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REPUB{.IC OF THE PHILIPPINES
(COURT OF TAX APPEALS
QUEZON CITY

STATES STEAMSMIP CUMPANY,

Petitioner,
- YOISUS = STA GASE NO. JAGL
SLMML SSL0NER OF LNTLANAL _
REVENUE, el

Respondent.

X o = = o o« » awos e R

DPECISICON

Petitioner has sppealed ixom the decision
of respondent Commissioner of internal Revenue
deted May 6, 1963, holding it lisble for 1959
deficiency income tax amounting te P61,689,.34,
inclusive of interest.

Fetitioner is 2 foreign shipping company
which is duly authorized to do business in the
Philippines. On July 1 and August 23, 1997, it
merged end consclideted with two other U, .A.
corporations, namelys States Line lnc. and
i:uﬁt: Tzansport Lines, inc,., thereby succeeding
to and assuming all thes righte, zssets, lisbili-
ties, and cbligations of the consclidated coxpo=
rations,

Un august 23, 1957, petitioner entered into
an Upersting-Lifferentisl Subsidy Agreement with
the United stetes of /rmerica, represented by
the Federal Msritime Boaxd, (Exhe =1, pp. 262~
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326, 273, CTA xec.) The operating-differential
subsidy (“Merchant Marine ~ct, 1936", Sections
6ul=003 (b), Exh, Lo ppe liB=l69, 1959=160, CTA
ree; Exh, =1, 20+ git.) 1is 2 yearly finsncisl
gid in the opexations of vessels used to pro=
mote foreign coomerce of the United :States and
to meet the foreign-ilag ships' competition,

The said subsidy comtract provides that
it "shall not exceed the excess of the fair and
recsonable cost of insurance, wages and subsis=
tence of officers and crews, and any other items
of expense im which the Commissionex (Federal
Maxitime Board), shall find and determine that
the spplicant is at a substantial disadvantage
in competition with vessels of the foreign countzy
hezeinafter referred to, in the operstion undax
United States registry of the vessel or vessels
covered by the contract, over the estimated faix
and ressonsble cost of the same items of expense...
4f such vessel or vessels were cperating under
the registry of ¢ foreign country whose vesscls
sre substantial competitexs of the vessel or vees
sels covered by the contract.,” (Sec, 6U3(b), Mex-
chant Marine Act, 1936, txbs L, st ps 1060, CTA
xec.s Exh, M=1, op. Sif.)
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On June 14, 1960, petitioner filed its 1959
income tax returm and reported thexeim a met loss
from Philippine opezations of r169,083.84, coae
puted sg follows:

Gross receipts from carge
1ifted at Fhilippine pezts 144150,861.,74

Gross receipts from
world vessel operase

tions FAB, 200,819,334
Uperating-Differen-
tial Subsidy 10, 79<,344 .0

Less: Interim proe
vision for recapture (1,174,164,00)

Hegquired deposits

of earnings head D0, Oie )
Total vweorld Gross
Receipts V3a808,979,34

Ratio of Philippine
Gross Aecelpts to world
Gross Receipts 79105

Allocation of Vessel
Operating Expense:

Vessel Operasting
Expense 4’&.’35&, 701.08

Vessel Uepre-
ciation 3,371,301.74

Loss on Gu‘rn

Claeims Hesulting

from sinking of 5.3,
Penngylvania :

Total P48,618,8300<0
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Amount of Vessel Cpers~

ti zmu Allocable to

Ph 1p Upsrations

m.b .3&1.26 X 7-913%’ ?3.“‘.“7'38

Allocation of Adainistrae~
tive [ xponses and other
Deductions fzom Incomes

Administrative Expen-
sey 75,469,758, 76

lntezest Lxpense 873,951.64
Uther (income) and
L‘PM" Fl;ﬁ?j g'a)

