Lenka Fialkova *

Lucie Vorlickova**
IS THERE A PERMANENT ESTABLISHMENT?

Subject 1, IFA 2009 Vancouver Congress

1 Introduction

The roots of the Czech tax authorities’ official interpretation of the term “permanent establishment” (hereinafter “PE”) go back to 1995. At the end of that year, the Czech Republic became a member state of the Organization for Economic Co-operation and Development (hereinafter the “OECD”). During the accession negotiations, the Czech Republic was asked to prepare its position on the recommendations drawn up by the OECD Committee on Fiscal Affairs, including the Model Tax Convention on Income and on Capital (hereinafter the “OECD  Model”).
In these position documents, the Czech Republic stipulates inter alia its understanding of the “PE” according to Article 5 of the OECD Model
, and this has been reflected in its reservation to the “PE” term as defined in the Commentary to the OECD Model (hereinafter the “OECD Commentary”)
. This Czech reservation reads as follows: “Whilst agreeing with the ‘fixed place of business’ requirement of paragraph 1, the Czech Republic reserves its right to propose in bilateral negotiations specific provisions clarifying the applications of this principle to arrangements for the performance of services over a substantial period of time”. This reservation might mean two possible approaches, both of which are relevant for the subject matter of this report.
Firstly, the Czech reservation gives rise to the concept of a “services permanent establishment”; this represents probably the most essential Czech deviation from the “PE” concept used in the OECD Model. In this context, the Czech Republic has articulated a number of explanations and reservations in response to the Report on “Issues arising under Article 5 of the OECD Model Tax Convention”. According to the view of the Czech Ministry of Finance, the examples described in paragraphs 5.3 and 5.4 of the OECD Commentary could also be regarded as constituting a permanent establishment under the “PE” concept, provided that the services are furnished on its territory over a substantial period of time.

Secondly, judging from the fact that the Czech Republic agreed with the permanent establishment definition that appears in Article 5 (1) of the OECD Model, we can presume its acceptance of the relevant wording and interpretation of the “PE” as used in the OECD Model as well as the OECD Commentary, except where it has expressed its reservations and/or observations. 
In practice, the OECD Commentary does not constitute a part of double taxation conventions. Therefore, it is not binding on the tax and judicial authorities. Generally speaking, a commentary serves as a subsidiary and complementary interpretative source. Only the wording of international treaties is legally binding. The Supreme Administrative Court of the Czech Republic has interpreted the place of the OECD Model and the OECD Commentary in the Czech legal order as follows: “…they are not legally binding and, according to the Vienna Convention on the Law of Treaties, they can only be used as a subsidiary legal source clarifying the interpretation of ambiguous and vague wording found in international treaties
.” The court does not consider as ambiguous and vague a concept that is raised in the OECD Model and its Commentary, even if it is not employed in a particular double taxation treaty. In such a case, the parties to/beneficiaries of such a double taxation convention may not invoke a term that is absent therein (e.g., when the treaty does not include the term “Service PE”).
In practice there has always been a trend to interpret the “PE” only in accordance with Czech national law, disregarding the OECD Model and the OECD Commentary. The Czech Act on Income Taxes (hereinafter the “Income Taxes Act”)
 provides a distinct definition of what constitutes a “PE”. Thus, the question arises as to whether it is possible to interpret the term “PE” according to the definition that appears in the Income Taxes Act even in situations where double taxation conventions have their own definitions. The Constitution of the Czech Republic, the Vienna Convention on the Law of Treaties and the Income Taxes Act together regulate the interaction between domestic and international law. The principle “Pacta sunt servanda” as incorporated in the Vienna Convention on the Law of Treaties is reflected in the Income Taxes Act and reads as follows: “The provisions of this Act shall apply, unless an international treaty binding on the Czech Republic provides otherwise
”. Likewise, the Constitution of the Czech Republic states under Article 10: “Promulgated international treaties, to the ratification of which Parliament has given its consent and by which the Czech Republic is bound, form a part of the legal order; if a treaty stipulates otherwise than what a statute stipulates, the treaty shall apply
.”

Indeed, the “PE” definition used in double taxation conventions takes precedence over the definition used in the given domestic law. On the other hand, if any term is not defined in these conventions, the domestic definitions shall apply. Article 3 of the OECD Model reads: “As regards the application of the Convention at any time by a Contracting State, any term not defined therein shall, unless the context otherwise requires, have the meaning that it has at that time under the law of that State for the purposes of the taxes to which the OECD Model applies.”
In 1997, the Plzen District Court supported this approach by stating that: “…in respect to the OECD Model, which has its own definition of a ‘PE’, the administrative authorities could not apply the ‘PE’ definition employed in the Income Taxes Act, not even as a secondary source of law, because both the OECD Model and the Income Taxes Act have their own considerably different definitions of what constitutes a permanent establishment
.”
Similarly, the Municipal Court of Prague dealt with the same question and in 2005 issued a decision wherein it explained: “… if a double taxation treaty employs a particular legal concept other than those that national statutory provisions stipulate, the treaty shall take precedence. Only the respective double taxation treaties to which the particular entities are subject shall apply; this is the case regardless of whether any other double taxation treaty defines the same concept otherwise
.”

