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To the Reader:

The contribution of small and medium business

to various sectors of the national economy and their

share of the GDP exceeds 50% in some countries. As

a rule, small and medium business is characterizedby

a faster rate of growth. They are more flexible in

adjusting to market changes, are relatively more cost

efficient and have a higher operating efficiency. By

carrying out supply contracts for large companies,

picking up vacant market space and being a signifi-

cant source of employment, small and medium

businesses are often authors of new initiatives and

make inroads into specific market sectors in which

large corporations have no interest. The middle class,

which increases as a result of business development,

has an important role to play in ensuring democracy

and social stability and development of fair competi-

tion and private entrepreneurship.

However, in the Eastern and Central European

countries in transition, the small and medium busi-

ness sector is still in its an embryonic state. As a rule,

any business development begins in the capital and

then gradually spills over to other towns and cities,

while in the rest of the country, particularly rural

areas, business develops slowly. Such development

can only be described as weak because it usually

involves only one or two sectors.

Even though in the process of their development

small and medium businesses have been able to

absorb a significant number of jobs left vacant during

the privatization process or the following restructur-

ing of the large enterprises and agricultural enterpris-

es, it is only during the last two years that any serious

attention has been given to promoting business

development in Latvia. To date no analytical study of

the growth of small and medium business and its role

in the national economy has been done in Latvia.

Similarly, understanding of the importance of the pri-

vate sector in the development of a balancedand sus-

tainablenationaleconomy is forming very gradually.

This study is the first attempt to study more

extensively how the business environment affects the

development of small and medium business in Latvia,

and prepare recommendations for the promotion of

business. The study was carried out with the support

and assistance of the Soros Foundation in Latvia and

covers the period from the renewal of independence

to January 1, 1999. Similar studies have been carried

out in Hungary in 1996 and 1997, where they caused

considerable public repercussions.

The study is made up of three parts. Part 1

provides a review of the growth and development

trends of small and medium business and the role of

the government in regulating it. Part 2 looks at the

effect of development of and changes in legislation

on business environment and gives a comparative

assessment of what positive or negatives conse-

quences changes in the law have wrought on the

growth and operations of companies. Part 3 summa-

rizes the main conclusions and recommendations to

improve the situation. Some of the recommendations

have already been implemented by implementing the

government approved plan of action to reduce

administrativeobstacles and harmonizing the legisla-

tion with EU normative acts.

While working on the study, the authors have

made use of the reports, studies and other material of

an analytical nature of many local and international

organizations. Of the better known sources we need

to acknowledge the NAIS data base, the regular ME

Reports on Development of the National Economy,

OECD, UNDP, EU Phare, FIAS & WB and IFC reports,

the Hungarian study Small and Medium-sized Enter-

prises in Hungary in International Perspective, EU

Phare, May 1998, CSP newsletters, reports and publi-

cations as well as the study carried out by T. Tisen-

kopfs and others, How the Small Businessman Feels. A

Report to the Latvian government, published in Riga

by the FSI of the University ofLatvia, September 1998,

and others.

We hope that this study will benefit economists,

lawyers, businessmen, representatives of various inte-

rest groups and NGOs, everyone linked to business

operations and development of normative acts regu-

lating same, and will promote an exchange of views.

We would like to thank A. Augstkalna, B. Gulbe,

D. Azanda, O. Baranovs, A. Strupiss and M. Mellens

who have contributed much to this study at different

stages and have encouraged the authors to apply a

more precise standard to their conclusions and better

analyze their compiled material.



6 Development of Small and Medium Business in Latvia

Table of Contents

The Economic Development of Latvia 9

Development of SME : 11

Definitionof Small and Medium Business : 11

SME Support Policy 12

National Programme for Development of SME 12

Government Support 13

A General Description of SME 19

Number of Companies 19

Employment 21

Description of Active Companies 22

Regional Distribution 22

SME Development Problems 24

Starting and Developing a Business 24

Lack of Financial Resources 25

The Legislative System 27

A General Description of the Legislation 27

The Administrative Process 27

Establishing and Registering Private Property 27

Business Legislation 28

Regulating Business 28

Licensing and Restrictions of Business Operations 32

Corporate Forms .37

Insolvency and Bankruptcy 37

The Tax System 42

A General Description of the Tax System 42

Rights and Obligations of Taxpayers 47

Residents' Income Tax 48

Social Tax (Social Insurance Payments) 53

Corporate IncomeTax 56

The Effect of Taxes and Dues on Business 57

Issues of Ownership 65

Land Legislation 65

IntellectualProperty 69

Access to Financial Resources 71

International Currency Operations 71

Fiscal Policy 72

Availability of Credit (Loans) 74

Foreign Trade 76

Labour Legislation 79

EnvironmentalProtection 86

Public Procurement 89

Summary of Conclusions and Recommendations 93



List of Tables 7

List of Tables

Table 1. Latvia: Basic Indicators of Economic Development 9

Table 2. The Latvian Gross Domestic Product by Sector 10

Table 3. Criteria Guiding the EU in Defining SME 11

Table 4. A Comparison of Instruments of Government Support Available to SMEs in the EU,

Hungary and Latvia 14

Table 5. A Summary of Instrumentsof Financial Support Available to SMEs in Latvia 17

Table 6. Numberof Inactive SMEs (by year of registration, not including farm holdings) 20

Table 7. Numberof Active SMEs by Yearof Registration 20

Table 8. Numberof Economically Active Companies by Size 21

Table 9. Employment Figures by Size of Company 21

Table 10. Classification of Active Companies by Size and Corporate Form 22

Table 11. Classification of Active Companies in Larger Cities and Regions by Numberof Employed 23

Table 12. MainStarting Problems 24

Table 13. A Summary of Availability of Financial Resources to SME 26

Table 14. Changes to the Law "On Entrepreneurship" and Their Effect on SME 28

Table 15. Changes in Acts Relating to Licensing, and Their Effect on SME Operations 32

Table 16. Amendments to "Regulations on Business Restrictions" and Their Effect on SME Operations 34

Table 17. The Effect of Changes in "Regulations on Licensing Specific Types of Business"

and "Licensing Regulations on Specific Types of Business" on SME Operations 35

Table 18. Changes in Insolvency Legislation and Their Effect on SME Operations 38

Table 19. Changes in Tax Regulations and Their Effect on SME Operations 44

Table 20. The Proportion of All Taxes in Government and Municipal Revenues 47

Table 21. Changes to the Law "On Residents' Income Tax" and Their Effect on SME Operations 49

Table 22. Changes in the Tax-Free Minimum During the Period 1994-1996 52

Table 23. Changes in the Social Tax Rates 54

Table 24. Rates for Persons Employed in Agriculture 55

Table 25. Effect of Changes in the Law "On Social Tax" on SMEs Operations 55

Table 26. Types of Compulsory Social Insurance and Their Applications 56

Table 27. Effect of Changes to the Law "On Corporate Income Tax" on SME Operations 58

Table 28. Changes to Land Legislation and Their Effect on SME Operations 66

Table 29. The Effect of IntellectualProperty Legislation on SME Operations 70

Table 30. Regulation of Currency Operations 72

Table 31. Transitionto a National Currency 73

Table 32. How Local Laws Affect Entrepreneurship 75

Table 33. How Foreign Trade Laws Affect Entrepreneurship 78

Table 34. Changes in Labour Legislation and Their Effect on Business 81

Table 35. Changes in EnvironmentalProtection Legislation and Their Effect on Business 88

Table 36. Changes in Legislation Concerning Public Procurement and Their Effect on Business 92



Development of Small and Medium Business in Latvia8

Acronyms and Abbreviations used in the Study

BL Bank of Latvia

CIS Commonwealthof Independent States

CM Cabinet of Ministers (Republic of Latvia) or Council of Ministers (in former LSSR)

CR Company Register

CSB Central Statistical Bureau

EICC European InformationCorresponding Centre

EPC Environmental Protection Committee

EU European Union

FIAS Foreign Investment Advisory Service of the WB

GDP Gross Domestic Product

IB Individual Business

IPS Institute of Philosophy and Sociology

LC Labour Code

LC LSSR Labour Code of the Latvian Soviet Socialist Republic

LGA Latvian Guarantee Agency

LTC Latvian Technology Centre

LDA Latvian Development Agency

LEC Latvian Export Credit

LEMAP Export Marketing Cost Sharing Grant Scheme

LMLB Latvian Mortgage and Land Bank

LSSR FormerLatvian Socialist Soviet Republic

ME Ministry of Economy

MEPRD Ministry of Environmental Protection and Regional Development

MES Ministry of Education and Science

MF Ministry of Finance

NAIS Normative Acts InformationSystem

NLDF Norwegian-Latvian Development Fund

NRS National Revenue Service

Phare EU Programme for Assistance to Centraland Eastern European Countries

RF Regional Fund

RL Republic of Latvia

RTU Riga Technical University

R&D Research & Development

SCR Supreme Council of the Republic of Latvia

SDR Special Drawing Rights

SEZ Special Economic Zone

SHC Shareholding Company

SIA Limited Liability Company

SME Small and Medium-sized Enterprise

UL University of Latvia

VAT Value Added Tax



The Economic Development of Latvia 9

The Economic Development of Latvia

Latvia renewed her national independence in

1991, after the collapse of the USSR. Under the Soviet

system of planned economy Latvia stood out among

the Republics in industrial development, whose gi-

gantic enterprises supplied the demands of the Soviet

marketand carried out ordersof the military. The per-

centage of exports exceeded 65%, of which 95% went

to other regions, and the percentage of industry in

the GDP exceeded 50%. The industry employed about

a third of all those employed. After the renewal of

independence, when free market reforms were started

and thus sales were reduced, the demand for produc-

tion manufacturedby the large enterprises decreased

rapidly. GDP fell by more than 50%. The downturn

also affected the subsidized agricultural sector, estab-

lished on the basis of collective management, as well

as food processing. The percentage of the service

sector grew, determined by the development of the

transport and communications sectors. Unique to

Latvia is the large concentrationof the population in

Riga and its surrounding area, differences between

urban and rural areas showing a tendency to increase,

as well as the fact that the population is decreasing as

a result of the lowbirth rate and external migration.1

The first positive success gained as a result of re-

forms was checked by the bank crisis in 1994, which

considerably weakened public trust in the financial

system. However, thanks to the stable lat and the

rigid fiscal policy, inflation continued to drop falling

from 950% in 1993, when prices rapidly adjusted to

levels of world prices, to 2.8% in 1998, one of the

lowest in Eastern Europe.

As a result of the consistent government reform

policy, the successful and rapid privatization process,

the business friendly legislative environment, harmo-

nized in many areas with normative acts of theEU, a

stable GDP growth rate can be observed during recent

years: 3.3% in 1996, 8.6% in 1997, and 3.6% in 1998;

the increase in 1999 is evaluated at 0.5%. Not with-

standing that the comparatively rapid trend of posit-

ive development was affected at the beginning of

1998 by the financial crisis in Russia and some com-

panies whose main market was linked to the CIS

countries had to reduce their production, all in all a

small rate of growth was evident in GDP in 1999.

The macro-economic stability may also be endan-

gered by the trade deficit with its related current

account deficit, which reached 10% in 1998. Until

Table 1 Latvia: Basic Indicators of Economic Development*

* Source: Central Statistical Bureau, Evaluation and Forecast Ministry of Economy.
2

c - Evaluation; f
- Forecast

1 See also R. Zile et al, Latvia on the Threshold of the 21st Century: economy, finances, integration. Riga, UNDP 1999, PP. 152,

and Latvia. The Transition to a Market Economy. The World Bank country study. Washington D. C.

2
Report on the Development of the Latvian National Economy. RLME, December 1999.

1995 1996 1997 1998 1999e 2000f

(growth compared to previous year, in percentages)

GDP (in comparable prices) -0.8 3.3 8.6 3.6 0.5 4.0

Private consumption 0.6e 10.3 5.0 5.8 1.0 3.0

State consumption 7.7e 1.8 0.3 5.3 1.5 0.9

Forming a joint basic capital 8.7e 22.3 20.7 11.1 5.0 6.0

Consumer prices 25.0 17.6 8.4 4.7 2.4 3.0

(In percentages of GDP unless indicated differently)

Fiscal assets of the total balance -3.1 -1.4 1.2 0.1 -4.0 -2.0

External debt 9.2 8.0 6.7 6.1 9.3 10.1

National foreign and domestic debt 16.0 14.4 12.0 9.9 12.9 14.0

Balance of foreign trade -13.0 -15.6 -15.1 -17.6 -14.5 -14.4

Current account of expenditures balance -0.4 -5.5 -6.1 -11.1 -10.3 -9.2

Rate of registered unemployment

(% at the end of the period)

6.6 7.2 7.0 9.2 9.1 8.0

Exchange rate of Lats compared to SDR 0.7997 0.7997 0.7997 0.7997 0.7997 0.7997

(at the end of the period)
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Table 2 The Latvian Gross Domestic Product by Sector*

* Source: Ministry of economy.
3

now the current account deficit was covered by the

significant flow of direct foreign investment and ex-

port of services, especially in the transit sector. This is

increased by the macroeconomic stability, develop-

ment of infrastructure, improvement of business

environment, a cost competitive labour force, the fav-

ourable geographic location, joining the WTO and

invitation of Latvia to start negotiations to join the

EU. The dynamics of the main macroeconomic indi-

cators are shown in Table 1.

In order to achieve a stable, balanced and sustain-

able economic growth that would ensure increased

prosperity and security for the population and

development of democracy, a government regulation

is needed alongside trade mechanisms. The approach

to the Latvian economic system (model) is provided

in documents of short and long term economic

policies, and priority tasks are listed in 13 national

programmes, which are medium or long term target

programmes. In order to reach these targets, the peri-

od before the year 2003 must achieve an annual incre-

ase in the GDP by 5 to 6%, reduce inflation to 4% per

year and reduce registered unemployment to 5 to 6%.

This determined that in 1999 government support

increased as appeared in a numberof projects targeted

to promoting growth of SMEs.

During the last three years the service sector, espe-

cially transport and communications services, trade,

use of real property, leasing and commercial opera-

tions, information technologies developed more ra-

pidly. Any increase is mainly evident in sectors using

domestic resources and low quality labour. Steady

growth can be seen in sectors of theprocessing indus-

try, such as food, pulp and paper, wood processing,

textiles and manufactureof building materials.

The competitiveness of Latvian companies can be

describedby increased exports and innovative capaci-

ty. Compared to other Eastern European countries,

the Latvian rate of export is low both in terms of total

volume and by the proportion of export in GDP. The

slow rate of increase in exports at the beginning of

the reforms can be explained by the undeveloped for-

eign trade system and lack of quality standards requir-

ed by Western countries. In 1998 export of goods

increased by 10%, but import - by 19%.As a result of

the Russian crisis, the percentage of goods going to

CIS countries in the total trade volume decreased

from 30% in 1997 to 19% in 1998, but the percentage

to EU increased from 49% to 57%. However, the per-

centage of production manufactured using modern

technologies does not exceed 5% of total exports.
4

The self-regulating liberal market of the market

economy is able to promote SME development only

up to a certain level, especially in the case of interna-

tional competitiveness, regional development, creat-

ing new jobs in new sectors, and availability of capital

resources.
5
It is especially important for Latvia to acti-

vate the growth of SMEs, involving same in the eco-

nomic circulation, increasing competitiveness of SMEs,

use of domestic resources and achieving increased

employment. Even though on September 9, 1997 the

governmentconceptually adopted theLatvian nation-

al programme of SME development, its effective

implementation is threatened in the year 2000, too,

because the funds necessary to implement the planned

projects havenot been provided in thenational budget.

3
Report on the Development of the Latvian National Economy. RLME, December 1999.

4 High-tech or high VAT products as understood by EU or OECD definitions.

5
OECD, Baltic Forum for Entrepreneurship and Enterprise Development. Policy Guidelines, Riga, September 1999.

1995

Rate of Structure

growth % %

19

Rate of

growth %

>6

Structure

%

1997 IS

Rate of Structure Rate of

growth % % growth %

»8

Structure

%

Total value of GNP -0.8 100.0 3.3 100.0 8.6 100.0 3.6 100.0

in base prices

Among those:

Agriculture 3.1 10.4 -5.3 8.7 4.9 5.6 -4.8 4.5

Processing industry -0.5 22.4 4.1 20.9 17.1 22.2 3.4 20.2

Electricity, gas and water 9.9 5.5 -1.9 5.3 -0.7 5.0 1.1 3.9

supply

Construction -9.5 5.1 5.3 4.7 8.2 4.8 11.1 5.2

Services -2.1 56.0 5.0 59.9 7.5 62.0 4.7 65.8
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Development of SME

Definition of Small and Medium Business

Table 3 Criteria Guiding the EU in Defining SME6

In many countriesSME is one of the most impor-

tant elements of economic policy; however, there is

no single common definitionof SME. Since 1998 EU

member countries consider any business or company

a SME if it complies with certain criteria, set out in

Table 3, and is not engaged in agriculture, hunting,

forestry or fishing. Of all EU companies, 99.9% are

SMEs.

In order for an EU company to be considered SME

or a micro-business, it must comply at least by the

number of employees and one of the financial cate-

gories. Furthermore, the company must be independ-

ent, i.e. anothercompanyor group of companies may

not hold more than 25% of the company's shares.

The usual period for review of criteria and approval is

four years, and the purpose of such a procedure is a

more flexible adjustment to changes in the economic

situation.

Latvia, as opposed to many EU and Eastern

Europeancountries, has no specific law to defineSME

Information about the Role of SME in Developed Countries

In developed countries, SMEs form the backbone of

the market economy. They provide 75%-90% of all new

jobs. Furthermore, it is the micro-businesses (up to

10 employees) which employ 75%-85% of all those

employed in the country. SMEs have an even greater

importance in employing the rural population, and diver-

sification of business and development of new types of

business is an important factor of regional development.

SMEs contribute up to 90% of new production, com-

pared to the large companies. In SMEs, a more rapid

innovating process is ensured by a more flexible motiva-

tion, relatively lower operating costs, end result targeted

approach, thus achieving a higher operating efficiency,

and the ability to take higher risks and adjust more readily

to the demands of a dynamic market.

Large companies are effective in sectors which

(1) require a concentration of large capital investments to

develop, (2) have an extended manufacturing cycle and,

(3) where manufacturing requires large capacity equip-

ment or in which global competition stimulates a concen-

tration and merging of resources.

No less importantly, SMEs promote growth of the

middle class which in turn stabilizes society; SMEs free

large companies from performing uncharacteristic func-

tions and cause a reduction of the grey economy and

black market. In a poor country, democracy is warped

and most of the population is poor. Thus during the peri-

od of transition to market economy a well targeted estab-

lishment of private business in Latvia must be considered

one of the most important priorities.

SMEs are successful where:

a large variety of goods and services is required,

continuous introduction of the new, the personal

taste and initiative of the staff is important;

it is necessary to reduce unemployment and pro-

mote competition;

the consumption factor is important, namely to

provide the population with consumer goods;

is necessary to free the large companies from

uncharacteristic functions, thus promoting special-

izing and co-operation, sub-contracts; many SMEs

operate under contract with large companies,

supply raw materials, and sell finished production;

it is necessary to establish a wide strata of business

people and owners.

6 DC Enterprise. EC Recommendation of April 3, 1996 concerning the definition of SMEs, OjL 107 of 30.4.1996, P. 43.

EU up to 1996 EU since 1996

Micro Small Medium Micro Small Medium

Number of employees 1-9 10-99 100-499 1-9 10^9 50-249

Sub-categories 100-249

250-499

Maximum annual turnover, MEUR 5 20 7 40

Maximum balance value, MEUR 7 10 5 27



12 Development of Small and Medium Business in Latvia

status. The Central Statistical Bureau uses the EU SME

criteria, namely, a micro-business has up to ten, and

a medium business up to two hundred fifty employ-

ees. Regarding fiscal relief, several laws mention small

business in one or another regard. For example, the

law "On Corporate Income Tax" provides the fol-

lowing maximum levels for small business criteria:

value of basic assets - Ls 70,000; net turnover -

Ls 200,000;and average numberof employees - 25. In

turn, the law "On Control of Government and Muni-

cipal Support Provided to Business" defines SMEs as

companies employing not more than 250 persons

and, similarly to EU, which have complied with one

of the financial criteria - annual turnover is less than

two million Lats or maximumbalance value does not

exceed Ls 1 million. It must be noted that the

national programme for development of SME does

not define precisely what is SME, but merely lists the

aforesaid cases. Such inconsistency makes it difficult

to prepare and implement a government policy to

support SME.

In this study, according to EU practice and defi-

nition, which can be observed in most of the Eastern

European countries, we shall consider a microbusi-

ness to be a business employing not more than 9 per-

sons, and a small business one which employs not

more than 49 persons, and a medium business, one

which employs not more than249 persons.

SME Support Policy

National Programme for Development
of SMEs

The purpose of the Programme is to promote

development of stable and competitive SMEs and

create a favourable business environment.

The Programme set the following medium term

goals for the period up to the year 2000:

■ a hundred SMEs per thousand residents (at

present the number is less than 10);

■ endeavour to have a hundred to a hundred

and fifty new businesses established annually.

lor the first year the following achievable short

term goals were set:

■ endeavour to have twenty five active SMEs per

thousand residents;

■ endeavour to have the number of SMEs in

industry increase by 25%;

■ endeavour to have production of SMEs

increase by 25%;

■ increase the numberof new jobs in small com-

panies by 20%, in medium companies by 10%;

■ endeavour to increase the SME contributionto

the GDP by 2%.

Important sub-programmes:

1. create a business environment promoting SME

operations;

2. endeavour to ensure access to capital for long

term, relatively small and risky or innovative

projects on terms that would stimulate SME

development;

3. increase the competitiveness of existing SMEs

by promoting transfer of technologies, export

and internationalco-operation;

4. establish a business-supported, targeted, quali-

tative infrastructure that would be able to

ensure demand by providing an appropriate

system of professional education, consultative

services and training.

In order to implement the Programme, the CM

formed a Co-ordinating Council, under which sub-

committees for improving legislation, regional.devel-

opment and financial matters started to operate, and

the ME established a department of SME develop-

ment policy. In order to begin implementing the

Programme, it was envisaged to carry out a numberof

important steps: establish a favourable legal environ-

ment and reduce administrative obstacles, develop

organizations to support small companies, projects to

promote development of technology, implement a

training programme, and provide assistance in

preparing business plans, as well as strengthen exist-

ing financialsupport instruments and draft new ones.

In order to begin active implementation of the

National Programme for SME Development, about

Ls 3 million were required from the national budget

for the first eighteen months, gradually increasing

this funding over subsequent years. Government

funding could attract donor assistance and co-

financing from internationalorganizations at least in

equal amounts. The National Programme would

includetradebusinesses and self-employed tradesmen

(not more than 5 employees). However, in 1998,

instead of the requested Ls 2.25 million, the national

budget allocated only Ls 0.075 million. Until 1999 the

main support for SMEs came from the EU Phare Pro-

gramme.
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What has been achieved over the two years? The

Latvian GuaranteeAgency and the Regional Develop-

ment Fund were established, the Innovation Concept

was drafted, a partially subsidized consultative and

training programme was implemented, a support

scheme of direct subsidies and "soft credits" was

established for new and micro-businesses, four new

Business Support Centres and four new Innovative

Centres were established and their staffs trained, and

business people are provided with targeted business

information services. Rural business is co-ordinated

by the Latvian Mortgage and Land Bank, extending

credit to areas which as a rule are not served by

commercial banks. A system was drawn up and

implemented for government support for business,

and at the endof 1999the CM approved, in principle,

a credit/loan concept to promote SME development.

At first only indirectly linked to this Programme,

the study, prepared by the World Bank Foreign

Investment Advisory Service (FIAS) and the LDA,

"Latvia. Administrative Barriers to Investment", creat-

ed a basis for a plan of projects containing 60 various

tasks, which was approved by the CM in May 1999. As

a result of a consistent and transparent implementa-

tion of legal acts, not only were customs procedures

and tax administration simplified, but also the

process for obtaining building permits, company reg-

istration and operations of several inspectorates

affecting business were streamlined.

However, the main discrepancy of projects

intended for SME development is their isolation and

lack of uniformity, co-ordination and financing, as

evidenced by the problems or even liquidation of

some of the Business Support Centres established as

far back as 1993. Also, the Programme is barely linked

to municipal business and employment promotion

programmes.

Without the support of local authorities it will be

practically impossible to achieve the goals set by the

Programme. Municipal contributionis small, dictated

by their limited resources and a lack of long-term

interest. In an average municipal budget up to

50-70% of the total revenues are madeup of transfers

from the municipal equalization fund and various

target subsidies from the national budget. Because the

tax collection system is centralized and has changed

several times over the years, municipal budgets are

not stable and are difficult to predict. As income

increases, there are no guarantees that it will stay at

the same level for the next year; if so, transfers from

the equalization fund or target subsidies from the

national budget may be cut. Business support instru-

ments available to municipalities are very limited.

Only about 25-50% of revenues are obtained within

the municipal territory itself in the form of tax and

lease payments.

Altogether, the government fails to give sufficient

attention to promoting SME export ability and inno-

vative development. The plan of action approved in

September 1997 to implement the National Program-

me for SME Development is in many areas merely a

written recommendationwhich has not been imple-

mented. However, it is possible that, with Latvian

consistently moving towards the EU and beginning to

implement the National Development Plan, financ-

ing for the National Programme for SME Develop-

ment could increase considerably.

Government Support
Governmental Support System

Small businesses often have difficulty finding

their way under the changing market conditions.

Therefore active support of government policy is

needed to assist these companies in their operations

and increased competitiveness by creating conditions

precedent for business growth and to increase oppor-

tunities for their owners and staff in the future, thus

ensuring economic stability and development.

On February 26, 1998 the Saeima passed the law

"On Monitoring Government and Municipal Support

Provided to Business". This law applies to both pro-

ducing and processing sectors, as well as the service

industry. This law does not apply to support provided

to companies whose basic operations relate to educa-

tion or health care, organization of sports events,

social care, preservation of cultural/historic heritage

and environmental protection if the aforesaid opera-

tions receive government support. The general

requirements of monitoring government support do

not apply to assistance to agriculture and fisheries.

The law provides that government support (fund-

ing) may be provided:

■ in the export areas (for company participation

at international shows and fairs and one time

foreign market research, and this support may

not exceed 45%of the total costs);

■ for regional development (regulated by specific

normativeacts);

■ for studies, obtaining patents or introduction

of new technology (to 100%);

■ for the introduction of environmentally-

friendly technology (to 45%);
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■ for saving energy and producing energy by

renewable energy resources;

■ in the area of increasing employment and

improving working conditions;

■ to companies in crisis situations;

■ for services of consultants and training (only

for SMEs, up to 75% in territories needing

special support, up to 50% elsewhere);

■ for the introductionof quality control (consul-

tations and preparation of appropriate docu-

mentation);

■ for investment in basic assets (in individual

cases up to 50%);

The amount of governmentsupport for SMEs may

be increased by 10-15% if needed.

Although legislative acts provide procedures for

obtaining government support, they do not include a

sufficiently consideredand laiddown mechanism for

stimulating increased competitiveness of companies

within the limits permitted by law. Since the govern-

ment does not provide sufficient financing for the

development of SMEs, regional development and ex-

port promotion, reality lags considerably behind

need.

The present support system fails to regulate the

proportion of SME in the market of public procure-

ment, which at present is relatively small. The largest

customers of SMEs are municipalities, however, mu-

nicipal budgets restrict the size of theirorders. Under

these circumstances, in the case of larger public pro-

curement it would be advisable to determinea more

precise status for sub-contractors which SMEs could

realistically claim, or even special SME quotas.

The total size of government support for SME in

Latvia, compared to other Eastern European coun-

tries, is much smaller. During the period 1992-1998

the EU Phare Programme contributedabout 5.7 mil-

lion ECU or Ls 3.81 million to SME development,

while the government co-financing represented only

Ls 0.85 million.

Tax Relief Available to SME

In order to promote growth of SME, legislative

norms include certain tax relief.

The Law "On Corporate Income Tax" provides

that a tax discount to small businesses is 20%of the

totalcorporate incometax calculated if at least two of

the following conditions have not been exceeded

during the pre-taxation year:

■ value of basic assets - Ls 70,000

■ net turnover -Ls 200,000

■ average number of employees -25 people.

According to the Law "On Value Added Tax", a

business may register as a taxpayer regardless of the

Table 4 Comparison of Instruments of Government Support Available to SBMs,

in the EU, Hungary and Latvia'

7
Regarding EU and Hungary: Small and Medium-sized Enterprises in Hungary in International Perspective. EU Phare, May, 1998.

Regarding Latvia: authors' note.

Support instrument Hungary Latviia Remarks

General tax stimulus X X X Contradictory and changing

Support for technologies and R&D X (X) Within the EU programmes - a limited available

science fund; partially Latvian Environmental

Investment Fund, Energy Efficiency Fund

Regional development X X (X) Opportunity to subsidize loan interest within 15% of

the territory of the RL

Support for sub-contracts X X

Export X X LDA provides LEMAP and export training

programmes, support for participation at shows. In

view of termination of Phare programme, continued

availability of this support is threatened

Employment X X LR
- only for training of the unemployed

Mew Business X X Phare supported until 1996

nformationand consultations X X X LAA EICC services

\vailable funding X X X Several funds

Education and training X X On commercial terms

Co-operation X



Development of SME 15

scope of its transactions, which means that small

businesses are entitled to tax free amounts. VATis not

levied on capital goods imported by a person subject

to VAT to ensure the technological process of manu-

facturing in Latvia, provided the same technology is

not manufactured in Latvia and it is not imported by

theofficial distributors of these goods.

The Law "On Annual Reports of Companies" pro-

vides a simplified reporting system for companies

complying with the small business requirements. This

Law does not apply to farms and fisheries and indivi-

dual businesses whose annual income from their

operations does not exceed Ls 45,000 at the start of

the report year and who file with the National Reve-

nue Service only those reports related to tax payment.

If a business is registered and operates in accorda-

nce with the Law "On Regions in Need of Special Su-

pport" within a certain region in need of special sup-

port,
8

and a decision hasbeen adopted as provided by

CM concerning the compliance of the development

project to the development programmeof the region

in question, basic assets which the business has

acquired while the region in question has the status

of a region in need of special support and which it

uses in its business operations within this region, the

purchase value prior to calculation of total amorti-

zation prior to the taxation period of the relevant

category of basic assets is increased by multiplying by

the following coefficients:

■ basic assets of category 1 (buildings, construc-

tion) - 1.5;

■ basic assets of category 2 (energy equipment,

facilitiesand others) - 1.3;

■ basic assists of category 3 (accounting equip-

ment, informationsystems) - 1.8;

■ categories of basic assets (all other basic

assets) - 2.

Government support is also provided in special

laws and CM Regulations for operations within the

Free Zones and special Economic Zones. At present

there are four Free Zones established in Latvia: The

Riga Commercial Free Port, Ventspils Free Port,

Liepaja and Rezekne SEZ. Within these zones income

tax is reduced by 80% of the tax amount calculated

on income obtained within the territory of the SEZ.

Import of goods to the territory of theFree Zone from

other countries and export to other countries is

exempt from VAT, while other fiscal stimulation is

also available.

For companies and farms which are engaged in

agricultural operations, not subject to exemption

from corporate incometax as provided for small busi-

nesses, regardless of other types of operations, relief

from corporate incometax is determinedat Ls 10 per

hectare of arable land. Farms which are not VAT

payers receive VAT compensation for their farm

production produced and supplied to processing

plants. Farms are reimbursed for excise tax paid on

diesel fuel for use on their farms. Resident income tax

is not levied on income gained from agricultural

production provided it does not exceed Ls 3,000

annually.

According to Article 40 of the Law on Energy,

SMEs engaged in producing electricity in small hydro

electric stations, or individualco-generating facilities,

may sell their surplus electric power for eight years at

double the average tariff for electric power to licensed

distributing companies. In turn, companies using en-

ergy regenerating facilities whose capacity does not

exceed 7 MW (using the following sources: geother-

mal energy, bio-fuelexcept wood and peat, wood sha-

vings, householdwaste or their processing waste, bio-

gas) may sell their surplus electric power for time and

a-half of the average sales tariff to licensed distrib-

utors for eight years.

Instruments of GovernmentFinancial

Support

Experience in supporting SME gained by econom-

ically developed countries confirms the following

opportunities for making use of mechanisms and

funds: insurance, establishing security and guarantee

funds, tax exemption in areas of innovations, a flexi-

ble system of loan interest rates depending on the

importance and priority of the project; developed

mutual credit systems; mortgages; participation of

small businesses in supplying public procurement;

establishing joint government leasing services and

authorized commercial representation systems; estab-

lishing guarantee funds for foreign investment in the

area of small business; and risk capital as an impor-

tant part of innovation mechanisms.9

Several government support structures have been

established in Latvia with the participation of the

8 This status has been granted to sixty four municipalities, including five Latgale regions (except the Daugavpils region; The

Rezekne region is included without the territories of Griskani and Vereni parishes), six towns and fifty five parishes (pagasts)
and towns within the territory of Latvia.

9 C. Olevskis, I. Kuzmina. Small Business in Latvia and the Need for Government Support to its Development, Riga, 1998.
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government and foreign donors, where private com-

panies may obtain financial assistance, mainly by way

of loan guarantees and investment in basic capital.

These are:

■ the Latvian Guarantee Fund

■ the Norway-Latvia Business Development

Fund (LDA holds all shares in the Fund);

■ the Regional Fund;

■ A/S: Latvian Export Credit which provides

export and import guarantees;

■ the Rural Development fund;

■ the Energy Efficiency Fund;

■ the Environment Investment Fund.

In addition, there is the Export Marketing Finan-

cial Support Scheme and Support Fund for Exhibi-

tions and Fairs, provided by the LDA.

Government support for SMEs is also provided in

the formof subsidized consultations and training pro-

grammes. With the financial assistance of the EU

Phare Programme, a network of business support and

innovation centres has been operating in Latvia for

five years, providing consultations, training and assis-

tance in writing proposals to small business.

The total capacity of all the aforesaid institutions

is relatively small, they lack uniformity and often

overlap in their activities. In 1998 funding of about

Ls 8 million was paid out directly to businesses

through various support funds, but Ls 1.2 million or

15% of the amount was spent to administer the fund-

ing. 10 It is therefore not surprising that only a small

numberof businesses had approached these organiza-

tions and had received support. Businesses lack infor-

mationon support programmes; more thanhalfof all

business people had no knowledge of any of the sup-

port projects. This shows a lack of information

exchange among the government, support organiza-

tions and the private sector. Only a few companies

have asked for and received support. This situation

shows both the insufficient level of information, the

lack of trust on the part of business people in govern-

ment support projects, and their real opportunities to

receive assistance, or the insufficiently stimulating

nature of the desired assistance. In order to concen-

trate the available resources and make maximum use

of them, a concept on "Co-ordination of Operations

of Government Business Development Funds" was

prepared and submitted to the government at theend

of 1999, which provided for the establishment of a

Fund Co-ordinating Council and simplification of

administration of the Funds, possibly merging some

of them.

However, all in all government support projects

have failed to affect a large part of business and a

large number of businesses have no information

regarding these or do not know that these projects are

in fact implemented in order to support SMEs.

Western, Central and Eastern European countries

make extensive use of various financial instruments,

several of which are not available to Latvian SMEs.

Table 5 shows instruments of government support

available in Latvia.

The government has approved government guar-

antees of Ls 10 million in2000 for a SME loan project.

In the year 2000, the LMLB will extend granting of

government-guaranteed loans. The first step in this

direction is the agreement signed with Kreditanstalt

fur Wieiieraufbau (KfW), which will permit the LMLB

to grant long term loans to SMEs for up to ten years

at an average interest rate of 9%. This programmewill

be implemented for at least two years, providing

loans for a totalof up to € 300,000to manufacturing,

tourism and service companies.

Government Support for Development of

Technology

The small amount of government funding (in

1998- 0.23%of GDP and 0.54%of the total national

budget) and the small number of researchers employ-

ed by private business represent a considerable obsta-

cle to development of technology potential." Govern-

ment financing in Latvia represents about 70% of the

total funding for business research, although in

developed countries the government portion seldom

exceeds 30%, because most funds for research come

from the private sector. This funding structure shows

a slow restructuring of the research system and shows

that thepercentage of industry of modern technology

within the Latvian industry is small.

