
Table of Contents 

ACKNOWLEDGEMENTS 

TABLE OF CONTENTS 

LIST OF TABLES 

LIST OF FIGURES 

ACRONYMS 

CHAPTER-I 

Introduction 

1.1 Precis of Nepalese Economy and Economic Policy Issues 

1.1.1 Characteristics of Nepalese Economy 

1.1.2 Economic Policy Issues 

1.1.3 Socio-Economic Conditions 

1.1.4 History of External and Fiscal Policies in Nepal 

1.2 Global vs. National Economy 

1.3 Budget Deficit and Trade Deficit in Nepal 

1.4 Objectives of the Study 

1.5 Two Main Hypotheses for Testing 

1.6 Sub-Objectives ofthe Study 

1.7 Plan of the Study 

CHAPTER-II 

Survey of the Literature 

2.1 Literature Synthesis 

2.2 Introduction 

2.3 Twin Deficits in Theory 

2.3.1 Budget Deficit 

2.3.2 Trade Deficit 

1l1 

Page 

111 

xi 

Xlll 

XV 

1 

1 

1 

3 

4 

6 

7 

8 

10 

11 

11 

12 

14 

14 

14 

16 

16 

18 



2.4 Behavior of Twin Deficits & Their Impacts 18 

2.4.1 Floating Exchange Rate and Full Capital Mobility 18 

2.4.2 Fixed Exchange Rate and Full Capital Mobility 20 

2.4.3 Fixed Exchange Rate and Limited Capital Mobility 21 

2.5 How Budget Deficit (BD) and Trade Deficit (TD) are 

Twin Deficits: Exposition 22 

2.6 Empirical Models and Findings 24 

2.7 Chapter Summary 37 

CHAPTER- III 

Data and Methodology 38 

3.1 Introduction 38 

3.2 Research Framework 38 

3.3 Source, Nature and Period of Data 38 

3.4 General Methodology and Hypothesis 39 

3.5 Research Methodology: Basic Features of Some Test Procedure 40 

3.5.1 Unit Root Tests (Stationary Test) 42 

(i) Graphics 42 

(ii) Battery of Tests 42 

(iii) Correlogram 42 

3.5.2 Dickey Fuller Unit Root Test 43 

3.5.3 Augmented Dickey Fuller Unit Root Test 43 

3.5.4 The D-F GLS Unit Root Test 44 

3.5.5 Phillips -Perron Unit Root Test 45 

3.5.6 The KPSS Unit Root Test 46 

3.5.7 ERS Point Optimal Test 47 

3.5.8 Ng and Perron (NP) Tests 47 

3.6 Correlogram 48 

3.7 Cointegration Test 49 

IV 



3.7.1 Engle-Granger Cointegration Test 49 

3.7.2 Johansen Maximum Likelihood Cointegration Test 50 

3.8 Vector Error Correction Modeling 51 

3.9 Conventional Granger Causality Test 52 

3.10 Vector Autoregression (V AR) Modeling 53 

3.10.1 TheVARModel 53 

3.10.2 Impulse Response Function 54 

3.10.3 Variance Decomposition 55 

CHAPTER-IV 

Stationarityy and Integrability of Budget Deficits & Trade Deficits 56 

4.1 Introduction 

4.2 Unit Root Test 

4.2.1 Study of Stationary of Budget Deficits and Trade deficits 

4.2.2 Augmented Dickey-Fuller (ADF) Unit Root Tests 

4.2.3 Findings of the ADF Unit Root Tests 

4.2.4 Further Discussions on Findings 

4.2.5 Dickey -Fuller GSL Unit Root Test 

4.2.6 Findings of the Dickey -Fuller GSL Unit Root Test 

4.2.7 Phillips Perron (P-P) Unit Root Test: Results of Estimation 

4.2.8 P-P Unit Root Test Findings 

4.2.9 Kwiatkowski-Phillips-Schmidt-Shin (KPSS) Unit Root Test 

4.2.1 0 Findings from KPSS Unit Root Test 

4.2.11 ERS Point-Optimal Unit Root Test: Results of Estimation 

4.2.12 Findings from the ERS Point Optimal Unit Root test 

4.2.13 Ng-Perron Modified Unit Root Test: Results of Estimation 

4.2.14 Findings from the Ng-Perron Modified Unit Root Test 

4.2.15 The Overview of the Findings 

v 

56 

57 

58 

58 

61 

62 

62 

64 

64 

67 

67 

69 

69 

71 

71 

73 

74 



4.3 Graphical Representation of the Series 74 

4.3.1 Time Plots of the Budget Deficit and Trade Deficit Series (Real) 75 

4.3.2 Time Plots ofthe Budget Deficit and Trade Deficit Series (nominal) 76 

4.4 Study of the Stationarity through Correlogram 80 

4.5 Summary 85 

Notes on Correlogram and Q Statistics 87 

Correlogram 87 

Q Statistic &8 

Omission ofNominal Data in the Study 88 

CHAPTER-V 

Trade Deficit and Budget Deficit: Cointegration Analysis 89 

5.1 Introduction 89 

5.2 Budget Deficit and Trade Deficit in Nepal: Long Run 
Relationship - Cointegration Study 

5.3 Methodology of Cointegration 

5.4 The Models 

5.4.1 Estimation ofthe Models 

89 

90 

91 

91 

5.4.2 Test of Stationarity of the Residuals 92 

5.4.3 Findings ofthe Unit-root Test ofResidual (of the Equation 5.3) 93 

5.4.4 Correlogram ofthe Residuals 94 

5.4.5 Findings from the Correlogram of the Residuals 94 