In practice, the tax authorities are able to interpret the relevant tax legislation at their own discretion. The Ministry of Finance of the Czech Republic (hereinafter “the Ministry of Finance”) ensures that the tax authorities are unified in their interpretation and administrative procedures by issuing “decrees” (i.e., regulations). Another type of legal document released by the Ministry of Finance is the notification. The Ministry’s decrees and notifications are binding on the tax authorities, but not on taxpayers or the courts.
In summary, the wording of a particular double taxation treaty, including its protocol, provides the essential interpretation of a “PE” term. If an international treaty does not provide a definition of a particular term, such term shall be interpreted in accordance with the domestic tax legislation. The Czech domestic interpretative sources consist in the Income Taxes Act and both the regulations and the notifications issued by the Ministry of Finance. Nevertheless, it is worth noting that the national legislation may not set more tax liabilities than those stipulated in the particular double taxation treaty. If neither the particular treaty nor the national tax legislation provides an exhaustive interpretation of a particular term, the OECD Commentary shall be used. In addition, if a dispute in relation to the proper interpretation of any term arises between the taxpayer and the tax authority, the court shall provide an interpretation which is binding on the parties to the trial proceedings concerned.
The Czech judicial system has no basis in precedence law. Thus, judicial decisions are not binding for later similar situations. However, judges may use previous decisions as a certain source of guidance.

2 The basic definition of a permanent establishment (par. 1 of Article 5)

In general, the double taxation conventions concluded by the Czech Republic include a basic definition of what constitutes a “PE”, which reads as follows: “A permanent establishment is a fixed place of business through which the business of an enterprise is wholly or partly carried on.”
2.1 What is a “place of business”

According to the “Basic-rule PE”, the existence of a place of business is essential for the constitution of a permanent establishment. In the Czech Republic, the interpretation of the term “place of business” is not dealt with in any qualified regulation. As the Czech Republic has not expressed any observation to the OECD Commentary concerning this issue, we can assume that where doubts arise, the interpretation provided by the OECD Commentary will be followed.
Evidence that the Czech Republic observes the official interpretation of what constitutes a place of business as presented in the OECD Commentary can be seen in the Ministry of Finance notification
 which deals with e-commerce in relation to double taxation conventions. This notification quotes the conclusions of the OECD Committee on Fiscal Affairs relating to the question of whether the mere use of computer equipment in e-commerce operations can constitute a permanent establishment. These conclusions are now included in the OECD Commentary. The Ministry of Finance has not published any different approach regarding this matter.
With respect to the place of business, the Czech Republic has its own particular approach concerning the providing of services. Although this question does not fall under the “Basic rule PE”, the Czech Ministry of Finance interpretive approach is so broad that it subsumes the providing of services under the “place of business”. According to this approach, the place of business for the purposes of the providing of services is any place within the territory of the Czech Republic where the services are rendered (e.g., the premises of the customer). Moreover, it is not required that the place where the services are provided is owned or leased by the foreign entity; rather, it is sufficient that such a place is at its disposal. The term “disposal” is interpreted not in a legal sense but rather as the actual use of the premises.

2.2 What is a “fixed” place of business in terms of geographical location (the location test)?

In general, the Czech Republic follows the interpretation of the term “fixed place of business” as it is defined in the OECD Commentary, except where the providing of services is concerned; regarding this matter, the Czech Republic has expressed an observation concerning paragraphs 5.3 and 5.4, which were added to the OECD Commentary in 2002.
The reasoning behind this Czech approach can be found in the notification issued by the Ministry of Finance in connection with the amendment of the OECD Model in 2002
. The notification contains the following statement: “…where the nature of the business activities carried on by an enterprise is such that these activities do not require special equipment or space, it is necessary, in the Czech Republic’s opinion, to take into account the period for which these activities are carried on in the territory of a particular state. A six-month period is appropriate for the creation of a permanent establishment. The calculation of such six-month period is not influenced by the fact that the relevant services are rendered under incoherent contracts from a geographical and commercial point of view. Therefore, the Czech Republic does not agree with the interpretation of Paragraph 5.3 of the OECD Commentary, where it is stated that an office building does not create a “PE” in a case where a painter works successively under a series of unrelated contracts for a number of unrelated clients in a large office building. Moreover, the Czech Republic views as ambiguous and incoherent Paragraph 5.2 of the OECD Commentary, which states that a particular pedestrian street creates a “PE” for a retailer who regularly sets up his stand on this pedestrian street, regardless of whether this stand is fixed to the pedestrian street. This situation implies that the location of such stand changes from time to time and that the retailer occupying such stand has unrelated clients, contracts, etc. every day.
Likewise, the Czech Republic does not agree with the interpretation of Paragraph 5.4 of the OECD Commentary concerning the creation of a “PE” in a case where a consultant works at different branches in separate locations pursuant to a single project for training the employees of a bank; each branch should be considered separately. In such case, the Czech point of view is that it is irrelevant if work is carried on at many different locations. The activities carried on at each branch are part of a single project and this project shall constitute a permanent establishment if its duration exceeds six months.”
In practice, it is hardly possible to determine one distinct location for a permanent establishment when services are provided in different locations. In this respect it is questionable how far the Czech Ministry approach could go. Apparently, it is contrary to the OECD Model rules to determine the territory of the Czech Republic as a whole as one place of business. The Czech Republic solves this issue by using the “Service PE” definition, which is included in double taxation conventions concluded by the Czech Republic in the 1990s and later. The provision of services for a given time-period leads to the creation of a “Service PE”, regardless of whether any connection with a particular location exists or not.
2.3 What is a “fixed” place of business in terms of the time that the place is used (the duration test)?

