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Introduction
The study “Introduction of Corporate Income Tax Deferral as an Essential Factor for
Economic Development of Latvia” considers feasibility of introduction of corporate income tax
(CIT) deferral until distribution of enterprise profits in Latvia with an aim to accelerate economic
growth and generate additional budget revenues.
Search for possible measures to accelerate economic growth is currently an extremely
topical issue for Latvia, particularly in view of the fact that Latvia’s GDP reached the level of
2008 only in 2015. Thus, it took Latvia seven years to reach the GDP of the pre-crisis level,
while Estonia was able to achieve pre-crisis GDP in three years. The average annual growth of
GDP in Latvia in 2015 compared with 2008 was 0.03%, while Estonia demonstrated average
annual GDP growth of 3.41% over the same period (Eurostat, 2016c). GDP per capita in Latvia
in 2013 was substantially lower (by 19.9%) than in Estonia (Eurostat, 2016d). In 2014 and 2015,
a significant outflow of population from Latvia continued. According to the Central Statistical
Bureau of Latvia (Latvijas centrālās statistikas birojs, 2016c), in 2014, 10,365 people moved to
Latvia and 19,017 people left it (negative balance amounted to 8,652 people). In 2015, 9,479
people moved to Latvia and 20,119 people left the country. The negative balance between
immigration and emigration figures in Latvia in 2015 increased by 1,988 people or 23 percent in
comparison with 2014 and amounted to 10,640 people. This significant outflow of population
from Latvia may be explained by lower level of both wages and general level of life compared to
Western Europe, as well as low positive dynamics these indicators demonstrate.
Upon accession to the EU and in the first years after accession it was expected that Latvia
would reach average European living standards in 20 years, of which twelve years have already
passed. Vyacheslav Dombrovskis has calculated that at the current rate of economic growth,
Latvia will reach the European average in 50 years (Dombrovskis, 2016b), that is, in more than
60 years since joining the EU. Therefore, we can conclude that the existing drivers of economic
growth and entrepreneurial activity in Latvia do not provide for sufficient advancement. This is
evidenced by the fact that since 2011 the figures of net registration of enterprises have been
reducing every year (Rutkovska, 2015). From 2011 to 2015, the figures of net registration of
enterprises in Latvia decreased 2.32 times (from 14,601 to 6,285 enterprises). The annual
decrease of net registration of enterprises has occurred despite the opportunity to register Small
Capital LLCs with the authorized capital of 1.42 Euro and micro-enterprises with special tax
regime (micro-enterprise tax (MET)), which is provided in Latvia since 2010.
Overwhelming majority of researchers believe that the lack of access to financial resources
(Gellatly et al, 2003; Lahiri, 2012; Kraemer-Eis and Lang, 2014, EC 2014 and a number of other
authors) and excessive tax burden (Arthur Laffer, 2004; Huizinga and Laeven, 2008; Piatkowski
and Jarmuzek, 2008; Djankov et al, 2010, and a number of other researchers) can be listed
among major challenges affecting the growth viability and competitiveness of enterprises in
various countries. According to Uldis Rutkaste (2016), Head of Monetary Policy Department,
Latvijas, the tax burden borne by the Latvian enterprises is compatible with average European
values. However, considering tax incidence paid by specific Latvian enterprises – real taxpayers,
the value of the tax burden appears to be among the highest in Europe (Uldis Rutkaste, 2016).
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Uldis Rutkaste (2016) notes that further increase of tax rates for the Latvian enterprises can lead
to withdrawal of a number of enterprises to the shadow economy, which, in its turn, will result in
lower tax revenues. In the Global Competitiveness Report 2015–2016, the level of taxes is
ranked as the first and tax regulation as the fourth most important negative factor that hinder the
development in Latvia.
In other words, the increase in taxes paid by the Latvian enterprises and their employees
(including income tax, mandatory social security contributions, as well as solidarity tax) may not
only fail to provide further additional fiscal effect, but reduce entrepreneurial activity, which is
not high so far. The increase in tax burden will stimulate the outflow of private capital and the
most mobile and competitive labor force, decrease small investment potential of the Latvian
enterprises, as well as reduce the attractiveness of Latvia for foreign direct investment.
In the recent years, negative dynamics of foreign direct investment is observed in Latvia.
The average annual amount of accumulated foreign direct investment for the period of 2012–
2015 in Latvia decreased by 19% compared with the period from 2007 to 2013. Average annual
figures of foreign direct investment according to transactions performed in the same period
decreased by 37% (Latvijas Banka, 2016a; Latvijas Banka, 2016b).
Moreover, in the medium term, the total investment in Latvia can further decrease because
since 2021 the funding provided by European funds for various projects implemented in Latvia
may be stopped or significantly reduced. Funding from various European funds in 2007–2013
was estimated to amount to more than 800 million EUR (Latvijas Republikas Finanšu Ministrija,
2007). In the period from 2014 to 2020, annual funding from various European funds should
have been more than 600 million EUR (Latvijas Republikas Finanšu Ministrija, 2014).
Even if the EU financing and EU programs in Latvia are continued after 2020, they will
finish by the time when Latvia achieves 75–90% of the European average. That is, this source of
investment is limited in time and will end before Latvia reaches the European average. Thus, due
to the abovementioned reasons, only to ensure the current rate of economic growth, after 2020 it
is necessary to compensate for losses from full and/or partial termination of investment in the
economy of Latvia from the European funds in the amount of up to 600–800 million EUR per
year. Except for public investment, compensation of the cessation or decrease of funding of the
Latvian projects from the European funds and programs can be ensured only by increased
entrepreneurial activity, growing volume of foreign direct investment and rise of the investment
capacity of the Latvian enterprises.
The experience of introduction of CIT deferral already exists in Estonia. This measure was
introduced in Estonia in 2000 with an aim to increase investment, create new jobs and promote
entrepreneurship (Masso et al., 2010).
According to the researchers studying 2000 tax reform in Estonia, CIT deferral until
distribution of enterprise profits had a significant effects at the micro and macro levels (Funke
and Strulik, 2003; Masso and Merikull, 2011; Karsten Staehr, 2014 and a number of other
researchers). For example, according to Masso et al. (2011), during the first four years after the
launch of the 2000 tax reform in Estonia, the investment in the Estonian enterprises increased by
20 percent. Raidler and Partners (2005), Funke and Strulik (2006), Lehis et al. (2008), Daniel
7

Hinst (2010), Paul Dickinson (2013) and a number of other researchers also noted positive
effects of the 2000 tax reform on the volume of attracted investment, improvement of financial
performance of the enterprises in Estonia, and the indicators of the Estonian economy as a
whole.
In 2015–2016, there were suggestions to use Estonian experience and consider feasibility
of introducing CIT deferral in Latvia. Such proposals were put forward by representatives of the
Latvian Chamber of Commerce and Industry, Swedbank, a number of business associations,
individual enterprises and economists (Dombrovskis and Gubins, 2016; Ketners and Petersone,
2014; Vitola and Soopa, 2011). However, to date no studies have been conducted on the possible
impact of the introduction of CIT deferral in Latvia on tax revenues and economic development
at the micro and macro levels. The lack of such data does not allow making economically sound
conclusions on the possibility of introducing CIT deferral in Latvia.
For this reason, the main goal of our research is to assess economic feasibility of
introduction of corporate income tax deferral until the distribution of the profits of
enterprises in Latvia.
We hope that the results of our study will provide a basis for professional discussion of the
advisability of introduction of CIT deferral until distribution of enterprise profits in Latvia.
Conducting the present research, we used the methods of descriptive statistics and
comparative analysis. Our calculations are based on the processing of more than 40 million items
of information on all Latvian and Estonian enterprises, as well as a number of indicators of
Estonia and Latvia at the macro level for the period of 1996–2014 (2015).
The data obtained in the course our research can be used to plan the programs of medium
and long-term development of the economy, to form the medium and long-term fiscal policy,
and to develop the programs aimed at increasing investment and entrepreneurial activity in
Latvia and other countries characterized by catching-up type of economy, as well as in the
developing countries. Our findings can be used to confirm the provisions of the tax theories
(Supply-Side Economic Theory and budget concept of A. Laffer), as well as the macroeconomic
multiplier concept, the Multiplier–Accelerator Interaction Theory and the Accelerator Theory of
Investment.
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1. Survey of Literature on the Effects of the Overall Tax Burden
and Corporate Income Tax on Budget Revenues, Investment and
Economic Development of the State
In this chapter, we will consider various aspects of taxation and tax policy, the relationship
among tax rates, fiscal policy and the shadow economy, entrepreneurship, investment, volume of
tax revenue and economic development.

1.1. The Relationship between the Value of Tax Load and State
Budget Revenues
Wanniski (1978) notes that when a definite value of tax load is reached, its further increase
will decrease tax revenues to the state budget.
At low tax rates, their continuous increase will result in side effects, such as decline in
production. Arthur Laffer in his studies has shown the relationship between the revenue to the
state budget and tax rates. He points out that as early as in the fourteenth century Ibn Khaldun
established the relationship between tax rates and fiscal performance. Arthur Laffer (2004) states
that changes in tax rates may have two effects on the state budget revenues: arithmetic effect and
economic benefit. Arithmetic effect assumes that if tax rates are reduced, tax revenue will be
proportionally reduced (or increased with an increase in the tax rates). At the same time, the
economic effect assumes that lower tax rates have a positive impact on the output, employment
and production, and thus promote increase of the tax base. Raising tax rates has the opposite
economic effect due to criminalization of taxable activities. Arthur Laffer considers that the
arithmetic effect always works in the opposite direction to the economic effect. Figure 1 provides
a graphic illustration of the concept of Laffer curve.

Figure 1. Laffer curve concept.
Source: Laffer (2004), The Laffer Curve: Past, Present, and Future
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At a tax rate of 0 percent, the government will not collect any tax revenue no matter how
large the tax base is. At a tax rate of 100 percent, the government will not collect any tax revenue
either. Between these two extremes, there are two tax rates, which will bring the same revenue: a
high tax rate with a small tax base and a low tax rate with a large tax base. Arthur Laffer believes
that changes in budget revenues as a result of changes in the tax rate will depend on the specific
tax system, period of time, ease of tax evasion, level of the existing tax rates, prevalence of legal
and accounting tax loopholes, and the proclivities of the factors of production. If the current tax
rate is too high and falls in the “prohibitive” range, tax cuts will result in an increase in tax
revenues. That is, the economic effect of the tax cuts will outweigh the arithmetic effect of
reducing the tax rate. According to Arthur Laffer, when considering the effect of lowering the
tax rates on the budget, we should consider that there is one effect influencing the costs and there
are two effects affecting revenues. Since the tax cuts stimulate an increase in output,
employment, and production, these factors help to balance the budget by cutting government
spending, as faster economic growth means lower unemployment and higher incomes, which
further leads to a reduction in unemployment benefits and other social welfare programs. Abdul
Azim Islahi (2006) notes that back in the fourteenth century Ibn Khaldun made a significant
contribution to the theory of taxation and economic growth, bringing the arguments in favor of
low tax rates. In the writings of Ibn Khaldun, it is noted that high tax rates reduce the tax base,
since they reduce economic activity, and that taxation generates higher revenue with low taxes
and lower revenue with high taxes, accordingly. In the opinion of John Keynes (2003), there is
no other way to balance the budget, except for an increase in the national income.

1.2. Tax Competition between Countries
The total tax rate is one of the indicators of the Global Competitiveness Index (World
Economic Forum, 2016). Michael Funke (2001) believes that attracting investment and
stimulating economic growth through generous tax incentives at the corporate level is an
important strategic objective for many countries. Michael Funke notes that free movement of
capital, the emergence of the EU single currency, as well as continuous improvement of
information and communication technologies increase the mobility of tax bases. Richard
Baldwin and Paul Krugman (2002) consider that, other things being equal, enterprises will
choose the country to conduct entrepreneurship activities depending on whether the country has
lower tax rates. Examining the factors that influence the choice of the country to locate the
enterprises and their subsidiaries, Schanz et al. (2016) find that German multinational enterprises
establish branches in the countries that offer favorable tax rates, including taxes on profits and
dividends, as well as other tax incentives. Richard Baldwin and Paul Krugman (2004) suppose
that countries with higher levels of well-being offer other advantages to capital – a high level of
generated infrastructure, accumulated experience, etc. They suppose that it allows countries with
a higher level of well-being to levy higher tax rates than the less developed countries. Wilson, J.
(1999), proposing a basic model of tax competition, considers two factors. The factor of capital
is the first factor; it is a mobile factor. Labor is the second factor, and it is not a mobile factor.
However, he notes that in case of countries that have recently joined the EU, the second factor
(labor) also demonstrates sufficient mobility due to substantial differences in the wages of
10

workers and moderate quality of life of the population, which limits the government’s ability to
increase taxes on labor.

1.3. Tax Expenditure, Exemptions and Benefits
Altshuler and Dietz (2008a) consider that tax benefits, perceived as tax rate decrease or
reduction of the tax base, reduce tax liabilities of the economic agents. According to Dickinson
(2013), tax policy can encourage or, on the contrary, hinder the development of small and
medium-sized enterprises. Zhicheng Li Swift (2006) points out that tax expenditure is the tax
provision that deviates from a normative or benchmark system. Tax expenditure can take various
forms: exceptions, exemptions, allowances, deductions, credits, preferential tax rates or tax
deferral. The US Congressional Research Service (2002) notes that tax expenditure is the loss of
revenue, related to the federal tax status, which provides special tax incentives focused on
promotion of a particular taxpayer behavior or assistance to taxpayers in special circumstances.
Eric Toder et al. (2002) believe that the introduction of tax incentives and exemptions should be
accompanied with justification, which provides answers to the following questions:
1) Why the introduction of a specific tax incentive is necessary?
2) What are the goals of the tax incentive and how the success or failure of this measure can
be measured?
3) Is there any evidence that the introduction of the tax incentive would achieve these goals
at an acceptable cost?
4) Why introduction of the tax incentive is better than direct budget expenditure aimed to
achieve these goals?
Tomas Hungerford (2006) notes that tax expenditure is an important source of state
support; it is used to achieve a variety of economic and social goals. He believes that the
provision of tax incentives and exemptions could be justified, if they:
1)
2)
3)
4)
5)
6)

correct market failures;
are aimed at solving urgent problems;
do not reduce the progressivity of the income tax;
do not introduce unwanted complexity to tax legislation;
do not distort the behavior of economic agents;
are more effective on the basis of cost-benefit analysis than direct expenditure programs.

Zhicheng Li Swift (2006) maintains that tax expenditure is conceptually and functionally
different from the tax provisions, which are aimed at increasing revenue. Miranda Stewart (2002)
believes that a tax reform should help reduce inequality not only within the country but also
between countries in the context of globalization. In her view, such an approach can help push
the tax reform in developing countries and countries with transitional economies. Tatjana
Malinina (2010) points out that tax incentives and benefits, as well as tax exemptions not only
have a direct effect, which is manifested as the reduction in tax revenue, but also an indirect
effect, which is much more complicated and often causes loss to society. Altshuler R. and Dietz
R. (2008b) state that the goal of tax incentives is to address specific problems, such as
11

investment to promote economic growth. Miranda Stewart (2002) notes that the tax reform
should not only ensure the increase in the proportion of tax revenue to GDP, it is also necessary
to establish institutions and rules that promote economic growth. Michaely and Roberts (2012)
suppose that while analyzing tax expenditures, exemptions and benefits it is important to
consider the heterogeneity of firms, as economic studies show that private, mostly small firms,
manage income in a different way in contrast to publicly traded (large) firms.

1.4. Major Trends and Benefits of Profit Taxation
In the EU countries, the actual average CIT burden among the EU-25 dropped from 35.3%
in 1995 to 25.3% in 2006 (Piotowska and Vanborren, 2008). The rate of CIT in the European
countries continued to decline and in 2015 averaged 22.8% (Tradingeconomics, 2016). The tax
rate on profits in the world in general fell from 29.5% in 2004 to 22.6% in 2014 (Taxfoundation,
2014). Piatkowski and Jarmuzek (2008) point out that reducing the income tax the state rate does
not reduce tax revenues. Hsieh and Parker (2007) argue that low tax rates on retained earnings
are observed in the countries with favorable development potential, but poorly developed
financial markets. Some EU countries apply different tax exemptions and benefits.
For example, in Romania at the rate of CIT of 16% CIT for micro enterprises is set at 3%,
provided that the income does not exceed 100 thousand EUR (Deloitte, 2016).
In Lithuania, standard corporate tax rate is 15%. The preferential rate of 5% is applied to
enterprises employing up to 10 persons, provided that the profits of the enterprise do not exceed
300 thousand Euros (Sorainien, 2015).
According to the Inland Revenue Authority of Singapore, in Singapore the CIT decreased
from 20 to 17 percent in the period from 2005 to 2010. In this case, there are two different
systems of tax exemption on CIT. One incentive is aimed at supporting start-ups that do not pay
tax on the first 100 thousand dollars and pay 50% of the tax rate on the following 200 thousand
dollars. As a result of this incentive, taxation base for start-ups constitutes 100 thousand dollars
instead of 300 thousand. That is, young enterprises pay CIT of 5.6% on the first three hundred
thousand dollars in profits. The second incentive is aimed at the enterprises with little profit. The
essence of this incentive is that substantial tax discounts are provided for small annual profits.
This discount amounts to 75% on the first 10 thousand dollars of profit. The following 290
thousand are eligible for 50% discount. This incentive actually reduces CIT for the enterprises
receiving income less than 300 thousand dollars from 17 percent to 8.6 percent at the profit of
299,000 dollars a year. The enterprises making profit of 10 thousand pay the tax of just 4.25
percent.
According to the Tax Foundation.org (2015), in the United States there is the system of Tax
Benefits and Tax Deferral of Exporting. This system has been established to support exporters,
i.e. producers for export, suppliers of those producers, and manufacturers of agro-industrial and
engineering products. If an enterprise is registered in the system Interest-Charge Domestic
International Sales Corporation, it can defer income taxation until the actual distribution of its
profits. In return, it has to pay the amount of the annual rate of treasury bills (up to a maximum
12

annual 1 percent). In addition, enterprises can apply CIT rate of 15% rather than 35% to half of
its export products, which actually reduces CIT rate by 10 percentage points.
In Estonia, since 2000, there is a system of profit taxation, which envisions deferral of CIT
payment until distribution of dividends to the enterprise shareholders or owners of the capital
share (Lehis et al., 2008). This system of CITation of Estonian enterprises has been implemented
for all groups of enterprises (micro, small, medium and large).

1.5. The Relationship between Investment and GDP
Richard Kahn (1931) established that any new expenditure, such as, for example,
government investment boosting, generate the primary employment being the impetus for
expenditures in many other related areas. It therefore gives rise to the secondary, tertiary, and
subsequent employment. John Keynes (2003) in 1936 introduced the concept of “multiplier” in
the economic theory. The essence of the “multiplier” theory is that when one dollar of additional
government expenditure is invested, for example, to build a new railway station, this investment,
ultimately, can generate two dollars, or even more both for creation of new industries and
additional income. Paul Samuelson (1939) notes that his model of the multiplier-accelerator also
known as Hansen-Samuelson model includes the theory of investment accelerator. Paul
Samuelson finds that investment intentions depend on the pace of the economic activity growth.
According to Paul Samuelson, an increase in the actual amount of investment leads to a growth
in GDP (acceleration principle). John Cassidy (2011) mentions the fact that the National Bureau
of Economic Research (USA) has analyzed data since 1980 and found that public investment in
infrastructure and civil projects had a multiplier of 1.8, that is, very close to the figures proposed
by John Keynes. As a result of comparative analysis of 20 different economies of the most
developed (or prospectively developing) countries carried out by the experts for the period from
1961 to 2005, the accuracy of the “acceleration principle” has been confirmed. On average, for
the developing countries to increase real GDP by one percent it is necessary to increase real
investment by 2.8%, which is rather close to John Keynes’ assessment. Li and Liu (2005) have
examined a panel of 84 countries over the period 1970-1999 and have pointed out that foreign
direct investment (FDI) triggers economic growth. Their results show that foreign direct
investment not only accelerates growth directly but also increases growth due to its interaction
with other factors. They found that a 10 percent increase in foreign direct investment (as a
percentage of GDP) leads to a 4.1 percentage-point increase in the rate of economic growth.
Hansen and Rand (2006) have searched for co-integration and causality relation between foreign
direct investment and growth in a sample of 31 developing countries for the period 1970-2000
and confirmed the existence of co-integration. Moreover, their results indicate that foreign direct
investment has a lasting positive impact on GDP irrespective of the level of development.
Bengoa and Sanchez-Robles (2003) find that a 1 percent increase in foreign direct investment (as
a percentage of GDP) may increase economic growth up to 0.5 percentage point. Tintin (2012) in
an empirical review underlines that a 10 percent increase in foreign direct investment per capita
increases GDP per capita by 3.9 percent in the developing countries, by 2.9 percent in the
developed countries and 1.8 percent in the least developed countries. Khan and Reinhart (1990)
point out that private and public investment have different effects on the rate of economic growth
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in the long term. They stress that private investment plays an even larger and more important
role in economic growth compared to public investment.

1.6. Effects of Tax Policy on Investment and Entrepreneurial
Activity
Eric Engen and Jonathan Skinner (1992) point at the impact the current fiscal policy has on
production growth.
Varouj Aivazian and Laurence Booth (2003) find that corporate investment is sensitive to
financial constraints. They highlight the relationship of investment, capital structure and
dividend policy of the enterprise.
Eric Engen and Jonathan Skinner (1992) have discovered that increase in taxation of 10
percentage points is predicted to decrease long-term growth rates by 1.4 percentage points.
Having analyzed 25 studies that examine the effect of tax rates on foreign direct investment,
Baldwin, R. and Krugman, P. (2004) conclude that a 1 percent increase in tax rates reduces
foreign direct investment by about 3.3 percent. Djankov et al. (2010) also point at a large
negative effect that an increase of the CIT has on attraction of foreign direct investment (FDI).
Piatowski and Jarmuzek (2008) found that in the SEE countries, other factors such as the
institutional environment are a lot more important in attracting FDI, but the amount of taxes can
play a more important role in attracting FDI to new EU member states. According to OECD
data, taxes are heavily influenced by the activity of SMEs and investment. This is reflected in the
weakening of the link between effort and reward, as well as growth of raw material prices.
Sound fiscal policy and tax design help create a favorable business environment for SMEs
(OECD, 2004). According to Lehis et al. (2008) and Humanistische Stiftung (a German
foundation focused on improving the development of taxation in Germany), the traditional tax
system inhibits the growth of enterprises and employment, while deferred taxes contribute to
development and employment. Huizinga and Laeven (2008) find that acceptable tax rates can
stimulate the development of the private business sector. Djankov et al. (2010) based on data
from 85 countries provide evidence that a higher CIT rate has a significant negative impact on
corporate investment and entrepreneurial activity. They find that an increase in the effective CIT
rate by 10 percentage points relates to the decrease in the rate of establishing new businesses by
about 1 percentage point. Djankov et al. revealed that an increase in the CIT rate by 10
percentage points already in the first year increases the debt to equity ratio by 40 percentage
points. In the opinion of Paul Dickinson (2013), taxation has a significant impact on business
activities of small and medium-sized enterprises. According to him, the tax rate figure is one of
the first questions managers of small and medium-sized businesses ask, when foreign or local
enterprises consider the opportunity to work in a particular market.
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1.7. Interrelation between Access to Finance, Investment and
Entrepreneurial Activity
Robert Higgins (1981) has established a direct link between the needs of fast-growing firms
for external financing and opportunities for growth, as working capital needs typically exceed
cash inflows from new sales. According Higgins, fast-growing firms experience a shortage of
funds. According to the majority of researchers, access to finance is one of the main problems
small businesses face (Gellatly et al, 2003; Lahiri, 2012; Kraemer-Eis and Lang, 2014, EC,
2014). Pelly and Kraemer-Eis (2012) believe that even at the best of times small businesses often
have problems in obtaining financing. Kraemer-Eis and Lang (2014) consider that access to
finance for SMEs is a more complex problem than for large enterprises. According to the World
Bank (2015), in general about 70% of all small and medium-sized enterprises cannot receive
additional funding for their future activities in the bank. Steven Kaplan and Luigi Zingales
(1997) point out that the unexpected finding of their study is the fact that only 15% of enterprises
find access to internal or external financial resources to increase their investment. Steven Kaplan
and Luigi Zingales find that even successful enterprises, which have access to external financing,
prefer internal financing to provide investment. According to the Global Competitiveness Report
(2015-2016), limited access to financing is the third major factor hindering the development of
entrepreneurship in Latvia. OECD (2015) states that the lack of access to funds for expansion is
one of the main problems that prevent Latvian enterprises from achieving the level of
productivity of Western European enterprises. The study conducted by the OECD (2009) states
that the lack of capital is the major constraint for small and medium-sized enterprises to enter
international markets.

1.8. Interrelation between Tax Rates and the Size of Shadow
Economy
Wanniski (1978) notes that if low tax rates are continually increased the level of the shadow
economy increases as well. Piatkowski and Jarmuzek (2008) indicate that reducing CIT rate the
states do not reduce their tax revenue, but rather reduce the shadow economy, that is, businesses
do not avoid paying taxes. Huizinga and Laeven (2008) find that acceptable tax rates can
promote formalization of private business. Considering the example of 85 countries, Djankov et
al. (2010) prove that higher income tax rates correlate with a higher level of the shadow
economy. They find that the increase in CIT by 10 percentage points already in the first year
increases the level of the informal economy by nearly 2 percentage points. Johnson et al. (1997),
Davis and Henrekson (2005), Schneider (2005), La Porta and Shleifer (2008) find that taxes are
an important reason to work unofficially, in the grey sector of economy. Djankov et al. (2010)
believe that it is the tax rate, and not the tax administration, which to a greater extent affects the
level of the shadow economy. Based on the institutional theory, Williams & Horodnic (2015)
point out that the value of the shadow economy is largely dependent on the tax morale of the
taxpayers. They stress that in order to reduce the level of the shadow economy and raise the level
of tax morale of the taxpayers it is necessary to increase trust in the government and initiate
changes in the operation of regulatory institutions.
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1.9. Main Conclusions of Chapter 1
In the first chapter, we have considered the opinions of numerous researchers on various
aspects of taxation and tax policy, the relationship of the total tax rate and fiscal policy with the
shadow economy, entrepreneurial activity, investment activity, value of tax revenues and
economic development.
Having conducted the survey of literature, we can draw the following main conclusions:
1. The value of tax burden depends on the level of well-being and attractiveness of
individual countries for business. (In our opinion, the attractiveness of a country goes
beyond the place in the ranking of Doing Business, but includes a number of important
indicators for enterprises, such as the capacity of the country’s market).
2. Tax revenue in the first place depends not on high value of the tax burden, but on the
number of taxpayers and tax morale of the taxpayers, whereas a high value of the tax
burden reduces the amount of tax revenue of the state budget.
3. The largest tax revenue (and thus a lower level of the shadow economy) is achieved in
cases when tax rates are moderate and consistent with the level of attractiveness of
individual countries for entrepreneurial activity and investment.
4. In addition to capital mobility factor, in the countries that recently acceded the EU, there
is the second factor – labor resources (workers), who also demonstrate sufficient
mobility. This limits the ability of the governments of the countries that recently joined
the EU to impose high taxes on labor force.
5. Tax morale of the taxpayers and low tax rates are more important factors for successful
collection of taxes than tax administration and repressive measures.
6. Newly established and micro, small and medium-sized enterprises have limited access to
external financing. For this reason, as well as aiming to attract foreign direct investment
and encourage entrepreneurial activity, various countries introduce tax exemptions and
benefits for start-ups, as well as micro, small and medium-sized enterprises and use tax
incentives for export activities of the enterprises.
7. In order to stimulate economic growth and investment, many states use a variety of tax
expenditure, exemptions and benefits along with favorable tax rates. One of the reasons
why countries consider establishing an attractive tax environment is that there is a tax
competition between states for existing and potential taxpayers. This competition has
intensified in the recent years.
8. There is a relationship between the volume of investment in the economy and economic
growth. There is no other way to balance the state budget except for an increase in the
national income, that is, at the expense of the economic activity growth (of enterprises
and entrepreneurs).
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2. Survey of Literature on Corporate Income Tax, Tax Burden and
Fiscal Policy in Latvia
In this chapter, we will examine how researchers estimate CIT, tax burden and fiscal policy
in the context of their impact on investment and economic development of Latvia.

2.1. Corporate Income Tax in Latvia
According to Vitola et al. (2012), the system of CIT currently in force in Latvia has several
disadvantages in the context of stimulating long-term development of the country. Šņucins
(2013) notes that the Latvian laws contain 23 tax benefits for CIT. Nine of these benefits for CIT
can be attributed to investment promotion. According to Šņucins (2013), the effective tax rate of
CIT in Latvia has been 8.3% since 2004. Ketners and Petersone (2014) note that in 2010-2012
CIT incentives were granted to the extent of about 86% of the total income tax revenues. Šņucins
(2013) believes that the current tax incentives allow companies to significantly reduce the
payment of CIT in Latvia as a whole, but do not significantly affect the stimulation of corporate
investment. According to World Bank experts (LETA, 2016c), the application of CIT in Latvia is
complicated, and that distorts the system and creates inequality. Ketners and Petersone (2014)
believe that it is necessary to revise the existing tax benefits for CIT. Timšans and Dunska
(2010) consider that the possibility to expand the CIT base allows reducing the nominal rate of
CIT without negative fiscal effect.
Sproģe (2010) holds the same point of view. She maintains that the application of lower
tax rates favorably influences the performance growth. It also has a positive effect on the
increase in tax revenues, which has been proven by the Latvian example, when CIT was
gradually reduced from 29% (1996) to 25% in 2001, 22% in 2002, 19% in 2003 and to 15% in
2004, resulting in increased revenues from CIT. Despite the decrease in nominal rates of CIT, in
2004 – 2008 the specific volume of this tax revenue to the state budget increased (Sproģe, 2010).
Ketners and Petersone (2014) believe that it is necessary to release the enterprises from
payment of CIT in case these enterprises channel their funds to investment. Vitola and Soopa
(2011) note that support of micro-enterprises, as well as small and medium-size business should
be reflected in the law on CIT. The researchers suggest that retained earnings of the Latvian
enterprises shall not be subject to CIT, like in Estonia. According to Vitola and Soopa (2011), it
will contribute to further development of Latvia’s economy and help it reach the average EU
level of development.

2.2. The Value of Tax Burden in Latvia
Vitola et al. (2012) consider that regardless of the reduction in tax rates of CIT (20022004), the total tax burden borne by Latvian enterprises is high. Head of the Monetary Policy
Department of the Bank of Latvia Uldis Rutkaste (2016) notes that although the collected tax
revenues are among the lowest in the EU, the Latvian tax burden is high. He argues that further
17

tax increase will slow down economic growth undermining the country’s competitiveness. Uldis
Rutkaste (2016) believes that the tax burden on labor is disproportionately high and should be
reduced in the future. Klein and Price (2015) point out that the tax burden on labor is relatively
high, averaging 50% of income compared to 40% in the EU. They also believe that the tax
burden on labor in Latvia should be relieved. According to Klein and Price (2015), high taxes on
labor in Latvia are an important obstacle to increasing the number of employees; on the contrary,
they encourage enterprises to participate in the informal economy. Vyacheslav Dombrovskis
notes that the tax burden on labor calculated by the OECD methodology in Latvia is higher than
in Estonia (Dombrovskis, 2016b). According to Dombrovskis, even a few percent can be
decisive for competitiveness of a business, whether it will be able to sell its products or not.
Dombrovskis considers that in Latvia high labor tax causes problems primarily for those sectors,
whose competitiveness is based on human capital, rather than equipment and appliances. The
Latvian tax system is most favorable to large manufacturing enterprises, since labor costs
account for a relatively small part of their total costs. The situation in the sectors, where the costs
are more dependent on human capital, is quite different – information technology, higher
education and science, professional and financial services. High taxes on labor prevent the
development of these industries, therefore professionals in these spheres have to look for job
opportunities abroad.
According to the data by Klein and Price (2015) presented in the OECD Working Paper,
extent of taxation on incentives to work in Latvia is 3.3 points according to the seven-point scale,
while in Estonia it is 4.3 points, which is significantly higher than in Latvia.
In our opinion, lower labor costs in Estonia as compared to Latvia further increase
competitiveness of Estonian enterprises in view of the fact that since 2000 all Estonian
enterprises pay CIT not on their gross profit, but on the distributable profit. This means that if a
particular Estonian enterprise does not distribute profits in the form of dividends, CIT rate such
an enterprise has to payis zero. This further increases competitiveness of Estonian enterprises in
comparison with Latvian enterprises, both in the domestic and international markets. According
to Kaže and Škapars (2010), the value of tax burden is one of the factors to choose the place to
register an enterprise. Kaže and Škapars (2010) point out that it became much easier to relocate
an enterprise in the territory of the EU. Therefore, Latvian entrepreneurs can choose a country to
register an enterprise or relocate their businesses to the states with a lower level of taxation and a
favorable tax regime (for example, to Estonia). According to the Global Competitiveness Report
(2015-2016), high level of tax burden is the main factor that hinders the development of the
Latvian business, whereas the regulation of tax norms can be ranged as the fourth negative factor
in order of importance (Fig.2).
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Figure 2. The most important factors that hinder the development of Latvian business.
Source: The Global Competitiveness Report 2015-2016, p.230

2.3. Fiscal Policy in Latvia
Vitola et al. (2012) suppose that the fiscal policy in Latvia is not stable, but rather
impulsive. The OECD review (2015) points at the need to reduce complexity of complying with
tax legislation in Latvia. Rutkaste (2016) points out that it is necessary to improve fiscal
transparency and stability without changing the tax rate for at least one election cycle. According
to the data by Klein and Price (2015) presented in the OECD Working Paper, in Latvia the extent
of taxation on incentives to invest is 3.8 points on a seven point scale whereas it reaches 4.9
points in Estonia. This fact indicates that the fiscal policy in Estonia is more conducive for
entrepreneurial activities and investment. Putniņš and Sauka (2014) indicate that according to the
surveys, tolerance for tax evasion is more entrenched in Latvia than in Estonia or Lithuania. The
researchers also find that Latvian enterprises demonstrate higher level of dissatisfaction with the
tax system and the government. According to Vanags (2010), fiscal policy should be devised
taking into account the current situation in the area of enterprise tax collection. Vanags considers
that in a country with higher propensity for tax evasion, the tax base for such taxes as CIT and
value-added tax should be smaller than in the countries with lower propensity for tax evasion.
According to World Bank experts (LETA, 2016c), Latvia has an opportunity to increase tax
revenues, but in order to realize it, the tax system needs to be significantly changed, including
implementing such measures as expansion of the tax base.
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2.4. Interrelationship of Fiscal Policy, Tax Burden and Economic
Development of Latvia
Vitola et al. (2012) believe that effective fiscal policy can be one of the drivers of
economic development that ensure stable and sustainable economic growth. The authors find that
a significant increase in the national production is the key and an important source of tax revenue
increase. According Vitola et al. (2012), only the increase in the national production will
significantly broaden the tax base. In their view, to increase the efficiency of the national
economy, it is necessary to make taxes simple, understandable and neutral. The OECD
Economic Surveys LATVIA (OECD 2015) notes that no research has been conducted in Latvia
to obtain a better understanding of the short-term, medium-term and long-term impact of
legislative and policy proposals with significant economic and social consequences. The OECD
review (2015) indicates that the availability of such studies in Latvia will contribute to a more
detailed analysis of the impact of legislative and policy proposals with significant economic and
social consequences.
Williams & Horodnic (2015) have discovered that the value of the shadow economy in the
Baltic States, including Latvia, is largely dependent on the tax morale of the taxpayers. They
believe that in order to raise the level of tax morale of the taxpayers it is necessary to increase
trust in the country government and change the work of regulatory institutions. Williams &
Horodnic believe that the level of the shadow economy in the Baltic States will largely depend
on whether the governments will consider the level of the shadow economy as a result of a lower
tax morale and, therefore, will consider introducing policy measures to improve tax morale, and
will not be confined with the detection and punishment of the persons participating in the
shadow economy.

