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Introduction

1.1 Overview of Transfer Pricing Taxation System

1.1.1 Establishment of the Arm’s Length Principle

The basic statutory framework for transfer pricing system in the Czech Republic is laid down by the Income Tax Act
 which provides for the arm’s length principle, based on which related parties should deal with each other in the same manner as independent parties would have done so. Basically, this rule applies both to domestic and cross-border transactions.

This requirement is specifically stipulated in Section 23-7 of the Income Tax Act that reads as follows: “where prices agreed between related parties differ from prices agreed between independent parties in current business relations under the same or similar terms (conditions), without such difference being properly documented, the Tax Authority shall adjust the taxpayer’s tax base by the ascertained difference. Provided that it is impossible to ascertain the price which would have been agreed in current business relations under the same or similar terms, the price established pursuant to another Act (Act on Property Valuation) shall be used.
”
The Act on Property Valuation
 mentions other methods of valuation such as, for example, cost method, yield (or revenue) method, comparative method and further methods for specifically listed items of property - property rights relating to intangible industrial property rights, trademarks and designations, or rights arising from their use, know-how, or copyright (except for the rights of performing artists), and the property rights of a compiler of a database shall be appraised by using the yield method, specifically as the sum total of discounted future annual net yields (proceeds) arising from use of these rights as at the day of valuation.

In certain situations, the application of the Act on Property Valuation may contradict the OECD Guidelines and arm’s length principles. For cross border transactions where a particular double tax treaty has been concluded by the Czech Republic (please, see Section 1.1.4), application of the Act on Property Valuation is limited by its conformity with the OECD Guidelines and any results achieved by its application may be subject to further adjustments under procedures applicable based on such international treaties.

1.1.2 Related Parties

Related parties are defined as persons interrelated through capital or in another manner: 

(a) 
Parties are related through capital provided that 

1. one party (person, entity) directly participates in another person’s (entity’s) capital or voting rights, or one party participates in the capital or voting rights of more persons (entities) whereby this party (person, entity) has a holding of at least 25% in the other’s or the others’ registered capital or voting rights; in such a case all are regarded as mutually related directly through capital;

2. one party (person, entity) indirectly participates in another person’s (entity’s) capital or voting rights, or one party directly or indirectly participates in the capital or voting rights of more persons (entities), and has at least a 25% holding in the other’s or other’s registered capital or voting rights; in such a case all these persons (entities) are regarded as mutually related through capital;
A holding in the registered (basic) capital or a holding in the voting rights for a taxable period, or for a period for which a tax return is filed, is computed as an arithmetical average of monthly holdings. 
(b) 
Parties (persons, entities) are deemed to be related otherwise (in another manner)
1. where one party (person, entity) participates in the management or control of another person (entity);

2. whereby identical persons or close persons (Note 20c) participate in the management or control of other persons (entities) and such other persons (entities) are regarded as otherwise related parties (persons, entities). However, where one person (party) is a member of the supervisory boards of two entities (parties), such entities shall not be regarded as otherwise related parties;

3. involving a controlling person (entity) and a controlled person (entity), and/or a person (entities) controlled by the same controlling party (person, entity);

4. being close persons (Note 20c).

5. being person (entities) having established a legal relationship predominantly for the purpose of reducing their tax base or increasing their tax loss.

Participation in an auditing commission or a similar inspection organ and the rendering of auditing (inspection) for remuneration is not considered as participation in the control. 

1.1.3 Transactions with Tax Residents from Treaty Countries

In the case of transactions between Czech tax residents and a related party that is a tax resident in a country which has concluded a double tax treaty with the Czech Republic, the arm’s length principle will be applied according to Art. 9-1 of respective international treaty
.  Tax treaties entered into by the Czech Republic mostly follow the OECD Model Convention in this respect and, thus, the relevant provision usually reads as follows:

„Where

a) an enterprise of a Contracting State participates directly or indirectly in the management, control or capital of an enterprise of the other Contracting State, or

b) the same persons participate directly or indirectly in the management, control or capital of an enterprise of a Contracting State and an enterprise of the other Contracting State,

and in either case conditions are made or imposed between the two enterprises in their commercial or financial relations which differ from those which would be made between independent enterprises, then any profits which would, but for those conditions, have accrued to one of the enterprises, but, by reason of those conditions, have not so accrued, may be included in the profits of that enterprise and taxed accordingly.“
Importantly, however, the Czech Republic has reserved the right not to insert paragraph 2 of Article 9 of the OECD Model Tax Convention (establishing the principal of making appropriate adjustments in the case of the tax additionally charged by Tax Authorities of the other contracting state
) in its double taxation treaties .  Nevertheless, in the course of negotiations the Czech Republic declared that it was prepared to accept this paragraph and, at the same time to add a third paragraph limiting the potential corresponding adjustment to bona fide cases.  In view of this,  three typical versions of Article 9 of the Czech double tax treaties may be observed: 

(i) wording of Art. 9 reflecting the original text of the OECD Model Convention;

(ii) wording of Art. 9 that does not contain the second paragraph introduced by the OECD Model Tax Convention;

(iii) wording of Art. 9 containing both paragraphs of the original text of the OECD Model Convention as well supplementing the third paragraph such as “The provisions of paragraph 2 shall not apply in the case of fraud or willful default“.

As regards the concept of associated enterprises mentioned in Art. 9-1, the more detailed provisions of the Income Tax Act defining related parties may generally be used for interpreting which enterprises should be deemed as “associated” within the meaning of respective tax treaty.

1.1.4 The Role of OECD Transfer Pricing Guidelines

As a member of the OECD, the Czech Republic has stated in a decree issued by the Czech Ministry of Finance that the OECD transfer pricing guidelines are applicable as an official interpretation of Art. 9 of its double tax treaties.  In general, decrees issued by the Ministry are not legally binding in the Czech Republic.  In this case, however, the standpoint of the Ministry of Finance is that OECD guidelines represent an official tool for interpretation of double taxation treaties within the meaning of the Vienna Convention on the Law of Treaties
.

It has to be noted, that the legal opinion of the Ministry of Finance is apparently controversial and it seems more likely that the OECD transfer pricing guidelines instead represent non‑binding interpretation rather than an official legal source.

In any case, as regards transactions with a related party from a non-treaty country (including domestic transactions), the OECD transfer pricing guidelines may provide (due to a lack of other official interpretation) a useful tool for reaching a practical solution for transfer pricing aspects but only on a non-legally binding basis. The position of OECD guidelines will probably be strengthened  for such “non-treaty transactions” by the proposed official interpretation (Decree D-300, again, however, legally non-binding) of the Income Tax Act, which has been recently prepared by the Ministry of Finance and which (if finally approved) states that the determination of arm’s length prices should follow the principals stated in OECD Guidelines.

1.1.5 Advance Pricing Arrangements

In the Czech Republic, the Tax Authorities may be asked to issue a binding ruling
. This ruling, however, may confirm only the method used for transfer price determination, not the price itself. The particular ruling may be binding for a maximum period of three years. For further details, please, see chapter 6 of this report.

1.2 Importance of Intangibles in the Transfer Pricing Taxation System

In our view, the transactions involving intangibles currently do not have any special position under the recent Czech transfer pricing rules.  The statutory provisions governing the area of transfer pricing are rather brief and of a general nature. The official interpretations published by the Ministry of Finance tend to assert usage of the principles of the OECD guidelines in practice, however, there is no legally binding reference in the law that would transpose these guidelines into Czech tax law as such. 

It has to be noted, that even case law (judicature) in the area of transfer pricing with respect to intangible property is undeveloped. 

Recently, a representative of the Czech Ministry of Finance – a deputy finance minister – has published an article stating that the Czech Tax Authorities will focus more significantly  on the transfer prices, including payments for intangibles.

2. The Definition of Intangible Property
The Czech law of intellectual property acknowledges the following legal categories regarding intangible property:

Industrial property rights, which include protection of results of technical creative work (patents and utility models), subjects of industrial designing protection (industrial designs), rights to the sign (trademarks and geographical indications) and topography of semiconductor products protection.

Along with industrial rights, the intellectual property rights domain also includes copyright, copyright related rights and the right sui generis of the maker of the database to the said database. 

In addition, the law introduces further items that may be involved among intangibles such as trade secret and know-how. 