It is the term “fixed place of business” that implies a certain degree of permanency as opposed to temporary duration, as stated in the notification issued by the Ministry of Finance. The same notification explains that retail activities performed during trade fairs, sales exhibitions and other similar one-time activities cannot be considered to constitute a permanent establishment, because they are not characterized by a certain degree of permanency.
 According to the Ministry of Finance’s interpretive approach and in administrative practice as well, the condition of a certain degree of permanency is met if business activities are carried on for at least six months. The duration test is of prime importance for the providing of services in the case of double taxation conventions concluded by the Czech Republic; these include a special provision under which a permanent establishment is set up after a clearly specified period of time has been exceeded – the “Service PE” (See Chapter 8).
However, the Ministry of Finance’s special approach to the interpretation of the “Basic rule PE” seems to go so far as to subsume under the “Basic rule PE” those situations where services are provided even in the absence of any fixed place of business as defined in the OECD Commentary. This is due to the Ministry’s very wide interpretation of the word “fixed”. According to the Ministry of Finance, services are always rendered at a certain geographical location (including, for instance, the premises of a customer). The duration test is considered in the light of the domestic rule of six months, and this is sufficient to declare that a place of business exists. No other aspects are taken into account, i.e., primarily, whether the place of business is at the disposal of the foreign enterprise, whether it is one distinct geographical location, and whether the business of the foreign entity is carried on at/through this place. The testing of the “Basic rule PE” is reduced to nothing more than a time test, as the other aspects of the basic rule are a priori supposed to exist.  

As the Ministry of Finance has not issued any regulation regarding the computation of the duration test to be used in the case of double tax treaties’ “Basic rule PE”, in practice the domestic rule for Service PE’s is used, i.e., a duration of six months. Nevertheless, this treatment is not without problems; the question arises as to how these six months are to be computed. Is the six-month period equivalent to 183 days? Is it six times one month which we suppose to be comprised of 30 days? Shall interruptions be counted within the period? What length of interruptions should be taken into account? 

In exceptional cases, where the fulfilment of all conditions (duration, fixed place) leading to the creation of a permanent establishment cannot be stipulated clearly, without any doubts, it is recommended that the tax authorities be consulted. However, the OECD Commentary could be used as a subsidiary tool for interpretation as well.

The only written interpretation that the Ministry of Finance has provided in relation to this matter consists in a letter regarding the provision of services: “Logically, a time test can also be met by aggregating many short periods; therefore, it is not necessary to carry on business activities continually. Nevertheless, these periods should be specified and, moreover, each of these periods should present a logically compact unit according to the character of the services. For calculation purposes, each such period should be considered to be a compact unit, e.g., three months including weekends.”
 

2.4 Meaning of “through which the business of an enterprise is wholly or partly carried on”: does the place of business have to be owned or rented by the taxpayer (right of use test)?

The Czech Republic accepts the interpretation of this issue as presented in the OECD Commentary. We assume this acceptance on the basis of the Ministry of Finance notification regarding the 2002 OECD Model
 amendments. This notification reads: “As noted above, the mere fact that an enterprise has a certain amount of space at its disposal which is used for business activities is sufficient to constitute a place of business. No formal legal right to use such place is required, therefore. Thus, for instance, a permanent establishment could exist where an enterprise illegally occupied a certain location at which it carried on its business activities.”
It is clear that the Czech Republic does not diverge from the OECD approach in the sense that it considers the facts and circumstances of a particular case, and not whether formal legal acts were concluded to affirm that a given place was at an enterprise’s disposal. On the other hand, the notification does not comment on whether the actual disposal of a place of business is taken into account or whether it is decisive that the actual right to dispose of the place (regardless of whether any formal legal act is concluded) is exercised. This means that the other extreme is often encountered in practice, whereby the mere presence of an enterprise at a particular location is sufficient for the conclusion to be made that the place is at the disposal of that enterprise. This extreme is, of course, in contradiction to the OECD Commentary.

2.5 Meaning of “through which the business of an enterprise is wholly or partly carried on”: is it the foreign enterprise’s business that is carried on at that place?

No interpretation of this part of the “Basic-rule PE” has been issued by the Ministry of Finance, because it is supposed there are no ambiguous or unclear issues therein. 
Nevertheless, in practice we encounter the problem that in many cases, this aspect of the definition is not taken into account at all. There have been many instances of a tax authority registering a PE in a case where persons were seconded from a parent company abroad to a Czech subsidiary, declaring that such persons render services to the subsidiary on behalf of the parent company. However, from the actual substance of the relationship it was clear that the persons were ranked within the internal structure of the local subsidiary and that they performed the subsidiary’s business rather than that of the foreign enterprise. Thus, the aspect of carrying on the business of the foreign enterprise was not evident. Lately these situations have occurred less frequently, as the tax authorities have more guidance in judicial cases and are able to distinguish between an arrangement which corresponds to the hiring out of labour and the provision of services.
Another issue is whether a foreign enterprise’s carrying on of business fulfils the conditions of carrying on business according to the Czech Commercial Code. The Czech Commercial Code recognizes foreign enterprises that are constituted according to foreign law. If the activities of a foreign enterprise on the territory of the Czech Republic meet the conditions for the carrying on of business by a foreign enterprise, the enterprise must register in the Commercial Register. Such conditions are as follows:  that the business is carried on in the Czech Republic systematically, under the foreign enterprise’s own name, at its own liability and for the purpose of the achievement of profit. Again, in practice we can encounter cases where this aspect is not taken into account, specifically, in cases where a foreign enterprise renders services on a customer’s premises. Only the time test is counted without considering whether the place is at the foreign enterprise’s disposal, whether the activity of the foreign enterprise as a whole in the Czech Republic is carried on systematically, etc. This approach leads to the registration of permanent establishments with the tax authorities but not to registration in the Commercial Register, because it could not be proven that a business activity in the sense of the Commercial Code is carried on. 
3 listed examples of a permanent establishment (par. 2 of Article 5)
Article 5 (2) of the OECD Model contains a list of examples of permanent establishments which shall be seen in the context of the “Basic-rule PE” definition given in paragraph 1. Furthermore, each of these particular examples shall also be seen in the light of a certain degree of permanence. For example, offices established only temporarily for the purpose of a trade fair or sales exhibition cannot create a permanent establishment.

