
Part III. Administrative, Procedural, and Miscellaneous
Effect of the Working Families
Tax Relief Act of 2004 on
Employer-Provided Accident
or Health Plans

Notice 2004–79

I. PURPOSE

This notice provides guidance regard-
ing the effect of the Working Families Tax
Relief Act of 2004 (WFTRA), Pub. L.
No. 108–311, 118 Stat. 1166, on the ex-
clusion from the gross income of an em-
ployee under § 106 of the Internal Revenue
Code (Code) of employer-provided cover-
age under an accident or health plan.

II. BACKGROUND

Section 201 of WFTRA amended the
definition of dependent in § 152, effec-
tive for taxable years beginning after De-
cember 31, 2004. Pursuant to § 152, as
amended, an individual must be either a
“qualifying child” or a “qualifying rela-
tive” to be a dependent. Section 152(c),
as amended, provides that an individual
must meet relationship, residency, and age
requirements to be a qualifying child. In
addition, an individual is not a qualify-
ing child if the individual provided over
one-half of his or her own support for the
calendar year. Section 152(c)(3)(A) pro-
vides that an individual meets the age re-
quirement if the individual has not attained
age 19 as of the close of the calendar year
or if the individual is a student who has not
attained age 24 as of the close of the calen-
dar year. Under § 152(c)(3)(B), an individ-
ual is treated as meeting the age require-
ment if the individual is permanently and
totally disabled (as defined in § 22(e)(3))
at any time during the calendar year.

Section 152(d)(1), as amended, pro-
vides, in general, that a qualifying relative
is an individual who bears a relationship
to the taxpayer described in §152(d)(2),
whose gross income is less than the ex-
emption amount (as defined in § 151(d)),
who receives over one-half of his or her
support from the taxpayer, and who is not
a qualifying child of the taxpayer or any
other taxpayer.

Section 207 of WFTRA contains sev-
eral technical and conforming amend-

ments to Code sections that refer to the
§ 152 definition of dependent, including
an amendment to § 105(b). Section 105(b)
generally excludes from an employee’s
gross income employer-provided medical
care reimbursements paid directly or in-
directly to the employee for the medical
care of the employee and the employee’s
spouse and dependents, as defined in
§ 152. Under the WFTRA amendment to
§ 105(b), an individual’s status as a depen-
dent for purposes of § 105(b) will be deter-
mined without regard to new § 152(b)(1)
and (b)(2), which contain certain excep-
tions to the definition of dependent, and
without regard to new § 152(d)(1)(B),
which contains the gross income limita-
tion for a qualifying relative. It appears
that the intent of Congress in making these
conforming amendments was to gener-
ally maintain the current law definition of
dependent for purposes of employer-pro-
vided medical care reimbursements.

Section 106(a) provides that the gross
income of an employee does not include
employer-provided coverage under an ac-
cident or health plan. Thus, premiums
and other amounts that an employer pays
on behalf of an employee to an accident
or health plan are not included in gross
income. Treas. Reg. § 1.106–1 pro-
vides that the exclusion from gross in-
come extends to contributions which the
employer makes to an accident or health
plan on behalf of the employee and the em-
ployee’s spouse or dependents, as defined
in § 152. Because the reference to “depen-
dents” under § 106 appears only in the reg-
ulations under that section and not in the
statute itself, Congress made no conform-
ing amendments to § 106 in WFTRA.

Under current law, the exclusion under
§ 106(a) for employer-provided coverage
under an accident or health plan parallels
the exclusion under § 105(b) for employer-
provided reimbursements of medical care
expenses incurred by the employee and the
employee’s spouse and dependents, as de-
fined in § 152. However, as a result of
the changes made by WFTRA, the def-
inition of dependent in § 105(b) differs
from the definition in the regulations under
§ 106(a). Accordingly, if the regulations
under § 106(a) continued to be applied as
currently written after the effective date of

section 201 of WFTRA, the value of em-
ployer-provided coverage for an individ-
ual who is not a qualifying child and who
does not meet the gross income limitation
for a qualifying relative would have to be
included in the employee’s gross income.
Because, in general, the intent of Con-
gress was not to change the definition of
dependent for purposes of employer-pro-
vided health plans, regulations under § 106
should be revised to provide that the same
definition of dependent applies to § 106 as
applies to amended § 105(b).

III. APPLICATION

The IRS intends to revise the regula-
tions at 26 C.F.R. 1.106–1 to provide that
the term “dependent” for purposes of § 106
shall have the same meaning as in § 105(b).
The revised regulations will be effective
for taxable years beginning after Decem-
ber 31, 2004.

Taxpayers may rely on this notice pend-
ing the issuance of the revised regulations.
Accordingly, an employee may exclude
from gross income the value of employer-
provided coverage for an individual who
meets the definition of a qualifying relative
except that the individual’s gross income
equals or exceeds the exemption amount.

DRAFTING INFORMATION

The principal author of this notice is
Barbara Pie of the Office of Division
Counsel/Associate Chief Counsel (Tax
Exempt and Government Entities). For
further information regarding this notice,
contact Ms. Pie at (202) 622–6080 (not a
toll-free call).

26 CFR 601.105: Examination of returns and claims
for refund, credit, or abatement; determination of
correct tax liability.
(Also Part I, Sections 62, 162, 170, 213, 217,
274, 1016; 1.62–2, 1.162–17, 1.170A–1, 1.213–1,
1.217–2, 1.274–5, 1.1016–3.)

Rev. Proc. 2004–64

SECTION 1. PURPOSE

This revenue procedure updates Rev.
Proc. 2003–76, 2003–2 C.B. 924, by pro-
viding optional standard mileage rates for
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employees, self-employed individuals, or
other taxpayers to use in computing the
deductible costs of operating an automo-
bile for business, charitable, medical, or
moving expense purposes. This revenue
procedure also provides rules under which
the amount of ordinary and necessary ex-
penses of local travel or transportation
away from home that are paid or incurred

by an employee will be deemed substan-
tiated under § 1.274–5 of the Income Tax
Regulations if a payor (the employer, its
agent, or a third party) provides a mileage
allowance under a reimbursement or other
expense allowance arrangement to pay for
the expenses. Use of a method of substan-
tiation described in this revenue procedure
is not mandatory and a taxpayer may use

actual allowable expenses if the taxpayer
maintains adequate records or other suffi-
cient evidence for proper substantiation.

