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1. Taxation of income from services under domestic law
1.1 Basic rules
The Czech Income Tax Act does not include very comprehensive rules in respect of services. Neither has it included any diversified rules for special categories of services. We can say that the main source rule is performing activity through a PE. But there is also a source rule when services are rendered without establishing a PE. Income from inbound services, i.e. services provided by foreign SP to Czech residents would have its source in the Czech Republic provided that the services are rendered on the territory of the Czech Republic. 

There are three rules included in the Section of the Income Tax Act (ITA) governing the source of income in respect of rendering services in the Czech Republic [footnoteRef:2]: [2:  ITA, § 22] 

· Letter a): Income from activities carried out through a PE located in the Czech Republic.
· Letter c): Income from services except of carrying out building projects, income from commercial, technical or other consultancy, managerial and broker activities and other similar activities rendered on the territory of the Czech Republic.
· Letter f): Income from independent activities, as e.g. architect, physician, engineer, lawyer, scientist, teacher, artist, tax and accounting advisor and similar professions carried out on the territory of the Czech Republic.

Basically if a foreign person intends to render services on the territory of the Czech Republic systematically and on a long-term basis he should register a branch in the Czech Commercial register. In that case it is likely that he has a PE in the Czech Republic under letter a).

If a foreign person renders services therein temporarily or not systematically he might not meet the conditions laid down in the Czech Commercial Code for establishing a branch. Moreover enterprises/entrepreneurs from EU/EEA countries and Switzerland may render services in the Czech Republic temporarily based on the free movement of services principle.[footnoteRef:3] The term “temporarily” is not explained in the law. It could be understood as performing activities occasionally and irregularly, which means either systematic business activity performed in a shorter period of time, or business activity performed recurrently in a longer period of time.  [3:  Commercial Code. § 69a
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If an enterprise/entrepreneur renders services without having a branch his taxable presence in the Czech Republic is covered either by letter c) or by letter f). However his activity may also lead to taxation via having a PE based only on time test.

PE is locally defined as a place for activities of a non-resident person[footnoteRef:4]. This provision is an analogy to Article 5(1) of the Model Conventions. This basic definition is widened to cover also activities referred to in letter c) and letter f) when they are provided for more than six months, i.e. only time test is sufficient to create a PE without having “a place”. This provision is an analogy to the Service PE in the UN Model. [4:  ITA, § 22, para 2] 


If a nonresident taxpayer carries on activities through a PE (either basic PE or Service PE), then he is taxed in the Czech Republic on the net basis. He is obliged to file a tax return showing both income and expenses.

If a taxpayer does not have a PE and he still renders services in the Czech Republic, he may be taxed on a gross basis on the ground of letter c) or letter f). The withholding tax of 15 per cent applies.


1.2 Income classifications issues
1.2.1 Definition of ‘services’ 

The term ‘services’ is not defined by Czech commercial law. Neither a definition could be found in the Income Tax Act. Only VAT Act includes its own definition of services: they are all activities which are not supply of goods or transfer of an immovable property. 

So far there have been no particular interpretation problems as regards what activities would be encompassed by the term “services” for the income tax purposes, therefore the practice has not produced any other guidance such as court decisions or administrative rulings.

Looking at the definition in the EU legislation[footnoteRef:5]) services cover all activities of an industrial or commercial character or of craftsmen and the activities of the professions. Comparing this definition to the formulations used in the mentioned three source rules (letter a), letter c), letter f) we can conclude that these rules are in accordance with the EU definition, or better to say they are not contrary to it. [5:  Art. 57 of the Treaty on the Functioning of the European Union] 


The only interpretation problem could occur in case of constructional activities. It could be difficult to lay a strict line between constructional activities of a diminutive character rendered by a craftsman, e.g. bricklayer, whose activity would rather be covered by “services PE” and a building site which is covered by a “building site PE”.  In case of a non-treaty relationship the difference is not vital because both types of PE (service/building site) are triggered by the same rule, i.e. 6 month in any 12month period. In a treaty situation this may cause a problem, because Service PE and building site PE have usually different time tests, or the Article 5 does not include a Service PE at all.

This is why letter c) excludes from services “building site projects”. The reason is clearly to offer a guideline for solving the borderline situations – to make a line between Building site PE and Service PE.

1.2.2	  Services v. Royalties 

The Czech ITA does not include any definition of royalties which would help to distinguish income from services and income from royalties in borderline cases. 

The local source rule for royalties just lists particular types of royalties: payments for use of or the right to use an object of industrial proprietorship, software, know-how, copyright and rights similar to copyrights.

