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Employing endogenous growth model, panel data from 62 provinces
and cities in 2000-2011 and PMG and Arellano-Bond difference
GMM, the research analyzes empirically the relationship between the
fiscal policy and economic growth in Vietnam. Its main findings are:
(i) fiscal decentralization and economic growth cointegrate in the long
run, but government’s efforts to adjust its fiscal policy during
economic shocks that cause disequilibrium or make the economy
deviate from its long-term trend produce very low effects; (ii) fiscal
income decentralization and fiscal support have positive effects on
economic growth while expenditure decentralization does not; (iii)
current expenditure and spending on education, scientific research,
health care and environmental issues produce positive effects on the
economic growth while public investment fails to do so.




20 | Su binh Thanh, Bui Thi Mai Hoai & Mai Dinh Lam | 19 - 40

1. INTRODUCTION

In the economic reform, the fiscal policy has been focused on raising efficient
allocation of public resources for sustainable growth. The 1996 National Budget Law
amended in 2002 laid a sound foundation for the principles of reforms in fiscal
management and decentralization. Decentralization — the transfer of administrative,
fiscal and political power to local authorities — has emerged as a major trend in the
adoption of development policy in Vietnam. A change in fiscal power and responsibility
may increase economic efficiency as local governments have better information about
resource allocation than the central government does (Oates, 1993). Moreover, fiscal
decentralization, despite being a local solution, contributes actively to the recovery from
the global recession.

As with decentralization policy, the government has made adjustments to fiscal
policy to link it with programs and projects aimed at poverty alleviation. To increase
growth in the future, growth capability must be reinforced, resulting in the introduction
of policies on education, health care, scientific and environmental research into the
national agenda. As a result, during the period 2001-2010, the average economic growth
rate reached 7.26%.

Vietnam’s Socioeconomic Development Strategy for 2011-2020 continues to set an
average growth rate of 7% - 8 % yearly as its main target. Therefore, a sustainable growth
model has been developed. However, during the period, the government faces a conflict
between a large and growing demand for improvements in aforementioned fields and
the lack of plans to raise taxes while they are even cut down due to integration
requirements. The likely solution is to effectively enhance the allocation of public
resources on the basis of fiscal decentralization policy, and the possibility to increase the
quantity and quality of public services greatly depends on a fair and effective system of
fiscal decentralization (Martinez-Vazquez & Gomez, 2005).

The research aims to answer the following questions: (i) Is there a long-term
cointegration relationship between fiscal decentralization and economic growth? (ii)
What effects do fiscal decentralization and its components have on economic growth?
(iii) How do expenditure components contribute to economic growth? To conduct the
research, empirical theories on economic growth are viewed on the local level , focusing
on fiscal decentralization and public expenditure components. Along with Pooled Mean
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Group (PMG) and Generalized Methods of Movements (GMM) methods, the research
also employs panel data of 62 provinces/cities of Vietnam in the period 2000-2011.

The remainder of the paper includes: section 2 carrying out an evaluation of theories
and empirical researches, section 3 giving an outline of fiscal decentralization policy in
Vietnam, section 4 introducing an analytical framework and empirical model, section 5
discussing research data, section 6 presenting research results, and section 7 offering
conclusions and policy implications.

2. LITERATURE REVIEW

Sustainable economic growth in this research is viewed in terms of growth sustained
in the long run, thereby improving social welfare. Fiscal policy is part of macroeconomic
policy, reflecting the ways the central government use public expenditure, tax collection,
loans, and fiscal decentralization to exert an impact on economic activities. Fiscal
decentralization is defined as the transfer of rights to collect taxes and decisions on
public expenditures from central to local governments (Prud’homme, 2001; Martinez-
Vazquez & Gomez, 2005).

Most researches on the relationship between fiscal decentralization and economic
growth are based on the assumption that fiscal policy impacts on the growth through
economic efficiency. Based on an endogenous growth model with public expenditure
distributed among different levels of authorities, Xie et al. (1999) analyze the impact of
fiscal decentralization on long-term economic growth in the U.S. from 1948 to 1994.
The results show that decentralization of public expenditure between federal and state
governments currently maximizes the growth but imply that further increases would
impair it. Behnisch et al. (2002) support this argument for the case of developed
economies, confirming that diminution in fiscal decentralization or increase in public
expenditure by the federal government has a positive impact on overall productivity in
the German economy in the period 1950-1990.

