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1 Introduction

In the Czech Republic the discussion about the attribution of income is about to erupt among tax officials, tax advisors and academic tax professionals. Tax advisors and tax officials may have already encountered problems in the attribution of income especially in an international context when it comes to treaty entitlement and determination of the taxable person. For that reason, the Ministry of Finance has recently provided some administrative guidance on the question of the attribution of income to a taxable person specifically regarding to outbound income. 

It has to be highlighted, however, that decrees and notes to the decrees issued by the Czech Ministry of Finance for determining the administrative practice on the attribution of income to a taxable person are not always known and put into practice by fiscal authorities. Many tax officials follow the formal income attribution approach and therefore, do not rely on the principle of beneficial ownership due to the lack of information and experience. 

2 General principles

2.1 Taxable Person

2.1.1 Domestic Law

The Czech domestic tax law does not provide general rules for the attribution of taxable income to a taxable person since the national tax law does not constitute a general connection between the taxable income and the taxable person when taxable facts are realised. 

The Czech Income Tax Act does also not comprise numerous specific regulations for the attribution of income to a taxable person. Following the outlines for this report, the Czech Income Tax Act contains two rules that aim at the attribution of income to a taxable person and that are both associated with the implementation of Council Directives:

·  Sec 19 para 5 (2) in conjunction with Sec 19 para 6 Income Tax Act regulates that the benefits resulting from the Council Directive 2003/49/EC
 on interest and royalty payments are only granted to the beneficial owner. Sec 19 para 6 Income Tax Act defines the term beneficial owner regarding interest and royalty payments. 

·  Sec 38fa para 3 Income Tax Act implements the Council Directive 2003/48/EC on the taxation of savings income into Czech law and therefore defines the term beneficial owner for interest-type income according to Art 2 of the Council Directive 2003/48/EC.

Furthermore, the Czech Income Tax Act provides specific rules for the attribution of income to partners of general or limited partnerships
 and for mutual funds managed by investment companies
. 

The national courts have not yet had a lot of opportunities to rule on questions regarding the attribution of income. The Supreme Administrative Court has decided upon the definition of income.
 Moreover, the Municipal Court in Prague
 has dealt with the attribution of income regarding dividend splitting. Therefore, specific criteria for the attribution of income cannot be drawn from case law. Furthermore, the Czech literature has not picked up the problems of income attribution in order to define theories and solutions for the personal attribution of income so far.

The attribution of income to a taxable person has to be drawn from the general principles provided by Czech tax law. The “substance-over-form-principle” as set out in Sec 2 para 7 Administrative Tax Act plays a key role for attributing income to a taxable person. This principle indicates that the application of tax law follows the real economic substance of a transaction and does not rely on the formal legal content of the transaction. The legal entitlement to income is, therefore, not decisive and can only be used as an indicator for the attribution of taxable income to a person.

For example, dividends from securities sold in a repo-transaction are not attributed to the buyer of the securities which is the legal owner of the securities but only holds them for a short period of time but to the original owner of the securities following the substance-over-for principle, if the securities have not been “truly sold”. 

The substance-over-form principle is reflected in the principle of beneficial ownership. The principle of beneficial ownership can be derived on one hand indirectly from the substance-over-form principle. On the other hand, in the case of interest and royalty income, the beneficial ownership is defined explicitly in the Income Tax Act based on the two EC directives. According to the definition constituted in the Income Tax Act, the beneficial owner is the person who “receives a real benefit from income (interest income from credits and loans or royalties) and is not acting as an intermediary or as a person entrusted with receiving such income for someone else”. This definition provided by Sec 19 para 6 Income Tax Act is in line with Art 1 para 4 of the Council Directive 2003/49/EC
 and has direct effect in the Member State.
Moreover, Sec 38fa para 3 Income Tax Act gives a definition for the term “beneficial owner” which corresponds to the definition comprised in the Council Directive 2003/48/EC
. According to Sec 38fa para 3 Income Tax Act, the beneficial owner is an individual to whom an interest-type income is paid out, transferred or credited or for whom such income is arranged unless he provides evidence that:

(a) he acts as a paying agent, or

(b) he acts on behalf of 

1. a legal person whose income is liable to corporate income tax or a similar tax; 

2. an open-end unit trust or a similar trust recognised abroad in accordance with the European Communities Council Directive 85/611/EEC as UCITS, or a unit without being a legal entity disclosing the name and the seat of that entity to the paying agent and the paying agent communicates this information to his locally competent tax administrator in the form of a report;

3. another individual who is the beneficial owner disclosing the required information to the paying agent.

