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Disclaimer: This publication was nat prepared by or under the direction of NBAA_ It is being prowded to NBAA Mem-
bers for their general information and should not he construed as legal advice or legal opinion on any specific facts
or circumstances. You are wiged to consult vour afforney or other advisor concerming your own sifuation and for any

specific legal guestions yvou may have.

The recent court case of Morfon v United States' held that the aircraft operations of Peter Morton, a co-founder of
Hard Rock Café, were conducted as part of 8 "unified business enterprise” with his other business activitias and
therefore were not subject to the hobby loss limitations. In this taxpayer-friendly case, the court included hMorton's
aircraft operations in the “unified business enterprise” for hobby loss purposes arguably without applying the list of
aggregation factors in the Income Tax Regulations. This case may also be helpful to taxpayers because the other

businesses in the "unified business enterpnse” included & C corporation.

BACKGROUND

Many business owners conduct business using several different legal entities, including C corporations, S cor-
porations, partnerships, and limited hability companies (LLCs). For lisbility and other business reasons, thaey will
often put their aircraft in one of their business entities or in a separate leasing company that leases the aircraft
to one or more business entities. Although these arrangements generally do not create any income tax benefits
for the owner, the depreciation rules often cause the entity owning the aircraft to have a tax loss. In recent

wears, |IRS auditors have tried to disallow deduction of these losses, relying on the “hobby loss” rules.

Under the hobby loss rules, an individual or an S-corporation (Y S-corp”) cannot deduct net losses from an
activity that i1s not engaged in for profit.? In addition, the |IRS has held that the rules also apply to a partnership —

which would include an LLC taxed as a partnership.?

The court in Morton explained that to be engaged in an activity for profit, the taxpayer’s primary purpase for

engaging in the activity must be for income or profit. In another case, the Tax Court explained the appropriate
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standard as follows:

The basic standard for determining whether an expense 1= deductible under sections 162 and 212 {and thus not subject
to the limitations of section 183} is that the taxpayer must show that the taxpayer engaged in or carried on the activity

with an actual and honest objective of making a profit.®

To determine whether & taxpayer has the requisite profit objective, the Regulations provide a nonexclusive list of nine factors

to be considerad.®

FParticularly where an individual conducts an activity using several different legal entities, the issue arises of whether the
profit objective must be found for the separate portions of the activity conducted in @ach entity or whether the profit objec-
tive should be determined for the activity as a whole. The Treasury Regulations provide that the aggregation of undertakings
into a single activity for hobby loss purposes is based on all of the relevant facts and circumstances including the degree of
organizational and economic interrelationship of the undertakings, the business purpose of the undertakings, and the similar-
ity of the undertakings.” In determining whether it is appropriate to aggregate undertakings into a single activity for purposes
of evaluating a taxpayer's profit objective, the courts have expanded this list of factors to include the following:

*  \Whether the undertakings share a close organizational and economic relationship,

¢ \Whether the undertakings are conducted at the same place,

*  \Whether the undertakings were part of a taxpayer's efforts to find sources of revenue from his or her land,
*  \Whether the undertakings were formed as separate businesses,

*  \Whether one undertaking benefited from the other,

¢ \Whether the taxpayer used one undertaking to advertise the other,

* The degree to which the undertakings shared management,

*  The degree to which one caretaker oversaw the assets of both undertakings,

*  \Whether the taxpayers used the same accountant for the undertakings, and

*  The degree to which the undertakings shared books and records ®

In Rabinowitz v. Commissioner,? the court applied these aggregation factors to hold that 8 separate company operating an
aircraft charter business should be evaluated separately from the owner’s clothing business to determine whether the aircraft

operation was engaged in for profit.

In contrast, the court in Campbeall v. Commuissioner™ held that a partnership’s activity of leasing an aircraft to a commaonly-
owned C corporation was undertaken with a profit objective based on the benefits provided to the business conducted by
the C corporation. In rejecting the IRS' argument that the profit objective behind the leasing activity must be evaluated
separately, the court attributed the profit objective of the C corporation’s business to the partnership, stating that “[tlhe
entire econormic relationship and its consequences are what determine profit motive.” However, the IRS did not acquiesce
to this holding in Campbell, and, as illustrated in Rabinowitz, it 15 not clear whether the same result would follow if the court
had applied the aggregation factors.

In another case, the Tax Court has held that the hobby loss rules do not permit the aggregation of undertakings conducted in
C corporations with other undertakings.”" However, the court in this case declined to rule on whether this limitation prevents
a court from attributing the profit objective of a business activity in a C corporation to the taxpayer’'s other related activities 2
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MORTON APPLIES "UNIFIED BUSINESS ENTERPRISE" STANDARD

In Aorton, the Court of Claims relied primarily on the Campbelf case, in holding that to determine whether the hobby loss
rules apply, the IRS must consider whether the taxpayer is using the aircraft as part of & “unified business enterprise.”
IUnder the facts in the case, the court considered the aircraft operations to be part of an overall business involving multiple

corporations including & C carporation.

FPeter Morton was a co-founder of the Hard Rock Café chain, and the creator and developer of the Hard Rock brand. He

has worked in the restaurant, hotel, and gaming businesses from 1971 to the present. He conducted this business through
severgl corporations, including a C corporation. For liahility purposes, he arranged for one of these corporations, Red, White
and Blue Pictures, Inc. {RWE], to purchase a Gulfstream Il aircraft, which the corporation later exchanged for a Gulfstream

[% aircraft. Morton used both aircraft in connection with the business of his vanous corporations.

