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Chapter 1
INTRODUCTION

1.1. General Background

Nepal is a small landlocked country with underdeveloped economy. The country
is mainly based on agriculture. Agricultural sector provides employment to about 75% of
the country's labor force and contributes approximately 42% of the GDP. One third of
the agricultural GDP is contributed by the income obtained from livestock. According to
World Development Report 2005, Nepal remains in general poverty with very low per
capita income about 240 US dollars. As we see the population growth rate of Nepal
stated by Central Bureau of Statistics, Population Census 2001 is 2.24%. It means that
the very low productivity and heavy population pressure are still dominant features of the
Nepalese economy. Factors of production are of poor quality. The economy is
characterized by surplus unskilled labor and acute shortage of skill manpower and
capital. There is lack of entrepreneurship talent because cast, religion, sex etc. govern
entrepreneur class and economic activities are performed based on prescription not on
ascription. The economic scenario suggests a paradoxical case in that there is shortage of
financial resources on the one hand and the existence of underutilization of available
factors of production on the other hand. Even the small industrial capacity whatever
exists is not fully utilized. The managerial and administrative capabilities are yet to be
standardized in the formal sectors of the economy as well. The paces of technological

innovation in all spheres of economic activities are yet to be enhanced.

Nepal has already undertaken four and half decades of planned development
efforts. Nine periodic plans are completed and now we are running in tenth plan. In the

past nine plans, we have done some progress on the field of infrastructure like transport,
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power, communication, education and health sectors. However, this progress in not
sufficient and Nepal has yet to achieve a favorable record of economic management. For
this, the resources raised domestically, received in aid from international agencies and

friendly countries should be put to the best use.

The main problem of underdeveloped countries like Nepal is to achieve economic
stability and to accelerate economic development. For economic development, we should
have both fiscal and monetary measures. As an agricultural country, Nepal has many
unutilized resources because of the lack of adequate capital, infrastructures and modern
technology. Therefore, the necessity is those traditional ideas and techniques should be

replaced by new ideas and inventions.

Fiscal as well as monetary measures are important for running the pace of
economic development. Fiscal measures indicate the government revenue, expenditure,
budgeting, deficit finance, tax structure, debt policy etc. and monetary measures
emphasis the activities related to the central bank, commercial banks, financial
institutions, development banks, co-operatives etc. The objective of both fiscal and
monetary policies is the economic stability and development in the country. The research
focuses mainly on the fiscal policy and deficit financing which is an instrument of

resource mobilization.

The major instrument of democratic government to intervene the public economy
is the fiscal policy, which is guided by different philosophies. Chelliah states: "Under
fiscal policy the government uses its expenditure and revenue programs to produce
desirable effects and avoid undesirable effects on the national income, production and
employment”(Chelliah 19). There are mainly two types of fiscal policies, one is
expansionary and the other is contractionary. The choice of the policy depends upon the

goal of the economy. Basically, the choice of the policy adopted by the country appears
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through the budgetary system. Theoretically, there are three types of budgetary policies

in an economy. They are:
eBalanced Budget
eSurplus Budget
eDeficit Budget

The balanced budgeting represents the situation where the total public receipts
(income) equal to public expenditures. In surplus budget, total receipts of the
government exceed its expenditures. On the contrary, when the expenditure exceeds

income then we generally denote it as the deficit budget or fiscal deficit.

Budgetary deficit is defined as loan financing of all excess governmental outlay
over revenue receipts. Deficit financing is known as the tool to manage the funds for

deficit budgeting. In this context, Tyagi states:

Deficit financing mainly takes the shape of borrowing from the central
bank. The simple mechanism is that government hands over its securities
to the central bank, on the backing of which central bank issues paper
currency by resorting to the printing press. It means that deficit financing
results in the increase of total money supply in the country. Thus, deficit

financing is expansionary in its effect on the economy. (Tyagi 455)

Thus, deficit financing can be used as an important tool of financing government
expenditure. It means as filling the gap caused by the excess of government expenditure
over its receipts through the creation of new currency. In this context, Lekhi states:
"There are mainly three techniques of deficit financing as: borrowing from central bank,
withdrawal of its cash balances from the central bank and issuing of new currency, i.e.,

printing of more notes and putting into circulation™ (Lekhi 364).
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1.2. Statement of the Problem

In Nepal, the first budget was announced in 1952 and the first fifth year periodic
plan was started in 1956. During the early years of planned development process, the
priority was given to build infrastructures such as transportation, education, health and
communication. The concept of balanced growth was introduced in the third plan and the
country was divided into four regions. The budget expenditure rose from 0.33 billion in
the first plan to 3.54 billion in the fourth plan. In this context, the concept of deficit
financing was introduced only in the third five-year plan for the first time and this
enabled the government to obtain the necessary financial resources for the different

plans.

There was not any serious problem of meeting the required expenditure over
government revenue at the beginning of the development process. It was only after the
second plan period that the increase in the expenditure exceeded the increase in the
revenue. So there exists the situation of resource gap and it has been widening over years

as shown in the following table.

There are some inherent problems in Nepalese economy, so the deficit financing

has been widening continuously. The main problems regarding Nepalese economy are:
1. Decreasing saving investment ratio
2. Lack of proper domestic resource mobilization
3. Declining revenue surplus for development expenditure

The deficit financing may play crucial role in the development process to a
certain extent, if it is utilized and managed properly. But it may carry some effects such
as increase in money supply and increase in foreign loan, which is accompanied with the

high rate of inflation and other macro economic imbalances.
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Table 1.1
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(Rs. in millions)

Fiscal Year Total Total Resource | Resource Gap | Total GDP | Resource Gap
Expenditure Revenue Gap as % of Total as % of Total
Amount* Expenditure GDP
1984/85 8394.8 3916.6 4478.2 53 44441.0 10
1989/90 19669.3 9287.5 10381.8 53 99702.0 10
1994/95 39060.0 24575.2 14484.8 37 209976.0 7
1999/00 66272.5 42893.8 23378.7 35 366251.0 6
2003/04 92107.2 62227.0 29880.2 32 472424.0 6

*Resource Gap = Total Expenditure- Total Revenue (Tax and Non-tax)

Sources: (a) Economic Survey, Various Issues

(b) Budget Speech, F/Y 2004-2005

There are some well-accepted problems due to the cause of the deficit financing

which are as follows:

Increase in money supply

. Adverse effect on saving

Less investment

1. Rise in price level (Inflation)

. Adequate speculative activities

Unequal distribution of income and wealth

Considering the above problems, this study tries to analyze the positive and

negative role played by deficit financing in Nepal. It is the main problem to be focused in

this study.




Paudel 6

1.3. Objectives of the Study

The main objectives of this research work are:

1. To study and analyze the trend of resource gap and deficit financing in Nepal for

the period 1984/85 to 2003/04.
2. To identify the factors responsible for growing deficit financing.
3. To study the impact of deficit financing on money supply and price level.
4. To study the impact of government expenditure on deficit financing.
5. To recommend appropriate policy measures.
1.4. Significance of the Study

Deficit financing carries many problems in an economy as mentioned above. If
managed well it can boost the economic development of a country. This study is an
attempt to catch up whether deficit financing can be help or hindrance for economic
development and how much it is responsible for raising money supply and price level. In
this context, this study is very much significant. By this research work, the other research
workers and concerned persons will be beneficial and planners and policy makers will

get information about deficit financing of Nepal to adopt suitable policy.
1.5. Hypothesis

The hypothesis of this study is: "The deficit financing has significant impact on

money supply and price level and the government expenditure has positive impact on it".
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1.6. Limitations
The following are the limitations of this study:

1. Due to the time and resource constraints, this study covers only the period of 20

years (1984/85 to 2003/04).
2. Only the case of Nepal is studied.

3. Due to the unavailability of data, it is assured that the national urban consumer

price index represents the overall consumer price index.

4. Only the impact of deficit financing on money supply and price level and the
impact of expenditure on deficit financing is analysed neglecting the other

variables.
5. The data used in this thesis are secondary and nominal.
1.7. Chapter Scheme

The research work is divided into 5 chapters. The first chapter is the main
framework and basis of the research work. The second chapter provides theoretical
concept and presents the review of literature. As the methodology is very important

aspect of this research work, it is presented separately in third chapter.

In fourth chapter, presentation and analysis of data is done. It is done in two ways
viz. the descriptive analysis is based on trend analysis with the help of tables and graphs
and quantitative analysis is based on estimating regression equations using various
econometric tools. After all, the findings of this research are presented in the form of
summary, conclusions and suggestions in chapter five. The implementation plan for the
major suggestions is also given in brief. Bibliography and appendices are at the end of

the research work.
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Chapter 2
THEORETICAL CONCEPT AND REVIEW OF LITERATURE

The first part of this chapter is related to the concept and theories in the topic
deficit financing and the second part deals about the review of available literature.
2.1 Theoretical Concept
In this part, the meaning of deficit financing and deficit budgeting, difference
between them, historical background of deficit concept, role, sources and types of deficit
financing etc are discussed in brief.
2.1.1 Meaning of Deficit Financing
Deficit financing is an important tool of financing the government expenditure. In
simple words, it means as filling the gap caused by the excess of government expenditure
over its receipts through the creation of new money. The meaning of deficit financing as
mentioned in Collins Dictionary of Economics is:
The excess of government expenditure over government receipts in any
one fiscal year. Government receipts are primarily in the form of taxation
of individuals and institutions but there are other miscellaneous receipts
such as the scale of government holdings in private or public enterprises.
The operation of a budget deficit (deficit financing) is a tool of fiscal
policy to enable government to influence the level of aggregate demand
and employment in the economy. Such a policy was advocated by Keynes
in the 1930s to offset the depression which occurred at that time. (Collins
Dictionary of Economics 47-48)
R. G. Kulkarni defines deficit financing as: "The financing of a deliberately

created gap between public revenue and public expenditure, the method of financing
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resorted to being borrowing of a type that results in a net addition of national outlay or
aggregate expenditure™ (Kulkarni 15).

The term however has been differently used in the advanced countries of the
west. In this context R. K. Lekhi states: "Therefore, in the western sense the financing of
all public expenditure in excess of public revenue in current account is called as deficit
financing™ (Lekhi 363).

Thus deficit financing denotes the financing of a gap that is created by public
expenditure over public revenue in a year or plan period. Generally, there is a tendency
of analyzing deficit financing for a fiscal year where the government presents its
expenditure and revenue scheme. But occasionally there is also the tendency of
analyzing deficit financing for specific plan period, such as five year plan.

2.1.2 Deficit Budgeting

Deficit budgeting is the deficit seen in the annual budget. It is the gap between
the total receipts and total outlays. The term budget deficit is broadly defined in two
ways. First, in the sense of advanced economies and secondly in the sense of developing
countries. In the advanced industrial economies of the west, it is defined as loan
financing of all excess governmental outlay over revenue receipts. In developing
countries, it is defined as the net increase in the securities (bonds and treasury bills) and
withdrawal from cash balances.

According to Tyagi: "In fact, in western countries, any expenditure of the
government beyond its current income is called as deficit financing and loans from the
public and commercial banks are not treated as the income of the government. Thus,
there is no difference between budgetary deficit and deficit financing in western sense"

(Tyagi 455).
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Thus, budget deficit is the excess of government expenditure over total

government receipts. It is also called fiscal deficit and needs to be financed by the

internal and external sources.

2.1.3 Difference between Deficit Financing and Budget Deficit

The budget deficit does not represent deficit financing. Deficit financing is a

wider concept than the budget deficit as mentioned below.

Deficit Financing

Budget Deficit

The method of financing budget deficit is

known as deficit financing.

The deficit on capital and revenue account is
combined and expressed as overall position

which is known as budgetary deficit.

The expenditure incurred by the government
in excess of its current revenue and do not
treat borrowings as the revenue of the

government.

The expenditure incurred by the government
in excess of its current receipts in the form of

taxation, revenue receipts and borrowings.

Deficit financing is the increase in public

expenditure due to public borrowings.

Budget deficit is generally financed out of
market borrowings (i. e. out of saving of the

public).

The effects of deficit financing are measured

by the increase in the volume of money.

The effects of budget deficit are measured by

liquid assets held by the public.

More inflationary in nature.

Less inflationary in nature.

Broader concept than budget deficit.

Narrower concept than deficit financing.

In Nepalese context, it is the deficit before

foreign grants.

Deficit Financing = Total Expenditure - Total
Revenue (Tax and Non-tax)

In Nepalese context, it is the deficit after

foreign grants.

Budget Deficit = Total Expenditure - Total
Receipts (Tax and Non-tax Revenue +

Foreign Grants)

The amount of deficit financing is always

more than the amount of budget deficit.

The amount of budget deficit is always less

than the amount of deficit financing.

It is also called overall deficit or revenue
deficit.

It is also called fiscal deficit.
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2.1.4 Historical Background of Deficit Financing

Deficit financing is an instrument of fiscal policy. Thus, to know the historical
background of deficit financing, it is necessary to observe the fiscal system of the

different era.

In classical system, market mechanism prevailed and the full employment,
optimal allocation of resources and equitable distribution of income were considered to
be attained automatically through the operation of free economic forces. The economic
system was laissez-faire and the principle of sound public finance was that the budget

should be balanced annually.

Neo-classical economists provide a theoretical explanation of the importance of
deficit budgeting for the economic development. They only pointed out that there exists
certain misdirection of resources in the economy which should be corrected so far as

possible by fiscal measures.

It was Keynes in the period of great depression in 1930s, who published the book
"General Theory of Employment, Interest and Money" in 1936 and advocated the policy
of deficit financing. Keynes argued that government should intervene by deliberately
unbalancing its budget in order to inject additional aggregate demand into a depressed

economy and vice versa.
The Collins Dictionary of Economics mentions as:

Since the Second World War most western governments have tended to
operate a budget deficit to keep employment high and to promote long-term
economic growth. This has been financed by increasing the Public Sector

Borrowing Requirement (PSBR) through the issue of treasury bills and long
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term bonds...Government borrowing in excess of the amount required to

promote long term growth. (Collins Dictionary of Economics 48)

In this way, the concept of deficit financing given by Keynes was to overcome
from the situation of great depression in the economy. But after Keynes, it has been the
usual practice to meet the government expenditure for economic growth and
development.

2.1.5 Role of Deficit Financing in Different Stages

The role of deficit financing may be viewed as follows:
2.1.5.1 During War

Modern wars are not exclusively the affairs of armed forces but a matter of
universal concern. Wars are attributed to be a costlier process. It is difficult for the
government to finance war expenditures through its normal methods of resources. The
cost of war in terms of money and material has been immensely increased due to the
highly sophisticated advanced weapons and armaments. A huge amount of resources is
mobilized to finance war which in one hand, rises the prices because of the increased
purchasing power is injected into the economy through war purchases and on the other
hand, the resources are transferred from the general public not for increasing the
production but for the destructive war effort.

Deficit financing due to the war causes to expand the currency through printing
of paper money or by borrowing from the central bank or by running down of its
accumulated cash balances. In this scenario Harber states:

Due to the deficit financing in war period, all the different categories of
inflation may be presented with more or less intensity. Price, money
wage, cost and currency interact each other. The intermixture of these

types of inflation during war springs mainly from the excess demand
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generated through increasing resources to deficit financing, which is not
counter balanced, in many cases, with the scarce supply available to the
civilian sector. If such inflationary forces are not held under check
through appropriate controls, war inflation assumes a serious open
inflation form. And after then it may lead to 'hyper-inflation' and ‘flight
from cash'. Such a phenomenon is closely connected with a highly
abnormal condition of expectations concerning the future of prices.
(Herber 389-90)

The expenditure made to finance war is not useful for the betterment of the
economy. This sort of expenditure gives rise to the purchasing power and raises the
demand for goods but declines in the availability of goods. Hence, during war period
deficit financing seems to be inflationary in nature.

2.1.5.2 During Depression

During depression deficit financing is considered as a powerful and major tool to
pull the economy out of it. The fall in effective demand in depression leads to
unemployment and decreases the purchasing power of the people. In this stage, the
deficit financing by the government promotes recovery and reduces the intensity of

business cycle.

