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**Title**: SMI-Ed Philippines Technology, Inc. v. Commissioner of Internal Revenue

**Facts**:
SMI-Ed Philippines Technology, Inc. (SMI-Ed Philippines) was a Philippine Economic Zone
Authority (PEZA)-registered corporation authorized to engage in the manufacturing of ultra
high-density microprocessor unit packages. The company registered on June 29, 1998, but
failed to commence operations due to the Asian financial crisis, and by October 15, 1999,
the factory was temporarily closed. On August 1, 2000, SMI-Ed Philippines sold its buildings
and  some  machineries  and  equipment  to  Ibiden  Philippines,  Inc.,  a  PEZA-registered
enterprise, for P893,550,000.00 and was dissolved on November 30, 2000.

In the year 2000, SMI-Ed Philippines subjected the entire gross sales of its properties to a
5% final tax on PEZA-registered corporations and paid taxes amounting to P44,677,500.00.
Believing the amount was erroneously paid, SMI-Ed Philippines filed an administrative claim
for the refund of the taxes with the Bureau of Internal Revenue (BIR) on February 2, 2001.
The BIR did not act on the claim, prompting the company to file a petition for review before
the Court of Tax Appeals (CTA) on September 9, 2002.

The CTA Second Division  denied the  claim for  a  refund,  stating  that  PEZA-registered
enterprises could only avail of fiscal incentives if they had commenced operations. The sale
of SMI-Ed Philippines’ properties was thus subject to a 6% capital gains tax, making the
company liable for a deficiency tax, which led to the denial of the refund. This decision was
affirmed by the CTA En Banc.

SMI-Ed Philippines then filed a petition for review before the Supreme Court, challenging
the CTA En Banc’s decision and asserting errors in the tax assessment and the imposition of
the 6% capital gains tax.

**Issues**:
1. Whether the Court of Tax Appeals (CTA) has the jurisdiction to assess deficiency taxes in
the first instance.
2.  Whether  SMI-Ed  Philippines  is  entitled  to  the  fiscal  incentives  provided  to  PEZA-
registered corporations, given that it never commenced operations.
3. Whether the sale of SMI-Ed Philippines’ properties is subject to a 6% capital gains tax.
4. Whether the CTA En Banc correctly denied the refund claim of SMI-Ed Philippines.

**Court’s Decision**:
1. The Supreme Court clarified that the CTA does not have the power to assess taxes but
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has jurisdiction to determine the proper category of tax that should have been paid, in the
process of  evaluating a refund claim.  Determining the appropriate tax category is  not
deemed an assessment but an incidental matter in resolving the central issue of entitlement
to a refund.

2. The Court held that SMI-Ed Philippines was not entitled to the benefits extended to PEZA-
registered enterprises because it never commenced operations. Hence, it could not claim
the 5% preferential tax rate on gross income in lieu of all taxes and was subject to ordinary
tax rates under the National Internal Revenue Code of 1997.

3. In defining capital assets, the Court found that buildings, equipment, and machineries
sold by SMI-Ed Philippines were capital assets since they were not used in the trade or
business due to the company’s failure to commence operations. However, it differentiated
the imposition of the 6% capital gains tax, stating it applied only to the sale of lands and/or
buildings and not to machineries and equipment. The Court corrected the ruling, stating
only the proceeds from the sale of lands and/or buildings were subject to capital gains tax.

4. Concluding its analysis, the Supreme Court set aside the CTA’s decision, ordering a
refund to SMI-Ed Philippines of the 5% final tax paid, minus the 6% capital gains tax on the
sale of land and building. Due to the lapse of the prescriptive period for tax assessment, any
excess capital gains tax could no longer be recovered from SMI-Ed Philippines.

**Doctrine**:
– The Court of Tax Appeals does not have the power to make tax assessments but can
determine the proper category of tax payable incidental to resolving refund claims.
– PEZA-registered corporations are only entitled to tax incentives if they have commenced
operations.
– The sale of capital assets by corporations is subject to distinct tax treatments: lands and/or
buildings may incur capital gains tax, while machineries and equipment are subjected to
normal corporate income tax provisions.

**Class Notes**:
1.  **Jurisdiction of  CTA**:  Reviews decisions/inactions of  the Commissioner of  Internal
Revenue on disputed assessments, refunds, and other tax-related matters. It does not assess
taxes but determines the correct category of tax liability when adjudicating refund claims.

2. **Tax Incentives Eligibility for PEZA**: To qualify for fiscal incentives provided to PEZA-
registered enterprises, such entities must have commenced operations, contributing to the
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envisioned economic development.

3. **Capital Gains Tax on Corporations**: Imposed only on the sale of real property (lands
and/or buildings), not on the sale of machineries and equipment.

4. **Prescriptive Period for Tax Assessments**: The BIR has three years from the filing of a
return to assess taxes. Failure to make an assessment within this period bars the recovery
of any potential tax deficiency.

5. **Legal Principles**: The interpretations of tax laws must always adhere to clarity, with
any ambiguity  resolved in favor of  the taxpayer to  safeguard against  unwarranted tax
burdens.

**Historical Background**:
The nuances and complexities involved in tax law, particularly surrounding incentives for
economic zone-registered companies and the categorization of capital assets, reflect the
legislative intent to spur economic development through tax incentives while maintaining
the integrity of the tax system. SMI-Ed’s case underscores the importance of operational
commencement for entitlement to tax incentives and delineates the scope of capital gains
tax applicability for corporations,  confirming critical  interpretations of  tax statutes and
principles governing tax administration and litigation in the Philippines.