The “PE” may range from a place of management to a branch, an office, a factory, or a workshop. Clearly, there is no need to interpret each example of PE’s; however, the term "place of management" is worth discussing in more detail.

It is important to distinguish between the term “place of management” and “place of effective management”. This question has already been dealt with in the notification issued by the Ministry of Finance: “The place of effective management is a place where key management and commercial decisions that are necessary for the conduct of the entity’s business are in substance made and which cannot be further changed by the decisions of lower management. The place of effective management will ordinarily be the place where the most senior persons or group of persons (for example, a board of directors) make their decisions, the place where the actions to be taken by the entity as a whole are determined. Furthermore, the place of effective management defines the criteria which constitute a tax-legal relationship between a particular entity and the state in which the place of effective management of the enterprise is situated. The tax relationship between a particular entity and a state is also referred to as tax residency, which constitutes an unlimited tax liability.

Conversely, the concept of the place of management differs from the place of effective management. An entity’s place of management may be located in its different structural components and situated both in that particular state where the entity is a resident and in other countries as well. Indeed, the entity may have more than one place of management, but it can have only one place of effective management at any one time. The places of management are considered to be permanent establishments according to the tax conventions
.” 

In its notification concerning the terms “place of management” and “beneficial owner”, the Ministry of Finance also tackles the question of the place of business. Here the notification illustrates the following scenario. A handicraftsman has founded an enterprise in a state where he owns a house and where he is a resident, too. The handicraftsman works at different locations in a neighbouring state where he also has a house at his disposal. In this particular case, the house situated in the neighbouring state could be qualified as the place of management (local) and subsequently as a permanent establishment insofar as it is used for business purposes (e.g., accepting business calls, storing tools, preparing accounting documents, etc.)

The question arises as to what kind of activities can be subsumed under the term “managing an enterprise” and what type of managerial activities might be of a preparatory or auxiliary character and therefore do not create a permanent establishment. Unfortunately, this question is not resolved by any regulations or judicial decisions.

4 special rule for construction sites (par. 3 of Article 5)

Double taxation conventions concluded by the Czech Republic since the mid 1990s include a “Construction PE” which is either based on the UN Model or, if not, is defined as being comprised of explicitly supervisory activities (33 treaties out of the total number of 75 treaties). Older treaties include a “Construction PE” in accordance with the OECD Model. Pursuant to Article 5 (3) (a) of the UN Model, the “Construction PE” includes an explicit reference to supervisory activities related to these activities. The OECD Model, on the other hand, does not include any such explicit reference anywhere in the text of the treaty. Nevertheless, the Commentary stipulates that supervisory activities connected therewith are covered by the definition.
 In most Czech double taxation conventions, the building site or construction or installation project constitutes a permanent establishment only if it lasts for more than twelve months.

In the case of construction and similar activities, the time test substitutes the permanency test for “Basic rule PE’s”. The Commentary identifies and explains the moment when the permanent establishment begins if the time test is met. A site exists from the date on which the contractor begins his work.
 

The Ministry of Finance likewise has its own interpretation concerning the creation of a “Construction PE”. In one regulation the Ministry explains
: “Business profits achieved through a permanent establishment which is created based on a time test are subject to taxation starting in the period before the time test is met”. There have always been problems of an administrative nature as regards the “time test” permanent establishment. Unfortunately, tax laws do not adequately resolve this issue. Problems arise when the time test overlaps between two tax periods. The taxpayer must honour the accrual principle and allocate income and expenses to particular tax years. However, when he meets the time threshold in the second year he can miss the deadline for filing the tax return for the first year. If he files the tax return late, the tax authority assesses a penalty. The only possibility for the taxpayer is to request the remission of the penalty on the grounds of the inconsistency of the law.  

