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Abstract

The article deals with the local taxes as one gbmzonditions of fiscal decentralization
in the public economy of a country. The concepboél taxes and its place in the state is
considered. The experience of modern democratiessia the sphere of local taxes is
presented. The budget structure of Lithuanian mpaiities is analyzed from the point
of view of local taxes in the period of global @isThe analysis of budget structures of
the Vilnius municipality before and after crisisngde. The means are proposed that will
enable us to develop the institution of local taupgo the European level, i.e. the taxes
allocated to the self-government to legalize ascalltax, rendering an opportunity to set
its tariffs within the statutory limits and someankocal taxes could be legalized.

1. Introduction

Local taxes, i.e. taxes attributed by lows to logalernment, are one of the major
conditions of fiscal decentralization, as well adeasion of independence of self-
government, because they are set and regulateddoabgovernment and are collected
to municipality budgets directly. The significanckindependent activities of the self-
government to modern democracy is also emphasigegdebEuropean Charter of Local
Self-government (1985), stating that “the institas of self-government are the basis of
any democratic system”. In the countries of EU oy a&ther countries of western
democracy the institution of local taxes is devetb@nough. In Lithuania this problem
is still waiting to be solved. The problems, cortedcwith the local taxes, were
considered by both foreign, and the Lithuanian rdises, basically in the fiscal
decentralization aspect. It is worth mentioningrdBL998; Musgrave 1989; Oates 1993;
Rosen 1998; Stiglitz 2000; Astrauskas, Strizkai@®®2 Davulis, 2007, 2008, 2009;
Staciokas 2003; Staciokas, Rimas 2004), etc. Theerge problems of fiscal
decentralization and state local finances are demsd in (Daflon 2002; Fiscal
federalism and state local finance 1998; Baltuski2d04; Buskeviciute 2008; Raipa, A.,
Backinaitt, R. 2004).

In this article, the situation in the sphere ofdbtaxes in Lithuania and the foreign
experience in this sphere are discussed. The eanbifers a solution to improve this
situation, with regard to a further integrationLéthuania into the European Union.

The objective of the article is the situation i tphere of local taxes in Lithuania.
The problem, considered in the article is how wréase the role of local tax institution
in the Lithuanian local government finance. Theksasf the article are to consider the
principles of tax distribution between levels ddtstgoverning, the role of institution of
local taxes in democratic states, to determine dilg@ificance of local taxes in the
Lithuanian municipality budgets and to investigdte opportunities to develop the
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institution of local taxes in Lithuania. The metlotay used
for investigating these tasks, is systematic aimlysf
scientific literature, legal acts and statisticadat

2. The Principles of Tax Distribution
between the Levels of State
Governing

The major function of the state public sector iptovide
public goods for the inhabitants of the countryhbon the
state level and that of local governing. Howeverrdalize
these activities, the adequate resources are ra@gess both
levels. The main principle of distribution of finzal
resources at different levels of governing is egpeel in the
rule of fiscal decentralization. Thus, based onabecept of
fiscal decentralization that justifies the sepamatiof the
central and local government, we should build swich
structure of the public finance, in which each lewd
government would have sufficient resources of ineoto
fulfil the functions entrusted to it. This finantiatructure
includes allocation of tax sources both to the redaind local
governing level. The taxes assigned to the locakeguong
level, are treated as local taxes. This principleesponds to
the European Charter of Local Self-government (1985
which it is underlined that financial resources gmverning
should be proportional to the obligations estaklisty the
Constitution and laws.
decentralization is an increase in the efficientyhe public
economic sector by means of the optimum distriloutad
economic functions in the economy of public sechatually,
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taxes voluntarily and correctly. Taxes, the bagdisvbich is
mobile, are assigned to the state level, becawse rdmking
to the local level can cause the so-called Tieledfgict. The
taxes, the basis of which can be transferred taetéory of
other jurisdiction, are not assigned to local tax@se more
important issue, connected with local taxes, isirthe
administration. The most reasonable principle cdoddas
follows. If local taxes were easily administeretient an
institution, authorized by the local governmentuldocollect
the taxes.

On the contrary, it is more reasonable that antinigtn
controlled by the central government, collect takexause it
has greater administrative abilities to collectetssthan the
local government and, consequently, tax collectiosts are
lower. That is the effect of scale economy in the
administration of taxes. So, the taxes the baseltoth is
easily established, equally distributed and steadgnot be
transferred to other administrative territory, thene easily
administered and are best for local taxes.

