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This is an appeal from the decision eof re-
spondent assassing against and demanding fros _
petitioner the sum of #10,564.7% as deficiency ‘]
sales tay and 255 surcharge for late payment
thereof in connection with the nhl of jute bazs
_snd yapn in 1959. Hespondent also suggested to
petitioner the paeyment of #2,100,.00 as compromise
penslty imposed under Seeticn 209 of the Sational
Internsl Revenue Code in extrajudiclal settlement
for violation of Sections 183 and 166 of the ssue
Code . .

Fatitioner . Mltﬂ.tl le tiles Manufaoturing .
Company of the Phili pines (hereinsfter referred -
to as ITEMCOF). g dosestie corporation loeated 4
at E. Delos Santos ivenue, Mendaluyong, Fizal, )
is engaged in the manufucture and sale of Jute .
bags. The Jeeretary of Fimanee granted ITEMCOP
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full sxemption from the paywent of tuxes until
Degember 31, 1950 as a new and necessary industry
under Republie Aet H-. 901 In 1959, the fuil
exesption of ITENCOF from the payment of taxes
was reduced to 908 and 1t thereby became subject
to 10% only of the taxes due from it. In the
mamifacture and sale of Jute bags in 1959, whioh
is subject to 74 sales tax under Section 186

of the Revenue Code, ITENCOP used raw materiala
which were either lmported sbroad or purchesed
locally.

ITRMCOP f1led 1te menthly sales tax returns
for 1959 (8xhs. A to L, CTA rec., pp. 22-24) with
the Deputy Provinelsl Treesurer of Mandsluyeng,
Aizals The sald returns show that ITEMCOP had a
total gross sales of P10,395,208,25 after de-
éncting the sales tax of #17,890,77 covering the
pariod from Jamuary to Mey 1959. It paid ssles
tax of $#39,160.07 during the period in guestion
on the sale of mamufsctured jute bags. I1THMCOP
deducted from its gross sales of ™0,395,208.25
the amount of P, 76h,391.4% consisting of (1)
imperted raw materiasls in 1956 vslued at #939,«
687.31, whieh was refiscted as inventery at the
beginning of 19593 and (2) the cost of raw
moterisls elther imported abroad or purchased
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loeglly fn 1959 valued at P3,026,70h 13

In the investigetion of the books of account.
finaneial rtatement, and other records of ITEMCOY,
respondent 's examiners found that petitioner de-
duated from ite gross sales of Jute bags in 1959
the cest of rew materials in the smcunt of M, 649,-
€51 61 used in the manufscture thereof before the
7% ssles tax wes computed and imposed. lowever,
despite the deduction of the cost of rav mater-
ials from the gross sales of jute bags, the rev-
enie exaniners found that the ssles tax allesgedly
padd by ITENCOUF in the sum of ¥39,160.07 s still
very such lowsr than the sales tax of » b7,611.86
legally due from it.

In ecuputing the sales tax dve from ITENCOP
in 1959, respondent's examiners (1) disallowed
the deduction from the gross sales of Jute bags
the amount of #939,687 31 representing the cost
of rav materials imported by petitioner in 1958
and carried as its inventory st the beginning of
1959; and (2) deducted from the ending inventory
(consisting of unused raw materials, goods in
process, and unfinished goods), the cost of imported
rav waterials in the slleged amount of Ph,730,~
742.86. The cost of the importsd and loecally
purchased raw msterials smounted to #3,524,240,18
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and 111,280,427, or a total of #3,515,520.85. By
dedueting the sald eost of rew materials from
the grosz sales of #10,329,149.4€, allegedly sp~
pearing in petitioner's finaneial stotement, re-
spondent's exsminers found that petiticner's
taxable sales of Jute bags in 1959 wak 76,801,
604,08, By adding thereto the sum of #8,065.06
as alleged untaxed salez of yarn, the total tax-
able salss of petitioner in 1959 smounted to
#6,801,604,08, The deficiency sales tax due
thergon, inclusive of the 25% surcharge for late
payment thereof, is P10,56k.7%, computed as
followsy

Taxable sales of jute bags H.”i.ﬁ.a
Add: Untaxed sales of yarn
Total taxable sales . « « « $ 101,606,

10£ of 7% seles tax due

thereon . « « ¢ » » = ’ h’?"‘“-“
lessy Taxes already peid
Defficiency sales tax due ¥ 401,
258 surcharge for la'e pay-
“ti-li'li'lil __m
TOTAL AMDUNT DUE AND

COLIZCTIBLE . « « « B 10 50074

In a letter dated August 23, 1963 (Bxh, 5),

patiticner reguested respondent to cancel the sald

deficiency sales tax asssessment, but sald request
was denied by respondent in his letter to ITRMUGP
duted July 10, 1964 lienee, this appeal.

