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1. Introduction

The topic of attribution of profits to permanent establishment receives in Czech republic rather limited attention from all the stakeholders – tax administration, tax advisors, authors of tax literature and unfortunately also by the Czech Ministry of Finance, despite of the fact that an enormous energy is devoted to the topic by the OECD and the international tax community.

As can be derived from this report, the little administrative guidance, which is available from the Ministry of Finance may not be well known by the above mentioned stakeholders and the tax practice developed in the different regions of the Czech republic, do not always correspond with the letter and spirit of the law.

As it will be mentioned at some part of this report, I do not personally agree with conclusions of some writers and also critically consider some of the existing and prevailing tax practice, which is either tolerated or even expected by the tax administration.

To make this report worthwhile reading, I also describe advantages of the existing practices and although not explicitly, but offer ideas of how to offer plausible solutions to the legitimate concerns affecting the foreign enterprises with their PEs located on the territory of the Czech republic. 

2. The Position Under Domestic Tax Law

2.1 Background issue: Definition of PE

The domestic Tax Law of Czech Republic contains the definition of permanent establishment and operates with this term (the term is being used) at several occasions in the income tax act.

The definition of PE can be found in Section 22, paragraph 2 of the Czech Income Tax Act
. A permanent establishment is defined as facilities located in the Czech Republic for the exercise of an activity, including building sites (after 6 months), workshops, offices, facilities for the exploitation of natural resources and market places. 

The Czech republic is one of the countries, which is famous for its so called "services PE". The provision of services in the Czech Republic by independent professionals and employees of a non-resident entity that generates Czech-source income constitutes a permanent establishment if the services are provided in the Czech Republic for at least 6 months in any 12-month period. 

In addition, in accordance of Section 22 paragraph 3, the income derived by a non-resident general partner of a partnership or a member of an association without legal personality, with respect to the participation, or from credits and loans granted to the partnership, is treated as income from a permanent establishment.

The different reasons for existence of the PE also result in different problems arising in determining the profits of the PE.

2.2 Basic rule for attribution of profits to permanent establishments

Under the Czech commercial law, the PE does not have separate legal personality – thus it is not a subject of law that could enter into a valid legal agreement with the other part of the enterprise – such as another PE or the Head office.

This limits arising from the commercial law do to a certain extend affect the thinking of tax officials and practitioners, who might find it in some instances difficult to imagine that the PE shall be treated as a separate entity for the purposes of determining the tax base on income from the sources in the Czech republic.

In cases the PE keeps proper accounts, the assets and liabilities under the control of the PE are usually properly accounted for and the corresponding increase of wealth – profit can be determined. The problem arises in relation to the transactions between the PE and the head office, however, where the distinct and separate entity approach for tax purposes differs from the legal status under the civil and commercial law. 

The separate entity approach requires that the tax base shall be determined as if the PE of the foreign enterprise located in the Czech republic was in a similar position as would the domestic tax payer be.

For the purposes of determining the tax base of the PE, to achieve such a situation a number of notional items would need to be allowed – so that the tax base of the PE is not lower or higher than the tax base of the Czech tax residents.

The taxable income of a permanent establishment is generally assessed and taxed in the same way as for resident entities, which entails also attributing the profits to the PE, which do have a source abroad, but can be attributed to the functions and activities of the PE.

In some cases alternative methods of determining tax base are allowed. There is very little administrative coordination and review of applying these methods, so the practice varies from the tax office to tax office, which is also the case for other aspects entailing the elements of international taxation.

The Czech Tax Code contains a principle, which can be found in the Section 23 paragraph 11 and which provides, that the taxable income of a permanent establishment may not be lower than the taxable income which would be derived from an identical or substantially similar activity carried on under similar conditions by a resident taxpayer. 

The clause thus introduces somewhat limited principle of separate entity approach, by comparing the tax base of the PE to that of a resident taxpayer and requesting that it is not lower than the tax base of the latter. For the purpose of this report, I will be later referring to this clause as to the "no-lower tax base" clause. 

The clause seems to be working in one way – assuring the tax base is not lower than that of the resident taxpayer – the main concern of tax authority. To achieve neutrality the principle shall, in my opinion, also be extended to provide for not having a higher tax base as the resident tax payer. 

The existing clause in my opinion, contains the possibility of providing for notional profit margin charges on transactions between the PE and the Head office or other parts of the enterprise, where PE is to be the recipient of the payment. In practice this provision seems to be rarely if ever invoked and there is also absence on judicial rulings that would provide certain alternative guidance in the absence of the administrative guidance.

The opposite possibility of providing for the notional profit margin charge on transactions where the Head Office or other PE is the recipient of payment does not seem to be contained in this provision.

The above mention  provision also provides for the alternative methods how the tax base of a PE can be determined. 

It can be either the % of profits (loss) in relation to expenses or turnover of comparable taxpayers or activities. The apportionment of the total profits or losses of the Head Office to the other parts (PE’s) of the enterprise is also possible.

The issue of attribution of profits to the head office of an enterprise resident in the Czech republic which has a PE in another jurisdiction is not being separately addressed in the Czech tax law – except for the general principle that the profits of the enterprise derived through the PE are subject to tax. It seems to be the prevailing silent opinion that there is no need to provide for specific rules as the overall profits of the enterprise are subject to worldwide taxation in the Czech republic, subject to the possible provisions on avoidance of double taxation, contained in the DTC. The Czech republic does not provide for unilateral relief except for the possibility to deduct the foreign tax as an expense in case of absence of the DTC, thus the issue is not specifically addressed.

