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Taxation of Non-resident Service Providers
Ariane Pickering

Tax treaties provide for a range of different tax treatments of income derived by non-resident service
providers, depending on the category of services giving rise to the income.
Since the tax treatment permitted under the treaty can range from exemption from source taxation to
exclusive source taxation, from limited to unlimited rates of source taxation, and from gross to net
taxation, taxation of non-resident service providers can present a number of challenges to tax
administrations. Add to that the wide range of thresholds provided under treaties for source taxation
of services income, and the rules can become extremely complex to administer, particularly for tax
administrations in developing countries where both the tax systems and the tax administrations may
be less sophisticated and effective than those in developed countries. Availability of personnel
skilled in international tax and tax treaty matters may also be a problem for tax administrations in
developing countries where scarce resources have to cover a wide range of issues.
The first part of this paper will look at the ways in which different categories of income derived by
non-residents from services are dealt with under tax treaties and the administrative issues that they
raise. The second part looks at ways in which tax authorities may address these administrative
concerns.

1.

Source taxation of services income

Income from services furnished by non-resident service providers is dealt with under a number of
different articles of a tax treaty. Since the United Nations Model Double Taxation Convention
between Developed and Developing Countries (‘UN Model Convention’)1 is generally followed by
developing countries, this paper will focus primarily on the provisions of that Model Convention.
Where relevant, differences found in the Organization for Economic Co-operation and

1

United Nations, Department of Economic and Social Affairs, Model Double Taxation Convention between
Developed and Developing Countries (New York: United Nations, 2011).
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Development’s Model Tax Convention on Income and on Capital (‘OECD Model Convention’)2 will
also be discussed.
Under the UN Model Convention, the following articles are relevant:


Articles 5 and 7 – business profits;



Article 8 – international transport income;



Article 14 – income from independent personal services;



Article 15 – employment income;



Article 16 – directors’ fees and remuneration of top-level managers;



Article 17 – income of artistes and sportspersons;



Article 19 – remuneration from government services;



Article 20 – payments to students, business trainees and apprentices.

Services are dealt with in the same articles of the OECD Model Convention, other than Article 14,
which was deleted in 2000. Independent personal services are now dealt with in the OECD Model
Convention under Articles 5 and 7.
Treaties of many developing countries also include other provisions, not found in either Model
Convention, that deal with:


fees for technical services or assistance;



income of teachers and professors.

A few countries consider that Article 12 and/or Article 21, dealing respectively with royalties and
income not otherwise dealt with under the treaty, are relevant to taxation of income from the
provision of services.
Different tax treatment is provided for each of these categories of income.

2

Organization for Economic Co-operation and Development, Model Tax Convention on Income and on
Capital (Paris, OECD 2010).

5
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1.1

Article 5 and Article 7 – Business profits

The general provision that applies to income from services under most tax treaties is Article 7
Business Profits. This article applies unless the income is dealt with under another article in the
treaty.3
In accordance with Article 7, profits of an enterprise of one of the treaty partner countries from the
provision of services will be taxable only in that country unless the profits are attributable to a
permanent establishment situated in the other treaty partner country.

The term ‘permanent

establishment’ is defined for treaty purposes in Article 5 Permanent Establishment and, in the case
of treaties that follow the UN Model Convention, generally refers to:


a fixed place of business through which the business of the enterprise is carried on4 (fixed
place of business PE);



a building site, a construction, assembly or installation project, or related supervisory
activities, that last more than 6 months5, or



the furnishing of services - for the same or a connected project - within a country for more
than 183 days in a 12-month period6 (‘deemed services PE’).

Where a service provider from one contracting state carries on business through a permanent
establishment in the other state, that other state may tax profits of that enterprise, but only to the
extent that the profits are attributable to the permanent establishment. Article 7 of the UN Model
Convention also permits source taxation of profits from other business activities carried on in that
state where those activities are of the same or a similar kind to those effected through the permanent

3

Article 7(6) of the UN Model Convention and Article 7(4) of the OECD Model Convention.

4

Article 5(1) and (2).

5

Article 5(3)(a) of the UN Model Convention. The equivalent provision of the OECD Model Convention,
Article 5(3), has a time threshold of 12 month, and does not refer specifically to assembly projects or
supervisory activities. Nevertheless, paragraph 17 of the Commentary on Article 5 of the OECD Model
Convention clarifies that supervision of the erection of a building is covered by Article 5(3). Also,
paragraph 20 of the Commentary on Article 5 of the OECD Model Convention provides an example
dealing with an assembly project.

6

Article 5(3)(b). Article 5 of the OECD Model Convention does not include an equivalent provision.
However, an alternative deemed services PE provision is suggested in paragraph 42.23 of the Commentary
on Article 5 of the OECD Model Convention.
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establishment (so called ‘limited force of attraction’)7. However, this latter provision is not widely
adopted in actual treaties.
The administrative requirements for establishing entitlement to exemption, or for taxing profits
attributable to a fixed place of business PE, are not substantially different in the case of service
provider enterprises to those applicable to other business activities. Since these issues are covered in
a separate paper8, it is not proposed to discuss these further in this paper.
Difficulties faced by tax administrations in applying Articles 5 and 7 to other profits derived by
service provider enterprises include:
–

identification of non-resident enterprises carrying on service activities in the country;

–

application of time thresholds;

–

determination of attributable profits.

In treaties that provide for limited force of attraction, difficulties may also be encountered in
identifying service activities being carried on in the country and in determining whether the activities
are the same or similar to those effected through a permanent establishment.

1.2

Article 8 – International transport

Article 8 of the UN Model Convention offers two alternative tax treatments for profits from
international transport activities. Alternative A adopts the same approach as the OECD Model
Convention in providing that profits from the operation of ships or aircraft in international traffic are
taxable only in the country in which the enterprise has its place of effective management.
Alternative B provides the same treatment for profits from aircraft operations in international traffic,
but provides for limited source taxing rights over profits from shipping activities in the source state
that are more than casual. In such case, the source state may tax an ‘appropriate allocation of the
overall net profits’ from the shipping operations, with the source tax being reduced by an agreed
percentage.
Profits from the operation of boats in inland waterways transport are taxable only in the country in
which the enterprise has its place of effective management. Exemption from source taxation applies
7

There is no equivalent provision in the OECD Model Convention.

8

See Jinyan Li, Taxation of Non-residents on Business Profits, Paper 5–A of this collection.
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even if the profits are derived from inland waterways transport between two points in the source
country.
Where it provides exemption from source taxation, Article 8 alleviates the compliance and
administrative difficulties, as well as the risks of double taxation that would result from source
taxation in the many countries where an international transport enterprise operates. As noted in the
Commentary on Article 8 of the UN Model Convention, even countries that wish to retain source
taxing rights over shipping profits recognize that ‘considerable difficulties were involved in
determining a taxable profit in such a situation and allocating the profit to the various countries
concerned in the course of the operation of ships in international traffic’.9

1.3

Article 14 – Independent personal services

The general rule under treaties for independent services income derived by non-residents is that such
income is exempt from source taxation unless it is either:
–

attributable to a fixed base of the service provider in the source state; or

–

derived from activities performed in the source state if the service provider is present in that
state for at least 183 days in a 12-month period.

The application of this article raises a number of issues for tax administrations, including:
–

characterization of income from ‘professional services or other activities of an independent
character’;

–

determination of whether the service provider has a fixed base in the source country or has
been present, or is intending to be present, in the country for at least 183 days;

–

determination of income attributable to a fixed base, or derived from activities performed in
the country;

–

collection of tax, particularly where it is not known whether the service provider is likely to
be present in the country for the requisite number of days.

Under a few treaties, source taxation is also permitted where the income exceeds an agreed monetary
threshold.

9

Paragraph 3 of the Commentary on Article 8 of the UN Model Convention.

