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The 1996 BUDGET CHANGES

By
RICHARD THORNTON

Visiting Associate Professor, Universiti Kebangsaan Malaysia

Apart from a few items such as the
increase in Road Tax for the larger-
engined cars, the Budget was mostly
good news again and most of us will be
pleased to see the further reductions in
personal tax rates.

All of the changes detailed below are
effective from year of assessment 1996,
unless otherwise stated.

PERSONAL TAXATION
1.  REDUCTIONS IN TAX RATES

Once again, all positiveratesareto
be reduced, in most cases by 2%.
Thereisnochangein theratebands
and the top rate will become 30%,
applying to chargeable incomes in
excess of RM150,000. The new
rates, and a comparison with the 3
previous years, are shown in the
table.

Employees’ contributions to EPF
are to be increased from 10% to
11% from 1st January 1996. The
graphillustrates the way that these
two changes will affect certain in-
dividuals.

GAINERS AND LOSERS
(Married man with 3 children under 18)

ﬁ
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2. DEDUCTION FOR
EDUCATIONAL AND
MEDICAL INSURANCE

A deduction is to be given for pre-
miums paid, with a maximum of
RM2,000, in respect of insurance
on education or for medical ben-
efits. Premiums paid by a wifewho

5.

is not separately assessed may be
included and, where the wife has
total income, an additional
RM2,000 is available to cover the
premiums paid by her.

DEDUCTION FOR CHILDREN
AVAILABLE TO WIVES

A wife living together with her
husband who is assessed sepa-
rately on her income for any year
of assessment may now elect in
writing that the whole deduction
be given to her for that year of
assessment. This applies to a child
of either spouse.

INCREASED PERSONAL
DEDUCTIONS

The limit for the following deduc-
tionsis tobeincreased to RM5,000,
in each case, from the present lev-
els which are:

RM
Parents medical
expenses 1,000
Basic supporting
equipment for a
disabled taxpayer,
his wife, child
or parent 3,000
Disabled child 1,600
EXEMPTION OF INTEREST
FROM BANKS AND FINANCE
COMPANIES

The exemptions for interest, or
gains under an interest-free bank-
ing scheme, derived by resident
individuals are to be improved as
follows:

(1) from RM50,000 to RM100,000
forsavings accounts with reg-
istered cooperative societies,
Agricultural Bank of Malay-
sia, Malaysia Building Society
Berhad, Borneo Housing
Mortgage Finance Berhad and
licenced banks and licenced
finance companies.

(2) from a fixed period of 6
months to a period of up to 12
months for fixed deposits of
up to RM100,000 with Bank

Simpanan Nasional. -

6. EXEMPTION OF ANNUITIES
UNDERTAKAFUL CONTRACTS

In the 1995 Budget, exemption
from Income Tax was given for
annuities granted under contracts
with Malaysian life insurers.
Takaful annuities, which were not
mentioned, are now to be ex-
empted.

This is effective from year of as-
sessment 1995,

OTHER PERSONS

1. REDUCTION IN RATES OF
TAX FOR COOPERATIVES

All existing rates are to be reduced
again, by either 1% or 2%. There is
no changein the rate bands but the
first band of RM10,000 will now
haveanilrate, and the top rate will
become 30%, applying to charge-
able *incomes in excess of
RM500,000. See the table for de-
tails.

MALAYSIAN INSTITUTE OF TAAALION
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EXEMPTION FOR NON-
RESIDENTS’ INTEREST FROM
FINANCE COMPANIES

The exemption forinterest derived
by a non-resident from a licenced
bank in Malaysia is to be extended
to include interest from licenced
finance companies.

Deduction for

_ charity and

community projects

TAXATION OF LIFE
INSURANCE AND TAKAFUL
BUSINESS

The 1995 Budget introduced some
changes for companies carrying
on life business in Malaysia.
Broadly, the changes had the ef-
fect of reducing the tax on the life
fund (the fund held for policy-
holders) to 8%, whilst subjecting
to the normal tax rate any actu-
arial surplus transferred from the
life fund to the shareholders’ fund.
No provision was made to cover
the situation where the life fund
produced an actuarial deficit. Re-
liefis to be given by allowing such
a deficit to be deducted from in-
come and gains of the sharehold-
ers’ fund.

This is effective from year of as-
sessment 1995.

FULL RELIEF FOR
REINSURANCE IN LABUAN

Full relief, instead of 95% relief,
will now be given to insurance
companies for the re-insurance of
risks with licenced re-insurers in
Labuan. This proposal coincides
with the setting up of the “Malay-
sian-Re International Insurance
(Labuan) Limited” with an
authorised capital of US$200 mil-
lion.

BUSINESS TAXATION

1

INCREASED DEDUCTION FOR
EMPLOYERS" CONTRIBUTION
TOEPF

The limit on deductibility for con-

- DOUBLE DEDUCTION FOR
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tributions made by employers to
approved providentfunds,includ-
ing the EPF, is tobeincreased from |
16% to 17% of the employee’s re- |
muneration.

ENHANCED CAPITAL ALLOW-
ANCES FOR COMPUTERS

Computer and information tech-
nology assets are to be given an
initial allowance of 20% (as now)
and anannual allowance increased
from 16% per annum to 40% per
annum. The effect of the change
will be to allow full deduction for
the cost of the assets over 2 years.

CAPITAL ALLOWANCES FOR
ENVIRONMENTAL
PROTECTION EQUIPMENT

Environmental protection equip-
mentis tobe given an initial allow-
ance of 40% and an annual allow-
ance of 20%. No specific allow-
ances are provided at present.

INDUSTRIAL BUILDINGS AL-
LOWANCE FOR BUILDINGS
USED FOR EDUCATIONAL OR
TRAINING PURPOSES

An allowance of 10% per annum,
with no initial allowance, is to be
given for capital expenditure in-
curred for the purposes of a busi-
ness on the construction or pur- *
chase of abuilding, (a) for aschool |
or an educational institution ap-

proved by the Minister of Educa- |
tion or any relevant authority or |
(b), for the purposes of industrial,
technical or vocational training ap-
proved by the Minister of Finance.

Such buildings donotnow qualify
for any allowance.

PROMOTION OF EXPORT OF
SERVICES

A double deduction is to be given
to the whole service sector in or-
der to promote the export of ser-
vices. The expenses eligible for
double deduction are export mar-
ket research, preparation of ten-
ders for the supply of services over-
seas, supply of technical informa-
tion abroad, fares for business

travel overseas by company em-
ployees, expenses incurred over-
seas of up to RM200 per day for
lodging and up to RM100 per day
for food, cost of maintaining an
office overseas for the purpose of
promotion of services.

6. DEDUCTION FOR PRE-
COMMENCEMENT TRAINING
EXPENSES

All companies notrequired to con-
tribute to the Human Resource
DevelopmentFund, notonly small
and medium-sized manufacturing
companies, are to be given a de-
duction for training costs incurred
before commencement of busi-
ness.

7. DEDUCTION FOR CONTRIBU-
TIONSTO CHARITY AND COM-
MUNITY PROJECTS

A deduction from income is to be
given for contributions made to
projects in the field of education,
housing, infrastructure and pub-
lic amenities. The deduction will
be subject to certain conditions yet
to be specified.

_ Reinvestment
. Allowance for

- agricultural projects

8. REINVESTMENT ALLOWANCE
CHANGES

Reinvestment allowance (“RA") is
given in respect of capital expen-
diture on a factory, plant or ma-
chinery used in Malaysia for the
purposes of a qualifying project. It
is given, inaddition tonormal capi-
tal allowances, at a present rate of
50%, tobe deducted from adjusted
income, that is before any capital
allowances. Any balance unused
can be carried forward until fully
used. Adjusted income exempted
by the use of RA may be used to
pay exempt dividends.

RAisnotgiventoacompany whilst
itisenjoying certain incentives un-
der the Promotion of Investments
Act 1986.

The following changes are pro-
posed:




(1) The rate of RA is to be in- |

creased to 60%.

(2) RA is to be deducted from
statutory income, that is after
capital allowances, and not
from adjusted income.

(3) Only 70% of the statutory in-
come of any year may be ex-
empted by the use of RA, ex-
cept for a qualifying project
located in a promoted area
(Sabah, Sarawak and the
“Eastern Corridor” of Penin-
sular Malaysia) when a 100%
exemption will be given.

This is effective from year of as-
sessment 1997,

REINVESTMENT ALLOW-
ANCE FOR AGRICULTURAL
PROJECTS

The RA is to be broadened to in-
clude capital expenditure in rela-
tion to a project undertaken by a
company in modernising or diver-
sifying its cultivation and farming
business in Malaysia.

For this purpose, capital expendi-
ture includes:

(a) clearing and preparation of
land

(b) planting of crops

(c) provision of irrigation and
drainage systems

(d) provision of plant and ma-

chinery

(e) construction of access roads
including bridges, and

(f) construction or purchase of
buildings (including those
provided for the welfare of
persons or as living accom-
modation for persons) and
structural improvements on
land or other structures.

The activities specified are:

(g) cultivation ofrice, maize, veg-
etables, tubers, roots and fruits

(h) livestock farming

BUDGET 1996

(i) spawning, breeding or cultur-
ing of aquatic products, and

() any other activities approved
by the Minster of Finance.

This is effective from year of as-
sessment 1997, but only for expen-
diture incurred from 1st January
1996.

Investment in ¢
domestic company
- in Malaysian

. currency is now to
. be permitfted.

10. TAX EXEMPTION FOR
“KLOFFE” AND “MME”

The Kuala Lumpur Options and
Financial Futures Exchange
(“KLOFFE”) and the Malaysian
Monetary Exchange (“MME”) will
set up the Malaysian Derivatives
Clearing House to enable trading
to commence in derivatives by the
end of the year. They are to be
exempted from income tax, from a
date yet to be specified.

11. EXEMPTION OF INTEREST ON
BONDS RECEIVED BY UNIT
TRUSTS

Exemption is to be given to unit
trusts and listed closed-end funds
for interest derived from securi-
ties or bonds issued by the Gov-
ernment, bonds, other than con-
vertible loan stock, issued by pub-
lic companies listed on the Kuala
Lumpur Stock Exchange, or by a
company rated by Rating Agency
Malaysia Berhad and Bon
Simpanan Malaysiaissued by Bank
Negara Malaysia.

12. OPERATIONAL HEADQUAR-
TERS COMPANIES

An Operational Headquarters
Company (“OHQC") is taxed at a
special rate of 10% on its income
from the provision of qualifying
services to it's offices or related
companies outside Malaysia.

At present, the definition of a re-
lated company is based on con-
trol. Beneficial ownership of atleast

Malaysian institute Of Taxation

20% of the issued share capital of
the OHQC or of the other com-
pany, asthecasemaybe,is deemed
to amount to control. The 20%
stipulation is to be removed from
the definition of a related com-

Where the services of the OHQC
includes providing credit facili-
ties toit’s offices or related compa-
nies outside Malaysia, any funds
used to provide such facilities must
now be obtained from outside Ma-
laysia in order for the service to be
a qualifying service. The defini-
tion of qualifying services is to be
broadened to include the provi-
sion of credit facilities to offices or
related companies outside Malay-
sia from funds of up to RM10 mil-
lion obtained in Malaysia.

This is effective from year of as-
sessment 1995.

TAX INCENTIVES

1.  FOREIGN FUND MANAGE-
MENT COMPANIES

Provisions relating to the incen-
tive for foreign fund management
companies, which was announced

earlier,havenowbeen made avail-
able.

Income derived by a foreign fund
management company (“FFMC”)
from providing fund management
services to foreign investors is to
be taxed at a special rate of 10%.
Income qualifying for the special
rate, less the income tax charged
thereon, will be available to pay
exempt dividends.

A FFMC is a company incorpo-
rated in Malaysia and licenced
under the Security Industry Act
1983. A fully foreign-owned FFMC
may only provide fund manage-
ment services to foreign investors.
A majority foreign-owned FFMC
may provide fund management
services to foreign and local inves-
tors.

A foreign investor is:
- an individual who is not a

resident and not a citizen of
Malaysia
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TABLE 1
COMPARISON OF INCENTIVES AFTER THE BUDGET
'INCOME BASED CAPITAL EXPENDITURE BASED |
......  PIONEER | SECTION | INVESTMENT | INVESTMENT | REINVESTMENT |
STATUS 127 TAX ALLOWANCE | ALLOWANCE
i : ALLOWANCE
Eligibility fimit - years 5
Basig? = 5 5 5 5 : none
Promoted areas ; 5 5 5 5 | none
_ BSlhigh-tach projects 5 10 5 5
. Research & Development
... Contact T 5 10 i
- Non-contact : 10 i
10 1 i
10 |
10 5 ;
- Percentage of expenditure i
|
Basic - 60 60 60 :
Promoted areas 80 80 60
high-tech projecis 60 100
Research & Development
© . Contact : 100
Non-contact 100
.. In-house 50
Training 100
' Forestry Projects 100
Percentage exemption of g
- statutory income i
Basic - e o i 70 70 70
Promoted areas - : B85 |85 85 =85 100
- BSlI/high-tech projects 1000 | 100 100 100
- Research & Development |
- Contact ! 106 | 70
~Non-contact ; 70
“In=house 1 70
Training : ) 79
‘Forestry Projects 100 \

ing on of an offshore trading activ-
ity, or amaximum of RM20,000. At
present this does not include ship-
ping or petroleum operations.

Petroleum operations will no
longer be excluded, but compa-
nies carrying on petroleum opera-
tions in Malaysia or Malaysian
waters will continue to be liable to
tax under the Petroleum Income
Tax Act 1967, and will not benefit
from the relaxation.

OFFSHORE COMPANY INVEST-
MENT IN A DOMESTIC COM-
PANY

The requirement for an offshore
company to carry on it's offshore
business in a currency other than
the Malaysian currency effectively
precludes investment in domestic
(i.e. Malaysian other than Labuan)
companies. Investment in a do-
mestic company in Malaysian cur-
rency is now to be permitted.

REAL PROPERTY GAINS TAX
INCREASES IN TAX RATES
The rates for disposals within the first

four years of ownership are to be in-
creased as follows:

Present Proposed
rate-% rate-%
In the first 2 years 20 30
In the third year 15 20
In the fourth year 10 15

For an individual who is not a citizen
and not a permanent resident, the rate
of tax will be 30% on the disposal of a
chargeable asset acquired after 27th
October 1995, regardless of the period
of ownership. The scheduled rates will
continue to apply for assets acquired
up to that date.