SECTION 2. SUMMARY OF
STANDARD MILEAGE RATES

.01 Standard mileage rates.

(1) Business (section 5 below) 40.5 cents per mile

(2) Charitable (section 7 below) 14 cents per mile

(3) Medical and moving (section 7 below) 15 cents per mile

.02 Determination of standard mileage
rates. The business, medical, and mov-
ing standard mileage rates reflected in this
revenue procedure are based on an annual
study of the fixed and variable costs of op-
erating an automobile conducted on behalf
of the Internal Revenue Service by an inde-
pendent contractor, and the charitable stan-
dard mileage rate is provided in § 170(i) of
the Internal Revenue Code.

SECTION 3. BACKGROUND AND
CHANGES

.01 Section 162(a) allows a deduction
for all the ordinary and necessary expenses
paid or incurred during the taxable year
in carrying on any trade or business. Un-
der that provision, an employee or self-em-
ployed individual may deduct the cost of
operating an automobile to the extent that
it is used in a trade or business. However,
under § 262, no portion of the cost of op-
erating an automobile that is attributable to
personal use is deductible.

.02 Section 274(d) provides, in part,
that no deduction is allowed under § 162
with respect to any listed property (as de-
fined in § 280F(d)(4) to include passen-
ger automobiles and any other property
used as a means of transportation) unless
the taxpayer complies with certain sub-
stantiation requirements. Section 274(d)
further provides that regulations may pre-
scribe that some or all of the substantiation
requirements do not apply to an expense
that does not exceed an amount prescribed
by the regulations.

.03 Section 1.274–5(j), in part, grants
the Commissioner of Internal Revenue
the authority to establish a method under
which a taxpayer may use mileage rates

to substantiate, for purposes of § 274(d),
the amount of the ordinary and necessary
expenses of using a vehicle for local trans-
portation and transportation to, from, and
at the destination while traveling away
from home.

.04 Section 1.274–5(g), in part, grants
the Commissioner the authority to pre-
scribe rules relating to mileage allowances
for ordinary and necessary expenses of
using a vehicle for local transportation
and transportation to, from, and at the
destination while traveling away from
home. Pursuant to this grant of authority,
the Commissioner may prescribe rules
under which the allowances, if in accor-
dance with reasonable business practice,
will be regarded as (1) equivalent to sub-
stantiation, by adequate records or other
sufficient evidence, of the amount of the
travel and transportation expenses for pur-
poses of § 1.274–5(c), and (2) satisfying
the requirements of an adequate account-
ing to the employer of the amount of the
expenses for purposes of § 1.274–5(f).

.05 Section 62(a)(2)(A) allows an em-
ployee, in determining adjusted gross in-
come, a deduction for the expenses al-
lowed by Part VI (§ 161 and following),
subchapter B, chapter 1 of the Code, paid
or incurred by the employee in connection
with the performance of services as an em-
ployee under a reimbursement or other ex-
pense allowance arrangement with a payor.

.06 Section 62(c) provides that an ar-
rangement will not be treated as a reim-
bursement or other expense allowance ar-
rangement for purposes of § 62(a)(2)(A) if
it—

(1) does not require the employee to
substantiate the expenses covered by the
arrangement to the payor, or

(2) provides the employee with the right
to retain any amount in excess of the sub-
stantiated expenses covered under the ar-
rangement.

Section 62(c) further provides that the sub-
stantiation requirements described therein
do not apply to any expense to the extent
that, under the grant of regulatory authority
prescribed in § 274(d), the Commissioner
has provided that substantiation is not re-
quired for the expense.

.07 Under § 1.62–2(c)(1), a reim-
bursement or other expense allowance
arrangement satisfies the requirements
of § 62(c) if it meets the requirements
of business connection, substantiation,
and returning amounts in excess of ex-
penses as specified in the regulations.
Section 1.62–2(e)(2) specifically provides
that substantiation of certain business ex-
penses in accordance with rules prescribed
under the authority of § 1.274–5(g) will
be treated as substantiation of the amount
of the expenses for purposes of § 1.62–2.
Under § 1.62–2(f)(2), the Commissioner
may prescribe rules under which an ar-
rangement providing mileage allowances
will be treated as satisfying the require-
ment of returning amounts in excess of
expenses, even though the arrangement
does not require the employee to return
the portion of the allowance that relates
to miles of travel substantiated and that
exceeds the amount of the employee’s ex-
penses deemed substantiated pursuant to
rules prescribed under § 274(d), provided
the allowance is reasonably calculated not
to exceed the amount of the employee’s
expenses or anticipated expenses and the
employee is required to return any portion
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of the allowance that relates to miles of
travel not substantiated.

.08 Section 1.62–2(h)(2)(i)(B) provides
that if a payor pays a mileage allowance
under an arrangement that meets the re-
quirements of § 1.62–2(c)(1), the portion,
if any, of the allowance that relates to miles
of travel substantiated in accordance with
§ 1.62–2(e), that exceeds the amount of
the employee’s expenses deemed substan-
tiated for the travel pursuant to rules pre-
scribed under § 274(d) and § 1.274–5(g),
and that the employee is not required
to return, is subject to withholding and
payment of employment taxes. See
§§ 31.3121(a)–3, 31.3231(e)–1(a)(5),
31.3306(b)–2, and 31.3401(a)–4 of the
Employment Tax Regulations. Because
the employee is not required to return this
excess portion, the reasonable period of
time provisions of § 1.62–2(g) (relating to
the return of excess amounts) do not apply
to this excess portion.

.09 Under § 1.62–2(h)(2)(i)(B)(4), the
Commissioner may, in his or her discre-
tion, prescribe special rules regarding the
timing of withholding and payment of em-
ployment taxes on mileage allowances.

