ELPUBLIC ©F THE PHILIPPINES
£OURT OF TAX APPEALS
MANLL.A

CQNSOLIDATED MINES; INC,.,

Petitioner,
- Versus = C.T.A. CASE NO, 565
COMMISSIONER OF INTERNAL
REVENUE,
Respondent,
X = = = = = = = = = o om o= = X
CONSCLIDATED MINES, INC,, T
Petitioner;
- vVersus = C.T.A. CASE NO, 578
COQUMISSIONER OF INTERNAL
REVENUE,
Respondent.

DECISION

Upon agreement of the parties, the above en=-
titled cases were jointly heard and submitted for
decision by the parties involving as they do identical
parties and allied issues. Hence, this joint decision.

C.T.A. Case No., 565 is an appeal from the deci-
sion of respondent Commissioner of Internal Revenue,
dated June 24, 1958 (Exh, A, pps. 205=-207, BIR rec.,
C.T.A. No. 565; also marked as Exh, 32) assessing and
deman?ing from petitioner Consolidated Mines, Inc.,
deficiency income taxes for the years 1951, 1952, 1953
and 1954, in the amounts of #15,576,00, #5,597.00,
£186,972,00 and #211,802,00, respectively, or a total
amount of #419,946.50,

C.T.A. CASE No, 578 is a petition for the re~

view of the decision on the disputed deficiency income

&
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tax assessment, dated July 30, 1958 (Exh. A=5, p. 26,'
BIR rec.; C;T.A. No. 5783 also marked as Exh. 39) for
the year 1956 only in the sum of #72,082,00,

It appears that the petitioner herein is a do=-
mestic corporation engaged in the mining business.

For the years in question (1951-1954, & 1956), it
timely filed its income tax returns and paid the total
amount of #7,590.709.00 as income tax on the basis of
the net incomes reported in said returns., Petitioner's
income tax returns were referred to an examiner of the
Bureau of Inteinal Revenue for verification and in=-
vestigation as a result of which certain deductions
were disallowed and/or alleged unreported income was
added, Consequently, the respondent issued against
the petitioner the disputed deficiency income tax as-
sessments under review,

It should be noted that in C.T.A. Case No. 565
which covers the years 1951 to 1954, the respondent
imposed a 50 surcharge as fraud penalty but no such
surcharge was assessed in C.T.A. Case No, 578 for the-
year 1956,

In the same order in which they are cénsidered
in the deficiency income tax assessments under review,
the items which are the subjects of the present con-
troversy are the followings

(1) Participation of Benguet Consolidated Mining

Company on the net Accounts Receivable at
the end cf each year;
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(2) Mine bepletion overcharged;
(3) Depreciation adjustments;

(4) Disallowed audit and legal fees for the
year 1953 onlyj; and

(5) Disallowed miscellaneous expenses for
the years 1953, 1924, and 1956,

For an orderly discugsion and determination of
the issues in these two cases, we shall consider the
above items separately.

PARTICIPATIC OF BENGUEBT CQNSOLIDATED
MINING CQVPANY ON THE NET ACCCUNTS
ARECEIVABLE -~ :

There is no dispute that the petitioner has been
filing its income tax returns on the basis of accrued
income and expenses, but has consistently not provided
as a deduction from its gross income for any particular
year, any share of its operator, Benguet Consolidated
Mining Co., in its accounts receivable at the end of.
each taxable year. (Memorandum for Petitioner, pp. 84~
85, CTA rec. No. 565; Memorandum for Respondent, p. 119,
CTA rec. No, 565,) |

There is also no question that the position of
the reépondent,with regard to this item is stated in
his examiner's memorandum of January 26, 1957, as fol=-
~lows:

"Gonsolidated Mines, Inc. (otherwise
referred to as OWNER) consistently failed

to provide, as a deduction from its income,

the share of Senguet Consolidated Mining

Company (otherwise referred to as OPERATOR}
on its accounts receivable at the close of
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the calendar year., The mine fields of
the Owner corporation are subject to a
contract of operation in which the con=-
tract provides that the Operator will
share 5Ck of the net proceeds after de=-
ducting all expenses., Consolidated Mines,
Inc.; files its incomey, for tax purposes,
on accrual basis, but leaves out the pro-
vision for the share of the Operator on
the receivables. The expenses pertaining
thereto are taken up as deduction from
the operation of the next succeeding year
when the receivables are actually col-
lected and the share of the Operator is
actually paid out.™ (Exh., 8, p. 123,

BIR rec., CTA No. 565.)

