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Estonia- NEW INTERNATIONAL TAX PLANNING SOLUTIONS FOR HOLDING & TRADING COMPANIES
By Priiten Tamm
General
Estonia is a North-Eastern European country located between 4 neighbours – Sweden, Finland, Russia and Latvia. The total area of Estonia is ca 45,000 sq. kms and the population is ca 1.5 million. The capital city of Tallinn has a population of ca 400,000 and is very well connected with the rest of Europe via daily flights to major European cities.
Business Environment
Estonia offers many advantages as a financial centre, including:
	No corporate income tax

No exchange controls
Excellent worldwide communications
Modern banking system
Low cost of company administration
Availability of shelf companies
The official language is Estonian but English and Russian are widely spoken
These and other features make Estonia an attractive jurisdiction for international tax planning in trading and holding structures.
Government & Legal System
Estonia is an independent country, which declared independence in 1918. The country was a part of the Soviet Union between 1940 and 1991. Estonia is a member of the United Nations and joined the European Union on May 01, 2004. Stable, democratic, parliamentary government is headed by the Prime Minister. The President has a formal role in Estonia’s political system.
The legal system is based on Roman civil law. The final court of appeal from decisions of Estonia’s courts is the Supreme Court. Tax disputes are solved in Administrative Courts. Tax evasion is considered a crime. Estonia’s laws are fast being brought into line, where necessary, with the laws of the European Union.
The Economy
According to the index of Economic Freedom of The Wall Street Journal and the Heritage Foundation published in November 2001, Estonia is placed fourth-equal alongside Ireland, Luxembourg, the Netherlands and the United States. The only countries to place ahead of Estonia in this authoritative list are Hong Kong, Singapore and New Zealand. It was noted that Estonia has made its way to the top of the pile of the world’ s most liberal economies thanks to a highly developed banking and finance sector and complete freedom of movement of investments with no governmental interference in the sphere of the market economy.
With modern anti-money laundering legislation in place Estonia is and has never been black listed by any international supervising bodies. 
The main pillars of Estonia’s economy are light industries, oil transit, timber processing, food processing, IT-services and financial services. 
Financial Services
Characteristics of the Estonian banking system:
	No exchange controls

The service fees of Estonian banks are on the low side
Real time internet banking for monitoring accounts and processing payments
Very user friendly internet interface 
Three languages spoken: English, Russian and Estonian
Internet banking available at once upon account opening
No disclosure of beneficial owners is required upon bank account opening
Excellent credit ratings
International Credit Ratings as of July 1, 2002:
	Moody’s: Baa1

Fitch IBCA: A-
Standard & Poor’s: Affirmed A- 
	Extensive correspondent account network

One account number for all currencies, automatic conversion only at client’s request
Possibility to operate in soft currencies (RUB, UAH, BYR, etc.) 
Opening of an account for an Estonian company is a matter of only 30 minutes
Most banks are happy to serve non-resident clients also from Eastern Europe
Accounts for offshore companies are opened with a higher level of scrutiny if compared with local companies
Thanks to modern anti-money laundering legislation (as amended on January 1, 2004) Estonia is not and has never been black listed by any international supervisory institutions (OECD, FATF, FSF, etc.); suspicious activities reports must be filed with a special unit under the Central Bank of Estonia.
Taxation
Income Tax
Estonia introduced a new Income Tax Act on January 1, 2000. The most important change in the new law is that the income of Estonian companies is no longer taxed on the condition that it is not distributed. The main tax for companies is the corporate distribution tax.
The corporate tax base is the worldwide income of a taxpayer. However, if the profits are retained, no tax is due. Only, if the profits are distributed, tax is due. All legal entities registered in Estonia, regardless of type or their ownership basis (local or foreign shareholders), qualify as Estonian companies under the new Income Tax Act of January 1, 2000 and can take advantage of the act. The idea of the law is to stimulate investments since the moment of taxation is shifted to a later moment in time - from the moment of earning of profits to the moment of distributing it.
With effect from 1st January 2005, the rate of income tax will fall by 2% per annum, until a rate of 20% is achieved.
Dividends
A 26/74 per cent distribution tax applies to dividends paid to residents and non-residents. As the company making the distribution is entitled to set off any tax paid on dividends against its corporate tax liability, this results in an effective tax rate of 26 per cent on corporate profits. In addition, dividend recipients that are located in a low tax jurisdiction and hold less than 20 per cent of the shares suffer an additional 26 per cent of withholding tax. Tax treaties, however, may reduce the additional tax liability.
The taxable basis includes the following components: fringe benefits granted to employees (if not treated as employee income), gifts, donations and entertainment expenses incurred for resident individuals and non-resident taxpayers, dividends, hidden profit distributions (e.g. as a result of transfer pricing) and other profit sharing arrangements. Loans to corporate parents are permitted. 
Dividends paid to resident companies are taxed as of January 1, 2002 with a withholding tax of 26/74. This withholding tax can be used by the dividend receiving resident company against future tax liability when distributing dividends of its own.

