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Abstract: Using time series data of the last twenty-seven years (1990 to 2016), this study tries to go in-depth regarding the
relationship between macroeconomic variables and its impact on economic growth of Nepal. Further, this study also compares
the economic growth of Nepal with six Asian countries such as Bangladesh, Bhutan, China, India, Pakistan and Sri Lanka. The
study is based on secondary data which are extracted from a legitimate source of World Bank. The dependent variable of this
study is Gross Domestic Product (GDP) growth (annual%). To observe the GDP growth, some independent variables like
exchange rate, export of goods and services, Foreign Direct Investment (FDI) net flow, Gross Fixed Capital Formation
(GFCF), import of goods and services and inflation are chosen. Based on the variables, statistical tools such as multiple linear
regression, Karl Pearson's correlation, and trend analysis are run. As per the result, exchange rate, GFCF, and import have a
significant impact on the economic growth of Nepal while export, FDI, and inflation do not have a significant impact. Further,
the cross-country evidence shows that Bangladesh and India have a significant positive GDP growth trend, while Bhutan and
Sri Lanka have a positive GDP growth trend but do not have a significant growth. Also, China, Nepal, and Pakistan do not
have a significant growth and their growth trend is negative. Based on the results and analysis it is suggested that a strong
exchange rate leads low cost of production with cheap imports and also helps to control inflation due to low prices of foreign
goods and services. In this context, the policymaker should initiate to make tight policies against the reduction of inflation in
the country.
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the enrichment in communication technology has helped in
enhancing the economic growth of any country. FDI, import,
and export are the fundamental representation of this fact [1].
However, FDI inflows are only taken and outflows are
excluded when we consider determinants of GDP. Likewise,
imports are subtracted from exports when forming up GDP.
When GDP is estimated at current prices, it exhibits nominal
GDP, whereas real GDP is when the estimation is made at
constant prices. Nominal GDP estimates are commonly used
to determine the economic performance of a whole country
or region, and to make international comparisons. Nominal
GDP per capita does not, however, reflect differences in the

1. Introduction

It is now widely accepted that a stable macroeconomic
framework is necessary for maintaining sustainable economic
growth. The concept of a stable macroeconomic framework
means a macroeconomic policy environment that is
conducive to growth. However, merely being limited to that
framework may not be sufficient because the definition of
framework goes beyond the stability of macroeconomic
policy related variables to also include the criterion of policy-
related variables that are at levels conducive to growth.

Basically, the integration of the global economy along with
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cost of living and the inflation rates of the countries;
therefore, using a basis of GDP per capita at purchasing
power parity (PPP) is arguably more useful when comparing
differences in living standards between different nations [2].

Moreover, a country’s economic position depends on key
macroeconomic variables that have the greatest influence on
its growth. The economic growth represents the interactions
of the important components of the economy and GDP is the
major determinant of it. Indeed, economic growth and
financial development are closely related. The interaction
between them is crucial and has attracted great attention from
researchers and policymakers. Financial institutions basically
facilitate the transfer of funds from surplus units to deficit
units and provide benefits for both the saving units and
deficit units in the societies. This influences the growth rate
of both the societies [3].

Meanwhile, the major research issue here is the impact that
macroeconomic variables have on the economic growth of
Nepal. The underlying determinants that influence economic
growth of a country are quite vast and debatable. GDP is an
indicator of economic growth as it gives an overall picture of
the state of the economy. There has been a lot of studies
around the world in terms of economic growth and variables
influencing the growth. But not all researches are based on the
same variables of the growth as growth is not bounded by
specific variables. There are a lot of factors influencing it and
it is fair enough to say that not all researches can include all
the factors of economic growth. Besides this, their research
objectives also differ as some research may consider variables
at the macro level, while some may consider them at the micro
level. In addition to this, comparative researches can be found
mostly done in developing countries other than Nepal. When
considering those researches about Nepal, they mainly concern
about economic growth and financial development. Likewise,
in spite of the fact that Nepal's economic growth rate is not that
higher as compared to other developing countries, so far there
has been only limited studies conducted considering the impact
of macroeconomic variables in Nepalese economic growth.
But the growth rate of Nepal cannot be ignored if a good
economic position is to be maintained.

