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Application of State Sales and Use Taxes
to Corporate Aircraft Purchases and
Leases
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Most states impose a sales and use tax of between 3% and
10% on purchase of tangible personal property (e.g.,
aircraft).

The tax rate for the vsetaxin any specific state will be
identical to such state’s sales tax rate.

Sales taxes and use taxes are mutually exclusive. With

respect to any individual item of property, a state
generally will assess either a sales tax or a use tax, but

not both.

Proper planning may help eliminate or defer taxes.
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Sales & Use Tax Overview
Sales Taxes

A state may impose a sales taxon the purchase or
lease of property within the state in the absence of an
applicable exemption.

The sales tax is a transaction-based tax and will apply
only in the state where the transaction occurs (i.e., the
aircraft delivery location).
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Sales & Use Tax Overview

Sales Taxes

The place where lease transactions occur may be the place
where the aircraft is delivered at the beginning of the lease,
the hangar location of the aircraft, or any other state that
has jurisdiction to tax the aircraft.

State sales tax jurisdiction is commonly referred to as rexus.
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Use Taxes

The state may impose a use faxon the use, storage, or
consumption in the state, of property acquired outside
the state and subsequently brought into the state.

Copyright © 2005 Galland, Kharasch, Greenberg, Fellman & Swirsky, P.C.

A @, THE SAGE
‘ PARTNERSHIP




Use Taxes

Whether a use tax will apply depends on the structure of the

state’s use tax provisions. Depending on the state, use tax may
be imposed:

1. onthe first use of property in the state;

2. only on property used in the state within a certain time period
after it was purchased (e.g., six months); or

3. upon the use of the property in the state for a specified
number of days (e.g., 30, 60, etc.).
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Aircraft may be used, and, therefore, technically subject to
use taxation, in any state where the aircraft is used.

As a practical matter, a state is unlikely to attempt to
assess a use tax against an aircraft owned by a nonresident
who operates the aircraft in the state only occasionally.
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Sales & Use Tax Overview

Use Taxes

Aircraft owners should become familiar with the use tax provisions
of the following states:

1. the state where the aircraft will be hangared and primarily
based;

2. the state of his or her own domicile, or if the owner is a business
entity, the state(s) in which it has its principal place
of business; and

3. any other state where the aircraft may be used on a frequent
basis.
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In most cases, an aircraft will be subject to a use taxin the
state in which it is permanently based and hangared (assuming
the state imposes sales and use taxed on aircratt).

If an aircraft will be based in a state that imposes sales and use
taxes, there may be no real tax advantage to taking delivery in

a no-tax state; although a sales tax liability may be avoided,

the taxpayer will likely incur an equivalent use tax liability.

State of incorporation/formation of ownership entity is
irrelevant.
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Common Exemptions

1. The Sale-for-Resale

2. Isolated or Occasional Sales

3. The Trade-In Credit

4. Interstate Commerce and Common Carrier

5. Fly-Away
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State-Specific Exemptions

There are a variety of state-specific exemptions for aircraft
Transactions that are unique to particular states.

Connecticut exempts all aircraft having max gross takeoff
weights in excess of 6,000 pounds.

Florida permits apportionment sales tax for leased aircraft
using a formula based on miles flown in Florida airspace.
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American Jobs Creation Act
Of 2004
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American Jobs Creation Act of 2004

Section 274 of the tax code limits deductions for
expenses of facilities (including aircraft) used for
entertainment, amusement or recreational
purposes

The Act Amended the Entertainment Facility Rules
of Section 274 of the Tax Code

The Act Overrules Sutherland Lumber and Chief
Counsel Advice Memorandum (10/31/03),
Effective October 22, 2004
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American Jobs Creation Act of 2004

Prior Law: Allowed deduction for any expense of
providing corporate aircraft for the personal use of

a shareholder/employee, if the corporation

Includes the value of each flight in the shareholder’s/
employee’s income. Conclusion reached in
Sutherland Lumber case
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American Jobs Creation Act of 2004

