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the most common form of tax arbitrage. Hence, where the interest
deduction is not restricted and a tax-favored income may be combined
with currently deductible interest, tax arbitrage is said to arise.

In the Philippine setting, many high income taxpayers resort to
various forms of tax arbitrage available under the National Internal
- Revenue Code (NIRC). But the most risk-free and convenient form of
 tax arbitrage is the back-to-back loan arrangement. Thus, it is not
surprising that recently, the Bureau of Internal Revenue (BIR), in its
effort to improve tax collection or tax administration, has subjected
interest deductions to more scrutiny.

The amount of interest payment which is deductible is not
~ordinarily subject to limitation. For tax purposes, the courts do not
~ ask whether the interest charge is reasonable provided the taxpayer
can show a bonafide obligation. Hence, in engaging in tax arbitrage
it is inevitable that taxpayers will sometimes avoid taxes by tendering
purely formal compliance with statutory requirements as a justification
for nontaxability. They reason that a statute should be considered
to mean no more and no less than what it says. It has been said that
© abandon the moorings established through the statutory structure
might create difficulties and uncertainties more objectionable in their
_Tesults than any seeming inequities which would be eliminated or
“prevented.? Such reasoning may be justified for admittedly, a cursory
eading of the Tax Code provision allowing interest deductions would
how that it is broad enough to authorize the deduction of tax arbitrage
Nterest.

It is perhaps in the field of taxation that we find most attempts The courts in the past seemed to have looked only at the legal
to escape requirements of the law. The interplay of high income tax elationship established by the transaction in determining tax liability.
rates with tax provisions granting substantially more favorable treat- However, in recent years, the courts have demonstrated its unwill-
ment of certain kinds of income has led the ingenious tax adviser to Ngness to be bound merely by the legal relationships set up by the
come Up with myriad transactions which are entered for purposes of axpayer. They have evoked judicial doctrines to combat attempts of
;‘;drl;cl:gg’ g:*lxest. Om? such transaction which has recently been the subject aXpayers to avoid taxes, namely, the business purpose test, the substance

- Tax A };‘i tention 1S o arbitrage. i i tes ver form and the sham transaction doctrines. It thus appears that the
a profit ber ltrage! generally refers to any mvgstment V\{thh gelne;a > 1 o.u.rt‘s reghze t.ha‘t the letter of t}}e ‘law ca{mo.t al‘w.rays be the so.le
the ofh Cause one part of thc? transactlop is taxed (?hfferent.y TO t rltlr.1on in deciding tax cases. This is despite judicial utterances in

°T part. The combination of making deductions of interes dmittedly hard cases that the remedy for preventing circumvention
Payments op borrowings associated with tax-preferred assets is by far taxes lies with the legislature.

At present, there is a confusion, unsettled in our jurisdiction,
:ﬁ hether interest payments arising from abusive tax arbitrage transactions
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TAX ARBITRAGE IN THE PHILIPPINE SETTING -
TAax EvAsioN orR TAX AVOIDANCE?

PrisciLLa B. VALER*

The question of whether a certain measure to minimize taxes due
constitutes the legal tax avoidance or the illegal tax evasion is one often
asked but is quite difficult to answer. Tax arbitrage is one such measure,
wherein taxes are minimized by profit taking in an investment where one
part is taxed differently from the other. The main focus of this paper is
on back-to back loans as a form of tax arbitrage. The main arguments
presented favor the position that tax arbitrage is tax evasion and not tax
avoidance. The writer supports this position with an analysis of legislative
and jurisprudential history on the subject and of prevailing Philippine and
U.S. tax doctrines relative to the concept of tax arbitrage. This paper likewise
provides an introduction into the concept of tax arbitrage under both the
U.S. and Philippine jurisprudence. The concept of tax arbitrage under the
National Internal Revenue Code is also covered, along with a brief dis-
cussion on the distinction between tax avoidance and tax evasion.

INTRODUCTION

The term "tax

Savi arbitrage” was coined by David Bradford. Bradford, The Economic Policy Towar?
4Vings, 2T :

ER[OH v. Whi
HE GOVERNMENT AND CAPITAL ForRMATION 11, 41 (1980). : ite, 70 F.2d 449, 452 (1934).
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on the the Tax Code provisions allowing interest deduction (tax
avoidance); or whether such interests are unallowable ded.uctlons because
they are created by means of an illegal circumvention of the law
(tax evasion).

at 20%, he clearly derives a 5% spread before tax. On the other hand,
in tax arbitrage, sometimes called tax leverage, a taxpayer engages in
transactions that, while not necessarily profitable before tax, are profitable
after tax. By far the most common form of tax arbitrage is the process
of borrowing to purchase tax-preferred assets.

The essence of tax arbitrage is: after-tax profit is possible only
because the tax law treats income and deductions asymmetrically,
allowing an immediate deduction for an expenditure, such as interest
costs, and at the same time also allowing complete or partial deferral
or exemption of the income. Simply put, taxpayers engaging in tax
arbitrage seek to take advantage of a favorable differentials in the tax
treatment of borrowing costs on the one hand, and investment returns
on the other. If the tax arbitrage is favorable enough, it can even offset
a deficit from economic or financial arbitrage.

To illustrate, suppose taxpayer A, in the 35% income tax bracket,
purchases P 1 million treasury bills with an interest rate of 25% and
therefore yeilding an annual income of 250,000. This interest will
be subject to a final withholding tax of 20%.? If taxpayer A could borrow
at an interest rate of 30% to buy the treasury bills and deduct the
interest expense in the amount of P300,000, the transaction would
be profitable. On the economic side, he would lose P50,000 per year
since he would pay out £300,000 in interest and get back only £250,000.
But on the tax side, for as long as A has sufficient income from other

Objective of the study

The question which this thesis aims to answer is: :I“o what extent
may a taxpayer go in manufacturing interest deductlfm?.

This writer will determine the propriety of deducting interest on
borrowings to finance tax favored investment when the transaction
is entered into solely to reduce taxes by focusing on the pa'rFlcu.lar
form of tax arbitrage that is the most controvertial in the Philippine
situation, back-to-back loan transactions.

The writer will furthermore: 1) explain the concept of tax arbitrage;
2) cite common arbitrage opportunities under the Tax'Code; 3? study
the legislative history of the Tax Code provisions on interest income
and deductions to ascertain legislative intent; 4) distinguish tax
avoidance and tax evasion; and 5) analyze all possible arguments
against tax arbitrage bearing in mind the well-settlef:l ru.le that the
taxpayer has the right to decrease or altogether .avmd his taxes by
means which the law permits, his motive being irrelevant in detgr-
mining the tax consequences of his transactions. Hopefully, ?he line
drawn between tax evasion and avoidance in so far as interest
deductions arising from abusive tax arbitrage transactions are concernedj

will be made clear. ! Sections 21(c)(1), 24(e), 25(a)(6)(A) of the NIRC Tax Code imposes a 20% final tax on interest

on Philippine currency bank deposits and yield or any other monetary benefit from deposit
§Ubstitutes and from trust fund and similar arrangements received by citizens or resident
individuals, domestic and resident foreign corporations.

.. For the arbitrage transaction to be profitable to a corporate taxpayer, the ratio of the interest

~ Tate on the borrowing to the interest rate on the investment must be less than 16:13 computed
- as follows:

I. UNDERSTANDING TAX ARBITRAGE

A. What is tax arbitrage?

Let: x = borrowing rate
y = investment rate

. S 0f
In a nontax context, the term “arbitrage” refers to the process ¢ A = principal

profiting from the simultaneous, or nearly simultaneous, purchase ang
sale of assets priced differently in different marketg The term i
usually used in common parlance to refer to financial or egonolft‘a:
arbitrage which an investor can engage in simply by borrowing 2%

Financial loss = or less than Tax gain
(interest expense — interest income) =
(interest expense * 35%) — (interest income * 20%)

XA - yA = [(xA * 35%) - (yA * 20%)]
rate lower than the rate of return on investment. o ? bey) = gsl(x * 2305%> = (y * 20%)]
Financial arbitrage would be profitable regardless of tax ¢0 - .);35x - y_";oy y
siderations. It does not reflect tax considerations — simply gOOd_ e‘o 65x = 80y
nomic sense. For example, when an investor purchases a £ 1 millio% o z - 113(6) ?g

g
bond bearing interest of 25% for P 1 million using funds borrow
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sources, he would gain P55,000 representing the difference between
the income tax deduction on the interest expense of #105,000 (300,000
x 35%) and the final tax on the interest income of £50,000 (¥250,000
x 20%). Taxpayer A will in effect profit 5,000 representing the difference
between the financial arbitrage loss of £50,000 and the tax gain of
P55,000. The profit will be more substantial if the arbitrager is an
individual who becomes subject to a lower tax bracket because of the
interest deduction.

Thus, it can be noted from the above illustration that tax arbitrage
has the effect of converting income from other sources in the amount
of P55,000 from ordinary to tax-exempt. This alchemy is a simple,
two-step process. First, borrow enough so that the available deduct-
ible expense equals the amount of ordinary income that is to be trans-
muted. Then, invest the loan proceeds in tax favored investment
assets. No actual capital outlay is needed for this, because that is the
capital borrowed. The only essential ingredients are: ,

(@) a source of highly taxed income that will be offset by the

“interest deductions and provide the cash service to the debt,

(b) a tax favored investment assets, and

(c) a lender who will advance the funds needed to acquire the

asset.’
B. Kinds of tax arbitrage
1. NORMAL VS. PURE

Steuerle classifies tax arbitrage into two types: normal and pure’
Normal arbitrage is the typical leverage transaction where the inclu-
sion rate or tax rate on total nominal income is lower than that applying
to the nominal interest payment.” An example under this type is 2
taxpayer who borrows and then purchases a tax preferred asset such
as an equipment receiving generous cost recovery allowance.

Technically, the income from the asset need not be preferred in an
absolute sense, but must only have an inclusion rate or tax rate on total
nominal income lower than that applying to nominal interest payment.

5 Cooper, Taming the Shrewd - Identifying and Controlling Income Tax Avoidance, 85 CoLuM L
REv. 657, 675 (1984). )

¢ Steuerle, Tax Arbitrage, Inflation and the Taxation of Interest Payments and Receipts, 30 WAYNE
L. Rev. 991, 1002 (1984).

7 I
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Pure tax arbitrage (also known as abusive tax arbitrage) is the

-~ same as normal t-a?< arbitrage except that the taxpayer in effect is
1 purc.hasmg and selling (borrowing is the equivalent of selling interest
~ bearing asset) the same asset.?

An extreme example would be if a taxpayer could borrow from
himself, deducting the interest expense as “borrower” but excludin

interest income as lender.” This situation is approximated by loag
arrangements which involve borrowing from a bank and investing the
loan proceeds in treasury bills, certificate of time deposit or money

‘m.arket placement yielding interests subject to the preferential tax rate
: with that same bank. The money would simply make a “loop” with

the only consequence being a reduction in taxes and a possible transfer
- of some money to the bank as fee.l In these situations, because the
'same asset is bought and sold simultaneously, there can be little or

0 pre-tax economic profit. The profits are induced by pure manipulation
f the tax system. Pure tax arbitrage suggests that the investment has
0 economic benefit and that the tax benefits are not capitalized! nor
Teé Income recognition merely deferred?

2. RATE VS. TIME ARBITRAGE

N Block classifies tax arbitrage into rate and time arbitrage.'? Rate
}l;elire:ge refers to leyeraging through borrowing to invest in assets,
- ae urn on which is tax preferred. To engage in rate arbitrage the
‘axp gsg snm;zily takeg gdvantage of the tax preferences existing in the
orrow, e anc magﬁlf;es tI‘m' advagntage by using borrowed funds.
o ng to invest in securitites or instruments subject to preferential
Tate is an example of rate arbitrage.
VEnI?hzomlf casgs, tax benefit§ can be achieved through borrowing
i ugh the income frorp investment will ultimately be taxed at
refe y income ratgs or will ot be subject to any particular tax
_-erence. Tax benefits are available to taxpayers who deduct interest
Pense in advance of receiving ordinary income related to the ex-

la,

Bradfqrd, supra note 1, at 1.

Ko .
981 PPelman, Tax Arbitrage and the Interest Deduction, 61 S. CALIF. L. REv., 1176 (1900)
‘Block ) . .