Taxation of Non-resident Service Providers
8
___________________________________________________________________

1.4

Article 15 – Dependent personal services

The general rule under Article 15 with respect to taxation of employment income (income from
dependent personal services) derived by residents of a treaty partner country is that the remuneration
may be taxed in the other country only if the employment is exercised in that country.
Notwithstanding this general rule, an exemption from source taxation applies if the following three
conditions are met:


the employee is present in the source country for 183 days or less in any 12-month period
commencing or ending in the fiscal year concerned;



the remuneration is paid by, or on behalf of, a non-resident employer; and



the remuneration is not borne by a permanent establishment or a fixed base of the nonresident employer, which is situated in the source country.

A special rule applies under Article 15 for remuneration from employment exercised aboard ship or
aircraft in international traffic, or a boat engaged in inland waterways transport. Such remuneration
may be taxed in the country in which the place of effective management of the transport enterprise is
situated (or in the country of residence of the enterprise, where that formulation is used in the treaty).
Administrative issues raised by the application of this article include:
–

identification of employment services exercised in the country;

–

determination of who is the ‘employer’ and whether the employer is a resident;

–

determination of the income derived from employment exercised in the country;

–

imposition and collection of tax.

1.5

Article 16 – Directors & top level managers

The UN Model Convention allocates taxing rights over fees paid by resident companies to directors
or salaries, wages and other remuneration paid to top-level managers in respect of their activities as
such. Under Article 16 it does not matter whether the activities are performed in the source country
or not.
Administrative issues include:
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– identification of directors and high-level managers;
– characterisation of income derived in their capacity as director or high level manager;
– imposition and collection of tax.

1.6

Article 17 – Artistes and sportspersons

Tax treaties provide that income of artistes and sportspersons in respect of their activities as such
may be taxed in the country where the activities are exercised. The source country may also tax the
income from their activities if it accrues to another person, such as a team, management company or
a star-company.10
Since the treaty does not limit the source tax that may be imposed, the issues that tax administrations
are most likely encounter will concern claims by taxpayers that their income is not covered by the
article. The main administrative issues faced by tax authorities will be:

1.7

–

determination of the character of the income;

–

identification of entertainment activities exercised in the jurisdiction;

–

imposition and collection of tax.

Article 19 – Government service

The Government Service article is unique in that it provides for exclusive taxation in the paying state
for salaries, wages and other similar remuneration paid in respect of services rendered by an
individual to that state. This accords with longstanding rules of international courtesy.
The country of which the individual is a resident may only tax the remuneration if the activities are
exercised in that country and the person is either a national of that country or did not become a
resident solely for the purpose of rendering the services. In these circumstances, the remuneration
may not be taxed in the paying State.
Exemption from taxation in the paying state will depend on a determination that:

10

See paragraphs 11, 11.1 and 11.2 of Commentary on Article 17 of the OECD Model Convention, and
paragraph 2 of the Commentary on Article 17 of the UN Model Convention quoting paragraphs 11, 11.1
and 11.2 of Commentary on Article 17 of the OECD Model Convention.
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the services are rendered in the other treaty partner country;



the individual is a resident of that other country who is either a national of that other country
or had reasons for becoming a resident other than just to perform the governmental services.

1.8

Article 20 – Students

In accordance with Article 20, payments received from abroad by visiting foreign students, business
trainees or apprentices for their maintenance, education or training are exempt from tax in the
country visited. For purposes of application of the article, in countries that would otherwise tax such
payments, it is necessary to determine:


whether the recipient is a student, business trainee or apprentice;



whether the recipient is visiting the country solely for the purpose of his education or
training;



whether the payments are for the purpose of maintenance, education or training of that
person; and



1.9

whether the source of the payments was abroad.

Other treaty provisions

Many tax treaties, particularly treaties entered into by developing countries, include additional
provisions relating to fees for technical services and/or for remuneration of teachers. While these
provisions are not currently found in the UN Model Convention, the UN Committee of Experts on
International Cooperation in Tax Matters (‘UN Committee of Experts’) is exploring whether
additional provisions should be included with respect to fees for technical services11.

The

Commentary on Article 20 of the UN Model Convention also discusses a number of issues relating
to the possibility of an independent article to deal with visiting teachers12.

11

See paragraph 17 of the Introduction to the UN Model Convention. See, also, United Nations, Economic
and Social Council, Committee of Experts on International Cooperation in Tax Matters, Report on the
eight session (15-19 October 2012), Chapter III, Section D, at page 11 (available at
http://www.un.org/ga/search/view_doc.asp?symbol=E/2012/45&Lang=E).

12

See paragraphs 10, 11 and 12 of the Commentary on Article 20 of the UN Model Convention.
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Although, in the absence of a model provision, current articles dealing with fees for technical
services or remuneration of visiting teachers necessarily differ, the discussion below is based on the
most common forms of such articles found in existing treaties.
Where a special provision dealing with fees for technical services or technical assistance is included
in a tax treaty, it commonly treats the fees as, or in the same way as, royalties which, under the UN
Model Convention, may be taxed at source at a limited rate agreed by the treaty partners. The scope
of the provision and rate limits vary from treaty to treaty. However, the provisions are reasonably
consistent in providing:


that the fees are deemed to arise in the country of which the payer is a resident, or if borne
by a permanent establishment or fixed base, in the country in which the permanent
establishment or fixed base is situated;



the fees may be taxed in that country on a gross basis, albeit the rate of tax is limited where
the fees are beneficially owned by a resident of the treaty partner country;



business profits treatment will apply if the fees are attributable to activities carried on
through a permanent establishment or a fixed base of the service provider situated in the
source country.

Countries that seek to include these provisions will often have specific domestic law rules for the
taxation of fees for technical services or assistance provided by non-residents. Many developing
countries apply withholding tax to payments for such services. For these countries, the main issues
that arise in administering the treaty provision relate to the determination of the services to which the
treaty provision apply (if the scope of the treaty provision is different from their domestic law
provision) and to identification of the beneficial owner of the fees for purposes of determining
whether any reduction in source taxation is applicable13. Other issues arise for tax administrations of
countries that do not apply withholding tax to such payments. These include identification of
relevant payments, and application of tax rate limitations based on the gross amount of the payment.
Under the UN Model Convention, remuneration of visiting teachers is dealt with under different
articles, depending on the capacity in which the teaching services are performed, i.e. Article 14 for

13

Issues relating to beneficial ownership are discussed in Brian Arnold, Overview of Mayor Issues in the
Application of Tax Treaties; Joanna Wheeler, Persons Qualifying for Treaty Benefits; and Jan de Goede,
Taxation of Investment Income and Capital Gains; Papers 1-A, 2-A and 7-A respectively of this
collection.
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independent teaching services, Article 15 for employed teachers, or Article 19 for teachers employed
by a government. Some countries, however, prefer to encourage cultural relations and the exchange
of knowledge by including a special article in their treaties that provides an exemption from source
taxation for the remuneration of teachers (including professors and, sometimes, researchers) who
visit the country for less than a specified period (often 2 years).
While no specific provision dealing with remuneration of teachers is included in the UN Model
Convention, the Commentary discusses a number of issues that should be considered in bilateral
negotiations when drafting such a provision14. For example, to avoid double non-taxation, the treaty
may provide that exemption is conditional on the remuneration being subject to tax in the teacher’s
country of residence. The exemption may also be conditional on the teaching activities being
performed at recognized teaching institutions and/or not being for private benefit.
Nevertheless, teachers’ articles are notoriously difficult to administer. Competent authorities or tax
administrations are commonly called upon to determine whether remuneration derived from teaching
activities that exceed the specified period should be taxed from the beginning of the visit or only
from the expiration of the specified period. They are also required to decide whether the exemption
applies to remuneration from subsequent visits, or only the first one. It may also be difficult to
determine whether the person performing the services should be regarded as a teacher, e.g. where a
person such as a tutor does not hold relevant teaching qualifications.
A few countries interpret the definition of ‘royalties’ in Article 12 in a way that would permit source
taxation of income from services. Such interpretations can create administrative difficulties with
respect to characterisation of income and to source of the income.
Rarely, a country may take the view that services income may fall within Article 21 as income that is
not otherwise dealt with under the treaty.

