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INTERGOVERNMENTAL FISCAL RELATIONSIN VIETNAM

|. INTRODUCTION

Intergovernmentd fiscal relations play afundamenta role in the economic and socia deve opment
of Vietnam. Asin dl unitary forms of government, the central government sets nationd policiesand assists
with the finandng of the activities of subnationa adminigtrative units, as well as undertaking certain
expenditure respongibilities directly.! On the other hand, decentraization facilitates implementation of
policies that reflect the preferences of inhabitants of subnational adminidrative units.  An important
objective, therefore, is to desgn a system that reconciles the sometimes conflicting objectives of
centralizationand decentrdization. Thisreport isintended to assst the government of Vietnam in designing
its system of intergovernmentd fiscd relaions (IFR).

The next section describes the political system within which intergovernmentd fiscd reaions are
imbedded. Thethird section providesan overview of intergovernmenta fiscal relaionsinVietnam. Section
IV describes the assgnment of expenditure responghilities anong levds of government, Section V
discusses fiscd management and budgeting, and Section V1 describes and apprai ses the revenue side of
intergovernmenta fisca relations. These sections contain descriptions of current practice, abrief statement
of criteriaagaing whichthey are to be appraised, an appraisa of current practice, and recommendations
for improvements. Section V11 describes how the present system of subventions could be replaced by an
improved system of intergovernmentd transfers. This discussion focuses primarily on relations between
the central government and the provinces, relations between provinces and digtricts and betweendidtricts
and communes are generdly quite Smilar.

Il1. THEPoOLITICAL SYSTEM OF INTERGOVERNMENTAL FiscaL RELATIONS?
Vietnamisdivided into 53 provinces; this count includes Hanoi, Hai Phong, and Ho Chi Minh City,
whichhave provincid standing. The provincesare subdivided into 459 didtrictsand 76 towns (whichhave

digrict status). Didtricts, in turn, are subdivided into 9,557 communes.

At each leve of government there is a legidaive authority and an executive authority, which is
selected by the legidative authority. In the case of the centrd government these bodies are the Nationa

! For expositional convenience this report sometimes makes reference to subnational levels of government (e.g.,
provincial governments), even though this terminology may not appropriately and accurately describe the legal
status of the various administrative unitsin Vietnam’s unitary form of government.
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Assembly and the Prime Minister, who ishead of the government; at the provincid and didtrict levels they
are the Peopl€' s Councils and the People’ s Committees. The Communist Party operatesin pardld tothe
government structure a dl levels of government.

Article 83 of the Congtitution of 1992 defines the following powers of the Nationa Assembly:

The Nationa Assembly is entrusted with the right to decide the man principles
governing the organization and functioning of the state apparatus and the socia
relations and activities of citizens aswedl astheright of supreme control of dl state
activities.

Based on Article 4 of the Condtitution, the Communist Party provides guidance to the National
Assembly and the government (but does not exert explicit control)through the issuance of resolutions.

The Communist Party of the Socidist Republic of Vietnamis the vanguard of the
Vietnameseworking class, the faithful representative of the rights and interests of
the working class, the tailing people, and the whole nation, acting upon Marxist-
Leninigdoctrine and Ho Chi Minh’ sthoughtsand is the force leading the state and

sodiety.

The National Assembly, whichconsists of 395 members, is dected for a period of five years and
meets twice per year in sessons lasting 4 to 8 weeks. Between sessions of the Nationa Assembly a
Standing Committee acts as the legidature, issuing ordinances with the power of law.

The centrd government, whichiselected by the Nationd Assembly, is responsible for dl aspects
of public adminigration. The Prime Minigter, who isthe head of the government, must be amember of the
Nationa Assembly.

Laws enacted by the National Assembly and ordinances issued by the Standing Committee are
often broadly worded, and thus vague. The government thus has the important power to issue decrees,
decisons, and circularsinterpreting them. These must, of course, be congstent with laws, ordinances, and
regulations issued by the higher authorities. The Nationa Assembly has the power to rescind any ruling
made by the government that it considersto be inconsistent with the Congtitution, laws, or ordinances, but
this power has apparently been used only rarely.

The principle of “democratic centrdism” dominates intergovernmenta fisca (and non-fisca)
relationsinVietnam. Both thelegidative processand theadminigrative sructureare hierarchicd. Officids
of subnationa governments answer to Hanoi, as well as to their local superiors. The budget process
(described briefly in Section 111 and in detall in Section V) is one in which the budgets of each leve of
government are “nested” in those of the next higher level. Article 53 of the new Budget Law enacted in
April 1996 gives the Prime Minister or Chairman of the People’s Committee at the next higher level of



government the right to request adjustmentsinthe budget of the lower leve of government, if these budgets
are deemed to be inconggent with decisions of the Nationa Assembly or the People€' s Council at the higher
level of government. The result isa highly centrdized and complex system of IFRthat is characterized by
“top-down” decison-making.

The People’'s Councils operating at the provincid and didtrict levels are eected by universa
auffrage. But their powers and those of People’' s Committeesthey select to implement their decisons are
somewhat circumscribed. While the People' s Councils exercise the legidative function regarding metters
concerning therr territory, including budgetary matters, they do so under the supervison of the Standing
Committee of the Nationd Assembly and subject to laws, ordinances, and regulaions issued by the
National Assembly, the Standing Committee, and the centrd government. The Standing Committee can
rescind decisons of the People's Councils and even dissolve the Councilsin extreme cases.

The Chairman of the People’ s Committee has considerable power over subnationa adminidrative
operations. 'Y et this power isexercised subject to the supervisonof the Prime Minigter, who has the right
to dismiss the Chairman and Vice Chairman of People' s Committees and to suspend or annul decisons
of the provincid Committeesif they are contrary to the Congtitution or laws of the centrd government.

LikethePeople' s Councils and the People’ s Committees, government officidsat the provincid and
digtrict levds are subject to dua subordination, bothto the People’ s Committee at their level and verticaly
to the corresponding minidriesof the central government. Of particular importance for IFRisthe fact that
tax adminigrators in the provinces and didtricts are subordinate to both the General Tax Department in
Hanoi and to their respective subnational governments.  Section VI describes the disadvantages of dual
subordination of the tax adminigtration.

I11. AN OVvERVIEW OF IFR

The basc structure of intergovernmentd fisca rdaions inVietnamresemblesthat in other planned
economies, induding those in the former Soviet Union. Y et there are important variations. Box [11-1
contrasts various fegtures of IFR in Vietnam and Kazakhstan.

Expenditure assignment. Responsihilitiesfor public expendituresare divided among the central,
provincid, digtrict, and commune levels roughly in accordance with the dictates of the economic theory of
decentraization: Activities reflecting nationd objectives, those with benefits that reach beyond provincia
boundaries, and certain very large projects fal within the domain of the central government. By
comparison, activitieswithmore locdized benefitsare assgned to the province, district, or commune levd.
Animportant difference fromsystems found inthe former Soviet Unionisthat subnationa governmentsare
respongble for some expenditures for capital investment, aswell asfor current expenses. The budgetary
requirements of each leve of



government are determined by gpplication of standards or “norms’ provided by the centrd government.
An important item of expenditure a each level of government above the commune
level are subventions paid to governmenta units a the next lowest levd.

Box I11-1: Comparison of I ntergovernmental Fiscal Relationsin Kazakhstan and
Vietham

Expenditures Kazakhstan Vietnam

Norms Detailed/Specific General/Per capita
Uniform Differentiated regionally

Responsible for capital spending Central All levels

Discretion to reall ocate budget Yes Unclear

Subnational borrowing No Yes

Hard budget constraint No Yes

Subnational revenue targets No Yes

Taxation:

Subnational control of:
Tax base No No
Tax rate No No

Dual subordination
of tax administration No Yes

Tax sharing rates:

Uniform across jurisdictions Before1996: No No
After 1995: Essentially
Uniform across taxes No Yes
Choice of regulating (shared) taxes VAT; excises; Turnover tax;
individual and profits tax

enterprise income taxes

Stable sharing rate No Before 96: No
After 95: Yes
Excess central revenue shared? No Yes

Revenue assignment. Revenue sources fdl into two categories: those assgned entirely to one
leve of government (hereafter “own’” revenues) and thosethat are shared by two or more levels (heresfter
“shared” or “regulating” taxes). In generd, revenue sourcesassigned entirely to aprovince areinadequate
to meet provincid budgetary requirements. As a result, a portion of shared taxes collected within the
province are assgned to the province. Thisfraction is equa to the budgetary requirementsthat cannot be
financed by own provincid revenue sources divided by estimated revenues from shared taxes. Own
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revenues of the central government in 1996 include taxes on internationa trade, excises, and profitstaxes
on certan enterprises operaing throughout the country (e.g., the eectricity and the post and
telecommunications enterprises). Profitstaxeson other enterprises and turnover taxes are shared between
the central and provisiona governments. Own revenuesof subnationa governmentsincludetaxescollected
for the granting and trandfer of land use. (Before enactment of the new Organic Budget Law these were
smply own revenues of subnationa governments. Now they are to be shared between the provinces and
communes).

Subventions. Where a 100 percent sharing ratio is not adequate to meet the provincid revenue
shortfdl, the centra government providesasubventionto cover the residua shortfal. Inrecent years, only
14 of the 53 provinces of Vietnam (heresfter caled non-subvention provinces) have been able to cover
their budgetary requirements from provincid taxes and provincia shares of shared taxes, the remaining
provinces (heresfter called subvention provinces) have received subventions fromthe central government.

Stability of tax sharing and subventions. One common festure of budgetary systems based on
gpplication of expenditure norms, revenues estimates, varigble sharing rates, and subventions is lack of
certainty in subnational budgeting from one year to the next; sharing rates commonly vary from year-to-
year. In Vietnam there has aso been ingability in the assgnment of taxes between categories (own
revenues of the central or subnationa governments or shared revenues); see Section VI A. The new
Organic Budget Law enacted in April 1996 reflects an attempt to provide greater certainty for subnationa
governments. It assigns taxes to mgjor categories and provides that sharing rates will remain fixed for a
period of threeto fiveyears. (In addition, the interim decree under which the budgets for 1996 and 1997
are to be formulated provides for smilar stability). In the case of provinces receiving subventions,
subventions will be adjusted for (only part of ) year-to-year inflation. This method of introducing “ sability”
will cause the deterioration of the budgetary position of subvention oblasts; see Box VII-1.

Dual subordination. Taxes other than those on imports and exports are administered by the
General Tax Depatment (GTD). Although the GTD operates throughout the country on a the basis of
vertica authority, offidds of the GTD are dso subject to dud subordination to the finance departments of
subnationa governments (provinces and didricts). In principd, vertica subordination within the Generd
Tax Department is intended to guarantee uniform application of tax laws and regulations throughout the
country, while subnationd finance departments exercise operational control of GTD offices under thar
juridiction. In fact, it creates anomalous results; see Section VI.

Revenue targets. Tax officids in each province (and each didtrict) are given revenue targets.
While both budgetary requirements and revenue goas are ostengibly set by application of objective
formulas, in fact there is substantia room for negotiation, especidly on the tax Sde, where estimation of
revenuesisinherently difficult.

Hard budget constraint. It appears that, once budgets and revenue targets are set, subnationa
governments in Vietnam face hard budget congtraints. That is, if revenues fall short of expectations,



subnational governments must reduce expenditures.  On the other hand, if revenues are higher than
expected, the excess is generdly available for invesment spending by the jurisdiction experiencing the
aurplus.

Latitudefor fiscal effort. Thecentral government determinesthe baseand rate of al taxeslevied
in Vietham. Thus it is impossible for a subnational government to exercise additiond fiscd effort by
imposing additiond taxes or setting higher tax rates on economic activity under its jurisdiction. Because
of the dua subordination of loca offidds of the General Tax Department to the finance department of
subnationd governments, as well asto their superiorsin the verticd chain of command within the GTD, it
is possible for subnationd governments to exercise some tax effort through the zedl with which taxes are
administered in their jurisdictions. Thisis, however, problemétic, for reasons described in Section VI.

V. EXPENDITURE ASSIGNMENT
A. Exigting Practice

Current expenditure assignments. Budgetary expendituresin Vietnam take place at four levels of
government: centrd government, 53 provincid governments (including independent city adminigtrations),
509 district governments (indluding dependent city governments), and gpproximately 10,000 communes®
The assgnment of expenditurerespongbilitiesat these four levels as of May 1996 is summarized in Table
V-1

The divison of expenditure responghilitiesis smilar to that found in the FSU and Eastern Europe,
as wdl as those in many decentralized market economies. The centra government is in charge of
nationwide services including defense, the justice system, the security system, and foreignrelations. In the
socid sectors, as is common in other countries, responghilities are shared. Thus universities and referrd
hospitds are the respongibility of centra government, but primary and secondary education and smdler
hospitds and dinics are the responghbility of subnationd governments. Subnational governments have
exclusive responghility for traditiondly loca services such as water and sewage, but the large unmet need
in some of these areas has led the centrd government to assume some of the responsibilities.

Some differences in expenditure assgnments are noticegble in Vietnam vis-avis other transition
countriesinthe FSU and in Eastern Europe. InVietnam subnationa governments are assigned some capital
expenditure respongbilitieswhile in the planned economy systems of the FSU and Eastern Europe, capital
expenditures often remain the exclusive domain of the centrad governments. Also different is the fact that
for the most part housing has not been a government responsibility at any leve in Vietnam. Lag, Vietnam
has not faced the Sgnificant problems created duringthetrangition by the divestiture of socid responshilities

% The budgets of communes have not been integrated in the overall budget process. However, the new Budget
Law makes provision for thisintegration.



by state enterprises in the FSU and Eastern Europe. The more agrarian nature of the Vietnam economy
no doubt helped in this respect.

In theory the assgnment of expenditure respongbilities among provinces, didtricts, and communes
should apply uniformly throughout the nationd territory reflecting the unitary system of government. There
is no information on whether this is the case, but in redlity provincid governments would gppear to have
exercised thar discretionindividing responsbilities betweenthemsavesand thar digtricts. Infact thereare
some provinces that have not introduced territorid divisonsinto digtricts.

Evolution of expenditure assignments over time. The assgnment of expenditure responsibilities
has changed from year to year. But, on the whole, expenditure assgnments have been quite stable over
time, especidly by comparisonto the experience of Russa and other FSU countriesover the past 5 years,
and aso compared to tax assgnments in Vietnam, discussed in Section V1. The history of recent changes
in expenditure assgnmentsin Vietnam is summarized in Box IV-1.

Expenditure assignments in the 1996 Budget Law. One of the important issuesaddressed by the
new Budget Law isthe assgnment of responghilities a dl four levels of government. However, with few
exceptions, the assgnments in the Law are too general and vague to be a practica guide for
implementation. Thisis an area of the Budget Law that awaits implementation by regulation.

The assignments in the Budget Law are summarized in Table IV-2. Almos every possble
category of expenditure, including national defense, overlgps the centra and subnational governments.
There are very few concrete assgnments in the Budget Law. In particular, cities are assgned capital
investment respongibilitiesfor water supply, sanitation, transport and eectricity. Communesand precincts
are assgned capitd investment respongbilities for schoals, hedth centers and water supply systems.



TablelV-1

Expenditure Assignments, as of May 1996

Communes
Category Central Government Provinces Districts' (and Precincts)
Defense -Largely central -Locd Militia -Locd Militia
responsibility -Conscription
Justice/Internal Security -Largely central -Maintaining local law and  -Maintaining local lawand ~ ---
responsibility order order

Foreign Economic
Relations

Eduation?

Hedlth?

-Entire responsibility

-Post-secondary education
-National Programs

-School buildings in poor
provinces

-Specialty and referra
hospital and training and
research ingtitutions

-National Programs
-National health insurance

compulsory for state
workers

-Secondary
-Technica and Vocational
-School Buildings

-Teacher Training

-Hospital and Clinics

-Training of medical
assistants

-Prevention Programs

-Primary
-Teacher Salaries

-Maintenance and some
school building

-Small Hospitals and
Polyclinics

-Pre-primary

-Primary Health Centers

Table 1V-1 continues on next page...



Table V-1 (continued)

Communes

Category Central Government Provinces Districts' (and Precincts)
Roads -Nationa Roads -Building Facilities -O & M of facilities -O & M of facilities
(and Inland Waterways)

-Provincial Roads -Loca Roads -Local Roads

-Some maintenance of

national roads
Public Transportation -Rail and Air -Limited Bus -Limited Bus

Fire Protection

Police

Libraries

Sanitation

Water/Sewage

Housing

Price Subsidies

Welfare

Transportation

-Mostly, a central
responsibility
-National Ingtitutions

-Financing of some
projects

-Financing of some
projects

-Mostly central
responsibility

-Social Security System

Transportation Transportation

-Local Responsibility

-Locd Militia -Locd Militia

-Provincia Libraries -Locd Libraries

-Responsibility for
implementing central
mandates

-Relief for the elderly,
orphans, and handicapped

-Shared Relief Functions

-Local Responsibility

-Shared Rdlief Functions

Table V-1 continues on next page...



Table V-1 (continued)

Category

Provinces

Districtst

Communes
(and Precincts)

Environment

Economic Activity
Enterprises

Other Capital Investment

-National Programs
-Mostly central
responsibility

-Mgjor irrigation flood
control and embankment

-Provincial Programs

-Regiona Development
-Land Management

-Irrigation Maintenance

-Most capital investment
activities are controlled by
central government

-Loca Environment
Protection

-Loca Development
-Land Management

-Irrigation

-Formally no capital
investment responsibilities

-Local Development

-Irrigation

-Formally no capita
investment responsibilities

Some provinces have failed to introduce district jurisdictions.
2Fees are tentatively used for vocational and secondary education, and for textbooks, uniform and transportation at al levels.
3Many health services and most drug sales are carried in the private sector. Public health services often are subject to category recovery fees.
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TableV-2

Assignment of Expenditure Responsibilitiesin the New Budget L aw, 1996

Central Government

Provinces

Districts and Cities

Communes
(and Precincts)

Hedth

Education

Economic Activities

Culture and Sports

Socid

Defense

Police and Security

Palitical Organs

Price Subsidies

-Central Facilities
-Research
-National Health Programs

-Post-secondary
-Nationa Programs

-Economic services,
managed centrally

-Nationa Programs

-Nationa Programs
-Socia Security

-National Defense
-National Police
-Central organs of CP and

other central organizations

-Central Programs

-Provincial Services

-Provincial Services

-Provincial Services

-Provincial activities,
supporting individuas

-Provincial Activities

-Military Conscription
-Other Defense Activities

-Local security and social
order

-Provincia organs of CP
and other organizations

-Subsides conforming to
national policies

-District Services

-District Services

-District Activities

-District Activities

-District Activities

-District Activities

-Local security and order

-District organs of FP

and other organizations

-As conforming to
nationa policies

-Commune health
activities

-Evening Schools
-Pre-primary

-Maintenance of facilities,
managed by communes

-Commune Activities

-Commune Activities

-Commune Activities

-Security and defense at
the commune level

-Support for political and
social organizations

11
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TablelV-2 (continued)

Central Government

Provinces

Districts and Cities

Communes
(and Precincts)

I nterest

Other Expenditures

Capital Investments

Transfers

-National Debt Service

-As dtipulated by law

-Programs in infrastructure

-Support of state
enterprises and joint
companies

-National investment and
development programs

-Transfers to subnational
governments

-Service of
provincia debt

-As dtipulated by
provincial budgets

-Construction of basic
economic infrastructure

-Support of state
enterprises according
to the law

-Transfers to lower
budget

-As dtipulated in
district budget

-Cities only:

-Power
-Water supply
-Sanitation
-Transport

-Transfers to lower
budget

-Infrastructure such as
health enters, primary
schools, local roads,
water supply systems

12



Relative importance of subnational government expenditures. Because expenditure
responsbilities are shared by the centra and subnational governmentsinmany different aress, it is hdpful
to quantify how mucheachlevd of government spends. The mission was unable to collect updated budget
data for provincid governments. The informetion in this section on consolidated provincia expenditures
comes from previoudy published reports.* At present there appears to be no information on province-
digtrict expenditure divison. Thereisnoinformationether onthe relative importance of commund budgets.

