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ABSTRACT

This study examines the relationship between stock market performance and economic growth in Nepal using annual time-
series data from 1994 to 2024. It addresses the finance-growth nexus in the context of Nepals developing and relatively
less mature capital market. The study analyzes both long and short-run dynamics between GDP growth and selected stock
market and macroeconomic indicators, including market capitalization, the number of listed companies, interest rates, and
inflation. The Autoregressive Distributed Lag (ARDL) bounds testing approach is employed to examine long-run cointegra-
tion, while the Error Correction Model (ECM) is used to assess short-run adjustment. Granger causality tests are also applied
to identify the direction of causality among the variables. The empirical results confirm a statistically significant long-run
equilibrium relationship among the variables. The interest rate and the number of listed companies have positive and statisti-
cally significant effects on long-run GDP growth. In the short run, inflation has a significantly negative effect. The negative
sign of the error-correction term indicates adjustment toward the long-run equilibrium. The results also reveal bidirectional
causality between stock market development and economic growth, while interest rate and inflation show mixed but signif-
icant conditional effects. The findings suggest that stock market development contributes to Nepals economic growth, but
this relationship depends on macroeconomic stability. The study highlights the need to deepen capital markets, strengthen
regulation, and maintain stable inflation and interest rate conditions.

Introduction

Many studies have examined the relationship between
stock market performance and economic growth, but the

dynamics of this relationship in developing countries like
Nepal remain unclear. According to financial theory, effi-
cient stock markets channel savings, allocate capital effi-
ciently, and encourage investment, which in turn leads to
economic growth (Fama, 1970; Levine & Zervos, 1998).
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However, there is considerable variation across emerg-
ing markets in the empirical strength and direction of
this relationship. Since the inception of the Nepal Stock
Exchange (NEPSE) in 1993, the market has grown in
size, with market capitalization, trading volume, and the
number of listed companies increasing. Despite these
advancements, the market remains quite small, illiquid,
and volatile, with prices subject to macroeconomic fac-
tors such as inflation and interest rates (Dhungana, 2023).
The findings of the empirical studies conducted in Nepal
are inconsistent; Bhattarai et al. (2024) found positive
correlation between each stock market indicator and the
growth of GDP while Adhikari et al. (2024), Bist (2024)
and Shrestha and Subedi (2014) reported negative or in-
significant correlation between each stock market indi-
cator and the growth of GDP, especially in the case of
inflation and interest rates.

These inconsistencies suggest a lack of understanding of
the short- and long-term relationship between economic
growth and stock market performance in Nepal. Previous
research often focuses on simple correlations or a single
indicator, which fail to capture temporal causation and do
not consider interactions among several macroeconomic
variables. In this study, these gaps have been addressed
using the Autoregressive Distributed Lag (ARDL) model
and Granger causality analysis to examine the relation-
ships among GDP growth, market capitalization, interest
rates, the consumer price index (CPI), and the number
of listed companies. This method allows sensitive mea-
surement of short- and long-term relationships, demon-
strates the direction of effects, and accounts for the in-
fluence of macroeconomic factors that prior studies have
captured. This research presents novel findings by incor-
porating several macroeconomic parameters into a time-
sensitive econometric model, which explains the role of
the Nepalese stock market as a catalyst for sustainable
economic growth. The findings will be useful for policy-
makers, regulators, and investors in developing plans to
enhance NEPSEs effectiveness in supporting long-term
development.

Despite much research on the nexus between finance
and growth, the results are inconclusive, particularly in
developing economies. Financial development theory
posits that an effective stock market promotes growth by
efficiently allocating savings to productive investments
and enhancing risk-taking and capital allocation (Fama,
1970; Levine, 1997). The demand-following hypothe-
sis, however, assumes that economic growth alone drives
stock market growth (Robinson, 1952). Of particular in-
terest to Nepal is the debate, given that the stock market
is underdeveloped, volatile, and only partially efficient
across the economy, even though the pace of change has
been slow since the 1990s Dhungana (2023). Empirical

studies on the issue in Nepal are divided: Bhattarai et
al. (2024) and Bist (2024) reported a strong long-run
relationship and causality between market development
and GDP growth, whereas Adhikari et al. (2024) and
Shrestha and Subedi (2014) reported the opposite.

By contrast, the majority of past research has focused
on a direct bivariate correlation of stock market activity
and GDP or has limited itself to a few macroeconomic
variables. The existing studies do not include a complete
set of macroeconomic variables in a single econometric
model; hence, they can not capture both short-term fluc-
tuations and long-term equilibrium relationships. The
provided research article tries to fill this gap and to pro-
vide some crucial macroeconomic factors, including the
interest rates, Consumer Price Index (CPI), market capi-
talization, and the number of listed companies, into the
discussion of the causal and dynamic dependence be-
tween the performance of the Nepal stock market and the
GDP growth trajectory. Thus, this approach is more com-
prehensive in its discussion of the stock market, which is
crucial to the Nepalese economy.

This paper examines the relationship between the stock
market and economic growth in Nepal, considering the
effects of key macroeconomic variables. The following
specific research objective guides this research:

• To determine the short-term and long- term correlation
of the performance of the Nepal stock exchange with
the economic growth trajectory.

• To determine the impact of the factors on the correla-
tion between stock market activity and GDP growth, in-
clude the market capitalization, interest rates, the Con-
sumer Price Index (CPI), and the number of listed com-
panies.

• To verify the directionality and nature of the causal re-
lationship between stock market performance and eco-
nomic growth.

The objectives fill gaps in the current literature and pro-
vide an empirical basis for formulating policies and in-
vestment strategies, thereby enhancing the capital market
and supporting economic development in Nepal.

The study has both theoretical and practical implications.
Theoretically, it contributes to the finance-growth litera-
ture on developing countries by providing empirical evi-
dence from countries with fairly emerging and develop-
ing stock markets (King & Levine, 1993; Levine, 1997).
Both short and long-term analysis, coupled with a causal-
ity analysis, allow the research to conclude whether the
Nepal stock market is a supply-driven entity that drives
the economys growth or a demand-following institution
that reacts to it. Moreover, the study is superior to prior
studies because it used a large number of macroeconomic
indicators (Bhattarai et al., 2024; Bist, 2024). In Practice,
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the findings can be applied to policymakers who can then
formulate reforms to transform the capital market and
drive economic growth.

