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From the President’s Desk

SEAH SIEW YUN

VOLUNTARY DISCLOSURE

At a dialogue in February 2018,
the Inland Revenue Board Malaysia
(IRBM) presented a preliminary
proposal to the Institute and
other professional bodies on the
imposition of penalty of 100% of
the tax undercharged under certain
circumstances relating to tax audit,
with effect from 1 April 2018. The
Institute has submitted a joint
feedback to the IRBM’s proposal
together with other professional
bodies. Ihave been informed by the
IRBM that the said proposal is now
put on hold until further notice.
Meanwhile, the IRBM will continue
to engage with the Institute on this
matter as the proposal may still
be pushed forward whenever it is
ready. The IRBM also acknowledged
that the 100% penalty based on the
proposal should not be practised by
their officers at the moment except
for specific cases involving repeated
offences.

As members are aware, the
penalty imposed on incorrect returns
is not more than 35% of the tax
undercharged if it is voluntarily
disclosed, according to the IRBM’s
Tax Audit Framework 2017.
Voluntary disclosure may mitigate
the consequences of the negative
impact of audit and investigation
enforcements. With the above-
mentioned deferment of the 100%
penalty for the time being, I would
encourage members to take up this
window of opportunity to engage
with their clients to do tax health
checks and assess their tax risks so
that a timely decision can be taken
on whether voluntary disclosure is
needed for prior years of assessment.

I am pleased to highlight several
key happenings from the Institute’s
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engagements with various authorities
in the first quarter of 2018 as
follows:-

2018 National GST Conference
The Institute in collaboration
with the Royal Malaysian Customs
Department (RMCD) successfully
organised the fourth National GST
Conference (NGC 2018) at the Kuala
Lumpur Convention Centre from
27 - 28 February 2018. Up to 1,300
participants attended the NGC 2018
which was on the theme of “Future
Challenges of GST Administration”.
I would like to thank the RMCD,
NGC Committee, Secretariat,
participants, moderators, speakers,
panellists and all those involved in
making the NGC 2018 a success.
Dato’ Sri Subromaniam Tholasy,
Director General of Customs,
announced at the NGC 2018 that
the Malaysian Goods and Services
Tax Compliance Assurance
Programme (MyGCAP) will be
rolled out in the second quarter of
2018. MyGCAP will involve the
training of professionals to be able
to conduct GST compliance reviews
for GST registrants which for a start,
involve the public-listed companies,
government linked companies
or companies with revenue of at
least RM 100 million. One of the
objectives of MyGCAP is to facilitate
faster GST refunds. Also, companies
which are in the MyGCAP can obtain
automatic approval for applications
for special schemes in relation to
GST. The RMCD has identified the
Institute as one of the professional
bodies to organise the training
course for MyGCAP. The Institute
commenced the registration for the
training course at the NGC 2018

and I am pleased to inform that the
response has been very encouraging
with more than 200 registrations.
Registration for the training course
is still open. Members may contact
the Institute’s CPD department for
registration and enquiries on the
training course.

Dialogue with the tax authorities
on issues arising from the 2018
Budget and Finance Bill (No. 2)
2017

The IRBM chaired a dialogue on
12 January 2018 with the Institute,
other professional bodies and the
Ministry of Finance (MoF) on the
Institutes’ joint memorandum on
issues arising from the 2018 Budget
and Finance Bill (No. 2) 2017. The
minutes of the dialogue will be
circulated to members when it is
made available by the IRBM.

The Institute is also engaging
with the MoF and the IRBM in
relation to the earning stripping rules
and the capital allowance on software
development expenditure which were
proposed in the 2018 Budget.

Second time renewal of Section
170 GST tax agent licence

On 20 February 2018, the
Institute and other professional
bodies met with the MoF and the
RMCD to discuss on issues arising
from the difficulties which would
be faced by the GST licensed
practitioners in the second renewal
of their GST tax agent licence. The
principal issue amongst others that
was discussed is the requirement for
20 clients for the 2-year approval
period which should be widened to
include services such as GST review,
GST advisory, GST audit, assistance
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on appeals/refunds, other non-
GST filing services instead of being
restricted to GST tax filing services
only. The Institute is waiting for a
written response from the MoF and
will update members as soon as the
written response is received.

CPD Events

In my President’s message in the
previous issue of the Tax Guardian, I
expressed a hope that the operations
undertaken by the IRBM to enhance
tax awareness and bridge the shortfall
in taxes through tax collection,
civil lawsuits and convictions, tax
audits and investigations and focus
on big cases in specific industry
sectors, would be supplemented with
matching and laudable efforts in
education programmes to enhance
compliance. Therefore, it gives
me great pleasure to inform that

i the IRBM and the Institute jointly
organised the “Morning Talk: Your
Business and Tax” which was held
on 5 April 2018 at the IRBM’s
headquarters in Cyberjaya for the
general public. Details of the talk
have been circulated to members.

The Institute recently paid a visit
to Dato’ Sri Sabin Samitah, Director
General of Inland Revenue, at his
office in Cyberjaya to present the
National Tax Conference (NTC)
2017 cheque and discuss on matters
pertaining to the coming NTC 2018
which is co-organised by the Institute
and the IRBM. The NTC 2018 will be
held at the Kuala Lumpur Convention
Centre from 16 - 17 July 2018 on the
theme of “Taxation in a Changing
Economy - Towards TN50”. The
details of the conference are available
in this issue of Tax Guardian and
have also been circulated to the

members. Ilook forward to seeing
many of you at the conference.

Membership

I would strongly encourage tax
practitioners who are not CTIM
members to apply for membership
with the Institute. Also, CTIM
members who are engaged in public
practice and possess a valid tax licence
issued by the Ministry of Finance
under Section 153 of the Income Tax
Act 1967 should consider applying
for the CTIM Practising Certificate,
if you have not already done so. The
eligibility criteria and application
procedure for CTIM membership and
the CTIM Practising Certificate are
listed in the membership section of the
Institute’s website at www.ctim.org.my.

The CTIM Council and I would
like to thank all members for their
continuous support of the Institute.
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Editor'sNote

YEO ENG PING

In this edition of Tax Guardian, our
contributors examine the deductibility
of Employee Share Option Scheme
expenses, and the classic issue of what
constitutes “entertainment” for which a
limitation on deduction applies. There
is also an article that helpfully walks us
through the various taxes that apply for
property investments via Real Estate
Investment Trusts (REITs). Iam
especially pleased to see a contribution
from the Inland Revenue Board Malaysia
(IRBM), which is titled Updates on
International Tax Matters. This article
systematically recounts the various
actions taken in Malaysia to implement
a number of the 15-point Base Erosion
and Profit Shifting Plan. It concludes by

|
el . S

saying that Malaysia is working on other
areas of the Action Plan including the
taxation of the digital economy, earning
stripping rules, review of incentives,
and updating of the Transfer Pricing
and Mutual Agreement Procedure
Guidelines.

