Lederman v. Commissioner, 6 T.C. 991 (1946)

A beneficiary of a testamentary trust is not entitled to a foreign tax credit for taxes
paid by the estate on the deceased’s prior tax liability but is entitled to a credit for
taxes withheld at the source on dividends paid to the trust.

Summary

The petitioner, a beneficiary of a testamentary trust, sought a foreign tax credit for
two items: (1) taxes paid by the administrator of his deceased wife’s estate on a
deficiency in her Philippine income tax liability from a prior year and (2) taxes
withheld at the source by Calamba and American on dividends paid to the trust. The
Tax Court denied the credit for the former, holding that the payment of the wife’s
tax liability was a charge against the estate’s principal, not the beneficiary’s income,
and no double taxation existed for the beneficiary. However, the court allowed the
credit for the withheld taxes, reasoning that the withholding constituted payment for
the purposes of the foreign tax credit, regardless of when the withholding agent
actually remitted the funds to the foreign government.

Facts

The petitioner was the beneficiary of a testamentary trust established after his
wife’s death. In 1941, the administrator of the wife’s estate paid a deficiency
assessed by the Philippine government against her 1939 Philippine income tax
liability. The petitioner claimed a credit for one-third of this payment. Also in 1941,
Calamba and American withheld taxes on dividends paid to the trust. The
withholding agent had not yet paid the taxes to the Philippine government due to the
unusual situation in the Philippine Islands after May 15, 1942.

Procedural History

The Commissioner of Internal Revenue disallowed the foreign tax credit claimed by
the petitioner. The petitioner then appealed to the Tax Court, seeking a
determination that he was entitled to the claimed credit.

Issue(s)

1. Whether the petitioner, as a beneficiary of a testamentary trust, is entitled to a
foreign tax credit for taxes paid by the administrator of his deceased wife’s estate on
a deficiency in her Philippine income tax liability from a prior year.

2. Whether the petitioner is entitled to a foreign tax credit for taxes withheld at the
source by Calamba and American on dividends paid to the trust in 1941, even
though the withholding agent had not yet remitted the funds to the Philippine
government.

Holding
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1. No, because the payment of the wife’s tax liability was a charge against the
estate’s principal, and the beneficiary did not receive the income on which the
deficiency was based.

2. Yes, because the withholding of the tax constitutes payment for the purposes of
the foreign tax credit, regardless of when the withholding agent actually remits the
funds to the foreign government.

Court’s Reasoning

With respect to the first issue, the court reasoned that the primary design of the
foreign tax credit is to mitigate double taxation, which only exists when the same
income is taxed both in the foreign country and in the United States. Because the
income on which the Philippine tax deficiency was paid was never includible in the
petitioner’s income, no double taxation existed. Furthermore, the court stated that
the tax payment was a claim against the estate’s principal, not the petitioner’s
income. The court likened the problem to situations where taxes or other expenses
payable from the corpus of a trust do not serve as a deduction or reduce the amount
of income currently distributable to the income beneficiary.

Regarding the second issue, the court found that withholding constitutes payment
for purposes of claiming the foreign tax credit. The court emphasized that once the
taxpayer parts with the funds through withholding, there is no reason to correlate
the credit to the withholding agent’s actual payment date, a date over which the
taxpayer has no control. The court also pointed to regulations requiring information
only on the amount of tax withheld and the date of withholding, indicating that
withholding and payment are considered the same for purposes of the credit. The
court cited section 29.131-3 of Regulations 111, which states that direct evidence of
tax withheld at the source is sufficient proof to support a claim for credit, regardless
of whether the claim is for tax paid or tax accrued.

Practical Implications

This case clarifies the requirements for claiming a foreign tax credit as a beneficiary
of an estate or trust. It distinguishes between taxes paid directly by the estate on
prior liabilities and taxes withheld at the source on income distributed to the trust.
For the former, the beneficiary must demonstrate a direct connection to the
underlying income and double taxation. For the latter, the act of withholding is
sufficient to establish payment for credit purposes, shifting the focus from the
withholding agent’s actions to the taxpayer’s immediate loss of control over the
funds. It also highlights the importance of proper documentation to support a
foreign tax credit claim, particularly in situations involving withholding.
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