In terms of interest income, Sec 38fa para 3 Income Tax Act constitutes that if it is not possible to detect the beneficial owner of interest income by the use of appropriate means, the individual to whom interest income is paid out, transferred or credited is considered the beneficial owner of the income.

Next to the regulations stated explicitly in the law, the Czech Ministry of Finance has published two decrees which deal with conflicts in the attribution of income to a person regarding the granting of treaty benefits. These decrees have been followed by various notes on the decrees issued by the Czech Ministry of Finance for the application of the two decrees in practice.
 In these decrees, the Ministry of Finance has set out the general rule that income is attributed to the beneficial owner of the source of income.
 Moreover, the Ministry of Finance outlines that the tax treatment of the income derived by a taxable person who is a resident of the foreign state follows the allocation of income according to that foreign state.

The Income Tax Act does not provide a definition for income but it only defines the forms of taxable income. Hence, resident taxable persons subject to unlimited tax liability
 are taxable on income from the following sources: 

1. dependent (employment) activities

2. business and independent (professional) services

3. investment of capital

4. rental and leasing income

5. other income as defined by Sec 10 Income Tax Act.

Non-resident taxpayers
 are only taxable on income derived from domestic sources. The taxable income of non-residents is limited to the sources listed in Sec 22 Income Tax Act.

The Czech Supreme Administrative Court has decided that income leading to an actual increase in the taxpayer’s property is taxable unless it is explicitly exempt. Illusory income is not taxable, i.e. the income received has to have a real impact on the property of the taxpayer so that he can benefit from the actual increase of his income in order to be taxable.
 Due to this argumentation, income is only subject to income tax if it leads to real economic profit to a taxable person. To put it in another way, if income does not lead to an economic profit to a person since it cannot be attributed to a person, income is not taxed.

Moreover, the view of the Supreme Administrative Court also makes sure that it is not possible that two persons are taxed in respect of the same item of income at the same time since it is not possible that the same item of income leads to an actual increase of the property of two different taxpayers. This conclusion is supported by the fact that for every item of income there is one, and only one beneficial owner since multiple or split beneficial ownership of income is not possible. 

According to the civil law it is possible to separate income from the source of income (e.g. by way of a usufruct).
 The owner of the source of the income may conclude a contract in order to entitle another person to the income resulting from the income-producing asset. If the income is split from its source, the source of income remains with the original owner and cannot be transferred to the beneficiary of the income who is entitled to the income. The person entitled to the income is taxed on the income received which can be lowered by deductible expenses clearly and closely related to the income received (e.g. rent expenses). 

Last but not least, it has to be highlighted that the Czech tax officials are not yet well experienced regarding the application of the substance-over-form principle. This may lead to the fact that some tax officials still base their assessment concerning the attribution of income mainly on the legal form of a transaction. Furthermore, since some legal forms used in other European Countries, e.g. trusts, are not (yet) known in Czech civil law and tax law, tax authorities may base their assessment solely on the legal entitlement to income in such cases.

2.1.2 Treaties

The Czech national law does not provide general principles for the attribution of income to a person for treaty purposes. Furthermore, Czech national courts have not yet addressed issues regarding the attribution of income in a tax treaty context. In this fashion, also from an international perspective, the attribution of income has to be deduced from the general principles and drawn from practice.

With reference to the explanation of the term “beneficial owner” provided by the Czech Ministry of Finance
 and the decree D-286
, the fact that the recipient of income which has its sources in the Czech Republic is a person who is a resident in the contracting state is not enough for being able to claim treaty benefits. To put it in another way, only ”the real owner” (beneficial owner) of this income, i.e. the person who receives income for his own benefit, is entitled to treaty benefits. If applicable other conditions determined in the tax treaties (e.g. Article on the Limitation of Benefits) or in the national tax law (e.g. percentage of shares of a company) have to be fulfilled in order to claim treaty benefits. 