Which brings me to share with
you a few updates. Since the start
of 2018 there has been more media
coverage on the taxation of the digital
economy. Early March, our Finance
Minister II, Datuk Seri Johari Abdul
Ghani said that Malaysia is looking
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towards introducing new rules to tax
“new industries” referring to the digital
economy, acknowledging it is complex.
If you search for “digital economy”

in the IRBM website, you will see

quite a detailed articulation of what
constitutes “digital economy”, examples
of such business, and the income tax
treatment. Practice Note No. 1/2018
“Tax Treatment On Digital Advertising
Provided By A Non-Resident” was also
issued on 16 March 2018 and is quite a
short and instructive document on how
the IRBM thinks Sections 109 and 109B
of the Income Tax Act 1967 could apply.
It appears that so far there has not yet
been official pronouncements around
the tax treatment of cryptocurrencies,

»

4

e
but these are early days. The policy

and technical debates on this have just
only begun and I expect there will be

no shortage of intellectual deliberations
and pondering in these areas for years to
come.

Back to the pressing matters around
tax audits — the Audit Framework was
amended and issued in March 2018,
taking effect on 1 April 2018. A few
interesting observations:-

o Removal of the clause that the
IRBM will not examine or call for
documents for years of assessment

that are time-barred. This indicates
that the IRBM will as a matter of
procedure ask for documents for
time-barred years.

o The CEO of the IRBM had
previously clarified in the media
that a 100% penalty will be imposed
under several circumstances i.e.
this is not to be applied on all cases.
It would have been a lot more
comforting for taxpayers if such
direction was formally incorporated
into the amended Audit
Framework, but unfortunately this
was not included.

o New, shortened “start to finish”
timelines for audits i.e. from four
months to three months, and
taxpayers to have 18 days instead of
21 days to respond to the IRBM’s
audit queries. In principle, thisis a
good development, in that the level
of efficiency on both sides of a tax
audit should improve over time, but
in practice I believe it will still be
important for audit officers to know
they may/should exercise their
discretion to extend timelines in a
reasonable manner.

At an event this April, the CEO of
the IRBM mentioned that enforcement
activities are proceeding strongly
(there are more audit cases for the first
three months than against the same
period in 2017), though there is less
media coverage since the start of 2018.
This is propelled by much improved IT
systems allowing quick and accurate
data matching from various sources of
information from Goods and Services
Tax returns, Bank Negara, to third
party information. The IRBM has a
RM134.7 billion tax collection target
for 2018, having achieved RM123
billion in 2017. So, in short, no rest
for taxpayers and tax practitioners, it
is important to stay vigilant, technical
and professional.



InstituteNews

CPD EVENTS

A series of events were conducted in
the 1st quarter 2018 as follows:
o Cross Border Transaction &
Withholding Tax
o TaxIssues & Implications for
Property Developers & Investors
o  Tax Audits & Investigations: Issues,
Strategies & Appeals
o  Tax & Your Property Transaction
+  Withholding Tax: Clearing the
Myths
o  Transfer Pricing - Issues &
Developments
The workshop on ‘Cross Border
Transaction & Withholding Tax’ was
conducted by Mr. Harvindar Singh at
various major towns. The speaker shared
his vast experience and knowledge of
the factors that needed to be considered
in ascertaining the Malaysian taxation
implications arising as a result of
engaging in cross border transactions.
Dr. Tan Thai Soon presented a
series of workshops on “Tax Issues &
Implications for Property Developers
& Investors” at several venues i.e
Kuala Lumpur, Penang, Ipoh, Johor
Bahru, Kota Kinabalu & Kuching.
This workshop covered many aspects
of Malaysian tax law, regulations and

public ruling. In particular, it covered
the Real Property Gains Tax, tax
treatment for land owner under joint
venture, accounting, tax planning, tax
issues and GST implications and tax
audit for property developers.

For the first time, the workshop on
“Tax & Your Property Transaction”
was offered to CTIM members in
Miri. This popular workshop was
conducted by Ms. Yong Mei Sim on 2
February 2018 and received full house
attendance.

Ms. Farah Rosley, Deputy President

e

of CTIM & Mr. Saravana Kumar
from Lee Hishammuddin Allen &
Gledhill conducted a seminar entitled
‘Tax Audit & Investigations - Issues,
Strategies & Appeals’ at several major
cities namely Kuala Lumpur, Johor
Bahru and Penang.

CTIM organised a Seminar
on “Transfer Pricing: Issues &
Developments” on 7 March 2018
at Sheraton Imperial Hotel, Kuala
Lumpur. Experts on Transfer Pricing
discussed and shared various aspects
and issues on the latest developments.
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CRYPTOCURRENCY:
TAX IS NOT VIRTUAL

Chong Mun Yew




cryptocurrency: tax is not virtual

IN AN ONLINE REPORT BY FINANCIAL TIMES,
"COINCHECK PROMISES REFUND AFTER USD500M

i CRYPTOCURRENCY HEIST"ON 28 JANUARY 2018,
? A JAPANESE CRYPTOCURRENCY EXCHANGE i
ISSUED AN APOLOGY AFTER HACKER STOLE
CRYPTOCURRENCY' BELONGING TO 260,000
CUSTOMERS. JAPANESE CRYPTOCURRENCY i
EXCHANGE COINCHECK SAID ITWOULD

REPAY CUSTOMERS AFTER FALLING VICTIMTO

ONE OF THE WORLD'S BIGGEST HEISTS? ¢

Given the size of the heist and the fact that it was
committed digitally, this is worrying especially in today’s
digital age! We are all familiar with the saying: There are
only two things certain in life i.e. death and taxes’, but can
cryptocurrency escape taxes? Cryptocurrency creates many
new headaches for regulators in respect of the legality and
taxation of this new asset class.

This article seeks to examine the premise of Bitcoin*,
the very first widely accepted digital currency and its
potential effect on the taxation industry.

THE RISE OF DIGITAL CURRENCY

Prior to 2009, no one seriously foresaw the rise of
digital currency. After the financial crisis highlighted the
oversight by the central banks and financial institutions
which lead to losses in monetary reserves, people start
looking for a more secure replacement to traditional
fractional reserve banking.

On 3 January 2009, Bitcoin, the very first decentralised
digital currency utilising the blockchain’, was launched
by a mysterious person known only by the pseudonym
Satoshi Nakamoto, whose true identity remains
unknown®. Since then, the value of Bitcoin has steadily
appreciated as the demand for the digital currency grew
despite a few small dips in its short 10 year history.” At
the same time, the increase in the demand for digital
currencies has spawned more new cryptocurrencies like
Ethereum and Ripple. With the introduction of more new
cryptocurrencies, it increases the market capitalisation of
digital currency.

WHAT IS BITCOIN?

Bitcoin is a decentralised digital currency where
Bitcoins are registered with a Bitcoin address. This makes
the entire system pseudonymous with transactions being
recorded under pseudonyms so that the identities of the

parties are kept private. Bitcoins are stored in a Bitcoin
wallet. The Bitcoin wallet is basically just a collection
of Bitcoin addresses. Each of the Bitcoin addresses was
created with a valid private key.

Bitcoin has the characteristic of a Fiat currency which
means that it is not backed by a physical commodity like
gold or government guarantees. Currently, most nations
utilise fiat currency to drive their economies. The biggest
fiat currency would be the United States Dollar which has
been a fiat currency since 1971# The thing that gives a fiat
currency value is its scarcity, guarantee of value from the
issuing state and the laws of supply and demand.

For example, assuming the supply and demand of
Bitcoin remains stable but the community was to lose faith
in the value of Bitcoin, the community would then start to
sell their Bitcoin bringing down the price of Bitcoin due to
oversupply of Bitcoin in the market.

WHAT CAN BITCOIN BE USED FOR?

Bitcoin can be spent just like any conventional
currency at any merchants that accept it. It can also be
sold to people who wish to purchase Bitcoin for whatever
purpose.

