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DECISION

This is 2 petition for review of the decision
of the Collector of Internal Revenue dated Oct~
ober 13, 1954 wherein the sum of P641,470.04 was
assessed against petiticner as deficiency income
tax for the calendar years 1946 to 1950, ine
clusive, together wi%h the corresponding penale
ties.

The petitioner 18 » businessman, engaged in
the cptical, effice equipment and haberdashery
business. During the aforesaid years, petitioner
filed his income tax returns reporting income
on the basis of the "cash receipts and disburse-
ment method® and pala the corresponding taxes

thereon as followst

Year Net Income =~ Ameunt of tax paid

1946 no record P 10,594.08
1947 919,160, 98 1,332, 37
1949 18,559. 64 1,230.14
1950 22,19%.07 2,274,82

After an investigation previously conducted
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by internal revenue examiners, respondent Cole

lector of Internal Revenue, on October 13, 1954,

determined the income tax deficiencies of petie

tioner by means of the net worth method, come

puted in the following manners

4246

Net worth as of December 31,

194600000-.00-.

Lesst Net worth as of
January 1, 1946. . .
Increase in net worth .
Tax due thereon « « . «
Lesst Amount of tax
assessed ¢« ¢ ¢ s o o
Deficiency tax due . .
S50% surcharge « « « « «
Total amount due . . .

4247

Net worth as of December 31,

L

1947 L ] [ [ ] [ ] L 3 L] [ (] L L 4

Lesss Net worth as of
January 1, 1947. . .
Increase in net worth .
Tax due thereon . . . .
Lesst Amount of tax
assessed . . . .
Deficiency tax due
S0% surcharge . . .
Total amount due. .

4248

Net worth as of December 31,

1948 L ° L ] [ ] [ ] - e (] [ ] e

Less:t Net worth as of

January 1, 1948. . .
Increase in net worth .
Tax due thereon . « . »
Lesst Amount assessed.

Deficiency income tax due

S0% surcharge « « « « «
Total amount due . . .
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+#187,677.98
s 7.00
- 080, OO0
B 11,104,29

. 10,594.08
s 510.21

. $386 ,009, 45
. 187,677.98

-#198,331.47
L] ’ 67 .479. 22
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4949

Net worth as of December 31,

lm [ ] L J -» L ] » [ ] [ 2 £ ® L ® ' 769.151015
Los? Net ms of
Increase In l;.‘t wertt.a :
Tax due thereon « « « »

Lesss Amount assessed.
?Ofx:lciemy income tax due

'. e @ . L

s
Total amount due « « & »

4950

Net worth as of December 31,
ID & 4 o o 5 8 5 2 n » 2} ,080,401.78
Lut’sMworth as of

e JODE 5 o o o 69,752 15
Increase net worth « « « B :
Tax due th&m & n. B = &  J 153!694-“}
Less: Tax already assessed M o X 4
Dlw;icimy tax still due . P 151,397.00

g 8 % b @ ..___n.m
A-emtstiﬁdm\..... Do sdesbast
Summary

1946 o« « ¢« « ¢« + o ¥ 765. 32
Y v 2% 5% & & 99,220, 28
1948 & § @ % & a8 @ 98‘576082
1949 o 1 ¢ ¢ ¢ ¢ o 91,510.97
1950 L ] * * L ] L ] L ] L ]

Total deficiency

income tax. . . . 517,169. 39
9% surcharge . . « 25,858.47
1% monthly inter-

est from March

31, 1953 to Oct-

ober 31, 1954. . 98,262.18
Administrative pen-

alty for late pay-

ment ¢ ¢« o ¢ o o
Tb{;ls‘m due as of October 31,

The foregoing dtficimcf income tax assess-
ment was arrived at after determining petitioner's
taxable income on the basis of the net-worth
methed (also known as the inventery method),
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-
the legality of the use of which has been raised
a8 one of the issues in this case. The assets
and liabilities considered by respondent in the
assessment H‘Id"l roview axe shown in the reporxt
of the income tax examiner who investigsted the
case (Exhibit ¥, petitiones; Exhibit 9, vespon.
dent )

On the sane day that the deficiency tax
assessaent was Lssued, respondent fesued & war-
rant of distreint and levy by virtue of which
the properties of the Mlﬁmr were opdered
to be seized and sold st public auction should
the petitioner fail te pay the total smount
demanded on or before Novembar 170, 1954y Feile
ing teo secure s revision of the essessment,
petitioner filed 8 petition with this Court en
November 195, 1994 to set aside respondent‘'s
decisfon. The feollewing day, he filed an urgent
petition te restrain respondent from executing
the warrant eof distraint and levy issued te ene
force collection of the assessment, it appesr.
ing that respondent issued instructions te the
City Treasuxer of Manila te preceed with the
execution of said warrant. After preliminery
hearing on this incident, this Court granted
the injunction in its Resolution dated January
8, 1955, which has been appealed by respondent

372



DECISION-
C.TsAs CASE NO, 42

ob-
to the Supreme Court in G. R. L-.8685, and is
still pending consideration by said Court. The
case now before us concerns the legality and
correctness of the assessment.

The findings of respondent in regard te the
net worth of petitioner being disputed by peti-
tioner, the parties presented evidence te show
‘the assets and liabilities of petitionexr on the
first and last days of each year beginning 1946
uwp to 1950. After trial, the following assets
and lisbilities of petitioner on January 1, 1946
have been admitted snd their values recognized
or conceded by the partiess
Assets ‘ Cost.

Exhe Miel) _

Lot « Rizal Ave. - Soler ... Exh. NN »70,000.,00
(Moxrtgage payable $30,000)

Lot « Felix HuertaX cecvecese Exh. PP 22,000,00.

Lot - Laong Laane-Dos Castillas
Exhibit G0 sececonssoe N 56.@.00

m - m CWitC stoooo. m. RR Q.M.w
m - mzw ®eBCEOIRNIDe Exh. 38 lb.mw
Lot « Raon Corner Sales ¢¢.. Exh. XX 35,000.,00
Lot « 1004 W‘lﬂn‘ vessses Exh, CCC

Mmi:hxu%&}g ;{gdk"]\.. TTevosscecne 3,000,00
ena
Schedule D of Exhe TT eeesessss  8,080,00
Lot « 1500 Rizal Ave. , Schedule
Dof Exhe TT vecososvsesasssnses 12,000,000
Building st 1500 Rizal Ave.
“chedule D of Exhe Tt cevseesres 27,570,00
Lot in San Juan, Rizal - Exhs.
GGG & GIG~]l covegecsccsccsccnce 1%.000.88
Gabtpe, ueya fetda - Bohe leonn 12082090
Building st 312 Cevite = Exhs. JJJ ...
and JJJel sceveccsccvccsccncee

=
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Liabilities

Admitted liabilities as of January
1, 1946 (See Mortgage payable on
Lot at Rizal Avenue and Soler,
see abOV‘) ........................'..’w.m.w

The net worth of petitioner as of January
1, 1946, which was originally adopted by res-
pondent as the opening net worth for purpeses
of the assessment was #134,597.00. It is sp-
parent from respondent‘s memorandum (see page
86 and Annex 1 of Memorandum for respondent)
that he is willing to concede that petitioner's
opening net wozth'bn‘tlid date was $310,630.00,
thus paving the way for the medification of the
assessment. Respondent also admits the follow.
ing assets and liabilities of petitioner as of

the end of the calendar years in questiont
Decepber 31, 1946
Admitted assets
Merchandise inventory - Miscel-
laRCO\IB L ] [ ] ) . L] - ) 3 . L] [ ] , 5.019.72
Merchandise inventory -
Haberdashery - Local « « « » 20,053. 28
Merchandise inventory -
Haberdashery « Imported . . . 70,699. 16
Merchandise inventory -
Office equipment « Imported . 47,925.29
Merchandise inventory - optical
good.-ucalooooo.oo 8.072033
Merchandise imventory -.Optical
gm. - IQOZ‘th & @ % 8 ¥ 8 21'41‘012
Building fixtures « « ¢« ¢« « s » . 4,500,000
Optical equipment and apparatus 14,140.03
Auto & delivery trucks « « « .« « 18,050.40
Philippine Racing Club ¢« « « + « 27,3500.00

Manila Suretz & Fidelity Company 10,000.00
Real estate holdings ¢ « « « « 967,208.00
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Admitted lisbllitles
Loans payable ? h0,0ﬂﬂ.
Aceeptances payable 58,606,
Notes payable (banks) 2#,&&&.00
Overdrafts with banks 80,9759425
Aceounts payable 19,552.62
Mortgage payable (sce Annex “A"
and Annex 1 of rospective memo~
rande of parties) 160,000,00 .
Recenber 11, 1947
Adgdtted agscts
Merchandise inventory - Haber- A
dnnhary - Loecal 26,315.62
Merchandise inventory - Of{ice .
equi nt - Local 63,?79»21
Merchandise inventory - (ptieal
;oods - Loeal 184372,57
Merchandise inventory - Optical
Iﬁ'ﬁ'd! - Ilpﬂrtcd ?,' 1-1"
Autc & delivery trucks 114,5%2,00
Fhilippine Racing Club 67, 600.
Manila Fidelity & Surety Co, 1D,Uﬁu¢ﬂﬂ s
Merchandise in transit:
Haberdashery &B 19%, gﬂ
0ffice equipment
Optical goods 9&,35
Admitted 11g0i3i%los
Loans Payable 19 4 500,00
lntas payable (banks) 65,500,00
Mortgage payable 2?0,931 (av]
Cverdrafts with banks al? ;05
Manila Jockey Ciub
Philippine HRacing Club %fa
, Acgounts payable 1.52 [
! Aeceptances payable . 10331S6-39 P e
Regember 31, 1548
- Admitted assets .
'|
t{ 1,000400 '
andise loventlory -~ Haber- +
m Local ]"'0’331"!69 |
‘ Merchandise inventory - Office |
' equipment - Local 635508480
Kerchandise inventory - Optical 8 J
goods 19,563.27
frepald taxes S ,;B
Demand deposit (F. B. C,) Ol o
Philippine Hacing Club 2644726 ,00
' f
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Philippine Ready«iix Concrete
Corporation
Manila Surety & Fidelity

Comp any

Admitted lisbilities

Loans payable
Acceptances payable
Notes payable « banks
Overdrafts with banks
Manila Jockey Club
Philippine Racing Club
Accounts payable
Mertgage payable

Decepber 31, 1949

Admitted assets

Petty cash

Acecounts receivable

Merchandise inventory - Haber-
dashery - Local

Merchandise inventory - Office
equipment - Local

Merchandise inventory - Optical
goods - Local

Prepaid taxes

Demand deposit - P.B.C.

