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Class Learning Objectives 

● Define: Currency swaps 
● Explain who gets currency swap agreements 
● Evaluate the benefits and drawbacks of using bilateral currency 

swap agreements as compared to the Bretton Woods system to 
combat financial crises



In broader perspective 

● Original objectives of the Bretton Woods institutions to provide 
global economic stability 
○ Roles have changed over time 
○ Conflicting evidence about effectiveness 

● Reform efforts to better meet developing country needs 
● Alternatives 

○ Regional development banks
○ Currency swap arrangements 

● How should we provide the global public good of economic 
stability? What should the future of global economic 
infrastructure look like?



Currency swap agreements 

What are bilateral currency swaps? 
● Also known as central bank liquidity swaps 



Currency swap agreements 

What are bilateral currency swaps? 
● Also known as central bank liquidity swaps 
● An agreement where one country’s central bank exchanges its 

domestic currency for foreign currency from another country’s 
central bank 
○ The recipient bank then lends the needed foreign currency to its local banks

○ Repays the claim in a specified period   



Currency swap agreements 

Currency swaps involve two transactions between two central banks 

US Federal Reserve ($) vs. European Central Bank (Euros)

1. The ECB sells a specified amount of Euros in exchange for $s at 
the market exchange rate 
a. $ are deposited at the ECB and then the ECB loans the $ to its domestic banks 

2. The ECB buys back its Euros with $s on a specified date with the 
same interest rate 
a. ECB pays interest to the Fed 
b. No exchange rate risk, rates are agreed upon in the initial contract 
c. The ECB (and not the local banks) are responsible for repayment 



Example swap agreement

● US Fed exchanged $10 billion 
for €6.93 billion with the ECB
○ ECB lent the $10 billion to 

Eurozone banks 
● After 28 days, the ECB 

returned $10 billion in 
exchange for €6.93 billion 
○ Plus 4.65% interest

The process repeats over and 
over, until the foreign government 
no longer needs liquidity 



Purpose 

As stated by the US Fed: The swap lines are designed to improve 
liquidity conditions in dollar funding markets in the United States and 
abroad by providing foreign central banks with the capacity to 
deliver U.S. dollar funding to institutions in their jurisdictions during 
times of market stress.

● Currency swaps as a “lender of last resort” 
● Provide foreign currencies for short-term illiquidity 
● So banks with dollar denominated liabilities can pay back their 

claims without defaulting



US Fed as the lender of last resort 

Between 2007 and 2009, the US 
activated 14 swap agreements 

● At its peak, it had over $600 
billion in swap agreements

Why did the US act as a bilateral 
lender of last resort? What are 
the causes and consequences?



Ben Bernanke defends currency swaps 

Ben Bernanke (chairman of the 
Federal Reserve) testified in front 
of Congress in 2010

https://www.youtube.com/watch?v
=Rk56d6mPNG0

https://www.youtube.com/watch?v=Rk56d6mPNG0
https://www.youtube.com/watch?v=Rk56d6mPNG0


Historical role for the US as ILLR

The role of the US as the international lender of last resort isn’t new! 
→ Part of the initial Federal Reserve Act
● Central bank currency swaps to Europe in the 1960s 

○ To protect the Bretton Woods Exchange Rate system 

● Bilateral bailouts to Latin America in the 1980s/1990s
○ Occurred under the Exchange Stabilization Fund but the goal was the same

● Currency swap agreements with Canada and Mexico under 
NAFTA
○ Canada never used it 

○ Mexico used it last in 1995 





Why would the US prefer the IMF?

The US should prefer to provide assistance through the IMF because: 

● The US holds sway over IMF lending 
● IMF lending gives political cover to politicians 
● IMF lending reduces direct costs and risks to American taxpayers
● IMF imposes conditions 

○ No conditions with US central bank liquidity swaps 

Puzzle: Why does the US provide liquidity outside the IMF? 



Why would the US prefer currency swaps?

The US will prefer to act unilaterally when: 

● The IMF is too slow... 
○ Negotiating quota increases takes time (and political maneuvering) 

● Or too small…
○ IMF resources are finite 
○ Have to be split among potential borrowers 
○ Loans are limited to a % of quotas 

● To protect vital US interests 
○ Changed over time 
○ How will global economic uncertainty affect the US economy? 



