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REPUBLIC OF THE PHILIPPINES
COURT OF T1X APPEALS

MANILA
FERNANDEZ HERMANOS , INC., {%g’
Petitioner, 03
C.T.A.
- VETSUS o CASE NO. 787

THE COMMISSIONER OF INTERNAL
REVEMUE ,
Respondent.

DECISION

The resnondent assessed against the petitioner
the sums of *13,414.00, #119,613.00, #1]1,698.00,
86 ,887,00 and 914,451.,00, s elleged deficiency income
tax for the years 1950, 1981, 1952, 1953 snd 1954,
respectively, These income tax deficiencies were the
result of alleged discrepsncies found in the income
tax returns of petitioners for said years, which are
summarized belows

1« Losses «

8. Losses in Mati lLumber
Coe (19%0) eoccaccaces ¥ §,0890.00
b. Losses in or bad debts
of Palawan anese
Hiﬂls. Inc. [1 l] oee 3'3.1“0%
co Losses in Balamban .
Coal Mings - 1990 ece- 8,989.76
1951 WD S W SN A DAY S A A W @B ”.732‘“
d. Losses in Haeciends
Dalupiri -
193] ecccvccncccccccnn=as  29,129,82
lg? D S GD Tl G W S S S e e S . m.’“.al
1953 avecccca- —ene 21,932,622
lw LT T L LY T vt 2 ‘2.938:%
e. Losses in Haciendas Samal- .
1989] eccaccoccmccnccaa 8,380.25
1952 D D €D WD WD G AR S 65 @D W & a8 7.621.73

2. Excessive depreciation of houses -
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19%0 ceccameee § 8,180,40
1981 wee mdsneves B T00:31

1952 W la.m.m
1953 eeeeomcenecaa—e 13,685.29
1994 eeemceecccmnene- 29,314.98

3. Taxable increase in net worth -

lm Py W ) S S e m.m.m
193] « - - 1,382.8%

4. Gain realized from sale of real
property in 19%0 .-~ 11,147.26

In this appeal, two main issues have been raised
by the navties, viz.s (1) the correctness of respond-
ent's d.tozninptioa with resnect to the disputed items
described above, and (2) whether or not the right of the
Government to collect the deficiency income tax in
question has already prescribed.

We will first consider the second issue.

/ Section 332 of the Nationel Internal Revenue Code
provides that where the assessment of an internad rxev-
enus tax has been made within the time “rescribed by
law, such tax may be collected by judicial action with-
in 9 years from the date of assessment. In the case
of a disputed assessment appealed by the tgxpayer to
this Court, the *judicial action® {s deemed to have

"been commenced on the date of the filing of the appeal,
snd not on the date of the filing of respondent‘'s ans-
wer. ]

"It is but loaical to conclude that the

Judicial action for collection of an in-

ternal revenue tax is deemed commenced

with the filing of the taxpayer's aopeal

with this Court, for the purpose of reckon-

sgg the prescriptive period for collection

er Sections 316 and 332 of the Revenus
Code, for the following reasons. In the

first place, when the taxpayer appeals from
the decision of the Commissioner of Inter-
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nal Revenue, the latter is precluded
from instituting an action for collec-
tion in the ordinary courts. (See Lledes-
ma ve C.T.A., G. R. No. !.-11343. Jan.
29, 1938.) 1f the appeal is filed on
the last day of the fifth year after
assessment, and the answer of the Come
missioner is filed after fifteen days,
is it just that the Government be de-
clared barred from collecting the tax
because the answer was filed fifteen
days after the five-year period for cole
lection, when it was prehibited frem in-
stituting judicial action upon the fil-
ing of the taxnayer's appeal? In the
second place, if the Conmissioner, through
ovoriiggt. nngligonec or otherwise of his
counsel, should fail to file answer and
he is declared in default, as has actual-
ly hanpened in some cases, is it reasson-
le to conclude that no judicial action
has been commenced despite the pendency
ef the sppeal and the suthority of this
Court to pronounce judgment as to the
taxpayer's liability? If such be the
case, the running of the prescriptive
period would continue to run notwithstand-
ing the Eondcaey of the appeal, which is
admittedly unreasonable and unjust on the
part of the Government, snd contrary to
the doctrine laid down by the Supreme
Court in the cases of the Alhambra Cigar
. lcuga:-ttc Mfg. Co,,* Bohol Land Traensp.
Co.Z and Gancayco, * (Manuel P.
Sunga v. Commissioner t. Reve, C.T.A.
NG. 676. M. 25. 1%1.]

