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PROTECTING THE TAX BASE OF DEVELOPING COUNTRIES:
THE TAXATION OF INCOME FROM SERVICES

INTRODUCTION

With the support of the G-20 nations, in 2011 the OECD launched an ambitious
project to deal with base erosion and profit shifting (“BEPS”) by multinational
enterprises.” In October 2012, the OECD issued a BEPS action plan, which involves 15
actions to be taken to prevent to prevent base erosion and profit shifting.? These actions
range from the completion of ongoing work by the OECD dealing with hybrid mismatch
arrangements and transfer pricing to an examination of the effects of the digital economy
on base erosion and profit shifting and the possibility of a multilateral treaty as a means
of implementing tax treaty measures intended to prevent base erosion and profit shifting.
The OECD’s BEPS project has a tight timeframe with many of the actions to be
completed by September, 2014, others by September, 2015 and the balance by the end of
2015.

The OECD has been careful to involve developing countries in the BEPS initiative
and, not surprisingly, the developing countries have indicated their enthusiastic support.
Obviously, the tax bases of developing countries are equally, if not more, susceptible to
base erosion and profit shifting as the tax bases of developed countries. Moreover, many
developing countries have less capacity in terms of administrative resources and expertise

to deal with base erosion by multinational enterprises than developed countries.

! OECD, Addressing Base Erosion and Profiting Shiftiigaris: OECD, 2011)
available at www. oecd.org/ctp.

2 OECD, BEPS Action Plan



Although base erosion and profit shifting are equally important for both developed
and developing countries, they affect developed and developing countries in different
ways. The OECD BEPS action plan does not identify the provision of services as a means
of eroding the tax base of countries that requires action. Some of the BEPS action points,
such as the digital economy and the avoidance of permanent establishment status
artificially, may touch on the provision of services. In contrast, developing countries have
become increasingly concerned about the erosion of their domestic tax bases by
multinational enterprises through payments by residents for management, consulting and
technical services provided by related nonresident companies. The United Nations
Committee of Experts has been considering the taxation of services for several years and
in 2013 endorsed the addition of a new article to the UN Model dealing with fees for
technical services. Therefore, because of the importance of services for developing
countries, this paper examines the taxation of income from services in the context of the

BEPS initiative from the perspective of developing countries.

As noted above, it is relatively easy for multinational enterprises to reduce the tax
payable to a source country in respect of a group company resident and doing business in
that country through payments for services rendered to that company by other
nonresident group companies. The payments will generally be deductible in computing
the income of the company resident in the source country but may not be taxable by the
source country in the hands of the nonresident service provider. For example, even if
payments for services performed by the nonresident company are taxable under the
domestic tax law of the source country, an applicable tax treaty along the lines of the UN
Model would prevent the source country from taxing such payments unless the
nonresident has a PE or fixed base in the source country. The same type of base erosion
may occur with respect to developed countries; however, if the flow of services is
relatively equal between the two countries, the erosion of the tax base of the source
country may not be a serious concern because that country’s tax revenues are increased in

its capacity as the country of residence.

The paper begins with a brief discussion offrom n the s



discussion emphasizes that protecting the tax base of developing countries involves both
the provisions of domestic law and tax treaties. The paper then provides an overview of
the provisions of the UN Model dealing with income from services. This overview is
intended to provide the necessary background to determine which provisions of the UN
Model may be problematic in terms of base erosion. These overviews of the provisions of
the UN Model and domestic law dealing with income from services are followed by a
detailed discussion of the opportunities for base erosion through the performance of
services by nonresidents and the possible responses to prevent such base erosion. This
discussion is organized on the basis of various types of services including the treatment
of fees for technical services. The paper does not deal with digital services which are the
subject of a separate paper by Jinyan Li. The potential responses of developing countries
to the problem of base erosion include changes to tax treaties and domestic law and some
type of coordinated international action. The paper does not make any recommendations
for action by developing countries to protect their tax bases against base erosion; it
simply identifies possible actions and provides some brief comments on their advantages

and disadvantages. The paper ends with a brief conclusion.