+ Trouble With Interest Deduction After the TRA 1986, 40 U. F1a L. Rev., 701, 714 (1988).
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pense. The tax benefits achieved by t.he timing of mtci?nr?; :Lx;:irac;.
ductions absent specific tax preferences is referred t.o as ime arbitrage.
One example of time arbitrage involves ,productlor} P riod Inferest
incurred in connection with the taxpaye.r s produc.tlon s e pro-
resale. The taxpayer may incur interest in connecnor;ilv\:i o bseqhent
duction but will not receive income fi'lon'; Zl;;llaassets un
i i ually - .
o PI:-Y;: < ::SEZntthfoaxiif:: ltsl'm:t(:tthe c}:,lassification into time and rate
arbitrage Ic)lepends primarily on which aspect of ft‘lt\e Tax Code pro
visions is taken advantage of to obtain tax beng its. e o motiva.
This classification does not connote the arbitrager’s la’z motive:
tion in entering into the trans.ac:tionc.1 ;;\r;:)ax;t;‘:sftécitsexrpiedsely -
cation of tax arbitrage into pure and . o e aetioular
the arbitrager’s motive, purpose and intent in En er uregtax o itrage
arbitrage transaction. And as has been said a o}\;e, pfits lax arbitrage
transactions are entered into solel_y to c'reate tax fene > while notmme
tax arbitrage transactions are entefed into both for eco P
‘ le’s classification is relevant for the purpose of thi
?:fioyn; a%dtslrl::sfng the issue of whether or not tax arbitrage consti-
tuteé tax evasion or tax avoidance.

II. CoMMON ARBITRAGE OPPORTUNITIES UNDER THE
NATIONAL INTERNAL REVENUE CODE

. . n
As earlier described, tax arbitrage arises from tk}e mismatch betvs;:eiee "
tax favored income and deductible interest. Arbltfrage (Zipporétsxtx:n o
i i iated with a tax favored inv
therefore exist when interest associat vorec .
is deductible. Several Tax Code provisions allow such situation. Comm
examples of tax arbitrage include:

A. Borrowing to Purchase Stocks in Domestic Corporation
i u
A taxpayer corporation who borrows money at an n'lterest rtoo;t: y
stocks in a domestic corporation yielding tax exempt hl'rlltetll'feoi rlx)ter
dividends may derive considerable tax benefits. First, while

t interests to be paid

used in connection
e fro!

? In BIR Ruling No. 600-88 dated December 27, 1988 it .was ru.led' tha
loans obtained from various financial and non financx.'.ﬂ institution e o endbl
the business of acquiring assets and inventories of existing companie:
gross income under Section 29(b)(1) of the Tax Code.

ate
est.

1992 Tax ARBITRAGE

139

paid can be claimed as deduction for in
dividends received is exempt from tax.!s
Second, if the stocks appreciate in value the unrealized gain will

be subject to tax only upon actual sale because of the realization re-
quirement.'

And third, the realized
to the lower capital gains ta

come tax purposes,’* the

gain from the sale of stocks will be subject

| x rate."” It can thus be noted that aside from
the tax benefit arising from the mismatched deductible interest and the
tax exempt dividend income as well as the unrealized gain on the appreciation
of stocks, the taxpayer is able to convert ordinary income into capital gains
to the extent of the previously deducted interest. Hence, depending on
the blend of interest rates, the dividend payout rate of the investment
and the market price behavior of the shares of stock, borrowing to invest
in shares of stock can bring very favorable tax arbitrage profits.

B. Borrowing to Invest in Money Market, Bank Deposits and
Treasury Bills, and Other Deposit Substitutes

This form of tax arbitra
arise when a corporate taxpayer places its ready cash in bank deposits
Ormoney market placements and finances its business operations through
orrowings. In this situation, the interest on the money market placement
subject to the final withholding tax at the preferential rate of 20%,
hile the interest payments on the loan is deductible from gross income
t the ordinary income tax rate of 35%. )

ge comes in different forms. First, it may

8ee Section 29(b), NIRC. Investme
Thus, the subject interest undoubt
obtained to purchase obligation t
Bee Section 24(e)(4),NIRC. Interc
®orparation from another gorpor
Bee Section 34
in Val!,_lg of p
Such appreci

Dt in shares of stock is not an interest bearing obligation.
edly will be deductible because the indebtedness was not
he interest upon which is exempt from income tax.

orporate dijvidends. - Dividends received by a domestic
ation shall not be subject to tax.

(@), NIRC; Section 38 of the Income tax Regulations states that; “.
roperty is not even an accrual of income to a taxpayer prior the
ation through sale or conversion of the property.”

Bee Section 24(e), NIRC.
om the sale, éxchgnge
be taxed as follows:

.. appreciation
realization of

“Capital gains from sale of shares of stock. — Capital gains realized
or disposition of shares of stocks in any domestic corporation shall

HA) Net capital gains x x x realized durin

g the taxable year from the sale or exchange or
other disposition of shares of stock n

ot traded through a local stock exchange:

Not over P100,000 .., 0%
B ~ Over P 100,000.................. 20%
CFP}I,tal gains presumed to have been realized from the sale, exchange or disposition
of s 3

ares of stock listed and traded through a local stock exc]
Qn the gross selling price of the share or shares of stock.
€ Supra note 3.

hange ~ 1/4 of 1% based
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It may also come in the form of back—to-ba‘ck loz?ns.' B?ctk—ttig;baéilg
loans are secured from a bank or any other fmanCIalfm:l l; o che
proceeds of which are placed in the same bank.by way 0 ab}lr;\ a gther
or money market placement, or are invested in treasury ,1; rothe
securities the interest income from wznzcéqus subject to a fina

1ding tax at the preferential rate 9 b. . N -
he Sogmetimes a tazpayer invests in interest bearing ssc:xt:'ltlefsi :;l:é:
i bi tial rate of 20% an en ances
interests are subject to the preferen ‘ Kive
i i d by said securities. In 0 .
his purchase with a loan secure : T e
i ith an investment manager et

a company places its funds wi : uncer an
‘ . t and at the same time ¥
investment management agreement a ‘ ains a
loan from the same investment manager from fugds of ch_e.rd CoII‘nIt:);:e
nies. In all these cases, the borrower claims the 1r'\tere'stt pal r(;e -

. i i e in computing its Income tz
loan as deduction from gross incom . ‘ ] o
liability computed at 35% but pays only 20% final withholding ta
on the interest income.?

C. Borrowing to Fund BIR Qualified Retirement/
Pension Plans

i contributions

r may borrow money to fund or fman.ce con _

Burem ot d (BIR) qualified retirement plan. In
sources of deductions, namely, Fhe

interest on the indebtedness and the contribution to the pension

to a Bureau of Internal Revenue
so doing, the taxpayer has two

. . . 2
fund. More importantly, since the plan itself is not subject to tax,
he taxpay i Plan at
the taxpayer may loan against the . )
be dedgctyed for income tax purposes), because such interest will n

I : >lan can
attract income tax on the part of the Plan. Alternatively, the Plan ca

. sur
invest its funds in bank deposits, money market placements or treasi!)

bills and other deposit substitutes which is likewise exempt from

withholding tax.?’ However, the extent to wltnich a taxp;grgr r:;iaeypgs
this tax arbitrage tool is limited to the contn’but,lons allowec t ge he
in accordance with actuarially sound valuations. MQreovleL -t a,x e
cited inures more to the benefit of the Plan than to the employer-taxpa}

i i inati®
% Jtems of gross income subjected to the final income tax ére not mch;céei 1?e;h¢;d<:itler4m198
of gross income of the recepient corporation. BIR Ruling No. 33-86 da April 4,

» RgpUBLIC ACT 4917.

i R No. 2042
2 It was held in Commissoner of Internal Reven'ue 0. %Ctl; Rt;t;rir::\e:lto)}:i: ;Eﬁfgrming part
t 27, 1990) that: “employees” trust maintained by v o hold
?h‘;g:jtirement plan for the exclusive benefit of emplo.yee.s are exen'\pt {ro:}r:et};;q:vzn_ow
tax. The income from money placement and interest bills is not subject to
final withholding tax.”

high interest (which may

1992 TAx ARBITRAGE 141

D. Borrowing to Invest in Machinery Equipment and
Other Fixed Assets

Any trade or business may, as a general rule, engage in this form
of arbitrage as long as the tax value of the depreciation deduction
exceeds the value of economic depreciation. But this form of arbitrage
is particularly applicable and limited to enterprises registered with
the Board of Investments under Executive Order (EO) No, 226 or other

preferred taxpayers enjoying accelerated depreciation deduction
incentives on its machinery and equipment.

E. Other Arbitrage Opportunities

A variety of other arbitrage opportunities exist. These include
borrowing to invest in inventories and self-constructed assets,” borrowing
to pay the taxes and duties on importation of goods,” borrowing by
a corporation to finance service contracts reported on a cash basis,*
arbitrage involving annuities and insurance policies®

and borrowing
to finance long term contracts.2

Interest on loans obtained to acquire assets and inventories is curren tly deductible. BIR Ruling
600-88 dated December 27, 1988

Section 80 of the Income Tax Regulations in part provides: “Import duties paid to the proper
Customs officers, and business, occupation, license, privilege, excise and stamp taxes and other
taxes of every name or nature paid directly to the Government of the Philippines or to any
political subdivision thereof, are deductible.”

As a rule, under the cash basis met

hod of accounting, service income will be taxable when
r

eceived while interest payments are are deductible when paid.

‘Under Section 48 of the Income tax Regulations “amounts received by an insured as a return

of premiums paid by him under life insurance, endowment, or annuity contracts, such as
the so-called “dividends’ of a mutual insurance company, which may be credited against the
Current premjum, are not subject to tax. Distributions on paid-up policies which are made
Out of earnings of the insurance company subject to tax are in the nature of corporate dividends
and should be included in the taxable income of the individual, without any credit for the

;’l’muﬂt of tax paid by the corporate at source.” Note that under the current provisions of
¢ Tax Code, dividends are subject to 0% tax.

‘g“del' Section 44 of the Income Tax Regulations, a taxpayer may elect to report income either
" a percentage of completion basis or on a completed contract method.

o Under the completed contract method, income is reported only in the year in which the
‘contraﬁ_ is completed. Similarly, costs allocable to the contract are deductible only upon
: Mpletion of the contract. Certain costs, however, such as interests, are currently deductible.

percentage of completion method, income is reported upon the basis of percentage
Completion. All expenditures made during the taxable year on account of the contract,
count bein

o g taken of the material and supplies for use in connection with the work under
- COntract but not yet so applied, are deductible from gross income.

Under the
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It is evident even only from the few examples glvex; that ﬂ}:?crﬁ

exists various tax arbitrage opportunities Ciln the Tax Code from w
x savings may be obtained.

tremeII;dsc})\%sult; be poir%ted ogt, however, tl}at it is not the ggrpzi:ed(e)ﬁ
this study to exhaust the gamut of tax arbltrage'opporturtu leibitra '
Philippine laws. The examples are intended only to 1llus‘tltatefa;< ?hat tagk
opportunities, not to catalogue all of such opportunities fo
would be unending.” .

Philippine taxgauthorities seem to b.e more concerr;eci 1w1tt)1e\c1;:11;§
tax arbitrage than normal arbitrage. This is unc-ierstan ha tex ccatse
the former arrangements involve the manipulation of the tax : ycom-
whereas the latter arrangements involve both tax and economic
pone?rfsp;ure tax arbitrage,the profit is derived only from the tax systeeI:I
and can be earned with no net investment on the part of the taxpaynt,
and unlike normal tax arbitrage which has an economic componin ic’
it cannot be easily justified by a genuine or bonaflde bus3ness gr et;c;(m; i¢
purpose. It may also be said that pure ta.x arb%trage gives these gf {,ax
an inappropriate “double benefit” of financing the purc t;e O
preferred investments by borrowing money and deductmg e
paid or accrued on the loan which may frustrate the gndgr.lymg prin Tlt)\ :
of taxing income in accordance with the taxpayers gblhty 1:0 pf\\y.a v
type of arbitrage is more prone to abuse b.ecause.lt can | e sek gatga T
in with practically no cash outlay and entails no financial ri

For these reasons, a taxpayer who wants to create interest deductions

will likely engage in pure rather than normal tax arbitrage.
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control purposes. In addition, the taxpayer assumes a real risk of loss
if the market value of stocks declines or if the investee company loses
and the actual book value of the shares decrease, or if no dividends
are declared.

