REFUBLIC OF THE PHILIPFINES
COURT OF TAX APPEALS
QUEZON CITY

ORANBO REALTY CORFORATION,
Fetitioner,

-~ vVersus - C.T.A. CASE NO. 5082
COMMISSIONER OF INTERNAL Promulgated:
REVENUE, Respondent. JAN lﬁjgglw
A N IS = e R T B - = X

DECISION

This appeal involves petitioner?’s claim for refund

Ay tax credit of the sum of F9z2,311.00, representinng

overpaid creditable withholding tax for calendar vyear
ended December 31, 1991.

Fetitioner Oranbo Realty Corporation 1is a domestic
corporation duly organized and existing under tihe laws of
the Fhilippines with business address at 4th Floor, Hycip
l.aw ALl Asia Bldg., Faseo de Roxas, flakati, Metro IManila.

During the calendar year 1991, petitioner leases its
properties to Aris PFhilippines, Inc. and Sehwani, Inc.
from which it realized a total rental income in the

amount of F19,761,61&. 00 broken down as follows:
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[REES B AFMOUNT
Aris Philippines R19, 461, L. 00
Sehwani, Inc. SO0, 000, OO
Total L, e, 613, 00

Fetitioner alleged that out of the income payments «of
Aris Fhilippines, Inc., a 9% expanded withholding tax was
deducted by the latter in the sum of RO E, 081, 00
(19, 461, 612,00 % S%).

On April 15, 1992, petitioner filed its income tax
return  for the calendar year ending December 31, 1991
reflecting a net taxable income of 145,058,000 with a
corresponding income tax liability of S0y, T 0L 00
(145, 038,00 x  35%4) but with a refundable income tax  in
the amount of FI22,311.00 arising from the unutilized
portion of the 5% expanded withholding tax fraom fris

Fhilippines, Inc., detailed as follows:

INCOME =
Aris Fhilippines, Inc. i, 41, 612, 00
Sehwani, Irnc. SO0, D00, 00
Miscellaneous 4, VL 0D
Total Sy UL 100
LESS:s DEDUCTIONS 10, v 4410, i)
NET TAXABLE INCOME F 1 AL 00
TAX DUE ket 50, T70. 00
LESS: % CREDITABLE WITHHOLDING TAX - 3 DHLLO0
AMOUNT REFUNDABLE e G, AL, 00
This overpaid income tax for 1991 was not uwtilized by

petitioner in the succeeding taxable year 1992, instead,
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it opted to file a written claim for refund or tax credit
with the Buwreau of Internal Revenue on April &8, 1993,

However, the inaction of 1(respondent on iteg letter—
claim for refund/tax credit compelled petitioner to file
the 1instant petition for review on March 28, 1994 in
order to preserve its right to judicially claim for the
refund of excess payment of oreditable withholding tax
pursuant to Section 230 of the National Internal Revenue
Code, as amended.

While the case was pending trial, respondent cause
the immediate investigation of petitioner’s »reguest iy
virtue of a Referral Letter No. 6447/461, dated November
14, 1994, issued to Revenue Enforcement Officer Roberto
Baguiran (Exh. 1 of respondent, p. 140, CTH records).

On November &1, 1994, & memorandum report of
investigation was served by said revenue officer finding
the petitioner 1liable for deficiency income tayx in  the
total amount of F10,442,959.84 (Exh. 3 of respondent, pp.
142-144, CTA records).

The issues posed before Us are as follows:

3hg Whether or not the revenue examiner’s rveport of
investigation can negate petitioner’s entitlement for the
refund; and 1if not,

. Whether or not petitioner has proven its

entitlement thereto.
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Anent the first issue. Respondent asserts that
petitioner is not entitled to the refund oy tax oredit
centering her position on the report of investigation
conducted by the revenue examiner on petitioner’s income
tax return. Fertinent portion of said report iz heveby

quoted as follows:

"FINDINGS:

We disallow the interest expense o«laimed
for the following reasons:

1. Item A: Loan from BRI was incuwred
on July 19, 1989 and the puwrpose of thoe loan
was to finance the acquisition hy WIS I
(taxpayer) of all outstanding shares of sbook
of NOMR Devt. Corp. (see Term Loan (Mij-eewent
dated July 19, 1989 papge 11&). Fimaneial
statements from 1990-1991 however, do Tiat
reflect these transactions (purchase of shai-~cs

of stock and its disposition, the proceceds of
disposition, gain/loss from disposiltion, cta.)

