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The COVID-19 pandemic is presenting itself as a challenge for many businesses in 
Malaysia, including property developers. As the impact of the pandemic continues to 
ripple around the world, property developers may decide to take proactive steps to 
manage their finances and to prepare for the uncertainty. The potential steps which 
property developers may take during this trying time may have its tax implications. It 
is therefore vital that they consider the tax aspects of the proposed steps or 
arrangements to ensure compliance with the law prior to the execution. In this article, 
we will discuss the tax implications of eight arrangements which property developers 
may make during an economic downturn. 
 

1.  Withdrawal of Stock — Renting Vacant Units 
 
One of the possible arrangements is to rent out vacant units to collect rental income 
to ease the companies’ finances. From the legal aspect, the act of renting the vacant 
units may constitute a withdrawal of stock, whereby property developers are required 
to account for the market value of the rented property as its gross income.1 However, 
if property developers can prove that they are in the business of selling tenanted 
properties, it is arguable that the act of renting out the vacant units alone does not 
amount to a withdrawal of stock. This is because the courts have recognised that 
taxpayers may rent its trading stocks (without withdrawing the same) so long as it is 
consistent with its business of selling the same stocks. 
 
In Mercedes Benz Malaysia Sdn Bhd v Ketua Pengarah Hasil Dalam Negeri,2 the 
taxpayer was engaged in the sale of cars, both new and used. The taxpayer would 
register some of the new cars under its own name, and subsequently sell the same 
(after they had obtained some mileage) as used cars. The Inland Revenue Board (IRB) 
alleged that the registration of the new cars under the taxpayer’s name constituted a 
withdrawal of stock. The High Court, however, ruled in the taxpayer’s favour and held 
that registration alone does not amount to a withdrawal of stock as it is consistent with 
the taxpayer’s business model of selling used cars.  
 

                                                
1 Income Tax Act 1967 (ITA), s 24(2) 
2 (2012) MSTC 30-052 
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A similar principle was adopted in Gloucester Railway Carriage and Wagon Co Ltd v 
The Commissioners of Inland Revenue,3 where the UK High Court found that the 
taxpayer was engaged in a single trade, i.e. the manufacturing and trade of wagons, 
and held that the “selling and letting [of] the wagons [before its sale] were nothing but 
two modes of earning profits in the one trade”. 
 
Reference may also be made to Ketua Pengarah Hasil Dalam Negeri v Penang Realty 
Sdn Bhd,4 where the Court of Appeal held that the act of renting houses built on a 
piece of land did not render the land an investment asset, as the land was originally 
acquired for the purposes of resale and there was insufficient evidence to establish a 
change of intention. In that case, the court found that the act of renting the houses was 
purely to snap an advantageous position of the rental to be paid by one specific tenant 
for a limited period of time. It was clear from the circumstances of the case that the 
taxpayer had never intended to treat the land as permanent investment, and would 
proceed to sell the land once the tenancy expired. 
 
The issue of whether renting out vacant units during an economic downturn constitutes 
withdrawal of stock would ultimately depend on the surrounding factual circumstances. 
If property developers could establish that they are only engaged in one trade, i.e. the 
sale of property, and that they have actively sought buyers for the rented property, it 
is arguable that the act of renting out the vacant units alone does not amount to a 
withdrawal of stock. The company’s classification of the rented property in its audited 
accounts as trading stocks would also be relevant as evidence to show its intention to 
sell the rented property. 
 

2.  Deemed Sale Provision — Option to Purchase or Lower Value 
 
Property developers could also look into renting out the vacant units with an option to 
purchase the said units at a lower price during or after the tenancy to attract buyers. 
However, they should be mindful of the deemed sale provision under the Income Tax 
Leasing Regulations 1986 (Leasing Regulations), which provides that a lease 
agreement of an asset is deemed to be a sale agreement where, among others:5 
 
(a) The lessee is given an option to purchase the leased asset during or upon 

expiry of the lease term; 
 
(b) The lessee is given the beneficial ownership of the leased asset; 

 
(c) The lessee during or upon expiry of the lease term acquires directly or indirectly 

the leased asset at a price below the market value as at the date of purchase; 
or 
 

                                                
3 (1930) 12 TC 70 
4 (2006) MSTC 4,256 
5 Income Tax Leasing Regulations 1986, Reg 4 
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(d) The lessee is given the right to sell or dispose of the leased asset and receives 
the proceeds or a portion of the proceeds from the sale. 