Usually the taxes, giving the greatest income,ass@gned
to state taxes, because the central governmentraiesish
to lose financial weights. The European CharterLo€al
Self-Government states that “the local governmeogives a
share of financial resources from the local taxes @harges,
the size of which is set by them on the basis efdtatus”.
Despite that, as usual the central government doegrant
full autonomy to the local government to form thieicomes

The economic basis of sucHue to the mentioned objective and subjective msasthe

order of taxation of local taxes is establishedtly central
government. The autonomy of local governments idined
by an ability to choose the tax rates within thmits set by

a centralized provision of the standard public gpod laws only.

disregarding the specificity and variety needs aoblj

groups in different regions of the country, caudes
inadequacy to the social needs. Therefore, dedizatian of

the public sector helps to increase the econorfiidesicy by
establishing better conditions for providing puldimods that
correspond to the needs of consumers.

The distribution of taxes between the central amchll
government levels is based on the fact that conmomiss the
most part of rights to the central government iffinient,
because fiscal independence and responsibilitthefldcal
government is limited. On the other hand, commissibtoo
extensive autonomy to local

unacceptable from the point of view of macroecomomi

stability and effective resource allocation. Thase the main
principles on the basis of which taxes are assigoethe
state governing level and to the local governinglelncome
from the latter taxes falls to the local budgetaxés, the
basis of which is equally distributed in the temt of the
country are most suitable to treat as local tagdhkerwise,
taxes are assigned to the state level governingeffample,
the taxes of natural resources). It is importaat the size of

local taxes correspond to the benefit received bg t S minimal,

inhabitants of the district in the form of publioags. It is
considered that such conformity induces the taxepato pay

3. Institution of Local Taxes in
Contemporary Democratic States

The institution of local taxes is well developedfaneign
countries. Local taxes are legalized there. Thaotighlocal
authorities have some power in setting the sizeddl taxes
and their basis, however, in the majority of coiastrwith
modern economy, the central government limits thveer of
local authorities in this sphere. Note that, amatdinds of

authorities can also bi@xes, the local taxes are growing most rapidly. the

structure of local budgets of foreign countries;alotaxes
make up quite a large part, sometimes reaching silimalf
the income at the budget or more (Staciokas, 2008).
different countries there can be a different strretof local
taxes. In some countries, one local tax is estaddis in
others, some local taxes are combined. In the oaself-
government where the public sector is more develppeme
local taxes are usually introduced. In self-govegntrwith a
less developed public sector, where the level gipoasibility
it suffices one kind of local taxes. ¢émder to
determine which system of local taxes suits thishat local
government better, it is necessary to take int@maetmany
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factors: capability of local authorities to admteis local
taxes, the volume of providing public services ficad by
local taxes, and even the conventional culturenfgayment.

In foreign countries we can distinguish three basids of
local taxes providing the greatest part of incoimesudgets
of the local government: a profit tax, a propegy,tand a tax
on economic activities. In different countries theaxes are
of different significance. The profit tax is quitédespread as
one of the major financial sources for local auities. This
tax dominates, for example, in the structure ofldaxes in
the Scandinavian countries. The income relateded taxes
makes up from 40 percents (Norway) to 60 percesusefien)
of the total amount of all financial resources. e other
hand, in the countries such as France, Ireland,Uhiéed
Kingdom and Holland profit taxes are attributed ttwe
central government. In the Anglo-Saxon countrieguiding
Australia, the USA, Holland and others, the propesixes
dominate in the structure of local taxes. Incomelaufal
budgets of these taxes ranges from 5 percentsagithllup to
20 percents (Germany) of the volume of all reveniibg tax
on economic activities dominates in the structufdooal
taxes of Austria, France, and the USA.
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on mechanical means of transport are paid too. reThee
obligatory local taxes. There are other local tax®scalled
freely chosen taxes. The size of taxes on the en@no
activities is set by the local government withire thimits
established by the state. The amount of taxes arhamécal
means of transport and their base is set by thee,sta
depending on the type of the means of transporipamer of
the engine. The tax system of France is contradkatrally.
Here the clearly separated taxes are collectekeirstate and
local budgets. The taxes on professional activitesswell as
the profit and property taxes dominate in the Idmadigets.
The tax system in Japan is original. Local taxes lagher,
but budgets of the local government are formed offilgheir
own means, except for poorer local governmentsrdwive
additional revenues. The most important local tarebide
the property taxes, the taxes on income of inhatsitand the
urban planning of municipality taxes.