This indicates that the loan is not only
inexistent but also fictitious o simuwlatoed,
The taxpayer should be required to submit mroof
of the transactions above.

Furthermore, the loans obtained greatly
exceeds the stock/equity of ORAMBO and should
have been treated as investment in stock Ly the
creditor bank. In ouwr jurisdiction we Tollow
the thin incorporation rule, wherel:y loans
obtained in excess of capitalization shi.ll oo
treated as equity contribution {oapital
investments on the part of the lender) and not
as liabilities.

Item B. Loan from ucrn, foir
27,000,000, 00, was incurred on Auagust 15, 1990
for working capital requirements. Financial

statement for 1990 (Statement of Chanyes in
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Financial Fosition) showed that the taxpayer
acquired land in the amount of F25, 821, 745, 00.

Since the proceeds of the loan was used in
the purchase of real estate above the correct
treatment should be to capitalize the interest
expense attributable to the purchase price. 1t
is a settled rule that the cost of nancy
{interest expense) and all other eHpEnNse s
attending the acqguisition of capital assels is
a capital expenditure.

Rationale behind this rule is that land do
not depreciate, save only on some exceptional

cases, in fact in most instances il
appreciates. It is therefore proper that Lhe
expenses incuwred for the acquisition of said
property should be capitalized as part of  Lhe

cost and not charged to operation as ocuwrent
expenses.

(B0 Due to Aris Philippines was series of
advances way back 1in 1984, Aris Fhil. (RIS
for shortl) is a 40% stockholder of ORANLD. i1
of this advances were used in the puwrchased
land and in meeting working capital
requirements. The records show that advances

taken are sometimes settled in kind. f{(dacion on
page) real estate.

ORANBO leases all its land and building to
ARIS. (See Notes to 1991 F/%5). As  can bie seen
above, financial profile, the company declared

a taxable net’' income of K143, 058,00 from nross
income of 19,884,420.00 or measly .0Q7I9  or
seventh of one—percent. The land and bwilding
leased 1is valued at W96, 744,856, 00, The

records do not show any lease contract between
the parties neither is there a way to establish
or standards to be used to determine whelther
the amount of rental being paid by ARIS is
based on commercial rates.

ORANBO and ARIS are related taxpayers if
not commonly owned by one G IO of
stockholder. While the taxpayer admits being
40% owned by ARIS the document however show
otherwise. In various loan document entered
into by ORANBO with thivrd party (GFI & UCRE),
it is being represented by M. RO .



DECISION -
€C.T.A. CASE NO. 35082

- 6 -

SCHROEDER  as Chairman of 0ORANBO REALTY CORFE.
But in ORANBOs transaction with ARIS, this tinme
ORANBO is represented by e DENILDO G.
HERNANDEZ as Fresident, while AR TS is
represented by M. ROL.F H. SHROEDER, @S
Fresident.

It is a settled rule in this Jurisdiction
that payment of interest between related
taxpayers are not deductible because of
(possible) connivance.

Taking all the above circumstances, we are
left with no option but to recommend for the
disallowance of the entire interest expenses
claimed as deduction.

In view thereof, we most respectfully
recommend that all the interest EURENsEs
claimed as deduction be disallowed and
assessment based on adjusted taxable income fre
approved. "

We shall tackle each item one by one.

Item A. Loan with BRFI.

Respondent’s revenue examiner is of the opinion that
the interest expense arising from the loan  from BRD 0 i3
not deductible. The financial statements for the vears
1990-1991 do not reflect the puirchase of all the
outstanding shares of stock of NOM5 Development
Corporation. Thus, reachiniy to a conclusion that such
loan is fictitious and inexistent.

In an earlier case of Oranbo Realty Corporation vs.
CIR, CTA Case No. 4820, January 23, 1995, this Court had

the occasion to rule in this wise:
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"(FMetitioner CORANRO] is a corporation
duly organized and existing under the laws of

the Fhilippines. It wholly QW& MNoma
Development Corporation, a domestic cornporation
whose term of existence was shortened Lo
December 31, 1988 by an amendment of the

Articles of Incorporation duly approved by the
Securities and Exchange Commission on September
£8, 13983 (Exh. (©C).

