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CONCLUSION

On the one hand our present laws sanction the survival of an
employer’s labor obligations in three instances: fl) where only the form
of the business enterprise, and not the real identity of the owner,
changes; (2) where the transaction between the predecess?or and the
successor is clothed with bad faith; and (3) where there is a n'-xerger
or consolidation. The last instance, however, is yet to be conﬁrn}ed
by the Supreme Court through a construction of Sec. 80 of the Corporation
Code. : 7 . .

On the other hand, a bona fide purchaser of a busmgss is held
not to be bound by the seller’s labor law obligations Yvhlch he. kfas
not expressly assumed. The basis of this rule is the principle of privity
of contract. ' ' o

In the United States, there has been a departure from the privity
of contract rule in determining successor obligations. A new doctrine
has evolved - the successorship doctrine - which not only ta.kc.es‘ into
account American labor policy, but also allows for more fle>'<1b1hty in
adjusting the conflicting interests of the new owner of a business zfn;g
the employees of a predecessor. The Philippine }eglglamre may be justifi
in following this lead considering the constitutional mandate for the
promotion of the workers’ interests. : ‘ ‘

The U.S. Supreme Court developed the successorshlp.d‘octrme on
two levels. In the first level, said court laid down the cond1t10n§ under
which a successor may be required to honor the labor commitments
of his predecessor. In their totality, these conditions would shc?w
substantial continuity in the business across a change of owr}ers.hlp.
In the second, the U.S. Supreme Court determined the labor Qbhgahon.s
which may be imposed upon a successor. In making this determi-
nation, said court was guided by two consideration: (1) whether the
imposition of a particular labor obligation wOulg fuft'her national labor
policy; and (2) whether a finding of successor’ liability would.unflqy
hamper free transferability of assets. Applying thege two criteria in
the Philippine context, it has been found that a bona ftde successor may
equitably be required to observe the following duties to predecessor
employees: (1) duty to hire; (2) duty to arbitrate .tI.\e extent of a'
successor’s obligations under an existing collective bargaining agreement:

(3) duty to bargain with the union recognized or certified' asthe employeesé1
bargaining representative during the predecessor’s mcgmbency; an
(4) duty to remedy a predecessor’s unfair labor practices.

* " .
Juris Docior 1992, Class Salutatorian,
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A REVIEW: TAXATION OF FOREIGN
CORPORATIONS IN THE LIGHT
OF SUPREME COURT DECISIONS

EuNey MARIE J. MAata*

Foreign investments, as generated and channeled through foreign cor-
porations, must necessarily be subject to the sovereign supervision and regulation
by the host state. Among other means, the most cognizant and ubiquitous
manifestation of this regulation is taxation. The power of taxation to effectively
sustain or smother business viability cannot be belabored, thus, its effectivity
as an instrument of regulation. Taxation of foreign corporations traces its
rationale to the state’s grant of the privilege and protection of corporate
existence and right of doing business within the jurisdiction of the host state.
1t is axiomatic, therefore, that in order to effectively regulate foreign cor-
porations, sound and strategic taxation policies be formulated and consistently
applied to induce, not retard, the influx of foreign investments.

A spate of controversial rulings in the last decade has casted the
Bureau of Internal Revenue (BIR) to be more inclined to tax first and find
any legal basis later, particularly vis-a-vis foreign corporations. This taxation-
happy posture by the revenue agency is no doubt buoyed by the judicial
affirmation subsequently stamped on these controversial rulings, albeit, in
the absence of any legal basis in our tax laws or jurisprudence.

The role of the Supreme Court in interpreting the tax provisions that
constitute our taxation policies is critical and cannot be overly emphasized.
Supreme Court decisions on the validity of BIR rulings could very well
determine or decide for the foreign investor whether to invest or not. In
a series of decisions, the Supreme Court stamped its imprimatur on the
strict stand adopted by the BIR in taxing as many transactions and as
high a rate possible on foreign corporations, in deviation with the well-
settled taxation tenet of liberal construction in favor of the taxpayer. The
High Tribunal made several pronouncements which at the very least digressed

from established taxation principles.

For the vacillating stance of the Supreme Court with regard taxation
of foreign corporations, current tax laws are partly to blame. While the
U.S. tax laws, after which our Tax Code was patterned, have since un-
dergone = veral major revisions, abandoning principles deemed not
benefic:.i., our Tax Code has indiscriminately continued to embody these
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principles. For instance, the “force of attraction principle” which the' us.
rejected in 1966, is still embodied in our Code. Such inadequacy is ac-
centuated when the Supreme Court, in order to remedy the "anoma_lous.”
situation wherein nonbusiness income of a resident foreign corporation is
taxed at a lower rate even if it is not effectively connected with its trade
or business in the Philippines, ruled in Marubeni that the corporation with
a branch here in the Philippines is considered a nonresident foreign cor-
poration with respect to such income.

The Tax Code likewise does not even define the fundamental concept
of what constitutes “doing business,” at least as far as taxation is concerned.
Thus, the author recommends that a precise definition is essential as upon
this delineation hinges the basis for the crucial contradistinction between
resident and nonresident foreign corporations. The present practice of using
the definition under the investment laws is clearly insufficient. An express
definition based and evaluated from the taxation point of view is imperative.

The objective of placing the taxation burden of the branch at par with
the subsidiary has fallen short in practice. If there is a distinction as to
“effectively connected” income as to branches, the same distinction should
also be applied to the subsidiaries’ income.

Clearly, the author opines, the inadequacy of our tax laws, as reflected
in the decisions and in the manner -these decisions were arrived at, calls
for a thorough study and revisions of the present tax laws. The deviation
and sometimes clear departure from well-reasoned dogma constitute a judicial

" hint to the legislature for some legislative adjustments.

I. INTRODUCTION
A. Background

William Anderson stated that “private investments play a domi-
nant role in the operation of a private economy.”’ He said that “there
is a close relation between enterprise, progress and innovation.”> And
we know that what he said is true. Progress in several countries has
been attributed to a rising economy and a healthy atmosphere for
investments. And this has been eluding the Philippines for years.

Congressman Margarito B. Teves, Chairman of the Committee on
Economic Affairs of the House of Representatives said:

The country needs foreign investments to supplement the shortage
of domestic capital. Foreign investments provide a host of benefits
which include the following: generating jobs for the unemployed,
the underemployed and the new entrants to the labor force; facili-
tating the transfer of appropriate and modern technology; helping
improve the quality of the products and eliminate' monopoly through

1 W. ANDERSON, TAXATION AND THE AMERICAN ECONOMY 507 (1952).
2 Id.
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healthy competition; and expanding the economy’s productive
capacity and sustaining economic growth. Substantial amounts of
foreign investments may even lessen our need to borrow from
international financial institutions xxx.?

Although such observation was made in 1991, a similar statement
was made sixteen years earlier by Atty. Tomas Toledo, to wit:

There are some types of investments that the developing country,
such as ours, need. So our government has encouraged the entry
of foreign investments, foreign technology and know-how to
supplement our domestic resources, in order that we may have a
balance development both in agriculture and industry and also to
give opportunities to our people to earn more money to increase
the per capita income.*

Thus, for a developing country like ours, there is a need to enact
several measures in order to encourage inflow and to maintain a healthy
atmosphere for investments.

A foreign investor wishing to bring in capital to a foreign country
takes into account several factors. Although taxation may not be a
primary consideration, it still to a large extent influences decisions of
foreign companies whether or not to invest in another country. This
study will focus on taxation of foreign corporations as an instrument
of encouraging foreign investments. And this will be done through

an examination of our tax laws in the light of Supreme Court decisions
rendered. :

B. Objectives of the Study

Our laws must provide for a viable method of taxing foreign
orporations so as to encourage inflow of investments. Thus, our existing
Ncome tax laws governing foreign corporations must be examined in
order to evaluate their effectiveness in encouraging and regulating
Inflow of foreign investments.

the sAli:hough the enactment of tax statutes belong to the legislature,
‘ upreme Court plays an important role in the application of the

——

3
Sgonsorship speech of Congressman Margarito B. Teves of House Bill No. 32496 (An Act to
omote Foreign Investments in the Philippines), Transcript of Session Proceedings 91 (December

17, 1991)
Toledo, International Aspects of Taxation, Lecture delivered at the 11th Annual Institute on Tax

’I:W of the University of the Philippines Law Center (1975), PROCEEDINGS OF THE ELEVENTH
NNUAL INsTITUTE ON Tax Law 18, 31 (1976).
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tax statutes through the cases brought before them for adjudication.
The manner the decisions are rendered can be indicators fo the adequacy
of our laws.

This study aims to review the pertinent income tax provisions
on foreign corporations in the light of the cases decided by the Supreme
Court.

This study also aims to understand and highlight the role of the
Supreme Court in'the taxation of foreign corporation.

C. Delimitations of the Study

The discussion is limited to the income tax aspects and issues on
dividends, branch profits, doing business and sourcing of income affecting
foreign corporations. These aspects and issues were identified taking
into account their significance and impact on the subject, in the light
of the Supreme Court decisions. The cases are focused on the decisions
enunciated by the Supreme Court particularly within the last seven
years. Reference is made to American jurisprudence and laws after
which our constitutional government and income tax laws are largely

_patterned. '

II. TaxatioN OF FOREIGN COPORATIONS

Although taxation has been regarded as a tool to raise revenue,

taxation has been recognized to accommplish several other purposes.

It can be an instrument to reduce excessive inequalities of wealth, to
regulate business or to even aid in shaping the economy. Thus, taxation
is no longer viewed as a fiscal instrument, “charged merely with the
responsibility of raising the revenues to pay for the ordianry expenses
of government.”® It has long been recognized as a powerful govern-
ment tool. According to former Finance Minister Cesar Virata:

“Taxation is not really an end by itself. Taxation is only a national
tool because the ultimate objective is — how do we improve our
country and how do we distribute the earnings of the country’
among the people.”®

5 ANDERSON, supra note 1, at 17.

¢ Virata, Keynote Speech, delivered at the 11th Annual Institute on Tax Law of the University
of the Philippines Law Center (1975), INTERNATIONAL ASPECTS OF TAXATION 1 (1976).
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Taxation is often referred to as the power of the sovereign to impose
burdens or charges upon persons, property, or property rights for
.the use and support of governdmment to enable it to discharge
its appropriate functions.” It is a power of the sovereign state to
recover a contribution of money and other property in accordance
w¥th‘ some rule of apportionment, from the property or occupations
w1thn.1 its jurisdiction for the purpose of defraying the public expense.?
Taxation, in its true sense, is but compensation paid by the individual
for protection to the person or his property, and therefore the right
pf taxation is necessarily confined to the territory where the person
is domiciled, or the property is situated.®

B. Characteristics of Taxation

The power of taxation is inherent in sovereignty as an incident
or attribute thereof, being essential to the existence of independent
- government.”” And the power of taxation is peculairly and exclusively
legislative."! Hence, taxes can be imposed, levied, assessed and collected
only under statutory authority and in the manner provided for by law
and that the power of taxing officials exists only by virtue of thé
statutes empowering them to act, and can be exercised only within
the express authority conferred.?

The power to tax has not been extended to the judiciary. As long
as the legislature, in imposing a tax, does not violate the applicable
constitutional limitations or restrictions, the courts have no concern
~With the wisdom or policy of the exaction imposed, the political or
Other collateral motives behind it, or the amount to be raised.! However
;Where the legislature transcends its functions and violates one or moré
f the.restrictions or limitations placed upon the taxing power by the
onstitution, the judiciary has the right and duty to interpose and
eclare the attempted imposition invalid.™

—_—
7

Des Moines Union v Chicago G

. t West.
e icago Grea estern, 186 1A. 1019, 9 ALR 1557, 177 N.W. 90 (1920).
OOLEY, LAwW OF TAXATION 149 (4th ed., 1924).

9

41 WorDs AND PHRASES 269 (1968); footnotes omitted.

7 ' *

1 Am. JUR, State and Local Taxation, Sec. 871 (2nd ed., 1973)); footnotes omitted.
ld. at gec. 872.
Id. at gec. 874.

1d. at Sec. 877.
Id.
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C. Taxability of Foreign Corporations

As a rule, a government has no jurisdiction over foreign corpo-
rations since they are juridical creations of another sovereign. The term
“foreign corporation” is used generally to denote, with respect to a
particualr state or country, any corporation created by, or organized
under the laws of another state, government or country.’ Strictly
speaking, a corporation can have no legal existence out of the bound-
aries of the sovereignty by which it is created. And one state cannot
confer a corporate body a corporate existence in another state or add
to or diminish its powers to be exercised there.’ However, this doctrine
does not prevent recognition of such existence by other states or the
exercise of the corporation’s legitimate powers by its agents therein
by virtue of the law of comity. And the capacity of the corporation
to act in another state is governed by the laws of that sovereignty.
The state in extending to foreign corproations the privilege (of doing
business) may impress upon such privilege whatever conditions and
restrictions it deems fit.

The protection that the government grants to said foreign corproation

_justifies the imposition of the tax. However, the protection received
and the requirements set will depend on the nature and manner of
the presence of the foreign corporation in another country."

III. BRANCHES AND SUBSIDIARIES
A. Background

A foreign corporation wishing to invest in the Philippines has
various alternatives.®® First, it may incorporate and organize a subsidiary
as a domestic corporation, either wholly owned by it or under its
effective control.’” In such a case, the subsidiary would be a legally
independent unit and will be governed exclusively by Philippine laws.?

15 36 AM. JUR., Foreign Corporations, Sec. 1 (2d ed. 1968).
% Id. at Sec. 11.

7 Santos, Protection of Foreign Investments Under International Law, Lecture delivered in the 8th
Lawasia Conference on September 10, 1983, in 58 PHILIPPINE L. J. 291, 292 (1983).

