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As the Movement Control Order (MCO) has again been
extended as announced on 10 April 2020, businesses may find it
difficult to meet their contractual obligations in the coming weeks,
and may even be compelled to take drastic measures to stay
afloat. Unfortunately, this may result in a performance default or
breach of contract, or worse, termination of existing business and
employment agreements. Taxpayers should be aware that
payment of compensation or damages for breach of contractual
obligations or termination of contracts will have tax implications
in respect of the tax deductibility of such payment and the
taxability of the sum in the hands of the recipient.
Capital or revenue distinction
Whether or not compensation paid is deductible or compensation
received is taxable will generally depend on the character of the
payment, i.e. whether it is capital or revenue in nature. This
determination requires an examination of the underlying purpose
behind the compensation.
Although compensation may have been calculated by reference
to loss of profits (income that would have been taxable), this is
immaterial to the character of the compensation itself. What must
be considered is what the compensation was paid for, and not
how the amount of compensation was calculated.1
Deductibility of compensation payments
In most cases, payment of damages or compensation to
discharge a liability arising from a taxpayer’s business has been
held to be deductible. However, capital expenditure has been
statutorily provided to be not deductible.2
When an expenditure is made, not only once and for all, but with

1
2

The Glenboig Union Fireclay Co, Ltd v The Commissioners of Inland Revenue 12 TC 427
Income Tax Act 1967, s 39(1)

a view to bringing into existence an asset or an advantage for the
enduring benefit of a trade, such expenditure is generally
characterised as capital, and not revenue.3 Hence, scenarios
where compensation is paid to discharge a capital liability, such
as for the cancellation of a contract for the purchase of a capital
asset or right, will be deemed as capital in nature and not
deductible.
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In Lawson,4 the subsidiary of the taxpayer was in deep financial
waters and its collapse would have a consequential effect on the
taxpayer’s business. As part of the condition to allow the
taxpayer’s subsidiary to be transferred to the Bank of England
and to rescue the taxpayer’s subsidiary, the taxpayer injected
£50 million into its subsidiary. This injection of £50 million was
held to be deductible as it was made to remove the threat posed
by the insolvency of the taxpayer’s subsidiary to the taxpayer’s
business, thus preserving the trade; it was not a payment for the
disposal of a capital asset.
Other instances where compensation payments were held to be
revenue expenditure and deductible include:





Payment made to get rid of an onerous contract or an
employee whose continuance in service is undesirable in the
company’s interest;5
Payment made to terminate a disadvantageous agency
contract;6 and
Payment for the retirement of a director to avoid publicity
injurious to the company’s reputation.7

Examples of payments held to be capital expenditure and not
deductible are as follows:
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Payment for the cancellation of a contract to supply a ship
which was to be used in the business as the ship was to be a
capital asset of the business;8
Sum paid to a retiring director to obtain a covenant that he
would not compete with the company’s business, thus
improving the goodwill of the company;9 and
Price paid to procure a reduction in rent payable under a
lease with a remaining term of 40 years, which produces an
enduring benefit to the company through the improvement of
the lease.10
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In respect of retrenchment benefits paid due to redundancy,
these payments would be deductible if it is shown that the sum
was expended to save the company from extinction.11
In summary, the deductibility of compensation payments would
require a scrutiny of the facts to see whether an enduring benefit
is brought about. However, it is generally accepted that
payments made to deter the collapse of and to preserve a
taxpayer’s business will be deductible.
Taxability of compensation receipts
Compensation received in respect of the contract in the ordinary
course of business will be revenue in nature. For example,
damages for breach of contract paid to replace profits which the
taxpayer would or might have made under the contract are a
revenue receipt. In contrast, payments arising from contracts that
go towards the profit-making structure of the taxpayer’s business
or a capital asset will have a capital character. Hence,
compensation that is received in respect of fixed assets, for the
termination of a profit-making apparatus and source of income,
or for the surrender of rights, are typically capital in nature and
not taxable.
Payments held to be revenue receipts and taxable include
compensation received:






by shipowners for loss of profits arising from the shipbuilders’
delay in executing ship repairs;12
by an engineering company for loss of profits arising from the
failure of the government to sell to the company certain
material as agreed under a contract;13
by shipbuilders in respect of the cancellation of contracts for
the building of two steamships;14 and
for the termination of one of several of the taxpayer’s agency
agreements.15

Payments held to be capital receipts and not taxable include:
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Liquidated damages received pursuant to the terms of the
contract for the failure of the supplier to supply plant and
machinery on time;16
Compensation for termination of profit-pooling agreements;17
and
Compensation for the termination of an exclusive distribution
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agreement where the taxpayer was the sole and exclusive
distributor of goods bearing a certain brand and the taxpayer
did not have any other sources of income.18
Employment income for individuals
Compensation received by employees for the loss of employment
has been statutorily provided to be part of employment income and
taxable in the hands of the employee.19 However, an exemption of
RM10,000 is provided for each year of completed service with the
company or companies in the same group.20

Conclusion
In light of the current economy brought about by the COVID-19
pandemic and the MCO, companies would be required to
reassess their contractual obligations and business structure and
make difficult decisions to ensure their viability. Given that the
termination of different agreements will entail different tax
implications, it is important for these to be factored into the
decision-making process. While case law has set out some tests
and principles that could be useful aids in determining the nature
of a compensation payment, taxpayers should be mindful that
the revenue and capital distinction is a question of fact and will
differ on the circumstances of a case. If taxpayers intend to claim
deduction for these payments, it is paramount to show that the
payments are crucial to preserve the company’s business.
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