2.1 The Definition and Classification of Intangible Property
The definition of intangibles comprised in the Income Tax Act is primarily introduced for the purposes of tax depreciation and we believe that it should not be followed for transfer pricing regulation since it may be too narrow - e.g. certain intangibles (such as trademarks) created by the activity of a tax payer for purposes other than trading do not fall under the definition of intangible property for the purposes of the Income Tax Act.

Czech Tax law does not deal with determination of categories of intangibles for the purposes of the transfer pricing tax system.  As mentioned above, interpretations of the Czech Ministry of Finance assert that the OECD Guidelines should be followed for transfer pricing purposes.  Despite the apparent legally non-binding character of such guidelines, it seems that the definitions and concepts of determination of intangibles provided therein should form the basis for a practical approach to the Czech transfer pricing tax system.

Paragraph 6-2 of OECD Guidelines provides the following definition: “the term "intangible property" includes rights to use industrial assets such as patents, trademarks, trade names, designs or models. It also includes literary and artistic property rights, and intellectual property such as know-how and trade secrets.”

The OECD Guidelines (paragraphs 6.3 through 6.7) further distinguish between marketing intangibles and other commercial intangibles (which are referred to as trade intangibles).  

Certain items of intangible property stated and governed by particular laws from the area of Czech intellectual property (e.g. patents and trademarks) should probably be respected even when deciding on the presence of such intangible property for transfer pricing purposes.

2.2 Special Problems Concerning the Definition of Intangible Property
Recently, the application of Art. 12 (Royalties) of the U.S.-Czech double taxation treaty on payments for the use of software has been the subject of litigation before the Tax Authorities.  The U.S.-Czech double taxation treaty defines two types of royalty payments for various intangibles, without software being expressly listed among them.  Since only one of the types of royalties is allowed for withholding taxation in the state of their source, the dispute basically dealt with the question whether software falls under the expression “secret formula” (subject to 10% withholding taxation) or literary work (exempt from withholding taxation).  To our knowledge, the dispute has not yet been decided finally, this particular issue regarding the definition of intangible property, however, affects transactions between related as well as non-related parties.

3. The Ownership of Intangible Property
3.1 Factors for Determining the Ownership of Intangible Property
Czech tax law does not address the issue of ownership of intangible property at all.  The question whether the Czech transfer pricing system prefers the legal or economic (beneficial) ownership, or (ownership by agreement), may not be unambiguously answered.

Again the only tool that may help is the usage of the legally non-binding OECD transfer pricing guidelines, which basically acknowledge the economic ownership. In particular, e.g. the recommendations of the OECD Guidelines for structuring and documenting so-called Cost Contribution Agreements may provide guidance as to the practical approach.  In any event, however, it has to be noted that there is neither a clear standpoint from Czech Tax Authorities nor developed case law in this area.

3.2 Special Problems Concerning the Ownership of Intangible Property

Problems arising when marketing activities are undertaken by enterprises that do not own the trademarks or tradenames that they are promoting (such as a distributor of branded goods) are, from a Czech transfer pricing perspective, only covered by the OECD Guidelines in paragraphs. 6.36 through 6.39.  Nevertheless, again, this issue is not covered any further by other official interpretations or case law. 

4. The Transfer of Intangible Property
4.1 The Determination of When an Intangible is Transferred to a Related Party
Czech transfer pricing rules do not address the issue regarding the moment when intangible property is transferred to a related party.  The OECD Guidelines also only deal with this problem to a limited extent.  In addition, it seems that general legislation
 regulating the area of intangible property should be followed in this respect. Basically, licensing transactions and the outright sale of intangible property are distinguished and the law governs various contracts and related  registration procedures.  Specific transfer pricing regulations, official interpretations and case law are currently undeveloped in this area in the Czech Republic.

4.2 The Problem of Imbedded Intangibles or Package Deal 
These issues are not governed by the Czech tax transfer pricing law or its interpretation.  On a partially related note, the Ministry of Finance issued an interpretation regarding taxation of non-residents in connection with license fees and similar payments. In addition, a Decree providing an official interpretation regarding certain aspects of electronic trade in connection with application of double taxation treaties (D-235) was also published.  The above interpretations also deal with certain aspects of situations where it may be complicated to ascertain whether respective remuneration should be treated as business profits, capital gains or royalties (due to different taxation regime).  It is stated that contracts covering (i) the supply of machinery, equipment or services and (ii) granting a license regarding the use of industrial rights or know-how (where the supplier/licensor is a Czech tax non-resident having no PE in the Czech Republic) should be subject to Czech taxation only to the extent of royalties. Generally, it is necessary to distinguish payments for licenses and other supplies, since, otherwise, the Czech tax authorities may be entitled to determine the withholding tax related to royalties using its own tools without cooperation with the respective tax payer
.  

