COMMON CARRIER EXEMPTION

-
California Sales and Use Tax

THE LAW

The purpose of this paper is to provide an outline of the statutory authority for and a brief outline of the issues and requirements in order to successfully claim exemption from California Use Tax on the acquisition of an aircraft.

The law is embodied in California Revenue and Taxation Code section 6366 and 6366.1.  Section 6366(a) states in relevant part “…there are exempted from the taxes imposed by this part the gross receipts from the sale in this state of, and the storage, use or other consumption in this state of, the following: (1) Aircraft sold to any person using the aircraft as a common carrier of persons or property under authority of the laws of this state, of the United States…..”  Then goes on in 6366(b) to state “…it shall be presumed that a person is not engaged in business as common carrier if the person’s yearly gross receipts form the use of the aircraft as a common carrier do not exceed 20 percent of the purchase cost of the aircraft to him or her or fifty thousand dollars ($50,000), whichever is less…” and then concludes with “…in no event shall “gross receipts” include compensation by the person or related parties for the use of the aircraft as a common carrier.” 

REGULATIONS

The California State Board of Equalization has promulgated regulations which provide general Sales and Use Tax guidance in Regulations 1500 through 1828.  For taxpayers wishing to avail themselves of this “common carrier” exemption, specific guidance is found in Regulation 1593.

Regulation 1593(a) provides the following useful definitions:


Aircraft:  the term aircraft mean any contrivance designed for powered navigation in the air except a rocket or missile.

Common Carrier:  the term common carrier means any person who engages in the business of transporting persons or property for hire or compensation and who offers his or her services indiscriminately to the public or to some portion of the public.
Regulation 1593( c) Use of Aircraft:
Provides in Section (1): “…In determining whether a purchaser or lessee of an aircraft is using that aircraft as a common carrier of persons or property, only that use of the aircraft by the carrier during the first 12 consecutive months commencing with the first operational use of the aircraft will be considered.  This test period does not include, and is extended by, the amount of time, prior to the first use of the aircraft as a common carrier, during which the aircraft is in the physical possession of a repair station certified by the FAA or a manufacturer’s maintenance facility undergoing modification, repair, or replacement. The period of this extension/exclusion shall not exceed 12 months. If the purchaser does not own the aircraft for 12 consecutive months commencing with the first operational use, as may be extended as provided herein, then only the period of time commencing with the first operational use that the purchaser owns the aircraft will be considered.”

Section (1)(A) defines operational use as “… the actual time during which the aircraft is operated in powered navigation in the air. Operational use includes positioning or repositioning aircraft by flying the aircraft from one point to another (“ferry flights”) except when such flights are solely for purposes of having the aircraft repaired. Ferry flights solely for the purpose of transporting the aircraft to a repair location, or solely to return from a repair location, are not operational use, nor are test flights as described in subdivision (d)(2) or personnel training as described in subdivision (d)(4).
Section (1)(B) provides that if the aircraft is used as a common carrier for more than one-half of the operational use during the test period, the carrier’s principal use of the aircraft will be deemed to be that of a common carrier.  Each flight of the aircraft is examined separately for purposes of determining common carrier use. For these purposes, a flight is the powered navigation of the aircraft from one location on the ground or water to the first point on the ground or water at which the aircraft lands.

Section (1)(C) defines flights that qualify as a common carrier use of the aircraft for purposes of the exemption.  Only if the flight is authorized or permitted by the governmental authority under which the aircraft is operated
 and involves the transportation of persons or property. Where the aircraft does not itself transport the person or property to a location on the ground (or water), the flight does not qualify as a common carrier flight for purposes of the exemption.
  
Following are examples of flights that do not qualify as common carrier use:

a. Student instruction or training flights.

b. Flights to position or reposition aircraft by flying the aircraft from one point to another (“ferry flights”).

c. Aerial work such as crop dusting, seeding, spraying, bird chasing, towing of banners and gliders, and fire fighting by dropping water or flame retardant.

d. Aerial photography or surveying, and power line and pipeline patrol, without regard to whether the flight carries persons or property while the pilot or other crew member engages in the photography, surveying, or patrol.

e. Helicopter operations to perform construction or repair work, or in the lumber industry to reposition fallen lumber within the same general location.

f. Flights carrying persons or property for the purpose of parachute jumps or air drops.

g. Flights for the purpose of search and rescue, without regard to whether the flight carries persons or property while the search and rescue operation is conducted.

Following are examples of flights that do qualify as common carrier use when such services are offered indiscriminately to the public or to some portion of the public, provided the flights are authorized or permitted by the governmental authority under which the aircraft is operated:

a. Flights whose purpose is to transport persons or property from the location on the ground or water at which the aircraft takes off to another point on the ground or water at which the aircraft lands, including flights to transport fire fighting personnel, search and rescue personnel, construction workers, and equipment during fire fighting, search and rescue, and construction operations.

b. Sightseeing flights, even if they begin and end at the same airport, area of land, or water that was used for takeoff.

c. Helicopter flights to move large equipment from one location to another where the transportation is the purpose for the flight

d. Flights to transport injured persons to medical facilities.
Section (1) (F) provides that for purposes of this subdivisions  “gross receipts” do not include compensation paid by the owner or lessor of the aircraft or by related parties for use of the aircraft as a common carrier. “Related parties” include the owner’s or lessor’s immediate family, entities in which the owner or lessor, or the immediate family of the owner or lessor, hold one-half or more interest, and employees of the owner or lessor while on company business.