Implications 

The theory implies that: 
● The belief among US economic policymakers that a particular 

international crisis poses a serious threat to vital US economic 
interests should increase willingness to extend a swap agreement

● The inability of the IMF to protect those interests on its own 
should increase willingness to extend a swap agreement 



The Global Financial Crisis in 2007
● Early 2000s: banks around the world began increasing their stock 

of foreign currency assets 
○ $10 trillion in 2000 → $34 trillion in 2007

○ Significant portion in USD denominated mortgage backed securities 

● Need $ to acquire foreign assets 
○ Assets (mortgages) were long term 

○ Borrowing of foreign currency was short term 

○ Had to continue “rolling over” short term borrowing 

2007: Subprime mortgage crisis 
(https://www.youtube.com/watch?v=bx_LWm6_6tA&frags=pl%2Cwn)

https://www.youtube.com/watch?v=bx_LWm6_6tA&frags=pl%2Cwn


The Global Financial Crisis in 2007

2007: Subprime mortgage crisis 
● Fear that parties holding CDOs or mortgage debt would go into 

default 
● Scared to lend → led to shortage of dollar-denominated credit 
● No short term financing to roll over dollar-denominated 

commitments 
Global need for US dollars! 



Why not the IMF? 

● The IMF was too slow and too small 
○ Last quota increase was in 1998 

○ Incapable of providing sufficient liquidity 

○ Can’t create dollars 

● It was a matter of importance to vital US interests
○ US banks held low reserves 

○ US bank claims on EU/UK were 2x their total capital 

○ Potential defaults from foreign financial institutions threatened important US 
banks 



December 2007 currency swaps 

● December 2007, US Fed authorized: 
○ $20 billion currency swap with the ECB 

○ $4 billion currency swap with the Swiss National Bank 

● Expanded lines to other advanced economies 
● October 2008: 

○ Changed the swap agreements to unlimited funds for the ECB, Swiss National 
Bank, Bank of England, and Bank of Japan 

○ Created swap lines for Brazil, Mexico, South Korea, and Singapore 







Who didn’t get an agreement? 

Swap lines have to be requested by the foreign country and 
approved by the Fed -- what about the countries that didn’t get 
approved? 

● Chile 
● Dominican Republic 
● Iceland 
● India 
● Indonesia
● Peru 
● Turkey 



How the Fed decides

● Very opaque process
● “The swap line arrangements were generally made with foreign 

central banks of important US trading partners or financial 
centers...based on global funding needs.”
○ Geopolitical considerations? 

○ Domestic considerations? 

The Fed has been tight lipped about how it comes to its decisions



Bailing out the banks 
● The belief among US 

economic policymakers that a 
particular international crisis 
poses a serious threat to vital 
US economic interests should 
increase willingness to extend 
a swap agreement

● Higher US bank exposure 
increases likelihood of 
receiving a swap agreement



South Korea 

GDP over $1 trillion and US banks highly exposed 
● Strong macroeconomic position but credit rating below AAA
● Initially rejected from swap lines 

Political considerations 
● In the middle of negotiating a US-Korea FTA (KORUS) 
● Announcement of a Korean presidency of the G-20 

○ Submitted and approved in the same day 



Vs. India 

GDP over $1 trillion and US banks highly exposed 
● Weaker economic position 
● More capital controls 

Political considerations 
● Vocal opposition to the status quo in multilateral institutions 
● US deemed not ready to lead the international economic order 



Post-crisis currency swaps 
November 2011: The Bank of Canada, 
Bank of England, Bank of Japan, the 
ECB, the Fed, and the Swiss National 
Bank created a network of swap 
lines 

● Participating countries can exchange any 
of the participating currencies 

October 2013: Network agrees to 
keep swaps as a standing 
agreement



Domestic politics of currency swaps 

Risk that a foreign central bank will refuse, or be unable, to honor the 
terms of the agreement. 

● US taxpayers would be on the hook 
● Currency swaps occur without congressional oversight 
● Opaque process  
● Moral hazard and bailing out the banks

Opposition to currency swaps led to the “Federal Reserve 
Transparency Act”



Federal Reserve Transparency Act 

● Introduced by Ron Paul in reaction to the 2007 financial crisis 
○ Passed the House, but failed in the Senate 

○ Reintroduced in the 112th, 113th, and 114th congress

○ All passed the House and failed in the Senate 

● Reintroduced in the 115th Congress by Massie (R-KY) and Paul 
(R-KY)
○ https://www.cnbc.com/video/2017/07/12/yellen-i-am-strongly-opposed-to-auditin

g-the-fed.html

○ Q&A on the “Audit the Fed” Bill 

https://www.cnbc.com/video/2017/07/12/yellen-i-am-strongly-opposed-to-auditing-the-fed.html
https://www.cnbc.com/video/2017/07/12/yellen-i-am-strongly-opposed-to-auditing-the-fed.html
https://www.brookings.edu/opinions/qa-explaining-audit-the-fed-2/


Federal Reserve Transparency Act 

Congressmen are less likely to support the “Audit the Fed” bill when 
they have higher campaign contributions from major banks
● Matches with findings that congressmen are more likely to support IMF quota 

increases when they have higher campaign contributions from major banks



Other currency swap agreements



Chiang Mai Initiative 

Result of the East Asian Financial 
Crisis (1997-8)
● East Asian economies were highly 

connected

● Reliance on IMF alone for crisis 
management was insufficient

● Policy suggestions of IMF required tight 
fiscal policies that were ill-suited to the 
causes of the East Asian Financial crisis

