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Constitutional and legislated state budget rules limiting deficits, total spending, and
total or particular tax burdens have a long history. Their existence suggests a belief
that unfettered legislators would borrow, tax, and spend more than desired by a
majority of voters. Rules’ details vary greatly among the states, with some easier to
circumvent than others. The famous Proposition 13, enacted in California at the
height of the tax revolt of the late 1970s in order to limit property tax burdens, has
been largely offset by new fees and charges.

A literature review provides mixed evidence regarding the effect of rules on bud-
get deficits or on total spending and tax burdens. There seems to be some effect on
the borrowing costs facing states, indicating that investors believe rules to have a
conservative influence. Analyses that consider budget rules the result of the ideology
of a state’s voters show that such rules have some effect on limiting state govern-
ment’s size.

This paper’s analysis did not find strong evidence that rules limit the degree to
which welfare spending responds to business cycles or have any effect on welfare
spending per capita. There was weak evidence that in states with strict rules limiting
budget deficits, welfare spending makes up a lower share of total spending than in
other states, but this may not indicate a causal relationship. It may be that conserva-
tive states tend both to have stricter rules and to give welfare spending a low priority.

Executive Summary





Do State Budget Rules Affect Welfare
Spending?

Do Budget Constraints Work as Intended?

Voters do not fully trust their elected officials. They often express this mistrust
by restricting policymakers’ choices with constitutional or legislated rules that
constrain budget decisions.  Such rules are especially common in state and
local government. It is not clear, however, that these rules should lead skep-
tical voters to sleep better. If effective, rigid rules may lead to distorted bud-
get decisions. If ineffective, rules fail to provide the protection that voters
desire. In many ways, attempts to regulate state behavior resemble govern-
ment’s attempts to regulate industry—reducing efficiency and resulting in
unintended consequences.

All states have laws in place that limit how politicians make budget
choices. All states (except Vermont) require a balanced budget, most have
some form of tax or expenditure limit (TEL) and debt limit, and all earmark
revenues to some extent. But a closer look at each type of rule or limit often
reveals a great deal of variation across states—variation that could have impor-
tant implications for the rule’s effects.

Most of the literature on budget rules addresses their effects on budget
aggregates, such as total spending, receipts, and deficits. This paper will
review that literature briefly and attempt to determine the effect of budget
rules on the composition of spending, especially the relative importance of
welfare spending.
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Do Budget Rules Affect Budget Aggregates?

Presumably, if budget rules are effective, voters benefit by not having to keep
politicians under constant surveillance. The rules are promulgated on the pre-
sumption that unfettered politicians create fiscal policies undesirable to a
majority of voters. Balanced-budget rules imply a fear that politicians would
run deficits that are too large; tax and spending restrictions reflect the con-
cern that lawmakers would create a government that is too large. Earmarked
taxes are devices intended either to put the allocation of a portion of govern-
ment resources on automatic pilot, or to relate tax burdens to the amount
individuals benefit from a particular public good or service. 

An enormous body of literature exists on whether there is an inherent bias
favoring governments or government deficits that are larger than voters desire
(Brennan and Buchanan 1977; Niskanen 1971), and there is an equally volu-
minous amount of literature on how voters’ desires might be identified (Sen
1999). Academic analysis has not reached a consensus on such issues, but the
political system clearly has. Through state constitutions, referenda, and legis-
lation, the polity has decided to invoke such rules whether or not they are
truly justified.

Budget rules may have a substantial cost. Often awkward, they may inhibit
adjusting policies to changing economic conditions and voter tastes. Conse-
quently, the system is probably out of equilibrium much of the time, leaving
it doubtful that policy will move in the direction indicated by changing eco-
nomic incentives. For example, there may be times when voters would be
quite willing to accept a higher tax rate to fund a worthy cause, but are inhib-
ited by a tax limitation. Conversely, there could be instances in which voters
prefer a tax burden lower than the limit, but politicians feel a need to go to
the limit in order to reduce the probability that the limit will be lowered in
the future. 

