
Employee Outsourcing arrangement: Pay As You Earn 

(PAYE) & Withholding Tax (WHT) Implications 

Introduction

LIRS posits, through the publications, that 
employee outsourcing arrangements create a 
contractual relationship between an 
outsourcing firm who provides employees for 
another firm usually referred to as the 
Ultimate Employer. The employees usually 
remain under the management, and on the 
payroll of the outsourcing firm thereby 
maintaining the legal status of being 
employees of the outsourcing firm, but 
economically employed by the ultimate 
employer, and thereby performing services 
under the primary direction and control of 
the ultimate employer. 

The ultimate employer pays the outsourcing 
firm a fee which usually includes the salaries 
of the outsourced staff as agreed and a 
service fee for procuring the staff on its 
behalf. While some outsourcing companies 
separate the salary cost of the outsourced 
staff and their services fees, others prefer to 
issue an invoice showing the gross fees.

PAYE on Employee Outsourcing 

Arrangements 

The LIRS publication identified the employer 
as the economic employer (i.e. the ultimate 
employer), under whom the employees 
perform services and receive primary 
direction and control. LIRS however agrees 
that the administrative obligation for the 
deduction and remittance of PAYE, filing of 
the annual returns for employee emolument 
lies with the outsourcing firm. It however 
places the compliance responsibility of the 
outsourcing firm on the ultimate employer. 
Thus, the latter has the duties to ensure that 
the payments are deducted and remitted as 
stipulated in Section 81 of the PITA or they 
would also be considered liable for PAYE 
taxes not remitted. 
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Our View

The publication is in line with the provisions of 
the Personal Income Tax Act (“PITA”). 
Outsourcing firms are advised to ensure that 
PAYE taxes on the sourced employees are 
remitted to the relevant tax authorities in line 
with the residency rule. The ultimate employer 
also has a duty to ensure that monies paid out 
as emolument of outsourced employees are 
judiciously applied by the outsourcing company; 
including the payment of tax, pension and other 
social obligations.

WHT on Employee Outsourcing Arrangement

The LIRS through its publication expressed that 
the base on which WHT rate shall be applied 
shall be the margin earned on the service 
rendered by the outsourcing firm (i.e. the 
difference between the contract sum and the 
payroll cost to the hiring company) if clearly 
stated on the face of the invoice with clear 
documentary evidence of the salary cost 
incurred. For the outsourcing firm to benefit 
from this, the firm must keep proper record of 
the salaries of the employees and the PAYE tax 
remitted to the tax authority.

Our View

The position of the LIRS in this regard is in line 
with the provisions of the PITA. The ultimate 
employer is required to deduct withholding tax 
on the margin or service fees as stated in the 
invoice. It is expected that the cost of providing 
these staff and the service fees (margin) are 
adequately separated on the invoice to avoid 
the WHT being charged on the whole contract 
sum. However, where the outsourcing company 
is a limited company, the WHT will be payable 
to the FIRS.

Companies are therefore advised to assess their 
current situation to determine any lapses in the 
compliance by firms engaged by them to 
provide employee outsourcing services and 
ensure immediate remedies to any gaps in the 
arrangements so as to minimize an otherwise 
avoidable tax liability in the future.

This Newsletter focuses on the publication recently issued by the Lagos State Internal Revenue 
Service (“LIRS”) relating to issues surrounding PAYE and WHT implications in employee 
outsourcing arrangements.
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