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1. INTRODUCTION

Base Erosion and Profit Shifting
(“BEPS”) arrangements involve tax
planning strategies that exploit
differences in tax rules in two or
more jurisdictions so that profits are
artificially shifted from high tax
jurisdictions to low-tax or tax-free
jurisdictions with little or no
economic activity in the latter. Such
BEPS arrangements among
multinational enterprises (“MNEs”)
have resulted in a major loss in
revenue by sovereign states. The
BEPS problem has prompted the
G20 Leaders and the Organisation
for Economic Cooperation and
Development (“OECD”) to embark
on the BEPS Project in 2013. More
than 1351 countries have signed the
OECD/G20 Inclusive Framework on
BEPS to indicate their willingness to
work together to stem tax avoidance
strategies among MNEs. The
OECD’s BEPS Project has
culminated in 15 BEPS Action
Plans. BEPS Action 15 relates to
Developing a Multilateral Instrument
to Modify Bilateral Tax Treaties. The
Multilateral Convention to
Implement Tax Treaty Related
Measures to Prevent Base Erosion
and Profit Shifting (“MLI”) was
issued by the OECD in Paris on 24
November 2016 and entered into
force on 1 July 20182. The aim of
this article is to provide a general
commentary on the MLI from the
Malaysian perspective.  

2. HOW DOES THE MLI
BECOME PART OF
MALAYSIAN TAX
LAWS?

Pursuant to the powers conferred
by Section 132(1) of the Income
Tax Act 1967, the Malaysian

Minister of Finance declared on 13
July 2020 that the statutory order,
Double Taxation Relief (Multilateral
Convention to Implement Tax
Treaty Related Measures to
Prevent Base Erosion and Profit
Shifting) Order 2020 (P.U. (A)
224/2020) be made. With the
gazette of the Order on 4 August
2020, the MLI becomes part of the
laws of Malaysia. The MLI allows
existing bilateral tax treaties to be
modified in a synchronised manner
to enable the tax treaty measures
recommended in the BEPS Action
Plan to be implemented without the
need for renegotiation of each of
the bilateral tax treaties. 

The MLI consists of a Preamble, 7
Parts and 39 Articles. Malaysia has
expressed reservations to opt out of
certain Articles or certain
paragraphs of the Articles of the
MLI. Malaysia has expressed
reservations for the following
Articles not to apply in their
entirety3:

• Article 4 – Dual Resident
Entities

• Article 5 – Application of
Methods for Elimination of
Double Taxation

• Article 8 – Dividend Transfer
Transactions

• Article 9 – Capital Gains from
Alienation of Shares or Interests
of Entities Deriving
Their Value Principally from
Immovable Property 

• Article 10 – Anti-abuse Rule for
Permanent Establishments
Situated in Third Jurisdictions

• Article 11 – Application of Tax
Agreement to Restrict a Party’s
Right to Tax its Own Residents 

• Article 14 – Splitting up of
Contracts.       

3. INTERPRETING THE
PROVISIONS IN THE
MLI

The MLI is a multilateral tax treaty
as the MLI is signed by multiple
parties. As at 22 July 2020, 94
Contracting Jurisdictions have
signed the MLI4. When interpreting
the provisions in the MLI, the
principles laid down in the Vienna
Convention on the Law of Treaties
1969 (“VCLT 1969”) for
interpretation of treaties are
applied. As such, the following
Articles of the VCLT 1969 are
relevant:

• Article 26 – Pacta sunt
servanda (treaty is binding on
the parties and must be
performed in good faith)

• Article 30(3) – Earlier treaty
applies to the extent that its
provisions are compatible with
the later treaty provided that the
contracting parties are the same

• Article 31 – General rule of
treaty interpretation

• Article 32 – Supplementary
means of interpretation

4. PREAMBLE TO THE
MLI

The Preamble to the tax treaty
describes the overall purpose of the
treaty. The MLI has amended the
Preamble to reflect the purpose of
the MLI which is to implement tax
treaty related measures in the
BEPS Action Plan, namely: 

• Action 2 – Neutralising the
effects of hybrid mismatch
arrangements

• Action 6 – Preventing the
granting of treaty benefits in
inappropriate circumstances
(i.e.,  treaty abuse)
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• Action 7 – Preventing the
artificial avoidance of
permanent establishment status

• Action 14 – Making dispute
resolution mechanisms more
effective

The Preamble has been modified
by the MLI to incorporate the
minimum standard under BEPS
Action 6 which is to prevent the
granting of treaty benefits in
inappropriate circumstances to
unscrupulous MNEs. BEPS Action
6 minimum standard is one of the
four BEPS minimum standards that
all Inclusive Framework members
have committed to implement.

To protect tax treaties from being
misused, an express statement
must be included in the Preamble
of the tax treaties to state clearly
that the common intention of tax
treaties is to eliminate double
taxation without creating
opportunities for non-taxation or
reduced taxation through tax
evasion or tax avoidance, including
through treaty shopping which is
aimed at obtaining treaty benefits
for the indirect benefit of residents
of third jurisdictions. 