DOMESTIC LAW WITH RESPECT TO THE TAXATION OF INCOME FROM



Income derived by residents of developing countries from services performed outside
their country of residence or services performed for nonresidents (i.e. foreign source
income) is dealt with only briefly here because such services do not provide opportunities
for base erosion and profit shifting for most developing countries as serious as those
provided by inbound services.* For countries that tax on a territorial basis, income
derived from services performed outside the country is not taxable. Thus, in these
countries there is a structural incentive for residents to earn foreign source income in low
tax countries. The significance of this incentive depends on the extent to which residents
of a territorial country earn foreign source income from services and on the extent to
which the services are geographically mobile. Countries that tax on a territorial basis can
eliminate some of these problems by moving to a worldwide system or by extending the
concept of domestic source income to include at least some services rendered outside the

country.

For countries that tax on a worldwide basis (i.e. residents are taxable on both their
domestic and foreign source income), income derived by residents from services
performed abroad is ordinarily taxed like any other business income on a net basis at the
generally applicable rate. The residence country ordinarily allows a credit against
residence country tax payable for any tax paid to the foreign country in which the
services are performed in order to eliminate double taxation. Thus, under a worldwide
system income from foreign services is taxable at the higher of the tax rate in the country

of residence or the tax rate in the source country (the country in



the income earned by the CFC is sourced in that country.” Many developed countries
(and some developing countries)® have rules, referred to as controlled foreign corporation
(CFC) rules, to limit the use of CFCs to defer or avoid residence country tax.” Some
countries apply their CFC rules to income from services provided to residents of the
country in which the controlling shareholders of the CFC are resident, to related parties
or to persons outside the country in which the CFC is resident.® The use of CFCs to avoid
or defer residence country tax especially with respect to passive investment-type income
but also with respect to certain types of business income, including income from services,
is relatively easy and inexpensive. Developing countries need to consider carefully
whether it is appropriate or necessary for them to adopt CFC rules and whether such rules

should apply to income from services.

A Framework of Analysis

The taxation of business profits, including income from services derived by
nonresidents under a country’s domestic laws and under tax treaties, can be usefully

examined in terms of the following framework of analysis involving six stages.’

If a treaty applies with terms similar to those of the UN Model, the CFC would be
subject to tax in that country only if the income was attributable to a permanent
establishment in that country or if the CFC performed services in that country for
more than 183 days in



1)

2)

3)

4)

There must be some connection or nexus between the nonresident’s service
activities or income and a country before the country can tax a nonresident.*® This
initial question of jurisdiction to tax or nexus is a question of domestic law and is
probably determined primarily on the basis of the practical ability of a country to
enforce any taxes imposed on nonresidents as much as some theoretical

justification for taxing nonresidents.

For many countries, the type of services involved must be determined because
different rules apply to different types of services. For this purpose, the major
types of services are employment, professional services, technical services,
international transportation services, entertainment, insurance, construction and

other business services.

A country must decide whether it wants to tax any and all income from services
performed by nonresidents in the country or whether it will tax such income only
if the nonresident’s activities in or with the country meet or exceed a minimum
threshold. The most common threshold requirement is a permanent establishment
(PE) or fixed base. Some developing countries use the PE concept, not as a
threshold requirement, but to determine whether a nonresident is taxable on a net

or gross basis.

Once it has been established that any minimum threshold for taxation has been
met or that no threshold is appropriate, rules are necessary to determine what
income from services derived by a nonresident is attributable to and taxable by
the source country.* These rules (often referred to as geographical source rules)
are necessary for both revenue and expenses. They allocate the income between

the residence and source countries.

10 Any type of connection would appear to be sufficient for this purpose: services
performed in the country, services rendered to residents of the country, or services
utilized or consumed in the country. See generally the sources listed in note 4, supra.

See Brian J. Arnold and Jacques Sasseville, “Source Rules for Taxing Business
Profits under Tax Treaties” in The Taxation of Business Profits Under Tax Treaties,
supra note 9.
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5) The next stage involves the rules that apply for the purpose of computing the
income from services derived by a nonresident from a country that is subject to
tax by that country. These rules are the detailed computational rules for
determining the nonresident’s net income. Generally, these rules will be the same
for resident and nonresident taxpayers, although some special rules may be
appropriate to reflect the different circumstances of residents and nonresidents.*?
These computational rules are different from, but closely related to, source rules.™
Tax treaties generally rely on domestic law to provide the detailed computational
rules, subject only to broad principles of nondiscrimination, separate accounting,

and the arm’s length standard.™*

6) Finally, a country must have rules to determine the tax payable and to collect the
tax.”®> These rules may be different for residents and nonresidents to reflect the
greater difficulty in collecting tax from nonresidents.

