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AEPUBLIC OF fIHE rmurrmf\
COURT OF TAX APPEALS
QUEZON CITY

P.I. MANUFACTURING, INC.,
Petitioner,

- versus - | C.T.A. CASE NO. 2500
THE COMMISSIONER OF INTERNAL

REVENUE,
. Respondent.

DECISTION

Petitioner P.I. Manufacturing, Inc., appeals
from a decisidn dated January 15, 1973 of respondent
Commissioner of Inteinal Revenue denying its protest
against an assessment for deficiency income tax and

25% surtax for improper accumulation of profits or

- surplus, both for the fiscal year ended June 30, 1965,

in the respective amounts of P114,377.40 and B883,191.06.
On May 12, 1975, however{.the deficiency income
tax of B114,377.40, én a motion for summary ﬁudgment
by petitioner, was declared by this Court of no force
and'gffect after finding it barred by prescription.
for-determination therefore, after hearing and pre-
sentation of evidence as well as submission of memo-
randa by the parties, is the correctness of the assess-
ment of B883,191.06 as 25%.surtax for unreasonable ’

accumulation of surplus or profits imposed under

Section 25 of the National Internal Revenue Code.
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Section 25(a) of the National Internal Revenue
Code imposes an additional tax upon-a corpqration
formed or availed of for the purpose of preventing
the imposition of the tax upon its shareholders or
the shareholders of any other corpqration through
the medium of permitting its gains and profits to
accumulate inétead of being divided or distributed.
And Section 25(c) provides thut the fact that earnings
or profits of a corporation are permitted to accumulate
beyond the reascnable needs of the business shall be
determinative of the purpose to avoid the tax on share~-
holders unless the corporation shall prove to the con-
trary by a clear preponderance of the evidence.

éetitioner is a corporaticii duly organized and
existing under Philippine law, with principai_office
and place of business at No. 97, Industrial Avenue,
Northern Hills, Malabon, Metro Manila. It is engaged
in the manufacture and sale of electrical appliances
and plumbing supplies.

On.October 14, 1965, petitioner whose accounting
period is the fiséél yeér, filed its income tax return
for the fiscal year ended June 30, 1965. Afte£ veri-
fication of the return and investigation of petitioner’'s
books of accounts and other accouﬂting reéords, res-

pondent Commissioner of Internal Revenue, upon
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= the corresponding 25% surtax for unreasonable
accumulation of surplus for the fiScal year 1964-
1965, read at the time as follows:

SEC. 25. Additional tax on corpcraticn
improperly accunulating profits or surplus.-
(a) Imposition of tax.- If any corporation,
except banks, insurance companies, or per-
sonal holding companies, whether domestic
or foreign, is formed or availed of for the
purpose of preventing the imposition of the
tax upon its shareholders or members or the
shareholders or members oI another corpo-
ration, through the medium of permitting its
gains and profits to accumulate instead of
being divided or distributed, there is levied
and assessed against such corporation, for
each taxable year, a tax equal to twenty-
five per centum of the undistributed portion
of its accumulated profits or surplus which
shall be in addition to the tax imposed by
section twenty-four, and shall be computed,
collected and paid in the same manner and
subject to the same provisions of law, in-
cluding penalties, as that tax.

XXX - XXX XXX

(c) Evidence determinative of purpose.-
The fact that the earnings or profits of a
corporation are permitted to accumulate’
beyond the reasonable needs of the business
shall be determinative of the purpose to
avoid the tax upon its shareholders or
members unless the corporation, by clear

preponderance of evidence, shall prove the
. contrary.

~Since the provisions of Section 25 of the Natiocnal
Internal Revenue Code were bodily lifted from Séction
102 of the U.S. Internal Revenue Code of 1939, including

the regulations issued in connection therewith, it would

be proper to refer to applicéble cases decided by the
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»American Federal Courts for guidaiice and enlighten-
ment. (Manila Wine Merchants, Inc. vs. Commissioner
of Internal Revenue, No. L-26145, Feb. 20, 1984, 127
SCRA 423.)

A prerequisite to the imposition of the tax has
been that the corporation be formed or availed of for
the purpose of avoiding the income tax (or suitax).
on its shareholders, or on the shareholders of any
other corporation by permitting the earnings and pro-
fits of the corporation to accumulate instead of
dividing them among or distributing them. to the share- '
holders. 1If the failure to péy dividends is due to
some other cause, such as the use of the undistributed
earnings and profits for the reasonable needs of the
business, such purpose does not fall within the inter-
diction of the.statute. (Mertens, Law of Federal
Income Taxation, Vol. 7, Chapter 39, p. 44; See also '
Sec. 21, Rev. Regs. No. 2; Manila Wine Merchants, Inc.
VS. Commissioner of Internal‘Revenue, sﬁgra.)_