A Deed of Conveyance was executed by MNoma
Development Corporation (Assignor) and  Oranlo
Realty Corporation (Assignee) on June %4, 190590
with respect to the transfer of real properties
together with its buildings and iaprovements

without any consideration but by vy of
liquidating dividends in  puwsuance Lo the
dissolution of Noma Development Corpoiration

(Exh. A). (Underlining supplied)”

Clearly, the acquisition of shares of stock of NOMA
Development cannot in any way reflect in the financial
statements of petitioner for the calendar vears 1990-1991
because NOMA Development Corporation WS earlier
dissolved on December 31, 14988. As a matter of fact, the
shares of stock acquired by petitioner were replaced by
real estate of NOMA Development Corporation by way of

liquidating dividends due to its dissolution.

Item B. Loan with UCFB.

Respondent contends that the interest expense
pertaining to the loan from UCFR which was used to
purchase land should be capitalized. Hey reasaon behind

such statement was that "land do not depreciate, GEVEe

only LidJn some exceptional cases, in fact in most
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instances it appreciates. It is therefore proper that
the expenses incurred for the acqguisition of said
property should be capitalized as part of {the cost and
not charged to operation as current expenses.’

We do not agree. In refutation, We are of the
opinion that the case of PAPER INDUSTRIES CORP. OF THE
PHILS. (PICOP) vs. COURT OF APPEALS, COMMR. CF INTERNAL
REVENUE AND COURT OF TRX APPEALS, G.R. Nos. 106943-50;
and COMMR. OF INTERNAL REVENUE vs. PICOF, THE COURT OF
APPEALS AND THE COURT OF TAX APPEALS, G.R. Nos. 106984~

85, - December 1, 1995, decided by the Supreme Court £n

Banc 1is applicable to the case at bar. Altheoungh it
involves the allowance of interest on loans for the
purchase of machinery and equipment as a deductiuvn  Ffrom

gross income, it nevertheless may apply Lo interest
expense paid on loan contracted by herein petitioner firom
UCFB since it invdlves the purchase of capital asset out
of a loan obtained from a bank. Said the High Cowrts:
"(1) Whether Picop 1is entitled
to deduct against current
income interest payments on

loans for the purrchase of
machinery and equipment.

In 1969, 197 and 1977, Ficop obhtained

loans from foreign oreditors in ordor Lo
finance the purchase of machinery and cgaipnont
needed for its operations. In its 1977 Incowme

Tax Retwrn, Ficop claimed interest payments
made in 1977, amounting to M4, 840, 131.00, G
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these loans as a deduction from its 1977 ngross
income.

The CIR disallowed this deduction upon the
ground that, because the loans hasld Leen
incurred for the purchase of wmachinery and
equipment, the interest payments on those louans
should have been capitalized instead and
claimed as a depreciation deduction taking into
account the adjusted basis of the machimnery and

equipment (original acqguisition cost plus
interest charges) over the useful life of such
assets.

Both the CTA and the Court of MAppeals
sustained the position of Ficop and held that
the interest deduction claimed by Ficop was
proper and allowable. In the instant Felilicn,
the CIR insists on its original position.

We begin by noting that interest payments
on loans incuwrred by a taxpayer (whethey B05-
registered or not) are allowed by the FIRC &s
deductions against the taxpayer’s mross incomo.
Section 30 of the 1977 Tax Code provided as
follows:

‘Hection 30, Deduction frem
Gross Income. The following may e
deducted from gross income:

(a) Expenses:

XXX XX K WAUK
{b) Interest:

(1) In neneral. -  The amount
of interest paid within the taxable
year on indebtedness, except 0N
indebtedness incurred or continued ta
pwrchase or carry obligations the
interest wupon which is exempt firom
taxation as income under this Title:
X X X! (Underscoring supplied)

Thus, the general rule 1is that interest
expenses are deductible against gross income
and this certainly includes interest paid under
loans incurred in connection with the carrying
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on of the
instant case,
interest payments
incuwrred in connection

business of

the CIR does not
were made
with

the taxpayer. I'm the
dispute that the
by Ficop on loans

the carrvinmn on of

the repgistered operations

Ficop, 1.@., the

financing of the
equipment actually
operations of Ficop.

used

purchase
in the
Neither

of machinery and
revistered

does the CIR deny

that such interest payments were lepgally due
and demandable wunder the terms of such loans,
and in fact paid by Ficop during the tax yoear
1977.