Thus, this study makes an attempt to answer two basic
research questions- what impact do macroeconomic variables
have in the economic growth of Nepal? And how is the trend
of economic growth of six South Asian countries as
compared to Nepal? Based on these questions, the major
research objective of the study is to examine the relationship
between macroeconomic variables and its impact on
economic growth of Nepal. Along with this, this study also
compares the economic growth rate of Nepal with six South
Asian countries. Thus, the result obtained from this study
provides an in-depth information to its readers. It provides an
overview of GDP growth rate in Nepal. By this, readers can
be aware of the current scenario of Nepal's economy.

2. Literature Review

There is extensive review on economic growth related to

macroeconomic determinants, trends and cross-country
globally. The strength of an economy can be assessed by
analyzing the macroeconomic determinants, which are
empirically tested. Various international studies suggest that
these parameters vary from country to country and time to
time [4]. Growth theories highlight the evolution and trends
in economic thought that shaped the way economic growth is
perceived [1]. GDP is one of the important determinants of a
country's economic growth [5]. Further, it is expressed that
developing county’s GDP is confused and unbalanced, with
regular and deep unconditional GDP falls and booms.
Although GDP might seem a distant and abstract economic
indicator, it is surprising how much it affects the decision
making of policymakers and even individual consumers and
by so, the whole economy. GDP information has a more
important role than ever and today low growth figures might
be seen by the public as bad performance [6].

Also, FDI is an important source of foreign currency for a
state. FDI has a significant long-run impact on states' GDP.
While no consensus has been reached on the relationship
between FDI and growth, there is growing acceptance of the
view that FDI correlates positively to growth. This view has
been bolstered by recent research in the growth theory
literature, which highlights the importance of improvements
in technology, efficiency, and productivity [7]. Also, FDI is
an important factor in economic growth. The reason for this
is that investment is the dynamic element of GDP and
therefore, FDI is the independent variable and GDP growth
the dependent [8]. Similarly, investigation on FDI, and
foreign aid impact on the regional economic growth of the
developing countries of Africa, Latin America, and the
Caribbean has found spatial interdependence is important in
explaining economic growth, as growth in one country
depends on the growth of its neighboring countries [9].
Another study pointed out the role of FDI and productivity
progress in China’s post-economic reform growth shows
consistent results with some recent findings in other
developing countries in that FDI exerted spillover effects and
affected productivity growth of the recipients [10]. A high
volume of exports, plentiful natural resources, longer life
expectancy, and higher investment rates have positive
impacts on the growth of per capita gross domestic product in
developing countries [11].

Moreover, the relationship between growth rate of GDP
and certain macroeconomic variables like domestic
investment rate, domestic saving rate, inflation rate and trade
openness in European countries and observed that domestic
investment and saving rates are positively associated with
GDP growth rate for each country taken as the sample [12].
Mbulawa in his study established the key drivers of
economic growth to determine the causal relationship
between economic growth and macroeconomic variables and
found that FDI and inflation had a positive effect on
economic growth. The outcome was unidirectional moving
from economic growth to FDI and from gross fixed capital
formation to GDP growth [13].

A study has shown that certain macroeconomic variables
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are more important than others in explaining short-term GDP
growth [14]. Growth is negatively associated with inflation,
large budget deficits, and distorted foreign exchange markets.
Kormendi and Meguire’s paper has presented post-war data
and argued that the investment-to-income ratio has a major
effect on economic growth [15]. Sarel in his found evidence
of a significant structural break in the function that relates
economic growth to inflation which is estimated to occur
when the inflation rate is 8 percent [16]. Below that rate,
inflation does not have any effect on growth or it may even
have a slightly positive effect. AiNajjar in his study has
revealed that economic growth was found to be positively
related to gross domestic investment as a percentage of GDP
and terms of trade, and negatively related to the inflation rate
and total expenditure on health and education as a percentage
of GDP [17].

