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Abstract 

One of the methods of measuring the effectiveness of monetary policies is via inspection of 
monetary neutrality in the economy. It is a concept from classical economics and it suggests that 
changes in nominal variables do not have any impact on real variables. This paper studies the 
presence or absence of effective monetary policy in Nepal between 1975 and 2008 by observing 
money supply (nominal side), and real GDP (real). Results suggest that an increase in money 
supply immediately lowers the real GDP in the short run, but has no effect on real GDP in the 
long run. This evidence suggests that Nepal Rastra Bank’s monetary policies between 1975 and 
2008 may have been counter-productive in the short-run, but they were effective for long-run 
growth and stability of the Nepalese economy.      

 
I.  INTRODUCTION 

 
Nations, through their central banks, apply monetary policies to achieve a desired level of 
growth and stability in the economy. Monetary policies control the flow of money supply, 
the availability of that money, and the rate of interest charged on borrowing or lending 
money. A monetary policy could, therefore, be either expansionary or contractionary. 
When an expansionary monetary policy is applied, money is infused into the economy, 
thus increasing the supply of money. On the other hand, a contractionary monetary policy 
results in the decrease of money supply in the economy. 
 
The primary method of increasing or decreasing the money supply in any economy is by 
changing the interest rates. When the interest rate is lowered, it becomes cheaper to 
borrow money. Therefore, the supply of money in the economy increases. When the 
interest rate is raised, it becomes difficult for individuals and businesses to borrow 
money. Therefore, the supply of money in the economy decreases. The change in money 
supply via the application of different monetary policies aims to stabilize and grow an 
economy (Friedman, 2001). 
 
The effectiveness of monetary policies in Nepal depend on factors like the authority’s 
ability to control money supply, stable money demand, circulation of the Indian currency 
in the Nepalese market, and the development stage of financial markets (Acharya et. al. 
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2003). But, these factors are very difficult to maintain control over. Despite legal 
prohibition, use of Indian currencies in the Nepalese market persists, even today, causing 
structural problems in the financial system. Also, the government authorities do not have 
absolute control over the balance of payments, and the government has lacked fiscal 
discipline at times. These factors, when combined, have resulted in a weaker monetary 
policy implementation in Nepal.  
 
Like any other nation and its central bank, Nepal and Nepal Rastra Bank, have always 
had to work with monetary policies. However, extensive studies, on whether the 
monetary policies have been effective in Nepal, have been lacking. The objective of this 
paper is to study the effectiveness of monetary policies implemented by the Nepal Rastra 
Bank between 1975 and 2008. This effectiveness is examined by observing the classical 
economic concept of monetary neutrality held in Nepal during this period.  
 
The rest of this paper is organized in the following manner: section 2 discusses the brief 
history of Nepalese monetary policies including pegging of Nepal currency to the Indian 
rupee; trends on the interest rate; the money supply section is also discusses the concept 
of monetary neutrality and why it needs to be looked into in the case of Nepal. Section 3 
outlines the detailed research methodology employed in this research paper and presents a 
final economic model for the study. Section 4 shows the robustness check of the final 
model, and, finally, section 5 offers the conclusion of this research.  
 

II.  EXCHANGE RATE, INTEREST RATE AND  
MONEY SUPPLY IN NEPAL 

 
Pegging the Nepali Rupee to Indian Rupee 

 
When Nepal signed the Treaty of Peace and Friendship with India in 1950, the treaty 
resulted in a free flow of labor across the border between these two countries. In addition 
to this mobility of labor across the border, people were also free to convert Nepalese 
rupees into Indian rupees without any obstruction, and in an unlimited quantity. Until 
1961, the Nepalese used both Indian rupees (IRs) and Nepalese rupees (NRs) within 
Nepal’s border. The exchange rate would float and was determined by private money 
changers. While the ability to hold both types of currency was a definite plus point for the 
Nepali population, the frequent swings in the exchange rate due to availability or lack 
thereof of the Indian currency was causing problems (Acharya et. al. 2003).  
 