The analysis of local taxes in foreign countriegyDlis,
2009) has shown that there is no local tax thatldvdne
preferred in all countries. Which local tax (oréax would be
most suitable for any country also depends on tom@mic
situation, the power system and traditions. Quiteigivty

The analysis ofthe structure of local taxes of somearguments can be to consider the property tax eshésic

countries confirms the statements mentioned abdwe.
Canada the local authorities are entitled to usg a@me local

tax, the property tax, the basis of which consistthe real

estate. The minimum tax tariff is 0.5 - 1 percefittie

property value, but for some kinds of activities tlocal

government may establish much higher tariffs (feareple,

for manufacturing alcohol - 140 percent of the eatf real

estate). The tax is not applied to some kinds efréal estate
(educational institutions, churches, public hodpjtaetc.)

Though the local governments have the right to thet
amount of the property tax, they are obliged toeadho the
requirements established by the federal government.

In the structure of local taxes of the Northern dpg@an
countries (Sweden, Norway, Finland, and Denmarky one
local tax dominates, for example, in Sweden - diptax.
Local taxes are collected by the central governnventh
allocates them to the local governments. The tastesy of
Germany is widely developed. Therefore revenuetocdl
government budgets are obtained from differentasurThe
most important taxes are the tax on economic dietdyithe
income tax on natural persons, and the propertyThg tax
on dogs which can be large enough is specific,iagdes to
local budgets.

In England only one tax falls into the local budgetthe
property tax, tariffs of which differ in differentareas,
depending on the requirements of financial resaurégart
from the above tax, local authorities have thetrighcollect
other taxes as well. In Italy the basic local ®xhe profit tax
and its size is set by the central government.ritdree and
donation property taxes are also paid to the |bemlgets.
Tax revenues in local budgets reach about 24 percen

local tax because it meets the requirements ofoa ¢ax, for
example, its base is easily determined and rattadtes On
the other hand, the profit tax can be taken intcoant as
well. Both the profit tax and that of economic wittes have
good properties from the fiscal point of view. Ba#ixes are
paid not only by the local residents, but also ty arriving
people. The taxes are flexible and they can belyeasi
administered.

4. The Institution of Local Taxes in
Today's Lithuania

As it has been shown in the modern democratic cmsnt
the institution of local taxes is developed welbegh. Local
taxes in foreign countries make up a significanarehof
income in local budgets, and are legalized by thws!
Meanwhile in the regulation in Lithuania there @ clear
concept of local taxes. On the other hand, a cesghare of
tax income is given to local budgets accordingeiguiations
and other legal acts in the Republic of Lithuariaxes
aimed at local governments (except the inhabitantsime
tax), in some sense, can be treated as localheutight of
self-government to influence their amounts is natag The
state tax institutions collect the inhabitants’ame tax and
distribute it between the state and local budgets
compliance with the rules set by laws. The locahatrities
do not have possibilities to influence this tax.u$hthe
inhabitants’ income tax cannot be treated as d taga

The following taxes and payment are connected loithl
budgets by laws and other legal acts in the Republi

The most important local tax generating the greatelithuania:

income to the budget of the local government inisEthe
property tax. Apart from it, taxes on economic dties and

* the inhabitants’ income tax
* the tax on pollution of environment
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* the taxes on state natural resources

* the tax on lottery and gambling games

* the tax on income obtained from hunted animals

* the tax on the incomes received from any activiigt t
requires business certificates

* the real estate tax

* the inherited property tax

* the ground tax

* the taxes on sale and lease of the state grouhdthat
used for agriculture

* the payment for the lease of the state ground aralerage one, the deducted share of the income tax o

reservoirs of the state water fund
* charges.