About this, Tripathy states: "According to the Keynesian framework, deficit
spending of borrowing money or credit creation helps the economy in the depression
period by two way. First, it mobilizes the surplus resources which exist in the economy
and which can not be mobilized due to the scarcity of financial resources. Second, deficit

financing creates the new resources in the economy" (Tripathy 358).

The government needs to mobilize the resource available in any form to coup the

condition of depression. The additional money created by deficit financing may increase
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the total spendable funds which in turn push the aggregate demand and employment in
the economy.

2.1.5.3 During the Period of Economic Development

A country needs a huge amount of capital to enhance the pace of economic

development and to achieve high growth rate. In this scenario Lekhi states:

Capital formation is the key-factor in the economic development of a
country. So, far as the underdeveloped countries are concerned, they are
capital-deficit countries. Saving is the basic source of capital formation
and underdeveloped countries have a very low voluntary saving-income
ratio. Despite the fact that deficit financing leads to inflation, it can be a
significant domestic source of capital formation in a low saving poor
country. It may stimulate resources to mobilize for economic

development. (Lekhi 368)

The underdeveloped countries (UDCs) are suffering from low level of income
and investment. The ratio of saving and investment is very low. It means there is a vast
gap between saving and investment. There is lack of resources for sufficient investment
and the resource gap is going to be widened day by day. The economies of UDCs are
predominantly agricultural sector is highly inelastic. The disguised and open
unemployment exists in the economy. There exists vicious circle of poverty and a huge

number of population lies under the poverty line.

Deficit financing to an extent, may be justified for stimulating rapid economic
development but an unlimited deficit tends to create tremendous harms than good due to
its inflationary impact. The dangers of deficit financing which lead to inflation is more in

UDCs than DCs. Thus, it can be said that deficit financing is essential as a useful method
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for financing development activities in backward countries but it should be use properly.
Whether managed in proper manner, deficit financing proves worthwhile for making the
best use of un-utilized and surplus resources which exist in the economy. It is helpful to

create new resources and to accelerate the rate of economic development.

Deficit financing does not always lead to inflation. If the government expenditure
is used in productive sector, its inflationary impact will be counteracted. But it takes a
long time for investment to bear fruit. Therefore, sincere efforts should be made to assess
to what extent the economy can absorb a certain amount of deficit financing.
2.1.6 Sources of Deficit Financing

To bridge the resource gap, there are mainly 3 sources of deficit financing
expressed by many economists. They are public borrowing, external financing and
inflationary financing.

2.1.6.1 Public Borrowing

Public Borrowing is the first method of financing public sector's deficit. The
fiscal authority may mobilize the savings of the public sector through public borrowings.
If the government becomes able to tape sufficient public savings through voluntary
loans, it will partially solve the problem of financing public sector deficit by a non-
inflationary method. If the buyers of government securities reduce their spending in
order to buy them, then the voluntary savings may be considered as anti-inflationary. The
diversion of saving from other liquid assets to government securities will not have anti-
inflationary effects. Therefore, it is necessary to make lending to the government

attractive to potential savers.
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2.1.6.2 External Finance

It is another source to finance public sector deficit. External finance is to mean
the financing from outside the country or from foreign savings. In this context, Kulkarni

states:

The flow of foreign capital is advantageous many points of view. It
provides the recipients country with means for acquiring local resources
for domestic investment, it supplies foreign exchange for importing
necessary material and equipment directly require for development
projects and also makes it possible to import other commodities which
will be demanded indirectly as development proceeds and national

income increases. (Kulkarni 95-96)

The external resources may come from private or public sources. This may be in
the form of loans and grants. Private foreign investment may be either in the form of
direct investment or portfolio investment. Public foreign investment is in the form of
public loans and grants from foreign government or international agencies for the past
experience of other countries until the outbreak of the Second World War, private
foreign investment flowed considerably but since then the trend is toward a substantial
growth of inter-governmental or international loans or grants.
2.1.6.3 Inflationary Financing

Another source of deficit financing is inflationary financing. The process of
inflationary financing such as activation of idle hoards and creation of new money give
the government a command over real resources. It raises the price level which in turn
compels the public sector to reduce its demand for these resources.

In this context, the deficit financing is considered as an inflationary method of

financing investment expenditure. The voluntary savings are insufficient in these
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economy for the requirements of capital formation and inflationary financing is
considered as a method of forced saving.
2.1.7 Types of Deficit Financing

According to the impact of deficit financing on price, it is divided into two types
as: non-inflationary and inflationary deficit financing.
2.1.7.1 Non-inflationary Deficit Financing

The argument which favors this viewpoint is of the opinion that deficit financing
is not always inflationary. When deficit financing is on a scale not larger than the need to
increase money supply, necessary in order to meet the liquidity for a growing economy,
it is non inflationary. In this context Singh states: "Deficit financing is non- inflationary
if it is nearly used to import goods. In this case, it is the utilization of government
accumulation abroad or that of foreign borrowing. Similarly a deficit financing can be
non-inflationary if government mobilizes the domestic financial resources in the form of
individuals' savings or profit that comes from enterprises” (Singh 70-71).

2.1.7.2 Inflationary Deficit Financing

The school who argues deficit financing as inflationary says that its direct result

is an increase in the total money supply with public. In this context, Lekhi states:

Credit policy of the central bank and other economical banks play vital
role. Since, newly created money is utilized for investment expenditure,
this raising purchasing power in the hands of public but the supply of
consumer goods does not expand at the similar rate with the result that
prices tend to rise. If this trend is kept unchecked inflationary pressure

may spread over to other sectors of the economy. (Lekhi 370)

Taking the above two views in considerations, for UDCs the deficit financing

might be needed to draw the countries productive resources into full use, but it is also
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argued that when it results in higher price rise, it is rather like a drug. So it is not to be
dangerous from a mild level of inflation because it promotes the economic activities in
the developing countries which provide by borrowing rather than money creation.
2.2 Review of Literature

This research work is concerned with deficit financing, so, in this part, the
theoretical developments and empirical readings in the related subject have been
reviewed below.

2.2.1 Deficit Financing: Theoretical Developments

The theoretical developments in the field of deficit financing are summarized
here. The views as given by different school of economists such as: traditional view,
modern view etc. are discussed below in brief.

2.2.1.1 Traditional View

In traditional view, deficit financing has been defined as the financing of a

deliberately created gap between public revenue and public expenditure.
Public Deficit = Total Public Expenditure - Total Public Revenue

There are three types of deficit usually defined by the economists having
traditional view. They are budget deficit, revenue deficit and fiscal deficit. Budget deficit
is the excess of total expenditure over total receipts. Total expenditure includes both
revenue expenditure and capital disbursement. Likewise, total receipts include both

revenue and capital receipts. Symbolically,
Budget Deficit = Total Expenditure — Total Receipts

Revenue deficit is the excess of expenditure over revenue. It reflects the failure of

government to meet its current expenditure out of its current revenue. Symbolically,

Revenue Deficit = Total Expenditure — Total Revenue
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Fiscal Deficit is defined as the difference between total revenue receipts and

capital receipts but excluding borrowing and other liabilities. Symbolically,

Fiscal Deficit = Total Expenditure — [(Revenue Receipts (tax and non-tax) +
Capital Receipts (only recovery of loan and other receipts)]

2.2.1.2 Modern View

The World Bank has given different alternative views to measure the public
deficit. According to World Development Report 1988, correct way to measure the
public deficit depends on the purpose. In this sense, WDR 1988 states: "The most
obvious objective is to measure the net claim on resources by the public sector, this in
turn influences the external deficit, inflation, domestic interest rates and employment”

(World Bank ,WDR 1988 56)

The Public Sector Borrowing Requirement (PSBR) can be a useful indicator to
measure public deficit. The PSBR represents the total excess of expenditure over revenue
for all government entities, all of which must be financed by new borrowing net of
repayment of previous debt. It is also called the consolidated public sector deficit, where,
expenditure includes wage of public employees, spending on goods and fixed capital
formation, interest on debt, transfers and subsidies. Similarly, revenue includes taxes,
user changes, interest on public assets, transfers, operating surpluses of public companies

and sales of public assets. Symbolically,
Consolidated Public Sector Deficit = Consolidated Expenditure — Consolidated Revenue

Here, expenditure does not include amortization payments on government debt or
accumulation of financial assets, while revenue does not include the draw down of cash
reserve. The consolidated public sector deficit is the most comprehensive deficit

measure. But it can be misleading in those countries where high rate of inflation exists
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due to deficit financing. In this case, the World Bank has developed an alternative
measurement of deficit which is called inflation-corrected deficit or operational deficit. It
can be defined as the Public Sector Borrowing Requirement (PSBR) minus the inflation-

correction part of payment.

Another concept given by World Bank is that interest paid on debt is a result of
past deficits rather than current behaviour. A measure of the current policy stance might
therefore exclude all interest payments yielding the primary deficit which is also called
the non-interest deficit. The primary deficit measures how current actions improve or
worsen the Public Sectors' indebtedness, and it is important for evaluating the
sustainability of government deficits. Although fiscal deficits can be run indefinitely, the
primary balance must eventually become positive to cover at least part of the interest on
current debt. If public revenue and the economy as a whole grow faster than the real

interest rate, then even the primary balance can remain in deficit.

The conventional deficit measures include only the central government and
exclude provincial, municipal government, decentralized agencies and state owned
enterprises. This can be a very misleading picture when other public entities are running

large deficit of surpluses.
Let us see the relationship between different deficit concepts.
Operational Deficit = Primary Deficit + Real Interest Payment
PSBR = Operational Deficit + Inflation Correction
And

Fiscal Deficit = PSBR = Total Expenditure — Total Revenue
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This ultimately shows that the amount of PSBR is greater than operational deficit
and which both are greater than the amount of primary deficit as shown in the following

figure.
Figure 2.1

Relationship between Different Deficit Concepts
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Tanzi and Blezer discuss what they call the conventional deficit in different way
than mentioned previously, with reference to the definition set out in the IMF Draft
Manual on Government Finance Statistics (Tanzi and Blezer 711-738). This measure

arranges the payments and receipts of the government sector accounts as follows:

Fiscal Deficit = Revenue + Grants — (Expenditure on goods and services +

Transfer Payments + Net Lending)
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Or alternatively,
Fiscal Deficit = Borrowing + Net Decrease in Cash Holding - Amortization

This approach does have its shortcomings. First, the definition emphasizes cash
flow concepts rather than accrual concepts of accounting. At time, the cash flow may not
fully reflect underlining trends. For instance, if the government purchases goods and
services and delays payment, the cash concept may not reveal in the current year that the
level of spending has changed. Tanzi points out that while capturing the monetary impact
of the budget, the cash concept may not capture the income creating (i.e. the Keynesian)
impact. They note that in the heyday of Keynesian economics (the mid sixties), the

accrual concept was generally preferred to the cash concept.

Finally the World Development Report 1988 discusses the structural deficit. This
measure presents the deficit adjusted for up and down turns in the business and
commodity cycle and the factors might cause temporary deviations from the trend level
of expenditure and tax revenue. Such temporary deviations might be caused by any
temporary expenditure or tax policy such as a tax amnesty or a decision to withhold
government sector wages. While in theory, the structural deficit is clear cut in practice it
is often difficult to calculate, particularly in UDCs.

2.2.2 Deficit Financing: Empirical Readings

In the concerned title, many articles and theses have been written. There are
many controversies regarding the use of deficit financing for the growth of the economy.
Those who advocated the use of deficit financing argue that in most of the developing
countries, due to the inadequate government revenue, the major portion of the
development programs has to be financed by inflationary finance. But at the same time,

there are a group of people who oppose deficit financing in the ground that it will cause
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for inflation and the society will have to bear substantial welfare cost which may be
greater than the gain. In this regard, it is worthwhile to review some relevant literature
both by the national and international researchers. So, the opinions given by the scholars
have been presented below.

2.2.2.1 International Researchers' Findings

Recent research has emphasized the importance of obtaining a complete picture
of the public sector claim on resources by including all levels of the public sector. Builter
concluded that the consolidated public sector deficit should include data not only on the
central government accounts, but on general and local accounts as well as on

decentralized public agencies and state owned enterprises (Builter 307-349).

In this regard, V. Ramangkura and Nidhiprabha made an analysis of public sector
deficits of Thailand. The research was made to capture the effect of public deficit on all
relevant macroeconomic variables. The model consisted of 45 equations 28 of which
were behavioral and 70 of which were identities. The simultaneous system of equations
was important to burden the scope of the analysis to understand how the equilibrium is
achieved in all markets simultaneously. For example, when the private spending is
changed, national income, imports and other price level will be affected. Therefore, the
net effect of the public deficit can be examined by utilizing small macroeconomic model

(Ramangkura and Nidhiprabha 10-11).

They started the model from foreign trade then related it to the government

budget deficit as:
Dg=Cg+Ig-T
Where, Dg = Government budget deficit

Cg = Public consumption expenditure



Paudel 24

Ig = Public capital formation

T = Government tax revenue

And the government deficit will be financed by such a way:
Dg = A BF + AGBp + AGBb + AHg + GSB — OG

Where, Dg = Government deficit

BF = Stock of government's external debt

GBp = Government bond held by private sector

GBb = Government bond held by commercial banks

Hg = Claims on government by banks of Thailand

GSB = Government's borrowing from government savings bank
OG = other financing of government deficits

A = Incremental change of corresponding variable

The more recent concept of measuring public sector deficit is the concept of
sustainable fiscal deficit. It is widely used model by World Bank's exports and other
international scholars, since early 1990s. The study of Morande and Hebbel was focused
on obtaining bonds for sustainable deficits of the public sector. The sustainability
concept applied here refers the feasibility of the dynamic path of public liabilities for
given demands by the domestic private and foreign sectors for these liabilities. They
further say: "A sustainable deficit is hence defined as a level consistent with maintaining
unaltered holding of public liabilities, in proportion of GDP, by domestic private and

foreign creditors" (Morande and Hebbel 32-33).
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It follows work on fiscal sustainability developed by Builter (1983) and Van

Wijnbergen (1991) with the application of Turkey (1988) and Morocco (1990).

In Chile, the analysis of deficit financing was concentrated to make the public
deficit sustainable by Marshall and Hebbel. It was addressed by public debt. Along the
line of Builter, they define a sustainable deficit level as one that avoids increasing
debt/GDP ratio over time. To illustrate the implications of public debt for public finances
they started with the public sector budget constraints (Marshall and Hebbel 1991).
According to them, if the public deficit is financed through monetary creation and
issuance of domestic and foreign public debt, financing of the primary deficit, as a

fraction of GDP (d) can be expressed as:
d=m-+m(n +n)+ b +b- - b (r-n) — b*(r*-n+p)
Where,
© = inflation rate
n = GDP growth rate
r = real interest rate paid on domestic debt
r* = real interest paid on foreign debt
m = ratio of the outstanding stocks of base money to GDP
b = ratio of domestic public debt to GDP
b* = ratio of external public debt to GDP
u = rate of real deviation

- (dot over variables) denotes the rate of change per unit of time
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These different concepts of measuring the public sector deficit show that the
correct way to measure the public sector deficit depends on its purpose and the available
information. But, recently, the fiscal economists are using the sustainable public sector

deficit model which is considered as advanced model to measure primary deficit.

The IMF had conducted a research on "The Macroeconomics of the Public Sector
Deficits" in selected developed and developing countries. The eight selected countries
were: Argentina, Chile, Columbia, Cote d' Ivoire, Ghana, Morocco, Pakistan and
Zimbabwe. The major findings were published in its staff paper (Various Issues) during

the late eighties and early nineties (1989-1992).

William Easterly, in his analysis of Columbia, during the period of 1975-1987,
concludes that there is a close relationship between the means of financing the fiscal
deficit and macro economic outcomes. A debt financed deficit, being increased by about
one percent of GDP, translates the real interest rate increase of one to five percent, a
money financed deficit increased by about 1 percent translates into 15 percent points

more inflation (Easterly 1991).