The CIR bhas been unable to point to any
provision of the 1977 Tax Code or any olhier
statute that requires the disallowance of the
interest payments made by Ficop. e IR

invokes Section 79 of Revenue

Regulations Mo. &

as amended which reads as follows:

‘Section 79.

Interest Qn

Capital. — Interest calculated for
cos—keeping or other puwrposes on
account of capital surplus investoed
in the business, which does nokt
represent a charge arisinmg under Aan
interest—hearing oblinatiaon, is ok
allowable deduction from Oroes

income. "’ (Emphases
the above

No. & as
interest,"

"calculated" or

paid) for

We read
Regulations
"theoretical
interest
incurred or
determining the
funds in a given business.
or imputed interest does
legally demandable
incurred by the
find out, €. 0.,
better
interest
his business.
above makes
constitute a
bearing obligation is an
from gross income.

whether
rather than

clear is that

provision of
referring to so
that is Lo
computed

"opportunity cost"

interest—bearing
taxpayer who however wishies (o

off by lending out his
investing
One thing that
interest which
charge arising
allowable

supplied)

Revenue
calloed
Sty
(and not
pLrpos e of
of investing
"theorelical "
arise ron a
obligation

the

Hueh
not

would have been
funds and earning
such funds in
Section 79 guoted
does
interest-
deduction

under an
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It is claimed by the CIR that Section 7%
of Revenue Regulations MNo. 2 was "patterned
after" paragraph 1.266-1 (b), entitled "Taxes=
and Carrying Charges Chargeable to Capital
Account and Treated as Capital Items" of {the
U. 5. Income Tax Regulations, which parangraph
reads as follows:

*(B) Taxes and Carrving Charrnoes.
= the items thus chargeable to
capital accounts are -

{(11) In the case of real
property, whether improved or
unimproved and whether productive o
nonproductive.

ta) Interest on a loan {(but not
theoretical interest of a taxpayewr
using his own funds).’

The truncated excerpt of +the U.&. Iriconme
Tax Regulations guoted by the CIR needs to e
related to the relevant provisions of the U.3S.
Internal Revenue Code, which provisions ceal
with the general topic of adjusted basis For
determining allowable gain o loss on sales o
exchange of property and allowable depreciation
and depletion of capital assets of the
taxpayer:

‘EFresent Rule. The Internal
Revenue Code and the Regulations
promulgated thereunder provide that
"No deduction shall bhe allowed for

amounts paid or accrued for such
taxes and carrving charges as, wnder
regulations prescribed by thao
Secretary or his delenate, aire

chargeable to capital account with
respect to property, if the taupaver
elects, in accordance with suely
regulations to treat such taxes or
charges as so chargeable. "

At the same time, under the
adjustment of basis provisions which
have just been discussed, it is

provided that adjustment shall be
made for all ‘expendituwres, receipts,
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losses, or other items? properly
chargeable to a capital account, thus
including taxes and carrying charges;

however, an exception existae, 3T
vihich event such adjustment Lo the
capital account is not macle  with

reapect to taxes and carryinmg charnoes
which the taxpaver has not elected to
capitalize but for which a deductinng
instead has been talken,’?
{Underscoring supplied)

The ‘carrying charges? which may be capitalized
under the above gquoted provisions of the UL &,
Internal Revenue Code include, as the CIR  has
pointed out, interest on a loan “(lat o not
theoretical interest of a taxpayer usinyg his
own funds)?. What the CIR failed to pouint out
is that such ‘carrying charges? may, either e
() capitalized in which case the cost basis of

the capital assets, e.g., machineyy Tl
equipment, will be adjusted by adding  Lihe
amount of such interest payments ()5
alternatively, be (1) deducted from o s
income of the taxpayer. Should the taxpayor

elect to deduct the interest payments
its Qgross income, the taxpayer cannot
same time capitalize the interest payment &. I
other words, the taxpayer is not entitled Lo
both the deduction from mross inceme and Llve

atrei st

_hie

adiusted (increased) basis for deltermininn gain
or loss and the allowable depreciation «harge.
The U.S. Internal Revenue Code does not

praohibit the'deduction of interest O a Lo
obtained for puwrchasing machinery and equipment
against gross income, unless the taxpayer has
also or  previously capitalized the S ane
interest payments and thereby adjusted the cost
basis of such assets.