Bassanini and Scarpetta suggest that high inflation is
negatively associated with the accumulation of physical
capital in the private sector and, through this channel, has a
negative bearing on output. Moreover, a high variability of
inflation affects GDP per capita, possibly because it leads to
a shift in the composition of investment towards less risky
but also lower return projects [18]. Economic growth
measured by GDP means the increase in the growth rate of
GDP, but what determines the increase of each component is
very different. Public expenditure, capital formation, private
or public investment, employment rates, exchange rates etc.
have different impacts on economic growth and these
determinants have different implications if the states are
developed or not [1].

In the Asian context, a study stated that increasing stock of
physical capital helps to contribute to growth in Pakistan
while budget deficit is negatively related to both output
growth variables [19]. Booming FDI in post-reform India is
widely believed to promote economic growth [20]. In
addition to other cross- country evidence, the impact of key
macroeconomic factors on the economic growth of
Bangladesh from the period of 1988 to 2012 argued that
market capitalization, FDI, and real interest rate have an
impact on economic growth in the long run, but in the short
run, it does not have any predictable behavior [21].

Another study examines the impact of major economic
variables-inflation rate, interest rate and exchange rate on
economic growth of Pakistan and found that both the
inflation rate and interest rate spread has a negative impact
on Pakistan's economic growth while the exchange rate was
found positively significant on the economy [22]. Yet,
another research found that there was a significant effect of
the inflation rate, interest rate and exchange rate on GDP of
Pakistan. Inflation and interest rate had a negative impact on
GDP while exchange rate possessed positive relation to GDP
[23]. Considering the study of Nepal, the economic
development strategies of Nepal and Bhutan and reveal that
domestic capital has been a significant source of economic
growth in the case of Nepal whereas foreign aid has not had
any appreciable effect on growth. The empirical evidence
confirms that financial development is the cause for

economic growth in terms of short-term dynamics, while
economic growth sustains financial development in the long-
run [24]. Some studies for instance has shown for positive
impact of FDI on economic growth while few others have
shown negative impact or no impact at all on growth [25].

In case of Nepal, it has implemented extensive reforms
during the early nineties to facilitate its integration with the
global economy. However, the impact of these reforms on
trade and economic growth has so far been weak and
suggested that Nepal should find a way of translating its
integration with the global economy into higher growth and
sustainable development by carrying out complementary
policies to enhance supply elasticity and offset some of the
adverse outcomes by cooperative action in partnership with
its South Asian neighbors [26]. However, today it is still
not clear as to which factors are the principal drivers of
economic growth within and among countries. Many
governments do not know the key drivers of economic
growth specific to their economies. The new literature on
empirical growth research stresses the importance of how
country-specific development plans and economic reforms
can cause different equilibrium, or time paths, for economic
growth of a country [27].

In light of the above researches, this research also tries to
figure out whether Nepal's economic growth was good
enough or not by trying to trace out the complex relationship
between GDP and other macroeconomic variables
influencing it. Considering the above-mentioned works of
literature into account, this research analyzed the data of the
past twenty-seven years taking dependent and independent
variables into account. Moreover, GDP here was placed as a
dependent variable and the impact of other independent
variables (exchange rate, export, FDI, GFCF, import, and
inflation) on GDP was studied. Also, cross-country evidence
was considered to determine the result. Hence, all the above-
cited pieces of literature assisted in conducting this research
by acting as a reference to help better analyze the findings.

3. Methodology
3.1. The Conceptual Model

Independent Variables Dependent Variable

Exchange Rate (LCU per USS,
period average)

Export of goods and services (%

f GDP
© ) GDP growth (annual %)

FDI, net inflows (% of GDP)
GFCF (% of GDP)

Import of goods and services (%
of GDP)

Inflation, consumer prices
(annual %)

Figure 1. Conceptual Framework.