Provincid consolidated expenditures (provinces and districts) accounted for gpproximately a third
of tota consolidated expenditures in 1994. The provincid share in particular expenditures varied
sgnificantly. In 1994 the provinces accounted for about 50 percent of administrative expenditures, 72
percent of education and training, and 60 percent of public expenditures on hedth. Judging from the
changesinexpenditure shares, there appears to have been adight trend toward recentraization.® In1992
consolidated provincia expenditures represented 35.5 percent of total expenditures, whileineducationand
hedlth these shares were over 80 percent in both cases.

Public expenditures at the subnationa leve are quite low. The low leve of public expenditures per
capitareflects both low income levels and ardatively low share of public expendituresin GDP. In 1995
public expenditure on socia services represented about 8 percent of GDP and lessthan 50 percent of all
private and public expenditures in hedth and education. There are aso significant disparities across
provinces in expenditure per capita See Box IV-2.

Box 1V-2: Disparitiesin Per Capita Expenditures

Provincial expenditure per capitafor 1993 varied significantly. For high income provinces (per capita
GDP over 450 th Dongs) total expenditures per capitawere D 178.6 (in education D 26.5 and in health D 14.7); for
middle income provinces (per capita GDP 300-450 th Dongs) total expenditures per capitawere D 95.7 (in
education 21.8 and in health D 9.3); for low income provinces (per capita GDP |ess than 300 th Dongs) total
expenditures per capitawere D 104.7 (in education D 23.3 and in health D 4.4).

Source: Table 7, page 13 in Bird, Litvack, and Rao, 1995.

4In particular, Richard M. Bird, Jennie . Litvack, and M. Govinda Rao, “Intergovernmental Relations and Poverty
alleviation in Vietnam” Policy Research Working Paper 1430, The World Bank, March 1995; Husband, 1966; and
Ngyen C. Nghiep, “Public Finance Developmentsin Vietham” Financial Scientific Institute, Vietham, November 1995;
UNDP “Viet Nam: Public Expenditure Review” April 1996; UNDP Viet Nam: Public Investment Programme”, (revised
draft) April 1996; World Bank “Viet Nam: Public Sector Management and Private Sector Incentives, An Economic
Report” September 1994; World Bank “Viet Nam: Poverty Assessment and Strategy”, January 1995; World Bank
“Viet Nam: Restructuring Public Finance and Public Enterprises, An Economic Report” April 1992.

5 Husband, (1996).
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B. Criteriafor Evaluation

In generd, there are no clear-cut criteriafor assgning expenditure responshilities to different levels
of government. Adequate assgnments are reached typicdly as a compromise among often conflicting
objectives pursued by the government's decentralization policy.

An efficient provison of government services requires that government satisfy the needs and
preferences of taxpayers in the least-cost way. Because local governments are closer to taxpayers,
efficency cantypicdly beincreased by keeping the provisonof servicesat the lowest leve of government.
Higher levds of government should be assgned expenditure responghilities for those services with
sgnificant spillover benefits across smdler jurisdictions. It is likely that smdler governments will fail to
adequately interndize those spillover benefits. Higher levels of government should be assigned expenditure
repong bilitiesfor those services with significant economies of scale and scope. However, theseproduction
efficencies may dill be captured by smdler governments by contracting for services with either non-
government enterprises or larger government units. The redlization of efficiency gainsin the dlocation of
expenditure respong bilities requires effective democratic representationand proper budgetary inditutions,
including locd discretion to vary the composition of the budgets and the ability to link costs of provison
viafees, service charges, or loca taxes.

Expenditures undertaken by government for equity or income equalizationand for macroeconomic
stabilization and growth should generdly be the responsibility of the centra government. Attempts by
subnationd jurisdictions to redistribute income can essly backfire if there is taxpayer mobility. More
importantly, the incidence of the poor islikely to behigher inrdatively poorer jurisdictions, whichwill thus
have more difficulty aleviaing the poverty of their poor.

These generd principles for assgnment of expenditure respongbilities can help identify wrong
assignments but they do not lead to a unique or best assgnment blueprint. Balancing the objectives of
efficdency and equity can lead to quite different, but equaly admissble, assgnments. For example,
governments that emphasize the equity objective may give the centrd government a more direct
responghility for primary and secondary education, while those governments that give higher priority to
economic efficiency may assign primary and secondary educationentirdy at the subnationa levd. Actudly,
clarity and gability in the assgnment of responsihilities may be asimportant for the efficient provison of
public services as getting the assgnment of respongbilities exactly right. The damage from getting the
“wrong” assgnment typicaly will be less that the damage caused by the under provisonof servicesarisng
unstable or murky assignment of expenditure respongbilities.

C. Appraisa
The new Budget Law till doesnot provideaformal assignment of expenditureresponsibilities.

It is somewhat uncertain what the government regulations developing the provisions inthe Budget Law will
bring. The preparationand discussion of the Budget Law took four years, dlegedly due to the controversia
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nature of many issues, and some of the drafts did contain quite radical changes in the assgnment of
expenditure responghilities;, for example, the recentrdization of most education leaving provinces with
respongibility only for pre-primary education. Such massive recentralizationwould hep little to increase the
efficiency of public expenditures.

Thereremain critical shortagesinbasicservices. Water supply remains the Sngle most important
probleminurban areas.® Because of the rapid increase in urban population, the percent of the population
in urban area with access to safe drinking water has decreased from over two-thirds to roughly one-half
inrecent years. Smilatly, it is estimated thet less than haf of the rurd population has accessto safe water.
The needs for capita infrastructure in sanitation, roads, and transportation are also enormous. The
government policy isto alow abigger role to the private sector in the provision of some of these services,
but there does not appear to be a nationd policy defining the role subnational governments should play.
Even in those areas where services are more adequate, suchas hedlth and educetion, there are sgnificant
needs. For example there are very significant needs for school building in secondary education, now the
responsibility of provincid governments.”

Someconfusion on expenditure assignment remains. Even though there appearsto be a specific
assignment of expenditure responghilities, as summarized in Table V-1, in practice there often appears
to be confuson concerning actud divison of respongbilities. There is confusion in particular in the
assgnment of capita investment responghilities for infrastructure. Thisis in part aresult of the lack of
transparency in the capital budgeting process (see Section V). One such areaisirrigationservices. While
some digtricts appear to assume respongbility for these invesments, smaler communeirrigation systems
appear to go largely underfunded.? The introduction of the PIP in 1996 should help clarify some of these
issues. The PIP will cover al central and local projects to be financed fromthe central government budget
or by Officid Development Assistance (ODA). Capitd expendituresfinanced by subnationa governments
directly will not be included in the PIP. Limiting the scope of the PIP to projects financed with centra
government funds is the proper thing to do. However, provincid governments should develop their own
PIPs. Thiswould not only increase the efficiency of capita investmentsat the subnationd levd, but it would
aso dlow for better coordination and identification of underserved arees.

Confusion in the assgnment of responghilities is enhanced in many cases by the fragmentation of
service responghilities and the lack or coordination or integration of many different agencies. Dud
subordination of central government and subnationa government authorities often helps aggravate this
problem. For example, in the case of public education, responsibilities are shared by the Ministry of
Education, which isin charge of educationd policies, curriculum, and teacher training; by the Minigtry of

5 UNDP“Viet Nam: Public Investment Programme” (revised draft), April 1996.

" Only one third of children between the ages of 11 and 14 attend secondary school and attendance dropsto 10
percent for those in the 15 to 17 years of age group.

8World Bank “Viet Nam: Public Sector Management and Private Sector | ncentives, An Economic Report”,
September 1994.
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Fnance, which is responsble for budgeting; by the Minigry of Planning and Investment, which is
responsble for invesmentsincapita infrastructure; and by the Government Committee for Personnel and
Organization within the Minigtry of Labor, which isresponsible for wage and sdary and gaffing policies.
All the agencies judt listed are at the central government level. At the subnationd leve, the Provincid
Department of Education reportsto the provincia authorities, the People's Committee and the People's
Council, and aso directly or indirectly to the centra authorities and performs a number of functions such
as textbook digribution and teacher training; district and commune governments manage most primary
schools; and district governments are responsible for paying most teecher salaries.

The fragmentationin policy decisons giveslittle incentive to low leve officias to manage operations
efficiently. For example the reduction in the number of teachers would smply lower assigned budgets
without the possibility of using discretionary funds for other purposes. (Budget management issues are
discussed further in Section V).

Lack of adequate maintenance expenditures. The lack of adequate maintenance of infrastructure
fadilitiesis among the most important problems related to the assgnment of expenditure respongbilities.
Infrastructure fadilities, induding dinics, schools, roads and irrigationschemes, are reported to be insevere
disrepair across the country. It is not possible to establish how much of this problem arises from the
separati on betweeninvesment responsibilities (at the centra level) and maintenance and operations (at the
subnationd leve) and how much is due to the lack or resources. Budgetary congraints in the past
sgnificantly reduced the funding for maintenance operations®

Lack of financing ability for capital expenditure responsibilities. Perhaps the most important
issue isthat loca governments have been assigned the responsibility for capita investment (rehabilitation,
replacement and new congtruction) inmany serviceareas, but most local governmentslack the capital funds
or the financid ability and sophigtication to borrow for these purposes. The critical question is how to
mohilize the resources needed to start filling the gap for these infragtructure needs. At least part of the
solution will have to be that subnational governments borrow for capita investment purposes. The new
Budget Law dlows subnationa governments to do just that. Thereis minimal experience with borrowing
a the subnationd leve inVietnam. In 1994 the Government alowed Ho Chi Minh City to issue bonds to
finance aroad and the operation received favorable reviews from centrd government authorities.

Cost recovery practices. Cost recovery practices for generd socid services are more common in
Vietnamthaninmost other countries in trangition. However, the record in Vietnamisworsefor other local
services. Subnational governments have discretion to set fees for water, sewerage, and solid disposal
sarvices.® Fees are dso charged for irrigation and transport. Apparently at the commune level local
contributions in cash and in kind accounted for haf of the cost of rural road improvement between 1991

%It is reported that budgetary spending on operation and maintenance fell from 3.2 percent of GDP in 1986 to 0.4
percent in 1993.

10 Electricity tariffs are set by the central government.
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and 1995 However, the normisthat feesare insufficient to cover the cost of service ddivery. Wastage due
tolack of maintenance has made full cost recovery measures more difficult.** Lack of metering makes cost
recovery more difficult. It also preempts the selective disconnection of services as a credible threat to
enforce payment by individua users.

For education, parents now contribute to the costs of schooling by paying for textbooks and since
1988-89 by paying a school fee which increases with the education cycle. However, there are no
compulsory fees, only voluntary contributions for the first three years of primary school.*> Students also
have to cover the cost of vocationa traning or get an enterprise to pay for it. Insecondary educationthere
isasmdl but increasng number of “semi-public schools’. For these schools the government provides the
facilities and equipment but salaries and other operationfundsare covered by fees®* At the collegelevd,
a group of best sudents have free tuition but the rest of the students have to pay full tuition. In 1993t is
esimated that families spent D 2,000 hillion in education costs of which fees were 400 billion. By
comparison, public expenditures in education for the same year were D 2,700 hillion. Cost recovery fees
are aso common in hedth services and most patients have to pay for their medicines.

Revenues collected by fees are typicdly retained by the facilities concerned such as hospitds and
schoals; reporting is deficient. In the case of hedth services, retained fees are kept by the hedlth centers
except for the remisson of 5 percent to the provincia hedth office. In the case of education, they
gpparently are used for different purposes at the loca level and not dways for the maintenance and
operation of the schools. There are reportsthat government plans to change the current policy on revenue
fromfees. Some agencies will il bealowed to keep these revenues, but many otherswill have to transfer
the fundsto the centra government budget. Thiswould be asensble approachif the cost of those services
were covered by the central budget. When the costs of the services are covered by the subnationa
government budgets the revenues from fees should accrue to the subnational government budgets or be
dlocated to ther discretion to the implementation of spending units.

Overall, the use of cost recovery fees is desirable because it helps reduce reliance of tax
financing. It aso increases efficiency and reduces wastage. However, there is also a down side to this
policy, especidly for socia services when user charges are not based on ability to pay. The otherwise
desirable use of user charges requires that government policies pay more atention to service coverage of
the poor.

The lower involvement of the public sector in the economy. The sze and composition of public

1t is estimated that, for example in Hanoi, about 40 percent of the water is lost due to |eakages.

12 From the 4th to 6th grade the fee is the equivalent of 1.5 to 2 kilos of rice per month and for secondary schools
the fee is the equivalent of 2 to 2.5 kilos of rice per month.

18 The government has plans to increase the enrolIment in these schools to 15 percent of total enrollments by the
year 2000.
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sarvicesin Vietnam differ from those in Eastern Europe and the FSU. The most important differenceisin
housing, which in Vietnam is manly constructed privately. The government plans to keep most housing
congtruction in the private sector and to concentrate public expenditures on the provison of water and
sanitation services and the development of Stes and other basic services such as roads and dectricity,
required for housing development. However, these palicies have been far from successful and housing
shortages in Vietnam remain criticdl.

D. Optionsand Recommendationsfor Change

On the regulation for implementing expenditure assignments. The regulations should obey the
generd criteriafor expenditure assgnment reviewed in this report. However, as mentioned, these criteria
do not provide an exact assgnment for many public services. Regardless of which decisions are made on
final reessgnment, it would be important that the regulations provide a concrete and detailed assgnment
of responghilities, especidly for capital investment responsbilitiesand inthose areas in which services are
shared by different levels of government. Thiswill represent avery labor-intensive and difficult task.

On increasing maintenance expenditures. Poorly mantained infrastructure is costly, not only
becauseit leadsto inferior service provison, but aso because it is dmost dways muchmoreexpensve to
replace worn out infragtructure than to maintain it. Before the government embarks on massve locdl
infragtructureinvesmentsthereisa need to consder how to make these investments sustainable. Thiswill
require rethinking the role of subnationa governmentsinthe process. Thereisaneed to set theincentives
right for the proper maintenance of capita infragtructure at the subnationad levd. Infrastructure built by the
central government for local governmentswithout local government involvement in the decisons and in the
financing of the projects hasin many other countries typicaly led to inadequate maintenance. Subnationd
governments should have at least partid ownership of the projectsinterms of technica specifications and
financing.

Another option isfor the central government to require minimum expenditure standards for
maintenance. This will require changing the budget dassfication in order to identify expenditures on
maintenance and to ensure that general funding of subnationd governments alows enough funds for this
activity. The idertification in the central government PIP of the recurrent maintenance expenditures
associated with projects should facilitate the quantification of the necessary funding. When provincid PIPs
are introduced, they should aso identify the necessary maintenance expenditures for al subnationa
projects. This should allow better monitoring of adequate maintenance expenditures and adequate
identification of such expenditures and the funds alocated in the budget.

Sudainability of public infrastructure projects will also criticaly depend on the ability to generate
revenues from these projects onacost recovery basis. Thiswill requireinturnthe ability to charge service

users on a consumption bass. In the long term thiswill require the metering of services, where feasible,

Facilitating borrowing by subnational governments for capital infrastructure projects Itis
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a genadly accepted principle of public finance that borrowing is the proper way to finance long-lived
public infrastructure. Borrowing solvesthe problemof lack of liquidity to undertake mgor invesmentsand
itisfairer for different generations of taxpayers. Borrowing aso satisfiesthe budgeting principle that capital
investment respongibilities for any service should lie with the level of government in charge of current
expenditures (including maintenance for that service).

Although large cities such as HCM City, Hanoi and Haiphon, and some provincid governments
should be able to issue bonds, most other subnationa governments will lack the sze and sophigtication to
do that. Inaddition, the financia markets for bond issues are likely to remain thin in the future. One option
would be to create a financid intermediary that specidizes in lending to local governments on a strict
business basis. Such afinancid intermediary would be able to on-lend loans and grants from international
lenders and could offer technica assistance to subnational governments on project devel opment.

On the use of cost recovery fees. Metering of services and charging full cost recovery feeswill be
necessary for the sustainable development of urban services such as water, sewerage, sanitation, and
trangportation. The capacity of subnationa governments to borrow for this kind of capital investment
project will depend on their proven ability to repay loans. Thislatter can be ensured by sdtting aside in
escrow accounts sufficient fee revenues from the operation of these services.

User charges for generd government services suchas education, heelthand roads are al'so generdly
desirable. However, adequate safeguards need to be used to protect the poor. Also transparent records
need to be kept to ensure the proper use of these funds. Revenuesfromuser charges should accrue to the
government level responsible for the service. However, that government may encourage successful
implementation by sharing the proceeds with the particular agency or spending unit providing the service
and dso in charge of collection.

On the involvement of the public sector in economic activities. Withinthe framework provided
by its economic system, the government should continue its policy of disengaging the budget at dl levels
of government from those activities that should and can be carried out in the private sector. This gpplies
not only to general manufacturing and service activities but adso to housing. Where there is pronounced
market falure, as may be the case with low-income housing, more direct government intervention is
judtified.

