@EPUBLIC OF IHE PHILIFPINTY
COURT OF TAX AFPEALS

QUEBZOK CH{Y

¥

34 PHILIPPINES, INC,.,
Petitioner,

. VETSUS - C s T .o

COMMISSIONER OF _INTERNAL
REVENUE,
Respondent.

DECTISTION

In his letter dated fFebruary 7

L

CASE NGO,

3856

Le

4|1y 41

1980 to peti~

tioner 3M Philippines, Inc., respondent Commissioner

of Internal Revenue informed the former that upon

investigation, there has been found due from peti-

tioner the amount of B1,193,566.80 as deficiency

income tax for the.fiscal year ended October 31, 1974,

‘details of which are as follows:

FY Ended October 31,

1974

Net income per return e o
Add: Unallowable deductions:
1, Pre-operational cost
(capital expense) . .B
2., Royalty and Techni~-
cal Service fees
(not ordinary and

necessary) . o« o o o_2,323,599,92

77,940.38

Net income per investigation
Tax due thereon s B B W] B @
Less® Amount paid s s e e
Balance o s e 8 s s e
Add: 14% int. p.a. fr. 2-15-7
TD{AL AMOUNT DUE & COLLECTIBLE

480

to 2-15-78

P10,508,296,73

2,401,540,30
B12,900,837.,03
%4,508,443,00
3,667,903,00
B 840,540,00
353.026.80
1,193,566 .00

- - - -
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DECISION -
CTA CASE NO. 3856

Petitioner was therefore requested to pay the
aforesaid amount in accordance with the assessment
notice attached_to the letter, informing respondent’s !
office for proper annotation thereof,

After petitioner had rested its case with the
admission of all its exhibits by the Court, respondent
manifested during the hearing for the presentation of
his evidence on December 3, 1985 that since this case
involves questions of law, respondent is not presenting
any documentary or testimonial evidence but is submit-
ting the case for decision based on the records and
the pleadings. And the background facts as shown in
the petition for review and admitted in the answer are
as follows:

Petitioner is a corporation organized under
Philippine laws wiih offices at 3M House, Guadalupe,
Makati, Metro Manila; respondent is the duly appointed
and acting Commissioner of Internal Revenue -and has
his office at the B.I.R. Building, Diliman, Quezon
City, where he may be served with summons.

Petitioner has been engaged in the manufacture
of tapes (adhesive, electrical, masking and labelling),

f
abrasive products, reflective products, and chemicals

. 481



tor the muapaetacture o DGIVeS, Potitioancr ol

A PRSI P - B TR A | [T o S - T PR i SO, ‘e
imports polyoeric Vilm and shoot watertini o, odbiesive

and conbting componlitionsg, bonrednelo, phobos
graphio file products and wmatericia, 1ithonoaphia
plates, wmedical products, shrading machines, jeine

aoture,

theoo od oprodoc

-
~
L.
o
—
[aN
~

neeen

ao
[y
-
M
-
o
[

3w
RS income cax rebagrs for the {iooal yvear

g deductions

N . . p . s - 'R
a3l serviiecoe fee and royalt

i b cmooet o of BA OS5 A00 B0 ared thie srerational
A 3 R ER . : .
aoost fov tio npe ocoober P E IO oty ey bo

NS
co



o

DLEISION -
CTA UCATE NGL HE%0

BI7T 004, 0,

After dnvestioobion of ote
respondent disallowed the en
of B77,2490,.28 bocause b was o
shoul be amortizod for five ve
service teco and rovolity on the
B2 ,32%,599.,9¢ because the foo o
based only on the teocelly manuf
said aweunt was a dicguived div
vespoendent docued an anososwent
BULG, 540 with tnterest of 145 p
1975 gntil ftully puaid,

fotitianer received the ab
natics ang letter of respendent
and protegted the é&me in o 1ts b
1980, which wan yecelved by too
L9nft, on thye Fnllnwing grounda:
cervice Yoo ond royalby is oon oo

cdpenoe inourred o oennblo o pebd

market, aell and inotall hinhly

1

- T

“Loof the ta

afureaanid br

coapital expenne aie
aesoand The tochinica
imported producia of
SRR VR TS I would be
avtied goods 5o T

Pdend,  Conseouvently

gl

croanngy From Vobirua

avioment innod

nre b eurusey P9, 1O

pendent oo March 3

¢ 3 L

v the teohindeal

¢

prewoperabtionst oo

i

i

.