In addition, as regards software, the Ministry of Finance differentiates between (i) outright sale of software rights (where remuneration paid to a tax non-resident is not deemed as Czech sourced income); (ii) the granting of a license with respect to software made-to-order (where remuneration is treated as royalties – Art. 12 of double taxation treaties); and (iii) sale of standardized software where so-called shrink wrap licenses are granted (where remuneration paid to tax non-residents is not deemed as Czech sourced income).  

In view of the above, in transactions with Czech tax non-residents (irrespective whether related or not), it may be necessary to properly differentiate between the provision of tangible and intangible property, and determine whether related transactions consist of provision of a license (subject to withholding taxation) or an outright sale of related IP rights (generally, not subject to taxation in the Czech Republic).

The above mentioned Decree D-235 further stipulates that provision of services must be distinguished from provision of services. It further mentions the following situations that, in general, should not be treated as provision of know-how but rather as a supply of a service:

- provision of services after the sale of goods

- services provided by the seller based on the guarantee

- purely technical help etc.

4.3 The Aggregation of Transactions and The Roundtrip Problem
In general, the roundtrip problem is seen in a case where a parent company concludes an output contract with a foreign manufacturing affiliate.  Basically, the intangibles are “transferred out” and tangible products are “transferred in” by the parent company to and from the foreign manufacturing affiliate which exploits those intangibles for manufacturing the tangible products.  In that situation, the parent company provides the foreign affiliate with the products design, specifications and the manufacturing know-how needed to manufacture products which will be sold back to the parent company.

The basic principle is to apply taxation of related “ taxable incomes” including transfer pricing situations on a transaction-by-transaction basis. As to further particular transfer pricing solution of such situation, no regulation has been developed in the Czech Republic yet.  The general issues of determination of Czech sourced income and application of withholding taxation may arise as described above under 4.2.

4.4 The Problem of Location Savings
A multinational group of corporations often realizes location savings by moving its manufacturing base to a plant owned by an affiliate in a foreign country due to lower wages and other costs in the foreign country.
As regards the related issue as to which of the parent corporation or the foreign manufacturing subsidiary is entitled to profits due to the location savings (under which circumstances), the Czech transfer pricing rules do not contain any specific regulation.  The Czech tax authorities did not demonstrate any tendency of pursuing this issue. 
4.5 The Assignment of Employees 
From a practical point of view, the assignment of employees with special technical knowledge and expertise to a foreign manufacturing subsidiary seems not to be usually considered as the transfer of intangible property (requiring arm’s length) in the Czech Republic. However, thus far no legislation has been passed or official guidelines published in this respect.

4.6 The Problem of the Foreign Governments’ Regulations
Developing countries often require a government approval for technology license agreements between a foreign licensor and a local licensee company, and they impose the de facto ceiling on the royalty rates in giving an approval, such as 5% of net sales.  In such event, a high value intangible may be licensed to a related company in such a country at a rate which may look lower than an arm’s length rate. 

In this respect, there are no specific rules or official interpretations laid down in the Czech Republic.  We believe that even in the above case the royalty income of a Czech parent company should be set at arm’s length since there are no exceptions allowing reduced royalties (below arm’s length) available under Czech tax law. 
5. Determining the Arm’s Length Price of Intangible Property

5.1 The Transfer Pricing Methodologies for Transactions Involving Intangibles 
The legally non-binding Decree (D-258) issued by the Czech Ministry of Finance introduces five basic transfer pricing methods in accordance with the OECD Guidelines:

· comparable uncontrolled price method (CUP);

· resale price method (RPM);

· cost plus method (Cost+);

· profit split method; and

· transactional net margin method (TNMN).

However, no specific guidance in the Decree is given as to what methods should preferably be used in the case of intangibles and  under what circumstances.  The Decree mentions basic recommendations as to how to proceed with the less complicated CUP method to the more sophisticated profit split and TNMN methods as outlined below:


In addition, the Ministry of Finance states, that in the case of lack of information (comparable facts), the profit based methods should be used. Thus, again, the OECD guidelines represent the only official source for a practical approach.  As we are aware, the Czech Tax Authorities use the commercial pan-European database Amadeus when searching comparables.

