicle in which the employee is required to commute is not an automobile
as defined in paragraph (d)(1)(ii) of this section, the restriction of paragraph (f)(1)(v) of this section (relating to control
employees) does not apply.

(3) Commuting value -- (i) $1.50 per one-way commute. If the requirements of this paragraph (f) are satisfied, the
value of the commuting use of an employer-provided vehicle is $1.50 per one-way commute (e.g., from home to work
or from work to home). The value provided in this paragraph (f)(3) includes the value of any goods or services directly
related to the vehicle (e.g., fuel).

(ii) Value per employee. If there is more than one employee who commutes in the vehicle, such as in the case of an
employer-sponsored commuting vehicle pool, the amount includible in the income of each employee is $1.50 per-one-
way commute. Thus, the amount includible for each round-trip commute is $3.00 per employee. See paragraphs (d)
(7)(vi) and (e)(5)(vi) of this section for use of the automobile lease valuation and vehicle cents-per-mile valuation spe-
cial rules for valuing the use or availability of the vehicle in the case of an employer-sponsored vehicle or automobile
commuting pool.

(4) Definition of vehicle. For purposes of this paragraph (f), the term "vehicle" means any motorized wheeled vehi-
cle manufactured primarily for use on public streets, roads, and highways. The term "vehicle" includes an automobile
as defined in paragraph (d)(1)(ii) of this section.

(5) Control employee defined -- Non-government employer. For purposes of this paragraph (f), a control employee
of a non-government employer is any employee --

(i) Who is a Board- or shareholder-appointed, confirmed, or elected officer of the employer whose compensation
equals or exceeds $50,000,

(ii) Who is a director of the employer,
(iii) Whose compensation equals or exceeds $100,000, or
(iv) Who owns a one-percent or greater equity, capital, or profits interest in the employer.

For purposes of determining who is a one-percent owner under paragraph (f)(5)(iv) of this section, any individual
who owns (or is considered as owning under section 318(a) or principles similar to section 318(a) for entities other than
corporations) one percent or more of the fair market value of an entity (the "owned entity") is considered a one-percent
owner of all entities which would be aggregated with the owned entity under the rules of section 414(b), (c), (m), or (o).
For purposes of determining who is an officer or director with respect to an employer under this paragraph (f)(5), not-
withstanding anything in this section to the contrary, if an entity would be aggregated with other entities under the rules
of section 414(b), (c), (m), or (o), the officer definition (but not the compensation requirement) and the director defini-
tion apply to each such separate entity rather tha to the aggregated employer. An employee who is an officer or a direc-
tor of an entity (the "first entity") shall be treated as an officer or a director of all entities aggregated with the first entity
under the rules of section 414(b), (c), (m), or (0). Instead of applying the control employee definition of this paragraph
()(5), an employer may treat all, and only, employees who are "highly compensated" employees (as defined in § 1.132-
8(g)) as control employees for purposes of this paragraph (f).

(6) Control employee defined -- Government employer. For purposes of this paragraph (f), a control employee of a
government employer is any --

(i) Elected official, or
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(ii) Employee whose compensation equals or exceeds the compensation paid to a Federal Government employee
holding a position at Executive Level V, determined under Chapter 11 of title 2, United States Code, as adjusted by sec-
tion 5318 of Title 5 United States Code.

For purposes of this paragraph (f), the term "government" includes any Federal, state or local governmental unit,
and any agency or instrumentality thereof. Instead of applying the control employee definition of paragraph (f)(6), an
employer may treat all and only employees who are "highly compensated" employees (as defined in § 1.132-8(f)) as
control employees for purposes of this paragraph ().

(7) "Compensation" defined. For purposes of this paragraph (f), the term "compensation" has the same meaning as
in section 414(q)(7). Compensation includes all amounts received from all entities treated as a single employer under
section 414 (b), (c)(m), or (0). Levels of compensation shall be adjusted at the sam time and in the same manner as
provided in section 415(d). The first such adjustment shall be for calendar year 1988.

(8) Non-commercial flight valuation rule -- (1) In general. Under the non-commercial flight valuation rule of this
paragraph (g), except as provided in paragraph (g)(12) of this section, if an employee is provided with a flight on an em-
ployer-provided aircraft, the value of the flight is calculated using the aircraft valuation formula of paragraph (g)(5) of
this section. For purposes of this paragraph (g), the value of a flight on an employer-provided aircraft by an individual
who is less than two years old is deemed to be zero. See paragraph (b)(1) of this section for rules relating to the
amount includible in income when an employee reimburses the employee's employer for all or part of the fair market
value of the benefit provided.

(2) Eligible flights and eligible aircraft. The valuation rule of this paragraph (g) may be used to value flights on all
employer-provided aircraft, including helicopters. The valuation rule of this paragraph (g) may be used to value inter-
national as well as domestic flights. The valuation rule of this paragraph (g) may not be used to value a flight on any
commercial aircraft on which air transportation is sold to the public on a per-seat basis. For a special valuation rule re-
lating to certain flights on commercial aircraft, see paragraph (h) of this section.

(3) Definition of a flight -- (i) General rule. Except as otherwise provided in paragraph (g)(3)(iii) of this section (re-
lating to intermediate stops), for purposes of this paragraph (g), a flight is the distance (in statute miles, i.e., 5,280 feet
per statute mile) between the place at which the individual boards the aircraft and the place at which the individual de-
planes.

(ii) Valuation of each flight. Under the valuation rule of this paragraph (g), value is determined separately for each
flight. Thus, a round-trip is comprised of at least two flights. For example, an employee who takes a personal trip on
an employer-provided aircraft from New York City to Denver, then Denver to Los Angeles, and finally Los Angeles to
New York City has taken three flights and must apply the aircraft valuation formula separately to each flight. The
value of a flight must be determined on a passenger-by-passenger basis. For example, if an individual accompanies an
employee and the flight taken by the individual would be taxed to the employee, the employee would be taxed on the
special rule value of the flight by the employee and the flight by the individual.

(iii) Intermediate stop. If a landing is necessitated by weather conditions, by an emergency, for purposes of refuel-
ing or obtaining other services relating to the aircraft or for any other purpose unrelated to the personal purposes of the
employee whose flight is being valued, that landing is an intermediate stop. Additional mileage attributable to an inter-
mediate stop is not considered when determining the distance of an employee's flight.

(iv) Examples. The rules of paragraph (g)(3)(iii) of this section may be illustrated by the following examples:

Example (1). Assume that an employee's trip originates in St. Louis, Missouri, with Seattle, Washington as its desti-
nation, but, because of weather conditions, the aircraft lands in Denver, Colorado, and the employee stays in Denver
overnight. Assume further that the next day the aircraft flies to Seattle where the employee deplanes. The employee's
flight is the distance between the airport in St. Louis and the airport in Seattle.

Example (2). Assume that a trip originates in New York, New York, with five passengers and that the aircraft makes
a stop in Chicago, Illinois, so that one of the passengers can deplane for a purpose unrelated to the personal purposes of
the other passengers whose flights are being valued. The aircraft then goes on to Los Angeles, California, where the
other four passengers will deplane. The flight of the passenger who deplaned in Chicago is the distance between the
airport in New York and the airport in Chicago. The stop in Chicago is disregarded as an intermediate stop, however,
when measuring the flights taken by each of the other four passengers. Their flights would be the distance between the
airport in New York and the airport in Los Angeles.
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(4) Personal and non-personal flights -- (i) In general. The valuation rule of this paragraph (g) applies to personal
flights on employer-provided aircraft. A personal flight is one the value of which is not excludable under another sec-
tion of subtitle A of the Internal Revenue Code of 1986, such as under section 132(d) (relating to a working condition
fringe). However, solely for purposes of paragraphs (g)(4)(ii) and (g)(4)(iii) of this section, references to personal
flights do not include flights a portion of which would not be excludable from income by reason of section 274(c).

(ii) Trip primarily for employer's business. If an employee combines, in one trip, personal and business flights on
an employer-provided aircraft and the employee's trip is primarily for the employer's business (see § 1.162-2(b)(2)), the
employee must include in income the excess of the value of all the flights that comprise the trip over the value of the
flights that would have been taken had there been no personal flights but only business flights. For example, assume
that an employee flies on an employer-provided aircraft from Chicago, Illinois, to Miami, Florida, for the employer's
business and that from Miami the employee flies on the employer-provided aircraft to Orlando, Florida, for personal
purposes and then flies back to Chicago. Assume further that the primary purpose of the trip is for the employer's busi-
ness. The amount includible in income is the excess of the value of the three flights (Chicago to Miami, Miami to Or-
lando, and Orlando to Chicago), over the value of the flights that would have been taken had there been no personal
flights but only business flights (Chicago to Miami and Miami to Chicago).

(iii) Primarily personal trip. If an employee combines, in one trip, personal and business flights on an employer-
provided aircraft and the employee's trip is primarily personal (see § 1.162-2(b)(2)), the amount includible in the em-
ployee's income is the value of the personal flights that would have been taken had there been no business flights but
only personal flights. For example, assume that an employee flies on an employer-provided aircraft from San Fran-
cisco, California, to Los Angeles, California, for the employer's business and that from Los Angeles the employee flies
on an employer-provided aircraft to Palm Springs, California, primarily for personal reasons and then flies back to San
Francisco. Assume further that the primary purpose of the trip is personal. The amount includible in the employee's
income is the value of personal flights that would have been taken had there been no business flights but only personal
flights (San Francisco to Palm Springs and Palm Springs to San Francisco).

(iv) Application of section 274(c). The value of employer- provided travel outside the United States away from
home may not be excluded from the employee's gross income as a working condition fringe, by either the employer or
the employee, to the extent not deductible by reason of section 274(c). The valuation rule of this paragraph (g) applies
to that portion of the value any flight not excludable by reason of section 274(c). Such value is includible in income in
addition to the amounts determined under paragraphs (g)(4)(ii) and (g)(4)(iii) of this section.

(v) Flights by individuals who are not personal guests. If an individual who is not an employee of the employer
providing the aircraft is on a flight, and the individual is not the personal guest of any employee of the employer, the
flight by the individual is not taxable to any employee of the employer providing the aircraft. The rule in the preceding
sentence applies where the individual is provided the flight by the employer for noncompensatory business reasons of
the employer. For example, assume that G, an employee of company Y, accompanies A, an employee of company X,
on company X's aircraft for the purpose of inspecting land under consideration for purchase by company X from com-
pany Y. The flight by G is not taxable to A. No inference may be drawn from this paragraph (g)(4)(v) concerning the
taxation of a flight provided to an individual who is neither an employee of the employer nor a personal guest of any
employee of the employer.

(5) Aircraft valuation formula. Under the valuation rule of this paragraph (g), the value of a flight is determined un-
der the base aircraft valuation formula (also known as the Standard Industry Fare Level formula or SIFL) by multiply-
ing the SIFL cents-per-mile rates applicable for the period during which the flight was taken by the appropriate aircraft
multiple (as provided in paragraph (g)(7) of this section) and then adding the applicable terminal charge. The SIFL
cents-per-mile rates in the formula and the terminal charge are calculated by the Department of Transportation and are
revised semi-annually. The base aircraft valuation formula in effect from January 1, 1989 through June 30, 1989, is as
follows: a terminal charge of $26.48 plus ($.1449 per mile for the first 500 miles, $ .1105 per mile for miles between
501 and 1500, and $ .1062 per mile for miles over 1500). For example, if a flight taken on January 15, 1989, by a non-
control employee on an employer-provided aircraft with a maximum certified takeoff weight of 26,000 Ibs. is 2,000
miles long, the value of the flight determined under this paragraph (g)(5) is: $100.36 ((.313X(($ .1449X500)+
('$.1105X1,000)+($ .1062X500)))+$26,48). The aircraft valuation formula applies separately to each flight being val-
ued under this paragraph (g). Therefore, the number of miles an employee has flown on employer-provided aircraft
flights prior to the flight being valued does not affect the determination of the value of the flight.
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(6) Discretion to provide new formula. The Commissioner may prescribe a different base aircraft valuation formula
by regulation, Revenue Ruling or Revenue Procedure in the event that the calculation of the Standard Industry Fare
Level is discontinued.

(7) Aircraft multiples -- (i) In general. The aircraft multiples are based on the maximum certified takeoff weight of
the aircraft. 'When applying the aircraft valuation formula to a flight, the appropriate aircraft multiple is multiplied by
the product of the applicable SIFL cents-per-mile rates multiplied by the number of miles in the flight and then the ter-
minal charge is added to the product. For purposes of applying the aircraft valuation formula described in paragraph
(g)(5) of this section, the aircraft multiples are as follows:

Aircraft
Aircraft multiple for
multiple for a non-
Maximum certified take- a control control
off weight of the aircraft employee employee
(percent) (percent)
6,000 Ibs. or less 62.5 15.6
6,001-10,000 Ibs. 125 234
10,001-25,000 Ibs. 300 31.3
25,001 lbs. or more 400 31.3

(ii) Flights treated as provided to a control employee. Except as provided in paragraph (g)(12) of this section, any
flight provided to an individual whose flight would be taxable to a control employee (as defined in paragraphs (g)(8)
and (9) of this section) as the recipient shall be valued as if such flight had been provided to that control employee. For
example, assume that the chief executive officer of an employer, his spouse, and his two children fly on an employer-
provided aircraft for personal purposes. Assume further that the maximum certified takeoff weight of the aircraft is
12,000 lbs. The amount includible in the employee's income is 4 X ((300 percent X the applicable SIFL cents-per-mile
rates provided in paragraph (g)(5) of this section multiplied by the number of miles in the flight) plus the applicable ter-
minal charge).

(8) Control employee defined -- Nongovernment employer -- (i) Definition. For purposes of this paragraph (g), a
control employee of a non-government employer is any employee --

(A) Who is a Board- or shareholder-appointed, confirmed, or elected officer of the employer, limited to the lesser of

(1) One percent of all employees (increased to the next highest integer, if not an integer) or
(2) Ten employees;

(B) Who is among the top one percent most highly-paid employees of the employer (increased to the next highest
integer, if not an integer) limited to a maximum of 50;

(C) Who owns a five-percent or greater equity, capital, or profits interest in the employer; or
(D) Who is a director of the employer.

(ii) Special rules for control employee definition -- (A) In general. For purposes of this paragraph (g), any em-
ployee who is a family member (within the meaning of section 267(c)(4)) of a control employee is also a control em-
ployee. For purposes of paragraph (g)(8)(i)(B) of this section, the term "employee" does not include any individual un-
less such individual is a common-law employee, partner, or one-percent or greater shareholder of the employer. Pur-
suant to this paragraph (g)(8), an employee may be a control employee under more than one of the requirements listed
in paragraphs (g)(8)(i) (A) through (D) of this section. For example, an employee may be both an officer under para-
graph (g)(8)(i)(A) of this section and a highly-paid employee under paragraph (g)(8)(i)(B) of this section. In this case,
for purposes of the officer limitation rule of paragraph (g)(8)(i)(A) of this section and the highly-paid employee limita-
tion rule of paragraph (g)(8)(i)(B) of this section, the employee would be counted in applying both limitations. For pur-
poses of determining the one-percent limitation under paragraphs (g)(8)(i) (A) and (B) of this section, an employer shall
exclude from consideration employees described in § 1.132-8(b)(3). Instead of applying the control employee defini-
tion of this paragraph (g)(8), an employer may treat all (and only) employees who are "highly compensated" employees
(as defined in § 1.132-8(f)) as control employees for purposes of this paragraph (g).
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(B) Special rules for officers, owners, and highly-paid control employees. In no event shall an employee whose
compensation is less than $50,000 be a control employee under paragraph (g)(8)(i) (A) or (B) of this section. For pur-
poses of determining who is a five-percent (or one-percent) owner under this paragraph (g)(8), any individual who owns
(or is considered as owning under section 318(a) or principles similar to section 318(a) for entities other than corpora-
tions) five percent (or one-percent) or more of the fair market value of an entity (the "owned entity") is considered a
five-percent (or one-percent) owner of all entities which would be aggregated with the owned entity under the rules of
section 414(b), (c), (m), or (0). For purposes of determining who is an officer or director with respect to an employer
under this paragraph (g)(8), notwithstanding anything in this section to the contrary, if the employer would be aggre-
gated with other employers under the rules of section 414 (b), (c), (m), or (0), the officer definition and the limitations
and the director definition are applied to each such separate employer rather than to the aggregated employer. An em-
ployee who is an officer or director of one employer (the "first employer") shall not be counted as an officer or a direc-
tor of any other employer aggregated with the first employer under the rules of section 414 (b), (c), or (m). If applica-
ble, the officer limitations rule of paragraph (g)(8)(i)(A) of this section is applied to employees in descending order of
their compensation. Thus, if an employer has 11 board-appointed officers and the limit imposed under paragraph (g)(8)
(i)(A) of this section is 10 officers, the employee with the least compensation of those officers would not be a control
employee under paragraph (g)(8)(i)(A) of this section.

(9) Control employee defined -- Government employer. For purposes of this paragraph (g), a control employee of a
government employer is any --

(i) Elected official, or

(ii) Employee whose compensation equals or exceeds the compensation paid to a Federal Government employee
holding a position at Executive Level V, determined under Chapter 11 of title 2, United States Code, as adjusted by sec-
tion 5318 of title 5 United States Code.

For purposes of paragraph (f), the term "government" includes any Federal, state or local governmental unit, and
any agency or instrumentality thereof. Instead of applying the control employee definition of paragraph (f)(6), an em-
ployer may treat all and only employees who are "highly compensated” employees (as defined in § 1.132-8(f)) as con-
trol employees for purposes of this paragraph (f).

(10) "Compensation" defined. For purposes of this paragraph (g), the term "compensation" has the same meaning as
in section 414(q)(7). Compensation includes all amounts received from all entities treated as a single employer under
section 414 (b), (c), (m), or (0). Levels of compensation shall be adjusted at the same time and in the same manner as
provided in section 415(d). The first such adjustment was for calendar year 1988.

(11) Treatment of former employees. For purposes of this paragraph (g), an employee who was a control employee
of the employer (as defined in this paragraph (g)) at any time after reaching age 55, or within three years of separation
from the service of the employer, is a control employee with respect to flights taken after separation from the service of
the employer. An individual who is treated as a control employee under this paragraph (g)(11) is not counted when de-
termining the limitation of paragraph (g)(8)(i) (A) and (B) of this section. Thus, the total number of individuals treated
as control employees under such paragraphs may exceed the limitations of such paragraphs to the extent that this para-
graph (g)(11) applies.

(12) Seating capacity rule -- (i) In general -- (A) General rule. Where 50 percent or more of the regular passenger
seating capacity of an aircraft (as used by the employer) is occupied by individuals whose flights are primarily for the
employer's business (and whose flights are excludable from income under section 132(d)), the value of a flight on that
aircraft by any employee who is not flying primarily for the employer's business (or who is flying primarily for the em-
ployer's business but the value of whose flight is not excludable under section 132(d) by reason of section 274(c)) is
deemed to be zero. See § 1.132-5 which limits the working condition fringe exclusion under section 132(d) to situa-
tions where the employee receives the flight in connection with the performance of services for the employer providing
the aircraft.

