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Introduction
On May 4, 1990, the Supreme Council of the Latvian SSR approved a declaration 

on the restoration of the independence of the Republic of Latvia.1 May 4 became a 
point of reference in terms of the gradual integration of Latvia into the EU.2 Latvia 
signed an association agreement with the EU on June 12, 1995,3 and it began nego-
tiations on admission to the EU on February 15, 2000.4 The negotiations were con-
cluded on May 1, 2004, when Latvia became an EU member state.

Integration and joining the EU also meant that Latvia’s legal system had to be 
harmonised with EU requirements. Of significance in this process was (and is) the 
work of the courts – the field of judicature. Of importance in the improvement of 
judicature in Latvia were not just local, but also EU and international court rulings. 
The judicature of the European Court of Human Rights (ECHR) mostly relates to 
the explanation of fundamental human rights. The European Court of Justice (ECJ) 
deals with aspects of the unified system of EU law. The Latvian Constitutional 
Court (ST) and the Senate of the Latvian Supreme Court (ATS) deal with justice, 
equality, commensurability and other principles in Latvia, not least in terms of 
aspects of tax law.

Integration into the EU has meant Latvia’s participation in new and specific legal 
relations. In 1963, the ECJ ruled that the European Economic Community would 
establish a new legal order on the basis of international law. The basic aim was to es-
tablish the common market. This was of interest not just to member states, but also 
to their citizens. In pursuit of this goal, member states have limited their sovereign 
rights, albeit only in a few areas. Irrespective of the legal acts of member states, the 
law of the Community creates not just obligations, but also rights for individuals.5

EU tax law is based not just on the laws of the EU and its member states, but 
also on the international obligations of EU member states, as well as the European 
Convention of Human Rights and Fundamental Freedoms (ECHR).6

Unlike accustomed international agreements, the EU’s legal system is an inviola-
ble component of the laws of member states. Interpretation of EU law has, in many 
senses, been left up to the ECJ. In relation to taxes, the ECJ has emphasised this fact 
several times:

“By contrast with ordinary international treaties, the EEC treaty has created its 
own legal system which on the entry into force of the treaty became an integral part of 
the legal systems of the member states and which their courts are bound to apply.”7

The functions of public authorities, including the courts, cannot be imagined 
without the accumulation of state and local government budget finances (hereafter 
in this text, the state and its local governments are included in the concepts of 
“the state”, “the budget” or “the national budget”). In other words, the state must 
be solvent: “[..] Taxes are organised by the state as a prerequisite for society and a 
component of national policy. Tax revenues represent a substantial share of the overall 
national budget revenues, ensuring that the state can fulfil its functions [..]”.8 This 
means that tax issues are also national issues. Tax revenues are the main source 
of financing for state functions and the coverage of relevant expenditures. The 
proportion of taxes in the national budget is also seen in the area of Latvian national 
budget revenues.9

Taxes represent mandatory budget payments made by individuals, legal entities 
or entities established contractually. These payments must be made in accordance 
with the relevant normative acts. In line with the theory of a public contract that 
was elaborated by Thomas Hobbes (1588–167910), John Locke (1632–170411), and 
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their followers in more modern times, the state is the result of an agreement (con-
tract) among its residents, and it focuses on collective security (peace), “friendly” 
rules on life, the right to enjoy the fruits of one’s property, etc.12

Because the citizens of Latvia agreed to the establishment and existence of 
their country, it is their duty to honestly pay the taxes which have been approved 
by the state. Otherwise the state cannot fulfil its functions (at least to a certain 
degree), particularly in terms of battling against the shadow economy, corruption, 
tax evasion, etc. This is particularly important in Latvia, which, after the 
restoration of independence in 1990 and 1991, chose to join other EU member 
states in implementing a model of democracy and the rule of law. The existence of 
a democratic country in which the rule of law prevails cannot be imagined without 
honest payment of taxes. If taxes are not paid, the state must have ways of collecting 
back taxes in an effective and legally appropriate way. Of course, tax administration 
cannot be an arbitrary process which violates the constitutionally guaranteed 
fundamental rights of individuals13 or the legal principles which are rooted in the 
ideas of natural schools of judicial thought.14

This paper is devoted to the strengthening of the idea of a democratic country 
with the rule of law in the area of tax law, including the involvement of court rulings 
in this process. The authors will focus on an analysis of court rulings which relate to:

1) The legal interests of the national budget in collecting tax debts and fines;
2) The social guarantees of employees irrespective of whether mandatory social 

payments have or have not been provided to them in the context of constitu-
tional law;

3) Opportunities to waive the application of a part of the individual income tax 
in the EU;

4) Rules concerning the profits and losses (free capital) of EU parent companies 
and subsidiaries in the economic arena of the EU.

