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1. Introduction

The Czech local system for relief of double taxation is governed by the Section of elimination of double taxation in the Income Tax Act (ITA) and does not comprise any method for elimination of double taxation domestically.
 It directly refers to the Double Tax Treaties (DTT), which means that income from non-treaty countries remains unrelieved.  
Up to the end of 2000 the Czech local system of elimination for double taxation was based on the application of ordinary tax credit method. The exemption with progression method served as complementary to this basic approach – it could be applied only to foreign employment income.  At that time the Czech Republic’s network of double tax treaties included about fifty countries. Double tax treaties concluded from 70s to 90s of the 20th century included combination of the ordinary credit method (for passive income) and the exemption method (for active income). The Czech treaty policy from 90s thenceforward insisted on negotiation of only one method – the ordinary tax credit method – for all types of income. The credit method and the exemption method had been in the ITA only declared, which means that the proper way of calculation was not defined in the law. This drawback has long been the subject of criticism because there had been certain situations in which the taxpayers were confused and could have come to different results not being certain that they used the right way of calculation (situations of foreign tax loss, surplus tax credit, calculation of tax base for foreign income). 
Though there have been ambiguities in the computation of the elimination of double taxation at that time the local system possessed one positive feature: it gave the possibility to the taxpayers having income from non-treaty countries to eliminate double taxation of their foreign income.
Quite a considerable change was incorporated in the ITA by the amendment of the Act effective from 2001.
 Credit and exemption method as local methods of elimination of double taxation were from the ITA removed. Only the reference to double tax treaties has remained, the argument of the Government being that the Czech Republic has quite extensive network of DTTs and thus this treatment is sufficient for the tax payers. From that year the situation of taxpayers having income from non-treaty countries has worsened. Double tax burden of their foreign income cannot be effectively eliminated. There is only deduction method in the ITA at their disposal allowing them to deduct the foreign tax from their worldwide tax base. 
This can be viewed as an alleviation of double taxation but not its elimination. The situation of taxpayers from treaty countries has not changed, because they continue to apply appropriate method according to the particular DTT. Nowadays the Czech Republic has network of about seventy DTTs.
How the deduction method in the Czech ITA works: the method is not part of the section “Elimination of double taxation”, as this procedure is not viewed as such a method. The foreign tax is viewed as an expense of a taxpayer which is by the law allowed as a tax deduction from the tax base. This is governed by two provisions in the law:

· As regards employment income: the particular provision allows the foreign tax as a deduction from the tax base in the current tax year.
· As regards business income: the particular provision allows the foreign tax to be deducted from the tax base in the following tax year.

The difference in the timing of the treatment seems to stem from the fact that the taxpayer when he/she files the tax return in the Czech Republic usually knows the amount of the foreign tax that had been withheld from his/her foreign employment income abroad during the tax year. Therefore he/she can deduct the tax from the tax base in the current year. On the other hand in respect of the business income (supposing the tax year is in cases of both countries the calendar year) the taxpayer files tax returns in both countries simultaneously. Therefore the foreign tax has to be fixed first before it can be used as a tax expense for the purposes of determining the worldwide tax base in the Czech Republic. Thus the expense is allowed as an expense in the following year.
As regards foreign dividends, if they flow from a non-treaty country, the foreign tax cannot be deducted from the Czech tax base at all, because ITA does not allow any expenses in respect of these types of income. Double taxation in these cases is not relieved.
The latest development in the section “Elimination of double taxation” of ITA was made in 2008. The exemption method was put back in the ITA as a local method for elimination of double taxation however only in respect of employment income earned abroad if the employer was resident in the other country or a permanent establishment of a Czech company located abroad. The other condition sine qua non is that the foreign country must be a treaty one. This means that nothing has changed in respect of non-treaty countries. The result is that an advantage is given to the taxpayers earning income from treaty countries if the treaty includes only credit method and they prefer to use exemption method which gives them a better result.

Summarizing what have been said, the Czech Republic does not have a local system of elimination of double taxation. International juridical double taxation is eliminated exclusively based on international tax treaties. DTTs concluded by the end of 90s of the 20th century include combination of credit and exemption method, DTTs concluded thereafter include only credit method. The mechanism used in the treaties is general; it means the applicability of the methods is not dependent on the status of the taxpayer, on the amount of income, on the source of income or other considerations. Typically in the older treaties which apply combination of the methods, the credit method is used for passive income and the exemption method for active income.