(B) Special rules -- (1) Definition of "employee." For purposes of this paragraph (g)(12), the term "employee" in-
cludes only employees of the employer, including a partner of a partnership, providing the aircraft and does not include
independent contractors and directors of the employer. A flight taken by an individual other than an "employee" as de-
fined in the preceding sentence is considered a flight taken by an employee for purposes of this paragraph (g)(12) only
if that individual is treated as an employee pursuant to section 132(f)(1) or that individual's flight is treated as a flight
taken by an employee pursuant to section 132(f)(2). If --
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(i) A flight by an individual is not considered a flight taken by an employee (as defined in this paragraph (g)(12)(i)),
(ii) The value of that individual's flight is not excludable under section 132(d), and

(iii) The seating capacity rule of this paragraph (g) (12) otherwise applies, then the value of the flight provided to
such an individual is the value of a flight provided to a non-control employee pursuant to paragraph (g)(5) of this sec-
tion (even if the individual who would be taxed on the value of the flight is a control employee).

(2) Example. The special rules of paragraph (g)(12)(i)(B)(1) of this section are illustrated by the following example:

Example. Assume that 60 percent of the regular passenger seating capacity of an employer's aircraft is occupied by
individuals whose flights are primarily for the employer's business and are excludable from income under section
132(d). 1If a control employee, his spouse, and his dependent child fly on the employer's aircraft for primarily personal
reasons, the value of the three flights is deemed to be zero. If, however, the control employee's cousin were provided a
flight on the employer's aircraft, the value of the flight taken by the cousin is determined by applying the aircraft valua-
tion formula of paragraph (g)(5) of this section (including the terminal charge) and the non-control employee aircraft
multiples of paragraph (g)(7) of this section.

(ii) Application of 50-percent test to multiple flights. The seating capacity rule of this paragraph (g)(12) must be met
both at the time the individual whose flight is being valued boards the aircraft and at the time the individual deplanes.
For example, assume that employee A boards an employer-provided aircraft for personal purposes in New York, New
York, and that at that time 80 percent of the regular passenger seating capacity of the aircraft is occupied by individuals
whose flights are primarily for the employer's business (and whose flights are excludable from income under section
132(d)) ("the business passengers"). If the aircraft flies directly to Hartford, Connecticut where all of the passengers,
including A, deplane, the requirements of the seating capacity rule of this paragraph (g)(12) have been satisfied. If in-
stead, some of the passengers, including A, remain on the aircraft in Hartford and the aircraft continues on to Boston,
Massachusetts, where they all deplane, the requirements of the seating capacity rule of this paragraph (g)(12) will not be
satisfied with respect to A's flight from New York to Boston unless at least 50 percent of the seats comprising the air-
craft's regular passenger seating capacity were occupied by the business passengers at the time A deplanes in Boston.

(iii) Regular passenger seating capacity. (A) General rule. Except as otherwise provided, the regular passenger
seating capacity of an aircraft is the maximum number of seats that have at any time on or prior to the date of the flight
been on the aircraft (while owned or leased by the employer). Except to the extent excluded pursuant to paragraph (g)
(12)(v) of this section, regular seating capacity includes all seats which may be occupied by members of the flight crew.
It is irrelevant that, on a particular flight, less than the maximum number of seats are available for use because, for ex-
ample, some of the seats are removed.

(B) Special rules. When determining the maximum number of seats that have at any time on or prior to the date of
the flight been on the aircraft (while owned or leased by the employer), seats that could not at any time be legally used
during takeoff and have not at any time been used during takeoff are not counted. As of the date an employer perma-
nently reduces the seating capacity of an aircraft, the regular passenger seating capacity is the reduced number of seats
on the aircraft. The previous sentence shall not apply if at any time within 24 months after such reduction any seats are
added in the aircraft. Unless the conditions of this paragraph (g)(12)(iii)(B) are satisfied, jumpseats and removable
seats used solely for purposes of flight crew training are counted for purposes of the seating capacity rule of this para-
graph (g)(12).

(iv) Examples. The rules of paragraph (g)(12)(iii) of this section are illustrated by the following examples:

Example (1). Employer A and employer B order the same aircraft, except that A orders it with 10 seats and B orders
it with eight seats. A always uses its aircraft as a 10-seat aircraft; B always uses its aircraft as an eight-seat aircraft.
The regular passenger seating capacity of A's aircraft is 10 and of B's aircraft is eight.

Example (2). Assume the same facts as in example (1), except that whenever A's chief executive officer and spouse
use the aircraft eight seats are removed. Even if substantially all of the use of the aircraft is by the chief executive offi-
cer and spouse, the regular passenger seating capacity of the aircraft is 10.

Example (3). Assume the same facts as in example (1), except that whenever more than eight people want to fly in
B's aircraft, two extra seats are added. Even if substantially all of the use of the aircraft occurs with eight seats, the reg-
ular passenger seating capacity of the aircraft is 10.
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Example (4). Employer C purchases an aircraft with 12 seats. Three months later C remodels the interior of the
aircraft and permanently removes four of the seats. Upon completion of the remodeling, the regular passenger seating
capacity of the aircraft is eight. If, however, any seats are added within 24 months after the remodeling, the regular
seating capacity of the aircraft is treated as 12 throughout the entire period.

(v) Seats occupied by flight crew. When determining the regular passenger seating capacity of an aircraft, any seat
occupied by a member of the flight crew (whether or not such individual is an employee of the employer providing the
aircraft) shall not be counted, unless the purpose of the flight by such individual is not primarily to serve as a member of
the flight crew. If the seat occupied by a member of the flight crew is not counted as a passenger seat pursuant to the
previous sentence, such member of the flight crew is disregarded in applying the 50-percent test described in the first
sentence of paragraph (g)(12)(i) of this section. For example, assume that prior to application of this paragraph (g)(12)
(v) the regular passenger seating capacity of an aircraft is one. Assume further that an employee pilots the aircraft and
that the employee's flight is nor primarily for the employer's business. If the employee's spouse occupies the other seat
for personal purposes, the seating capacity rule is not met and the value of both flights must be included in the em-
ployee's income. If, however, the employee's flight were primarily for the employer's business (unrelated to serving as
a member of the flight crew), then the seating capacity rule is met and the value of the flight for the employee's spouse
is deemed to be zero. If the employee's flight were primarily to serve as a member of the flight crew, then the seating
capacity rule is not met and the value of a flight by any passenger for primarily personal reasons is not deemed to be
Zero.

(13) Erroneous use of the non-commercial flight valuation rule -- (i) Certain errors in the case of a flight by a con-
trol employee. If --

(A) The non-commercial flight valuation rule of this paragraph (g) is applied by an employer or a control em-
ployee, as the case may be, on a return as originally filed or on an amended return on the grounds that either --

(1) The control employee is not in fact a control employee, or
(2) The aircraft is within a specific weight classification, and

(B) Either position is subsequently determined to be erroneous, the valuation rule of this paragraph (g) is not avail-
able to value the flight taken by that control employee by the person or persons taking the erroneous position. With re-
spect to the weight classifications, the previous sentence does not apply if the position taken is that the weight of the air-
craft is greater than it is subsequently determined to be. If, with respect to a flight by a control employee, the seating
capacity rule of paragraph (g)(12) of this section is used by an employer or the control employee, as the case may be, on
a return as originally filed or on an amended return, the valuation rule of this paragraph (g) is not available to value the
flight taken by that control employee by the person or persons taking the erroneous position.

(ii) Value of flight excluded as a working condition fringe. If either an employer or an employee, on a return as orig-
inally filed or on an amended return, excludes from the employee's income or wages all or any part of the value of a
flight on the grounds that the flight was excludable as a working condition fringe under section 132, and that position is
subsequently determined to be erroneous, the valuation rule of this paragraph (g) is not available to value the flight
taken by that employee by the person or persons taking the erroneous position. Instead, the general valuation rules of
paragraph (b) (5) and (6) of this section apply.

(14) Consistency rules -- (i) Use by the employer. Except as otherwise provided in paragraph (g)(13) of this section
or § 1.132-5 (m)(4), if the non-commercial flight valuation rule of this paragraph (g) is used by an employer to value
any flight provided to an employee in a calendar year, the rule must be used to value all flights provided to all employ-
ees in the calendar year.

(ii) Use by the employee. Except as otherwise provided in paragraph (g)(13) of this section or § 1.132-5 (m)(4), if
the non-commercial flight valuation rule of this paragraph (g) is used by an employee to value a flight provided by an
employer in a calendar year, the rule must be used to value all flights provided to the employee by that employer in the
calendar year.

(h) Commercial flight valuation rule -- (1) In general. Under the commercial flight valuation rule of this paragraph
(h), the value of a space-available flight (as defined in paragraph (h)(2) of this section) on a commercial aircraft is 25
percent of the actual carrier's highest unrestricted coach fare in effect for the particular flight taken. The rule of this
paragraph (h) is available only to an individual described in § 1.132-1(b)(1).
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(2) Space-available flight. The commercial flight valuation rule of this paragraph (h) is available to value a space-
available flight. The term "space-available flight" means a flight on a commercial aircraft --

(i) Which is subject to the same types of restrictions customarily associated with flying on an employee "stand-by"
or "space-available" basis, and

(ii) Which meets the definition of a no-additional-cost service under section 132(b), except that the flight is pro-
vided to an individual other than the employee or an individual treated as the employee under section 132(f). Thus, a
flight is not a space-available flight if the employer guarantees the employee a seat on the flight or if the nondiscrimina-
tion requirements of section 132(h)(1) and § 1.132-8 are not satisfied. A flight may be a space-available flight even if
the airline that is the actual carrier is not the employer of the employee.

(3) Commercial aircraft. If the actual carrier does not offer, in the ordinary course of its business, air transportation
to customers on a per-seat basis, the commercial flight valuation rule of this paragraph (h) is not available. Thus, if, in
the ordinary course of its line of business, the employer only offers air transportation to customers on a charter basis, the
commercial flight valuation rule of this paragraph (h) may not be used to value a space-available flight on the em-
ployer's aircraft. If the commercial flight valuation rule is not available, the flight may be valued under the non-com-
mercial flight valuation rule of paragraph (g) of this section.

(4) Timing of inclusion. The date that the flight is taken is the relevant date for purposes of applying section 61(a)
(1) and this section to a space-available flight on a commercial aircraft. The date of purchase or issuance of a pass or
ticket is not relevant. Thus, this section applies to a flight taken on or after January 1, 1989, regardless of the date on
which the pass or ticket for the flight was purchased or issued.

(5) Consistency rules -- (i) Use by employer. If the commercial flight valuation rule of this paragraph (h) is used by
an employer to value any flight provided in a calendar year, the rule must be used to value all flights eligible for use of
the rule provided in the calendar year.

(ii) Use by employee. If the commercial flight valuation rule of this paragraph (h) is used by an employee to value a
flight provided by an employer in a calendar year, the rule must be used to value all flights provided by that employer
eligible for use of the rule taken by such employee in the calendar year.

(i) [Reserved.]

(j) Valuation of meals provided at an employer-operated eating facility for employees -- (1) In general. The valua-
tion rule of this paragraph (j) may be used to value a meal provided at an employer-operated eating facility for employ-
ees (as defined in § 1.132-7). For rules relating to an exclusion for the value of meals provided at an employer-oper-
ated eating facility for employees, see section 132(e)(2) and § 1.132-7.

(2) Valuation formula -- (i) In general. The value of all meals provided at an employer-operated eating facility for
employees during a calendar year ("total meal value") is 150 percent of the direct operating costs of the eating facility
determined separately with respect to such eating facility whether or not the direct operating costs test is applied sepa-
rately to such eating facility under § 1.132-7(b)(2). For purposes of this paragraph (j), the definition of direct operating
costs provided in § 1.132-7(b) and the adjustments specified in § 1.132-7(a)(2) apply. The taxable value of meals pro-
vided at an eating facility may be determined in two ways. The "individual meal subsidy" may be treated as the taxable
value of a meal provided at the eating facility (see paragraph (j)(2)(ii) of this section) to a particular employee. Alter-
natively, the employer may allocate the "total meal subsidy" among employees (see paragraph (j)(2)(iii) of this section).

(ii) "Individual meal subsidy" defined. The "individual meal subsidy" is determined by multiplying the amount paid
by the employee for a particular meal by a fraction, the numerator of which is the total meal value and the denominator
of which is the gross receipts of the eating facility for the calendar year and then subtracting the amount paid by the em-
ployee for the meal. The taxable value of meals provided to a particular employee during a calendar year, therefore, is
the sum of the individual meal subsidies provided to the employee during the calendar year. This rule is available only
if there is a charge for each meal selection and if each employee is charged the same price for any given meal selection.

(iii) Allocation of "total meal subsidy." Instead of using the individual meal subsidy method provided in paragraph
(j)(2)(ii) of this section, the employer may allocate the "total meal subsidy" (total meal value less the gross receipts of
the facility) among employees in any manner reasonable under the circumstances. It will be presumed reasonable for
an employer to allocate the total meal subsidy on a peremployee basis if the employer has information that would sub-
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stantiate to the satisfaction of the Commissioner that each employee was provided approximately the same number of
meals at the facility.

§§ 1.132-1T, 1.132-2T, 1.132-3T, 1.132-4T, 1.132-5T, 1.132-6T, 1.132-7T and 1.132-8T [Amended]

Par. 6. Sections 1.132-1T, 1.132.2T, 1.132-3T, 1.132-4T, 1.1325T, 1.132-6T, 1.132-7T and 1.132-8T are amended
by revising the titles of such sections to read as follows:

§ 1.132-1T Exclusion from gross income of certain fringe benefits -- 1985 through 1988 (Temporary).
§ 1.132-2T No-additional-cost service -- 1985 through 1988 (Temporary).

§ 1.132-2T No-additional-cost service --

§ 1.132-3T Qualifled employee discount -- 1985 through 1988 (Temporary).

§ 1.132-4T Line of business limitation -- 1985 through 1988 (Temporary).

§ 1.132-5T Working condition fringe -- 1985 through 1988 (Temporary).

§ 1.132-6T De minimis fringe -- 1985 through 1988 (Temporary).

§ 1.132-7T Treatment of employer-operated eating facilities -- 1985 through 1988 (Temporary).
§ 1.132-8T Nondiscrimination rules -- 1985 through 1988 (Temporary).

Par. 7. Section 1.132-0 is added and reads as follows:

§ 1.132-0 Outline of regulations under section 132.

The following is an outline of regulations in this section relating to exclusions from gross income for certain fringe
benefits:

§ 1.132-0 Outline of regulations under section 132.

§ 1.132-1 Exclusion from gross income for certain fringe benefits.
§ 1.132-1 (a) In general.

§ 1.132-1 (b) Definition of employee.

(1) No-additional-cost services and qualified employee discounts.
(2) Working condition fringes.

(3) On-premises athletic facilities.

(4) De minimis fringes.

(5) Dependent child.

§ 1.132-1 (c) Special rules for employers -- Effect of section 414.
§ 1.132-1 (d) Customers not to include employees.

§ 1.132-1 (e) Treatment of on-premises athletic facilities.

(1) In general.

(2) Premises of the employer.

(3) Application of rules to membership in an athletic facility.

(4) Operation by the employer.

(5) Nonapplicability of nondiscrimination rules.

§ 1.132-1 (f) Nonapplicability of section 132 in certain cases.

(1) Tax treatment provided for in another section.



(2) Limited statutory exclusions.

§ 1.132-1 (g) Effective date.

§ 1.132-2 No-additional-cost services.

§ 1.132-2 (a) In general.

(1) Definition.

(2) Excess capacity services.

(3) Cash rebates.

(4) Applicability of nondiscrimination rules.
(5) No substantial additional cost.

(6) Payments for telephone service.

§ 1.132-2 (b) Reciprocal agreements.

§ 1.132-2 (c) Example.

§ 1.132-3 Qualified employee discounts.
§ 1.132-3 (a) In general.

(1) Definition.

(2) Qualified property or services.

(3) No reciprocal agreement exception.

(4) Property of services provided without charge, at a reduced price, or by rebates.

(5) Property or services provided directly by the employer or indirectly through a third party.

(6) Applicability of nondiscrimination rules.
§ 1.132-3 (b) Employee discount.

(1) Definition.

(2) Price to customers.

(3) Damaged, distressed, or returned goods.
§ 1.132-3 (c) Gross profit percentage.

(1) In general.

(2) Line of business.

(3) Generally accepted accounting principles.

§ 1.132-3 (d) Treatment of leased sections of department stores.

(1) In general.

(2) Employees of the leased section.
8 1.132-3 (e) Excess discounts.

§ 1.132-4 Line of business limitation.
§ 1.132-4 (a) In general.

(1) Applicability.

(2) Definition.
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(3) Aggregation of two-digit classifications.

§ 1.132-4 (b) Grandfather rule for certain retail stores.

(1) In general.

(2) Taxable year of affiliated group.

(3) Definition of "sales".

(4) Retired and disabled employees.

(5) Increase of employee discount.

§ 1.132-4 (c) Grandfather rule for telephone service provided to pre-divestiture retirees.
§ 1.132-4 (d) Special rule for certain affiliates of commercial airlines.

(1) General rule.

(2) "Airline affiliated group" defined.

(3) "Qualified affiliate" defined.

§ 1.132-4 (e) Grandfather rule for affiliated groups operating airlines.

§ 1.132-4 (f) Special rule for qualified air transportation organizations.

§ 1.132-4 (g) Relaxation of line of business requirement.

§ 1.132-4 (h) Line of business requirement does not expand benefits eligible for exclusion.
§ 1.132-5 Working condition fringes.

§ 1.132-5 (a) In general.

(1) Definition.

(2) Trade or business of the employee.

8 1.132-5 (b) Vehicle allocation rules.

(1) In general.

(2) Use of different employer-provided vehicles.

(3) Provision of a vehicle and chauffeur services.

§ 1.132-5 (c) Applicability of substantiation requirements of sections 162 and 274(d).
(1) In general.

(2) Section 274(d) requirements.

§ 1.132-5 (d) Safe harbor substantiation rules.

(1) In general.

(2) Period for use of safe harbor rules.

§ 1.132-5 (e) Safe harbor substantiation rule for vehicles not used for personal purposes.

§ 1.132-5 (f) Safe harbor substantiation rule for vehicles not available to employees for personal use other than
commuting.

§ 1.132-5 (g) Safe harbor substantiation rule for vehicles used in connection with the business of farming that are
available to employees for personal use.

(1) In general.

(2) Vehicles available to more than one individual.



(3) Examples.

§ 1.132-5 (h) Qualified nonpersonal use vehicles.

(1) In general.

(2) Shared usage of qualified nonpersonal use vehicles.

8 1.132-5 (i) [Reserved].

§ 1.132-5 (j) Application of section 280F.

§ 1.132-5 (k) Aircraft allocation rule.

§ 1.132-5 (1) [Reserved].

§ 1.132-5 (m) Employer-provided transportation for security concerns.
(1) In general.

(2) Demonstration of bona fide business-oriented security concerns.
(3) Application of security rules to spouses and dependents.

