Corporate Governance and Directors’ Duties 2006

Country Q&A

Latvia

Inese Lazdupe, Klavins & Slaidins

The most commonly used corporate entities are the limited
company (Sabiedriba ar ierobezotu atbildibu) (SIA)) and the joint
stock company (Akciju sabiedriba) (AS)). The joint stock
company is used by large enterprises with many shareholders and
by companies that want to be listed. Limited companies tend to
be smaller enterprises. Some enterprises must be a joint stock
company by law, for example, insurance companies and banks.
Only joint stock companies can be listed on the stock exchange
(listed companies). The following chapter only refers to limited
companies and joint stock companies. Reference to companies
includes limited companies and joint stock companies, unless
otherwise stated.

1. What is the regulatory framework for corporate governance
and directors' duties? Please distinguish, where relevant, be-
tween the different types of companies and the mandatory
rules of law and non-binding guidance/best practice which
apply to them.

Corporate governance and directors' duties are regulated by the
Commercial Law 2000. The duties of directors do not differ
depending on the type of company.

A company's articles of association (articles) also govern its
corporate governance and directors' duties.

Companies usually expressly state directors' duties and the basis
of their responsibility when appointing them. These can be set
out in the directors' service contracts, the articles or instructions,
orders, and other documents approved by the shareholders (see
Question 15).

2. What is the management/board structure of a company? In
particular:

« Is there a unitary or two-tiered board structure?

»  Who manages a company and what name is given to these
managers?

www.practicallaw.com/9-201-7711

«  Who sits on the board(s)?
« Do employees have a right to board representation?

« s there a minimum or maximum number of directors or
members of the managerial and supervisory bodies?

» Structure. The shareholders of a limited company can
choose the most appropriate management structure, which
is usually a unitary management structure consisting of a
management board of directors. Joint stock companies must
have a two-tiered management structure, consisting of a
supervisory board and a management board.

» Management. The company is managed by the management
board, which consists of its members (Commercial Law).
The company can also set up an internal management struc-
ture and grant other job titles to the members of the man-
agement board.

» Board members. The members of the board sit on the board
of directors.

« Employees' representation. Employees are not prohibited
from having board representation by law. Employees do not
usually have board representation.

« Number of directors or members. The management board
must have at least one director. The management board of
public companies must have at least three management
directors (Commercial Law).

The supervisory board must have at least three directors
(supervisory directors). The supervisory board of public com-
panies must have at least five supervisory directors. The
maximum number of supervisory directors is 20.

References to directors below include management and

supervisory directors, unless otherwise stated.

3. Are there any age or nationality restrictions on the identity of
directors?

Age restrictions

Directors must be at least 18 years old.
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Nationality restrictions

There are no nationality restrictions on the identity of directors.

4. In relation to non-executive, supervisory or independent di-
rectors:

«  Are they recognised?

« Does a part of the board have to consist of them? If so, what
proportion?

« Do non-executive or supervisory directors have to be inde-
pendent of the company? If so, what is the test for inde-
pendence or what will make a director not independent?

«  What is the scope of their duties and potential liability to
the company, shareholders and third parties?

= Recognition. Latvian law does not recognise any type of non-
executive directors. The supervisory board performs the role
of non-executive directors, in that it supervises the manage-
ment of the company by the management board. In a com-
pany with a unitary board, it is not possible for anyone to
perform the role of non-executive directors, as all manage-
ment directors have equal executive powers.

« Board composition. The supervisory board consists of super-
visory directors, who perform the role of non-executive direc-
tors (see above, Recognition).

« Independence. The supervisory directors cannot be inde-
pendent of the company because they represent the inter-
ests of the shareholders between the general meetings of
shareholders (general meetings).

» Duties and liabilities. The supervisory directors' duties are
to:

o appoint the management board (in joint stock compa-
nies) and supervise its activities;

o review all issues which are on the agenda of a general
meeting;

o represent the company in court, when legal action is
being taken against the management directors or the
management directors take legal action against the com-

pany;

o approve transactions between the company and its man-
agement directors or the auditor; and

o carry out other duties, which are set out in the document
on the basis of which the director performs his duties.

The supervisory directors are jointly liable for losses caused
by the directors to the company (see Question 15). Claims of

third parties are initially brought against the company, then
the company brings any claim against a member of the
supervisory board. In certain circumstances, members of the
supervisory board can be liable as joint debtors (Group of
Companies Law, 2000).

