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It is high time the Lithuanian tax system 
started growing the ‘fourth leg’
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Prepared by Investors’  Forum Tax Group

1. „SoDra“
In the majority of most developed countries in the world, 
a participant of the social insurance system can expect to 
receive the benefit, proportionate to the amount of contri-
butions paid during his/her life-time. Therefore, such coun-
tries are used to constructing social insurance systems, 
figuratively speaking, on the following four legs: taxes 
on income, taxes on goods and services, profit tax and 
property tax. The situation in Lithuania is different in the           
sence that it is more complicated to establish a relationship 
between the contributions paid to “SoDra” and the benefits 
received. Furthermore, participation in the social insuran-
ce system basically means one more tax to be paid. It is         
namely the social insurance  tax rather than property tax 
that is the fourth, ‘wobbling leg’ on which the Lithuanian 
tax system rests.  

For quite some time already, representatives of the              
“Investors’ Forum” have been emphasizing the need to 
introduce substantial changes in the Lithuanian social in-
surance system. Regrettably, instead of a serious surgical 
intervention, the measures undertaken during the last twen-
ty years have been restricted to treatment with herbs and 
incantation. 

Quite recently, an important step was made to improve the 
situation. A group of researchers was established (even 
though without a tender) to analyse the experience gained 
in European countries and propose a legal-administrative 
model of tax system to be applied in Lithuania.  The intro-

duction of such a model is aimed at improving industrial re-
lations, employment and state social  insurance regulation. 
This would create objective preconditions for attracting 
more investment and create more jobs. It would also result 
in a more sustainable and transparent state social insurance 
system, guaranteeing adequate benefits for its participants. 

We cherish hope that the conclusions drawn by the                 
researchers group will be duly considered. We also hope 
that they will incorporate the four hereinafter mentioned 
proposals, which have been put forward by “Investors’ Fo-
rum” quite a few times:  

• Collection of “SoDra’s” contributions should be handed 
over to the State Tax Inspectorate (STI). On the one hand, 
such a move would result in reducing “Sodra’s” adminis-
trative costs. On the other hand, STI would be interested    
in equalizing tax regime, bases, submitted  forms and 
data. Accordingly, it would facilitate a reduction of the 
administrative burden on business.

• Integrate the contributions paid by both employer and 
employee and shift the entire amount of contribution on 
the employee, re-calculating the taxes and contribution 
rates accordingly. Such a measure would make the cur-
rently still prevalent arrangements between the employee 
and  employer regarding the ‘envelope’ wage practice 
meaningless. Moreover, this would provide an employee 
with an opportunity to see the actual earnings and the 
amount of both the taxes and contributions paid.

In terms of attractIveness the LIthuanIan tax system Is ahead of many european unIon mem-
ber states. however, It Is stILL LaggIng behInd the other baLtIc states. wIthIn the over-aLL 
rankIng of “payIng taxes 2013” LIthuanIa ranked as 60th Last year, whereas estonIa and La-
tvIa ranked as 50 and 52, respectIveLy. In the pursuIt of attractIng more Investors, the sta-
te shouLd undertake reLevant measures to Improve the IntegrIty of the tax system.  
members of the assocIatIon “Investors’ forum”, whIch unItes the Largest Investors In the 
LIthuanIan economy, IdentIfy the foLLowIng prIorIty areas to be Improved:
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• Set “SoDra” contribution ceilings for all groups of insured 
persons. Such a measure would enhance social justice and 
restore the motivation to participate in the system. Further-
more, such a decision  would significantly reduce the costs 
of high-paying jobs and encourage employers to invest in 
them.

• Abolish heavy sanctions for violations of calculations and 
payment of “SoDra” contributions, make  them consistent 
with other sanctions provided for by the Law on Tax Admi-
nistration.  

2. shadow economy
Lithuania simply has to more efficiently combat informal eco-
nomy. “Investors’ Forum” firmly believes that tangible results 
in this area can only be achieved via the adoption of compre-
hensive measures rather than by implementation of individual 
random measures. 