(4) Working condition safe harbor for travel on employer-provided aircraft.

(5) Bodyguard/chauffeur provided for a bona fide business-oriented security concern.

(6) Examples.

§ 1.132-5 (n) Product testing.

(1) In general.

(2) Employer-imposed limits.

(3) Discriminating classifications.

(4) Factors that negate the existence of a product testing program.
(5) Failure to meet the requirements of this paragraph (n).
(6) Example.

§ 1.132-5 (o) Qualified automobile demonstration use.

(1) In general.

(2) Full-time automobile salesman.

(3) Demonstration automobile.

(4) Substantial restrictions on personal use.

(5) Sales area.

(6) Applicability of substantiation requirements of sections 162 and 274(d).
(7) Special valuation rules.

§ 1.132-5 (p) Parking.

(1) In general.

(2) Reimbursement of parking expenses.

(3) Parking on residential property.

§ 1.132-5 (q) Nonapplicability of nondiscrimination rules.
§ 1.132-6 De minimis fringes.
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§ 1.132-6 (a) In general.

§ 1.132-6 (b) Frequency.

(1) Employee-measured frequency.

(2) Employer-measured frequency.

§ 1.132-6 (c) Administrability.

§ 1.132-6 (d) Special rules.

(1) Transit passes.

(2) Occasional meal money or local transportation fare.
(3) Use of special rules or examples to establish a general rule.
(4) Benefits exceeding value and frequency limits.

§ 1.132-6 (e) Examples.

(1) Benefits excludable from income.

(2) Benefits not excludable as de minimis fringes.

§ 1.132-6 (f) Nonapplicability of nondiscrimination rules.
§ 1.132-7 Employer-operated eating facilities.

§ 1.132-7 (a) In general.

(1) Conditions for exclusion.

(2) Employer-operated eating facility for employees.

(3) Operation by the employer.

(4) Example.

§ 1.132-7 (b) Direct operating costs.

(1) In general.

(2) Multiple dining rooms or cafeterias.

(3) Payment to operator of facility.

§ 1.132-7 (c) Valuation of non-excluded meals provided at an employer-operated eating facility for employees.
§ 1.132-8 Fringe benefit nondiscrimination rules.

§ 1.132-8 (a) Application of nondiscrimination rules.

(1) General rule.

(2) Consequences of discrimination.

(3) Scope of the nondiscrimination rules provided in this section.
§ 1.132-8 (b) Aggregation of Employees.

(1) Section 132(a) (1) and (2).

(2) Section 132(e)(2).

(3) Classes of employees who may be excluded.

§ 1.132-8 (c) Availability on substantially the same terms.

(1) General rule.
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(2) Certain terms relating to priority.

§ 1.132-8 (d) Testing for discrimination.

(1) Classification test.

(2) Classifications that are per se discriminatory.

(3) Former employees.

(4) Restructuring of benefits.

(5) Employer-operated eating facilities for employees.

§ 1.132-8 (e) Cash bonuses or rebates.

§ 1.132-8 (f) Highly compensated employee.

(1) Government and non-government employees.

(2) Former employees.

Par. 8. Section 1.132-1 is added and reads as follows:

§ 1.132-1 Exclusion from gross income for certain fringe benefits.
(a) In general. Gross income does not include any fringe benefit which qualifies as a --
(1) No-additional-cost service.

(2) Qualified employee discount,

(3) Working condition fringe, or

(4) De minimis fringe.

Special rules apply with respect to certain on-premises gyms and other athletic facilities (§ 1.132-1(e)), demonstra-
tion use of employer-provided automobiles by full-time automobile salesmen (§ 1.132-5(0)), parking provided to an em-
ployee on or near the business premises of the employer (§ 1.132-5(p)), and on-premises eating facilities (§ 1.132-7).

(b) Definition of employee -- (1) No-additional-cost services and qualified employee discounts. For purposes of sec-
tion 132(a)(1) (relating to no-additional-cost services) and section 132(a)(2) (relating to qualified employee discounts),
the term "employee" (with respect to a line of business of an employer means --

(i) Any individual who is currently employed by the employer in the line of business,

(ii) Any individual who was formerly employed by the employer in the line of business and who separated from
service with the employer in the line of business by reason of retirement or disability, and

(iii) Any widow or widower of an individual who died while employed by the employer in the line of business or
who separated from service with the employer in the line of business by reason of retirement or disability.

For purposes of this paragraph (b)(1), any partner who performs services for a partnership is considered employed
by the partnership. In addition, any use by the spouse or dependent child (as defined in paragraph (b)(5) of this sec-
tion) of the employee will be treated as use by the employee. For purposes of section 132(a)(1) (relating to no-addi-
tional-cost services), any use of air transportation by a parent of an employee (determined without regard to section
132(f)(1)(B) and paragraph (b)(1)(iii) of this section) will be treated as use by the employee.

(2) Working condition fringes. For purposes of section 132(a)(3) (relating to working condition fringes), the term
"employee" means --

(i) Any individual who is currently employed by the employer,
(ii) Any partner who performs services for the partnership,
(iii) Any director of the employer, and

(iv) Any independent contractor who performs services for the employer.
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Notwithstanding anything in this paragraph (b)(2) to the contrary, an independent contractor who performs services
for the employer cannot exclude the value of parking or the use of consumer goods provided pursuant to a product test-
ing program under § 1.132-5(n); in addition, any director of the employer cannot exclude the value of the use of con-
sumer goods provided pursuant to a product testing program under § 1.132-5(n).

(3) On-premises athletic facilities. For purposes of section 132(h)(5) (relating to on-premises athletic facilities), the
term "employee" means --

(i) Any individual who is currently employed by the employer,

(ii) Any individual who was formerly employed by the employer and who separated from service with the employer
by reason of retirement or disability, and

(iii) Any widow or widower of an individual who died while employed by the employer or who separated from ser-
vice with the employer by reason of retirement or disability.

For purposes of this paragraph (b)(3), any partner who performs services for a partnership is considered employed
by the partnership. In addition, any use by the spouse or dependent child (as defined in paragraph (b)(5) of this sec-
tion) of the employee will be treated as use by the employee.

(4) De minimis fringes. For purposes of section 132(a)(4) (relating to de minimis fringes), the term "employee"
means any recipient of a fringe benefit.

(5) Dependent child. The term "dependent child" means any son, stepson, daughter, or stepdaughter of the em-
ployee who is a dependent of the employee, or both of whose parents are deceased and who has not attained age 25.
Any child to whom section 152(e) applies will be treated as the dependent of both parents.

(c) Special rules for employers -- Effect of section 414. All employees treated as employed by a single employer un-
der section 414(b), (c), (m), or (o) will be treated as employed by a single employer for purposes of this section. Thus,
employees of one corporation that is part of a controlled group of corporations may under certain circumstances be eli-
gible to receive section 132 benefits from the other corporations that comprise the controlled group. However, the ag-
gregation of employers described in this paragraph (c) does not change the other requirements for an exclusion, such as
the line of business requirement. Thus, for example, if a controlled group of corporations consists of two corporations
that operate in different lines of business, the corporations are not treated as operating in the same line of business even
though the corporations are treated as one employer.

(d) Customers not to include employees. For purposes of section 132 and the regulations thereunder, the term "cus-
tomer" means any customer who is not an employee. However, the preceding sentence does not apply to section
132(c)(2) (relating to the gross profit percentage for determining a qualified employee discount). Thus, an employer
that provides employee discounts cannot exclude sales made to employees in determining the aggregate sales to cus-
tomers.

(e) Treatment of on-premises athletic facilities -- (1) In general. Gross income does not include the value of any on-
premises athletic facility provided by an employer to its employees. For purposes of section 132(h)(5) and this para-
graph (e), the term "on-premises athletic facility" means any gym or other athletic facility (such as a pool, tennis court,
or golf course) --

(i) Which is located on the premises of the employer, (ii) Which is operated by the employer, and (iii) Substantially
all of the use of which during the calendar year is by employees of the employer, their spouses, and their dependent
children.

For purposes of paragraph (e)(1)(iii) of this section, the term "dependent children" has the same meaning as the plu-
ral of the term "dependent child" in paragraph (b)(5) of this section. The exclusion of this paragraph (e) does not apply
to any athletic facility if access to the facility is made available to the general public through the sale of memberships,
the rental of the facility, or a similar arrangement.

(2) Premises of the employer. The athletic facility need not be located on the employer's business premises. How-
ever, the athletic facility must be located on premises of the employer. The exclusion provided in this paragraph (e) ap-
plies whether the premises are owned or leased by the employer, in addition, the exclusion is available even if the em-
ployer is not a named lessee on the lease so long as the employer pays reasonable rent. The exclusion provided in this
paragraph (e) does not apply to any athletic facility that is a facility for residential use. Thus, for example, a resort with
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accompanying athletic facilities (such as tennis courts, pool, and gym) would not qualify for the exclusion provided in
this paragraph (e). An athletic facility is considered to be located on the employer's premises if the facility is located
on the premises of a voluntary employees' beneficiary association funded by the employer.

(3) Application of rules to membership in an athletic facility. The exclusion provided in this paragraph (e) does not
apply to any membership in an athletic facility (including health clubs or country clubs) unless the facility is owned (or
leased) and operated by the employer and substantially all the use of the facility is by employees of the employer, their
spouses, and their dependent children. Therefore, membership in a health club or country club not meeting the rules
provided in this paragraph (e) would not qualify for the exclusion.

(4) Operation by the employer. An employer is considered to operate the athletic facility if the employer operates
the facility through its own employees, or if the employer contracts out to another to operate the athletic facility. For
example, if an employer hires an independent contractor to operate the athletic facility for the employer's employees,
the facility is considered to be operated by the employer. In addition, if an athletic facility is operated by more than
one employer, it is considered to be operated by each employer. For purposes of paragraph (e) (1) (iii) of this section,
substantially all of the use of a facility that is operated by more than one employer must be by employees of the various
employers, their spouses, and their dependent children. Where the facility is operated by more than one employer, an
employer that pays rent either directly to the owner of the premises or to a sublessor of the premises is eligible for the
exclusion. If an athletic facility is operated by a voluntary employees' beneficiary association funded by an employer,
the employer is considered to operate the facility.

(5) Nonapplicability of nondiscrimination rules. The nondiscrimination rules of section 132 and § 1.132-8 do not
apply to on-premises athletic facilities.

(f) Nonapplicability of section 132 in certain cases -- (1) Tax treatment provided for in another section. If the tax
treatment or a particular fringe benefit is expressly provided for in another section of Chapter 1 of the Internal Revenue
Code of 1986, section 132 and the applicable regulations (except for section 132 (e) and the regulations thereunder) do
not apply to such fringe benefit. For example, because section 129 provides an exclusion from gross income for
amounts paid or incurred by an employer for dependent care assistance for an employee, the exclusions under section
132 and this section do not apply to the provision by an employer to an employee of dependent care assistance. Simi-
larly, because section 117 (d) applies to tuition reductions, the exclusions under section 132 do not apply to free or dis-
counted tuition provided to an employee by an organization operated by the employer, whether the tuition is for study at
or below the graduate level. Of course, if the amounts paid by the employer are for education relating to the em-
ployee's trade or business of being an employee of the employer so that, if the employee paid for the education, the
amount paid could be deducted under section 162, the costs of the education may be eligible for exclusion as a working
condition fringe.

(2) Limited statutory exclusions. If another section of Chapter 1 of the Internal Revenue Code of 1986 provides an
exclusion from gross income based on the cost of the benefit provided to the employee and such exclusion is a limited
amount, section 132 and the regulations thereunder may apply to the extent the cost of the benefit exceeds the statutory
exclusion.

(g) Effective date. Sections 1.132-0, 1.132-1, 1.132-2, 1.132-3, 1.132-4, 1.132-5, 1.132-6, 1.132-7 and 1.132-8 are
effective as of January 1, 1989, except that §§ 1.132-1(b)(1) with respect to the use of air transportation by a parent of
an employee and 1.132-4(d) are effective as of January 1, 1985. See §§ 1.132-1T, 1.132-2T, 1.132-3T, 1.132-4T,
1.132-5T, 1.132-6T, 1.132-7T and 1.132-8T for rules in effect for benefits received from January 1, 1985, to December
31, 1988.

Par. 9. Section 1.132-2 is added and reads as follows:
8§ 1.132-2 No-additional-cost services.

(a) In general -- (1) Definition. Gross income does not include the value of a no-additional-cost service. A "no-ad-
ditional-cost service" is any service provided by an employer to an employee for the employee's personal use if --

(i) The service is offered for sale by the employer to its customers in the ordinary course of the line of business of
the employer in which the employee performs substantial services, and

(ii) The employer incurs no substantial additional cost in providing the service to the employee (including foregone
revenue and excluding any amount paid by or on behalf of the employee for the service).
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For rules relating to the line of business limitation, see § 1.132-4. For purposes of this section, a service will not
be considered to be offered for sale by the employer to its customers if that service is primarily provided to employees
and not to the employer's customers.

(2) Excess capacity services. Services that are eligible for treatment as no-additional-cost services include excess
capacity services such as hotel accommodations; transportation by aircraft, train, bus, subway, or cruise line; and tele-
phone services. Services that are not eligible for treatment as no-additional-cost services are non-excess capacity ser-
vices such as the facilitation by a stock brokerage firm of the purchase of stock. Employees who receive non-excess
capacity services may, however, be eligible for a qualified employee discount of up to 20 percent of the value of the ser-
vice provided. See § 1.132-3.

(3) Cash rebates. The exclusion for a no-additional-cost service applies whether the service is provided at no charge
or at a reduced price. The exclusion also applies if the benefit is provided through a partial or total cash rebate of an
amount paid for the service.

(4) Applicability of nondiscrimination rules. The exclusion for a no-additional-cost service applies to highly com-
pensated employees only if the service is available on substantially the same terms to each member of a group of em-
ployees that is defined under a reasonable classification set up by the employer that does not discriminate in favor of
highly compensated employees. See § 1.132-8.

(5) No substantial additional cost -- (i) In general. The exclusion for a no-additional-cost service applies only if the
employer does not incur substantial additional cost in providing the service to the employee. For purposes of the pre-
ceding sentence, the term "cost" includes revenue that is forgone because the service is provided to an employee rather
than a nonemployee. (For purposes of determining whether any revenue is forgone, it is assumed that the employee
would not have purchased the service unless it were available to the employee at the actual price charged to the em-
ployee.) Whether an employer incurs substantial additional cost must be determined without regard to any amount paid
by the employee for the service. Thus, any reimbursement by the employee for the cost of providing the service does
not affect the determination of whether the employer incurs substantial additional cost.

(ii) Labor intensive services. An employer must include the cost of labor incurred in providing services to employ-
ees when determining whether the employer has incurred substantial additional cost. An employer incurs substantial
additional cost, whether non-labor costs are incurred, if a substantial amount of time is spent by the employer or its em-
ployees in providing the service to employees. This would be the result whether the time spent by the employer or its
employees in providing the services would have been "idle," or if the services were provided outside normal business
hours. An employer generally incurs no substantial additional cost, however, if the services provided to the employee
are merely incidental to the primary service being provided by the employer. For example, the in-flight services of a
flight attendant and the cost of in-flight meals provided to airline employees traveling on a space-available basis are
merely incidental to the primary service being provided (i.e., air transportation). Similarly, maid service provided to
hotel employees renting hotel rooms on a space-available basis is merely incidental to the primary service being pro-
vided (i.e., hotel accommodations).

(6) Payments for telephone service. Payment made by an entity subject to the modified final judgment (as defined
in section 559(c)(5) of the Tax Reform Act of 1984) of all or part of the cost of local telephone service provided to an
employee by a person other than an entity subject to the modified final judgment shall be treated as telephone service
provided to the employee by the entity making the payment for purposes of this section. The preceding sentence also
applies to a rebate of the amount paid by the employee for the service and a payment to the person providing the ser-
vice. This paragraph (a)(6) applies only to services and employees described in § 1.132-4 (c¢). For a special line of
business rule relating to such services and employees, see § 1.132-4 (c).

(b) Reciprocal agreements. For purposes of the exclusion from gross income for a no-additional-cost service, an ex-
clusion is available to an employee of one employer for a no-additional-cost service provided by an unrelated employer
only if all of the following requirements are satisfied --

(1) The service provided to such employee by the unrelated employer is the same type of service generally provided
to nonemployee customers by both the line of business in which the employee works and the line of business in which
the service is provided to such employee (so that the employee would be permitted to exclude from gross income the
value of the service if such service were provided directly by the employee's employer);
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(2) Both employers are parties to a written reciprocal agreement under which a group of employees of each em-
ployer, all of whom perform substantial services in the same line of business, may receive no-additional-cost services
from the other employer; and

(3) Neither employer incurs any substantial additional cost (including forgone revenue) in providing such service to
the employees of the other employer, or pursuant to such agreement. If one employer receives a substantial payment
from the other employer with respect to the reciprocal agreement, the paying employer will be considered to have in-
curred a substantial additional cost pursuant to the agreement, and consequently services performed under the reciprocal
agreement will not qualify for exclusion as no-additional-cost services.

(c) Example. The rules of this section are illustrated by the following example:

Example. Assume that a commercial airline permits its employees to take personal flights on the airline at no charge
and receive reserved seating. Because the employer forgoes potential revenue by permitting the employees to reserve
seats, employees receiving such free flights are not eligible for the no-additional-cost exclusion.

Par. 10. Section 1.132-3 is added and reads as follows:
§ 1.132-3 Qualified employee discounts.

(a) In general -- (1) Definition. Gross income does not include the value of a qualified employee discount. A
"qualified employee discount" is any employee discount with respect to qualified property or services provided by an
employer to an employee for use by the employee to the extent the discount does not exceed --

(i) The gross profit percentage multiplied by the price at which the property is offered to customers in the ordinary
course of the employer's line of business, for discounts on property, or

(ii) Twenty percent of the price at which the service is offered to customers, for discounts on services.

(2) Qualified property or services -- (i) In general. The term "qualified property or services" means any property or
services that are offered for sale to customers in the ordinary course of the line of business of the employer in which the
employee performs substantial services. For rules relating to the line of business limitation, see § 1.132-4.

(ii) Exception for certain property. The term "qualified property" does not include real property and it does not in-
clude personal property (whether tangible or intangible) of a kind commonly held for investment. Thus, an employee
may not exclude from gross income the amount of an employee discount provided on the purchase of securities, com-
modities, or currency, or of either residential or commercial real estate, whether or not the particular purchase is made
for investment purposes.

(iii) Property and services not offered in ordinary course of business. The term "qualified property or services" does
not include any property or services of a kind that is not offered for sale to customers in the ordinary course of the line
of business of the employer. For example, employee discounts provided on property or services that are offered for
sale primarily to employees and their families (such as merchandise sold at an employee store or through an employer-
provided catalog service) may not be excluded from gross income. For rules relating to employer-operated eating fa-
cilities, see § 1.132-7, and for rules relating to employer-operated on-premises athletic facilities, see § 1.132-1(e).

(3) No reciprocal agreement exception. The exclusion for a qualified employee discount does not apply to property
or services provided by another employer pursuant to a written reciprocal agreement that exists between employers to
provide discounts on property and services to employees of the other employer.