5. Are the roles of individual board members restricted? For ex-
ample, can one person be the chairman and chief executive?

The following persons cannot be appointed as management
directors:

« A supervisory director.
« The company's auditor.

« A person who, under a court judgment, cannot conduct busi-
ness activities or take positions in company executive bod-
ies.

« A director on the supervisory board of the company's parent
company.

The articles can impose stricter restrictions on directors' roles,
especially if the director performs other contractual duties, for
instance, as the company accountant or commercial director.

Latvian law does not recognise the office of chief executive
officer. The management board directors collectively have
executive power and they all have equal management and
representation rights. The law prohibits any restrictions on these
rights, that is, they cannot be restricted by the articles, resolu-
tions, agreements and so on.

6. How are directors appointed? Is shareholder approval re-
quired?
Appointment of directors

In limited companies, the management board (and the supervi-
sory board, if it has one) is appointed by a general meeting.

In joint stock companies, a general meeting appoints the supervi-
sory board, which subsequently appoints the management board.

The management board appoints its chairperson from among its
directors, unless the company has a supervisory board, in which
case the management board chairperson is appointed by the
supervisory board (Commercial Law).

Shareholder approval

Shareholder approval is not required to appoint directors.
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7. Are there any restrictions on a director's term of appoint-
ment?

Management directors are appointed for a three-year term, unless
the articles specify a shorter term. When a director's term of
appointment expires, he can be re-elected for the same term. The
law does not impose any restrictions on the re-election of
directors.

8. Do directors have to be employees of the company? Can
shareholders view directors' service contracts?

Directors employed by the company

Companies can, but often choose not to, enter into employment
contracts with the management directors, because the manage-
ment directors then become company employees, subject to
employment law. This makes dismissal of management directors
more difficult. Usually service or management agreements are
used.

Shareholders' inspection

If the company does enter into a service or management
agreement (or an employment contract) with a management
director, the shareholders can inspect it.

9. Are directors allowed or required to own shares in the com-
pany?

Directors can, but are not required to, own shares in the
company. In practice, the largest shareholders are often
appointed as directors.

10. How is directors' remuneration determined? Does it need to
be disclosed? Is shareholder approval required?

Directors' remuneration

The amount of the management directors' remuneration is
determined by the supervisory board or, if the company has no
supervisory board, by a general meeting. The supervisory
directors' remuneration is determined by a general meeting.

Directors have a right to remuneration that corresponds with their
duties and the company's financial circumstances (Commercial
Law). This can be broadly interpreted. If there is a dispute, a
court assesses whether a director's remuneration is just in
relation to the volume of his duties and indications of the
company's financial circumstances. The average amount of
management remuneration in the company and information
provided by recruitment firms can be criteria for assessing
whether a director's remuneration is appropriate.

Disclosure

Shareholders can require the management board or the supervi-
sory board to disclose management board remuneration.

Shareholder approval

If the remuneration is determined by the supervisory board, no
shareholder approval is needed. Otherwise, directors' remunera-
tion is determined by a general meeting.

11. How are directors removed? Can shareholders remove a di-
rector and, if so, what is the process and voting require-
ments?

A supervisory director can be removed, at any time, by a general
meeting resolution passed by a simple majority. If he is removed
before his term of appointment expires, elections are held to re-
elect the entire supervisory board by a general meeting and
decisions are taken by a simple majority of votes.

A management director can be removed by the supervisory board
if an important reason is given, including one of the following:

« A gross violation of authority.

« Failure to perform or to appropriately perform his duties.
« Inability to manage the company.

» Causing harm to the company's interests.

« Loss of confidence in the director expressed by a general
meeting.

If the company has no supervisory board, a management director
can be removed by a general meeting resolution passed by a
simple majority (sometimes the articles require an important
reason to be given for a management director to be removed in
this way).

12. How is a company's internal management regulated? For ex-
ample, what is the length of notice and quorum for board
meetings, and the voting requirements to pass resolutions at
them?