The most considerable changes in this area occurred in 2001 when the local elimination of double taxation was removed from the ITA and in 2008 when the possibility to apply  exemption method for individuals’ foreign employment income was incorporated in the ITA.
2. KEY FACTORS OF UNRELIEVED DOUBLE TAXATION

2.1. Diverging Views on Taxable Income

The author is not aware of any practical examples leading to unrelieved double taxation that would originate in diverging views on the existence/non-existence, source or nature of taxable income between any source country and the Czech Republic as a residence country.
Of course the interpretation of a particular DTT is of a high importance as regards the definition of particular type of income or the definition of source. Each case has to be judged individually based on particular facts and circumstances. The definition of nature and type of income according to the domestic law must also be taken into account in situations when a particular definition is not included in a DTT. We cannot deduce any general problems that would arise in this respect.

It might be viewed that the general approach of the Ministry of Finance is that in the elimination of double taxation the Czech Republic shall accept the interpretation of nature of income, e.g. if the source country classifies certain income as business income while the Czech Republic would consider it as royalties, the Czech party would mostly accept the classification by the source country. This approach was several times expressed by the Ministry of Finance. There are nevertheless opposite examples (though not directly connected to DTTs issues). In the unofficial discussions with the Ministry of Finance in 2004 when the Czech Republic implemented Parent/Subsidiary Directive, a view was expressed by ministerial officials that if source country qualifies interest as dividends based on its domestic thin capitalization rules, the Czech tax administration would not accept this reclassification. Consequently the received income by the Czech company would be taxed as interest and not exempt as dividend under the Directive. 
On the other hand the Czech tax administration would not generally accept a different interpretation of source of income or the existence of income. For example if the source  country would conclude that a Czech company has a permanent establishment on its territory and the Czech Tax administration would be of the opinion that this conclusion is not in line with the definition of a permanent establishment in a DTT, they would deny tax credit or income exemption. 

2.2. Inconsistent Allocation of Deductions between Domestic and Foreign Sources

The determination of the tax base in respect of foreign source income is the most ambiguous area. The ITA includes only a simple definition of foreign income: it is income with source abroad, which is subject to foreign taxation in accordance with the particular DTT decreased by the connected expenses determined under the Czech ITA. If the taxpayer has certain expenses which he cannot clearly allocate to particular foreign or Czech income he should allocate as much expenses to the foreign income as is the ratio of gross foreign income and the gross worldwide income. 

There are no legal detailed rules how to transfer information from foreign accountancy used for determining foreign tax base of a permanent establishment located abroad to Czech accountancy of the company as a whole. The Ministry of Finance published in 1993 a notification tackling the issue of Slovak permanent establishments of Czech companies.
 This Notification stipulated two ways how to reconcile Slovak accountancy of the permanent establishment and the Czech accountancy of the company as a Czech accounting unit comprising this foreign (Slovak) branch. First method was to keep Czech accountancy for the whole accounting unit in Czech crowns using exchange rate valid in the accountancy, the second method expected that accounting data from the Slovak accountancy would be transferred to the Czech accounting unit at the end of the accounting year. This Notification, though it was not legally binding as a law, has never been officially abolished by the Ministry, however the officials say that it is not valid anymore. In any case the Notification, mainly the second method, was in contradiction with the valid accounting legislation.
In the meantime in practice two approaches have been established for accounting of a foreign permanent establishment of a Czech company.
 First approach is to keep two accounting books parallel for the permanent establishment – one within the accounting books of the company (usually as a separate accounting centre) according to the Czech accountancy rules, and the other accounting books for the permanent establishment according to the foreign accounting rules. The second approach is to upload aggregate accounting turnovers or accounting balances from the foreign accounting books of the permanent establishment into the Czech accounting regularly on a monthly or shorter basis. 