(4) Property or services provided without charge, at a reduced price, or by rebates. The exclusion for a qualified
employee discount applies whether the property or service is provided at no charge (in which case only part of the dis-
count may be excludable as a qualified employee discount) or at a reduced price. The exclusion also applies if the ben-
efit is provided through a partial or total cash rebate of an amount paid for the property or service.

(5) Property or services provided directly by the employer or indirectly through a third party. A qualified employee
discount may be provided either directly by the employer or indirectly through a third party. For example, an employee
of an appliance manufacturer may receive a qualified employee discount on the manufacturer's appliances purchased at
a retail store that offers such appliances for sale to customers. The employee may exclude the amount of the qualified
employee discount whether the employee is provided the appliance at no charge or purchases it at a reduced price, or
whether the employee receives a partial or total cash rebate from either the employer-manufacturer or the retailer. If an
employee receives additional rights associated with the property that are not provided by the employee's employer to
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customers in the ordinary course of the line of business in which the employee performs substantial services (such as
the right to return or exchange the property or special warranty rights), the employee may only receive a qualified em-
ployee discount with respect to the property and not the additional rights. Receipt of such additional rights may occur,
for example, when an employee of a manufacturer purchases property manufactured by the employee's employer at a re-
tail outlet.

(6) Applicability of nondiscrimination rules. The exclusion for a qualified employee discount applies to highly
compensated employees only if the discount is available on substantially the same terms to each member of a group of
employees that is defined under a reasonable classification set up by the employer that does not discriminate in favor of
highly compensated employees. See § 1.132-8.

(b) Employee discount -- (1) Definition. The term "employee discount" means the excess of --
(i) The price at which the property or service is being offered by the employer for sale to customers, over

(ii) The price at which the property or service is provided by the employer to an employee for use by the employee.
A transfer of property by an employee without consideration is treated as use by the employee for purposes of this sec-
tion. Thus, for example, if an employee receives a discount on property offered for sale by his employer to customers
and the employee makes a gift of the property to his parent, the property will be considered to be provided for use by
the employee; thus, the discount will be eligible for exclusion as a qualified employee discount.

(2) Price to customers -- (i) Determined at time of sale. In determining the amount of an employee discount, the
price at which the property or service is being offered to customers at the time of the employee's purchase is controlling.
For example, assume that an employer offers a product to customers for $20 during the first six months of a calendar
year, but at the time the employee purchases the product at a discount, the price at which the product is being offered to
customers is $25. In this case, the price from which the employee discount is measured is $25. Assume instead that,
at the time the employee purchases the product at a discount, the price at which the product is being offered to cus-
tomers is $15 and the price charged the employee is $12. The employee discount is measured from $15, the price at
which the product is offered for sale to customers at the time of the employee purchase. Thus, the employee discount
is $15 -- $12, or $3.

(ii) Quantity discount not reflected. The price at which a property or service is being offered to customers cannot re-
flect any quantity discount unless the employee actually purchases the requisite quantity of the property or service.

(iii) Price to employer's customers controls. In determining the amount of an employee discount, the price at which
a property or service is offered to customers of the employee's employer is controlling. Thus, the price at which the
property is sold to the wholesale customers of a manufacturer will generally be lower than the price at which the same
property is sold to the customers of a retailer. However, see paragraph (a)(5) of this section regarding the effect of a
wholesaler providing to its employees additional rights not provided to customers of the wholesaler in the ordinary
course of its business.

(iv) Discounts to discrete customer or consumer groups. Subject to paragraph (2)(ii) of this section, if an employer
offers for sale property or services at one or more discounted prices to discrete customer or consumer groups, and sales
at all such discounted prices comprise at least 35 percent of the employer's gross sales for a representative period, then
in determining the amount of an employee discount, the price at which such property or service is being offered to cus-
tomers for purposes of this section is a discounted price. The applicable discounted price is the current undiscounted
price, reduced by the percentage discount at which the greatest percentage of the employer's discounted gross sales are
made for such representative period. If sales at different percentage discounts equal the same percentage of the em-
ployer's gross sales, the price at which the property or service is being provided to customers may be reduced by the av-
erage of the discounts offered to each of the two groups. For purposes of this section, a representative period is the tax-
able year of the employer immediately preceding the taxable year in which the property or service is provided to the
employee at a discount. If more than one employer would be aggregated under section 414 (b), (c), (m), or (0), and not
all of the employers have the same taxable year, the employers required to be aggregated must designate the 12-month
period to be used in determining gross sales for a representative period. The 12-month period designated, however,
must be used on a consistent basis.

(v) Examples. The rules provided in this paragraph (b)(2) are illustrated by the following examples:

Example (1). Assume that a wholesale employer offers property for sale to two discrete customer groups at differ-
ing prices. Assume further that during the prior taxable year of the employer, 70 percent of the employer's gross sales
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are made at a 15 percent discount and 30 percent at no discount. For purposes of this paragraph (b)(2), the current
undiscounted price at which the property or service is being offered by the employer for sale to customers may be re-
duced by the 15 percent discount.

Example (2). Assume that a retail employer offers a 20 percent discount to members of the American Bar Associa-
tion, a 15 percent discount to members of the American Medical Association, and a ten percent discount to employees of
the Federal Government. Assume further that during the prior taxable year of the employer, sales to American Bar As-
sociation members equal 15 percent of the employer's gross sales, sales to American Medical Association members
equal 20 percent of the employer's gross sales, and sales to Federal Government employees equal 25 percent of the em-
ployer's gross sales. For purposes of this paragraph (b)(2), the current undiscounted price at which the property or ser-
vice is being offered by the employer for sale to customers may be reduced by the ten percent Federal Government dis-
count.

(3) Damaged, distressed, or returned goods. If an employee pays at least fair market value for damaged, distressed,
or returned property, such employee will not have income attributable to such purchase.

(c) Gross profit percentage -- (1) In general -- (i) General rule. An exclusion from gross income for an employee
discount on qualified property is limited to the price at which the property is being offered to customers in the ordinary
course of the employer's line of business, multiplied by the employer's gross profit percentage. The term "gross profit
percentage" means the excess of the aggregate sales price of the property sold by the employer to customers (including
employees) over the employer's aggregate cost of the property, then divided by the aggregate sales price.

(ii) Calculation of gross profit percentage. The gross profit percentage must be calculated separately for each line
of business based on the aggregate sales price and aggregate cost of property in that line of business for a representative
period. For purposes of this section, a representative period is the taxable year of the employer immediately preceding
the taxable year in which the discount is available. For example, if the aggregate amount of sales of property in an em-
ployer's line of business for the prior taxable year was $800,000, and the aggregate cost of the property for the year was
$600,000, the gross profit percentage would be 25 percent ($800,000 minus $600,000, then divided by $800,000). If
two or more employers are required to aggregate under section 414(b), (c), (m), or (o) (aggregated employer), and if all
of the aggregated employers do not share the same taxable year, then the aggregated employers must designate the 12-
month period to be used in determining the gross profit percentage. The 12-month period designated, however, must
be used on a consistent basis. If an employee performs substantial services in more than one line of business, the gross
profit percentage of the line of business in which the property is sold determines the amount of the excludable employee
discount.

(iii) Special rule for employers in their first year of existence. An employer in its first year of existence may esti-
mate the gross profit percentage of a line of business based on its mark-up from cost. Alternatively, an employer in its
first year of existence may determine the gross profit percentage by reference to an appropriate industry average.

(iv) Redetermination of gross profit percentage. If substantial changes in an employer's business indicate at any
time that it is inappropriate for the prior year's gross profit percentage to be used for the current year, the employer
must, within a reasonable period, redetermine the gross profit percentage for the remaining portion of the current year as
if such portion of the year were the first year of the employer's existence.

(2) Line of business. In general, an employer must determine the gross profit percentage on the basis of all property
offered to customers (including employees) in each separate line of business. An employer may instead select a classi-
fication of property that is narrower than the applicable line of business. However, the classification must be reason-
able. For example, if an employer computes gross profit percentage according to the department in which products are
sold, such classification is reasonable. Similarly, it is reasonable to compute gross profit percentage on the basis of the
type of merchandise sold (such as high mark-up and low mark-up classifications). It is not reasonable, however, for an
employer to classify certain low mark-up products preferred by certain employees (such as highly compensated employ-
ees) with high mark-up products or to classify certain high mark-up products preferred by other employees with low
mark-up products.

(3) Generally accepted accounting principles. In general, the aggregate sales price of property must be determined
in accordance with generally accepted accounting principles. An employer must compute the aggregate cost of prop-
erty in the same manner in which it is computed for the employer's Federal income tax liability; thus, for example, sec-
tion 263A and the regulations thereunder apply in determining the cost of property.
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(d) Treatment of leased sections of department stores -- (1) In general -- (i) General rule. For purposes of determin-
ing whether employees of a leased section of a department store may receive qualified employee discounts at the depart-
ment store and whether employees of the department store may receive qualified employee discounts at the leased sec-
tion of the department store, the leased section is treated as part of the line of business of the person operating the de-
partment store, and employees of the leased section are treated as employees of the person operating the department
store as well as employees of their employer. The term "leased section of a department store" means a section of a de-
partment store where substantially all of the gross receipts of the leased section are from over-the-counter sales of prop-
erty made under a lease, license, or similar arrangement where it appears to the general public that individuals making
such sales are employed by the department store. A leased section of a department store which, in connection with the
offering of beautician services, customarily makes sales of beauty aids in the ordinary course of business is deemed to
derive substantially all of its gross receipts from over-the-counter sales of property.

(ii) Calculation of gross profit percentage. For purposes of paragraph (d) of this section, when calculating the gross
profit percentage of property and services sold at a department store, sales of property and services sold at the depart-
ment store, as well as sales of property and services sold at the leased section, are considered. The rule provided in the
preceding sentence does not apply, however, if it is more reasonable to calculate the gross profit percentage for the de-
partment store and leased section separately, or if it would be inappropriate to combine them (such as where either the
department store or the leased section but not both provides employee discounts).

(2) Employees of the leased section -- (i) Definition. For purposes of this paragraph (d), "employees of the leased
section" means all employees who perform substantial services at the leased section of the department store regardless
of whether the employees engage in over-the-counter sales of property or services. The term "employee" has the same
meaning as in section 132(f) and § 1.132-1(b)(1).

(ii) Discounts offered to either department store employees or employees of the leased section. If the requrements of
this paragraph (d) are satisfied, employees of the leased section may receive qualified employee discounts at the depart-
ment store whether or not employees of the department store are offered discounts at the leased section. Similarly, em-
ployees of the department store may receive a qualified employee discount at the leased section whether or not employ-
ees of the leased section are offered discounts at the department store.

(e) Excess discounts. Unless excludable under a provision of the Internal Revenue Code of 1986 other than section
132(a)(2), an employee discount provided on property is excludable to the extent of the gross profit percentage multi-
plied by the price at which the property is being offered for sale to customers. If an employee discount exceeds the
gross profit percentage, the excess discount is includible in the employee's income. For example, if the discount on
employer-purchased property is 30 percent and the employer's gross profit percentage for the period in the relevant line
of business is 25 percent, then 5 percent of the price at which the property is being offered for sale to customers is in-
cludible in the employee's income. With respect to services, an employee discount of up to 20 percent may be exclud-
able. If an employee discount exceeds 20 percent, the excess discount is includible in the employee's income. For ex-
ample, assume that a commercial airline provides a pass to each of its employees permitting the employees to obtain a
free round-trip coach ticket with a confirmed seat to any destination the airline services. Neither the exclusion of sec-
tion 132(a)(1) (relating to no-additional-cost services) nor any other statutory exclusion applies to a flight taken primar-
ily for personal purposes by an employee under this program. However, an employee discount of up to 20 percent may
be excluded as a qualified employee discount. Thus, if the price charged to customers for the flight taken is $300 (un-
der restrictions comparable to those actually placed on travel associated with the employee airline ticket), $60 is ex-
cludible from gross income as a qualified employee discount and $240 is includible in gross income.

Par. 11. Section 1.132-4 is added and reads as follows:
8§ 1.132-4 Line of business limitation.

(a) In general -- (1) Applicability -- (i) General rule. A no-additional-cost service or a qualified employee discount
provided to an employee is only available with respect to property or services that are offered for sale to customers in
the ordinary course of the same line of business in which the employee receiving the property or service performs sub-
stantial services. Thus, an employee who does not perform substantial services in a particular line of business of the
employer may not exclude from income under section 132 (a)(1) or (a)(2) the value of services or employee discounts
received on property or services in that line of business. For rules that relax the line of business requirement, see para-
graphs (b) through (g) of this section.
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(ii) Property and services sold to employees rather than customers. Because the property or services must be of-
fered for sale to customers in the ordinary course of the same line of business in which the employee performs substan-
tial services, the line of business limitation is not satisfied if the employer's products or services are sold primarily to
employees of the employer, rather than to customers. Thus, for example, an employer in the banking line of business is
not considered in the variety store line of business if the employer establishes an employee store that offers variety store
items for sale to the employer's employees. See § 1.132-7 for rules relating to employer-operated eating facilities, and
see § 1.132-1(e) for rules relating to employer-operated on-premises athletic facilities.

(iii) Performance of substantial services in more than one line of business. An employee who performs services in
more than one of the employer's lines of business may only exclude no-additional-cost services and qualified employee
discounts in the lines of business in which the employee performs substantial services.

(iv) Performance of services that directly benefit more than one line of business -- (A) In general. An employee
who performs substantial services that directly benefit more than one line of business of an employer is treated as per-
forming substantial services in all such line of business. For example, an employee who maintains accounting records
for an employer's three lines of business may receive qualified employee discounts in all three lines of business. Simi-
larly, if an employee of a minor line of business of an employer that is significantly interrelated with a major line of
business of the employer performs substantial services that directly benefit both the major and the minor lines of busi-
ness, the employee is treated as performing substantial services for both the major and the minor lines of business.

(B) Examples. The rules provided in this paragraph (a)(1)(iv) are illustrated by the following examples:

Example (1). Assume that employees of units of an employer provide repair or financing services, or sell by cata-
log, with respect to retail merchandise sold by the employer. Such employees may be considered to perform substan-
tial services for the retail merchandise line of business under paragraph (a)(1)(iv)(A) of this section.

Example (2). Assume that an employer operates a hospital and a laundry service. Assume further that some of the
gross receipts of the laundry service line of business are from laundry services sold to customers other than the hospital
employer. Only the employees of the laundry service who perform substantial services which directly benefit the hos-
pital line of business (through the provision of laundry services to the hospital) will be treated as performing substantial
services for the hospital line of business. Other employees of the laundry service line of business will not be treated as
employees of the hospital line of business.

Example (3). Assume the same facts as in example (2), except that the employer also operates a chain of dry clean-
ing stores. Employees who perform substantial services which directly benefit the dry cleaning stores but who do not
perform substantial services that directly benefit the hospital line of business will not be treated as performing substan-
tial services for the hospital line of business.

(2) Definition -- (i) In general. An employer's line of business is determined by reference to the Enterprise Standard
Industrial Classification Manual (ESIC Manual) prepared by the Statistical Policy Division of the U.S. Office of Man-
agement and Budget. An employer is considered to have more than one line of business if the employer offers for sale
to customers property or services in more than one two-digit code classification referred to in the ESIC Manual.

(ii) Examples. Examples of two-digit classifications are general retail merchandise stores; hotels and other lodging
places; auto repair, services, and garages; and food stores.

(3) Aggregation of two-digit classifications. If, pursuant to paragraph (a)(2) of this section, an employer has more
than one line of business, such lines of business will be treated as a single line of business where and to the extent that
one or more of the following aggregation rules apply:

(i) If it is uncommon in the industry of the employer for any of the separate lines of business of the employer to be
operated without the others, the separate lines of business are treated as one line of business.

(ii) If it is common for a substantial number of employees (other than those employees who work at the headquar-
ters or main office of the employer) to perform substantial services for more than one line of business of the employer,
so that determination of which employees perform substantial services for which line or lines of business would be dif-
ficult, then the separate lines of business of the employer in which such employees perform substantial services are
treated as one line of business. For example, assume that an employer operates a delicatessen with an attached service
counter at which food is sold for consumption on the premises. Assume further that most but not all employees work
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both at the delicatessen and at the service counter. Under the aggregation rule of this paragraph (a)(3)(ii), the deli-
catessen and the service counter are treated as one line of business.

(iii) If the retail operations of an employer that are located on the same premises are in separate lines of business
but would be considered to be within one line of business under paragraph (a)(2) of this section if the merchandise of-
fered for sale in such lines of business were offered for sale at a department store, then the operations are treated as one
line of business. For example, assume that on the same premises an employer sells both women's apparel and jewelry.
Because, if sold together at a department store, the operations would be part of the same line of business, the operations
are treated as one line of business.

(b) Grandfather rule for certain retail stores -- (1) In general. The line of business limitation may be relaxed under
the special grandfather rule of this paragraph (b). Under this special grandfather rule, if --

(i) On October 5, 1983, at least 85 percent of the employees of one member of an affiliated group (as defined in
section 1504 without regard to subsections (b)(2) and (b)(4) thereof) ("first member") were entitled to receive employee
discounts at retail department stores operated by another member of the affiliated group ("second member"), and

(ii) More than 50 percent of the previous year's sales of the affiliated group are attributable to the operation of retail
department stores, then, for purposes of the exclusion from gross income of a qualified employee discount, the first
member is treated as engaged in the same line of business as the second member (the opeator of the retail department
stores). Therefore, employees of the first member of the affiliated group may exclude from income qualified employee
discounts received at the retail department stores operated by the second member. However, employees of the second
member of the affiliated group may not under this paragraph (b)(1) exclude any discounts received on property or ser-
vices offered for sale to customers by the first member of the affiliated group.

(2) Taxable year of affiliated group. If not all of the members of an affiliated group have the same taxable year, the
affiliated group must designate the 12-month period to be used in determining the "previous year's sales" (as referred to
in the grandfather rule of this paragraph (b)). The 12-month period designated, however, must be used on a consistent
basis.

(3) Definition of "sales." For purposes of this paragraph (b), the term "sales" means the gross receipts of an affili-
ated group, based upon the accounting methods used by its members.

(4) Retired and disabled employees. For purposes of this paragraph (b), an employee includes any individual who
was, or whose spouse was, formerly employed by the first member of an affiliated group and who separated from ser-
vice with the member by reason of retirement or disability if the second member of the group provided employee dis-
counts to that individual on October 5, 1983.

(5) Increase of employee discount. If, after October 5, 1983, the employee discount described in this paragraph (b)
is increased, the grandfather rule of this paragraph (b) does not apply to the amount of the increase. For example, if on
January 1, 1989, the employee discount is increased from 10 percent to 15 percent, the grandfather rule will not apply to
the additional 5 percent discount.

