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CURRENCY SWAP- A short term liquidity measure to protect falling rupee 

A currency swap is a foreign exchange agreement between two parties to exchange the loan 

and its aspects (interest payment) denominated in one currency for equivalent aspect of loan 

in another currency. They are over the counter derivative instruments and were designed to 

hedge the exchange risk of the institutions. These arrangements were originally done to get 

around exchange control. 

Currency swap as an arrangement to hedge exchange rate risk is different from central banks 

liquidity swap. Central bank liquidity swap is a type of currency swap used by the country’s 

central bank to provide liquidity of its currency to another country’s central bank. As a short 

term measure of macroeconomic policy two countries can enter into currency swap deal. It 

works in an emergency situation to tackle Balance of Payment problems (adverse BoP). 

India being a member nation of SAARC,  it set up a Rs 2 billion swap facilities for SAARC 

countries in a bid to bolster regional cooperation in economic and financial sphere. Under this 

arrangement RBI may give a specified amount of its currency to foreign central bank in 

exchange of dollars at spot exchange rate. At another leg of the transaction there is an 

obligation on RBI to take back its currency on a specified future date. 

In perspective of role of Dollars-Rupee in domestic and global financial market, there is 

strain in rupee market which disrupts financial conditions. With rupee consistently hitting 

record low, RBI takes it as one of the best time to consider seriously swap arrangement to 

protect rupee. A task force was constituted to examine the role of currency swap 

arrangements in order to suggest a mechanism to address the depreciating rupee issue. 

This arrangement is aimed at addressing possible short term liquidity mismatch, lifting 

sentiments and shedding any fear that India has insufficient cushion to finance its CAD. The 

attempt is to show that we have not reached the situation of 1991 crises. In line with this  

• India has enlarged its agreement with Japan to swap rupee with dollar from $15 to 

$50 billion. 

• RBI issues norms to banks for dollar rupee swap window. Under this arrangement 

banks can swap dollars to RBI from FCNR deposits. 

Interpretation 

I view these facilities as a second line of defense for the rupee. Over the years India has 

identified seven nations and made agreements with them regarding currency swaps. In 

context to present economic scenario and pressure on INR, RBI can use this alternative in 

curbing depreciation in rupee. But it should be handled very cautiously as such measures are 

vulnerable to other macroeconomic elements and can worsen the situation. Moreover it is 

uncertain that at what extent RBI will utilize currency swaps and how it will be able to tackle 



short run challenges. Market has reacted positively on early steps taken by new Governor, 

this call for a reason to be optimist that RBI can leverage upon these measures to support the 

rupee and stablise it. 
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� SAARC- South Asian Association for Regional Cooperation 

� CAD- Current Account Deficit 

� FCNR- Foreign Currency Non Resident Bank Account 

 