So what is the implication on developing economies? Feltenstein & Iwata (2005)
support the theory of fiscal decentralization based on the findings of the positive impact
of fiscal decentralization on China's growth in the postwar period. Malik et al. (2006)
and Faridi (2011) also find empirical evidence of the positive impact in case of Pakistani
economic growth in the two periods — from 1971 to 2005 and from 1972 to 2009.
However, in the partial analysis model, Philip & Isah (2012) find a case of negative
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impact of fiscal decentralization on Nigeria’s economic growth. Thus, the impact of
fiscal decentralization is not the same over developing economies.

The impact is dependent on the economic context (Romero & Strauch, 2008; Phillips
& Woller, 1998; Davoodi & Zou, 1997). Employing a dataset of 23 developing countries
and 17 developed ones in the period 1974-1991, Phillips & Woller (1998) demonstrate
a negative effect of revenue decentralization on economic growth among developed
countries but do not show any relationship between fiscal decentralization and the
growth. Davoodi & Zou (1998) use the panel data of 46 countries in the period 1970-
1989 to examine the relationship between fiscal decentralization and economic growth.
In their surveyed sample, developed countries have higher levels of fiscal
decentralization than developing ones (33% compared to 20%). The results indicate a
negative relationship between fiscal decentralization and growth in developing
countries, which does not exist in developed ones.

Many researches on fiscal policy and growth emphasize the importance of public
governance. Analyzing the relationship between fiscal decentralization and economic
growth of 23 OECD countries from 1975 to 2001, Baskaran & Feld (2009) find that
revenue decentralization has no connection with the growth. There implies a need to
distinguish between political autonomy and fiscal autonomy for local governments when
implementing decentralization programs. The degree of the former higher than that of
the latter seemingly hinders the growth due to increasing ideological conflicts. From this
aspect, fiscal autonomy has a close relationship with local governance and the
cooperation among authorities of different levels. Adopting a dataset of 30 countries,
deMello (2000) confirms a failure in inter-governmental fiscal cooperation resulting in
prejudices about fiscal deficit in the decision-making process, especially in case of
developing countries where basic requirements of decentralization policy are not met.

With data of 28 provinces in China from 1980 to 1992, Zhang & Zou (1998)
demonstrate a high level of expenditure decentralization during the economic transition
in parallel with a low economic growth rate of the local economy. Similarly, using data
of 30 provinces in China in two phases — from 1979 to 1993 (under the fiscal contract
system) and from 1994 to 1999 (under the tax assignment system), Jin & Zou (2005)
figure out no growth benefit from fiscal decentralization. Decentralization of revenue
does create an incentive to expand local sources of revenue and centralization of
expenditure promotes the growth better because the central government uses public
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expenditure more efficiently than provincial ones. Policy implication here is that the
effects of fiscal decentralization in any case depend mainly on the rationality of the
nature of fiscal institutions, inter-governmental relations in the political system and other
national attributes such as history, culture, and the likes. Based on this view, Akai &
Sakata (2002) come up with new findings on the contribution of fiscal decentralization
to economic growth in the US.

There are many researches on the impact of fiscal policy on Vietnam’s economic
growth. Based on data collected from 31 localities during the period 2004-2005 and
POLS estimation method, Hoang et al. (2010) suggest that expenditure on investment at
district level should be higher, while that at provincial level should be reduced to
promote local economic growth. Pham (2008) analyzes the structure of public
expenditure and growth with data collected from 61 provinces/cities in Vietnam from
2001 to 2005. Employing POLS method, his research discovers public investment has a
more positive impact than current expenditure on agriculture, forestry, fisheries,
education and training, and health care. On the contrary, by means of fixed effects and
random effects models with data of 61 localities from 2000 to 2005, Nguyén (2009)
clarifies a positive impact from revenue decentralization and a negative impact from
current and investment expenditure on local economic growth in Vietnam.

