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Introduction

Development of democratic principles in
European countries also stimulates decentraliza-
tion processes in the sphere of state control by
delegating ever greater part of public affairs man-
agement to local government institutions and
enhancing thereby their significance in state con-
trol. The European Charter of Local Self-Gov-
ernment (1985) states that local government in-
stitutions make a basis for any democratic system
The fundamental principle of democracy is the
right of citizens to participate in the management
of public affairs and it can be put into practice
most efficiently through local government insti-
tutions.

Local government means that local authori-
ties, within the limits established by law, have the

right and capability to manage and control a part
of public affairs in the interests of local popula-
tion, taking the whole responsibility. Local au-
thorities have the right to accomplish the func-
tions delegated by central or regional authorities,
at their own discretion and taking into consider-
ation local conditions. These statements also re-
fer to the economic sphere and their realization
would allow an increase in the economic effec-
tiveness of local government (Stiglitz, 2000; Fis-
cal Federalism and State-Local Finance, 1998).

The decentralization process, based on the
mentioned principles, in the economic sphere
takes the shape of the so-called fiscal decentrali-
zation. The fiscal decentralization is conceived as
enhancement of financial independence of local
authorities, by delimiting the functions of the lo-
cal and central authorities in the public economic
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sector, and by allocating appropriately financial
resources to pursue these functions. The economic
foundation of such decentralization is enhance-
ment of the efficiency of the public economic sec-
tor. A centralized supply of standard goods dis-
regarding a specific character of individual regions
of a country and a variety of the needs of social
groups conditions its inadequacy to the needs of
society. In this case, decentralization of the pub-
lic sector will stimulate economic efficiency by
establishing more favorable conditions to supply
public goods such that meet the consumers’ needs
best.

Thus, the economy of the public sector should
be based on the following principle. These public
goods in terms of which there is no distinct social
differentiation, i.e., that is equally indispensable
for the whole population of a country and in the
production of which the scale economy effect
widely manifests itself, should be supplied cen-
trally. Meanwhile the public goods which expresses
differentiated needs, i.e., is of benefit only to the
local community, should be supplied on the local
scale. Realization of this principle would allow a
rational distribution of functions and appropri-
ate financial resources among separate control
levels and would ensure efficient functioning of
the public economic sector.

The concept of fiscal decentralization, based
on delimitation of the competence of central and
local authorities, also influences an adequate
public finance structure, in which each control
level should have sufficient income sources to put
into reality the functions assigned to it. This fi-
nancial structure provides the ascription of tax
sources and financial subsidies to local budgets
as well as a borrowing opportunity to local au-
thorities.

The distribution of taxes between central and
local authorities levels is grounded by the fact that
granting the power of the whole or a major part
of taxation to the government is not effective,
because fiscal independence and responsibility of
local authorities is limited. In the European Char-
ter of Local Self-Government it is indicated that
local authorities (should) get at least a part of
financial resources from local taxes and levies. On
the other hand, granting of too much autonomy
to local authorities may also be unacceptable in
terms of macroeconomic stability and effective
distribution of social resources.

1. The principle of fiscal decentralization
and its realization in the public sector
of Lithuanian’s economics

At the present time there are 60 local gov-
ernment institutions in Lithuania whose self-gov-

erning right is secured by the Constitution and
other laws of the Republic of Lithuanian (LR).
Despite that the political and administrative
mechanism is decentralized in Lithuania, it is de-
centralization of public finances (fiscal decentra-
lization) that raises some problems. Meanwhile
the real self-government will be attained only in
case an adequate decentralization has been real-
ized in all other spheres, including the financial
sphere. Actually, a self-governing institution is
independent as much as it can freely dispose of
the available financial resources. Based on decen-
tralization principles of the political and admin-
istrative system of the country, the competence
and functions of state and local government in-
stitutions have been delimited, however, these
functions were redistributed and corrected more
than once.

In the law on local government valid at
present in LR (2000), local authority functions
are strictly defined and according to decision
making freedom they are divided into: indepen-
dent, ascribed (insufficiently independent), state
(relegated by state to municipalities for execu-
tion), and conventional. The first three are most
important in terms of financial analysis. To per-
form the functions of local government, respec-
tive financial resources are necessary by which it
could dispose to a higher or lower degree of in-
dependence, dependent on the group of func-
tions performed. The LR laws on budget struc-
ture (2004) and on local government (2000) de-
fine their financial resources that could be split
into tax and non-tax income and state budget
subsidies. Local authorities may also use bank
credits, take and give loans in the order estab-
lished by law. All the financial resources of local
authorities are counted up in local authority bud-
gets that according to the LR Constitution and
the budget structure law are independent, as well
as in non-budgetary funds. The main municipal
means are accumulated in local authority budget,
whereas only a small share of them falls on non-
budgetary funds. The origin of non-budgetary
funds is related with the aspiration of local gov-
ernment to freely dispose of additional income
not including it into the budget. Lately, however,
the number and significance of non-budgetary
funds are decreasing by consolidating them with
the municipal budget and intensifying their check
up. Utilization of non-budgetary means is usually
not discussed by the common council, therefore
their status is questionable.