We have already noted that out 1977 NIRC
does not prohibit the deduction of interest on
a loan incurred for acquiring machinery and
equipment. Neither does our 1977 MIRZ comnpel
the capitalization of interest payments on such
a loan. The 1977 Tax Code is simply silent on
a taxpayer’s right to elect one o the obber
tax treatment of such interest praymoent s,
Accordingly, the pgeneral »rule that interest
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_1‘3._

payments on & legally demandable loan are
deductible from gross income must be applied.

The CIR argues finally that to allow Ficop
to deduct its interest payments agains. its
gross income would be to encourapge frauwdualent
claims to double deductions from pgross inoome:

‘Ltlo allow a deduction o
incidental expense/cost incuwrred in
the purchase of fixed asset in  the
year 1t was incuwred would invite tax
evasion thyrough fraundualent
application of double deductions fvoum
gross income.?’ (Emphases supplied)

The Court is not persuaded. So far  as  Lhe
records of the instant cases show, Ficop |has
not claimed to be entitled to double cdeduction

of its 1977 interest payments. The CEIR Mas
nelitheyr alleged nor proved that Ficep hed
previously adjusted its cost basis o Uhe

machinery and equipment purchased and claim,
€. 0., increased deductions for depreciation.

We conclude that the CTA and the Couwrt of
Appeals did not err in allowing the deductions
of Ficop’s 1977 interest payments on its loans
for capital equipment apgainst its gross incone
for 1977."

Item C. Due to Aris Philippines.
Respondent alleges that petitionew arna Fis
Fhilippines are related taxpayers. In which, if found

true would disallow the deduction of the subrject interect
expense pursuant to Section 239(b) (2){ii) of +Lthe Tax (Code,
as amended.

Section 239(b) (&) (ii) in relation to Hection Z0(h) of

the Tax Code, as amended, provide as follows:
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"SEC. 29. Deductions from gross income. -—

XXX.
(a) Expenses:
X X X
() Interest:
X X X
() No deduction shall be allowed in
respect of interest wunder the succeeding
sub—-paragraphs:
(i) X X X
(ii) If both the taxpayer and
the person to whom the payvment has
been made or 1s to be mwade e
persons specified und ey hectipn
S0(b)."
"SEC. 30. Items not deductible. (&)
General rule. — In computing taxable income no
deduction shall in any case ke allowod in

respect of -
X X X X X X ®on X

(b) lLosses frrom sales or exchanges of
praperty. = In computing net incomneE  no
deduction shall in any case be allowoed in
respect of losses from sales or exchanges of
property, directly or indirectly -

(1) Retween members of a family. For the
purposes of this paragraph, the family of a&an
individual shall include only his brothewrs and
sisters (whether by the whole o half Lioodr,
spouse, ancestors, and lineal descendants;

) Except in the case of distributions
in liguidation, between an individual and a
corporation more than fifty per centum in value
of the outstanding stock of which is wuwned,
directly or indirectly, by or  far Bl
individual;
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(3) Except in the case of distributions
in liquidation, between two corporations il e
than fifty per centum in value ot e
outstandinng stock of each of which is et

directly or indirectly, by o for tUhe G a0
individual, if either one of such corporvabicns,
with respect to the taxable year of Lhie
corporation preceding the date of the sale or
exchange was, under the law applicable to such
taxable year, a personal holding company or a
foreign personal holding company;

(4) DBetween a grantor and a fiduciary of
any trust;

(5) DBetween the fiduciary of a trust and

the fiduciary of another trust, if the scane

person is a grantor with respect to each trust;

or

(&) DBetween a fiduciary of a trust and a
beneficiary of such trust.! (Underscoring ours)

This Court noted, based on the examiner’s report,
that Aris Fhilippines, Inc. only owns 40%  of the
outstanding stock of petitioner—UOranbo. Since Aris
Fhilippines, Inc. does not own more than S04 of  the
outstanding stock of petitioner then it is not covered
under the items no£ deductible as a business expense.

