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Introduction

Malaysia exercises its sovereign right to impose income tax via
the Income Tax Act, 1967 (“the Act”). The basis of charge for
Malaysian income tax is generally based on the source
principle, i.e., income that is accrued in or derived from
Malaysia shall be chargeable to Malaysian income tax. This
principle is generally justified on the basis that the source of
the income is located within the territorial borders of Malaysia,
hence the right of Malaysia to impose income tax.

It is imperative to bear in mind that other countries also
reserve their right to impose income tax and the basis of
charge adopted may not necessarily be based on the source
principle, e.g., residence status, nationality, citizenship or
domicile of the taxpayer. As a result, taxpayers of those
countries may be taxed on their worldwide income, hence the
same income in the hands of the same person may be subject
to double taxation, e.g., Malaysian-sourced income that is
derived by a Chinese resident is taxed by Malaysia on the basis
it was derived from Malaysia, and again by China by virtue of
the taxpayer being a fiscal resident of China. Left unabated,
incidences of double taxation could impede cross-border
economic activities between both countries. As such, China
and Malaysia concluded the Double Taxation Avoidance
Agreement (“the DTA") for the purpose of eliminating or
alleviating incidences of double taxation. Broadly, the DTA
consists of 29 Articles, each covering subject matter such as
the scope of the DTA, types of income and taxes covered,
residence status, permanent establishment and methods to
eliminate double taxation.



Interaction between the Act and the DTA

Malaysian income tax is imposed by the Act. In the event a
Chinese resident ‘generates’ an income from Malaysia, it is
required to assess whether that income is taxable in Malaysia
in accordance with the provisions of the Act. Some of the
elements to be considered are:
¢ Whether the income in question falls within the categories
of income that are chargeable to Malaysian income tax; and
e Whether the income is derived from Malaysia.

Once it is determined that the income is taxable under the Act,
the Chinese resident should then assess whether the income in
question is derived from Malaysia in accordance with the DTA
provisions. If affirmative, Malaysian income tax is certain and
the Chinese resident should assess whether it qualifies for
treaty benefits such as preferential tax rates, exemptions and
tax credit.

Dividend, interest and royalties (Articles 10, 11 and 12 of the
DTA respectively)

Interest and royalties derived by a Chinese resident from
Malaysia should be liable to Malaysian income tax. The manner
of tax collection is via Malaysian withholding tax that is
deducted by the Malaysian payer and remitted to the
Malaysian Inland Revenue Board. The default withholding tax
rates provided for under the Act range from 10% to 15% of
gross amount paid to the Chinese resident. The withholding
tax treatments for dividend, interest and royalties derived by a
Chinese resident from Malaysia are summarised below:-

Tvpe of Income Withholding Tax Withholding Tax
yp Rate under the Act | Rate under the DTA
Dividend 0% 10% (Note 1)
10% or
0]
Interest 15% 0% (Note 2)
Royalties 10% 10%

If the Chinese resident does not have a permanent
establishment in Malaysia, the withholding tax serves as final
tax and the Chinese resident is not required to file an income
tax return. We shall discuss the concept of permanent
establishment and its impact on interest and royalties income
in the next publication.

Note 1: In certain instances, the DTA may state a rate higher
than the rate provided for under the Act. As the
purpose of the DTA is to eliminate or reduce
incidences of double taxation, Malaysia may not rely
on the DTA to impose taxes if the income in question
does not fall within the scope of the Act or is
exempted by the Act. Hence, where the domestic tax
law (i.e., the Act) does not levy tax on dividend, even
if the dividend tax rate is indicated as 10% under the
DTA, no tax needs to be paid on dividend.

Note 2: On 1 November 2016, Malaysia and China signed an
to the DTA. This Exchange of
Notes, which comes into force and takes effect on 1
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November 2016, lists out the institutions wholly
owned by the respective Governments under
Subparagraphs 5(a)(iv) and 5(b)(iii) of Article 11
(Interest) of the DTA that are eligible for tax
exemption under Paragraph 4 of Article 11 (Interest)
of the DTA. The institutions are:

In China

the China Development Bank Corporation;

the Agricultural Development Bank of China;

the Export-Import Bank of China;

the National Council for Social Security Fund;
the China Export & Credit Insurance Corporation;
the China Investment Corporation; and

the Silk Road Fund Co., Ltd.