Thisis effective from 27th October 1995,

Malaysian Institute Of Taxation

STAMP DUTY

STAMP DUTY ON SYARIAH
LOANS AND HIRE PURCHASE

Loaninstruments executed follow-
ing the conversion from a conven-
tional financing scheme to a
Syariah financing scheme are tobe
exempted from Stamp Duty.

Also, Stamp Duty is to be charged
at a maximum of RM3 on hire-
purchase agreements for con-
sumer goods based on Syariah
principles.

This is effective from 1st January
1996.

STAMP DUTY ON CONTRACT
NOTES

The rate of Stamp Duty on con-
tract notes for the sale of shares or
marketable securities in compa-
nies, per RM1,000 of the market
value or part thereof, is to be re-

duced from RM1.50 to RM1.00.
This is effective from 1st July 1995.

INDIRECT TAXES

Some of the changes, which are too
numerous to detail, are mentioned be-
low. All are effective from Budget day,
unless otherwise stated.

1.  Many items are to be freed from
Sales Tax.

2. Sales Tax is to be abolished -on
computers and components.

3. Arange of specific equipment and
inputs used directly in the produc-
tion of food on a commercial or
group basisis tobeexempted from
Import Duty.

4. Arange of specific raw materials/
components and machinery/
equipment are to be freed from
Import duty.

5. Import Duty on more than 710 tar-
iff-protected items is to be abol-
ished, reduced or rationalised.

6. Specified items of medical equip-
ment are to be freed from Import
Duty and Sales Tax.
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AN

Reinvestment
Allowance for
| agricultural projects

Theexport Duty on processed palm
oil is to be suspended for a period
of one year. This is effective from
1st November 1995.

OTHER CHANGES

ROAD TAX INCREASE

The Road Taxisincreased from 1st
January 1996 for cars with engine
capacity exceeding 2,000 c.c, based
onthefollowingscale for privately
owned petrol-engined cars:

BUDGET 1996

Vehicles transporting fully laden
exempted goods which are perish-
ableinnatureand goods whichare
to be consumed in Singapore are
exempted. The list of exempted
goods is to be revised.

Goods vehicles other than empty
vehicles entering Malaysia, pres-
ently subject to no levy, will be
charged RM100 per vehicle.

These changes are effective from
1st January 1996.

LEVY ON FOREIGN PURCHASE
OF REAL ESTATE

A levy of RM100,000 is to be im-
posed on every purchase of real

INCREASE IN FOREIGN WORK-
ERS LEVY

The rate of levy charged for the
employment of foreign workers,
except for unskilled agricultural/
estate workers and house maids, is
to be increased by 100%.

This is effective from Ist January
1996.

NO CHANGE

It looks as though we shall have to
wait for another Budget before we
see the introduction of the long-
awaited Sales and Service Tax.
Perhaps not surprisingly against
thebackground of inflationary con-

estatein Malaysia by foreign inter- cerns, it was not mentioned.

Engine Present Proposed ests. It will be collected by State |
capacity rate rate Governments. | Also, nothing was done to statisfy
perc.c = perc.c those who hoped that last year’s
This is effective from 27th October exemption for overseas income of
2,001 - 2,500 80 sen RM1.00 1995. companies would be extended to
2,501-3,000 RM2.00 RM2.50 dividends paid out from such in-
Above 3,000 RM3.60 RM4.50 come.

TABLE 2

Thiswill cause an increase in other RATES OF INCOME TAX FOR THE LAST 4 YEARS

rates which are set ata multiple of

the above figures, except for the CHARGEABLE INCOME  RATE OF TAX _TAXPAYABLE (CUMULATIVE)
new generation of diesel-engined BAND TOTAL 1996 1995 1993 1996 1995 1993
cars, where a lower multiple has 1994 - 1994
beenintroduced. Themultiplesare | | B Bk e % = RM - M - RN
now: - - SE == 0 s = o o
. Resident Individuals
Privately Compan | SiEi
y pany 2500 2500 0 0 2 0 0 50
owned  -owned 2500 5000 2 3 5 50 s An
petrol 5000 10000 4 6 8 250 375 575
: 10000 20000 6 7=—15 850 1075 1575
EIGIeS e 15000 35000 10 12 15 2350 2875 3825
el 15000 50000 16 18 2t 4750 5575 6975
_ 20000 70000 21 - 23 o5 8950 ' -
SpIIEs 30000 100000 26 28 3t 16750
old 50000 150000 29 31 34 31250
generation 4 8 ot i < o
new Cooperatives
geferation 2 4 . 10000 10000 0 1 2 g 10( 1
. 10000 20000 2 3 4 200
' 10000 30000 5 6 7 700 ’
‘ 10000 40000 8 9. 40 50 .
‘ | 10000 50000 11 12 13 2600
2. CHANGESTOGOODSVEHICLE 25000 75000 14 16 -~ 47 6100
LEVY 25000 100000 18 20 22 10600 1210
‘ 50000 . 480000 © 25 - oA 98 . oodpde - oy
| | 100000 . 250000 25 oFf 29 . JBR00 511 :
The levy of RM100 on goods ve- | | 250000 500000 28 30 32 116600 126100 135350
hicles leaving Malaysia is to be | | ©Xcess . - '
6 increased to RM200. '



DARIPADA SYARTIKAT KEWANGAN YANG TERULUNG

SKIM SEWA BELI KOMERSIL & PERINDUSTRIAN

BESARKAN OPERASI
PERNIAGAAN ANDA
DENGAN SKIM SEWA BELI
KOMERSIL & PERINDUSTRIAN

Kini, anda boleh membesarkan lagi operasi
perniagaan anda tanpa mengganggu aliran
wang tunai anda, dengan Skim Sewa Beli
Komersil & Perindustrian Mayban Finance
yang fleksibel!

la adalah pakej pinjaman yang dapat
memudahkan syarikat korporat atau individu
membeli aset-aset modal untuk
membesarkan perniagaan.

Bagaimanakah Skim Ini Membantu Anda?

Jika anda menyumbangkan deposit 20%
daripada kos aset modal yang hendak dibeli,
kami akan menyediakan baki 80% lagi. Dan

anda boleh membayar balik dalam tempoh
5 tahun.

Apakah Yang Boleh Dibeli?

Anda boleh membeli hampir apa saja jenis
aset dan peralatan modal yang berkaitan
dengan:

1. Pentadbiran dan komunikasi

2. Perindustrian dan pembuatan

3. Pengangkutan

4, Pembinaan

5. Perubatan dan pergigian

6. Penyimpanan dan pendinginbekuan

MAYBAN FINANCE BERHAD

Kami Mempunyai Masa Untuk Anda

Keistimewaan SKIM SEWA BELI KOMERSIL
& PERINDUSTRIAN Mayban Finance

1. Tidak mengikat atau mengganggu aliran
wang tunai dan sumber modal anda

2. Anda dapat mengawal belanjawan dan
pengurusan wang tunai dengan lebih baik

3. Memberi anda kemudahan tambahan
dalam bentuk pinjaman jangka sederhana

4. Melindungi anda dari beban inflasi apabila
aset modal mengalami kenaikan nilai

Untuk keterangan lanjut, kunjungilah mana-
mana cawangan Mayban Finance yang
berdekatan atau hubungi "Mayban 911" di
03-2910911.
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1996 BUDGET EVENTS

=

Press Conference on Budget 1996 ..
Poh Keat, Deputy President Mr Michael Loh, MIA Vice President M

il g

iy :
- (from left) Council members,

Council member En. Jeremy Nasrulhagq.

The 1996 Budget caused a flurry of
events for the Institute. Prior to the
announcement of the Budget by the
Honourable Finance Minister, the In-
stitute participated ina pre-Budget 1996
dialogue on the theme “Promoting a
Modern, Competitive and Dynamic
Services Sector” in Labuan on 5 August
1995 (The report on the Dialogue was fea-
tured in the September, 1995 issue of the
journal).

Immediately after the Finance Minis-
ter, YAB Dato Seri Anwar Ibrahim
presented the Budgetat4.00 p.m. on 27
October 1995, the Deputy President,
Mr Michael Loh and Malaysian Insti-
tute of Accountant (MIA) Council mem-
ber, Mr Neoh Chin Wah representing
the President of MIA in a phone-in
interview with the News Straits Times
Groupresponded by congratulating the
Minister for a positive, balanced and
well-thought-out budget. The budget
addresses almost every aspect in de-
veloping the country.

The Institutes were pleased thata num-
ber of proposals submitted were taken
up in the Budget. Among the propos-
als were that the Government extends
its incentives by treating all private
educational buildings as industrial
buildings whereby 10% Industrial
Building Allowance is given, a reduc-
tion in individual tax rates to a maxi-
mum of 30% and that wives be given
the option to claim tax relief for their
children.

At the post-Budget Press Conference
held thenextday, chaired by the Deputy
President and MIA Vice-President, Mr
Soon Kwai Choy, Mr Soon described
the Budget as “a People's Budget” and
that the consensus was that the Gov-
ernmenthasbeen very wiseand shown
consistency in its policies. Mr Loh
added thatthrough the Government s

move to reduce tax instead of increas-
ing tax, more revenue will be earned.

Both the Institute and MIA, asin previ-

Mr Lee Yat Kong, Mr Quah
r Soon Kwai Choy and MIA

i)

ous year s held a Budget Hotline ser-
vice in collaboration with the New
Straits Times Group. The Hotline
started taking calls from the publicwho
sought clarification on the Budget at
9.00 a.m. with the last call finishing just
after 12 noon. A number of calls were
received from working mothers enquir-
ing on the option of either spouse to
claim taxrelief for children as currently
only husbands could claim. Callers
also asked about the exemption from
income tax on interest income received
by individuals on savings and fixed
deposit accounts with financial institu-
tions; increase in the rate of Employees
Provident Fund (EPF) contribution to
11 percent; reduction of individual tax
rate and the increase in the real prop-
erty gains tax.

The Institute would like to take this
opportunity to thank the Hotline Han-
dlers, Patrick Chan, Esther Chang,
Patsy Choong, Chua Tia Guan, Khoo
Heng Chin, Kong Foh Thai, Phyllis Lee,
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HARPAL'S DHitLON LEE Wt Poan

Deputy President Mr Michael Loh chailu'ing one of the deget
Forums. On his right is Council member Mr Harpal Singh Dhillon
and on his left is Mr Lee Ah Puan from the Custom Department.

Ong Sing Guan, Sheila Padmanathan and Adeline Toh, who
selflessly sacrificed their Saturday morning to assist the
Institute to serve the community.

Following the Budget, both Institutes in collaboration with
the Royal Customs and Excise Department conducted half
dayseminarsaround the country beginning in Kuala Lumpur.
Speakers at the seminars were Mr Michael Loh, MIT Deputy
President, Mr Lee Ah Puan, Head of Tariff, Drafting and
Gazette of the Technical Service Division, Customs; Mr Harpal
Singh Dhillon; Mr Lee Yat Kong, both MIT Council Members

and Mr Wong Seng Chong, MIA East Coast branch chair-
man.

Qur team of Hotline handlers.

Merry Christmas
And

Happy
New Year

From
The Council Of The
Malaysian Institute Of Taxation
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SUBSIDIARY LEGISLATION 1995

INCOME TAX (EXEMPTION/AMENDMENT) ORDER 1995

[

NO TITLE REFER | DATE GAZETTE SUBJECT EFFECTIVE
P.U.(A)| NOTIFICATION DATE
029 Income Tax (Exemption) 245 07/13/95 Tax exemption for ADI Nolan Davis
(No. 19) Order 1995 Inc. Canada in respect of
Of US366,770 received from UNDP
for consultancy services under
the Mineral Sector safety
Environmental Protection project.
030 Income Tax (Exemption) 246 07/13/95 All income of the Malaysian Palm Qil Y/A 1996 to
(NO. 20) Order 1995 Promotion Council exempt from tax. Y/A 1998
031 Income Tax (Exemption) 265 07/27/95 Tax exemption for 28 artistes from Y/A (24 to
(No.21) Order 1995 “Singapore Dance Theatre" who have 26/3/95)
performed in the Auditorium Dewan
Bandaraya in Kuala Lumpur.
032 Income Tax (Exemption) 266 07/27/95 Tax exemption up to an amount
(No. 22) Order 1995 equivalent to 50% of the income of
the following officials of the
Transportation System & Market
Research Ltd. who are in Malaysia
solely for the purpose of serving as
consultants for the Double
Tracking Project (KTM):-
(a) David Richard Ransom 17/05/93 -
P/N 557348F 31/12/94
(b) Geoffrey Plant 26/04/93 -
P/N L8631260 31/12/94
(c) David Robert Ballinger 03/08/92 -
P/N D4085939 30/06/93
(d) Roy Alive 04/01/93 -
P/N C5035580 31/12/94
(e) Ivor Lalleamand 18/04/94 -
P/N 740033617 31/12/94
‘ (f) Jack Arling 20/01/94 -
P/N 700033047 31/12/94
(g) Graham Baker 20/01/94 -
| P/N184316U 24/06/94
033 Income Tax (Exemption) 285 08/10/95 All income of the Padiberas Nasional Y/A 1995 to
(No. 23) Order 1995 (BERNAS) (excluding dividend 1997
income) exempt from tax.
034 Income Tax (Exemption) 293 08/17/95 All income of the Human Resource YIA 1995 to
(No. 24) Order 1995 Development Council (excluding 1998
dividend income) exempt from tax.
035 Income Tax (Exemption) 322 09/14/95 Tax exemption for a person

(No. 25) Order 1995

not resident in Malaysia in

respect of income under

subsection 4A(jii) of the Income Tax
Act consisting of payments made
under an agreement or
arrangement for participantion in a
pool, by a company resident

in Malaysia -

engaged in the business of
transporting passenger or
cargo by sea.
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PETROLEUM INCOME TAX
An Overview and Areas Of Uncertainty

By

CHIN PAK WENG
Senior Tax Manager,
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INTRODUCTION

The Petroleum Income Tax Act, 1967
(the Act) which came into effect for the
year of assessment 1968 and subse-
quent years of assessment, imposes
petroleum income tax on the income of
every chargeable person being income
derived bysuch chargeable person from
petroleum operations.

Petroleum operations in Malaysia are
currently conducted within the frame-
work of the production sharing sys-
tem. Petroleum companies negotiate
foraProduction Sharing Contract (PSC)
with Petroleum Nasional Berhad
(Petronas) whereby all petroleum pro-
duced is shared between the company
and Petronas on an agreed sharing
ratio. The PSC system was introduced
from 1 April 1975. Prior to this date,
petroleum operations were carried out
under the concession system.

