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Title: C. M. Hoskins & Co., Inc. vs. Commissioner of Internal Revenue

Facts:
C. M. Hoskins & Co., Inc. (Petitioner), a domestic corporation engaged in real estate, filed
its income tax return for the fiscal year ending September 30, 1957, showing a net income
of P92,540.25 and paid a tax liability of P18,508.00. The Commissioner of Internal Revenue
(Respondent) disallowed certain deductions, including a significant payment to Mr. C. M.
Hoskins,  the  controlling  stockholder,  leading  to  an  assessed  income tax  deficiency  of
P28,054.00. Petitioner appealed this decision to the Court of Tax Appeals, which upheld the
disallowance regarding Mr. Hoskins’ payment but set aside other minor disallowed items,
finding a revised tax deficiency of P27,145.00. Petitioner then appealed to the Supreme
Court.

Issues:
1. Whether the payment to Mr. C. M. Hoskins constitutes deductible ordinary and necessary
business expenses under Section 30 (a) (i) of the Tax Code.
2. Whether such payment, being inordinately large and related to Mr. Hoskins’ control of
the company, should be treated as a distribution of earnings and profits.

Court’s Decision:
The Supreme Court upheld the Tax Court’s decision that the payment to Mr. C. M. Hoskins
was not a deductible expense but a distribution of earnings and profits. The Court identified
several factors supporting this conclusion, including Mr. Hoskins’ overwhelming control of
the company (owning 99.6% of shares), his receipt of significant compensation beyond the
contested payment, and the corporate policy on commission sharing which did not justify
the amount paid.

Doctrine:
The Court reiterated the doctrine that payments to employees, including controlling officers
or stockholders, must be reasonable in relation to services rendered and must not serve as a
means to distribute earnings and profits under the guise of deductible business expenses.
The decision emphasized that  the determination of  reasonableness depends on various
factors, including the relationship between the compensation and the services provided, the
size and earnings of the business, and the general economic conditions.

Class Notes:
Key Concepts:
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– Deductible Business Expenses: To be deductible, expenses must be ordinary, necessary,
and reasonable in amount.
– Reasonableness of Compensation: The determination involves considering the services
rendered, the business size and earnings, and other relevant factors.
– Distribution of Earnings and Profits: Payments that disproportionately benefit controlling
stockholders, not justified by corresponding services, may be treated as distributions of
profits rather than deductible business expenses.

Relevant Statutes:
–  Section  30 (a)  (i)  of  the  National  Internal  Revenue Code:  Governs  what  constitutes
allowable  deductions  from  gross  income,  including  ordinary  and  necessary  business
expenses.

Historical Background:
This case reflects the complex interplay between corporate governance, tax liability, and the
treatment of payments to key stakeholders. It underscores the importance of adhering to
principles of reasonable compensation and the implications of corporate decisions on tax
liabilities.  The  ruling  ensures  that  corporations  cannot  evade  tax  obligations  by
characterizing  distributions  to  controlling  figures  as  deductible  expenses.


