Deloitte Tax Max – The 44th Series

#ReadyMalaysia2019: A refreshed landscape
Tuesday, 27 November 2018 l One World Hotel

Case 1:
IBM Malaysia Sdn Bhd v KPHDN

© 2018 Deloitte Tax Services Sdn Bhd

The Court Beholds

2

Case 1
IBM Malaysia Sdn Bhd v KPHDN
Judge

Defendant

Appellant

Chandran TS Ramasamy

Counsel
Chow Kuo Seng

Witness
Adib Ahmad Zabidi

© 2018 Deloitte Tax Services Sdn Bhd

Counsel
Stefanie Low

Witness
Mohd Fariz Mohd Faruk

The Court Beholds

3

Background

•

IBM MY – business of distributing software

•

IBM MY and IBM IR intended to execute a
Software Distribution Agreement (“SDA”)

•

12 April 2016 – IBM MY made an AR
application to the IRBM

•

7 June 2016 – IRBM issued AR
–> the distribution fee (IBM MY would pay to
IBM IR) was royalty and hence, subject to
WHT under Sec 109

•

•

23 August 2016 – IBM MY reiterated to IRBM
the reasons why the distribution fee was not
royalty
31 December 2016 – IBM MY and IBM IR
proceeded to execute the SDA
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Judicial
Review – to
quash IRBM’s
Advance
Ruling (“AR”)
High Court
27 March 2018

Grants IBM MY the
right to distribute the
software programs
developed and/or owned by
IBM IR in MY
Proprietary right,
copyright or know-how
Right to reproduce
software programs or
exploit any of the
proprietary rights
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Key issues

1

Whether IBM MY’s application for judicial
review was filed prematurely

2

Whether the AR affected IBM MY when IBM MY could opt
not be bound by the AR

3

Whether the AR was a ‘decision’ which was amenable to
judicial review

4

Whether the alternative or domestic remedy was available
under the Income Tax Act 1967 for AR

5

Whether the distribution fee payable by IBM MY to IBM
IRL under the draft SDA was royalty
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Key provisions
Definition of “Royalty”
“Royalty” includes –
(a) Any sums paid as consideration for the
use of, or the right to use –
(i) Copyrights, artistic or scientific
works, patents, designs or models,
plans, secret processes or formulae,
trademarks, or tapes for radio or
television broadcasting, motion
picture films, films or video tapes or
other means of reproduction where
such films or tapes have been or
are to be used or reproduced in
Malaysia or other like property or
rights;
(ii) Know-how or information
concerning technical, industrial,
commercial or scientific knowledge,
experience or skill;

“Royalties” means payments of any kind
received as a consideration for –
(a) The use of, or the right to use, any
patent, trade mark, design or model,
plan, secret formula or process,
copyright of any scientific work, or for
the use of, or the right to use,
industrial, commercial, or scientific
equipment, or for information
concerning industrial, commercial or
scientific experience;
(b) The use of, or the right to use,
cinematograph films, or tapes for
radio or television broadcasting, or
any copyright of literary or artistic
work.

(b) Income derived from the alienation….

Sec 2 of the ITA
(prior to 17 January 2017)
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Article 13(6) of the MalaysiaNetherlands DTA
The Court Beholds

6

Taxation on Royalty
Sec. 2 of the ITA
PRIOR TO 17 January 2017
“Royalty”-

(a) Any sum paid as consideration for the use of, or the to usei. Copyrights, artistic or scientific works, patents, designs or models, plans, secret
processes or formulae, trademarks or tapes for radio or television broadcasting,
motion picture films, films or video tapes or other means of reproduction where such
films or tapes have been or to be used or reproduced in Malaysia or other like
property or rights;
CURRENT
“Royalty” includes any sums paid as consideration for, or derived from(a) The use of, or the right to use in respect of, any copyrights, software, artistic or scientific
works, patents, designs or models, plans, secret processes or formulae, trademarks or
other like property or rights;

Section 4, Finance Act 2017 (Act 785)
w.e.f. 17 January 2017
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Tax cases / law

•

Damco Logistic Malaysia Sdn Bhd v KPHDN (2011) MSTC 30.