Fini Ricardo in his study about the deficit financing in Morocco covering the
period 1971-1988, found that the growth rate of deficit financing remained relatively
high. He has an opinion that Morocco has made great progress toward macroeconomics
and fiscal stability but the need remains for an unshaken commitment of fiscal discipline,
a determined effort to reform tax and public spending systems. He suggests that the
rising deficit expenditure crowds-out investment. The short run benefits an output of
such policy may then be out weighted by its long-run negative impact on growth. It is
essential therefore that the commitment towards fiscal discipline remains unshaken

(Ricardo 1991).
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Morande and Hebbel, during the study of 1980/81-1988/89 in Zimbabwe, found
that the public sector deficits had grown from less than 10 percent of GDP in initial
period of the study (1980/81) but it raised up to 14 percent of GDP over 6 year span.
From which the nominal interest rates on domestic debt and foreign debt/output ratios
were continuously rising. But due to the starting of fiscal adjustment program in 1987/88
the budget deficit reduces by 3.5 percent in 1988/89 and continuously it is decreasing up
to date. The study shows that among macro-economic variables and in decreasing order,
real GDP growth, real import growth and real exchange devaluation have a negative
impact on the public sector deficit. On the contrary, increase in the domestic real interest
rate; domestic inflation and foreign nominal interest rate tend to boost the deficit in
decreasing rate. The impact analysis showed that if real GDP has to be increased by 1
percent that translates the fiscal deficit should be increased by 16 percent. For this, the
foreign real debt increased by 3 percent and domestic is by 5 percent where the domestic
inflation increases by 31 percent. This whole story tells us that the fiscal deficit has to be
reduced if sustainable development is the primary goal of the economy (Morande and

Hebbel 1991).

Using simultaneous equations system, Marshall and Hebbel analyzed the public
sector deficit of Chile during the period of 1974 — 1988; found that the public sector
deficit was over 20 percent of GDP in initial year (1974/75). After then, by introducing
VAT, due to the increased in tax revenue, the fiscal deficit was reducing continuously.
They further discussed that the inflation was high in Chile (over 20 percent) in each year,
and it was not only due to the deficit financing but also due to the other fiscal imbalances

in the economy (Marshall and Hebbel 1991).

According to the study of Ramangkura and Nidhiprabha, there is well fiscal

discipline in Thailand. According to the budgetary law of Thailand (1974), the size of the
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deficit must not exceed 20 percent of the proposed level of public expenditure. During
the study period 1974-1989, annual fiscal deficit were always less than 10 percent except
in 1974, 1988 and 1989. To correct imbalances in the economy (such as inflation,
balance of payments problem etc.) the government policies started to reduce fiscal
deficits. More recently, there is surplus budget in Thailand (Ramangkura and

Nidhiprabha 1991).

Wetzel and Islam argued that there was a close relationship between deficit
financing, price and balance of payment. An increase in deficit budget creates more price
rise and trade deficit than the growth of GDP in Ghana (during thee study period 1969-
1988). He concluded that the reduction of public sector deficit through fiscal policy had
been a key element of stabilization and adjustment. The empirical analysis of fiscal
deficits in Ghana revealed their significant effects on both the real and financial sides of
the economy (Wetzel and Islam 1991). Similarly, inflation rate was very high in Latin
America and Cote d' Ivoire due to the deficit financing concluded by IMF study on the

same period (Carlos and Hebbel 1991).

But the case of Pakistan is found to be exceptional than the other seven countries
in a research carried out by IMF. Haque and Montiel in their research paper during the
period of 1972/73- 1987/88 found that inflationary financing was beneficial, in a macro
economics sense with a high average rate of economic growth, low inflation and

relatively absence of major imbalances (Haque and Montiel 1991).

In this way, in the research of IMF, the deficit financing is beneficial only in
Pakistan but not in other countries. The experiences of other seven countries showed that
the creation of deficit financing was a matter of fiscal imbalances (such as inflation, trade

imbalance etc.) in most of the developing countries. But the results reported by IMF do
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contain at least one major surprise that the link between inflation and budget deficits was

week, at least for the countries examined in the study.

In his study Swamy said that the inflationary impact of budget deficit depends
upon the method used to finance the deficit. Using a static and dynamic macroeconomic
model, he concluded that the proportion of budget deficit financed by money creation
was a crucial determinant of the rate of price inflation. The price inflation will be greater,

the higher the proportion of budget deficit financed by money creation (Swamy 1975).

Mundell concluded that the growth argument for inflationary finance was not
apparently strong enough. For him, the argument for inflationary finance as a vehicle of
economic development had never been convincingly validated in theory. He claimed that
even rapid inflation is like to add less than 1.5 percent to the growth rate and that
maximum figure does not take into account the resource misallocation which always
accompanied inflation (Mundell 1967). Similarly, Morty (1967) and a new monetarist
economist Milton Friedman (1971) also criticized inflationary financing on the ground of

welfare cost created by inflation due to the use of such finance.

Using simultaneous equations, Aghevli and Khan examined the relationship
between the increase in money supply and inflation due to fiscal deficits in four
developing countries viz. Brazil, Columbia, The Dominican Republic and Thailand. The
basis hypothesis of the study was that, while government expenditure rises
accompanying with inflation, governments' revenue would tend to be full behind in real
terms owing to collection lags. They found that the financing of the inflation include
deficit would increase the money supply and generate inflation. Hence, the increase in
the supply of money would both case inflation and would be the result there of (Aghevli

and Khan 1978).
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2.2.2.2 Nepali Researchers’ Findings

Taking the study period 1974/75-1984/85, Integrated Development System (IDS)
has reported that resource gap have been as high as 10.08 percent of GDP during the
period under review. IDS pointed out that the resource gap had been widen because of
the continued absence of norms about the government's fiscal behavior. Due to the
widening of resource gap, IDS visualized the problem in both the short and long run. In
short run, the inflationary pressure had been increasing rapidly due to the growing deficit
financing. And in the long run, the annual growth rate of GDP (3.1 percent) was
negligible as compared to the growth rate of deficit financing (10.08 percent), where the
annual growth rate of population was about 2.6 percent under the period of review. So
there was little change in the structure of output and employment. The balance of
payment was under heavy pressure with the deficit in current account. At the same time
dept serving was also becoming an issue of serious concern. IDS concludes for a
developing country like Nepal, the widening resource gap itself would not have been a
matter of serious concern if it was related to growth in investment leading to a capacity
expansion in the economy, but due to the fact of generally stagnant rate of governmental
investment amidst growing resource gap in this sector through it in the economy as a
whole, adverse effect had been growing show that the resource gap should not be

widened (IDS 6-34).

By following monetarist's approach K.P. Upadhyay examined the relationship
between the deficit finance, inflation and balance of payment in Nepal during the period
of 1967/68-1981/82. He concluded that the effect of increase in the deficit spending
through the borrowing from central bank (Nepal Rastra Bank) has positive effect in
increase in the money supply from which the effect on the price level was positive but

was quit small and in general the effect on the output (GDP) level was positive.
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However, in the policy implication Mr. Upadhyay was against of using central bank's
credit to the government as the tool for the long run growth of the economy. He strongly
recommended that the government should involve only in infrastructure development
which will initiate the private sector investment, it is because of the point of stability of

the economy for which budget deficit financing should be increased (Upadhyay 1984).

Regarding the deficit financing in Nepal, four theses have been written under the
Tribhuvan University for the completion of master's degree in economics by Arjun Raj
Joshi (1976), Ruchila Pandey (1979), Yog Nath Sharma (1985) and Ram Saran Kharel

(1996).

Mr. Joshi using the time series data from 1965/66-1975/76 found from his
analysis that the growth rate of deficit financing was widening during the study period.
He suggested that there was no casual relationship between deficit financing and price
rise in Nepal (Joshi 1966). Ms. Pandey (1979), found the same conclusion in her study
(1965/66-1978/79). But Mr. Sharma added one more point that the deficit financing was
needed for the natural and financial resource mobilization in Nepal (Sharma 1985).
Being the nature of descriptive study based on trend analysis, no mathematical tools,

models and other statistical tests were used in all these three theses.

Mr. Kharel taking the time series data for the period 1974/75-1993/94 used some
mathematical tools, models and statistical tests and attempted to analyze the deficit
financing in Nepal on the basis of econometric study. He analyzed the trend growth and
size of deficit financing during the study period and he also utilized the econometric
tools to analyze the impact of deficit financing on price level. He finally concluded that
the connection between budget deficit and inflation is evidently complicated. Inflation of
triple and more digits is always associated with large deficit but large deficit do not

necessarily lead to high inflation (Kharel 1996).
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In conclusion, the findings of researchers are heterogeneous in nature. But it is
generally argued that there is positive relation between deficit financing and price level
in Nepal. Among the above review literature no one had studied the impact of
government expenditure on deficit financing. Therefore, this study is very much
significant which provides two things: first it analyzes the trend, growth and size of
deficit financing during the period of 1984/85-2003/04 and second it analyzes the impact
of government expenditure on deficit financing and also the impact of deficit financing

on money supply and price level using the econometric tools.
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Chapter 3
METHODOLOGY OF THE STUDY

The methodology used in this research work is inductive method. Descriptive as
well as quantitative method of reasoning is used to analyze the data. The variables used
in this study are specified and the models are fitted. The data source, method of data
calculations and processing, the range of the data etc. are mentioned below in brief.

The methodology is divided into two parts. The first part presents the descriptive
analysis of deficit financing in Nepal and the second part of the study is related to the
quantitative analysis. It tries to analyze the impact of deficit financing on money supply
and price level and also the impact of government revenue and expenditure on deficit
financing by using econometric tools.

3.1 Descriptive Analysis

First of all, the trend of expenditure and revenue pattern of Nepal is presented. It
helps to see the situation of resource gap in the budgetary system. Then after, this study
aims to find the revenue deficit and budget deficit in Nepal during the period of review
(1984/85-2003/04).

In Nepalese context, revenue deficit is defined as deliberately created gap
between total public expenditure and total public revenue. Where, total expenditure is the
sum of development and regular expenditure and total public revenue is the sum of tax
and non-tax revenue of our own economy which excludes the foreign grants. This is also
called overall deficit which needs to be financed and is the amount of deficit financing.
Symbolically,

Revenue Deficit = Total Expenditure — Total Revenue = Overall Deficit (Deficit

Financing)
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The other type of deficit is the budget deficit or fiscal deficit. To find the budget
deficit, the component of foreign aid (i.e. grants) is also accounted to the total revenue
which is known as total receipts. Therefore, budget deficit is the excess amount of
expenditure over total receipts.

Symbolically,
Budget Deficit = Total Expenditure — Total Receipts (Revenue + Grants)

There are two sources of financing of government's deficit in Nepal. They are
internal sources and external sources. Internal source consists of banking and non-
banking sector and the government's cash balance of each year in the study period is also
accounted under the heading of total internal loan. Similarly, external sources are
classified into foreign grants and loan. Both foreign grants and loan are further classified
into bilateral and multilateral sources. In this way the fiscal gap equals to its financing
sources (The sum of internal and external financing).

Symbolically,

Financing of Revenue Deficit (Deficit Financing) = External Financing (Grants + Loans)
+ Internal Borrowing (Banking + Non-banking + Cash Balance)

Financing of Fiscal Deficit (Budget Deficit) = External Borrowing (Loans) + Internal
Borrowing (Banking + Non-banking + Cash Balance)

Based on the actual time series data, the trend of government's budgeting
(Expenditure and Revenue), the size and trend of revenue and budget deficit are
measured in terms of GDP and development expenditure. Similarly, the contribution for
deficit financing from internal as well as external sources are discussed. For the analysis
of trend, size and magnitude, the graphical presentation, percentage and growth rates are

calculated.
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3.2 Quantitative Analysis
The quantitative method is used to know the impact of deficit financing (Overall
deficit) on money supply and price level of Nepal. Similarly the impact of government
expenditure and revenue on deficit financing is also viewed with the help of quantitative
method.
3.2.1 Basic Concept
The following statistical and econometric tools will be used for processing and
analyzing the data to get empirical results:
(1) The Simple correlation coefficient is computed between the concerned variables and
if it exists our attempt further proceeds.
(2) The regression analysis is used for analyzing the data. The ordinary least square
(OLS) method of estimation is used throughout the study.
(3) The significance of regression parameter is conformed to t-statistics, F-statistics etc.
(4) The explanatory power of the explanatory variable is known with the help of the
coefficient of determination (R?) and adjusted coefficient of determination ( R?).
(5) To know the autocorrelation between the error and residual terms the Durbin-Watson
(D-W) test is done.
3.2.2 Variables
In this study, the empirical relationships are tested with the help of statistical and
econometric tools. The relationships are developed using many variables. The values of
the variables are in time series data. Let us discuss about the variables used in this

dissertation.
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A) Dependent Variables

The variable whose value is influenced by other variable is called dependent
variable. The dependent variable is also known as explained or predicted or regressed or
response or endogenous or outcome or controlled variable. The following are the
dependent variables used in the study.

1) Narrow Money Supply (My)

Narrow money supply is the sum total amount of currency held by the public(C)
and demand deposits held at commercial banks (DD).

Symbolically,

M:=C+ DD

In this thesis, My is taken as dependent as well as independent variable. It is
taken as dependent variable when it is used to know the impact of deficit financing on
money supply in Nepal.

1) Price Level (P)

In Nepal the actual data of price is not found. So, the national urban consumer
price index is assumed to represent the overall consumer price index. Price level is the
indicator of inflation and the rise in the general price level is due to many reasons. Here,
price level (P) is used as dependent variable when it is used to know the impact of deficit
financing and money supply on price level of Nepal.

111) Deficit Financing (DF)

The overall revenue deficit is to be financed by external and internal sources
which is known as deficit financing. DF is taken as dependent as well as independent
variable. It is taken as dependent variable when it is used to identify the impact of

government expenditure on deficit financing in Nepal.
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B) Independent Variables

The variable which influences the other variable is called independent variable.
The independent variable is also known as explanatory or predictor or regressor or
stimulus or exogenous or covariate or control variable. The following are the
independent variables used in the study.

I) Deficit Financing (DF)

It is taken as independent variable when it is used to know the impact of deficit
financing on money supply and price level of Nepal.
I1) Narrow Money Supply (M1)

It is taken as independent variable when it is used to know the impact of deficit
financing and money supply on price level of Nepal.
I11) Total Government Expenditure (GE)

The government expenditure means the current spending and investment by
central government and local authorities on the provision of social goods and services,
marketed goods and services and transfer payments. In the circular flow of income
model, transfer payments are excluded from government expenditure because these are
not made in return for productive services. Government expenditure is financed by
taxation and borrowings.

Government expenditure is an important component of aggregate demand in the
circular flow of income/expenditure model and is used as an instrument of fiscal policy
in regulating the level of spending in the economy. It is the sum total of the regular and
development expenditures of the government announced in the annual budget speech. It
is used as independent variable in the model while testing the impact of government

expenditure on deficit financing in Nepal.
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3.2.3 Correlation Coefficient between the Variables

The correlation is a statistical device, which measures the amount of similarity,
i.e., the degree of association between the series of observations of two or more
variables. The degree of relationship existing between two variables is called simple
correlation whereas it is multiple correlations when it shows the relationship between
three or more variables. In the present study, we use the simple correlation. The
correlation between the variables is measured with the help of correlation coefficient.

The correlation coefficient between two variables X and Y, usually denoted by rxy

is a numerical measure of linear relationship between them and it is defined as:

rxy = N ZXY - ZX ZY
 INE X2 - (EX) 2] [NE Y2 - (V)]

(Where, -1 <y < +1)
If r = -1, there exists perfect negative correlation between the variables.
If r = 0, there exists no correlation between the variables.

If r = +1, there exists perfect positive correlation between the variables.

If the value of correlation coefficient is nearer to unity, high degree of correlation
exists and if it is nearer to zero, low degree of correlation exists.
3.2.4 Regression Analysis between the Variables

Regression analysis is a mathematical measure of the average relationship
between two or more variables in terms of the original units of data. It is the estimation
of unknown values or prediction of one variable from known values of other variables.
Simple linear regression involves a relationship between two variables but multiple
regression analysis consists of three or more variables. All of the economic concepts,

policy issues and forecasting problems consider the relationship between two or more
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economic variables. These relationships are not exact but attempt to measure the degree
of relationship only.