 
The conditions set out above are to be read disjunctively; the fulfilment of any one of 
them is sufficient to trigger the deemed sale provision under the Leasing Regulations. 
In the event that a lease agreement is deemed as a sale agreement, taxpayers will 
have to account for income tax on the total proceeds from the entire lease agreement 
as sale proceeds in the relevant year of assessment when the lease agreement was 
signed. On the other hand, if the deemed sale provision does not apply, the rental 
income receivable from the lease agreement shall be deemed to accrue evenly 
throughout the period of the lease term.6 
 
The scope of the Leasing Regulations has not been tested in the courts. In practice, 
the IRB would generally only invoke the Leasing Regulations on leasing transactions 
involving movable property. However, an analysis of the term “lease” under the 
Leasing Regulations would suggest that it is applicable to arrangements involving an 
“asset” which, under the law, could be defined to include both movable and immovable 
property. It remains to be seen how the courts will interpret the Leasing Regulations. 
 
One of the common issues in respect of the Leasing Regulations is whether, in the 
absence of an express term under the lease agreement, the IRB may infer an option 
to purchase from the practices or business model adopted by the taxpayer. In this 
regard, it shall be noted that the law provides for a general presumption against 
implying terms into written contracts. There is also a general presumption that parties 
who have entered into written engagements with written stipulations have expressed 
all the conditions by which they intend to be bound under the instrument.7 The burden 
is on the IRB to rebut the general presumption. 
 

3.  Transfer Pricing — Transfer of Asset to Related Company 

 
Another possible arrangement that a property developer may undertake is to transfer 
the vacant units to its related companies which could make use of the empty spaces.8 
When carrying out such transfer, regard must be had to the transfer pricing rules, 
which in essence require the recipient (i.e. the related companies) to pay an “arm’s 
length” price for the subject property (i.e. a sum that might be fetched in a transaction 
between independent persons dealing at arm’s length).9 If the transfer is not executed 
at an “arm’s length” price, the IRB may exercise its discretion to alter the transaction 
price and raise an assessment accordingly.10 
 
The safest method to ensure compliance with the “arm’s length” requirement is to 
transfer the vacant property at its market value. In this regard, it would be prudent for 
property developers to obtain a valuation report of the subject property by an 

                                                
6 Ibid, Reg 3 
7 Kwan Kwok Kwong & Anor v Trenolo Resources Sdn Bhd [2000] 3 MLJ 731 
8 The term “related companies” is defined under s 140(5) of the ITA 
9 ITA, s 140A(2) 
10 Ibid, s 140A(3) 
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independent valuer to justify the market value adopted by the companies. As 
demonstrated in cases such as HRE Bhd v Director General of Inland Revenue,11 the 
courts would refer to the valuation reports prepared by both the IRB and taxpayers 
respectively to ascertain the market value of a property. In the event of conflict, the 
courts will conduct an analysis of the valuation reports and adopt the best method of 
valuation.  
 
It shall be noted, however, that “arm’s length” price does not necessarily equate to 
market value. It is possible for a transaction to be carried out at a sum below the market 
value and yet be regarded as “arm’s length” for the purpose of transfer pricing. In PPH 
v Director General of Inland Revenue,12 the taxpayer (vendor) sold a piece of land (the 
market value of which was RM25k) below the market value, i.e. RM22,525, as he was 
in urgent need of the money for investment. Subsequently, the IRB conducted an audit 
on the vendor and issued an assessment to adjust the transaction price of the subject 
property to its market value. The SCIT, upon hearing both parties, dismissed the IRB’s 
assessment and held that the transaction price, albeit below market value, was 
regarded as “arm’s length” as the vendor was in dire need of money at the time of 
transaction. 
 