The above scenarios assume that budget rules have a significant effect on
states’ fiscal policy decisions. However, it may be a mistake to take the rules
too seriously. They are not always binding or, often fraught with loopholes,
are easily circumvented. Whether rules are intentionally or inadvertently writ-
ten loosely is an interesting question. In either case, the rules can often be
bent in cases where they would otherwise force highly unpopular policy
changes. 

The possibility of bending the rules makes it extremely difficult to conduct
empirical research on their impact. In a state requiring a balanced budget, the
budget will almost always be balanced—at least on paper. Tax and spending
limitations will usually be satisfied. However, this “balance” may be accom-
plished through applying accounting “tricks”, changing the timing of rev-
enues and outlays, moving activities off budget, and increasing fees and
charges for state-operated, business-type enterprises. State budgets tend to be
opaque and often contain a proliferation of special funds that make it hard to
“follow the money.” The same tricks that fool the public can fool regression
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equations as well. Another confounding element is that conservative budget
rules may tend to evolve in conservative states that do not need them in the
first place (Poterba 1996). Further, state spending and tax policy may be
affected by a rising threat that the populace will pass limitations, even though
no limitations have yet been enacted (Skidmore and Alm 1994, as cited in
Poterba 1996).

The empirical literature on the effect of limitations does not yield unani-
mous conclusions, but after reviewing this literature, Poterba (1996) con-
cludes that limitations appear to be more effective in analyses that find them
the endogenous results of tastes and economic conditions in particular states.
Several studies take a clever, indirect route when documenting the effects of
fiscal rules (Goldstein and Woglom 1992; Lowry and Alt 1995). They exam-
ine the impact of rules on the interest rates that must be paid by states. Essen-
tially, the authors examine the market’s judgment as to the efficacy of the
rules, and thereby avoid being fooled by accounting tricks. These studies
show that stricter rules do seem to lower the interest rates paid on borrowing
and suggest that investors believe that rules work to make governments more
responsible. Interestingly, Rogers and Rogers (2000) find an asymmetric
effect of rules when they control for the degree of political competition in a
state and for the party that controls the legislature. Revenue limits seem to
have a greater effect on both spending and revenues than do spending limits.

There has been very little research as to the effects of budget rules on the
composition of spending. However, a 1991 study by Joyce and Mullins exam-
ines both state and local TELs and includes an analysis of their effects on the
relative responsibility for expenditures between state and local governments.
Joyce and Mullins found that local-level TELs tended to increase the state
share of all expenditure categories except highways, but this effect is muted in
states that have both state and local TELs. In the case of state-level TELs, the
authors found that with the exception of welfare spending, there was no shift
of spending to the local level. They did, however, acknowledge that their
analysis could be measuring existing trends in spending that are not associated
with the presence of TELs, and that further research is needed.

The Evolution of Budget Rules

State budget rules have a very long history. Limitations on state borrowing
have existed almost as long as state borrowing has existed. 

Before 1800, capital markets and the banking system were not well devel-
oped and states were more likely to be creditors than debtors as they provided
loans to the private sector. As the banking system developed in the early 19th
century, it began to finance state budget deficits, but when the banking sys-
tem suffered a severe collapse during the Panic of 1837 and could no longer
make loans, states were motivated to consider amendments requiring a bal-
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anced budget. Rhode Island adopted the first such amendment in 1842. By
1900, 37 states had adopted limitations on deficit spending.

As limitations on debts bearing the full faith and credit of states became
more common, so did the issuance of off-budget, nonguaranteed debt. By
1963, over half of state debts were in this form (Savage 1988).

Overall tax and spending limitations became especially popular during the
tax revolt of the late 1970s and early 1980s. Most of the 27 states with such
limits adopted them during that period. Because such rules often limit tax rev-
enues or spending to inflation, population growth, or income growth within
a state, they obviously were not practical until reliable statistical data became
available.

The first loud shot in the tax revolt was, of course, Proposition 13—
enacted in California in 1978. It limited property tax assessments to their
1975 level and severely limited their growth to 2 percent per year thereafter.
It also required that two-thirds of a jurisdiction’s voters approve any tax
increase. The restrictions on property taxes provoked large increases in vari-
ous fees and user charges, however. Within 10 years, per capita revenues and
spending had exceeded their values prior to Proposition 13 (Galles and Sex-
ton 1998).