1 2 Campos, THE CORPORATION CODE: COMMENTS, NOTES AND SELECTED CASES 484 (1990).
¥ Jd.
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_ The foreigz} co.rporation may decide instead to open a branch or agency
in the Phll.lp'plnes, bringing in capital and technical know-how, with-
out organizing a legally independent unit.?! I

B. Tax Treatment
1. SUBSIDIARY

If a supsidiary is set up, the subsidiary will acquire the status
ofa ‘domest‘lc corporation and will be taxed at thrity-five percent (35%)
on its net income pursuant to section 24 (a) of the National Internal
Revenue Code (N.LR.C.).? The parent foreign corporation will have
the status of a non-resident foreign corporation if it does not aétively
participate in the business and operations of the subsidiary. Dividends
declan'ed and remitted by the subsidiary to the parent corporation will
be sub]?ct to a thirty-five percent (35%) tax on its gross amount pursuant
:)c; sectlonl.ZSb(lb) of the N.IR.C. But the rate can be lower by virtue

an applicable treaty or pursuan i isi

o ana gs ol e );he E},I,R,C‘ t to the tax sparing provision under

Thus, foreign corporations with subsidiaries in the Philippines are

- subject to a two-tier tax — the income tax imposed on the subsidiary’s

income apd the tax on dividends declared and remitted to the parent
corporation. It is the government’s policy that the two-step tax is not
;beyond the income tax rate of the country of residence of the investor.??
\;Otht.erwise, there would be no incentive whatsoever on the part of tl.le
foreign corporation to set up a subsidiary here in the Philippines.*

2. BRANCH

N chfs itc}iie fc;lreign corporation c{ecides to set up a branch, the former
oty ered to have extended its corporate status here. Thus, in the
Pl ); course of busu}ess, the forglgn corporation will acquire the
pin of a resuient' forelgg corporation doing business in the Philip-

es. Branch profits, remitted by the branch to the head office, will

—
® Jq.

kAl Id

2T
H
ORED ENRAIT\}ONAL INTERNAL REVENUE CODE, PrES. DECREE NO. 1158 (1977), as amended by ExEc.
0. 21, 22, 36, 37, 40, 72, 194, 195, 311 and 273; hereinafter cited as N.L.R.C.

2y,
Irata, supra note 6, at 4.
Id.
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normally be subject to the fifteen percent (15%? brancl.\ profits rem;t-
tance tax. To be subject to the branch profits remittance tax, the
branch profits must be effectively connected with the trade or business
in the Philippines.

3. EQUALIZATION OF TAX TREATMENT

Taxwise, the branch enjoyed some advantages over a submdapy
prior to 1975. A subsidiary was subject to twenty-two (22) ax.u‘i th-lrty
(30) percent corporate income tax on its net incqme from the Ph%h.pdpmss
and another thirty percent (30%) on the remittance of the divi ‘e)n s;
to the mother company. The branch, on the pther hand, was ;u f?ec
only to the regular income tax while the remmittance to the head office
e Itfxxl ‘Bf;i,el’residential Decree No. 369% was pa.ss.ed, introduc.:m%i tge
tax-sparing provision. Under said decree, tITe dividends recelvet };
nonresident foreign corporation can be gub]ect to the IOWGI" ra E'oh
fifteen percent (15%) subject to the conditlon. tl‘\at the country in w 1(;:.t
the nonresident foreign corproation is domiciled shall' allow a cre e:;l
against the tax due from the nonresident foreign corporation, tax deem ,
to have been paid in the Philippines equivalent to twenty percen
20 %;n 1975, Presidential Decree No. 7787 imposed the twenty percenkt
(20%) branch profits tax on any profit remitted abroad by a b.ranc
office to its head office. Said tax was subsequgntly reduced to fxfteeg
percent (15%)% to place the branch and subsidiary on equal footéng. ,

Two very significant decisions rendered by the Supreme oqr-
affecting the branches and subsidiaries are the Marubeni v. Comm;s
sioner of Internal Revenue® and Commissioner of Internal Revenue v. Procter
. & Gamble PMC.3

3 N.ILR.C., Section 25 (a) (5).

% January 1, 1974.

7 August 24, 1975.

% Pres. DECREE No. 1158-A (1977),

» J. NoLrepo, THE NATIONAL INTERNAL REVENUE CODE OF THE PHILIPPINES ANNOTATED 84
(1989).
% 177 SCRA 500 (1989).

% 160 SCRA 560 (1988) as subsequently set aside by the Supreme Court en banc in G.R. No
66838, December 2, 1991 in resolving the motion for reconsideration.
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C. The Procter & Gamble Case
1. THE FACTS

Procter and Gamble Philippines Manufacturing Corporation
(hereinafter reffered to as P&G-Phil.), a corporation duly organized
and existing under Philippine laws, is a wholly owned subsidiary of
Procter and Gamble, U.S.A. (hereinafter referred to as P&G-USA), a
non-resident foreign corporation, not engaged in trade or business in
the Philippines. P&G-Phil. declared dividends in favor of its parent
corporation and paid thirty-five percent (35%) tax thereon. Subsequently,
it asked for a refund of the 20 percentage-point portion of the 35
percentage-point whole tax paid, invoking the tax-sparing credit provision
in Section 24(b) of the N.LR.C. The failure of the Commissioner of
Internal Revenue to act on the request for refund compelled the P&G-
Phil. to seek the intervention of the Court of Tax Appeals which granted

the claim for refund.* On appeal, the Second Division of the Supreme

Court denied the claim. After examining Section 902 of the U.S. Internal

Revenue Code, the law governing tax credits granted to U.S. corporations

on dividends received from foreing corporations, the Second Division

‘of the Supreme Court, through Justice Paras, held:

To our mind there is nothing in the aforecited provision that would
justify tax return of the disputed 15% to the private respondent.
Furthermore, as ably argued by the petitioner [CIR], the private
respondent failed to meet certain conditions necessary in order
that the dividends received by the non-resident parent company

in the United States may be subject to the preferential 15% tax
instead of 35%.% '

The Second Division also added that among other things, private
Tespondent failed:

(1) to show the actual amount credited by the U.S. government
against the income tax due from PMC USA on the dividends received
from private respondent; (2) to present the income tax return of
its mother company for 1975 when the dividends were re-ceived;
and (3) to submit any duly authenticated document showing that

2 CTA, Case No, 2883 dated January 31, 1984,

:x]
Procter & Gamble, 160 SCRA at 567.
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the U.S. government credited the 20% tax deemed paid in the
Philippines.**

The doctrine enunciated by the Second Division in Proctor 8 'Ga::b(l)c}
was extended to the case of Marubeni Corporation v. Cqmmzs:on. o
Internal Revenue % wherein the Court added that the tax sparing prov1:ure
should be “strictly” complied with, being a tax concession in the na
of a tax exemption.* ‘

The Second Division of the Supreme Court_in the Procter & Gamble
case anchored its argument -on two grounds:

ing i i .S, Internal Revenue Code

1) Nothing in Section 902 of the U.S, -

( justifief the grant of the twenty percent (20%) tax advantage;
and

(2) the failure of the subsidiary to present the required proofs
that credit has been granted in the U.S.

On December 2, 1991, the Supreme Court, en banc, in re§glv1txl1\§
the motion for reconsideration filed by the responflgnt, s?t isl (?o e
decision of the Second Division, affirmed the dgmgo,/n 3 t' e V:rlas
of Tax Appeals and granted the refund.”” The Majority’s decision
written by Justice Feliciano.®

2. TAX-SPARING
a. Provision

Section 25(b) (5) (B) of the NIRC provides that:

“ x x x the tax shall be 15% of the dividends received‘x X X fsubj'ect
to the condition that the country in which the non;resment; .ore(;gn
corporation is domiciled shall allow a credit against the tax due

E

Id. at 567-568.
Resolution dated March 7, 1990.
Id. at 3.

]

3

37 Commissioner of Internal Revenue v. Procter & Gamble Philippines Manufacturing Corporation, G.R.

No. 66838, December 2, 1991.

# Of the thirteen justices who participated, five dissented. Justice Parag, .the ponente oi tzg ’
decision rendered earlier by the Second Division, wrate the dissenting opinion. He was joined .
by ]usticeé Melencio-Herrera, Padilla, Regalado and Davide. The rest — Justices Narvasa,

Gutierrez, Bidin, Medialdea, Cruz and Grino-Aquino — joined Justice Feliciano.
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from the nonresident foreign corporation, taxes deemed to have
been paid in the Philippines equivalent to 20% which represents
the difference between the regular tax (35%) on corporations and
the tax (15%) on dividends x x x”

The said provision was introduced by Presidential Decree No. 369
in 1974 in order to encourage more capital investment for large
projects and to tax dividends received by nonresident foreign corpo-
rations in the same manner as the tax imposed on foreign loans.*
Earlier, the tax on foreign loans was reduced from thirty five percent

(35%) to fifteen percent (15%) in order to attract loans from foreign
countries.®

b.  Nature of tax sparing

In order to understand the operations and proper application of
the “tax sparing” provision, it is useful to look into its nature.

: “Tax sparing” credit is one which a foreign country would allow
. for taxes which were not paid or which were lowered because of
national policy. For instance, the tax on dividends earned by non-
resident foreign corporations is normally at thirty-five percent (35%).
It is reduced to fifteen percent (15%) if the country of residence of
the foreign corporation allows a credit of thirty-five percent (35%)
against the income of the corporation when it reports the dividends
earned from the Philippines.

In giving up a part of the tax in the tax sparing provision, “we
want to see and we want to expect that the tax that we gave up for
this particular investment is not taxed by the other country.”2 It is
to encourage investors coming to the Philippines by crediting at least

M\v‘___
¥ Pres. Decree No. 369 provides:

WHEREAS, it is imperative to adopt measures responsive to the requirements of a developing
économy foremost of which is the. financing of economic development programs;

WHEREAS, nonresident foreign corporations with investments in the Philippines are taxed on
their earnings from dividends at the rate of 35%;

Whkggas,
-1aX need b
Manner a

in order to encourage more capital investment for large projects, an appropriate
e imposed on dividends received by nonresident foreign corporations in the same
s the tax imposed on interest on foreign loans.

" PReEs. Decrez No. 131 (1973).

3 Toledo, Supra note 4, at 31.

Id. at 18.
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that portion which is so-called tax free margin insofar as the investor
is concerned.®

c. U.S tax credits

Section 902 of the U.S. Internal Revenue Code does not ree%lly
provide for a “tax spared” credit. It provides for a tax “deemed paid”
or indirect tax credit.

In the U.S., both direct and indirect tax credits are available to
the taxpayer.** Section 901 (a) of the U.S. Interna.l Revenue que
permits eligible taxpayers to elect the foreign tax c?edxt fo%' taxes which
they pay directly.® These taxes may include withholding taxes on
dividends, interests, or similar items of income where the burden. of
the tax rests on the taxpayer recipient.* However, a corporgtior.\ elec}mg
the foreign tax credit is required, in addition to including its direct
taxes, to include the indirect taxes it is deemed to have paid under
Sections 902 and 960 of the same Code. Under Section 902, a cor-
poration which owns 10% or more of the voting stock of a forglgn
corporation, upon receipt of a dividend from the foreigp corporation,
is deemed to have paid its proportionate share of foreign taxes paid
by the foreign corporation relating to the dividends.

4 Id. at 32.

“ 12 MERTENS, LAW OF FEDERAL INCOME TAXATION, The Foreign Tax Credit, Section 45-4,09
(1987).

% U.S. INTERNAL REVENUE CODE, Section 901 provides:
SEC. 901 — Taxes of foreign countries and possessions of the United States.

(a) Allowance of credit. — If the taxpayer chooses to have the bengﬁt§ of this st'.lbpart, the
tax imposed by this chapter shall, subject to the applicable limitation of section 904, be
credited with the amounts provided in the applicable paragraphs of subsect.lon (b) plus,
in the case of a corporation, the taxes deemed to have been paid under sections 902 and
960 x x x.

(b) Amount allowed. — Subject to the applicable limitation of section 904, the following amounts
shall be allowed as, the credit under subsection (a):

(a) Citizens and domestic corporations. — In the case of a citizen of the United State.*:: and of
a domestic corporation, the amount of any income, war profits, and excess profxts‘ taxesf
paid or accrued during the taxable year to any foreign country or to any possession o
the United States x x x

4 12 MERTENS, supra note 44.
¥ Id. at 84.
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Section 902 of the U.S. Internal Revenue Code provides as follows:

SEC. 902 — CREDIT FOR CORPORATE STOCKHOLDERS IN
FOREIGN CORPORATION.

(a) Treatment of Taxes paid by Foreign Corporation — For purposes
of this subject, a domestic corporation which owns at least 10
percent of the voting stock of a foreign corporation from which
it receives dividends in any taxable year shall —

(1) to the extent such dividends are paid by such foreign

)

corporation out of accumulated profits [as defined in sub-
section (c)(1) (a)] of a year for which such foreign corporation
is not a less developed country corporation, be deemed to
have paid the same proportion of any income, war profits,
or excess profit taxes paid or deemed to be paid by such
foreign corporation to any foreign country or to any
possession of the United States on or with respect to such
accumulated profits, which amount of such dividends
(determined without regard to Section 78) bears to the amount
of such accumulated profits in excess of such income, war
profits, and excess profits taxes (other than those deemed
paid); and '

to the extent such dividends are paid by such foreign
corporation out of accumulated profits [as defined in
subsection (¢) (1) (b)] of a year for which such foreign
corporation is a less developed country corporation, be
deemed to have paid the same proportion of any income,
war profits or excess profits taxes paid or deemed to be
paid by such foreign corporation to any foreign corporation
or to any possession of the United States on or which the
amount of such dividends bears to the amount of such
accumulated profits.

X X X X X X X X X
(c) Applicable Rules

(1) Accumulated profits defined. — For purposes of this
section, the term ‘accumulated profits’ means with respect
to any foreign corporation.

(A) for purposes of subsections (a) (1) and (b) (1), the
amount of its gains, profits, or income computed
without reduction by the amount of the income, war
profits, and excess profits taxes imposed on or with
respect to such profits or income by any foreign
country. x x x; and
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(B) for purposes of subsections (a)(2) and (b)(2), the
amount of its gains, profits, or income in excess of
the income, war profits, and excess of profit taxes
imposed on or with respect to such profits or income.

The operation of Section 901 and 902 of the U.S. tax code was
graphically illustrated in BIR Ruling No. 76-004,® rendered by then
Acting Commissioner of Internal Revenue Efren I. Planas. In said ruling
the BIR upheld the application of the tax sparing provision on dividends
remitted by a Philippine subsidiary to its U.S. parent corporation on
the strength of Section 902, as follows:

Thus, if a Philippine corporation wholly owned by a U.S. corporation
has a net income of 100,000, it will pay £25,000 [now P35,000 based
on 35% corporate income tax] Philippine income tax thereon in
accordance with Section 24(a) of the Tax Code. The net income,
after income tax, which is 75,000, will then be declared as dividend
to the U.S. corporation and 15% tax, or £11,250 will be withheld
therefrom. Under the aforementioned sections [Sections 901 and

- 902] of the U.S. Internal Revenue Code, U.S. corporation receiving
the dividend can utilize as credit against its U.S. tax payable on
said dividends the amount P30,000 composed of:

(1) The tax “deemed” or indirectly paid on the dividend arrived
at-as follows: ‘

P75,000 X £25,000 = P18,750

(2) The amount of 15% of P75,000 withheld = 11,250
£30,000

The amount of £18,759 deemed paid and to be credited against the
U.S. tax on the dividends received by the U.S. corporation from
a Philippine subsidiary is cleary more than the 20% requirement
of Presidential Decree No. 369 as 20% of £75,000.00, the dividends
to be remitted under the above example, amounts to $15,000.00 only.