In this case, petitioner contends that the as-
sessment was made on December 27, 1955. On the other
hend, resnondent contends that the assessment was made
on February M4 and 27, 19%. Whichever date is cor-
rect is immaterial as the herein appeal was filed on
May 4, 1960, which is less than five years from Decem-
ber 27, 1955, Therefore, the right to collect the tax
in question has not yet prescribed.

1 @, R, Nos. Le12026 & L-12131, May 29, 1999.
2.6, R Nos. Le13099 & L.13462, April 29, 1960.
3 6. R. No. 113328, April 20, 1961.
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_ %e now come to the disputed items. The first
of these items is the sum of 98,0350.00, the value of
the shares of stock of Mati Lumber Co. acquired by peti-
tioner on January 1, 1948. These shares of stock were
determined by petitioner te be worthless in 19350. Cone
sequently, the sum of $8,050.00, representing the cost
of said shayes, was written off in its books in said
year and was claired as a2 loss deduction in its income
tax return for said year. Respondent disallowed the
deduction solely on the ground that the warthlessness
of said shares of stock was not clearly established in
1950,

The evidence shows that sometime in 1930 petie
iionur became aware that Mati Lumber Co. ceased to
operate in 1949. For this reason, investigation was
made as to the financial status of said company. The
report submitted to petitioner was to the effect that
the comoany ceased operations in 1949 when its manasger
and m?r. a certain Rocamora, left for Spain where
he subsequently died. ' When the company ceased to
operate, it hed no assets, in other words, completely
insolvent. This information as toc the insolvency of
the company having reached netitioner in 19950, it tock
immediate steps to write off the investment as worth-
less and cmc_qumtly claired the loss as a deduction
in its income tax return for 1950. These facts are
supported by the evidence. Ye, therefore, find and
hold that said investment has been proven to be worth-
less; that it was ascertained to be worthlass in 1950;
and that it was properly claimed #8 a loss deduction

i ‘)02
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in said year, pursuant to Section 30(d)(4)(B) or Sec-
tion 30(e)(3) |

Petitioner deducted in 1951 the sum of ¥353,134.23,
representing alleged losses in or bad debts of Pala-
wan Manganese iMines, Inc. Respondent claime that the
deductiocn is not allowable either as losses or as bad
debts. '

Sometine in 1945, Palawan Manganese Mines, Inc.,
the controlling stockholders of which are also the con-
trolling stockholders of petitioner corporation, re-
quested financial help from petitionsr to enable it to
resume its mining operations in Corom, Palawan. The
request for financial assistance was readily and unanie.
mously spproved by the Board of Directors of petition-
er, and thereafter s memorandum agreement was executed
on August 12, 1945, embodying the terms and conditions
under which the financial assistance was to be extend-
ed, the pertinent provisions of which are as followss

*WHEREAS, the FIRST PARTY, by virtue

of its resclution adopted on August 10,

1943, has agreed to  extend to the SECOND

-PARTY the requested financial holy‘n way

of accommodation advances and for s pur-

pose has authorized its President, Mrx.

RAMON J. FERNANDEZ to cause the release of

funds tc the SECMD PARTY:

*"WHEREAS, to compensate the FIRST PARTY

for the advances that it has agreed to ex-
tend to the SEONND PARTY, the latter has

agreed to to the former fifteen per
centum }lﬁg.)’ of its net profits.

"NOW THEREFORE, for and in consider-
ation of the above premises, the narties
hereto have agreed and covenanted that in
consideration of the financial help te be
extended by the FIRST PARTY to the SECOND
PARTY to enable the latter to resume its
mining operations in Coron, Palawan, the

ﬁ'
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SECOND PARTY has agreed and undertaken