3. ECONOMETRIC MODELS
a. Dynamic Model of Fiscal Decentralization and Economic Growth:

Based on the analytical framework by Barro (1990), a dynamic model with panel data
is developed, including a dependent variable - GDP per capita - and a set of independent
variables. GDP per capita is measured by dividing the gross regional product (GRP) in
current prices by the total population of the province. This is used to compare the level
of development among provinces and serve as an indicator of living standards. The set
of independent variables includes the following:

(1) Fiscal matter and fiscal decentralization

Fiscal decentralization is decided by both revenue and expenditure assignment.
Expenditure decentralization is measured by the ratio of provincial budget expenditure
to national budget expenditure (Jin & Zou, 2005; Barro, 1990) per capita (Zhang & Zou,
1998). Similarly, revenue decentralization is defined as the ratio of provincial budget
revenue to national budget revenue (per capita). Revenue and expenditure
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decentralization must be theoretically compatible to promote economic growth. Nearly
50 provinces/cities in Vietnam cannot achieve budget balance and have to rely on fiscal
support, which is, as a result, included in the model as a variable to assess its potential
effects and measured by the amount of grant-in-aid compared to total local budget
expenditure.

(2) Set of control variables

To control impacts of other variables apart from fiscal ones, a number of control
variables is introduced into the research model to improve its robustness. First, two basic
factors of a production process (capital and labor) are calculated by growth rate of private
investment and labor growth. Second, based on the theory of taxation in relation to
changes in market behavior and creation of social loss, two other variables are
introduced to measure distorting effects of central and local governments’ taxation (Jin
& Zou, 2005; Zhang & Zou, 1998; and Barro, 1990), including central tax and local tax,
calculated by ratio of national tax revenue to GDP and ratio of provincial tax revenue to
GRP respectively. The higher the tax rate, the more the economy is distorted by the fiscal
system (Jin & Zou, 2005; Barro, 1990 cited in Zhang & Zou, 1998). Finally, trade
openness and inflation are employed as control variables. According to traditional
hypotheses, the greater the trade openness, the greater its impacts on economic growth
(Jin & Zou, 2005; Feder, 1983 cited in Zhang & Zou, 1998), and local inflation is used
to control potential effects of the instability on economic growth (Jin & Zou, 2005;
Zhang & Zou, 1998), which can be positively or negatively related.

From the above analysis, a dynamic growth model can be established with provincial
data as follows:

Yit = ﬂo + ﬂlYit—l + 182 FDit + ﬂa FTAX it T ﬂ4 LTAX it T ﬂsCONTROLit & (3.1)

where

i: province/city, t: time;

Y: Log of gross regional products (GRP) per capita, a variable representative of
growth

FD: fiscal decentralization, comprising the following variables:

- FDEX: provincial budget expenditure divided by national budget expenditure (per
capita) (provincial budget expenditure: investment expenditure and current
expenditure), representative of expenditure decentralization
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- FDREV: provincial budget revenue divided by national budget revenue (per capita)
(provincial budget revenue: types of revenue totally retained by the provincial
government and others divided between central and provincial governments),
representative of revenue decentralization

- SUBSI: amount of grant-in-aid, or subsidy, divided by total provincial budget
expenditure, representative of fiscal support

TAX: degree of distortion by tax, measured by two variables:

- FTAX: total tax revenue for central budget divided by GDP

- LTAX: total tax revenue for provincial budget divided by GRP

CONTROL,t: a set of the following variables:

- LnPINVES: log of private investment, measuring the growth of private investment
- HUM: growth rate of employed population in the province

- CPI: provincial consumer price index, representing provincial inflation rate

- OPEN: total export value plus total import value divided by GRP (converted to the
USD at the average exchange rate), measuring local trade openness.