It is interesting to note that petroleum
income tax has been a significant con-
tributor to the Malaysian economy.
Currently, it contributes around 11 per
cent of total income tax revenue and
around 8 per cent of total tax revenue.
In the 1980’s, petroleum (both income
tax and export duty) contributed an
average of 25 per cent of total tax rev-
enue (see Tables I and IT in the Appen-
dix). The decline in the contribution of
petroleum has been due to the volatil-
ity of petroleum prices and the more
efficient collection of other forms of
direct and indirect taxes.

_ Itis hoped that the
various
uncerfainties/
ambiguities would
be resolved in a

TECHNICAL ASPECTS

Petroleum Operation

The term petroleum is de
clude natural gas. “Petroleum
tions” is defined in the Ac
“searching for and winning or ob
ing of petroleum in Malaysia’
behalf of any person for his
count or on a joint account w
other person by any drilling, -
extracting or other like operations
process, in the course of a busine
carried on by that person engaged

such operations, and all operations i f:rrclmalz ctifl:
cidental thereto, and any sale or - thg;rity
posal by or on behalf of that person e

petroleum so won or obtained, ari e

includes the transportation witl
Malaysia by or on behalf of that pers
of petroleum sowon or obtained to
point of sale or delivery or expo:

The definition specifically exciudeﬁ gt
following:

(a) any transportation of petroleum
outside Malaysia;

(b) any process of refining or hquefy-
ing of petroleum; -

= i
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leum operations in those areas would
be treated as being carried on under

one petroleum agreement.

The term “person” includes a com- |
pany, a partnership or other body of
persons and a corporation sole.

A “partnership” means an association
or arrangement of any kind (including,
but not limited to, joint ventures, syn-
dicates and cases where a party to the
association or arrangement is itself a |
partnership)between parties whohave
agreed to combine any of their rights,
powers, property, labour or skill for

the purposes of carrying on petroleum
operations and sharing any petroleum |
production or any profit derived there-
from.

Therefore, a consortium of companies
(jointventure) thatderivesincome from
petroleum operations would be sub-
ject to tax as a separate chargeable
person. Where there are changes in the
members of a partnership, the “new”
partnership would be treated as one
continuous partnership so long as one
of the original parties to the PSC con-
tinues to be a member of the “new”
partnership.

Rate of Tax

The chargeable person carrying on pe-
troleum operations is subject to petro- |
leum income tax at the rate of 40 per
cent (with effect from year of assess-
ment 1994) on the chargeable income of
that person. Apart from petroleum
mcome tax, no other taxes are imposed
on income from petroleum operations.
Furthermore, dividends paid would
not be chargeable to any further taxes.
The imputation system of the Income
Tax Act, 1967 would not be applicable.

The income tax rate under the Income
Tax Act, 1967 is currently at 30 per cent.

Basis Period '

The chargeable income upon which
Petroleum Income Tax is imposed is
computed in relation to a specific pe-
riod, called a basis period.

The first basis period would, under
normal circumstances, be a period of
twelve months commencin gonthedate
of the first sale or disposal of petro-

. of determining basis periods. All ex-

ARTICLE

. When petroleum

_ operations cease

_ permanently in @

contract areaq,

~ a substantial amount

. of expenditure

_ would have fo be

incurred on the

removal of

- installations. At

present, no specidal
provisions are
available in the Act
tfo deal with such

-expenditure. |

|
J
|
\

leum. Each subsequent period of 12
months during which the chargeable
person is engaged in petroleum opera-
tions would be the basis period for the
relevant year of assessment.

The day on which exploration activity
begins is not relevant for the purposes

penditure incurred in respect of petro-
leum operations prior to the date of
first sale/disposal of petroleum would
form part of the qualifying exploration
expenditure and would rank for deple-
tion allowances.

Chargeable Income

The chargeable income is arrived at as
follows:

Gross Income for a basis period

Less: Deductible expenses

Adjusted income

Add: Balancing charges

Less: Capital allowances

Statutory income
Less: Losses brought forward

AEEIECIE IR

Assessable income

Less: Gifts of money to approved ‘
institutions, the government
or to a local authority

Chargeable income

I [ 2

Gross Income

Having determined the basis period
fora year of assessment of a chargeable
person, the gross income for that basis
period is then ascertained.

Gross income includes the following:

(a) Sale in the basis period of natural
gas and casinghead petroleum
spirit and of crude oil delivered
and shown to have been refined in
Malaysia;

(b) Sale in the basis period of crude

oil, where the person:

delivers such crude oil in
Malaysia but is not shown to
have been refined in Malay-
sia;

(ii) exports such crude oil.

(i)

() Marketvalue of crude oil exported
otherwise than on sale in the basis

period;

Market value of crude oil deliv-
ered to a refinery for refining in
Malaysia (by or on behalf of the
chargeable person) in the basis
period.

The market value principle has been
extended (with effect from year of as-
sessment 1989) to natural gas deliv-
ered to a processing plant in Malaysia.
Prior to this, this was not stipulated in
the Act. The change has arisen due to
the growing importance of natural gas
as a source of revenue.

Also included as gross income are:

(a) Miscellaneous receipts which in-
clude the following:

Receipts of a revenue nature
incidental to and arising from
any one or more of the petro-
leum operations of the charge-
able person derived in the
basis period (receipts other
than those falling withinitems
(a) to (d) above);

(i)

Sums received in relation to
petroleum operations by way
of insurance, indemnity,
recoupment, recovery, reim-
bursement or otherwise either

(i)



(b)

()

(d)

(e)

where such sums are in re-
spect of the kind of outgoings
and expenses deductible un-
der the Act or sums received
under a contract of indem-
nity;

(iii) Compensation for loss of in-
come from the petroleum op-
erations.

Recoveries in the basis period of
bad or doubtful debts for which a
deduction has been allowed in an
earlier basis period;

Any amount of a debt which is
released from payment either
wholly or partly in the basis pe-
riod and which had previously
been allowed as a deduction in an
earlier basis period; and

Excess of recovered expenditure
over the aggregate of:

(i) the residual expenditure at
the beginning of a basis pe-
riod; and

(ii) the qualifying exploration
expenditure incurred during
that basis period.

Any expenditure recovered in the
basis period in respect of intan-
gible drilling expenses previously
allowed in an earlier basis period.

Deductiblé Expenses

Alloutgoings and expenses wholly and
‘exclusively incurred during the basis
period by the person in the production
of his gross income are deductible from
the gross income of the chargeable per-
son. The expenses that are deductible
from gross income may be classified
into three types;

(i)

(i)

outgoings and expenses wholly
and exclusively incurred;

specific expenses prescribed in the
Act; '

(iii) capital expenditure as computed

in accordance with the Act (i.e.
relating to capital expenditure on
exploration).

Since there is no
sale/disposal of
petroleum, this PSC
would not have a
basis period under
the Act.

Generally, the deductions include:

(a) Interest payable for the basis pe-
. riod on money borrowed by the
person and employed in the pro-
duction of gross income or laid out
on assets used or held for the pro-
ductionof the grossincome. Where
any person who has borrowed
money also has investments fi-
nanced from such borrowed
money, the interest may only be
allowed on a restricted basis.

Rent payable for the basis period
on land and buildings occupied
for the purpose of producing gross
incomes T e

Expenses incurred during the ba-
sis period on repairs of premises
plant, machinery-or fixture
ployed in the production
income or for the reney
or alteration of any im
utensils or articles, emp
the production of gross
but having a working life
normal conditions of less
years. This excludes the ¢
reconstructing orrebuilding
premises, buildings, plant or m:
chinery and fixtures.

(d) Assessment rates payable for t
basis period in respect of any pro
erty used for petroleum oper:
tions. '
(e) Trading debts which have bee:
reasonably estimated in all the cis
cumstances of the case tobew
irrecoverable at the end of th
sis period. Where the debt is
mated to be partly irrecove
an amount equal to so much of
debt as is estimated to be irreco
erable. :

()

Contributions made in the basis
period to an approved pension or

(g)

g
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provident fund, scheme or society
in respect of an employee but such
contributions should not exceed
16 per cent of the employee’s al-
lowableremunerations. Ithasbeen
proposed in the 1996 Budget to
increase the maximum tax deduc-
tion to 17% of the employee’s al-
lowable remunerations effective
from year of assessment 1996.

Intangible expenses for drilling
exploration, appraisal and devel-
opment wells, whether produc-
tive or unproductive, incurred
during the basis period in explora-
tion, development or production
areas.

Certain capital expenditure (i.e.
depletion allowance) as may be
allowed in the basis period.

deductions

13
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Each PSC is
effectively ring
fenced or
demarcated and
any losses or capital
allowances of one
PSC cannot be

_ utilised against the
income of another
PSC.

e
g
e

(e) expenses which are classified as
qualifying explorationexpenditure
or qualifying plant or building ex-
penditure under the Act which
otherwise would have been de-
ductible from gross income;

(f)

payments to non-residents from
which tax is deductible under the
provisions of the law and where
tax has not been deducted there-
from and accounted to the Direc-
tor General of Inland Revenue. The
payments referred to are interest,
royalty, technical advice, services
orassistance, rents, other payments

- made for the use of movable prop-
erty or contract payments to anon-
resident contractor;

(8)

any amount of chargeable tax pay-
able under the Act;

(h)

any amount of income tax or tax of
a substantially similar nature;

(i) anysum paid by way of rentals in
respect of a non-commercial mo-
tor vehicle in excess of RM50,000.

(j) entertainment expenses except for
certain categories. Thisisthe same
as stipulated in the Income Tax
Act, 1967.

(k) leave passages.

Depletion Allowances (Schedule 1)

As mentioned above, depletion allow-
ances would be allowed as a deduc-
tion. Depletion allowance calculations
are based on the cost depletion con-
cept. The allowance is computed on
exploration expenses incurred includ-
ing acquisition of rights over petro-
leum deposits, on searching for, on
discovering and testing or on winning

ARTICLE

access to petroleum deposits and ex-
penditure incurred during any period
when petroleum is notbeing produced.

In the case of primary exploration ex-
penditure, the rate of initial allowance
is 10 per cent. This rate is increased to
20 per cent where exploration expendi-
ture isincurred for secondary recovery
activities.

“Secondary recovery” is defined in the
Act tomean “a project which has as its

object the production of quantities of
hydrocarbons by the application of
external energy to the underground
reservoir for the purpose of additional
and/or accelerated recovery of those
hydrocarbons.”

The annual allowance write-off is cal-
culated on the residue of the qualifying
exploration expenditure. The rate ap-
plicable is either 15 per cent of residual
expenditure or a fraction (based on
output), whichever is the greater. The
fraction prescribed is as follows:

0

o+p

where o = output from petroleum
operations for the basis
period.
p = total potential future out-
put at the end of the basis
period.

Therate of 15 per cent became effective
from year of assessment 1989. Prior to
that, the rate was only 5 per cent.

%‘i‘é In the absence of a
_ definition, the oil
contractors have
relied on the
legislation in other
countries and on

_ industry practice in

 their claims for

%
b
oot

deduction of
_ infangible expenses.

Capital Allowances (Schedule 2)

All petroleum assets (i.e. qualifying
plant or building expenditure) are

amortised on a straight line basis. The
amortisation period for plant, equip-
ment and offshore fixed platformsis 10
years while that for industrial build-
ings extends up to 50 years.

A summary of the rates applicable are
as follows:

Initial  Annual

Plant used
in secondary
recovery

@)

40 % 10 %*
Plant used in
other cases
(primary
exploration)

(if)

20 % 8 %

Fixed offshore
platforms £

(i)
10 %
(iv) Building
constructed
by chargeable
person

- secondary
recovery 20% 2%

- other cases 10% 2%

(v) Building
purchased by
chargeable
person - permitted
fraction
*  effective from year of assess-
ment 1989. Prior to that, the
rate was 6 per cent.

The denominator of the permitted frac-
tion would be the balance of the 50 year
life of the building.

Ownership of the assets is one of the
qualifying tests before any capital al-
lowances are calculated for a charge-
able person. Where assets owned by a
chargeable person are disposed, then
any excess of tax written down value
over the disposal value would be
granted asan additional allowance (bal-
ancing allowance). Any excess of dis-
posalvalue overtax written down value
would result in a balancing charge
being made on the chargeable person.

With the introduction of the PSC sys-
tem, the assets which had been ac-



quired and which would be acquired
by the chargeable person for petroleum
operations are vested in Petronas. The
tax legislation takes this into consider-
ation and allows capital allowances to
chargeable persons in respect of assets
vested in Petronas.

While the initial /annual allowances
would still be granted to the charge-
able person, the normal rules outlined
above will not apply where there is a
disposal of an asset. In the instance of
a disposal, the asset is deemed to have
been disposed for zero value. The
effect would be that the tax written
down value at the time of disposal
wouldbe allowed as abalancing allow-
ance.

On the other hand, Petronas would be
subject to tax on the disposal value
(which would either be the market
value or the sale proceeds, whichever
is the greater) of the asset.

Losses

Where thereis an insufficiency of gross
income in the basis period to absorb the
allowable deductions, the excess of the
allowable deductions over the gross
income would be the adjusted loss for
the basis period. The adjusted loss can
be carried forward and deducted
against the statutory income of the fol-
lowing years of assessment until the
whole of the loss has been absorbed.

Double Taxation Arrangements

Under the various double taxation
agreements (DTA) entered into be-
tween Malaysia and other countries,
the term “permanent establishment”
includes an oil well or other places of
extraction of natural resources. The
income of an enterprise of a foreign
contracting state is normally taxable in
Malaysia if the enterprise carries on a
business through a “permanent estab-
lishment” in Malaysia. Tax would be
imposed on so much of the income as is
attributable to the “permanent estab-
lishment”.

DTA’s also normally provide for the
elimination of double taxation. Thus,
where income derived from Malaysia
which is taxed in Malaysia is subject to
tax again in the foreign contracting
state, then relief from double tax on

&
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such income would be available in ac- | AREAS OF UNCERTAINTY

cordance with the DTA.

