G.R. No. 148187. April 16, 2008 (Case Brief / Digest)

### PHILEX MINING CORPORATION vs. COMMISSIONER OF INTERNAL REVENUE**
#### **Facts:**

On April 16, 1971, Philex Mining Corporation (Philex Mining) entered into an agreement
with Baguio Gold Mining Company (Baguio Gold) for Philex Mining to manage and operate
Baguio Gold’s Sto. Nino mine. The agreement, styled as a “Power of Attorney,” stipulated
various terms, including financial arrangements, compensation, and termination
procedures. Over the years, Philex Mining made advances of cash and property under the
agreement terms. However, due to continuous losses, Philex Mining withdrew from the
management on January 28, 1982, leading to the mine’s cessation of operations on February
20, 1982.

Following these events, a “Compromise with Dation in Payment” was executed on
September 27, 1982, acknowledging Baguio Gold’s indebtedness to Philex Mining and
outlining payment methods through asset transfers. On December 31, 1982, an amendment
to this compromise was made, revising Baguio Gold’s debt amount and payment methods.

Philex Mining, in its 1982 income tax return, deducted P112,136,000.00 as a bad debt loss
from its gross income, which the Bureau of Internal Revenue (BIR) disallowed, leading to a
deficiency income tax assessment. Philex Mining protested the BIR’s decision, arguing that
the deduction met all requisites for a bad debt deduction. The case escalated through
various legal forums, ending with the Court of Tax Appeals (CTA) affirming the BIR’s
assessment and the Court of Appeals later upholding the CTA’s decision.

Philex Mining then filed a petition for review with the Supreme Court.
###H# **[ssues:+*

1. Whether the advances made by Philex Mining to Baguio Gold constituted a loan or an
investment.

2. Whether the Compensation Agreement and the Amended Compensation Agreement
should affect the interpretation of the original “Power of Attorney.”

3. Whether the disallowed bad debt deduction was correctly classified by the BIR and the

lower courts.
#### **Court’s Decision:**

The Supreme Court denied the petition, affirming the decisions of the Court of Appeals and
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the CTA. The Court held that the “Power of Attorney” agreement essentially formed a
partnership or joint venture between Philex Mining and Baguio Gold, rather than a simple
debtor-creditor relationship. The advances made by Philex Mining were, therefore, deemed
capital contributions to the partnership, not loans, and thus could not be deducted as bad
debts. The Court reasoned that the arrangement included shared profits, mutual
contributions to the project, and joint control over the operation, which are hallmarks of a
partnership. Additionally, the Compromise Agreements were determined not to alter the
nature of the initial contractual relationship established under the “Power of Attorney.”

#### **Doctrine:**

The receipt of a share in the profits of a business is prima facie evidence of a partnership.
Contributions to a common fund with the intention of dividing profits among contributing
parties are indicative of a partnership or joint venture rather than a creditor-debtor
relationship.

#### **Class Notes:**

- A partnership involves a contract where two or more parties agree to pool resources for a
common goal and share the profits or losses. It is distinct from a creditor-debtor
relationship, where one party is obligated to repay the other without conditions tied to
profit-sharing.

- Deductions for bad debts in income tax are strictly scrutinized and must satisfy specific
criteria: the debt must be valid and recognized, ascertained to be worthless, and written off
within the taxable year.

- The intention of the parties, as reflected in their agreements and subsequent conduct, is
crucial in determining the nature of their business relationship. A partnership is
characterized by shared contributions, risks, and interests in the profits, not merely by the
title of their agreement.

- The doctrine that deductions for income tax purposes partake of the nature of tax
exemptions and are strictly construed against the taxpayer underlines the burden on the
taxpayer to substantiate claims for deductions convincingly.

#### **Historical Background:**

This case underlines the keen scrutiny applied by Philippine courts in interpreting
agreements that blur the lines between partnership and creditor-debtor relationships,
especially in the context of tax deductions. The decision is pivotal in understanding how
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courts delineate between various business arrangements and their corresponding tax
implications, reflecting the judiciary’s role in clarifying complex commercial transactions in
the realm of tax law.
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