2.5. Main Conclusions of Chapter 2
We have considered the views of researchers on corporate income taxation, value of tax
burden, fiscal policy and the interrelationship of fiscal policy, tax burden and economic
development of Latvia.
As a result of the review of the studies on CIT, tax burden and fiscal policies in Latvia, we
can draw the following conclusions:
1. Corporate income tax in effect in Latvia has a number of shortcomings, including the fact
that it has no significant impact on the promotion of investment and long-term
development of the Latvian economy.
2. The total tax burden on the enterprises in Latvia is high and its further increase will slow
down the economic growth and reduce competitiveness of the Latvian enterprises.
3. The tax burden on labor is disproportionately high and should be reduced in the future.
4. High taxes on labor in Latvia are an important obstacle to increasing the number of
employees, on the contrary, they encourage enterprises to participate in the informal
sector of the economy and contribute to an outflow of professionals abroad.
5. Fiscal policy in Latvia is not stable, but rather impulsive.
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6. Latvian enterprises are increasingly dissatisfied with the tax system and governmental
activities compared with Estonia, which is a factor contributing to the high level of
shadow economy in Latvia.
7. In Latvia, no research has been conducted to develop a better understanding of the shortterm, medium-term and long-term impact of legislative and policy proposals with
significant economic and social consequences.
8. In order to reduce the level of shadow economy and raise the level of tax morale of the
taxpayers it is necessary to increase trust in the government and change the work of
regulatory institutions.
9. To improve the efficiency of the Latvian economy, it is necessary to make taxes simple,
understandable and neutral.
10. Development and application of the effective fiscal policy can significantly broaden the
tax base, become one of the drivers for the development of the Latvian economy and
ensure sustainable economic growth.
11. There is an opportunity to expand the corporate income tax base in Latvia, which allows
reducing the nominal corporate tax rate without negative fiscal effect.
12. The profit of enterprises not distributed for dividends in Latvia, as well as in Estonia,
should not be subject to corporate income tax.
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3. Survey of Literature on the Results of the Corporate Income Tax
Reform in Estonia
3.1. Main Differences between Corporate Income Taxation in
Latvia and Estonia
Since 2000, Estonia introduced a CIT regime which envisions that not all the profit
earned by enterprises is subject to taxation. Hazak (2007) points out that as a result of the 2000
tax reform in Estonia, the tax liability on the CIT is not completely canceled, but rather
postponed until distribution of profit for dividends. He notes that such a principle of corporate
income taxation in Estonia applies to both asset-related (e.g. trade) and liability-related (e.g.,
interests, royalties) transactions. Capital gains from the sale of assets are also exempt from
taxes.) OECD (2009) indicates that in accordance with the Taxation Act of Estonia, profits may
not be distributed, if losses from the previous years have been accumulated. Funke and Strulik
(2003) point out that the system of corporate income taxation that was in place in Estonia until
2000 was largely consistent with the present tax policy in Latvia. Namely, enterprises paid
income tax on the total income earned. Lehis at al. (2008) note that as a result of the 2000 tax
reform in Estonia, enterprises pay the tax not on the total profit, but on the profit distributed for
dividends, and the number of exemptions, exceptions and other benefits for the payment of CIT
has significantly reduced. Such a system was introduced for all types of enterprises. In Latvia,
accruing CIT, there is a considerable number of exemptions, exceptions and benefits (Šņucins,
2013).

3.2. Aims and Essence of the Reform of Corporate Income Tax in
Estonia
Masso et al. (2011) note that as a result of the reform of income tax in Estonia in 2000,
enterprises began to be taxed only when the profit is paid to shareholders in the form of
dividends and retained earnings are not taxed with CIT. The relevant law was adopted on
December 15, 1999, and entered into force on January 1, 2000. Michael Funke (2001) suggested
that the 2000 tax reform in Estonia in the first place would stimulate the growth of investment.
Masso et al. (2010) conducted a survey of Estonian politicians, which showed that the very
increase in investment, new job creation and promotion of entrepreneurial activity were the main
aims of the 2000 tax reform in Estonia. According to Karsten Staehr (2014), Estonia has
reformed taxation of profits of enterprises with the aim to attract investment, support businesses
and increase employment. Karsten Staehr notes that the main effect of the change in the system
of income taxation in Estonia was supposed to improve enterprises’ access to capital.
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3.3. Effects of the 2000 Tax Reform on Estonian Enterprises
Liabilities and cash
According to Karsten Staehr (2014), the introduced taxation system has improved
liquidity and reduced the amount of debt financing in Estonian enterprises. Hazak (2006) found
that a lower CIT rate reduces the demand for external financing, since the enterprise need to
finance their fiscal costs reduced. Research results of Masso et al. (2011) showed that after the
launch of the CIT reform in 2000, the share of liabilities in the total assets of enterprises
decreased by about 7 percentage points. This effect was about 1 percentage point stronger among
industrial enterprises, as well as small enterprises with up to 50 employees. The share of cash
and cash equivalents in the assets of the enterprises increased by 2-3 percent during the third
year after the reform, and this effect was almost twice as high for the enterprises with the number
of employees less than 10. In the group of enterprises with a staff of up to 50 people the impact
of tax reform on liquidity was approximately twice higher than in the large enterprises. Brixiova
et al. (2009) found that as a result of the tax reform the Estonian enterprises have obtained an
improved access to finance. Masso et al. (2011) point out that the share of loans in the total
assets decreased more significantly in the large, but not in small and medium-sized enterprises.
In large enterprises (250 or more employees) the share of loans in the total assets decreased by
7.2 percentage points, while in small and medium-sized enterprises – by 5.2 percentage points.
Masso et al. (2011) also point out that although the proportion of debt financing had been
relatively stable in Estonia until 1999, since 2000 debt financing decreased significantly,
although in the same period the share of liabilities in the Latvian and Lithuanian enterprises
increased, while the share of enterprises’ equity decreased. Until 2006, liquidity of Latvian and
Lithuanian enterprises was approximately 6% and 3%, respectively. In Estonia, the liquidity of
enterprises increased from 6.6% in 1999 to 7.6% in 2000 and to 10.9% in 2006. Masso et al.
(2011) suggest that due to the tax reform of 2000 Estonian enterprises have coped with the
economic crisis of 2008-2009 significantly better than enterprises in Latvia and Lithuania. Thus,
according to Purfield and Rosenberg (2010), the share of overdue loans in the private sector in
Estonia increased from 1.9% in 2008 to 5.2% in 2009. In the same time period in Latvia the
share of overdue loans increased from 3.6% to 16.4%, and in Lithuania – from 4.6% to 19.4%.
Masso et al. (2011) note that higher levels of liquidity and low debt indicators have become
important factors for the survival of Estonian enterprises during the period of crisis.
Profit distribution and capital structure of enterprises
Masso et al. (2011) noted that due to the change in the regime of corporate income
taxation the enterprises had fewer stimuli to pay dividends. The researchers found that the
proportion of retained earnings and reserves in the capital of Estonian enterprises increased by an
average of 11 percentage points. This effect was much more pronounced in micro enterprises (12
%), small enterprises (9.3 %) and medium-sized enterprises (9.0 %). The share of non-distributed
profit in large enterprises (employing 250 people or more) decreased by 1.7 percent. Masso and
Merikull (2011) indicate that as a result of the 2000 reform the ratio of equity to total assets
(financial independence ratio) in the enterprises grew by an average of 8.1 percentage points, but
this effect was not detected in large enterprises. Masso et al. (2013) believe that the 2000 tax
reform significantly changed the capital structure of the enterprises.
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Investment
According to Karsten Staehr (2014), the 2000 tax reform has promoted investment in
Estonia. Lehis et al. (2008) have observed that the 2000 tax reform contributed to an increase in
investment. Masso et al. (2011) also believe that the reform has provided a relatively strong
effect on the level of investment of enterprises and this effect was stronger for enterprises
operating in the service sector and small enterprises. Masso and Merikull (2011) found that as a
result of the reform the level of investment of Estonian enterprises increased by an average of 20
percentage points over 4 years after the launch of the reform. Masso et al. (2011) note that as a
result of the 2000 tax reform the rate of growth of investment in the capital of enterprises has
grown 20 percentage points higher than in Latvia and Lithuania. Raidler and Partners (2005)
indicate that applying a unique approach to CIT, where the payment is carried out at the
distribution of income, Estonia has increased profitability of enterprises and stimulated
investment.
Labor productivity and production growth
According to Karsten Staehr (2014), the 2000 tax reform in Estonia has increased labor
productivity at the level of enterprise. Masso et al. (2011) have found that the reform has had a
statistically significant impact on the productivity growth (growth of labor productivity was
calculated as turnover per employee). They have discovered that during a 4-year period after the
introduction of the 2000 tax reform, the rate of productivity growth increased by an average of
8.3 percentage points. A stronger effect was observed in the manufacturing industry and the
enterprises employing less than 10 people. According to Masso et al. (2013), within four years
following the introduction of the CIT deferral, productivity growth rate has increased by 8
percentage points in comparison with Latvia and Lithuania. Masso et al. (2011) believe that the
introduction of the CIT deferral will have the most immediate impact on the capital structure of
the enterprises and reduction of dividend payments, while the impact on investment and
productivity may take more time.

3.4. Effects of the 2000 Tax Reform on the Efficiency and
Competitiveness of Estonian Enterprises
Masso and Merikull (2011) note that as a result of the 2000 tax reform, the enterprises
have reduced production costs, as agency costs and costs of debt financing have reduced;
efficiency and, accordingly, competitiveness of enterprises have also increased. Masso and
Merikull (2011) find that the 2000 reform has had the strongest effect on the accumulation of
capital by enterprises, increase in equity financing and reduction of corporate debts. Masso et al.
(2011) conclude that the reform of the CIT in Estonia improved access to credit finance for
enterprises, as well as promoted modernization of production technology, increased productivity
and facilitated a more rapid transition to an economy with a high level of income. Masso and
Merikull (2011) also point out that in connection with the 2000 tax reform in Estonia, the
economic behavior of all consumers, producers and investors has changed. They maintain that
reduction of the tax rate is often a measure of welfare growth, since lower tax rates contribute to
increased economic activity. They suppose that in addition to the direct financial effect of the
changes in the tax regime in Estonia, there are various indirect effects.
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Masso and Merikull (2011) have found that the developing countries are seeking to
increase the amount of resources available for investment, as enterprises face credit constraints.
In their view, zero tax rate on retained earnings is a very useful tax policy option. The Tax
Foundation (2015) indicates that the Estonian practice is unique, as no other European country
applies similar policies. In 2015, the Tax Foundation, which is an independent tax policy
research organization with headquarters in the USA, for the second year in a row found that
Estonia has the most competitive tax code in the OECD. “The most important and competitive
feature of the Estonian tax code is its CIT system” (Tax Foundation, 2015).

3.5. Different Effects of the 2000 Tax Reform in Estonia on Small
and Large Enterprises
Masso et al. (2011) point out that the overall effect of the tax reform was the greatest for
small enterprises. They note that additional funds, which the enterprises managed to accumulate
as a result of the 2000 tax reform, changed the behavior of small enterprises more significantly
than that of the large ones. Mickiewicz et al. (2004) note that small enterprises in Estonia had
less access to financial resources before the reform of 2000 and therefore were more dependent
on domestic financing compared with the large enterprises. For this reason, the accruement of
additional money affected small enterprises to a greater extent than the large ones. Masso et al.
(2013) have found that the tax reform more strongly influenced smaller enterprises because of
their more significant problems with liquidity in comparison with larger enterprises.

3.6. Response of the Estonian Enterprises and Entrepreneurs to the
Introduction of Changes in the Taxation of Corporate Income
Lehis et al. (2008) find that the system of taxation of CIT introduced in Estonia in 2000 is
simple and transparent and more understandable for taxpayers, because among other things the
new taxation system has fewer exceptions. Lehis et al. (2008) point out that compared to the
traditional systems of corporate income taxation, the taxation system introduced in Estonia in
2000 is easier to comply with for both taxpayers and tax administration. Paul Dickinson (2013)
indicates that Estonia remains a prime example of simplicity of taxation and therefore economic
activity of small and medium, including foreign, business increases. Lehis et al. (2008) have
calculated that with the new system of corporate income taxation the administrative burden and
thus the administrative costs have reduced. According to the data of Reiljan and Oja (2007) and
the sources presented in the study of Masso et al. (2010), the business community in Estonia is
satisfied with the current regime of corporate taxation.
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3.7. Effects of the 2000 Tax Reform in Estonia on Reduction of the
Level of Shadow Economy and Amount of Tax Revenues
Lehis et al. (2008) suppose that the 2000 tax reform has reduced the motivation of the
enterprises to conceal profits. Daniel Hinst (2010) finds the reform of the CIT in Estonia has
resulted in increase in tax revenues due to the increase of the volume of taxable income. Paul
Dickinson (2013) notes that the Estonian tax environment as a whole and its key aspects are
favorable for all small and medium-sized enterprises. According to him, Estonia is a good
example of simplicity of taxation system; it offers promising and challenging environment to
increase business activity of small and medium-sized businesses.

3.8. Effects of the 2000 Tax Reform on Estonian Economy
Masso et al. (2011) point out that the 2000 reform in Estonia has resulted in halving the
effective tax rate of CIT. They have found that apart from halving the effective CIT rate, the tax
reform has had a strong positive economic impact. The most significant effects of the reform
were achieved due to shifting from taxation of gross profit to taxation of retained earnings and
not due to reduction of the overall tax burden on corporations. Masso et al. (2011) studied the
economic effects of the 2000 tax reform till 2003 and till 2008 and concluded that the effect of
the reform is approximately the same for both periods of time, but over a longer period the effect
of the reform is somewhat stronger. Michael Funke and Holger Strulik (2003) also find that the
2000 tax reform has been beneficial for the investment climate and may appear very favorable in
the long term.
To analyze the results of the changes in the tax regime in Estonia, Funke and Strulik
(2003) have applied a general equilibrium model, which describes all of the state’s economy in
macroeconomic conditions. This model includes the key economic indicators such as the total
volume of production, consumption, investment, as well as CIT rates. In their opinion, the
change in the system of payment of corporate income tax creates a chain reaction in the
whole economy of Estonia until a new level of well-being is reached. They find that in
connection with the reform of CIT in Estonia fixed assets increased by about 9-10 percent and an
increase in the total volume of production was 4 percent. According to them, the tax reform
implemented in Estonia promotes transition from consumption to investment, as the share of
consumption in the economy has declined by about 1.5 percent. However, the level of
sustainable government consumption grew by 1.5 percent, which is an indicator of increasing
social welfare. Funke and Strulik (2003) point out that a strong positive effect manifested in the
growth of well-being and enhanced economic growth is an important result of the 2000 tax
reform in Estonia.
Masso and Merikull (2011) have conducted an assessment in accordance with the
standard neoclassical growth model. Their results indicate that the introduction of the CIT
deferral has had a strong effect on the steady state capital stock by around 10 %, while
production output increased by around 4 %. However, taking into account the effects of debt
finance and associated agency costs, the 2000 tax reform in Estonia has had a much wider effect.
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Masso and Merikull (2011) have found that as a result of the impact of the 2000 tax reform on
corporate finance positive changes have been achieved in the capital of enterprises and volume
of production, while consumption has increased by about 3-4 %.
Funke (2002) and Funke and Strulik (2006) find that the 2000 tax reform has led to an
increase in capital accumulation and GDP per capita.
Karsten Staehr (2014) points out that after the introduction of the tax reform the level of
unemployment and rates of emigration have been lower in Estonia than in Latvia and Lithuania.
Although in his opinion, these events may or may not have a direct connection with the 2000
reform of the income tax.

3.9. Main Conclusions of Chapter 3
After reviewing the research on the results of the 2000 tax reform in Estonia, we can
conclude that the tax reform has led to the following changes:
1. In Estonia, as a result of the 2000 tax reform there was a shift in the payment of CIT from
the earned profit to the distributable profit (such a regime of corporate income taxation is
applicable to all types of enterprises). The number of exemptions, exceptions and other
benefits for the payment of CIT has significantly decreased.
2. The main aim of the 2000 tax reform was to stimulate investment growth. The two other
main goals of the tax reform were to promote entrepreneurship and create new jobs.
3. The system of corporate income taxation introduced in Estonia significantly improved
capital structure, liquidity, and reduced the amount of debt financing of enterprises,
which also became an important factor for the survival of Estonian enterprises during the
period of financial crisis of 2008-2009. The ratio of equity of the micro, small and
medium-sized enterprises to total assets (financial independence ratio) as a result of CIT
payment deferral increased by an average of 8.1 percentage points.
4. As a result of introduction of the CIT deferral, the proportion of retained earnings and
reserves in the capital of Estonian enterprises increased by an average of 11 percentage
points.
5. The share of profit distributed for dividends decreased most of all in micro enterprises
(12 percent), small enterprises (9.3 percent) and medium-sized enterprises (9.0 percent).
The share of non-distributed profit in large enterprises (the number of employees is 250
people or more) decreased by 1.7 percent.
6. During 4 years after introduction of the 2000 tax reform, the level of investment of
Estonian enterprises increased by an average of 20 percentage points and the growth rate
of investment in the capital of enterprises was 20 percentage points higher than in Latvia.
7. During a 4-year period after the introduction of the 2000 tax reform, the pace of
productivity growth in Estonian enterprises increased by an average of 8.3 percentage
points. Within 4 years after the tax reform, the pace of labor productivity growth
increased in Estonia by 8 percentage points in comparison with Latvia.
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8. As a result of the 2000 tax reform, the Estonian enterprises incur reduced production
costs, as agency costs and debt financing costs reduced, that is, the efficiency and,
accordingly, the competitiveness of enterprises have increased.
9. The reform contributed to alleviation of credit constraints for enterprises, modernization
of production technology, higher productivity and a more rapid transition to an economy
with a high level of income.
10. The tax reform of CIT in Estonia has had a stronger influence on the small enterprises
due to more significant problems with liquidity observed in small enterprises in
comparison with large enterprises.
11. After the introduction of the tax reform, a lower level of unemployment and emigration
in Estonia has been ascertained compared to Latvia.
12. The system of corporate income taxation introduced in Estonia in 2000 is simple and
transparent and more understandable for taxpayers, because among other things the new
taxation system has fewer exceptions.
13. In comparison with the traditional systems of corporate income taxation, the Estonian
system of corporate income taxation is easier to comply with for both taxpayers and tax
administration. Therefore, administrative burden and thus administrative costs of the new
system of taxation have reduced.
14. Estonia is a prime example of simplicity of taxation; it offers a promising and
challenging environment to increase business activity of small and medium-sized
businesses.
15. The business community in Estonia is satisfied with the system of corporate income
taxation.
16. The tax reform has reduced the motivation of enterprises to conceal profits.
17. The reform of CIT in Estonia has resulted in the increase in tax revenues due to the
increase in the amount of taxable income.
18. The effects of the tax reform in Estonia were primarily achieved by shifting from taxation
of profit to taxation of profit distributed to dividends.
19. The influence of the tax reform has a long-term effect. In a shorter (up to 2003) and a
longer period of time (until 2008), the scope of effects caused by the reform was about
the same, but in the long period the effect of the reform is somewhat stronger.
20. The 2000 tax reform has caused a shift from consumption to investment, promoted
economic growth and social welfare.
21. The change in the system of payment of CIT has created a chain reaction (activation) in
the whole economy of Estonia that will continue until a new level of well-being is
reached.
22. In 2015, the Tax Foundation, which is an independent tax policy research organization
located in the USA, for the second year in a row found that Estonia has the most
competitive tax code in the OECD. “The most important and competitive feature of the
Estonian tax code is its CIT system” (Tax Foundation, 2015).
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4. Methodology and Research Data
In this chapter, we present the methodology that was used to evaluate the potential growth of
GDP and the budget of Latvia in case the deferral of CIT until distribution of corporate profit is
introduced. We also report on the sources that were used to obtain the data, the raw data and
calculation principles that were applied to evaluate the potential GDP growth and budget
revenues in Latvia as a result of the deferral of CIT until distribution of enterprise profit.

4.1. Structure of Research
In order to draw conclusions on whether the introduction of the deferral of CIT until
distribution of corporate profit can be an essential factor of economic development of Latvia, we
have:
1. Reviewed the literature on the impact of the overall tax burden and CIT on the budget,
investment and economies (of countries);
2. Reviewed the literature on CIT, the tax burden and tax policies in Latvia;
3. Reviewed the literature on the 2000 reform of the CIT in Estonia;
4. Identified the changes that have occurred in the performance indicators of Estonian
enterprises after the introduction of the 2000 tax reform in comparison with the previous
period of time (1996-1999) and in comparison with the same indicators of the Latvian
enterprises;
5. Identified the changes that have occurred since the introduction of the 2000 tax reform in
Estonia at the macro level in comparison with the previous period of time (1996-1999)
and in comparison with the same indicators of Latvia (Chapter 6);
6. Compared the results of our reviews of scientific research and the data with the data
obtained as a result of our research and our conclusions on the effect of the 2000 tax
reform in Estonia at the micro and macro levels;
7. On the basis of our data, calculated a possible increment of GDP and additional budget
revenues of Latvia in case of introduction of the system of taxation of CIT, where the tax
is imposed not on the gross profit but on the profit distributed for dividends;
8. Calculated the potential effect of fiscal and GDP increment from the introduction of the
CIT deferral, using two scenarios – for micro, small, medium-sized and large enterprises,
as well as in case the deferral of CIT does not applied to large enterprises. (The
calculation was performed in terms of 2014. Discounting of predictive values was not
conducted in order not to complicate the calculations and not to introduce additional
correction coefficients to the predictive values.);
9. Produced control evaluation of the resulting possible additional GDP increment in Latvia
by using alternative methods.
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4.2. Period of Research and Symmetry of Information Sources
Analyzing the data, we were guided by the following principles:
1. In order to compare the figures at the micro and macro levels before and after the 2000
tax reform in Estonia, we have used the data from 1996 onwards. There are three main
reasons for that. First, in the first years after the restoration of independence of Estonia
and Latvia in 1991, there were no sufficiently formalized and structured data necessary
for objective comparison. Second, the early years after the restoration of independence
in Estonia and Latvia practically coincided with the creation of the market economy,
therefore both trends and data for the first years since the restoration of independence in
Estonia and Latvia could differ substantially from the subsequent years. Thus, we have
not used the data for the period of 1992-1995 for data comparison. The third reason to
compare the data on the results of the 2000 tax reform in Estonia starting with the data
for 1996-1999 was the need to exclude from comparison potential distortions of the
medium and long-term trends, which could have occurred during 1999. Some
researchers of the 2000 tax reform in Estonia used four-year cycles to analyze the data.
So we also applied the four-year cycle for comparisons and began the study period from
1996.
2. In cases when the Register of Enterprises, statistical bureaus or other organizations could
not provide information for the time periods studied, we used the data for the maximum
possible period of time. Therefore, the period of data comparison in some cases does not
begin in 1996, but rather in 1999 or 2000, and in the Section “Dividend Policy and
Investment Potential of Estonian and Latvian Companies” – in 2004. Since not all
enterprises submitted the reports for 2015, the period of analysis of most of the
indicators ends in 2014, but not in 2012.
3. Using a data source for an indicator observed in the study for one country (for example,
the Registry of Enterprises of Estonia), we used the analogous (symmetric) data source
for another country (for example, the Registry of Enterprises of Latvia).
4. In cases when the analyzed indicators were not available in analogous (symmetric) data
sources in Estonia and Latvia, we used the date sources where it was possible to obtain
the necessary data.
5. The Estonian CSB includes social contributions in the balance sheet line code Total Tax
Revenues, while the Latvian CSB does not include social contributions into this entry.
Therefore, to ensure accuracy of comparison of total tax revenues in Estonia and Latvia
we added the entry Net Social Contributions (D61) to the data on Total Tax Revenues
(ODA) provided by the Latvian CSB.

4.3. Methods of Calculating Additional GDP Increment and
Additional Tax Revenues in Latvia
The total fiscal effects of the introduction of the deferral of CIT were calculated for the
period of ten years. The calculations were made as the sum of positive effects from the
introduction of the CIT deferral until distribution of profits less net possible lost budget revenues
within the first few years after introduction of the CIT deferral (as a result of the decreased
effective rate of CIT). The effects of the introduction of the CIT deferral until distribution of
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enterprise profit were rated as the increment of GDP and additional budget revenues in Latvia
both for each year separately and as a summative effect. The increment of GDP and additional
budget revenues in Latvia was estimated in comparison with the figures of 2014. Calculating the
GDP increment prediction in Latvia, we assumed that the relationship between GDP and the
revenue side of the budget of Latvia would remain unchanged and on the basis of this
assumption we used the ratio, which was between these indicators in 2014 (0.2989).
Table 1 provides the detailed logical structure of calculation of the forecasts of additional
GDP growth and additional budget revenues in Latvia.
Table 1
The logical structure of calculation of the forecasts of additional GDP growth and
additional budget revenues in Latvia
Nr.

The logical structure of the calculation

1.

The forecast of additional budget revenues coming from CIT in Latvia for the first five years has
been calculated as proportion to changes in the CIT revenue in Estonia for the first five years after
the introduction of the tax reform.

2.

Projected additional revenues from CIT in Latvia from the sixth to the tenth year have been
calculated as proportion to additional annual growth rate of the total net turnover of the Latvian
enterprises.

3.

Additional annual growth rate of the total net turnover of the Latvian enterprises has been taken as
the difference between the total net turnover of the Estonian and Latvian enterprises for the period
of 2011-2014. To provide for higher forecast conservatism, the reduction factor of 0.85 has been
introduced.

4.

The value of possible additional changes in revenues from CIT in Latvia has been calculated as the
difference between the projected revenues from CIT and the actual value of revenues from CIT in
2014.

5.

Additional number of jobs has been calculated based on the average number of employees per
enterprise in 2014 (6 employees) and the projected growth rate of the number of enterprises.
Evaluating the number of additional jobs it has been considered that the unemployment rate will
not fall below 5%.

6.

Savings in the social budget due to reduction of the number of unemployed have been calculated
as the reduction in unemployment benefits paid to additionally employed workers.

7.

Additional budget revenues from the creation of new jobs have been calculated as revenues from
personal income tax and social insurance contributions paid by employees and enterprises. Wage
growth rate in the private sector has been calculated as an average over the period from 2011 to
2015 (5.12 percent). We used the average gross salary in the private sector in 2015 in the
calculations.

8.

Additional revenues from VAT due to increase in personal consumption expenditure have been
calculated as the amount of VAT paid from 85% of net wages of additionally employed workers.
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Table 1 continued
Nr.

The logical structure of the calculation

9.

Additional revenues from VAT due to increase of the net turnover of the Latvian enterprises have
been calculated as proportion to the annual growth rate of the net turnover of enterprises. We used
the value of VAT paid to the Latvian budget in 2014 in the calculations.

10.

The positive economic effect of the annual reduction of the shadow economy has been calculated
as 0.18% of Latvian GDP in 2014.

11.

Additional increment of the budget revenue has been calculated as the sum of additional tax
revenues from all of the abovementioned factors.

12.

Additional GDP increment has been calculated based on the ratio between the revenue part of the
budget and the Latvian GDP in 2014 (0.2989).

13.

We used the geometric mean to calculate the average annual rate of additional GDP increment.

Corporate income tax paid to the budget of Latvia in 2014 was taken as the basis to
estimate the annual projected CIT in Latvia to be generated as a result of the deferral of CIT. The
five-year period was taken in view of the fact that as a result of the tax reform in Estonia in the
first three years there was a significant decrease in tax revenues from CIT to Estonia’s budget. In
2003, the level of revenues from CIT exceeded the performance of 1999, but we would like to
consider the stability of the trends of CIT revenue growth in the budget of Estonia, therefore we
examined the time period in which the excess over the “pre-reform” level was not one, but two
years.
There are two reasons why we consider the data on CIT revenues in the first five years of
the tax reform in Estonia. Firstly, the analysis of the data on the revenues from CIT for the
period from 2000 to 2004 showed that in Estonia the increase in tax revenues from CIT was
54.3%, while in Latvia – 49.8%. Secondly, a lower increment of revenues from CIT in Latvia
occurred despite the fact that in the period under review the rate of CIT in Latvia decreased from
29% to 15%, while in Estonia CIT rate remained at 26%.
The volume of possible changes in the revenues of Latvia from CIT after the introduction
of the deferral of CIT until distribution of profit of enterprises was calculated as the difference
between revenues in the budget from the forecasted CIT and the amount of revenues from CIT in
2014.
To calculate the predicted CIT changes in Latvia from the sixth to the tenth year, we
assumed that CIT revenues would grow proportionally to the increase in the net turnover.
We consider that calculation of predicted revenues from CIT is very conservative for at
least three reasons. Firstly, introduction of CIT deferral in Latvia will result in cancellation of a
large number of benefits (as it occurred during the tax reform in Estonia). It should expand the
tax base and, consequently, increase revenues from CIT. Secondly, the enterprises will receive
additional financial resources, which will allow previously unprofitable businesses to operate
profitably and, consequently, to top up the list of CIT payers (according to our calculations based
on Lursoft data, in 2014 the share of profitable enterprises was only 25.9 per cent). Thirdly,
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certain part of enterprises, which wholly or partly are operating in the informal sector of the
economy, will formalize their activities and join the number of CIT payers.
In our calculations, we did not consider the value of a possible decrease in budget
revenues due to a possible decrease of tax on the dividends paid by enterprises. In our view, in
case of introduction of CIT deferral, the reduction of profits distributed to dividends will be
gradual, but due to the increasing growth in the number of profitable enterprises and enterprises
that will emerge from the shadow economy, tax revenues from dividends will not reduce.
In calculating the increment of additional budget tax revenues and additional GDP increment
in Latvia, we took into account the changes in the following indicators:
1. Increase in the number of enterprises;
2. Growth of net turnover of enterprises;
3. Increase in the number of jobs ensuring the growth of budget revenues from:
o Reducing the burden on the social budget due to reduction of the amount of
unemployment benefits;
o Personal income tax;
o Social insurance contributions paid by the employee and the enterprise;
o VAT paid by enterprises;
o Additional amount of VAT due to increased household spending on consumption;
4. Decrease in the level of the shadow economy.
Calculating the annual figures of changes in payment of unemployment benefits, the value of
additional payment of income tax (personal), social tax and VAT, we applied the principle of
proportional increase (or decrease) in the rates from the first to the tenth year.
Reduction of the load on the social budget as a result of increase in the number of jobs and,
consequently, decrease of the amount of unemployment benefits is calculated based on the
amount of unemployment benefits paid from the budget of Latvia in 2015 and the number of
unemployed.
Additional personal income tax, mandatory employer and employee social insurance
contributions are calculated as budget revenues resulting from the payment of wages at extra
jobs created as a result of the introduction of CIT deferral. Annual average gross wages per
month are calculated according to the data of the Latvian CSB based on the annual growth of
average gross wages.
The amount of additional VAT paid by enterprises as a result of CIT deferral is calculated
based on VAT paid to the budget in 2014 (net VAT of enterprises with state and municipal
participation). We used the growth rate of the net turnover to calculate VAT growth rate.
To calculate VAT growth, which is expected to arise as a result of the increase in total net
turnover of the Latvian enterprises in the event of introduction of CIT deferral only in micro,
small and medium-sized enterprises, we used the following methodology. We calculated VAT
paid by micro, small and medium-sized enterprises in proportion to their share in the total net
turnover of the enterprises under consideration. The share of net turnover of micro, small and
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medium-sized enterprises in the total net turnover of the enterprises under consideration is 73.31
percent.
The amount of additional workers’ consumption expenditure is calculated as the difference
between the workers’ wages and the amount of their savings. On the basis of the calculated
population consumption expenditure we calculated the value of additional VAT collected by the
government.
For higher conservatism of our forecast when calculating the fiscal effects and GDP growth,
we did not consider a number of factors that have a positive impact on the macro and microeconomic indicators and increase attractiveness of the business environment in Latvia, including:
1.
2.
3.
4.

Simplification and falling costs of tax administration for enterprises;
Simplification and falling costs of tax administration of the State Revenue Service;
Expansion of the customer base for crediting and other services of the financial sector;
Increase in the number of clients of state and municipal enterprises.

