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GUIDELINES ON EARNING
STRIPPING RULES (“ESR”

Further to the Income Tax (Restriction on Deductibility of Interest] Rules 2019 covered in our Tax Alert dated 3
July 2019 to restrict the deduction of interest expense in connection with or on any financial assistance in a
controlled transaction, also known as “ESR”, the Inland Revenue Board of Malaysia (“IRBM”) has recently issued
Guidelines on Restriction on Deductibility of Interest to provide further guidance and clarification on the
application of the abovementioned Rules and Section 140C of the Act.

In determining the interest to be restricted under Section 140C, the Guidelines provide additional definition for
the following:-

“Interest” is the return or compensation for the use or retention by a person of a sum of money
belonging to or owed to another person.

“Interest expenses” includes:-
G] interest in all forms of debt; or
b) payments economically equivalent to interest.

which is deducted in ascertaining the adjusted income under the Act before any
restriction of interest under section 140C of the Act of a person from the business source
including any interest which is not a part of expenses in determining the business profit
or loss of that person.

“Interest expenses” excludes:-
(a) any interest expenses incurred in connection with the raising of finance (e.g.
guarantee fee); or
(b) any interest expenses incurred which is not allowable in ascertaining the adjusted
income under the Act before any restriction of interest under section 140C of the
Act of a person from the business source.

"Multinational enterprises | means a collection of enterprises related through ownership or control such that it is
(“MNE”) Group" required to prepare consolidated financial statements for financial reporting purposes
under the applicable accounting principles or would be so required if equity interest in
any of its enterprises were traded on a public securities exchange

“Payment economically includes:-
equivalent to interest”
a) profit or loss sharing concept used in Islamic financing; and
b) any discount or premium (capital gain/loss) on issuing or subscribing debt
instruments that will be amortised through the interest expenses in deciding
whether a payment is economically equivalent to interest, the focus should be on
its economic substance rather than its legal form.

“Specific third party means interest expenses from financial assistance which is deducted in ascertaining the
interest” adjusted income before any restriction on interest under section 140C of the Act of a
person from the business source.

Such interest is paid or payable to the third party outside Malaysia where the financial

assistance is guaranteed by its holding company or any other enterprises under the
same MNE Group (regardless of the tax residence country of the guarantor).

Negative Tax-EBITDA TAX -EBITDA will be considered as NIL for the calculation under the Guidelines.
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Earning Stripping Rules (“ESR”)

Scope of application

a) Person who is charge to tax under the Act (excludes specific categories of person listed in our previous Tax
Alert); and

b) a person having interest expenses from financial assistance which is deducted in ascertaining the adjusted

income before any restriction on the interest under section 140C of the Act of the person from each of the
business source which is paid or payable to:-

(i) its associated person outside Malaysia;

(i) its associated person outside Malaysia which operates through a permanent establishment in
Malaysia;

(iii) a third party outside Malaysia where the financial assistance is guaranteed by its holding company or

any other enterprises under the same MNE Group (regardless of the tax residence country of the
guarantor).

Our comments

* The Guidelines confirms that ESR shall only be applicable to cross border
financial assistance.

*  Where the tax-EBITDA is negative, the deductible interest expense of that person
from his business source shall be nil.

For further information on the Income Tax (Restriction on Deductibility of Interest) Rules 2019, kindly refer to our
Tax Alert - 3 July 2019 issue.

Please click on the link below to refer the full content of the guideline.

IRB’s quideline on ESR dated 5 July 2019
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http://lampiran1.hasil.gov.my/pdf/pdfam/RDIG_05072019.pdf
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