P

AN
Y

vdinary and peoossoey

tioney 1o proncte,

spectagirsed

seTvice and maintennnre

net saleo 1o voonsoun
TR SRR A

o pot e ogeortiredd,

[N

[REICETRIR REES



DECISION -
CTA CASE NO., 3856

To date, respondent has not resolved petitioner's
protest., However, on August 13, 1983 respondent issued
a Warrant of Distraint of Personal Property and Warrant’
aof Levy on Real Property (both Nos., N-A-806-84) against
petitioner for non-payment of the alleged unpaid defi-
ciency income tax of B840,540, exclusive of 14% interest,
which warrants were served on petitioner on October 1,
1984, In said warrants respondent has ordered his
Collection Enforcement Division to distrain, levy and
sell so much of petitioner's personal and real proper-
ties as may be necessary to cover the alleged unpaid
deficiency income tax, interest and expenses.

Hence, the instant appeal.

As special and affirmative defenses in his answer
to the petition fof'review, respondent alleges:

The records of the case disclose(s) that the
deficiency income tax assessment resulted from the
disallowance of the deductions for royalty and tech-
nical service fees in the ampount of B2,323,599.,92
they being not ordinary and necessary expenses under
Section 30(a)(l) of the Tax Code, and the pre-operational
expenses amounting to B77,940.,38 as capital expenditures;

Section 3-C of the Central Bank Circular No, 393

. 484



DECISION -
CTA CASE NO, 3856

- 6 -

dated December 7, 1973 requlates the payment of

royslty and technical fees between residents and
non~residents. _The percentage of royalty and tech- L
nical servico fees should be based on the sale of
locally manufactured goods and not on the sale of
imported finished goods;

In the case of petitioner, the latter deducted
the aforesaid royalty and technical service fees
amounting to B2,323,599.92, which represents 5% of
sales of imported finished goods in the amount of
B46,471,998,00, Since no local processing was done
on said goods, said fees run counter to the provision
of C.B., Circular No. 393, and therefore were disallowed
as they are not ordinary and necessary expenses;

Considering, fﬁerefore, that the payment of the
aforesaid royalty and technical service fees is based
on the sale of imported finished goods, the same is
not considered ordinary and necessary business expenses
deductib® under Section 30(a)(1) of the Tax Code. On
the contrary, they are considered disguised dividends;

Investigation also disclosed that herein peti-
tioner deducted the amount of B97,425.47 as pre-
operational cost representing various expenses incurred

in 1973 and 1974 for the installation of its tape coater,
\
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DECISION -
CTA CASE NO. 3856

- 7 -

the operation of which only began in 1973, Since
the amortization of this capital expense is 5 years,
4/5 thereof or R77,940.38 was disallowed as capital
expense;

The assessment in question was issued in accord-

ance with law,.

Petitioner poses two issues in this case:

(1) Whet 'r the royalty and technical service
fees in the amount of B2,323,599.,92 are
deductible as business expense;

(2) Whether the cost of the tapes used in the
test run for the repair of the tape coater
is & capital expenditure.

