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ARMEN, Special Trial Judge: This case was heard pursuant to

the provisions of section 7463 of the Internal Revenue Code in
effect at the time the petition was filed.? The decision to be
entered i s not reviewabl e by any other court, and this opinion

shoul d not be cited as authority.

1 Unl ess otherwi se indicated, all subsequent section
references are to the Internal Revenue Code in effect for 1999
and 2000, the taxable years in issue. Al Rule references are to
the Tax Court Rules of Practice and Procedure.
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Respondent determ ned deficiencies in petitioners’ Federal
i ncone taxes of $1,568 and $3,696 for the taxable years 1999 and
2000, respectively.

After respondent’s concessions,? the issue for decision is
whet her the | osses petitioners incurred in their sailboat charter
busi ness are subject to the passive activity loss rul es of
section 469. W hold that they are.

Backgr ound

Sone of the facts have been stipulated, and they are so
found. W incorporate by reference the parties’ stipulation of
facts and acconpanyi ng exhibits.

At the tinme that the petition was filed, petitioners resided
in Kirkland, Washington. (References to petitioners individually
are to M. VWaite or Ms. Wite.)

During the years in issue, M. Wite was enployed full tinme
as a glazing estimator, and Ms. Wiite was enployed full tinme as
a project coordinator.

At a tinme not disclosed in the record, petitioners started a
sai | boat charter business called GNRentals, which they operated
t hroughout the years in issue. The sailboat used in petitioners’

busi ness during the years in issue was a 1998 42-foot Catalina

2 Respondent concedes that: (1) Petitioners’ sail boat
charter activity is a trade or business; and (2) petitioners
incurred net |osses fromtheir sail boat charter business of
$5,593 for 1999 and $13, 186 for 2000.
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sai | boat named Mbonshadow.® Petitioners purchased Mbonshadow new

in Decenber 1997 for approxi mately $185, 000, at which tine they
traded in their former 36-foot Catalina sail boat.?

Moonshadow is a single sloop nmast sail boat with a diesel

engine. It features, anong other things, two doubl e-berth
stateroons, two cabins, two toilet conpartnents, and a galley
conplete with a mcrowave, refrigerator, freezer, three-burner
propane gas stove with oven, and hot and cold runni ng water.
Moonshadow al so has on board a gl obal positioning systemwth
chart plotter, an Autohel mnavigation system a Freedom 20
inverter system a TV/DVD, and a conplete stereo systemw th
speakers in front and in back. Petitioners took possession of
Moonshadow i n March 1998, and have remai ned the sole owners of it
t hroughout the years in issue.

During the years in issue, petitioners docked Mbonshadow at

the Anacortes Marina, which was operated by Anacortes Yacht

Charters (AYC), a charter conpany.® Petitioners initially

3 Petitioners have owned various Catalina sailboats for the
past 40 years. M. Wiite is also an experienced sailor who built
his first boat at the age of 13 and crewed on boats racing in the
Col unbi a Ri ver.

4 Petitioners apparently did not pay Washington State sal es
tax when they purchased Mbonshadow based on their declaration to
t he Washi ngton State Revenue Departnent that the sail boat was
purchased for charter purposes and not for personal use.

5 AYC has a fleet of 110 boats, including Monshadow,
avai l able for charters. AYC al so nai ntai ns skippers and crews
(continued. . .)
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entered into a yacht owners’ contract with AYC on May 26, 1998,

granting AYC the exclusive right to charter Monshadow as a bare

boat charter.® This contract continued until January 31, 1999,
when petitioners signed a new contract with AYC under terns
substantially simlar to the prior year’s contract. This
contract was automatically renewed and remained in effect for the
year 2000. Under this contract, AYC had the exclusive right to

| ease Moonshadow and to further sublease it to third-party

charterers. The | ease granted AYC possessi on, dom nion, and
control over the vessel. The terns of the contract provided that
AYC was responsi ble for the day-to-day managenent and operation

of Moonshadow to include: (1) Arranging charters through

advertising, boat show displays, distribution of brochures, and
AYC s internet site;” (2) providing certain services, to include
cl eani ng and i nspection, provisioning and ground transportation,
and the personnel needed to performthese services; (3) handling
all reservations, collection of charter fees, Washington State

sales tax, daily insurance fund and service fees, paynent of

5(...continued)
for hire.