HOW CAN YOU OWN BITCOIN?

There are two ways in which you can own Bitcoin,
the easiest way is to purchase it at one of the many new
cryptocurrency exchanges. This is also the more expensive
option considering the price of a Bitcoin as at 2 March
2018 is almost USD10,980.°

The alternative is to mine Bitcoin. Mining Bitcoin
involves adding Bitcoin transaction data to the Bitcoin’s
global public ledger of past transactions. Each group
of transactions is called a block. Blocks are secured by
Bitcoin miners and built on top of each other to form the
blockchain. The blockchain confirms the transactions
as having taken place to the rest of the network. Bitcoin
nodes running the Bitcoin programme use the blockchain
to distinguish legitimate Bitcoin transactions from those
transactions that attempt to re-spend coins that have

Wikipedia, Cryptocurrency, on 12 April 2013,

https://en.wikipedia.org/wiki/Cryptocurrency.

? Financial Times, Coincheck promises refund after $500m
cryptocurrency heist, on 28 January 2018 https://www.ft.com/
content/7b0d7660-03ea-11e8-9650-9c0ad2d7c5b5.

* Benjamin Franklin, in a letter to Jean-Baptiste Leroy, 1789 stated

“Our new Constitution is now established, and has an appearance

that promises permanency; but in this world nothing can be said to be

certain, except death and taxes.”

Wikipedia, Bitcoin, on 12 April 2013, https://en.wikipedia.org/wiki/

Bitcoin.

'
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already been spent elsewhere.

Bitcoin mining is getting more
expensive as more and more
processing power is required to
compute the hash functions required
to secure a block to the blockchain.
This has led to many Bitcoin mining
pools being set up to share in the
costs of mining Bitcoin. This is akin
to a joint venture with many miners
from all over the world to contribute
to a mining pool.

HOW DO YOU MINE BITCOIN?

To mine Bitcoins, miners must
find a hash value that includes a list
of all of the most recent transactions
that need to be verified. Once a
miner finds such a value, he or she
broadcasts it to the Bitcoin network.
The set of transactions are now
verified, and that set becomes the
next block in the Bitcoin
blockchain. The miners
then receive their reward
for contributing their
computational power
to operate the Bitcoin
protocol.’® The hash
rate is the number of
times a hash function
can be computed per
second. The Bitcoin
miner’s expected profit
is directly proportional to
the hash rate of his Bitcoin mining
machines.

Bitcoin mining is intentionally
designed to be resource-intensive
and difficult, so that the number of
blocks found each day by miners
remains steady over time, producing
a controlled finite monetary supply.
The amount of computing power
required to mine Bitcoin depends
on the Bitcoin network’s hash rate
which is the measurement unit of
the processing power of the Bitcoin
network. The Bitcoin network must
make intensive mathematical and
cryptography related operations for
security purposes. For example, if the
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Bitcoin network reaches a hash rate
of 20 Th/s, it means that the network
can make 20 trillion calculations per
second.!

IS CRYPTOCURRENCY THE NEXT TAX
FRONTIER?

Different jurisdictions across
the world have taken a different
approach in respect of the taxation of
cryptocurrency. We will examine a
few of the approaches below.

UNITED STATES
The United States Inland Revenue
Service classifies virtual currency as

property for United States Federal
tax purposes.'? Therefore, capital
gains taxes are applicable for gains
on the value of virtual currency in
the United States.

SINGAPORE

In Singapore, the Inland Revenue
Authority of Singapore has held that
businesses that buy and sell virtual
currencies in the ordinary course of
their business will be taxed on the
profits derived from trading in the

virtual currency. Profits derived by
businesses which mine and trade
virtual currencies in exchange for
money are also subject to tax.

However, like Malaysia, there is
no capital gains tax in Singapore.
Hence, long-term investment in
Bitcoin would not be subjected to
tax."

EUROPE
In Europe, there is no consensus
on whether Bitcoin is a currency.
However, the European Court
of Justice has held that Bitcoin
exchanges should be exempted from
Value Added Tax (VAT) on the basis
that the only purpose of Bitcoin is
as a means of payment, the court
concluded that the ‘currency’
exemption in Skatteverket v David
Hedqvist Case C-264/14 should

apply.

WHAT IS THE
MALAYSIAN
STANCE ON
BITCOIN?
Malaysia’s
Finance Minister
I1, Datuk Seri Johari
Abdul Ghani said in a
recent interview with the
Malaysian Reserve that Bank
Negara will not impose a blanket
ban on cryptocurrencies as such
action will only curb innovation and
creativity in the financial sector,
particularly in financial technology.*
On 9 January 2018, a land deal
was sealed using Bitcoin in Sabah
between Alexander Yee and Polycarp
Chin. The land was still subject to
the Real Property Gains Tax. On 27
February 2018, Bank Negara issued
a policy document on Anti-Money
Laundering and Counter Financing
of Terrorism (AML/CFT) of Digital
Currencies."” In the policy document,
Bank Negara reiterates its stance that
digital currencies are not legal tender
in Malaysia. The policy paper sets
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out new reporting requirements for a
person who provides cryptocurrency
exchange services such as the
exchange digital currency for money
or vice versa regardless of whether
they have a physical presence in
Malaysia.

IS CRYPTOCURRENCY SUBJECT TO
MALAYSIAN INGOME TAX?

Currently, the Inland Revenue
Board Malaysia (IRBM) has yet
to issue definitive guidelines on
how to subject the cryptocurrency
transactions to tax. However, on 19
January 2018, the chief executive
officer Dato’ Sri Sabin Samitah
said that even if cryptocurrency
businesses are not regulated in
Malaysia, the businesses are still
subject to Malaysian income tax
pursuant to Section 3 of the Income
Tax Act 1967 (ITA), where tax shall
be charged upon the income any
person accruing in or derived from
Malaysia.'* He said that the current
provisions of the ITA are applicable
to all cryptocurrency traders.

He further added that the

cryptocurrency company would need
to keep proper books of accounting
and business records in Malaysia for
the purpose of being audited by the
relevant law enforcement agencies.

There are a few arguments that
taxpayers can argue against the
imposition of tax on their gains
from cryptocurrency. A few of these
arguments will be discussed below.
1. Foreign source income

Taxpayers can argue that

the income gained from the

cryptocurrency transaction is

foreign sourced income'” and
not subject to tax, being derived
from outside of Malaysia.

This argument will likely be

challenged by the IRBM as the

taxpayer would be unable to
prove that the transaction came
from overseas.

As discussed, the nature of

Bitcoin transaction is that the

address of the receiver and the

sender are masked. The taxpayer
would have a hard time proving
that the transaction took place
overseas without revealing the
identity of the sender or the
receiver.

2. Legality of cryptocurrency
business

Although the cryptocurrency

business is not regulated in

Malaysia, in the tax case of

Lindsay, Woodward and Hiscox

v IR Commrs (1932) 18 TC 43, it

was held that profits made from

illegal trades are subject to tax. In
this regard, the non-regulation of
cryptocurrency does not prevent
the profits from such businesses

* Wikipedia, Blockchain, on 12 April 2013,
https://en.wikipedia.org/wiki/Blockchain.
A blockchain, originally block chain, is a
continuously growing list of records, called
blocks, which are linked and secured using
cryptography. Each block typically contains
a cryptographic hash of the previous block,
a timestamp and transaction data. By
design, a blockchain is inherently resistant
to modification of the data. It is “an
open, distributed ledger that can record
transactions between two parties efficiently
and in a verifiable and permanent way’.
For use as a distributed ledger, a blockchain
is typically managed by a peer-to-peer
network collectively adhering to a protocol
for validating new blocks. Once recorded,
the data in any given block cannot be altered
retroactively without the alteration of all
subsequent blocks, which requires collusion
of the network majority.

