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 ABSTRACT 

This study investigates the role of government budget deficit and economic growth in Nepal. While fiscal 

resources are essential for effective service delivery and development, governments often face a persistent budget 

deficit due to public expenditure exceeding revenue. Budget deficit, as a common funding resource of the 

government, can be financed through internal and external borrowing. Nepal has experienced relatively low 

economic growth over the last decades. In addition, Nepal is expected to graduate from the Least Developed 

Countries (LDCs) by 2026. This research displays the theoretical and empirical insights into the budget deficit and 

economic growth. It utilizes the Solow-Swan economic growth model with the Autoregressive Distributed Lag 

(ARDL) method. This study empirically investigates the relationship between budget deficit and economic growth, 

suggesting that a considerable portion of the budget deficit is directed towards capital expenditure, thereby 

generating a multiplier effect on economic activities, capital formation, and employment. 

 

 Keywords: Budget deficit, Economic growth, Nepal 

1. Introduction 

The government budget is one of the most important tools to implement public policy and development delivery 

for the effectiveness of governance. A prudent policy cannot work properly without fiscal resources, and it would 

become worthless. Governments are the strongest and largest institutions in any country in terms of their people 

and financial resources. The general public is also concerned about public budgetary management. It is because it 

influences the day-to-day life activities of the people. The government cannot manage all its activities with 

revenue only. As per the expectation of the people government budget includes deficit financing. 

Generally, when the public expenditure exceeds its revenue, the budget deficit persists. Budget deficit is an 

important source of funding for every nation. The government can borrow it domestically or internationally. In 

recent times, governments have not been able to mobilize sufficient revenue due to many reasons. The empirical 

data displays that the average annual economic growth rate in the last 10 years, 20 years, and 30 years is 4.9 
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percent, 4.4 percent, and 4.4 percent, respectively, it is the lower growth rate as many other developing countries 

enjoyed a high growth rate during the short period. Meanwhile, Nepal will be graduating from the least developed 

countries (LDC) status in 2026 to a lower-middle-income country status. 

 

2. Literature Review 

2.1Theoritical Frameworks 

There are many theoretical thoughts about the budget deficit. Theoretically, public expenditure could affect 

aggregate demand and stabilize the economy through the fiscal policy, which boosts the confidence of the private 

sector, investment, and ultimately long-term growth performance. Public expenditure has the limitation of the 

limited fiscal space. To enlarge the expending capacity, the budget deficit is a careful tool in public finance. 

Classical economists believe a budget deficit is harmful to the economy as a whole, and it creates higher inflation, 

an increase in interest rates, and lowers economic growth. Keynesian theory argues that a budget deficit is an 

important fiscal tool to enlarge economic growth, employment opportunities, higher growth, and to overcome the 

recession (Saleh & Harvie, 2005). Monetarist economists' argument is budget deficit only harms when it increases 

the money supply in the economy. 

 

2.1.1The Keynesian theory 

This theory advocates that budget deficits are an effective economic instrument to cope with recession, as they can 

increase government spending and reduce unemployment. The major thrust of Keynesian theory is that aggregate 

demand can only stimulate economic growth. Government expenditure should be raised for the significant growth 

of aggregate demand by using the tool of the budget deficit. In Keynesian thought, there is always no full 

employment in the economy, it is because of the underutilization of human and physical resources; therefore 

budget deficit increases the public expenditure for economic growth (Kim & Roubini, 2008).  

2.1.2 The Ricardian equivalence theory 

This theory was propounded by the economist David Ricardo in the 19th century. It opposes the government 

budget deficit and argues that it is a harmful tool for the economy. Ricardian equivalence theory of budget deficit 

further argues that a budget deficit could not contribute to the economy, and it increases the debt burden of the 

governments (Seater, 1993).  

2.1.3 The Monetarist theory 

This theory was developed by the economist Milton Friedman in the decade of 1960s, which states that a budget 

deficit creates more money supply, which leads to higher inflation because public borrowing increases the money 

supply, which pushes the price rise. A budget deficit increases the demand for loans by the government, which 

hampers the investment climate of the private sector through higher interest rates, thereby reducing the economy's 

expansion or growth rate  
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2.1.4 The Political Business Cycle Theory 

This theory was developed by William Nordhaus, an American economist, in the 20th century. Political business 

cycle theory believes that a deficit budget is used for the happiness of voters in political interest, not for the 

economic health of the country. 