Not only accounting legal regulation of this area is unsatisfied but also the tax aspects are little covered by tax regulations. It is understandable that the foreign tax base of a permanent establishment might be different from the tax base determined under Czech rules, because each country may have different rules for tax deductibility of expenses. However more certainty how to establish the Czech tax base, not only how to transfer accounting information from foreign accountancy to the Czech accountancy, but also how to determine and allocate overhead expenses to the foreign part of the business would be appreciated by taxpayers. As mentioned above allocation e.g. interest or R&D expenses would be done according to the general comparison of gross foreign income with gross worldwide income and the burden of proof would lie on the taxpayer if the tax administration contested the allocation. In real world the taxpayers might manipulate this issue also dependent on the method of elimination of double taxation.
We have no indications that the tax authorities would concentrate on these issues specifically during tax audits.
As regards tax consolidation, the Czech Republic does not allow it, therefore no problems arise in this respect, e.g. double dipping of credit. 

2.3. Inability to Deduct Foreign Losses against Domestic Income

As mentioned the Czech Republic eliminates double taxation only on the basis of DTTs. Dependent on the particular country and the appropriate treaty the taxpayer has to use either exemption method (typically older treaties – those concluded up to the 90s of the 20th century), or credit method. 

The principal disadvantage of the exemption method is that the taxpayer cannot deduct foreign tax loss from the consolidated worldwide tax base. Before 2008 one could run into expert discussions on compatibility of ITA with EU law as regards the exemption method and the disability to deduct foreign permanent establishment loss from the worldwide tax base of a company. This impossibility is now rarely disputed, mainly due to the Lidl Belgium case argumentation
. The rule is simple- the foreign positive or negative income is disregarded in the computation of the tax base in the Czech Republic.

A different situation is in the case of credit method. If the taxpayer is in a loss position abroad, due to the way of credit computation, he can compensate the foreign tax loss with the worldwide income. The Czech system does not include any limiting rules in this respect. The foreign tax loss either reduces the positive tax base in the Czech Republic, or increases the overall (worldwide) tax loss, which can then be carried forward for five years. 

We are not aware of any common techniques used by taxpayers that would lead to manipulating the tax base in order that the particular method of elimination of double taxation might be effectively used in a loss position.

2.4. Foreign Tax Credit Limitations

As regards the credit method the Czech system provides for per country limitation, which means that excess foreign tax paid in high tax countries cannot be “cross-credited” against residual domestic tax on other foreign source income earned in low-tax countries. The most common situations leading to potential double taxation in this connection are those when surplus credit remains and the taxpayer cannot use it any more. He/she only can apply the remaining (not credited part of tax) amount as deduction from his tax base in the next tax period.
The credit system is used generally for all types of income except for dividends, which is treated as a separate “basket”. The corporate taxpayer has to compute credit for dividends separately beside other foreign income. Also within this “basket” per country limitation has to be used. 

The credit system does not have any other limitations e.g. towards not-for-profit organizations or partnerships. 
If a taxpayer has domestic tax loss and foreign profit from which he had paid tax abroad, he cannot carry the foreign tax credit to the following years. He only can apply the foreign tax as an expense towards his tax base in the following year. This means that it reduces the tax base or if he has again tax loss, it increases the tax loss. 

It seems there are no problematic issues leading to inappropriate double taxation in this area.
2.5. Distortions due to Temporal Differences in the Recognition of Taxable Income

The Czech income tax law defers taxation of dividends received by parent company until it is repatriated, better to say until the general meeting of the subsidiary decides about distributing profit. At that moment the parent company should account for dividends and tax them accordingly. The Czech Republic does not include in its regulations any CFC rules or any other anti-abuse rules that would force the parent company to tax dividend unless it was decided about the profit distribution at the subsidiary level. Thus no distortions in time occur in case of profit distribution from abroad in the Czech Republic as regards the elimination of double taxation.

Sometimes difficulties may arise when the source State and the residence State (the Czech Republic) recognize the same income but they attribute it to different tax periods, or where the tax periods begin on different moment. In that case the taxpayer has a possibility to reconcile this situation based on the Act on Tax Administration. With respect to the position of the Czech Republic as the source state, occasionally the question of whether a foreign entity should be regarded as receiving income on accrual basis or on cash basis has been discussed in order to determine the taxable period and applicable legal regime. An approach that the foreign entity should be regarded to receive income on accrual basis if it applies accrual principle in its accounting in accordance with the laws of its state of residence has been considered.  
2.6. Inconsistent Classification of Foreign Entities