2.1. the new measures aImed at fIghtIng 
shadow economy
Toward the end of the last year, one of the measures proposed 
by the Government of the Republic of Lithuania and aimed 
to fight against the shadow economy was to limit cash settle-
ment amounts. Unfortunately, the abovementioned proposal 
did not receive the approval of the Seimas (Parliament) of the 
Republic of Lithuania. One can only contemplate whether the 
suggested mechanism of imposing limits on cash settlement 
and its regulation was flawless. Given the increasing scope of 
‘shadow’ economy, it is imperative to introduce some meas- 
ures. Naturally, we supported the proposal to limit cash settle-
ments - such an initiative was already proposed by “Investors’ 
Forum” members a couple of years before. However, we are 
of the opinion that if the lawmakers decided to once again    
raise the question of limiting cash settlements, they should not 
create additional barriers to business operating in a transparent 
manner.

As one of the key institutions in combating shadow econo-
my, State Tax Inspectorate put forward in May a proposal 
to the Government to take the tax administration to a new                          
level and introduce a smart tax administration system (i.MAS). 
We welcome transition to more advanced and state-of-the-art 
techniques aimed at efficient fight against tax evasion. How- 
ever, if a decision is taken to implement this system, which is 
believed to be quite costly both to the state and tax-payers, it 
is necessary to ensure that investments in such techniques will 
deliver the expected result. It should be noted that after the im-
plementation of i.MAS, tax administrator will start to accumu-
late a large amount of information. “Investors’ Forum” urges 
to use this information as efficiently as possible. Hopefully, 
such data will ease the burden of developing statistical reports 
for business. 

With the aim of efficiently combating shadow economy, it is of 
paramount importance to engage the public into this fight. To 
pursue this goal, the interest of population in always receiving 

a document testifying acquisition of goods or services, should 
be promoted. We could well adopt the Georgian experience 
which has justified itself. In Georgia, a lottery was introduced 
as a means of fighting the shadow economy, with cash register 
cheques serving as lottery tickets. Provided consumers start 
demanding cash register cheques themselves, tax administra-
tors could use the time ‘saved’ from control of settlements via 
cash registers for other priority issues. The good news is that 
State Tax Inspectorate also regards this measure as a possi-
bility to move forward. Furthermore, this could discourage 
the use of non-fiscal receipts. The average consumer finds it 
difficult to see the difference between non-fiscal and fiscal re-
ceipts, therefore one could rightfully question if they are pur-
poseful and needed.  

Traditionally, the money earned in shadow business materi- 
alizes in the goods and services of non-shadow economy. We 
suggest that the time resources ‘saved’ by the control insti-
tutions could be used to establish the acquisition sources of 
such earnings. Such operations are being conducted by control 
institutions, but not as smoothly as could be expected. Gaps in 
legislation still help to avoid liability by delivering loan notes 
or other documents of receiving income, which do not lead 
to any tax consequences. Therefore, “Investors’ Forum” has 
proposed to introduce a universal duty to declare income and 
wealth. We strongly urge not to delay bringing this issue to the 
fore any further. 

2.2. fueL excIse dutIes
A significant element in shadow economy consists of illegal 
trade in fuel. It is no secret that the amount of excise duties on 
fuel accounts for more than half of the excise revenue collect-
ed by the state. However, the established maximum amount of 
excise duty rate exerted a negative influence on excise reve-
nue collection. We propose to apply the experience gained in 
Latvia and to introduce restrictions on imported fuel in Lithu-
ania. In Latvia, provisions of bilateral agreements with Bela-
rus and Russia were amended to introduce restrictions on fuel 
import. Such restrictions result in the reduction of turnover of 
illegally imported automotive fuel as a commodity. The abo-
ve mentioned restrictions for freight transport amount to 200 
litres, freight transport with trailers and semi-trailers as well 
as buses – 400 litres. Prior to taking relevant decisions regar-
ding the amendments in bilateral agreements on International 
Road Transport, we propose to introduce a mandatory declara-
tion of speedometer data and fuel amount for all carriers upon          
entering Lithuania and leaving it.   