On this view, since Article 21 of the UN Model

Convention permits taxation by a country of income arising from sources in its territory, tax could be
imposed on services income where that income is considered to have a source in that country under
domestic law.

14

See paragraphs 11 and 12 of the Commentary on Article 20 of the UN Model Convention.
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2.

Administrative issues

It is obvious from the discussion above that treaties do not provide a consistent approach to tax
treatment of income from services. In determining the correct tax treatment applicable under a treaty
provision, tax administrations may need to consider one or more of a number of different factors.
These include:
–

whether the income is derived by a resident of a treaty partner country who is entitled to
treaty benefits;

–

the character of the income, i.e. the type of services provided, and whether provided by an
individual or a legal person;

–

whether service activities are sourced in the country e.g. exercised in that country or paid by
a resident;

2.1

–

whether any applicable threshold for source taxation has been met;

–

the amount of income that may be taxed in the source country;

–

the method of imposing or collecting tax.

Residence of service provider

Treaties apply to persons who are residents of one or both of the treaty partner countries.15 For tax
authorities, therefore, the first step in deciding whether treaty benefits are available in respect of
income from services derived from sources in one country is to determine whether the service
provider is a resident of the other country for treaty purposes. The issues relating to determination of
residence for treaty purposes are dealt with in a separate paper16.
For certain categories of services income, a service provider who is a resident of a treaty partner
country must fulfill additional criteria for entitlement to treaty benefits in respect of that income.
For purposes of Article 7, the service provider must be carrying on an enterprise.
17

‘enterprise’ is not defined in itself in the UN Model Convention.
15
16
17

The term

It is clear, however, that source

Article 1 of the UN Model Convention, Article 1 of the OECD Model Convention
See Joanna Wheeler, Persons Qualifying for Treaty Benefits, Paper 2-A of this collection.
See paragraph 6 of the Commentary on Article 3 of the UN Model Convention. Article 3(1) (c) of the
OECD Model Convention provides that the term enterprise ‘applies to the carrying on of any business’.
However, as clarified in paragraph 4 of the Commentary on Article 3 of the OECD Model Convention, no
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taxation is only permitted if the non-resident service provider is carrying on business in that country
through a permanent establishment. The term ‘business’ is not defined in the UN Model Convention
and is defined in the OECD Model Convention only to include professional and other independent
services. Tax authorities should determine whether or not the service provider is carrying on an
‘enterprise’ or a ‘business’ by reference to domestic law.
Under Article 8, treaty benefits (i.e. exemption from source taxation) will only be available if the
place of effective management of the transport enterprise is outside the source country.
Determination of the ‘place of effective management’ can be a complex matter, involving the
consideration of factors such as where the enterprise is actually managed and controlled, where its
board of directors meets, where the highest level of decision-making takes place.
Many countries prefer to assign exclusive taxing rights under the treaty to the country of which the
shipping or airline enterprise is a resident, rather than the country where its place of effective
management is located.

18

This may be a policy preference, or may reflect concerns about

administrative difficulties in determining the place of effective management, especially in countries
where this concept does not have a domestic law equivalent. Tax administrations will generally have
few difficulties in obtaining the information necessary to verify that an enterprise is a resident of one
or other country. Similarly, international transport enterprises that are residents of a State would
have little difficulty in obtaining a certificate of residence to that effect in their home country when
claiming treaty benefits.
For purposes of Article 12 and/or Fees for Technical Services provisions, only a resident of a treaty
partner country who is also a ‘beneficial owner’ of the royalties or fees is entitled to treaty benefits.
The meaning of ‘beneficial owner’ and the issues arising for tax authorities are discussed in separate
papers.19
Under Article 19, exemption from tax in the paying state on remuneration from government services
performed in the other country applies only to residents of that other country if that person is:

exhaustive definition of the term ‘enterprise’ was attempted in the Article, as the question whether an
activity is performed within an enterprise or is deemed to constitute in itself an enterprise is generally
interpreted according to domestic law.
18
19

See paragraph 2 of the Commentary on Article 8 of the OECD Model Convention.
See Joanna Wheeler, Persons Qualifying for Treaty Benefits; and Jan de Goede, Taxation of Investment
Income and Capital Gain, Papers 2-A and 7-A of this collection respectively.
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‐

a national of that other country; or

‐

did not become a resident of that other country solely for the purpose of rendering the
services.

This exemption commonly applies to locally-engaged staffs who are employed by foreign diplomatic
missions or consular posts in a country. The tax authorities of the paying country will ordinarily
have few difficulties in determining whether the recipient is a resident and national of the other
country. However, where the government employee is not a national of the treaty partner country,
determining that person’s reasons for becoming a resident of that country may sometimes present
difficulties, particularly when the date of the employee’s arrival in that country is close to the time at
which they commenced government service in that country.
Exemption under Article 20 applies to a student or business trainee or apprentice who ‘is or was
immediately before visiting a country’ a resident of the treaty partner state. It follows that exemption
may apply; even though the visiting student or trainee has ceased to be a resident of the other country
during his visit (e.g. has become a resident of the visited country). However, the student or trainee
must be visiting the country ‘solely for the purpose of his education or training’. Tax authorities
should apply this condition in a reasonable manner. For example, exemption should not be denied
merely because a student or trainee visited friends or relatives, or took a short vacation, during his
visit.

2.2

Characterization of income

One of the most difficult administrative issues faced by tax authorities is the characterization of
services income for purposes of determining which article of the treaty applies. Article 7 is the
provision that generally applies to income from services. Income from the provision of services,
other than services provided as an employee, by an enterprise to another person, would generally
constitute profits of an enterprise for purposes of Article 7. However, priority is given to other
articles to the extent that the income is dealt with under those other articles in the treaty20 subject to
the throwback rules in some articles21. Accordingly, different types of services income must be
distinguished for purposes of determining whether another more specific article of the treaty applies.

20

Article 7(6) of the UN Model Convention and Article 7(4) of the OECD Model Convention.

21

See Articles 10(4), 11(4), 12(4) and 21(2) of the UN Model Convention and Articles 10(4), 11(4), 12(3)
and 21(2) of the OECD Model Convention.
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The application of the more specific provisions generally depends on the nature of the services
provided. Under some articles, the classification of the service provider, e.g. as a director or as a
teacher, may also be relevant. Some of the more common characterization issues are discussed
below.
2.2.1

Nature of the services

Article 8 applies to ‘profits from the operation of ships or aircraft in international traffic’. A
challenge for tax authorities is to determine which activities would fall within the scope of the
provision.

In addition to the carriage by ship or aircraft in international traffic of passengers or

cargo, enterprises may carry on a range of related activities, such as baggage handling, maintenance,
ground transport, container leasing etc. Notwithstanding the guidance in the Commentaries22, the
exact scope of Article 8 in its application to profits from non-transport activities carried on by these
enterprises is not always clear.
The definition of ‘royalties’ in Article 12 of the UN Model Convention includes payments for
information concerning industrial, commercial or scientific experience (know-how). While fees for
technical services and assistance are generally not regarded as coming within the scope of this
definition,23 the UN Commentary notes that ‘some countries tend to regard the provision of brainwork and technical services as the provision of “information concerning industrial, commercial or
scientific experience” and to regard payment for it as royalties’24. Countries that take this view
should clarify this during negotiations.
In some treaties, the term ‘royalties’ in Article 12 is specifically extended to cover fees for technical
services or technical assistance, or a separate Fees for Technical Services article, which follows the
basic form of the royalties article, is included.
Difficulties are often encountered in determining whether payments should be characterised as fees
for technical services or assistance, so as to come within the scope of the provision. Although the
22

Paragraphs 4–14 of Commentary on Article 8 of the OECD Model Convention, and paragraphs 10 and 11
of the Commentary on Article 8 of the UN Model Convention quoting paragraphs 4–14 of Commentary on
Article 8 of the OECD Model Convention.