¢ The Economist explains, How Does Bitcoin
Work?, on 12 April 2013, https://www.
economist.com/bitcoinexplained.

7 Buy Bitcoin Worldwide, Bitcoin Price
History Chart, on 2 March 2018, https://
www.buybitcoinworldwide.com/price.

 American Monetary Association, How
American became a fiat currency, 2 March
2018, http://americanmonetaryassociation.
org/how-the-us-dollar-came-to-be-a-fiat-
currency/.

? Coindesk, Bitcoin (USD) Price, 2 March
2018, https://www.coindesk.com/price.

10 Quora, What does Bitcoin hash rate mean?,
2 March 2018, https://www.quora.com/
What-does-Bitcoin-hash-rate-mean.

"Bitcoin, What is Bitcoin mining, 2 March
2018, https://www.bitcoin.com/bitcoin-
mining.

2 Inland Revenue Service, IRS Virtual
Currency Guidance : Virtual Currency
Is Treated as Property for U.S. Federal
Tax Purposes; General Rules for Property
Transactions Apply, on 2 March 2018,
https://www.irs.gov/newsroom/irs-virtual-
currency-guidance.

TAX GUARDIAN - APRIL 2018 11



cryptocurrency: tax is not virtual

from being taxed.

Tax Residency

The taxpayer can move around
the world to avoid being
classified as a tax resident in
Malaysia. Given the global nature
of the cryptocurrency in general,
and Bitcoin in particular, these
Malaysian taxpayers can sell
their Bitcoins from anywhere
without the hefty cross border
transaction fees. These taxpayers
could run the argument that they
are not tax residents of Malaysia
and therefore are not subject to

Malaysian income tax. However,
to note on the recent case of Hii
Yii Ann v Deputy Commissioner
of Taxation of the Commonwealth
of Australia & Others where a
taxpayer claimed that he was not
a tax resident of Australia and
the Australian Tax Office should
not be able to extend its taxation
hand overseas to tax a Malaysian
taxpayer. Unfortunately, the
taxpayer lost the case at this
juncture.

The other issue to consider is
who is actually making profits.
In the age of Virtual Private
Networks it would be possible

12 TAX GUARDIAN - APRIL 2018

that the identity of the person
making those gains may not be
who it seems. Of course, bringing
the money back for utilisation is a
different issue altogether.

Income from hobby or from
investment

The taxpayers can argue that they
bought cryptocurrency merely

as a hobby or as a long-term
investment.

However, if a business arises as

a by-product of a hobby or other
non-commercial activities, its
profits could also be subjected to

tax.

This is seen in the tax case of
Hawes v Gardiner (37 TC 671)
where a taxpayer bred and
trained dogs as his hobby. The
General Commissioners found
that the selling of puppies for
substantial prices by the taxpayer
was in the nature of trade and
subjected the profits from the sale
of puppies to tax.

In the current circumstances, the
trading of cryptocurrency may

be subjected to tax. The taxable
transactions occur every time

the cryptocurrency is traded in
virtual exchanges. The blockchain

ledger will have records on the
transacted prices and time of
transfer. The taxpayers have

to subtract the cost of the
cryptocurrencies against the
selling price to determine the
gain or loss. In this regard, the
taxpayers must keep track of
their cryptocurrency transactions
continuously to report the gain
or loss on each cryptocurrency
transaction properly.

The application of the 40 year
old principles of the badges of
trade from NYF Realty Sdn. Bhd.

v Controller of Inland Revenue
could still be applicable in
determining whether there is an
intention to trade:

(1) Subject matter of the transaction
Unlike enterprises, Bitcoin has no
business, no intrinsic value, no
cash flows and no balance sheet.
It is a speculative instrument!®
and which is normally the subject
of investment.

This is seen in the tax case of Dr.
Zanariah Binti Ramli v Ketua
Pengarah Hasil Dalam Negeri,
where the Court of Appeal held
that the gains made from the
bond market is subject to income
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tax based on the grounds that the
appellant had in fact been actively
trading in bonds during the
period.
Numerous or repetitive acts done
by the appellant would suggest
the action was in the nature of a
trade.
In view of the above, holding
cryptocurrency would likely have
the characteristic of an asset held
for trading in the eyes of the
IRBM.

(2) Period of ownership
The period of ownership of the
cryptocurrency can be controlled
by the taxpayer. The benefit
of holding cryptocurrency
is that there are no holding
costs unless the taxpayer has
borrowed money to purchase
this cryptocurrency. Arguably
if a taxpayer has held Bitcoin
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since 2009, he could argue that
he is a long-term investor for the
currency. However, for all recent
transactions, it would likely be
considered an adventure in the
nature of a trade and be subjected
to tax.

(3) Frequency of transactions
This is the easiest way to identify
speculators of cryptocurrency.
There will be multiple
cryptocurrency transactions to
and from the same address or
wallet within a short period of
time. All Bitcoin transactions are
public, traceable and stored in the
Bitcoin network. In the present
case, if the IRBM is able to look
behind the Bitcoin pseudonyms
and identify the owner of the
cryptocurrency wallet, the IRBM
can further investigate the owner of
cryptocurrency and tax accordingly.

(4) Alteration of property to render

it more saleable

Due to the nature of
cryptocurrency, the taxpayer is
unlikely to be able to alter the
cryptocurrency to make it more
saleable.

(5) Methods employed in disposing

of property

If special exertion was made to
find or attract purchasers for
the cryptocurrency, it might
indicate an intention to sell

it for profit. However, in the
current circumstances, it is
easy for the taxpayer to buy
and sell cryptocurrency with
the cryptocurrency exchanges.
Further, cryptocurrency is
currently a very liquid asset
that can be spent on goods and
services just like conventional
currency. Arguably, this badge

Chartered Accountants
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of trade may not paint a clear
picture of the intention of the
taxpayer.

(6) Circumstances responsible for
sale
The principle here is that if
the sale of cryptocurrency
is occasioned by a sudden
emergency or unanticipated need
for funds, such facts will tend to
indicate that the cryptocurrency
was not acquired for the purpose
of resale at a profit and that the
sale was not pursuant to a profit
making undertaking or scheme.
This principle involves a
subjective study into the
surrounding circumstances
relating to the sale of
cryptocurrency and will be
determined according to the
merits of each individual case.
Based on the analysis of badges of
trade above, the cryptocurrency
speculators may be considered as
engaging in an adventure in the
nature of a trade and their gains
will be taxable.

IS THERE AN UPSIDE?

On the bright side, if the
taxpayer is held to be engaging in an
adventure in the nature of a trade,
all expenses wholly and exclusively
incurred in earning that income will
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be deductible under Section 33(1)
of the ITA provided that they are
not specifically disallowed under
Section 39 of the ITA. However, it
is difficult to draw the line between
capital versus revenue in an actual
situation where a person may
initially purchase cryptocurrency
for investment purposes but
subsequently uses it to settle debts.
The question that arises would be,
is this still a capital transaction? If
not, which value to be used for tax
purposes?