Dynamic model of fiscal expenditure components and economic growth:

To test the impact of public expenditure components on growth and based on Kneller
et al. (1998), the following model is applied:

Yit = ﬂo + ﬁlYitfl + Zﬂj X it T ﬂa FTAX it T 134 LTAX it T ﬂSCONTROL“ +&; (3.2)
i

FTAX and LTAX help measure distortionary taxation and reflect budget constraint
(Kneller et al., 1998). X comprises the following variables:

LnINVEX: Log of provincial investment expenditure

LnCURREX: Log of provincial current expenditure

LnEDU: Log of expenditure on education and vocational training
LnHE: Log of expenditure on health care

LnRD: Log of expenditure on science, technology and environment
LnSS: Log of expenditure on social security

LnECO: Log of expenditure on economic activities
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LnAD: Log of expenditure on administration

4. ESTIMATION METHODS

To give an answer to the first research question, PMG (Pooled Mean Group) by
Pesaran et al. (1999) is applied in the research. By groups and directions of the panel,
PMG method has many advantages in handling heterogeneity in the short and long term.
The method allows: (i) estimating long-term elasticity of variables fiscal decentralization
and economic growth, and (ii) testing the speed of adjustment to the long-run
equilibrium.

PMG is also to estimate the following error correction model of variables
collectively named LF (including local taxes, revenue decentralization, expenditure
decentralization, and fiscal support) and economic growth:

AYit = ¢|Sit—l +Zé‘ijALFit—j T4 FE and Sit—1 :Yit—l - a-Fit—l .
j=1

where

S;1 : long-term equilibrium

¢ : error correction coefficient

9 long-term elasticity of Y (economic growth) with respect to variables related
to local fiscal affairs

o : coefficient of short-term reaction of fiscal decentralization variables to
economic growth

4 - fixed effect of each locality (i) and error (e, )

To answer questions 2 and 3, GMM method is adopted, allowing equation (3.1)
to be estimated with the method of fixed effects (FE):

Yit = (ﬂO + Vl) + ﬁlYit—l + 182 FDit + 183 FTAxlt + ﬁll LTAxlt + ﬁSCONTROLIt + eit (41)

However, when lag variables are included in the model (4.1), FE estimation will be
biased due to the short time series (T) (Judson & Owen, 1999). The research, therefore,
proceeds to use GMM (Difference Generalized Method of Moments) by Arellano &
Bond (1991), which is appropriately designed for panel data with short T and large N
(Judson & Owen, 1999; Roodman, 2006). In GMM, it is necessary to distinguish
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between instrumented and instrument variables. Assumed endogenous variables should
be included in the group of instrumented ones by their lag value, whereas explanatory
variables, defined as strictly exogenous ones as well as additional instruments (if any),
are classified as instrument variables (IV). Current and lag values of the assumed
exogenous variables are all appropriate tools (Judson & Owen, 1999).

The rationality of the instruments used in GMM s assessed through Sargan and
Arellano-Bond test statistics. As for Sargan test with hypothesis HO, the instrument
variables are exogenous, that is, uncorrelated with errors. Thus, the p-value of Sargan
statistics should be as large as possible. On the other hand, Arellano-Bond test is used to
check the autocorrelation of errors in the form of first difference. Thus, the difference
series automatically has first-ordered correlation — AR(1) — the test results can be
ignored. Second-ordered correlation — AR(2) — is tested on the difference series of the
errors to find out autocorrelation of errors in first order — AR(1).

5. DATA

Based on the research model, yearly data in the period 2000-2011 are collected from
General Statistics Office, including those of the whole country and 64 provinces/cities
in Vietnam. The data, therefore, are consistent and reliable enough to perform testing.
They are processed and transformed to become suitable to the nature of variables in the
quantitative model. In that process, the case of Quang Ngdai Province is eliminated due
to insufficient data on revenue and expenditure of local budget in the period 2000-2011.
Furthermore, Ha Tay Province and Ha Noi were merged in 2007, resulting in the merged
data of these two localities. Panel data, accordingly, have T = 12 and N = 62
provinces/cities with the total number of observations being 744. However, statistics of
such localities as Ha Noi, Lai Chau, Binh Thuan, and Dik Lak for several years are
lacking, and as a result, the number of observations for variables relating to provincial
budget expenditure (on education, health care and scientific research, etc.) is not 744, as
illustrated in Table 1.
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Table 1: Statistical Description of the Variables in the Model