1 Tax debts and punitive fines cannot be evaluated identically 
when preparing the national budget
As noted before, taxes are of decisive importance in relation to the financial re-

sources of the state. This means that every country must choose a model of taxation 
which best corresponds to its needs in terms of the ability not only to levy taxes, but 
also to collect them. Payment of taxes is voluntary (the desirable form) or in a forced 
way (the undesirable form), and that is a secondary issue. What is essential is to en-
sure the ability of the state to fulfil its functions. In this regard the authors agree 
with the claim by Jean Bodin (1530–1596) that “finances are the nervous system of 
the state.”15 This suggests that the state has considerable freedom in determining the 
tax burden. The Latvian Constitutional Court has also ruled several times that the 
state has considerable freedom in specifying taxes:

“In determining and implementing tax policies, the state has extensive freedoms. 
This includes the right to choose the tax rates that are to be applied to categories of 
persons, as well as the right to specify the details of the relevant regulations. The fun-
damental property rights of individuals are not violated if the state obliges them to 
make public and legal payments.”16

Although the state is granted a substantial level of freedom in setting tax rates as 
emanates from issues such as the aforementioned Constitutional Court ruling, the 
authors would also like to focus the attention of readers on the fact than when it 
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comes to tax policies, the state is obliged to observe the principle of commensurabil-
ity. The court ruling explains that this is the payment of taxes “[..] which do not rep-
resent an excessive burden on this individual and does not have a fundamental effect 
on his financial situation.”17 The ban on excessive burdens must be seen as a viola-
tion of commensurability. The principle of commensurability when it comes to tax-
es was also discussed by one of the greatest thinkers of the age of the Enlightenment, 
Charles Louis Montesquieu (1689–1755):

“[..] There is nothing which demands that the state demonstrate wisdom and 
minds which determine the section of [income] which is to be taken from the citizenry 
and the section that is to be left in its hands.”18

The issue of commensurability in this case also means that justice must be ob-
served. It is also of essential importance for legislatures to understand the different 
attitudes which taxpayers have toward the taxation of various properties. Professor 
Paul Kirchhof has warned of this:

“The citizen is affected in a fiercer way if the tax takes away just a few square me-
tres of land each year [..], as opposed to a situation in which the tax demands a share 
of income that has just been earned or makes consumption more expensive because of 
higher prices.”19

Although the obligation of paying taxes is self-evident on the one hand, the fact is 
that tax evasion is well known not just in Latvia, but throughout the world. There can 
be different reasons for this, starting with carelessness and ending with organised at-
tempts to evade taxation. In general terms, people who do not pay their taxes are sub-
ject not just to tax debt, but also to late fees (interest on arrears) and punitive fines.20

For a long time, there were debates about whether the state’s attitude toward tax-
es and late fees on the one hand and the collection of punitive fines in an undisputed 
procedure on the other hand should be seen as identical matters.

The problem was resolved by the Senate of the Supreme Court in several rul-
ings21 which made reference to ECHR rulings in cases such as Öztürk vs. Germany,22 
Lauko vs. Slovakia,23 Janosevic vs. Sweden,24 as well as to the Constitutional Court’s 
ruling of April 11, 2007, in a case related to whether the second sentence in Section 
22.4 of the law on the individual income tax was in line with Section 92 of the 
Latvian Constitution.25

In its ruling of December 20, 2007, the Supreme Court Senate made reference to 
the aforementioned ECHR rulings: 

“Punitive tax fines can be compared to criminal sanctions in accordance with 
Section 6 of the European Convention on Human Rights and Fundamental Freedoms 
(the right to a fair trial). A punitive fine has a different nature and goal than is the 
case with decisions related to the calculation of tax debt. To wit, it is meant to force 
taxpayers to fulfil their obligations in the area of taxes and to punish violators of the 
requirements. The state’s financial interests are of fundamental importance in terms 
of ensuring the effective functioning of the tax system, but they are not as important 
when it comes to the collection of punitive fines, because even though tax-related fines 
can involved substantial sums of money, they are not meant to be a separate source of 
budget revenues.”26