The issues submitted by the parties for
resolution of the Court are as followsi
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1. Whether oF not the cost of raw materials
inported tax-free by petitioner before 959 1
valued at $939,607.31, and used in the mamufucture 4
of jute bags in 1959, is deduetible from the gross
sales of the finished produet under Section 186-A
ef the Natiomal Intermel fevenus Codey and

2. dhother the cost of raw msaterials used
in the menufecture of jute bags and deductible
from petitiener's gross sales 1s #3,0824,70h.13
or P3,52%,240.18,

Eirat lasus

in disputing ' contesting the deficiency
seles tax assesssent, petitioner slleges that the
cost of rev msterials imported tax-~free prior to
1959 i» deductible from the gross selling price -
of the finished product (Jjute bazs) before the
75 sales tax is imposed. Fetitioner's defense
is predicated on the provigions of feetien 166-A _
of the National Internal Revenve Code which read ke
as followss

Mt'ilimmw 'wumm'm

ion of any artiscle, in the

?&':ﬁ.‘fh‘?&.’.‘“m'ﬁ'{:. of sueh

(Gecs 5y Rapublie Aot fo. 2023) " o

Petitioner contends thet Seation 1864 of A
the Reverma Code, suura, is plain, unembiguons,

elesr and sufficiently broad to embrace the
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deduetion of the cost of rew saterials imported
tax-free from the gross selling price of the
finished or manufsetured product (Jute bags).

Neapondent countered by alleging that the
"tax-Cree product” mentioned in Bection 186<A of
the Yax Code has reference to the rav materials
purchased from tax-exempt industries established
under Repeblic Aet No. 901 bhecause, before the
addition of Section 18€«A teo Section 186 of the
levenue Code, the cost of raw saterials purechuased
from tax-exempt industries 1s not, for yurposes
of the ssles tax, deductible from the gross
selling priee of the findshed produots bafore
imposing end computing the 75 sales tax. In
faet, the legsl position and stand taken and
sdopted by respondent are reflegted snd senifested
in General Cireular Mo, V-252 of the Burean of
Internal fevenue, dated July 15, 1957, whiah
inplemented Section 1864 of the Tax Code.

The fasue of whether or net the cost of rew
saterinals imported tax-free prior to 1959, whiech
were used in the senufacture of an article sold
in 1959, 1s deductible from the gross sales of I_I
the finished product ia not an isgue of first -’
impression, In the ease of Bepublie Flour Mills,
Inee vo. Commissioner of Internal Fevenme, C.T.A.
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Case Ho. 1151, December 2, 1965, lavolving =
similar {ssue, this Court im sustaining respondent's
view ruled as Tollows:

The only question involved in :
this esse is whether or not the cost of 1
rav materials imported tax-{ree in the
yoar 1958, which were utilized in the )
yoar 1959 for the manufagturs of fleur l
sold in 999, is deduetible from the
grosa sales {n the ysar 1955. 'y

Fatitioner seeks to iu.:t!fy the
deduction of the cost of wheat
from the gross selling es of

-
i o

opers of thi thoﬂ.ﬁmm A
su s

Sec. 1864 of the Revetve Cods, whieh

suthorizes the deduction of the value

of a tan-free preduct used in the

msanufacture of an article from the |
value of sueh finished article. It is

also suggested that the wheat grain, |
which was imported taz-fres in 1958, ! \
did not lose its charagter - j

sionep, L-15008, January 2, 1961 {
denied the deductibility of the eost =
of cotton knitted msterials (raw o148
sateriels) used in the mamufacturs
of undershiirts (finished articles) _ 4
from the gross selling price of the %
finished articles because no sales Wi |
:;‘x.:unumthcrnu:tuuh
W- E(‘Il aleo P'“ﬂ' wl . L i
O ¥ GM r!ﬂ %
i fuct, therefore, that
|
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elude 1ts taxability. A clear
ndication that exemption of rew
saterials from the paygent of tax
1is not considered payment therefor is
the ineorporation of fgetion 186-A,
which expressly sllows the deduetion
of the value of t.l-ﬂﬁ‘ rav mater-
fals froem the gross ng price of
the finiahed articles.

now come to the guestion of
whtw or not petitioner comes within
the purview of on 186-A of the
Revenue Code, wiich provides ss follows:

. 186=A, Whenever a
st s S
e produe-
tion of article, in the
determinstion of thl nh- of
such finished article, the
value of sueh tax- produet

shall be deducted,” (lUndeap-
lining supplied)