It may be observed from PPH’s case that the courts would consider the circumstances 
surrounding a transfer in determining whether the transaction price is at “arm’s length” 
or otherwise. In the event that the transaction price is below or above the market value 
of the property, the burden is on taxpayers to provide evidence and proof of 
circumstances to justify the difference. 
 

4.  Transfer Pricing — Financial Assistance from Related Company 
 

It is vital for property developers to assess their risks from both an operational and 
financial standpoint during an economic downturn. They may decide to obtain financial 
assistance from related companies which have available cash. When forming such an 
arrangement, however, property developers should be mindful of the transfer pricing 
rules and ensure that the financial assistance is subject to interest at a rate that is 
consistent with the market rate.13 Otherwise, the IRB may exercise its discretion to 
substitute the interest rate of the arrangement with a rate that reflects the current 
market rate, and raise an assessment accordingly.14 
 
The IRB has stated in its guideline that the comparable uncontrolled price (CUP) 
method will be applied in determining the arm’s length interest rate for financial 
assistance arrangement between related companies.15 There are generally two ways 
of applying the CUP method: internal and external. The internal CUP method uses 
similar transactions made by the business with other third parties as comparables, 
whereas the external CUP method uses similar transactions made between other third 
parties as comparables. 

                                                
11 (1988) 1 MSTC 181 
12 (1988) 1 MSTC 293 
13 ITA, s 140A(2) 
14 ITA, s 140A(3)  
15 <http://www.hasil.gov.my/bt_goindex.php?bt_kump=5&bt_skum=20&bt_posi=1&bt_unit=1&bt_sequ=14&bt_lgv=2> 
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Generally, it is advisable for taxpayers to use the CUP method in carrying out the 
transfer pricing methodology. The SCIT has recently held in an unreported case that 
the CUP method was the preferred methodology and that the IRB was not allowed to 
adopt the transactional net margin method (TNMM) without any valid reason. Should 
the IRB adopt the TNMM method, then it must, among other things, provide 
satisfactory evidence to justify doing so. 
 
Taxpayers shall also take note of the restriction on deductibility of interest in a financial 
assistance between persons one of whom has “control” over the other, or between 
persons both of whom are “controlled” by the same third person.16 It is specified under 
the ITA that deduction for interest expenses in such arrangement shall be limited only 
to 20% of the amount of tax–EBITDA. 17  The amount of tax-EBITDA shall be 
ascertained in accordance to the formula prescribed in the Income Tax (Restriction on 
Deductibility of Interest) Rules 2019.18 
 

5.  Deduction — Interest for Loan 

 
Property developers may resort to obtaining loans to manage their companies’ cash 
flow. In this regard, it is worth noting that the interest payable under a loan is a 
deductible expense if the loan obtained is utilised for the purposes of producing 
income or laid out on assets held for the production of income.19 It is immaterial 
whether the working capital on which the loan was used actually produces taxable 
income in the future.20 The key consideration is the purpose for which the loan was 
taken, i.e. whether it is taken for the purpose of producing income.21 
 
In IA v Comptroller of Income Tax,22 the taxpayer, a property developer, sought a loan 
to finance the purchase of a parcel of land which was used to develop a condominium 
intended for sale. The tax authority rejected the taxpayer’s claim for deduction of the 
borrowing expenses (including interests) on the basis that it was capital in nature. The 
High Court, however, disagreed with the tax authority and held that the borrowing 
expenses were deductible because the loan was an integral part of the taxpayer’s 
business activity of selling property. The decision was subsequently affirmed by the 
Court of Appeal, which added that the lack of recurrence of a loan cannot be a 
conclusive factor in determining whether the borrowing expenses are capital or 
revenue in nature. 
 