The decree D-286 provides specific income attribution rules in respect of the taxation of income derived from sources in the Czech Republic. It specifies that treaty benefits are only granted to the beneficial owner of the income. In the allocation process of income, the Czech Republic as the source state refers to the income attribution of the contracting state. Treaty benefits are granted only under the premise that the beneficial owner as the taxable person is deemed to receive such income under the tax law of the other contracting state.
 

Specifically, Articles in double taxation treaties referring to income from dividends, interest and royalties (Arts 10, 11 and 12) that have recently been concluded by the Czech Republic, suggest that treaty benefits can only be claimed if the recipient of the income is the beneficial owner.
 The beneficial owner is the person that obtains a real benefit from income derived from the source state, i.e. the person to whom income can be attributed objectively and who therefore is liable to tax in the state of residence. As a result, if dividends, interest or royalties are received by a resident of the contracting state who acts as an intermediary or as a person entrusted with receiving this income for someone else, this person cannot claim treaty benefits since he is not the beneficial owner of the underlying shares, debt instruments or royalties. 

In older tax treaties concluded by the Czech Republic, the term “beneficial owner” is not used explicitly but older treaties provide treaty benefits only for a “recipient who is a resident of one state”. However, tax treaties have always been interpreted based on the fact that treaty benefits have been only granted to the beneficial owner of the income as defined in the newer tax treaties concluded by the Czech Republic. Consequently, the introduction of the term “beneficial owner” in the tax treaties recently signed is in fact a more precise wording of the fundamental principle that has been used in practice even before it was anchored in the law and is therefore also applicable for the interpretation of older tax treaties. 

The interpretation of the term beneficial ownership in a treaty context follows predominately the legal definition of the treaty. If the treaty, however, does not provide a definition for the term beneficial ownership and cannot be derived from the treaty context, the meaning of the term has to be derived from national law according to Art 3 para 2 OECD-Model Convention. Therefore, the definition of the term can mainly be derived from the substance-over-form principle representing an underlying principle to Czech tax law. Furthermore, it can be derived from Sec 19 para 6 and Sec 38fa para 3 Income Tax Act which implement the interest and royalty directive of the EC and to the savings directive of the EC into national law. Furthermore, the term beneficial ownership may be interpreted based on the guidelines of the Ministry of Finance in the decree D-282
 and in the Note of the Czech Ministry of Finance concerning the terms “place of management” and “beneficial owner”
. 

2.2 Credit for Tax Withheld

Pursuant to the Czech Income Tax Act, the withholding tax in purely domestic situations is final and there is no entitlement to a credit for the tax withheld. The income such as dividend income
 derived by residents from domestic sources constitutes a separate base and is subject to a withholding tax at a flat rate of 15 %. In these cases, the Czech Republic does not impose creditable withholding taxes.

If these items of income are derived from abroad, the taxpayer may either opt for separate taxation at a flat rate of 15 % or include it as income from capital in the aggregate income which is subject to the progressive rate from 12 % to 32 %. 

However, if taxable income that is not subject to withholding tax is paid to non-EEA residents, the payer must withhold a prepayment securing the payment of tax. Such tax securing is credited against the final tax liability and if appropriate, a refund is made to the foreign entity. If the taxpayer does not file a tax return, the tax securing could be considered as his final tax liability. 

Sec 38f Income Tax Act provides general rules for the elimination of double taxation of income from abroad and provides provisions for the application of double taxation treaties that are compulsory for the Czech Republic. The term taxpayer is defined in the Czech Administrative Tax Act as a person whose income, property or legal acts are liable to tax. According to this definition, only a person liable to tax is entitled to a tax credit for withholding taxes. Therefore, a tax credit is only granted to the person who has actually paid the income tax. Generally speaking, the person entitled to claim the treaty benefits in respect of income is the only person who is able to claim a tax credit for taxes withheld at source in accordance with the terms of the applicable tax treaty.

When using the ordinary tax credit method, the taxpayer is allowed to deduct the tax paid abroad but such deduction shall not exceed the amount of tax computed according to the Czech Income Tax Act and attributable to the foreign income. The term “tax paid abroad” is to be understood as the tax assessed and paid abroad according to the legislation of the other state. It is up to the taxpayer whether he uses the tax relief available to him under the foreign tax system. 