When the Nepal Rastra Bank (NRB) was established in 1956, it promoted the use of the 
NRs within Nepal’s borders. This essentially got rid of the dual currency system within 
Nepal’s borders, and also helped the Nepalese government to stabilize the exchange rate 
between NRs and IRs according to its choice. To help the businesses and the general 
public, who were still doing businesses and making everyday purchases across the border, 
the NRB pegged the Nepalese rupee to the Indian rupee at 1.6:1, meaning NRs 1.6 was 
equal to IRe 1.  
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Although the Foreign Exchange Regulation Act of 1962 helped initiate the convertible 
exchange rates with currencies of other countries, the exchange rate between IRs and NRs 
stands the same today. There have been various attempts to get rid of the pegging system, 
but the high volume of every day cross-border purchases and trade between India and 
Nepal has posed a problem. Frequent adjustments between IRs and NRs are not possible 
given the massive amount of trade and purchases that occur daily. As a result, some 
modifications in terms of devaluation and revaluation between the IRs and NRs have 
been done in the past, but frequent exchange rate adjustments have seemed to be 
impossible to implement. Therefore, the IRs and NRs are still pegged today in the same 
ratio of 1:1.6. 
 
The pegging of Indian and Nepalese currencies has proved to be very popular, and has 
contributed to the increasing cross-border trade between Indian and Nepal. However, this 
pegging system has resulted in some challenges, especially when it comes to monetary 
management and policies. The mere existence of Indian currencies inside Nepal has 
proved to be a hindrance while determining the demand of money in the Nepalese market. 
In addition, the easy substitution between these two currencies has resulted in a 
dampening effect when domestic money supply changes. Therefore, implementation of 
monetary policies in Nepal has had narrow coverage, and has not produced desired results 
(Acharya et. al. 2003). In other words, effectiveness of monetary policies in Nepal has 
been hampered due to the existence of ready supply of Indian currency in Nepalese 
market. 
 

Interest Rates in Nepal 
 
Nepal Rastra Bank’s intervention in the credit market started in 1966 through interest rate 
changes. However, the intervention was not to influence monetary policies but to 
facilitate credit flow and mobilize other financial resources. Different financial 
instruments and different kinds of loans carried different interest rates. Determination of 
the interest rates were based solely on the NRB’s discretion due to the absence of market 
based instruments (Maskay and Pandit, 2010). Since 1975, the NRB started using the 
interest rate manipulations to influence credit and money supply.  
  
Interest rates in Nepal have been high since the early 1970s. The primary reason for 
adopting high interest rates was to ensure that no savings from Nepal would shift to India 
with hopes of a higher return. With this in mind, in 1975, the NRB increased the interest 
rates all across the board. As a result, savings and fixed deposits increased while credit 
market slowed down. The exchange rate was devalued in 1985 by 14.7 percent, and was 
revalued by 5 percent in the 1990s during a period when interest rate on bank deposits in 
Nepal were lower than that in India (Acharya et. al. 2003).  
In 1984/85, the balance of payments problems that started plaguing Nepal resulted in 
accepting to adopt the International Monetary Fund’s economic stabilization program 
(Thornton 1987). Being under IMF’s structural adjustment facility meant that the NRB 
had to be flexible in its interest rates determination, and as a result, would have to allow 
other commercial banks with limited powers to influence the interest rates. Therefore, 
commercial banks in Nepal were given permission to set their interest rates on savings 
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1.5% higher, and on time deposits 1% higher than the NRB’s interest rates (Maskay and 
Pandit, 2010). This flexibility was further enhanced in 1986 when the NRB announced 
that commercial banks could not charge an interest above 15%. Such deregulation was 
the IMF’s way of ensuring increased competition among financial and banking sectors. 
This was believed to increase efficiency and mobilization of resources.  
 
On August 31, 1989, the NRB abolished any form of controlled interest rate, essentially 
granting banks and finance companies to set whatever interest rates they wished 
appropriate on deposits and lending. The post-democracy, post-1990, era fostered 
competition and resulted in a rapid increase in the number of banks and finance 
companies. So, the economic post-1990 liberalization fostered the banking and financial 
sectors resulting in rapid growth of these sectors. However, time and again, the NRB has 
been forced to issue directives aimed at curtailing the high interest rate spread between 
lending and deposits (Maskay and Pandit 2010).  
 