4.4. Correctness of Assessment of the Possibility to Introduce
Corporate Income Tax Deferral in Latvia Considering the Case
of Estonia
It may be open to question, whether it is correct to draw conclusions about possible changes
in the indicators of the Latvian enterprises and indicators of Latvia at the macro level as a result
of introduction of CIT deferral in Latvia on the basis of the changes in indicators of Estonian
enterprises and indicators of Estonia at the macro level. According to Masso et al. (2011), Latvia
and Estonia can be compared, as they have a similar historical background, similar institutional
frameworks, financial systems and patterns of trade, as well as geographical proximity and
economies of similar size. We agree with Masso et al. (2011) that both Latvia and Estonia were
exposed to the crisis of the Russian economy in 1999, experienced a rapid growth in 2001-2007
and were seriously affected by the global financial crisis in 2008-2009.
According to Masso et al. (2011), the tax systems of Latvia and Estonia are similar too.
They noted that in the period from 1996 to 2003 (four years before and four years after the
introduction of the tax reform in Estonia), except for the significant changes in the system of
corporate income taxation, the tax system in Estonia has been fairly stable. Masso et al. (2011)
find it unlikely that some minor changes in the tax system in Estonia could affect the reliability
of their analysis of the 2000 tax reform. After analyzing the arguments presented by Masso et al.
(2011), we agree with both these arguments and the conclusion. Additional support of these
arguments and conclusions is presented in Section 7.3.
We also believe that the differences that exist in tax policy (and the tax burden) in Estonia
and Latvia allow us to make correct conclusions about the feasibility of introduction of corporate
income tax deferral until distribution of enterprise profit in Latvia.
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4.5. Data
We have analyzed the indicators of balance sheets and profit and loss statements of all
Latvian commercial enterprises for the period from 1996 to 2014. The research examined the
data on the following legal forms of companies – limited liability companies, joint stock
companies, general partnerships and limited partnerships. About 40 million units of data were
subjected to processing and grouping. Information on the collected indicators was grouped
according to the European classification into four groups of enterprises: Micro, Small, Mediumsized and Large (classification is presented in Table 2).
Table 2
Enterprise types according to the EU definitions
Enterprise type

Number of
employees

Turnover

Micro

< 10

≤€2m

≤€2m

Small

< 50

≤ € 10 m

≤ € 10 m

Medium-sized

< 250

≤ € 50 m

≤ € 43 m

Large

Over 250

Over € 50 m

Over € 43 m

or

Balance sheet total

Source: Supporting material for the enterprise’s status determination on the basis of the Commission Regulation (EC)
No.800/2008 (6 August 2008)

The research has not considered and thus does not include the data on:











Financial sector enterprises;
State and municipal budget-funded entities;
Enterprises in which the state or municipalities have at least one share in the capital;
Funds;
Foundations;
Societies;
Self-employed individuals;
Enterprises that do not have any authorized capital and are not registered as LLC;
Farms and fisheries;
Sole proprietorships.

The financial sector enterprises that were excluded from the research correspond to NACE-2
codes:




Financial service activities, except insurance and pension funding (NACE 2 - 64);
Insurance, reinsurance and pension funding, except compulsory social security (NACE 2
- 65);
Financial services and insurance activities (NACE 2 - 66).
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To analyze the parameters considered in the research, the data from the following sources
were used: Central Statistical Bureau of Estonia, Central Statistical Bureau of Latvia, Centre of
Registers and Information Systems of Estonia, Register of Enterprises of the Republic of Latvia,
Eesti Pank, Latvijas Banka, Lursoft and Eurostat.
We used the data on economic aggregates of all Estonian and Latvian companies studied in
comparative analysis of the data of the Estonian and Latvian companies. Applying the analysis
of solid rather than sample data, we have iteratively raised the reliability of the results both in the
consolidation of data on the performance indicators of Latvian enterprises, and in comparing
enterprise indicators in Estonia and Latvia.
In the analysis of the total equity, values of equity capital per enterprise, financial
independence ratio, the number and density of enterprises, total net turnover, dividend policy and
investment potential of the Estonian and Latvian enterprises we considered only economically
active enterprises (enterprises which submit annual reports). Data for this analysis were obtained
from the Centre of Registers and Information Systems of Estonia, Register of Enterprises of the
Republic of Latvia and Lursoft (Latvia).
In the analysis of total income and profitability of the Estonian and Latvian enterprises we
considered all the companies on the basis of the data from Central Statistical Bureau of Estonia
and Central Statistical Bureau of Latvia.
When analyzing the number of registered and liquidated enterprises in Estonia and Latvia
(limited liability companies, joint stock companies, limited partnerships and general
partnerships), we used data from the Centre of Registers and Information Systems of Estonia and
Register of Enterprises of the Republic of Latvia.

The forecast of the fiscal effect of the introduction of the deferral of CIT for four groups of
companies (micro, small, medium-sized and large) in Latvia was conducted based on data of the
State Revenue Service of Latvia (SRS), Central Statistical Bureau of Latvia (CSB LR), Financial
and Capital Market Commission of Latvia (FCMC), Lursoft, Ministry of Welfare and State
Employment Agency. To verify the correctness of the data on the financial sector we used the
data of the Association of Commercial Banks, Latvian Insurers Association and Latvian NonBanking Creditors Association. Data on CIT actually paid to the budget were calculated on the
basis of LURSOFT data – databases of enterprises.
Raw data that were used for calculations of the forecast of additional GDP increment
and additional budget revenues in Latvia:
1. Micro, small, medium-sized and large Latvian enterprises considered in the research in
2014 generated budget revenue as a result of the payment of 298 million EUR of CIT.
Data on budget revenue of Latvia from CIT by groups of enterprises for 2014 are
presented in Table 2. If we exclude large enterprises from the reviewed groups of
enterprises, in 2014 CIT paid by micro, small and medium-sized enterprises amounted to
223.6 m EUR.
2. Average number of employees considered in the reviewed enterprises amounted to 6
persons (according to Lursoft 2014 – 5.9 persons). Index of average number of
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3.

4.

5.

6.

7.

8.

employees was calculated on the basis of Lursoft data as the ratio of the total number of
employees to the number of companies on the basis of annual business reports for 2014.
Estimated number of active Latvian enterprises (micro, small, medium-sized and large) in
2014 amounted to 102,201 enterprises, excluding large enterprises – 102,008
enterprises (Lursoft, 2016).
When calculating the potential growth rate of the Latvian enterprises, we took the period
of time from 2011 to 2014 for several reasons. Firstly, this time period more accurately
reflects the current (real) macroeconomic situation compared with earlier periods, as it
does not include the periods of overheating and the crisis periods which affect the net
turnover of enterprises in Estonia and Latvia.
Second, the density index of Estonian enterprises reached high values in 2014 (87.7
enterprises per thousand inhabitants), but with an increase in the density index of
enterprises, the potential to keep the pace of further growth reduces. Density index of
enterprises in Latvia in 2014 was equal to 52.9, so it had a significant growth potential.
That is, in case favorable environment for the development of entrepreneurial activity is
created, there is a potential for quality growth of enterprises and a significant growth in
their number.
We believe that additional increase in the annual net turnover of the Latvian enterprises
in the event of the introduction of CIT deferral will amount to 6.46 percent. We justify it
by the fact that during four years (from 2011 to 2014) the average annual net turnover of
Estonian enterprises increased by 7.6 percent (calculated as the geometric mean)
compared with the Latvian enterprises. Despite higher potential for growth in the number
of Latvian enterprisers (compared with Estonia), we used the conservative approach and
assumed that the growth of average annual net turnover of the Latvian enterprises would
amount to 85% of the total net turnover growth of the Estonian enterprises.
When calculating additional budget revenues generated as a result of growth in
population consumption due to growing workers’ incomes and employment growth (as
the effects of the tax reform), the value of these revenues was reduced by 15 percent in
view of the fact that as a rule not more than 15 percent of the revenue is saved in the
developed countries (European Commission, 2015).
The value of the annual average wage was calculated on the basis of the data on annual
growth of average gross wage in the private sector over the period from 2011 to 2015,
which averaged 5.12 percent, while the average gross wage per month in the private
sector in 2015 totaled 799 EUR (Latvijas centrālās statistikas birojs, 2016d).
The effect of wage growth conservation can be explained by the fact that after obtaining
additional financial resources for development as a result of the introduction of the
deferral of CIT until distribution of profits, the enterprises will be able to increase wages
and hire more employees, including highly paid workers (and pay all taxes on their
salaries and wages).
When calculating possible savings from the reduction in the unemployment rate, we
relied on data of the Latvian Central Statistical Bureau in 2015. The unemployment rate
in Latvia was 10% (Latvijas centrālās statistikas birojs, 2016a). The number of
unemployed aged 15 – 64 in Latvia amounted to 96.5 thousand people (Latvijas centrālās
statistikas birojs, 2016b).
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9. In the calculations we accepted that the unemployment rate will not fall below 5 percent,
and that this factor (the lack of labor force corresponding to enterprises’ demand) will be
a limiting factor in the creation of additional jobs that could be created as a result of CIT
deferral.
10. For calculation of the labor force additionally drawn into the labor market, we applied the
rate of increase in the number of Latvian companies equal to 4.5 percent. The annual rate
of increase in the number of Latvian enterprises accepted in the study was calculated as
two-thirds (66.67 percent) of the average annual growth of the number of Estonian
companies during the period from 2011 to 2014, which amounted to 6.7 percent
(calculated as geometric mean).
11. According to our calculations, the number of additionally employed workers in the 10th
year after the introduction of CIT deferral will be 48,250 people.
12. We calculated possible savings of the Latvian budget due to reduction of the
unemployment rate, considering the total amount of unemployment benefits paid from
the budget of Latvia in 2015 to be 102,105,330 Euro (Latvijas Republikas Labklājības
ministrija, 2015).
13. Calculating additional budget revenues from personal income tax and social insurance
contributions projected due to engaging additional 48,250 workers in the labor market, as
well as budget savings due to reduction of the rate of unemployment in case of
introduction of CIT deferral, we calculated these indicators proportionally for all the ten
years of the forecast.
14. We calculated the figures of possible growth of the Latvian budget revenues resulting
from additional payments of VAT, which, in case of introduction of CIT deferral will be
generated through the increase of the net turnover due to creation of new enterprises and
increase of the turnover of the existing enterprises. As a baseline, we used VAT in the
amount of 1,779.9 million EUR paid to the budget of Latvia in 2014 (Valsts ieņēmumu
dienests, 2014). In calculations, we assumed that the share of enterprises with state or
municipal capital in the collected VAT is 10 percent and that the transactions in the
financial sector are not subject to VAT.
15. Based on the data obtained in our research and the data of Djankov et al. (2010), we
consider that the introduction of CIT deferral with the conservative forecast would lead to
a further reduction of the level of the shadow economy in Latvia by 0.18% of GDP per
year, or by 1.8 percent over 10 years (details are presented in Sections 1.6 and 6.3).
16. In our calculations we used tax rates in force on January 1, 2016 (CIT – 15%, tax on
dividends – 10%, personal income tax – 23%, social insurance contributions paid by
employees – 10.5%, social insurance contributions paid by enterprises – 23.59 %, VAT 21%).
17. To calculate the fiscal effects that may occur as a result of CIT deferral not for all groups
of enterprises, but only for micro, small and medium-sized enterprises, based on the
Lursoft data we have identified CIT contribution of each group of enterprises to the
budget – micro, small, medium-sized and large enterprises. Data on the payments of CIT
to the budget of Latvia by micro, small, medium-sized and large enterprises (excluding
payments of state and municipal enterprises and financial sector enterprises) are
displayed in Table 3.
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Table 3
Corporate income tax paid by micro, small, medium-sized and large enterprises in Latvia in 2014
Group of enterprises

Amount of corporate
income tax paid (EUR)

Share of corporate
income tax paid (%)

Micro

67,655,334

22.7%

Small

79,919,868

26.8%

Medium-sized

75,983,881

25.5%

Large

74,486,795

25.0%

All groups of enterprises

298,045,879

100.0%

Source: Elaborated by the authors based on Lursoft data, 2014
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5. Comparison of Entrepreneurial Activity and Performance of
Enterprises in Estonia and Latvia
In this section, we will discuss and compare the figures of the total equity capital of
enterprises, equity capital of an averaged enterprise, ratio of financial independence of
enterprises, changes in the number of enterprises, density of enterprises, total and average net
turnover, profit and profitability of enterprises, as well as the dividend policy and investment
potential of Estonian and Latvian enterprises.

5.1. Comparison of Total Equity Capital of Enterprises in Estonia
and Latvia
Equity capital is the foundation of the entrepreneurial activity of an enterprise. Equity
capital consists of the authorized capital and retained earnings of the enterprise (and, in some
cases, capital reserve). Equity capital to a large extent affects the net turnover of an enterprise,
possibility to access foreign markets and financial stability of the enterprise. Figure 3 shows the
changes in total equity capital of Estonian and Latvian enterprises since 1996.

Figure 3. Comparison of total equity capital of commercial enterprises in Estonia and Latvia in
1996-2014 (m EUR).
Source: Elaborated by the authors based on the data from the Centre of Registers and Information Systems of Estonia, 2016
and Lursoft, 2016

In 1999, the total value of equity capital of Estonian enterprises was 4 billion 869 million
EUR – by 485 million EUR or 11.7 percent more than the equity capital of the Latvian
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enterprises. Already after the first year after the launch of the tax reform in Estonia, the
difference increased to 925 million EUR, or to 19.6 percent (the data on the total equity capital
of Estonian and Latvian companies for 1996 – 2014 are presented in Appendix 1). For fifteen
years since the introduction of the tax reform in Estonia, i.e. from January 1, 2000 to December
31, 2014, this difference increased to 20 billion 833 million EUR and exceeded the total capital
of Latvian companies already by 108 percent (2.08 times). Annual increase in the total capital of
Estonian enterprises in 2000 – 2014 was by 4.7 percentage pointper year higher compared to the
increase in the total capital of the Latvian enterprises.1
The increase in the total equity capital of the enterprises in a specific country may in the
first place occur due to the increase of the equity capital of the existing companies, and secondly,
due to the increase in the number of new companies, particularly of the companies that generate
a substantial profit. There is the third essential factor explaining why the total capital of the
Estonian companies grew significantly faster than the total capital of the Latvian enterprises.
This factor is the percentage of profit that is allocated to dividends. Masso et al. (2011) note that
as a result of the tax reform of CIT implemented in Estonia in 2000, enterprises have fewer
stimuli to pay dividends. The researchers have found that the proportion of retained earnings and
reserves in the capital of Estonian enterprises increased by an average of 11 percentage points.
These data show that as a result of the 2000 tax reform, Estonian companies have received a
signal and economic incentive from the Estonian government encouraging the development of
enterprises, which resulted in the faster growth of the total capital of Estonian companies in
comparison with the total capital of the Latvian enterprises. In our opinion, the decision of the
Estonian government to change the corporate income taxation system in many ways was not
only an economic incentive, but also a psychological tool, which determined the subsequent
behavior of the economic agents in Estonia after 2000. Masso and Merikull (2011) also point out
that in connection with the 2000 tax reform the economic behavior of all manufacturers and
investors has changed. Funke and Strulik (2003) have found that the tax reform implemented in
Estonia has induced the transition from consumption to investment. According to Masso et al.
(2011), noticeable effects of the reform were achieved precisely after the transition from the
earned profit taxation to distributable profit taxation. As it can be seen from the data shown, as a
result of the 2000 tax reform in Estonia a very significant increase in the equity capital of the
Estonian companies has become their source of investments.
Having considered the changes in the total capital of Estonian and Latvian enterprises,
we can conclude that:
1. In 1999, the total equity capital of Estonian enterprises was by 485 million EUR or
11.7 percent higher than the total equity capital of the Latvian enterprises. In fifteen
years since the introduction of the tax reform in Estonia on December 31, 2014 this
difference increased to 20 billion 833 million EUR and exceeded the total capital of
the Latvian enterprises already by 108 percent (2.08 times). The annual increase of
the total capital of Estonian enterprises in 2000 – 2014 was 4.7 percentage points
higher than the increase of the total capital of Latvian enterprises.

1

Annual increase in the total capital was calculated as geometric mean.
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2. As a result of the 2000 tax reform, Estonian enterprises have received the signal and
economic incentive from the Estonian government encouraging the development of
enterprises.
3. The decision of the Estonian government to change the income tax system in many
ways was not only an economic incentive, but also a psychological tool, which
determined the subsequent behavior of economic agents in Estonia after 2000.

5.2. Comparison of Equity Capital of Enterprises in Estonia and
Latvia
Since the value of equity capital is an important indicator that characterizes both the
development of a business and the stability of the enterprise, we examined the growth rate of
equity capital of the Estonian and Latvian companies calculated per averaged enterprise. Data on
equity capital per one averaged Estonian and Latvian enterprise are presented in Appendix 2.
The data presented in Table 4 show that the growth rate of equity capital of the averaged
Estonian enterprise for the period 1996 – 1999 amounted to 1.7 percent, which is several times
lower than in any subsequent period. In the period from 1996 to 1999, the average growth rate of
equity capital of Estonian companies amounted to 0.6 percent per year, and in the period from
2000 to 2014 –5.3 percent per year. In the same periods, the growth rate in Latvia was -0.3 and
1.8 percent per year2. The growth rate of equity capital of the averaged Estonian enterprise for
the period from 2000 to 2014 is 2.9 times higher than the growth rate of equity capital of the
averaged Latvian enterprise.
It can be noted that the average annual growth rate of equity capital of the averaged
Estonian enterprise after the 2000 tax reform in Estonia has increased 8.8 times. High growth
rates of equity capital of Estonian companies have sustained for 15 years since the introduction
of the tax reform in Estonia both in relation to the growth rate of equity before the tax reform and
in relation to the increment of equity capital of Latvian enterprises.
Some slowdown in the growth rate of equity capital of the averaged Estonian enterprise in
2005 – 2009 and 2010 – 2014 can be attributed not to a decrease in the strength of reform effect
on the growth of equity capital, but to the increase in a number of newly registered, i.e. young
companies in Estonia, which in the initial phase of activity cannot objectively generate any
substantial profit (in the period 2000 – 2004, the number of economically active enterprises in
Estonia increased by 15,755 companies, in 2005 – 2009, by 24,338 companies and in 2010 –
2014, by 28,551 enterprises).

2

The growth rate of equity capital of the averaged enterprise was calculated as geometric mean
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Table 4
Growth in equity capital per enterprise in Estonia and Latvia (%)
Estonia

Latvia

Growth before the tax reform in
Estonia (1996-1999)

1.7

-1.0

Growth during the first 5 years
(2000-2004)

61.6

24.1

Growth during the second 5
years (2005-2009)

35.7

-6.9*

Growth during the third 5 years
(2010-2014)

31.8

12.6

Growth for 15 years (2000-2014)

117.8

33.3

Source: Elaborated by the authors based on the data from the Centre of Registers and Information Systems of Estonia, 2016
and Lursoft, 2016

* Due to the introduction of tax on dividends in Latvia in 2010 (10 per cent), Latvian enterprises
in 2008 and 2009 paid dividends on the amounts exceeding the profit of 2005-2009 at the
expense of previously retained earnings.
As shown in Fig. 4, in 1996 equity capital of the averaged Estonian enterprise was 12
percent higher than the equity capital of the averaged Latvian enterprise. Already during the first
year after the launch of the reform this figure increased up to 17.1 percent, and in 2014 it
amounted to 347.2 thousand EUR, thus exceeding the value of equity capital of the averaged
Latvian enterprise by 91.4%.

Figure 4. Average change in equity capital per enterprise in Estonia and Latvia in 1996-2014
(thousand EUR)
Source: Elaborated by the authors based on the data from the Centre of Registers and Information Systems of Estonia, 2016
and Lursoft, 2016
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Маssо et al. (2013) believe that the 2000 tax reform has significantly changed the capital
structure of enterprises. As a result of the review of changes in the value of equity capital of
averaged Estonian and Latvian companies, we can conclude that:
1. A significant difference in the value of equity capital in favor of Estonian companies
is largely attributable to the effect of the 2000 tax reform in Estonia.
2. High growth rate of equity capital of Estonian enterprises has sustained for 15 years
since the introduction of the tax reform in Estonia.

In the fifth chapter we will consider how financial indicators of Estonian companies
improved after 1999 in comparison with Latvian enterprises and what possible impact the 2000
reform in Estonia has had on the tax revenue from CIT and all tax revenues of Estonia. We will
also examine the changes in the indicators of foreign direct investment, value of the shadow
economy, unemployment rate and change in population figures in Estonia and Latvia.

5.3. Total Income and Average Profitability of Estonian and Latvian
Enterprises
Comparison of profitability of Estonian and Latvian enterprises
Researchers of the 2000 tax reform in Estonia pointed out that one of the three main goals
of the tax reform in Estonia, along with an increase in investment and the creation of new jobs,
was to promote entrepreneurship (Masso et al, 2010;. Staehr, 2014). It is well known that the
purpose of entrepreneurship is to make profit and profitability is one of the main indicators of
effectiveness of the business. It is also widely known that enterprises, particularly micro, small
and medium-sized, develop mainly due to internal sources of financing, as they have very
limited access to external funding. The opportunity to obtain the external financing and its
amount significantly depends on how profitable an enterprise is, and whether it is profitable at
all3. That is, there is a certain vicious circle, when the enterprises with low profit margins and
low profitability seeking to develop are unable to develop due to limited access to financial
resources. This is particularly true for companies located in the countries with underdeveloped
capital markets, which include both Estonia and Latvia. According to research on the 2000 tax
reform in Estonia, after the tax reform the situation with profitability has significantly improved.
For example, Raidler and Partners (2005) state that as a result of the 2000 tax reform the
profitability of Estonian enterprises has increased. Masso and Merikull (2011) note that as a
result of the reform, the enterprises reduced production costs, as agency costs and debt financing
costs reduced, i.e., performance indicators of the enterprises increased. As we have noted,
3

This thesis does not apply to enterprises funded by venture capital. The share of financing of Latvian
enterprises by venture capital in 2013-2014 did not exceed 0.5 per cent of the total funding of all Latvian
enterprises (Prohorovs, Beizitere, 2015). The number of Latvian enterprises funded by venture capital
funds and business angels does not exceed 0.1 percent per annum of the total number of Latvian
enterprises.
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according to Brixiova et al. (2009), as a result of the 2000 tax reform, Estonian enterprises
gained improved access to external financing. That is, by comparing the results of various
studies of the 2000 tax reform in Estonia, we can conclude that as a result of CIT deferral the
vicious circle has been in a way broken, and the situation when micro, small and medium-sized
enterprises, on the one hand, had not enough financial resources for development and, on the
other hand, had objective difficulties to draw funds from external sources has improved.
In order to evaluate how the 2000 tax reform in Estonia affected the value of profits and
profitability of Estonian enterprises, we compared the earnings figures and calculated the annual
rate of average profitability of Estonian and Latvian companies for the period from 1996 to 2014
(Appendix 9). Table 5 provides a comparison of average annual income and profitability of
Estonian and Latvian companies before and after the 2000 tax reform in Estonia divided by fouryear periods (except for 2012-2014 – a three-year period) and for the period of fifteen years after
the launch of tax reform in Estonia.
Table 5
Profits and profitability of Estonian and Latvian enterprises in 1996-2014 (million EUR)
Periods
(years)

Total annual profits,
million EUR

Estonia

Latvia

Excess of the
average annual
profits of
Estonian
companies over
the profits of
Latvian
companies, times

Average profitability,
% (ratio of total profit
to total net turnover)
Estonia

Latvia

Excess of annual
profitability of
Estonian companies
over annual
profitability of
Latvian companies,
times

1996-1999

103.7

102.5

0.02

0.9

1.0

0.9

2000-2003

1089.6

315.5

3.45

5.6

1.9

2.95

2004-2007

3125.5

1609.7

1.94

8.9

4.5

1.98

2008-2011

1742

142.5

12.2

4.3

0.3

14.33

2012-2014

3539.9

1276.7

2.77

6.8

2.4

2.83

2000-2014

2289

806.7

2.84

6.4

2.3

2.78

Source: Authors’ calculations based on the data of Estonian CSB, 2016a and Latvian CSB, 2016e

Our findings indicate that there was almost no difference between the total profit of
Estonian and Latvian enterprises before the tax reform, while average profitability of enterprises
in Estonia in 1996 – 1999 was on average 0.1 percentage point lower than that of the Latvian
enterprises.
The average profitability of Estonian enterprises in 1996 – 1999 was 0.9 percent, while in
the same period the profitability of Latvian enterprises was slightly higher, i.e. 1 percent. In the
first four-year period since the introduction of the tax reform in Estonia (2000 – 2003),
profitability of Estonian enterprises increased 6.2 times and amounted to 5.6 percent. In the
subsequent periods, except for the crisis and post-crisis period (2008 – 2011), the average
profitability of Estonian enterprises has increased even more and on the average within 15 years
(2000 – 2014) after the introduction of the tax reform in Estonia amounted to 6.4 percent. During
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the same fifteen years (2000 – 2014), the average profitability of the Latvian enterprises
amounted to 2.3 percent. Comparing the profitability of Estonian and Latvian enterprises before
and after the tax reform, we can say that in the period after the introduction of the tax reform in
Estonia the average profitability of Estonian enterprises in any of the periods we examined was
significantly higher than that of Latvian enterprises. The average excess in profitability of
Estonian enterprises compared with Latvian enterprises for fifteen years after introduction of the
tax reform in Estonia was 2.78 times. The average profitability of Estonian enterprises for fifteen
years from the year the tax reform launch in Estonia has increased 7.1 times, and in Latvia –2.3
times.
We have already mentioned that according to Masso (2011), the effects of the tax reform
are long term in nature in Estonia and do not weaken, on the contrary, they slightly strengthen
(as of 2008). Comparing the data on the average profitability of Estonian enterprises during the
period from 1996 to 2014, we can conclude that the effect of the tax reform on the
profitability of Estonian enterprises has been staying strong for 15 years and is slightly
strengthening over time. Higher profitability of Estonian enterprises in 2004 – 2007 can be
attributed to some overheating of the economy. Increased average profitability of Latvian
enterprises in the period 2004 – 2007 can also be explained by the overheating of the Latvian
economy in that period. However, we note that in 2004 Latvia considerably (from 19 to 15
percent) decreased the rate of CIT. Therefore, a slight increase in the average profitability of
Latvian enterprises in that period (2004 – 2007) can be explained not only by the coming period
of overheating in the Latvian economy, but also by the decrease in the CIT. Masso et al. (2011)
note that it is due to the 2000 tax reform the Estonian enterprises have coped with the economic
crisis of 2008 – 2009 significantly better than enterprises in Latvia and Lithuania. It is therefore
particularly interesting to compare the average profitability of Estonian and Latvian enterprises
in the crisis and post-crisis periods (2008 – 2011). During this period, profitability of Estonian
enterprises was 14.3 times higher than that of Latvian enterprises. The results of our research
show that additional profit remaining at the disposal of Estonian enterprises as a result of the
2000 tax reform (see Section 5.5 for more details) allowed Estonian enterprises to operate with
much higher performance rates in comparison with Latvian enterprises. While in 2008 – 2011
the average profitability of Estonian enterprises decreased in comparison with the average for the
fifteen-year period (2000 – 2014) 1.5 times, the profitability of Latvian enterprises in the same
period decreased 7.7 times. The data presented by us clearly show not only the fact that the 2000
tax reform in Estonia has provided a very high increase in the profitability of Estonian
enterprises, but also the fact that the Estonian enterprises (as opposed to Latvian
enterprises) as a result of the tax reform can generate substantial profits even in adverse
economic conditions. Based on our calculations, we can state that as a result of the 2000 tax
reform, competitiveness of Estonian enterprises has significantly increased. Masso and
Merilull (2011) have made the same conclusion in their research.
The presented data indicate that the main reason for significant increase in the
profitability of Estonian enterprises is the fact that as a result of the 2000 tax reform in Estonia
the enterprises have obtained additional financial resources, mainly in the form of equity capital.
As a result of accumulation and reinvestment of these additional financial resources received by
Estonian enterprises after the introduction of the CIT deferral and reduction of the effective rate
of CIT for all Estonian enterprises, the value of equity capital of Estonian enterprises has
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continued to grow. The growth rate of the total capital of Estonian enterprises during the period
from 2000 to 2014 was 4.7 percentage points higher than the growth rate of the total capital of
Latvian enterprises. Additional equity capital, in turn, allowed Estonian enterprises to increase
financial stability, invest in development and, ultimately, improve their competitiveness and
profitability.
We believe that except for the 2000 tax reform in Estonia, Latvia and Estonia had no
significant differences that could affect the validity of comparison of Estonian and Latvian
enterprise indicators. Masso et al. (2011) hold the same opinion. In this case, we can not just
merely state that as a result of the 2000 tax reform the Estonian enterprises experienced a very
large increase in profitability, but determine the proportion of the impact (effect) of the 2000 tax
reform in Estonia on the increase of the profitability index of Estonian enterprises. It follows
from the abovementioned considerations that the increase in profitability of Estonian enterprises
for the fifteen-year period should have been the same as that of the Latvian enterprises, i.e. 1.3
percentage points. In the period following the tax reform in Estonia, the growth of average
profitability of Estonian enterprises was 5.5 percentage points. Respectively, the difference in the
growth of profitability of Estonian and Latvian enterprises reaching 4.2 percentage points can be
considered as the growth of profitability of Estonian enterprises as a result of the 2000 tax
reform in Estonia. Accordingly, we can conclude that the magnitude of the effect of the 2000
tax reform in Estonia on the growth of profitability of Estonian enterprises for the period
of 2000 – 2014 was 76.4 percent of the total increase in profitability of Estonian enterprises.
Reasons for higher total profit and profitability of Estonian enterprises
Some differences in figures of total profit and profitability of Estonian and Latvian
enterprises can be explained by differences in the structure of the national economy of Estonia
and Latvia. However, Masso et al. (2011) note that the 2000 tax reform in Estonia contributed to
a more rapid transition to the economy with a high level of income. In our opinion, there are two
main factors contributing to the significant increase in the total income and profitability of
Estonian enterprises after the introduction of the 2000 tax reform in Estonia. Firstly, as a result
of the tax reform, Estonian enterprises significantly increased the share of equity capital in
liabilities of the enterprises (see details in Sections 5.1, 5.2 and 5.4). As we have shown in
Section 5.5, as a result of the reform the Estonian enterprises retained, on average, 1.6 times
more financial resources than before the 2000 tax reform. Secondly, the Estonian enterprises not
only reduced the cost of loan servicing and gained increased accessibility to external financing,
but, primarily, obtained additional financial resources to finance the development of new
products, introduce new technologies and innovations and expand sales markets. That is the
factor that allowed Estonian enterprises to reduce costs, increase output, and switch to the
production of products with higher added value.
There is another informal aspect of increasing the total profit and profitability of Estonian
enterprises after the launch of the 2000 tax reform. In the previous sections, we have shown that
both high tax burden and unstable tax policies can lead to a decrease, or a lack of increase, in the
tax morale and higher level of the shadow economy. In favor of this version it can be mentioned
that only 26,454 enterprises were the actual payers of CIT in Latvia, that is, 25.9% of all
enterprises that submitted annual reports in 2014 (LURSOFT, 2014). As we already mentioned,
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Lehis et al. (2008) have found that the 2000 tax reform in Estonia has reduced motivation of
enterprises to conceal profits. Daniel Hinst (2010) noted that the reform of CIT in Estonia
resulted in the increase in tax revenues due to the increase in the value of taxable income.
Based on our results, we can draw the following conclusions:
1. The average annual profitability of Estonian enterprises for fifteen years since the
year of the launch of the tax reform in Estonia increased 7.1 times, while in Latvia –
2.3 times.
2. The magnitude of the impact of the 2000 tax reform on the growth of profitability of
Estonian enterprises was 76.4 percent of the total increase in profitability of
Estonian enterprises for the period of 2000 – 2014.
3. As a result of the 2000 tax reform, the Estonian enterprises (as opposed to Latvian
enterprises) were able to generate substantial profits in the adverse macro-economic
periods.
4. The average annual total profits of Estonian enterprises in the period from 2000 to
2014 exceed the average annual total profits of Latvian enterprises 2.84 times (by 1
billion 482 million EUR per year).
5. Only 25.9% of all Latvian enterprises, which have submitted annual reports in
2014, were the payers of corporate income tax. This means that in 2014 74.1 percent
of Latvian enterprises worked with little or no profit.

5.4. Coefficient of Financial Independence of Estonian and Latvian
Enterprises
Resistance of enterprises to adverse circumstances, along with the value of equity and
some other factors, is largely determined by the indicator “coefficient of financial
independence.” In 1999, i.e. before the introduction of the 2000 tax reform in Estonia, the
coefficient of financial independence of Estonian enterprises was 42.5 percent, while that of the
Latvian enterprises – 43.6 percent, i.e. it was by 1.1 percentage points higher than that of
Estonian enterprises. During the period from 1996 to 1999, the coefficient of financial
independence of Estonian companies fell by 5 percentage points. The coefficient of financial
independence of the Latvian enterprises also fell by 5.1 percentage point in the same period.
Over the next four years (2000 – 2003) after the introduction of the tax reform in Estonia, the
coefficient of financial independence of Estonian companies increased to 43.5 percent, i.e. it
increased by 1 percentage point compared with 1999. During the same period, the coefficient of
financial independence of the Latvian enterprises continued to decrease and was 38.8, having
decreased during the period by 4.8 percentage points compared with 1999. In the next four years
(2004 – 2007), the coefficient of financial independence of Estonian companies strengthened the
positive trend, having increased by 4.3 percentage points in relation to 2003. In the Latvian
enterprises, the negative trend of lowering the coefficient of financial independence continued. It
decreased by 9.4 percentage points down to 29.4 percent. In the period 2008 – 2011, despite the
fact that these were the years of crisis and post-crisis period, the coefficient of financial
independence of the Estonian enterprises continued to increase. During this period, it increased
by another 3.5 percentage points, i.e. to 51.3 percent. In the same period, the coefficient of
financial independence of the Latvian enterprises decreased by 2.4 percentage points down to 27
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percent. Data on the annual performance of the coefficient of financial independence of the
Estonian and Latvian enterprises are presented in Appendix 3 and Figure 5.