BIR Ruling No. 76-004 was reitereated in BIR Ruling dated 22 July
1981 addressed to Basic Foods Corporation and BIR Ruling dated 20
October 1987 addressed to Castillo Laman, Tan and Associates.

4 BIR Ruling No. 76-004 (July 19, 1976) modifying BIR Ruling No. 75005 (September 10, 1975).
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o BIR‘Ruli;\g I\clio. 7?-004 was based on the premise that the Phil-
ippines is a less-developed c ing i
Xgen‘mn s deve p ountry and adopted the ruling in the

o Under the American Chicle case, only the net amount of the
dividend paid by the foreign corporation was included in the income
of .the U.S. corporate recipient and the amount of foreign taxes deemed
paid by the recipient corporation was accordingly reduced by a fraction.>
The foreign tax in effect is deducted in that the dividends, on which
the QOmestic corporation pays a tax, do not include the portion of the
earnings of the foreign corporations used to pay the foreign tax. Thus
it “shaves” the amount of creditable tax deemed paid by the recipiené
corporation.>?

The U.S. Revenue Act of 1962 added a limited gross-up to the
Code.® It required the U.S. corporate recipient of a dividend to gross
up the amount of the dividend to include the appropriate portion of
the foreign taxes paid by the foreign subsidiary. It then allowed the
U.S. corporation full credit for the entire amount of foreign taxes paid

- with respect to the grossed-up dividends.* This rule was subsequently

extepded to less-developed countries in 1976, this eliminating the last
vestiges of the American Chicle rule.’

® American Chicle Co. v. U.S., 316 U.S. 450 (1942).
s

Dale, The Reformed Foreign Tax Credit, 33 Tax LAw RoviEw 175, 176-177 (1978).

51
5 MERTENS, LAwW OF FEDERAL INCOME TAXATION, Credit for Foreign Taxes, Section 33.14 (1980).

%2 Dale, supra note 50.

5 MERTENS, supra note 51.

Now, the formula in computing the tax “deemed paid” is as follows:
Dividends received out of year’s' profits

Taxes deemed

Fore'ign tax on = to have been

year’s total X paid on the

profits The “accumulated dividends
profits”

;I;h;::rf‘lsmh(??hof “accumulated profits" had to .be changed under the 1976 Tax Reform Act.

Computeé mth respect to any foreign corporation, the amount of gains, profits of income

on o ied without reduction byAthe amount of income, war profits, and excess profits taxes imposed

the Un respect to such profits or income by any foreign country or by any possession of
ited States; see 5 MERTENS, supra note 51.

’Crl‘:nltjr.s. 'Congre§s believed that the failulte to “gross-up” the dividend from a less-developed
for fOr)(;icor;:orauo.n by the amount of fqrexgn t.axes deemed paid resulted in a double allowance
COmputirg\n Uax.es, in the amount paid in foreign taxes was not only allowed as a credit in
from the lg nited Sta%es. tax, but was also allowed as a deduction since dividends were paid

ncome remaining after the payment of the foreign taxes. Dale, supra note 50 at 177-

179; also 5 MERTENS, supra note 51, Section 33.14.
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Mathematically, the computation in BIR Buling No. 76-004 is sglt
correct even if the distinctions as to the operation of the U.S: tax credi
provisions on less developed and developed country subsidiaries 30
longer exist because the deemed-paid cred.lt under t}\e b%rc;ssl-es;;
requirement is even greater than the one previously applicable to
developed country corporations.®

d. Conceptual difficulty

However, in the Procter & Gamble case, the Second Di\{ision thrgqgh
Justice Paras concluded that “there is nothing in the a.forec1ted provm?‘n
[Section 902] that would justify tax return of the disputed 15% to the

i ndent.” .
prlva'lit'f\erreeSIi): indeed a “conceptual difficulty”” in applying the ta>;
sparing provision on the strength of Section 902 -of ‘the us. Ix}(tierrf\gr
Revenue Code. The said provision does not c;.ategorlc;illy proxcrll e o
a “tax spared” credit. It provides for an indirect or “deemed pai
Cred:l';“he “tax spared” is technically distinct froma “tax credlt.”' Normaltly,
a tax credit refers to the taxpayer’s right to deduc% from income a5>§
payable the tax he has paid to a foreign country subject to hrmtatlc:;\.
It can be allowed as a deduction from gross income or a deduction

x due. : .
flpOmIxtmhiemtearnaticma1 taxation, the tax credit is designgd to avoid the
possibility of double taxation on the same inc.ome.59 S}nce a t;xpfigeeé
may be taxed on worldwide income, it is possible that mcornze1 ;\erl o
from operations in a foreign jurisdiction has already been_tgxe t efre .
For instance, if ABC Co., a resident of country A,. earns dividends from
another company in country B, that dividend in th.e SOGI(;II'CQ lfourtllt;);
is usually taxed via withholding taxes most of the time.® W elc‘ll )
dividend is remitted to the country of taxpayer the country of residenc f
imposes a tax.®! If there is no coordination betweer} the‘ coun}try 0
source and the country of residence, it is very possible that the tax

% Medalla, The Income Tax Treaty Between the Philippines and the United States, 58 PHILIPPINE
L. J. 301, 314 n. 77 (1983). :

57 Id.
¢ NOLLEDO, supra note 29 at 163.
% 12 MERTENS, supra note 44, Section 45-4.02 (1987).

® Toledo, supra note 4, at 18.
s Id.
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burden to be shouldered by the taxpayer may even wipe out the entire
income.®?

The tax sparing provision is not really an instrument against double
taxation. “We give up a part of the tax and we want to see and we
want to expect that the tax we gave up for this particular investment
is not taxed by the other country.”® It is purely an incentive measure
wherein the government foregoes a portion of the tax. Hence, a “tax
spared” credit is not exactly the same as a “tax deemed paid” credit.

e.  Substantial compliance

Section 25 (b) (5) (B) of our Tax Code requires that the “country
in which the nonresident foreign corporation is domiciled shall allow
a credit against the tax due from the nonresident foreign corporation,
taxes deemed to have been paid in the Philippines equivalent to 20%
x x x.” The provision merely provides that an equivalent credit should
exist. It does not strictly specify the form of this credit. And as pointed
out by Justice Feliciano in the en banc decision, the law merely provided
that the country of domicile of the foreign stockholder corporation
“shall allow” such foreign corporation a tax credit for “taxes deemed
‘paid in the Philippines.”

The amount of the taxes “deemed paid” credit pursuant to Section
902 clearly exceeds the 20 percentage-point requirement in the N.L.R.C.
representing the tax spared. And the taxes “deemed paid” by the U.S.
parent corporation are not really “ghost” or “phantom” taxes.® It is
a portion of the subsidiary’s income tax paid here in the Philippines
Which the U.S. laws allow as a credit against the parent corporation’s
income tax. Under Section 902, the U.S. Internal Revenue Code creates
‘@ “fiction”— as if it was the parent corporation which paid the income
tax of the subsidiary here in the Philippines.

And this was recognized by the Supreme Court in the en banc
decision when it stated that:

Since £29.75 is much higher than P13.00 (the amount of dividend
tax waived by the Philippine government), Section 902, US Tax

<64
" Procter & Gamble, GR. No. 66838 at 10-11.
i

Procter & Gamble, G.R. No. 66838 at 22.
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Code, specifically and clearly complies with the requirements of
Section 24 (b) (1), N.I.R.C.%

In countries where dividends are not subject to tax, the require-
ment is deemed satisfied.*” The Supreme Court, in Commissioner of Internal
Revenue v. Wander Phil., Inc.,%® ruled:

While it may be true that claims for refund are construed strictly
against the claimant, nevertheless, the afct that Switzerland does
not impose any tax or (sic) the dividends received.by G}aro from
the Philippines should be considered as a full satisfaction of the
given conditions.

3. REPORTING REQUIREMENTS

The second reason laid down by the Second Division of the Supreme
Court in denying the claim was the failure on the part of respondent
to comply with the following reporting requirements:

(1) to show the actual amount credited by the U.S. government
' against the income tax due from P&G-US.A. on the divi-
dends received from private respndent;

(2) to prevent the income tax return of its mother company for
1975 when the dividends were received; and

(3) to submitany duly authenticated document showing th'at the
‘ U.S. government credited the 20% tax deemed paid in the
Philippines.

The Court in the December 2, 1991 decision rejected the require-
ments set by the Second Division,. It distinguished between “the }egal
question” from questions of administrative implementation arising
after the legal question has been answered.® The Court en banc held
that details relating to administrative implementation should belong
to the BIR and not to the Supreme Court.” It also pointed out that
the requirement set by the Second Division was impractical. This is

% Id. at 18.

 BIR Ruling No. 178-85, October 4, 1985.

® Commissioner of Internal Revenue v. Wander Phil., Inc., 160 SCRA 573 (1988).
# Procter & Gamble, G.R. No. 66838 at 24.

? Id. at 26.
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so, considering that the tax credit cannot be given in the U.S., which
means that the Philippine dividend tax, at the rate here applicable was
actually imposed.” And to require respondent to show documentary
proof of its parent corporation having actually received the “demand
part” tax credit from the proper tax authorities, would be like putting
the “cart before the horse.””2

In setting up the said requirements, the Second Division also
failed to take into account certain provisions of the U.S. Internal Revenue
Code relating to tax credits. Section 904 (c) of the U.S. Internal Revenue
Code provides that “unused” credits, which cannot be claimed for the
taxable year because of certain limitations, may be carried back to two
preceding years and forward to five succeeding years. “Unused” credits
may arise sine Section 904 (a) of the same code provides for an “over-
all limitation.””?

Furthermore, if an amount otherwise constituting gross income
for the taxable year from sources outside the United States is not
includible in the income for that year because of monetary, exchange
or other restrictions imposed by the foreign country, the foreign tax
credits may be taken proportionately in a later year in which the
amount or portion thereof is includible in gross income.”

Thus, in effect the Second Division made the compliance with the
sparing provision very difficult, if not impossible. This en banc decision
is clearly more reasonable, practical and beneficial to investors.

4. BENEFITS OF TAX SPARING

The lowered rate on dividends was indeed an attraction for U.S.
investors. The effective tax rate on the dividends declared remitted
after the thirty five percent (35%) corporate income tax and the fifteen
percent (15%) tax on dividends remitted to the parent company is
44.75% [ 35% x P100; plus 15% x P65).

However, in countries where no credit equivalent to at least twenty
bercent (20%) is given, representing the difference between the regular
tax and lowered rate, the effective tax rate will be very much higher,

-

.V Id. at 24,

5 Procter & Camble, G.R. No. 66838, concurring opinion written by Justice Bidin, at 3.

73 ‘" . . . . . . . . N
The Pper-country” limitation, which was added to the “over-all” limitation in 1932 was eliminated
In 1976, thus bringing back to the original “over-all” limitation; Dale, supra note 50, at 180.

"5 M .
ERTENS, supra note 51, at Section 33.08.
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if there are no tax treaties providing for lower rates. The effective tax
rate will be 57.75% [35% x P100; plus 35% x P65]. _

The effective tax rate on the dividends pursuant to the tax-sparmg
provisions was definitely lower than the U.S. rggular corporate ;\nc%rr;e
tax rate of forty-six percent (46%) then existing. Hc?we\;er, t erce.né
regular corporate income tax rate was lowered to thlrty- our pei en
(34%). Thus, even with the application' of thg tax-sparing p}r\r.)l\.r s mé
the effective tax rate of the dividends remitted by the P ilipp
subsidiaries will now be much higher than the regular corporate income
tax in the US.

5. STATUS OF AGENT

An issue which was belatedly raised by the BIR f01‘~ the f1rs}t t1rfne
before the Supreme Court was the capacity of P&G-I"hﬂ. to claslm o(;
refund on behalf of P&G-USA, its mother corporation. The econt
Division ruled that P&G-Phil., being a mere withholding agent, canno

i und. .
dam;rg;\ei’c:lelmy, on the same date, the Third Division of fhe. CouIrt, 12
the case of Commissioner of Internal Revenue v. War{dgr .Phllzppf(r;es{1 r:ctl,‘ ]
held the Contrary. Justice Bidin, writing for.tl'.le d1v131.on, he ‘t; ?din
Wander Philippines, a wholly owned sqbs‘ld}ary, being a1 wi for th%
agent of the government, is the proper entity who shall claim fo
refund or credit, even without express authority from the parent complagngyl.

The Court also resloved this issue in the Decerrl\,ber 2,
decision. The Court held that “a person liable for tax”, suct}da:eg
witholding agent, is a “person subject to tax” and properly co}x:m 1?1 °d
a “taxpayer.”” And by reasonable standard, such a persof? s| 01: d be
regarded as a party in interest, or as a person ha\{mg su 1c1g1111 agu
interest, to bring a suit for refund of taxes he b.ehev.es were i tig rity
colected from him.” The Court also held that there is an 1mpl.1ec.1 au ode);
on P&G-Phil, considering that it is a wlglllyi(-iowned subsidiary un

i ntrol of the parent stockholder. »
the Ezlf{iztllz;ircgosition of the Spupreme Court is definitely more beneficial
to the foreign corporation.

7 160 SCRA 573 (1988).
% Procter & Gamble, G.R. No. 66838 at 7.
7 Id. at 8.
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D. The Marubeni Case

1. FACTS

In the case of Marubeni Corporation v. Commissioner of Internal
Revenue,” Marubeni Corporation, a foreign corporation organized under
the laws of Japan and licensed to engage in business under the Philippine
laws through its branch in Manila, sought for the refund or tax credit
of branch profits tax it allegedly overpaid.