In disallowing the deduction of the amount of

£2,525,992,92 paidwby petitioner as royalty and tech-
nical service fees as business expense, it is the

stand of respondent that the same is not ordinary and

necessary expense in view of the following circumstances

cbtaining in this case.
1. No manufacturing process was undertaken
by petitioner on the imported finished
goods,

VZ. The royalty for the use of the trademark

48v



DECISION -
CTA CASE NO. 3856

of the imported finished goods is
already included in the purchase price
of said goods,

Je The payment of royalty and technical
service fees based on the sale of
imported finished goods is in viclation
of Central Bank Circular No, 393,

4. Petitioner is & subsidiary of Minnesota
Mining & Manufacturing Co., the recipient
of the royalty and technical service fees,

At the outset, it should be stated that while it

is true that there is a number of decisions in thé
United States delving on the interpretation of the
phrase "ordinary and necessary" as used in the federal
tax laws, no adequ;te or satisfactory definition of
those words is poséible. Similarly, the Supreme Court
has never attempted to define with precision the term
"ordinary and necessary". There are however, certain
guiding principles worthy of sericus consideration in
the proper adjudiéation of conflicting claims, Ordi-
narily, an expense will be considered "necessary"
where the expenditure is appropriate and helpful in

the development of the taxpayer's business., It is

’ | . 487
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DECISION -
CTA CASE NO. 3856

"ordinary" when it connotes a payment which is normal

in relation to the business of the taxpayer and the
surrounding circumstances., The term "ordinary" does
not require that the payments be habitual or normal
in the sense that the same taxpayer will have to make
them often; the payment may be unique or non-recurring
to the particular taxpayer affected. (Atlas Consoli-
dated Mining & Development Corporation vs., Commissioner
of Internal Revenue, L-26911; Commissioner of Internal
Revenue vs., Atlas Consolidated Mining & Development
Corporation, L-26924, January 27, 1961, 102 SCRA 246,)
There is thus no hard and fast rule on the matter.
The right to a deduction depequ in each case on the
particular facts and the relation of the payment to
the type of busine;s in which the taxpayer is engaged.
The intention of t;e taxpayer often may be the con-
trolling fact in makiﬁg the determination. Assuming
that the expenditure is ordinary and necessary in the
operation of the taxpayer's business, the answer to
the question as to whether the expenditure is an allow-
able deduction as a business expense must be determined
from the nature of the expenditure itself, which in

!
turn depends on the extent and permanency of the work
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CTA CASE NO. 3856
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accomplished by the expenditure. (Atlas Consolidated
Mining & Development Corporation vs, Commissioner of
Internal Revenue, supra.) "

The National Internal Revenue Code refers to
reasonableness solely with respect to salaries and
other compensation for personal services. (Section
30(a)(1)(A).) Courts, however, have held that for a
business expense to be "ordinary and necessary" it
must also be "reasonable" in amount. (Commissioner
vs., Lincoln Electric Co., 49-2 USTC, Par. 9388,

38 AFTR 411, 176 F. 2d 815.)

It is the position of respondent that petitioner's
claim for deduction of the royalty and service fees in
the amount of B2,323,599,92 is not ordinary and neces-
sary and not within the scope of Section 30(a)(l) of
the Tax Code becguse it runs counter to the pertinent
provisions of Section 3-C of Central Bank Circular
No. 393 which took effect on December 7, 1973, Said
Circular reqgulates the payment of royalty and technical
fee between residents and non-residents, and the per-
centage of royalty and technical fee should be based
on the sales of locally manufactured goods and not on

{
the sales of imported finished products. Petitioner

485



DECISION -
CTA CASE NO, 3856

- 11 =~

claimed the amount of B3,050,046 as total royalty

and technical service fees, but only the amount of
727,046 (R3,050,646 less B2,323,599 rounded to
B2,323,600) representing 5% of the manufactured sales
of B14,540,922 was allowed.