For speculators, they might even
be able to claim their interests costs
paid to hold the cryptocurrency.

On the other hand, for Bitcoin
miners, expenses such as electricity
and salary may be eligible for tax
deductions and the Bitcoin mining
computers may be eligible for capital
allowances pursuant to Schedule 3 of
the ITA.

SO WHAT’S NEXT?
The IRBM has fired the first salvo
in opening an investigation into
Luno, it remains to be seen whether
their enforcement actions would be
limited to cryptocurrency exchanges
or will it be expanded to the numerous
merchants that have started accepting
cryptocurrencies in their businesses.
How to tax a decentralised

currency powered by blockchain
technology is the question on every
government regulator’s mind. It is
clear that the tax laws have to play
catch up or potentially lose out on a
digital gold mine of tax revenue.

Disclaimer: This article does not seek
to address all tax issues associated with
cryptocurrency and all views expressed
are purely the personal opinion of the
author.

 Inland Revenue Authority of Singapore,
Income Tax Treatment of Virtual
Currencies, on 2 March 2018, https://www.
iras.gov.sg/irashome/Businesses/ Companies/
Working-out-Corporate-Income-Taxes/
Specific-topics/Income-Tax- Treatment-of-
Virtual-Currencies/.

" The Malaysia Reserve, No ban on
cryptocurrency tradings, says Johari, on 2
March 2018, https://themalaysianreserve.
com/2018/01/02/no-ban-cryptocurrency-
tradings-says-johari/.

Bank Negara Malaysia, Anti-Money
Laundering and Counter Financing of
Terrorism (AML/CFT) - Digital Currencies
(Sector 6), on 2 March 2018, http://www.
bnm.gov.my/index.php?ch=57¢-pg=538¢ac
=680e&bb=file.

16 The Star Online, IRB: Cryptocurrency not
regulated but traders are still subject to
Malaysian income tax law, on 2 March
2018,
https://www.thestar.com.my/tech/tech-
news/2018/01/19/irb-cryptocurrency-
not-regulated-but-traders-still-subject-to-
malaysian-income-tax/.

17 Paragraph 28 Schedule 6 of the Income Tax
Act 1967.

8Starbizweek, Bitcoin: Utter pipedream, on
10 February 2018, https://www.thestar.com.
my/business/business-news/2018/02/10/
bitcoin-utter-pipedream/.

Chong Mun Yew is an Executive
Director, Crowe Horwath KL Tax Sdn
Bhd. He can be contacted at munyew.
chong@crowehorwath.com.my. The
views expressed here are the writer’s
personal views.
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TAXES

IMPACT ON TOTAL RETURNS OF PROPERTY
AND REAL ESTATE INVESTMENT TRUSTS

Kenneth Yong Voon Ken and Lee Fook Koon

ASK ANY INVESTOR WHAT ARE THE TOP THREE SUCCESS FACTORS IN
PROPERTY INVESTING, AND THE LIKELY REPLY IS: LOCATION, LOCATION,
LOCATION.

UNDOUBTEDLY, THIS AGE-OLD MANTRA HAS PROVEN INVALUABLE
IN GENERATING HANDSOME RETURNS FOR PROPERTY PUNTERS OF PAST
DECADES. BUT CURRENT GOVERNMENT POLICIES HAVE THRUSTED FORWARD
A FOURTH FACTOR - TAXATION — WHOSE IMPORTANCE IN ENHANCING OR
ENCUMBERING TOTAL INVESTMENT RETURNS MAY NOT BE FULLY APPARENT
TO PROPERTY INVESTORS.

Malaysian REITS are a specialised
type of unit trust that predominantly
hold non-residential property and
derive rental income therefrom.
Investors buy units in REITs (which
may or may not be traded on the
Bursa Malaysia stock exchange),
and in so doing, own a piece of the
underlying properties and their
income stream, without themselves
being weighed down by a chunky
illiquid asset purchase.

As such, Malaysian investors
can gain access to property returns
by holding properties directly,
or by investing in REITs. But the
return characteristics of holding
properties versus investing via REITs
is somewhat different, partly due to
the numerous tax-friendly policies
accorded to REITs.

Taking the perspective of an in the form of rental income and
individual investor (natural person), (hopefully) huge sales proceeds from TOTAL RETURNS
this article explores the various taxes an eventual windfall disposal. For all forms of property-related
that chip away returns from property However, capital markets of investments (be it direct property
investing, and some tax incentives that today provide an alternative means holding or through REITSs), the
sweeten the deal for investors. to gain exposure to property-type investment return is computed using

returns: Real Estate Investment Trusts the formula in Diagram 1.
MODES OF PROPERTY-RELATED (REITsS).
INVESTMENTS Di
. iagram 1

Past decades saw ‘purist’ property
investors who patiently held onto Total Return % = Cumulative Net Rental (or distribution from REIT) Income after tax +
land and buildings - sometimes for a Net Gain on Disposal after tax
lifetime - to derive investment returns (as a percentage) Total Acquisition Cost after tax
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and real estate investment trusts

This formula breaks down the Total
Return percentage into its constituent
parts, each of which is impacted by
different taxes, namely Income Tax,
GST, Stamp Duty and Real Property
Gains Tax. Seldom will a taxpayer face
so many different taxes on essentially
the same investment over its life-cycle -
which makes property investing rather
unique.

Investment gains and taxes sit on
opposite ends of the return spectrum,
with taxes placing a drag on the Total
Return percentage. Given that property
investments go head-on with four
different types of taxes, the impact of
tax weighs heavily on property return
outcomes. In short, tax is important to
property returns.

INCOME TAX ON RENTAL STREAM
In Malaysia, rental income is

taxable under Section 4(a) and Section

4(d) of the Income Tax Act 1967.

Income taxes reduce the ‘Income’

portion of Total Returns.

For a tax resident individual
investor who holds property directly,
income tax is levied on the rental
income at scale rates ranging from 0%
to 28% (chargeable income exceeding
RMI1m is taxed at 28%).

Interestingly, 2018 Budget
introduced a novel measure of 50%
income tax exemption on rental
income received by Malaysian
resident individuals where:

(a) The rental income received
does not exceed RM2,000 per
month for each residential home
property;

(b) The residential home must be
rented under a legal tenancy
agreement between the owner and
the tenant; and
The tax exemption is given for

a maximum period of three (3)

consecutive years of assessment.

This first-time incentive has twin
objectives: encourage landlords to
lease out their residential properties
at affordable rates; and stimulate
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investments in the residential
property market. What’s more,
landlords can enjoy this exemption
for more than one property, making
the potential tax savings scalable and
sizeable.

However, only residential assets
are scoped under this exemption;
rental income from commercial,
retail, hospitality and industrial
properties are still taxable as usual.

INCOME TAX ON REIT PROFITS
Meanwhile, REITs are given
special exemption on their income.
Section 61A of the Malaysian Income
Tax Act 1967 provides that REITs
which distribute no less than 90%
of their total income for a year
of assessment, enjoy “Tax Flow
Through” status, effectively granting
REITSs tax exemption on REIT-level
profits.
However, an unexpected change

was introduced from Year of

Assessment 2017 onwards. Pursuant
to Public Ruling 5/2017, a REIT

that is not listed on Bursa Malaysia
“would not enjoy any exemption
from tax ... even if it distributes 90%
or more of its total income”.