Money Supply in Nepal 
 
Money supply in Nepal has always been affected by its balance of payments. Around 42 
percent of the total money supply in Nepal during the 1980s was attributed to change in 
net foreign assets of the banking system (Acharya et. al. 2003). An improvement in the 
balance of payments during the 1990s meant that the foreign assets of the banking system 
had an increased contribution. However, net domestic assets of the banking system had 
declined during the same period, effectively neutralizing the expansionary contribution of 
foreign assets. After a brief decline in the balance of payment conditions during 1995/96, 
the situation improved after 1997. Till the end of 2008/09, there began a balance of 
payment surplus in Nepal.  
 
There were attempts made to neutralize the impact of balance of payment surplus on the 
money supply in the country. In order to do this, the NRB issued the NRB bills between 
1991 and 1994. However, the NRB resorted too much to the security instruments 
including the NRB bills, and as a result the interest rate on the NRB bills went up from 
9.4 percent in 1992 to 11.1 percent in 1994. One of the reasons for this sterilization 
failure was the relatively inflexible exchange rate system in Nepal, mainly with regards to 
the Indian currency. If there were a rather flexible exchange rate system in Nepal, the 
effects would not have been so severe, and Nepal would not have experienced the high 
interest rates and excess monetary growth (Acharya et. al., 2003). However, if the NRB 
bills were not introduced, the money supply would have been even larger, even after 
accounting for inflation. 
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Table 1: Financial Development Indicators 

 
Source: NRB, CBS, GON, and calculations by Maskay and Pandit 2010 
 
The growth in the financial sector, attributed to the financial deregulation by the NRB on 
the IMF’s insistence, has been miraculous in Nepal. The growth can be examined by 
looking at the money supply in the economy (Table 1). The growth in the ratio of broad 
money (M2) to GDP shows that the money supply has grown significantly, and this in 
turn shows the development of financial sector in Nepal. The declining ratio of narrow 
money (currency) to broad money (M2) shows that use of currency has lowered 
significantly in Nepal, and this in turn, again, suggests the development of financial 
sector.  
 

Monetary Neutrality in the Nepalese Economy 
 
Monetary neutrality or the neutrality of money is a concept in classical economics. It 
suggests that change in money supply does not have any effect on real variables like GDP 
and employment; it only affects nominal variables like price, wage and exchange rate. 
 
Therefore, the monetary neutrality concept suggests that if the changes in money stock 
and changes in real variables are independent, then money is neutral. This phenomenon, 
called the classical dichotomy, is a widely accepted notion in economics. Furthermore, it 
is widely accepted in economic theory that there is long-term monetary neutrality if the 
change in money stock does not have a long-term impact in the real variables such as real 
GDP (Lucas 1995). 
 
Some researchers have shown that money supply, M2, has predictive content for 
subsequent movement in prices or income (Miyao, 2004). Because of this reason, money 
supply is often used as a guiding tool when it comes to making monetary decisions and 
policies. In some countries, like Japan, the money supply lost this predictive capacity 
during the 1990s, probably due to the failure of banks and the unreliable movement of 
bank loans.  
 
There have been issues raised on whether money neutrality holds in the short-run or not. 
Economists have argued that even in cases where money neutrality holds in the long-run, 
it might not hold in the short-run. The one common example is the case of wages and 
prices remaining sticky in the short-run despite a change in money supply (Cripps, 1977). 
Therefore, many nominal variables remain unaffected in the short-run by a change in 
money supply, thus suggesting no monetary neutrality. However, economists do agree 
that monetary neutrality gives a good enough approximation of the behavior of any 
economy in the long run.  
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An effort to study the neutrality of money in Nepal, therefore, starts with the investigation 
of the long-term impact on the output level when there are changes in the money supply. 
From aforementioned discussions about the monetary policies of Nepal, it is difficult to 
ascertain if the Nepalese monetary policies have been sound and “tight”. This research 
intends to observe whether the monetary policies of Nepal had any impact on its real 
output. That is, this research will investigate whether there was monetary neutrality 
present in the Nepalese economy. 
 