The dependent of this study is GDP growth (annual%).
This model is based on the research model of Chughtai,
Malik, & Aftab [22] and Upreti [11]. To observe the GDP
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growth, some independent variables like exchange rate,
export of goods and services, FDI net flow, GFCF, import of
goods and services and inflation were chosen. These
variables are justifiable for this study as they are among the
major determinants affecting a country’s GDP growth.
Moreover, when studying research works from different
authors, most of them have also included these variables in
their study. Representing them, my conceptual model is a
wider array of essential variables. The details of variables are
given as:

Exchange Rate on Local Currency Unit (LCU per USS,
period average): In this research, data on exchange rates
quoted in values against the US dollar were taken. It is
calculated as an annual average based on monthly averages
(local currency units relative to the U.S. dollar).

Export of goods and services (% of GDP): In this report,
the export of goods and services were taken which were
expressed as a percentage of GDP. It facilitates international
trade and stimulates domestic economic activity by creating
employment, production, and revenues.

FDI, net inflows (% of GDP): In this report, data on FDI
inflows as a percentage of GDP were only considered.

GFCF (% of GDP): In this research, data from GFCF
were expressed as a percentage of GDP. Statistically, it
measures the value of acquisitions of new or existing fixed
assets by the business sector, governments and pure
households (excluding their unincorporated enterprises)
fewer disposals of fixed assets. GFCF is a component of the
expenditure on GDP, and thus shows something about how
much of the new value added in the economy is invested
rather than consumed.

Import of goods and services (% of GDP): In this report,
import of goods and services were taken which were
expressed as a percentage of GDP. Basically, it is a good or
service brought into one country from another. The higher the
value of imports entering a country, compared to the value of
exports, the more negative that the country's balance of trade
becomes.

Inflation, consumer prices (annual%): In this report, the
annual percentage of consumer prices inflation was taken.
When the general price level rises, each unit of currency buys
fewer goods and services. Consequently, inflation also
reflects erosion in the purchasing power of money- a loss of
real value in the internal medium of exchange and unit of
account within the economy.

Based on the variables, multiple regression models were
used for data analysis in this research. It is presented below:

Y 1= Bo + BiXit BoXo + BaXs + PaXy + PsXs + PeXs

Where,

Y, = GDP growth (annual%)

X; = Exchange Rate (LCU per USS$, period average)
X, = Export of goods and services (% of GDP)

X5 = FDI, net inflows (% of GDP)

X4 = Gross FCF (% of GDP)

X5 = Import of goods and services (% of GDP)

X = Inflation, consumer prices (annual%)

3.2. Data Source and Analysis Methods

This study was based on secondary data which were
extracted from a legitimate source of World Bank. From the
website of World Bank, a section called ‘data bank’ was
referred in order to extract data for the sample period of
twenty-seven years i.e. from the year 1990 to 2016. The use
of secondary data here was done because the quality of data
was quite reliable as compared to primary data for analyzing
the interrelationship between macro-economic variables and
economic growth of Nepal. As data were extracted from the
website of World Bank, these data were considered highly
reliable. After the data collection from secondary sources,
data were presented using MS-Excel and analysis were done
using SPSS software where statistical tools like multiple
linear regression, Karl Pearson's correlation, and trend
analysis were run. Different tables and graphs were used to
present the output of SPSS in the report.

4. Result and Analysis
4.1. Pearson’s Correlation Analysis

The table 1 is the Pearson's correlation matrix which
shows the correlation among different variables taken under
this study for the sample period of 1990 to 2016. However,
the main motive of this research is to see if there is any
relationship between the dependent variable GDP growth and
other independent variables influencing it.

Table 1. Correlation Matrix of Key Variables.