23

Paragraphs 11.1 to 11.6 of the Commentary on Article 12 of the OECD Model Convention, and paragraph
12 of the Commentary on Article 12 of the UN Model Convention quoting paragraphs 11.1 to 11.6 of the
Commentary on the OECD Model Convention.

24

Paragraph 14 of the Commentary on Article 12 of the UN Model Convention
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terms are not usually defined, ‘technical services’ often include, explicitly or by interpretation, any
services of a technical, managerial or consultancy nature.

The term ‘technical assistance’ is often

used in the context of services connected with the development and/or transfer of technology.
However, the precise meaning of these terms is not clear and understanding of the scope of each
term differs from country to country.

Where possible, tax authorities should seek an agreed

understanding of the term through the mutual agreement procedure.
The application of Article 14 requires a determination of whether activities constitute ‘professional
services or other activities of an independent character’. These are usually regarded as services
provided by an individual for the performance of activities in an independent capacity. Payments to
an enterprise in respect of furnishing of services through its employees or other personnel are
covered by Article 5 and Article 7.25 However, some countries consider that the provisions of
Article 14 can also extend to activities of legal entities26.
Article 14 does not apply to industrial or commercial activities, or services performed in employment
or as an entertainer.27 An illustrative list of professional services is provided in Article 14(2).
However, the application of the Article is not limited to the enumerated professional services.
Difficulties as to covered services may be resolved through the mutual agreement procedure.28
It should be noted that, in treaties that include provisions for source taxation of technical services,
there is potential for overlap between services covered by such provisions and those covered by
Article 14. This may need to be resolved through the mutual agreement procedure if the treaty does
not provide a priority rule.
The application of Article 15 requires that the income be derived from employment services, i.e.
remuneration for services rendered to another person in the course of employment. It is important to
distinguish between employment services (to which Article 15 applies) and services provided by one
enterprise to another (to which Article 7 or Article 14 applies). It is also important to correctly
identify the person who is the ‘employer’ for purposes of this Article (which may be different from
25

Paragraph 9 of the Commentary on Article 14 of the UN Model Convention
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Ariane Pickering, Enterprise Services, General Report, in International Fiscal Association, vol 97a Cahiers
de droit fiscal international (Sdu Uitgevers, The Hague, The Netherlands, 2012) at p.45.

27

Paragraph 10 of the Commentary on Article 14 of the UN Model Convention quoting paragraph 1 of the
former Commentary on Article 14 of the OECD Model Convention prior to deletion of Article 14 in 2000.

28

Paragraph 10 of the Commentary on Article 14 of the UN Model Convention quoting paragraph 1 of the
former Commentary on Article 14 of the OECD Model Convention prior to deletion of Article 14 in 2000.
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the person who is regarded as employer under domestic tax or labour law).

Difficulties can

especially arise where the services, while performed under a formal contract of employment between
the individual and a non-resident enterprise, are rendered to a person who is a resident. Guidance on
these difficult issues can be found in the Commentaries.29
Article 19 applies to services provided by State employees in the course of their employment, and to
pensions from such employment. It does not apply to independent personal services provided to a
State (which would fall within the scope of Article 14 of the UN Model Convention). 30 Nor do the
provisions apply to services rendered in connection with a business carried on by a government. The
usual rules provided with respect to income from dependent or independent personal services, or
entertainment activities, apply to remuneration from services rendered in connection with a
government business. 31
2.2.2

Qualification of service provider

A number of articles characterise income according to the qualification of the person deriving the
income, e.g. income derived by a director or top-level manager (Article 16), an artiste or
sportsperson (Article 17), a student, business trainee or apprentice (Article 20) or a teacher or
professor (teachers’ article).32 In each case, the recipient of the income must derive the relevant
income from the performance of services in their capacity as such a person.
Tax authorities must first determine whether the person qualifies as the relevant kind of service
provider. Although the various terms are not defined in treaties, the Commentaries provide guidance
on the meaning of several of them. In other cases, the tax authority would need to determine
qualification through mutual agreement with the competent authority of the treaty partner country, or
by reference to domestic law.

29

Paragraphs 8.1 to 8.28 of the Commentary on Article 15 of the OECD Model Convention, and paragraph 1
of the Commentary on Article 15 of the UN Model Convention quoting paragraphs 8.1 to 8.28 of the
Commentary on Article 15 of the OECD Model Convention.

30

See paragraph 2.1 of Commentary on Article 19 of the OECD Model Convention, and paragraph 2 of the
Commentary on Article 19 of the UN Model Convention quoting paragraph 2.1 of Commentary on Article
19 of the OECD Model Convention.

31

Article 19(3) of the UN Model Convention.

32

Article 15 does not refer specifically to income of ‘employees’, but it applies to income derived ‘in respect
of employment’ paid by an ‘employer’. See section 2.2.1.
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In determining which company officials would qualify as a top-level manager for purposes of Article
16 of the UN Model Convention, the Commentary notes that ‘the term “top-level managerial
position” refers to a limited group of positions that involve primary responsibility for the general
direction of the affairs of the company, apart from the activities of the directors. The term covers a
person acting as both a director and a top-level manager’. 33
The Commentaries on Article 17 of the UN and OECD Model Conventions provide guidance on the
meaning of ‘artiste’ and ‘sportsman’ or ‘sportsperson’. The article applies to performers whose
activities are of an entertainment character, including actors, athletes, participants in sports such as
tennis, golf and car racing or other entertainment activities such as billiards, chess or bridge
tournaments.
personnel.

34

It generally does not apply to conference speakers or administrative or support
The Commentaries also offer guidance on which activities of such persons would give

rise to income that falls within the scope of the article.35 The article applies to income of all
entertainers, whether they are private or government employees, or providing independent services.
For purposes of Article 20, whether a person will qualify as a ‘student or business trainee or
apprentice’ will depend on the domestic law of the country applying the treaty. Tax authorities of
the visited country will also need to determine whether the payments received are for the purpose of
the recipient’s ‘maintenance, education or training’. Such payments need to be distinguished from
payments for services, which are dealt with under Article 15, Article 7 or Article 14. Guidance on
this issue is provided in the Commentaries.36
In treaties that include a teachers’ article, the question whether a person qualifies as a teacher for
purposes of the article can be troublesome. Some countries consider that only income from the
teaching activities of persons who hold formal qualifications as a teacher is dealt with under the
article. Other countries take a wider view of the scope of the article and apply its provisions to any
person performing teaching activities.
33

Paragraph 5 of the UN Commentary on Article 16.

34

See paragraphs 3 to 7 of Commentary on Article 17 of the OECD Model Convention, and paragraph 2 of
the Commentary on Article 17 of the UN Model Convention quoting paragraphs 3 to 7 of Commentary on
Article 17 of the OECD Model Convention.

35

See paragraphs 8 and 9 of Commentary on Article 17 of the OECD Model Convention, and paragraph 2 of
the Commentary on Article 17 of the UN Model Convention quoting paragraphs 8 and 9 of Commentary
on Article 17 of the OECD Model Convention.