The basic guidelines to the ITA – Instruction D-300 helps to distinguish between know-how and services: It stipulates that know-how covers publically not available and secret information of technical, production, scientific and commercial character utilized for the business activity of a taxpayer[footnoteRef:6].  [6:  Pokyn č. D-300, č.j. 15/107 705/2006 k jednotnému postupu při uplatňování některých ustanovení zákona č. 586/1992 Sb., o daních z příjmů, ve znění pozdějších předpisů  (Instruction D-300) – ad §22, para 2] 


1.2.3 Embedded intangibles  
No special rules are included in the ITA which would aim at addressing shifts in profit potential or asset value from one enterprise to another as the result of a transfer of intangible assets embedded in contracts for the provision of services. General transfer pricing rules and rules for categorizing the type of income and the particular source rules will apply.

1.3 Source and nexus
1.3.1 	Source of income  
Source of income from cross-border services is according to the ITA the place where the activity is performed. The place being situated in the Czech Republic is a conditio sine qua non for all three source rules, that is rule under letter a), under letter c) and under letter f).[footnoteRef:7] The Instruction D-300 further confirms that considerations paid to nonresident SP for services provided outside the Czech Republic do not have source in the Czech Republic, though knowledge, data and other forms of input inevitable for the services had been acquired on the territory of the Czech Republic. [footnoteRef:8] [7:  ITA, §  22, para 1 leter a), letter c) and letter f) point 1.]  [8:  Instruction D-300 – para 5] 

The domestic PE definition [footnoteRef:9]is rather wider than the one included in double tax treaties. PE is in the local legislation defined generally as a place situated on the territory of the Czech Republic where activity of a nonresident taxpayer is carried out. The ITA includes particular examples: a workshop, an office, a place of natural resources extraction, a selling place, a building site. Further the ITA stipulates that a building site and rendering services creates a PE if the activity exceeds six months in any 12-month period. [9:  ITA , § 22, para 2] 


The local definition differs from that one in the OECD Model in two aspects. First the word “fixed” is missing and secondly the ITA does not refer to “business activity” as the Model does, but rather to any activity. The reason behind such vague and wide definition is probably to have enough space to include wide range of situations. The fact that a PE should be fixed is nevertheless implicit through the concept itself. The concept is called “permanent establishment” not an “establishment”. 

Secondly it is obvious that activities should be of a business character. However the reason why the ITA does not include reference to business activity lies elsewhere. The reason probably is that various situations when services are rendered on the territory of the Czech Republic are of a borderline character from the perspective of the Commercial Code and its definition of “business of a foreign person”. Undertaking business by a foreign person under the Czech Commercial Code is the activity of such person on the territory of the Czech Republic through a branch[footnoteRef:10]. In order that all aspects of undertaking a business in the Czech Republic are fulfilled, the foreign person would have to conduct the activities therein systematically, independently, in his own name and under his own responsibility. The ITA obviously wants to go beyond this definition of foreign person’s undertaking business, and strives to cover wider situations, mainly those where the foreign SP would not have to register a branch in the Czech Commercial register. Nevertheless he would have a tax presence in the Czech Republic and would be subject to tax therein. [10:  Commercial Code, Section 21] 


As regards automated services generally the approach described in the OECD Model Commentary under Electronic Commerce (Commentary to the Article 5) is followed by the Czech administrative practice. This commentary has been incorporated in the Instruction D- 235 published by the Ministry of Finance in 2002.[footnoteRef:11] [11:  Instruction D-235 (No. 494/39 661/2002): Sdělení k problematice charakteru plateb souvisejících s rozvojem elektronického obchodu, a to v návaznosti na uplatňování smluv o zamezení dvojího zdanění] 


1.3.2	Nexus for source taxation
The thresholds for taxation of services rendered on the territory of the Czech Republic are diversified, dependent on the rule that is applied.