The association among market capitalization, liquidity,
and macroeconomic stability, and their impact on market
performance, can provide regulators, such as the Securi-
ties and Exchange Commission, with insights. The re-
quired information is sent to the Security Board of Nepal
(SEBON) and Nepal Stock Exchange (NEPSE). Further,
this research can provide investors with empirical infor-
mation on portfolio performance. policies in tune with
Nepals economic dynamics. Simply put, the research
will attempt to fill an existing gap in the financial liter-
ature. Nepal by offering a set of feasible policy sugges-
tions and by playing a role in the. Creation of a more
robust, varied, and growth-oriented stock exchange.

Literature Review

Finance-Led Growth
The finance-led growth hypothesis suggests that the de-
velopment of the financial market, specifically the stock
market, increases economic growth by improving the
mobilization of savings, the allocation of capital, and
the diversification of risk (Goldsmith, 1969; Schumpeter,
1934; Shaw, 1973). Empirical evidence from emerging
economies supports this view, indicating that market cap-
italization and liquidity positively contribute to invest-
ment, technological implementation, and GDP growth
(Bekaert et al., 2021; Drexler et al., 2014). The study
shows that, in Nepal, higher market capitalization and
trading volume have generally been correlated with GDP
growth, though not always in the short term (Bhandari,
2023; Bhattarai et al., 2024; Chalise, 2020).

Demand-Following Growth
By contrast, the demand-following view holds that finan-
cial development is a response to already achieved eco-
nomic development and doesn’t trigger it (Patrick, 1966).
This argument implies that the size of the stock market
grows with the economy’s demand for investment, sug-
gesting that stock market performance responds to, rather
than causes, GDP growth. This view is supported by
evidence from Nepal, where research shows that stock
market indices improve after macroeconomic expansion,
suggesting that expansion can both precede and follow
stock market improvements (Bhattarai et al., 2024).

Stock-Market-Based Transmission Mechanisms
There are several interrelated ways stock markets affect
real economic activity. The wealth effects of rising stock
prices can increase consumption spending, and the re-
duced cost of equity can spur investment. Prices also

send forward-looking signals that inform resource allo-
cation and investment decisions (Brough & Simmons,
2023). These mechanisms operate through structural fac-
tors in Nepal, including limited availability of conven-
tional finance, regulatory policies, and investor behavior,
which can either enhance or mitigate impacts (Bhandari,
2023; Bhattarai et al., 2024; Drexler et al., 2014).

Evidence from Emerging Economies
The findings from cross-country analyses suggest that
there is a variety of stock marketgrowth relationships for
emerging markets depending on institutional quality, pol-
icy frameworks, and market depth (Arestis et al., 2001;
Levine & Zervos, 1998). The market cap is typically
a positive predictor of long-term growth, but inflation,
volatile interest rates, and liquidity can influence it or
even turn it into a negative predictor. However, find-
ings from methodological variations, such as cointegra-
tion tests, ARDL models, and Granger causality models,
differ, highlighting the need to define short- and long-
term dynamics.

Nepalese Evidence
The empirical results are mixed in Nepal. There are pos-
itive correlations between market size and GDP (Bhan-
dari, 2025; Bist, 2024; Chalise, 2020), but negative or
statistically insignificant relationships with inflation and
interest rates (Adhikari et al., 2024; Thapa & Adhikari,
2025). These contradictions are partly due to method-
ological differences, such as the use of ARDL models
(Subedi, 2025; Thapa, 2023) or regression or correlation
analysis (Baral & Katuwal, 2024; Gyawali, 2025). More-
over, the number of listed companies is a measure of mar-
ket maturity. However, this measure has not been suffi-
ciently studied to understand the market’s direct impact
on GDP growth. The empirical interpretation is further
complicated by structural features of the Nepalese mar-
ket, intermittent credit injection, speculative bubbles, and
regulatory fees.

Methodological Gaps
Existing studies in Nepal have mainly been descriptive
or have analyzed variables along a single dimension,
thereby limiting theorization. Short- and long-term ef-
fects are not synthesized, and mixed results are some-
times reported without critical analysis; methodological
differences across studies are not compared. This gap in-
dicates the need for a model that accounts for multiple
macroeconomic parameters, incorporates strong econo-
metric methods (such as ARDL and causality testing),
and integrates the results into a broader theoretical frame-
work.
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Synthesis
In conclusion, the literature highlights a complex and
context-specific link between stock markets and eco-
nomic growth. In Nepal, both finance-led and demand-
following dynamics are relevant, with market structure
and macroeconomic variables serving as moderating in-

fluences. A review of the existing literature indicates that
the field needs more rigorous, theoretically grounded,
and contextually coherent empirical evidence on short-
and long-term interactions and the problems they pose;
this present study can contribute to this body of knowl-
edge. An empirical study of the Nepalese stock market
and economic growth is presented in Table 1.

Table 1
Review of Literature Framework

S.N. Study Key Variables Main Findings Comments

1 Chalise (2020) Market capitalization, GDP,
NEPSE Index

Positive effect of capital
mobilization on GDP; market
development promotes growth

Supports finance-led growth;
lacks causality testing

2 Bist (2024) NEPSE index, GDP Short-term NEPSE causes
GDP; long-term co-integration
exists

Provides short and long-term
insights; methodology aligns
with ARDL

3 Thapa (2023) NEPSE, GDP GDP Granger-causes NEPSE in
the short term; NEPSE does not
Granger-cause GDP

Highlights demand-following
dynamics; ARDL captures
short and long-term effects.

4 Bhandari (2023) Capital Market, GDP Capital market expansion
contributes to GDP growth; the
moderate effect of

Offers insights into policy and
market depth, based on
co-integration analysis.