In 1997, the government determined the follow-

ing to be research priorities:
12

1) organic synthesis,

bio-medicineand pharmacy; 2) raw materialsciences;

3) information technology; 4) forest and wood

10 Without participation of the LMLB. Concept of a Project coordinating operations of government business developmentfunds,
RLME.

11 8. Berg-Andersson, Comparative Evaluation of Science & Technology Policies in Lithuania, Latvia and Estonia, Helsinki, ETLA,
Discussion Paper, 1997.

12 Report on the Development of the Latvian National Economy, RLME, No. 6562k; Protocol No. 6, 28.01.1997.
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Table 5 A Summary of Instruments of Financial Support Available to SMEs in Latvia

Financial Instrument Latvia Description

Direct grants or subsidy

projects

None This group partially includes grants allocated by MES to applicants for business

research, among which are companies or groups of researchers.

Micro credits None This type of credit project is targeted to micro, small and newly established com-

panies. Loan interest is lower than that in the present market, and such loans are

small. Another aim of the project is to provide companies with a credit rating and

encourage the lending bank to continue to work with these borrowers. For exam-

ple, in Hungary, twenty thousand such loans were granted in oneyear under this

project.

Small loans Phare 1. The credit line established in 1993 (1 million ECU) has turned out to be a neg-
ative "experiment". Of the 3 banks involved, "Banka Olimpija" went bankrupt,
"Parex" returned the funds not spent and withdrew from the project, as a re-

sult of which in 1999 DM 840,000 were not put to use at all, but ECU 419,500

repaid on the loans extended, were frozen in the Bank of Latvia. The only bank

that stayed with the project, the Latvian Credit Bank, continues to grant loans.

2. The $ 25 million of the World Bank have been successfully paid out to compa-

nies operating in the areas of agriculture, forestry and food processing. The last

two of these do not exceed 10% of the credit granted by the WB. In all projects
funded by the WB the borrower must secure the loan by the appropriate guaran-

tees, thus the bank's (LMLB) risk was small and bad loans amount to only 0.01%.

3. On September 8, 1998 the LMLB signed an agreementwith the WB for a credit

line of $ 25 million for the development of rural business. Some of these loans

are earmarked for a target loan group (loans not more than Ls 2,000) intended

for rural businesses taking out a loan for the first time whose security does not

exceed the amount of the loan, have a permanent place of residence and are

starting a viable business. The borrower must invest at least 10% of the total

estimated cost of the project, either in cash or in kind. The borrower may also

apply for Government co-financing of 30% of the amount of the loan to be

used for purchase of new goods.

Guarantee projects LEC 1. The Latvian Export Credit (LEC) offers the following guarantees (for projects of

Ls 3,300):

Export insurance: export payment guarantees, guarantees for financing, guar-

antees for purchaser's credit, letter of credit guarantee; this permits the

exporter to obtain cheaper loans.

Import guarantees: guarantees of payments and financing;

Export financing (new, small businesses, small loans);

However, the main problem is the relatively small funds available to LEC, thus

it can only finance no-risk projects.
In 1998 LEC supported 52 projects in a total amount of Ls 3.7 million. Although

the registered basic capital of LEC is Ls 5 million, to be reached by January

2000, at present it amounts to only Ls 708,000 or 14% of the intended

amount. Thus the amount of transactions covered by LEC is small. For example,
in 1997 it was only 0.55% of total exports, while at least 5.7% or Ls mil-

lion are needed, which is the same as in Slovenia.

Phare 2 On January 21, 1998 the Latvian Guarantee Agency was established (with a

capacity ECU 700,000 and Ls 500,000). It provides medium and long term

loan guarantees to SMEs for up to 70% of the amount of the loan, thus reduc-

ing the risk of banks and other financial institutions in lending to SMEs and pro-

viding loans to SMEs at lower interest rates. The LGA has signed an agreement
with the Bank of Latvia concerning the status and use of guarantees provided

by the LGA to banks granting loans to SMEs. In 1998 one project was supported

in an amount of Ls 10,000. The maximum guarantee for a loan is Ls 100,000.

RDF 3. Rural Development Fund. With a capacity of Ls 5 million, it guarantees up to

30% of investment in agriculture, granted to rural producers. The maximum

amount is Ls 35,000. Guarantees are without surcharge.

Financial support

programme for

export marketing

LEMSP/

Phare

Intends to support export marketing activities of fifty to sixty companies by subsi-

dizing up to 30% of the company's expenditures related to introducing products

to a new target market. Support is given for printing of advertising material, par-

ticipation in shows including travel expenses, certification of production in other

countries, staff training. Subsidies may not exceed Ls 10,000. The budget of the
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Financial Instrument Latvia Description

programme is Ls 580,000 and € 380,000. By the end of 1999 seventy one

applications were received, 38 projects from 31 companies were approved for a

total of Ls 200,362.

Investment in basic

assets of companies

NLDF 1. The Norwegian-Latvian Development Fund, established in 1994, invests in the

development of SMEs up to 45% of the basic assets of the company seeking

support, between $ 10,000 to $ 400,000 US. The SME is changed to a share-

holding company. The investment is temporary, between three to five years.

No investment is made in trade and commerce.

RF 2. Regional Fund (at present this area is of secondary priority. In 1999 it was 1.6%

of the total). In 1998 it invested in a/s "Balvu Maiznieks" (Balvi Bakery).

Payment of loan

interest

RF In April 1998 a state enterprise SIA Regionu attistiba (Regional Development) was

established. The task of this Fund is to promote business activities in areas need-

ing special support by supportingprojects showing a reasoned business plan and

action programmeand, if the relevant municipality is interested, in its implemen-
tation. The Regional Fund may invest in a company's basic assets, it has made

one time payments, such as creating new jobs or economic educational projects,
investment rebates, i.e. partial compensation of capital investment. The Fund

may also pay interest (partial) on medium and long term loans, in specific cases

providing loan guarantees. Support of the Fund is available in territories needing

special support only, namely 15% of the territory of Latvia. In 1998, 77 support

agreements were signed (in total 171 projects were supported), using Ls 250,000

to implement them. Altogether, by using Ls 777,000 (Ls 3.417 million) 463

(2,600) new jobs will be created. In 1999, 386 projects were supported, using

up to a Ls 1.5 million to support business activities.

Innovations

and risk investment

MES 1. Business research fund. Funds technology centres and parks, and subsidizes

and lends to research SMEs. It permits many SME tenants of technology cen-

tres to receive less expensive services and reduce rent (39 companies, employ-

ing 280 people) and technology parks (28 companies, two hundred employ-

ees). Total amount available for support for physical infrastructure of

innovations is about Ls 100,000 annually.

2. The ME is currently working on a concept of an Innovation Fund and SME

Development Fund. The SME Development Fund would grant micro loans and

risk loans to manufacturing SMEs, subsidize loan interest, make investment in

basic assets and development of infrastructure of companies.

Sector programmes Phare 1. The energy efficiency fund (€ 3.6 million) and fundsof the LMLB not less than

20% of Phare funds, at present € 1 million is already available, will provide
technical assistance and grant loans. Total funds amount to € 30,000—

400,000; the borrower must invest his own funds, at least 30% of the total

loan, and loan interest may not exceed 12%. The fund begin to lend in 1999.

LEIF/

Phare

2. Environmental investment fund (€ 2 million) grants loans for environmental

projects related to water supply and reduction of contamination. In 1998,
13 loans had been granted for a total of Ls 1.2 million, 38 more projects were

reviewed for a total of Ls 10 million. Criteria are important improvement of

the environment as a result of the project, a term of up to 10 years, a viable

project, 8% interest rate per annum, and repayment may be postponed for

up to 12 months. Fund participation in project may be up to 80% of the cost

of the project; however, the average is 40%. An advance of 1% of the amount

of the loan is required. This is a Fund for the support for introduction of envi-

ronment friendly technology.

Employment NONE Individual Funds in Eastern European countries are planned to support involve-

ment of social risk groups - young people, the disabled and women -
in busi-

ness. The Residential Housing Construction Fund should also be mentioned here

to support businesses in this sector and link them to certain areas. Latvia may

receive grants for training registered unemployed.

Consultations SC/Phare A SME training and consultation programme, partially subsidized by EU Phare

programme, implemented by BSC, innovation centres. Such a centre has also

been established as part of the Technology Centre. However, because of termi-

nation of the Phare programme and availability of pre-joining EU funds, a busi-

ness restructuring programme has been started, providing assistance to about

ten medium businesses to introduce innovative methods. Emphasis is transferred

from increased competitiveness to development of innovative technology.
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technologies; 5) Latvian (national) studies. Projects

promoting innovative activities in Latvia were partial-

ly started as early as 1991, when a system of funding

was established to carry out research and studies

demanded by the market, and basic principles for the

development of technology (innovation) centres were

prepared. The first of these was the Latvian Technol-

ogy Centre (LTC) established in 1993, the Latvian

Technology Park (LTP) established in 1996 and was

based on the infrastructureof the Riga Technical Uni-

versity (RTU).

The work thus started should be concluded with a

document duly considered and approved by the gov-

ernment concerning industrial policy would be one

of the main tasks of which to promote development

of new technology, cooperation between universities

and business, the transferof technology, and growth

of innovative SMEs. In the development of technol-

ogy centres and industrial parks, initiativein develop-

ing infrastructure is important and should be appro-

priately reflected in respective national development

programmes.

Information about Latvian Technology Centre

The LTC occupies 2,200 m 2and operates as an inno-

vative incubator, providing a wide variety of assistance to

technically oriented companies. During the past six years

the Centre has grown considerably and at present

involves 39 companies employing 28 scientists holding.

The total annual net turnover of these companies in 1998

reached Ls 1.6 million, paid in excess of Ls 160,000 in

taxes, and created 285 new jobs. The total number of

new products created was in excess of 500. Of the com-

panies in the Centre, 30% export an average of 20-60%

of their production to Western countries. Until 1995, 90%

of the total costs of the LTC were paid from the national

budget. In 1998, this figure was only 65%. The funding

which companies received from the business research

programme in 1998 was repaid to the Government five

times over. Because of lack of risk-loans, the LTC company

"SALVE" terminated operations in Latvia and established

itself in Spain, with an annual turnover of $ 10 million.

A General Description of SME

Business development in Latvia was strongly

affected by the economic reform process and develop-

ment of a legislative basis. The comparatively simple

conditions of establishing a business society, lack of

capital and weak competitiveness during the first

years of independence caused theemergence of many

weak and small businesses which often did not look

at long term operations to start with. Therefore, their

chances of survival and development under condi-

tionsof a changing market were limited.The SMI sec-

tor in Latvia is gradually increasing and becoming

involved in the general economy, thus increasing the

use of domestic resources and promoting the growth

of the national economy. SMEs account for 99% of

the total number of companies, employing about 60%

of the working population. According to the ME, they

produce up to 50% of GDP and their taxes contribute

significantly to the national budget and solution of

the unemployment problem. During the period

1991-1999 SMEs created more than 300,000 new jobs.

Number of Companies

Company registration was started in Latvia in 1991

and in March 2000 the numberof companies in the

Company Register reached 147,000, approximately 50

companies per thousand residents. During the past

two or three years an averageof approximately 6,000

to 8,000 companies were registered annually. How-

ever, of all the legally registered companiesonly some

have begun operations. According to the Central Sta-

tistical Bureau, on February 1, 1999 less than 40% of

registered companies were active. Since data of the

Company Register show mainly filing of documents

and only a year later the active companies file their

annualreports, for the purposes of this study we shall

make use of dataprovided by the CSB, based on regu-

lar statistical reports, which show the business situa-

tion considerably more correctly. Among the compa-

nies registered with the Company Register, approx-

imately 430 garage and gardening co-operatives and

public organizations, which do not perform actual

business operations, are not monitored. Table 6

shows that about 60% of all companies registered

with the CSB, not including farm holdings, can be

considered inactive, but according to an analysis per-

formed by the CSB, at theend of February 2000, 5,140

companies cannot be found. This explains the differ-

ence in numbers in the reports of the CR and the CSB.
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Table 6 Numberof Inactive SMEs by Year of Registration (not including farm holdings)

Table 7 Numberof Active SMEs by Year of Registration

Source: CSB; as at end of February 2000.

Note: Table 7 permits only approximate assessment of total of active companies in each year because during the

report period a company could suspend or restrict operations several times.

The most active period for establishing companies

was 1992-1995, when about 75% of all companies

registered with the CSB up to the beginning of 2000

and which show signs of activity. Since 1996 a

slowing down of the rate of establishing of new

companies can be observed. However, at present the

number of actively operating companies is much

smaller, because during the past two years many

companies which had terminated their operations

some time ago, had not even started or failed to

comply with the requirement to increase their basic

assets to Ls 2,000 were struck from the registers (CR,

CSB, taxpayers register). Thus, the percentage of

companies established in 1991-1995 is only 57% at

present.

The dynamics of companies registered with the

CSB business register confirms a gradual increase in

business activities and establishmentof new, far more

stable, companies. However, the involvement and

viability of new companies in the Latvian market

cannot be considered especially active. The number

of companies terminating or temporarily suspending

theiroperations increased about as rapidly. At theend

of 1999, compared to the same time period in 1996,

the number of active companies has decreased by

12.4%. 13 This trend shows a more orderly business

environment and that various subjective and objec-

tive factors have gained a higher significance, permit-

ting theestablishment and start of operations of only

those companies which have defined their niche of

operations, which are able to find sufficient starting

capital, and which provide good initial business and

management organization. The growing competition

has considerably reduced the frequency of establish-

ing new companies. However, it is a concern that dur-

ing the first 7 months of 1999, 30%of companies reg-

istered with the CSB could be considered inactive.

From a standpoint of length of survival, 1995 was

critical. As a result of the banking crisis, a large num-

ber of companies established during previous years

terminated their operations (50.2% of all companies

registered in 1991). Furthermore, 27% of companies

registered in 1994 did not start operations at all.14 The

trend of registering new companies and then sus-

13 Latvia. Human Development Report. UNDP, Riga, 1998.

M CSB files.

Companies 1991 1992 1993 1994 1995 1996 1997 1998 1999 Total

Total 10,853 13,714 12,148 12,296 4,741 3,234 2,520 2,341 914 62,761

Struck from CR 5,648 7,862 7,020 6,315 722 315 130 58 4 28,074

Bankrupt or considered insolvent 283 267 200 74 93 61 29 12 1 1,120

Terminated operations

but not struck from CR

1,693 1,999 1,904 1,775 '1,161 777 431 223 33 9,996

Have not started operations 1,247 1,683 1,716 2,321 1,515 1,386 1,417 1,734 717 13,736

or have ceased operations

Whereabouts unknown 589 538 463 476 461 318 337 183 43 3,408

Considered inactive for other reasons 1,393 1,365 845 1,235 789 377 176 131 116 6,427

ource: I; as at en iruary t; companies registen

Number of employees 1991 1992 1993 1994 1995 1996 1997 1998 1999 Total

0-9 1,887 2,674 3,191 4,298 3,281 3,611 4,065 4,469 1,998 29,474

10-49 852 1,195 1,154 1,041 658 668 534 372 184 6,658

50-249 317 309 271 246 137 107 91 60 36 1,574

>250 65 56 38 47 21 15 19 11 8 280

Total 3,121 4,234 4,654 5,632 4,097 4,401 4,709 4,912 2,226 37,986
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Table 8 Numberof Active Companies by Size

Source: CSB as at end of February, 2000, not including garage and garden co-operatives.

Table 9 Employment Figures by Size of Company

Source: CSB as at January 1, 1999.

Note: Number of employees according to salary tax books, annual cards and self-employed. Does not include

women on child care leave. The public sector figures include state and mixed ownership with state capital
shares as well as municipal ownership companies.

pending operations does not depend on the corporate

form of the company.

Only about 30% could have been operating for

longer than five years. Among the more active SMEs,

dominantare mostly micro businesses established in

recent years (Limited Liability Companies and Indi-

vidual Businesses), and more than 80% of those were

established without a previous basis and outside the

privatization process. The percentage of these compa-

nies in the general economy is small. ME analysis

shows that the total percentage of the private sector

in the nationaleconomy is determinedmainly by the

values created by privatized state enterprises.
1S

Employment
The SME FSI analysis for 1998, too, showed that

the average number of employees in companies had

increased in 1998. According to this analysis, employ-

ment had increased comparatively more rapidly in

medium-sized companies, which can be explained by

the completion of the privatization process and a

more rapid growth of companies with state capital

shares. In most companies (63%) all employees work

full time, and in 32% of companies, employees work

full time as well as part time, and in only 5% of all

companies did employees work part time only or

were contract workers.

Description of Active Companies

A division of SMEs by size and sector has stabi-

lized over the past two to three years and does not dif-

fer much from indicators in other Eastern European

countries. The service sector dominates, especially

trade, but in manufacturing, the intensive sectors and

sectors using domestic resources, which means small

limited liability companies and family businesses.

Such companies, although there are exceptions, have

limited opportunity for rapid development and

become involved in internationalbusiness, demon-

strating high competitiveness. It must be said that in

most cases and especially outside Riga and other large

cities, SMEs are usually oriented to providing a

15
Report on the Development of the Latvian National Economy. RL EM, 1998 and 1999 publishing.

Corporate form 1-9 50-249 >. Total

State enterprises 21 52 56 8 137

Municipal enterprises 217 212 151 41 621

SIA (Limited liability) 18,848 5,401 1,005 93 25,347

A/S (Shareholding) 221 266 262 128 877

Individual business 9,266 439 15 0 9,720

Share companies 111 53 40 1 205

Other forms 790 235 45 9 1079

Total 29,474 6,658 1,574 280 37,986

Proportion, % 77.6 17.5 4.1 0.7 100.0

ector Indicator Total 0-19 20-49 50-99 100-249 250-499 500-999 >1000

ota I No. of employees 595,990 166,867 78,640 71,028 92,469 61,361 44,967 80,658

Proportion % 100 28.0 13.2 11.9 15.5 10.3 7.5 13.5

'ublic No. of employees 139,115 5,151 9,294 15,580 19,831 20,766 17,060 51,433

Proportion % 23.3 0.9 1.6 2.6 3.3 3.5 2.9 8.6

'rivate No. of employees 456,875 161,716 679,346 55,448 72,638 40,595 27,907 29,225

Proportion % 76.7 27.1 11.6 9.3 12.2 6.8 4.7 4.9
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Descriptions of Active Companies

Most active companies at the end of February 2000

were micro and small businesses,
16

employing not more

than 10 people. Thus, micro businesses (not more than

9 paid employees) made up 77.6% of the total active

companies, small (10-49) and medium (50-249) -
17.5%

and 4.1% respectively. The number of large companies is

less than 0.7% of the total number of companies,

although their contribution to GDP is significant.

The largest proportion of micro businesses is among

individual businesses (95% of their total), among SIA,

74%, but division of shareholding companies according

to number of employees, is even: 22% of these are micro

businesses, 31% small and 30% medium businesses.

About 48% of active SMEs of the total number of

companies are engaged in retail trade, 13% in manufac-

ture, 6% in construction, 6% in the transport sector, 4%

in the hospitality industry, 21% provide other services.

This structure of sectors of main operations has remained

practically unchanged over the past two to three years.

Looking at the division of companies by corporate

form (Table 10), we see that the proportion of micro (pos-

sibly family) businesses, is larger in the trade sector (85%),

but in other sectors, according to the UNDP report
17

,

limited liability companies dominate, except in the financ-

ial sector. The proportion of small and medium business

among active companies in manufactureand construction

sectors is larger in company categories employing

between 11 and 49 and fifty to 99 employees respectively.

Companies employing more than fifty people are mostly

concentrated in the manufacturing sector (32% of all

medium and large companies).

Table 10 Classification of Active Companies by Size and Corporate Form

Source: CSB, end of February, 2000.

normal living standard for the owner and family

members, rather than profit and business operations

as understood by the market economy. For the most

part, these are wood processing, farm production pro-

cessing and light industry plants located in small

towns and rural areas.

Regional Distribution

Most of the active companies are located in Riga

(53%) and theother six larger citiesofLatvia: Daugav-

pils, Jelgava, Jurmala, Liepaja, Rezekne and Ventspils

(for a total of 16%); almost 11% of all companies are

located in areas surrounding Riga, Ogre, Cesis and

Tukums regions. Riga may be considered the driving

force of growth of the private sector within a wider

area, even Valmieracity and region (2%). Only 18%of

all companies are operating in all other regions,

showing a significant imbalancein the distributionof

business by areas. The present implementation of

regional policy has not shown significant results in

evening out these differences.

Such territorialdisproportion of business activities

may prove to be a future obstacle, delaying develop-

ment of a higher value added type of business and the

16 Definition of the Law "About Control of State and Local Government Support to Small Business".

17 Latvia. Human Development Report. UNDP, Riga, 1998.

Sector Up to 9 50-249 Total Proportion,

Agriculture 590 284 96 9 979 2.5

Fishing 109 46 2 1 158 0.4

Industry 2,764 1,439 482 109 4,794 12.6

Construction 1,261 577 181 14 2,033 5.6

Trade 15,801 2,310 263 27 18,401 48.4

Hotels 1,300 249 17 1 1,567 4.1

Catering 44 32 11 2 89 0.2

Transport 1,638 423 98 25 2,184 5.7

Communications 87 24 9 5 125 0.3

Finances 224 42 30 13 309 0.8

Operations involving real property 3,577 649 143 16 4,385 11.5

Education 275 85 17 1 378 1.0

Health and social care 441 162 129 40 772 2.0

Other 1,363 336 96 17 1,812 4.8

Total by corporate form 29,474 6,658 1,574 280 37,986 100.0
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resulting increase of the living standard. The pes-

simistic mood reigning among the population of Lat-

gale and other less developed areas will result in

migration of the labour force, especially among the

young and educated, to a more favourable environ-

ment. A significant increase in business activities can-

not be seen without serious investment in small town

and rural infrastructure and education and direct

stimulation, persuading educated people to live and

work there. The situation could be improved by a

targeted and efficiently managed distributionof EU

structural funds in less developed regions.

Our analysis also confirms the conclusion that a

stableand unchanging SME sector structure has estab-

lished itself. During the last five years the number of

manufacturing companies has not increased and no

dynamic sector has emerged in any particular region

of Latvia.

Table 11 Classification of Active Companies in Larger Cities and Regions by Number

of Employed

Source: CSB, as at end of February 2000.

City/region 1-9 10-49 50-249 >. Total Proportion,

Cities

Riga 15,676 3,411 738 152 19,977 52.6

Daugavpils 1181 248 55 22 1,506 4.0

Jelgava 683 152 38 9 882 2.3

Jurmala 699 92 32 8 831 2.2

Liepaja 1,047 214 47 9 1,317 3.5

Rezekne 416 107 33 3 559 1.5

Ventspils 608 171 32 7 818 2.2

Regions

Aluksne 190 60 9 1 260 0.7

Balvi 164 35 10 1 210 0.6

Bauska 362 89 25 2 478 1.3

Cesis 677 143 35 4 859 2.3

Daugavpils 118 39 11 1 169 0.4

Dobele 212 61 29 5 307 0.8

Gulbene 234 64 14 1 313 0.8

Jelgava 186 54 17 0 257 0.7

jekabpils 441 110 27 2 580 1.5

Kraslava 156 49 14 1 220 0.6

Kuldiga 289 91 17 4 401 1.1

Liepaja 301 62 16 1 380 1.0

Limbazi 338 77 20 4 439 1.2

Ludza 176 54 12 2 244 0.6

Madona 332 101 23 2 458 1.2

Ogre 524 120 21 5 670 1.8

Preili 308 504 17 4 383 1.0

Rezekne 153 32 13 1 199 0.5

Riga 1,439 337 98 10 1,884 5.0

Saldus 351 77 28 2 458 1.2

Talsi 472 113 32 2 619 1.6

Tukums 481 127 38 1 647 1.7

Valka 254 55 19 6 334 0.9

Valmiera 620 148 30 6 804 2.1

Ventspils 60 28 5 0 93 0.2

Total 29,474 6,658 1,574 280 37,986 100.0
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SME Development Problems

The increase and growth of SMEs are affected by

market opportunities, private initiative, changes in

business environment promoting establishment of

new companies, access to capital and reforms in the

government sector relating to completion of privati-

zation, restructuring of the privatized enterprises and

the labour market. In capital and intellectually inten-

sive sectors, SME development is affected also by

technology "traditions"and level of sub-sector devel-

opment, availability of appropriate infrastructure and

manufacturing premises, as well as quality of theedu-

cational system.

Starting and Developing a Business

The only detailed study of SME operations and

development
18

carried out at present shows that lack

of starting capital, high taxes and insufficient operat-

ing funds are the problems which Latvian business

people face when starting operations and which are

felt equally by representatives of different regions,

cities and sectors. Of the business people polled, 91%

admitted that at the beginning of operations they felt

a lack of capital and operating funds, 78% of compa-

nies were slowed down by high taxes. Unstable and

uncertain legislation, and difficulties present at insti-

tutions when applying for permits and taking care of

registration. These problems are followed by difficul-

ties related to market entry, high competition and

ability to sell their production or services, as well as

difficulties in finding suitablepremises. The matter of

premises is most often cited by businesses in the trade

and service sector. A serious starting problem is also

lack of experienced and trained staff, but less pro-

nouncedare difficulties in purchasing equipmentand

raw materials. Manufacturing and construction com-

panies face problems selling, small demand, and

insufficient business information more often than

those engaged in the trade and service sector. The

study shows that business people do not consider

racketeering, corruption and organized crime to be

the main problem.

SMEs cited the slow and complicated dealings

with government and municipal administration as a

serious obstruction to their operations. SMEs found

the least accommodating attitude in dealing with the

National Revenue Service (this was mentionedas an

obstacle by 35% of those polled), municipal services

(17%) and Customs (13%). The main difficulty is the

slow processing, many necessary visits, unfriendly

attitude on the part of civil servants, unpredictable

order in reviewing issues and arbitrary interpretation

of the laws.

In studying SMEs
19, the main operations of com-

panies were compared during their first year of opera-

tions and in 1998. At the very beginning of business

operations, trade or emphasis on turnover gained in

Table 12 Main Starting Problems (% indicates the proportion of the problem)

18 T. Tisenkopf etc., How Small Buisnesman feels. Report to government of Latvia, Riga, LU FSI, September 1998.

19 T. Tisenkopf etc.

Starting problem Proportion Comments

Capital 33% Limited opportunities to obtain loans, especially in the case of newly estab-

lished companies

Taxes 29% SMEs consider the tax burden to be too heavy, changes in taxes are too fre-

and institutional quent, one and the same documentmust be submitted to many institutions,
environment uncertainty and administrative obstacles

Market 17% No market research has been done, limited choice of consultants in this area

Premises 9% A specific problem in trade

Labour force 6% A lack of trained staff proficient in foreign languages, lack of knowledge in

selecting staff, lack of suitable and work-oriented people looking for employ-
ment in a number of rural areas

Equipment and technologies 4% Not significant, but 81% of active business people consider their equipment
outdated. At present SMEs put their resources in maintaining present equip-

ment rather than updating it

Racketeering and Mafia 2% Insignificant

Source: FSI study.
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trade characterized almost half of all small and medi-

um businesses and confirmed the limited opportuni-

ties to make use of comparatively inexpensive and

long term capital for their business development, as

well as lack of a clearly defined strategy. This shows

that those SMEs which represent quick profit and

turnover types of business are the most comfortable

in the present economic environment. It should be

noted, however, that for many companies, trade or

services represent a way to accumulate investment

funds forother possible types of operations. It is inter-

esting to note that business people do not mention

choice of operations as a starting problem. Indirectly,

this shows that there are few companies that start an

innovative business or are oriented towards a certain

market area.

Another study20

, polling two hundred of the

largest Latvian exporters, 74% of them SMEs (up to

250 employees), shows that companies with foreign

held shares are most orientedtowards foreign markets

and are able to compete there. They are more produc-

tive and need significantly less government subsi-

dized marketing consultations. Furthermore, only

10% of domestic companies use up-to-date marketing

methods. Itmust be noted that 95.5%of Latvian com-

panies use road transport for supplies and deliveries

and only 1-2% consider logistics an even remotely

important area worth paying some attention to in the

future. Two main obstacles which, according to busi-

nessmen, obstruct increased export, are lack of oper-

ating funds (54.5%) and insufficient information on

available markets (47.5%). An indirectly important

problem obstructing growth are administrative obsta-

cles, especially emphasizing Customs procedures and

delays in returning VAT. Only 20% of those polled

believe that Customs procedures are not a problem

for them. Possibly, if companies were provided ade-

quate information on legislation, foreign markets,

available support and administrative procedures,

many of the present problems might be resolved.

Company ability (33%) and desire to use global inter-

net network to obtain this information (12%), is

increasing.

The FIAS study21 emphasized the frequent changes

in tax legislation, time consuming and complicated

registration, immigration, building, property and

inspection procedures, and inconsistency in Customs

and border crossing procedures as important factors

slowing down business operations.

In sum, polls carried out in different areas show

similar obstacles to SME development and that in

Latvia, these obstacles do not differ very much from

the obstacles in other countries in transition. More

significant difference lies in the fact that in the

Eastern European countries (the Czech Republic,

Poland, Hungary), polls also mention lack of qualified

labour force and technology as an important obsta-

cles. This is borne out by a poll of exporters, which

shows that the largest part (65%), also large compa-

nies, do no research at all, and in 23% of companies

research is done by not more than five people. It fol-

lows that in Latvia, SMEs represent sectors where

demandfor research results is not necessary.

Most businessmen polled in the above mentioned

studies confirm that the economic environment is

gradually improving, demandand purchasing power,

both locally and nationally, is increasing, but at the

same time mentioning that competition, too, is

increasing. If the attitude of business people to the

burden of high taxes is traditional, it should be noted

that during the past two or three years the relation-

ship between business and government and munici-

pal institutions has not changed, nor has theefficien-

cy of organizations which support the growth of

SMEs improved.

Lack of Financial Resources

The International Finance Corporation study
22

carried out in 1998mentions that the most important

problem faced by SMEs in Latvia is the lack of finan-

cial resources. Access to financial resources is limited

by the differing policies of banks towards SMEs and

the unrealistic security demanded by the banks.

Although there are several programmes promoting

development of SMEs, due to lack of resources, they

seldom touch on the most important issue - access to

funding and investment. Follow-up shows23 that at

present, procedures demanded by banks are compli-

cated and business people are asking for simplified

access to financing in the future. Newly established

companies are seldom able to provide safe security,

their credit history being insufficient, and interest

rates offered by the market being acceptable to trade

SMEs only.

20 Priorities of Latvia's Enterprises and Major Problems in Their External Economic Activities. Riga, LAA & RBI, 1999.

21 Latvia. Administrative Barriers to Investment. FIAS & PB, December 1998.

22 International Finance Corporation, Interventions in the Baltic and Polish SME sectors, December 1998, LarCon Consortium.

23 Latvia. Human Development Report. UNDP, Riga, 1998.
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Since the real property market is not active and for

the most part it is difficult to determine the market

value of a real property offered as security by SME, it

adds to the risk of a loan to SME and newly estab-

lished companies. For this reason, commercial banks

set higher guarantee requirements (as high as 120-

-150%) and credit risk surcharges for SMEs and orient

themselves to large clients whose service costs are

comparable to unprofitable small projects, or compa-

nies having a long credit history.

Accounting done in small and medium businesses

is often unprofessional, as their auditing systems are

undeveloped throughout the country, and frequently

even licensed auditors includein their reports conclu-

sions in favour of the company paying their fees.

Often the quality of business plans prepared by a

company is not high and informationprovided does

not permit proper risk evaluation. The low manage-

ment levelof SMEs does not persuade the banks and

causes additional increases in loan interest rates.

Only a few banks have prepared and confirmed a

long term operational strategy, which includes a poli-

cy of lending to SMEs. SMEs do not need large loans.

As a rule, servicing of SMEs takes place in several

stages. Loans are paid out in small amounts, confirm-

ing that previous amounts have been handled proper-

ly and repaid before the next pay-out. Such develop-

ment holds risk for the small businessman, too,

because often all funds are used to develop a product

or manufacturing, failing to include financing for get-

ting their production to market. Each such stage

begins with a negative cash flow and the company

reaches stability only when their sales figures reach

costs invested in the production of goods or develop-

ment of production. This situation could be improved

considerably by introducing an efficient risk insur-

ance or guarantee system.

A general summaryof the availability of financial

resources is shown in Table 13.

According to the FSI study of SMEs, during 1997-

-1998 small and mediumbusinesses showed a tenden-

cy to grow, confirmed by turnover, profit, increased

employment, and growth of sales markets, regardless

of the company's size or location. As a result of the

limitedaccess to financing, SMEs develops by plough-

ingback their profit in business development. Of all

SME 50% invest in their development themselves,

and in 15% of cases, amounts of the company's capit-

al investment was in excess of 10% of turnover.

Investment is made mainly by companies engaged in

industry. Of all SMEs 65%, produce goods for the

domestic market. SMEs oriented towards export are

mainly concentrated in Riga. The main source of

startingcapital prior to 1997 was the owners' own sav-

ings and loans from family or friends.

It must be concluded that factors slowing down

SME development are lack of funds, limitedopportu-

nities for obtaining loans (high interest rates, weak

guarantee system, lack of security), lack of business

experience, insufficient knowledge of markets, vari-

ous administrative obstacles (company registration

and receiving necessary permits, licensing, the chang-

ing report system), frequent changes in legislation

and inconsistency in the application of laws and reg-

ulations, and lack of premises.

Table 13 A Summary of Availability of Financial Resources to SME

Financial

resources

New companies

(1-9 employees)

Small companies

(10-24 up to 3 yrs)

Small companies

(10-24 more than 3 yrs)

Medium

companies

Short term None Partial Possible Possible

Long term None None Partial Possible

Guarantees None None Partial Possible

Export subsidies None None Partial Possible

Interest subsidies None Partial Partial Partial

Investment None None Partial Partial
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The Legislative System

A General Description of the Legislation

In Latvia, each year an average of about 250 new

laws are enacted and 350 Cabinetof Ministers Regula-

tions come into force. However, the fact that the

number of legislative acts is increasing too rapidly

causes intermultiplicity, ambiguity, and many inter-

nal contradictions. Consequently, uncertainties arise

regarding application of legal norms. Not enough

attention is given to mechanisms for compliance with

legislative acts and the necessity to assess the costs of

their introductionand implementation. The weakest

links are the contradictory and complicated clarifica-

tion of normative acts and instructions issued by gov-

ernment or municipal institutions in charge, which

frequently contradict legislative norms or normative

documents of the CM.

The Administrative Process

Most of the problems which arise when govern-

ment or municipal civil servants unprofessionally or

even maliciously apply legal norms could be prevent-

ed by an efficient national legislation of theadminis-

trative process. Such legislation should provide physi-

cal and legal persons whose interests have been

affected by a specific decision of a civil servant or

institution, with the opportunity to appeal such a

decision either to a higher authority or the court. At

present the law provides that any application or

request made by a person to government or munici-

pal institutionmust be reviewed within 15 days, but

this deadlinemay be extended to a month if the mat-

ter necessitates a request for additional information.

In reality, practically all matters are reviewed in a

month. And, in the case of a negative decision, the

affected person may submit a complaint within a

month to a higher authority whose decision in turn

may be appealed in court. In certain areas the law

provides for shorter deadlines (for example, decisions

of immigration authorities must be appealed within

10 days). Unfortunately, the case load of the courts is

such that it results in a total inability to observe any

procedural deadlines for hearing cases. From the

standpoint of business people, this is important, not

as much in resolving civil matters (which are a long

and complicated process anywhere in the world), as

in cases when decisions of administrative institutions

are appealed in court. Although the Civil Code pro-

vides that the courts must hear administrative com-

plaints within 10 days after preparing the case for

hearing, in reality these deadlines are totally ignored

and cases are heard approximately within a year.

Thus, in the event of illegal actions on the part of

administrative institutions, a company has virtually

no opportunity to defend its interests because the

matter in question is no longer current. In fact this

causes an outright inequality between the govern-

ment and a business. For a business defaulting on any

deadline (tax payment, submission of documents or

obtaining a permit) may result in fiscal or administra-

tive sanctions, whereas ignoring deadlineson thepart

of the government in reviewing complaints and sub-

missions of people causes no unfavourable consequ-

ences for the government and are not even conside-

red a justification in the event the person in question

misses something because of it. Thus, in order to pro-

vide a real equality between the government and the

corporate world in the event of resolving a dispute, it

is necessary to determineshorterdeadlines for review-

ing matters in administrative institutions and ensure

a rapid and efficient hearing of cases in courts.