V. FiscaL M ANAGEMENT AND BUDGETING

Budgeting is akey component of a decentrdized system of subnationa finances. Without adequate
budgetary autonomy there is no red posshbility of attaining the efficiency gains associated with fisca
decentrdization. Budgetary autonomy meansthat subnati onal governmentshave (some) di scretionregarding
the level of services they deliver as wel as thar mix. Budgetary autonomy aso means that subnationa
authorities are able to decide how to produce public services, in particular what inputs to hire and how
much to pay for them.

19



Budget indtitutions and budget process are important for adecentralized system of intergovernmental
finances because they provide the mechanismto trand ate taxpayer preferencesintospendingdecisonsand
because they hep maintain subnationa government officias accountable to taxpayers.

This section of the report examinesthe degree of budgetary autonomy, thevertica structureof budget
relaions, and the three stages of the budget process (preparation, execution, audit and evauation) at the
subnationd leve in Vietnam.

A. Exigting Budget Institutions and Process

The current extent of budgetary autonomy. Subnational governments gppear to have little
budgetary autonomy. However, as with many other aspects of subnationd finance in Vietnam, there is
considerable confusion about this point. The central government’s forma control of subnationa budgets
takes many different forms.

. al wages and sdaries of subnationa government employeesare st at the centra government
levd;

. the Minigtry of Finance issues drict guiddines for budget implementation to subnationd
governments,

. the central government has the authority to modify and even revoke any decision made by
subnationa governments;

. dl capita expenditures made the provinces with their own funds, it would appear, must be
approved by the central government.*

Vertical budget relations. Up to the enactment of the 1996 Budget Law, vertical budget relations,
involving the central and provincia governments as well as didricts and communes, loosdly followed the
Soviet modd.*®> Only provincia governmentsdedt directly with theMinistry of Finance and other agencies
at the centrd government level. Revenues and expenditure assgnments in the district budgets were
determined by the provincia governments.'® However, the discretionof provincia governments vis-a-vis

4 previous studies of intergovernmental finances in Vietnam disagree on this point. The mission also got
conflicting views from field visits to subnational governments.

15 For a more compl ete description of this model, see, for example, Christine Wallich, “Intergovernmental Fiscal
Relations: Setting the Stage,” in Christine Wallich, editor, Russia and the Challenge of Federalism (Washington,
World Bank, 1994), pp. 19-63, or Jorge Martinez-Vasquez, Charles E. McLure, Jr., and Sally Wallace, “ Subnational
Fiscal Decentralization in Ukraine,” in Richard M. Bird, Robert D. Ebel, and Christine |. Wallich, editors,
Decentralization of the Socialist State: Intergovernmental Finance in Transition Economies (Washington, World
Bank, 1994), pp. 281-319.

18 Surprisingly, some provinces do not appear to have adistrict level of government. The only explanation the
mission was given for this was that some provincial governments simply did not comply with the government law on
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digtrict governments has been for the most part only nomind. Although provinces have been “freg’ to
establishther own expenditure standards withthe districts, indoing so provincid governmentshadtofollow
central government norms regarding expenditures per capita and the like. In addition, the sysemwas not
entirely hierarchicd: didrictsat the third tier of government have played no role in determining the budgets
of communes at the fourth tier of government. Communes have been dlowed by their provincid
government to retain a share of the land tax. Communes have aso received some minor subventions
directly from the provincia government. The 1996 Budget Law islikdy to change the verticd rdaionships
among subnational governments, but this Structureis il to be devel oped through reguletions.

Budget preparation. Thebudget processat the subnationd leve officdly begins some time between
June and August when the Minigtry of Finance issuesthe budget circular and provincid governments sart
thar initid forecast of revenues. Subnational governments are required to follow centraly determined
budgeting procedures. The expenditure and revenue budget proposas submitted by the provincia
governments to the Ministry of Finance comprise the consolidated budget for the provincia governments
and dl district governments within the province.l” Expenditure projections are based on a centrally
determined set of norms (di scussed below). The expenditure requirements minus forecasted own revenues
st the amount of the consolidated provincid budgets that have to be covered by revenue sharing and, if
needed, a general subvention. A generd subvention is granted to the province when the forecasted
revenuesfromtax sharing, set at the maximum sharing rates of 100 percent, are not sufficient to cover the
expenditure requirements net of (forecasted) own revenues.

The current budgeting process requires subnational governmentsto forecast their own revenuesand
the revenues from taxes shared with the centra government. Both sets of forecasts determine the sharing
rates granted tothe provincid government and the level of the subvention, if any. The provincia government
revenue forecasts are based on initia nationa forecasts and targets prepared by the Ministry of Planning
and Investment. The main task of the provincid governments is to adjust the initial forecasts to local
economic conditions, often taking into account expected performance of individud enterprises.

The find budget proposal approved by the Minigtry of Finance is the result of several rounds of
negotiations often involving trips by the provincid authorities to Hanoi to negotiate with the Ministry of
Finance. After the Prime Minister submitsthe state consolidated budget to the National Assembly and this
body approvesit, the provincia governments proceed to votethar own budgets, whichindudethe financid
resources that are passed dong to the digricts and communes. The People's Council of the province
approves the budget alocations for the provincid government and for the digtricts. The People's Council
at the digtrict leve approvesthe district budgets. The budget approva process at the subnational leve has
limited Significance because subnationa governments have, at present, little autonomy to redllocate funds
from one budget category to another after they are approved by the Nationa Assembly. However,
subnationa governments do have discretion to spend “ surplus collection” funds in any way they want to

the creation of districts.

7 Up to now, these consolidated provincial budgets have excluded the budgets of the communes. The 1996
Budget Law explicitly incorporates commune budgets into the regular budget process.
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other than on wages and sdaries.

All subnational governments must operate with balanced budgets. However, expenditures typicaly
exceed budgeted amounts because the “surplus collections’ are not included in the budget approved by
the National Assembly. For dl effective purposes there appear to be no extra-budgetary funds at the
subnationd leve in Vietnam. Extra-budgetary funds are il used widdly in many countriesintrangtionas
a way to grant subnatiord governments some budgetary autonomy. Hexibility in the use of “surplus
collections’ appears to be the subgtitute for extra-budgetary fundsin Vietnam. Although the Vietnamese
practi ce has the advantage of encouraging tax collections at the subnationd leved, the use of “ surplus funds’
seemsto besubject to the same lack of scrutiny as extra-budgetary fundsare inother countriesintrangtion.

Subnational governments can have financid reserve funds but draw on them only for unforseen
emergency expenditures and with prior approval of the National Assembly at the central government leve.
The reserve funds are supposed to be replenished in the following fiscal period. Subnationa governments
aredlowed to borrow only for capital investment purposes. So far very few subnational governmentshave
actually borrowed.

The use of norms. The formulaionof budgets at the subnationa level isbased onexpenditure norms.
The norms are developed by the Ministry of Finance in consultation with the Ministry of Planning and
Investment and therelevant line ministries*® These norms have been used to provide an expenditure celling
in budget requests and to digtribute available resources among subnationd jurisdictions. Rather than the
massive detailed norms used in the Soviet budgeting system, Vietnam has used a smpler set of norms.
These norms come intwo types:. financid norms, which specify the amounts of fundsfor a particular activity
most oftenona per capitabasis; and physical norms, suchas pupil/teacher ratios or classsze. The financid
norms in some cases try to capture differencesin needs by providing different levels of funding according
to the population in five different geographical zones (cities, plains, midand and coastal areas, low
mountains and remote areas, high mountains and idands)) This differentiation for needsis used for some
types of expenditures, for example basic education, but not for others, for example, vocationd, technicd,
and higher education. In the latter types of expenditures, the same expenditure normis used throughout the
nationd territory. Inthe case of maintenance expendituresfor infrastiructure and equipment, pecific norms
are used based on the nature of the physica asset and they are the same throughout the country.

The actud budgets are not the result of the direct gpplication of the norms. The budget proposals
submitted to the Minigtry of Finance by the provincid governments based on these norms are routindy
modified by the centra authorities according to avalable budgetary resources. These latter have been
specified in a previous sep by the Ministry of Finance to fit into the consolidated public sector spending
and the macroeconomic envelope of the government.

The find budget dlocations to the provincia governments, those approved by the National Assembly

8 The norms are not specified in the budget circular sent out by the Ministry of Finance at the start of the budget
cycle. They are contained in separate decrees and inter-ministerial circulars, which are updated from time to time.
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after submittal of the consolidated budget by the central government, bear a variable rdationship to the
norms used a the beginning of the process.

Capital budgeting. The budget processin Vietnam separates recurrent and capital expenditures
and these two budgets are contained in independent documents. Capita budgeting is the responsbility of
the Ministry of Planning and Investment. The capital budget is based on the requests from line minigtries
and subnational governments. The capita projects submitted by the provinces to the Minigry of Planning
and Investment are prepared and appraised by the provincid or city committee for capital investment
projects. The practice has beenfor the provincia governmentsto submit along list of invesment proposals
to the Minigtry of Planning and Investment from which only afew are eventudly sdected.

A magor reform in the capital budget process is that, beginning fisca year 1997, the Ministry of
Planning and Investment will base the annua capita budget on a three-year rolling Public Investment
Programme (PIP).%°

The vast mgority of capitd investment projects at the provincid levd, gpproximately 90 percent, is
financed with central government funds. Other sources of capitd funding at the subnationd leve include
local government own revenues, budgetary savings, surpluses from collections, and a small amount of
borrowing. For those projects financed with central government funds, subnational governmentshave zero
discretion.

For the most part, districtsand communeshave no capital expenditure responsibilities®® Eventhough
most of the capital expendituresare carried out by the central government, the provincia governments play
amgor role in mantaining public infrastructure,

Budget execution. The budgets approved by the National Assembly are forwarded not only to the
provincia governmentsbut also to the local offices of the State Treasury.?! Funds are credited periodically
to each spending agency’ s Treasury account. Up to now the role of the State Treasury has been smply to
trandfer funds and make payments within the limited amounts determined by the budget dloceations. The
Treasury has not examined the purpose of the expenditures nor monitored these expenditures againg the

® Thefirst PIP, in draft form, has been put together with the technical assistance of the UNDP.

D Here, asin any other area of intergovernmental financein Vietnam, there is considerable confusion as to actual
practices. For example, it is commonly stated in previous reports that the responsibility for school construction is
with the districts and communes. In reality, it appears that most of the capital investment isrealized through the
provincial budgets. The answer also seems to depend on how these investments are measured. Apparently at the
commune level local contributionsin cash and in kind accounted for half of the costs of rural road improvements
between 1991 and 1995.

2 The State Treasury was established in 1990 with responsibility for managing the distribution, cash management,
control, accounting, debt management, and reporting of government finances at all government levelsincluding local
governments and state enterprises. However, in itsrelative short existence the new Treasury has not been able to
implement effective programsin all these areas especially at the local level.
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budget subcategory dlocations. Such monitoring has been the responghility of the Divison for
Adminigrative Services in the provincid adminigrations. There is ample awareness that the monitoring
provided by this agency has had limited effectiveness. This has contributed to the generdized perception
inVietnamthat spending agenciesat dl levds de facto have beenable to use fundsfor purposes not srictly
in line with their budget appropriations.

Beginningin 1997, plans are for the Treasury to introduce awarrant systemwhichwill serve to check
the legitimacy of dl expenditures a the commitment stage. These ongoing reforms will give the Treasury
amore preeminent role in the internd control and audit of public expenditures.

Budget audit and evaluation. Until 1995 the Minigtry of Finance was in charge of dl ex-post
audits. In theory, these audits were carried out by inspection teams based on the reported financia
gatementsfromal spending units, induding subnationd governments. Since 1995 ex-post auditshave been
carried out by a new agency cdled the State Audit Office. This agency still depends on the central
government executive and it does not respond directly to the National Assembly. At present, there is no
ingtitution charged with carrying out evauations of government programs or projects a any level of
government in Vietnam.

B. Criteriafor Evaluation

The redization of the efficiency gains associated with decentralization reguires a Sgnificant amount
of discretion at the subnationa level, regarding both the level and compaosition of services assigned a the
locd level and the mode of ddlivery for these services whether directly produced in the public sector or
contracted out with the private sector. This discretion dlows loca offidds to be responsive and
accountable to the needs and preferences of local residents and to ddliver services at least possible cost.

In order for a decentralized system of subnationa finance to work properly, thet isto dlow for the
redization of efficiency gains, there needs to be substantid separation among the budgets of the different
levels of government. Lower-level governments can depend on the transfer of funds from upper-leve
governments, but these transfers should be predictable and stable over time. Without these attributes,
lower-level governments would not be able to planahead or manage their affairsinan orderly and efficient

way.

Regardless of the degree of decentrdization, budgeting at the subnationd leve should meet adequate
and trangparent standards and criteria in al phases of budget preparation, execution, and audit and
evauation.
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C. Appraisa

On budgetary autonomy. It is hard to determine with any certainty how much freedom current
practi ces leave to subnationa governments. On the surfaceit appearsto be very little. However, inpractice
there may be more. Because there is no congstent follow-up and control, subnationa governments may
actudly have consderable discretion on what they do. The different practices among provincial
governments in organization and process reinforce this presumption.

The issue of budgetary autonomy at the subnationa level was discussed intensdly inrecent years. The
1996 Budget Law does address the issue of subnational governments autonomy to formulate their own
budgets. However, asinother areas, the Budget Law is non-committal here. Artide 25 of the Budget Law,
whichspecificaly deals withhow much power to give to the subnationa Peopl €'s Councils to devel op their
own budgets, awaits yet another regulation for its full development.

On subnational fiscal relations. The 1996 Budget Law hasreduced the dependency of district and
commune governments on provincia governments by means of lisingrevenue and expenditure assgnments
for each of these three levds of subnationd governments. However, concrete expenditure and revenue
assgnmentsdill have to be spelled out ingovernment regulations. Provincia governmentswill ill determine
the tax sharing rates and the leve of transfers to be received by the districts. Both sharing rates and
transfers are supposed to be stable for aperiod of 3to 5 years. It remainsto be seen if provinces will be
able to respect this provision. Their ability to do so will depend to a large extent on whether the centra
government obeys this same provision of 3to 5 year’ s stability vis-a-vis provincid governments.

On budget preparation. As in the former FSU, the budget system lacks enough detail for oneto
study the efficiency of public expenditures and the budget process il involvestoo muchnegotiation. There
iS a strong negotiation dement in the forecasts of provincia revenues. Subnationa authorities have an
incentive to underestimate their revenues because if collections at the end of the year actualy exceed
budgeted targets, loca authorities get to keep al excess collectionsfor local taxes and a share of excess
collections for national shared taxes. These surpluses are the only practica avenue to divert additiona
resourcestoward local expenditure priorities. Subnational governmentsare less accountable for the use of
these funds since they typicaly are not included in regular budget gppropriations and little informeation is
provided on them in ex-post expenditure reports. On the other hand, the Ministry of Finance has an
incentive to bring provincia revenue forecasts up so that tax sharing rates and general subventions can be
reduced. However, this adjustment upwards ill hasto leave enough incentive to the provincid authorities
to exert greater effort in collections.

Negotiation is also present in setting up the expenditure budget. The first round of expenditure
proposals is based on preset norms. But because available funds are enough to cover the expenditure
requirements arisng from the application of norms, the Ministry of Finance routingly adjusts budget
dlocations downward and this process aso involves negotiations and bargaining with the subnational
governments. The negotiated gpproach to budget formulation leaves the door open for larger and richer
subnational governments to use the budget process in their favor. Despite the declared intentions of the
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government, it is not clear that the 1996 Budget Law has offered an dterndive to the current negotiated
system. The Minidry of Fnance has been congdering plans to reduce barganing from the budget
determination process. One approach being discussed is to discontinue the practice of having loca
governments submit their own revenue forecasts. However, the Ministry of Finance may not have dl the
information needed for forecasting loca and shared revenues. More importantly, it would be paliticaly
difficult to diminate bargaining as long as the funding sysemfor local governments continuesto be a*“ gap-
filling” sysem.

The most innovative aspect of the budgetary process in Vietnam is the sharing of “collection
surpluses’ between the centrd and subnationa governments.?? One of the perceived advantages of this
systemisthat provincia governments will have an incentive to exert a greater effort in tax adminigtration.
Eventhough the tax adminigtration systemis a central government inditution, tax administrationofficas are
subject to double subordination to the province's authorities. The People' s Committee and the People's
Council at the subnationd level are expected to exert pressure on local enterprisesto pay taxesinarrears
and apparently have had some success at this?

The question is whether or not this arrangement to share surpluses will be time-consistent. The new
budgeting process outlined inthe 1996 Budget Law ill dlows the MOF at the centrd leve to change the
sharing rates for a variety of taxes, and it is likdy that negotiations would reflect the ability of provincid
governments to exceed budgeted revenue targetsinthe past. To the extent that this happens, the provincid
governments would lose much of the incentive to increase tax collection efforts. The promise in the 1996
Budget Law to keep revenue assignments stable for aperiod of 3 to 5 years may help with this problem.
However, it is quite uncertain that this promise ongable financing arrangementswill actudly be delivered.

On the use of norms. The useinVietnamof genera capitationnorms to formulate budget proposals
isasggnificant improvement over the use of amuch more detailed s&t of norms, often based on capacity,
as practiced under the Soviet budgeting system.

However, there are severa important problems withthe current use of norms for budget formulation
purposesinVietnam. Oftenthereisalack of congstency between funding or financia norms and what can
be caled second tier technica norms. Suchtechnical norms specify staffing ratios or mandate expenditure
ratios, for example that expenditures on wages and sdaries or supplies and materids should be afixed
percent of total expenditures. If the funding norms are followed then the technical norms are not, and vice
versa

Financid norms also appear to be set quite independently of the perceived costs of provison.

22 One hundred percent of the surpluses from provincial revenues stays with the province budget and the
surpluses for national taxes are shared with the central government. The sharing arrangements are still to be decided
in future regulations.

2 Reportedly it is not unusual for officials of the Communist Party in the provinces to get involved in persuading
enterprises to pay their taxes on time.
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Subnationa governments oftencomplain about how inadequate this funding is. Past studies of the budget
process and intergovernmentd relations carried out by internationa organizations have aso unanimoudy
criticized exiging norms because they do not appear to be based on redigtic estimates of the costs of
providing “adequate’ standards of service and maintenance of infrastructure,

Itisnot very clear for what purpose the norms are used at the present time other than imposing alimit
to the budget requests from spending units. As dready mentioned, the Minigtry of Finance, in the first
round of budget review, cuts appropriations well below those arisng fromthe strict application of financid
norms which are themselves dready inadequate. Because the Ministry of Finance scales down the budget
proposals submitted by the provincia governments, the current system of norms, it would appear, may only
serve to determine the reative share of each province in the tota resources planned for subnational
governments. However, the reative shares subnational governments end up with are not necessarily
proportional to their submitted budgetssincethe cuts, adjustments, and bargaining canvary by expenditure
item and by subnationd government. If dl that norms are used for isto limit budget requests, as appears
to be the case, this can be accomplished more easily by giving subnational governments budget caps or
cdlings by major type of expenditurewhenthe budget circular fromthe Minigtryof Financeis sent out. This
is the practice followed by most countries.