.10 Section 5.06(1) of this revenue pro-
cedure revises the limitation on simultane-
ous use of multiple automobiles to allow a
taxpayer using up to four vehicles simulta-
neously to use the standard mileage rate.

SECTION 4. DEFINITIONS

.01 Standard mileage rate. The term
“standard mileage rate” means the applica-
ble amount provided by the Service for op-
tional use by employees or self-employed
individuals in computing the deductible
costs of operating automobiles (including
vans, pickups, or panel trucks) they own or
lease for business purposes, or by taxpay-
ers in computing the deductible costs of
operating automobiles for charitable, med-
ical, or moving expense purposes.

.02 Transportation expenses. The term
“transportation expenses” means the ex-
penses of operating an automobile for local
travel or transportation away from home.

.03 Mileage allowance. The term
“mileage allowance” means a payment
under a reimbursement or other expense
allowance arrangement that meets the re-
quirements specified in § 1.62–2(c)(1) and
that is:

(1) paid with respect to the ordinary and
necessary business expenses incurred, or
that the payor reasonably anticipates will
be incurred, by an employee for transporta-
tion expenses in connection with the per-
formance of services as an employee of the
employer,

(2) reasonably calculated not to exceed
the amount of the expenses or the antici-
pated expenses, and

(3) paid at the applicable standard
mileage rate, a flat rate or stated schedule,
or in accordance with any other Ser-
vice-specified rate or schedule.

.04 Flat rate or stated schedule. A
mileage allowance is paid at a flat rate or
stated schedule if it is provided on a uni-
form and objective basis with respect to the
expenses described in section 4.03 of this
revenue procedure. The allowance may
be paid periodically at a fixed rate, at a
cents-per-mile rate, at a variable rate based
on a stated schedule, at a rate that com-
bines any of these rates, or on any other
basis that is consistently applied and in ac-
cordance with reasonable business prac-
tice. Thus, for example, a periodic pay-
ment at a fixed rate to cover the fixed
costs (including depreciation (or lease pay-
ments), insurance, registration and license
fees, and personal property taxes) of driv-
ing an automobile in connection with the
performance of services as an employee of
the employer, coupled with a periodic pay-
ment at a cents-per-mile rate to cover the
operating costs (including gasoline and all
taxes thereon, oil, tires, and routine main-
tenance and repairs) of using an automo-
bile for those purposes, is an allowance
paid at a flat rate or stated schedule. Like-
wise, a periodic payment at a variable rate
based on a stated schedule for different lo-
cales to cover the costs of driving an auto-
mobile in connection with the performance
of services as an employee is an allowance
paid at a flat rate or stated schedule.

SECTION 5. BUSINESS STANDARD
MILEAGE RATE

.01 In general. The standard mileage
rate for transportation expenses is 40.5
cents per mile for all miles of use for busi-
ness purposes. The Service will adjust
the business standard mileage rate (to the
extent warranted) annually and prospec-
tively.

.02 Use of the business standard
mileage rate. A taxpayer may use the
business standard mileage rate with re-
spect to an automobile that is either owned
or leased by the taxpayer. A taxpayer
generally may deduct an amount equal to
either the business standard mileage rate
times the number of business miles trav-
eled or the actual costs (both operating and
fixed) paid or incurred by the taxpayer that
are allocable to traveling those business
miles.

.03 Business standard mileage rate in
lieu of operating and fixed costs. A de-
duction using the standard mileage rate for
business miles is computed on a yearly ba-
sis and is in lieu of all operating and fixed
costs of the automobile allocable to busi-
ness purposes (except as provided in sec-
tion 9.06 of this revenue procedure). Items
such as depreciation (or lease payments),
maintenance and repairs, tires, gasoline
(including all taxes thereon), oil, insur-
ance, and license and registration fees are
included in operating and fixed costs for
this purpose.

.04 Parking fees, tolls, interest, and
taxes. Parking fees and tolls attributable
to use of the automobile for business pur-
poses may be deducted as separate items.
Likewise, interest relating to the purchase
of the automobile as well as state and local
personal property taxes may be deducted
as separate items, but only to the extent al-
lowable under § 163 or § 164, respectively.
Section 163(h)(2)(A) expressly provides
that interest is nondeductible personal
interest if it is paid or accrued on indebt-
edness properly allocable to the trade or
business of performing services as an em-
ployee. Section 164 expressly provides
that state and local taxes that are paid or
accrued by a taxpayer in connection with
an acquisition or disposition of property
will be treated as part of the cost of the
acquired property or as a reduction in the
amount realized on the disposition of the
property. If the automobile is operated less
than 100 percent for business purposes,
an allocation is required to determine the
business and nonbusiness portion of the
taxes and interest deduction allowable.

.05 Depreciation. For owned automo-
biles placed in service for business pur-
poses, and for which the business stan-
dard mileage rate has been used for any
year, depreciation will be considered to
have been allowed at the rate of 15 cents
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per mile for 2001 and 2002, 16 cents per
mile for 2003 and 2004, and 17 cents per
mile for 2005, for those years in which the
business standard mileage rate was used.
If actual costs were used for one or more of
those years, the rates above will not apply
to any year in which the costs were used.
The depreciation described above will re-
duce the basis of the automobile (but not
below zero) in determining adjusted basis
as required by § 1016.

.06 Limitations.
(1) The business standard mileage rate

may not be used to compute the deductible
expenses of (a) automobiles used for hire,
such as taxicabs, or (b) five or more auto-
mobiles owned or leased by a taxpayer and
used simultaneously (such as in fleet oper-
ations).

(2) The business standard mileage rate
may not be used to compute the deductible
business expenses of an automobile leased
by a taxpayer unless the taxpayer uses ei-
ther the business standard mileage rate or a
FAVR allowance (as provided in section 8
of this revenue procedure) to compute the
deductible business expenses of the auto-
mobile for the entire lease period (includ-
ing renewals). For a lease commencing
on or before December 31, 1997, the “en-
tire lease period” means the portion of the
lease period (including renewals) remain-
ing after that date.