- Inasmuch as purpose involves a state of mind or
intent, it is élwéys_necessary to look at the sur-
rounding circumsténces and the attendant facts in
each individual case to determine whether the purpose
of the failure to make distribution was to permit the

shareholders to avoid the income tax or for coma other
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purpose, such as the use of ﬁhe earnings and profits
' for the reasonable needs of the business. 1In this
regard, although the testimony of the taxpayer,
officers and stockholders is entitled to some weight,
generally the issue is to be resolved in the light
of the surrounding circumstances, including the in-
terests of thsse in control and their actual conduct.
(Mertens, Law of Federal IncumefTaxation, Vol. 7,
Chapter 39, p. 45.) The applicable principles of
law are clear and in the end the decision in this
case must rest upon its owﬁ peculiar facts and cir-
cumstances. |

The circumstances relied upon by réspondent as -
indicéting that pétitioner has permitted its earnings
to accumulate beyond the reasonable needs of the.busi—,
ness are as follows: (Examiner‘s memorandum, Exh. "3",
pp. 56-58, BIR records; See élso Exh. "1", pp. 28-29
& Exh. "B", pp. 89-90, BIR records.)

a. The payment of management fees to
its sister company;

b. The fact that the company has not
declared'dividends in the past;

c. The retention of treasury stock;

d. The fact that at the time of
examination the company's financial con-
dition warrants thg declaration of dividends.

The findings of respondent's examiner with regard

229 ’
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S The following is ag analysis of petitioner's
management fees paid, total administrative and general
expenses which include management fees, percentage of
management fees to general and administrative eipenses
and nét income before income taxes for the fiscal years
ending June 30, 1958 through June 36, 1965, as reflected

-

in the financial statements submitted by petitioner:

Administrative Percentage Net
& General Ex-* of Management Income
Fiscal penses including fee to Adm. before
Exh. Year Management Management Fees and General Income
No. Ended Fees Expenses Tax
E-2 June 30, 1958 2147,884.32 B281,401.35 52.55% B818,757.56
E-2 June 30, 1959 180,129.43 380,632.31 47.32% 1,138,495.01
F-2 June 30, 1960 199,262.72 482,306.38 41.21% 1,447,117.32
F-2 June 30, 1961 183,035.48 568,150.49 32.21% 615,488.87
G-2:
G-4 June 30, 1962 262,899.00 1,058,442.32 24.83% 1,097,544.33
G-2; )
G-4 June 30, 1963 264 ,884.70 1,167,045.11 22.69% 638,228.86
H=-2: ’
H-4 June ‘30, 1964 267.967.30 '~ 652,725.65 41.05% 588,416.98
H-2; : .
H-4 June 30, 1965 311,804.08 648,709.51 48.06% 1,087,985.74

The above analysis shows that the management fees
paid for the fiscal year ending June 30, 1965 in the
amount of B311,804.08 was 48.06% of the total adminis-
trative and general expenses amcunting to B648,709.51
for that year. Had this management'fee not been ex-
pended, it would have formed part of net income which
would later on be credited to retained earnings. The
same holds true for the munagement fees paid in the

previous years. If these fees had not beeipaid they

22¢ . . s
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wtaxes, adjustmantis to earncd surplus,

declarcd and earned surplus batances-for the fiscal
years ending Jane 30, 1955 to Junn 38, LO055.
licte that for the years 1828, 1

1965 there weore no dividends

tioner realize? substantial
carned surplus balances in those years. Tor thie tau-
able years 1956, 1537, 185. . 1731, 1962 znd 1263 the
years whoen dividands wer

ributions mads vwere i stock, except for 1259 and 19061L,

While it is true that peltiticncr declared Gividends
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after Tawes

June 30, 1856 B 485,48857.67 - B 485,287.47 - 7 50,0060.00 #  597,7Z9.E0C
Juane 30, 1957 64C¢,236.68 - 649,225.:8 - 356,000.0¢ 296,965,438
June 30, 1833 724,511.506 B 400.0C 77 ,211.50 - 1,3121,%78.064
=L June 230, 1859 01,567.01 - 891,567.01 B554,880.00 /51,200.:0 707,465.05
=1 June 30, 18¢0 1,04L,397.32 - 1,021,397.22 - - 1 8, B6L.27
F-1 June 30, 1601 438,791, - 433,791.87 325,050, .00 i,5v7,554.24
G~1 Cuite 30, 1046Z TT6.276, - 7 270,323 = .40 $,937,558.17
G-1 June 32§, 19635 454,676, ~ 454,676.56 - 20 1,804,385.53
E-1 June 30, 1964 A19,00] - 4 £91.868 - - 2,224,277.51 |
H-1 June 36, 196° 769.589.74 - 7 589.74 - - 2,393,867.25 TN
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