Establishing and Registering Private

Property

The property reform started in 1991, when the

laws on returning buildings and land to their legal

owners (in accordance with the situation in 1940) or

their heirs were enacted. Although for the most part

the principle of renewal of ownership rights was

observed, the laws provided for a complicated and

relatively expensive procedure to renew ownership

rights and legally register them. The process is reg-

ulated by some 15 various Acts, involving at least

8 differentinstitutions. Although by 1997 2is of all re-

al property (about 5,000 holdings in total) were

returned to private persons, only about 22% were

registered with the Land Books. For this reason, the

real property market is still undeveloped. Although a

large number of real properties are privately owned, a

mortgage lending system is not developing, a fact

which in a situation where cash savings are limited, is

a necessary conditionprecedent for business develop-

ment. Speeding up ownership registration is one of

the main conditions precedent to activate this market.
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Business Legislation

Regulating Business

In Latvia, business operations are mainly regulat-

ed by a blanket law, "On Entrepreneurship", which

was passed by the Supreme Council of the RL on Sep-

tember 26, 1990. The Supreme Council passed this law

at first reading barely three months after renewal of

independence, thus confirming its importance to the

nationaleconomy. The existence of this blanket law

facilitated the adoption of several legislative acts reg-

ulating various forms of business, as well as condi-

tions for their implementation. Once the law "On

Entrepreneurship" was enacted, any business whose

corporate form did not comply with the provisions of

the law had to be quickly re-organized or had to ter-

minate its operations.

Prior to the adoption of the law "On Entrepre-

neurship" mainly businesses whose registration was

permitted by State administrative acts operated. Since

1987 new trends have emerged and the co-operative

movement has started. Resolutions of the Council of

Ministers of the Latvian SSR regulated the areas in

which operations were permitted, such as:

■ "On Establishing Co-operatives for the Produc-

tion of Consumer Goods" (No. 69, 10.03.1987);

■ "On IndividualWork" (No. 128, 23.04.1987);

■ "On Farm Holdings" (No. 326, 04.10.1988)

■ "On Collective Gardening and Growing of Pro-

duce" (No. 363, 04.11.1988), and others.

Special procedures were set for joint ventures.

Until 1989 all joint ventures were registered in Mos-

cow. Later their establishment was determined by-

orders of the Councilof Ministers of the Latvian SSR.

In this way several well known companies were estab-

lished, such as:

■ "MONO OL" (Order No. 104, 07.04.1989),

■ "MAN TESS" (Order No. 163, 08.06.1989),

■ "Inta Union" (Order No. 183, 23.06.1989).

After the renewal of independence, in Latvia

personal freedomwas ensured when choosing indivi-

dual or collective business forms or joining of people

from Latvia and other countries to establish new

companies.

The law "On Entrepreneurship" provides organi-

zation of business in the Republic of Latvia in general

terms, based on the diversity of ownership forms and

equal rights. The law states forms of business, the

main principles of their establishing, organizing and

registration.

During the eight years since the law was enacted,

it has been changed several times.

Table 14 Changes to the Law "On Entxepreneurship" and Their Effect on SMEs

Article Changes Effec

.aw of the Supreme Council of the

Republic of Latvia "On Amendments to

he Law of RL of September 26, 1990

'On Entrepreneurship" (14.05.1991)

4

5

7

Provides for equal rights of all businesses;

Defines types of business and companies;

Provides that the rights of a legal person come into

effect at the time of registration with the Company

+

+

+

Register of RL;

8 Defines status of representative offices by providing
that subsidiaries and representative offices of compa-
nies registered in Latvia do not hold the status of a

+

legal person;

10 Defines signing of collective labour agreements; +

13 Provides that the list of forms of business is final; +

16 Limits forms of permitted State and municipal compa-
+

nies;

25 Defines compliance of business forms with require- +

ments of relevant laws;

27 Defines provisions on mandatory business insurance in
+ -

other laws;

31 Provides that business operations limited by a relevant
- +

law may be started after submitting a special licence

to the Company Register of RL; provides that the

Company Register of RL may not demand other docu-

ments not provided by law;
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Article Changes Effect

32 ■ Extends types of business operations requiring a licence; + -

provides a general procedure for obtaining licences;

lays down the minimum basic capital required for

banks, insurance companies and pawn shops;

33 Lays down additional requirements for managers and + -

owners of businesses; entitles the Committee for Envi-

ronmental Committee and institutions of the Council of

Ministers to suspend operations of companies violating

the provisions of this law;

34 Defines suspension of business operations; introduces a + -

norm that forbids termination of a business in order to

reorganize it; introduces a norm permitting payment of

debtsby selling assets at tender or transferring to cred-

itors.

Law of the Supreme Council of the

Republic of Latvia "On Amendments to

1 ■ Provides that issues concerning nonprofit organizations +

are regulated by the law of 17.12.1991;

the Law of RL of September 26, 1990

"On Entrepreneurship" (12.09.1992)

2 Defines application of the law to institutions whose +

basic function is not business;

3 Defines operations of the Economic court, which is +

replacing arbitration;

8 Defines that subsidiaries and representative offices are

registered after submitting approved Founding Laws to

the Company Register of the RL;

12 ■ Provides that bookkeeping must be kept as provided in + -

normative (change from legislative) acts;

14 ■ Supplementingthat a fishery, too, may be a one-owner +

business;

15 ■ Provides a procedure for naming individual businesses, +

farm holdings and fisheries; supplements that opera-

tions of the aforesaid business must observe provisions

of the special law enacted on 08.01.1992;

16 ■ Defining by changing terminology; +

17 ■ Supplements regarding businesses (companies) of pub- +

lie or religious organizations;

22 ■ Provides a form for name of limited liability companies +

(SIA);

25 Supplements that establishing and operations of com- + -

panies of foreign nationals is regulated by a special law

enacted on 05.11.1991 which provides for relief, but a

limit on investment restricts access by SME;

26 Defines the role of the Government in regulating busi- +

ness operations;

29 ■ Defines facility for resolving disputes; Economic court +

replaces arbitration;

32 Extends the list of types of business requiring a licence -

for their operations;

33 Provides additional requirements for managers and

owners of businesses;

Entitles State and municipal institutions to suspend

operations of a company violating provisions of this law;

34 Defines reasons for terminating a company by order of +

the Economic court, which replaces arbitration-

35 Provides that a company may be reorganized following +

a resolution of the owner or an authorized institution;

36 ■ Supplement providing that income gained from + -

unregistered business operations or business operations

without a licence is paid to the National budget;
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Law i Articlle Changes Effect

Law of the Supreme Council of

the Republic of Latvia "On Amendments

to the Law of RL of September 26, 1990

"On Entrepreneurship"" (12.01.1993)

31

32

Supplement providing that a new document is need-

ed (regarding legal address) when registering a busi-

ness (company);

Limits unlicensed operations with special items (gas

pistols, balloons etc.); extends the list of types of busi-

+ -

+ -

ness requiring a licence.

Law of the Supreme Council of 32 Extends the list of types of business requiring a

the Republic of Latvia "On Amendments

to the Law of RL of September 26, 1990

"On Entrepreneurship"" (23.02.1993)
34

licence;

Supplement providing that operations of a business

or company engaged in unlawful operations or oper-

ating without a licence may be terminated by court

+ -

order;

35 Supplement providing for reorganization of a com- +

pany by court order following a demand by the

monopoly supervisory institution.

Law of the Supreme Council of

the Republic of Latvia "On Amendments

to certain legislative acts of the RL

related to the Establishment of the

32 Amendments providing a division of authority such

that for operations relating to land, licences shall be

issued by the National Land Service; a supplement

providing that a licence is required for land surveys.

+ -

National Land Service" (27.04.1993) as it

pertains to the following Articles of

the Law "On Entrepreneurship"

Law of the Supreme Council of

the Republic of Latvia "On Amendments

34 Supplements providing conditions of safekeeping and

storage of documents following termination of a

+

to some Laws of RL concerning the Safe

Storage of Personnel Documents"

(11.05.1993) and how these relate to

the following Articles of the Law

"On Entrepreneurship"

35

company;

Supplements requiring the manager of a business

(company) to ensure safekeeping of documents of a

reorganized company.

+

Law of the Supreme Council of the

Republic of Latvia "On Amendments to

32 Extends the list of types of business requiring a

licence; increases the minimum of basic capital for

+

the Law of RL of September 26, 1990

"On Entrepreneurship"" (18.05.1993)

shareholding companies banks, insurance companies
and pawnshops; supplements that licences for insur-

ance operations and insurance agents are issued

under a procedure provided by the special law enact-

ed on 12.01.1993.

Law of the Saeima of the Republic of

Latvia "On Amendments to the Law

"On Entrepreneurship"" (24.02.1994)

34 For the sequence of repaying company debts; supple-
ments a definition of requirements providing for legal
labour relations and that claims for compensation of

injuries shall be paid regardless when the right of

claim had originated.

+ -

Law of the Saeima of the Republic of

Latvia "On Amendments to the Law

"On Entrepreneurship"" (15.06.1994); at

the same time CM Regulations No. 14

(11.01.1994), 77 (14.04.1994), No. 82

(14.04.1994) become null and void.

32 Defines wording of some Clauses and Paragraphs,

including changing the words "Council of Ministers"

to read "Cabinet of Ministers" and "Supreme Coun-

cil" to "Saeima"; forbids acceptance of deposits with-

out a licence from the Bank of Latvia; extends the list

of types of business requiring a licence; defines that

the amount of basic capital provided by the law for

+ -

banks, exchanges, pawnshops and insurance compa-

nies shall be the founding equity capital.

Law of the Saeima of the Republic of

Latvia "On Amendments to the Law "On

Entrepreneurship"" (29.03.1995); at the

same time CM Regulations issued under

Article 81 of the Constitution No. 135

32 Deletes the list of types of businesses requiring a

licence, providing division of authority between insti-

tutions authorized by the Cabinet of Ministers, the

Bank of Latvia, municipalities and professional

associations, noting that the Government is entitled

+ -

(19.07.1994), 153 (19.07.1994), No. 170

(30.08.1994) become null and void.

to determine a monopoly for some types of business;

licences already issued shall remain in effect.

Law of the Saeima of the Republic of

Latvia "On Amendments to the Law

"On Entrepreneurship"" (02.11.1995);

34 Supplement providing for some advantages to

suppliers of agricultural products in satisfaction of

claims to companies in liquidation.

+ -
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Conclusions

During the eight years since the law "On Entrepre-

neurship" was enacted, it has been changed consider-

ably. Important amendments and supplements are

related to licensing of business operations, satisfaction

of claims, re-organization and liquidation The extension

of types of business operations requiring a licence had

the most negative effect on SME operations. However,

all in all the positive assessment of changes to the blan-

ket law far outweighed the negative.

Many of the changes to the articles were considered

positive and negative, which means thatalong with the

positive government regulation introducing clarification

of a certain issue, business operations of SMEs are

restricted at the same time. A negative effect on SMEs

is ascribed to Acts granting exceptional status or indi-

vidual approach to specific companies, leaving the

problems of other similar companies to their own

resources.

Until adoption of a law regulating insolvency and

bankruptcy cases, the law on Entrepreneurship provided

the procedure for satisfying creditors' claims. Experience

showed later that it was the matter of satisfying cre-

ditors' claims, especially in the case of physical persons,

that was at the centre of public attention.

Law Article Changes Effect

Law of the Saeima of the Republic of

Latvia "On Amendments to the Law

15 Provides for liability of an individual business owner

with all his/her property;

+ -

"On Entrepreneurship"" (19.09.1996); at

the same time CM Regulations passed

under Article 81 of the Constitution No.

129 (10.04.1996), become null and void.

34 Defines that liquidation shall be carried out in accor-

dance with the new law on insolvency of businesses

and companies, deleting from the Article the list of

how claims are satisfied; supplements that in certain

cases liquidation may be carried out also by resolution

of the National Revenue Service;

+ -

Provides a maximum deadline for liquidation in six

months except in cases of a court-appointed liquidator.

Law of the Saeima of the Republic of

Latvia "On Amendments to the Law

"On Entrepreneurship"" (22.05.1997); at

the same time CM Regulations passed
under Article 81 of the Constitution

No. 15 (10.01.1997), 136 (07.04.1997),

become null and void.

34

34.1

Supplements that business operations are also ter-

minated if the basic capital does not comply with the

requirements of the law; supplements a definitionof

creditors' requirements and claims;

Supplements the Law with a new Article stating spe-

cial cases when State or municipal enterprises (compa-

nies) may be struck from the Company Register of RL,

providing under the transitional provisions expiry of

the effect of the Article on 31.12.1998;

+

+

34.2 Supplements the Law with a new Article providing the +

procedure for liquidating companies whose basic cap-
ital does not comply with the requirements of the law.

Law of the Saeima of the Republic of

Latvia "On Amendments to the Law

"On Entrepreneurship"" (04.12.1997); at

the same time CM Regulations passed

32 Defines wording of the Clause by deleting the words

"financial and lending operations" and "restrictions

relating to banks", defining same as restrictions relat-

ed to operations of credit institutions;

+

under Article 81 of the Constitution

No. 274 (05.08.1997), becomes null and

void.

33.1 Supplements the Law with a new Article regulating
matters concerning the establishment, registration
and sale of commercial pledges and providing for four

institutions for registration of pledges;

+

35 Supplement providing that the new company result-

ing from merging or annexation of businesses (com-

+

panies) shall assume all the rights and obligations of

the merged or annexed companies; defines provisions

concerning the dominant position of businesses (com-

panies) in the marker-

Transi-

tional

provi-

sions

Determine that liquidation of agricultural statute pro-

visions companies is completed and debts paid as

provided by the CM and in accordance with the list

approved by the CM.

+ -

Total "+" 29

Total "-" 4

Total "+ -" or "- +" 20
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Business people, employees or shareholders of com-

panies had difficulty understanding the new legislation.

Later, it was difficult to follow all the changes to the

laws, various regulations, and provisions. By attempting

to introduce some kind of order, new normative acts

were introduced which in turn made the procedure for

establishing businesses even more difficult. Licensing

and other restrictions obstruct business operations not

only by the special procedures but also by wasting time

and money needed to reach their goal.

A positive factor is the drafting of the Commercial

Law. This Law will replace some fifteen various legal acts

adopted since 1990 in the area of commercial rights and

will serve in the future as a collection of normative acts

related to business operations. The number of business

forms will be reduced (from twelve to five), relations

between areas of private rights and commercial rights

will be defined, existing norms regulating business oper-

ations aligned preventing contradictionsand introducing

a single terminology and principles of theory in accor-

dance with EU requirements. Business people will find it

easier to understand and choose the type of business

form most suited to their future operations.

At the same time a draft law on concessions is being

written which will regulate ways of how a private busi-

ness may become involved in financing and using differ-

ent objects of infrastructure.

Licensing and Restrictions of Business

Operations

At the time of adopting the law "On Entrepre-

neurship", its Article 32 listed those types of business

which required a licence. Pursuant to this, the Coun-

cil of Ministers passed Resolution No. 130 on May 6,

1991 "On the Procedure for Issuing Special Permits (Li-

cences) to Perform Certain Business Operations or

Establishing Certain Businesses (Companies)". This

Resolution provided for a division of authority bet-

ween institutions, providing which Ministries issued

licences for which types of businesses, on Licensing

Commissions and their rights and obligations. How-

ever, 3 months later this Resolution was replaced by

Resolution No. 203 adopted by the Council of

Ministers on August 5, 1991 undera similar title.

Since during the following period of time the law

"On Entrepreneurship" regularly extended the num-

ber of types of businesses requiring a licence, the

Resolutions concerning the procedure for issuing

licences were supplemented. In 1995, when the list of

types of businesses requiring a licence was deleted

from the Law "On Entrepreneurship", the Resolution

providing a procedure for issuing licences was

replaced by extended regulations including both the

list of business types requiring a licence as well as the

procedure for issuing such licences.

Table 15 Changes in Acts Relating to Licensing and Their Effect on SME Operations

Clause Changes :t

CM Resolution No. 203 "On the All A new resolution replacing No. 130 of 06.05.1991; + -

Procedure for Issuing Special Permits

(Licences) for Performing Specific Types
Df Business Operations or Establishing
Susinesses (Companies)" (05.08.1991)

Adopted because of amendments to the Law "On

Entrepreneurship", including extension of the list of

types of businesses to 28.

CM Resolution No. 123 "On

Supplementing Resolution No. 203 of

the CM of RL Passed on August 5, 1991

"On the Procedure for Issuing Special
Permits (Licences) for Performing Specific

Types of Business Operations or

1.1

2

Supplements that the Ministry of Finance is author-

ized to issue Licences for operation of Exchanges;

Supplements a provision describing the Commission

for assessing issuing of licences and a provision that

the licence must be received prior to registering the

Exchange with the Company Register of RL.

+ -

+ -

Establishing Businesses (Companies)""

(08.04.1992)

CM Resolution No. 499 "On the

Procedure for Issuing Special Permits

(Licences) for Performing Specific Types
of Business Operations" (23.11.1992)

All A new Resolution replacing Resolution No. 203

adopted 05.08.1991 and the supplement to it of

08.04.1992;

The Law "On Entrepreneurship", extending the list

of companies requiring a licence to 49, as also shown

in the CM Resolution;

+ -

The Resolution provides that operation of businesses

conflicting with Resolutions passed is forbidden and

shall be terminated immediately, thus strengthening
the administrative influence on business operations in

general.
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Act Clause Changes Effect

CM Resolution No. 70

"On Supplementing Resolution No. 499

of the CM of RL passed on November

23, 1992 "
(11.02.1993)

4 A supplement providing that a fee of $ 1,000 be paid
for issuing a licence to purchase and sell precious

metals, precious stones and their products outside

the territory of the RL.

CM Resolution "On Amending Resolution 1.5 New wording cancelling territorial restrictions for +

No. 499 of the CM of RL passed on

November 23, 1992" (04.03.1993)

operations involving precious metals and precious

stones;

1.13 Deletes article because of new wording in Article 1.5; +

Simultaneously provides that licences for operations

involving precious metals and precious stones must

be reprocessed;

Resolution No. 70 of CM of 11.02.1993 is cancelled. +

CM Resolution No. 148 "On Amending
Resolution No. 499 of the CM of RL

4 New wording provides that applications for a licence

must be accompanied by confirmationof registration

passed on November 23, 1992
"

(23.03.1993)

as a taxpayer and full payment of all moneys out-

standing to the National budget;

The article is supplemented with a new paragraph

recommending that municipal institutions, the Bank

of Latvia and professional associations may review

applications for licences as provided by the Govern-

ment.

CM Resolution No. 163 "On

Supplementing Resolution No. 499 of

the CM of RL passed on November 23,
1992 "(29.03.1993) CM Resolution

No. 266 "On the Procedure for Issuing

Special Permits (Licences) for performing

of specific types of business operations""

(27.05.1993)

1.14 A new clause providing that issuing licences for sale

and public showing of films and videos are issued by

the Ministry of Culture.

CM Resolution No. 266 "On the Proce-

dure for Issuing Special Permits (Licen-

All A new resolution replacing Resolution No. 499

adopted on 23.11.1992 and all amendments to it;

ces) for performing of specific types of

business operations"" (27.05.1993)
Determines institutions issuing licences for certain

types of business operations.

+ -

CM Resolution No. 350 "On

Supplementing Resolution No. 266 of

the CM of RL passed on May 27, 1993"

1.5.5 Supplementing that the Ministry of Finance shall

issue licences for organizing any kind of lotteries, raf-

fles and money games;

+ -

(02.07.1993)
Area of operations requiring licensing, but also

extending the list of types of business operations

+ -

requiring a licence.

CM Resolution No. 100 "On Amending

Resolution No. 266 of the CM of RL

1.4.3 Wording of this clause is supplemented by a provi-

sion that a licence is required for selling and manu-

+ -

passed on May 27, 1993" (10.05.1994) facturing of pyrotechnic material and weapons and

providing pyrotechnic services.

CM Resolution No. 107 "On Amending 1.3.4 A new subclause providing that the Ministry of Trans-

Resolution No. 266 of the CM of RL port shall issue licences for retail operations involving

passed on May 27, 1993" 30.03.1994) motor vehicles and trailers.

CM Resolution No. 420 "On Amending

Resolution No. 266 of the CM of RL

1.3.2 Supplementing the existing clause with a provision
that the Ministry of Transport shall also issue licences

passed on May 27, 1993" (14.09.1994) for providing postal services.

CM Resolution No. 36 "On Amending

Resolution No. 266 of the CM of RL

1.17 Supplements the existing clause by providing that

the National Plant Protection Station shall issue

passed on May 27, 1993 "On the

Procedure for issuing special permits

licences for sale of plant protection agents.

(licences) for performing operations of

certain types of businesses" (14.02.1995)

CM Resolution No. 176 "On Amending
Resolution No. 266 of the CM of RL

1.16.9 A new subclause providing that a licence is required
for shipment of ethyl alcohol;

+ -

passed on May 27, 1993" (20.06.1995) 1.16.10 A new subclause providing that a licence is required
for shipment of alcoholic beverages.

+ -
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Conclusions

The CM Resolution No. 203 "On Procedures for

Issuing Special Permits (Licences) for Performing Certain

Types of Business Operations and Establishing Certain

Types of Businesses (Companies)" (05.08.1991), and

CM Resolution No. 266 adopted on May 27, 1993 "On

Procedures for Issuing Special Permits (Licences) for

Operation of Certain Types of Business" are considered

to be rather more negative than positive. During a short

period of time two resolutions totalled more than ten

amendments affected SMEs, increasing the number of

types of businesses requiring a licence.

To replace CM Resolution No. 266 (adopted

May 27, 1993 "On Procedures for Issuing Special Per-

mits (Licences) for Operation of Certain Types of Busi-

ness and Establishing Certain Types of Businesses (Com-

panies)"), the CM passed Resolution No. 321 on

October 31, 1995 ("Regulations on Restriction of Busi-

ness Operations"). This is linked to the fact that on

March 29, 1995 the law "On Entrepreneurship" was

amended to delete the list of businesses requiring a

licence. This list was then included in CM Regulations

providing that 162 types of businesses require a licence,

20 of which are licensed by professional associations

and corporations. Previously, when types of businesses

requiring a licence were regulated by the Law, it was

difficult to make procedural changes to the Law. How-

ever, after the new revisions to the Law "On Entrepre-

neurship", the government had extensive opportunities

to change or supplement the types of businesses requir-

ing a licence as soon as such a need arose. This

approach shows that the government desires to have

maximum control over business and show its all inclu-

sive influence. From the standpoint of business such an

approach is unfavourable because it does not promote

conditions for quick implementation of initiative. Every

new obstacle is a factor slowing down establishing of

SMEs. People who wish to establish a SME attempt to

comply with all procedures and collect all documents

themselves because of their limitedfunds. The very title

of the new CM Regulations shows the aim of these Reg-

ulations - not to promote but to restrict business oper-

ations.

Table 16 Amendments to "Regulations on Business Restrictions" and Their Effect

on SME Operations

Act Clause Changes Effect

CM Resolution No. 40 "On Issuing

Special Permits (Licences) (26.10.1993)

1.16 Provides that the Ministry of Economy shall issue

licences to import alcoholic beverages and tobacco

products, purchase of ferrous and nonferrous metals

+ -

within the RL and operations involving privatization

certificates deleted.

CM Resolution No. 19 "On Issuing

Special Permits (Licences) for operations

involving securities and privatization

certificates" (01.03.1994)

1.15.6 A new Subclause providing that a licence is required

for operations involving securities.

+ -

Total "+" 4

Total "-" 12

Total "+ -" or "- +" 10

Act Clause Changes Effec

CM Resolution No. 356 "Amendments 3.18 Amending wording; + -

to Regulations No. 321 adopted by CM

on October 31, 1990 "Regulations on

Business Restrictions" (21.11.1995)

3.19 Increasing the number of types of business

requiring a licence.

CM Resolution No. 361 "Amendments to 3., ■ Increasing the number of types of businesses

Regulations No. 321 adopted by CM on

October 31, 1995 "Regulations on

Business Restrictions" (21.11.1995)

6.3 requiring a licence.

CM Resolution No. 168 "Amendments to 3.18 Defining wording of a normative concerning oil +

Regulations No. 321 adopted by CM on

October 31, 1995 "Regulations on

Business Restrictions" (14.05.1996)

3.4.10

3.4.11

3.8.3

products;

Deleting the listed clauses, thus reducing the types
of business.

+
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Regulation No. 321 passed by CM on October 31,

1995 were in force for a little more than a year, when

they were replaced by Regulation No. 434 adopted by

CM on November 19, 1996 "Regulations on Licensing

Certain Types of Business". These regulations, com-

pared to previous ones, reduced the types of business

requiring a licence (to 115, not including certification

of professional associations). Conclusive issues, too,

show a positive trend to analyzing business opera-

tions and harmonizing these with EU Directives and

international conventions. The aforesaid regulations

are replaced by CM Regulation No. 348 passed on

October 7, 1997, "Regulations on Licensing Certain

Types of Business".

Table 17 The Effect of Changes in "Regulations on Licensing Certain Types of Business"

and "Regulations on Licensing Certain Types of Business" on SME Operations

Act Clause Changes Effect

CM Resolution No. 216 "Amendments to

Regulations No. 321 adopted by CM on

October 31, 1995 "Regulations on

Business Restrictions" (20.06.1996)

3.4.20

3.4.21

3.4.23

3.4.24

Reduces the number of types of businesses requir-

ing a licence (transit of alcohol);

■ Five new clauses increase the types of businesses

requiring a licence.

+

3.4.25

3.4.26

3.4.27

Total "+" 3

Total "-" 3

Total "+ -" or "- +" 1

Clause Changes Effect

CM Resolution No. 470 "Amendments

to Regulations No. 434 adopted by CM

on November 19, 1996, "Regulations on

Licensing Certain Types of Business"

(24.12.1996)

5.1.1,

6.29,
36.1

Providing a division of authority, removing from

town, city and parish (pagasts) municipalities the

right to issue licences to retail tobacco products and

entrusting same to the Ministry of Finance and insti-

tutions under its jurisdiction, simultaneously provid-

ing that previously issued licences must be re-regis-

tered at the Excise Goods Service.

+

CM Resolution No. 104 "Amendments to

Regulations No. 434 adopted by CM on

36.1 Extending the deadline for re-registration of licences

provided in clause 6.29 by two months.

+

November 19, 1996 "Regulations on

Licensing Certain Types of Business"

(18.03.1997)

CM Resolution No. 204 "Amendments 6.5 Deleted (Exchange operations); +

to Regulations No. 434 adopted by CM

on November 19, 1996 "Regulations on

Licensing Certain Types of Business"

(03.06.1997)

6.8

6.30

Deleted (Sworn auditoroperations);

A new clause, providing that a licence is required to

import fuel for the manufacture of other goods

(except fuel) without the right to sell the imported

fuel to other persons;

+

+ -

6.31 & A new Clause providing that a licence is required for

manufacture and wholesale of fuel.

+

CM Resolution No. 239 "Regulations on

the Use of Underground Natural

Resources" (08.07.1997)

12.1,
12.2

Both clauses are deleted from "Regulations on

Licensing Certain Types of Business" and 12.2 due to

entrusting the review of these issues to the National

Geology Services.

+ -

CM Regulations No. 348 "Regulations on

Licensing Certain Types of Business"

(07.10.1997)

All *£■ A new regulation providing that the numberof types

of business requiring a licence is reduced to sixty

eight (deleting more than forty types of business

from the list requiring licence).

+

CM Resolution No. 424 "Amendments to

Regulations No. 348 adopted by CM on

October 7, 1997 "Regulations on

Licensing Certain Types of Business"

(16.12.1997)

12.5 H A new clause providing that a licence is required for

operations involving internationaltourism.
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Conclusions

Although regulations regulating types of business

requiring a licence were changed in 1995 and 1996 also

in 1997, the governmenthas taken a numberof positive

steps in order to reduce theireffect on private business.

During the past three years the numberof types of busi-

nesses requiring a licence has decreased considerably

(to sixty eight). Issues related to practice of individual

specialists (doctors, lawyers, auditors, assessors, etc.),

have been taken over to a certain point by professional

associations. Thus the total government influence has

decreased and business people may start their intended

type of business without wondering if the government

will grant them a licence or not. It is to be hoped that

government institutions will look at types of business

requiring a licence and withdraw from regulating the

types where government or municipal interference is

not required (for example, international tourism, retail

of motor vehicles, etc.).

It is also necessary to simplify the procedure for issu-

ing licences. Matters within the jurisdiction of govern-

ment institutions must be taken care of by the institu-

tions themselves, rather than using the company

applying for the licence as an intermediary for obtaining

information. For example, information on annual

reports, financial statements, bank accounts and tax

payment may be obtained from the National Revenue

Service. If an institution issuing the necessary licence,

such as the Excise Goods Service, need information at

the disposal of the NRS, this information is available

within minutes using the computer network, and the

Act Clause Changes Effect

CM Resolution No. 72 "Amendments to 13.5 ■ Defining assortment of imported sugar; +

Regulations No. 348 adopted by CM on

October 7, 1997 "Regulations on

Licensing Certain Types of Business"

(03.03.1998)

19 Defining procedure for establishing Licensing Com-

missions, providing that no Licensing Commission

need be appointed if a special procedure for issuing

import licences is provided;

+ -

35.1 A new clause having two subclauses regulating pro- +

vision of information on the process of using the

licence for importing sugar;

35.2 A new clause providing that in the event of

cancelling a sugar import licence application for a

new licence may not be submitted for one year.

+ -

CM Resolution No. 186 "Amendments to

Regulations No. 348 adopted by CM on

October 7, 1997 "Regulations on

Licensing Certain Types of Business"

(19.05.1998)

6.3 Extends list of business operations requiring a licence

in the area of precious metals, precious stones and

their products by providing that a licence is required
to accept as a pledge and safeguard them.

+

CM Resolution No. 400 "Amendments 6.2 Provides that a licence is needed for insurance com-

to Regulations No. 348 adopted by CM panies providing services of an insurance agent.

on October 7, 1997 "Regulations on

Licensing Certain Types of Business"

(06.10.1998)

CM Resolution No. 451 "Amendments to

Regulations No. 348 adopted by CM on

October 7, 1997 "Regulations on

Licensing Certain Types of Business"

(08.12.1998)

15.4 Provides that a licence is needed to supply heat, elec-

tric power, natural gas and liquid gas; in the event

business operations are performed on the scope pro-

vided by the Energy Law; the scope of application is

reduced.

+

CM Resolution No. 496 "Amendments

to Regulations No. 348 adopted by CM

on October 7, 1997 "Regulations on

6.10 A new clause providing that a licence is needed for

reimbursement to foreign nationals (physical per-

sons) of VAT paid on goods purchased in Latvia and

+ -

Licensing Certain Types of Business"

(29.12.1998) 7.10

exported;

Deleted, thus reducing the number of businesses

requiring a licence; +

41.1 A new clause providing that clause 6.10 comes into

effect on July 1, 1999 (when 6 months have passed

after the norm has come into effect).

+

Total "+" 11

Total "-" 3

Total "+ -" or "- +" 5
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applicant for a licence need only submit an application

completed according to a given sample.

A situation where there are no types of businesses

which require a licence is not possible, because in many

cases licensing is necessary to protect the public and the

consumer (for example, manufacture and sale of

weapons, manufacture of drugs, etc.). However, it is

desirable that these functions be entrusted to professi-

onal or regional institutions, because it is easier and

more practical to take care of such matters on site. It

would also increase local revenue (for example, licences

for construction companies could be issued by a profes-

sional organization, licences for management of ship-

ping waste could be issued by the appropriate port

administrationor the Latvian Port Council in accordance

with the criteria provided by government institutions,

etc.). All that has been achieved in order to regulate

licensing of businesses, as affecting SMEs, can be con-

sidered favourably.

Corporate Forms

According to their legal status, all legally permit-

ted corporate forms in Latvia may be classified

according to their legal status, degree of material lia-

bility and the numberofowners (partners). The exist-

ing forms are shown in the following table.

In addition to the aforementioned corporate

forms, there are also permanent representative offices

of foreign companies (with or without authority

to engage in business operations), businesses of pub-

lic organizations, businesses of religious organiza-

tions.

Non-profit organizations are specially regulated,

and may be shareholding companies, limited liability

companies or partnerships.

In analyzing the legislation regulating business,

the most suitable form of SMI is the individualbusi-

ness and limited liability companies (SIA). This is

borne out by experience, because of all types of

registered companies, the most popular at present are

individualbusinesses and limited liabilitycompanies.

Insolvency and Bankruptcy

Insolvency and bankruptcy of businesses and

companies are regulated by the Law enacted Septem-

ber 12, 1996 "On Business and Company Insolvency"

which replaced the previous law "On Business and

Company Insolvency and Bankruptcy" (03.12.1991).

During the four years since adoption of the first law,

the number of insolvent companies in Latvia has

increased rapidly, among them a number of credit

institutions, and for this reason the new law relates

the duties of the insolvent company itselfand its ad-

ministrator in more detail. The law does not apply to

credit institutions and insurance companies for

which, according to their special need of monitoring

and supervision, norms regulating insolvency and

bankruptcy were incorporated in special laws - "The

Law on Credit Institutions" (05.10.1995) and "The

Law on Insurance Companies and their Monitoring"

(10.06.1998).

The development and assessment of regulating

the process of business and company insolvency is as

follows:

The law on insolvency and the resolving of it has

been changed many times, and all of these changes

are for the most part positive, because they are aimed

at protecting creditors, administrators' freedom of

action in certain cases and independence of the meet-

ing of creditors in adopting important resolutions.

Forms of Business

ndividual work Statute Companies Individual owner business

1 I
Individual business

Companies Partnership
Farm holding

Limited liability
company

Shareholding company

Limited partnership

Full liability

partnership

Fishery

Municipal enterprises

State enterprises

Joint stock company

Additional liability
company
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Table 18 Changes to Insolvency Legislation and Their Effect on SME

Act Article Effect Remarks

The first law "On Insolvency and

Bankruptcy of Enterprises and

Companies" (03.12.1991)

All + Previously, this matter was not regulated by a separate
law at all, but partially regulated by the Law "On Entre-

preneurship".

CM Regulations No. 18 on

Amendments and Supplements
to the Law (issued 04.01.1994

under provisions of Article 81 of

the Constitution)

2

4

5, Part 2

+

+

Condition of insolvency is assumed when a debtor has

defaulted on payments for more than three months;

Insolvency cases are forwarded for hearing to all courts

replacing the Economic court;

A supplementpermitting institutions listed by the CM to

initiate cases of insolvency of state enterprises, and

municipalities of municipal enterprises.

CM Regulations No. 5 on

amendments and supplements

5, Part 3 + A supplement permitting initiation of cases of insolvency
of an insurer based on application of the National Insur-

(issued 05.01.1995) ance Inspectorate.

Amendments to the law

(24.08.1995)

5, Part 3 + Previously issued CM Regulation No. 5 becomes null

and void.

New law "On Insolvency of

Businesses and Companies"

All + Defines more clearly all procedural matters.

(12.09.1996)

Amendments to the law

(17.04.1997)

14, Part 3 + A supplement providing that restrictions laid down for

administrators and physical persons do not apply to

their representatives;

15 + Regulations concerning the amount of administrator's

bond do not apply to the Privatization Agency;

21 + - Extends rights of administrator;

44 + Defines contents of application for insolvency;

47 + Regulation of creditors' activities due to amendments to

Article 21;

48 + Corrections related to determining debtor's assets

according to their book value;

55 + A supplement providing that the administrator may not

reject creditors' claims regarding which a court judge-

ment has come into effect;

57 + Amendments to the procedure for reviewing creditors'

claims, due to amendments to Article 55;

72 + Administrator's rights are curtailed regarding assessment

of debtor's previous activities;

105 + Sets the minimum term for announcement of tender

107 + Extends the list of persons entitled to have their claims

satisfied in the first round;

108 + Provides that in the event an insolvent company contin-

ues to operate, its funds may be used to cover tax pay-

ments arising from contract performance;

109 + Reference to calculation of travel expenses according to

CM Regulations;

125 + Reference providing that in the event of insolvency of

state or municipal enterprises, functions of the meeting
of creditors are performed by the Privatization Agency

or the Municipality;

Clause 12

of Transitional

Provisions

+ - ft A new clause, providing that claims of the first round

prior to the effective date of this transitional provisions

shall be satisfied in full, paying the basic amount for the

entire period of time when no payment was made.

