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Key Message 

“With effect from 1 January 2022, the foreign source income 
tax exemption enjoyed by many taxpayers will cease to 
apply.” 

 

Taxation of Foreign Source Income 
In the 2022 Budget, the Minister of Finance 
has proposed that foreign source income is to 
be subject to tax on a Malaysian resident 
where it is received in Malaysia with effect 
from 1 January 2022. While this is a technical 
proposal, requiring a specific amendment to 
the Income Tax Act, 1967 it will affect a 
number of taxpayers and is therefore likely to 
provide the Government with additional 
revenue. 

Under existing law, many Malaysian taxpayers 
benefit from a tax exemption granted for 

foreign source income. Put simply, taxpayers do not pay tax on income received in Malaysia 
which is sourced from outside Malaysia. It should, however, be noted that this exemption does 
not apply to banks, insurance companies, shipping companies or airlines. The tax savings 
available to Malaysian taxpayers through the foreign source income exemption, and the 
corresponding opportunity cost to the Ministry of Finance can be considerable. 

In analysing income, there can be questions as to where the source of income is. In the case of 
active income, for instance professional services, one would typically start by looking at where 
the services are performed. For rental income, regard would be had to the country in which the 
income generating property is located. While for dividends, the tax residence of the payer 
company is usually determinative.  
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However, in the case of interest and royalties, which may be regarded as passive income, the 
location of the source may be more nebulous. In determining the source of interest, Malaysian 
and overseas courts have directed that attention be given to where the money is lent. This has 
the effect that where a Malaysian company lends to a related company tax resident outside 
Malaysia, the source of interest income is typically viewed also to be outside Malaysia. 
Consequently, for Malaysian tax purposes the interest income received by the Malaysian 
company is viewed to be foreign source and therefore tax exempt. A similar position can be 
taken in respect of royalty income. In some cases, this may result in what has been termed 
“double non-taxation”. That is the payer obtains a tax deduction for the interest or royalty 
expense while the Malaysian recipient is exempted from tax. 
 
In recent years, “double non-taxation” has been viewed as a cause for concern. This was 
initially identified as an issue under the Organisation for Economic Co-operation and 
Development’s Base Erosion and Profit Shifting initiative. More recently as a result of foreign 
source interest being exempt from tax, Malaysia has found itself on an European Union ‘grey 
list’ of countries. No doubt the 2022 Budget proposal will go a long way to addressing the EU’s 
concerns. 
  
Affected taxpayers, which would appear to include individuals as well as corporates, will need 
to consider a number of issues arising from this proposal including: 

 
 The impact on their tax position particularly with regard to the payment of tax instalments as 

well as the extent to which a credit can be claimed for foreign taxes suffered. 
 

 Where taxpayers have borrowings that have been used directly or indirectly to fund 
overseas investments, the ability to effectively offset the interest expense on those 
borrowings against income from the overseas investments, should be investigated.  
 

 With affected foreign source income due to be taxable under this proposal, transfer pricing 
documentation to prove that amounts are arm’s length, will be increasingly important. 

 
 The precise wording of the proposal to bring foreign source income within the charge to tax, 

will need to be reviewed when the Finance Bill is released. There may be transitional 
provisions which could, for instance, cover the treatment of accrued interest, dividends and 
royalties as well as clarifying when income will be viewed to be “received” in Malaysia. 

 
 A number of Malaysia’s Double Taxation Agreements (“DTAs”) provide that interest and 

royalties shall be deemed to arise in the overseas country where the payer is tax resident. 
The clarification of how DTAs will interact with the proposed change to the domestic law, 
will be an important step. 

Should you have any questions or require further clarification, please do not hesitate to email or 
contact any of our Executive Directors, Directors, Associate Directors or Managers whom you 
are accustomed to dealing with or who are responsible for the tax affairs of your organisation.  
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