The Act was specifically structured to
impose tax on petroleum operations in
Malaysia under the concession system
in existence at the time. With the intro-
duction of the production sharing sys-
tem from 1 April 1975, relevant legisla-
tive changes were made to the Act to
suit petroleum operations carried on
under the PSC environment. The Act
was further amended from year of as-
sessment 1989 to provide for each PSC
to be treated as a separate chargeable
person with certain exceptions. Conse-
quent to all theselegislative changes as
well as the changes that have taken
placein the petroleum industry, the tax
position of the cil contractors has be-
come somewhat unclear in certain ar-
eas. This uncertamty arises from the

iguity in the interpretation and ap-
of the Act and due to the

ADMINISTRATIVE ASPECTS

These are similar to those found in the
Income Tax Act, 1967. Some of the

administrative aspects are discussed
below:

Payment of Tax

The tax is payable within 30 days from
the date of service of the notice of
assessment at the place specified in the
notice, notwithstanding any appeal
against the notice of assessment.

_ The Act was
specn‘lcolly
strucfured to impose

sioners of Petroleum Income
against the assessment by givin,
Director General a written notic
appeal within 30 days of service o
notice of assessment (or such extend
period as may be allowed).

Subsequent appeals can be made o
point of law to the High Court,
court of Appeal and the Federal Co

Price Review Committee @~ - €l Iniangibieexpenses |
Where the Director General is not s
isfied with the determination of
market value of petroleum, he sh
notify the chargeable person in -
ing. Either the Director General o
chargeable person may refer the
ter to the Price Review Comxmttee
The Committee will determine any
question of disputereferred toitandits |
decision on such a question would be
final.
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(b)

The claim for deduction of such
intangible expenses has given rise
to disputes with the IRD. One
such issue relates to the claim for
intangible expenses of fixed off-
shore drilling platforms. The in-
tangible expenses of fixed offshore
drilling platforms such as the cost
of design, fabrication (excluding
cost of materials), transportation
and installation of fixed offshore
drilling platforms (but not pro-
duction platforms) have been
claimed as intangible expenses.
However, the IRD is of the view
that such cost would not be de-
ductible as an expense but would
be regarded as capital expendi-
ture falling within qualifying ex-
penditure incurred on the provi-
sion or construction of fixed off-
shore platforms on which capital
allowances may be claimed.

Contiguity

The Act provides that where a
person carries on petroleum op-
erations under more than one PSC,
he would be regarded as a sepa-
rate chargeable person in respect
of each of those PSCs. In other
words, each PSC is effectively ring
fenced or demarcated and any
losses or capital allowances of one
PSC cannot be utilised against the
income of another PSC. How-
ever, this rule is relaxed in the case
of a partnership that carries on
petroleum operations under two
ormore PSCs and if those PSCs are
contiguous, then the petroleum op-
erations in those areas would be
treated as being carried on under
one PSC and taxed as a single
chargeable person. However, the
term “contiguous” is not defined.
This has givenrise to difficulties in
determining whether certain PSCs
can be considered as contiguous.
It is also not clear whether sepa-
rate PSCs which are contiguous
(in which identical parties having
different sharing ratios are in-
volved) can be regarded as being
operated by the same partnership
so as to fall within the contiguous
provision. Considerable uncertain-
ties also exist regarding the treat-
ment of the qualifying exploration
and plant expenditure prior to the
point of time when the PSCs are

(©)

| @

treated as a single chargeable per-
son or after the PSCs cease to be
regarded as contiguous owing to
the changes in the parties to the
partnership.

The Director General

or the chargeable
person may refer the
matter to the Price

. Review Committee.

Treatment Of Petroleum Income
Prior To Production

“Petroleum operations” as defined
in the Act includes all operations
incidental to the searching for and
winning or obtaining of petroleum
in Malaysia as well as the trans-
portation within Malaysia of pe-
troleum so won or obtained to any
point of sale or delivery or export.
The Act also brings to charge any
miscellaneous revenue receipts
incidental to and arising from pe-
troleum operations. Itwould there-
fore appear that where one PSC is
paid rental for the use of common
facilities by another PSC such as
for the use of pipelines for the
delivery of oil or gas to the crude
oilterminal or gas processing plant,
therentalincome would be charge-
able as income/receipt from pe-
troleum operations. However,
there are cases where the PSC that
receives such income is still in the
exploration stage and has not
reached the production stage. As
such, since there is no sale/dis-
posal of petroleum, this PSC would
not have a basis period under the
Act. Itis, therefore, not clear how
such income would be taxed or
whether such income would be
chargeable under the Income Tax
Act, 1967.

Potential Future Qutput

In the formula for the calculation
of depletion allowance, the de-
nominator consists of the quantity
of output and the quantity of total
potential future output at the end
of the basis period. Here again,
the term “potential future output”
hasnotbeen defined. Assuch, this
term has been open to various dif-

(8)

ferent interpretations. Some oil
contractors have interpreted it to
mean only potential future output
of oil and gas in fields which are in
production whereas the IRD seems
to be of the view that potential
future output should include all
oil and gas (whether associated or
unassociated) discovered irrespec-
tive of whether the fields are in
production or not.

Sale Proceeds And Stock Valua-
tion

Under the Act, the proceeds of sale
would be treated as gross income
for the basis period in which the
sale was made. Itis very common
in the PSC arrangement for the
entitlement to crude oil to be either
overlifted or underlifted.
Overlifting of crude oil would oc-
cur if the quantity of crude oil sold
by the chargeable person in a pe-
riod exceeds the amount of his
entitlement based on the sharing
ratio as stipulated in the PSC. On
the other hand, if the sale is less
than the entitlement in a period,
then a situation of crude oil being
underlifted would result. Differ-
ent treatments have been adopted
by chargeable persons on the taxa-
tion of the sale proceeds overlifted
and the valuation of the stock of
crude underlifted or overlifted for
theperiod. Inview of this, it would
be necesary for the IRD to issue
some guidelines for all concerned
to follow.

Discovery Bonus

Discovery bonus is one of the con-
tractual payments under the PSC
which the contractor has to make
to Petronas on discovery of a new
field. This payment has been
claimed as a revenue expense
wholly and exclusively incurred
in the production of income. The
IRD has however disputed the
claim and has taken the stand that
the payment is capital in nature
falling within qualifying explora-
fion expenditure.

Demolition Of Platforms

When petroleum operations cease
permanently in a contract area, a
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substantial amount of expenditure TABLEI

would have to be incurred on the
removal of installations. At

INCOME TAX REVENUE (1985 - 1995)
present, no special provisions are ;

available in the Act to deal with Year Petroleum ExportDuty .
such expenditure. The IRD has Year Petroleum Total Income | Percentage of Total
taken the view that such expendi- Income Tax Revenue | income tax revenue
ture, following general principles, Tax L Yo
would not qualify for deduction RM million -
as it is expenditure which would | = = ==
be incurred for going out of busi- ‘ 1985 3130 : 8799 : - 3557
W ness. In some PSCs, payments to | 1986 3072 . 8079 [ am
Petronas for the removal of instal- ' _ L
lations have been included and | 1987 1533 L ghige 0 ¢ - 2502 :
i theIRD has soughtto disallow this | 1988 2208 133 - - - 3095
. expense. | 1989 1847 7292 55 23
' 1990 2644 9647 . - 9y
CONCLUSION 1991 4052 12393 . 32.69
I 1992 3417 14382 2
This article provides an overview of 1993 2859 15658 : 18.26
some of the technical and administra- 1994 2132 16394 : _ 13.00

tive aspects of petroleum income tax as 1995 _ :
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of uncertainty that still exist in the Act. (estimated) 1995 17825 1119
However, it is hoped that the various
uncertainties /ambiguities would be |
resolved in a timely manner especially
with the corporatization of the IRD and
in light of the spirit of co-operation
between the public and private sectors. ‘
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Tax Planning For

International Licensing And

Royalty Flows

(This article has been published in four parts)

Prepared by Deloitte Touche Tohmatsu

PART D. TAX PLANNING CONSIDERATIONS, OPPORTUNITIES & PITFALLS

Introduction

Intangibles are by their nature very
mobile. As the only material manifes-
tation of intangibles is in contracts and
other documents, transferring their title
to other countries is in itself a very
simple task.

This does not mean that tax planning
for intangibles can be approached with
less care than where other types of
assets are concerned, let alone that it
can be approached frivolously. Tax
planning for intangibles knows at least
as many pitfalls as other types of tax
planning.

The first issue to address when tax
planning for intangibles is whether itis
all necessary. In a straightforward situ-
ation, where company A in country A
grants a license to company B in coun-
try B, the royalty may be deductible in
country B. Country B will levy a with-
holding tax, but country A will grant a
tax credit for this withholding tax and
company A has sufficient taxable in-
come to effectively utilise this credit.
Although this is a fairly ideal example
it is not at all uncommon in real life.

Eveninthissituationhowever tax plan-
ning may be profitable. By structuring
the flow of royalties through a third
country, the withholding tax may be
reduced through the treaty between
that third country and country B. As it
may usually take some time to invoke
a tax credit, reducing the withholding

% By structuring the
flow of royalties
through a third
country, the with-

- holding fax may be
reduced through the
freaty.

| tax at source can be significantly ad-
vantageous.

If the intangible itself is transferred to
a tax haven company, the royalty in-
come is effectively made tax free. The
advantages of such a structure are evi-
dent.

Obviously, these arejustexamples, and
not tailor made solutions for specific
situations. They do illustrate however
that even in prima vista ideal situa-
tions, some thought may be given to
the structure through which the intan-
gibleisexploited. Moreover, asrestruc-
turing an existing situation is usually
very complex and often impossible,
tax planning opportunities should be
considered at an as early as possible
stage.

The following paragraphs discuss the
major international tax planning op-
portunities in general, and, probably
even more important, the major pit-
falls a tax planner may find on his way.

Opportunities

i.

Withholding taxes

Withholding taxes onroyalties can
be defined as a tax at source levied
by the country of residence of the
licensee on periodic payments
made to the licensor in respect of
the use of an intangible.

The most common ways of reduc-
ing the financial impact of with-
holding taxes are reductions at the
source and tax credits.

Bothways will usually bebased on
multilateral agreements (e.g. tax
treaties) or supranational rules (EC
directives), although the unilateral
granting of a tax creditisnot wholly
uncommon.

Conduit companies

Many industralised countries and
most developing countries will
levy withholding taxes on outgo-
ing royalties. These withholding
taxes are often protectionistic in
nature: they are meant to discour-
age the import of foreign technol-
ogy and -thus- to encourage lo-
cally developed technology. Be-
cause of this protectionistic na-
ture, reduction of withholding
taxes will usually take place on a
reciprocal basis, through a double
tax treaty.

Where a licensee is a resident of a



- Common locations
fo situate such a
- conduit are Cyprus,

the Netherlands and |

Switzerland,

non-treaty country and/or the
licensor’s country of residence does
not grant a (full) credit for with-
holding taxes levied in non-treaty
countries, withholding taxes be-
come a significant cost factor. By
structuring the license agreement
through a conduit in a third coun-
try which falls into the treaty net-
work of both countries, this cost
factor can be significantly reduced
.or even eliminated.

Common locations to situate such
a conduit are Cyprus, the Nether-
lands and Switzerland.

Cyprus has become popular in
recent years because of its com-
prehensive treaty network with
Central and Eastern European
countries. Innon-treaty situations,
these countries will impose with-
holding taxes on royalties of be-
tween 20% and 40%. Under their
treaty with Cyprus, these rates are
reduced to 5% or nil. Cyprus off-
shore companies are taxed with

local corporate income tax atarate |

of 4.25%, whilst no local withhold-
ing taxes are imposed.

The Netherlands have a longer
standing tradition of acting as a
conduit location. Under their ex-
tensive network of treaties with
industralised countries, the with-
holding tax on royalties paid to a
Dutch companyis usually reduced
to 5% or nil. As a member of the
EC, the Netherlands will also be
party to the proposed EC directive
on interest and royalties, abdicat-
ing withholding taxes within the
community. Under their national
law, the Netherlandslevy no with-
holding tax whatsoever on outgo-
ing royalties.

Although no offshore corporate
incometaxrateisavailableassuch,
advantageous treatmentcanin fact
be obtained through advance rul-
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ings on the profit margin of the
conduit. The standard profit mar-
gins for royalty conduits range
from 7% to 2%, depending on the
size of the yearly royalty. These
are publicised regularly, and arul-
ing can be obtained on this basis
within a number of days.

Wherewithholding taxes and trea-
ties are concerned, Switzerland’s
situation is much the same as that

of the Netherlands. The local cor- |

porate income tax treatment will,
however, depend on the canton in
which the company is established,
and can usually be improved
through individual negotiation
with the local authorities. The
Swiss levy no withholding tax on
outgoing royalties.

Because of the low corporate in-
come tax and certain anti-abuse
rules, Swiss companies will nor-
mally not act as a conduit in the
strict sense of the word, but rather
accumulate royalty income and
redistribute it as a dividend.

It has been argued that the use of
conduit companies is in fact an
abuse of the tax treaties concerned.
The tax treaties are intended to
avoid double taxation onresidents
of the treaty partners. Companies
utilising conduits will usually have
no other ties with one of the treaty
parties beyond its conduit com-
pany beingsituated there. The only
effective remedy to date against
this “abuse” has been the imple-
mentation of anti-abuse clauses in
various tax treaties,

The Netherlands has
a longer standing
tradition of acting
as a conduit
location.

ii. Tax sparing credits

Tax sparing credits are defined as
tax credits which are granted in
excess of the amount of withhold-
ing tax actually levied by the
licensee’s country of residence. Tax

iv.
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sparing credits will in most cases
be granted only for royalties re-
ceived from developing countries.

Though in practice not (yet) com-
mon, structures are conceivable
where, by structuring a license
through a developing country, the
burden of withholding taxes is not
only reduced tonil, but even trans-
formed into a source of profit
through tax sparing credits. Ulte-
rior considerations, for example
currency restrictions in develop-
ing countries, will however often
make these schemes unpractical.

Tax sparing credits do play an im-
portant role when considering to
set up - for example - production
facilities which utilise intangibles.
The availability of a tax sparing
credit may make establishing these
facilities in a developing country
more attractive then elsewhere, de-
spite other disadvantages.

Attributable taxin computing cred-
its

Tax credits can be defined as a
deduction from the normal (cor-
porate) income tax due by the li-
censor on the royalties received.
Usually however, this deduction
will not exceed the actual tax due
on the royalties (see for example

article 23A-2 of the 1997 OECD

model convention).

This “attributable tax” will nof-
mally be calculated over the roy-
alty income reduced with deduct-
ible costs and interest which can be
attributed to the licensed intan-
gible. Through a mismatch of costs,
thewithholding taxina given situ-
ation can exceed the available
credit, even though the rate of cor-
porate income tax in the licensor’s
country is higher than the with-
holding tax.