A supervisory board meeting must be convened once every three
months and the quorum is more than half of the supervisory
directors. The supervisory board takes decisions by a simple
majority of the supervisory directors present, unless the articles
state otherwise. A supervisory director who is not present at the
meeting can cast his vote in writing or by telephone. Supervisory
board meetings must be recorded by written board minutes.
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Supervisory board meetings are convened by the chairman of the
supervisory board. If one is requested by another member of the
supervisory board, it must be convened within two weeks of the
request.

The quorum for management board meetings is more than half of
the management directors and decisions are taken by a simple
majority, unless the articles state that a larger majority of votes
is required. Management board meetings must be recorded by
written board minutes. The procedure for convening management
board meetings is not regulated by law.

13. Can directors exercise all the powers of the company or are
some powers reserved to the supervisory board (if any) or a
general meeting? Can the powers of directors be restricted
and are such restrictions enforceable against third parties?

Directors' powers

Generally, management director powers are specified by law, but
the articles and shareholder decisions can specify more detailed
management director powers, including restrictions on them. In
practice, the articles often:

» Restrict management director powers to carry out specific
transactions (for example, the transfer or charging of the
company's real property).

« Put an upper limit on the value of transactions the manage-
ment directors can carry out.

The board of directors has all lawful rights to manage and
represent the company and manage the assets of the company
(see Question 15). The articles can impose certain restrictions on
this authority, requiring the consent of the supervisory board (if
any) or general meeting in relation to the specific activity. The
Commercial Law sets the limits of the exclusive competence of a
general meeting.

Third parties

Restrictions on management directors' powers are not enforce-
able against a third party.

14. Can the board delegate responsibility for specific issues to
individual directors or a committee of directors? Is the board
required to delegate some responsibilities, for example for
audit, appointment or directors' remuneration?

The management board can delegate certain tasks to individual
management directors. However, the management board cannot
delegate the responsibilities of the management board imposed
by the Commercial Law as a company body elected by the
shareholders. For example, a management director cannot
authorise another person to participate on his behalf at a
management board meeting.

The law does not oblige the management board to delegate duties
to other persons or institutions.

15. What is the scope of a director's duties and personal liability
to the company, shareholders and third parties? Please dis-
tinguish between civil and criminal liability under each of
the following (if relevant):

= General duties.

«  Theft and fraud.

=« Securities law.

. Insolvency law.

« Health and safety.
«  Environment.

«  Anti-trust.

«  Other.

» General duties. The management directors must perform
their duties as careful and honest managers (Commercial
Law). The meaning of the term careful and honest manager
is not clear and should be applied to each specific case.
Therefore, companies usually expressly state directors'
duties and the basis of their responsibility when appointing
them. Companies are not obliged to enter into employment
contracts with management directors. A company can
choose other types of agreements, or set out directors' duties
in the articles or instructions, orders and other documents
approved by the shareholders.

The management board is the executive body of the com-
pany and manages and represents it. The management
board (Commercial Law):

o manages and administers the company's affairs;

o is responsible for ensuring the company's business and
accounts comply with the law;

o administers the company's property and manages the
company's assets in compliance with law, the articles
and general meeting resolutions.

The management directors are jointly responsible for losses
they cause to the company, but they are not responsible for
losses incurred by shareholders. Claims against a manage-
ment director are started in the company's name, on the
shareholders' initiative. If the management directors can
prove that they acted as honest and careful managers, in
good faith and within the scope of a lawful general meeting
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resolution, the management directors are not responsible for
losses.

« Theft and fraud. The directors are liable for theft and fraud
under criminal law. If the directors commit crime in the
interests of the company they are criminally liable and coer-
cive measures can be imposed on the company under crimi-
nal law (for example, confiscation of property and
prohibition of business activity). Any damage caused is com-
pensated out of the company's funds. The company can
bring legal action in criminal and civil law against the direc-
tors to compensate the company for its losses.

If a director has committed theft or fraud and causes losses
to a third party on the company's behalf, the third party can
claim compensation for losses from the company by bringing
a civil action. In this case, the company can claim against
the director.

« Securities law. Criminal law specifies criminal liability for
crimes on a securities market, for example:

o acquiring or disposing of financial instruments in a
director's own name or in the name of another person,
using inside information about the financial instrument
market;

o market manipulation using financial instruments.

= Insolvency law. The directors are liable under criminal law
for their negligence and intentional acts that lead the com-
pany into insolvency. The start of criminal proceedings does
not stop interested persons bringing a civil action against a
director. Directors can also be criminally liable for failing to
submit insolvency applications (Commercial Law).