Figure 5. Coefficient of financial independence of Estonian and Latvian companies in 1996-2014.
Source: Elaborated by the authors based on the data from the Centre of Registers and Information Systems of Estonia, 2016
and Lursoft, 2016

Starting from 2009, some increase in the coefficient of financial independence of Latvian
enterprises can be attributed to the transition to a more conservative crediting policy of the
Latvian banks, rather than to an increase in profitability and equity capital of the Latvian
enterprises. As a result of limited access to credit resources many Latvian enterprises were
forced to significantly reduce the value of assets, decrease investment activity and, in some
cases, restructure their business. Our conclusion is to some extent confirmed by Purfield and
Rosenberg (2010) who noted that the share of overdue loans in the private sector in Estonia in
2009 increased from 1.9% to 5.2% compared to 2008. In the same period in Latvia, the share of
overdue loans increased from 3.6% to 16.4%. Over the next two years (2012 – 2013), the
coefficient of financial independence of Estonian companies increased by 1.3 percentage points,
but in 2014 dropped to 47.1 percentage points. This can be explained by the fact that in 2014,
relative to 2013, the increase in equity of Estonian companies was 18%, while liabilities grew by
32 percent and this suggests that, if necessary, the Estonian enterprises have an opportunity to
significantly increase the volume of attracted financing. In 2014, in comparison with 2013, the
coefficient of financial independence of Latvian enterprises increased by 2.7 percentage points to
32.4 percentage points. However, the reason for the increase in the coefficient of financial
independence of the Latvian enterprises has been the opposite – with an increase in the equity
capital by 13 percent, the amount of liabilities increased by only 3.5 percent. This may mean that
the Latvian enterprises had limited access to the sources of financing.
Within 15 years since the entry into force of the Estonian tax reform (since 2000), the
coefficient of financial independence of Estonian enterprises has increased by 10.8 percent. In
the same period, the coefficient of financial independence of Latvian enterprises decreased by
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25.7 percent. At the end of 2014, the value of the coefficient of financial independence of
Estonian companies exceeded the coefficient of financial independence of Latvian enterprises by
45.4 per cent, while in 1999 this value was 2.6 percent higher than that of the Latvian
enterprises. Saksonova (2009) believes that the coefficient of financial independence of
enterprises must not be lower than 40 percent, otherwise the financial independence may be
jeopardized in the changing economic situations. The coefficient of financial independence of
Latvian enterprises is essentially lower than the recommended values, which indicates at
the lack of equity capital faced by Latvian enterprises and increased risk of their
insolvency, as well as decreased life cycle of enterprises.
Since in Sections 5.1 and 5.2 we have observed the dynamics of equity capital of
Estonian and Latvian enterprises, the comparison of equity indicators with the indicators of
financial independence shows that Estonian enterprises after the 2000 tax reform continued to
increase the share of equity capital as a source of financing among other funding sources.
Comparing the periods, when the negative trend in reduction of equity indicators of
Estonian enterprises reverted towards growth, we notice that this period coincides with the
introduction of the tax reform in Estonia in 2000. The absence of substantial increase in the
coefficient of financial independence of Estonian companies in the early years of the tax reform
can be explained by the fact that Estonian companies needed several years to significantly
change the dividend policy and, accordingly, to change the capital structure. As we have shown,
in contrast to Estonian companies the trend to significantly reduce the coefficient of financial
independence among Latvian enterprises compared with the period 1996 – 1999 has continued.
As a result of a substantial decrease in the coefficient of financial independence in the period
from 1996 to 2014, as well as in comparison with indicators of financial independence of
Estonian enterprises, Latvian enterprises:
 Demonstrate a significantly lower level of financial stability;
 Are forced to have a significantly higher credit load (subject to credit availability);
 Due to the necessity to service the loan, have higher costs of products or services;
 Have fewer opportunities to attract additional financial resources;
 Have lower competitiveness;
 Have a low potential for development.
Our findings correlate with the data of Masso and Merikull (2011). They noted that as a
result of the 2000 tax reform, the enterprises managed to reduce production costs, as agency
costs and debt financing costs reduced, that is, efficiency increased, and accordingly,
competitiveness of the enterprises also improved. Masso and Merikull (2011) find that the
reform has had the strongest effect on the accumulation of capital by the enterprises, increase in
equity financing and decrease in corporate debts. Masso et al. (2011) have concluded that the
reform of the CIT in Estonia contributed to alleviation of credit constraints for enterprises,
modernization of production technology, higher productivity and a more rapid transition to an
economy with a high level of income. Masso and Merikull (2011) have found that the effects of
the tax reform resulted in positive changes in the capital of enterprises. We agree with the
conclusions of Masso et al. (2011) that it is due to the 2000 tax reform the Estonian companies
have coped with the economic crisis of 2008 – 2009 significantly better than the Latvian
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enterprises. Masso and Merikull (2011) note that as a result of the reform, the ratio of retained
earnings and reserves of enterprises to total assets in the Estonian small and medium-sized
enterprises rose by an average of 8.1 percentage points. Based on these data, we can conclude
that:
1. The deferral of income tax until distribution of corporate profits introduced in
Estonia in 2000 had a positive effect on the increase of the coefficient of financial
independence of Estonian enterprises.
2. The coefficient of financial independence of Latvian enterprises in 2014 was 1.45
times lower than that of Estonian enterprises, although prior to the introduction of
the 2000 tax reform the coefficient of financial independence of Latvian enterprises
was slightly higher than the coefficient of financial independence of Estonian
enterprises.
3. The coefficient of financial independence of Latvian enterprises is significantly
lower than the recommended (safe) values, which indicates that Latvian enterprises
face insufficiency of equity capital and, accordingly, an increased risk of insolvency.
It is also the evidence that they have limited opportunities to develop at the account
of their own financial resources and to attract external funding.

5.5. Dividend Policy and Investment Potential of Estonian and
Latvian Enterprises
In order to evaluate the impact that the 2000 tax reform in Estonia had on investment
opportunities of Estonian enterprises, in this section we will observe the data on the value of
dividends in Latvian enterprises and changes in the dividend policy of Estonian enterprises that
occurred after the tax reform. We will also investigate how the 2000 tax reform in Estonia
influenced the change in the investment potential of Estonian enterprises and GDP of Estonia.
Dividends and dividend policy
We found no studies, which provide the data on the proportion of profit of Estonian and
Latvian enterprises distributed for dividends. The listed enterprises make up a very small
proportion of the total number of companies in any country, including Estonia and Latvia, and to
some extent, non-listed companies are guided by different criteria in the payment of dividends in
comparison with the enterprises whose shares are listed on the stock exchange. Therefore, the
data on the dividend payout ratio of the listed companies could not be a good reference point in
our study. To obtain accurate data on the share of dividends in the net profits, we calculated the
average share of dividends paid out from the net profit for all Latvian companies as a whole
(excluding government, municipal and financial sectors) for the period from 2004 to 2014. These
enterprises were grouped into micro, small, medium-sized and large enterprises (Table 6). The
dividend payout ratio in corporate profits has been calculated on the basis of Lursoft (2016) data
on all (100%) enterprises registered in Latvia as the ratio of the total amount of dividends paid to
the total net profit received by the enterprises of the studied groups. When calculating the
dividend payout ratio in the profits of Latvian enterprises, loss-making companies were not taken
into account, that is, they did not reduce the total income received by the companies for the
51

period under review. The average share of dividends paid by Latvian companies for the period
from 2004 to 2014 amounted to 32.8% of the net profit.
Table 6
Evaluation of the dividend payout ratio in the net profits of Latvian enterprises for the
period from 2004 to 2014

Enterprises

Total net profits (EUR)

Dividends paid (EUR)

Dividend payout ratio in the
net profits

Micro

6,792,446,179

1,375,412,106

20.2%

Small

5,968,297,331

2,176,038,552

36.5%

Medium-sized

5,088,703,879

1,952,841,496

38.4%

Large

4,388,978,901

1,789,736,710

40.8%

22,238,426,290

7,294,028,864

32.8%

Total

Source: Elaborated by the authors based on Lursoft data, 2016

Our data reflect a logical proportion of the dividend payout ratio in the net profits
depending on the enterprise size. For example, dividend payout ratio of large enterprises in the
net incomes is twice higher than that of micro enterprises, but only by 2.4 percentage points
higher than that of medium-sized enterprises and by 4.3 percentage points higher than that of
small businesses. Our findings may confirm the fact that the smaller the enterprise, the
smaller share of the enterprise net profit (Latvia) is distributed for dividends.
Obviously, one of the factors affecting the reduction in the dividend payout ratio in the
profit of Latvian enterprises may be the introduction of the 10 percent tax on dividends in 2010.
In Estonia, according to Sorainen (2015), dividend incomes of individuals are not taxed. The
average value of dividends paid by Latvian companies in 2004 – 2009 was 39.8 percent of the
net profits, and the average value of dividends paid by Latvian enterprises from 2010 to 2014
was 26.6 percent of the net profit, i.e. it decreased by 13.2 percentage points, or one and a half
times. Such a significant decrease in the proportion of dividends paid by Latvian enterprises in
2010 – 2014 may be explained by the lack of financial resources in enterprises or an increase in
the share of informal payment of dividends. Anyway, reduction in the dividend payout ratio in
the net profits should be considered as the company’s commitment to development, as well as
the factor enhancing financial stability and growth of the investment potential of the enterprise.
According to Hazak (2009), before the 2000 tax reform in Estonia the share of profit distributed
for dividends had a tendency to increase, and after the transfer of taxation from the earned profit
to the distributable profit, this trend has been changing steadily in the opposite direction.
According to the data of Masso et al. (2011), in four years since the 2000 tax reform in Estonia
the share of distributed profits in all groups of Estonian enterprises decreased. According to
them, in micro enterprises this decrease amounted to 12 percentage points, in small enterprises –
9.3 percentage points, in medium-sized enterprises – 9 percentage points, and in large enterprises
– 1.7 percentage points. According to Masso et al. (2011), the average, i.e. calculated for all
groups of enterprises, dividend payout ratio in the net profits decreased by 11 percentage points.
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In order to estimate the amount of additional financial resources remaining at the disposal
of Estonian enterprises as a result of the changes in the dividend policy, we have made the
calculation, which was based on the following data. According to the Statistical Central Bureau
of Estonia (2016a), the total profit of all Estonian enterprises in 2013 amounted to 3 billion 720
million EUR, and in 2014 amounted to 3 billion 316 million EUR. The findings of our research
and findings of Masso et al. (2011) testify that the effects of the 2000 tax reform in Estonia have
a long lasting character and eventually slightly strengthen. In our calculations, we used the data
of Masso et al. (2011) that the distributable profit of Estonian enterprises after the 2000 tax
reform has decreased by 11 percentage points. It will be interesting to compare the data, if the
CSB of Estonia gives us a response. The data obtained show that as a result of the 2000 tax
reform the Estonian enterprises have not distributed dividends, but retained the funds in the
companies for development and creation of reserves amounting to additional 409 million EUR in
2013 and 365 million EUR in 2014.
Increase in the investment potential and the impact of investment of Estonian companies on
Estonia's GDP
We analyzed how and by how much the amount of financial resources at Estonian
enterprises increased, considering an example of a company with an annual profit of 100
thousand EUR. To make the calculation comparable, we assume that until the 2000 tax reform
the CIT rate in Estonia was not 26, but 20 percent, using the tax rate effective at present (2015).
Under the system of taxation that existed before the 2000 tax reform, each enterprise would have
paid 20 thousand in the form of CIT and the remainder of the net profit after payment of CIT
would be distributed for dividends, for example, 45 percent, which would have been 36 million
EUR in total, or 36 percent of the earned profit. As a result, each enterprise would have retained
44 thousand EUR or 44 percent of the earned profit for the development. After the 2000 tax
reform in Estonia, CIT has been imposed on the distributable profit. As a result, according to
Masso et al. (2011), there was a change in companies’ dividend policy and the amount of
dividends paid decreased by 11 percentage points. On this basis, in our example 36 percent of
profit paid by enterprises for dividends earlier has reduced to 25 percent and amount to 25
thousand EUR per enterprise, and the amount of income tax paid under the new tax system by all
enterprises amounts to 5 million EUR. As a result, the companies have retained 70 million EUR
for development, or by 59 percent more than before the tax reform. Of 26 thousand EUR of
additionally remaining corporate profit 11 thousand EUR have formed due to reduction of
dividend payments, and 15 thousand – due to the deferral of CIT until distribution of profits. If
the enterprise previously distributed 50 percent, rather than 45 percent, of the net profit for
dividends, as a result of the 2000 tax reform, the enterprise retains by 63 percent more funds than
before the tax reform.
As a result of the 2000 tax reform, in 2013 and 2014 the annual value of tax deferrals (in
fact, interest-free crediting of businesses by the Estonian government) reached 400 million EUR.
In addition, the Estonian companies retained up to 400 million EUR a year due to the change in
the dividend policy after the 2000 tax reform. In the long run, both in 2013 and in 2014 Estonian
companies had additional 800 million EUR for the development. As a result of the increase in
the retained profit and CIT deferral, the equity capital of Estonian enterprises has significantly
increased (see details in Section 5.1), which has significantly increased the possibilities of
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Estonian enterprises in attracting financial resources from external sources. Brixiova et al. (2009)
also believe that the 2000 tax reform has improved access to external financing for the Estonian
enterprises. The increase in the equity capital of Estonian companies by about 800 million a year
can, if necessary, increase the investment capacity of Estonian companies by at least the same
amount due to the co-financing of corporate investment from external funding sources, given
that the usual practice of bank financing for investment projects provides for loans in the
proportion of at least 50 – 70% of the project financing amount. Accordingly, as a result of the
tax reform only, in 2013 and 2014, additional investment capacity of Estonian companies
increased to 1.6 – 2.6 billion EUR a year. According to Hazak (2009), after the 2000 tax reform
Estonian enterprises do not use all the remaining available funds for investment, because part of
these funds are used to improve the financial performance of enterprises and formation of
reserves, including future investment. Consider that only half of the financial resources, which
additionally became available to Estonian enterprises as a result of the 2000 tax reform, i.e. EUR
400 million, have been sent to investment in the same year, while external financing has not been
channeled for investment. As it was shown in Section 1.5, two EUR of investment provide
additional GDP growth of about one EUR. It follows that even with such a conservative
calculation due to the transfer of CIT payment from the earned profit to the distributable profit,
as a result of additional investment into Estonian enterprises both in 2013 and in 2014 the
minimum additional GDP growth in Estonia was about one percent per year. However, except
for investment in the fixed assets and intangible assets, which are reflected in the balance sheets
of enterprises, enterprises make investments in the human capital, development and marketing of
new products or promotions to enter new markets. All these costs are not reflected in the annual
balance sheets of enterprises as investment. The enterprises also accumulate financial resources
for investment in the future periods. In addition, a vast amount of significant investment is made
with the involvement of co-financing from external sources. Therefore, we believe that the
annual effect of the 2000 tax reform on GDP growth, and consequently, revenues in Estonia is
significantly greater than one percent per year.
On the basis of the information given in this Section of the research and the results obtained,
we can draw the following conclusions:
1. The dividend payout ratio in the net profits of Latvian enterprises for the period of
2004 – 2014 was 32.8 percent.
2. In Latvia, the smaller the enterprise, the smaller is the share of net profits of the
enterprise distributed for dividends.
3. The transfer of corporate income tax payment from the earned profit to the
distributable profit in Estonia in 2000 has changed the dividend policy of Estonian
enterprises, economically and psychologically stimulated a decrease in the share of
net profits distributed by Estonian companies, as the result, the remaining funds at
the disposal of the enterprises increased by about 60 percent.
4. As a result of the 2000 tax reform and, as a consequence, the change in the dividend
policy, the Estonian enterprises did not distribute dividends, but retained additional
409 million EUR in 2013 and 365 million EUR in 2014 for development.
5. As a result of the introduction of corporate income tax deferral, both in 2013 and
2014 Estonian enterprises additionally retained about 800 million EUR of their
equity capital for development.
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6. As a result of the change in the system of CIT payment in Estonia in 2000, in 2013
and 2014 additional investment capacity of Estonian enterprises increased to 1.6 –
2.6 billion EUR a year.

5.6. Number of Enterprises in Estonia and Latvia
In this Section, we will consider the number of active enterprises and the number of
enterprises registered in Estonia and Latvia, and compare the number of registered and liquidated
enterprises in Latvia.
The number of active enterprises
In 1996, there were 12,500 actively operating, i.e. submitting annual reports, enterprises
in Estonia. In 1996, there were 19,970 actively operating companies in Latvia. That is, there
were by 37.4 percent or 7,470 fewer active enterprises in Estonia than in Latvia. The data on the
number of active enterprises in Estonia and Latvia is presented in Appendix 4. The dynamics of
change in the number of active enterprises in Estonia and Latvia is displayed in Figure 6.

Figure 6. Dynamics of change in the number of active enterprises in Estonia and Latvia in
1996 – 2014.
Source: Elaborated by the authors based on the data of the Centre of Registers and Information Systems of Estonia, 2016,
Lursoft, 2016 and Eurostat 2016

In 1999 in Estonia there were 30,391 actively operating enterprises, or by 3.7 per cent
fewer than in Latvia. In 1999, there were 31,554 actively operating enterprises in Latvia. In
2014, the number of active enterprises in Estonia reached 115,410, and by 8.8 percent (or 9,353
companies) exceeded the number of similar enterprises in Latvia. In Estonia, the average annual
increase in the number of active enterprises from 2000 to 2014 amounted to 5,668 enterprises. In
Latvia, the average annual increase in the number of active enterprises from 2000 to 2014
amounted to 4,967 enterprises. This means that in the period after the introduction of CIT
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deferral in Estonia the average annual increase in the number of active enterprises was by 14.1
percent (701 companies) higher than in Latvia.
Both in quantitative assessment and assessing the increase in the number of active
enterprises we need to take into account that population in Estonia is 1.52 times (2014) less than
in Latvia. We will discuss the changes in the density of enterprises (density) in Estonia and
Latvia in details in Section 5.8.
The number of enterprises registered in Estonia and Latvia
During the period from 2000 to 2015 inclusive 182,391 enterprises were registered in
Estonia, and –166,457 enterprises – in Latvia. -We took into account only limited liability
companies, joint stock companies, limited partnerships and general partnerships. Figure 7 shows
the growth dynamics of the registration of the abovementioned groups of enterprises in Estonia
and Latvia during 16 years since the introduction of the 2000 tax reform in Estonia, by four-year
periods. We used four-year periods in order to eliminate the possible annual fluctuations in the
number of registered enterprises. As seen in Figure 7, in each of the considered four-year
periods, the number of enterprises registered in Estonia exceeded the number of enterprises
registered in Latvia.

Figure 7. Registration of enterprises in Estonia and Latvia in the period from 2000 to 2015.
Source: Elaborated by the authors based on the data of the Centre of Registers and Information Systems of Estonia, 2016 and
the Register of Enterprises of the Republic of Latvia, 2016

Positive difference in the figures of business registration in Estonia (in comparison with
Latvia) was particularly pronounced during the first four years after the introduction of the tax
reform in Estonia – 3,294 enterprises (the excess was 14.1 percent) and in 2012 – 2015 – 7,282
enterprises (the excess was 12.5 percent).
The number of registered enterprises along with other factors is affected by the number
and “strength” of benefits for the registration of new businesses. In Latvia in 2010, two special
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measures have been introduced to encourage small business growth and entrepreneurial activity.
The first measure is a facilitated and simplified tax regime for micro-enterprises and other forms
of entrepreneurial activity employing not more than 5 persons and with an annual net turnover
not exceeding 100 thousand EUR per year (Mikrouzņēmumu nodokļa likums, 2010). The second
measure is a possibility to register a company with a capital of 1 LVL (1.42 EUR), the so-called
Small Capital LLC (Grozijumi komerclikumā, 2010). Until 2010, the minimum capital for
registration of the enterprise in Latvia amounted to 2,800 EUR. According to Grant Thornton
Baltic auditing and consulting company, since 2011 in Estonia the individuals obtained a
possibility to register an enterprise, contributing the money in their capital not immediately, but
later. However, the charter of such Estonian enterprise should set a specific deadline to
contribute the authorized capital of not less than 2,500 EUR. Prior to the full contribution of the
authorized capital, the owners of these enterprises are not allowed to distribute dividends, and
bear full personal liability for the obligations of such enterprises.
Comparing the “strength” and number of benefits aimed at increasing entrepreneurial
activity and an increase in the number of enterprises introduced in Estonia and Latvia, we noted
that the range of benefits in the registration of new enterprises proposed by the Latvian
government was significantly wider and more versatile. Apparently, for this reason, the number
of enterprises registered in Latvia from 2010 to 2015 with the use of these benefits increased
rather significantly. The proportion of registered enterprises in Latvia with capital of 1.42 EUR
in the period from 2010 to 2015 was as high as 62.3 percent. Practically, this means that 62.3 of
enterprises registered at that time started to work without their equity capital. It is obvious that
due to insufficiency of capital the vast majority of such enterprises were either doomed to quick
death, or to very low rates of growth. Confirmation of this conclusion will be presented in the
next Section “Comparison of the number of registered and liquidated enterprises in Latvia.”
During the same period (2010 – 2015), the number of registered limited liability microenterprises in Latvia with a special regime of taxation (MET) was 36,992 enterprises (the data on
annual registration and liquidation of micro-enterprises with preferential tax regime were
received from the State Revenue Service of Latvia). The number of such companies amounted to
42.5 percent of the total number of enterprises registered in Latvia in that time.
To ensure a more objective comparison of the number of enterprises registered in Estonia
and Latvia for the period from 2012 to 2015, we subtracted the number of companies registered
with the preferential taxation regime from the total number of enterprises registered in Latvia
during that time, since in Estonia there is no regime offering similar tax benefits. Comparison of
the number of enterprises in Estonia and Latvia, excluding the Latvian micro-enterprises with
preferential tax regime will provide greater symmetry of data for comparison. Excluding limited
liability enterprises with special tax regime, the number of registered enterprises in Latvia in
2012 – 2015 would have reached 33,760 instead of 58,173 enterprises. This is nearly two times
less than the number of enterprises registered in 2012 – 2015 in Estonia, and much less than the
number of enterprises registered in Latvia in 2004 – 2007 and 2008 – 2011. The presented data
on registration of enterprises and the structure of the registered enterprises in Latvia are
indicative of not only a slowdown, but also of a very significant reduction of interest in
entrepreneurial activity in Latvia.
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The data presented above point to the presence of unstable tax policy and high tax
load borne by small businesses, as well as insufficiently effective methods to encourage
entrepreneurial activity in Latvia.
As we have shown above, even stronger measures to encourage registration of new
enterprises in Latvia (compared with Estonia) have not lead to reduction in the gap in the
number of registered enterprises between Estonia and Latvia. Moreover, both absolute and
relative number of enterprises registered in Estonia with respect to both the previous four-year
period and compared with Latvia significantly increased by large values. It can be assumed that
the difference in the number of enterprises registered in Estonia compared to Latvia would have
been even higher if the number and scope of incentives for registration in Estonia and Latvia had
been symmetrical. As a result, we can conclude that the introduction of the tax regime in
Estonia, under which the enterprises were provided with the opportunity to defer
corporate income tax until distribution of profits, has had a very strong positive effect on
the number of registered enterprises in 16-years period.
Comparison of the number of enterprises registered and liquidated in Latvia
Independent on the number of new enterprises registered, it is important to consider what
proportion of these enterprises remains viable. To some extent, the answer to this question can be
found in the ratio of the registered and liquidated enterprises. We have used the term “to some
extent” deliberately, because an enterprise can be not under liquidation, but idle, close to idle or
demonstrate very low growth rates and performance indicators. Even with high rates of
development and high rates of efficiency, the company may have a short life span just because of
low levels of equity ratio and/or financial independence. As we have shown in Section 5.2 and
5.4, indicators of equity capital and financial independence ratio in the Estonian enterprises are
much higher than those of the Latvian enterprises. Any of the abovementioned factors or causes
prevents the enterprises from realizing their full potential, which in turn does not bring the
expected economic effects at the macro level.
Consider the differences between the figures of annual registration and liquidation of
enterprises in Latvia (Figure 8 and Appendix 5). For the sake of clarity, we call the difference
between the figures of annual registration and liquidation of enterprises the net registration.

58

Registered

Liquidated

Net
registration
Registered

Figure 8. Number of registered and liquidated enterprises in Latvia (LLC, JSC, general
partnerships and limited partnerships) for the period from 1999 to 2015.
Source: Elaborated by the authors based on the data the Register of Enterprises of the Republic of Latvia, 2016

It seems logical that the net registration rate should increase in the economy
demonstrating dynamic growth of the economy, especially with the catching-up type of economy
characteristic of Latvia.
A slight increase in the net registration of enterprises from 2002 to 2005 to a certain
extent can be attributed both to the growing economic trends during that period and a decrease of
the CIT rate from 25 percent to 15 percent in 2002 – 2004. A sharp increase in the net
registration in 2006 could have been triggered by the overheating of the Latvian economy and
banks struggle for market share in the corporate finance market. A sharp decline in the net
registration in the period from 2007 to 2010 showed that Latvian enterprises were characterized
by low level of financial stability due to insufficient financial equity capital and low financial
independence ratio. A sharp growth of the net registration in 2011 can be explained by the
introduction of special measures by the government of Latvia, reducing the requirements to the
amount of equity capital of enterprises and introduction of the special tax regime (MET), which
can be used by enterprises with the number of employees of not more than 5 persons and net
turnover of no more than 100 thousand EUR per year.
Despite the stronger measures taken by the government of Latvia in 2010 to increase the
number of registered enterprises compared with the government of Estonia, since 2012, the rate
of net registration of enterprises in Latvia began to annually decrease sharply, and in 2015
against 2012 declined more than twice. At the same time, the figures of net registration of
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enterprises in Latvia in 2015 only slightly exceeded the corresponding figures for the period
1999 – 2001.
Small Capital LLCs meet all pre-existing conditions of normal operation of enterprises,
except the size of the share capital. It is logical to assume that enterprises with a registered
capital of 1.42 EUR were registered by those persons who could not (or did not want) contribute
2,800 EUR to the company capital. It is obvious that even 2,800 EUR is very little money to start
a successful business. Besides, having a very small equity capital (and in the case of Small
Capital LLC having no equity capital), it is more difficult to attract external funding. Based on
the fact that the lack of funding is a major problem for small businesses (see Section 1.6), the
chances for successful business performance and a long life cycle of the companies with the
registered capital of 1.42 EUR are initially significantly lower than those of the enterprises with
the authorized capital of 2,800 EUR. Our view is confirmed by the data on the registration and
liquidation of Small Capital LLCs. 56,224 Small Capital LLCs were registered on 01.07.2015 in
Latvia. Of this amount of Small Capital LLCs on 01.07.2015, 25,904 or 46.1 percent of Small
Capital LLCs were liquidated or were in the process of liquidation or insolvency (Lursoft, 2015).
According to our data, a significant proportion of 30,320 Small Capital LLCs continuing their
activities also have financial difficulties, do not operate actively or have no prospects for growth.
We also conducted an analysis of the data presented to us in August 2016 by the State
Revenue Service of Latvia on the registration and liquidation of micro-enterprises with the status
of a special tax regime payer. As of 31 December 2015, 71,023 self-employed persons, sole
proprietors, persons engaged in economic activity and micro enterprises received the status of
MET payers. Of this amount, the share of micro enterprises accounted for 52.1 percent (36,992
micro enterprises). We can state that of the two measures to publicly stimulate the growth in the
number of new enterprises registered in Latvia (Small Capital LLC and MET payers) the degree
of viability of micro enterprises with special tax regime (MET) was significantly higher. Of the
36,992 micro-enterprises with special tax regime registered in 2010 – 2015, only 3.3 percent
stopped their activity because of liquidation or insolvency. A positive fact is that 22.4 percent of
micro enterprises with special tax regime (MET) lost their preferential tax status, but did not stop
their activities and switched to the normal tax regime. This fact indicates that for 22.4 percent of
micro enterprises, which used the MET regime in the initial phase of their activity as a tax
benefit, the MET regime made it possible to create the potential for further development and
switch to normal taxation regime. This also confirms the fact that in the initial activity phase, the
access of enterprises to financial resources is especially important, and that with the help of tax
deferrals and benefits it is possible to effectively solve the problem of shortage of financial
resources faced by small businesses.
We have calculated that in the period from 2010 to 2015 inclusive, the death rate of
micro enterprises with special tax regime (MET) was 14 times lower than that of Small
Capital LLCs (with registered capital of 1.42 EUR) and approximately 9 times lower than
the aggregate of all the Latvian enterprises. These data suggest that the enterprise death
rates and business life cycle duration in Latvia strongly depend on the amount of the tax
load.
The presented data indicate that in Latvia not only decreased interest in starting a
business, but also a very low survival rate is observed and, accordingly, the duration of the life
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cycle of enterprises. Ineffective measures to support enterprises in Latvia, unfavorable tax
regime and excessive tax burden can be named among the main reasons why the net registration
of enterprises in Latvia in 2012 – 2015 declined sharply and almost returned to the figure of
1999 – 2001.. Rutkovska (2015) also believes that tax policy is one of the several factors
affecting the demography of enterprises.
The results of our research show that the net registration of enterprises is strongly and
negatively affected by a combination of two factors we have mentioned – the adverse tax
regime and excessive tax burden. As a result, Latvian enterprises have no financial resources
for development and in some cases not enough money to pay all taxes, part of which should be
made in the form of advance payments, which, respectively, reduces the amount of working
capital at the disposal of enterprises. Therefore, in many cases the Latvian enterprises cannot
compete with, for example, Estonian enterprises which have more financial resources at their
disposal as a result of a more favorable tax regime for companies. This conclusion is confirmed
by the data discussed in detail in Sections 5.3 and 6.3. This conclusion is also confirmed by the
survey of small business entrepreneurs conducted by the representatives of the Latvian Chamber
of Commerce and Industry. Consequently, certain part of enterprises in Latvia completely or
partially moves to the shadow economy, and some quit their business.
One of the three major aims of the 2000 tax reform in Estonia was to support
entrepreneurship. Comparison of the net registration of enterprises in Estonia and Latvia for the
period from 2000 to 2015 (inclusive) indicates that the figure of the net registration of enterprises
in Estonia (115,155 enterprises) in this period was by 5.3 percent higher than in Latvia (109,361
enterprises). The difference in the figures of enterprise net registration of 5.3 percent may not
seem significant, but it is necessary to take into account that Estonian population is 1.52 times
lower than in Latvia (Eurostat, 2016a). These data suggest that the introduction of the CIT
deferral until distribution of company profits in Estonia has had a favorable effect on
entrepreneurial activity.
Having considered the number of active enterprises and registration of enterprises in Estonia
and Latvia, as well as the figures of net registration of enterprises, we can draw the following
conclusions:
1. The introduction of corporate income tax deferral in Estonia during 16 years has
had a very strong positive effect both on the number of active enterprises and on the
number of newly registered enterprises.
2. Even strong measures to encourage registration of new enterprises in Latvia
introduced in 2010 have not led to a reduction in the gap in the number and rate of
registration of new enterprises between Estonia and Latvia. In 2012 – 2015, the
number of enterprises registered in Estonia was by 12.5 percent higher than in
Latvia. Excluding limited liability enterprises, which were subject to MET regime,
the number of enterprises registered in Latvia in 2012 – 2015 would have made
33,760 rather than 58,173 enterprises. This is almost two times less than the number
of enterprises registered in Estonia in 2012 – 2015 and is much less than the number
of enterprises registered in Latvia in 2004 – 2007 and 2008 – 2011, respectively.
3. The data on the number and rate of registration of new enterprises and net
registration of enterprises, as well as the value of the authorized capital of the
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registered enterprises testify about not just a slowdown, but also a very significant
reduction of the interest in entrepreneurial activity in Latvia.
4. Enterprise death rate and duration of the life cycle of the enterprises in Latvia are
highly dependent on the size of the tax burden, especially for small businesses, and
the existence of a favorable tax regime.

5.7. Density of Enterprises in Estonia and Latvia
In 2014, the population in Estonia was 1.52 times less than in Latvia. Due to this reason,
comparing the level of entrepreneurial activity in Estonia and Latvia the rate of the number of
enterprises per thousand inhabitants (enterprise density) reflects the level of entrepreneurial
activity more objectively. In addition, it is important to consider not only the number of the
registered enterprises, but also actively operating enterprises. Thus, we took the number of active
enterprises, i.e. the enterprises which submit yearly financial reports, to compare the density of
companies in Estonia and Latvia. Density of active enterprises in Estonia and Latvia in 1996 –
2014 is shown in Figure 9 and in Appendix 6.