Variable Obs Mean Std. Dev. Min Max
Economic growth (Y) 744 9.0430 .79969 7.2877 12.1400
Central tax (FTAX) 744 .26046 .03008 .20088 .28876
Local tax (LTAX) 744 12448 07776 .01548 .70420
Expenditure decentralization 744 .53682 .23193 .14408 1.8888
(FDEX)
Revenue decentralization 744 35714 .21607 .04960 1.4576
(FDREV)
Investment expenditure 744 6.3422 .93883 29711 9.9687
(LnINVEX)
Current expenditure 744 6.9782 .81398 4.1006 9.9725
(LnCURREX)
Fiscal support (SUBSI_R) 744 56628 32142 .00691 2.2227
Education (LnEDU) 732 6.0752 .80877 3.8567 9.0035
Health care (LnHE) 729 4.6978 .92545 2.9512 7.6901
Scientific research (LnRD) 729 2.1784 .78662 .10436 5.5279
Social security (LnSS) 729 3.8098 1.0181 1.0338 6.9902
Economic activities (LnECO) 731 4.6810 .89057 1.9911 7.8973
Administration (LnADM) 731 5.3597 82778 2.1257 7.8592
Trade openness (OPEN) 744 .65436 .98264 .00068 7.7743
Private investment 744 7.4031 1.2454 41913 11.598
(LnPRINVES)
Inflation (CPI) 744 108.7768 6.7676 934 136.88
Human resource (HUM) 744 102.3203 3.7321 84.89 122.18

6. RESEARCH RESULTS

Unit root test on variables local fiscal matter and economic growth is initially
performed, including Fisher, Im-Pesaran-Shin (IPS) and Levin-Lin-Chu (LLC) tests.
The results show that the local tax is stationary, or 1(0) (i.e. integrated of order zero) in
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all types of test and the rest are stationary in at least two types. The variable economic
growth is only non-trend stationary in IPS test. Next, the cointegration of fiscal
decentralization and economic growth is tested, based on residuals from the regression

equation Y, =a; + 4, + X, + &, as recommended by McCoskey & Kao (1998) and

Larson et al. (2001) when the panel data contain a short T. This is a fixed effects
regression model, where Y is economic growth, X is the set of variables related to local

fiscal components, ¢; is detailed intercept of each locality, r, is a vector of variables
unchanged over time, and¢;, is error. The cointegration is supported when &, is
integrated of order zero, 1(0).

Table 2: Results of Tests on Long- and Short-term Dynamism of Fiscal
Decentralization

Long-term cointegrating vectors
Dependent variable: Economic growth (Y)

Variables Coeff. Std.
Local tax -20.958*** 1.858
Revenue decentralization 6.859*** 0.456
Expenditure decentralization -5.097*** 0.459
Fiscal support 7.578*** 0.629

Short-term dynamism

Error correction 0.020*** 0.005
A local tax -5.032*** 0.770
A revenue decentralization 1.606*** 0.244
A expenditure decentralization -0.010 0.098
A fiscal support -0.008 0.050
Cons -0.008 0.043
Obs 682

Log Likelihood 1435.742

Note: (***) significance at 1%
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The test results governed by Fisher, IPS and LLC methods show the residual (&) is
trend and non-trend stationary, or integrated of order zero, 1(0) with a significance level
of 1%. Thus, testing results suggest the existence of cointegration between the fiscal
decentralization and economic growth. Finally, error correction model (ECM) is
estimated by applying the PMG method. The estimation results are presented in Table
2. In a long term, local tax and expenditure decentralization have negative relationships
with economic growth, whereas revenue decentralization and fiscal support are
positively related to economic growth. Error correction coefficient (EC) is statistically
significant, but its positive and too small value (0.02) shows that government’s efforts
to adjust its fiscal policy during economic shocks that cause disequilibrium or make the
economy deviate from its long-term trend only produced very poor results. Regarding
short-term dynamism, revenue decentralization is also positively related to economic
growth, whereas local tax is negatively related while the remaining variables are
statistically insignificant.

b. Impact of Fiscal Decentralization on Economic Growth:

GMM is applied to the estimation along with the use of instrument variables. Table
3 gives statistics of these variables.