In its controlling provisions, Section 3-C of
Central Bank Circular No. 393 reads:

"Section 3. Requirements for Approval
and Registration,~ The requirements for
approval and registration as provided for
in Section 2 above include, but are not
limited tc the following:

8. X X X X X X X X X
be x=x x X X X X X X

c. The royalty/rental contracts in-
volving "Manufacturing" royalty, e.qg.,
actual transfers of technological services
such as secret, formulate/processes, tech-
nical know-how and the like shall not exceed
five (5) per cent of the wholesale price of
the commodity/ties manufactured under the
royalty agreement, For contracts involving
"marketing" services such as the use of
foreign brands or trade names or trademarks,
the royslty/rental rate shall not exceed two
(2) per cent of the wholesale price of the
commcdity/ties manufactured under the royalty
agreement. The producer's or foreign licensor's
share in the proceeds from the distribution/
exhibition of the films shall not exceed
sixty (60) per cent of the net proceeds (gross
proceeds less local expenses) from the exhi=-
bition/distribution of the films. x x x

, x x x" (Underscoring supplied.)

$a sy
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DECISION ~
CTA CASE NO. 3856

- 12 =

Adverting to the terms of Section 3-C of Central
Bank Circular No. 393, which regulates the payment of
royalty and technical fees between residents and non-
residents, it is quite apparent that the percentage
of royalty and technical service fees should be based
on the sales of locally manufactured goods and not on
the sale of imported finished goods. Whether the
royalty/rental contract involves manufacturing royalty
or marketing services, the circular employs the terms
"royalty/rental contracts involving 'manufacturers
royalty' x x x x shall not exceed five (5) per cent
of the wholesale price of the commodity/ties manuf-
actured under the royalty agreement", and for "contracts
involving 'marketing'services x x x x the royalty/

rental rate shall not exceed two (2) per cent of the

wholesale price of the commodity/ties manufactured

under the royalty agreement”, The circular is specific
and mandatory. 1t merely calls for application as
worded, There is no room for interpretation. Since
the royalty and technical service fees involved herein
were computed on the basis of the wholesale value of
finished goods imported by petitioner from its non-

resident licensor Minnesota Mining and Manufacturing

N~
o
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DECISION -~
CTA CASE NO. 3856

Company and not on the sales of products menufactured
by petitioner under the licensing agreement, it seems
clear beyond doubt that the ssme are in vioclation of
Central Bank Circuler No. 393, and hence cannot be
allowed as ordinary and necessary expense,

Az correctly pointed to by respondent, psyments
made in violaticn of a law or made incidental te such
violation are generally not allowed as business expense
deductions because they are not ordinary and necessary.
(Merters, Law of Federal Income Taxatien, Vol. &4, 25,131,
Chap. 25, p. 277.) The phrase "ordinary and necessary"
hes been construed to imply a condition that the pay-
ments themselves must not be illegal. (Mertens, Law
of Federal Income Taxationm, Vol. 4, Cum. Supp., 25.09,

, .
gy L19:)

Petitioner contends, however, that Section 3 of
Central Bank Circular‘No. 393 is not an iron-clad
provision providing for maximum requirements because
the last paragraph thereof reserved te the Central
Bank the power to approve in meritorious cases agree-
ments containing moure onerous terms and conditions,

to wits
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However, in meritorious cases, the

Monetary Board, in consultation with the

Board of Investments, may authorize, sub-

ject to such conditions it may impose,

remittance of royalties on .contracts v,

providing for higher royalty/rental rates

or for terms longer than five (5) years

or containing restrictive provisions

prohibiting the local licensees to export

the products manufactured under the

royalty/rental agreements or limiting

thelr exportation abroad only through

the foreign licensors as exclusive dis-

tributors.

Reliance on the aforequoted provision is misplaced.
We do not see in the provision what may be considered
as authorizing in royalty/rental contracts involving
"manufacturing"” royalty or contracts involving "market~
ing" services that the percentage of royalty and/or
technical service fees can be, or maybe, based on the
sale of imported finished goods. Note that the above
provision may allow the Monetary Board, in meritorious
cases, in consultation with the Board of Investments,
sub ject to such conditions it may impose, may authorize:

(a) Remittance of royalties on contracts pro-
viding for higher royalty/rental rates; or

(b) For terms longer than five (5) years; or

(c¢) Containing restrictive provisions prohibiting

the local licensees to export the products manufactured

under the royalty/rental agreements; or

\
. 490
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