(c) Grandfather rule for telephone service provided to predivestiture retirees. All entities subject to the modified fi-
nal judgment (as defined in section 559(c)(5) of the Tax Reform Act of 1984) shall be treated as a single employer en-
gaged in the same line of business for purposes of determining whether telephone service provided to certain employees
is a no-additional-cost service. The preceding sentence applies only in the case of an employee who by reason of re-
tirement or disability separated before January 1, 1984, from the service of an entity subject to the modified final judg-
ment. This paragraph (c) only applies to services provided to such employees as of January 1, 1984. For a special no-
additional-cost service rule relating to such employees and such services, see § 1.132-2(a)(6).

(d) Special rule for certain dffiliates of commercial airlines -- (1) General rule. If a qualified affiliate is a member
of an airline affiliated group and employees of the qualified affiliate who are directly engaged in providing airline-re-
lated services are entitled to no-additional-cost service with respect to air transportation provided by such other member,
then, for purposes of applying § 1.132-2 (relating to no-additional-cost services with respect to such air transportation),
such qualified affiliate shall be treated as engaged in the same line of business as such other member.

(2) "Airline dffiliated group" defined. An "airline affiliated group" is an affiliated group (as defined in section 1504
(a)) one of whose members operates a commercial airline that provides air transportation to customers on a per-seat ba-
sis.
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(3) "Qualified dffiliate" defined. A "qualified affiliate" is any corporation that is predominantly engaged in provid-
ing airline-related services. The term "airline-related services" means any of the following services provided in con-
nection with air transportation:

(i) Catering,

(ii) Baggage handling,

(iii) Ticketing and reservations,

(iv) Flight planning and weather analysis, and

(v) Restaurants and gift shops located at an airport.

(e) Grandfather rule for dffiliated groups operating airlines. The line of business limitation may be relaxed under
the special grandfather rule of this paragraph (e). Under this special grandfather rule, if, as of September 12, 1984 --

(1) An individual --

(i) Was an employee (within the meaning of § 1.132-1 (b)) of one member of an affiliated group (as defined in sec-
tion 1504(a)) ("first corporation"), and

(ii) Was eligible for no-additional-cost services in the form of air transportation provided by another member of
such affiliated group ("second corporation"),

(2) At least 50 percent of the individuals performing services for the first corporation were, or had been employees
of, or had previously performed services for, the second corporation, and

(3) The primary business of the affiliated group was air transportation of passengers, then, for purposes of applying
sections 132(a)(1) and (2), with respect to no-additional-cost services and qualified employee discounts provided after
December 31, 1984, for that individual by the second corporation, the first corporation is treated as engaged in the same
air transportation line of business as the second corporation. For purposes of the preceding sentence, an employee of
the second corporation who is performing services for the first corporation is also treated as an employee of the first
corporation.

(f) Special rule for qualified air transportation organizations. A qualified air transportation organization is treated
as engaged in the line of business of providing air transportation with respect to any individual who performs services
for the organization if those services are peformed primarily for persons engaged in providing air transportation, and are
of a kind which (if performed on September 12, 1984) would qualify the individual for no-additional-cost services in
the form of air transportation. The term "qualified air transportation organization" means any organization --

(1) If such organization (or a predecessor) was in existence on September 12, 1984,
(2) If such organization is --

(i) A tax-exempt organization under section(c)(6) whose membership is limited to entities engaged in the trans-
portation by air of individuals or property for compensation or hire, or

(ii) Is a corporation all the stock of which is owned entirely by entities described in paragraph (f)(2)(i) of this sec-
tion, and

(3) If such organization is operated in furtherance of the activities of its members or owners.

(g) Relaxation of line of business requirement. The line of business requirement may be relaxed under an elective
grandfather rule provided in section 4977. For rules relating to the section 4977 election, see § 54.4977-1T.

(h) Line of business requirement does not expand benefits eligible for exclusion. The line of business requirement
limits the benefits eligible for the no-additional-cost service and qualified employee discount exclusions to property or
services provided by an employer to its customers in the ordinary course of the line of business of the employer in
which the employee performs substantial services. The requirement is intended to ensure that employers do not offer,
on a tax-free or reduced basis, property or services to employees that are not offered to the employer's customers, even
if the property or services offered to the customers and the employees are within the same line of business (as defined in
this section).

Par. 12. Section 1.132-5 is added and reads as follows;
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§ 1.132-5 Working condition fringes.

(a) In general -- (1) Definition. Gross income does not include the value of a working condition fringe. A "work-
ing condition fringe" is any property or service provided to an employee of an employer to the extent that, if the em-
ployee paid for the property or service, the amount paid would be allowable as a deduction under section 162 or 167.

(i) A service or property offered by an employer in connection with a flexible spending account is not excludable
from gross income as a working condition fringe. For purposes of the preceding sentence, a flexible spending account
is an agreement (whether or not written) entered into between an employer and an employee that makes available to the
employee over a time period a certain level of unspecified non-cash benefits with a pre-determined cash value.

(ii) If, under section 274 or any other section, certain substantiation requirements must be met in order for a deduc-
tion under section 162 or 167 to be allowable, then those substantiation requirements apply when determining whether a
property or service is excludable as a working condition fringe.

(iii) An amount that would be deductible by the employee under a section other than section 162 or 167, such as
section 212, is not a working condition fringe.

(iv) A physical examination program provided by the employer is not excludable as a working condition fringe
even if the value of such program might be deductible to the employee under section 213. The previous sentence ap-
plies without regard to whether the employer makes the program mandatory to some or all employees.

(V) A cash payment made by an employer to an employee will not qualify as a working condition fringe unless the
employer requires the employee to --

(A) Use the payment for expenses in connection with a specific or prearranged activity or undertaking for which a
deduction is allowable under section 162 or 167,

(B) Verify that the payment is actually used for such expenses, and
(C) Return to the employer any part of the payment not so used.

(vi) The limitation of section 67(a) (relating to the two-percent floor on miscellaneous itemized deductions) is not
considered when determining the amount of a working condition fringe. For example, assume that an employer pro-
vides a $1,000 cash advance to Employee A and that the conditions of paragraph (a)(1)(v) of this section are not satis-
fied. Even to the extent A uses the allowance for expenses for which a deduction is allowable under section 162 and
167, because such cash payment is not a working condition fringe, section 67(a) applies. The $1,000 payment is in-
cludible in A's gross income and subject to income and employment tax withholding. If, however, the conditions of
paragraph (a)(1)(v) of this section are satisfied with respect to the payment, then the amount of A's working condition
fringe is determined without regard to section 67(a). The $1,000 payment is excludible from A's gross income and not
subject to income and employment tax reporting and withholding.

(2) Trade or business of the employee -- (i) General. If the hypothetical payment for a property or service would be
allowable as a deduction with respect to a trade or business of an employee other than the employee's trade or business
of being an employee of the employer, it cannot be taken into account for purposes of determining the amount, if any, of
the working condition fringe.

(ii) Examples. The rule of paragraph (a)(2)(i) of this section may be illustrated by the following examples:

Example (1). Assume that, unrelated to company X's trade or business and unrelated to employee A's trade or busi-
ness of being an employee of company X, A is a member of the board of directors of company Y. Assume further that
company X provides A with air transportation to a company Y board of director's meeting. A may not exclude from
gross income the value of the air transportation to the meeting as a working condition fringe. A may, however, deduct
such amount under section 162 if the section 162 requirements are satisfied. The result would be the same whether the
air transportation was provided in the form of a flight on a commercial airline or a seat on a company X airplane.

Example (2). Assume the same facts as in example (1) except that A serves on the board of directors of company Z
and company Z regularly purchases a significant amount of goods and services from company X. Because of the rela-
tionship between Company Z and A's employer, A's membership on Company Z's board of directors is related to A's
trade or business of being an employee of Company X. Thus, A may exclude from gross income the value of air trans-
portation to board meetings as a working condition fringe.
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Example (3). Assume the same facts as in example (1) except that A serves on the board of directors of a charitable
organization. Assume further that the service by A on the charity's board is substantially related to company X's trade
or business. In this case, A may exclude from gross income the value of air transportation to board meetings as a work-
ing condition fringe.

Example (4). Assume the same facts as in example (3) except that company X also provides A with the use of a
company X conference room which A uses for monthly meetings relating to the charitable organization. Also assume
that A uses company X's copy machine and word processor each month in connection with functions of the charitable
organization. Because of the substantial business benefit that company X derives from A's service on the board of the
charity, A may exclude as a working condition fringe the value of the use of company X property in connection with the
charitable organization.

(b) Vehicle allocation rules -- (1) In general -- (i) General rule. In general, with respect to an employer-provided
vehicle, the amount excludable as a working condition fringe is the amount that would be allowable as a deduction un-
der section 162 or 167 if the employee paid for the availability of the vehicle. For example, assume that the value of
the availability of an employer-provided vehicle for a full year is $2,000, without regard to any working condition
fringe (i.e., assuming all personal use). Assume Further that the employee drives the vehicle 6,000 miles for his em-
ployer's business and 2,000 miles for reasons other than the employer's business. In this situation, the value of the
working condition fringe is $2,000 multiplied by a fraction, the numerator of which is the business-use mileage (6,000
miles) and the denominator of which is the total mileage (8,000 miles). Thus, the value of the working condition fringe
is $1,500. The total amount includible in the employee's gross income on account of the availability of the vehicle is
$500 ($2,000-$1,500). For purposes of this section, the term "vehicle" has the meaning given the term in § 1.61-21(e)
(2). Generally, when determining the amount of an employee's working condition fringe, miles accumulated on the ve-
hicle by all employees of the employer during the period in which the vehicle is available to the employee are consid-
ered. For example, assume that during the year in which the vehicle is available to the employee in the above example,
other employees accumulate 2,000 additional miles on the vehicle (while the employee is not in the automobile). In
this case, the value of the working condition fringe is $2,000 multiplied by a fraction, the numerator of which is the
business-use mileage by the employee (including all mileage (business and personal) accumulated by other employees)
(8,000 miles) and the denominator of which is the total mileage (including all mileage accumulated by other employees)
(10,000 miles). Thus, the value of the working condition fringe is $1,600; the total amount includible in the employee's
gross income on account of the availability of the vehicle is $400 ($2,000-$1,600). If, however, substantially all of the
use of the automobile by other employees in the employer's business is limited to a certain period, such as the last three
months of the year, the miles driven by the other employees during that period would not be considered when determin-
ing the employee's working condition fringe exclusion. Similarly, miles driven by other employees are not considered
if the pattern of use of the employer-provided automobiles is designed to reduce Federal taxes. For example, assume
that an employer provides employees A and B each with the availability of an employer-provided automobile and that A
uses the automobile assigned to him 80 percent for the employer's business and that B uses the automobile assigned to
him 30 percent for the employer's business. If A and B alternate the use of their assigned automobiles each week in
such a way as to achieve a reduction in federal taxes, then the employer may count only miles placed on the automobile
by the employee to whom the automobile is assigned when determining each employee's working condition fringe.

(ii) Use by an individual other than the employee. For purposes of this section, if the availability of a vehicle to an
individual would be taxed to an employee, use of the vehicle by the individual is included in references to use by the
employee.

(iii) Provision of an expensive vehicle for personal use. If an employer provides an employee with a vehicle that an
employee may use in part for personal purposes, there is no working condition fringe exclusion with respect to the per-
sonal miles driven by the employee; if the employee paid for the availability of the vehicle, he would not be entitled to
deduct under section 162 or 167 any part of the payment attributable to personal miles. The amount of the inclusion is
not affected by the fact that the employee would have chosen the availability of a less expensive vehicle. Moreover,
the result is the same even though the decision to provide an expensive rather than an inexpensive vehicle is made by
the employer for bona fide noncompensatory business reasons.

(iv) Total value inclusion. In lieu of excluding the value of a working condition fringe with respect of an automo-
bile, an employer using the automobile lease valuation rule of § 1.61-21(d) may include in an employee's gross income
the entire Annual Lease Value of the automobile. Any deduction allowable to the employee under section 162 or 167
with respect to the automobile may be taken on the employee's income tax return. The total inclusion rule of this para-
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graph (b)(1)(iv) is not available if the employer is valuing the use or availability of a vehicle under general valuation
principles or a special valuation rule other than the automobile lease valuation rule. See section § 1.162-25T for rules
relating to the employee's deduction.

(v) Shared usage. In calculating the working condition fringe benefit exclusion with respect to a vehicle provided
for use by more than one employee, an employer shall compute the working condition fringe in a manner consistent
with the allocation of the value of the vehicle under section 1.61-21(c)(2)(ii)(B).

(2) Use of different employer-provided vehicles. The working condition fringe exclusion must be applied on a vehi-
cle-by-vehicle basis. For example, assume that automobile Y is available to employee D for 3 days in January and for
5 days in March, and automobile Z is available to D for a week in July. Assume further that the Daily Lease Value, as
defined in § 1.61-21(d)(4)(ii), of each automobile is $50. For the eight days of availability of Y in January and March,
D uses Y 90 percent for business (by mileage). During July, D uses Z 60 percent for business (by mileage). The value
of the working condition fringe is determined separately for each automobile. Therefore, the working condition fringe
for'Y is $360 ($400 X .90) leaving an income inclusion of $40. The working condition fringe for Z is $210 ($350
X .60), leaving an income inclusion of $140. If the value of the availability of an automobile is determined under the
Annual Lease Value rule for one period and Daily Lease Value rule for a second period (see § 1.61-21(d)), the working
condition fringe exclusion must be calculated separately for the two periods.

(3) Provision of a vehicle and chauffeur services -- (i) General rule. In general, with respect to the value of chauf-
feur services provided by an employer, the amount excludable as a working condition fringe is the amount that would be
allowable as a deduction under section 162 and 167 if the employee paid for the chauffeur services. The working con-
dition fringe with respect to a chauffeur is determined separately from the working condition fringe with respect to the
vehicle. An employee may exclude from gross income the excess of the value of the chauffeur services over the value
of the chauffeur services for personal purposes (such as commuting) as determined under § 1.61-21(b)(5). See § 1.61-
21(b)(5) for additional rules and examples concerning the valuation of chauffeur services. See § 1.132-5(m)(5) for
rules relating to an exclusion from gross income for the value of bodyguard/chauffeur services. When determining
whether miles placed on the vehicle are for the employer's business, miles placed on the vehicle by a chauffeur between
the chauffeur's residence and the place at which the chauffeur picks up (or drops off) the employee are with respect to
the employee (but not the chauffeur) considered to be miles placed on the vehicle for the employer's business and thus
eligible for the working condition fringe exclusion. Thus, because miles placed on the vehicle by a chauffeur between
the chauffeur's residence and the place at which the chauffeur picks up (or drops off) the employee are not considered
business miles with respect to the chauffeur, the value of the availability of the vehicle for commuting is includible in
the gross income of the chauffeur. For general and special rules concerning the valuation of the use of employer-pro-
vided vehicles, see paragraphs (b) through (f) of § 1.61-21.

(ii) Examples. The rules of paragraph (b)(3)(i) of this section are illustrated by the following examples:

Example (1). Assume that an employer makes available to an employee an automobile and a chauffeur. Assume
further that the value of the chauffeur services determined in accordance with § 1.61-21 is $30,000 and that the chauf-
feur spends 30 percent of each workday driving the employee for personal purposes. There may be excluded from the
employee's income 70 percent of $30,000, or $21,000, leaving an income inclusion with respect to the chauffeur ser-
vices of $9,000.

Example (2). Assume that the value of the availability of an employer-provided vehicle for a year is $4,850 and that
the value of employer-provided chauffeur services with respect to the vehicle for the year is $20,000. Assume further
that 40 percent of the miles placed on the vehicle are for the employer's business and that 60 percent are for other pur-
poses. In addition, assume that the chauffeur spends 25 percent of each workday driving the employee for personal
purposes (i.e., 2 hours). The value of the chauffeur services includible in the employee's income is 25 percent of
$20,000, or $5,000. The excess of $20,000 over $5,000 or $15,000 is excluded from the employee's income as a work-
ing condition fringe. The amount excludable as a working condition fringe with respect to the vehicle is 40 percent of
$4,850, or $1,940 and the amount includible is $4,850-$1,940, or $2,910.

(c) Applicability of substantiation requirements of sections 162 and 274 (d) -- (1) In general. The value of property
or services provided to an employee may not be excluded from the employee's gross income as a working condition
fringe, by either the employer or the employee, unless the applicable substantiation requirements of either section
274(d) or section 162 (whichever is applicable) and the regulations thereunder are satisfied. The substantiation require-
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ments of section 274(d) apply to an employee even if the requirements of section 274 do not apply to the employee's
employer for deduction purposes (such as when the employer is a tax-exempt organization or a governmental unit).

(2) Section 274(d) requirements. The substantiation requirements of section 274(d) are satisfied by "adequate
records or sufficient evidence corroborating the [employee's] own statement". Therefore, such records or evidence pro-
vided by the employee, and relied upon by the employer to the extent permitted by the regulations promulgated under
section 274(d), will be sufficient to substantiate a working condition fringe exclusion.

(d) Safe harbor substantiation rules -- (1) In general. Section 1.274-6T provides that the substantiation require-
ments of section 274(d) and the regulations thereunder may be satisfied, in certain circumstances, by using one or more
of the safe harbor rules prescribed in § 1.274-6T. If the employer uses one of the safe harbor rules prescribed in §
1.274-6T during a period with respect to a vehicle (as defined in § 1.61-21(e)(2)), that rule must be used by the em-
ployer to substantiate a working condition fringe exclusion with respect to that vehicle during the period. An employer
that is exempt from Federal income tax may still use one of the safe harbor rules (if the requirements of that section are
otherwise met during a period) to substantiate a working condition fringe exclusion with respect to a vehicle during the
period. If the employer uses one of the methods prescribed in § 1.274-6T during a period with respect to an employer-
provided vehicle, that method may be used by an employee to substantiate a working condition fringe exclusion with re-
spect to the same vehicle during the period, as long as the employee includes in gross income the amount allocated to
the employee pursuant to § 1.274-6T and this section. (See § 1.61-21(c)(2) for other rules concerning when an em-
ployee must include in income the amount determined by the employer.) If, however, the employer uses the safe harbor
rule prescribed in § 1.274-6T(a)(2) or (3) and the employee without the employer's knowledge uses the vehicle for pur-
poses other than de minimis personal use (in the case of the rule prescribed in § 1.274-6T(a)(2)), or for purposes other
than de minimis personal use and commuting (in the case of the rule prescribed in § 1.274-6T(a)(3)), then the employ-
ees must include an additional amount in income for the unauthorized use of the vehicle.

(2) Period for use of safe harbor rules. The rules prescribed in this paragraph (d) assume that the safe harbor rules
prescribed in § 1.274-6T are used for a one-year period. Accordingly, references to the value of the availability of a ve-
hicle, amounts excluded as a working condition fringe, etc., are based on a one-year period. If the safe harbor rules
prescribed in § 1.274-6T are used for a period of less than a year, the amounts referred to in the previous sentence must
be adjusted accordingly. For purposes of this section, the term "personal use" has the same meaning as prescribed in §
1.274-6T(e)(5).

(e) Safe harbor substantiation rule for vehicles not used for personal purposes. For a vehicle described in § 1.274-
6T(a)(2) (relating to certain vehicles not used for personal purposes), the working condition fringe exclusion is equal to
the value of the availability of the vehicle if the employer uses the method prescribed in § 1.274-6T(a)(2).