New Law: Expenses for goods, services, and
facilities with respect to entertainment, amusement,
or recreation and treated as compensation are
deductible. Except for Specified Individuals

deductible only to extent of the amount included In
Income.
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American Jobs Creation Act of 2004

New Law: Specified Individuals
Very broad definition under Sec 16(a) of Securities Act of 1934

Includes — (1) Officers
(2) Directors
(3) Direct or indirect owners of 10%
of any class of equity

Presumably the expenses will be totally deductible
as it applies to personal flights of employees who
are not “Specified Individuals.”
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American Jobs Creation Act of 2004

“Expenses” probably includes a pro-rata portion of
tax depreciation and fixed operating expenses as
well as direct operating expenses.
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American Jobs Creation Act of 2004

The Act Raises More Questions than it Answers

1. How to treat personal flights for purposes other
than entertainment, amusement, or recreation.

2. How to treat mixed-use flights (business travelers
and recreational travelers on same flight).
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American Jobs Creation Act of 2004

The Act Raises More Questions than it Answers

3. How to treat a flight for a Specified Individual
having both business & recreational components.

4. Multi-city travel where some destinations are for

entertainment, amusement, or recreational
purposes.
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American Jobs Creation Act of 2004

W hat should Be Considered as an Alternative?

1. Should a third party charter rate be charged to a
“Specified Individual” for personal flights — Business
aircraft not operated under Part 91 of FAA.

2. Payment of amount under a timeshare arrangement —
W ould this exempt entertainment travel by
“Specified Individual”?
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Tax-Free Exchanges Under
IRC Section 1031
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Tax Concerns

Your aircraft has been fully (or nearly fully) depreciated for
tax purposes

Your aircraft has retained most of its original market value,
and may even have appreciated

You want to sell your aircraft and use the proceeds to buy
another aircraft, but the sale of your “old” aircraft could
result in millions of dollars of recapture, all of which could
be taxable at ordinary tax rates
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Your Solution

If you “exchange” your old aircraft for your “new” aircraft in a
transaction qualifying under Section 1031 of the Internal
Revenue Code, you may be able to defer recognition of some
or all of the gain from the sale of the old aircraft.
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Issues

Qualifying a transaction under Section 1031 can be
complicated

Transaction form and timing are critical
An inadvertent or relatively minor timing or documentation
error in an otherwise properly structured transaction can

cause the whole transaction to fail to qualify under Section
1031
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Statutory Elements of a Tax-Free Exchange

You must have held your old aircraft for productive
use in a trade or business, or for investment

You must hold your new aircraft for productive use in a trade or
business, or for investment

Your new aircraft must be “like-kind” to your old aircraft
You must NOT sell your old aircraft and purchase your new

aircraft in separate transactions, but rather must exchange your
old aircraft for your new aircraft

Copyright © 2005 Galland, Kharasch, Greenberg, Fellman & Swirsky, P.C.




ownership issues of privately held aircraft

Statutory Elements of a Tax-Free Exchange

You must recognize gain to the extent of any cash or any other
non-qualifying property

Your basis in your new aircraft will be adjusted downward
by the amount of gain deferred by the exchange

If you are not actually selling your old aircraft to the same party

from whom you will purchase your new aircraft (e.g. an OEM),
the transaction must be structured as a multi-party exchange
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Multi- Party Exchange & Deferred Exchange

Safe Harbors

If you are not actually selling your old aircraft to the same party
from whom you will purchase your new aircraft (e.g. an OEM),
the transaction must be structured as a multi-party exchange

In multi-party exchanges, the sale of the old aircraft and the
purchase of the new aircraft may occur simultaneously, or
up to 180 days apart

If you will close the purchase of your new aircraft within 180
days subsequent to the closing of the sale of the old aircraft,
you must structure the transactions as a “Forward Exchange”
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Multi- Party Exchange & Deferred Exchange
Safe Harbors

If you will close the purchase of your new aircraft within 180
days prior to the closing of the sale of the old aircraft, you must
structure the transactions as a “Reverse Exchange”
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Forward Exchange Basics

Authorized by Treasury Regulations § 1.1031(k)-1

Qualified Intermediary (Al”) acts as middleman in sale of
the old aircraft and acquisition of new aircraft

You and QI enter into an Exchange Agreement which
restricts your rights to receive proceeds from the sale of the
old aircraft

Proceeds from the sale of the old aircraft are held in a

qualified escrow account or a qualified trust account
pending purchase of the new aircraft
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You must either acquire the new aircraft, or specifically

identify the aircraft that will be acquired, within 45 calendar
days after completion of the sale of the old aircraft.

