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ABTRACT

With the daily average turnover of over US$1,500 billion, the foreign exchange market is
a major potential source of settlement risk and, more significantly, systemic risk. Foreign
exchange settlement risk arises due to time lag between the execution of a foreign exchange
transaction and its confirmed settlement, and consists of both credit and liquidity risks. Foreign
exchange settlement exposure can from time to time be as great as or even exceed the capital of
many commercial banks actively taking part in foreign exchange transactions. This would
potentially cause the institution in great peril in the even of the failure of its counter-party.

This paper describes the use of the new settlement system--CLS (Continuous Linked
Settlement) system-- as part of a solution towards the reduction of foreign exchange settlement
risk. It first looks at the principles underlying the new settlement system and its contribution to
controlling settlement risk and then analyzes the likely solution for emerging countries like
Thailand in the move towards an increasing involvement with the CLS system in the future.

The analysis shows that while participating in the CLS system tends to help improve risk
management in the foreign exchange market in many industrialized countries with relatively large
foreign exchange settlement exposure, the net benefits arising from the actual participation in the
CLS system still remains unclear in the case of emerging countries like Thailand. The analysis
also suggests that the “Third-party solution”, while still remains some weaknesses, seems to be
the most suitable model for Thailand in case there is a pressing need for the country to take part in
the CLS system in the future. The paper also points out a set of “critical factors” that need to be
taken into account when conducting the cost-benefit analysis aiming at discerning an appropriate

“Third-party service provider” in case Thailand plans to join the CLS system in the future.
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Definitions of Types of Risk in FX Transactions
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Chart 2
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Box 2

The CLS Bank’s Settlement Cycle

00.00 Final deadline for unilateral cancellation of a transaction

00.00 Preliminary pay-in schedule is issued to the banks

06.30 Final deadline for bilateral cancellation of a transaction

06.30 Final pay-in schedule is issued to the banks

07.00 Settlement starts

08.00 Final deadline for first pay-in to the CLSB

09.00 Settlement executed

12.00 Pay-ins to be completed

12.10 Pay-outs to be completed

N Norge Bank’s Annual Report on Payments System (2001)
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Chart 7
Types of CLS participants and their roles
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Chart 9
The share of FX transactions in Thailand :
Comparison between Thai banks and branches of foreign banks
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Chart 13

The ratio of FX turnover to GDP in some countries

% of FX daily turnover per GDP (Year 2000)
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