Amendments to the Law 1 + • Defining in more detail a secured creditor's security;

(04.12.1997)
50 - + An exception in suspending increases in late charges

and interest tax debts whose increase is suspended pur-

suant to the law "On Taxes and Dues";
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ActLCt Article Effect Remarks

Clause 13

of Transitional

Provisions

- + 3 A new clause providing that debts of agricultural enter-

prises shall be paid in accordance of transitional with

procedures set by CM and the approved list of statute

companies.

Amendments to the Law

(26.02.1998)

74 + - A supplement providing the scope of compensation for

damages and industrial diseases of creditors employees;

107 + - Supplements relating to amendments to Article 74;

Clause 10

of Transitional

The deadline for special procedures concerning insol-

vent state and municipal enterprises of transitional is

Provisions extended to December 31, 1998.

Amendments to the Law 1 - + The list of authorized Government institutions is supple-

(22.10.1998) mented with the Insurance Monitoring Inspectorate;

3 + While specific signs of insolvency exist, the court shall

consider the debtor to be insolvent;

6 + Provides that the choice of debtor's representatives to

be invited to the meeting of creditors be left to the

administrator;

7 + 91 Defines choices for resolving insolvency; provides that

the meeting of creditors shall also approve the debtor's

annual reports;

8 + - Amendments related to amendments to Article 6;

13 + Amendments providing for liability of a legal person;

15 + Simplifies the matter of reducing size of collateral;

deletes clause on division of collateral between several

administrators;

17 + Deletes the clause on appointing several administrators;

18 + Deletes the clause regulating the procedure for signing

of the announcement of the administrator taking up

duties;

19 + Deletes from the duties of the administrator the need to

forward to the court for approval the plan of special

arrangements, changes to it, resolution of the meeting

of creditors concerning bankruptcy procedures, admin-

istration costs and payment schedules for repayment of

debts;

21 + -
Deletes part of the clause permitting the administrator

to refuse to keep a difficult-to-store property and unilat-

erally reject difficult contracts;

22 Restricts the administrator's rights to obtain information

from Government institutions;

23 + SI Deletes the part regulating administrator's liability

before a court;

24 + Defines the administrator's liability;

25 + Deletes the part regulating the proportionate liability of

several administrators;

26 + Defines the administrator's civil liability if such has been

found by a court in a criminal case;

27 + Simplifies the procedure for expiry of the administrator's

certificate;

28 + K Defines that the court discharges the administrator and

defines the administrator's right to appeal this decision;

30 Defines forwarding the file to the administrator;

33 + Defines duties of the debtor's representative, bearing in

mind that the representative is selected by the admin-

istrator;

34 + 8? Provides that all representatives of the administrator are

obligated to provide information;
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Act Article Effect Remarks

38 + Opportunity to submit a voluntary application for insol-

vency is withheld if the debtor is unable to describe his

commitments (this must be done earlier);

41 + Defines the matter of evidence;

42 + ■ Defines creditors' claims in cases when the application is

submitted by the debtor;

43 + -
■ When submitting his application, the debtor may not

immediately provide a choice of solutions to the

insolvency condition;

50 + Provides that increase of late charges and interest of the

debtor is suspended, and in the case of tax payments,
the amount of the basic debt is not increased;

54 + - The number of newspapers where a notice of insolvency

must be published, is reduced;

55 + Provides the procedure for satisfying creditors' claims in

accordance with Article 107;

56 + - The number of newspapers where notice of a meeting
of creditors must be published, is reduced;

62 + Requires the administrator to submit an application to

the court to suspend insolvency process if the conditions

mentioned in Law exist;

67 + Amendments protecting a third party's property in the

possession of the debtor;

68 + Provides that funds obtained from sale of security at

tender shall be paid to the debtor's bank account after

satisfying secured creditors' claims and costs;

69 + Amendments to consider transactions invalid as at the

date of effect of insolvency; also if a court decision in a

criminal case finds that the debtorwas forced into insol-

vency;

88 + Amendment waiving the need to have a scheme of

arrangements approved by the court;

90 + Deletes statement that by rejecting a scheme of

arrangements and settlement, the meeting of creditors

has passed a resolution to declare bankruptcy;

91 + Defines scheme of arrangements and application of it;

94 + Waives the need to have extension of a deadline for a

scheme of arrangements approved by the court;

97 + Amendments provide that the resolution of the meeting
of creditors concerning the scheme of arrangements,

changes to it, and extension of deadlines, must be

registered with the Company Register;

99 + Delete the term that the court decides to suspend the

scheme of arrangements;

100 + Defines at what point the meeting of creditors must

pass a resolution to suspend the bankruptcy proceed-
ings and the duties of the administrator in this regard;

101 + Deletes the term that the court decides to start bank-

ruptcy proceedings;

107 + Deletes the term that the court approves the resolution

of the meeting of creditors concerning costs of admin-

istration and the procedure for payment of debts.

Total "+" 56

Total "-" 2

Total "+ -" or "- +" 13
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According to the law, all businesses and compa-

nies, except credit facilities and insurance companies,

are subject to the same conditions for initiating and

proceeding with the insolvency process.

The court may consider a business or company

(hereafter the debtor) insolvent if the following signs

are found:

1) the debtor is unable to properly honour its

commitments;

2) the debtor has stopped paying its debts which

have become due;

3) the debtor's liabilitiesexceed its assets;

An insolvency case is heard following an applica-

tion which may be submitted by:

1) the debtoror its liquidators;

2) a creditoror a groupof creditors;

3) the administrator in an insolvency case

(against another business or company which

owes the debtor and is represented by this

administrator);

4) authorized governmentinstitutions.

A debtor's application may be voluntary or

mandatory. If a debtor is unable to honour its com-

mitments within three weeks from their due date or

its liabilities exceed its assets, the debtor is obligated

to apply to the court, otherwise it may be criminally

charged. This condition is not altogether realistic and

should be changed because many businesses fail to

honour their commitments within three weeks of

their due date, especially SMEs.

The applicant for insolvency may not change the

subject of the claim and withdraw an insolvency

application. Cases of insolvency are heard by the

Regional court at the legal address of the debtor. A

receipt for having paid the state fee of Ls 100 and

written evidence must accompany the application.

Announcement of insolvency. If the signs of

insolvency provided by law exist, the court declares

the business or company insolvent as of the day the

application or claimis filedwith the court, unless it is

found during the hearing that insolvency was present

earlier. As soon as the debtor is declared insolvent,

late charges and interest on creditors' claims are

stopped, as well as execution of earlier court judge-

ments to collect.

According to the Law, creditors are divided into

the following groups:

1) secured creditors - these are creditors whose

claims are secured by a security (pledge);

2) unsecured creditors - these are creditors whose

claims are not secured by a security (pledge).

Secured creditors may not submit an application

for insolvency.

Groups of creditors have different voting rights.

Secured creditors may not vote at meetings of credi-

tors, except in cases when a scheme of arrangements

is before the meeting. During the insolvency proceed-

ings the meeting of creditors is the main decision-

making institution.

The meeting of creditors is obliged to elect a

creditors' committee if more than fifty creditors have

registered.

In order to ensure the insolvency process, the

court appoints an administrator who holds the rights

and authority of the debtor'smanagement during the

insolvency proceedings. The insolvency process is ter-

minated by the court.

The administrator may be appointed from a circle

of persons laiddownby law and must provide appro-

priate security in order to perform his/her duties -

civil liability insuranceor a cash bond. The adminis-

trator carries out resolutions of the meeting of credit-

ors. He/she is obligated to comply with court deci-

sions and demands to file reports. The administrator

is fully liable for all losses caused by his/her actions

and a claim may be filed with the court against

him/her.

An insolvency condition may be resolved by a set-

tlements, scheme of arrangements or bankruptcy.

Settlement, based on a project approved by the

meeting of creditors, provides for an agreement

between the debtor and creditor, as a result of which:

1) the amount of the claim is reduced;

2) waiving contract penalties or interest, or both,

the amount of the claim and contract penalty

and interestare reduced;

3) the due dateof the commitment is postponed.

A settlement may be permitted at all stages of the

insolvency process until the tender of the debtor's

property.

Creditors may not decideon a scheme of arrange-

ments or bankruptcy while a settlement is in effect.

Applications to suspend a settlement may be madeby

the administrator, creditors, a group of creditors or

the meeting of creditors if a breach of the law is found

at the time of agreeing to the settlement.

Theaim of a scheme of arrangements is to prevent

the debtor's possible bankruptcy and re-instate its sol-

vency, as well as satisfy creditors' claims. A scheme of

arrangements is approved by the meetingof creditors

and it is registered with the Company Register of RL.

The process of a scheme of arrangements, which may
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not exceed two years, is managed by the adminis-

trator.

Bankruptcy is a solution to the insolvency condi-

tion demonstrated by liquidation of the debtor and

satisfaction of creditors' claims as fully as possible

from funds obtained during the liquidation process

by selling the debtor's property. The decision to begin

bankruptcy proceedings is made by vote at the meet-

ing of creditors. The debtor's property is sold at open

auction organized by the administrator.

Funds for the insolvency process are obtained by

collecting outstanding debts owing to the debtor and

selling assets held by the debtor. The funds so

obtained are used to pay administration costs, duly

approved by the meeting of creditors. Creditors'

claims are paid in two rounds. The first (priority)

round includes the following groups:

1) employees' wage claims for three months;

claims for holiday pay and social benefits for

oneyear; compensation for injuries at work and

tax payments for unlimited time; payment of

social tax entitling to unemployment benefits;

2) payment for agricultural production delivered

to processing plants;

3) claims for payment of social tax for one year;

4) government claims for repayment of govern-

ment guaranteed loans;

5) claims for payment of other taxes and dues;

The second round includes the following groups:

1) claims of other creditors (basic amounts of

debts only, without interest), including remai-

ning wages and other payments under valid

labourrelations, postponed tax payments;

2) claims for interest payment to both priority

and other creditors;

3) claims of creditors who have filed their claims

after the deadline.

Commitments to the second group of creditors

are satisfied only after claims of the first group of

creditors are satisfied in full. In the event the fundsof

the debtorare insufficientto satisfy claimsof all cred-

itors, payments are made proportionately to one

group.

Once a business (company) is declared bankrupt

by court order, the Ministerof Finance, pursuant to a

recommendation of the Tax Administration, cancels

government taxes and dues owing and penalties,

amounts increasing the main debt and late charges.

Conclusions

1. The new Law "On Insolvency of Businesses and

Companies", compared to the previous one,

defines the condition of insolvency, rights and

obligations of participants in the insolvency

process, finalizing the process and sequence for

satisfying creditors in more detail and more

clearly. However, the process is cumbersome, its

performance is complicated and it does not suf-

ficiently protect interests of creditors - physical

persons.

2. On a positive note, matters of insolvency of

credit facilities and insurance companies are set

out in special laws because these companies

form a higher risk group and theiroperations are

individually regulated.

The Tax System

A General Description of the Tax

System
The proportion of taxes in the GDP of Latvia can-

not be considered especially high (36-37%). Latvia

has one of the lowest income tax in Europe - 25% -

and this rate is constant compared to the beginning

of the nineties, when a rising scale of 15-45% was

introduced. Dividends are not taxed, except divi-

dends paid to non-residents, in which case a tax of

10% is levied. Residents' income tax is the same as

corporate tax (25%), in this case there is a tax-free

amount, but it is symbolic - Ls 21 a month. It must

also be noted that Latvia has a high VAT (18%). Until

1993 the VAT rate was 12%. Although the rate was

increased practically at the same time as the income

tax rate was reduced, thus applying the principle "tax

the consumption rather than profit", it must be

remembered that it is the increased VAT that slows

down business of any kind rather than income tax.

Furthermore, VAT in Latvia is higher than in the

main capital exporting countries (USA, Germany,

Japan).

Furthermore, Latvian business people must take

into account very high social insurance payments -

37% of earnings. 28% of this amount is paid by the

employer, and 9% by the employee. It is intended

that by January 1, 2001 the payment will be reduced

to 33%, paid in equal parts by employer and employ-
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ee. The amount of social insurance payments exceeds

the average amount in Europe and can be considered

a serious obstacle to business development. Besides, it

must be noted that taxes levied on real property (up

to the end of 1999 - 1.5% of the cadastral value of

land per year, but beginning with the year 2000, 1%

of the total assessment value of land and buildings),

cannot be considered high on the surface, however,

considering the undeveloped real property market

and low market value of properties, even these rates

slow down investment in real property. On a positive

note, property tax on assets was revoked in the Spring

of 1998 (effective January 1, 1991), which could

amount to 4%of the value of assets per year and was

a serious obstacle to any development of manufac-

ture.

It should be further noted that, in order to stimu-

late business, the law provides for a 20% tax reduc-

tion for SMEs, thus reducing the tax rate from 25% to

20%. It should be noted, however, that business crite-

ria laid down in Latvia (that the number of employees

not to exceed 25, that the value of assets should not

exceed Ls 70,000, net turnover - Ls 200,000) are con-

siderably stricter than those in the rest of Europe. At

present most small businesses in Latvia work either

without any profit or a very small profit, thus the tax

relief has little meaning. Altogether, corporate

income tax makes up only 8% of the total tax rev-

enue. This shows also the trend of businesses (espe-

cially SMEs) to avoid direct tax payments and the

inability of tax administrationinstitutions to prevent

this trend. Thus activities which must be carried out

in the area of tax policy in relation to promotion of

business, must be targeted in two directions:

1) improve tax administration by making certain

amendments to legislation, motivating businesses to

maintain better bookkeeping, show real wages and

salaries and pay taxes, urging employees to monitor

employer payment of social tax for them, consider

opportunities to reduce social insurance payments or

reduce the types of income on which social tax is

paid; 2) reduce or compensate rates of individual

taxes on income invested in the company's long term

development, also in order to promote the introduc-

tion of more environmentally friendly technologies

and create new jobs.

In order to ensure the country's development and

performance of its functional duties, considerable

funds are needed. Considerationof these costs deter-

mine the country's income policy, as a result of

which mandatory payments to the government are

set. Taxes and dues are the levers ensuring that a

country functions. Payment of taxes is regulated by

law, and these payments are mandatory and must be

paid without question. Dues may be charged on serv-

ices provided by the government and municipalities.

The tax and dues (fees) system in Latvia is made

up of:

1) Government taxes, whose rates and objects on

which taxes are levied, are determined by the

Saeima;

2) Government dues (fees) levied in accordance

with the law "On Taxes and Dues", as well as

other laws and CM regulations;

3) Municipal dues (fees) levied in accordance

with the law "On Taxes and Dues" and regula-

tions issued by the Council of municipalities.

The government has set the following taxes by

law:

1) residents' income tax;

2) corporate income tax;

3) real property tax (property tax, land tax);

4) VAT;

5) excise tax;

6) customs tax;

7) naturalresources tax;

8) lotteries and gambling tax;

9) social tax.

The Law of the RL "On Taxes and Dues" was

passed by the Saeima on February 2, 1995 and came

into effect on April 1, 1995. Until then a similar law

"On Taxes and Dues in the Republic of Latvia" was in

effect.

Development of these laws is as follows in

Table 19.

The new law revolutionized the Latvian tax and

dues system. From the standpoint of the government

tax administration, it was a step towards order in the

tax system itself. From the standpoint of technicali-

ties and quality, it was a law of a new quality. The

number of articles doubled, their parts were defined

and legally better formulated. Regarding the content,

the law:

■ cancels the profit tax and replaces it with corpo-

rate tax;

■ sets a new-real property - tax which will replace

land tax and property tax;

■ cancels road tax;

■ cancels turnover tax, replacing it with VAT;

■ customs tax retains its place in the system;

■ the Law provides dues and authority in levying

same;
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Table 19 Changes in Tax Regulations and Their Effect on SME Operations

No. Date adooted DescriDtion of

normative act

Norms

affected

Effect Remarks

1 28.12.1990 New law All + RL own basis for tax system.

2 09.04.1991 Amendments to law Article 6 + On providing effective date of amendments

and new laws in the laws themselves.

3 23.12.1991 Supplement to law Article 6, A new part providing for the need to have ex-

Part 2 pertise performed by the ME prior to reviewing
amendments to legislative acts on tax dues.

Article 6,
Part 3

+ A new part requiring the MF to index tax and

dues rates set in absolute amounts once every

three months.

4 17.06.1992 Amendments and Article 3 Supplements with reference to international

supplements to the agreements;
Law Article 3

Part 2 +

A new part referring to the Vienna Convention

of diplomatic and consular contacts in applying

taxes and dues to members of foreign diplo-
matic corps;

Article 7-1 +
A new article providing that a person author-

ized by the Council of Ministers may sign inter-

state tax conventions;

Article 11 Requires that instructions for procedures and

reporting for calculation of taxes and dues as

well as completion of tax declarations are pre-

pared by the National Finance Inspectorate;

Article 12,
Clause 1

+ Defining inclusion in taxpayers' roll;

Article 17,
Parts 3 and 4

+ - Change of wording in places, emphasizing
reduction rather than avoidance of taxes;

deletes Parts 3 and 4;

Article 18 Amends wording of this article, providing that

calculations of penalties shall be paid to the

budget within ten days after the decision of

the National Finance Inspectorate or munici-

pality is adopted;

Article 19 + - Replaces the word "demand" with "decision";

Article 24 + Amends wording of the article, providing that

disputes are heard as provided by RL law or

interstate agreements and that the latter have

priority over RL laws.

5 09.02.1993 Supplement
to the Law

Article 15,

Part 1

+ On re-imbursement of overpayment of taxes

and dues.

6 18.05.1993 Amendments

to the Law

Article 5 + 8 The need for Government approval prior to

review of a draft law on amendments and set-

ting of the effective date for new laws in the

laws themselves; on non-interference with the

work of the National Finance Inspectorate;

Amendments Article 6 +

Supplements Article 10,

Parts 2, 3, 4

Amendments Article 11 + On duties and authority of the Finance

Inspectorate;

Supplements Article 12 + Extends the rights of taxpayers;
Clauses 3, 4, 5

Amendments Article 13 Increases the amount of late charges;
Clause 3

Amendments Article 15 Tax indexation;
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No. Date adooted DescriDtion of

normative act

Norms

affected

Effect Remarks

Supplements

Amendments

Article 16

Article 17

9 On increase of penalties and authority of

Finance Inspectorate;

Supplement Article 19, + Waives penalty.
Part 2

7 09.06.1993 Resolution of Article 3 + Renews re-payment of turnover tax to diplo-

Presidium of SC Part 2 mats.

8 15.06.1994 Amendments Article 2 + Cancels special extra-budget fund;

to the Law Article 5 + Defines authorization of legislator and munici-

palities;

Article 8,

Clause 4

Restriction of cash;

Defines more precisely the object on which tax

is levied;

Article 9, On payment to special budgets;

Part 1

Article 12, On declaring transactions in excess of

Clause 4 Ls 3,000;

Article 15 Sets the rate for debt refinancing by BL;

Sets the maximum late charges which may not

exceed the main debt, as well as the possible

extension of the due date for debts and reduc-

tion of late charges;

Article 17, Part 6 Increases penalty;

Articles to The Finance Inspectorate is replaced by the

which National Revenue Service;

transitional

provisions apply
Increases authority of CM.

9 01.04.1995 New Law All + A new system, procedures, and a more exten-

sive scope of rights of the taxpayer.

10 06.06.1996 Amendments Article 1 + Defines wording;

Supplements Article 2 + n May not apply payments set by CM without

amendments to this Law;

Amendments Article 6 + Defines authority of tax administration;

Articles 11, + Regulates payment of taxes and dues;

12, 13, 15, 20

Article 24 + Extension of date for payment and capitaliza-

tion;

Article 25 + -
Conditions precedent for repaying debts;

extends the scope;

Article 28 + Defines repayment procedures;

Article 29 + On provisions at what point the increase of

main debt is stopped;

Article 30 Sets stricter provisions for declaration of cash;

Article 32 Liability of the taxpayer is increased;

Article 34, Rights of NRS to suspend operations;

Clause 1

Amendments Article 41 + On agreement with tax administration.

Total "+" 27

Total "-" 18

Total "+ -" or "- +" 3
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■ introduces new sections - on taxpayers, on tax

administration, on calculation, payment, repay-

ment and write-offs of taxes, on appeal of resolu-

tions of tax administration.

The new law "On Taxes and Dues", which can

rightfully be called the blanket law of the tax and

dues system, is supplemented by many CM regula-

tions, as the law itself provides. For the most part

these are regulations on various dues, their amounts,

on tax holidays, write-offs, capitalization, etc. In ad-

dition, the National Revenue Service provides its ins-

tructions and directives in the form of announce-

ments or letters: on application of specific articles, on

checking payments, on payment schedules, on mak-

ing payments, on State fees etc., which for the most

part are not published and yet are applied. Only in

specific cases are these documents signed by the Head

of the NRS, usually they are signed by his various

deputies, department directors or their deputies.

Considering the importance of tax administration

to the national economy, it would be advisable to

stop various office managers from providing general

instructions, notices and directives; in such cases the

publication should be signed by only one designated

governmentofficial.

Government fees are levied according to the law

and CM regulations. Only the following fees are

levied by law:

1) port and shipping fees,

2) annual motor vehicle fees,

3) lotteries and gambling fees,

4) fees for court services,

5) fees for changing entry of surname, name and

nationality in documents of identification,

6) fees for reserving land in rural areas,

7) fees for certification and other services in

Orphans' and District courts, and

8) airport fees.

The following fees are payable for government

legal and other services:

1) registration of public organizations and their

associations,

2) for notarial services,

3) registration, changing and supplementing vital

statistics,

4) registration of publishing and the media,

5) company registration,

6) receiving information from the RL Company

Register,

7) receiving information from the Residents

Register,

8) issue of emigration documents,

9) issue of special permits (licences) for specific

types of business operations,

10) transactions involving Promissory Notes,

11) transactions involving certificates,

12)issuing residence permits and services related

thereto,

13) issuing visas to enter RL and services related

thereto,

14) passports and other documents of identi-

ficationor rights,

15) registration of residents at their domicile,

16) protection of rights of selectioners,

17) protection of industrial property (inventions,

trade names, samples of designs and other in-

dustrial property),

18) submitting application to naturalize, and

19) services of Customs Offices.

Town and parish (pagasts) Councils may levy

municipal dues (fees) within their administrative ter-

ritory on the following:

■ official documents and certified copies issued

by the Municipal Council,

■ organizing public events of entertainment and

relaxation,

■ tourist accommodation,

■ retail trade in public places,

■ keeping any kind of animal,

■ entry by motor vehicle in specially indicated

areas,

■ placing posters and advertising in public

places,

■ the keeping of boats, motor boats and yachts,

and

■ the use of municipal attributes.

Government dues (fees) are paid to the national

budget, but government dues (fees) received by

municipalities and municipal dues are paid to the

budget of the relevant municipality.

As is evidenced by the list of duesabove, practical-

ly every business or company faces paying a number

of types of dues or fees, either when registering the

company, or obtaining the appropriate licence or

preparing and receiving various documents. All this

only increases the company's burden of costs even

before start of operations, because government dues

are not symbolic: they represent a significant amount,

especially for the individual or small business. The

main obstacle is uncertainty regarding deadlinesand

procedures, a fact which, coupled with the dues or

fees, increases indirect costs.
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Conclusions

The Latvian tax system is an important part of the

national revenues, and it is laid down and regulated by

a blanket law on taxes and dues. Revisions to this law

can be assessed mainly positively, through the effects

have had little impact on SMEs, although indirectly

important basis was laid for future governmentand SME

co-operation on tax issues.

In the early nineties, a stabilization of revenues

could be observed when the government, by revising

the law, gradually became stricter towards businesses in

matters of tax payments, increasing amounts of penal-

ties, and granting greater authority to finance inspec-

torates. This had a negative effect on SMEs. However, it

must be remembered that the first blanket law in the

tax area was very general and SMEs had every opportu-

nity to develop their operations.

Adoption of the new blanket law in the latter part

of the nineties meant that the tax system was already

working and a few improvements changed the new law.

Many of these improvements concerning SMEs were

positive - more opportunities to extend deadlines for

tax payments, capitalization, suspension of calculation

of main debt increase, opportunity to come to an

agreement with the tax administration. All this lets us

conclude that legislation of the tax system and revisions

made to it were loyal to the SMEs and established a

basis for establishing SMEs and their stability in future

operations.

Rights and Obligations of Taxpayers

Before starting operations, business people, busi-

nesses and companies - all legal and physical per-

sons - must register with the local tax administra-

tion - the National Revenue Service, the State Social

Insurance institution and other government institu-

tions, if required by law. The local tax administration

is situated in the region, town or municipality of the

company's or business's legal address, but in the case

of physical persons, theirregistered or permanentres-

idence address.

The obligations of taxpayers provided in norma-

tive acts is much broader than the rights granted to

them, evincing that the matter is strictly regulated in

detail. In addition to registration, obligations of tax-

payers include: calculation of taxes, full and timely

payment of them, declarationof income, documenta-

tion of accounting and transactions, keeping and pro-

ducing these documents on demand, reporting any

changes, reporting, etc. In fact, the taxpayer must do

everything to reflect precisely his business operations

in accordance with requirements of normative acts

andall payments to the government and municipali-

ty are made in full. Taxpayers are entitled to take

advantage of tax and dues relief and holidays as pro-

vided by law, and examine free of charge normative

documents regulating calculation and payment of

dues and taxes. Taxpayers may examine documents

checking calculations of taxes and dues, defend their

interests by appealing decisionsof tax administration

to a higher instance, except decisions charging

administrative penalties, to a higher court.

Table 20 The Proportion of All Taxes in Government and Municipal Revenues

Source: Latvian Statistics Yearbook 1999.

No. Type of income % 1995 % 1996 % 1997 % 1998

1 Social tax, social insurance payments 37.35 28.21 28.88 32.76

2 Value Added Tax 28.41 30.60 26.68 24.25

3 Residents' income tax 17.20 17.50 16.96 16.83

4 Excise tax 4.56 10.03 11.09 12.99

5 Corporate income tax 6.14 6.55 7.27 7.08

6 Customs tax 2.36 2.13 2.03 1.51

7 Property tax 1 93 2.09 1.87 2.10

8 Land tax 1 40 1.47 1.57 0.22

9 Real property tax - - - 1.39

10 Natural resources tax 0.19 0.20 0.85 0.82

11 Other tax revenue
0.46 1.22 2.80 0.05

12 Total 100 100 100 100

13 Amounts in thousand Ls 774,262 874,623 1,081,589 1,304,669
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Taxpayers are entitled to receive compensation for

loss and damages including those caused by failure to

transfer funds if such loss and damages are caused

through theactions or mistakes of the tax administra-

tion. The law protects the rights of taxpayers to con-

fidentiality of information. However, the rights of

taxpayers are very limited. There exists the right to

apply relief from taxes and dues and tax holidays, but

not everyone is able to take advantage of these, and

therefore at present these are very minimally applied.

It is also possible to have overpayments returned;

however, as a result, relations with the tax admini-

stration may deteriorate and special monitoring may

be enforced. Furthermore, the time involved in

returning overpayments is long, and the government

uses this money but pays no interest except in cases

when the tax administrationhas wrongfully collected

payment and the taxpayer has to pay additionalrate

of refinancing as provided by law, the amount of

which is set by the Bank of Latvia. The right to receive

information and statements does not affect the

interests of taxpayers, because they already know

whenand what has been paid, but it is in the interests

of other government institutions, especially Customs,

a structural unit of the National Revenue Service.

Under normal conditions a taxpayer should, prior

to starting business operations, register his operations

once, with the Company Register of RL, because reg-

istration with the tax administration is the same

action, duplicated. When registering, business infor-

mation could be forwarded automatically to the tax

administration, which would then receive notice of

any changes in the same way.

The Company Register, the National Revenue

Service and other government institutions should be

linked by a single informationnetwork, thus avoiding

the need for a business to repeatedly submit one and

the same information, and could thus carry on their

operations with better economic efficiency. This net-

work should include information available to the

public, like the internet, as well as information used

only by the civil service. There must also be oppor-

tunity for the public to obtain information on their

operations, and forward explanations and reports to

the tax administration by e-mail. In this way taxpay-

ers would be able to follow up whether the informa-

tion they have submitted is properly used and request

that it be corrected in time if necessary. If such infor-

mation were widely accessible, it would facilitate

work for both sides and save time and money for the

business.

Conclusions

Remembering that for the businesses the burden of

taxes and red tape is heavy, both the tax administration

and the businesses are interested in simplifying their

relations and avoiding frequent visits to the National

Revenue Service by business people. To this end, it is

necessary:

1) when establishing any kind of a business or

company, register only once, avoiding duplicat-

ed registration with the National Revenue

Service;

2) that any information needed by a government

institution that is available at another govern-

ment institution, and should be first requested

from that institution or the data network;

3) urgently introduce an electronic system for sig-

nature and document approval, which would

allow official documents such as reports to be

forwarded directly from the computer of a com-

pany's accountant or manager;

4) to reduce the number of reports which must be

regularly provided to the statistics service, a part

of which is duplicate of information provided to

the National Revenue Service (each month every

company spends 10 man-hours or more to com-

plete forms. These hours of non-work are also

lost to the government). The same may be said

regarding the annual report - it is unnecessary to

submit it repeatedly to different institutions

when this matter could be arranged between the

NRS and the CR;

5) that the NRS should make use of individual infor-

mation and warning procedures in the case of

new normative acts affecting business more

often, amendments to existing acts, and failure

to comply with certain obligations, since busi-

ness provides most of the national revenue in the

form of taxes and such an understanding would

be of mutual benefit.

Residents' Income Tax

Application of residents' income tax is important

to owners of individual businesses (family business,

farm holdings, fisheries) whose operations are relati-

vely small. These businesses which, pursuant to the

law "On Corporate Annual Reports" do not submit

annual reports, do not pay corporate income tax, but

pay tax on their income pursuant to the law "On Res-

idents' Income Tax". Let us examine this law more

closely.
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Residents' income tax is a tax levied on the

income of physical persons. It is paid by:

■ residents who are domestic taxpayers, on

income received in the Republic of Latvia and

other countries;

■ non-residents who are foreign taxpayers, on

income received in the Republic of Latvia;

■ owners of individualbusinesses on income on

which corporate income tax is not levied.

Residents' income tax is levied on wages and

salaries, income from individual work and business

contract, from an individualbusiness, from a partner-

ship, from renting out or leasing real property, from

sale of an item and from renting movable property

(chattels), from intellectual property, from gifts

received from companies, pensions, regardless of their

source, and other income, except:

■ income from personal agricultural production

up to Ls 3,000 a year;

■ dividends, income from investments and

deposits with credit institutions;

■ insurance compensation except in specific

cases;

■ winnings from lotteries and other games of

chance not in excess of Ls 500;

■ income from governmentand municipal bonds;

■ benefits, scholarships, alimony, compensation,

subsidies and other income which, similarly to

the above, are definedand listed in Article 9 of

the law "On Residents' IncomeTax".

At present, a law is in force which was adopted on

May 11, 1993,but the original wording of the law reg-

ulating residents' income tax was passed on Decem-

ber 12, 1990. The law is regularly revised and supple-

mented, which at certain times aggravates the

situation between the taxpayers and the administra-

tion. Development of the law "On Residents' Income

Tax is shown in Table 21.

Residents' income tax is regulated not only by the

legislator but also by CM Regulations. Table 21 shows

the instructions for application of this law which is

much broader than the law. To supplement the law,

the CM has issued the following regulations:

■ on the procedure for issuing Wages Tax Book

and card;

■ on permitted expenses in relation to educa-

tional and medical services; it should be noted

here that expenses concerning higher and pro-

fessional education should be differentiated

because costs of higher education amount to

hundreds of lats, or the full costs of education

should be considered permitted expenses,

which would stimulate any person to attain

professional qualifications.

■ on the expenses of athletes of the Latvian

Olympic Team;

■ on regulations for applying provisions of the

law;

■ on the procedure for re-imbursing expenses

related to business trips;

■ on functions of the tax administration;

■ on the annual declaration;

■ on the territorial distributionof tax revenue;

■ on additional relief for the disabled, politically

repressed persons and membersof the national

resistance movement;

■ on the procedure for levying tax on income

gained from selling lumberand forests;

■ on the procedure for levying tax on income

gained from lotteries and gamesof chance;

Table 21 Changes to the Law "On Residents' Income Tax" and Their Effect on SME

Operations

Jo. Date Description of Norms affected Assess- Notes

Adopted Normative Act by the Act ment

1 12.12.1990 Original law All + Earlier, norms set by the Latvian SSR were in

force.

2 05.03.1991 Amendments Article 8 + Laid down first tax free amount in Rubles;

Reduces taxes levied on large income;

Article 9 Reduces relief for the disabled of Croup 3;

Article 21 + Amending wording to clarify text.

3 30.04.1991 Amendments Article 9 + Increased relief for the disabled of Groups 2

and 3 and other persons;

Article 21 + Increases the tax free amount for persons per-

forming creative work.
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No. Date Description of Norms affected Assess- Notes

Adopted Normative Act by the Act ment

4 30.04.1997 Resolution of Article 9, The law comes into force retroactively.

Supreme Council Clause 21

5 07.08.1991 Amendments Article 4 + ■ Increases the number of types of income on

which tax is not levied;

Article 21 Tax is levied on minimum income gained from

royalties;

Article 37 + Amending wording to clarify text.

6 17.09.1991 Amendments Article 9 + ■ Increases tax free amount for the disabled and

other persons;

Article 21 + The same - for persons who are not perma-

nently full-timeemployed.

7 17.09.1991 Resolution of Article 9.21 ■ See Clause 4.

Supreme Council

8 2611.1991 Amendments Article 9.21 + ■ See Clause 6.

9 15.01.1992 Amendments Article 9.21 + See Clause 6.

10 15.01.1992 Resolution of Article 9.21 See Clause 4.

Supreme Council

11 25.02.1992 Amendments Article 3, Tax on income in foreign currency must be

Part 2 paid in that currency at a higher rate;

Article 4, + Amounts replaced by minimum monthly
Clauses 17, 19, 20, salaries;

Articles 18, 19, 21 + The same;

Article 8 + The same;

Article 9 Reduces the tax free amount for the disabled;

Article 14 + Increases the tax free amount on income

gained from second employment;

Article 15, + Deleted;
Parts 4, 5, 6

Article 24, + Amended wording to clarify text.

Clause 3

12 25.02.1992 Resolution of Articles 9 and 21
- + See Clause 4;

Supreme Council

Changes to tables because minimum wage is

increased.

13 11.05.1993 New Law All + More precisely formulated;

More complicated to apply;

Revokes the progressive rate;

■ Reduces the number of types of income on

which tax is levied.

14 09.12.1993 MF Instruction Al I + Explains and regulates application of provi-
sions of the law;

Complicated to apply.

15 14.01.1994 Amendments Article 13, + Broadens the circle of dependants;
Clause 1

Article 26 Restricts municipalities;

Articles 36, 38 + Defines authority.

16 27.10.1994 Amendments Article 9, + ■ Increases the number of types of income on

Clauses 10, 22 which tax is not levied.

17 19.01.1995 FM Instruction Appendix 7 Supplements instructions.

18 01.03.1995 Amendments Article 19 + Permits extension of deadline for tax pay-
ments.

19 31.05.1995 Amendments Almost all Articles + Increased relief;

Increased the limit at which additional rates

are calculated to Ls 600,000.
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■ on the monthly tax-free amount when calcu-

lating residents' income tax;

The monthly tax-free amount in these regulations

has always caused dissatisfaction and disagreements;

therefore, let us look at recent revisions.

Already in 1994,when the regulations on the min-

imum tax free amount were adopted, the government

levied residents' tax on the tax-free amount. In 1997

the tax administration continued this practice,

addressing tax revenue problems at the cost of resi-

dents' income tax. When determining the tax free

minimum, the minimum wage, as in 1994, and the

residents' minimum consumption basket (subsistence

minimum) should be considered.