In regression analysis, there are two types of variables. The variable whose value
is influenced by other is called dependent variable and the variable which influences is
called independent variable. The dependent variable is also known as regressed or
explained variable while the independent variable is also known as regressor or
explanatory variable.

The linear regression equation between the variables X and Y can be written in the
usual form of a straight-line equation as:

Y =a+bX
Where, Y = Dependent variable
X = Independent variable
a = Constant term
b = Elasticity coefficient of X

By using the principle of least square method, we can estimate the value of
dependent variable when the value of independent variable is known.
3.2.5 Coefficient of Determination

The coefficient of determination is a statistical number and denoted by RZ. It is
computed with the help of sample data and represents the percentage of the total
variation of the dependent variable being explained by the changes on the independent
variables. The coefficient of determination is calculated to test the explanatory power of
the model. If the value of R? is high, the explanatory power of the model will also be

high and vice versa. The coefficient of determination is calculated by using the following

formula.

R2:1- z etz_
X(Yi- Y)?

Where, e =Y Yy
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When the coefficient of determination is adjusted to the degrees of freedom, the
adjusted coefficient of determination, R? is calculated as:

R2=1- Y e?(N-K) = 1-(1-R?) N-1
S(Yi- Y)%N-1 N-K

Where, N = number of observations
K = Number of parameters
3.2.6 Autocorrelation Test
Autocorrelation refers to the relationship between the successive values of the
error terms. Error terms are not included in the model and they link to each other with
certain functional relationship. Durbin and Watson have suggested a test for testing the
first order autocorrelation. In this study, we use the first order autocorrelation, ie, DW-
statistics.

The Durbin- Watson (DW) test statistics is defined by the following formula:

Y (er-er1)?

er= (Yi- Yy attimet
Yt = Dependent variable at time t
Yt = Estimated value of dependent variable at time t
Durbin and Watson have suggested examining a lower bound (d.) and an upper
bound (du) such that if the computed d lies outside these critical values, a decision can be
made regarding the presence of positive or negative autocorrelation. The theoretical

upper and lower limits are found in a certain level of significance depending upon the N
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(Number of observations) and K' (Number of independent variables excluding the
constant term) used in the study.

The decisions are made as follows:

d=0 = Perfect positive autocorrelation
O<d<dc = Positive autocorrelation

d=4 = Perfect negative autocorrelation
4-d.<d<4 = Negative autocorrelation

du < d < 4-dy = Neither positive nor negative

autocorrelation
d.<d<du and 4-dy < d<4-do = Indecisive Regions, i.e. no decision can be
made when d statistics lies in the given
ranges.
3.2.7 F-Test Statistics
The F-test is used to test the overall significance of the regression model at a given
level of statistical significance. F-test shows whether the movement in the dependent
variable is significantly explained or not with the change in independent variables.
The F-test statistics is computed by the following formula:

F= R? (K-1)
(1-R?) (N-K)

Where, R? = Coefficient of determination
K = Number of estimated parameters (including constant)
N = Number of observations
(K-1, N-K) = Degree of freedom

The following hypothesis is used to compute the F-test statistics.
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Null hypothesis:- Ho: a = 0, i.e., there is no linear relationship between dependent and
explanatory variables.

Alternative hypothesis:- Hi: a # 0, i.e., there exists linear relationship between
dependent and explanatory variables.

When the calculated value of F is greater than tabulated value at (K-1, N-K)
degree of freedom and the given level of significance, the null hypothesis is rejected and
it is concluded that there is significant linear relationship between dependent and
explanatory variables and vice versa.

3.2.8 t-Test Statistics

The t-test is used to examine the statistical significance of the individual
parameters at the given level of significance. It shows the degree of confidence in the
validity of estimates.

The t-test statistics is calculated by the following formula:

t= _a_
SE (a)
Where, SE (a) = / o2
\/ Z(X-X)?
GCu 2 = 292
(N-K)

ou 2 = an unbiased estimator of true oy 2

(N-K) = Degree of freedom

N = Number of observations

K = Number of estimated parameters (including constant)
The following hypothesis is used to compute the t-test statistics.
Null hypothesis:- Ho: a = 0, i.e., the regression parameter is not significant.

Alternative hypothesis:- Hi: a # 0, i.e., the regression parameter is significant.
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When the calculated value of t is greater than tabulated value at (N-K) degree of
freedom and the given level of significance, the null hypothesis is rejected and it is
concluded that the regression parameters are significant and vice versa.

3.2.9 The Models
To fulfill the objectives of this research work, the following models are used.
() Impact of deficit financing (DFt) on narrow money supply (Mxt)
M= ao+ a1 DFt+ U (3.1)
Where, M1t = Narrow money supply at time t
DF; = Deficit financing at time t
ao = Constant term
a1 = Elasticity coefficient of DF;
U = Error term
(1) Impact of Deficit financing (DFt) and narrow money supply (Mz1) on price level (Py)
Pt=ag+a1 DFt+a; My + U (3.2
Where, Pt = Price level at time t
DF; = Deficit financing at time t
M1t = Money supply at time t
ao, = constant term
a1 and a2 are coefficient of Dfiand M1t
U =error term
(111 Impact of government expenditure (GE:) on deficit financing (DF)
DF=ao + a1 GEr + U (3.3)
Where, DFt = Deficit financing at time t
GE: = Government expenditure at time t

ao = Constant term
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a1 = Elasticity coefficient of GE;
U = Error term
The above equations (3.1), (3.2) and (3.3) are treated with log-linear versions to

get the empirical results. The estimating equations in terms of log-linear form are as

follows:
INnMyut= Inag+a1InDFt+ U (3.4)
InPt=Inag+a; INnDFt+azIln Myt + U (3.5)
InDFt=Inao+aiIn GE:+ U (3.6)

Where, In M1t = Narrow money supply at time t in terms of natural logarithms
In DF, = Deficit financing at time t in terms of natural logarithms
In Py = Price level at time t in terms of natural logarithms
In GE; = Government expenditure at time t in terms of natural logarithms
oS are constants
ai1s and ays are regression parameters
Us are error terms
With the help of the above mentioned regression equations we test the hypothesis
and find the empirical results in the coming chapter.
3.3 Range of Study Period
The range of the study period is 1984/85 - 2003/04, which covers the period of 20
years.
3.4 Sources of Literature
The literatures available in Central Library, Nepal Rastra Bank Library, Public
Administration Campus Library and Inland Revenue Department Library are the sources

of literature for literature review and other purposes of this study.
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3.5 Sources of Data

The main sources of data are secondary sources and they are the nominal values.
The secondary data are taken from various bulletins, publications and official records.
The major sources of the data used in this research are: - HMG/N, Ministry of Finance,
Economic Survey, Various Issues, HMG/N, Ministry of Finance, Public Statement on
Income and Expenditure of the Fiscal Year 2004-2005 and Nepal Rastra Bank, Quarterly
Economic Bulletins, Various Issues. The statistical formulae and econometric
interpretation is based on the Basic Econometrics, fourth edition by Damodar N.
Guijarati.
3.6 Methods of Data Processing

In this research work, the log-linear method is used for data processing. The log-
linear method changes absolute level figures into log versions. The natural logarithms
having a base of e (2.718) is chosen as appropriate method of data processing.
3.7 Device for Data Calculation

The calculations are done with the help of computer. The Microsoft Excel
Worksheet is used to make the diagrams and graphs and calculate the data presented in
the tabular form while computer software program SPSS 10.0 is used to estimate the

regression equations and to perform the various statistical and econometric tests as well.
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Chapter 4
PRESENTATION AND ANALYSIS

Regarding the objectives of this study, the related hypotheses are tested and the
empirical results are presented in the tabular form. Using the time series data, we
perform quantitative as well as qualitative analysis. For the analysis purpose, we divide
this chapter into two parts. The first part covers the trend analysis of various components
related to deficit financing in Nepal. The second part covers the impact analysis of the
related variables. In this part, the data are analyzed with the help of their actual figures,
percentage change, percentage share, growth rate, difference, ratios, and graphs but in
the second part, the analysis is done on the basis of estimated regression equations. The
findings of both parts are presented at the end of the respective parts and finally they are
presented as the conclusion in the next chapter.

4.1 Trend Analysis

In this part, the various trends are analyzed. The trend of GDP, public
expenditure, public receipt etc. is viewed. Further the trend of related components such
as: the surplus budget for development expenditure, the overall deficits and budget
deficits, sources of deficit financing etc. are presented and the graphical methods are
used where necessary.

4.1.1 Fiscal Aggregates

The GDP shows the productive capacity of the economy. It is the nominal GDP
and the discretionary changes are not adjusted. In Nepal, the components of total
expenditure are identified as regular and development expenditures and the components
of total receipts are revenue and foreign grants. Table 4.1 represents the growth rate of

fiscal aggregates such as: GDP, regular and development expenditures, total expenditure,
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revenue and foreign grants, total receipts in Nepal during the study period. The annual
average growth rate of GDP, regular expenditure, development expenditure, total
expenditure, revenue, foreign grants and total receipts was observed as: 13.3%, 18.2%,
10.2%, 13.6%, 15.9%, 34.6% and 18.1 % respectively.

During the study period; GDP, regular expenditure, revenue and total receipts
show growing tendency. Exception to those, development expenditure, total expenditure
and grants although show growing trend but for some of the years of the whole period,
they are declining.

According to table 4.1, there seems overall expansion in the fiscal variables
except those for some years but the expansion is not uniform. GDP has the growth rate
of 3.1% to 24.8 %. It is maximum in 1991/92 (24.8%) and minimum in 2001/02 (3.1%).
The maximum growth rate of 55.2% was observed for regular expenditure in 1994/95
and minimum of 8.1% in 1993/94. Revenue has maximum growth of 28.6% in 1986/87
and minimum of 3.2 in 2001/02. Similarly, the highest growth rate for total receipts was
observed in 1987/88 and 1994/95 (29.8%) and lowest in 1988/89 (0.3%).

The development expenditure, total expenditure and grants show contraction for
some years. The maximum growth rate for development and total expenditure is
observed in 1988/89 (30.8% and 27.6%) and minimum almost negative in 2001/02
(-15.1% and -2.2). While observing grants, it is found that in the years 1988/89,
1991/92, 1993/94, 1997/98 and 2001/02, the growth rate is negative. For it, the

maximum growth rate is for 1992/93 (130.8%) and minimum for 1993/94 (-36.9%).
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Growth Rate of Fiscal Aggregates
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Regular Development Total Total
FIY GDP | Expenditure Expenditure Expenditure | Revenue | Grants | Receipts

1984/85 | 12.8 27.8 6.3 12.9 14.9 53 12.9
1985/86 | 19.7 23.3 13.2 16.7 18.6 27.0 20.2
1986/87 | 14.9 154 18.7 17.5 28.6 9.6 24.8
1987/88 | 19.7 13.1 27.8 22.5 23.0 61.6 29.8
1988/89 | 17.3 214 30.8 27.6 5.8 -19.1 0.3
1989/90 | 16.2 17.5 5.4 9.2 19.4 17.5 19.1
1990/91 | 16.5 13.5 22.9 19.7 15.5 9.6 14.5
1991/92 | 24.8 30.8 3.7 12.4 25.9 -24.1 17.5
1992/93 | 14.1 15.9 17.1 16.7 12.1 130.8 25.0
1993/94 | 15.9 8.1 9.1 8.7 29.3 -36.9 16.0
1994/95 9.6 55.2 -6.6 16.3 255 64.5 29.8
1995/96 | 14.0 11.9 26.2 19.2 13.5 22.6 14.8
1996/97 | 12.6 12.1 6.3 9.0 8.9 24.1 11.1
1997/98 7.5 12.4 9.0 10.6 8.4 -9.8 54
1998/99 | 13.9 14.3 -1.4 6.2 13.1 -19.7 8.5
1999/00 | 11.0 11.2 11.3 11.2 15.1 31.7 16.9
2000/01 7.5 23.9 16.7 20.5 14.0 18.2 14.5
2001/02 3.1 8.9 -15.1 -2.2 3.2 -1.0 2.7
2002/03 7.4 18.0 -7.8 7.6 115 69.6 18.3
2003/04 8.5 9.1 10.6 9.6 10.7 1.0 9.1

Note: The figures for 2003/04 are revised estimate figures

Sources: (a) Economic Survey, Various Issues

(b) Budget Speech, F/Y 2004-2005

For the first half (1984/85-1993/94), both the expenditures are increasing but for

the second half (1994/95 -2003/04), the regular expenditure is showing the rapid

expansion resulting contraction in development expenditure. For the year 1993/94, the

growth rate of regular and development expenditure was 8.1% and 9.1% respectively but

for 1994/95 it was 55.2% and -6.6% respectively. It can be concluded that the regular

expenditure is increasing with the declination in development expenditure in the second

half due to the rise of security expenses caused by the Maoists insurgency.

The figure 4.1 shows the growing trend of fiscal aggregates in Nepal for the

period 1984/85 -2003/04. The GDP is increasing at faster rate, while the other variables

are almost growing at the same rate and in the same direction.
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Due to the growing demand of public goods and services, the public expenditure
has been increasing successively in each year. The scope of public revenue in Nepal is
limited by many problems and it has not been increasing as much as the growth rate of
public expenditure, that's why the revenue surplus for development expenditure is
decreasing continuously. While discussing the public expenditure, the public revenue
also comes along with it. It is because, the process of government expenditure planning

depends upon how much the government can afford expenditure from income receipts.

Figure 4.1

Growth Trend of Fiscal Aggregates
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4.1.2 Components of Expenditures and Receipts
Table 4.2 represents the share of regular and development expenditures in Total
expenditure and in GDP and the share of revenue and foreign grants in total receipts and
in GDP in Nepal during the study period.
Table 4.2

Composition of Public Expenditure and Receipts

Expenditure in Percentage Distribution Receipts in Percentage Distribution

Regular Development | Total Revenue Grants Total

FIY % of | %of | % of | %of | %of | %of | %of | %of | %of | %of
TE GDP TE GDP GDP TR GDP TR GDP GDP

1984/85 | 34.6 6.5 654 | 124 | 189 | 80.9 8.8 19.1 2.1 10.9

1985/86 | 36.6 6.7 634 | 117 184 | 79.8 8.7 20.2 2.2 10.9

1986/87 | 35.9 6.8 64.1 121 188 | 823 9.8 17.7 2.1 11.9

1987/88 | 33.2 6.4 668 | 129 | 193 | 78.0 | 100 | 220 2.8 12.9

1988/89 | 31.5 6.6 685 | 144 | 210 | 822 9.1 17.8 2.0 11.0

1989/90 | 33.9 6.7 66.1 13.0 | 19.7 | 825 9.3 175 2.0 11.3

1990/91 | 32.1 6.5 67.9 138 | 203 | 83.2 9.2 16.8 1.9 111

1991/92 | 374 6.8 62.6 114 | 183 | 89.2 9.3 10.8 1.1 10.5

1992/93 | 37.2 6.9 628 | 11.7 | 18.7 | 80.0 9.2 20.0 2.3 11.5

1993/94 | 36.9 6.5 631 | 11.1 | 175 | 89.1 | 10.2 | 109 1.2 11.5

1994/95 | 49.3 9.2 50.7 9.4 186 | 86.2 | 11.7 | 13.8 1.9 13.6

1995/96 | 46.3 9.0 53.7 104 | 194 | 853 | 117 | 147 2.0 13.7

1996/97 | 41.7 9.0 52.3 9.8 188 | 835 | 113 | 165 2.2 13.5

1997/98 | 48.4 9.4 51.6 10.0 194 | 859 | 114 | 141 1.9 13.2

1998/99 | 52.1 9.4 47.9 8.6 18.1 | 89.6 | 11.3 | 104 1.3 12.6

1999/00 | 52.1 9.4 47.9 8.7 181 | 882 | 11.7 | 118 1.6 13.3

2000/01 | 53.6 109 | 464 9.4 203 | 879 | 124 | 121 1.7 141

2001/02 | 59.7 115 | 403 7.8 192 | 883 | 124 | 117 1.6 141

2002/03 | 65.4 126 | 346 6.7 193 | 832 | 129 | 16.8 2.6 15.5

2003/04 | 65.1 12.7 | 34.9 6.8 195 | 845 | 132 | 155 24 15.6

Note: TE = Total Expenditure, TR = Total Receipts
The figures for 2003/04 are revised estimate figures
Sources: (a) Economic Survey, Various Issues
(b) Budget Speech, F/Y 2004-2005
For the whole study period, the average annual share of regular and development
expenditures in total expenditure is 44.5% and 55.5% and their average annual share in

GDP is 8.5% and 10.6% respectively. The average annual share of total expenditure in
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GDP is observed as 19.1%. Similarly, the average annual share of revenue and grants in
total receipts is 84.5% and 15.5% and their average annual share in GDP is 10.7% and
1.9% respectively. The average annual share of total receipts in GDP is observed as
12.6%.