The earmarking of taxes for specific spending purposes also has a very long
history, but its popularity declined between the 1930s and the early 1980s. In
1954, about 51 percent of state tax revenues were earmarked. By the early
1980s, the ratio fell to 23 percent and has remained stable ever since. How-
ever, the importance of the practice varies greatly among the states. In 1993,
Alabama earmarked 87 percent of collections, while Kentucky earmarked only
4 percent.

The composition of earmarking also changed in the 1980s and 1990s.
Earmarking for educational and environmental purposes became more popu-
lar, while other types of earmarking became relatively less important. 

Do Budget Rules Affect the Composition of Spending?  

Spending over the Business Cycle

Balanced-Budget Rules

The most important problems resulting from balanced-budget rules occur
when a state goes into recession. The details of the balanced-budget require-
ments are crucial to the level and composition of spending. Using studies by
the National Association of State Budget Officers (NASBO 1999) and the
National Conference of State Legislatures (Snell 1996), table 1 provides more
detail on state balanced-budget rules. Specifically, balanced-budget rules dif-
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Table 1   Balanced-Budget Rules in the States

Sources: NASBO (1999) and NCSL (1996).
C = Constitutional; S = Statutory
*State Notes:
Idaho: The governor is not required to submit a balanced budget. The constitution requires that the legislature pass a balanced budget. The governor,
as the chief budget officer of the state, has always ensured that expenditures do not exceed revenues.
Maryland: The budget bill, when and as passed by both houses, shall be a law immediately without further action by the governor.
Minnesota: The state constitution limits the use of public debt. The construction of this limit implicitly requires the state to have a balanced operating
budget.
New York: The governor is not technically required to sign a balanced budget, but the governor, legislative leaders, and the comptroller must certify
the budget is in balance in order to meet borrowing requirements.
North Carolina: The governor is not technically required to sign a bill for the bill to become law. This includes a bill that requires an appropriation.
During the session, any bill presented to the governor that is not returned within 10 days with the governor�s signature shall become law in like man-
ner. If the General Assembly has adjourned, the bill shall become a law within 30 days after adjournment.
Oklahoma: Legislature could pass and the governor could sign a budget where appropriations exceed cash and estimated revenues, but constitutional
and statutory provisions reduce the appropriations so that the budget is balanced.
Utah: The governor may allow balanced budget to go into law without signature.
Virginia: Requirement applies only to budget execution. The governor is required to ensure that actual expenditures do not exceed actual revenues by
the end of the appropriate period.  
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fer in the degree to which they restrict choices. If the requirement is only that
the governor propose or that the legislature pass and the governor sign a bal-
anced budget, then the effects of a recession are diminished because a reces-
sion is unlikely to be included in the official forecast used to prepare the bud-
get. If a recession is already under way, it becomes more difficult to prepare a
budget promising balance, and the rule may then have a more profound effect
on policy. However, a rule stating that the actual outcome must be a balanced
budget will generally be stricter than a rule merely stating that a balanced
budget must be proposed.

If the actual outcome must be a balanced budget, a state may have to
scramble to cut spending or raise taxes when hit by a recession. Then, deter-
mining which expenditures are covered by the rules is crucial. Under duress,
politicians and other policymakers generally find it easier to cut capital as
opposed to current expenditures, particularly when the rules cover both cap-
ital and operating budgets. Yet even when balanced-budget rules apply only
to operating budgets, they may indirectly affect capital spending. For exam-
ple, a balanced-budget rule may restrict maintenance spending on highways,
resulting in more capital spending in the long run. 

It is generally easier to cut discretionary (as opposed to entitlement)
spending, and this may protect the poor to a considerable extent. On the
other hand, the same weak economic growth that leads to a budget imbalance
often causes entitlement programs for the poor to grow disproportionately. It
would be natural for budget cutters to focus on the programs that contribute
most to an incipient deficit.