Marubeni Corporation has equity investments in AG&P of Manila.
AG&P declared and paid cash dividends to Marubeni Corporation and
withheld the corresponding ten percent (10%) final intercorporate
dividend tax thereon.”” And when AG&P remitted the dividends of
the petiotioner’s head office in Japan, it witheld the fifteen percent
(15%) branch profit remittance tax on the amount. Marubeni now claims
refund for the fifteen percent (15%) profit remittance tax contending
that the dividends are not subject to the branch profits remittance tax
since they are not effectively connected with the conduct of its business
in the Philippines.® The BIR admitted that the income is not effectively
connected with Marubeni Corporation’s branch operations and is not
subject to branch profits remittance tax.®! But still it denied the refund
on the ground that the dividends are taxed as income recived by
Donresident foreign corporation subject to the 25% (instead of the

ormal 35%) tax pursuant to Article 10 () (b) of the RP-Japan Tax
reaty.® The Court of Tax Appeals affirmed the denial and held:

admittedly, the dividends under consideration wer
Marubeni Corporation of Japan, and hence, taxable
poration. While it is true that the M.
Branch is duly licensed to en

e earned by
to said Cor-
arubeni Corporation Philippine

gage in business under the Philippine
laws, such dividends are not the income of the Philippine Branch and

are not taxable to said Philippine branch. We see no significance thereto
in the identity concept or principal-agent relationship theory of petitioner
because such dividends are the income of and taxable to the Japa-
Nese corporation in Japan and not to the Philippine Branch.®

177 SCRraA 500 (1989).

N'I-R‘C-, Section 24 (b) (2) as amende.

BIR Ruling No, 157-81, July 13, 1981.
February 13, 1980,

d by PRESIDENTIAL DECREES NOs. 1705 and 1773.

CTA. Case No. 3605, February 12, 1986,
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The Supreme Court upheld the position of the respondents and
ruled that:

There can be no other logical conclusion considering the undis-
puted fact that the investment x x x was made for purposes peculiarly
germane to the conduct of the corporate affairs of Marubeni, Japan,
but certainly not of the branch in the Philippines. It is thus clear
that petitioner, having made this independent investment attri-
butable only to the head office, cannot now claim the increments
as ordinary consequences of its trade or business in the Philippines
and avail itself of the lower tax rate of 10%.*

The Supreme Court adopted the Solicitor General’s argument, as
follows:

The general rule that a foreign corporation is the same juridical
entity as its branch office in the Philippines cannot apply here. This
rule is based on the premise that the business of the foreign corporation
is conducted through its branch office, following the principal-
agent relationship theory. It is understood that the branch becomes
itsagent here. So that when the foreign corporation transacts business
in the Philippines independently of its branch, the principal-agent
relationship is set aside. The transaction becomes one of the foreign
corporation, not of the branch. Consequently, the taxpayer is the foreign
corporation, not the branch or the resident foreign corporation.®

Thus, the Supreme Court’s decision was based on two premises:

(1) that the dividend income is not effectively connected with
the branch’s operation here in the Philippines;

v))
parent-agent relationship is set-aside; consequently, Marubeni
Japan should be taxed on the dividends received as a non-
resident foreign corporation.

2. LEGISLATIVE HISTORY

a.  Philippine Laws

Our Internal Revenue Code was originally copied from the United
States tax laws. The Philippine Income Tax law, or Act No. 2833, enacted |

8 Marubeni, 177 SCRA at 509.
85 Jd.

that since the transaction was entered into by the parent
company, Marubeni Japan, independently of its branch, the
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by the Philippine Legislature in 1919, was patterned after the United
States Congressional Act of 1916.% Later, the National Assembl
in order to obtain greater revenues for the government passe{i
Commonwealth Act No. 117 which took effect on November,3 1936.%7
In 1939, Commonwealth Act No. 466, otherwise known as the l\’Iation;:ll
Internal Revenue Code was enacted.

Like Act No. 2833, Commonwealth Act No. 117 and Common-
wealth Act No. 466, taxed corporations organized, authorized, or existin
under the laws of any foreign country in the same manner a;s domesti%
corporations on their income from Philippine Sources.? They were taxed
on the net basis.

In 1959, Republic Act No. 2343 was enacted significantly changing
the manner foreign corporations are taxed. Foreigncorporations were
classified into resident and nonresident foreign corporation. Those
engaged in trade or business in the Philippines were considered resident
corporations and taxed on a net basis just like domestic corporations
onincome from within the Philippines.® Foreign corporations not engaged
in trade or business were taxed at thirty percent (30%) of the gross
Income from Philippine sources.” Up to this date, this is the basis for
the classification of foreign corporations in our Tax Code.”!

Thef'e are reasons in imposing a higher tax on nonresident foreign
corporations. As elaborated by Atty. Tomas Toledo:*

The first and important reason is that principle upholding the right
of the state of source (of income) the primary right to tax the income,
The' second reason is that it is our established preference to have
bus‘messes stay in out country rather than stay outside and operate
their businesses outside the Philippines. It is better control on the
conduct of business and disposition of assets and pfofifs of the
corporation,

C. Ry, Tax CODE ANNOTATED 36 (1964).
Y 1d. at 37,

88
Act No, 2833, Section 10 (a) (1919); COMMONWEALTH AcT No. 117, Section 5 (1936); N.L.R.C.
OMMONWEALTH AcCT NO. 466, Section 24 (1939). o

® NIRC ;
o Section 24 (b) (2) as amended by Republic Act No. 2343 (1959),
Id, Section 24 (v) (1).
" NIRC i
R.C,, Sections 25 (a) (1) & 25 (b) (1) (1988).

R T
oled ] i
: on Ta:’ ]{ ntermfztx}t:nal Aspects of Taxation, Open Forum conducted during the 5th Annual Institute
aw of the University of the Philippines Law Center (1968), FIFTH ANNUAL INSTITUT
! . I E
ON TAx Law 64, 97 (1969). ’
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b. U.S. Laws

A similar pattern took place in the United States prior to 1966.
The 1909 corporation tax in the U.S., which was an excise tax measured
by income, applied to foreign corporations to the extent of their net
income from “business transacted and capital invested within the United
States.”®* The 1913 act continued to tax foreign corporations on this
basis. The basic overhaul of the statutory provisions took place in 1936
under the Roosevelt administration.* The basic change was to tax foreign
persons who were not “engaged in trade or business” or who had no
“office or place of business” within the United States, at a flat rate
of ten percent (10%) on gross amounts of interest, dividends, rents,
salries, and other items of “fixed or determinable annual or periodical
gains, profits and income.”* Foreign persons engaged in trade or business
or with an office or place of business within the United States were
subject to tax on their net income from United States sources at the
rates applicable to citizens or domestic corporations.” The stated purpose
of the 1936 changes was to provide for a scheme of taxation that would
be “productive of substantial amounts of additional revenue.”?

" This manner of classification introduced in the 1936 U.S. Revenue
Act was premised on the principle of “force of attraction.”*® This system

- attracted all U.S.-source income into the taxing web, whether or not
there existed any actual connection between the business being conducted
and the income in question.”® Thus, if the nonresident alien was engaged
in trade or business in the United States, he would be subject to tax
at the regular rates on all his taxable income from United States sources,
whether or not such income was connected with the trade or business
carried on in the U.S.® If the nonresident alien was not engaged in
trade or business in the U.S., a flat thirty percent (30%) rate (or lower

9 Ross, United States Taxation of Aliens and Foreign Corporations, 22 Tax Law ReviEw 279, 280
(1967).

“ Id. at 282.

% Id.

% Id.

97 Id.

% S. RoBERTs & W. WARREN, FOREGIN INVESTORs Tax AcT 7-1 (1967).
* Dale, Effectively Connected Income, 42 Tax Law REVIEwW 689, 690 (1987).

100 ROBERTS, supra note 98, at 7-2.
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tre.at.y {ate) is applied to income from United States sources.”! Th
Philippines adopted the same method in 1959 with the enactn y
Republic Act No. 2343. actment of
'I‘hg United States government, however, realized that this method
of t?xatlon led to anomalous results in that investment income t?
foreigner derived from the United States was taxed at one rate ‘? ha
was engaged in a business in the United States but was taxed at anolth "
rate .where he did not have such a United States business even thou el:
in either case the business had no relation or connecgion with t%l
investment income.'” To address this problem, the U.S. Con ress i -
troduced the concept of income which is “effectively cc.mnecged ?I;
the conduct of trade or business within the U.S ” with the enact ne
of the Foreign Investor's Tax Act in 1966. aeiment
The primary objective of said Act was the equitable treatment b
Fhe U..S'. of nonresident aliens and foreign corporations and to corr };
:)xtleglilttlesbfa\troragla to foreign taxpayers by taxing foreign income tlf;t
0 be taxed by the United States.’® Upon i '
t}.\e Fowler Task Force,'® it abandoned the ’gorczeg??$2222:0nr;y
ciple’® and introduced the separation, for purposes of computin UII:iteci
States t'ax, of income derived from engaging in trade or businesgs within
~.the Umt(?d States from nonbusiness or investment income.1% Business
;I;c(;)mte 1(-.1f engaged ir} trade or business) is taxed on a net income basis,
o thz Ct e r:}tes apphc_able toa c1.tizen or resident of the United States
s ase ofa nonres.lde.nt alien individual and at the rates applicable
a domestic corporation in the case of a foreign corporation. Investment
-Or nonbusiness income!” is taxed on a gross income bas.is and at
flat rate of 30 per cent under the statute. -

: 18 MERTEN
'y AL I]\IC()M [ i 4. 97
! ‘ S, LAW OF FEDER E AXATION, Section 5.20a (1 8)
;’1 IKOBERTS, Supra note 98, at 2-1.
104
group appomted by Pres. Kennedy in 1963 in order to consider wa

adverse balance of payments
~-at 691; also see Roberts, id.

dy r ys of reducing the growin,
position of the U.S. in the early 60's; see Dale, sipra %\ote 99g

105 .
f‘\f the time the U.S. abandoned the “force of attraction system”

;!\ Europe — have for a lon

other countries — especially

- g time followed a pattern of separate t i i
Dvestment income; see Ross, supra note 93, at 295. P @xation of business and

106 N
Ross, Supra note 93, at 292.

lb? B
" But
the release of the force of attraction for such income is no

1 N €SS-
e aPphCat on of two tests The busin

ch ir t automatic — it depends upon
activities test and the asset-use test. Dale, supra
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In the wordé of Harvey Dale:

x x x, the ECI [effectively-connected income] rulgs are a substltuie
for the prior indiscriminate but jurisdictionally limited monopcf> e]:
magnet. Instead, they create a more subtle but x:nore powerfu
bipolar magnet, which repels from the net-progresslve rate regimte
some types of previously attracted U.S.-source income, but attrac g
to it certain foreign-source income which was previously beyon
its forced field.1%

Thus, the taxation of nonresident aliens and foreign corporations
in the U.S. was made to depend upon three factprs: (1) whether the
entity is engaged in a United States trade or business, (2? whether i?s
income is United States foreign source, and (3) whether its income is
“effectively connected” with the conduct of a United States tradg or
business.!®

c.  Current Philippine Scenario

i ‘ ; foreig tions

The substantial change in the pattern of taxing foreign corporations

here in the Philippines as introduced by Republic Act No. 2343 in

- 1959 adopted the “force of attraction” principle already existing in the
United States since 1936. Although said principle escaped congres-

sional discussion during: the enactment of said law, in justifying the
higher rates of taxes the bill sought to impose upon individuals and
corporations, the proponents constantly referred to the tax law of the

United States.!!®

However, unlike the United States, which abandoned the said.
principle way back in 1966, we have continued to adopt the same
manner of taxing foreign corporations, Qur Tax Code still taxes foreign
corporations on the basis of (1) whether the entity is engaged in a
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the “investment income of a foreigner” derived from the Philippines
was “taxed at one rate if he was engaged in a business” in the Philippines
but was “taxed at another rate” where he did not have such a Phil-
ippine business, even though in either case the business had no relations
or connection with the investment income was bound to arise.!!!

3. MARUBENI PROBLEM

a. Status of agent

Prior to the Marubeni case, a foreign corporation which established
abranch here in the Philippines was deemed to have acquired an active

- économic presence in the country. It was considered being “engaged

in trade or business” and was classified as a “resident foreign cor-
poration.”!'? As a “resident foreign corporation” it would have been
subject to the ten percent (10%) (now 0%) intercorporate dividend tax
on dividends received from a domestic corporation. However, Marubeni
substantially altered this.

The Supreme Court, setting aside the principal-agent relationship,
considered the parent corporation a separate taxable entity from the

~branch established in the Philippines. The proposition is at once false
-and misleading.’® It is false because it assumes that a branch has a
Personality.”%. A branch is defined as “an offshoot, lateral extension,

rsubdivisions. Any member or partofabody or system; a department.”1s
tcannot have a distinct personality from its “parent” corporation. The
ead office and the branch are one and the same. Thus, the branch
annot be rightfully be considered an agent of itself.

The proposition is also misleading because by emphasizing the
Ominal term “status” it overshadows the existing determinant of the
axability of foreign corporation, i.e., the fact of doing business.!16

Philippine trade or business, and (2) whether its income is Phlhpf}:?l;ﬁe
or foreign source. It does not distinguish whether the income of t i
foreign corporation is effectively connected or not in the pursuit of
its business in the Philippines. Thus, the “anomalous” situation wherein

8 MERTENS, supra note 101.
Medalla, supra note 56 at 307.

Comment, Taxation of Foreign Corporations: A Commentary on Marubeni v. Commissioner of Internal
Revenue, 35 Atento L. J. 95, 102 (1991),

Ia,

' Dale, supra note 99 at 692.
" 12 MERTENS, Law OF FEDERAL INCOME TAXATION, Section 45,09 (1990),

"* 1 House CONGRESSIONAL RECORD 2335-43; 2362-69; 2626-55 (April 1958); eemme“,t". 7:2%”92
of Foreign Corparations: A Commeptary on Marubeniv. Commissioner of Internal Revenue, 35 ATENEO |
L. J. 95, 106 (1991).

BLack’s Law Dictionary 245 (3rd ed. 1933).
Comment, supra note 113.
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b. Investment income

The dividend arising from the investment in AG&P is clearly not
income “effectively connected”'” with the conduct of trade or business
in the Philippines of the Marubeni Corporation, Philippine branch.
Thus, it is not subject to the fifteen percent (15%) branch profits remittance
tax imposed by Section 25 (a) (5) of the Tax Code.

The Tax Code also exempts from tax dividends received by a
domestic or resident foreign corporation from a domestic corporation.'”
Prior to 19862 these dividends were taxed at ten percent (10%). But
dividends received by a nonresident foreign corporation from a domestic
corporation are subject to a thirty-five percent (35%) tax.’" The disparity
in tax rates is very significant.

