Chapter 13
Fiscal Decentralisation and Economic
Growth: Evidence from Vietnam

Tai Dang Nguyen

13.1 Introduction

Over the past few decades, decentralisation has been one of the major reforms
undertaken in both developed and developing countries. In the context of
increasingly greater demand by citizens for better public services and liberalisation
of cross-border investments, sub-national governments have been granted a greater
degree of autonomy in political, administrative and fiscal authority. For Asian
emerging market economies including China, Indonesia, India and Vietnam, this
reform has been implemented successfully.

The theoretical literature suggests that greater devolution of fiscal authority to
lower levels of government may contribute to the increased quality of public service
provided at those jurisdictions. Fiscal decentralisation facilitates the transfer of
power from central to local governments, which generally have better local
knowledge and therefore would provide public services to effectively meet the
needs of local constituents. It can also help create competition among local gov-
ernments, which contributes to improving governance efficiency and effectiveness.

The improved quality of governance enables better policy in infrastructure (both
physical and human capital) to attract more financial investment from both domestic
and foreign investors to a particular jurisdiction. As a result, fiscal decentralization
can potentially improve development outcomes such as higher foreign direct
investment (FDI), exports, provincial gross domestic product (GDP), and health and
educational outcomes.

Although decentralisation programs have been experimented and implemented
at various degrees in many countries, there has not been much convincing empirical
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evidence of its effect, be it positive or negative, on local development at the sub
national levels.

For the case of fiscal decentralisation in Vietnam, the literature is really sparse.
Given the country’s high economic growth rate in recent years, considered as one of
the emerging economic stars, the question about the likely contribution of the fiscal
decentralisation reform program to its economic performance warrants attention.
This question is even more interesting in the context of Vietnam’s unitary one
party-state political system, which can make it more susceptible to some of the
adverse aspects of decentralisation. A credible answer to address this question
would have important implications not only for policy makers in Vietnam, but also
bring valuable lessons that can be applied to other developing countries.

The current paper looks to provide evidence on the effect of fiscal decentral-
ization on economic growth in provinces across Vietnam. The key question is:
What is the effect of fiscal decentralization on economic growth across provinces,
controlling for heterogeneity of provinces and potential endogeneity of fiscal
decentralization?

As a contribution to the literature, this paper has used a newly available panel
dataset, and new measures of fiscal decentralisation. Using a panel dataset covering
64 provinces in Vietnam for the 2004—10 period, the paper provides evidence that
fiscal decentralisation has a positive and statistically significant effect on economic
growth across country’s provinces.' By applying fixed effect and GMM models, the
paper accounts for heterogeneity of provinces and addresses the potential endo-
geneity of fiscal decentralization.

The rest of the paper is organised in the following sections. Section two provides
a brief summary of theoretical models on fiscal decentralisation and empirical
findings. The next section gives a brief introduction of the current state of fiscal
decentralisation in Vietnam. In section five, methodology and data are presented.
Empirical results are given in section five and section six concludes.

13.2 Fiscal Decentralisation—Theoretical Models
and Empirical Findings

Oates provides an excellent summary of the basic theoretical framework underlying
the fiscal decentralisation literature (also called “theory of fiscal federalism’), which
includes “assignment of functions to levels of government, the welfare gains from
fiscal decentralisation, and the use of fiscal instruments” (Oates 1999, p. 1121).
Oates (1999) argues that the basic principle of fiscal decentralization is that
public services should be provided by the lowest level of government. Imperfect
information gives rise to a justification of how public service can be better delivered
at the local level by local authority rather than by a central planner. As these

'Vietnam currently has 63 provinces after Ha Tay province was merged into Hanoi in 2008.
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information asymmetries exist, local governments usually have better knowledge of
both local preferences and cost conditions than the central government. Also, it
would be difficult for a centralised government to provide differentiated public
goods to citizens in all local jurisdictions without incurring considerable cost. In
addition to the lack of local information and knowledge, political constraints often
put a limit on the capacity of central governments to provide unequal levels of
public services in different localities. Therefore, on the grounds of economic effi-
ciency, the decentralized provision of public goods is favoured.

Another advantage of a decentralised system of public goods provision over a
centralised one is that it can promote competition among local jurisdictions.
According to Tiebout (1956), local authorities, as public service providers, compete
with one another in attracting citizens, who are mobile and can choose their place of
residence, to their jurisdictions. This competition among local authorities may
eventually lead to increase in quantity and quality of public service delivered across
jurisdictions.

Besides better understanding of local needs, lower levels of governments are
directly accountable to their local constituents and under constant pressure to
improve their functional efficiency and effectiveness. As a result, better local
governance and more effective allocation of resources to improve local public
goods such as infrastructure and human capital development would potentially
bring about faster economic growth.

Although theoretical framework for fiscal decentralisation has been well estab-
lished, the empirical evidence has been rather mixed. Davoodi and Zou (1998)
investigated a cross section of 46 countries over the period 1970-1989 and con-
cluded that fiscal decentralisation did not have a positive impact on growth. In
contrast, Lin and Liu (2000) found evidence to support a positive impact of fiscal
decentralization on economic growth for China using a panel of provincial level
data from 1970 to 1993. Kalirajan and Otsuka (2012) find that fiscal decentrali-
sation in India has promoted development “equitably across its states, particularly
through health and education expenditures aimed at improving human capital
development.” Faguet and Sanchez (2008) provide evidence that education out-
comes have benefited from decentralisation In Bolivia and Colombia. Meanwhile,
de Mello (2000) examines evidence from 30 countries and argues that problems
with intergovernmental fiscal coordination may worsen fiscal deficit problems
leading to macroeconomic instability.