Less: Fedezal income
tax adjust~
ﬁ‘nt. “.9130“ -

froceeds of
Life lnsurange 350,000,U0=

Capital Gsins |
and Losses 2.009,56 124,259.G

Tetal E£2.967,969,42

Amount of Administrative

Expenses and Uther De-

ductions from Income Ale

locable te Fhilippine I
Cperations 473,708.26
(”.“’.%9.4‘ x 7 91“)

Total Expenses Allocable.

to Philippine Cperstions 4,319,945,58
Net Loss from ¢hilippine . |
Operationss P 209,083,684
m

{(Exh, 8=1, p. 371 STA 2eec,.)

in the investigation conducted by nevenue
Lxaminers vio Hativ;dnd/and Simeon Casingal of the
1959 income tax xeturn of petitioner, they reported
and recommended to respondent the recomputation of
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petitioner’s Philippins Sncome tax by including cer-

tain items to world gross income, such as agency

fees, comuissions, and other shioping income of
$131,924 (r<63,848); interest income of 5111,634
(r223,266); and other net income of 3837 (#1,673.9%6);

and the f{tem of “Intexim Frovision for Recaptuze®
amounting to $587,092 (rl,174,164,00) was added

to world expense, itemized as followss

Egﬁl - -‘ﬂr Ei\ LS m‘l

Operati iffe= :
rential sldy § 5,396,17«

ency Fees, Come
miseions, and ther
dhipping income 131,94
interest incame 111,634

Cthexr income (net) 637

Total 528,240,977 x2

8
GRLD SXPENSEs

Cperating Expenses 21,178,381

Depreciation 1,665,65)

interxim Frovision
foxr Recapture 287,092

Administzative & _
General Lxpenses 9044 ,879

(#45,200,819,34)
( 10,792,344,.0C)
( “63,848,00)

( 483,208, 0U)
(e daf73,96)

r56,46]1,9%
(P4s,356,761.08)
‘ 3,37)1,301.,74)
( 1,174,184,00)

{ 5,280,758,76)

interest (Expenses) _ 286,978 ( 372,951.84)
Tetal 3 2023822978 % &

185

P52, 765, 996,00
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Net werld Income §$ _J,857,999 ( 3,715,998.00C)

W o B W e W i e e e B R W e e e

Fox Philippine Income Tax
m—t“m—-‘—‘m

Gzoss receipts from carge
. 1ifted at Philippine Ports P 4,150,861.74

Lesss o l. Expenses:

orld's Expenses, OF
wWorld's Gross Income

821080k T4 X 102,765,936,
» NV
T.349% x ?‘52,769.% i
Philippine Net Income ’

Philippine Income Tax due thereon
£ 73.921,00

A W W W A s R e e R i S A e W e W

Based upon the report anc recomaendstion of
Hevenue Lxaminazs Natividad and "asingal, respon-
~dent had also disallowed the item "Hequired Depo=
sits of Laxnings" in the sum of Pe,300,000.,00 ae
exclusion from petitioner’s gross income, and al-~
so dissilowed as part of petitioner's world ex~
pense subject to allocation and claimed in its
income tax zeturn, the following items:

{1) Less on Cargo claims zesulting
the sinking of &.6. Fensyl-

vannis P 24,870,760 .44
{(2) Fedexzl income tex ade

Justaend 0E,913.44
(3) Proceeds of Life lnsu~ |

rance 50, 000, 00
(4) Capital gains & losses 7,019.56
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oy (Exhse < & 3, poe 34 & 17, respectively, BIR

The foregoing daté were tasken by respondent's
examiners from the Statement of Income and Laxned
surplus cextified by Hoskine & Sells, petitioner's
U.3. sccountants. (ixh. R, pp. 6=12, BIK Zzec.)