Participation Rules
Foreign tax relief enables deduction of foreign tax paid on corporate profits and dividends abroad from the distribution tax in Estonia, when an Estonian parent company is repatriating dividends. 
Capital Gains
Capital gains received by Estonian registered companies and permanent establishments of non-resident companies are exempt from income tax. Capital gains will trigger the corporate distribution tax only when they are distributed. Non-resident companies without a permanent establishment pay 26 cent of income tax on capital gains derived from Estonian sources. Capital gains derived by non-residents from the sale of securities and shares of Estonian companies are not taxed in Estonia. This exemption does not apply if 10, or more per cent of the shares sold belong to a company the assets of which consist 75 per cent or more of real estate, or buildings. 
Interest
Interest received by resident companies is exempt from withholding tax. A 26 per cent withholding tax applies to interest payments to resident individuals. There is no withholding tax on arms length interest payments to non resident individuals or non resident companies.  Special provisions may apply if the company is in a low tax jurisdiction.  Tax treaties may reduce the additional tax liability.
Royalties
Royalty payments are also subject to no withholding tax if certain conditions are met.
Services
Fees paid to a non-resident for services rendered in Estonia are subject to a 15 per cent withholding tax. If the recipient of the fees is residing in a low-tax country, the withholding tax is 26 per cent. This same percentage is applicable to rental payments or payments to non-resident companies for the activities of a managerial or supervisory nature for Estonian companies. Payments for an artist’s, or sportsman’s activities conducted in Estonia are subject to a withholding tax of 15 per cent. In addition, import of services, subject to certain exemptions, is subject to V.A.T. as of January 1, 2002. 
V.A.T.
Estonia levies a V.A.T. (following the EU V.A.T.-system). The standard V.A.T. rate is 18 per cent. There are rare exceptions for lower or non-existent V.A.T., e.g. drugs. Estonian companies are not automatically V.A.T. registered. V.A.T. is not applicable when sales are generated overseas. Export of services is not taxed with V.A.T. in certain cases. Estonian companies must register for V.A.T. if V..A.T. applicable sales exceeds EEK 250,000 p.a. (ca EUR 16,000).  V.A.T. registration is optional below this level.  Import of goods is subject to V.A.T. Export of services is exempt of V.A.T. in only a few cases.
Customs Duties
Estonia does not levy customs duties on imports. Instead, a flat stamp duty of EEK 200 (ca EUR 13) is levied on each customs declaration submitted by a legal entity. Likewise, no export duties exist with the exception of the 100 per cent duty on items of cultural value. Excise tax is levied on import of some items like motor fuel, alcohol and tobacco.
Salaries
A 26 per cent withholding tax applies to salaries and wages. A further 33 per cent social tax applies on corporate level. An individual who is a Member of the Management Board of a company need not be on a payroll.
Black List
Estonia has a ‘white list’ consisting mainly of tax treaty countries. All other countries must satisfy a benchmark of 2/3 of the Estonian income tax rate (26% x 2/3 = 17.33%), or they will be considered low tax jurisdictions. 26 per cent income tax rate applies to payments to entities located in low tax jurisdictions, subject to certain conditions. In the case of paying for services, this withholding tax is final. No withholding tax applies on payments to entities from low tax jurisdictions upon trading, but only when goods are really delivered. Estonia is and has never been black listed by any international supervising bodies.
Taxable Period
The tax period is a calendar month. Tax returns must be filed by the 10th date of the following month. Tax is reported on the same tax return as the tax withheld on payments to non-resident individuals or non-resident companies and social contributions paid in respect of employees’ remuneration. Tax returns may be filed electronically – it is recommend to do so.
Auditing Requirement
The accounts of an Estonian company must be audited if at least two of the following indicators are major than: the annual return on sales EEK 6 million (ca EUR 383,470), the annual balance sheet total EEK 3 million (ca EUR 191,730), number of employees 5. 
Thin Capitalisation Rules
There are no thin capitalisation or debt-to-equity ratio rules in place in Estonia.
Exchange Controls
The national currency is the Kroon (EEK) which is pegged to the Euro at a rate of 1 EUR = EEK 15.64664. The exchange rate has remained unchanged since 1992 when it was first introduced and is fixed by the Constitution. There are no exchange controls in place in Estonia. Residents of Estonia may keep their funds in any currency and on foreign bank accounts without any restrictions. Estonian companies may open bank accounts abroad without any restrictions. These accounts have to be included in the books of Estonian companies.
Anti-Avoidance Legislation
The Taxation Act, 2002 and Income Tax Act, 2000 (as amended in 2002) include several anti avoidance clauses, including substance over form, transfer pricing at arms length principle and CFC (Controlled Foreign Company) regulations.
Uses of Estonian Companies
Due to the fact that Estonia only levies a corporate tax on distributed profits, that it does not levy a withholding tax on dividends paid abroad if the non-resident shareholder is a company that holds at least 20 per cent of the shares and its expanding tax treaty network, Estonia has become an interesting holding and trading company jurisdiction, especially given that Estonia has recently joined the EU and entered into many favourable tax treaties with other jurisdictions. Estonia will shortly be able to benefit from the EU Parent / subsidiary directive as a result of it’s recent EU membership.
Tax Treaties
Estonia has currently 26 active double taxation avoidance agreements in force:
	Armenia