The tax treaty must be interpreted
in good faith in accordance with the
ordinary meaning to be given to the
terms of the treaty in their context
and in light of the object and
purpose5 in the Preamble of the tax
treaty. This will ensure that the
purpose of BEPS Action 6 as
incorporated in the MLI to prevent
treaty abuse and to stop
inappropriate exploitation of treaty
benefits is achieved, and so that
the Contracting Parties of the MLI
will no longer lose huge amount of
tax revenues through aggressive
tax planning of MNEs. 

5. PART II – HYBRID
MISMATCHES

Hybrid mismatch arrangements
involve the exploitation of
differences in the tax treatment of
instrument, entities or transfers
between two or more countries
leading to double non-taxation or to
a tax deferral over the years which
will ultimately have the effect of
double non-taxation6. For example,
an instrument is treated as a debt in
one country but as equity in another
country; an entity could be resident
in two countries for tax purposes; or
an arrangement which is treated as
a transfer of ownership of asset in
one country but not treated as such
in another.

5.1 Article 3 – Transparent
Entities

Based on the Final Report on
BEPS Action 2 Neutralising the
Effects of Hybrid Mismatch
Arrangements, a new Article 3(1) of
the MLI requires bilateral treaties to
treat income earned by or through
transparent entities as income of a
resident of a Contracting
Jurisdiction, provided that the
domestic tax laws of the
Contracting Jurisdiction treats such
income from transparent entities or
arrangement as income of a
resident of that State. 

Currently, there is no such provision
in the Income Tax Act 1967. As
such, it is likely that a new section
could be inserted in the Income Tax
Act 1967 to allow Malaysia to treat
income derived by or through
transparent entities or arrangement
as income of a Malaysian tax
resident. Alternatively, Malaysia
could apply the general anti-
avoidance provision under Section

140 of the Income Tax Act 1967 to
disregard such transparent entities
or hybrid mismatch arrangement
and to treat the income derived by
or through the fiscally transparent
entity as income of a resident of
Malaysia to be subject to tax in
Malaysia. Where the transparent
entity is a foreign company, earns
substantial passive income and is
controlled by a Malaysian resident
company, wouldn’t the application
of Article 3(1) of the MLI appear to
be an adoption of the Controlled
Foreign Company rule in Malaysia?

In the event that an entity is a
resident of Malaysia for tax
purposes, as well as a resident of
the other Contracting Jurisdiction,
the entity may run the risk of being
subject to double taxation. Malaysia
as the State of residence maintains
its exclusive right to tax its resident
in respect of income which is
derived, or which is deemed to be
derived, from Malaysia. BEPS
Action 6 operates to confer on the
Contracting Jurisdictions the
discretion to deny or restrict treaty
benefit in the form of exemption,
credit or relief to the entity that has
suffered double taxation under the
applicable anti-abuse rules. 

6. PART III – TREATY
ABUSE

6.1 Article 6 – Purpose of a
Covered Tax Agreement

As discussed in Item 4 above, to
protect against abuse of tax treaties
pursuant to BEPS Action 6, the
Preamble text is modified by the
MLI to include the following points:

(a) To reflect the intention of the
treaty which is to eliminate
double taxation; and
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(b) Not to create opportunities for
non-taxation or reduced
taxation:

     • through tax evasion or tax
avoidance, or 

     • through treaty shopping
which is aimed at obtaining
treaty benefits for the
indirect benefit of residents
of third jurisdictions. 

Pursuant to Article 6(5) of the MLI,
Malaysia has notified the
Depository concerning the
Preamble language described in
Item 4 above. When all Contracting
Jurisdictions have made such a
notification, the existing preamble
language shall be replaced by the
text in Item 4 above. 

Malaysia has not opted for the
balance of the wording contained in
BEPS Action 6 Final Report 2015
which relates to the desire of the
Contracting Parties to further
develop their economic relationship
and to enhance their co-operation
in tax matters to be included in the
Preamble. 

6.2 Article 7 – Prevention of
Treaty Abuse

To prevent treaty abuse and to
consider whether treaty benefits
should be granted to a particular
transaction, Article 7(1) of the MLI
sets out the principal purpose test
(“PPT”) which is based on the
recommendation in the 2015 Final
Report of BEPS Action 6.  Pursuant
to Article 7(17)(a) of the MLI,
Malaysia has notified the Depository
that the PPT would apply.

The PPT states that a benefit shall
not be granted, if having regard to
all relevant facts and
circumstances, obtaining that

benefit was one of the principal
purposes of any arrangement or
transaction that resulted in that
benefit. However, the benefit will
not be denied if it is established that
granting that benefit in these
circumstances is in accordance
with the object and purpose of the
provisions of the tax treaty.  

The application of the PPT is a
question of fact since this test
requires us to consider all relevant
facts and circumstances. Secondly,
each and every one of the
purposes of the arrangement must
be examined in order to
differentiate between principal
purposes and secondary purposes.
However, the line segregating
principal purpose from secondary
purpose is blur. Then, from among
the principal purposes, the PPT
requires the identification of just
one of the principal purposes to be
obtaining treaty benefits that will
result in the treaty benefits to be
denied. It is the author’s opinion
that the PPT is stringent and
difficult to be satisfied.  