Letter a)
The source rule under letter a) applies as nexus the existence of a PE on the territory of the Czech Republic and performance of the activities through it. The term permanent establishment is defined in the following paragraph of the ITA as: a place for activities of a foreign person; the term also encompasses activities under letter c) or f) if they are rendered for more than 6 months in any twelve-month period.[footnoteRef:12] [12:  ITA, § 22, para 2] 


The local PE rule namely includes a PE which is created only on the basis of a time test. The Instruction D-300 adds: letter c) applies for situations of services or activities performed on the territory of the Czech Republic based on individual and separate contracts (it may also be recurrent contracts) (e.g. extraordinary accounting audit, repair or maintenance of a supplied equipment, implementation of software), i.e. situations where PE is not established willfully by a taxpayer with the aim to offer and render services to an unlimited and unspecified range of customers (e.g. an audit office, a tax office, repairmen workshop, assembly unit). Calculation of the 6-month test is not influenced by the fact, that the activities are provided based on materially and locally incoherent contracts.[footnoteRef:13] [13:  D-300, ad § 22, para 9] 


Computing six-month test has never been explained by the Ministry of Finance in any official guideline. In certain standpoints the Ministry explained that the days of factual rendering services are included, not the days of presence of particular employees of the foreign SP. The days shall be computed simultaneously for all employees, not individually for each employer. Certain Ministry of Finance standpoints explain that the individual periods should be regarded as units, that means inclusive weekends. If we conclude, the way of computation of six-month test is not quite clear. Shall we take into account a month as a period of 30 days or of 31 days? Shall we include days of factual performance of services or shall we include also weekends?

Letter c):
Rule under the letter c) provides for taxation for services from the first day they are rendered on the Czech territory without any threshold. This however in practice may happen only to SP from no-treaty countries. Any payment sent to the non-resident SP should be subject to withholding tax of 15% on the gross payment. However as soon as the activity exceeds 6 months in any twelve-month period the way of tax collection changes. A PE is created. 

As we explained above, after first six months when the tax is collected through the withholding, a PE is created. This means a PE has to be registered and the taxpayer is obliged to file a tax return. In his tax return he will tax income on net basis, and he might reconcile the previously withheld tax within his tax return.

For SP from treaty countries letter c) will never apply. In treaty situations the treaty threshold shall always be used based on the Article 5 of a particular DTT.

Letter f)
As regards non-resident free-lancers the tax treatment is similar to non-resident enterprises providing services. The rule under letter f) provides for unlimited taxation by way of withholding from the gross payment. There is specifically no threshold. Nevertheless when a freelancer renders services for more than six months he will qualify for a PE, thus switch to the rule under letter a). This means that he would file a tax return and tax his income on a net basis. 

The interaction between letter c) and letter a), or between letter f) and letter a), respectively, is a matter of ambiguity. No priority rule is mentioned in this section. The problem lays in the fact that letter c) and letter f) define particular source rule by character of activity or profession, while letter a) defines a source rule by nexus in the form of PE. In both cases - services mentioned under letter c) and activities mentioned under letter f), may be performed through a PE located in the Czech Republic. The question is whether a non-resident SP rendering activities mentioned under letter c) or letter f) may fall under letter a) from the start of the activities on the Czech territory, if the SP has the “place”. To the author’s view letter a) should override letter c) or letter f). The views however are not stable. See e.g. a judicial case of the Supreme Administrative Court [footnoteRef:14] which concerned indeed activities of a sportsman, however it tackled the issue of the interaction of particular source rules listed in the Section 22. The Court established that certain income that has its source rule in this section and which is taxed by way of withholding tax is a special rule towards letter a) (PE rule).  [14:  9 Afs 55/2007-77] 


The situation in respect of the collection of tax as regards letter c) and f) might be little bit confused. As mentioned these rules lead to gross taxation by withholding tax. However if the services are rendered longer (the rule is more than 6 months in any 12-month period), then a Service PE is created and the way of collection of tax switches to net taxation. The source shifts to letter a). It is true that this situation may happen only in cases where the enterprise/entrepreneur is from a non-treaty country. The reason is that if he is from a treaty country the services are always covered by a treaty PE rule, which includes either only the Basic definition (Art. 5/1), or both, the Basic PE and the Service PE. No Czech treaty includes a possibility of withholding tax on gross basis from the start of the activity – with two exceptions – India and Malaysia.

1.4	Gross v. net taxation 

As mentioned above the Income Tax Act encompasses both gross and net taxation of services.

The letter a) rule provides for net taxation. Income and expenses attributable to a PE in the Czech Republic are reconciled in its tax return.