Figure 8. Density of active enterprises in Estonia and Latvia in 1996 – 2014.
Source: Elaborated by the authors based on the data of the Centre of Registers and Information Systems of Estonia, 2016,
Lursoft, 2016 and Eurostat 2016

As shown in Figure 9, in 1996 the density of active enterprises in Estonia and Latvia
differed by less than one enterprise per thousand inhabitants. At the end of 1999, the density of
enterprises in Estonia was by 8.9 enterprises per thousand inhabitants more than in Latvia. Since
2000, when Estonia launched CIT deferral, the difference in the value of this indicator between
Estonia and Latvia has been gradually increasing, achieving already about 35 enterprises per
thousand inhabitants at the end of 2014.
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Obviously, other things being equal, the higher the density of enterprises, the harder it is
to sustain the increase in the enterprise density. Thus, favorable conditions for entrepreneurial
activity are necessary to ensure growth of this indicator. In our study, it is true for Estonia, where
the density of enterprises at the end of 2010 was 1.76 times higher than in Latvia. We compared
how the density of enterprises had been changing in Estonia and Latvia in the period of 2011 –
2014 (Table 7).
Table 7
Increase in the density of actively operating enterprises over the previous year in Estonia
and Latvia from 2011 to 2014
Year
2011
2012
2013
2014

Increase in density of active enterprises (number of enterprises per
thousand inhabitants)
Estonia
Latvia
6.2
4.9
7.7
4.6
5.7
4.5
2.9
2.1

Source: Elaborated by the authors based on the data of the Centre of Registers and Information Systems of Estonia, 2016,
Lursoft, 2016 and Eurostat 2016

In 2010, the density of enterprises in Estonia amounted to 65.15 and 36.87 in Latvia (the
difference was 28.3 enterprises per thousand inhabitants). In Section 5.7 we have shown that in
2010 Latvia introduced measures to encourage registration of new enterprises, and that these
measures to stimulate registration of new enterprises were much stronger than the same measures
imposed by Estonia in 2011. In Section 5.7 we have also shown that the proportion of businesses
registered in Latvia with a capital of 1.42 EUR in the period from 2010 to 2015 was as much as
62.3 percent of the total number of the registered enterprises. The number of enterprises with the
special tax regime (MET) was 42 percent of the total number of enterprises registered in Latvia
in that period of time (part of newly registered enterprises with capital of 1.42 EUR obtained the
status of MET payers). Despite the measures taken by the government of Latvia in 2010 to
stimulate the growth in the number of new enterprises and entrepreneurial activity, in each of the
subsequent years after 2010, the density of enterprises in Estonia increased more rapidly than in
Latvia. By the end of 2014, the density of enterprises in Estonia reached 87.7, and in Latvia – 53.
Difference in the density of enterprises in Estonia and Latvia since the introduction in of the
2000 tax reform increased 3.9 times and in 2014 was already 34.7 enterprises per thousand
inhabitants. Therefore, it can be concluded that in Estonia there is some factor or factors that
promote entrepreneurship.
We also compared the performance of Estonia and Latvia in Doing Business 2014 (Doing
Business, 2014). In the ranking of Doing Business 2014, the difference in the positions occupied
by Estonia and Latvia is very small (85th and 87th places, respectively). That is, this indicator has
not revealed any significant differences in the attractiveness of the business environment in
Estonia and Latvia. Any index values cannot give an objective evaluation, since there can always
be various viewpoints about the list and the weight of indicators included in the index rate.
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In the Global Competitiveness Report 2013 – 2014, Estonia occupied the 32nd position
and Latvia – 52nd. This means that the indicators of Global Competitiveness Report 2013 – 2014
reflect quite significant differences in the conditions in the area of entrepreneurship development
in Estonia and Latvia. In the Global Competitiveness Report 2013 – 2014, the tax burden is
marked as the second and tax regulations as the fourth most important factor in the ranking of the
factors that hinder the development of entrepreneurship in Latvia. In Estonia, the level of tax
burden is ranked as the third and tax regulations as the eleventh most significant factor hindering
the development of entrepreneurship. Comparing the indicators of Estonia and Latvia in the
Global Competitiveness Report 2013 – 2014, we can conclude that compared with Estonia the
development of entrepreneurial activities in Latvia is the factor constrained by tax
regulations and tax rates the most.
Based on the data obtained by comparing the density of enterprises in Estonia and Latvia,
opinions of researchers of the 2000 tax reform in Estonia on the impact of the reform on the
promotion of entrepreneurial activity (Masso et al, 2010;. Karsten Staehr, 2014), the data of
Global Competitiveness Report 2013 – 2014, as well as the data of research listed in Sections
1.1, 1.2, 1.4, 1.5, 1.6 and 1.7, and in Chapters 2 and 3, we can conclude that the growth rate of
density of enterprises in Estonia largely occurred due to an increase in the attractiveness of
Estonia for entrepreneurial activity as a result of the 2000 tax reform. That is, considering the
example of Estonia we see that the tax regulation and tax rates are the main or among the
main factors that ensure a significantly higher rate of density of enterprises and,
accordingly, entrepreneurial activity in Estonia in comparison with Latvia.
According to our calculations, as a result of the 2000 tax reform in Estonia, the
increase in the indicator of density of enterprises in Estonia amounted to not less than 39
percent of the total increase in this indicator.
In Sections 1.1, 1.2, 1.4 and 1.5, as well as in Chapters 2 and 3 of this research it has been
shown that the amount of taxes, tax benefits and tax regime have a significant impact on the
entrepreneurial activity, as well as the choice of a country for foreign direct investment. Thus,
considering the data on the density of enterprises in Estonia and Latvia provided by us, we can
draw the following conclusions:
1. In the late 1999, the indicator of density of active enterprises in Estonia was by 8.9
enterprises per thousand inhabitants higher than in Latvia. However, at the end of
2014 in Estonia there were almost 35 enterprises per thousand inhabitants more
than in Latvia.
2. Introduction of CIT deferral and tax load are the main or one of the main factors
that ensure a significantly higher rate of density of enterprises and, accordingly,
entrepreneurial activity in Estonia compared to Latvia.
3. It was the introduction of the 2000 tax reform in Estonia that most significantly
affected the increase in the density of enterprises and entrepreneurial activity. The
impact (effect) of the 2000 tax reform in Estonia on the increase in the density of
enterprises was not less than 39 percent of the total increase in this indicator.
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5.8. Total Net Turnover of Enterprises in Estonia and Latvia
The indicators we considered in Sections 5.1, 5.2, 5.4, 5.6 and 5.7 do not reflect the
activity capacity of the enterprises in Estonia and Latvia. Indicators of economic activity can be
characterized by the total net turnover of the enterprises in the country observed. Comparison of
the total net turnover of companies in Estonia and Latvia allows us to estimate the scope of
entrepreneurial and economic activity in the country as a whole, as well as per unit of
population. We have been guided by the logic that, other things being equal, the higher net
turnover of enterprises characterizes the highest entrepreneurial and economic activity in the
country and provides higher figures of GDP growth, tax revenues to the state budget; they can
also positively affect other economic indicators (e.g., the unemployment rate).
Therefore, we compared the total net turnover of the enterprises in Estonia and Latvia
(Appendix 7). Our calculations show that the total net turnover of Estonian enterprises in 2014
was 5.54 billion EUR, or by 10.7% higher than the total net turnover of the Latvian enterprises.
The difference in the total net turnover of enterprises in Estonia and Latvia in 1999 was 1.4
billion EUR. Such a difference in the total net turnover of enterprises in Estonia and Latvia
would not represent a significant amount. However, given the fact that the number of population
in Estonia in 2014 was 1.52 times lower than in Latvia, the difference in the value of the total net
turnover of enterprises in Estonia and Latvia seems very significant.
To compare the changes in the relative value of the total net turnover of the enterprises in
Estonia and Latvia, we calculated the change in the total net turnover of the enterprises in
Estonia and Latvia per capita (Figure 10 and Appendix 8). In 1999, the total annual net turnover
of Estonian enterprises per capita was 4,532 EUR higher than that in Latvia. In 2014, the total
net turnover of Estonian enterprises per capita amounted to 43,618 EUR and that in Latvia –
25,906 EUR. Accordingly, in 2014 the net turnover per capita in Estonia was 68.4% percent
higher than in Latvia. This means that fifteen years after the introduction of CIT deferral in
Estonia, the difference in the total net turnover of the enterprises in Estonia and Latvia has
increased from 4,532 EUR to 17,712 EUR, or 3.9 times. These data may indicate a significant
influence of the transfer of taxation from profits received by enterprises to distributable profit on
the financial performance of enterprises, growth of labor productivity and/or an increase in the
share of products with high added value. Masso et al. (2013) also find that the 2000 tax reform in
Estonia had a great effect on the growth of labor productivity and increase in the share of
products with high added value. According to our calculations, labor productivity per employee
in Estonia in 1999 was by 10.4 thousand EUR higher than in Latvia. In 2014, this difference
amounted to 27.3 thousand EUR, i.e. increased by 16.9 thousand EUR since the introduction of
CIT deferral in Estonia4.

4

Calculating labor productivity for symmetrical data we applied the same method of calculation of labor
productivity as in the study of Masso (2013). Labor productivity was calculated as the ratio of the total net turnover
of enterprises to the total number of employees.

65

Figure 10. Total net turnover of enterprises in Estonia and Latvia per capita in 1996-2014.
Source: Elaborated by the authors based on the data of the Centre of Registers and Information Systems of Estonia, 2016,
Lursoft, 2016 and Eurostat 2016a

We have also calculated the average net turnover per Estonian and Latvian actively
operating enterprise. Our calculations showed that in Estonian companies active in 2014, the
value of the average net turnover amounted to 497.3 million EUR, and in the Latvian active
enterprises – to 488.9 million EUR. A slight difference between the average net turnover of
Estonian and Latvian companies (the net turnover in Estonian enterprises was 1.7 percent higher,
despite the fact that in 2014 Estonia had by 8.8 percent more active enterprises) allows us to
conclude that it is a larger, compared to Latvia, absolute and relative number of active
enterprises that helped to achieve the total net turnover in Estonia.
Having considered the change in indicators of the total net turnover of Estonian
enterprises and net turnover of Estonian enterprises per capita, we also note that a significant
increase in the differences in these figures in Estonia and Latvia took place after the introduction
of the CIT deferral in Estonia.
Staehr (2014) notes that to support entrepreneurship was one of the three main goals of
the introduction of CIT deferral in Estonia. Masso et al. (2010) conducted a survey of Estonian
politicians, which showed that promotion of entrepreneurial activity was the main goal of the
2000 tax reform.
The presence of a positive impact of favorable tax regimes on entrepreneurial activity is
supported by a number of studies, including Eric Engen and Jonathan Skinner (1992), Varouj
Aivazian and Laurence Booth (2003), Baldwin, R. and Krugman, P. (2004), Piatowski and
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Jarmuzek (2008), Lehis et al. (2008), Huizinga and Laeven (2008), Djankov et al. (2010), Paul
Dickinson (2013).
We believe that growth of the total net turnover of enterprises in the country is one of the
key indicators to measure economic and entrepreneurial activity at the national level, as well as
the efficiency of business support.
On the basis of our findings on the growth of the total net turnover, as well as the net
turnover per inhabitant in Estonia and Latvia, we can conclude that by introducing CIT deferral
the Estonian government has both provided substantial support to the activities of enterprises and
ensured an increase in entrepreneurial activity, which is one of the three objectives of the 2000
tax reform in Estonia.
Having reviewed the total net turnover of the enterprises in Estonia and Latvia, we can
conclude that:
1. The total turnover of Estonian enterprises in 2014 was 5.54 billion EUR, or 10.7%
higher than the total net turnover of Latvian enterprises. It is worth mentioning that
the difference in the total turnover of enterprises in Estonia and Latvia in 1999 was 1.4
billion EUR.
2. The larger volume of total net turnover of Estonian enterprises as compared with
Latvian enterprises is achieved due to a larger absolute and relative (number of
enterprises per thousand inhabitants) number of active enterprises.
3. Fifteen years after the introduction of the deferral of corporate income tax until
distribution of company profits in Estonia, the difference in the total net turnover of
the enterprises in Estonia and Latvia has increased from 4,532 EUR to 17,712 EUR, or
3.9 times. In 2014, the value of net turnover per inhabitant in Estonia reached 43,618
EUR and was 68.4% percent higher than in Latvia.
4. Labor productivity per employee in Estonia in 1999 was 10.4 thousand EUR higher than in
Latvia. In 2014, this difference amounted to 27.3 thousand EUR, i.e. increased by 16.9
thousand EUR since the introduction of CIT deferral in Estonia.

5.9. Main Conclusions of Chapter 5
In Chapter 5, we compared the performance of enterprises in Estonia and Latvia in 1996 –
2014 (2015).
We found that Estonia’s transition from taxation of the earned profit of enterprises to
taxation of distributable profit had a significant positive effect on the high rate of increase in the
equity capital, considerable increase in profits, increase in profitability and financial stability,
investment potential and, consequently, competitiveness of Estonian enterprises.
As a result of the 2000 tax reform in Estonia stimulating the development of enterprises
and, as a consequence, initiating changes in the dividend policy, Estonian enterprises have
substantially reduced the share of profits distributed for dividends. Many Estonian enterprises
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have not distributed funds for dividends, but retained them for the development of additional 409
million EUR in 2013 and 365 million EUR in 2014.
The introduction of CIT deferral has resulted in the increase of additional investment
capacity of Estonian enterprises. According to our calculations, both in 2013 and 2014 additional
investment capacity of Estonian enterprises increased by 1.6 –2.6 billion EUR per year.
In fifteen years after the introduction of CIT deferral in Estonia, the difference in the total
net turnover of enterprises in Estonia and Latvia per capita increased from 4,532 Euro to 17,712
Euro, or 3.9 times in favor of Estonia. This may indicate at a significant influence of the transfer
of CIT payment from the earned profit to distributable profit on the growth of labor productivity
and increase in the share of high value-added products. Conclusion concerning the scope of
effect of CIT reform in Estonia on labor productivity growth is confirmed by our calculations
demonstrating that labor productivity per employee in 1999 in Estonia was 10.4 thousand EUR
higher than in Latvia, while in 2014 this difference already amounted to 27.3 thousand EUR, i.e.
increased by 16.9 thousand EUR since the introduction of CIT deferral in Estonia.
We have also concluded that in Estonia the absolute and especially relative number of
existing enterprises is significantly greater than in Latvia. We have found that the introduction of
CIT deferral in Estonia provided for a very high level of entrepreneurial activity that has
continued for the last sixteen years since the launch of 2000 tax reform in Estonia. In 2012 –
2015, the number of registered enterprises in Estonia was 12.5 percent higher than in Latvia.
Excluding the limited liability enterprises that obtained MET regime, the number of
enterprises registered in Latvia in 2012 – 2015 would amount to 33,760 rather than 58,173
enterprises. This is almost two times less than the number of enterprises registered in
Estonia in 2012 – 2015 and is much lower than the number of enterprises, which were
registered in Latvia in 2004 – 2007 and 2008 – 2011, respectively. Our data on the number
and rate of registration of new enterprises, net registration of enterprises, as well as the size of
the authorized capital of enterprises registered in Latvia indicate at not just a slowdown, but also
a very significant decrease in the interest to engage in entrepreneurial activity in Latvia.
We mentioned that the total net turnover of Estonian enterprises in 2014 was 5.54 billion
EUR, or 10.7% higher than the total net turnover of Latvian enterprises. The difference in the
total net turnover of enterprises in Estonia and Latvia in 1999 was 1.4 billion EUR. We
concluded that in the first place it was the increase in the number of active enterprises in Estonia,
i.e. the high level of entrepreneurial activity that conditioned the main increment of the net
turnover of Estonian enterprises.
In addition, we have found that these positive changes at the enterprise level have taken
place due to the fact that as a result of the introduction of CIT deferral in Estonia the enterprises
have significantly more financial resources at their disposal, which very positively affects both
the performance and financial sustainability indicators of Estonian enterprises.
The fact that positive changes in all indicators of the Estonian enterprises discussed
occurred simultaneously with the introduction of CIT deferral in Estonia and comparison of the
considered indicators with those of the Latvian enterprises for the same period of time allow
concluding that introduction of CIT deferral until distribution of enterprise profits was the main
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cause of these positive changes that promoted the increase of economic activity at the enterprise
level in Estonia. Masso et al. (2011) also consider that significant effects of the reform have been
achieved primarily due to the transition from taxation of the earned profits to taxation of the
profits distributed for dividends.
We believe that as a result of the 2000 tax reform, the Estonian enterprises have received
an economic incentive from the Estonian government encouraging investment and enterprise
development. Estonian government decision to introduce CIT deferral in many ways was not the
economic incentive only, but also a psychological tool that determined behavior of economic
agents in Estonia in the period following 2000.
Based on the findings and arguments presented above, it can be concluded that higher
business activity indicators in Estonia in comparison with Latvia are mainly conditioned by the
positive effect of the introduction of CIT deferral on the performance of Estonian enterprises and
entrepreneurial activity in Estonia. The calculation of possible effects of the introduction of CIT
deferral on the performance of the Estonian enterprises is presented in section 7.3.
More detailed findings on each of the issues presented are given in the conclusion of each
Section of this Chapter.
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6. Comparison of Tax Revenues, Foreign Direct Investment and
Certain Macroeconomic Indicators of Estonia and Latvia
In Chapter 6, we will consider how financial performance indicators of Estonian
enterprises improved after 1999 and how the 2000 tax reform in Estonia affected the tax revenue
from CIT and the amount of all taxes collected by the budget of Estonia in general. We will also
examine the changes in the indicators of accumulated foreign direct investment, value of the
shadow economy, unemployment rate and change in population in Estonia and Latvia.

6.1. Tax Revenues from Corporate Income Tax in the Budgets of
Estonia and Latvia
The value of revenues from CIT in the budgets of Estonia and Latvia in 1999 was about
the same. After the 2000 tax reform in Estonia, the value of budget revenue from CIT in Estonia
decreased in comparison with 1999, but already in 2003 it exceeded 1999 figures by 32 percent
and in the following years it significantly exceeded the figures of 2003. And this is despite the
fact that the effective rate of CIT as a result of the 2000 tax reform in Estonia decreased two
times (Masso et al., 2011). The values of tax revenue from CIT in Estonia and Latvia in 1996 –
2014 are displayed in Figure 11 and the data are presented in Appendix 10.

Figure 11. Corporate income tax revenues in Estonia and Latvia in 1996 - 2014 (m. EUR).
Source: Statistical Central Bureau of Estonia, 2016b and Latvian Central Statistical Bureau, 2016f

Comparing the figures of CIT revenues in the budgets of Estonia and Latvia, it should be
noted that the revenue from CIT in Estonia did not experience such sudden drops as in Latvia.
The revenues from CIT in Latvia were much higher in the period of 2005 – 2008. It was the
period favorable to enterprises, which to some extent can be called a period of overheating of the
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Latvian economy. In other periods (2003 – 2004 and 2009 – 2014) the level of revenue from CIT
in Estonia and Latvia was approximately the same. During recession, the revenues from CIT in
Estonia showed very little variation in comparison with the fluctuations in the value of revenues
from CIT in Latvia. The revenues from CIT in Latvia in 2009 were 40.2 per cent of the 2008
level (reduction 2.49 times). In 2014, revenue from CIT in Latvia reached only 50 percent of the
2008 level. In Estonia, as well as in Latvia, the largest value of revenue from CIT before the
financial crisis was recorded in 2008. In 2009, budget revenues in Estonia amounted to 96.2
percent of the value of the figures of 2008. But already in 2013, revenue from CIT in Estonia
exceeded the 2008 figure by 22.6 percent. The increment of revenue from CIT in Estonia in 2014
to 2008 was 29.4 percent. Significant fluctuations in the revenue from corporate income tax
in Latvia (200-350 million EUR, or 3 – 5 percent of the budget revenues) do not make it
possible to qualitatively predict and execute the state budget, leading to curtailment and
stopgap solutions. We find that much smaller fluctuations in revenues from CIT in Estonia
during the financial crisis, as well as a shorter period of recovery in revenues from CIT recorded
in Estonia in comparison with Latvia are one of the positive effects of the 2000 tax reform. Our
opinion is based on the facts discussed in Chapter 5 that the Estonian enterprises are
characterized by much higher value of equity capital, financial independence ratio and indicator
of profitability compared with the Latvian enterprises. Much higher values of the listed
indicators of Estonian enterprises provide them with the necessary “safety margin”, as a result of
which the fall in the values of the net turnover, profit, number of employees, as well as the death
rate of enterprise and enterprise movement to the shadow economy in Estonia are much lower
than in Latvia. At the same time, it is the above listed indicators that provide the bulk of tax
revenues to the budgets of Estonia and Latvia. In Latvia, the share of actually paid VAT, CIT,
personal income tax and social insurance contributions in 2014 and 2015 was more than 81
percent of the tax revenues.
The corporate income tax rate was reduced in Latvia in three stages (2002, 2003 and 2004)
from 25 to 15 percent. It is interesting to note that in the very first year after the tax rate
reduction the revenue from CIT increased by 17.4 percent. In the third year after the reduction, in
2004, when the tax rate reached 15 percent, the increment of the revenue from CIT amounted to
32.2 percent compared to 2001. Even in the first post-crisis year of 2010, revenues from CIT in
Latvia were much higher than the figures achieved in 2004. The increment of total tax revenue in
Latvia during that short period of time (2002 – 2004) was even greater – 42.9 percent and in the
following years continued to significantly exceed the performance achieved in 2004. The period
from 2002 to 2004 cannot be attributed to the period of economic overheating. We also do not
know any other factors that could have such a significant impact on the growth of revenue from
CIT and the totality of taxes in Latvia in the period from 2002 to 2004, apart from the
abovementioned reduction of the CIT rate. Our data evidence that the reduction in the CIT rate in
Latvia from 25 to 15 percent in 2004 has led to a significant increase in revenue of CIT in
Latvia.
According to Masso et al. (2011), a greater positive effect of the 2000 reform was ensured
by not just halving of the effective tax rate, but also by the introduction of not limited in time
deferral of the payment of CIT that is not distributed for dividends. Probably having considered
the effectiveness of low tax rates in 2005 the CIT rate in Estonia was decreased from 26 to 24
percent with a gradual continued reduction. As a result, the rate of CIT in Estonia since 2015 is
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20 percent. The data presented in the study evidence that it is the combination of two factors –
reduction in the effective tax rate and tax deferral until the distribution of profit that
resulted in a significant and lasting increase in tax revenues in Estonia both from corporate
income tax and other types of taxes.
Arthur Laffer (2004) explains the increase in tax revenue in case of tax cuts by the fact that
the tax burden was too high. If we consider the facts of increase in the value of tax revenues in
Estonia in the context of the Laffer curve, long-term significant increase in revenues from CIT
and other taxes in Estonia indicates that the tax burden for Estonian enterprises used to be too
high and it limited their development and efficiency. We have stated the same effect with the
reduction of CIT in Latvia in 2004.
We made a calculation, which showed that in case of distribution of 30 (or 40) percent of
the earned profits for dividends, 94 (or 92) percent of the earned profits remains at the disposal
of Estonian enterprises, and 85 percent of the profits earned would remain at the disposal of the
Latvian enterprises. This means that although the value of the CIT rate in Estonia is 20 percent, it
is actually 2.1 times lower than in Latvia, even not taking into account the dividend tax in Latvia
and advance payments of CIT. It is necessary to take into consideration the fact that after the
introduction of the 2000 tax reform, Estonian enterprises do not have to make advance payments
of CIT. At the same time, in Latvia advance payments of CIT reduce the profit remaining at the
disposal of the enterprises operating with profit by additional 15 percentage points more.
Comparison of the value of financial resources remaining at the disposal of Estonian and Latvian
enterprises in view of the tax on dividends and advance payments of CIT will be presented in
Section 6.3.
In Sections 1.1, 1.3, 1.4 and 6.1, as well as in Chapters 2, 3 and 5 we have shown that in
order to increase the value of tax revenues to the country budget it is important to establish a tax
rate and a taxation regime, which will provide for the greatest number of tax payers.
Considering the facts presented in Section 6.1, we can conclude that:
1. If the tax burden is high enough, lower tax rates could provide a greater volume of tax
revenues;
2. The change in the regime of CIT payment in Estonia from the earned profit to the
distributable profit in 2000 has halved the effective CIT rate and resulted in the
significant and lasting increase in budget revenues both from CIT and other taxes;
3. The value of revenue from CIT in Estonia and Latvia is almost the same (except for 2005
– 2008 – the period of economic overheating in Latvia), despite the fact that the actual
CIT rate in Estonia is 2.1 times lower than in Latvia, including the periods of economic
crises;
4. The system of taxation of corporate income in Estonia in place since the 2000 tax reform
provides for more uniform and predictable budget revenues in Estonia;
5. Reduction of the CIT rate to 15 percent in Latvia in 2004 has resulted in a significant
increase in revenue from CIT in Latvia;
6. The system of taxation of corporate income in Estonia introduced as a result of the 2000
tax reform was beneficial not only for Estonian enterprises, but also for the Estonian
budget, despite the fact that the effective CIT rate in Estonia is lower than in Latvia and
72

the subject of taxation is not the earned profit, but distributable profit of enterprises.
Accordingly, the currently existing system of taxation of corporate income in Estonia is
more efficient than the present system of corporate income taxation in Latvia;
7. Latvian enterprises have to cope with a high tax burden, which limits development
opportunities and efficiency of the enterprises and decreases the value of tax revenues in
Latvia.

6.2. Total Tax Revenues in Estonia and Latvia
The conclusions that we made in the previous section regarding the impact of the corporate
income taxation reform in Estonia may seem inconclusive in terms of the fiscal effect on the
whole. It is obvious that considering budget tax revenues figures, the volume of revenue from a
particular tax is not so important, but rather the way how the tax reform affects the total value of
tax revenue. Therefore, in this section we will consider the value of total tax revenues in the
budgets of Estonia and Latvia in the period from 1996 to 2014. The data on total tax revenues in
the state budgets of Estonia and Latvia are displayed in Appendix 11. Changes in the total tax
revenues in the budgets of Estonia and Latvia in the period from 1996 to 2014 are presented in
Figure 12.
Over the three-year period from 1996 to 1999 prior to the 2000 tax reform in Estonian, the
increment of tax revenue in Estonia was 40.7 percent (507 million EUR), while in the same
period in Latvia the increment of tax revenue was 42.5 percent (586 million EUR) . Already in
the first year after the tax reform in Estonia the increment of total tax revenue was 9.6 percent
(169 million EUR). At the same time, in 2000 in Latvia the increment of tax revenue was 2.8 per
cent (54 million EUR). For the first three years (2000 – 2002) after the introduction of the tax
reform in Estonia the total increase in tax revenue in Estonia to that of 1999 amounted to 38.7
percent (678 million EUR). In the same period in Latvia the increment of tax revenues amounted
to 19.7 percent (388 million EUR), i.e. by 19 percentage points (290 million EUR) less than in
Estonia. The difference in the value of tax revenues in the budget of Estonia and Latvia at the
end of 1999 was 12.1 percent in favor of Latvia, but at the end of 2014 this difference reduced to
6.6 percent.
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Figure 12. Total tax revenues in Estonia and Latvia in 1996-2014 (m. EUR).
Source: Developed by the authors based on the data of Statistical Central Bureau of Estonia, 2016b and Latvian
Central Statistical Bureau, 2016f

If we consider the increment of tax revenues per capita in Estonia and Latvia for the period
from 2000 to 2014, the efficiency of the tax system in Estonia will be even more obvious. The
increment of tax revenues per capita in Latvia for the period from 2000 to 2014 amounted to
2,618 EUR, while in Estonia – 3,631 EUR, i.e. 38.7 percent more than in Latvia.
Of course, it can be assumed that in addition to the 2000 tax reform in Estonia there are
other factors affecting the higher increment rate of total tax revenue in Estonia compared to
Latvia. However, in this case, the impact of these factors should have coincided with the time
period observed by us. According to our data and Masso et al. (2011), in the considered period in
Latvia and Estonia there were no other factors that could significantly affect the analyzed
indicators in the context of a valid comparison of data observed.
Let us consider how the value of tax revenues in Estonia and Latvia has changed in the
crisis period. Both in Estonia and Latvia it was the year 2008 when the highest tax revenues were
received. The total tax revenues in Estonia in 2009 decreased by 4.5 percent compared to 2008,
and in 2010, relative to 2009, fell by another 1.0 percent. However, in 2011, that is, in the third
post-crisis year, tax revenues exceeded the 2008 level by 1.3 percent. The fall in tax revenues in
Latvia in 2009 was 24.1 percent and in 2010 – another 3 percent. The level of tax revenue of
2008 in Latvia was achieved only in 2014, that is, in the sixth year, exceeding the level of 2008
by only 0.8 percent. These facts testify that Estonian enterprises are more stable as a source of
tax revenues to the budget than the Latvian enterprises, including crisis periods. This conclusion
is confirmed both by results of our research presented in Sections 5.2 and 5.4 and research
conducted by Hinst (2010), Purfield and Rosenberg (2010), and Masso et al. (2011).
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Arthur Laffer (2004) points out that the economic effect of tax rates on the state budget
revenue is that lower tax rates have a positive impact on the output, employment and production,
and therefore have a positive effect on the increase in the tax base (details shown in Section 1.1).
The presented facts on the growth of tax revenues in the budget of Estonia show that
introducing the 2000 tax reform and decreasing the value of CIT rates in the subsequent years
the government of Estonia when was largely guided by the arguments presented in the study of
Arthur Laffer (2004) and eventually has chosen to pursue not the arithmetic, but the economic
effect in tax policy-making. This is evidenced by a survey of Estonian politicians, which showed
that the main goal of the 2000 tax reform in Estonia was to ensure increase in investment, job
creation and promotion of entrepreneurial activity (Masso et al., 2010).
Masso et al. (2011) also note that the tax reform carried out in Estonia in 2000 has
provided a strong positive economic impact. And this is despite the fact that as a result of the
2000 tax reform in Estonia, the effective CIT rate, according to Masso et al. (2011), has been
halved. Moreover, the Estonian government has not just reduced the tax burden, but also
proposed a compromise to entrepreneurs – if more profits are distributed and the enterprise
retains less money for development, the rate of payable CIT increases. In other words, the value
of CIT paid in Estonia may reach zero, if the enterprise does not distribute profits, and could
reach up to 20 percent, if all profit is distributed. That is, in essence, since 2000 the corporate
income tax rate in Estonia has been regressive and decreased depending on the enterprise
commitment to the development, which is beneficial for both the enterprises aimed at the
development and the Estonian economy as a whole.
We can state that the government of Estonia has managed to fairly correctly set such a
level of tax burden, which, according to the Laffer curve (Arthur Laffer, 2004), is in the
range in which the enterprises have enough financial resources for development, while the
increase in budget revenues is ensured.
In the opinion of John Keynes (2003), there is no other way to balance the budget except
for an increase in the national income, and it is the enterprises that form the basis of the national
income of any country. To operate successfully, among other things, they need the optimal,
preferably investment and development stimulating tax load rather than the maximum tax
burden.
The reviewed studies (Engen and Skinner, 1992; Aivazian and Booth, 2003; Laffer, 2004;
Baldwin and Krugman 2004; Islahi, 2006; Piatowski and Jarmuzek, 2008;. Lehis et al., 2008;
Huizinga and Laeven, 2008; Djankov et al., 2010;. Dickinson, 2013) also note on the positive
effect of reduction of the tax burden on tax revenues.
As we have already noted, during the 2000 tax reform in Estonia, it was not only the
decrease in the tax rate, but also the change in the regime of CIT payment – deferral until
distribution of profit by enterprises. According to Masso et al. (2011), significant effects of the
reform have been achieved primarily due to changes in the corporate income taxation regime –
the shift from taxation of the earned profit to taxation of the distributable profit. We also
consider that the success of the tax reform in Estonia is largely attributable to this shift.
However, in our opinion, it is the combination of moderate tax rates and the tax policy
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stimulating development and investment of enterprises that has had the positive effect on the
total tax revenues in Estonia.
In other words, as a result of the competent and economically sound tax policy and the
choice of effective tools for its implementation, Estonia has achieved a significant positive
effect, which is manifested not only at the level of enterprises and which resulted in an increase
in entrepreneurial activity, but also in the form of a substantial increase in the collection of taxes
to the budget of Estonia.
Based on the data presented in Chapters 1, 3, 5 and Sections 6.1 and 6.2, we can conclude
that:
1. Positive changes in the figures of total tax revenues in Estonia in 2000 – 2014, as well as
non-essential decrease in tax revenues in unfavorable economic periods to a significant
extent are the result of the 2000 tax reform in Estonia;
2. It is the combination of moderate tax rates and the tax policy stimulating development
and investment of enterprises that has a positive impact on entrepreneurial and
investment activity and positively affects the total value of tax revenues in the state
budget;
3. The government of Estonia has managed to correctly identify such a level of tax, which
allows the enterprises to retain enough financial resources for development while
ensuring the increase in budget revenues;
4. In the period from 2000 to 2014 and especially during the crisis periods, the Estonian
enterprises were more stable as a source of tax revenues than the Latvian enterprises;
5. Since 2000 the CIT rate in Estonia has been regressive and decreased dependent on the
enterprise commitment to the development, which benefits both the enterprises aimed at
the development and the Estonian economy as a whole.