Morton argued that he was entitled to deduct all of the aircraft expenses attnbutable to the use of the arrcraft in his “unified
business enterpnse.” In contrast, the IRS argued that the hobby loss rules prevented RWE or Morton from deducting losses
attributable to the use of the aircraft for Morton's travel in connection with the business of his other corporations.

Although the court held that Morton still needed to substantiate the business use of the arrcraft, the court held in favor of
Morton on the hobby loss issue. The court held that the “unified business enterprise” theory applied to Morton's situation
and that “[als long as [Morton] used [the aircraft] to further a profit motive in his overall trade or business, the deduction is

allowed.”

IMPLICATIONS OF MORTON

In general, the court's favorable holding in AMorton sugaoests that a taxpayer is mare likely to have his ar her aircraft opera-
tions treated as part of an overall trade or business for purposes of the hobby loss rules, when that overall trade or business

constitutes a single interrelated business activity.

[t 1= difficult to predict whether a court will apply the aggregation factors under Rabinowitz ar the attribution within a unified
business enterpnse analysis under Morfon., One possible distinction i1s that the jet charter business in Aabinowiiz appeared
to be operating as a separate charter business, whereas in Morton the aircraft was simply used by Morton for his travel on

the business of his companies.

In the recent case of Stangeland v. Commissioner,” the court applied the aggregation factors to hold that an individual's use
of his aircraft to travel for the business of his various different corporations could not be treated as part of a single overall
business activity.” The holding in Stangeland may indicate that an aircraft used for business travel for one business is more
likely to be treated as part of an overall business enterprise than an aircraft that is used in multiple businesses.®

Morton 1s also helpful in demonstrating that aircraft operations conducted in passthrough entities can be viewed as part of an
overall business enterprise with a business conducted in a C corporation, at least under the attribution analysis of Morfon and
Campbell.

NBAS MEMBER AEZOURCE 3

EFTA00591503



“Marton Case Limits IRS Application of Hobby Loss Rules,” November 28, 2011

CONCLUSION

While the Marton case provides a taxpayer-friendly precedent, the aggregation of undertakings into activities and the at-
tribution of a profit objective within a unified business enterprise under the hobby loss rules remain subjective. To minimize
the hobby loss risks individuals should consider placing their aircraft in the same legal entity as their cperating business

ar using aircraft held in a separate entity in only a single operating business. If the aircraft must be used in multiple busi-
nesses, taxpayers may want to consider placing the aircraft in the entity with the primary business or charging a reasonable
management fee for therr services so that the aircraft is treated as used in a management services business. In view of the
uncertainty about whether it is permissible to consider business activities conducted in a C corporation, individuals should be
cautious about relying on the profit objective of a business conducted inside a C corporation to attribute a profit objective to

aircraft operations in a pass-through entity.
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END NOTES

1. 107 AFT.RZ2d 1201762, 20111 UWET.C. 950,346 {Ct. CL. Apr. 27, 2011).
z [.R.C. § 183,

3. Rev. Rul. 77-320,1977-2 CB. 74. Although the rules do not apply 1o a C-carporation {"C-corp”}, all @ntities including C corporations
ara subject 1o the rule that an expense can only be deducted as an erdinary and necessary business expanse under LR.C. § 162 ifitis
incurrad in an activity angaged in for prefit. Portland Golf Club v. Comm’s, 497 1.5, 164 (1930},

4. Othar courts have suggested that a pnmary or predominant purpose of earning a profit is not required and that the taxpayer anly
naads to have “a profit” objective. Faulconer v Comm', 748 F.2d 890 n.10 (4th Cir. 1984}

5. Schwartz v. Comm'T, T.C. Mema 2003-36.

B. Treas. Reg. § 1.183-2{b). These nine factors werae applied by the Tax Court in the case of Rabinowitz v Commissioner, T.C. Mema
2006-188, o find that an aireraft charter activity was oparated with the primary purposea of earning a profit and therefore was not
subject 1o the hobby loss limitations.

7. Treas. Reg. § 1.183-1{d)(1}). The Regqulations further provide that the IRS will generally accept the taxpayer's aggregation of activities
unless that aggregation is artificial and unreasonable.

B, Rabnowarz v. CommT T.C. Mema 2005-188.

8  T.C. Memo 2005-188.

10. 868 F.2d 833 (6th Cir. 1989}, nonacg. 1993-2 C.B. 1. See also Auhn v. Comm's, T.C. Memo 1992-460.
1. Misko v. Comm’y, T.C. Mema 2006-166.

12, Misko, T.C. Memo 2005-166 n.B.

13, T.C. Mermo 2010-1865.

14. The court in Stangeland also found that the aireraft was not used in a separate consulting sarvices business 1o aarn a profit, because
the taxpayer in Stangeland did not charga his other companies a consulting fea. In contrast, in Richardson v. Commissioner, T.C.
Memo 1996-368, the taxpayer was entitled to deduct the expensas of his aircraft when he structured the aircraft operation as part of
a management services business that provided managemeant services to his other companies for a management servicas fea.

15, The court in Stangeiand distinguished its holding from the halding in Campball by stating that in Campbell the airplane was laased 1o
"a particular corporation.”
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