EDP charges – whether it is “royalty”/ DTA Malaysia-Denmark
•

KPHDN v Alcatel-Lucent Malaysia Sdn Bhd & Anor (2016) MSTC 30-134
Payment to NR for global network for voice, data and video communication

•

KPHDN v Thompson Reuters Global Resource [2016] 10 MLJ 1
Distribution fee as “royalty” under the ITA

•

KPHDN v Mudah.my Sdn Bhd [2017] 2 MLJ 197
Payment for software to NR

•

Finance Act 2017 (Act 785)

Amendment to the ITA to broaden the scope of “royalty”
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Tax cases / law [Cont’d]
In one INDIAN case law : the court’s pronouncement applied the
interpretation to the instant application.
Accordingly, we could conclude that if the owner of a design,
know-how or intellectual property right allows the use of any
right and retains the right, the payment for the right to use
of the said design, know-how or intellectual property
right is to be treated as royalty.
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Key provisions

Para 14.4 of the OECD Commentary on Article 12
Arrangements between a software copyright holder and a distribution intermediary
frequently will grant to the distribution intermediary the right to distribute copies of the
program without the right to reproduce that program. In these transactions, the rights
acquired in relation to the copyright are limited to those necessary for the commercial
intermediary to distribute copies of the software program. In such transactions,
distributors are paying only for the acquisition of the software copies and not
to exploit any right in the software copyrights. Thus, in a transaction where a
distributor makes payments to acquire and distribute software copies (without
the right to reproduce the software), the rights in relation to these acts of
distribution should be disregarded in analysing the character of the
transaction for tax purposes. Payments in these types of transactions would be
dealt with as business profits in accordance with Article 7. This would be the case
regardless of whether the copies being distributed are delivered on tangible media or
are distributed electronically (without the distributor having the right to reproduce the
software), or whether the software is subject to minor customisation for the purposes of
its installation.

© 2018 Deloitte Tax Services Sdn Bhd

The Court Beholds

10

Key provisions [Cont’d]
Definition of “royalty”
“Royalty” includes –
(a) Any sums paid as consideration for the
use of, or the right to use –
(i) Copyrights, artistic or scientific
works, patents, designs or models,
plans, secret processes or formulae,
trademarks, or tapes for radio or
television broadcasting, motion
picture films, films or video tapes or
other means of reproduction where
such films or tapes have been or
are to be used or reproduced in
Malaysia or other like property or
rights;
(ii) Know-how or information
concerning technical, industrial,
commercial or scientific knowledge,
experience or skill;

“Royalties” means payments of any kind
received as a consideration for –
(a) The use of, or the right to use, any
patent, trade mark, design or model,
plan, secret formula or process,
copyright of any scientific work, or for
the use of, or the right to use,
industrial, commercial, or scientific
equipment, or for information
concerning industrial, commercial or
scientific experience;
(b) The use of, or the right to use,
cinematograph films, or tapes for
radio or television broadcasting, or
any copyright of literary or artistic
work.

(b) Income derived from the alienation….

Sec 2 of the ITA
(prior to 17 January 2017)
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Article 13(6) of the MalaysiaNetherlands DTA
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Case 1:
Submission by Inland Revenue
Board of Malaysia (IRBM)
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KPHDN v Mudah.my Sdn Bhd [2017] 2 MLJ 197

Idrus bin Harun JCA
It is our considered opinion that based on the above authorities, the
definition of the word “royalty” ought to be taken in its widest sense and
shall not be limited only to any sums or income included in section
2 of Act 53 with regard to the definition of the word “royalty”. It was
therefore our finding that based on the facts, it was evident that the
payments made by the respondent to the non-resident companies were for
the “right to use”, thus falling very well within the scope of the definition of
“royalty” under section 2 of Act 53 and accordingly, were subject to
withholding taxes.

The High Court in this regard had obviously failed to consider some
evidence in relation to the payments made by the respondent to the nonresidents which were for the “right to use” ……
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KPHDN v Mudah.my Sdn Bhd [2017] 2 MLJ 197 [Cont’d]

The evidence the Court must consider in relation to the payments made by
the Respondent to the Non Resident (“NR”) were indeed for the “right to
use” are these –
1.