(3) The business standard mileage rate
may not be used to compute the deductible
expenses of an automobile for which the
taxpayer has (a) claimed depreciation us-
ing a method other than straight-line for its
estimated useful life, (b) claimed a § 179
deduction, or (c) used the Accelerated Cost
Recovery System under former § 168 or
the Modified Accelerated Cost Recovery
System (MACRS) under current § 168. By
using the business standard mileage rate,
the taxpayer has elected to exclude the au-
tomobile (if owned) from MACRS pur-
suant to § 168(f)(1). If, after using the
business standard mileage rate, the tax-
payer uses actual costs, the taxpayer must
use straight-line depreciation for the au-
tomobile’s remaining estimated useful life
(subject to the applicable depreciation de-
duction limitations under § 280F).

(4) The business standard mileage rate
and this revenue procedure may not be
used to compute the amount of the de-
ductible automobile expenses of an em-
ployee of the United States Postal Service

incurred in performing services involving
the collection and delivery of mail on a ru-
ral route if the employee receives qualified
reimbursements (as defined in § 162(o))
for the expenses. See § 162(o) for the
rules that apply to these qualified reim-
bursements.

SECTION 6. RESERVED

SECTION 7. CHARITABLE,
MEDICAL, AND MOVING
STANDARD MILEAGE RATE

.01 Charitable. Section 170(i) provides
a standard mileage rate of 14 cents per mile
for purposes of computing the charitable
deduction for use of an automobile in con-
nection with rendering gratuitous services
to a charitable organization under § 170.

.02 Medical and moving. The standard
mileage rate is 15 cents per mile for use of
an automobile (a) to obtain medical care
described in § 213, or (b) as part of a move
for which the expenses are deductible un-
der § 217. The Service will adjust the med-
ical and moving expense standard mileage
rates (to the extent warranted) annually
and prospectively.

.03 Charitable, medical, or moving ex-
pense standard mileage rate in lieu of op-
erating expenses. A deduction computed
using the applicable standard mileage rate
for charitable, medical, or moving expense
miles is in lieu of all operating expenses
(including gasoline and oil) of the automo-
bile allocable to those purposes. Costs for
items such as depreciation (or lease pay-
ments), insurance, and license and regis-
tration fees are not deductible, and are not
included in the standard mileage rates.

.04 Parking fees, tolls, interest, and
taxes. Parking fees and tolls attributable
to the use of the automobile for charitable,
medical, or moving expense purposes may
be deducted as separate items. Interest
relating to the purchase of the automobile
and state and local personal property taxes
are not deductible as charitable, medical,
or moving expenses, but they may be
deducted as separate items to the extent
allowable under § 163 or § 164, respec-
tively.

SECTION 8. FIXED AND VARIABLE
RATE ALLOWANCE

.01 In general.

(1) The ordinary and necessary ex-
penses paid or incurred by an employee
in driving an automobile owned or leased
by the employee in connection with the
performance of services as an employee
of the employer will be deemed substan-
tiated (in an amount determined under
section 9 of this revenue procedure) when
a payor reimburses those expenses with
a mileage allowance using a flat rate or
stated schedule that combines periodic
fixed and variable rate payments that meet
all the requirements of section 8 of this
revenue procedure (a FAVR allowance).

(2) The amount of a FAVR allowance
must be based on data that (a) is derived
from the base locality, (b) reflects retail
prices paid by consumers, and (c) is rea-
sonable and statistically defensible in ap-
proximating the actual expenses employ-
ees receiving the allowance would incur as
owners of the standard automobile.

.02 Definitions.
(1) FAVR allowance. A FAVR al-

lowance includes periodic fixed payments
and periodic variable payments. A payor
may maintain more than one FAVR al-
lowance. A FAVR allowance that uses the
same payor, standard automobile (or an au-
tomobile of the same make and model that
is comparably equipped), retention period,
and business use percentage is considered
one FAVR allowance, even though other
features of the allowance may vary. A
FAVR allowance also includes any op-
tional high mileage payments; however,
optional high mileage payments are in-
cluded in the employee’s gross income,
are reported as wages or other compen-
sation on the employee’s Form W–2, and
are subject to withholding and payment
of employment taxes when paid. See sec-
tion 9.05 of this revenue procedure. An
optional high mileage payment covers
the additional depreciation for a standard
automobile attributable to business miles
driven and substantiated by the employee
for a calendar year in excess of the annual
business mileage for that year. If an em-
ployee is covered by the FAVR allowance
for less than the entire calendar year, the
annual business mileage may be prorated
on a monthly basis for purposes of the
preceding sentence.

(2) Periodic fixed payment. A periodic
fixed payment covers the projected fixed
costs (including depreciation (or lease pay-
ments), insurance, registration and license
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fees, and personal property taxes) of driv-
ing the standard automobile in connection
with the performance of services as an em-
ployee of the employer in a base locality,
and must be paid at least quarterly. A pe-
riodic fixed payment may be computed by
(a) dividing the total projected fixed costs
of the standard automobile for all years
of the retention period, determined at the
beginning of the retention period, by the
number of periodic fixed payments in the
retention period, and (b) multiplying the
resulting amount by the business use per-
centage.

(3) Periodic variable payment. A peri-
odic variable payment covers the projected
operating costs (including gasoline and all
taxes thereon, oil, tires, and routine main-
tenance and repairs) of driving a standard
automobile in connection with the perfor-
mance of services as an employee of the
employer in a base locality, and must be
paid at least quarterly. The rate of a pe-
riodic variable payment for a computation
period may be computed by dividing the
total projected operating costs for the stan-
dard automobile for the computation pe-
riod, determined at the beginning of the
computation period, by the computation
period mileage. A computation period can
be any period of a year or less. Compu-
tation period mileage is the total mileage
(business and personal) a payor reason-
ably projects a standard automobile will
be driven during a computation period and

equals the retention mileage divided by the
number of computation periods in the re-
tention period. For each business mile sub-
stantiated by the employee for the com-
putation period, the periodic variable pay-
ment must be paid at a rate that does not ex-
ceed the rate for that computation period.