Philippine Racing Club

Manila Surety & Fidelity Ce.

Philippine Ready-Mix Concrete
Corporation

Admitted liabilities

Loans payable
Acceptances payable
Notes payable

Overdrafts with banks
Time loan - PNB Cabanatuan

branch

Manila Jockey Club
Philippine Racing Club
Agcounts payable

December 31, 1990

Adpitted assets

Petty cash

Merchandise inventery - Haber-
dashery « Local

Merchandise inventory - Office

equipment - Locel

376

23 ,000.00
10,000,000

44,500,00
164,203, 54
60,500,000
328,567. 94
2,380, 00
1,341,20
18,655. 30
220,931.00

1,000.00
123,744.07

36,775.98
63,346.2%

T4161.20
4,647.53
3%7.93

264 ,726,00

10,000.00
28,000.00

2% ,000, 00
211,724.03
101,730,000
327,815. 28

14,000.00
1,700,00

26,713.33
28,088.89

1 ,000.00
99,041.92
65,126.47
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Merchandise inventory - Optical
goods « Local P 6,732.90
Demand deposit « P.B.Co 243,30
T taxes 4,292.11
Racing Club 376 4925, 00
Manilas Surety & Fidelity Ce. 10000, 00

Adpisted lisbilities
Loans payable 25,000,00
Acceptances payable 151 4963, 22
Notes payskle - banks 65,585, 30
payable « C.B.C, 30,000, 00
ts with banks 290,165, 63
Time loan « PEE Cabanatuan
branch 14 ,000500
| Phllt:pm Racing Club ' ﬁ'ﬁg
L ]

Aceounts payable 23,998. 21

In view of the stipulation of facts of the
parties dated August 1, 1955 and the evidence
adduced during the hearing as te the assets and
liabilities of petitioner as of the end of the
calendar years from 1946 teo 1950, to which rese
pondent himself has substantislly scquiesced
(see ppe 4, 89, 1215 and Annex "1* of respone
dent's memorandum), the deficiency income tax
sssessment of petiticner is now open for revision
after consideration first being taken of the
foctual snd legal issues raised by petitioner.

The issues raised by the parties aret

1. The corvectness of the net worth of petie
tioner at the beginning of 1946 and at the end of
each of the calendar years 1946 to 1950 as found
by respondents

2, The legality of the net worth methed of
determining texable income under ocur Income Tax
Lawy '

3. The prepriety of the imposition of the

E
377



DECIESI N
CeTeAe CASE NO, 42

wlOa

fraud penalty (50% surcharge provided in Section
72, Natienal Internal Revenue Code)s snd

4. The statute of limitations upon assess
ment and collection properly sppliceble te the
case of petitioner.

Counsel for both parties gave prior consie
- dezation to the disputed assets and liabilities
“affecting the net worth of petitiener before dise
eﬁun the legal issue relating to the validity
of the use of the net worth method. Fer cone
venience, we shall consider the issues raised
in the order presented by counsel for both
'pmtu. |

The disputed sssets and liabilities invelved
h the first issue are itemized as follows:

dadslines RS RN

As of Januaxy A, 194C
1 Building st Raon corner
. 8.1.' m.ﬂxl.w m.mm ¥
2 Lot at 312 Cavite St. ) 2,:_'1"-'30 00 7/ X
3. Depreciation of assets - (4,370,00)
As_of Decembex 31, 1946
4. 11 Race horses aew 36,13%.00 .
8. Depreciastion of assets e (22,409,04)
| As of Decembex 31, 1947 ’
6 lMerchandise inventory « 21 ,777.73 107,75%.17
Haberdashery
7. Hexchandise inventery
office equipment 87,050,.83 122,969.03
8 Building fimtures 4,000,00 4,500,00
oy
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9.
10,

11.

12,

13.

14,

15,

16,

17.
18,
19.
20,

22.
23.

8.

25.

27.
28,

wlle
Optical equipment B 12,763.58

Furniture and fix-
- tures

Depreciation of
assets (negative)

Real estate holdings 73« ,448,00

17,267.18

Race horses

As of Dec, 31, 1948

Merchandise inventory
Haberdashery - Ime

ported 46,498.15
Merchandise inventory

Office equipment =

Imported 78,621,111
Merchandise inventory

Optical - Imported 93,861.93
Building fixtures 3,500,000
Optical equipment 11,170.83
Furniture & fixtures 17,072,91

Auto & delivery trucks 8,028.00

Dtﬁrociation of assets
(negative)

Real estate holdings 762,708.00

Race horses

As of Dec, 31, 1949

Merchandise inventory -
Haberdashery « Ime

ported 75,643.94
Merchandise inventorye

Equipment - Ime

ported 72,765.59

Merchandise inventory =
Optical - Imported 104,327,222

Building fixtures 3,045,00

Optical equipment 9,578.08

Furniture & fixtures 14,984.01
zaa

14,140,03
18,050.00

(21,632,28)
738,698.00
39 4420.00

138,985.09

216 ,409/87

155,719.08

4 ,500.00
14,140,063
18,080, 40
11,842.00

(39,256.02)
767,208.00
39,420.00

173,538.61

271,209.16

224,343.92
44,500.00
14,140.03
18,050, 40
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.
33
e
35,
6.

.
3.
4},

O

()

standing e¢ of the end of the taxable yeaxs

«l2e
Auto & delivezy trucks

m?mtaum of asssets
negative)

Real estate holdings
Race horses
A8 _of Det. 31, 1950
Acgounts receivable
Merchandise inventory e
Imported

mll inventory <
1mported

Merchandise inventory
Optical goods -
Imported

Building fixtures

Optical equipment &
apparatus

Furniture & fixtures
Aute & delivery trucks

bwam:
ve)
Real estate holdings
Philippine

lipp Readyebix

' ‘,ﬂ"c“

270,458, 00
36,138,000

148,435, 97
67,025.48
58,148, 66

116,246.59
2,540,000

7,965, 33
13,234.28
10,291.36

217,958, 00

20000, 90

» 13,842,00

(40,07€.76)

277,208, 00
68,,700,00

1T8,799.67

175,138, 39

244,069.32

- 34 522,80

4,500, 00

14,140,083

18,080,80
11,,842,00

(45,737,00)

100000, 00

Fetitioner claims tc heave incurred certain
liabilities .u. or poextions of which, were Gute

1946, 1947, 1948, 1949 snd 195C, Respondent,
however, did not consider ssid liabilities in

the detersination of petiticnex's net worth

claiming that the alleged loans are fictiticus.
The liasbilities claimed by petitiocner are iteme
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Aamon eneses

wlde
ized a8 followss
Disouted Lisbilities
Duge ko 194C |
P T sssse #0000, 00
P:::?Hfu..n -:m-m
Bulogie Rodriguez, Jre _20,000,00
Degs 30, 1947
Francisco Pe ReYyes seeee 25,000,000
Pablo Bustamante cesceee ”ﬁ-m
Eulogio Rodriquez, Jr. 104000,00
Dege 20, 0948
Francisco Ps Reyes seeese 20 o 00
FPable Bustamante -05;:'- ::?g-g
Jusn Cs Ss VASdS ® sesee20000,00
Dage 31, 1949
Francisco Py Reyes seeee 25,000,00
Fable Bustamente® eesseses 25,000,00
Fulegio Rodriquez, Jre _JO000.00
Dege 21, 1950
Francisce . Reyes cseaoe 2& o 00
Fable :unm 3;0-. =ﬂ$
Simeon Royes | " veses 3B.000,00

P 70,000,000

60,4000, 00

85,000, 00

| 60,4000,00

125,000,00

"e shall consider essch Stem of the disputed
assets and liabilities listed above to determine
whether or not the same should be preperly
teken into account in the determination of peti.

tioner's net werth.

~Brdlding et corner of FReon and Salns 5is.
lisem Np. 1) » That this building fs owned by
petitioner is admitted by respondent, but it wes
taken wp by respendent at P42,750,00 for the

=4
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Oponing‘not worth. Petitioner, however, claims
‘that the correct value of said property as of
January 1, 1946 should be M5,000.00., We agree
witﬁ petitlonor that the value of the building
which should be taken into account is $45,000.00.
This is clearly shown by the fact that the cone
tract price for the construction of the building
was $45,000.00 (Exhibit AAMA-1)/ This amount
also lpﬁoars in the performance bond (Exh. AAAA).
That this building was completed in December,
1945 is shown in petfitioner's real property tax
declaration (Exhibit BBEB). The cost is corroboe
rated by petitioner's income tax return for 1947
which is a document apte litis motam (Exhibit
OO~Petitioner; Exhibit 33 - Respondent on page
3 thereof, Schedule of Depreciation), which shows
that the cost of the building is #45,000.00, so
that as of December 31, 4947, it had a net book
value of 40,500.00 after a yearly depreciation
allowance of $2,250.00 for 1946 and 1947, or a
total depreciation of $4,500.00 for two years.