The Respondent was granted the right to use the software by the
NR;
The intellectual property rights which included the software
developed by the NR remained with the NR;
The exclusive ownership belonged to the NR

AND
2.
 The respondent stated that the license for software was given to
the respondent however the same was not transferable
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Citation from Mudah.my Sdn Bhd [Cont’d]

Following the granting of the right to use the software, the Respondent had
to pay to the Non Resident (“NR”) companies the amount which had been
mentioned in paragraph 26 of the Respondent’s affidavit in support.
As the right to use the software was granted to the Respondent and the
Respondent had to pay a certain price to the NR companies, Yang Arif, we
the IRB Legal Counsel am certain Yang Arif can affirm in your judgement
that IT should rightfully be treated as “royalty”. This treatment is
consistent with the definition of royalty under Section 2 of the ITA.

© 2018 Deloitte Tax Services Sdn Bhd

The Court Beholds

15

Citation from Mudah.my Sdn Bhd [Cont’d]

Para. 6 to Article 13 of the Agreement for Avoidance of Double
Taxation between Malaysia-Netherlands, clearly define the term
“Royalties” to mean ” a payments of any kind received as a
consideration for:
(a)

(b)

The use of, or the right to use, any patent, trade mark, design
or model, plan, secret formula or process, copyright of any
scientific work, or for the use of, or the right to use, industrial,
commercial or scientific equipment, or information concerning
industrial, commercial or scientific experience;
The use of, or the right to use, cinematographic films, or
tapes for radio or television broadcasting or any copyright of
literary or artistic work.
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Copyright Act 1987 (Act 332)
7. (1) Subject to this section, the following works shall be eligible for
copyright:
i. Literary works;
ii. Musical works;
iii.Artistic works;
iv.Films;

v. Sound recordings; and
vi.Broadcasts.
(2) “Literary work” includes:
a. …;
b. …;
c. …;
d. …;
e. …;

f.

…;

g. …; and

h. Computer programs.
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Onestop Software Solutions (M) Sdn Bhd & Anor v
Masteritec Sdn Bhd & Ors [2009] 8 MLJ 528
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Key provisions
“Royalty” includes—
(a) Any sums paid as consideration for the use of, or the right to use—
… copyrights, artistic or scientific works, patents, designs or models, …..
Generally in the intellectual property world, software is usually covered by
copyright.

The view is that since software is a literary work which is eligible for
copyright, any payment to use it must be for use of its copyright.
1. Emphasis is placed on the words “right to use” . Since the right to use
was granted in relation to the software, it is therefore caught by the
definition of “royalty”.
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Case 1:
Submission by Taxpayer

© 2018 Deloitte Tax Services Sdn Bhd

The Court Beholds

20

Case 1: Submission by Taxpayer

2

1

Word of
the day
“right to
distribute”
proprietary right,
copyright or knowhow
right to reproduce
software programs
or exploit any of the
proprietary rights
right to copy,
modify, replicate,
duplicate or
otherwise change
any program

Definition of
“royalty”
Article 13.6 of MalaysiaNetherlands DTA:“to use or right to use"

Key Issue
Whether
distribution
fee payable
under SDA
is royalty

“to distribute or
right to distribute"

3

Let’s look at
IBM’s case

Role: to sell & to licence
IBM IR

Role: to purchase
IBM MY

Role: to consume
IBM MY’s
customers
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Decision & Key Reasoning (Issue 5)
•

There was no element of proprietary rights or
know-how being granted or transferred

KPHDN v Thomson
Reuters Global
Resources (2016)

•

In a transaction where a distributor made
payments to acquire and distribute software
copies (without the right to reproduce the
software), the rights in relation to such
distribution should be disregarded

These payments would
be dealt with as
business profits under
Article 8 of the DTA
between MY and
Netherlands

•

Definition of “royalty” under the DTA prevails
over the Income Tax Act 1967

HELD:

IRBM’s AR was ultra
vires, illegal, void,
unlawful and/or in
excess of authority as
the distribution fee
was not royalty
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Case 2:
KPHDN v Continental Choice
Sdn Bhd & Anor
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Background
•

Taxpayers intended to invest in land development
business

•

January 2004 – Together with other land developers
and an individual, Taxpayers acquired Bioford
Development Sdn Bhd (“Bioford”), a shelf
company

•

September 2004 – Bioford acquired a piece of
land (for RM14.5 million) with the intention of
developing it into a mix development

•

October 2004 – Taxpayers acquired shares in
Bioford

•

August 2005 – Taxpayers disposed their shares* in
Bioford due to differences between partners
* There were 2 tranches of shares,
i.e. 225 units (S1) and 56,025 (S2).

