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Facts

Lucky Dude, Inc. plans to open a new hotel and casino in Charlotte, NC. It plans to require its employees to stay on the business premises during their working hours for security and logistic reasons and to provide free meals to those employees in an on-premises employee cafeteria. If employees ate off-premises, they would have to go through two security checks a day (one when they went to lunch and another when their shifts end). Additionally, the number of fast-food eating establishments is insuffi​cient to accommodate the large number of employees that would go for meals at one time.

Issues

1. Are the meals tax-free to employees?

2. Are the costs of the employee cafeteria deductible?

Conclusions

1.
Meals provided for the convenience of the employer where employees are confined to the premises during mealtimes are tax free under Section 119.

2.
The cafeteria will qualify as a de minimis fringe benefit under Section 132, permitting a 100 percent deduction for its costs.

Discussion of Reasoning and Authorities

1.
Section 119 provides that the value of meals is excludible from an employee’s income if the meals are furnished on the business premises for the con​venience of the employer. Under Regulation Section 1.119-1, a meal is considered furnished “for the convenience of the employer” if it is furnished for a “substantial noncompensatory business rea​son.” A substantial noncompensatory business rea​son includes meals furnished because the employee could not otherwise secure proper meals within a reasonable meal period because there are insuffi​cient eating facilities in the vicinity. Reg. Section 1.119-1 also defines business premises of the employer as the place of employment of the employee. Under Section 119(b) (4), if more than half the employees satisfy the “for the convenience of the employer” test, then all employees will be considered as satisfying the test.
2.
As a general rule, Section 274(n) permits a taxpayer to deduct only 50 percent of the otherwise allow​able cost of business meals. However, meals pro​vided to employees are 100 percent deductible in certain circumstances. The two most important are (1) meals treated as compensation and (2) meals that are tax-free de minimis fringe benefits under Section 132(e).

Section 132(e) provides exclusion for de minimis fringe benefits for which accounting would be an unnecessary hassle. Included within these de minimis benefits are subsidized cafeterias for employees.

To qualify under Section 132(e)(2), a cafeteria must be located on or near the business premises, must not favor executives, and must generate rev​enue that normally equals or exceeds its direct operating costs. However, if all employees’ meals are excluded under Section 119, the employees are treated under Section 132(e)(2) as having paid an amount equal to the direct operating costs of the facility attributable to meals. This in turn causes the employer-operated cafeteria to qualify as a de minimis fringe benefit under Section 132(e)(2). Under Section 274(n)(2)(B), an employer may fully deduct the cost of meals that are tax-free de minimis fringe benefits under Section 132(e)(2).

In Boyd Gaming Corp., et al v. Commissioner (177 F. 3d 1096; 99-1 USTC ¶ 50,530; 83 AFTR 2d 99-2354), the Ninth Circuit reversed the Tax Court by ruling that a casino with a stay-on-premises policy was permitted to deduct 100 percent of the meals furnished to employees. The court held that once the stay-on-premises policy was adopted, the affected employees had no choice but to eat on the premises and that the furnished meals thus were indispensable to the proper discharge of their duties. The IRS has since acquiesced (Ann. 99-77, 1999-32 I.R.B 1) to this decision, indicating that it will not challenge similar businesses that have valid business reasons for a stay-on-premises policy. The security concerns of Boyd Gaming appear to be the same as the security concerns of Lucky Dude, so this should meet the valid busi​ness reason test.

Client Letter

October 1, 2005

Mr. Lucky Dude
Lucky Dude, Inc.

Charlotte, NC
Dear Mr. Dude:

Thanks again for requesting my advice concerning the tax treatment of your proposed employee cafeteria. I have good news for you. The meals will be tax-free to your employees, and you will be able to deduct 100 percent of the costs of the cafeteria.

In reaching this conclusion, we consulted relevant provision of the Internal Revenue Code, related Treasury Regulations, and pertinent case law.

The facts as we understand them are as follows:

Lucky Dude plans to require its casino employees to stay on the business premises during their working hours for security and logistic reasons and has decided to provide free meals to those employees in an on-premises employee cafeteria.

Generally, a taxpayer is permitted to deduct only 50 percent of the otherwise allowable cost of business meals. However, meals provided to employees are 100 percent deductible when they qualify as tax-free de minimis fringe benefits under Section 132(e). To qualify, the cafeteria must be located on or near your business premises and must not favor executives. You must also have valid business reasons for a stay-on-premises policy for the cafeteria to qualify.

Section 119 provides that the value of meals is excludible from an employee’s income if the meals are furnished on the business premises for the convenience of the employer. The convenience-of-employer test is met if the meals are provided for a “substantial non-compensatory business reason.” Your business reasons were due to security and logistical concerns. First, if employees ate off-premises, they would have to go through two security checks a day (one when they went to lunch and another at the end of their shifts). Additionally, the number of fast-food eating establish​ments within a reasonable distance of the casino is insufficient to accommodate the employees when they go for meals.

My research has uncovered a recent case similar to your situation in which a casino was permitted to deduct 100 percent of its costs while employees were permitted tax-free treatment as well. It required its employees to remain on-premises during their entire shifts for security and logistic reasons. The IRS has acquiesced with the deci​sion and indicated that it will not challenge other busi​nesses in similar situations that have valid business reasons for a stay-on-premises policy. This is good news for you.

Please call me at 661-1234 so that we may discuss any questions you have concerning this conclusion. Sincerely,

Tax Partner