Austria
Belarus
Belgium
Canada
China
Czech Republic
Denmark
Finland
France
Germany
Iceland
Ireland
Italy
Kazakhstan
Latvia
Lithuania
Malta
Moldova
Netherlands
Norway
Poland
Sweden
Ukraine
United Kingdom
	United States
Dividends
Treaty withholding tax rates apply to dividends paid to corporations owning less than 20% of the underlying Estonian company, otherwise there is no withholding tax on dividends.  However, the 26% distribution tax still applies.
Interest
Treaty withholding tax rates apply only in cases where interest rates are not on an arms length basis.
Royalties
There is no withholding tax on royalties paid by Estonian companies to other EU companies, subject to the following conditions:
	The EU company must own at least 25% of the Estonian company

The Estonian company must own at least 25% of the EU company receiving the royalties.
The shares must have been held for a period of at least 2 years
Treaty rates apply for non EU companies.
In addition, there are further 19 treaties being currently negotiated or already signed but yet not ratified with the following countries: Turkey, Romania, Slovakia, Portugal, Singapore, South African Republic, Croatia, Slovenia, South Korea, Russia, Switzerland, Georgia, Spain, Hungary, Greece, Luxemburg, Uzbekistan, Cyprus, Azerbaijan.
The Commercial Code, 1995
Estonia introduced a modern Commercial Code in 1995 which is based on the German model. The City Court acts as the Registrar of Companies. The companies’ registry is centralised for whole Estonia, fully computerised and efficient. Company registration takes approximately 2-3 weeks after filing of all required documents. Due to the lengthiness of this procedure, ready-made shelf companies are widely used. An estimated 90 per cent of all companies begin their life as shelf companies.
Types of Companies
There are two types of companies – the Private Limited Company (OÜ = Osaühing) and the Public Limited Company (AS = Aktsiaselts). A vast majority of all companies are registered as Private Limited Companies. Public Limited Companies are normally only used for large corporate structures and listed companies. The corporate laws in Estonia allow a Private Limited Company to continue as a Public Limited Company and vice versa. A Transformation Application must be filed with the Registrar in such case.
Share Capital
The minimum share capital for Private Limited Companies is EEK 40,000 (ca EUR 2,500). The minimum share capital for Public Limited Companies is EEK 400,000 (ca EUR 25,000). Authorised share capital must always be fully paid up before application for registration can be filed with the Registrar. Share capital can be paid up in the form of money, or contributions in kind.
Types of Shares
Bearer Shares are not permitted (as of January 1, 2001). Shares must have a nominal value. Shares of a Private Limited Company can only be disposed via a notarial deed, whilst the shares of a Public Limited Company can be disposed of without a Notary Public’s presence. Shares of a Public Limited Company must be registered with the Central Depository whilst the shares of a Private Limited Company may be registered with the Depository but it is not obligatory to do that.
Shareholders
Minimum number of shareholders is 1 for both – Private and Public Limited Companies. There are no restrictions for non-resident shareholders. The shareholder of an Estonian company can, for example, be an offshore company to provide the best discretion and confidentiality, or a treaty friendly onshore company in combination with an offshore company to provide credibility, tax treaty benefits and confidentiality. Since the act of purchase and sale of a Private Limited Companies must be signed before Notary Public, the documents of the buying overseas company have to be certified by Notary Public and Apostilled. Estonia is a member of the Hague Convention of 1961 (as of October 1, 2001) and recognises Apostilles since then.
Management
Shareholders shall exercise their rights in a Company at the general meeting of shareholders. The general meeting of shareholders is the highest directing body of the Company.