In Malaysia

e Export-Import Bank of Malaysia (Export-Import
Bank Malaysia Berhad);

e National Trust Fund (Kumpulan Wang Amanah
Negara);

e Retirement Fund (Kumpulan Wang Persaraan);

e Agricultural Bank of Malaysia (Agro Bank Malaysia
Berhad);

e Small Medium Enterprise Bank of Malaysia (SME
Bank Malaysia Berhad);

e Malaysia Development Bank (Bank Pembangunan
Malaysia Berhad); and

e Khazanah Nasional Berhad.

With the aforesaid exemption, tax inefficiency arising
from certain cross-border financing could be
eliminated. For instance, a Malaysian subsidiary of a
Chinese company that borrows from any Chinese
institutions listed above is not required to withhold
10% tax on interest payable to the lenders. Such a
welcome move is expected to greatly facilitate cross-
border trades and investments between the two
countries for mutual benefits.

Income from immovable property (Article 6 of the DTA)

In Malaysia, the term ‘immovable property’ is defined by
Section 3 of the Interpretation Acts 1948 and 1967 as land
(and anything attached or permanently fastened to the earth
such as a building) and any interest in, right over or benefit
arising or to arise out of land. Such income (e.g., rental) that
is derived by a Chinese resident from Malaysia should be
subject to Malaysian income tax, but as a distinction, the Act
does not levy withholding tax. Instead, the Chinese resident is
required to file an income tax return and account for tax
accordingly.

Independent personal services (Article 14 of the DTA)

This deals with non-employment remuneration. Income
derived by a Chinese resident individual in respect of
professional services or other activities of an independent
character is taxable in China and Malaysia. Malaysia may only
impose income tax on the said income if:



= The Chinese resident individual was physically present in
Malaysia for a period or periods amounting to 183 days or
more in a calendar year; or

= The remuneration for his services in Malaysia is either
derived from Malaysian residents or borne by a permanent
establishment located in Malaysia and the remuneration
exceeds USD4,000 equivalent in Malaysian Ringgit or
Chinese Renminbi in a calendar year. This applies although
the Chinese resident individual was not physically present
in Malaysia for a period or periods amounting to 183 days
in a calendar year.

In such instance, Malaysian withholding tax at the rate of 10%
may be applicable and the Chinese resident individual may be
required to file an income tax return.

Dependent personal services (Article 15 of the DTA)

This deals with employment remuneration. Salaries, wages
and other similar remuneration derived by a Chinese resident
individual is taxable in China. In the event the employment is
exercised in Malaysia, the remuneration derived therefrom
may also be taxed in Malaysia.

Notwithstanding, Malaysia does not have the taxing right if:

e The Chinese resident individual is physically present in
Malaysia for a period or periods amounting to 183 days or
less in a calendar year; and

e The remuneration is paid by, or on behalf of, an employer
who is not a resident of Malaysia; and

e The remuneration is not borne by a permanent
establishment which the employer has in Malaysia.

Malaysian withholding tax should not be applicable and the
Chinese resident individual may be required to file an income
tax return.

Directors’ fee (Article 16 of the DTA)

Director’s fees and similar payments derived by a Chinese
resident individual in his capacity as a director of a company
which is a resident of Malaysia may be taxed in Malaysia.

Malaysian withholding tax at the rate of 10% may be
applicable and the Chinese resident individual may be required
to file an income tax return.

Conclusion

In the event the DTA does not allocate exclusive taxing rights
to either Malaysia or China, the Chinese resident may suffer
Malaysian and Chinese taxes on income derived from Malaysia.
Provided all the conditions are fulfilled, the Malaysian tax
suffered by the Chinese resident may be credited against the
Chinese tax imposed on the same income - thereby
eliminating double taxation.

Prior to claiming treaty benefits, the Chinese resident is
required to assess whether it fulfils the conditions imposed
under the DTA as well as the practice of the relevant authority.
In the event such benefits were not claimed or erroneously



claimed, it will result in increased cost and cash flow
implications to the Chinese and/or Malaysian resident.

You can access the full text of the DTA via the following link

We shall examine the concept of permanent establishment and
the effect of the DTA on business profit and technical fee
income in our next publication.
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