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Oil price shock can affect macro economy through different possible channels including 
exchange rate both in short run and long run. If there is a positive oil price shock then the 
cost of purchasing the same volume of oil will increase after the shock, as the large 
portion of the international transaction of crude oil is denominated in U.S dollar (Volkov & 
Yuhn, 2016). So importing country will need to appreciate its own currency to obtain more 
dollars with the same amount of local currency. International crude oil price affects the 
exchange rate by affecting the transfer of income from oil importing countries to oil 
exporting countries through trade. Since Bangladesh imports oil for generating electricity, 
it is important to know how oil price can affect exchange rate of Bangladesh. Existing 
literatures of different countries have examined that; positive oil price shocks depreciate 
the real exchange rate whereas negative oil price shocks appreciate the exchange rate of 
both Nigeria and South Africa. (Babatunde, 2015; Kin & Courage, 2014). According to 
Sharma et al., (2019) there is a unidirectional causality running from oil price to exchange 
rate, not vice versa for India. Kilian & Zhou (2019) examined that exogenous real 
exchange rate shocks drive the real price of oil because oil is traded in U.S dollars, an 
exogenous depreciation of U.S dollars relative to its major trading partners lower the cost 
of imported crude oil. However, to the best of our knowledge there is no previous study 
which has investigated the relationship between oil price and exchange rate in context of 
Bangladesh. By employing the standard econometric techniques and considering data for 
1980- 2018, we aim to fill this gap regarding the impact of oil price shock on exchange 
rate. From unit root test we have found that the data are stationary at first difference. 
Johansen-fisher Co integration test has showed that these two variables are co 
integrated. Granger causality test has found bidirectional long run causality between two 
variables. Vector Error Correction Model (VECM) has revealed that there is a 
unidirectional causalityrunning from oil price to real exchange rate in short run. Our 
results are expected to draw the attention of policymakers since there is bidirectional 
causality between these two variables in long run. Moreover, government should prepare 
for any adverse situation from the oil price shock to keep the exchange rate unchanged. 
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