Land at 3)2 Cavite St. (Item No. 2).~ Res-
pondent claims that the sum of #2,008.00 (installe-
ments paid in 1945 and prior years on account of
a lot at Cavite St. in Manila) should not be
con;idprtd as part of the assets of petitioner in
1945, or as of January 1, 1946, because the lot
- was purchased by installment, and the last pay-
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ment was made in 1946, In other words, amounts
paid by way of installment are not assets of
the purchaser in the year of payment; only the
total amount, or the purchase price when paid
in full, becomes an asset of the purchaser in
the year the final installment is paid. We can
not accept this view. / We believe that in
acquisitions of property by installment, all paye
mente made during a year are part of the pur-
chaser's assets in the year of payment, not in
the year the final installment is paid. | That
petitioner acquired this land in 1932 by installe
ment and not in lump sum is further corroborated
by the fact that in 1933 he sonstructed a build-
ing thereon which was declared for tax ﬁuzposcc
in the name of petitioner (Exhibits JJJ and JJJ-1),
which building respondent admits as forming part
of petitioner's opening net worth.

Bace horses (Items Nos. 4, 13, 23, and 33).«
’ According to respondent, the petitioner had 11
race horses as of December 31, 1946, valued each
at #3,285.00, or $36,135.00, which petitioner .
denied at first because it was not in respondent's
findings (Exh. W, Net Worth Summary for 1946 to
195%0) or in the pleadings. However, evidence
showing the number of horses at later dates ine
dicates that some of the horses owned in 1948,
l949lor 1950 were already owned by petitioner in
1946, Considering that the evidence of respondent
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is one to prove the increase of petitioner's net
worth for each of the years involved, and that
respondent has admitted certain assets but nevere
theless contends that the inerease in net worth
is much more than what petitioner is willing to
admit, we believe that ovidonco in this respect
is admissible if only to sustain the increase in
net worth for each year as found by respondent
in the decision subject of this appeal.

Respondent determined the value of each
horse on the basis of the average cost of the
dead horses claimed as losses by petitioner in
his 1948 income tax return (Exh. YYJe We note
that this valuation appears to be the lowest of
valuations placed upon horses claimed to have
died in 1947, 1948 and 1950. We also note that
petitioner has not been vocal about the correct-
ness of tho.nunbgr and value of his horses during
the period involved. It becomes necessary for
us to rewiew all the evidence on this peint.

From petitioner's summary of horses disposed
of in 19950 (Exh. TTIT) he sold nine (9) horses
with names listed therein (see also Exh. LL for
dates of certificates of ownership), which accor-
ding to his income tax return for the same year
(p. 2, Exh. TT) had a cost of $27,400,00, or an
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average of #3,044.44 each. From the same sume
mary (Exh. TTT), he claims to have lost three
horses, two of which, "Night Queen® and 'Blaék
Chief", were #alued at #9,200,00, or 4,600,000
each, as shown in his income tax return for 1950
(Exh. TT). From the same summary (Exh. TTT).

we note that he gave away certain horses to his
father-in-law, each having a cost of #3,000.00.

From the testimony of Jose Warren, an official

of the Manila Jockey club, it appears that there
were eleven (11) horses registered in the name

of petitioner during 1946. This is admitted by
petitioner. And petitioner likewise presented

a list of horses rogi;iornd in his name or in
that of his wife since 1949, and those in peti-
tioner's son and fatherein=law.

From the foregoing, we find the followingt

(1) that petitioner owned horses named "Better
Bet®, "Buhawi", and "Requested" since 1946 until
sold to William Li Yao in 1950, which horses were
acquired by petitioner at a cost of R3,044.44
each; (2) that the horse "Black Chief® was first
listaa in the name of the petitioner or of his
wife in 1946 and "Night Queen" in 1947, and that
‘both were owned until the horses died in 1950,
each having a cost of 24,600.00; (3) that peti-
tioner acquired "Four Freedoms" and "Pearl Diver"

in 1947, *Mirame® in 1948 and “Blue Ejgle" and

=
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-l8.
®"Black Night®" in 1949, each at a cost of
#3,044.44, which continued to be owned by petie
tioner until sold to William Li Yao in 1950;
(4) that petitioner in 1949 acquired horses
*Royal Beauty", "The Boss®" and "Gilded Knight"
at a cost of #3,000.00 each, which horses conte
inued to be registered in the name of petitioner's
wife in 1950, and were in fact re-registered in
her name in 1951, and transfer of titlg to the
first two named horses was made in favor 6f peti-
tioner's father-in-law only in 1952 (Exh. $SS).
We find that %“Gilded Knight" could not have died
gn 1950 but probably ghoroaftcr since it was in
fact registered as alive in 1951 (Exh. S$SS).
Hence, the total number and valuation of horses
owned by petitioner during the period under ree

view are as followss

Date No, of Horses Yaluation
December 31, 1946 4 £13,733.32
December 31, 1947 7 24 ,422.20
December 31. 1948 8 27|466064
December 31, 194% 13 42,555.52
December 31, 1950 3 9,000.00

While the respondent did not consider that
petitioner had a balance of three (3) race horses
still on hand as of December 31, 1950, we believe
that this must have been due to oversight and
since it is disclosed in petitioner's own evidence
(Exhs. $SS and WWW), we have to consider this
fact by petitioner's admission.

=
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Petitioner submitted evidence to prove that
errors were committed in the preparation of his
merchandise inventoriee for the years 1947, 1948,
1949 and 19%0 in that, instead of reflecting the
cost of acquisition of imported goods, the dealers®
prices were used, and the inventories contained
duplications and sometimes triplications of
various items of merchandise. If this is correct,
the net worth of poéitioner during those years
wbuld be reduced and the taxable income would
also be corrOSpondingf} reduced.

Section 36 of the Revenue Code, requiring the
fak;ng of inventories, provides-

®*SEC. 36. Ln¥gn§2;é§§L -- Whenever
in the judgment of the lector of

Internal Revenue, the use of inventories
is necessary in order to determine clear-
ly the income of any taxpayer, invene
tories shall be taken by such taxpayer
upon such basis as the Secretary of
Finance may, by regulations, prescribe,
as conforming as nearly as may be to

the best accounting practice in the

trade ox business and as most clearly
reflecting the income."

The law -equires the taking of inventories
if they are necessary “"to determine clearly the
ingome of any taxpayer," such inventories to be
taken “upon such basis as the Secretary of Fi-
nance may, by regulations, prescribe, as conforme

ing as nearly as may be to the best accounting
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practice in the trade or business and as most
clearly reflecting the income." The regulations
promulgaped by the Secretary of Finance requires
the use of inventories “in every case in which
th= production, purchase, or sale of merchandise
is an income producing factor." (Section 1k,

' Revenue Regulations No. 2, 39 0. G. 325.)

In order that an inventory may satisfy the
requirements of the law and regulations, (1) it
must confprm as nearly as possible to the best
accounting practice in the trade or business,
and (2) it must clearly reflect the income of the
taxpayer. An d in order that an inventory may
eclearly reflect the income of the taxpayer, the
merchandise must be valued (l)at cost or (2) at
cost or market price, whichever is lower. (Sec.
145, Revenue Regulations Nos. 2) The term “cost"
means, in the case of merchandise purchased since
the beginning of the taxable year -

“x x x the invoice price less

trade or other discounts, except strict-

ly cash discounts a prnxlmating a fair

interest rate, which may be deducted

or not at the option of the taxpayer,

provided a consistent course is fol-

lowed., To this net invoice price

should be added transportation or other

necessary charges incurred in acquir-

ing possession of the goods." {(Sec.

146, Revenue Regulations No. 2.)

That the cost should be the proper basis
of the valuation of the inventorles of petitioner

is not disputed by respondent, However, it 1is
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alleged on behalf of respondent that the valuation
used in the inventories of petitioner is the
cost and not the dealers' price as claimed by
petitioner. The question to be deecided, there-
fore, is whether or not the actual cost of the
merchandise in gquestion was used in said inven-
tories.

FPetitioner presented evidence during the
trial to prove that the dealers' price was used
as basis in the valuation of his merchandise
inventories, Evidence was also adduced as to
the actual cost of the merchandise. No evidence
was presented by respondent to rebut the evidence
for the potitioner.“RQSpondont relies on the
certifications made by petitioner contained in
the audit reports to the effect that the invento-
ries were taken under his personal supervision
and priced at cost. He also sought to impugn
the credibility and competency of the witnesses -
for petitioner who testified to the fact that the
valuation used was the dealers' price and not
the cost., Likewise, it is alleged that having
certified to the correctness of the inventories,
petitioner is estopped from claiming the incor=-
rectness of such inventories., Finally, it is
ar;ugd that the correction of the imventories
as desired by petitioner would result in peti-
tioner having sustained huge losses, which is
incredible considering the increase iﬁ his net

: 2en
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To prove that a mustake was committed in the
prieing of nﬁreh;ndiu inventories, withnesses
were pressented to show that the prieing was
based on the dealer's prices appearing in price
lists supplied by Purim Javier, chief clerk of
the A. P. Reyes Optical Co. Javier appears to
have been vtho source of the error because when-
ever he ordered the taking ef anifiventory he
supplied the persons doing the inventory work
with a price list containing the dealers' and
retailers' prlon: That the dealars' prices
wvere used and not the actual cost has been
sufficiently established by the documents pre
sented as evidence.