The situation could have been different, if the Czech republic provided extensive double tax relief based on DTC or unilaterally using the exemption method – which is only the case in a handful of bilateral relations. In such a case, the policy makers might be more motivated to give this area a little bit more thought, because by considering also the head office separate from the PE, the transactions between the two parts of enterprise would need to provide for notional profit margin charges and thus increasing the tax base of the enterprise effectively subject to tax in the Czech Republic.

Only a few administrative rulings (decrees) address the problematic of attribution of profits to the PE – there is one from the year 1992, which address the issue of deductibility of interest and royalty payments at the level of PE and another ruling (decree) from the year 1997, which addressing the specific situation of the so-called "services PE" – arising due to the fact that the foreign enterprise was providing services on the territory of the Czech republic for the period exceeding 6 months during the period of any 12 months.

I will refer to these decrees in the parts dealing with the specific situations.

2.3 Specific situations under domestic law
2.3.1 The transfer of inventory from the head office to the PE (or from the PE to the head office) 

In case of transfer of raw materials or other inventory items from the head office to the PE for sale (or from the PE to the head office), the profits of the enterprise are usually recognized (and attributed between the head office and the PE) only when the inventory is sold to the outside party. 

The amount of expenses attributed to the PE is usually based only on the actual expenses incurred, providing for the direct acquisition costs of the items involved, including a justifiable amount of indirect costs (overhead). 

The provision for the profit margin would be most probably challenged by the tax administration due to absence of any administrative guidance and practice on the issue, however if the items were transferred from the PE to the head office, it could be well justifiable in the light of the general principle enshrined in the "no-lower tax base" clause (see 2.2.), because in the case of comparing the tax base of PE with that of the domestic taxpayer, such a reasonable profit margin would be acceptable even between related parties. Therefore when, for example, the PE would be transferring such items to the head office, the non-inclusion of profit margin would contradict this principle, because similarly as in the case of the tax base of the resident taxpayer, which would usually include such a profit margin, this profit margin could, in my opinion, be included also within the PE - head office transfers. I am afraid that under the existing wording of the tax legislation, it is not possible to obtain the same result if the transaction takes place in the reverse order. This could, in my opinion, be however possible on the basis of invoking the principle contained in the non-discrimination clause contained in the respective DTCs. 

The author of this report is not aware of any administrative guidance, which would provide for different treatment in case of financial assets.

2.3.2 The transfer of capital equipment from the head office to the PE (or from the PE to the head office)

The profit recognition on transfer of machinery and other capital equipment from the head office to the PE shall be dealt with similarly as with transfer of raw materials and inventory items described above.

The recharges on these transactions in the Czech practice do not always seem to be necessary, despite of the that the use and availability of such assets for the purposes of the PE certainly contribute towards generation of profits by the PE, but on the other side these assets are also loosing their value as their span of their economic life progresses. The absence of proper charge arises because the transfers of the capital equipment could be considered also as provision or return of capital in kind between the different parts of the enterprise.

In practice however, if the recharge of the costs of the equipment takes place, it usually does not include any profit margin, probably from the fear that the tax authority would challenge such an increase of the price of fixed assets. Usually, if a cost of acquisition or capitalized costs of internal generation (see section 2.3.3. briefly describing the capitalization of internally generated assets) of these tangible fixed assets is reimbursed between the PE and head office, the reimbursement is considered to be justified only if the item was acquired or generated solely for the purposes and use by the PE in question. The reimbursement in such a case usually includes the direct and justifiable proportion of indirect expenses that the enterprise incurred in the process of acquisition or generation and the transfer of the items.

In case these assets were transferred only for a limited period of time and use, the charges between the PE and head office would not be expected to exceed the amount of legitimate expenses related to the transfer and use of those items – such as corresponding value of depreciation and other related direct and indirect expenses that the transferring party suffered.

The situation, when the 3rd party owns the tangible fixed assets and makes these assets available to the enterprise, which would then use a particular machine or equipment solely or partially for the purposes of the activities of the PE, seems to be covered by the wording of one of the rare decrees on the topic of profit attribution or allowance of expenses to PE issued by the Czech Ministry of Finance (see next section – 2.3.3.). In such a case, the proportion of the fee payable by the enterprise to the 3rd party may be charged from the head office to the permanent establishment.

It is without a doubt that if such a transfer took place between two separate enterprises, the cost of transferred items or the charge of use would include a certain profit margin. Therefore, in my opinion, similar principle discussed in section 2.3.1. shall apply and the reasonable profit margin could be or even should included in the price that at least the PE shall charge when transferring the item to the head office. 

In the case the capital equipment is being transferred back to the head office of the enterprise, usually no capital gains are being attributed to the PE – even if the value of the fixed assets increased during the period of time, unless the equipment would be immediately sold by the PE to the 3rd party. 

If it however was sold directly by the PE, the capital gain would be attributed to the PE and subject to tax, calculated as a difference between the sale price and the net book value for tax purposes, even though part of the capital gain would accrue by another part of the enterprise. 

Interestingly, if the item is first transferred back to the head office and sold by the head office, the capital gain would not be attributed to the PE, not even proportionate part of it, which in my opinion again contradicts the principle contained in the "no-lower tax base" clause. However, in answering similar question recently the Ministry of Finance confirmed the existing practice, even though it was put in the contrast with the "no-lower tax base" clause.  
2.3.3 The transfer of an intangible asset (e.g. a trade mark) from the head office to the PE (or from the PE to the head office)

In the case of transfer of an intangible assets, similar practice as in case of transfer of tangible fixed assets can be observed.