On the basis of this, the Senate concluded that “[..] the possibility to suspend the 
implementation of an administrative act must be evaluated differently in relation to (..):

(1) The decision of tax administrators in relation to the duty of paying taxes, and
(2) The issue of obligations to pay punitive fines that have been assigned to 

taxpayers.”27
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Section 185.1 of the law on administrative procedure defines this procedure:
“The submission of an application to a court in relation to the repeal, nullification 

or voidance of an administrative act shall suspend the implementation of the said ad-
ministrative act from the date upon which the application is received by the court.”28

Exceptions related to tax debts (including punitive fines) have been applied in the 
interests of the national budget and the country’s financing. The exception is that 
the filing of an appeal related to an administrative act which speaks to uncontested 
collection of tax debt does not automatically mean that its implementation is halted. 
The Law on Administrative Procedure was amended on December 18, 2008, to sepa-
rate opportunities of collecting tax debt from punitive sanctions. Section 185.4.1. 
was amended to state the following:

“[An] administrative act obliges one to pay a tax or fee or to make another pay-
ment to the state or local government budget, except for punitive payments (cash fines 
and punitive fines).”29

That does not mean that punitive fines are not to be collected before the relevant 
court ruling takes final effect. In “Janosevic vs. Sweden, the European Court of 
Human Rights took into account the person’s argument to say that the collection of a 
punitive fine before the final court ruling might be in violation of the presumption of 
innocence, and it has ruled that the presumption of innocence does not fundamentally 
exclude the possibility of collecting taxes or punitive fines immediately.”30

This suggests that the judicial branch must be sensibly just in providing for 
a fair trial.31 For that reason, “when ruling on a petition seeking the suspension 
of an administrative act or an actual activity or the restoration of the operation of 
an administrative act, the court must take into account whether the operation of 
the appealed administrative act might cause essential harm or losses with respect 
to which prevention or compensation would be substantially encumbered or 
would demand incommensurate resources, also considering whether the appealed 
administrative act is prima facie unlawful.”32 “Therefore justification for suspending 
the implementation of an administrative act is not the appeal of the administrative act 
as such, but instead the conclusion that the administrative act might be unlawful (to 
be nullified or overturned with the expected court ruling.”33 Irrespective of whether 
the legal proceedings lead to a decision that an administrative act or activity is 
prima facie unlawful, the judicature must attach secondary meaning to prima facie 
unlawfulness, and this must be seen as a sensible solution in strengthening the 
foundations of a democratic state in which the rule of law prevails.

There are several other problems which relate to tax-related punitive fines and 
their collection in Latvia. Court practice (in cases such as SKK-627/200834) shows 
that tax debt which is qualified as tax evasion is a crime in accordance with Section 
218 of the Criminal Law, and that means that the relevant punishments are criminal 
sanctions. In the stated case, the appellate court accepted as evidence an audit re-
port from the Rīga regional institution of the State Revenue Service from November 
30, 2006, on the subject of unpaid individual income tax in relation to the sale of 
real estate. Without making any effort to determine the true sum of the tax debt, 
the subject views of the defendant against the unpaid tax debt, the not yet completed 
review of the dispute by an administrative court, etc., the appellate court declared 
to the person to be guilty. Luckily, the Senate of the Supreme Court overturned the 
appellate court ruling:

“The sum of the tax to be paid is one of the objective elements of the criminal of-
fence that is enshrined in Section 218.2 of the Criminal Law.35 The appellate court was 
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premature in drawing a conclusion about the scope of unpaid taxes, and in arithmetic 
terms it does not even correspond to the scope indicated in the criminal complaint.”36

This shows that the tax administration process in Latvia does not strictly sepa-
rate administrative and criminal procedures. On the one hand, normative regula-
tions instruct taxpayers to work together with the tax administration, but on the 
other hand, the consequence can be (actual) self-incrimination if one “blindly” fol-
lows along with judicial and normative ideas.