The main reasons for the increasing public expenditure and tax cuts in the run-up to the election are that the voters 

will be rewarded for the economic performance through expansionary fiscal policy. Next, voters will be focused 

on political issues in the election year so that the incumbent government displays its policy, social welfare 

programs, of national security. It shows that governments are manipulating the economy in their political interest. 

The Leviathan theory 

American Economists Brennan and Buchanan developed this theory in the 20th century. This theory argues that 

people have unlimited needs and expectations towards the state, so fiscal policy has an expansionary feature. It 

leads the public expenditure to the budget deficit (Rodden, 2003). Therefore, the government needs to introduce 

higher taxes to fulfill the people's aspirations. 

The Crowding Out Theory 

This theory displays that a budget deficit increases the public expenditure, which curtails the investment scope and 

confidence of the private sector. It leads the monetary policy to an expansionary nature through the increased 

money flow, higher interest rate, and inflation, which erodes the growth performance. 

2.2 Empirical Evidence 

Aschauer (1989) highlighted the impact of government policy on fostering economic growth and development in 

developing countries. His book tested the effectiveness of the heavy investment of poor governments in 

government infrastructures, utilities, and communication networks through the lens of economic performance and 

economic growth. Public investment's impact on economic growth was observed to have three main facets. Firstly, 

a 10 percent increase in the efficiency of government spending can create only a 2.9 percent output per capita 

increase in growth. Secondly, 1.7 percent output per capita was estimated with 10 percent public debt growth. 

Thirdly, above-average additional investment in public capital could play a stimulus and catalyst role in the 

economy. The primary policy learning from this research is that policymakers should be serious in economic 

policymaking regarding how public capital is financed and how much it is utilized in developing economies.  

Clements et al. (2003) discussed the relationship between external debt and economic growth in 52 low-income 

countries from 1970 to 1999 using the GMM econometric method. The empirical result supported the assumption 

that the higher external debt, without any reasonable threshold, negatively impacted economic growth. It was 

suggested that 50 percent and 20-25 percent of GDP for external debt's face value and net present value be the 

threshold level, respectively. Furthermore, public investment in productive sectors could mitigate the negative 

impact of external debt. 
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Hatlebakk (2008) investigated economic growth and its inclusiveness in the period of 1980s and 1990s by using 

the empirical data in Nepal. Nepal enjoyed sustained high economic growth through policy intervention with 

various measures to make it inclusive in this period. The result showed that government expenditure played a vital 

and positive role in harnessing better economic growth and development. The government invested in 

infrastructure, human capital, irrigation, agriculture, and some social policies to maintain distributive justice. 

Government spending in Nepal has been playing a supportive role in reducing poverty and creating employment 

opportunities. To make government spending better and more sustainable, Nepal needs a broader-based revenue 

system, and it is vital to redistribute incomes from the few districts with extensive economic activities to the 

majority of districts that still lack basic services. It is advised that public Investments in physical infrastructure and 

human capital are needed for growth, development, and distributive justice. 

Benos (2009) analyzed the impact of government expenditure on economic growth by using panel data from 14 

European countries covering the period from 1990 to 2006. It used the econometric tool developed by Kneller and 

Bleaney. It was tested empirically that the neoclassical economic growth models, which believe fiscal policy does 

not affect growth, and endogenous growth models, which trust budgetary policy as a vital financial engine. The 

result revealed that government expenditure on economic affairs like transportation, communication, education, 

defense, and security positively impacted economic growth. In addition, government expenditure on human 

capital, like health, housing, community amenities, environmental protection, and social protection, displayed a 

neutral effect on growth. 

Bhattarai (2013) analyzed the situation of the public debt of Nepal by using the data from 1975 to 2011. The study 

found the major macroeconomic problem of the Nepalese economy is the resource gap. The government has 

adopted the deficit budget to fulfil the people's expectations and the need for development. One of the important 

sources to manage the resource gap is internal and external debt. At this period, public debt has increased annually 

by 18.86 per cent. In total public debt, in average internal part was about 41 per cent and the external loan was 59 

per cent. But, the economic growth in this period was only 4.3 per cent in average. Inflation was about 8.3 per cent 

annually. The Nepalese economy was suffering from a low economic growth rate, high inflation, and an increasing 

trend of public debt, which we have to manage in the desirable range. 