This is a departure from the
previous rule which granted
indiscriminate exemption to both
listed and unlisted REITs, but the
new rule still preserves the tax-
friendly quality of listed REITs which
have garnered much interest among
smaller and yield-seeking investors
over the past decade.

Taking a real world view, the
audited gross rental income of six
prominent shopping mall REITs
alone exceeded a staggering RM
2.7 billion for financial year 2016,
all of which has been exempted,
representing huge annual tax savings
at the REIT level. See Table 1.

Table 1: Annual Gross Rental Income of selected “Mall” REITs

“Mall” REIT Iconic properties under this REIT Annual Rental

CapitaLand Sungei Wang Plaza, Tropicana Mall, The Mines, = RM292m

Malaysia East Coast Mall and Gurney Plaza.

Mall Trust

Hektar REIT Subang Parade, Mahkota Parade, Wetex Parade, RM124m
Capital Square and Landmark Central.

IGB REIT Midvalley Megamall and The Gardens. RM395m
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KLCCP Stapled Suria KLCC Mall and Petronas Twin Towers. RM1,066m

Group

Pavilion REIT  Pavilion Mall, Pavilion Tower, Intermark Malland  RM388m
Da Men Mall.

Sunway REIT  Sunway Pyramid Mall and Hotel, Sunway Putra ~ RM507m
Mall and Hotel, Sunway Resort Hotel, Sunway
Carnival Mall and other hospitality buildings

Sub Total RM2,772m

INCOME TAX ON REIT DIVIDENDS

Even though REIT profits
generally do not suffer any tax, REIT
distributions are taxable in the hands
of the REIT unitholders (individual
investors).

Section 109D and Schedule 1 of
the Income Tax Act 1967 further
provides that the distributions
distributed by REIT to the REIT

investors in REITSs is only applicable
until year of assessment 2019. It is
hoped that this incentive (which was
last extended in 2016) would again be
renewed beyond 2019.

Malaysian REITs have
acquisitions in an array of
property types, such as properties
in plantation, commercial, retail,
hospitality, hospitals, industrial space

unitholders are only taxed at 10%
in the hands of individual investors
(natural persons). Recall that
resident taxpayers would normally
suffer income tax of up to 28%
on their chargeable income. This
preferential tax treatment grants a
meaningful boost to the ‘Net Rental
Income’ portion of Total Returns,
especially for investors at tax
brackets significantly above 10%.
Unfortunately, this preferential
tax rate of 10% for individual

and even education, but none in the
residential space.

This creates an interesting
dichotomy of tax-favoured
investment paths: individual
investors can enjoy 50% exemption
on certain residential-rents but
not on other property types; while
investors seeking non-residential
properties may be drawn to listed
REITSs as they potentially enjoy 100%
tax exemption on (non-residential)
rents pursuant to Section 61A.

STAMP DUTY ON ACQUISITION

When an individual investor or
a company acquires property, there
is stamp duty on the transfer of title.
The stamp duty rate is shown in
Table 2.

Table 2: Stamp duty rate for property
transfers

Property value

On first RM100,000 1%
On next RM400,000 2%
Portion exceeding 3%
RM500,000

Budget 2017 initially proposed
stamp duty of 4% for the portion
exceeding RM1m. However, the
Ministry of Finance announced on 20
December 2017 that the stamp duty
would remain at 3% for this band.

In commercial practice, stamp
duty is usually borne by the
purchaser (investor) of the property;
thus, adding to the cost of acquisition
of the property and reducing future
capital gain. Furthermore, Total
Returns are diluted because of a
larger denominator in the Total
Return equation.

STAMP DUTY EXEMPTION FOR REITs
By contrast, when a REIT
acquires a property, the transfer is
exempted from stamp duty pursuant
to Stamp Duty (Exemption) (No.
4) Order 2004 and Stamp Duty
(Exemption) (No. 27) Order 2005.
This translates into a sizeable savings
of close to 3% on the acquisition
price of the property investment,
adding to the future capital gain and
enhancing the Total Return equation.
Recent real world examples of
mega acquisitions announced by
certain Malaysian REITs are shown
in Table 3.
Looking at things in isolation,
a stamp duty of 3% does not seem
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Table 3: Recent mega acquisitions announced by certain Malaysian REITs

REIT Property Acquisition
value

Amanahraya REIT  Intermark Vista Tower in Kuala Lumpur (2017)  RM455m

Al'Agar REIT KPJ Selangor Specialist Hospital Car Park RM13m
Building (2017)

Al-Salam REIT 21 KFC/Pizza Hut restaurant properties and 1 RM155m
warehouse/office property in Johor (2017)

Al-Salam REIT Mydin Hypermarket Gong Badak RM155m

Axis REIT Building and industrial land near Kuantan Port ~ RM155m
(2017)

Alpha REIT International School @ Park-City and land in RM140m

(unlisted) Desa Park City (2017)

Hektar REIT 1Segamat Shopping Centre in Johor (2017) RM100m

Sunway REIT Sunway Clio (2017) RM340m

Sunway REIT Industrial property in Shah Alam (2017) RM9Tm

YTL Hospitality Majestic Hotel in Kuala Lumpur (2017) RM380m

REIT

Sub Total RM1,984m

very significant. But as revealed by the
sheer size of real world acquisition
transactions (2017: RM1.9 billion), the
stamp duty involved would have piled
up to approximately RM59m, which by
any account, is a colossal sum.

REITs aside, when individual
investors buy REIT units, they are
exempted from stamp duty pursuant
to Paragraph (c) of Exemptions under
Item 32, First Schedule of the Stamp Act
1949, versus up to 3% stamp duty for
individuals buying a property directly.
Clearly, investments in REIT units
provides sizeable savings in stamp duty.

GST ON ACQUISITION

Following Goods and Services
Tax (Exempt Supply) Order 2014,
residential and agricultural land
are exempted from GST. Therefore,
when individual investors or REIT's
acquire residential or agricultural
properties, there is no GST on
acquisition, and investors are
indifferent between either investment
path.
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However, other property types (e.g.
industrial and commercial land) are
subject to GST - adding a 6% GST on to
the cost of acquisition of the property.
Here, a reprieve of sorts is available for
GST registrants.

Section 38 of the Goods and

Services Tax Act 2014 allows a GST-
registered person who incurs any
GST Input Tax to claim back Input
Tax Credits. Effectively, for the GST-
registrant, GST does NOT add to the
cost of acquiring a supply such as a
property.

But what about an individual
investor who is not GST-registered?
Being a non-registrant, such individual
would not be able to claim back GST
on acquisition of a commercial or
industrial property. The GST of 6%
will add to the cost of acquisition of
the property - raising the cost of the
property by a significant amount.
This has three effects: making the
acquisition more costly; reducing
future capital gain; and lowering the
Total Return percentage through a
higher denominator.

By contrast, when an individual
investor invests in REIT units, the
transfer and ownership of securities
are exempt supplies, allowing investors
to side-step some of the GST involved
in direct acquisition of non-exempt
properties.

At the very least, GST forces upon
individual investors a rethink, or a
recalculation, of the acquisition cost
of a non-exempt property, making
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such investments more expensive
(after including GST) to embark on for
non GST-registrants as compared to
investing in REIT units

TAXES ON DISPOSAL OF
INVESTMENT

From the perspective of the
individual investor, realisation of
investment can take two forms:

(a) The disposal of the property
directly held by the investor; or

(b) The disposal of the units held by
the investor in a REIT.