6.3. Level of the Shadow Economy in Estonia and Latvia
The value of tax revenue is largely dependent on the size of the shadow economy.
Wanniski (1978) notes that if low tax rates are increased, it may cause various side effects such
as growth of shadow economy. Arthur Laffer (2004) believes that an increase in tax rates has an
opposite economic effect due to the criminalization of the taxable activity. Djankov et al. (2010),
having examined the data from 85 countries, bring evidence that higher income tax rates are
correlated with a higher level of the shadow economy. They found that an increase of CIT by 10
percentage points already in the first year increases the level of the informal economy by nearly
2 percentage points. Simon Johnson et al. (1997), Davis and Henrekson (2005), Schneider
(2005), La Porta and Shleifer (2008) find that high taxes are an important reason that makes
enterprises work informally. Piatkowski and Jarmuzek (2008) indicate that the states reducing
the income tax rate do not reduce tax revenue, but rather reduce the shadow economy, that is,
businesses do not hide from taxes. Huizinga and Laeven (2008) find that tax rates acceptable for
enterprises can provide formalization of private business. Djankov et al. (2010) suggest that the
value of the tax burden has a more significant impact on the level of the shadow economy than
tax administration. From this brief review it can be concluded that the researchers are in general
agreement that the level of shadow economy is largely dependent on the size of the tax burden.
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Alongside with the points of view of the researchers on the positive impact of the lower tax
burden on the reduction of the level of the shadow economy, presented at the beginning of this
section, the researchers of the 2000 tax reform in Estonia also note the positive impact of the
reform on the reduction of the shadow economy in Estonia. Thus, Lehis et al. (2008) have found
that the 2000 tax reform in Estonia has reduced the motivation of enterprises to conceal profits.
Daniel Hinst (2010) notes that the reform of CIT in Estonia resulted in the increase in tax
revenue due to the increase in the value of taxable income. Paul Dickinson (2013) indicates that
the Estonian tax environment as a whole and its key aspects in particular are favorable for all
small and medium-sized enterprises. In his opinion, Estonia is a vivid example of the simplicity
of taxation. It provides a promising and stimulating environment to promote business activity of
small and medium-sized businesses.
According to Putniņš and Sauka (2016), the level of involvement in the shadow economy
among enterprises in Latvia is significantly higher than among Estonian enterprises. Let us
consider what share of the annual profit remains at the disposal of enterprises in Estonia and
Latvia after payment of CIT. This factor can explain why Latvian enterprises demonstrate a
higher level of involvement in the shadow economy than Estonian enterprises. Let us compare
three variants with different values of the paid dividends in the amount of 15, 30 and 50 percent
of the profit earned by an enterprise (Table 8).
Table 8
The share of cash remaining available to the enterprises in Estonia and Latvia after the
payment of corporate income tax, advance payments of corporate income tax and tax on
dividends (as percentage of the profit earned)
Share of profit
distributed for
dividends
(percent)

Payable corporate
income tax
Estonia

Latvia

Dividend income
tax
Estonia

Latvia

Advance payments
of corporate income
tax5

Share of tax payments
to the profit earned by
enterprises

Estonia

Latvia

Estonia

Latvia

50

10

15

0

5

0

15

10

20

30

6

15

0

3

0

15

6

18

15

3

15

0

1.5

0

15

3

16.5

Source: Authors' calculations based on the data on the general principles of taxation in Estonia (Sorainen, 2015) and Latvia
(Law on Corporate Income Tax, 2016 and Law on Personal Income Tax, 2016)

Table 8, in addition to the calculation of the payment of CIT in Estonia and Latvia, shows
the expenses borne by the owners of Latvian enterprises in the form of taxes on payable
dividends and the decrease in the working capital of Latvian enterprises as a result of the
advance payment of CIT. In economic essence, advance payment of CIT is interest-free
involuntary crediting of the state budget in the limited access of the majority of Latvian
enterprises to external financing. According to Sorainen (2015), in Estonia the profit from
dividends of individuals – residents of Estonia – are not taxed. Also in Estonia there are no
5

The calculations do not consider the consumer price changes over the previous year used for advance payment
calculation according to the Regulations of the Cabinet of Ministers Nr.981 "Regulations on corporate income tax
declaration period and calculation of the advance payment" (Regulations of the Cabinet of Ministers No. 981, 2011).
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advance payments of CIT. The tax rate for dividends paid by individuals in Latvia amounts to
ten percent. The CIT rate in Latvia is fifteen percent. The CIT rate in Estonia is 20 percent since
2015, but it is paid only on profits distributed for dividends.
As shown previously, as a result of the 2000 tax reform in Estonia only the distributable
profits of enterprises are subject to CIT. In Latvia, the value of CIT paid by enterprises does not
depend on the share of profits distributed to dividends. Let us compare the data on the percentage
of the annual profit of Estonian and Latvian enterprises, remaining at their disposal. The
comparison shows that, firstly, there are more spare cash resources, including dividends paid,
remaining at the disposal of Estonian enterprises compared with Latvian enterprises for the
payment of dividends in the amount of 15, 30 and 50 percent of the earned income. The
difference is 1.20 times, 1.23 times and 1.33 times, respectively. Second, after the payment of
CIT, taxes on dividends and advance payments of CIT, the share of financial resources at the
disposal of Latvian entrepreneurs from the profits earned is reduced on average by 18 percent, in
Estonian enterprises – by 6 percent. It should be noted that labor costs in Latvia are a few
percentage points higher than in Estonia (Dombrovskis, 2016a).
In our opinion, there are two reasons why the value of the remaining part of the annual
earned profits of Latvian enterprises can affect the fact that in Latvia there is a higher level of the
shadow economy than in Estonia. The first reason could be considerations of some of the
Latvian entrepreneurs that in the presence of profit and the payment of 18 percent of the earned
profit in the form of CIT, tax on dividends and advance payment of the CIT, the enterprises will
not have enough funds for development and official payment of dividends. Let us consider the
following example. In case a Latvian enterprise distributes 30 percent of its earned profit for
dividends, which is the most typical case for Latvia (for detailed discussion see Section 5.5),
only 52 percent of the earned profit will remain at the disposal of this Latvian enterprise after
payment of CIT, advance payment of CIT, tax on dividends and the payment of dividends, while
in Estonia this fraction will constitute 64 percent. Relatively small amount of financial resources
remaining at the disposal of Latvian enterprises does not leave sufficient funds for development,
and that is one of the factors that reduce the tax morale. This situation is particularly relevant for
small enterprises and often for medium-sized enterprises as well. Their owners actually work at
the enterprise, but these businesses do not have financial capacity to bring them high (market)
wages, as in a many cases it is unprofitable for small and medium-sized enterprises.
Accordingly, this category of enterprises does not seek to declare their profit mainly due to
economic reasons. A lower level of tax morale of the Latvian entrepreneurs as compared to
Estonian may be the second reason that negatively affects the level of involvement of the Latvian
enterprises in the shadow economy. As it has already been shown at the beginning of this
Section, as well as in Sections 1.1, 1.8, 2.3, 3.6, the level of the shadow economy depends not
only on the tax rates, taxation regime and tax policy, but also on entrepreneurs’ recognition of
the existing tax policy, stability of the state tax policy, entrepreneurs’ evaluation of the state
governance efficiency in various fields and a number of other factors that are not directly related
to the financial situation of the enterprises.
In our opinion, the two reasons listed above greatly influence the scope of the shadow
economy in Latvia. To confirm this, let us compare the data on the levels of the shadow
economy in Estonia and Latvia. In the period from 2011 to 2015, the average level of the shadow
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economy in Latvia was 7.6 percentage points higher than in Estonia (Putniņš and Sauka, 2016).
In the crisis period and the first post-crisis years (2009 – 2010), when many enterprises
optimized their costs, the difference in the average level of the shadow economy between
Estonia and Latvia was 17.5 percentage points (Putniņš un Sauka, 2016). That is, at least 9.9
percentage points from 17.5 or not less than 57 percent of the difference in the level of
involvement of Latvian and Estonian enterprises in the shadow economy can be explained by the
lack of financial resources faced by the Latvian enterprises as compared with the Estonian
enterprises in the period of 2009 – 2010. The average difference of 7.6 percentage points
between the level of involvement of the Estonian and Latvian enterprises in the shadow economy
remaining during the period of relatively favorable macroeconomic situation (2011 – 2015) in
our opinion is explained by a combination of the two abovementioned reasons. These reasons are
the insufficiency of spare financial resources remaining at the disposal of the Latvian enterprises
after payment of all taxes and a lower level of tax morale of the Latvian entrepreneurs as
compared to Estonian entrepreneurs. Note that the level of tax morale is largely dependent not
only on the stability of tax policy and favorable tax regime, but also on the level of the overall
tax burden, which provides and/or does not provide the entrepreneurs with the financial
resources sufficient for development. A certain part of Latvian entrepreneurs understand that
with the high tax burden there is no sense to get involved in the entrepreneurial activity, the
essence of which, in accordance with the Commercial Law of the Republic of Latvia, is to make
profit. For this reason, some Latvian entrepreneurs demonstrate a reduced level of tax morale as
compared to the Estonian counterparts, as their main concern is to ensure that their enterprise
could survive and, possibly, somehow develop. This conclusion can be drawn comparing
financial indicators of the Estonian and Latvian enterprises conducted in the study. It follows that
the first reason for higher level of involvement of the enterprises in the shadow economy, that is,
insufficiency of free financial resources remaining at the disposal of enterprises after payment of
all taxes, is the primary cause or factor that greatly influences the lowering of tax morale of
entrepreneurs. Considering the data presented by Putniņš and Sauka (2016) on the differences in
the average level of involvement of Estonian and Latvian enterprises in the shadow economy in
the period from 2011 to 2015, the reduction of the level of involvement of the Latvian
enterprises in the shadow economy to the level of Estonian enterprises can bring the Latvian
budget more than 500 million EUR in additional annual tax revenues.
Below we present some data to support the conclusions made by us on the relationship
between the changes in the tax revenues in the budget and availability of sufficient financial
resources of the enterprises. As we have shown in Sections 6.1 and 6.2, the value of tax revenues
in the budget of Estonia from both CIT and all other kinds of taxes in the period of 2009 – 2010
reduced in Estonia much less than in Latvia. During 2009 – 2010, a decrease in the total value of
tax revenue in Estonia amounted to 5.5 percent or 286 million EUR, while in the same period the
total value of tax revenue in Latvia decreased by 26.5 percent or by 1 billion 806 million EUR.
That is to say, the fall in the value of tax revenues in the budget of Latvia was 6.3 times more
than in the budget of Estonia. As we have shown in Sections 5.2 and 5.4, as a result of the 2000
tax reform, Estonian enterprises have significantly increased their equity capital and coefficient
of financial independence. This allows Estonian enterprises, as compared with the Latvian
enterprises, to a much lesser extent to move to the shadow economy in order to reduce tax
payments to save viability of the enterprises even during the crisis. As a result, even in a very
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unfavorable macroeconomic situation which lasted for several years the amount of tax revenues
in Estonia decreased to the value 6.3 times less than the value of tax revenues in Latvia.
The level of satisfaction of enterprises and entrepreneurs with the tax regime and tax
burden also significantly affects the level of the shadow economy. According to Reiljan and Oja
(2007) and a number of other data sources presented in the study by Masso et al. (2010), the
business community in Estonia is satisfied with the current corporate tax regime.
Uldis Rutkaste (2016) shows that if we consider not the average tax burden, which in
Latvia reaches the average European level, but the tax burden of specific Latvian enterprises –
real taxpayers, the size of their tax burden will be among the highest in Europe (Uldis Rutkaste,
2016). Uldis Rutkaste (2016) notes that further increase in the tax burden can lead to retreatment
of a number of Latvian enterprises into the shadow economy, which, in turn, will lead to lower
tax revenue.
In contrast to the Estonian business community, the business community of Latvia is not
satisfied with the regime and the level of tax burden, as well as the fact that the government does
not fulfill the previously approved plans to reduce taxes on labor (Ministru kabineta sēdes
protokols, 2013). Moreover, despite the protests of the Latvian Chamber of Commerce and
Industry, Employers’ Confederation of Latvia (LDDK) and other entrepreneur organizations and
some enterprises, Latvia unpredictably and within a short period of time introduces new taxes.
For example, the so-called “solidarity tax” was suddenly introduced at the end of 2015. This tax
also increased business expenses for retaining highly skilled workers.
Latvian Minister of Finance Dana Reizniece-Ozola has acknowledged that the introduction
of the “solidarity tax” has reduced the confidence of entrepreneurs in the state. According to the
Minister of Finance data, the number of payers of the “solidarity tax” has reduced by 20 percent
compared with the projected figure (LETA, 2016). The fact of the decrease in tax revenue
confirms the importance of establishing consensus between the government and entrepreneurs in
the development of tax policy. As attested by the experience of Estonia, to reduce the level of
shadow economy it is important not only to maintain moderate tax rates and effective tax regime,
but also to establish consensus on the tax policy between the government and entrepreneurs.
Based on the data obtained, we can conclude that:
1. The reduction of tax burden on Estonian enterprises and the 2000 tax reform directly and
indirectly have significantly affected the decrease in the level of the shadow economy in
Estonia;
2. The lower tax burden, as well as the corporate taxation regime effective in Estonia after
2000, contributes to lower retreatment of Estonian enterprises into the shadow economy
during the financial and economic crises and unstable macroeconomic situation and much
smaller losses in tax revenues compared to the budget of Latvia;
3. In case of payment of dividends in the share of 15, 30 and 50 percent of the earned profit,
after paying corporate income tax Estonian enterprises have 1.20, 1.23 and 1.33 times
more free financial resources, accordingly, than the Latvian enterprises, taking into
account the advance payments of corporate income tax and dividend income tax;
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4. Additional budget revenues in Latvia as a result of reduction of the level of involvement
of the Latvian enterprises in the shadow economy to the Estonian level can bring more
than 500 million EUR per year. These figures can be achieved provided the Latvian
enterprises have sufficient financial resources and the Latvian entrepreneurs gradually
increase their tax morale as a result of finding consensus between entrepreneurial
organizations and the Latvian government on the issues of stable fiscal policy, moderate
tax burden, including the taxes on labor, and the introduction of a favorable tax regime.

6.4. Foreign Direct Investment in Estonia and Latvia
In this section, we will observe how the tax reform implemented in Estonia in 2000
affected the attraction of foreign direct investment and compare these data with the data on
foreign direct investment in Latvia.
Businesses can be established and expand their activities using both local capital and
foreign direct investment. Inflow/outflow of foreign direct investment also may occur due to the
change of ownership of existing enterprises or increase/decrease in the authorized capital by the
enterprises. Growth dynamics of the accumulated foreign direct investment in Estonia and Latvia
from 2000 to 2015 is shown in Figure 13. The data on the volumes of foreign direct investment
in Estonia and Latvia from 2000 to 2015 are presented in Appendix 12. In 2000, the volume of
accumulated foreign direct investment in Estonia amounted to 2 billion 843 million EUR, while
in Latvia – 1 billion 817.5 million EUR. On December 31, 2015, the volume of the accumulated
foreign direct investment in Estonia amounted to 17 billion 372.7 million EUR, while in Latvia it
was 13 billion 363.6 million EUR. While in 2000 the volume of accumulated direct investment
in Estonia exceeded the corresponding Latvian figure by 1 billion 025 million EUR, in 2015 the
difference was already 4 billion 9 million EUR.

Figure 13. Accumulated foreign direct investment (FDI) in Estonia and Latvia in 2000 –
2015 (m. EUR).
Sources: Latvijas Banka, 2016a and Eesti Pank, 2016

Consequently, in the fifteen-year period from 2001 to 2015, in Estonia the increment of
accumulated foreign investment has amounted to a billion EUR, or nearly 26 percent more than
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in Latvia. As the population of Estonia is significantly smaller than in Latvia, we have also
calculated the increment of the volume of accumulated foreign investment per capita in Estonia
and Latvia. The increment of the accumulated foreign direct investment per capita from 2000 to
2015 in Estonia amounted to 11.2 thousand EUR, while in Latvia – 5.9 thousand EUR. The
increment of the accumulated foreign direct investment per capita in Estonia during this period
was 90 per cent higher than in Latvia. That is, the relative measure (per capita) of increment of
accumulated foreign direct investment even more clearly indicates the more attractive
environment for foreign direct investment in Estonia as compared to Latvia during the period
from 2000 to 2015.
Researchers of the 2000 tax reform in Estonia in the period immediately after the reform
and in subsequent periods noted both the expected (in future periods) and the actual impact of
the tax reform on the growth of investment. Thus, Michael Funke (2001) finds that the 2000 tax
reform in Estonia in the first place will stimulate the growth of investment. Michael Funke and
Holger Strulik (2003) also noted that the 2000 tax reform in Estonia benefited the investment
climate and was very favorable in the long term. Masso et al. (2010) conducted a survey of
Estonian politicians, which showed that the increase in investment was one of the three main
objectives of the tax reform of 2000 in Estonia. Lehis et al. (2008) also noted that the 2000 tax
reform contributed to the increase in investment. According to Karsten Staehr (2014), Estonia
has reformed taxation of corporate income with the aim to attract investments. Masso et al.
(2011) consider that the reform results will have the fastest impact on the structure of capital and
decrease in dividend payments, while the impact of the 200 tax reform on the increase in
investment may require more time. Having compared the strength of effects of the tax reform
from 2000 to 2003 and the period up to 2008, Masso et al. (2011) concluded that the influence of
the tax reform in the period from 2000 to 2003 was approximately the same for both periods, but
over a longer period the effect of the reform was expressed somewhat stronger.
The results of our research suggest that during the period of 2009 – 2015 the increment rate
of foreign direct investment in Estonia sustained the existing positive trend. Average annual
increment of foreign direct investment in Estonia in that period amounted to 896 million EUR
per year (in Latvia in the same period – 748 million EUR). This average annual increment of
foreign direct investment in Estonia in 2009 – 2015 was approximately equal to the average
annual increment of foreign direct investment in Estonia in 2001 – 2003 (903 million EUR per
year). Slightly higher average annual increment rate of foreign direct investment in the period of
2004 – 2008 (1.109 billion EUR per year) in a certain measure could be explained by the
accession of Estonia to the European Union and a high rate of economic growth in that period.
Our assumption is confirmed by the fact that in that period the average annual increment of
accumulated direct foreign investment in Latvia reached 1,121 million EUR, which was slightly
higher than in Estonia.
In addition to the two mentioned growth factors of accumulated foreign direct investment
in Estonia and Latvia in 2004 – 2008, we note that since 2004 in Latvia the rate of CIT
significantly decreased and reached 15 percent. During that period, the dividend income tax had
not yet been introduced in Latvia, therefore, the lowering of the CIT rate, taking into account the
incentives for the payers of CIT existing in Latvia, made the difference in the effective tax rate
between Estonia and Latvia less significant. Latvia, as well as Estonia, joined the European
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Union in 2004. In the following years, high rate economic growth was typical of Estonia, but it
was more pronounced in Latvia. The average annual GDP increment rate in that period in
Estonia was very high and amounted to 13.7 percent, and in Latvia – 18.4 percent6, which is 1.34
times higher than in Estonia (Eurostat, 2016c). Therefore, it is the decrease in the tax burden in
Latvia that may explain why only in 2004 – 2008 the volume of increment of the accumulated
foreign direct investment in Latvia was slightly higher than in Estonia. In the subsequent years,
starting from 2005, Estonia reduced the rate of CIT by 6 percentage points, despite the fact that it
was paid only from the distributable income. In contrast, Latvia raised the tax burden by
introducing the dividend income tax in 2010.
Researchers who examined the effect of the tax rates on the volume of foreign direct
investment also found a correlation between these indicators. Richard Baldwin and Paul
Krugman (2004) suppose that, other things being equal, enterprises will choose the country to
conduct entrepreneurship activity depending on whether the country has lower tax rates. Also,
according to Paul Dickinson (2013), the value of the tax rate is one of the first issues analyzed by
managers of small and medium-sized businesses, when foreign or local enterprises consider the
opportunity to work in a particular market. Schanz et al. (2016)examining the factors that
influence the choice of the location country for enterprises, branches and subsidiaries, find that
German multinational enterprises locate the branches in the countries offering favorable tax
rates, including taxes on profits and dividends, as well as providing other tax incentives. Having
analyzed 25 studies that examined the effect of tax rates on foreign direct investment, Baldwin
and Krugman (2004) have concluded that a 1 percent increase in tax rates reduces the volume of
foreign direct investment by about 3.3 percent. Piatowski and Jarmuzek (2008) found that the
volume of taxes can play a more significant role in attracting FDI into new EU member states.
Let us consider how the performance of the accumulated foreign direct investment in
Estonia and Latvia changed during the financial crisis and further periods until 2015. In Estonia,
in 2009 – 2010 – the second crisis and the first post-crisis years, the average annual increment of
foreign direct investment amounted to 269 million EUR. In Latvia in the same period it was 29
million EUR. But already in the period from 2011 to 2015 the average annual increment rate of
foreign direct investment in Estonia amounted to 1,146 million EUR (1,037 million EUR in
Latvia), exceeding the annual average increment of foreign direct investment in the period from
2004 to 2008 by 3.3 percent. It should be noted that in 2009 – 2010 the volume of accumulated
foreign direct investment in Estonia was nine times higher than in Latvia. This fact indicates that
in the period of instable macroeconomic situation investment to Estonia seemed more attractive
for foreign investors than to Latvia. Comparing changes in the growth of accumulated foreign
direct investment in Estonia over the fifteen-year period, we can conclude that the impact of the
2000 tax reform in Estonia on the volumes of foreign direct investment has had a lasting positive
effect. The increment of the accumulated foreign direct investment in Estonia in the period from
2011 to 2015 was 3.3 percent compared to the period of 2004 – 2008 and 31.1 percent in relation
to the period of 2000 – 2003. The greatest difference in the increment rates of accumulated direct
foreign investment between Estonia and Latvia was recorded in the first years after the
introduction of the tax reform in Estonia (from 2001 to 2003). In that period, the average annual
increase of the accumulated direct investment in Latvia amounted to 235 million EUR, and in
6

The average annual GDP growth rate was calculated as the geometric mean
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Estonia – 903 million EUR, i.e. 3.8 times more than in Latvia. The volume of accumulated
foreign direct investment over three years increased in Latvia by 38.8 percent and in Estonia – by
95.3 percent. In our opinion and the opinion of Masso et al. (2011), in that period there were no
significant differences between Estonia and Latvia with regard to the macroeconomic factors, tax
system, or other factors other than the 2000 tax reform in Estonia, which could have had such a
significant impact on the increment of accumulated foreign direct investment.
Proceeding from the above, it can be concluded that substantial growth rates and increment
of accumulated foreign direct investment in Estonia is largely a result of the introduction of the
CIT deferral in Estonia.
It is obvious that the increment rate of foreign direct investment in Estonia has been
affected not only by the 2000 tax reform. We think so considering the fact that in the observed
period – from 2001 to 2015 – in Latvia the increment of foreign direct investment amounted to
more than 11.5 billion EUR. From 2001 to 2015 inclusive, the increment of accumulated foreign
direct investment in Estonia amounted to 14 billion 529 million EUR. However, the difference in
direct foreign investment in the amount of 3 billion EUR accumulated over 15 years in favor of
Estonia can be assumed to be an effect of the 2000 tax reform in Estonia. Therefore, we can
assume that the effect of the 2000 tax reform in Estonia has provided at least 20 percent of the
increment in the accumulated foreign direct investment.
Considering the above said, we can expect that in case Latvia shifts from taxation of the
earned profit to the taxation of the distributable profit, provided the tax burden on Latvian
enterprises is not significantly different from the tax burden in Estonia, the annual increment of
the accumulated foreign direct investment can increase by at least 200 million EUR.
Based on the data obtained, we can conclude that:
1. Significant increment rates of the accumulated foreign direct investment in Estonia in
comparison with Latvia and their increment growth significantly exceeding the increment of
the accumulated foreign direct investment in Latvia is largely the result of the 2000 tax
reform in Estonia;
2. The value of the tax burden significantly affects the attraction and the volume of
accumulated foreign direct investment;
3. The effect of the 2000 tax reform in Estonia on foreign direct investment is long-lasting (15
years at the end of 2015);
4. In difficult macroeconomic situations, the Estonian economy is much more attractive for
foreign investment – in the post-crisis period (2009-2010) the growth of accumulated foreign
direct investment to Estonian economy was 9.3 times higher than in Latvia;
5. The effect of the 2000 tax reform has provided Estonia at least 20 percent of the increment of
the accumulated foreign direct investment;
6. In case Latvia moves from taxation of the earned profit to the taxation of the distributable
profit, provided the tax burden on enterprises is not significantly different from the tax
burden on enterprises in Estonia, the annual increment of the accumulated foreign direct
investment can increase not less than by 200 million EUR.
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6.5. Unemployment Rates in Estonia and Latvia
In this section, we will investigate how the unemployment rate in Estonia has changed
after the 2000 tax reform, as well as will compare the data with the change in the unemployment
rate in Latvia.
Masso et al. (2010) conducted a survey of Estonian politicians, which showed that the
creation of new jobs was one of the main objectives of the 2000 tax reform in Estonia. Lehis et
al. (2008) have found that the tax deferral contributes to employment. Karsten Staehr (2014) also
notes that increase in employment was one of the goals of the corporate income taxation reform
of 2000 in Estonia. Karsten Staehr (2014) found that after the introduction of the tax reform,
lower unemployment rate was recorded in Estonia as compared to both Latvia and Lithuania.
To assess the likely impact of the 2000 tax reform in Estonia on the change in the
unemployment rate, we compared the level of unemployment in Estonia and Latvia from 2000 to
2015. The chart of the unemployment rate in Estonia and Latvia is displayed in Figure 14. The
data on the unemployment rate in Estonia and Latvia for the period 2000 – 2015 are presented in
Appendix 13.

Figure 14. Unemployment rates in Estonia and Latvia in 2000 – 2015.
Source: Developed by the authors based on Eurostat, 2016b data

Eurostat data indicate that in the year 2000 (Eurostat data for 1999 are not available), the
unemployment rate in Estonia was 14.6 percent and by 0.3 percentage points exceeded the
unemployment rate in Latvia. But in the subsequent years since 2001, the unemployment rate in
Estonia was lower than in Latvia. Gradually, the reduction in the level of unemployment in
Estonia comparing with Latvia grew, and in 2005 the difference was 2 percentage points. During
the period of overheating in Latvia’s economy in 2006 and 2007, the difference in
unemployment rates between Estonia and Latvia decreased to 1.1 and 1.5 percentage points,
respectively. However, in the period of the emerging financial crisis of 2008 the difference
increased to 2.2 percentage points, and in 2009 it achieved 4 percentage points. In 2001 – 2008,
the average annual unemployment rate in Estonia was 1.4 percentage points lower than in Latvia.
In 2009 and 2010 – the most unfavorable years for the economies of Estonia and Latvia, the
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unemployment rate in Estonia was lower by 4 and 2.8 percentage points, respectively. In the
period from 2009 to 2015, the average annual unemployment rate in Estonia was 3.7 percentage
points lower than in Latvia. Annual differences in the level of unemployment in this period
ranged from 2.8 to 5 percentage points. In the past five years (2011 – 2015) the unemployment
rate in Estonia was lower than the average level of unemployment in Latvia 1.43 times in
average. For fifteen years since the 2000 tax reform in Estonia, the average unemployment rate
in Estonia was 2.5 percentage points lower than in Latvia. While in 2015, the unemployment rate
in Estonia was 1.6 times lower than in Latvia.
Our comparison of the level of unemployment in Estonia and Latvia in the period from
2000 to 2015 shows that after the introduction of the 2000 tax reform in Estonia and until 2015
inclusive, the rate of decrease in the unemployment rate in Estonia was significantly higher than
in Latvia. Our results correlate with the findings of Karsten Staehr (2014) that after the 2000 tax
reform the unemployment rate in Estonia has significantly decreased in contrast to Latvia.
Comparing the average figures of the unemployment rate in Estonia in 2000 – 2001 (the
first and second year after introduction of the tax reform in Estonia), the unemployment rate in
Estonia in 2014 and 2015 fell by 2.03 percent down to 7.4 and 6.2 percent, respectively, although
the unemployment rate in Latvia during that period decreased only by 1.34 times down to 10.8
and 9.9 percent, respectively.
Having reviewed in this Section the changes in the level of unemployment in Estonia for
the fifteen-year period since the introduction of the 2000 tax reform in Estonia, as well as
comparing the data obtained with the data and conclusions presented in other sections of our
study, we can state:
1. In the fifteen years since the introduction of the 2000 tax reform the unemployment rate
in Estonia fell 2.03 times, although during the same period the unemployment rate in Latvia
dropped only 1.34 times at virtually the same unemployment rate in Latvia and Estonia.
2. In 2015, the unemployment rate in Estonia reached a value of 6.2 percent, which is the
2 lowest figure among the countries of Central and Eastern Europe (after the Czech Republic)
and the 6th lowest figure among the EU countries (Eurostat, 2016b).
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3. During the financial crisis and post-crisis period (2008 – 2011), an increase in the
unemployment rate in Estonia compared to Latvia occurred at a slower pace, and unemployment
level was lower and the reduction in the unemployment rate in the post-crisis period occurred at
a more rapid pace.
4. The reduction in the unemployment rate in Estonia after the 2000 tax reform coincides
with an increase in the volume of financial resources remaining at the disposal of the Estonian
enterprises and the improvement of other financial indicators of Estonian enterprises, as well as
with indicators demonstrating the increase in entrepreneurial activity and increase in the value of
the accumulated foreign direct investment.
These data allow us to conclude that:
1. The 2000 tax reform in Estonia had resulted in both considerable reduction in the
unemployment rate and achievement of a fairly low level of unemployment in Estonia.
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6.6. Changes in Population in Estonia and Latvia
In order to identify the possible effect of the 2000 tax reform in Estonia on the changes in
the population, in this Section we will compare the changes in the number of population in
Estonia and Latvia before and after the tax reform.
Statistical data show that the decrease of population both in Estonia and Latvia occurred
every year since the period considered by us (1996) till 2015. The year of 2000 was an
exception, when the population of Estonia increased by 22,013 people. Although in 2000 the
reduction in the number of Latvian population was 0.7 per cent compared to 1999. Annual
changes in the number of population in Estonia and Latvia in 2000 – 2015 years are displayed in
Appendix 14 and Figure 15. In the period from 1996 to 1999 inclusive, the number of population
in Estonia decreased by 3.2 percent (about 1.1 percent per year). In the same period, the
population in Latvia decreased by 2.8 percent (about 0.9 percent per year). That is, a pace of
decrease in population between 1996 and 1999 in Estonia was higher than in Latvia. Data
presented below suggest that in contrast to the trend of 1996 – 1999, starting from 2000 the
annual decrease of population in Estonia showed a slower pace than in Latvia. It is worth paying
attention to the fact that it was the year of 2000 when the new system of corporate income
taxation in Estonia was launched.
Since 2000, the rate of decrease of population in Estonia has gradually declined from 0.6 0.7 percent per annum to 0.3 percent per year in 2008 down to 2.7 thousand. From 2000 to 2015
inclusive, the average annual rate of reduction in the number of population in Estonia amounted
to 0.3 percent per year. In the same period, the average rate of annual decrease in the number of
population in Latvia increased from 0.9 to 1.2 percent per year.

Figure 15. Annual changes in population in Estonia and Latvia for the period from 1997 to
2015.
Source: Developed by the authors based on Eurostat, 2016a data

From 2000 to 2008 inclusive, the annual rate of decrease in the number of population in
Latvia amounted to about 1 percent, which is almost the same as the rate of decrease of
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population in Latvia in 1996 – 1999 (0.9 per cent). In the period from 2009 to 2015, the annual
rate of decrease in the number of population of Latvia increased and averaged 1.4 percent per
year. During the period from 2009 to 2015, the average rate of decrease of population in Estonia
was already 4.7 times less than in Latvia. The lowest figures of decrease in the population of
Latvia were recorded in the period of economy overheating (2006 – 2008), and the highest – in
the post-crisis period (2009 – 2011) characterized by particularly high unemployment rate. Many
enterprises lowered wages and did not pay bonuses. It should be noted that in the post-crisis
period (2009 – 2011) the reduction of population in Estonia was the lowest in contrast to Latvia.
The highest rates of reduction in the number of population in Latvia coincide in time with low
growth of equity capital of Latvian enterprises (Figure 4) and deterioration in the ratios of
established and liquidated enterprises in Latvia (Figure 8).
According to the International Monetary Fund, after the collapse of the socialist regime 5.5
percent of the total population of the region left Eastern Europe (LETA, 2016b). The IMF noted
that a significant proportion of migrants are skilled workers. Therefore, changes in the
population can be to the fairly large extent linked to the unemployment rate and the ratio of the
income and expenses of employees. According to the IMF, the leak of labor, as a rule, decreases
GDP per capita, depending on the age and skills of the migrant, while the distorted proportion of
employed and unemployed people leads to an increase in the fiscal burden (LETA, 2016b). Mass
migration from 1995 to 2012 reduced the GDP growth in the region by 7 percentage points
(LETA, 2016b). Based on the data by the IMF, we can estimate that the average reduction in
GDP growth due to migration for the Eastern European countries is about 0.4 percentage points
per year. According to our calculation, the level of migration in Latvia exceeds the average rate
of migration in Eastern Europe about 2.5 times. It follows that the decline in GDP growth in
Latvia as a result of population migration is about one percentage point a year. The data of
Inta Mierina et al. (Mieriņa, 2015) obtained as a result of a survey of more than 14 thousand
migrants from Latvia show that one of the reasons for the reluctance of migrants to return to
Latvia is the inability to find an acceptable job or poor conditions for entrepreneurial activities.
Let us consider the changes in Estonian population in the context of variation in the
unemployment rate and compare these data with those of Latvia. In the first year of the 2000 tax
reform in Estonia, the pace of population decline and the unemployment rate in Estonia were a
little higher – by 0.1 percentage points and 0.3 percentage points, respectively, than in Latvia.
For greater clarity, we will assume that at the beginning of the 2000 tax reform in Estonia the
reviewed indicators in Estonia and Latvia were equal and amounted to 100 percent. By the end
of 2015, the unemployment rate in Estonia was 42.5 percent, while the unemployment rate in
Latvia was 69.2 percent from the level of 2000.
During this period, the decrease in the number of population in Estonia amounted to about
6 percent and the decrease in the number of population in Latvia – about 17 percent. As shown in
Figure 16, the higher pace of unemployment rate decrease in Estonia and significantly lower
unemployment rate compared with Latvia is correlated with a significantly lower rate of decrease
in population.
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Figure 16. Comparison of the changes in the unemployment rate and population numbers
in Estonia and Latvia in 2000 and 2015.
Source: Developed by the authors based on Eurostat, 2016a data

These data indicate that the decrease in the number of population in Estonia and Latvia
largely depends on the level of unemployment and that the lower unemployment rate has a
positive effect on the number of population.
Having considered the population change in Estonia and Latvia, we found a correlation
between the indicators of population change and the level of unemployment in Estonia and
Latvia. In Section 6.5 we concluded that the 2000 tax reform had a significant impact on both
significant reduction and achievement of a sufficiently low level of unemployment in Estonia. In
addition, we noted that the highest rates of reduction in the population numbers in Latvia
coincide in time with low growth of equity capital of the Latvian enterprises and deterioration of
the ratio of newly established and liquidated enterprises. We also found that slowing reduction in
the number of Estonian population coincides in time with an increase in entrepreneurial activity
and increase in the volume of financial resources of Estonian enterprises, growth of the
accumulated foreign investment in comparison with both the period before the 2000 tax reform
and with the above mentioned indicators of Latvia in the period from 2000 to 2015.
Based on the data presented above, we can conclude that a much lower pace of decrease in
the number of population in Estonia as compared to Latvia is largely a positive result of the 2000
tax reform in Estonia.
The data given in Section 6.6 allow us to draw the following conclusions:
1. In Estonia and Latvia there is a relationship between a change (decrease) in the number of
population and the level of unemployment;
2. The rate of change (decrease) in the number of population in Estonia roughly corresponds to
the average figure of the population outflow in Eastern Europe, while in view of the birth
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and death rates, the level of migration of the population in Estonia is less than the average
migration level in the countries of Eastern Europe;
3. As a result of the 2000 tax reform in Estonia, the rate of decrease in the number of Estonian
population in the period of 2000 – 2015 was 0.9 times lower than the rate of decrease in the
number of population in Latvia. However, in the period of 1997 – 1999 the rate of
population decrease in Estonia was 0.1 percentage points higher than in Latvia;
4. The annual reduction in GDP growth as a result of the outflow of population from Latvia is
about 1.0 percentage point, and in the case of adjusting the level of the outflow to Estonian
figures it may be reduced to 0.2 – 0.3 percentage points.

6.7. Main Conclusions of Chapter 6
In Chapter 6, we have examined the effect of the 2000 tax reform in Estonia on the value
of tax revenues from CIT, as well on the volume of all taxes collected by the budget of Estonia.
We have also evaluated the effect of the 2000 tax reform on the change in the level of the
shadow economy, volume of foreign direct investment, unemployment and population in
Estonia. Our findings indicate at the coincidence in time between the beginning of significant
positive trends and changes in the indicators we have considered after the transition of Estonia
from the taxation of the earned profits of enterprises to the taxation of the distributed profits. Our
comparison of the indicators of Estonia and Latvia considered in Chapter 6 also shows that after
the 2000 tax reform all the above mentioned indicators demonstrate better dynamics in Estonia
than in Latvia.
Researchers of the 2000 tax reform in Estonia point at a wide range of direct and indirect
economic effects of the introduced tax reform. Masso et al. (2011) found that the 2000 tax
reform in Estonia has provided a strong positive economic impact. According to Funke and
Strulik (2003), the change in the system of payment of CIT has created a chain reaction in the
whole Estonian economy. Masso and Merikull (2011) indicate that in addition to the direct
financial effect from the change in the tax regime in Estonia, there are various indirect effects.
The data presented in this chapter show that the positive effects resulting from the 2000 tax
reform in Estonia at the micro level have a pronounced positive impact at the macro level. We
have also observed the long lasting nature of these positive trends and effects, as well as the
gradual increase in the scope of impact of the tax reform in Estonia in the period from 2000 to
2015.
We found that in fact the CIT rate in Estonia since 2000 has been regressive and decreases
along with an increase in the volume of investment channeled by the enterprises in their
development. This benefits both the enterprises aimed at development and the Estonian economy
as a whole.
Our data indicate that the lower tax burden borne by the enterprises in Estonia as a whole
and the 2000 tax reform in particular, directly and indirectly, have significantly affected the
lower level of the shadow economy in Estonia. The results of our study state that satisfaction of
enterprises with the existing tax regime alongside with the optimal size of the tax burden and tax
instruments stimulating the development of all enterprises to a large extent is the cause of much
smaller size of the shadow economy in Estonia in comparison to Latvia.
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We believe that great increment rates of accumulated foreign direct investment in Estonia
in comparison with Latvia and an increase in their increment significantly exceeding the
increment of accumulated foreign direct investment in Latvia is largely the result of the 2000 tax
reform in Estonia – the effect of the 2000 tax reform provides Estonia at least 20 percent of the
increment of accumulated foreign direct investment.
The results of the study suggest that the 2000 tax reform had a great impact on both
significant reduction in the level of unemployment and the achievement of a sufficiently low
unemployment rate in Estonia. We can also assume that the 2000 tax reform has had a significant
effect on the sharp slowdown (more than three times) in the rate of population decline in Estonia.
We stated that the change in the regime of CIT payment in Estonia has resulted in the
significant and lasting increase in budget revenues in Estonia both from CIT and the other taxes.
In addition, we have shown that compared with Latvia, the system of taxation of corporate
income in Estonia existing since the 2000 tax reform provides a more uniform and predictable
budget revenues in Estonia
Based on the data obtained in the study, we consider that a positive effect on
entrepreneurial and investment activities has been caused by the combination of moderate tax
rates and investment stimulating tax policy in Estonia, when the enterprises have enough
resources for the development.
The results of our study suggest that the current system of corporate income taxation, the
tax system and fiscal policy in Estonia is more efficient for the state economy than in Latvia.
Our findings that Latvian enterprises have to cope with a high tax burden, which limits the
activity and efficiency of enterprises and reduces the tax revenue in Latvia, correlates with the
findings of the Latvian and foreign researchers presented in Chapter 1 and 2 of the research. This
was also evidenced by the results of the research, as reflected in Chapter 5.
More detailed findings on each of the issues observed are presented in the conclusion of
each section of Chapter 6.
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7. Forecast of Additional Budget Revenues and Additional Increase
in GDP with the Introduction of Corporate Income Tax Deferral
in Latvia
In this chapter, we will present the results of the forecast of additional increase in budget
revenues and GDP in Latvia in case of the introduction of CIT deferral until distribution of
profits by enterprises. We will also substantiate the reasons why it is advisable to introduce CIT
deferral not only for micro, small and medium-sized enterprises, but also for large enterprises. In
addition, we will consider the main reasons for additional increment in GDP and additional
revenues of the state budget with the introduction of CIT deferral until distribution of enterprise
profits.