5 Subedi (2025) NEPSE, Interest Rates Negative correlation between
interest rates and NEPSE;
causality not established

Demonstrates sensitivity to
macroeconomic factors; only
partial causal evidence.

6 Gyawali (2025) NEPSE, Interest Rates Significant negative
relationship between interest
rates and stock returns

Confirms the negative interest
rate effect; limited to a linear
relationship

7 Baral and Katuwal (2024) NEPSE, T-Bill/Interbank Rate Interest rates Granger-cause
NEPSE; NEPSE does not
Granger-cause rates

Reinforces one-way causality;
policy-relevant insight

8 Bhattarai et al. (2024) NEPSE index, GDP, Market
Capitalization

Evidence of bidirectional
causality under certain
conditions; structural market
factors moderate the effect.

Integrates multiple variables;
supports theoretical synthesis.

9 Kushwaha and Kafle (2024) NEPSE, GDP, CPI GDP and NEPSE are strongly
positively correlated; CPI is
weakly negatively correlated

Demonstrates limited inflation
effect; descriptive correlation
only

10 Adhikari et al. (2024) NEPSE, CPI, GDP NEPSE is negatively related to
inflation (not significant); GDP
is negatively significant

Highlights the weak influence
of inflation; uses a robust
ARDL framework

11 G.C. and Neupane (2007) NEPSE, Real GDP Long-run co-integration;
bidirectional causality for real
variables

Early evidence of a
bidirectional link; nominal
variables are not significant

12 Bhandari (2025) Stock Market Performance,
GDP

Stock market development
positively influences economic
growth; bidirectional causality
is observed.

Provides long-term empirical
evidence using ARDL and
ECM; highlights
macroeconomic interactions.

Identifying the Research Gap
The picture of the facts is complicated. Market capitalization
and GDP have both short and long-term causal relationships

(Bist, 2024). The rates seem detrimental to the stock mar-
ket; in a few instances, they have been found to be Granger-
causally related to NEPSE (Baral & Katuwal, 2024; Bhandari,
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2023; Gyawali, 2025; Subedi, 2025). The impact of CPI is
often inconsistent and relatively insignificant (Adhikari et al.,
2024; Thapa & Adhikari, 2025). The observed mixed out-
comes are in line with the theoretical results and assumptions
of the evolving relations between finance and growth, and the
different stages of development. They can illustrate distortion,
speculative bubbles, and policy. volatility. Certain works indi-
cate supply-leading causality, but others find no co-integration
(Thapa, 2023) or only a minor inflationary impact. The signifi-
cance of the main variables has not been adequately researched:
interest rates and CPI have not been analyzed with the same
level of impact, and the role of the number of listed companies
is even less explored. This paper undertakes a specific analy-
sis of the variables of interest using the ARDL model with the
most recent and abundant time-series data, thereby addressing
significant gaps in the literature.

Figure 1
Interconnection between the Dependent Variable and
Explanatory Variables

Note. Source: (Adhikari et al., 2024; Thapa & Adhikari, 2025)

Figure 1 presents the study’s conceptual framework, showing
GDP growth as the central dependent variable influenced by
stock market and macroeconomic indicators. Market capital-
ization and the number of listed companies reflect stock mar-
ket performance, while the consumer price index and interest
rates reflect macroeconomic conditions. The arrows indicate
the expected relationships among these variables in examining
the stock marketgrowth nexus in Nepal.

Materials and Methods

Research Design
The study employs a quantitative design and uses secondary
time-series data to analyze the relationship between stock mar-
ket performance and economic growth in Nepal. The quanti-
tative research design will assist in identifying the causal rela-
tionship between the variables, both in the short term and the
long run. The analysis will start with a test of stationarity of
all variables to test the econometric models. The co-integration
analysis is also used to examine the existence of long-run equi-
librium relationships. The Granger causality test and the Error
Correction Model (ECM) are also used to describe the associa-

tion between two variables in the long and short term (Gujarati
& Porter, 2009).

Variables and Measurement
The key variables in this study are operationalized and mea-
sured in real terms, with nominal variables adjusted to constant
prices, to control inflation. Nominal variables are converted
to real terms to remove the effects of inflation, ensuring that
observed changes reflect actual economic activity rather than
price level fluctuations. This transformation allows meaningful
comparisons over time and accurate analysis of structural re-
lationships in the economy (Westerlund, 2008). Stock market
development is proxied by the natural logarithm of real market
capitalization (L_RMC). Macroeconomic indicators include in-
terest rates, the consumer price index (L_CPI), and the number
of listed companies (L_NLC), all expressed in constant prices
to ensure comparability over time. Economic growth in Nepal
is measured by real gross domestic product (GDP) at constant
prices.

Data Sources and Collection
This paper compares Nepals stock market performance and
GDP growth between 1994 and 2024. This period was se-
lected for several reasons. The Nepal Stock Market, specifi-
cally the Nepal Stock Exchange (NEPSE), experienced signif-
icant growth in 1994 due to economic liberalization and the
introduction of market-based reforms. This period would cover
long-term trends in the stock market and GDP, enabling a thor-
ough analysis of the evolving relationship between these two
data series over the past 30 years. It extends to 2024 to include
the latest data, ensuring that the analysis reflects the latest dy-
namics of Nepal’s economic environment and financial market
performance, with reference to the effects of globalization and
technological developments. The information is acquired in the
following reputable institutions:

Nepal Stock Exchange (NEPSE) provides historical market in-
dices and trading statistics. SEBON provides verifiable market
statistics and regulatory reports, thereby increasing the credi-
bility of market data. The Nepal Rastra Bank (NRB) provides
all necessary macroeconomic indicators and monetary policy
information, which are rigorously scrutinized. The Economic
Survey provides the Ministry of Finance with a fine-grained
economic discussion based on confirmed national data. The
Center Bureau of Statistics (CBS) presents nationally represen-
tative economic and statistical data through a rigorous collec-
tion process.

Secondary data were transformed to a log scale when needed to
stabilize variance and normalize distributions. Combining data
from authoritative sources ensures the reliability, accuracy, and
relevance to the study’s aims.