(4) Base locality. A base locality is
the particular geographic locality or re-
gion of the United States in which the
costs of driving an automobile in connec-
tion with the performance of services as
an employee of the employer are generally
paid or incurred by the employee. Thus,
for purposes of determining the amount
of fixed costs, the base locality is gener-
ally the geographic locality or region in
which the employee resides. For purposes
of determining the amount of operating
costs, the base locality is generally the geo-
graphic locality or region in which the em-
ployee drives the automobile in connection
with the performance of services as an em-
ployee of the employer.

(5) Standard automobile. A standard
automobile is the automobile selected by
the payor on which a specific FAVR al-
lowance is based.

(6) Standard automobile cost. The stan-
dard automobile cost for a calendar year
may not exceed 95 percent of the sum of
(a) the retail dealer invoice cost of the stan-
dard automobile in the base locality, and
(b) state and local sales or use taxes appli-
cable on the purchase of the automobile.

Further, the standard automobile cost may
not exceed $27,600.

(7) Annual mileage. Annual mileage is
the total mileage (business and personal)
a payor reasonably projects a standard au-
tomobile will be driven during a calendar
year. Annual mileage equals the annual
business mileage divided by the business
use percentage.

(8) Annual business mileage. Annual
business mileage is the mileage a payor
reasonably projects a standard automobile
will be driven by an employee in connec-
tion with the performance of services as an
employee of the employer during the cal-
endar year, but may not be less than 6,250
miles for a calendar year. Annual business
mileage equals the annual mileage multi-
plied by the business use percentage.

(9) Business use percentage. A busi-
ness use percentage is determined by
dividing the annual business mileage by
the annual mileage. The business use
percentage may not exceed 75 percent.
In lieu of demonstrating the reasonable-
ness of the business use percentage based
on records of total mileage and business
mileage driven by the employees annually,
a payor may use a business use percentage
that is less than or equal to the following
percentages for a FAVR allowance that
is paid for the following annual business
mileage:

Annual business mileage Business use percentage

6,250 or more but less than 10,000 45 percent

10,000 or more but less than 15,000 55 percent

15,000 or more but less than 20,000 65 percent

20,000 or more 75 percent

(10) Retention period. A retention pe-
riod is the period in calendar years selected
by the payor during which the payor ex-
pects an employee to drive a standard auto-
mobile in connection with the performance
of services as an employee of the employer
before the automobile is replaced. The
period may not be less than two calendar
years.

(11) Retention mileage. Retention
mileage is the annual mileage multiplied
by the number of calendar years in the
retention period.

(12) Residual value. The residual value
of a standard automobile is the projected
amount for which it could be sold at the
end of the retention period after being
driven the retention mileage. The Ser-

vice will accept the following safe harbor
residual values for a standard automobile
computed as a percentage of the standard
automobile cost:
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Retention period Residual value

2-year 70 percent

3-year 60 percent

4-year 50 percent

.03 FAVR allowance in lieu of operating
and fixed costs.

(1) A reimbursement computed using
a FAVR allowance is in lieu of the em-
ployee’s deduction of all the operating and
fixed costs paid or incurred by an em-
ployee in driving the automobile in con-
nection with the performance of services
as an employee of the employer, except
as provided in section 9.06 of this rev-
enue procedure. Items such as deprecia-
tion (or lease payments), maintenance and
repairs, tires, gasoline (including all taxes
thereon), oil, insurance, license and reg-
istration fees, and personal property taxes
are included in operating and fixed costs
for this purpose.

(2) Parking fees and tolls attributable
to an employee driving the standard au-
tomobile in connection with the perfor-
mance of services as an employee of the
employer are not included in fixed and op-
erating costs and may be deducted as sep-
arate items. Similarly, interest relating to
the purchase of the standard automobile
may be deducted as a separate item, but
only to the extent that the interest is an al-
lowable deduction under § 163.

.04 Depreciation.
(1) A FAVR allowance may not be paid

with respect to an automobile for which the
employee has (a) claimed depreciation us-
ing a method other than straight-line for its
estimated useful life, (b) claimed a § 179
deduction, or (c) used the Accelerated Cost
Recovery System under former § 168 or
the Modified Accelerated Cost Recovery
System under current § 168. If an em-
ployee uses actual costs for an owned au-
tomobile that has been covered by a FAVR
allowance, the employee must use straight-
line depreciation for the automobile’s re-
maining estimated useful life (subject to
the applicable depreciation deduction lim-
itations under § 280F).

(2) Except as provided in section
8.04(3) of this revenue procedure, the total
amount of the depreciation component for
the retention period taken into account in
computing the periodic fixed payments

for that retention period may not exceed
the excess of the standard automobile cost
over the residual value of the standard
automobile. In addition, the total amount
of the depreciation component may not
exceed the sum of the annual § 280F lim-
itations on depreciation (in effect at the
beginning of the retention period) that ap-
ply to the standard automobile during the
retention period.

(3) If the depreciation component of pe-
riodic fixed payments exceeds the limi-
tations in section 8.04(2) of this revenue
procedure, that section will be treated as
satisfied in any year during which the to-
tal annual amount of the periodic fixed
payments and the periodic variable pay-
ments made to an employee driving 80
percent of the annual business mileage of
the standard automobile does not exceed
the amount obtained by multiplying 80
percent of the annual business mileage of
the standard automobile by the applicable
business standard mileage rate for that year
(under section 5.01 of the applicable rev-
enue procedure).

(4) The depreciation included in each
periodic fixed payment portion of a FAVR
allowance paid with respect to an automo-
bile will reduce the basis of the automo-
bile (but not below zero) in determining
adjusted basis as required by § 1016. See
section 8.07(2) of this revenue procedure
for the requirement that the employer re-
port the depreciation component of a peri-
odic fixed payment to the employee.

.05 FAVR allowance limitations.
(1) A FAVR allowance may be paid

only to an employee who substantiates to
the payor for a calendar year at least 5,000
miles driven in connection with the perfor-
mance of services as an employee of the
employer or, if greater, 80 percent of the
annual business mileage of that FAVR al-
lowance. If the employee is covered by
the FAVR allowance for less than the en-
tire calendar year, these limits may be pro-
rated on a monthly basis.

