Policy Review of Financial Sector Taxation (First Module)


The Capital Market Development Council (CMDCouncil) commissioned a study on the policy review of Philippine financial sector taxation in order to come up with a more tax-neutral financial market.  The study was funded through a grant assistance from Project EMERGE of USAID and conducted by the Zambrano & Gruba Law Office. 


The study begins with foundational considerations in terms of the fundamental principles of financial sector taxation. The main report is then organized into four parts.  The first part inventories the prevailing tax treatment of financial institutions; the second  part surfaces the major tax-related issues in the financial sector and classifies these as either cross-sectoral issues or sector-specific issues; the third part surveys prevailing tax treatment of the financial sector in Hong Kong, Thailand and Singapore while the final part makes recommendations on how to address arbitrage situations, from the legal perspective and where appropriate states the practices relative to these situations in select foreign jurisdictions. Recommendations on whether these issues can be addressed administratively or through legislation are likewise presented. A CD copy of the study is available at the CMDCouncil Secretariat office.

Foundational Principles


There are a number of universally-accepted tax principles such as administrative simplicity, fairness or equity and economic neutrality or efficiency.  Administrative simplicity means that the tax system is not costly to administer and should be enforced with the least inconvenience to the taxpayer.  On the other hand, equity or fairness can either refer to horizontal equity or vertical equity.  The former states that “people in equal positions should pay the same tax” while the latter refers to the “idea that tax system should distribute the burden fairly across people with different abilities to pay”.  Neutrality, which is a key policy objective particularly for financial sector taxation, means that taxation “should exert minimal impact on the spending and business decisions of individuals and businesses”.  In short, it should not unduly influence the investment and savings patterns of individuals or provide distinct advantages to particular products, services or financial providers. The study notes that the financial sector’s capacity for arbitrage has been identified as a key distinguishing feature or element of the sector in relation to other sectors. (The other key features being the financial sector’s sensitivity to inflation and thus to non-indexed taxes. From Patrick Honohan, “Financial Intermediation: Theory And Practice for Emerging Economies). 

Meanwhile, tax arbitrage exists where there is lack or absence of uniformity in the tax treatment of similar financial instruments and financial institutions.  Tax considerations then overshadow other considerations such as relative prices and economic costs and yields.  It also creates a competitive advantage to the specific financial institutions favored by the tax treatment over the other institutions. For developing economies, neutrality and simplicity take on key roles in the allocation of resources.  The ideal situation therefore is for the tax system not to interfere in or distort the pattern of financial transactions that investors may choose to undertake. 


Financial sector taxation aims to promote the development of the capital market by mobilizing savings, promoting the development and trading of financial instruments and ensuring that the financial sector bears an equitable share in the total tax burden.

Findings, Issues & Recommendations

The study lists or inventories the various tax treatment of financial institutions and instruments, broadly divided into the banking and the non-bank sectors.  The non-bank sector includes insurance companies, investment houses, finance companies, securities dealers and brokers, pre-need companies and mutual funds.  The report provides a brief background of the industry, its statutory basis, regulatory framework and key economic activity.  A matrix of the present tax treatment is then laid out as well as details of the tax treatment. 


There are a number of cross-sectoral tax issues which by themselves present tax arbitrage opportunities.  Another set of cross-sectoral issues refer to the shifting interpretation of relevant tax laws. Tax arbitrage potentially exists in the following:

(A) 20% Final Witholding Tax Exemption: The interest income derived by individuals from long-term bank deposits or bank-issued investment certificates is exempted from the 20% final tax.  For non-bank financial institutions, interest income from long-term certificates of indebtedness issued to individuals is subject to 20% final tax.  Similarly, investments in long-term insurance products are not exempt from the 20% final tax. 

(B) Trust Accounts: Interest income from common or individual trust funds where the trustee is a bank is exempt from the 20% final withholding tax (FWT).  Where the trustee in a common trust fund is an investment house with trust license, interest income is subject to 20% FWT.  The interest income derived by a pre-need company’s trust fund from long –term investments is not exempt from the 20% FWT.

(C) Preferential Tax Treatment of expanded Foreign Currency Deposit System:  Interest income derived by individuals (citizens and resident aliens), domestic and resident foreign corporations from a bank under the expanded foreign currency deposit system is subject to 7.5% final tax.  Also, interest income from foreign currency loans granted by banks under the expanded system to residents (other than offshore units in the Philippines and other depositary banks under the system) is subject to 10% final tax.  This preferential income tax treatment fuels the migration of funds from peso-denominated products to foreign currency bank deposits.

