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HE PRACTICE OF earmarking, or dedicating a
portion of tax revenue to a specific expendi-
ture category, is a popular fiscal tool for state
governments. Theoretically, the process of
dedicating tax revenues to specific expendi-
tures should have no impact on the composition of expen-
ditures, because one dollar from one tax is perfectly substi-
tutable for one dollar from another. Nevertheless, previous
studies have found a range of effects of dedicating revenue
on expenditures, and this process remains a popular pol-
icy option for state governments. We find support for the
hypothesis that dedicating tax revenues to specific expen-
ditures can be used by policymakers to mask increases in
total government spending. Our empirical results show
that dedicated tax revenues tend to result in an increase in
total government size but have little effect on the expendi-
tures to which they are tied.!

DEDICATING TAX REVENUES: PRACTICE, THEORY,
AND EVIDENCE

EVERY STATE IN the United States dedicates a percentage
of its tax revenue for specific expenditures. In 2005, states
on average dedicated 24 percent of tax revenues to specific
expenditure categories. At the extremes, Alabama dedicated
84 percent of its total state tax revenue, while Rhode Island
dedicated only 4 percent.? The most common targets of dedi-
cated revenue are roads, schools, and local governments.
Table 1 displays the prevalence of dedicating tax revenues
for some of the most popular revenue sources and targeted
expenditure categories.
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TABLE 1: THE PREVALANCE OF DEDICATING TAX REVENUES IN THE UNITED STATES (2005)

Revenue Source (Number of States)
. Motor
General Parimutuel |Personal | Corporate | Motor . Other State
Tobacco | Alcohol | Insurance | Utilities . Vehical . Severance
Sales Gambling | Income | Income Fuel . . Gambling | Property
Registration
states 45 50 50 50 50 37 43 45 50 50 20 37 39
Levying Tax
States
Dedicating 35 26 23 26 10 9 20 14 49 12 14 9 26
Tax
Expenditure Targeted by Dedicating (Number of States)
Local 17 14 10 7 4 1 7 4 22 5 6 — 24
Government
Education " 10 4 4 3 2 8 5 2 1 4 3 6
State
Highways 7 1 — — 1 — — — 45 8 1 — —
Health/
Welfare 2 23 13 3 2 — 2 1 — — 1 1 —
Pensions 2 1 1 7 — — 2 1 — — 1 1
Parks/
Natural 4 2 1 —_ —_ —_ —_ — 12 1 1 2 6
Resources
Debt Service 5 4 1 — — 1 4 1 10 3 4 2 4
Environ-
mental 4 2 — — — — — — 3 — — — 6
Programs
Other 14 7 13 1 3 8 5 3 19 5 5 3 8

Source: Pérez, Earmarking State Taxes, 4th edition

Dedicated tax and other revenues are typically justified by
legislators for several reasons. A specific source of revenue
may be assigned as a means of guaranteeing funding for a par-
ticular government-expenditure category. For example, many
states dedicate state lottery proceeds to fund programs such
as education. Another justification is to deter consumption
of certain goods or services—including alcohol and tobacco—
that may create negative spillovers. Alternatively, certain
taxes may function as a type of payment for the use of public
goods, and the revenues can be used to provide such public
goods. The classic example of this justification is dedicating
gasoline tax revenue for expenditures on highway mainte-
nance and construction. Recent research, however, has shown
that these justifications are problematic.?

MASKING INCREASES IN GOVERNMENT SPENDING

Regardless of the stated justification, the practice of dedi-
cating certain tax revenue to specific expenditures should,
according to standard economic theory, have an effect on
spending no different than a similar increase in undedicated
revenue.! Since tax revenues are fungible—or perfectly sub-
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stitutable for one another—there is no reason to expect that
raising an additional dollar of revenue targeted to a specific
expenditure category should have any effect other than add-
ing an untargeted dollar to the general fund. In other words,
the fungibility of tax revenue means that if a dedicated dollar
is spent on its targeted expenditure, it frees a previously used
general-fund dollar for use on other programs.

Suppose, for example, that a state government currently
spends $100 from the general fund on education. Assume
further that the legislature passes a new, special sales tax on
the basis of its revenue being earmarked for education spend-
ing, and this new tax brings in $50 in revenue. Although it
may seem natural to assume education spending will increase
by $50 as a result of the dedicated revenue (to $150), poli-
cymakers actually have the option to decrease spending on
education out of the general fund. Even if the $50 earmarked
to education spending is spent on education, total education
expenditures may remain unchanged if the legislature
decides to decrease general-fund spending from $100 to $50
(thus maintaining total spending on education at $100). Doing
so allows policymakers to spend the $50 of revenue previ-
ously dedicated to education elsewhere.