36

Paragraph 3 of the Commentary on Article 20 of the OECD Model Convention, and paragraph 2 of the
Commentary on Article 20 of the UN Model Convention quoting paragraph 3 of the Commentary on
Article 20 of the OECD Model Convention.
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2.3

Source of income

Under many treaty provisions, the right to tax on a source basis will depend on the services being
performed within the country. However, this is not always the case. Source taxing rights may also
be allocated to a country under some treaty provisions where the payer is a resident of that country
(e.g. in the case of directors’ fees, or fees for technical services). Services income that is attributable
to a permanent establishment or fixed base situated in a country may also be taxed in that country.
In applying a treaty provision with respect to income from services, tax authorities should, therefore,
be aware of the basis on which a source taxing right is allocated and determine whether the relevant
nexus exists.
It should be noted that, whatever the treaty rule may be for allocating taxing rights, countries may
only exercise that right to the extent that their domestic law permits. The allocation of a taxing right
under the treaty does not authorize a country to tax income that would otherwise not be subject to tax
under domestic law. Accordingly, in applying source taxing rights allocated under the treaty, tax
authorities should also take into account whether the income would be regarded as having a source in
their country under domestic law.
2.3.1

Place of performance

Under the UN Model Convention, the place in which the services are performed is relevant to the
application of Article 5, Article 8, Article 14, Article 15, Article 17 and Article 19.
For purposes of the deemed services permanent establishment provision in Article 5(3)(b) of the UN
Model Convention, tax authorities will need to determine whether activities involving the furnishing
of service continue ‘within a Contracting State’ for the requisite period. Article 14(1)(b) also
requires that the services be ‘performed’ in the source state, while Article 15 and Article 17 refer
respectively to employment and personal activities ‘exercised’ in that state. Article 19 refers to
services ‘rendered’ in a state. Notwithstanding the different terminology used in these articles, it is
generally accepted that in each case the provisions require the performance of services by individuals
who are physically present in the country. Although the Commentary on Article 5 of the UN Model
Convention does not discuss this requirement in Article 5(3)(b), in most countries the provision is
interpreted as meaning that the services must be physically performed in the source state37. A few
37

Ariane Pickering, Enterprise Services, General Report, in International Fiscal Association, vol 97a Cahiers
de droit fiscal international (Sdu Uitgevers, The Hague, The Netherlands, 2012) at p.39.
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countries, however, do not agree with this interpretation. India, for example, takes the view that
‘physical presence of an individual is not essential’38. Under this latter interpretation, services
performed outside the relevant state may be regarded as having been furnished within that state, e.g.
if they are performed for the benefit of a resident. The OECD’s alternative provision deeming a
services PE39 explicitly provides that the services must be ‘performed’ in the source state. The
Commentary further states as a principle that source taxation ‘should not extend to services
performed outside the territory of a State’.40
In applying Article 5(3)(b), as well as Article 14(1)(b) and Article 17, the main challenge for tax
authorities is in identifying when services are being performed in their territory, particularly in the
case of mobile services activities. Information concerning service activities performed in a country
by non-residents may be available, in the case of services provided to a resident enterprise or a
permanent establishment situated in that country, in the records of those enterprises that claim
deductions in respect of the payments. However, this imposes a substantial administrative burden on
tax authorities and would not be effective in the case of services provided to non-business consumers
who do not claim such deductions.41 Another approach adopted in many countries is to require that
individuals or enterprises that carry on taxable activities within their jurisdiction obtain and quote a
taxpayer identification number, or business identification number. This may assist tax authorities in
tracking this income. Similarly, information provided to relevant authorities under any business
registration requirements may, if available to tax administrations, help the administration to identify
non-residents carrying on business within a country.
The definition of permanent establishment in Article 5(1) of both the UN Model Convention and the
OECD Model Convention requires the existence of a fixed place of business through which the
business of the enterprise is carried on. Where such a fixed place of business exists, the country in
which it is situated may tax profits attributable to that place in accordance with Article 7. Similarly,
Article 14(1)(a) of the UN Model Convention allows source taxation of independent personal
services income attributable to a fixed base of the service provider.

38

India’s position on paragraph 42.31 of the Commentary on Article 5 of the OECD Model Convention.

39

See paragraph 42.23 of the Commentary on Article 5 of the OECD Model Convention.

40

Paragraph 42.22 of the Commentary on Article 5 of the OECD Model Convention.

41

See paragraph 42.12 of the Commentary on Article 5 of the OECD Model Convention.
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In neither case does the treaty specifically provide that services must be performed in the state in
which the fixed place of business or fixed base is situated. While services provided through a fixed
place of business or fixed base would usually be performed in the country in which that fixed place
or fixed base is situated, countries take different views as to whether income from services
performed outside their jurisdiction could be attributed to a fixed place of business or fixed base.42
Whatever view tax authorities take on this matter, source tax may only be imposed in a country if the
income would otherwise be subject to tax in that country (e.g. because it is regarded as having a
source in that country) in accordance with domestic law. Countries that seek to attribute to a fixed
place of business, or a fixed base, income from services performed in another country, are likely to
encounter practical difficulties in identifying those services, particularly where the services are
provided to a non-resident.
Source taxation of employment income under Article 15 depends, in the first instance, on whether
the employment is exercised in a country, although the residence of the payer (employer) is also
relevant to determination of entitlement to source tax exemption in the case of certain short-term
visits. If the employment is not exercised in a country, a non-resident employee is entitled to
exemption from taxation in that country on that remuneration. Determination of where employment
is exercised may not always be a simple matter, especially if the employee is not required to provide
his or her services at a particular workplace such as an office. However, an employee who seeks
exemption from taxation in the country where employment is exercised may be expected to keep
detailed records of where his or her employment duties were performed.
For purposes of Article 8, the place in which the transport services are performed is relevant in that it
is necessary to determine whether ships or aircraft are operated ‘in international traffic’. The term
‘international traffic’ is defined in Article 3 General Definitions of the UN Model Convention to
mean any transport by ship or aircraft operated by an enterprise that has its place of effective
management in a treaty partner country, unless the ship or aircraft is operated solely between places
in the (source) country. As a result of this broad definition, the rules provided in Article 8 apply not
only to profits from international transport between countries, but also to profits from domestic
transport within the country in which the enterprise has its place of effective management, or from
domestic transport within a third country.

42

Ariane Pickering, Enterprise Services, General Report, in International Fiscal Association, vol 97a Cahiers
de droit fiscal international (Sdu Uitgevers, The Hague, The Netherlands, 2012) at p.56.
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The source state, in deciding whether to exempt the profits in accordance with Article 8 (alternative
A) or to reduce its tax in accordance with Article 8 (alternative B), must determine whether, on the
particular voyage that gave rise to those profits, the ship or aircraft on which the transport was
provided was being operated in international traffic.

Tax authorities will therefore need to

determine, in relation to each voyage of each ship or aircraft operated by a foreign enterprise,
whether that voyage was confined to places within their country.43 If the ship or aircraft was being
operated solely between places in the country, then Article 7, and not Article 8, will apply with
respect to the income. The foreign enterprise should be able to produce shipping records of each
voyage in respect of which exemption from tax is claimed under Article 8. However, the compliance
and administrative burden involved in identifying which voyages are in international traffic, and the
income derived in the source country from such voyages, is likely to be significant.
Some countries may find it easier to determine whether the journey of the passenger or cargo is
confined to places within their territory, irrespective of whether the voyage is made on a ship or
aircraft that is operated solely between places in that territory or is used for a voyage in international
traffic. If information is more readily available concerning the journey of the passenger or cargo,
rather than the journey of the ship or aircraft, these countries may prefer to use in their treaties the
alternative formulation of the definition of ‘international traffic’ set out in paragraph 6.2 of the
OECD Commentary on Article 3.
2.3.2

Residence of payer

Under Article 16 source taxing rights are allocated to the residence country of the company of which
the recipient is a director or high-level manager. The place where the activities of the director or
high-level manager are performed is irrelevant.
Whether or not a country can exercise this taxing right will depend on domestic law. The domestic
law of many developing countries imposes withholding tax on fees paid to non-resident directors
and/or managers of resident companies. However, in some countries, a non-resident director or
manager whose activities are performed outside that country would not be liable for tax on his or her
remuneration, notwithstanding that the company of which they are a director or manager is a resident

43

A ship or aircraft that operates solely between places in a State would not be regarded as being used in
international traffic, notwithstanding that part of that journey may take place outside that State, e.g. in
international waters. See paragraph 6.3 of the Commentary on Article 3 of the OECD Model Convention.
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of that country. The allocation of a taxing right under the treaty would not, in these circumstances,
give rise to a tax liability.
The residence of the payer of the income is also relevant for determining source of services income
that falls under Article 12 or a Fees for Technical Services treaty provision. Under these provisions,
the income is deemed to arise in the country of which the payer is a resident, or if the fees are borne
by a permanent establishment or fixed base, in the country where the permanent establishment or
fixed base is situated. Such provisions may give rise to administrative complexities, particularly for
countries that do not tax fees for technical services by withholding under their domestic law. In
these cases, the source of the income for treaty purposes is likely to differ from the source as
determined under domestic law. For example, under domestic law, fees for such services may be
treated as having a source in a country, and taxable therein, only if the services are performed in that
country. In these countries, information as to the residence of the payer of the fees may not be
readily available.