Many are concerned that welfare spending will fall dramatically in the next
recession, now that AFDC has been converted from an entitlement program
(supported by a cost-sharing grant) to a block grant (in which marginal
increases in spending have to be entirely financed by the states). Nevertheless,
there are hints that the downward pressures on welfare spending during the
next recession may not be as intense as many fear. Dye and McGuire (1999)
show that the fall in state tax revenues during recessions is surprisingly small,
probably because of tax rate and base increases. They also show that both wel-
fare and nonwelfare spending tend to rise during recessions, regardless of fed-
eral grant support.1

Dye and McGuire do not analyze, however, whether budget rules make
any difference to a state’s response to a recession. By taking their estimates of
the percentage increase (or decrease) in AFDC and public welfare expendi-
tures divided by the percentage decrease (or increase) in the gross state prod-
uct (GSP) during business cycles over the period 1977–78 to 1994–95, it is
possible to examine whether public welfare and AFDC outlays responded dif-
ferently in states that require balanced budgets, compared with states with less
stringent budget rules. This measure of the response is known as “elasticity,”
and provides an indication of how much states allow public welfare and
AFDC spending to rise during a recession. For the nation as a whole, the elas-
ticity of AFDC spending with respect to income is about –1, indicating that
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states tend to increase AFDC spending during a recession by the same per-
centage as income falls.2

We expected balanced-budget rules to inhibit a state’s ability to vary pub-
lic welfare and AFDC in response to business cycles. However, when we
attempted to explain the elasticities in the states using regressions containing
a variety of economic, demographic, and political variables, as well as variables
that reflected budget rules, no regression came close to being successful.3
Therefore, we resorted to the more simple techniques described below. 

Because elasticities varied significantly in those states experiencing only
one recession over the time period (compared with those that had more than
one recession), statistical tests were run—including, as well as excluding, such
states. The average absolute elasticity for public welfare spending was some-
what greater in states without strict budget-balancing rules, suggesting that
those states had somewhat more flexibility. However, the differences did not
come close to passing the usual tests of statistical significance. A similar result
occurred when only AFDC spending was examined excluding the states that
experienced only one recession. However, including all states produced the
perverse result that states with a strict budget-balancing rule have a higher
absolute elasticity with respect to AFDC spending, but again the difference
was not statistically significant. Based on this analysis, there is no evidence that
balanced-budget rules limit states from adjusting spending on the poor in
response to changes in business activity.

Tax and Expenditure Limitations

The effects of TELs should depend in large part on the exact form of the
restriction. A spending limitation that restricts total spending to a percentage
of some measure of income will obviously be more stringent during a reces-
sion (when income is falling) than a restriction that allows spending to rise
with population and inflation. Similarly, a restriction that limits total revenue
to a percentage of income will be more binding during a recession than one
that restricts only a portion of state revenue, such as the property tax. For that
reason, statistical tests on states that had any TEL and on states that had TELs
specifically related to income were conducted separately.

Various approaches were used to analyze the effects of tax or expenditure
limitations on the average elasticity of public welfare spending and AFDC
spending. States with any type of tax or expenditure limitations were com-
pared with states with no type of limitation, states with income-based TELs
were compared with states with other types of TEL or no TEL, and states
with income-based TELs were compared with states with no TEL whatsoever.
None of the comparisons indicated statistically significant differences between
states with and without TELs with regard to their flexibility in adjusting
spending on public welfare and AFDC over the business cycle (table 2).
Indeed, when states with income-based TELs were compared with all other
states, the differences in the mean elasticities were the opposite of what would
be expected for public welfare expenditures, both for all states and for only

7
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Table 2   Comparison of Mean Public Welfare and AFDC Spending Elasticities�There Is No 
Pattern or Difference among States with and without Budget Rules or Limits    

Source: Authors’ calculations based on elasticity data from Dye and McGuire (1999).

Notes: All of the differences in means seen in this table have failed the tests of statistical significance.
P-values indicate the probability that there is no difference between the means. All decisions were made at the 95 percent confi-
dence level.
Differences in means that went against what we would expect—that the presence of rules would restrict spending adjustment—are
in bold italics. 

a. The first comparison is of states with an income-based TEL versus states without an income-based TEL. This second group
includes states with some form of a TEL as well as states with no TEL at all.
b. This second comparison is of states with an income-based TEL versus those states with no TEL of any kind.
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those states experiencing more than one recession. For AFDC, the difference
went in the “wrong” direction when states experiencing more than one reces-
sion were examined. As in the analysis of balanced-budget rules, there is no
indication that TELs limit states’ ability to vary AFDC and welfare spending
in response to the business cycle. This may suggest that TELs are easily cir-
cumvented or that, in the case of effective TELs, states give high priority to
sustaining the welfare population.

