
Can a taxpayer deduct business ex-
penses related to passive income? 
Under the BIR’s latest issuance, tax-

payers need to identify and segregate their 
expenses more carefully. 

Business expenses inevitably arise, re-
gardless of the nature of operations. Few 
truths in business are as enduring as the 
adage: it takes money to make money. With 
this in mind, the Bureau of Internal Revenue 
(BIR) issued Revenue Memorandum Circu-
lar (RMC) No. 81-2025, providing a clearer 
compliance framework for taxpayers to de-
termine which business expenses qualify for 
tax deduction. 

While RMC No. 81-2025 focuses on ex-
pounding on the deductibility of both  or-
dinary and  necessary expenses in relation 
to Section 34(A)(1)(a) of the Tax Code, this 
update is crucial to taxpayers as it draws a 
sharper line between expenses tied to active 
income and those related to passive income. 

Through the RMC, the BIR has made it 
explicitly clear that only expenses directly 
tied to the generation of active income — 
that is, income derived from the conduct 
of trade, business, or profession — may be 
considered deductible. 

The RMC provides a comprehensive 
framework for how taxpayers must ap-
proach expense deductibility. It provided a 
detailed description of when an expense can 
be considered ordinary and necessary. 

ACTIVE INCOME VS PASSIVE INCOME 
In addition, the RMC also emphasized that 
expenses must not only be customary and 
helpful in the taxpayer’s line of business, 
but they must also be intrinsically linked to 
income-generating activities that require 
active participation. 

Thus, when a taxpayer derives both ac-
tive and passive income, the RMC requires 
the taxpayer to segregate the expenses that 
are directly attributable to active business 
operations from those related to passive 
income generation. Moreover, each income 
stream, whether subject to regular tax, 
preferential rates, tax-exempt, or fi nal tax, 
should have its expenses correctly identi-
fied. The RMC describes active income as 
earnings derived from activities that involve 
substantial e� ort or participation, such as 
selling goods, providing services, or engag-
ing in professional practice. These are the 
core operations of a business, and expenses 
incurred in these areas — like salaries, rent, 
utilities, and marketing — are considered 
both ordinary and necessary for generating 
revenue. Active income typically arises from 
direct involvement (active pursuit) in trade, 
business, or professional activities; active 
income results from the taxpayer’s active 
pursuit of its primary business or trade. 

In contrast, passive income includes 
interest, dividends, royalties, and certain 
rental income, earned with minimal or no 
active involvement. These income streams 
are typically subject to fi nal withholding tax, 
meaning they are taxed at source and are 
not subject to further deductions. Hence, 
expenses related to managing investments 
that generate passive income — such as fees 
for fi nancial advice, interest from loans to 
fi nance investments, or brokerage services 
— do not qualify as deductible under the 
ordinary and necessary rule. 

Last, the RMC also provides that passive 
income can become active income if the 
taxpayer repeatedly and systematically en-
gages in activities that produce such income, 
transforming it into a business venture. 
Likewise, income typically considered ac-
tive may be treated as passive if it is earned 
occasionally or without any substantial or 
recurring effort. Ultimately, classification 

hinges on whether the income results from 
habitual, business-driven actions or from 
merely holding assets and earning returns 
without substantial participation. Thus, 
the degree, frequency, and intent of par-
ticipation in the income-producing activity 
are the main considerations in classifying 
income as passive or active.

The requirement of expenses needing to 
be related to active income poses various 
challenges for taxpayers as discussed herein. 

MIXED SOURCES OF INCOME 
Taxpayers who earn both active and pas-
sive income must now distinguish expenses 
more rigorously, ensuring that only those 
tied to the defi ned active operations are 
claimed, which may lead to more disallowed 
deductions during audits.

Many businesses engage in both opera-
tional and investment activities. Under the 
new interpretation, expenses related to 
managing passive income streams — even 
if part of a broader business strategy — are 
excluded, potentially increasing their e� ec-
tive tax burden. 

For example, a company earns most of 
its money from making and selling a par-
ticular item. But the company also invests 
its excess cash in investment products and 
earns interest. It also owns shares in various 
companies and regularly receives dividends. 
Under the new RMC, the company can only 
subtract costs directly related to making and 
selling the particular item and not the costs 
related to making the investments. 

Hence, the company is now tasked with 
identifying and segregating expenses from 
various income streams. This task can be a 
challenge, particularly if the expenses are 
not specifi cally identifi able. Some allocation 
may be needed, and any allocation method 
may face challenges from the BIR. 

Businesses that rely both on active and 
passive income to support operations must 
now carefully manage their fi nances, as they 
can’t reduce their tax bill using related ex-
penses from passive income. For many, this 
means rethinking investment strategies and 
preparing for a potentially higher tax burden. 
Given the definition and classification of 
income as passive or active, the defi nition and 
application to taxpayers may not always be 
clear-cut, leading to interpretation issues and 
potential confl icts with the tax authorities.

By disallowing deductions for costs 
related to generating passive income, the 
policy could disincentivize investment be-
havior, especially among small and medium 
enterprises that desire to earn interest or 
dividend income to supplement active op-
erations and manage cash fl ows.