The secomputation of the tax by respeondent
zesulted in 2n jpexzesse in petitioner's woxld
gross insome to PH6,481,9%4 as against P5,466,979.34
retuzned by petitioner; end a gecreiss in the
wozld expense from P54,606,820,68 (P48,610,651.46
plus P5,987,969.42) to P952,769,9%. Consequent~
1y, by respondent®s computation, the ratio of
petitioner's income te gxoss world income gdgge
geas8d from 7.911% to only 7.349% a8 well as
the asllocable expense for Philippine operation
from ¥4,319,945,58 to r3,877,770.1%5, thereby
finding & net taxable income of ¥273,081.63, for
which petitioner was assessed a deficiency income
tax due of #73,927,C, Anfxae.

The (1) agency fees, commissions anc other
shipping income of vi03,84835 (<) interest income
of 12il3,268; and (3) other net income of r1,673.98

were added Dy the revenua exaniners to the world

gross income of setitionezr becsuse said items were
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The same exaniners included in petitiomex®s
gross income the "Required Ueposits of :arnings”
of P2,350, 000,70 becuuse said emount was not re-
quired ioc be deposited under the Qpctati;g-bif~
ferential Subsidy agreement., It would appear,
therefore, that sald depesit was made voluntazily
by petitioner without the blessing and approval
of the Federel Maritime Board,

With zespect to the item of loss on cargo
claims amounting to P4, 090,768.,44 as 3 result of
the sinking of the vessel 55. Peansylvannis, then
owned by the ausa&b;d Pacific Transport lines,
Ince, respondent®s examiners disallowed the same
as part of petitioner's wordd expense since they
considered that the loss occurred in 1952; and
that the loss, for purposes of U.5. Ilncome Tax,
was charged to capitel surplus and, therefore,
nd& an expense. Howevexr, for Philipoine In-
come Yax purposes, sajld loss had been charged
by petitioner to operations. F&nglly. the itams
of Federasl income tex adjustment, proceads of life
insuzsnce, and the czpital gains and losses of
P66,913.44, 195G, CU and ¥7,019,56, respectively,
or a %total of rl125,933.00, were disallowed as

deductible expenses betause sald ftems were not
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token Up in the Stetement of Income and Earned
Surplus prepared by Haskins & Sells, petiticnez's
UesSe accountantss They were, however, taken up
in the Statement of income (Philippine Cperations)
as prepared by the accounting fimm of Sycip, Gore
tes, Velayo & Co. (Exhe 3, pe 17, BIA rec.)

Sonsequently, on January 19, 1962, respon=-
dent issued against petitiocner the 1509 deficiency
incame tax sssessment amounting to P8l,689.34, coa=
puted as folliowss

ROmlaim 3024 00=00/0F
Net loss pex retumn o.......u(m

Net income per report of in=-
vostigation sesesees Fel3,001283

Tax due thereon sesevse F 73,947,400

sids 1/2% monthly interest
from 4=19=60 to lel eve . JTal8sa04

TOTAL AMOUNT DUE AND COLLECTIBLEZGALGE9.34

The ifssues submitted for resolution of this
Court sre the following:

1) whether ox net the inclusicn by respon=
dent of the sgency fees, commissions and other shipe
ping income amounting to PL63,848,00, interest ine
come of Fiid,<08,0u, and other income {(net) of
Ple074,00, oxr & total of »488,790,00, tg petitionex's
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world . ross incomg is valid and Justified;

2) whether or not the dissllowance from
petitioner's expenses of the loss on carge claims
lauunt:lni to Pi890,TBE.44 as a :nuft cf the
sinking of the 5.3, Pennsylvania is valld and
Justified;

3) whether or not the dissllowsnce from
petitioner's expenses of the deductions consise
ting of federel income tax adjustment, proceeds
of life insurance and capital gains and losses
amounting to Flid,933.,00 is valid and justified;

4) whether or not respondent's treatment
of the interim provisioen for recapture in the
amount of rl,174,184,00 as part of netitioner's
wuy groes expense, instesd of an =xclusion from
Agznﬁu income, is valid and Justified; and

5) vhether or not zespendent®s inclusicon
of #F<,390,000,0C, which wses deposited in the Bank
of hnic' in petitioner's worle gwia income
is valid and justified,

Potitioner contends thet the agency fees,
comnisdions, snd othexr shipring incuma amounting
to Fab3,848.00, the intexest income of PL43 268,00,
and the other income (net) of rl,é674,00, or & to=
tal of P4BB, 7904, do not form part of its world



TPECLSION
CTA CASE NG, 14C)

Qil-

iacome m;uu they were cderived in full from
sources ocutside: the Phllippines ane should, there=~
fore, b&‘lllhﬂlﬂ from petitioner®s “world Gross
income” under Section 163 of the Income Tex Regu-
lations.

