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### Title:
**Commissioner of Internal Revenue vs. Consuelo L. Vda. de Prieto**

### Facts:
Consuelo L. Vda. de Prieto (respondent) on December 4, 1945, made a significant gift of real
estate to her four children, valued at P892,497.50. When she filed the gift tax returns in
February 1954, the Commissioner of Internal Revenue (petitioner) revalued the property at
P1,231,268.00, leading to a reassessed gift tax, including interest and penalties, totaling
P117,706.50.  De  Prieto  settled  this  amount  on  April  29,  1954,  with  P55,978.65  of  it
attributed to interest due to delinquency. De Prieto sought to deduct this interest amount in
her 1954 income tax return as a business expense. The Commissioner disallowed this,
assessing a deficiency income tax against her of P21,410.38 for not being able to deduct the
interest payment.

The respondent challenged the Commissioner’s decision, and the dispute eventually reached
the Court of Tax Appeals. The court reversed the Commissioner’s decision, prompting the
Commissioner to appeal to the Supreme Court, which is where the case stands for review.
The core question is whether the interest paid due to late payment of donor’s tax qualifies
as an “indebtedness” under section 30(b)(1) of the Tax Code allowing it to be deductible in
computing net income.

### Issues:
1. Whether the interest paid for the late payment of donor’s tax is deductible from gross
income under section 30(b) of the Tax Code.
2. The applicability and interpretation of section 80 of Revenue Regulation No. 2, as it
affects the deduction of interest from gross income for tax purposes.

### Court’s Decision:
The Supreme Court affirmed the decision of the Court of Tax Appeals, thereby allowing the
deduction of the interest paid on late payment of the donor’s tax from the respondent’s
gross income. The Court meticulously dissected the definition of “indebtedness” as per
section 30(b)(1) of the Tax Code and similar United States statutes, concluding that taxes
can  be  considered  as  indebtedness,  therefore  the  interest  on  such  taxes  should  be
deductible as interest on indebtedness.

The Court rejected the petitioner’s reliance on section 80 of Revenue Regulation No. 2,
clarifying that it applies specifically to the deduction of taxes under section 30(c) of the Tax
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Code, not to deductions for interest on indebtedness under section 30(b). Thus, it was held
that interest payments on delinquent taxes, while not deductible as taxes, could still be
claimed as deductions under the provision pertaining to interest on indebtedness.

### Doctrine:
This case establishes the doctrine that interest paid on the late payment of taxes qualifies as
“interest on indebtedness” and is, therefore, deductible from gross income in computing net
income under section 30(b) of the Tax Code. It underscores the distinction between the
deduction of taxes per se and the deduction of interest on indebtedness, illustrating the
intricacies of tax law and the interpretation of tax regulations.

### Class Notes:
– **Indebtedness Definition**: A tax can be considered an indebtedness— an unconditional
and legally enforceable obligation for the payment of money.
– **Interest on Taxes**: Interest paid for the late payment of taxes is deductible as interest
on indebtedness, not as taxes themselves.
– **Statutory Provisions**: Section 30(b)(1) of the Tax Code on the deduction of interest on
indebtedness plays a central role. Revenue Regulation No. 2, section 80, cannot be applied
to contradict the clear provisions of the Tax Code.

### Historical Background:
This  case  occurs  in  a  post-World  War  II  Philippines,  during  economic  reconstruction,
underscoring the government’s stricter implementation and reassessment of taxes and the
citizens’ adjustment to these tax measures. It shines light on the evolving tax laws and
regulations during this period, reflecting the transitioning economy’s needs.