The Management Board is a directing body of a Company which represents and directs the Company. Minimum number of Directors (Members of the Management Board) is 1 for both - Private and Public Limited Companies. Directors can only be individuals, corporate Directors are not allowed. ½ of all Directors (Members of the Management Board) must be residents of Estonia. The Ministry of Justice in Estonia is preparing the bill of amendment to the Commercial Code of Estonia to change the requirement that half of the board members of Estonian companies must be Estonian residents. According to the amendment at least half of the board members will have to be Estonian or EU residents. This means that the today’s requirement is relaxed and enlarged to all EU residents. The amendment is driven by the EU principle of Freedom of Establishment. The bill implies the amendment to be effective from January 01, 2005. Changes in the Management Board can only be signed before a Notary Public.
The Supervisory Board plans the activities of a Company, organises the management process of the Company and supervises the activities of the Management Board. Public Limited Companies must always have a Supervisory Board of at least 3 Members. They must be individuals and can all be non-residents. The members of the Supervisory Board must differ from those of the Management Board. The minutes of the general meeting of the Public Limited Company shall be notarised if a resolution of the general meeting is the basis for the election or removal of a Member of the Supervisory Board, or for amendment of the Statutes with regard to the Supervisory Board. This requirement shall not apply if the Public Limited Company has a single shareholder. In order to elect a Member of the Supervisory Board, his or her written consent is required. Private Limited Companies must have a Supervisory Board only when the share capital exceeds EEK 400,000 (ca EUR 25,000) and the Management Board has less than 3 Members, or if prescribed by the Statutes of the Private Limited Company. Changes in the Supervisory Board must be filed with the Registrar within 5 days after the relevant resolution of the shareholders.
Amendments to Statutes
Amendments to the Statutes can be easily effected. A resolution on amendment of the Statutes shall be adopted if at least 2/3 of the votes represented at a general meeting are in favour unless the Statutes prescribe a greater majority requirement. Application for amendments must be signed by a Director (Member of the Management Board) in front of Notary Public. Amendments are usually registered within 2-3 weeks.
Confidentiality
Details of Directors (Members of the Management Board) and Annual Returns filed with the Registrar are available for public inspection. Details of shareholders are public information, too. Beneficial Ownership, however, need not be revealed.
Company Formation & Administration Services
About two thirds of the companies that we set up are registered as shelf companies first and then sold to clients. Our standard service of selling a shelf company always includes required amendments to the company’s Statutes and filing of the changes in the Register of Directors (Management Board).
Most Estonian corporate service providers have dozens of shelf companies, both – Private and Public Limited Companies - available for immediate use and delivery. Usually shelf companies have been registered with a share capital being paid up in cash, not contributions in kind.
Most Estonian corporate service providers provide and focus on a full range of post-formation services, including registered office address, mail-forwarding, amendments in the company’s Statutes, filing of changes in the Register of Directors (Management Board), preparation of all documentation for the sale of shares, company liquidation, secretarial and accounting services.
Standard documentation provided with each incorporated company includes:
	The original Memorandum and Statutes

B-Card (document from the Commercial Registry showing all registration data)
Agreement of sale of shares (applicable only for shelf companies)
Register of shareholders (applicable for private limited companies)
	Certificate from the Estonian Central Depository for Securities about the registration of the shares (applicable for public limited companies)
	Self-Inking Corporate Seal (applicable only for shelf companies)
Bank account opening agreement (applicable only for shelf companies)
Company Formation Procedure
Shelf Companies
The easiest and fastest way to acquire a new Estonian company is to purchase the company off the shelf. Shelf companies are widely used in Estonia because they can be obtained much faster than tailor made ones and with much less effort.