Duplications and triplications in the 1ist-
ing of yarious items of merchandise have also
been clearly established by the testimony
of witnuéos and the documents presented as
exhibits, '

But respondent insists that petitioner
having "admitted and certified under ocath both
in his letter to his own auditors and in his
income tax returms that the inventories declared
therein were valued at cost, petitioner must be
bound by his own admission, GSec. 7, #ules 123,
Fules of Courtj 62 Moran Vol. 3.)? Ve can not
agree with his line of reasoning., Respondent
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has sought to establish that the books and rec-

ords of petiticner are not correct and do not

reflect his true income, ahd, consequently,

he has resorted to the net worth method to deter-

mine petitioner‘'s taxable income. Certainly,

petitioner is also entitled to prove, if he can,

errors in the same books and re which would

tend to reduce his 11ab411ty.\/2::‘:i¢ht to

~ prove mistakes in a taxpayer's books and racords

can not be a one-sided affair. Any assessment

ef a deficlency an based on the 1ncorr§ctn3331

of a taxpayer's books and records would be un-

just if the taxpayer can not be permitted to

prove errors in the same books and records to

show a lesser tax. Moreover, if the position

taken by counsel for the Government in khis

case 1s correct, Sections 306 and 309 of the

Revenue Code, which authorigze refunds or credits

of internal revenue taxes erroneously or illegal-

ly paid, would be but an empty gesture on the

part of the Government, for taxpayers can not

bo'pormittod to prove mkstakes in their records

to nm the 'rx:anoous payment of such taxu.J
Respondent has argued that if the actual

cost of petitioner's merchandise inventories

‘were as claimed by the latter, he would have

suffered huge losses during the period in question,

which 18 quite incredible. Respondent posed

this question: "If petitioner sustained
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such losses, where did he get the money to
acquire those assets which he plled up during
those years?® It would really be difficult te
answer this question if the income tax returns
of petitioner were to be considered. But res-
pondent has shown that petitioner's income tax
returns are not correet, and after gibving peti-

. tioner credit for the discrepancies found in

his inventories, potitianarégtill appears to
have derived considerakles profits as will here-
after be shown. !

- We are, therefore, constralned to sustain
the stand of potitioner as regards the actual
cost of his merchandise inventories which must
be taken into account im the determination of
his net worth. (See pages 41.Mk of this decisiomn)

One other point which might be stated in
favor of petitioner is the fact that the original

~ Anventories were submitted to respondent. The

sald original inventories must have been submite
ted tb respondent at the end of each year, pur- '
suant to Section 13 of Revenue Regulations No.
V-1, or the Bookkeeping Regulations {43 0. G.
3563). The invoices which would prove beyond
doubt the actual cost of the imported merchandise
in question were also submitted by petitioner

to respondent when the case was being inves-
tigated by an examiner of the Bureau of Internal

Reverme. The original inventories could not be
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subml tted by respondent at the trial, while
only a portion of the invoices was produced.
This does not speak well of the stand taken by

respondent in this case,

to k2 for 1950).- Petitioner in this case appears
to have agread with 'the items and amounts re-
garding bullding fixtures, optical equipment,
furniture and fixtures and auto delivery trucks
appearing in the report of Examiner goaieo\(nxh.
W), which was made the basis of respondoatii‘

decision. 8ince no evidence has b;enisﬁbnitptd
to controvert the said items, we must sustain

the items as they appear in the sai& ;xhibit w,
and therefore sustain petitioner's view on such
ftems. At any rate, respondent appears to have
agreed to the computation, but he has separgted
the portion in regard to fepreciation and treated
the same as a liability. \ Since it is a generally

- accepted accounting procedure to deduct depre-

ciation directly from the value of the asset
involved, rather than sarry the depreciatior. zs

a liability in the statement of assets and liae
bilities (Finley & Miller, Primciples of Account-
ingeIntermediate, 1953 ed. pp. 126, 415), the
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separate items for depreciation of depreciable
assets should be disrogardod._]

Beal estate holdings (Item Nos, 12, 22,
‘32 and 43).- The difference in the items of real
estate holdings for each of the years 1947, 1948,
1949 and 1950 is attributable to the fact that
petitioner deducted the accumulated depreciation
at the rate of #2,250,00 a year on the building
at the corner of Raon and Sales Sts., Whereas
the same amount is carried as a liability and
included in the 1tem under depreciation or de-
preciable adsets. Since the question is similar
to the one involved in the pRceding items (Items
Nos. €-11 for 1947; Items Nos. 17-21 for 1948;
etc. ), suffice it to say that the petitioner's
presentation is more in line with regular ac;ount-
ing procedure; and since there would be no dife
erence in the final analysis, we believe that
the figures presented by petitioner on this
point, for clarity and consistency, must have to
be sustained.

Accounts receivable (Item No. 34J.~ The
petitioner did not dispute the report of Exame
iner Cosico as to the balance of #148,435,97
relating to accounts receivable as of December
31, 1950 (see Exh. W), However, respondent
presented the Balance Sheet of petitioner as of
December 31, 1950, prepared by petitioner's
accountant (Exh. 12, p. 28, Vel. 3, B.I.R.

; kL
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records ) which shows the amount of accounts ree
ceivable at #17%,799.67. We consider and hold
the latter amount as correct, because it appears
to conform with petitioner's own books of account
as prepared by an independent certified account. -
ant, the statement having been made ante litis motam.

Philippine Ready-Mix Concrete Corporation
shazes of stock (Item No, 44).-Petitioner appears

to Bavo acquired in Maxch, 19%0, 100,000 . .shares
of stock for #100,000,00, This amount of #100,000,00
was treated by respondent as part of the assets
of petitioner as of December 31, 1950, On the
other hand, it is contended by petitioner fhat
he sold 90,000 sharo; to Atty. E. A. Picazo
sometime in September, 1950 with the right to
repurchase reserved by petitioner until December
20, 1950, Petitioner having failed to exercise
the option to repurchase, Atty. Picazo became
the absolute owner of the said shares of stock
after December 20, 1950, Therefore, petitioner
claims that he owned only #10,000,00 worth of the
shares of stock of the Philippine Ready-Mix Con-
~crete Corporation as of December 31, 1930,
instead of 21007000.00 as claimed by respondent,
Atty; Picazo, who was presented as a wite
ness, testified that he bought the 90,000 shares
of stock in question from petitioner, as evidenced
by a document of sale (Exh. E)s The price paid,
accoxrding to the document of sale, was #35,000,00,

=
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much below the par value of #90,000.00. The cer-
tificates of stock were delivered te him on
September 1, 1950 endorsed in blamk. The witness
also testified that he instructed his recretary
to send the deed of sale te the Thilippine Ready-
Mix Concrete Corporation for notification or
registration. But the secretary of the corporae
tion testified that the alleged transfer of the
shares of steck in gquestion had never heen regise
tered in the books of the corporation wp to the
date when he testified in August, 1955,

Respondent -iintaino that "the alleged sale
of the shares was fictitious and that witness
Picazo was biased because of Nis business rela-
tionship and friendship with petitioner (p. 7,
t.8.n., August 3, 1958 hearing)®, Picazo being
“the secretary of the Philippine Racing Club of
which petitioner is the president.” '

¥hile friendship and business relationship
do not necessarily make 8 person a biased wit-
ness for his friend and business associate, the
evidence of record in this case in support of
the sale or transfer of the said shaeres of stock
is not very convincing. Considering that the
buyer is a well known lawyer, it seems incredible
that he would not take proper steps to have his
shares of stock registered in his name. The
allegation that he merely eutruttcd the duty of
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registering the sale to his secretary may be
acélptod as correct: but not having received the
new certificates of stock in his name after a con-
siderable length of time, he should have taken
personal interest in the matter to have the sale
or transfer duly registered in the books of the
corporation. Petitioner would justify Atty.
Picazo's lack of interest in said shares of stock,
after purchasing the same a few months before, to
the precarious financial situation of the cor-
poration. But Atty. Picazo bought the said shares
of stock for B35,000.00, and #35,000.00, by any
standard, is not an insignificant amount which may be
lightly disregarded. -

Moreover, nowhere in the books and records of
petitioner does the alleged sale of the said shares
of stock appear; neither was the loss of #5%5,000,00
resulting from the sale of said shares of stock
reported by petitioner in his 1950 income tax retuxn.

We are, therefore, of the cpinion that the
preponderance of the evidence in this case leans
heavily in favor of the stand #f respondent.
Accordingly, the sum of P1004000.00 representing
the cost of acquisition of said shares of stock by
petitioner, has been properly treated by respondent
as part of the former's assets as of December 31,
1950, :

Disputed liabilities.-Respondent disallowed
the deduction from the assets of petitioner of
certain liabilities amounting to BR70%000.00 as
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of December 31, 19461 P60,000,00, as of December 31,
19473 m.mo.on. 8% of December 31, 19483960,000.,00,
as of Becember 31, 1949} and PF125,000.00, as of
Decenber 31, 1950, Thaese amounts were allegedly
personal loans secured from Franzisce P. Heyes,
Pableo Bustamante, Congressman Eulogic Rodrigues,
, JETs o Juan C, 5. Viado, Simeon Reyes, and Ramon
Heneres.

The alleged loan secured from Francisco P.
Reyes in 1946 is net evidenced by any promissory
note, but it is claiwed that it was paid ia 1992,
presunably after the case of petitionex had been
oxdered investigated, by means of & check drawn
on the China Banking €ozporation (Exh. G)s But
the recoxds of petitioner do not show clearly
thet such a loan was secured from his brothex.

A lean of #28,000,00 wes also allegedly secuxed
from Pable Bustamante in 1946. It is claimed
that » promissory note was iesued evidencing
the loan, but that it wae destroyed or lost when
the losn was peid in 1992, Payment is alleged
tahmmnhwumtofumﬁmm
tae Prudencial Bank and Trust Co, , doted Decete
ber 15, 1952, which check was kept in the wallet
of the payee for about 30 to 45 days, after
which it was indorsed to the Philippine Racing
Club and paid by the latter in Jenuary, 1953,

In fuzrther evidence of the payment of the loan, @
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voucher of the Aurelio P. Reyes Department Store
(Exh. C) was presented. No similar voucher

was made or issued in the case of the lean
secured from Francisco P. Reyes. No record of
entry regarding this loan appears in the books of
petitioner.