The position of the BIR and the Supreme Court in Marubeni is
understandable. They do not want foreign corporations with branches
in the Philippines to avail the benefits of resident foreign corporation
with regard to its investment income which are not effectively connected
with their Philippine operations. They want to tax such income at

the higher rate imposed on nonresident foreign corporations. Because
it is indeed “anomalous” for such investment income to be taxed at
the lower rate considering that it is not connected with the conduct

of trade or business of the branch here in the Philippines.

However, the bases of classifying and taxing foreign corporations
in our Tax Code are still as follows: (1) whether they are doing business |
in the Philippines or not; and (2) whether income is Philippine or .

foreign source.

Unlike the U.S., we have not added the third criterion of being
“effectively connected.” And the Supreme Court in splitting the status
of the head office and the branch where the income is not effectively
connected with the business operations of the branch in effect, added

a criterion which is not found in our law.

7 The BIR has adopted the
[in relation to branch profits remittance tax] it is not necessary

© 157-81 dated July 13, 1981.

18 BIR Ruling No. 157-81 dated July 13, 1981.

19 NL.R.C., Section24 (e) (4); Section 25(a) (6) (D).
12 ExecuTivE ORDER No. 37, July 31, 1986

21 Id., Section 25 (b) (1).

“business activities” test. It ruled that to be “effectively connected’
that the income be derived
from the actual operation of taxpayer-corporation’s trade or business; it is sufficient that th
income arises from the business activity in which the corporation is engaged. BIR Ruling No
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iy oih;)](\d;z;;l;en%iecision is just a manifestation of the inadequacy
. us, it is about time that we aband
X laws. T on the “for
gf att;flct'lon' principle lo'ng embodied in our Tax Code. There shoufg
e a distinction between income earned by a branch from the conduct

of its business in the Philippi
therewith. ppines and those that are not connected

E. Equalization: Truth or Muyth

of brI;rl‘lcei‘setS)e::: ;h: ;;)ohdcy of the I{;{overnment to equalize the treatment
ubsidiaries. o izati
exactly boon i pst wever, such equalization has not
The income of a subsidiary i j
y is subject to the thirty five pe
;iSc'ﬁLifguéartcorﬁ)orate income tax. When such incon};e is dzclr;:g
ends to the parent corporation, it is subi i i
\ , ect to the thirty fi
percent (35%) or fifteen percent (15%) j J s set
I ‘ subject to the requir.
in SEction 25 (b) (5) of the N.L.R.C Tho i i 25 to whether
: -L.K.C. 1here is no distinction as to wheth
or not the income earned b idi i ncoted”
" not ( y the subsidiary is “effectivel ”
with Tlts !)usmess operations in the Philipypines. Y connected
o the he 1n§ome ofa bran-ch from its business operations is also subject
regular co'rtporelalteb Income tax. When the income is remitted to
1t will be subject to the fifteen percent (15%) b
i _ ranch
xrl(t)ﬁts remittance tax under Section 25 (a) (5) of the N.I.R(?C. :xid
otsézpns;s registered with the Export Processing Zone are exempt and
° su‘?}t orized to engage in petroleum operations in the Philippines
- ject to tax at seven and half percent (7 1/2%) only.
ane l:xt thg Income or profits of the branch will be subject to the
V;Iith thproflts remlttapce tax only if they are “effectively connected”
enoni co.nduct‘ of its trade or business in the Philippines. And
- us . . :

" Iness income of the branch is not subject to the remittance
idiait seems t.hat ’tpe. branch has some tax advantage over a sub-
'rofitz Since it it definitely subject only to fifteen percent (15%) branch
usines remlttan.ce tax on income effectively connected with its

ith thse oEplfratlons. And some enterprises, like those registered
ubject 1 | ZA and those engaged in petroleum operations are

ne the 'ol:ver rat.es. On. the other hand, a parent corporation still

n divie risk of being sul.?r)ected to the thirty five percent (35%) tax

ends declared by its subsidiary if it fails to meet the require-

ents Set . . s . .
&G-Ug}x .the tax sparing provisions. And this happened initially
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IV. ENGAGED IN TRADE OR BUSINESS . , ‘
No foreign corporation transacting business in the Philippines without

a llgense, or its successors or assigns, shall be permitted to maintain
or u.\te.rven'e in any action, suit or proceeding in any court or
administrative agency of the Philippines; but such corporation ma

be sued or proceeded against before Philippine courts or administrativz

tribunals on i i i ilippi
iribu any valid cause of action recognized under Philippine

A. Tax Provision

The notable change introduced by Republic Act No. 2343 in 1959
is the distinction between resident and nonresident foreign corporations.
A resident foreign corporation is a corporation organized, authorized,
or existing under the laws of any foreign'® country,engaged in trade
or business within the Philippines. The nonresident foreign corporation,
on the other hand, is a foreign corporation not engaged in trade or .
business in the!? Philippines.

The distinction is important since resident foreign corporations
are subject to a thirty five percent (35%) tax on its net income from
sources within the Philippines computed in the same manner as domestic |
corporations while nonresident foreign corporations are subject to a
thirty five percent (35%) tax on gross income.

Thus, if a foreign corporation does business i ilippi
without a license, it can nolt) sue before Philippif\ses‘z;rclchgxispgllllltpgl?:i
Ef s;:)etd before Philippine courts whether'?it has a license to ao business
. But if a foreign corporation is not doing business in the Philippines
it can not be sued here because Philippine courts can not ;I:f uire;
)ur}s.dlc.tlon over it. On the other hand, it needs no license to sue bgfore
Philippine courts on isolated'® transaction, for infringement of trade-
mark and unfair'® competition, or on a cause of action entirely in-
dependent of'* any business transaction. The object of the statu};e is
hot to prevent the foreign corporation from performing single acts
but to prevent it from acquiring a domicile for the purpose of business:

without taking the steps necess ;
: ary to render it ame 132 L s
he local courts. y nable' to suit in

B. Policy Considerations

 The power to tax is based on the cost of protection the stat
accords to a taxpayer. However, a nonresident foreign corporation i
taxed at a higher rate than a resident foreign corporation. The first ;
and important reason for the higher rate imposed on nonresiden
corporations is that principle upholding the right of the state of sourc
(of income) the primary right to'* tax the income. The second reaso
is that it is our established preference to have businesses stay in ou
country rather than stay outside and operate their business outsid
the Philippines. It is better for our government and it can effect
better control on the conduct of businesses and disposition of'* asset
and profits of the corporations.

D. Definition of “Engaged in Trade or Business”

. What constitutes doing business is often a troublesome question,
generally thg character of the business done by a foreign corporation
ust be determined from the facts of a particular case.’® Generally

Batas Pampansa BLc. 68 (1980).

C. Capacity to Sue

Mentholatum Co. Inc. v. Manaliman, 72 Phil. 524 (1941).
General Co
313 (1950)

The distinction is also significant in determining the foreig
corporation’s capacity to sue. Section 133 of the 126 Corporation La
provides as follows:

rporation of the Philippines et al v. Union Insurance Society of Canton Ltd., 87 Phil.

Eastp ioati
P oard Navigation Ltd. v. Juan Ismael & Co. Inc., 102 Phil. 1 (1957); Aetna Casualty & Surety

0. v. Pacific Star Li ; Faciliti
SCRA - (1979)‘r ines, 80 SCRA 635 (1977); Facilities Management Corp. v. de la Osa, 89

WCS!em Equi;
ipment & S . D. i 7); 1 ?
115 q ;27 5:1982).14;7;713/ Co. v. Reyes, 51 Phil. 115 (1927); but see Leviton Industries v. Salvador,

122 N I.R.C., Section 25 (a).
123 14, Section 25 (b).
12¢ Toledo, supra note 92, at 97.

125 4,

Da, ; . .
M’"Pschtefs Renderei Union v. La Compania Transatlantica, 8 Phil. 766 (1907).
arshall-Wells Co. v. Henry W. Elser & Co., 46 Phil. 71 (1924).

18A F
LETCHER, CYCLOPEDIA OF THE LAW OF PRIVATE CORPORATIONS, Section 6814.1 (1977).
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speaking, the terms “trade” and ”business"'have the same mdealn;)xg
and comprehend “that which occupies the t}n)’ei;‘attentlo.n, an aion
of men for the purpose of a livelihood or profit. Ar}d this express: x
“engaged in trade or business” is held to convey the notion of progress;oisi
continuity, or sustained activity.’® The U.S. Tax Courts haxlr’e con d
tently held that before a taxpayer can be ff)und to be “engage
in trade or business in the United States” it must, during some
substantial portion of the taxable year, .have .been Fegula;ly.am:
continuously transacting a substantial portion ofits ordinary busines
i untry.!% :
B th;hce0 N.II:)I;.C. does not define or set the parameters \'when'a
corporation is deemed “engaged in” or "c!oing" trade"or busmgsstu;
the Philippines for tax purposes. But “doing l.)usiness ‘ 1‘mder the di )
laws has been given the same :ﬁ){\eaning1 a:ui 1tx;tserpretat10n as un
investments laws and jurisdictional statutes. N L
the The first case which atte):mpted to lay down the de-fimtxol; of doTng
business” was Mentholatum Co., Inc. v. Anacleto Mangahman.,‘l3 Quoting
American jurisprudence, the Supreme Court held that: “No getr.ater?;
rule or governing principle can be laid dowpas to what consh itu :
“doing” or “engaging in” or “transacting” b}lSlneSS. Indged, eac cass
must be judged in the light of its peculiar env1ronmenta¥ circumstances.
The true test, however, seems to be whether tl}e foreign corpo.ratlfon
is continuing the body or substance of the business or ente}'prls? or
which it was organized or whether it has substantlally retired from
it and turned it over to another. (Traction Cos. v. Collectors of Int. Re.venuef v’
[C.C.A. Ohio]l. 223 F. 984, 987). The term implies a continuity o
commercial dealings and arrangements, and contemplates, to that ext.ent,.,
the performance of acts or works or the exercise of some of the functions,
normally incident to, and in progressive prosecution of, tl‘fe purplg).siz
and object of its organization. (Griffin v. Implement Dealers’ Mut. Fire
Ins. Col, 241 N. W. 75, 77; Pauline Oil & Gas Col. v.'Mutual Tank I‘Jzne
Col, 246 P. 851, 852, 118 Okl. 111; Automotive Material Co. v. Ameziggn
Standard Metal Products Corp., 158 N.E. 698, 703, 327 111. 367.)

but

of d

13 8 MERTENS, supra note 101, Section 45.20.
135 Jd. at Section 45.25.
16 I,

13772 Phil. 524 (1941).
138 Id., at 528-29 (italics supplied).

1992

TaxAaTION OF ForeiGN CORPORATIONS

67

In 1968, Republic Act 5455 was enacted codifying the definition

enunciated in Mentholatum as follows:

x x x the phrase “doing business” shall include soliciting orders,
purchases, service contracts, opening offices, whether called
“liaison” offices or branches; appointing representatives or
distributors who are domiciled in the Philippines or who in any
calendar year stay in the Philippines for a period or periods
totalling one hundred eighty (180) days or more; participating in
the management, supervision or control of any domestic business
firm, entity or corporation in the Philippines; and any other act
or acts that imply a continuity of commercial dealings or arrangments,
and contemplate to that extent the performance of acts or works,
or the exercise of some of the functions normally incident to, and

in progressive prosecution of, commercial gain or of the purpose
and object of the business organizatio.®

The same definition was adopted in Pres. Decree No.1789'! and

Executive Order No. 226.12

In 1991, or twenty three years after Republic Act 5455 codified

added a proviso which provides:

That the phrase “doing business” shall not be deemed to include
mere investment as a shareholder by a foreign entity in domestic
corporations duly registéred to do business, and/or the exercise
of rights as such investor; not having a nominee director or officer
to represent its interests in such corporation; nor appoint a rep-
resentative or distributor domiciled in the Philippines which transacts
business in its own name and for its own account.!?

The act of making “purchases” was also removed from the definition
oing business.

The Implementing Rules and Regulations of R.A. 7042 subsequently
Passed by the Board of Investments did away with the expanded

f'FOREch BusiNEss REGULATIONS ACT, September 30, 1968.
“1, Section 1; italics supplied.

" OMNIBUS InvESTMENTS CODE, Article 65 (1981).

" OMNIBUS INvESTMENTS CODE, Article 44 (1987).

"REPUBLIC Act No. 7042, Section 3 (d) (1991).

the definition set in Mentholatum, Republic Act No. 7042, otherwise
known as the Foreign Investment Act of 1991 was enacted. The said
act substantially retained the definition in the prior investment acts
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Thus, when a foreign corporation undertakes several transactions
which imply continuity of commercial dealings and arrangements, it
is considered doing business in the Philippines.!¥’

Single or isolated acts, contracts, or transactions of foreign
corporations in the state will not ordinarily be regarded as doing or
carrying on of business therein.!4

However in Far East Int'l Import and Export Corp. v. Nankai Kogyo
Co., Ltd.'* the Supreme Court held that where a single act or trans-
action of a foreign corporation is not merely incidental or casual, but
is of such character as distinctly to indicate a purpose on the part of
the corporation to do other business in the state, and to make the state
a basis of the operation for the conduct of a part of the corporation’s
ordinary business, such act or transaction constitutes doing business.

Even if a foreign corporation enters into subsequent transactions
but if such transactions are shown to have been entered for the purpose
of carrying out the isolated original agreement, the corporation can
not be considered as doing business here in the Philippines.s?

A foreign corporation may choose to act through agents. If the
agent, who conducts trade or business here in the Philippines, has no
independent status, the corporation is deemed to have extended its
Presence here and thus, is deemed to be engaged in trade or business.
This is premised on the basic rule in agency that the agent is a mere
extension of the principal and that the acts of the former are deemed
acts of the latter. But if the “agent” has an independent status of its
Own j.e. indentor or broker, the foreign corporation can not be con-
sidered to have extended its presence through the “agent.” However,
even if the “agent” is possessed of independent status, if the “agency”
'S exclusive or restrictive, the Supreme Court has considered the “agent”
N extension of the principal.