The petitioner claims that the procedure it has
followed with regard to the participation of Benguet
Consolidated Mining Co., is "the only logical and prac=-
tical method which it can apply by virtue of the parti-
cular and peculiar provisions of its operating contract
with the operator of its mining properties", citing
paragraphs X and XIV of the operating agreement, dated
July 9, 1934 (Exh. L), which provide as followss

"X. After BENGUET has been fully reim=-
"bursed for its expenditures, advances and
disbursements as aforesaid the net profits
from the operation shall be divided between
BENGUET and CONSOLIDATED share and share
alike, it being understood however, that
the net profits as the term is used in this
agreement shall be computed by deducting
from gross income all operating expenses
and all disbursements of any nature whatso=-
ever as may be made in order to carry out
the terms of this agreement.®

"XIV. All payments due CONSOLIDATED by
BENGUET under the terms of this agreement
with respect to expenditures made and ore
settlements xeceived during the preceding
calendar month, shall be payable on or be- X
fore the twentieth day of each month.*"



DECISION = C.T.A.
Cases Nos, 565 & 578

- b=

To our mind, a mere reading of the above quoted
provisions of the agreement will readily show that
there is nothing therein which could have prgvented
the petitioner from deduéting at the end of each calen=-
dar year the share of Benguet Consolidated Mining Co.
on the accounts receivable. And on this point, we quoté
with approval the following opinion of petitioner's
auditors, Ollada,Dacanay & Associates, as contained in
its letter dated April 22, 1954, to the fespondent Com=
missioner of Internal Revenues

®The operating contract between the Con=~
solidated Mines, Inc., and Benguet Consolidated
Mining Co., provides that they SHARE QN 50-50
BASIS IN THE EXCESS OF RECEIPTS OVER DISBURSE-
MENTS (Par, X of the Agreement). , It is sub-
mitted that the operator; Benguet Consolidated
Mining Co., has to share with the accounts re-
ceivable minus the trade and accrued expenses
and those due to hauling contractors which
should be considered to determine the net re~
ceivable subject to the share-and-share-alike-
basis when actually collected. In our opinion,
the Consolidated Mines, Inc.,, should not pay
the corresponding income tax on the uncollected
accounts during the period for which the ope=
rator (Benguet Consolidated Mining Co.) would
share alike in the excess..of receipts over dis-
bursements when actually collected. The account-
ing system of the Consolidated Mines, Inc., is
also based on the ACCRUAL BASIS and it is there-
fore but consistent and logical that the share
of the operator as shown above shall be excluded
from the computation of the net tax liability
of our client.* (Exh. G, pp. 23=25, BIR rec.,
CTA No., 565; also marked as Exh, 6,)

It is true that the said letter of Ollada, Dacanay
& Associates, Certified Public Accouhtants, was not
authorized, and later disowned, by the petitioner.'
However, considering that the opinion expressed therein

is correct, we take it and adopt the same as our own
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for purposes bf‘disposing of the instant question of
deduction from petitioner's income tax returns of the
participation of Benguet Consolidated Mining Company

on the net accounts receivable. Therefore, we believe
and so hold that the ruling of respondent Commissioner

of Internal Revenue with regard to the participation

of Benguet Consolidated Mining Co., on the net accounts
receivable is in accordance with law and must be af- J/

firmed,

MINE DEPLETION OVERCHARGED -

The petitioner has consistently charged off from
its gross income mine depletion at the rate of 21.00
per ton of chrome ore mined and sold. However, the
respondent contends that considering the correct amount
to be depleted and the estimated ore deposit of peti-
tioner's mine, the unit depletion charge should only be
¥.59189, and the petitioner is therefore overcharging
mine depletion. Hence, the respondent insists that the
petitioner is under=stating its income and the deficiency
assessments with regard to this item is in order.