In the area of the “Construction PE” there is one judicial decision which could confuse taxpayers as well as the tax authorities. It was issued by the District Court of Plzen in 2000
 and its interpretation of the time test for “Construction PE’s” differs from the OECD Model as well as from the Ministry of Finance’s approach. The judgment refers to the Czech/Slovak Double Taxation Convention, where the definition of the “Construction PE” is similar to that found in the OECD Model. The court held as follows: “A non-resident having a seat in the Slovak Republic shall be liable to tax on business profits arising from a building site or construction or installation project situated in the Czech Republic no sooner than a permanent establishment is constituted, i.e., after exceeding 12 months. Conversely, business profits shall not be subject to tax in the Czech Republic as far as the duration test is not exceeded and shall only be taxed in the contracting state where the entity is resident; in our particular case this is the Slovak Republic. Double taxation of this type of income is eliminated in such a way that income arising in the first 12 months is allocated to the state of residence and income arising after this threshold is allocated only to the source state. Only in a situation where the law stipulates that a fixed place of business through which an enterprise carries on its business activities is determined as a permanent establishment from the first moment when the activities commence, only in such a case is the income allocated only to the source state (pursuant to Article 5 (2)).” According to the court’s opinion, any other interpretation of Article 5 (1-3) of the Czech/Slovak double taxation convention is not appropriate because “a grammatical and semantic interpretation leads to the conclusion that the moment of the origination of a permanent establishment is in the period following the 12-month period.” 

This court’s decision is very inauspicious. The court did not take into account any interpretive sources of international law and arrived at its own manner of interpreting the time test and the moment when a permanent establishment first begins to exist. From the court’s argumentation we can see the absolute misunderstanding of the allocation of rights used by individual states when negotiating double tax treaties. It is far from how international taxation rules operate: even in the case of a “Basic rule PE”, where the moment of coming into existence is clear, the court interprets that the right to tax the PE is allocated only to the state of source, which is not true at all. This interpretation is isolated; however, it might have a confusing impact on taxpayers who find themselves in similar situations.  Fortunately, there is no system of precedence law in the Czech Republic.

As regards the question of what type of activities shall be subsumed under the term “building site”, the Income Taxes Act does not provide any definition of the terms “building (construction) site” or “assembly” (installation). In one decree
 the Ministry of Finance explains: “a building site or construction or installation project means the delivery of comprehensive building work, building components or the technological part of a structure which a contractor undertakes independently under its own liability and transfers to the customer. The term covers also the renovation and reconstruction of buildings, roads, bridges or canals involving more than mere maintenance or redecoration.” 
The term “construction” is essential. This term shall be interpreted in accordance with the Building Act. This was declared also by the judicial decision issued by the District Court of Hradec Kralove in 2000
: “Neither international conventions nor the Income Taxes Act  define the term ‘construction’; therefore, legal regulations concerning construction shall be used for such interpretation, namely the Building Code
, under which this term covers also the components of a construction”.
In the context of Czech law the term “construction” shall mean a completed construction as well as its comprehensive components pursuant to the Building Code and as confirmed by the competent building office. In 2006 the new Building Code
 came into effect and defined the term “construction” newly: “A construction shall mean all constructions being a result of constructional or assembling technology, regardless of the technical type of the construction, the construction products and materials used and the purpose of use and the period of time”. In addition, the Building Code stipulates that “if the Building Code uses the term ‘construction’, it also shall mean, as the circumstances require, a part of a construction or an alteration to a completed construction”.

The most important Czech deviation from the OECD Model concerns installation projects. The term “installation project” is interpreted broadly by the OECD Commentary, whereas the Czech Ministry of Finance interprets this term restrictively, covering only installation and assembly work which is related to construction activities (under the Czech Building Code). This approach is declared in the notification issued by the Ministry of Finance on the occasion of the amendment of the OECD Model
: “The Czech Republic shall use a narrower interpretation of the term ‘installation project’, whereby an installation project shall mean only the installation and assembly work connected with a building site or construction activities. Therefore, the business profits arising from an installation project which is not connected with a building site are subject to tax in accordance with the same rules as those which apply to business profits arising from provided services other than those of a construction or installation character.” The notification gives an example of an installation project involving software which may not be subsumed under the concept of a “Construction PE” installation project. This is a somewhat inappropriate example, because neither would the OECD Model subsume the installation of software under the “Construction PE”. 

The Czech interpretation of the term “installation project” is, in our opinion, contrary to the OECD Model and to the text of double taxation conventions concluded by the Czech Republic. The OECD Model explains that an installation project includes not only installation related to a building site or construction, but also the installation of complex equipment into a building or outdoors. The “Construction PE” reads: “a building site or construction project or installation project constitutes a permanent establishment…” Such formulation cannot be changed by way of interpretation to the following wording: “a building site or construction or installation project related to construction constitutes a permanent establishment....” In our opinion, the Ministry of Finance goes beyond the mere interpretation of the text and reads it differently from what is stated therein. This approach might cause interpretive problems for taxpayers and disputes may arise in the future which could be brought before the court. 

As was mentioned above, many double taxation conventions concluded by the Czech Republic explicitly include supervisory activities in Article 5 (3)(a). Contrary to the OECD Model, the Czech Republic does not consider supervisory activities as an inherent part of a building site or construction or installation project. The notification issued by the Ministry of Finance stipulates that supervisory activities are regulated by Article 5 (3) only where they are provided by the general contractor or in cases where they are expressly stated in the rule. If this is not the case, the business profits arising from an installation project which is not connected with a building site are subject to tax in accordance with the same “Basic rule PE” or “Service PE rule”.  Thus, in a situation where an enterprise from another country carries on a supervisory activity in connection with a building site whose general contractor is from another foreign country, and the particular double taxation convention does not include any explicit reference to such supervisory activities, such situation must be considered in the light of the “Basic rule PE” (or in the light of the “Service PE” rule, if included in the treaty). The result could be worse if a “Construction PE” was used. Under a “Construction PE” a supervisory activity would not constitute a permanent establishment, unless it was to last more than 12 months. Under the “Service PE” rule, the time threshold is usually six months. Under the “Basic rule PE”, the fixed place of business would have to be considered. With the Ministry of Finance’s approach to this rule – taking into account prima facie the permanency test in the form of the domestic six-month test – a permanent establishment might be constituted here as well. However, such a case would be very disputable.