(2) A FAVR allowance may not be
paid to a control employee (as defined

in § 1.61–21(f)(5) and (6), excluding
the $100,000 limitation in paragraph
(f)(5)(iii)).

(3) An employer may not pay a FAVR
allowance if at any time during a calendar
year a majority of the employees covered
by the FAVR allowance are management
employees.

(4) An employer may not pay a FAVR
allowance unless at all times during a
calendar year at least five employees of
the employer are covered by one or more
FAVR allowances.

(5) A FAVR allowance may be paid
only with respect to an automobile (a)
owned or leased by the employee receiv-
ing the payment, (b) the cost of which,
when new, is at least 90 percent of the
standard automobile cost taken into ac-
count for purposes of determining the
FAVR allowance for the first calendar year
the employee receives the allowance with
respect to that automobile, and (c) the
model year of which does not differ from
the current calendar year by more than the
number of years in the retention period.

(6) A FAVR allowance may not be paid
with respect to an automobile leased by
an employee for which the employee has
used actual expenses to compute the de-
ductible business expenses of the automo-
bile for any year during the entire lease pe-
riod. For a lease commencing on or before
December 31, 1997, the “entire lease pe-
riod” means the portion of the lease period
(including renewals) remaining after that
date.

(7) The insurance cost component of
a FAVR allowance must be based on the
rates charged in the base locality for in-
surance coverage on the standard automo-
bile during the current calendar year with-
out taking into account rate-increasing fac-
tors such as poor driving records or young
drivers.

(8) A FAVR allowance may be paid
only to an employee whose insurance cov-
erage limits on the automobile with respect
to which the FAVR allowance is paid are at
least equal to the insurance coverage lim-
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its used to compute the periodic fixed pay-
ment under that FAVR allowance.

.06 Employee reporting. Within 30
days after an employee’s automobile is
initially covered by a FAVR allowance,
or is again covered by a FAVR allowance
if coverage has lapsed, the employee by
written declaration must provide the payor
with the following information: (a) the
make, model, and year of the employee’s
automobile, (b) written proof of the insur-
ance coverage limits on the automobile,
(c) the odometer reading of the automo-
bile, (d) if owned, the purchase price of
the automobile or, if leased, the price at
which the automobile is ordinarily sold by
retailers (the gross capitalized cost of the
automobile), and (e) if owned, whether
the employee has claimed depreciation
with respect to the automobile using any
of the depreciation methods prohibited by
section 8.04(1) of this revenue procedure
or, if leased, whether the employee has
computed deductible business expenses
with respect to the automobile using actual
expenses. The information described in
(a), (b), and (c) of the preceding sentence
also must be supplied by the employee
to the payor within 30 days after the be-
ginning of each calendar year that the
employee’s automobile is covered by a
FAVR allowance.

.07 Payor recordkeeping and reporting.
(1) The payor or its agent must main-

tain written records setting forth (a) the sta-
tistical data and projections on which the
FAVR allowance payments are based, and
(b) the information provided by the em-
ployees pursuant to section 8.06 of this
revenue procedure.

(2) Within 30 days of the end of each
calendar year, the employer must pro-
vide each employee covered by a FAVR
allowance during that year with a state-
ment that, for automobile owners, lists
the amount of depreciation included in
each periodic fixed payment portion of the
FAVR allowance paid during that calen-
dar year and explains that by receiving a
FAVR allowance the employee has elected
to exclude the automobile from the Mod-
ified Accelerated Cost Recovery System
pursuant to § 168(f)(1). For automobile
lessees, the statement must explain that
by receiving the FAVR allowance the em-
ployee may not compute the deductible
business expenses of the automobile using
actual expenses for the entire lease period

(including renewals). For a lease com-
mencing on or before December 31, 1997,
the “entire lease period” means the portion
of the lease period (including renewals)
remaining after that date.

.08 Failure to meet section 8 require-
ments. If an employee receives a mileage
allowance that fails to meet one or more
of the requirements of section 8 of this
revenue procedure, the employee may not
be treated as covered by any FAVR al-
lowance of the payor during the period of
the failure. Nevertheless, the expenses to
which that mileage allowance relates may
be deemed substantiated using the method
described in sections 5, 9.01(1), and 9.02
of this revenue procedure to the extent the
requirements of those sections are met.

SECTION 9. APPLICATION

.01 If a payor pays a mileage allowance
in lieu of reimbursing actual transportation
expenses incurred or to be incurred by an
employee, the amount of the expenses that
is deemed substantiated to the payor is ei-
ther:

(1) for any mileage allowance other
than a FAVR allowance, the lesser of the
amount paid under the mileage allowance
or the applicable standard mileage rate
in section 5.01 of this revenue procedure
multiplied by the number of business miles
substantiated by the employee; or

(2) for a FAVR allowance, the amount
paid under the FAVR allowance less the
sum of (a) any periodic variable rate pay-
ment that relates to miles in excess of the
business miles substantiated by the em-
ployee and that the employee fails to re-
turn to the payor although required to do
so, (b) any portion of a periodic fixed pay-
ment that relates to a period during which
the employee is treated as not covered by
the FAVR allowance and that the employee
fails to return to the payor although re-
quired to do so, and (c) any optional high
mileage payments.

.02 If the amount of transportation ex-
penses is deemed substantiated under the
rules provided in section 9.01 of this rev-
enue procedure, and the employee actually
substantiates to the payor the elements of
time, place (or use), and business purpose
of the transportation expenses in accor-
dance with paragraphs (b)(2) (travel away
from home) and (b)(6) (listed property,
which includes passenger automobiles

and any other property used as a means of
transportation) of § 1.274–5T, and para-
graph (c) of § 1.274–5, the employee is
deemed to satisfy the adequate account-
ing requirements of § 1.274–5(f) as well
as the requirement to substantiate by
adequate records or other sufficient evi-
dence for purposes of § 1.274–5(c). See
§ 1.62–2(e)(1) for the rule that an arrange-
ment must require business expenses to be
substantiated to the payor within a reason-
able period of time.