Example:

Licensor in country A receives a
gross royalty of 100, on which 25%
withholding tax was levied. Costs
attributable to the license are: in-
terest40, amortisation 10. Country
A's rate of corporate income tax is
40%.

19



20

Malaysian Institute Of Taxation

Maximum credit
(attributable tax)

40% x (100-/-40-/-10)= 20
Withholding tax 25

Tax loss
(excess withholding tax)

[

Proper structuring of especially
costs will often avoid this prob-
lem. If the licensor in the previous
example were to transfer the li-
censeintoahighly capitalised sub-
sidiary, also in country A, under
most jurisdictions no more inter-
est would be attributable to the
license.

Amortisation

A proper tax strategy towards in-
tangibles must take their
amortisation into account. The
faster the rate of amortisation, the
bigger the initial tax advantages.
However, as has been demon-
strated in the previous paragraph,
amortisation costs can frustrate the
use of a tax credit.

Although many countries will al-
low amortisation of intangibles,
theallowable percentage can vary.
Some jurisdictions will allow ac-
celerated amortisation or even di-
rect deduction of R & D costs.
Also, if a cross border transfer of
an intangible takes place, the con-
sideration must be calculated at
fair market prices. This will usu-
ally involve a profit mark up for
the transferor. Even though the
tax on this profit mark up may be
earned back through amortisation
by the purchaser, this will usually
take some time.

When formulating a group tax
strategy towards intangibles,
amortisation must enter the con-
siderations at two points:

a. Beforetheintangible is devel-
oped;

b. before an existing intangible
is transferred.

1. Beforedevelopmentstaris,the
basic issue to address is who

ARTICLE

should bear the cost of devel-
oping the intangible, how can
these costs be deducted and
what will the consequences
beif the developing party will
transfer or license the intan-
gible. Discussion of these is-
sues falls outside of the scope
of this chapter, as they form
thebasicconsiderationsin for-
mulating a group R & D strat-
egy, of which amortisation
considerations are but one
part.

2. In this case the basic question
toanswer iswhat the implica-
tionswill beif theintangibleis
transferred compared towhat
the tax implications will be
when the intangible is li-
censed. The tax consequences
of - amortisation will have a
majorimpactonthis compari-
son.

~ The local corporate
income tax
freatment will,

- usually be improved
through individual
negotiation with the
local authorities.

vi. Favourable tax regimes

The potentiallymost profitable but
also most aggressive method of
tax planning with intangibles is
the use of tax havens.

In its most basic form, this type of
tax planning willinvolve the trans-
fer of anintangible to a no/low tax
jurisdiction, where the royalties
will be received virtually free of
tax.

Although tax considerations are
usually the foremostwhen utilising
tax havens, other considerations
can sometimes play a role. Ex-

amples are: asset protection, prox-
imity to markets, import/export
regulations etc.

As most tax havens do not have
extensive treaty networks, in cases
where withholding taxes are in-
volved a more complex structure
is usually required. In most cases
theroyaltieswillberouted through
one of the major “conduit coun-
tries”.

Thefirst,and often thelargest prob-
lem to face in utilising tax havens
is anfi-avoidance legislation in
one’s country of residence. Spe-
cific anti-avoidance legislation,
such as “CEC” or “subpart F” type
legislation and basic anti-abuse
clauses. Besides or instead of this
specific type of legislation, many
countries have general “substance
over form” rules which must be
satisfied before a tax haven can be
successfully utilised.

Basic substance over form legisla-
tion will hold that a company has
its seat where its actual manage-
ment and control are exercised or
- more generally - that for a trans-
action to have effect, it must actu-
ally, and not only on paper, have
taken place.

Where intangibles are concerned,
substance requirementsarenotim-
possible to fulfill. Even most trust
firms in tax havens will have quite
extensive experience in managing
intangibles. If this is put to use
properly, it can become difficult
for tax authorities to disprove that
actual management is situated in
the tax haven. However, tax au-
thorities tend to question the posi-
tion of tax havens more and more,
and companies must be prepared
to demonstrate that real indepen-
dent management is exercised in
the tax haven. The practice of trust
companies in demanding strict in-
demnities from the beneficial own-
ers in relation to any of their ac-
tions, and their procedures con-
cerning receiving instructions on
all issues also can seriously call
into question whether real and
independent management is pro-
vided in the tax haven.
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The second problem to address
when utilising tax havens is that of
transferring the intangible to the
tax haven company. This trans-
feralmustusuallybe madeatarm'’s
length prices. Where intangibles
are concerned the price is not usu-
ally easy to attain. Tax authorities,
viewing the transaction in hind-
sight, will tend tolook at the actual
royalties received in the tax haven
to determine whether or not the
price was at an arm’s length level.
A careful substantiation of the
transfer price. Where the transfer
will usually give rise to an imme-
diately tax profit with the
transferor, it can take some per-
suading of the client orits manage-
ment to actually charge an arm’s
length price to the tax haven com-
pany. One must also be prepared
to face the fact that - with all costs
involved - the use of a tax haven is
not always advantageous.

More subtle approaches are found
in countries not considered tax
havens.

France has a special beneficial tax
regime for income deriving from
patentsand patentableintangibles.
The normal corporate income tax
rate is reduced to 18% if the intan-
gible is a fixed asset which is held
for at least two years.

Another method to reduce high
corporate income taxes on royalty
incomeis “high gearing”, whereby
the intangible is financed with
loans. Deduction of interest would
mitigate the effects of a high cor-
porate income tax rate, and the
intangible can be held in a tax ju-
risdiction without adverse tax ef-
fects.

Due to the attribution of costs in
calculating tax credits, this scheme
is feasible only in zero withhold-
ingtaxsituations. Anti-abuserules,
as for example the US base erosion
test, may also make high gearing
ineffective.

Pitfalls

Tax planning is not only a matter of
seeking opportunities but even more
one of considering threats. As tax plan-
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It has been argued

_ that the use of
conduit companies
_ Isin fact an abuse of
. the tax treaties

%f concerned.

ning techniques get more sophisticated,
so will the legislation to thwart them.
Thus, tax planning can never be perfect
in an absolute sense, only in a “state of
the art” sense. This chapter deals with
the main threats the practitioner will
find on his or her path when dealing
with intangibles. The chapter gives a
general outline only, without the pre-
tence of being complete or comprehen-
sive.

1. “CFC” type legislation

CFC or Controlled Foreign Cor-
poration type legislation is legisla-
tion aimed especially at the use
(abuse) of companies in low/no
tax jurisdictions to shelter certain
types of income from taxes in ones
country of residence.

CFC type legislation was imple-
mented first by the United States
in subpart F of the IRC, hence the
name “subpart F” legislation.

The basic concept behind this type
of legislation is, that tax haven
companies will have no real eco-
. nomic function within a group of

companies, other than to avoid

tax. Under CFC legislation, the in-
. come of a tax haven group com-
pany will be considered to be in-
come of the shareholder, irrespec-

actually distributed. CFC legisla-
tion is aimed primarily at “passive
income” such as royalties, interest
and dividends, as with this type of

. The only effective
remedy to date
aginst this ‘abuse’
has been the
implementation of
anfi-abuse clauses in
various tax treaties.

tive of whether the income was "
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income the involvement and the
economics function of the tax ha-
ven company can usually be con-

sidered minimal.

The purpose of CFC legislation is
to deter taxpayers from using tax
haven companies to avoid taxes in
their home countries. In many
cases, the legislation will include a
“black list” of countries consid-
ered to be tax havens.

As follows from its name, CFC
rulesareconcerned with controlled
tax haven companies. Generally,
the test for establishing “control”
is shareholding. In most cases, a
shareholding of 50% or more is
required for the CFC legislation to
apply. Usually, where a share-
holder can prove that its CFC does
have an actual economic function
other than the avoidance of tax,
the CFC legislation will not apply.

In its basic principles, CFC type
legislation shows a lot of similari-
ties with the concept of “sub-
stance”, as is found in many legal
systems. Under this concept for-
eign companies which have no
apparent purpose excepttheavoid-
ance of tax are not acknowledged.
The big difference is that in most
cases where CFC type legislation
is implemented, it is up to the
taxpayer to disprove that the CFC
has no other purpose than the
avoidance of tax, whilst under
“substance” rules, the burden of
proof will usually rest with the tax
authorities.

CEC legislation is also a step be-
yond substance principles. Where
basic substance principles apply,
it is sufficient that the taxpayer
provesthattheactual management
and control are exercised in the
legal seat of the tax haven com-
pany. CFClegislation normally will
not consider this relevant, its ap-
plication can be avoided only by
proving that the tax haven com-
pany has an actual economic func-
tion other than avoiding tax.

Anti-abuse treaty rules

Modern double tax treaties based
on the OECD model convention
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Currency restrictions
in developing
countries, will
however offen make
these schemes

_ impracticable.

will contain anti-abuse clauses,
which limit the applicability of
treaty benefits. Anti-abuse clauses
are aimed against treatyshopping;
structures where income is routed
through ajurisdiction with the sole
purpose of saving taxes by attain-
ing treaty benefits.

Where CFC type legislation is

aimed specifically at taxing the
recipient of a royalty, and is there-
fore unilateral, anti-abuse clauses
are aimed at denying treaty ben-
efits to both the licensor and the
licensee, and are therefore bi- or
multilateral.

Anti-abuse clauses in treaties fall
into two basic categories:

- "subject to tax” clauses, and
- beneficial owner clauses.
Subject to tax clauses

Under a basic “subject to tax”
clause, treaty benefits in the coun-
try of source will apply only if the
recipient of the income is subject
to tax - sometimes: for that cat-
egory of income - in its country of
residence.

The classic example of a “subject
to tax clause” is the exclusion of
1929 Luxembourg holding com-
panies from the benefits of many
of Luxembourg's tax treaties, as
this type of company is wholly
exempted from Luxembourg
taxes. A “subject to tax” clause is
also included in the EC parent-
subsidiary directive , the EC
merger directive and the draft EC
directive on royalties. A very so-
phisticated “subject to tax clause”
can be found in article 24 of the
new Dutch-US treaty. If royalties
are paid from the US to a perma-
nentestablishment ofa Dutch com-

pany, the treaty will not apply, as
the Netherlands grant a full ex-
emption for the permanent estab-
lishment income.

The rationale of these clauses is
simple: where the recipient is ex-
empted from tax, no double taxa-
tion will occur and hence applica-
tion of treaty benefits is unneces-
sary. Thus, “subject to tax” clauses
are not actual anti-abuse clauses,
butrather alogical consequence of
the general principles behind
double tax treaties.

Beneficial owner clauses

Beneficial owner clauses denyben-
efits in the country of source un-
less the recipient who invokes the
treatyis theactual beneficial owner
of the intangible concerned, and
not just a conduit for some third

party.

The term beneficial ownership is
intended to express economic in-
terest in the intangible rather than
just legal ownership. If the recipi-
ent of a royalty must pass on 97%
of its receipts to another party, the
recipient has such a limited eco-

nomic interest in the intangible |

concerned that its role hardly ex-
ceeds that of a pure legal owner
only, and the party receiving the
97% passed on by the recipient
must be considered the beneficial
owner of the intangible.

The existence of beneficial owner-
shipis usually established through
assessing the degree in which the
benefits and risks from exploiting
the intangible will actually befall
the recipient and the degree in
which the recipient is under the
actual control of third parties
where the intangible is concerned.
As with CFC type legislation, the
approach is usually functional:
only where the recipient has ac-
tual economic function outside
avoiding tax will the treaty apply.

The notion of beneficial owner-
ship in the OECD model conven-
tion is vague and indeed alien to
many jurisdictions. Certain spe-
cific treaties give more specific
formal criteria to establish benefi-

cial ownership, e.g. the channel
approach clauses in the German-
Swiss treaty.

Contrary to “subjecttotax” clauses,
beneficial ownership clauses are
true anti-abuse clauses, aimed at
denying treaty benefits if the re-
cipient of a royalty has no actual
economic function in its country of
residence. Nevertheless, beneficial
owner clauses touch on the con-
cept of residence which is at the
basis of all treaties: double tax trea-
ties are meant to protect those who
have “some strong connection”
with one of the contracting states
from double taxation, notresidents
of third countries who merely
channel income through the con-
tracting states.

iii. Limitation on benefits clauses, the
new US treaties

The concept of residence in trea-
ties is taken a step further in the
new US treaties as concluded re-
cently with Germany and the Neth-
erlands.

Under the limitation on benefits
clause in these treaties, a company
which is resident in one of the
contracting states can only invoke
the treaty if it is owned by resi-
dents of the contracting states.

Where a standard beneficial own-
ership clause will interest itself
only with the question whether
the recipient of a royalty is the
beneficial owner of the intangible,
the new limitation on benefits
clauses looks beyond the corpo-
rate recipient to see who owns the
recipient. The essence of the clause
is thus to pierce the corporate veil
and look at the natural persons(s)
beyond a company.

 The potentially most
. profitable but also
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Because this is a far-fetching op-
eration, which is in fact alien to
most continental European Legal
systems, the rules for application
and the exceptions are very de-
tailed and elaborate. The limita-
tion on benefits clause in the new
Dutch-American treaty fills 16

pages (!).

The most important exception to
the “look beyond” rule in this
clause is that treaty benefits will
always apply for income earned
by a resident company in connec-
tion with an active trade or busi-
ness in its country of residence,
regardless of whom the sharehold-
ers are. Thus income earned in an
active trade or business can al-
ways benefit from the treaty.

Stated US policy in respect of tax
treaties is that benefits should be
limited to persons whohave “some
strong connection” with one of the
treaty partners. Seen from this per-
spective, both the “look beyond”
rule and the “active trade or busi-
ness” rule can be understood.

The new limitation on benefits
clause seems to be a continuation
and extension of the trend set by
CEC rules and beneficial owner-
ship clauses, in taking the eco-
nomic reality into account, and
not a mere formal legal structure.
The recurrent theme in all these
anti-abuse rules is that “economic
reality” and the functional struc-
ture of a group of companies takes
preference over its formal legal
structure in determining the tax
consequences.

iv.

Transfer pricing

The mere complexity of transfer
pricing issues can be said to make

them a threat to tax planning struc-

tures. However, this is inherent to

the subject and not a threat in the
; strict sense of the word.

A threatin the strict sense is posed
by new types of legislation to de-
termine the transfer price for in-
tangibles. In keeping with the
trends set out above, this new leg-
islation bases itself on a functional
analysis of the parties involved in
atransfer of intangibles, rather than
on formal legal structures.