Gediminas Davulis: Significance of Local TakasLithuanian Local Government Finance

a certain share of this tax to the budget of then@asory
Health Insurance Fund and to State budget in ptigmsr set
by the Law on the approval of financial indicatofghe state
budget and municipal budgets of the year concerGednty
tax inspectorates then transfer to the municipalgets a
certain percentage of income tax of residentscatéd in the
Law on the municipal budgetary
methodology. Municipalities of Vilnius, Kaunas, Kada,
and the Mazeikiai region, where the revenues, vedefrom
the income tax of residents for one person, arédrighan

residents is transferred to the State Treasury. eiOth
municipalities receive 100 % of the tax.

The local government can set the tax on the incomesAfter signing the Association agreement, Lithuamsa

received from activities that require business ifteates,
charges, real estate tax, the state land leasts taithin the
limits set by laws or decisions of the Governméithuanian
municipalities have a greater influence on esthbig the
amount of local charges. Though according to the den
charges, municipal councils have the right to detee
eleven types of local charges, the institutionamfal charges
is poorly developed. Incomes from local
approximately comprise only 1% of all the municipaldget
revenue. In accordance with the Law of chargesgdimemon
council of a local government makes its own deacistm
local charges and approves the rules. By a spelgfitsion, a
local government may index the size of charge e@ngear, in
the case the annual price index of commaoditieargelr than
1,1. In all other cases the local government caluge the
tariff of the tax or, in general, refuse the taxdmyering the
financial losses by means of the budget. On therdtland,
these taxes and payment attributed to local goventsn
make up a small share of income of the local buglget

A local government has no rights for imposing taseghe
income of inhabitants, on pollution of the enviremh and
on natural resources of the state. These taxesaoalled
distributive ones because incomes from these taates
divided between the state and local government étsdin
proportions set by the laws. In accordance with |&ve of
taxes on natural resources of states a fixed gf@rpercent)
of income, obtained from hunted animals, and tmeesshare
of income, obtained from the tax on pollution ofeth
environment, are attributed to local budgets. Inoadance
with the Law of the tax on lottery and gambling genonly
incomes from small lotteries are attributed to ldmadgets.
All taxes except the payment for the lease of thteegground,
which directly goes to the local budget, are cadidcby the
state tax inspectorates. Territorial state tax eotgrates
transfer all the tax revenue attributed to thenmmuanicipal
budgets.

Meanwhile transfer of the shared inhabitants’ inedax is
more complex. In accordance with the Law on the igipal
budgetary revenue estimation methodology,
amounts of distributing the income tax, collectawnf
inhabitants, are applied in each municipality. Befo
transferring a certain percentage of the inhalstantome
tax to the municipal budget, county tax inspectsdtansfer

committed to observe the recommendation of the Cibteen
of Ministers of the Council of Europe on “The Edmation
of Resources of Local Authorities”. It is most inmfzont to
establish a system of local government financingcivh
would allow us to equalize financial capacities lotal
governments in order to enable them to provideisesvof
the same level, scope, and quality. Financial ressmy

chargegsransferred to the State Treasury by the munidipali—

donors, i.e. the municipalities of Vilnius, Kaun&daipéeda,
and the Mazeikiai region, are used to equalize afisc
recourses of municipalities. Municipalities, whickceive
lower revenues than average from the income tagsflents
for one person, get a support through the inhatsitamcome
tax which is in the State Treasury as state subsidihus, the
local governments have no possibilities to inflenihe
income tax of inhabitants because this tax carrdeged as
state subsidies of special kind.

5. Analysis of the budget structure of
Lithuanian municipalities
The main part of financial resources of local atitfes is

counted up in their budgets. Legal acts set thiovidhg
kinds of budget receipts for local authorities:

e tax revenue comprised of taxes assigned to local

authorities and a part of distributive taxes seldy,

* non-tax revenue received from the property of alloc

authority, local charges, fines, and other nonsi@xrces,

* subsidies and grants of the state budget.

The first two kinds of income except the distribvatitaxes
can be relatively called as the own income of l@dhorities.
The ratio between the own income of a local authand
state subsidies characterizes the independencealefithe
local authority. Contrary to foreign countries, wdé¢he own
resources completely depend on the decisions mgadaeb
local government, Lithuanian local authorities hdiveited
possibilities to control this kind of resources.ughthe own

differedfiesources of Lithuanian local authorities do notitequ

correspond to their conception.