« Health and safety. A company's management is responsible
for the company's compliance with health and safety laws.
Administrative penalties for breach of these laws can be
imposed on the company and its management. Criminal lia-
bility can only be imposed on directors, and compulsory
measures can be imposed on the company, such as prohibi-
tions of business activity. If, due to the breach, a third party
has incurred material damage, the company itself is liable
under civil law. If certain conditions for directors' liability are
met (see above, General duties), the company can claim
against the directors.

« Environment. A company's management is responsible for
the company's compliance with environmental laws. For fail-
ure to comply with the law a director and the company itself
can be held administratively liable, but a director can also
be held criminally liable and compulsory measures can be
imposed on the company. If damage is caused to the envi-
ronment the company must compensate for that damage,
but in case of the director's fault the company can recover it
from the director under the civil procedure.

« Anti-trust. The liability for failure to comply with competition
law falls on the market participant, that is, the company. If
the company can prove certain conditions for directors' lia-

bility (see above, General duties), the company can claim
against a director. The person at fault (that is, the official in
charge of the company, not the company itself), can face
criminal liability if:

o the breach of competition law is repeated within a year;

o competition authority requirements are not met within a
year; or

o the breach has caused essential damage to state and
customer interests.

In this case the compulsory measures and fine can be
imposed on the company under criminal law.

« Other. The directors are liable for submitting false informa-
tion and for breaching non-compete provisions (Commercial
Law). Under the non-compete provisions, a management
director cannot do any of the following:

o be a general partner with unlimited liability in a partner-
ship, or a shareholder with additional liability in a capital
company;

o conclude transactions in his name, or in the name of a
third party;

o be a management director of another company in the
same field of commercial activity as the company itself
without supervisory board consent or, if a supervisory
board has not been set up, without the consent of a gen-
eral meeting.

If these obligations have been breached, the management
directors are personally liable for resulting losses.

16. Can a director's liability be restricted or limited? Is it possi-
ble for the company to indemnify a director against liabili-
ties?

The directors are liable for all losses they cause to the company
(Commercial Law) (see Question 15). However, civil law states
that the amount of damages for losses related to a contract is set
by the contract. This means that, when entering into a contract
with a director, this contract can restrict the director's liability,
except for the director's unlawful action not related to the
contract.

17. Can a director obtain insurance against personal liability? If
so, can the company pay the insurance premium?

A director can obtain insurance against personal liability and the
management directors of larger companies often have such
policies. The company can pay the insurance premium, but the
payment is treated as additional income to the director and,
therefore, subject to income tax.
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18. Can a third party (such as a parent company or controlling
shareholder) be liable as a director for the issues identified
in Question 15 (even though such person has not been for-
mally appointed as a director)?

For limited companies, a general meeting can take decisions in
areas falling under the powers of the management directors
(Commercial Law). In this case, the shareholders who have voted
for this decision are collectively liable for such a decision.

A controlling shareholder cannot be liable as a director.

19. Are there restrictions on transactions between a company
and its directors?

If a company's interests conflict with the interests of a director,
or his spouse and other relatives (including by marriage), the
issue is addressed by a management board meeting. The director
must inform the management board of his interest before the
management board meeting starts. The interested director has no
voting rights at the meeting and the matter must be recorded in
the management board meeting minutes.

If a director does not meet these requirements he is liable for any
losses incurred by the company.

There are no specific restrictions on transactions between a
company and its directors under the law. There can be such
restrictions in the articles or other company documents.

20. Are there general rules relating to conflicts of interest be-
tween a director and the company?

There are certain rules relating to conflicts of interest between a
director and the company (see Question 19).

In addition, the articles and service agreement can specify more
rigid restrictions in relation to preventing conflicts of interest.

21. Are there restrictions on the purchase or sale by a director of
the shares and other securities of the company he is a direc-
tor of?

The Commercial Law does not restrict a director from acquiring
shares in the company of which he is a director.

A director is deemed to be a first-degree holder of inside (that is,
not publicly available) information. The Financial Instruments
Market Law 2003 prohibits this person from using inside
information to acquire or dispose of shares and other securities.

