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Public Ruling: Construction income and
subcontractors

Relying on thisRuling

Thisisapublic ruling within the meaning of Section 66 of Regulation 2000/18.
Information in this ruling may be relied upon by taxpayers as the basis for
determining their tax liability.

| ntroduction

1 Asareault of Regulation 1999/1, the Law on Income Tax
applies to businessincome in Eagt Timor, subject to some
modifications in Regulation 2000/18 (as amended). Many types of
business income will be subject to withholding tax under the Law on
Income Tax.

2. Both find and non-find withholding taxes may be imposad on
business income derived by persons who are resdents of East Timor
or who are non-residents but who derive the income through a
permanent establishment in East Timor.

3. Businessincome (including income from congtruction
activities) derived by anon-resdent of East Timor who does not
derive the income through a permanent establishment in East Timor is
subject to afind withholding tax.

4. Where a nonfind withholding tax isimposed on business
income, the taxpayer deriving the income must deliver an income tax
return at the end of the tax year. If the taxpayer'stax liability for the
year on business income exceeds the tax withheld on businessincome
paid to the taxpayer, the additiona tax is a debt owed to the East
Timor Trangtiona Adminigration [If the taxpayer'stax liability for

the year on busnessincome is less than the tax withheld on business
income paid to the taxpayer, the excess tax paid will be refunded to
the taxpayer.

5. By way of contragt, where afina withholding tax gppliesto
income, no further tax lidbility isimposed on the income and no
adjusments to the tax will be made.

6. The following types of income related to the condruction
industry are subject to afinal withholding tax when paid to persons
who are residents of East Timor or who are norresidents but who
derive the income through a permanent establishment in East Timor:
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income from congtruction and building activities 2%
income from condruction consulting servicesincuding 4%
project management, engineering desgn and Site
SUpervisSon Services

7. The following types of income related to the congtruction
industry are subject to a non-final withholding tax when paid to
persons who are resdents of East Timor or who are non-residents but
who derive the income through a permanent etablishment in East
Timor:

income from the provison of the following services 5%
interior and landscape design
architectura
urveying

8. A 20 % find withholding tax isimposed on income of non-
resident contractors with no permanent establishment in East Timor.
However, snce a condruction ste will normdly giveriseto a
permanent establishment under the Law of Income Tax, it can be
assumed that in most cases the relevant withholding tax rate is 2 %.

0. The respongibility for withholding tax will usudly rest with
the payer and this ruling deals with withholding tax obligationsin
these circumstances. In certain Stuations, the respongbility of
withholding the tax rests with the recipient. These “sdf withholding”
arrangements will be the subject of a separate public ruling.

10. A vaiely of contractud arrangements exist in the construction
industry. Mogt arrangements fdl into one of four categories:

A builder may build a project on his own account and then
sl the completed building to anew owner.

In some cases, a contractor contracts with a customer to
provide congtruction of a building or infrastructure and that
contractor carries out the work directly, employing itsown
gpecidigs with the various skills required.

Sometimes, a contractor contracts to provide congtruction
supervison and project management servicesfor a
congruction project but the individua specidist
contractorsthat carry out different types of construction
tasks (e.g., tilers, plumbers, eectricians, bricklayers,
roofers, and so forth) contract directly with the person for
whom the building or infrastructure is buiilt.

Findly, contractors often contract to provide construction
services and then subcontract various parts of the
construction work to specidist sub-contractors.
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11.  Thesecond (next) part of thisruling explains the difference
between income from congtruction and building activities (which is
subject to 2 % find withholding tax) and income from congtruction
consulting services (which is subject to 4 % find withholding tax).
Thethird part of the ruling explains how the withholding tax worksin
the case of contractors and subcontractors. The fourth part of the
ruling explains what happensiif a person paying income that should be
subject to final withholding tax fails to withhold the tax as required.

Which rate of withholding tax applies?

12. Income from congtruction and building activitiesis subject to
2 % fina withholding tax while income from congtruction consulting
sarvicesis subject to 4 % find withholding tax. The two different
rates reflect the fact that taxpayers providing the first type of activity
will usudly incur higher costs as a percentage of their total income
than taxpayers providing the second type of service.

13.  Thedidinction between congtruction and building activities
and congtruction consulting servicesis a distinction between on the
one hand the actud activitiesthat are directly part of the physicd
labour of congtruction or building and on the other hand the one-step
removed process of supervisng or managing a project in which other
persons carry out the physical labour. A person who undertakes direct
condruction or building work will incur codts of tools, other
equipment and supplies that are likely to be much greeter than the
costs incurred by a person who provides supervisory or management
SEIVices.

14. In most cases, there will belittle difficulty in ascertaining
whether aperson is carrying out congtruction and building activities or
congtruction consulting services. Where aperson is carrying out only
congruction consulting services, the persons providing the
construction and building activities will be doing so under contracts
with the customer to provide a building or construction item or under
contracts with a head contractor who is responsible for the actua
building or congtruction.