It should be noted that introduction of mandatory requirement 
for truck drivers to declare the amount of fuel imported into 
the country should be regarded as a positive development in 
this area. That being said, we still consider the above men-  
tioned restrictions on amounts of imported fuel a relevant   
measure and therefore worthy of further consideration.  
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2.3. reaL estate sector
The findings of various research show that construction in 
Lithuania is the sector with the largest prevalence of shadow 
economy.  Invoices are only issued to pay for construction 
materials. With regard to construction work, individual          
customers still gladly pay in cash. Regardless of more strin-
gent restrictions imposed on hiring the persons engaged in 
individual activities or holding business certificates instead of 
subcontractors or construction workers, these forms of activity 
are still popular in the construction sector. Completed cons-
truction objects are exempt from real estate tax if a resident 
does not use them for business activities and the real estate 
does not exceed 1 million Litas in total value. After the expi-
ry of 5 years from the end of construction, real property can 
be sold without taxes. Inheritance or gift among first-degree 
relatives is also fully exempt from tax. It is namely for these 
reasons that a Lithuanian resident is not motivated to require 
a VAT invoice to be issued for the actual costs of construction 
work. Apart from what has been said, the fact that a significant 
share of the income earned in other areas of shadow economy 
sooner or later is invested in immovable property owned by 
Lithuanian residents should not be ignored as well. Thus, we 
are basically talking about an infinite vicious cycle, in which 
income is accumulated on a large scale and converted into as-
sets. In no chain of this cycle is the income taxed. 

At the same time, during the discussions about the need to in-
crease budget revenues, politicians tend to focus on increasing 
income tax rate or its progressivity. There seems to be no wish 
to take a broader perspective of the situation and understand 
that honest tax-payers will have to bear a larger tax burden in 
both cases, if either income tax or property tax is increased. 
Meanwhile, higher income taxes have no effect on those hi-
ding their income. They are the ones most interested in taxes 
to be imposed only on officially declared income in the future 
and real property to be taxed as little as possible. 

Social justice can only be promoted and tax evasion efficient-
ly combated by breaking the chain of untaxed income in the 
real estate sector. There is no other way. Firstly, in pursuing 
this goal, the current real estate tax should be changed. The 
existing base is too small, with a high threshold of 1 million 
Litas, whereas the tax rate is too high. It would be advisable 
to expand the base by reducing the tax-free threshold at least 
to 0.5 million Litas and lower the tax rate, possibly to 0.5 or 
0.75 percent. Secondly, incentives should be created for the re-
sidents to demand VAT invoices from contractors. This could 
entail both negative incentives, e.g., extension of the 5 year 
period or its withdrawal, and positive incentives, e.g., partial 
refund of VAT on purchases or deduction of expenses in com-
puting for the residents’ taxable income. Thirdly, changes in 
gift and inheritance taxation should be discussed. The current 
inheritance tax is hardly logical – upon inheriting real estate, 
the value of which is 500 000 Litas, a non-first degree relative 
pays a 5 percent tax rate, whereas for the real estate, the value 
of which is 500 001 Litas, a tax rate of 10 percent is charged.  

3. generaL property tax 
In order to ensure that the state and local authorities use the 
funds efficiently and do not create unfair competition to 
the private sector, the same conditions for running business 
have to be provided. However, no real estate tax is imposed              
in Lithuania on the immovable property owned by the local 
authorities and state agencies and various other stakeholder 
groups. 
Thus, all the above mentioned subjects enjoy better conditions 
in the real estate market. They find it easier to oust from real 
estate market private sector players and record lower costs of 
operations (or cost of services) than they should. This distorts 
the understanding about the actual costs of maintaining these 
institutions and competition with the other players who incur 
real estate tax costs.   It goes without saying that such practice 
does not encourage to use real estate in a more efficient man-
ner. Given all this, the conclusion can be drawn that a general 
real estate tax should be imposed, with as few exceptions as 
possible. 