In the case of the external acquisition of intangible assets, it would justifiable that the recharge for the actual direct and indirect acquisition cost could be made if it was acquired solely or at least proportionately for the purposes of the PE. The profit margin usually is not considered to be acceptable.

In the case of the internal generation of intangible assets, the expenses related to the creation of the intangible assets would need to be capitalized in the first place – meaning the expenses did not previously reduce the tax base, otherwise at the moment of capitalization a proper adjustments to the tax base would need to be made. If any recharge upon transfer of the intangible assets would take place, it would normally include the net book value of the capitalized direct and indirect expenses related to the generation of these assets, however usually without any profit margin again. If no recharge would take place, such a transfer could be perceived as a provision or return of capital similarly as upon transfer of tangible fixed assets.

In case such an intangible would not be recorded in the books of the enterprise – such as the use of its internally created databases, customer goodwill and similar intangible assets, it would be difficult to justify the recharge for costs incurred, unless these would be expenses incurred to upkeep, improve or protect the intangible. 

In the case of allowing the PE to use the intangible assets attributable to head office or the other way around, usually the charge for the related expenses might be accepted by the tax authority – e.g. amortization of the intangibles, or recharge of the actual expenses the HO or PE suffers by using 3rd parties intangibles (usually royalties paid to the owner of the intangibles) or any reasonable indirect expenses incurred to protect or upkeep the intangibles (legal and registration fees and similar expenses). Again no profit margin is usually included.

Since, the recharge of expenses described in the previous paragraph, resembles re-invoicing of expenses rather then the payment for the right to use intangibles, interestingly usually, in practice, no tax is withheld in case of the outbound payment of such a recharge, despite of the fact that in substance the recharge of these expenses is a payment for the use of intangibles. As much as surprising, the practice is also reflected and recorded in some Czech author's writings.

In my opinion the regular payment for the use or the right of use of an intangible may or may not include a proper profit margin. There may be many instances, where they payments that the enterprise is capable of negotiating with its business partners do not even amount to the corresponding amortization charges related to this intangible. In my opinion, even in such a case the payment shall be properly classified as a royalty and so taxed.

The practice, although wrong in my opinion, however prevents that the payment, which could be qualified as a royalty, escapes the potential excessive taxation on the gross amount of the payment, because even if some (low) profit margin was actually included and the payment was correctly classified as the payment for the use of intangibles (royalty) and the withholding tax was withheld – in case of the Czech republic usually amounting to 10 %, this tax suffered could possibly exceed the profit margin charged on those expenses.     

In my opinion, the principle contained in the "no-lower tax base" clause could be again applied on the transfer of intangible assets, similarly as described in the previous sections. 

What might be somewhat surprising in the light of the prevailing practice in the Czech republic and also in the light of the absence of any useful administrative guidance on the transfer and use of other types of assets, the use of intangible assets actually received some attention from the Czech Tax Administration, namely from the Ministry of Finance of the former Czechoslovakia.

In the year 1992, a decree was issued by the Ministry of Finance, which was published in the Financial Bulletin number 7-8/1992, under the section 48, with reference number: 11/3-14656/92.

This decree, which is called: "Decree on allowing certain expenses in determining the tax base of the permanent establishments of the foreign persons" contains in its part 2 a principle, in accordance with which, for the purposes of determining the tax base of the PE of the foreign enterprise, which is located in the Czech republic and keeps accounts in accordance with the Czech accounting principles, there may be a charge allowed for the royalty.

The decree specifically refers to the licence and similar fees:

· for the use or the right to use of patents, trade marks, industrial samples, designs, technical projects and plans, secret formulas or processes as well as

· for the use or the right to use of industrial, commercial or scientific equipment or 

· for transferring industrial, commercial or scientific experience

· for technical assistance and services and similar activities

provided by the 3rd parties.

The decree limits the maximum deductible expense to the proportionate amount of these licence and similar fees corresponding to the volume of production of the permanent establishment in relation to the total production of the foreign enterprise for which this licence or similar right was used.

From the above mentioned it is obvious that the expense charge addressed by the decree can only be made if the enterprise follows the Czech accounting standards and the intellectual property is owned by the 3rd party.

In addition to the external ownership condition, there is no reference to the deduction of the notional profit margin that could the head office charge.

The decree also addresses only the one-way charge – from the head office to the permanent establishment.

It is also interesting to note that the decree specifically refers to licence fees, thus the prevailing existing practice of ignoring the royalty nature of payment also does not seem fully in compliance with the decree.

Ministry of Finance of the Czech republic generally follows the decrees issued by the federal Ministry of Finance of the former Czechoslovakia, unless they were overruled by other decrees. It is important to note, that the tax administration still refers to this decree even today – e.g. in addressing the queries of individual taxpayers and issuing individual non-binding rulings.

Furthermore, if the decree is read carefully, one can note that it is not only the licence and similar fees for the use or the right to use of intellectual property rights, but that it also covers the fees paid for the use or the right to use of the tangible assets – "industrial, commercial or scientific equipment".

In addition to the fees for the use or the right to use fixed tangible assets, the decree also refers to the fees for provision of some services – "technical assistance and services and similar activities", therefore this section is of interest to both – the proceeding and the following sections.

It is obvious that the text of the decree was influenced by the text, which was used as a definition of royalties in most of the treaties concluded by the former Czechoslovakia at the time, but which to a large extend corresponds also the contemporary text of the definition of royalties in the DTC, which the Czech republic concludes even these days. 
Finally, the decree refers to production, when addressing the issue of proportion of the charge to be allowed at the level of the PE. It seems that the decree was a reaction to a query from one taxpayer or a group of taxpayers, who were active in the manufacturing industry.