The circumstances surrounding the alleged
loans secured from Congressman Eulogio Rodriguez,
Jr. are described in suffieient detail in the
memorandum of counsel for petitioner, from which
we guotes

*€.~ Eulogio Rodriguez, Jr. Loan of
#20,000.00 « The deposition of Congress-
man Bulogio Rodriguez, Jr. was submite
ted and admitted in evidence as Ex-
hibit *"V". During the Q:Rozition.
counsel for regspondent who were pre-
sent subjected the witness to cross-
examination. The testimony of Conge
ressman Eulogio Rodfiguez, Jr. was
clear that in 1946 he accommodated the
petitioner with a loan of #20,000.00,
which he gave in cash and for which
the petitioner executed a 'vale' (Dee
position t.s.n., p. 3)« That loan of
#20,000.00 was reduced to only #10,000.00
in 1947, because of a payment of BlO,a
000.00 (Affidavit of Congressman Rode
riguez, Jr., par. 2, Exh. 8)« In 1948,
the loan was again increased to the
eriginal amount of B20,000.00 (Affidavit,
Par. 3, Exh. S). Again, in 1949, the

etitioner made a partial payment of
10,000.00, reducing the loan to Pl0,.
000.00 (Affidavit, par. 4, Esh. 8),
and in 1930, the petitioner once more
borrowed an additional amount of #20,e
000.00, increasing the totdl outstand-
ing loan to ®30,000.0Q~as of December
31, 1950 (Affidavit, Par.” 3, Exh. S).
The contents of his affidavit, which
was admitted as Exh. §, were all cone
firmed by him during the deposition
(Deposition, t.s.n., p. 3)s Congress«
man Rodriguez, Jr. testified that he
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had been nid bzothc petitioner in the
sum of which he acknowledged
by signing a vouchor presented to him
(Exh- T)e The voucher, dated in 1952,
indicates that the a t was made
with Prudential Ban Trust Co. Check
No. BO=-3938, dated in 1952, in the sum
of #25,000,00 (Exh. U). He testified,
however, that he as the petitioner
to have the check cashed fo: him, after
which the cash was delivorod to him by
Mr. Aurelio P. Rgzcs (Deposition,
te8.N., ps 4). e testimony of Conge
ressman Rodriguez confirms the expla-
nation of the petitioner for the eare
ance of his indorsement at the back of
the check (Exh, U). The petitioner
previously testified that he indorsed
the check because he cashed the check
with the Bank upon request of Gbngz.os-
man Rodriguez (t.s.n., p. 235)."

(pps 11-12) -

Congressman Rodriguez testified that the
loan of #20,000.00 made by him to petitioner in
1946 was taken into account by the Bureau of
Internal Revenue when an assessment for deficiens
¢y income tax was issued against him. This is
not denied by respondent.

Juan C. 8, Viado, bookkeeper of petitioner,
allegedly loaned to petitioner the sum of #20,000,-
00 in cash. sometime in 1948, which was evidenced
by a promissory note. The note was paid in
1949, also in cash, and the promissory note was
returned to petitioner. Viado claims that the
sum of $#20,000.00 is part of his share of the pro-
ceeds of the sale of a property owned in common
by him and his brothers, which property was sold
in 1948. The examiner of the Bureau of Internal
Revenue, who investigated the case of petitioner,
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testified, however, that when he interviewed
Viado before his report was submitted, the latter
told him that the said #20,000.00 was part of his
savings out of his salaries. H§ was receiving
a salary of 125,00 a month from petitioner.
No voucher wae made or issued by petltioner when
payment was made, and no entry about the loan
appears in his records.

Simeon Reyes also allegedly loaned to petie
tioner the sum of 225,000,000 in 19%0, evidenced by
a promissory note, which was paid by means of
2 check drawn on éhe Prudential Bank and Trust
Co., dated October 13, 1952, No voucher 1is
alleged to have been made or issued and the

account is not recorded in petitioner's books

- or records.

The loan of #20,000,00 secured from Ramon
Meneses in 1950 was given by the lender to Mrs.
Aurelio P, Reyes. The circumstances surrounding
the loan aré related in the memorandum of coune
sel for petitioner, as followss

®*Mrs. Aurelio P. Reyes testified
that she borrowed 220,000,000 from Mr.
Ramon Meneses sometime in the earxl
part of 1950, around March or Apri
(tesen., p. 58). In acknowledgment
of the loan, she gave him a promissory
note, which she has failed to locate,
sincé it was returned to her upon
partial payment of the original lozn.
A partial payment of ®7,000,00 was made
sometime in 1951 (t.s.n., p. 59) and
the balance of #13,000.00 is evidedced
bg a promissory note, dated April 4,
1951, which has been admitted in
evidence as Exhibit'J'. Mrs. Aurelio
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P. Reyes was able, however, to pro-
duge the receipt issued by Mr. Ramon
Meneséds on October 3, 1950, asknowledging
payment of P1,200.00 as interest for
the loan of #20,000.00 (Exh. °*H').

We respectfully submit that the in-
terest of #1,200.00 computed at the
original rate of interest of 12X per
annum (t.s.n., p. 66) corresponds to
interest for six months and did suf-
ficiently establish that the loan was
original y incurred sometime in April
of 1950 which is just six months

fore October 3, 1950. Stated other-
wise, 6% interest on #20,000.00 is
#1,200.00§ which was paid as per Exh.
'‘H'. Besides the receipt, Exhibit 'H',
the bank statement of the petitioner
showing the debit of a check in a si-
milar amount of #1,200.00 on October
5, 1950 was introduced in evidence as
Exhibit 'K' and the particular entry
in the bank statement referring to
Check No. 382520 for #1,200,00 which
was debited by the bank on Octocber 5,
1950 was marked in red pencil as Exhi-
bit *K-1°'.

*That the original loan was 220,-
000.00 and that the promissory note of
£13,000.00 executed on April 4, 1951
(Exh. 'J") was merely a renewal for
the balance is further proven by ano-
ther bank statement of the petitioner
preoduced the witness showing the
debit of ¥7,000.00 ¥n October 5, 1951
(Exh. '1'). The particular check show-
int the debit of ,000.00 on April 5,
1951 has been emclosed in red pencil
and marked as Exh. *l1<1'., Various
other checks which had been wsed by
the petitioner on his wife to make
pawxtial payments on account of the
principal and interest on the loan were
produced before this Honorable Court
and admitted as Exhibits L, M, N, O,
P.Q, and R, These checks have all
been properly endorsed by Mr. Ramon
Meneses., The witness further testified
that at the time she was under cross-
examination, there was still an out-
standing liability in favor of Mr,
Meneses in the sum of #7,000.00, more
or less (t.s.n., pp. 66-67)¢
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We have gone cver carefully the evidence
pro and con concerning the contested liakilities,
and we agree with respondent that ths existence
of the said leans, except those secured by peti.
tioner from Congressman Pulogioc Rodriguez, Jw.
and Ramon lMeneses, have aot bean clearly estabe
lished: While it is trus that in most cases
promissory notes or "vales™ were issued covering
the loans, and sometimes payments were allegedly
evidenced by means of checks and vouchers, theze
is nothing in the records of petitioner te ine
dicate that the leans were actually secured
from the perscns slresdy mentioned. Petitioner
admittedly hae vuto; business interests. He
has books and records. Fer his own pretection,
even his private leens should be recorded to
prove that the losns are fens fide frsnsactions.

It may be argued that personal transacte
ions not connected with the regular business of
the tampeyer are not required to be recorded.
This is the theory relied upen by ceunsel for
petitioner in justifying the failuxe of their
client to zecoxd sald leans. This is net exscte
dy cczrect as we shall presently show.

Section 334 of tne National Inteznal Ree

venue Code prwid“f

corpor ations, cosmenies, e -
or persons required iav te pa
ternal revenue taxes shall keep

b}
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ournal snd & ledger, or their equivee
&3 Provided, however, That those
nose aross guarterly ssles, sarnings,
receipts, or ut do not exceed fime
thousend pesos shall keep and use a
simplified set of Bookkeeping Records
duly authorized the Secretarxy of
Finance wherein all transactions and
results of ocperations gre shown and
from uhleh 2ll taxes due the Gevorn-
ment nay readily and accurstely
aiecxta ned nni determined anytilo
of the year?
That in the case of corporations, co-
panies, partinershins of persons whose
gross cuarterly sales, earnings, re-
cei-ts or output exceed twent -h :
thousand pesos, shall have thnir Books
of Accounts sudited and examined yearl
Independent Ceztified Public Account-
ants and their income tax returns aceome
panied with certified balance sheets,
q;ﬂfiﬁgl?ﬂ losse 0::tortutt. lG?::uliq
st ncome-producing properties
and the corresponding fincores theree
rom and other gelevent statenents.
As amended by e 2, Republic Act
/l“ 4383 sec. l. Republle Act Ne. €58, ).

