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The determination of whether income is considered community property and the
allowance of foreign tax credits against U.S. income tax liability for U.S. residents
depends on the laws of the taxpayer’s domicile and the specific provisions of the
Internal Revenue Code, respectively.

Summary

Mary Marsman, a citizen of the Philippines and resident of the U.S. after September
22, 1940, contested deficiencies in her U.S. income tax for 1939-1941. The Tax
Court addressed whether her income and her husband’s were community property
under  Philippine  law,  the  taxability  of  undistributed  income  from  her  foreign
personal holding company, and her eligibility for foreign tax credits for Philippine
taxes paid. The court held that her income was community property, the entire
undistributed  income  of  her  holding  company  was  taxable,  and  she  was  only
partially eligible for foreign tax credits. The ruling clarifies the interplay between
domicile,  community  property  laws,  and U.S.  tax  obligations  for  residents  with
foreign income.

Facts

Mary Marsman and her husband were citizens of  the Philippines,  a community
property jurisdiction. Prior to their marriage in 1920, they made an oral agreement
to keep their earnings and separate property income separate. Mary became a U.S.
resident on September 22, 1940. She was the sole stockholder of La Trafagona, a
foreign personal holding company. She paid Philippine income taxes in 1941 for the
years 1938 and 1940.

Procedural History

The  Commissioner  of  Internal  Revenue  determined  deficiencies  in  Marsman’s
income tax for 1939, 1940, and 1941. The Tax Court severed the issue of residency
for  preliminary  determination,  finding  that  Marsman was  a  U.S.  resident  after
September 22, 1940. The remaining issues concerning community property, foreign
holding company income, and foreign tax credits were then litigated before the Tax
Court.

Issue(s)

1.  Whether the income of  the petitioner and her husband from both individual
services and separately owned properties was community income, taxable one-half
to the petitioner.
2. Whether the undistributed Supplement P net income for the entire year 1940 of
the petitioner’s wholly-owned foreign personal holding company is includible in full
in her income for the period September 22 to December 31, 1940.
3. Whether the petitioner is entitled to a credit against her 1941 Federal income tax
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for Philippine income taxes paid in 1941 on income for 1938 and that part of 1940
prior to September 22; and if not, whether such taxes are allowable as a deduction
in determining her net income for 1941.

Holding

1. Yes, because under Philippine law, absent a valid antenuptial agreement, income
from separate property and earnings are considered community property.
2. Yes, because according to 26 U.S.C. § 337(b), a U.S. resident who is a shareholder
on the last day of the foreign holding company’s taxable year must include the full
amount of the company’s undistributed net income as a dividend.
3. No, in part, because U.S. tax law does not allow a credit for foreign taxes paid on
income earned while a nonresident alien; however, she is entitled to a credit for the
portion of the 1940 Philippine income tax allocable to income realized after she
became a U.S. resident.

Court’s Reasoning

Regarding community property, the court applied Philippine law, which dictates that
without a valid antenuptial contract, a marriage is governed by the legal conjugal
partnership.  The  oral  agreement  between  the  Marsmans  did  not  meet  the
requirements of  the Philippine Civil  Code,  which requires such contracts  to  be
recorded in a public instrument. Therefore, all income was community property.
Regarding  the  foreign  personal  holding  company  income,  the  court  pointed  to
sections 331 and 337 of the Internal Revenue Code and the associated Committee
Report.  The  court  stated:  “From the  provisions  of  section  337  (b)  and  of  the
Committee Report relating thereto it appears that where on the last day of a foreign
personal holding company’s taxable year one who has been its sole stockholder
throughout such year and is also a citizen or resident of the United States on such
day is  required to include in his  income as a dividend…the full  amount of  the
company’s Supplement P net income which remains undistributed on the last day of
its taxable year.” Therefore, the full amount was taxable to her.
Regarding the foreign tax credit, the court reasoned that the purpose of the foreign
tax credit is to mitigate double taxation. Because Marsman was a nonresident alien
when she earned the income subject to Philippine tax in 1938 and part of 1940, that
income was not subject to U.S. tax at that time. The court cited 26 U.S.C. § 216,
which disallowed foreign tax credits to nonresident aliens. However, because she
was a resident for part of 1940, she could claim a credit for that portion of the 1940
Philippine income tax allocable to income realized after September 22. The court
noted that “the application of section 131 must be in harmony with other provisions
of the statute and must be made with regard to its recognized and established
purpose.”

Practical Implications

This case provides guidance on several key issues for U.S. residents with foreign
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connections.  First,  it  emphasizes  the  importance  of  formalizing  agreements
regarding  marital  property  rights,  particularly  for  individuals  domiciled  in
community property jurisdictions. Second, it confirms that the entire undistributed
income of a foreign personal holding company is taxable to a U.S. resident who is a
shareholder on the last day of the company’s taxable year, regardless of when the
income was earned or when the shareholder became a resident. Finally, it clarifies
the limitations on foreign tax credits, reinforcing that such credits are primarily
intended to prevent double taxation and are generally not available for taxes paid on
income earned while a nonresident alien. Later cases may cite this decision for the
principle that tax laws should be interpreted in light of their purpose, even when the
literal  wording  might  suggest  a  different  result.  This  ruling  highlights  the
complexities of U.S. tax law for individuals with international financial interests.