2.3 Alienation of Income

The attribution of income to a person also depends on the source of income. Hence, income from investment of capital is attributed to the beneficial owner of the source of the income who is the person who is actually entitled to the income from this source. Income from investment property is easily alienable since financial assets are fungible. The authority of the disposition of income from investment of capital can be transferred to a person without any problems. 

However, the beneficial ownership of income from dependent (employment) activities or independent (professional) activities that are connected to a special taxpayer and his ability to render specific services to an employer or to a customer based on his unique competence are only alienable under specific conditions or not alienable at all. Hence, certain claims cannot be transferred to another person, for instance claims which cease to exist with the death of the creditor (e.g. alimony) or claims which are inalienable (e.g. retirement pensions) according to Czech civil law.
 For specific types of income only the part of the income which is excluded from execution is alienable. For instance in the case of salaries or wages only the amount exceeding the personal subsistence minimum insuring essential living costs is alienable.
 For income tax purposes, however, employment income is always attributed to the person that has been originally entitled to the income, i.e. to the employee himself, despite the fact that part of the income is transferred to another person.

In order to transfer the entitlement to salary income derived based on an employment contract, either a contractual arrangement has to be established between the employer and the employee or a judge has to order an execution of the salary.
 Otherwise salary/wage income is not transferable.

The consequences resulting from this principle in respect to the attribution of income are visualised with the following example: An employee who as a part of his job at a research institution holds a position as a visiting lecturer with a university. The visiting lectureship carries a salary, which may be paid only to the individual according to the university’s bylaws but as the position is held as part of the employee’s regular work, he hands over the entire salary to the research institution. The remuneration received from the university does not lead to real economic profit of the employee
 and is not subject to tax. Following the substance-over-form principle, the income from the visiting lectureship is attributed to the institution for tax purposes.  However, as practical experience shows, the formal approach is followed by tax authorities and the income from the visiting lectureship is taxed in the hands of the employee.
The alienation of the entitlement to income is always treated as regular income and does not induce the realisation of capital gains. For example when the owner of a business decides to rent out his business to another person
, the compensation for business rented out, is subject to tax as rental income by individuals or a company’s ordinary income but does not lead to the realisation of capital gains.

3 Specific attribution rules 

3.1 Deemed Attribution Rules

3.1.1 Transparent Entities

The Czech commercial and tax law recognizes two forms of partnerships:

· general commercial partnership (“v.o.s.”,veřejná obchodní společnost)

· limited partnership (“k.s.”, komanditní společnost). 

Both types of partnerships are considered to be legal persons. However, only the limited partnership is a taxable person. 

The general partnership
 is regarded as transparent and therefore the income of the partnership is attributed to the partners and taxed in the hands of the partners. The general partnership is taxable only in respect to income subject to withholding tax (e.g. dividend payments).
 The general partnership is obliged to keep accounts and to calculate its tax base according to the principles and rules applicable to corporations; it is however not entitled to claim for tax allowances. The calculated tax base is divided among the partners based on their share in the partnership.
 If the partners are individuals, the income from the partnership is subject to income tax.
 If the partners are, however, corporate entities, the income from the partnership is subject to corporate income tax.

The limited partnership
 is subject to corporate income tax. The corporate income tax of the limited partnership is calculated on the tax base reduced by the part which has been distributed to the unlimited partners. The unlimited partner is taxed based on the transparency principle. Therefore, the taxation of the unlimited partner follows the taxation of the partners of a general partnership. The remainder of the income of the partnership is taxed as corporate income at the level of the limited partnership. The limited partners are only entitled to a share of the net income according to their participation. The withholding tax is levied on the portion distributed to the limited partners.
 Consequently, regarding to the taxation of the limited partnership the income of the partnership representing a taxable person is split in two parts whereas the part attributable to the limited partners is taxed at the level of the company and the part attributable to the unlimited partners is taxed at the level of the partners following the transparency principle.

With respect to the entitlement of treaty benefits, the general partnership is not entitled to claim treaty benefits since it is not a taxable person. Concerning the limited partnership, the assessment on the entitlement to treaty benefits is difficult since one part of the income is taxed at the level of limited partnership as a taxable person and the other part at the level of unlimited partners. Following the deemed attribution rules, it would be appropriate to split these two parts of income according to the participation of the limited and unlimited partners and to apply the applicable tax treaty to the unlimited partners and to the limited partnership, respectively.
 

