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13 T.C. 214 (1949)

An act of the legislature of the Philippine Islands cannot bar claims for income taxes
due to the United States under revenue acts of Congress.

Summary

The  Tax  Court  addressed  deficiencies  in  income  taxes  for  the  estate  of  B.W.
Cadwallader and Rose M. Cadwallader. The central issue was whether Philippine
law could bar the U.S. government’s tax claims against a resident of the Philippine
Islands. The court held that the Philippine legislature’s powers extended only to
domestic affairs and could not contravene U.S. revenue acts. It also determined that
a prior estate tax proceeding was not res judicata for income tax liability. The court
further ruled on dividend tax credits and the allowable credit for taxes paid to the
Philippine Islands. Ultimately, the court found deficiencies existed, adjusting the
credit for Philippine taxes paid.

Facts

B.W. Cadwallader, a U.S. citizen residing in Manila, Philippine Islands, failed to file
U.S. income tax returns for 1918 and 1919 until 1939. His income during those
years was derived from sources within the Philippine Islands. Cadwallader was a
stockholder  in  Cadwallader-Gibson Lumber Co.,  a  Philippine corporation selling
lumber to U.S. customers through brokers. After Cadwallader’s death, an estate tax
return was filed in California. The executrix disclosed a potential income tax liability
but did not admit it. The Commissioner later determined deficiencies in income tax
for 1918 and 1919.

Procedural History

After Cadwallader’s death, probate proceedings were initiated in the Philippines,
and an ancillary estate was established in California. The Commissioner issued a
notice of deficiency in estate tax, which was appealed to the Board of Tax Appeals
(BTA). The BTA’s decision was affirmed by the Ninth Circuit. Subsequently, income
tax returns were filed, and the Commissioner determined deficiencies, leading to the
present proceedings before the Tax Court.

Issue(s)

1. Whether Section 695 of the Code of Civil Procedure of the Philippine Islands bars
the assessment and collection of the deficiencies.

2. Whether the doctrine of res judicata bars the assessment and collection of the
deficiencies due to a prior estate tax proceeding.

3. Whether dividends received from Cadwallader-Gibson Lumber Co. in 1919 are
subject to normal tax.
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4. Whether the estate is entitled to credits for income taxes paid to the Philippine
Islands in 1919 and 1920.

Holding

1. No, because the Philippine legislature’s power does not extend to contravening
U.S. revenue acts.

2. No, because the prior estate tax proceeding involved different issues and taxes,
and the income tax liability was not previously litigated.

3. No, because the Cadwallader-Gibson Lumber Co. did not conduct business or
derive income from sources within the United States.

4. The estate is entitled to a credit of $432.16 for income taxes paid to the Philippine
Islands in 1919, correcting the Commissioner’s error.

Court’s Reasoning

The court reasoned that Section 695 of the Philippine Code of Civil  Procedure,
requiring claims against a deceased person’s estate to be filed within a specific
period, did not bar the U.S. government’s tax claims. The court emphasized that
Congress  delegated  general  legislative  power  to  the  Philippine  Legislature  to
regulate internal affairs, but not to contravene U.S. laws. Regarding res judicata, the
court noted that the prior estate tax case involved different taxes, issues, and, to
some extent, different parties. As the income tax liability was not raised or decided
in the estate tax proceeding, res judicata did not apply. The court determined the
lumber company’s sales occurred in Manila, not the U.S., thus the dividends were
not eligible for normal tax credits. Finally, the court corrected the Commissioner’s
calculation, allowing the full credit for Philippine taxes paid, stating, “Respondent
erred in failing to credit this amount in full.”

Practical Implications

This case clarifies the limits of delegated legislative power, especially concerning
territories and possessions of the United States. It reinforces that territorial laws
cannot undermine federal tax laws. It also provides a clear application of the res
judicata  doctrine,  emphasizing  that  different  types  of  taxes  (estate  vs.  income)
constitute distinct causes of action. Legal practitioners must ensure compliance with
both U.S. federal laws and local laws but understand the supremacy of federal tax
laws. The case highlights the importance of accurately calculating and claiming
foreign tax credits, providing a reminder to meticulously review the Commissioner’s
calculations. This decision remains relevant in cases involving U.S. citizens residing
abroad and the interaction between U.S. tax law and foreign legal systems.