5.1.1 Arm’s length royalty rate

With respect to royalties in the case of licensing it may be observed that the usage of the CUP method is, in the majority of cases, limited due to a lack of comparable data. More fundamentally, all intangible property is, at some level, unique and a simple functional analysis may not give sufficient weight to this quality.  From a practical perspective, one type of intangible property where searching for potential CUP’s can be effective is copyright protected intangible property, such as computer or entertainment software.

Moreover, the resale price method is very rarely relevant to intangible property licensing transactions.  The cost plus method is similarly not normally relevant as one of the key characteristics of much intangible property is that its value bears little relationship to historical cost.

From a practical point of view, the OECD approved profit based methods can sometimes be more effective. The transactional net margin method (TNMM) is unlikely to provide direct evidence for setting an arm´s length royalty rate, but may provide indirect supporting analysis- e.g., it may be possible to demonstrate that the net margin achieved by the licensee of some intangible property is in line with that achieved by a sample of unrelated companies carrying out broadly the same activities. Nevertheless, as always, the issue is comparability and this approach is unlikely to be sufficiently reliable to use as a stand-alone method.  The profit split method and variants of this are potentially more relevant and can best be illustrated by an example.

It is apparent that in many instances there is unlikely to be a single pricing methodology that results in a reliable transfer price. 

In practice therefore, as in all complex pricing questions, the approach adopted should often be a combination of processes. Some form of CUP analysis is usually necessary and is often capable of defining a broad range of royalty rates. Replacement cost analysis may help define the maximum value. An incremental profit split will then seek to limit the range and define a point within it. Finally, a TNMM analysis can confirm that the licensee is making a sensible return after paying the proposed royalty.

5.1.2 Sale of intangible property

In the case of an outright sale of intangible property, the approach to determining a transfer price is often very similar to that required for setting a royalty rate.

As regards the application of the CUP method to an outright sale of intangible property, exceptionally, it may be possible to find a CUP for the sale itself. This can happen where an intangible asset is resold shortly after acquisition from a third party, but in other cases, the unique character of intangible property would probably cause any potential CUP to be hugely unreliable. It seems that the CUP method may have an important application in this area, but mainly as a derivative method rather than the primary approach to pricing. 

Probably the most useful method applied to value a sale of intangible property would be some form of discounted cash flow (DCF) analysis based around a notional royalty stream. As such, the CUP method may then often be applied to determine an arm´s length notional royalty to which the DCF analysis is applied.

The main authority for using DCF analysis in an OECD context is provided at paragraph 1.68 of the OECD Guidelines and, thus, seems to also be allowed in the Czech Republic.

5.2 The Commensurate-with-Income Standard

The (primarily U.S.) concept of the Commensurate-with-Income Standard as such is not established in the Czech Tax transfer pricing system.  The OECD Guidelines (paragraphs 6.28 – 6.35), to be applied in the Czech Republic on a non-binding basis, deals with the same issue in the section examining arm´s length pricing when valuation is uncertain at the time of the transaction. 

The Guidelines emphasize the question whether unrelated parties would enter into a transaction where the future value of an intangible asset was highly uncertain (and the value was therefore low) without making some upside provision. It is suggested that this could take the form of an increasing royalty rate as sales increase, or a shorter license term with the royalty renegotiated periodically.

The OECD analysis can perhaps be regarded as identifying another duty of care required by those pricing intangible property transactions. The documentation, as well as supporting the royalty rate or sale price, should also seek to establish affirmatively that the controlled transaction would have taken place between third parties on similar contractual terms. In this respect, the OECD Guidelines prevent the use of hindsight in paragraph 1.51.

6. Advance Pricing Arrangements (APA)
A new provision
  regarding the possibility of issuing the binding assessment of a price creation method agreed between related persons was included in the Income Tax Act as of January 1, 2006.

The taxpayers may ask the respective Tax Authorities for a binding ruling confirming the method of determining the prices agreed between related parties
. The request may only relate to future transactions, and the administrative fee of CZK 50,000 (approximately EUR 1,700) must be paid. 