(f) Safe harbor substantiation rule for vehicles not available to employees for personal use other than commuting.
For a vehicle described in § 1.274-6T(a)(3) (relating to certain vehicles not used for personal purposes other than com-
muting), the working condition fringe exclusion is equal to the value of the availability of the vehicle for purposes other
than commuting if the employer uses the method prescribed in § 1.274-6T(a)(3). This rule applies only if the special
rule for valuing commuting use, as prescribed in § 1.61-21(f), is used and the amount determined under the special rule
is either included in the employee's income or reimbursed by the employee.

(g) Safe harbor substantiation rule for vehicles used in connection with the business of farming that are available
to employees for personal use -- (1) In general. For a vehicle described in § 1.274-6T(b) (relating to certain vehicles
used in connection with the business of farming), the working condition fringe exclusion is calculated by multiplying
the value of the availability of the vehicle by 75 percent.

(2) Vehicles available to more than one individual. If the vehicle is available to more than one individual, the em-
ployer must allocate the gross income inclusion attributable to the vehicle (25 percent of the value of the availability of
the vehicle) among the employees (and other individuals whose use would not be attributed to an employee) to whom
the vehicle was available. This allocation must be done in a reasonable manner to reflect the personal use of the vehi-
cle by the individuals. An amount that would be allocated to a sole proprietor reduces the amounts that may be allo-
cated to employees but is otherwise to be disregarded for purposes of this paragraph (g). For purposes of this para-
graph (g), the value of the availability of a vehicle may be calculated as if the vehicle were available to only one em-
ployee continuously and without regard to any working condition fringe exclusion.

(3) Examples. The following examples illustrate a reasonable allocation of gross income with respect to an em-
ployer-provided vehicle between two employees:
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Example (1). Assume that two farm employees share the use of a vehicle that for a calendar year is regularly used
directly in connection with the business of farming and qualifies for use of the rule in § 1.274-6T(b). Employee A uses
the vehicle in the morning directly in connection with the business of farming and employee B uses the vehicle in the
afternoon directly in connection with the business of farming. Assume further that employee B takes the vehicle home
in the evenings and on weekends. The employer should allocate all the income attributable to the availability of the ve-
hicle to employee B.

Example (2). Assume that for a calendar year, farm employees C and D share the use of a vehicle that is regularly
used directly in connection with the business of farming and qualifies for use of the rule in § 1.2.4-6T(b). Assume fur-
ther that the employees alternate taking the vehicle home in the evening and alternate the availability of the vehicle for
personal purposes on weekends. The employer should allocate the income attributable to the availability of the vehicle
for personal use (25 percent of the value of the availability of the vehicle) equally between the two employees.

Example (3). Assume the same facts as in example (2) except that C is the sole proprietor of the farm. Based on
these facts, C should allocate the same amount of income to D as was allocated to D in example (2). No other income
attributable to the availability of the vehicle for personal use should be allocated.

(h) Qualified nonpersonal use vehicles. (1) In general. Except as provided in paragraph (h)(2) of this section, 100
percent of the value of the use of a qualified nonpersonal use vehicle (as described in § 1.274-5T(k)) is excluded from
gross income as a working condition fringe, provided that, in the case of a vehicle described in paragraph (k) (3)
through (8) of that section, the use of the vehicle conforms to the requirements of that paragraph.

(2) Shared usage of qualified nonpersonal use vehicles. In general, a working condition fringe under paragraph (h)
of this section is available to the driver and all passengers of a qualified nonpersonal use vehicle. However, a working
condition fringe under this paragraph (h) is available only with respect to the driver and not with respect to any passen-
gers of a qualified nonpersonal use vehicle described in § 1.274-5T(k)(2)(ii) (L) or (P). In this case, the passengers
must comply with provisions of this section (excluding this paragraph (h)) to determine the applicability of the working
condition fringe exclusion. For example, if an employer provides a passenger bus with a capacity of 25 passengers to
its employees for purposes of transporting employees to and/or from work, the driver of the bus may exclude from gross
income as a working condition fringe 100 percent of the value of the use of the vehicle. The value of the commuting
use of the employer-provided bus by the employee-passengers is includible in their gross incomes. See § 1.61-21(f) for
a special rule to value the commuting-only use of employer-provided vehicles.

(i) [Reserved].

(j) Application of section 280F. In determining the amount, if any, of an employee's working condition fringe, sec-
tion 280F and the regulations thereunder do not apply. For example, assume that an employee has available for a cal-
endar year an employer-provided automobile with a fair market value of $28,000. Assume further that the special rule
provided in § 1.61-21(d) is used yielding an Annual Lease Value, as defined in § 1.61-21(d), of $7,750, and that all of
the employee's use of the automobile is for the employer's business. The employee would be entitled to exclude as a
working condition fringe the entire Annual Lease Value, despite the fact that if the employee paid for the availability of
the automobile, an income inclusion would be required under § 1.280F-6(d)(1). This paragraph (j) does not affect the
applicability of section 280F to the employer with respect to such employer-provided automobile, nor does it affect the
applicability of section 274 to either the employer or the employee. For rules concerning substantiation of an em-
ployee's working condition fringe, see paragraph (c) of this section.

(k) Aircraft allocation rule. In general, with respect to a flight on an employer-provided aircraft, the amount exclud-
able as a working condition fringe is the amount that would be allowable as a deduction under section 162 or 167 if the
employee paid for the flight on the aircraft. For example, if employee P and P's spouse fly on P's employer's airplane
primarily for business reasons of P's employer so that P could deduct the expenses relating to the trip to the extent of P's
payments, the value of the flights is excludable from gross income as a working condition fringe. However, if P's chil-
dren accompany P on the trip primarily for personal reasons, the value of the flights by P's children are includible in P's
gross income. See § 1.61-21 (g) for special rules for valuing personal flights on employer-provided aircraft.

(D [Reserved.]

(m) Employer-provided transportation for security concerns -- (1) In general. The amount of a working condition
fringe exclusion with respect to employer-provided transportation is the amount that would be allowable as a deduction
under section 162 or 167 if the employee paid for the transportation. Generally, if an employee pays for transportation
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taken for primarily personal purposes, the employee may not deduct any part of the amount paid. Thus, the employee
may not generally exclude the value of employer-provided transportation as a working condition fringe if such trans-
portation is primarily personal. If, however, for bona fide business-oriented security concerns, the employee purchases
transportation that provides him or her with additional security, the employee may generally deduct the excess of the
amount actually paid for the transportation over the amount the employee would have paid for the same mode of trans-
portation absent the bona fide business-oriented security concerns. This is the case whether or not the employee would
have taken the same mode of transportation absent the bona fide business-oriented security concerns. With respect to a
vehicle, the phrase "the same mode of transportation" means use of the same vehicle without the additional security as-
pects, such as bulletproof glass. With respect to air transportation, the phrase "the same mode of transportation" means
comparable air transportation. These same rules apply to the determination of an employee's working condition fringe
exclusion. For example, if an employer provides an employee with a vehicle for commuting and, because of bona fide
business-oriented security concerns, the vehicle is specially designed for security, then the employee may exclude from
gross income the value of the special security design as a working condition fringe. The employee may not exclude the
value of the commuting from income as a working condition fringe because commuting is a nondeductible personal ex-
pense. Similarly, if an employee travels on a personal trip in an employer-provided aircraft for bona fide business-ori-
ented security concerns, the employee may exclude the excess, if any, of the value of the flight over the amount the em-
ployee would have paid for the same mode of transportation, but for the bona fide business-oriented security concerns.
Because personal travel is a nondeductible expense, the employee may not exclude the total value of the trip as a work-
ing condition fringe.

(2) Demonstration of bona fide business-oriented security concerns -- (i) In general. For purposes of this paragraph
(m), the existence of a bona fide business-oriented security concern for the furnishing of a specific form of transporta-
tion to an employee is determined on the basis of all facts and circumstances. Examples of factors indicating a bona
fide business-oriented security concern are --

(A) Terrorist activity. A recent history of violent terrorist activity (such as bombings) in the geographic area in
which the transportation is provided, unless that activity (1) is focused on a group of individuals which does not include
the employee or a similarly situated employee of an employer, or (2) occurs to a significant degree only in a location
within the geographic area where the employee does not travel,

(B) Death threat. A threat on the life of the employee because of the employee's status as an employee of the em-
ployer, or on the life of a similarly situated employee because of such employee's status as an employee of an employer;

(C) Threat of kidnapping. A threat of kidnapping the employee because of the employee's status as an employee of
the employer or of kidnapping a similarly situated employee because of such employee's status as an employee of an
employer; or

(D) Threat of serious bodily harm. A threat of imposing serious bodily harm on the employee because of the em-
ployee's status as an employee of the employer, or on a similarly situated employee because of such employee's status as
an employee of an employer.

(i) Establishment of overall security program. Notwithstanding anything in paragraph (m)(2)(i) of this section to
the contrary, no bona fide business-oriented security concern will be deemed to exist unless the employee's employer es-
tablishes to the satisfection of the Commissioner that an overall security program has been provided with respect to the
employee involved. An overall security program is deemed to exist if the requirements of paragraph (m)(2)(iv) of this
section are satisfied (relating to an independent security study).

(iii) Overall security program -- (A) Defined. An overall security program is one in which security is provided to
protect the employee on a 24-hour basis. The employee must be protected while at the employee's residence, while
commuting to and from the employee's workplace, and while at the employee's workplace. In addition, the employee
must be protected while traveling both at home and away from home, whether for business or personal purposes. An
overall security program must include the provision of a bodyguard/chauffeur who is trained in evasive driving tech-
niques; an automobile specially equipped for security; guards, metal detectors, alarms, or similar methods of controlling
access to the employee's workplace and residence; and, in appropriate cases, flights on the employer's aircraft for busi-
ness and personal reasons.

(B) Application. There is no overall security program when, for example, security is provided at the employee's
workplace but not at the employee's residence. In addition, the fact that an employer requires an employee to travel on
the employer's aircraft, or in an employer-provided vehicle that contains special security features, does not alone consti-
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tute an overall security program. The preceding sentence applies regardless of the existence of a corporate or other res-
olution requiring the employee to travel in the employer's aircraft or vehicle for personal as well as business reasons.

(iv) Effect of an independent security study. An overall security program with respect to an employee is deemed to
exist if the conditions of this paragraph (m)(2)(iv) are satisfied:

(A) A security study is performed with respect to the employer and the employee (or a similarly situated employee
of the employer) by an independent security consultant;

(B) The security study is based on an objective assessment of all facts and circumstances;

(C) The recommendation of the security study is that an overall security program (as defined in paragraph (m)(2)
(iii) of this section) is not necessary and the recommendation is reasonable under the circumstances; and

(D) The employer applies the specific security recommendations contained in the security study to the employee on
a consistent basis.

The value of transportation-related security provided pursuant to a security study that meets the requirements of this
paragraph (m)(2)(iv) may be excluded from income if the security study conclusions are reasonable and, but for the
bona fide business-oriented security concerns, the employee would not have had such security. No exclusion from in-
come applies to security provided by the employer that is not recommended in the security study. Security study con-
clusions may be reasonable even if, for example, it is recommended that security be limited to certain geographic areas,
as in the case in which air travel security is provided only in certain foreign countries.

(3) Application of security rules to spouses and dependents. (i) In general. If a bona fide business-oriented security
concern exists with respect to an employee (because, for example, threats are made on the life of an employee), the bona
fide business-oriented security concern is deemed to exist with respect to the employee's spouse and dependents to the
extent provided in this paragraph (m)(3).

(ii) Certain transportation. If a working condition fringe exclusion is available under this paragraph (m) for trans-
portation in a vehicle or aircraft provided for a bona fide business-oriented security concern with respect to an em-
ployee, the requirements of this paragraph (m) are deemed to be satisfied with respect to transportation in the same ve-
hicle or aircraft provided at the same time to the employee's spouse and dependent children.

(iii) Other. Except as provided in paragraph (m)(3)(ii) of this section, a bona fide business oriented security concern
is deemed to exist for the spouse and dependent children of the employer only if the requirements of paragraph (m)(2)
(iii) or (iv) of this section are applied independently to such spouse and dependent children.

(4) Working condition safe harbor for travel on employer-provided aircraft. Under the safe harbor rule of this para-
graph (m)(4), if, for a bona fide business-oriented security concern, the employer requires that an employee travel on an
employer-provided aircraft for a personal trip, the employer and the employee may exclude from the employee's gross
income, as a working condition fringe, the excess value of the aircraft trip over the safe harbor airfare without having to
show what method of transportation the employee would have flown but for the bona fide business-oriented security
concern. For purposes of the safe harbor rule of this paragraph (m)(4), the value of the safe harbor airfare is deter-
mined under the noncommercial flight valuation rule of § 1.61-21(g) (regardless of whether the employer or employee
elects to use such valuation rule) by multiplying an aircraft multiple of 200-percent by the applicable cents-per-mile
rates and the number of miles in the flight and then adding the applicable terminal charge. The value of the safe harbor
airfare determined under this paragraph (m)(4) must be included in the employee's income (to the extent not reimbursed
by the employee) regardless of whether the employee or the employer uses the special valuation rule of § 1.61-21(g).
The excess of the value of the aircraft trip over this amount may be excluded from gross income as a working condition
fringe. If, for a bona fide business-oriented security concern, the employer requires that an employee's spouse and de-
pendents travel on an employer-provided aircraft for a personal trip, the special rule of this paragraph (m)(4) is available
to exclude the excess value of the aircraft trips over the safe harbor airfares.

(5) Bodyguard/chauffeur provided for a bona fide business-oriented security concern. If an employer provides an
employee with vehicle transportation and a bodyguard/chauffeur for a bona fide business-oriented security concern, and
but for the bona fide business-oriented security concern the employee would not have had a bodyguard or a chauffeur,
then the entire value of the services of the bodyguard/chauffeur is excludable from gross income as a working condition
fringe. For purposes of this section, a bodyguard/chauffeur must be trained in evasive driving techniques. An individ-
ual who performs services as a driver for an employee is not a bodyguard/chauffeur if the individual is not trained in
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evasive driving techniques. Thus, no part of the value of the services of such an individual is excludable from gross in-
come under this paragraph (m)(5). (See paragraph (b)(3) of this section for rules relating to the determination of the
working condition fringe exclusion for chauffeur services.)

(6) Examples. The provisions of this paragraph (m) may be illustrated by the following examples:

Example (1). Assume that in response to several death threats on the life of A, the president of X a multinational
company, X establishes an overall security program for A, including an alarm system at A's home and guards at A's
workplace, the use of a vehicle that is specially equipped with alarms, bulletproof glass, and armor plating, and a body-
guard/chauffeur. Assume further that A is driven for both personal and business reasons in the vehicle. Also, assume
that but for the bona fide business-oriented security concerns, no part of the overall security program would have been
provided to A. With respect to the transportation provided for security reasons, A may exclude as a working condition
fringe the value of the special security features of the vehicle and the value attributable to the bodyguard/chauffeur.
Thus, if the value of the specially equipped vehicle is $40,000, and the value of the vehicle without the security features
is $25,000, A may determine A's inclusion in income attributable to the vehicle as if the vehicle were worth $25,000. A
must include in income the value of the availability of the vehicle for personal use.

Example (2). Assume that B is the chief executive officer of Y, a multinational corporation. Assume further that
there have been kidnapping attempts and other terrorist activities in the foreign countries in which B performs services
and that at least some of such activities have been directed against B or similarly situated employees. In response to
these activities, Y provides B with an overall security program, including an alarm system at B's home and bodyguards
at B's workplace, a bodyguard/chauffeur, and a vehicle specially designed for security during B's overseas travels. In
addition, assume that Y requires B to travel in Y's airplane for business and personal trips taken to, from, and within
these foreign countries. Also, assume that but for bona fide business-oriented security concerns, no part of the overall
security program would have been provided to B. B may exclude as a working condition fringe the value of the special
security features of the automobile and the value attributable to the bodyguards and the bodyguard/chauffeur. B may
also exclude the excess, if any, of the value of the flights over the amount A would have paid for the same mode of
transportation but for the security concerns. As an alternative to the preceding sentence, B may use the working condi-
tion safe harbor described in paragraph (m)(4) of this section and exclude as a working condition fringe the excess, if
any, of the value of personal flights in the Y airplane over the safe harbor airfare determined under the method described
in paragraph (m)(4) of this section. If this alternative is used, B must include in income the value of the availability of
the vehicle for personal use and the value of the safe harbor.

Example (3). Assume the same facts as in example (2) except that Y also requires B to travel in Y's airplane within
the United States, and provides B with a chauffeur-driven limousine for business and personal travel in the United
States. Assume further that Y also requires B's spouse and dependents to travel in Y's airplane for personal flights in
the United States. If no bona fide business-oriented security concern exists with respect to travel in the United States,
B may not exclude from income any portion of the value of the availability of the chauffeur or limousine for personal
use in the United States. Thus, B must include in income the value of the availability of the vehicle and chauffeur for
personal use. In addition, B may not exclude any portion of the value attributable to personal flights by B or B's spouse
and dependents on Y's airplane. Thus, B must include in income the value attributable to the personal use of Y's air-
plane. See § 1.61-21 for rules relating to the valuation of an employer-provided vehicle and chauffeur, and personal
flights on employer-provided airplanes.

Example (4). Assume that company Z retains an independent security consultant to perform a security study with
respect to its chief executive officer. Assume further that, based on an objective assessment of the facts and circum-
stances, the security consultant reasonably recommends that 24-hour protection is not necessary but that the employee
be provided security at his workplace and for ground transportation, but not for air transportation. If company Z fol-
lows the recommendations on a consistent basis, an overall security program will be deemed to exist with respect to the
workplace and ground transportation security only.

Example (5). Assume the same facts as in example (4) except that company Z only provides the employee security
while commuting to and from work, but not for any other ground transportation. Because the recommendations of the
independent security study are not applied on a consistent basis, an overall security program will not be deemed to exist.
Thus, the value of commuting to and from work is not excludable from income. However, the value of a bodyguard
with professional security training who does not provide chauffeur or other personal services to the employee or any
member of the employee's family may be excludable as a working condition fringe if such expense would be otherwise
allowable as a deduction by the employee under section 162 or 167.
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(n) Product testing -- (1) In general. The fair market value of the use of consumer goods, which are manufactured
for sale to nonemployees, for product testing and evaluation by an employee of the manufacturer outside the employer's
workplace, is excludible from gross income as a working condition fringe if --

(i) Consumer testing and evaluation of the product is an ordinary and necessary business expense of the employer;

(ii) Business reasons necessitate that the testing and evaluation of the product be performed off the employer's busi-
ness premises by employees (i.e., the testing and evaluation cannot be carried out adequately in the employer's office or
in laboratory testing facilities);

(iii) The product is furnished to the employee for purposes of testing and evaluation;

(iv) The product is made available to the employee for no longer than necessary to test and evaluate its performance
and (to the extent not exhausted) must be returned to the employer at completion of the testing and evaluation period,;

(v) The employer imposes limits on the employee's use of the product that significantly reduce the value of any per-
sonal benefit to the employee; and

(vi) The employee must submit detailed reports to the employer on the testing and evaluation. The length of the
testing and evaluation period must be reasonable in relation to the product being tested.