It may therefore be difficult to determine whether source taxing rights are

governed by Article 12 or a Fees for Technical Services provision (in cases where the fees are paid
by a resident or borne by a permanent establishment or fixed base) or by Article 7 (in other cases
where the technical services are performed in the country).
The residence of the payer is also relevant to determining whether an exemption from source
taxation applies in respect of employment income covered by Article 15. One of the three conditions
that must be met in order for exemption to apply under Article 15(2), is that the employer must not
be a resident of the country in which the employment is exercised. Some treaties go further and
require that the employer be a resident of the same country as the employee in order for the
exemption to be granted.
An employee claiming exemption under this provision may not be in a position to provide the
necessary evidence as to the residential status of his or her employer.

However, the tax

administration should have information as to whether the employer is a resident of the source
country (and thus, by default, whether it is not a resident). For treaties that only exempt the
employment income if the employer is a resident of the same country as the employee, information
as to where the employer is a resident may not be readily available to either the employee or the tax
administration of the country in which the services are performed. In these circumstances it may be
necessary to seek confirmation of the employer’s residential status in the other country through the
exchange of information process.
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Particular difficulties in the administration of Article 15 can arise in cases where an employee is in a
formal contractual employment relationship with a non-resident enterprise but whose services are
provided for the benefit of a resident enterprise. It is important therefore to correctly identify who is
the ‘employer’ for purposes of applying the exemption under Article 15(2).44
Also, to be exempt under Article 15(2), the remuneration must not be borne by a permanent
establishment situated in that State. While the accounts of any permanent establishment of the
employer would generally reflect whether or not this is the case, again this information may not be
available to an employee who is seeking treaty benefits under this article. It should, however, be
accessible by the tax authorities.
For purposes of Article 20, payments received by students, trainees and apprentices will only be
exempt if the payments ‘arise from sources outside’ the visited country. Payments made from
abroad will normally be from sources outside the country. However, the Commentary makes it clear
the payments made by or on behalf of a resident of the visited country, or borne by a permanent
establishment situated in that country, are not considered to arise from sources outside that country.45

2.4

Thresholds

Some treaty provisions allow source taxation of certain types of services income without any
minimum threshold conditions, e.g. Article 16, Article 17 and Article 19. Other provisions dealing
with income from services provide a variety of threshold conditions for source taxation. These
include:
–

existence of a fixed place of business or fixed base;

–

a time threshold, which may relate to presence of the service provider in the source country
or periods during which services are provided in that country;

–

level of business activities;

–

monetary threshold.

Conversely, exemption from source taxation may only apply where thresholds are not exceeded, or
where other conditions are met.
44

See paragraphs 8.1 to 8.28 of the Commentary on Article 15 of the OECD Model Convention and
paragraph 1 of the Commentary on Article 15 of the UN Model Convention quoting paragraphs 8.1 to 8.28
of the Commentary on Article 15 of the OECD Model Convention.

45

Paragraph 4 of the Commentary on Article 20 of the OECD Model Convention, and paragraph 2 of the
Commentary on Article 20 of the UN Model Convention quoting paragraph 4 of the Commentary on
Article 20 of the OECD Model Convention.
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2.4.1

Fixed place of business or fixed base

Source taxation under Article 7 depends on the existence of a permanent establishment in that
country. A permanent establishment is created under Article 5(1) where the service provider has a
fixed place of business through which the activities are performed. Similarly, Article 14(1)(a)
allows source taxation where the service provider has a fixed base available to him for the purpose of
performing his independent personal services.
The need to establish the existence of a permanent establishment or fixed base is also relevant to
taxation of services income under Article 15 in that the exemption provided under paragraph 2 of
that article will not apply if the employment remuneration is borne by a permanent establishment.
For treaties that tax services income under Article 12 or a Fees for Technical Services article, the
permanent establishment and fixed base concepts are relevant to determination of source.
Furthermore, those provisions do not apply to income which is effectively connected with a
permanent establishment or fixed base.
The administrative challenges involved in determining the existence of a fixed place of business
permanent establishment are discussed in a separate paper46 and will not be discussed further in this
paper.
The same considerations would also apply to the determination of a fixed base. Although a few
countries consider there is a difference between the concept of permanent establishment and that of
fixed base, the two are generally regarded as identical. 47 The Commentary on former Article 14 of
the OECD Model Convention notes that ‘there were no intended differences between the concept of
permanent establishment … and fixed base’.
2.4.2

Time threshold – Presence of service provider

The amount of time the service provider spends in a country may be relevant to determination of
taxation in that country. Article 14(1)(b) allows for source taxation where the service provider’s stay
in the (source) State is for ‘a period or periods amounting to or exceeding in the aggregate 183 days
in any twelve-month period’. The same time threshold is also relevant to determination of an
employee’s entitlement to exemption from source taxation under Article 15(2) and to the existence
46

See Jinyan Li, Taxation of Non-residents on Business Profits, Paper 5–A of this collection.

47

Ariane Pickering, Enterprise Services, General Report, in International Fiscal Association, vol 97a Cahiers
de droit fiscal international (Sdu Uitgevers, The Hague, The Netherlands, 2012) at p.46
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of a permanent establishment under paragraph (a) of the OECD’s alternative deemed services PE
provision.48
Although the provisions refer respectively to the service provider’s ‘stay’ in the source country in
Article 14(1)(b) and to the employee being ‘present’ in that country in Article 15(2)(a) and the
OECD alternative deemed services PE provision, the concepts are the same.

In all of these

provisions, the time threshold refers to days in which the person is in the source state. The time
threshold in these provisions refers to the physical presence of the person in the country, and not to
the number of days during which services are performed or employment is exercised in the source
state49. The requirement is therefore only to determine the number of days during which the person
is present in the source country, which may occur over a number of visits, in any 12-month period
beginning or ending in the relevant fiscal year. This can be relatively easily documented by the
taxpayer, e.g. through passport entries or other immigration records. A day during any part of which
the person is present in the country counts as a day of presence. 50
However, days during which the person is a resident of that country for purposes of the treaty are not
taken into account.51 In this regard, it is important to note that, while a person may be regarded as a
resident for domestic tax purposes, the tie-breaker rules may deem that person to be a resident only
of the other country for treaty purposes.
2.4.3

Time threshold – Days during which services are performed

Under some articles, source taxation of services income is dependent on a time threshold that relates
to the number of days during which the services are rendered in that country, rather than on the
presence of the service provider. The existence of a deemed services PE under Article 5(3)(b)
requires, in relation to the furnishing of services by an enterprise, that ‘activities of that nature
continue (for the same or a connected project) within the (source) state for a period or periods
aggregating more than 183 days in any 12-month period commencing or ending in the fiscal year
48

Paragraph 42.23 of the Commentary on Article 5 of the OECD Model Convention.

49

See Article 5(3)(b) of the UN Model Convention where the time threshold refers to the number of days
during which the service activities are performed.

50

Paragraph 5 of the Commentary on Article 15 of the OECD Model Convention, and paragraph 1 of the
Commentary on Article 15 of the UN Model Convention quoting paragraph 5 of the Commentary on
Article 15 of the OECD Model Convention.