Congress passed laws tlmhu-
Agts fos,. 35 and 501) exeaptd
end seoessary industries from h-
of taxes. Howaver, “ection

l.ltl th:rmt Hm ° 1&%&_
e he flour on
mtm 186-A of the Revenue Code,
"tax=ree product” nnt:l_ in
thl ssid Jection 166-A
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e g— the Micas bopwed
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Leceamber |- 1950 coatrery &= L

t'b.'."'“ r"’..r""}l : fﬂl’th 1' m ““! T
of exeaption granted poti s iR,
m surean of h ! Revemue in

lpemsmia = Seetion ide Aet
-.F'- : E"H—' il

ilml lhunl clrnhr Ro.
1-25 nted July D Fail. Tax
3 . Yol. 2, pe IR R

den ks urunu to Faw
materia purchased from tex-
w lﬂﬂﬂam refore

- enactment, the cost of

0 iy for purposes of the

“ftos  une ﬂ 057 -Iu_ll be
deductibie *

We do not think thet the sbove-
sentioned cireu = 1s cont s
Cection 16G-A of the Revenue g 88
contended = pe tioner The
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t irtc executicn .2 ant tled to
st welght {IMIMI v. Yale, 6
g‘l o ’ t 1= 2 cardime.

uu that “exemptions
rru taxnticn -« hiph.y dfafavored
law. snd he who ¢laims “=wamption
m:st be able to justify his ola =
the ¢  'es* grant of organiec or
stute law. An exem ption fm th-
l-“ WHI eannot r*_l r

T igue imp llu cnll
Joekey cral. Nu*lls
19!5 “ouse ¥ Pnn&u Fhﬂl .

ﬂ‘h tu Fatroleun v
11 Potitioner r.nal
junify ‘v claim for tax e

on ud tiurdnn* the acost of tax-

m ;:’1“ but uﬂllnl?‘-ut“

TRSTLESR 1 e

¥e find no angent and compeiling reason to
reeconsider the above-cruoted reling
Ssecopd lsspe

Petitioner contends thet the smount of
P3,604,708,13 correctly represent: the landed
cost of its imported rew nstor ale plus 257 mark-
vp. flowever, respondent svers thet the landed
gost of the raid Lmported rew metericls plus 258
mark-up. 70 sdjusted, "/ the smoumt of 73,524,
240. /8 and not rg,uh.,?ok_u.

A detalled examination of the sales tax
returns filed by petitioner or 1959 shows that
the tot:1 amount of fednetions fraom its sales of
Jute bags in the amount of 10 _13159,2068.29 1s
ply, 76% 391 .5 (Exha A to Ly A~ to Let, and P,
CTA ree. pp 22<45, 70) The deducti on econsisty
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of P935,687.37 and #3 824 70k (3. = o tot
#h, 76%, 39" M4, representing the uat of ow
met  ds impo ted ax-lree 958 end the cost
ef imported and logally purehascd raw matocials

- 1959, respectively. wileh wore ueed “n the
ssoufacture of jute bags in 95¢ and =ld during
the yeeirw The correciness of the sald seler tax
turns flled by ot v sms not been assailed
or impugned by reopondent.

There 1s no dispute betwesen the par’ 1i:0-
gents ns te the smoumt of 763%.667.3 representing
the cost of raw matarisls lsported taz-fre: by
petitioner in 958. Thare is also no dispute
that the cont aof leecally purchased raw materials
ia 795% wae in the amount of F22,6kh.20 (Mxhs.

08 and 0=2). The dispute 1ovelves the cost of
the impoerted rew materin s is the ssuunts of
#3,02% 7Ch . 3 und #3.524,240,18 oo claimed by
petitioner and recpondent respectively

Respondent contends that the cost of v
mat 8 purchased » petitiorer in 959 amocunted
to Bl 849, 0 6. as found in petiticner z finan-
elal stotement (Exh. O-1). is errescous because
the ecerrect amount should be Bl 730,742,086 Af
computed on the basis of the advansce sales tax
pali v petitioner in the amcun’ of #h1,39%.00
{(Fxh. |, UIR peg.. p. 2'. However; ‘n the payment
= the 7% ~ v = en the mamufactured jute bags

1 - = ¥ LN L
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W 1999, petisaar onl deducted from the pdwd
anles thersef the total amwount of bk 76k 301,44
(Fxh., P, CTA wua., po 70 and not ¥ B&9 051.6

a0 deglared in peti s noneial stitement
(Ridie €, p. § . Finenein ftatement).

