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Smith v. Commissioner, 81 T. C. 918 (1983)

The court clarified the scope of tax exemptions under international treaties and the
standards for deducting expenses related to business activities.

Summary

In Smith v. Commissioner, the Tax Court addressed whether wages earned by a U.
S. citizen from the Panama Canal Commission were exempt from U. S. income tax
under the Panama Canal Treaty, and the deductibility of various expenses claimed
by the taxpayer. The court held that the wages were not exempt from U. S. tax, as
the  treaty’s  language  and  legislative  history  indicated  an  exemption  only  from
Panamanian taxes. Additionally, the court disallowed deductions for charter boat
and rental property expenses due to lack of proof that the activities were conducted
for profit or that the expenses were ordinary and necessary. The decision highlights
the importance of clear evidence in tax disputes and the interpretation of treaties in
tax law.

Facts

George E. Smith, a U. S. citizen, was employed by the Panama Canal Co. from
January 1, 1979, to September 30, 1979, and by the Panama Canal Commission from
October 1, 1979, to December 31, 1979. He received wages and tropical differential
payments from both entities. Smith claimed these wages were exempt from U. S.
income tax under the Panama Canal Treaty. He also reported losses from a charter
boat  business  and  claimed  deductions  for  rental  property  expenses.  The  IRS
disallowed these claims, leading to a tax deficiency.

Procedural History

The  IRS  issued  a  notice  of  deficiency  to  Smith,  disallowing  his  claim  for  tax
exemption  on  wages  from  the  Panama  Canal  Commission  and  his  claimed
deductions.  Smith petitioned the Tax Court,  which reviewed the case based on
stipulated facts and documentary evidence.

Issue(s)

1. Whether wages earned by a U. S. citizen from the Panama Canal Commission are
exempt from U. S. income tax under the Panama Canal Treaty.
2. Whether tropical differential payments received by Smith are excludable from
gross income under section 912(1)(C) or 912(2).
3. Whether Smith was engaged in a trade or business of boat charter, and if so,
whether his claimed expenses were deductible.
4. Whether Smith could deduct rental property expenses in excess of those conceded
by the IRS.
5.  Whether  Smith  could  deduct  telephone  expenses  as  an  employee  business
expense when he claimed the zero bracket amount on his tax return.
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Holding

1. No,  because the Panama Canal  Treaty and its  legislative history indicate an
exemption from Panamanian taxes, not U. S. taxes.
2.  No,  because  tropical  differential  payments  do  not  qualify  as  foreign  area
allowances or cost-of-living allowances under section 912.
3. No, because Smith failed to establish that the charter boat activity was conducted
for profit or that the claimed expenses were substantiated.
4. No, because Smith did not prove that the claimed rental property expenses were
ordinary and necessary business expenses.
5. No, because Smith did not substantiate his business use of the telephone or prove
the expense was for a business purpose.

Court’s Reasoning

The court relied on the language of the Panama Canal Treaty and its legislative
history,  emphasizing  that  the  treaty’s  exemption  was  intended  to  apply  to
Panamanian taxes, not U. S. taxes. The court cited McCain v. Commissioner and
other cases that supported this interpretation. Regarding the tropical differential
payments, the court found they did not fit the definitions of excludable allowances
under section 912, as they were designed as recruitment incentives rather than cost-
of-living adjustments. For the charter boat and rental property deductions, the court
applied section 183(b) and 162(a), respectively, requiring the taxpayer to prove a
profit motive and the ordinary and necessary nature of the expenses, which Smith
failed to  do.  The court  also  noted the lack of  substantiation for  the telephone
expense claim.

Practical Implications

This decision underscores the importance of clear treaty language and legislative
history  in  determining  tax  exemptions.  Attorneys  must  carefully  analyze  such
documents  when  advising  clients  on  international  tax  matters.  The  ruling  also
highlights the strict standards for deducting business expenses, emphasizing the
need for taxpayers to maintain thorough records and demonstrate a profit motive.
Practitioners should advise clients to keep detailed records of business activities and
expenses to substantiate deductions. The decision may affect how similar claims for
tax exemptions and deductions are treated in future cases, reinforcing the need for
clear evidence and legal authority to support such claims.