It may thus raise a question, whether the decree shall be only limited to the enterprises active in the manufacturing sector or also for other types of enterprises active in other types of industries – e.g. sales and retail (use of trade mark), research (know-how), etc. 

The reference to production can be found only in the final part, which deals with the question of what can be the allowed proportion of the deductible expense, therefore I would not consider the decree as exclusively addressing the manufacturing industry, but rather see this reference as a guidance of how to determine the reasonable proportion of the allowed deduction. The proportion of allowable charge for other types of industries could be determined by analogy.
2.3.4 The supply of services by the head office to the PE (or by the PE to the head office)
There is no specific administrative guidance on the internal provision of services between a PE and the Head office – such as managerial, supervisory, operational, maintenance, internal training, administrative or other types of services, however it seems highly reasonable and the practice shows that for the significant internal services a recharge of the direct labour, travel or other expenses is being made, however without the notional profit margin.

In the area of internal services supply, there seems to be also a large grey area of services, which substantively are provided between the head office and the PE, however formally they are not being recorded, accounted for and sometimes not even fully noted by the enterprise.

The decree issued by the Ministry of Finance (see 2.3.3.) covers the situation, when the enterprise obtains certain services from the 3rd parties. It specifically refers to "technical assistance and services and similar activities". In such a case, when these services are provided by the 3rd parties and these are being used solely and partially used for the purposes of activities (specifically mentioned production) of the PE, a proportionate part of the cost of this service can be charged from the head office to the PE.

To avoid repetition of arguments, I will only state that in my opinion the principle enshrined in the "no-lower tax base" clause could be also invoked here and the reasonable profit margin charged on the costs of services provided by PE to the head office could be justified. The profit margin charged on the value of services provided by the head office to the PE could be justified by invoking the principle of non-discrimination contained in the tax treaties.
2.3.5 The provision of capital from the head office to the PE

The provision of capital from head office to the PE could be in my opinion taking place in the monetary and non-monetary – in kind form. 

Since the PE is not a company that would have a registered capital, the idea of providing capital to PE may cause some problem to grasp the idea. In theory, any transfer of fixed or current assets (including cash) and even services without the recharge of the corresponding costs could be considered as the provision of capital in cash or kind by the head office to the PE. The reverse transfer of the assets and provision of services for free could be viewed as the return of the provided capital in kind. It could alternatively be perceived as a loan provided by the two parts of enterprise, which entitles the provider of capital to claim a timely repayment and notional charge for allowing the other to obtain and use the capital. This alternative approach might be even more difficult to accept for the tax authorities.

In case these assets were being consumed – sold, used for the purposes of generation of profits, it is only those generated profits which should matter for the purposes of their attribution and taxation. To properly account for and allocate the taxable profits between the different parts of the enterprise the proper records and evidence on the transfers of assets, which contribute towards generation of profits ought to be kept. Otherwise the alternative methods of determining the tax base ought to be used.

Since the PE and the head office are considered as the same legal entity for commercial and civil law purposes, the notional charges for provision of capital, which is owned by the entity as such might be difficult to accept for the tax authorities around the world unless their tax laws operates with some concept of notional interest corresponding to the capital employed. For the purposes of determining the tax base of the different parts of enterprise, the fiction of separate entity allows to divide the profits generated by the use of capital owned or used by the enterprise.

The provision of capital from the head office to the PE was exceptionally also considered by the Czech Ministry of Finance in the above mentioned decree (see section 2.3.3.) however only in relation to the capital provided to the enterprise by the 3rd parties.

The decree in its part 1 specifically provides that on the basis of the above mentioned conditions – the foreign enterprise follows the Czech accounting standards for the purposes of the PE and the capital is provided to the enterprise by the 3rd party, the expense charge for the capital provided can be allowed at the level of PE, but only as much as the interest from the loans and credits are really connected with the PE.

The decree also specifies that the maximum allowed expense is limited by the amount of the interest corresponding to the proportion of the net assets of the PE to the net assets of the enterprise, which the PE is a part of.

The decree thus sets the criteria, which is not dependent on the purpose of debt – whether the enterprise took a loan to finance the activities of PE, but instead the criterion of comparison of net assets of the PE and whole enterprise was chosen. In practice, this criterion does not seem always to be followed by the tax administration. In some individual rulings from the Ministry and in the tax practice, also the purpose criteria is followed – proving the loan was taken specifically for the purposes of the PE (e.g. purpose explicitly mentioned in the loan agreement) can make it possible that not only proportion, but whole of the interest could be deductible by the PE.

The provision of capital in a form of equity – providing financial and non-financial assets to PE to finance its activities, while not having acquired the capital as debt but equity of the enterprise is not specifically addressed.

Due to the absence of provisions that would deal with such situation, where the enterprise is also not using 3rd person capital, but owning the capital due to the fact it was contributed by the shareholders or generated from the non-distributed profits of the enterprise, the charge of a notional interest would be most probably challenged by the tax authorities, due to the reasoning described in the beginning of this section.

Following the "reimbursement of expenses" philosophy which seems currently leading the fashion of the Czech tax practice in the field of attribution of profits to PE, one could probably expect that at least a charge for the actual expense, the enterprise suffered by acquiring the capital – expenses of subscribing the shares, quotation of the company on the stock-market, legal and consultant fees seem to be some of the few real expenses that one may try to recharge, in case these expenses were either capitalized (special notional asset of capitalized incorporation expenses) – the proportion of the amortization charge there from or in the case the current year expenses of acquiring new capital – a potential portion thereof. The tax authorities may still challenge such charges with the argument that although the expense would be undoubtedly incurred, it is questionable, what is the proper way of allocating it, since these expenses are often of the unique nature. 