Thus, for example, Article 32.2 of the law on taxes and fees says that taxpayers 
must, during a specific period of time, informative declarations which are enshrined 
in that law or in other specific tax laws, or else, at the request of an official from 
the tax administration, submit additional information which, if not received, makes 
it impossible or at least hinders the amount of money that is to be contributed to 
the national budget or the determination of overpaid sums. Such information 
includes documents which confirm revenues and expenditures related to economic 
operations, bookkeeping documents, as well as other information that has or could 
have influenced the calculation and payment of taxes. At first glance, the concept of 
“other information” can clearly be interpreted very broadly, but that is not the case. 
The rights of the tax administration are limited, because there are provable links 
between the (other) information that is demanded and its importance in making tax 
payments more precise. Of course, f the request for such information or its provision 
are not directly based on the duties of the taxpayer. It is also true that Article 38 of 
the Law “On taxes and fees” states that:

“If the taxpayer does not agree to the amount of taxes calculated by the tax ad-
ministration, then evidence about the amount of paid taxes must be ensured by the 
taxpayer.”

On May 16, 2011, the Senate of the Supreme Court handed down a ruling on 
Case No. SKA-123/201137, arguing that “[..] there is a situation in which there are two 
simultaneous processes in the administrative procedure institution in relation to the 
determination of additional fees and punitive fines and the criminal proceedings in 
which the handler of the process identifies the violation and files charges related to 
attempts to evade the payment of the same tax with respect to which criminal liability 
is applied. The two processes have different principles which mostly involve a conflict 
between the principle of participation which relates to administrative cases (Article 
38 of the law on taxes and fees) and the basic principle of criminal procedure – the 
presumption of innocence which states that no person can be seen as guilty until 
such time as guilt has been determined in accordance with criminal procedure; 
all reasonable doubts about guilt which cannot be prevented must be evaluated in 
favour of the individual who has the right to a defence. This guarantees the right of 
the individual not to incriminate himself in relation to the violation [..].” The same 
ruling states that “In practice, there have been cases in which the two processes are 
separated sufficiently clearly when it comes to audits conducted by the State Revenue 
Service. In order, however, to declare that a decision on additional taxes or punitive 
fines is illegal in an administrative case, fundamental violations must be identified. 
There must be care taken to examine whether the splitting up the processes makes it 
possible to engage in adequate controls, i.e., to examine fundamental circumstances 
in the procedure. It is important to ascertain whether the specifications of the person’s 
legal obligations at the conclusion of the procedure is not based on violations of the 
aforementioned principles and personal rights.”
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ECHR case law is of importance in this regard. In the case of Funke, the court 
ruled that a person has the right to remain silent and not to contribute toward self-
incrimination. “The special features of customs law cannot justify such an infringe-
ment of the right of anyone ‘charged with a criminal offence,’ within the autonomous 
meaning of this expression in Article 6 (art. 6) to remain silent and not to contribute 
to incriminating himself.”38 In this specific case, a customs institution had punished 
the petitioner with the aim of obtaining documents related to the specification of 
tax payments without being sure that such documents existed and being unwilling 
or unable to obtain evidence via other resources. That means that the punishment 
of the individual for tax violations could only be considered as a possibility. Thus 
the actions of the customs institution forced the petitioner to work with it, thus fa-
cilitating his self-incrimination. The ECHR found that this violated Article 6.1 of the 
European Human Rights Convention.

Conceptually close to the aforementioned incident is the case J. B. vs. Switzer-
land.39 The ECHR ruled in that case that the first issue is the goal with respect to 
which information has been demanded – making the payable tax sum more precise 
may lead to the calculation of additional taxes and related late fees or punitive pay-
ments (supplementary-tax proceedings). This may also lead to tax-evasion proceed-
ings. Tax evasion is a criminal issue, and it occurs when the law is violated.40 An 
administrative process such as an audit can be transformed into a criminal case. In 
other words, the final punishment can be compared to a criminal sentence in terms 
of its weight. Thus, regulations related to Articles 32.2 and 38 of the law on taxes and 
fees can violate Article 6 of the ECHR if the punishment is comparable to a criminal 
sentence or an audit case is utilised as a foundation to launch criminal proceedings.