4. „partIcIpatIon exemptIon“ ruLe  
Under the current ‘participation exemption’ rule,  the sale of 
a subsidiary shares is tax-exempt provided that the following 
conditions are met by the shareholder: ownership of more than 
25 percent of subsidiary shares, their retention for no less than 
2 or 3 years and acquisition of shares due to reorganization.

Back in the year 2006, when the ‘participation exemption’ rule 
was established, these criteria were regarded as competitive. 
Yet, after the neighbouring countries introduced regulatory 
changes which significantly liberalized the criteria related to 
this rule, Lithuania‘s competitiveness in attracting foreign in-
vestment has decreased significantly. For example, from 2013 
until now, almost no requirements to the ‘participation exemp-
tion’ rule have been applied in Latvia, that is, shareholders can 
enjoy tax-exempt income from the transfer of shares and re-
ceived/paid out dividends, regardless of the percentage of the 
shares owned and their retention time (except for shares and 
dividends from the target areas).     

If Lithuania seeks to maintain investors’ interest, it should 
further conduct analysis of the situation identifying the 
prevailing tax trends and develop its taxation system. To 
this effect, we recommend to unify participation exemption 
criteria for the income obtained from share sales and divi-
dends, provided the following criteria are met:  
- the selling company owns no less than 10 percent of sub-

sidiary shares;
- the shares have been retained for at least a year.

To a large extent, the decision to invest in a foreign coun-
try is based on the clarity of tax system in that particular 
country. Therefore, the said harmonisation of criteria is      
expected to serve a twofold purpose. On the one hand, it 
would simplify tax administration, on the other hand, it 
would increase Lithuania’s attractiveness to foreign inves-
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tors. The reduced threshold criteria would contribute to a 
more flexible Group structure. However, speculation in 
shares would still be fairly limited.  

5. Income tax Law 
“Investors’ Forum” believes that investments are particularly 
impeded by inappropriate changes in the Law on Profit Tax.

5.1. profIt tax cLaw-back upon dIstrIbu-
tIon to sharehoLders
The tax reform introduced in 2008 exerted a negative influ-
ence on Profit Tax Law. The Law specifies that upon dividend 
payment to individuals, the companies are required to pay 
profit tax on the remaining distributable profit which due to 
applicable relief was non-taxed with profit tax. These could 
be the tax relief applied to the investment project conducted, 
share sales, the income obtained by insurance companies from 
insurance contributions or the income of natural persons from 
a collective investment scheme.   

The effect of the above stated provision is that the situation 
of the companies managed by Lithuanian or foreign legal 
persons differs from that in the enterprises owned by natural 
persons. In the latter, such tax relief merely defers the time 
of paying the tax rather than reduces the burden of profit tax. 
Furthermore, this leads to difficulties enterprises face in com-
puting non-taxable share of the profits. Profit tax claw-back 
upon dividend payment is at times forgotten to be followed, 
therefore interest due for late payment or even sanctions are 
imposed at a later time. 

Such a requirement is not applied in foreign jurisdictions, 
therefore Lithuanian natural persons are indirectly encou-
raged to transfer their shares to a holding company estab-
lished in a foreign country and save a significant part of the 
tax burden. However, it means that part of the taxes goes to 
another country, the group structure is encumbered, and the 
costs of its maintenance increase. “Investors’ Forum” urges 
to repeal the procedure introduced by the 2008 tax reform, 
that is, profit tax claw-back provisions upon distribution to 
shareholders.

5.2. carryIng forward tax Losses
In 2014, an amendment to the Profit Tax Law took effect. 
It specifies that a tax loss carry forward is restricted to 70 
percent of the taxable profit in the current year. This amen-
dment worsened Lithuania‘s competitive environment. For 
comparison sake, in Latvia no restrictions are imposed on 
carrying forward tax losses, in Estonia profit tax is deferred 
until profit distribution. Today any investment project in 
Lithuania is significantly less attractive than the projects 
implemented in Latvia, Estonia or other countries in the 
region, in which a more attractive regime is applied (for 
example, as many as 18 European Union Member States do 
not apply percentage limits on carrying forward tax losses).