The Income Tax Act further states information that should be included in the request for the binding assessment and the procedures for its issuance by the Tax Authorities. 

It should be noted that this ruling may only confirm the method used for transfer price determination, not the price itself. The particular ruling may be binding for a maximum period of three years. It seems that the ruling may be cancelled by the Tax Authorities for rather vague reasons, e.g. provided that the ruling was issued based on inaccurate, incomplete or untrue information – which gives a relatively strong position for Tax Authorities to withdraw from such ruling (especially when considering the requirement to provide “complete” documentation).

More detailed guidelines in respect of the APA are provided in two separate Decrees issued by the Czech Ministry of Finance in December 2005. Although these are not legally binding, it is highly probable that they will be followed in practice by the Czech Tax Authorities.

Decree D-292 specifically governs the APA process. The binding assessment implemented in the Tax Income Act and further commented on by Decree D-292 assumes the principles of APA from the OECD Guidelines (paragraphs 4.124 - 4.166) and other international standards and adapts them to Czech tax law.

Upon the request of a taxpayer, the tax administrator decides whether this taxpayer has chosen a price creation method that is in line with the arm’s length principle. The decision in the APA is effective for the tax periods as stated in the decision issued by the Financial Authorities. The effectiveness of an issued decision automatically expires three years after it has entered into legal force.

Another legally non-binding Decree (D-293) clearly outlines the expected scope of documentation to be submitted by taxpayers when filing an APA request, as well as for a transfer pricing review carried out as a part of the general tax audit procedures (please, see chapter 6.1.1. Transfer Pricing Documentation Requirements). 

6.1.1 Transfer Pricing Documentation Requirements

The scope of documentation provided in the Decree D-293 generally follows the “Code of Conduct on transfer pricing documentation for associated enterprises in the EU”.

There are two types of documentation that are recommended to be maintained by taxpayers for transfer pricing purposes: 

· The "masterfile"
 containing common standardized information relevant for all related companies within the EU such as a general description of the ownership and organizational structure, business strategy, a general description of the transactions involving related parties in the EU, the transfer pricing policy applied etc. 

· The "country-specific documentation" with respect to each company residing in the Czech Republic, which should consist of a set of documentation containing description of the business, business strategy and relations of the Czech taxpayer with other related companies (including volume of transactions), a comparability analysis (i.e.: characteristics of goods and services; functional analysis - functions performed, assets used, risks assumed; contractual terms, economic circumstances etc.), the particular transfer pricing methods used (including the related explanation as to why a particular method was chosen and the way it was applied) etc.

According to the above non-binding recommendation, the companies within the group may opt whether the above common masterfile will be created or whether each company will prepare the necessary set of documents separately (containing information with respect to both group and particular companies).

It seems the practical role of the Decree in the case of a tax audit performed by the Czech Tax Authorities could be rather significant. Thus, in general, to fulfill the requirements regarding the transfer pricing documentation stated in the Decree to reasonable extent, it is advisable.

7. Summary & Conclusions

The basic statutory framework for transfer pricing system in the Czech Republic is laid down by the Income Tax Act which provides for the arm’s length principle, based on which related parties should deal with each other in the same manner as independent parties would have done so. Basically, this rule applies both to domestic and cross-border transactions.  

In case of transactions between Czech tax residents and a related party being a tax resident in a country which has concluded a double tax treaty with the Czech Republic, the application of the arm’s length is generally derived from Art. 9-1 of respective double tax treaty.

The transactions involving intangibles currently do not have any special position under the recent Czech transfer pricing rules.  The statutory provisions governing the area of transfer pricing are rather brief and of a general nature.
As a member of the OECD, the Czech Republic has stated in a decree issued by the Czech Ministry of Finance that the OECD transfer pricing guidelines are applicable as an official interpretation of Art. 9 of its double tax treaties.  The OECD guidelines are not legally binding in the Czech Republic.  Nevertheless, these guidelines provide basically the only official source for transfer pricing methodology and principles as regards specific questions related to intangible property.  

As further stipulated in a Decree of the Ministry of Finance, the transfer pricing methods to be used in the Czech Republic should follow the OECD Guidelines.