At the same time, the full transfer of the duty of proof onto the shoulders of the 
tax administration would mean a threat against the state’s fiscal interests, because 
then the taxpayer would no longer have to calculate his taxes, offer additional evi-
dence, co-operate with the tax administration, etc. The authors believe that this re-
quires a sensible balance and commensurability in relations between the interests 
of society and the national budget on the one hand and the protection of the fun-
damental rights of the individual on the other hand. In continuing to think about 
the different views that there are about tax debt and relevant fines, it is necessary to 
separate the process of determining the basic sum of taxes (tax audits) and the ap-
plication of punitive fines in this regard.

2 The employee receives social security when entering a labour 
contract and doing the relevant work
The need for social guarantees was discussed by the Constitutional Court on 

March 13, 2001, when it handed down a judgment on the issue of whether the first 
paragraph of the transitional rules of the law on national social security satisfied the 
requirements of Articles 1 and 109 of the Latvian Constitution, as well as Article 9 
and Article 11.1 of the International Pact on Economic, Social and Cultural Rights.41

Parliament adopted the law on State social security on October 1, 1997.42 Article 
5.4 of the law states that “[..] the individual shall receive social security in terms of 
labour accident insurance, insurance against unemployment, handicap insurance, 
maternity and childbirth insurance, and parental insurance, the said individual 
making mandatory payments in relation to the said insurance from the first date 
when the said individual has taken on the status referred to in the first section of this 
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paragraph, except where the person is self-employed. A person shall receive social 
insurance for a pension only if the mandatory contributions have been made.” The 
disputed section of the transitional rules said that “[..] between 1 January 1998 and 
1 January 2002, social security shall be received by persons with respect to whom man-
datory contributions have been made. This requirement shall not apply to persons who 
are subject to labour accident insurance. On 25 November 1999, the Saeima amended 
the law on social security to extend the period referred to in Para. 1 of the transitional 
rules to 1 January 2004.”43

Even without going into legal detail, it can be said that the transitional rules were 
illegal. It was peculiar that the law split up those employees with respect to whom 
mandatory contributions had been made and those with respect to whom it was not 
done. It was no secret to anyone that this situation was not uncommon, particularly 
in the private sector. This illegal procedure could not be included in a law that was 
sanctioned by the state. 20 MPs filed a constitutional complaint to argue that the 
transitional rules violated Article 144 and Article 10945 of the Latvian Constitution, 
as well as Article 9 and Article 11.1 of the International Pact on Economic, Social 
and Cultural Rights. The petitioners argued that there were some 80,000 employees 
in Latvia in 1999 with respect to whom employers had not made regular social in-
surance contributions, and that meant that many workers could not enjoy the social 
rights that are guaranteed in the Constitution.

The Constitutional Court also referred to social rights in its judgment: “[..] if so-
cial rights are included in the fundamental law, then the state may not refuse them. 
The said rights are not only of a declarative nature.”46 The court added that “[..] the 
right to social protection in Latvia is of constitutional value”47 in relation to Article 
109 of the Constitution.

Although social rights are seen as a constitutional value, the fact is that their im-
plementation depends on the country’s economic situation and available resources.48 
Social rights cannot be replaced with social aid,49 because the goals of social insur-
ance50 and of social aid51 are not one and the same.

The Constitutional Court went on to rule that the system of social insurance for 
the employees of domestic employers involves a special situation, because 
 “1) [..] employers who are employed by an employer who pays domestic taxes [..] 

are the only persons involved in the state social insurance system who do not have 
the right to implement their obligations toward the system – making mandatory 
contributions to the special budget – directly, instead having to rely on the involve-
ment of the employer; 

 2) [..] by doing their work such individuals create material prerequisites for social 
insurance. The employer is obliged to calculate the employee’s wage and to ensure 
that the wage is paid to the employee, also ensuring that the mandatory social in-
surance contribution is included in the compensation package. In addition to this, 
contributions from the employee are withheld from payment by the employer and 
transferred to the special budget in accordance with the terms of the law. The em-
ployee cannot influence this procedure, cannot reject the withholding of the contri-
butions, or make the contributions individually. Neither does the law speak to the 
duty or the opportunity of an insured party to monitor the employer who makes 
the relevant contributions; 