Xy Xz X3 X4 Xs X Xy
X 1 -0.377 0.135  -0.051 -0.313 -0.086 0.151
0.052 0503 0.801 0.112 0.669 0.452
X 1 -0.339 0344  .697** T42%% -0.27
0.084 0079 0 0 0.173
X3 1 -0.255 -0.221 -0.022 -0.376
0.199  0.269 0.914 0.054
X4 1 0.374 .506%* 0.116
0.054 0.007 0.564
Xs 1 .836%* 0.047
0 0.814
X 1 -0.156
0.437
X7 1

** Correlation is significant at the 0.01 level (2-tailed).

Where,

X = GDP growth (annual%)

X,= Exchange Rate (LCU per US$ period average)

X;= Export of goods and services (% of GDP)

X4= FDI net inflows (% of GDP)

Xs= Gross FCF (% of GDP)

Xe= Import of goods and services (% of GDP)

X,= Inflation, consumer prices (annual%)

There is a significant relationship between exchange rate
and GFCF, FDI inflows and Import, exchange rate and
Import, and GFCF and Import. It means that the Exchange
rate and GFCF, FDI inflows and Import, exchange rate and
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Import, and GFCF and Import of Nepal are correlated and
changes in one results into positive change in another. The
significant relationship between these two variables to each
other suggests that a change in one factor results in a
significant change in another factor.

There is no significant relationship between GDP growth
and Exchange rate, export, FDI inflows, import and inflation.
It means that GDP growth and the mentioned variables are
correlated and changes in one results in a moderate positive
change in another. Similarly, this study found no significant
relationship between Exchange rate, Export, FDI inflows and
Inflation. Also, this study found no significant relationship
between Export, FDI, GFCF, Import and Inflation. Further,
there is no significant relationship between FDI inflows,
GFCF and Inflation; and between Import and Inflation.

4.2. Regression Analysis

In this research, the functional expression between the
dependent variable GDP and independent variables of Nepal
can be expressed as,

Y= Bo + BiXit PoXy + P3Xs + PaXy + PBsXs + PeXe

Where,

Y, = GDP growth (annual%)

X; = Exchange Rate (LCU per USS$, period average)
X, = Export of goods and services (% of GDP)

X3 = FDI, net inflows (% of GDP)

X4 = Gross FCF (% of GDP)

X = Import of goods and services (% of GDP)

X = Inflation, consumer prices (annual%)

Table 2. Regression Analysis of GDP and Independent Variables of Nepal.

Independent variables Beta Coefficient t Sig. VIF
(Constant) 7.642

Exchange Rate (LCU per USS$, period average) -.064 -2.132 .046 4.166
Exports of Goods and Services (% of GDP) -.092 -1.205 242 2213
FDI, Net Inflows (% of GDP) -1.912 -1.090 .289 1.644
Gross FCF (% of GDP) -.599 -2.637 .016 4.434
Imports of Goods and Services (% of GDP) 467 3.119 .005 6.815
Inflation, Consumer Prices (annual%) .060 .560 .582 1.788
F Value 2.610

P Value 0.049

R Square 0.439

The above table 2 shows that the R square is 0.439 which
means that 0.439 percent variation on dependent variable i.e.
GDP growth is described by the independent variables
(Exchange rate, Export, FDI, GFCF, Import, and Inflation)
taken under consideration in this study. The F value is 2.610
with a corresponding P value of 0.049 which is less than the
level of significance (o) = 0.05 signifying that there is a
significant relationship between GDP growth and other
independent variables of the regression equation. Also,
Variance Inflation Factor (VIF) of all the data is less than ten,
suggesting that multi-collinearity issue is not severe for the
independent factors taken under consideration.

The regression coefficient of the Exchange rate (R.s. /$),
GFCF and Import shows statistically significant relationship
these variables with GDP growth rate. Further, regression
coefficient of the Exchange rate (R.s. /$) is -0.064 indicates
that one unit change in exchange Rates (R.s. /$) leads to
0.064 percent negative change in GDP growth. The
regression coefficient of GFCF (-0.599) revealed that one
percent change in GFCF decreases GDP growth by 0.599%.
Similarly, regression coefficient of Import is 0.467, which
means that the one percent change in the Import leads to
0.467 percent positive change in GDP growth rate. All these
three variables reject the null hypothesis.

In another case, the coefficient of Export is -0.092, FDI
inflows is -1.912 and Inflation is 0.060, which means that
one percent change in Export, FDI inflows and Inflation
leads to 0.092 percent and 1.912 percent negative change in
GDP growth. However, one percent change in the Inflation
leads to 0.060 percent positive change in GDP growth rate.

