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ABSTRACT
Having with the objectives of understanding the effects of foreign trade on the economic devel-
opment process of Nepal, this paper attempts to deal the role and the impact of export and
import along with many other pertinent factors. The determining factors that have been consid-
ered along with export are: capital stock, labor force, average propensity to save (APS), relative
price index (RPI), ratio of government development expenditure to GDP. Moreover, GDP, PCI,
and growth rate of GDP are the assumed development indices. These macro variables are intro-
duced through the application of various econometric models. The empirical results have been
estimated by applying annual data for the period of 1974/'75 to 2002/'03. The different models
in linear and log-linear forms have justified that exports growth leads to economic growth.
Therefore, the policy of adequate investment in export oriented industries that embody a 'proper
mix' of export promotion and import substitutions is suggested.

ECONOMIC DEVELOPMENT IS THE process of economic and social transformation.
This process often follows a well-ordered sequence and exhibits common characteristics
across countries (Thirlwall 1999). Despite of many constraints- stagnant social and eco-
nomic situations- urgent economic development is the quest of every nation (Todaro 1997).
In the course of struggling with the negative effects of internal and external forces1, many
countries have been incapable of solving ill socio-economic rigidities and still economi-
cally weak to find their development path. Consequently, they are driven in quicksand of
poverty, unemployment, inequality and socioeconomic unrest.

Foreign trade is considered as an essential factor for accelerating the path of eco-
nomic development. Most countries are involved into foreign trade to create employment,
raise propensity to save, increase foreign exchange earning, and raise the productivity of
investment moving from less productive use to high productive use (Hussain 1996). Be-
cause of the benefits of openness, it is settled as the integral part of every country. For
developing countries, trade is the primary vehicle for realizing the benefits of globalization.
Import brings additional competition and variety of domestic markets benefiting the con-
sumers.   Benefiting business, foreign trade gives firms access to improved capital inputs
such as machine, tools, boosting productivity as well. Foreign trade encourages the redistri-
bution of labor and capital to relatively more productive sectors. In particular, it has con-
tributed to the ongoing shift of some manufacturing and service activities from industrial to
developing countries providing new opportunities for growth (WDR 1999/2000).

World Development Report  (1999/2000) highlights that the trade of goods and serv-
ices has grown twice as fast as global GDP in the 1990's and the share attributable to devel-
oping countries has climbed from 23 to 29 per cent. The explosive growth of information

1 Internal forces are supposed to be poverty, unemployment, illiteracy, terrorism, political instability, geographi-
cal rigidities, socio-economic unrest etc., External forces are foreign invasion, foreign policies, peripheral loca-
tion, fixation of quotas etc.
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and communication technology by 25 per cent between the period 1994- 1997 alone has
offered another opportunity for developing countries.

Nepal, a developing country, has profound potential on information technology, which
may solve the problem of landlockedness and trade and tariff barrier. The opportunities on
garments, carpets and other agriculture and service related productions and good access to
herbal production and Ayurvedic medicines can not be overlooked.

Nepalese foreign trade performance has so far been poor.  Several factors seem to be
responsible, and of these, its landlockedness is one of the major causes for Nepal's weak
production base, which is eventually linked with the growth of exports and imports of tech-
nology and raw material. Not only the open border with India but also the limited transit
facilities in one or other way have constrained its trade with overseas countries. Since tran-
sit through china is virtually impractical, India is only economically viable for all commer-
cial flows.  Indeed, no country in the world (excluding Bhutan) is so hopeless dependent on
the availability of transit facilities from a single country as Nepal (Poudyal 1998). Histori-
cally, it is evidenced from almost all trade and transit treaties between these two countries
that the transit facilities had in the past always been provided by India in exchange for
Nepal's acceptance in giving incentives to Indian goods in Nepalese territories. For this
reason, Nepal's trade, especially import trade, in the past virtually had confined to India.
Trade with only one partner leaving the options on the basis of comparative advantage
virtually obstruct the flow of benefits which is expected to accrue from free trade (Poudyal
98). Naturally, in such a situation, neither foreign trade nor the economy can be expected to
have speedy growth.

Foreign trade has however, been rendered due weight in all the periodic plans be-
cause of the adverse balance of payment (BOP) position. Realizing that the composition of
exports be changed by identifying new exportable, the Ninth Periodic Plan too (1997/'98-
2001/'02) discouraged the import of luxury goods and called for an adequate supply of
necessities at reasonable prices. The huge stress has been placed on industrialization through
export promotion and import substitution.

Nepal, an agro-based economy, has more than 80 per cent of its people engaged on
agriculture profession and the contribution of the agriculture sector to the total GDP consti-
tutes more than 40 per cent (CBS 1999). Since Nepal is least developed in industrial raw
materials and highly equipped machinery, there is minimum chance of cost-effectiveness.
Small domestic market seems to be an obstacle to economic growth. The world market is
then the only readily available way to exploit resources.

The basic problem which arises in managing the world market is environment in-
cluding different national policies, business customs and practices along with different po-
litical and legal formalities and practices, different monetary units, different levels of tech-
nology, different cultural and social practices (Shrestha 1994). Therefore, quite different
from that of the United States, Japan and European markets, the plan and programs that
Nepal prepares, may be ineffective to cope with the different levels of uncertainly encoun-
tered in foreign market. Habeler concludes that international trade has made a tremendous
contribution to the development of less developed countries in the 19th and 20th centuries
and can be expected to make an equally big contribution in the future (Habeler 1959).

 Counted in a least developed country of the world, Nepal is bounded on the vicious
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circle of poverty because lumpy amount of people insist in the agricultural professional
where the marginal productivity of labor is zero2. To shift the burden from high to low den-
sity sector, foreign trade plays the vital role. The same is expected in specialization in pro-
duction, division of labor, and increase in the national income. Foreign trade also widens the
market and increases the inducement to invest income and saving via more efficient resource
allocation. The benefits from foreign trade in Nepal may be noted as following. Firstly, trade
provides materials, means (capital goods, machinery and raw- and semi-finished materials)
indispensable for economic development.  Secondly, trade is the means and vehicle for the
dissemination of technological knowledge, the transmission of ideas, for the importation of
know-how, skill, managerial talents and entrepreneurship. Thirdly, trade is the vehicle for
the international movement and capital especially from the developed to underdeveloped
countries. Fourthly, free intervention trade is the best antimonopoly policy and best guaran-
tee for the maintenance at a healthy degree of free competition (Meier 1975).

The present study aims to analyze the effects of foreign trade on economic develop-
ment process of Nepal. Thus, a question arises, whether foreign trade plays significant role
in the course of economic development or not?