 3) [..] where an employer violates the law by not making the mandatory payments, 
the relevant government institutions are authorised to force the employers to do 
so. Insured persons who cannot influence the activities of the employer or the 
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institution which implements and/or supervises social insurance must not suffer 
just because other persons have failed to carry out their legal duties or have done 
so incompletely. Otherwise the mechanism that has been created to pursue consti-
tutional rights would not satisfy its own goal.”52

On the basis of this, the Constitutional Court found that “as subjects of social 
insurance relationships, employees have fully carried out their duties at such time 
as they have begun an employment relationship and begun their work.”53 The state, 
in turn, has broad authority and a set of opportunities to collect mandatory social 
insurance contributions via the involvement of special institutions (particularly the 
State Revenue Service) or the courts, as well as by filing suit in relation to the debt-
or’s halting of job relations or the debtor’s insolvency.54

The judgment clearly strengthened the legal rights of Latvian employees in re-
gard to social rights, also facilitating a better understanding of the application 
of the principles of legal reliance and legal security when there are collisions of a 
legal nature.55 That is why the final conclusion of the court that the disputed part 
of the laws’ transitional rules was unconstitutional in regard to Article 109 of the 
Constitution was self-evident. It meant that irrespective of whether a domestic em-
ployer has or has not made social insurance contributions, the relevant employee has 
the right to demand social guarantees from the state in accordance with Article 109 
of the Constitution, the law on state social insurance, and other relevant normative 
acts.

3 Residents of other EU member states have the right to individual 
income tax relief in the member state in which they earn most of 
their income
The functions of a tax mechanism are manifested via an interaction between the 

interests of the state and private interests. This applies to harmonised indirect taxes 
(customs fees, the value added tax, the excise tax), as well as to direct taxes (income 
taxes, social insurance contributions). The EU does not regulate direct taxes, but the 
European Court of Justice has ruled that member states must handle this author-
ity in accordance with the laws of the European Communities.56 It is also true that 
the rights and freedoms of taxpayers can be limited on the basis of significant public 
interests.57

Given that regulations of direct taxes are possible in the EU, focus must be given 
to the way in which ideas from the ECJ have been merged into Latvia’s normative 
acts via the discourse of direct taxes. Thus, for instance, in Finanzamt Köln-Altstadt 
vs. Roland Schumacker58, the ECJ found that without taking into consideration the 
terms of tax conventions concluded among member states on the subject of applying 
the income tax to individual income, the fact is that the tax laws of all member 
states must provide non-residents from other member states with the same right to 
individual income tax reductions that is enjoyed by residents in relation to untaxed 
minimums, tax relief and untaxed justified expenditures, this provided that the 
economic situation of the non-resident is similar to that of a resident. The criterion 
in Latvia for determining the economic situation of non-residents relates to the issue 
of whether they earn most of their income in Latvia. This served as a basis to amend 
the law on the individual income tax to say that residents of other EU member states 
who earn 75% or more of their total income in Latvia are comparable to Latvian 
residents.59 This allows such non-residents to deduct justified expenditures from tax 
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payments (Article 10 of the law on the individual income tax), ensure the untaxed 
minimum (Article 12), and receive tax relief (Article 13).

ECJ rulings were also the basis for the creation of a system in the law on the 
individual income tax which taxes dividends. In Staatssecretaris van Financiën vs. 
B.G.M. Verkooijen, the court ruled that when a shareholder receives dividends from 
a company registered in another member state, the tax applied to such dividends 
cannot be higher than is the case with shareholders or holders of capital shares who 
receive dividends from a company registered in their own country.60 A new version 
of Article 9.1.2. of the law on the individual income tax took effect on May 1, 200461 
to ensure that taxes related to dividends which Latvian residents receive from com-
panies in other EU member states are the same as in the case of dividends received 
from companies that are registered in Latvia.62

In the are of donations to public benefit organisations, of importance is the ECJ 
ruling in Hein Persche vs. Finanzamt Lüdenscheid.63 The ruling was merged into 
Article 20.1 of the law on the individual income tax, with rules related to public ben-
efit organisations in Latvia being compared to similar organisations, associations, 
religious organisations or other entities that have been declared of public benefit in 
other EU or European Economic Zone (EEZ) member states.64