Econometric Model
Ln_RGDP = α +β1Ln_MC+β2Ln_IR

+β3Ln_CPI+β4Ln_LC+ ε
(1)

In equation 1, Ln_RGDP denotes the natural logarithm of Real
Gross Domestic Product (RGDP). In contrast, Ln_MC repre-
sents the natural logarithm of Market Capitalization, Ln_IR and
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Ln_CP represent the natural logarithms of the Interest rate and
the Consumer Price Index, respectively, and Ln_LC represents
the Number of Listed Companies in NEPSE. The model co-
efficients β1, β2, β3, and β4 indicate the respective effects
of these variables on RGDP. The constant term denoted by α ,
which is the intercept, and ε represents the error term in the
model. The model coefficients β1, β2, β3, and β4 indicate the
respective effects of these variables on RGDP.

Data Analysis
A multi-method micro econometric approach is used in the re-
search study. The central tendency, variability, and other mea-
sures are presented using descriptive statistics. distributional
properties of variables such as mean, median, standard devia-
tion, and skewness (Gujarati & Porter, 2009). The direction is
pointed out in the correlation analysis. And the nature of cor-
relations between the stock market, macroeconomic variables,
and GDP. growth (Wooldridge, 2016). The Granger Causality
test determines the direction of causality between the stock mar-
ket and economic growth by testing whether past values of one
variable predict future values of the other. The future values of
the other variable can be predicted by its own variable (Granger,
1969).

LMC explains the share of independent variables (market capi-
talization, interest rates, CPI) in GDP growth, hence contribut-
ing to the multivariate impacts (Stock & Watson, 2015). The
Autoregressive Distributed Lag (ARDL) Model focuses on the
short- and long-run relationships between stock market perfor-
mance and economic growth and is a robust approach for vari-
ables with mixed integration orders and small sample sizes (Pe-
saran et al., 2001). The Error Correction Model (ECM) ex-
amines the speed at which short-run equilibrium errors adjust
toward their long-run values (Engle & Granger, 1987).

Robustness Checks
Robustness tests are crucial for confirming the consistency and
accuracy of empirical results, and for minimizing biases from
model misspecification and omitted variables. In this paper,
we conducted robustness checks to establish the validity of the
results under different model specifications. First, alternative
lag specifications were tested in the autoregressive distributed
lag (ARDL) model to assess the model to changes in tempo-
ral specifications (Pesaran et al., 2001). Secondly, sensitivity
tests were conducted by varying key macroeconomic variables,
such as interest rates and inflation rates, to investigate their ef-
fects on the relationship between stock prices and economic
growth. This helps to address concerns about model specifi-
cation and enhances the plausibility of the causality findings
(Narayan & Narayan, 2010). Secondly, sub-samples based on
different economic cycles - for example, growth and recession
- were used to check the consistency of the results over time,
further confirming the robustness of the findings (Bekaert et al.,
2021). Generally, the findings were consistent, and the quality
of the empirical results was confirmed.

Stability Test Results
The study conducts stability tests using the cumulative sum
(CUSUM) and cumulative sum of squares (CUSUMSQ) of re-

cursive residuals. Both Figure 2 and Figure 3 are provided be-
low.

Figure 2
CUSUM and CUSUMQ Test Result

Figure 2 appears to be a Cumulative Sum stability (CUSUM)
test plot. The solid blue line represents the cumulative sum
of residuals, while the red dashed lines indicate the 5% signifi-
cance bounds. Since the blue line remains within the red bound-
aries throughout the sample period, this suggests that the model
parameters are stable over time and that no structural break has
been detected.

Figure 3
CUSUMNQ Test Result

Note. Source: Authors calculation by using E-views 10 software

Figure 3 shows the CUSUM squares stability test. The solid
blue line represents the cumulative sum of squared residuals,
while the red dashed lines denote the 5% significance bounds.
Since the blue line remains within the red bounds through-
out the period, it indicates that the models variance is stable
and that there is no evidence of structural instability or het-
eroskedasticity in the residuals.

Ethical Considerations
The research was based on secondary data freely available in
the public domain, and sources were acknowledged and cited
(Kaiser & Menkhoff, 2018). No primary data collection or hu-
man subjects were involved, and no formal ethical clearance
was required. Data were analyzed and reported transparently
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and objectively, ensuring accuracy and avoiding misrepresenta-
tion.

Limitations
This study relies on secondary data and aggregate market in-
dicators, which may not capture sector-specific dynamics such
as remittance inflows, exchange rates, foreign investment, the
money supply, or investor behavior. The ARDL and Granger
causality methods assume linearity and exclude non-linear ef-
fects or structural breaks. Findings are context-specific to
Nepals shallow and illiquid stock market and may not gener-
alize to other economies.

Results

Descriptive Statistics
The descriptive statistics in Table 2 show that the skewness of
LN_RGDP and CPI is positive, indicating a right-skewed dis-
tribution; in contrast, the skewness of listed businesses, mar-
ket capitalization, and interest rate is negative. The Jarque-
Bera test (Jarque & Bera, 1980) indicates that the skewness of
LN_RGDP, LN_LC, LCPI, and MC is not significant (p-value
= 0.05), implying that these are normally distributed. The kur-
tosis values indicate that LN_RGDP, LN_LC.