According to table 4.2, in 1984/85 the share of regular and development
expenditure in total expenditure was 34.6% and 65.4% but it is completely opposite in
2003/04 exhibiting their respective share as 65.1% and 34.9%. The share of revenue in
total receipts remains in the same ratio ranging from 78.0 — 89.6% and almost same
condition for the grants also.

We observe from the data presented in table 4.2 is that for the second half of the
study period, the regular expenditure is increasing rapidly resulting rapid contraction in
development expenditure. It is due to the reason that the total sources (revenue and
grants) are growing in the same ratio but the regular expenditure is rapidly increasing
due to the increase in the security expense whose ultimate effect is decrease in the
development expenditure.

The figures 4.2 and 4.3 give the clear picture about the trend of public
expenditure and public revenue. The public receipts have been growing continuously but

not as much of public expenditure which results the wider gap in the resources.
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Figure 4.2

Trend of Public Expenditure
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Figure 4.3

Trend of Public Receipts
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4.1.3 Surplus Budget for Development Expenditure

Table 4.3 shows revenue and receipts surplus remained for development
expenditure. For the initial period of the study, the development expenditure was Rs.
5488.7 millions and only 18.4 % (Rs. 1010.5 millions) and 35.2 % (Rs. 1933.9 millions)
of development expenditure were the revenue surplus and receipts surplus. It notifies us
that 71.6% and 64.8 % was the deficit in revenue and receipts for development
expenditure.

Table 4.3
Surplus Budget for Development Expenditure

Revenue Surplus for Development | Receipts Surplus for Development
Development Expenditure Expenditure

FIY Expenditure | Amount | % of | % of | %of | Amount | % of | %of | % of

DE TE GDP DE TE GDP
1984/85 5488.7 1010.5 18.4 | 12.0 2.3 1933.9 35.2 | 23.0 4.4
1985/86 6213.1 1060.5 17.1 | 108 2.0 2233.4 35.9 | 22.8 4.2
1986/87 7378.0 1839.9 24.9 | 16.0 3.0 3125.0 424 | 27.1 5.1
1987/88 9428.0 2673.4 28.4 | 19.0 3.7 4750.2 504 | 33.7 6.5
1988/89 12328.8 2100.7 170 | 117 2.4 3781.3 30.7 | 21.0 4.4
1989/90 12997.5 2615.7 20.1 | 133 2.6 4591.1 35.3 | 23.3 4.6
1990/91 15979.5 3159.6 19.8 | 134 2.7 5324.4 33.3 | 22.6 4.6
1991/92 16572.8 3607.3 21.8 | 13.6 2.5 5251.1 31.7 | 19.8 3.6
1992/93 19413.6 3664.3 18.9 | 11.9 2.2 7457.6 384 | 241 4.5
1993/94 21188.2 7171.6 33.8 | 213 3.7 9565.2 45.1 | 285 5.0
1994/95 19794.9 5310.1 26.8 | 13.6 2.5 9247.2 46.7 | 23.7 4.4
1995/96 24980.5 6331.2 25.3 | 13.6 2.6 11156.3 | 44.7 | 24.0 4.7
1996/97 26542.6 6192.4 23.3 ] 122 2.3 12180.7 | 459 | 24.0 4.5
1997/98 28943.9 5763.5 19.9 | 103 2.0 11166.1 | 38.6 | 19.9 3.9
1998/99 28531.3 6203.3 21.7 | 104 1.9 10539.9 | 36.9 | 17.7 3.2
1999/00 31749.2 8370.5 26.4 | 12.6 2.3 14082.2 | 44.4 | 21.2 3.8
2000/01 37065.9 6124.4 165 | 7.7 1.6 12877.8 | 34.7 | 16.1 3.3
2001/02 31482.2 3855.5 122 | 49 1.0 10541.6 | 335 | 135 2.6
2002/03 29033.0 1256.7 43| 15 0.3 12595.8 | 43.4 | 15.0 2.9
2003/04 321115 2231.3 69| 24 0.5 13688.8 | 42.6 | 14.9 2.9

Note: DE = Development Expenditure, TE = Total Expenditure
Revenue Surplus for Development Expenditure = Total Revenue — Regular Expenditure
Receipts Surplus for Development Expenditure = Revenue Surplus for Development Expenditure +
Foreign Grants
The figures for 2003/04 are revised estimate figures

Sources: (a) Economic Survey, Various Issues
(b) Budget Speech, F/'Y 2004-2005
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The revenue surplus shows more variability than receipts surplus during the
review period. The share of the former one in development expenditure ranges from
4.3% (in 2002/03) to 33.8% (in 1993/94) while the later one ranges from 30.7 % (in
1988/89) to 50.4% (in 1987/88). The revenue surplus for development is decreasing in
greater speed in the second half of the review period but the receipts surplus is almost
following the same trend.

Figure 4.4

Trend of Surplus Budget for Development Expenditure
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The figure 4.4 shows the trend of revenue and receipts surpluses in development
expenditure. The development expenditure reaches in the pick point for the fiscal year
2000/01 (Rs. 37065.9 millions) and then declines. Referring the figure and the presented
data in the table, we can conclude that the surplus resources for development expenditure
have not been adequate in Nepalese fiscal system. The revenue surplus fluctuates and
shows decreasing rate over years. Thus surplus receipts is becoming the only permanent

source of financing development expenditure whose share has been almost decreasing
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implying the wider resource gap of public expenditure and revenue in Nepalese
economy. This enables us to mean that there exists wide-ranging fiscal deficit in Nepal.
4.1.4 Revenue and Budget Deficits

There are two types of deficit in Nepal. They are revenue deficit and budget
deficit. Revenue deficit is overall deficit and also known as deficit financing which is the
broader concept than budget deficit. Before third five year plan, there was only short run
slack and period deficit observed in the Nepalese economy and the concept of deficit
budget was not emerged. It was the period of third five year plan, when the budgetary
deficit concept was adopted with broader expectation of domestic resources
mobilization.

As shown in table 4.4, the amount of revenue deficit has been growing
continuously. Starting from Rs. 4478.2 millions in 1984/85, it reached up to Rs. 30941.5
millions in 2000/01 and decreased to Rs 29880.2 millions in 2003/04, which was 7 fold
of initial period. Starting from 81.6% of development expenditure, it rapidly increased to
95.7 % in 2002/3 except some years. When we compare it with total expenditure and

GDP, it has been fluctuating over the years.
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Revenue Deficit Budget Deficit

Amount | % of | % of | % of | Amount % of % of | % of

FIY DE TE GDP DE TE GDP
1984/85 4478.2 81.6 53.3 10.1 3554.8 64.8 42.3 8.0
1985/86 5152.6 82.9 52.6 9.7 3979.7 64.1 40.6 7.5
1986/87 5538.1 75.1 48.1 9.1 4253.0 57.6 36.9 7.0
1987/88 6754.6 71.6 47.9 9.2 4677.8 49.6 33.2 6.4
1988/89 10228.1 83.0 56.8 11.9 8547.5 69.3 475 10.0
1989/90 10381.8 79.9 52.8 10.4 8406.4 64.7 42.7 8.4
1990/91 12819.9 80.2 54.4 11.0 10655.1 66.7 45.2 9.2
1991/92 12965.5 78.2 49.0 8.9 11321.7 68.3 42.8 7.8
1992/93 15749.3 81.1 51.0 9.5 11956.0 61.6 38.7 7.2
1993/94 14016.6 66.2 41.7 7.3 11623.0 54.9 34.6 6.1
1994/95 14484.8 73.2 37.1 6.9 10547.7 53.3 27.0 5.0
1995/96 18649.3 4.7 40.1 7.8 13824.2 55.3 29.7 5.8
1996/97 | 20350.2 76.7 | 40.1 75| 14361.9 54.1 28.3 5.3
1997/98 | 23180.4 80.1 | 41.3 8.0 | 17777.8 61.4 31.7 6.1
1998/99 22328.0 78.3 375 6.8 17991.4 63.1 30.2 55
1999/00 23378.7 73.6 35.3 6.4 17667.0 55.6 26.7 4.8
2000/01 30941.5 83.5 38.8 7.9 24188.1 65.3 30.3 6.1
2001/02 27626.7 87.8 35.4 6.8 20940.6 66.5 26.8 5.2
2002/03 27776.3 95.7 33.1 6.4 16437.2 56.6 19.6 3.8
2003/04 29880.2 93.1 32.4 6.3 18422.7 57.4 20.0 3.9

Note: DE = Development Expenditure, TE = Total Expenditure

Revenue Deficit = Overall Deficit = Total Expenditure — Total Revenue (Tax and Non-tax)

Budget Deficit = Total Expenditure — Total Receipts (Revenue + Grants)

The figures for 2003/04 are revised estimate figures

Sources: (a) Economic Survey, Various Issues

(b) Budget Speech, F/Y 2004-2005

Similarly the budgetary deficit has also been growing continuously. It ranges from

53.3% to 69.3% of the development expenditure during the review period. The figure 4.5

shows the trend of revenue and budget deficit in Nepal which tells us that revenue deficit

is increasing at faster rate than the budget deficit.
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Figure 4.5

Trend of Revenue and Budget Deficits
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4.1.5 Deficit Financing During Different Plan Periods

Table 4.5 shows the situation of deficit financing during different plan periods.
For first five year plan it was Rs. 29.50 millions and rapidly increasing reached to Rs.
828540.00 millions in eighth five year plans and further decreased in ninth plan to
Rs.130545.00 millions and then increased to Rs.184040.00 millions in tenth plan. There

was no any amount to be financed in second three year plan.
In this regards Jha states:

After the political change of 1951 in Nepal, the responsibility of the
government to lunch different development programs increased. But due
to the lack of resources there was tremendous shortage of funds. As a
result of this financial constraint, the government has no other option but
to introduce deficit financing in the first national budget of the country in

1951/52, to meet the growing requirements of funds for development
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works. Since then the government has been continuing deficit financing

quite frequently. (Jha 158)

Table 4.5
Deficit Financing During Different Plans

S.N. Plan Period Name of Plan Amount (In Millions Rs.)
1 1956/57-1960/61 | First Five Year Plan 29.50
2 1962/63-1964/65 | Second Three year Plan -
3 1965/66-1969/70 | Third Five Year Plan 206.40
4 1970/71-1974/75 | Fourth Five Year Plan 162.30
5 1975/76-1979/80 | Fifth Five Year Plan 336.40
6 1980/81-1984/85 | Sixth Five Year Plan 819.80
7 1984/85-1988/89 | Seventh Five Year Plan 1928.80
8 1992/93-1996/97 | Eighth Five Year Plan 828540.00
9 1997/98-2001/02 | Ninth Five Year Plan 130545.00
10 | 2002/03-2006/07* | Tenth Five Year Plan 184040.00

Sources: (a) Jha, H. B. Resource Mobilization and Economic Development in Nepal
during the Plan Period, 1988, P. 158.

(b) National Planning Commission, Seventh, Eighth, Ninth and Tenth Five Year
Plan, NPC.

* The figure for 2002/03-2006/07 is estimated figure
The figure 4.6 shows the trend of deficit financing in different plan periods. It is

increasing at faster rate up to eighth plan but afterward it decreased. In second plan there

was no any amount of deficit financing.
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Figure 4.6

Trend of Deficit Financing in Different Plans
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4.1.6 Sources of Deficit Financing

There are mainly two sources of deficit financing viz. external and internal
sources. External source consists of grants and loans while internal source consists of
internal borrowing (bank and non —bank) and cash surplus. Table 4.6 shows the position
of sources of deficit financing in Nepal during the review period.

Figure 4.7 shows the trend of sources of deficit financing during the review years.
The overall deficit is rapidly increasing with the increase in its sources of financing. The
external sources are greater in growth rate than internal sources. This suggests that our
economy is inclined to the foreign sources. The development expenditure has been
depending on foreign loan and grants because it is covering more than 50% of the overall
deficit for all the years and more than 75% in most of the years of the study period. In
these context Khanal states: "Foreign aid is development and development is to a large

extent foreign aid" (Khanal 32).
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Sources of Deficit Financing
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External Sources
(Grants + Loans)

Internal Sources

(Internal Borrowing + Cash Surplus)

FIY Revenue | Amount | % of | % of | % of | Amount | % of | % of % of

Deficit RD TE | GDP RD TE GDP
1984/85 | 4478.2 2678.3 59.8 31.9 6.0 1799.9 40.2 21.4 4.1
1985/86 | 5152.6 3674.0 71.3 37.5 6.9 1478.6 28.7 15.1 2.8
1986/87 | 5538.1 3990.9 72.1 34.7 6.5 1547.2 27.9 13.4 2.5
1987/88 | 6754.6 5892.6 87.2 | 41.8 8.1 869.1 12.9 6.2 1.2
1988/89 | 10228.1 7347.0 71.8 | 40.8 8.6 2881.1 28.2 16.0 3.4
1989/90 | 10381.8 7935.0 76.4 | 40.3 8.0 2446.8 23.6 12.4 2.5
1990/91 | 12819.9 8421.5 65.7 35.8 7.3 4398.4 34.3 18.7 3.8
1991/92 | 12965.5 8460.7 65.3 32.0 5.8 4444.8 34.3 16.8 3.1
1992/93 | 15749.3 10714.2 68.0 34.7 6.5 5035.13 32.0 16.3 3.0
1993/94 | 14016.6 11557.2 82.5 34.4 6.0 2459.4 17.5 7.3 1.3
1994/95 | 14484.8 11249.4 7.7 28.8 54 3235.4 22.3 8.3 1.5
1995/96 | 18649.3 14289.0 76.6 30.7 6.0 4360.7 23.4 9.4 1.8
1996/97 | 20350.2 15031.9 73.9 29.6 5.6 5318.3 26.1 10.5 2.0
1997/98 | 23180.4 | 16457.1 71.0 29.3 5.7 6723.3 29.0 12.0 2.3
1998/99 | 22328.0 16189.0 72.5 27.2 4.9 6139 27.5 10.3 1.9
1999/00 | 23378.7 17523.9 75.0 26.4 4.8 5854.8 25.0 8.8 1.6
2000/01 | 30941.5 18797.4 60.8 23.5 4.8 12144.1 39.2 15.2 3.1
2001/02 | 27626.7 14384.8 52.1 18.4 3.5 15241.9 55.2 19.5 3.8
2002/03 | 27776.3 15885.5 57.2 18.9 3.6 11890.7 42.8 14.2 2.7
2003/04 | 29880.2 | 22568.5 75.5 24.5 4.8 - - - -

Note: RD= Revenue Deficit, TE = Total Expenditure

The figures for 2003/04 are revised estimate figures

(-): Denotes non-availability of data

Sources: (a) Economic Survey, Various Issues

(b) Budget Speech, F/Y 2004-2005
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Figure 4.7

Trend of Sources of Deficit Financing
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4.1.7 Composition of External Sources of Deficit Financing

The external source of financing revenue deficit is further divided into foreign
grants and foreign loans. The table 4.7 shows that the share of foreign loans is always
greater in external sources than the share of foreign grants except 2002/03. In 2002/03,
the share of grants was 71.4% in external source while the share of foreign loans was
only 28.6%. For almost all the years of review period the share of foreign loans was

more than 65% in external source while the share of foreign grants was less than 35%.