As regards the computation of the time test for a “Construction PE”, the Czech Republic follows the OECD Commentary. The Ministry of Finance issued a regulation
 which reads: “The time test applies to each individual site, construction or project. In determining how long the site, construction or project has existed, no account shall be taken of the time previously spent by the contractor concerned on other sites, projects (contracts) or activities which are entirely unconnected with it. If a building site which should be regarded as a single unit is divided into several contracts or sub-deliveries, such diversification has no influence on computing the period if the condition of geographical, commercial and temporal coherence is met (e.g., a supply of production plot consisting of a number of buildings). If a foreign general contractor has not undertaken the supply of the construction on his own, but together with other subcontractors, the time spent by the general contractor and the sub-contractors on the construction project is aggregated.”

5 The exception for “preparatory or auxiliary” activities (paragraph 4 of Article 5)

The business activities which are treated as exceptions from permanent establishment rules are commonly negotiated in double taxation conventions concluded by the Czech Republic in accordance with the OECD Model. Neither the regulations issued by the Ministry of Finance nor judicial decisions provide instruction as to the interpretation of these exceptions. Therefore, the OECD Commentary should be used for interpretational purposes. 

Within this context, it would be interesting to mention a letter sent by the Ministry of Finance to the Chamber of Tax Advisors in response to a query submitted by the Chamber. The query addressed whether the term “fixed place of business which is maintained only for the purpose of carrying on any preparatory or auxiliary activities” covers also a fixed place of business where employees are engaged in the merchandising of goods at another level of the distribution chain (e.g., a foreign company supplies goods directly to Czech distributors; the distributors supply the supermarkets and the foreign company’s Czech branch serves only as an advertising point with the focus on supermarkets as customers). The Ministry of Finance responded that an activity of this kind may be considered to be “other preparatory or auxiliary business activities” not leading to the creation of a PE of the given foreign company.

6 The “agency permanent establishment” (paragraphs 5 and 6 [OECD] or 7 [UN] of Article 5)

The “Agency PE” goes beyond the basic definition of a permanent establishment by implementing the generally accepted principle that, under certain conditions, the activities of a person who acts on behalf of a foreign enterprise as a dependent agent can lead to the creation of a permanent establishment for such enterprise. The Czech Republic accepts the wording of Article 5 (5) OECD Model in the course of negotiating double taxation conventions. There is an absence of administrative and judicial interpretations concerning this matter.

In practice, some controversies have arisen in relation to the application of the “Agency PE”. Until 2005, the administrative practice of tax authorities considering the activities of a dependent agent as activities which create a permanent establishment was disputed by tax practitioners. As is generally accepted, a double taxation convention may not impose any duty which is more burdensome than that which applies under domestic tax laws. Before 2005, the Income Taxes Act did not include any provision which would explicitly concern dependent agents. The Ministry of Finance deduced the creation of an “Agency PE” based on the “Service PE” concept contained in the Income Taxes Act. Pursuant to the Act, services provided by a taxpayer, or by a taxpayer’s employees, or by persons working for him shall also be regarded as constituting a permanent establishment after the fulfilment of the duration test
. Accordingly, a dependent agent was considered to be a person working in the employment of a taxpayer. Unfortunately, there are no judicial decisions which offer an interpretation of the above-mentioned question.

As of 1 January 2006, the Income Taxes Act has been amended as follows: “Where a person acts in the Czech Republic on behalf of a taxpayer and is authorized to conclude, and usually concludes, contracts here which are binding on the taxpayer, such taxpayer is deemed to have a permanent establishment in the Czech Republic in respect of all activities which such person carries on for the taxpayer in the Czech Republic.”
 Although this amendment has provided an answer to the above-mentioned question, it still gives rise to certain controversies.

Firstly, the Income Taxes Act defines the “Agency PE” more broadly than the OECD Model. If we used the Ministry of Finance’s interpretation of what constitutes a dependant agent as indicated above, we could henceforth apply the definition provided above concerning a person who works for a taxpayer and should be regarded as a dependent agent (working for an entity means to be dependent in relation to it).

Secondly, there are no detailed interpretations by the Ministry or judicial decisions concerning such questions as: what constitutes the economic dependence of an agent; what constitutes having the authority to conclude contracts; what is entailed in the exercising of authority; what is entailed in the concluding of contracts, etc. 

7 Application of the permanent estaplishment definition in the case of related companies (paragraph 7 [OECD] or 8 [UN] of Article 5

This rule regulates situations in which a permanent establishment may be created for a parent company in the premises of a subsidiary either under the “Basic rule PE” or under the “Agency PE”. The Ministry of Finance has not issued any interpretation in respect of this paragraph of double taxation conventions. Nevertheless, we can conclude from what was already written above that the Ministry does not deviate from the OECD Commentary as regards such possibility. The deviation stems rather from the interpretation of the “Basic rule PE” and the “Service PE” as applied solely to the situations of parent and subsidiary companies.