5.4.6 Durbin-Watson Method of Cointegrating Regression (CRDW) 95 

5.4.7 Johansen's Method ofCointegration: Further Confirmation 96 

5.4.8 Findings from the Johansen's Co-integration Test Results 97 

5.5 Test of Co-integration for First Differenced Data 

5.5.1 The Models 

5.5.2 Estimation of the Models 

5.5.3 Tests of Stationarity of Residuals 

Vl 

97 

98 

98 

99 



" 5.5.4 Findings of the Unit-root Test of Residual ( u1 ) 

5.5.5 Correlogram of Residual 

5.5.6 Findings from the Correlogram Residuals 

5.6 Overview of Findings and Economic Interpretations 

CHAPTER-VI 

Stability of the Long-run Relationship between Trade 

Deficit and Budget Deficit in Nepal 

100 

100 

101 

101 

102 

6.1 Introduction 102 

6.2 Vector Error Correction Modeling 102 

6.3 VEC and the Estimable Models 103 

6.3 .1 VEC Estimates for Real Trade Deficits & Real Budget Deficits 104 

6.3 .2 Findings from the VEC Model Estimation 

6.4 

6.5 

Economic Interpretations of the Findings on Short-run Dynamics 

Summary 

CHAPTER- VII 

Twin Deficits in Nepal- Causality Test 

7.1 Introduction 

7.2 Grounds for Testing the Granger Causality in the Study 

7.3 Granger-Causation Tests: Methodology 

7.4 Estimable Models for Granger Causality 

7.5 Test Results of the Estimated Models for Granger Causality 

7.6 Corre1ogram of the Residuals of the Estimated Models 

Vll 

104 

105 

106 

107 

107 

108 

108 

110 

110 

111 



7.7 Findings from the Test Results and Correlograms 
1\ 1\ 

ofthe Estimated Models (u,) and ( w,) 

7.8 Conventional Granger Causality Tests 

7.9 Findings from the Conventional Granger Causality Test 

7.10 Summary of Findings 

CHAPTER- VIII 

113 

113 

114 

115 

Twin Deficits in Nepal- Vector Autoregression (V AR) Modeling 116 

8.1 Introduction 

8.2 The V AR Model 

8.3 Feature of the VAR Model 

8.4 Selection of Lag Length 

8.5 The Estimable V AR Model 

8.6 Results ofEstimation ofthe VAR Model 

8.7 Stability Conditions for the VAR Model 

8.8 Stability of the Estimated VAR Model 

8.9 Normality of the VAR Residuals ( u 1, and ii 21 ) 

8.1 0 Serial Independence for the Residuals ( ii 1 1 and ii 2 1 ) 

8.11 Further Conformation of Serial Independence for the 
~ ~ 

VAR Residuals ( U 11 and U 2t) 

8.11.1 V AR Residual Portmanteau Test Results 

8.11.2 V AR Residual Serial Correlation LM Test Results 

8.12 Homoscadasticity of the V AR Residuals ( ii 1 1 and ii 2 1 ) 

116 

116 

117 

118 

119 

119 

121 

122 

124 

125 

127 

127 

128 

129 

8.13 Findings from Estimation of the VAR Model [Table 8.2 (Equation 8.3)] 130 

8.14 Economic Interpretations of the Findings 131 

8.15 Findings from Estimation of the VAR Model [Table 8.3 (Equation 8.4)] 132 

8.16 Economic Interpretations 

8.17 Overview ofthe Findings 

V111 

132 

133 



CHAPTER-IX 

Intervention Analysis through the Impulse Response Function 134 

9.1 Meaning and Relevance 134 

9.2 Graphical and Tabular Presentations of Impulse Response 
Functions for Trade Deficit (TDt) 135 

9.3 Findings from the Impulse Response Functions (Figures 9.1 and 9.2) 137 

9.4 Overall Findings on the Nature ofTD Responses 137 

9.5 Graphical and Tabular Presentations of Impulse Response 
Functions for Budget Deficit (BDt) 138 

9.6 Findings from the Impulse Response Function (Figure 9.3) 141 

9.7 Findings from the Impulse Response Function (Figure 9.4) 141 

9.8 Findings from the Joint Study of the Figures 9.3 and 9.4 141 

9.9 Overall Findings from the Study with Impulse Response Functions 142 

CHAPTER-X 

Intervention Analysis: Through the Study of Variance 
Decomposition 143 

10.1 Meaning and Relevance 143 

10.2 Variance Decomposition for Trade Deficit 143 

10.3 Findings from the Table and Figure 10.1 145 

10.4 Variance Decomposition for the Budget Deficit 146 

10.5 Findings from the Table 10.2 147 

10.6 Findings from the Figure 10.2 148 

10.7 Summary and Conclusion on Variance Decomposition 148 

lX 



CHAPTER-XI 

Summary, Conclusion and Future Scope 

11.1 Summary 

11.2 Conclusions 

11.3 Public Policy Implications 

1 0.3 Future Scope 

Annex-1 

Bibliography 

X 

149 

149 

155 

156 

158 

160 

161 