6 A bare boat charter neans that the charter party receives
a seaworthy vessel in “bare” condition; i.e., the charter party
provides its own skipper, bears the cost of supplies and voyage
costs such as fuel and port charges, and is directly responsible
for operating and mai ntaining the vessel during the charter.

" Petitioners pay a separate fee to list and update a |link
for Moonshadow on AYC s internet site.
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Washi ngton State sales tax to the State, and di sbursenent of
funds to petitioners; and (4) perform ng necessary repairs or
mai nt enance to nmake Mbonshadow charter ready.® For these
services, petitioners paid AYC a conmm ssion, after deducting the
turn fee, of 30-percent of the gross charter fee (or 20-percent
of the gross charter fees for charters arranged by petitioners).?®
The contract further provided that petitioners: (1) Reserved no

right to nonbusiness private use of Moonshadow, (2) agreed to pay

AYC a comm ssion of 5-percent if they | eased Monshadow for

personal use; and (3) agreed to insure Monshadow at their own

expense under the AYC group insurance program
Typically, AYC s contracts with individual charterers set
forth the terns of a charter period as foll ows:
A CHARTER WEEK is 7 days/6 nights. Exanple: Noon
Sunday to Noon Saturday. Daily pro-rated itens are
based on nunber of days in charter

At the end of each nonth, AYC would mail petitioners a detailed

income activity statenent indicating the nanme of the charterer,

8 The contract authorized AYC to spend up to $500 for
repairs or maintenance needed to nmake the vessel ready for the
next charter. AYC was required to nmake every reasonable effort
to contact petitioners before authorizing repairs or naintenance
in excess of $500, or to provide notice at the first opportunity
if contact was not possible.

° Petitioners elected to pay the optional turn fee (which
provi des that AYC personnel w |l clean Monshadow after every
charter) because “being that it’s [ Mbonshadow] |ocated where it
is, it wwuld be--and we work full tine--it makes sense to have
them [ AYC] take care of it for us.”
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the start and finish dates, the nunber of charter days, the
charter incone, and the charter expenses. At the end of each
year, AYC would also nmail petitioners a yacht owners’ annual
summary wor ksheet showi ng the nonthly figures totaled for the
full year by incone, charter expenses, and nai nt enance and ot her
expenses. These reports denonstrate that AYC arranged 13
charters for a total of 92 charter days in 1999 and 15 charters
for a total of 97 charter days in 2000.1°

In addition to the services provided by AYC, petitioners
performed various services for their sail boat charter business.
For exanple, during the charter season petitioners would check on
t he sail boat, wash the rugs, and perform nmai nt enance. !
Specifically, in 1999 petitioners perforned a ngjor repair to
their sail boat when they installed a new wi ndl ass. At the end of
the charter season, petitioners would neet with the charter
representative to review the postseason report, which lists any
probl ens on the sail boat, the status of the systens, the
inventory on board, the hull condition, and any cosnetic
problenms. During the off-season, petitioners would work on any

probl ens noted in the postseason report, conduct engine

0 1n 1999, petitioners charted Monshadow for a total of
12 charter days; in 2000, they charted Monshadow for a total of
7 charter days.

11 AYC s charter season is typically the | ast week of My
t hrough the end of Septenber.
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mai nt enance, refinish the interior, wax the sail boat, and swtch
the punps. During the preseason, petitioners would conduct a
mai nt enance check, which AYC would verify based on a preseason
readi ness checklist. Petitioners also rented a storage |ocker in
the marina building where they stored proprietary parts that AYC
or petitioners could use for repairs on Monshadow.

To docunent their work, petitioners naintained
cont enpor aneous handwitten logs identifying the dates that they
wor ked on Mbonshadow and the type of work conpleted. The work
logs indicate a tinefrane for each day M. White or petitioners

t oget her worked on Moonshadow. The work | ogs, however, do not

detail the anount of tinme actually spent on a specific task, do
not indicate which petitioner perforned a particular task, and do
not account for lunch breaks that petitioners testified they took
during the day.

Petitioners tinely filed a Form 1040, U.S. Individual |ncone
Tax Return, for each of the years in issue. Petitioners attached
to each return, inter alia, a Schedule C, Profit or Loss From
Busi ness (Sol e Proprietorship). On each Schedule C, petitioners
identified their business nane as GW Rentals and their principal
busi ness or profession as boat charters and tours. On the
Schedul es C, petitioners marked “Yes” on Line G “D d you
‘materially participate’ in the operation of this business”.

