ETRS/SRTL
EAST Public Ruling 2001/3

TIMOR
REVENUE Public Ruling: When isthere employment

SERVICE in East Timor ?

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.

SERVICOS

:) E 1 Regulation 2000/18 imposes wage income tax on taxable
QECEITAS wagesin respect of employment in East Timor. Theterm
“employment in East Timor” is defined in section 3 of the Regulation

DE TIMOR ==

employment in East Timor” means the provision of persona

LOROSA’E savicesin East Timor:
@ in the course of an employer and employee
relationship;
(b) as director of acompany;
(© asthe holder of apublic office; or

(d) asan officid of the government of East Timor posted
overseas’

2. This Public Ruling explains four aspects of the definition. The
next (second) part of this Ruling explains what the provision of
“personal services’ means.

| ntroduction

3. The third part of the Ruling explains when persona services
are provided “in the course of an employer and employee
relationship”.

4. The fourth part of the Ruling explains when services are
provided “in East Timor”.

5. Thefifth and find part of the Ruling explains when a person
"provides’ wages in respect of employment in East Timor and is thus
ligble to withhold and ddliver wage income tax under section 30 of
Regulation 2000/18. 1t explains the difference between the person
who provides the wages and the person who actualy makes payment,
which might be adifferent person from the person providing wages.

What are personal services?

6. The phrase “employment in East Timor” is defined in terms of
the provison of “persona services’. Persona servicesin the sense of
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sarvice based on anaturd person's exertion or labour isthe first key
element of employment.

7. The dearest case in which anatura person provides persona
sarvices iswhere the person provides only personal exertion or labour
for another person. There are, however, three Stuationsin which
characterisation of the services provided arise. In some cases, a
digtinction must be made between:
the provison of personal services and a business structure;
the provision of persona services and business assts, or
the provision of persond services and the sde of an
intellectua property right.

8. The digtinction between persona services and a business
gructure may be illustrated with the example of abusinessthat
acquires accounting services from a natura person and another
business that acquires accounting services from alarge accounting
partnership. In theformer case, the naturd person is providing
personal services since the business contracted with that person to
actualy perform the accounting tasks required. 1n the second case,
the business contracted for services from another business. The firm
needing the accounting services does not care who actudly doesthe
work, so long as the accounting firm ensures it is done properly. By
contracting with afirm, they areleaving it up to the firm to decide
who will actudly do the work.

9. Thefirg case may give rise to an employment Stuation
(subject to other tests discussed later in this ruling being satisfied)
while the second case cannot give rise to an employment relaionship
between the business needing accounting services and the accountants
who work for the accounting firm. The accountants may be employees
of the accounting firm but they will not be employees of the first
business since it has acquired services from a business structure rather
than persond services.

10.  The second digtinction is between casesinvolving the
provision of labour and equipment where the labour portion is
predominant and those where the equipment portion is predominant.
Theformer isaprovison of persona services, while the latter isthe
provision of equipment.

Example 1:

Café Deluxe contracts with Paula to ddiver lunches and drinks
to its customers. The contract requires Paulato supply her
own bicycle to use to ddliver the food and drink. Whilethe
bicycle is necessary for the delivery, the service provided isa
persond service since the pay provided to Paulais mostly for
her services, not for the cost of the bicycle.
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Example 2:

East Timor Building Company has won a contract to rebuild
three bridges. It contracts with Roberto, who owns alarge
earth mover and alarge semi-trailer he usesto transport the
earth mover to congtruction Sites. Roberto persondly drives
the truck to transport his earth mover and operates the earth
mover. While the payment made to Roberto is partly for his
operating skills, most of the payment isfor the use of the
speciadised and expensive equipment. Asthe [abour
component of the payment is not as great as the equipment
part, Roberto is providing a service other than a persond
sarvice. Since heis not providing persond services, his status
will be that of a contractor but not an employee.

11.  Thethird digtinction is between cases where a naturd person
provides labour that leads to the creation of property and where a
person actudly providesthe property. The former isthe provison of
apersond service, while the latter isthe provison of property.

Example 3:

Susannareceives acommisson from alarge bank to paint a
large mura on a canvass to be hung inside the bank. Susanna
istold she may work to her own design. From thetime itis
darted until completion, the painting belongs to the bank.
Susannais only providing the labour to produce the find
product. Susannais providing persond servicesto the bank
and may be an employee of the bank if the other conditions for
employment discussed below are satified.

Example 4:

Samud worked for one month to produce alarge sculpture.
When he completed the sculpture he invited representatives
from severd businessesto view thework. He sold the
sculpture to the bank, which sat it underneeth the murd

created by Susanna. As there was no commission from anyone
to create thiswork, Samuel created his property independently
of any particular client. He provided property to the bank, not
apersond service. While the property was the result of his
personal labour, the labour was provided before the bank
acquired any interest in the product of the labour. Heisa
vendor to the bank but he would not be an employee of the
bank.
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When are personal servicesprovided “in
the course of an employer and employee
relationship” ?