3.2 Income from Assets

Regarding the attribution of income from assets, the Czech Income Tax Act does not provide specific principles; instead the allocation of income from assets has to be derived by the general principles provided by the Czech tax law as outlined in chapter 2.1.1.

Generally speaking, income from investment of capital is attributed to the beneficial owner of the source of the income. The attribution of the source of income, however, may not automatically lead to an attribution of income from this source to the same person. If, for instance, a usufruct is admitted on a dividend, the dividends are attributed to the person entitled to the usufruct if this person can decide upon the income realisation, e.g. in terms of a share if the person is able to act out the voting rights at the annual general meeting.

3.2.1 Dividends

As a general principle dividends are attributed to the shareholders. The shareholder has the right on a share of the company’s profits at the point in time when the general meeting has approved the profit distribution.
 The tax credit for the income tax withheld is available if the income is attributed to the shareholder provided that there is evidence on the tax withheld abroad.

The Income Tax Act does not provide a specific attribution rule for the payment of a dividend to a person who owns the underlying shares just for a short period of time whilst after the payment of dividend the shares are sold back to the original owner (“repo-transaction”). However, based on the substance-over-form principle, the conclusion may be drawn that the dividend income is attributed to the original owner of the shares since he has not truly sold the shares. This might be especially true if at the time of the disposal of share it is assured that the seller buys the shares back immediately after the approval of the dividend. 

A shareholder may transfer certain rights related to the share (e.g. the right to receive a dividend) retaining the ownership of the share. According to the Commercial Code, the right to receive a dividend can only be transferred after the approval of the dividend by the general meeting. If coupons
 are issued, the right to receive a dividend connected with the coupon is alienable only together with the coupon. 

Based on case law
, if the right to receive a dividend is transferred to another person, the shareholder remains the person to whom dividends are attributed for tax reasons. The shareholder holding the share is the only one entitled to receive the dividend at the time of the approval of the dividend distribution by the general meeting. Therefore, the dividends are taxed in the hands of the shareholder.
 If the shareholder sells the right to receive a dividend, the transaction is considered as an assignment of claims in an amount of nett dividend. Consequently, the shareholder obtains regular income, which is either taxable in the aggregate income as other income or in the case of a company as ordinary income. The shareholder is allowed to deduct the acquisition cost of claim, i.e. taxed dividends.
 
In terms of tax treaty law, the question arises if the disposal of a right to receive a dividend without selling the underlying share in a dividend stripping model leads to a dividend in terms of Art 10 OECD Model Convention. According to the original terms of Art 10 OECD Model Convention this might not be the case since Art 10 OCED Model Convention is based on the actual payment of dividends by a company. The disposal of a right to receive dividends, however, does not actually represent a payment of “a company”. From the Czech perspective, for tax treaty purposes dividend income from Czech sources is attributed to a taxable person according to the allocation of income derived by the foreign state.
 Due to this principle, double taxation issues may not arise if a tax treaty is in place due to the lack of classification differences.

3.2.2 Income Accruing Over Time

Under civil law, interest is a fruit derived for funds provided for a period of time that accrues over time.
 If an income-producing asset is transferred between interest payment dates, the interest is apportioned between the seller (accrued interest until the date of disposal) and the buyer (future interest from the date of purchase to the interest payment date) of assets. Both of them are entitled to credit the tax withheld from their part of interest income, if this tax is not final (i.e. withheld abroad). The tax consequences resulting from the sale of the interest coupons are identical as from the sale of dividend income.
 Consequently, this income is included in the aggregate income as other income of an individual or in the company’s ordinary income.