1. Delimitation of the Study
Leaving the earlier period from 1974/'75, this study covers the period FY 1974/75 to FY
2002/2003 because of the inconsistency of the consumer price index. Only quantifiable
variables have been given due consideration to analyze the direct effects of trade on the
economic development. Indicators like PQLI, Basic need, HDI can be used as dependent
variables to measure the development process of a country but the data are unavailable in
accordance. Accordingly, GDP and PCI are only accepted as the major dependent variables
for measuring the economic development process.

2. Theoretical Framework
The problems of underdevelopment are mostly related to poverty, unemployment, low quality
of people's lives, low level of capital formation, limited choices of people and mainly of
low level of income.  Economic development has however, attracted the attention of econo-
mists' right from Adam Smith down to Marx and Keynes, yet found mainly interested in the
static problems and largely related to the Western European framework. It is however, espe-
cially after the Second World War that economists started devoting their attention towards
analyzing the problems of underdeveloped countries and formulating theories and models
of development3. Most development economists are almost unanimous in their view that
capital is an essential factor in promoting economic development. Their interest in the eco-

2 The Theory of Unlimited Supplies of Labour propounded by W.A. Lewis: 1950 states that APL determines the
wages of labor not by MPL. The surplus labor in traditional sector can be shifted from agriculture to other
sectors without reducing the total production.
3 Harrod – Domar regard capital as a major factor in the development process. Lewis approaches the problem of
underdevelopment from the standpoint of technical dualism, disguised unemployment and unlimited supply of
labour. Nurkse (1953) identifies a low productive efficiency as a major cause of economic underdevelopment.
Rosensetin – Rodan (1961) has developed a big push version of the theory of balanced growth.  Hirschman
(1958) and Streeten (1959) maintain that growth is largely a function of induced decision making. These theo-
ries, by and large, have developed the proposition that capital is a prerequisite of sustained growth.
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nomics of development has been further stimulated by the wave of political resurgence that
swept the Asian and African nations as they threw off the colonial yoke after the Second
World War. The view regarding the concept of development indicators has differed. Other
than Gross National Product (GNP), Simon Kuznets (1955), Meier and Baldwin (1960)
supposed NI as a basic indicator of economic development. Economists like Benjamin
Higgins (1999), Harvey Leibenstein (1957), W. Arthur Lewis (1961) and Jacob Viner (1977)
take PCI as an indicator of economic development. Presently, human development index
(HDI> 0.80) is supposed to be a better indicator.

A great controversy however, lies in regard to the selection of indicators; attentions
are laid in accordance to the availability of data.  In fact, economic development is the result
of secular change in long run.  Gold and silver, to Mercantilists, makes a country in well-off
situation; increase in national production, to Classicists, is because of profit motive. J.S.
Mill (1848) adopts co-operative to increase the welfare of the society and view that laborers
overcome from different kinds of domination via co-operative. Marx (1977) advocates so-
cialism as an essential factor for raising maximum welfare. The concept of National Income
or Per Capita Income has nevertheless ruled for many years, the now, more emphasis has
been given to non-income criteria like basic needs criteria, physical quality of life index-
PQL1, and Human Development Index-HDI.

Economic development is the process whereby the real per capita income of a coun-
try increases over a long period of time-subject to the stipulations that the number of people
below an 'absolute poverty line' does not increase, and that the distribution of income does
not become more unequal (Meier 1963; Baron 1957).

Kuznets (1955), Meier and Baldwin (1960), Meade (1972) all have used NI as an
appropriate measure of economic development, since per-capita income depends upon the
national income.  Prof. Meade expects per capita income as the proper medium for provid-
ing welfare. Nevertheless, Ahluwalia and et. al (1976) disagree and state “growth rate of
GNP in itself is a misleading indicator of development since it is heavily weighted by the
income shares of the rich." Though controversial, Morris D. Morris (1979) too asserts Gross
National Product (GNP) as the most widely accepted measure of progress.

Modern economists confront with trickle down effect in uplifting the poor so the
non-income indicators like physical quality of life index (PQLI) is focused. Morris D. Mor-
ris combines three component indicators of infant mortality, life expectancy at age one and
basic literacy at age 15 to measure performance in meeting the most basic needs of the
people. This index represents a wide range of indicators such as health, education, drinking
water, nutrition and sanitation. Though the index is criticized for using arbitrary weights,
the PQLI can be used to identify particular regions of under-development and groups of
society suffering from the improper social policy.  Wherever immediate action is required
state can take up such policies that increase the PQL rapidly along with economic growth.

Basic-needs criterion, a substitute of the per capita income, is another yardstick of
development, which focuses on alleviation of poverty by providing basic human needs to
the poor. The direct provision of health, education, food, water, sanitation and housing
affects poverty in a shorter period and with fewer monetary resources than NI and PCI. Life
expectancy at birth, literacy, calorie supply per head, infant mortality and percentage of
population with access to potable water, infant mortality and percentage of population with
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access to sanitation, and housing are the social indicators for Hicks and Streeten.
The HDI is a simple average of life expectancy index, educational attainment index,

and the adjusted real GDP per capita index.
 In itself controversial, foreign trade, as advocated by Physiocrates, is a necessary

evil because to them both foreign as well as domestic trade produce no real wealth (Roll
1973). Classicist and Neo-classicists regard foreign trade as an engine of growth. Adam
Smith's model4 of foreign trade postulates the existence of ideal land and labor before a
country is opened to world market, his imagination of international man also justify the
viability of foreign trade in economic development of any country. In general, classical
economists considered comparative advantages as determining the pattern of trade with
widening of market, induced innovations, and increase productivity.

Modern economists too pleaded for the gain from the trade, not only change in re-
source allocation but in continuous impact on economic development of a nation. It stimu-
lates for changing productivity of the economy. Staple's Demand-motored model5 and
Corden's Supply-motored model6  both reveal the positive relation of trade and develop-
ment emphasizing that the direct gain comes form international specialization.

A country in long run tends to specialize in the production and export of those com-
modities in which it has comparative advantage (Ricardo 1917). In fact, Eli Heckscher and
Bertil Ohlin in Factor Proportion Theory state that the comparative cost differences arise
because of two reasons: i. different goods require different inputs, ii, different countries
have different factor endowments.