12. Even if it isdecided that a person is providing persond
services, payment for those services will condtitute wages only if the
person is providing the services "in the course of an employer and
employee rdationship”. The actua nature of the relationship between
the person providing services and the person receiving the services
will determine whether the rdationship is one of employee and
employer or is one of independent contractor and customer. The form
of the contract between the partieswill not determine the character of
ther rdationship. That is, if the rdationship amounts to an employee
and employer relationship, the fact that the parties may have called the
arrangement a contract for independent contractor services will have
no effect on the actua character of the relationship for tax purposes.

13.  Theconcept of an employee and employer relationship is used
inmany areas of law. Intax law it is used to determine whether the
remuneration paid to a person is awage and subject to wage income
tax. Inlabour law it is used to determine whether the person
providing servicesis entitled to various rights and subject to various
obligations of employees set out in the labour law. And in negligence
law it is used to determine vicarious ligbility — that is, to decide
whether anegligent person is an independent contractor and is
persondly ligble to compensate the victim of negligence or whether
the person is an employee, in which case the person's employer may
a0 be lidble to compensate the victim. While there are amilarities
between the tests used to determine the nature of a persond services
relaionship in these three different areas of law, each seeksto
characterise the rdationship for different reasons and caution must be
exercised when gpplying tests from one area of law to another area of
law.

14.  Asmentioned, in tax law the "employer and employee
relationship” is used to determine whether the remuneration paid to a
person is awage and subject to wage incometax. If the relationship
between the partiesis that of independent contractor and customer
rather than employee and employer, the remuneration paid to the
person will not be subject to wage incometax. Instead, the person
providing the services will be responsible for paying income tax on
the income.

15.  Wageincometax isnormaly collected by means of a
withholding tax subtracted from the wages paid to an employee and
delivered by the employer. Incometax ispaid by the recipient of
income, the person who provided persond services. A key difference



ETRS/SRTL Public Ruling 2001/3

Page5o0f 9

between the wage income tax and the income tax isthe fact that wage
income tax is levied on gross payments with no deductions alowed
for expenses that might be incurred to earn theincome. Income tax,
by way of contrast, islevied on net income, after deductions for
expensesincurred to earn the income.

16. Because of the difference between the wage income tax levied
on gross payments and the income tax levied on net income, the term
"employee"’ should be interpreted o it applies to persons who incur
little or no expense in order to provide persona services. Theterm
should not be interpreted to gpply to persons who incur significant
expenses in the course of providing thelr persona services.

17. Higtorically, the test used in negligence law to identify an
employer-employee relationship looked to seeif the partieswerein
what was known as a"master-servant” reationship. Thistest looks to
see whether the person providing personal services works under the
direction and supervision of the person for whom they are working or
whether the person is|eft to work independently provided they
complete expected tasks or produce desired results. Inthefirst case
they would be characterised as an employee while in the second they
would be treated as an independent contractor.

18.  Themagter-sarvant test islogicd for negligence purposes
because it seeks to identify whether the "employer” wasredly in a
position to control the "employeg” and prevent negligent actions.
However, it may not be appropriate for al tax purposes. Many
persons who are independent contractors for tax purposes work under
close and direct supervision while many persons who are employees
are largely |eft to their own supervision provided they produce the
employer's desired outcomes.

19.  Another test that may be used in some contexts to distinguish
employees from independent contractors looks at the method and
frequency of remuneration for services. If aperson isremunerated by
way of regular "sdary-like" payments, the person is more likely to be
consdered an employee while alump sum payment at the end of a
contract is often associated with payments to an independent
contractor.

20.  Onceagan, thistest isunlikely to be definitive for tax law
purposes. Employees can negotiate for lump sum payments at the end
of an employment contract and contractors can negotiate for regular
progress payments over the life of a contract.

21.  Generdly, if the person paying for persond services provides
the equipment and other things necessary for carrying out persona
sarvices, the person who provides the services will be an employee.

In these cases, the "employer” is responsible for the work environment
and the "employee" is respongble only for carrying out the work. If,
however, the person who provides the personal services aso provides
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al the equipment and other things necessary to carry out the services,
the person will be acting in a capacity of an independent contractor,
not an employee. The contract in that case is not only for services of
an employee, but for services of a person and provison of the
equipment required to provide the services, something not required of
an employee in an ordinary employment Situation.

Example 5:

Aid to Timor, anon-profit non-government aid organisation,
has raised funds to build a hospital. It entersinto contracts
with alarge number of persons to congtruct the facility. One
of those personsis Eduardo, a plumber who is responsible for
ingdling al pipes, awater heater, sawerage connections and a
ranwater drainage system. To carry out his responghbilities,
Eduardo will use his own oxy-acetylene welding equipment, a
wide range of crimping and Smilar tools, and provide
materids such as gluesto indd| the plumbing required.

The fee charged by Eduardo for the plumbing services
includes the provision of dl the equipment he needs to provide
the sarvices. Asareault, thefeeislikdy to be sgnificantly
higher than the fee an employee would be paid to provide
services usng equipment provided by the employer. In this
case, if the contract between Eduardo and Aid to Timor
described the relationship as one of contractor and customer,
the Commissioner would accept the parties characterisation of
the relationship between the service provider and customer.

