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Abstract

Purpose of the present study is to estimate the fiscal illusion index, using Multiple Indicators
Multiple Causes (MIMIC) model, using longitudinal data during the period of 2001 to
2021, for 31 provinces of Iran country. The results indicate that the most important causal
variables of fiscal illusion index are educational costs and tax burden (with a negative
effect) and economic participation rate (with a positive effect), and the most important
indicators of fiscal illusion were Herfindahl index (with a negative coefficient), budget
deficit, inflation rate, indirect tax ratio, real effective exchange rate and Oil revenue (with
a positive coefficient) (and all are statistically significant). Also, the results showed that
the average value of the estimated fiscal illusion index, among of the provinces, the lowest
average value belongs to Khorasan Shomali and the highest value belongs to Khozestan
province. Furthermore, the lowest average value of fiscal illusion index in the country level
belongs to 2001 & 2002 and the highest is in 2021.
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1. Introduction, Statement of the problem & Research Innovation

Todays, it is not a secret that governments should provide clear reports of activities
related to collecting income and expenses at the national level. In this context, due to the
fact that the real costs of public sector activities may not be obvious to citizens, the issue
of financial illusion can play a fundamental role. In fact, the issue of financial illusion
indicates that if money is spent from that part of the government's income that is not seen
by the citizens, some or all citizens will benefit from these expenses and support the
growth of the government. However, since most of the citizens do not know the source of
these expenses, they do not understand the pressure of paying more taxes or do not try to
reduce taxes and prefer the growth of public expenses. Therefore, spending income from
sources that are hidden from the eyes of citizens due to financial illusion will increase the
popularity of the government (Mueller, 2003). As Buchanan pointed out, reducing part of
the income for tax purposes has reduced the tax burden of the taxpayers, which, as a
result, will cause the taxpayers to feel an excessive tax burden (Buchanan, 1967). A
useful empirical approach related to this issue is the estimation of financial illusion
indicators (Mourdo, 2008) and its inclusion in transparency indicators (Alt & Lassen,
2006). According to the results of previous studies, the most important causal variables of
financial illusion is the level of education, employment rate and tax burden, and the most
important consequences of the variable of financial illusion are inflation rate, budget
deficit, indirect tax ratio, tax system complexity, real exchange rate fluctuations and oil
revenues. The turning point of this research is the use of Panel Data, an increase in the
number of causal and outcome variables in order to increase the accuracy and reliability
of the calculation of the financial illusion index, a suitable tool for policy-making by
policy makers as well as political and economic decision makers and relative access to
the results of this index for micro and macro-economic studies researchers.

2. Theoretical foundation and research Literature

Many researchers have spoken about the financial illusion with different aspects, their
consensus is that the financial illusion is complicated; Because it refers to a wide range of
economic realities. Although the financial illusion is not visible, it leaves traces such as
the frequency of cash transactions and the complexity of the tax system, which can be
used to study the relationship between them (Gerard & Ngangue, 2015: 242). The concept
of fiscal illusion has been described as a situation in which the government's income is
not fully transparent or is not fully understood by the society (taxpayers) and the
government's expenses appear to be lower than what they actually are (Muller, 2003: p.
221). In relation to the empirical analysis of financial illusion, Wagner (1976) examined
five specific hypotheses. The first hypothesis is related to the Revenue-Complexity
Hypothesis; where the lack of transparency of prices and taxes is caused by the lack of
integration of the revenue system. The second hypothesis is related to The Revenue-
Elasticity Hypothesis; where income growth is related to various forms of income tax.
The third case is the Flypaper Effect Hypothesis, in which large government grants
stimulate public spending. In fact, the higher the dependency on financial aid, the higher
the illusion and thus the higher the cost. The fourth hypothesis is the Renter Illusion
Hypothesis, in which the financial illusion depends on the amount of real estate
ownership in a certain power territory. Finally, the fifth hypothesis refers to the Debt
Illusion Hypothesis, in this type of illusion, if the cost of public sector programs is paid
through current taxes instead of borrowing from the public sector, then taxpayers will
have more knowledge and a more accurate understanding of the cost (Oates, 1969, 968;
Epple & Schipper, 1981; Dalamagas, 1992 & 1993; Dollery and Worthington, 1995).
There have been countless examples of financial illusion in the decisions of the
governments of developing and developed countries. In the meantime, unfortunately, the
economic environment governing the country of Iran has been accompanied by decisions
that are more based on financial illusions than based on existing facts. Although the
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intensity of this illusion has been distinct in different periods and governments, but with a
brief look at the economic decisions and measures of the ninth and tenth governments and
their results on the welfare of the society and citizens, we will come to the conclusion that
the financial illusion in the mentioned governments, has reached its maximum level in
such a way that many times and at different times these decisions have been criticized as
populist economic decisions and today its results can be felt.

On the side of previous domestic literature, Bezazan et al. (2017) using the MIMIC
model showed that the most important variable determining the size of the financial
illusion in Iran was the tax burden. In another study, Jeyhoon Tabar (2017), by examining
the hypothesis of the complexity of the government's income structure in the Iranian
economy, showed that in the Iranian economy, taxpayers are not under the financial
illusion of the complexity of the tax structure. Zaruki and Azooji (2017) in their study
using the NARDL approach showed that the criteria’s the Revenue-Elasticity and the tax
system complexity, with the effect on government expenditures emphasize the existence
of financial illusion in Iran's economy. Also, on the side of foreign studies, Serrano et al.
(2022) in a study on the Brazilian economy showed that the increase in public spending in
Brazil was partly the result of the existence of financial illusion and that Brazil was able
to reduce the incentives to create financial illusion in the last 20 years. . The results of the
study by Prado and da Silva (2020) using the Panel-OLS approach, indicate that due to
the financial illusion, less developed regions in Brazil tend to fall into a mechanism of
public expenditure growth. In addition, Dziemianowicz et al. (2017) showed that the lack
of transparency of the public budget performance reduced the budget revenue and may
negatively affect the government budget balance or even lead to an increase in the tax
burden on all taxpayers. Also, the study of Gérard & Ngangué (2015) in 15 African
countries indicates that there is a positive and significant relationship between financial
illusion and budget deficit. In another experimental study, Abbott and Jones (2015) tested
the effect of financial illusion on government spending in 36 American states, according
to their results, financial illusion increases the level of government spending. Taking into
account the availability of data and previous literature on the subject of this research,
three causal variables and six outcome variables were selected to estimate the financial
illusion index.