Borrowing to fund BIR qualified retirement plans may likewise
be justified by the business purpose of providing retirement benefits
to employees which is precisely the avowed legislative purpose for
the enactment of Republic Act (RA) No. 4917. Moreover, the extent
to which a taxpayer can engage in this type of arbitrage is not without
limit. The contributions to the plan are fixed by actuarial or other
acceptable method of valuation.

The other arbitrage opportunities cited without elaboration are
generally normal arbitrage transactions because they merely involve

As regards borrowing to invest in money market placements, this
comes in two forms: (1) investing ready cash in money market and
‘orrowing to finance operations and, (2) borrowing to invest the loan

oceeds commonly termed as back-to-back loans. The first form can
be justified as normal tax arbitrage since the exact association or pairing

each use and source of funds would be theoretically and practically
fficult to establish. However, we cannot say the same thing for back-
-back loans because invariably, the very funds loaned are invested.

At present the most controversial form of tax arbitrage is back-
-back loans because it is subjected to greater scrutiny by the BIR
an any other form of tax arbitrage. Consequently, in the succeeding
Tts of this study,whether back to back loans constitute tax evasion
‘tax avoidance will be discussed.

Going through the common examples of tax_arbitragg given ga;lleill‘;
it is clear that under current law, pure tax arbitrage arises mainly o
the case of back to back loan arrangements. Borrf)fzvmg to mveittax
stocks of a domestic corporation can be easily justified as normamentv
arbitrage by a business purpose such as investment or manage

III. Tax EvasioN AND Tax AVOIDANCE

. Itis significant to define and distinguish the terms “tax evasion”
“tax avoidance.” As defined in standard dictionaries, “avoid” and
Vade: Present a slight difference. The verb “avoid” is defined as
: °Xpel; depart from, withdraw from; to make void; annul, vacate,
feat, evade, invalidate; keep away from; to prevent occurance or
SCtiveness.”2s The verb “evade” is defined as “to use craft or strategem

. eal/

Z 1t is noteworthy that while the opportunities and incentives for tax arbxtrag;i:stte :fbg:' 25?
not all high income taxpayers engage in it. There are a number of reasons. Sécc;nd many
Opportunities are limited by the amount of funds loax.\e?ble }o thg ;a.xpﬂye:w sharehIOI‘iefs'
taxpayers, including corporations wanting to show posmvg fmana'aalmcc"ms as equal in valY
are still averse to treating non-cash income, such as unrealized capit 3“"’“ equ age a0
to cash flow income. Third, some element of risk is often introduced )'l:ax :; taxpayer®
it is sometimes difficult to hedge preferred assets exactly against de‘bt. Fourtt , :‘steym Finallys
are simply ignorant that arbitrage opportunities exist \{ndex.' our mcomihaxBn{ has .in recen
as regards arbitrage involving investments subject to final income tax, tk eh the taxpay® L
years disallowed the deduction of interest on indebtedness on the mere basis that the ;

Bls‘)TER'S THIRD NEW INTERNATIONAL DICTIONARY OF THE ENGLISH LANGUAGE (Unabridged)
- : i inal ta» :
income tax return shows a considerable amount of interest income subjected to fin
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in avoidance; to elude, escape, avoid, circumvent, dodge.”? Each is
given as a possible synonym of the other, thus, in common use, the

two words have only a shade of difference. However, that shade indicates -

the fundamental difference which the two words have acquired in the
interpretation and the application of tax statutes which undertakes to
draw within its field certain situations, while excluding others.
According to Black’s Law Dictionary,® “tax evasion is to be
distinguished from tax avoidance, the former meaning the illegal non
payment of taxes due, the latter referring to the legal reduction or
nonpayment of taxes through allowable deductions, exemptions, etc.”
Thus, whatever may be the similarity or difference in the two words

as commonly employed, to the professional and judicial mind, there
is a very sharp and fundamental distinction. This distinction .

between “tax avoidance” and “tax evasion” is quite clear in principle
though not always in fact: one “evades” taxes by avoiding paymen
without avoiding liability, while one who avoids liability “avoids” the
tax. Tax avoidance is permissible while tax evasion is not. Tax avoid

ance might also be used as shorthand for the suggestion that the law
should be changed so that some who do not now pay a tax must pay

in ‘the future.®
Some arrangements of transactions structured to achieve maxi

mum tax advantage approved by the courts are the cases involving

tax avoidance rather than tax evasion. This may be illustrated by th
case in which a taxpayer obtains a maximum tax deduction by makin

desirable but not imperative repairs to business property in a high

income year. Likewise, to prevent bunching of income, he may bill 0
collect accounts for services in a low income year, or in order to obtaf
advantage of capital gains provisions of the statute, he may hold a capita

asset past the twelve month period before sale. Tax saving is the obvious

purpose and the desired effect of the method selected to consummat
the transaction in all these cases, but traditionally this has been though
to furnish no occasion for imposing a tax otherwise inappropriate.

On the other hand, those transactions which are not apprové
by the courts are regarded as tax evasion. Some authors call |
improper, inappropriate or abusive tax avoidance. An example is
case where a taxpayer receives and cashes an interest coupon and thef
so arranges his books of account that its receipt is concealed.

® Id.
% (5th ed. 1979).
' Glun, Tax Avoidance, 76 Micu L. Rev. 733 (1978).

d
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quever, not all cases are as clear as the example above. Some
tax {nohvated transactions are so ambiguous and difficult to characterize
as either tax avoidance or tax evasion. Pure tax arbitrage in the form
of back-to-back loans is one such “unclear” or “hard” case. In these
situatiops, the BIR, in the first instance, and, the courts are cénfronted
with tl.ns problem: does a certain course of conduct or existence of
a certain set of facts have as its consequence the imposition of a tax
or do the conduct and facts fall outside of the statute and thus relievé

ithe individual of the burden of the statute?

A question that surfaces is: Can a taxpayer who is faced with

a large amount of income tax liability successfully plan to reduce such

otential tax liabilityunder the following conditions: 1) at such time

-or times and by such amount as he may himself elect, 2) through use

?f preconceived transactions entered into solely or primarily to avoid
Income taxes which in themselves are not intended or expected to

produce any gain, profit, or income, but rather are expected to produce

losses and from which the only benefit must come from an interplay

of the provisions of the tax statutes?

An affirmative answer would connote tax avoidance while a negative
Iswer would indicate tax evasion. As applied to back-to-back loans
ch arrangements will constitute tax evasion if the related interesé
pense is found to be non-deductible. This is because the taxpayer
en avmc}s the payment of income tax without avoiding liability on
egéhﬁrw1se taxable ordinary income which on account of the interest
ansc “:onléivas tra'nsmuted to.non-taxable. Conversely, back-to-back
foundo?h consFltute tax avoidance, and, a valid tax saving technique
o at the. 1ntere§t expense can be deducted from gross income

CIC\ordance with the interest deduction provisions of the Tax Code.
e rlltltli)ﬁlgh the Philippine Supreme Court has defined “tax evasion”
Vicem 1o 1at connotes fraud througl} the use of pretenses and forbidden
mont fessen or c!efeat taxes,” this study will not consider the fraud
oy of tax evasion but only the propriety of interest deduction
’ g out of transactions entered into solely for tax benefits.

IV. ARGUMENTS AGAINST TAX ARBITRAGE

F
disglrlthe past several years examining agents of the BIR have proposed
: Ow the deduction for interest on indebtedness of taxpayers

Uiip,
=00 Sopg Hardware Co. v. Court of Tax Appeals, 1 SCRA 160 (1961).
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who have considerable amounts of interest income.subjected to 20%
final withholding tax and who, at the same time claim large amounts
of interest deductions. In many instances, the proposed dlsallov'vance
is intended to spot back-to-back loans and to question thg proprietyof
allowing deductions of interest expense paid or mgurred in producing
the sheltered interest income. The BIR cites various bases for such
position, namely:

Section 29 (b) of the Tax Code which allows the dec}uction
of interest paid or accrued within the taxable year on indebt-
edness in connection with the taxpayer’s profession trac.ie~ or -
business. The BIR claims that the interest expense pertaining -
to a back-to-back loan is not incurred in connection w1th. the
taxpayer’s profession, trade or business, hence, not deductible.

a.

Section 29(b) of the Tax Code which prohibits the deductibilit
of interest paid or incurred on indebtedness incurred or cont}nued
to purchase or carry obligation the interest upon whlchi
exempt from taxation. The application of this provision 1
- extended to cases where the interest on the obligation is t’axeb
at preferential rate of 20% because in contrast to the ordinary
income tax rate of 35%, the interest income on the mone
market placement is tax exempt to the extent of 15%.

Under Section 37 of the Tax Code, if the method of accountin‘
employed by the taxpayer does not clearly reflect income, ﬂ}
computation of income shall be made in accordance with suc
method as in the opinion of the Commissioner of Intern
Revenue does clearly reflect the income. Based on this sectiot
the BIR claims that there should be a proper matching of gf
income and deduction which is not achieved if the inte
expense on the loan is allowed to be deducted.

Although the BIR does not invoke the judicial tax doctril.\eisug
combat tax avoidance that have evolved in the U.S., the deductib p
of interest expense in back-to-back loan transactions may be q;‘la
tioned using the business purpose, substance over for.m ar.ld Sn
transaction rules. By the application of these tax doctrines it ca d
argued that the interest paid in back to back loans should pe
allowed since the taxpayer does not make a genuine paymept of inté
On a real debt and has no purpose other than the reduction of tao

The succeeding part will expound on and analyze the foreg

of ¢
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arguments in the light of the legislative history of the cited provisions

and the prevailing jurisprudence on the application of the tax avoid-
ance doctrines.

V. Basis oOF ARGUMENTS AGAINST Tax ARBITRAGE

A. Brief Legislative History of Interest Taxation

Commonweath Act 466, otherwise known as the “National Internal
Revenue Code of 1939 first codified the internal revenue laws of the
Philippines. Under this Code, all interest income including interests
on bank deposits and money market placements formed part of gross
income subject to the ordinary graduated income tax rates.

As it first appeared in the 1939 Tax Code as its Sec. 30, Sec. 29
(b) of Presidential Decree (PD) No. 1158, as amended, which is the
present NIRC, allowing interest deduction was worded thus:

Sec. 30 Deductions from gross income. — In computing net income
there shall be allowed as deductions —

(@) xxx '

(b) Interest:

(1) Ingeneral. — The amount of interest paid within the taxable
year on indebtedness except on indebtedness incurred or
continued to purchase or carry obligations the interest

upon which is exempt from taxation as income under this
Title.

(2) Interest allowable to non resident aliens...

Sec. 30 (b) was copied from Section 23(b) of the U.S. Internal

Revenue Code of 1939, as amended.®

Sec. 30 (b) remained substantially unaltered despite the recodification
he Tax Code in 1977. In July of 1977, PD No. 1156 was passed

applying the withholding tax system on interest income on bank deposits

T —

Section 23 (b) of the US Internal Revenue Code as amended provides:

Sec. 23. Deductions from gross income.

In computing net income there shall be allowed
3 deductions:

(b) Interest. All interest paid or accrued within the taxable year on indebtedness incurred

9r continued to purchase or carry obligations (other than obligations of the United States

ss‘-_‘ed after September 24, 1917, and originally subscribed for by the taxpayer) interest upon
ich is wholly exempt from taxes imposed by this Chapter.”
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in order to maximize the collection of the income tax on ths type ?f
income. Under this system, the interest income was st'lll .m.cluded }I\H
gross income in computing the depositor’s income tax lla]:.)ﬂl?){ but the
tax withheld was creditable against the income tax liability. The
amendment required banks to withhold a credltaple income tax on
interest on deposits as a condition for deduction of interest from gross
income.? .
e In 1978 or barely a year later with the apparent objective of preventing
tax avoidance, P.D. 1351 was passed which put an end to the c}educt-
ibility of prepayments of igterest bS); individual taxpayers and of interest
id to a related party.

expenMs:aﬁjvhile, P.D. No. 11;39 zlook effect on September ?9, 1980 and
restructured the banking system to allow it to re~chanr}e1 its resources
to long-term investments. To provide adequatP: benefits to l.ong,te.rm
funds, the Decree provided fiscal incentives to investors b.y imposing
a 15%/20% preferential final withholding income tax on mter'estls ton
bank deposits and money market placements. The 15%/20% final tax
was reduced to a uniform rate of 15% effective January 1, 192?5 pursuant
to P.D. No. 1959. Due to the economic crisis, the withholding tax rate
was increased to 17 1/2% effective January 1, 1986. .