3.3 Intermediaries

3.3.1 Agents/ Commissionaire

The Czech Commercial Act explicitly provides a regulation for the execution of a contract under which a principal may engage an agent to act in the agent's name but on the account of the principal representing a commissionaire arrangement.
 However, there is no explicit provision concerning the taxation of a commissionaire structure. Following the general principles of the attribution of income presented in chapter 2.1 of this paper, the commission agent has to tax the income that he obtained for arranging the business activities for a principal. Indeed, the commission agent receives the sales price for the assets or services he sells on behalf of his principal but as he is under the clear obligation to pay that sum less the amount of his commission to his principal, he is not the beneficial owner of the sales income. The sales income less the commission fee that remains with the commission agent is, therefore, attributed to the principal for tax reasons. The commissionaire fee represents a tax deductible expense for the principal since it incurred in generating, assuring and maintaining income. The sales income received by an agent acting in the name and on the account of the principal is also split into the part retained by the commissionaire and the part paid by the principal.

3.3.2 Trusts

Neither the Czech civil law nor the Czech tax law considers the trust as a legal figure. Therefore, a trust does not represent a taxable person. According to the note to the decree D-286, the trust is mentioned as an example of a foreign transparent entity which is not a taxable person but a contractual relationship in which the recipient of the income is not the beneficial owner of the income.
 Following the underlying “substance-over-form” principle, the income of the trust is attributed to the beneficial owner of the income derived from the trust, i.e. to the beneficiary since he is the person who is economically entitled to the income. However, income derived from trusts may be attributed according to the legal entitlement rather than based on the economical entitlement to the income by Czech tax officials. 

With reference to the opinion of the Finance Ministry outlined in the decree D-286
, the allocation of income from a trust in a treaty context follows the attribution of income in the contracting state. Consequently, domestic source income paid to a non-resident beneficiary will be attributed to the beneficiary if the resident state of the beneficiary attributes the income to this person. In this case, the beneficiary would be able to claim treaty benefits. If the resident state of the beneficiary, however, attributes the income to the trust itself or to the trustee, the trust or the trustee is taxed, respectively. 

3.3.3 Collective Investment Vehicles

The existence of the right of ownership on securities has emerged in the Czech law in the nineties in connection with the rebirth of a market economy and with the introduction of dematerialised securities in the Czech law.
 Currently, there is a significant movement from direct holdings of investments to indirectly held securities through one or more tiers of custodians.

Czech law recognizes two different types of fund structures:

· An “investment fund” (called investiční fond)
, which has a corporate legal form as a joint stock company and can be self-managed or managed by an investment company (called “investiční společnost”)
;

· A “mutual fund” (called “podílový fond”)
, which does not have legal personality – pursuant to the definition “it is a collection of property which belongs to all owners of mutual funds certificates according to the ratio of the owned mutual funds certificates”.
 Mutual funds are managed by investment companies for the account of the shareholders but in the name of the investment company.
 Even though the mutual funds do not have the status of a legal entity; they are tax-paying units and have to prepare their own financial statements. The income from the funds invested is taxed at the level of the mutual fund since the investment income is attributed to the mutual funds for income tax reasons. Therefore, the investment company includes in its total tax liability the income tax assessed separately by each mutual fund managed by the investment company.
. Furthermore, the investment company files the tax returns of the mutual funds which it manages as a part of its own tax return and under its own tax identification number.
 The investment company pays the income tax on behalf of the mutual fund.

The Income Tax Act constitutes a lowered tax rate of 5 %
 applicable to both investment funds and mutual funds.
 There is no taxation at the level of the investors, unless the dividends are actually distributed.
 In this case, the investment company is obliged to withhold a tax of 15 %.

Concerning the applicability of treaties to mutual funds, the investment company should be entitled to claim treaty benefits since the investment company is the payer of the tax, provided that the investment company is able to submit all documents requested for the application of the treaty (see chapter 4.1.1).However, this opinion has not yet been officially confirmed since the taxation of mutual funds is mostly discussed for domestic purposes but not from the treaty perspective.
  

If a foreign investment vehicle invests funds in the Czech Republic, the income attribution is based on the assessment of income attribution by the foreign state. Treaty benefits are generally granted to the beneficial owner of the income. In order to claim treaty benefits, the taxpayer has to provide the required documents and information listed in the decree D-286.
 

3.4 Anti-Avoidance Law

3.4.1 CFC and other domestic anti-avoidance measures

The Czech Republic does not have special comprehensive CFC rules to tax the income generated by a foreign subsidiary of a Czech company at the level of the Czech parent company in order to avoid (higher) domestic taxation and tax treaty shopping. One of the reasons for not having such rules might be the fact that the Czech Republic is not a capital exporting country.
 