We find the contention ¢f the respondent to be
meritorious. In computing the net income, depletion
of mines is allowed as a deduction from the gross in=-
come by Section 30 (g) (1) of the Tax Code which provides
in part as followss

“(g) Depletion of oil and gas wells and
miness

“(1l) In general.- x x x (B) in the
case of mines, a reasonable allowance for de=
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pletion thereof not to exceed the market
value in the mine of the product thereof,
which has been mineéd and sold. during the
year for which the return and computation
are made., The allowances shall be made
under rules and regulations to be presg=
cribed by the Secretary of Finances Pro-
vided, TKat when the allowances shall equal
the capital invested, x x x no further
allowance shall be made."

And in general, the depletion formula that should
be followed in computing the unit depletion charge or
the rate of depletion per unit, i.e., ton, feet, etc.,

is as followss:

COST OF MINE PROPERTY _ BATE OF DEPLETIGN PEA UNIT

In the case at bar, the dispute centers on the
correct amount to be depleted and the estimated number
of tons of ore deposits in petitioner's mine. As to
the amount to be depleted, the petitioner used
$4,238,974,57 as the cost of its mine property, includ-
ing the development expenditures, based on its balance
sheet as fo December 31, 1946, (Exhs. I & I-1) How=
ever, we find this figure not reliable and conclusive.
It cannot be taken as an accurate statement of the de~
pletable amount inasmuch as it is based merely on an
estimate.of Mr., R. P, Flood, then treasurer of the pe-
titioner corporation. (Exh. 38, pp. 50=52, CTA rec,
No. 565.)

Moreover, it appears from petitioner's balance
sheet as of December 31, 1957 (Exhs., 1, 1l=A, & 1=B, p.
48, CTA rec., No. 565), that this amount of #4,238,974.57
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consists of the)following items, namelys ®Development
Cost = ?2,500;000°00" and under the suspense account
“Mining Properties (Subject to adjustment for war
losses) = #1,738,974,57%, If the mining properties

in the amount of #1,;738,974.57 were subject to adjust=-
ment for war losses, as in fact the petitioner actually
incurred losses during the war, there can be no justi-
fiable reason té warrant its restoration, in full, to
the total amount to be depleted. To do so, would allow
the petitioner to recover the cost.of the assets des-
troyed during the war b& over-charging depletion. But
it is now a‘settled rule in this jurisdiction that war
losses are deductible -only in the year in which they are
incurred (Cu Unjieng Sons, Inc. vs. Board of Tax Appeals,
GoR. No. L-6296, Sept. 29, 1956; Hilado vs. Gollector
of Internal Revenue, G.R. No. L-9408, Oct. 31, 1956

53 0G 2481), and cannot, and should not, be the subject
of depletion.

On the other hand, the depletable amount of
£2,646,878,44 which was used by the respondent in com-
puting the rate of depletion, was a result of the in-
vestigation and verification of the records of the pe=~
titioner which was ¢onducted by an internal revenue
agent. (Exh., 31, pp. 197-201, B;R rec,, CTA No. 565)
And the respondent in ar#iving at the total amount of
'#2,656,878.44 which should be subjected to depletion
considered the following items which were taken from

the books of the petitioners
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Assessment P a 0B @S0 0Q@OOGONCQESESIOTPSS ? . 34g092.l2

Development sasesssscpsasnccanms 61,484, 63
Exploxdtion sasesosensasesepsve 13,966,62
Diamond Drilling ©e000009eeeEOCE S 221335'07

‘ ¥2,646,878,44

(See %xhc 31, ppo 197"%1, BIR J’.‘eC., CTA NO.
065,

It should be noted that the petitioner never
directly questioned the above figures adopted by the
respondent. At most, the petitioner made a general

assertion that the "figure of ::2,646,878.44 which the
examiner would use as the Masinloc Mine Property Cost
and Development is patently inadequate®. (Exh. 29,
pp. 188-195, BIR rec., CTA No. 565) Considering fur=~
ther that the finding of the respondent Commissioner
of Internal Revenue is.presumptively correct, we hold
that the depletable amount is only ¥2,646,878.44, and
not #4,238,974,57 as claimed by the petitioner.