Testing the 'Factor Proportion Theory' empirically, Leontief in 1953 reached the para-
doxical conclusion that the United States was the most capital-abundant country in the
world. Leontief paradox however, was criticized on the methodological and statistical
grounds; various economists applied the model in their study.  Tatemoto and Ichimurd dis-
covered Japan as an exporter of capital - intensive and importer of labor - intensive com-
modities. Stolper and Roskamp concluded that East Germany a labour - intensive country's
exports were capital - intensive relative to its imports.  Wahl found Canadian exports as
capital - intensive relative to the imports. Indian exports were labor-intensive relative to its
imports. Nevertheless, Indian exports to the United States were capital-intensive relative to
imports. Baldwin found that the U.S. import competing sector was 27 per cent more capital-
intensive relative to the U.S. export sector (Qtd. Chacholiades 1978).

Linder's Representative - Demand Hypothesis' states that the income growth affects
demand and trade. A rise in per capita income shifts a nation's representative demand pat-
tern towards luxuries that the nation can afford. This new concentration of demand for
4 The model popularly known as "vent for Surplus Theory” assumes resources are not fully employed prior to
trade and that are increased without a decrease in domestic production with the result that trade raised the level
of economic activity.  For detail see "An inquiry into the Nature and causes of the wealth of Nations” ed. Edwin
Canaan (1976) p- 415.
5 Staple's Demand Motored model postulates that with discovery of a primary product in which the country has
a comparative advantage, or with an increase in the demand for its comparative advantage commodity, there is
an expansion of a resource-based export commodity; this, in turn induces rates of growth of aggregate and per
capita income (Qtd. Meier 1995).
6  W. Max Corden’s model emphasizes growth in factor supplies and productivity. After a country is opened to
world trade, five effects may appear i.e. impact effect, capital accumulation effect, substitution effect, income-
distribution effect and factor-weight effect.
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affordable luxury manufacturers causes producers to come up with even more impressive
improvements in the technology of supplying those goods in particular (Davis 1985).

Krueger (1978) econometrically tested two hypotheses (1) more liberalized regimes
result in higher rates of growth of exports; and (2) more liberalized trade sector has a posi-
tive effect on aggregate growth7. In the later case, Krueger opines two channels through
which openness positively affects growth i. direct effects that operate via dynamic advan-
tages including higher capacity utilization and more efficient investment projects; and ii,
indirect effects that work through exports: more liberalized economies have faster growth
of exports and these, in turn, result in more rapidly growing GNP. Krueger estimated the
following equation on pooled data for traditional and non-traditional exports.

log Xit = aoi + g log REERXit + r Tt + a1 d1 Tt + a2 d2 Tt + a3 d1 + a4 d2 + uit,
Krueger also estimated a real GNP equation on time series for each individual country:

log GNPt = bo + b1 Tt + b2 log Xt  + b3 d1 Tt + b4 d2 Tt + Et ,
The results strongly confirmed that a more depreciated REERX has a positive impact

on non-traditional exports; traditional exports however, did not appear to be sensitive to
real exchange rate changes. For both types of exports, the coefficient of d2 - the dummy
variable for Phases IV and V- was significantly positive, suggesting that the move to a more
'liberalized' regime also have a positive effect on exports growth. In terms of their relative
contributions to export growth, real exchange rate changes appeared to be substantially
more important than movements in the liberalization ladder. With respect to GNP growth,
the estimates provided strong evidence in favor of an indirect effect of liberalization on
growth: higher exports positively affected GNP growth. Shrestha (1981) suggested the need
of trade diversification to grab the opportunities of export market. The contribution of process-
ing industries like rice, flour and jute mills was lower than 1.6 per cent of GDP. The gains of
trade in terms of introduction of technology were quite low. Continuous rising trend of
trade deficit through little change has occurred in export trade.

Tyler (1981) gives empirical evidence demonstrating a cross-country association
between export performance and GNP growth. Tyler explains GNP growth with the help of
a Cobb-Douglas production function incorporating three productive factors i.e. labor, capi-
tal and exports:

Yi =A Ki
α Li

β Xi
°

Exports are also considered because there are scale-effects and externalities associated with
export production and scales8. Tyler's regression estimates made with the entire middle
income developing country sample disclose that both capital stock and exports make con-
siderable contribution to GDP growth.

Pokherel (1982) finds that the volume of imports from other countries was galloping
year after year while volume of export was not increased in the same direction. The study
was able to show the significant relationship between the growth of Nepalese overseas
trade and the growth of her GDP, growth of Nepalese exports to overseas and growth of her
import from overseas. Ligal (1983) considers a simple Keynesian macro framework to show
7 A liberalized regime is one that had reduced the extent of anti-exports bias.
8 Because of export market competition, non-exported products may tend to be produced more efficiently.
Moreover, allocation gains may be captured through greater export activity. LDCs can achieve a wider use of
abundant labour resource and a fuller use of existing capacity with increased international specialization along
comparative advantage (Tyler 1981-125)
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the relationship between GDP and other related variables. Beta co-efficient9 is used to deter-
mine the importance of government expenditure on imports, prices and money supply and
Hansen Stabilization Index10  has been used to measure the stabilizing or destabilizing char-
acter of expenditure policy. The application of multiple regressions justified the significant
government expenditure with negative and insignificant coefficient of GDP along with in-
significant domestic price level. Feder (1983) provides the formal model to show signifi-
cant relationship between exports and growth of GDP i.e.,   y = N+X, where X is exports
sectors and N is non-exports sectors11. Then N is defined as N = F (Kn,Ln, X) and X is
defined as X = G (Kx, Lx), where Ki and Li are capital and labour used in i (i=N,X) sectors.
Assuming marginal productivity of labor equal to β(y/L) where β is constant; Feder derives
the following equation for the rate of growth of GDP:

(y/y) = α(I/Y) + βL/L) + {Fx +  (δ/ (1+δ))} 






 •
X/X  .12 , where (I/Y) is the investment ratio,

L/L is growth rate of labor force and 






 •
X/X  growth rate of export, (1+δ) = (G

k
 /F

k
) = (G

L
/

FL) and GL, FL are marginal productivity of labour and GK, FK are the marginal productivity
of capital. Feder uses a sample of 31 semi-industrialized countries and estimates that the
marginal factor productivity in exports sectors are higher than in the non-export sector.