GEO: reflecting local geographical features and measuring characteristics of
municipality/zone (special municipalities are encoded as 6; centrally controlled ones, 5;
municipalities in key economic zones, 2-4; and provincial municipalities, 1).

WEALTH: measuring the local wealth, based on proportion of its revenue sent to the
central budget. This proportion may vary from over 60%, 50-60%, 10-50%, to under
10% and is encoded 4, 3, 2, and 1 respectively; and otherwise, 0.

LOCALSIZE: reflecting the size of localities based on their area, equaling their
natural area divided by 2,000 square km (according to guidelines on fiscal
decentralization scoring).

GEO*FDEX: reflecting characteristics of municipality or zone integrated with
revenue decentralization.

GEO*WEALTH*FDEX: reflecting characteristics of municipality or zone integrated
with level of local development and revenue decentralization.

Table 3 reports regression results with GMM application, which by turns considers
each component of the fiscal decentralization variables. Revenue decentralization is
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shown to positively relate to economic growth (significant at 5%). Fiscal support
positively relates to the latter, suggesting the “flypaper effect” by Hines & Thaler (1995)
in the use of grant-in-aid by local governments. The impact of expenditure
decentralization is statistically insignificant, thereby indicating that the link between
revenue and expenditure decentralization with economic growth, in Vietnam, does not
support the theory of fiscal decentralization at all. The impact of revenue
decentralization implies that it may create an incentive to expand local sources of
revenue and improve the overall fiscal situation (Shah, 1994 cited by Jin & Jou, 2005).

It is noteworthy that characteristics of municipality/zone when integrated with
expenditure decentralization produce a positive effect on economic growth at a
significant level of 5% (model 4). This implies that expenditure decentralization with
characteristics of municipality/zone taken into account have a certain significance to
local growth. Another notable result is that local tax causes distortions to growth at 1%
significance level , while central one does not. Additionally, all control variables in the
model obtain expected results. Labor positively contributes to local growth at 5%
significance level . The regression coefficients of the variables private investment and
inflation positively affect economic growth with significance at 1% while relationship
between trade openness and local growth is not found.

In model (4), p-value of Sargan statistics is 0.206, which confirms that the
instruments used in the GMM are exogenous and not correlated with residuals. Arellano
- Bond AR(2) test with p-value equal 0.649 shows that the variables in the model have
no autocorrelation.

c. Impact of Public Expenditure Components on Economic Growth:

Firstly, based on the analysis by Kneller et al. (1998), equation (3.2) can be rewritten
as follows:

m-1
Y, =By +BY, ., + Z B X + BFTAX, + B,LTAX, + S;CONTROL, +e; (6.1)
j=1

In fact, if m represents all budget revenue or expenditure factors under examination,

m
then ZXJ.t =0. Then, at least one factor in X-set should be eliminated to avoid
j

multicollinearity (Kneller et al., 1999). Secondly, among control variables, we pay
attention to lags of private investment (LnPINVES) and inflation (CPI). Previous value
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expectations of variables are added to lags. Results of estimation are presented in Table
4.

Model 1 considers public expenditure components including investment expenditure
(LnINVEX) and current expenditure (LnCURREX). Results suggest that the latter
promotes economic growth, while the impact of the former is not significant. The
variable investment expenditure remains in Models 2 and 3, while such variables as
expenditure on education and vocational training (LnEDU), expenditure on scientific
research and environment (LnRD) and expenditure on health care (LnHE) take turns to
take the place of current expenditure, all of which do affect economic growth (Model 3).
Also in Model 3, the effect of investment expenditure is not significant. Models 4, 5 and
6 retain all variables, introducing such new ones as expenditure on social security
(LnSS), expenditure on economic activities (LnECO), and expenditure on
administration (LnAD). The relationships between the previous variables and economic
growth remain unchanged with significance at 1% and 5% (Model 6). The impact of
newly introduced variables and investment expenditure is statistically insignificant.

In the aforementioned models, the impact of central and local tax on economic growth
is negative, whereas that of private investment and inflation is positive; the impact of
labor and trade openness is statistically insignificant. The p-value of Sargan statistics in
the models maintains that the instruments applied in GMM are exogenous. Results of
Arellano-Bond AR(2) test show that the variables have no autocorrelation.

