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In an increasingly globalized economy, cross-border trade and financial transactions play a vitalrole
in fostering economic ties between nations. Traditionally, most such transactions rely on dominant
global currencies like the US Dollar. However, bilateral currency agreements are emerging as a
strategic solution, allowing two countries to settle trade and investments in theirrespective domestic
currencies. The recent Memorandum of Understanding (MoU) between India and the Maldives is a
significant example of this approach, aiming to enhance economic cooperation while reducing costs
and dependency on third-party currencies.

Understanding Bilateral Currency Agreements

A bilateral currency agreement is a formal framework between two nations that facilitates the use of
their local currencies for trade, investments, and other economic transactions. Instead ofrelying on
international currencies like the Dollar or Euro, these agreements enable businesses to directly
invoice and settle payments in their domestic currencies.

Such arrangements offer multiple advantages:

1. Cost Efficiency: Eliminates currency conversion costs.

2. Reduced Volatility: Lowers exposure to exchange rate fluctuations in global currencies.

3. Financial Independence: Reduces reliance on foreign currencies, promoting stability in
bilateral trade.
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The India-Maldives MoU

On November 23, 2023, the Reserve Bank of India (RBI) and the Maldives Monetary Authority
(MMA) signed an MoU in Mumbai to establish a framework for promoting the use of the Indian

Rupee (INR) and the Maldivian Rufiyaa (MVR) in cross-border transactions. This agreement, signed
by RBI Governor Shaktikanta Das and MMA Governor Ahmed Munawar, is designed to encourage

the use of INR and MVR for:

Current Account Transactions: Payments for goods and services.
Permissible Capital Account Transactions: Investments and financial flows.
Other Economic and Financial Activities: As agreed upon by both nations.

This framework allows exporters and importers from India and the Maldives to invoice and settle
transactions directly in INR and MVR. It also aims to promote trading in the INR-MVR currency
pair in the foreign exchange market, streamlining financial processes for businesses inboth
countries.

Economic Significance of the Agreement

The MoU is a crucial step in bolstering economic ties between India and the Maldives. Its key
economic implications include:

1.

Cost and Time Optimization: By settling transactions directly in INR and
MVR,businesses can save on conversion costs and reduce settlement times.

Trade Enhancement: Encouraging local currency usage can increase trade volumes by
simplifying the financial aspects of cross-border transactions.

Deeper Financial Integration: The agreement lays the groundwork for closer financial
and economic ties, fostering collaboration in trade and investments.

Economic Stability: It mitigates risks associated with fluctuations in global currencies,
providing a stable financial framework for bilateral trade.

Beneficiaries of the Agreement

The primary beneficiaries of this framework include:

Exporters and Importers: They will experience reduced transaction costs and
streamlined processes for trade settlements.

Financial Institutions: Banks and foreign exchange service providers in both countries
can benefit from increased local currency transactions.

Small and Medium Enterprises (SMEs): SMEs, which often face barriers in
accessingaffordable cross-border transaction mechanisms, stand to gain significantly.
Governments: Both nations benefit from stronger economic cooperation and reduced
dependency on global currencies.
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Bilateral Currency Agreements and Currency Internationalization

The India-Maldives MoU aligns with India’s broader goal of increasing the international use ofthe
Indian Rupee. Bilateral currency agreements serve as stepping stones for the internationalization of
a currency by:

1. Building Trust: Regular use of domestic currencies in trade builds trust in their stability
and reliability.

2. Expanding Influence: Wider use of a country’s currency in international trade enhances
its economic influence.

3. Strengthening Reserves: Reducing reliance on foreign currencies allows nations to
strengthen their domestic reserves.

As India continues to pursue such agreements with other nations, it not only boosts traderelations
but also positions the Rupee as a viable alternative for global transactions.

Conclusion

The RBI-MMA MoU represents a forward-looking initiative aimed at fostering closer economic
ties between India and the Maldives. By encouraging the use of local currencies in cross-border
transactions, the agreement reduces dependency on global currencies, optimizes costs, and deepens
financial cooperation. Such agreements hold significant potential for the future, not just in bilateral
trade but also in enhancing the international stature of the participating currencies.

Bilateral currency agreements are more than just trade mechanisms; they are a testament tothe
growing importance of financial autonomy and regional economic integration in a globalized
world.

Main Practice Question

Discuss the significance of bilateral currency agreements in enhancing economic cooperation
between nations. Highlight the economic and strategic implications of the recent RBI-
Maldives Monetary Authority MoU. (250 words)

Answer Guidelines:

1. Introduction (30-40 words): Define bilateral currency agreements and their importance in
reducing dependency on global currencies. Briefly introduce the RBI-Maldives MoU asa
recent example.

2. Economic Significance (100-120 words):

> Explain how bilateral currency agreements lower transaction costs by eliminating
theneed for third-party currencies like the US Dollar.
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> Discuss their role in optimizing settlement times and reducing exchange rate risks.
> Highlight their impact on promoting trade and investments by facilitating
smootherfinancial transactions in local currencies.
3. Strategic Implications (80-100 words):
> Emphasize their role in enhancing regional financial integration and fostering
strongereconomic relations.
> Discuss how such agreements align with broader goals of currency
internationalization,using the Rupee as an example.
> Mention the geopolitical relevance, particularly for neighboring countries, in
fosteringtrust and economic stability.
4. Conclusion (30-40 words): Summarize the transformative potential of bilateral currency
agreements in reshaping global trade dynamics and strengthening bilateral ties, citing the
India-Maldives agreement as a progressive step toward regional economic cooperation.

Bilateral Currency Agreement

RBI & Maldives
Monetary Authority
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Local Currency Trade
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What is a Bilateral Currency Swap?

AN AGREEMENT TO EXCHANGE CURRENCY BETWEEN TWO CENTRAL BANKS

How does it typically work?
1. Country A borrows foreign currency from Country B and simultaneously lends its own currency to Country B

2. Each country pays interest on the swapped currency throughout the tenor of the swap

3. Attheend of the agreement, both countries will exchange the currencies that were initially received at an

agreed exchange rate
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Mind Map

Use of domestic currencies for trade and investments
Definition —<
Avoids reliance on global currencies (USD, Euro)
Saves Costs: No currency conversion fees

Reduces Risk: Lowers exposure to exchange rate

usnisoss fluctuations

Enhances Independence: Promotes financial stability

Signed by RBl and MMA
/— India-Maldives Mol (Nov 23, 2023) —< Use INR and MVR in cross-border trade and investments
Purpose —<

) Promote INR-MVR trading in forex markets
# Bilateral Currency Agreements: Key

Points for Students Saves time and money in trade settlements
Businesses —<
\ Boosts local trade
Benefits Financial Institutions === |ncreases local currency transactions

SMEs === Affordable cross-border transactions

Governments Stronger cooperation

Builds trust in domestic currencies
Currency Internationalization
Strengthens economic influence globally
Broader Implications
Reduces dependency on foreign currencies
Economic Stability
Strengthens reserves
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