The legislation and CM normative acts are sup-

plemented by NRS directives, notices, letters and

documents of individual municipalities and Min-

istries:

■ on withholding and paying earnings (!) tax

(10.01.1994 letter from MF State Secretary and

No. Date Description of Norms affected Assess- Notes

Adopted Normative Act by the Act ment

20 29.02.1996 Amendments Article 9, + Increased relief;
Part 22

Article 17,

Parts 17, 18

Estimated withholdings.

21 19.12.1996 Amendments Article 3, Clause 9

of Part 3

+ Renewed not levying tax on income gained
from personal agricultural production;

Supplements Article 8, Clause 10 Taxing pensions;
of Part 3

Amendments Article 9, Clauses 5-6 Taxing winnings;

Supplements Article 10, Clause 5 Increases section on permitted expenses;

of Part 1

Article 11, Parts 1-3 + Increases section on income;

Article 11, Part 7 Presuming and deducting amounts of expens-

es;

Article 12, Part 3 Defines application of the tax free minimum;

Article 13, Part 1 + Taxing pensions;

Amendments Article 15, Part 3 Revokes the high limit at which additional

rates are applied; revokes additional rate;

Article 17, Part 10 + Increases types of income from which tax is

withheld at source;

Article 18, Part 4 Not including patent payment in tax advance

payment-

Article 19 Complicates calculation of taxes;

Article 20 On non-declaration of income;

Article 22 extending rights of tax administration;

Amendments Article 24 + on application of interstate agreements;

Article 26 Restricting rights of municipalities;

Article 29 + Increases obligations of employers;

Amendments Articles 31, Increases liability of employers and payers;

and supplements 31.1, 2, 32, 32.1

Amendments Article 33 Collection of taxes on a no contest basis;

Supplements Transitional The law is back-dated, presuming amounts of

Provisions expenses based on income from sales.

22 02.10.1997 Amendments Article 11, Parts 7, 8 + Revokes estimated of expense amounts and

withholding of taxes when paying for lumber

and standing forests.

Article 17, Part 10

and transitional

Determining of procedure for levying tax on

this income is entrusted to the CM.

provisions

Total "+" 32

Total "-" 33

Total "+ -" or "- +" 0
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Director of the Department of Tax Control; not

published);

■ on relief for dependants (23.01.1994 notice

from Deputy (!) Director of the NRS Tax Con-

trol Department, not published);

■ on taxing income of the unemployed, gained

from taking part in paid temporary public

work (09.03.1994 notice from Deputy (!) Direc-

tor of the NRS Tax Control Department, not

published);

■ on registration of payers of residents' income

tax (04.08.1995 notice from Deputy (!) Director

of the NRS Tax Control Department, not pub-

lished);

■ on specific matters in calculating residents'

income tax (05.09.1995 notice from Deputy (!)

Director of the NRS Tax Control Department,

not published);

■ on procedure for paying residents' income tax

(04.01.1996 notice from Deputy (!) Director of

the NRS Tax Control Department, not pub-

lished);

■ instructions issued by the Minister of Finance

on 01.02.1996 concerning the tax freeamount;

■ on procedure for foreign nationals to pay

residents' income tax (21.03.1996 notice from

Deputy (!) Director of the NRS Tax Control

Department, not published);

■ Orders of City of Riga Municipality (Dome) on

submitting tax payment reports;

Orders from the Ministry of Transport on

14.08.1996to list professions (trades) related to excur-

sions and moves;

■ on taxing income gained from lease of proper-

ty and premises (27.05.1996 notice from the

NRS Tax Control Department, not published);

■ order issued by Minister of Finance on

25.10.1996 on corrections to corrections on resi-

dents' income tax revenue in municipal budgets;

■ on substantiating documents in calculating

taxes (11.11.1996 notice from Deputy (!) Direc-

tor of the NRS Tax Control Department, not

published);

■ on application of reliefand tax free minimum

when calculating taxes (01.10.1997 notice from

Deputy (!) Director of the NRS Tax Control

Department, not published);

These documents are not the only ones which are

applied in addition to the law. Special attention is

drawn to the fact that these documents are prepared

and issued by various ranks of civil servants and that

most of these documents are not published. Although

some of these documents were addressed to NRS

structural units, they are of importance for employers

and employees and owners of individual businesses

and performers of individual work, because civil

servants apply the law, guided by these letters to the

taxpayer who is often not aware of these instructions.

Conclusions

Residents' income tax is not only one of the most

important sources of revenue for the nationaland muni-

cipal budgets, it is also one of the most important taxes

that must be taken into account by a business when

entering into employment relations. It is the respon-

sibility of the employer to calculate and pay into the

budget his employees' income tax amounts. Frequently

employees' wages and salaries are deliberately shown

and entered on the books according to the minimum

calculations, but much larger amounts are in fact paid.

Such actions have a negative effect on the national

revenue. Not all employers tolerate such actions. How-

ever, until the government's policy in matters of the tax

free amount, introduction of a minimum and differ-

entiated tax rate, and increased relief is significantly

changed, a large number of employers, especially SMEs,

will be forced to save their money and develop their

business operations by various means of tax evasion.

Table 22 Changes in the Tax-Free Minimum During the Period 1994-1996

Date Effective Rate in Ls Article Notes

adopted Date

19.04.1994 01.05.1994 22.50 12 Relates to the minimum on which tax is not

levied during the year

15.00 9, 13, 15, 17, 20 Relates to various relief.

12.03.1996 01.07.1996 25.00 All A positive solution over two years.

24.12.1996 01.01.1997 21.00 All Regulations which returned business people

to 1993 conditions.
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Social Tax (Social Insurance

Payments)

On October 21, 1997 the RL Saeima adopted a new

Law "On State Social Insurance", effective January 1,

1998,replacing the law "On Social Tax". However, let

us look at theold law, too, inorder to gaina complete

idea how this tax developed in the RL.

The social tax is not only of great importance in

addressing issues of the country's social economy, but

also in affecting every member of the population,

because this tax is linked to pension and social bene-

fit payments. Theold law is not forgotten, because in

analyzing activities of legal and physical persons

during the specific time period, the legislation in

effect at the time is taken into account. Therefore, we

shall look at both laws related to social insurance,

both the old and the new. .

The social tax is a mandatory payment to the

national special social insurance budget, which

ensures the rights of socially insured persons to old

age, disabled or loss of the family bread -
winner pen-

sions, as well as sickness, maternity, funeral benefits

and payments in case of unemployment.

Social tax is paid by the employers, employees and

the self-employed. Employers pay only in cases when,

pursuant to the law "On Taxes and Dues", they are

considered residents. Employees also pay only if they

are residents, and payments are mandatory regardless

whether they are employed by a resident or non-

resident.

The tax is levied on the income of all socially

insured persons, regardless of the way this income is

received, except:

1) pension and payments from pension funds;

2) benefits provided in normativeacts;

3) remuneration to trustees and maintenance

money to children/wards;

4) payments of compensation within certain

amounts except compensation for annual

vacation not taken;

5) benefits provided in the Labour Code, paid in

the event a person is discharged;

6) compensation for injuries if someone is dis-

abled;

7) scholarships of students attending educational

facilities listed in national normative acts;

8) royalties;

9) government and municipal assistance in cases

of natural disasters or other emergency condi-

tions;

10) donor's assistance;

11) funeral benefit paid by employer, not exceed-

ing Ls 100;

12)income in excess of Ls 1,000.

Until December31, 1996the basic rate of social tax

was 38%, but starting January 1, 1997 the basic rate is

37%, divided in two: 28% is paid by the employer,

and 9% by the employee. This is a new procedure and

was introduced at the time the law "On Social Tax"

was adopted on November23, 1995 whose transition-

al provisions provided the following procedures:

Article 5 of the law provides that the basic rate of

the social tax is 33% which the employer and the

employee pay in equal shares. The table shows that

according to the transitional provisions, starting with

the year 2001 the rate will be 33%, but the distribu-

tion is not equal. On February 8, 1996 the Saeima

passed amendments which provided that payment in

equal shares must start on January 1, 2001, but later

this was changed by normative acts.

At the core of the law, a radical distributionof the

tax rate between the employer and employee, as a

result of which the amounts of payments would be

practically equalled. Neither employers nor employ-

ees are ready for these changes. Employee income is

not increasing at a rapid rate, and thus, their income

is in fact reduced. Employers, wishing to keep their

employees, are forced to increase their employees'

gross income, in order that their actual "take-home"

pay would remain the same. However, not all

employers, and especially SMEs, are financially able

to increase the gross earnings of their employees,

because along with the increase of the social pay-

ment, the income tax of the employee also increases.

The result is the same - employers use the minimum

amounts on their books in order not to have a con-

flict with the minimumwage set by the government,

but actual payments to employees are made to equal

the level accepted in the labour market.

In addition to the basic rate, when amending the

law, a reduced rate was introducedfor one year - until

January, 1997, for persons employed in agriculture.

Persons who, according to normative acts, are

entitled to a work pension when determining their

insurance history, pay a higher social tax rate. For per-

sons whoreceive the work pension with an insurance

history of up to 20 years, the rate is 51%, but for per-

sons whoreceive the work pension with an insurance

history of up to 25 years, it is 43%. In this case, too, a

gradual distributionof therate between employer and

employee is intended, but no change is provided in

the amounts.
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Table 23 Changes in Social Tax Rates

The legislator, considering the need to protect the

socially vulnerable groups of society and difficulties

of the government to reach a balancedbudget, carried

out changes in legislation of social tax. Altogether,

over seven years, it looks like in the Table 25.

According to the new law "On State Social Insur-

ance", the present social insurance payment rates -

37% (28%-29%) - are retained. This means that all

this time stability in payment calculations will be

retained, but afterwards a drastic division of payment

will take place, to make the proportion between

employer and employee equal (16.5% + 16.5%). Whe-

ther this will happen cannot be stated for certain

because the previous changes to the legislation show

that a drastic divisionof tax payments causes dissatis-

faction on the part of both payers. Luckily, there is

still time before January 1, 2002 to consider the issue

carefully.

What changes have taken place? The first that

must be mentioned is the decision to transfer the

administration of social insurance payments to the

NRS as of January 1, 1998. Structural changes took

place at the social insurance fund because it was

changed into a state-run joint-stock company, whose

main function is to ensure social assistance functions,

and not collecting money.

The law has provided strictly that all those

employed who have reached the age of fifteen years

are subject to social insurance. In a way, it is an age

census. Since the law does not provide for what to do

if younger persons are employed, no tax is payable.

This condition can be successfully taken advantage of

by businesses which do not require qualified labour,

for example agriculture, gardening and others. How-

ever, when taking advantage of this condition,

Chapter 12 of the Labour Code must be observed,

which regulates employment of youths.

A significant new fact is that the law defines social

insurance payment objects. The previous law provid-

ed that social tax is not paid on all income subject to

income tax. This caused problems for bookkeeping,

but at the same time permitted an optimization of tax

payments of sorts. The new law provides that social

insurance is to be paid on all income on which the

employee pays residents' income tax, without deduct-

ing the tax free amount, tax relief and expenses by

which a taxpayer is entitledto reduce taxable income,

as well as payments to licensed pension funds

(Article 14).

The new law has a broader definition of an

employer. It defines more precisely a self-employed

person. This person will now have to pay social tax,

the amount of which will be determinedby the CM.

Self employed persons had to pay a social tax before,

payed on the minimum wage, but in 1996 this norm

was revoked.

As of January 1, 1998 social tax must also be paid

on physical persons providing services under con-

tract. Such payments have existed since April 1, 1993,

when the section on Commitments in the Civil Law

came into effect, which provided that such persons

have entered legal employment relations. The Law

"On Social Tax" which came into effect in 1996,

changed this procedure, because it considered such

persons to be self employed. These persons them-

selves registered as social tax payers and paid it them-

selves. Now, in the case of such relations, businesses

will have to pay all the laid-down social insurance

payments. In order for individualbusinesses to retain

their relations with companies, they will need to

register with the municipality at their place of perma-

nent residence and obtain a patent or licence to per-

form individual work. Thus, these persons will

become self employed and will pay their own taxes

and insurance payments.

It should be notedthat all socially insured persons

will not be equally insured. The law provides for five

types of insurance. Persons in some categories will be

Effective Date Employer's rate EmpDloyee's rate Total rate

01.01.1996 37% 1% 38%

01.07.1996 33% 5% 38%

01.01.1997 28% 9% 37%

01.01.1998 25% 11% 36%

01.01.1999 23% 12% 35%

01.01.2000 20% 14% 34%

01.01.2001 18% 15% 33%

01.01.2002 16.5% 16.5% 33%
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Table 24 Rates for Persons Employed in Agriculture

Table 25 Effect of Changes to the Law "On Social Tax" on SMEs Operations

ffective date Empliloyer's rate Employee?'s rate Paid from the national budget Total rate

1.01.1996 22% 1% 15%, 38%

1.07.1996 18% 5% 15% 38%

Jo. Date Type of Affected norms Description of norms adopted

adopted normative act

1 14.12.1990 New Law All 10 Articles Prior to passing this law, the matter was regulated +

by norms of Latvian SSR.

2 27.03.1991 Amendments Article 3,

Clause 3

Provides that in agricultural work and processing
of farm products the employer pays a tax of 18.5%

+

for his employees.

3 28.05.1991 Amendments Article 3,

Clause 2

Provides that the employer pays 8% for each

employed disabled person;

+

Article 4

Clause 1

Supplements that social tax is not added to pay-

ments made from pension funds registered with

the Ministry of Social Security;

+

Article 4,
Clause 5

Deleted, thus reducing number of payments on

which no social tax is paid;

Article 5 Broadens provisions for paying social tax for the

self-employed;

Article 6.1 A new article providing for employers' duty to pay

tax at higher for persons entitled to work pension;

- +

Article 7.1 A new article, providing that no social tax is paid

on income gained other than regular employment.

+

4 27.03.1994 Amendments Article 7 Increases the rate for employees in the work-place

entitling them to old age pension with relief con-

+

ditions.

5 23.11.1995 New Law All 15 Articles i Change in social tax rate to the benefit of the +

Transitional

Provisions

employer; the rate for employees and the self-

employed is increased.

6 08.02.1996 Amendments Article 3 The deadline for equal rates is reduced by a year; +

for the Transi-

tional period

Article 5 The deadline for new rates is reduced by six +

months;

Contrary to Article 3, starting 01.01.2001 the rates

are 18% and 15%, but these figures were sup-

posed to be equal;

Article 6 Relief for those employed in agriculture; +

Article 10 The list of professions engaged in agriculture must +

be approved by CM;

Article 11 On the right of physical persons to pay the tax

themselves for a bankrupt business in liquidation.

+

7 05.06.1996 Amendments Article 4,

Clause 1

A new article providing that no social tax is paid

on labour insurance payments paid by the

employer, but social tax is paid on life insurance

+ -

payments for up to five years, and for health and

accident insurance, for one year;

21.10.1997 New Law All 26 Articles The deadline for division of payment is extended, - +

the rate is not reduced, the number of income on

which tax is paid is increased;

Total"+" 11

Total "-" 7

Total "+ -" or "- +" 3
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Table 26 Types of Compulsory Social Insurance and Their Applications

insured for one or two types, others for three, as visi-

bly shown in the following Table 26.

The mentioned issues are considered and applied

pursuant to other RL laws and CM regulations:

■ on state pensions,

■ on social assistance,

■ on compulsory social insurance covering

industrial accidents and diseases,

■ on maternity and sick benefits, and to

■ CM regulations concerning application of the

said laws and their specific provisions.

Finally it must be noted that although the law

"On Social Tax" was repealed, application of this issue

from the standpoint of business is not simplified, as

the social payments, too, will remainin force and will

not become less for either the employer or the

employee.

Conclusions

The social tax is the heaviest burden of employers,

especially SMEs. Employment of any person requires

large additional expenditures. Under conditions of the

existing low, average income, employees are yet unable

to take care of theirown social security. Changes in leg-

islation for the most part touch on issues of tax rates.

Reduced rates when employing the disabled and those

employed in agriculture were a positive solution for

SMEs, while extending payment conditions for the self-

employed, taxing insurance payments and extending

taxed objects were negative.

The new law adopted on November 23, 1995, "On

Social Tax", providing a division of the tax rate as of

july 1, 1996, failed to foresee that the move would result

in reducing employees' income. Therefore on July 2,

1996 the CM adopted Regulations No. 245 providing

that employees would be compensated for 4% of the

increased tax. From the employers' standpoint this

move had only one positive factor - this 4% could be

written off as an expense linked to business operations,

even though for a time it complicated their bookkeep-

ing. Altogether, though, the burden of operating costs

of SME employers increased, which cannot be consid-

ered a positive factor.

Corporate Income Tax

Corporate income tax is a tax levied on the

income of various persons gained from business

operations.

This is paid by:

1) residents - domestic companies carrying on

business operations, public and religious

organizations and institutions financed from

the national and municipal budgets and gain-

ing income from business operations;

2) non-residents - foreign companies, physical

persons and others;

3) permanent representative offices of nonresi-

dents, if carrying on business operations.

Corporate income tax is not paid by:

1) state enterprises, institutions financed from

the national budget whose income is gained

from business operations and is intended for a

special budget part of the national budget;

2) institutions financed from municipal budgets

whose income gained from business opera-

tions is intendedfor special municipal budgets;

Persons subject to social insurance/ Pension Unemploy- Industrial Disability Maternity anc

Type of compulsory social insurance ment accidents, diseases pension sick benefits

Employees + + + + +

Pensionable employees,
disabled groups I and II

+ + +

Soldiers on active service + +

Persons caring for a child + +

under 1.5 yrs

Unemployed +

Unemployed disabled +

Persons drawing maternity +

or sick benefits

Self-employed persons + + +

Spouses of diplomats and consuls

working in other countries

+

Employees - foreign nationals, + + +

employed by a foreign taxpayer
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3) non-profit organizations;

4) private pension funds;

5) partnerships where the partners pay income

tax on their income;

6) physical persons;

7) individualbusinesses which do not file annual

returns, as provided in the law "On Annual

Reports of Companies.

Corporate income tax is levied on:

1) residents - taxable income received in Latvia

and other countries during the current tax

year, at 25%;

2) permanent representative offices of nonresi-

dents - taxable income received in Latvia and

other countries during the current tax year, at

25%;

3) non-residents - income received in Latvia by

carrying on the same business operations as

the non-resident's permanent representative

office in Latvia. In this case, the non-resident's

income received in Latvia is included in the

income of the permanent representative office

and is taxed at 25%;

4) non-residents - income from business opera-

tions or related operations, paid to the non-

resident (also physical persons) by residents or

non-residents' permanent representative

offices, on the following types of income at the

following rates:

■ dividends - 10%,

■ remuneration for management and con-

sulting services - 10%,

■ companies and persons linked to paying of

interest - 10%,

■ companies and persons linked to paying of

interest by commercial banks registered in

RL - 5%,

■ payment for intellectual property, literary

or other art work - 15%,

■ other types - 5%,

■ remuneration for use of property - 5%,

■ sale of securities - 10%,

■ sale of real property - 25%.

5) payments made by permanent representative

offices of residents and non-residents to coun-

tries and territories duly mentioned in CM

Regulations, where there are low taxes or no

taxes at all, and their representatives, at a rate

of 25% (except cases where there is proof that

the payment is justified and is not intended to

reduce taxable income).

The regulation on corporate income tax exists

since April 1, 1995, when the law adopted on

February 9, 1995, "On Corporate Income Tax" came

intoeffect, and revisions madeto it later. Prior to that

the law "On ProfitTax" passed on December 20, 1990

was in effect. Although the regulating law has now

been given not only a new form but also content, its

development is still linked to many amendments and

revisions, searches for the new, corrections. The

following fable 27 shows the development of the law

and its evaluation.

The Effect of Taxes and Dues

on Business

When considering the effect of taxes and dues on

business, the most significant characteristics of the

tax system must be noted:

1) the changing tax system, frequent changes in

regulating norms and differing application;

2) a high rate of taxation and dues rates;

3) a low tax-free minimum;

4) an ineffective relief system;

5) a complicated calculation, payment and

reporting systems;

6) an inefficient tax administration system;

7) a large proportion of exceptions in the applica-

tion of norms;

8) regulating norms are not appropriately

explained;

Such a system hinders business development in

the country, because:

1) it is not in the best interests of business people

to fully calcule and pay taxes;

2) conditions are not created which would raise

an interest in developing competitive produc-

tion both for the domestic and export markets;

3) the system does not ensure the preservation

and effective use of natural and human

resources;

4) the system does not ensure addressing social

problems and implementation of principles of

social fairness;

5) the system does not provide municipal budgets

with the necessary financial resources;

6) the system does not provide for comprehen-

sive collectionof taxes;

7) the system does not promote saving.

Taxes and dues must perform the most important

functions of promoting the social and economic

development of the country by increasing employ-

ment. This can be achieved by reducing and differen-
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lo. Date adopted Normative act Applicable norms Description of adopted forms :t

1 20.12.1990 New law All RL has its own law regulating corporate income

tax. The following rates were laid down:

+

up to 10,000 Rubles - 15%;

10,000 - 30,000 Rubles - 1,500 Rubles +25% of

the amount over 10,000;

over 30,000 Rubles - 6,500 Rubles +35% of the

amount over 30,000 Rubles;

income from Casino and slot machines taxable

at 65%.

Various relief was widely applied:

new businesses are given a tax holiday for the

first two years;

a great number of discounts for different types
of businesses, institutions, the disabled, compa-

nies with state capital shares etc.;

foreign companies and joint ventures where the

foreign share is in excess of 30% are given a tax

discount (100% and 50% respectively) for the

first years of operations, as provided in the law

"On Foreign Investment in the Republic of

Latvia".

2 Amendments Article 1 On taxing state and municipal income; +

(04.09.1991) Article 5 Correcting taxable income, reducing by road tax +

paid;

Article 6,
Clause 9

Including repairs to basic assets in expenditures; +

Article 6,
Clause 10

Including loss and damages caused by contract

parties in expenditures;

+

Article 8,

Clause 2

Correcting deductions from taxable profit in

relation to amendments to Article 5;

+

Article 11 Supplemented by including income gained from

lotteries except RL state and charity lotteries;

+

Article 13 Provides for inclusion of tax payable on profit of

municipal enterprises to the national budget

(40%);

Article 15 Correcting municipal income tax portion;

Article 20, Taxing income of casinos, lotteries and casino +

Part 1 companies as of start of operations;

Article 23, Taxing income of companies paying to funds,
Part 2 programmes etc. an amount smaller than the

calculated tax;

Article 24 Taxable income is reduced, excluding income +

gainedfrom making and repairing spare parts of

farm machinery;

Article 29,
Part 2

Entrusting functions to Ministries, providing

opportunities to manoeuvre;

+ -

Article 31 Determining maintenance costs of objects of

social infrastructure according to normatives;

Article 32 Applying discounts also to private businesses

that have no state shares;

+

Article 33 Increasing coefficient of gifts and donations, but

reducing the total discount from 20 to 15%;

+
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Jo. Date adopted Normative act Applicable norms Description of adopted forms

Article 35, Entrusts functions to Ministries, providing oppor-

Part 2 tunities to manoeuvre;

Article 30 Limits the amounts paid to develop sports. + -

3 15.04.1992 Amendments New Article 3,

Clause 1

Instructions to recalculate income and expendi-

tures in foreign currency according to the BL

+ -

exchange rate;

■ Pay to taxes in foreign currency in proportion to - +

investment in foreign currency.

4 16.06.1992 Amendments and

supplements

Article 4,
Clause 9

The difference gained by selling foreign curren-

cy above the BL exchange rate included in

+

income;

Article 5 Amended wording; +

Article 6,

Clause 11

Increased expenses section; +

Article 8, Reduces taxable profit by deducting customs +

Clause 2 payments;

Article 10 Lays down profit tax rate according to minimum

salaries;

+

Article 20 Deletes profit tax holiday for new businesses,

replacing it with tax reduction by amounts paid
during the first three years of investment in

manufacturing, and interest on long term loans

to banks. If the business is terminated before

having operated for four years, the tax is calcu-

lated in full;

Article 22 Deletes relief for businesses of the disabled.

Reduces taxable profit by amounts used to pay

for losses occurred over the previous two years;

Article 27 Deletes relief concerning supplies and services +

for the Government, provides relief for supplies
and services pursuant to interstate agreements;

Article 28 Increases relief for investment to manufacturing,

reduces taxable profit by 50% (previously 30%)

regarding amounts used for these purposes, and

similarly permits deduction of payment of inter-

est on long term loans;

Article 32 Provides relief also for businesses with a munici- +

pal share;

Article 39 Taxable profit is also reduced by amounts paid

to internationally-recognized sports federations,

+

but not star teams;

5 11.07.1992 Article 10 The previously differentiated rates set according

to profit gained are revoked.

Starting 01.10.1992 (!) the following rates were in

effect:

for banks, businesses performing operations
with foreign currency, insurance companies
and trade companies, a 45% tax rate;

businesses and companies with a state or

municipal share, except those previously

mentioned, a 35% tax rate;

businesses and physical persons, a 25% tax

rate; the minimum 15% tax rate is revoked;

Article 18 Reduces relief for the total tax payable from

60% to 40% except in cases mentioned in

Articles 20, 22, 24 and 28;
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Jo. Date adopted Normative act Applicable norms Description of adopted forms Effec

Articles 21, 25,

32, 37, 38

Revokes relief for training, manufacturing and

private businesses, companies with state or mun-

icipal shares, the Latgale programme and needs

of minority national culture autonomy.

6 20.04.1993 Amendments and

supplements to

the law effective

Article 13 Revokes application of relief coefficient (2.85).
Amount of relief is set in percentages (90%).
Restriction of total payments from 20 to 15%;

01.06.1993 Article 39 Relief is reduced for amounts used or paid to

development of sports.

7 19.01.1994 Amendments to Article 13 All profit tax is paid to the national budget; - +

19.01.1994

the law effective Articles 14, 15,

16 and 17

Deletes articles regulating partial payment of

taxes to municipal budgets.

- +

8 02.06.1994 Amendments to Article 1 Supplements the word "company"; +

the law effective

01.07.1994

Article 3 Amends wording referring to BL rate of

exchange. Applies fluctuations in currency

exchange rates as provided by the Ministry of

+

Finance;

Article 4,

Clauses 1 and 2

New wording provides that income gained in

other countries is included in taxable income,
and that no tax is payable on dividends and

insurance compensation not in excess of the

amount of loss and damages;

Article 6,

Clause 1

The tax deductible amount is intended for

purchase of stock is limited to Ls 50;

+

Article 6, Tax deductibleexpenses are increased, including
Clauses 3, 5,

7, 12, 13

costs of telephone, and passenger car costs,

amortization of non-material investment and

compulsory social security, costs of auditing the

company's annual report and special savings of

credit facilities;

Article 6,
Clause 8

Deletes tax deductible expenses from payments

for employees' insurance and deletes costs of

+

other physical and legal persons from tax

deductibleexpenses;

Article 23 Amends wording (Saeima, CM);

Article 24 Reduces taxable profit by the portion of profit

gained from fishing, processing fish and

manufacture of spare parts for fishing technolo-

+

gy;

Article 31 Amends wording (CM); +

Article 32 Partially reinstates relief for donations to public

cultural, educational, science, sports, charity,
health and environmental protection funds, non-

+

profit organizations, and internationally recogniz-
ed sports federations where profit tax is reduced

by 70% of payments made and their total does

not exceed 10% of the taxable amount;

Article 33 Relief rates are increased from 90% to 95% for +

donations to funds or programmes approved by

the Saeima. Reduces total amount of payments
from 15% to 10%;

Article 3,

Clause 1

Deleted, payment of taxes in other currencies is

revoked;

+

Article 27 Deleted, relief for work and supplies related to

interstate agreements is revoked;

+

Article 39 Deleted, relief is revoked for amounts used or

paid to development of sports, construction of

sports facilities and equipment.
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Date adopted Normative act Applicable norms Description of adopted forms Effect

9 09.02.1995 New law All Articles A new law "On Corporate Income Tax" came

into effect on April 1, 1995, but its application

was set for January 1, 1995. The new law has

only 26 articles (41 in the previous law, but the

+ -

law is broader in scope, regulates in more detail,
includes definitions of terminology. The main

specific of the law was a single corporate income

tax rate of 25%.

10 10.12.1995 Amendments Article 7 Reduces profit by tax-deductibleamounts made

to deposit insurance funds in accordance to

funds for the protection of depositors' interests.

+

11 29.02.1996 Amendments Article 3,
Part 8 (new)

Tax is levied on all payments made to countries

or territories where taxes are low or where there

+ -

are no taxes at all, or the countries representa-
tives delays;

Article 3,
Part 9 (new)

NRS may waive payment of taxes if it can be

proved that such are not made for tax evasion

+

purposes. In such cases tax rates applicable to

nonresidents shall be applied;

Article 6, Increased taxable income in cases mentioned in +

Part 1, Clause 4 Part 8 of Article 3 if no tax has been paid;

Article 6, Additional reduction of taxable income on sub- +

Paragraph 4 sidies for agricultural production;

Article 12,

Paragraph 4

Supplement related to payments to persons

residing in countries or territories where taxes

+

are low or where there are no taxes at all, pro-

viding that transactions mentioned in Paragraph
8 of Article 3 apply not only to persons situated

there but also to legal entities established or

founded there;

Article 24, Part 1 On tax payment at the moment of payment in

cases provided in Paragraph 8 of Article 3;

+

12 05.06.1996 Amendments Article 3, Delete the words "daughter company"; + -

Paragraph 3

Article 6, Part 1, A new clause, providing that taxable income is + -

Clause 6 increased by the reserve fund for bad debts, but

is reduced by amounts of debts written off dur-

ing the tax year;

Article 9 New wording defines conditions when taxable

income is reduced by debts written off;

+

Article 10 Corrections if income includes compensation + -

received for land and/or buildings lost due to

natural disasters or otherwise through forced

conditions outside the taxpayer's control, if not

invested;

Article 13, Part 1,
Clause 4

Correction related to value of remaining basic

assets, which is increased by capital costs paid

+ -

for basic assets of the relevant category during
the tax year;

Article 17, Defines small business; +

Parts 1 and 3 Limits deductibles in cases when one person

owns, or has considerable influence in, several

small businesses;

Article 19 Additional requirements for small companies + -

employing prisoners;

Article 22 Amendments regarding compulsory advance - +

payments of taxes;
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NlO. Date adopted Normative act Applicable norms Description of adopted forms Effect

Transitional

Provisions

This law applies to taxable income starting with

the year 1996;

Taxable income in 1996 may be reduced also by

amounts lost by January 1, 1996 if these amounts

have been written off on the company's books.

+

13 13.03.1997 Amendments Article 2 Supplements re-application of the law to private

pension funds; defines that physical persons and

individual businesses which do not need to file

+

annual reports, pay residents' income tax;

Article 3, New wording provides that the tax year is the +

Part 7 same as the company's fiscal year;

Article 6, Part 1, Defines wording on showing bad and writtenoff +

Clause 6 debts;

Article 4, Part 4,

Clauses 3, 4, 5

New clauses provide procedures for correcting

taxable income regarding debts written off, value

of purchase and sale price of certificates for

+ -

investment in privatization, non-materialvalue of

the company;

Article 6, Part 4,

Clause 6

Supplements with reference to private pension

funds;

+

Article 6, Part 4, Defines increase of profit by amount of interest
- +

Clause 8 payments in excess of the permitted amount of

interest which is calculated using the average

short term interest rate set by the National Stati-

stics Committee; this does not apply to interest

payments to banks registered with the BL;

Article 6,

Parts 11, 12, 13

New parts regulate the transfer and showing of

losses of other companies and correction of tax-

+

able income; reduction of taxable income by

payments made to private pension funds on

behalf of employees;

Article 9 Relates to bad debts; +

Article 13 The word "year" is replaced by "report period";

reference to amortization of basic assets in cases

+

where the tax year is longer or shorter than 12

months;

Article 14 * The word "year" is replaced by "report period";

applicable to cases when a person obtains con-

trol of the company during the occurred taxation

period during which losses have occurred;

+

Article 14, New article regulates transfer of broad losses to +

Clause 1 a group of companies;

Article 20 Definition changing February 1 in the taxation +

year to the first day of the second month of the

taxation period, allowing that the taxation

period may not correspond to the tax year;

Article 23 New wording regulates taxation period, indexa- + -

tion and advance payments;

Transitional

Provisions

Back-dates application of amendments to the

beginning of 1997.

14 13.11.1997 Amendments Article 6, Part 8 Replacing the word "taxation" with the word + -

"posttaxation" when considering corrections of

taxable income;

Article 6, Part 13 When arriving at the taxable income, taking into

account payments to private pension funds, the

company's profit may be reduced by the amount

not exceeding 10% of the amount of employees'

salaries during the taxation period;
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tiating tax rates, and granting relief. Increasing of the

collectible tax amounts must be achieved by increas-

ing thebase of levies (additional residents' and corpo-

rate income, turnover of goods and services, etc.), not

by increasing tax rates. It must take into account,

however, that possible tax relief under conditionsof

a balanced market economy may be applied only

with the aim of reducing the total costs of the

employer (business). However, for the long term,

lower taxes may have only a small effect on employ-

ment because the effect of low wages and salaries

must be taken into account, as well as fluctuations in

the social insurance system, and other factors.

The aims of tax reliefand tax differentiationare to:

■ create businesses incentives to invest in the

areas of manufacturing, production, and serv-

ice; introducenew technologies, produce com-

petitive industries for the domestic and export

markets; create new jobs;

■ create favourable conditions for the develop-

ment of priority sectors of the national econo-

my (agriculture, processing, transport, ports,

shipping, as well as efficient use of domestic

raw materials and natural resources;

■ increase taxes on industries harmful to health

and the environment (alcohol, tobacco prod-

ucts);

■ create favourable conditions for the improve-

ment of material conditions for socially vul-

nerable groups (children, the disabled, pen-

sioners), as well as development of education,

science, culture and medicine.

Under such conditions, therole of tax administra-

tion grows because differentiation of taxes and a

broad application of relief complicates it. But this is a

national task, and it is possible to carry it out. Tax

administration must consistently apply the principle

of functions, planning to work especially with tax-

payers not only during the process of paying taxes

and afterwards, but especially at the stage before pay-

ment of taxes, when the required informationmust

be submitted and explanations must be made. This

will also increase the professionalism of tax adminis-

trators and strengthen control. Special attention must

be given to the quality of auditing and monitoring,

using professionals - sworn auditors, accounting

experts, lawyers andother specialists. Tax administra-

tion must give special attention to the education of

taxpayers, supplying them with materials, providing

easier conditions for paying taxes and simplifying

preparation of reports.

At present, the legislation permits norms regulat-

ing taxes to be changed constantly, and that these

norms are interpreted with the help of instructions,

directives, explanations and letters which are not

acceptable from the standpoint of business. A busi-

ness is unable to plan its operations for a longer peri-

od of time because there are no guarantees that the

norms regulating it will not change. It should be

stated strictly that only the Saeima may pass and

amend laws, and not provide for application of

Article 81 of the Constitution to make changes in

laws. The Cabinet of Ministers passes regulations

defining the application of the relevant law and col-

lection of taxes. The National Revenue Service could

issue additional instructions on the application or

non-application of this or the other norm, but only if

such instruction is signed by the Director General.

late ive act Applicable norms Description of adopted forms Eiffec:t

Article 13, Part 1, New clause providing coefficients of norms of +

Clause 9 amortization of basic assets in case of companies
which operates in regions in need of special

support, provided that a resolution has been

adopted concerning the company, as provided
by norms;

Article 14,
Parts 6 and 7

New parts providing that losses in the case of

companies operating in regions in need of spe-

+

cial support, provided that a resolution has been

adopted concerning the company, as provided

by norms, may be covered in chronological order

from the taxable income of the next ten taxation

periods; the aforesaid applies to losses of only
those taxation periods when the region had the

status of needing special support.

