Meals and Entertainment 2018
Business meals as a tax deduction was in flux because of the butchering of Section 274 in connection with the
Tax Cuts and Jobs Act of 2017. However, the IRS released Notice 2018-76 which basically restores 2017 rules
for 2018 and going forward. Here is our blog article on itwww.watsoncpagroup.com/blog
The rest of this article was written May 23, 2018, and demonstrated the confusion with Section 274. Yes, all of
this is moot now with the new Notice 2018-76 from the IRS, but if you have 10 minutes give it a read. It provides
some good tax history.
-Given the new meals and entertainment landscape (and uncertainty) from the Tax Cuts and Jobs Act (TCJA) of
2017, we believe business owners need to be aware of the possible interpretations of the new rules. The
Watson CPA Group subscribes to the Bradford Tax Institute's newsletters. Murray Bradford is a CPA and his
articles are thought provoking, and at times a bit crazy. However, he usually provides tax code and references.
His latest article on business meals is a great trip down memory lane to illustrate how we ended up where we
did. Forbes and Fortune, and other internet writers rarely reference tax code and committee reports so stay
away from those types.
As mentioned in earlier email blasts, the Watson CPA Group believes that having lunch with a client or prospect
has always been considered entertainment. And... the fact that the entertainment was over a meal does not
make the meal deductible- it made the cost of entertainment, which included a meal, deductible.
Now that entertainment deductions are gone, our contention is that meals with clients and prospects are also
gone. Having said that, we are not interested in fighting with our clients about how to carry the 1 when faced
with unclear tax code- if the code remains unclear come next year, then we will error on the side of client
advocacy. In other words, it is not the taxpayer's fault that Congress and box of crayons can't write a law in
which a 5th grade should be able to read.
As Colonel Jessup in a Few Good Mean would say, "I'm an educated man, but I'm afraid I can't speak intelligently
about the" law writing habits on Congress. Anyway... here is a blurb for your entertainment pleasure. Lucky for
you it's no charge so the deductibility is moot-

Client and Prospect Meals Became Subject to the Entertainment Rules in 1986
Before enactment of the Tax Reform Act of 1986, the business meal requirement, according to the Joint
Committee on Taxation’s Blue Book, was as follows.1
Under prior law, expenses for food and beverages were deductible, without regard to the “directly related” or
“associated with” requirement generally applicable to entertainment expenses, if the meal or drinks took place
in an atmosphere conducive to business discussion. There was no requirement under prior law that business