Effects on the Level of Welfare Spending and Its Share of State
Budgets

Regressions were run to see if budget rules were associated with the total
level of welfare spending per capita or its share of state budgets, the latter pro-
viding an indication of the priority given to welfare assistance in a state. The
resulting hypothesis is that all else being equal, budget rules may push welfare
spending to the back of the line. The results of the regression analysis of per
capita welfare spending are shown in table 3 (see table 5 for definitions of vari-
able names, and their sources). A stepwise technique that includes only sig-
nificant independent variables suggested that per capita income and a state’s
poverty rate were associated with higher public welfare spending per capita,
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Table 3   Impact of State Budget Rules on Public Welfare Spending per Capita

Sources: See table 5 for variable names and sources.
Note: T-Statistics are listed below parameter estimate.



DO STATE BUDGET RULES AFFECT WELFARE SPENDING?

�

10

but neither balanced-budget rules nor tax limitations were significant. Note,
however, that the equation explained slightly less than a third of the variance
of the dependent variable.

A similar approach was taken to examine the percentage of state spending
allocated to public welfare spending. The results of the regression analysis of
public welfare spending as a percentage of total general expenditures are
shown in table 4. The stepwise technique identified four variables that were
significantly associated with the percentage of budgets allocated to public wel-
fare. Personal income per capita and the percentage of Democrats in the lower
house of the legislature were positively associated with the relative importance
of public welfare spending, while the existence of a balanced-budget rule and
tax collections per capita were negatively associated.

This was the only statistical test performed in which budget rules appeared
to play any important role with regard to welfare spending. It may be, how-
ever, that the role is not causal, but only an indication that more conservative
states are both more likely to spend a relatively low proportion of their bud-
gets on welfare and more likely to have strict balanced-budget rules. The role
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Sources: See table 5 for variable names and sources.
Note: T-Statistics are listed below parameter estimates.

Table 4   Impact of State Budget Rules on the Share of State Budgets Devoted to Public Welfare
Spending
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of balanced-budget rules provides a barely significant—at the 10 percent
level—contribution to explaining the dependent variable and may, combined
with the percentage of the lower legislative house controlled by Democrats,
indicate the ideology of the state.

It is more plausible that the regression results truly indicate a causal role
for per capita income and tax collections per capita. The statistical associations
suggest that richer states give higher priority to welfare spending but, at any
standard of living, the importance of welfare is lowered when tax bills are
higher. In other words, welfare is a luxury good, but its growth is curbed as
the burden of paying for it rises.
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Source: NCSL (1995).
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The Effects of Earmarking

The existence of earmarking may create some bias against welfare-type
programs, because such programs tend to benefit very little from the practice.
Earmarking for social programs does exist, but it does not involve much
money and finances only a small portion of total spending on welfare. While
only 7 percent of spending on cash assistance in FY 1995 came from ear-
marked own-source revenues, 92 percent of spending on transportation was
financed through earmarked funds (NASBO 1997). Although the amounts
earmarked for social activities tend to be small, the practice is widespread.
Twenty-seven states earmarked some amount of revenue for use on health,
welfare, and human services (table 6). 

Few budget analysts like earmarking. Where an earmarked tax finances
100 percent of the outlays on a particular good or service (e.g., highways),
there is no reason to believe that the revenue yield of the tax equals the level
of spending that would be chosen using benefit-cost analysis. Indeed, it is
usually presumed that spending financed by earmarked taxes is too high,
because special interest groups favored by the tax (e.g., the highway con-
struction industry) will have spent much time and money lobbying for higher
tax rates.

On the other hand, earmarking is not entirely bad. In an era when gov-
ernment is mistrusted and resistance to tax increases is widespread, earmark-
ing a tax for a popular activity can reduce opposition to higher taxes. Ear-
marking can also be considered equitable when there is a connection between
the burden imposed by the tax and the benefits received from the good or ser-
vice that the tax finances. A gasoline tax used to finance highway construction
is a classic example of a tax based on the benefit principle of taxation.