Section 334 of the Hevenue Code, in clear
and unmistekable language, provides that all
 perscns required By law to pay internal revenue
taxes, and this cbviously includes incoue tax,
must keep a journal and a ledger, or their
equivalents. However, where the gress quarterly
ssles, earnings, recei ts, or ouiput do net
'axccod fime thousand vesos, such persons are
requized to keep and use a siuplified set of
bookkeeping records whezein sil trspssciions and
zesults of goexations must be shown, The reason
for these requirements ie stated in the law it.
self - Ap oxder that all texss due Lhe Coverpe
ment _may resdily and sccurately be ascertained
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and detexmined anvtime of the ysax. Undoubtedly,
if petitisner's private or personal transactions
are not recorded in his books, the income tax
due the Government from him Soa 563 Do esdily
and accurately sscertained and determined anye
time of the year. That the personal loans in
question gffect the determination of petitioner's
income tax is attested by his attempt to prove
the existence of such leoans to minimize ox Teo-
duce the deficiency income tax assessed against
) ,,

- In expressing the opinion that even pere
sonal transactions of a person regularly cnqagod
in business must be recorded, in order to reflect
his true ingcome and his tex lishilities, and that
in the absence of appropridte entries in his books
oz recoxds, such personal trensactions may be
disregarded for tax purpeses, we do net mean te
imply thet all such trensaction must be dise ’
regarded irrespective of the weight of evidence
presented in support thereof. Ve believe that
in the case of persenal losns, it {s not enough
to prove the existence of such leesns by the pre- -
sentation of promissory notes or fvales® signed by
the borrower, or ef checks or vouchers evidencing
payment. By the very nature of loan transactiocns
between individuals such transactions are easily
concocted, specially between friends and relatives,
and promissory notes, “vales®, checks, czother
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similar written documents, in the absence of other
relevant evidence, deserve scant consideration.
This is specially Srue where the sypposed borrow-
er has a pending tax assessment. In order that
such transactions may be properly considered, it
is essential that the existence thereof must be
proven by clear and convincing evidence inde-
pendent of promissory notes, “"vales®, checks or
other similar docunnnts..]

In the instant case, only the loans secured
by petitioner frmm Congressman Rodriguez and Ramon
Meneses appear to have been satisfactorily proven
by corroborative evidence independent of the
promissory notes or "vales® signed by the borrow-
er, petitioner herein, The loan given by
Congressman Rodriguez to petitioner was proven
not only by means of the “vale" executed by peti-
tioner. It was shown that the loan was taken
into consideration by respondent himself in the
assessment of the deficiency income tax against
Congressman Rodriguez. It would be inconsistent
for respondent to reject the same lcan as a
liability of petitioner. thh respect to the lean
secured from Ramon Meneses, it has been shown
that interest was paid and a receipt covering pay~-
ment of interest was submitted in evidence. - The
receipt appears to have been executed and delivered
to the wife of petitioner on October 3, 1950,

106 gp
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before the case of petitioner was investigated by
an examiner of the Bureau of Intermal Revenue.
The existence of the other alleged loans not
having been satisfactorily proven, we are

. constragined to sustain the stend of respondent
in rejecting the same. Accordingly, only the
loans secured from Congressmen Rodriguez and
Ramon liencses may be admitted 28 part of the
liabilities of petitioner in the years in which
they aprear to have been outstanding.

The foregoing dispcses of the first issue in
regard to the correctriess of the net worth of
petitioner at the beginning of 1946 and at the end
of each of the taxable years 1946 and 1950 as
determined by respondent. In accordance with
the agreement of the parties as regards certain
assets end liabilities and the foregoing opinion
on the disputed items, the determination by res-
pondent of the net worth of petitioner during the
period under review and the corresponding defi.
ciency income tax and surcharge due must have tb
be revised im line with the following computae

“tiens

(Continued to page 40)
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e et Wo of Petitioner
n
Assets -
Assets admitted by parties 2302,250.00
Plus assets proven at trials
1; Building 45,000, 00

2) Installments paid on a lot 2,008, 00
Total assets #349,258.00

Liabilities =
Liabilities admitted by parties __30,000,00

Net worth as of Jan. 1, 1946 £319,2 Q0
Increase in Net Worth
and Defi
in 1946
Assets
Assets admitted by parties " P814,642,33

Plus assets proven at tréals
Race horses 13,7%§g§§
Total assets $828,375.6

Liabilities -

‘Liabilities admitted by parties  383,338.35
Plus liabilities proven at trial 20,000, 00

Total liabilities 2403,3§$,§§
Net worth as of Dec. 31, 1946 2425 ,037, 30

Less net worth as of Jan. 1, 1946 Q0
Increase in net worth in 1946 £105,779,

Plus non-deductible expenditures:
Personal, living and family

expenses ____é_.%_.%
Gross income £112, .

Less personal exemptions 62300, 00
Net Taxable income in 1946 2105, 72,;%
Tax due 2 29,491.

Less tax already paid ;o,gg;,%g
Deficiency Tax P 18,897,

44

Add surcharge
Deficiency tax and surcharge

408 sy
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Assets -

Assets admitted by parties
Plus assets proven at trials
(1) Merchandise inventories
Heberdasheries - Imported
Office ecuipment - lmported
i } Building fixtures
3 Gpticnl oquiplna& and ape

Fuxaituro & fixtures
5 Real estate holdings
©) Race horses

Total assets

Lisbilities - -

Lisbilities aduitted by paxties
Plus liabilities proven at trial
Total liabilities

Net wozth as of Dec. 31, 1947
Less net werth as of Jan. 1, 1947
Increase in net worth in 1947
Plus nonedeductible expenditures:
Personal living & family ex-
penses
Income tax paid in 1946
Gross income
Less personal exemptions
Net taxable income in 1947
Tax due
Less tax already paid
Deficiency tax

Add 50% surcharge
Deficiency tax and surcharge

P420,408.45

21,777.73
87 ,050. 83

4 400000
12,763.58
17,267.18

P1,324,137.

T30 ,41€. 96

104000.00
3760.¢16-96
"563,721.01

38,6

©4300.00

R LA 5]
Ly é!&?l-il
R ]

¥ 45,
s 11937

cmmmailedd

{continued to page 42)
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Assets =«

Assets admitted by parties
Plus assets proven st trials
(1) Merchandise inventories -
Haberdaosheries -
Office equipment
Optical equipment *

{2; Building fixtures
3) Optical equipment and
aratus
4) Purniture & Fixtures
3) Aute and delivery trucks
é&) Real estate holdings
7) Race horses
Total assets h
ldabilities =~

Liabilities adnmitted by parties
Plus liasbilities proven at trial
Total liabilities

Net worth as of Dec. 31, 1948
Less net worth as of Jan. 1, 1948
Increase in net worth in 1948
Flus non-deductible ex-
pendituress
Persomal, living and family
expenses
Income tax paid in 1947
Gross income
Less deductible itemst
Personal exemptions
SO% of capital gein

Net taxeble incorme in 1048
Tax due

Less tax already paid
Defi tax

Add surcharge

Deficiency tax and surcharge

410 e

P429,763.67

46,498.15
78,621.11
93,861.93

3,500.00
11,170.83
17,072.91

8,028, 00
762,70%.00

PLETE,691.24
841 ,078.98

$617,612.26
® 53,091,

6,500,00
 123.6
6,500, 00
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Assets -

Assets admitted by parties 539 ,768. 96
Plus assets proven st trials
(1) Merchandise inventories -

Haberdasheries - lmeort-d 75,643.94
Office equipment 72,76%5. 59
Uptical equipment * 104 ,327.22
2; Building fixtures 3,045, 00
3) Optical equipment L spparatus 9,578.08
4) Furniture & fixtures 14,984.01
S) Auto & deliv trucks 8,271.04
6) Heal estete holdings 270 4458.00

7) Race horses
Total assets

Lisbilities - )

liabilities admitted by parties
Plus liabilities proven at trial
Total liabilities
Net worth as of Dec. 31, 1549
Less net worth as of Jame 1, 1949
Decrease in net worth in 1949 :
Less non-deductible expendituress
Persore], living and family

exXpenses € 4500, 00
Income tax raid in 1948 —1a404, 70
Gross loss P 214,991473
-Add deductible itemss
Personal exemptions 6,500,000
War damage compensation
Net loss in 1949 ¥ aw

No deficiency tax cdue.

(continued to page 44)
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Assets -

Assets admitted by parties B
Plus assets proven at trials
3: Accounts receivable
2) Merchandise inventories -
laberdasheries « Imported
Office equipment
Optical equipment *
32 Fuilding fixtures
4) Optical equipment and apparatus
9} Furniture & fixtures
6) Auto & delive trucks
7} Real estate holdi
Philippine Ready-i x
Concrete Coxporation stecks
(2) Race horses
Total assets .,

Liabilities -
Liabilities admitted by parties
Plus llabilities proven at trial
Total liskilities
Net worth as of Dec. 31, 1950
Less net worth as of Jan., 1, 1950
Increcse in net worth in 1950
Plus non-deductible expenditures
Personal, living and family
expenses
Income tax paid in 1949
Gress incoue
Less deductible itemss
Fersonal exemptions
0% of capitsl gein
Yar damsge compensation
Net taxable income in 1950
Tax due
Less tax already paid
auficieu‘z tax »
Add SOF surcharge
Deflciency tax and surcharge

-

$23,361.73
175 ,799. 67

67,0&5»4&
58,148.66
116,246, 59
2,340,400
¥,98%.33
13,234,28
10.81.“
217,558.00

10306000, 00

1946 7 28,346.46
1947 68,338, 11
1948 12,649, 36
1949 none .

1950
Total B
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The second issue relates to the 1¢4a11ty
pf the net worth method of determining taxsble
income under our Income Tax Law (Title 11 of the
National Internal Revenue Code).

Respondent in this case assessed against
petitioner deficiency income tax for the years
from 1946 to 1950. Although petitioner filed
income tax returms for those years and paid income
tax on his net incomes s reflected in his re-
turns, respondent found, after investigation by
an income tax ma;iner of the Bureau of Internal

| ]
— |
|
j

Revenue, that the former had considerable amounts
of unreported income not resorded in his bucks
nor reflected in his income tax Mumt. For
this reason: » Tespondent determined petitioner's
taxable income for those years by means of the
net method. _

The formula for determining the taxable net
income of a taxpayer by means of the net worth
method is as' followss increase in net worth,
plus non-deductible disbursements, afinus non-
taxable receipts equals taxable net mn-.'j (See
Perez v. Araneta, B.T.A. No. 189, decided by this
Court on February 13, 1956, and authorities cited
therein. ) The procedure for datcrn;ininq taxable
net income under this formula has b-m described
in a recent decision of the U.S. Sup;;;m Court,
vizs !