Baca Campodonico et al. (2014) examined the impact of government spending on economic growth, income 

distribution, education, health, and infrastructure in Peru using empirical data from 1990 to 2010, which used the 

Dynamic Computable General Equilibrium Model (DCGEM) to identify the results. In this period, government 

expenditure increased by 5 percent, whereas the average economic growth excelled by 6.72 percent for agriculture 

to 18.30 percent for electricity, gas, and water. Furthermore, the Gini coefficient decreased by 6.63 percent, 

unemployment decreased by 3.60 percent, and total public debt was reduced by 34 percent of its historical level. 

The result showed that government expenditure played a vital and positive role in the economy of Peru. It was 

suggested that government investment in infrastructure, education, and the health sector demonstrated a significant 

positive role in economic growth, which will also be the policy learning for other developing economies. 
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Bolnick (2017) explained domestic resource mobilization that Nepal made a remarkable achievement in revenue 

mobilization from 11.3 to 21.6 per cent to GDP from 2000 to 2015 AD. The larger pie of revenue is of Value 

added tax from 2.6 to 5.4 per cent of GDP. The main cause of revenue growth in this period is the rapid growth in 

imports and consumption because the growth in remittance is 30 per cent of GDP from 16 per cent. This 

extraordinary growth in remittance fueled the growth in imports and import-based revenue. In addition, this 

achievement in revenue performance was gained by the reforms in revenue policy and administrative reforms. 

Furthermore, the achievement made by the government through the technical assistance of development partners 

and developed its capacity to drive the reform initiatives. 

Ahmad and Rahman (2017) examined the relationship between budget deficit and economic growth in 

Bangladesh, covering the period from 1999 to 2015, with general regression analysis to carry out the empirical 

results. It was found that there is a positive correlation between budget deficit and economic growth. The impact 

was significantly positive in the short run and neutral in the long run. This research argued that a budget deficit 

could crowd out the private sector's investment from the internal debt, which increases the cost of capital. An 

increase in interest rates discouraged private investment, leading the economy to a slow economic growth rate. The 

researcher discussed other growth factors, such as the level of investment, exchange rate, domestic savings, and 

capital formation. Therefore, the government must carefully handle expenditure in the productive sectors for a 

healthy economy and sustainable economic growth. 

Nwanna and Umeh (2019) investigated the relationship between the budget deficit and economic growth in 

Nigeria using the data from 1981 to 2016. By employing the Johanson Co-integration test. The result showed that 

the budget deficit played a negative role in the economy of Nigeria. It eroded the growth performance by crowding 

out private resources. It was suggested that the Nigerian government needs to curtail the budget deficit to promote 

economic growth.   

Sandow et al. (2022) examined the budget deficit and economic growth in 32 African countries by using the 

annual data from 1996 to 2018. It was applied the system-generalized method of moments (system-GMM) was 

applied for analysis. It was found that these countries had a positive impact on economic growth with strong public 

resource management initiatives. 

 

3.  Budget Deficit and Economic Growth Trend in Nepal 

An IMF study shows that the budget deficit in the global average is about 91 percent of global GDP in 2022, 

whereas the advanced economies have an average of a 3.60 percent budget deficit to GDP ratio. This scenario is an 

average of 4 percent in emerging economies and 5 percent in low-income developing countries like Nepal. The 

government of Nepal had 40.80 percent public debt, with 20 percent domestic and 20.80 percent foreign loans in 

2022. It is 96 percent of the respective year's government revenue.  

The following graph articulates the public revenue to GDP ratio and its trends. It shows that the revenue and tax to 

GDP ratio in the Nepalese economy was higher than 20 percent, whereas those ratios were 5 to 7 percent in the 

initial times. The size of non-tax revenue is only 10 percent of total government revenue.  
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Government revenue, tax, and GDP ratio in percentage 

 

Source: Economic Survey, Ministry of Finance. 