Total "+" 53

Total "-" 24

Total "+ -" or "- +" 18
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When perfecting the Latvian tax and dues system,

it is recommended:

1) harmonize residents' and corporate income

tax, introducing the progressive tax scale from

0% to 40%;

2) increase the tax-free amount for residents'

income tax to at least the subsistence mini-

mum;

3) not include in employees' income payments

made by the employer on behalf of the

employee (training, fares, health care costs,

etc.), but rather include them in the cost of

business operations of the employer;

4) for companies to maximally increase the scope

of payments included in business operational

costs and reduce conditionsfor increasing tax-

able income;

5) for SMEs to differentiateconditions for appli-

cation of relief for their corporate income tax

by increasing the deductible rate for small

businesses to 50% and medium businesses to

25%of the amount of tax payable;

6) simplify the system for calculating social tax;

7) set differentiated rates for real property tax,

from 0.1% to 1.5%;

8) provide that the NRS pay late charges on over-

paid taxes not re-imbursedin time, at the same

rates the NRS charges;

9) reduce deadlines for re-imbursing overpaid

taxes;

10) when a company registers as a taxpayer, the

NRS must provide it with illustrative informa-

tion regarding all tax payments, their dead-

lines and a list of applicable normative acts,

which must then be constantly updated and

forwarded to companies freeof charge;

11) regularly train tax inspectors and, involving

independent evaluators, carry out re-attesta-

tion, as for example, the annual re-attestation

of police drivers, performed by professional

teachers of private driving schools;

12)establish an efficient tripartite co-ordination

system, so that the government listens to the

views of employers and employees on planned

changes in tax legislation before drafting same-

Only when implementing these recommendati-

ons for achieving the aforesaidaims and tasks will the

country enjoy a business environment favourable to

business, where companies will not practice tax eva-

sion but will be interested in the development of their

company and the country as a whole and improve-

ment of economicand social conditions whose aim is

to raise the living standards of all residents of Latvia.

Conclusions

In considering the changes to income tax levying

legislation, it must be concluded that there have been

twice as many positive than negative individual

changes. However, has this been to the benefit of both

sides? Looking at the proportion of corporate income

tax in the total national revenue, it is obvious that a

certain stagnation can be observed in this matter
-

companies try to pay a little regularly, failing to show

theirreal profit. This situation may be explained that the

payer, if he pays, gains no gratification from doing so.

To pay or not to pay taxes -
in essence, nobody receives

a gratification from it. To pay or not to pay taxes - it

really makes no difference. Companies also lack reassur-

ance that the tax revenue is rationally used, including

improving the business environment.

The following could be changed to make payment

of corporate income tax beneficial or at least acceptable

to both sides:

1. differentiating tax rates, depending on the tax-

able income, with opportunity to reduce the rate

when a specific level of taxable income is reach-

ed;

2. setting a tax free amount for businesses and

companies;

3. tax holidays for newly established SMEs;

4. reducing taxable income by the amount invested

in business development - purchase of more up-

to-date technology, equipment, etc.;

5. reducing taxable income (or total tax payable)

by a specific amount if the business or company

creates new jobs and, for example, has not

reduced same during the taxation year.



Issues of Ownership

Land Legislation

After the renewal of independence of the RL,

drafting of real property legislation was started

November 21, 1990with the law passed by the Supre-

me Council of RL, "On Land Reform in Rural Areas".

The law announced land reforms in rural areas,

intending to renew ownership rights to previous

owners, and to provide rights to other persons to

obtainland for use and later purchase. Previous own-

ers, too, first had to obtain the land. It was planned

to transfer ownership of landto Latvian citizens only.

Although applications to obtain land for use had to

be submitted by June 20, 1991, the reform was

planned to be completed in ten to fifteen years.

Municipalities of pagasts (an administrative area

roughly corresponding to a parish) were entrusted

with the decision making concerning land.

From the viewpoint of SMEs, this law was impor-

tant for two reasons:

1) it created a legal basis for the development of

farm holdings andother small rural businesses;

2) it sowed the first seeds in the real property

market.

On October 30, 1991 the laws "On Returning

Buildings to their Legal Owners" and "On Denation-

alization of Buildings in the Republic of Latvia" were

adopted. These laws provided for the renewal of own-

ership rights to previous owners (or their heirs). In

cases when the building had been taken over by the

state according to legal acts on nationalization, dena-

tionalizationhad to be carried out by regional munic-

ipalities, which passed resolutions based on the find-

ings of denationalizationcommissions. In other cases

adoption of a resolution was within the competence

of the courts. Ownership rights were renewed both

administratively and through the courts if the appli-

cation was madewithinthree years of adoption ofthe

law. Buildings sold to purchasers in good faith by a

notarized contract were not returned. The Council of

Ministers was required to set the maximum rent for

these buildings, and it was prohibited to evict tenants

within the next seven years without providing other

living space.

From the viewpoint of SMEs, these legal acts con-

tinued movement toward aligning the real property

market and opened opportunities for the develop-

ment of a new type of business - management of real

property, as well as a large number of premises

included in the civil rights circulation, which was an

important factor at the initial stage of business devel-

opment when many SMEs faced a serious problem in

finding office and manufacturing space. On Novem-

ber 20, 1991 the law "On Land Reform in Towns and

Cities of the RL" was passed, which provided for

renewal of ownership rights to previous land owners

and their heirs (regardless of citizenship). The dead-

line for submitting applications was set for June 20,

1992.The law containeda condition that in the event

of failure to submit such an application, the previous

owner retained the right to renew ownership rights

for the next ten years, and during this time landmay

be allocated for use only. Later, this norm was replac-

ed by a condition that, in the event an application

was not submitted by June20, 1992, ownership rights

could be renewed by the courts. As opposed to rural

areas, renewal of ownership rights in towns was not

linked to use of land. From the viewpoint of business,

including SME, this law supplemented the laws on

return of buildings, including land in the civil rights

circulation (which couldnot be privately owned or be

the object of a transaction duringthe Soviet regime).

The prohibition that foreign nationals and legal

persons may not obtain land as a result of a transac-

tion, and the fact that return of the land and the

buildings was regulated by three different laws each

providing different procedures, was considered of

negative value. On July 7, 1992the section on rights

of real-estate owners in the RL 1937Civil Law was re-

enacted, and became the blanket law regarding the

legal regulation of ownership rights. An opportunity

for differentowners of landand buildings was accept-

ed, which was important for those many SMEs which

had by privatization obtained ownership of state and

municipal property which had been built during the

Soviet regime on land of previous owners. Unfortu-

nately, the issue of legal persons obtaining land to

own was not addressed. The first right of refusal of

municipalities to purchase land provided in the law

"On Land Reform in Towns and Cities of the RL" was

extended and made applicable to real property in

general, which can be considered a condition encum-

bering application of the Civil Law.

The law adopted onJuly 9, 1992 "On Privatization

of Land in Rural Areas" supplemented the law of

1990, "On Land Reform in Rural Areas". The law pro-

vided the opportunity to renew ownership rights to

landwithout providing conditions precedent for allo-

cating land to use or providing for submission of
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Table 28 Changes to Land Legislation and Their Effect on SME Operations

Title of Act Content of amendments Effect

on SM

Law of SCR "On Land Reform Provides for land reform in the country and emergence of land +

in Rural Areas" (21.11.1990) ownership;

Provides that reforms be carried out in two waves (allocating for use

and allocating to own the land allocated for use);

Intends to allocate land to own only to RL citizens and with the

approval of the Land Commission of SC;

Sets a deadlineof June 20, 1991 for submitting applications for use.

Law of SCR "On Denationalization

of buildings" and "On Returning

Ownership of Buildings to Legal

Owners" (30.10.1991)

Provides for renewal of ownership to practically all buildings

confiscated or nationalized during the Soviet regime;

Provides that tenants could not be evicted from these buildings for

seven years from the date of renewal of ownership.

+

Law of SCR "On Land Reform in

towns and cities of RL" (30.10.1991)

Provides for renewal of ownership rights to previous land owners or

their heirs regardless of their citizenship;

+

Provides the procedure for purchase of land; +

Does not provide for opportunities for legal persons and non-citizens

to own land.

SCR law "On the Time and

Procedure for Taking Effect of the

Introduction, Inheritance Rights and

Rights of Things (res) of

the Renewed 1937 RL Civil Law"

The partial renewal of the 1937 Civil Law introduces legal norms

which regulate issues of rights of things (res) according to world

praxis;

Provides that land and buildings may be owned by different owners;

Provides that municipalities may have first right of refusal in

+

+

transactions concerning real property.

SCR law "On Privatization of - Land Provides for renewal of ownership rights to land in rural areas +

in Rural Areas" (09.07.1992) without the mandatory condition precedent of first allocating the

land for use;

Provides a procedure for privatizing land that has been allocated for +

use;

Retains the provision that rural land may be owned by RL citizens

only.

SCR law "On Reenacting
the December 22,1937 Land Books

Introduces a legal registration system for real property including

mortgages and other encumbrances;

+

Law and Procedure for it Coming
into Force" (30.03.1993)

Provides for a complex and expensive procedure for the initial regis-
tration of ownership rights.

SCR Law "On Amendments to

the Law "On Land Reform in Towns

Provides an opportunity for certain categories of companies regis-
tered in Latvia or other countries to purchase land in the territory of

+

and Cities of RL" (24.11.1994) and Latvia;
"On Amendments to the Law

"On Privatization of Land in Rural
Provides for the necessity to obtain approval of the Central Land

Commission for there transactions.
Areas" (08.12.1994);

Law of the RL Saeima "On

Ownership Rights of the State and

Municipalities and Their Registration
in Land Books" (29.03.1995)

Separates ownership rights of the State and municipalities to real

property and provides the procedure for their legal registration

+

Amendments to the Law Permits registration of buildings in the Land Books prior to +

"On the Renewal of Force of

the 22.12.1937 Law on Land Books

and Procedure for it Taking Effect

(27.04.1995 and (04.09.1995)

registration of the land lot in cases where there are different owners

and ownership to the land has not yet been registered, also register

ownership to buildings which have changed their owner since

renewal of the Law on Land Books

CM Regulations "On Registering Real

Property in Land Books"

(10.04.1996), passed by the Saeima

into law on 30.01.1997

Simplifies certain issues which relate to registration of real property
in Land Books

+
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applications after June 20, 1991. Furthermore, the law

provided a procedure for users of landwho were not

previous owners or their heirs to purchase land

allocated to them for use, using privatization certifi-

cates, intending that allocation of land for use may

continue to November 1, 1996. Both in urban and

rural areas, resolutions to renew ownership rights or

granting ownership for payment were adopted by the

relevant municipality based on the findings of the

Land Commission of the municipality (in September

1995 the legislators delegated the authority to make

final decisions to municipal Land Commissions). It

was still not provided that legal persons could pur-

chase land. Thus, from the viewpoint of SMEs, this

law didnot essentially change the situation, and only

because of accelerating the renewal of ownership

rights did owners (partners) have more opportunity

to use the real property to secure loans to develop

business operations.

On March 30, 1993, the 1937 Law on Land Books

was put back into force, thus providing procedures for

legal registration of real property (ownership rights,

mortgages, encumbrances). Registration operations

were entrusted to Land Books Branches of Regional

courts. Although a stable legal registration system of

real property is important from the viewpoint of

SMEs because it determines access to mortgage loans,

the aforesaid law provided for a complicated, lengthy

and expensive registration process. A new heretofore

non-existent institution was established, which added

to the already existing number of institutions involv-

ed in issues of real property (the various municipal

institutions making decisions to renew ownership

rights, the State Land Service, which surveyed land

lots and assessed property, the Mortgage and Land

Bank which madeagreements to sell landon behalf of

the state). According to the law, applications for the

initialentry of real property in the Land Books had to

be handledwithinthirty days, but applications to reg-

ister ownership rights as a result of a transaction had

to be handled not later than the day after receipt of

application.

In practice, Land Books branches ignored this

norm, especially because of their work load. There-

fore, in reality, any action related to registration of

ownership rights was performed within twenty to

thirty days. Registration of buildings in the Land

Books was possible only after registration of the land

lot, or simultaneously. If the land and the building

had different owners, this fact blocked the registra-

tion of the rights of the owner of the building. This

norm affected the interests of all companies which

had constructed something prior to the adoption of

this law, or had privatized a building on another's

land. In addition, it was provided that transactions

made after April 5, 1993 (namely, the day the effec-

tiveness of theLand Books Law was renewed) maynot

be the reason for registration of ownership rights, if

the rights of the previous owner had not been regis-

tered in the Land Books. This norm, too, essentially

slowed down completion of transactions and affected

the interests of SMEs whose operations were linked to

the use of real property.

On November 24, 1994 the Saeima made changes

to the law "On Land Reform in Towns and Cities of

RL", providing that companies registered in Latvia in

which more than halfof thebasic capital was heldby

a Latvian citizen, or by foreign companies of coun-

tries with which Latvia has signed agreements, which

were in force for the promotion and protection of

investments, could obtain ownership of land reg-

istered in the Land Books. In order to close a transac-

tion, approval had to be obtained from the Central

Land Commission (refusal could be appealed in

court). Legal persons could not own land in the bor-

derand defence zone, and agricultural and forest land

in accordance with the general plan of the town or

city. Even though there were restrictions and condi-

tions, these changes were a step toward liberating the

land market and prevented the silly situation where

Title of Act Comment of changes

Laws of the RL Saeima "Amend- Extends the scope of legal persons entitled to obtain land to own +

ments to the Law "On Land Reform without restrictions;

n Towns and Cities of RL"

(08.05.1997) and "Amendments to

the Law "On Privatization of Land in

Rural Areas" (05.12.1996)

Provides that other physical and legal persons may obtain land

(except agricultural, forest, border zone and protective zone land)

to own with municipal approval.

+

Total "+" 15

Total "-" 9

Total "+ -" or "- +" 24
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companies (including SMEs) were entitled to pur-

chase buildings but not land). It must be noted, how-

ever, that in most SMEs with foreign capital, Latvian

citizens did not hold more than 50% of thebasic cap-

ital, and therefore the improvement benefited only

some companies.

Similar changes were made on December 8, 1994

to the law "On Land Reform in Rural Areas". The law,

adopted on March 23, 1995, "On Ownership Rights of

State and Municipalities and their Registration in the

Land Books" provided a procedure for registration of

ownership rights of the state and municipalities and

determined the owner of the land lot - the state or a

municipality, guided by a number of criteria (owner-

ship at the moment of nationalization, existence of

buildings on the landlot, etc.). From the viewpoint of

SMEs this law was important because it permitted

legal registration of those land lots which were not

returned to previous owners, and which frequently

were occupied by various manufacturing facilities

(built during the land reform or privatized). Aligning

of ownership rights to land opened the way for legal

registrationof buildings in the name of SMEs. In addi-

tion, a numberof state and municipal real properties

not neededby the relevant institutions for the perfor-

mance of their specific functions were offered for sale

after registration in the Land Books, thus increasing

the supply in the real property market and partially

reducing prices, and this was in the interest of SMEs.

In turn, in April and September of 1995 changes

were made to the law "On the Renewal and Coming

into Effect of the RL 1937 Land Books Law" The

changes made in April permitted legal registration of

buildings even if the landunder it was not yet entered

in the Land Books and even if it had a different

owner. Changes made in September permitted regis-

tration of ownership rights to buildings obtained as a

result of a transaction after April 5, 1993, also in cases

when the seller's ownership rights had not been reg-

istered, provided the purchaser could produce docu-

ments proving the seller's rights. Both these changes

revoked the previous restrictions, which made opera-

tions of purchasers of buildings difficult and affected

many companies (mainly SMEs) which had pur-

chased manufacturing facilities or other buildings

during the post-independence period, and were

unable to register their property rights only because

ownership of the landlotwas unclear.The Cabinet of

Ministers Regulations adopted in April 1996 "On

Entering Real Property in Land Books", revoked the

need for mandatory approval of the land owner or

lessor for the building to be legally registered in cases

where buildings and land were owned by different

persons. On December 5, 1996 and May 8, 1997

changes were made to the laws "On Privatization of

Land in Rural Areas" and "On Land Reform in Towns

and Cities of the Republic of Latvia", which liberated

the legislation even more regarding opportunities to

purchase land. According to these changes any land

lot registered in the Land Books could be purchased

by:

1) public joint stock companies;

2) companies where more than 50%ofthe capital

is owned by:

■ Latvian citizens, the state, or municipali-

ties;

■ physical and legal persons from countries

(totalling eighteen) with which Latvia had

signed interstate agreements for the promo-

tion and protection of investments, provid-

ed these agreements have been approved by

the Saeima by December 31, 1996. If such

agreements were made later, they had to

provide for rights of Latvian citizens to pur-

chase land in the country in question (it

should be noted here that interstate agree-

ments never provide this clause and there-

fore this norm in fact will never be applied

in practice);

■ subjects of the above clauses jointly.

All other physical and legal persons may purchase

land with the approval of the head of the local

municipality. Furthermore, landin border zones, pro-

tective zones of public waters and landof agricultural

and forest use (according to the general territorial

plan) may not be purchased by subjects of the "sec-

ond category" at all. Thus most of the land outside

urban areas is practically not available to them.

However, when it is necessary to obtain municipal

approval, one must frequently face a situation where

no answer is provided during the twenty day period

proscribed by law. Without question, these changes,

which significantly extended rights of companies to

purchase land, significantly improved the situation of

companies in the area of real property. They were of

special importance to SMEs because they broadened

their opportunities to purchase or privatize the land

under privatized or erected facilities which in turn

significantly increased the mortgageopportunities of

these companies, which in the case of SMEs is the

only way to obtain funds to develop their operations.



Conclusions and Recommendations

Even though the present situation in the area of real

property may be consideredfavourable to business from

the legal and also SME point of view, it should be con-

sidered, however, to repeal all the still existing restric-

tions in the area of land purchase as well as the need to

obtain municipal approval.

The civil rights circulation was also slowed by the

first right of refusal of municipalities in the sale of real

property, which is never applied in practice, but encum-

bers parties with additional procedures. The possibility

of revoking the right of refusal should be considered.

From the viewpoint of land reform and legal regis-

tration of property, the possibility of establishing a

single government institution performing functions of

renewal of ownership rights, inventory and legal regis-

tration should be considered. Thus, a situation could be

prevented that documents required to complete a trans-

action involving real property must be obtained from

four or five different institutions, all of which increase

the indirect costs of SMEs and require considerable

time, effort and money.

The time for registration of property rights by regis-

tration institutionsshould also be shortened.

Intellectual Property

Development of Latvian legislation in the area of

intellectual property was in fact started afresh after

renewal of independence on May 4, 1990, because

during the Soviet regime, when any civil operation

was very limited, legal protection of intellectual prop-

erty did not exist. The Supreme Council of the Repub-

lic of Latvia (Parliament) required the government in

the fallof 1991 to take the necessary steps to establish

a Patents Board, but in reality the Patents Board began

operations only in the Summer of 1992. It should be

noted that during this period registration procedures

and issues of protection of ownership rights of intel-

lectual property by legal means were not aligned and

the newly established Patents Board was guided in its

operations by the practice implemented in the USSR

and instructions of internal services. On May 28,

1992, by government order, payment of fees was

determinedfor services of the Patents Board. The res-

olution provided for application of two different

rates. Latvian citizens were to pay between 250 and

950 Latvian Rubles ($ 1 corresponded to approximate-

ly 200 Latvian Rubles) for services at the Patents

Board (application for a patent, application to the

Appeals Council, issuing the patent, replacing a USSR

patent with a Latvian patent, issuing a copy of a

patent, etc.). On the other hand, foreign nationals

had to pay $ 20-75 for the same services. A similar

situation existed regarding payment for protection of

trademarks and industrial samples. From the view-

point of residents of Latvia, including SMEs, the set-

ting of such minimum rates was a positive factor,

however discrimination of foreign nationals must be

considered negative.

Although in fact the Patents Board had been in

operation since the Summer of 1992, the patent law

was enacted on March 2, 1993. The law provided that

the subject of a patent is an invention which is new,

may be used in industry and complies with the mean-

ing of invention. It should be borne in mind that sub-

jects of rights to industrial property are mainly phys-

ical persons, and therefore legislation in this area

applies to the interestsof companies, including SMEs,

only indirectly. For example, thepatent law provided

that employers are entitled to company inventions,

namely inventions generated by an employee while

performing work pursuant to a labour contract. It is

the duty of the employee to notify the employer of

the invention immediately, but the employer forfeits

its rights if it does not advise the employee of its

intention to take advantage of its rights. From the

viewpoint of SMEs, the existence of this norm in the

law can be considered positively, because it defines

the relations of employer and employee in an area

which may be related to considerable financial dis-

putes.

The law provided the following procedure for

issuing a patent. The person who wishes to obtain a

patent applies to the Patents Board, providing a

description of the invention. The Patents Board

completes the initial assessment of the application

within three months. If the application is rejected at

the initial stage of consideration, the decision may be

appealed to the Appeals Council. If the application is

accepted, a notice is published to this effect eighteen

months after application is made. Four months after

the publication of the notice a decision is taken to

issue a patent. Within nine months of publication of

the notice that a patent is issued, any person may

submit objections to the Appeals Council. The deci-

sion of the Appeals Council may be appealed in court.

From the viewpoint of SMEs, the long periods in the

registration process may be viewed as a negative

factor, however, it should be noted that the periods

provided in the law essentially correspond to those in

internationalpractice. The law also provided for the
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Table 29 The Effect of Intellectual Property Legislation on SME Operations

submission of international patent applications, as

well as made it possible to have patents registered in

Europe enforceable in Latvia. The law provided a

twenty year period for the protection of a patented

invention, as well as provided for a forced issue of a

patent in the event the inventor did not use his

invention within four years. The decision to issue a

forced patent may be made by the court following

application by any person. From the viewpoint of

SMEs, formally the existence of such a norm must be

considered negatively, because an SME holding a

patent may well face financial problems delaying the

practical application of the invention. In reality this

norm has never been applied in Latvia.

Almost simultaneously with the patent law the

law "On Trademarks" and the law on "Protection of

Titleof act Article Content of changes Effect

SCR resolution "On Renewal 2 Orders the CM to renew operations of the Patents Board by +

of RL Patents Board" 15.12.1991;

(26.11.1991) 3 Orders registration of industrial property to begin as of 01.01.1992 +

for purposes of protection.

CMRL resolution No. 55 3 Provides that the purpose of the Patents Board is the protection +

(19.02.1992) "On Establishing

RL Patents Board"

of industrial property and maintenance of appropriate national

registers (for inventions, industrial samples, trade marks).

CMRL resolution No. 194 1 Provides for differentiated rates for services of the Patents Board + -

(28.05.1992) "On Fees

payable for services of the

Patents Board"

depending on whether the recipient of the services is a Latvian

citizen (fees for the same services provided to foreign nationalsare

considerably higher).

Patents law (02.03.1993) 4.5 Provides for inventors' rights to patents, as well as employers'

rights to company inventions;

+

7-13 Provides a procedure for applying for a patent and reviewing of

the application;

+

14-18 Provides international applications for a patent and procedure of

the European patent registration;

+

31 ■ Provides a twenty year protection period for patents rights; +

39 Provides for a possibility of a forced application for a patent.

Law "On Trade Marks"

(09.03.1993)

4-11 Provides a procedure for registration of trade marks, which is

essentially the same as the procedure for patents;

+

12 Provides that the period of registration of trade marks is ten years,

with option to renew registration for an indefinite number of

+

years.

Law for the Protection of

Designs (04.05.1993)

7-13 Provides a procedure for patenting design samples, which is

essentially the same as for patents;

+

11 Provides that patents are issued for ten years, with option to + -

renew twice.

Law on Copyright and

Ancillary Rights (11.05.1993)

4 Defines subjects of copyright, providing that these rights are effec-

tive without special registration;

+

13-27 Defines content, scope and restrictions of copyright; +

28-30 Provides expiry periods for copyrights. +

Patent law (30.03.1995) 14-20

46-49

Introduces supplements and definitions regarding international

patent applications and European patents;

+

Introduces a complex procedure for hearing disputes in court. +

CM Regulations (11.08.1998) This act, which was intended to replace the same law passed
"On Copyright and Ancillary

Rights"

May 11, 1993, became null and void on November 3, 1998

because of failure to observe the legislative process.

CM Regulations (18.08.1998) 2-4 Increases the rates of fees compared to those set in 1992;
"On State fee for protection
of industrial property"

5 Provides for reduction of fees paid by physical persons. +

Total "+" 16

Total "-" 3

Total "+ -" or "- +" 2
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Design Samples" were adopted. Pursuant to these

laws, the Patents Board was required to register trade-

marks and patents of design samples (the exterior

form of a product created as a result of artistic plann-

ing). Basically the procedure corresponded to the pro-

cedure for patenting inventions, but differed in con-

siderably shorter deadlines. The Patents Board had to

review applications to register trademarks within two

months, but applications concerning a design sample

within three months. With respect to submitting

objections, the law provided fora six month period in

the case of design samples, and three months in the

case of trademarks, starting with the day of publica-

tion of the relevant notice by the Patents Board. The

law protects rights of the holderof a patent for design

sample for five years, with the option to extend this

period twice for another five years, by repeated regis-

tration. Trademarks are registered for ten years. The

law does not provide for use of force against the hol-

derof a patent for a design sample if the design sam-

ple is not used. If the design sample was created while

working for an employer, the same procedure applies

as for patenting an invention, but the employer for-

feits its rights if it fails to take advantage of it within

four months. From the viewpoint of SMEs this regula-

tion can be considered positively.

The law adopted in 1993 "On Copyright and

Ancillary Rights" defined the rights of persons to

products created as a result of intellectual activities

(books, music, computer programmes etc.). The law

divided copyrighted into material and personal

rights. Furthermore, the personal rights of an author

(rights to the author's name, publication of the work,

inviolability of the work) are held by the author even

if the material rights are transferred to other persons

pursuant to an agreement with the author. The law

provided that the copyright remains in effect during

the lifetime of the author and fifty years after the

author's death. An exception concerns audio video

work, where copyright remains in effect fifty years

after publication of the work. Since the norms of

rights contained in the law "On Copyright and Ancil-

lary Rights" regulates the rights of the author - a

physical person and does not involve normatives

directly affecting business, from the viewpoint of

SMEs these may be considered neutrally. An excep-

tion here may be the precedent incorporated in the

law providing that in the event of a further sale of a

public work of fine arts, the author must be paid 5%

of such sale proceeds. From the point ofview of SMEs,

a problem may be caused not by the insufficiency of

the norms of the law, but rather the inability to

ensure protection of the interests of copyright and,

especially, ancillary rights (performers, producers and

broadcasting organizations of phonograms) against

violators of rights and market protection against the

illegal trade of purloined copies.

It should also be notedthat a new Patents law was

passed in 1995 which replaced the Patent law passed

in 1993. This law defined individual procedures,

among them, the application of European patents in

Latvia, but did not introduce any significant changes,

especially ones that would be important from the

viewpoint of SMEs. A negative factor may be conside-

red the complex addressing of disputes in court

incorporated in the law.

From the viewpoint ofSMEs, without a question a

negative factor are the CM Regulations adopted in

1998 "On State Fees Payable for Protection of Industri-

al Property", which replaced the rates set in 1992 for

services of the Patents Board. For residents of Latvia

these regulations considerably increased costs for

legal protection. For example, the fee for application

for a patent increased from Ls sto Ls 50, the fee for

application for a trademarkfrom Ls 3.50 to Ls 60 and

so on. As any increase in taxes and other mandatory

payments, the increase of these fees, too, must be

considered negatively, because slowed the civil rights

area.

Conclusions and Recommendations

1. From the standpoint of business development, it

is important to establish a mechanism for legal

control that would prevent the massive violations

of copyright that can be observed in Latvia at

this time.

2. It is desirable that fees for the protection of

industrial property be reduced.

Access to Financial Resources

International Currency Operations

Freedom of currency transactions is an important

support for the national business. During the Soviet

regime a strict state control existed over currency

operations, and only during the last three years of its

existence did the USSR governmentbegin to give up
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its monopoly rights in the area of internationalpay-

ments. Persons involved in foreign trade relations had

to pay currency into the funds of the CM of LSSR or

Executive Committees.The Latvian government con-

sidered liberation of the currency market one of the

first issues that needed addressing in order to realize

economic independence. The first step was the estab-

lishment of a Foreign Trade Bank (Order of CM RL

No. 178of 28.04.1990), to take over controlof curren-

cy operations from the USSR government. At first the

Latvian government attempted to monitor receiving

and use of foreign currency in Latvia, payments of

persons involved in foreign trade relations to their

foreign partners, but such control failed to give the

expected results because the government was unable

to completely follow the financial activities of people

involved in foreign trade.

Companies found ways to open accounts in

foreign credit facilities. It is obvious that any control

over financial transactions needs to be ensured with

the help of an accounting system rather than by

directly controlling the cash flow. A logical step was

the Resolution of SCR "On Steps Toward Establishing

a Currency Market in RL" adopted on November 29,

1990. Since January 1, 1991 open purchase and sale of

foreign currency was permitted, determining of

exchange rates was left to private business, and soon

the Parex bank became the largest entity in the cur-

rency market. The Bank of Latvia merely noted the

previous day's purchase and sale rates. Such a passive

role on the part of the central bank was logical,

because the transitional currency - the Latvian

Ruble - was introducedonly in 1992, and the Bank of

Latvia had neither the opportunity nor the need to

support the Soviet Ruble. The opportunities provided

in the Resolution to pay salaries in foreign currency

reduced the additional costs of companies (conver-

sion) and increased the competitiveness of these com-

panies, allowing them to attract quality staff with

their additional advantages. The CM was given the

authority to limit export and import operations of

companies which used their own accounts in foreign

banks to make payments for their transactions, which

turned out to be rather complicated because of the

weak control system and thus did not cause any sig-

nificant difficulties. It should be noted that attempts

to dictate to businesses where to keep their money or

how to use it promoted development of the shadow

economy, and the control caused additional costs on

the part of the government.

The next attempt by the government to attract

foreign currency resources to banks registered in the

RL and to control the currency flowof businesses was

the CMRL order No. 352 issued in September 1991,

which required all businesses, companies and organi-

zations in the RL to open currency accounts with

banks registered with the BL only and to transfer

balances from theirexisting accounts in foreign banks

by December 31, 1991. Such action must be consid-

ered a way to compensate the incapability of the gov-

ernment with methodsof force, and its effect on busi-

ness can only be considered as wholly negative.

Restrictions on currency transactions were revok-

ed in 1992 at the time of introduction of the transi-

tional national currency. At present freedom of cur-

rency transactions is practiced in the country,

businesses involved in foreign trade are not restricted

in having accounts in foreign banks and no addition-

al funds are withheldfor thebenefit of governmentor

municipal funds. Currency transactions are con-

trolled with the help of accounting and tax systems,

without geographic restrictions.

Fiscal Policy

After renewal of independence Latvia found

herself in the USSR ruble zone, and therefore the

introductionof a national currency was deemed to be

one of the basic tasks of the government. The first

Table 30 Regulation of Currency Operations

Title of Act Contents of changes Effect

on SME

CM RL Order No. 178 In future currency payments could only be made through the LSSR - +

28.04.1990 Foreign Trade Bank.

SC RL resolution Beginning January 1, 1991 free purchase and sale of foreign currency +

"On Measures to Establish was permitted;
a RL Currency Market" Restrictions on companies which had bank accounts in other countries;
29.11.1990 Salaries could be paid in foreign currency. +

CM RL order No. 352 All RL companies should have open currency accounts only with bank-

06.09.1991 ing institutions registered with the Bank of Latvia.
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step establishing (renewing) a central bank was taken

on March 2, 1990, when the SCR passed the law "On

Banks", which provided for the establishing of a cen-

tral bank - a center for emission of money, a bank

which, as opposed to commercial banks, organizes

performance of the nationalbudget and regulates the

economy with instruments of fiscal policy. The Bank

of Latvia established issuances, functions, and author-

ity of an independent central bank after passage of

the 1991 SCR Resolution "On Reorganization of Bank-

ing Facilities in the Territory of the Republic of

Latvia" and the law passed in May 1992 "On the Bank

of Latvia".

The Resolution ofSCR passed on July 31, 1990 "On

a Programme Establishing a Monetary System for the

Republic of Latvia" was the first step toward renewing

a Latvian national currency. A Committee for the

reform of money was formed.On May 7, 1992theLat-

vian ruble was issued, which became onJuly 20 of the

same year the sole acceptable form of payment. The

exit from the Soviet ruble zone was linked to a num-

ber of actualand psychological problems, all of which

caused a distrust of the new currency. As business

developed in the LSSR and later the RL, the unstable

local currency encouraged closing transactions in for-

eign currencies, basically the American Dollar. This

trend has not completely disappeared even at present,

especially on the "black market".

When changing to the historic national curren-

cy - lats - it was necessary to gain the trustof the resi-

dents of Latvia. The Latvian ruble had survived

increased inflation, the Bank of Latvia had strength-

ened its position and prepared itself for the issue of

the new national currency. Although later than some

neighbouring countries, yet successfully and profes-

sionally, on March 5, 1993 emission of the Five lat

banknotes was started. One Lat equalled 200 rubles

which stopped being a form of payment only on

October 18, 1993. The gradual and well-considered

currency transition process had considerably fewer

problems, compared to the 1992 reform. Without a

doubt, the repeated change of the official form of

payment made things difficult for business, caused

additional costs, but the risk to change directly from

the USSR ruble to lats was too great.

At first the lats was floatedand the Bank of Latvia

affected it when necessary by currency intervention.

In creating a currency rate, in February 1994, the lat

was tied to SDR (1 SDR = 0.7997 LVL). The tie was

unofficialand was applied as a part of the independ-

ent monetary policy of the Bank of Latvia. The Bank

of Latvia determined the official currency purchase

and sale rates and undertook to sell to commercial

banks on demandany amount of currency of the SDR

basket.

The monetary policy of the Bank ofLatvia is based

on the following basic principles:

■ open conversion of the national currency;

■ unrestricted capital flow;

■ external stability of the national currency;

■ internal stability by ensuring the lowest pos-

sible inflation;

■ interest rate policy providing additional con-

trol over liquidity.

In establishing a strong and independent mone-

tary policy, the Bank of Latvia was able to retainboth

legal and actual independence from the government

and parliament. The Bank of Latvia has been criti-

cized by some businessmen and politicians for the

overly high rate of the lat, saying that it threatens

manufacture and export, but experts at the World

Bank and the Bank of Latvia point out the artificially

Table 31 Transition to a National Currency

Title of Act Contents of changes Effect

on SME

Resolution of the RL Money Reform Provided that a national currency for the transitional period +

Committee (MRC) No. 1 be introduced

"On Introduction of the Latvian Ruble

into Circulation" (04.05.1992)

Law "On the Bank of Latvia"

19.05.1992

BL is granted broad authority and independence in

realizing monetary policy

+

Resolution of the RL MRC No. 4 All Latvian Rubles currently in circulation will +

"On Guarantees during transition to

a national currency - Lats" 31.08.1992

be exchanged for Lats

Resolution of the RL MRC No. 5 Provided that emission of Lats be started +

"On introducing a Five Lats note into

circulation" 12.02.1993
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reduced value of the lat. In this case not only the

views of different specialists are in conflict, but also

various macro-economics theories, and thus the

authors of this study shall refrain from giving more

extensive comment.

Availability of Credit (Loans)

Availability of favourable credit resources is an

extremely important factor in SME development.

SMEs are usually characterized by limited funds,

which are wholly tied up in current operations (turn-

over funds), and either there are no funds at all for

further development or they are not sufficient to

carry out serious projects. When developing SMEs

with their own funds alone, the pace of development

is slow, and in fact, a certain stagnation can be fre-

quently observed.

Availability of credit is linked to development of

credit facilities. The first legal act which provided

establishmentof private credit facilities was the LSSR

law ofMarch 2, 1990 "On Banks". The law provided a

rather odd definitionof the meaning of a bank, "A

bank is a specific economic organization which

ensures the functioning of cash turnover and a loans

fund". The LSSR banking system was formed by the

following: the LSSR central bank, state commercial

banks, other commercial banks and other credit facil-

ities recognized as such in the statutes of the BL.

Thus, businesses in the private sector came underthe

heading, "other categories". The procedure for estab-

lishing commercial banks is described in some detail

in Section 111,but the procedure for establishing credit

facilities was left to the Bank of Latvia. The law does

not contain essential norms concerning credit policy,

but it can be considered a first step toward establish-

ing a system of "pocket banks" in Latvia. Later

changes and supplements to the law concerned the

legal status of the Bank of Latvia and did not address

issues of the credit policy of commercial banks.

The law passed on May 19, 1992 "On Banks" con-

tains a much more complex and complete regulation

of operations of credit institutions.The Bank of Latvia

is authorized to issue binding regulations and direc-

tives to credit institutions. Unfortunately, this law,

too, did not include restricting norms on transactions

with businesses linked to the relevant credit institu-

tion. It can be said with certainty that "pocket banks"

continued to be established and developed. Obvious-

ly commercial banks established to service a certain

small group of companies are not interested in grant-

ing loans to other companies, especially SMEs, which

are always considered a high risk group because of in-

sufficient equity. On theother hand, the government

lacked funds and desire to support the development

of a specific credit policy targeted to SMEs.