Other problems exist withthe current use of budgetary norms. Some of the financid normsill reflect
capacity, suchasinthe case of number of hospital bedsinthe healthbudget. The use of these norms based
on physica capacity, however limited, isingfficent Snceit givesanincentive to preserve excess or obsolete
capacity by spending units. It dso leads eadly to inequities if the exiding physica capacity differs
sgnificantly acrossjurisdictions. Vietnamdoesappear to offer sgnificant disparitiesinphysica infrastructure
across provinces, as wel as within provinces. A smilar problem potentialy develops in the norm for
adminigration expenditures which is based on the number of employees. Those subnationd governments
that haverdatively more employeesand may be operating less efficently are the onesthat may be recaiving
more funding.

A problem commonly pointed out is that some of the norms could better reflect need, for example,
by usng number of school-age childrenrather than populationfor the formul ationof subnationa government
education budgets.

The use of norms in the process of budget formulation discourages the setting of explicit program
objectives or output requirements for budgetary activities. Instead it converts the budgetary process into
an input-oriented activity making it more difficult to establish budget performance criteria and budget
evauation in generd.

On capital budgeting. The approva process of capital expenditure requests by the Ministry of
Planning and Investment continues to be poorly understood at the subnationa levd. The salectionprocess
of capital invesment projects financed with central government funds has been both complicated and non-
trangparent. According to the MPI (Minigtry of Planning and Investment, previoudy the Planning
Committee), projects have been selected by weighting severd factors of the proposals submitted by the
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provincid governments including the completion of dready sarted projects, the importance of the sector
to centrd government policies, and the level of development of the subnational government.

For capital invesment projects at the subnationd leve, plans are to retain the current centraized
system of submissions and approval of projects through the MPI. The approved projects would be
incorporated inthe Public Investment Programme (PIP). The intentionis also to continue the current policy
of giving the People's Councils no discretion whatsoever in centrally financed projects. However, the
trangparency of the selectionprocess, it is hoped, will be increased with the full implementation of the PIP.
For the time being the PIP is not yet integrated into the budget process.

The exiding level of autonomy of amdl projectsdirectly financed by the provincid budgetsisunclear.
The common wisdom in previous reports is that practicaly al invesment projects even down to smal
projects at the commune leve have to be approved by the central authorities. Some subnational
governments stated to the misson that a provincial project financed with provincia funds needs to be
approved only by the provincia committee unlessit isavery large and sgnificant project. Typicdly projects
with values over 15 hillion dong have to be centra government projects.

On budget execution. Budget execution reportsare produced by loca governments on amonthly
and annud basis. These reports on revenues and expenditures are supposed to go to the People's
Committees of the loca governments and to the Minigiry of Finance. However, the Ministry of Finance
doesnot seemto have complete and updated informationon budget executionfor subnationa governments.
The Minigry of Finance is supposed to be able to check budget execution the loca level through the
Treasury. But it is unclear whether this monitoring capability is dready functiona. The Treasury prepares
a 6-month and an annud report of budget execution, and the final accounts of the consolidated executed
budget are presented to the Nationa Assembly 8 to 10 months after the end of the fiscd year. Despite
these requirements, there is a generd impresson in Vietnam that there is not enough control and
accountability of spending units, induding, and foremogt, of subnationa governments. Thefull devel opment
of the Treasury with commitment accounting and controls should help improve the current Situation.

On budget audit and evaluation. This part of the budget process is acknowledged to be the
weakest inVietnam's budgetary system. Besidesthe lack of traditionand inadequate inditutions for budget
audit, it gppears that auditing is consdered by most spending units as interference in their internd affairs.
Thereislittle internd audit other than the (week) control currently exercised by the Treasury system.

The externd audit agency created in 1995, the State Audit Office, has been placed within the
executive. The State Audit Office also lacks adequately trained personnd and materid inputs to carry out
the gigantic task of performing ex-post audits & al levels of government, including locad governments and
state enterprises. In addition, nether the State Audit Office nor any other government agency performs
evauations of government budget programs. The main problemwiththe assessment of performanceisthat
thereremainsin Vietnamahigh degree of confidentidity accompanying any type of budget informetionand
alack of trangparency in budget decision-making and accountability in budget performance.
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Unfortunatdy, the problems of audit and budget evauationare practicaly ignored inthe new Budget
Law. The only exceptionis Artide 24 (3), whichalowsthe Minigtry of Finance to report onimplementation
and effectivenessof utilizing budget funds. This article appears to grant the Ministry of Finance powersto
conduct budget evaluations, but thisissueis not developed any further in the Law.

D. Optionsfor Change

On budgetary autonomy. Thereexistshere aclear tradeoff betweenthe need to maintain budgetary
discipline and control and the need to increase the efficiency of public expenditures by alowing spending
unitsmoreflexibility and freedom to use their resources. The choice of the degree of budgetary autonomy
to be granted to subnationd governmentsin Vietnam lies aong a continuum between two extreme cases.
There may be complete lack of autonomy if subnationd budgets are approved by the central authorities
and subnationd spending units have no discretion to transfers funds from item to item within a budget
category. At the other extreme subnationd governments may be granted absol ute autonomy to formulate
their budgets and loca spending units granted freedom to spend their budget dlocationsin any way they
seefit.

On baance, Vietham's current gpproach gives too much emphasis to control at the expense of
efficiency. Expenditure management could be improved by dlowing fiscal authorities more discretion over
the dlocation of funds within their purview. This would require removing most of the financid norms and
technica norms on input ratios which dictate how the resources should be alocated within each sector.
L ocal managerswould be freeto move resources among different items in a category of expenditure. The
control emphasiswould be shifted frombudget allocations based on inputsto alocations based onspecified
outputs and gods. Locad governments could still be subject to minimum expenditure requirementsin some
key expenditure areas of nationa importance such as hedlth and education.

One of the posshilities considered by the Minisiry of Finance to develop Article 25 of the Budget
Law isto give the People's Councils autonomy to change funding for particular budget items, induding the
total wage hill, as long as there are no violaions of the law.?* This would appear to be a reasonable
compromise aslong as the lega environment does not preempt significant levels of discretion.

On subnational fiscal relations. There are many models to organize the vertical structure of
budgets, in particular which powersof decision and control are granted to upper-level governments over
lower-level governments. A particular issue rlevant to Vietnamis how much discretionary power should
be granted to second-tier provincid governments over lower-level governments, the didtricts and
COMMUNES.

Giventhat Vietnamhasa unitary systemof government, ultimatedecision powers and controls should

24 One such violations would be to change wages for individual employees, which still would be set by the central
government.

29



reside within the centrd government. However, within this unitary structure there is room for granting
consderable discretion at esch level of government. The 1996 Budget Law is consstent inthat it applies
the same principlesfor centra-provincereations asfor province-digtrict relations. The new framework for
province-digrict relaions isincomplete or inadequate for the same reasons that the new framework for
central-province rdationsis inadequate. A predictable and stable systemof revenue sharing and transfers
isas desrable for digricts vis-avis provinces asit is for provinces vis-avis the central government.

All the reasons used to judtify a trangparent and stable system of finances between the central and
provincia governments apply equally to the relaionship between the provincia and district governments.

A finer point that should be dlowed for in the design of avertica structure of subnationd budgetsis
that not dl local governments have the same management capabilities. In granting more autonomy to
subnationa governments, it will be desirable to keep the system flexible and to introduce more autonomy
in phases.

On budget preparation. There are two basic choices for reform in the process of budget
formulation. These two choices depend on the leve of autonomy granted to subnationd governments to
formulate ther own budgets, which in turn depends to a great extent on the model chosen to finance
subnationa governments. At one end of the spectrum, subnationd governments could be granted the right
to formulate their own budgets autonomoudy from the central government budget. This would require
sources of revenue in own taxes, shared taxes and transfers that are stable and predictable. At the other
end stands the current approach requiring central government approva of al subnationa budgets. In
betweenthe two extremesthere may a reasonable compromise giving better balance to the two objectives
of control and efficiency. But, even if the current gpproach is kept, there are measures that can be taken
to facilitate budget preparation at the subnationa level.

The gtability and predictability of funding sources (shared taxes and transfers) as envisioned by the
1996 Budget Law would be asgnificant stepinthe right direction. Other aspects of current practices could
be improved. For example, provincid governments are now required to produce their initiad budget
estimates usualy within one month after receiving the budget circular fromthe Ministry of Finance. Thisis
not sufficient leed time and the practice by subnational governments is to start preparation much eerlier
using asa bagis the previous year's circular and ingtructions plus any interim decrees. It would be helpful
for planning a the subnationa leve to start the budget cyde early in June without delays. (Asnoted above,
the budget cycle sometimes does not start until as late as August).

On the use of norms. Ifitisknown a priori that available fundswill not match funding needs arrived
at by the applicationof norms, little is gained by using a norm approach for budget formulation.? It would
be preferable to redefine the leve of funding in the norms to reflect the availability of funds or smply to do
away withthe system of norms and use an incrementa budgeting gpproach which alowsbudget requests

% Even in the rare cases that norms are met, provinces often complain that funding would be insufficient anyway.
In Hanoi the cost of primary education is said to be twice the norm.
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for the current year on the basis of rolling budgets from the previous year.

On capital investment. In the case of capital investments there are good reasons to keep central
control of those projects financed with central government funds. However, public expenditure efficiency
can be increased by letting loca authorities participate in the design and implementation of the project.
Subnationa governments need to have a more direct involvement in the capital budgeting process. This
involvement should not only include the preparation stage but aso ownership of the projects through co-
financing, which could be arranged withmeatching grant programs for particular typesof infrastructure. The
meatching rates could be adjusted to the ability to pay of provincid governments. (Transfersare discussed
in Section VI of thisreport).

For those projects financed with subnationd funds, thereisin general no good reason to keep the
current requirement of prior approval by the central authorities, dthough it might be desirable to require
informationreporting, to facilitate macroeconomic management. However, a the provincid level thesmall
amount of invesment that takes does take place rardly includes previous andysis or evaluation of the
projects. At some point in the future, especidly if subnationa governments will be undertaking a more
sgnificant number of capital investment projects, it will be desirable to require that each provincia
government develop it own PIP.

On budget execution. Interna control of budget executionrequiresthat spending units not commit
budget resources without a warrant or authorization from the budget authority which matches the
appropriations approved in the budget document. But, who should this budget authority be, the Ministry
of Finance or the subnationa government itsdlf - for example the provincid finance department? Giventhat
the Tressury function in Vietnam has been extended through the subnationd leve, it islogicd to keep this
authority within the Treasury a the centrd level. A compromise rule for the virement of funds may be to
permit the subnationa budget authority to shift funds within narrow budget categories (budget heads) and
to require previous approva from the Ministry of Finance for the transfer of funds acrossbroader budget
categories (budget chapters).

On budget audit and evaluation. Again the basic choiceis Smilar in budget audit and evauation:
have them performed by central government authoritiesor del egatethemto subnational governments. Given
that Vietnamisaunitary state it may be desirable to keep many of these functions at the centra leve. For
example, internad control and audit of subnationd governments should be carried out, asis now the case,
by the Ministry of Finance; and externd audit would becarried by the State Audit Office. However, placing
the externd audit agency within the executive branch of government goesagaing basic budgetary principles.
This agency should be made independent or answerable only to the legidative branch of government, the
Nationa Assembly. For the case of budget evauation, it would be desirable that the subnational
governments themsalves devel op practices for the evauation and assessment of their own expenditure
programs so that any lessons learned from past performance can be incorporated directly into the new
budgets. Specia evauationprograms at the subnational level should be carried out by the State Audit office
at the request of the government, the National Assembly or the People's Council.
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E. Recommendations

On budgetary autonomy: The increase in efficiency associated with decentralization cannot be
attained unless subnationa governments are granted considerable discretion in the formulation of their
budgets. Limitations to this discretion may be imposed by the central government by using, for example,
minimum expenditure requirements for some types of expenditures of nationd interest such as education
and hedth. Spending units at the local level should also be granted flexibility on spending decisions. To
guarantee some control, spending units may be required to get permission from the province budget
department before funds are redlocated across budget categories.

Subnationd authorities should adso have discretion on wages and salaries paid to loca employees.
Limitations may beneeded to avoid loca authorities paying themselveslarge sums of money. Thismay be
accomplished by requiring that the sdaries for members of the People's Committees be approved by the
People’ s Council.

On vertical budget relations. The most immediate step should be to implement the mandate in the
1996 Budget Law for a specific expenditure and revenue assignment between the centra and provincia
governments and between the provincid governments and their digtrict and commune governments. The
medium-term goa should be to dlow for relative separation between the budget processes at each level
of government based on the fact that subnationa governments would be able to plan their own budgets
based on the stable and predictable assignments of expenditure responsbilities and revenue sources and
transfers from upper-level governments. Thisgod may be implementable only after some years and after
some systems are tried over a stable period of 3to 5 years.

On budget preparation. Subnational governments should be able to prepare their own budgetsin
a timdy fashion. The budget process should also be objective and not subject to discretion and undue
influence of authorities of the next higher level of government. Some of the current budgetary principles
such as the non-existence of extra-budgetary funds, the balanced budget principle, the existence of
budgetary reserves and the permissionto borrow fundsfor capital expenditure purposes should be retained.
The current practice of sharing “ surplus collections’ with subnational governments should also be retained,
but the use of these resources should be subject to the same reporting and control requirementsasthe rest
of the budget.

On the use of norms. The government should not go back to building a detailed set of norms based
on cogting different services. Althoughafew countries (e.g., Denmark and Japan) do this sort of exercise,
adetailed set of norms can be costly and mideading. The inherent problem with detailed normsiis that the
cost of provisonwill differ withthe leve and quality of the service and it may differ across spaceand over
time. Besides giving amideading impresson of concreteness, detailed sets of norms are costly to develop
and update. The redity is that the current syslemof normsiis judged to be grosdy inadequate because the
government haslacked the informationnecessary to cost “ standard” levels of service. These conditions are
not likely to change in the future,
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It would be better for Vietnam to adopt arolling budget approach in which funding for agenciesis
initidly based on the last-year dlocation adjusted for changesinpolicy objectives, inflation, and any other
condderations impacting the relative budgetary significance of individud expenditure items. One problem
with a ralling budget incremental approach isthat it carriesalot of inertiaand may be dow to change to
rearranged expenditure priorities. For example, provinces and budget categories that have received
substantial funding in the past will continue to do so, in the absence of explicit--and perhaps paliticaly
difficult--decisonsthat they should not. However, abudgeting approach based on norms may beevenless
respongve to changes in budget priorities. Another problem with a rolling incremental approach to
budgeting isthat it may not be sengtive enough to differencesin needs across subnationd jurisdictions. This
does not have to bethe case, however. In addition, awell designed equdization transfer which takes into
account differencesin needs and capacity across jurisdictionsis a better way to approach the problemof
fiscd digparities.

On capital budgeting. The process of approval for capital investment projects submitted by
subnationa governmentsand their acceptance into the central government Pl P should be made transparent
and part of well announced central government policies. Inparticular, matching grant programs devel oped
to dimulatelocd investmentsin areas of nationd interest should be implemented through explicit formulas
and be entirdy integrated in the PIP. For capita investment projects financed with central government
funds, subnationd governments should be made whenever feasble participants in both the design and
implementation of the project. For those capita investments financed with subnationa government funds
no prior approva by the central authorities should be required, but provincia governments should be
required to develop their own PIPs.

On budget execution. The current system of budget execution that extends the Treasury to the
subnational governments should be kept and strengthened. A nationa or central government treasury
system can be quite effective for even highly decentraized sysems of government aslong as subnationd
governments and their spending units are dlowed to keep their own subaccountsin the sysem. Besides
the accounting and expenditure control systems, there are other functions of the Treasury that will become
more important a the loca level induding cash management and debt monitoring.

On budget audit and eval uation. The Government should pay specid attentionto strengthening the
audit and evauation dement of the budget process at dl levels of government, and in particular at the
subnationd level, where the problems appear to be more acute. | nthe absence of reporting and of control
and audit systems that allow increased accountability of subnationd officidsinthe use of public funds, there
may be little point in trying to bring about more autonomy to subnationa governments. At both the central
and subnationd level thereisaneed to develop aninterna audit capacity. This should be performed by the
Minigtry of Finance or by a separate agency directly attached to the office of the Prime Minigter. The
Budget Law actudly gives the Ministry of Finance internd control and power to audit dl organizations
recelving funds from the state budget; these would include subnationa governments athough these latter
are not explicitly mentioned inthe Budget Law. The external ex-post audit agency, the State Audit Office,
should be made dependent on the Nationd Assembly and be provided with adequate resources to carry
out ex-post audits at the subnationd level also. The government should also commence a program of
budget evduation with units located in the Minigtry of Finance, the new State Audit Office, and the
subnationa governments themsalves.
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VI. REVENUE ASSIGNMENT

The tax system of Vietnam contains a number of anomadies that the government is committed to
dimingting. First, the government plans to replace the turnover tax with a value added tax. Given the
manifest disadvantages of turnover taxation, thisis an highly important reform. For reasonsto be spelled
out below, the VAT should not be employed as a regulaing tax. Second, excises are applied only to
domestic production; import duties are employed to gain revenues from imports, aswell asto prevent a
competitive advantage for imports or to protect local production. Effective protection may be quite high
insome sectors, due to the imposition of higher taxes (either import duties or excises) onfinished products
thanonintermediate goods and capita goods. Vietnam should shift toamore conventiona systeminwhich
excises gpply equaly to importsand domestic productionand import duties are both muchlower and much
more nearly uniform. Third, theexisting profitstax differentiatesbetween variousformsof ownership (date,
foreign, etc). It would be more gppropriate to have a unified system in which there is only onetax regime
for dl taxpayers. Fourth, individua incometax iscurrently levied only onthosewith very highincomesfrom
labor and at extremely high rates; the tax does not apply to non-labor income.

It would be appropriate to convert the individua income tax to a conventiond tax with a much
broader base and muchlower rates. Thediscusson that follows assumesthat these changeswill be made.
However, problems with tax assgnment under the current regime are aso discussed.