The figure 4.8 shows the trend of external sources. Foreign loan is growing at
faster rate than foreign grants except the years 2002/03 and 2003/04. This represents that
there is heavy pressure of foreign loan in the Nepalese economy and foreign debt has

been increasing substantially over the years.
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Composition of External Sources of Deficit Financing
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External Sources Foreign Grants Foreign Loans
(Grants + Loans) ™“Amount | % of | %of | %of | Amount | % of | % of | % of
FIY ES DE GDP ES DE GDP
1984/85 2678.3 923.4 34.5 16.8 2.1 1754.9 65.5 32.0 3.9
1985/86 3674.0 1172.9 31.9 18.9 2.2 2501.1 68.1 40.3 4.7
1986/87 3990.9 1285.1 32.2 17.4 2.1 2705.8 67.8 36.7 4.4
1987/88 5892.6 2076.8 35.2 22.0 2.8 3815.8 64.8 40.5 5.2
1988/89 7347.0 1680.6 22.9 13.6 2.0 5666.4 77.1 46.0 6.6
1989/90 7935.0 1975.4 24.9 15.2 2.0 5959.6 75.1 45,9 6.0
1990/91 8421.5 2164.8 25.7 13.5 1.9 6256.7 74.3 39.2 54
1991/92 8460.7 1643.8 19.4 9.9 1.1 6816.9 80.6 41.1 4.7
1992/93 10714.2 3793.3 35.4 19.5 2.3 6920.9 64.6 35.6 4.2
1993/94 11557.2 2393.6 20.7 11.3 1.2 9163.6 79.3 43.2 4.8
1994/95 11249.4 3937.1 35.0 19.9 1.9 7312.3 65.0 36.9 3.5
1995/96 14289.0 4825.1 33.8 19.3 2.0 9463.9 66.2 37.9 4.0
1996/97 15031.9 5988.3 39.8 22.6 2.2 9043.6 60.2 34.1 3.4
1997/98 16457.1 5402.6 32.8 18.7 1.9 11054.5 67.2 38.2 3.8
1998/99 16189.0 4336.6 26.8 15.2 1.3 11852.4 73.2 41.5 3.6
1999/00 17523.9 5711.7 32.6 18.0 1.6 11812.2 67.4 37.2 3.2
2000/01 18797.4 6753.4 35.9 18.2 1.7 12044.0 64.1 32.5 3.1
2001/02 14384.8 6686.1 465 | 21.2 1.6 7698.7 535 | 24.5 1.9
2002/03 15885.5 11339.1 714 | 39.1 2.6 4546.4 286 | 15.7 1.0
2003/04 22568.5 11457.5 50.8 35.7 2.4 11111.0 49.2 34.6 2.4

Note: The figures for 2003/04 are revised estimate figures

ES = External Source

DE = Development Expenditure

Sources: (a) Economic Survey, Various Issues

(b) Budget Speech, F/Y 2004-2005
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Figure 4.8

Trend of External Sources of Deficit Financing
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4.1.8 Contribution of Foreign Grants

Foreign grants mean the non interest bearing and non refundable transfer
assistance of developed countries and international agencies to the developing countries.
It has been playing the role as the potential source of government receipts to meet the
revenue deficit in a developing country like Nepal. Foreign grants depend upon the
political situation, foreign policy, relationships and development attitudes of donor as

well as recipient country. Table 4.8 shows the composition of foreign grants.



Table 4.8

Composition of Foreign Grants

Paudel 64

Total Foreign

Bilateral Sector

Multilateral Sector

Grants Amount | % of | %of | %of | Amount | % of | % of | % of

FIY TG RD | GDP TG RD GDP
1984/85 923.4 756.9 82.0 18.0 1.7 166.5 18.0 3.7 0.4
1985/86 1120.6 982.2 87.6 12.4 1.8 138.4 12.4 2.7 0.3
1986/87 952.6 778.7 81.7 18.3 1.3 173.9 18.3 3.1 0.3
1987/88 1984.2 1789.1 90.2 9.8 2.4 195.1 9.8 2.9 0.3
1988/89 1478.2 1199.9 81.2 18.8 1.4 278.3 18.8 2.7 0.3
1989/90 1798.8 1544.3 85.9 14.1 1.5 254.5 14.1 2.5 0.3
1990/91 1630.0 1337.1 82.0 18.0 1.2 292.9 18.0 2.3 0.3
1991/92 1531.0 1207.5 78.9 21.1 0.8 323.5 21.1 2.5 0.2
1992/93 3273.9 2330.9 71.2 28.8 1.4 943.0 28.8 6.0 0.6
1993/94 2393.6 2044.2 85.4 14.6 1.1 349.4 14.6 2.5 0.2
1994/95 3937.1 3271.4 83.1 16.9 1.6 665.7 16.9 4.6 0.3
1995/96 4825.1 3073.3 63.7 36.3 1.3 1751.8 36.3 9.4 0.7
1996/97 5988.3 5162.0 86.2 13.8 1.9 826.3 13.8 4.1 0.3
1997/98 5402.6 4983.2 92.2 7.8 1.7 419.4 7.8 1.8 0.1
1998/99 4336.6 3583.6 82.6 17.4 1.1 753.0 17.4 3.4 0.2
1999/00 5711.7 4171.2 73.0 27.0 1.1 1540.5 27.0 6.6 0.4
2000/01 6753.4 2184.5 32.3 67.7 0.6 4568.9 67.7 14.8 1.2
2001/02 6686.2 4588.3 68.6 31.4 1.1 2097.9 31.4 7.6 0.5
2002/03 11339.1 9387.2 82.8 17.2 2.2 1951.9 17.2 7.0 0.4
2003/04 - - - - - - - - -

Note: The figures for 2003/04 are revised estimate figures,

(-): Denotes non-availability of data

TG = Total Grants

RD = Revenue Deficit

Sources: (a) Economic Survey, Various Issues

(b) Budget Speech, F/'Y 2004-2005

The foreign grants are received by two ways: bilateral and multilateral sectors.

The bilateral grants are heavier than multilateral grants. In almost years of the study

period bilateral grants are more than 80% of the total grants and multilateral grants are

less than 20% but for 2000/01 the share of bilateral grants is only 32.3% of total grants

while the share of multilateral grants is 67.7%. Similarly bilateral grants exhibit greater

share than multilateral grants in revenue deficit and GDP. This is observed clearly from

the table 4.8 and figure 4.9 respectively.
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Figure 4.9

Trend of Compponents of Foreign Grants
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The contribution of foreign grants has been playing vital role for financing deficit
in Nepalese economy and tracing its path zigzag but finally it seems to be increasing
with the increase in bilateral grants.

4.1.9 Contribution of Foreign Loans

Foreign loan is the most important source to finance deficit in Nepal. It is
interest bearing and it carries long term effect in the economy. The government should
allocate some amount from annual budget to pay the principle and interest amount. Like
grants, it also can be received from two ways: bilateral and multilateral sectors.
According to table 4.9, more than 75% of the total foreign loans come from multilateral
sectors and less than 25% comes from bilateral sector. As compared to the loans from
bilateral sector, the loans from multilateral sector has greater share to revenue deficit and

GDRP also.



Composition of Foreign Loans

Table 4.9
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Total Foreign

Bilateral Sector

Multilateral Sector

Loans Amount | % of | %of | %of | Amount | % of | % of | % of
FIY TL RD | GDP TL RD GDP
1984/85 1753.0 399.4 22.8 8.9 0.9 1353.6 77.2 30.2 3.0
1985/86 2370.9 498.9 21.0 9.7 0.9 1872.0 79.0 36.3 3.5
1986/87 2361.9 299.7 12.7 5.4 0.5 2062.2 87.3 37.2 3.4
1987/88 3094.3 462.5 14.9 6.8 0.6 | 2631.8 85.1 39.0 3.6
1988/89 4188.7 507.8 12.1 5.0 0.6 | 3680.9 87.9 36.0 4.3
1989/90 4627.8 1000.6 21.6 9.6 1.0 3627.2 78.4 34.9 3.6
1990/91 4360.0 1602.8 36.8 12.5 1.4 2757.2 63.2 21.5 2.4
1991/92 6269.4 2389.8 38.1 18.4 1.6 3879.6 61.9 29.9 2.7
1992/93 5961.7 1307.6 21.9 8.3 0.8 4654.1 78.1 29.6 2.8
1993/94 9163.6 582.9 6.4 4.2 0.3 8580.7 93.6 61.2 45
1994/95 7312.3 717.3 9.8 5.0 0.3 6595.0 90.2 45.5 3.1
1995/96 9463.9 460.0 4.9 2.5 0.2 9003.9 95.1 48.3 3.8
1996/97 9043.6 850.7 9.4 4.2 0.3 | 81929 90.6 40.3 3.0
1997/98 11054.5 1314.5 11.9 5.7 0.5 | 9740.0 88.1| 42.0 3.4
1998/99 11852.4 584.0 4.9 2.6 0.2 | 11268.4 95.1 50.5 3.4
1999/00 11812.2 757.9 6.4 3.2 0.2 | 11054.3 93.6 47.3 3.0
2000/01 12044.0 586.7 4.9 1.9 0.1 | 11457.3 95.1 37.0 2.9
2001/02 7698.6 87.0 1.1 0.3 0.0 7611.6 98.9 27.6 1.9
2002/03 4546.4 657.2 14.5 2.4 0.2 3889.2 85.5 14.0 0.9
2003/04 - - - - - - - - -

Note: The figures for 2003/04 are revised estimate figures

(-): Denotes non-availability of data

TL = Total Foreign Loans
RD = Revenue Deficit

Sources: (a) Economic Survey, Various Issues
(b) Budget Speech, F/Y 2004-2005

From the figure 4.10, we can observe that the trend line of total loans and the

loans from multilateral sector are growing almost in the same ratio and same direction. It

further denotes that the bilateral loans are negligible in amount as compared to

multilateral.

The contribution of foreign loans has been increasing in Nepal and it can be said

that the development expenditure of Nepal may be inadequate in absence of foreign

loans. Foreign loan has been covering mostly two-third of budget deficit. Although the




Paudel 67

foreign loan is important for resource mobilization in Nepal, it carries many inherent

problems as a potential source of deficit financing in Nepal.

There is a problem of utilization of foreign grants because there is a wider gap
between commitments and disbursement. On the contrary, the ratio of commitment and
disbursement of foreign loan is higher than the ratio of foreign grants. Due to the lack of
proper utilization of foreign grants it's share on development expenditure has been
decreasing but the tendency of acquiring foreign loan has been rising continuously for
the financing of budget deficit. Therefore, foreign aid, especially foreign loan has been

the main source of financing deficit in Nepal.

Figure 4.10

Trend of Components of Foreign Loans
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4.1.10 Composition of Internal Sources of Deficit Financing
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The internal sources of deficit financing are banking and non-banking and cash

surplus. In the internal source, banking and non sources are dominant. The table 4.10

shows the composition of internal source. More than 50% share of internal source is

from banking and non banking sources and less than 50% share of internal source is from

cash balance. For some years, the cash surplus is found to be negative. The negative

amount of cash balance of government's current account implies the over draft, which

has direct and proportional effect in money supply and thereby inflation.

Table 4.10

Composition of Internal Sources of Deficit Financing

Total Internal Banking and Non-Banking Cash Surplus

Sources Amount | % of | %of | %of | Amount | % of | % of | % of
FIY IS DE GDP IS DE GDP
1984/85 1799.9 1799.9 | 100.0 32.8 4.1 0.0 0.0 0.0 0.0
1985/86 1478.6 1403.4 94.9 22.6 2.6 75.2 5.1 1.2 0.1
1986/87 1547.2 1644.7 | 106.3 22.3 2.7 -97.5 -6.3 -1.3 -0.2
1987/88 869.1 1137.1 | 130.8 12.1 1.6 -268.0 | -30.8 -2.8 -0.4
1988/89 2881.1 1330.0 46.2 10.8 1.5 1551.1 53.8 12.6 1.8
1989/90 2446.8 2150.0 87.9 16.5 2.2 296.8 12.1 2.3 0.3
1990/91 4398.4 4552.7 | 103.5 28.5 3.9 -154.3 -3.5 -1.0 -0.1
1991/92 4444.8 2078.8 46.8 12.5 1.4 2366.0 53.2 14.3 1.6
1992/93 5035.1 1620.0 32.2 8.3 1.0 3415.1 67.8 17.6 2.1
1993/94 2459.4 1820.0 74.0 8.6 0.9 639.4 26.0 3.0 0.3
1994/95 3235.4 1900.0 58.7 9.6 0.9 1335.4 41.3 6.7 0.6
1995/96 4360.7 2200.0 50.5 8.8 0.9 2160.7 49.5 8.6 0.9
1996/97 5318.3 3000.0 56.4 11.3 1.1 2318.3 43.6 8.7 0.9
1997/98 6723.3 3400.0 50.6 | 11.7 1.2 3323.3| 494 | 115 1.1
1998/99 6139.0 4710.0 76.7 16.5 1.4 1429.0 23.3 5.0 0.4
1999/00 5854.8 5500.0 93.9 17.3 15 354.8 6.1 1.1 0.1
2000/01 12144.1 7000.0 57.6 | 189 1.8 51441 | 424 | 139 1.3
2001/02 15241.9 8000.0 52.5 25.4 2.0 7241.9 47.5 23.0 1.8
2002/03 11890.7 8880.0 4.7 30.6 2.0 3010.7 25.3 10.4 0.7

2003/04 - 7311.7 - 22.8 1.5 - - 0.0 0.0

Note: The figures for 2003/04 are revised estimate figures
(-): Denotes non-availability of data

IS = Internal Sources

DE = Development Expenditure

Sources: (a) Economic Survey, Various Issues
(b) Budget Speech, F/Y 2004-2005
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Cash surplus is that type of financing which is made often directly by injecting
money into the economy. By its very nature, it is the last resort of the financing deficit
budget of any economy. The rising position of such large amount of overdraft implies the
unhealthy and unplanned economic activities of the government which is often in
practice in developing countries and Nepal is also not exception for such arrangement of

financing deficit as shown in table 4.10.

The figure 4.11 shows the trend of internal sources to finance the deficit in Nepal.
The trend line of total internal sources, banking and non -banking sources and cash
surplus all are in the zigzag way of increasing. They exhibit the downswings and
upswings as in the graph. The cash surplus for the year 1986/87 and 1990/91 in found to

be negative due to the overdraft of the government's current account.

Figure 4.11

Trend of Internal Sources of Deficit Financing
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4.1.11 Contribution of Internal Borrowings
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The internal borrowing is divided into banking and non-banking borrowing.

Table 4.11 shows the contribution of banking and non-banking borrowing in total

internal borrowing. Almost more than 60% share of the total internal borrowing is from

banking sector and less than 40% share of the total internal borrowing is from non-

banking sector. In comparison to non-banking sector, banking sector borrowing has also

greater share in revenue deficit and GDP.