The letter c) rule provides for gross taxation, where 15 per cent tax shall be withheld from payment to non-resident SP by the payer. In practice there are no frequent cases of this gross taxation. The reason is that this rule could be applied only to SP from non-treaty countries. The second reason is that if the services are rendered for a longer time, i.e. longer than 6 months, the threshold of PE is met. Consequently the gross taxation converts to net taxation. It is a question whether the taxpayer may reconcile the previously withheld tax within his tax return. To the author’s view this should be possible. The Instruction D-300 supports this view by saying that “as regards PE whose existence depends on time test, income achieved within the time before the threshold is met is subject to tax.”[footnoteRef:15] We understand that the meaning of this sentence is that the income is subject to tax with the PE. However the issue is not quite clear. The Tax Administration Code governs withholding liabilities and lays down all duties connected therewith on withholding agents. The tax is paid to the account of the withholding agent, which means that if a foreign taxpayer registers a PE this withholding tax would not be documented on the account of his PE as an advanced payment. Nevertheless a similar issue is solved by the provision of the Section 36/7 of the ITA, so to the author’s view the tax authorities know how to procede in such cases.  [15:  Instruction D-300, ad § 22, par 7] 


The letter f) rule provides for gross taxation as well. Again 15% is the rate of tax. If the time test is met and a PE is created the gross taxation shifts to net taxation in the same manner as under letter c).

Under both rules taxpayers from EU and EEA country have an option to file a tax return by statutory time limits and reconcile the withholding tax within their Czech tax return, even if they do not finally have a PE in the Czech Republic. This is a special rule included in the Income Tax Act based on non-discrimination EU principles. [footnoteRef:16] [16:  ITA, § 37 para 6] 


1.4.1 Fees for technical services 
There is no special treatment for technical services provided by non-resident enterprises. Rule under letter c) as described above will apply, or under letter f) if provided by a freelancer.

1.5	Compliance and administration

Letter a) applies, i.e. the SP has a PE under the basic definition (place for activities)[footnoteRef:17] [17:  ITA, § 22, para 2, first sentence.] 

· The SP has to register a PE with a tax authority by 30 days from the moment he receives a license to performance of activities or from the moment he commences his activities in the Czech Republic[footnoteRef:18]. The decisive aspect for local competence of the tax authority is for an individual person the address announced for the purpose of residence permit, or the address where he predominantly sojourns. In respect of a non-resident corporation it is its address registered in the Czech Commercial register, or if they do not register therein the factual seat on the territory of the Czech Republic[footnoteRef:19].  [18:  Tax Administration Code, § 125]  [19:  Tax Administration Code, § 13] 

· The enterprise establishes a PE from the start of the activities (e.g. an office), in principle it establishes usually a branch as well. In that case they are obliged to keep accounting books according to the Czech accounting law [footnoteRef:20]. [20:  Accounting Act, § 1] 

· The SP is obliged to register as a payer of tax from wages by 15 days from the moment is obliged to fulfill obligations as an employer and payer of the wage tax. The foreign SP through its registered PE is obliged to keep payroll documentation and withhold wage tax and send it by the 20th day in the month when he pays the wages. He also is obliged to file a statement of taxes withheld from wages during the calendar year by the end of February of the following year. If he files this statement electronically the deadline is 20th March. In any case if the employees are non-residents he is obliged to file it electronically. [footnoteRef:21][footnoteRef:22] [21:  ITA, § 38j, para 4,5 and 6]  [22:  The Ministry of Finance form No 25 5459 „Vyúčtování daně z příjmů fyzických osob ze závislé činnosti a z funkčních požitků“] 

· The SP is obliged to file tax return for the PE by statutory limits, which is generally within 3 months after the end of the tax period.
· The payer of the fees is obliged to withhold a prepayment from any payment to a PE in the amount of 10 per cent.[footnoteRef:23] This is not a final tax, it is a prepayment of the future SP’s tax liability. The payer is obliged to withhold this prepayment only in cases of non EU/EEA SPs. If he makes this prepayment he has to file a notification to his tax authority. [footnoteRef:24] He has to withhold the tax prepayment when he pays the remuneration, or rather when he accounts for it in his books as for the liability. He has to pay the amount of tax by the end of the following month.[footnoteRef:25] [23:  ITA, § 38e, para 1 letter b)]  [24:  The Ministry of Finance form No. 25 5516 „Hlášení plátce daně o provedení srážky zajištění daně ze zdanitelných příjmů“]  [25:  ITA, § 38e, para 1 and 6] 


Letter a) applies, i.e. the SP has a PE under the time test without having a place[footnoteRef:26] [26:  ITA, § 22, para 2, second sentence.] 