While all states levy gasoline taxes to finance highways, much state-level
earmarking has nothing to do with benefit taxation. Thirty-nine states ear-
mark a portion of sales or income taxes to finance particular activities (Perez
and Snell 1995), perhaps to quell opposition to a particular tax increase or to
allow politicians to make a symbolic gesture showing their support for a par-
ticular activity.

For these reasons, when an earmarked tax finances close to 100 percent of
an activity, it probably increases spending above the level that would have
occurred without earmarking. Nevertheless, this need not always be the case.
Occasionally, extraneous events can surprisingly reduce the yield of an ear-
marked tax. For example, the OPEC-inspired gasoline price increases of the
1970s greatly reduced the yield of gas taxes that are usually levied on a unit
basis, and probably starved highway funding for a number of years.

If, as is more typical, earmarking increases expenditures on a particular
activity, the amount of the increase is likely to heavily depend on whether the
earmarked tax finances close to 100 percent of the activity or only a small por-
tion. If an activity is financed partially by an earmarked tax and partially by
regular appropriations, it is quite possible that ups and downs in the tax rev-
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enues are largely offset by decreases and increases in the appropriations that
provide the rest of the funding.

These propositions gain some support from Dye and McGuire (1992),
whose study attempts to assess the impact of earmarking on state budgets.
They ask: Does an increase in earmarked revenue of one dollar increase expen-
ditures on the particular purpose of the earmarked funds by one dollar? Their
results show that there is not much impact on expenditures from earmarking.
They look at four categories of spending: total, education, highways, and aid
to local government. An increase in earmarked revenue of one dollar has no
effect on total spending or on education spending. Highway spending
increases by $0.19 and local aid increases by $0.65. One can conclude from
these results that state funds are largely fungible—that is, general funds are
simply replaced by the new earmarked funds—but that there may be some
positive effect where, as with highways, the earmarked tax finances a very
large portion of total outlays. 

This lack of effect on total expenditures suggests that where there is an
effect on the activity favored by earmarking, the favored activity takes
resources from other types of expenditure. It is also possible that activities
financed by earmarked sources of revenues undergo less scrutiny than those
financed by regular appropriations.

Because the effect of earmarking is generally very small, it is likely that any
bias against welfare spending caused by earmarking is also likely to be very
small. It is probably also true that the earmarking of funds for welfare-type
spending is unlikely to increase such spending significantly. 

Some Other Effects of Budget Rules

Budget rules have the potential to affect the composition of spending
through indirect channels. Such effects are not investigated empirically in this
paper, but might be worthy of future research.

Enforcement

If budget rules are so permissive that they do not constrain total spending
(because they are either not binding or are very easy to circumvent), it seems
unlikely that they have any effect on the composition of spending. If, how-
ever, it takes some effort to circumvent the rules, it is possibly easier for some
types of spending to escape budget rules than others. For example, it is prob-
ably easier to move activities off budget and into independent agencies that
sell a good or a service. Then the off-budget activity can be largely self-
financing. Turnpike authorities and housing agencies, for example, can read-
ily be placed off budget and given the authority to charge fees and borrow
money.
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Table 6  Earmarking State Revenue
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On the other hand, it is harder to imagine moving transfer payment pro-
grams like Medicaid or TANF off budget. In general, programs for the poor
may be more severely constrained by rules than many other types of pro-
grams—with the possible exception of housing assistance.

Impact on EITCs

Analyzing whether the circumvention of budget rules has an important
effect on the composition of spending would involve a state-by-state investi-
gation of off-budget activities and an examination of whether spending on
such activities tends to be higher when they have escaped the budget. This
would not be an easy task due to the complexity of state budgets and the dif-
ferences in budget concepts among the states. One interesting possibility is
that expenditure and tax limitations push assistance for the poor from the
spending to the tax side of the budget. Earned Income Tax Credits (EITCs)
can be a substitute for welfare spending while reducing the apparent tax bur-
den. However, state-level EITCs are relatively recent, and while there is some
indication that they are likely to become more common, it is too early to say
whether their spread is much influenced by budget rules (Rogers and Weil
2000).