Aespondant, however, included the agency
fees, commissions and other shipping income, in-
terest income and the other income in petitioner‘s
world gross income because they are considered ine
come incident to the shipping business and should
therefore form paxt of its world ‘an income
(Pe 35, t.sene, Marzch 19, 1973) for purposes of
computing ite 1999 taxable net income from Philipe
pine sources under the fozmula of general appore
tionment provided in Section 163 of the same In=

. come Tex Aegulations,

/%"I section 37 of the Netional Internsl ievee
nue Code classified income of foreign coxporstions
into three categories, to wits ()) Income which
is derived in full fgon gources within the Philipe
pines; (2) income which is derived in full fzom
Souzces withoug the Philippines; and (3) Aincome
which is derived partly fzeo scuxces within sad
Raxtly fxon sources witheus the Philippines,
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Honeresident foreign ccrpoxations, like pe~-
titioner herein, are toxable enly on imcome from
sources within the Fhilippines, whether derived
exclusively fxom sources within the Philippines
or partly from sources within and paxtly from
sources without the Fhilippines provided they are
allccable to sources within the Philippines. (Dei-
ichi Chuo Kisen Kaisha ve Cam. of Internal Reve=
nue, CTACase No. 12477, Mey 31, 1969; U.5. Lines
Company ve Commissioner of lnternal Revenue, CTA
Case N o, 1305, June 28, 19734 Ginn and Company
ve Commissioner of Intermal Revenue, T4 Case
No. 674, May 2], 1962; Molland Last Asia Lines
ve Coll, of Inte Rev., CTA Case N o, 383, August

5, 1958,) Needless to sey, jpcome af petitienss
dexived in full frco souzces outside the Shilip-
2ipes is not. thexefoze, sublect to the Fhilipe
Ripsiincone Sax, pursuant to Section 37 (¢) of
the Tax Code which provides as follows:

3. 37. Anceme From Sources WASHAD
ihe Fhilipeinese

KKk x XX XK X X

{e)

qnu ncome shell be treated os ine
come from sources without the Fhilippines:
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(1) Jingexest othexr than that de=
rived from sources within the Phili.pp:lnll
as provided in pazagraph (<) of subsection
{a) of this sectiong

(2) Qividengs othex than those de=
uﬂd from sources within the Hulippi.nu
m in unqnm (<) of subgection

(IJ
(3) & for laboz oz 20~
nal services | without the ip=
pines;
(4) ties from propere
.ty located t m l:lppm: or from

any intexest in such g: including
rentals or Hll‘u.lt or the nu of or
QW“ nts . m&m:u:ﬂ
8¢ PO ¢ s
processes and l-ul.io Mx: trade=
marks, trsde brands, fnmhiut. and other

like propezties; and
s ittt ptcitsens i
thout
tho rhmmnn.-

(Gse also Section 156 of Income Tax or Ae=
venue nquhum Noe 2).

Petitioner received the agency fees, commise
sions and other shipping income fram sgency sex~
vices for other steamship lines in its sevezal of-
fices in the United States (Exh, P, at p. 99, CTA
reC.)} the interest income was earned {rom Govern-
ment securities and time deposits in the United
States; and the other net income was realized
from the gains on sales of fixed assets in the
United States (Ibiéd, p. 94.) CTA rec.; gee 2is0
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Exhe 1, pp. 384385, CTa x;c.); the proceeds of
insurance t!k;ll on the Mfe of Exic wroldsen and
refund of Federal Income tax were derived in full
from sources outeide the Fhilippines. (lbid, p. 99,
CTA rec.; jbid, PPe 384-385, CTA rec.).