With regard to the estimated ore deposits, the
petitioner claims that the same should be placed at
4,156,888 while the respondent contends that it should
be 4,471,892 tons, or a difference of 315,004 tons.

To resolve this question, it shall suffice to state
that the petitioner has admitted that "by the year 1956,
it had already charged off its entire depletion mine cost
and development of $4,238,973.57 (except the sum of
#82,464.63 which was charged off in the year 1957) at
the rate of #1,00 per ton of ore® (Memorandum for Peti-

tioner, p. 82, CTA rec., No. 565). In the year 1958,
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the petitione; was'already carrying in its books, the
mine and mine development cost at the nominal cost of
#1,00, and at the same time, it r;ported to its stock~-
holders that ®"with world trade and pgoduction on the
up=swing, your company (the petitioner) has every reason
to look forward to increased gains during the incoming
year® (1959). (Annual Report of Consolidated Mines,
Inc., for the year 19958, marked as Exh, Q-11; under-
scoring supplied, )

In short, in 1957, the petitioner had already
mined and sold more than 4,321,438 tons, or more than
its estimate of its ore deposit. To our mind, this
conclusively shows that the figure of 4,471,892 tons
used by the respondent was not only reasonable but very
conservative and liberal in favor of the petitioner.
Therefore, the rate of depletion or the unit depletion
charge used by the respondent is correct and his find=-

ing of over-charging depletion must be sustained.

DEPRECIATION -

With regard to the depreciation disallowed by the
respondent Commissioner of Internal Revenpe, it shall
suffice to state that the taxpayer herein failed to
present sufficient evidence to justify its claim for
said deduction., Inasmuch as the allowance of the de-
ductions from the gross income is a matter of legisla-
tive grace (Mertens, Law of Federal Income Taxation,

1942 Edition, Vol. 4, pp. 4=5), and the burden of proof
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is on the taxpayer to sustain the depreciation deduc-
tion, (Sec. 109, Rev. Reg. No. 2), we hLold that the
disallowance by the respondent Commissioner of Internal
revenue of the depreciation deduction claimed by the

petitioner is in accordance with law,

AUDIT AND LEGAL FEES -

, In this jurisdiction, it is already settled that
professional fees paid to accountants and lawyers are
deductible from the gross income iu computing the net.
income. (CGollector of Internal sevenue vs. Phil, Edu=
cation Go., G.R. No. L=-8505, May 30, 1956; 54 OG 2499,)

In the instant case; the audit and legal fees
disallowed by the Commissioner of Internal Revenue is
in the amount of #30,000,00 for the year 1953. There
is no question that the said audit and legal expenses
were actually incurred by the petitioner (see Exhs. M=l
to M=7) whose gross income for the same year under re-
view was ¥14,141,853.67. (Exh. D-1, p. 12, BIR rec.;
CTA No. 565) And we find and so hold that the respon=
dent Commissioner of Internal Hevenue should have allowed
the said expenses as deductions from petitioner's gross
income inasmuch as they are necessary and reasonable
expenses paid or incurred in carrying on the business

of the petitioner.