as it hereby agrees and undertakes to

bt Tio%)'er dte net profica.® (exn. -

Pursuant to the agreement mentioned above, peti-
tioner gave to Palawan Manganese Mines, Inc. yearly
advances starting from 1945, which advances amoumted
to #3587,308.07 by the end of 1951. Despite these ad-
vances and the resumption of operations by Palawan Mange
angse Mines, Inc., it continued to suffer losses. By
1991, petitioner became convinced that those advances
could no lenger be recovered. While it continued to
give advances, it decided to write off as worthless the
" sum of P353,134.29. This amount “was arrived at on
the basis of the total of advances made from 1945 to
1949 1n.tho sum of MQB.9B1.3"9. from which amount the
sum of P89,847.14 had to be deducted, the latter sum
representing its pre-war assets (t.s.n. pp. 136139,
Id)e* (Page 4, Memorandum for Petitioner. ) Poﬂtim.
er decided to maintain the advances given in 19%0 and
1951 in the hope that it might be able te recover the
sam.'. as in fact it continued to give advances up to
1952, From these facts, and as admilted by petitioner
itself, Palawan Manganese Mines, Inc. was still in
operation when the advances corresponding to the years
1943 to 1949 were written off the books of petitioner.
Under the circumstances, 9as the sum of $#353,134.2%
properly claimed by petitioner as deduction im its in-
come tax return for 1951, either as losses or bad debts?

/ It' will be noted that in giving advances to Pale-
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T e
wan Manganese Mines, Inc. petitioner did not expect
to be repaid. It is true that some testimonial evidence
was presented to show that there was some agreement
that the advances would be repaid, but no documentary
evidence was nresented to this effect. The memorandum
sgresment signed by the parties appears to be very clear
that the consideration for the advances made by peti-
tioner was 15% of the net prefits of Palawan Manganese
Mines, Inc. In other words, if there were no earnings
or profits, there was nc obligation to repay those ad-
vances. It has been held that voluntary advances made
without expectation of repayment do not result in de-
ductible losses. | 1999 PH Fed. Taxes, Par. 13,329, cite
ing W. F. Young, Inc. v. Comm., 120 F. 2d 199, 27 AFTR
3953 ‘B Markle, 17 T.C. 1%593.

Is the said amount deductible ss a bad debt? As
already stated, petitioner gave advances to Palawan
Manganese Mines, Ihc.‘rithout expectation of repayment.
Petitioner could not sue for recovery under the memo-
randum agreement because the obligation of Palawan
Manganese Mines, Inc. was to nay petitioner 1% ofits
net profits, not the advances. No bad debt could arise
where there is no valid and subtistigg_gllg,;]

/ngaia. assuming that in this case there was a
valid and subsisting debt and that the debtor was ine
canable of paying the d;bt in 1931, when petitioner
wrote off the advances and deducted the amount in its
return for said year, yet the debt is not deductible
in 1931 as a worthless debt. It appears that the debt-
or was £till ir operation in 1951 and 1952, as petie

9205
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tioner continued to give advances in those years. It
has been held that if the debtor corporation, slthough
losing money or insolvent, was w’!}}l operating at the
end of the taxable year, the debt is not considered
worthless and therefore not deductibh.:s 1955 PH Fed.
Taxes, Par. 13, 867, citing Equinox Co., 2 B.T.A. 466}
Baumann Rubber ©9., 4 B.T.A. 6713 John Lutz, 9 B.TA.
23; Peabody COal. Co., 18 N, T.A, 1081, affd. in %5 P,
o2 7, 10 AFTR 10293 Cliffoxd Yewdall, Pax. 54,087 PN
lemo TGC.

 Petitioner spent for the operation of its Balam-
ban Coal Mines in Cebu #8,989.76 in 1930 and #27,732.66
in 1951. These amounts were deducted by petitioner
as losses in its returns for said years. The deduction
was disallowed by resnondent on the ground that the
expenditures should have been capitslized, or if they
are deductible lesses, the losses are deductible in
1932, pot in 1930 and 1951.

The disbursements consisted eof engineer's and
men's payrolls, supplies, tools, taxes and other extrac-
tion costs. As there was no road or outlet through
which coal products could be transported from the mines
to the provincial road, it became necessary to aban-
don the mines, and they were actually sbandoned in 1952
Considered as losses, we agree with respondent that
they are deductible in 1952, when the mines were aban-
doned, and not in 1930 and 1951 when they were still
in operation.

*Running through this chapter as a

constantly basic proposition is the thought
that losses must always be established by
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some identifiable event. The event ma
be a salet it may be the destruction

or 1njur1 to prcperty:
indonment of prop - But in a

easos. :onn definite event must fix the

time when the loss is sustained.® (Mere

ten's Law of Federal Income Taxation.

Vel. 5, Sec. 28.04, pp. 89, ¢ited with

anproval in the Memcrandum for Peti.

_ tioner, p. 20; underscoring supplied. )

In this case, the event which definitely fixed the time
when the loss was sustained was the abandonment of the
mines in 1952. The expenditures in 1930 and 1951 could
not have been considered losses prior to the abandon-
ment of the mines. The dissllowance of the deduction
has to be sustained.’)

