UNDERSTANLD lr‘ﬁ* P

INCDME TAXATION

CHRISTINE ANGELICA B. ELVENA

Professor of Taxation Law - Bar Reviewer in Taxation Léw
Former Dean, Saint Louis University

) 3]

1
D))

Tp)f
L_@n‘rralbooba

N .
% ~ailliiAinC |




UNDERSTANDIN%
INCOME TAXATION

Third Edition

By
Christine Angelica B. Elvefia

Professor of Taxation Law
Bar Reviewer in Taxation Law
Former Dean, Saint Louis University

2025 Edition



nd

oY

f
¥
ﬁ
W
iy
TABLE OF CONTENTS ¢
Page
CHAPTERI
GENERAL PRINCIPLES
PART 1

GENERAL CONCEPTS OF TAXATION
Taxation as a power..
Nature of the Power of Taxation
Theory and Basis of the Power of Taxation............................. 4
Justifications for the exercise of the powers of taxation ....... 5

... Obijectives or Purposes of Taxation 6
Distinguish Power of Taxation with Other powers............... 13
Taxation as a Process 15
Stages or Aspects in the Tax Process 16
Principles of Sound Tax System 16
Case: Diaz and Timbol v. Secretary of Finance

G.R. No. 193007, 19 July 2011 17
PART 2
CONCEPT OF TAXES
Definition of Taxes 19
Characteristic of Taxes 19
Requisites of a Valid Tax 22
Tax as distinguished from other forms of exactions............. .;?3
Kinds of Taxes . ?6
PART 3
SCOPE AND LIMITATIONS OF TAXATION
Inherent Limitations b 28

xi



TABLE OF CONTENTS

Cases: ' ‘
Planters Products, Inc. 0. Fertiphil Corporation

G.R. No. 166006, 14 March 2008 ...wessssssssssnssasssensess

Lutz vs. Araneta

G.R. No. L7859, 22 December 1995 cvvurrrernneesasmnsnnnnes

Pascual . the Secretary '
of Public Works andCommunications

G.R. No. L-10405, 29 December 1960
Confederation of Coconut Farmers Organizations

of the Philippines, Inc. v. Aquino III

G.R. No. 217965, 08 August 2017

ABAKADA Guro Partylist v. Ermita

G.R. No. 168056, 01 September 2005
Manila International Airport

Authority v. Court of Appeals

G.R. No. 155650, 20 July 2006

Light Rail Transit Authority v.
Central Board of Assessnent Appeals
G.R. No. 127316, 12 October 2000

Light Rail Transit Authority v. City of Pasay
G.R. No. 211299, 28 June 2022

Constitutional Limitations

Cases:

Chamber of Real Estate and Builders Association
(CREBA) v. Executive Secretary
G.R. No. 160756, 9 March 2010

Villegas v. Hiu Chiong Tsai Pa Ho
G.R. No. L-29646, 10 November 1978

The City of Manile, ef. . e

Coca-Cola Bottlers Philippines, Inc.
G.R. No. 181845, 4 August 2009

T

94 Phil 387

..................................
............................

Page

33

34

41

46

48

49
53

56

e 44 g 40 0 A Ao ST Py

]

e s w0 47048 3 7 e A

'~ | v*




TABLE OF CONTENTS ,
i
s, Page
Ormoc Sugar Central v. Ormoc Treasurer \1
G.R. No. L-23794, 17 February 1968 63
PHILRECA, et. al. v. DILG
G.R. No. 143076, June 10, 2003 64
Judy Anne Santos v. People
G.R. No. 173176, 26 August 2008 66
Uniformity 67
Equitability.............. 68
Progressivity. 69
Definition of “charitable institution” 74
Case:
Lung Center of the Philippines v. Quezon City
_ G.R. No. 144104, 29 June 2004 76
Definition of revenues and assets 80
Definition of an educational institution 81
Recall: Definition of “actually, directly, and exclusively”......... 82
Section 30 of the National Internal Revenue Code................ 83
Department of Finance Order No. 197-87,
dated December 16, 1987 84
Department of Finance Order No. 149-95............coooeeereersrennns 85
Revenue Memorandum Circular No. 76-2003 ...............ou... 86
Cases:
Hon. Kim S. Jacinto-Henares, in her
official capacity as Commissioner of the
Bureau of Internal Revenue v. St. Paul
College of Makati
G.R. No. 215383, 08 March 2017Art @
La Sallian Educational Innovators Foundation v. ;:
Commissioner of International Revenue i
G.R. No. 202792, 27 February 2019..............: ‘\..“.U.x...“.,....4\93