III.  DATA AND METHODOLOGY 
 

Data 
 

 
             Figure 1: Money Supply       Figure 2: Real GDP  
 
The time-trend graph of money supply, M2, shows that the money supply has kept 
increasing since early 1980s (Fig. 1). The time-trend graph of GDP shows that the GDP 
has moved in an increasing direction since 1960, albeit with a few hiccups every now and 
then (Fig. 2). The first significant drop can be noticed after 1975 when the GDP dropped 
due to the high oil prices resulting from the Second Oil Crisis. Like any other nation in 
the world dependent on oil for economic development, Nepal too suffered due to the 
crisis. Another significant drop in GDP occurred after 1991, right after the democracy of 
1990. The revolution of the 1990 could have been the reasons for the drop. This reasoning 
seems to hold given how the economy bounces back in 1993, and the GDP starts growing 
again. Other than these two significant drops, the GDP of Nepal has maintained an 
increasing trend. 
 

Methodology 
 
Research since the late 1980’s on the subject of monetary neutrality has focused on 
verification via vector autoregression modeling (Jacobson et. al., 1999). This study aims 
to test the theory of monetary neutrality in the Nepalese economy using tests on the order 
of integration of the money stock and real GDP, as well as with a vector autoregression 
model to determine the historical impact of a money supply shock on the level of real 
gross domestic product. Verification of monetary neutrality is a vital component in the 
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identification of business cycles, as it is often used as a restriction in structural equation 
models seeking to forecast macroeconomic fluctuations. 
 
The long-run relationship between the money stock and real output is dependent on the 
order of integration of each variable. Order of integration of each variable is tested using 
unit root tests, specifically the standardized Augmented Dickey-Fuller test. Because of 
the low power of this test, Phillips-Perron test can be used as an alternative to test the 
autocorrelation and partial autocorrelation functions in order to investigate the stationarity 
of the time series in question (Elliott et. al., 1996). Robustness of the results against each 
of these measures helps to come to more definite conclusions about the order of 
integration. 
 
The structural VAR estimation will be used to test for an endogenous relationship 
between the money supply and the real output. This gives a testable statistical measure of 
money neutrality hypothesis. After estimation of the model, monetary neutrality will be 
investigated in two ways:  
 
Impulse response analysis will determine the effect of a shock to money on GDP and the 
effect of a shock to GDP on money. At this point, it can be seen how each variable 
evolves over time in response to shocks on the other, given constant exogenous factors 
(Mitchell, 2000). 

 
Granger Causality Tests on the lagged factors of each variable will determine if one 
variable is a statistically significant “cause’ of the other. This is accomplished via block 
F-tests on the coefficients of the accompanying lagged values of each variable. 

 
Identification of Long Term Relationship 

 
The first step is to determine whether shocks to money stock result in permanent changes 
to real output. For this purpose the long term rate of change of real output with respect to 
the money stock must be determined. Mathematically, this can be represented by:  
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That is, the long term derivative of real output with respect to the money stock must be 
determined. If the value of this expression is zero, then the effect of changes in money 
decays to zero as time moves forward, and monetary neutrality holds. If the money stock 
is stationary, no permanent shocks to the money stock exist, making this long term 
derivative divergent; monetary neutrality in this context is not testable. 
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Possible Relationship Cases1 
 
The expression for monetary neutrality as the long-term derivative of real output with 
respect to the money supply yields five possible cases for the long-term relationship 
between money and real output. 
 
Money supply is integrated of order zero (i.e. stationary): As stated above, if money is 
I(0) then long-term monetary neutrality cannot be tested, as shocks to the money supply 
are non-permanent by the property of the data series. This is due to the fact that the decay 
of the denominator of the long-term derivative results in divergence of the expression. 
 