· For this situation it is typical that no branch is registered in the Commercial Register. The SP has to register a PE with tax authorities. The time limit for registration is not quite clear. The Tax Administration Code lays down 30 days from the moment the taxpayer receives a trade license, or from the moment he starts to perform activities subject to tax. It seems that for PE created based on time test, the 30 days may be computed from the moment the time test is met. However the PE should be registered as of the first day they start the activities on the Czech territory. The non-resident SP is not obliged to keep accounting books according to the Czech law. He neither is obliged to register for payroll tax purposes. The employees themselves should register by tax authorities and pay their individual income tax.
· The SP is obliged to file tax return for the PE by statutory limits, which is generally within 3 months after the end of the tax period.
· The payer of the fees is obliged to withhold a prepayment from any payment to a PE in the amount of 10 per cent as is the case above with the same exceptions.[footnoteRef:27]  [27:  ITA, § 38e, para 1 letter b)] 

 
When letter c)/f) applies, i.e. the SP has no PE in the Czech Republic
· The SP has no compliance obligation. He can himself or through the payer ask the competent tax authority to issue a certificate that 15% withholding tax has been collected from his income.[footnoteRef:28] [28:  ITA, § 38d, para 7] 

· The payer of the fees is obliged to withhold 15 per cent tax from the gross payment to the SP and send it to the tax authority where he is registered. He has to withhold the tax when he pays the remuneration, or rather when he accounts for it in his books as for the liability.[footnoteRef:29] He has to pay the amount of tax by the end of the following month. At the same time he has to file a notification in which he reports his identification details and identification details of the non-resident SP, the title of the payment, the amount and the amount of the tax withheld.[footnoteRef:30] [footnoteRef:31] [29:  ITA, § 38d, para 1]  [30:  ITA, § 38d, para 3]  [31:  The Ministry of Finance form No. 25 5478 „Hlášení plátce daně o dani z příjmů vybírané srážkou“] 

· The withholding tax is generally final, but SP from EU/EEA countries may file a tax return by statutory limits and reconcile this withholding tax base on net income tax base.[footnoteRef:32] [32:  ITA, § 36 para 7] 


If a nonresident SP performed activities in the Czech Republic for the benefit of another non-resident person the collection of tax would depend on the fact whether there is a payer of the tax who has to register in the Czech Republic and pay the tax. In case the non-resident recipient of the services does not have a PE in the Czech Republic, the tax cannot be collected by him as the withholding agent. Consequently the tax would be collected only in case the non-resident service recipient would have a permanent presence in the Czech Republic. The Czech law does not have a jurisdiction to impose an obligation on a nonresident payer to withhold tax for the benefit of the Czech tax administration, if he does not have any registered presence in the Czech Republic. 

If a non-resident SP provides services under a contract with another non-resident person but for the benefit of a Czech resident company the situation is rather complicated in practice. From the economic point of view an appropriate part of the services expenses should be recharged to the Czech recipient of the service. If this is the case the Czech service recipient should withhold 15 per cent tax (in a non-treaty situation). If the expenses were not recharged no withholding tax would be collected. Of course we assume in this case that no PE would be created.
 
As described above the 15 per cent withholding tax is generally final. It is the situation when a non-treaty SP renders services on the territory of the Czech Republic for less than 6 months. The only exception would be Liechtenstein, which is a member of EEA and at the same time non-treaty partner. Thus a SP – resident in Liechtenstein could convert this final tax to non-final and file a tax return.[footnoteRef:33] [33:  ITA § 36 para 7] 


The 10% prepayment withheld from remunerations to a PE is considered non-final. It is both in the situation when a non-treaty SP renders services for more than 6 months, in which case a PE is created base on time test, or in the situation when a PE is created as a fixed place for SP’s activities in the Czech Republic.

If a SP has a permanence presence – a PE – the tax is collected through his tax return on net basis.

Several situations can thus occur:
· SP from a non-treaty country renders services for less than 6 months without having a place: he is taxed on gross basis by 15 per cent withholding.
· SP from a non-treaty country renders services for less than 6 months through a place: He will have a PE, and will be obliged to file a tax return.
· SP from a non treaty country renders services for more than 6 months without having a place: he has a PE. Therefore he is taxed on net basis and is obliged to file a Czech tax return. He would include income and expenses as of the first day he renders services on the Czech territory. But as the first six months the tax was collected by way of withholding, he might reconcile the previously withheld 15 per cent tax within the tax return.
· SP from a treaty country renders services for less than 6 months: he would not generally have a PE in the Czech Republic based on a particular double tax treaty. Therefore he would not be taxed therein. The reason is that the treaty has only basic definition, or has both Basic PE and Service PE. The Service PE is never less than six months in the DTTs.
· SP from a treaty country renders services for more than 6 months: he is likely to have a PE in the Czech Republic based on a particular double tax treaty. Either the Service PE is triggered by the time test, or the services might be provided through a fixed place of business. He would be taxed on net basis and obliged to file a tax return.
2.	Treaty issues