Petitioners reported | osses from GWRentals on the Schedul es C as



foll ows:
Year G oss | nconme Tot al Expenses Net Loss
1999 $36, 273 $41, 866 $5, 593
2000 40, 863 54,049 13, 186

Expenses consi sted of advertising, autonobile expenses,

comm ssions and fees, depreciation, insurance, nortgage, |egal

and professional services, repairs and mai ntenance, taxes and

licenses, neals and entertainnment, utilities, and ot her expenses.
In response to an audit for the years in issue, petitioners

created on June 18, 2002, activity |ogs based on their

cont enpor aneous work | ogs, receipts, photos, checkbook, and

statenents. These activity logs item zed the type of work

petitioners allegedly perfornmed in their sail boat charter

busi ness as fol |l ows:

Year Total Hours Labor Hour sty Travel Tine | nvest nent Ti ne
1999 591. 25 390. 75 178 22.5
2000 616. 38 406. 5 178. 38 31.5

[LWe note that many of the activity itenms are inproperly categorized as
| abor hours. For instance, attending AYC neetings and barbecues are not | abor
servi ces.

In the notice of deficiency, respondent disallowed
petitioners’ business |osses. Respondent determ ned that
petitioners’ sailboat charter business is a rental activity, and
that petitioners’ business |osses therefore constitute passive
activity |l osses.

Petitioners tinely filed a petition with the Court disputing
the determ ned deficiencies. Paragraph 4 of the petition states

in part as foll ows:
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Taxpayers di sagree wth the disall owance.
Taxpayers furnished the Service nunmerous schedul es
supported by affidavits and recei pts docunenting that
all losses in question were allowed due to nateri al
participation under Treas. Reg. 1.469-5T(a)(1) and
1.469-5T(a)(3).

The Service's primary rebuttal to abundance of
docunent ati on has been that it is not possible for the
husband and wife, i.e., taxpayers Gary & Darl ene Wite,
to have worked a conbined total of 18 hours in any
given day. Apparently the nost the Service believes
that 2 people can work in one day is 16 hours!
Taxpayers contend that the Service's position is
unr easonabl e and w thout any authoritative support.

Di scussi on'?
CGenerally, the Comm ssioner’s determ nations are presuned
correct, and the taxpayer bears the burden of proving that those

determ nations are erroneous. Rule 142(a); Welch v. Helvering,

290 U.S. 111, 115 (1933).

Section 469 generally disallows for the taxable year passive
activity losses incurred by individual taxpayers. Sec.
469(a)(1l). A passive activity loss is the anobunt by which the
aggregate | osses fromall passive activities for the taxable year
exceed the aggregate incone fromall passive activities for such
year. Sec. 469(d)(1)(A). A passive activity is any trade or
busi ness in which the taxpayer does not materially participate.
Sec. 469(c)(1). The term passive activity includes any rental

activity regardl ess of whether the taxpayer materially

12 We decide the issue in this case without regard to the
burden of proof under sec. 7491(a) because the issue is
essentially one of |aw
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participates in the activity. Sec. 469(c)(2), (4). A rental
activity is “any activity where paynents are principally for the
use of tangi ble property.” Sec. 469(j)(8).

As relevant herein, exceptions to the general rule that an
activity involving the use of tangible property is a rental
activity are:

(A) The average period of custoner use
for such property is seven days or |ess;

(B) The average period of custoner use
for such property is 30 days or |ess, and
significant personal services (wthin the
meani ng of paragraph (e)(3)(iv) of this
section) are provided by or on behalf of the
owner of the property in connection with
maki ng the property avail able for use by
cust oners;

(© Extraordinary personal services

(within the neani ng of paragraph (e)(3)(v) of

this section) are provided by or on behal f of

the owner of the property in connection with

maki ng such property avail able for use by

custoners (w thout regard to the average

period of custoner use).
Sec. 1.469-1T(e)(3)(ii)(A through (C, Tenporary |Incone Tax
Regs., 53 Fed. Reg. 5702 (Feb. 25, 1988).

The period of custoner use is the period during which a
custonmer has a continuous or recurring right to use an item of
property held in connection with the activity (w thout regard to
whet her the custoner uses the property for the entire period).
Sec. 1.469-1(e)(3)(iii)(D, Inconme Tax Regs. The average period

of custoner use is calculated by dividing the aggregate nunber of
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days in all periods of custonmer use of the property for the year
by the total nunber of periods of custoner use for the year.
Sec. 1.469-1(e)(3)(iii), Inconme Tax Regs.