(D) Retirement Plan:  Retirement plans administered by trust departments of banks and employee trust fund covered by a trust agreement with banks are exempt from income tax. Life insurance companies are permitted to administer retirement funds under a Deposit Administration Contract, but the income generated there from is subject to income tax.  Similarly situated are pre-need companies vis-à-vis their pension plans.  Extending the exemption to life insurance and pre-need companies requires that they be permitted to act as trustees of private benefit retirement plans.

(E) Educational Plan:  Pre-need companies are subject to value-added tax (VAT). As such, the premiums on pre-need education plans are subject to the 12% VAT.  On the other hand, educational plans offered by life insurance companies are subject to the 5% premium tax.  

There are other areas of cross-sectoral tax issues arising from shifts in the interpretation of tax laws.  Examples are the following:

(A) 19-lender Rule:  The definition of deposit substitutes refers to the term public which means that borrowing from twenty (20) or more individuals or corporate lenders at any one time.  Interest income from deposit substitutes is subject to FWT.  BIR Ruling NO. 020-01 confirmed that the issuance of government debt instruments and securities to a single entity does not constitute borrowing from the public such that these are not deemed deposit substitutes.  This was superseded by BIR Ruling No. 007-04.  It ruled that mere issuance of government debt instruments and securities falls within the scope of deposit substitutes, regardless of the number of lenders at the time of origination.  Both the issuance and subsequent distribution in the secondary market constitute public borrowing of the government.  As such, interest income from government instruments and securities is subject to FWT.

(B) Determining the tax base for GRT:  The issue is whether the withholding tax portion on interest income forms part of gross receipts in computing the gross receipts tax (GRT).  From 1952 to 1996, The Board of Tax Appeals ruled that the term gross receipts means the whole amount received as interest without deductions.  In 1996 the Court of Tax Appeals ruled that FWT on bank’s passive interest income does not form part of its taxable gross receipts.  In 1999, the CTA reversed this ruling, holding that the gross interest income earned, without deductions, is the proper GRT tax base.  In 2003, the Supreme Court ruled that the withholding tax portion on interest income forms part of gross receipts in computing GRT.


Sector-specific Tax Issues:

(A) Banks:  The banking sector’s specific tax issues include the tax treatment of deposit substitutes, the creditable withholding tax (CWT) and the documentary stamp tax (DST).  As regards deposit substitutes, banks are active income earners such that income from deposit substitutes should be subject to the regular income tax in lieu of the present 20% FWT.  On a related manner, the sector proposes that definition of public be confined to lenders who are passive income earners, thereby active lenders such as banks and non-banks would be deemed as non-public.  The sector also suggests the exclusion of reverse repurchase agreements from the definition of deposit substitutes. With respect to the CWT on financial services, the sector raises equity issues in view of the inability to utilize the CWT and shifts the credit risk of the BIR from the banks to their clients, who generally have a higher credit risk.  As for the DST, the sector argues that imposing DST on electronic documents will discourage the use of electronic means in financial transactions such as remittances.  Further, the sector views the DST on the acceptance or payment of any bill of exchange or order for payment of money drawn in a foreign country but payable in the Philippines as discouraging investments.

(B) Insurance : The cross-sectoral tax issues affecting the life insurance sector pertain to the non-exemption of long-term insurance products from the FWT and of the retirement plans administered by life insurance companies from income tax.  The sector’s specific tax concern centers on the BIR’s interpretation of RA no. 9243 that DST on life insurance policies is due every time the corresponding premium is collected.  In addition the sector contests the assessment of deficiency DST prior to RA No. 9243.  

For the non-life insurance sector, it assails the imposition of the VAT on reinsurance premiums and commissions on the primary ground that there is no taxable sale of goods or services in reinsurance transactions but merely a distribution of risk arising from an existing policy.  As regards the DST, the non-life insurance sector advocates for a lowered rate for its policies in order to be competitive with its foreign counterparts, proposes that the computation of the tax base revert from gross premiums to net premiums and suggest the lengthening of the imprinting period to 90-day cycle for premium payments observed in the industry.  Finally, the sector requests for the issuance of the relevant rules for the account classification that is apt for the non-life insurance business in connection with the minimum corporate income tax.

(C) Investment House: The investment houses’ sector raises the cross-sectoral issues on the tax advantage afforded to long-term bank investment products as opposed to long-term certificates of indebtedness of all other non-bank financial institutions.  It also raises the concerns on “double taxation” of repurchase facilities.  This treatment compounds the weak secondary capital market in the Philippines.