MISCELLANEOUS EXPENSES -
The amounts of the miscellaneous expenses which
were disallowed by the respondent Commissioher of In=-

ternal Revenue are as follows:
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1953 = = = = = = « £30,000,00
1954 = = = = = = - #39,081. 20
1956 ------- fm’05o.w

We have carefully examined the evidence presented
by the taxpayer herein with regard to these disputed
miscellaneous expenses, and we find and so hold that the
following expenses paid or incurred by the petitioner
should have been allowed by the respondent as deductions

from the gross incomes

For the year 1253g

o

The whole amount of ¥#30,000,00 (see Exhs, M=l to
M=4) _ ) ,

For the year 1954:

The sum of #25,600.00 only, paid to or itemized

as followss

V. E. del Rosario ======- ¥10,000.00 (Exhs. N-1
to N=3)

Salvador Santiago ===ew=- £ 9,000.00 (Exhs., N=4
& N=5

Custodio Villaba me==e=== ¥ 6,500,00 (Exh. N-eg

Malacafiang Christmas
Festival =—c-eemececccca- 100

The balance of #13,481.20 of the disallowed expenses
for the year 19954 cannot be granted as deductions for
lack of any supporting paper or evidence. ,(See Exh. N,
also marked as Exh, 8~A, p. 85, BIR rece.j; CTA No. 565.)
For the vear 1956

The amount of #£2,460,00 which represents the one-

month salary christmas bonus paid to some of the employees
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of the petitioner should be allowed as a deduction
from the gross income. (See Exhs. O-1 & 0=2) With
regard to the balance of £17,590.00 of the disputed
miscellaneous expenses, we affirm the action of the
respondent Commissioner of Internal Revenue inasmuch
as the petitioner herein failed to proVe substantially
that the said expenses were actually incurred and are
legally deductible expenses. (See Exh. O, p. 2, BIR
rec.; CTA No. 578.) | |

We note that, except for the sum of 2100.00 which
the petitioner contributed in 1954 to the Malacafiang
Christmas Festival and therefore deductible as a chari-
table contribution under Section 30(h) of the Tax Code,
and the amount of #2,460.00 which was paid in 1956 as a
salary christmas bonus and hence also deductible under
Section 30(a) of the Tax Code, all the other allowable
expenses are in the nature of audit and legal fees or
expenses, As stated above, in this jurisdiction, it is
an esfablished principle in taxation that professional
fees paid to accountants and lawyers are deductible from
the gross income, {(Collector of Internal Revenue vs,
Phil. Education Co., 52255.) We therefore hold and so
declare that all the disputed miscellaneous expenses
mentioned above which are in reality audit and legal fees
or expenses should be deducted from the gross income in
computing the net income for the years under review pur=

suant to Section 30(a) of the Tax Code.
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THE 5Q% FRAUD PENALTY -

The petitioner also disputes the impositien of
the fifty per cent (50%) surcharge which was assessed
by the respondent bu;suant to thé provisions of Sec-
tion 72 of the Tax Code., The petitioner contends that
the imposition of the surcharge or fraud penalty is
unwarranted and without basis.

We agree with the contention of the petitioner.
The question of fraud is a question of fact. The re=
cords of the instant case show that the facts and cir=-
cumstances surrounding the f;lingtof*incdme tax ;efurns
under review do not justify the assessment and collection
of the 50% surcharge. (Gutierrez vs. Court of Tax Ap-
peals, G.R. No. L=-9738, May 31, 1957; 54 OG 2912.) As
a matter of fact, the respondent Commissioner of Internal
.Revenue assessed the 50k penalty only in C.T.A._Gase No.
565 which covers the years 19951 to 1954, and did not im=~
pose the same penalty in C.T.A. Case No, 578 which in=-
volves the income tax liability of the petitioner for
the year 1956 only. But we note that the income tax re=
turns in botﬁ C.T.A. Cases Nos. 565 and 578 were filed
under practically the same circumstances. We believe
this supports the conclusion that the.respondent was, at
least, not suré as to whether or not the petitioner will-
fully méd; and filed false or fraudulent income tax re-
turns. And In case of doubt, the same should be resolwved
in favor of the taxpayer, and the fraud surcharge or pen-

alty should not be assessed and demanded,
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STATUTE OF LIMITATIGNS -

Having ruled that the petitioner did not willfully
make and file false or'fraudulent income tax returns,
if is clear that the right of the respondent Commissioner
of Internal Revenue to assess ?gainst the petitioner the
questioned deficiency income taxes for the years 1951 and,
1952 has élready prescribed.

