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Introduction

This short note aims to provide the reader with an understanding of tax hypothecation. 
The paper begins by explaining what tax hypothecation is, followed by its aims and an 
example from Budget 2020. Next, the pros and cons of tax hypothecation are outlined. 
The focus of tax hypothecation is to specifically link the funding of a service to a 
particular tax or levy.

What is tax hypothecation?

Tax hypothecation is the dedication of the revenue from a specific tax for a particular 
expenditure purpose. This approach differs from the usual method of funding 
government spending from a central fund.1 The primary aim of tax hypothecation is for 
the government to gain additional revenue through which it can fund its policy goals.

Example: Carbon Tax Policy

Budget 2020 announced a trajectory of annual carbon tax rate increases leading to 
a rate of €100 per tonne in 2030.2 This means all new revenue raised through the 
increased carbon tax rate is allocated for specific spending. The increased revenue is 
now used to:

1. Ensure that the increases in the carbon tax are progressive through targeted 
social welfare and other initiatives to prevent fuel poverty and ensure a just 
transition.

2. Fund a socially progressive national retrofitting programme targeting all homes, 
particularly in the Midlands region and on social and low-income tenancies.

3. Allocate funding to a Rural Environment Protection Scheme (REPS-2) 
programme to encourage and incentivise farmers to farm in a greener and more 
sustainable way.

Other examples include the linkage between the Social Insurance Fund and 
PRSI, or excise receipts from tobacco which are allocated to the Health vote as an 
Appropriation-in-Aid, or the plastic bag levy.3 The National Training Fund (NTF) is an 
example of a tax hypothecation that generated more income than expenditure. In 
2018, the NTF levy generated an estimated €566 million and spent €415m.4

1 The Central fund is the main bank account of the government. Revenue is deposited into the fund and 
expenditure is debited from the account.
2 Tax Strategy Group (2021) 09 Climate Action and Tax
3 Plastic bag environmental levy (revenue.ie)
4 Department of Education and Skills (2019) National Training Fund Expenditure Report 2019

https://www.gov.ie/en/collection/b4c8d-budget-2020/
https://www.gov.ie/en/collection/b4c8d-budget-2020/
https://www.conserveireland.com/european/rural-environment-protection-scheme-r-e-p-s#:~:text=The%20objective%20of%20this%20designation,and%20within%20certain%20designated%20areas.
https://assets.gov.ie/24754/c42908b6a02a4d9298418f9cdfe129d4.pdf
https://www.gov.ie/en/collection/d6bc7-budget-2022-tax-strategy-group-papers/
https://www.revenue.ie/en/companies-and-charities/plastic-bag-environmental-levy/index.aspx
https://assets.gov.ie/24754/c42908b6a02a4d9298418f9cdfe129d4.pdf
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Pros and cons of tax Hypothecation

Pros:

 y Transparency5 – Hypothecation of tax provides a clear link between revenues 
from taxes and government spending.

 y Accountability – Hypothecated taxes force the government to follow a plan 
made in advance and ensure it is implemented.

 y Public support – The knowledge that the money paid on taxes will go directly 
to some needed service (e.g. health care) could improve public support for an 
increase in taxes.

 y Protecting resources – Earmarking revenue can ensure that much needed 
services (e.g. social housing) are provided for and are not diverted to other areas.

Cons:

 y Inflexibility – Tax hypothecation restricts the government’s ability to respond 
flexibly to economic shocks and other events. This is because tax revenue is 
already earmarked for specific purposes.

 y Waste6 – Government spending financed through hypothecated tax revenues 
is not subject to the same detailed scrutiny as spending financed through 
interdepartmental bidding for a share of general tax revenues. This could result 
in excess resources being allocated to a programme that does not need them.

 y Policy funded based on revenue rather than needs – Spending should 
be determined by needs and priority, rather than how much revenue a 
hypothecated tax raises. Implementing a policy based on a particular tax revenue 
may result in insufficient funding to deliver a programme adequately.

 y Linking funding to requirements overtaken by circumstances – The level 
of hypothecated taxes is linked to the cost of the benefit for which they 
are earmarked, at the time when they were introduced. These needs and 
requirements are likely to change over time. There are difficulties associated 
with changing hypothecated tax arrangements and legislation. It could result in 
revenues remaining largely unchanged for many years.

5 Tax Journal (2018) Hypothecation, health taxation and hysteresis
6 Ibid.
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