However, the Income Tax Act provides certain provisions which prevent the transfer of profits to a low-tax jurisdiction such as transfer pricing and thin cap rules or rules for the tax residency based on effective management. The term “effective management” is interpreted by the Czech Ministry of Finance as a place of the central management control, where the directors, the board and other members of the management of the company meet in order to make strategic decisions. In other words, it is the place from which operative business policy decisions are established and directed with ultimate effect. An enterprise can always have only one place of effective management whereas it may have places of (local) management situated in its branches in different states. The places of management are treated as permanent establishments for tax treaty purposes.
 

Last but not least, with the substance-over-form principle which is anchored in the Administration Tax Act
 a general anti-avoidance clause is provided. This principle entitles tax authorities to look through the legal form of a transaction and assess the tax consequences according to the real substance of the transaction. 

Generally, the substance-over-form principle also applies for the avoidance of conduit structures. According to this general principle, the conclusion might be drawn that the income of the conduits has to be attributed to the beneficial owner of the income. Especially in cases where the subsidiary is obliged to transfer all of its profits to the parent subsidiary and the decision making power regarding to strategic decision is in the hands of the parent company, the subsidiary might not be the economic owner of the income from the subsidiary since all risks and rewards regarding to the income are in the hands of the parent company. However, conduit structures have not been addressed by case law or by decrees issued by the Ministry of Finance. Therefore, there is no final conclusion on the question of how far the Czech Republic goes in attributing income to the ultimate recipient in a conduit or back-to-back structure. In practice however, tax officials do not currently challenge conduit structures based on the application of the substance-over-form principle.

4 Conflicts in the attribution of income 

4.1 Source Country Taxation

4.1.1 Domestic Law

In 2004, the Czech Ministry of Finance has issued the decree D-269
 regarding the application of the double taxation treaty with Germany for legal entities with the legal form of a GmbH & Co KG. This decree sets out the principle that tax treaty benefits are not granted in relation to a foreign transparent entity but to the partners of the transparent entity if they are residents in a tax treaty state.
 

After publishing this decree, a discussion started on how to apply the provision of the domestic law and tax treaty provisions to various business situations involving foreign entities. 

To solve this open question, the Czech Ministry of Finance has published a decree on the taxation of Czech-source income of non-residents in the Czech Republic
 which contains important rules for the attribution of income in a tax treaty context. First of all, the decree D-286 determines that only the beneficial owner (i.e. “the actual recipient of income”) is entitled to claim treaty benefits.
 Furthermore, according to the decree D-286 treaty, benefits are only granted to the person who is deemed to receive the income based on the tax law of the other contracting state. 
 

As a general principle, decree D-286 outlines that the tax treatment of the income derived by the foreign entity (including the attribution of income to a taxable person) is the relevant criterion for the determination of the application of the Czech tax law and consequently, for the assessment of who is entitled to claim tax treaty benefits.
 Consequently, the Czech Republic applies the attribution of income in the resident state of the taxable person in order to allocate domestic-source income. This leads to the fact that conflicts referring to the attribution of outbound-income leading to double taxation due to classification conflicts do not occur.

According to Article 1 of the decree D-286, treaty benefits are only granted automatically at source if the beneficial owner of the income provides the following documents: 

· a tax residence certificate issued by the foreign tax authorities;

· a declaration that the recipient is the beneficial owner of the income and that the tax law of the other contracting state attributes the income to the recipient for tax purposes; and

· adequate documentation demonstrating that other conditions set out in tax treaties, domestic tax law or EC Directives have been satisfied.

If the beneficial owner cannot provide the documents and information as stated above, treaty benefits cannot be granted. Income of a non-resident individual is, therefore, taxed according to the domestic law based on the assumption that the person is not a resident of a tax treaty state.
 

In terms of transparent foreign taxable persons, the same principles as stated above apply. Conclusively, if the foreign entity receiving the income is not subject to tax in its resident state because the resident state attributes the income to another person, the person to whom the income is attributed according to the foreign state is entitled to the treaty benefits. As a result, the Czech Republic attributes income to a person according to the foreign state. For that reason, the income derived from the sources in the Czech Republic by way of a transparent entity is allocated to the partners rather than to the foreign entity according to the allocation of the resident state if the resident state views the partnership as a transparent entity. However, this is only true, if this person is deemed to receive the income based on the tax law of the other state. As a conclusion, the Czech Republic does not grant treaty benefits to the legal entity but to the partners of the transparent entity. 

