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Abstract 

This paper aims to examine the causal relationship between the budget deficit 

and the current account deficit of Nepal using time series data sets for the 

period from 1975 to 2019. Based on the Autoregressive Distributed Lag 

(ARDL) Model, the empirical finding indicates that rising budget deficits put 

more stress on the current account deficits in the both long-run and the short­

run. Furthermore, the Granger Causality test reconfirms that unidirectional 

causation runs from budget deficit to current account deficit, which supports 

the conventional theory of the positive relationship between.fiscal and external 

deficits, i.e. the twin deficit hypothesis for Nepal. The probable adverse 

effects that arise from such kind of relationship in the economy should be 

incorporated by the government of Nepal and concerned stakeholders by 

adopting appropriate policy measures as well as its effective implementation. 
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Introduction 

The issue of twin deficit hypothesis emerged during the 1980s when both the budget 

deficit and current account deficits were increasing in the United States of America 

(Asrafuzzaman et al., 2013). This phenomenon is related to the open macroeconomic 

situation of an economy which shows multiple linkages with several variables and may 

produce substantial effects on the economy. Nowadays, it has been developed as the 

common feature of most of the developed as well as developing economies. 

Theoretically, there are two arguments for the twin deficit hypothesis. One, the 

Mundell-Fleming framework, argued that an increase in the budget deficit due to the 

rise in government expenditure leads to an increase in interest rate resulting in higher 

capital inflows. Hence, the exchange rate appreciates encouraging imports rather than 

exports which in turn leads to degradation of the current account balance (Mundell, 

1963; Fleming, 1962). Another, the Ricardian Equivalence Hypothesis, argued that tax­

financed expenditures do not affect private spending or national saving and hence, the 

current account deficits are independent of the fiscal deficits (Barro, 1989). 
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