•

September 2005 – Taxpayers submitted RPGT
return forms.

High Court
11 April 2018

with an intention to
be involved in
property
development

Land was classified
as “current asset”
All expenditure from
the development of
the land - classified
as “property
development
expenditure”

IRBM issued assessment for YA 2005 and
subjected the gains^ on the share disposal to
RPGT ^Only the disposal of S2 resulted in a profit
© 2018 Deloitte Tax Services Sdn Bhd
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Key issue

Whether Bioford is
an RPC pursuant
to Para 34A, Sch 2
of RPGT Act 1976
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Key provisions
Para. 34A, Schedule 2 of the RPGT Act 1976
Para. 34A. (1) An acquisition of shares in a real property company (hereinafter referred
to in this para as “the relevant company” shall be deemed to be an acquisition of a
chargeable asset, and where such shares are disposed of, such a disposal shall be
deemed to be a disposal of a chargeable asset notwithstanding that at the time of
disposal of such shares the relevant company is not regarded as a real property
company.
“Real property company” means –

(a) A controlled company which, as at 21 October 1988, owns real property or
shares or both, the defined value of which is not less than seventy-five per
cent of the value of its total tangible assets; or
(b) A controlled company to which sub subparagraph (a) is not applicable, but
which, at any date after 21 October 1988, acquires real property or shares
or both whereby the defined value of real property or shares or both owned
at that date is not less than seventy-five per cent of the value of its total
tangible assets:
Provided that where at any date the company disposes of real property or
shares or both whereby the defined value of real property or shares or both
owned at that date and thereafter is less than seventy-five per cent of the value
of its total tangible assets, that company shall not be regarded as a real
property company as from that date
© 2018 Deloitte Tax Services Sdn Bhd
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Key provisions [Cont’d]
Intention or the spirit of the Parliament when
enacting para 34A, Schedule 2 of the RPGT Act
1976 via Finance Bill 1998
“Clause 24 seeks to introduce a new para 34A to Schedule 2
to the Act. The amendment is intended to ensure that
individuals do not use companies to acquire land and then
dispose of shares in such companies thereby avoiding
payment of real property gains tax. The amendment
applies only to controlled companies holding real property
directly or indirectly as a major asset. Gains from the
disposal of shares in such companies, which will be known
as “real property companies”, will be liable to tax.”

A company having not more
than fifty members and
controlled, in the manner
described by section 139,
by not more than five
persons
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“Controlled company” means a
controlled company as defined
under the Income Tax Act 1967
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Para. 34A - Acquisition and disposal of shares in real property
companies
1) An acquisition of shares in a real property company (hereinafter referred to
in this paragraph as "the relevant company”) shall be deemed to be an
acquisition of a chargeable assets, and where such shares are
disposed of, such a disposal shall be deemed to be a disposal of a
chargeable asset notwithstanding that at the time of disposal of such
shares the relevant company is not regarded as a real property company.
2) The chargeable asset in this paragraph shall be deemed to be acquired –
a) On the date the relevant company becomes a real property company;
or

b) On the date of acquisition of the chargeable asset.
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Para. 34A - Acquisition and disposal of shares in real property
companies [Cont’d]
“Real property company" means a controlled company which, as at 21
October 1988, owns real property or shares or both, the defined value of
which is not less than seventy-five per cent of the value of its total
tangible assets; or ……
“Defined value" means the market value of real property or the acquisition
price of shares as determined under subparagraph (3);
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Para. 34A - Acquisition and disposal of shares in real property
companies [Cont’d]
“Real property company" means a controlled company which, as at 21
October 1988, owns real property or shares or both, the defined value of
which is not less than seventy-five per cent of the value of its total
tangible assets; or ……
“Defined value" means the market value of real property or the acquisition
price of shares as determined under subparagraph (3);

