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Case Notes and Comments: The Kelly's had no attorney, i.e. they represented themselves, pro se.
Mr. Kelly used long term leases with various flight schools. The flight schools were regarded as
the ultimate customers rather than the rental pilots. The Kelly aircraft business was judged to be a
passive activity inspite of the fact that Mr. Kelly spent more than the requisite 500 hours per year
as a material participant. He owned 6 aircraft but he did not keep any contemporaneous records!
Unfortunately, for the industry, this case could also be problematic for aircraft owners who insist
on using a standard leaseback agreement while trying to attain a non passive status for the
aircraft activity. Please see my article on this website titled "Potential Adverse Tax Consequences
of the Traditional Aircraft Leaseback" Professional Pilot Magazine October 2000. Additionally,
please see the Andrew W. Frank case also on this website.
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UNI TED STATES TAX COURT

W LLI AM WARREN KELLY, Petitioner v. COVW SSI ONER OF | NTERNAL REVENUE,
Respondent

Docket No. 2457-98. Fil ed January 28, 2000.

WIlliamWrren Kelly, pro se.

Robert V. Boeshaar, for respondent.

MEMORANDUM OPI NI ON

PONELL, Special Trial Judge: Respondent deternined deficiencies in
petitioner's 1993 and 1994 Federal incone taxes in the anounts of $1,631 and
$2,014, respectively. The issue is whether petitioner's aircraft |easing
activity is a passive activity under section 469. <<ENDNOTE 1>> Petitioner
resided in Springfield, Oregon, at the tine he filed his petition.

BACKGROUND

The facts nmay be summarized as follows. During 1993 and 1994, petitioner was
enpl oyed full time by a'loggi ng conpany as an equi pnent operator and
mechanic. In 1993, petitioner owned six fixed-wing light aircraft, two of

whi ch he purchased in Decenber 1993. In 1994, petitioner purchased an
additional aircraft. During 1993 and 1994, petitioner entered into aircraft

| easing agreenents with Friendly Air Service, Inc. or other fixed base flight
school s (collectively Friendly Air) in the Eugene, Oregon, area.

Under the | ease agreenents, Friendly Air |eased the aircraft frompetitioner.
Friendly Air would in turn use the aircraft for flight instructions or rent
themto other pilots at hourly rates. Petitioner does not have a comerci al
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pilot's license and cannot give flight instructions or transport paying
passengers. The | eases were for 1 year but could be cancelled with a 30-day
witten notice. Friendly Air scheduled all flights and was responsible for
routine cl eani ng, mai ntenance, and fueling of the aircraft. Petitioner

recei ved $34 per hour of flying tine. Petitioner was responsible for the
payrment of all fuel, naintenance, repair costs, and prem uns for comrercia

i nsurance. Friendly Air maintained financial records for the |l easing of the
aircraft. Petitioner did not keep any contenporaneous |ogs or records of the
aircraft activities. The parties, however, agree that petitioner did spend at
| east 500 hours each year in conjunction with the activity.

Petitioner clainmed |osses fromhis aircraft |easing activities in the anmounts
of $11, 274 and $27,014 for 1993 and 1994, respectively. Respondent disall owed
those | osses as passive activity | osses.

DI SCUSSI ON

Section 162 all ows deductions for ordinary and necessary expenses incurred in
carrying on a trade or business. Section 212 allows deductions for ordinary
and necessary expenses incurred for the production of income or the
managenent or nai ntenance of property held for the production of incone.
Section 469, however, limts the deductions for |osses fromany passive
activity".

A passive activity is any activity involving the conduct of a trade or

busi ness in which the taxpayer does not materially participate. See sec.
469(c) (1) (A and (B). Al rental activities are generally passive. See sec.
469(c)(2). Furthernore, a rental activity is passive whether or not the
taxpayer materially participates. See sec. 469(c)(4); Frank v. Conm ssioner,
T.C. Meno. 1996-177. An activity is a rental activity if (1) during the
taxabl e year the tangible property held in connection with the activity is
used or held for use by custoners and (2) the gross incone attributable to
the conduct of the activity represents anounts paid for the use of the
tangi bl e property. See sec. 469(j)(8); sec. 1.469-1T(e)(3)(i), Temporary

I ncome Tax Regs., 53 Fed. Reg. 5702 (Feb. 25, 1988). Under the litera

| anguage of the statute, petitioner is engaged in a rental activity and
section 469(a) applies.

The regul ati ons provi de several exceptions where activities involving
tangi bl e property will not be considered rental activities. See sec.
1.469-1T(e)(3)(ii), Tenporary Incone Tax Regs., 53 Fed. Reg. 5702 (Feb. 25,
1988). Petitioner, however, has not directed us to any specific provision of
the regul ati ons. Mrever, we have exam ned these provisions and do not find
any relief for petitioner. For exanple, section 1.469-1T(e)(3)(ii)(A) and
(B), Tenmporary Inconme Tax Regs., 53 Fed. Reg. 5702 (Feb. 25, 1988), provides
that, if the period of custoner use is 7 days or less (or 30 days or |ess and
there are significant personal services provided by the taxpayer), the
activity involving the use of tangible personal property is not a rental
activity. But, under the facts here, the lessee is Friendly Air, and the

| eases were on a yearly basis. Even if petitioner satisfied the other

requi rements, the exceptions in the regulations would not apply.

Petitioner also may contend that the exception contained in section 469(i) is
appl i cabl e because he "actively participated" in the activity.
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Sec. 469(i)(1). But that section applies only to "rental real estate
activities". 1d.; see also Frank v. Conmi ssioner, supra.

In sum petitioner's leasing of the aircraft is a rental activity and, as
such, is a passive activity under the statute and the regul ations. Wiile
petitioner may have materially participated in the activity, materi al
participation does not exenpt the activity fromthe passive |oss rules
contai ned in section 469.

Decision will be entered for respondent.

<<ENDNOTES>>

1/ Unl ess otherw se indicated, all section references are to the
Internal Revenue Code in effect for the years in issue.
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