Kovoussi (1984) shows the effect of export growth on total factor productivity through
an inter country regression analysis by the application of a simple production function:

Y
t
 = F [K

t
, L

t
 , t ] …   …   … (I)

Assuming disembodied technical progress, the elasticity of output with respect to capital
and labor force is constant and technical change (Hicks-neutral) and its rate remains un-
changed.  The growth rate of GNP may be expressed as:

RY = a + bRK + cRL …   …  … (II)
The hypothesis, that export expansion increases the growth of total factor productivity, can
be introduced in the model assuming the rate of technical change as a linear function of the
growth rate of exports (RX). Hence,

RY = a + bRK + cRL + dRX …   …  … (III)
Kavoussi considers average annual growth rates of GNP, capital stock, labour force

and exports between 1960 and 1978 for estimating (II) and (III) models. In both low-and
middle-income countries, the coefficient of RX is positive and highly significant, indicating

9 Beta co-efficient of government expenditures is defined as Beta g=bg (Qg/Qz), where bg=regression co-
efficient of government expenditure on price or money supply or imports, Qg= standard deviation of G,
Qz=standard deviation of P, M or Ms.

10 1 100).tz
t

 / tz 
t

 - 1( ∑∑ , where 
tz

t
∑ = sum of M or P or MS.

11  Export contributes to aggregate output in two fundamental ways: first it is assumed that the exports sector
generates positive externalities on non exports sectors, through more efficient management styles and improved
production techniques. Second, there is a productivity differential in favour of the exports sector.
12  Derived from y=N+X, N=F (Kn, Ln, X), X=G (Kx, Lx) and the assumption that FL = βββββ(y/L), where β is
constant and α equals to F

K
.
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the major role of export expansion in influencing the growth of total factor productivity.
Since a larger percentage of exports in middle-income countries is composed of manufac-
tured products, the higher coefficient of RX in this sub sample means that the effect of
manufactured exports on factor productivity is greater than that of primary products. To
prove this, the coefficient of RX is expressed as a linear function of the commodity compo-
sition of exports.

RY = a + bRK + cRL + (d1 + d2 MX ) RX …   …  … (IV)
where, MX represents the share of manufactured goods in total merchandise exports, d1 is
the coefficient of RX when d2 is zero (that is, exports comprise only primary goods, and not
manufactured goods) the share of manufactured goods in total exports (at the end of the
period) is zero and d1 + d2 MX is the coefficient of RX when the share of manufactured
goods in total exports is MX per cent.
For estimating d1 and d2 equation IV is expressed as:

RY = a + bRK + cRL + d1 RX + d2 MRX …   …  … (V)
where, MRX = (MX) (RX)

The results reveal that the impact of commodity composition of exports is quite dif-
ferent among low and middle-income countries. Furthermore, export expansion on the growth
of total factor productivity has been very sensitive to the share of manufactured goods in
total exports for middle-income countries.

Applying the production function approach with the growth rate of export, Balassa
(1985) introduced per capita income to show the impact of the level of development on
economic growth.  Taking into account 43 countries that were adversely affected by exter-
nal shocks after 1973, the coefficient of the growth rate of export (Xi/Xi) was experienced
higher during the period 1973-79 than to the earlier.

As others, Ram (1985) also tested the production function framework on 73 coun-
tries for te periods 1960-70 and 1970-77 and found that the coefficient of growth rate of
export  was significantly positive and remained higher in lateral period.  In addition, Ram
(1987) urther applied the aforementioned approach on time series and cross sectional data by
dividing the sample population into "before oil shock” and "after oil shock”; and between low
and middle-income countries. In vast majority of cases the estimated coefficient of export
growth  for the 1973 - '82 periods was found smaller than those were for earlier period.

Applying the Keynesian model, Khanal (1988) arrives at the necessity of adopting
strong discretionary and control measures (different tariff and taxation measures accompa-
nied by foreign exchange regulation). Gray and Singer (1988) used Kavoussi's expots de-
composition technique and found Spearmans' rank coefficient as positive and significant
for countries facing above the average of world demand whereas insignificant for those
facing below the world demand conditions. Commenting the work of Balassa, Rana (1988)
considers balanced sample of 43 nations for before and after 1973. All the estimates of the
growth rate of export were significantly positive and smaller for post-1973 period than
those for earlier period.

In his study 'Foreign Trade, Aid and Development in Nepal' Poudyal (1988) analyses
the relationship between GDP and investment, GDP and foreign aid, and import and GDP
with the framework of Almond Polynomial lag scheme. These relations are expected to
follow an inverted U-type lag pattern. In the case of imports, the behavior out of equilibrium
is also examined in the framework of a partial adjustment model, corresponding to a
geometrically declining lag structure. Considering the study period, 1964 /'65 to 1981/'82,
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the import equation in the linear form is expressed as:
M

t
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0
 + a
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 + a

2
 (P

ro
/P

d
) 

t
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t
, where a

1
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2
<0.

The same equation has been also tested on logarithmic and lagged forms. The two-
gap model and different structural equations were set out to deal with the problem of con-
straints for development process of Nepal alike:
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The forecasts with the help of Two-Gap model have justified that the trade gap
would be the binding constraint in Nepal's development all through the next 15 years.
Kohli and Singh (1989) have used Feder's model to see the relationship between export
growth and GDP growth considering 41 countries as the sample for the period 1960 to '70
and 1970 to '81. Coefficient of the growth rate of export has been found as significant for
the period 1960 - '70 and insignificant for the period 1970 - '81. In the process of analyzing
the relationship between export and growth process of Nepal, Regmi (1998) concludes that
export plays a tremendous role of expanding the pace of economic development in general
and create to robust industrial sector in particular. The unsuccessfulness of the government
policies led Devkota (2000) to suggest the government to increase export by mobilizing the
domestic resources. Mainly concentrated on impact of exchange rate change on foreign
trade balance, due consideration has been given onto import and export functions13 in two
categories i.e. India and rest of the world. In fact, Nepalese exchange rate devaluation is not
the proper method of correcting the trade deficit (Garanja 2000). Moreover, Poudyal (1998)
examines the impact of foreign trade on economic growth of Nepal. Export / GDP, Import /
GDP, Balance / GDP and Export / Import ratios have been used to analyze the condition of
trade of Nepal since 1974 / 75 to 1994 / 95. Growth of GDP at market price has been an
important indicator to observe economic growth of a country. The concept of multiplier,
K = 1/ (mps + mpm)* dx, is used and derived 1.47. The multiplier effect of the export trade
seems weak in Nepal because of adverse terms of trade. The multiplier effects on the output
growth have revealed foreign trade as a decisive player in the process of economic develop-
ment of the country. Furthermore, author gives remarks that Nepal's foreign trade has tre-
mendously been suffering from growing trade deficit, which can have negative impact on the

13  M
t
=f (NGDP, REER, M

t-1
), and  Xt=f (NGDP,REER,Xt-1 where NGDP is Nominal Gross Domestic Product,

REER is Real Effective Exchange Rate, M
t
 is imports in the year t, X

t
 is exports in the year t and X

t-1
and M

t-1 
are

exports and imports in the year t-1.
14 Chenery (1960) defines import substitution as the difference between growth in output with no change in the
import-ratio and the actual growth. The magnitude of import substitution between two periods 1 and 2  IS=IS=
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15 Desai (1969) says two types of import substitution measures prevail (a) those referring to some notion of
optimality, and, (b) those that are purely descriptive of changes in the actual pattern of imports and domestic
production.
16 Fane (1973) portals import substitution for industry is evaluated in two parts: (a) import substation within the
industry (Mi) and the extra contribution, M is growth in industry I to import substitution, Therefore, MT

i
=M+M

i
.