The Czech treaty policy has been since 90s of the 20th century to include Service PE into the Article 5. The Czech Republic submitted a reservation to the OECD Model that they reserve the right to propose in bilateral negotiations specific provisions clarifying the application of PE definition to arrangements for the performance of services over a substantial period of time.[footnoteRef:34]  [34:  OECD Model, Reservations on the Article 5, para. 49] 


The Czech Republic has currently 77 tax treaties in force. Twenty one of them, mainly those concluded twenty and more years ago, do not include Service PE. The rest, i.e. 56 do include it.
2.1 	Income from services under Article 7  

Czech double tax treaties generally include Article 5(1) and 5(2) in the same wording as OECD Model. There are no divergences as regards the PE definition as a fixed place of business.

The Czech treaty policy however departs from the OECD Model when negotiating Article 5(3). The policy is to include this paragraph in the UN Model wording. It is a standard that the letter a) concerning building site includes time test of 12 months. Letter b) includes Service PE. Again the standard for Czech treaty policy is the time test of six months in any 12-month period. A significant departure from the UN Model can be seen in the letter b) where the reference to the “same or connected project” is deleted in the Czech national Model.[footnoteRef:35] [35:  Czech national Model is not an official document; therefore see e.g. Czech Double Tax Treaty with Belgium] 


Summarizing the current status of Czech DTTs: 56 out of 77 DTTs include Service PE. Out of these 56 eight DTTs do include reference to “the same or connected project”. The rest, i.e. 48 include Service PE without this reference. 

As regards the time test for Service PE, the Czech approach is to include the UN Model time test, i.e. six months in any 12-month period, which is also the threshold in the local definition. In negotiation practice the bargains may lead to different results. Thus 45 treaties include the standard time test, while six treaties include 9 months in any 15-month period, one DTT 12 months within 15-month period, one includes 12 months without any period limitation, and three DTTs include 3 months in any 6-month period, which on the Czech side anyhow leads to local rule, i.e. 6 months in any 12-month period.

The Czech national Model of the Article 5 does not include a force of attraction rule as a separate provision. However if we analyze this provision how is included in the Czech DTTs we recognize that any activity of rendering services on the Czech territory is taken into account when judging a situation of a non-resident SP. The impact of the deletion of the words “the same or connected project” means that the local and commercial coherence is eroded. The place where services are rendered is the whole territory of the Czech Republic. Time spent by a foreign SP on the territory is aggregated irrespective of the person of a customer, irrespective of the particular contract or contracts and the character and purpose of the services. Thus the force of attraction rule is implicitly included in such Service PE definition. To the view of the author this is a rule which goes beyond OECD and UN Models definitions of a PE and beyond what the Commentary explains that it should be the fair way how to determine the taxable presence of a non-resident in the Czech Republic. 

If we read the Commentary explanations to the building site PE, we can see many interpretive rules how to regard building activity as a PE. Mainly the rule of commercial, local and temporal coherence is the red line for building site activities. To the view of the author a similar approach should be applied to services activities. By including the Service PE without reference to the same and connected project this approach is harshly infringed.

In 2008 the OECD Commentary on the Article 5 of the OECD Model was amended to include an alternative Services PE provision that jurisdictions wishing to do so may adopt in their treaties (paragraphs 42.11 to 42.48 of the OECD Commentary). No written official standpoint of the competent department of the Ministry of Finance has been published as regards the inclusion/non inclusion of this Service PE provision in the Czech national Model. The author has only information from personal contact with the representative of the Ministry of Finance. The information received is that the Czech tax treaty policy has not changed anyhow since 2008 and that the inclusion of the alternative Service PE provision in the OECD Commentary has no impact on the way how the Czech Republic intends to continue negotiations of the Article 5. 

If we try to analyze the Czech Model Service PE provision and answer the questions which stand beyond the OECD alternative Service PE provision, we can conclude that the Czech Service PE provision respects certain limitations set in the OECD alternative provision, while  some of them does not respect.