(D) Pre-Need: Apart form the issue that income from the long-term investment of pre-need company’s trust fund is subject to the 20% FWT and that pre-need companies be permitted to act as trustee of private retirement benefit plans, the pre-need sector is concerned with the computation of the tax base for VAT.  The issue is whether a pre-need company’s mandatory contributions to the trust fund may be deducted from the applicable tax base.  While the deduction was clearly permitted under the previous law on the VAT, the advent of RA No. 9337 and its accompanying regulations muddled the clarity such that there is room to interpret that the deduction is disallowed.  Sustaining such interpretation could redound to the pre-need plan holders shouldering the burden of the VAT.

(E) Securities Dealers & Brokers: For this sector, a key concern is to address the high transaction cost in the stock exchange, which to a large extent can be attributed to the stock transaction tax, the VAT on stock brokering services and the impending expiration of the exemption of stock exchange transactions from DST.  The sector is also concerned with the assessment of deficiency DST on brokers even for dealer or house accounts and on sales transaction in the stock exchange where the counter-party is an entity exempt from DST, e.g. GSIS, SSS.  The IPO tax is viewed by the sector as adversely affecting the decision of corporations to go public.  Finally, the sector pushes for the establishment of real estate investment trust in the country.

(F) Financing Companies:  The financing companies’ sector advocates for the uniform tax treatment of leases.  It proposes that financial lease and operating lease by financing companies be excluded from the coverage of the GRT and instead be subject to the VAT.  This will place financial leasing on equal footing with loans and operating lease on equal footing with lease by non-financing company-lessors which is subject to VAT.  Further, the present GRT base of gross rentals for operating lease (vs. interest income alone for financial lease) effectively taxes the principal.  The sector also pushes for the exclusion of the financial and operating lease from the coverage of the CWT on the ground that financing companies are more reliable tax payors than their clients and the inability to avail of the CWT due to the thin spreads of financing companies. It also suggested amendments to RA no. 8556.

(G) Mutual Funds: The mutual fund sector treats the unit investment trust fund (UITF) as clearly distinguishable from mutual fund products.  The UITF shall not include long-term funds designed to avail of the exemption form the 20% FWT.  As such, the tax incentive granted to long-term common trust funds does not apply to UITFs. Also, the sector views the DST as a recurring tax burden that erodes the yield of the funds when the holding period is less than one year.

Some significant observations from cross-country comparisons (Singapore, Hong Kong and Thailand) revealed that (1) no distinction is made between locally-denominated deposits and foreign currency-denominated bank deposits; (2) there is a narrow scope of the stamp duty in Singapore and Hong Kong, whereas in the Philippines ad valorem DST is imposed on time deposits; (3) in the foreign jurisdictions, no distinction is made on the treatment of interest income depending on the maturity period and whether the issuer or trustee in the case of collective investment schemes,  is a bank or a non-bank entity; (4) for life insurance—only the Philippines imposes a premium tax; (5) in Singapore and Hong Kong concessionary tax rates are applied to income derived by non-life insurance companies form insuring and reinsuring offshore risks; and (6) on share transfers, the Philippines has the highest transaction cost among the four jurisdictions.

The final section of the study offers recommendation on addressing instances of tax arbitrage whether at the administrative level or via legislation.  It cited the administrative rulings and relevant tax laws and/or court rulings that have to be looked into to achieve a more neutral financial sector taxation regime. These recommendations were given from a purely legal standpoint as such requires further validation by the appropriate economic analysis. The need to have a wholistic and comprehensive appreciation of financial sector taxation and its impact on economic development is the subject of Part 2 of the Policy Review. There is a need to amplify on the economic underpinnings and financial rationale behind the present tax structure. Understanding and taking stock of the historical background behind these tax measures may also reveal valuable insights as the findings may already show that the tax is no longer needed given new or changing circumstances or that a more appropriate and responsive structure should take its place. Thus, the key objectives of Part 2 of Financial Sector Taxation Reform are (1) to review the economic basis or foundation for the present tax structure in the financial market and identify potential reform paths; and (2) to quantify the costs and benefits of achieving tax neutrality in the financial system.  The consultants for Part 2 are Dr. Philip Medalla, a noted economist and professor of Economics at the UP School of Economics together with the Zambrano & Gruba Law Office.  This second module is expected to be completed by April 2007. The first consultation workshop with stakeholders was conducted last December 4, 2006. 