You may be allowed to identify multiple and/or alternate
aircraft

You /must complete your acquistion of the new aircraft no
later than the earlier of:

(1) the 180" calendar day after the completion of the sale
of the old aircraft

(2) the due date (including extensions) of your Federal
income tax return for the taxable year in which the sale
of the old aircraft occurred
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Reverse Exchange Basics

Authorized by IRS Revenue Procedure 2000-37, 2000-40
IRB 1 (September 15, 2000)

Procedures are similar to Forward Exchange, except that a
Qualified Exchange Accommodation Titleholder (“EAT”)
holds title to either the old aircraft (a “Front-End Reverse
Exchange”), or the new Aircraft (a “Back-End Reverse
Exchange”) until a closing of the sale of the old aircraft

can be arranged. (7he EAT usually also performs the Q/
function)
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Reverse Exchange Basics

You and EAT must enter into a Qualified Exchange
Accommodation Agreement

You /st either complete a sale of the old aircraft to a
third-party buyer, or specifically identify the aircraft that will
be sold, witiin 45 calendar days after the acquisition of the

new aircraft by you in a Front-End Reverse Exchange, or by
the EAT in a Back-End Reverse Exchange
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Reverse Exchange Basics

The sale of the old aircraft must be completed no later than
the 180" calendar day after the acquisition of the new
aircraft by you in a Front-End Reverse Exchange, or by the
EAT in a Back-End Reverse Exchange

You /st either complete a sale of the old aircraft to a
third-[arty buyer, or specifically identify the aircraft that will
be sold, witiin 45 calendar days after the acquisition of the
new aircraft by you in a Front-End Reverse Exchange, or by
the EAT in a Back-End Reverse Exchange
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Common Questions

Who may and who may not serve as Qualified
Intermediaries and/or Qualified Exchange Accommodation
Titleholders? (e.g., Lawyers, Accountants, Aircraft Brokers)
Are OKC escrow accounts “Qualified” escrow accounts?

Can | use an aircraft broker to take title to my old aircraft or
to pass title to the new aircraft?

In a forward exchange, can | take title to a grees aircraft in
exchange for my old aircraft?

Can | make progress payments on a new aircraft?
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Common Questions

6. Can | exchange my aircraft for:

a. Aninterest in a partnership that owns a different
aircraft?

b. A 100% interest in a limited liability company that owns
a different aircraft?

c. A fractional interest in a new aircraft?

7. Can I trade two old aircraft for one new aircraft in a single
1031 transaction?

8. Can | exchange my old aircraft for a new aircraft of lesser
value and receive the price difference in cash tax-free?
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Common Questions

9. What happens if | do a Reverse Exchange and can't sell my
old aircraft within 180 days of the purchase of my new
aircraft?

10. Will my exchange qualify as a “trade-in” for state sales and
use tax purposes?
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Private Aviation Asset Protection &

Liability Navigation Strategies
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The Information and written materials presented are for risk
management informational purposes only. Before acting on
the basis of any information or material, readers should

consult their own aviation legal, tax and risk management
aadvisors.
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Risk: Physical Damage
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Common Findings

Significant gaps between risks
Uninsured, underinsured contract risks
Policies overlap

Improperly insured aircraft

Liability limit based upon cost not exposure

A e We Wia We g |

Multiple agents managing separately - insured
but overlapping risks
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Agenda

Private Ownership, Uses and Risks
Contracts
EU and International Risks

Best Practices
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Private Ownership

Uses
Profile, Complex Structure

Overlapping Risks
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Private Ownership - Uses