1. The Czech approach respects the limitation that it should not allow source taxation of income from services performed outside the Czech jurisdiction.
2. The Czech provision applies only to services provided by the enterprise to third parties. Again it conformsto the alternative OECD provision.
3.	The Czech provision does not tackle specifically performance of services by an individual as the alternative provision suggests. This means that no minimum presence test for individuals is laid down. The six months test applies generally both for individual entrepreneurs as well as for enterprises. Neither the Czech Service PE provision includes a minimum threshold based on the percentage of revenue derived from the activities of an individual rendering services in the Czech Republic.
4.	The Czech Service PE provision includes the minimum time threshold of six months in any 12-month period during which the activities are performed. On the other hand the requirement that the services be performed for the same or connected projects is not purposefully included during negotiating double tax treaties with partners.
5.	The Czech approach is that an exception for preparatory and auxiliary activities would in any case apply for the Service PE.
6.	Service PE as understood and negotiated by Czech side would be taxed only on profits derived from activities carried on in performing the services, i.e. regard to direct and indirect expenses is generally given. Neverheless in practice it is often the case that a special way of computing tax base is agreed between the SP and the Czech tax authority, e.g. a certain percentage from the volume of revenues or expenses. 

The Services PE provision as used by Czech side in the treaties pplies notwithstanding the provision dealing with constructions sites. This signifies that one has to distinguish between services of building character and other types of services. The borderline might sometimes be difficult to lay down. Moreover the Czech Republic has entered an observation to the Commentary saying that it restricts “installation project” only to an installation and assembly related to a construction project. The Czech Republic insists that supervisory activities are automatically covered by paragraph 3 of Article 5 only if they are carried on by the building contractor. Otherwise, they are covered only if they are expressly mentioned in this special provision. If the installation project is not in relation with a construction project, or if the supervisory activity is carried on by another enterprise than the building contractor himself, then these activities are subject to the rules concerning the taxation of income derived from the provision of other services.[footnoteRef:36] [36:  OCED Model Commentary, Observations to the Article 5, para. 45.4] 


This approach can in practice result in different time thresholds, because as a standard building site PE time test is in the Czech DTTs 12 months, while Service PE time test is six months in any 12-month period. 

2.2	Income from services treated as royalties
2.2.1	Supply of know-how 
The OECD and UN Models include payments for information concerning industrial, commercial or scientific experience (know-how) within the definition of ‘royalties’. Nevertheless uncertainties as to the border between royalties and payments for services are often in practice encountered. Paragraphs 11 to 11.6 of the OECD Commentary on Article 12 provide guidelines for distinguishing such payments from payments for the provision of services. 

The approach of the Czech Republic is generally to adhere to these explanations. The Instruction D-300 supports this approach by a short-spoken manner: know-how covers publically unavailable and confidential information of a technical, production, scientific or commercial character which is used for the business of a taxpayer. [footnoteRef:37]Practical difficulties can of course be encountered. However the situations have to be judged on an individual basis taking into account all facts and circumstances, and the substance of the transaction.  [37:  Instruction D-300 – ad § 22, para 2] 


There are no problems as regards the Czech approach in the examples of payments mentioned in the para 11.4 of the OECD Commentary to the Article 12. All of them would undoubtedly be regarded as payments for services.

The only divergence from the OECD approach could be seen in the area of transfers of software. The Czech approach is generally wider when qualifying types of software under know-how or secret formula. The Czech main indicator whether the payment for software comes under the Article 7 or under the Article 12 is the fact whether the software is ready made or tailored to the customer’s needs. Nevertheless recently the argument of the OECD Model Commentary that the decisive criterion should be whether software is used for commercial exploitation or for internal use of the customer has been acquiring importance as well. 

2.2.2 	Secondment of Employees 
If a foreign company agrees to second a skilled manager to a local company for a limited period for the purpose to assist the local company to put in place e.g. new management process and to train local employees in their operation, these activities would basically be regarded as rendering services. Depending on the length of services provision, and depending on whether it is a company from a treaty or a non-treaty country, the activity may lead to the creation of a PE. 

However two situations should be distinguished: if the manager is seconded to the local company and he is ranked in the organizational structure of the local company and performs his activity under the instructions of the local management, such situation would be regards as an economic employment concept. In such a case Article 15 Employment income of a particular DTT would apply and no existence of a PE would be considered.

If on the other hand the manager would render services based on a service contract between the local and the foreign company and it will be the responsibility of the foreign company to render service in the quantity and quality agreed in the contracts, and the manager would be instructed by the foreign company, then a Service PE would be taken into account. 

2.3	Fees for technical and other services  

Special treatment for technical or similar services with a special rate is not commonly found in Czech double tax agreements.