For the case of Vietnam, Nguyen and Anwar (2011) found that revenue
decentralisation has a positive effect, while expenditure decentralization a negative
effect on economic growth. The study used fixed effect model on a panel of data
from 1997 to 2007. However, the paper did not address the possible issue of
endogeneity. Fixed effect can control implicitly for time-invariant unobserved
factors. But, if explanatory variables are correlated with the error terms (unobserved
time varying variables), the estimated coefficient would be inconsistent. What this
paper actually shows is that the greater the share of a province in total budget
revenue, the greater is the growth rate of that province. Without addressing the
endogeneity of the provincial share of total budget revenue, the reverse relationship,
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that is higher growth rate in a province leads to higher share of that province’s
revenue, may actually be the case in place.

13.2.1 Fiscal Decentralisation in Vietnam

Fiscal decentralisation history: Administratively, Vietnam’s 64 provinces are
categorised into 6 regions. Every province has a People’s Committee, the provincial
executive authority and People’s Council, the provincial equivalence of the
National Assembly. The country is geographically, historically and culturally
diverse. Three economic centres include Hanoi in the Northern part, Danang in the
Central part and Ho Chi Minh City in the Southern part. Further away from these
centres, provinces are less economically well off. Poorest provinces are mainly
located in the mountainous areas in the North-eastern and North-western, and in
central parts of the country.

Started in the mid-90s, fiscal decentralisation in Vietnam may have been
motivated from top down, as well as bottom up. On the one hand, the magnitude
and complexity of public service delivery to meet greater demand have prompted
the central government to delegate more tasks and expenditure accordingly to
subnational governments. On the other hand, some well off provinces, which are
growing faster than the rest, have pushed for greater discretion in budget and fiscal
matters through special rules. Currently, Hanoi and HCMC enjoy a special
arrangement in revenue sharing with central government. Danang is one of the
rising star provinces in recent years and also trying to pursue this direction.

Vietnam’s fiscal arrangement: Provincial level governments have full discre-
tion as to how to assign revenue and expenditure to governments at lower levels
(districts and communes). Martinez-Vazquez (2005) argues that the assignment of
revenue and expenditure at district and commune levels should have been more
defined in State Budget Law rather than at the discretion of provincial level.
Nevertheless, it can be assumed that provincial governments, being responsible for
the local development and accountable to their local citizens, may potentially do a
better job at allocating resources and improving welfare for the locals than the
central government. As a result, it would make sense to see the evidence through
analysing the provincial level data.

Although provinces have not been granted authority to determine tax rates, they
have been entitled to retain fully some of the locally collected taxes, as well as share
revenue of some other taxes with the central government. This obviously allows
provinces to have a greater discretion in how to spend this decentralized revenue
(both fully assigned and shared revenue).

A majority of provinces are not self-sufficient, having to rely on shared revenue
and central transfer to fund their expenditures. The exceptions include better
endowed provinces such as Hanoi, HCMC, and Binh Duong. The extent to which
these provinces rely on each of the three types of revenue can provide an indication
of how pro-active they have been under the current decentralisation arrangement.
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i. Central-level fully assigned

With this source of tax revenue, provinces act as tax collecting agents for the
central government. In each financial year, the central government sets revenue
targets for every province. Taxes assigned totally to central government include oil
tax, taxes on special consumption good, duties on imports, etc.

ii. Shared revenue

A number of revenue sources are shared between provinces and central gov-
ernment. The general formula for determining sharing rates at the beginning of
stability periods is as follows?:

TE — OR
R="""7
ER

The sharing rate (R) is determined by the difference between total expenditure
(TE) and own source tax revenue (B), divided by the estimate of shared tax col-
lections (ER) in the province. If the RHS is greater than one, sharing rate is equal to
100%. This means that a province can keep the entire revenue from shared sources.
If 0 < RHS < 1, the sharing rate is determined by the above mentioned formula.

More economically vibrant provinces can retain a smaller share of the shared
taxes or their sharing rates are lower. In the first stabilisation period, 49 provinces
had sharing rate of 100%, while 53 provinces had that in the second stabilisation.
That is, the majority of provinces had their expenditure exceeding their own-source
revenue, and had to take extra revenue through shared revenue and transfer from the
Central government.

In reality, provinces may have incentives to overestimate their spending and
underestimate their own-source or fully assigned revenue, so that extra funding to
finance the deficit will come from shared revenue and possibly central transfer. That
way, apart from the own-source revenue, provinces would receive more money
from central government than if more realistic estimates are made. At the same
time, provinces may also have an incentive to produce a low estimate of shared tax
collections, so as to keep a greater portion of the revenue shared with central
government. Provinces are entitled to keep up to 30% of all shared revenue actually
collected in excess of the estimated amounts. This is yet another incentive that
makes provinces more likely to produce a lower estimate of their shared revenue.
They can keep 30% of whatever excess revenue they collected that exceeds the
estimate.

iii. Provincial level fully assigned (own source revenue)

This source of revenue indicates a province’s capacity to raise revenue locally
and fund its activities. The share of this type of revenue in total revenue is normally

“Nguyen-Hoang and Schroeder (2010)
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low for a large number of provinces. This also means that a majority of provinces
rely on shared revenue and central transfer.

A province’ decentralized revenue is the total of its shared revenue and own
source revenue. This revenue represents the effective resources raised locally to
fund a province’s expenditure excluding any direct assistance from the central
government.

iv. Central transfer:

There are two types of transfer. The first is balancing transfer, which is
unconditional and available to poor provinces for equalizing purposes. The other is
specific target transfer, which is conditional transfer and available to all provinces.