.03 An arrangement providing mileage
allowances will be treated as satisfying the
requirement of § 1.62–2(f)(2) with respect
to returning amounts in excess of expenses
as follows:

(1) For a mileage allowance other than
a FAVR allowance, the requirement to
return excess amounts will be treated as
satisfied if the employee is required to
return within a reasonable period of time
(as defined in § 1.62–2(g)) any portion of
the allowance that relates to miles of travel
not substantiated by the employee, even
though the arrangement does not require
the employee to return the portion of the
allowance that relates to the miles of travel
substantiated and that exceeds the amount
of the employee’s expenses deemed sub-
stantiated. For example, assume a payor
provides an employee an advance mileage
allowance of $90 based on an anticipated
200 business miles at 45 cents per mile
(at a time when the applicable business
standard mileage rate is 40.5 cents per
mile), and the employee substantiates 120
business miles. The requirement to return
excess amounts will be treated as satisfied
if the employee is required to return the
portion of the allowance that relates to the
80 unsubstantiated business miles ($36)
even though the employee is not required
to return the portion of the allowance
($5.40) that exceeds the amount of the em-
ployee’s expenses deemed substantiated
under section 9.01 of this revenue pro-
cedure ($48.60) for the 120 substantiated
business miles. However, the $5.40 excess
portion of the allowance is treated as paid
under a nonaccountable plan as discussed
in section 9.05.

(2) For a FAVR allowance, the require-
ment to return excess amounts will be
treated as satisfied if the employee is re-
quired to return within a reasonable period
of time (as defined in § 1.62–2(g)), (a) the
portion (if any) of the periodic variable
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payment received that relates to miles in
excess of the business miles substanti-
ated by the employee, and (b) the portion
(if any) of a periodic fixed payment that
relates to a period during which the em-
ployee was not covered by the FAVR
allowance.

.04 An employee is not required to in-
clude in gross income the portion of a
mileage allowance received from a payor
that is less than or equal to the amount
deemed substantiated under section 9.01
of this revenue procedure, provided the
employee substantiates in accordance with
section 9.02. See § 1.274–5T(f)(2)(i). In
addition, that portion of the allowance is
treated as paid under an accountable plan,
is not reported as wages or other compen-
sation on the employee’s Form W–2, and
is exempt from withholding and payment
of employment taxes. See §§ 1.62–2(c)(2)
and (c)(4).

.05 An employee is required to in-
clude in gross income only the portion
of a mileage allowance received from a
payor that exceeds the amount deemed
substantiated under section 9.01 of this
revenue procedure, provided the em-
ployee substantiates in accordance with
section 9.02 of this revenue procedure.
See § 1.274–5T(f)(2)(ii). In addition, the
excess portion of the allowance is treated
as paid under a nonaccountable plan, is re-
ported as wages or other compensation on
the employee’s Form W–2, and is subject
to withholding and payment of employ-
ment taxes. See §§ 1.62–2(c)(3)(ii), (c)(5),
and (h)(2)(i)(B).

.06 If an employee’s substantiated ex-
penses are less than the employee’s actual
expenses, the following rules apply:

(1) Except as otherwise provided in
section 9.06(2) of this revenue procedure
with respect to leased automobiles, if the
amount of the expenses deemed substan-
tiated under the rules provided in section
9.01 of this revenue procedure is less than
the amount of the employee’s business
transportation expenses, the employee
may claim an itemized deduction for
the amount by which the business trans-
portation expenses exceed the amount
that is deemed substantiated, provided
the employee substantiates all the busi-
ness transportation expenses, includes
on Form 2106, Employee Business Ex-
penses, the deemed substantiated portion
of the mileage allowance received from

the payor, and includes in gross income
the portion (if any) of the mileage al-
lowance received from the payor that
exceeds the amount deemed substantiated.
See § 1.274–5T(f)(2)(iii). However, for
purposes of claiming this itemized deduc-
tion, substantiation of the amount of the
expenses is not required if the employee
is claiming a deduction that is equal to or
less than the applicable standard mileage
rate multiplied by the number of business
miles substantiated by the employee minus
the amount deemed substantiated under
section 9.01 of this revenue procedure.
The itemized deduction is subject to the
2-percent floor on miscellaneous itemized
deductions provided in § 67.

(2) An employee whose business trans-
portation expenses with respect to a leased
automobile are deemed substantiated un-
der section 9.01(1) of this revenue proce-
dure (relating to an allowance other than a
FAVR allowance) may not claim a deduc-
tion based on actual expenses under sec-
tion 9.06(1) unless the employee does so
consistently beginning with the first busi-
ness use of the automobile after December
31, 1997. However, an employee whose
business transportation expenses with re-
spect to a leased automobile are deemed
substantiated under section 9.01(2) of this
revenue procedure (relating to a FAVR al-
lowance) may not claim a deduction based
on actual expenses.

.07 An employee may deduct an
amount computed pursuant to section
5.01 of this revenue procedure only as an
itemized deduction. This itemized deduc-
tion is subject to the 2-percent floor on
miscellaneous itemized deductions pro-
vided in § 67.

.08 A self-employed individual may
deduct an amount computed pursuant to
section 5.01 of this revenue procedure in
determining adjusted gross income under
§ 62(a)(1).

.09 If a payor’s reimbursement or
other expense allowance arrangement ev-
idences a pattern of abuse of the rules of
§ 62(c) and the regulations thereunder, all
payments under the arrangement will be
treated as made under a nonaccountable
plan. Thus, the payments are included in
the employee’s gross income, are reported
as wages or other compensation on the
employee’s Form W–2, and are subject to
withholding and payment of employment

taxes. See §§ 1.62–2(c)(3), (c)(5), and
(h)(2).

SECTION 10. WITHHOLDING AND
PAYMENT OF EMPLOYMENT TAXES

.01 The portion of a mileage allowance
(other than a FAVR allowance), if any,
that relates to the miles of business
travel substantiated and that exceeds the
amount deemed substantiated for those
miles under section 9.01(1) of this rev-
enue procedure is subject to withholding
and payment of employment taxes. See
§ 1.62–2(h)(2)(i)(B).