xiii



TABLE OF CONTENTS

PART 4

TAX LAWS AND DOCTRINES IN TAXATION

Sources of Tax Laws

Case:

Deutsche Bank AG Manila Branch v.
Commissioner oﬂntenml Revenue
G.R. No. 188550, 19 August 2013

Construction and interpretation of tax
laws, rules, and regulations

Case:

Commissioner of Internal Revenite v.
Ateneo de Manila University

G.R. No. 115349, 18 April 1997
Doctrines in Taxation

Prospectivity of Tax Laws

Imprescriptibility of Taxes

Escape from Taxation

Case:

Commissioner of Internal Revenue v. Estate of Toda
G.R. No. 147188, 14 September 2004

Equitable Recoupment

Prohibition on Compensation and Set-off
Tax Amnesty

.....................

Compromise and Tax Amnesty

Tax Exemption and Tax Assumption.

Case:

Mitsubishi Corporation-Manila Branch o,
Commissioner of Internal Revenue
G.R. No. 175772, 5 June 2017

Tax Exemption and Tax Amnesty

........................................

% ~Tax Exémption and Tax Exclusion

The Doctrine of Judicial Non-interference

Xiv

.................................

.....................

Page

111

118

119

123

. 124

129
129
130

131
136
137
138
138
139

e s e 7 Wt Tt 3
e e son Nt soe 5. S0y 2ot & 4



TABLE OF CONTENTS '

) Page
Taxpayer’s Suit ‘141
Legislative Approval by Re-enactment 142
CHAPTER II
GENERAL PRINCIPLES ON
INCOME TAXATION
PART 1
CONCEPT OF INCOME

Concept of Income..... 143
Case:

Chamber of Real Estate and Builders’

Associations, Inc. (CREBA) v. Romulo

_ GR No. 160756, 09 March 2010 144
PART 2
TAXABILITY OF INCOME
L. There must be gain. 145
IL. The gain must be realized. .......c........... 158
Case:
Commissioner of Internal Revenue (CIR)

v. Filinvest Development Corporation (FDC)

G.R. No. 163653, 19 July 2011 160
III. The gain must not be excluded by law. .......ccccoueureruerunnes 164
A. Proceeds of life insurance policies 164
B. Amount received by insured as return of premiums....... 166
C. Gifts, bequests, and devises 167
Gifts...... 167
Bequests and Devises 470

D. Compensation for injuries or sickness I70
E. Income exempt under treaty ST 180
F. Retirement benefits, pensions, and

gratuities received from private firms.........cocoevscsserienens 183

XV



vy ] B S

(S

TABLE OF CONTENTS

.......................

Requisites for the grant of tax exemption
G. Retirement benefits, pensions, and
gratuities received from the govemment..... .............

H. Social security benefits, retiremen‘t gratu.mes,
pensions, and other similar benefits received
by resident or nonresident citizens of .the
Philippines or aliens who come to reside -
permanently in the Philippines fx:om.forfalgn
government agencies, and other institutions, -
private or public.......
1. Separation pay 206
J. Benefits by reason of social legislation .......sssseusssecsiseees 214
214

K. Income derived by foreign government .........ccc..... :

L. Income derived by the government or its :
political subdivisions 217

M. Prizes and awards 222 :;
N. 13th month pay and other benefits 225 ;;
O. De minimis benefits 227 % ;
P. GSIS, SSS, Medicare, and other contributions ..........cceueve. 229 *:
Q. Gains from the sale of bonds, debentures, {
or other certificate of indebtedness. 230