12
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For example, nonresidents are typically not entitled to the personal deductions or
credits available to residents. Also, as discussed below, several developing countries
have rules that prescribe the amount of a nonresident’s income (so-called presumptive
taxation).

The computational rules deal with what amounts are included in income, what
amounts are deductible in computing income, and the timing of such inclusions and
deductions. In general, these types of provisions apply irrespective of the geographic
source of the income or expenses. For example, the deduction of entertainment
expenses may be prohibited even if they are incurred inside the country. Source rules,
on the other hand, are used to determine the revenue and expenses to be taken into
account in calculating the income from a particular country. For example, payments
for services might be considered to be derived from a country if the services are
performed in the country; and interest expense might be considered to be sourced to a
country if the borrowed funds are used in that country.

The only detailed rules for the computation of the income of a PE in the UN Model
Convention are Articles 7(3) and 7(5). Article 7(3) requires a source country to allow

deductions for expenses incurred for the purposes of a PE wherever the expensesare F 8 0






about the source of income from services and the basis of taxation are embedded in the

decisions about what types of services are subject to withholding tax.

An Overview of the Domestic Laws of Deeloping Countries with Respect to the
Taxation of Income from Servies Derived by Nonresidents

In this section of the paper, the domestic laws of developing countries with respect to
the taxation of income from services by nonresidents are examined in terms of the
framework of analysis described in the preceding section. The discussion does not focus
on the treatment of income from services in any particular country or countries, although

occasional references to the rules in particular countries are made by way of example.

First, the jurisdictional basis for taxing nonresidents on income from services is
simply a manifestation of a particular country’s domestic tax rules. Although there are no
effective limitations on domestic taxation of nonresidents under international law, there
are practical constraints on the ability of a country to enforce taxes imposed on

nonresidents in the absence of some connection with the country.

Second, in several countries the rules vary depending on the type of services
involved. Some countries treat income from services derived by nonresidents in the same
way as other business income derived by nonresidents, although even these countries
often have special rules for certain types of specialized services such as international
shipping and transportation, insurance, construction, and entertainment. Surprisingly,
even for countries that treat income from services differently from other business income,

few of them have any statutory definition of serviceso 8 ( ) Tj / TT 12D [(ncen s
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have judicial or administrative pronouncements concerning the meaning of services. In
general, the meaning is quite broad and includes a wide range of activities performed by

one person for the benefit of another person in consideration for a fee.™®

Where countries have special rules for particular types of services, there are often
definitions for those types of services. For example, several countries treat income from
professional and other independent services differently from other services. Article 14(2)
of the UN Model provides a definition of professional services to include “independent
scientific, literary, artistic, educational or teaching activities as well as the independent

activities of physicians, lawyers, engineers, architects, dentists and accountants.”

Under the domestic laws and tax treaties of some countries, it is often necessary to
distinguish between payments for services and other types of payments such as royalties,

payments for leasing of industrial, commercial or scientific equipment and payments for
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without any minimum threshold requirement except as provided pursuant to an applicable

tax treaty.”*

There is considerable variation in the rules used by developing countries to determine
the geographical source of income from services. Some countries have detailed statutory
rules, while other countries have only judicial or administrative rules that are vague and
uncertain. All counties treat income from services that are physically performed in the
country as domestic source income. However, several counties also subject income from
services derived by a nonresident to domestic tax even if the services are performed

outside the country, in the following circumstances:

» the services are performed in connection with or through a PE in the country;
« the services are used or consumed in the country;? and
» payments for services are deductible by residents of that country or by

nonresidents with a PE in the country.?

These rules under which income from services performed outside the country is subject
to domestic tax often apply only to certain services such as professional services,
remuneration of directors and top-level officials of resident corporations and technical
services. In addition, special source rules apply to international transportation services
and insurance. Income from international transportation services and insurance premiums
are generally subject to domestic tax if cargo or passengers are taken on board in the

country or if the insured risk is located in the country respectively.