Example 6:

Aid to Timor aso engages alawyer, Fredricks, to assist it with
arange of legd issues that arise as aresult of itswork in East
Timor. Fredricks spends one half of each day at the offices of
Aid to Timor, where he carries out the work required. Aid for
Timor does not know what Fredricks doesin the remaining
part of theday. Inthiscase, the relationship between
Fredricks and Aid for Timor will congtitute an employee and
employer relaionship as the work environment is controlled
and provided entirdly by Aid for Timor.

The Stuation can be contrasted with one where Aid for Timor
might engage the services of alawyer or legd firm and the
work is carried out at the law office, under the control of and
in awork environment provided by the lawyer or law firm.
This relationship would be a contractor and customer
relaionship.
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When are personal servicesprovided in
East Timor

22.  Theterm “employment in East Timor” is defined to mean the
provision of persond servicesin East Timor. "Eagt Timor" inturnis
defined asthe land territory of East Timor and offshore territory
recognised as belonging to East Timor under internationa law or
treaties.

23.  Persond sarvices are provided in East Timor where thework is
carried out in East Timor. The place of performance of the work is
independent of where payment is made or where the contract for the
provison of servicesismade. The phrase "the provison of persond
sarvicesin East Timor" focusses on where the actua persona services
are provided, not on remuneration arrangements or lega contractua
arrangements.

Example 7:

Warney Brothers, a U.S.-based film studio, asks Robert
Mitchell, afamous U.S. actor, to star in anew movie to be
filmed entirely on location in East Timor. It Signs a contract
with Mitchdl inthe U.S.

Under the contract, Warney Brothers agrees to pay Mitchdll a
lump sum payment of $200,000 for acting in the film and an
additiona $150,000 for providing technica advice on the
making of thefilm. In theory, the technicad advice could be
provided anywhere but asit turns out, it was provided entirely
while Mitchdl wasin Eagt Timor.

The agreement between Warney Brothers and Mitchell

requires Warney Brothers to make the payment into the Swiss
bank account of Mitchell Services Co, a company incorporated
in Switzerland and owned by Mitchell.

Inthis case, dl the persond services performed by Mitchdll
under the contract are performed in East Timor. Mitchdl is
performing those services in the capacity of an employee as he
is providing services in awork environment controlled and
provided by the employer. The fact that the contract was
sgned in the U.S. or that he has directed payment to be made
to his company's bank account in Switzerland does not affect
where the services are performed. Section 92 of Regulation
2000/18 will treat the payment to the Swiss company as an
amount received by Mitchell.
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When does a person " provide" wages?

24.  Section 30 of Regulation 2000/18 impaoses awithholding
obligation on "a person providing wages, other than exempt wages, in
respect of employment in East Timor". This obligation focuses on the
person who "provides' wages as opposed to the one that may actualy
pay the amount that iswages. The obligation operatesin conjunction
with the meaning of wages, which are defined as any reward for
services provided by an employee to an employer. Since wagesarea
reward for services provided to an employer, it will be the employer
who providesthe wages. Thisis the person who receives the services
and thus must provide the reward for those services.

25.  Anemployer can provide areward for services (that is, wages)
directly or indirectly by arranging for another person such as a related
business or another part of the busness to provide a benefit to an
employee.

Example 8:

Vanuatu Congtruction Contracting Co (VCCC) is acompany
incorporated in Vanuatu that successfully bid for a contract to
rebuild a government officein East Timor. To carry out the
work, it ships equipment and suppliesto East Timor and sends
supervisorsto the Site.

Among the persons hired by VCCC to work on the
condruction job are Tom Slater, aroof tiler, and Graeme
Sparks, an dectrician, both of whom are normaly resident in
Dawin, Augrdia. VCCC agreesto provide both persons with
accommodation and meals while they arein East Timor and to
pay them aweekly rate for their services, with payment made
directly into their Ausdtralian bank accounts. The actud
payment is made by Austraian Congruction Contracting Co
(ACCC), an Audtrdian firm owned by the same people who
own the Vanuatu incorporated company.

Under Article 2(5)(i) of The Law on Income Tax, the
condruction Ste in Eagt Timor will amount to a permanent
establishment in Eagt Timor of VCCC. Since the personal
services of Tom and Graeme are provided to VCCC through
its permanent establishment, the permanent establishment isits
employer in East Timor. Thisisthe person that receives the
benefit of the persond services and which thus provides the
reward for those services. Thefact that the persons who
control the permanent establishment have arranged for another
person, ACCC, to make the payment does not affect the fact
that it is the permanent establishment of VCCC that provides
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the wages. It Smply arrangesto provide them indirectly by
having another person pay the wages rather then pay the wages

directly itsf.

The obligation to withhold and ddliver wage income tax thus
fdls on the permanent establishment of VCCC. If wage
income tax is not withhed from the wages of Tom and
Graeme, the Commissioner may take action to recover the
unpaid tax from the permanent establishment of VCCC.

Date of Effect

26.  ThisPublic Ruling has effect from 6 March 2001.

Thomas Story

Commissioner of East Timor Revenue Service

6 March 2001
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