Again, the United States were the
first major jurisdiction to imple-
ment this type of legislation, in
section 482 of the Internal Rev-
enue Codeas amended by the 1986
Tax Reform Act.

According to section 482, the con-
sideration for an intangible must
be commensurate with the income
attributable to thatintangible. This
rather vague notion has found a
very detailed extrapolationin new
regulations issued by the US trea-
sury.

 Tox authorities tend
to question the
position of fax
havens more and
more and
companies must be
prepared to
demonstrate that
real independent
mMmanagement is
exercised in the tax
haven.

vice to the comparable uncon-
trolled price method as advocated
by the OECD as the primary
method to determine the arm’s
length price. However, the circum-
stances under which an uncon-
trolled price is considered compa-
rablearesostrict, that thisso called
“comparable uncontrolled trans-
actions method” will hardly ever

apply.

The regulations still pay lip ser-
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Failing the comparable uncon-
trolled transactions method, an-
other method is applied, whereby
the operating income of parties in-
volved in a related party transac-
tion is compared to the operating
income of other comparable tax-
payersinvolved inunrelated party
transactions.

The new section 482 legislation
shifts the accent from the “compa-
rable transaction” to the “compa-
rable profits”. This new legislation
isindeed functionalinitsapproach,
in that it takes the economic func-
tion of variouslegal entities within
a group into account. This is done
by comparing the operating in-
come of related parties with that of
related parties.

The main criticism against this
method, beside its complexity, is
that it is arbitrary in the statistical
data which is essential in its appli-
cation. Notwithstanding this criti-
cism, it may be expected that this
type of legislation will find wide
spread acceptance with taxauthori-
ties all over the world, because its
mathematical approach givesitan
auraof accuracy and scientificality
which is hard to resist for legisla-
tors.

Opportunities & pitfalls, a wrap up

There are still sufficient opportunities
to reduce or eliminate tax burdens on
the transfer and utilisation of intan-
gibles. Legislation to thwart tax plan-
ning in this respect however tend to
take an increasingly functional ap-
proach, whereby mere legal structures
without economic functions tend to be
set aside.

In this light, tax planning for intan-
gibles must be integrated more and
morewith other, non-tax, business con-
siderations in arriving at structures
which are both functional in business
sense and beneficial in a tax sense. This
will require more coordination and
eventually integration of tax planning
strategies in the overall business strat-

egy.
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The trade off between licensing and
cost sharing agreements

In a group of sufficient size planning
new R & D activities, one will be faced
with a choice between performing the
R & D on a cost sharing basis or licens-
ing the ensuing intangible.

From a tax point of view, the purpose
of this choice is to minimise the world
tax burden for the group.

The most important sub-issues to ad-
dress in this respect are:

a.

whatwithholding taxes would the
group face in a licensing situation
compared to a cost sharing situa-
tion;

what corporate income taxation
would the group face when the R
& D is completed successfully in a
licensing situation compared to a
cost sharing situation;

as in b. if the R & D effort fails;

what would the transfer pricing
implications be of either choice;

how will theintangiblebe financed;
arechangesin legislation expected.
Withholding taxes

Payments made under a cost shar-
ing agreement are not considered
royalties but rather fees for an
intercompany service. Thus, no
royalty withholding tax will be
levied over these payments. A
properly planned cost sharing ar-
rangement can further help to
minimise withholding taxes after
theintangible hasbeen developed.
All the companies which are party
io the cost sharing agreement will
be available to license out the re-
sulfing infangible, thus allowing
the group o single out the most
beneficial jurisdiction for each sin-
gular licensing effort. If the R & D
effortwere conducted unilaterally,
this would require a transfer of the
intangible to another group com-
pany, whichwould usually lead to
an immediate tax burden.

Another method to
reduce high
corporate income
taxes on royalty
income is 'high
gearing', whereby
the intfangible is

. financed with loans.

Example:

The X Group has a subsidiary in,
inter alia, Cyprus. The X Group
intends to develop certain patents
in respect of alcohol distilleries
which will be marketed in eastern
Europe. The total cost of theR & D
effort will amount to US-
$25,000,000.

Thebasicrate of withholding taxes
on royalties in Bulgaria amounts
t045%, whilstunder Cyprus treaty
this rate is reduced to nil. To ex-
ploit the intangible in Bulgaria, it
is sensible to use the Cyprus sub-
sidiary, this would give rise to an

-immediate taxable profit. If the
Cyprus subsidiary were a party to
cost sharing agreement in respect
of the intangible, with exclusive
rights for eastern Europe, no im-
mediate tax burden would occur
as no transfer of the intangible is
necessary, because the Cyprus
company wasalreadya (co-)owner
of the patents. The Cyprus subsid-
iary can then be used to access the
Bulgarian treaty without extra cor-
porate income tax costs.

Obviously, this example is simpli-
fied, as it does not take into ac-
count the present value of the tax
deduction for the R & D efforts. It
does show however, that, through
a cost sharing agreement, imme-

The purpose of CFC
legislation is to deter
faxpayers from using
fax haven
companies to avoid
taxes in their home
countries.

diate tax burdens can be avoided
which could occur in a licensing
situation.

Corporate income tax

The corporate income tax implica-
tions of successful R & D under a
cost sharing arrangement can dif-
fer significantly from those under
a licensing agreement.

Generally, the royalty for an intan-
gible which is the result of a suc-
cessful R & D effort will be higher
than the cost of development it-
self, which may make it preferable
to license out intangibles to com-
panies in high tax jurisdictions,
rather than to have them enter into
cost sharing agreement.

Example:

Group company C is resident in
country A;

Group company D is resident in
country B.

The group has taken up plans to
develop certain patents which will
result in a marketable product. In
planning its tax strategy in respect
of this R & D effort, the group
bases itself on the following prog-
nosis: The corporate income tax
rate is 18% in country A, 50% in
country B. The expected cost of
developing the patent willamount
to US-$120,000,000.00, divided
equally over three years. The prod-
uct based on the resulting intan-
gible will be marketed in countries
A and B.

Total sales of the product in coun-
try B are estimated at US-
$2,740,000,000 over a period of 15
years, as of the date the patents
have been developed. Total sales
(in countries A and B) are esti-
mated at double this figure. Based
on these figures, half the R & D
cost can be attributed to country B.
As, for non tax reasons, the group
has decided that licensing the in-
tangible to company C is not prac-
tical, there are only two alterna-
tives to consider: a cost sharing
arrangement between companies
C and D, whereby each country



bears 50% of the R & D cost, or a
licensing arrangement whereby
company Cdevelops theintangible
and grantsa license tocompany D.

R & D costs attributable to country
B and sales in country B are esti-
mated tobe divided over the years
as shown in Table 1:

In assessing the alternatives, the
group bases itself on the following
assumptions:

- Corporate income tax rate |

country A: 18%;

Corporate income tax rate
country B: 50%.

- R & D costs and royalties are
fully and directly deductible
in both countries A and B.

- An arm’s length royalty
would amount to 6% of sales.

- Thewithholding tax on royal-
ties from country B to country
A amounts to 0%.

- The rate of interest is 18%.
This rate of interest is used to
calculate the present value of
the tax gains and losses ensu-
ing from both alternatives.

If the group chooses the licensing
alternative, the costs of the R & D
effort will be deductible in coun-
try A against a rate of only 18%.
The royalties for the resulting in-
tangible will however be deduct-
ible in country B against a rate in
this respect. Each royalty payment
would then save the group 50% -/
- 18% is 32% of tax.

If the group chooses the cost shar-
ing alternative and has company
Ddevelopits part of the intangible
at its own cost, it will obtain de-
duction against a rate of 50% for
the R & D costs, but will be unable
to deduct any royalties for the en-
suing intangible.

Calculated at nominal values (dis-
regardinginterest) this would give
the following outcome (refer table
2);

ARTICLE

Table1

US$ x 1,000 I

Year USS x 1,000
R & D cost sales in country
i attributable B
i to country ’
1 20,000 — =
2 | _ 20,000 ; ' =
=3 20,000 =
4 - (o = 20006
5 0 40,000
6 0 120,000
7 G 200,000
8 0 280,000
9 0 280,000
10 4] 280.000
1 (6] 280,000
12 0] 280,000
13 0 280,000
14 0 280,000
15 0 200,000
16 | 0 120,000
1 — 40000
18 0 40,000
60,000 2,740,000

 Under the limitation

on benefits clause in
these freaties, a
company which is
resident in one of the

_ confracting states
_ can only invoke the

freaty if it is owned
by residents of the

| confracting states,

On this basis, it would seem that
licensing is much more advanta-
geous than cost sharing. However,
because we are dealing with long
term predictions, interest must be
taken into account, and the present
value of the tax effects calculated.

Calculated at present values
against an interest rate of 18%, the
alternatives can be evaluated as
follows (refer Table 3).

As follows from this comparison
thelicensing alternative would still
be more advantageous than the
“cost sharing” alternative.

One important thing to note how-
ever,isthat the difference between
the twoalternativesis minor, when
compared to the total sales. A de-
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viation of the actual sales from the
prognosis would have a very sig-
nificant impact on the outcome. A
change in the interest rate would
have an even more significant im-
pact on the outcome.

Toillustrate this, the present value
of the outcome is recalculated us-
ing an interest rate of 15% instead
of 8% (refer to table 4).

As the example goes to show, if
present values are calculated with
an interest rate of 15%, licensing
becomes disadvantageous.

Because of these uncertainties, this
type of comparison must be ap-
proached with the utmost care.
Given these figures, the example
does show that proper structuring
can lead to significant tax benefits.

Planning for failure

In planning a group strategy for
intangibles, another issue to face is
what the tax consequences will be
when an R & D effort fails. The
basic question here is whether the
group companies involved will be
able to absorb the loss from a fail-
ure without adverse tax conse-
quences.

Tax planning for failures is more
difficult than planning for success
as failure is not usually intended.
One valid approach would be to
calculate the various break even
points in different situations, and
compare these with the probabil-
ity of a certain scenario.

Using the same figures as in the
previous example, the effects of
lagging sales are illustrated in the
following example. If present val-
ues are calculated at 8%, a cost
sharing arrangement would lead
to tax savings of approximately
US-$7 million (refer table 5).

Transfer Pricing

Transfer pricing considerations
must also enter a comparison be-
tween cost sharing and licensing.
Atfirstsight, costsharing arrange-
ments will cause less problems in
determining a transfer price than

A
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Year

R &D Cost |

ARTICLE

Table 2

Licensing
alternative

|
Tax Deduction | Tax Deduction
forR&D

Taxation on

T
Tax Deduction

Country A

for Royalties
Country B

Royalties in
Country A

forR&D
Country B

Cost sharing
alternative

Present

value of
Tax Deduction
forR&D
Country A

Present
value of
Tax Deduction
for Royalties
Country B

alternative

Present
value of

Taxation on
Royaities in
Country A

ot 20,000 - 3,600 . - 3,600 10000 | 10,000
- 20,000 . 3,600 - - 3,600 10000 | 10,000
5 20,000 - 3,600 - - 3,600 10,000 | 10,000
" a0 -0 20,000 0 800 (218) 384 .
B 0 40,000 0 1,200 (432) 768
B -6 120,000 0 3,600 (1,296) 2,304
7 0 | 200000 0 6,000 (2,160) 3,840
d a 280,000 0 8,400 (3,024) 5,376
9 G 280,000 0 8,400 (3,024) 5,376
10 = 280,000 0 8,400 (3,024) 5,376
11 0 | 280000 | 0 8,400 (3,024) 5,376
o 0 | 280000 0 8.400 {3,024} 5,376
13 0 280,000 0 8,400 (3,024) 5,376
14 0 280,000 0 8,400 (3,024) 5,376
15 0 200,000 0 6,000 (2,160) 3,840
16 0 120,000 0 3,600 (1,298) 2304
17 0 40,000 0 1,200 (432) 768
18 0 40,000 0 1,200 - (432) 768
60,000 | 2,740,000 ' 63,408 30,000
Table 3

alternative

Present
value of

Tax Deduction

forR&D
Country B

1 20,000 2 3,600 . < 3,600 10,000 - 10,000
2 20,000 : 3,333 = = 3,333 9,259 9259
3 20,000 5 3,086 = - 3,086 8573 . 8573
4 0 20,000 0 476 (171) 305 -
5 0 40,000 0 882 (318) 564
6 0 120,000 0 2,450 (882) 1,568
z 0 200,000 0 3,781 (1,361) 2,420
8 0 280,000 0 4,901 (1,764) 3,137
9 0 280,000 0 4,539 (1,634) 2905
10 0 280,000 0 4,202 (1,513) 2,689
11 0 280,000 0 3,891 (1,401) 2,490
12 0 | 280,000 0 3,603 (1,297) 2304
13 0 280,000 0 3,336 (1,201) 2,135
14 0 | 280,000 0 3,089 (1,112) 1,977
15 0 | 200000 0 2,043 (735) 1,308
16 0 120,000 0 1,135 (409) 726
17 0 40,000 0 350 (126) 224
18 0 40,000 0 324 (117) 208
60,000 | 2,740,000 54981 | ais
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Table 4

Licensing
alternative

Cost sharing
alternative

Present

Present
value of
Tax Deduction
for Royalties
Country B

Present
value of
Taxation on
Royalties in
Country A

Present
value of |
Tax Deduction |
forR&D |
Country B

value of
Tax Deduction
forR&D

Year | Country A

R & D Cost

i 9 Dol s 2,600 : - 3,600 10,000 10,000
2 20,000 5 3,130 2 - 3,130 8,696 8696
3 20,000 ~ 2,722 = - 2,722 7,561 et
i 0 20,000 0 395 (142) 252 -
5 0 40,000 0 686 (247) 439
6 0 120,000 0 1,790 (644) 1,146
7 0 200,000 0 2,594 (934) 1,660
8 0 280,000 0 3,158 (1,137) 2,021
9 0 | 280,000 0 2,755 (989) 1,757
| 10 0 280,000 0 2,388 (860) 1,529
: 1 0 280,000 0 2,075 (747) 1,329
' 12 0 280,000 0 1,806 (650) 1,156
13 0 280,000 0 1,570 (565) 1,005
| 14 0 280,000 0 1,365 (491) 874
15 a 200,000 0 848 (305) 543
16, =0 120,000 0 442 {(159) 283
17 0 40,000 0 128 (46) 82
‘ 18 0 40,000 0 112 (40) T
\
| 60,000 | 2,740,000 23,509 | =

licensing agreements, as “cost” are
usually easier to determine than
the fairmarket price for an existing
intangible.

