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Abstract

The impact of fiscal illusion on economic well-being is significant because it causes
perceptual errors in evaluating real income and expenditures, influencing financial decision-
making and economic policies that ultimately lead to fluctuations and changes in economic
well-being. Therefore, given this importance, the primary objective of the present study is
to examine the effect of fiscal illusion on economic well-being in the context of government
size during the period from 1978 to 2023. To this end, economic well-being and fiscal illusion
were first measured using a composite index based on four dimensions and the multiple
indicators-multiple causes (MIMIC) method. Then, considering the potential asymmetric
effect of fiscal illusion on economic well-being, coefficient estimation was performed using
the nonlinear autoregressive distributed lag (NARDL) approach. The results indicate that
an increase in government size reduces the positive impact of positive shocks and the
negative impact of negative shocks of fiscal illusion on economic well-being, meaning that
government size plays a moderating role in this relationship. Additionally, the positive effect
of fiscal illusion during positive shocks on economic well-being is significantly stronger
than its negative effects during negative shocks. Among control variables, per capita income
and economic growth had positive effects on economic well-being, while inflation had a
negative effect. Another finding reveals that economic well-being significantly declined
during the years 2017 to 2023.
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1. Introduction

Since the collapse of the Berlin Wall in 1989, many transitional societies have witnessed

significant improvements in their welfare levels. Consequently, welfare enhancement has
become a major concern for policymakers, who strive to demonstrate their commitment to
public well-being. In Iran, following the 1979 Revolution, people demanded better living
standards, social justice, and general welfare. However, in the early post-revolution years,
these aspirations were not fully realised. Numerous factors influence a country’s economic
well-being. Empirical studies (e.g., Sowa & Edpri, 2007; Nan & Zhang, 2018; Wu & Liu,
2023) show that government and public expenditure play a significant role in economic
and social welfare. Thus, government spending can be regarded as one of the most critical
determinants of economic well-being. The undeniable roles of governments in resource
allocation, economic stabilization, production of public goods, and income redistribution
are well-established in economics. Increasing government intervention in fiscal matters has
led to rising revenues and expenditures. In Iran, the expansion of public sector activities
has made it difficult for the government to secure resources for its duties. Consequently,
budget deficits and financing methods have become a challenge. Identifying the causes of
public expenditure growth is a central theme in public sector economics. Among various
theories, the fiscal illusion hypothesis has received considerable attention (Maddah &
Jeyhoon-Tabar, 2018).

Fiscal illusion refers to a systematic misperception by taxpayers of the actual tax burden
and the cost of public goods. It arises from complex tax structures, indirect taxes, or debt
financing, leading taxpayers to underestimate the true cost of government. This illusion can
distort individual financial decisions and aggregate policy outcomes, ultimately affecting
economic well-being. While traditional research has focused on fiscal illusion’s impact on
budget deficits or government size, its direct and indirect effects on economic welfare
remain underexplored — especially in developing countries like Iran.

Moreover, most earlier studies assume a linear and symmetric relationship between
fiscal illusion and welfare, ignoring potential asymmetries. The role of government size as
a moderating variable in this relationship has also been largely overlooked. Given these
gaps, the present study aims to: (i) compute a fiscal illusion index for Iran over the period
1978-2023 using the Multiple Indicators-Multiple Causes (MIMIC) approach; (ii) examine
the asymmetric impact of fiscal illusion on economic well-being; and (iii) analyse how
government size moderates this relationship. To achieve these goals, we employ a
Nonlinear Autoregressive Distributed Lag (NARDL) model, which captures both short-run
and long-run asymmetries. The findings are expected to provide valuable insights for fiscal
policy design in resource-dependent economies like Iran.

3. Discussion

The empirical results reveal several important findings. First, fiscal illusion exerts an
asymmetric effect on economic well-being in Iran. Positive shocks to fiscal illusion have a
significantly larger positive impact (0.054) than the negative impact of negative shocks
(0.017). This supports behavioral economics theories suggesting that cognitive errors such
as fiscal illusion generate stronger psychological and economic responses when they
temporarily boost consumption and economic confidence than when they reduce them. The
stronger effect of positive shocks implies that during periods when taxpayers underestimate
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the true tax burden, perceived wealth increases, stimulating consumption and short-run
welfare, albeit often at the cost of future fiscal imbalances.