By way of Sale & Purchase Agreement dated 8.9.2004, Bioford purchased
property for consideration of RM14.5m. After the purchase of the said
property the defined value of Bioford‘s real property exceeded 75%.
Therefore, applying the test contained in Paragraph 34A (6) Schedule 2
RPGTA 1976 the findings is that commencing from the date of said purchase
Bioford is categorised as “real property company” within the ambit of the
said Paragraph 34A (6).
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KPHDN v Continental Choice Sdn Bhd & Anor (2018) MSTC 30165
Kamaludin bin Md Said J:
“……

Based on Paragraph 34A (1) Schedule 2 RPGTA 1976 the Bioford shares
disposed by the Taxpayers were deemed to be chargeable assets and
subject to RPGT.
The test of whether Bioford is a “real property company” as stated in
Paragraph 34A Schedule 2 RPGTA 1976 must be given a strict
interpretation as the test is clear and unambiguous.
The intention of the Taxpayers in acquiring Bioford shares or the primary
business of Bioford has no bearing on the test as to whether Bioford is a
“real property company” within the ambit of Paragraph 34A Schedule 2
RPGTA 1976.
…….”
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KPHDN v Continental Choice Sdn Bhd & Anor (2018) MSTC 30165 [Cont’d]
The Revenue will adopt our strict interpretation:
no.1 I look at :
An acquisition of shares in a real property company (hereinafter
referred to in this paragraph as “the relevant company”) …..
…. and no.2
where such shares are disposed of, such a disposal shall be
deemed to be a disposal of a chargeable asset …..
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KPHDN v Continental Choice Sdn Bhd & Anor (2018) MSTC 30165 [Cont’d]
In Paragraph 34A the word “real property company” means —
…. a controlled company which,… , owns real property …., the defined
value of which is not less than seventy-five per cent of the value of its
total tangible assets

The taxpayer had stated clearly they have applied the 75% rule test AND
the findings is that commencing from the date of said purchase Bioford is
categorised as “real property company” within the ambit of the said
Paragraph 34A (6).
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Real Property Company (“RPC”) Status

CC Sdn Bhd & Anor v KPHDN (2017) MSTC 10-061

Description
Value of freehold land & development
expenditure
Other Tangible Assets
Total Tangible Assets (A+B)

•

𝑅𝑀19,152,556.00
𝑅𝑀19,232,017.00

RM

Ref.

19,152,556.00 (A)
79,461.00 (B)
19,232,017.00 (C)

𝑥 100% = 𝟗𝟗. 𝟓𝟖%

• More than 75%
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Case 2:
Submission by IRBM
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Para. 34A - Acquisition and disposal of shares in real property
companies
1) An acquisition of shares in a real property company (hereinafter referred to
in this paragraph as "the relevant company”) shall be deemed to be an
acquisition of a chargeable assets, and where such shares are
disposed of, such a disposal shall be deemed to be a disposal of a
chargeable asset notwithstanding that at the time of disposal of such
shares the relevant company is not regarded as a real property company.
2) The chargeable asset in this paragraph shall be deemed to be acquired –
a) On the date the relevant company becomes a real property company;
or

b) On the date of acquisition of the chargeable asset.
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The correct approach to be adopted by a court when interpreting a taxing statute is
that set out in the advice of the Privy Council delivered by Lord Donovan in Mangin v.
Inland Revenue Commissioner [1971] AC 739:
First, the words are to be given their ordinary meaning. They are not to be given
some other meaning simply because their object is to frustrate legitimate tax
avoidance devices.
Secondly, ‘... one has to look merely at what is clearly said. There is no room for
any intendment. There is no equity about a tax. There is no presumption so to a tax.
Nothing is to be read in, nothing is to be implied. One can only look fairly at the
language used.‘
Thirdly, the object of the construction of a statute being to ascertain the will of the
legislature, it may be presumed that neither injustice nor absurdity was intended, if
therefore a literal interpretation would produce such a result, and the language
admits of an interpretation which would avoid it, then such an interpretation may
be adopted.