Table 4.11

Composition of Internal Borrowing

Total Internal Banking Non-Banking
Borrowing Amount | % of | %of | %of | Amount | % of | % of | % of
FIY IB RD | GDP IB RD | GDP
1984/85 1799.9 1299.9 72.2 29.0 2.9 500.0 27.8 11.2 1.1
1985/86 1403.4 903.4 64.4 17.5 1.7 500.0 35.6 9.7 0.9
1986/87 1644.7 1116.3 67.9 20.2 1.8 528.4 32.1 9.5 0.9
1987/88 1137.1 797.7 70.2 | 11.8 11| 3394 29.8 5.0 0.5
1988/89 1330.0 1320.0 99.2 12.9 1.5 10.0 0.8 0.1 0.0
1989/90 2150.0 1450.0 67.4 14.0 1.5 700.0 32.6 6.7 0.7
1990/91 4552.7 3713.2 81.6 29.0 3.2 839.5 18.4 6.5 0.7
1991/92 2078.8 1178.8 56.7 9.1 0.8 900.0 43.3 6.9 0.6
1992/93 1620.0 920.0 56.8 5.8 0.6 700.0 43.2 4.4 0.4
1993/94 1820.0 1000.0 54.9 7.1 0.5 820.0 45.1 5.9 04
1994/95 1900.0 1300.0 68.4 9.0 0.6 600.0 31.6 4.1 0.3
1995/96 2200.0 750.0 34.1 4.0 0.3 | 1450.0 65.9 7.8 0.6
1996/97 3000.0 1500.0 50.0 7.4 0.6 | 1500.0 50.0 7.4 0.6
1997/98 3400.0 1600.0 47.1 6.9 0.6 | 1800.0 52.9 7.8 0.6
1998/99 4710.0 2850.0 60.5 12.8 0.9 | 1860.0 39.5 8.3 0.6
1999/00 5500.0 3300.0 60.0 14.1 0.9 | 2200.0 40.0 9.4 0.6
2000/01 7000.0 - - - - - - - -
2001/02 8000.0 - - - - - - - -
2002/03 8880.0 - - - - - - - -
2003/04 7311.7 - - - - - - - -

Note: The figures for 2003/04 are revised estimate figures
(-): Denotes non-availability of data

IB = Internal Borrowing
RD = Revenue Deficit

Sources: (a) Economic Survey, Various Issues
(b) Budget Speech, F/'Y 2004-2005
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The figure 4.12 shows the trend of banking and non- banking borrowings and the
total internal borrowing in Nepal. The total internal borrowing is increasing in greater
speed in the second half of the review period and decreasing in the final year. The
banking sector borrowing is in the growing trend showing up and downswings but the
non-banking borrowing is increasing smoothly except for 1988/89. In 1988/89 it is

almost zero.

The banking sector borrowing includes the issue o different types of treasury
bills, development bonds, national saving certificates and other special bonds. Among
them the treasury bills and development bonds are more popular, creating and renewing
frequently by the government of Nepal. Banking borrowing expands the money supply in

the economy.

The non-banking borrowing includes the borrowing from public enterprises,
borrowing from the reserve money of provident fund and so on which does not have the
effect on money supply. Therefore, non-banking borrowing is considered less sensitive
in terms of inflation than the banking borrowing. In this way, the deficit financing from
internal sector is some how less effective as compared to the external finance. It covers

only less than one third of deficit in most of the years.
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4.1.12 Factors Responsible for Growing Deficit Financing in Nepal

There are many inherent problems and some burning issues in Nepalese economy

which are ultimately responsible for the increase of public expenditure and thereby

deficit financing. Deficit financing is a broader concept and many factors may be

responsible for its growth in Nepal which are mentioned below.

1. The increasing demand for pubic services due to increased level of money income,

population and its subsequent impact on the density of population and urbanization is

a factor responsible in expanding public expenditure. As the population growth rate

of Nepal is very high (2.24% as mentioned in the population census 2001), this again

should be accompanied with the provision of providing education, health service and

other basic minimum needs and services. At the same time, due to the existence of

predominant subsistence agricultural sector, the government is compelled to make

larger investment in infrastructure and other industrial activities in order to reduce
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more pressure on the subsistence sector and provide more employment opportunities
in the economy. Therefore, public expenditure has been increasing substantially and
thereby deficit financing.

2. The government of our country is also involved in the supply of basic goods and
services such as: electricity, drinking water, communication, transportation etc. by
the means of public enterprises. Most of the public enterprises are operating in loss
and a certain amount of annual budget is allocated to run their activities instead of
getting interests, principle payment and dividends from them. It is also the cause of
increasing government expenditure and in turn increasing deficit financing.

3. In the Nepalese economy, the private sector is not in well developed condition and it is
unable to perform sustainable investment activities in the productive sector in long
run. So the government has to play dual role. On the one side, it has to be directly
involved in the production process and on the other side; it has to run such programs
which can help to promote the private sector in the development activities. This
raises the amount of government expenditure resulting increase in the deficit
financing.

4. The present structure of Nepalese tax system is very inelastic which can not be
increased with the increase in the ratio of public expenditure and does not meet the
public desire of development expenditure. The domestic saving mobilization practice
is weak and the revenue collection is very low as compared to the public investment
and expenditure creating a huge resource gap which results high amount of deficit
financing as a part of the economy.

5. The unplanned public expenditure is a cause of raising deficit financing in Nepal. the
development expenditure in most of the fiscal years includes sub-headings which

raises the expenditure. Similarly, under the heading of regular expenditure, the
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budget for constitutional organs and general administration has been growing
gradually reducing the surplus receipts for development expenditure and thereby
rising deficit financing.

6. Beside the problem of internal resource mobilization, there exists the problem of
external resource mobilization too. The ratio between foreign grants commitment and
disbursement is very low which may be the cause of deficit financing.

7. Due to the deficit financing in previous year the amount of net outstanding of foreign
as well as internal net outstanding has been increasing year by year. It implies that a
huge amount of regular expenditure has been spending for debt management which
successively reduces the surplus revenue for development expenditure enhancing
further deficit financing.

8. In Nepal, there is the lack of proper practice of utilization of non-banking borrowing
which is less inflationary in nature. Its share has not been increasing as much as other
sources of deficit financing have been increasing. It invites the borrowing from
external sector than the internal.

9. After F/Y 1994/95, the condition of the peace and security of Nepal is worsening day
by day due to the Maoists insurgency. To coup it and to maintain the good situation
of peace and security in the country a huge amount from the annual budget has been
spending and it has been rapidly increasing for the recent years due to the cause of
purchase of arms and war equipments. This forces the regular expenditure upward
direction reducing surplus revenue for development expenditure and further
increasing the amount of deficit financing.

These are some major factors responsible for raising public expenditure which in

fact are the causes of growing deficit financing in Nepal.
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For impact analysis the regression estimation method is used. Regarding the

objectives of this study, the related hypotheses are tested with the help of regression

estimation and the empirical results are presented in the tabular form.

4.2.1 Impact of Deficit Financing on Narrow Money Supply

Expecting the impact of deficit financing on narrow money supply, the following

model has been set.

Where, M1t= Narrow money supply at time t

In My =Inag+aiInDF+U

DF = Deficit financing at time t

ao = Constant

a1 = Magnitude of DF;

U = Error term

The regression results are presented in table 4.12

Regression Results in Impact of DFt on M
Dependent Variable: In Myt

Table 4.12

(4.1)

Study | Eq"

Period | No. Constant In DF; r R?2 R? | D-W F
<

L

S -3.38 1.42

8| 1 | SE| (065 | (006) |098| 096|096 | 107 |430.12*
2 t | (-5.16)* | (20.74)*

3

o0

D

—

e * Significant at 1% level

Estimated regression equation is: In Myt =-3.38 + 1.42 In DF;
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Tabulated Values

t at 1% significance level and degree of freedom 18 [(N-K) = (20-2)] is: 2.552
F at 1% significance level and degree of freedom (1, 18) [(K-1), (N-K)] is: 8.29
D-W for N = 20 and K' = 1 and 5% significance level is: d. =1.201, dy = 1.411
Decision :
The decision is made as mentioned in the methodology chapter which is as follows:
e The calculated t (20.74) > the tabulated t (2.552) at 1% significance level and
18 D.F., the null hypothesis is rejected and alternative hypothesis is accepted.
This means the regression parameter is significant.
e The calculated F (430.12) > the tabulated F (8.29) at 1% significance level and
(1, 18) D.F., the null hypothesis is rejected and alternative hypothesis is
accepted. This means there exists linear relationship between dependent and
independent variables.
e As 0 < The calculated D-W statistics for N=20, K'= 1 and 5% level of
significance (1.07) < d. (1.201); there exists positive autocorrelation.

Explanation of the model

The various empirical results between the narrow money supply and deficit
financing are presented in table 4.12. The empirical results as shown in the table 4.12
suggest that 1% change in deficit financing is associated with 1.42% direct change in
narrow money supply. As the value of r is 0.98, there is strong positive correlation
between narrow money supply and deficit financing. The R? suggests that about 96%
variations in My are explained by DF; in this model. The coefficient of DF; is significant
as prescribed by t-test at 1% significance level. The F-value shows the overall
significance of the model at 1% level of significance. This means the goodness of fit of

the regression equation is satisfactory but the DW-statistics suggest that there is positive
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autocorrelation between the error terms which indicates that in this model there may be
the influence of some other variables also. The estimated regression equation is efficient
and someone may use the result for policy purpose. However, some other factors may
have to be considered in using the results which is clear from the presence of
autocorrelation.

The model shows that due to the increase in the amount of deficit financing the
cash flow in the economy increases to fill the resource gap either by external or by
internal sources which in turn increases the amount of money supply.

4.2.2 Impact of Deficit Financing and Narrow Money Supply on Price Level

Expecting the impact of deficit financing and narrow money supply on price
level, the following model has been set.

InPt=Inap+a; INnDFt+a; Myt + U 4.2)
Where, Pt = Price level at time t

DF: = Deficit financing at time t

Mzt = Narrow money supply at time t

ao = Constant

a1 and a, are coefficient of DFrand M1t

U = Error term

The regression results are presented in table 4.13
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Table 4.13
Regression Results in Impact of DFt and Myt on Py

Dependent Variable: In Py

Study | Eq"

Period | No. Constant In DF¢ InMy; | R? D-W F
<

Q

3 -1.69 006 | 054

S |2 030) | (0.09) | (0.07) | 0.99 0.87 | 888.48*
gé (5.62)* | (3.65)* | (7.81)*

q

[e 0]

[e)]

—

e * Significant at 1% level
Estimated regression equation is: In Py =-1.69 + 0.06 In DF¢+ 0.54 In Myt

Tabulated Values

t at 1% significance level and degree of freedom 17 [(N-K) = (20-3)] is: 2.898

F at 1% significance level and degree of freedom (2, 17) [(K-1), (N-K)] is: 6.11
D-W for N = 20 and K' = 2 and 5% significance level is: d. =1.100, dy = 1.537
Decision :

The decision is made as mentioned in the methodology chapter which is as follows:

e The calculated t (3.65 and 7.81) > the tabulated t (2.898) at 1% significance
level and 17 D.F., the null hypothesis is rejected and alternative hypothesis is
accepted. This means the regression parameter is significant.

e The calculated F (888.48) > the tabulated F (6.11) at 1% significance level and
(2, 17) D.F., the null hypothesis is rejected and alternative hypothesis is
accepted. This means there exists linear relationship between dependent and
independent variables.

e As 0 < The calculated D-W statistics for N=20, K'= 1 and 5% level of

significance (0.87) < d. (1.100); there exists positive autocorrelation.
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Explanation of the model

The various empirical results calculated are presented in table 4.13. The empirical
results as shown in the table 4.13 suggest that 1% change in deficit financing is
associated with 0.06% direct change in price level while 1% change in narrow money
supply is associated with 0.54% change in price level. The R? suggests that about 98%
variations in Pt are explained by DFt and Mu in this model. The coefficient of DF; and
Mzt are significant as prescribed by t-test at 1% significance level. The F-value shows the
overall significance of the model at 1% level of significance. This means the goodness of
fit of the regression equation is satisfactory but the DW-statistics suggest that there is
positive autocorrelation between the error terms which indicates that in this model there
may be the influence of some other variables also.

The fitted model reveals that the price is effected by deficit financing as well as
money supply but due to the differ in level of data (deficit financing and money supply
are measured in terms of millions Rs. and price index is based on 1995/96=100), the
regression line did not show the strong effect of deficit financing and narrow money
supply on price level. But the t and F are significant indicating that the Nepalese price
level is influencing by deficit financing and narrow money supply in some extent.

Due to the presence of autocorrelation, the above equation has clearly indicated
that the price level of Nepal may be largely influenced by Indian price level too which is
not included in the model.

4.2.3 Impact of Government Expenditure on Deficit Financing

Expecting the impact of government expenditure on deficit financing, the
following model has been set.

InDFt=Inag+ a1 InGEt+U (4.3)

Where, DF = Deficit financing at time t



GE: = Government expenditure at time t

ao = Constant

a1 = Magnitude of GE;

U = Error term

The regression results are presented in table 4.14

Regression Results in Impact of GE: on DF¢

Dependent Variable: In DF¢

Table 4.14
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Study | Eq"

Period | No. Constant | In GE; r R? R? | D-W F
<

Q

3 1.33 0.79

& | 3 |SE| (0.29 0.02) | 099 | 098 | 097 | 1.11 |810.32*
gé t | (456)* | (28.47)

Q

e o]

(o]

—

e * Significant at 1% level

Estimated regression equation is: In DF¢ = 1.33 + 0.79 In GE;

Tabulated Values

t at 1% significance level and degree of freedom 18 [(N-K) = (20-2)] is: 2.552

F at 1% significance level and degree of freedom (1, 18) [(K-1), (N-K)] is: 8.29

D-W for N = 20 and K'

Decision :

1 and 5% significance level is: d_ =1.201, dy = 1.411

The decision is made as mentioned in the methodology chapter which is as follows:

e The calculated t (28.47) > the tabulated t (2.552) at 1% significance level and

18 D.F., the null hypothesis is rejected and alternative hypothesis is accepted.

This means the regression parameter is significant.
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e The calculated F (810.32) > the tabulated F (8.29) at 1% significance level and
(1, 18) D.F., the null hypothesis is rejected and alternative hypothesis is
accepted. This means there exists linear relationship between dependent and
independent variables.

e As 0 < The calculated D-W statistics for N=20, K'= 1 and 5% level of
significance (1.11) < d. (1.201); there exists positive autocorrelation.

Explanation of the model

The various empirical results between the government expenditure and deficit
financing are presented in table 4.14. The empirical results as shown in the table 4.14
suggest that 1% change in government expenditure is associated with 0.79% direct
change in deficit financing. As the value of r is 0.99, there is almost perfect positive
correlation between government expenditure and deficit financing. The R? shows that
about 97% variations in DF; are explained by GE: in this model. The coefficient of GE: is
significant as prescribed by t-test at 1% significance level. The F-value shows the overall
significance of the model at 1% level of significance. This means the goodness of fit of
the regression equation is satisfactory but the DW-statistics suggest that there is positive
autocorrelation between the error terms which indicates that in this model there may be
the influence of some other variables also.

The above fitted equation clearly indicates that higher the increase in the
government expenditure, wider be the resource gap and it results in larger the amount of
deficit financing. Nowadays deficit financing is increasing due to the increase in
government expenditure. The government expenditure is increasing each year because of
the demand of government's service to maintain peace and security, investment for the
social welfare such as: health, education, sanitation and building the infrastructure is

increasing at the greater speed.
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Chapter 5
SUMMARY, CONCLUSIONS AND SUGGESTIONS

5.1 Summary

The first chapter of this thesis contains general introduction of the Nepalese
economy, its characteristics, present situations of development, role of monetary and
fiscal measures in Nepal and short explanation about the budgetary systems. The
statement of the problems, objectives, hypothesis, significance, limitations and the
chapter scheme of the study are mentioned in brief.

In the second chapter, theoretical concept such as meaning and difference between
the two deficits viz. budget deficit and deficit financing, historical background, role,
source and types of deficit financing are given. Further this chapter includes the review
of previous research works done in the related field. The traditional and modern views
about deficit financing are presented and the empirical readings done by international as
well as Nepali researcher are reviewed on the basis of available literatures. All the
reviewed literatures showed the need for further research in this topic which proves the
relevancy of this thesis.

In the third chapter, the research methodology of the study is mentioned. The
descriptive and quantitative methods are given. The variables are identified as dependent
and independent, the models are specified and the relationship between the two and more
economic variables is described with the help of correlation coefficient and regression
equations. The t-statistics, F-statistics, the coefficient of determination (R?) and adjusted
coefficient of determination ( R?), Durbin-Watson (D-W) test, range of the study period,
sources of data, sources of literatures, methods of data processing and the device for data

calculation are mentioned.
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In the fourth chapter, the trend and impact of the related fiscal variables in the
concerned topic are presented and analyzed. In the first part of this chapter, the related
data are tabulated and explained. The growth rate of fiscal aggregates such as: GDP,
regular, development and total expenditures, revenue, grants and total receipts are
presented in tabular as well as graphical form. The surplus budget for development
expenditure, public sector deficits, different sources of deficit financings and their
components are presented in their percentage share.