4113 "™
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1 *In's typital add worth prosecu~
tion the Government, having concluded
that the taxpayer'®s records are ine
adequate as a basis for determining
income tax liability attempts to
establish an 'opening net worth' or
total net value of the Taxpayer's
assets at the beginning of a given
veas. It then pioves increases in
taxpayer's net worth for each succeed-
ing year during the period under exame
ination and calculates the difference
between the adjusted net values of the
taxpayer's assets at the beginning and
end each of the years involved. The
taxpayer's maon-deductible expenditures,
including living expenses, are added
to these increases, and if the result-
ing figure for any year is substan-
tially ter than the taxable income
reported by the taxpayer for that year,
the Government claims the excess re-
presents unreported taxable income.

In addition, it asks the j to infer
willfulness from this understatement,
when taken in connection with direct
evidence of ‘conduct, the likely re-

- sult of which would be to mislead or
conceal.' Spies v. United States, 317
us 492, 499‘ 87 L. ed. 418, 423, 63
8. Ct. 3¢4. (H.lm v. Us S., 348
us 1215 cited in Perez v. Aranetas,

ﬁtspendant claims that his authority to use
the n;t worth method is sanctioned by Sections
15 and 38 of the Revenue Code. Section 15 eme
powers the Collector of Internal Revenue to “assess
the proper tax on the best evidence obtainable*
when 8 report required by law as a basis for the
assessment of any natienal 1ntlrnai¢rrv-nu1 tax
shall not be forthcoming within the time fixed
by lsw or regulation, or when there 1s ri;son
to believed that any such r.port‘ip false, incom-
plete, or erronpous. Section 38 p?ovides that
the net income of a taxpaper shall be computed on

| ,
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the basis of .his annual accounting period in
accordance with the method of accounting regulare
ly empléyed by him in keeping his books, but if
no such method of accounting has been employed,

Section 15 of the Revenue Code appears in
Title 1 under the heading “Organization of Bu-

reau and is, therefore, a general provision which

is applicable to all internal revenue taxes, while
‘Section 38 is embodied in Title 11 of the Code
under the heading 'Inconp.'l:’ and is applicable
solely to income taxes. ¥ But while Section 15 is
a general provision and Sec. 88 is specially
applicable to income taxes, there is nothing in
the two sections from which any implication may
be drawn that Section 15 has no application to
income taxes. The two sections are complementary
teo and not inconsistent with each other{]
Section 38 1s a copy of Section 41 of the
U. S. Internal RevenueCode of 1939 (Sec. 446

of the U. S. €ode of 1954), While we agree with
counsel for petitioner that decisions of the

U. 8. Supreme Court in net worth cases are not
binding in this jurisdiction, such decisions

have a strong persuasive forde and are generally

v i AR
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f6llowed and applied by our courts. (See Ferez
v, Araneta, supra.) In fact the memoranda sub;
mitted by counsel fam §ctxt1ennx are replete with
citations of American decisions which have been
cited in support of the stand taken by thems

The legality of the use of the net weorth
method is being assailed on three main grounds,
vizs

(1) *Increase in Net Worth® is not synonymous
to "Net Income™;

{(2) The taxpayer's method of accounting
should be followed; and _

(3) The inventery (or net worth) methoed is
grossly inaccurste and arbitrary.

We agree that “*increase in net worth" is not
synonymous to "met income” as the latter temm is
defined in Section 28 of the Revenue Code. Where,
however, the net income of 2 taxpayer can net be
determined from the income tax returns which he
is required to file, or from his books and rece
omds, experience both here and in the United
States has shown that the use of the net worth
melhed is a reasonable means of determining net
income.

That the taxpayer's method of accounting Z
should be followed generally may also be admitted.
" But Section 38 is very cldi?r and explicit that
where the method employed by a taxpayer does not
clearly reflect his income, the Collector of In-

(s
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ternal Revenue may esploy any other method which
in his opinion would clesrly reilect the incowe,

" or he may make use of "the best evidence obtaine

able"* under Sec. 1%. The power or authority of
the Cellector to choose the method of determining
taxable income is quite compxrehensive, and the

" only limitation to the exercise of such power or

authority is that the method chosen or adopted
must “clédarly reflect the income.® The govern.
ment, in the words of the U, S. Supreme Court,
“has relied for the collection of income tax
largely upen the ta;payer's own disclosuress » o
the government must be free to use all legal
evidence available tc it in detexmining whether
the story teld by the taxpayer's books accurately

. reflects his finencial history. * (Holland v. UsS.supra, )

That the a‘i worth methed may in some inse
tances be gressly inaccurate and arbitrary, may
also be accnptodzf?ut the fact that the use of
such method may be arbitxary in isclated instances
is not a valid defense against its legality. By
tﬁn very nzture of the net worth method, exrors
or mistakes are apt to be committed in arriving
at the net worth of the taxpayer in any given
peried, specially where the n-cgsiiry data are
withheld by the taxpayer himself ,or are simply
unavailable because of the absence of adequate

records. The validity or efficacy of the net
worth method csn not, under such circumstances,

/
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be made to depend upon the abselute accuracy of
the taxable income arrived at by the use of such
mebhod, otherwise the Government would be at the
mercy of taxpayers. Where it clearly appears,
however, that an abuse or injustice has been
perpetwated, or where gross inaccuracies are
" shown to exist in the use of the method, this
Court will not hesitate te lend its assistance to
every taxpyer who feels himself aggrieved by an
unjust oxr incorrect assessment.

Our opinion, therefore, is that Section 38
of the Revenue Codo authorizes the Collector of
Internal Revenue to employ the net worth method
where a taxpayer kup‘s no books or records or
where such books or recoxds do not clearly re-
flect his income. On this peint, we reiterate
the views expressed on our decision im Perez v.

Araneta, Supra.

*The consensus of opinion among
well-known authorities on Federal
income taxation in the United States
is that the powet of the Commissioner
of Internal ue to use the net
worth method springs or is derived
mainly from Section 41 of the Internal
Revenue Code of 1939 (Section 446 of
the 1954 Code). Samuel Byer, a New
York attormey and formerly .
Conferee, Technical Advisor in Appel-
late Division, U. 8. Internal Revenue
Sexvice, in an article 'The Net Worth
Technique for Determining Income,®
(Prec. NYU 13th Amn. Inst. on Fed.
Taxation 1055 (1955), while expressing
the epinion that Section 41 ‘deoes not
represent the authority for use of the
net worth or any other indirect method"
because he believed that it proceeds
from the broad general 1mtuhz:tory
provisions of the Code, has t

418 .
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say$ ‘The proposition that the Com-
missioner®s authority to use the net
worth method or any other indirect

method in dete ng income, is rooted in
or stems from Section 41 of the In-
ternal Revenue Code of 1939 has been
supported by the Courts so frequentl

that the mere mention of the indirec
technique for determining income calls
forth a recitation of the provisions

of that section. ort for the pro-
ition is not 1 in discussion
able tax men.'
7 X ) 4

, *It appears to us te be well
established that the prevailing view
in the United States is that the use

. of the neto worth or any indirect method
of proving ureported income is per-
mitted r Section 41 of the U. S.
Internal Revenue Code of 1939 (Section
446 of the 1954 Code). Section 38 of
our Revenue Code having been patterned
after Section 4} of the U.S. Code, the
construction placed upon that section
by the U, S. courts has a strong per-
suasive force in this jurisdiction.
We have no doubt, thereflore, that Sec-
tion 38 of our Revenue Code as it is
worded permits the use of the net
worth method by the Collector of In-
ternal Revenue where @irect proof of
under-declaration of income is not
available by any other means. x x x *

It is argued, however, that assuming that
the net worth method is peérmitted under the lawy:
- 4t is ntt applicable to the case of herein
petitiocner as the requisites for its use are
not present. The follewing conditions, accor-
ding to counsel for petitioner, are 1hdispoa31blo
requisites for tne pro.er use of the net worth
method:

O Lt b g g P

that they do not reflect his correcg
income.
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*(2) There must be an

net worth, established with reasonse
ble certainty, to serve as a starting
peint from which to calculate future
increases in the taxpayer's assets.
The importance of accuracy ia this
figure is immediately arent, as the
correctness of the result depends en
tirely upon the inclusion in this sum
of all assets on hand at the ocutset.

*(3) The Govermnment must track

down all relevant leads furnished by

the taxpayer reasonably susceptible of

being checked.

*(4) There is le evidence of

source income of taxpayer, which

accounts for the increase in networth.

The government must do more thas show

an increase in networth; it must prove

in some way that the source of the in-

crease was taxable income.

*(5) Proper adjustment must be

made for perscnal and other non-

deductible expenditures as well as forx

non-taxable receipts and for depre.
ciation.® ( p. 104, )

The question has been asked: Do these cone
ditions obtain, or have they been complied witha,
in the case at bar? Teo which counsel for peti-
tioner refliedt “COur answer is emphatically in
the negative. This is especially true with res-
pect te Conditfons Nos. 2, 3.and 4, which, neede.
less to state, are amongt the most important ones.*

Apparently, Condition Ne. l. that the books
of the petitioner sre ¢c inadequate ti;at they
do not reflect his correct income - has been
met, ccunsel for petitloner not having "b\otheredt'
to prove the adequacy of their clients M&
and records. That the books and records of peti-

tioner do not reflect his correct income is

420
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clearly shown in our discussioh of the first
issue (referring to the correctness of the in-
creases in net worth of petitioner), and alse
in Annex"A" sttached to the memorandum for
petitioner dated Feb. 27, 1956. In said Annex
"A®, it is admitted that petitioner incurred in-
" come tax deficiencies during the years 1947, .
1948 and 1930, wven without considering the items
disputed by respoddent. '

Condition No. 5, referring to adjustment
for perscasl and other non-deductible expendfétures
as well as for non-taxable receipts and for
deprecistion, is also admitted as having been
complied with. This v;as made possible largely
by agreement of the parties.