The means accumulated in local government
budgets may not be assigned to the purposes other
than that ascribed by laws, to realize their func-
tions and execute projects. Independent munici-
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pal functions are financed at most by tax-and non-
tax income of local government. Execution of state
and a part of ascribed functions as well as projects
of the Seimas and Government are financed by
state budget grants of special purpose.

In view of the fact that the European Char-
ter of Local Government declares the right for
local authorities to set up associations that advo-
cate their interests, in 1995 the Association of
Lithuanian local authorities was founded. This
association encompasses all the 60 local authori-
ties of Lithuania. The practice corroborated that
the activity of the Association of Lithuanian lo-
cal authorities had a positive influence on con-
solidation of the financial situation of Lithuanian
local authorities.

2. Budgets of local authorities and the
principles of their formation

The National budget of the Republic of
Lithuania is comprised of the state budget and of
independent budgets of local authorities. The
latter have to be balanced. Lithuanian legal acts
set the following kinds of budget receipts for lo-
cal authorities:

– tax revenue comprised of taxes assigned to
local authorities and part of common taxes
set by law,

– non-tax revenue received from the prop-
erty of a local authority, local levies, fines,
and other non-tax sources,

– grants of the state budget, allotted for
equalizing the differences of income and
expenditure among local authorities and for
performing the functions relegated by state.

The first two kinds of income can be rela-
tively called as the own income of local authori-
ties, while the third one is the sum of funds
favoured by state, the unutilized balance of which
is to be returned to the state budget at the end of
a year. The own resources of Lithuanian local
authorities do not quite correspond to their con-
ception. In the optimal case, the own resources
are that the raising of which completely depends
on the decisions of local government, other than
in foreign local authorities actually there are no
such resources in the budgets of Lithuanian local
authorities. Lithuanian authorities have limited
possibilities to control this kind of resources.

The practice, that the state budget funds,
unutilized by local authorities, are to be returned
back to the state budget at the end of a year, has
its own drawbacks. Such a practice compels local
authorities to spend all the money remitted to
them from the state budget, because at the end
of a budgetary year the unutilized part of it will

be inevitably lost. This kind of expenditure of lo-
cal authorities is not always economically reason-
able. Presumably it would be more reasonable to
leave the untapped state budget funds for local
authorities if they plan to use them rationally.

As mentioned above, budgets of local au-
thorities have to be formed without deficit, i.e.,
expenditure should not exceed revenues. Inspite
of the fact what part of budget income is its own,
each local authority is under an obligation, set by
law, to undertake functions committed to them.
Appropriations for local authorities can be used
only to carry out the state functions devolved by
law to local authorities as well as to pursue the
programmes approved of the common councils.

In case a local authority fails to balance its
budget, according to the order set by the Govern-
ment, (Decision No. 110 of LR Government, 2001)
it can raise short-term and long-term inside or
foreign credits. These loans may not exceed the
norms set by law. The loams are permissible only
in line with the decision of the common council
and only in the case there is a lack of funds for:

– financing investment projects of a local au-
thority (long-term loans),

– covering temporary shortage of money if
the current asset is insufficient (short-term
loans).

The general borrowing limits set by law for
local authorities are as follows: for municipalities
of large cities - Vilnius and Kaunas - 50%, and
for the rest ones – 35% of the own budgetary
resources approved of a local authority for the
current year. The limit to finance investment
projects is 3% of the same income set on pro-
posal of the Association of Lithuanian local au-
thorities since January 1, 2005. The Seimas of
Lithuania has increased borrowing opportunities
for smaller local authorities. The borrowing lim-
its for local authorities which pursue investment
projects financed from the EU resources were in-
creased from 3% to 6%. This privilege was not
granted to Kaunas and Vilnius municipalities,
because their financial conditions are better as
compared with the others.

The process of designing budgets of local
authorities is rather complicated and it is regula-
ted by some legal acts, e.g., (The law of the bud-
get structure of LR, 2004; The law of the meth-
ods for determining local authority budged in-
come, 2001; Decision No. 543 of LR Government,
2001). The draft budget is prepared by executive
institutions of local authorities, i.e. by adminis-
tration managers of local authorities. One of the
main legal acts on the basis of which the budget
of a local authority is formed is the Law on the
budget structure of LR It says that “draft budgets
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are prepared by executive institutions of local au-
thorities based on the budget structure and other
laws and financial indicators of local authority bud-
gets approved of the Seimas, on State statistics data,
social and economic programmes, and on the
programmes and draft estimates of budget appro-
priation managers of local authorities.”