% gee, for example, Sri Lanka, IFA, Enterprise Services 2012, at 647; South Africa,

IFA, Enterprise Services 2012, at 595; and Brazil, at 156-57.

Colombia, India, Peru, Ukraine, Uruguay, and Venezuela. In Peru, income from
technical assistance and digital services are sourced in Peru if they are “economically
utilized” in Peru, and such services are economically utilized in Peru if the recipient
of the services deducts the payment for the services in computing its income subject
to Peruvian tax.

Brazil, Chile, Colombia, Czech Republic, India, and Peru.

25
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Peru has a special deeming rule that applies to apportion the gross income derived by
a nonresident between Peruvian and foreign sources where services are performed partly
inside and partly outside Peru.?’” For example, 1 percent of gross income from
transportation activities beginning or ending in Peru is deemed to be derived from Peru

and is subject to a 30 percent withholding tax.

With respect to the rules for the computation of income from services derived by
nonresidents that is subject to tax by source countries, the critical issue is whether the
source country tax is imposed on a gross or net basis. If the tax is imposed by way of a
final withholding tax on the gross payments to nonresidents, no computational rules are
necessary. The withholding tax is generally imposed at the time the amount is paid (or
shortly thereafter) on the full amount paid without the deduction of any expenses incurred
in earning the income. If the tax is imposed on the net income earned by nonresidents,
generally the same computational rules (amounts deductible, timing, etc.) apply that
apply to business income earned by residents of that country. However, several South
American countries as well as India impose tax on a presumptive amount of income
derived by nonresidents.”® The presumed amount is a percentage of the amount of gross
payment to the nonresident. The justification for this presumptive tax base is to provide
some standard relief for the expenses that might typically be incurred by nonresidents in
providing the services. The presumptive tax base eliminates the need for taxpayers to
keep track of their actual expenses and for the tax authorities to verify those expenses.

The same result can be achieved — although not as transparently — by reducing the rate of

2T peru, IFA Enterprise Services 2012, at 548.

8 Argentina and Uruguay are the countries that use this presumptive income approach.
See Argentina, IFA, Enterprise Services 2012, at and Uruguay, IFA, Enterprise
Services 2012, at 739. The approach is also used in several other countries (Peru,
Venezuela and India) although it is applied to a narrower range of payments for
services. For example, in India nonresidents providing construction, air
transportation, shipping, prospecting or extraction of oil services are taxable on 10, 5,
7.5, and 10 percent of the amounts receivable for such services.
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The rates of final withholding taxes on income from services vary considerably from
country to country depending on the type of services. Rates are generally low (5-10
percent) on payments for international transportation but can be as high as 35 percent in
some South American countries. The most common rate appears to be 15 percent.*? As
noted above, in some countries a relatively high rate of withholding tax is applied to a
percentage of the relevant payment for services. For example, in Venezuela only one-half
of the gross amount of payments for technical services is subject to tax at the rate of 34
percent resulting in an effective tax rate of 17 percent.®® Argentina uses this presumptive
approach for most types of income subject to the nominal rate of withholding tax of 35
percent. Since varying percentages of income are subject to tax, the effective tax rates

range from 12.5 percent to 31.5 percent.*

India applies a general withholding tax rate of 10 percent although the rate increases
to 20 percent if the nonresident service provider does not have a taxpayer identification
number. Brazil and Venezuela apply an increased rate of withholding tax on payments for

services made to residents of listed low-tax jurisdictions.

AN OVERVIEW OF THE PROVISIONS OF THE UN MODEL DEALING WITH
INCOME FROM SERVICES

Introduction

This section of the paper contains a brief description of all of the provisions of the

UN Model that deal with income from services.*® The purpose of this overview is to

%2 See the Czech Republic, South Africa, Chile (for technical services), and Brazil.

See Venezuela, IFA, Enterprise Services 2012, at .
See Argentina, IFA, Enterprise Services 2012, at

33
3

=

35
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provide sufficient background information about the provisions to allow the identification
of those provisions that potentially permit the erosion of the tax base of developing
countries. The identification of the provisions that are problematic in this regard is

essential in order to properly target any potential responses to the problems.