Determinants of fiscal decentralisation in Vietnam: According to Wu and
Wang (2013), the literature has identified transfer dependency, economic devel-
opment, population size and population density, and openness to trade and foreign
direct investment as some of the key determinants of fiscal decentralisation.

Economic growth can be a driver for fiscal decentralisation. As their income
rises, provinces may want to have a bigger say in how much revenue they can keep
and how much and what to spend. On the one hand, as income increases across
provinces, there’s been greater demand for public services. On the other hand,
increased magnitude and complexity of public service delivery requires this work to
be further delegated to subnational governments rather than being concentrated in
the hand of the central government.

In Vietnam, the legal framework for fiscal decentralisation was further institu-
tionalised and clarified with the issuance and enforcement of the State Budget Law
(SBL) in 1996 and its amendment in 2002. The 2002 SBL provides a clearly
defined legal framework for the determination of revenue and expenditure assign-
ment to each level of government from central, provincial, district to communes.
Sources of revenue and expenditure mandates are set out for each level of gov-
ernment. One feature of note is the granting of full authority for provincial gov-
ernments to make decisions on the level of decentralisation at districts and
communes governments. Although according to the SBL budgets of lower level
governments are part of the upper level government, a provincial budget needs to be
first approved by the respective People’s Council, a local body equivalent to the
National Assembly at the central level.

Development of budget system in Vietnam during period 2004-2010: In
Vietnam, the state budget is a unified budget of governments at all levels from local
to central. There are three subnational levels of government in Vietnam, which
include those at provincial, district and commune levels. At lower levels of gov-
ernment, annual budgets are prepared by the respective People’s Committees and
must be approved by the People’s Council. As a local budget is approved by the
People’s Council, it is then consolidated into the budget of government at higher
level.
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Budget planning in Vietnam is structured by stability periods, each of which
normally lasts four or five years. During a stability period, governments at all levels
adhere to the sharing rates that have been agreed upon for shared sources of
revenue. These sharing rates stay relatively stable during this period and are the
bases for determining tax revenue that are shared between central and provincial
governments.

Based on the intergovernmental transfer relationship, there are 2 types of pro-
vinces: the subsidised provinces and contributing provinces. Subsidised provinces
are the ones that receive central transfer to cover the gap between revenue and
expenditure. These provinces’ assigned duty is to reduce the reliance on transfer
over time. Most of provinces in Vietnam fall into this group. The other group, the
contributing provinces, usually transfer a large percentage of locally collected
revenue to the central government. These provinces have the duty to increase the
contribution rate to the State/Central budget.

Incentives are in place to encourage provinces to increase their revenue col-
lection and contribution to the State Budget. Reward to provinces that exceed the
revenue targets for central shared revenue is not more than 30% of the difference
between estimate and actual central shared revenue. For example, Ho Chi Minh
City is entitled to 70% of marginal increase in revenue from shared sources com-
pared to target level and 30% of marginal increase in revenue assigned 100% to
central level compared to set target level. In contrast, provinces getting balance
transfers enjoy 100% of shared revenue sources (Fig. 13.1).

During the period 2003-2012, shares of both subnational level governments’
revenue and expenditure in State budget saw a clear upward trend. In contrast, the
share of central transfer to subnational level governments relative to total provincial
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Fig. 13.1 Share of provincial governments in state budget
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expenditure is clearly decreasing. These trends indicate an increasingly greater
discretion in revenue and expenditure allocation for provinces, as well as a smaller
dependence on central transfer. This evidence also supports the general agreement
that there has been a higher degree of fiscal decentralisation in Vietnam.

A closer look at the composition of State budget revenue helps reinforce this
point. The greater decentralisation may be better reflected in trends of shared
revenue and own source revenue. At national aggregate level, shared revenue
assigned to provinces has increased in share of total revenue collected, while shared
revenue assigned to central government has a decreased share over time. There may
be three reasons for this. First, it may be that more provinces were allowed to keep
100% of the revenue raised from shared sources. Second, the sharing rate for
provinces that have sharing rate less than 100% has increased over time, i.e. they
could keep a larger share of this source of revenue than before. Third, the provinces
with sharing rate of 100% have increased their total revenue collected from this
source (Figs. 13.2 and 13.3).

Revenue assigned 100% to central governments has an increasing share over
time. As a major part of this revenue came from taxes on imports and given the
trade deficits during the sample period, the greater share of this type of revenue can
be understandable. Meanwhile, provinces’ own source revenue has seen a declining
share. This shows that growth in own source revenue has been slower than that in
shared revenue and revenue assigned to the central government.

During the period, share of balance transfer in total local revenue at a national
level has stayed relatively stable around 10%. Total transfer has also stayed around
25% of total local revenue.
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Fig. 13.2 Composition of total state budget revenue by revenue type
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Fig. 13.3 Share of transfer in total provincial revenue

13.3 Methodology and Data

13.3.1 Fiscal Decentralisation Measurement

At the national level, it would be informative to compare the relative size of the
central government and subnational governments. Some indicators include ratio of
total provincial expenditure and total public expenditure, ratio of total provincial
revenue and total public revenue, and the provincial—central share in different
types of revenue.

Both previous cross-country and within-country studies often adopted provincial
share of total national revenue (expenditure) as measure of revenue (expenditure)
decentralization. Although these measures of fiscal decentralisation may reflect the
relative scale to which resources are allocated to subnational jurisdictions, what
they truly measure is only the magnitude of tax revenue or public expenditure at the
sub-national levels rather than the real degree of subnational governments’ auton-
omy in fiscal matters.