Regulation 1593 (d) Activities Not Affecting Exemption
Section (2) provides that test flights made for the purpose of determining whether an aircraft will fly in accordance with specifications, or whether the aircraft is in proper operating condition in all its parts, do not constitute use or consumption of the aircraft which would disqualify the sale and use of the aircraft from the exemption.  This is true whether such flights occur before or after the sale and delivery of the aircraft. This conclusion is unaffected by the circumstance that personnel of the vendor or vendee, government officials, or other observers may be on board the aircraft during such test flights.

Section (3) provides that work of modification, repair, or replacement of parts performed on an aircraft following its delivery and preparatory to its intended use, which is performed prior to the aircraft’s being placed in regular operation by a common carrier, will not disqualify the sale and use of the aircraft or its component parts from the exemption.   Flights for the sole purpose of positioning the aircraft at the modification, repair, or replacement facility will be considered a nonoperational use of the aircraft
.
Section (4) provides that the operation of an aircraft in this state for the purpose of training pilots or other personnel of the aircraft’s operator in the proper operation and maintenance of that particular aircraft will not disqualify the aircraft from the exemption.  This is true whether such operation occurs before or after the sale and delivery of the aircraft, provided the training period is no longer than is reasonably required for that purpose. This provision includes only such training as is necessary to familiarize the personnel with the operation of the subject aircraft. Examples of the type of activities that are not personnel training  and instead which are operational use, include training for a higher crew member certificate, proficiency or re-currency flights, and flight testing to observe the crew member’s ability to satisfactorily perform procedures and maneuvers during the test flight.

Section (5) provides that the operation of an aircraft for a short period for the transportation of nonrevenue passengers or property by a common carrier for the purpose of advancing the purchaser’s interests incidental to its business as a common carrier prior to placing the aircraft in regular operation will not disqualify the sale and use of the aircraft or its component parts from the exemption.
Regulation 1593 (e) states in relevant part “….the law provides that for the purposes of the proper administration of the sales and use tax and to prevent the evasion of tax, it shall be presumed that all sales are subject to the tax until the contrary is established. This presumption may be rebutted by the seller as to any sale of aircraft … by establishing to the satisfaction of the Board that the gross receipts or sales price from the sale are not subject to the tax…..’”.
.

Additional special provisions affecting aircraft are embodied in Regulation 1610, Vehicles, Vessels and Aircraft.
Regulation 1610 (b) provides that sales tax does not apply to the sale of an aircraft by a person not required to hold a seller’s permit by reason of the number, scope and character of that person’s transactions and further states that the purchaser must pay the use tax measured by the sales price of the aircraft to the purchaser.

Regulation 1610 (c)(2)(a) contains the following relevant provisions:

· Purchasers of aircraft from any person not required to hold a seller’s permit and not otherwise specifically exempt shall report and pay tax to the Board.
· A purchaser who holds a seller’s permit, must include the tax in the purchaser’s return for the period in which the aircraft was purchased.

· A purchaser who does not hold a seller’s permit, shall make a return and pay the tax on or before the last day of the calendar month next succeeding the month in which a return is mailed to the purchaser [by the Board], or the last day of the twelfth month following the month during which the aircraft was purchased, which ever occurs first.

· Any purchaser who registers an aircraft outside the state for the purpose of evading the tax shall be liable for a penalty of 50 percent of any tax determined to be due. 

OVERVIEW
In summary, a California resident person who purchases and takes title to an aircraft in California
  can, through proper and careful management of the flight time logged during the first year of operations and by paying careful attention to various filing and documentation requirements, achieve the common carrier exemption from California Use Tax.  The following outline describes the process from the point of view of the aircraft owner following the closing.

1. Piggy-back Charter Arrangement.  The owner should carefully consider the available field of charter operators and choose the operator that provides the best overall fit.  The charter operator will provide the owner’s access to “common carrier” operations via an agreement to do so.  The document underlying such an arrangement is typically called a “lease”.

a. Charter operations are governed under Federal Aviation Regulations (“FAR”) Part 135.  In other words, the charter operator will provide all of the FAA expertise required to property conduct charter operations in accordance with all relevant rules and regulations.  This is not an inconsequential undertaking and aircraft owner’s without specific aviation and charter operations history should not undertake this on their own.
b. From the owner’s risk management point of view, it should be understood that during charter flights, the charter operator has “command and control” of the aircraft.  This means that should and incident or accident occur during a charter flight, the charter operator will bear the primary responsibility.  Flights conducted by the owner and for the owner’s benefit, are conducted under the rules of FAR Part 91 and during such flights the aircraft owner has command and control of the aircraft.
2. Operational Considerations

a. The twelve month “test period” for the common carrier exemption begins with the first “operational use” of the aircraft after the purchase.  This is typically an owner’s trip to take the new aircraft out for a spin, but does not include a lengthy list of possible flight activities (see regulations above).  The twelve month test period also excludes time spent at a qualified repair facility.