On the interest deduction side, Batas Pambansa Bilang (BP) 135

which took effect on January 1, 1982 incorporated in Section 30 (b)(l,) ,
a qualification that the indebtedness be “in connection with the taxpayer rs\ ;
profession, trade or business.” This amendment precluded the deduction

* Subparagraph (1) of paragraph (b) of Section 30 then read as follows:

. i SS)
“(1) In general - The amount of interest paid or accrued within the taxable year on m?}(;:bt;dtle\:es
except on indebtedness incurred or continued to purchase or carry obligations the

ich i i is Title: i however, That interest ot

n which is exempt from taxation under this Title: Provided, ever, oo

gggosits paid by aut}?orized agent banks of the Central Bank of the Philippines to dep'c:‘s";::w
shall be allowed as a deduction only if it is shown that the tax on such interest was wi

and paid in accordance with the provisions of Sections 53 and 54 of this Code.”
A new subparagraph (3) worded as follows was added:

; th
“(3) No deduction shall be allowed in respect of interest otherwise deductible under
preceding subparagraphs —

. basi
“(A) If within the taxable year an individual taxpayer reporting income on the c:;i;rwi
incurs an indebtedness on which an interest is paid in advance through discount or o

Provided, however, That such interest shall be allowed as a deduction m the y.ear the md?;:‘:ignﬁ
Is paid: And Provided, further, That if the indebtedness payable in periodic amor

; A N al
the amount of interest which corresponds to the amount of the principal amortized of P
duxing the year shall be allowed as deduction in such taxable year.
“(B) If both the
be made are
Section 31.~

is t
taxpayer and the person to whom the payment has been mad'e or(‘;) o
persons specified within any one of the paragraphs of sub-section
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of personal interest which before the
allowable even to an individual who der
Also, B.P. 135 codified the provision in
the “Oil Exploration and Development A
of interest on loans incurred to finan
adding sub-subsection (C) to sub
Sec. 30.

In 1986, E.O. 37 was passed by the Aquino government restruc-
turing and renumbering the various provisions of the Tax Code. Sec.
30 of the 1977 Tax Code, as amended, was renumbered as the present
Sec. 29(b). The proviso in subparagraph (1) introduced by P.D. 1156
requiring the withholding of taxes on interest on bank deposits as a
precondition to the deductibility of interest was deleted from Sec. 29
and incorporated in Sec. 50, a general provision on witholding tax at
source. The final witholding tax on interest was fixed at 20 %. As
currently worded, Sec. 29(b)(1) reads as follows:

effectivity of B.P. 135 was
ives compensation income.
P.D. 87, otherwise known as
ct” prohibiting the deduction
ce petroleum explorations by
paragraph (3) of subsection (b) of

Section 29. Deductions from gross income. — In computing taxable
income subject to tax... there shall be allowed as deduction the
items specified in paragraphs (a) to (i) of this section.

(@) x x x

(b) Interest. — (1) In general. — The amount of interest paid
oraccrued within a taxable year on indebtedness in connection with
the taxpayer’s profession, trade or business, except on indebtedness
incurred or continued to purchase or carry obligation the interest
upon which is exempt from taxation as income under this Title.

B. The Legislative Intent Behind Sec 29 (b) of the 1977 NIRC
(as amended)

There is no question that the law grants a tax preference to interest
. \cOme on bank deposit and money market placements in order to
“iCourage and increase investment in long term funds. What is debatable
Whether or not the legislature intended to allow the deduction of
€ interest paid in generating such tax preferred interest income.
On the basis of plain common sense, the question can easily be
SWered in the negative. Borrowing coupled with investment does
tincrease aggregate investments or savings. Thus, to permit interest

]gst Ruling No. 105-84 dated June 4

asalaried individual could validly d
¢ taxable year.

. 1984 it was ruled that before the effectivity of BP
educt interest paid or accrued on indebtedness within
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deductions for investments financed with borrowed money is incon-
sistent with a tax subsidy designed to increase long term investments.
Since the Legislature is never considered to have defeated the purpose
of the law, the obvious interpretation of Sec. 29 (b) (1) is that it does
not permit the interest deduction. However, Sec. 29(b)(1) was enacted
in 1939, way before the tax preference on interest income was passed,and
whatever the lawmaker had in mind in passing P.D. 1739 could not
have affected the construction of Sec. 29(b)(1). It is therefore impera-
tive to search for the legislative intent behind Sec. 29(b)(1).

It is a cardinal rule in taxation that the deduction provisions in
the tax statutes are acts of legislative grace.”” The question of whether
the particular Tax Code provision authorizes the deduction of a certain
{tem as in Sec. 29 (b) (1) is best resolved by reference to the underlying
congressional purpose of the deduction provision in question..

Admittedly, the underlying purpose of Sec. 29(b)(1) permitting
the deduction of interest paid or accrued within the taxable year on
‘indebtedness is difficult to articulate. This provision is extremely broad
embracing all interest paid on a legal debt, including interest paid on
back-to-back loans. Fortunately, with the amendment introduced by
BP 135, its scope has been limited to interest on “indebtedness incurred
in connection with the taxpayer’s profession, trade or business”. Be
that as it may, it is still unclear what the legislature meant by the
quoted phrase. Resort to the records of the Batasan is not all that
enlightening. According to the deliberations, the reason for the amendment
is to portray the real intent that for interest to be deducted it should
be business-cost-related so that Sec. 29(b) can no longer be resorted

to by some smart taxpayers to reduce their taxes.® If the amendment

3 Perez v. Commissioner of Internal Revenue, CTA case no. 1707, February 10, 1969, cert. den. GR
30403, April 22, 1969; Deputy v. DuPont, 308 US 488 (1940).

# Com. Bill No. 34, 1st Batasan, 4th regular session (1981). The purpose of the amendment €2
be gleaned from this discussion:
Mr. Camara. On interest,... thereisanew amendment xxx it says, “INCURRED IN CONNECT! ION
WITH THE TAXPAYER’S TRADE OR BUSINESS,” which means that for interest to be deduct
it has to be incurred in connnection with his trade or bgsiness?

Mr. San Juan. That is right Mr. Speaker.

Mr. Camara. Heretofore, I understand that interest incurred by the taxpayer, eve
in connection with his business is allowed as a deduction. Is that correct, Mr. Spe
rest payments to be deducted shoul

. h
aw is not so clear as to portray :
whi¢
sorte:

n if it iS ﬂ‘;
aker?

Mr. San Juan. Mr. Speaker, the idea is still that such inte
be business-cost-related. However, the language of the 1
real intent, and, therefore, some taxpayers are able to go around the provision of law
is not clear. It is now the intention to make it clear so that it can no longer be r¢

to by some smart taxpayers, to reduce the tax that they have to pay.
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was meant to exclude all interest other th i
: . an that incurred in connecti
‘ e
I‘:/l;tlll\tsbzlhsu:ess and ’glven the fact that in back-to-back loan arracrtlloer}
e iy i(:] gzltpjye.r s solehpurpose is to reduce taxes, then the princigal
rmining the deductibility of interest i
. ‘ . is whether
?ailasx sa';/;lx‘\g purpose is business related such that the interest exore:;) t
transxa,vclt iOlnns tlt\;la pturwew o(i; Sec. 29(b)(1). Obviously in back—to{)baclf
, the taxpayer derives economic benefi ir
. . . 1y t in the form of
savmfz.flztrlta ;s ttll:ls sufficient to make the indebtedness business relatet:;)?(
is writer is aware of, there is no local ing
squarely on this issue. However t}; tatutory comstuctin
. , the rules on statutory constructi
. - u
:;:)1111 ::r that there is a prf.-sumptlon that a statute adoptedy from ancfttllloe?
0 thaty sv;rats adopted with the construction placed upon it by the courts
ate or country which should be foll i
of e or co ; ’ e followed if reasonable, i
Thilrgigz gﬂth justice and public policy, and consistent with local Iawlg
attaci\ed tlolptxiféne Court hafs held that “the judicial statutory constructic;n
sources of statutes adopted i jurisdicti
authoritative value in the i i P ach Lo amton Jre of
nterpretation of such local 1 740
' : ' aws.
Judge Learned Hand in his dissenting opinion in Gilbert v

Commissioner* which was
adopted i
own in Knetsch v. US,? said tﬁai: 7. the US Supreme Court as iis

[I]t iS aCOl‘Ollary l\ .V y ()f l]l'el])]e‘ai on
Of the uni ersall aCCepted canon i
. . .

———

MI‘ Camaxa. In other words, Mr. Speakel this pIOPOSGd amendnlent 1s meant e
2 ’ h xclude to
all interests other than that incurred in connection with buSlIleSS

Mr. San Juan. That is right, Mr. Speaker.

MI. (:alnara. For . op e
instance, Mr. S eaker here is a busmes ma he 0 borrow mone
7 3 ) n; had t y
hOHl the money market. The money that he borrowed from the money market is par ﬂy used
in his business and par ﬂy used for his per sonal purposes. Do we understand that we have

to distinguish thes
) e two groups of int
o Singuish | group: erest payments made by the taxpayer for purposes of

b‘h‘ San luan. Th yer... P J

e taxpa er will have to show proof of just how much of the fund he
bollowed was used in his business or in the exercise of his prolessxon, and how much he
used for his own personal affairs. Alld, Celtall\]y, the buldell of plOOf will have to be on

him, oth i
, otherwise he might run afoul of th i i
oy vise he m e law if he claims that all of it was used for business

Mr. Camara. In other words, Mr. Speaker,

; this proposed amendment is meant to exclude all

nDter. i
ests other than that incurred in connection with business

- Mr. sap Juan. That is right, Mr. Speaker.”

Alcantara,-STATUTES Sec. 70 (1984).
Wi
IS¢ & Co. v. Meer, 78 Phil 655, 670 (1947).
248 F.24 399 (1957).
364 Us 361 (1960).
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the conclusive measure of its scope. Except inrare instances statutes
are written in general terms and do not undertake to specify all
the occasions that they are meant to cover; and their ‘interpretation’
demands the projection of their expressed purpose, upon occassions,
not present in the minds of those who enacted them. The Income
Tax Act imposes liabilities upon taxpayers based upon their finan-
cial transactions, and it is of course true that the payment of the
tax is itself a financial transaction. If, however, the taxpayer enters
into a transaction that does not appreciably affect his beneficial interest
except to reduce his tax, the law will disregard it; for we cannot suppose
that it was part of the purposes of the act to provide an escape from the
liabilities that it sought to impose.** (emphasis supplied)

It is important to note that at the time Gilbert and Knetsch were
decided, the US Internal Revenue Code did not contain a requirement
that the indebtednesss must be in connection with the taxpayer’s
profession, trade or business, yet the court went beyond the literal
meaning of the statute to reject a tax saving purpose as falling within
the intendment of the statute. Considering that Sec. 29(b)(1) expressly
provides for such requirement, with more reason must the aforecited
ruling be applicable to the Philippine situation.

Judge Learned Hand formulated the test to determine whether
a tax motivated transaction falls within the legal bounds of a tax statute:
In entering into the transaction, did the taxpayer suppose that it “would
appreciably affect their beneficial interests in the venture other than
taxwise?”% Applying this test it is abundantly clear that interest arising
from back to back loans,.or any pure tax arbitrage transaction for that
matter, is not deductible.