A. Exigting Revenue Assignment

All of revenues from certain taxes (and other sources) are assigned entirely to aparticular unit of
government (central, provincid, digtrict, or commune). By comparison, revenuesfromvarious other sources
(“shared” or “regulating” taxes) are shared between two levels of government. The following ligts the
assgnment of revenues contained in the Law on State Budget adopted in April 1996. An appraisa of
revenue assgnment is provided below.

Revenue of the central government. The centrd government receives dl revenues from the
following taxes and other sources:
. Revenues from exploiting and processing ail (including income tax fromworkers of ail firms);

«  Profit tax from business accounted as asingle unit;?®

% These are nation-wide activities in which the profits cannot | egitimately be assigned to only one province, such
as the post and telecommunications and electricity enterprises. The economic distinction between these enterprises,
for which profits must be accounted as a unit, and others operating in more than one province, the profits from
which are assigned to the province where the enterprise is registered, is not totally clear.
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. Export and import duties,

. Excdsetax;

. Revenues from utilization of budget capitd;

. Transport fees;

. Dividends from dtate sharesin joint ventures,

. Incomes from sdlling and renting state properties managed by central government authority;
. State capital returns fromstate-owned enterprises (depreciation and feesfor the use of capitd;

. Income from sdlling goods and services and adminigrative rece pts from
organizations under management of centra government authority;

. Taxes, fees, and charges paid to the central budget (such as: fees from regigtration of natura
resources exploitation; chargesfromairport use; chargesfor usngair space of the territory...);

. Returns from state loans (both principa and interest);
. Withdrawa's from state reserve fund;

. Grantstothe government fromforeign governments, non-government organizationsand foreign
individuds,

. Borrowings of the government;

. Revenues from state economic activities which the government determines shdl be paid into
the central budget, suchas after-tax profitsor income of state-owned enterprises; income from
sling and renting properties managed and utilized by the State; capita returns from state-

owned enterprises, capital returned from development support funds...;
. Other non-tax revenues as gtipulated, and

. Revenue from the accrued baance of the centra budget.

Revenues shared between central and provincial governments. The following are shared
between central and provincid governments:

35



. Turnover tax;

C Profit tax or income tax of businesses (excluding tax on profits of businesses which mugt be
accounted as a unit);

. Persond income tax (excluding tax on employees of ail firms);

. Natura resource tax;

Revenues from renting land.

Revenue of provincial government. In addition to revenues from these shared taxes, provincia
governments receive al revenues from these sources:

. Revenues from lotteries;

. Housing tax;

. License tax (except for license tax imposed on small businesses in communes);

. Regidration tax;

. Other fees and charges determined by the government to be paid to provincia budgets,

. Income fromsdling and renting state properties givento provincesto be managed and utilized;

. Income fromsdlling goods and servicesand adminigrative receiptsof unitsunder management
of provinces,

. Voluntary contributions for provinces,

. Grants from organizations and foreign individuas sent directly to provinces,
. Other revenues as stipulated, and

. Revenue from accrued balance of provincia budget.

Subventions from the central government. Of course, Some provinces aso receive subventions
from the central government.

Revenue sources of district governments. Didrict governments receive al revenues from these
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SOUrces:

Feesand chargesfrom activities implemented and managed by organizations at didtrict levels,
Income from selling and renting Sate properties given to digtricts to be managed and utilized;
Income from sdlling goods and adminigtrative receipts from units managed by digtricts;
Voluntary contributions for digtricts;

Supplementary dlocations from provincid budget;

Other revenues as tipulated, and

Revenue from accrued baance of district budget.

Besidestherevenueitems mentioned above, citiesand towns having the status of digtricts (provincid-
dependent cities and towns) are assgned part of tax on issue or transfer of land use rights and
supplementary revenue from urban activities, as dlowed by the government.

Subventions from provinces. Some digtricts aso receive subventions from provinces.

Revenues of communes:

License tax from small business

Saughter tax;

Fees from activities of units under management of communes,

Revenue from sdlling and renting Sate propertiesthat are managed and utilized by communes,
Money collected from using public assets and land for public benfit;

Revenue from sdlling goods and services and adminidrative recel pts under the management of
COMMUINES,

Voluntary contributions for communes;

Aid from organizations and foreign individuas sent directly to communes, and
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. Other revenues stipul ated.

Revenues shared between province and commune governments  Revenues from the following
sources are shared between provincia and commune budgets?’

. Tax on usng agriculturd land,
. Tax on transfer of land useright;

. Receipts from issue of land use right, and

Land and housing tax.

Evolution of revenue assignment. Since 1990 there have been a number of changes in policy
regarding the assgnment of revenues between the central government, subnational governmerts, and
regulating (shared) revenues. Themos sgnificant of these arethefollowing. Thisevolutionissummarized
in Table VI-1.

2 Thislist appearstwice in the budget law. In the first instance it does not include the third item.
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TableVI-1

Evolution of Revenue Assignment, 1990 to Present

Budget
1990 1992 1994 1995 1996 Law

1. Turnover tax R R R R R R: C/P
2. Excises C C C C C C
3. Profitstax R S *x R R R.C/P
4. Individua income tax * * * S R? R:C/P?
5. Foreign trade taxes S o o R C C

6. Land userights.

Grant * * 50S/50C | 30S/70C S
Trander * * C 50S/50C S R:P/Com
Adgriculture tax R R R:P/Com

KEY: C=centrd; S= subnationd; P = provincid; Com = commune; R = regulating
"Noinformation; ““No information; presumably as before.

! Profits tax on nation-wide enterprises taxed as a unit accrue to the central government.
2 Individual income tax of individuals employed in the oil and gas sector accrues to the central government.
% Only taxes on minor amounts of foreign trade may have accrued to subnational governments.

Assignment to districtsand communes. Beforeenactment of thenew Organic Budget Law in April
1996, regulating taxes were shared only between the centrd government and subnationa (trandated
“locd”)governments. The new Budget Law extends assgnment of revenues, including tax sharing, to the
digtrict and commune levels.

Profitstax. In 1992 the profits tax was converted from a shared source of revenue to a solely
subnational source of revenue. This decison was revised in 1995, when the profits tax -- with the
exception of tax calculated for nationwide enterprises as a unit, which was made a revenue source of the
central government -- once again became ashared source of revenue. In 1996 withholding tax on foreign
remittances, except those of joint ventures in the oil and gas industry, was added to the list of shared
revenues. The new Budget Law dlarifies that the profit tax (with exceptions noted above) is shared
between the centrd and provincid governments.
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Individual incometax. In 1995 the tax on high-income individuas, except that on employees
working in the ail and gas industry, which goes to the centra government, was a subnational source of
revenue. However, in 1996 this tax was made a shared tax. The new Budget Law specifies that the
individua income tax is shared between the central and provincid governments.

Land userights In 1994 dl revenues from the transfer of land userights, but only 50 percent of
revenues from granting land use rights, accrued to the central government; the remaining 50 percent of
revenues from granting land use rights were revenues of subnationd governments. In 1995 these
percentages were changed to the fallowing: granting land use rights -- 70 percent subnational and 30
percent central; transfer of land use rights -- 50 percent each to central and subnationa governments. In
1996 dl revenues from both granting and transfer of land use rights were assigned to subnationa
governments. The new Budget Law provides that revenues from both these sources be shared between
provincia and commune governments.

Agricultural land use tax. In 1990 the tax on the use of agriculturd land was a shared revenue
source. In 1996 thistax became a source of subnationa revenue. The new Budget Law specifiesthat it
isto be shared between provinces and communes.

Salesof housing. 1n 1994 dl revenues from the sale of state-owned housing accrued to the central
government. In 1995 these revenues were assigned entirely to subnational governments.

Taxes on foreign trade. In 1992 taxes on imports and exports (of smal amount) were revenue
sources of subnationa governments. 1n 1995 these taxes were shared between the central and subnational
governments. In 1996 revenues from taxes on imports and exports were converted to revenues of the
central government.

Other taxes. Several important taxes have not changed categoriesduring thisperiod. Exciseshave
congtantly been assigned to the central government, and the turnover tax has been employed asaregulaing
tax. Inthe new Budget Law the turnover tax is shared between the central and provincid governments.
Whereasthe tax on natural resources began as a subnationa revenue sourcein 1992, in 1996 it was made
aregulating tax (shared between the centrd and provincia governments under the new Budget Law).

Tendencies and assessment. One can identify severd trends in these assgnments of revenues.
Firg, thereisthe congant -- and appropriate -- assgnment of excisesto the central government. Second,
thereisthe congtant -- and lessappropriate, but perhapsinevitable -- use of the turnover tax asaregulaing
tax. Third isthe shift of certain taxes (e.g., taxes on foreign trade) to the centra unit, where they belong.
Fourth, isthe (apparently sensble) shift of certain taxes (e.g., on the grant and transfer of land use rights)
to subnationd leves of government. Fifth isthe designation of the profitstax as aregulaing tax, following
a period of shifting assgnment. Sixth is the appropriate assignment of certain taxes on the oil and gas
indugtry to the centra government. Seventh is the sharing of excess revenues from taxes assigned to the
centra government with subnationa governments. This s troubling, for reasons discussed below. Eighth
isthe extreme ingtability of some of the rules, which have changed every few years, oftenonly to returnthe
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assignment of afew years erlier.

Interpreting Tax Assignment. Tax assgnment must be accompanied by rules interpreting such
assgnment. Some such interpretive rules are more sengible than others. Indeed, if interpretive rules are
not sengble, then particular tax assgnments that are potentidly reasonable may be inappropriate. For
example, in Kazakhstan revenues from excises are assgned to jurisdictions where production or
importation occurs.  This results in substantid exporting of taxes from one jurisdiction to another®®. A
conceptualy preferable rule would be to assign revenues fromexcisesto jurisdictions where consumption
occurs. If thisisnot possible, excises should be assigned to the nationd leve, as in Vietnam, rather than
being a regulating tax (or even worse, atax assgned entirdy to subnational governments). The discussion
of current practice that follows comments on the interpretations of various assgnmentsin Vietnam.

B. Criteriaof Evaluation

Fiscal autonomy of subnational government. Decentralization of fisca responsibilitieshassevera
advantages. Mogt obvioudly, it places responsihility for fiscal decisons closer to those affected by them
than under a centrdized sysem. Locd officids may be moreresponsive thana centra government to the
needs of their condtituency. Thisis especialy important where tastes for public services are not uniform
across the nation and there is not an overwhelming case for nationaly uniform policies. Decentrdization
may alow loca determination of both the level and composition of public spending.

A separate line of reasoning emphasizes the role of mobility of labor and capita in achieving an
effident dlocationof resources. Firt, if labor issufficiently mobile between jurisdictions, peoplemay “vote
withther feet,” moving to the jurisdictionthat providesthe choice of public expendituresand taxesthat best
fitstheir needs. In this sense, government provision of goods and services shares some of the benefits of
market allocation of resources.

Second, competition among jurisdictions for the location of business can be quite salutary.  Such
competition helpsassure that government isefficient and that tax payers get what they pay for. For these
mechanisms to be effective, locd governments must control both tax and spending policy.

Reward for tax effort. One objective of decentraizationisto create alink between taxes paid and
benefits recaived. Wherethat link is strong, there is an incentive for subnational governments to choose
the tax rates their condtituents are willing to pay, in order to provide the public services the congtituents
want. Where that link isweek, thereislittle incentive for tax effort.

% Note, however, that the concept of tax exporting is essentially meaninglessex antein a system such as that
employed in Kazakhstan and Vietnam, to the extent that sharing rates and subventions are adjusted to achieve a
given budget target. See also Fiscal Transition in Kazakhstan, Asian Development Bank, 1996. For convenience
this caveat isignored in most of what follows. Ex post, tax exporting can be important, especially in a system such
asthat in Vietnam, in which dual subordination giveslocal officials substantial control over the amount of revenue
collected.
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Trangparency and certainty. Democracy works best when inditutional arrangements are
transparent and certain. Inthefied of IFR, thisrequiresthat assgnment of expenditure responsbilitiesand
revenue sources should be stable and predictable.

Tax exporting. Among the problemsthat can arise in a decentrdized system is the exporting of
taxes levied by one jurisdiction to resdents living in another. Tax exporting would occur, for example, if
(as in Kazakhstan, but not Vietnam) revenues from excises were assigned to the jurisdiction where
production or importation occurs. One would expect the burden of such taxes on imports to be borne
primarily by consumers of imported goods, most of whom ordinaily live in other jurisdictions.

Taxexportingisnot fair. Moreover, in asystem in which subnationd jurisdictions are givenlatitude
to choose their own tax rates, the ability to export taxes to nonresidents reduces the loca cost of public
sarvicesand may encourage overexpansion of the public sector.?® In afederd system in which there are
few redtrictions on the taxing power of subnationa governments, tax exporting may be relaively common
and difficult to prevent. SeeBox VI-1 ontax exporting inthe United States. However, inaunitary system,
such asthat in Vietnam, wheretaxing powers are assigned by the central government, there is little reason
not to design a system that will minimize undesirable tax exporting.

Box VI-1: Tax Exporting in the United States: L essonsfor Vietham

The constitution of the United States provides the states with virtually unlimited authority to impose
any tax they wish, subject only to quite limited and general restrictions, the most important of which involve
non-interference with interstate and foreign commerce and compliance with due process. (This broad authority
has been circumscribed in only minor ways by federal legislation.) Although taxpayers have recourse to the
courtsif they believe their constitutional or legal rights have been violated, federal courts have been extremely
reluctant to limit the states' taxing authority, absent clear and flagrant violations. One of the many undesirable
results of such a system of independent and uncoordinated legislation is the high degree of tax exporting that
can occur.

Tax exporting--the shifting of tax burdens to non-residents of the taxing jurisdiction--is generally
undesirable. Itisunfair, it undermines the accountability of government, and it may induce overexpansion of
the public sector. In some cases tax exporting is not problematical, however, as when tourists pay higher taxes
imposed to cover the costs they create (for example, for extra police protection).

2|t should be noted that not all tax exporting is bad. For example, if benefits of public services are exported, it is
appropriate that taxes levied to pay for them also be exported. The discussion in the text and remainder of this
section ignores this qualification.
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Box VI-1: Tax Exporting in the United States. Lessonsfor Vietham-1 (continued)

Tax exporting can take many forms, reflecting the interplay of market forcesin determining the
incidence of taxation (who bears the burden of taxation). Under certain conditions (especially state domination
of the relevant market for the taxed product), taxes can be exported to non-resident consumers. More commonly
they may be exported to non-resident owners of the factors of production (land, labor, and capital).

In the United States tax exporting takes many forms. States that are especially popular with tourists (for
example, Florida, Hawaii, and Nevada) do, indeed, impose taxes intended to be paid largely by tourists; these
include taxes on hotel occupancy and taxes on gambling.

In the United States much ownership of land and natural resourcesisin private hands. Taxes on land
and natural resources, including property taxes, are exported, to the extent that they borne by non-resident
owners.

Delaware imposes extremely high corporate franchise taxes (equal to some 20 percent of state
revenues), in order to extract revenues from corporations that take advantage of the state’srelatively lax
incorporation statutes. (Inthe United States a corporation incorporated in one state can operate in other states).
More generally, state corporate income taxes may be borne by non-resident owners of corporate shares.

Quantitatively the most important form of tax exporting results from the ability to deduct income and
property taxes levied by state and local governmentsin calculating federal taxable income. (Since the deduction
reduces federal taxable income, the federal government, in essence, pays a fraction of state and local taxes equal
to the marginal tax rate of the taxpayer). The important lesson for Vietnam from this experience is that
surcharges levied by provincial governments should not be deductible in calculating liability for the income tax
of the central government, unless they constitute a business expense.

In afederal system in which the states retain the authority to impose taxes of their choosing, itisvery
difficult to prevent tax exporting. Inthe United States the only remedy is to be found in the courts. (Of course,
taxpayers may also attempt to have tax |aws changed legislatively.) Inthe early 1980's the U.S. Supreme Court
rejected the view that tax exporting was sufficient grounds to find a tax on coal--argued to be borne by non-
resident consumers--to be in violation of the constitutional provision prohibiting interference with interstate
commerce. The Court noted, among other things, that it could not be expected to undertake the complex
economic analysis needed to determine the incidence of taxation.

It is much easier to address the issue of tax exporting in a unitary system of government. The rules of
tax assignment can be designed to minimize the likelihood of tax exporting. For example, excise taxes can be
assigned to the province where consumption occurs or to the central government, instead of to the province
where production or importation occurs. Similarly, revenues from individual income taxes should go to the
province where people work or live, and not to the place where their employer is registered or has its primary
place of business. It may also be appropriate not to allow subnational surcharges on the enterprise income tax,
because of the possibility of tax exporting.
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C. Appraisa

The criteria againg which revenue assgnment is judged include subnationd autonomy in the choice
of tax rates, subnationd redization of revenues resulting from increased tax effort, transparency and
certainty, and inability to export taxes (in excess of the cost of public servicesfinanced by suchtaxes). On
these criteria Vietnam' s present systemof | FR faresrather badly. Governments of subnationd jurisdictions
have essentialy no autonomy over the leve of tax rates applied to economic activity occurring withinther
jurisdiction. They can exercise tax effort only because of the dua subordination of the tax adminigtration
to subnationa governments, aswell to superiorsin the vertical chain of command withinthe GTD. Thisis
problematic, for reasons indicated below. The present system is not transparent and certain. Things are
not what they seem. Rather than being clear and objective, the system contains substantial incentivesand
opportunities for negotiation. To the extent that a subnationa government can exceed its revenue target,
it may be dble to export part of itstax burden; this depends on the jurisdiction’ s tax base and economic
conditions. This section elaborates on these generd points and then discusses particular taxes.

General Appraisal

Fiscal autonomy. Theregppearsto beno reason, in principal , why subnationd governmentsshould
not be given latitude to determine the rates of some taxes levied on economic activity within ther
jurisdiction. Perhgps the best example isthe agriculture tax, whichisleviedonfarmland. There seemsto
be no good reasonthat districts and communes should not be alowed to levy higher or lower taxesonland
fdling within their jurisdiction in order to provide higher or lower levels of public services. Thismay dso
be true of the enterprise profits tax and of the individua income tax, once it is reformed to make its
coverage more comprehensive. The next part of this section discusses how this might be done.

The same approach would not be appropriate in the case of the value added tax, for adminirative
reasons to be explained inthe next part of this section. Application of differentid turnover tax rates chosen
by subnationd governmentsis dso questionable, asit could create tax exporting; indeed, the turnover tax
does not appear to be appropriate for use as a shared source of revenue.