Table 2
Descriptive Statistics of the Dependent and Independent Variables

L_RGDP L_RMC L_CPI L_LC L_IN

Mean 14.31 12.66 4.076 4.99 0.63
Median 14.24 13.01 3.97 4.95 1.13
Maximum 14.97 14.86 5.021 5.46 2.36
Minimum 13.66 10.68 3.14 4.18 -3.91
Std. Dev. 0.442 1.36 0.58 0.38 1.55
Skewness 0.043 -0.084 0.106 -0.27 -1.62
Kurtosis 1.563 1.532 1.7 1.77 5.08
Jarque-Bera 2.501 2.638 2.094 2.18 14.95
Probability 0.286 0.267 0.35 0.33 0.00056
Sum 415.134 367.37 118.22 144.84 15.19
Sum Sq. Dev. 5.472 52.06 9.42 4.24 55.81
Observations 29 29 29 29 24

Cross-Correlation
Table 3 shows the cross-correlation among the variables under
consideration. The interest rate (IR) shows a significant posi-
tive correlation with L_CPI and L_RGDP, and a moderate pos-
itive correlation with Ln_LC. Likewise, all variables are posi-

tively correlated; Ln_RMC, Ln_CPI, and Ln_LC show strong
correlations with Ln_RGDP, with correlation coefficients ex-
ceeding 0.95. Similarly, the correlation between Ln_CPI and
Ln_RMC is 0.93, and the correlation between Ln_LC and
Ln_CPI is 0.92. Asteriou and Hall (2007) state that a corre-
lation value exceeding 0.9 may indicate multicollinearity.

Table 3
Cross-Correlation of Variables

LN_RGDP LN_RMC LN_CPI IR LN_LC

LN_RGDP 1
LN_RMC 0.924 1
LN_CPI 0.988 0.938 1

IR 0.086 0.105 0.058 1
LN_LC 0.938 0.901 0.924 0.013 1

Source: Author’s calculation.

After taking the first differences (d) of Ln_RGDP, Ln_MC,
Ln_CPI, Ln_IR, and Ln_LC, the correlation coefficients de-
cline substantially, as shown in Table 4. We now find significant
positive correlations between the first difference of Ln_RGDP
(dL_RGDP), the number of listed companies (Ln_LC), and the
Consumer Price Index (CPI). However, a negative correlation
exists between Ln_RGDP, market capitalization (Ln_MC), and

the interest rate (IR). Additionally, there are significant nega-
tive correlations between CPI and Ln_RMC, IR and Ln_LC,
and IR and CPI. The correlations between the dependent and
independent variables are lower in their differenced form than
in their level form, suggesting that their inclusion in the model
is less likely to violate multicollinearity concerns.
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Table 4
Cross-Correlation after First Differences

DLN_RGDP DLN_RMC DLN_CPI IR DLN_LC

DLN_RGDP 1
DLN_RMC -0.356 1
DLN_CPI 0.314 0.086 1

IR 0.022 -0.145 0.115 1
DLN_LC -0.138 0.217 -0.11 -0.156 1

Source: Authors calculation by using E-views 10 software.

Unit Root Test Results
All variables need to be checked to ensure they are not constant
at the I(2) level. When the variables are fixed to I(2), the ARDL

model is not suitable for implementation. This study employed
the Augmented Dickey-Fuller (ADF) unit root test. This elabo-
rates the following sections. Table 5 presents summarized data
from a unit root test.

Table 5
Augmented Dickey-Fuller Test / Unit Root Test Results

Null Hypothesis: The Variable has a Unit Root

At Level

L_RGDP L_RMC L_CPI L_IR L_LC

With Constant t-Statistic -0.1851 -0.5585 0.065 -1.7457 -2.1155
Prob. 0.9295 0.8646 0.9567 0.3963 0.2404

With Constant & Trend t-Statistic -2.3186 -2.6786 -2.827 -1.6347 1.7738
Prob. 0.411 0.252 0.2019 0.7468 0.6902

Without Constant & Trend t-Statistic 5.3182 1.8477 2.5419 0.5198 2.9367
Prob. 1 0.9818 0.9961 0.4803 0.9986

Source: Author’s calculation.

Table 6
Augmented Dickey-Fuller Test / Unit Root Test Results at First Difference

At First Difference

d(L_RGDP) d(L_RMC) d(L_CPI) d(L_IR) d(L_LC)

With Constant t-Statistic -4.4871 -1.5083 -2.9058 -3.9627 -4.4978
Prob. 0.0015 0.5099 0.0578 0.0065 0.0014

With Constant &
Trend

t-Statistic -4.3947 -4.0314 -2.851 -3.9418 -4.4732

Prob. 0.0088 0.0197 0.1928 0.0274 0.0074
Without Constant &
Trend

t-Statistic -2.636 -3.7793 -0.8667 -3.9897 -3.8144

Prob. 0.0104 0.0005 0.3313 0.0004 0.0005

Source: Author’s calculation.

In Table 6, the ADF test indicates that the variables are not I(0).
Hence, the researcher tested for first-order stationarity of the
variables (in Table 5). In addition, the researcher performed
a Phillips-Perron (PP) test to determine the stationarity of all
variables, and the results, as shown in Table 6, indicate that
all variables are stationary at first differences with the constant
term. Hence, the Phillips-Perron (PP) test with a constant found

that all variables, including the log of market capitalization (Ln
MC), are stationary in the first differences. The finding sug-
gests that a constant term has strong explanatory power for the
trends; hence, the use of first differences is justified for model-
ing long-term relationships.

Even if the variables are I(1) in first differences, the ARDL
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model remains appropriate because it does not require all re-
gressors to have the same integration order. It allows model-
ing both short and long-run relationships within a single frame-
work, providing flexibility when some variables are I(0) while
others are I(1) (Pesaran et al., 2001). Moreover, ARDLs error-

correction representation captures the speed of adjustment to-
ward long-run equilibrium, ensuring robust inference even with
relatively small sample sizes (Kripfganz & Schneider, 2023).
Thus, applying the ARDL in this study is justified despite the
presence of first-difference stationarity.

Table 7
Philips Perron Test at First Difference

At First Difference

d(L_RGDP) d(L_RMC) d(L_CPI) d(L_IR) d(L_LC)

With Constant t-Statistic 4.4554 -4.1785 2.9058 -3.869 -4.4886
Prob. 0.001 0.003 0.05 0.008 0.001

With Constant &
Trend

t-Statistic 4.3396 -4.0259 2.851 -3.8443 -4.4594

Prob. 0.01 0.02 0.19 0.03 0.007
Without Constant &
Trend

t-Statistic 2.5246 3.7793 0.6314 -3.896 -3.79

Prob. 0.01 0.0005 0.43 0.0005 0.0005

Source: Author’s calculation by using E-views 10 software.