In an unnumbered BIR Ruling dated June 30, 1976, it was
that Sec. 30(b)(1)® of the Tax Code providing that “interest incurred
or continued to. purchase bonds and other securities, the interest upon
which is exempt from tax, is not deductible” does not apply to interest
expense representing cost of money used to purchase Central Bank
Certificate of Indebtedness (CBCI) which are not tax-exempt govern-
ment securities. Although the purchasers of CBCI are not made t0
pay income tax on interests earned by them from said certificates, said
interests are not actually tax-free, as the Central Bank assumes pay~

ment thereon.

ruled

8 Gilbert, 248 F.2d 411.
“ Jd. at 412.
s Now Sec. 29(b)(1).
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pracgzgr;\ftll;is mlix)g it would seem that the BIR recognizes the taxpayer’s
orrowing to invest in tax exempt or t f iti
But this cannot be applied to | A ation since the e
the present situation si i
was issued prior to BP 135 which ires that the ineamE
SSU expressly requires that the i
be paid in connection with t e or businecs,
axpayer’s profession, trade or busi
. . . ’ ne )
Xg;fx?:i;; mtirest mcomehat that time was still subject to the ordinasrsy
rates, not to the preferential final inc
. : ome tax, hence,
tax arbitrage oppurtunity was still inexistent. The BIR was then xt\}:t:

wary that the ruli -
arbitrage. ng may be used by taxpayers to justify abusive tax

C. Partial Exemption of Interest Income

jncug-zs c1)3chocczfltendds that the proviso “except on indebtedness
ntinued to purchase or carry obligati i
or gations the inter
:)}()ton. C;thh 1s exempt from taxation as income under this Title” shotflg:;
exci:s (:? tc.*}itsces_(v:lx'.here the interest is preferentially taxed because the
€ ordinary income tax rate over the i

e £ . : preferential tax rat
Is a partlal.exemptlon from income tax. Thus, it seeks it disallow tahs
mter;st paid allocated to the exempt portion.
that ithsils?lxcs’tigzi hlgt(()iry of Sec. 29(b)(1) and its interpretation shows

: | e deduction of “interest on indebtedness incu

; rred

iosr ec:('mtmued to _purcl.\ase or carry obligations the interest upon whi‘ce:h
doesgmpt from taxation as income under this Title.” This prohibition
o rflot ap.ply to interest expense related to interest income taxable
buf referential rate because such interest income is clearly not exempt
o ;s v;x;rfiact ft:llla]ect to tax. To hold otherwise goes far beyond the

1] rds of the st i i ion it recei -
to thia, o > statute and the literal interpretation it received up
o gecCi 29(b)(1) as the successor of Sec. 30 (b) of the 1939 Philippine
eveﬁz e és almost a verba'tim copy of Sec. 23(b) of the US Internal
debted‘e A,c.)de of 1939 wh‘lch disallows interest deduction “on in-
Whins Ness incurred or continued to carry obligations the interest upon

pert'ls wholly exempt from the taxes imposed by this Chapter.” It
e nment to note that the word “wholly” which qualifies exempt
"al‘éue (;)t copl‘ed into Sec. 29(b)(1) of our Tax Code. It may thus be
‘ahd”parttkil:Itl ;mce ou: Tax Code does not distinguish between wholly
frop. P ortially exempt interest, the interest need not be fully exe

mTtlf:x to fall' under the exception, e
bure i?\ tforegomg argument Is not compelling. First, had the legis-
uld hn endecfl the’excePtlon to apply to partially taxed interest, it

ve easily said so in plain and clear language. Second, it could
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have defined the allowable deduction relating to indebtedness the
interest upon which is partially exempt from income tax in the same
way that it defined the allowable interest deduction of non-resident
aliens in paragraph 2 of the then Sec. 30(b).* In view of the absence
of such interest limitation provision in our Tax Code, no legal basis
exists for disallowing interest allocated to indebtedness the interest
upon which is partially exempt from income tax.

D. Maiching of Income and Expense

As a matter of sound income tax policy, expenses must be associated
with the income or asset with which they relate in order to accurately
measure income. And where sources of income are not fully included
in income, associated expenses generally must also be matched, thus,
limiting the benefit of the deduction. Matching is necessary to minimize
the deviation from accurate income measurement caused by the exclusion.

Interest is not the only expense associated with tax favored assets.
An examination of the other expenses associated with tax preferred
income indicates that in general they are treated in accordance with
“income tax rules. Where items of economic income are excluded from
the tax base or are otherwise entitled to preferential treatment, related
expenses often have been matched with that income. For example,
expenses that relate to capital gains and losses have often been treated
as capital items as well. Thus, commissions paid in connection with
the sale of securities have been offset against the selling price not
deducted against ordinary income. Various other expenses have been
characterized as “capital” if they relate to a previous capital trans-
action. Gains from the disposition of depreciable property have been
characterized as ordinary income because ordinary depreciation de-
ductions were previously claimed.

Where items of economic income will be taxed in the future, expenses

relating to that income typically must be deferred for tax purposes
until that later time. Thus, expenses such as commissions paid in
purchasing securities and appraisal fees in connection with the purchase
of securities are currently not deductible. These expenses are added to
the basis of the securities and recovered upon their disposition.
Although there does not appear to be any basis for distinguishing

4 Section 30(b) of the Tax Code of 1939 contained a subparagraph 2 which limited the interest
allowable to non resident aliens or resident foreign corporation to the proportion that the
taxpayer’s gross income from sources within the Philippines bears to the amount of gross
income derived from all sources.
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nterest from other expenses, nothing in i j
interest c%ec.luctions to the limitations aiplie%u:olst(;\oel;n:xt::nlae‘sv ;1;:)}]1865
beca}lse it is generally viewed as benefiting only the currenft ear apg
- not increasing the value of the asset to which it relates yeran
1 Noth.thstanding the absence of rules requiring ma'tchin ith
:‘»respect to interest deduction, the BIR insists on applying the r%ng ‘I
of matching of income and expense to interest income and exgense %rel
Back-to—be.ick loa.ns as well. It cites Sec. 37 found in Chapter V, entitled
Acsount}ng Periods and Methods of Accounting,” Title IT entitled, “In
- Tax” of the Tax Code as its basis. Said section in part providesC o

Sectlon‘ 37. General Rule. The net income shall be computed upon
the basis of the taxpayer’s annual accounting period (fiscal or calenr:iar
year, as the case may be) in accordance with the method of accountin

regularly employed in keeping the books of such taxpayer; but lgf
no such method of accounting has been so employed, or if the r;nethod
employed does not clearly reflect income, the computatioh shall be
made in 'accordance with such method as in the opinion of the
Commissioner of Internal Revenue does clearly reflect the income...

Sec. 166 of t i ich i
7 provides of the Income Tax Regulations which implements Sec.

Section 166. General Rule. The method of accounting regularl
employed by the taxpayer in keeping his books, if such methoc}ll
C}early reflects his income, is to be followed with respect to the
time as of which items of gross income and deductions are to be
accounted for. If the taxpayer does not regularly employ a method
of accounting which clearly reflects his income, the computation
shall be made in such manner as in the opinion of the Commissioner
of Internal Revenue clearly reflects income.... ‘

Based on the foregoing, it is clear that Sec. 37 does not govern

I:‘Ed dedt’lctibility of interest, but merely involves accounting method
¢coup‘etr‘10d8! All that Sec. 37 is saying is that if the method of
éC nting afigpted by the taxpayer does not clearly reflect income,

o }?mmiisxongr 9f Internal Revenue may make his own computation
e In his opinion will clearly reflect income. Sec. 37 does not

th v . .
. ’ ’ LUy -

" E. Tax Doctrines As Enunciated in U.S. Cases

xpeéss abfule, with the probable exception of allocation of income and
€ between related taxpayers under Sec. 43 and tax-free mergers
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and consolidations under Sec. 34(c)(2) of the Tax Cc?de, the substantive
provisions of our income tax statutes are drawn in such a way that
a tax is imposed depending upon the e%istence or nf)n—exlstence of
objective facts, and the existence or non existence of an 1nte?nt to esc%ﬁe
the tax plays no part in the determinat{on' of.the tax l}ablhtyl.‘ ble
frequency with which this rule appears in )udlc.lal opinions rtehxat y
measuring its accuracy would imply that thfare. is nothing in the tax
law that would be more certain than the principle that the tax con-
sequences of a transaction do not;iepend upon whether the transaction
ken to avoid taxes. . ‘
e ';1;13 %;aited States Supreme Court as early as 1873 afflrrr}Ied tl:us
principle when it ruled that a taxpayer has the rlghf t,? use.11 de\lufg
to avoid the payment of duties” if the mgthod ch.osen is “not i e}g\;aﬁs
In Gregory v. Helvering® the leading anti-tax avoidance case in the US,
the court said: “The legal right of a taxpayer to decrease the amount
of what otherwise would be the amount of' his taxes, or altogetléef
avoid them, by means which the law permits, cannot be 'doubte t
Justice Holmes said in the course of an opinion involving a state
taxing statute:

We do not speak of evasion, because, when thg law draws a l}ne,
the case is on one side of it or the other and xf on the safe side,
it is none the worse legally that a party has ayalled himself to the
full of what the law permits. When an act is confiemned as an
evasion, what is meant is that it is on the wrong side of the 5i‘}ne
indicated by the policy if not by the mere letter of the law.

Judge Learned Hand, whose judicial pronouncements on the subjggt.
of tax avoidance is perhaps the most frequently cited and savored said:

over and over again the courts have said that there is nothing
sinister in so arranging one’s affairs as to keep taxes as low as
possible. Everybody does so, rich or poor; and all do right, for

47 Glun, supra note 31, at 734.

* United States v. Isham, 84 U.S. 496 (1873). The statute in question in Isham imposed ieﬁﬁ'
duty upon bank checks, drafts, and other specified instruments. lshaml tf\e supen‘te\r o po’
of a mining company, had issued unstamped scrip drawn on the-c9mpany ? ne?sm T those
employees. Thus, the taxpayer had issued an instrument fulfilling the function

e o t hel
instruments which were required to have stamps but which differed in form. ”'I"}:eﬂC‘Z: ‘:;eth
that a taxpayer ha the right to use “devices to avoid the payment of duties” if

chosen is “not illegal.”

2 93 US 465, at 469 (1935).
Bullen v. Wisconsin, 240 U.S. 625, 630-631 (1916).

7

1992 Tax ARBITRAGE 157

nobody owes any public duty to pay more than the law demands:
taxes are enforced exactions, not voluntary contributions. To demand
more in the name of morals is mere cant.®

anyone who may so arrange his affairs that his taxes shall be as
low as possible; he is not bound to choose that pattern which will

best pay the Treasury; there is not even a patriotic duty to increase
one’s taxes.”52

The Philippine Supreme Court has
in the case of Yutivo Sons Hardware v.
the Court stated that:

adopted these principles, first,
Court of Tax Appeals,” where

-+ @ taxpayer has the legal right to decrease the amount of what
otherwise would be his taxes or altogether avoid them by means
which the law permits. (U.S. v. Isham, 17 Wall. 496,506; Grego

v. Helvering, 293 U.S.465,469; Commr. v. Tower, 327 U.S.280; Lawton
v. Commr., 194 F2d 380) Any legal means used by the taxpayer
to reduce taxes are all right. A man may therefore perform an act
that he honestly believes to be sufficient to exempt him from taxes.

This was reiterated in Lidell & Co. v. Commissioner of Internal Revenue .5
Likewise, in Delpha Traders Corp. v. IAC%it was held that estate plan-
ning or scheme is not wrong or objectionable.

The principles set forth in the aforecited decisions have never been
judicially questioned but has in fact been reiterated in a long line of
US. cases. But the Philippine Supreme Court has had no occasion

————

S Commissioner v. Newman, 159 F2d 848, cert. denied. 331 U.S. 859 (1947).
R Crego’y v. Helvering, 69 F.2d at 810 (1934).
"' 1 SCRA 160, at 168 (1961).

2 SCRA 632 (1962).

® 157 SCRA 349 (1988).

5 . s
To cite a few oft-quoted judicial pronouncements; .

In Marshall v, Commissibner, 57 F.2d 633, 634 (1932), it was ruled that: “

there was nothing
Unlawful, or even mildly unethical, in the motive of petitioner, to avoid some portion of the
burden of taxation.”

In Sawien v."Commissioner

Settled than that persons a
Unde;

, 82 F.2d 221,222 (1936) the First Circuit said: “Nothing is better

re free to arrange their affairs to the best advantage for themselves

r the law as it stands. A purpose to minimize or avoid taxation is not an illicit motive.”