This amendment is hardly based on economic logic.                         
Investment projects are implemented and companies establis-
hed in pursuit of profit. During the first year of business ope-
ration or the first year of an investment project, losses are usu-
ally incurred. A payback could be achieved during the second 
or third year, while net profit is often derived from the project 
even later. Shareholders pay dividends to themselves only af-
ter the company has covered the losses incurred during the 
first business year and achieved net profit. Meanwhile, under 
the amendment to the Law in question, profit tax is to be paid 
to the state much earlier than the project payback period.      

Besides, the amendment in question created unequal condi-
tions for small and medium business. Carrying forward tax 
losses is not restricted for the businesses paying a 5 percent 
profit tax rate. The businesses which are levied a 15 percent 
profit tax rate (that is, medium and large businesses) face re-
strictions with regard to carrying forward tax losses. On the 
other hand, small business is entitled to tax relief for a lower 
profit tax rate, therefore additional differentiation is unfoun-
ded.   

It is no secret that this amendment was inspired by delayed 
reaction to the fact that in 2009-2010 banks made large pro-
visions and as a result incurred significant tax losses.  How- 
ever, having already used their tax loss carry forward limit, the 
said banks will be obliged to pay significant amounts of profit 
tax for the period of 2013-2014. It should be noted that the 
problem with banks is not profit tax but the amount of contri-
butions to Deposit Insurance Fund. The problem should be 
solved accordingly. And yet, the decision to restrict carrying 
forward tax losses for all taxpayers is completely illogical. 
“Investors’ Forum” urges to withdraw the said amendment as 
soon as possible.

6. appLIcatIon of reLIef for Investment 
proJects In practIce
Profit tax relief, valid in Lithuania for the fifth year alre-
ady, is applicable to taxpayers who invest into certain 
type of fixed assets used for productive/industrial purpo-
ses. This tax relief could have significantly contributed to                  
facilitating the attractiveness of the Lithuanian system of 
profit taxation. Actually, this was what the State Tax Ins-
pectorate was aiming at. According to STI, an investment 
project should entail investment into innovation, research 
and development, enhancement of labour productivity,  re-
duction of resources (raw materials) usage, diversification 
of products and services into new additional products/ser-
vices or  substantial changes of production/manufacturing 
and service process. An investment project also includes 
investment into acquisition and introduction of new tech-
nological production lines, upgrade of existing technolo-
gical production lines, installation of internal engineering 
networks (that is, construction of water supply, sewage, he-
ating, gas and other pipelines, ventilation systems, electri-
cal and telecommunication lines with their power sources 
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and adequate facilities), needed for the installation of new 
technological production lines or upgrade of existing tech-
nological lines.
However, the results of taxpayer checks conducted by the  
State Tax Inspectorate during the last two years revealed that 
the actual STI standpoint significantly differs from its pu-
blicly declared stand. During the inspections it became appa-
rent that STI recognized only those investment projects, the 
outcome of which is either an increase in production volume 
or installation of a new production process. Meanwhile, if a 
taxpayer merely upgrades the existing  process of  production  
or    achieves greater production efficiency without increasing 
the volume of production, the taxpayer’s right to be granted 
relief is challenged by STI during the inspections conducted. 
Furthermore, eligibility criteria for an investment project in-
troduced by STI are rather stringent, requiring the taxpayers in 
question to provide data on the projected economic indicators 
and the actual change after the completion of the project.

“Investors’ Forum” believes that the law in question is             
clear and the former position held by the State Tax Inspectora-
te (publicly declared even now) is right and therefore should 
be consistently applied in practice. 