Lag Selection
Choosing an optimal lag time is important in time series anal-
ysis because it is essential for providing a fair representation
of the dynamic relationship without overfitting or omitting per-
tinent temporal effects. The Schwarz Information Criterion
(SIC) was used to select the most suitable lag length in this
study because it imposes a higher penalty for additional param-
eters than other criteria (Schwarz, 1978). SIC-based approach

guarantees a parsimonious model that balances explanatory
power and simplicity, helping to avoid over-parameterization
and multicollinearity. The careful selection of lags enhances
the validity of subsequent ARDL and Granger causality anal-
yses, and the time dynamics of the Nepalese stock market and
macroeconomic variables can be modeled accordingly (Pesaran
et al., 2001). The Schwarz Information Criterion (SIC) was
used to select the best value for this model.

Table 8
VAR Lag Order Selection Criteria

VAR Lag Order Selection Criteria

Lag LogL LR FPE AIC SC HQ

0 -20.478 NA 6.98E-06 2.316254 2.564218 2.374667
1 108.9782 188.3010* 5.63e-10* -7.179833* -5.692048* -6.829356*
2 131.5044 22.52626 1.07E-09 -6.9549 -4.2273 -6.3124

Source: Author’s calculation by using E-views 10 software.

Bound Test Results
The result of the calculated F-statistic exceeds the critical value
at the I(1) level of significance, thus accepting the existence
of an equilibrium relationship between the performance of the
stock market and growth of the GDP in the long run, as it would
be acceptable according to the co-integration methodology de-

veloped by Johansen (1991) and Johansen and Juselius (1990).
The null hypothesis of co-integration is rejected, supporting the
use of both short and long-term dynamics in the model. In turn,
this finding suggests a long-term, mutually dependent relation-
ship between the stock market and GDP, as well as a stable
relationship.
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Table 9
Bound Testing Results

F-Bounds Test Null Hypothesis: No levels of relationship

Test Statistic Value Signif. I(0) I(1)

F-statistic 10.2872 10% 2.20 3.09
k 4 5% 2.56 3.49

2.5% 2.88 3.87
1% 3.29 4.37

Source: Author’s calculation by using E-views 10 software.

Breusch-Godfrey Serial Correlation Test
The Breusch-Godfrey test for serial correlation in a regression
model (autocorrelation) assesses whether the regression pattern
reflects temporal correlation. This test assesses the soundness
of regression findings by identifying any potential violation of
the assumption of independent errors in the model.

Table 10
Breusch-Godfrey Serial Correlation Test Result

Breusch-Godfrey Serial Correlation LM Test:

F-statistic 1.04E-05 Prob. F(1,16) 0.9975
Obs*R-
squared

1.55E-05 Prob.
Chi-Square(1)

0.9969

The diagnostic tests suggest that there is no autocorrelation in
the model. The F-statistic and the Q-statistic indicate that there
is no serial correlation in the residuals, thus the estimated co-
efficients are stable. Therefore, the models results are reliable,
and multicollinearity arising from serial dependence is unlikely
to affect them.

Heteroscedastic Test Result
When performing regression or other parametric analyses, test-
ing for heteroskedasticity is helpful, as it focuses on the rela-
tionship between the error terms rather than between the two
independent variables. It has been put to the Breusch-Pagan-
Godfrey test.

Table 11
Heteroskedasticity Test Result

Heteroskedasticity Test: Breusch-Pagan-Godfrey

F-statistic 3.056116 Prob. F(6,17) 0.0324
Obs*R-
squared

12.45393 Prob.
Chi-Square(6)

0.0526

Scaled
explained SS

4.972413 Prob.
Chi-Square(6)

0.5474

The heteroskedasticity test indicates that the models residu-
als are relatively stable across observations. Specifically, the
Breusch-Pagan-Godfrey test yields a p-value of 0.0526, which
is slightly above the conventional 5% threshold, implying that
the null hypothesis of homoscedasticity cannot be rejected. It
suggests that the disturbance term does not exhibit systematic
variation with changes in the explanatory variables, support-

ing the reliability of the coefficient estimates and ensuring that
standard errors are not biased due to unequal variance. Con-
sequently, the model satisfies a key assumption of classical re-
gression, reinforcing confidence in the validity of the results.

Normality Test Result
This metric assesses how residual skewness and kurtosis de-
viate from the expected norms of a normal distribution. The
Jarque-Bera test assumes that the data follow a Chi-square dis-
tribution and accounts for both skewness and kurtosis. Skew-
ness, which quantifies a distribution’s asymmetry, equals zero
for a normal distribution. Kurtosis quantifies the extent of a
distribution’s peakedness or flatness. A score of 3 indicates the
expected behavior in normal distributions.

Figure 4
Normality Test Result

As shown in Figure 4, the Jarque-Bera test yields a p-value
greater than 0.05, indicating that the residuals do not devi-
ate significantly from normality. This means the errors are
normally distributed with no significant skewness or kurtosis,
which is one of the assumptions of classical regression analy-
sis. Hence, the normality of residuals is an argument for the
validity of the estimated coefficients, and for the reliability of
inference from the standard errors and test statistics.

Stock Market Performance, Macroeconomics in
Nepal
Table 11 shows that the interest rate has a positive effect on
GDP growth and is significant at the 5% level in the long term.
Table 11 also shows that market capitalization and the con-
sumer price index are insignificant in the long run, corrobo-
rating research on the value of using stock market indicators
to forecast long-term economic performance. Bekaert et al.
(2021) argue that the size and growth of stock markets may
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not have a direct and significant impact on long-term real GDP
growth. Other factors, such as efficiency and integrity, may be
more important in generating economic conditions.
The research evidence sheds light on the relationships among
inflation, the number of listed companies, and long-term
GDP growth, highlighting their economic significance. Fis-
cher (1993) suggests that inflation negatively affects economic
growth by distorting prices and reducing investor certainty.
Moreover, the positive relationship between the number of
listed firms and GDP growth is consistent with economic the-

ory and illustrates the importance of market structure and com-
petition in economic growth. Acemoglu and Robinson (2012)
and Demirgüç-Kunt and Levine, 1996 recognized the need for a
healthy business environment with a wide range of firms com-
peting. So, the statistical findings in Table 11, where market
capitalization is found to play a less important role in Nepal’s
long-term GDP growth than the other two variables (inflation
and number of listed firms), are consistent with a large body of
economic literature.