Money is integrated at order one or greater, but at a lower order than GDP: In this case 
long term monetary neutrality holds. Because GDP is integrated at a higher order, shocks 
to the money stock do not influence the growth rate of real output, yielding no permanent 
impact on GDP. 
 
 Money and GDP are integrated of the same order: This case requires determination of 
shocks to the money stock orthogonal to real output, requiring estimation of a structural 
model. 
 
Money is integrated at order one or greater, but at a higher order than GDP: If money 
is integrated at an order higher than that of real output, then monetary neutrality holds, as 
changes to the money stock result in no permanent change to GDP. This is because the 
numerator of the long term derivative above converges to zero if the real output is 
stationary. 
 
Money and GDP are co-integrated: Cointegration implies that there is some linear 
combination of money and GDP which is stationary. The relationship will converge to 
this linear combination, which may contain a constant and trend. Because of this “moving 
target,” monetary neutrality cannot be tested with these methods in the event of 
cointegration. 
 

Modeling Design and Procedure 
 
While tests on the order of integration can determine the permanence of effects of 
monetary supply shocks on real output, demonstrating the evolutionary relationship 
between these variables requires the estimation of vector autoregression model. Modeling 
and testing for an endogenous relationship enables in finding short term effects, in 
addition to the tests for permanent effects yielded by the unit root tests. For this purpose, 
the following system of equations can be estimated: 

1 1
( ) ( ) ( )q qx z x

t i t i i t ii i
L og m a L og y L og mα β− −= =

∆ = + ∆ + ∆∑ ∑ ……….equation 1 

1 1
( ) ( ) ( )q qz z x

t i t i i t ii i
L o g y a L o g y L o g mλ γ− −= =

∆ = + ∆ + ∆∑ ∑ ………equation 2 

                                                 
1  For a detailed review, see Walter Enders’ Applied Econometric Time Series 2nd edition. 
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In these expressions, ‘y’ represents real output, ‘m’ represents money stock, ‘delta’ is the 
difference operator and ‘x’ and ‘z’ represent the order of integration of each variable.  
 

Tests for the Order of Integration 
 
Identification of the order of integration of each variable and comparison of these will 
determine which of the four cases the Nepalese economy falls under. Since co-integration 
is only possible in the event that the variables are integrated of the same order, this test is 
only required in the event that the variables do, in fact, have the same order of integration. 
However, this test will be performed regardless of the unit root test results to determine 
the robustness of the result. 
 
Money Stock: The Augmented Dickey Fuller test does not have high power, and is 
sometimes sensitive to the number of lags in the estimation. Also, previous researches 
have shown that when the sample size is small, as in the case of this study where data 
ranges from 1975 to 2008, the ADF test is not very convincing (Hu et. al., 1992). 
Therefore, for convincing conclusions, the autocorrelation function and partial 
autocorrelation function will also be observed. 
 
The ADF test on the log of M2 for a wide variety of lag specifications is presented in 
Appendix A. For each lag specification the test fails to reject the null hypothesis of a unit 
root. This suggests that the money stock is not stationary in level. A quick scan of the 
partial autocorrelation function (PACF) and autocorrelation function (ACF), shown in 
Figure 3, reveals slow decay in the autocorrelation pattern, an indication of non-
stationarity. 
 
Figure 3:  ACF /PACF of LogM2            Figure 4: ACF/PACF of difference of LogM2 
                                           
 
 
 
 
 
 
 
 
 
 
The ADF tests on the difference of the log of M2 for a variety of lag specifications to 
determine the stationarity is presented in Appendix B. The test rejects the null hypothesis 
of a unit root for shorter periods, but fails to reject the possibility of a unit root beyond the 
fourth lag. This suggests that difference of the log of the money stock i.e. growth of 
money supply, is stationary. Observing the ACF and PACF, shown in Figure 4, reveals a 
sharp decay in the autocorrelation pattern, thus suggesting stationarity. Also, prominent 
spike in the first lag, shown by the PACF, suggests that money supply is I(1). 
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Real GDP:  The ADF test on the log of GDP for a wide variety of lag specifications is 
presented in Appendix C. For each lag specification the test fails to reject the null 
hypothesis of a unit root. This suggests that the GDP is not stationary in level form. Slow 
decay in the autocorrelation pattern, shown in Figure 5, is indication of non-stationarity.  
 