7. CONCLUSION AND POLICY IMPLICATIONS

Based on the endogenous growth model, the research examines the relationship
between fiscal policy and economic growth in Vietnam by employing the methods PMG
and GMM. The results indicate the following:

- There exists a cointegration relationship between fiscal decentralization and
economic growth in the long run. When the economy, however, deviates from its long-
term equilibrium, the government's efforts in adjusting fiscal policy bring about poor
results.

- Regarding the fiscal decentralization, revenue decentralization and fiscal support
have positive relationships with economic growth in the long run, whereas expenditure
decentralization is negatively related. With such findings, the traditional theory that
fiscal decentralization, especially revenue one, must be closely connected with local
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expenditure demands is not universally applicable in Vietnam. This finding is different
from the ones by Pham (2008) and Nguyén et al. (2010) but supports those by Nguyén
(2009) and Jin & Zou (2005). In addition, the research results not just argue for a
perspective that revenue expenditure stimulates development of local sources of revenue
(Jin & Zou, 2005) but imply that expenditure centralization boosts the growth as central
government monitors its expenditure more effectively than local ones, particularly on
major infrastructure projects (Zhang & Zou, 1998). The estimation results presented in
Table 4 show that impact of investment expenditure on local economic growth is not
statistically significant.
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Table 3: Regression of Fiscal Decentralization and Economic Growth

Dependent variable: Economic growth (YY)

Variable GMM Estimation GMM Estimation GMM Estimation GMM Estimation
(Model 1) (Model 2) (Model 3) (Model4)
Coeff. Std.  Prob.  Coeff. Std. Prob. Coeff. Std. Prob. Coeff. Std. Prob.
dev. dev. dev. dev.

Economic growth (-1) 912 .042 0.00*** 906 .035 0.00*** 873 .034 0.00*** 871 .033 0.00***
Private investment .079 .034 0.02** 078 .028 0.00*** 102 .027 0.00*** .108 .026 0.00***
Labor .001 .000 0.09* .001 .000 0.06* .001 .000 0.03** 002 .001 0.03**
Central tax 251 143 0.08* 440 139 0.00*** 226 .145 0.07* 337 148 0.02***
Local tax -141 068 0.03** -450 .167 0.00*** -593 .158 0.00*** -583 .167 0.00***
Expenditure .058 .060 0.33 .080 .062 0.19 -122  .097 0.20
Revenue decentralization 146 075 0.05** 178 .072 0.01** 169 .079 0.03**
Fiscal support .085 .026 0.07* .051 .029 0.08*
Trade openness -061 .019 0.00*** -044 018 0.01** -022 .019 0.23 -023 .019 0.23
Inflation .006 .006 0.00~** 000 .000 0.00*** 006 .000 0.00*** 007 .000 0.00***
Municipality characteristics *fiscal decentralization .076 .030 0.01***
Municipality characteristics *degree of development *fiscal decentralization .008 .017 0.63
Observations 620 620 620 620
Sargan test 0.192 0.220 0.259 0.206
AR(2) 0.555 0.578 0.839 0.649

Note: *** ** and *: Statistical sig. level at 1%; 5%; 10%, respectively
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Model 1 Model 2 Model 3 Model 4 Model 5 Model 6

Coeff. Prob. Coeff. Prob. Coeff. Prob. Coeff. Prob. Coeff. Prob. Coeff. Prob.
Economic .005 .959 213 .009* .256 .000* .246 .000* .248 .000* .255 .000*
growth (-1)
Private .376 .000* 327 .000* 274 .000* 273 .000* 272 .000* .290 .000*
investment
Private .070 .001*** 060 .001*** 054 .001*** 052 .001*** 052 .001*** 054 .001***
investment (-1)
Labor .002 155 .001 214 .001 .198 .001 .166 .001 159 .001 120
Central tax -1.130 .001***  -878 .001***  -536 .036** -.496 .053***  -500 .053* -.440 106 *
Local tax -.507 .000***  -.397 .000***  -334 .001***  -.346 .000***  -347 .000***  -373 .000***
Investment .023 .658 .019 .288 .0154 .350 .015 .360 .015 .357 .016 .333
expenditure
Current .396 .000***
expenditure
Expenditure on .209 .000*** 144 017** 145 .016** .148 .014** 124 .037**
education
Expenditure on .085 .007*** 076 .005*** 074 .006*** 076 .004*** 082 .002***
science and
environment
Expenditure on .085 .015** .085 .014** .081 .021** .089 .015**

health care
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Expenditure on .012 .163 .012 179 .014 154
social security