Based on the authority granted to the Bank of Lat-

via, on August 12, 1992 the Board of Directors of the

Bank of Latvia passed the resolutions "On Credit Poli-

cy" and "On Credit Classification". The first provided

that thebasic conditions for granting loans are that:

1) the borrower has sufficient asset capital (statu-

te capital or propertywhich may be foreclosed;

the borrower must have profitable business

operations, as evidenced by financial state-

ments and business plan, audit material, etc.;

2) financially unsafe loans must have good secu-

rity. However, the Resolution "On Credit Clas-

sification" provided the criteria for sufficient

loan security (only oneof the conditions must

be met):

■ government guarantee or securities ensure

full credit;

■ another solvent bank's guarantee ensures

full credit;

■ credit is secured by a pledge of insured

mobile or real property, and has been

issued in an amount not exceeding 70% of

the market value of this property.

The greatest interest is created by this last condi-

tion, which is obviously unfavourableto SMEs. It can

be said that the aforesaid BL resolutions denied credit

institutions the opportunity to grant loans to many

SMEs even on those rare occasions when a credit

institution wished to do so. Furthermore, the require-

ment to insure property increases the cost of the loan.

An important turn in drafting new norms regulat-

ing operations of credit institutions was the Law on

Credit Institutionspassed on October 5, 1995.The law

provided restrictions in case of associated companies

and amount of transactions with one and the same

client - amount of risk transaction with:

■ one client (associated group of clients) may

not exceed 25%of the credit institution'sown

capital;

■ the total to persons linkedwith the credit insti-

tution may not exceed 15% of the credit

institution's own capital;

Involvement of the bank in the basic assets of a

companywhich is not a bank may not exceed 15%of

the bank's own capital.

Regarding credit policy, Article 53 provided the

following restrictions:
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"A credit institution may grant a loan if it is

secured by at least one of the following types of secu-

rity:

1) mobileproperty (chattels);

2) real property (mortgage);

3) assignment of an insurance policy to the credit

institution, with the policy held by the credit

institution;

4) guarantee;

5) securities;

6) other security if not in conflict with currently

effective laws.

(2) In individual cases a credit institution may

grant a loan without the security mentioned in part

oneof this article; however, the total amount of loans

paid out in this manner may not exceed 15% of the

credit institution's own capital."

An undoubtedly positive factor was the granting

of the right for credit institutions to pay out unse-

cured loans.

In May 1998 amendments were enacted to the

Law on Credit Institutions, deleting Article 53 Thus

the legislator revoked norms restricting SME credits.

While high loan rates existed on government

bonds, commercial banks directed a considerable part

of their funds to the purchase of government bonds.

When BL managed to considerably reduce the Bond

rates in 1997, commercial banks began to invest their

funds in bonds of CIS countries. As a result, consider-

able funds were tied up in financial operations which

gave no support to Latvian companies (except the

commercial banks themselves).

Government bonds, being a safe and liquid

investment, are obviously more attractive to commer-

cial banks than paying out loans to companies, espe-

cially SMEs. The way to reduce the risk rate of loans

to SMEs is government guarantees. Unfortunately,

the GuaranteeAgency established in 1998 has still not

started real operations in Latvia.

In some other countries banks are divided into

investment and credit banks, depending on the type

of investments they practice. At present Latvian

banks can be considered to be basically investment

banks and, from the viewpoint of crediting SMEs, this

is a negative phenomenon. It must be understood

that it is not possible to force credit institutions to

grant loans to SMEs; this process can only be

encouraged indirectly, for example, by regulating the

division of investments made by credit institutions

(determining the maximum permitted part of bonds

in a bank's liabilities). In practice, controlling actual

types of investment in foreign countries is at least

complicated, and it is not clear whether BL specialists

are prepared to undertake this work. It must then be

concluded that the government should establish a

special credit institution with government capital,

which would lend to SMEs. Similar structures are

successfully working in other countries, for example,

Fable 32 How Local Laws Affect Entrepreneurship

Title of Act Articlle Comment of changes Effect

LSSR law "On Banks" ■ Provided basis for operation of commercial banks and their right +

02.03.1990 to grant loans.

RL law "On Banks" Improved the legal basis of credit facilities.

19.05.1992

Resolution of BL No. 49-6 1 Defined sufficient loans security.

12.08.1993

Resolution of BL No. 49-7 3 Provided basic conditions for granting loans.

12.08.1993

Law on Credit Facilities 53 In certain cases unsecured loans could be granted. +

5.10.1995

BL "Regulations for assessing

extra-budgetary commit-

ments" 17.01.1996

3 Loans security had to exceed the amount of loan and interest one

and a half times.

Changes to the law on credit

facilities 21.05.1998

53 Revokes mandatory loans security. +

Mortgage law 10.09.1998 (as
CM Regulations 14.04.1998)

4

5

Provided that mortgages were securities in open circulation;

■ Provided for a limited number of credit institutions which may

+

emit pledge notes;

13 Provided that the repayment value of pledge notes were not +
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in Canada. It is possible that the Latvian Mortgage

and Land Bank, which is at present the only credit

institution in Latvia with 100% government capital,

could become such a credit institution.

A positive step from the viewpoint of SMEs was

the law on mortgagepledge notes passed in 1998.This

law provided the opportunity for banks to emit

pledge notes, thus attracting credit resources to the

financial market which could be used mainly to lend

to physical persons and SMEs. Since according to legal

norms the repayment value of pledge notes (mort-

gaged real property) must be kept separate from other

assets of the bank, and they may not be foreclosed on

to satisfy other demands (including a case of

insolvency of the bank), but since credit resources

would form mainly from funds of purchasers of the

pledge notes rather than the bank itself, the risk of

credit institutions in these operations is rather mini-

mal. This, in turn, improves the opportunity for SMEs

to take advantage of such services, which under ordi-

nary circumstances would find themselves outside

thebanks' credit policy. A negative sign is the require-

ment of the law that only those banks may emit the

notes whose own capital is at least Ls 5 million, nor

are thereany restrictions on operations laid down by

the central bank. This requirement considerably nar-

rowed downthe numberof Latvian credit institutions

permitted to emit pledge notes. A restriction on bor-

rowers, especially SMEs, is also the condition that the

amount of loans may not exceed 60% of the real

property market valueof the mortgaged real property,

and, in an unstable real property market, such a

requirement must be consideredunavoidable.

Conclusions and Recommendations

It is desirable that the Latvian Mortgage and Land

Bank be made a state-owned credit institution specializ-

ing in crediting SMEs or -
in a broader sense - a devel-

opment bank;

To ensure proper operations on the part of the

Latvian Guaranty Agency which at present lacks the

necessary financial resources;

With a view to developing mortgage lending, land

reforms must be speedily completed and restrictions on

credit institutions emitting pledge notes must be

revoked.

Foreign Trade

After the renewal of the Latvian state on May 4,

1990, the territory of Latvia was still situated within

the USSR economic system. Since this system was

characterized by a chronic shortage of goods and serv-

ices and demand outweighed supply under condi-

tions of fixed prices, the Latvian governmentchose to

protect the domestic market with the help of admin-

istrative methods. Beginning July 1, 1990 regulation

of import and export of goods and services by licences

and quotaswere introduced. The list of goods requir-

ing export licences included practically all food and

light industry products made inLatvia, as well as lum-

ber, building materials and rolled metal. Issuing of

licences and determining of export quotas was

entrusted to the Ministry of Economy. A legal or

physical person was able to receive a yearly, quarterly

or once-only licence (for a specific transaction). The

recipient of the licence had to submit a report on the

use of the licence once a month. Sanctions were laid

down, in the case of exporting without a licence, five

times the value of the exported goods. Physical per-

sons, leaving Latvia, were permitted to take out food

items valued at 20 rubles. It was prohibited to export

practically all light industrial production. Since dur-

ing this period private business in Latvia was just

developing (there were only SMEs) and trade opera-

tions were considered the simplest way to accumulate

starting capital, these restrictions were considered a

serious obstacle to SME operations. In the fall of 1990

the Council of Ministers passed a resolution to pro-

hibit banks from making payments on foreign trade

by persons who lacked the necessary licences, and

introduced administrative penalties in case of viola-

tions of customs regulations.

Since the introduced licensing procedures applied

only to transactions with companies situated within

the territory of the USSR, as well as Lithuania and

Estonia, a CM Resolution was passed at the beginning

of 1991 to license export and import (to and from

other countries). Issuing these licences was entrusted

to the Foreign Trade Relations Department. Licences

were divided into individual (on transaction), open

individual (for a certain volume of production over a

year), general (foreign trade associations, Ministries

and departments for a period of up to a year), as well

as agency licences. In fact this created similar prob-

lems for SME transactions with their Western

partners. Changes were made to the CM Resolution



No. 40, deleting the list of goods which physical per-

sons were forbidden to take out of the country.

Instead a maximum value of the export goods was

set: 60 rubles for food items, 600 rubles for others. It

should be noted here that at the beginning of busi-

ness development it was difficult to separate the SME

owner as a physical person and his business opera-

tion, thus restrictions applicable to physical persons

indirectly affected SMEs. The list of licensed goods

was drawn up in a more detailednomenclature, yet

still included practically all goods and raw materials

produced in Latvia. In May 1991 a new norm was

approved concerning issuing licences for the import

of goods and services to the USSR, Lithuania and

Estonia, providing that licences for food items will be

issued by the Ministry of Agriculture or the Ministry

of Trade(Ministry of Agriculture for fish production),

for consumer goods - the Ministry of Trade or Mate-

rial Resources (for some building materials, the Min-

istry of Economy), fuel and energy resources - the

Ministry of Energy. There was division of general

(ministries and departments) and individual (for com-

panies exporting a set quantity of production)

licences. Physical persons were permitted to export

their own agricultural production with a permit

issued by the local municipality. This procedure com-

plicated business operations even more, because fre-

quently licences had to be obtained from several

institutions for one business transaction. The compli-

cated licensing system affected SME operations espe-

cially unfavourably because of their limited human

and financial resources. For a small business the time

and money spent in obtaining a licence could not be

considered insignificant. The previous procedure was

retained for export to other countries. In addition, a

resolution was passed in May 1991 which prohibited

the export of timberexceeding a certain diameter. It

shouldbe noted here that by the endof 1991 the fixed

price system was almost completely revoked, and as a

result it was essentially no longer necessary to protect

the domestic market from massive exports with the

help of licensing.

At the beginning of 1992 the CM passed a resolu-

tion on temporary customs tariffs on forestry pro-

ducts. This resolution introduced export duty on

wood and its products, and provided that the licens-

ing procedure did not apply to the export of forestry

products. This resolution can be considered the first

step toward transition from administrative regulation

to customs tariff system. It was important also

because at the beginning of the nineties, exports of

lumber and timber was an area where SMEs devel-

oped rapidly. Regarding other goods, in February

1992, unified licensing regulations were approved for

export from Latvia (to any country and any goods)

Individual and general licences for agricultural pro-

duction were issued by the Ministry of Agriculture,

fish products by the Ministry of Maritime Affairs,

others - by the Ministry of Foreign Trade. Physical

persons retainedthe right to export theirown agricul-

tural production with permission of the local munic-

ipality. Customs regulations were adopted for physi-

cal persons, which forbadeexport of arms, narcotic or

psychotropic substances, pornography, hunting tro-

phies, works of art and cancelled securities without a

proper licence.

On June 1, 1992 aCM Resolution came into effect

on temporary import and export Customs tariffs,

which revoked the licensing system. Restrictions on

export of hardwood timber without a licence were

retained, as well as the prohibition on importing or

exporting or transit of arms, narcotic substances and

pornography and export of cultural valuables, which

applied to all persons. Although the new regulations,

from the viewpoint of SMEs, did not essentially

change the situation, the simplified procedures and

reduction of the number of institutions issuing

licences was a favourable factor. It is also noteworthy

to mentiona retrogression of administrative interfer-

ence when the order of the Chairman of the CM on

May 19, 1992 forbade the export of any kind of non-

ferrous metals from Latvia (also by companies hold-

ing the appropriate licence). This order was revoked

on June Ist; however, it was again adopted in July

(again revoked two days later).

After adoption of the law "On Customs Duty

(tariffs)" in 1994 (effective December 1, 1994), regu-

lation of foreign trade in Latvia was performed with

the help of the customs tariff legislation and basically

corresponds to world practice. Although a Consulta-

tive Council on Customs Tariffs existed, it should be

noted that the opportunities for SMEs to actively

influence policies of the legislator in this area was

limited. After adoption of the law in January 1995

CM Resolutions 189 and 199 adopted in 1992 became

null and void. They were replaced by regulations on

determining customs value of goods. It can be

assumed that starting with the adoption of these

norms, the governmentstopped active administrative

interference in regulating foreign trade.

It should be noted, however, that although a sys-

tem was introduced to regulate tariffs, certain restric-

77The Legislative System
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Table 33 How Foreign Trade Laws Affect Entrepreneurship

Titles of Act Article Contents of amendment Effect

on SME

RLCM Resolution No. 40 1 Provides that import and export of goods shall be regulatedwith

(29.06.1990) "On Regulating

Import and Export of Goods

and Services in the RL"

41

the help of licences and quotas;

Provides a list of goods which goods require an export licence

from ME;

4.2 Provides a list of goods which physical persons may not export
from Latvia at all.

RLCM Resolution No. 154

(11.10.1990) "On the

Procedure for Control of

2.5 Provides that recipients of import/export licences must submit

them to a banking institution, otherwise banking institutions are

prohibited from making payment regarding foreign trade

Import and Export of Goods

and Services"
6.4

operations;

Introduces administrative penalties in the event of violations of

the above provisions.

RLCM Resolution No. 5 1 Confirms the resolution on export and import of goods outside

(07.01.1991) "On Licensing the USSR;

Export and Import of Goods

in RL"

2 Orders licensing of import, export and barter transactions, as well

as listing goods to be licensed, for the benefit of the Foreign

Trade Relations Department.

RLCM Resolution No. 8 1 Approves a new, more extensive list of goods which require an

(10.01.1991) "On

Amendments to RLCM

Resolution No. 40 of

29.06.1990

2

export licence;

Revokes restrictions for physical persons to export certain goods
from Latvia, laying down instead a maximum value of the goods
to be exported.

+

RLCM Resolution No. 136

(20.05.1991) "On Regulation
of Export and Import of

Goods and Services in RL"

1 Approves new licensing provisions to the effect thatfor export of

goods to the USSR, territory licences will be issued by six min-

istries, but to other countries by the Foreign Trade Relations

Department, also provides that export and import quotas are

approved by the CM";

2 Provides that permits to physical persons to sell agricultural
products produced by themselves are issued by municipalities;

+

3 Provides that physical persons may export goodsfor personal use

to the amount of fifty rubles.

RLCM Resolution No. 11 1 Introduces a system of export customs tariffs on forestry products +

(13.01.1992) "On Procedure

for Application of Temporary

Export Customs Tariffs on

Forestry Products"

5

6

depending on the stage of dressing;

Stops the application of CM Resolution No. 5 ("On Export and

Import Licensing of Goods") on forestry production;

Revokes a prohibition effective July 19, 1991 to export timber

+

+

exceeding a certain diameter.

RLCM Resolution No. 40

(04.01.1992) "On Regulation
of Production and Goods and

1-3 Introduces a single licensing procedure for export of goods and

production, providing that licences are issued by the Ministry of

Foreign Trade, Ministry of Agriculture and Ministry of Maritimes

+

Customs Provisions in case of Affairs;

physical persons entering and

leaving the Republic of

Latvia"

6-7 Approves customs provisions for physical persons entering and

leaving Latvia, listing certain items and goods whose import or

export is prohibited except when special permission has been

+

obtained.

RLCM Resolution No. 198 1 Approves temporary export Customs tariffs; +

(28.05.1992) "On Temporary

Export Customs Tariffs on

Goods"

6

8

Provides a list of certain items and goods which may not be

exported by legal persons without a special permit;

Revokes provisions for licensing export of goods. +

RLCM Resolution No. 199 1 Confirms temporary import tariffs on goods;

(28.05.1992) "On Temporary

Import Tariffs on Goods and

Customs Provisions entering

5-6 Confirms Customs provisions for physical and legal persons

entering and leaving RL.

+

and leaving RL"
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tionsof trade transactions by licensing were retained.

Although no quotas exist, a licence was needed by

any company engaged in importing sugar or grain

(the licence was issued by the Ministry of Agricul-

ture), as well as fuel, alcohol and tobacco products

(the licence was issued by the Ministry of Finance).

Licensing regulations for the trade of alcoholic bever-

agesand fuel provide for the needof a certain amount

of basic capital and turnover as conditions precedent

to receive a licence (to import fuel - Ls 20,000 basic

capital and at least a volume of 5,000 tons annually;

to import alcohol - Ls 15,000 basic capital and a

monthly turnover of between Ls 5,000 and

Ls 100,000, depending on the typeof beverage). These

regulations may be considered a direct restriction of

SME operations, directed at forcing SMEs from the

market. Receiving import licences for sugar and grain

are not linked to discriminating restrictions regarding

SMEs, and the Cabinet of Ministers lays down a cer-

tain quantity of import grain which may be imported

free of Customs duty. There are no other types of

restrictions outside Customs duty in the area of for-

eign trade, and generally speaking, the situation may

be consideredfavourable to business, including SMEs.

Conclusions and Recommendations

Outside Customs duties, restrictions in foreign trade

are minimal and do not cause significant problems for

SME operations. In order to ensure equal conditions for

SME operations, revoking norms which restrict SME

operations regarding trade in fuel and alcoholic bever-

ages (also import) should be considered.

The most important act of Latvian legislation is the

Labour Code, which is actually the "Latvian SSR Code of

Labour Laws" enacted in 1972 and repeatedly corrected

and supplemented. The first corrections were made to

it as early as june 1990 pursuant to the "Convention on

Reducing Working Hours" (1945). In analyzing these

corrections as well as development of the future legisla-

tive acts, it is obvious that gradually the workers' legal

protection was improved, especially in matters regard-

ing regulation of minors' and women's labour and holi-

days, as well as the procedure for starting and ending

the legal relations of labour. Every developed country

strengthens protection of the rights of its labour force

in its legislation within certain limits, thus it would not

be correct to criticize the process as a whole, although

its negative impact on business cannot be denied, espe-

cially in SME development. It is important to ensure the

predictability of the process and opportunities for the

practical application of rights of the parties.

Labour Legislation

In order to keep its place in the market under con-

ditions of competition, a small business must be flex-

ible, able to react quickly to outside factors. Changes

in the numberof employees, wages/salaries and work-

ing hours is one of the possible reactions of a busi-

nessman. The legal relationsof employment are regu-

lated in detail in normative acts.

When considering new norms, as a rule labour

relations are analyzed in large companies, forgetting

the specifics of small business. For example, increase

Title of Act Content of changes E

RLCM Resolution No. 248

(20.06.1996) "On

38 Requires that import of alcohol and alcoholic beverages require

a license;
Government Monopoly on

Alcohol and alcoholic

beverages"

44 Introduces a set amount of basic capital and monthly turnover a

condition for receiving a licence.

RLCM Resolution No. 348

(07.10.1997) Regulations for

Licensing Certain Types of

6.13 Provides that importing of fuel, alcoholic beverages, tobacco pro-

ducts, grain and sugar shall require a license.

Business

RLCM Resolution No. 432 7 Provides that a licence is required for the import of fuel;

(23.12.1997) Regulations on

Fuel Circulation
31 Introduces a set amount of basic capital and volume of annual

import as conditions for receiving a licence.

Total "+" 9

Total "-" 16

Total "+ -" or "- +" 0
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in redundancy pay - for a large companypayment of

redundancy benefits can significantly affect the com-

pany's financial indicatorsonly in the case of massive

lay-offs, but in the case of SMEs, and especially in

micro businesses, the proportion of each employee to

the whole company is much greater, and high redun-

dancy benefits may cause serious losses. As a result

the owner may attempt to circumvent labour legisla-

tion when signing employment contracts or hiring

employees without written agreements. As a result

thereof, the government loses tax revenue. In estab-

lishing and developing the legal basis of labour rela-

tions, the legislator must be aware of how the new

norms will affect SMEs and whether they will limit

their competitiveness and development.

For example, the changes made to Article 78 of the

LSSR Code of Labour Laws in June 1990 provided

rights for women who have three or more children

under the age of sixteen years or a disabled child to

receive additional leave of 3 days. Changes made in

December 1990 revoked this right, but in June 1991 it

was re-instated in its previous wording. The original

wording of the LSSR Code of Labour Laws required

employees to give the employer two months notice

before leaving. In 1992 this period was reduced to two

weeks, but in 1992 was increased to one month.

Amounts of redundancy pay, too, were changed sev-

eral times. It must be noted that legislative inconsis-

tency causes unnecessary tension in the labour mar-

ket and makes it difficult for companies to plan

ahead - a business is not certain of its labour costs

over a longer period of time. In order to avoid the

negativeeffect of unplanned expenses, changes in the

law which increase company costs must be given a

longer period of introduction. As we pointed out

before, SMEs may suffer more as a result of changes to

legislative acts than large companies.

A serious problem is theactual implementation of

rights of the parties. Incomplete norms lacking a clear

mechanism for application provide only an illusion

of protection. Is the employer protected against losses

caused by an employee's leaving? It is officially pro-

vided that the employee must warn the employer in

writing a month before leaving, butin reality it is not

possible to ensure that the employee will continue to

perform his/her duties properly during the last

month. Thus an employer is forced to let the employ-

ee go before the aforesaid period "by mutual agree-

ment" and quickly find another employee. For SMEs

even a short time loss of an employee may cause

serious consequences.

When discharging an employee, the employer

usually has no way to avoid performing his duties

(paying wages/salary), in addition he must pay a

redundancy benefit. It must be concluded then, that

a true equality of the parties in this matter has not

been ensured.

According to existing legislation, an employee is

hiredby signing a written employment contract. The

employment contract is made in duplicate, one is

kept by the employer, theother by the employee. An

employer may enter into an employment contract

with citizens and permanent residents of the Republic

of Latvia. According to the employment contract so

signed, the employer may issue orders binding to its

services.

Although according to the Civil Law, a contract

may also be verbal, the Labour Code provides that

employment contracts must be in writing. The emp-

loyment contract is a written agreement between the

employee and the employer, pursuant to which the

employee agrees to perform certain work, observes

the internal company regulations or the employer's

orders, and the employer agrees to provide payment

for the work and working conditions as provided in

legislative acts, the collective labour agreement and

by mutual agreement.

An employee may enter into an employment con-

tract with several employers, provided they do not

conflictwith the law, the collective labouragreement,

and agreementof the parties.

An employment contract may be made:

1) for an indefiniteperiod;

2) for a definite term;

3) for the period of performance of certain work.

Upon request of the employee, an employment

contract madefor an indefiniteperiod may be a con-

tract made for a definite term, if the agreement in

question is already the third agreement for a definite

term made by the employee with one and the same

employer, but only if during the period of time from

the day the first contract for a definite term was

made, until the day the third agreement is made, legal

relationsbetween the parties have not been interrupt-

ed for more than thirty consecutive days.

When entering into an employment contract, a

trial period may be set to determine whether the

employee is suitable for the work entrusted to

him/her. The trial period may not exceed three

months.

If the trial period has expired and the employee

continues to work, it must then be assumed that
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Table 34 Changes to Labour Legislation and Their Effect on Business

Title of Actit Content of changes Effect

on SM

The law "On Changes and

Supplements to LSSR Code of

Labour Laws" 27.06.1990

Reduces working hours to forty a week;

Increases period of additional leave for women caring for children;

Permits reduction of the length of annual holiday by days absent +

from work.

The law "On Changes and

Supplements to LSSR Code of

Labour Laws" 10.12.1990

Revoked the right of mothers of large families to additional leave. +

The law "On Changes and

Supplements to Articles 173 and 176

of the LSSR Code of Labour Laws"

Supplements rights of women to maternity leave.

26.02.1991

The law "On Collective Labour

Contracts" 26.03.1991

Provides that the collective labour agreement is an agreement
between the employer and employees to be signed on recommen-

dation of authorized representatives of a trade union or the employ-

ees concerning issues of remuneration, social guarantees, labour

safety, continued education and environmental protection;

Provides for employers' responsibility to inform employees of the

company's financial situation;

Provides that disputes concerning signing of the collective contract,

changes to or performance of it shall be reviewed by a conciliation

commission. In the event it cannot reach a solution, the parties may

+

go to court or arbitration.

The law "On Changes and

Supplements to LSSR Code of

Labour Laws" 07.05.1991

Renews rights of mothers of large families to additional leave.

The law "On Changes and

Supplements to LSSR Code of

Labour Laws" 17.03.1992

Provides that the collective labour agreement may be madealso for

an indefinite period; commitments included in the agreement may

not apply to all employees;

+

Provides that the labour agreement must be made in writing and

may be made for an indefinite period;

+

Entitles employers to set a trial period unilaterally;

Restricts the type of employees for whom no trial period may be set;

Reduces the minimum term of notice by employee to leave employ- +

ment;

Entitles employers to keep employees who have reached retirement

age;

Increases the minimum term of warning employers must give

employees of closing down, bankruptcy or staff reduction;

Increases the circle of employees enjoying additional protection

against discharge;

Increases redundancy pay in certain cases; +

Revokes standartization of working hours;

Increases minimum overtime pay; +

Increases social guarantees for parents;

Reduces privileges for employees attending an educational facility; +

Provides types of disciplinary punishment which employers may use,

considering discharge to be disciplinary punishment;

Provides that the chief institution for hearing disputes is the Labour

Dispute Commission, whose decisions may be appealed in court.

+

Founding Law "On Labour Dispute

Commissions" 02.04.1992 (adopted

Provides principles for establishing and operations of LabourDispute

Commissions;

by the Presidiumof the Supreme

Council).

Provides that decisions of Labour Dispute Commissions have the

power of a document of execution.
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he/she has passed the test and future discharge in this

case is permitted only on general provisions. But if

the results of the trial period are unsatisfactory, the

employer may discharge the employee without pay-

ing a redundancy benefit. In fact, this norm protects

interests of the employer in the area of selection of

staff and is important for SMEs where hiring untried

personnel may cause disorganization of operations.

The employee may appeal discharge under these con-

ditionsin court.

Reasons for discharge are:

1. mutual agreement of the parties;

2. in the event that the term of the contract has

expired, except in cases when labour relations

continue and neitherparty has asked to cancel

them;

3. conscription (volunteering) of the employee

for the compulsory services, service with insti-

tutions of the interior, National Armed Forces

or the civil service;

4. the employee's resignation;

5. termination of an employment contract on

the initiative of the employer or on request of

institutions which are not parties to the

Title of Actitlle ol Content of changes Effect

Reduces the minimum period for employers to warn employees of +

essential changes in the labour agreement and staff reduction;

Increases the minimum term of notice employees must give the +

employer of their intention to leave.

The law "On Changes and

Supplements to the Latvian Code of

Labour Laws" 06.04.1993

Provides that a Labour Inspectorate is an administrative institution

monitoring observance of labour and labour protection legislation,

as well as observance of signing labour agreements and their per-

formance.

Law "On Renewal of the Law of RL

of 28.04.1939 "On Labour

Inspectorates"" 04.05.1993

Requires employers to ensure observance of norms of hygiene, and

equipment safety and provide training for employees in matters of

labour safety technologies;

Requires employers to ensure at their cost medical inspections, pro-

tective clothing and diet, shorter working hours and additional leave

for employees performing heavy or hazardous work;

Provides that a specialist in labour protection matters be designated,

and in cases where the number of employees exceeds fifty, establish

labour protection councils.

Law "On Labour Protection"

04.05.1993

Increases redundancy pay if the labour agreement is breached

because of its non-compliance with requirements of law.

The law "On Changes and

Supplements to LSSR Code of

Labour Laws" 01.06.1993

Reduces redundancy pay in individual cases. +

Law "On Changes and Supplements

to LSSR Code of Labour Laws"

Provides equal rights to employees regardless of their age.

15.06.1994

Law "On Changes and Supplements

to LSSR Code of Labour Laws"

Provides a mechanism for changing term labour contracts into

indefinite term contracts.

14.03.1996

Law on Strikes 23.04.1998 Provides a procedure for pre-strike negotiations and adopting a deci-

sion to strike (three quarters of all employees must attend the

meeting; the decision is adopted if three quarters of voters are in

favour);

+

Forbids strikers to block entry to the business and that no wages are +

paid during the strike;

Provides opportunity for employers to ask for court injunction +

against the strikers;

Determines the minimum of first necessity functions to be ensured +

in case of a strike;

forbids hiring of scabs.

Total "+" 18

Total "-" 23

Total "+ -"
or "- +" 0
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employment contract (employees' professi-

onal organizations and territorial trade uni-

ons, employers' confederation, State Control,

State LabourInspectorate and the State Langu-

age Centre, the employer in state and munici-

pal enterprises, institutions and organizations

must discharge the manager (deputy) if hevio-

lates labour legislative acts, deliberately delays

signing of a collective labour contract or fails

to honour commitments under a collective

labourcontract;

6. transferof an employee to another company,

institution or organization with his/her

consent, or moving to an elected office;

7. the employee's refusal to transfer to another

job, to another region with the employer, refu-

sal to continueworking under significant chan-

ges to the employment contract or failing re-

election to the same office (also in case of a bid);

8. court judgement coming into legal effect, find-

ing the employee guilty and sentenced (except

in the case of a suspended sentence) to a

prison term or other punishment, thus being

unable to continue his/her work;

9. violations of the laws of theRepublic of Latvia

when entering into the employment contract

or non-compliance of the contract with

requirements of the law;

10. death of the employee.

An employment contract does not cease because

the change of the owner of the business. If the busi-

ness merges, is divided or is amalgamated, the

employment contract may be cancelled on the initia-

tive of the employer only if staff is reduced.

The employee may leave employment by serving

the employer with one month's written notice. The

notice period does not include periods of temporary

disability.

In the event the employee and employer mutually

agree, the employee may leave before expiry of the

said period.

The employer may discharge an employee in the

case of an employment contract made for an indefi-

nite period or before expiry of a contract in case an

employment contract made for a definite term in the

following cases only:

1. if the business is closed down;

2. if staff is reduced;

3. if it is found that the employee has insufficient

skills or he/she is unable to continue the work

because of health problems;

4. if the employee fails without good reason to

perform the duties assigned to him/her by the

employment contract or internal regulations;

5. if an employee who is directly responsible for

monetary or merchandise values has acted ille-

gally and has lost the employer's trust;

6. if the employee fails to report for work for four

consecutive months because of temporary

disability other than maternity or birthing

leave, unless the law provides that the job be

saved for a longer period of time in certain

cases of sickness. Employees injured in an

industrial accident or who have contracted an

industrial disease and have become disabledas

a result, keep their job until able to work again

or their disability is affirmed;

7. if an employee is re-instated who performed

the work previously;

8. if the employee is found at work under the

influence of alcohol, narcotics or other toxic

substances;

9. if the employer's propertyhas been stolen (also

in small quantities) and a court judgement

come into legal effect or a decision of an insti-

tution authorized to hear the case, has confir-

med it.

If in the event the business is closed down and

staff is reduced, it is foundthat an employee lacks suf-

ficient skills for his/her job or is unable to continue

his/her work because of health problems, or fails to

report for work for more than four consecutive

months because of a temporary disability, and if an

employee is re-instated who had performed the work

previously, when terminating the employee's

employment agreement, the employee is personally

notified in writing of the expected termination not

later than a month in advance. The contradiction

that occurs if an employee is re-instated who had per-

formedtheaforesaidwork previously must be pointed

out. As a rule such re-instatement occurs by court

order, which, according to procedural legislation,

must be effected without delay. However, the

employee who must now be discharged, must be noti-

fied a month in advance. In fact such a discharge by

court order cannot be effected and the employer

must, at least for a time, pay wages to both these

employees. Because of their limited financial

resources, this problem is especially acute for SMEs.

The legal contradiction regarding discharge also

occurs between norms of theLabour Code which reg-

ulates the procedure for terminating labourcontracts
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and cases, and legal acts concerning business opera-

tions, which provide that management staff (mem-

bers of Board of Directors, Council), may be terminat-

ed at any time. Since these people receive their

salaries pursuant to an employment contract, the

question of procedure for their termination arises,

which again is especially acute from the viewpoint of

owners of SMEs in cases when a disagreement has

arisen between business managers concerning strate-

gic issues of business operations.

In all the above mentionedcases, except the case

when an employee is discharged because he/she fails

to report for work for more than four consecutive

months because of a temporary disability, the

employee must be paid a redundancy benefit of at

least one month average salary or an amount provi-

ded in the collective labouragreement or the employ-

ment contract, or by agreement of the parties. The

redundancy benefit must also be paid if an employee

is discharged because of conscription (volunteering)

for the compulsory state service, service with the inte-

rior institutions, National Armed Forces or the civil

service or when an employee refuses to be transferred

to other duties in anotherregion with the employer,

refuses to continue his/her work because of signifi-

cant changes made in the provisions of the employ-

ment contract, or if he/she is not re-elected to the

office for another term (also on a bid).

When the employment contract is terminated

because of violations of the laws of the Republic of

Latvia in making the contract, or if the employment

contract does not comply with requirements of leg-

islative acts on labourprotection, a redundancy ben-

efit must be paid of not less than six monthsaverage

earnings. The requirement to pay a redundancy bene-

fit, as well as the limitedopportunities for discharging

an employee on the initiative of the employer, cer-

tainly protects the interests of the employees, but

considerably limits the SME ability to manoeuvre in

the labour market and carry out rapid changes in

their operations.

The legislation provides for a forty-hour work

week and a condition that in the case of employees

engaged in performing heavy work and work under

hazardous conditions, as well as minors, the length of

theirwork week may not exceed thirty-five hours. For

persons under sixteen years of age, the maximum

length of their working week is twenty four hours.

Overtime is permitted only with the consent of the

employee and not more than one hundred and twen-

ty hours a year; furthermore, it is not permitted for

more than four hours on two consecutive days. Also,

minors and pregnant women, and women with a

child under three years of age may not be employed

in night work. Remuneration for night work must be

paid at time-and-a-half, but for overtime, work on

holidays and days off, double-time.Employees may

be asked to work on their days off only in emergency

situations and with the consent of trade unions.This

norm does not apply to businesses and institutions

working on a twenty four hour (uninterrupted) basis.

The vacation time provided by legislation is four cal-

endar weeks (a month in the case of minors). Addi-

tional leave must be granted to employees performing

heavy or hazardous work, as well as women who have

at least three children under the age of sixteen years.

These norms, which ensure normal protection of

employees' interests, in reality often lead to attempts

on the part of SMEs to avoid hiring minors and

women who have youngchildren, because from the

viewpoint of SMEs, such relief, too, is not an insignif-

icant factor.

Although since 1991 the law provides the choice

of signing collective labour agreements, these are very

rare in reality. In part, this is due to the decline of

trade unions as protectors of collective organizations

and of interests of employees after the collapse of the

Soviet regime. For the same reason there is littleprac-

tical meaning in the norm prohibiting the discharge

of an employee on the initiative of the employer

without the consent of trade unions (except in the

case of closing businesses, unsatisfactory results of the

trial period, reporting for work underthe influenceor

theft of employer's property, as well as discharging

employees working for several employers). In most

businesses, especially SMEs, there are no trade unions.

In reality, requirements of the law are rarely complied

with regarding the presence of a specialist in labour

protection (in cases of more than fifty employees - a

structural unit) within thebusiness. In essence this is

a formal approach on the part of the legislator,

because in order to observe labour safety there is no

need for a specialist or a structural unit, but obser-

vance of this formal requirement requires additional

costs on the part of the employer, which again is not

an insignificant factor for SMEs.

Also, at present legal norms providing for a labour

dispute commission as the first instance in resolving

labour disputes (except discharge on the initiativeof

the employer and illegal refusal to hire), are not

applied in practice. The founding law of labour dis-

pute commissions provides that it be established at
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every place of employment employing at least fifteen

people (in the case of most SMEs), reviewing cases

within fifteen days of receiving a complaint, and a

choice of appealing the decision of the commission in

court within ten days. The meeting for electing the

commission from among representatives of the

employer and employees must be called by the

employer, which in reality is simply ignored. Further-

more, the legal status of the founding law is doubtful,

because it contains procedural norms for addressing

civil rights disputes, but it is not approved by the leg-

islator, only the Presidium of the Supreme Council.