actually be discussed before, during or after the meal.
We called this pre-1986 meal a “quiet business meal” because you could deduct the meal and beverages
without discussing business. Newspapers in New York and Washington, D.C., among other places, were calling
this the “three-martini lunch” to highlight the fact that business need not be discussed.
The Tax Reform Act of 1986 did two things to client and prospect meals. First, it reduced the deductions from
100 to 80 percent. Second, as stated in the Blue Book in its description of the new law (with bold emphasis by
us):2
Accordingly, an expense for food or beverages is not deductible unless (in addition to generally applicable
deduction requirements) the taxpayer
1. establishes that the item was directly related to the active conduct of the taxpayer’s trade or business, or,
in the case of an item directly preceding or following a substantial and bona fide business discussion
(including business meetings at a convention or otherwise), that the item was associated with the active
conduct of the taxpayer’s trade or business, and
2. substantiates the deduction as required by section 274(d) and Treas. Reg. sec. 1.274-5(b)(4) (Revised
5/18/2010, see Reg. Sections 1.274-5T(b)(3); 1.274-5T(b)(4)3).
Under this requirement, a business meal expense generally is not deductible unless there is a substantial and
bona fide business discussion during, directly preceding, or directly following the meal. The Joint Committee
went on:4
Under the Act, as under prior law, the Internal Revenue Service and the courts are not to apply the Cohan
approximation rule to allow deductibility of any food or beverage expense, other entertainment expense, or
other expenditure subject to substantiation pursuant to section 274(d) if the expenditure is not substantiated in
accordance with section 274(d) and the regulations thereunder.
In summary, the Tax Reform Act of 1986 added the business meal with a client or a prospect to the
entertainment rules that required either a directly related business discussion or a meal associated with such a
discussion for the meal to qualify for deduction.
In addition, the 1986 act subjected the business meal to the entertainment documentation requirements that
required you to prove the five elements below:5
 Amount. Amount of each separate expenditure for entertainment, except that such incidental items as taxi
fares or telephone calls could be aggregated on a daily basis.
 Time. Date of entertainment.
 Place. Name, if any, address or location, and destination of type of entertainment, such as dinner or theater,
if such information is not apparent from the designation of the place.
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 Business purpose. Business reason for the entertainment or nature of business benefit derived or expected
to be derived as a result of the entertainment and, except in the case of business meals described in Section
274(e)(1), the nature of any business discussion or activity.
 Business relationship. Occupation or other information relating to the person or persons entertained,
including name, title, or other designation sufficient to establish a business relationship to the taxpayer.
The conference report adopted the Senate amendment.6
The provision provides that no deduction is allowed with respect to (1) an activity generally considered to be
entertainment, amusement or recreation, (2) membership dues with respect to any club organized for business,
pleasure, recreation or other social purposes, or (3) a facility or portion thereof used in connection with any of
the above items.
Thus, the provision repeals the present-law exception to the deduction disallowance for entertainment,
amusement, or recreation that is directly related to (or, in certain cases, associated with) the active conduct of
the taxpayer’s trade or business (and the related rule applying a 50 percent limit to such deductions).
The repeal means the rules that allowed the client and business meals when directly related to or associated
with the active conduct of your business are now gone. You can see this when you compare the tax code before
and after this tax reform as below.
Here’s the way IRC Section 274(a) read before tax reform
(a) Entertainment, amusement, or recreation.
(1) In general. No deduction otherwise allowable under this chapter shall be allowed for any item(A) Activity. With respect to an activity which is of a type generally considered to constitute
entertainment, amusement, or recreation, unless the taxpayer establishes that the item was directly
related to, or, in the case of an item directly preceding or following a substantial and bona fide business
discussion (including business meetings at a convention or otherwise), that such item was associated
with, the active conduct of the taxpayer’s trade or business, or
(B) Facility. With respect to a facility used in connection with an activity referred to in subparagraph (A).
In the case of an item described in subparagraph (A), the deduction shall in no event exceed the portion
of such item which meets the requirements of subparagraph (A).
Here’s the way IRC Section 274(a) reads after tax reform
(a) Entertainment, amusement, recreation, or qualified transportation fringes.
(1) In general. No deduction otherwise allowable under this chapter shall be allowed for any item(A) Activity. With respect to an activity which is of a type generally considered to constitute
entertainment, amusement, or recreation, or
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(B) Facility. With respect to a facility used in connection with an activity referred to in subparagraph (A).
In addition to the above changes that eliminated directly related and associated entertainment deductions
(including business meals), tax reform also eliminated any documentation of such expenses when it removed
IRC Section 274(d)(2), which required substantiation for “any item with respect to an activity which is of a type
generally considered to constitute entertainment, amusement, or recreation, or with respect to a facility used in
connection with such an activity.”
The elimination of the substantiation is logical, since the expenses are no longer deductible.
Tax reform also eliminated IRC Section 274(n)(1)(b), which applied the 50 percent deduction rule to
entertainment, amusement, or recreation or with respect to a facility used in connection with such activity.

Putting This in Real-World Terms
Here are some examples of the way we see business meals after tax reform:
1. Sam owns a tax practice and takes Silvia, a prospect, to lunch and pays for the two of them. Now, because of
tax reform, this lunch is not deductible.
2. Sara and Jim are both dentists in private practice. They go to dinner to discuss a new piece of equipment that
could benefit their practices. They each pay for their own meals. They get no deductions. Because of tax reform,
Dutch-treat business meals are no longer deductible.
3. Fred takes a client of many years out to dinner to help him with his business plans for this year. They review
the plans in detail. The client picks up the tab. Fred’s client may not deduct the business meal.

Three Rules
Here are the three changes from tax reform that make the business meal not deductible:
1. Removal of directly related and associated entertainment from IRC Section 274(a).
2. Removal of entertainment from the substantiation expense requirements of IRC Section 274(d).
3. Removal of Section 274(n)(1) from the tax code. This section applied the 50 percent rule to entertainment.

What To Do?
Since the dust has not settled on this topic, and it probably won’t be for some time, the Watson CPA Group
suggests tracking meals three different waysMeals with clients and business associates where business was discussed.
Meals while on business travel, away from home, requiring substantial rest (hotel night, for example).
Meals served at the employer’s place of business for the convenience of the employer (coffee, donuts, pizza).
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It is not the taxpayer’s fault the new tax code was written in crayon. For now, track your meals expenses
separately as shown above and we will have to revisit these “buckets” at tax time for 2018 tax returns.
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