4 Not just the profits, but also the losses of a company  
(or group of companies) can be transferred in  
the economic space of the European Union
One ECJ ruling which has substantially affected tax law in Latvia is the prejudi-

cial ruling in Marks & Spencer plc v. David Halsey (Her Majesty’s Inspector of Taxes 
on December 13, 2005. The ruling had to do with the rights of a parent company to 
absorb the losses of a subsidiary.65

The M&S case is important in that it represents a conflict between the national 
budget interests of EU member states in relation to the collection of taxes on the one 
hand and EU law on the other hand. Direct taxes are the competence of member 
states, but it is also true that “the duty for EU tax policy is to ensure that tax regula-
tions are in line with stated goals related to the creation of new jobs, the competitive-
ness of the EU, the common market, and the free circulation of capital.”66 The ECJ has 
declared this in several rulings,67 including the M&S case:

“In that regard, it must be borne in mind that, according to settled case-law, al-
though direct taxation falls within competence, Member States must nonetheless exer-
cise that competence consistently with Community law.”68

The authors believe that a precise description of the content of the aforemen-
tioned ECJ ruling has been produced by Professor Heinrich Weber-Grellet, who 
has written that this represents the “silent harmonisation” of direct taxes at the EU 
level.69

In accordance with Paragraphs 43 and 48 of the Treaty of the European 
Communities (EKL),70 EU citizens have the right to engage in business in any mem-
ber state. This includes opening offices, affiliates or subsidiaries in other member 
states with the same rights as those which rest with the citizens of the relevant mem-
ber states. When such enterprises are established in accordance with the relevant 
member state’s normative acts and have a legal address, management structure or 
major area of business operations in the EU, their legal status is compared to that of 
individuals (the exception being non-profit enterprises).71
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In the M&S case, the ECJ found that UK norms satisfy requirements related to 
the freedom of business operations, but it also found that the ban against a non-
resident subsidiary to transfer losses to a resident parent company violated EU law 
(at this level of development):

“The exclusion of such an advantage in respect of the losses incurred by a subsidi-
ary established in another Member States which does not conduct any trading activi-
ties in the parent company’s Member State is of such a kind as to hinder the exercise 
by that parent company of its freedom of establishment by deterring it from setting 
up subsidiaries in other Member States. It thus constitutes a restriction on freedom 
of establishment within the meaning of Articles 43 EC and 48 EC, in that it applies 
different treatment for tax purposes to losses incurred by a non-resident subsidiary” 
(Para. 33, 34). The court also ruled that lower tax revenues are no excuse for limiting 
fundamental freedoms (Para. 44).72

The transfer of a company’s losses from one member state to another clearly re-
duces the budge revenues of the other country. If companies are allowed to choose 
the country in which losses are to be taken into account, then that may seriously 
endanger the separation of competences among member states in terms of di-
rect taxes. Even though the ECJ ruled that bans on such transfers are in violation 
of Articles 43 and 48 of the EKL (offering such opportunities to subsidiaries in the 
country of residence), it declared to be legitimate limitations on benefits which bar 
the non-resident subsidiary from transferring losses to a resident parent company 
until such time as the non-resident subsidiary in the country of residence can take 
into account the same losses during the next taxation or fiscal year.

The ECJ’s prejudiced decision clearly strengthens the development of integration 
in the EU, making it easier to circulate profits and losses in the EU economic space, 
but the truth, according to Webber-Grellet, is that this could also have the opposite 
effect:

“Problems in this area of development exist first of all because the European Court 
of Justice appears to be little interested in national fiscal needs. It does not take ter-
ritorial principles into account and only supports specifically European practices. 
Different perspectives (national tax sovereignty on the one hand and a ban on dis-
crimination on the other hand) will inevitably lead to tensions and conflicts. Where 
the losses of foreigners must be compensated (Marks & Spencer), where foreign 
shareholders have the right to tax discounts, where national tax advantages are also 
granted to foreigners, and where the principle of correspondence is not in place, it 
becomes more difficult for national legislatures to create (implement) a fair tax and 
social system.”73

The right to transfer business losses to future taxation or fiscal years must be 
seen as tax relief which allows companies to even out negative results in terms of 
taxable revenues with taxable revenues from future periods in time.74 

Frequently, but not always, the mechanism of transferring loses is linked to du-
ties stated in normative acts related to bookkeeping  – the obligation to preserve 
relevant bookkeeping documents,75 or the right of tax administrators to review tax 
payments in terms of conducting a tax audit for the relevant period.76 That is also 
true in Latvia.

