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A hypothecated health tax? 
Alan Hamlin 

This resource explores the concept of hypothecated taxes, with reference to the article on NHS 
funding in the November 2018 issue of ECONOMIC REVIEW. 

What is a hypothecated tax? 
A tax is hypothecated if the revenue from the tax is devoted to a specified, particular form of 
expenditure — in this case health. Perfect or ‘hard’ hypothecation is where there is a definitional 
match between the expenditure on health and the yield of a particular tax, so that the yield of the tax 
determines the level of NHS expenditure. 

Imperfect or ‘soft’ hypothecation is where all of the revenue from a particular tax (or tax increase) is 
devoted to health, but money raised from other taxes may also be used. There are regular calls for 
some degree of hypothecation to fund the NHS, but these calls are usually for very soft hypothecation. 
A typical proposal might call for a specific increase in the basic income tax rate with all of the 
additional revenue raised devoted to the NHS. A proposal of this type is currently the official policy of 
the Liberal Democrats. 

Advantages 
The advantages of hypothecation are usually expressed in terms of transparency and accountability. If 
tax payers can see where their tax, or tax increase, is going, they may be better able to evaluate 
proposed tax changes and so hold governments to account. In the case of health it is often claimed 
that many individuals would be willing to pay more tax if they were sure that all the additional money 
would go to the NHS. 

Disadvantages 
But there are significant disadvantages to hypothecation too. In the case of pure hypothecation, the 
budget of the NHS would be determined by the yield of the particular tax — the only way the 
government could increase spending on health would be to increase the hypothecated tax — this 
would be very cumbersome and almost no one advocates a system of perfect hypothecation. 

The problem of imperfect hypothecation 
But imperfect hypothecation also has problems. There are two cases to consider: one in which the 
revenue from a particular tax is hypothecated to the NHS, but health expenditure is topped up from 
general taxation, and one in which a specific tax increase is dedicated entirely to the NHS. 

In the first case it seems that the hypothecation is not really doing any work. It would be easy, for 
example, for the UK government to say that all of the revenue raised from, say, the duties on alcohol 
and tobacco is devoted entirely to the NHS, but the total revenue from these sources is only about £20 
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billion per annum, so all the real decisions about the funding of the NHS would still be left to how much 
to spend out of general taxes. 

In the second case, while it might be true that a hypothecated increase in a tax made a real impact in 
the first year, particularly in influencing the political acceptability of the tax increase, it is difficult to see 
how that impact is sustained. For example, consider a proposal to increase the rate of income tax in 
such a way as to raise an additional £5 billion per annum with the commitment to spend all of that 
additional income on the NHS. If the proposal is accepted, the NHS budget increases by £5 billion, but 
what happens in the following years? Clearly the £5 billion would then be a small proportion of total 
NHS expenditure, so the hypothecated nature of the earlier tax increase has no real impact on the 
next round of decisions on health expenditure. 

Conclusions 
The basic point here is that hypothecation limits flexibility, in general the government should aim to set 
each tax in accordance with its economic impact with the proviso that the whole system raises a target 
amount of money needed for services. Expenditure decisions should then reflect the government’s 
priorities and the marginal benefits of additional expenditure in different areas rather than depending 
on the yield of particular taxes. Tying a particular tax decision to a particular expenditure decision 
reduces the ability to manage the overall system. While there may be some short-term and essentially 
political advantages to ‘soft’ hypothecation of tax increases to increase NHS expenditures, the longer-
term need to decide on the appropriate path of NHS expenditures remains. 
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