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Abstract 

Latvian tax authorities have been tackling illegal income of private individuals since 2000. Salaries paid “in envelopes” are an example of 
common illegal practices. Latvian legislation provides methods of calculating the amount of income hidden from tax authorities. It is based 
on finding the margin between an individual’s actual expenses and their legal income. In 2013 Latvia introduced a 300% penalty on illegal 
salaries and wages. However, there is still no clear definition of the subject and object of penalization. The authors of this study show the 
drawbacks of Latvian tax legislation and to provide suggestions on its improvement. 
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1 Introduction 

On 23 December, 2012, the Latvian Law “On State Social 
Insurance“was supplemented with a provision authorizing a 
300% fine for such violations. This provision was included 
in Article 16.1, parts 5.1 and 5.2 of the said law [1]. In 2012 
a similar provision was included in Article 31.2 of the 
Latvian Law “On Personal Income Tax “[2]. Salaries paid 
“in envelopes” are an example of common illegal practices. 
Latvian legislation provides methods of calculating the 
amount of income hidden from tax authorities. It is based on 
finding the margin between an individual’s actual expenses 
and their legal income. In 2015 Latvian tax authorities have 
started auditing the companies whose staff salaries and 
wages are too low in relation to the company’s revenue.  

The aim of this study is to show drawbacks of these Latvian 
tax laws and to provide suggestions on its improvement. 

2 Issues  

Firstly, the provision that requires the employer to be fined 
for their employee’s illegal income is not theoretically 
founded. Illegal income may not be related to work, and the 
source of such income may have nothing to do with the 
employer. Legislation should determine when it is the 
employer who is to be penalized for tax avoidance, and 
when it is the employee who should be punished for 
obtaining income illegally. 

Secondly, the law provides a rather vague definition of 
the first and foremost prerequisite for punishment, namely, 
the availability “of an income of the employer from which 
it was possible to perform larger remuneration to the 
employees than it was determined in the accounting record”. 
Figures like the turnover, the amount of added value, the 

amount of profit or available cash and suchlike can be used 
to show the company’s revenue. As we know, high net 
turnover frequently exists side by side with losses. On the 
other hand, high undistributed profits can be recorded when 
free cash is unavailable. 

3 Overview 

Legislative provision that makes the employer responsible 
for their employee’s illegal income is based on a false 
assumption of the employer’s inherent guilt. It also implies 
that the government can order an employer how much they 
are to pay to their employees regardless of the employment 
agreement. This approach is inconsistent with one of the key 
tenets of private law, and namely, the principle of 
contractual freedom and the expectation of the parties that 
the contract will be fulfilled. A consistent implementation of 
the provisions under discussion runs contrary to the goals of 
the International Labour Organization, which aims to 
implement fair labour practices in Latvia. In particular, these 
provisions are in contradiction with the goal of 
implementing labour rights set forth in the Declaration of 
Labour Rights and the ways of implementation thereof [3].  

International as well as national legislation provides for 
the right of an individual to work and to receive adequate 
remuneration of their labour that would ensure a dignified 
living standard for this individual and their family. This 
provides the lowest and the only boundary of employer’s 
economic freedom in so far as payment for labour is 
concerned. A salary cannot go below the minimum 
established by the law. 

The government should encourage the growth of wages 
and salaries, to equal or somewhat exceed the growth of 
production productivity. Latvian taxation system should be 
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considered as inadequate, because a heavy tax burden on 
wage and salary (49% as compared to EU average of 51%) 
and on consumption (38.4% vs. EU average of 26.5%) [4] 
does not encourage its legal growth. 

Cost of payroll to profit ratio is one of the criteria for the 
calculation of a fair remuneration of labour in a given 
country. Carl Marx, who was the first to articulate this 
assertion, considered that 1:1 was a fair ratio. Nowadays, 
this figure is calculated as a ratio of the gross earnings of the 
workforce and net profit of all the employers in the given 
economy in a year. As an example, this figure was 3.5:1 in 
the USA in 2012 [5], which is significantly less than forty 
years ago when the ratio was 10:1 [6]. Contrary to that, in 
Latvia this ratio has an upward trend. Thus, in 2004 gross 
salary [7] to employers’ net profit [8] ratio in Latvia was 
3.7:1. In 2014, salary to employers’ profit ratio increased 
and reached 5.8:1. This figure means that an employer has 
to pay their employees about €6 for each euro of profit. 
Assessment of the amount of labour costs should be based 
on this average index of relative fairness of remuneration. 

4 Decisions  

It would be worthwhile to make the following amendments 
to the existing laws: 

 To revise the first condition that entails the 
obligation to pay tax. The law should say 
“availability of net profit secured by free cash” rather 
than “income of the employer”;  

 To introduce an additional condition which would 
make the law under discussion applicable, namely: 
the ratio of payroll of all employees to net profit in a 
specified period of time is lower than national (or 
industry, or regional) average;  

 Above mentioned provisions of tax laws should 
specify the object of additional taxation and fine. 
Proved amount of illegal remuneration to an 
employee could be regarded as such object of 
taxation and fine. 

5 Conclusions 

The provisions of Latvian tax laws that are the subject of 
this analysis infringe on entrepreneurs’ economic rights in a 
wrongful way and therefore need revising.  

There are some drawbacks in these Latvian tax laws. 
The lack of criteria for the assessment of a fair remuneration 
of labour is bound to cause conflicts in which the State 
Revenue Service will be involved. “Payroll to profit” ratio 
could help to avoid such conflicts.  
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