For details see Pant (1994), Trade and development.
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economy as a whole. Pant (1994) takes concern with the import substitution measures of
Chenery,14 Desai,15  and Fane16. At the juncture of the analysis, the study has found signifi-
cant impact of manufactured export on the economic development process of Nepal. Greater
technological progress is required for total export growth to enhance the total factor produc-
tivity regardless of the composition of exports. The import substitution policy adapted by the
government demands overall evaluation and analysis. While concluding, Pant firmly speaks
that the Nepalese policy makers should develop a trade strategy that embodies a 'proper mix'
of the export promotion and import substitution.
3. Research Methodology

A research design is the arrangement of conditions for collection and analysis of data
in a manner that aims to combine relevance to the research purpose with economy in proce-
dure (Selltitz, and et al 1976). It is a known fact that the econometric analysis of the Nepa-
lese economy is severely inhibited by a wide range of scientific data deficiencies. As in
many developing countries but probably even more in Nepal, planning is severely handi-
capped by the dependable data in sufficient quantity (Barkay 1982). In view of the poor
database, a rigorous quantitative analysis of the macro-economic relationship for the Nepa-
lese economy may not be feasible and even justified. However, a beginning, howsoever
inadequate, must be made somewhere with whatever data it is possible to compile. How-
ever as an alternative, though not a satisfactory way to do, value of relevant variables are
converted to constant prices by means of single GDP deflator.

This study is based on secondary data sources. Various published reports, surveys,
bulletins and journals were consulted to collect the data. Important among them are Economic
Surveys 1998/99 and 2003/04, NRB’s Quarterly Economic Bulletin, 2002, various Censuses,
International Financial Statistical Year Book, 1987 and Economic & Political Weekly 2004,
CBS’s Statistical Year Books. Absence of data tempted the researchers to apply the methods
of data filling i.e., extrapolation & intrapolation.

Considerable effort has been made to standardize the data, but full comparability
cannot be assured, and care must be taken in interpreting the indicators. Statistical systems
in many developing economies are still weak; statistical methods, coverage, practices and
definitions differ widely; and cross-country and inter-temporal comparisons involve complex
technical and conceptual problems that cannot be unequivocally resolved (WDR 2003).
Models

Due consideration has been given to the models applied by Tyler (1981), Feder (1983)
Balassa (1985) so as to click the relationship between export expansion and economic growth
along with the linear and log-linear forms of the import function. The model of Tyler (1981),
based on a Cobb-Douglas production function considers the factors such as GDP, capital
(K), and labor (L) and exports (X). It also comprises factors like annual growth rate of
capital (GRK), labor (GRL) exports (GRX) and manufactured exports (GRXM) as indepen-
dent variables. Per Capita Income (PCI), Annual growth of GNP (GRY) have also been
employed as dependent variables. Replacing saving instead of capital employs the models of
Balassa (1985) and Tyler (1981). The models of various forms are listed as follows:

✪  Linear Form: GDP= A +  α K  +   β L  +   χ X
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α >0, β >0, χ >0
GDP= A + α S  +  β L  +    χ X

α.>0, β >0, χ>0
PCI= A + α  K  +  β L    +    χ X

a.>0, β >0, c>0
M = n

0
 + n

1  
APS  + n

2
  GDEGDPR + n

3
 RPI.

n
1
>0, n

2
>0 n

3
<0

✪  Log-Linear Form: ln GDP = ln A + α ln K+β ln L+χ ln X.
α.>0, β >0, χ>0

 ln GDP = ln A + α ln S+β ln L+χ ln X.
α.>0, β >0, χ>0

 ln PCI = ln A + α ln K +β ln L + χ ln X.
α.>0, β >0, χ>0

ln M = ln n
0
 + n

1 
ln APS + n

2
 ln GDEGDPR +n

3
 ln RPI.

n
1
>0, n

2
>0, n

3
<0

✪  Growth Rate Form: GRY =A + α GRK  + b GRL + c GRX.
α.>0, β >0, χ>0

✪ Cobb-Douglas Form:GDP=A K
α
 L

β
 X

°

GDP=A S
ααααα
 L

βββββ
 X

°°°°°

PCI=A K
ααααα
 L

βββββ
 X

°°°°°

Feder’s (1983) model is considered to show the relationship between growth rate of export
and growth rate of GDP, which is expressed as:

✪  GRY = A+α RIGDPR+ β GRL+ {Fx + (δ/ (1+δ))} χGr.
Where δ and Fx signify the coefficient of productivity differential and export related
externalities respectively.

Furthermore, the linear and log-linear models are employed to see the relationship of
imports to aggregate private spending (APS), ratio to government development expenditure
to GDP (GDEGDPR), foreign aid (FAID), GDP, population, and relative price Index of
Nepal to India (RPI).
4. Empirical Results

Foreign trade, as an engine of growth during 20
th

century, has not been so popular. In
fact, the implementation of industrialization policies then was of limited degree of
international openness. The Import Substitution Industrialization (ISI) strategy of Raul
Pervish (1950) and Hans Singer (1950) emerged as viable. Indeed, the debt crisis unleashed
in 1982 played a consequential role in reshaping policy views regarding development
strategies, growth policy and long-term growth.  In this regard Edwards (1993) remarks
“In the 1980s, economists dealing with poorer nations began to recommend, with increas-
ing insistence, the development strategies based on market oriented reforms that included
as a fundamental component, the reduction of trade barriers and the opening of interna-
tional trade to foreign competition”.

Although, East Asian countries seem to be successful in the field of development
through foreign trade still controversies remain. In the judgement of the beneficial effects of
foreign trade, most empirical studies are found to be directed to the direct impact of export
growth in national income and saving.  The studies of Krueger (1978), Tyler (1981), Feder
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(1983), Balassa (1985), Gray and Singer (1988), Kohli and Singh (1989), Esfahani (1991),
Kovoussi (1984) sought the direct impact of export growth on output growth in a country.