In order to claim the treaty benefits “at source”, the beneficial owner of the income, e.g. the partner of the foreign transparent entity, has to provide the documents listed above. Additionally, he also has to present a document showing the amount of income of the transparent entity allocated to a particular partner.
 If the beneficial owner of the income cannot provide such documents, the foreign entity is not viewed as transparent but the income is instead attributed to the foreign entity and is, therefore, taxed as business income of a corporate entity. In this case, the foreign entity is not entitled to treaty benefits and has to provide inter alia a security deposit.
, 
 

If only some partners of the foreign transparent entity are able to provide the required documents, the decree D-286 explicitly permits that only these partners are deemed to receive the particular portion of the income. However, the part of income of the other partners who do not provide the necessary documents is attributed to the transparent entity and taxed as income derived by a legal entity from a non-tax treaty state.

According to the note to the decree D-286, income resulting from a participation of a foreign transparent entity in a Czech transparent entity is attributed to the partners of the foreign transparent entity. This income qualifies as income from a permanent establishment.

4.1.2 Specific Treaty Provisions

Generally, treaties concluded by the Czech Republic do not contain specific provisions dealing with attribution conflicts. However, some treaties
 provide specific provisions determining the extent to which a partnership or a trust is entitled to treaty benefits in respect to income that is received from the other contracting state. The rule stipulates that “a partnership or a trust is a resident of a contracting state only to the extent that the income it derives is subject to tax in that state as the income of a resident, either in the hands of the partnership or trust, or in the hands of its partners or beneficiaries”. Otherwise, as stated in chapter 4.1.1, to determine whether a treaty applies to domestic-source income and who is entitled to treaty benefits, the Czech Republic follows the attribution of income conducted by the foreign state. 

If the foreign entity or individual nominally receiving the income is not subject to tax on that income because the tax law of the foreign state allocates the income to another person
 who is subject to tax on that income, the Czech Republic does not grant tax treaty benefits to the legal entity through which the income was derived. It does, however, grant tax treaty benefits to the person who is deemed to receive the income based on the tax law of the other contracting state.
 

4.2 Residence Country Taxation

4.2.1 Taxable Person

Contrary to the recent focus on the situations of out-bound income dealt with in chapter 4.1, no decrees have been published yet by the Ministry of Finance concerning the attribution of income and the application of treaty benefits regarding “inbound” income. The prevailing opinion suggests, however, that treaty benefits may be granted to the beneficial owner of the income and the person deemed to receive the income based on the tax law of the other contracting state as stipulated in the decree D-286.
 

However, as a rule, the attribution of income in the Czech Republic as resident state is not affected by the attribution of the income in the source state. Hence, in order to obtain a residence certificate for treaty purposes the attribution of income in the source country is not taken into account. Individuals are usually required to provide evidence that they have a permanent abode in the Czech Republic. Additionally, they might be asked to submit some other documents such as residency permission, employment agreement, certificate that certifies that the children of the taxpayer attend a Czech school, etc. For the companies, it is sufficient to proof that they have a registered office in the Czech Republic and that the companies pay income taxes. The registered office is to be understood as the statutory seat of the company. The statutory seat is determined by the address, where the company actually resides and where its management and administration is placed and physically present.
 This address is recorded into the commercial register as the registered office.

4.2.2 Double Taxation Relief

Currently, there are discussions whether it is possible to claim a tax credit for tax paid abroad; even tough the foreign state and the Czech Republic consider different persons as taxable persons. In the opinion of the Czech Tax Advisors’ Chamber, the different allocation of income to a taxable person does not legitimize the exclusion of the beneficial owner and payer of the taxes from treaty benefits. The Czech Ministry of Finance, however, does not agree with this opinion since the double taxation treaties solve only juridical double taxation and do not focus on economic double taxation. The suggestion of the Ministry of Finance on this question is to apply mutual agreement procedures in order to prevent economic double taxation in this case.
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