Though the Seimas approves the state and
local authorities budgets only for the current year,
the state draft budget is designed for three years.
This order of the budget structure ensures the
succession of realization of the state strategy pur-
poses, The state and local authorities budgets are
based on the programmed principle as budgetary
financing is allotted for pursuing the projects
approved. The Ministry of Finance of LR pre-
pares and coordinates the state budget. The Rules
for the state and local authorities budget struc-
ture and execution (Decision No. 543 of LR Gov-
ernment, 2001) define that the Ministry of Finance
provides macroeconomic and fiscal prognoses on
the basis of which the Government confirms pre-
liminary indicators of the National budget for
three years. At the same time the maximal sum of
appropriation from the state budget for 3 years is
determined with regard to which the local authori-
ties can plan their own budget.

On the other hand, in designing their draft
budgets, the local authorities must observe the
financial indices for local authorities budgets for
a particular year approved of the Seimas. Accord-
ing to the law on the state budget structure , the
Government must submit a draft of financial in-
dicators for a particular year no later than 75 days
before the end of the budgetary year. In turn, the
Seimas has to approve it in two weeks before the
end of the budgetary year. The same law states
that the common councils of local authorities have
to confirm their budgets no later than in two
months after approving financial indicators of the
state and local authorities budgets. Thus, rather
strict time limits are set for local authorities to
adjust and coordinate financial indicators of their
budgets with that approved of the Seimas. If a
local authority fails to confirm its budget before
the end of the budgetary year, then at the end of
the next year its activities are limited and it is per-
mitted only to pursue successive obligations and
to cover debts. However, the such of resources
allotted for that cannot exceed 1/12 of the last
year’s budget. Thus, through no fault of a local
authority, because a fortnight is too short a pe-
riod to adjust the financial funds of a local au-
thority but also execusion of their functions can
be limited.

Following the requirements of the law, a lo-
cal authority has to submit to the Ministry of fi-

nance not only approved budgets, but also the
estimate of the privatization fund.

3. Estimation of the level of finance
system decentralization of the country

 When analyzing the financial system of lo-
cal authorities, it is important to establish what is
the level of finance system decentralization of the
country. The level of fiscal decentralization of the
finance system characterizes the independence
degree of local authorities. The main decentrali-
zation criteria are the share of expenditure of lo-
cal authorities in the gross domestic product
(GDP) and in the national budget. Variation of
both these indices, expressed by percents, in the
period of 1999-2004 is illustrated in Chart 1. The
share of local authorities expenditure in the na-
tional budget was constantly diminishing (in 1999,
it exceeded 35%, while in 2004, it didn’t reach
25%). However, this index is rather high and tes-
tifies a high degree of fiscal decentralization. The
share of local authorities in the GDP was also di-
minishing, though slightly, i.e., from 7.6% in 1999,
up to 6.2% in 2004. Opposite to the first index,
this index shows a low level of fiscal decentraliza-
tion in the finance system of the country.

Thus, the ratio of expenditure of municipal
budgets with that of the national budget illus-
trates a high level of decentralization that can be
reached in the countries of real self-government.
Meanwhile the other index shows a great finan-
cial dependence of local authorities on the cen-
tral authorities. This virtual contradiction can be
elucidated by analyzing the revenues of local au-
thorities budgets. The structure of revenues of
local authorities budgets, i.e., the ratio between
the state budget grants and their own revenues,

Chart 1. Ratio of Expenditures of Municipal Budgets with
GDP and with Expenditures of the National Budget (%)

in 1999–2005

Source: [Data of the Ministry of Finance of the Re-
public of Lithuania].
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also reflects the financial independence level of
local authorities. The analysis follows in the next
section.

4. Expenditure and revenue analysis of
local authorities budgets

The dynamics of local authorities budget ex-
penditure in the period of 1999-2004 according
to rough indicators is shown in Chart 2.

According the provided data it is obvious that
the largest share of municipal financial means is
allocated to the social sphere. During 1999-2004,
about 80% of municipal budget expenditures we-
re allocated for socio-cultural institutions and
measures thereof. The biggest share of financial
means allotted for the social sphere is allocated
for education. This tendency corresponds to ten-
dencies other countries of EU. Less expenditure
was allocated for other spheres and municipal eco-
nomy and its shares in municipal budgets are
rather constant.

All the three kinds of income-tax income:
non-tax income, and subsidies – in local govern-
ment budgets have a different comparative weight.
Tax income and subsidies comprise the largest
share of municipal budget income. Meanwhile non-
tax income, which can be mostly influenced by
local authorities, comprises but an insignificante
share of all the income of local authorities and
its significance is not great. Up till 2002, the larg-
est share of municipal income was comprised of
tax income which in 1999 totaled about 94% of
the total budget income of local authorities.