It is obvious that if the PE was compared with the resident taxpayer, the resident taxpayer would also need to acquire capital, but the combined arguments of the "no-lower tax base" and DTCs non-discrimination clause would, in my opinion, effectively work only in case of the potential mark up of the interest recharge for the capital provided by the 3rd persons. Such a profit margin could be justified due to the fact that the cost of debt – the interest rate is often determined on a number of criteria – the size of the enterprise, the risks to the borrower, etc. If the PE was compared to the resident taxpayer enterprise of a similar size and nature, the interest rate that would be the usual market price for the interest on the debt to such enterprises, could be used as a comparative. 

In case, the capital is provided to the enterprise in the form of equity, it is very likely, the tax authorities would challenge any notional interest and attempt to compare the situation of the PE with that of the resident taxpayer who also acquired the capital in the form of equity. The tax base of that tax payer would usually be effected only by the expenses related to acquisition of that equity capital which are mentioned above. It is thus not surprising that in practice only the charges corresponding to the proportionate amount of the actual interest payable to the 3rd party are usually  reimbursed.

And that is also probably currently the right way of how to achieve the deduction of interest at the level of the PE located in the Czech republic – the debt ought to be provided by the head office by a 3rd person.

If one has the desire, time and resources to attempt and explain to the Czech tax official that a deduction of notional interest is reasonable, one could try to argue that similarly to the use of fixed assets, all the assets are usually diminishing its value unless it remains it same or increases. The administration would usually accept the charge for depreciation of the fixed assets. Similarly money do loose value in the form of their diminishing purchasing value, not speaking of the opportunity cost. Thus, in my opinion, the charge of notional interest corresponding to the official inflation rate for the year in question could be hypothetically allowed.

Finally, author is unaware of similar practice of failing to withhold the WHT on the outbound payments for the use of capital provided by the 3rd parties. It is obvious that the nature of payment is that of an interest, however it can be only assumed, that since the logical argument might be structured similarly as with the payments for the use of intangibles – viewing this payments as mere recharge of expenses to the head office, also these payments may be in practice potentially escaping taxation, similarly as royalties currently do. 

The issue is probably of somewhat lesser importance due to the fact that the significant majority of the Czech DTCs do not follow the OECD but the US model tax convention, where on the basis of Art. 11 the interest is taxable only in the state of residence.

2.3.6 Any other specific situations which have arisen in your jurisdiction and are not covered above

Apart  from the above mentioned, the interesting reference to the attribution of profits to the PEs can be found in one more decree published in the Financial bulletin in the year 1997 under the reference 251/1890/1997, which addresses the taxation of income of non-residence from the sources on the territory of the Czech republic, due to existence of the PE. 

The decree contains a very short paragraph dealing also with determination of tax base of the so called "service PE" – referred to above. In the bullet point 3, it is stated that "by determining the tax base of the PE by the tax administration in accordance with special aid tools (unilaterally) or by determining the tax base in accordance by agreement (bilaterally), it is also possible to derive the tax base from the difference of received receipts and the sum of the labour and other personal expenses on the employees of this PE, or alternatively other properly recorded necessary expenses (accommodation, travel expenses, moving expenses, etc.)."

The "service PE" generally arises after a foreign enterprise provides services anywhere on the territory of the Czech republic to any clients for a period exceeding 6 months during a period of any consecutive 12 months.

The fixed place of business – the commercial and geographical whole is thus being considered the territory of the Czech republic.

To allocate the profits to such a notional PE might be quite a challenge, therefore the proposed mode of determining tax base through an agreement or unilaterally by the tax authority, might be one of the few feasible ways.

Negotiated tax base

Another interesting practice that developed in Czech republic is the negotiation of the tax base of the PEs of the foreign enterprises with the local tax offices.

As a basis for such an agreement with the tax authority, in practice often all the existent and potentially also non-existent expenses of the enterprise incurred also abroad are presented to the tax authority (the validity and existence of these expenses is being rarely if ever challenged, questioned or examined), resulting in negotiating of very low tax bases – such as 5% of the revenues or even less – in some instances 0,5% - 1% of the revenues.

During my research I came across the interesting fact that in addition to accepting the information for the negotiation without much suspicion, the tax authority does not really carry out the comparative exercise enshrined in the "no-lower tax base" clause and does not even properly consider and distinguish the nature of the different enterprises – retail, manufacturing, consulting services, etc, where it is obvious the average profit margins in the industry may be sometimes similar and sometimes very different from those to which the tax authority agrees.

The practical reason for this alarming practice is that the method is rather popular with the local tax offices – the percentage agreed often remains valid for many years, so the tax officials do not have much work with this and of course it is very popular with the foreign taxpayers, who can then pay the Czech tax by applying the tax rate – currently 26 % for corporate persons on the amount of e.g. 1-2 % of the revenues generated by their activities – e.g. consulting. The arrangement is especially attractive in the bilateral relations, where the DTCs or domestic tax law provides for the exemption method.

The legal frame for this practice was by paradox found in the many times mentioned "no-lower tax base" clause, where the section also provides that the alternative methods, how the tax base of a PE can be determined - can be either the % of profits (loss) in relation to expenses or turnover of comparable taxpayers or activities. The section also provides that the apportionment of the total profits or losses of the Head Office to the other parts (PE’s) of the enterprise is also possible.

It is the last sentence of this section that is being invoked here, but often isolated from the general principles enshrined in the same section.