Legal acts, among them the Codeof Civil Procedures,

does not provide for the existence of such a founding

law or authority on the part of the Presidium of the

Supreme Council to adopt it. Since such labour dis-

pute commissions are seldom established, and in

reality, none exists at a SME, all labour disputes go

directly to court. Here one should mention the norm

which protects the interests of the employer, provid-

ing that for a month after violationof his rights, the

employee may ask the court for help (the general

statutory limitation is ten years). Thus cases are pre-

vented when a discharged employee may file a claim

to be re-instated in his/her job, for example, a year

after the discharge, even asking for payment of wages

for the time of absence. For SMEs such cases would

result in unreasonably heavy financial consequences

for the employer.

On the other hand, the strict restrictions pro-

hibiting the employer from terminating indefinite

period agreements are circumvented by referring to

the norm of the Labour Code, which entitles an

employer to introduce unilaterally significant changes

in the employment contract concerning the amount

of compensation, working conditions, relief, title of

position and categories. In case the employee does not

consent to the changes, he/she may be terminated

after one month, paying a redundancy benefit for

another month. Although application of this proce-

duretakes time and money, it does increase theoppor-

tunities for an employer to carry out rapid changes in

his business. In practice, SMEs are most often the

party which takes advantage of this norm to terminate

employment contracts of employees who need to be

discharged. Employees violating work procedures and

discipline may be punished by the following:

a) reproof;

b) reprimand;

c) discharge, ifthe disciplinary measure is applied

in case of non-observance of work procedures

or employment contract, reporting for work

under the influence or theft of employer's

property, confirmed by way of a court judge-

ment coming into legal effect).

Disciplinary action may be applied within a

month of the moment a violation is found, but not

later than six months after the violation occurred.

The employee may appeal a decision to apply discipli-

nary measures to the labour dispute commission or

the court (if there is no labour dispute commission).

It should be noted that the legislation does not pro-

vide that an employer is entitled to discharge an

employee in the case of a serious disciplinary viola-

tion (even if criminal charges are laid in the case).

This can only be done upon demand by law enforce-

ment agencies. This provision, too, affects mostly

interests of SMEs for which the presence or absence of

even one employee is important.

Regarding the procedure for addressing collective

labour disputes, the Strike Law passed in 1998must be

noted. This law provides procedures for negotiations

prior to a strike and whether an employer may ask for

a court injunction in order to consider a strike illegal.

The law provides that in the event a strike is called,

employees must be ensured of a minimum of vital

services in order that the business retains the ability

to recommence operations after the end of the strike.

The law prohibits hiring of scabs, but also provides

that strikers may not block entry to the business or

receive pay for the period of the strike. From the

viewpoint of SMEs, the law can be assessed positively,

because it provides for a procedure for resolving the

dispute that is relatively favourable to the employer

and protects from arbitrary actions on the part of

employees.

Conclusions and Recommendations

1. The labour legislation as a whole provides a

broad scope of guarantees for the employee,

thus reducing the ability of SMEs to manoeuvre

in the labour market.

2. It would be desirable to delete norms of a formal

nature only or which have no practical applica-

tion. Considering the immense changes in the

economy, a new codification of norms of labour

rights should be considered.

3. When determining relations between employer

and employee, the autonomy of both parties

should be increased, thus ensuring the true

equality between SMEs and employees.
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Environmental Protection

Following the renewal of the Latvian State on

May 4, 1990, draftingof legislation in the area of envi-

ronmental protection began with the adoption of the

law "On the RL Environmental Protection Commit-

tee". The aforesaid law provided that an institution be

established which would draw up a national policy

and monitor it at the same time. In order to empha-

size the priority of environmentalprotection, the leg-

islator subjected the committee directly to the Parlia-

ment, thus taking it away from the joint structure of

executive power. From a practical viewpoint, the

broad authority of this institution including such

understandable rights as suspending or terminating

operations of a business violating environmentalpro-

tection normatives, as well as such questionable

rights as, for example, the right to stop any kind of a

transport vehicle or the right to recommend that a

bank suspend financing of specific projects, could be

viewed as a negative factor. From the viewpoint of

business development (for all practical purposes, at

the beginning of the ninetiesonly SMEs were operat-

ing in Latvia), such rights to interfere in the area of

private rights could be considered negatively. Further-

more, the law did in fact provide a procedure for

applying the EPC authority.

In the fall of 1990 the law "On NationalEcological

Expertise" was passed. This law provided that a posi-

tive opinion of the ecological expertise is a condition

precedent for beginning projects of business opera-

tions, and also provided that ecological expertise be

carried out by the EnvironmentalProtection Commit-

tee. The law provided that it is the responsibility of

therelevant planner to apply to the EPC prior to start

of planning, which then, if necessary, provides an

ecological task within a month. But the ecological

expertise itself must be carried out within three

months. From the viewpoint of business, especially

SME, the discrepancy of the law was the unspecified

objects of the ecological expertise (for example, new

technologies or materials). Essentially, decision about

such issues was left to the EPC itself. Since prepara-

tion of the necessary documents and information

requires in all cases time and money, the procedure

slowed down business operations, especially in the

area of manufacturing and construction. The law

formed an administrative barrier to business, affect-

ing especially SMEs which had to take into account

unplanned costs and a subjective attitude on thepart

of the EPC.

The law "On Natural Resources Tax", passed at the

end of 1990, provided that exploitation of natural

resources (obtaining usable minerals and emission of

pollution) are taxable operations. Not denying the

necessity to compensate for exploitation of environ-

mental resources, it must be said that from the stand-

point of business development, any tax is a negative

factor. Since, during the period in question, business

in Latvia was at the development stage, many SMEs

considered this tax an additional financial burden to

be faced in the areas of manufacture, processing and

construction. It should be noted that in 1995 a new

law was passed concerning this tax, which provided

that a tax be levied on packaging materials and grant-

ed tax administrationrights to environmentalprotec-

tion institutions, namely the right to apply radical

financial sanctions. These changes slowed down pri-

vate operations and limitedopportunities for SMEs to

develop.

The next step in the development of environmen-

tal protection legislation was the adoption of a blan-

ket law in August 1991, when the law "On Environ-

mental Protection" was enacted. The law did not

contain norms directly affecting business or SMEs. It

defined a number of meanings and terms, laid down

the main course of a nationalpolicy and division of

authority between various government institutions,

defined the rights and obligations of officials and set

out the different types of responsibilities (administra-

tive, material, disciplinary, criminal) concerning vio-

lation of environmental protection legislation. It

should also be noted that in May 1997 this law was

amended, defining a number of norms (for example,

pursuant to the recent re-organization of government

institutions, the functions of the EnvironmentalPro-

tection Committee had been taken over by the Min-

istry of Environmental Protection and Regional

Development). The law incorporated a recommenda-

tion to the Cabinet of Ministers to determine the

locationof waste dumps, procedure for ecological cer-

tification, and a list of materials, raw materials and

processes requiring certification.

At the end of 1991 a law was passed "On the Pro-

cedure to Suspend Operations of Businesses, Institu-

tions and Organizations". The law provided that in

the event of violation of normatives of environmen-

tal protection, a business could be closed or opera-

tions suspended. A procedure was provided for the

rights of officials of the Environmental Inspectorate,
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already cited in earlier legal acts, to suspend business

operations. The law provided that an official of the

Environmental Inspectorate must warn the business

prior to suspending its operations. A two-month

warning period was laid down. If construction or

reconstruction was required to prevent the violation,

a six-month period was to be given, but ifcapital con-

struction was needed - two years. Immediatesuspen-

sion of operations without a warning was permitted

only in cases of serious danger (if destruction of

natural resources had started or human life was

threatened). Although the right of any official to

single-handedly interfere in business operations must

be viewed negatively; The positive input of this law

was the definition of procedures and reduction of

arbitrary actions on the part of the administration.

From the viewpoint of SMEs, the situation became

more predictable which, in turn, improved theirabil-

ity to plan theiroperations and estimate costs of envi-

ronmental protection projects.

In 1993 a law was adopted, "On Specially Protec-

ted Territories of Nature". Protected territories were

divided into reserves, national parks, biosphere

reserves, nature parks, nature monuments, restricted

areas and protected landscape areas. The territories of

the first three categories were established by passing a

special law, the others by resolution of the Cabinet of

Ministers. The law provided that restrictions be

placed on visiting and business operations in accor-

dance with the provisions for protection and use of

each territory, furthermore, reserves and national

parks may include zones where any kind of business

operations are prohibited. From the viewpoint of

business, the authority of the Ministry of Environ-

mental Protectionand Regional Development to dete-

rmine the list of protected territories where landmay

not be privatized, is viewed as a significant restriction.

It must also be taken into account that this legislative

norm was adopted in 1993, namely a year after many

SMEs had started various operations on such land

since 1990 (for example, country tourism projects),

assuming that they willbe able to privatize the land

allocated to them. The justification of such restric-

tions may be questioned, because the ability to ensure

environmental protection measures does not really

depend on the form of ownership. Also, the norm

incorporated in the law granting the government first

right of refusal on any piece of land withinthe terri-

tories of specially protected areas, must be considered

unjustified, useless, obstructing business operations

and negatively affecting the interests of business, and

thus SMEs. A positive factor is the norm incorporated

in the law providing that compensation be paid to

the owner or user of land for restriction of business

operations, which included waiving of taxes. It

should be noted here that there are problems which

obstruct application of this norm.

At the end of 1998 a law was passed "On Assessing

Impact on the Environment", which replaced the

outdated law "On National Ecological Expertise". This

law listed operations which required that application

be madefor assessment ofthe impact such operations

would have on the environment (for example, exten-

sive industrial manufacture, agricultural objects or

transport). In such cases, the person wishing to imple-

ment such operations must approach the appropriate

government institution performing assessment if it

considers it necessary. In other cases, if the planned

operations may affect the environment, the person

must apply to the regional environmental service.

The Regional Environmental Service carries out the

initial assessment of the project and depending on

the results of such assessment either considers it nec-

essary to carry out a full assessment of the impact on

the environmentor issues technical provisions for the

implementation of the project.

In cases where an assessment of the impact on the

environment is required, the applicant prepares all

necessary information, which is then submitted to

the institution performing the assessment. The

municipality of the territory where operations are

planned is also advised of the planned project.

Furthermore, it is the duty of the applicant to pay all

costs of the assessment and publish information on

the planned project in the media. From the viewpoint

of SMEs the fact that all costs are paid by the appli-

cant must be considered negatively. Besides, a

number of persons (the institution performing the

assessment, the relevant municipality, regional envi-

ronmental service, at least ten physical persons) may

initiate a public discussion of the project. Based on

the instructions of the institution performing the

assessment, the applicant prepares a working report

listing all measures for reducing the impact on the

environment. Following review of the working report,

the competent institution may recommend correc-

tions in it, pursuant to which the final report is pre-

pared. The law provides that even if the final report is

accepted, the municipality or the government institu-

tion whose approval is required to implement the

project, may give a negative answer. Thus this law,

which provides a quite detailed assessment proce-
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Title of Act Clause Contents of changes IEffec

Law "On RL Environmental 2, .3 Provides that the RL Environmental Protection Committee is an +

Protection Committee

(20.06.1990)

institution implementing and monitoring national policy in the

area of environmental protection and is answerable directly to the

6 Parliament;

Provides broad authority to officials of the RLEPC when carrying

out their duties and projects.

Law "On National Ecological 4 Provides that national ecological expertise is a necessary condition +

Expertise" (09.10.1990) to planning the economy;

7 Defines objects of ecological expertise; +

12 Defines rights of institutions which provide ecological expertise.

Law "On Natural Resources 3 Provides that the exploitation of natural resources and emission of

Tax" (12.12.1990) pollution into the environment are taxable operations.

Law "On Environmental 7-10 Defines state and municipal competence in the area of environ- +

Protection" (06.08.1991) mental protection;

13 Provides a choice of requesting assessment of the impact of busi-

ness and other operations on the environment;

+

33 Provides that specially protected territories may be set aside; +

44 Defines the basic principles of operations of the National Environ- +

mental Inspectorate.

Law "On the Procedure to

suspend operations of

businesses, institutions and

1 Provides for rights of officials of the Environmental Inspectorate to

order suspension of business operations and to issue a warning of

deadlines prior to issuing such order;

organizations" (11.12.1991) 8 Provides that in especially dangerous situations such an order may

be issued without warning.

Law "On Specially Protected 13 Provides the procedure for establishing protected natural areas; +

Territories of Nature"

(02.03.1993)
3-6. Provides that business operations may be restricted in protected

natural areas;

33 Provides that privatization of land may be restricted in protected
natural areas;

29 Provides that compensation may be paid in cases of restriction of +

business operations.

Law "On Natural Resources 4 Provides that a tax may be levied on packaging;

Tax" (14.09.1995) 18 Grants tax administration rights to the Ministry of Environmental

Protection and Regional Development.

Law "On Assessing Impact

on the Environment"

5 Provides that such assessment is paid for by the initiator, namely
the person who wishes to carry out certain business operations;

(14.10.1998) 7 Defines activities which are compulsory when assessing the impact +

on environment-

8 Provides that it is necessary to report to the regional environmental

service any activity which may have significant impact on the envi-

ronment;

15 Defines a broad scope of subjects entitled to request public discus-

sion of a project;

16-20 Provides a procedure for assessing impact on environment; +

22 Provides that the final decision to renew or not renew operations
is made by the municipality or a Government institution pursuant
to the assessment document.

Law "On Household Waste" 10 Provides that all persons engaged in the area of household waste

(15.10.1998) must register;

14, Provides that the decision to establish waste dumpsand the charge
Part 1 for waste management is made by the local municipality.

Total "+" 11

Total "-" 14

Total "+ -" or "- +" 0
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dure, does not protect the interests of the business

because, although time and money have been spent.

The chance remains that approval could be refused

even in the absence of formal objections on the part

of environmentalprotection institutions. Such a situ-

ation is explicitly unfavourable to SMEs, especially

because of their limited financial resources, they are

unable to risk preparing manufacturing projects

which may not be accepted by the relevant govern-

ment or municipal institution.

Finally, in the fall of 1998 a law was passed "On

Household Waste", which defined government and

municipal authority regarding management issues of

household waste. The law provides that the Cabinet

of Ministers lays down the procedure for classificati-

on, processing of waste and establishing waste dum-

ps. On the other hand, decisions on establishing such

dumps is within the jurisdiction of municipalities.

From the viewpoint of SMEs, this law contains two

unfavourable provisions. The first of these provides

for mandatory registration with the regional environ-

mental service of all physical and legal persons

engaged in waste management,which from the view-

point of a business, is a superfluous administrative

procedure, because it provides no specific rights or

obligations. The second provides that municipalities

determine payment for waste management. This

norm in fact provides an opportunity for the munici-

pality in question to regulate business operations in

its territory. There is a chance that a decision of the

municipality on tariffs may be economically unjusti-

fied and unacceptable to the business, and also, the

law does not provide a mechanism fordisputing such

a decision.

Conclusions and Recommendations

Authority of environmental protection and tax

administration institutions should be defined regarding

exploitation of natural resources.

The possibility should be considered to authorize

environmental protection institutions (rather than muni-

cipalities) to make the final decision on permitting or

refusing to permit operations affecting the environment.

In certain cases, it is desirable that consideration be

given to provide government or municipal support to

SMEs in performing or paying for assessment of impact

on the environment.

Public Procurement

Development of Latvian legislation in the area of

legal regulation of public procurement after renewal

of Latvian independence on May 4, 1990, began with

the Resolution passed by the Councilof Ministerson

November 26, 1990 "On Work and Supplies for Gov-

ernment Needs".

At the time, while a state-regulated economy still

existed, this resolution was considered a step in the

transition from administrative methods in regulating

production to market relations. The resolution pro-

vided that the content and scope of public procure-

ment are determined by the Council of Ministers,

based on recommendationsof Ministries responsible

for the relevant sectors of economy (energy, agricul-

ture, transport, trade, fisheries etc.) and municipali-

ties. It was required that public procurement apply to

work and supplies paid for from the budget, as well as

supply of goods and services to ensure minimum con-

sumptionof residents of the country, withoutprovid-

ing a detailedexplanation of the latter.The resolution

did not provide for organization of mandatory ten-

ders or auctions; it was merely stated that such orders

were to be performed on contract basis, signed within

seven days of receipt of the notice that theorder had

been received.

It was also provided that any physical or legal

person could undertake to provide work and supplies,

including foreign nationals. From the viewpoint of

SMEs, this legal act can be considered positively,

because it provided for equality of ownership forms

in obtaining public procurement. At the beginning of

development of market relations, this fact may be

considered to be an important guarantee to prevent

discriminationof new businesses. A negative factor is

the fact that tenders or auctions were not a condition

precedent to obtain theorder. Thus, not competition

among bidders but various subjective factors could

influence the choice of supplier. Under conditions

when the previous experience of government struc-

tures was linked solely to state-owned enterprises,

private businesses, whose operations were at the

beginning stage and all of which belonged to the SME

category, found themselves in an unfavourable situa-

tion. A positive factor is the opportunity provided in

the resolution that the contract made between the

client and the supplier should provide for tax relief,
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provision of energy resources, namely certain advan-

tages for suppliers of work or supplies. From the view-

point of SMEs, government support in the tax or

credit area can only be deemed a positive factor, how-

ever, because of the difficult economic/financial situ-

ationof the country, this norm was practically never

applied in practice.

On September 26, 1991 CM Resolution No. 250

was passed. This was new resolution on work and

supplies for government needs, which replaced previ-

ous norms from November26, 1990. According to this

resolution, public procurement could include work

and supplies paid for from the budget, supplies to

other countries pursuant to interstate agreements,

and other work and supplies (without defining them).

It was provided that when granting an order, it was

necessary to approve terms of the work or supply

performance, stating information describing objects

of the order, place and deadline for delivery, proce-

dure for quality control, acceptance and payment.

The resolution extended the scope of relief for the

supplier of the public procurement, providing that it

may include tax relief, certain preferences in obtain-

ing credit, as well as access to government resources

of raw materials and energy, preference in obtaining

foreign trade licences, and opportunities to receive

advance payment for supplies. From the viewpoint of

SME operations, such government support could only

be termed positive; however, it must be repeatedly

notedthat the aforesaid legal norms were not applied

in practice. For example, tax relief, as provided by the

CM resolution, was not provided in the relevant tax

laws.

The resolution provided that the chief way of

granting orders was a publicly announcedauction or

tender (verbal or written). The resolution stated that

auction would mean granting the order to a person

who agrees to complete it at the lowest price, but

tenderwould mean review of bids to choose the best

suited candidates.The resolution didnot provide that

orders be granted without an auction or tender in the

case of smallorders, but it did state that no auction or

tender need be organized in the case of supplying

agricultural production at government fixed prices,

this norm simplified the procedure for rural SMEs to

obtain orders, but it had little practical meaning

because, at the end of 1991, the government fixed

prices for agricultural products were revoked. Another

positive moment that must be mentioned was the

norm included in the resolution that if a number of

suppliers offer the same conditions, preference is to

be given to Latvian businesses. Although this can be

considered a way of limiting competition, it should

be remembered that at the time private business in

Latvia was still in a stage of development (there were

only SMEs), and this type of support on the part of

the government was certainly useful. Regarding com-

pletion of the order once it was granted, the resolu-

tion provided that a contract be made and that dis-

putes be heard in court. It should be noted here that

under the civil procedural legislation existing in 1991,

hearing a case in court meant paying a state fee of

10% of the amount of the claim and thus the ability

of SMEs to defend their interests in court were severe-

ly curtailed because of financial considerations. From

the viewpoint of SMEs the norm included in the

founding law providing that contract terms could be

changed and long term contracts (more than a year)

terminated early if it had become disadvantageous to

the supplier, was very important. Between 1991 and

1992inflationwas high in Latvia, which unfavourably

affected SME finances in long term transactions.

On March 1, 1994 the CM passed regulations

No. 60 which replaced CM Resolution No. 250 passed

on September 26, 1991.These regulated in more detail

the procedure for obtaining public procurement.

They did not contain significant changes. Tender and

auction were still the main ways to grant orders. It

was provided that an auction or tender need not be

organized ifthe value of the order was underLs 2,000,

also if supplies were intendedfor the needsof govern-

ment material reserves. In part this norm is unfavour-

able to SMEs, because it not only increased the subjec-

tive element in reviewing bids, but also precluded

publicity, thus businesses lacking in contacts in gov-

ernment structures (mainly SMEs), could be pushed

out of the procedure for getting orders. From the

viewpoint of SMEs, a positive factor was the retention

of earlier regulations of the CM approved resolution

concerning preference of RL businesses and opportu-

nity to change long term contracts if it proved to be

disadvantageous. It should be noted that CM Regula-

tions passed on March 1, 1994, as opposed to the two

CM resolutions reviewed earlier, did not mention

municipalities as clients for thepurposes of these reg-

ulations, meaning that municipal institutions needed

not apply the procedures and norms provided in the

regulations. Since during the period the end of 1994

division of governmentand municipal economicand

financial competence was completed. Omitting this

norm from theregulations caused a lack of legal regu-

lation of municipal operations in this area. Thus a
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basis was laidfor uncontrolled municipal transactions

lacking in transparency involving commercial struc-

tures. The main victims were SMEs, especially in the

regions.

On October 24, 1996 the issue of governmentand

municipal orders was settled by law. The Saeima

enacted the law "On Government and Municipal

Orders" which introduced a single and detailedproce-

dure for granting government and municipal orders

and replaced the CM Regulations adopted on

March 1, 1994. The law applied to government and

municipal orders for supplies, services and work if

value of the order reached Ls 5,000 (in case of con-

struction, Ls 50,000). In 1998 the law was amended,

supplementing a norm that it applied to construction

planning if value of the order is Ls 10,000 or more.

The law did not apply to orders related to national

security, national defence or establishing of material

reserves, if each individual case had been decided by

the CM. This leads us to conclude that, compared to

the CM Regulations adopted on March 1, 1994, the

requirement that the order be made public (namely,

observe the public procedure provided by law), also

applied to municipalities as clients. On the other

hand, the scope of objects of the orders was nar-

rowed, significantly increasing the maximum ceiling

of the value of the order to which the public proce-

dure couldbe ignored. Therefore it is not possible to

analyze here with any certainty the influenceof these

norms on business, among them SMEs. It must be

reiterated that the lack of a public procedure affects

most severely interestsof SMEs, because of the inabil-

ity of SMEs to informally influencethe process. From

the viewpoint of SMEs a negative factor is also the

norm incorporated in the law, delegating authority to

the CM to ignore norms of the law in a numberof

cases.

The law rendered null and void the norm retained

in the CM Regulations of March 1994 to give prefer-

ence to RL businesses; furthermore, it provided that

in cases when the value of the order exceed

Ls 104,000 (Ls 4 million in case of construction), it

was mandatory to organize an auction or tender invit-

ing candidates from other countries. This norm, pro-

vided by the desire of Latvia to harmonize its legisla-

tion with that of the EU regarding competition in the

area of public procurement, must beviewed negative-

ly from the standpoint of SMEs, whose ability to fight

for such orders is obviously less than that of foreign

businesses. It must be noted, however, that the CM is

authorized to decide not to apply this norm if neces-

sary to protect domestic manufacturers or prevent

serious social problems. Regarding methods of grant-

ing orders, the law provides that the main method is

by auction. However, in cases where the auction

failed to give results or it is not possible to define the

order in sufficient detail or if the order concerns

research or training, the auction may be replaced by

open or closed tender. On the other hand, in cases

where the value of the order does not exceed

Ls 10,000 and the order is for goods and services

offered regardless of the government order, such

order may be granted on the basis of a comparison of

prices. From the viewpointof SME interests, organiza-

tion of price comparisons or closed tenders provides

an opportunity to ignore a part of market partners at

the very beginning of the process of granting orders.

From the viewpoint of SMEs a negative factor is

also the norms incorporated in the law on checking

qualifications of candidates to participate in auctions

or tenders. The norm which merits support in itself,

because it requires checking whether the candidate

has the necessary financial resources, experience and

reputation to complete the order, in practice creates

opportunity to discriminate against SMEs by setting

requirements concerning the basic capital, turnover,

or length of prior operations of the business. Also the

condition requiring as a mandatory condition pre-

cedent to obtaining theorder under auction or tender

procedures that the candidate has no tax debts, is

directed on the one hand to improving tax adminis-

tration, but on the other hand it may significantly

affect the interests and further operations of a busi-

ness undergoing temporary financial problems. In

this situation, too, most difficulties in the defending

of interests is experienced by SMEs.

It must also be noted that the law requires a

detailed listing of criteria (not only prices and terms)

which must be applied in evaluating the offers pro-

vided at auction. It is said, for example, that it must

be taken into account how theacceptance of theoffer

will affect the balance of government payment,

employment of the population, introductionof new

technology and development of science etc. Unfortu-

nately the legislator has failed to mention effect on

SME development as oneof the criteria.
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Table 36 Changes to Legislation Concerning Public Procurementand Their Effect

on Business

Conclusions and Recommendations

It must be concluded that Latvian legislative acts as

a whole cannot be considered favourable in regard to

granting public procurement.

The possibility shouldbe considered to delete norms

which indirectly worsen or may worsen the chances of

SMEs to bid for government and municipal orders.

The effect on SME development as one of the

criteria for obtaining government and municipal orders,

or provide that a certain number of orders be granted

solely to SMEs should be considered.

Title of Act Clause Content of changes Effect

on SME

Resolution of RLCM No. 207

"On Work and Supplies to

Government Needs"

1 Approves temporary founding law on providing work and sup-

plies, stating that any physical or legal person may undertake to

provide such work or supplies;

+

(26.11.1990) 2 Requires Ministries responsible for specific sectors of the econo-

my to submit recommendations regarding the scope ofwork and

supplies to the Ministry of Economy;

Provides that the party completing the order is granted tax and

credit relief if so stated in the contract.

Resolution of RLCM No. 250 4 The client is required, under equal conditions, to give preference +

"On Approval of Founding
Law on Work and Supplies
for Government Needs"

(26.09.1991)

6.3

to local businesses;

Provider of work and supplies may receive tax relief as well as

favourable conditions for obtaining raw materials, credit and

trade licences;

+

7 Provides that tenders and auctions are the way to granting public +

procurement;

39 Provides that no tender or auction is required for supply of +

agricultural products at fixed prices, as well as in other cases;

66. Provides that the supplier may withdraw from a contract or ask

that terms of the contract be changed if it has become disad-

vantageous for the supplier.

RLCM Regulations No. 60

"On Work and Supplies for

Government Needs"

41 Provides that no tender or auction need be organized if the order

does not exceed Ls 2,000, or if supplies are needed to ensure

Government reserves;

+

(01.03.1994) 1 Does not apply to orders of municipalities and their institutions.

Law "On Government and 3 The procedures provided in the law apply also to municipal +

municipal orders"

(24.10.1996)

operations;

Provides that tenders and auctions need not be organized if the

work or supplies are intended for the needs of national security

or defence as well as material reserves; also, no tender or auction

is needed if the order doesnot exceed Ls 5,000or Ls 50,000 for

construction needs;

5 Provides that candidate suppliers be checked, also with a view to

their access to financial resources;

6. Provides that international tenders or auctions be organized if

value of the order exceeds Ls 104,000 (Ls 4,000,000 in case of

construction).

Changes to the law "On 2 Provides that no tenderor auction need be organized if the order

Government and municipal is linked to construction planning and it value does not exceed

orders" (17.06.1998) Ls 10,000.

Total "+" 7

Total "-" 8

Total "+ -"
or

"- +" 0
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Summary of Conclusions and

Recommendations

1. The rapid economic reforms and transition to

a market economy have provided an opportu-

nity for small and mediumbusiness to chang-

ing conditions and other additional difficul-

ties, and to develop in new geographic

directions and areas of new technology and

quality. During this time, not only business

people and the government but the entire

population have come to understand the

importance of the private sector which has a

tendency to grow and has a stabilizing effect

on society. A study of the conditions needed

for development of small and medium busi-

ness has been recognized to be a priority area,

and one of its main tasks is to help develop a

business-friendly environment. A diverse, well

considered and EU oriented reform of legisla-

tion has created a functioning basis of legal

acts; however, only in the past two years was

increased attention given to the effect of its

development on business generally.

2. Factors slowing down SME development are

the shortage of finances, limitedopportunities

to obtain loans (high interest rates, little devel-

oped system of guarantees, lack of security),

lack of business skills, insufficient knowledge

of markets, various administrative obstacles

(registration of business and obtaining neces-

sary permits, licensing, ever changing report-

ing systems), frequent changes in legislation

and the inconsistent application of laws.

3. One of the most important factors stimulating

establishing of new businesses and growth of

existing ones is a favourable and business

friendly business environment. Following the

renewal of Latvian independence, an average

of 250 new laws are enacted and 350 CM regu-

lations issued annually. Normative acts regu-

lating business operations are changed month-

ly, and in this area quantity far outweighs

quality, causing contradictions and uncertain-

ty in application of norms as well as various

administrative obstacles, all of which increase

the indirect costs of doing business.

4. This study, similar to that carried out in Hun-

gary, has mainly used the approach of legal

experts in considering how changes in legisla-

tion affect business, thus the study may con-

tain a certain subjectivity, and the reader

should not consider the conclusions reached

to be absolute. However, results of the work

show sufficiently clearly that of the 592

changes to legislation analyzed by the study,

only a little more than half (54%) have affect-

ed SMEs operations positively, about a third -

negatively, and 16% of the changes have had

both positive and negative or a neutral effect.

5. In order that future legislative development

processes favourbusiness operations and SME

development, each intended amendment

should be considered more carefully especially

in those areas of normative acts where up to

now negative changes have dominated. Such

areas of legislation are:

■ normativeacts regulating licensing;

■ residents' incometax;

■ foreign trade;

■ labour legislation;

■ public procurement.

6. Justification for each new normative act or

amendment should consider its economic

effect on and future consequences for business

operations, among them SMEs. Such a con-

structive practice already exists in the Estonian

Parliament24 and a similar approach will soon

be implemented in Latvia. It should be

emphasized, however, that the consideration

of the effect of a new normative act on the

economy in itself does not necessarily draw

attention to SMEs and, at present, does not

include conceptual documents.

7. Although legislative acts have provided a pro-

cedure for giving government support, a

mechanism has not been sufficiently prepared

and laid down how increase in the competi-

tiveness of businesses may be stimulated

within the "acceptable limits" of the law.

Since the government does not allocate

24 OECD. Baltic Forum for Entrepreneurship and Enterprise Development. Policy Guidelines, Riga, September 1999.
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sufficient funds for the development of SMEs,

and regions, and promotion of export, reality

lags far behind need. The projects of state aid

implemented to date have not affected the

majority of business and a large part of busi-

nesses have not been informed of their exis-

tence or do not know how these projects are

implemented.

8. The more important changes and supplements

to the law "On Entrepreneurship" are linked

to licensing, liquidation, satisfaction of claims

and re-organization of businesses. The most

negative effect on SME operations was caused

by the regular extension of types of businesses

needing a license. However, all in all, positive

changes to the blanket law were much more

numerous than the negative. Business owners,

shareholders and partners had difficulty at

first finding their way among the new laws.

9. A positive factor was the drafting of the Com-

mercial Law and its present reading by the

Saeima. This law will replace some fifteen vari-

ous legal acts adopted in the area of commer-

cial rights since 1990, and in the future will

serve as a collection of normative acts related

to business operations. The number of forms

of business will be reduced (from twelve to

five), relations between civil law and commer-

cial law willbe defined, present norms regulat-

ing business operations will be aligned, thus

preventing contradictions and introducing a

consistent terminology and principles of

theory complying to EU requirements.

10. The types of business needing a license should

be reviewed and regulation of those types

where government or municipal interference

is not necessary should be withdrawn (for

example, international tourism, retail of

motor vehicles, etc.). It is also necessary to

simplify the procedure for issuing licenses.

11. The tax system laws and the changes intro-

duced in it regarding SMEs have been loyal

and have built a foundation of stability for

establishing and developing future operations

of SMEs. However, gradually the function of

adding to the national treasury, which is at the

basis of the tax system, should be organically

supplemented so that it may stimulate busi-

ness and encourage its growth. The frequency

of changes to the legislation regulating taxes

should be curtailed severely.

12. Normative acts of the legislator and the Cabi-

net of Ministers are supplemented by directi-

ves, notices and letters of the National

Revenue Service, documents of individual

municipalities and Ministries, which in many

instances are not accessible to the public.

Access to normativeacts, transparency, simpli-

fication of administrativeprocesses and reduc-

tion of bureaucraticobstacles are priority tasks

for the government.

13. It is the duty of employers to calculate and pay

the income tax of their employees. Frequently

employees' wages and salaries are deliberately

shown on the books at minimumrates but are

paid at much higher rates. These actions nega-

tively affect national revenues. Not all employ-

ers agree with such actions. However, as long

as the government position on issues of the

tax-free minimum, introduction of a mini-

mum and graduated tax rates, increase of tax

relief is not significantly changed, a large

numberof businesses, especially SMEs, will be

forced to save their money and develop their

operations by attempting to find ways to avoid

paying taxes.

14. The social tax is the heaviest burden for

employers, and especially SMEs. The security

of any person demands significant additional

expense. Employees, under conditionsof low

average wages, are unable to take care of their

own social security.

15. Taxes and dues must perform one of their

main functions: to promote the country's

social and economic development, increase

employment. An increase in the total amount

of tax revenue must be achieved by increasing

the foundation on which taxes are levied

(increased income of residents and business,

turnover of goods and services etc.), not by

increasing taxes.

16. Adoption of CM Regulations "On Government

dues on Protection of Industrial Property" in

1998 which replaced the rates laid down in

1992 on services of the Patents Board, was a

decidedly negative factor. For residents of

Latvia these regulations significantly increased

their costs of legal protection. Similar to any

increase in taxes and other mandatory pay-

ments, the increase in these rates, too, must be

considered a negative factor, slowing down

the private sector.
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17. The SMEs must be interested and involved in

the process of drafting legislation and a con-

stant dialogue with the government. To this

end the representation of the SME sector must

be strengthened in the consultative processes,

discussing changes in the tax burden, national

programmes, government support policy,

financial incentives and grants available to

business. Regarding the latter, it is advisable to

conduct regular analysis to achieve a feedback,

efficiency, fairness and direction of projects.

18. From the viewpoint of business development,

establishmentof a mechanism for legal moni-

toring is important, and would prevent the

massive copyright violation which can be

observed at present in Latvia. A reduction of

government dues on protection of industrial

property is desirable.

19. It is desirable that the Latvian Mortgage and

Land Bank be developed into a state-owned

credit facility specializing in lending to SMEs,

or in a more extended sense, a development

bank. For the purposes of developing mort-

gage lending, land reform must be speedily

completed and restrictions to credit facilities

to emit pledge (mortgage) notes must be with-

drawn.

20. The Latvian legal acts concerning granting of

public procurement to SMEs cannot be consid-

ered to be positive. The possibility of deleting

norms which accidentally limit or may limit

SME opportunities to bid for government or

municipal orders should be considered, as well

as those which consider SME development to

be one of the criteria for obtaining govern-

ment or municipal orders, else provide that a

certain numberof orders should be allocated

directly to SMEs.

21. Labour legislation does not favour the employ-

er, thus reducing the ability of SMEs to mano-

euvre in the labour market. Because of the

important changes in the nationaleconomy, a

new codification of norms of labour rights

should be considered. In regulating relations

between employers and employees, the auton-

omy the parties should be increased in accor-

dance with general principles of civil rights,

thus ensuring a real equality between SMEs

and employees.

22. Adoption of final decisions on permitting or

not permitting activities which affect the envi-

ronment should be entrusted to environmen-

tal protection institutions rather than munici-

palities. The possibility should be considered

of providing the government or municipal

support to SMEs at certain times when carry-

ing out or paying for studies assessing the

effect of business operations on the environ-

ment.

23. Latvian legislative acts concerning allocation

of public procurement cannot be considered

favourable. The possibility should be consid-

ered of deleting norms which indirectly limit

or may limit SME opportunities to bid for gov-

ernment or municipal orders.
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