The factors responsible for growing deficit financing in Nepal are identified as
increase in public expenditure resulted by demand for public services, involvement of the
government in production process to provide basic goods and services to the people,
inelastic structure of Nepalese tax system, unplanned public expenditure, lack of skill for
mobilization of internal as well as external resources, huge amount of external as well as
internal debt to be managed, lack of proper practice of utilization of non-banking
borrowing and increasing regular expenditure to improve the peace and security
situation of the country resulted from the Maoists' insurgency in the second half of the
study period.

In the second part of chapter four, the regression models are fitted as per the
objectives and hypothesis of the study. The econometric tools are used to test the model
and interpretation is done based on the values of the different tools.

The impact of deficit financing on narrow money supply is found to be significant.
The deficit financing has shown strong direct effect towards narrow money supply and 1
unit change in former is accompanied with 1.42 unit change in later variable. It proved
that narrow money supply is very sensitive towards deficit financing in Nepal. The
impact of deficit financing and narrow money supply on price level is also found to be

significant. It means deficit financing and narrow money supply are in some extent
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responsible for price rise in Nepal. Deficit financing increases the money supply in the
economy which further raises the price level. So, deficit financing is found to be
inflationary in nature. There is strong impact of increasing government expenditure to
increase the amount of deficit financing which is evidenced from the last fitted model.
Generally, the fitted models in this thesis show their goodness of fit and the overall
significance but the presence of autocorrelation refers to include some other variables too
for the purpose of making the models complete. So, there is the further possibility to

improve the models.

5.2 Conclusions
The following conclusions can be drawn from the study of deficit financing in
Nepal for the period 1984/85- 2003/04.

1) Public expenditure is increasing faster than revenue which creates wider resource gap
during the study period and implies that the deficit financing variable is increasing
each year in Nepal.

2) At the initial year of the study two third of the total expenditure was development
expenditure but at the final year the case seemed just reverse i.e., two third of the
total expenditure was regular expenditure. The total revenue is increasing almost in
the same proportion but the regular expenditure is increasing rapidly due to the
increase in security expenses. It means our investment is in unproductive sector and
there is no return from regular expenditure which gives negative impact on GDP. Its
link effect is that there will be low revenue collection which further widens the
resource gap and in turn raising the amount of deficit financing in the economy.

3) The inelastic structure of Nepalese tax system, unplanned public expenditures,

involvement of the government in production and supply process, increasing demand
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for public services due to the increase in population, lack of proper mobilization and
utilization of external as well as internal debt and increasing amount of regular
expenditure are the main factors responsible for growing deficit financing in Nepal.

4) The government's policies such as unnecessary expenditure cut policy and tax
revenue increasing policy could not be effective in practice due to the inability to
implement them into action which is reflected by the extensively increased deficit
financing.

5) Regarding the sources of deficit financing, the external source has been playing
crucial role. It has been covering two third of the overall deficit in most of the years
of the review period. Among the external sources, the grant assistance from bilateral
sector and loan financing from multilateral sectors are mere popular in Nepal and this
trend has been rapidly increasing in the recent years.

6) Banking borrowing is the dominant source of internal borrowing. This shows that
non banking borrowing is although less inflationary in nature, it has been less
effective in budgetary management practice of Nepal.

7) As the regular expenditure is increasing each year, the present trend of deficit
financing will continue to rise in the coming years with the present tax structure and
the development expenditure can not be made even without foreign assistance. The
net outstanding of foreign loan has been increasing and the debt servicing has been a
serious matter of concern which provides our economy to suffer from debt-trap.

8) The regression results in impact of deficit financing on narrow money supply and
price level shows that narrow money supply is highly influenced by deficit financing
indicating positive relationship. Increase in deficit financing increases the money
supply in the economy which further raises the price level. So, in some extent, deficit

financing is responsible for general price rise in Nepal. The increase in government
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expenditure is highly responsible to raise the amount of deficit financing which is
evidenced by the results in impact of government expenditure on deficit financing.
The direct link of deficit financing to price level is found to be weak but the indirect
link prevails very strong. It means deficit financing functions to raise the price level
through money supply. In this way, ultimately deficit financing is found to be
inflationary in nature.
Suggestions
This research study presents the following policy suggestions.
Due to the inelastic nature of Nepalese tax system the financial crisis seems to be
burning issue in Nepalese economy. Therefore, a long term tax policy should be
made with broad tax base and relatively low tax rates in order to sustain the public
revenue and cope the rising public expenditure. The tax policy should be adjusted in
such a way that the increasing demand of public expenditure can be financed by
public revenue in long run.
The government should focus to raise the direct tax with broad base and low rate
which will be sustainable in long run and provide sufficient revenue to the country.
The government should strongly implement the unnecessary expenditure cut policy
and the budget should be properly planned to meet the expenditures in realistic way
which helps to reduce unnecessary borrowings and over drafts. Proper utilization of
development expenditure in productive sector is needed to increase GDP and in turn
public revenue.
In case of external sources, the emphasis should be given to foreign grants rather
than foreign loans. It is because of the non-refundability and non-interest bearing
nature of grants. So the foreign loan amount should be replaced by domestic

resource mobilization so that the burden of debt can be reduced in the manageable
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form and the economy will not fall in the debt trap resulting less burden of foreign
loan for the coming generations.

In case of internal borrowing, the priority should be given to non-banking
borrowing than the banking borrowing. It is for the reason that the non-banking
borrowing has no effect on money supply and it is non-inflationary in nature. For
this, there is need of mobilization of profit of semi-government organizations such
as provident fund, citizen investment fund etc.

The external borrowings should be approved only for productive programs and it
must be utilized properly. The local expertise should be used as far as possible

which restricts capital outflow.
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5.4 Implementation Plan for the Major Suggestions

The following table shows the implementation plan for major suggestions.

Table 5.1
Implementation Plan for the Major Suggestions
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APPENDIX I

Time Series Data Used in the Study

Public Expenditure, Receipt and Deficit (1984/85-2003/04)
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(In Millions Rs.)
Expenditure Receipts Deficit

FIY GDP Regular | Dev. | Total | Revenue | Grants Total | Revenue | Budget
1984/85 | 444410 | 2906.1 | 5488.7 | 83948 | 3916.6 923.4 4840.0 4478.2 3554.8
1985/86 | 53215.0 | 3584.0 | 6213.1 | 9797.1 | 46445 1172.9 5817.4 51526 | 3979.7
1986/87 | 61140.0 | 41352 | 73780 | 115132 | 5975.1 1285.1 7260.2 5538.1 | 4253.0
1987/88 | 73170.0 | 4677.0 | 94280 | 141050 | 7350.4 2076.8 9427.2 6754.6 | 4677.8
1988/89 | 85831.0 | 5676.2 | 12328.8 | 18005.0 | 7776.9 1680.6 9457.5 10228.1 | 8547.5
1989/90 | 99702.0 | 6671.8 | 12997.5 | 19669.3 | 9287.5 19754 | 112629 | 10381.8 | 8406.4
1990/91 | 116127.0 | 7570.3 | 15979.5 | 23549.8 | 10729.9 | 2164.8 | 128947 | 12819.9 | 10655.1
1991/92 | 144933.0 | 9905.4 | 16572.8 | 264782 | 13512.7 | 16438 | 151565 | 129655 | 11321.7
1992/93 | 165350.0 | 11484.1 | 19413.6 | 30897.7 | 15148.4 | 37933 | 189417 | 15749.3 | 11956.0
1993/94 | 191596.0 | 12409.2 | 21188.2 | 33597.4 | 19580.8 | 2393.6 | 219744 | 14016.6 | 11623.0
1994/95 | 209976.0 | 19265.1 | 19794.9 | 39060.0 | 245752 | 3937.1 | 285123 | 14484.8 | 10547.7
1995/96 | 239388.0 | 21561.9 | 24980.5 | 46542.4 | 27893.1 | 48251 | 327182 | 18649.3 | 13824.2
1996/97 | 269570.0 | 24181.1 | 26542.6 | 50723.7 | 303735 | 59883 | 363618 | 20350.2 | 14361.9
1997/98 | 289798.0 | 27174.4 | 28943.9 | 56118.3 | 32937.9 | 5402.6 | 383405 | 23180.4 | 17777.8
1998/99 | 330018.0 | 31047.7 | 28531.3 | 59579.0 | 37251.0 | 4336.6 | 41587.6 | 22328.0 | 17991.4
1999/00 | 366251.0 | 34523.3 | 31749.2 | 66272.5 | 42893.8 | 5711.7 | 486055 | 233787 | 17667.0
2000/01 | 393566.0 | 42769.2 | 37065.9 | 79835.1 | 48893.6 | 6753.4 | 55647.0 | 309415 | 24188.1
2001/02 | 405632.0 | 46590.0 | 31482.2 | 78072.2 | 504455 | 6686.1 | 571316 | 27626.7 | 20940.6
2002/03 | 435531.0 | 54973.1 | 29033.0 | 84006.1 | 56229.8 | 11339.1 | 67568.9 | 27776.3 | 16437.2
2003/04 | 472424.0 | 59995.7 | 32111.5 | 92107.2 | 62227.0 | 11457.5 | 108684.5 | 29880.2 | 18422.7

Note: The figures for 2003/04 are revised estimate figures

Sources: (a) Economic Survey, Various Issues
(b) Budget Speech, F/'Y 2004-2005
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Time Series Data Used in the Study

Sources of Deficit Financing by Sectors (1984/85-2003/04)
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(In Millions Rs.)

Internal Sources

External Sources

Foreign Loans

Non- Cash Foreign Grants
FIY Banking ] Total ] Multi — ] Multi —
Banking | Surplus Bilateral lateral Total Bilateral lateral Total

1984/85 1299.9 500.0 0.0 1799.9 756.9 166.5 923.4 399.4 1353.6 1753.0
1985/86 903.4 500.0 75.2 1478.6 982.2 138.4 1120.6 498.9 1872.0 2370.9
1986/87 1116.3 528.4 -97.5 1547.2 778.7 173.9 952.6 299.7 2062.2 2361.9
1987/88 797.7 339.4 -268.0 869.1 1789.1 195.1 1984.2 462.5 2631.8 3094.3
1988/89 1320.0 10.0 1551.1 2881.1 1199.9 278.3 1478.2 507.8 3680.9 4188.7
1989/90 1450.0 700.0 296.8 2446.8 1544.3 254.5 1798.8 1000.6 3627.2 4627.8
1990/91 3713.2 839.5 -154.3 4398.4 1337.1 292.9 1630.0 1602.8 2757.2 4360.0
1991/92 1178.8 900.0 2366.0 44448 1207.5 323.5 1531.0 2389.8 3879.6 6269.4
1992/93 920.0 700.0 3415.1 5035.1 2330.9 943.0 3273.9 1307.6 4654.1 5961.7
1993/94 1000.0 820.0 639.4 2459.4 2044.2 349.4 2393.6 582.9 8580.7 9163.6
1994/95 1300.0 600.0 1335.4 3235.4 32714 665.7 3937.1 717.3 6595.0 7312.3
1995/96 750.0 1450.0 2160.7 4360.7 3073.3 1751.8 4825.1 460.0 9003.9 9463.9
1996/97 1500.0 1500.0 2318.3 5318.3 5162.0 826.3 5988.3 850.7 8192.9 9043.6
1997/98 1600.0 1800.0 3323.3 6723.3 4983.2 419.4 5402.6 1314.5 9740.0 11054.5
1998/99 2850.0 1860.0 1429.0 6139.0 3583.6 753.0 4336.6 584.0 11268.4 11852.4
1999/00 3300.0 2200.0 354.8 5854.8 4171.2 1540.5 5711.7 757.9 11054.3 | 11812.2
2000/01 - - 5144.1 12144.1 2184.5 4568.9 6753.4 586.7 11457.3 | 12044.0
2001/02 - - 7241.9 15241.9 4588.3 2097.9 6686.2 87.0 7611.6 7698.6
2002/03 - - 3010.7 11890.7 9387.2 1951.9 11339.1 657.2 3889.2 4546.4
2003/04 - - - - - - - - - -

Note: The figures for 2003/04 are revised estimate figures
(-): Denotes non-availability of data

Sources: (a) Economic Survey, Various Issues
(b) Budget Speech, F/Y 2004-2005
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Database for Impact Analysis (1984/85-2003/04)
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(Figures other than price level are in millions Rs.)
£y Narrow Money . De_ficit Price Level (Py) | Price Level(Py) Gove-rnment
Supply(My) Financing (DFy) 1983/84=100 1995/96=100 Expenditure(GE)
1984/85 5480.0 4478.2 104.1 315 8394.8
1985/86 7029.3 5152.6 120.5 36.5 9797.1
1986/87 8120.2 5538.1 136.6 41.4 11513.2
1987/88 9596.6 6754.6 151.7 45.9 14105.0
1988/89 11775.4 10228.1 161.3 48.9 18005.0
1989/90 14223.0 10381.8 179.9 545 19669.3
1990/91 16283.6 12819.9 197.6 59.8 23549.8
1991/92 19457.7 12965.5 239.1 72.4 26478.2
1992/93 23833.0 15749.3 260.4 78.9 30897.7
1993/94 285104 14016.6 283.7 85.9 33597.4
1994/95 32995.4 14484.8 305.4 92.5 39060.0
1995/96 36498.0 18649.3 330.2 100.0 46542 .4
1996/97 38460.3 20350.2 360.3 109.1 50723.7
1997/98 45163.8 23180.4 389.9 118.1 56118.3
1998/99 51062.5 22328.0 434.2 131.5 59579.0
1999/00 60979.8 23378.7 449.2 136.0 66272.5
2000/01 70576.9 30941.5 442.9 134.1 79835.1
2001/02 77156.2 27626.7 459.2 139.0 78072.2
2002/03 83754.1 27776.3 495.8 150.2 84006.1
2003/04 85835.2 29880.2 515.2 156.0 92107.2
Note: The figures for 2003/04 are revised estimate figures

Sources: (a) Economic Survey, Various Issues
(b) Budget Speech, F/'Y 2004-2005

(c) Quarterly Economic Bulletin, Various Issues, NRB




APPENDIX IV

Data for Impact Analysis (1984/85-2003/04)

(Log —Transformed)
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FIY InMy | In DR 1983'?852100 1995|/nggt:100 In GE
1984/85 | 86089 | 8.4070 4.6454 3.4509 9.0354
1985/86 | 88578 | 85473 47916 35970 9.1898
1986/87 | 9.0021 | 8.6194 49171 37226 9.3512
1987/88 | 91692 | 8.8180 5.0219 3.8273 9.5543
1988/89 | 93738 | 9.2329 5.0833 3.8888 9.7984
1989/90 | 95626 | 9.2478 5.1924 3.9978 9.8868
1990/91 | 96979 | 9.4588 5.2862 4.0017 10.0669
1991/92 | 9.8760 | 9.4700 5.4769 4.2823 10.1841
1992/93 | 100788 | 9.6646 55622 43677 10.3384
1993/94 | 102580 | 9.5480 5.6479 44534 | 104222
1994/95 | 104041 | 9.5809 5.7216 45270 | 105729
1995/96 | 105050 | 9.8336 5.7997 4.6052 10.7481
1996/97 | 105574 | 9.9208 5.8870 46923 10.8341
1997/98 | 107181 | 100511 |  5.9660 47715 10.9352
1998/99 | 108408 | 10.0136 |  6.0736 48790 | 10.9951
1999/00 | 11.0183 | 10.0596 |  6.1075 49127 11.1015
2000/01 | 111645 | 10.3399 |  6.0933 4.8986 11.2877
2001/02 | 11.2536 | 10.2265 |  6.1295 4.9345 11.2654
2002/03 | 113356 | 10.2319 |  6.2063 50120 | 11.3386
2003/04 | 113602 | 10.3050 |  6.2445 5.0499 11.4307

Note: The figures for 2003/04 are revised estimate figures

Sources: (a) Economic Survey, Various Issues
(b) Budget Speech, F/Y 2004-2005

(c) Quarterly Economic Bulletin, Various Issues, NRB
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