8 Interpretation of common variations of the “permanent establishment” definition

The “Service PE” concept is the most important deviation from the OCED Model PE concept. The concept of a service permanent establishment is much more familiar in respect of the UN Convention. The Czech Republic double taxation conventions concluded in 1970s and 1980s do not include a “Service PE”; the “Service PE” started to be included as a special rule in Czech double taxation conventions as of the late 1990s and has been included from that time on. 

Before the Czech Republic joined the OECD, it made a reservation concerning Article 5 of the OECD Model to strengthen its position during the negotiation of new conventions. The wording of this Czech reservation is as follows: “The Czech Republic, whilst agreeing with the ‘fixed place of business’ requirement of paragraph 1, reserves the right to propose in bilateral negotiations specific provisions clarifying the application of this principle to arrangements for the performance of services over a substantial period of time.” Presently, more than half of the double taxation conventions concluded by the Czech Republic include the “Service PE”.
The “Service PE” rule is included in the Income Taxes Act; a service permanent establishment shall be deemed to be created when the provision of services exceeds six months in any consecutive twelve-month period
, unless the particular double taxation convention stipulates otherwise. As mentioned above, more than half of the conventions concluded by the Czech Republic include the “Service PE” and for the most part they stipulate the same six-month time test as the domestic legislation does. Some of the conventions apply a different time test (e.g., nine months in any 15-month period). There are even two conventions (Ukraine, Moldova) which include a shorter test (three months). Of course, this shorter test cannot apply unless the domestic rule reduces the threshold. The convention cannot impose more tax liabilities on foreign entities than those that are allowed by the domestic legislation.

Generally, the “Service PE” clause in Czech double taxation conventions is concluded using a wording whereby it is immaterial whether the services are provided under a single contract or to multiple customers successively. In contrast to the UN Model, the rule does not include the following words in brackets: “(for the same or a connected project)”. Only a few treaties do include this reference, i.e., those concluded with Australia, Egypt, Israel, Kazakhstan, Hungary, Romania and the United States of America. A special wording is included in the Irish/Czech convention; here the time test must be met and a facility that is situated in the source state must be used. A more narrowly defined “Service PE” is also included in the convention with China, whereby only consultancy services and no other type of services are covered by this rule. 

There have always been two approaches as regards the interpretation of the relationship between the “Service PE” and the “Basic rule PE”. The first approach is supported by the interpretation included in the UN Model and considers the “Service PE” as an extension of the “Basic rule PE”. This means that the “Service PE” is a deeming rule, i.e., it deems a certain situation to constitute a permanent establishment. The providing of services constitutes an activity and not a place of business, whether fixed or otherwise. Therefore, the rule extends the concept of the permanent establishment to cover activities in addition to fixed places if such activities persist for a certain period of time. 

The second approach regards the “Service PE” as an exception to the “Basic rule PE”. This approach has been supported by the Ministry of Finance for a long time; it has allowed the Ministry to argue that double taxation conventions that do not include the “Service PE” also cover the providing of services under the “Basic rule PE”. The Ministry also argues that the Czech legislation helps taxpayers by granting a grace period of up to six months. Accordingly, a permanent establishment cannot be constituted if the activities concerned last for less than six months. We see many weaknesses in this approach, which leads us to the conclusion that the “Service PE” rule is indeed an extension of the “Basic rule PE” and not an exception to it.

The reasoning is as follows:

· If the “Service PE” were an exception to the “Basic rule PE”, the Czech Republic would have no reason to insist on the inclusion of a “Service PE” rule in Article 5 in its negotiations with new countries.

· The Ministry of Finance Decree D-300 clarifies the concept of the service permanent establishment as follows: A “Service PE” is created when services are carried on in the Czech Republic as a part of distinct (or recurrent) contracts concluded with a customer (e.g., an extraordinary business audit, the revision and maintenance of delivered facilities, the implementation of a software system), i.e., in a case where the permanent establishment was not created at the taxpayer’s own initiative for the purpose of offering and providing services (activities) for an indefinite period and for an undefined number of customers (such as an audit and tax consultancy office, repair centre, assembly facility)
. The Ministry distinguishes between a situation where a foreign entity establishes a fixed place of business for the purpose of providing services in the Czech Republic and a situation where such fixed place of business does not exist and the permanent establishment is constituted based on the time test. With this explanation the Ministry in fact confirms that a permanent establishment constituted under the “Basic rule PE” is different and begins to exist from the first day, while a permanent establishment constituted on the basis of the “Service PE” rule is not a fixed place but rather an activity, with this activity leading to the creation of a permanent establishment only when the time test is met. Thus, a “Service PE” cannot be an exception to the “Basic PE”.

· In the Income Taxes Act, the “Service PE” is formulated alongside the “Construction PE” in the same single sentence (one provision). A building site constitutes a permanent establishment only if it lasts for more than six months in any consecutive twelve-month period. The same approach has to be applied for services. Otherwise one could deduce that if a foreign entity establishes a fixed place of business, e.g., an office for the providing of services in the Czech Republic, and subsequently closes such office for whatever reason and the duration test was not exceeded, a permanent establishment was never constituted
. This outcome would not comply with the interpretation of the “Basic rule PE” as it appears in the OECD Model as well as in decrees issued by the Ministry of Finance. 

Unfortunately, there are no judicial decisions that would support either approach.