INCOME SUBJECT TO FINAL WITHHOLDING TAX
Final withholding tax (FWT) is considered 
a fi nal tax on certain passive income. When 
a tax is fi nal, it means the tax withheld at 
source is deemed the full and complete pay-
ment of tax on that income, leaving no room 
for further deductions or adjustments. In 
essence, the Tax Code has simplifi ed the 
process by applying a low, fi nal tax on the 
gross amount to tax the gross amount in a 
fi nal, simplifi ed manner.

The BIR stressed that allowing deduc-
tions on income already subject to final 
withholding tax could result in a double 
benefi t for taxpayers — paying a lower, fi nal 
tax rate while also reducing taxable income 
through expense deductions. To prevent 
this, RMC 081-2025 links the non-deduct-

ibility of expenses to the fi nal tax treatment 
of passive income. This ensures that passive 
income, such as interest or dividends, is 
taxed on a gross basis —without subtracting 
related costs — maintaining the simplic-
ity and fi nality of the withholding system. It 
also reinforces the principle that only active 
income, which is taxed under regular in-
come tax rates, may be reduced by ordinary 
and necessary business expenses.

SUBSTANTIATION REQUIREMENTS
The RMC points out that taxpayers must 
substantially prove by evidence or records 
the deductions claimed under the law; oth-
erwise, the same will be disallowed. The 
mere allegation of the taxpayer that an item 
of expense is ordinary and necessary does 
not justify its deduction. Pieces of evidence, 
such as o�  cial invoices and vouchers, must 
be presented to substantiate the business 
expenses. 

INORDINATELY LARGE EXPENSES
The expense must meet the test of reason-
ableness in terms of amount. The RMC re-
iterated that an inordinately large expense 
cannot be considered an ordinary expense 
even if it is necessary. For example, an ex-
pense which nearly equaled half of the to-
tal expenses claimed may be  considered as 
inordinately large. Hence, it could not be 
considered “ordinary,” even if it might be 
“necessary.” 

The RMC added that extraordinary and 
unusual amounts paid to individuals (natural 
or juridical) as compensation for their sup-
posed services, but without any relation to 
the measure of their actual services, cannot be 
regarded as ordinary and necessary expenses. 

WHAT BUSINESS OWNERS SHOULD DO
Given the mandate of the RMC, taxpayers 
are encouraged to 

• Review income sources; identify which 
are active and which are passive.

• Segregate expenses; ensure only those 
tied to active income are claimed.

• Prepare documentation; keep clear re-
cords to support deductions.

• Reassess investment strategies; con-
sider the tax implications of passive income.

CONCLUSION
In summary, the BIR’s goal is to simplify 
tax compliance, prevent abuse, and uphold 
the integrity of the fi nal tax system through 
RMC 81-2025.

RMC No. 81-2025 clarifi ed how taxpay-
ers interpret and apply the “ordinary and 
necessary” rule for expense deductibility. 
By drawing a sharper line between active 
and passive income, the BIR emphasized a 
framework that demands greater diligence 
in expense classifi cation and tax planning.

While the intent is to simplify compli-
ance and preserve the integrity of the fi nal 
withholding tax system, the impact may be 
more complex — especially for businesses 
with diversified income streams. Hence, 
taxpayers need to be more attentive in their 
classification and substantiation of their 
business expenses. 

Let’s Talk Tax is a weekly newspaper col-
umn of P&A Grant Thornton that aims to keep 
the public informed of various developments 
in taxation. This article is not intended to be a 
substitute for competent professional advice.
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DITO CME Holdings Corp. said the 
Konektadong Pinoy Act will not neces-
sarily bring down service costs immedi-
ately because of continuing infrastruc-
ture gaps, particularly cellular towers.

“The problem is that our towers 
are few compared to other countries,” 
DITO CME President and Chief Op-
erating O�  cer Donald Patrick L. Lim 
told reporters on Monday.

“Hopefully, more towers will be set 
up. Because if you get more people 
and companies in, it will not automati-
cally make services cheaper or faster 
because all of it still has to cross the 
highway, which is the tower,” he added.

He said more providers will not imme-
diately result in cheaper telecom services.

“It’s not a free-market economy be-
cause there are also infra challenges. So 
hopefully, everyone can also invest, but… 
it’s not as easy as you think,” he added.

The law, also known as the Open 
Access in Data Transmission Act, 
streamlines licensing for new entrants 
to boost competition in data transmis-
sion. It lapsed into law on Aug. 24.

The Department of Information 
and Communications Technology 
has committed to complete the law’s 
implementing rules and regulations 
(IRR) within 90 days.

Separately, Mr. Lim said the invest-
ment of Singapore’s Summit Telco 
Corp. Pte. Ltd. in DITO CME is ex-
pected to be completed within the year.

“It should be done this year … We 
have to clean it up,” he said, noting that 
the parties are still fine-tuning the 
details of the deal.

“Our bosses are just talking to one 
another and ensuring that the transi-
tion will be (smooth). Because if you 
put in money, of course you want 
things fi xed,” he added.