Section 1.469-1T(e)(3)(iv), Tenporary Inconme Tax Regs., 53
Fed. Reg. 5702 (Feb. 25, 1988), defines significant personal
services as foll ows:

I n determ ni ng whet her personal services provided in

connection wth making property avail able for use by

custoners are significant, all of the relevant facts

and circunstances shall be taken into account.

Rel evant facts and circunstances include the frequency

with which such services are provided, the type and

anount of |abor required to perform such services, and

t he val ue of such services relative to the anount

charged for the use of the property.

Significant personal services include only services
performed by individuals and do not include excluded services as
defined under section 1.469-1T(e)(3)(iv)(B), Tenporary |Inconme Tax
Regs., 53 Fed. Reg. 5702 (Feb. 25, 1988). As relevant herein,
excl uded services are defined as services necessary to permt the
| awful use of the property and services perforned in connection
with the performance of repairs that extend the property’s useful
life for a period substantially |onger than the average period
for which such property is used by custoners. |1d.

Section 1.469-1T(e)(3)(v), Tenporary Incone Tax Regs., 53
Fed. Reg. 5702 (Feb. 25, 1988), defines extraordi nary personal

services as foll ows:

For purposes of paragraph (e)(3)(ii)(C of this
section, extraordinary personal services are provided
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in connection with making property avail able for use by
custoners only if the services provided in connection
with the use of the property are performed by
i ndividuals, and the use by custoners of the property
is incidental to their receipt of such services. * * *
Petitioners contend that several of the exceptions to the

definition of a rental activity apply in this case. For 2000,

petitioners contend that the average rental period was |ess than

7 days. For both 1999 and 2000, petitioners contend that they

personal Iy contributed significant and extraordi nary personal

services. On the other hand, respondent contends that the
average rental period was based on the contract between
petitioners and AYC as | essee, and that petitioners did not

contribute significant or extraordi nary personal services. W

agree with respondent.

The yacht owners’ contract concerni ng Moonshadow was an

annual excl usive | ease agreenent between petitioners and AYC,
whi ch was automatically renewabl e each year unl ess otherw se
termnated. AYC is a professional organization engaged in the
charter boat business. Under the ternms of the contract,

petitioners | eased Moonshadow to AYC, granted AYC possession,

dom ni on, and control over Monshadow, and gave AYC t he excl usive

right to subl ease Moonshadow to third-party bare boat charterers

for the entire year. AYC would then enter into individual
charter contracts with third parties. Petitioners were not a

party to the individual charter contracts, and, indeed,
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petitioners were not involved with any aspect of qualifying
charterers or establishing such charters. Mreover, petitioners

reserved no right to reserve Mdonshadow for nonbusi ness private

use and agreed to pay AYC a reduced comm ssion if they |leased it
for their personal use. Under WAshington State |aw, petitioners’
contract with AYC constituted a | ease agreenent. See WAsh. Rev.
Code Ann. sec. 62A A2-103(1)(j) and (k) (West 2003). Therefore,

AYC s exclusive right to | ease Moonshadow for a 1-year period

constitutes the average rental period for purposes of section

1.469-1(e)(3)(iii), Inconme Tax Regs. See Hairston v.

Comm ssioner, T.C Menp. 2000-386 (holding that an arrangenent

wher e taxpayers | eased equi pnment to their corporation, which was
engaged in the business of |easing such equipnent to third
parties, for an indefinite termover a nunber of years was one
period of custonmer use for each taxable year); Kelly v.

Comm ssioner, T.C Meno. 2000-32 (hol ding that an arrangenent

where taxpayer |eased his aircraft for 1l-year periods to a
conpany that would in turn use the aircraft or rent it to other

pilots was a yearly-basis rental); Frank v. Conm ssioner, T.C

Meno. 1996-177 (holding that the flight training schools were the
| essees where taxpayer |eased his plane to flight training
schools that rented the plane to custoners). Accordingly, the 7-

day and 30-day exceptions under section 1.469-1T(e)(3)(ii)(A and
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(B), Tenporary Inconme Tax Regs., 53 Fed. Reg. 5702 (Feb. 25,
1988), do not apply in the instant case.