2.4 Dependent Agent PEs under domestic law

The Czech domestic tax law does not contain specific rules related to the existence of the dependent agent PEs. Thus the existence of the PE would need to arise under the general rules of the PE arising under the domestic tax law rules.

There has also not been any particular discussion in the Czech republic on the attribution of profits to dependent agent PEs. The methods described in the previous section (see section 2.3.6.) could be applied in practice if such a PE existed:

- determination of the tax base unilaterally by the tax authority

- determination of the tax base, based on the agreement between the tax payer and the tax authority, mostly instrumented by the tax advisor.

In both cases the tools and information used for determination could be those described in the decree from the year 1997 mentioned above – the total receipts less the personnel expenses method may be used. While it is not the agent, whose tax base is being determined, but that of the foreign enterprise, it would be the payments received either directly from the customers or indirectly via the agent, less the fees (salary) the agent receives. Such a tax base however would not properly take into account other expenses of the enterprise incurred outside the Czech republic, related however to activities and revenues generated by this PE.

Usually if the dependent agents remuneration is considered reasonable and based on the arm's length basis, no additional profit adjustment would be considered necessary by the tax administration. 
2.5 Specific Issues Relating to Banks and Insurance Companies

Banks and Insurance companies and especially the PEs of the non-resident banks and insurance companies must keep the proper accounts in accordance to the Czech accounting standards and fulfil other statutory requirements – including those of sufficient equity.

In regards of the capital provided by the head offices of the banks and insurance companies to fulfil the necessary requirements, the author did not come across of the possibility to deduct any notional amount of interest for the use of the capital.

Therefore the treatment of transfers of assets and services between the head office and the PE of a bank or insurance company would generally follow the principles and potential possibilities described above.

3. The Impact of DTCs

3.1 Background to the DTC network of your jurisdiction

The Czech Republic is currently party to about 68 tax treaties. Except for 2 CMEA
 multilateral conventions, the rest of the treaties are bilateral tax treaties based mainly on the OECD and partially on UN model tax conventions.

Some of the tax treaties (approx. 20) were originally concluded by the legal predecessors of the Czech Republic - Czechoslovak Socialist Republic and the Czech and Slovak Federal Republic. When the Czech and Slovak Federal Republic parted as of 1 January 1993, the Czech Republic and the Slovak Republic succeeded to these treaties based on the general rules of international law on succession of states and apply them in bilateral relations with the respected treaty partners, until the new treaties are negotiated. This process is continuously taking place and Czech Republic is currently in the process of ongoing renegotiation of some of the inherited tax treaties.

Similarly, when the former Yugoslavia disintegrated, the Czech Republic continued to apply the old treaty in relation to the newly formed states, with which it started and also already concluded expert negotiations on new bilateral treaties.

The two CMEA multilateral treaties (one for avoidance of double taxation of individuals and the other for avoidance of double taxation of legal entities) were concluded between the former members of CMEA – Bulgaria, Czechoslovakia, former German Democratic Republic, Hungary, Mongolia, Poland, Romania and the USSR. After the disintegration of the USSR, the Czech Republic expressed its willingness to apply these two treaties to a number of former USSR states, until the new bilateral treaties are negotiated. Currently this process has been started with all of the former USSR states and even concluded with most of them, so the practical significance of these multilateral treaties is now minimum and they remain as an interesting rarity for academic research. The Czech Ministry of Finance has already recommended to the Czech Ministry of Foreign Affairs to initiate the termination process of these treaties.

	List of International Agreements concluded with the

Czech Republic to avoid Double Taxation and in force until 31.12.2005

	Contracting State
	Agreement in force since
	Contracting State
	Agreement in force since

	Albania
	10.9.1996
	Macedonia
	17.6.2002

	Australia
	27.11.1995
	Mexico
	27.12.2002

	Austria
	12.2.1979
	Malaysia
	9.3.1998

	Belarus
	15.1.1998
	Malta
	6.6.1997

	Belgium
	24.7.2000
	Moldova
	26.4.2000

	Brazil
	14.11.1990
	Mongolia
	22.6.1998

	Bulgaria
	2.7.1999
	Netherlands
	5.11.1974

	Canada
	22.7.1992
	Nigeria
	2.12.1990

	China
	23.12.1987
	Korea
	3.3.1995

	Croatia
	28.12.1999
	Norway
	28.12.1979

	Cyprus
	30.12.1980
	Poland
	20.12.1993

	Denmark
	27.12.1982
	Portugal
	1.10.1997

	Egypt
	4.10.1995
	Romania
	11.8.1994

	Estonia
	26.5.1995
	Russia
	18.7.1997

	Filipines
	23.9.2003
	Singapore
	21.8.1998

	Finland
	12.12.1995
	Slovakia
	14.7.2003

	France
	25.1.1975
	Slovenia
	28.4.1998

	Germany
	17.11.1983
	South Africa
	3.12.1997

	Greece
	23.5.1989
	Spain
	5.6.1981

	Hungary
	27.12.1994
	Sri Lanka
	19.6.1979

	India
	27.9.1999
	Sweden
	8.10.1980

	Indonesia
	26.1.1996
	Switzerland
	23.10.1996

	Iceland
	28.12.2000
	Thailand
	14.8.1995

	Ireland
	21.4.1996
	Tunisia
	25.10.1991

	Israel
	23.12.1994
	Turkey
	16.12.2003

	Italy
	26.6.1984
	Ukraine
	20.4.1999

	Japan
	25.11.1978
	United Arab Emirates
	9.8.1997

	Kazakhstan
	29.10.1999
	United Kingdom
	20.12.1991

	Kuwait
	3.3.2004
	United States
	23.12.1993

	Latvia
	22.5.1995
	Uzbekistan
	15.1.2001

	Lebanon
	24.1.2000
	Venezuela
	12.11.1997

	Lithuania
	8.8.1995
	Vietnam
	3.2.1998

	Luxembourg
	30.12.1992
	Yugoslavia
	17.4.1983


Most of the listed treaties, closely follow the OECD model with some slight differences. In regards of the Article 7, the Czech republic rather follows the OECD model and generally provides for separate entity approach – Art. 7/2, while normally not providing for the force of attraction rule and incorporating the deductibility of expenses – Art 7/3, without any significant deviations in majority of the treaties.