The 4 spute in the . .gvwres involving the
eetual 0 . the imported raw materi la n 1959
may be tri o0 . the procedure adonted hy
Spendent” | =eslEenn L tHe SdaEesissiics thereof
and the oo 44 down and pursued by petiticner
The procedure adopted by resnondent 1. uneertain

and unreliahble because there fs no sati factory
showing that petitioner peid sdvance sales tax in
‘he amount of #1394 00 in 41te fmportation of

raw materiuls in 999. Respendent @ elis of sueh
payment is merely based on he memorandum of the
anvestigating revenve examiners to the Chief  Ine
vestigation Pivision, of the Burean of Internsl
fevenue

We find the procedvre adopted by pet tioner
to ke scourste and mere reliable becnure pet tioner
besed its lended cost of imported row unsterisls
plus 25% mark-up, by consider'ng the sectusl figures
showr n the impert entry declarstions ar checked

the exami /i and appraisers of the Furean of
Custows. Mergover vetitioner added teo the landad
S W tmported oo materisls the storage fees,
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losses from pilferage and deterioration, end the
expenses of hauvling from the customs premises to
its warehouse and finally te it: factory. 1The
‘molusion of the said expenses in the landed cost
of the imported /'ew materials i1s justifi 4 snd
sanctioned by Section 86 of the Fevenue Code
whiech provi ., smong others, as follows:

o o S e, e

factured out of materisls likewise
ub}. t t:lunut thu lutiu

Consequently. there 1s no merit in the charge
that petiticoner inflsted the cost of wmported raw
materials wnich was deducted from its gross sales
of Jjute bags in 1959, I the cost of the fmported
rew saterials in the smount of P840 0F 67 as
allegedly found in petitionsr's finencial state-
ment. is more than the landed cos® of the imported
raw materials computed by responfent's exasiners
this ean be explained by the fact that the cost
of handling the imported reavw materials from the
pler to the factory was taken inte account by
petitioner. At say rate, it i1s to bs noted that
the amount of #h 84S 051.6  which was sllegedly
inflated, was not the same amount of deduction
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sade by petitiorer and found in 1ts sales tax
returns for 1559, ihe smount of 23,824 ,70k.13
declared and found in the seid returns is the
eerrect smovnt of raw smsterials deductible froam
petitioner's grese sales of jute bags in 1955.

Inscsach as the smount of POYS,687.31, rep-
resentiag the cost of raw materials lmported tame-
free by petitionsr in 1958, cannot be allowed se
@ deduction from its gross sales of Jute bags In
195%, tae sald amount should, therefore, be in-
clunded 1o petitioner's taxable sales. According-
lyy retitioner 19 liakle for 1559 defleiency sales
tax ia the amount of #8,222.26, leelusive of 258
suroharge, oconputed s follows:

Ple s8le® & « ¢ ¢ & o .
seles tax due thereon, .

i d

iRt

-

Due t? itioner
t' =:.“)u a8 T @ 9 W " -6’ .E‘l
m‘ "wm. " & ® @

Fafiolency salen tax . . « -

ihe tax due cn the evales of yarn smocunting
to #8,065.06 was not inciuded in the computation
of the deficlency sales tax because It was proven
by the witness of patitioner that the sald amount
was already included In the sales tax returns of
petitioner for 1559 and that the sales tax due
thereon had been pald.

With respect to the amount of #2,100.00
sugrested to be paid by petitioner as ocmpromise

§ N
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B penslty, it is conceded by reepondent, snd 18 now 3
5:,_,'-::' wall-settied Jurlsprudence, that compromise penalty
: ssnnot be imposed by respondent without the sgree=-
h _ ment and eonformity of the taxpayer (U, 8. T, v.
- Colleator, G.A. Wos. L=1127% & L-11280, Foveuber ,-
pe - 28, 1958; Celleetor v. le Eerretto Sonms, Ine., -'_ ¥
- Gofis Ho. Le118CS, Hay 31, 1960), e
;' WIIREFORE, the decision sppealsd from has to i
: be, 22 it 13 hepeby modified. Fetitioner is here-
by ordered te pay resposdent or his duly suthorised ',1
eslleetion agent the sum of 7B,222.26 as &eficiency N- '
sales tax for 1959, inelusive of the 25% suprehazge. e
¥ith coste against petitioaer. A
80 ORDENED, . ?‘ :

Juegon ““’ May 1'3‘ 1”’-

,l ¥R CORCURs

5 o8

- s

- ROMAN M, TMALL ~ .
3 Prosiding Judge B
4 . , 358
- RAMUN Lo AVANCEEA .. = ":1
-_‘.' “mu w o | r '
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