R. Gains from redemption of shares in mutual fund............. 235
S. Minimum wage earners’ pay .. 238
T. Senior citizen’s pay as a MWE 239
U. Employer’s Convenience Rule 239
V. Taxable income in the amount of Php250,000.................. 240
W. Tax-free exchange 240

¥ PART 3

TAX IMPLICATION

2+ TaxImplication..................... 242
I Type of Taxpayer.................._ ) 243




."'X;‘,‘(;
TABLE OF CONTENTS ;:
:{%Page
IL. Situs of Income 2;56
III. Kind of Income 279
PART 4
FEATURES OF INCOME TAX
Features of Income Tax ... ... 281
CHAPTER III
DEDUCTIONS FROM GROSS INCOME
Deductions from Gross Income 282
1. Tax Deductions v. Exclusions 283
2. Tax Deductions v. Cost.. 283
3. Tax Deductions v. Tax Credit. 284
Kinds of Allowable Deductions 285
Irrevocability of option 287
Determination of the Optional Standard
Deduction for General Professional
Partnerships (GPPs) and Partners of GPDs................... 288
All-events test....... 290
a. Bad Debts 291
Transactions between related parties (Sec. 36 (B))............ 292
Specific Rules on Receivables 294
Specific Rules on Securities Becoming Worthless.............. 295
Tax Benefit Rule 295
b. Interests........... 297
c. Taxes ..... 303
d. Ordinary and Necessary Expenses 807
Ordinary and Necessary 310
All-events test 31 1
Substantiation Requirement v ,:;516
Reasonableness 317
Expense is not contrary to law 323

xvii



TABLE OF CONTENTS

e. Depreciation Expenses

Reasonableness ......usussuseusssssessesseees
: C S e esesseesssestestassRss SRS ESSRSESS 330
Property used in DUSINESS wwoowwessssesssezeeees 0 N
Methods of Depreciation ... it
Special Rules: Petroleum Service :‘i
Contractors and Mining Operators 331 it
Depreciation with respect to an NRAETB and an REC..... 332 f){
. Depletion Expenses 333 i
g. Losses 334 § ':‘
h. Charitable Contributions S M
i. Pension Trusts 348 i
j. Research and Development 349 'i
Non-deductible items 351 ’, i‘
CHAPTER IV H
INDIVIDUAL INCOME TAXATION fi |
H
PART 1 ""
TYPES OF INCOME TAXES
1.) Normal Tax / Schedular Tax / Graduated Tax................. 356
2.) Final Withholding Tax 358
3.) Capital Gains Tax 359
- 4.) 8% Optional Individual Income Tax 359
5.) 25% Final Withholding Tax 359
PART 2
5 COMPENSATION INCOME
- Compensation Income 362
Fringe Benefit Tax, explained 366

xviii



SRS it-$ot T 100 M

TABLE OF CONTENTS

PART 3 f
INCOME FROM
BUSINESS, TRADE, OR PROFESSION

Income from Business, Trade, or Profession...................... 382

PART 4

PASSIVE INCOME

Passive Income 395
Dividend Income................. 396
Royalties........ 406
Interest Income 408
Interest from long-term deposit 408
Interest from expanded foreign CULTENCY cvuverrerecrnsnasenessesnnns 409
Prizes and Winnings 413

PART 5

GAINS DERIVED FROM
DEALINGS IN PROPERTY
Gains Derived from Dealings in Property..................ccee 416
Capital Gains Tax of 6% under
Section 24(D) of the NIRC 417

First element: Sale of real property 418
Second element: Real property is a capital asset ................... 419

For taxpayers not engaged in the real estate business ...... 421
Third Element: Real property is
located in the Philippines........