7.1. Results of the Forecast of Additional Budget Revenues in Latvia
in Case of Introduction of Corporate Income Tax Deferral
In accordance with the calculation algorithms and statistical data presented in the research
methodology, as well as the data obtained in the research, we have made the forecast of
additional revenues in the budget of Latvia in case of the introduction of CIT deferral until
distribution of enterprise profits. We have made calculations for two scenarios. The first scenario
provides for the introduction of CIT deferral for micro, small, medium-sized and large
enterprises. The second scenario implies introduction of CIT deferral for micro, small and
medium-sized enterprises only. Aggregated results of the forecast of additional tax revenues in
the budget of Latvia are presented in Table 9. The results of calculations of additional budget
revenues from tax revenues are presented in Appendix 15 (the first scenario) and Appendix 16
(the second scenario). Our forecasted figures of additional budget revenues from tax revenues as
a result of the introduction of CIT deferral in Latvia are calculated for each year separately and
as the running total for the period from the first to the tenth year inclusive.
The results of our study show that in case of the introduction of CIT deferral until
distribution of enterprise profits in Latvia a strong positive effect on the increase in total tax
revenues in the budget is expected. In the first year after introduction of CIT deferral, additional
annual tax revenues in the budget of Latvia will be in the range from 10 to 18 million EUR
depending on the scenario chosen. In the third year, additional annual tax revenues will amount
to 346 – 416 million EUR, in the fifth year – 781- 960 million EUR, and in the tenth year –
1,678 – 2,037 million EUR depending on the scenario chosen.
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Тable 9
The forecast of additional increase in the budget revenues from tax revenues in case of the
introduction of corporate income tax deferral
Years

Micro, small, medium-sized and large
enterprises
Additional annual
increase in budget
revenues, m. EUR

1 year
2 year
3 year
4 year
5 year
6 year
7 year
8 year
9 year
10 year

10.27
146.87
416
726.42
960.39
1,161.64
1,369.46
1,584.31
1,806.70
2,037.15

Total increase in
budget revenues, m.
EUR

10.27
157.14
573.14
1,299.56
2,259.95
3,421.59
4,791.04
6,375.35
8,182.05
10,219.20

Micro, small and medium-sized
enterprises
Additional annual
increase in budget
revenues, m. EUR

18.26
132.07
346.16
592.17
781.83
948.03
1,120.32
1,299.14
1,484.95
1,678.24

Total increase in
budget revenues, m.
EUR

18.26
150.33
496.49
1,088.66
1,870.49
2,818.52
3,938.85
5,237.99
6,722.93
8,401.17

Source: Authors’ calculations

The difference between the two calculated scenarios is that in the first three years since the
introduction of CIT deferral the largest fiscal effect will be provided by the second scenario,
which envisions introduction of CIT deferral for micro, small and medium-sized enterprises
only. The difference in the value of additional tax revenues in the second scenario will amount to
8 million EUR. However, since the second year, the largest fiscal effect will be achieved within
the first scenario where CIT deferral will be extended to large enterprises as well (by 14.8
million EUR more than in the second scenario). In the third year, the difference in additional
revenues in the budget of Latvia under the first scenario including large enterprises compared to
the scenario without large enterprises will increase by 70 million EUR, in the fourth year – by
134 million EUR, in the fifth year – by 179 million EUR. In the tenth year of the tax reform the
scenario including large enterprises will bring additional 359 million EUR in the budget of
Latvia as compared to the scenario excluding large enterprises. For ten years since the
introduction of CIT deferral in Latvia, in case of extension of CIT deferral not only to micro,
small and medium-sized enterprises, but also to large enterprises, the budget of Latvia will
additionally receive one billion 818 million EUR, or 21.6 percent more revenue than in the
scenario excluding large enterprises. Comparison of the changes in the amount of additional
budget revenues from the introduction of CIT deferral until distribution of enterprise profits in
Latvia under each of the two considered scenarios is displayed in Figure 17.
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Figure 17. Comparison of the value of additional budget revenues from the introduction of
corporate income tax deferral in Latvia, including and excluding corporate income tax
deferral for large enterprises (million EUR).
Source: Authors’ calculations

The first scenario, i.e. extension of the CIT deferral to large enterprises, in addition to the
fact that in 10 years it will bring 1 billion 818 million EUR of additional tax revenues, has a
number of advantages that we have demonstrated in Section 7.4.
In Chapter 4 “Methodology and Research Data” we have shown that we perform the
calculation of the forecast of additional GDP growth and additional tax revenues in the budget of
Latvia in case of the introduction of the CIT deferral, based on the conservative variant of
calculation. The facts that attest the conservatism of our calculations are presented in Section 8.1.
On the basis of our calculations and the data obtained in our study, we believe that the actual
amount of total tax revenues, especially in the first few years after the introduction of CIT
deferral in Latvia, will greatly exceed the figures presented in our calculated forecast.
We have three arguments to support this conclusion. First, we have not considered in the
calculation a series of secondary factors that are listed in the Section dedicated to research
methodology, but which will also have a positive effect on the additional growth of tax revenues
in the budget of Latvia. Second, we have compared the figures of the total increase in tax
revenues in the budgets of Estonia and Latvia for three years after the introduction of CIT
deferral until distribution of enterprise profits in Estonia. Increase in total tax revenues in Estonia
in the first three years after the introduction of the tax reform amounted to 38.7 percent and in
Latvia during the same period – 19.7 percent. That is, the difference in the growth of total tax
revenues between Estonia and Latvia amounted to 19 percentage points. It is this figure (19
percentage points) that can be considered the effect of the introduction of corporate income
tax deferral until distribution of enterprise profits in the first three years since the
introduction of the tax reform in Estonia. As we have noted, both in our opinion and in the
opinion of Masso et al. (2011), the comparison of Estonia and Latvia in the context of analysis of
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the results of the 2000 tax reform in Estonia is correct. In this case, it may be concluded that the
introduction of the corporate income tax deferral until distribution of enterprise profits by
enterprises in Estonia has provided about 50 percent of the increase in additional tax
revenues of Estonia’s budget.
Calculating the forecast of the additional tax revenues in the budget of Latvia in the first
three years after the introduction of CIT deferral in the first scenario (including large
enterprises), we estimated that the increase in additional tax revenues in Latvia will amount to
8.1 percent. This is 2.34 times less than the value of additional increase in the total tax revenues
from the introduction of CIT deferral in Estonia in the first three years after the tax reform in
Estonia.
Calculating the forecast of the additional tax revenues in Latvia in the first three years after
the introduction of CIT deferral in the second scenario (excluding large enterprises), we
estimated that the increase in extra tax revenues in Latvia will amount to 7.0 percent. This is 2.7
times less than the additional increase in total tax revenues from the introduction of CIT deferral
in Estonia in the first three years after the tax reform in Estonia.
Despite the fact that during three years since the introduction of the 2000 tax reform in
Estonia the revenues from the CIT of enterprises were lower than in 1999, the total budget
revenues from taxes in Estonian budget in the first, second and third year after the introduction
of the reform increased by 9.6%, 11.4% and 17.6%, respectively (an average of 12.9 percent
over three years). For more information about the changes in the total tax revenues in Estonia as
a result of the 2000 tax reform see Section 6.2, and about the changes in the revenues from
corporate income tax – Section 6.1.
Third, Latvia already had an experience of substantial decrease of CIT in 2002 – 2004,
resulting in the decrease in the CIT rate by 40 percent (ten percentage points). We have
conducted an analysis of the fiscal effects of the decrease in the corporate tax rate in Estonia.
Compared with 2001, when the CIT rate was 25%, in 2004, the revenues from CIT increased by
32.3 percent. For three years (2002 to 2004), in which there was a decrease in the CIT rate in
Latvia, the total revenues of Latvia’s budget increased by 47.6 percent. After decrease of the CIT
rate in Latvia in 2004 from 19 to 15 percent, in the next three years the highest rate of increase in
the collection of both CIT and all taxes in general was recorded.
These arguments confirm conservatism of our forecasts of additional increase in tax
revenues in Latvia in case of the introduction of the CIT deferral until distribution of enterprise
profits.
Once again, we emphasize that we have not considered the growth of budget revenues, but
rather additional increase in revenues of the Latvian budget from tax revenues solely as a result
of the introduction of CIT deferral until distribution of profits by enterprises.
Having considered the effects of the introduction of CIT deferral until distribution of
enterprise profits on the additional increase in budget revenues in Latvia, we can draw the
following conclusions:
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1. In the first three years after the launch of the tax reform, CIT deferral in Estonia has
provided about 50 percent of the increase in additional tax revenues of Estonia’s budget;
2. In the following three years after decreasing the CIT rate in Latvia in 2002 – 2004 from
25 to 15 percent, the highest pace of increase in the collection of both CIT and all taxes in
general was recorded;
3. Introduction of CIT deferral until profit distribution by enterprises in Latvia will have a
long-term effect on additional growth in tax revenues in the budget of Latvia. In the first
year after the introduction of CIT deferral, additional annual tax revenues to the budget of
Latvia will amount from 10 to 18 million EUR depending on the scenario chosen. In the
third year, additional annual tax revenues will amount to 346 – 416 million EUR, in the
fifth year – 781–960 million EUR, and in the tenth year – 1,678–2,037 million EUR
depending on the scenario chosen;
4. The scenario, which includes large enterprises, will provide additional 1 billion 818
million EUR in tax revenues in 10 years. This scenario has a number of other advantages
compared to the scenario, which excludes large enterprises.

7.2. Results of the Forecast of Additional GDP Increment in Latvia
in Case of Introduction of Corporate Income Tax Deferral
In accordance with the calculation algorithms presented in the research methodology,
statistical data, as well as the data obtained in the course of study, we calculated the forecast of
the additional GDP increment in Latvia in case of the introduction of CIT deferral until
distribution of enterprise profits in Latvia. We made the forecast for two scenarios. In the first
scenario, CIT deferral until distribution of enterprise profits is applied to micro, small, mediumsized and large enterprises. The second scenario envisions the introduction of CIT deferral in
micro, small and medium-sized enterprises only. The results of the forecast of additional GDP
growth are displayed in Table 10. The calculation of the forecast of the additional GDP growth
in Latvia as a result of the introduction of the CIT deferral is presented in Appendix 15 (the first
scenario) and Appendix 16 (the second scenario). The forecasted figures of additional GDP
growth in Latvia as a result of the introduction of CIT deferral are calculated for each year
separately, and as the cumulative total for the time period from the first to the tenth year,
inclusive.
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Тable 10
The forecast of additional increase in GDP of Latvia in case of the introduction of the
corporate income tax deferral
Years

Micro, small, medium-sized and large
enterprises
Additional annual
increase in budget
revenues, m. EUR

1 year
2 year
3 year
4 year
5 year
6 year
7 year
8 year
9 year
10 year

34.37
491.29
1,391.53
2,429.91
3,212.57
3,885.75
4,580.91
5,299.60
6,043.50
6,814.39

Total increase in
budget revenues, m.
EUR

34.37
525.65
1,917.18
4,347.09
7,559.65
11,445.40
16,026.31
21,325.91
27,369.42
34,183.81

Micro, small and medium-sized
enterprises
Additional annual
increase in budget
revenues, m. EUR

61.07
441.78
1,157.94
1,980.83
2,615.28
3,171.23
3,747.55
4,345.69
4,967.23
5,613.82

Total increase in
budget revenues, m.
EUR

61.07
502.85
1,660.79
3,641.62
6,256.90
9,428.12
13,175.67
17,521.36
22,488.59
28,102.41

Source: Authors’ calculations

The results of our research show that the introduction of CIT deferral until distribution of
enterprise profits in Latvia will have a strong positive effect on the increase in the rate of GDP
growth in Latvia. In accordance with our calculated forecast, additional average annual GDP
growth in Latvia for ten years since the introduction of CIT until distribution of enterprise profits
in Latvia in the first scenario, if the CIT deferral includes large enterprises, will amount to 2.57
percent. In the second scenario, additional average annual GDP growth for a decade will amount
to 2.16 percent. In the tenth year, additional annual GDP growth in Latvia as a result of CIT
deferral until distribution of enterprise profits in the first scenario (including large enterprises)
will amount to 28.90 percent (6.8 billion EUR), while in the second scenario (excluding large
enterprises) – 23.81 percent (5.6 billion EUR). Note that in Estonia CIT deferral was applied to
all groups of enterprises. It is likely that it was done to ensure a stronger economic effect.
However, as we have already noted, the scenario which envisions applying CIT deferral to large
enterprises will have a number of benefits that will be justified in section 7.4.
In the previous sections of the study we have shown that we made the forecast of
additional GDP growth of Latvia in case of the introduction of CIT deferral, based on the
conservative variant of calculation. The facts which attest the conservatism of our calculations
are presented in Section 8.1. Concluding this section, we emphasize again that we made the
calculation of the forecast of not GDP growth in Latvia, but additional increase of Latvia’s GDP
as a result of CIT deferral until distribution of enterprise profits.
As a result of our calculations, we can draw the following conclusions:
1. Introduction of corporate income tax deferral until distribution of enterprise profits
in Latvia will have a significant effect on the development and growth of Latvia’s
economy. In this case, additional average annual GDP growth in Latvia will be in
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the range from 2.16 to 2.57 percent depending on whether corporate income tax
deferral will be applied to large enterprises;
2. Introduction of corporate income tax deferral until distribution of enterprise profits
in Latvia will have a long-term effect on the additional GDP increment.

7.3. Causes of Additional Increase in GDP and Additional Budget
Revenues with the Introduction of Corporate Income Tax
Deferral in Latvia
In Sections 7.1 and 7.2, we presented the forecast of additional increase in tax revenues in
the budget and additional GDP growth in case of the introduction of CIT deferral until
distribution of enterprise profits in Latvia.
In Section 7.1, we have also shown that the introduction of CIT deferral until distribution
of enterprise profits in Estonia has ensured about 50 percent increase in tax revenues in the
budget of Estonia within the first three years since the introduction of CIT deferral.
In the previous sections of our research, we have shown that the positive effects of the
introduction of CIT deferral in Estonia have sustained for 15 years and remain unabated and, in
some cases, have become even a little stronger.
We calculated the share of the possible effect as a result of the introduction of the CIT
deferral in Estonia on the change in the performance of enterprises, accumulated foreign direct
investment and unemployment in Estonia (Table 11).
Table 11
Share of the effect of the introduction of corporate income tax deferral on the change in
some indicators of enterprise activities, accumulated foreign direct investment and
unemployment in Estonia from 1999 (2000) to 2014 (2015)
No. Indicator
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

Minimum share of effect
(percent)
57.8%
77.3%
33.1%
39.3%
9.3%
38.4%
33.2%
73.0%
20.5%
47.6%

Total equity capital
Averaged equity capital per enterprise
Growth of total assets of enterprises
Density of enterprises
Total net turnover of active enterprises
Net turnover per inhabitant
Labor productivity
Profitability of Estonian enterprises
Accumulated foreign direct investment
Unemployment rate

Source: Authors’ calculations

The values of the possible effects of the introduction of CIT deferral in Estonia on the
performance of enterprises, accumulated foreign direct investment and unemployment rate were
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calculated as follows. Firstly, the difference between the figures of increase in indicators in
Estonia and Latvia for the examined periods was calculated. Second, we calculated the ratio of
the difference between the figures of increase in indicators in Estonia and Latvia to the figure of
increase in an indicator in Estonia before and after the 2000 tax reform. Labour productivity in
Estonia and Latvia has been calculated as the ratio of the total net turnover to the number of
workers aged 15 to 64.
The calculated figures of the possible effect of the introduction of CIT deferral in Estonia
on the indicators discussed in Table 11 may show some, in our opinion – minor, deviation up or
down. The cause of such possible deviations is that we cannot say that the difference in
increment (change) of the considered parameters was 100 percent attributable to the introduction
of CIT deferral in Estonia. The changes in indicators discussed in Table 11 in Estonia and Latvia
could occur under the influence of some other factors, not necessarily the same for Latvia and
Estonia, as well as the different ratios of impact of the same factors. However, Masso et al.
(2011) presented arguments on the basis of which they concluded that the comparison of the
differences in the magnitude of performance between Estonia and Latvia is an objective method
to determine the value of the effects of the introduction of CIT deferral in Estonia (shown in
more detail in Section 4.4). After analyzing the arguments presented by Masso et al. (2011), we
agree with both these arguments and conclusions. In addition, there are several arguments in
favor of the correctness of the comparison of the changes in the indicators in Estonia before and
after the tax reform and the comparison of these changes with the changes in similar indicators in
Latvia. First, in the analysis of the changes in indicators taking place since 2000 (the year of the
beginning of the CIT reform in Estonia) discussed in Table 11 we identified the coincidence in
the time when significant changes in the indicators under consideration started to occur. Second,
we revealed that it was the year of introduction of CIT deferral in Estonia when almost all
Estonian indicators addressed by us increased significantly in value (or growth rate) with respect
to the changes in similar indicators of Latvia. Third, the data of our review of research on the
influence of tax policy and tax burden attest significant effects of tax policy and tax burden on
the indicators we have discussed.
Note that the data shown in Table 11 are not the main purpose of the study and are not
used in the calculation of the forecast of the increment in additional tax revenues and GDP
growth in Latvia. However, the data presented in Table 11 can be a starting point both for a
scientific discussion and the application of other methods to calculate the parameters considered.
Moreover, our calculations allow us to make predictions on the main indicators and the figures
they can reach, as well as to consider what factors may ensure the accelerated economic growth
and increased budget revenues in case of the introduction of CIT deferral in Latvia. Let us
consider how the change in the number of the above-mentioned indicators affects the economic
growth of the state.
One of the founders of the concept of “macroeconomic multiplier” Richard Kahn (1931)
noted that any new spending or investment after the primary effects consistently provides the
secondary, tertiary, and so on effects, including many other related areas. Masso and Merikull
(2011) also find that in addition to direct effects of the changes in the tax regime in Estonia, there
are various indirect effects. Paul Samuelson (1939) pointed out that his proposed model of the
multiplier-accelerator, also known as Hansen-Samuelson model, includes the theory of
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investment accelerators. According to Paul Samuelson’s view, an increase in the actual amount
of investment leads to GDP growth (The Acceleration Principle). Funke and Strulik (2003)
found that the introduction of the CIT deferral until distribution of profits by enterprises creates a
chain reaction in the whole Estonian economy to the point until it reaches a new level of wellbeing.
We consider that the high rates of increase in GDP and additional tax revenues with the
introduction of CIT deferral until distribution of enterprise profits are the result of the following
economic responses, effects and cause-effect relationships:
1. There is a significant increase in the amount of financial resources left at the disposal of the
enterprises as a result of the introduction of CIT deferral until distribution of enterprise
profits.
2. As a consequence of a significant increase in the value of both equity capital and financial
resources at the disposal of the enterprises, the activity and efficiency of enterprises increase,
the enterprise access to external financing also improves.
3. As a result of the moderate tax rates, stable fiscal policies and introduction of the investment
stimulating tax regime, the level of the country’s attractiveness for business grows. As a
consequence, there is an increase in the inflow of domestic and foreign investment, as well
as a decrease in the outflow of residents’ (legal entities and individuals) capital.
4. Expansion of activities of the existing enterprises and growth of entrepreneurial and
investment activity, i.e. creation of new enterprises and additional investment in existing
enterprises, lead to the increase in GDP and a number of other macroeconomic indicators.
5. Additional revenues in the budget are a secondary effect, which depends on the
qualitative and quantitative growth of the enterprises and on the investment activity of
the enterprises and individuals investing in the capital of enterprises. It is acceleration of
qualitative and quantitative growth of enterprises that leads to a significant increase in tax
revenues in the budget. Accelerated qualitative and quantitative growth of enterprises is
subject to a stable and supportive investment tax policy and a moderate tax burden, which
characterize the level of country’s attractiveness for investment. In addition, the fiscal effect
is promoted by the growing level of tax morale – lowering of the tax burden, introduction of
investment stimulating tax regimes and implementation of stable fiscal policy result in the
significantly reduced level of the shadow economy.
6. Additional tax revenues in the country budget allow for additional public investment in
development and improvement of infrastructure. This will have a positive impact on the
entrepreneurial activity and the attractiveness of the country for business. As a result of
additional revenues it is possible to increase funding of social services, which in its turn,
improves the quality of human capital, raises the employment rate, which, consequently,
promotes further increase in private investment.
For greater clarity, we have developed a flow chart of economic responses and effects that
arise as a result of CIT deferral until distribution of profits by enterprises (Figure 18). The chart
shows the sequence and causal relationships between the responses and effects that result in a
chain reaction that ensures a significant increase in the performance of enterprises, as well as
additional growth of GDP and additional tax revenues in the state budget.
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Figure 18. The flow chart of economic effects arising as a result of the introduction of CIT
deferral until distribution of profits by enterprises.
Source: Elaborated by the authors

These economic responses and effects repeat cyclically, thus the economic effects increase,
as each new cycle begins at a higher level. In other words, a consequent economic growth occurs
not on the basis of the effect at the end of the first cycle, but on the basis of the effect at the end
of each subsequent cycle as in the case of compound interest. That is, the economic growth
occurs in accordance with the multiplier effect on investment substantiated by John Keynes in
1936 (Keynes, 2003).
We believe that the effect of multiplier-accelerator enhances due to the cumulative effect
resulting from interrelationship of the shown economic responses and effects.
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The economic responses, effects and cause-effect relationships we have revealed in this
section indicate the reason for such a significant additional growth of financial and economic
indicators at the micro and macro levels in the event of the introduction of the CIT deferral until
distribution of enterprise profits.
Considering the findings presented in this Section, we can draw the following conclusions:
1. It is the qualitative and quantitative growth of enterprises that leads to additional
growth of GDP and further increase in tax revenues in the budget (subject to a
stable and investment supportive tax policy and moderate tax burden characterizing
the level of country’s attractiveness for investment);
2. Additional revenues in the budget from tax revenues is the secondary effect, which
depends on the qualitative and quantitative growth of the enterprises and the
investment activity of enterprises and individuals in the capital of certain
enterprises.

7.4. Reasons to Apply Corporate Income Tax Deferral to Large
Enterprises in Latvia
In our opinion, the only relative disadvantage of the scenario, in which CIT deferral is
applied not only to micro, small and medium-sized enterprises, but also to large enterprises, is
the probability that under this scenario additional total tax revenue in Latvia in the first year after
the introduction of CIT deferral will be smaller by eight million EUR. To some extent, it is not
even a disadvantage, but a possible loss of additional 8 million EUR in the budget, which will
pay off (back to the budget) already in the second year after the introduction of CIT deferral in
Latvia. As we have already shown in Section 7.1, for the ten-year period the scenario where the
introduction of the CIT deferral will apply to large enterprises, will provide additional revenues
from tax revenues in quadruple, amounting to 1 billion 818 million EUR. That is, the average
annual profit (extra income) in Latvia’s budget if the first scenario is selected will amount to 181
million EUR. Apparently, from the perspective of the medium and long term economic
efficiency, the choice of the scenario with the application of the CIT deferral to the large
enterprises is obvious. Such payback period and return on capital is a dream of the vast majority
of entrepreneurs. In addition to the economic effects in the medium and long term perspective,
we have a number of arguments supporting the advisability and correctness of application of the
CIT deferral to the large enterprises.
Firstly, as we have shown in the research, the effects of the 2000 tax reform in Estonia
have sustained for 15 years already and do not lose their strength. This fact indicates that when
choosing the first scenario offered by us with the provision of the CIT deferral to large
enterprises in Latvia and in the followed-up period after the decade from the introduction of CIT
deferral the higher rates of GDP increment and additional tax revenues to the budget will be
provided. Second, large enterprises in Latvia also need to increase their competitiveness, both in
comparison with Estonian enterprises and in the European and global markets. Reducing the tax
burden and increasing financial resources remaining at the disposal of enterprises will decrease
production costs of large Latvian enterprises, increase their financial stability, as well as provide
them with a level playing field in competition with Estonian enterprises. This will be a
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significant factor in increasing the competitiveness of large Latvian enterprises both among the
Baltic States and on the global scale.
Third, the non-inclusion of large enterprises in the scheme of CIT deferral will
complicate tax administration, which will be different for different groups of enterprises. Fourth,
30.7 percent of large enterprises in Latvia are unprofitable. The share of unprofitable large
enterprises in Latvia is only 8.2 percentage points lower than the share of unprofitable mediumsized enterprises, indicating a lack of financial resources, low level of financial stability and the
lack of investment potential of the large Latvian enterprises. Comparative analysis of the share of
profitable enterprises, the value of CIT paid per a profitable enterprise, the number of enterprises
submitting annual reports and the value of CIT paid by micro, small, medium-sized and large
Latvian enterprises in 2014 is presented in Table 12.
Table 12
Figures of corporate income tax payment and the share of profitable enterprises in Latvia
in 2014
Groups of
enterprises

Value of corporate
income tax paid
(EUR)

Micro
Small
Mediumsized
Large

67,655,334
79,919,868
75,983,881
74,486,795

Number of
enterprises
submitting annual
reports
92,030
8,498
1,480

Share of
profitable
enterprises
22.9%
50.5%
61.1%

Average value of
corporate income tax
paid per a profitable
enterprise (EUR)
3,203
18,625
83,960

202

69.3%

532,048

Source: Authors’ calculations based on the data of Lursoft, 2016

Fifth, the non-inclusion of large enterprises in the scheme of CIT deferral will create
inequality among different groups of enterprises. World Bank experts (LETA, 2016c) state that
levying tax on revenues of enterprises in Latvia is too complicated and that distorts the tax
system and creates inequality. Sixth, after analyzing of a proportion of CIT share that each of the
groups of enterprises under consideration pays to the budget of Latvia, it appears that large
enterprises pay only 25 percent of CIT compared to the enterprises under research. Shares of CIT
paid by micro, small, medium-sized and large enterprises in Latvia are shown in Figure 19.
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Figure 19. Shares of corporate income tax paid by micro, small, medium-sized and large
enterprises in Latvia in 2014.
Source: Authors’ calculations based on the data of Lursoft, 2016

Seventh, the inclusion of large enterprises in the scheme of CIT deferral will improve the
satisfaction of the owners and top management of large enterprises with the tax policy.
Accordingly, it should positively affect the tax morale, which in turn will reduce the level of the
shadow economy, as well as reduce the likelihood of full or partial transition of large enterprises
to other tax jurisdictions. Eighth, the introduction of the CIT deferral for large enterprises will
provide additional number of large enterprises from other countries moving to Latvia.
Non-inclusion of large enterprises in the case of introduction of CIT deferral may
contribute to the decentralization and fragmentation of large enterprises, implemented with an
aim to become eligible for CIT deferral until distribution of enterprise profits. While the existing
medium-sized enterprises, which according to European classification performance are close to
the large enterprises, will have no stimulus to become large enterprises.
After consideration of the reasons to apply CIT deferral until distribution of enterprise profits
to large enterprises in Latvia, we can draw the following conclusion:
1. With the introduction of corporate income tax deferral until distribution of
enterprise profits in Latvia it is advisable to apply the corporate income tax deferral
to all groups of enterprises, including large enterprises.
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7.5. Main Conclusions of Chapter 7
In Chapter 7, we examined our calculated forecast of additional GDP increment and
additional budget revenues from tax revenues in Latvia in case of the introduction of CIT
deferral until distribution of enterprise profits.
We find that in case of the introduction of CIT deferral in Latvia, strong positive effects on
both additional GDP growth and additional increase in tax revenues in the budget of Latvia are
expected. In accordance with our forecast, in the first year after the introduction of CIT deferral,
additional annual tax revenue in Latvia will be in the range from 10 to 18 million EUR
depending on the scenario chosen. In the third year, additional annual tax revenues will amount
to 346 – 416 million EUR, in the fifth year – 781–960 million EUR, and in the tenth year – from
one billion 678 million EUR to two billion 37 million EUR depending on the scenario chosen.
Our calculations show that additional average annual GDP growth in Latvia for ten years
after the introduction of CIT deferral until distribution of enterprise profits in Latvia under the
first scenario including large enterprises will amount to 2.57 percent, while under the second
scenario excluding large enterprises – 2.16 percent.
In view to obtain the highest value of the effects and for other reasons, shown in detail in
Section 7.4, we consider that with the introduction of CIT deferral it is advisable to introduce
CIT deferral for all groups of enterprises, including large enterprises.
After considering in Section 7.3 the sequence and interrelationship of economic responses
and effects that occur with the introduction of CIT deferral, we found that such a significant
growth at the micro and macro levels is the result of a chain, cyclically repeating reaction
resulting from activation of the entire economy and interrelations of economic responses and
effects.
We have also made conclusion that the growth of budget revenues from the increase in tax
revenues is not the primary, but the secondary effect, which depends on the qualitative and
quantitative growth of enterprises and on the investment activity of enterprises and individuals
(investment to capital of certain enterprises). It is the qualitative and quantitative growth of the
enterprises that leads to the increase in tax revenues in the budget. In turn, a considerable
qualitative and quantitative growth of enterprises is possible provided a stable and supportive
investment tax policy and a moderate tax burden characterizing the level of the country’s
attractiveness for entrepreneurial activity and investment.
More detailed findings on each of the issues are presented in the conclusion of each section
of Chapter 7.
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8. Checking the Results and Evaluation of the Level of
Conservatism of the Forecast of Additional GDP Growth and
Additional Tax Revenues in the Budget of Latvia
In any forecasts, it is desirable to evaluate the level of conservatism of the forecast, as well
as to check the forecast using alternative valuation methods. In this chapter, we substantiate why
we believe our forecast of additional GDP growth and additional tax revenues in the budget of
Latvia is conservative. In section 8.2 we present the results obtained when checking the results of
our forecast by an alternative method of calculation.

8.1. Evaluation of the Level of Conservatism of the Forecast of
Additional GDP Growth and Additional Tax Revenues in the
Budget of Latvia
In designing research methodology, we had to decide whether we should calculate the
forecast of additional GDP growth and additional tax revenues in the budget of Latvia in case of
the introduction of CIT deferral adopting a conservative or optimistic approach. We could
calculate the number of forecast variants depending on the level of conservatism. However, we
decided to calculate only the conservative forecast variant because, in our opinion, the adoption
of fiscal decisions on the basis of calculations based on the optimistic scenario seems to us too
risky for the planning of the state budget revenues. In addition, we did not want to unnecessarily
complicate the research, given that we have calculated and presented the forecasts for two
scenarios of introducing CIT deferral: the scenario envisioning CIT deferral for all groups of
enterprises and the scenario including only micro, small and medium-sized enterprises.
Conservatism of our forecasted calculation of additional GDP growth and additional
budget revenues in Latvia in case of introducing CIT deferral until profit distribution by
enterprises is based on the following assumptions and facts:
1. In our calculations, we have not considered a series of secondary factors listed in the
Section of research methodology. However, it is obvious that these factors disregarded in
the calculation of our forecast positively affect the growth of additional budget revenues
and additional GDP growth;
2. Using in our calculations, the figures of growth in the net turnover of enterprises in
Estonia for the time period from 2011 – 2014, but not for longer periods or not for a
longer period more objectively reflect the currently existing trends in the economies of
Estonia and Latvia;
3. Using in the calculations, the forecast of annual average growth in the total net turnover
of Estonian enterprises over four years, rather than the figure for the shorter period,
eliminates the possibility that the results of our forecast are influenced by annual
fluctuations of the input indicators;
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4. Making the forecast, we used the reduction factor of 0.85, that is, we used in the
calculations not 100 percent growth in the net turnover of Estonian enterprises, but only
85 percent of the average annual increase;
5. Calculating the forecast, we have assumed that the level of the shadow economy due to
introduction of CIT deferral and stable tax policy will decrease only by 1.8 percentage
points in ten years, although the research data of Putniņš and Sauka (2016) show that the
average annual difference between the level of involvement of Estonian and Latvian
enterprises in the shadow economy in the years 2009 – 2015 was 10.4 percentage points.
6. In our forecast of the growth in additional tax revenues in the budget of Latvia, the
annual rate of growth of additional general tax revenues in the budget makes up 14.5
percent, although the average annual growth rate of the total tax revenues after CIT rate
cut in Latvia in 2002 – 2004 from 25 to 15 percent in the period from 2005 to 2008
(before the financial crisis) amounted to 22.6 percent;
7. In our forecast of the growth of additional tax revenues in the budget of Latvia in the first
three years after the introduction of CIT deferral the expected value of additional tax
revenues is 8.1 percent, although in the first three years after the introduction of CIT
deferral in Estonia the growth of the total tax revenues to the budget of Estonia amounted
to 38.7 percent;
On the basis of the above presented provisions and facts applied in the calculation of the
forecast of additional GDP growth and additional tax revenues in the budget of Latvia in
case of the introduction of CIT deferral, we believe that our calculated forecast results are
conservative.