Tax effort. Under the present system of determining sharing rates and subventions, subnationa
governments would have little incentive to levy tax rates higher thanthe exiging rates. Indeed, they would
have an incentive to levy lower rates, if sharing rates and subventions would smply be adjusted upward
to offsat the reduction in revenues from local taxes. It would be appropriate to base sharing rates and
subventions on presumed application of a standard tax rate determined centrdly, so that subnational
governments would actually be able to increase (or reduce) total revenues by levying taxes above (or
bel ow) the presumed standard rate. Section VI describes such a scheme.

Negotiated revenue targets. Any system of IFR of the type found in Vietnam creates incentives
for negotiation. Subnational governments can be expected to overstate revenue needs and to understate
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revenue potentia. The central government can be expected to resist these pressures, withresol utionfindly
depending on the negotiating strength of the two parties, induding the political power of particular
subnationd jurisdictions. Thisis, of course, not atrangparent and certain sysem.  Given the plan to freeze
sharing rates for a period of three to five years, there will be intense pressure onthe negotiation of budget
targets and revenue estimates for the first (base) year of this period.

Tax exporting. Asdescribed in greater detail below, there would be an unacceptable leve of tax
exporting (for example, of the enterprise income tax and excises) if the present system of tax assgnment
were to be carried over to a system of surcharges.

Dual subordination. The Generd Tax Department was created in 1990. It is often said thet this
removed tax collection from the subnationd level to the nationd leve. In fact, this gppears to be a
subgtantid overstatement of the degree to which the tax adminigtration was centralized. Creation of the
genera tax department brought together three separate tax adminidrations, those responsible for the
taxation of state-owned enterprises, those responsible for the agricultura tax, and those responsible for the
commerce and industry tax paid by cooperatives. It did not, however, create acentral tax department as
in certain countries of the former Soviet Union (e.g., Kazakhstan). Whereas the central tax inspectorate
inKazakhstanis legdly subordinate only to the central government, in Vietnam subnationd officials of the
GTD remain subordinate to subnationa finance departments, as well as verticaly within the GTD.*°

Subordinationof the GTD to the subnationa adminigtrations a so encourages negatiationof estimates
of tax revenuesand it may undermine fairnessin tax adminigtration. Under current practice revenuetargets
arenot only assigned to provinces. Tax officids may be expected to derive assgned amounts of revenues
from particular enterprises. This creates an environment for negotiation with enterprises and potentialy
arbitrary assessments instead of Strict applicationof lav. Revenue estimation idedlly should be atechnica
exerciseundertakenby disinterested parties employed by the central office of the Genera Tax Department.
While tax offidds in the finance departments of subnationa jurisdictions may be called on for data and
judgment, they should not make the estimates.

A further potentia problem in this arealis the failure to rotate tax ingpectors from one enterprise to
another (and perhaps to another province). Rotation is needed to prevent development of a “cozy”
relationship between enterprise managers and tax officias who monitor this compliance with tax law.
Because the tax system is rdatively new, Vietnam has not yet addressed this potentia problem.

% Contrary to the situation in many parts of the former Soviet Union, this dual subordination islegal and explicit.
In the FSU legal lack of dual subordination may mask defacto subordination to subnational administrations, which
supply housing and other perquisites. In Vietnam officials of the tax administration provide their own housing.
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Appraisal of Particular Taxes

Turnover Tax. In Vietnam, receipts from the turnover tax are assgned to the province where
turnover originates. To the extent that public services are provided primarily where production occurs and
the production-distribution process involves only one stage, this assgnment rule is appropriate. If,
however, consumption of public goodsis more closdy related to consumptionthanto production, it would
be more appropriate to assgn revenues from the turnover tax to the jurisdiction of destination of sales.
Moreover, to the extent the production-distribution process involves more than one stage, neither
assgnment will be satisfactory. (For themost part, these distinctions are unimportant. They are, however,
important to the extent that sles cross jurisdictional borders). Of course, turnover taxes are plagued by
well-known problems, and should be replaced by a vaue added tax or a single stage tax, such as aretail
sdestax. These issues are not discussed here. It is assumed, however, that Vietham will replace its
turnover tax withavaue added tax. If it were expected that the turnover tax would remain part of thefiscal
landscape in Vietnam, it would be important to investigate the feasihility of assigning revenues from the
turnover tax to the jurisdiction of destination, rather than the jurisdiction of origin. Given the present
adminidrative structure, in which the Genera Tax Department of a province monitors the activities of
resdent enterprises, but not the activitiesof non-resident enterprises making shipmentsinto the jurisdiction,
destination-based assignment of the turnover tax would appear to be highly problematical. 1n any event,
the impending switchto the value added tax will soon render thisissue moot. Thusit is assumed herethat
origin-based assgnment will continue until that shift occurs.

Valueadded tax. Itisdifficult, for avariety of reasons, to employ the value added tax asaregulating
tax. The most obvious problemsinvolve internationd trade. Virtudly al countries employ the destination
principa for internationd trade. (The only important exceptions are the members of the Commonwedth
of Independent States or CIS, which employ the destination principa only for non-Cl Strade; they usethe
originprincipa for tradewithin the CIS. This creates problems for dl members of the CI'S, but cannot be
overcome unilaerdly by any one member, except Russia, which seems to favor the present arrangement).
Under the destinationprincipd, VAT isapplied toimportsand it isrebated on exports. If the VAT isused
as aregulating tax, the provinces through which imports enter the country would receive a portion of the
VAT on imports destined for consumption elsewhere.  This could involve an unacceptable leve of tax
exporting. By comparison, the provinces through which exports leave the country would be required to
shareinthe cost of rebates of VAT onexports. Thisisdso generdly unfair, and it can lead to manipulation
of business transactions intended to shift as much of the cost of rebates to other provinces as possible®

31 Whether and how this would occur depends on the details of rules interpreting tax assignment. If, asin
Ukraine, importation and exportation is deemed to occur where title changes hands, inland provinces would have an
incentive to establish trading companies headquartered in other provinces (presumably where exportation occurs) in
order to shift the burden of rebates to other provinces. By comparison, they would attempt to structure transactions
in such away that VAT on imports was shared with the province of residence of an enterprise, rather than the point
of importation. While the second of these schemes would seem to give an appropriate result, the first clearly would
not.
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One potentid way to aleviate this problem would be to didtinguish between VAT on imports and other
VAT revenues, with only the later being shared with the provinces. jurisdictions. All things jurisdictions.
Allthings The centra government would take al revenues from the former and provide dl creditsrelated
toimportsand dl rebatesrelated to exports. Morecommonly, itisbelieved that the va ue added tax should
be assigned entirely to the central government, because it is not reasonably used as a regulating tax.

Use of the vdue added tax as a regulating tax aso encounters difficulties, even in the domestic
context. One possible objective of decentrdization isto alow subnational governments latitude to choose
their own leve of public spending and levy the taxes to finance it. In such a context, it is generdly agreed
that adestination (consumption)-based VAT is preferable to an origin (production)-based tax, because
consumption of public goods is more closdly related to private consumption than to production.
Implementationof the destination principa would, however, be extremdy difficult in Vietnam, asit would
entall either fiscd borders between jurisdictions or an eaborate “ clearinghouse” system, in which each
enterprise would report shipments to each province and the revenues due that province on goods and
sarvicessold there. Thefirst would destroy the internal market and would create enormous adminigtrative
and compliancecosts. The second isprobably beyond the adminigretive capability of Vienam. (Itisonly
now being introduced in the European Union).

The origin principa could be used for internd trade, but only if there is a uniform tax rate throughout
the country. Differentid tax rates would create incentives to employ artificid transfer pricesto place as
muchvaue added as possible inthe jurisdictions withthelowest VAT rates. To prevent thisabuse, it might
be necessary to introduce fisca borders. If so, the interference withtrade would probably be evengreater
than under the destination principa. While currently taken as the norm, auniform VAT would diminate
the possibility of usng differentiated rates to reflect differences in preferences for public goodsindifferent
jurisdictions. Removingthe VAT fromthearsend of regulating taxeswould, of course, substantialy reduce
the amount of revenuesthe provincessee as “theirs’. All things congdered, if the value added tax isto be
employed as aregulating tax, asingle rate should be applied throughout the country and revenues should
be assgned on an origin basis. Inthat case, as suggested above, responsbility for border tax adjustments
on internationa trade should be the responsibility of the central government, rather thanbeing shared with
the provinces.

Profits tax. Assgnment of revenues from the profits tax currently depends on the system of
accounting employed by enterprises. Firgt, revenues from those enterprises operating throughout the
country, such as the ectric utility and the telecommunications and postal enterprise, are assigned entirely
to the central government. This is entirely appropriate, snce profits are caculated for the entire entity,
operating asaunit. 1t would be difficult to determine the geographic source of profits of these enterprises,
(even if an attempt were made to do o).

Profits tax paid by other enterprises are shared between the centra government and the provinces.

Thedivison of profits between jurisdictions depends on the accounting system of the enterprise. If the
enterprise maintains only one set of books, its profits are attributed entirdy to the jurisdiction where the
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enterpriseisheadquartered. If, however, the enterprise employs separate accountsto determinethe profits
of itsbranchesor subsidiaries, the profit tax is attributed to the jurisdiction where the branchor subsidiary
is headquartered. This opens the way for manipulation of transfer prices and financid charges on
transactions between related entities to place profits in the provinces where tax rates are lowest.
Moreover, economic interdependence between related entities often precludes the accurate divison of
profits among the various entities.

In Vietnam, profitstaxes of subcontractorsare paid through the contractor. This can be problematic
from the point of view of revenue assgnment, if subcontractsinvalve work done injurisdictions other than
the contractor’ sjurisdiction of residence.

The assgnment of revenuesfromexcises entirely to the central government is probably appropriate.
In theory, it would be preferable to assign revenues from excises to the subnationd jurisdiction in which
consumption of goods subject to excise occurs. This is, however, likdy to be adminidratively infeesble
for the foreseeable future. (This issue deserves further study. It might, for example, be feasble to
implement consumption-based excisesinthe case of taxes onpetroleum products, but not other products).
The dternative, found in much of the former Soviet Union, of assigning revenuesfrom excises to the point
of production or importation, is quite ingppropriate. (Note that excises in such countries generdly apply
to importsfrom outside the Commonweal th of Independent States, but not to importsfromother members
of the CIS. It isassumed that Vietnam will reform itsexcisetax systemto subject importsto tax). Under
such a system, subnationd jurisdictions where production or importation occurs canexport their taxesto
residents of other jurisdictions.

Excises. By assgning excises and taxes on imports and exportsto the centra government, Vietnam
has avoided problems that have been encountered by members of the former Soviet Union. Note,
however, that sharing revenues in excess of revenue targets with subnational governments creates these
same problems, dthough on a smdler scale. For example, it would be inappropriate to share revenues
from export duties with the province where exports occur, as this would assign revenues to the “wrong”
jurisdiction. Economic theory suggests that export duties reduce the income of the producer of exports.
Thus the jurisdiction where exports occur would be collecting tax that is borne by residents of another
juridiction.

Dud subordination has both benefits and costs.  On the one hand, subordination of the tax
adminigration to governments of subnationd jurisdictions provides some capacity for the exercise of tax
effort by the adminigrations of subnationd jurisdictions. By comparison, subordination to subnational
adminigrations undermines uniformity of administration throughout the country. (Representatives of the
private sector told the misson that interpretations of laws differs substantialy across the country. It is
unclear whether this reflects adminigrative problems of akind found in many countries, even with truly
centralized tax administrations, or pressures for additiona revenues created by dua subordination.  This
issue desarves further investigation). 1t would be far better to alow subnationa jurisdictions to exercise
tax effort by changing their tax rates, instead of by exerting influence onthe diligence of tax adminigtration.
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D. Optionsfor Change

It is convenient to think of four adternative methods to of financing a decentralized system of
government. These are a) independent legidation and adminigtration, b) tax sharing, ¢) tax surcharges, and
d) revenue shaing. Each of these gives different answers to one or more of the following important
questions: 1) Who (which leve of government) gets the revenue, 2) Who decides which tax(es) is (are)
imposed, 3) Who definesthe tax base(s), 4) Who setsthe tax rate(s), and 5) Who adminigtersthe tax(es)?
Whileit is sometimes thought that the same answer must be given to dl five of these quedtions, this is not
the case. Viable systems of fiscd decentrdization can and do exist in which not al five questions are
answered the same way.

Independent legislation and administration. The 50 statesthat comprisethe United States enjoy
dmogt complete freedom in the area of tax policy. Subject to quite general congtitutiona limitations
(invalving primarily non-interference withinterstate and internationa trade) and severa quite minor specific
statutory restrictions, the states can enact virtudly any tax they wishand implement it asthey choose. Thus
they use an assortment of taxes, induding individua incometaxes, corporateprofitstaxes, retail salestaxes,
excises, and a variety of other less important taxes, induding (in resource-rich states) those on natura
resources. Loca governmentsinthe United States (which legally are creatures of their respective sates)
rely primarily on property taxes (especialy on red estate), but also receive substantia amounts of revenue
from sales taxes and income taxes on individuas and corporations, as wel as numerous less important
taxes, fees, and charges.®

Under this system, “the state” is the answer to dl five questions posed in the previous paragraph.
Thus, this system, which is characterized by independent legidation and administration of taxes, provides
maximum fisca autonomy for the states. But it is characterized by complexity, duplication of compliance
burdens and adminigrative effort, and tax exporting. Thisis perhgps most obvious and most troublesome
in the area of corporate income taxation. Box VI-2 describes the problems in that area in the United
States. Such a system would be totaly unacceptable for Vietnam.

32 For further discussion, see Harley T. Duncan and Charles E. McLure, Jr., Tax Administration in the United
States of America: A Decentralized System,” forthcoming in Hacienda Publica Espafiol.
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Box VI-2: Formula Apportionment in the United States

In the formulafor an apportioned income tax, as commonly applied in the United States, virtually
everything isup for grabs. Thus:

T, =t; x| [(W/W) + (P/P) + (S/9)]/3,
where:

T, istax liability in state |,

t;isthetax ratein state |,

| isthe company's taxable income,

W;, B, and S are payroll, property, and salesin state |, and
W, P, and S are total payroll, property, and sales.

The tax rate and the ratio of in-state to out-of-state payroll are the only parts of thisformula not subject
to considerable controversy. Within quite broad limits, each state can adopt its own definition of taxable
income. States need not treat sales consistently. Most measure sales at destination, but others measure them at
origin. Anincreasing number depart from the typical formula, double-weighting sales. Some states that
generally measure sales at destination include sales originating within their boundaries if made to a state not
taxing corporate income.

Nor isthere agreement on the entity to which the formulais applied. Some states adopt a strict legal
entity approach. This open the door for abuse through manipulation of transfer prices. Others combine related
companies deemed to be engaged in a “unitary business,” but there is no accepted definition of a unitary
business. Some states apply unitary combination on aworld-wide basis, whereas others restrict combination to
“the water's edge,” apportioning only profits deemed to be earned in the United States. The treatment of
intercorporate dividends is particularly troublesome. Dividends flowing between firms filing combined reports
are eliminated from the calculation. Some other dividends are taxed, but still others are exempt; this varies by
state.

Apportionment based on payrolls and property attributes corporate income to states where production
occurs. Including salesin the apportionment formula gives weight to the consuming jurisdiction, but introduces
an element of turnover taxation, since the formula does not distinguish between sales of final products to
househol ds and sales of capital goods and intermediate products. Double-weighting sales increases this
undesirable tendency.

Tax sharing. Tax sharing avoidsthe problemsinherent inindependent legidation and administration
by assigning sharesin revenues from particular taxes to various levels of government. This is the system
employed in Vignam. In Vietnam subnationa governments receive a share of revenues raised in their
jurisdictions, but the central government decides whichtaxesto impose, definesthe tax base, setsthe rates,
and adminigersthe taxes. (In this sense, even taxes assigned entirdy to subnationa governmentsare best
seen as shared taxes, with a sharing rate of 100 percent, since the governments that receive the revenues
have no say in answering the last four questions)) Contrary to the Situation in most Western market-
oriented nations, where sharing rates are commonly uniform for a given tax, in Vietnam sharing rates for
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non-subvention provinces are to provide equality between revenues and revenue needs.

A systembased ontax sharing cannot rediize the full potentia of decentralized government. Although
subnationd governments have “own” revenues, they do not have the right to set tax rates applicable to
economic activity within their jurisdictions. As aresult, they cannot exert tax effort -- or can do so only
by exerting pressure onthe tax adminigration, as under the system of dua subordinationfound inVietnam.
Moreover, inthe sysemused inVietnam, thereisredly little economic difference between tax sharing and
asystem in which the centra government smply tekes

Tax surcharges. A system based ontax surcharges provides subnationa autonomy in determination
of tax rates, and therefore tax effort, without the unacceptable complexity and duplication of independent
legidation and adminidration. In such a system, the centra government would choose the taxes that are
subject to surcharge, define the tax base (and itsdivisonamong jurisdictions, if necessary), and administer
the tax. But subnational governments would be alowed to choose (perhaps within limits) the tax rate(s)
gpplied to economic activity within thar jurisdictions. This system isused in Canada, where mogt of the
provinces levy surcharges onthe individua and corporate income taxes of the federal government, and a
the state-locdl leve in the United States, where many states dlow loca governmentsto levy surchargeson
the state’ sretall sdlestax and some alow surchargesonthe state€ sindividua incometax. A systembased
on surchargesis a reasonable long-run god for Vietnam.

Many taxes are not suitable for the application of surcharges. Unfortunately, this includes many of
the most important revenue sources actudly or potentidly in usein Vietnam, most notably the VAT and
perhaps most excises.

Taxes on foreign trade are not suitable for surcharges. Nor are surcharges on a value added tax
likely to be adminidratively feasble in the foreseeable future. Subnationa surcharges on the turnover tax
would be feasible, but undesirable, if levied on an origin basis. Degtination-based surcharges on the
turnover tax might be acceptable, but they would probably be adminigratively infeasible a present. The
individud income tax would provide a rddivey attractive base for surcharges, provided coverage is
sufficiently comprehensive, in the sense of the tax being paid by asubstantia portion of the population. (If
the tax ispaid by aminority of the population, thereisarisk that ademocratic vote might result in excessive
taxation of those few individuals who pay the income tax).

