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The MICEX President KONSTANTIN KORISHCHENKO believes that the main reason for the current crisis in the stock market is the lack of domestic investors and the absence of a unified regulatory system which would control the adequacy of players’ capital. As far as the collapse of the repo market is concerned, it was caused not by the Exchange but by market participants who had never read the rules of trading. 

BUSINESS GUIDE: What are the main conclusions that can be drawn from the crisis? 

KONSTANTIN KORISHCHENKO: I think it is too early to make any conclusions. The crisis is not over yet. We are now witnessing a serious reorganization of the operational model of the financial markets and, possibly, the economy as a whole. And, as with any complex system transformation, this is a process that will last for a long time. Someone will call it the continuation of the crisis, someone will call it a new phase of development, but this is only a matter of terms. 
One can only say with certainty that since last summer – we can regard this time as the beginning of the crisis – strong disturbances have occurred in the global economy. And one can see that the role of the financial market infrastructure is very important. Because, for example, some of the problems with structural products in international markets would never have happened if market participants had been better informed about asset prices, the pricing model, etc., that is, if there had been a centralized system that would enable to calculate and manage risks. 
BG: What about Russia? 

KK: This is also quite important for the Russian market because, despite the existence of two full-fledged stock exchanges, a large enough part of the Russian stock market still exists in some sort of shade. By this I mean the methods of keeping assets, settlements involving offshore companies, opaque mechanisms of nominal holding, the insufficient technological level of interactions between share markets and ADR markets and large volumes of internal operations inside client pools of large companies. 
BG: How large are the volumes of such opaque transactions? 

KK: According to official statistics, prior to the crisis, the internal organized market accounted for about 70% of the total volume of trading in the stock market. But if we look at companies’ internal statistics of transactions that are never disclosed, I think, trading volumes in this purely client market will turn out to be as large as trading volumes in the organized market. 
BG: What does the opaque pricing mechanism mean? 

KK: The USA has a certain rule, it is quite complicated but, put simply, it is the “best price” rule. In accordance with this rule, the broker must secure for the client the best prices available on the market. Recently, Europe has also implemented this rule. Unfortunately, it is only through rather non-trivial investigations that one can determine whether the broker did follow these rules. But even a statement of this kind is already a big step forward. Today, in Russia, a broker can give the customer just any price, of course, taking into account the awareness and the experience of customer.

However, the investor must have the right to freely sell and buy assets at fair prices. And the whole market infrastructure should guarantee this right. Today, lack of regulation in relations between brokers and clients or depositories and clients is, in my view, the main obstacle to further improvement of the market infrastructure. 
The ongoing debates, statements and the media coverage enable one to conclude that the Russian market has one major problem, the problem of on-exchange trading. But I dare to say that today, in Russia organized stock markets are the most advanced sector in terms of transparency, regulations, speed of operation, etc. And if we want to improve the infrastructure of our market, so that it would help to deal with crises, instead of trying to raise the quality of what is already working sufficiently by another 10%, we should try to pull up the lagging components. 
BG: What do you mean by “pulling up”? Do you have a specific plan? 

KK: For more than a decade we’ve had to deal with the problem of the central depository. We can say what we want about the political component, about the problem of property, and so on, but the absence of a central depository in the country which claims to be a developed economy is nonsense. 
There is another problem that must be addressed. Today, our markets are fragmented. Our stock market is regulated by one law, our foreign exchange market is regulated by another law, and there is still the third law for trading in commodity assets. And, from this standpoint, we do not have a normal law that would regulate trading in the financial markets. 
The third problem is the regulation of clearing. Here, again, we do not have normal, fundamental regulation for this sphere, either. 
BG: Do we need it? There is the practice of exchanges which deal with these issues. 