Under the provisions of Section 37 of the Tax
Jode, as implemented by Section 138 of the Income
Tax Aegulations, the income mentioned above should
not be included in the gross income of petitionex
for the purpose of determining its Philippine ine
come under Section 163 of the Income Tax Regula=
tions mn/u. if an item of Lincome emanated actuaslly
from sources within or without the Philippine un~
der the provisions of Section 37{e) and (¢) of the
Tex Code, then Section 37(e) and Section 163 of the
Iincome Tax Regulations abovementioned will no longer
apply (United States Lines v. Commissioner of Ine
ternal Hevenue., supEa.) as the said income are
not uhjut to allocetion ox apportionme SOUT=

ces within or without the Fhilippines,
| Thus, in the case of United States Lines v.
Commissionexr of lnternal Aevenue, Supra, citing
Daiichi Chuo Kisen Kaisha v. Commissioner of In-

ternal Aevenue, gupza, this Coust ruled ss followss

" %X % x Jonseguently, where an item of
income is ﬂmt.ll maJhu as income which
is dezived in full from sousrces within the
Philippines or income which is derived in full
from sources without the Philippines under the
provisions of Section 37(a) or (c) of the Tax
Code, in relation to Section 152 of Revenue

174
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nm.laum: No. 4y then Section 37(e) of
the same Code, a3 'l'll.l as the imwiuom
of Section lﬁi of Aevenue Regulations Neo.
2, cannot apply. lmmh as th-n is
no guestion that p¢

.r'rnr*r*rwmrv**tmr*
in_full fxom sources without the rhilic
sines under sectien J7lcl, 1t follows 3!
(e _Said profits are pot sublect to all

400 _or gpportionment 10 SOUECES Wit
WUT"WI T"I "IH‘-I"'""'TI 'I"Y' :

th nu Hﬂu m.-lﬁln
ulr no utnuut in respondent's ar-
gument that the ase "world gross ine
come” denotes not ﬁnl.r gross ineome rea-
1ized within the Phil pgun but aleso
includes cther incomes from all sources
"including in each case income of 3 non=
mppl.u character but incidentsl to
the shipping bublness such as dividends
from investments, interest on deposits.”

At any Tete, it was the intention
of Congress to plsce the taxstion of
transportation companies upen a scunder
and more scientific besis, snd so the
principle was pdopted of considering in-
come derived from trensportation to be
income for services, with the zesult
that the plece where the services are
rendered determines the source, The
result is u:-l from sources partly
within and p J without the Philipe
pines undexr Section 37 (e) of the Na-
tional Internal Revenue Code, But the
problem was not yet selved, 1t was still
necessary to allocate inccme to the two
sources, (See Martens' Law of Federsl ine
come Taxation, Vol, 8, Sec, 45«43
11l2,) For this reason, we have t;n for-
mula of general sllocation or zpportion-
ment set out in Section l&3 of Hevenue
Regulations No. 2, The texm “inc
in esach case income of a nonshipping ¢
racter but incldents] te the shi
business, such as dividends from st
ments, intezests op deposits,” should

o178
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be limited to incidental income in con=
nection with the service of tianspartae
tion derived by fereign shipping compa=
nies whose vestels touch Fhilippine ports,
and which is not income dexived in full
from sources without the Philippines un-
der Section 37(e) of the Revenue Code,

" Otherwise, the inclusion of income which
is not derived from the service of tranee
portation and which is income from sour-
ces clesxly without the Phulpglnn in
the Fhrase "world gross income" undex
the formula of general apportionment set
out in Section of the Income Tax Re=
m:uem for the purpose of determining

lippine taxsble income, as respondent
theorizes, will result in the texation
of M“ﬁtu activities bmﬂ the ¢t

iing Jurisciction of the Philippines,”
SECOND 138K '

