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Earnings Stripping Rules
(“ESR”)

The implementation of ESR which limits
interest deduction for financial assistance
between related persons was first announced
during Budget 2018. Its implementation was
confirmed when a new Section 140C was
inserted into the Income Tax Act 1967 (“Act”)
via the Finance Act 2018. Although
Section 140C was supposed to take effect from
1 January 2019, its implementation requires
further Rules to be prescribed by the Minister of
Finance.

The prescribed Rules, i.e. the Income Tax
(Restriction on Deductibility of Interest) Rules
2019 (“ESR Rules”) have been gazetted on
28 June 2019.

Key features

Key features of ESR based on Section 140C and the ESR Rules are as follows:

Commencement
date

Basis period for a year of assessment (YA) beginning on or after
1 July 2019.

Scope Interest expense in connection with or on any financial assistance in a controlled
transaction granted directly or indirectly to the person.

De minimis rule ESR is not applicable where the interest expense is not more than RM500,000
in a basis period for a YA.

Maximum amount of
interest deduction

20% of Tax-EBITDA.

Carry forward rules Interest expense which is restricted in a YA can be carried forward and
deducted against adjusted income from the business for subsequent YA(s).

The eligibility to carry forward is not subject to any time-limited rule such as the
7-year limit that is currently placed on unabsorbed business losses. However, it
is subject to satisfying the substantial shareholders continuity test.
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Interest expense (i) Interest on all forms of debt; or
(ii) Payments economically equivalent to interest (excluding expenses in connection

with the raising of finance).

Financial
assistance

Includes loan, interest bearing trade credit, advance, debt or the provision of security
or guarantee.

Controlled
transaction

Financial assistance between “related persons”; i.e. between:

• Persons one of whom has control over the other; or
• Persons both of whom are controlled by a third person.

Tax-EBITDA Tax-EBITDA
=

Adjusted income from business
+

Special deductions given under specific rules or provisions, i.e. deductions equivalent
to 200% of amount incurred and deduction under rules made under Section 154(1)(b)

of the Act in ascertaining adjusted income
+

Total interest expense incurred for the business which is in connection with or on
financial assistance from controlled transactions

The Inland Revenue Board has
previously shared that the scope of
ESR shall be limited to cross-border
financial assistance. In other
words, financial assistance from
domestic related persons are
excluded from the scope of ESR.

However, the ESR Rules are
currently silent on the availability of
this important exclusion.
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Persons specifically excluded from the ESR Rules

The ESR Rules shall not apply to the following persons:

1. An individual

2. A property developer as defined under the Income Tax (Property Developer) Regulations 2007

3. A construction contractor as defined under the Income Tax (Construction Contracts) Regulations 2007

4. A person who has been granted exemption under Section 127(3)(b) or Section 127(3A) of the Act in respect
of the adjusted income of the person

5. The following licensed financial institutions:

• Bank, investment bank, insurer and professional reinsurer

• Islamic bank, takaful operator and professional retakaful operator

• Labuan bank and Labuan investment bank

• Labuan Islamic bank and Labuan Islamic investment bank

• Labuan insurer and reinsurer including a Labuan captive insurance business

• Labuan takaful operator and retakaful operator including a Labuan captive takaful business

• Development financial institution
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Illustration 1: Computation of interest disallowed under ESR

Scenario

• SubCo incurs total interest expense of RM700,000 during the basis period from 1 July 2019 to
30 June 2020 for YA 2020. The interest expense arises from a loan obtained from its holding company
(“HoldCo”).

• Interest expense that is deductible against SubCo’s business income before ESR is RM600,000. The
balance of the interest expense of RM100,000 is attributable to and deductible against its non-business
income.

• SubCo’s adjusted income from its business for YA 2020 is RM1.5 million.

• SubCo incurs expenses of RM200,000 in respect of sponsorship of scholarship which qualifies for a double
deduction.

Computation of interest expense restricted by ESR
YA 2020

(RM)

Adjusted income from business 1,500,000

Add

• Double deduction (RM200,000 x 200%) 400,000

• Interest expense from HoldCo that is deductible against income from business 600,000

Tax-EBITDA 2,500,000 (A)

Maximum amount of interest deduction (20% x A) 500,000 (B)

Interest expense deductible against business income before ESR 600,000 (C)

Interest expense restricted by ESR which can be carried forward to YA 2021 (C - B) 100,000
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Carry forward rules

Interest expense of a company which is restricted by ESR (“unabsorbed
interest expense”) qualifies to be carried forward and deducted against income
from subsequent YA(s).