KK: Practice is a good thing, but there are problems. Here is a simple example. There is much talk about how good it is to have the so-called central counterparty, an entity that takes on itself all the risks of transactions and secures settlements. Under the current law, this entity may have only one of two licenses, either the clearing license or the dealer’s license. However, considering the nature of the central counterparty’s activities, it needs both because conducting clearing operations requires the clearing license and the realization of all kinds of collaterals requires the dealer’s license. And there are many examples like that. There are issues of the best price for the client, the use of clients’ assets, whether cash or securities, the borrowing of securities, and the regulation of transactions in derivative securities in the OTC market, which is virtually non-existent. 
The market infrastructure can be compared to a layer cake. The exchange is on the very top of it. And when some event takes place in the market, everyone, looking at this visible part of the iceberg, reacts in this or that way. And in fact, the main problems occur in the “underwater” part. And the current crisis has shown once again that these problems are long overdue, that they must be addressed. So, when we talk about the need to improve the market infrastructure we mean infrastructure in the broad sense of the word, including the exchange, the depository, the clearing organization, brokers, custodians, registrars, in a word, all organizations involved in servicing investors and issuers. 
Another important issue related to market regulation is overseeing investment companies or, rather, excess credit accumulated within these companies, what is called leverage. That is, when there is a large balance of broker dealer firms their own capital is relatively small.

BG: I would not say this is a purely Russian problem. 

KK: I'm not saying that this is a Russian problem. This is a common problem, but in Russia we have only recently seen a normative document designed to solve this problem, a document establishing a standard for capital adequacy. In my view, professional work in the financial markets begins with mechanisms regulating the adequacy of capital. If this mechanism does not exist, then sooner or later you will have problems in this area. 
BG: As far as I remember, the problem of investment companies’ capital, the introduction of prudential supervision for this market, has been discussed more or less actively for almost ten years. So, what’s the difficulty? Surely, prudential supervision could have been introduced long ago. 
KK: I think the problem is that in certain areas we chose to duplicate some “best practices”. And we set up a rather isolated system for regulating the stock market following the American model, including the securities commission, investment banks, etc. But today the law which was passed in the USA in the 1930s and which regulates the division of banks into investment and non-investment banks has almost seized to exist. It took Americans more than 70 years to realize that the two characteristics of public influence on financial intermediaries – namely, oversight and refinancing - must necessarily be concentrated in one place. And in oversight, the main requirement is the requirement for capital adequacy. 
Besides, in Russia, the development and regulation of the stock market was based on the principle of separate regulation of its parts. Marginal trading emerged, well, let’s regulate it.  Then some issues related to foreign securities emerged, let’s regulate them. Settlements in foreign currencies emerged, let’s regulate them. And so on. 

And there is another important reason, though not as thoroughly discussed. If you look at the structure of activities of major brokerage firms, the main component of their operations is linked with offshore companies. I can’t imagine how the Russian regulator may demand that a foreign entity satisfy its capital adequacy requirements. 
BG: This is not so much a stock market issue than a more general issue. The issue of acceptability of offshore activities ... 

KK: Not really. If, say, an oil trader trades through an offshore company, then for him, as a broker, this may be a way to optimize his business. But he does not use leverage, he does not put his customers at risk. In the financial market, the situation is different. Here, control over participants’ risk is necessary. And I can say that the Central Bank has found mechanisms, which may not be particularly pleasant for players, which forced them to disclose their ownership structure, which forced them to place the necessary capital on the balance of Russian companies so that their capitalization would be visible. I am not saying that this is a silver bullet, that this measure saved the banks from some problems, but at least market participants understand who and how they interact with. 
BG: Let's return to the crisis. One of the most high-profile events of recent times has been the actual announcement of stock market holidays in Russia. Trading was suspended frequently, sometimes for several days. Do you think this is an effective measure to combat the crisis? 

KK: Suspension of trading has one obviously negative component: by closing the markets we do not stop trading, trading goes on, prices are formed but they are formed in a different place and under different rules. 

BG: You mean ADR’s? 