Respondent disaliowed fxom petitioners ex~
penses the loss on carge claims xesulting frem
the sinking of the 5.5, Pensylvania on the theery
that the loss occurred in 1952 and for Federal
income Tex purposes the less had been charged
to capital surplus., However, for Philippine ine
come tax purposss the same Joss had oveen charged
to operations, (Exh. 34 ps 17, BIA rec,) Respon~
dent further argues that inasauch as the loss on
caxrgo claims had been filed in 1952 by the cazgo
ownexrs, it is presumed that the owner of the ves~
sel, the Focific Transport Lines, iInc., had ale
ready claimed this loss in its income tex returns
and that after Pecific Transport Lines Inc, and
petitioner had been merged, the latter can no
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longer claim the same loss in 1959 for that would
result :ln*ehining & loss by two different enti=-
tiess &nd finally, it ie claimed that the loss
which ceccurred in 1952 cannot be deducted for ine
wome tax purposes in 1959, (ppe 31le32, tesefe,
Mazeh 19, 1973,)

Jetitioner, however, insists that the ship-
per's clalimes for losses were still pending in
courts and, therefore, the loss remained unli-
quidated and undetermined, both as to the exsct
amount recoversble by claimsnts and 2s to whethes
such lose is to be compensated "by insurance or
otherwise." In brief, petitioner*s Josses azie
sing from claims for lest cazgo were not yst
closed and completed,

/'f We sustain the view of cetitioner., There are
four reguisites in the deductibility of a loss, %o
wit: (1) there must be an zctual lossy (2) the
ll;u must be cne sustained by the taxpeyex; (3)
the loss must be one susteined in & closed and
completed transection duxing the taxable yearg
and (4] the loss must Mot be compensated for by
insurance oz otherwise, (Matens, Lgw of Federal
income lazation, Vol. S, 1956 hd., dec, 28,08,
Chap, 28, pe 9.) Generally, the deductibdé loss
from gross income must be one sustained by the
taxpayer. Howevexr, in case of aergex whers @ coxe
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poxation asssumed the obligation of its camponents

by operation of law, ths cbligetion which if age
Aumed sod padd ls o deductible sxpense end consl-
gexed as & | logge (Mestern Moxyland Ry. Co. vae
Comm, of Int, hev,, 33 F (2d) 695,098,)

in the cz2se at bar, the S5.5. Pensylvania of
the Poslific Transport Lines, inc,, sank in 195%,
m‘p-lmnt of the claims of the differcnt care
go owners on May 15, 1959 by petitioner, which
succended to the cbligetions of the former Pascis-
fie Transport Lines, Inc,, was based on the de=
cision of the United States iupreme Court dated
Februazy 24, 1959, (Deposition, pp. 90-91, CTA
ZeCe) It wes on the basis of the ssid decision
of the seme Court in 1999, that liability oi pe=-
titioner became fixed snd sscertained, Conse~
quently, the losses erxising from the claims of
the different cargc owners were fmtul:tm!l only
in 1959, (section 95, Income Tex Regulations).
Ihizo issue:

Respondent disallowed the following deduce
tions of petitioner, namely: federal income tax
adjustment amounting to P6E,913.44; the proceeds
of life insurence of P50,000,0C; and the capital
geins and leosses of 17,0l%.56, or a total of
$1i5,933,00, o8 part of its world gross expense
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becsuse they were not taken up in the woxld in=
come statements of petitioner im 1999, (cxhe 1y
Ppe 384-38%5, GTA rec,) Howsver, sfter consulte~
tion with its head office abmoad petitioner ade
mitted that these items wezre not being claimed as
part of petitioner's world expenses for the pure
peses of Philippine income tax liability for 1939
under Section 163 of the income tax regulatiocns,
Consequently, the correctnese of the disallowance
of the sald items ss deductions fzom gross eXpense
s admitted by petitionerx,
ECURTH AU

