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IN RE

IT Services for  
Non-Residents:  

Tax Implications

T he overall moderni-
zation of Ukraine’s 
economy is highly de-
pendent on develop-
ment and state sup-

port for innovations, including, 
in particular, the information 
and communications technolo-
gies (IT) sector. The IT industry 
has become one of the most ro-
bust industries in the world and 
is currently the biggest part of 
the global economy in terms 
of aggregate turnover. Ukraine 
is committed to developing a 
so-called information society 
but the level of such informa-
tization is still immature and 
requires fundamental changes 
in order to form an independ-
ent and self-reliant Ukrainian 
IT sector. Moreover, IT compa-
nies suffer from the tax burden 
with respect to wages, which 
are their main cost. All this 
motivates IT companies to keep 
their activities in the shadow 
and to provide their services 
through private entrepreneurs 
that impede consolidation of 
IT businesses and strengthen 
their competitiveness. At the 
same time, the IT products of 
Ukrainian professionals are 
highly reputable and recog-
nizable in global markets and 
many foreign companies deal 
with Ukrainian partners with 
respect to software develop-
ment. Ukrainian legislation al-
lows a whole range of IT prod-
ucts transfer transactions but 
in each particular case the tax 
implications must be consid-
ered. 

This article focuses on the 
main tax issues arising in con-
nection with the provision of IT 
services by Ukrainian suppliers 
to foreign customers.

Root of the matter

Neither the Tax Code of 
Ukraine effective from 1 Janu-
ary 2011 (the Tax Code), which 
has introduced new taxation 
rules, nor the previously effec-
tive tax laws contain a defini-
tion of IT services. This creates a 
hidden tax threat for businesses 
involved in such types of activi-
ties. In addition, current Ukrain-
ian legislation is silent on which 
types of activities or companies 
may be determined as IT-relat-
ed. A wide variety of services 
come under the domain of the 
IT industry. In broad terms, the 
IT sector consists of program-
mers who develop and engineer 

software, companies that render 
software integration and various 
IT consulting services, internet 
providers, personal computers 
and accessories manufacturers 
as well as mutual funds that in-
vest in such businesses, etc.

It is worth mentioning that 
frequent and often ambiguous 
amendments to tax legislation 
make the conditions in which 
the Ukrainian IT service pro-
viders operate more unpredict-
able. For instance, although the  
Tax Code provided for an exemp-
tion of IT-related services from 
VAT, according to the recent 
amendments to the Tax Code 
effective from 1 July 2011 (the 
Amendments), these services are 
once again subject to VAT.

IT and VAT

As to the rendering of any 
services to or by a non-resident, 
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it is always important to de-
termine the place of supply 
of services for VAT purposes.  
As a general rule, VAT at a 
20% rate applies to the supply 
of services where the place of 
such supply is on the customs 
territory of Ukraine. The Tax 
Code determines the place of 
supply of services as the place 
where the supplier of such 
services is registered, save for 
certain exemptions.

Given that there is no defi-
nition of IT services in the Tax 
Code, in each particular case, 
it is advisable to review and 
analyze the terms and condi-
tions of respective agreements 
relating to the provision of 
such services. In practice, com-
panies are generally referring 
to the Classification of Types 
of Economic Activities or the 
State Classification of Goods 
and Services (the SCGS) as a 
confirmation of activities that 
they carry out for tax purposes. 
Considering that the termino- 
logy of the SCGS is similar to 
that used in the Tax Code and 
in its clarification the State 
Tax Administration of Ukraine 
relies on the SCGS, it appears 
that the latter may be appro-
priate document to refer for 
such purposes. However, it is 
difficult to predict whether the 
tax authorities may not want 
to change the current approach 
in future.

According to the Tax Code, 
the place of supply of consult-
ing, engineering, legal, ac-
counting, audit, actuary and 
other similar consulting serv-
ices, as well as software deve- 
lopment, supply and test ser- 
vices, provision of consultation 
relating to informatization and 
other informatization services, 
is the place of the recipient’s 
registration, or, in case of ab-
sence of such place, the place 
of its permanent or dominant 
residence. It is still not crystal 
clear what particular intention 
the Ukrainian legislator had 
including the words “supply 

of software” into the scope of 
the abovementioned services.  
Did it mean that such supply 
of software should be deter-
mined as a disposal of excep-
tional rights? Or whether de-
termined as a sale of an item 
to an end-user? The answer to 
these questions is still pending.  
Before the Amendments came 
into force, all these services 
were VAT exempt irrespective 
of the place of their supply. 
Starting from 1 July 2011, how-
ever, due to the Amendments, 
if such services are provided 
to a Ukrainian customer, then 
they are subject to 20% VAT.  
Accordingly, the IT services 
provided by a Ukrainian IT-sup-
plier to a foreign customer, are 
VAT exempt, because the place 
of supply is located outside the 
customs territory of Ukraine. 
Please see the Table 1 below.