The measures of fiscal decentralisation adopted by Nguyen and Anwar (2011)
are provincial share in total provincial expenditure (expenditure decentralisation)
and in total provincial revenue (revenue decentralisation). While these measures
were commonly used as measure of decentralisation in cross-country studies, they
do not appear to be appropriate for a specific country study. Simply using a pro-
vince’ share in total provincial expenditure is to focus on the relative size of
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provinces, not necessarily their respective degree of decentralisation. As a result,
the appropriateness of these proxies is questionable.

More recently, Vo (2009) proposes a Fiscal decentralization index (FDI) that is
equal to the geometric mean of the fiscal autonomy and fiscal importance of SNGs,
that is ratio of own source revenue and province’s expenditure multiplied by ratio of
province’s expenditure and total provincial expenditure.

Following a similar approach as Vo (2009), at the provincial level, the current
paper adopts a measure of fiscal decentralization that takes into account the degree
of fiscal autonomy and independence of provinces. More specifically, it is measured
by the capacity of a province to fund its expenditure by own source revenue, shared
revenue source and decentralised revenue, and less by transfer from central gov-
ernment. These proxies include the following:

— Own source revenue/total provincial expenditure

— Shared revenue/total provincial expenditure

— Decentralized revenue/total provincial expenditure (where, decentralized rev-
enue = own source revenue + shared revenue)

— Composite index:

e Revenue as share of expenditure * Share in total subnational revenue

Using different proxy measures of fiscal decentralisation may help with
addressing the common concern that concept of decentralisation is not treated
adequately in most studies in spite of its intrinsic multi-dimensionality. The current
literature has seen a variety of measures used such as share of sub-national regions’
revenue (expenditure) in total national revenue (expenditure), and marginal reten-
tion rate of excess revenue (Lin and Liu 2000).

Model specification: The main goal of the model is to examine whether vari-
ations in degree of fiscal decentralisation (as proxied by ratio of revenue over
expenditure) over time and across provinces may have a significant impact on
economic growth of a province.

The provinces’ economy is assumed to have a neoclassical production function.
The major factors of the economy include capital, labour, technology with fiscal
decentralisation being an element contributing to technological and institutional
progress.

Hypothesis: The key hypothesis to be tested is: Fiscal decentralisation has
contributed positively to provincial economic growth in Vietnam. More specifi-
cally, the question is whether having higher own-source revenue raised by a pro-
vince as share of its expenditure would lead to higher economic growth in that
jurisdiction. If the answer is yes, one possible explanation may be that as a province
enjoys a higher degree of decentralisation granted by the central government, they
will become more proactive and effective in allocating resources to promote local
development.

If the results prove otherwise, this would mean that greater autonomy has
prompted provinces to act less responsibly and become less efficient and effective in



13 Fiscal Decentralisation and Economic Growth ... 297

making growth-enhancing policies. This would imply some potential problems of
corruption and ineffective allocation.

Growth-decentralisation nexus:

Following Davoodi and Zou (1998), assuming the neoclassical production
function augmented by fiscal decentralisation, a province’s economy can be char-
acterised by:

Y, = K*(FD,)(A,L)" "
Yy, = InK*(AyLy)" ™" P(FD,) + 60X, + &

B
(1 —a—p)

where: 0<a<1,0<f<1, and (a+ ff) <1

ln(k,',) + 5[ + ln(FD,',) + Hln(X,[) + 8,’[

In(yy) = m

Y  growth rate of real gross provincial product per capita

FD ratio of central transfer to total expenditure—indicating how much of its
expenditure is financed from transfer; transfer/recurrent expenditure—indi-
cating how much of its recurrent expenditure can be financed by transfer;
transfer/capital expenditure

K  Capital investment: growth rate of real provincial non-state investment

L  Labour growth rate: is the growth rate of labour in the private sector

Population growth: growth rate of total population of province i at time ¢

Other control variables: growth rate of real export value, human capital (per-
centage of skilled labour)

Under a fixed effect model, the following regressions are employed to ascertain
any potential impact of fiscal decentralisation on provincial economic growth:

Yi = a\FDy +a)Py +a3;POPy +asLiy +asXy +asBTi +a;VAy 4 1; + A + &

Where:

Y  Growth rate of real gross provincial product per capita

FD Fiscal decentralisation. The key measure of fiscal decentralisation adopted is
the ratio of own-source revenue and total provincial expenditure, which
measures the capacity of provinces in raising their own resources for their
activities.

— FDI: Own source revenue/total provincial expenditure
— FD2: Shared revenue/total provincial expenditure
— FD3: Decentralized revenue/total provincial expenditure.
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In addition, composite measures of fiscal decentralisation are constructed by
interacting FD1, FD2, and FD3 with the share in total subnational revenue. This
measure can account for both the financial capacity and autonomy of provinces.

Other control variables that vary across provinces and can change over time
include those that are theoretically expected to contribute to economic growth.

POP Population growth: Based on neoclassical economic theory, population is
considered to have a negative impact on growth. The reason is that a larger
labour force means a lower capital per unit of effective labour, resulting in a
lower marginal product of labour and eventually lower output growth. In
fact, population growth varies across provinces in Vietnam

P Inflation, annual provincial consumer price index growth rate.

L Private labour growth, measured by the annual growth rate of labour in the
private sector in a province. As this variable is also highly correlated with
provincial foreign direct investment and non-state investment in general, it
can act as a proxy for private investment growth (both foreign and domestic).