For the foreseeable future the profits (or income) tax on enterprises is likely to be the most
appropriate base for subnationa surcharges. However, the existing system, inwhich profitsare attributed
to the jurisdiction where the enterprise is registered will increasingly become inappropriate. Nor is it
possible to determine accurately the geographic origin of profits. 1t would be better to employ aformula
to dividethe income of enterprises among the jurisdictions where they operate, asisdone inmany countries
with multiple tiers of government. Among “factors’ commonly used to divide such profits among
juridictions are payroll, property, and sales. Kazakhstan hasrecently introduced an gpportionment formula
containing these three “equaly weighted” factorsfor use in the determination of the origin of profits for
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purpose of caculating oblast shares of enterprise profits taxes. While sales can most easily be attributed
to the jurisdiction where they originate, it is probably more gppropriate to attribute themto the jurisdiction
of degtinationof sales. Doing so provides a“market related” counterbalance to the * production-rel ated”
factors of payroll and sales. Vietnam might consder such amove, recognizing thet there may initidly be
problems of obtaining the need information, especidly on sdes at dedtination. (Kazakhstan currently
employs sdes at origin in its new three-factor formula).

Revenue sharing. The three dternatives described thus far provide tax revenues primarily to
subnationa governmentswhen economic activity occurs. Thusrich provinces have greater fiscd resources
than poor ones (except where sharing rates differ by province, asinVietnam). To combat such horizontal
fiscd digparitiesit may be thought useful to provide revenue sharing grants. Rather than Smply returning
revenuesto the subnationa government whereit originates, revenue sharing funds can be alocated onsome
other basis, for example, on aper capita basis, perhaps with allowance for average income. In order to
further transparency, suchdlocations areidedly based onformulasthat remainstable. Given thedifference
in abilities of central and subnationd governments to raise revenue, vertica fiscd disparities are common
inmany countries. Revenue sharing grants can aso be used to offset these. Section VI discussesrevenue
sharing in greater detall.

E. Recommendations

If Vietnam wants to provide subnational governments with greater fiscal autonomy, it should alow
more latitude in setting tax rates. The present systemof dua subordinationdoes not provide adequate or
appropriate opportunity for the exercise of fiscal autonomy and tax effort, and it createsproblems. Of the
techniques described in the previous part of this section, tax surcharge is generally the most appropriate.

Revenue assignment. Anided long-run target might be to shift to surcharges with an assgnment
of revenue sources such as the following:

. Taxes on foreign trade -- centrd only;

. VAT -- centrd only;

. Individud incometax -- provincid;

. Excises -- province where consumption occurs,; and

. Enterprise income tax -- formula gpportionment of the tax base, based on payrolls, property,
and sdles a dedtination

In addition, subnational governments should be given wide latitude in setting policy for, and
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implementation of, taxes when gppropriate, such as the agriculture tax.

In the short run this surcharge-based assgnment may not be feasible. The following may be
gopropriate in the interim:

. Taxes on foreign trade -- centrd only;

. Turnover tax: shared, with uniform sharing rate;

. Individud income tax: provinad;

. Excises centrd, except where assgnment to province of consumption is feasible; and

. Enterprise income tax -- shared, withuniformsharing rates, withformula gpportionment of tax
base.

In any event, it will be necessary to have a system of revenue sharing intended to offset both
horizontal fisca digparities and vertica fiscal imbalance. See the next section.

Subordination of GTD. Dud subordination is problematic. It should be replaced with a system
based only on vertica subordinationwithinthe GTD. Thiswill help ensure uniformity in gpplication of tax
laws and reduce the latitude for negotiation on revenues. Interests of subnational governments could be
protected by having them participateinan oversght committeecharged withassuringthat the GTD devoted
adequate attention to surcharges imposed by subnationa governments.

VII. Intergovernmental Transfers
A. Exiging System of Transfers

This section of the report examines the issues and options for reform in the system of
intergovernmentd transfers. Specid emphasisis given to the designissues, especialy those related to the
equdization mechaniam.

The current system of transfers in Vietnam is smple. The cornerstone of the transfer systemiis a
genera subventionfor those provinces whichhave not enough revenues fromown sources and shared taxes
to finance “ gpproved budgeted expenditures.” Thisform of generd transfer replicatesthe old Soviet gap-
filling subvention. The leve of the subvention is determined by the implicit formula of “approved budget”
minus own sources of revenues minus revenues from shared taxes. The subvention is lump-sum, but
impliatly may reflect the rdative needs of provinces. This depends on how well the norms used for the
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calculation of the approved budget reflect relaive needs.®

There is no expliat mechaniam to determine the overdl level of transfers. The outcome is the
aggregation of negotiations and bargaining between the provincid authorities and the Minisiry of Finance
plus any pogterior adjustments made by the National Assembly. Implicitly the central government rations
the overdl| leve of tranders by adjusting the minimum expenditure requirements at budget time. The Sze
of the trangfer, of course, is dso affected by how much the central government decides to increase the
provinces sharing ratesin nationa taxes and therefore make less use of the subvention.

Vietnam does not have an explicit capitd transfer program. However, at the time the provincid
budgets are gpproved funds are occasiondly dlowed in the genera budget for loca capital projects such
as building loca government and commune offices, local roads and schools. Even though the local
governments do not have discretion to use these funds for any other purpose, the funds do not appear in
the local budgets as earmarked transfers.

In addition, Vietnam does not have asystem of categorica transfers eearmarked to specific types of
expenditures. However, the nationa specia programs introduced by the centra government in 1989 to
address areas of nationd priority (as perceived by the central government), defacto work as a system of
categorical transfers. These programs are funded and designed by the central government but implemented
through the loca governments>*

The specid programs arerdativey amdl in Sze. They represented approximately 7 percent of tota
provincia expenditures in 1994 and are highly fragmented. Approximately one- third of the funds are
dedicated to reforestation and the rest of the funds to many other programs such as the eimination of the
third shift in schools, increasing literacy, training programs, anti-mdaria programs, family planning, job
creation, and price supports for specified commodities®

With the approval of the 1996 Budget Law, the government plans to replace the current system of
negotiated annuad transferswithaformula-based general transfer for each province.® Aswith many other
aspects of the new Budget Law, the actud formulawill be established by regulationinthe future. Although
the Budget Law isvaguein this respect, it requires the use in the formula of different demographic and

% The budget formulation process and the use of norms is discussed in Section V above.

% Clearly, these national special programsin Vietnam are not unfunded mandates. A common occurrence in the
FSU countries and in Western countries, unfunded mandates occur when central governments assign additional
expenditure responsibilities to subnational governments without a corresponding increase in their funding.

% See Bird, Litvack, and Rao, 1995.

% However, elements of negotiation would appear to remain in the system sketched in the Budget Law. For

example, the new Budget Law still contains provisions for solving the conflict between the provinces and the
Ministry of Finance regarding revenue forecasts.
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regiona variables as approximations for needs®” The Budget Law also reguires the new transfer system
to be stable for aperiod of threeto five years. Supposedly, this stability refers not only to the formulaitself
but to the leve of funding. For thislatter purpose, it appearsthat the plan of the government isto keep usng
the adjustment for 1996 whichmultipliesthe subventioninthe past year by the inflationrate and by the ratio
of the subvention to total expendituresin the locd budget. Box VII-1 shows that this mechanism hurts
poorer jurisdictions,

Box VII-1: Defects of the Formula for Stabilizing Subventions

The decrees underlying the formulation of the budget for 1996 and 1997 provide aformulafor the
partial indexation of subventions to provinces unable to meet budgetary requirements from local taxes and
shared taxes. The mission was told that regulations interpreting the new Organic Budget L aw would contain
asimilar formula. Rather than increasing subventions by the rate of inflation from year to year, this formula
would provide for subventions to be increased only by afraction of the rate of inflation, where that fraction
is the percentage of subnational expenditures covered by the subvention. (The 1996- 97 decree provides the
following example: With arate of inflation of 12 percent and a subvention equal to three fourths of
subnational spending, the annual increase in subvention would be only three fourths of the rate of the rate
of inflation, or 9 percent.)

This method of “stabilizing” subventions would result in the deterioration of the relative fiscal
position of subvention provinces, for two reasons. First, allowance is made only for inflation in calcul ating
subventions. By comparison, own revenues and shared revenues of all provinces will presumably rise by
roughly the rate of nominal increase of the value of output; that is, increases in tax revenues will reflect
growth in real output, aswell asinflation. Second, adjustment for inflation isonly partial.

Box Table VII-1 illustrates the growth in the financial capacity of provinces characterized by
different ratios of subventions to total expendituresin the base year, for different rates of inflation. Thetable
is based on the assumption of real growth of 9 percent per annum and alternative inflation rates of 0, 10
percent, 20 percent, 30 percent, and 50 percent. The budget of a non-subvention province provides a
benchmark. In the absence of inflation, it grows by the rate of growth of real output, from D100 in the first
(base) year to D109 in year 2 and D141.2 in year 5. If inflation exists, the budget of the non-subvention
province grows by the rate of growth of nominal output, 19.9 percent for an inflation rate of 10 percent, 30.8
percent for an inflation rate of 20 percent, etc.

3" The variables mentioned in the Budget Law such as population, type of region, or socioeconomic development
are similar to some of those now used for expenditure norms.
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Box VII-1: Defects of the Formula for Stabilizing Subventions (continued)

The table includes cal culations for provinces that rely on subventions for 10 percent, 50 percent, and 90
percent of their budgets in the base year, also assumed to be D100. Whereas the tax component is assumed to
follow the same growth patterns as the total budget for the non-subvention province, the subvention
component is partially indexed for inflation, according to the formula described above. Total revenues available
from taxes and subventionsin years 2 and 5 are compared with those of the non-subvention province, for
alternative rates of inflation. Revenues of subvention provinces lag behind those of non-subvention provinces,
in some cases by substantial amounts.

Provinces with only small dependence on subventions (illustrated by the “10 percent subvention
province”) do relatively well, especially at low rates of inflation. Subventions are increased by only 10 percent of
the amount of inflation, but subventions are arelatively unimportant source of revenues. By year 5 the budget
of such provinces are 92 to 97 percent of the level of non-subvention provinces, depending on the rate of
inflation. Thelossin relative revenuesin the zero-inflation case is only 35 percent as great as that in the case of
50 percent inflation.

By comparison, provinces that rely heavily on subventions lose substantial ground. Thisistrue, even
though indexation is provided for 90 percent of inflation, because no adjustment is made for growth in real
output. Thelossin total revenuesin year 2 (to 90 percent of revenues of the non-subvention province, rather
than 92 percent) is hardly greater if the inflation rate is 50 percent than if itis0. Similarly, by year 5 thelossin
relative revenues -- to 74 percent of the revenues of the non-subvention province -- is substantial, even if there
isnoinflation. Itisonly 8 percentage points higher if the inflation rate is 50 percent. Thus the relative |oss of
revenue in the zero-inflation case is 77 percent of that in the case of 50 percent inflation.

At low rates of inflation the revenue | oss of the “50 percent subvention province” lies between those
for the other two proto-typical provinces (but nearer that for the low-subvention province). At higher rates of
inflation this province loses, relative to the other two, and it actually loses more than the high subvention
provincein Year 2 for inflation rates of 30 percent or higher.

Perhaps the most troubling figures in this table are the ones for the provinces that rely on subventions
for 50 and 90 percent of their budgetsin the base year. At an inflation rate of 20 percent, the budget of these
provinces will be only 70 to 75 percent as great, in relative termsin year 5, as the budget of the non-subvention
province. Thiswould have adramatic and adverse impact on the ability of these poor provinces to deliver public
services.

The pattern of growth of revenues in subvention provinces seems inappropriate, and probably
unintended. Consideration should be given to a system that rel ates the adjustment of subventionsto the
nominal growth of GDP, rather than only (part of) the rate of inflation.

B. Criteriafor Evaluation
A system of trandfers should serve severa objectives:

. help to provide adequate funding of local governments to correct for vertical imbalances,
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. reduce fiscal capacity digparities between relatively rich and poor jurisdictions;
. induce subnationd government expenditures in services with sgnificant spillovers across
jurisdictions and those deemed of nationd priority, and

. compensate subnational governments for those services mandated by the central government
or implemented on its behdf.

These objectives can be pursued with many different forms of trandfers induding genera-purpose
grants and matching and non-meatching specific-purpose grants. Regardless of the shape these grants take,
the system of trandfers should be implemented in a way that helps achieve other generd gods of
decentrdizationpolicy. Efficiency of public expenditures requires that budgetary discretion is preserved at
the locd government levd. Efficiency aso requiresthat funding for local governments should exhibit a high
degree of certainty and stability and that local government revenue-raising efforts are not pendized or
discouraged.

C. Appraisa

The structure of the current system of transfers is incomplete. It has a genera-purpose transfer
addressing the problems of vertica imbaances and possibly horizonta disparities (more about this below),
but the specific-purposetrandersareinauffident and too fragmented. The current system of tranfers a'so
scores poorly againgt many features of an ided system. The negotiations and bargaining associated with
thecurrent system, at the very leadt, create the appearance of arbitrariness. Besides being non-transparent,
the current system is neither stable nor certain. The gapHfilling nature of the system aso discourages tax
effort.® See Box VII-2. Most of these problems will be addressed in the ongoing reform of the transfer
sysem.

% To the extent that the system is based on revenue collections rather than capacity, it also discourages local tax
effort. However, the retention and sharing of collection surpluses over budgeted targets hel ps address the negative
impact on tax effort. As discussed in Section V, the benefits of this arrangement may be limited because they are not
likely to be time consistent.
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Box VI1-2: The Consequences of a Gap-Filling Transfer System

The following example illustrates the use of a) the present system, in which tax rates for provincial tax
rates are set by the central government; b) a“revenue-offset” system, in which tax rates are set by subnational
governments, with higher or lower expected revenues offset by changes in sharing rates and subventions; and c)
a system that maintains subnational tax effort, in which subnational governments actually gain increased
revenues from the imposition of taxes above a centrally set standard (and lose revenues to the extent that they
choose a tax rate below the centrally set standard). Suppose that application of expenditure norms suggests that
budgetary requirements are D180. Suppose that the estimated tax base is D1000 and the tax rate is 10 percent.
Under the present system, illustrated in Column A, estimated revenues would be D100 and expenditures of D80
would be covered by revenues from shared taxes and subventions. The subnational government in question
could exercise tax effort only by demanding greater diligence by officials of the GTD under dual subordination.
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Box VI1-2: The Consequences of a Gap-Filling Transfer System (continued)

Suppose now that the same subnational government were given discretion to levy atax rate of its
choosing between 8 and 12 percent, and that estimated |ocal revenues used to determine tax sharing rates and
subventions would be based on the actual tax rate chosen by the jurisdiction. The choice of atax rate of 12
percent would result in estimated revenues of D120 and a reduction of estimated shared revenues and
subventions from D80 to D60. (See Column B.) Residents of the jurisdiction in question would have little
incentive to increase the taxes they pay since estimated increased revenues would be offset by areductionin
shared taxes and subventions. Indeed, they would have an incentive to reduce their tax rate, if they knew the
central government would offset the revenue loss.

Suppose, finally, that estimated revenues from subnational taxes would be based on application of a
standard rate of 10 percent, even though the subnational government in question chose to impose a rate of 12
percent. In this case, estimated revenue from shared taxes and subventions would be D80, asin Column A, but
estimated revenues from own sources would be D120. (See Column C.) Thus, total estimated revenues would
be D200; the subnational government would actually receive the additional D20 represented by application of
an additional 2 percentage point tax to its tax base of D1000. (By comparison, choice of a subnational taxes rate
of 8 percent would result in total revenues of D160, divided evenly between revenues from the 8 percent tax and
estimated revenues from shared taxes and subventions of D80).

TableVII-2

[lustration of Present Subvention System and of Systems
that Offset or Maintain Subnational Tax Effort

System that System that
Present System | Offsets Tax Effort | Maintains Tax Effort
(A) (B) (©)
1. Target budget (from budget norms) 180 180 180
2. Revenue expected from tax rate of:
8 percent XX 80 80
10 percent 100 100 100
12 percent XX 120 120
3. Subvention, with tax rate of
8 percent XX 100 80
10 percent 80 80 80
12 percent XX 10 80
4. Total available subnational revenue
with tax rate of:
8 percent XX 180 160
10 percent 180 180 180
12 percent XX 180 200

XX = not relevant
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The present system of transfers has some postive features. Fird, it distributesfundsas block grants.
However, this feature is neutralized to alarge extent by the fact that subnationa governmentshave limited
budgetary discretion. (See Section V). More importantly, the current system helps close the sgnificant
vertica imbalance for loca governments and it appears to help reduce horizonta fiscal disparities across
subnationa governments.

However, it is hard to establish exactly how effective the current system has been on these two
counts. The system of norms used to estimate the “approved” expenditure budgets has been judged by
practicdly dl observers of intergovernmenta finances in Vietnam as insufficient to provide adequate
services. Furthermore, the leve of the “approved” budget actudly funded tends to be well below that
esimated by gpplying the expenditure norms. However, there is no unambiguous standard for adequacy
of provison. Because Vietnam is apoor country, it means that most public services, at boththe central and
loca government level, will be underprovided.

Regiond disparities appear to be quite pronounced. The incidence of poverty ranges from 33
percent of the population in the southeast to 71 percent onthe north-central coast. In addition, rural areas
in the country are much poorer that urban areas. This probably trandates into significant intra-province
disparities, dthough no data exist on this.

Within the limited degree of decentrdization, the government policy isto strike a balance between
fogering the development of some relatively richer provinces and helping those that are poorer. There is
a panful awareness of the fact that there are sgnificant disparities in wedlth between the provinces and
withinthe provinces. A high priority of the government isto promote economic development outside Hanoi
and HCM City by means of developing their infrastructure and human capitd.

With respect to the ability of the current system to reduce horizontal fiscal disparities across
jurisdictions, the use of budgetary norms based on population should be equdizing. In addition, the greater
weight given in some of the norms to geographica areas (e.g., the mountainous regions) should aso be
equdizing aslong as these larger weights at least compensate for the higher costs and needsfor provisons
in these areas.* However, the negotiated approach to the find determination of the transfers may be
counter-equdizing if richer, more developed provinces have more dout in Hanoi. Also the gbility to retain
surpluses of actual collections over targets, dthough in other ways desirable, may adso bendfit richer
provinces more.*

% The differences in expenditure norms for budgeting purposes are not too pronounced. For primary education
they range from D 37,500 per capitain the citiesto D 42,800 in the high mountains and islands. Also, other norms per
capita, such as for sports, go in the opposite direction. Norms for maintenance are based on capacity and norms for
administration are based on the number ofemployees. These two approaches tend to help richer provinces more.