Chart 2. Expenditures of Municipal Budgets (%)
in 1999–2005

Source: [Data of the Ministry of Finance of the Re-
public of Lithuania].

Having changed the state policy in the finan-
cial sphere and passed the appropriate legal acts,
since 2002 the share of tax income in municipal
budgets has considerably diminished (up to 40%),
whereas the share of state budget subsidies has

grown almost up to 60% of the total local gov-
ernment income. Since subsidies are related with
more rigid obligations of local authorities, we can
state shat financial independence of local authori-
ties has decreased, and fiscal centralism of the
country increased (Chart 3).

So the volume of state grants for local au-
thorities budgets has considerably grown since
2002 and it comprises the major share of revenues
of local authorities budgets. Subsidies assigned
to Lithuanian local authorities in the period 2002-
2004 make up 57% on the average, i.e., more than
half of their total revenues. This fact testifies
rather a low level of fiscal decentralization in the
country. However, in this respect Lithuania is not
much an exception among other EU countries.
(Finance, 2004).True, Lithuania differs a great
deal from Estonia whose local authorities get
hardly 30% of state subsidies make up about 15%
of total municipal revenues. On the other hand,
LR is approximately at the same level as Belgium,
and, in this respect, she outstrips developed
democratic countries such as Italy, Luxemburg, or
Ireland (Chart 4).

Chart 4. The Average Ratio Between own Revenues and State
Susbsides (in percents) of Local Authorities of Some

European Countries

The analysis of finance system of lithuanian local authorities

Chart 3. Revenues of Municipal Budgets (%) in 1999–2005

Source: [Data of the Ministry of Finance of the Re-
public of Lithuania].
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The analysis illustrates that decentralization
is realized in Lithuania only on the administra-
tive level, while financial independence of local
authorities is not only undeveloped, but even cons-
tructed. Therefore decentralization in Lithuania
should be treated rather as deconcentration, i.e.,
relegation of a part of state functions to local
authorities, financing them thereby from the state
budget. Fiscal decentralization, however, need
not be treated as the undoubtful good, in order
that it could be developed, local authorities
should also be adequately ready. Meanwhile, in
Lithuanian municipalities or local authorities
there is rather a high level of corruption, and their
capabilities to efficiently manage a local house-
hold are rather doubtful at the current moment.

We can conditionally divide tax income of
local government into dividing subdivided tax, i.e.,
income tax of residents and taxes ascribed by laws
to the budgets of local government - these are
taxes on real estate, land, state land and water
reservoirs of the internal state water fund, rent,
stamp (up till January 1, 2001) inheritable prop-
erty and market taxes.

Territorial state tax inspections transfer to
municipal budgets all tax revenue allocated to
them. Meanwhile, the transfer of the shared in-
come tax of residents is more complex. The prac-
tice of distribution of income tax of residents is
determined by the law on the methods for deter-
mining local authority budget income.

Municipalities of Vilnius, Kaunas, Klaipëda,
Palanga, Panevëþys, Šiauliai and Maþeikiai region
are allocated only part of the collected income
tax of residents which is indicated in the annex of
the law on the methods for determining local
authority budget income (2001). Other munici-
palities receive 100 % of the tax. In the above-
mentioned 7 municipalities, where the revenues
received from the income tax of residents for one
person are higher than average, the deducted
share of the income tax of residents is transferred
to the State Treasury.

Article 9, part 3 of the European Charter of
Local Self-Government states that “part at least
of the financial resources of local authorities shall
derive from local taxes and charges of which,
within the limits of statute, they have the power
to determine the rate”. However, Lithuanian laws
do not give the definition of local taxes. Taxes
attributed to municipalities (except income tax for
residents) may be regarded as local but the rights
of municipalities to influence the amount of taxes
are weak, they can only reduce tax tariffs or ex-
empt from them on the account of budget. Ho-
wever, it does not play an important role in mu-
nicipal budgets, because the essence of the prob-
lem is not the fact that municipalities have weak

rights to determine the amount of attributed taxes,
but the fact that these taxes comprise a small share
of municipal budget as it is illustrated in Chart 5.

The property tax is indicated separately in
Chart 4, because it provides the highest income
for municipal budget in comparison to other taxes
attributed to municipalities. Though its share is
constantly growing in municipal budgets, it does
not exceed 10%.

The law, adopted by the LR Seimas on taxa-
tion of real estate used for commercial activities
has expanded financial opportunities of local
authorities.This law has become valid since 1 Janu-
ary, 2006. According to this law only the real es-
tate used for commercial activity was taxed, while
residential premises, garden homes the like were
not taxed. The maximal limit of the tax rate in
1% of the property value. Local authorities have
the right to diminish this tax or to exempt it at
all, but this way they would decrease receipts in
their budgets. In line with the law, all the income
of this tax has to get into the budget of local au-
thorities, and it may be rather considerable.