Typical costsharing arrangements,
where the actual R & D is carried
out by one group company which
charges the other participants for
its efforts, can also bring their own
transfer pricing problems. The fees
calculated by the group company
actually carrying out the R & D
must be at arm’s length, some-
thing which is not always easy to
establish where very specific ser-
vices are concerned.The “distri-
bution” of cost sharing arrange-
ments over various group compa-
nies can also be a transfer pricing
issue. According to regulations
under USsection 482 IRC, costshar-
ing arrangements are “permitted”
only when the participants share
in the cost of developing all related
intangibles, each participant’s
share in the cost in proportionate
to its share of the income attribut-
able to developed intangibles and
each participant has a reasonable

The regulations sfill
pay lip service to the
comparable
uncontrolled price
method as
advocated by the
OECD as the primary

. method to

determine the arm's

. length price.

expectation of using the developed
intangible in its active trade or
business.

Although these regulations are
aimed primarily at what is felt by
the IRS to be an unreasonable allo-
cation of failed R & D efforts to US
based companies, the implications
of this type of regulation are more
far fetching as it very much limits
the manoeuvering space for tax
planning.

v) Financing

The financing of the R & D efforts
may have tax implications at two
points: the interest payments will
have corporate income tax effects,
if withholding taxes are levied the
interest cost may influence the
available tax credit.

Considering the corporate income
tax implications is also a matter of
timing, as R & D will involve ex-
penditures in early years in ex-
change for an increase in profits in
later years. This will require facing
issues such as: which group com-
panies can absorb the initial cost
withoutadverse tax consequences,
how can the proceeds from the
developed intangible be utilised
within the group etc.

If, for example, company C in the
examplein 6.4.b has to finance that
part of the R & D effort attribut-
able to the license (US$60,000,000)
through an 8% loan from com-
pany D, the negative corporate in-
come tax effect would completely



Present
value of

Tax Deduction

forR&D

Year

Country A

Table 5

Licensing
alternative

Present
value of
Taxation on
Royalties in
Country A

Present
value of |
| Tax Deduction |
i for Royalties
{ CountryB
i

Cost sharing
alternative

Present
| value of
| Tax Deduction |
E forR&D |
Country B

782 |

cancel out the positive tax effect of
the licensing agreement.

Assumptions:

That part of R & D effort leading to
thelicense (US$60,000,000) and the
interest accruing on the loan are
financed through aloan from com-
pany D. The loan is amortised out
of the royalty receipts. The loan
interestis fully deductible in coun-
try A, against a tax rate of 18%, but
will be taxed in country B at a rate
of 50%. Present values are again
calculated against an interest rate
of 8% (refer table 6).

As the example goes to show, the
negative tax effect from the inter-
estburden (US$9,761,000) exceeds
the positive tax effect from the roy-
alty deduction (US$34,981,000-/-
US$27,832,000= US$7,149,000).

Matters would be complicated
even further if country A utilises
an “attributable tax” clause in cal-
culating a tax credit for withhold-
ing taxes on the royalties. In that
case, the interest burden must be
attributed to the royalty income in

vi)

calculating the tax credit, leaving
company C with an effective tax
credit of nil during the first few
years of the licensing agreement.

Changes in legislation

An issue which is not yet taken
into account in the previous ex-
amples is the chance that change
in legislation influence the tax im-
plications of a structure. If, for
example, astructurehinges heavily
on a conduit company in state A
forits tax-effectiveness, and after a
number of years the treaty between
country A and the licensors coun-
try of residence is amended to in-
clude an extensive limitation on
benefits clause, the whole struc-
ture could become useless and
even disadvantageous as com-
pared to a straight-forward situa-
tion.

Where commercial developments
are extremely difficult to predict,
this is nigh impossible for legal
and treaty developments. As has
been shown, there are however cer-
tain trendsin this respect, the basic

trend being a more and more func-
tional approach by tax authorities.

The trade off, a wrap up

As the examples show, effective tax
planning forintangiblesbasesitselfvery
heavily on predictions vis a vis com-
mercial developments, such as sales,
the economic lifespan of intangibles,
interestrates etc. Thereliability of these
predictions will, to a large extent, de-
termine the actual effectiveness of a
structure.

The most important factors in deter-
mining the effectiveness of a structure
are:
- Prediction of the size of the royalty
- tax treatment:

- deductibility of R & Dexpense

- deductibility of royalty pay-
ments

- corporate income taxation on
royalties

- withholding taxes ‘
- financing:
- corporate taxation of loans/
interest




- impactofinterest on tax cred- | Table 6

s ‘ Present \ Present Total
- future interest rates to calculate value of i value of Present
the present value of the outcomes : Tax Deduction il Tax Deduction Value
. | Interest for Over Interest Tax
- future developments in the tax ‘ (US5x1,000) Interest Receipts Effect
treatment . : e —
1 : e gy
This large number of variables makes = | 2 3,328 555 - e . e
exact long term predictions impossible 3 5,194 800 S 2227y (1.425)
and usually planning must concentrate 4 5514 : /88 0 (oamsy | {1401)
on determining break even points and 5 5,763 762 _ . (ue) | | (355
safe havens. 5 5,648 692 Qe doagy
7 5,140 583 _ {(fe20y - | (1036)
Theongoing trend towards a more func- 8 4,207 442 . heEn b mey
tional approach in tax treaties and tax ) 3,199 B = o Bse) | ishRgy
legislation may severely limit the 10 2,111 100 - (528) . @)
lifespan of aggressive structure and 11 936 78 . @ o e
may be a reason to advocate a more 12 0 : - .
conservative approach in long term | -~ = 1 ~ =~ 4 . =
planning. - (@761)
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PECIAL COMMISSIONER'S DECISION
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UPREME COURT DECISION

'RGF .USTO'M 5 E ERAL TERRITORY VLIQUIDATOR
'LGUIQATION) - :
M C{}URT BECISION) -

to the payment eut and pnomy
state fhai government debts shali

T

KERAJAAN MALAYSIA v JASANUSASDNBHD

(i)

(ii)

)

 The taxpayer had obtamed an order fora ilrmteei stay Of execuhen for

- The taxpayer obtamed a further extensmn of the order
~ happening of any one of three spemhed events

The Revenue appealed co ntendmg i?lat the ngh Court jug
wrong in law :

 HELD - Appeal Dismissed

onths  against an order for summary Iudgemej under 014 ofthe

lrfespechve of whether there 13 any asppeal anci at the chun
should not entertain any ptea that ihe amm»un’f of 1 tax s oagh
recevered was excessive; S

102{2) of the Act and : -
by exiending the stay of executson on emlr v

limited stay.

~ dosowithinthree months from the date of receipt of such reques!

apbea] fo} ’ihe specsa commlsmaners whereupon the DG

However, it is not obligatory for the taxpayer | -a’xercjse such
right. But if the taxpayer fails or neglects to exerci
such faiure or neglect would not, ipso facto, relieve
his duty to forward the appeal to the special comm
ihought the tlme constramts prﬁwded for by 31 02

There was ample material for the Judge t_o baue )
d]SGTBf[Oﬂ by extendmg the order for stay -a hi dee:suo
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CONFIDENTIAL

By:
HAMZAH HM SAMAN

THE CASE OF EN. SANTA

The contents of some highly confidential correspondence.

IT HAS COME to light that no less a
person than Father Christmas has been
having difficulties with the tax office.
He has kindly supplied us with copies
of the correspondence with the Rev-
enue.

Letter 1

13 January 1995

Dear En. Santa,

Ithas cometo our attention that you are
trading within Malaysia, but that we
do not have your details on file.
T'would be obliged if you would com-
plete the enclosed tax return and return

it to me in the envelope provided.

Yang Benar.

Letter 2
13 February 1995
Dear En Santa,

I'thank you for your letter of 15 January
in which you say that as you are a
fictitious person, you are not within the
scope of being an ‘individual or ‘per-
son assessable under the Income Tax
Act 1967.

Although I am unaware of any prece-
dent to follow in this matter, I do know
that tax demands have been served on
Mat Tikus and Tok Itik in the newspa-
per industry.

I'must also advise that the Inland Rev-
enue is the proper taxation authority,

even if the taxpayer does not recognise
it (Lloyd v Taylor 36 TC 539).

Under the rule of Swmeeton v
Attorney-General , the proper proce-
dure is to provide the information and
then to appeal against the assessment.

Yang Benar.

Letter 3
13 April 1995
Dear En Santa,

I'thank you for your further letter of 20
January and answer your comments
accordingly.

(1) Iacceptthatyouarenotdomiciled
in Malaysia as you regard the
North Pole as your natural home.
However I cannot accept that you
are not resident in Malaysia. I un-
derstand that you have been in
Malaysia for more than six months

this year, as you have been seen in
JayaParade departmentstore from
Juneto 25 of December. This makes
you a Malaysian resident. I also
understand that youhavebeen ha-
bitually visiting Malaysia foralong
time.

(2) Icannotacceptthatyouareachar-
ity as you have not registered with
the Welfare Department and your
business does not fall within the
MacNaghten rules. It appears that
you are engaged in the retail toy
and gifts distribution business, as-
sessable under Section 4(a) of the
Act.

(3) Malaysia does not have a double
taxation treaty with the North Pole,
but any North Pole tax you may
have paid will qualify for unilat-
eral relief under section 130 of the
Income Tax Act 1967.

(4) An igloo is within the scope of a
real property for which you may
be liable to Real Property Gains
Taxonitsdisposal, ifitislocated in
Malaysia.

I must therefore ask that you submit
your tax return without further delay.

Yang Benar.




Letter 4
13 May 1995
Dear En. Santa,

I thank you for the submission of your
accounts and tax return. There are some
items of expenditure which I regret
cannot be allowed.

(1) Travelling seems to include your
journeys from the North Pole to
Malaysia. I must advise that trav-
elling to your usual place of work
is not deductible. As your usual
place of work seems to be based in
Kuala Lumpur, only travel in-
curred from there in the course of
your duties is allowable. Please
also say whether Puan Santa ac-
companies you on these journeys.

(2) TigerBalm Ointment for Rudolph's
nose is not deductible. Medical
expenses of staff, particularly of
this nature, are not allowable as
they are not related to the work
done but to the person's physical
condition generally.

Please advise whether the
sleighbells werereplacing existing
bells or were intended to improve
the quality of the sleigh.

%) Asregards your clothing, I accept
that your hood and gown are not
of a type suitable for normal wear,
but I cannot accept that your Dr.
Martensboots fitinto this category.
This item appears to me to be nor-
mal clothing as worn in this coun-
try for most of the year.

Your laundry bill appears rather
excessive. Please provide further
details.

Please provide a breakdown for
‘legal fees'.

Please explain what you mean by
‘sacking expenses'. Is this redun-
dancy pay?

18) Inotice that youinclude provision
for tile replacement. As I under-
stood your operation, is this not
the responsibility of your clients?

Eappears from your accounts that you

“queries. I apologise for not appreciat-

CONFIDENTIAL

employ a considerable staff, including |
reindeers, packers, navigators and un-
derstudies. However we do not have a
E file registered for you. I would point
out that you are responsible for the |
operation of the Schedular Tax Deduc- |
tion scheme for all those employed by
you and liable to Malaysian Income
Tax.

In answer to your last query. I regret
that I cannot allow you RM 5,000 per-
sonal allowances on the grounds that
you are 2,000 people. It will be neces-
sary for each person to submit his own
tax return.

You would qualify for the wife allow-
ance, but as your chargeable income
appears to be well in excess of the tax
rebate limit. With effect from YA 1996
your wife can also claim child allow-
ance. :

Yang Benar.

Letter 5
13 June 1995

Dear En Santa,

Malaysian Institute Of Taxation

(4) Irealisethatyour DrMartensboots
have special non-slip soles and are
of an extra thickness, but still do
not see that they differ from ordi-
nary clothing so as to become de-
ductible.

(5) Thank you for your details of the
laundry bills. However with the
gradual decrease in charcoal fires,
Iwould have thought that the num-
ber of sooty chimneys has declined
in recent years as people have
switched from coal fires to electric

lighted fires.

(6) Ithank you for yourbreakdown of
legal fees. I am willing to allow
them all, other than one on which
I'have a query. How does a sleigh

get a parking ticket?

(7) 1 thank you for explaining that
‘sacking expenses' refers to the car-
riage of toys and gifts, and am

willing to allow this item.

(8) Asyourtilereplacementisagratu-
itous service, [ would suggest that

this is of the nature of a charitable

I thank you for your recent reply to my
ing that there is no Puan Santa.

I answer your comments in the same
order that you made them.

(1) Ithankyouforyour furtherbreak-
down of travelling expenses, and
am willing to allow the cost of one
return journey to the North Pole as
valid travel.

(2) WhileIam very sorry tohearabout
the difficulties Rudolph is having
with his nose, I feel there is little I
can usefully add to my previous
comments.
(3) Inote that the sleighbells replaced
existing ones and that the replace-
mentbells are much louder so that
they canbeheard by revellers wear-
ing personal stereo systems. This
seems to have an element of both
maintenance and improvement,
and I am therefore willing to ac-
cept two-thirds of the expenditure
as maintenance.

donation rather than a business
expense. However I accept your
argument that this is to improve
customer goodwill and am there-
fore willing to allow it.

(9) 1 did not answer your previous
questions on whether I have been
a good boy as I did not see that it
was relevant, and I still hold that

view.

(10) Inote that your staff all claim to be
self-employed. I am not satisfied
that this is so. The matter is not
decided according to what is said
inthe contracts youhave with them
but the actual form of the working
relationship. I enclose an extract
from section 2 of the Act which I
hope will help you in this matter.

Yang Benar,

MALAYSIAN INSTI

TUTE OF TAXATION

225750-T
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Letter 6

13 August 1995

Dear En Santa,

I thank you for your letter.

(1) TIamsorrytohearof the continuing
difficulties that Rudolph is having
with his nose but repeat that I can-
not add anything to what I have
already said. I would not be pre-
pared to allow you to deduct the
cost of a scarf and a tot of brandy
for him.

The VAT office may be willing to
accept that your boots are
zero-rated as protective clothing,
but that does not make them of a
type not suitable for normal wear.

(3) I thank you for your explanation
that electric heating chimneys are
just as dirty as charcoal fire chim-
neys.Ihavechecked with our busi-
ness economic notes for your busi-
ness and found this to be so, and 1
thereforeacceptyourlaundrybills.