 

Development assistance is one of the vital resources in Nepal for the planning and budgeting process. Foreign aid 

has a positive impact on the economic growth in Nepal (Bhattarai, 2009). It had started as a fiscal tool from the 

Colombo Plan, 2052, which was a Commonwealth initiative for the development assistance in Asia and Pacific 

regions.  

Budget deficit and Government revenue to GDP percent in Nepal.

 
Source: The Economic Survey, Ministry of       Finance, Nepal. 

  

For the very first time, the budget deficit was very low, but gradually it exceeded. In 1975, the budget deficit in 

Nepal was nearly 20 percent of public revenue. In addition, it skyrocketed to 90 percent in 90s decade which 

sharply declined to 42.8 percent in 1995. This ratio has changed and has been maintained at around one-third of 

the revenue every year.  
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 Government expenditure and Budget deficit (in percent and GDP ratio) 

 

Source: The Economic Survey, Ministry of Finance, Nepal. 

 

In the past decades, Nepal had used a high amount of foreign debt because of its low revenue base and limited 

domestic borrowing options. The internal debt portfolio treasury bills cover almost 35 percent of its share, which is 

a short-term loan usually for one year. The increase in domestic debt has been faster than foreign in recent years.  

 

 

Source: The Economic Survey, Ministry of Finance, Nepal. 

     

The following table explains the pattern and composition of the budget deficit of Nepal from 1975 to 2022 in five-

year intervals. In 1975, the fiscal deficit was Rs. 22.25 crore, where foreign loans covered almost 47.7 percent and 

inter-loan was 44.9 percent. At the same time, both loans were almost 10/10 percent of the capital expenditure of 

that fiscal year. This trend rapidly increased in 1980, and foreign loans contributed 23 percent of capital 

expenditure and 15 percent of total expenditure. In addition, an internal loan in the year was 7.8 percent of capital 

expenditure and 5.2 percent of the total expenditure of the respective year.  

In the 1990s budget deficit had almost a 70 percent share of foreign loans and about a 30 percent share of internal 

loans. This trend again increased and reached almost 73 percent of the budget deficit contributed by foreign loans, 

with one-third coverage of capital expenditure and 10 percent of the total expenditure of the government of Nepal 

in 2005. This year, internal loans hold 31 percent of the budget deficit, 17 percent of capital expenditure, and 

nearly 8 percent of total expenditure.  
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Budget deficit, foreign loan, and internal loan 

Fiscal 

Year 

Budget 

Deficit 

(10 M.) 

Foreign Loan Internal Loan 

Amount (10 

M.) 

 

Percent 

of BD 

Percent of 

CE 

Percent 

of TE 

Amount 

(10 M.) 

Percent 

of BD 

Percent 

of CE 

Percent 

of TE 

1975 22.25 10.4 46.7 10.75 6.8 10 44.9 10.3 6.6 

1980 78.51 53.49 68.1 23.2 15.4 18 22.9 7.8 5.2 

1985 355.48 175.49 49.3 31.9 20.9 179.99 50.6 32.79 21.4 

1990 840.64 595.96 70.8 45.8 30.3 215 25.6 16.5 10.9 

1995 1054.8 731.23 69.3 36.9 18.7 190 18 9.6 4.9 

2000 1766.7 1181.2 66.8 37.2 17.8 550 31.1 17.3 8.3 

2005 1272 926.61 72.8 33.8 10.4 893.8 70.3 32.7 9.9 

2010 3764.1 1122.3 29.8 12.4 5.1 2991.4 79.47 33.15 13.62 

2015 8753.5 2553.1 29.2 28.7 4.8 4236.7 48.4 47.7 7.9 

2020 27367 1166.4 4.3 6.2 1.1 19464. 71.1 102.9 17.8 

2022 30557.6 13069.7   42.76 60.4 10 23263 76.1 107 17.7 

Source: The Economic Survey, Ministry of Finance, Nepal. 

 

The composition of the budget deficit and the share of external and internal resources on it fluctuate sharply during 

the study periods. This composition has been in recent years. In 2022, foreign loans were 42.70 percent of the 

budget deficit, which is almost 60 percent of capital expenditure and 10 percent of total expenditure. In addition, 

domestic loans sharply increased and reached 76 percent of the budget deficit and 17 percent of the total 

expenditure of the respective year. The most stunning and serious fact is in recent years, capital expenditure has 

been almost the same as internal loans.  

