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iscal illusion may not be a household term,
but it is nothing new. Coined by Amilcare
Puviani in 1903, fiscal illusion theorizes
that the ruling class intentionally misleads
the public by exaggerating the benefits of
public services and obscuring the total tax burden.!
The theory was developed and popularized by econ-
omist James Buchanan in the 1960s as a way to bet-
ter understand tax policies and outcomes. While
fiscal illusion involves a systematic misunderstand-
ing of both expenditure and revenue policy, scholarly
analysis has focused primarily on the revenue side
through the examination of tax policies. This policy
brief focuses on tax policy and its relationship with
transparency as a means of possibly counteracting the
effects of fiscal illusion.

While the federal government has taken the lead in
implementing efforts toward greater transparency—
for example, by creating the easy-to-access website
Recovery.gov to enable visitors to track the spending of
stimulus money?—state and local governments are fol-
lowing suit by providing more online information about
how they spend taxes.® Proponents of increased trans-
parency in the public sector, including elected officials
and citizens, believe that transparency is an important
tool for holding governments accountable and reducing
corruption. In a period when trust in government has
hit arecord low (24 percent in 2014 and a record low of
19 percent in 2013),* increased transparency is viewed
as a way of promoting trust and cooperation between
government and its citizens.

Despite almost universal support for transparency,
there is no clear way of efficiently and effectively achiev-
ing this goal. Many such efforts involve posting more
information and data online, but data dumping by itself
does little to increase transparency. For example, does
making 10,000 pages of expenditure and revenue infor-
mation available online further transparency when the
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pure volume of information makes it next to impossi-
ble for researchers to understand, much less find, what
they are looking for? In response to concerns about data
dumping, academics and nonprofits have attempted
to categorize how open and accessible state websites
really are. As of 2013, 43 states have created websites
dedicated to fiscal transparency. In many of those cases,
however, the fiscal data the states present are not easily
accessible or digestible by either nonexperts or schol-
ars—thus the websites are not successful at reaching the
majority of the public.’ Exceptions include the states of
Kentucky, Arizona, and New York, which not only pres-
ent fiscal information on their websites but also provide
video tutorials of how to navigate their sites.

Other common methods to increase transparency
involve expanding citizen knowledge and participa-
tion in the budgetary process. This is done through
information sharing in the form of budget briefs and
participatory budgeting, whereby citizens choose how
and where to spend a portion of their budgets (as is cur-
rently done in San Francisco, Vallejo [California], St.
Louis, Chicago, New York, and Boston). Participatory
budgeting allows citizen groups to create proposals and
then vote on them directly, thereby taking control of a
portion of government expenditures.®

To date, most efforts toward greater transparency in the
public sector have targeted the expenditure side of pub-
lic spending while ignoring the revenue side. For exam-
ple, in 2013, Michigan began to provide comprehensive
line-item budget expenditure reports with expendi-
tures characterized as core services, support services,
or work projects.” Given polling statistics showing that
76 percent of Americans believe government spends too
much, this trend may not be surprising.® Despite the
lack of attention given to the revenue side, 72 percent
of Americans report that the federal government needs
to either completely overhaul its tax system or make
major changes to it.° Perhaps one reason for the empha-
sis on expenditures rather than revenues is that in many
states, revenues are already subject to referendum and
tax and expenditure limits and are therefore considered
so restricted that states and local governments are less
inclined to engage citizens in conversations about tax
policy. Or it may be that concerns about accountability
are primarily about how the money is being used—not
how it is collected.

The lack of public discourse about revenue transpar-
ency does not mean that public revenues are at all trans-
parent. This brief discusses revenue transparency with
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particular attention to what makes revenue instruments
transparent, what the obstacles to transparency are, and
some options for increasing transparency.

TRANSPARENCY AND THE FISCAL ILLUSION

Transparency in government can be understood as
government providing data and information on its
operations, management, and policies—that is, clear
information on what it is doing and how. Advocates of
transparency come from across the political spectrum,
from normal citizens, and from numerous nonprofits.!

Broadly speaking, a government’s revenues are trans-
parent when people can understand their total tax bur-
den, including fees and license costs. Fiscal illusion
research is very concerned with the lack of transpar-
ency in government financing. Most research on this
topic revolves around the tax burden and finds that
fiscal illusion causes citizens to perceive their tax bur-
den to be lower than it actually is. This misperception
leads citizens to believe that government services cost
less than they do, thereby creating demand for govern-
ment services to be beyond what is socially optimal.
This is troubling because there is also evidence that
when citizens understand the true cost of government,
their policy preferences change. For example, one study
finds that the transparency of the local tax burden has a
strong impact on citizen demand for redistributive poli-
cies: 90 percent of citizens supported a policy when the
tax was opaque versus only 10 percent when the same
tax burden was transparent.!

OBSTACLES TO TRANSPARENT REVENUES

There are many obstacles to making government reve-
nues transparent. Some have to do with the nature of the
revenue instrument while others are the result of policy
choices or tax administration. An underlying reason is
the high cost to citizens of getting complete informa-
tion on their total tax burden.”? These costs, scholars
have argued, lead citizens to choose to be “rationally
ignorant” regarding their tax burden, which then allows
governments to rely on deceptive or illusionary revenue
instruments.”

The difficulty of acquiring this information is due to sev-
eral factors. First, many taxes or fees are paid through-
out the year, so citizens who want to capture their full
tax burden must carefully monitor each tax payment.




Sales taxes are collected on the purchase of most com-
mercial items (not all items, though; for example, many
states do not collect sales taxes on food, and in some
states food is taxed at the local but not the state level).
This means that many Americans pay sales taxes mul-
tiple times a day, so to know their total tax burden they
would have to keep track of every receipt and be mind-
ful of the sales tax rates in their jurisdictions.* This tem-
poral spacing is most apparent in the sales tax, but other
common examples are excise taxes (such as for gasoline
or tobacco), tolls, park fees, and utility fees.