Second, government size plays a clear moderating role. An increase in government size
reduces both the positive effect of positive fiscal illusion shocks and the negative effect of
negative shocks on economic well-being. This means that a larger government (higher
expenditure-to-GDP ratio) dampens welfare fluctuations induced by fiscal illusion. In other
words, the public sector acts as a stabilizer: it limits the illusory welfare gains during
positive shocks but also cushions the welfare losses during negative shocks. Consequently,
government expansion can be viewed as a negative factor when fiscal illusion is rising
(since it reduces undeserved welfare gains) but as a positive factor when fiscal illusion is
falling (since it protects against welfare declines). The moderating role is consistent with
earlier findings (e.g., Afonso & Furceri, 2010; Kunawotor et al., 2025) that larger
governments can smooth economic fluctuations through automatic stabilizers and
counter-cyclical policies.

Third, among control variables, per capita income and economic growth positively
affect economic well-being, while inflation has a negative effect — in line with standard
economic theory. The dummy variable for 2017-2023 (post-JCPOA sanctions
intensification) shows a significant 24% decline in economic well-being, highlighting the
severe welfare cost of heightened international sanctions. Finally, the error correction term
(—0.37) confirms that about 37% of any deviation from long-run equilibrium is corrected
within one period, validating the existence of a stable long-run relationship.

These findings have important policy implications. Policymakers should avoid
excessive government expansion that might erode productive efficiency, but maintain a
balanced government size that can mitigate the adverse welfare effects of fiscal illusion.
Given the asymmetric nature of the effects, regulatory policies should be designed to
manage positive shocks (which have broader welfare implications) while simultaneously
cushioning negative shocks. Controlling inflation and fostering sustainable per capita
income growth remain essential for improving economic well-being in Iran.

4. Conclusion

This study examined the asymmetric effect of fiscal illusion on economic well-being in
Iran, emphasising the moderating role of government size over the period 1978-2023.
Using a composite index for well-being, a MIMIC-based measure of fiscal illusion, and a
NARDL modelling framework, the analysis yielded several key conclusions.

Fiscal illusion has a significant but asymmetric impact on economic well-being: positive
shocks to fiscal illusion increase well-being more than three times as strongly as negative
shocks decrease it. Government size moderates this relationship — a larger government
reduces both the positive effect of positive shocks and the negative effect of negative
shocks, thereby stabilizing welfare fluctuations. Among control variables, per capita
income and economic growth enhance well-being, while inflation erodes it. The
post-JCPOA sanctions period (2017-2023) caused a substantial 24% decline in economic
well-being.

These results underscore the importance of designing fiscal policies that account for
behavioral biases and the stabilising function of government size. Policymakers should
avoid both excessive government expansion (which may waste resources) and excessively
small government (which may leave the economy vulnerable to illusion-driven volatility).
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Instead, an optimal government size that balances efficiency with stability is recommended.

Controlling inflation and sustaining real income growth remain essential for long-term
welfare improvement.

The study has limitations. First, the MIMIC estimation of fiscal illusion relies on
available proxies; alternative indicators might yield different results. Second, the analysis
focuses on Iran, limiting generalizability to other resource-dependent or developing
economies. Third, the dummy variable for sanctions captures only the post-JCPOA period,
future research could incorporate time-varying sanction intensity measures. Further studies
could explore cross-country comparisons, micro-level survey experiments on fiscal
illusion, or the role of institutional quality in shaping the illusion-welfare nexus.
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Graph. 1: The trend of fiscal illusion in the Iranian economy (Source: research findings).
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Tab. 1: Average of the research variables across sub-Eeriods
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Tab. 2: Results of the unit root tests
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Graph. 2: Time-series decomposition of fiscal illusion (Source: research findings).
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Tab. 4: Diagnostic tests for the estimation of the research model
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Graph. 3: Structural stability test — CUSUM and CUSUMQ (Source: research calculations).
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