7. vat reLIefs  
The issue of VAT relief is addressed every year. Today, it 
is openly discussed that reduced VAT rates neither enliven      
economy nor contribute to solving financial problems of the 
population with lower income. At the same time, administrati-
ve burden and administration costs keep increasing. One gets 
the impression that the only thing that matters in determining 
VAT relief is in which business area or branch it should be 
granted. “Investors’ Forum” has consistently held the opinion 
that reduced VAT rates cannot solve problems and are too cos-
tly. Now that the price for gas supply to Lithuania has been 
significantly reduced, this could be the best opportunity to 
abolish VAT relief for heating. 

8. tax admInIstratIon   
Both politicians and lawmakers take various measures to im-
prove tax administration with the aim of reducing the ‘shadow’ 
and increasing VAT collection. However, the new ‘trends’ 
seem to shift in the wrong direction at times. A quick look 
of the draft of Law on Tax Administration, submitted in April 
of 2014 and slightly improved  shortly  afterwards,    reveals 
that declared aim of the reduction of administrative burden 
does not result in any positive signs, quite the contrary. Yes, 
Lithuania will have to fulfil its obligations related to FATCA. 
However, given the fact that STI will dramatically increase 
the amount of information which needs to be supplied, the 
question arises whether STI will have the relevant capacity 
to process the data and what benefit it might bring in the end. 
Furthermore, provided the project is successful, the require-
ment for a partial payment of tax, calculated during the tax 
audit, would impede access to justice and the limitation of tax 
calculation would be extended, even though STI could conti-

nue to successfully self-issue orders on carrying out taxpayer 
inspection the very last day.  
The existence of such non-proportional and not always via-
ble projects does not guarantee stability for investors. One 
of the better examples to illustrate the point is the new joint 
and several liability, with a proposal made to incorporate it in 
the Law on VAT. It stipulates that when two or more taxable 
parties intentionally or unintentionally participate in a chain 
of transactions and at least one party fails to pay VAT, each 
party is independently liable for the full extent of the losses 
stemming from the infringement and is forced to bear the tax 
burden, provided, as is stipulated in the draft law, that they 
“knew or should have known, that the VAT in any chain of 
these transactions would not be paid”. It might seem that such 
progressive and innovative regulation, which is not prohibited 
by EU Law, should be quite an effective tool in combating 
VAT fraud. Such attitude is also shared by the project drafters 
and its supporters. That being said, one should reflect upon the 
meaning of the standard of “knew or should have known” in 
Lithuania. Unfortunately, the answer to this question could not 
be found even in Lithuanian case law. Therefore, it remains 
unclear whether the recommendations of “fairness” taking 
us back to the bleak 2000s actually reflect STI standards for 
taxpayers. For this reason, even though imposition of a joint 
and several liability is a way forward, under the circumstances 
it becomes a ‘surprise’ of immeasurable amount.   

It should be also noted, however, that this seemingly progres-
sive and the long-awaited process of binding rulings is poorly 
functioning in practice. Firstly, the State Tax Inspectorate has 
decided that it is free not to be bound by those agreements on 
clear issues. The question then arises as to why STI should 
avoid accepting obligations when everything is clear? The 
possible answer is that STI is interested in restricting the num-
ber of applications submitted. “Investors’ Forum” continues 
to consistently recommend imposing the stamp duty on all 
those applying for a binding rulings. Such a measure would 
curb those who have nothing to do from applying and col-
lect additional funds into the budget. At the same time, we 
propose to restrict the STI right not to come with  binding   
rulings on the basis that everything is clear. This would allow 
STI to shorten decision-making term (for example, from 60 
to 30 days) and quiet discussions among society as to why 
STI should reserve itself the right to reconsider certain clear 
issues. Publication of anonymous ex-ante binding rulings 
would create an effect of legal stability and transparency, 
whereas the existing real possibility to appeal against the 
STI refusal to approve the application of legal norms would 
serve as a disciplinary measure for decision-makers. With 
a slight improvement of ex-ante binding rulings procedure 
, provided the regulation gaps identified during its practical 
implementation are bridged, there is reason to believe such 
a procedure could eventually perform its function.
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