In Commissioner v. Eldridge, 79 F.2d 629, 631 (1935) it was said that: “It is argued by the
Mmissioner that the transfers by respondents to the corporation were made for the purpose

:’axeSfablishing a deductible loss for income tax purposes. This, if true, is unimportant. A
pay:

liaky €I may resort to any legal method available to him to diminish the amount of his tax
a iity,”
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to restate these rules except in the cases mentio.ned above simply l;lecal-t;sse
it is not confronted with the tax avoidance issue as often as tfte t.h.
courts are. Nevertheless, since our tax laws are patterned a :; e
US, it is assumed that the Philippine Court will adopt the U.S. Pl}*:ac : grllts
as it did in Yutivo and similar cases, when confronted with similar
idance issues.

taX aIYI(onvcvizver, in frustrating the varied an§ ingenious plans of tgx-
payers and their counsel for tax minimization, the Con}rts have de-
veloped the so-called judicial tax doctrines namely, the busmes}s1 pulf‘foss
test, sham transaction rule and substance over fo.rm. And w el? Cfi 1
with a new and wondrous mechanism by which the ever1 opfh \
taxpayer seeks to ensure tax savings, the r:ourts prudently deﬁta}r)e t }?e
the statute was uot intended to authorize the result soug y

taxpayer.

V1. REviEw OF DOCTRINES

A. Development of Tax Doctrines

As long ago as 1935, the US Supreme Court in 'the case of Gregory”
established the so-called business purpose doctrine. com

Gregory involved a taxpayer seeking to sgll certain assetsh roof
a corporation which she owned. However, a d{rec.t tra.nsfer to ‘12\51
the assets would result in a taxable dividend dlstnbuhon.. Thus, r:s
Gregory created a new corporation and transferred the part1cul’ar afsgk
of the old corporation to the new entity in exchange fqr all of its s oin .
She then liquidated the new corporation, resulting in her receiving

all of the assets in question. Upon the sale of the assets she reportefi
a net capital gain, producing a lower tax than if she were taxeddoto
receiving a dividend from the old corporation. The Court refuse

recognize this as a qualifying reorganization.

In analyzing this transaction the court first recognize'd that tgz;
payers could legitimately utilize legal means to reduce their tfaxes ol
that the critical inquiry was “whether what was done, ag;rt rom .
tax motive, was the thing which the statute 1'nten‘ded. 'The C(()er
gressional intent behind the reorganization provisions involved in Greg

57 293 U.S. 465 (1935).
5 Id. at 469.
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was to permit reorganization of corporate business. Therefore, the
Court concluded that a reorganization had to have some relation to
the business of one of the corporations involved to qualify for favorable
treatment. This aspect of Gregory, requiring that there be some business
purpose for the transaction, has been termed the business purpose
doctrine and is perhaps the aspect of Gregory most frequently cited.

The business purpose rule is expressed in the view that a trans-
action which formally complies with statutory requirement will be
unavailing to reduce taxes unless undertaken with a particular business
purpose. The rationalization for the doctrine is a result of statutory
construction, to wit: the language of the statute is interpreted in the
light of the meaning intended to be put upon it by Congress, which
in turn intended the statute to be applicable only to transactions which
were entered into with a business purpose. The sentiment expressed
in this doctrine is simple and appealing: if a transaction is arranged
for business purposes, tax consequences should be recognized; when
it is established for tax saving purposes, it should be ignored.

It is noteworthy that in this doctrine there is a conflict or at least
a tension, between the principle that taxpayers may legitimately act
to reduce their taxes and the requirement of a business purpose. This
conflict will be resolved in Part VL.

Gregory also enunciated the principle that became the substance
over form doctrine. The court refused to give effect to the purported
reorganization because it was a

mere device which put on the form of a corporate reorganization
as a disguise for concealing its real character... The whole under-
taking ... was in fact an elaborate and devious form of conveyancing
masquerading as a corporate reorganization and nothing else. The
rule which excludes from consideration the motive of tax avoidance
is not pertinent to the situation, because the transaction upon its
face lies outside the plain intent of the statute. To hold otherwise
would be to exalt artifice above reality and to deprive the statutory
provision in question of all serious purpose.®

This passage provides for the development of the doctrine that
he substance, rather than the form of a transaction should determine
ts tax treatment. The Court concluded that the substance of this transaction

Was in effect the payment of dividend since the corporation did not

Perate in reorganized form. When Gregory characterized the trans-

" 14 at 469.470.
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action as devious and a disguise of reality it likewise established the
sham transaction doctrine. The substance over form and sham trans-
action doctrines are founded on the fundamental income tax policy
that tax is assessed upon the results of a taxpayer’s various economic
activities during the accounting period which is consistent with the
tax system’s emphasis on substance.

Although it is possible to regard the Gregory decision as limited
to the requirement of continuity of business for a corporate reorga-
nization, the language of the Court permits inferences of greater scope.
Thus, in Commissioner of Internal Revenue v. Transport Trading & Ter-

minal Corp.®, it was held that “[t]lhe doctrine of Gregory v. Helvering

which here told to be controlling, is not limited to cases of corporate
reorganizations and has a much wider scope; it means that in con-
struing words of a tax statute which describe commercial or industrial
transactions we are to understand them to refer to transactions entered
upon for commercial or industrial purposes and not to include transactions
entered upon for no other motive but to escape taxation.” On this basis,
the Courts have applied the aforesaid doctrines to other areas of taxation
including interest deductions.

In our jurisdiction, the Philippine Supreme Court has employed
the aforesaid US developed judicial tax doctrines sparingly but with
sufficient forcefulness to show that our courts adhere to such doctrines.

In Commissioner of Internal Revenue v. Manning®, the Supreme Court
employed the substance over form doctrine to disregard a trust in
strument that made it appear through the formal declaration of non
existent stock dividends in the treasury, that the taxpayer-stockholder:
have not received any income from the corporation when, in fact,
such declaration they bestowed unto themselves the ownership of th
stockholdings of the deceased stockholder with the use of the ver
earnings of the corporation. The Court regarded the amounts as
flow of cash benefits to the stockholders and accordingly imposed th
income tax.

Likewise, in the case of Commissioner of Internal Revenue ?
Constantino® the Supreme Court, invoking again the substance ove
form doctrine, treated the transaction as an agency contract ar
consequently imposed the broker’s tax on a transaction document®
as a dealer sales. The Court said that while on the surface the eviden¢

® 176 F.2d 570, at 572 (1949). cert. denied, 338 US 955 (1950).
& 66 SCRA 14 (1975).
& 31 SCRA 779 (1970).

inter

l;:l;arying application. In spite of all that has been written about the
5 Iness purpose doctrine, sham transactions and the role of the court
n OOkmg through form to find substance, the deductibility of arbitrage
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may give the impression that the relationship with the company is
that of vendor and vendee, “a closer look into the actual legal ef}flect
of the terms and conditions embodied, rather than the names of the
contracts used or the terminologies employed, in the chain of documents
shows that the relationship between the company and the respondent
is one of principal and agent.”$

In Commissioner of Internal Revenue v. Rufino,* the Supreme Court
quoted Gregory extensively to emphasize the need for a business purpose
in order to qualify as a tax free merger.

P.By tI}e adoption by our Supreme Court of the foregoing tax
doctrlyes,m several cases it ruled upon, it is clear that the doctrines
enunciated by the U.S. courts are likewise applicable in the Philippines.

B. Precedents on Interest Deduction

Tax arbitrage has afforded situations creating desirable tax con-

sequences for a party whose non-tax position remained unchanged
after the transaction. And in the area of interest deductions, the occasions
: wl.\e.reby the courts have invoked Gregory have occurred with sur-

Prising frequency. The business purpose, substance over form and
; sham transaction tax doctrines laid down by Gregory and its progeny
_€ncompass pure types of tax arbitrage arrangements principally designed

0 reap tax benefits having little economic substance or risk.
In the Philippines, there is a dearth of jurisprudence on the

2etduc.tibilit¥ of tax arbitrage interest, so that this study will refer to
Stablished jurisprudence in the US after whose laws our income tax

aws has been patterned.*

By reviewi‘ng the precedents dealing with deductibility of arbitrage
est, one will note that the courts have adopted these tax doctrines

tie;est remains unsettled. Hence, an empirical study of the precedents
order. The courts have employed at least two general tests to

de! : ST .
termine the deductibility of interest payments. The first test is the

d. at 787,

- 148 SCRA 12 (1987).

The ph);
09 Phi
S intere

5};pine Supren}e COL%rt in the case of Commissioner of Internal Revenue v. Vda. de Prieto,
92 (1?60) relied primarily on US precedents in resolving whether interest on taxes
st on indebtedness and therefore deductible for income tax purposes.
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existence of a valid indebtedness test which calls for the application
of the sham transacation rule and substance over form. The other test
is the business purpose test. We shall consider the former test first.

Historically, the sham transaction test cases grew out of the plan
devised by Eli Livingstone, a Boston broker and securities dealer. By
combining the interest deduction and the capital gains tax provisions,
taxpayers in high income brackets were able to obtain substantial tax
savings for a relatively small cash expense.

The first of the so-called Livingstone cases was Goodstein v.
Commissioner.% In this case the scheme for creating interest deductions
was held unsuccessful despite careful compliance with the formalities
of indebtedness. Involved in this is an elaborate but insubstantial
transaction conceived by Eli Livingstone, which in simple terms was
as follows: On a day in October 1952, the taxpayer entered into an
agreement for the purchase of $10 million of 1 3/8% Treasury notes.
He gave to Livingstone $15,000 down payment for the purchase of
the notes and Livingstone arranged a loan for the balance of the
transaction. Thereupon, Livingstone ordered the bank (with which
he had a security account) to accept delivery of $10 million worth of
notes from a bond dealer. The bank charged Livingstone’s account
with the purported purchase price and credited the same amount to
the bond dealer. However, within one-half hour of this transaction,
Livingstone resold the notes to the dealer, which purported to pay

for them with a check drawn on the credit balance he had just received |
from the original sale. On the same day, the taxpayer executed 2 |
promissory note to a lender investment company (which Livingstoné

controlled) for a loan at an interest rate of 2 3/8% or one per cen
higher than that of the Treasury notes to cover the balance of th
purported purchase price. He pledged the Treasury notes as collatera
for his promissory note, giving the lender full right of hypothecation
The lender (a shell, with no funds to lend) directed Livingstone t
sell the notes held as collateral (which Livingstone by prearrangemen
had already done). The purported proceeds were used to rep?
Livingstone for the cost of the original purchase. By this process
was made to appear that the taxpayer had borrowed $9,914,212.71 (th
balance of the purchase price) from the lender. The taxpayer gav
the lender checks for $40,000 and $10,000, allegedly as prepaid inter®
on this loan. Shortly after each of these checks were received by th
lender, it issued its own check in identical amount to the taxpay’

% 267 F. 2d 127 (1959), affg TC 1178 (1958).
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who executed a promissory note to the lender for the amount thereof
so that 'there was never out of pocket interest expense. The entire
Fransactlon created on paper a net loss for the taxpayer, since the
increment on the Treasury notes did not equal his interest, payments
to the lender; but the combination of interest deductions from ordinar
income a.n.d capital gains treatment of the gain on the disposition o};
the securities would have given him a real after-tax profit.
Invoking the well-settled definition of interest as being “the amount
one has contracted to pay for the use of borrowed money”, the Tax
~ Court through Judge Atkins concluded that there was no ac’tual loan

. ! y to give color to
the transaction, and as pointed out, these notes were disposed of

immediately. The Tax Court thought it apparent that it was the intention
of all the participants that the taxpayer would not purchase, and that
he would not pay any interest. He did not risk any borroweld mone
The only amount he actually paid out and risked was the $15 00())’ .
o In answer to the taxpayer’s contention that the lender came’ intc;
nolzgss ltxﬁmg taxpa.lyer’s treasury notes to cover a short sale of these
s'tated’th ths enab.hng Goodstein to complete his purchase, the court
s hat assuming such was the plan, nothing resulted but bookkeeping
Tes insufficient to constitute a debtor-creditor relationship between
%‘e,zs;c;?rf‘l; &gd ;he 'lender. There was no payment of actual interest.
e € c;c: slgzr.\;lrew a cheek to the lender he got the money
et The Government followefd its victory in Goodstein with seven more
 Cleats for the taxpayer, each involving a deal conceived and engineered
}’;-IVIngstone. Sonnabend v. Commissioner®®, John Fox,*® Matthew Becker,”
" Broome v. U.S.” were so much like Goodstein. In the last three
Ingstone cases — Lynch v. Commissioner,” Julian v. Commissioner,”

The Circuit Court also cited with a

A pproval the the Tax Court’s seco i i
€ Interest deduction that “even e ona of oubotamen

if the transaction we; i
xpa . ¢ re considered one of substance, the
Payer bemg on the cash basis, would not under the circumstances disclosed be entitled

0 a . R
Oredz?u‘:h?n- for interest for there was no payment of interest at best there would be no
an giving of notes to evidence a liability for interest”. 267 F.2d 131.