15. In some cases, the same person may be responsible for actual
building or congtruction and supervison of a bulding or congtruction
project. In thiscase, the person will be a head contractor who has
contracted with the customer to provide a building or construction
item and then contracted with subcontractors to carry out various parts
of the construction and building work. The supervisory and
management services performed by the head contractor are merely
ancillary to the congtruction and building activities which that person
provides. His contract with the customer isfor the product of
condruction and building activities, not supervisory or management
sarvices. These are only incidenta to the taxpayer’ swork and arise



ETRS/SRTL Public Ruling 2001/6

Page 4 of 6

only because the taxpayer in this Stuation relies on subcontractors to
carry out some or al of the tasks involved in the congtruction and
building activities,

How doesthe withholding tax apply to head
contractors and subcontractor s?

16.  Where acontractor contracts to provide the product of building
and condruction activities and undertakes al the work required itsdif,
the only payment subject to find withholding tax will be the payment
from the customer to the contractor. If the contractor acts as a head
contractor and subcontracts various building and construction
activities to subcontractors, the payments to those persons, who are
also being paid in repect of building and congruction activities will
a0 be subject to the find 2 % withholding tax. Evenif the head
contractor does none of the actud work itsdlf, it is providing building
and congruction activities as thisiswhet it had contracted to do. The
choice to use subcontractors ingtead of doing the work itsalf will not
change the nature of the servicesit has contracted to provide. The
customer’ s recourse if there is a problem with the work is with the
head contractor, not any subcontractors that the head contractor may
have used to carry out particular tasks.

Example:

Timor Congtruction Company has contracted with a
government department to reconstruct a damaged school
building. Timor Congtruction Company in turn subcontracts
parts of the project to three businesses, Project Management
Company, Dili Plumbing and Electricd, and Pecific Electricdl.
Project Management Company is responsible for supervisng
the activities of the other subcontractors for the project. Dili
Plumbing and Electricd in turn contracts with three
businesses: Marvin Pipes and Irrigation to indal water and
sewerage pipes required for the project, Norman Kitchensto
finish the canteen area of the school and the toilet facilities,
and Dorben Water Tarnks to produce and install water storage
fadilities on the roof of the building.
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government department
v
Timor Congtruction Company

Project Dili Fumbing Pacific Electrica
Management and
Company Electrica

Marvin Pipes Norman Dorben

and Irrigation Kitchens Water Tanks

The government department has contracted with Timor
Construction Company to rebuild the school. This contract is
aprimary "congtruction and building activity" contract. Timor
Consgtruction Company can do the actual work required as part
of the congtruction and building activity itsef or it can
subcontract the work, asit has done. The payment to Timor
Congtruction Company isincome from construction and
building activities and will be subject to a2 % find

withholding tax.

The payments by Timor Congtruction Company to Dili
Plumbing and Electrical and Pacific Electrical are dso
payments for building and congtruction activities and
accordingly will be subject to a2 % find withholding tax. The
payments by Timor Construction Company to Project
Management Company are for supervisory and management
services and will be subject to a4 % find withholding tax.

The payments by Dili Plumbing and Electrica to Marvin Pipes
and Irrigation, Norman Kitchens and Dorben Water Tanks are
al in repect of building and congiruction activities and each

of these will be subject to a 2% fina withholding tax.

What happensif a person paying income
subject to withholding tax failsto withhold
tax?

17. Regulation 2000/18 and, by reason of Regulation 1999/1, the
Law on Income Tax impose aliability to withhold tax on persons
paying the types of income subject to withholding tax. Thefailure of
aperson required to withhold tax to do so will not relieve the recipient
of income of lighility to pay the tax that should have been withheld. If
aperson required to withhold tax fails to do so, pursuant to section
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38.5 of Regulation 2000/18, the Commissioner will assessthe
recipient of the income for the tax that should have been withheld.

18.  Conversly, if aperson who is responsble for withholding tax
under Regulation 2000/18 and the Law on Income Tax fallsto do so
and as a consequence the Commissoner assesses the recipient of the
income for the tax, the fact that the tax has eventualy been paid will
not affect the ligbility of the person paying income to withhold and
deliver thetax. In other words, a person who paysincome that should
be subject to withholding tax has no option to “eect” not to pay the
tax so that the recipient of the income will pay the tax.

19. If the Commissioner is required to assess the recipient of the
income because of the failure of the person paying the income to
withhold tax, the Commissioner may separately impose additiond tax
on the person who failed to withhold tax as required under the law for
fallure to ddliver atax return and falure to ddiver the tax that should
have been withheld. In addition, the Commissioner may charge the
person who should have withheld tax with the offences of fallure to
provide informetion or atax return and failure to pay tax as required.
Financid penalties or imprisonment may be imposed on a person
convicted of these offences. The Commissioner may dso deny the
person who should have withheld tax from claming atax deduction in
respect of amounts that have not been correctly subject to withholding
tax.

Date of effect

20.  ThisPublic Ruling has effect from 14 March 2001.

Thomas Story
Commissioner of East Timor Revenue Service
14 March 2001

Legislative references:

find withholding tax Reg 2000/18 s38.3
withholding tax rate on construction
and building activity Reg 2000/18 Sch1,s6, PtA,
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