State subsidies to local budgets are indispenssbithat
financial resources of local governments were adegio the
functions assigned to be performed by them. Subsidre

revenue estimation
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attracted directly and are divided into the commemd
purposive ones. The order of attracting subsidieggulated
by the law of the Republic of Lithuania on the nuatblogy
for municipal budget income estimation. A commobsidy
of the state budget is attracted to local budgetedualize
differences between income and expenditure strestur
determined by the factors not dependent on
governments. Purposive subsidies to municipal bisdgee
attracted in order to perform state functions mibed to
them, as well as to realize the programs approvieth®
Seimas (Parliament of Lithuanian Republic) and Gowent.
Amounts of subsidies for local governments are eyt by
the law on state and municipality budget finanaidices of
the corresponding budgetary year. Obviously, statesidies,
especially the purposive ones, are related withenmigid
obligations of local authorities. So, if the staabsidies
increase, the financial independence of local aiites
decreases.
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Figure 1. Dynamic of revenue of Lithuanian municipal buddét in 2005
- 2010

Let us analyze the tendencies in the budget strictiithe
Lithuanian municipalities before and during thelbglbcrisis.
All the three kinds of income: tax income, non-tagome,
and subsidies — in local government budgets hadiffexent
comparative weight (Fig 1). The tax income and &libs
comprise the largest share of the municipal budgzime,
while the non-tax income, which can be mostly iaflaed by
local governments, comprises but an insignificduatrs of all
local governments income each year of the congideeeiod.
This fact testifies rather a low level of fiscalcdatralization
in the country, too.

The income tax of inhabitants makes up the larghate

loca
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Figure 2. Taxrevenues in Lithuanian municipal budgets (%) in26®010

The own income (without distributive taxes) in mipal
budgets characterizes the financial independenca lotal
government. The share of the own income in all neres of
municipal budgets can be used as an indicatoreofitiancial
independence of a local government. The analysiwshhat
the financial independence of local governmentithuania
is low (Fig. 3), especially in the crisis years.
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Figure 3. Distributive Taxes, State Subsidies and Own Inciondunicipal
Budgets (%) in 2005 — 2010

The budget of the Vilnius municipality is the lasgj@ne
among all the rest budgets of municipalities inhluénia,
however, in terms of financial independence theasion in
this municipality is analogous to other Lithuanian
municipalities. Let us analyze the budget structafethe
Vilnius municipality in the years before and afthe crisis.
The analysis shows that both subsidies of the $tatiget

(34 %) and inhabitants’ income tax (42 %) make up a

(over 80 %) of the aggregate tax income of all locacgnsigerable share of the Vilnius municipality betlg

government budgets (Fig 2). The other taxes, oealltaxes,
do not play an important role in municipal budgdétscause
these taxes comprise but a small share of munibipdgets.
The property taxes comprise the largest sharecal kaxes —
in 2007 about 17 percent of all tax revenue of Wwéthian
municipal budgets. In 2008, with the onset of thisig, the
property tax income in municipal budgets considgrab
decreased, but later it increased insignificantly.

revenues. Meanwhile, the non-tax revenue that can b
influenced by the municipality at most as well asall taxes
(i.e., taxes attributed by laws to local governragmakes up

a very small share in the total budget revenuess Tdct
indicates that the financial independence of théiys
municipality is rather limited. The budget struewf Vilnius
city in 2010 is represented in Fig. 4 (in percea)ag
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34% O Local taxes

42% B Inhabitant's income tax
O Other income
O Property income

B Subsidies

12% 10%

Source: http://www.vilnius.It/newvilniusweb/indekyp/233/?itemID=1098

Figure 4. Budget revenue structure of the Vilnius municigatit2010

We see that subsidies and inhabitants’ income ke t
cannot be influenced by the municipality make upo7d all
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needs to be started from the legalization of loeades,
passing the corresponding law. Today there arecaitlitions
for the property tax to become the basic localitaxithuania
(including the ground). As shown by an expert, tiaxaof
the real estate of inhabitants used only for businbad
insignificant influence. Therefore, it is necess&ryexpand
the base of taxes and to change the tariffs. Toehd, it is
necessary to charge all the property belonging; tmiegal,
and natural persons under the property right. Gndtiher
hand, it is necessary to determine the maximunmgedf the
nontaxable property in order that inhabitants, hg\a small
or average property, could avoid the tax. With ghewth of

income of budget. Only 24% of budget revenues can Rne Jiving level, this ceiling could be reduced.eThalue of

influenced by the municipality to a larger or sraalextent.
The main taxes, attributed to local governmentsalns that
can be treated as local, include real estate, groamd
inherited property taxes as well as that staterahtasources
and environment pollution. The share of all propdetxes
(real estate, ground, inheritance) in the Vilniugddet in
2010 made up 12% of the total budget revenues.,Tthes
share of all the rest local taxes in the Vilniusiget in 2010
comprised only 2% of the total budget revenue.
Comparing the structure of Vilnius municipality med in