51

Paragraph 5.1 of the Commentary on Article 15 of the OECD Model Convention, and paragraph 1 of the
Commentary on Article 15 of the UN Model Convention quoting paragraph 5.1 of the Commentary on
Article 15 of the OECD Model Convention.
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concerned’. Similarly, paragraph (b) of the OECD’s alternative services PE provision uses the same
time threshold in relation to services performed by an enterprise in a country for the same or a
connected project.
Under both provisions, the time threshold must be applied to services performed ‘for the same or a
connected project’. The Commentary on Article 5 of the OECD Model explains that connected
projects covers separate projects carried on by an enterprise where those projects have a commercial
coherence.

Factors that are generally relevant to this determination are also set out in the

Commentary.52
In applying either provision, it should be noted that the time threshold applies to the number of days
during which services are performed by the enterprise. The services may be performed on behalf of
the enterprise through one individual or through many. Each day on which the enterprise performs
services in the country through at least one individual may be counted towards the threshold.53
A time threshold is also relevant for purposes of Article 5(3)(a), which deems a permanent
establishment to exist in respect of building sites, construction projects etc., and supervisory
activities connected with such sites or projects, but only if the site, project or activities ‘last more
than six months’. In this case, the site, project or activities commence on the first day on which the
enterprise begins its work in the country and continue until the work is completed or permanently
abandoned.54 The number of days during which building or other services are actually performed is
not relevant.
2.4.4

Other thresholds

The level of business activities conducted in the source country is relevant to the application of
paragraph 2 of Article 8 (alternative B). Application of this provision requires a determination of
when shipping activities in a country are ‘more than casual’. The phrase ‘more than casual’ in this
context means ‘a scheduled or planned visit of a ship to a particular country to pick up freight or

52

Paragraph 42.41 of the Commentary on Article 5 of the OECD Model Convention.

53

Paragraph 42.39 of the Commentary on Article 5 of the OECD Model Convention.

54

Paragraph 19 of the Commentary on Article 5 of the OECD Model Convention and paragraph 11 of the
Commentary on Article 5 of the UN Model Convention quoting paragraph 19 of the Commentary on
Article 5 of the OECD Model Convention.
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passengers’55, which is likely to cover virtually all commercial transport operations by ship in a
country.
A few treaties include a monetary threshold for source taxation, e.g. in Article 14 or Article 17. In
these treaties, source taxation is only permitted where the income received by the non-resident
exceeds a specified amount. Administration of such thresholds presents particular difficulties where
tax is collected by withholding, since the payer may have little knowledge of the total income
derived by the service provider from sources in the country.

2.5

Amount of income taxable in source country

Once any threshold for source taxation has been met, a determination of the amount of income that
may be taxed in that country must be made. In the first place, tax authorities must determine
whether deductions for expenses should be allowed. They must then consider how the amount of
income that may be taxed in the source country should be calculated, having regard to any
limitations that the treaty may place on source taxation.
2.5.1

Deductions for expenses

For purposes of Article 7, only ‘profits’ of the enterprise may be taxed in the source country. The
reference to ‘profits’ makes it clear that source tax may only apply to the net amount, after deduction
of relevant expenses, derived by the enterprise from its activities carried on through the permanent
establishment. Article 7(3) of the UN Model Convention provides that the expenses in respect of
which deductions must be allowed are those that are incurred for the purposes of the business of the
permanent establishment including executive and general administrative expenses. Under the UN
Model Convention, no deduction is allowed for amounts paid between a permanent establishment
and its head office in respect of royalties, interest or services except as reimbursement of actual
expenses. Guidance on the application of Article 7(3) is provided in the Commentaries.56
Other treaty articles dealing with taxation of income from services are silent on the question of
whether deduction of expenses must be allowed. Article 14 and Article 17 refer to ‘income’, while

55

Paragraph 13 of the Commentary on Article 8 of the UN Model Convention.

56

Paragraphs 16 to 18 of the Commentary on Article 7 of the UN Model Convention, and paragraphs 27 to
51 of the Annex to the Commentary on Article 7 of the OECD Model Convention. See also paragraphs 15
to 43 of the Commentary on Article 7 of the OECD Model Convention.
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Article 15, Article 16 and Article 19 refer to amounts such as salary, wages, remuneration or
directors’ fees or similar payments.
Although the Commentary on Article 14 states that expenses should be allowed in determining the
income attributable to a fixed base57, this practice is not followed in all countries. Some countries
tax income from independent personal services on a gross basis.58 No guidance is provided in the
Commentaries on the other articles as to whether deductions must be allowed in respect of expenses
incurred in deriving the relevant income. In these cases, the domestic law of the source country will
determine the extent, if any, to which deductions are allowed for expenses.59
2.5.2

Limitations

Under Article 7, only profits that are ‘attributable to’ to a permanent establishment may be taxed in
the country in which the permanent establishment is situated.

In treaties that include the force of

attraction provisions of the UN Model Convention, profits that are attributable to service activities
carried on in that country that are similar to those carried on through the permanent establishment
may also be taxed.
Difficulties are often encountered in determining how much profit is attributable to the permanent
establishment. While these are not significantly different in the case of services PEs from the
problems of determining the profits attributable to services performed through a fixed place of
business PE, they are nevertheless issues of concern to tax administrations. Attribution of profits to
a permanent establishment is a complex issue and is beyond the scope of this paper. Tax authorities
should follow the guidance provided by the Commentary on Article 7 of the UN Model Convention
or, if Article 7 of the OECD Model Convention (as of 2010) is adopted in a treaty, the guidance

57

Paragraph 3 of the former Commentary on Article 14 of the OECD Model Convention and paragraph 10
of the Commentary on Article 14 of the UN Model Convention quoting paragraph 3 of the former
Commentary on Article 14 of the OECD Model Convention.

58

Ariane Pickering, Enterprise Services, General Report, in International Fiscal Association, vol 97a Cahiers
de droit fiscal international (Sdu Uitgevers, The Hague, The Netherlands, 2012) at p.45.

59

See paragraph 10 of the Commentary on Article 17 of the OECD Model Convention and paragraph 2 of
the Commentary on Article 17 of the UN Model Convention quoting paragraph 10 of the Commentary on
Article 17 of the OECD Model Convention.
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provided in the Commentary to that Article and the 2010 Report on the Attribution of Profits to
Permanent Establishments.60
Article 14(1) (a) limits source taxation to income that is ‘attributable to’ a fixed base available to the
independent service provider. The Commentary notes that the guidance for interpreting and
applying Article 7 can also be used for the purposes of Article 14.61
For purposes of Article 15 the country in which employment is exercised may tax the employee’s
remuneration, but only to the extent that the remuneration is derived from the employment exercised
in that country. Accordingly, unless the employment is exercised wholly in the source state, it will
be necessary to make a determination of how much of the employee’s remuneration may be taxed in
the source state. A suitable method for making such a determination would be to apportion the
individual’s income from that employment derived during the year, based on the number of days
when the duties are performed in the country compared to the number of days when the employment
is exercised outside that country.
Paragraph 2 of Article 8 (alternative B) permits source taxation of profits from shipping activities in
a country, irrespective of the existence of a permanent establishment, and irrespective of whether the
profits are attributable to any permanent establishment. However, an ‘appropriate allocation of the
overall net profits’ of the enterprise must be made.
The Commentary notes that the overall net profits should generally be determined by the tax
authorities of the country in which the place of effective management of the enterprise is located (or
the country of residence).62 A notice of the tax assessment on the enterprise may be accepted as
sufficient evidence of the home country’s determination of overall net profits. However, as noted in
the Commentary,