The answer of the query sets forth the issue, do countries with rapidly growing export,
have a higher rate of aggregate growth, or is it that faster growing countries have more
dynamic export sector? Bearing this in mind, Gross Domestic Product (GDP) and annual
percentage growth rate of Gross Domestic Product (GRY) at current as well as constant
prices are assumed as dependent variables. Capital (K), Labor (L), Export (X), annual
percentage growth of capital (GRK), annual percentage growth of labor (GRL), annual
percentage growth of export (GRX) and annual percentage growth of manufacturing export
(GRXM) both in current and constant prices are applied as independent variables. The
results of the linear and the log-linear models are stated as:

GDPc = - 75931.4 + 2.270Kc + 13866.910L + 2.087Xc …   …   …  (1.1)
(0.273) (3329.584) (0.434)
8.315** 4.165*** 4.803***

R2 = 0.996, SEE = 9611.215, F = 1910.085, DW = 1.896
In GDPc = 2.619 + 0.539 In Kc + 0.890 In L + 0.191 In Xc. …   …   …  (1.2)

(0.414) (0.414) (0.041)
5.960*** 2.151** 4.620***

R2 = 0.998, SEE = 0.05415, F = 4176.262, DW = 1.519
The examinations of the commonly used regressions in fact, confirm a priori notion in

terms of both sign and magnitude. The coefficients of capital, labor and export play dominant
role in raising current level of gross domestic product (GDP).  In so far as export is concerned,
the log-linear equation shows that, other things remaining same, export leads to increase
GDP by 19.1 per cent. The absence of serial correlation (DW> upper limits d

U
= 1.42) along

with the fulfillment of all the statistics, justify the reliability and the validity of the models.
In the course of analysis, the same log-linear model in constant price, has detected the serial
correlation and is excluded from the test.17 Similar results are observed when export is
included in the Cobb-Douglas form. The results are expressed in the following equation.
GDP

C 
= 13.7219 K (1.714) L (2.435) X (1.210) …   …   …   (1.3)

The efficiency parameter and elasticity coefficients are both in positive sign and magnitude
that refer to the validity of the model. Along with capital and labor, export elasticity seems
to be more sensitive (e >1.21). A hundred per cent change in export leads to 121 per cent
change in GDP. The Cobb-Douglas model exhibits the higher elasticity of independent vari-
ables than log-linear one. In the same framework of the model, saving has been replaced
instead of capital and the results are:
GDP

c
 = -134296 + 2.608 S

c
 + 23056.952 L + 2.998X

c
…   …   …   (1.4)

(0.908) (5274.746) (0.851)
2.872*** 4.371*** 3.522***

R2 = 0.988, F = 669.113, SEE = 16173.816, DW = 0.989

Although, the aforementioned model seems to be good fit, it is not free from serial
17 lnGDPr= 5.862 + 0.127 lnKr + 0.993 lnL + 0.165 l nXr

1.743** 5.525*** 7.884***
R2=0.994, SEE=0.02966, F=1493.446, DW= 1.026
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correlation and bears large standard of error. Therefore, auto-correlation needs to be cor-
rected. Even after applying remedial measures, the model inherits serial correlation and there-
fore excluded. In the constant price data, same model has been computed and the results
obtained are :
GDPr = -13562.4 + 0.605 Sr + 4651.201 L + 1.808 Xr …   …   …   (1.5)

(0.415) (366.849) (0.377)
1.457  12.679***    4.798***

R2 = 0.991, F = 920.343, SEE = 0.169, DW = 0.697
The reliability and validity of the model is higher in constant price because of higher

R2 and lower SEE. The sign and magnitude of the model is according to the hypothesis, t
and F statistics are significant for labor and export, but t-value is insignificant for saving.
After the treatment of serial correlation, the following result is obtained.

GDPr  = -8112.53 + 0.331 Sr  + 6437.882 L  + 1.056 Xr …   …   …   (1.6)
(0.325) (463.965) (0.359)
1.019 13.876*** 2.940***

R2 = 0.971,  F = 276.917, SEE = 709.82, DW = 1.698
Though, the explanatory power of the model decreases slightly and SEE is higher

than equation (1.5), the model can be said good fit since it is free from serial correlation.
The results depict that labor force and exports are highly significant in determining real
GDP of Nepal. The positive coefficient of saving however, remains as insignificant, does
not violate the assumption of the model. The marginal propensity to export is more than
unity but of saving less. The results of log-linear form may be expressed as:

ln GDPr  = 6.863 + 0.0153 lnSr + 1.632 lnL  + 0.0996Xr …   …   …   (1.7)
(0.024) (0.113) (0.027)
0.636 14.423*** 3.734***

R2 = 0.973, F = 289.691, SEE = 0.0635, DW = 1.549
Higher R2 and lower SEE confirm that log-linear model is more reliable than linear

one similar to the earlier models. The coefficient of saving is insignificant. Labor force
(e =1.632) is found more elastic than exports (e = 0.0996). Positive sign and magnitude of
the coefficients, lower error and highly significant t-values depict that export is more viable
factor to determine the real GDP of Nepal. The Cobb-Douglas form as expressed

GDPr = 956.231 Sr 
(1.015) L (5.114) Xr 

(1.104) …   …   …  (1.8)
in the equation 1.8, no doubt envisages elasticity coefficients and efficiency parameter both
in positive sign and magnitude that reveals the validity of the model. Elasticity coefficient of
export is greater than unity (e =1.10). It depicts one per cent change in export leads to 1.1 per
cent change in GDP. The Cobb-Douglas model shows the higher elasticity of independent
variables than log-linear model.

Assuming per capita income as one of the indicators of development, the aforesaid
models have been reexamined where; labor, capital and exports are considered as independent
variables. The results are given in the Table. 1

^ ^ ^ ^

^ ^ ^ ^
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Table 1 : Regression Results: 1974/’75 to 2002/’003

Equ. Depen Intercept Regression Coefficients R
2

F SEE D.W
dsents

1.9 PCI
c

-5772.086 1110.051 L 0.0889 K
c

0.0541X
c

0.991 936.48 574.42 0.81
(198.996) (0.016) (0.026)
5.58*** 5.45*** 2.09***

1.10 PCI
c

-541.905 2367.94 L 0.0341K
c

 0.0725X
c

0.980 408.14 353.90 1.69
(322.142) (0.014) (0.021)
7.351*** 2.428** 3.430***

1.11 In PCI
c

 1.599 1.821 ln L 0.317 ln K
c

 0.143 lnX
c

0.99 823.51 0.09 1.91
(0.458) (0.067) (0.038)
3.972*** 4.700*** 3.738***

Notes: *** refers significant at 1% level of significance ** refers significant at 5% level of significance * refers
significant at 10% level of significance. ^ refers model in first difference form.