 

The average annual economic growth rate of Nepal in the last 30 years and 20 years has been only 4.3 percent and 

just 4 percent, respectively.  The growth performance of Nepal in the last 50 years depicts a mixed trajectory 

because of the long-standing political transitions and ineffective plans and policies. 

 

 Annual GDP per capita growth in Nepal 

 

Source:  The calculation is based on the World Bank database. 
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4. Research Methodology 

In this study, the Solow-Swan economic growth model, based on the Autoregressive Distributed Lag (ARDL) 

method, is employed to identify the empirical relationship between the budget deficit and economic growth in 

Nepal. 

4.1 Models, variables, and data sources 

Budget deficit is a major resource for development financing in underdeveloped countries like Nepal. Therefore, to 

find the impact of budget deficit on economic growth, the following model is employed; 

LGDPt=β+β1LBDt+β2LGFCFt+β3LMSt+β4POPt+β5CPIt+𝜀𝑡……… (1) 

Where LGDP is the log form of actual gross domestic product, LBD represents log form of budget deficit, LGFCF 

is the log form of gross fixed capital formation, LMS denotes the log form of money supply, POP is for the 

economically active population, CPI is the consumer price index, constant term(β), coefficient of independent 

variable ( β1………), error term (𝜀𝑡) and t represents the year in the study periods. 

In the following model, the budget deficit is replaced by the total government expenditure in this study; 

LGDPt=β+β1LGEt+β2LGFCFt+β3LMSt+β4POPt+β5CPIt+𝜀𝑡……… (2) 

Where LGDP is the log form of actual gross domestic product, LGE represents log form of total government 

expenditure, LGFCF is the log form of gross fixed capital formation, LMS denotes the log form of money supply, 

POP is for the economically active population, CPI is the consumer price index, constant term(β), coefficient of 

independent variable ( β1………), error term (𝜀𝑡) and t represents the year in the study periods. 

 4.2 Econometrics 

The impact of budget deficit on economic growth has been estimated from the basic form of the ADRL model as 

follows; 

𝐿𝐺𝐷𝑃𝑡 = 𝛽0 + 𝛽1𝐿𝐺𝐷𝑃𝑡−1 + … + 𝛽𝑝𝐿𝐺𝐷𝑃𝑡−𝑝 + 𝛼0𝐿𝐵𝐷𝑡 + 𝛼1𝐿𝐵𝐷𝑡−1 … + 𝛼𝑝𝐿𝐵𝐷𝑡−𝑝 + 𝜕0𝐿𝐺𝐹𝐶𝐹𝑡

+ 𝜕1𝐿𝐺𝐹𝐶𝐹𝑡−1 + ⋯ + 𝜕𝑝𝐿𝐺𝐹𝐶𝐹𝑡−𝑝 + ⋯ + 𝜇0𝐿𝑀𝑆𝑡 + 𝜇1𝐿𝑀𝑆𝑡−1 + ⋯ + 𝜇𝑝𝐿𝑀𝑆𝑡−𝑝 + ⋯ + 𝜃0𝑃𝑂𝑃𝑡

+ 𝜃1𝑃𝑂𝑃𝑡−1 + ⋯ + 𝜃𝑝𝑃𝑂𝑃𝑡−𝑝 + €0𝐶𝑃𝐼𝑡 + €1𝐶𝑃𝐼𝑡−1 + ⋯ + €𝑝𝐶𝑃𝐼𝑡−𝑝 … + 𝜀𝑡 … … … … … … . . (3) 

Where, 

LGDP= Log form of Gross Domestic Product  

LBD = Log form of Budget Deficit 

            𝛽0 + 𝛽1𝐿𝐺𝐷𝑃𝑡−1 + … + 𝛽𝑝𝐿𝐺𝐷𝑃𝑡−𝑝  = Autoregressive form 

            𝛼0𝐿𝐵𝐷𝑡 + 𝛼1𝐿𝐵𝐷𝑡−1 … + 𝛼𝑝𝐿𝐵𝐷𝑡−𝑞 = Distributed lags 

            𝜀𝑡= Disturbance term 

T find out the association between budget deficit and economic growth the ARDL method has been applied as 

follows; 
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∆𝐿𝐺𝐷𝑃𝑡 = 𝛽 + 𝛽1𝐿𝐺𝐷𝑃𝑡−1 + 𝛽2𝐿𝐵𝐷𝑡−1 + 𝛽3𝐿𝐺𝐹𝐶𝐹𝑡−1 + 𝛽4𝐿𝑀𝑆𝑡−1 + 𝛽5𝐶𝑃𝐼𝑡−1 + 𝛽6𝐺𝐼𝑡−1 + 𝛽7𝑃0𝑃𝑡−1