3.2 The General Approach to the Attribution of Profits to a PE Under the DTCs of your Jurisdiction

The importance of the principles contained in Article 7 of the Czech DTC lies mainly in the notion of PE being a separate and distinct enterprise for the purposes of attribution of profits (and allocation of expenses). 

This concept was only partially incorporated into the domestic tax law – by the above mentioned provision of "no-lower tax base" clause (see section 2.2.), providing for the PE of the foreign enterprise not to have a lower tax base as a similar resident tax payer would have in a comparable situation.

The concept of the distinct and separate enterprise enshrined in Article 7, with the combination of the obligation in paragraph 3 of the Article, to allow deduction of expenses incurred abroad even in case of executive and general administrative expenses complements the incomplete principle of "no-lower tax base" clause contained in the domestic law. The existence of the DTC therefore provides, in my opinion, sufficient legal ground to allow for deduction of legitimate expenses and where reasonable also for the charge for the notional profit margin.

As mentioned in the section 2.2., the profits attributable to the PE of the foreign enterprise include the profits derived through the PE located in the Czech republic, however having source abroad – e.g. royalties or dividends attributable to the PE. For the purposes of application of domestic tax law, even these profits and income having its source abroad are deemed to be income from the domestic law, despite of the fact that the PE is in effect subject to unlimited taxation. The current practice and position of the Ministry of Finance is, that the PE is not entitled to the benefits of DTCs - the methods of avoiding the double taxation are not extended to the PE.  
3.3 Specific Situations

Surprisingly, the following section of this report might be shorter then expected, but it is mainly due to the fact that the existing practice of attributing profits to the PE is currently not being significantly effected by the existence of the DTCs. 

It is mainly the additional legal principles that are contained in the DTC and the legal arguments that can be derived from them and I already pointed them out when discussing the practice and possibilities described under the section 2.3.

The legal principles contained and the legal arguments remain to be tested in practice, however the prevailing tax practice does not move in this direction and rather follows the established practices and structures the transactions correspondingly to achieve the desired effect – channelling the financing and intangibles via 3rd parties, etc.

3.3.1 The transfer of inventory from the head office to the PE (or from the PE to the head office) 

The practice described and ideas offered in the section 2.3.1. are also relevant here. For the completeness I would add that in both instances – transfers from the PE to the head office and reverse - the potential notional profit margin shall be acceptable and especially so in the situations when the parts of the enterprise engage in the transactions that form the core of their functional business activities.

3.3.2 The transfer of capital equipment from the head office to the PE (or from the PE to the head office)

Here I again refer to the description of Czech tax practice and the arguments contained in the section 2.3.2., with the addendum that in the situation where in the particular treaty the definition of royalty contained in the Article 12 also refers to payments for the use of industrial, commercial and scientific equipment, the payments corresponding to the charges for costs of using the equipment made between the PE and head office could qualify for the royalty definition and the tax ought to be in my opinion withheld.

3.3.3 The transfer of an intangible asset from the head office to the PE (or from the PE to the head office)

In regards of the use of intangible assets, some of the older treaties concluded by the Czech republic, might in article 7 paragraph 3 contain the wording similar to the UN MTC version, which does not allow deduction for the royalty charges between the PE and the other parts of the enterprise. Most of the treaties however follow the wording of the OECD MTC and no such limitation is in place. 

Although the payment for the use of the intangible in the current tax practice described in section 2.3.3. does not result in the withholding of the applicable tax liability on such a payment, in my opinion, such a payment qualifies under the royalty definition, whether it includes the profit margin or not. 

3.3.4 The supply of services by the head office to the PE (or by the PE to the head office)

A large amount of the services provided by the head office to the PE are of the managerial (executive) and administrative nature. In accordance with the paragraph 3 of Article 7, the deduction shall be allowed also for the executive and general administrative expenses incurred for the purposes of the PE.

3.3.5 The provision of capital from the head office to the PE

Since the wording of the provision in Article 7 paragraph 3 in most of the Czech treaties do not exclude the deductibility of the interest charged between the PE and the head office, like to UN MTC does, the deductibility of the interest charges on the provision of capital is, in my opinion, acceptable. 

The question on the possible amount (proportion) of the deductible interest and the potential notional interest was already dealt with in the section 2.3.5. 

3.3.6 Any other specific situations which have arisen in your jurisdiction and are not covered above

In line of the arguments mentioned in the section 2 of this report, I am of the opinion, that the absence of the principle (in the Czech domestic law) that would allow the notional profit charge similarly like on the transactions from the PE to the head office (the domestic "no-lower tax base" clause) also in the reverse transactions from Head office to the PE, this absence could be successfully substituted by invoking the principle contained in the non-discrimination clause of the Czech DTCs, however only in relation to foreign enterprises resident in the contracting state.  