(2) Employer-imposed limits. The requirement of paragraph (n)(1)(v) of this section is satisfied if --

(i) The employer places limits on the employee's ability to select among different models or varieties of the con-
sumer product that is furnished for testing and evaluation purposes; and

(ii) The employer generally prohibits use of the product by persons other than the employee and, in appropriate
cases, requires the employee, to purchase or lease at the employee's own expense the same type of product as that being
tested (so that personal use by the employee's family will be limited). In addition, any charge by the employer for the
personal use by an employee of a product being tested shall be taken into account in determining whether the require-
ment of paragraph (n)(1)(v) of this section is satisfied.

(3) Discriminating classifications. If an employer furnishes products under a testing and evaluation program only,
or presumably, to certain classes of employees (such as highly compensated employees, as defined in § 1.132-8(g)), this
fact may be relevant when determining whether the products are furnished for testing and evaluation purposes or for
compensation purposes, unless the employer can show a business reason for the classification of employees to whom
the products are furnished (e.g., that automobiles are furnished for testing and evaluation by an automobile manufac-
turer to its design engineers and supervisory mechanics).

(4) Factors that negate the existence of a product testing program. If an employer fails to tabulate and examine the
results of the detailed reports submitted by employees within a reasonable period of time after expiration of the testing
period, the program will not be considered a product testing program for purposes of the exclusion of this paragraph (n).
Existence of one or more of the following factors may also establish that the program is not a bona fide product testing
program for purposes of the exclusion of this paragraph (n):

(i) The program is in essence a leasing program under which employees lease the consumer goods from the em-
ployer for a fee;

(ii) The nature of the product and other considerations are insufficient to justify the testing program; or
(iii) The expense of the program outweighs the benefits to be gained from testing and evaluation.

(5) Failure to meet the requirements of this paragraph (n). The fair market value of the use of property for product
testing and evaluation by an employee outside the employee's workplace, under a product testing program that does not
meet all of the requirements of this paragraph (n), is not excludable from gross income as a working condition fringe
under this paragraph (n).

(6) Example. The rules of this paragraph (n) may be illustrated by the following example:
Example. Assume that an employer that manufactures automobiles establishes a product testing program under
which 50 of its 5,000 employees test and evaluate the automobiles for 30 days. Assume further that the 50 employees

represent a fair cross-section of all of the employees of the employer, such employees submit detailed reports to the em-
ployer on the testing and evaluation, the employer tabulates and examines the test results within a reasonable time, and
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the use of the automobiles is restricted to the employees. If the employer imposes the limits described in paragraph (n)
(2) of this section, the employees may exclude the value of the use of the automobile during the testing and evaluation
period.

(o) Qualified automobile demonstration use -- (1) In general. The value of qualified automobile demonstration use
is excludable from gross income as a working condition fringe. "Qualified automobile demonstration use" is any use
of a demonstration automobile by a full-time automobile salesman in the sales area in which the automobile dealer's
sales office is located if --

(i) Such use is provided primarily to facilitate the salesman's performance of services for the employer; and
(ii) There are substantial restrictions on the personal use of the automobile by the salesman.

(2) Full-time automobile salesman -- (i) Defined. The term "full-time automobile salesman" means any individual
who --

(A) Is employed by an automobile dealer;

(B) Customarily spends at least half of a normal business day performing the functions of a floor salesperson or
sales manager;

(C) Directly engages in substantial promotion and negotiation of sales to customers;

(D) Customarily works a number of hours considered full-time in the industry (but at a rate not less than 1,000
hours per year); and

(E) Derives at least 25 percent of his or her gross income from the automobile dealership directly as a result of the
activities described in paragraphs (0)(2)(i) (B) and (C) of this section. For purposes of paragraph (0)(2)(i) (E) of this
section, income is not considered to be derived directly as a result of activities described in paragraphs (0)(2)(i) (B) and
(C) of this section to the extent that the income is attributable to an individual's ownership interest in the dealership.

An individual will not be considered to engage in direct sales activities if the individual's sales-related activities are sub-
stantially limited to review of sales price offers from customers. An individual, such as the general manager of an au-
tomobile dealership, who receives a sales commission on the sale of an automobile is not a full-time automobile sales-
man unless the requirements of this paragraph (0)(2)(i) are met. The exclusion provided in this paragraph (o) is avail-
able to an individual who meets the definition of this paragraph (0)(2)(i) whether the individual performs services in ad-
dition to those described in this paragraph (0)(2)(i). For example, an individual who is an owner of the automobile
dealership but who otherwise meets the requirements of this paragraph (0)(2)(i) may exclude from gross income the
value of qualified automobile demonstration use. However, the exclusion of this paragraph (o) is not available to own-
ers of large automobile dealerships who do not customarily engage in significant sales activities.

(ii) Use by an individual other than a full-time automobile salesman. Personal use of a demonstration automobile
by an individual other than a full-time automobile salesman is not treated as a working condition fringe. Therefore,
any personal use, including commuting use, of a demonstration automobile by a part-time salesman, automobile me-
chanic, or other individual who is not a full-time automobile salesman is not "qualified automobile demonstration use"
and thus not excludable from gross income. This is the case whether or not the personal use is within the sales area (as
defined in paragraph (0)(5) of this section).

(3) Demonstration automobile. The exclusion provided in this paragraph (o) applies only to qualified use of a
demonstration automobile. A demonstration automobile is an automobile that is --

(i) Currently in the inventory of the automobile dealership; and
(ii) Available for test drives by customers during the normal business hours of the employee.

(4) Substantial restrictions on personal use. Substantial restrictions on the personal use of a demonstration automo-
bile exist when all of the following conditions are satisfied:

(i) Use by individuals other than the full-time automobile salesmen (e.g., the salesman's family) is prohibited;
(ii) Use for personal vacation trips is prohibited;

(iii) The storage of personal possessions in the automobile is prohibited; and
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(iv) The total use by mileage of the automobile by the salesman outside the salesman's normal working hours is
limited.

(5) Sales area -- (i) In general. Qualified automobile demonstration use consists of use in the sales area in which
the automobile dealer's sales office is located. The sales area is the geographic area surrounding the automobile
dealer's sales office from which the office regularly derives customers.

(ii) Sales area safe harbor. With respect to a particular full-time salesman, the automobile dealer's sales area may be
treated as the area within a radius of the larger of --

(A) 75 miles or
(B) The one-way commuting distance (in miles) of the particular salesman from the dealer's sales office.

(6) Applicability of substantiation requirements of sections 162 and 274(d). Notwithstanding anything in this sec-
tion to the contrary, the value of the use of a demonstration automobile may not be excluded from gross income as a
working condition fringe, by either the employer or the employee, unless, with respect to the restrictions of paragraph
(0)(4) of this section, the substantiation requirements of section 274(d) and the regulations thereunder are satisfied. See
§ 1.132-5(c) for general and safe harbor rules relating to the applicability of the substantiation requirements of section
274(d).

(7) Special valuation rules. See § 1.61-21(d)(6)(ii) for special rules that may be used to value the availability of
demonstration automobiles.

(p) Parking -- (1) In general. The value of parking provided to an employee on or near the business premises of the
employer is excludable from gross income as a working condition fringe under the special rule of this paragraph (p). If
the rules of this paragraph (p) are satisfied, the value of parking is excludable from gross income whether the amount
paid by the employee for parking would be deductible under section 162. The working condition fringe exclusion ap-
plies whether the employer owns or rents the parking facility or parking space.

(2) Reimbursement of parking expenses. A reimbursement to the employee of the ordinary and necessary expenses
of renting a parking space on or near the business premises of the employer is excludable from gross income as a work-
ing condition fringe, if, but for the parking expense, the employee would not have been entitled to receive and retain
such amount from the employer. If, however an employee is entitled to retain a general transportation allowance or a
similar benefit whether or not the employee has parking expenses, no portion of that allowance is excludable from gross
income under this paragraph (p) even if it is used for parking expenses.

(3) Parking on residential property. With respect to an employee, this paragraph (p) does not apply to any parking
facility or space located on property owned or leased by the employee for residential purposes.

(q) Nonapplicability of nondiscrimination rules. Except to the extent provided in paragraph (n)(3) of this section
(relating to discriminating classifications of a product testing program), the nondiscrimination rules of section 132(h)(1)
and § 1.132-3 do not apply in determining the amount, if any, of a working condition fringe.

Par. 13. Section 1.132-6 is added and reads as follows:
§ 1.132-6 De minimis fringes.

(a) In general. Gross income does not include the value of a de minimis fringe provided to an employee. The term
"de minimis fringe" means any property or service the value of which is (after taking into account the frequency with
which similar fringes are provided by the employer to the employer's employees) so small as to make accounting for it
unreasonable or administratively impracticable.

(b) Frequency -- (1) Employee-measured frequency. Generally, the frequency with which similar fringes are pro-
vided by the employer to the employer's employees is determined by reference to the frequency with which the em-
ployer provides the fringes to each individual employee. For example, if an employer provides a free meal in kind to
one employee on a daily basis, but not to any other employee, the value of the meals is not de minimis with respect to
that one employee even though with respect to the employer's entire workforce the meals are provided "infrequently.”

(2) Employer-measured frequency. Notwithstanding the rule of paragraph (b)(1) of this section, except for purposes
of applying the special rules of paragraph (d)(2) of this section, where it would be administratively difficult to determine
frequency with respect to individual employees, the frequency with which similar fringes are provided by the employer
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to the employer's employees is determined by reference to the frequency with which the employer provides the fringes
to the workforce as a whole. Therefore, under this rule, the frequency with which any individual employee receives
such a fringe benefit is not relevant and in some circumstances, the de minimis fringe exclusion may apply with respect
to a benefit even though a particular employee receives the benefit frequently. For example, if an employer exercises
sufficient control and imposes significant restrictions on the personal use of a company copying machine so that at least
85 percent of the use of the machine is for business purposes, any personal use of the copying machine by particular
employees is considered to be a de minimis fringe.

(c) Administrability. Unless excluded by a provision of chapter 1 of the Internal Revenue Code of 1986 other than
section 132(a)(4), the value of any fringe benefit that would not be unreasonable or administratively impracticable to ac-
count for is includible in the employee's gross income. Thus, except as provided in paragraph (d)(2) of this section, the
provision of any cash fringe benefit is never excludable under section 132(a) as a de minimis fringe benefit. Similarly
except as otherwise provided in paragraph (d) of this section, a cash equivalent fringe benefit (such as a fringe benefit
provided to an employee through the use of a gift certificate or charge or credit card) is generally not excludable under
section 132(a) even if the same property or service acquired (if provided in kind) would be excludable as a de minimis
fringe benefit. For example, the provision of cash to an employee for a theatre ticket that would itself be excludable as
a de minimis fringe (see paragraph (e)(1) of this section) is not excludable as a de minimis fringe.

(d) Special rules -- (1) Transit passes. A public transit pass provided at a discount to defray an employee's commut-
ing costs may be excluded from the employee's gross income as a de minimis fringe if such discount does not exceed
$15 in any month. The exclusion provided in this paragraph (d)(1) also applies to the provision of tokens or fare cards
that enable an individual to travel on the public transit system if the value of such tokens and fare cards in any month
does not exceed by more than $15 the amount the employee paid for the tokens and farecards for such month. Simi-
larly, the exclusion of this paragraph (d)(1) applies to the provision of a voucher or similar instrument that is exchange-
able solely for tokens, farecards, or other instruments that enable the employee to use the public transit system if the
value of such vouchers and other instruments in any month does not exceed $15. The exclusion provided in this para-
graph (d)(1) does not apply to the provision of any benefit to defray public transit expenses incurred for personal travel
other than commuting.

(2) Occasional meal money or local transportation fare -- (i) General rule. Meals, meal money or local transporta-
tion fare provided to an employee is excluded as a de minimis fringe benefit if the benefit provided is reasonable and is
provided in a manner that satisfies the following three conditions:

(A) Occasional basis. The meals, meal money or local transportation fare is provided to the employee on an occa-
sional basis. Whether meal money or local transportation fare is provided to an employee on an occasional basis will
depend upon the frequency i.e. the availability of the benefit and regularity with which the benefit is provided by the
employer to the employee. Thus, meals, meal money, or local transportation fare or a combination of such benefits
provided to an employee on a regular or routine basis is not provided on an occasional basis.

(B) Overtime. The meals, meal money or local transportation fare is provided to an employee because overtime
work necessitates an extension of the employee's normal work schedule. This condition does not fail to be satisifed
merely because the circumstances giving rise to the need for overtime work are reasonably foreseeable.

(C) Meal money. In the case of a meal or meal money, the meal or meal money is provided to enable the employee
to work overtime. Thus, for example, meals provided on the employer's premises that are consumed during the period
that the employee works overtime or meal money provided for meals consumed during such period satisfy this condi-
tion.

In no event shall meal money or local transportation fare calculated on the basis of the number of hours worked
(e.g., $1.00 per hour for each hour over eight hours) be considered a de minimis fringe benefit.

(ii) Applicability of other exclusions for certain meals and for transportation provided for security concerns. The
value of meals furnished to an employee, an employee's spouse, or any of the employee's dependents by or on behalf of
the employee's employer for the convenience of the employer is excluded from the employee's gross income if the
meals are furnished on the business premises of the employer (see section 119). (For purposes of the exclusion under
section 119, the definitions of an employee under § 1.132-1(b) do not apply.) If, for a bona fide business-oriented secu-
rity concern, an employer provides an employee vehicle transportation that is specially designed for security (for exam-
ple, the vehicle is equipped with bulletproof glass and armor plating), and the conditions of § 1.132-5(m) are satisfied,
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the value of the special security design is excludable from gross income as a working condition fringe if the employee
would not have had such special security design but for the bona fide business-oriented security concern.

(iii) Special rule for employer-provided transportation provided in certain circumstances. (A) Partial exclusion of
value. If an employer provides transportation (such as taxi fare to an employee for use in commuting to and/or from
work because or unusual circumstances and because, based on the facts and circumstances, it is unsafe for the employee
to use other available means of transportation, the excess of the value of each one-way trip over $1.50 per one-way
commute is excluded from gross income. The rule of this paragraph (d)(2)(iii) is not available to a control employee as
defined in § 1.61-21(f) (5) and (6).

(B) "Unusual circumstances". Unusual circumstances are determined with respect to the employee receiving the
transportation and are based on all facts and circumstances. An example of unusual circumstances would be when an
employee is asked to work outside of his normal work hours (such as being called to the workplace at 1:00 am when the
employee normally works from 8:00 am to 4:00 pm). Another example of unusual circumstances is a temporary
change in the employee's work schedule (such as working from 12 midnight to 8:00 am rather than from 8:00 am to
4:00 pm for a two-week period).

(C) "Unsafe conditions". Factors indicating whether it is unsafe for an employee to use other available means of
transportation are the 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.

(3) Use of special rules or examples to establish a general rule. The special rules provided in this paragraph (d) or
examples provided in paragraph (e) of this section may not be used to establish any general rule permitting exclusion as
a de minimis fringe. For example, the fact that $180 (i.e., $15 per month for 12 months) worth of public transit passes
can be excluded from gross income as a de minimis fringe in a year does not mean that any fringe benefit with a value
equal to or less than $180 may be excluded as a de minimis fringe. As another example, the fact that the commuting
use of an employer-provided vehicle more than one day a month is an example of a benefit not excludable as a de min-
imis fringe (see paragraph (e)(2) of this section) does not mean that the commuting use of a vehicle up to 12 times per
year is excludable from gross income as a de minimis fringe.

(4) Benefits exceeding value and frequency limits. If a benefit provided to an employee is not de minimis because
either the value or frequency exceeds a limit provided in this paragraph (d), no amount of the benefit is considered to be
a de minimis fringe. For example, if an employer provides a $20 monthly public transit pass, the entire $20 must be in-
cluded in income, not just the excess value over $15.

(e) Examples -- (1) Benefits excludable from income. Examples of de minimis fringe benefits are occasional typing
of personal letters by a company secretary; occasional personal use of an employer's copying machine, provided that the
employer exercises sufficient control and imposes significant restrictions on the personal use of the machine so that at
least 85 percent of the use of the machine is for business purposes; occasional cocktail parties, group meals, or picnics
for employees and their guests; traditional birthday or holiday gifts of property (not cash) with a low fair market value;
occasional theater or sporting event tickets; coffee, doughnuts, and soft drinks; local telephone calls; and flowers, fruit,
books, or similar property provided to employees under special circumstances (e.g., on account of illness, outstanding
performance, or family crisis).

(2) Benefits not excludable as de minimis fringes. Examples of fringe benefits that are not excludable from gross in-
come as de minimis fringes are: season tickets to sporting or theatrical events; the commuting use of an employer-pro-
vided automobile or other vehicle more than one day a month; membership in a private country club or athletic facility,
regardless of the frequency with which the employee uses the facility; employer-provided groupterm life insurance on
the life of the spouse or child of an employee; and use of employer-owned or leased facilities (such as an apartment,
hunting lodge, boat, etc.) for a weekend. Some amount of the value of certain of these fringe benefits may be excluded
from income under other statutory provisions, such as the exclusion for working condition fringes. See § 1.132-5.

(f) Nonapplicability of nondiscrimination rules. Except to the extent provided in § 1.132-7, the nondiscrimination
rules of section 132(h)(1) and § 1.132-8 do not apply in determining the amount, if any, of a de minimis fringe. Thus, a
fringe benefit may be excludable as a de minimis fringe even if the benefit is provided exclusively to highly compen-
sated employees of the employer.

Par. 14. Section 1.132-7 is added and reads as follows:
§ 1.132-7 Employer-operated eating facilities.
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(a) In general -- (1) Condition for exclusion -- (i) General rule. The value of meals provided to employees at an
employer-operated eating facility for employees is excludable from gross income as a de minimis fringe only if on an
annual basis, the revenue from the facility equals or exceeds the direct operating costs of the facility.

(ii) Additional condition for highly compensated employees. With respect to any highly compensated employee, an
exclusion is available under this section only if the condition set out in paragraph (a)(1)(i) of this section is satisfied and
access to the facility is available on substantially the same terms to each member of a group of employees that is defined
under a reasonable classification set up by the employer that does not discriminate in favor of highly compensated em-
ployees. See § 1.132-8. For purposes of this paragraph (a)(1)(ii), each dining room or cafeteria in which meals are
served is treated as a separate eating facility, whether each such dining room or cafeteria has its own kitchen or other
food-preparation area.

(2) Employer-operated eating facility for employees. An employer-operated eating facility for employees is a facil-
ity that meets all of the following conditions --

(i) The facility is owned or leased by the employer,

(ii) The facility is operated by the employer,

(iii) The facility is located on or near the business premises of the employer, and

(iv) The meals furnished at the facility are provided during, or immediately before or after, the employee's workday.