(1) In the case of a mileage allowance
paid as a reimbursement, the excess de-
scribed in section 10.01 of this revenue
procedure is subject to withholding and
payment of employment taxes in the pay-
roll period in which the payor reimburses
the expenses for the business miles sub-
stantiated. See § 1.62–2(h)(2)(i)(B)(2).

(2) In the case of a mileage allowance
paid as an advance, the excess described in
section 10.01 of this revenue procedure is
subject to withholding and payment of em-
ployment taxes no later than the first pay-
roll period following the payroll period in
which the business miles with respect to
which the advance was paid are substanti-
ated. See § 1.62–2(h)(2)(i)(B)(3). If some
or all of the business miles with respect
to which the advance was paid are not
substantiated within a reasonable period
of time and the employee does not return
the portion of the allowance that relates to
those miles within a reasonable period of
time, the portion of the allowance that re-
lates to those miles is subject to withhold-
ing and payment of employment taxes no
later than the first payroll period follow-
ing the end of the reasonable period. See
§ 1.62–2(h)(2)(i)(A).

(3) In the case of a mileage allowance
that is not computed on the basis of a fixed
amount per mile of travel (for example, a
mileage allowance that combines periodic
fixed and variable rate payments, but that
does not satisfy the requirements of sec-
tion 8 of this revenue procedure), the payor
must compute periodically (no less fre-
quently than quarterly) the amount, if any,
that exceeds the amount deemed substanti-
ated under section 9.01(1) of this revenue
procedure by comparing the total mileage
allowance paid for the period to the ap-
plicable standard mileage rate in section
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5.01 of this revenue procedure multiplied
by the number of business miles substanti-
ated by the employee for the period. Any
excess is subject to withholding and pay-
ment of employment taxes no later than the
first payroll period following the payroll
period in which the excess is computed.
See § 1.62–2(h)(2)(i)(B)(4).

(4) For example, assume an employer
pays its employees a mileage allowance at
a rate of 45 cents per mile (when the busi-
ness standard mileage rate is 40.5 cents per
mile). The employer does not require the
return of the portion of the allowance that
exceeds the business standard mileage rate
for the business miles substantiated (4.5
cents). In June, the employer advances an
employee $225 for 500 miles to be traveled
during the month. In July, the employee
substantiates to the employer 400 business
miles traveled in June and returns $45 to
the employer for the 100 business miles
not traveled. The amount deemed substan-
tiated for the 400 miles traveled is $162
and the employee is not required to return
$18. No later than the first payroll period
following the payroll period in which the
400 business miles traveled are substanti-
ated, the employer must withhold and pay
employment taxes on $18.

.02 The portion of a FAVR allowance,
if any, that exceeds the amount deemed
substantiated for those miles under section
9.01(2) of this revenue procedure is sub-
ject to withholding and payment of em-
ployment taxes. See § 1.62–2(h)(2)(i)(B).

(1) Any periodic variable rate payment
that relates to miles in excess of the busi-
ness miles substantiated by the employee
and that the employee fails to return within
a reasonable period, or any portion of a pe-
riodic fixed payment that relates to a pe-
riod during which the employee is treated
as not covered by the FAVR allowance and
that the employee fails to return within a
reasonable period, is subject to withhold-
ing and payment of employment taxes no
later than the first payroll period follow-
ing the end of the reasonable period. See
§ 1.62–2(h)(2)(i)(A).

(2) Any optional high mileage payment
is subject to withholding and payment of
employment taxes when paid.

SECTION 11. EFFECT ON OTHER
DOCUMENTS

Rev. Proc. 2003–76, 2003–2 C.B. 924,
is superseded for mileage allowances that
are paid both (1) to an employee on or af-
ter January 1, 2005, and (2) with respect
to transportation expenses paid or incurred
by the employee on or after January 1,
2005. Rev. Proc. 2003–76 is also su-
perseded for purposes of computing the
amount allowable as a deduction for trans-
portation expenses paid or incurred on or
after January 1, 2005.

DRAFTING INFORMATION

The principal author of this revenue
procedure is John Roman Faron of the Of-
fice of Associate Chief Counsel (Income
Tax and Accounting). For further infor-
mation regarding this revenue procedure,
contact Mr. Faron at (202) 622–4930 (not
a toll-free call).

rately for each line of business the discount

factors under § 846 for accident year 2004.
All the discount factors presented in this
section were determined using the appli-
cable interest rate under § 846(c) for 2004,
which is 4.82 percent, and by assuming all
loss payments occur in the middle of the
calendar year.

.02 If the groupings of individual
lines of business on the annual state-
ment change, taxpayers must discount the
unpaid losses on the affected lines of busi-
ness in accordance with the discounting
patterns that would have applied to those
unpaid losses based on their classification
on the 2000 annual statement. See Rev.
Proc. 2003–17, 2003–1 C.B. 427, section
2, for additional background on discount-
ing under section 846 and the use of the
Secretary’s tables.

.03 Section V of Notice 88–100,
1988–2 C.B. 439, sets forth a composite
method for computing discounted unpaid
losses for accident years that are not sep-
arately reported on the annual statement.
The tables separately provide discount
factors for taxpayers who elect to use the
composite method of section V of Notice
88–100. See Rev. Proc. 2002–74, 2002–2
C.B. 980.

.04 Section 2.03(4) of Rev. Proc
2003–17 requested comments as to
whether a methodology should be adopted
to smooth the raw payment data and thus
produce a more stable pattern of discount
factors. This issue will be addressed in the
new determination year, which is 2007.
Accordingly, taxpayers may still submit
comments that should include a reference
to Rev. Proc. 2004–69 on this issue to the
following address:

CC:PA:LPD (Rev. Proc. 2004–69),
room 5207, Internal Revenue Service,
POB 7604, Ben Franklin Station, Wash-
ington, DC 20044. Comments may be
hand delivered between the hours of
8 a.m. and 4 p.m. to CC:PA:LPD (Rev.
Proc. 2004–69), Courier’s Desk, In-
ternal Revenue Service, 1111 Consti-
tution Avenue, NW, Washington, DC
20224. Alternatively, e-mail comments to
Notice.Comments@irscounsel.treas.gov.
All comments will be available for public
inspection and copying.

.05 Tables.
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