A more detailed analysis of expenditure and
revenues of local authorities budgets is presented
in (Davulis, 2004).

5. Principles of equalization of tax
income of local authorities

After signing the Association agreement,
Lithuania is committed to observe the Reco-
mmendation R(91)4 of the Committee of Minis-
ters of the Council of Europe on “The Equaliza-
tion of Resources Between Local Authorities
(1995). Most important is to establish the system
of local authority‘s financing which would allow
us to equalize financial capacities of local authori-

Chart 5. Tax Revenues in Municipal Budgets (%)
During 1999–2005

Source: [Data of the Ministry of Finance of the Re-
public of Lithuania].
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ties in order to enable them to provide services of
the same level, scope and quality. Recommenda-
tion of the Council of Europe highlights that, in
order to estimate needs of financial means, it is
necessary to take into account demographic, so-
cial, economic and other indicators of every mu-
nicipality which determine the amount of munici-
pal expenditure for different functions.

To implement the provisions of the Council
of Europe recommendation, the Denmark’s
model of equalization of fiscal (tax) capacities
between local authorities, which embraces equal-
ization of expenditure needs, has been applied in
Lithuania since 1998. The present model of equal-
ization of fiscal capacities between local authori-
ties is determined by the law on the methods for
determining local authority budget income and it
was applied for the first time when drafting the
project of the Law on the Approval of the Finan-
cial Indicators of the State Budget and Munici-
pal Budgets. Financial recourses transferred to
the State Treasury by the municipalities - donors
are used to equalize fiscal recourses of munici-
palities. As mentioned above, a certain percent-
age of income tax of residents transferred to the
State Treasury does not originate from all mu-
nicipalities but only from seven municipalities.
Namely, this percentage of income tax of residents
of seven municipalities – donors, which is trans-
ferred to the State Treasury, is redistributed to
equalize the difference conditioned by the fac-
tors beyond the control of the municipalities in
the income tax of residents and the structure of
expenditure of the rest 53 municipalities.

Municipalities, which receive lower revenues
than average from the income tax of residents for
one person, get the support through the income
tax of residence, which is in the State Treasury.
The supported municipality gets an equal part/
share of difference, which is comprised of last
month’s actual average revenue from the income
tax of residents for one inhabitant in all munici-
palities and last month’s actual revenue from the
income tax of residents for one municipality’s in-
habitant. The share allocated to a municipality
to equalize the income tax of residents is esti-
mated according to the formulas in the law on
the methods for determining local authority bud-
get income

6. Subsidies for local government and
borrowing opportunities

The main state budget subsidies are the gen-
eral state budget subsidies and that for special
purpose. In addition, if the Seimas or Govern-
ment make decisions due to which income and

expenditure of local government budgets change,
a compensation of the general subsidy from the
state budget is granted. The order of counting,
approval, and transference of all these subsidies
to municipal budget is established in the law of
on the local government budget income deter-
mining methods. The general subsidy from the
state budget is granted in case it has been fore-
casted a lack of means on the State treasury ac-
count necessary for local government budgets to
equalize differences between income tax and ex-
penditure structure of the residents of munici-
palities.

The greater share of state budget subsidies is
comprised of special fiscal subsidies to finance the
functions relegated by the state to local govern-
ment. The size of subsidies to municipalities is
approved by the law of financial indicator ap-
proval of the state budget and municipal budgets
for a respective budgetary year. Relatively great
volumes of special purpose subsidies limit finan-
cial independence of local government. The fact
that objective appropriations comprise more than
a half of municipal budget revenue testifies the
establishment of fiscal centralization. Though le-
gal acts in force declare independence of munici-
palities to draw up, approve and implement their
budget, the reality is very different. State govern-
ment does not take into account the fact that
decentralization of government/public manage-
ment is impossible without allocation of financial
resources to every level of government because
only financial independence insures complete self-
government. Separation of budgets on the level
of state, region and local authorities allows pay-
ing attention to direct functions without coordi-
nating decisions with bureaucratic mechanism. The
more appropriations from the state are allocated
the stronger the doubling of functions and con-
trol over their implementation.

An opportunity to borrow is also one of the
financial independence indicators of local gov-
ernment. The legal acts of LR provide such an
opportunity for local authorities (Decision No.
110 of LR Government, 2001). Though the limits
of municipal borrowing have been formally in-
creased in recent years, in reality they did not in-
crease, since municipal budget income by which
these limits are calculated, decreased. However,
namely long-term loans are the main source of
means by which investment projects of local gov-
ernment are financed. Legalization of municipal
securities emission would extend the opportuni-
ties for municipalities to finance investment
projects. However, only the largest municipalities
of the country could actually make use of such an
opportunity.