To qualify, a company must ensure that its ordinary shareholders for the
subsequent YA remains substantially the same at these two dates:

• the first day; and

• the last day,

of the basis period for the subsequent YA (the “substantial ordinary
shareholding continuity test”).

If the ordinary shareholders at these two dates do not remain substantially the
same, the unabsorbed interest expense is to be permanently disregarded.

The ordinary shareholders are considered to remain substantially the same on
the above two dates if:

• More than 50% of the paid-up capital in respect of ordinary shares of the
company are held by or on behalf of the same persons; and

• More than 50% of the value of the allotted shares in respect of ordinary
shares of the company are held by or on behalf of the same persons.

Illustration 2:
Substantial ordinary shareholding continuity test

Following from Illustration 1, SubCo’s eligibility to carry forward the unabsorbed
interest expense from YA 2020 is illustrated as follows:

Scenario A Scenario B

On 1 July 2020 51% paid up capital and
value of allotted ordinary
shares are held by Mr A.

51% paid up capital and
value of allotted ordinary
shares are held by Mr A.

On 30 June 2021 51% paid up capital and
value of allotted ordinary
shares are held by Mr A.

49% paid up capital and
value of allotted ordinary
shares are held by Mr A.

Ordinary
shareholding
remains
substantially the
same?

Yes. Mr A continues to
hold more than 50%.

No. Mr A no longer holds
more than 50%.

Can SubCo carry
forward
unabsorbed
interest expense
to YA 2021 and
subsequent YAs?

Yes. No.

The unabsorbed interest
expense of RM100,000 is
permanently disregarded.
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Illustration 3 – Utilisation of unabsorbed interest expense

Scenario

• Continuing from Illustrations 1 and 2 and assuming SubCo meets the substantial ordinary shareholding
continuity requirement on 1 July 2020 and 30 June 2021.

• SubCo’s Tax-EBITDA for YA 2021 is RM3.25 million.

• SubCo’s interest expense arising from the loan from HoldCo that is deductible against business income
before ESR for YA 2021 is RM700,000.

Treatment of unabsorbed interest expense carried forward to YA 2021

YA 2021

(RM) (RM)

Tax-EBITDA 3,250,000 (A)

Maximum amount of interest deduction (20% x A) 650,000 (B)

Interest expense deductible against business income before ESR

- Unabsorbed interest expense brought forward from YA 2020 100,000

- Current year interest expense 700,000

- Amount available for absorption 800,000 (C)

Total interest expense restricted by ESR which can be carried forward to YA 2022, 150,000

subject to the substantial ordinary shareholding continuity test (C - B)
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With the ESR Rules coming into
effect on 1 July 2019, taxpayers
should review all their financing
arrangements to ascertain the
scope of arrangements falling under
the ESR Rules, evaluate the
efficiency of the arrangements and
determine the tax impact.

Observations

We understand that a guideline on ESR will be issued by the Inland Revenue Board to further explain the
ESR Rules. Pending the issuance of the guideline and further clarification from the Ministry of Finance and/or
Inland Revenue Board, the following are issues that remain outstanding at this point in time:

• Application to domestic financial assistance
Contrary to the understanding given previously by the Inland Revenue Board at some public forums that the
ESR will only apply to cross-border related party financial assistance, the gazetted ESR Rules do not seem
to exclude domestic related party financing arrangements.

• Exclusion of persons granted exemption under Sections 127(3)(b) and 127(3A) of the Act
We note that this exclusion applies to exemptions in respect of adjusted income of the person. This is very
narrow as most exemptions under the above sections are granted at the statutory income instead of
adjusted income level. This raises a question on whether this is indeed the intention of the Government?

• Scope of interest
The inclusion of “payments economically equivalent to interest” as interest requires further guidance from
the authorities for better clarity and improved compliance.

• Financial assistance
This is extended to cover “provision of security or guarantee”. Further explanation from the authorities is
required on whether this is meant to limit the deduction of interest expense on third party loans which are
guaranteed by a related party.

• Grandfathering rules
The ESR Rules do not provide any grandfathering rules. Therefore, the deductibility of interest expense
(which is scoped under the ESR Rules) incurred by persons with a basis period which begins on or after
1 July 2019 will be subject to the ESR Rules irrespective of whether the underlying financial assistance was
obtained prior to 1 July 2019.
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