Impact on the Effect of Grants 

If balanced-budget rules or TELs really affect a state’s ability to spend
generally or during recessions, they will also affect its ability to take advantage
of cost-sharing grants from the federal government. Budget rules may also
explain a state’s reaction to block grants, which may often appear irrational at
first sight. For example, economists have puzzled over the so-called “flypaper
effect.” Lower-level governments seem to allocate a high portion of block
grants to activities favored by the grants, even though the grant’s structure
provides no marginal incentive to do so. Rationalistic models, based on the
presumption that policymakers attempt to satisfy the preferences of the all-
powerful median voter, suggest that a state spending 10 percent of its total
income would only spend about 10 percent of a block grant (seen simply as
additional income), leaving the remainder for tax cuts. To the extent that total
spending increased because of the grant, the portion dedicated to the favored
activity would not be expected to significantly exceed the favored activity’s
share of the original budget.

However, if a state’s total public spending is decreased to a level signifi-
cantly below its unconstrained equilibrium level because of tax or balanced-
budget limitations, the entire block grant will be spent on public goods and
services. Ordinarily, the portion of the grant spent on the favored activity
would not be expected to exceed its share of the original budget, but if the
activity is considered a luxury by the state and is disproportionately depressed
by budget rules—which may be a reason that the federal government chose
to support it in the first place—a relatively high portion of a block grant may
be spent on it.
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Conclusions

Whether or not a state has strict budget rules seems to be largely unimportant
to the way in which its welfare spending responds to the ups and downs of the
business cycle. This could indicate either that such rules are ineffective
because they can be so easily circumvented, or that welfare spending is of suf-
ficient importance that legislatures offset any constraining influence that the
rules might impose. We suspect that the ineffective nature of the rules is more
important—a proposition that is impossible to prove, however, with the data
cited in this paper.

There is also no statistical indication that budget rules play a role in deter-
mining welfare spending per capita. The only evidence that budget rules are
important comes from regressions suggesting that states with strict balanced-
budget rules spend a lower proportion of their budgets on public welfare.
This is not likely a causal relationship. It is more probable that conservative
states are more likely to spend less on welfare and to have strict balanced-
budget rules.

Where taxes are earmarked for specific activities, one would expect spend-
ing to be most affected for those activities where earmarking provides for
most of the budget. The effect is likely to be positive in such instances,
because lobbyists for the activity will be strongly motivated to work for
increases in the earmarked tax. In most states, highway expenditures are
almost entirely financed by gasoline taxes and by federal grants that are also
financed by gasoline taxes. Although earmarking often occurs for social wel-
fare–type activities, it typically finances only a small portion of the activity.
One would expect that regular appropriations actions are much more impor-
tant than earmarking to the level of spending on such activities and, therefore,
earmarking does not provide any advantage to welfare spending.

These conclusions gain support from an analysis by Dye and McGuire
(1992) that indicates no impact from earmarking on total state spending, but
some effects on spending for highways and assistance to localities. If some
types of spending are enhanced while the total is unaffected, those activities
not enhanced by earmarking—including welfare spending—must suffer.



Notes 

1. It is interesting to note that in the new world of TANF block grants for welfare, more states are
adopting Earned Income Tax Credits (EITC) as a substitute for traditional welfare payments. In
some states (e.g., Colorado), payment of the EITC is contingent on the overall budget situation.

2. For state reactions to recessions, see Poterba 1994.

3. The dependent variables used in this analysis were public welfare and AFDC spending elasticities.
The independent variables included were personal income per capita; state poverty rate; state tax col-
lections per capita; party of the governor (Democrat = 1, Republican = 0); majority party of the
upper legislative house (Democrat = 1, Republican = 0); majority party of the lower legislative house
(Democrat = 1, Republican = 0); requirement to balance the actual budget (rule against deficit car-
ryover = 1, no rule = 0); any kind of TEL (any TEL = 1, no TEL = 0); and states with a TEL based
on a measure of income (income-based TEL = 1, no income-based TEL = 0).  The dependent elas-
ticity variables are from Dye and McGuire (1999). See table 5 for the source of the independent vari-
ables. See the next section (“Tax and Expenditure Limitations”) for a discussion of the reasons for
separating any TEL from TELs based on income.
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