The analysis of finance system of lithuanian local authorities
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The European Charter of Local Self-Govern-
ment requires that financial resources of local
authorities are proportional to their responsibil-
ity defined by the Constitution and laws. Munici-
pal revenues are not adequate to expenditures
for the implementation of independent munici-
pal functions. Thus principles of financial equal-
ization and concomitant financing are violated.
The first principle is established in the article 9
of the European Charter of Local Self-Govern-
ment: “Local authorities’ financial resources shall
be commensurate with the responsibilities pro-
vided for by the constitution and law” and finan-
cial system on which resources available to local
authorities are based shall be of a sufficiently di-
versified nature to enable them to keep pace with
the real evolution of the cost of carrying out their
tasks. Principle of concomitant financing estab-
lished in the recommendation nr. 79 (2000) and
Nr. 87 (2001) of the Congress of the Local and
Regional Authorities of Europe which highlights
that: “when new responsibilities are transferred
and/or delegated to local authorities, adequate
financial resources to carry them out must also be
provided“. The investigation has shown that this
principle is violated in Lithuania. Despite that
the volume of public affairs, charged to be man-
aged by local authorities, is constantly increasing,
unfortunately, local authorities do not receive
adequate financing. This fact is corroborated by
constant debts of local government.

7. Non-budgetary funds of the state and
local authorities and their development

Non-budgetary funds are a part of the sate
finance system. These funds are raised and con-
trolled by organizations of various state control
levels. According to control levels, non-budget-
ary funds in Lithuania are divided into state and
local ones, i.e., that of local authorities. Accord-
ing to functional purpose, non-budgetary funds
of local authorities can be divided into the funds
of economic, social nature and that related with
nature protection. Resources of non-budgetary
funds are made separately from the budget out
of revenues defines by various standard acts. Ex-
penditures of these funds are of special purpose
and may not be used unproperly. Thus, the main
purpose of non-budgetary funds is financing of
objective means using special purpose discounts
and other sources of funds. The presence of an
objective purpose in raising revenues and plan-
ning expenditure is an advantage of these funds,
because these are the resources meant for a par-
ticular domain that can be expanded or straitened
by the very state control subject. Consequently,

the use of purposive funds enhances the self-de-
pendence of local authorities. However, after pro-
ceeding to program budgeting of local authorities,
this advantage diminishes. The activities of non-
budgetary funds is regulated by the rules of funds
approved of the common councils of local authori-
ties.

Utilization of non-budgetary funds is esti-
mated controversially. Some state that less regu-
lated and less controlled non-budgetary funds can
be used much more supply, operatively and more
efficiently than budget means. Others maintain
that utilization of non-budgetary funds weakens
the financial discipline and establishes conditions
to waste money out of control. Of late a tendency
closer to the second case is observed in Lithuania.

In 1992, there were only 4 non-budgetary
funds of state interest. However due to rather an
alluring opportunity to mange resources here more
liberally in comparison to that of the budget, ever
more and more arguments emerged in favour of
establishing a new non-budgetary fund. So in 1995,
there were already 11 state non-budgetary funds
and their number is uniformly increasing. In 1998-
1999, the number of various non-budgetary funds
and accounts amounts up to 30. Ever more inc-
reasing amount of funds caused a worry of the
state authorities. All the more that with an in-
crease in number of non-budgetary funds, the
share of the National budget in the consolidated
budget was decreasing as well. In 1999, only a little
more than half (54.5%) of the total expenditures
of the country was allocated through the national
budget. Thus, almost half of the total expenditu-
res of the country are in fact uncontrolled by state,
This situation was altered a bit by the law of the
LR budget structure of new edition, passed in
2000. It explicitly indicates that both taxes and
other kind of levies can be reallocated only
through the national budget, state social insur-
ance fund and that of obligatory health insurance
that are approved by particular laws, as well as
the privatization fund and Ignalina’s power plant
exploatation stoppage fund the estimated re-
sources of which are confirmed by the state bud-
get law for a particular year. As a result only 4
non-budgetary funds remained in 2000. All the
rest were eliminated or reorganized as special
projects of the state budget.

The Amendment of the new LR budget struc-
ture law, passed in 2004 has increased the num-
ber of non-budgetary state funds again by legaliz-
ing the Rest (stabilization) and Cover funds.
Therefore there are 6 non-budgetary state funds
at present.