Petitioner deducted losses in the operation of
its Macienda Daluniri the sums of 717,418.95 in 1930,
$29,12%.82 in 1951, 226,744.81 in 1952, 221,932.62 in
1933, and #42,938.56 in 193%4. These deductions were

disallowed by respondent on the ground thst the farm

was operated solely for'nleasure or as a hobby and not
for profit. This conclusion is based on the fact that
the farm was operated continuously at a loss. ’
. From the evidence, we are ¢ccnvinced that the
Hacienda Dalupiri was omerated by netitioner for busie.
ness and not for nleasure. It wes mainly a cattle famm,
although a few race horscs were also rajsed. It does

not anpeayr that the farm was used by petiticner for en-

Aertainment, social sctivitiss, or other non-business

purnosess Therefore, it is entitled to deduct expene
ses and losses in connection with the operstion of said

{am:S(Sn 19%% PH Ped. Taxes, Par. 13,663, citing

R Y
= 3



DECISION «
C.T.A. CASE NO, 787

- 10 -
G. C. M. 21103, CB 1939.1, p. 164.)

\/‘.etion 100 of Revenue Regulations No. 2, othere
wise known as the Income Tax Regulations, authorizes
farmers to determine their gross income on the basis
of 1nvontorii;}8 Said requlations providess

*3If gross income is ascertained

by inventories, no deduction can be
made for livestock or preducts lost
during the year, whether purchased
for resale, produced on the farm,
as such losses will be reflected

in the inventory reducing the
amount of livestoek or products on
hand at the close of the year."

Bvidently, petitioner determined its income or losses
in the operation of said farm on the basis of invente

ories. e quote from the memorandum of counsel for

~

petitionert

*The Taxpayer deducted from fts fn.
come tax returns for the years from
1950 ¢o 1994 ineclusive, the corres-
ponding yearly losses sustained in
the operation of Hacienda Dalupiri,
which losses represent the excess
of its yearly expenditures over the
receipts that is, the losses ye-
sresent the difference between the
sales of livestock and the actual
cash dishursements or expenses.”
" (Pages 21-22, Memorandum for Peti.
tioner. )

4/ As the Hacienda Dalupniri was operated by peti.
tioner for business and gince it sustained losses in
its operatien, which losses were determined by means
of inventories authorized under Section 100 of Revenue
Begulations No. 2, it was error for resnondent to have
disallowed the deduction of said lesses. The same is
true with respect to losses sustained in the operation
of the Hacienda Samal for the years 1951 and 1952,

f{nurinq the years 19350 to 1954, petitioner claimed

s
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a depreciation allowance for its buildings at the rate
of 10%. Resnondent claims that the reasonable allow.
ance for deoreciation i{s only 3%. Accordingly, the
amount claimed as denreciation allowance in excess of
3% was disallowed, as excessive. Petitioner has not
submitted adequate nroof of the correctness of its de-
torllmtion' that the denreciable assets in question
had a useful life of only 10 years. !c‘gro. therefore,
constrained to sustain the disallowance made by res-
pondent. | |

For the year 1950, resnondent determined that peti-

tioner had an increase in net worth im the sum of
230,050.00, and for the year 1951, the sum of *]1,382.89.
These amounts were treated by respondent as taxable
1ncon_!-. of netitioner for said years.

:'/ It appears that petitioner had an account with
the Manils Insurance Company, the records bearing on
which were lost. When its records were reconstituted,
the amount of #349,800.00 was set up as its lisbility
to the Manila Insurance Company. It was discovered
later that the correct liability was only »319,7%0.00,
or a difference of 230,030.00, 80 that the records were
adjusted so as to show the correct liability. The cor-.
rection or adjustment was made in 1950. Raspondent
contends that; the reduction of petitioner's lisbility
to Manila Insurance Comnany resulted in the increase
of petitioner's net worth to the extent of #30,030.00
which is taxable. This is erronecus, The principle
underlying the taxability of an increase in the net
worth of s taxpayer rests on the theory that such an

209
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increase in net worth, if unreported snd not explained
by the ta:myn!/@ from income derived from a taxable
3 n————— e o

source. (See Perez v. Araneta, G. R. Wo. L-9193, May 29,
19573 Coll. v. Reyes, G. R. Nos. L-11534 & L.11558, )
Nov. 25.\5’0..) In this case, the increase in the net /
worth of petitioner for 1930 to the extent of #30,050.00

was not the result of the receipt by it of taxable in.

come. It was merely the outcome of the correction of an
error in the entry in its books relating te its indebted-
ness to the Manila Insurance Company. The Income Tax

Law imposes a tax on income; it does aot tax any or every
increase in net worth whether or not derived from in.
come. Surely, the said sum of 330,030.00 wags not ime
come to petitioner, and it was error for resnondent to
assess a deficiency income tax on said smount.