Charter (includes jet cards)
Fractional share
Owner-operated

Dedicated flight operation

Owned aircraft with manager
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Private Ownership — Profile, Complex Structure

“Deep Pocket”
Global Activities, Business Ventures
Regulatory Compliance, Tax Efficiency

Personal, Business and Charter Use
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Private Ownership: Risk — FAA v Liablility
FAAV Legal Liability

Ownership —FAR 91, 135

Legal Liability

FAA — Operational Control
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Private Ownership: Overlapping Risks

Assets: Real and Personal

Passion Investments, Overlapping Staff
Personal, Global Liability

Financial, Fiduciary Liability
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Private Ownership: Risk Management

Risk = Chance of unplanned event
Risk Management
Identify: Operations, Financial, Legal, Human

Address: Avoid, Finance, Control
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Contracts

Contractual Liability Defined
Aviation Types
Risks

Risk Management
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Contract Risk: Defined

Owner Assumes Liability of Other Party
Owner’s Policy Benefits Shared/Diluted

Underwriter Must Approve to Insure Relationship
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Contracts: Aviation Types

Ground Handling/Storage/Airport
Lienholder/Financial Lessor

Operator/Dry Lease (Time Share, Interchange)
Management, Charter/\Wet Lease

Alternative Ownership (Joint, Fractional)

Maintenance/Refurbishment/Overhaul
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Contracts: Risks

Physical Damage (generally)

Indemnity, Hold Harmless, Loss Payee,
Consequential Loss, Diminution of Value

Insurance Provisions

Additional Insured, W aiver of Subrogation,
Breach of Warranty
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Contracts: Risks

Hold harmless — promise not to sue “other party”
regardless of negligence

Indemnification — protect “other party” from claims

Consequential Damage — financial loss of use,
value

Diminution of value — reduction of market value
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Contract Risks: Waiver of Subrogation

Promise my insurance company will not sue
“other party”

Subrogation = Substitute
Pre-loss only/Policyholder cannot predjudice

Generally limited to physical damage



Lessor/Lienholder
Rights to policy will not be invalidated, regardless
of policyholder’s actions, if an insured claim
Physical damage loss payee
Insured risks may still breach contract covenants

Invalidation of Interest
Other party’s rights to your policy will not be
iInvalidated, regardless of policyholder’s actions, if
an insured claim
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Contract Risks: Additional Insured

Liability protection extended to other party
Legal defense extended to other party
Payment of claims on behalf of other party
Other insurance clause

Cross liability/severability of interest



Average Aircraft Liability Limit vs. Average Hull Value

$310,000,000

Aircraft
L iability $210,000,000

Limit

$110,000,000

$10,000,000 —— .m . . . . .
$Imm  HBmm  $15mm  $35mm

Hull Value
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European Union & International Risks
EU Regulation: Logic, Risks, Sanctions,
Calculations, Risk Management

Other International Risks: Claims, OFAC,
Planning, Aviation Related Risks
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European Union: Logic?
EU Regulation: Logic (EC) No. 785/2004,
Effective April 29, 2005
“...foster consumer protection...”
“...apply to all carriers from third countries...”

Based upon Warsaw, Montreal Conventions
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European Union: Risks

“...possibility of unlimited liability...”
Aggregates do not release operator
“...flying within, into, out of, or over...”

Over-flights exempt for passenger, baggage,
cargo but no exceptions for third-party liability
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European Union: Sanctions

Evidence required during permit process
Refuse landing

No take-off without evidence
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European Union: Calculations

Third-party passenger, baggage & cargo
Maximum Take Off Mass (MTOM) kg+
Special Drawing Rights (SDRs) x

Number of passenger seats
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European Union: Risk Management

Make & model weight ranges
Increased third-party war risk requirement
Each occurrence limit

Carry original documentation
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International: Risk Management

Claims: Insurer response, Cultural experience

OFAC: Paying claims; Default of covenants
http://www.treas.gov/offices/enforcement/ofac

International Flight Planner: Country-specific
Insurance documentation

Endemic disease, Crew car rentals, Off-airport
liability
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Risk: Best Practice?
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