Furthermore, My, Rolf H. Hehroeder, being the
Chairman of petitioner—-Uranbo and at the same time
Fresident of Aris Fhilippines, Inc. does not mean that
the cowrporations he represented are related Llaxpayers.
Respondent should have vital evidence to support a¥=3

contention.
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As regards the second issue, petitioner must prove
its entitlement to the refund sougght. It therefore, must
comply with the following three basic requisites, to wilb:

"1, That it filed a claim for

within the two (&) year period firom

payment of the tax as prescribed under

299 (now &30) of the MNational Intevrnal
Code, as amended;

¢

. That the income upon which the

were withheld at souwrce under Section

)

e fFand
al e o
Gootion

flevenue

Laxes

included as part of the income declared in
income tax return of the recipienty; &l
S The tact of withholdinn

established by a copy of statement (D3I}

S8 were
the

AR

o

1743.1) duly idissued by the payor (uitlhhiolding

agent) to the payee, showing the amount

jaanad

and the amount of tax withheld Lhove Fron. "

[Sec. 10, Rev. Regs. 6—85; see

Finance Corporation vs. The Commissiornor

Internal Revenue, CTA Case No. 4134,

Citvyutirust

o

Qo o
MO DR ET

11, 1991; affirmed by the Court of fApoenis
Citytrust Finance Corporation vs. Couwrt

Appeals and the Commissioner of
Revenue; CA-G.R. SP No. 28239, March 1
and Citytrust Finance Corporation

Investor?’s Finance Corporation/FRCDR
vs. Commissioner of Internal Revenue,

of

in

Teax

intoernal
1950
(Formerly

Finance)

1,”

CTha

No. 4046, February 24, 1993; affiyraed

Court of Appeals in Commissioner of

Yo
Yy

Case

BB
v e

Intoernal

Revenue VS. Citytrust Finance Corporatian
{Formerly Investors Finance Corporaticn/FrCS

Finance) and the Court of Tax Appeals,

SP No. 31104, April 18, 199413.

A perusal of the evidence presented
revealed that it has satisfactorily proven
refund or tax credit. Fetitioner has tiled

refund/tax credit within the two—year period

iy
it

i

Ca-G. R

petitioner

s claim
e olaim
with the

for

o

BiR
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and with this Court. The letter—claim for refund/tax
credit was filed with the BIR on April &8, 1993 (Exh. E
of petitioners; pp. 101-102, CTA records) and the petition
for review was filed on March &8, 1994. The two—year
period, in the instant case, commences to yun on Apeil
1T 199, the actual date of filing petitioner’s 1991
Annual Income Tax Return which is also the tiwe reguired
by law for a taxpayer to file the final income taxx retuwrn
(Commissioner of Internal Revenue v. TMX sales, Inc. et
al., G.R. No. 837736, January 15, 1992). The certificate
of creditable withholding tax at source CIVTR Form
1743.1), offered in evidence by petitioner {(Exh. B of
petitioner, p. 7&, CTA records), sufficiently established
the amount of creditable withholding tax TFor the year
1991. Furthermore, as testified by petitioner’s wiltness,
Ms. Zaida Agutaya, the income upon which these oreditable
withholding taxes were paid were included in petitioner’s
income tax retwn (TSN, Hearing of October &, 194, .
8-9). Thus, petitioner has satisfactorily mroven its
claim for refund or tax credit. Therefore there 15 nNno
reason why We should not grant petitioner’s pmrayer.
WHEREFORE, in view of the all the Foreneing,
respondent is hewreby ORDERED to REFURND or 1in the

alternative to ISSUE A TAX CREDIT CERTIFICATE in favor of

0O
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petitioner the sum of FY92Z,311.00, representing overpaid
income tax for the year 1991.
SO ORDERED.

ERNESTO D. ATZO5TN

Fresiding Judge

I CONCUR:
fin, /4
RAMON O. DE VE

Fssociate Judff

CERTIFICATION

I hereby certify that this decision was reached
after due consultation with the members of the Couwrt of
Tax Appeals in accordance with Section 13, fArticle VIII

of the Constitution.

Como GoAr

ERNESTO D. fACO0O57TH
Fresiding Juadiyje
Court of Tax Appoals

O 0)