Table 12
Long-run Co-integration between stock market performance and GDP growth

Levels Equation
Case 2: Restricted Constant and No Trend

Variable Coefficient Std. Error t-Statistic Prob.

L_RMC 0.005461 0.042014 0.129973 0.8981
L_CPI 0.251278 0.192114 1.307964 0.2083
L_IR 0.026388 0.010251 2.574283 0.0197
L_LC 0.860567 0.258635 3.327337 0.004

C 9.115223 0.665034 13.7064 0

Source: Authors calculation by using E-views 10 software

The statistical data in Table 12 indicate significant relationships
between stock market performance and GDP growth in Nepal.
First, the negative cointegration and the statistically significant
error-correction coefficient of cointEq (-1) suggest that the eco-
nomic variables have been in long-term equilibrium. Huston
(2010) argued that the finding that economic variables are sta-
ble in the long term is consistent with previous literature on
co-integration and financial models. Engle and Granger (1987)
pioneered the use of co-integration, showing that it is an ef-
fective method for identifying long-term relationships among
economic variables.

The results suggest a negative short-term correlation between
inflation and stock market returns, reflecting the relationship
between these macroeconomic variables. It also demonstrates
the impact of inflation uncertainty. Mishkin and White (2002)
examine the impact of inflation on stock market performance,
which is often negatively correlated in the short term due to
uncertainty and increases in interest rates. Moreover, other ev-
idence also supports the argument that market capitalization
has no significant impact on short-term GDP growth. Further-
more, Bekaert et al. (2021) explore the complex relationship
between stock market size and economic growth, suggesting
that stock market efficiency and liquidity may also be signif-
icant. Table 12 confirms that stock market performance has
a remarkable impact on Nepals GDP, on predicting economic
movements and government policies, and on understanding the
link between financial markets and the economy.

Table 13
Short Run Analysis of the Model

ECM Regression
Case 2: Restricted Constant and No Trend

Variable Coefficient Std.
Error

t-Statistic Prob.

D(L_CPI) -1.303702 0.229955 -5.669366 0
CointEq(-1)* -0.403149 0.045108 -8.937382 0

R-squared 0.73596 Adjusted R-squared 0.72396

Source: Authors calculation by using E-views 10 software

Causality Between the Stock Market and GDP in
Nepal
The study shows that inflation and the number of listed firms
have a long-term influence on GDP growth. The growth in the
number of listed companies is positively related to GDP growth.
It supports the hypothesis that a diversified competitive mar-
ket structure increases economic growth, as argued by Fischer
(1993) and Demirgüç-Kunt and Levine (1996), who suggested
that such a structure promotes growth. In addition, GDP growth
is positively influenced by inflation rates that distort price sig-
nals and hence slow economic growth, as was the case with
Fischer (1993), who argued that a diversified and competitive
market.
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Table 14
Granger Causality between the Stock Market and GDP Growth

Null Hypothesis Obs F-Statistic Prob.

L_RMC does not Granger- Cause L_RGDP 28 10.7553 0.0031
L_RGDP does not Granger- Cause L_RMC 2.43417 0.1313
L_CPI does not Granger- Cause L_RGDP 28 4.4472 0.0451
L_RGDP does not Granger -Cause L_CPI 3.20467 0.0855
Interest Rate does not Granger -Cause L_RGDP 28 0.88354 0.3584
L_RGDP does not Granger -Cause Interest Rate 0.11037 0.7432
L_LC does not Granger -Cause L_RGDP 28 1.51429 0.2299
L_RGDP does not Granger -Cause L_LC 1.585 0.2197
L_CPI does not Granger -Cause L_RMC 28 4.14606 0.0525
L_RMC does not Granger- Cause L_CPI 2.53339 0.124
Interest Rate does not Granger -Cause L_RMC 28 3.29319 0.0846
L_RMC does not Granger -Cause Interest Rate 1.82032 0.1924
L_LC does not Granger -Cause L_RMC 28 5.10366 0.0328
L_RMC does not Granger -Cause L_LC 1.28157 0.2683
Interest Rate does not Granger -Cause L_CPI 28 3.54374 0.0744
L_CPI does not Granger -Cause Interest Rate 0.40249 0.533
L_LC does not Granger -Cause L_CPI 28 3.9304 0.0585
L_CPI does not Granger- Cause L_LC 0.37712 0.5447
L_LC does not Granger -Cause Interest Rate 28 0.05627 0.8149
Interest Rate does not Granger -Cause L_LC 3.94442 0.0609

Source: Authors calculation by using E-views 10 software

The Granger causality results at the 5% significance level indi-
cate only a few statistically significant predictive relationships.
If the p-value is < 0.05, the null hypothesis is rejected. Based on
this table, market capitalization Granger-causes real GDP (uni-
directional causality), CPI Granger-causes real GDP, and the
number of listed companies Granger-causes real market capital-
ization. The other relationships are not statistically significant
at the 5% level but are weakly significant at the 10% level.

Robustness Checks
Some robustness checks were conducted to ensure that the esti-
mated relationship between stock prices and economic growth
was reliable. Rather, first, alternative lag structures in the
ARDL model were tested, and the estimated coefficients did not
change significantly across models, suggesting that the results
were robust to the choice of time lags (Pesaran et al., 2001).
Second, the inclusion of key macroeconomic variables, such as
interest and inflation rates, did not alter the main relationship,
indicating that omitted variables do not materially affect the re-
sults (Narayan & Narayan, 2010). Third, the direction of the
relationship was stable across economic cycles (growth vs. re-
cession periods), as suggested by sub-sample analyses (Bekaert
et al., 2021). The overall results of these checks indicate that
the results are not strongly affected by any specific model spec-
ification or sample period.