Business Profits Derived from Services Praged by Enterprises: Articles 5 and 7

Under Article 7 of the UN Model, income from services provided in a contracting
state (the source country) by an enterprise resident in the other contracting state may be
taxed in the source country only if the enterprise carries on business in the source country
through a permanent establishment (PE) in the source country. If the enterprise carries on
business through a PE in the source country, that country is entitled to tax the profits that
are attributable to the PE and also certain other profits that are similar to those earned
from the activities carried on through the PE. This limited force of attraction rule allows
the source country to also tax profits derived from sales of goods and merchandise and
from other business activities similar to those made or carried on through the PE if the
sales or activities take place in the source country. This limited force of attraction rule is
included in only about 10 percent of all bilateral tax treaties. It is intended to function as

an anti-avoidance rule.

The determination of the profits attributable to a PE is made on the basis of two

important assumptions under Article 7(2):

o the PE is a separate entity engaged in the same activities under the same
conditions; and

» the PE deals independently with the other parts of the enterprise of which it is a
part.

These principles effectively ensure that the profits attributable to a PE are determined in
accordance with the arm’s length principle that applies under Article 9 of the UN Model
to transactions between related or associated enterprises. Article 7(3) of the UN Model

requires that any expenses incurred by an enterprise for the purposes of the PE are

Version,” online IBFD publications (expanded version of article published in
(February 2011) Vol. 65, No. 2 Bulletin for International Taxation
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deductible in computting the profits of the PE irrespective of whether the expenses are
incurred in the PE state or exclusively for the purposes of the PE. Article 7(3) clarifies
explicitly that notional expenses or internal charges for royalties, interest or fees for
services made between a PE and the head office or other parts of the enterprise are not
deductible or includible in computing the profits attributable to the PE. In summary, the
profits attributable to a PE under Article 7 of the UN Model are the net profits computed

in accordance with the arm’s length principle as if the PE were a separate entity.

In general terms, a PE is defined in Article 5(1) of the UN Model to mean a fixed
place of business through which the business of an enterprise is wholly or partly carried
on. The general practice of countries is that a place of business will not be considered to
be “fixed” in a temporal sense unless it lasts for a minimum of six months.®
Accordingly, income from services derived by a non-resident enterprise from services
performed in the source country are taxable by that country only if the non-resident has a
fixed place of business in the source country at its disposal for a minimum of six months
and the services are provided through that fixed place of business. Under Article 5(5), a
non-resident enterprise is also considered to have a PE if the enterprise has a dependent
agent that has and habitually exercises an authority to conclude contracts on its behalf.

The dependent agent PE rule is unlikely to have much significance for service businesses.

Construction Services

Under Article 5(3)(a) of the UN Model, a building site, construction, assembly or
installation project or supervisory activities in connection with such a site or project
constitutes a PE if the site, project or activities last more than six months. It is unclear
whether Article 5(3)(a) is a deeming provision or whether construction sites and projects
must meet the requirements of a fixed place of business under Article 5(1).3” However,

% Se 1 Tf7..9999 4(1 arh 3del, a aae non).D.0008 02Tc.0687 Tw[(have2 0)5.7(ftipl)] TI/TTdel, a
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the better view is that even under the UN Model construction and other related activities

must be conducted through a fixed place of business to be a PE.®

Services in General

Under Article 5(3)(b) of the UN Model, the furnishing of services by a non-resident is
deemed to be a PE if the activities continue in the source country for 183 days or more in
any 12-month period and take place with respect to the same or a connected project. For
this purpose only days during which services are performed in the source country by the
enterprise through employees or other personnel (“working days™) are taken into account.
Days during which employees or other personnel are merely present in the source country

but are not working are not count
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exclusively by the country in which the enterprise has its place of effective management.
Alternative B of Article 8 provides that profits from international shipping activities
taking place in a country may be taxed in that country if the activities are more than
casual. The phrase “more than casual” means scheduled stops in a country to take on
cargo or passengers. For this purpose, the profits taxable by the source country are
determined by allocating the enterprise’s total net profits from shipping and the rate of

tax on those profits is to be established through bilateral negotiations.

Income from Independent Personal Services — Article 14

Under Article 14 of the UN Model, inconfeom professional services or other
independent activities derived by individual residendf one state is subject to tax by

the other state (the source country) if:

(1) the individual has a fixed base in the source country that is regularly available for
the purpose of performing the services, or.