6 F2d 319 affg TC Memo 1958-178 (1958).
Memo 1958 205 (1958).
;):mo 1959-19 (1959).
i, F~zsllpp. 613 (1959).
-2d 867 (1959) affg 31 TC 990 (1958).
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and Miles v. Commissioner’® the bookkeeping reached such perfection
that hardly any money, no US notes, and no banks, no securities vendor
were required. In these cases the taxpayers “purchased” US Treasury
bonds from Livingstone and “borrowed” money from a lender (a longtime
friend and law partner of Livingstone) to finance the “purchase”. The
taxpayers executed non recourse notes for the “loan” in favor of the
lender and “pledged” the bonds as security. The lender raised additional
funds to loan to taxpayers by selling short to or through Livingstone
the identical type and amount of bonds pledged by the taxpayers for
the same price paid by the taxpayers. Since the lender owed Livingstone
in behalf of the taxpayers and since Livingstone owed the lender a
like amount due to the lender’s short sale to Livingstone, the liabilities
cancelled. No Treasury bonds were physically transferred between
Livingstone and the lender. The taxpayers paid interest on the loan
and claimed interest deductions.

But a new theme appears in these three cases. The taxpayer in
Lynch argued that even if his transactions lacked business purpose or
commercial substance, “it is of no moment, for a deduction pursuant
to Sec. 23(b) is not subject to limitation on this basis.””® Judge Bruce
although sustaining the Commissioner also on the no-real debt ground
took pains to overturn this argument and thereby applied the doctrine
in Gregory to the interest deduction. If a taxpayer seeking to avoid
tax make it appear to be something which in reality it is not, the court
“will ignore the form the transaction has assumed, declaring it to be
a sham or lacking in economic reality, and will ascertain the tax impact
based upon the substantive nature of the transaction.””® A transaction
having no business purpose other than the avoidance of taxes by creating

- a deduction “is clearly not within the intendment of the taxing statu

and will be ignored for tax purposes. Businessmen, more often than
not, desire to profit from their enterprises.”” But here the only hope:

of realizing a profit rested on the interplay of the capital gains tax

and the interest deduction and the transaction was not economically.

feasible without the favorable tax impact.

7 31 TC 998, affd sub nom Lynch v. Commissioner, supra.
7 31 TC 1001 (1958).

7 31 TC 990, 995 (1959).

7 Id.

7 Id.
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In Miles,”® Judge Bruce stated the thesis more succinctly:

Throughout the above mentioned cases is an underlying theme that
only bonafide business transactions having a legitimate business
purpose in addition to the minimization of taxes will be recognized
for tax purposes, and then only if the characterization the taxpayer
places on the transaction is in reality what it purports to be in form.

On appeal the Lynch and Julian cases were affirmed on the more
fundamental ground that the elaborate drawing of checks, execution
of notes and bookkeeping entries did not in fact produce the legal
transactions which they simulated. Here no money was used or forborne.
When the series of transactions was completed they were exactly where
they had been at the outset, save only that each taxpayer had paid
money for a contractual right to the delivery of the Treasury notes.
The dim prospect of a profit through market appreciation cast doubt
on the claim of a purpose other than tax avoidance.
Notwithstanding the consistent ruling of the courts sustaining the
‘Commissioner in the Livingstone cases, the Tax Court excused itself
and ruled for the taxpayer in the case of Stanton v. Commissioner of
ternal Revenue.” Writing for the majority, Judge Merduck rested his
pinion on the intent of Congress not to limit the interest deduction
xcept where debt was incurred to buy or carry tax exempt securities.

The facts of this case are as follows: In December 1952, Mr. Stanton
Orrowed $8,888,925 from various banks at 3% interest, giving his full
fcourse promissory notes to buy $9,000,000 principal amount of
ommercial Investment Trust (CIT) non-interest bearing notes for
8.8,937. He paid interest of $144,032 on his loan in December 1952
' in June of 1953, sold the CIT notes for $8,996,388 — a gain of
07,451. The transaction resulted in an economic loss of $ 36,581,
ch ’fhe taxpayer sought to convert into an after-tax profit by claiming
O?C.ilnary deduction for the interest paid and reporting the gain as
apital gain.

The Tax Court found as a fact that Stanton “anticipated that the
Test he would have to pay on the loans would exceed the gain
Would have on the notes but he would have a net gain after taxes
™M the transaction.”®

TC 1007.

TC 1 (1960).
at 2.



166 ATENEO LAW JOURNAL VOL. 37 NO. 1

That the taxpayer had actually borrowed money, purchased the
CIT notes and paid interest on his own promissory notes was not
questioned. The majority of the court allowed the interest deduction
on the ground that the transaction did not come within the explicit
statutory exception to the allowance of a deduction for interest paid
on indebtedness incurred to purchase or carry tax exempt obligations
under Sec. 23(b) of the 1939 Internal Revenue Code. The majority
reasoned that since Congress enacted only one exception, the maxim
“inclusio unius est exclusio” applies, that is, Congress intended no
other exception or limitation on the deductibility of interest on indebt-
edness.

Stating that Congress had in the past rejected limitations on the
interest deduction somewhat comparable to that urged by the Com-
missioner, the court held: “Congress has included no requirement in
the Code that the borrowed money be used in connection with a
transaction entered into for profit or that it cannot be borrowed for
personal or nonbusiness tax-benefits and the Tax Court has no au-
thority to write or read such requirements in the law.”® The Court
distinguished the so-called Livingstone line of cases on the ground that
the alleged purchases, borrowings and interest payments involved
there were sham. There was no genuine indebtedness on which interest
was paid.

Four judges dissented from the Stanton decision. The prevailing
theme of their opinions was that the taxpayer’s transaction had “no
genuine business purposes” and that the Code was not intended to
provide tax benefits for “transactions which, standing alone and without
regard for tax considerations, are not economically sound and are

engaged in solely for the purpose of creating tax deductions which
by means of the interplay between various sections of the Code will

result in tax-free income.”®

They opined that the provisions allowing the deduction of interest
were intended to apply to transactions founded upon economic reality
and not to facilitate the practices disclosed in these cases. Asa general
proposition one of the dissenting opinions in Stanton quoted Judge
Learned Hand in Transport Trading and Terminal Corporation®: “The
doctrine in Gregory v. Helvering means that in contruing words of

81 I4. at 7. Note that the Philippine Tax Code by virtue of the amendment introduced by BP

135 now prohibits the deduction of personal interest.
82 Id. at 12.
® Transport Trading, 176 F.2d 570.
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tax statute which describe commercial or industrial transactions we
re to understand them to refer to transactions entered upon for
ommercial or industrial purposes and not to include transactions
ntered upon for no other motive but to escape taxation.”® This view
xpressed in the dissenting opinion became the business purpose test
spect of determining the deductibility of interest.

It is obvious from the above cases that the court merely looked
- through the form of the transaction in order to determine true sub-
~ stance. Its only concern was to determine whether the transaction was
sham. In doing so, the court viewed the nature of the transaction
n its entirety to determine whether there was any significance to what
he parties did or the same position they previously occupied in such
amanner as to call the transaction a sham. The court merely interpreted
he terms “interest” and “indebtedness” according to the common
meaning, to wit: “interest” is the “amount which one has contacted
o pay for the use or forebearance of money”% while “indebtedness”
is “an unconditional and legally enforceable obligation for the payment
of money.”% Since in the Livingstone cases no loan was actually made
and no interest actually paid, the alleged interest payments were
disallowed. On the other hand, in Stanton, the interest deduction was
llowed because the transaction was real, the indebtedness genuine,
even though the motive of the taxpayer was purely one of achieving
a tax rather than an economic gain.
. A more difficult case arose when a taxpayer took more steps to
make his indebtedness seem more real in a transaction that could not
nefit him aside from its tax consequences. In Knetsch, the taxpayer,
ught from an insurance company $4,004,000 worth of 2 1/2 per
nt single — premium annuity bonds, paying $4,000 down and signing
hote for the balance. His note bore 3 1/2 per cent interest and was
#Cured by the bonds as collateral. The interest on the bonds accrued
value to $100,000 each year, and Knetsch borrowed $99,000 of this
ount each year under the contract, while paying in advance his 3
2 per cent interest obligation. After two years the transaction was
sed with Knetsch having borrowed $203,000 against increased cash
lue and paid a total of over $294,570 in interest. Although the trans-

Olgd‘u():;olony Railroad Co. v. Commissioner, 284 US 552 (1931); Deputy v. Du Pont, 308 US 488

Autenreith 5, Commissioner, 115 F.2d 856 (1940).
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action before taxes cost Knetsch $91,570, interest deductions against
ordinary income offset only by the capital gains tax on the accrual
realized have given Knetsch a tangible after-tax benefit of more than
$233,000. Knetsch’s transaction with the insurance company did not
appreciably affect his beneficial interest except to reduce his tax because
each year Knetsch’s annual borrowings kept the net cash value, on
which any annuity or insurance payments would depend, at the relatively
low $1,000. The Supreme Court affirmed the lower courts in denying

the deduction, saying:

[Ilt is patent that there was nothing of substance to be realized
by Knetsch from this transaction beyond a tax deduction. What
he was ostensibly ‘lent’ back was in reality only the rebate of a
substantial part of the so-called interest payments. The $91,570
difference retained by the company was its fee for providing the
facade of loans whereby the petitioners sought to reduce their 1953
and 1954 taxes in the total sum of $233,297.68. There may well
be single- premuim annuity arrangements with nontax substance
which create an indebtedness for the purpose of 23(b) of the 1939
Code and*163(a) of the 1954 Code but this one is a sham.*”

Despite the readiness of the Court to conclude that Knetsch’
transactions were a sham, it must be noted that they were not withou

substance nor economic significance. Knetsch actually paid the sum

for which an interest deduction is claimed. The bonds were actuall
purchased, and posted as collateral for the purchase price owed; th

acquisition was not fictitious as in the Livingstone cases. Justice Douglas

dissenting and with whom Justices Whittaker and Stewart concurre

said that the lack of any chance for economic gain of the transaction

aside from tax benefits, should not affect the deductibility of interest
paid pursuant to an arrangement that was not “ hocus-pocus.” Th

dissenters did not regard the transaction as a sham, pointing out tha

no economic distinction could be made between Knetsch’s arrange

ment and a taxpayer who loans from an outsider at a given interes

rate to buy securities that accrue in value at a lower rate or one wit

money in the bank earning 3% borrows at the same bank at a highe

rate. Moreover, it was argued that the insurance company to whic
the interest payments were made reported the receipts as income an

paid tax thereon.®

8 364 U.S. 361, at 366.

# The deductibility of interest is not determined by the fact that it is taxable to the recipie”

Irving N. Klien 31 BTA 910, affd 84 F. 2d 310 (1936).
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A meaningful appraisal of the import of the Supreme Court’s
decision in Knetsch requires analysis of what the majority meant in
calling the transaction a sham. There was no question as to what was
done by the taxpayer, nor was any element of concealed intent present.
The opinion of the majority suggests that the determining fact was
that Knetsch stood to gain nothing from the transaction, apart from
tax advantage. It was not economic significance which was absent
from the transaction but an economic purpose other than tax saving.

Here, as in the Gregory case, it is clear on its facts that the trans-
action could not have had an economic purpose, or motivation, apart
from tax avoidance. The possiblity of a business purpose is absent.
M01.~eover, in both Knetsch and Gregory the absence of any conceivable
_ business purpose made it easy for the court to reach its desired result
~ by reliance on an activistic construction of legislative intent.