We now turn to the extraordi nary services exception under
section 1.469-1T(e)(3)(1i)(C, Tenporary Incone Tax Regs., 53
Fed. Reg. 5702 (Feb. 25, 1988). Respondent asserts that
petitioners did not provide extraordinary personal services in
t heir sail boat charter business. Petitioners, however, contend
that they provided extraordi nary personal services by, for

exanpl e, updating Mionshadow s web page on AYC s internet site,

searching for and acquiring proper repair parts, performng
installations, repairs (e.g., repair of windlass) and routine
mai nt enance, and using an outstanding full-service charter broker
to facilitate the check-in and enbarkati on process. Petitioners
argue that perform ng extensive work on Moonshadow to keep it in
pristine condition constitutes exceptional personal services.

The personal services provided by petitioners in conjunction
with AYC s services clearly contributed to maintaining

Moonshadow s i mmacul ate condition and to its marketability to

prospective charterers. Such services, however, are not those
ordinarily contenpl ated under the extraordi nary personal services
exception. In other words, for that exception to be applicable,
the use by custoners of the sail boat woul d have to be incidental

to the receipt of petitioners’ personal services.
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The | egislative history of section 469 states:

furni shing a boat under a bare boat charter * * *
constitutes a rental activity under the passive |oss
rul e, because no significant services are performed in
connection with providing the property. [S. Rept. 99-
313 (1986), 1986-3 C.B. (Vol. 3) 742.]

Mor eover, section 1.469-1T(e)(3)(v), Tenporary |Incone Tax Regs.,
53 Fed. Reg. 5702 (Feb. 25, 1988), provides the follow ng
exanpl es:

the use by patients of a hospital’s boarding facilities
generally is incidental to their receipt of the
personal services provided by the hospital’s nedica

and nursing staff. Simlarly, the use by students of a
boardi ng school’s dormtories generally is incidental
to their receipt of the personal services provided by

t he school’s teaching staff.

Section 1.469-1T(e)(3)(viii), Exanple (3), Tenporary I|Incone Tax
Regs., 53 Fed. Reg. 5703 (Feb. 25, 1988), further illustrates
this exception:

The taxpayer is engaged in an activity of transporting
goods for custoners. |In conducting the activity, the

t axpayer provides tractor-trailers to transport goods
for custonmers pursuant to arrangenents under which the
tractor-trailers are selected by the taxpayer, nay be
repl aced at the sole option of the taxpayer, and are
operated and nmai ntai ned by drivers and mechani cs

enpl oyed by the taxpayer. The average period of
custoner use for the tractor-trailers exceeds 30 days.
Under these facts, the use of the tractor-trailers by
the taxpayer’s custoners is incidental to their receipt
of personal services provided by the taxpayer
Accordingly, the services perfornmed in the activity are
extraordi nary personal services * * * and, * * *
[thus], the activity is not a rental activity.

The underlying purpose of petitioners’ business, as well as

AYC s business, is to charter Mbonshadow. During the years in
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i ssue, petitioners exclusively | eased Mbonshadow to AYC for 1-

year periods, and AYC then chartered Monshadow to third parties.

Under the contract, petitioners were obligated to ensure that
Moonshadow was charter ready at the start of the charter season.
As such, petitioners perforned cl eaning, naintenance, and
repairs. During the charter season, only AYC was responsible for

t he day-to-day mai ntenance and operation of Monshadow. Although

petitioners were not otherw se obligated to provide services
during the charter season, they did performroutine naintenance,
repairs, and cleaning in addition to the sanme services provided
by AYC. During the postseason, petitioners thenselves attenpted
to correct any problens noted in the postseason report. On at

| east one occasion, petitioners perforned a major repair to their
sai | boat when they replaced the w ndl ass.

Al'l of petitioners’ personal services, however, were
provided in connection with the use of their sail boat by AYC and
AYC s third-party charterers, and such use of petitioners’
sai | boat was not incidental to the personal services provided by
petitioners. |Indeed, the personal services provided by
petitioners were perfornmed in their capacity as owners of
Moonshadow with the objective of preserving their investnent in
the sail boat. Al though prospective charterers may have sel ected
Moonshadow because of its pristine condition, a charterer’s

objective is to rent a well-nmaintained sail boat rather than to
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obtain a sailboat incidental to the receipt of petitioners’

cl eani ng, mai ntenance, and repair services. Therefore, we
conclude that petitioners did not contribute extraordi nary
personal services to their sail boat charter business during the
years in issue.

Accordi ngly, we sustain respondent’s determ nation
di sall owi ng petitioners’ business |osses.

We have considered all of petitioners’ arguments, and, to
the extent that we have not specifically addressed them we
conclude they are without nerit.

Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.

To reflect the foregoing,

Deci sion will be entered

for respondent.