Figure 5: ACF/PACF of Log GDP            Figure 6: ACF/PACF of difference of Log GDP 
                                                       
 
 
 
 
 
 
 
 
 
 
The ADF tests on the difference of the log of GDP for a variety of lag specifications to 
determine the stationarity is presented in Appendix D. The test rejects the null hypothesis 
of a unit root for both shorter and longer periods. This suggests that difference of the log 
of the GDP, i.e. growth rate of GDP, is stationary. Observing the ACF and PACF, shown 
in Figure 6, reveals a sharp decay in the autocorrelation pattern, thus suggesting 
stationarity. The prominent spike in the first lag shown by the PACF suggests that GDP is 
I(1). 
 

Test of Co-integration 
 
The tests to determine the order of integration of money supply and GDP suggest that 
both these variables are integrated of order one i.e. I(1). This gives two possible cases: 
money and GDP are co-integrated, or money is integrated at an order higher than GDP. 
The second case supports money neutrality, whereas the first case asks for a structural 
model. A test for the endogenous relationship between GDP and money supply can 
confirm which of these two cases is applicable here. 
 
The strong probability of both of these variables being integrated of order one means a 
test of co-integration is desirable. In order to test the co-integration, the number of lags 
that will be used has to be determined. The appropriate lag structure is suggested by a 
variety of information criterion, mainly the Akaike Information Criterion (AIC) and the 
Bayesian Information Criterion (BIC). The AIC tends to overestimate the order of lag 
selection, while the BIC tends to underestimate (Lutkepohl, 1991). So, both of these are 
used to come to a general consensus in order to avoid any bias in the selection of the lag 
structure. Appendix E shows the lag suggestions given by various criteria, and most of 
these criteria agree that a single lag should be used.  
 
The test of co-integration between money supply and GDP is shown in Appendix F. It 
shows two types of tests for co-integration: the Johansen Trace test, and the Maximal 
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Eigenvalue test. The null hypothesis for the test of co-integration is that there is no 
cointegration. Both the tests fail to reject the null hypothesis, suggesting that there is no 
co-integrating relationship between money supply and GDP. While failure to reject no 
cointegrating relationship should not be interpreted as evidence in favor, the failure to 
detect a co-integrating relationship is evidence against its presence (Engel, 1987). 
 

Vector Auto Regression (VAR) Estimate2 
 
This study is a multivariate time series analysis, meaning there are at least two variables 
that are of time-series nature that are being analyzed in order to build an economic model. 
When it comes to describing and analyzing the dynamic nature of financial and economic 
time-series, and forecasting such series, the VAR model is superior to univariate 
forecasting models and simultaneous equation models. It is also useful when conducting a 
structural analysis to determine the impact on a particular variable in the model when 
there is an unexpected shock.  
 
In this study, the VAR estimate will serve two purposes. First, the tests for stationarity 
indicated that both variables are I(1). So, this model estimation helps determine long-run 
monetary neutrality because the unit root tests are insufficient when variables are 
integrated of the same order. Second, this model will assist in quantifying the effect of a 
shock on the money supply to real output, giving an idea of the relative speed of the 
reaction and the rate of convergence. 
 
The number of lags used in the VAR estimation is determined by the suggestion of 
various lag selection criteria shown in Appendix E. The selection criteria suggests that 
only one lag should be used. Although the selection criteria is unanimous in their 
suggestion to use only one lag, two lags will be used in the VAR estimation in order to 
avoid any bias resulting from omission. 
 
The VAR estimation result, with two lags, is shown in Appendix G. The value of the t-
statistics for the impact of money supply on GDP is low. The t-statistics for the impact of 
GDP on money supply is also low, but it is a little higher when compared to the first case. 
This evidence suggests that the impact of these two variables on one another is generally 
insignificant. For the sake of completeness, Appendix G also shows the VAR estimation 
result with only one lag. Once again, the t-statistics suggest that GDP has a slightly higher 
impact on money supply. However, their net impact on one another is insignificant. 
 