Xi;  Growth rate of real export value

BT  Growth of balancing transfer: is an annual growth rate of central transfer to a
province for equalizing purposes.

A Time fixed effect. This variable can help control for macroeconomic trend
that affect all provinces in a similar manner. Examples of these effects are
central government policies such as monetary policy, industrial policy, etc.

n; Province fixed effect. This variable would account for the differences across
provinces that do not change over time or do so very slowly, if any at all.

ir Idiosyncratic error term.

The diversity of provinces calls for controlling of the size effect, initial condi-
tions, etc. A fixed effect model can account for those time invariant factors.
“Another advantage of the panel over the cross-section regression is the alleviation
of the endogeneity problem through the inclusion of lags of regressors as instru-
ments” (Ding and Knight 2009).

Possible sources of endogeneity: Omitted variables: Other variables may affect
both fiscal decentralisation and development outcomes and drive the difference
between provinces, e.g.: human capital, varied effects of special targeted programs
(different from national targeted programs), factors affecting all provinces but with
varying effects across provinces in each period—need to control explicitly—
macroeconomic variables, the impact of central government’s spending via line
ministries’ allocation, etc.

Reserve causal relationship: Development outcomes may drive fiscal decen-
tralization—FDI or exports revenue may affect the process of determining expen-
diture and transfer to some provinces. As such, a province that is more wealthy can
have more tax revenue to finance their spending, also meaning a greater degree of
autonomy.

Nevertheless, it can be argued that the adopted measure of fiscal decentralisation
is exogenous. In determining estimate of expenditure allocation, budgeting is done
on a per capita basis and key geographical variations, which are relatively fixed or
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slow to change. Also the sharing rates are determined once and often stay stable
during each stability period. This indicates that the formula for expenditure and
revenue assignment to provinces is not influenced by a province’s economic
growth.

As another robustness check, dynamic panel data regressions are carried out
using the system GMM or Arellano and Bond estimator, which can help address the
endogeneity concerns.

Data: The current study utilises a unique unbalanced panel dataset of provincial
level tax revenue and expenditure for the 2004-2010 period from the Ministry of
Finance of Vietnam. Thanks to this comprehensive actual provincial budget dataset,
it was possible to construct key variables used in the above specified models.

The three key types of revenue for provincial governments include own-source
revenue, shared revenue, and decentralised revenue. These variables are then used
to generate three different proxy measures of fiscal decentralisation in Vietnam. The
Appendix provides a detailed description of tax revenue assignments to local
governments in Vietnam as stipulated in SBL 2002. Given that the current literature
mostly uses share of local expenditure in national total as proxy for fiscal decen-
tralisation, this dataset is a contribution of the current paper, one of the first to
construct and utilise more refined measures of fiscal decentralisation for Vietnam.

Total provincial expenditure is used as the common denominator for each of the
three measures of fiscal decentralisation. This expenditure is the combined spending
of all provincial and sub-provincial level governments in each province.

The dependent variable, growth rate of real per capita provincial product, and
other control variables including inflation rate, annual growth rate of population,
and the growth rate of labour in the private sector are obtained from the Vietnam’s
General Statistical Office (Table 13.1).

Table 13.1 Description and mean values of variables

Variable Description Mean value
Y Growth rate of real per capita GDP (%) 0.0993802
FD1 FD1—Own source revenue/total provincial expenditure (%) 0.2813551
FD2 FD2—Shared revenue/total provincial expenditure (%) 0.2643747
FD3 FD3—Decentralized revenue/total provincial expenditure (%) 0.5457298
P Inflation (CPI) (%) 0.1114674
POP Population growth rate (%) 0.0082407
L Growth rate of private sector labour force (%) 0.1150958
X Growth rate of real export value (%) 0.2086083
VA Growth rate of industrial added value (%) 0.1707149
BT Growth rate of balancing transfer (%) 0.1141214
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For the second and third measure for fiscal decentralisation, namely the ratios of
shared revenue and decentralised revenue, respectively, to total provincial expen-
diture, a number of provinces show values greater than one; which means their
revenue is more than sufficient to cover their spending. This is understandable for
cities/provinces such as Hanoi, Danang, Binh Duong, etc. in years when they saw
an unexpected increase in tax revenue. The excess revenue after covering all
expenditures is normally put into their reserve fund.

Growth rate of labour in the private sector has an average of 11.5% and max-
imum of 50.9%, reflecting its role as one of the key drivers of provincial economic
growth, especially during the booming years around mid-2000s.

In the actual regressions, the current sample has included only 48 provinces,
excluding those with unreasonably low values of own-source revenue. During the
sample period, there are § provinces that are either merged with or split from other
provinces. For purpose of consistency, these provinces are excluded from the
regression sample. They include Hanoi, Ha Tay, Can Tho, Hau Giang, Dak Lak,
Dak Nong, Dien Bien, and Lai Chau. Also, since a major share of GDP of Ba Ria
Vung Tau is from oil revenue, which is a revenue source assigned totally to the
central government, this province is not included in the sample.

13.4 Results

Fixed effect models

Fixed effect models account for the unobserved heterogeneity of provinces such
initial conditions, geographical features, and local culture. These models help
explain best the within variation of each province. The sample for models 1 and 3 in
Table 13.2 include 48 provinces out of 64 provinces. In models 2 and 4, the sample
is further reduced to 43 provinces. The rationale for this is that some new provinces
are either split from or merged with another province, they are removed from the
sample to ensure the consistency of data over time. Adjusted R-square obtained
from least squares dummy variable regression for model (1) is 0.2796.