' Condition Ne. 2, relating to the opening
net worth, which must be established with reascn-
able cegainty, is alleged not to have been
cleqrly established. While it is true that the
epening net worth of petitioner as of Jan. 1,
1946, which was used by respondeat in deter=
mining petiticner's yearly increases in net worth
from 1946 to 1950, has been shown to be erronecus,
yet upon the evidence submitted ky the parties,
the opening net worth hzs been established with
reasonable certainty. (See page 40, supxa, )

It may be stated in favor of petitioner and his
counsel that they cooperated willingly during the
trial of this case in bringing to light peti-
tioner's opening net worth, which happily
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facilitated the early termination of the tr#il
and helped the Court in great measure in the
proper determination of the issue.
Condition No. 3, which requires, according
to counsel for petitioner, that the “"Government
must track down all relevant leads furnished by
the taxpayer reasonably susceptible of being
checked,” has been in our opinion, adequately
met. Leads furnished by petitioner 1n.regard
to his assets and liabilities were investigated
abd checked, and, where found to have been
clearly established, were admitted by respon-
"dent. The same is true with petitioner's non-
taxable receipfs and income. It may be true

that there were certain flaws in the findings

of respondent, but the flaws that we have ob-
served operated more to the advantage of peti-
tioner thafh of the Government. Note, for ins-
tance, the subject of non-deductible expenditures,
among which are the perscnal, living and family
expenses of the Taxpayer (Sec. Si. Revenue Code),
which expenditures are required to be added te
his increase in net worth fo arrive at his gross
income. Respondent, without considering “rela-
vant leads®, simply estimated petitioner's per-
sonal expenses assthe equivalent of his personal
exemptions deductible under Section 23 of the
Revenue Code. In effect, respondent did not

find any non-deductible expenditure of petitioner
for personal, living & family expenses dufing

S 422 ees
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all the years under review. We do not believe
that petitioner would assail the propriety of
the net worth methed as applied to his case
merely becsuse of the failure of respendent to
appraise reasonably his nonedeductible expene
ditures for personal, living and family expenses.

Condition No. 4, requiring evidence of ine
come of the taxpayer, which accounts for the
increase in his net worth, has likewise been
complied withs The evidence of recerd shows
that petitioner has, or had during the period
under review, a flourishing business in optical
goods, office equipment, and haberdashery. He
maintained expensive ®ace horses of which he
kept no records. He had considerable real esSe
tate transactions, which were also not recorded,
the only recexd wi which is what appears in the
income tax returns. MHe¢ alleges to have cone
tracted personal loans, no record of which was
also kept, which personal loans do not apput’
te have been spent for personal, living and
family expenses and must presumably have been
invested in income-producing ventures. He is
also the president of the Philip;ﬁ?iné\ Recing Club.
Considering the admittedly inadui\aat;_ records
of petitioner, we find no d:lff:lcy):’;){ in expresse
ing the opinion that these are/,sm\\of the pro-
bable sources of petitionerfﬁ"/undecla} d income.

It is not required 1}& net worth cases
/,
/
]
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that the Sovernment prove with absoluty certainty
the sources from which petitioner derivied his |
unreported income. It is sufficient if'{evidence
is adduced of the likely source or sourcygs of
such income. In this case, there is ampl§'evidence
of the probable sources from which peti- \

" tioner could have derived his undeclared income
*"in quantity sufficient to account for the net
worth increases®. (Holland v. Ue S. supra.)

' The third issue refers to the propriety of
the imposition of the 5SO% fraud penalty provided
in Section 72 of the Revenue Code. The pertinent
portion of said secgyion relating to the fraud
penalty readss N

" x x x In case of willful

neglect to file the return or list

within the time prescribed by law, or

in case a false or fraudulent return

or list is willfullg made, the Col-

lector of Internal Revenue shall add

to the tax or to the deficiency tax,

in case any payment has been made on

the basis of such return before the

discowery cf the falsity or §raud, a

surcharge of fifty par centum of the

amount of such tax or deficiency tax."

Among the circumstances génerally recognized
as justifying the imposition of the fraud penalty
ares (1) intentional understatement of income,
substantial in amount pear se or substantial in
relation to the total reported income; (2) ine
tentional overstatement of deductions, substan-
tial in amount per s or substantial ih relation
to the total reported income; and (3) recurrence

of the understatement of income or overstatement

424 -
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of deductions for more than one tax year.
(Balter, Fraud Under Federal Tax Law, 2nd ed.
L}95i7 » Po 226, cited in Perez v. Araneté,
supra. ) |

In the case at dar, the understatements
of petitioner'’s income are “substantial in amount
per se or substantial in relation to the total
’r.ported income?! Such substantial undor:tatemAnts
of income have been clearly established
in 1946, which recurred in the fellowing yeaxrw
up to 1930, except in 1949, 1In fae%}\\petitioner
admits that understatements were made fhnhis
returns, although in amounts less than th&kq
established during thg trial, as shown in Annex
A" attached to the memorandum for petitioner
dated February 27, 1986. The following is a com-
parative statement of the net incomes declared
in his returns and the net incomes established

by the net worth method, together with the

-

under-declarationss
b Net Income Net Income
Extablished
1946 P51,380026 £105,779.30 P 54,399.04
1947 12,660.98 149,277.79 136,616.81
1948 13.615.82 49,098.62 35,482.7%
1950 14,395.0 161,583.70 147,177.63

The net income undeclared in 19546 is more
than 100% of the net income declardd. In 1947,
the undeclared net income is more than 1,079%
of the net income declared. In 1948, the un-
declared net income is more than 260X of the net

income declared. In 1950, the undeclared net

425
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income is more than 1,000% of tye do%;nrt d net
income. Ye have no hesitancy in expressing the
opinion that, under the cirscumstances, such Buge-
underdeclarations could not have iken the re-
sult of honest mistakes. 1In Sﬁes'v: U.S. 317

U. S. 492, it was held that affirmative willful
. attemptrmay be inferred from "any conduct, the
likely éffect of which would be to mislead or

to conceal."

Having arrived at the conclusion that the
fraud genalty has been preperly imposed in this
case, the last issue as regards the statute of
limitations upon assessment and collection
properly applicable t6 the case is easy of seolu-
tion. The €ame question was fully discussed |

by us in Perex v. Araneta, supra from which we
quotes

*Under Section 331, the Collect-
or of Internal Revenue has 5 years
after the return was filed within which
to assess an internal revenue taxy and
no proceeding in court without assess-
ment can be begun after expirgtion of
said period. Hewever, under ®ection
332 (a), it is provided that in the case
of a false or fraudulent returxn with
intent to evade tax or of a failure
te £ile a return, the tax may be as-
ssesed, or a proceeding in court for
the collection of such tax may be begun
wilhout assessment, at any time within
ten years after the discovery of the
falsity, fraud, or omission. In con-
nection with the issue as to the legal-
ity of the imposition of the fraud
penalty, we expressed the opinion that
the fraud penalty is applicable.
According s+ 1t is also our opinion
that the 1 -year period rovided in
Section 332 (a) within w ch a deficiency
income tax may be assessed applies.

426  opp
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There is nc question that the assess-

ments in this case wers all wmade withe

in 10 years from the date of discovery

of the fraud. It follows that said

assessnments were validly made. And

since under the law, the Collector of

Internal Revenue has 5 years after

assessment within which to collect the

tax, it is obviocus that the right of

the Government tc¢ collect the deficiency

income tax 2ssessed against petitionex

" for the yezrs 1947 to 1950 has not
prescribed.

In this case, the assessment was made within
10 years from the discovery of the fraudi. Cone
sequently, the right of the Government to assess
the deficiency income tax in question has net
prescribed. The riéht to collect by judicial
action has not alsc prescribed, judicial proceed-
ings having been instituted by petitioner hime
self within 5 years sftexr the assessment. Of
chyrse, we still maintain the view that after the
lapse of three years after the returns were due,
or were filed, the Collector of Internal Revenue
is not autherized to collect any deficiency income
tax by warrant of distraint and levy.

For the foregeing considerations, we axe of
the opinion that -

(1) The undeclared taxable incomes of peti-
tioner for the years 1946, 1947, 1948 and 1950
have been clearly established by the use of the
net worth methéed;

(2) The use of the net worth method, or any
other method, to nrove umreported income is clearly
authorized under Sections 15 and 38 of Lhe Re-

venue Ccocdes

—
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' (3) The 50% surcharge prescxibed in Sectien
T2 of the Revenue Code has been properly imposeds
and .

(4) The right of the Goverament to assess
the deficiency income tax against petitioner for
the years 1946, 1947, 1948 and 1950 and the right
to collect such deficiency tax by judicial action
have not prescribed.

Accordingly, the decision appealed from is -
hereby modified, and petitioner is hereby crdered
to pay the aggregate amount of P210,738.20,
representing deficlency inceme tax and 50F sur-
charge coxrespcnding‘to taxable years 1946, 1947,
1948 and 1950, computed and itemized on pages
4C~44 of this decisicn, such payment to be made
within a reascnable period to be fixed Ly res-
pondent. With costs against petitioner.

SO ORDERED.

Manila, July 26, 1956.

ROMAN M. UMALI
Associate Judge

We Concur:

MARIANO NABLE
Presiding Judge -

AUBLISTO M. LUCIANO
Associate Judge

‘1238 j..‘



