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Konstantin Korishchenko: receiving excess returns should be economically unwise

We continue a series of publications devoted to formulas for overcoming the economic crisis. In this article, written specially for DENGI, the MICEX President and former Deputy Chairman of the Bank of Russia Konstantin Korishchenko argues that in the present situation the main goal is to reform the financial sector, the risks of which have become unacceptable from the standpoint of the interests of the economy. 

Konstantin N. Korishchenko was born in 1958 in the town of Zaporozhye, Ukraine. He graduated from the Faculty of Computational Mathematics and Cybernetics of M. Lomonosov Moscow State University. K. Korishchenko is a doctor of economics. In 1996-2000, he headed the Bank of Russia’s Department for Operations in the Open Market. In 2000-2001, he worked as President of the RTS Stock Exchange. In 2001-2002, K. Korishchenko held the post of Managing Director of Troika Dialog Investment Company. In July 2002, he was elected Deputy Chairman and Member of the Board of Directors of the Bank of Russia. In October 2008, he was appointed President of the MICEX. Since March 2009, K. Korishchenko has combined the post of President of the MICEX with the post of General Director of the MICEX Stock Exchange. 

In today's world, the stability of the economic system is, first of all, the sustainability of the financial system and the national currency. In the conditions of the ideal market, the financial system is in equilibrium, because the financial institutions and investors (depositors) constantly experience two opposite aspirations: to get high returns and, at the same time, to avoid high risks. If the prevailing aspiration to get high returns combines with reduced attention to risks, the stability of the financial system is at risk. In this case, government intervention is needed to fine-tune the system and put it back on the tracks of market economy.  

Today we are witnessing just such a situation. In today’s economic environment, the main way to increase revenues is to increase credit leverage, which obviously increases risks. Moreover, with the development of the OTC derivatives market, the expansion of cross-border transactions and operations in offshore territories, risks begin to move away from regulators’ field of vision. Actually, the whole of today’s crisis is, to a large extent, linked to excessive risks which banks took in previous years, boosting the volumes of loan issue and the scale of transactions in derivative financial instruments. Therefore, today, anti-crisis measures should include the development of new mechanisms to control risks. 

Risk and revenue 

"Acceptable profits wake capital up, ten percent is sufficient, and you can use it everywhere; at 20 percent it becomes animated; 50 percent, positively daredevil; 100 percent, it stamps all human laws beneath its feet; 300 percent, and no crime exists that it will not risk, even at the risk of the gallows." This phrase of Karl Marx bore to death most Russians who attended their secondary school in Soviet times. However, despite the general softening of manners that have taken place over the last one and a half century, Marx’s principle of assessing the level of willingness to take risk is still valid.

The reasons for the accumulation of risks in companies are embedded in the principles of investing. When forming and managing a portfolio, the investor combines assets with different rates of risk and return and assesses the correlation among the dynamics of prices of assets. Thus, he creates a portfolio with an acceptable ratio of risk and return. 

However, under this approach, a portfolio investor does not aim to limit the risks of this or that company. When the majority of investors follow this strategy, risks inevitably begin to accumulate in certain companies-investment objects. In addition, in case of errors in risk prediction and assessment of correlation among assets in times of economic downturn, the investor incurs losses which are significantly larger than expected. That is what we saw when the world's largest banks were incurring unforeseen losses and going out of business due to the collapse of the subprime segment of the mortgage market. 

Another result of the portfolio approach to investing is the lack of responsibility of the investor (who is the owner) for the fate of each particular company and the investor’s reluctance to take part in the strategic planning of its development. At the same time, as a rule, shareholders tie salaries and managers’ bonuses to the dynamics of the company’s financial indicators. As a result, companies assign primary importance to the financial wellbeing of their managers and shareholders, ignoring their social responsibility and disregarding such possible consequences of their actions as the depletion of natural resources or harm inflicted to the environment and citizens’ welfare. 

The state eliminates the negative consequences of increased risks through market regulators. Actually, the measures currently taken in many countries are aimed exactly at minimizing risks. For example, in 2008, the U.S. Treasury drafted a bill to modernize financial regulation (Blueprint for a Modernized Financial Regulatory Structure) which proposes to delineate the regulation of the financial markets by goals. It is intended to create a regulator that will be responsible for the stability of the financial market as a whole and will assess risks in the financial sector. Another regulator, as the developers of the bill see it, will keep its eye on the financial institutions established by the state or receiving substantial government guarantees. One more regulator will protect the rights of consumers of financial products and services. 

In my opinion, the creation of a special agency responsible for risk management will not solve the problem completely. Such appropriate measures as the implementation of financial reporting standard Basel III, the inclusion of brokerage companies into the category of banking institutions, the regulation of hedge funds, the division of investors into qualified and unqualified ones, the establishment of compensatory mechanisms for investors and the introduction of the central counterparty for transactions on stock exchanges are not a silver bullet either.

Additional measures are needed to ensure sustainable effect. It is impossible to limit the risk of an asset without limiting the return on this asset. Therefore, it is necessary to limit not so much risks as revenues which compel investors to take these risks. Receiving excess returns and, therefore, assuming excessive risks should become economically unwise. Here, instruments of fiscal regulation can help. I think today, the idea of limiting excess returns by imposing prohibitive taxes is wise enough. 