For purposes of this section, the term "meals" means food, beverages, and related services provided at the facility.
If an employer can reasonably determine the number of meals that are excludable from income by the recipient employ-
ees under section 119, the employer may, in determining whether the requirement of paragraph (a)(1)(i) of this section is
satisfied, disregard all costs and revenues attributable to such meals provided to such employees. If an employer can
reasonably determine the number of meals received by volunteers who receive food and beverages at a hospital, free or
at a discount, the employer may, in determining whether the requirement of paragraph (a)(1)(i) of this section is satis-
fied, disregard all costs and revenues attributable to such meals provided to such volunteers. If an employer charges
nonemployees a greater amount than employees, in determining whether the requirement of paragraph (a)(1)(i) of this
section is satisfied, the employer must disregard all costs and revenues attributable to such meals provided to such
nonemployees.

(3) Operation by the employer. If an employer contracts with another to operate an eating facility for its employees,
the facility is considered to be operated by the employer for purposes of this section. If an eating facility is operated by
more than one employer, it is considered to be operated by each employer.

(4) Example. The provisions of this paragraph (a)(2) may be illustrated by the following example:

Example (1). Assume that a not-for-profit hospital system maintains cafeterias for the use of its employees and vol-
unteers. Only the employees are charged for food service at the cafeteria and the policy of the hospital is to charge the
employees only for the costs of food, beverage and labor directly attributable to the meal. Most of the cafeterias within
the system furnish more free meals to volunteers than they serve paid meals to employees. For purposes of this para-
graph, as long as the employer can accurately determine the number of meals received free or at a discount by volun-
teers, the employer may disregard all the costs and revenues attributable to such meals provided to volunteers. There-
fore, for purposes of this paragraph, the costs of the hospital system for furnishing meals to employees who pay for
them are the costs to be compared to determine if the revenues from the facility equal or exceed direct operating costs of
the facility's service to employees.

(b) Direct operating costs -- (1) In general. For purposes of this section, the direct operating costs of an eating fa-
cility are --

(i) The cost of food and beverages, and

(ii) The cost of labor for personnel whose services relating to the facility are performed primarily on the premises
of the eating facility. Direct operating costs do not include the labor cost attributable to personnel whose services relat-
ing to the facility are not performed primarily on the premises of the eating facility. Thus, for example, the labor costs
attributable to cooks, waiters, and waitresses are included in direct operating costs, but the labor cost attributable to a
manager of an eating facility whose services relating to the facility are not primarily performed on the premises of the
eating facility is not included in direct operating costs. If an employee performs services relating to the facility both on
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and off the premises of the eating facility, only the portion of the total labor cost of the employee relating to the facility
that bears the same proportion to such total labor cost as time spent on the premises bears to total time spent performing
services relating to the facility is included in direct operating costs. For example, assume that 60 percent of the ser-
vices of a cook in the above example are not related to the eating facility. Only 40 percent of the total labor cost of the
cook is includible in direct operating costs. For purposes of this section, labor costs include all compensation required
to be reported on a Form W-2 for income tax purposes and related employment taxes paid by the employer. In deter-
mining the direct operating costs of an eating facility, the employer may include as part of the facility, vending machines
that are provided by the employer and located on the same premises as the other eating facilities operated by the em-
ployer.

(2) Multiple dining rooms or cafeterias. The direct operating costs test may be applied separately for each dining
room or cafeteria. Alternatively, the direct operating costs test may be applied with respect to all the eating facilities
operated by the employer.

(3) Payment to operator of facility. If an employer contracts with another to operate an eating facility for its em-
ployees, the direct operating costs of the facility consist both of direct operating costs, if any, incurred by the employer
and the amount paid to the operator of the facility to the extent that such amount is attributable to what would be direct
operating costs if the employer operated the facility directly.

(c) Valuation of non-excluded meals provided at an employer-operated eating facility for employees. If the exclu-
sion for meals provided at an employer-operated eating facility for employees is not available, the recipient of meals
provided at such facility must include in income the amount by which the fair market value of the meals provided ex-
ceeds the sum of --

(1) The amount, if any, paid for the meals, and

(2) The amount, if any, specifically excluded by another section of chapter 1 of this subtitle.
For special valuation rules relating to such meals, see § 1.61-21(j).

Par. 15. Section 1.132-8 is added and reads as follows:

§ 1.132-8 Fringe benefit nondiscrimination rules.

(a) Application of nondiscrimination rules -- (1) General rule. A highly compensated employee who receives a no-
additional cost service, a qualified employee discount or a meal provided at an employer-operated eating facility for em-
ployees shall not be permitted to exclude such benefit from his or her income unless the benefit is available on substan-
tially the same terms to:

(i) All employees of the employer, or

(ii) A group of employees of the employer which is defined under a reasonable classification set up by the employer
that does not discriminate in favor of highly compensated employees. See paragraph (f) of this section for the defini-
tion of a highly compensated employee.

(2) Consequences of discrimination -- (i) In general. If an employer maintains more than one fringe benefit pro-
gram, i.e., either different fringe benefits being provided to the same group of employees, or different classifications of
employees or the same fringe benefit being provided to two or more classifications of employees, the nondiscrimination
requirements of section 132 will generally be applied separately to each such program. Thus, a determination that one
fringe benefit program discriminates in favor of highly compensated employees generally will not cause other fringe
benefit programs covering the same highly compensated employees to be treated as discriminatory. If the fringe bene-
fits provided to a highly compensated individual do not satisfy the nondiscrimination rules provided in this section, such
individual shall be unable to exclude from gruss income any portion of the benefit. For example, if an employer offers
a 20 percent discount (which otherwise satisfies the requirements for a qualified employee discount) to all non-highly
compensated employees and a 35 percent discount to all highly compensated employees, the entire value of the 35 per-
cent discount (not just the excess over 20 percent) is includible in the gross income and wages of the highly compen-
sated employees who make purchases at a discount.

(ii) Exception -- (A) Related frings benefit programs. If one of a group of fringe benefit programs discriminates in
favor of highly compensated employees, no related fringe benefit provided to such highly compensated employees un-
der any other fringe benefit program may be excluded from the gross income of such highly compensated employees.
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For example, assume a department store provides a 20 percent merchandise discount to all employees under one fringe
benefit program. Assume further that under a second fringe benefit program, the department store provides an addi-
tional 15 percent merchandise discount to a group of employees defined under a classification which discriminates in fa-
vor of highly compensated employees. Because the second fringe benefit program is discriminatory, the 15 percent
merchandise discount provided to the highly compensated employees is not a qualified employee discount. In addition,
because the 20 percent merchandise discount provided under the first fringe benefit program is related to the fringe ben-
efit provided under the second fringe benefit program, the 20 percent merchandise discount provided the highly com-
pensated employees is not a qualified employee discount. Thus, the entire 35 percent merchandise discount provided
to the highly compensated employees is includible in such employees gross incomes.

(B) Employer operated eating facilities for employees. For purposes of paragraph (a)(2)(ii)(A) of this section, meals
at different employer-operated eating facilities for employees are not related fringe benefits, so that a highly compen-
sated employee may exclude from gross income the value of a meal at a nondiscriminatory facility even though any
meals provided to him or her at a discriminatory facility cannot be excluded.

(3) Scope of the nondiscrimination rules provided in this section. The nondiscrimination rules provided in this sec-
tion apply only to fringe benefits provided pursuant to section 132 (a)(1), (a)(2), and (e)(2). These rules have no appli-
cation to any other employee benefit that may be subject to nondiscrimination requirements under any other section of
the Code.

(b) Aggregation of employees -- (1) Section 132(a)(1) and (2). For purposes of determining whether the exclusions
for no-additional-cost services and qualified employee discounts are available to highly compensated employees, the
nondiscrimination rules of this section are applied by aggregating the employees of all related employers (as defined in
§ 1.132-1(c)), except that employees in different lines of business (as defined in § 1.132-4) are not to be aggregated.
Thus, in general, for purposes of this section, the term "employees of the employer" refers to all employees of the em-
ployer and any other entity that is a member of a group described in sections 414 (b), (c), (m), or (o) and that performs
services within the same line of business as the employer which provides the particular fringe benefit. Employees in
different lines of business will be aggregated, however, if the line of business limitation has been relaxed pursuant to
paragraphs (b) through (g) of § 1.132-4.

(2) Section 132(e)(2). For purposes of determining whether the exclusions for meals provided at employer-operated
eating facilities are available to highly compensated, the nondiscrimination rules of this section are applied by aggregat-
ing the employees of all related employers (as defined in section § 1.132-1(c)) who regularly work at or near the
premises on which the eating facility is located, except that employees in different lines of business (as defined in §
1.132-4) are not to be aggregated. The nondiscrimination rules of this section are applied separately to each eating fa-
cility. Each dining room or cafeteria in which meals are served is treated as a separate eating facility, regardless of
whether each such dining room or cafeteria has its own kitchen or other food-preparation area.

(3) Classes of employees who may be excluded. For purposes of applying the nondiscrimination rules of this section
to a particular fringe benefit program, there may be excluded from consideration employees who may be excluded from
consideration under section 89(h), as enacted by the Tax Reform Act of 1986, Pub. L. 99-514, 100 Stat. 2065 (1966)
and amended by the Technical and Miscellaneous Revenue Act of 1968, Pub. L. 100-647, 102 Stat. 3342 (1988).

(c) Avadilability on substantially the same terms -- (1) General rule. The determination of whether a benefit is avail-
able on substantially the same terms shall be made upon the basis of the facts and circumstances of each situation. In
general, however, if any one of the terms or conditions governing the availability of a particular benefit to one or more
employees varies from any one of the terms or conditions governing the availability of a benefit made available to one
or more other employees, such benefit shall not be considered to be available on substantially the same terms except to
the extent etherwise provided in paragraph (c)(2) of this section. For example, if a department store provides a 20 per-
cent qualified employee discount to all of its employees on all merchandise, the substantially the same terms require-
ment will be satisfied. Similarly, if the discount provided to all employees is 30 percent on certain merchandise (such
as apparel), and 20 percent on all other merchandise, the substantially the same terms requirement will be satisfied.
However, if a department store provides a 20 percent qualified employee discount to all employees, but as to the em-
ployees in certain departments, the discount is available upon hire, and as to the remaining departments, the discount is
only available when an employee has completed a specified term of services, the 20 percent discount is not available on
substantially the same terms to all of the employees of the employer. Similarly, if a greater discount is given to em-
ployees with more seniority, full-time work status, or a particular job description, such benefit (i.e., the discount) would
not be available to all employees eligible for the discount on substantially the same terms, except to the extent otherwise
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provided in paragraph (c)(2) of this section. These examples also apply to no-additional-cost-services. Thus, if an
employer charges non-highly compensated employees for a no-additional-cost service and does not charge highly com-
pensated employees (or charges highly compensated employees a lesser amount), the substantially the same terms re-
quirement will not be satisfied.

(2) Certain terms relating to priority. Certain fringe benefits made available to employees are available only in lim-
ited quantities that may be insufficient to meet employee demand. This situation may occur either because of employer
policy (such as where an employer determines that only a certain number of units of a specific product will be made
available to employees each year) or because of the nature of the fringe benefit (such as where an employer provides a
no-additional-cost transportation service that is limited to the number of seats available just before departure). Under
these circumstances, an employer may find it necessary to establish some method of allocating the limited fringe bene-
fits among the employees eligible to receive the fringe benefits. The employer may establish the priorities described
below.

(i) Priority on a first come, first served, or similar basis. A benefit shall not fail to be treated as available to a group
of employees on substantially the same terms merely because the employer allocates the benefit among such employees
on a "first come, first served" or lottery basis, provided that the same notice of the terms of availability is given to all
employees in the group and the terms under which the benefit is provided to employees within the group are otherwise
the same with respect to all employees. For purposes of the preceding sentence, a program that gives priority to em-
ployees who are the first to submit written requests for the benefit will constitute priority on a "first come, first served"
basis. Similarly, if the employer regularly engages in the practice of allocating benefits on a priority basis to employ-
ees demonstrating a critical need, such benefit shall not fail to be treated as available on substantially the same terms to
all of the employees with respect to whom such priority status is available as long as the determination is based upon
uniform and objective criteria which have been communicated to all employees in the group of eligible employees. An
example of a critical need would be priority transportation given to an employee in the event of a medical emergency
involving the employee (or a member of the employee's immediate family) or a recent death in the employee's immedi-
ate family. Frustrated vacation plans or forfeited deposits would not be treated as giving rise to particularly critical
needs.

(ii) Priority on the basis of seniority. Solely for purposes of § 1.132-8, a benefit shall not fail to be treated as avail-
able to a group of employees of the employer on substantially the same terms merely because the employer allocates the
benefit among such employees on a seniority basis provided that:

(A) The same notice of the terms of availability is given to all employees in the group; and

(B) The average value of the benefit provided for each nonhighly compensated employee is at least 75% of that
provided for each highly compensated employee. For purposes of this test, the average value of the benefit provided
for each nonhighly compensated (highly compensated) employee is determined by taking the sum of the fair market val-
ues of such benefit provided to all the nonhighly compensated (highly compensated) employees, determined in accor-
dance with § 1.61-21, and then dividing that sum by the total number of nonhighly compensated (highly compensated)
employees of the employer. For purposes of determining the average value of the benefit provided for each employee,
all employee's of the employer are counted, including those who are not eligible to receive the benefit from the em-
ployer.

(d) Testing for discrimination.

(1) Classification test. In the event that a benefit described in section 132 (a)(1), (a)(2) or (e)(2) is not available on
substantially the same terms to all of the employees of the employer, no exclusion shall be available to a highly com-
pensated employee for such benefit unless the program under which the benefit is provided satisfies the nondiscrimina-
tion standards set forth in this section. The nondiscrimination standard of this section will be satisfied only if the bene-
fit is available on substantially the same terms to a group of employees of the employer which is defined under a reason-
able classification established by the employer that does not discriminate in favor of highly compensated employees.
The determination of whether a particular classification is discriminatory will generally depend upon the facts and cir-
cumstances involved, based upon principles similar to those applied for purposes of section 410(b)(2)(A)(i) or, for years
commencing prior to January 1, 1988, section 410(b)(1)(B). Thus, in general, except as otherwise provided in this sec-
tion, if a benefit is available on substantially the same terms to a group of employees which, when compared with all of
the other employees of the employer, constitutes a nondiscriminatory classification under section 410(b)(2)(A)(i) (or, if
applicable, section 410(b)(1)(B)), it shall be deemed to be nondiscriminatory.
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(2) Classifications that are per se discriminatory. A classification that, on its face, makes fringe benefits available
principally to highly compensated employees is per se discriminatory. In addition, a classification that is based on ei-
ther an amount or rate of compensation is per se discriminatory if it favors those with the higher amount or rate of com-
pensation. On the other hand, a classification that is based on factors such as seniority, full-time vs. part-time employ-
ment, or job description is not per se discriminatory but may be discriminatory as applied to the workforce of a particu-
lar employer.

(3) Former employees. When determining whether a classification is discriminatory, former employees shall be
tested separately from other employees of the employer. Therefore, a classification is not discriminatory solely be-
cause the employer does not make fringe benefits available to any former employee. Whether a classification of for-
mer employees discriminates in favor of highly compensated employees will depend upon the particular facts and cir-
cumstances.

(4) Restructuring of benefits. For purposes of testing whether a particular group of employees would constitute a
discriminatory classification for purposes of this section, an employer may restructure its fringe benefit program as de-
scribed in this paragraph. If a fringe benefit is provided to more than one group of employees, and one or more such
groups would constitute a discriminatory classification if considered by itself, then for purposes of this section, the em-
ployer may restructure its fringe benefit program so that all or some of the members of such group may be aggregated
with another group, provided that each member of the restructured group will have available to him or her the same ben-
efit upon the same terms and conditions. For example, assume that all highly compensated employees of an employer
have fever than five years of service and all nonhighly compensated employees have over five years of service. If the
employer provided a five percent discount to employees with under five years of service and a ten percent discount to
employees with over five years of service, the discount program available to the highly compensated employees would
not satisfy the nondiscriminatory classification test; however, as a result of the rule described in this paragraph (d)(4),
the employer could structure the program to consist of a five percent discount for all employees and a five percent addi-
tional discount for nonhighly compensated employees.

(5) Employer-operated eating facilities for employees -- (i) General rule. If access to an employer-operated eating
facility for employees is available to a classification of employees that discriminates in favor of highly compensated
employees, them the classification will not be treated as discriminating in favor of highly compensated employees un-
less the facility is used by one or more executive group employees more than a de minimis amount.

(ii) Executive group employee. For purposes of this paragraph (d)(5), an employee is an "executive group em-
ployee" if the definition of paragraph (f)(1) of this section is satisfied. For purposes of identifying such employees, the
phrase "top one percent of the employees" is substituted for the phrase "top ten percent of the employees" in section
414(q)(4) (relating to the definition of "top-paid group").

(e) Cash bonuses or rebates: A cash bonus or rebate provided to an employee by an employer that is determined
with reference to the value of employer-provided property or services purchased by the employee, is treated as an equiv-
alent employee discount. For example, assume a department store provider a 20 percent merchandise discount to all
employees under a fringe benefit program. In addition, assume that the department store provides cash bonuses to a
group of employees defined under a classification which discriminates in favor of highly compensated employees. As-
sume further that such cash becauses equal 15 percent of the value of merchandise purchased by each employee. This
arrangement is substantively identical to the example described in paragraph (e)(2)(i) of this section concerning related
fringe benefit programs. Thus, both the 20 percent merchandise discount and the 15 percent cash bonus provided to the
highly compensated employees are includible in such employees' gross incomes.

(f) Highly compensated employee -- (1) Government and nongovernment employees. A highly compensated em-
ployee of any employer is any employee who, during the year or the preceding year --

(i) Was a 5-percent owner,
(ii) Received compensation from the employer in excess of $75,000,

(iii) Received compensation from the employer in excess of $50,000 and was in the top-paid group of employees
for such year, or

(iv) Was at any time an officer and received compensation greater than 150 percent of the amount in effect under
section 415(c)(1)(A) for such year.
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For purposes of determining whether an employee is a highly compensated employee, the rules of sections 414 (q),
(s), and (t) apply.

(2) Former employees. A former employee shall be treated as a highly compensated employee if --

(i) The employee was a highly compensated employee when the employee separated from service, or

(ii) The employee was a highly compensated employee at any time after attaining age 55.

Par. 16. Section 1.912-2 is revised to read as follows:

§ 1.912-2 Exclusion of certain allowances of Foreign Service personnet.

Gross income does not include amounts received by personnel of the Foreign Service of the United States as al-
lowances or otherwise under the provisions of chapter 9 of title I of the Foreign Service Act of 1980 or the provisions of
section 28 of the State Department Basic Authorities Act (formerly section 914 of title IX of the Foreign Service Act of
1946).

PART 602 -- [AMENDED]

Par. 17. The authority for Part 602 continues to read as follows:
Authority: 26 U.S.C. 7805.

8 602.101 [Amended]

Par. 18. Section 602.101(c) is revised by inserting in the appropriate places in the table "§ 1.61-2 . .. 1545-0771";
"§1.132-2...1545-0771"; and "§ 1.132-5 . .. 1545-0771".
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