(2) the individual is present in the source country for 183 days or more in the
aggregate in any 12-month period.

In the first case, only the income attributable to the fixed base is taxable by the source

country. Such income may include income from services performed outside the source

country. In the second case, however, only income from activities performed in the

source country is taxable by the source country.

Article 14 applies to professional and other independent services. Professional
services are defined in Article 14(3) to include “independent scientific, literary, artistic,
educational or teaching activities as well as the independent activities of physicians,

lawyers, engineers, architects, dentists and accountants.”

In general, a fixed base for purposes of Article 14 has the same meaning as a fixed
place of business under Article 5(1) although some countries consider the two
expressions to have different meanings. The computation of the profits attributable to
independent personal services performed through a fixed base under Article 14 is

20



generally considered to be subject to the same principles as the computation of profits
attributable to a PE under Article 7.3° However, Article 14 and its Commentary do not
contain detailed rules concerning the attribution of profits to a fixed base similar to the
rules in Article 7 and its Commentary. If Article 14 is subject to the same principles as
Article 7, the source country would be entitled to tax only the net profits derived from

independent services by an individual resident of the other contracting state.

Article 14 of the OECD Model was deleted in 2000 with the result that income from
services generally, i.e., other than such income dealt with in specific articles, is dealt with
exclusively under Article 7. The deletion of Article 14 with several consequential
changes (the most important of which is the inclusion of a provision in Article 5
equivalent to Article 14(1)(b)) is provided as an alternative in the Commentary on Acrticle
5 of the UN Model.*°

Income from Employment — Article 15

Under Article 15 of the UN Model, income from employment (dependent personal
services) derived by an individual resident of one state from employment exercised in the
other state may be taxed in that other state (the source country) in any one of the

following three situations:
» if the employee is present in the source country for 183 days or more in any 12-

month period, or
» if the employee’s remuneration is paid by an employer reside

21



employer is a resident of the source country or because the employer is a non-resident
with a PE or a fixed base in the source country), the remuneration derived by the

employee is taxable by the sour

22



contracting state (the source country) may be taxed by the source country.** The only
condition for source country tax under Article 17 is that the entertainment or athletic
activities must take place in the source country. There are no limitations on the amount of
income subject to tax or the rate of tax imposed by the source country. The source
country’s right to tax under Article 17 also applies to any income from entertainment or
athletic activities that accrues to a person other than the individual entertainer or athlete
(for example, a company owned by that individual). Entertainment activities are limited
to performance artists such as actors and musicians and do not include behind-the-camera
personnel such as directors or visual artists. Athletic activities include traditional sports

but also car racing, billiards and chess.

Pensions and social security payments — Article 18

Under Article 18 of the UN Model, social security payments (public pensions) are
taxable exclusively by the country making the payments.*? Private pensions are taxable
exclusively by the country in which the recipient is resident under Article 18 (Alternative
A) or alternatively under Article 18 (Alternative B) by both the country in which the
recipient is resident and the country in which the payer of the pension is resident or has a
PE. Alternative B reflects the fact that contributions to the pension plan by both the
employer and the employee may have been deductible in computing the income subject
to tax by the source country (in the case of a PE, only if the contributions are effectively
connected with the PE). Since that country’s tax base is reduced by the deductions for the
pension contributions, it seems reasonable to allow that country to tax the recipient of the
pension payments to offset the prior deductions. The country in which the employment
services that resulted in the pension were rendered is irrelevant for purposes of both

versions of Article 18.
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Income from Government Services — Article 19

Under Article 19 of the UN Model, the right to tax salary, wages and other
remuneration and pensions in respect of employment services provided by an individual
to the government of a country is ordinarily allocated exclusively to the country paying
the amount. However, if a government employee is a resident and a national of the other
state and the services are provided in that state, the remuneration is taxable exclusively
by that state. Similarly, pension payments made by a contracting state are taxable
exclusively by the other state if the recipient individual is a resident and a national of the
other state.*® Article 19 does not apply to salaries and pensions paid by a contracting state

in connection with a business carried on by it.**

Other Income — Article 21

Under Article 21 of the UN Model, income not dealt with in any other article is
taxable exclusively by the residence country subject to a throwback rule if the taxpayer
carries on business through a PE or a fixed base in the source country.*> However, under
Acrticle 21(3), a source country is entitled to tax items of income derived by a resident of
the other state if those items of income are not dealt with in another article of the treaty
and arise (i.e., have their source) in the source country. Consequently, the only condition
for source country taxation of other income under Article 21(3) is that the income must
have its source in that country. No rules are provided in Article 21 or in the Commentary

for determining the source of income.