The linear model (1.9) needs further process of evaluation due to the presence of
auto- correlation though all the statistics are significant with positive sign and magnitude
except DW test. The regression model 1.10 reveals correct Durbin Watson value, higher R2,
lower SEE in comparison to the equation (1.9) signifying the reliability and validity. Labor
and exports are significant at 1 percent and capital on 5 per cent level of significance.
Circumstances throw light on the fact that labor, capital, and exports all confer positive role
in determining per capital income of Nepal. In view of the result of the log-linear model
(1.11), the elasticity of labor has been found more than unity. However, of capital and exports,
the elasticity coefficients exhibit to increase in per capital income by about 32 and 14 per
cent, respectively. Similar to the earlier application, the Cobb-Douglas form of model provides
the following results.
PCI

c
 = 4.9481 L(6.178) K(1.373) X (1.153) …   …   …  (1.12)

The efficiency parameters and elasticity coefficients both have positive signs. This
confirms the validity of the model. The elasticity coefficient of export greater than unity
shows that a unit increase to exports leads to increase per capita income by more than unity.
Thus, it is evident that export has significant role in raising per capita income of Nepal.
The temptation of testing the hypothesis in the framework of growth rate equation remained
further.   Annual percentage growth rate of labor (GRL), capital (GRK) and annual percentage
growth rate of export (GRX) at current price have been taken as independent variables. The
regression results in both current and constant prices are as follows:
GRY

c 
= 13.158 - 1.433 GRL

c 
+ 0.0585 GRK

C 
+ 0.109GRX

c
…   …   …   (1.13)

    (1.479) (0.081) (0.037)
    - 0.969  0.725   2.926***

R2 = 0.329, SEE = 4.7652, F = 4.086, DW = 1.519
GRY

r
 = 3.892 – 0.163 GRL

r
 - 0.011GRK

r
 + 0.084 GRX

r
…   …   …  (1.14)

(0.0683) (0.041) (0.019)
-0.238  -0.275 4.396***

R2 = 0.443, F = 6.628, SEE = 2.2214, DW = 2.279
Negative coefficient of GRL

C 
seems to be plausible in the context of growing

unemployment in the country, which means highly growing labor force leads a decrease in

^ ^ ^

^ ^ ^

^

^
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GDP growth, quite similar to the theory derived by Lewis (1961). Positive but insignificant
coefficient indicates that the growth of capital stock does not have considerable effect on the
percentage growth of income. The ineffectiveness of the rate of growth of capital seems to be
due to the capital dependency towards foreign countries. The positive coefficient and significant
t-value of GRX

C 
or, the export expansion has significant effect in the growth of GDP. However,

the explained percent of variation (R2 =0.33) seems to be less, F-value significant at 5 per cent
level, less SEE and the absence of auto correlation shows the greater reliability of the sampling
distribution. As far as the growth rate of income is concerned, the model is to be considered as
a grain of salt. In constant price data, the same model turns to be different and the explanatory
power of the model has increased to 44 per cent. Despite the negative sign and magnitude,
however, insignificant impact of the growth rate of labor and capital, growth rate of exports
has been found positive and significant in raising GDP of Nepal.

Although, primary exports and manufacturing exports confluence, the study
incorporates manufactured exports to show the impact on economic growth. The following
result is obtained by regressing GDP growth with growth of capital, labor and manufactured
exports at current price.
GRYc = 14.611 - 1.701 GRL + 0.033 GRKC + 0.059 GRXMc …   …   …   (1.15)

(1.622) (0.095) (0.036)
- 1.049 0.358 1.672*

R2 = 0.190, SEE = 5.236, F = 1.952, DW = 1.80
With the replacement of manufactured exports growth, only 19 per cent of the variance in
income growth rates is explained by the rates of growth of capital stock, labor force, and
manufactured exports. With the assumption of Hicks neutral technological progress, the
constant in the regression estimates presents an estimate of annual average technological
progress (Tyler 1981).  It is observed that the technological progress is measured high in the
equation where manufactured export has been included.
As the capital and exports have been replaced by investment GDP ratio (i.e. average
propensity to invest) and the product of export growth and export GDP ratio (i.e. XG) in
current price data the model turns as:
GRYr = A + αααααRIGDPR + βββββGRL + [FX + (δδδδδ/1+δδδδδ)] XGr …   …   …   (1.16)
Instead of export growth, the product of export growth and the ratio of exports to GDP, that
is, XG is introduced to separate the effect of exports on economic growth into two parts:
productivity differential due to difference between exports and non-exports and externalities
generated by exports. Capital growth is replaced by the average propensity to invest in
constant price, which is more plausible to determine GDP growth. The presence of the
export’s growth term on the right hand side of the equation (1.16) distinguishes this expression
from a straightforward growth accounting equation. It is noticed that in the absence of
productivity differential (d = 0) and of export related externalities (Fx = 0), the GRX term
disappears, and equation reverts to a neoclassical growth equation.18 The results restated as:
GRYr = 3.593 + 0.0042 RIGDPR - 0.0807 GRL + 0.0087 XGr …   …   …  (1.17)

(0.210) (1.339) (0.003)
0.020 -0.018 2.983***

R2 = 0.272, SEE = 2.5391, F = 3.119, DW = 2.438
18 GRY

r
 = A + αRIGDPR + βGRL + [FX + (δ/1+δ)] GRX. XGDPR.
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In aforementioned model, the main hypothesis being tested is whether the coefficient
of XG

r
 variable is significantly positive as suggested by theory or not. Though the explained

percent of variation is low, all other necessary statistics reveal reliability of the model to
some extent. The positive and significant coefficient of XGr tells the truth that the marginal
factor productivity is higher in the export sector than in non-export sector. The cause behind
this could be the more competitive environment in which export oriented firms operate
(Feder 1983).  Not only negative but also insignificant coefficient of the growth rate of
labor force entails that it is unimportant factor in determining the growth rate of annual
income. However, positive in sign and magnitude, RIGDPR demonstrates insignificant
impact of investment GDP ratio on economic growth of Nepal. At this conjecture, it is
concluded that the linear and log-linear forms of the models have yielded satisfactory results.
Therefore, beside labor and capital growth, exports are highly associated with that of GDP
of Nepal.