Expenditure on -.000 .966 -.000 .985
economic

activities

Expenditure on -.021 .256
administration

Trade openness  .003 .833 .001 .910 -.001 .940 -.000 .980 -.000 .998 -.001 .945
Inflation .003 .000*** 004 .000*** 004 .000***  .004 .000*** 004 .000*** 004 .000***
Inflation (-1) .001 .034** .000 179 .001 .100 .001 130 .001 134 .001 .138
Observations 620 610 609 609 609 609

Sargan test 0.676 0.182 0.725 0.809 0.795 0.836

AR(2) 0.604 0.310 0.278 0.344 0.332 0.339

Note: *** ** and *: Statistical sig. level at 1%; 5%; 10%, respectively
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- Given public expenditure components, the impact of expenditure on education and
training, expenditure on health care and expenditure on science and technology are
positively related with economic growth. In association with funding and budget
constraint, local tax has a negative effect on the growth.

The research results set the grounds for recommendations on fiscal policy innovations
associated with sustainable economic growth in the period 2010-2020 as follows:

First, expenditure decentralization should be improved to support sustainable
growth. Empirical findings indicate a long-term relationship between fiscal
decentralization and growth in Vietnam. However, when associating them with real
situations, we find that policy on decentralization of public investment does reveal
several limitations, which could be seen in irrational decentralization of investment
decisions, the central government’s inability to coordinate investment structures among
provinces, and low-quality planning thus resulting in waste and scattered investment.

The apparent solution is better defined decentralization of investment on basic
constructions (building infrastructure and producing fixed assets) for each level of
government. Moreover, it is necessary to enhance the capability of central agencies in
management of investment projects in provinces, establish sound mechanisms to
efficiently control the mobilization and use of public investment, and enhance
transparency and accountability.

Second, distinguishing between urban and rural authorities is essential when
performing fiscal decentralization. When combined with the municipality/zone
characteristics, expenditure decentralization exerts a positive impact on economic
growth. The empirical results also support a focus on such characteristics. In other
words, fiscal decentralization for urban authorities should be differentiated from that for
rural authorities in order to create favorable conditions for more sustainable economic
growth.

Third, transparency and accountability in fiscal allocation and use should be
strengthen. Revenue is usually centralized more fully than expenditure with an
expenditure gap in fiscal balance bridged by fiscal support through target programs. A
meaningful impact of fiscal support on growth is shown, conveying the “Flypaper
Effect” in local governments’ use of grant-in-aid. The implication is to establish
transparency and accountability, functioned as significant mechanisms for forcing local
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governments to employ more effectively grants-in-aid (Hines & Thaler, 1995; Tanzi &
Zee, 1997; and deMello & Barenstein, 2001).

Fourth, under the conditions of limited funding, expenditure on administration needs
to be controlled , whereas those on education, health care, science and technology should
be increased since current expenditure and other public expenditure components have a
close relationship with economic growth. In another aspect, the research reveals that
expenditures on administration, social security and economic activities have not actively
supported growth; thus, institutional reform and/or public administration reform
programs are to be reinforced. The fact that local tax has a negative impact on local
growth in short and long terms emphasizes the importance of budget balance and
allocation in producing positively effects on economic growth in the context of budget
constraints (Bose et al., 2007).

Last, fiscal policy should be closely coordinated with monetary policy to ensure
equilibrium of economic growth in the long term. The shocks, from empirical results,
have been proved to deviate economic growth from its long-term trend and the
government's efforts to adjust the policy produce poor results. This supports the view
that fiscal policy should be directed to medium- and long-term visions and in good
combination with monetary policy to adjust the shocks, creating long-lasting economic
equilibriumm
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