(4) I thank you for your comments

CONFIDENTIAL

about parking ticketsand the such-

like. Would you pleaseadvisehow |

a wheel clamp can be fitted to a

sleigh?
(5) I note your comments that I will
not get any presents unless I say I
havebeen good. However I hardly
think this is relevant to the matter
in hand, beyond pointing out that
attempting to bribe a tax officer is
a serious offence.
(6) Inotethatyour colleagues are tak-
ing legal advice on whether they
are employed or self-employed,
and await your further comments
on the outcome.

Yang Benar.

Letter 7
13 October 1995
Dear En Santa,

I thank you for your recent letter and
the further information provided.

(1) Inoteyourfurthercommentsabout
Rudolph's nose. I repeat my ear-

lier comment that, while I
sympathise with his predicament,
there is nothing I can add to my
comments about the
disallowability of the expenditure.

(2) Iam most interested to learn how
Bandaraya could fita wheel clamp
to a sleigh. I am now willing to
allow this item of expenditure.

I'trust that, having resolved these mat-
ters, you are now in a position to sub-
mit your revised tax return and ac-
counts.

Yang Benar.

| Letter 8

13 December 1995

Dear En Santa,

I thank you for your letter and enclo-
sures and am pleased to accept your

accounts.

Merry Christmas and a Happy New
Year.

Yang Benar.

‘From

Wishing You A
Happy & Prosperous®
Chinese New Year

The Council Of The
Malaysian Institute Of Taxation
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MIT VISITS

AKMAL
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One for
the
Album.

The
President
signing
AKMAL's
Visitors'
Book.

Several Council members of the
Institute were privileged to be able to
pay a visit to the Royal Customs
Academy Malaysia (AKMAL) on 4
December 1995. The delegation led by
President En Ahmad Mustapha
Ghazali, Deputy President, Mr Michael
Loh, Vice President, En Hamzah HM
Saman, Chairman of the Government
Affairs Committee, En Atarek Kamil
Ibrahim, Council members, Mr Harpal
Singh Dhillon and Assoc. Professor
Veerinderjeet Singh were met at the
entrance by the principal Tn Hj Abd.
Rahmanbin Abd. Hamid and his senior
officers.

AKMAL was established in 1956 and is
situated at Bukit Baru, in the historical
city of Malacca with a branch each in
Kota Kinabalu, Sabah and Kuching
Sarawak. The aims of the Academy is
toprovide and improve theknowledge
and working skills, and to instill posi-
tive attitude among officers and staff
towards their job and the organisation

and to help create a Customs Literate

Society among members of the public.

AKMAL is headed by a Principal with
the rank of Director of Customs and
assisted by an Assistant Principal. The
training is divided into six schools,
which are, Management School, Cus-
toms School, Internal Taxes School,

2 i sl e
Council members given a tour by the Principal of AKMAL Tn Hj Abd. Rahman bin L
Hamid (from left) President En Ahmad Mustapha Ghazali, Council member Mr Harpal Singh
Dhillon, Deputy President Mr Michael Loh, Tn Hj Abd. Rahman and Council member, -
Associate Professor Veerinderjeet Singh.

organisation and its functions whilst
the President briefed our host on the
establishment, functions and activities
of the Institute.

Preventive School, Computer School
and the Physical and Spiritual Devel-
opment School. Each School is respon-
sible for defining, developing and de-
livering its training programmes. The |
programmes conducted at AKMAL
comprise of Basic (induction and Basic
Course), Skill Development, Career
Development and International
| Programmes,

During the visit, the delegation was
given a tour of AKMAL'’s facilities
which included lecture rooms, library,
auditorium, hostel facilities and
“Anjung Q" which is a centre for all
information with regard to AKMAL’s
training programme activities and ad-
ministration.

The delegation was shown a video and
given an overview of AKMAL’'s

a7
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- AOTCA

THIRD GENERAL COUNCIL

The Asia-Oceania Tax Consultants’ As-
sociation (AOTCA) of which the Insti-
tute is a member held its third General
Council Meeting on 9 November 1995
in Seoul, South Korea. President of the
Institute, En Ahmad Mustapha Ghazali
asa Vice President of AOTCA attended
the meeting. The meeting was chaired
by the President Mr Teruaki Kataoka
from the Japan Federation of Certified
Public Tax Accountants’ Association
where the Secretariat of AOTCA is
based. Among member organisations
which attended besides from the host
country were the All Pakistan Tax Bar

Association, Institute of Chartered Ac- |

countants in Australia, Japan Tax Re-
search Institute, Korean Association of

MEETING

Certified Public Tax Accountants,
Tax-Accountancy Association of Re-
public of China, Tax Management As-
sociation of the Philippines Inc., Taxa-
tion Institute of Australia and the Taxa-
tion Institute of Hong Kong. Also at- |
tending as observers of the meeting
were 140 delegates from the various
member bodies.

Among matters which were discussed
at this annual meeting were AOTCA
publications such as the AOTCA jour-
nalsand the AOTCA Collection of Tech-
nical Reports. Member countries were
invited to contribute materials for the
above journals which include topics
such as current taxation, tax reform, tax

systems, taxationonderivatives, OECD
Report on Transfer Pricing Guideline
for Multinational Enterprises and Tax
Administration and also short stories
on taxes. Members are invited to sub-
mit materials to the institute which can
then be forwarded to AOTCA if it is
suitable.

The Council discussed a proposal to
organisean AOTCA International Con-
vention which was also an issue delib-
erated at thelast General Council Meet-
ing. The General Council also resolved
that the next meeting of the General
Council will be held on 7 November
1996 in Kyoto, Japan.

Selamar Hari
Raya Aidilfitri

Dengan Ingatan Tulus Iklas
Maaf Zahir Batin

From
The Council Of The

Malaysian Institute Of Taxation




Accountant-General

Maiaysian institute Of Taxation

Accepts Honorary

A delegation from the Institute led by
President, En Ahmad Mustapha
Ghazali and fellow Council members,
Mr Kang Beng Hoe and En Atarek
Kamil Ibrahim paid a courtesy visit to
the Accountant-General, Tn Hj

Mohamed Adnan Ali on 23 August |

1995. The President briefed the Ac-
countant-General on the establishment
of the Institute and its objectives, and
also outlined the current and future
projects of the Institute.

Fellowship

The Institute was honoured when the

| Accountant-General accepted an Hon-

orary Fellowship of the Institute mak-
ing him the fifth distinguished person-
ality to receive it. The four Fellows of
the Institute were all former Directors-
General of the Inland Revenue Depart-
ment, who are Y Bhg Tan Sri M S
Sundaram, Mr Eu Boon Hor, Y Mulia
Raja Dato” Seri Abdul Aziz bin Raja
Salim (who was also a former Accoun-
tant-General) and Y Bhg Tan Sri Lim
Leong Seng.

The Council and members of the Insti-
tute also wish to congratulate Tn Hj
Mohamed Adnan Aliwhowasrecently
awarded the Johan Mangku Negara by
Duli Yang Maha Mulia Seri Paduka
Baginda Yang Di Pertuan Agung, Sul-
tan Ja'afar Ibni Al-Marhum Tuanku
Abdul Rahman on the occasion of his
73rd birthday.

TAX CALENDAR AND REMINDERS

MEMBERSHIP STATUS OF MIT
AS AT 28 NOVEMBER 1995
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TAXATION OF TRADE ASSOCIATIONS

By:
RICHARD THORNTON

Visiting Associate Professor, Universiti Kebangsaan Malaysia

Special provisions apply to any trade
association which is resident for the
basis year for a year of assessment. The
method used to tax the association and
the special provisions which apply are
set out in section 53 of the Income Tax
Act 1967.

A trade association is defined as “any
association of persons, or partnerships
formed with the main object of safe-
guarding or promoting the business of
it's members”.

The principle of mutuality was dis-
cussed in the previous article (Taxa-
tion of Cooperatives, Clubs and Asso-
ciations - September 1995 issue). This
allowsa group ofindividualswhohave
come together for a common purpose,
such as a club, to pay no tax on any
surplus arising from dealings with
members, although a surplus arising

from services to non-members is tax-
able. For a trade association the prin-
ciple of mutuality is specifically nega-
tived by the deeming provisions of
Section 53.

A trade association is deemed to have a
source of income consisting of it's in-
come from transactions with members
and is liable to tax on such income. The
special source is separate and distinct
from any other source of income, in-
cluding income from any transactions
with non-members.

The gross income from the separate
sourceis to include all sums receivable
onrevenueaccount,including entrance
fees and subscriptions. Outgoings and
expenses connected with such sums
are deductible subject to the normal
rules of deductibility.

The basis period for the special source,
for any year of assessment, is deemed
to be the basis year (i.e. the calendar
year).

For the purposes of Section 53, a trade
association is deemed to be a body of
persons and not a partnership, not-
withstanding any other provision of
the Act. Consequently, a trade associa-
tion will be taxed on it's chargeable
income at the graduated rates appli-
cable to resident individuals (Part I,
Schedule I of The Act) but without the
benefit of personal reliefs.

Because the special source is deemed
to be a business source, capital allow-
ances can be claimed and any loss
would be eligible for relief under the
normal provisions.

MIT Member

RM10.00

Non MIT Member

RM15.00

Name:

Address:

Membership No:

Tel No:

Enclosed is cheque no:

for RM

Membership Directory.

made payable to Malaysian Institute of Taxation for

copies of the

-

------——-----———-----—----J

|
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TAX NASIONAL SUBSCRIPTION FORM 1996

| 1996 SUBSCRIPTION RATES
o = _ RATES
- PERISSUE PER ANNUM
Non MIT member RM  30.50 RM 92.00

Student/MIA member RM 15.50 RM 62.00

OQverseas Us$ 17.00 US$ 52.00

| Please Use Capital Letters |
: Mr/Mrs/Miss Designation :
I Address i
I |
: Poscode :
| B TV Fax No. I
: I enclose a cheque/money order/bankdraft payable to Malaysian Institute of Taxation for RM/US$ for :
1 copy/copies or year/years’ subscription of Tax Nasional. |
l Note: For overseas subscription, payment is accepted by bankdraft only. I
B = i o e e s S S S et e s e ]

TAX NASIONAL ADVERTISEMENT

The Four:P 'ﬂ _MAR

1995 ADVERTISEMENT RATES

Full Colour Black & White

e : i . -~ | ADVERTISEMENT
Full Page RM1,500.00 | RM1,000.00

L1 T[T |

: Half Page RM 800.00 RM 600.00
I Back Cover + 20%
I Inside Front/Back Cover | =+ 10%
& Centrespread + 20%
CLASSIFIED
Full Page RM400.00
Half Page RM200.00
Other sizes RM 4.00

per column cm




e 29
WA

Malaysian Institute Of Taxation

HOW TO BECOME A MEMBER OF THE MALAYSIAN INSTITUTE OF TAXATION

Benefits and Privileges of
Membership

The Principal benefits to be derived
from membership are:

1. Members enjoy full membership
status and may elect representa-
tives to the Council of the Institute.

rn

The status attaching to member-
ship of a professional body dealing
solely with the subject of taxation.

L

Supply of technical articles, cur-
rent tax notes and news from the
Institute.

=

Supply of the Annual Tax Review
together with the Finance Act.

Sl

Opportunity to take partinthe tech-
nical and social activities organised
by the Institute.

Qualification Required For Member-
ship

There are two classes of members,
Associate Members and Fellows. The
class to which a member belongs is
herein referred to as his status. Any
Member of the Institute so long as he
remains a Member may use after his
name in the case of a Fellow the letters
F.T.L.I. and in the case of an Associate
the letters A.T.L.I.

Associate Membership

1. Any person who has passed the
Advanced Course examination
conducted by the Department of
Inland Revenue and who has not
less than five (5) years practical
experience in practice or employ-
ment relating to taxation matters
approved by the Council.

2.

Any person whether in practice or
in employment who is an advocate
or solicitor of the High Court of
Malaya, Sabah and Sarawak and
who has had not less than five (5)
years practical experience in prac-
tice oremploymentrelating to taxa-
tion matters approved by the Coun-
cil.

Any Registered Student who has
passed the examinations pre-
scribed (unless the Council shall
have granted exemptions from such
examinations or parts thereof) and
who has had not less than five (5)
years practical experience in prac-
tice oremployment relating to taxa-
tion matters approved by the Coun-
cil.

Any person who is registered with
MIA as a Registered Accountant
and who has had not less than two
(2) years practical experience in
practice or employment relating to
taxation matters approved by the
Council after passing the examina-
tion specified in Part 1 of the First
Schedule or the Final Examination
of The Association Of Accountants
specifiedin Partl of the First Sched-
ule to the Accountants Act, 1967.

Any person who is registered with
MIA as a Public Accountant.

Any person who is registered with
MIA as a Licensed Accountantand
who has had not less than five (5)
years practical experience in prac-
tice relating to taxation matters
approved by the Council after ad-
mission as a licensed accountant
of the MIA under the Accountants
Act, 1967.

Any person who is authorised un-
der sub-section (2)/(6) of Section 8
of the Companies Act, 1965 to act
as an approved company auditor
without limitations or conditions.

Any person who is granted limited
or conditional approval under Sub-
section (6) of Section 8 of the Com-
panies Act, 1965 to act as an ap-
proved company auditor.

Any person who is an approved

TaxAgentunder Section 153 of the
Income Tax Act, 1967.

Fellow Membership

1. A Fellow may be elected by the
Council provided the applicant has
been an Associate Member for not
less than five (5) years and in the
opinion of the Council heis afitand
proper person to be admitted as a
Fellow.

2. Noiwithstanding, Article 8(1) of the
Articles of Association, the First
Council Members shall be deemed
to be Fellows of the Institute.

Application of Membership
Every applicant shall apply in a pre-
scribed form and pay prescribed fees.
The completed application form should
be returned accompanied by:

1. Certified copies of:
(a) Identity Card

(b) All educational and profes-
sional certificates in support of
your application.

r

Twoidentity card-size photographs

)

Fees:

Fellow Associate
(@) Admission
Fee: RM300 RM200

(b) Annual
Subscription:RM100  RM75

Every member granted a change in
status shall thereupon pay such addi-
tional fee for the year then current as
may be prescribed.

The Council may at its discretion and
without being required to assign any
reason rejectany application foradmis-
sion to membership of the Institute or
for a change in the status of a Member.

Admission fees shall be payable to-
gether with the application to admis-
sion as members. Such fees will be
refunded if the application is not ap-
proved by the Council.

Annual Subscription shall be payable in
advance on and thereafter annually
before January 31 of each year.