+ ∑ 𝑦𝑖∆𝐺𝐷𝑃𝑡−𝑖 +

47

𝑖=1

∑ 𝛿𝑖∆𝐿𝐵𝐷𝑡−𝑖

47

𝑖=1

+ ∑ 𝜃𝑖∆𝐿𝐺𝐹𝐶𝐹𝑡−𝑖  + ∑ 𝜑𝑖∆𝐿𝑀𝑆𝑡−𝑖 + ∑ 𝜔𝑖𝐶𝑃𝐼𝑡−𝑖 + ∑ 𝜆𝑖𝐺𝐼𝑡−𝑖 +

47

𝑖=1

∑ £𝑖𝑃𝑂𝑃𝑡−𝑖 +

47

𝑖=1

47

𝑖=1

47

𝑖=1

47

𝑖=1

𝜀𝑡 … … … … . . (4) 

 

It displays the dynamism of the ARDL model of the basic equation. In this model, the real GDP growth (LGDP) is 

the dependent variable and is used as the proxy indicator of economic growth. The independent variables are log 

forms of budget deficit (LBD), gross fixed capital formation (LGFCF), money supply (LMS), log form of 

government expenditure (LGE), percentage of consumer price index, and percentage of active population (POP). 

Government expenditure and budget deficit is replaced in the next equation. β is the intercept, β1, β2, β3, β4, β5, 

β6,β7, and βs are the coefficients of the variables in the first order, where βs refers to the coefficient of 

the independent variable. In aion, 𝑦𝑖 , 𝛿𝑖 , 𝜃𝑖, 𝜑𝑖 , 𝜔𝑖 , 𝜆𝑖 , £𝑖 are the parameters of the error correction model, and 𝜀𝑡 is 

the vector of random error. 

 

 5. Results and Discussions 

The table below represents the long-term empirical relationship among the variables through the ARDL 

estimation. The two different models are used to derive the results. The table shows that there is a strong positive 

relationship between the budget deficit and economic growth in Nepal. Particularly, it shows that a 1 percent 

growth in the budget deficit increases the 0.307 real GDP growth in Nepal. Almost budget deficit in Nepal goes to 

capital spending and supports the growth performance. Budget deficit creates the multiplier effects on economic 

activities, capital formation, and employment generation in the developing economies. This result is consistent 

with the study that shows a positive relationship between budget deficit and economic growth in Nepal (Kadel, 

2021).  

The table further displays that gross fixed capital formation plays a statistically significant role in the GDP growth 

in Nepal. This finding is similar to the study of Meyer and Sanusi (2019) in South Africa and Adhikary (2015) in 

Nepal. It is because the addition in the fixed capital formation enhances the productive capacity, improves the 

infrastructure, applies new technology, promotes innovations, supports the morale of the private sector, attracts the 

FDI, and unless the bottlenecks of the economy. 

Long-run coefficients of the ARDL model 

Dependent Variable: Log form of GDP             (1)       (2) 

Regressor   

LBD- Log form of real GDP           0.307*  

         (0.019)  

LGFCF- Log form of gross fixed capital 

formation 

          0.214**    0.232* 

        (0.134)   (0.127) 
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LMS- Log form of money supply          0.642***    0.526*** 

        (0.128)  (0.105) 

POP- Economically active population %         -0.013*  -0.019** 

        (0.006)  (0.008) 

CPI- Consumer price index           0.001   0.002 

       (0.002)  (0.002) 

LGE- Log form of total government 

expenditure 

   0.103 

  (0.071) 

Number of observations           43      43 

R-squared        0.999    0.999 

Adjusted R square              0.999   0.999 

Log Likelihood               106.407 107.066 

Lag ARDL (4, 0, 4, 3, 1, 0) ARDL (4, 0, 4, 3, 0, 

0) 

Source: Researcher's calculation 

Note: ***, **, and * indicate that the statistics are significant at 1 percent, 5 percent, and 10 percent levels of significance, respectively. The figures in 

the parentheses are the standard errors.  