Royalties and 
withholding tax

Pursuant to the Tax Code, 
royalties generally mean pay-
ments of any kind received as 
consideration for use or for the 
right to use any copyright on lit-
erary work, including computer 
programs. It is notable that the 
term of royalties has been copied 
into the Tax Code from the previ-
ously effective legislation, thus 
having many inconsistencies.

Having said the above, 
where the parties enter into li-
censing or sub-licensing agree-
ment, which does not generally 
cause a transfer of ownership 
rights regarding the software, 
then the payments under such 
agreement will most likely 
qualify as royalties for Ukrain-
ian tax purposes.

The Tax Code generally lim-
its (or continue to limit) the de-

ductibility of certain expenses, 
including payment of royalties. 
For example, the deductibility 
of royalties paid to non-resi-
dents (except their permanent 
establishments in Ukraine) is 
limited to 4% of prior annual 
sales, or royalties paid to non-
residents are not deductible, 
if such non-residents are not 
the beneficial owners of these 
royalties, or if the royalties 
concern intellectual property 
rights first occurred in Ukraine, 
or if such royalties are not taxed 
in the jurisdiction where such 
non-residents are incorporated, 
or if the non-resident has an 
off-shore status as determined 
by the Ukrainian government.

The Tax Code set out an 
anti-avoidance mechanism in 
respect of claiming the Dou-
ble Tax Treaty (as defined be-
low) benefits in cases where 
the beneficial owner of income 
does not reside in the relevant 
tax treaty jurisdiction. Such 
beneficial ownership require-
ments apply to any income 
derived by a non-resident from 
Ukrainian sources. Under the 
relevant provisions of the Tax 
Code, a beneficial owner of an 
income is a person entitled to 
receive such income. The Tax 
Code further provides that a 
person acting as an agent, nom-
inal holder (owner) or interme-
diary in respect of the income 
does not qualify as the benefi-
cial owner of such income. It is 
worth mentioning that the tax 
authorities currently consider 
sub-licensee as an intermedi-
ary for the purposes of benefi-
cial ownership.

Under the Tax Code, any 
income of foreign companies 
derived from sources within 
Ukraine is subject to Ukrain-
ian withholding tax, and such 
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Resident Resident Ukraine 20%
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income includes inter alia roy-
alties. The Tax Code further 
provides that the withholding 
tax may be reduced, includ-
ing to zero, by the provisions 
of an applicable tax treaty on 
the avoidance of double taxa-
tion (the Double Tax Treaty). 
Generally, in order to benefit 
from the Double Tax Treaty, 
the respective non-resident 
must be: 

a resident of the coun-(i) 
try with which the Double Tax 
Treaty is concluded; 

the beneficial owner (ii) 
of the royalties received in its 
home country; and

subject to tax in re-(iii) 
spect of such royalties in its 
home country. 

Although most Double Tax 
Treaties ratified by the Ukrain-
ian Parliament foresee the ben-
eficial ownership test, the tax 
authorities have not previously 
used or paid much attention to 

the beneficial ownership con-
cept to deny treaty benefits 
to non-residents receiving in-
come from Ukrainian sources. 
The practice of interpreting 
this concept has not yet been 
established in Ukraine and, 
therefore, there is an evident 
risk that different interpreta-
tions of the provisions of the 
Tax Code are possible and the 
non-resident may be viewed 
by the tax authorities as fail-
ing to satisfy the beneficial 
ownership test in respect of 
royalties income received from 
the resident. In such case, the 
payment of royalties will not 
be exempt from the Ukrainian 
withholding tax. Currently it 
is difficult to predict how the 
test of taxation of royalties or 
other incomes will be practi-
cally interpreted and applied 
by the tax authorities raising 
a number of questions to non-
resident recipients of royalties. 

Summary

Analysis of applicable 
Ukrainian tax legislation con-
firms that there is a lack of 
mechanisms that stimulate the 
development of the IT indus-
try in Ukraine. The Tax Code 
brought some positive chang-
es in relation to the taxation 
of this sector, but the overall 
regulatory framework appears 
to require further develop-
ment. The above is a general 
description of certain Ukrain-
ian law implications and until 
Ukrainian taxation rules are 
substantially revised making 
them clear and precise, any 
provision of IT-related services 
would require the involvement 
of tax specialists in order to 
avoid all the pitfalls which are 
hidden in Ukrainian legisla-
tion.
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