Where individual investors
dispose of an investment property,
any gain on disposal is subject to
Real Property Gains Tax (RPGT)
at rates ranging from 0% to 30%
depending on holding period as
shown in Table 4. Similarly, when
REITs dispose of property, the RPGT
rates are as per Table 4.

However, even if the REIT had
not disposed of any property, the
individual investor can sell his units
in the REIT to realise a gain on
investment. In this case, the disposal
of units in a listed REIT are not
subject to RPGT as a listed REIT
is, by technical definition, not a

[ _concLusion |

Arguably, property investors face
the most varied number of taxes:
Income Tax, Stamp Duty, GST
and RPGT. Taxes generally dilute
the Total Return percentage from
property investments. However,
listed REITS carry a handful of
tax-friendly characteristics that
allow them to deliver enhanced
Total Returns through partial/full
exemption of Income Tax and Stamp
Duty, flow-through of GST, and no

Table 4: RPGT rates

Date of RPGT rate - | RPGT rate

disposal disposal by | —disposal
Malaysian by REIT
individual

Disposal 30% 30%

within 3

years

Disposal 20% 20%

within 4

years

Disposal 15% 15%

within 5

years

Disposal NIL 5%

in the 6th

year or

after

real property company. Since REIT
investors do not suffer any RPGT on
realisation of their investments, thus,
enhancing their ‘capital gain’ portion
of the Total Returns.

In the month of January 2018
alone, the shares of KLCCP Stapled
Group (owner of the iconic KLCC
Twin Towers) that were sold on the
Bursa Malaysia stock exchange was
valued at approximately RM66m.

RPGT on gains from realisation of REIT
units at the investor level.

These tax advantages may have
contributed to the tremendous growth
of the REIT market in Malaysia as an
alternative to direct property investing.
In fact, the market capitalisation of
the Malaysian REIT sector has seen an
explosive 10-fold increase in the last
decade (market capitalisation of RM44
billion as at September 2017 versus
RM5 billion in 2007).

If disposal of REIT units had been
subjected to RPGT, the quantum of
RPGT in just one single month alone
could have been sizeable.

IMPORTANCE OF PROPERTY-TYPE
EXPOSURES

Recent moves by major fund
managers hint at the prevailing mood
towards exposure to property-related
returns. The Employees Provident
Fund (EPF) had been diverting more
investments into property-type
assets since 2009 to hedge against
inflation. Tan Sri Abdul Wahid Omar,
chairman of Permodalan National
Berhad - Malaysia’s largest fund
manager - had cited that PNB would
“reduce cash and invest more in
private investments, into real estate,
and fixed income” (source: The Edge,
August 2017).

In short, returns drawn from
property-related investments are
seen as an important component
towards a diversified asset allocation
strategy. As property investments
gain prominence, tax policies that
enhance Total Returns of property-
related assets can only increase in
importance.

But tax savings alone do not
guarantee the success of property
investing. With the prevalent
oversupply in many property
segments, with rising interest rates
and with cautious bank lending (all
of which dampen the near term
outlook), property investors seeking
an edge on their returns probably
still need to fall back on the age-
old wisdom of “location, location,
location”.

Kenneth Yong Voon Ken and Lee Fook Koon are both practicing accountants and members of the Chartered Tax Institute of Malaysia.
Email: kennethyong.main@gmail.com and fklee8@gmail.com
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Domesticlssues

SCOPE AND MEANING OF

“ENTERTAINMENT”

IN SECTION 39(1)(l) OF THE INCOME TAX ACT 1967

Dr. Arjunan Subramaniam

By virtue of Section 39(1)(l), Income Tax Act 1967, only 50% of any
expenses incurred in the provision of “entertainment” including any
sums paid to an employee of that person for the purposes of defraying
expenses incurred by that employee in the provision of entertainment,
is allowed as a deduction for tax purposes. Prior to year of assessment
2004 (Act 631 of 2003), all “entertainment” expenditure was disallowed
 withthe exception of those provided in the proviso to Section 39(1)(1).
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scope and meaning of “entertainment”
in Section 39(1)(l) of the income tax act 1967

SECTION 18, INCOME TAX ACT
1967, DEFINES “ENTERTAINMENT”
AS FOLLOWS:

(a) the provision of food, drink,
recreation or hospitality of any
kind; or

(b) the provision of accommodation
or travel in connection with or
for the purpose of facilitating
entertainment of the kind
mentioned in paragraph (a),
by a person or an employee
of his, with or without any
consideration paid whether in
cash or in kind, in promoting
or in connection with a trade
or business carried on by that
person;

The scope and meaning of
“entertainment” is still relevant to
taxpayers. This article examines
with decided cases the parameters of
“entertainment”.

The leading case on this subject
is Aspac Lubricants (M) Sdn Bhd v
Ketua Pengarah Hasil Dalam Negeri
[2007] 6 ML]J 65. This case set the
guiding light for subsequent cases.
The facts in brief were:

“The appellant was a private
limited company, blending and
selling lubricants for motorised
vehicles. For years of assessment
1989, 1990, 1991 and 1992 the
appellant gave away certain
promotional items to its customers
and dealers. There were two
categories of promotional items, viz:
(i) First, those given to dealers (‘the

dealers’ items’) who marketed the

appellant’s products to members
of the public.

(ii) Those given away to customers
(‘the customers’ items’) who
purchased the appellant’s
products. These items were mugs,
“T” shirts and umbrellas which
carried the appellant’s logo.”
The issue before the court was

whether the monies incurred by

the Appellant in providing the

customers’ items were - “expenses
wholly and exclusively incurred
during that period by that person in
the production of gross income?” or
were they “expenses incurred in the
provision of the entertainment” as
contended by the Revenue.

The Court of Appeal cited Romer
LJ’s judgement in Bentleys, Stokes &
Lowless v Beeson (1952) 2 All ER 82,
thus:

“Entertaining involves
inevitably the characteristic of
hospitality. Giving to charity or
subscribing to a staff pension
fund involves inevitably the
object of benefaction. An
undertaking to guarantee to
a limited amount a national
exhibition involves inevitably
supporting that exhibition
and the purpose for which it
has been organised. But the
question in all such cases is:
Was the entertaining, the
charitable subscription, the
guarantee, undertaken solely
for the purpose of business,
that is, solely with the object of

promoting the business or its
profit earning capacity? It is, as
we have said, a question of fact.
And it is quite clear that
the purpose must be the sole
purpose. The paragraph says
so in clear terms. If the activity
be undertaken with the object
both of promoting business and
also with some other purpose,
for example, with the object
of indulging an independent
wish of entertaining a friend
or stranger or of supporting a
charitable or benevolent object,
then the paragraph is not
satisfied though in the mind of
the actor the business motive
may predominate. For the
statute so prescribes; ...”

AND, THE COURT OF APPEAL HELD:

“Turning now to this
appeal, I think that the proper
approach in determining
whether the expenses in respect
of the customers’ items were
incurred in the production
of income, is to examine the
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scope and meaning of “entertainment”

in Section 39(1)(l) of the income tax act 1967

true nature of the transaction
between the appellant and its
customers. In my judgement
the expenses incurred in respect
of the customers’ items did not
amount to entertainment within
Section 39(1)(1). In arriving at
my conclusion on this point, I
find it unnecessary to go further
than Romer LJ’s judgement
in Bentleys, Stokes & Lowless
v Beeson [1952] 2 All ER 82
where he said this:
Entertaining involves
inevitably the characteristic of
hospitality. Giving to charity or
subscribing to a staff pension
fund involves inevitably the
object of benefaction. An
undertaking to guarantee to
a limited amount a national
exhibition involves inevitably
supporting that exhibition and
the purposes for which it has
been organised. But the question
in all such cases is: Was the
entertaining, the charitable
subscription, the guarantee,
undertaken solely for the
purposes of business, that
is, solely with the object of
promoting the business or its
profit earning capacity?”