22. Do directors have to disclose information about the company
to shareholders, the public or a regulatory body, particularly
under securities laws? For example, if offering securities to
the public, or where there is inside information which is like-
ly to have a significant effect on the company's share price.

Limited company

Shareholders can request information from the management
directors on the company's operation and can review the
company's documents. These rights can be restricted by the
management directors with the support of a general meeting
resolution, if there are reasonable grounds to believe that a
shareholder requesting information might use the information
either:

« Against the company's interests.

« To cause material damage or losses to the company (or com-
panies in the same group), or to third parties.

In addition, the shareholders can access the company's
shareholder register before a general meeting (Commercial Law).

The management directors must:

» At least once every three months submit to the supervisory
board or a general meeting information on the company's
financial condition.

« Immediately inform the supervisory board or a general meet-
ing of a deterioration of the company's financial condition,
or other essential circumstances related to the company's
business.

Joint stock company

The management directors must, on the request of the
shareholders, provide a general meeting with information on the
company's economic condition, which is necessary for the
shareholders to review an issue on the meeting's agenda and to
take an objective decision on it. The management directors can
refuse to provide this information, unless the information is in
relation to the company's:

« Profit and losses.

« Solvency.

« Development prospects.

« Agreements with shareholders or directors.

In addition, the shareholders can access the company's
shareholder register before a general meeting (Commercial Law).

The management directors must submit to the supervisory board
a statement about the company's operation at least once every
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three months and, at the end of the financial year, to a general
meeting. The statement must include the results of the
company's:

= Business activity.

« Economic condition.

« Profitability.

« Turnover and cashflow.

» Circumstances that can influence its economic condition.
« Planned policy for its business.

« Information on other essential aspects of its operation.

In addition, different laws (for example, the Criminal Procedure
Code 1961, the Competition Law 2002 and the Financial Instru-
ments Market Law) impose a duty on the management directors
to provide information to state and investigation authorities, for
example, the prosecutor's office. The company must submit
quarterly financial statements and annual reports on a regular
basis and provide various information, in order for the company
to be listed, and report on material events in the company
(Financial Instruments Market Law).

23. Does a company have to hold an annual shareholder meet-
ing? If so, when? What issues have to be discussed and ap-
proved?

Companies must have an annual general meeting (AGM) to:
« Approve the company's annual report.

« Allocate the company's profits.

« Appoint the company's auditor.

The approved annual report must be submitted to the tax author-
ities no later than four months after the end of the company's
financial year, so the annual meeting must also be held by the
end of this period (Commercial Law).

24. Can shareholders call a meeting or propose a specific reso-
lution for a meeting? If so, what level of shareholding is re-
quired to do this?

One or more shareholders together holding at least 10% of the
company's paid-up share capital can require the management
board to convene a general meeting. These shareholders can
propose specific resolutions for a general meeting.

25. What action, if any, can a minority shareholder take if it be-
lieves the company is being mismanaged and what level of
shareholding is required to do this?

Certain minority shareholders can convene a general meeting
(see Question 24) to review suspected company mismanage-
ment.

If the general meeting fails to solve the issue, or the minority
shareholders believe the review is inappropriate, one or more
minority shareholders together holding at least 20% of the paid-
up share capital, or whose shares are equal to at least LVL50,000
(about US$85,000), can bring a claim against the directors or
against other shareholders, without requiring a general meeting
resolution. The company must then submit this claim to court.

26. Are there any formal requirements or guidelines relating to
the internal control of business risks?

Shareholders, the supervisory board or the management board
can decide whether an internal review of the company's operation
should be carried out. One or more shareholders together holding
at least 20% of the paid-up share capital, can require an internal
review, if there is a serious reason for this (Commercial Law).

As part of the internal review, the shareholders can also appoint
one or more controllers for a three-year term and set their
remuneration. The controller can require information from the
management board or use external experts, if there is a serious
reason for this.

27. What are the responsibilities and potential liabilities of di-
rectors in relation to the company's accounts?

The management directors are responsible for the accounts
complying with the Commercial Law. If they breach this require-
ment, the management directors can be punished under
administrative law and, for malicious or repeated breaches, under
criminal law.

28. Do a company's accounts have to be audited?

A company must have its accounts audited if two of the following

are met:

« The company's total balance sheet amount exceeds
LVL100,000 (about US$169,000).