In Mentholatum Co.,Inc. v. Mangaliman'' the Philippine-American
rug Co., Inc., was the exclusive distributing agent of Mentholatum

enumeration of the earlier rules and regulations. It substantially
adopted the words of the law.!*

E. Doctrines

The Supreme Court has admitted that no gensraltmlf or governing
principle can be laid down as to what constlttftes domg or engagu:g
in” or “transacting” business.!* However, it should imply a “con hl-
nuity” of commercial dealings and arrangements and contemplate' the
“performance of acts or works or the exercise of some of the functions
normally incident to, and in progressive prosecution of, the purpose
and object of its organization.”'%

4 Implementing Rules and Regulations, Section 1 (f) (1991) provides as follows:

i siness shall include soliciting orders, service contracts, opening office, whether
y Fl:ixsnogn ‘;‘;ﬁces or branches; appointing%epresentaﬁves or distributors, operating un;iler gual:

control of the foreign corporation, domiciled in the Philippines or who in an;(rigo)ega y
year stay in the country for a period or periods totaling one hundred eighty‘ . inesys
or more; participating in the management, supervision or control of any domeskt‘lc us . ;
firm, entity or corporation in the Philippines; and any other act or adfh that ltmp: }t’he
continuity of commercial dealings or arrangements and contemplate to a:l lex. en'dent
performance of acts or works, or the exercise of some of the functions norm: b¥ n:mf ent
to and in progressive prosecution of commercial gain or of the pt‘x‘rp?se and object ?n e
business organization. The following acts shall not be deemed “doing business
Philippines: )
(1) Mere investment as a shareholder by a foreign enti.ty in domestic corpora}tions duly

registered to do business, and/or the exercise of rights as such investor;

(2) Having a nominee director or officer to represent its interests in such corporation;

(3) Appointing a representative or distributor domiciled in the Philippines whfch transacts
business in the representative’s or distributor’s own name and account;

(4) The pﬁbliwtion of a general advertisement through any print or broadcast media; )
(5) Maintaining a stock of goods in the Philippines solely for the purpose of having the

same processed by another entity in the Philippines; General Corporation of the Phil., v. Union Insurance Society of Canton, Ltd., 87 SCRA 313 (1950);

j Wang Laboratories, Inc. v. Mendoza, 156 SCRA 44 (1987); Granger Associates v. Microwave Systems,
Inc., 189 SCRA 631 (1990).

* P acific Micronesian Line, Inc. v. Del Rosario and Pelingon, 96 Phil. 23 (1954); Facilities Management

: S0Tporation v. De la Osa, 89 SCRA 131 (1979); Aetna Casualty & Surety company v. Pacific Star

- Line, 80 SCRA 636 (1977); Eastboard Navigation Ltd., v. Juan Ysmael & Co, Inc., 102 Phil. 1 (1957);
V. Reederij “Amsterdam” v. Commissioner of Internal Revenue, 132 SCRA 487 (1988).

(6) consignment by a foreign entity of equipment with a local company to be sued in the
processing of products for export;
(7) Collecting information in the Philippines; and

(8) Performing services auxiliary to an existing isolated contract of sale which are not 22
a continuing basis, such as installing in the Philippines.machinery it has manufacturrate
or exported to the Philippines, servicing the same, training domestic workers to ope
it, and similar incidental services.

45 Mentholatum, 72 Phil. at 528.
M6 14,

9

_ Far Eqsy International Import and Export Corporation v. Nankai Kogyo Co., Ltd., 6 SCRA 725 (1962).
ntam Consolidated, Inc, v. Court of Appeals, 143 SCRA 288 (1986).

Mentholatum, 72 phil. 524.



70 ATENEO LAw JOURNAL VOL. 37 NO. 1

Co.Inc., a Kansas corporation. The Court ruled that “whatever trans-
actions the Philippine-American Drug Co.Inc., had executed in view
of the law, the Mentholatum Co., Inc., did it itself.”

This rule was reiterated in the case of Top-Weld Manufacturing,
Inc. v. ECED, S. A% In said case, Top-Weld Manufacturing, Inc.,
a domestic corporation, entered into a “license and technical agree-
ment” with IRTI, S.A. a corporation organized under the laws of
Switzerland. It also entered into a “distributor agreement” with ECED,
S.A. a Panamanian corporation. Both agreements were highly restrictive.
Although Top-Weld appeared to have maintained an independent status,
the Supreme Court ruled that “in essence it merely extends to the
Philippines the business of the foreign corporation.”

The mere ownership or control by a foreign corporation of the
stock of another corporation which is doing business within a state
has been held not to constitute the doing of business, soas to subject
it to the state’s regulatory power.’

But in Granger Associates v.Microwave
Court held that Granger is deemed doing business here in the
Philippines for its 30% investment in MSI despite the BOI regulations
stating that mere investment in a local company by a foreign corpo-
ration should not be construed as doing business in- the Philippines.
The Court noted as follows:

x X x the investment of Granger in MSI is quite substantial, enabling
it to participate in the actual management and control of MSIL. In
fact, it appointed a representative in the board of directors to protect
its interests, and this director was so influential that, at his request,
the regular board meeting was converted into an annual stockholder’s
meeting to take advantage of his presence.'

Close on the heels of the Granger decision was the case of Marubeni

Nederland B.V. v. Tensuan,'é penned by then Chief Justice Fernan. In
said case D.B. Teodoro Development Corporation (DBT) entered into .

a contract where Marubeni Nedérland B.V., a Japanese corporation
agreed to supply the former all the necessary equipment, machinery,

152 138 SCRA 118 (1985).

153 3¢ AM. JUR., Foreign Corporations, Section 246, 349 (2d ed 1973).
154 189 SCRA 631 (1990).

155 Id.

156 G.R. No. 61950, Sept. 28, 1990.

Systems, Inc.'**, the Supreme ‘
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rpaterlals, technical know-how and the general design of the const
tion of DBT’s lime plant. DBT sued Marubeni Nederland for br I'UC};
of contract and the latter interposed the defense that it is a cor oraete’iC
not dmpg business in the Philippines, and thus, no jurisdicrt)ion con
be acquired over its person. It further alleged that the sale and urchCan
; .Of the machineries and equipment for the Guimaras lime lzra)nt ere
1solf1ted contracts and in no way indicated a purpose topen awe?e
bus%n.ess and that services performed in the Philippines wer  rarely
auxiliary to the said isolated transaction. ¢ merely
The Supreme Court ruled that the Marubeni Nederland can b
v suec.‘l on two premises. First, that Marubeni Nederland is not a separ. te
: busu.less entity from Marubeni Corporation, Japan, which took anp tf:l )
4 })aa;; in t}t\e ne;iotiatign of the contract. And since M,arubeni Corporaaiiz)‘x,\e
, an, has a branch here in the Philippines i i ing
.: p_usmess here. And second, that even asggming Etitr:gt ﬁaﬁ%ﬁrﬁelzﬁgfal:g
; t}so?dseisa;;::rec Eg;ity(fn;m)Marubeni Japan, it had effectively solicited
2 es (sales) or service contracts” as i
Marubem Corporation, Japan and its Manila Branch ::Z i; ?: Cr(:: tltt utt’ed
in the Philippines. The Court held that: presentative

These circumstances, taken singly or in combination, constitute

“doing busi i ilippines” withi
oy g iness in the Philippines” within the contemplation of

F. Case Analysis

_Despite the definition set by the law on wh i i
;sn}ress, the question is still highi,y disputable anda E:ccij;g?'lt\:;g&t:sgg: :
o hte; érr;plelmsntmg Rules of the prior Omnibus Investment Codes's’
oinp od o ela ”orate on these acts and circumstances that constitute
o g . su;fss. F}ut the Supre‘me Court did not always adopt the
i - on. nd. this was shown in Granger where the Court held that
he Iawmlmstratxve regulathn, which is intended only to supplement
et ltc,ar}r lr:ot pf‘E\.’all against the law itself as the Court has inter-
Vestme.n o e e;lqstmg.Rules the.n explicitly provided that “[m]ere
onalis andlg a1 tomestic enterprise which has a distinct legal per-
r the eyxer ldu gf hcex}sed to transaFt business in the Philippines and/
Using cise o ”the rights as such investor, shall not constitute doing
s therein.” But the court did not apply such rule in Granger.

O

Prg
S. DECREE 1789 (1981); Exscutive Orper No. 226 (1987).



72 ATENEO LAw JOURNAL VOL. 37 NO. 1

The Granger decision caused a lot of controversy and furor in the
business world. And it led to a lot of other developments.

The definition of “doing business” in Republic Act 5455 did not
explicitly state that “mere investment” is not doing business. How-
ever, the debates and discussion in the Senate during the deliberation
of said Act disclosed that the framers of the law distinguished between
two forms of investment: (1) makinginvestments and (2) actually doing
business.’®® The act of “making investments” which means “equity
investment” was notincluded in the definition of “doing business”'*
Furthermore, the act of making investments can not be considered
transacting a substantial portion of the ordinary business of the foreign
corporation.

That particular ambiguity in Granger is now obviated under the
Foreign Investments Act of 1991.1%° The said act added a proviso ex-
plicitly excluding mere investment as a shareholder by a foreign entity
in a domestic corporation and/or the exercise of rights as such investor
from the definition of “doing business.” It even went further to exclude
“having a nominee director or officer to represent its interests” in such
corporation from the said definition.

It is worthy to note that when Senate Bill No. 1678 and House
Bill No. 32496, the bases of the 1991 Foreign Investments Act, were
passed by the respective houses, both bills adopted in toto the defi-
nition of “doing business” under R.A. 5455. It was the same definition
adopted by Pres. Decree 1789 and E.O. 226, the prior investment laws.
However, the Conference Committee Report'? consolidating and
harmonizing both bills incorporated the proviso modifying the definition.

The modification was suggested by Sycip, Gorres, Velayo & Co. thru

its partner, Mr. Rizalino Navarro, in a letter dated April 19, 1991
addressed to Senator Vicente Paterno. In said letter, Mr. Navarro said:

The Granger decision and other court decisions have been sending
the wrong signals to foreign investors. The decision implies that
a foreign investor must first get a license from the SEC before he
can be considered as “doing business” and therefore able to sue
in the Philippine courts. The act of obtaining a license makes the

1*8 3 SENATE CONGRESSIONAL RECORD 259-260 (July 1968).
159 Id. at 255.
1% RepusLic AcT No: 7042.

161 AN ACT TO PROMOTE AND ATTRACT FOREIGN INVESTMENTS, PRESCRIBE THE PROCEDURES FOR REGISTERING
ENTERPRISES DOING BUSINESS IN THE PHILIPPINES, REPUBLIC ACT 7042, Section 2 (d) (199D).

€2 Section 3 (d).

1es AZCQ,I\Q,
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foreign entity ‘sul?ject to various reportorial requirements of
government agencies, filing of tax returns, and securing permits
and licenses from local governments these constitute deterrents to

foreign entities which mer
) merely want to purchase capit
domestic companies, P pital stock of

Thus, for a foreign corporation whic
, 1¢ ; F ich merely wants to purchase
stock, the various reportorial requirements which are requi,reg for an

foreign corporation to engage in trade or business in the Phili

N yines
constitute deterrents, On the other hand, if mere investment Egnsti-

tutes doing business, then the foreign corporation will be able to avail
of Fhe exemption from tax on intercorporate dividends received b
feSLde.nt foreign corporations’® even if in reality, it has not extendegl,
its trade or business in the Philippines. However, the Marubeni'é
decusxop might result in the investor corporation being considered a
nonresident in respect to its equity investment. in Marubeni Nederland
the Supren}e Court rejected the contention that the services pérformed
by th'g Retitloner were mere auxiliary to the principal contract to construct
DBT’s lime plant. Instead, it considered that Marubeni Nederland has
no distinct personality from Marubeni Corporation, Japan because the
latter took an active part in the initial stages of the negotiafion;’ However
the mere fact that one or more corporations are owned and controlléd’
Py a single stockholder is not of itself sufficient ground for disregard~
INg separate corporate. entities.! It is disregarded only when the
Corparation is the mere alter ego or business conduit of another
gﬁrc[.;l@;ggitznéreai s?olv‘vn bybdominance and interlacing of activities.6¢
>uch facts are not sho i
tiations of a contract, R %Y FISES BCCVE participation In the nego-
Whic;v%‘»ﬂc;‘lt ig trl;ue that ",soliciting”orders" is one of those acts enumerated
ltyor Tﬁnblcgte doing business,” such act must still imply “continu-
3 iauéi et u?gness done in the state had tobe more than a mere solicitation
B ousi ness.™™ The casual and occasional soliciting and taking of orders
OF goods™ should not be considered as “doing business,”

—————

“ N,LR,C., Section 25 (a) (6) (D).
; (D)
* 177 SCRA 500 (1989),

165 <
* 3 AGBAayANI, Com

a0 %0 MENTARIES AND JURISPRUDENGE ON THE COMMERCIAL LAws OF THE PmLu’PINEs,

The Doctrine of Piercing the Veil of Corporation Fictign, 18 ATENEO L, J, 10, 34 (1970),

167
- 18 FLETCHER, supra note 133, at Section 8718,
*Id.
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The Supreme Court was also inclined to construe exclusive or
“restrictive” licensing agreements as an agency arrangement, making
the licensee here in the Philippines an agent of the licensor foreign
corporation even if the former possesses independent status’'®
Restrictive license agreements prohibit the licensor from engaging directly
or indirectly in the business of selling similar products. It is just a
protection accorded by the parties to the licensor against unfair com-
petition. It does not really constitute the licensee as an “extension”
of the licensor’s personality.

The Court failed to consider that it is the licensee who is inde-
pendently engaged in commercial transactions in the Philippines. What
the licensor does is just transfer technology or know-how to the licensee.
In most cases, it does not participate in the conduct of the trade and
business here.

Republic Act No. 7942 now explicitly provides that to appoint
a “representative or distributor domiciled in the Philippines which
transacts business in its own name and for its own account” is not

doing business here in the Philippines. But the law does not expressly :

provide whether an exclusive or restrictive licensing agreement constitutes

an “agency” so as to make the licensee an extension of the licensor.

G. The Amended Definition

The other change in the definition of “doing business” embodies

.

in Republic Act No. 7042 was the deletion of the word “purchases.”

This was another modification suggested by Sycip, Gorres, Velayo &

Company for the following reasons:

1) the presence of the word “purchases” may be interpreted by ;
the licensing agencies of the government, and even by the
courts, to mean that a foreign buyer/corporation can buy
goods from the Philippine suppliers or exporters only upon |

securing a license from the SEC;

2) if this is the case, such a foreign buyer/corporation would
instead prefer to buy from other countries which do not impose
the crippling reporting requirements that go with the license; .