The Czech Republic has only two double tax treaties where a special provision on technical services is found. One is the DTT with India and the other one with Malaysia. Both allow withholding tax of 10 per cent from fees for technical services. These fees are defined as considerations for provision of technical, managerial and consultancy services. We suppose that such a rule has been included in these particular DTTs on the request of the treaty partner.

Where the fees are effectively connected with a PE in both cases - Malaysia and India DTT – Article 7 Business Profits will apply. It is typical that neither of the treaties includes Service PE provision. Since the technical services are defined in both DTTs very widely, we can consider this provision as a surrogate for the Service PE provision. While taxation is triggered by the Service PE generally if the services are rendered for a certain time period, this withholding tax provision is triggered immediately.
2.4	Independent Personal Services  

Since 2000, when the Article 14 was deleted from the OECD Model, the Czech Republic has started to negotiate new treaties without Article 14. Basically freelancers’ activities have been covered by the Article 7 and 5 since then. Nevertheless when a treaty partner insists to include Article 14, the Czech Republic does not have any objections to include it in the text of the DTT. 

Again a little bit statistics: twelve DTTs do not include Article 14. Twenty one DTTs do include it in the OECD Model wording and fourty-two in the UN Model wording. 

Article 14 applies only to individuals rendering independent services, not to companies. The ITA confirms that the term ‘fixed base’ is considered to have the same meaning to ‘permanent establishment’ as used in the DTTs[footnoteRef:38]. Only income derived from services performed on the territory of the Czech Republic would be attributable to such fixed base. Services performed outside the Czech jurisdiction would not be taken into account. [38:  ITA, § 37] 


If the nexus, i.e. a PE (in case the Article 5 is applied), or the fixed base/183 days (if Article 14 is applied) is met, the non-resident taxpayer will be taxed on net basis. Otherwise the income would not be taxed in the Czech Republic at all.

Summary
The Czech Republic taxes services rendered by foreign SP when they are performed on the territory of the Czech Republic. The Income Tax Act includes three source rules governing performance of service therein. 

The first source rule and nexus is the existence of a PE. The local PE definition includes a basic PE – an analogy to the Article 5(1) of the OECD Model. Further it includes a building site PE (analogy to 5(3) of the OECD Model) and finally a Service PE (an analogy to UN Model Service PE). 

The second source rule is rendering services without having a fixed place in the Czech Republic. The activity under this source rule may lead to taxation by way of withholding tax from the gross amount of payment. This rule is triggered only on non-treaty situations.

The third source rule is rendering services without having a fixed place in the Czech Republic by a freelancer. Similar to the second source rule income under this rule is taxed by way of withholding

Generally when a foreign SP has a PE, he is taxed on net basis, when he does not have a PE, he is taxed on gross basis by way of withholding. 

For EU/EEA SP there is a possibility to reconcile this final withholding within a tax return.  Also if the services falling under the second or third rule are rendered for more than 6 months in any twelve-month period, a PE is created and it might be viable to reconcile the withholding tax within a tax return filed in statutory time limits.

Czech treaty policy is to include Service PE in the Article 5, in the UN Model wording with the deletion of the reference to ‘the same or connected project’. The 2008 inclusion of the alternative Service PE in the Commentary did not have any impact on the Czech treaty policy. The approach has always been to include Service PE in the DTTs as wide as possible and in the same meaning as the local Service PE definition. In practice there is a problematic issue how to compute 6 months of rendering services, as it is not quite clear what aspects shall be taken into account: presence of the employees, or factual performance of services by employees on the territory of the Czech Republic. And how many days has one month for the purposes of this time test.  

As the local Service PE and the treaty Service PE standardly does not include reference to the same or connected project, the provision in fact means force of attraction of income to a PE for all services rendered on the territory of the Czech Republic. In practice it is problematic to determine the tax base of such PE coming from the accounting books. Therefore it is typical for such Service PE that the way of computation of the tax base is agreed with a tax authority (based on e.g. percentage of sales). 

The Czech Republic approach as regards the Service PE goes beyond the UN Model PE definitions and the alternative Service PE in the OECD Commentary. The Czech Ministry of Finance feels that the inclusion of the alternative Service PE provision in the Commentary, though they do not use it for negotiations as suggested by the Commentary, gives legitimacy to its approach employed since many years already. 

The author sees problematic issues in the computation of the 6-month time test. Further problems are encountered when in practice DTT does not include Service PE but only the basic PE. In spite of that tax authorities conclude that a PE exist based only on time test and do not take into consideration the “fixed place for business” in all aspects, i.e. temporal and geographical as well. 
 