The respondent assessed the deficiency income taxes
for the years 1951 and 1952 only on July 3, 1958 {Annex
A, Petition for Review), or more than five years from the
time the petitioner filed its income tax returns on March
13, 1952 (Exh. B, also marked as Exh. 2, p. 13, BIR rec.,
CTA No. 565) and March 30, 1953, respectively. (Exh. C,
"also marked as Exh. 3, p. 20, BIR rec., CTA No. 565),
Hence, pursuant to the provisions of Section 331 of the
Tax Code, the right to assess the deficiency income taxes
cofresponding to said years in the amoufits of tl5,576;00
and #5,596.50, respectively, is already barred by the
statute of limitations, and therefore, there is no income
tax deficiency for the said years 1951 and 1952. (Sec.
14, Republic Act No. 1125,)

In ;esume, we find the petitioner liable for the
payment of the amounts of #107,846.56, #134,033.01 and
?71,392.82 as deficiency income taxes fQr the years 19953,
1954 and 1956, respectively, or the total sum of
#313,272.39, computed as followss
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1223
Net income as per audited retu¥D...ceccoe #95;,193,716.89

Unallowable deductions & additional
incomes

Participation of Benguet

Consolidated Mining Co.

on the net accounts re-

ceivable at the end of

the Year O O0ODHDO0OOCSO0COBSODBOOD tlm’lmolo
Depletion overcharged ¢ce.. 191,184,19
Depreciation adjustment ....__93,862.96

TOtal adjustments P9 00000 S0OO0DSSEGSOOOODOODS O 3’85 2
Net income as per investigation scccecoce

Income tax due thereon ceeveccecceccsscoos . Fl 554,ﬂ8TaJ6
Less amount already assessed scccesecscno 1,449,241.§Q y

DEFICIEIQCY TAX DLIE oM OODDOOBeEOEODOED GOS0 ! 127I§.46i52

1934

Net incoime as per audit return cccoecocces #3;320,307,68

Unallowable deductions & additional
incomes

Participation of Benguet
Consolidated Mining Co,
on the net accounts re=
ceivable at the end of
the Year 6008 000080000000 f294'659090
Depletion overcharged .e... 158,669,58
Depreciation adjustment ... 11,878.12
Miscellaneous expenses ccse 13,481,680
Total adjustments e2 09060000000 00SGE0OCODD0 |
Net income as per investigation ..eesecoss

Income tax due thereon seeccessessscessccs #1,005, 719 OI
Less amount already assessed ceceesccccss

‘DEFICIB\]CY TM DUE 90 o00POeERENREIOEIRS W

1226

Net income as per audited return .seeeeese #11,504,483.97

Unallowable deductions & additional
incomes

Ay
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Bepletion overcharged ..... ¥237,386,10
Miscellaneous e€XpPenses sooe 173590,00

Total adjustments 9 000 0GODO0OOO0000O00ODOCOO0CODOSSS 254 976 O
Net income as per investigation ceccoceses 7
Income tax due thereon secscesceccscncocscoss ¥ 9y204,648,52
LeSS amount already assessed o0oopbDOODOCGO® Q‘QE;Mgm

DEFICIENCY TAX DUE 4ocoocccscescscscs B nlggggsg“"

WHEREFORE, in view of the foregoing considerations,
petitioner vonsolidated Mines, Inc., is hereby ordered to
pay to the respondent Commissioner of'Internal Kev€nue
the amounts of ¥107,846.56, #134,033.01 and 271,392.82,
as deficiency income taxes for the years 1953, 1954, and
19565 respectively, or the total sum of %313,272,39. If
not paid in full within thirty (30) days from the date
this decision becomes final and executory, the petitioner
shall pay a surcharge of five per cent (5s) of the unpaid
amount, plus interest at the rate of one per cent (1%) a
month, computed frow the date this decision becomes final
until it is paid. |

SO ORDERED,

- Manila, May 6, 1961.

WE CQNCURS

Presiding Judge

ROMAN M. UMALI
Associate Judge