The earlier administrative approach adopted by the tax authorities and the Ministry of Finance used to assert the domestic “Service PE” rule even in situations where double taxation conventions lacked this rule. This approach was rejected by two judicial decisions already mentioned in the introduction of this report. First, the District Court of Plzen decided on the merits of the creation of a service permanent establishment owned by a British entity in the Czech Republic. The double taxation convention concluded with Great Britain and Northern Ireland does not include a “Service PE” rule. Despite this fact, the tax authority decided that a permanent establishment of the British entity had been created based on no more than the fact that persons working for such British entity provided consultancy and managerial services for a client in the Czech Republic. The court explained
: “Taxpayers having no legal seat in the Czech Republic are liable to tax only on business profits arising from sources in the Czech Republic. The scope of business profits shall be interpreted in the light of the Czech/British double taxation convention. Pursuant to Article 7 of such convention, only business profits arising from the maintaining of a permanent establishment are subject to tax in the Czech Republic. As Article 5 of this double taxation convention provides its own definition of what constitutes a permanent establishment, the administrative authorities could not apply the definition of a permanent establishment according to the Income Taxes Act, not even as a subsidiary interpretation tool, because both the convention and the Income Taxes Act lay down their own considerably different criteria for the creation of a permanent establishment.” The decision issued by the Municipal Court of Prague in 2005
 also supports the ruling of the court in Plzen. In addition, it has generalized and extended its interpretation, claiming that all terms defined in double taxation conventions take precedence over domestic law. 

Recently, the Ministry of Finance and the tax authorities have been more cautious as regards their argumentation in respect of permanent establishments. They use the argument of a fixed place of business being inherent in the “Basic rule PE” but narrow it to a permanency test, assuming a priori that other aspects of the “Basic rule PE” are in evidence. For the purposes of judging permanency the Ministry and the tax authorities use the six-month time test as stipulated in the domestic legislation. This approach is much more cautious because it does not appear to go against international law. Rather, it simply plays games with the interpretation of particular words. This approach is difficult for taxpayers to oppose because no judicial decisions exist in this area. Both of the judicial decisions mentioned above focused on the creation of a permanent establishment based on the domestic “Service PE” rule. They did not consider whether a permanent establishment would be created in the particular cases based on the existence of a fixed place of business. The question of what is a fixed place of business under the “Basic rule PE” remains unresolved and awaits interpretation by the courts.

As the time test is principal to the “Service PE” rule, one must consider the question of how to compute the test. This issue has already been discussed (see Chapter 2.3). One could assume that for the purpose of the computation of the time test in the case of the “Service PE” the same rules apply as for the “Construction PE”, since they form one common provision in the Income Taxes Act. However, it seems that this is not the case. The computation of the time test for the “Construction PE” is governed by the OECD Commentary and Ministry of Finance Decree D-300. The computation of the time test for the “Service PE” is not laid down in any regulation. Only the letter issued by the Ministry of Finance
 as mentioned earlier explains that “logically compact time units” must be aggregated. However, no further specification of what should be understood under “logically compact time units” is offered in this letter. Thus, uncertainty remains regarding the computation of the six-month period for the “Service PE” rule.

An interesting question in connection with the “Service PE” arose in 2008 after the publication of the updated OECD Commentary. This update comprises new paragraphs on the treatment of services and is the result of discussions between a group of states that insisted on some provision in the OECD Model itself or at least in the Commentary acknowledging that services rendered without having a fixed place of business should be taxable in the source state on the one side, and a group of states which were satisfied with the status quo on the other side. The OECD reconciled these two positions in such a way that it did not change the PE definition itself in the OECD Model; nevertheless, it suggested a new provision regarding the taxation of services in the source state which the states wishing for such treatment could include in their double taxation conventions. Generally speaking, this new provision introduces the 183-day rule as a time test for the rendering of services which would lead to the creation of a PE. This time test should be computed for the same or connected projects, and the days mean generally days of the presence of employees and, at the same time, the performance of services in the source country. Comparing this new rule with the Czech “Service PE” rule we can see that the Czech rule is much broader, because mostly it does not comprise the “same or connected projects” rule, and the six-month rule is vague both in terms of computation and the performance of services or the presence of employees. The Ministry of Finance has, at some meetings, orally declared that it will not include any observations to this new Commentary, and neither will it change its policy regarding negotiations of the “Service PE” rule in double taxation conventions.

9 Guidance related to non-treaty uses of the permanent establishment or similar concepts
Besides the Double Taxation Convention, the “PE” acquires another connotation in various legal regulations.

The Income Taxes Act’s definition of the concept of the permanent establishment is most similar to the conventional interpretation: “a permanent establishment shall mean a facility located in the Czech Republic, e.g., a workshop, an office, a mine for the extraction of natural resources, a place of sale or building (construction) site where taxpayers carry on their activities. A building (construction) site, building (construction) assembly site and other places (sites) where activities and services are rendered by a taxpayer, or by a taxpayer’s employees, or persons working for a taxpayer, shall also be regarded as a permanent establishment, provided that their duration exceeds six months in any 12 successive calendar months. Where a person acts in the Czech Republic on behalf of a taxpayer and is authorized to conclude, and usually concludes, contracts here which are binding on the taxpayer, the taxpayer is deemed to have a permanent establishment in the Czech Republic in respect of the activities which such person carries on for the taxpayer in the Czech Republic”
. 

Likewise, the Value Added Tax Act offers its own definition of a permanent establishment: “…The permanent establishment shall be the place where there are personnel (staff) and that is equipped for ensuring the performance of economic activities
.” This definition has no relation to the definition applied under the Income Taxes Act or Double Taxation Conventions.
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