/ The same holds true in the cese of the alleged
increase in net worth of petitioner for the year 1951
in the sum of »]1,382.85. It anpears that certain items
(all amounting to 71,382.85) remained in netitioner's
books as outstanding liabilities of trade creditors.
These accounts were discovered im 1931 as having been
oajd in prior years, 39 that the necessary adjustments
were made to correct the errors. If there was an in-
crease in net worth of the petitioner, the increase
in net worth was not the result of receipt by petition.
or of taxable income. |

\/Thc last disputed item relates to the discrepan-
cy in the basis of a certain real property which was

sold in 1?50. ‘Tha evidence shows that this property
Wor dequined n (93 for PILESL ¢ and s 3018 1n
210
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1990 for #60,000.00, apoarently resulting in a gain of
948,127.26. Petitioner reported in its return a gain
of $37,000,00, or a discreoancy of 211,852,74, It was
sufficiently proved during the hearing that, after ac-
quiring the property, petitioner made improvements the
| value of which have been duly recorded. The total vale
us of these improvements was $11,852.74, so that the
gain d’crivod by petitioner from the sale of said prop-
erty was correctly noomdi-j The decision of resnond-
ent on this point must have to be reversed.

In line with the foregoing epinion, the deficien-
€Yy income tax due from petitioner for the years under
review amounts to ¥123,436,00, jtemized and computed

~

as followss
4950
Net income per respondent ew--e ¥ 230,739.49
Deducts .

1. Losses in /ati
Lumber CO¢ <w=-= ? 8,050.00
2. Increase in net
worth arising
from €orrec-
tion of errore- 30,050,000
3. Losses in Ma.
cienda Dalupirzri- 17,418.9%
4. Gain from sale
real pronerty
df;:; by uh:c
rovements- _11,147.26 56 ,666
Net taxable income -wecececccece 2164,073,00
Tax © u% W e 't 8 y .14

Less amount previously paid ee-e
Deficiency income taX ew-ececcc--.
A231

Net income per reshcndent we---e #523,8%9%.14
Deducts
1. Increase in
net worth re-
sulting from
correction of
erroneous b oIk

o911
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entries - ¥ 1.3‘2085
2. Loss in
Hacienda

Dalupiri- 29,129.82
3. Losses in
Hacienda
Samal ee-
et taxable income ewccwew
T.‘ Q m - m -

Less amount previously paid : C
Deficiency income tax ewcee

1952

Net income per respondent - ¥11%,316.86
Deducts
l. lLosses in
‘{facienda
Dalupiri - 926,744,.81
2. Losses in
Hacienda
Samal ewee
Net taxable income eecce-«e
T.x ® m . - - -
Less amount previously paid
Daficiency income tax ece-

A253
Net income per respondent
Deducts
l. Losses in

Hacienda Dalupiri ee~e
Net taxable income escwces.

‘Tl! ' m O = = O 0 A
less amount previcusly paid
Deficiency income tax evee=

A234

Nat income per r:lpnnduni - 972,625.17
Deducts
1. Losses in Hacienda

Dllllpi‘l‘i - - D - - 3
Net taxable income ececceee
Tax @ m L L T N ° & JO

Less amount previously paid T

: RESUME
1951 - coseenncs  108,724.00
R oo comsesnmesies 3,600,00
| R 2,301,00
I ceccconempcnme

Total ececa P :

. 912
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WHEREFORE, the decision appealed from is hu;oby
modified, and petitioner is ordered to pay the sum of
$123,436.00 within 30 days from the date this decision
becomes final. If the said amount, or asny npart there-
ef, is not paid within sasid neriod, there shall be
added to the unpaid amount s surcharge of 5%, plus ine
terest as previded in Section 51 of the National Ine

. ternal Revenue Code, as amended. With costs againsg

petitioner,
$0 ORDERED.
Manila, June 10, 19%63.

N

r ROMAN M. UMALI
Associate Judge
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