IV.  ROBUSTNESS OF THE MODEL 
 

Structural Analysis of the VAR Estimate 
 
Due to complex interactions between variables in a VAR estimation model, the dynamic 
properties of a VAR model is studied through structural analysis summaries, mainly the 
Granger Causality test and the Impulse Response Function. 
                                                 
2  For a detailed review, Walter Enders (2003). 
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Granger Causality test: If a variable is found to be helpful in predicting another variable, 
then the first variable is said to Granger-cause the second variable. It is important to note 
that this notion does not imply true causality, and only implies the forecasting ability of 
the first variable to forecast the second variable (Granger 1969). 
 
Block F-tests, in the form of Granger Causality test, carried out on the coefficients of 
each series to observe the statistical causality is shown in Appendix H. For GDP’s impact 
on money supply, the null hypothesis is that GDP has no impact on money supply. 
Similarly, for money supply’s impact on GDP, the null hypothesis is that money supply 
has no impact on GDP.  
 
The Granger Causality tests in this study fail to reject both the null hypotheses. Therefore, 
GDP does not Granger-cause money supply, and money supply does not Granger-cause 
GDP. In other words, GDP and money supply have no causal impact on one another. This 
holds true when either two or one lag is selected in the VAR estimate.  
 
Impulse Response Function (IRF): The Impulse Response Function shows how a 
dynamic system responds when a sudden exogenous impulse or a ‘shock’ is applied to the 
system (Lutkepohl, 2008). The IRF in this study shows the response of the two 
endogenous variables at the time of the shock and over subsequent time periods. 
Appendix I shows the impulse responses of GDP and money supply to a Cholesky one 
standard deviation shock in either GDP or money supply. 
 
The response of GDP to a one standard deviation positive shock to money supply shows 
that GDP responds negatively to growth in money supply. Immediately, the GDP 
decreases and this continues for the next couple of periods, and then GDP increases again 
to converge to its pre-shock level. This suggests that a shock in money supply does 
produce a significant reaction in the real sector as shown by the immediate decline of the 
GDP. Similarly, GDP responds negatively to a one standard deviation positive shock in 
GDP. The GDP declines for the next couple of periods, and then starts increasing again 
until it converges to its pre-shock level. 
 
The response of money supply to a one standard deviation positive shock to money 
supply shows that money supply responds negatively to its growth. This suggests that if 
money supply increases this period, then it starts to decline in the next period, and so on, 
until it converges to the pre-shock level. However, money supply does not respond 
immediately to a one standard deviation positive shock in GDP. But, money supply 
increases for a couple of periods thereafter, until it falls again and converges again to its 
pre-shock level. The fact that money supply increases when there is a positive shock in 
GDP suggests that policymakers in Nepal, essentially the Nepal Rastra Bank, have not 
followed tight monetary policies. 
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V.  CONCLUSION 
 
The VAR estimation result shows the notion that money supply has a permanent effect on 
real GDP is rejected. The evidence suggests that changes in money supply do not have a 
permanent effect on real GDP. However, the Cholesky one standard deviation positive 
shock suggests that in the short-run an increase in money supply immediately lowers the 
GDP, thus showing a negative response. This responsiveness of the real GDP to a change 
in money supply suggests that in the short-run, real variables in the Nepalese economy do 
get affected by changes in monetary policies. 
 
However, the Cholesky shock test suggests that the effects are in the short run only. Both 
the Cholesky shock test and Granger causality test confirm that in the long-run, monetary 
policies do not affect the real variables. Therefore, in the long-term, the concept of 
monetary neutrality has held true in the Nepalese economy between 1975 and 2008. This, 
in turn, suggests that monetary policies practiced by the Nepal Rastra Bank may have 
been counter-productive in the short run, but have been effective for the long run growth 
and stability of the economy. 
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