2010 and 2007 (Fig. 4 and Fig. 5) we can see timabtidget
structure in principle insignificantly differs befoand after
the economic crisis. Subsidies of the state bu(Rfe£6) and
inhabitants’ income tax (48 %) make up a considerahare
of the Vilnius municipality budget revenues in 20630.

O Local taxes

B Inhabitants' income tax
OOtherincome

O Property income

B Subsidies

3%

Source: http://www.vilnius.lt/newvilniusweb/indexyp/52/?itemID=29

Figure 5. Budget revenue structure of the Vilnius munictgati 2007

6. Opportunities to Develop the
Institution of Local Taxes in
Lithuania

As it has been shown in the modern democratic ciasnt
the institution of local taxes is developed enougital taxes
in the budgets of local governments of foreign ddas
make up a significant share of income and are ilegrhlby
the laws. Meanwhile, in the laws of Lithuania, #és no
definition of the concept of local taxes. On thhesthand, a
certain part of tax income is assigned to localdedsl by the
laws of the Republic of Lithuania and other legetsa The
taxes assigned to local governments (exceptinintreame of
inhabitants’ tax) can be treated as local in soemss, but the
rights of self-governing to influence their amourdse
insufficient.

We think that strengthening of the institution o4l taxes

property, exceeding the nontaxable amount, is takgd
decision of the council of the local governmentwtiuld be
expedient to introduce taxes on the property ofdjcal

persons and luxury property of inhabitants as |deaks.
Realization of these proposals would not refehsrajority
of inhabitants, but it would have a positive effext the
income of budgets of local governments. On the roltiaed,
these means would also have a positive side effeittey
would help settle the market of the real estatet tka
obviously distorted today in Lithuania.

In the light of experience of the countries of made
democracy, it would be expedient to treat a partthad
inhabitants’ income tax, transferable to the buslg#tlocal
governments, as a local tax with the right of tleal
government to change the tariffs within the linsigt by laws.
Since the share of the inhabitants’ income taxsfierable to
the local government, makes up a significant sbamecome
of their budgets, such local taxes would essentiedpand
the financial independence of the local governments

The input of some smaller-sized taxes is possibtay.
The taxation of vehicles, parked in the streets@ndt yards,
even in the largest cities of Lithuania would befuk in
many cases. Such a tax would not only supplemeat
income of budgets, but also allow us to solve ttublem of
transport congestion in cities without any expeagivojects
as well as would reduce the air pollution and noigwaus, the
living conditions in the cities would improve inishway and
affect the health of inhabitants positively.

Thus, the present conditions in Lithuania allowtausolve
the problem of financial independence of self —agaance
in principle by consolidating and expanding thetitnson of
local taxes corresponding to the European levelth@rother
hand, the degree of such independence should efsnd on
some specific conditions. The financial independent a
local government is only a condition for an inceeas the
efficiency of economy of public sector. The fulfilent of
this condition also depends on how effectively financial
resources of the local government are used, whsthraeans
that qualification of local government workers ahe level
of corruption are important as well.

7. Conclusions

The analysis of budget structures in

Lithuanian
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municipalities has showed that subsidies and inhats’
income tax comprise the largest share of municipaiget
income. Meanwhile, the local taxes and non-tax rimeo
comprise but an insignificant share in the totalnioipality
budgets revenues. Such a situation displays a kyveg of
financial independence of the Lithuanian municigedi in
comparison with other democratic states of Weskenmope.

The institute of local taxes in Lithuania can bealeped

and strengthened by legalization of local taxes thg

corresponding law, legalization of the real estate as the
main local tax by expanding its base and the rigiitcal

governments to set their own tariffs within statytimits,

and legalization of new local taxes, for examphe, taxes on
the property of legal persons and on the luxurypprty of
natural persons.
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