3) such a possible misinterpretation should be avoided from the
start. Republic Act No. 7042 was enacted fifty years after the

160 Top-weld, 138 SCRA 118.
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first attempt to define what constitutes “doi i

_ fin litutes “doing business” in
the Mgntholat{t{rz case and twenty years after Re;g:ublic Act No.
5455 first codified the definition. It took the legislature such

a long time to realize that the definition h
enough. ' on has not been clear

Furthermore, the definition was amended in an “ o
manner. [t came out only in the Conference Comm?tteaeﬁlgzglo?tlgal:d
it was never deliberated upon by the Senate or House of Represen-
tatives. Although beneficial the amendments may seem, it is IZ>ssible
that there has been no sufficient study prior to its inc’orporle)ation

V. Source RuLgs

o l,Fox.'eign corporations whether engaged in trade or business in the
ilippines or not, are taxable only on income from sources within

the Philippines. The N.LR.C. has i i
. -L.R.C. has provided f 1 : ini
the source of certain types of inc:oI;)ne.”0 or Tiles in determining

A, Commissioner of Internal Revenue vs. BOAC

In 1987, the Supreme Court en banc

1 1S 't en - promulgated the case
B(Jén‘gnéis‘;gner of Internal Revenue v. British Overseas Airways Corporation
IQQBOAC'I ‘Wthh Is engaged in the international airline business, was

h % British Government-owned corporation. It had no landing
agle sts for traffic purposes in the Philippines but it maintained a general
el sgglt heare‘whlch was responsible for selling tickets covering
- eigil VB % aX\C_ cargoes, The Commissioner of Internal Revenue (CIR)
i Income taxes which the latter paid under protest. BOAC
fTan & for a refund but was denied by the CIR. On appeal, the Court
. - 2% Appeals (CTA) reversed the CIRand granted the claim for refund. 2

The CTA held that the proceeds of sales of BOAC passage tickets in

he Philippines do not c o [
1Ippines do not constitute income from Philippine sources “since

N.LR.C, Section 36 (1988).

.149 SCRA 395 (1987).

Britisy i

3 t Qverseas Airways Cor i b issi

oy Orerse Qi gg 205?20’?1‘;%’; f. Commissioner of Internal Revenue, CTA Case No. 2372
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no service or carriage of passengers or freight was performed by BOAC
within the Philippines.” It was the CTA’s position that the income
from transportation is income from services so that the place where
services are rendered determines the source.

In the petition for review on certiorari, the Supreme Court
reversed the CTA’s position and upheld the CIR. The Supreme Court
first concluded that BOAC is deemed doing business in the Philippines
for maintaining a general sales agent whose “activities” were in the
exercise of the functions which are normally incident to, and are in
progressive pursuit of the purpose and object of its organization as
an international air carrier.” Then, it ruled that the proceeds from
the sale of airline tickets are deemed income from Philippine sources,
to wit:

The source of an income is the property, activity or service that.

produced the income. For the source of income to be considered

as coming from the Philippines, it is sufficient that the income is

derived from activity within the Philippines. In BOAC's case, the

sale of tickets in the Philippines is the activity that produces the

income. x x x The situs of the source of payments is the Philippines.

The flow of wealth proceeded from, and occurred within Philippine

territory, enjoying the protection accorded by the Philippine

government.'””®

The Supreme Court went further to say that the transportation
ticket is “not a mere piece of paper.”"”*

It stated that it is a contract which gives rise to the obligation
of the purchaser to pay the fare and the corresponding obligation of
the carrier to transport the passenger upon the terms and conditions
set forth thereon.

Justice Feliciano wrote a lengthy dissenting opinion. He agreed
with the Court of Tax Appeals that the proceeds from the sale of the
tickets are not income from Philippine source since the transportation
service was not rendered here in the Philippines. He said that the
“source of income” relates not to the physical sourcing of a flow of
money or the physical situs of payments but rather to the “property,
activity or service which produced the income.”'”> He traced the concept

\7% Commissioner, 149 SCRA at 407; italics supplied.
™,

175 Citing Howden and Col, Ltd. v, Collector of Internal Revenue, 13 SCRA 601 (1965); id. at 414.
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of “source of income” for purposes of taxation to the United Stat
income tax system as introduced in 1916 and subsequentl embodi eg
in the 1939 U.S. Tax Code from which our Tax Code (Comymonwe 11(:h
Act 466, as amended) was patterned. He pointed out that ouraT
Code u‘nder Section 37(e)"” and the Income Tax Regulations im licit?x
recognized transportation as a service income. He even went Furth d
to state that the airline ticket in and of itself has no monetar valuer
even a scrap of paper. It was merely the “evidence of the Zontraz
of carriage” entered into between BOAC and the passenger

The Supreme Court reiterated the ruling in BOAC ign t.he sub
sequent cases of CIR vs. Air India”’, CIR vs. American Airlines!”® ;\(i

B.  Basic Concept of Source of Income
1. JURISDICTION

violart\irg stt}:iedtr:\ay tax anything not within its jurisdiction without
o stat% d e process clause of. the constitution. The taxing power
Hroga e oest not extend beyond 1ts‘territorial limits, but within such
e ay a.x pe.rso'ns; property, income of business.!® This is just
1“ S}nce taxation, in its true sense, is but compensation paid by th
Individual for protection to the person or his property.“‘}? Y e

(&) In ithi
expe If:;ﬂse {(r)&;r:e:ouriiesdpcgtly .thhzbn and partly without the Philippines. — Items of gross income
: section S},\au e :;ln educhons, ot-her than those specified in subsections (a) and (c) of this’
the rales nd a c;ca.te or apportioned to sources within or without the Philippines, under
income o (I)rfgu anons. prescribed by ‘the Secretary of Finance. x x x Gains, profits, and
€ trectog transportation or othfr services rendered partly without the Philippines, x x x'shall
as derived from sources within and partly from sources without the Philippi,nes. (italics

Supplied)

7157 SCRA 648 (1988).

180 SCRA 274 (1989).

GR. No. 60714, October 4, 1991.

: g"‘;’; Gas Corporation . Collector of Internal Revenue, 62 Phil. 895 (1936).
- ERTENS, supra note 59, Section 45-3.04; footnotes omitted.
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2. SOURCE

A “source” is that from which anything comes forth, regarded
as its cause or origin.'® It is the “first cause; origin that which gives
rise to anything; the first producer; one who or that which origi-
nates...”8 The word “source,” therefore, conveys one essential idea

that of origin.’®*

3. INCOME

“Income” is the return in money from one’s business, labor, or
capital invested; gains, profit, or private revenue.'® It is something
derived from property labor, skill, ingenuity, or sound judgment, from
two or more in combination, and it is not commonly thought of as
property but as gain derived from property or some other productive
source.'® '

Income taxes are based on income, gross or net.'¥ Thus, income
is the “test of faculty” as distinguished from capital.

Income as contrasted with capital or property is to be the test. The
essential difference between capital and income is that capital is
fund; income is flow. A fund of property existing at an instant
time is called capital. A flow of services rendered by that capital
by the payment of money from it or any other benefit rendered
by a fund of capital in relation to such fund through a period of
time is called income. Capital is wealth, while income is service

of wealth.'®

The U.S. Supreme Court has said that income may be derived from
three possible sources only: (1) capital and/or (2) labor and/or (3) the
sale of capitalassets.’® While the three elements of this definition need
not be accepted as all-inclusive, they serve as useful guides in an

18239 WORDS AND PHRASES 57 (1968).

183 12 MERTENS, supra note 59 at 10.

184 Id.

185 20A WORDS AND PHRASES 166 (1968).

186 I4., at 167. v

187 71 AM. JUR. 2d., State and Local Taxation, Section 443 (1973).

8 Marigal & Paterno v. Rafferty & Concepcion, 38 Phil. 414 (1918); italics supplied.

18 12 MERTENS, supra note 59 at 11.
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i;}gt;lry. into wt(;ether a particular item is from “sources within the
ilippines” and suggest an investigation i
s” nto the nature and locati
: :;Ifi rt\?:gi(;gvjty or proFerty which produces the income.’® In detc;.)lfl
ne “source” of income, it is helpful to ob : i ‘
derived from capital, labor ¢  and then b e weas
, , Or a sale of assets, and then t i
apit , 0 asc
where these activities took place.’®' And the key to understandirfgrtta}tz

source of an item of gross inc . .
ome is focu : .
criteria.1%2 sing on theappropriate sourcing

C. Characterization

o n(};hfhglzprime Cour(; in BOAC first ruled on the issue of whether
irlines are doing business in the Philippi
such issue is actually irrelevant inved out by Tuotin
h : actu , as correctly pointed out i
Fe}ilmlz\mo m. his dissent. Under the Tax Cod};,pa foreign coby Justice
;:zs_ tle; cf;n (Zo;ng blll)sltxiess or not in the Philippines, is taxable only on
rom Philippine sources.’® And sinc i i
. ror . e BOAC is a British-
Sf;g&fgﬁ?% it is t_a;;abel::1 only on its income from within the Philippines
1t be considered a resident or non-resid i ,
: ‘ ent foreign corporatio
Thus, the real issue in the cases is the source and ng:ecesszi"ily tl?e;

characterization of the in
CO 4 . 7s
tickets. ” me generated from the “sale of the airline

rporation,

1. SIGNIFICANCE

Characterization of the i i i
€1ncome is very important because differ
our%e n.ﬂes apply to different kinds of income. o
Or Instance, income from service is consi i
, nsidered incom
laceS where the service is performed.% @ from the
ale of personal property is generally considered income in the

e where the property is sold.' I i
; -7 Income from interest is d
Nicome in the place of residence of the obligors.1% cemed

®lHd, Section 45.3.02.

1':2 14, Section 45.3.03.

;“: :II:::C, S_ections 25 (a) & (b) (1988).

.m N:I~R.§., Sect.ions 36 (a) (3) & (c) (3) (1988).
A N.I~R. . Sectfon 36 (e).

» -R.C., Section 36 (a) (1) & (o) m.
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Thus, for income from labor or performance of services, the important
factor which determines the source of income is not the residence of
the payor, or the place where the contract for service is entered into,
or the place of payment.'” It is the place where theservices are actually
rendered.'*® '

2. AIRLINE AS A COMMON CARRIER

The Supreme Court failed to consider that an airline has long been
regarded as a common carrier and is thus engaged in the performance
of service. ' ,

A carrier of passengers is one who undertakes to transport persons
from place to place, gratuitously or for hire.” Art. 173229 of the Civil
Code provides that common carriers are persons, corporations, firms
or associations engaged in the business of carrying or transporting
passengers or goods or both, by land, water, or air, for compensation,
offering their services to the public. In consideration of the payment
of the fare demanded, a contract for the carriage of passengers imports
that the carrier will use all possible care and diligence in transporting

and delivering the passenger safely and promptly at the place of

" destination.?
In the case of Alitalia Airways vs. Court of Appeals ** the Court had
the occasion to state that “common carriers, like commercial airlines,

are in the business of rendering service, which is the primary reason
for their recognition in our law.” In fact, in several Supreme Court |
decisions, airlines were subjected to the obligations and liabilities of

a common carrier.?®

Since a common carrier is engaged in the performance of service, ;

then an airline company, like BOAC, is primarily engaged in rendering
transportation services to the public.

197 8 MERTENS, supra noté 101, Section 45.33.

18 I,

199 14 AM. JUR., Carriers, 218 (2d ed. 1973); footnotes omitted.
20 REPUBLIC ACT 386 (1949).

1 14 AM. JUR., supra, Section 737.

22187 SCRA 263 (1990).

3 Shewaran v. Philippine Air. Lines, Inc., 17 SCRA 606 (1966); Davila v. Philippine Air Lines, Inc..

49 SCRA 496 (1973); Abeto v. Philippine Air Lines, Inc., 115 SCRA 489 (1982); KLM Royal Dutc
Air Lines v. Court of Appeals, 65 SCRA 237 (1975).
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3. TRANSPORTATION INCOME

Tra‘nsportation income means any income derived from or i

conn.ectlon‘ with the use of a vessel or aircraft or the performan 11;
services directly relating to such a vessel or aircraft.?* In uncg .
standing the sourcing rules relating to transportation incc->me, it shoxflz

be kept in mind that vessels i
or aircraft for us .
the focus of attention.2’s e between countries are

4. U.S. LAWS

There was introduced in the 1921 Tax Law of the U.S., which w.
later bfo.ught in to the 1939 code, the basis for our Tax Coée (CA 466a)s
a provision that “gains, profits, and income” from “transportation ,
other services rendered partly within and partly without the Unit 05
States... shall be treated as derived partly from sources within ed
partly frqm sources without the United States.”2% This was based u&m
ahrecogmtion gf the fact that transportation was a service and Fh(::
:hz s?;:rce ;)\f income dex.'ived therefrom was to be treated as being
e {)nte styv er;e the service of transportation was rendered.?’ It was
e al:).n o Congrgss under the 1921 law to place the taxation of
- th}; 2 ion ;:ompames upon sounder and more scientific basis, and
b principle was adopted of considering income derived from
nsportation to be income for service, and thus the place where the
o Tvices were rendered determined the source.?”® The result was income
om Usources partly within and partly without the U.5.2
Earnedngzl;n t}tle U.S. Ta>f Reform Agt of 1984, transportation income
e Us, o razrl’:)sportatlon tha.t begms and ends in the U.S. is treated
tha b é inor‘ne. . Transportatlon.mcome earned from transportation
) gins in the US and ends in a U.S. possession (or vice versa)
reated as 50% United States source income.2!!

_—
04
12 MERTENS, supra note 59, at Section 45-3.20.

08 . .
Id. (italics supplied).
1.

12 M '
ERT ion 4
'IU ENS, supra note 59, at Section 5-320, uU.s. IRC, Section 863 (C)
'S‘ IRC, SeCtiOl’l 863 (C) (2) (A)
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This was still based upon a recognition of the fact that transpor-
tation was a service.???

Thus, if point of origin and point of destination are both within
the United States, the income is all U.S. source income.?”®> On the other
hand, if the point of origin and the point of destination are both outside
the United States, the income is foreign source income.?** If the point
of origin or the point of destination is within the United States, but
not both, the income is sourced 50 percent United States and 50 percent
foreign.””®

D. Analysis

In the BOAC case, the Supreme Court did not consider the income
of BOAC as income from performance of transportation services. It
referred to the definition of “gross income” in the Tax Code’* and
concluded that the definition is “broad and comprehensive enough
to include proceeds from sales of transport documents.” It also referred
to the enumeration of gross income from sources within the Philip-
pines under Section 37 (a) [now Secticn 36 (a)],% of the Tax Code and

~ held that the enumeration “does not mention income from the sale
of tickets for international transportation.” And thereafter concluded
that the enumeration is not “all-inclusive” and merely “directs” that

22 12 MERTENS, supra note 181, at Section 45-3.20.
213 Id.
24 1q.
25 Id.