Table 13.2 Real provincial per-capita growth regressions (FD1)

Independent variables Fixed Effect Model
FE1 FE2 FE3 FE4
FD1 (own-source revenue/total 0.165* 0.171* 0.165 0.179*
expenditure) (0.10) (0.10) (0.10) (0.10)
Inflation CPI —0.463%** | —0.528%** | —(0.524%** | —(,558%**
(0.16) (0.16) (0.16) (0.16)
Population growth rate —0.614%** —0.628%** —0.630%** —0.604***
(0.16) (0.16) (0.15) (0.15)
Share of vocational students (log) | —0.002 0.002
(0.01) (0.01)

(continued)
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Table 13.2 (continued)
Independent variables Fixed Effect Model
FE1 FE2 FE3 FE4
Growth rate of per capita non state | 0.002 0.005
capital 0.01) 0.01)
Growth rate of real export value 0.032* 0.029* 0.032* 0.029*
0.02) (0.02) (0.02) 0.02)
Growth rate of balancing transfer 0.037%%* 0.034%%* 0.039%%#%* 0.036%*
0.01) 0.01) (0.01) (0.01)
Constant 0.080 0.101* 0.096%%*%* 0.0937#%*
(0.05) (0.05) (0.02) 0.02)
Growth rate of labour in private 0.057* 0.066%* 0.062%* 0.073%%*
sector (0.03) (0.03) (0.03) (0.03)
Year effects Yes Yes Yes Yes
Number of observation 231 220 239 226
Number of group 48 43 48 43
Adjusted R-square 0.2796 0.2892 0.2820 0.2820
F 5.943 8.668 7.814 10.152

Notes *, ** and *** indicate statistical significance at 10%, 5% and 1% levels. Robust standard
errors are in brackets. FD1 is ratio of own-source revenue and total expenditure

Table 13.2 shows results for fixed effect regression of real provincial GDP
per-capita growth. In model 1, the main variable of interest, fiscal decentralisation,
has a positive sign and is statistically significant at 10% level. This implies that on
average, the higher degree of fiscal decentralisation of provinces has contributed
positively to their economic growth. The first column of Table 13.2 shows a
coefficient of 0.165 suggests that, ceteris paribus, a 1% increase in fiscal decen-
tralisation will lead to a 0.165% increase in provincial growth rate.

Most other explanatory variables are statistically significant, except for the share
of vocational students and growth rate of per capita non-state capital. As expected,
growth in exports, growth in private sector labour force and growth in central
transfer have positive contributions to provincial income growth. One may wonder
about the role of central transfer. The positive effect of central transfer may not come
as a surprise since a majority of the provinces receive and partly rely on balancing
transfer from the central government. However, the insignificant effect of provincial
share of vocational students (a proxy for human capital) and growth rate of per capita
non-state capital (a proxy for private capital) is, to some extent, a puzzle.
Nevertheless, one possible explanation is that their effects are already captured by
the other variables, including growth of exports and private sector labour.

Column two in Table 13.2 are results of model FE2, which has the same
specification as FEI, but an adjusted sample that excludes split or merged pro-
vinces. The estimated coefficient on fiscal decentralisation is still statistically sig-
nificant at 10% level and has increased in magnitude from 0.165 to 0.171.
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To check the sensitivity of the models’ specification to the two insignificant
variables, the share of vocational students and growth rate of per capita non-state
capital, models FE3 and FE4 are estimated without these variables. The regressions
results are reported in two last columns in Table 13.2. Comparing models FD3 and
FD4 with the first two models, the statistical significance and magnitude of fiscal
decentralisation variable, as well as other variables, hardly vary. In model FE4,
magnitude of FD variable even increases in magnitude to 0.179.

Across the four models in Table 13.2, the economic significance of fiscal
decentralisation is noteworthy. Fiscal decentralisation is estimated to have the
largest positive effect on provincial economic growth, which is greater than that of
export growth, private sector’s labour growth, or central transfer growth.

Tables 13.3 and 13.4 show the results of regressions with alternative measures
of fiscal decentralisation. The fiscal decentralisation variables and other key inde-
pendent variables remain statistically significant. In terms of magnitude, the

Table 13.3 Real provincial per-capita growth regressions (Fiscal decentralisation proxy 2)

Independent variables Fixed Effect Model
FES FE6 FE7 FES8
FD2 (shared revenue/total 0.1965%%* 0.1900%*%* 0.2021%#** 0.1970%**
expenditure) (0.074) (0.079) 0.074) (0.079)
Inflation CPI —0.4668*** | —=0.5210%** | —0.5262%** —0.5497#*
(0.134) (0.135) (0.133) (0.138)
Population growth rate —0.6616%*%* —0.6711%%%* —0.6780%** —0.6492%*%*
(0.162) (0.165) (0.147) (0.151)
Growth rate of labour in 0.0668** 0.0756%* 0.0720%* 0.0823%#*
private sector (0.030) (0.029) (0.028) (0.028)
Share of vocational students —0.0024 0.0011
(log) (0.009) (0.009)
Growth rate of per capitanon | 0.0020 0.0044
state capital (0.010) 0.011)
Growth rate of real export 0.0287* 0.0257* 0.0278* 0.0257*
value (0.015) (0.015) (0.015) (0.015)
Growth rate of balancing 0.0361%*** 0.0331%** 0.0380%** 0.0346%**
transfer constant (0.012) (0.012) (0.012) 0.011)
0.0760 0.0984* 0.0921%** 0.0939%**
(0.051) (0.050) 0.017) (0.018)
Year effects Yes Yes Yes Yes
Number of observation 231 220 239 226
Number of group 48 43 48 43
Adjusted R-square 0.3130 0.3197 0.3177 0.3284
F 6.483 8.783 8.165 9.974