b. There are two tests that must be met: (1) more than 50 percent of the flight log hours must qualify as “common carrier” under the California regulations which are different than the FAA regulations defining Part 135 operations, and (2) the charter operations must generate at least $50,000 of revenue from unrelated third party customers during the test period.

c. The items in (a) and (b) above are the essence of the exemption and must be carefully managed and thoroughly documented.

3. Documentation Requirements.  To qualify for exemption, the following list of documents must be submitted to the Board for review.
a. Copy of the charter operator’s Federal Aviation Administration Certificate.
b. The aircraft’s FAA registration documents.
c. A list of the charter operator’s certified pilots.
d. Evidence of proper insurance including a complete copy of the policy.
e. A complete copy of the aircraft’s flight logs from the date of delivery and the next succeeding twelve months of operational use.
f. A summary schedule summarizing each flight during the first twelve months of operation.
g. A complete copy of the aircraft’s engine maintenance log.
h. A complete copy of the sales contract which verifies the purchase price, date, and delivery location of the aircraft.
i. A complete copy of the aircraft lease agreement if the aircraft is leased.
j. A copy of all lease payment invoices (i.e. monthly revenue settlements) made to the lessor (i.e. owner) by the lessee (i.e. charter operator).
k. Copies of operator’s customer revenue billings showing the amount charged on all charter flights.  
4. Physical Considerations for the Aircraft.  In order for an owner to successfully place an aircraft on any piggy-back charter arrangement, the aircraft must first be qualified to fly under Far Part 135 Regulations.  Such issues as aircraft certification, inspections and maintenance, records, check flights, crew qualifications and training, etc. may be involved and may require additional expense outlay by the aircraft owner versus those expenses that would be incurred under FAR Part 91 operations.  The breadth and extent of such issues is specifically aircraft dependant and accordingly is beyond the scope of this paper.
5. Contract Considerations.  The National Business Aviation Association suggests that in addition to the obvious provisions of the contract identifying the parties, their intentions, and the specific assets involved, that the following specific items be considered in connection with charter management contracts.  Such contracts should not be undertaken without the services of a properly qualified aviation lawyer.
a. Be sure the parties understand the regulatory and tax consequences of their choice of entity.
b. The agreement should emphasize that the management company is providing management services and not transportation.
c. The detailed description of the specific services supplied by the management company will likely include:
i. Employment and supervision of flight and maintenance personnel, delineate the rights of both parties for hiring, reviewing, and fixing compensation, specify minimum experience levels and training requirements, indicate whether or not the personnel are exclusively assigned to the aircraft.
ii. Performance and/or supervision of aircraft maintenance, enrollment in an FAA approved inspection program, obtain an FAA approved Minimum Equipment List, and maintain proper maintenance records.
iii. Fleet insurance? FAA liaison and regulatory compliance?
iv. Payment of aircraft related expenses, benefit of fleet discounts, management fees.
d. A key provision is the delineation of “operational control” an FAA concept versus “possession, command, and control” an IRS concept.  Care should be taken in the drafting to ensure the owner and not the management company will be considered to have both “operational control” and “possession, command and control”.
e. Management arrangements under FAR Part 91 are generally subject to the ‘per gallon” fuel taxes under IRC § 4261 rather than the 10 percent Federal Excise Tax on transportation.  Care should be taken to ensure the management company has too much possession, command and control else the IRS could assess the 10 percent FET on owner flights.
f. Insurance and risk allocation, minimum insurance requirements, worker’s compensation and employer’s liability.
g. Consideration of the management company’s standard of care?  Should the management company be held liable for losses caused by its negligence, its gross negligence, its willful misconduct, or not at all?
END
� Generally the BOE takes a very narrow view of flights that qualify as common carrier flights and the definition in the California Regulations is different from the FAA definition under Part 135.  Care must be taken to analyze each flight segment (leg) separately.  Additionally, care must be taken to insure the Board does not wholesale disqualify groups of flights due to improper or inadequate insurance coverage.





� A flight flown under Part 135 regulation that does not carry passengers or property will not qualify under California Reg. 1593, accordingly, deadhead legs do not count towards common carrier usage.





� This means that ferry flights to and from a repair facility during the test period are excluded from the denominator of the fraction used to calculate the 50 percent or greater operational use test.





� The “common carrier” exemption as provided in Regulation 1593 is the only exemption available in the law that allows the aircraft transaction to occur in the state of California.  The exemptions provide in Regulation 1610 and 1620 each require the transaction to occur outside the state of California. 
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