40 That seemed to be the case in 1993; the actual per capita expenditures from “surplus funds” in 1993 ranged from

D 51,670 in high income provincesto D 26,800 in middle income provinces and D 31,030 in low income provinces.
See Bird, Litvack, and Rao, 1995.
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Ovedl, there appearstobeadgnificant redistributionof fundsthrough the central budget fromricher
to poorer provinces. Thereisevidenceform previous studiesthat the current transfer (cum sharing) system
transfersresources fromricher to poorer provinces. Current public expenditures per capita on hedth and
education have been quiteeven. Neverthelesssgnificant disparitiesdill existinother areas. Tota budgeted
expenditures in dl categories for 1993 differed by a factor of 6 between the richest and poorest
provinces* Because updated data were not available it has not possible here to address this question
empiricaly. Bird, Litvack and Rao, 1995, found with data for 1992 and 1993 that higher per capita
provincid domestic product correlated positively with subnationa public expenditures per capita®® This
wastrue for both current and capita expendituresper capita. However, this correlationwasnot satigicaly
sgnificant between expenditures per capita and infant mortaity or illiteracy rates.

D. Optionsfor Change

The mogt chdlenging dement in asystem of trandfers is the design of an equalizationmechanism. In
Vietnamthe objective of equdization takes particular importance because of what appear to be sgnificant
disparitiesacrossjurisdictions infiscal capacity, actua leves of public services, and physical infrastructure.
These digparities are in Western countries and in many countries in trangtion ameliorated by nationd
expenditure programs. Although it is extremdy hard to measure the regiond incidence of many centra
government expenditure programs, (and Vietnam is no exception) one can be sure that 9zable social
welfare programs for unemployment, hedlth, and pensions would help reduce disparitiesin economic well-
being across the country. However, in Vietnam many of these nationd welfare programs are incipient or
do not exigt at al.*®®

Equdization will also become more important if more taxing powers are granted to subnationa
governments. The fallowing paragraphs address some of the important issuesthe government would need
to consder in designing an equdization mechanism.

Revenue Capacity Equalization. One of the fundamenta objectives of an equaization system is
to take into account the ability of loca governments to raise adequate revenues. The systemneeds to put
emphads on the equdization of capacity rather than equalization of actua revenue collected. The actud
revenues collected depend onthe behavior of loca governments, induding their tax effort and their revenue
callection efficiency. By equaizing revenues, the tax effort of jurisdictions gets pendized.

Two conventiona approaches are usedto measurefisca capacity. Thefirg employs anoverdl proxy

4l See Bird, Litvack and Rao, 1995.
42 See Bird, Litvack, and Rao, 1995.
4 General social insurance was introduced in 1995 with the creation of the Social Insurance Fund. Prior to that,

only central government workers were covered. Vietnam does not have an effective unemployment compensation
system.
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for tax capacity such as per capitaincome. The problem with this gpproach is that there is dways a non-

systematic portion of these aggregate measures that is non-taxable. The second approach employs a
“representative tax system.” Capacity in this case is proxied by the revenue that would be raised in a
jurisdiction by the application to its base of the average taxes and tax rates (or any other sandard) of all

jurisdictions. This approach is preferable but it presupposes that local governments have autonomy in
choosing tax rates.

How important is thisissue for Vieinam? At present the main sources of subnational revenues are tax
sharing and transfers, which are controlled by the centra government. Loca taxesraise little revenue. In
this sense, therewould appear to be little harm in equaizing revenuesrather than capacity. However, there
is considerable scope for locd tax effort in Vietnam, asthe current systemof shared surplus over revenue
targets shows. The direction for long-term reform is clear. The government should abandon the present
systemof gap-filling inthe determination of transfers; it should devel op moretax autonomy at thelocal leve,
using, for example, the loca income tax and surcharges proposed here;* it should devel op the necessary
data to measure tax bases, and should use tax capacity in the revenue equdization formula.

Expenditure Equalization based on a “ representative expenditure system.” Some countries
perform equdization on the revenue Sde concentrating exclusively on tax capacity equdization. Other
countries attempt to equalize according to expenditure needs also.

Mesasuring differencesin expenditure needsis harder than measuring differencesintax capacity. One
way isto try to measure the cogts of providing astandard level of servicesin each jurisdiction. There are
many difficulties with this approach. For example, costs will differ depending on the choice of the qudlity
of the service. Inaddition, the same standard services may cost more depending on the relative incidence
of groups with specia needs (such as the young and the ederly), or the concentration of crime, or

geography.

Rather than relying on the vague notions of standards packages, the most exact gpproach isto use
a “representative expenditure sysem” based on regresson andysis. This approach uses the actua
expenditure experience of dl locad governmentsin rdaion to thar characteristics to provide a standard
measureof need, whichisderived onthe basis of regressonandyss asfollows. First, usngdl jurisdictions,
the variable “ actud expenditure per capita’ isregressed onaset of variables related to service need, such
as relaive importance of different population groups or population density, and fiscal capacity variables.
Then these regression coefficients are used to predict what would have been the expenditures of the
jurisdiction given its actua need factors, such as percent of the population thet is ederly, but under the
assumption that dl jurisdictions have the average fiscal cagpacity. This approach can be implemented for
different expenditure categories. The difference between the predicted need for each jurisdiction and
average expendituresisthe amount of equaization, if any, to becarried out by the equdizationmechanism.

4 See Section V1.
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But the use of a “representative expenditure system” presupposes that expenditure levels are
responsive to higher “needs.” Thiswould be the case if subnationa governments, for example, could tax
themsdvesmoreto cover those higher needs. This latter has not been the case in Vietnam. However, the
system of budgetary norms used by the Ministry of Finance to estimate minimum expenditure budgets may
impart some degree of responsveness of subsidies and actual expenditures to the different needs of
subnational governments. Unitil there is much more autonomy in revenue sources and discretion in
expenditure decisons it would make more sense not to use a “representative expenditure system” for
expenditure need equdization and to use instead asmple formula giving different weights to proxies for
expenditure needs. In the shorter term a smple weighted formula would be adequate.

The source of equalization funds. Therearetwo genera systems for funding equdizationtransfers.
Thefirg isahorizonta system, dsocaled”fraternd,” inwhichthe fundsredistributed to poorer jurisdictions
are provided directly by wedthier jurisdictions®® The other is vertica funding in which the funds are
provided by the central government and raised from centra government revenue sources.

There are both advantages and disadvantages to these two approaches. One advantage of the
“fraternd” systemisthat it offers more flexibility in anintergovernmentd finance system. Ingenerd, it isnot
desirable to differentiate among poor and rich communities in the taxes they are assgned or in the sharing
rates of some taxes. A “fraternd” approach to funding equdization in fact permits “taking back” or
discriminating againg richer local governments which may bendfit disproportionately from a particular
scheme of tax assgnments or tax sharing, without Sngling out any specific jurisdiction. That is, the system
would continue to apply if wedthier and poorer local governments were to reverse fortunes. Another
advantage of the fraternd system isthat it is a more transparent system.

Regardless of the funding mechaniam, it is taxpayers fromthe richer communitieswho eventualy pay
to equaize the fiscad opportunities of poorer communities. Among the disadvantages, the fraternd system
represents andement of forced solidarity. It isthis aspect of impositionthat has made this systemof funding
unpopular and criticized inthe Nordic countries and other countrieswhereit isused. Using the syslemmay
introduce an ement of palitica dissenson. The dternativeis to finance the entire equaization fund from
the central government with funds retained by lowering revenue sharing with loca governments.

Absence of discretion or manipulation of funds distributed. A very important aspect of any
system of transfers is its trangparency and objectivity guaranteed by the formula application of generd
principles. The formulas employed would have to take into account that there are significant regional
inequditiesinincome, inthe incidence of poverty, and ininfrastructure. However, the formula used also has
to take into account the fact that data on socioeconomic characteristics and public expenditure patterns for
provincia and local governments have yet to bedevel opedinformand continuity that could allow adequate

% A fraternal system of funding does not imply that contributions are voluntary. Contributions are regul ated by
law approved at the national or subnational level, as the case may be. Countries using this approach for at least part
of their transfers are Denmark, Germany, Sweden, and the Swiss canton of Zurich.
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economic andyss.

Besides designing the entire system on formulas, some countries have established an Equdization
Board or Grants Commission which is charged with implementing some parts of the equalization process
mechanism and solving any conflicts that may arise.

Shouldtax effort enter into the equalization formula? Tax effort is measured by how muchalocal
government usesitscapacity by comparisonto how other jurisdictions, onthe average, would tax the same
capacity. The government has offididly recognized the need to simulate tax effort at the loca leve by
sharing any surplus in collections of nationd taxes over the budgeted targets. The attractionto induding tax
effort in the equaizationformulaisthat it isa direct way to encourage more revenue mobilizetion. But there
are dso disadvantages. In particular it dlows local governments to manipulate the equdization formulain
their favor.

A srong argument againgt giving an incentive to tax effort in the formulaisthat loca governments
should not pay for the higher expenditure of other local governments. A phrase often used in this context
isthat “other jurisdictions should not pay the cost if a jurisdiction decides to paint its roads.” On the other
hand, there is little question that equdization should not discourage tax effort. The latter is achieved, as
discussed above, by performing equaization on tax capacity rather than revenues collected.

Theissue for the government to congider is whether it is desirable, at least for a period of time, to
offer incentives to local governments to use the surcharges proposed here (see SectionV1), usethar own
sources of revenue a ready assigned to them, and become moreeffective inthar adminigtration. Rewarding
tax effort may be desirable, especidly if reforms introducing more autonomy at the loca leve fail to lead
loca governments to mobilize revenues.

E. Recommendations

On the structure and types of grants. general-purpose versus specific-purpose grants. The
government should use bothtypesof grants. The benefit of general -purpose grantsisthat loca governments
have greater flexibility for poending. The gainsin efficiency associated with decentrdization accrue when
local expenditures can reflect the needs and preferences of local residents. The equdization grant should
be a genera-purpose grant.

The government should also introduce alimited number of specific-purpose grants by reforming the
current system of specid programs. This limited number of specific grants should be used to encourage
infragtructure congtruction with significant externdities such as water and sawage treatment plants,
environment deaning programs, or school congtruction. Some of the specific grants could indude metching
arrangementsand the matchingrateshould be adjusted for the degree of externditiesinvolved inthe service
and the rdative tax capacity of the subnational government.
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Thethird dement inthe grant system should be trandfers that pay subnationa governments explicitly
and directly for services or programs implemented on behalf of the central government, to avoid unfunded
mandates.

On the need to address minimum standards of provision. Budgetary discretion, as provided by
genera purpose grants, is very desirable. However, in order to guarantee that basic services are not
neglected, it may be necessary to impinge on budgetary autonomy and impose minimum standards of
provison on local governments. These minimum standards may be admissible in the areas of hedth,
educetion, welfare and the environment. Minimum expenditure standards may perhaps be less necessary
if local governmentsare encouraged through matching grant programs to voluntarily spend more on these
services.

Ontheuseof formulasfor transfers. The government should proceed withthe mandateinthe new
Budget Law to introduce a formula-driven system of grants. This should apply not only to the generd-
purpose equalization grants but also to the specific- purpose grants.

On Revenue Equalization. Giventhe apparent disparitiesin revenues and revenue capacity across
provinces there is little doubt that there is a need to explore ways to introduce a revenue equalization
formula. The amplest approachinrevenue equdizationwould be to rai sethose local governmentscurrently
under the nationa average up closer to the average, for example by closing the gap by hdf. If afraternd
funding system is used, provinces over the nationa average would contribute half of their own (positive)
deviations. In thelonger run the basis for egualization should be tax capacity. But using tax capacity will
require that the expertise and data are in place for performing these etimations, and that tax surcharges
or other forms of revenue autonomy have beenintroduced. Until that time, the basis for equalizationshould
be revenues from tax sharing. The danger of discouraging tax effort would be reduced by excluding loca
revenues and surpluses over budgeted targets from the equdization basis.

On Expenditure Equalization. To alarge extent the expenditure equdization currently carried out
through the budgetary norms should be transferred to an apportionment formula which funds needs rather
than capacity. Two approaches should be considered. One is based on a smple weighted formula usng
proxies capturing expenditure needs.*® In the longer run a*“ representative expenditure system” gpproach,
as described above, should be considered.

On Funding of Transfers. Thereisno clear choice on how to fund the overdl leve of transfers. To
promote certainty and gability, the government could assign a fixed share of its revenues to this end.
Stability and certainty can also be achieved with current plansto adjust last year’ s transfer for the rate of
inflation. Thissystemactudly may be more stable and certain than one assigning a certain share of revenues.

46 Expenditure equalization could be performed on the basis of a simple formulawith the following proxies for
needs (and weights): population (with aweight of 0.4), population under 16 years (with a weight of 0.3) and
population over 65 (with aweight of 0.3).
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However, it may be less dadtic, especidly if the inflation adjustment index is scaled down by the relative
importance of transfersinlocal budgets, asis the current practice. As shown in this report, this method of
adjusment isinimica to poorer jurisdictions and therefore it should be discontinued.

An dterndiveisfor the government to consider funding part of the transfers for equdization on a
fraternd system basis. This gpproach has the added advantage of helping the government address the
richer-versus-poorer province issue when granting more revenue autonomy to subnational governments.

What is recommended hereisto stop the current gap-filling gpproach to determination of transfers
and not to adopt any other smilar approach that relies on costing subnationa expenditure responsbilities
and then setting transfers to ensure adequate resources. These approaches are unlikdy to be hdpful
because of the difficulty of costing out services. Furthermore, the leve of funding required for the
“adequate” provisionof services may well beamultiple of what the country canafford. The leved of funding
for transfers has to be decided early in the budget process at the most aggregate level to fit into the
government’s macroeconomic fisca palicy.

On the implementation of the system of transfers. The government should consider creating an
Equdization Board or Grants Commission for monitoring and helping with conflict resolution in the
implementation of the system of transfers. Both centrd government and subnational government
representatives should have an input in the appointment of the Board. The Equdization Board or Grants
Commission will guarantee objectivity and impartidity vis-a-visthe particular agendas of the central and
subnationa governments. Box V11-3 describes the activitiesand tentative recommendations of the newly
cregted Financid and Fiscd Commission in South Africa
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Box VII-3: Financing Provincesin South Africa

Constitutional foundations. Like Vietnam, South Africa has a unitary government. The post-apartheid
constitution of South Africa contains provisions dealing with various aspects of intergovernmental fiscal
relations (IFRs), including the assignment of expenditure functions and tax assignment. In addition, it provides
that a non-partisan Financial and Fiscal Commission (FFC) should advise the Parliament and provincial
governments on a variety of issuesin intergovernmental fiscal relations. These include the taxing powers of the
provinces, the allocation of revenues collected by the central government between tiers of government, grants
from the central government to the provinces, and borrowing by subnational governments. It is hoped that
institution of the FFC will help to base decisions on IFR on objective technical grounds, and not purely political
considerations.

Taxing powers. The constitution of South Africa allows the provinces to levy taxes (presumably via
independent | egislation and administration), other than income tax, value added tax, general salestax, and
customs duties. If allowed by enabling national legislation, provinces can levy flat-rate surcharges (presumably
implemented by the tax authorities of the central government) on the base of taxes imposed by the national
government, except for the company income tax, the value added tax, and customs duties. The above limitations
were motivated, in part, by recognition of administrative problemsinherent in provincial surcharges on VAT and
fear of exporting of provincial taxes on company income. Due to the administrative difficulties of imposing
destination-based provincial surcharges on excises, these two provisions imply that surcharges on the
individual income tax are likely to be the most important source of provincial revenues from own sources.

Taxation and equalization. The Financial and Fiscal Commission has recommended that the provinces
be allowed to exercise their constitutional prerogative to impose surcharges on the individual income tax. In
order to make “room” for such surcharges, while holding aggregate tax revenues of the central and provincial
governments roughly constant as a percentage of GDP, the FFC proposes that the central government reduce its
individual income tax rates by a certain number of percentage points (r, set provisionally at 7 percentage points).
A zero-sum system of tax equalization grants (which can be either positive or negative, for agiven province) has
been proposed to compensate partially for horizontal fiscal disparities, asreflected in differencesin the taxable
capacity of the provinces, as reflected in revenues from the income tax surcharge. This grant would not,
however, be dependent on the provincial tax rate actually chosen (or on other grantsit receives). Thus, by
levying atax rate higher or lower than 7 percent, a particular province could have a higher or lower level of
public services.

Conditional grants. The FFC has also recommended that the central government provide two
important types of grants to the provinces: conditional grants for basic health and education, motivated by the
desire to guarantee the capacity to finance minimum services, and an unconditional grant intended to overcome
vertical fiscal imbalance and ensure the fiscal capacity of the provinces. (It has also recommended conditional
grants for the training of doctorsin provincial hospitals, justified by the national interest in such training.) The
minimum service grants for health and education, intended in part to help provinces overcome regional
disparitiesin the availability of services, can be spent only for the purposes intended. They are based on the
qualifying population in each province (for example, the number of children aged 5-17, in the case of the
education grant).

To avoid disrupting provincial budgets, the FFC proposes that these grants be phased in over a period
of 7to 10 years.
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Box VI1-3: Financing Provincesin South Africa (continued)

Overcoming vertical imbalance. The unconditional grants are based on population, but with each
member of the rural population given aweight of 1.25 times that of the urban population, to reflect the relative
deprivation of rural areas. Being intended to offset vertical fiscal imbalance, the aggregate amount of these
grants would be set to achieve agiven split of government spending between the provinces and the central
government, taking account of other grants and the reduction of the individual income tax rate of the central
government (and the desire to reduce the budget deficit).

Summary of advantages. The system described combines several advantages: tax surcharges to
provide fiscal autonomy, tax equalization to compensate for horizontal fiscal disparities, unconditional grants
based largely on population to overcome vertical fiscal imbalance and differencesin need, and conditional grants
to ensure minimum levels of certain services. Itisessentially atextbook example of how to structure
intergovernmental fiscal relations.

VIIl. CONCLUDING REMARKS

The systemof intergovernmenta fisca rdaions in Vietnam is based onthe principle of “democratic
centralism.” Decision-making processes (exemplified by dependence of subnationa People’ s Councilson
the National Assembly and “nested budgets’) and adminidrative structures (e.g., dual subordination of
officds of subnationa governments) bothreflect this. Theresulting system of “top-down” decison-making
and adminigtration is cumbersome and complex. Moreover, it sacrifices slf-determination at the
subnationd level in favor of centra control. In short, “democratic centraism” is short on democracy and
long on centrdism. It is more appropriate to an economic and political system based on centra planning
than to one that recognizes the vaue of decentraized decison-making, viamarkets and other means.

A natura accompaniment of da moi in the economic sphere, which has proven so successtul in
Vienam, is reform of the system of IFR to give subnationa governments greater power of sdlf-
determination. One objective of this report (the othersbeing to describe the systemof IFR and to explain
itseffects and weaknesses) isto describe the reforms of | FR that would be needed to create suchasystem.
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