The sham transaction rule was likewise applied in the companion
cases pf Weller vs Commissioner of Internal Revenue®® and Emmons vs
gommzssioner of Internal Revenue®* which arose from similar factual
§1tuat‘ions.9‘ In these cases the taxpayers bought an annual premium
annuity paying the first premium. They then borrowed from the bank,
edging the contract as collateral and used the money to prepay all
,:future premiums. Shortly after the issuance of the contract, the tax-
ayers borrowed against the paid up contract using the proceeds to
tire the bank loan. The taxpayers prepaid the interest for which they
aimed interest deduction. In the following year, the taxpayers paid
terest to the issuing company and borrowed from the same company
Increase in the cash value. Thereafter, the Commissioner assessed
come tax as a result of the the claimed deductions. Thus, the taxpayers
Sagreedwith the action of the Commissioner and brought the matter
the Tax Court. |
- In holding for the Commissioner, the Tax Court disagreed with
€ ta)fpayers’ contention that there was no indebtedness. The ground
cl::lgCh the Tax Court eached i'ts decision was that the entire transaction
a1 sfubstance. The court sald,. ”[p!etitioner did not seek an annuity,
ach h.act gave up all sub'stant'lal rights of an annuitant in order to
S 18 true goal, deductions in an amount large enough to reduce

€s in a sum greater than the net consideration or cost to him

0
POth affd 270 F.2d 294, cert. denied (1960).
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of the entire operations.”®? The court concluded that “the entire
transaction, although in terms within Sec. 23(b), was an elaborate and
devious attempt to create a deduction for tax purposes masquerading
as the purchase of an annuity policy.”*

The Third Circuit affirmed the Tax Court in both cases using the
principle laid down by Judge Learned Hand in Gilbert:

If... the taxpayer enters into a transaction that does not affect his
beneficial interest except to reduce his tax the law will disregard
it; for we cannot suppose that it was part of the purpose of the
act to provide an escape from liablities that it sought to impose.*
The Third Circuit went on to state that:

the words of these statutes which describe commercial transactions
are to be understood to refer to transactions entered into upon for
commercial purposes and not to include transactions entered upon
for no other motive but to escape taxation.”

The court ignored the taxpayers’ contention that the transactions

involved independent economic purpose, pointing to the 4% intere
rate paid by the taxpayers as against the 2.85% discount rate on th

prepaid interest.

Thus, while it is true that the court called the transactions in
Knetsch, Emmons and Weller a sham, the main thrust of the opinion.

was that the interest deductions were denied to the taxpayers becaus
the transactions were not for any other purpose than to reduce the

taxes.
Therefore, it is clear from the foregoing cases that where a tran

action is a sham, the interest is denied to the taxpayer as in the Livingsto
cases. However, the “sham” standard is not the only one that mu
be considered. The existence of a valid indebtedness is also importa
if the required business purpose for entering into the interest deductio
generating transaction is not present. To have an interest deductio
first, there must be a valid indebtedness and, second, the indebtedne
must have a business purpose.

%2 Emmons, 31 TC at 31.
9 Id. at 32.

% 248 F.2d 411.

% Id. 412.
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The'a.pplication of the two-step test was made clear in Goldstein

v. Commisioner.*® Tillie Goldstein won the Irish Sweepstakes resultin
in a substantial increase in her income. She borrowed signiﬁcangt
amounts from two banks and used the funds to purchase US Treasur
notes, w?\ich she pledged as collateral to secure a loan. Goldsteir{
prepalc.l Interest on the loan and claimed the expense as an interest
'dedu.ctlon in the year the Sweepstakes proceeds were declared as income
The interest which the taxpayer paid on the loans at 4%, was sub—.
zttta;\txla/llzy%lflgher than what she earned on the government obligations,

'The Second Circuit held that the transactions were not shams
rfelylng on four factors. First, the banks involved were independen;
fln:?nc:lal institutions, unlike the lenders in the Livingstone cases where
their sole function was to finance the transactions such as those befc;re
us. second, the loans did not return the parties to their starting points
Wlth}l} a few days. Third, the independent financial institutions had
Slgnlflcant control over the future of the loan arrangements such as
‘ﬂ.'\e right to accelerate the maturity of the note after 30 days and thé
: right t9 demand increase in collateral. Fourth, the notes were recourse
;note,s In contrast to the Livingstone cases where the taxpayers issued
nonrecourse notes. Hence, the Second Circuit concluded that the
ansactions were.not shams but created genuine indebtedness

Despite the finding that the transactions were not shams. the
econd Circuit nonetheless refused to allow an interest deductioln on
e loar}. The evidence showed that the taxpayer would suffer an
Conomic loss on the transaction given the excess of the interest rates
ald_ on the loan over those earned on the purthased Treasury ob-
%;:2n8;02he court re)gctgd the taxpayer’s explanation that the transaction
o gnClutécz at}}:roﬁ; if the market for Treasury obligations rose. It
Y retn, e A‘_at the taxpayer e.ntered.the transactions “without
g ¢ expectation of economic profit and “solely” in order to
e ol arge interest fiedugtxon in 1958 which could be deducted from
ot Secepitg;s w.mmngs in th.at yeax:. Hence, the court concluded
ansactié) 3 did not permit an interest deduction where the
e ns “can not thl.x reason be said to have purpose, substance,

ity apart from their anticipated tax consequences.”?

364 R o -
"% F2d 734 (1966) cert. denied 1967.

tio
1 N 163(a) of the 1954 Internal Revenue Code was Section 23(b) of the 1939 Code.
dstein, 364 F.24 at 740,
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The Second Circuit attempted to harmonize the broad scope of Sec
163(a) and the question of motive addressed in Gregory. The courtadmitted
that the congressional purpose behind section 163(a) was broad, but it
believed that there are limits inherent in Congress’ decision to encourage
purposive activity financed through borrowing. The court wrote that;

Section 163(a) should be contrued to permit the deductibility of
interest when a taxpayer has borrowed funds and in‘curred an ob-
ligation to pay interest in order to engage in what Yvnth reason can
be termed purposive activity, even though he decided to borrow
in order to gain an interest deduction rather than to finance .the
activity in some other way. In other words, the interest deduction
is only one of mixed motives that prompts the taxpayer to !po.rrow
funds; or, put a third way, the deduction is proper if there is Esome
substance to the loan arrangement beyond the taxpayer’s desire to
secure the deduction. After all we are frequently told that a tax-
payer has the right to decrease the amount of what otherwise
would be his taxes, or altogether avoid them, by any.means .the
law permits.xxx On the other hand, and notwithstanding Section
163(a)’s broad scope, this provision should not be construed to
permit an interest deduction when it objectively appears that a
taxpayer has borrowed funds in order to engage ina traf*xgactifm
that has no substance or purpose aside from the taxpayer’s desire
to obtain the tax benefit of an interest deduction; and a good example
of such purposeless activity is the borrowing of funds at 4% in order
to purchase property that return less than 2% and holds out no
prospect of appreciation sufficient to counter the qn'favcrable interest
rate differential, Certainly, the statutory provision’s underlying
purpose as we understand it, does not require that a deduction
be allowed in such a case. Indeed, to allow a deduction for interest
paid on funds borrowed for no purposive reason, other than th;e
securing of a deduction from income, would frustrate Section 163(a)’s
purpose; allowing it would encourage transactions that have no economic
utility and that would not be engaged in but for the system of taxes
imposed by Congress. When it enacted Section 163(a) Congress could
not have intended to permit a taxpayer to reduce his taxes by means
of an interest deduction that arose from a transaction that had no
substanee, utility, or purpose beyond the tax deduction.”

The two step analysis established by Goldstien was followed
Lifscultz v.Commissioner™ and Rothschild v. US,*" and in the more recé

% Id. at 741.
100 393 F.2d 323 (1968).
101 407 F.2d 404 (1969).
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cases of Salley v. Commissioner'®® and Bail Bonds by Marvin Nelson v.
Commissioner'®, where the court disallowed interest deduction either
because the transaction was a sham or it failed to create an interest
deduction since there was no expectation for economic profit.

VII. ARGUMENTS IN FAVOR oF TAX ARBITRAGE

Taxpayers raise the following defenses against an assessment
disallowing interest arising from back-to-back loan transactions:

First, they argue that the deductibility of interest in pure tax
arbitrage situations should be left to Congress, and the courts should
not decide it by judicial legislation. They point out that Congress has
failed to require in the statute that the indebtedness be not undertaken
solely to escape the burden of taxation, unlike in Sec. 34(c)(6) where
it is expressly provided that for a merger or consolidation to qualify
as tax-free, it must be undertaken for a bonafide business purpose and
not solely for the purpose of escaping the burden of taxation; and in
~Sec. 43, where related taxpayers are prohibited from manipulating
‘intercompany income and expense accounts in view of the authority
expressly conferred upon the Commissioner of Internal Revenue to
distribute, apportion or allocate said income and expense in order to
- Prevent evasion of taxes. From this they conclude that Congress must
intend that interest on back-to-back loans be deductible.
Second, they invoke the aspect of Gregory that the taxpayer has
he right to decrease the amount of what otherwise would be his taxes,
r altogether avoid them, by any means the law permits. Accordingly,
hey argue that the taxpayer’s tax avoidance motive should be irrel-
vant in determining the tax consequences of a transaction.

It is difficult to determine the intent of the legislature by con-
idering what it did not do in a given situation. In interpreting tax
tatutes, we must be governed by what the legislature did. We have
he Tax Code passed by the legislature which imposes liabilities upon
aXpayers based on their financial transactions. As Judge Learned
and said in Gilbert'®: “We cannot suppose that it was part of the
urpose of the act to provide an escape from the liabilities that it
Ought to impose.

464 F24 479 (1972).
03
820 F.2d 1543 (1987).
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The US Supreme Court said in Gregory'®: “the question for
determination is whether what was done, apart from the tax motive,
was the thing which the statute intended.” On the question of statutory
intent the Court said further that: “[Tlhe rule which excludes from
consideration the motive of tax avoidance is not pertinent to the situation
because the transaction upon its face lies outside the plain intent of the
statute. To hold otherwise would be to exalt artifice above reality and
to deprive the statutory provision in question of all serious purpose.”'%

Judge Learned Hand’s analysis is similar to our Supreme Court’s
approach in the Yutivo case. It is not the tax avoidance motive of the
taxpayer which defeats the transaction but the fact that the transaction
is not what the statute intended. Therefore, transactions, though tax
motivated, must have economic reality and substance apart from the
tax result because the legislature never intended Section 29(b)(1) to
allow interest deductions on debts that were created for no other reason
than to obtain a deduction.

In a back-to-back loan arrangement, the transaction can not
appreciably affect the taxpayer’s beneficial interest except reduce his
tax. There is no way he can make a profit, except for the tax deduction.
Hence, to allow the interest deduction would violate the spirit and
intent of the statute.

CONCLUSION
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applying these tax doctrines to interest deductions revealed that two
levels of analysis were necessary. First, the court analyzed the transaction
to determine if there existed a valid indebtedness by using the sham
transaction test and penetrating the form to find substance. After passing
the test for a valid indebtedness, the next level of analysis was the
business purpose tests.
Actually, there are only two purposes which are pertinent in these
cases: if the courts find that no business purpose exists, the clear
corollary is that the sole purpose of the taxpayer was to save taxes.
Then the intention of the taxpayer to save taxes clearly becomes material,
for it is evidently that a tax saving purpose alone is not a business
_purpose, avoiding taxation is not a business activity. This is true because
e legislature intended Sec. 29(b)(1) to be made applicable only to
ansactions which are entered into for commercial or industrial purpose.
oreover, the underlying principle of taxing income in accordance
ith the ability to pay should preclude allowing taxpayers with capital
0 incur economic losses in order to realize after tax gains.

Since interest on back-to-back transactions is not deductible, the
evitable conclusion is that back-to-back loans is a form of tax evasion
nd not a worry-free tax saving device.

We have seen from the foregoing discussion that the interest arising
from back to back loan arrangements are not deductible from gros
income because Sec. 29(b)(1) of the Tax Code expressly requires that
the indebtedness be in connection with the taxpayer’s profession,trade
or business. And from the deliberations of the Batasan in enacting BP
135 which provided for such requirement it is clear that the require-
ment was imposed precisely to preclude the taxpayer from taking
advantage of the apparent loophole arising from the broad languagé
of the then Sec. 30(b)(1).

But even without the amendment introduced by BP 135, the
disallowance of interest on back-to-back loans is justified by the
application of the tax avoidance doctrines. The study of the precedent’

105 69 F.2d at 469.
106 [d. at 470.