Notes *, **, and *** indicate statistical significance at 10%, 5% and 1% levels. Robust standard
errors are in brackets. FD2 is ratio of shared revenue and total expenditure
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Table 13.4 Real provincial per-capita growth regressions (Fiscal decentralisation proxy 3)

Independent variables Fixed Effect Model
FE9 FE10 FE11 FE12
FD (decentralised 0.1329%* 0.1310%* 0.1347%* 0.1356%*
revenue/total expenditure) (0.053) (0.054) (0.053) (0.054)
Inflation CPI —0.4851%%* | —0.5444%** | —(.5454%** —0.5731%**%*
(0.146) (0.148) (0.144) (0.149)
Population growth rate —0.6580%%*%* —0.6702%%%* —0.6727 %% —0.6453%*%*
(0.162) (0.165) (0.149) (0.151)
Growth rate of labour in 0.0626%** 0.0716%* 0.0665%* 0.0777%%*
private sector (0.030) (0.029) (0.028) (0.027)
Share of vocational students —0.0029 0.0006
(log) (0.009) (0.009)
Growth rate of per capitanon | 0.0024 0.0049
state capital (0.010) (0.010)
Growth rate of real export 0.0292%* 0.0262* 0.0283* 0.0261%*
value (0.015) (0.015) (0.015) (0.015)
Growth rate of balancing 0.0365%* 0.0336%* 0.0385°%** 0.035 1%
transfer constant (0.013) (0.013) (0.012) (0.012)
0.0560 0.0786 0.0757%** 0.0761%**
(0.058) (0.057) (0.022) (0.022)
Year effects Yes Yes Yes Yes
Number of observation 231 220 239 226
Number of group 48 43 48 43
2_b 0.3115 0.3203 0.3151 0.3291
F 6.197 8.382 7.991 9.888

Notes *, ** and *** indicate statistical significance at 10%, 5% and 1% levels. Robust standard
errors are in brackets

coefficient for fiscal decentralisation with shared revenue over total expenditure as a
proxy has the largest value at 0.197 (model FES8). The broader proxy of fiscal
decentralisation, ratio of decentralised revenue and total expenditure, has a coeffi-
cient of 0.1356 (model FE12). Overall, the effect of fiscal decentralisation on
provincial economic growth is statistically significant and robust to all three
alternative measures.

13.4.1 Composite Indicator of Fiscal Decentralisation

To further account for multiple dimensions of fiscal decentralisation, a composite
indicator is employed in the provincial gross product per capita regressions.
Following Vo (2009), the composite indicator of fiscal decentralisation takes both
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the financial capacity and level of fiscal autonomy of provinces into account. The
composite indicator of fiscal decentralisation is calculated according to the formula:

i= (%Y. (L)
E; 2in1 Ri

FDI Fiscal decentralisation indicator
OR; Own source revenue of province i
R;  Total revenue of province i

E;  Total expenditure of province i.

where:

Table 13.5 Real provincial per-capita growth regressions (Composite FD indicator)

Independent variables Fixed effect model
Model 1 Model 2 Model 3
FDI1 2.1970%*
(1.014)
FDI2 1.6384%%*
(0.568)
FDI3 1.4329%**
(0.462)
Inflation CPI —0.5113%#%* —0.509 1% —0.5081#%**
(0.139) (0.131) (0.133)
Population growth rate —0.6078*%*%* —0.6309%%*%* —0.6263%***
(0.146) (0.142) 0.141)
Growth rate of labour in private sector 0.0696%* 0.0755%* 0.0727%%*
(0.030) (0.028) (0.028)
Growth rate of real export value 0.0268* 0.0255* 0.0255%*
(0.015) 0.014) 0.014)
Growth rate of balancing transfer constant 0.0343%** 0.0340%** 0.0338***
(0.012) 0.011) 0.011)
0.0565 0.0795%** 0.0640%**
(0.034) 0.021) (0.024)
Year effects Yes Yes Yes
Number of observation 226 226 226
Number of group 43 43 43
Adjusted R-square 0.3252 0.3352 0.3383
F 9.623 10.401 10411

Notes *, ** and *** indicate statistical significance at 10%, 5% and 1% levels, respectively.

Robust standard errors are in brackets
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Table 13.5 shows regressions with three alternative composite measures of fiscal
decentralisation, which was constructed by taking the square root of ratio of rev-
enue over expenditure interacted with share of province’s revenue in total subna-
tional budgetary revenue. All three composite fiscal decentralisation variables are
statistically significant at least at the 5% level. The coefficient for FDI1 has a value
of 2.197, meaning that a 1% increase in FDI1 would lead per capita provincial
income to rise by to 2.197%. The magnitude of the FDI coefficients should be
interpreted differently from those in Tables 13.2, 13.3 and 13.4. As the relative
financial capacity of a province is measured by its share in total subnational rev-
enue, it will need to outperform others in the country in order to improve this ratio,