For such tax restrictions to be effective, it is also necessary to take measures, at the international level, to regulate offshore territories and trusts (arrangements by which property is controlled by managers (trustees) but is owned by so-called beneficiaries who receive the income). Such arrangements are often used to evade taxes: by establishing a company in a tax-free jurisdiction the founder and the beneficiary can protect their funds against taxation in their country of residence. While there are "tax havens" existing in the form of offshore jurisdictions and legal arrangements designed to hide beneficiaries, new crises are not only inevitable but their scale is likely to increase.

Risk and the infrastructure 

In today's world, a significant part of investments in domestic companies are made by foreign investors, and, of course, this is a significant risk factor. But this does not mean that we should protect our market against capital inflows. Today, Russia needs foreign investments. They will help our country to remain involved in the global market and to meet the challenges of economic development. The Nobel Prize winner John Hicks argued that the industrial revolution in England was not so much the result of technological innovations as a consequence of financial innovations. 

Today, more than ever, the development of the Russian financial market should be our priority task. The national financial infrastructure should be strong, centralized and highly capitalized. In my opinion, today, one of our biggest challenges is the creation of appropriate conditions for the provision of trading, clearing, settlement and depository services of best world standards to participants in the Russian financial market. 

This problem is being discussed by the state and infrastructure organizations (exchanges, depositories and clearing organizations). In particular, measures are being designed to ensure the growth of infrastructure organizations’ capitalization through loans and state guarantees. This will help to build a centralized and effective system of risk management, which will significantly improve the reliability of the Russian financial market and its resistance to crises. 

In today’s context, the structure of capital flows makes it necessary to pay special attention to the regulation of the financial market. A growing proportion of these flows is accounted for by operations that are not related directly to the real sector. That is, the volume of cross-border capital flows significantly (several times) exceeds the foreign trade turnover. Even if for a certain period, the capital account balance is small compared to the current account balance, the seemingly small final capital movement may hide large-scale flows of funds that have taken place at different times. For example, the total capital inflow for the year does not exclude its disastrous, in terms of its impact on the economy, outflow for a single quarter. Therefore, by supporting the financial sector through monetary measures we can obtain good results for the economy as a whole. 

But the problem is that measures of the monetary policy may have the opposite effect for the current account balance and the capital account. For example, measures taken to promote the development of the mining industry are not always favorable for the financial sector. The saturation of the economy with money, which is happening now in many countries, also has a negative impact on the financial sector, because as a result, money depreciates relative to the real sector. Therefore, support for the financial sector is now of particular importance. 

The measure which will enable to control the impact of the monetary policy on the financial system can be the organizational consolidation of organizations regulating the financial system with organizations responsible for money issue and the use of the instruments of the monetary policy. 

In my opinion, attempts to create a single regulator of financial markets have so far been unsuccessful not because it is not needed (the U.S. experience has shown that scattered regulation is worse than unified regulation), but because the single regulator was separated from the Central Bank. An attempt to build a model in which money issue and supervision of the financial market are separated has failed because these two functions do not work in isolation. Once you have identified the weakness in the main indicator of the reliability of the banking system, the level of capital adequacy, you then have to immediately replenish the capital. But the budgetary source of funds means partial nationalization of the company. Besides, it is not always acceptable in terms of speed. The main difference between the budget and the Central Bank is the fact that the budget does not create money but only redistributes them. In recent years, we have seen the effect of canned money, sovereign funds. But they are still limited in volume and still turn into domestic money due to the CB’s right to issue money.

Currency risks 

One of important tasks that have to be performed to ensure economic stability is the regulation of the rates of national currencies. This task has become more complicated due to increased cross-border capital flows, which result in higher currency risks and increase fluctuations of the rates of national currencies. The country whose currency rate has changed significantly suffers as do its trading partners. Growth of the volatility of the currency market complicates the process of forming long-term investment strategies. 

As countries located in the same region usually have well-developed trade and financial relations, a way out of this situation might be the formation of regional currency blocs. Today, we can see that the model of the world that emerged as a result of the Second World War and was based on the Bretton Woods system of monetary management has virtually failed. Within this system, fixed exchange rates of national currencies against the US dollar were set, while the US dollar was linked to gold. Following the abolition of the "pegged rate" currency regime in 1973, the US dollar remained the main means of international payments, currency interventions and reserve assets. Today, when countries are loosing their confidence in the US dollar, the world is likely to begin to switch over to a multi-currency system in which the number of poles (blocs) will be less than the number of countries. 

Within such a bloc, countries will be better protected against adverse effects that changes in exchange rates make on trade and capital flows. However, the effects of the fluctuations of a bloc currency are likely to be more significant due to the increased scale of the economy represented by this currency. Thus, the possibility of crises caused by sharp fluctuations in key currencies remains. 

In the long term, a possible way out of this situation may be the adoption of a single global currency. Today, the problem can be solved by limiting the fluctuations of exchange rates. But such measures as isolating a block from the outside world, or protectionism, are unacceptable for most countries for purely political reasons. 

Today, it is important for Russia to create a ruble bloc in the territory of the CIS countries. This will improve the immunity of the CIS economies from external market influences and increase the attractiveness of ruble-denominated assets and the Russian market. 

To sum up, let us mention the main steps that must now be taken to limit risks in the economy. First, we should limit investment risks by raising taxes on excess returns. Second, it is necessary to develop the Russian financial market, because a reliable and highly capitalized financial infrastructure will ensure the reduction of risks in the Russian economy. And third, we must create a regional ruble bloc in the territory of the CIS countries. Risk management at the level of individual companies and investors on the national and international scale will reduce the likelihood of crises and help to develop the economy based on market principles.