The non-discrimination principle provides that the PE shall not be taxable less favourably than the resident enterprise carrying on the same activities would be. Resident enterprise would usually enter into arms length transactions with other enterprises. Such transactions would usually contain the profit margin charge. Therefore one could argue that once the PE shall be deemed to be separate and independent entity for the purposes of attribution of profits (Article 7), it shall be treated no differently as the domestic taxpayer would.

PE of the non-resident partner of the of the transparent entity

Interesting is also the question of the deductibility of expenses attributable to the PE of the non-resident partner of the fiscally transparent entity or association registered (located) in the Czech republic. The PE is deemed to exist due to the fact, the income is derived via the Czech transparent entity or via the association created on the basis of Czech law or active primarily on the territory of the Czech republic even if the foreign partner does not personally enter to the territory of the Czech republic.

The income derived by the partner through such a transparent entity or association would be deemed to arise through a Czech PE.

The general attribution of income (profit) shall not be too complex, because such an entity - partnership must generally keep the accounts in accordance of the Czech accounting principles and prepare the financial statements to determine the tax base taxable at hands of individual partners as the income derived from the sources in the Czech republic.

The question however arises, whether it is possible to reduce the tax base attributed to the foreign partner or participant by the other expenses that he personally incurred by acquiring and maintaining the share in the partnership. 

After some discussion, the majority opinion of the administrators of the Czech ministry of finance shifted in the direction that if the non-resident partner (physical person or company) indeed has a PE on the territory of the Czech republic, the provisions of Article 7 paragraph 2 and 3 of its treaties would provide that such expenses should be deductible in the Czech republic, to the extent that these expenses were incurred for the purposes of the PE.  

3.4 Dependent Agent PEs under your jurisdiction’s DTCs.

The DTC provide for a special dependent agent PE. There are however no special rules addressing the attribution of profits.

While the issue of agency PE attracts significant attention of the tax advisor and legal consulting community, the issue surprisingly does not attract similar attention from the side of the Czech tax authorities. 

As mentioned in section 2.4., it may be reasonable to use the alternative methods when determining the tax base of this dependent agent PE.

3.5 Specific Issues Relating to Banks and Insurance Companies

Author of this report identified no significant specific issues related to banks and the insurance companies arising from the mere application of the DTCs. 

Therefore the general discussion in the section 2.5. is also relevant here.

4.  The Future
Since the discussion in the OECD is not completed at this stage, one can only consider with the some knowledge of the dynamics of the Czech tax administration environment and its strengths and weaknesses what the potential future developments will be in the Czech republic.

Even after a certain conclusions would be reached by the OECD WP1 and decisions would be made by the OECD CFA, it will take some time before the conclusions would be incorporated into the Czech tax practice, due to the fact that limited substantial attention was devoted by the Czech Ministry of Finance to the work on the discussion drafts on attribution of profits. The possibility that the conclusions reached in discussion drafts would be studied and analysed by the Czech tax officials in depth seems, in my opinion very unlikely, in the light of the largely limited human resources responsible for the negotiation, application and application of the DTC.

Due to this fact, the two potential developments, in relation to the future of conclusions arising from the discussion drafts, could be either simply their unconditional acceptance, in case the majority OECD members will do so or their refusal by the Czech republic in their entirety if other countries will point out inconsistencies or unacceptability some part or the overall conclusions reached.

Summary
The legal framework of the domestic tax law of the Czech republic provides only limited guidance on the issue of attribution of profits to the PE. The existing guidance is in the form of principle, which resembles the separate entity approach, however it only requires that the tax base of the PE located in the Czech republic belonging to the foreign enterprise is not lower than the tax base of the resident taxpayer. Thus it does not contain the element of non-discrimination – that would guarantee that the tax base of this PE will not have a higher tax base than the resident taxpayer in a comparable situation.

The existence of this principle in the domestic tax law may allow charges of notional profit margin on transactions provided by the PE to the head office. In practice, this notional charge is usually not provided for, despite of the legal principle that provides for such a possibility.

In addition, the tax administration does not seem to follow the principle and enforce the principle, which makes it effectively not tested in practice.

The absence of the corresponding principle that would guarantee for the tax base of the PE not to be higher than the tax base of the resident taxpayer in a comparable situation could be substituted by the principle of non-discrimination contained in the DTCs concluded by the Czech republic and potentially also in the principles in the European Tax Law confirmed by the ECJ decisions.

Thus the legal framework supporting the notional profit margin can be found and the arguments can be generated, however the actual tax practice does not follow the legal framework and in some instances I would even dare to say that the established tax practice accepted by the tax authority contradicts some legal rules and principles.

The practice related to the application of the DTCs on the topic of attribution of the permanent establishment does not differ from that arising from the domestic tax law. 

The DTCs concluded by the Czech republic may however provide the additional legal principle and non-discrimination argument and even better, include the principle of PE being deemed to be separate and distinct enterprise for the purposes of profit attribution under Article 7 paragraph 2 and the obligation of the member state to allow deduction of expenses incurred abroad, including the executive and administrative expenses (paragraph 3).

There is absence of leading judicial decisions that would substitute for the lack of the administrative guidance.

The Czech domestic law provides for alternative means of determining the tax base of the PE in case in it more appropriate or the only feasible solution.

( LL.M. in International Tax Law (WU Wien); Magister and Doctor in Law degrees in International Law (MU Brno); Chartered Certified Accountant (ACCA); Senior Research Associate, IBFD; the author wishes to thank Ton Kemp for encouragement in taking up the challenge of writing this report.


� Act No. 586/1992 Coll. 


� CMEA also abbreviated as “Comecon” stands for Council for Mutual Economic Assistance 
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