Since 1997, municipal non-budgetary funds
have come into being. A local authority sets up
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non-budgetary funds in its territory by decision
of its Common council. Such a right is claimed by
the LR law on self-government (2000), which says
that the Common council of a local authority
makes decisions on raising the special-purpose
funds. Each fund of this kind has its own objec-
tive purpose and performs certain functions as-
cribed to it. The right, granted to self-government
institutions to set up such funds, is intercon-
nected with the responsibility for the fund to meet
the requirements of usefulness, economy, and
efficiency. Most frequently a fund is founded with
a view to concentrate the means necessary to per-
form a certain function. The main source of the
fund set to this end usually is the resources allo-
cated from the budget of a local authority. These
functions could also be successfully performed by
using only the budget revenue, however, founda-
tion of a purposive fund ensures a guarantee that
constantly there will be a certain sum of money to
accomplish these functions, and it will not be
taken back at the end of the budgetary year. Also,
this is a way to attract voluntary contributions of
natural persons or legal entities and other receipts.

Redistribution of means between funds is
often used as a source of revenues. Various funds
are able to attract different amounts pf resources.
Some funds survive on the share of taxes, set by
the Government or local levies which ensures
rather constant revenues, others exist with the aid
of voluntary contributions and other deductions
from non-budgetary fund resources. This situa-
tion is due to that only a small share of municipal
revenues can be treated as non-budgetary re-
sources, and new powers to use tax- and non-tax
revenues for the needs provided in the budget
were not delegated to local authorities.

When founding a fund, the common council
of a local authority approves the fund regulations
by its decision. These regulations provide the fund
founding objective and its purpose the founder,
sources of means, the order of their remittance
to the fund and utilization, terms of liquidation
and outcome caused by that.

Thus, following the Law on local self-govern-
ment in LR (2000), the common council of each
local authority itself makes decisions on the foun-
dation of non-budgetary funds in its territory.
Since different local authorities can found dif-
ferent funds at their own discretion, we shall ana-
lyze non-budgetary funds only of the largest
Vilnius city municipality. The Vilnius city munici-
pality had founded quite a large number of non-
budgetary funds, but the majority of them were
liquidated in the course of time. Among the most

important non-budgetary funds of the Vilnius
municipality are:

– the health fund, the resources of which are
aimed at financing health care programmes
of municipal residents as well as at support-
ing the organizations that defend public
health interests;

– the nature protection fund, meant for fi-
nancing nature protection means;

– the special-purpose fund, regulating the use
of resources meant for State demesne plots
of nonagricultural purpose as well as non-
residential buildings and premises. The title
of this fund defines its purpose and sources
of means;

– the privatization fund, the main source of
means of which consists of receipts received
from privatization transactions. Resources
of this fund are used for the lodging fund
and maintenance of nonresidential build-
ings and premises, for financing investment
and privatization projects, for expanding
the city engineering infrastructure, support-
ing petty and middle business, and for finan-
cing overhaul and maintenance of the city.

All these funds were set up in 1998-199 and
remained up till now except the special-purpose
fund that was reorganized into the Vilnius city
development fund in 2000 by the decision of the
Vilnius city council. The most important of these
budgetary funds is the privatization fund. The
resources of which were constantly growing. As
early as 1999, its resources made up more than
half total resources (54%) of non-budgetary funds,
22% of total resources belonged to the nature
protection fund, 17% to the special-purpose fund,
and only 7% to the health fund. Non-budgetary
funds of Vilnius municipality comprised about
10% as compared to the local authority budget,
and in 2003 even 12%. So, not so poor resources
were accumulated in non-budgetary funds of
Vilnius city municipality.

Though the Law on LR budget structure of
2000 has drastically reformed state non-budget-
ary funds, such funds of local authorities are not
mentioned in it. However, in the 2004 version of
this law only the privatization funds of local au-
thorities are directly validated. Since 2005 the
Ministry of finance of LR has required from local
authorities to submit only the estimate of the
privatization fund together with the draft budget
to be approved. It means that other non-budget-
ary funds of local authorities are not tolerated
and must be eliminated or reorganized into spe-
cial programmes.
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8. The necessary decisions to improve the
economy efficiency of local authorities

The research has proved that financial inde-
pendence of Lithuanian local government is in-
sufficient and lags behind the European level. On
the other hand, fiscal decentralization is limited
by objective reasons: the majority of the country’s
municipalities, compared to any European coun-
try, are small and weak financially, they could not
do without state support, and not all our munici-
palities have a potential of sufficiently qualified
specialists so as to effectively handle their finan-
cial resources. The level of corruption should also
be taken into consideration. There are no doubts
that after Lithuania has become a member of EU,
financial independence of local government
should extend up to some extent, taking into con-
sideration the objective reasons indicated above,
because too great decentralization may condition
a non-uniform regional development of the coun-
try. We will have to inevitably carry out the re-
quirements of the European Charter on local
government: to legalize local taxes and to ensure
adequate financing for the functions relegated
by the state to local government.