Article 21(3) is potentially applicable to income from services although that should
not frequently happen because such income will usually be dealt with in another article of

3 Article 19(2) of both Models.
“ Article 19(3) of both Models.

> Article 21(2) of both Models. The right or property in respect of which the income is
paid must be effectively connected with the PE or fixed base.
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the UN Model. In some circumstances, the scope of application of the other provisions of

the Model depends on the domestic laws of the source country.*®

PROBLEM AREAS: OPPORTUNITIES FOR THE EROSION OF THE TAX
BASE OF DEVELOPING COUNTRIE S THROUGH THE PROVISION OF
SERVICES BY NONRESIDENTS AND POSSIBLE RESPONSES

Introduction

In conceptual terms, the protection of a country’s tax base requires coordination
between the provisions of its domestic law and the provisions of its tax treaties. It may
also require coordination between the treatment of the income under the domestic tax
laws of the residence and source countries. The provisions of a country’s domestic tax
law must ensure that tax is levied effectively on any income from services derived by
nonresidents that the country wants to tax and that the tax so levied can be collected
efficiently. For this purpose a country must also consider the deductibility of amounts
paid by residents (and nonresidents) to nonresidents for services in computing income
subject to domestic tax. To the extent that such amounts are deductible they erode the
domestic tax base. If the payments are subject to source country tax in the hands of the
nonresident recipients of the payment, the domestic tax base will be eroded only to the
extent of the difference, if any, between the reduction in tax as a result of the deduction
and the tax imposed on the nonresident service provider. For example, in principle, there
will be no erosion of the domestic tax base if nonresidents are subject to tax on their net
income at the same rates applicable to resident taxpayers. However, the domestic tax base
will be eroded if nonresident service providers are subject to a final gross basis
withholding tax that is levied at a rate less than the ordinary rate applicable to resident
taxpayers. For example, if the ordinary tax rate is 35 percent and the rate of withholding
tax on services is 15 percent, the domestic tax base will be eroded to the extent of 20
percent of the gross amounts paid to nonresidents for services assuming, of course, that

the expenses incurred by the nonresident in
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erosion of the domestic tax base is greatest where the amounts paid to nonresidents for
services are deductible but the nonresident service providers are not subject to domestic

tax for some reason.

In addition, the treatment of the nonresident service providers in their countries of
residence must be taken into account. A nonresident enterprise may perform services in
another country through a branch or PE there, through a subsidiary corporation
established in that country or directly (i.e. not through a branch or PE) to residents of that
country. Ordinarily, the source country will impose tax on any income from services
derived by a resident subsidiary or on income earned by the nonresident through a PE or
branch but may not impose tax on other income from services derived by a nonresident
service provider. The country in which the enterprise is resident may tax any income
from services derived by the enterprise from services, including services provided outside
the country unless that country taxes on a territorial basis or is a tax haven or provides an
exemption for foreign source business income earned through a PE. If the country of
residence taxes the income, it will usually provide a credit for any source country tax on
the income. The country of residence will not generally tax the income from services

earned by a foreign subsidiary of a resident enterprise except if the CFC rules apply.

Even if the provisions of a source country’s domestic law impose comprehensive
taxation on income from services performed by nonresidents, the provisions of a
country’s tax treaties may limit that domestic tax. To the extent that there is a conflict
between the provisions of domestic law and the provisions of a tax treaty, the provisions
of the tax treaty will generally prevail. Based on the overviews of the provisions of the
domestic law of developing countries dealing with the taxation of income from services
derived by nonresidents and the provisions of the UN Model dealing with income from
services, certain types of income from services, such as income from entertainment and
athletic activities, directors’ fees and remuneration of top-level managerial officials,
insurance and certain employment income, do not raise serious concerns about base
erosion or profit shifting. However, business profits from services and income from
independent services, including income from technical, management and consulting

services, are taxable by the source country only if the income is earned through a PE or

26



fixed base and only if the income is attributable to the PE or fixed base or the services are

performed in the source country.