A second obstacle is the revenue complexity in the
American system, in large part because there are alot of
taxes and fees that citizens pay. Fiscal illusion literature
has shown that the tax system becomes more opaque as
the number of revenue instruments grows. This prob-
lem is exacerbated by a reliance on taxes that are less
visible and are spread out over time.”* This becomes
especially problematic when citizens must pay the same
tax in multiple jurisdictions and to various levels of gov-
ernment. Because citizens may pay federal, state, and
even municipal income taxes, they need to understand
how their burden is spread over multiple governments.!°

An additional obstacle is that some tax instruments
are inherently less transparent than others. For exam-
ple, the impact of sales taxes is attenuated by virtue of
frequent payment, whereas property taxes, when not
paid through escrow accounts, are more transparent
because they are made known to taxpayers much less
often, typically once a year. Many researchers of fiscal
illusion theory point to the very transparency of prop-
erty taxes as the primary reason why they are so unpop-
ular. Similarly, income taxes should be transparent, but
income tax withholding has made them more opaque.”
Taxpayers are not confronted with their tax bill and
may not keep track of how that burden accrues over the
course of the year.

Why would government make its revenues less trans-
parent? The fiscal illusion literature would say policy-
makers make them less transparent to make them more
politically palatable. Another explanation is that as pol-
icymakers implement changes to ease administration, a
loss of transparency is simply a side effect.

STRATEGIES TO INCREASE TRANSPARENCY

What can be done to increase transparency on the reve-
nue side? There are numerous strategies, but many are
not feasible. For example, revenue systems would be
more transparent if revenue instruments were used only
by one level of government, not by overlapping juris-
dictions. The more levels of government that share a
tax base, the more difficult it is for taxpayers to track
where their tax money is going, which in turn makes
it difficult to hold the appropriate level of government
accountable.’® Another strategy would be to limit the
number of revenue streams used at each level of gov-
ernment. If states were financed exclusively by income
taxes, citizens could calculate their tax burdens more
easily.’” Under the current system, the citizen has to
combine income tax burdens with sales taxes, excise
taxes, fees, and so on.

There are more feasible ways in which governments
could increase transparency. First, they could choose
(if legally able) to rely on more transparent taxes.
For local governments this could mean relying more
heavily on property taxes and less heavily on sales
taxes.? Increasing property taxes would most likely
be met with a good deal of opposition from the pub-
lic. The literature provides evidence that more visi-
ble and transparent tax structures lead to increased
rationality of policy outcomes, so facing the political
backlash may be worth it.! Furthermore, there is evi-
dence that citizens are more willing to pay higher taxes
(and trust elected officials) when fiscal institutions are
more transparent.?

Other ways that government can increase revenue trans-
parency are less structural in nature. Through increased
citizen education and engagement, citizens can come to
understand the ramifications of different revenue poli-
cies, including what their respective tax burdens actu-
ally are.? Governments could provide taxpayers with
“receipts” for different tax instruments, which breaks
down how much of a citizen’s taxes goes to each govern-
ment program.?* In November 2014, a bipartisan effort
in Oklahoma, the Taxpayer Transparency Act, led to the
creation of a taxpayer receipt.? It is intended to foster
understanding of how taxes support state government
and to enable citizens to hold their elected officials more
accountable—ultimately leading to superior outcomes.
However, citizens must first know their tax burdens
to input them into the tax receipt form and receive a
breakdown of what their taxes are paying for.

MERCATUS CENTER AT GEORGE MASON UNIVERSITY 3



One of the few other states to adopt a taxpayer receipt is
Utah.?¢ The Utah system requires citizens to input their
income tax burden on a receipt form, but it also allows
citizens to estimate their own sales tax burden or pro-
vides an estimate based on a citizen’s income. While this
system is imperfect—for example, it does not take into
consideration family size or the individual taxpayer’s
preferences or behaviors—it does provide a reasonable
estimate of the taxpayer’s state sales tax burden, thereby
increasing transparency of sales tax revenue. To make
this process even more transparent, Utah could link to
the receipt once income taxes are filed to use taxpayers’
personal information to populate the receipt, compare
this information to the average burden in the state, and
include estimates of all other taxes and fees.

Beyond creating a taxpayer receipt, few states and local
governments are making an effort to increase revenue
transparency. One exception is momentum toward
shining a light on tax expenditures—that is, government
spending through the tax code using various forms of
tax breaks. While this approach does not directly help
citizens understand their true tax burden, tax expendi-
tures are not only a form of public spending; they also
affect many aspects of tax policy and equity. For exam-
ple, Massachusetts now publishes its tax expenditures
budget, allowing taxpayers to view all tax expendi-
tures and the magnitude of each. The budget focuses
on expenditures from three categories of taxes: per-
sonal income tax, corporate income tax, and sales tax.”
Vermont passed a law in 2013 mandating that the gov-
ernment must evaluate and provide justification for all
tax expenditures.?® While these efforts make substantial
progress in making government more transparent, both
governments and citizens need to do more to fight fiscal
illusion as it applies to tax burdens.

Citizen outreach and education is difficult and costly.
Governments have to use scarce resources to find ways
to get citizens to engage. However, such efforts would
be worthwhile if governments could inform citizens as
to the scope of government activities, the reason gov-
ernment provides services and their benefits, and how
much those services cost and how they are financed.
Such knowledge, were it accessible, would allow
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citizens to make better-informed decisions about their
desired level of taxes and services.
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