26 *Gross income’ includes gains, profits, and income derived from salaries, wages or compensation
for personal service of whatever kind and in whatever form paid, or from profession, vocations,
trades, business, commerce, sales, or dealings in property, whether real or personal, growing
out of ownership or use of or interest in such property; also from interests, rents, dividends,
securities, or the transactions of any business carried on for gain or profits, or gains, profits,
and income derived from any source whatever. [Sec. 29 (3)].

27 Goction 36 — The following items of gross income shall be treated as gross income from sources
within the Philippines:

(1) Interest. bxxx.

(2) Dividends. xxx.

(3) Services. xxx.

(4) Rentals & Royalties. xxx.
(5) Sale of Real Property. xxx.

(6) Sale of Personal Property. xxx.
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the types of income listed therein be treated as income from sources
within the Philippines.

.I‘t would seem that the Supreme Court tried to impress in its
decision that the sale of transportation tickets is not among those
specifically enumerated as items of gross income or income from sources
within the Philippines but is a special class of income which can be
included in the enumeration under its “catch all” provision or under
tt}e theory that the enumeration is not exclusive. The Supreme Court
did not even try to characterize the sale of transport tickets as any
f’f ‘those items enumerated. It did not even categorically state that
it is a sale of personal property. More so, it did not even consider
or p'erhaps even chose to ignore, the transaction as a contract for,
services.

, The theory of the Supreme Court hinged on its conclusion hat
"the sale of tickets in the Philippines is the activity that produces the
mcome.t’ Was it trying to say that the “sale” is the service performed
Or was it trying to say that the “sale of the tickets” is akin to a sale
of.personal property wherein the place of sale is the decisive point?
With these questions in mind it would be noteworthy to take a closer
’ilook at the nature of an airline ticket.

. As Justice Feliciano stated “the phrase sale of airline tickets,’
hile widely used in popular parlance, does not appear to be correct
S a matter of tax law.”® The transportation ticket has been viewed
xthe.r as a mere receipt for the money paid or as a contract between
he ticket holder and the common carrier which embraces the entire
greement between the parties.”® Under the first view, the ticket itself
0€s not constitute a contract between the parties, but is merely the

dence of the right to transportation in consequence of a contract
0 carry. 2% Under the second view, the ticket embraces within its terms
{1 the elements necessary to constitute a valid contract, binding upon
"¢ parties entering into the relation of carrier and passenger.?!
-hi(;}lr ')urisd.icti.on, we have adopted the latter view. In Shewaram vs.
Jippine Air Lines, Inc.*?, the Supreme Court has impliedly recog-
1zed the airline ticket as a contract and applied the provisions of

Commissioner, 149 SCRA at 421.

14 Am. JUR., supra note 199, at Section 811.
Ia, Section 812.

14, Section 813,

17 SCRA 606 (1966).
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Article 1750 of the Civil Code in determining the liability of the
airline. In fact, in the BOAC case itself, the Supreme Court recognized
the airline ticket as a contract when it stated that:

A transportation ticket is not a mere piece of paper. When issued
by a common carrier, it constitutes the contract between the ticket-
holder and the carrier. It gives rise to the obligation of the purchaser
of the ticket to pay the fare and the corresponding obligation of
the carrier to transport the passenger upon the terms and conditions
set forth thereon.?”

But as Justice Feliciano held in his dissenting opinion:

The airline ticket in and of itself has no monetary value, even as
scrap paper. The value of the ticket lies wholly in the right acquired
by the “purchaser’ — the passenger — to demand a prestation from
the BOAC, which prestation consists of the carriage of the “pur-
chaser: or the passenger from one point o another outside the
Philippines. The ticket is really the evidence of the contract of

VOL. 37 NO. 1
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E. International Carrier's Tax

The BOAC case was significant only to the income earned prior
-to N ov.ermber 24,1972. On said date, Pres. Decree No. 69 was promulgated
imposing the 2-1/2 carriers tax, as follows:

X x x  Provided, however, that international carriers shall pay

a tax of 2-1/2 percent on their gross Philippine billings.?”-

.The §aid tax was applicable only to international carriers doing
busmess in the Ph}hppines.228 Pres. Decree No. 1355, promulgated on
April 21, 1978, defined the term “gross Philippine billings” as follows:

X x x “Gross Philippine billings’ includes gross revenue realized
fro'm the uplifts anywhere in the world by any international carrier
doing business in the philippines of passage documents sold therein
whether for passenger, excess baggage or mail, provided the carg(;
or mail originates from the Philippines. x x x

i : 225 . - .
carriage entered into between BOAC and the passenger.””. The said provision prodided for a simplified way of taxing

"’f;te'rnat'ionz‘al carriers. Prior to such time, the BIR encountered
ifficulties in verifying the allocation of income of international car-

_riers earned in the Philippines and expenses attributable thereto in
relation to their world income.2?

‘A document evidencing the contract of the parties remains a contract
 notwithstanding any provision or stipulation the parties may agree
to incorporate therein. It is a mere piece of evidence, a mere piece
of paper. So is an airline ticket. The fact remains that the real object
or subject matter therein is the obligation of the carrier to transport
he passenger to the point of destination.

Furthermore, as pointed out by Justice Feliciano in his dissenting
opinion in the JAL case, the tax involved here is the tax on incom
we are not concerned with a sales tax nor with an excise or privilege
tax. Income taxes are based on income while excise or privilege taxes
are imposed upon the performance of an act, the enjoyment of a privilege
or the engaging in an occupation.” Thus, the emphasis should no
be on the sale of tickets” but on the consideration for such sale —
the right to be transported — which gave rise to realization of income

F. Effect Of BOAC

In a ruling dated February 2, 1978, the BIR ruled that income
rted from the purchase and sale of Reader’s Digest Magazine, is
?Come derived from the place in which it is sold. And since éhe
Cceptance 'of the subscription order or the consummation of the sale
0ok place in Hong Kong, the income from subscriptions are deemed

2§tome from without the Philippines pursuant to the “passage of title”

dive

¢ forS;.fbsequentl?r, the BIR rulgd that income earned by the publishers
hi 1gn magazines are conmder,gd income from sources without the
on Fpme.s, since the same constitute compensation for labor or per-
~nal services without the Philippines.?® The situs is the place where

23 Article 1750 provides that “[a] contract fixing the sum that may be recovered by the owne ——

or shipper for the loss, destruction, or deterioration of the goods is valid, if it is reasonabl
and just under the circumstances, and has been fairly and freely agreed upon.”

2t Commissioner, 149 SCRA at 407; italics supplied.

25 1d., at 421.

7
N.LR.C,, séction 25 @) (2).
Id,

Toledo, supra note 4, at 32-33.

BIR o
2¢71 AM. JUr., State and Local Taxation, Sec. 29 (2nd ed. 1973). uling No. 31287 (October 8, 1987); BIR Ruling NO. 278-88 (June 28, 1988).



86 ATENEO LAw JOURNAL VOL. 37 NO. 1 1992 TaxatioN OF FOREIGN CORPORATIONS
87

effectively connected with the business i i
branch: However, in the case of MarubezzP f\;:;clz(:lr;i; thll;e Ph%llppine
t con31d_e.red‘ Marubeni Corporation, Japan, who has a ‘bv. ‘h here
n the Philippines, and Marubeni Nederland, a subsidiary of Ef\ncfh iy
as ons and thg same entity in order to consider the lat}t,er ase gaged
n ga e or business in the Philippines. In Commissioner of Inter le ;gaged
v r'octer & F;fzmble PMC, the Court initially refused to a nil he ta
sﬁ::;ﬁg 1E>rc>v1scljon toa US parent corporation. In Commissiozfr?z,) %zﬁ?x
WhiChp reorgle1 Cegutxi: cpnmdered the. “sale of the tickets” as the .activit ,
whic pr e income of an international airline company. A X
inally, in Granger Associates v. Microwave Systems, Inc Pt)heyéo n(i
, Inc., ur

the editing, programming, printing and publication of the magazines
took place, which is outside the Philippines.

However, in the light of the BOAC ruling, the BIR reversed its
position. BIR Commissioner Jose Ong ruled that the filling up of the
subscription form by the Philippine subscriber is the activity that produced
the income constituting of the subscription payments.?** And since the
subscription forms were filled here in the Philippines, the income
therefrom constitutes income from Philippine sources.

Since the disputed income in the BOAC case was earned prior
to the promulgation of Pres. Decree 69, the Supreme Court might have
really thought it iniquitous for the proceeds from the sales of the tickets
to escape income taxation considering that the payments were made
here. But in'so doing, the significantly circumvented the principles
behind sourcing of income and expenses for taxation purposes. If they
can do it with the publishing companies, they can also do it to other
industries.

Thus, while the BOAC case itself may not be significant anymore
for international carriers with the advent of the 2 1/2 international
carrier’s tax, it can still have rippling effects on other lines of business.

The tax laws are not enti
rely blameless. The basic
: . at
'I;ax C;)de was coplgd from the United States tax laws. V%hitli:nt\h()fl?ur
w;v;sh ave severa} times been overhauled, abandoning old rine~ I'S.
ti\esce; are r}ot deemec} beneficial, our tax code as continued tg enfl;p;la ,
ihese Iérmc.lples. .For instance, the “force of attraction principle” w}?' }}i
peUC re]ec;ed in 1966 is still embodied in our code. And the Supre;f\
, in order to correct the “anomalous” si i c
-ou . . alous” situation wherei -
3 :tin;ess income of the resident foreign corporation is taxede;3 ;nl e
o thevei:lh'llf' it is not effecti.vely connected with its trade or bus?xr, e
e he; elpigntmﬁs, Pr;llgd in Marubeni that the corporation witlfs;
' e Philippines be considered a -resi i
rpoTli?tlon with respect to such income. nonresident foreign
deat e et(.;nx-sparmg provision which was incorporated in the Tax Cod
ainsgtnd tc]; encourage foFelgn investments. It is not really an instrum i
et 'clzu le taxation like the tax credits. It is a purely incentf?n
oo te(; ée Second Division of the Supreme Court denied its ap licati1 on
AN mred Iiai:in’l,)l:-u.s.zé.‘ smc; the U.S. laws provide for angndir:clz
ax credit and not a “tax-s " i
e  Cr ne pare” credit. Hence, th
tsubsConcepltual difficulty” in applying the tax sparing provisiz\e
Y theequer}t y, the Courf: en banc considered that the U.S. laws com he&
.ndirercetq;nremegts s;e‘t in our code since mathematically, the amlz)unt
ax credit that will be allowed i i ’
e : ed in the U.S. will
rgoe ;ha'xrl }t\he ct:wenty p%rcent (20%) tax which the Philippine gO\t/):mnl;uecn}:
- e Court en banc also set aside the re i i
dA?tlen earlier by the Second Division. poriing requirements
e treat rﬁggroxftbl;zs b;een th; pci)licy of the government to equalize
v nches and subsidiaries h izati
ct] . d , such equalization h
Slde)rlxtb::n .achleved. TI.\e dividends declared by subsidiaries o?snggt
reign corporations are subject to the thirty five percent (35% ;
(/]

V1. CONCLUSION

The regulation of foreign investments can take many forms. And
one of these government tools is the power of taxation. The present
system of taxing foreign corporations, to a large extent, influences the
decisions of the foreign investors to bring in their capital to the Philippines.
However, taxation can only be an effective tool if the policy of the
government, as embodied in the laws, is coherent and strategic.

The role of the Supreme Court in interpreting and applying th
tax provisions in the adjudication of the cases is also very important.
As seen from the cases discussed, the Court made several pronouncements .
on and even departure from existing tax principles embodied in th
Tax Code. In Marubeni Corporation v. Commissioner of Internal Revenu
it treated the head officeas a nonresident foreign corporation in relation

to its income from investments made in the Philippines which are no

=1 BIR Ruling No. 95-90 (May 28, 1990); BIR Ruling No. 96-90 (May 28, 1990); BIR Ruling NO7
97-90 (May 28, 1990).
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.Al.though it is very obvious or elementary, perhaps a clear
deflnltlop as to what constitutes a “contract” and what constitutes the
appropriate “activity” which is the source of income, should be

tax or to lower fifteen percent (15%) tax, regardless of whether or not
such income is effectively connected with the subsidiaries’ operations
here in the Philippines. On the other hand, branch profits are subject
to the fifteen percent (15%) branch profits remittance tax if they are
effectively connected with the business of the Philippine branch.
The Tax Code does not set the parameters of what constitutes
“doing business”, the basis for the distinction between resident and
nonresident foreign corporations. The concept of “doing business”
under the Tax Code is the same concept under the investment laws
and jurisdictional statutes. But the concept is for from settled. And
it has never been evaluated from the taxation point of view.
It is important to note that Justice Florentino Feliciano, an expert
in international law, wrote the dissenting opinions in the BOAC and
JAL cases. And he was the ponente of the en banc decision reversing
the decision of the Second Division in Proctor & Gamble.
Thus, it can be seen that the adequacy of our tax laws and the
decisions of the Supreme Court shape the manner of taxing foreign
corporations. Supreme Court decisions, which enunciated some departure
from existing principles, may be indications that there are some in-
adequacies in our tax laws. They can also be indications of the Supreme
Court’s strict posture towards foreign corporations.
Our laws have been amended too, but in a patchwork and
incoherent manner. As a result, we have a diluted and muddled tax
policy regarding foreign corporations.

- ; garding the airline companies.
Obviously, there is so much that can be done. It is jus}t) about

time that the government look into the adequacy and soundness of
the tz.ax.provisions affecting foreign corporations in a thorough and
wholistic manner and make clear the policy towards them TI%is will
solve a lot of problems and perhaps leave little room for pOliC}" decisions

VII. RECOMMENDATIONS

This study showed that there is a need for the government to
review the positions of branches and subsidiaries from a taxation point
of view if it is indeed the policy to place both at par. If there is a
distinction as to “effectively connected” income as to branches, the
same distinction should also be applied to the subsidiaries’ income-

Itis high time to abandon the “force of attraction” principle governing
resident foreign corporations. Without splitting the status of a branc
and head office, there should be further distinction as to the busine
and nonbusiness income generated by resident foreign corporation
The latter income should be subject to a higher tax.

The concept of “doing business” under the tax statutes shoul
be reviewed and made clear. The concept adopted by the investment
laws which is also used for tax purposes has not really provided th
clear distinction that is demanded for stability.