= The company's net turnover exceeds LVL200,000 (about
US$338,000).
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« The company's average number of employees in the finan-
cial year exceeds 25.

29. How are the company's auditors appointed? Is there a limit
on the length of their appointment?

The auditor is appointed for each financial year at the AGM.
There are no restrictions on the auditor's re-appointment, except
that the auditor cannot audit the accounts of a financial institu-
tion or a listed company for more than five consecutive years.

30. Are there restrictions on who can be the company's auditors?
For example, do they have to be registered with a regulatory
body or meet other professional requirements? Do they have
to be independent of the company they audit accounts for?
Are certain persons not allowed to be the company's audi-
tors?

Only auditors certified by the Latvian Association of Certified
Auditors (certified auditors), or business companies of certified
auditors, can be auditors.

The following persons cannot be the company's auditor (Commer-
cial Law):

« A shareholder.
« A Director.

» A person with an interest in the business activity of the com-
pany.

« A director of a parent or subsidiary of the company.
An auditor must be independent of the company and is not
independent if he has done any of the following (Law on Certified

Auditors 2001):

« Assumed direct or indirect financial liabilities to the com-
pany and participated in the company's transactions.

« Been employed by the company in another capacity, either
at the same time as the audit or within the last three years.

« Performed company management functions.

« Acquired (either the auditor or his spouse) kinship or affinity
with a company official or shareholder.

« Become essentially dependent for income on services to the
company, or on services to several clients mutually related to
the company.

» Become dependent for audit remuneration on the results of
the audit.

« Accepted donations, discounts or other benefits from the
company.

« Ceased to be independent in any other circumstances speci-
fied by the Latvian Association of Certified Auditors.

31. Are there restrictions on non-audit work that auditors can do
for the company that they audit accounts for? For example,
are there certain types of work that auditors can and cannot
do for the company?

The auditor cannot undertake any non-audit work for a company
he audits accounts for because he must be independent of the
company, and the test for auditors' independence prevents non-
audit work by an auditor (see Question 30).

32. What is the potential liability of auditors to the company, its
shareholders and third parties if the audited accounts are in-
accurate? Can their liability be limited or excluded?

The auditor is liable to the company and to third parties for their
losses incurred as a result of the auditor's fault.

The auditor is not liable for losses incurred as a result of breaches
by the company's management, except if he was aware of such
breaches or should have known of them, but did not indicate
them in the audited accounts. In this case, the auditor is liable
jointly with the members of the relevant management bodies.

The auditor must insure himself against civil liability. The govern-
ment has issued regulations to calculate a minimum limit of
auditors' liability in each particular case. However, the minimum
liability limit for individual certified auditors is LVL30,000
(about US$51,000) and the minimum liability limit for corporate
auditors is LVL100,000 (about US$169,000).

33. Is it common for companies to report on social, environmen-
tal and ethical issues? Please highlight, where relevant, any
legal requirements or non-binding guidance/best practice on
corporate social responsibility.

In most cases, companies report to the relevant authorities on
activities of public officials and law enforcement bodies, and
suspicions of possible corruption.

It is not common for companies to have and to specifically report
on policies on social, environmental and ethical issues. Some
companies, for example, pharmaceutical companies, can be
required to report on such issues. There are no general and
common legal requirements or non-binding guidance/best
practice codes on this issue, except for companies working in
specific business areas.
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Country Q&A

34. Is it common for the general counsel to be on the company's
board or to have a formal role in corporate governance?

The general counsel is sometimes on the management board of
large companies. The Latvian Law on the Bar 1993 prohibits
members of the Latvian Bar Association from taking positions in
business entities, including directorships.

It is not common for the general counsel to have a formal role in
corporate governance.

35. Is there statutory protection for whistleblowers (a person who
discloses criminal activity or other serious malpractice with-
in a company)?

The law does not specifically regulate the issue of whistleblower
protection, but the legal system generally protects whistle-
blowers. An employee cannot cause negative consequences if he
exercises his rights provided by law, including the right to report
criminal activity (Labour Law, 2001).

36. Please summarise any impending developments or proposals
for reform.

A reform of Latvian corporate law was completed on 31
December 2004, by which time all Latvian companies had to be
re-registered under the Commercial Law.

The government and parliament are not currently reviewing any

draft laws or regulations in corporate governance and director's
duties.
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