8.2. Checking Results of the Forecast of Additional GDP Growth in
Latvia Using an Alternative Method
To check the results of our forecast of additional GDP growth in Latvia, we have used an
alternative methodology. Since in the current study we have assumed that the correlation
between GDP and budget revenues remains unchanged, this method is valid for the evaluation of
the volume of the increase in additional tax revenues in the budget of Latvia. We used two
indicators for the calculation. The first indicator is the ratio (multiplier) of the amount of
additional investment and economic growth of the country. In Section 1.5 herein we showed the
extent of the effects of additional investment on GDP growth. Based on the data presented in
Section 1.5, to check the results of our forecast of additional GDP growth in Latvia, we applied
the multiplier factor of 2. The second indicator is the data on the value of additional investment
growth of Estonian enterprises as a result of the introduction of CIT deferral until distribution of
enterprise profits in Estonia.
To calculate the value of the growth rate of additional investment of Estonian enterprises
as a result of the introduction of CIT deferral in Estonia we have used the data of Masso and
Merikull (2011) that in the first four years after the launch of the 2000 tax reform the increase in
investment of Estonian enterprises amounted to 20 percent. Based on these data, the average
annual value of the increase in investment volume of Estonian enterprises has made up 5 percent
a year.
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To check the level of conservatism of these data, as well as to justify correctness of using
this data for later periods (2011 – 2014), we have compared the data on the growth of equity
capital of the totality of Estonian enterprises during this period with the data for the period from
2000 to 2003. In the period from 2000 to 2003, the average annual growth rate of the total equity
capital of Estonian enterprises amounted to 19 percent and in the period from 2011 to 2014 the
average annual increase amounted to 15 percent. On the one hand, it is not obvious that in the
considered period the Estonian enterprises directed the full amount of increase in equity capital
to investment and not to replacing the structure of liabilities of enterprises. On the other hand, in
addition to the increase in the equity capital, additional financial resources obtained from the
introduction of CIT deferral remain available to Estonian enterprises. These additional financial
resources obtained by the Estonian enterprises as a result of the introduction of CIT deferral are
the cause that allows Estonian enterprises to attract additional funding from external sources,
which has undoubtedly increased the investment potential of Estonian enterprises (shown in
details in Section 5.5). Based on the above mentioned arguments, we believe the data of Masso
and Merikull (2011) on the volume of investment of Estonian enterprises during the period 2000
– 2003, which we have used in the calculation of the check method, are conservative enough.
The results of comparison of our forecast of additional GDP increment in Latvia with the
data obtained by the check method are shown in Table 13.
Table 13
Comparison of the figures of additional GDP growth in Latvia in case of the introduction
of corporate income tax deferral until distribution of enterprise profits obtained by the
primary and check method
Calculation methods
Primary method (scenario including large enterprises)

Additional annual
GDP growth



Forecasted additional annual increase in the net turnover of Latvian
enterprises is 6.46%
Primary method (scenario excluding large enterprises)


Forecasted additional annual increase in the net turnover of Latvian
enterprises is 6.46%

Check method
Value of the multiplier (the ratio of investment growth to GDP growth) is 2

2.57%

2.16%
2.50%

Source: Authors’ calculations

Comparing the results of our forecast of additional GDP growth in Latvia in case of the
introduction of CIT deferral with the results obtained with the use of the check method, we can
conclude that the results of the primary and check method differ insignificantly. In the scenario
when CIT deferral is introduced for all groups of enterprises including large enterprises, the
results of our calculated forecast turned out to be 0.07 percentage points higher than applying the
check method. In the scenario when CIT deferral is applied only to micro, small and mediumsized enterprises, the figures of our calculated forecast turned out to be 0.34 percentage point
lower than in the check method.
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Having compared the figures of the forecast we made with the figures calculated with the
use of the check method, we can conclude that our forecast of additional GDP growth in Latvia
and the additional increase in budget revenues in case of the introduction of CIT deferral until
distribution of enterprise profits has a high degree of reliability.

Conclusion
As a result of our study, we can conclude that the introduction of CIT deferral is
anefficient tax incentive aimed at addressing specific economic and social goals. Fifteen-year
experience of Estonia after the launch of CIT deferral until profit distribution by enterprises
clearly demonstrates the feasibility of using this form of tax incentives.
The introduction of CIT deferral until distribution of enterprise profits complies with all
EU tax regulations (Sorainen, 2015). The example of the introduction of CIT deferral in Estonia
confirms that there are no legal obstacles for adopting the scheme implying the transfer of CIT
from the earned profits to the profits distributed by enterprises in Latvia.
The data presented in the research strongly suggest that the introduction of CIT deferral in
Estonia has provided for a significant increase in the growth of indicators considered in the
research within fifteen-year period. The Tax Foundation (Tax Foundation, an independent tax
policy research organization based in the USA, 2015) also notes that the most important
competitive advantage of the tax system of Estonia is its CIT.
Note that the positive results in the Estonian economy at the micro and macro levels have
been reached despite the fact that with the introduction of CIT deferral the effective CIT rate has
decreased 2 times (Masso et al., 2011). Despite such a significant improvement of the tax
environment for Estonian enterprises, the CIT rate, which amounted to 26 percent in 1996 –
2004, has been reduced in stages to 20 percent by 2015. The continued decrease in tax burden in
Estonia after the 2000 tax reform can be evaluated as understanding of the effectiveness of tax
incentives for enterprises and entrepreneurial activities and effectiveness of application of
moderate tax burden to attract Estonian and foreign investors. The attraction of domestic
investors is facilitated by the fact that in Estonia, in contrast to Latvia, the dividend income of
individuals is not taxed. This may encourage individuals to invest in specific enterprises, rather
than in the stock market instruments and other financial instruments that do not affect or very
moderately affect the development of the Estonian economy. The results of CIT deferral
introduced in Estonia in 2000 and further reduction of CIT rates suggest that the Estonian
government has practically proven the correctness of the views of the researchers we have
mentioned in the research that the lower tax rates and broader tax base provide for higher tax
collection. That is, the Estonian government by significantly reducing the tax burden on the
enterprises, in projecting tax revenues to the state budget has applied not arithmetic, but
economic approach, thus practically confirming the theoretical principles of an optimal tax
burden proposed by Arthur Laffer (2004). Perhaps that is why the Tax Foundation, which is an
independent tax policy research organization headquartered in the USA, in 2015 for the second
time in a row ranked the Estonian tax system the second among all OECD countries (Tax
Foundation, 2015).
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Results of our forecast show that already in the first year after the introduction of CIT
deferral until distribution of enterprise profits in Latvia, additional annual tax revenues will reach
from 10 to 18 million EUR depending on the scenario chosen. The increase in additional tax
revenues in the third year will amount to 346 – 416 million EUR, in the fifth year – 781–960
million EUR, and in the tenth year – form one billion 678 million EUR to 2 billion 37 million
EUR depending on the scenario chosen. The average annual increase in additional tax revenues
in the budget of Latvia for a ten-year period since the introduction of CIT deferral will be from
840 million EUR to one billion 21 million EUR depending on the scenario chosen.
Our calculations show that the additional average annual GDP growth in Latvia for ten
years after the introduction of CIT deferral until distribution of enterprise profits in Latvia under
the first scenario, when CIT deferral is applied to large enterprises, will amount to 2.57 percent.
Under the second scenario, excluding the CIT deferral for large enterprises, the annual average
GDP growth in ten years will amount to 2.16 percent.
The research has shown the causes of additional increment in GDP and budget revenues of
Latvia from additional tax revenues in case of the introduction of CIT deferral and concluded
that the growth of additional revenues in the budget is the secondary effect. That is, the increase
in tax revenues in the budget depends on the qualitative and quantitative growth of the
enterprises and on the investment activity of domestic and foreign enterprises and individuals in
the form of investment to the capital of particular enterprises.
In our research we also concluded that a significant increase in financial and economic
indicators at the micro and macro level with the introduction of CIT deferral is ensured by the
fact that the economic responses and effects repeat cyclically. Accordingly, the economic effects
not just increase, but multiply. This means that the economic growth occurs not on the basis of
the effect at the end of the first cycle, but on the basis of the cumulative effect of all subsequent
cycles. That is, the increase in indicators occurs according to the Theory of Multipliers
introduced by John Keynes in 1936 (Keynes, 2003). We believe that the effect of multiplier,
multiplier-accelerator and investment accelerator (according to the theory of Paul Samuelson,
1939) is further enhanced due to the cumulative effect resulting from the interrelation of
economic responses and effects considered in the research.
The above outlined theoretical propositions justify the reasons why the introduction of the
CIT deferral until distribution of profit by enterprises provides positive changes in terms of
employment level and has a positive effect on increasing entrepreneurial and investment activity
and other indicators considered in the research.
Miranda Stewart (2002) finds that the tax reform should help reduce disparities between
countries in the context of globalization. The economy of Latvia as of 2016 can be characterized
as a catching-up economy (European Commission, 2016). Our data on the rate of growth of
accumulated foreign direct investment and equity capital of enterprises in Estonia indicate the
advisability to use CIT deferral in the catching-up economies or countries, which are planning
the target change in the capital structure of the enterprises and increase in investment activity.
According to Vyacheslav Dombrovskis (2016b), in order to reach the average figures of the EU
economy with the current rate of economic growth, Latvia will need about 50 years. The results
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of the forecast we made show that the introduction of CIT deferral until distribution of enterprise
profits can shorten this period 2-3 times on average.
Introduction of CIT deferral until distribution of enterprise profits is also topical for Latvia
due to the fact that in the medium term the funding of Latvian projects from the European funds
and programs may be terminated or significantly reduced. Our data suggest that the transfer of
CIT payment from the earned to the distributable profits will allow fully compensating the
termination of the funding of Latvian projects by the European funds and programs due to the
increase in investment activity of Latvian enterprises and increased foreign direct investment.
In our opinion, the transition from taxation of the earned profits to taxation of the profit
distributable for dividends is an economic incentive for private enterprises not to distribute, but
to reinvest the earned profit. Economic incentives in most cases act more effectively than
administrative measures. Results of the introduction of CIT deferral until distribution of
enterprise profits and consequent reduction in CIT rates in Estonia suggest that economic
incentives are effective in encouraging and promoting the development and investment activity
of enterprises, as well as facilitating entrepreneurial activity. By providing the CIT deferral for
not distributed profit of the enterprises, the government with the help of economic incentives
provides a psychological impact and, to some extent, uses a pedagogical approach, giving a
signal to private businesses that the main vector should be development rather than distribution.
Based on the performance results studied in the research, it seems obvious that the
government and the Parliament of Latvia must in a fairly short period of time take extraordinary
measures to activate a substantial increase in economic activity of enterprises and entrepreneurial
activity as a whole. These measures should ensure a significant intensification of investment
activity of domestic and foreign investors. The results of our study suggest that such a measure
could include the introduction of CIT deferral until distribution of enterprise profits in Latvia.
The fifteen-year experience of implementing this tax policy in Estonia indicates that the support
provided to enterprises through a favorable tax regime and moderate tax rates has significantly
improved the performance of enterprises, increased entrepreneurial and investment activity.
We note again that the support of the planned reform by entrepreneurs is a very important
factor in ensuring success of any tax reform and tax policy. According to Reiljan and Oja (2007),
and a number of other data presented in the study of Masso et al. (2010), the business community
in Estonia is satisfied with the existing regime of corporate income taxation. Putniņš and Sauka
note that Latvian enterprises are not satisfied with the tax policy implemented in Latvia, which,
according to their opinion as well as the opinion of other researchers, negatively affects the level
of involvement of the Latvian enterprises in the shadow economy.
According to our data, the Latvian Chamber of Commerce and Industry, Latvian
Employers’ Confederation and a number of other business organizations and enterprises believe
that Latvia should introduce CIT deferral until distribution of enterprise profits. Latvian
scientists (Dombrovskis and Gubins, 2016; Ketners and Petersone, 2014; Vitola and Soopa,
2011) also point at the advisability of the introduction of CIT deferral. That is, entrepreneurial,
scientific and economic communities consider it necessary to introduce CIT deferral until
distribution of enterprise profits in Latvia.
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Based on the research findings, it can be concluded that the introduction of CIT deferral
until distribution of enterprise profits in Latvia will be an essential factor promoting economic
growth of Latvia, as well as a source of additional tax revenues in the budget.
The data and arguments for the debate on the tax policy and tax burden have been
presented. The question whether the next change in the tax policy in Latvia will be based on the
economic effects the tax rates have on budget revenues or the preference again will be given to
the arithmetic effect of tax rates on the value of revenues remains at the discretion of the Latvian
government. If the arithmetic effect is chosen, a tax experiment will take place in Latvia once
again, which will result in an unsuccessful attempt to prove the fallacy of the known economic
theories.

Notes on Feasibility to Extend Corporate Income Tax Deferral to
State-Owned and Municipal Enterprises, and Financial Sector
Enterprises
We have not found research and data on the positive (or negative) implications of the
introduction of CIT deferral until distribution of enterprise profits in Estonia in the state-owned
and municipal enterprises, as well as the enterprises of the financial sector. Therefore, as well as
for the reasons given below, we do not have sufficient arguments to prove feasibility of the
introduction of the CIT deferral until distribution of enterprise profits in these groups of
enterprises. One of the reasons not to provide the opportunity of CIT deferral to the enterprises
with participation of state and municipal capital may be the fact that the state-owned enterprises,
to a large extent, may have other goals than private enterprises. In many cases, state-owned and
municipal enterprises in Latvia function to prevent privatization of strategic facilities, or perform
other specific functions (e.g., Latvijas valsts meži, LDZ Cargo, Latvijas Pasts, Rīgas siltums, and
several others). Another reason is that the decision on the share of profits distributed for
dividends in the state-owned enterprises in Latvia often depends not on the economic viability of
the enterprise, but on the financing needs of the state budget. This means that the enterprises
with participation of state and municipal capital cannot make decisions to reduce the share of
profit distributable for dividends for the sake of enterprise development.
We do not suggest introducing CIT deferral until distribution of enterprise profits in the
enterprises of financial sector as this solution does not offer any obvious benefits for the Latvian
economy at present. The majority of financial institutions, such as banks and their subsidiaries,
as a rule, have sufficient access to financial resources. Some financial institutions, such as risk
capital funds, finance their activities not at the expense of the earned profits, but raising funds
from investors. However, when assessing the feasibility of the introduction of CIT deferral in the
enterprises of the financial sector of the economy, it is necessary to take into account such a
factor as tax competition among countries. For example, Estonia was chosen as the location of
the registered office of the parent bank during the merger of the Latvian branch of Nordea and
DNB Bank in 2016 – 2017. A more favorable tax system in Estonia was mentioned as one of the
main arguments substantiating this decision (LETA, 2016d). It is possible that in case of
providing CIT deferral to the enterprises of the financial sector, the losses or not received budget
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revenues from tax payments on income tax from employees, social insurance contributions and
other benefits from the lost or not created jobs in the financial sector will be significantly greater
than the value of budget revenues from CIT not collected from the undistributed profit. These
arguments actualize the need for further evaluation of the advisability of the introduction of CIT
deferral in the enterprises of the financial sector as well.
Undoubtedly, the existence of a unified system of CIT payment applicable for all
categories of enterprises including state-owned and municipal enterprises, as well as the
enterprises of the financial sector, is beneficial as a way to reduce administrative burden on the
State Revenue Service. But this reason is probably not substantial enough to justify the
application of CIT deferral until distribution of enterprise profits for the enterprises with the
participation of state and municipal capital and the enterprises of the financial sector.

Areas for Further Research
We consider it advisable to continue studying possible effects of CIT deferral until
corporate profits distribution on the following factors. First, it is necessary to study the effects of
the CIT deferral until corporate profits distribution on foreign direct investment in the capital of
enterprises. Second, it seems necessary to examine the feasibility of introduction of CIT deferral
until corporate profits distribution for state-owned and municipal enterprises, as well as for the
enterprises working in the financial sector. Third, it may be of great interest to examine the
extent to which the introduction of CIT deferral can affects the value of changes in various
performance indicators of the enterprises, such as labor productivity, increase in exports, and
decrease of the level of the shadow economy. Fourth, it may be useful to address such issue as
the life cycle of micro, small, medium-sized and large enterprises in the context of the value of
total tax burden, as well as the presence of correlation between the amount of the authorized and
equity capital and the length of the life cycle of enterprises.
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Appendices
Appendix 1
Total equity capital of active Estonian and Latvian enterprises, mln. Euro
Year

Equity capital of enterprises Equity capital of enterprises
(Estonia), mln. Euro
(Latvia), mln. Euro

1996

1 968.83

2 802.8

1997

2 751.56

3 551.3

1998

4 068.63

4 094.4

1999

4 868.83

4 383.5

2000

5 632.75

4 708.2

2001

6 867.59

5 335.8

2002

7 397.64

5 852.6

2003

9 753.10

6 478.7

2004

13 164.04

7 754.8

2005

14 311.13

8 557.2

2006

19 607.23

10 496.5

2007

23 220.30

13 733.9

2008

22 723.75

14 334.0

2009

27 779.08

11 857.8

2010

22 873.72

12 598.5

2011

28 122.68

14 151.8

2012

33 293.23

15 322.7

2013

33 939.45

17 020.5

2014

40 070.57

19 237.4

Source: Developed by the authors based on the data of the Centre of Registers and Information Systems of
Estonia, 2016 and Lursoft, 2016
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Appendix 2
Changes in average equity capital of active enterprises in Estonia and Latvia in 1996-2014
(thous. Euro)
Average equity capital per enterprise Average equity capital per
Years
(Estonia), thous. Euro
enterprise (Latvia), thous. Euro
157.506
140.351
1996
136.020
156.348
1997
155.161
150.767
1998
160.206
138.921
1999
159.424
136.086
2000
178.134
138.661
2001
175.096
142.208
2002
210.828
149.015
2003
257.679
168.924
2004
253.375
171.722
2005
304.744
185.950
2006
333.745
223.781
2007
302.419
196.249
2008
343.715
159.802
2009
263.343
161.137
2010
296.390
163.316
2011
317.662
161.439
2012
303.177
165.119
2013
347.202
181.387
2014
Source: Developed by the authors based on the data of the Centre of Registers and Information Systems of
Estonia, 2016 and Lursoft, 2016
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Appendix 3
Coefficient of financial independence in Estonia and Latvia in 1996-2014, %
Coefficient of financial
independence (ratio of equity
capital to total liabilities),%
Years
(Estonia)
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014

Coefficient of financial
independence (ratio of equity
capital to total liabilities),%
(Latvia)

47.5%
41.4%
41.3%
42.5%
41.6%
42.2%
40.0%
43.5%
45.9%
46.8%
47.7%
47.8%
46.1%
49.8%
49.0%
51.3%
52.1%
52.7%
47.1%

48.7%
48.5%
45.6%
43.6%
42.5%
39.3%
39.7%
38.8%
38.7%
33.6%
30.4%
29.4%
27.2%
24.2%
25.2%
27.0%
27.4%
29.7%
32.4%

Source: Developed by the authors based on the data of the Centre of Registers and Information Systems of
Estonia, 2016 and Lursoft, 2016
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Appendix 4
Number of active enterprises in Estonia and Latvia from 1996 to 2014
Number of active enterprises
Years

Estonia
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014

Latvia
12500
20229
26222
30391
35332
38553
42249
46261
51087
56482
64340
69575
75140
80820
86859
94884
104807
111946
115410

19970
22714
27157
31554
34597
38481
41155
43477
45907
49832
56448
61372
73040
74203
78185
86653
94913
103080
106057

Source: Developed by the authors based on the data of the Centre of Registers and Information Systems of
Estonia, 2016 and Lursoft, 2016
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Appendix 5
Number of registered and liquidated enterprises in Latvia (LLC, JSC, limited partnerships
and general partnerships) for the period from 1999 to 2015

Year
Registered
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015

Liquidated
6 213
6 541
6 394
4 847
5 546
7 417
8 881
11 322
12 074
9 041
7 286
12 004
16 931
15 857
15 480
14 163
12 673

1 093
1 396
1 203
1 684
1 619
2 767
4 280
1 697
9 705
3 347
4 016
7 467
2 330
2 822
2 658
3 717
6 388

Difference between the figures of annual
registration and liquidation of
enterprises (net registration)
5 120
5 145
5 191
3 163
3 927
4 650
4 601
9 625
2 369
5 694
3 270
4 537
14 601
13 035
12 822
10 446
6 285

Source: Developed by the authors based on the data of the Register of Enterprises of the Republic of Latvia, 2016
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Appendix 6
Density of active enterprises in Estonia and Latvia from 1999 to 2014
Year
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014

Density of active enterprises
Estonia
8.77
14.39
18.82
22.03
25.21
27.68
30.54
33.64
37.39
41.57
47.63
51.81
56.14
60.51
65.15
71.36
79.09
84.8
87.71

Latvia
8.09
9.29
11.22
13.15
14.53
16.35
17.73
18.91
20.17
22.15
25.34
27.78
33.32
34.31
36.87
41.77
46.42
50.93
52.99

Source: Developed by the authors based on the data of the Centre of Registers and Information Systems of
Estonia, 2016, Lursoft, 2016b and Eurostat 2016a
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Appendix 7
Total net turnover of active enterprises in Estonia and Latvia from 1996 to 2014, EUR
Total net turnover of active enterprises
Estonia
Year
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014

Latvia
5 881 472 375
10 152 638 034
12 471 536 815
12 811 441 937
15 901 187 561
17 881 644 801
19 546 802 653
20 854 997 956
25 764 409 289
28 784 138 864
35 557 085 145
41 072 173 174
39 097 677 900
42 047 296 374
32 515 354 514
42 351 161 164
54 490 649 367
55 768 475 556
57 393 287 989

6 829 062 951
8 987 812 394
10 581 122 906
11 413 770 241
13 029 811 185
15 202 620 773
18 040 358 585
20 251 669 910
23 932 647 150
30 225 646 326
39 006 183 337
47 363 274 301
49 738 182 069
35 665 030 488
38 587 112 435
44 971 251 505
50 076 430 946
51 805 138 134
51 849 451 782

Source: Developed by the authors based on the data of the Centre of Registers and Information Systems of
Estonia, 2016 and Lursoft, 2016
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Appendix 8
Net turnover of active enterprises per capita in Estonia and Latvia from 1996 to 2014, EUR
Net turnover per capita
Estonia
Latvia
Years
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014

4 127
7 221
8 953
9 289
11 348
12 839
14 128
15 165
18 858
21 183
26 325
30 584
29 211
31 479
24 387
31 851
41 118
42 243
43 618

2 765
3 676
4 371
4 757
5 471
6 460
7 773
8 807
10 513
13 435
17 508
21 443
22 693
16 490
18 197
21 677
24 489
25 598
25 906

Source: Developed by the authors based on the data of the Centre of Registers and Information Systems of
Estonia, 2016, Lursoft, 2016b and Eurostat 2016a
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Appendix 9
Total net turnover, total profits and profitability of Estonian and Latvian enterprises in
1996-2014, (mln. EUR)

Years
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014

Net turnover of enterprises,
mln.EUR
Estonia
Latvia
8 688
7 224
11 544
9 722
13 313
11 642
13 200
12 102
16 275
13 643
18 625
15 307
20 946
17 069
22 651
19 584
26 664
24 150
31 417
31 368
39 249
37 503
48 472
44 529
46 589
44 463
36 283
33 717
39 994
37 988
45 491
46 226
51 079
50 150
53 809
53 222
53 902
53 466

Profitability, %

Net profit, mln. EUR
Estonia
73
228
128
-13

754
742
1 257
1 605
1 997
2 520
3 913
3 958
1 365
474
2 044
3 082
3 583
3 720
3 316

Latvia
-69
206
157
117
134
314
322
492
972

Estonia
0.8
2.0
1.0
-0.1
4.6
4.0
6.0
7.1
7.5
8.0
10.4
8.9
3.1
1.4
5.4
6.7
7.1
7.0
6.2

Latvia
-1.0
2.1
1.3
1.0
1.0
2.0
1.9
2.5
4.0

1 030
3.3
2 031
5.2
2 404
5.0
689
1.5
-1 072
-3.0
-4
0.0
957
2.1
1 078
2.1
1 272
2.4
1 478
2.7
Source: Authors’ calculations based on the data of the Central Statistical Bureau of Estonia, 2016a and Central
Statistical Bureau of Latvia, 2016e
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Appendix 10
The rate of corporate income tax (as a percentage) and the value of tax revenues from corporate income tax in Latvia and Estonia in the
period from 1996 to 2014 (in mln. Euro)
1996
Latvia

Income or profits taxes,
including taxes on holding gains
(D51O)
Corporate income tax rate

81.5
29
2006

Latvia

Estonia

Estonia

Income or profits taxes,
including taxes on holding gains
(D51O)
Corporate income tax rate

363.2
15

1997

1998

111.9
29
2007

570.2
15

1999

130
29
2008

2000

123.6
29
2009

726.9
15

104.9
25
2010

292
15

2001

175.5
15

2002

140
25
2011

284.6
15

2003

164
22
2012

353.8
15

2004

138.2
19
2013

185.1
15

2005

257.8
15

2014

369.7
15

363.7
15

Corporate income tax (D51O)
Corporate income tax rate

1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
56.9
78.5
122.3
104.5
54.6
47.8
86.2
137.8
161.2
159.6
26
26
26
26
26
26
26
26
26
24

Corporate income tax (D51O)
Corporate income tax rate

2006
2007
2008
2009
2010
2011
2012
2013
2014
199.6
261.0
266.3
256.3
193.8
201.1
252.4
326.6
344.7
23
22
21
21
21
21
21
21
21

Source: Developed by the authors based on the data of the Central Statistical Bureau of Estonia, 2016b and Central Statistical Bureau of Latvia, 2016f
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Appendix 11
The value of total tax revenues in the budgets of Latvia and Estonia in the period from 1996 to 2014 (in mln. Euro)
1996
Latvia

Total tax revenues (ODA) and
net social contributions (D61)

1 379.2
2006

Latvia

Estonia

Estonia

Total tax revenues (ODA) and
net social contributions (D61)

4 920.5

1997
1 664.8
2007
6 387.2

1998

1999

1 917.0
2008

1 965.4
2009

6 827.7

5 178.2

2000
2 019.7
2010
5 021.7

2001
2 142.6
2011
5 649.7

2002
2 352.9
2012
6 264.1

2003

2004

2 644.3
2013

3 061.8

2005
3 798.0

2014

6 544.9

6 879.2

Total tax revenues

1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
1 246.7 1 536.6 1 717.4
1 753.6 1 922.3 2 122.9
2 431.5 2 700.7 3 028.6
3 367.3

Total tax revenues

2006
2007
2008
2009
2010
2011
2012
2013
2014
4 118.8 5 066.5 5 186.2
4 951.9 4 900.2 5 256.2
5 685.6 5 997.7 6 450.7

Source: Developed by the authors based on the data of the Central Statistical Bureau of Estonia, 2016b and Central Statistical Bureau of Latvia, 2016f
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Appendix 12
The value of accumulated foreign direct investment in Estonia and Latvia from 2000 to
2015 (mln. Euro)
Years
FDI in Estonia FDI in Latvia
31/12/2000
2843
1817.5
31/12/2001
3573
2113.37
31/12/2002
4034.6
2325.35
31/12/2003
5553.2
2522.45
31/12/2004
7374.3
3325.06
31/12/2005
9487.1
4158.98
31/12/2006
9202.2
5701.71
31/12/2007
10645
7466.36
31/12/2008
11100.7
8126.08
31/12/2009
10995.8
8072.45
31/12/2010
11638.3
8183.75
31/12/2011
12635.9
9359.77
31/12/2012
14352.3
10257.91
31/12/2013
15373.8
11569.61
31/12/2014
16235.8
12080.96
31/12/2015
17372.7
13363.59
Source: Developed by the authors based on the data of Latvijas Banka, 2016 and Eesti Pank, 2016

Appendix 13
Unemployment rate in Estonia and Latvia in 2000-2015
Years
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015

Estonia

Latvia
14.6
13
11.2
10.3
10.1
8
5.9
4.6
5.5
13.5
16.7
12.3
10
8.6
7.4
6.2

Source: Developed by the authors based on the Eurostat data, 2016b
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14.3
13.5
12.5
11.6
11.7
10
7
6.1
7.7
17.5
19.5
16.2
15
11.9
10.8
9.9

Appendix 14
Changes in the population of Estonia and Latvia from 1996 to 2015
Population
Year

Annual changes in the
population

Estonia

Latvia

1996

1 425 192

2 469 531

Estonia
-

1997

1 405 996

2 444 912

1998

1 393 074

1999

Annual changes in the
population, %

Latvia

Estonia

Latvia

-

-

-

-19 196

-24 619

-1.3%

-1.0%

2 420 789

-12 922

-24 123

-0.9%

-1.0%

1 379 237

2 399 248

-13 837

-21 541

-1.0%

-0.9%

2000

1 401 250

2 381 715

22 013

-17 533

1.6%

-0.7%

2001

1 392 720

2 353 384

-8 530

-28 331

-0.6%

-1.2%

2002

1 383 510

2 320 956

-9 210

-32 428

-0.7%

-1.4%

2003

1 375 190

2 299 390

-8 320

-21 566

-0.6%

-0.9%

2004

1 366 250

2 276 520

-8 940

-22 870

-0.7%

-1.0%

2005

1 358 850

2 249 724

-7 400

-26 796

-0.5%

-1.2%

2006

1 350 700

2 227 874

-8 150

-21 850

-0.6%

-1.0%

2007

1 342 920

2 208 840

-7 780

-19 034

-0.6%

-0.9%

2008

1 338 440

2 191 810

-4 480

-17 030

-0.3%

-0.8%

2009

1 335 740

2 162 834

-2 700

-28 976

-0.2%

-1.3%

2010

1 333 290

2 120 504

-2 450

-42 330

-0.2%

-2.0%

2011

1 329 660

2 074 605

-3 630

-45 899

-0.3%

-2.2%

2012

1 325 217

2 044 813

-4 443

-29 792

-0.3%

-1.4%

2013

1 320 174

2 023 825

-5 043

-20 988

-0.4%

-1.0%

2014

1 315 819

2 001 468

-4 355

-22 357

-0.3%

-1.1%

2015
1 313 271
1 986 096
-2 548
-15 372
Source: Authors’ calculations based on the Eurostat data, 2016a

-0.2%

-0.8%
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Appendix 15
Value of the expected effects of the introduction of the CIT deferral before distribution of profits by enterprises in Latvia, including large
enterprises (mln. EUR)
Parameter
Additional increase in revenues due to CIT

Year 1
-142.47

Year 2
-161.84

Year 3
-52.16

Year 4
95.08

Year 5
161.84

Year 6
191.55

Year 7
223.18

Year 8
256.85

Year 9
292.69

Additional increase in VAT due to the increase
in the total net turnover of Latvian enterprises
Additional increase in VAT due to the increase
in consumer spending of additionally employed
workers
Additional increase in personal income tax due
to the payment of wages at additional jobs
Additional increase in social insurance
contributions due to the payment of wages at
additional jobs
Additional savings in the social budget due to
the decrease in the number of unemployed
people
Additional fiscal effect due to the reduction of
the shadow economy
Additional increase in the revenue part of the
budget
Total additional increase in budget revenues

103.49

206.97

310.46

413.94

517.43

620.91

724.40

827.88

931.37

1 034.85

4.96

10.42

16.43

23.02

30.25

38.15

46.78

56.20

66.45

77.61

9.93

20.88

32.94

46.18

60.70

76.60

93.97

112.93

133.59

156.07

16.58

34.85

54.96

77.03

101.22

127.68

156.58

188.12

222.47

259.84

5.11

10.21

15.32

20.42

25.53

30.63

35.74

40.84

45.95

51.05

12.69

25.37

38.06

50.75

63.43

76.12

88.81

101.50

114.18

126.87

10.27

146.87

416.00

726.42

960.39

1161.64

1369.46

1584.31

1806.70

2037.15

10.27

157.14

573.14

1299.56

2259.95

3421.59

4791.04

6375.35

8182.05

10 219.20

Additional increase in GDP

34.37

491.29

1391.53

2429.91

3212.57

3885.75

4580.91

5299.60

6043.50

6814.39

Total additional increase in GDP

34.37

525.65

1917.18

4347.09

7559.65

11 445.40

16 026.31

21 325.91

27 369.42

34 183.81

Additional increase in the revenue part of the
budget in relation to 2014 (in %)
Additional increase in GDP in relation to 2014
(in %)
Additional increase in revenues due to CIT

0.15%

2.08%

5.90%

10.30%

13.62%

16.48%

19.43%

22.47%

25.63%

28.90%

0.15%

2.08%

5.90%

10.30%

13.62%

16.48%

19.43%

22.47%

25.63%

28.90%

-142.47

-161.84

-52.16

95.08

161.84

191.55

223.18

256.85

292.69

330.85

Source: Authors’calculations
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Year 10
330.85

Appendix 16
Value of the expected effects of the introduction of the CIT deferral before distribution of profits by enterprises in Latvia, excluding large
enterprises (mln. EUR)
Parameter
Additional increase in revenues due to CIT

Year 1
-106.86

Year 2
-121.39

Year 3
-39.12

Year 4
71.32

Year 5
121.39

Year 6
143.68

Year 7
167.40

Year 8
192.66

Year 9
219.54

Year 10
248.17

Additional increase in VAT due to the increase
in the total net turnover of Latvian enterprises
Additional increase in VAT due to the increase
in consumer spending of additionally employed
workers
Additional increase in personal income tax due
to the payment of wages at additional jobs
Additional increase in social insurance
contributions due to the payment of wages at
additional jobs
Additional savings in the social budget due to
the decrease in the number of unemployed
people
Additional fiscal effect due to the reduction of
the shadow economy
Additional increase in the revenue part of the
budget
Total additional increase in budget revenues

75.86

151.73

227.59

303.45

379.31

455.18

531.04

606.90

682.77

758.63

4.96

10.42

16.43

23.02

30.25

38.15

46.78

56.20

66.45

77.61

9.93

20.88

32.94

46.18

60.70

76.60

93.97

112.93

133.59

156.07

16.58

34.85

54.96

77.03

101.22

127.68

156.58

188.12

222.47

259.84

5.11

10.21

15.32

20.42

25.53

30.63

35.74

40.84

45.95

51.05

12.69

25.37

38.06

50.75

63.43

76.12

88.81

101.50

114.18

126.87

18.26

132.07

346.16

592.17

781.83

948.03

1120.32

1299.14

1484.95

1678.24

18.26

150.33

496.49

1088.66

1870.49

2818.52

3938.85

5237.99

6722.93

8401.17

Additional increase in GDP

61.07

441.78

1157.94

1980.83

2615.28

3171.23

3747.55

4345.69

4967.23

5613.82

Total additional increase in GDP

61.07

502.85

1660.79

3641.62

6256.90

9428.12

13 175.67

17 521.36

22 488.59

28 102.41

Additional increase in the revenue part of the
budget in relation to 2014 (in %)
Additional increase in GDP in relation to 2014
(in %)
Additional increase in revenues due to CIT

0.26%

1.87%

4.91%

8.40%

11.09%

13.45%

15.89%

18.43%

21.06%

23.81%

0.26%

1.87%

4.91%

8.40%

11.09%

13.45%

15.89%

18.43%

21.06%

23.81%

-106.86

-121.39

-39.12

71.32

121.39

143.68

167.40

192.66

219.54

248.17

Source: Authors’calculations
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