The Czech income tax law does not include any comparative typology test as regards foreign entities, which would help the taxpayer to decide how to treat foreign entities from the perspective of Czech ITA. The only guidance in this area is the Instruction D-286
 and the Statement to it
, where the Ministry of Finance simplifies the situation for both the tax administration and the taxpayer in the way that it accepts entirely classification of the entity by the other state. The question in practice might be paused – how to prove this. 
From the other side - Czech resident corporate entity is defined as an entity not being an individual whose seat is located on the territory of the Czech Republic or whose place of management is situated therein. The only ambiguous question for year has been the issue of residency of Czech general partnerships from the point of view of DTTs. Czech general partnership (‘verejna obchodni spolesnost’ – v.o.s.) is a corporate entity incorporated under the rules of Czech Commercial Code. However from tax perspective it is a transparent entity which means that the tax base is divided among the partners and these are taxed on worldwide basis. 
The Czech commercial law gives a possibility to incorporate a limited partnership as well. This is called ‘komanditni spolecnost’ (k.s.). This entity again from the commercial law point of view is a legal entity with its own assets and liabilities. It has at least one general partner (‘komplementar’) and one or more limited partners (‘komanditista’). General partner of k.s. is similarly to general partners of v.o.s. taxed transparently. 
Problems in elimination of double taxation might arise when the source state allocates the income to Czech v.o.s. as to a company, and not to the partners. Czech v.o.s. does not file a corporate tax return in the Czech Republic. It allocates the tax base to its partners who themselves are obliged to file their tax returns. In practice there could be a problem when the partner of such v.o.s. would use a certificate of tax paid abroad which is issued for the v.o.s. not fo the partners. 
3. PROS AND CONS OF CREDIT VERSUS EXEMPTION

3.1. Complexity and Sophistication

The Czech system is far from being sophisticated or complex as regards the elimination of double taxation. The rules are described in seven to ten paragraphs in the ITA. Rather what can be viewed as a complication from the tax administration point of view is that the system is little elaborated and does not give answers in special situations as is relation between foreign and domestic accountancy, foreign loss situations, elimination of double taxation in triangular cases (involvement of permanent establishments). From the point of view of filing tax returns neither of the method of computation is complex or burdensome. Perhaps credit method could be viewed as more burdensome because of per country limitation - a system where the credit has to be computed for each country’s income separately. 
3.2. Administrative Burden

Credit system 
The administrative burden in respect of credit method lies in proving the foreign tax. The taxpayer has to attach certificates of foreign tax paid abroad and the list of certificates with appropriate data if the sources of income are in more than one country. He/she has to calculate the tax credit for each country separately and for each calculation he must have a separate form.  
Exemption system
The administrative burden in respect of filing tax return is minimal. The taxpayer stipulates in the tax return the foreign income for which he applies the exemption method. As he does not include information on foreign tax he is not obliged to anyhow document it or prove it. The only problematic issue is the determination of the Czech tax base – see the chapter…
Tax return process, formalities and tax audits, cost of raising revenue
As regards the formalities that have been complied with in respect of foreign taxes paid, the taxpayer has to prove that he had paid the foreign tax in case he uses credit method. He/she has to include a certification of payment from the foreign tax authority as an appendix to his tax return. In exceptional cases he proves the tax by a certificate from withholding agent or foreign depositary. Furthermore he has to fill in a list of foreign tax certificates
. The data he has to fill in are:  identification of the foreign tax authority (withholding agent/depositary), the state of source of income, the amount of tax in foreign currency paid abroad (as well as transferred to Czech currency), the amount of foreign income from which the tax was paid – this amount should be already calculated according to the Czech domestic tax rules. If at the time of filing tax return the taxpayer does not have a certificate, he has to state the information in estimated amount. In case the tax authority invites him to proof the data he is obliged to document any information he stated in this list.