3. The purpose, method, tool, statistical society and sample of the research

The aim of the current research is to estimate the financial illusion index of Iran,
separately for the period 2001 to 2021, and also to rank the provinces (as a statistical
sample) in terms of the degree and amount of financial illusion. For this purpose, in this
research, in order to analyze the results, the data was collected by the library and
documental method and statistical yearbook, monthly and bulletins. Also, in order to
estimate and measure the financial illusion present study used the Panel-Data and SEM
model and MIMIC method, as well as the powerful Stata-15 software. Due to the limited
statistical population, in this research the sample size is the same as the statistical
population size (31 provinces of Iran).

4. The results of research findings

Considering each of the criteria for identifying the goodness of fit of the optimal model,
on the side of the causal variables of financial illusion, the variable of educational
expenses has a negative and significant effect on the index of financial illusion, it means
that a more educated society, the effectiveness of the financial illusions policies and as a
result policymakers' incentives to implement measures to distort the perception of
taxpayers (Dell'Anno & Dollery, 2012). Also, the tax burden index (the size and volume
of the tax system) has a negative effect on the financial illusion. In fact, when the share of
tax revenue in our country's budget increases compared to other revenues (for example,
oil revenue), citizens will have a high ability to understand the price of public goods
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(Buchanan, 1967 Dell’Anno & Dollery, 2012;). Furthermore, the employment rate
variable has a positive effect on the financial illusion index, so that a continuous increase
in the employment rate can increase the ability of a society to pay more taxes and
increase the incentives of policymakers to hide the heavy tax burden on the employed.
(Fasiani, 1941; Dell'Anno & Dollery, 2012).

On the side of the outcome variables, the financial illusion index has a positive effect
on the inflation rate variable. In the sense that the policymaker, while increasing the
nominal income of the citizens and the higher real tax burden due to the increase in
prices, can lower the general level of prices to reduce the value of the government's
creditors' claims (in a progressive tax system) towards high stimulation (Dell'Anno &
Mourao, 2012). In addition, this index has a positive effect on the budget deficit variable,
so that if the government of Iran finances its expenses through debt instead of tax
revenues, we will witness the illusion of a budget deficit (Dell’Anno & Mourao, 2012). ;
Dell'Anno & Dollery, 2012). Also, the effect of the financial illusion index on the
complexity of the tax system is negative, in the sense that the more complex the tax
revenue system of a country is, the more difficult it is for a taxpayer to determine the "tax
price" of public products, and the probability that he will bear the tax burden related to
public programs to underestimate, to overestimate (Buchanan, 1967). The positive sign of
the indirect tax rate variable indicates that the more tax revenue is hidden in market
prices, the more likely the taxpayer will underestimate the tax burden (Pommerehne &
Schneider, 1978; Dell’Anno & Mourao, 2012; Dell'’Anno & Dollery, 2012). Finally, the
variable coefficient of per capita oil revenue of Iran's provinces is positive and significant
in the sense that in countries with abundant energy resources, including oil and gas, the
energy tax rate is low and even close to zero (Jeyhoon-Tabar, 2018), so it is a type of
illusion resulting from the expected oil revenue (Gonzéalez Aguirre & Del Villar, 2022;
Hutabarat, 2015; Jeyhon-Tabar, 2018).

5. Discussion and conclusion

According to the findings of the present research, the high degree of the financial illusion
index indicates low transparency in financial parameters and the pattern associated with
overestimation and underestimation of expenses and tax liabilities, which over time is
stable, repeated and it constantly affects the decisions related to government budgeting.
So, a high degree of the financial illusion index causes the feeling of reducing the tax
burden and increasing the social advantage, as well as a kind of political ignorance
(politicians use financial instruments to create the feeling of paying less than the
government aid, in order to deceive the taxpayers). In general, in the state of high
financial illusion, taxpayers value more for public expenses compared to their real value,
which will ultimately lead to further strengthening the power of the government sector
bureaucracy. According to the results, in Iran, regions with weaker facilities, especially in
relation to non-public goods, have a desire for the growth mechanism of public expenses,
which will result in the strengthening of personal interests and lobby groups. The results
of this hypothesis with the research findings of Dell'’Anno & Dollery (2014), that
policymakers try to hide the real tax burden by using the illusion of debt, fixed wage tax
and labor tax, and Also, the findings of Dell’Anno & Mourao (2012) study on countries
with a larger shadow economy (study findings of Hosseini and Nasrallahi (2016), Piraei
and Rajaei, (2014), Alizadeh and Ghaffari (2012) , Graynejad and Asgharanjad (1388)
and Esfandiari and Mehrabani (1385) confirm that the size of the shadow (underground)
economy is larger than the gross domestic product in Iran's economy), they are a bigger
financial illusion, in accordance with Puviani's analysis ( 1903), Mauro (2008), is
consistent.
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Fig. 1: The MIMIC Model for estimation of fiscal illusion index
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Diag. 1: The average of Fiscal illusion index in Iran Provinces (2001 to 2021).
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