Discussion

The results suggest that Nepal’s stock market development has
a measurable influence on economic growth, but its scope is

limited. According to the finance-led growth hypothesis, mar-
ket capitalization is a significant predictor of GDP growth,
whereas GDP is not a significant predictor of market capital-
ization, suggesting that market behavior is reactive (Bhattarai
et al., 2024; Chalise, 2020). It is due to structural features of
the Nepalese market, such as shallow depth, low liquidity, and
high investor concentration (Bist, 2024; Subedi, 2025).

The one-way causal relationship between inflation and GDP im-
plies that inflation does not affect GDP. The one-way causal
relationship between inflation and GDP suggests that inflation
does not impact GDP. This behavior can be understood in terms
of inflations dual nature: moderate inflation can signal eco-
nomic activity. In contrast, high or even volatile inflation can
lead to a decline in real returns and reduce confidence. There
is also a low correlation between interest rates and market capi-
talization, indicating that other factors have a greater impact on
domestic interest rates than local economic factors do (Baral &
Katuwal, 2024; Gyawali, 2025).

As more companies are listed, market capitalization also in-
creases, further confirming the relevance of market breadth to
liquidity and growth potential. The effect of the stock mar-
ket, however, is limited, as it does not fully pass through to
GDP due to institutional and regulatory constraints, specula-
tive trading, and market fragmentation, which reduce the chan-
nels for finance-growth transmission (Bhandari, 2025; Bhat-
tarai et al., 2024; Thapa, 2023). These insights can help ex-
plain why some variables are not statistically significant and
behave differently from others. To support the role of the stock
market in sustainable economic growth in Nepal, policy mea-
sures to increase market participation, improve regulatory trans-
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parency, and future-proof macroeconomic conditions will be
crucial (Bhandari, 2023; Bhattarai et al., 2024; Chalise, 2020).

This paper analyzes the relationship between stock market per-
formance and economic growth in Nepal and provides impor-
tant insights. The study used the ARDL Bounds test and the
Granger causality test to test the dynamics between the key
stock market indicators and macroeconomic variables. The re-
sults could be as follows.

Stock Market and Economic Growth
The researchers have determined that stock market indicators,
including market capitalization (MC), the number of listed com-
panies (LC), and Nepals GDP, are used. The number of listed
companies and market capitalization were discovered to affect
GDP. growth positively. Nevertheless, faces difficulties such
as market fluctuations, liquidity constraints, and so on. Reg-
ulatory inefficiencies stymied the maximum potential of stock
market growth.

Macroeconomic Factors and Market Performance
Interest rates (IR) had a substantial impact on long-run stock
market performance, while the consumer price index (CPI) had
a negative effect. It suggests that good monetary policy can
spur market growth, but while inflation restrains it.

Causal Relationships
The study found a unidirectional causal relationship between
GDP and market capitalization: the stock market’s perfor-
mance can affect economic growth, but economic growth does
not influence market capitalization. This interrelatedness was
also becoming noticeable in the interplay between market cap-
italization and other factors. macroeconomic variables, such
as interest rates and the consumer price index (CPI). The error
correction term (ECT) reflected a short-term equilibrium rela-
tionship, underscoring the mutual impact of economic stability
on stock market changes and vice versa.

Conclusion

The study supports the relationship between stock market devel-
opment and economic growth in Nepal, showing a measurable
association between stock market capitalization and economic
growth, especially in the long term. The magnitude and consis-
tency of this effect, however, are constrained by structural and
institutional factors such as low liquidity, shallow market depth,
and concentrated investors. The context specificity of these
dynamics is supported by the fact that other macroeconomic
variables, such as interest rates and inflation, exhibit weak or
inconsistent effects on stock market performance. The cross-
dependence of economic growth and market performance cre-
ates a two-way link, indicating that the positive effects of the
stock market are not necessarily transmitted to the economy,
and the reciprocal relationship is not always particularly strong.
Hence, the results indicate that, although the stock market may
be of developmental relevance, caution should be exercised
when interpreting it. Financial markets may be more effective
if policies are adopted to encourage market participation and

to create a more transparent regulatory environment and faster
macroeconomic stability; however, financial markets’ contribu-
tion to sustained GDP growth may be imperfect. Overall, the
evidence suggests a complex picture: while Nepal’s stock mar-
ket can play a limited, context-specific role in promoting eco-
nomic growth, its impact should not be exaggerated.

Implications

For Policymakers
The empirical results indicate that market capitalization can in-
fluence the GDP growth in Nepal. Policy intervention should
therefore focus on strengthening market depth, increasing in-
vestor participation, and enhancing market transparency by in-
stitutional reform. More stable and efficient capital markets
will be bolstered by strengthening regulatory structures and in-
vestor protection mechanisms, thereby enhancing the potential
for economic growth. Macroeconomic variables (such as inter-
est rates and inflation) affect market dynamics, but their impact
on GDP cannot be inferred directly; it must be accounted for
within a broader policy framework. For example, calibrated ad-
justments to interest rates or selective expenditure restraints are
monetary and fiscal policies that can help keep markets stable
without overstimulating growth.

For Investors
Market capitalization trends can serve as an early indicator
of economic activity and growth potential, giving investors
a forward-looking perspective when making investment deci-
sions. Market depth and liquidity, along with regulatory stabil-
ity, are key institutional factors that affect the stock market’s re-
sponsiveness to macroeconomic conditions. Interest rates and
inflation remain significant, but they are indirect and situational
factors, and should not be the only ones considered when devel-
oping a portfolio.

For Future Research
These could include further studies on sector-specific contribu-
tions to GDP and the role of stock market growth in industry
expansion. A study of the influence of external shocks (such
as global financial crises) on Nepal’s market-growth relation-
ship would provide insight into market resiliency. Moreover, a
more disaggregated analysis of the short-term responses of the
CPI and other macroeconomic indicators (such as remittances,
exchange rate, FDI, money supply, and external shocks) can
provide policymakers with guidance on factoring in inflation
control in the context of the growth target and recognizing the
predictability constraints of the stock market.
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