Thus, the Court of Appeal ruled
that customers’ items were not
“entertainment” and fully deductible
under Section 33(1) of the Income
Tax Act 1967.

Aspac (supra) was cited in the
case of Eli Lily (Malaysia) Sdn Bhd v
Ketua Pengarah Hasil Dalam Negeri
(Rayuan Sivil NO: W-01-138-10).
The facts in brief were as follows:

(i) The Appellant was in the
business of trading in human
pharmaceutical and animal health
products.

(ii) The Appellant incurred the
following expenses for the
respective years of assessments
shown below as Table 01:
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THE ISSUE WAS:

“Whether the Congress
Expenses of RM776,282.00 for
year of assessment 2001 and RM1,
131,419.00 for year of assessment
2002 incurred under Section 33 (1) of
the Income Tax Act 1967 should be
disallowed as entertainment expenses
under Section 39 (1)(1), Income Tax
Act 1967.”

Upon the above facts, the learned
Special Commissioners agreed that
the expenses under dispute were not
“entertainment” and fully deductible.
However, the High Court overturned

examined in United Detergent

Industries Sdn Bhd v Director

General of Inland Revenue(1999) 1

AMR 462. The facts in brief were:

(i) the Appellant was a manufacturer
of detergents. And to boost sales,
the Appellant offered consumer
premium items to customers. The
consumer items were purchased
by the Appellant together with
the detergents.

(ii) The Director General of
Inland Revenue ruled that the
cost of the consumer items
given to the customers were

the decision of the learned Special
Commissioners. The case went up
to the Court of Appeal and the High
Court decision was overruled upon
the authority of Aspac (supra) and
Amway (infra).

The scope of “entertainment” was
even prior to Aspac (2007)(supra)

Table 01

“entertainment”. The learned
Special Commissioners agreed
with the Director General of
Inland Revenue. The High
Court overruled the Special
Commissioners and held the

consumer items were not
<« . » .
entertainment , viz:

Year of Amount and Amount of
Assessment Nature of Expense Tax in Dispute

2001 776,282.00 — Congress Expenses

2002

1,131,419.00 — Congress Expenses

419,621.08
667,975.16



scope and meaning of “entertainment”

in Section 39(1)(l) of the income tax act 1967

“The Special Commissioners
had ignored the fact that the
said items were not given to
the Appellant’s customers
gratuitously and without
consideration, and that they
were given only upon the option
made by concerned customers.
For the reason that the
consumer premium items were
given away by the Appellant
to its customers who were
wholesalers and retailers, not
as a free gift but subject to the
payment of the cost incurred by
the Appellant in the purchasing
of the items from its suppliers,
and also that upon the wishes
of the Appellant’s customers
only in respect of the items, it
can no longer be considered as
a form of entertainment upon
its customers by the Appellant.
This is so because there is no
hospitality of any kind on the
part of the Appellant being
extended to its customers by
charging them the cost incurred
in the purchase of the items on
their behalf. The customers on
their part are free to decide for
themselves whether they need
those items or not.”

The scope and meaning of
“entertainment” was also considered
in the tax jurisdiction of Australia
in the case of Commissioners of
Taxation v Amway of Australian
Limited (2004) FCAFC 273:

(i) In the case of Amway (Supra),
the facts in brief were :

Each year Amway organised

exclusive conferences or seminars

for its direct distributors known
as the Australian Leadership

Seminars. These seminars were

held in good quality hotels at a

holiday destination. The seminars

were held overseas, although

two were held in Australia. To

be eligible for an invitation

to attend, distributors had to
qualify by achieving a specified
number of points based on the
distributor’s performance during
the previous year.

(ii) The legislation considered in
Amway (Supra) reads as follows:
“[Non-deductible losses and
outgoings] A deduction is not
allowable under Section 51 in
respect of losses or outgoings
incurred after 19 September 1985
to the extent to which they are
in respect of the provision of
entertainment”.

“A reference in this section to
the provision of entertainment
is a reference to the provision
(whether to the taxpayer or to
another person and whether
gratuitously, pursuant to an
agreement or otherwise).
(a) entertainment by way of
food, drink or recreation; or
(b) accommodation or travel
in connection with, or for
the purpose of facilitating
entertainment to which

paragraph ( a ) applies
(whether or not the
accommodation or travel
is also in connection with
something else or for another
purpose),
whether or not -
(c) business discussions or
business transactions occut;
(d) in connection with the
working of overtime or
otherwise in connection with
the performance of the duties
of any office or employment;
(e) for the purposes of promotion
or advertising; or
(f) atorin connection with a
seminar.”
(iii) The court held the air travel,
and hotel expenses were not
“entertainment” but incurred in
the production of income. Only
the expense of a gala dinner was
disallowed as entertainment.
(iv) The court further held:
“It follows therefore, our view,
that the whole of the amount
expended for meals (which
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in Section 39(1)(l) of the income tax act 1967

include drink) other than the gala

dinner expenditure conceded not

to be deductible, and the amounts
expended for accommodation or
travel in respect of the seminar
will continue to be deductible to

Amway under the provisions of

Section 51 (1) and not precluded

from deductibility under Section

51AE(4).

Amway (supra) was cited in
Eli Lily (supra) and in the case of
Societe (infra).

In the case of Societe Francaise
De Cosmetiques Sdn Bhd v Ketua
Pengarah Hasil Dalam Negeri
(R2-14-02-05), the scope of
“entertainment” was also considered.
The facts were:

(i) The Appellant was in the
business of marketing
dermatological products.

(ii) The Appellant introduced
several incentive
schemes to its
Salon Owners (the
customers) namely,
products rebates given
by the Appellant to
the customers who
meet sales targets to
go on their overseas
trips organised by the
Appellant.

THE ISSUES WERE:

“1. Whether expenses incurred
in respect of:

(i) overseas travelling claim of Sales
Staff of the Appellant,

(ii) cash rebates given to customers
of the Appellant who met target
purchases from the Appellant
and used by the customers to go
on an overseas trip paid by the
customers but organised by the
Appellant,

(iii)(a) cash rebates given to
Appellant’s customers who met
target purchases of Appellant’s
products from Appellant,

(b) other benefits also arising

24 TAX GUARDIAN - APRIL 2018

from cash rebates, given to
Appellant’s customers who met
target purchases of products from
Appellant,

(iv) costs of promoting sales by way
of training Appellant’s customers
in products under the caption
“professional work” in the
following categories:

(a) products launches,
(b) product training of customers,
and
(c) specialised training of
customers.
are wholly and exclusively

incurred in production of income,
within the meaning of Section 33
of the Income Tax Act 1967.
2.Whether the expenses incurred by
the Appellant for the aforesaid activities
amounting to entertainment’s expenses
within the ambit of Section 39(1)(I) of
the Income Tax Act 19677
The High Court held all the expenses
were not “entertainment” and allowable
deduction.

“Thus on the facts as found
by t