Fourthly, the history of an enactment and the reasons which led to its being passed
may be used as an aid to its construction.
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Para. 34A - Acquisition and disposal of shares in real property
companies [Cont’d]
It is pertinent to note that nowhere in Paragraph 34A or anywhere in the
RPGTA 1976 does it state that the intention of the parties in its
acquisition of the shares in the company in question nor the
primary business of the company in question should be a relevant
consideration in determining whether the company in question is deemed a
“real property company”.

In addition, there is no provision stating that a company which its business
is property development should be excluded from the test and / or the
provisions of Schedule 34A.
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The test of whether Bioford is a RPC is clear and unambiguous :

Extract from SCIT at page 22:
"However, Sukma Pesona Sdn. Bhd. is not the Appellant in this case. The
business activities carried out by Sukma Pesona Sdn. Bhd. on the subject
land, the existence of the badges of trade, whether the land was held
as investment or as stock-in-trade and that it carried on a business or a
trade or an adventure in the nature of trade are all totally irrelevant to
the appeal before us. We are only concerned with whether or not
Sukma Pesona sdn. Bhd. is a “controlled company" and a "real
property company” within the meaning of paragraph 34 A (6)
Schedule 2 of the Act."
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In summary, Yang Arif

1. Clear words have been employed to impose tax under Paragraph 34A
Schedule 2 RPGTA 1976 as the Bioford shares disposed by the Taxpayers
were deemed to be chargeable assets and subject to RPGT.
The test of whether Bioford is a “real property company” as stated in
Paragraph 34A Schedule 2 RPGTA 1976 must be given a strict
interpretation as the test is clear and unambiguous.

2. Bioford’s business as a property developer is irrelevant.
The primary business of the Company in question nor the
intention of the taxpayer in acquiring the shares of the company
is not an issue and will not affect the status of Bioford as a RPC within
the ambit of para. 34A Sch. 2 of the RPGT Act
The court must conclude that the Bioford shares disposed by the Taxpayer
are deemed to be chargeable assets and subject to RPGT.
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Case 2 :
Submission by Taxpayer
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Case 2: Submission by Taxpayer

2

1

Why was
Para 34A
introduced?

Clause 24 of the
explanatory notes
to the Finance Bill
1988

Intended to ensure that
individuals do not use
companies to acquire
land and then
dispose of shares in
such companies
thereby avoiding
payment of RPGT

© 2018 Deloitte Tax Services Sdn Bhd

Key Issue
Whether
Bioford is a
RPC

When construing a
taxing statute
Sec 17A of the Interpretation Act
1948 and 1967 –
“a construction that would
promote the purpose or object
underlying the Act (whether that
purpose or object is expressly
stated in the Act or not) shall be
preferred to a construction that
would not promote that purpose
or object”

3

Let’s look at
Bioford’s case

intention to speculate in
the land using Bioford
Forced to dispose Bioford’s
shares due to disagreements
between shareholders
The Court Beholds

43

Decision & Key Reasoning
•

Para 34A, Sch 2 of the RPGT Act 1976 must
be given a strict interpretation (literal
approach)

•

Bioford became an RPC on acquisition of the
land in September 2004. Thereafter, in
October 2004 when taxpayers acquired
shares in Bioford, the share acquisition is
deemed an acquisition of “chargeable asset”.
The share disposal in August 2005 is thus a
disposal of chargeable asset subject to RPGT

•

Taxpayers’ intention and/or Bioford’s
business is not a relevant consideration
in deciding whether a company is a RPC

•

Purposive approach is only to be adopted in
a situation where the provision in the tax
statute does not provide plain and
unambiguous language.
HELD:
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“Nowhere in Para 34A or
anywhere in the RPGT Act
1976 does it state that the
intention……nor the
primary business of the
company in question should
be a relevant consideration in
determining whether the
company in question is
deemed a “RPC”. In addition,
there is no provision stating
that a company which its
business is property
development should be
excluded from the test
and/or the provisions of Para
34A”

Bioford was an RPC pursuant to Para 34A,
Sch 2 of the RPGT Act 1976
The Court Beholds
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