Interest expense incurred on a loan utilised to settle trading debts is also deductible 
under the ITA. A similar principle would be applied to a second loan taken to refinance 
an existing loan, provided that the existing loan was taken for the purpose of producing 

                                                
16 The term “control” is defined in s 140A(5A) of the ITA 
17 Section 140C of the ITA (read together with r 4 of the Income Tax (Restriction on Deductibility of Interest) Rules 2019 
18 Income Tax (Restriction on Deductibility of Interest) Rules 2019, r 5 
19 ITA, s 33(1)(a) 
20 DGIR v Kulim Rubber Plantations Ltd [1981] 1 MLJ 214 
21 Zeta Estates Ltd v Commissioner of Inland Revenue (FACV No 15 of 2006) 
22 (2007) MSTC 7,251 
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income. In RB Sdn Bhd v Ketua Pengarah Hasil Dalam Negeri,23 the SCIT held that 
interest expense incurred for the second loan to settle a debt under an existing loan is 
not deductible as it does not amount to being employed in the production of income. 
The decision, however, was subsequently overturned on appeal where the High Court 
held that “as a matter of logic and common sense that since interest payments on the 
first loan were deductible, interest payments on the second loan would also be 
deductible for income tax purposes”.24  
 

6.  Deduction — Liquidated Ascertained Damages 

 
Disruptions to the supply chain, workforce or capital during an economic downturn 
may inevitably lead to a delay in the completion of a project. Property developers would 
consequently be exposed to claims for liquidated ascertained damages (LAD) from 
the buyers. Such payment of LAD may be regarded as deductible expenses for income 
tax purposes. 
 
The general provision under the ITA is that taxpayers can claim deduction for 
expenses which are wholly and exclusively incurred in the production of income.25 In 
respect of compensation payments, the courts have consistently held that such 
payments are deductible if they arise as a normal incident of the taxpayer’s business, 
or if they are intended to deal with liability arising out of the taxpayer’s business 
activities. For example, a manufacturer that uses patented components may claim 
deduction of the damages arising from a copyright claim26 and a publishing company 
may claim deduction of the damages arising from a libel claim.27 
 
In Director General of Inland Revenue v KRP Ltd,28 the taxpayer entered into an 
agreement with its agents for management services. The fees payable to the agents 
were dependent on the size of the taxpayer’s estate holdings and for this reason, both 
parties included a provision in the agreement that the agents would receive 
compensation if there was any reduction in the size of the estate. During the course 
of its business, the taxpayer sold part of the estate and paid compensation to the 
agents (as provided in the agreement). The IRB took the position that the said 
compensation was not a deductible expense as it was capital in nature. The Federal 
Court, however, disagreed with the IRB and held that the said compensation was 
deductible on, among others, the basis that it was intended to retain the services of 
the agents for the taxpayer’s business with the remaining estate. 
 
It may be derived from KRP’s case that compensation payment arising from a term 
under an agreement is deductible as expenses if it is not capital in nature and is 
relatable to the taxpayer’s business. Reference may also be made to Ryoshindoh 
Manufacturing Sdn Bhd v Ketua Pengarah Hasil Dalam Negeri,29 where the High 

                                                
23 (1995) 2 MSTC 2,360 
24 Rakyat Berjaya Sdn Bhd v Ketua Pengarah Hasil Dalam Negeri (1999) MSTC 3,731 
25 ITA, s 33(1) 
26 KD v Comptroller of Income Tax (2006) MSTC 5,539 
27 Herald & Weekly Times Ltd v FCT (48 CLR 113) 
28 (1950-1985) MSTC 232 
29 (2014) MSTC 30-072 
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Court allowed the taxpayer, a car manufacturer, to claim deduction of the 
compensation paid to the vendor pursuant to a warranty clause under a quality 
assurance agreement. Applying the same concept, LAD which is payable by property 
developers under a sale and purchase agreement should also be deductible as it 
arose from the ordinary business of selling properties. 
 