 

The association between the money supply and GDP growth is a strong and positive relationship. It is consistent 

with the Keynesian theory of money supply, which assumes that an increase in money supply lowers interest rates 

and makes borrowing cheaper. The lower cost of capital stimulates investment, which leads to a higher aggregate 

demand in the economy and GDP. Financial development is one of the key determinants of economic growth in 

developing countries, which helps to enhance the productivity of the economy. This result is consistent with the 

study of Sarwar et al. (2021) in emerging economies and Gnawali (2019) in Nepal. 

The empirical results show that a relationship exists between economic growth and the working-age population of 

15 to 64 years. It reflects active population has an insignificant impact on the economic growth of Nepal. It is 

probably because of the huge scale of labour migration, mass unemployment, structural issues, an unskilled 

workforce, a mismatch between employment opportunities and skill development, low productivity of labour. 

The ARDL model's long-run result shows the relationship between the consumer price index and economic growth 

in Nepal. The finding indicates that it can have an insignificant impact on the consumer price index on economic 

growth because of the specific economic factors. It is because most of the consumption of the economy is driven 

by remittance rather than domestic production, which shows the weak link between internal production and 

inflation of the economy. The Nepalese economy relies on imports, CPI reflects the external price shocks rather 

than the increasing economic activities in the economy. Furthermore, subsistence agriculture, a limited 

manufacturing sector, and a weak linkage between the monetary and fiscal policy.  
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The table reflects that the total government expenditure does not play a significant role in economic growth. This 

would be because the larger portion of government money goes to salaries, administrative costs, pensions, and 

social security. In addition, a significant amount of the fiscal transfers goes to the provincial and local 

governments.  

 

ARDL Model Short-run Coefficient (ECM) Results 

Dependent Variable: Log form of  GDP 

Regressor        Estimation 

dGDP (-1) - Differentiated log form of gross domestic 

product from the previous period 

        0.242** 

       (0.102) 

dLGFCF - Differentiated log form of gross fixed 

capital formation 

        0.346*** 

       (0.053) 

dLMS - Differentiated log form of money supply         0.140 

       (0.098) 

dLMS (-1) - Differentiated log form of the money 

supply from the previous period 

        0.286*** 

      (0.109) 

dPOP - Differentiated form of the active population       -0.126*** 

      (0.025) 

ECM (-1) – Error correction term from the previous 

period 

     -0.809 

       0.105 

Number of observations          43 

R-squared        0.879 

Adjusted R square               0.831 

Log Likelihood                   106.407 

Lag ARDL (4, 0, 4, 3, 1, 0) 

Source: Researcher's calculation 

Note: ***, **, and * indicate that the statistics are significant at 1 percent, 5 percent, and 10 percent levels of significance, respectively. The figures in 

the parentheses are the standard errors.  

 

The lagged error correction model (ECM) is displayed in the table, which shows the high speed of adjustment 

(80.9 %), which brings the long-term equilibrium. Residual diagnostic tests of Normality, autocorrelation, and 

Heteroskedasticity Test have been conducted. In addition, stability diagnostic Tests like CUSUM and CUSUM of 

Square Test, multicollinearity, and Ramsey RESET Test are performed to make the findings more reliable and 

valid. 
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6. Conclusion and recommendation 

This study concludes that the budget deficit of Nepal has a strong and significant positive impact on economic 

growth because a major chunk of it goes to capital expenditure. The budget deficit in Nepal creates the multiplier 

effect to stimulate economic activities by fostering capital formation and generating employment opportunities. 

Budget deficit is in a rapidly growing trend, there it needs to be handled carefully. To ensure the sustainable 

economic growth Nepal has been graduating from its LDC status. Furthermore, the government of Nepal should 

make significant efforts to enlarge the fiscal space and revenue base and enhance the effective public resource 

management strategies to reduce reliance on borrowing in the long run and mitigate the potential macroeconomic 

imbalances. 
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