Table 13.6 Generalised Method of Moments Models

Dependent variable: Growth rate of real GDP per capita

Independent variables GMM models
Model 1 Model 2 Model 3
Lag of growth rate of real per capita GDP —0.2784 0.1651 0.1716
0.217) (0.124) (0.115)
FD1 0.6822 0.3590%** 0.3636%**
(0.523) (0.131) (0.128)
Lag of FD1 1.5385 —0.0994 —0.1006
(1.033) (0.115) (0.117)
Inflation (CPI) —0.6037%#%%* —0.2757%* —0.2801**
(0.197) (0.116) (0.115)
Population growth rate —0.6627%* —0.9883*** —0.9943 %
(0.282) (0.310) (0.315)
Growth rate of private sector labour force —0.0146 0.0922 0.0926
(0.093) (0.060) (0.059)
Growth rate of real export value 0.0127 0.0028 -
(0.018) (0.013)
Growth rate of industrial added value 0.0707%** 0.0927*** 0.0948%**
(0.026) (0.022) (0.020)
Growth rate of balancing transfer 0.0098 - -
(0.017)
Constant —-0.3737 0.0173 0.0163
(0.329) (0.046) (0.046)
Year effects Yes Yes Yes
N 149 186 186
N-group 42 50 50

Notes *, ** and *** indicate statistical significance at 10%, 5% and 1% levels, respectively.
Robust standard errors are in brackets. FD1 is the ratio of own-source revenue and total
expenditure
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which is a challenge to many provinces. As a result, with provinces’ relative
financial capacity being taken in account, the impact of any reforms in fiscal
decentralisation may bring greater rewards in terms of growth enhancement. This
may help explain the greater economic significance of FDI variables compared with
those in previous regressions.

13.4.2 Dynamic Panel Estimation Results

Table 13.6 shows the results of the General Method of Moments models, where a
lag of the dependent variable is added to the right hand side and fiscal decentral-
isation variable FD1 treated as being endogenous. Specification tests show that all
models satisfy the requirement that the error terms are serially uncorrelated.

From both model 2 and 3, it is clear that the fiscal decentralisation variable, ratio
of own source revenue over expenditure, has a positive sign and statistically sig-
nificant. This result is consistent with those of the fixed-effect models presented
above. For other determinants of growth, while growth rate of labour in the private
sector is statistically insignificant, and growth rate of industrial added value add is
positive and strongly statistically significant in all three models (Table 13.6).

As a positive effect of fiscal decentralisation on economic growth is supported by
the data, another question is the possible mechanism through which this effect is
realised. There are three channels, direct and indirect, that may be in place
(Martinez-Vazquez and Robert 2003). First, greater provincial autonomy in
resource allocation can lead to improvement in public service delivery such as
infrastructure and law and order. Second, fiscal decentralisation provides incentives
for provinces to promote the private sector activities. Third, local governments’
spending can improve local human capital through better educational and health-
care services.

13.5 Conclusion

The current paper empirically examines the effect of fiscal decentralisation in
Vietnam using a fixed effect model on a provincial panel dataset for the period
2004-2010. By using a range of alternative measures of fiscal decentralisation, the
paper shows that fiscal decentralisation has a significant and positive effect on
provincial economic growth in Vietnam during the sample period. The results are
further confirmed by GMM models to address the endogeneity concerns. In spite of
the possible adverse consequences of decentralisation (Bardhan 2002), the positive
effect of fiscal decentralisation on economic growth, on average, has so far out-
weighed any potential adverse effects in Vietnam. This finding has important policy
implications. With the evidence of its growth enhancing effect, reforms in fiscal
decentralisation should be further pursued and strengthened in Vietnam.
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A. Revenues divided in percentage between the central budget and the local budgets:

a) The value added tax, excluding the value added tax on import goods as
provided for at Point a, Clause 1 of this Article;

b) The enterprise income tax, excluding the enterprise income tax of the units
which apply the entire-branch accounting as provided for at Point d, Clause 1
of this Article;

c) The income tax on high-income earners;

d) Tax on transfer of profits abroad, excluding tax on overseas transfer of
profits from oil and gas domains as provided for at Point e, Clause 1 of this
Article;

e) The special consumption tax on domestic goods and services;
f) The petrol and oil charges.

B. The sources of local budget revenues shall include:

1. Revenues enjoyed 100% by the local budgets:

a) Land and house tax;

b) Natural resource tax, excluding natural resource tax collected from oil and
gas;

c) The license tax;

d) The land use right transfer tax;

e) The agricultural land use tax;

f) The land use levy;

g) The land rent;

h) Proceeds from the lease and/ or sale of State-owned houses;
i) Registration fees;

j) Revenue from construction lottery;

k) Retrieval of local budget capital at economic organizations, revenue from
the local financial reserve funds, income from contributed capital of the
localities;

1) Non-refundable aid of international organizations, other organizations and
individuals in foreign countries, provided directly to the localities;

m) Charges, fees, revenues from non-business activities and other revenues
payable into the local budgets under the provisions of law;

n) Revenue from public land funds and other yields from public properties;

0) Money mobilized from organizations and individuals according to the
provisions of law;

p) Voluntary contributions of organizations and individuals inside and
outside the country;
q) Local budget remainders as provided for in Article 63 of this Law;

r) Other revenues as prescribed by law;

2. Revenues divided in percentage between the central budget and the local
budgets under the provisions in Clause 2, Article 30 of this Law;

3. Additional allocations from the central budget;

4. Revenues from investment mobilization for construction of infrastructure
projects as provided for in Clause 3, Article 8 of this Law.

Fig. A.1 Assignment of tax revenue sources by level of government. Source Vietnam’s 2002
State Budget Law
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For future studies, several directions can be considered. Firstly, it would be
informative to study the interaction between fiscal decentralisation and other
institutional reforms, and whether these reforms have helped improve the gover-
nance quality. Secondly, further analysis can be done to dissect the various impact
of fiscal decentralisation on growth across the distribution of provinces. Finally, it
would be interesting to examine empirically the welfare effects of fiscal decen-
tralisation such as poverty reduction and mechanism for realisation of these effects.

Appendix

See Fig. A.1
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