● Better to prevent a crisis than cure one



History of the CMI 

Japan proposed an Asian Monetary Fund in 1997

● Goal was to supplement resources for crisis prevention and 
management

● Contain crisis within the region 

Opposed by the US and the IMF based on increasing moral hazard 
and duplicating existing institutions 

● Instead began liquidity support through the CMI 
● Began a series of bilateral swap agreements between the 

members of ASEAN +3 (+China, South Korea, Japan)  



CMI and the IMF 

Crisis-affected members could activate first 10% →  20% (2005) → 30% 
(2012) of available funds de-linked from the IMF, 

● To activate more funds countries had to have an IMF program 
● Conditionality would minimize the panic
● Explains low use of the CMI

When Asian economies needed foreign exchange in 2008, CMI 
members did not turn to the CMI  

● Korea and Singapore borrowed from the US Federal Reserve
● Indonesia secured finance from the World Bank 



CMI to CMIM

In 2010 the CMI was multilateralized 

● Went from separate bilateral swap agreements into one single 
agreement 

● Added AMRO: ASEAN +3 Macroeconomic Research Office to 
monitor member economies and regional trends 
○ Macroeconomic surveillance

○ Supporting the implementation of CMIM

○ Providing technical assistance to members

In 2012, expanded capital to $240 billion 



CMI to CMIM 

ASEAN countries would 
contribute 20%, while 
the "plus three" 
countries contributed 
80% -- 16% by Korea and 
32% each by Japan and 
China (including Hong 
Kong).



CMI has never been used - WHY?

● Funding is low 
● IMF conditionality 

○ Funds are particularly trivial if you don’t activate the IMF 

● No permanent secretariat 
● Unclear whether AMRO will provide reliable assessments 

○ AMRO meetings and consultations are not public 

● Complex procedures that are difficult to activate 
● Funds are callable rather than at the ready 



Chinese currency agreements 
China has signed or renewed 19 
bilateral swap agreements 
between 2009 and 2013

● Less about crisis prevention 
● More about encouraging 

trade, investment and use of 
the renminbi  

In 2013, China signed a currency 
swap with the ECB and in 2014 
signed a swap with Russia 



Reasons for Chinese BSAs

The belief among Chinese 
economic policymakers that a 
particular region is of vital 
importance to Chinese interests 
should increase willingness to 
extend a swap agreement.
● More trade and investment 

will China should increase the 
likelihood of a BSA.



China and Argentina 

China signed a BSA with Argentina in 2009 for 70 billion renminbi (~ $10 
billion USD)

● Extended in 2014
○ Used in 2015 (Argentina could swap renminbi and then convert to $) 

● Extended again in 2017
In August 2018, the Argentine government is in “advanced 
negotiations” with China to use ~$4 billion of its swap agreement to 
help its current financial problems 



If I had told you this was an option, would it have 
affected your recommendation about Argentina’s 

IMF agreement?



Broader questions

Will swap lines (Chinese swap lines in particular) threaten the role of 
the IMF? 

● China has provided swap lines for countries as a catalyst to IMF 
programs 

Vs. 

● China can buy new friends and allies (ex. Russia) 



In 10 years, the global financial architecture will be 
characterized by… 
In other words if you taught this class in 10 years which new week 
topic do you think you’d add?
A. Increase in the effectiveness of regional organizations that cooperate with 

International Organizations (e.g. IMF, WB)

B. Increased independence of groups of countries (regional or otherwise) attempting to 
solve their own issues (e.g. swaps)

C. Further reformed International Organizations (IMF, WB, etc.) with increased voice for 
developing nations and accountability on the organization for results

D. The existing organizations will whither along, becoming increasingly irrelevant

E. Other



If you’re interested in IPE...

Classes offered by the Political Science Department
● POLI 144: International Political Economy
● POLI 144F: Trade and Finance 
● POLI 136: The Political Economy of Development 



If you’re interested in IPE...

Podcasts 
● Planet Money 

● Freakonomics 
Books 
● Globalization and its Discontents (Stiglitz) 

● Brother, Can you Spare a Billion (McDowell) 

● Laid Low: The Crisis that Overwhelmed Europe and the IMF (Blustein) 

● This Time is Different: Seven Centuries of Financial Folly (Reinhart and 
Rogoff) 



If you’re interested in IPE 

General advice 

● Take economics classes 
● Internship opportunities at IMF, WB, RDBs
● Think tanks focused on IPE issues

○ Brookings 

○ CATO 

○ Congressional Research Service 

○ Council on Foreign Relations 