The transaction involves the sale of 
up to 9 billion DITO CME shares.

This year, the company is planning to 
raise up to P26.53 billion to ramp up the 
operations of DITO Telecommunity Corp.

It is also planning to raise an ad-
ditional P28.83 billion over the next 
five years via private placements. — 
Justine Irish D. Tabile

GREENPEACE Philippines 
said fraud, waste, and corrup-
tion in climate-adaptation 
projects, including fl ood-con-
trol works, resulted in losses 
topping P1 trillion between 
2023 and 2025, with the vast 
majority involving contracts 
overseen by the Department 
of Public Works and Highways 
(DPWH).

Citing data from the Nation-
al Integrated Climate Change 
Database and Information Ex-
change System (NICCDIES), 
Greenpeace said the DPWH 
was responsible for P800 bil-
lion of the projects, including 
around P560 billion in 2025.

Greenpeace campaigner 
Je� erson Chua said the lack of 
proper climate action is weak-

ening efforts to mitigate the 
e� ects of climate change. 

“Theft of climate funds at 
such a scale is atrocious, and 
offenders are akin to climate 
criminals,” Mr. Chua said.

Mr. Chua said the pursuit 
of projects funded by debt in-
flates government borrowing 
without producing commen-
surate benefi ts.  

Mr. Chua called for more 
nature-based, community-led 
solutions tailored to the needs 
of each community.

“A lot of these projects that 
are corrupt, unfortunately are 
useless... For these projects to 
be usable and useful to com-
munities, public (involvement) 
is key,” Mr. Chua said. — Andre 
Christopher H. Alampay

Konektadong Pinoy must still
address tower shortage — DITO
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Greenpeace estimates P1-T lost in
irregular climate-action projects

THE Department of Energy 
(DoE) said it is proposing the 
introduction of virtual power 
purchase agreements (VPPAs) in 
the trading of renewable energy 
certifi cates (RECs).

“There is a need to issue guide-
lines allowing RE developers to 
enter into fi nancial arrangements 
for the transfer of RECs to busi-
ness and industries in consider-
ation of guaranteed payments for 
electricity,” according to a draft 
circular posted by the DoE.

Under the draft guidelines, the 
seller and buyer can enter into 
VPPAs covering the sale of vol-
untary RECs, without actually 
exporting electricity. 

RECs are issued to partici-
pants in the Renewable Portfolio 
Standards (RPS) scheme, indi-
cating that the energy sourced, 
produced, and sold or used comes 
from eligible RE systems.

Those not required to comply 
with the RPS can voluntarily pur-
chase RECs generated by eligible 
RE facilities.

“For funding or fi nancing pur-
poses, a VPPA shall be recognized 
as a valid type of PPA for the as-
sured offtake of the generated 
power from a VPPA Project,” the 
DoE said.

The DoE noted that only RE 
projects that generate voluntary 
RECs may qualify as a VPPA project. 
The value of the voluntary RECs as-
sociated with the electricity gener-
ated by the seller can be assessed 
based on established domestic and 
international standards.

Voluntary RECs under the 
VPPA will carry a term of 10 years 
at minimum, reckoned from the 
date of commercial operations 
and subject to renewal.

The RE market, the venue for 
trading RECs, commenced full 
commercial operations in 2024.

The market was authorized by 
the Renewable Energy Act of 2008 
and is intended to help the gov-
ernment achieve its goal of raising 
the RE share of the power mix to 
at least 35% by 2030 and 50% by 
2040. — Sheldeen Joy Talavera

Virtual PPAs proposed for
trading in RE certificates  

THE Philippine Ports Author-
ity (PPA) said it terminated the 
contract of MAC Builders, Inc., 
which was to build a passenger 
terminal building for the Port of 
Zamboanga, due to design issues 
and delays.

“ What we envisioned back 
in 2021 when the project was 
started no longer meets current 
operational requirements,” PPA 
Assistant General Manager for 
Engineering James J. Gantalao 
said in a statement on Monday.

M r.  G a n t a l a o  a l s o  c i t e d 
location-specific challenges and 
design considerations, without 
providing detail, while attributing 
some of the delays to the pan-
demic, which rendered initial cost 
estimates for building materials 
obsolete.

“Despite these challenges, 
the contractor proceeded with 

its implementation, albeit at a 
very slow pace. Since then, the 
PPA has repeatedly issued formal 
notices and warning letters to the 
contractor to expedite the work,” 
he said.

The PPA estimated that the 
contractor has collected only 18% 
of the contract price.

“Su�  cient funds remain avail-
able to complete the project as 
planned, to give the riding public 
the best kind of services they de-
serve,” he said.

Separately, PPA awarded the 
expansion of Lamao Port in Zam-
boanga del Norte to the joint ven-
ture of MRBII Construction Corp. 
and Mancol Construction Corp.

The contractor will have 720 
calendar days to complete the 
P435.01 million expansion of 
Lamao port. — Ashley Erika O. 
Jose

Zamboanga passenger terminal deal
canceled over design issues, delays