In this part of the paper, various types of services are examined to determine whether
they provide serious opportunities for multinational enterprises to erode the tax base of
developing countries and what actions developing countries might take to protect their

tax base.

Employment Income

Most countries, both developed and developing, tax employment income derived
by nonresidents if the employment services are performed in the country. Employment
services performed by a nonresident (including government service) outside a country are
not subject to tax by that country even if the nonresident is an employee of a resident
enterprise or the employment services are consumed or used by residents of the country.
This general practice reflects a consensus that the source of employment income is the
country in which the employee is present and performing the duties of employment. The
practice is clearly justified because the income from employment exercised in a country

is closely connected with that country.

The taxation of nonresidents on income from employment exercised in a source
country usually applies irrespective of whether the employer is a resident or nonresident
of the source country (or if the employer is a nonresident, irrespective of whether the
nonresident has a PE or fixed base in the source country to which the employment is
connected), irrespective of the duration of the employment in the source country or the
amount of income derived and irrespective of whether the nonresident employee’s
remuneration is deductible by the employer against the source country’s tax base.*’ In

summary, under Article 15 of the UN Model a source country is prevented from taxing a

4" These conclusions are based on Article 15 of the UN Model
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nonresident on employment income only if the nonresident is employed by a nonresident
employer that does not have a PE or fixed base in the source country or if it has a PE or
fixed base, the employee’s remuneration is not deductible in computing the profits
attributable to the PE or fixed base and the nonresident employee is not present in the

source country for 183 days or more in any 12-month period.

The broad scope of source country taxation of income from employment earned by
nonresident employees suggests that opportunities for tax avoidance of source country
tax are limited, as discussed below. It also suggests that the enforcement of source
country tax on the employment income of nonresidents may be problematic in certain
circumstances. Typically, income from employment is taxed on a gross basis or a quasi-
gross basis, with standard deductions allowed, and the tax is collected by means of a
withholding obligation imposed on employers. This collection mechanism is effective
and efficient (although it places the compliance burden on the employer). However, the
withholding obligation on the employer can be effectively enforced only if the employer
is a resident or a nonresident with a PE or fixed base in the source country. Where the
employee is employed by a nonresident employer without a PE or fixed base in the
source country, it is difficult for the source country to enforce its tax on the nonresident
employee, especially if the employee is present in the source country for a short period of

time.

In terms of protecting the source country’s tax base, perhaps the most serious concern
is that a nonresident employee should be subject to tax if the employee’s remuneration
for employment services (performed in the source country) is deductible by the employer
in computing income subject to source country tax. The employee’s remuneration will
usually be deductible if the employer is a resident or a nonresident carrying on business
in the source country through a PE or a fixed base located in the source country. In these

circumstances, the nonresident employee’s income from employment should be subject
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to tax and the employer is usually required to withhold the tax from the remuneration.
Some countries make the employer’s deduction conditional on the employer withholding

tax from the employee’s remuneration.

There are several ways in which a source country’s tax base in respect of income
from employment may be eroded. Some involve the provisions of domestic law alone;
some involve the provisions of tax treaties; and some involve the provisions of both tax

treaties and domestic law.

First, the source country’s tax base may be eroded where a nonresident is employed
by a resident employer to perform services outside the source country. Assuming that the
source country taxes on a worldwide basis, the nonresident employee’s remuneration will

be deductible in computing the employer’s
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ways, including the use of artificial structures, in which nonresidents can avoid having a

PE or fixed base in the source country.*®

Third, a source country’s tax on the employment income of a nonresident can be
avoided by altering the legal status of the nonresident from employment to independent
contractor. If a nonresident is employed by a resident enterprise or a nonresident
enterprise with a PE or a fixed base, under Article 15 of the UN Model the source country
is entitled to tax income from employment exercised by the nonresident employee in the
source country. The source country’s right to tax applies irrespective of the length of time
spent in the source country or the amount of income earned. On the other hand, if the
nonresident is an independent enterprise, Article 7 or 14 of the UN Model will limit the
source country’s right to tax to situations in which the nonresident has a PE or a fixed

base in the source country and the income is attributable to the PE or fixed base. If a
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