Prior to Latvia’s accession to the EU, the law on the corporate income tax said 
that the transfer of losses within a group of companies was possible if the process 
involved residents of the Republic of Latvia “or residents from countries with which 
the Republic of Latvia has conclude a convention or agreement on preventing double 
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taxation and tax evasion.” When Latvia joined the EU, major amendments to the 
law were approved, and they took effect on January 1, 2005. The text was supple-
mented with the words 

“[..] or residents from European Union member states who, in accordance with the 
prevailing convention on preventing double taxation, is also not recognised as the resi-
dent of another country (which is not a member state of the European Union).”77

The definition of the main company and the subsidiary of the company was also 
expanded to “[..] include those companies in European Union member states which, 
for purposes of income taxes and on the basis of a prevailing convention on prevent-
ing double taxation, are not recognised as residents of another country (which is not a 
member state of the European Union).”78

The law on the corporate income tax was amended on December 19, 2006, to 
state that residents of other EEZ member states are comparable to residents of the 
EU, and the amendments took effect on January 1, 2007.79 The law was also made 
more precise in terms of the circumstances under which a company is seen as a par-
ticipant in a group of companies which allow the transfer of losses.80

Although in formal terms, Latvian law permits the transfer of losses in a group 
of companies, the process is considerably cumbersome:

1) Income and losses related to the corporate income tax must be calculated in 
accordance with the requirements of Latvian law;

2) Losses can be transferred only if they cannot be taken into account during 
future taxation periods when specifying taxable revenues in the country of 
residence and the losses cannot be taken over by another taxpayer in the 
country of residence;81

3) Companies are participants in a group of companies throughout the entire 
taxation period during which losses that are to be transferred have occurred, 
none of the companies is exempt from the payment of the corporate income 
tax or a comparable tax, the company is not given a reduced tax rate or a tax 
exemption in accordance with Latvian laws;82

4) The law on the corporate income tax was amended again on August 9, 2010 
(taking effect on January 1, 2011),83 to reflect the new law on micro-enterprise 
taxes.84 The amendments state that “a limited liability company which has be-
come a payer of the micro-enterprise in the post-taxation year shall not have 
the right to transfer losses from the taxation period to another participant in 
the group.”85 Payers of the micro-enterprise tax pay it on the basis of their rev-
enues, not their profits.

A company’s losses also cannot be transferred to future taxation (fiscal) years if 
ownership of the company has changed.86 In cognisance on the principle of uninter-
rupted operations, the possibility to transfer losses is preserved, however, if “[..] the 
commercial enterprise or co-operative whose ownership has changed shall, for the first 
five taxation periods after the change in control, preserve its previous basic area of 
operations, as complying to the basic area of operations of the commercial enterprise 
or co-operative during the last two taxation periods before the change in ownership.”87

The conclusion must be that at least in formal terms, Latvian laws in the area 
of the transfer of losses in a group of companies are based on the Marks & Spencer 
case at the ECJ.
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Summary
1. The state’s interest in collecting taxes differs from the collection of punitive fines 

for tax debt. Tax revenues underpin the performance of the state’s functions, 
while punitive fines are aimed at punishing those who violate the law. Therefore 
a decision on an undisputed halt to tax collections or a rejection of the halt to tax 
collections vis-a-vis tax debt and punitive fines can differ, as well;

2. Employees of domestic companies are seen as socially insured people at such 
time as they have entered a labour relationship and have begun to work;

3. The restriction on transferring the losses of a non-resident company to a resident 
parent company in an EU member state after the subsidiary in the country of 
residence has exhausted opportunities to take losses into account during future 
taxation (fiscal) years is in conflict with the freedom of business operations that 
has been declared by the Treaty of the European Communities;

4. EU residents have the right to individual tax relief in the member state in which 
most or all of the income is received. In Latvia, a resident of the EU who receives 
75% or more of his or her income in the country is compared to a resident of 
Latvia;

5. EU residents can also receive tax relief for donations or gifts to public benefit or-
ganisations in other EU or EEZ member states, just as is the case with donations 
to analogous organisations in their own country.
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