Furthermore, to test whether the
granting of the benefits is in
accordance with the object and
purpose of the tax treaty, there is a
need to apply the purposive
approach to treaty interpretation.
Article 31(1) of the VCLT 1969
requires treaties to be interpreted in
good faith within its context in light
of the object and purpose of the
treaty. In this instance, the purpose
of the MLI is to curb treaty abuse.
Therefore, it is very difficult to
establish that the granting of the
benefit of a particular arrangement
is in accordance with the object and
purpose of the tax treaty. This
makes the PPT almost impossible

to be satisfied. 

In the event of a dispute, upon a
request made by a resident of the
other Contracting Jurisdiction to the
competent authority of a
Contracting Jurisdiction, the
competent authority of the
Contracting Jurisdiction shall
consult the competent authority of
the other Contracting Jurisdiction
before rejecting the request for
treaty benefit.

The Simplified Limitation on
Benefits Provision does not apply to
Malaysia. 

7. PART IV –
AVOIDANCE OF
PERMANENT
ESTABLISHMENT
STATUS

7.1 Article 12 – Artificial
Avoidance of Permanent
Establishment (“PE”) Status
through Commissionaire
Arrangements and Similar
Strategies

Arising from the Final Report in
BEPS Action 7 with regard to the
PE status in Commissionaire
arrangements, Article 12 of the MLI
provides clarity to address the
artificial avoidance of PE status
through such arrangements. This
Article deals with the determination
of a PE arising from the services
performed by a Commissionaire on
behalf of the Principal. Where the
Commissionaire habitually
concludes contracts, or habitually
plays the principal (main) role that
leads to the conclusion of contracts
that are routinely concluded without
material modification, and these
contracts are:
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• in the name of the Principal; 
• for the transfer of the ownership

of property, or for the granting of
the right to use property owned
by the Principal or that the
Principal has the right to use; or

• for the provision of services by
the Principal,

the Principal shall be deemed to
have a PE in that Contracting
Jurisdiction in respect of any
activities which that
Commissionaire undertakes for the
Principal.

However, a PE shall not be deemed
to arise if:

• the activities exercised, if
exercised by the Principal
through a fixed place of
business in that Contracting
Jurisdiction, would not cause
that fixed place of business to
be deemed a PE; or 

• the Commissionaire carries on
business as an independent
agent for the Principal in the
ordinary course of that
business. 

A Commissionaire who acts
exclusively or almost exclusively on
behalf of one or more Principals to
which the Commissionaire is
closely related, shall not be treated
as an independent agent.

Malaysia has not made any
reservation in respect of Article 12
of the MLI as the wording in the
existing PE Article in the bilateral
tax treaties between Malaysia and
the other Contracting Jurisdictions
are similar to the wording in the
MLI. Instead, Malaysia has issued
notifications to the Depository.

7.2 Article 13 – Artificial
Avoidance of Permanent
Establishment Status through
the Specific Activity
Exemptions

The Final Report of BEPS Action 7
reveals that the exclusion of
deemed PE in respect of certain
specific activities has given rise to
BEPS concern. Article 13
addresses these concerns by
providing two Options on the
specific types of activities which will
not result in a deemed PE to arise.
Malaysia has opted for Option A
which states that a PE shall be
deemed not to include the following
specific activities: 

(a) maintenance of a stock of
goods or a fixed place of
business of a preparatory or
auxiliary character; 

(b) maintenance of a fixed place of
business solely for the purpose
of carrying on any activity not
described in (a) above;

(c) maintenance of a fixed place of
business solely for any
combination of activities
mentioned in (a) and (b) above.

provided that the above activities of
the fixed place of business are of a
preparatory or auxiliary character.

Article 13 introduces the anti-
fragmentation rule to address the
inappropriate non-PE conclusion for
certain specific activities. Based on
the anti-fragmentation rule, the list
of specific activities deemed not to
constitute a PE shall not apply to a
fixed place of business that is used
or maintained by an enterprise if
the enterprise or a closely related
enterprise carries on business
activities at the same place or at

another place in the same
Contracting Jurisdiction and: 

(a) that place or the other place
constitutes the PE; or

(b) the overall combined activities
carried on by the two
enterprises are not of a
preparatory or auxiliary
character provided that the
business activities constitute
complementary functions that
are part of a cohesive business
operation. 

7.3 Article 15 – Definition of a
Person Closely Related to an
Enterprise

For the purpose of Article 12 and
Article 13 of the MLI, a person is
closely related to an enterprise by
virtue of the control that one has
over the other or by the control by a
third person over both the person
and the enterprise by virtue of one
possessing, directly or indirectly
more than fifty percent of the
beneficial interest in the other.

8. CONCLUSION

Through the MLI, definitions of
unclear terms in tax treaties such
as agency PE have now been re-
defined with clearer meanings.
Rules and principles in international
tax laws are now given greater
attention and are being
standardised by the OECD.
Certainly, the international tax
landscape has become more
transparent. Treaty shopping has
become a thing of the past. 