It has to be noted that, recently, the area of legislation or even non-binding official interpretations is limited. In addition, the case law regarding transfer pricing issues related to intangibles is almost completely undeveloped.  Therefore, it may be said that this area is a rather unexplored field by the Tax Authorities in the Czech Republic. Recently, however, the Ministry of Finance declared its increasing interest in the transfer prices including payments for intangibles.

A new provision  regarding the possibility of issuing the binding assessment of a price creation method agreed between related persons was included into the Income Tax Act as of January 1, 2006.

The taxpayers may ask the respective Tax Authorities for a binding ruling confirming the way of determination of the prices agreed between related parties but not the price itself. The particular ruling may be binding for a maximum period of three years. 

A legally non-binding Decree has been issued which outlines the expected scope of documentation to be submitted by taxpayers for transfer pricing purposes. The scope of documentation stipulated generally follows the “Code of Conduct on transfer pricing documentation for associated enterprises in the EU”.
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� Section 23-7 of the Act No. 586/1992 Coll., on Income Taxes (“Income Tax Act”).


� For the purposes of loan interest, 140% of the Czech National Bank discount rate is stated to be the arm’s length rate.





� The Act on Property Valuation stipulates in Section 2 (1) that “Property or a service shall be valued at fair market value unless this act provides otherwise. The fair market value shall, for the purposes of the Act on Property Valuation, mean a price which would be obtained when selling an identical or similar property, or when rendering an identical or similar service, in the common commercial relationships in the Czech Republic (inland) at the day of valuation. All circumstances influencing the price shall be taken into account, nevertheless the influence of extraordinary market circumstances, the personal situation of the seller or the buyer and the influence of any special preference shall be disregarded.”





� Generally, in the Czech Republic, double tax treaties are of a higher legal force than domestic legislation (the Income Tax Act).


� “Where a Contracting State includes in the profits of an enterprise of that State — and taxes accordingly — profits on which an enterprise of the other Contracting State has been charged to tax in that other State and the profits so included are profits which would have accrued to the enterprise of the first-mentioned State if the conditions made between the two enterprises had been those which would have been made between independent enterprises, then that other State shall make an appropriate adjustment to the amount of the tax charged therein on those profits. In determining such adjustment, due regard shall be had to the other provisions of this Convention and the competent authorities of the Contracting States shall if necessary consult each other.” (Art 9-2 of the OECD Model Tax Convention).


� The Czech Ministry of Finance based its opinion on Art. 31 of Vienna Convention on the Law of Treaties, which says the following:


 “1.A treaty shall be interpreted in good faith in accordance with the ordinary meaning to be given to the terms of the treaty in their context and in the light of its object and purpose.





2. The context for the purpose of the interpretation of a treaty shall comprise, in addition to the


text, including its preamble and annexes:


(a) any agreement relating to the treaty which was made between all the parties in connection with


the conclusion of the treaty;


(b) any instrument which was made by one or more parties in connection with the conclusion of the


treaty and accepted by the other parties as an instrument related to the treaty.”





�	The ruling may not, however, be issued with retrospective effect, i.e., for situations having impact on tax liability in a period for which a tax return should already have been filed.


� � HYPERLINK "http://isdvapl.upv.cz/pls/portal30/docs/FOLDER/PDF_DOKUMENTY/ZAKONY/441_2003_A.PDF" �Act No. 441/2003 Coll. on Trademarks;� � HYPERLINK "http://isdvapl.upv.cz/pls/portal30/docs/FOLDER/PDF_DOKUMENTY/ZAKONY/478_1992_A.PDF" �Act No. 478/1992 Coll. on Utility Models�; � HYPERLINK "http://isdvapl.upv.cz/pls/portal30/docs/FOLDER/PDF_DOKUMENTY/ZAKONY/527_1990_A.PDF" �Act No. 527/1990 Coll. on Inventions and Rationalisation Proposals� etc.








� Section 38nc of the Income Tax Act.


� The Income Tax Act stipulates that: “Taxpayer that negotiates price in the business relationship with person considered towards him as a related person, may request the locally competent Tax Authority for issuing the decision on the method of determination of the price confirming that the method for the price creation corresponds to the price method agreed between unrelated parties in the business relationships under the same or similar conditions (Section 23 (7) Income Tax Act�).”


� 	All EU Member States involved should have access to the same common documentation and information in the masterfile element, whereas the country-specific documentation would generally be available only to the specific Member State concerned.
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