The major factors for expanding financial
independence of local authorities are: legaliza-
tion of local tax institute, replacement of a part
of special purpose subsidies by the general ones,
by respectively distributing municipal functions,
and expansion of borrowing opportunities for lo-
cal authorities. At the same time, a correspond-
ing financial control mechanism should be pro-
vided that will guarantee a rational use of mu-
nicipal means.

Taxes assigned to local authorities at present,
should be legalized as local ones. Maybe, their
maximal amount should be limited by laws. Other
kinds of tax ought also to be introduced, for in-
stance, one of the major local taxes could be the
property tax with a progressive tax rate the lower
bound of which, i.e., the minimal size of property
from which this tax is to be calculated, would be
defined by law. Instead od dividing tax it would
be more reasonable to introduce two-rate taxes.
Determination of more flexible barrowing limits
in view of the real situation and financial capac-
ity would facilitate the development of financial
independence of local authorities. For some of
the major municipalities, e.g. Vilnius city munici-
pality, a possibility of emitting municipal bonds
should be legalized. Many large cities of Euro-
pean countries have such a possibility. This would
offer another chance to execute and provide means
necessary for municipal investment projects. We
should also discuss an opportunity to take over

the experience of some foreign countries where
municipalities form investment budget side by side
with the current budget, which will accumulate
the means for the implementation of long-term
investment projects.

The necessary condition to improve the fi-
nancial state of local government is utilization of
the means of European structural funds to finance
investment projects and to develop small and
medium business. To use such an opportunity, the
state should encourage and facilitate local au-
thorities (e.g., by improving employee’s qualifi-
cation), and especially the local authorities them-
selves should be ready for that. However, the key
reason, that limits the capacity both of the state
and municipal budgets as well as opportunities to
extend fiscal independence, is too liberal state
policy especially in the sphere of taxes due to
which too much money undeservedly fall on large
capital, and the state loses opportunity to influ-
ence the growth of social welfare more consider-
ably.

Conclusions

The principle programmed budget structure,
realized in Lithuania both on the state and mu-
nicipal levels, enabled us to reform the finance
system of self-government. One of the outcomes
of this reform is a radical decrease in number of
non-budgetary municipal funds which allows us
to strengthen the financial discipline of local au-
thorities.

Though the Lithuanian policy in the finan-
cial field corresponds to the Chart rules of Euro-
pean local authorities, however the principle of
fiscal decentralization and independence of lo-
cal authorities thereby has not yet been realized
onn the level that would meet the requirements
of self-governing. The objective reasons of that
are a too high level of corruption in local authori-
ties as well as insufficient competence of their
institutios and officials. On the other hand, re-
cently introduced law on taxation of real estate,
used for commerce purposes, has expanded finan-
cial opportunities of local authorities because the
tax falls namely on the share of their budgets.
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LIETUVOS SAVIVALDYBIØ FINANSØ SISTEMOS ANALIZË

Gediminas DAVULIS
Mykolo Romerio universitetas

Santrauka. Straipsnyje aptariama Lietuvos savivaldybiø finansø sistema, jos struktûra fiskalinës decentralizacijos
poþiûriu bei jos atitikimas Europos vietos savivaldos chartijos principams. Apraðomi savivaldybiø biudþetø formavimo
principai bei tvarka, analizuojama nebiudþetiniø fondø raida bei jø reikðmë savivaldybiø finansiniam savarankiðkumui.
Nagrinëjama Lietuvos savivaldybiø pajamø ir iðlaidø struktûra bei jø dinamika 1999–2005 m. Aptariamas savivaldybiø
finansiniø iðtekliø iðlyginimo modelis, ádiegtas Lietuvoje, bei ðalies savivaldybiø skolinimosi galimybës. Atlikti tyrimai
parodë, kad programinio biudþeto sudarymo principai sëkmingai ágyvendinami abiem, t. y. valstybës ir savivaldybiø,
lygiais. Taèiau savivaldybiø biudþetø pajamø ir iðlaidø struktûros analizë parodë, kad fiskalinë decentralizacija Lietuvos
vieðajame sektoriuje yra nepakankama. Nors ðalies savivaldybiø biudþetø iðlaidø struktûra yra panaði kaip ir kitose
Europos Sàjungos ðalyse, taèiau valstybës dotacijø dalis savivaldybiø biudþetø pajamose yra pernelyg didelë. Antra
vertus, ir savivaldybiø skolinimosi galimybës yra nepakankamos. Visi ðie veiksniai riboja Lietuvos savivaldybiø
finansiná savarankiðkumà. Straipsnyje pateikiamos rekomendacijos, kaip plëtoti savivaldybiø finansiná savarankiðkumà
ir padidinti jø veiklos efektyvumà.
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