The treatment by respondent of the intexim
provisions for recapture amcunting te rl,174,184,00
a8 Pert of petitionex's world expense, instead of
a dedustion from petitioner's gross income is not
valid and justified,

“ The said provision for recapture is the amount
which under the operatingedifferentis] subsidy ag=
reement, the United States Government, thru the
Federal Maritime Board, determines after a 10 year
recapture perxiod which is equal to one-half of
of petitionex's snnual pxofits, in excess of 10
pex centum of its subsidized operstion, which
shall in no case be in excess of the operating-
differential subsidy payments made to petitiocner,

fPuh .3 s 2101 TA vee, ) assardinalwv.

v 199
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petitioncs had in this case provided for the sum
of r1,174,184,00 for recaptuze of excess profits.
/&o aaintain that the amount of operating-dife
fexential subsidy received by petitioner from the
Federal Government under the cperating-differens
tial subsidy agrecument is reduced by the amount
of recaptured profits, The operzating~differential
subsidy is, therefore, income only to the extent
that has been 'utuauv received aftexr having de~
ducted the smount of recaptured excess profits,
Conseguently, only the net operating differential
subsidy reeceived by petitioner should be consie
dered gross income, and the intezim provision for
recapture should be propezrly considered as an
exclusion fzom, o » :'-muan to gross income,
and should not foam part of gross expense as
detexmined by respondent.

Foz instance, if “gross sales® is equated
with w-m-&iiiuintial subsidy payments, and
"returned sales” with the interim provid on for
recasture, whether for tax or for sccounting purw
poses, it would be an srror to treat the returned
sales ss an expense instead of exclusion frem
the gross sales,

EAEIH ASsUgs
The disallowance of the required deposit

of sernings amounting to Fdgd0iClL0UU as & de=

Y180
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duction from gross income is not valid and justie
fied, Hespondent disallowed this item for the
resson thet it 1s not allegedly a regquirement
in the operating=differcntisl subsidy zgreement,
but only s mexe voluntary intention on the part
of petitioner to meke said deposit, subject %o
the approval of the Msritime administzation (Fe~
aeral Maritime Boasrd) [p- 17, BIR zec,/ At the
hearing, fevenue Lxaminer Nativiced testified that
this item was disallowed becasuse the same was
not included in petitioner's finencial statement
and that it was more in @ position to know whether
this anount was allowed or approved by the Fedezal
Maritime Board. (ppe 29=30, teSeRey Maxzch 19, 1973),

In orief, zespondent dissllowed the decduction
of the said deposit from petitioner's gross Lincome
pecause it wes @ mere voluntapy intention on the
part of petitioner to make such dipnnit.. subject
to the approval of the Federal Maritime Boarde
Moreover, the sald deposit has not been xeflecte
ed in the financial statement submitted by petie
tioner's U, 5, 2ccountantse Conseguently, respon~
dent presunsd that the deposit in gquestion was
not approved by the Pederal Msritime Boarxd,

Undex the Mezchant Mazine Act of 1936, every
contract foxr sn operating-differential subsidy
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required the partyegcompany to make certain depo=
sits in stetutory reserve funds under the joint
control of ssid company-operator emnd the U, 5.
Government. (Exh. M=), ps 311, CTA Tec,) Such
deposits consist principally of amounts equal
to the deprecistion charges on subsidized ves~
sels (if cazrned), and earnings in excess of 1GH
of capital necessarily employed, less the amount
of subsidy which 4s held by the Maritime Adaminie=
tration te satisfy recapture requirements. (Azt,
11+25(a), (3), Merchant Marine /ict, 1936, Exh,
M=, pe 311, CTA ze coj Exh, L=1, ps 162, CTA
rec.) These gandatory deooszits or funds (Exh,
Ne Po 327, CTA zete,) were to ba used for the
purpeose of replgcement, reconditioning of vess
sels, and with the approval of the Federsl Ma=
ritime Boayd, for the operator's general coxe
porate purposes. (Exhe M=1, 9p._Gi%s)