TABLE 2: THE EFFECT OF DEDICATING TAX REVENUES ON SPENDING

Effect on Targeted
Expenditure

Effect on Total
Expenditure

Effect on Nontargeted
Expenditures

Spending

General Sales Tax Dedicated to Education Spending +$0.18* +$0.36 +$0.55
Corporate Income Tax Dedicated to Education Spending -$2.72 +$2.89 +$0.17*
Tobacco Tax Dedicated to Local Government Spending -$0.04* +$6.97 +$6.93
Personal Income Tax Dedicated to Local Government +$0.11* +$0.84 +$0.94

*Result is not statistically different from zero.
Source: Authors’ calculations

Nevertheless, the practice remains popular. One possible
explanation follows from the “Leviathan” model of govern-
ment, which claims that government seeks to maximize its
power and size.® Under this theory, the fungibility of dedicated
tax revenues provides policymakers with a way to increase
government size without resorting to unpopular increases in
rates on general-fund taxation sources. Specifically, by dedi-
cating tax revenues to a specific expenditure, policymakers
are able to advocate for increases in the earmarked tax on the
basis of benefitting the targeted expenditure category. Should
the tax increase be approved, the dedicated revenues may be
used in place of previously used general-fund revenues. The
result may or may not affect the targeted expenditure but will
increase total government size.

We tested this hypothesis using data from 49 states over a
period of three years.® Our analysis focused on the most com-
monly employed revenue sources and the primary targets of
dedicated tax revenues: education, roads, and local govern-
ments.

Of the 15 cases we examined of specific tax revenues dedi-
cated to certain expenditures, only tobacco tax revenue and
personal-income tax revenue earmarked to education, along
with sales tax revenue and vehicle registration revenue ear-
marked to local governments, unambiguously led to increases
in expenditures on the targeted category. In nearly every case
where an earmark fails to increase targeted expenditures
(either partially or at all), nontargeted spending increased,
suggesting that earmarks make for an effective means of indi-
rectly increasing general-fund revenues.

Table 2 summarizes some of the most egregious examples of
dedicated revenues being used to increase the overall size of
government rather than to increase spending in the targeted
expenditure category. For each dollar of general sales tax reve-
nue earmarked to education spending, no significant increase
in education spending was observed, but an increase of $0.55
in total government expenditure was found. A similar effect
was observed in corporate income tax revenue dedicated to
education: each dollar of revenue dedicated to education was

associated with a decrease of roughly $2.72 in spending on
education and a similarly sized increase in spending on other
programs. Tobacco tax revenue dedicated to spending on local
governments was also effective only at increasing overall gov-
ernment size with no effect on spending in the targeted cat-
egory evident. For each dollar of personal income tax revenue
dedicated to local governments, expenditures in other areas
increased by roughly $0.84 and total spending by $0.94.

POLICY IMPLICATIONS

OUR RESULTS INDICATE that policymakers’ use the practice
of earmarking tax revenue to increase the total size of gov-
ernment without resorting to the implementation of unpop-
ular general tax rate increases. The revenue raised from
earmarks does not go primarily to its intended expenditure
category. Instead, it is used as fungible revenue to be spent
at the government’s discretion. From a voter’s perspective,
these increases in total expenditures are inefficient. There-
fore, the elimination of earmarking, at the very least in those
cases where it cannot be shown to benefit its intended tar-
get, would likely be in the public interest. While it may seem
counterintuitive to give more discretion to policymakers, the
research presented here shows that dedicating tax revenues
already gives them that discretion but does so covertly. If poli-
cymakers choose to raise taxes to increase the overall size of
government, it must be done as transparently as possible so
that voters can respond appropriately.
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CONCLUSION

THE PRACTICE OF dedicating tax revenues to specific expen-
diture categories has remained popular in state governments
despite empirical evidence that only a small proportion of
dedicated revenues actually stick to intended expenditures.
We propose the hypothesis that governments are aware of
earmarked revenues’ fungibility and exploit this opportunity
to increase total government size. Our empirical analysis pro-
vides two main results: (1) the majority of dedicated tax rev-
enues are ineffective at increasing spending on their targeted
expenditure category, and (2) the majority of those earmarks
that fail to stick are, in fact, effective at increasing both spend-
ing on other expenditure categories—ones not related to their
intended target—and overall government size. These results
are consistent with a theory of “Leviathan” government and
imply that policymakers use tax revenues dedicated to politi-
cally popular programs to increase overall government size.
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