Fourth element: Transfer of ownership................en.
Fifth element: Consideration for the transfer
Sixth element: Classification of the seller
Avoidance of Capital Gains Tax
Accrual and Payment of Capital Gains Tax

Applicable Statutory Redemption Period ........

xix



TABLE OF CONTENTS

TR PRI a———
Accrual and Payment of Capital Gains TaX .eeeeeseeees

Accrual and Payment of Stock Transaction Tax
Normal Tax (Graduated Tax rates under

Section 24(A)) with business tax implication....eewusmsssesesss 458
Normal Tax (graduated tax rates under
Section 24(A)) with no business tax implication .eeeueeesess 458
Special Capital Transactions.... 468
Instances when gains are taxable but
losses are nondeductible.... 475
Instances when gains and losses are not
recognized for tax purposes 475
CHAPTER V :
CORPORATE INCOME TAXATION
Corporate Income Taxation 476
PART 1
KINDS OF INCOME TAX
Kinds of Income Tax... 477
PART 2
DOMESTIC CORPORATION
General Rule
N 483
ormal Corporate Income Tax 486
Minimum Corporate Income Tax 486
g Activities of Domestic Corporations 498
Exchange Not Solely in Kind
* De Facto Merger... °18
v 520
Incor.ne Tax Consequences of De Facto Merger
;. . Speqal C OFPQ,I'atione ..................... 521
T B R st s 522
Educational Institutions 236
537

XX

TN

e e

e b b e o 8 i T S
I RS e e et

e bt e 8 S



ST FSUEAEL IR DN Sefiont 4
Srer )

TABLE OF CONTENTS sj'
;:E;Page
Applicability of MCIT 539
Composition of Income 545
Deductions....... 545
Taxability of the partnership’s gross receipts ........................ 549
Taxability of the partner’s income 550
PART 3
RESIDENT FOREIGN CORPORATION
Resident Foreign Corporation 559
Branch v. Subsidiary.. 562
Taxability of Resident Foreign Corporations..........c.....cc..... 563
Activities of Resident Foreign Corporations......................... 565
Special Resident Foreign Corporations 566
Branch Profit Remittance Tax (BPRT) 576
Nature............. 576
Rate and Taxable Base 577
BPRT is not an allowable deduction 579
PART 4
NON-RESIDENT FOREIGN CORPORATION

Non-Resident Foreign Corporation 580
Exceptions to the imposition of 25% final tax ........................ 581
Tax Sparing Rule... 582
There must be dividend declaration 584
Special Non-Resident Foreign Corporations.................co..... 586

CHAPTER VI L

ESTATE AND TRUSTS i3

PART 1 3

UNDERSTANDING ESTATES AND TRUSTS . -
Estates 593
Trusts 593

xxi



. Installment Sale and Deferred Sale
In Sale of Personal Property
; Case:

. Baiias v Court of Appeals

§ «2G.R-N0:102967, 10 February 2000

e 3 R
TABLE OF CONTENTS
3 PART 2
GENERAL PROVISIONS
JETUPRIY e e e C———
PART 3
ESTATES
I TL T T———
Co-ownership and Unregistered Partnership ....cesemsesecesens
FAling Of TREUTIIS cvvsseussssmssssssssssssssssssssssss s st
PART 4
TRUSTS
Irrevocable trust
Revocable trust —_
Employees’ trust.
CHAPTER VII
ADMINISTRATIVE REQUIREMENTS
PART 1
TAXABLE PERIODS AND ACCOUNTING
METHODS

Taxable Periods

Accounting Methods

Outright Method and Spread-Out Method

Lump Sum Method and Percentage
of Completion Method

............................

Page

607
609
611

618
620
620

621

623

624

.624




ST T oy
e R L L

TABLE OF CONTENTS

PART 2
BOOKS OF ACCOUNTS
Books of Accounts

i1

PART 3
WITHHOLDING TAX SYSTEM
Withholding Tax System

PART 4
FILING OR RETURNS AND PAYMENT OF
TAXES BY INDIVIDUAL TAXPAYERS
Filing of Returns and Payment of Taxes
by Individual Taxpayers

Capital Gains

* Married Individuals

Minor Child ........

PARTS5
FILING OR RETURNS AND PAYMENT OF
TAXES BY CORPORATE TAXPAYERS
Filing of Returns and Payment of Taxes
by Corporate Taxpayers

Capital Gains

Corporation Contemplating
Dissolution or Reorganization..

Wl
s
RN

CEIETRENS

Ky
)

1
o

626

627

636
640
640
640

643

645



