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Aid effectiveness has always been an interesting field of research for 
economists and policy makers all around the globe. Researchers have 
endeavoured themselves in finding whether or not a sudden surge in inflow 
of foreign currency into a developing country does affect its Real Exchange 
Rate (RER) making its economy either better or worse off than before. The 
effectiveness of foreign aid inflow in dictating the development of the 
recipient nation is often questioned in the light of the Dutch disease problem 
whereby inflow of foreign funds tend to appreciate the RERs of the recipient 
nations hampering their export competitiveness. Thus, the trends in RER 
responses following inflow of foreign aid and other sources of foreign 
currencies are crucial in commenting on the existence of Dutch Disease in 
the recipient countries. The main aim of this paper is to investigate the 
causal relationship between Foreign Aid (FAID) inflow and RER in context of 
the four South Asian countries that are traditionally dependent on foreign 
development assistances. The countries considered in this paper include 
Bangladesh, India, Pakistan, Sri Lanka, and Nepal. The econometric model 
is structured using a multivariate framework incorporating annual time series 
data of all four nations from 1980 to 2014. Following Edwards (1989) and 
Montiel (1999), RER was expressed as a function of FAID and other real 
fundamentals such as government expenditure, foreign direct investment 
inflows, terms of trade, economic openness, and inflow of remittances. 
Augmented Dickey Fuller (ADF) and Phillips-Perron (PP) tests are used to 
test for stationarity of all the concerned variables and it is found that they are 
stationary in their first differenced form. In addition, Johansen cointegration 
test was carried out to detect possible long run cointegration between our 
variables. The test results showed several cointegrating equations all 
throughout the model. Moreover, using Vector Error Correction Model 
(VECM) approach and Granger causality test, we have observed various 
short run as well as long run causal relationships between the variables 
considered. Our results revealed that both in cases of Bangladesh and 
India, inflow of FAID was inefficient in stimulating changes in RER, neither in 
the short run nor in the long run. A possible reason behind this similarity 
could be the fact that the central banks in both these nations managed to 
maintain a strong grip over their exchange rates which worked as a cushion 
against RER misalignments and avoided Dutch disease problems in these 
countries. Conversely, FAID inflows in Pakistan and Sri Lanka were found to 
have causal relationships with their RER in both the time frames. In 
comparison with Bangladesh and India, Pakistan’s volatile exchange rate 
regimes could be a reason behind its RER misalignment creating Dutch 
disease problem in that country while frequent inappropriate exchange rate 
adjustments  in Sri Lanka have accounted for a similar problem as well.               
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