7.  Deduction — Drop in Market Value of the Properties 
 
Property developers are required to carry out a valuation of the vacant units intended 
for sale at the beginning and end of every Year of Assessment (YA). Where the value 
of the vacant units at the end of the YA (i.e. closing stock) is lower than the value at 
the beginning of the period, property developers are allowed to claim deduction on the 
difference in the amount.30  
 
Under the ITA, the valuation of the closing stock may either be at the market value or 
total cost. It is also expressly provided in the ITA that, in respect of valuation of closing 
stock for immovable properties, taxpayers are entitled to choose between the market 
value or total cost, whichever is the lower.31 In other words, property developers are 
entitled to choose whichever method that may result in a higher deduction claimable 
in respect of the vacant units.  
 
In IRC v Cock Russell & Co Ltd,32 the UK tax authority challenged the option chosen 
by the taxpayer which resulted in a higher deduction. The High Court, however, 
dismissed the tax authority’s contention on the basis that the taxpayer was acting 
within the confines of the statute which allows taxpayers to value stocks at cost or 
market price, whichever is the lower. 

 

8.  Deduction — Bad Debts 
 
Income tax in Malaysia is recognised on an accrual basis.33 Therefore, as soon as 
taxpayers have a legal right to receive payment, they must recognise the payment as 
income and subject the same to tax, despite the fact that payment was not made. This 
could give rise to a tax burden on taxpayers during an economic downturn where 
taxpayers are unable to recover the payment which was brought to tax from the 
debtors. Under the ITA, the only possible way for taxpayers to recover the income tax 
paid for payment which is wholly irrecoverable (albeit indirectly) is by writing off the 
overdue payment as bad debt, and claim deduction on the amount.34 
 
There are two primary conditions that must be satisfied for a bad debt to be deductible. 
Firstly, property developers must be able to prove that the overdue rental is wholly or 

                                                
30 ITA, s 35(2)  
31 Ibid, s 35(3)(a) 
32 [1949] 2 All ER 889 
33 ITA, s 24  
34 Ibid, s 34 
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partly irrecoverable.35 Secondly, the amount of the overdue rental must have been 
included as income and subject to tax in previous returns.36 
 
To establish that the overdue rental is wholly or partly irrecoverable, property 
developers must be able to prove that reasonable steps have been taken to recover 
the rental prior to claiming the deduction. There must be some sort of documentary 
evidence (e.g. legal letter of demand) to show that reasonable effort has been made 
to recover the rental. The effort must be taken within the limitation period prescribed 
under the law.37 
 
Whether the overdue rental is wholly or partly irrecoverable or “bad” is ultimately a 
question of fact. It may be insufficient for property developers to merely issue a legal 
letter of demand to the tenants. In CR Sdn Bhd v Ketua Pengarah Hasil Dalam 
Negeri,38 even though the taxpayer had issued a legal letter of demand to the debtor, 
the SCIT dismissed its appeal on the basis that the demand was not genuine and the 
measures taken by the taxpayer were not commercially feasible or prudent. Having 
said that, it is not always necessary for property developers to commence legal action 
in court against the tenant to establish that reasonable steps have been taken to 
recover the overdue rental. The courts have recognised that there may be cases 
where taking legal action to recover the debt Is not viable (e.g. the debt is small or the 
chances of recovery are extremely slim due to the factual circumstances).39 
 
 
If you have any queries, please contact the authors or Tax, SST & Customs partners, 
Dato’ Nitin Nadkarni and Jason Tan Jia Xin, at tax@lh-ag.com 
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35 Id, ss 34(2)(a) and (b) 
36 Id, s 34(3)(a) 
37 Sastep Sdn Bhd v Ketua Pengarah Hasil Dalam Negeri (2017) MSTC 30-143 
38 (2017) MSTC 10-066 
39 Ireka Corporation Bhd v Ketua Pengarah Hasil Dalam Negeri (unreported) 
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