Since the corresponding P values of all three variables is
more than the level of significance (a) = 0.05, we cannot
reject the null hypothesis.

4.3. Trend Analysis of South Asian Countries with Respect
to Year

Table 3. GDP Growth Rate of South Asian Countries Based on Sample
Period of Twenty Seven Years.

Countries Beta Coefficient t Sig.

Bangladesh 0.088 4.969 0.000
Bhutan 0.088 1.041 0.308
China -0.077 -1.273 0.215
India 0.117 2.330 0.028
Nepal -0.061 -1.538 0.137
Pakistan -0.006 -0.125 0.901
Sri Lanka 0.032 0.639 0.529

In the above table 3, the data are based on the sample
period of 1990 to 2016. In the case of India and Bangladesh,
for the sample period of 1990 to 2016, the Beta coefficient is
0.117 and 0.088 respectively which indicates that the annual
GDP growth rate is statistically significant and positive.
Hence, we can say that India and Bangladesh have significant
and positive GDP growth. For the sample period of 1990 to
2016, the Beta coefficient of Bhutan and Sri Lanka is 0.088
and 0.032 which indicates that the annual GDP growth rate is
positive. Despite, the growth of Bhutan and Sri Lanka are
positive. But in both case the relationship has not statistically
significant. However, for the country China, Nepal and
Pakistan Beta coefficient is negative. It indicates for the
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respective countries the GDP growth is in decreasing trend.
However, the value is not statistically significant. Therefore,
there is no sufficient evident to claim that they have negative
GDP growth rate.

Thus, it can be seen that from the sample period of 27
years, India has the highest and significant growth rate while
China has the lowest growth rate which is not significant.
Also, Bangladesh has a significant growth rate.

5. Conclusion

Better economic growth is the basic aim of every country and
Nepal is no exception. The finding of correlation analysis
suggests that there is a positive correlation between the
dependent variable GDP growth and independent variables-
export and inflation. While GDP growth has a negative
correlation with the exchange rate, FDI inflows, GFCF, and
import. Similarly, as per the regression analysis exchange rate,
GFCF and import have a significant impact on the economic
growth of Nepal. On the other hand, export, FDI-net inflows,
and inflation-consumer prices do not have a significant impact
on the economic growth of Nepal. Thus, three independent
variables have a significant relation with GDP growth which
means that change in these independent variables have a greater
impact on GDP and hence on economic growth of Nepal.

Further, the cross-country evidence shows that Bangladesh
and India have a significant positive GDP growth trend,
while Bhutan and Sri Lanka have a positive GDP growth
trend but do not have a significant growth. Also, China,
Nepal, and Pakistan do not have a significant growth and
their growth trend is negative. When considering the first
significant factor in contributing to the economic growth of
Nepal, it has a pegged exchange rate regime with Indian
currency which in turn is neither completely free-floating nor
fixed, but is managed by the Reserve Bank of India through
buying and selling other currencies.

Therefore, a steady and stable business climate for
favorable trade and investments is difficult to create in such a
scenario. In addition to this, as per the result, import also has
a significant role towards the economic growth of the nation.
However, it would not be fruitful for Nepal to rely more on
imports. So, taking care of this result what can be done is that
the government of Nepal should take serious steps to reduce
import & increase export by relying more on its own
productions with absolute advantages than enjoying products
from abroad. Also, agricultural productions can be enhanced
as Nepal has a better potential in the agricultural sector which
can contribute better to GDP growth. Similarly, GFCF
accumulation can be achieved by an increment in
investments, land improvements, plant and machinery
purchases, the construction of roads, railways and so on. And,
we can say that Nepal has significantly improved in this part.
Meanwhile, the nation is in a move to build railway system
with India and China, so this would add to GFCF
accumulation. Likewise, this study suggests policymakers to
make tight policies against the reduction of inflation in the
country by better-implementing tools such as controlling the

money supply in the market through open market operation,
setting up the appropriate interest rate and setting of bank
reserve requirement.
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