The study of foreign trade is incomplete until addressing import. Nepal, a developing
country has greater weightage of import than export. It is generally stated that the import of
more goods and services does more harms than goods in view of the assumption of favorable
balance of trade. This statement creates doubt and is inapplicable fully to country like Nepal.
Since Nepal’s major exports is determined by importation of good and services, for example,
the garment and carpet industries. Similar situation does exist for tourism. An attempt also
has been made to test the import function of Nepal in linear and log linear form both in
current and constant price data.

In the models, all the variables have been considered in current as well as constant
prices. Average private spending [APS = GDP-G- (X-M)], the ratio of government
development expenditure to GDP (GDEGDP), foreign aid (FAID), population (POP), time
(T), and relative price index (RPI= wholesale price index of India/Consumer price index of
Nepal) are taken as independents. It is important to state that the application of the multiple
regression on forward criterion has removed the predictors such as RPI, GDEGDP and
population. In fact, the tolerance factor for removed variables is found low which in turn
has yielded high value inflated factor.  The results are as follows.
Table 2 : Linear Regression Models of Current Prices (1974/'75-2002/'03)

Equ. Depen Intercept Regression Coefficients of R2 F SEE D.W
APS GDP FAID Time

1.18 M -5178.72 0.308
(0.005) 0.992 3410.7 3796.5 2.1
58.40***

1.19 M -4743.52 0.619  -0.307
(0.079) (-0.078) 0.995 2619.7 3067.6 2.1
7.8*** -3.919***

1.20 M -3898.09 0.760 -0.484 0.978
(0.070) (0.073) (0.227) 0.997 2926.5 2372.3 2.1
10.92*** -6.609*** 4.299***

1.21 M -785.19 0.761 -0.453 0.883 -485.19
(0.055) (0.059) (0.182) (122.11) 0.998 3497.1 1880.4 2.1
13.78*** -7.72*** 4.85*** -3.97***

Notes:   Figures in parentheses and asterisk state the same meanings as explained in Table.1
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The results explicitly state that Aggregate Private Spending (APS) and foreign aid
(FAID) are significant at 1 per cent level of significance throughout the equations in             Table
2. It highlights that aggregate private spending and foreign aid both have positive and signifi-
cant role in raising the imports of Nepal. Contrary to this, GDP and the time factors seem to
be significant with negative sign. All the factors are found to be working according to the
hypotheses. One may justify now that raising GDP is the most pertinent policy to be adopted
by Nepal. The exclusion of the ratio of government development expenditure to GDP means
that government development expenditure excessively contains the non-productive and re-
curring expenditure. The RPI on the other hand, however, seems to be negatively significant
at 1 per cent level of significance in the single equation system19 the forward criterion method
itself removed due to low tolerance factor. However, with time, the coefficient of relative
price index (-1.6 p.c.p.a)20  is negatively significant at 1 per cent level of significance, the
whole sale price index of India (WPIi)  is positively associated to time by 7.5 pc.pa21.  In-
stead, the time variable is being accepted that exhibits a declining trend in imports as time
passes on. This shows that substitution between the Indian and Nepalese goods through the
price effect are unimportant for Nepal.  Satisfactory DW, 99 per cent of the explained per-
cent of variation, and all other statistics except the SEE justified the greater extent of the
validity of the model. Therefore, the aforementioned analysis of the model help to deduce the
fact that the aggregate private spending and the amount of the foreign aid are the most
pertinent predictors that raise the amount of imports to Nepal.

Though the equation on constant prices has also been run with forward criterion
method, and the derived results are according to the proposed hypotheses, inconclusive d-w
persists. The explanatory power of the model is good enough (99%). At the same time, low
SEE confirms the validity of the model. Aggregate private spending, GDP and FAID all
confer significant role in determining the imports level of Nepal. Results of the equation
1.22 thus, indicate that all the independents play substantial role in expanding imports of
Nepal.

Mr =-2452.62 + 0.78APSr  – 0.48 GDPr + 0.655FAIDr …   …   …  (1.22)
(.055) (0.06) (0.21)
14.14*** -7.83*** 3.07***

R2 = 0.995, F = 1549.7, SEE = 316.97, DW = 1.6

Furthermore, an effort is made to test the import function in the log-linear form by
applying the aforementioned variables but the results in demonstration have not been signifi-
cantly different.  The X- ray scrutiny of the model too has delineated the truth that aggregate
private spending seems to be the important import-increasing factor than to the ratio of
development expenditure to GDP and the relative price index.

5. Summary and Conclusions
 The effects of export expansion to economic growth are observed by applying a number of
models in both constant and current prices. In the course of analysis, most models of current
19 M= 270586.2- 277670 RPI … R2=0.64, see=25690.7, F=48.07, DW=0.282

- 6.934***
20 RPI=1.048048(T)0.984

21 WPIi=84.448(T)1.078
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price data are found valid rather than the models of constant price data.  Various forms of the
models like, linear, log-linear, Cobb-Douglas and growth rate are applied where capital,
labor and export have been observed significant in both linear and log-linear forms. Moreover,
the same factors however showed less validity and reliability of the model when fitted in
growth rate form. At the same time growth rate of labor has remained negative and
insignificant but capital has remained positive with insignificant t-value. Contrary to this,
export is positive as well as highly significant. Replacement of export to manufactured
export, the degree of association further comes down. The inclusion of average propensity
to invest, the product of export growth and ratio of exports to GDP (XG

r
) raised the explained

per cent of variation.  The propensity to invest has remained as insignificant where as XGr
is positive as well as significant. The replacement of capital to saving remains insignificant
with positive sign.

The models in linear, log-linear and in the first difference form, all have justified that
along with labor and capital, export expansion is also the major determining factor for
raising per capita income of Nepal. In regard to import function, among various independents,
APS and FAID are the most import increasing factors.

To sum up, the results justify exports growth leads to economic growth.  Private
spending is the most import-increasing factor than government spending. The remarkable
conclusion that may be drawn is that the substitution between the Indian goods and Nepalese
goods through price effect is highly considerable.

From the foregoing discussion, following suggestions require careful consideration
for policy formulation. Nepal’s foreign trade has tremendously been suffering from successive
deficit which can have negative effect on foreign currency reserve of the country and thereby
invite macro economic instability. Inefficient management of the growing population may
invite disaster to the economic growth of country in long run. The import substitution policy
demands an overall evaluation so that industries only competitive in the international markets
are selected for promotion. Therefore, government should encourage the policy of adequate
investment in export oriented industries that embodies a ‘proper mix’ of export promotion
and import substitutions.
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