The earnings deposited or required to be
deposited in reserve funds are not subjectito
Us3s Federal 1na-i tax until withdrawn for ge=
nezal purposes, or upon termination of the sube
sidized operation, (Exh. L=}, See 607 th), pe
165, CTA rec,) Under this Ack, specifically
section 607 (g), the approvalief the Commission
is a condition precedent to the deposit, Peti-
tioner deposited the said earnings with the Bank
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of Amezics in a joint account with the U.s.
Government with the lattex’s epprovele (Lxf,
Le Lo, M=1, ppe 148, 101-1062Z and 262, xes=
pectively, OTA rec,)

/Mu the terms of the statutory agreee
ment, the dissllowance by zespondent of the dee
duction of deposit from petitioner's gross im=
come is unjustiflied, The said deposlt is a man=-
datery stetutoxy requirement. (Exhe No 9D gite).
Under the operating-differentisl subsidy agree=~
ment, the deposit of earnings should be excluded
fzom gross income, or specifically from the cope~-
rating-differential subsidy income, in order %o
reflect the true and correct gross income of pee
titionez., The said deposits of earnings were
intended to prevent their use, benefit and die~
posal, Consequently, it ¢annot be said that the
amount deposited with the bank is income to the
taxpayer under “"the claim of right theory" because
the rule contemplates the recelpt of income withe
out regtriction as to its use or disposition,

{ See Huth'mﬂcm 04l Consolidated vs, Burnet,
Il AFTH 16,18,) This £s so beceuse the funds de-
posited can be considered income only during the
yeas in which they were withdrawn, (Exh, L-l, See
607 (h), Mexchant Mazine Act, 1936, p. 165 UTA rec,)
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In fact, because of the restricted nsture of the
funds deposited, the United States Congress has
sean iu to exemnt sald deposits fxom all fede~
28l taxess (Sectien 6U7 (h), Mezchant Maxine Act
of 1936, Lxhe L=), pe 1065, CTA rec.; Exh, =1, pe
311; GTA rece) In brief, the earnings deposited
in bank should be trested as "deferred income" but
they co not constitute part of petitionezr's world
gross income in 1909,

we find, therefore, that petitioner gad &
total world g#®es income of $52,468,980.00, = world
cxpense of P9L,796,900,44, and a2 gross income of
14,150,861,74 from Philippine souzces.

Petitioner®s operation in the Phillippines
resulted in & net loss of P25,373.79 in 1959, com=
puted as follows:

dexld Jroes snceme
Revenue P45, 200582000
Uperating=Liffezential
subsidy 1OgT94 , 344,00

Lesss
Interim Provision for dAee

capture { 1,174,184,00)
Required Deposit of Lazne
ings { flm* &|
r E
soxid Sxpenses

Vessel Uperating Lxpenses 29356, Toz , U
Dppreciation %ua:ux.m
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Loss on cargo claims resulting
from einking of 5.5. Pennylvanis 2,090,768 .44
adninistration & General Expenses v
Poug 1904 ¥ %
Foxr Fhilippine lncome Tax

Gross greceipts from cargo lifted
at Philippine ports 4,150,861,74 |

Less:

_W x Wexld's Expenses ox
ozld's Gross Income {
m X T 521,7964909,44

To9lh x P52,796,909,44 .
Net Loss from Philippine Cperation 0313479)

ANMLKREFURE, the declsion of the respondent Come

migsioner of internal hevenue appealed fzrom is heree
by reversed and the disputed deficiency income tax
assessemnt lssued Dy sald respondent against pe= l
titlioner is hereby cancelled and nullifiedes with=

out costs,
50 UnDeRED,

Jeezon City, July lé, 197
t!
:

ANLSLAD He ALVAREX
Associate Judge ,
#E CONCURs

ROMAN M. UMALZ
Presiding Judge

ﬂ"vv 7’ A-»;N-
RAMUN Le AVANCEIA
Associate Judge
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