As we know there are no specialized audits of tax authorities that would concentrate on the application of methods for double taxation relief. 
There are no statistical data on cost of raising revenues in respect of the methods of elimination of double taxation. Both methods, the credit and the exemption method, have been used in symbiosis for years and the author is not aware of any cost analysis that the tax administration would have done in this respect. 
3.3. Sensitivity to International Tax Planning and Tax Avoidance

The domestic system of elimination of double taxation cannot be viewed as sensitive to international tax planning because, since - as said above - it includes only deduction method for alleviation of double taxation. The more the importance of the tax treaties arises. The so called treaty shopping can be sometimes seen but not in a massive measure. Structuring business using favorable tax treaties could rather be seen in the area of tax sparing credit or (in case of treaty with Ireland) because of the absence of withholding tax at source for royalties.
3.4. Compatibility with Applicable International Commitments

As mentioned in the introduction the Czech Republic´s treaty policy in 70s to 90s of the 20th century advocated both the credit and the exemption method in the text of a treaty being negotiated. In the latest 90s the treaty policy changed and thenceforward only the credit method had been included in the treaties. The domestic system of elimination of double taxation does not include any method to relieve double taxation therefore there is no conflict in the interaction between domestic and international law. Recently the exemption method for employment income has been incorporated in the domestic law and it has been at disposal only of those taxpayers who have income from treaty countries. This in practice means that the domestic exemption method overrides the credit method in an international treaty. There have been certain discussions whether this is possible when the Czech Constitution stipulates that provisions of international law take precedence before the domestic provisions. The author of this report shares view with those who advocate the opinion that the application of a method of elimination of double taxation based on domestic provisions rather than on DTT does not mean treaty override. . Thus the taxpayers might invoke the domestic provision if they opt for it for reasons of greater profitability.
Even if the Government realized the intention (see the chapter Future Trends and Conclusions) to introduce the exemption method as a basic domestic method for elimination of double taxation, the author is of the view that there would be no need for the Czech Republic and its treaty partners to renegotiate the currently valid treaties. 
3.5. Impact on Economic Decisions 

Methods of elimination of double taxation are minor aspect of business structuring as regards the Czech Republic. 
4. Future Trends and Conclusion 

At the end of 2008 the Government published a syllabus of future Income Tax Act which should have been part of the 2010 governmental tax reform.
 Meanwhile the Government was forced to resign and new elections took place in spring 2010. The intentions of the new Government as regards the materials that had been already prepared before, is not quite clear. Therefore we cannot estimate which ideas from the syllabus would be taken over by the new Government and which of them would be dropped away. In any case the Government expressed the intention to put the new Income Tax Act into life from 2012.
If the ideas from the syllabus in the area of elimination of double taxation were realized nothing will change towards non-treaty countries. The intention in this material is that double taxation would not be eliminated towards non-treaty countries on the local basis. In respect of treaty countries territorial approach might be applied which means that foreign income regardless of the type of income would be exempt from Czech taxation. However if the Czech tax system used a progressive scale for taxing income (which is more probable for individuals rather than for companies), the method of exemption with progression will be used. If the methods stipulated in a particular double tax treaty was more advantageous, the taxpayer could proceed according to the treaty.
The objectives and grounds hidden behind these intentions are not known. They were not discussed in the syllabus, nor were they discussed in any other ministerial materials. It seems that the purpose standing behind is maximum simplification of the system rather than sophisticated considerations regarding the concepts of capital export neutrality or capital import neutrality. 
Summary
The Czech Republic does not have a local system of elimination of double taxation. International juridical double taxation is eliminated exclusively based on international tax treaties. DTTs concluded by the end of 90s of the 20th century include combination of credit and exemption method, DTTs concluded thereafter include only credit method. The mechanism used in the treaties is general; it means the applicability of the methods is not dependent on the status of the taxpayer, on the amount of income, on the source of income or other considerations. Typically in the older treaties which apply combination of the methods, the credit method is used for passive income and the exemption method for active income.

The most considerable changes in this area occurred in 2001 when the local elimination of double taxation was removed from the ITA and in 2008 when the possibility to employ exemption method for individuals’ foreign employment income earned in treaty countries was incorporated in the ITA.
The Czech system of computation exemption method and credit method based on DTTs is quite simple, on the other hand it lacks detailed rules in certain areas as is: allocation of deductions between domestic and foreign sources, computations when a taxpayer is in a foreign loss situation, and rules for classification of foreign entities. 
The Czech system of elimination of double taxation does not seem to be inclined to manipulation or abuse. Low number of unrelieved double taxation stems from the fact that the Czech Republic is in most situations a source country rather than a residence country. The taxpayers get around the system in such a way to determine their tax liability using methods of elimination of double taxation in the most advantageous way in particular cases using the gaps in the law or lack of detailed rules in this area.
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