63

some of the conditions of the determination, e.g. the treatment of special

allowances or prior year losses, may need to be negotiated between the two tax authorities. The
Mutual Agreement Procedure under Article 25 of the UN Model Convention would be a suitable
method of reaching such agreement.
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Report on Attribution of Profits to Permanent Establishments, OECD, Paris, 2010, available at
http://www.oecd.org/ctp/transfer-pricing/45689524.pdf.
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Paragraph 3 of the Commentary on former Article 14 of the OECD Model Convention and paragraph 10
of the Commentary on Article 14 of the UN Model Convention quoting paragraph 3 of the Commentary
on former Article 14 of the OECD Model Convention.
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Paragraph 14 of the Commentary on Article 8 of the UN Model Convention.
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An appropriate allocation of the profit must also be agreed. This could be done as part of the treaty
negotiations, e.g. in an interpretive Protocol annexed to the treaty. It could also be agreed, either
contemporaneously with or after the treaty negotiations, as a Memorandum of Understanding or
Exchange of Notes. An administrative-level resolution under the Mutual Agreement Procedure set
out in Article 25 is also possible. Guidance in the Commentary recommends allocation ‘based on
some proportional factor specified in the bilateral negotiations, preferably the factor of outgoing
freight receipts (determined on a uniform basis with or without the deduction of commissions)’. 64

2.6

Method of taxation and collection

Tax treaties do not prescribe the method of taxation that should be adopted by countries in exercising
taxing rights allocated to them under the treaty. Nor do they specify how the tax is to be collected.
These matters will generally be determined in accordance with the domestic law of the country
applying the treaty. The comments made in relation to Article 10 in this regard are generally
applicable to all articles, i.e. the provision ‘lays down nothing about the mode of taxation in the State
of source. It therefore leaves that State free to apply its own laws, and, in particular, to levy the tax
either by deduction at source or by individual assessment’.65
2.6.1

Taxation by assessment

Many countries levy tax on services income derived in their country by non-residents on an
assessment basis, either upon filing a tax return or by self-assessment. However, verification of
income and expenses may be a challenge for tax administrations, as it is often difficult to obtain
information about service activities performed in their country, especially where the services are not
performed through a fixed place of business or a fixed base. Some countries impose an obligation on
non-resident service providers to register their business when services are provided within the
country. Others require that a copy of the contract for services be lodged with the tax administration.
However, these obligations are often difficult to enforce.
To overcome such difficulties, developing countries frequently resort to the imposition of
withholding taxes on service fees paid to non-residents. In some countries, this may be a final tax,
64
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Paragraph 18 of the Commentary on Article 10 of the OECD Model Convention and paragraph 13 of the
Commentary on Article 10 of the UN Model Convention quoting paragraph 18 of the Commentary on
Article 10 of the OECD Model Convention.
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but in others taxpayers are given the option of taxation by assessment upon filing a tax return (or
other prescribed form).
2.6.2

Withholding tax

Developing countries commonly require payers to withhold tax on a wide variety of payments under
domestic law. For many such countries, withholding tax represents the only effective way of
collecting tax on payments to non-residents. If, as is often the case under domestic law, the resident
payer (or permanent establishment of a non-resident payer) is personally liable if they fail to
withhold the appropriate tax, there is a significant incentive for the withholding agent to comply with
the withholding tax requirements. The tax may be levied as a final tax or on an interim basis (i.e. as
an advance collection of tax). Where interim withholding is levied, the tax withheld is creditable
against the taxpayer’s final liability as assessed on the basis of net income disclosed in a tax return
filed by the taxpayer.
Interim or final withholding tax is often levied on:
–

employment income which is covered by Article 15 or Article 19;

–

independent personal services income (Article 14);

–

directors’ fees and remuneration of top-level managers (Article 16);

–

payments to artistes and sportspersons (Article 17);

–

payments made by residents and permanent establishments in respect of technical services
(which may be covered by Article 12 or Fees for Technical Services provisions).

Article 15 and Article 19
Under the domestic law of many countries, resident employers (including government employers)
are required to withhold tax from remuneration paid to employees, whether those employees are
resident or non-resident. In most countries, the withholding is an interim withholding tax. In some
countries however, the tax withheld may represent a final tax.
Non-resident employers in the country where the employment is exercised may also be obliged to
withhold tax on remuneration paid to employees. However, unless the employer is registered in the
source country or has a permanent establishment situated therein, it may be difficult for tax
administrations to enforce this obligation.
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Article 14
In some countries, non-residents providing independent personal services in a country are required to
register with the tax authorities. Nevertheless, most countries impose interim or final withholding
tax on payments by residents and permanent establishment in respect of such services as a way of
effectively collecting tax.
Article 16
Most countries require the paying company to withhold tax on directors’ fees and remuneration of
top-level managers. However, in some countries, the income will only be regarded as having a
source (and therefore taxable therein) if the activities are performed in that country. In these
countries, it is necessary to determine where and when the director’s or top level manager’s services
are performed.
Article 17
Practice amongst countries differs on how entertainment income is taxed. In most countries, given
the difficulties for tax administrations in knowing when an artiste or sportsperson is performing
entertainment activities in the country, an obligation is imposed on the promoter of the entertainment
or sporting event to withhold tax on payments to entertainers. This tax may be imposed on a final or
non-final basis. Where the tax is a final tax based on the gross amount paid to the artiste or
sportsperson, the rate imposed is generally relatively low. In some countries, an option for taxation
on a net basis is provided under domestic law or under a treaty.
Even with a withholding tax, collection of tax liabilities of non-resident entertainers often presents
problems. For example, enforcement of the obligation to withhold is particularly difficult where the
promoter is a non-resident. While treaties can help in this regard through the inclusion of provisions
for assistance in collection of tax66, few treaties negotiated by developing countries include such
provisions.
Technical fees
Technical fees paid to non-residents are often subject to a final withholding tax under domestic law.
When Article 12 and Fees for Technical Services provisions apply to such payments, the source
country has the right to continue to tax the fees through a final withholding tax on the gross amount
66
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of the payment. If, however, the fees are derived through a permanent establishment or fixed base
situated in the source state, they must be taxed in accordance with the rules applicable to business
profits, i.e. on a net basis. In countries where the fees would otherwise be taxed on a withholding
basis under domestic law, mechanisms may not exist for applying net basis taxation to the fees. Tax
administrations will need to ensure that procedures are in place to refund to service providers, who
claim the benefit of this treaty provision and who provide information to enable determination of
their net profit from the service activities, any tax withheld in excess of the tax payable on that profit.
Under the domestic law of many countries, however, fees for technical services or assistance are not
a separate category of income or are not subject to withholding tax. In these countries, there may be
further difficulties in applying special treaty provisions. If the domestic law does not distinguish for
tax purposes between technical and other services, there are likely to be difficulties in identifying the
services to which the treaty provision applies. It may also be difficult to apply a gross tax rate limit
if the fees are ordinarily included in taxable income and taxed on a net basis in the source country.
2.6.3

Application of treaty limits

The OECD Commentary on Article 1 notes that ‘each State is free to use the procedure provided in
its domestic law in order to apply the limits provided by the Convention’. The method that is ‘highly
preferred’ is to limit the tax that is levied to accord with the limits provided under the treaty. 67
This can be problematic, however. For purposes of Article 14, for example, a withholding agent
may not know how long the service provider will be present in the country and so will not be able to
determine the service provider’s entitlement to exemption. Furthermore, if withholding agents are
liable for underpaid tax (as is commonly the case when the withholding tax represents the final tax
liability of the service provider), the agent is unlikely to refrain from collecting that tax unless a
waiver is issued by the tax authorities. In a few countries, the possibility exists for a taxpayer to
apply in advance for such a waiver. However, tax authorities would need to be convinced that the
service provider is not going to exceed the relevant time or other threshold provided in the treaty.
It is recognized that, rather than providing an upfront exemption, a country may impose tax in
accordance with its domestic law and subsequently refund any tax that exceeds the amount permitted
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Paragraph 26.2 of the Commentary on Article 1 of the OECD Model Convention.
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under the treaty. Countries that follow this latter approach should ensure that they have in place
procedures that will allow the refund to be made without any undue delay.68
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