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Highlights
« Economic policy uncertainty has a significant negative impact on Iran’s stock market.
« Government size plays a crucial moderating role in the uncertainty—stock market nexus.
« Larger government size amplifies stock market sensitivity to policy uncertainty.
« Fourier Bootstrap ARDL confirms robust long-run cointegration among variables.
« Exchange rate, oil price, and inflation significantly affect stock market performance.
« Policy transparency and productive government spending enhance market stability.
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Abstract

Stock Price, Reflects The Future Prospect And Financial Health Of Companies And Is
Considered One Of The Most Important Indicators In Investment Decisions. This Index Is
Strongly Affected By Economic Uncertainties That May Arise From Fluctuations In
Production, Employment, Interest Rates, Oil Price, And Exchange Rate. Government
Economic Policies Can Also Affect The Increase In Economic Uncertainty Through
Incorrect Decision-Making And Mismanagement. In This Study, The Effect Of Economic
Policy Uncertainty (Epu) On The Iranian Stock Market During The Period 1991-2023 Has
Been Investigated. In Order To Accurately Assess This Relationship, The Fourier
Bootstrap Ardl And Fourier Adl Methods Have Been Used. Also, This Study Examines
The Moderating Role Of Government Size In The Effect Of Economic Policy Uncertainty
On Stock Returns. The Research Findings Show That Economic Policy Uncertainty Has
A Negative And Significant Effect On The Stock Price Index. However, Government
Expenditure Can Act As A Moderating Factor To Reduce This Negative Effect. The
Results Show That Increasing Government Size Increases The Sensitivity Of The Stock
Market To Policy Uncertainty. In Addition, Other Macroeconomic Variables Such As
Exchange Rate, Qil Price, And Inflation Also Have A Significant Impact On The Stock
Market. According To The Results Of This Study, Reducing Uncertainty By Making
Economic Policies More Transparent And More Predictable Can Increase Investor
Confidence And Market Stability. Also, Policy Makers Should Direct Government
Spending Towards Infrastructure And Production Projects To Reduce The Negative
Effects Of Uncertainty And Ensure Sustainable Economic Growth.
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Introduction

Stock markets play a critical role in allocating financial resources
and reflecting investors’ expectations about future economic
conditions. In recent decades, growing globalization, frequent policy
shifts, and macroeconomic shocks have intensified economic policy
uncertainty (EPU), thereby increasing volatility in financial markets. A
substantial body of literature documents the adverse effects of policy
uncertainty on stock market performance through channels such as
delayed investment, higher risk premiums, and reduced investor
confidence. However, existing studies largely overlook the role of
government size in shaping the magnitude of these effects.
Theoretically, governments are expected to mitigate uncertainty
through countercyclical fiscal policies, yet when government
intervention becomes extensive, the state itself may turn into a source
of uncertainty. In economies characterized by substantial government
involvement—such as Iran—policy changes can exert stronger
influences on firms’ cash flows and valuations, amplifying market
sensitivity to uncertainty shocks. This study contributes to the literature
by examining whether and how government size moderates the impact
of economic policy uncertainty on the Iranian stock market, thereby
offering new insights into the interaction between fiscal structure and
financial market dynamics in an uncertainty-prone environment.

Methodology

This study analyzes annual data for Iran over the period 1991-2023
to investigate the long-run and short-run relationships between stock
market performance and economic policy uncertainty. The stock price
index is employed as the dependent variable, while economic policy
uncertainty (EPU) serves as the core explanatory variable. Government
size, measured by government final consumption expenditure as a
percentage of GDP, is incorporated as a moderating factor through an
interaction term between EPU and government size. Additional control
variables include inflation, the real effective exchange rate, and oil
prices to capture key macroeconomic influences. To account for
structural breaks and nonlinear dynamics without imposing prior
assumptions on break dates, the study applies the Fourier Bootstrap
Autoregressive Distributed Lag (FARDL) approach, complemented by
the Fourier ADL (FADL) cointegration test to ensure robustness. The
Fourier-based framework allows for smooth and sharp structural shifts
in the data, while bootstrap critical values enhance inference reliability.
Short-run dynamics are estimated using an error correction model
(ECM), enabling assessment of adjustment speed toward long-run
equilibrium.
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Discussion

The findings of this study provide robust evidence that economic policy
uncertainty exerts a significant negative impact on stock market
performance in Iran, confirming both theoretical expectations and prior
empirical results in the uncertainty—finance literature. More importantly,
the results reveal that government size plays a critical moderating role,
such that a larger government amplifies the sensitivity of the stock market
to policy uncertainty. This outcome supports the argument that when
government intervention in the economy is extensive, policy changes
affect a broader range of economic activities, increasing firms’ exposure
to regulatory, fiscal, and political risks. While government expenditure
itself appears to have a stabilizing effect by supporting aggregate demand,
its interaction with policy uncertainty highlights a structural trade-off:
beyond a certain threshold, government expansion may transform fiscal
policy from a stabilizing tool into a channel through which uncertainty is
transmitted more intensely to financial markets. The significant roles of
inflation, exchange rates, and oil prices further underscore the macro-
financial transmission mechanisms characteristic of oil-exporting and
intervention-prone economies. Overall, these findings suggest that
reducing policy uncertainty through transparency, credible policy
commitments, and improved fiscal governance is as important as the scale
of government spending in fostering stock market stability.

Results

The empirical findings provide strong evidence of a stable long-run
cointegrating relationship among stock market performance, economic
policy uncertainty, government size, and macroeconomic control
variables. Results from the Fourier Bootstrap ARDL estimation reveal that
economic policy uncertainty exerts a negative and statistically significant
effect on the stock market in the long run. Importantly, the interaction term
between EPU and government size is positive and significant, indicating
that a larger government amplifies the sensitivity of the stock market to
policy uncertainty. This suggests that in economies with a high degree of
government intervention, uncertainty shocks are transmitted more strongly
to financial markets. Government expenditure itself has a positive long-run
effect, reflecting its potential stabilizing role when directed toward
productive uses. Among the control variables, inflation negatively affects
stock market performance, while the real effective exchange rate and oil
prices exhibit positive and significant impacts. Short-run results confirm
these dynamics and indicate a relatively rapid adjustment toward long-run
equilibrium following shocks. Overall, the findings highlight that while
government spending can support market performance, excessive
government size may intensify the adverse effects of policy uncertainty,
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underscoring the importance of transparent, predictable, and efficiency-
oriented economic policies.
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