KK: Not necessarily. They are formed at brokers, they are formed in the form of bilateral transactions, they formed in London, Frankfurt, well, anywhere. In this sense, it is negative, because we are depriving ourselves, as a country, of a transparent pricing mechanism. But there are two reasons why the suspension of trading makes sense. The first reason is a purely psychological one. During a panic, when market participants’ behavior is sometimes not quite reasonable, it makes sense to make a break so that people would calm down a bit. The second reason is that in some markets, there are certain sectors that depend on the adequacy of security for transactions. When there is an abrupt change in price terms, the security may turn out to be inadequate. Therefore it is important to make a break so that market participants would be able to make some changes or provide additional security in order to continue trading and keep the risk management system. 

BG: By the way, I think that one of the most high-profile events during the crisis, the collapse of the repo market, was connected with the security issue. Did that event prompt the Exchange to make any conclusions? 
KK: The repo market does not have a mechanism of centralized risk management. There was a different story, the inability of certain participants to fulfill their obligations. In fact, they defaulted. In this sense, the state’s intervention was not only justified but also quite essential, because there was a need to find a way to compensate for these losses of the market.

Everything happened in full accordance with the rules of trading, there was nothing unnatural or wrong with respect to the market. It was just necessary to forcibly close the positions of these market participants, and later the market would continue to work normally. But the problem was that participants who were unable to execute transactions were very large in terms of the volumes of their operations, and it could, as in the case of Lehman Brothers in the U.S., lead to huge problems. In my understanding, for example, it was the refusal of the state to help Lehman Brothers that provoked, to a considerable degree, the aggravation of the crisis, because Lehman Brothers was so strongly involved in a large number of transactions that its collapse caused the domino effect in a number of markets. 
BG: So, you do not think it is the problem of the Exchange? 

KK: It is the problem of the Exchange only in the sense that the organization of the market must be revised so that the content would be consistent with the form. Because many market participants were confident that the repo market was operating in the same way as, say, the foreign exchange market or the government securities market or the stock market, where the execution of transactions was virtually guaranteed. But the repo market is a pure market for bilateral transactions. The Exchange simply organized the trading process. And it happened so that the Exchange’s image, in a way, played a mean trick on some market participants, because they did not go into details and did not read the appropriate documents with due attention. Thus, a number of problems arose simply because people had never read either the rules of trading or the rules of clearing. 

BG: Still, it is not quite clear how the improvement of the market infrastructure can mitigate such negative trend as the flight of capital of about $50 billion a month. 

KK: Let’s take an example. Today, we have an extensive system of registrars which is involved, in varying degrees, in different kinds of corporate conflicts, redistribution of property, etc. In other words, this system creates a certain ambiguity in relation to the confirmation of ownership and presents a potential problem. This big complex of potential problems exists today. And investors, especially international investors, have good cause to say: "In this country, the system of confirmation of ownership is not developed well enough, so let us, first, charge a large commission for such operations, and, second, if something happens, we will simply withdraw our assets, because there everything is so insecure... " 

In other words, we have a number of chronic diseases that are weakening the financial market. So far so good, but as soon as a crisis breaks out it immediately becomes a big problem. But it is clear that the most important factor that would stabilize the market is the structure of the investor base. That is, the problem of the Russian market, its volatility and the synchronism of its behavior with the behavior of Western markets is that today the main transmitters of all those “harmful diseases” to the financial markets are the largest investment funds, the largest hedge funds and the largest international investors. Had Russia had its own internal system, its own investor base, its system of savings in the form of pension, insurance and other savings, then, of course, we would have a much more stable situation. 

BG: And can such a system be organized and created in the conditions of free movement of capital? Still, the West has more money ... 

KK: No, it's an illusion that the West has more money. The West pursues a more liberal monetary policy which enables to use a larger leverage. But credit money is by definition volatile: it comes at a certain time and it leaves at a certain time. The question is, what is the value of what remains?
BG: This is exactly what my question is about: can domestic investors feel comfortable when in the context of strong fluctuation and the movement of external capital, prices are unpredictable? 

KK: This is the question of “chicken and egg” in the sense what is the basis for companies’ evaluation: the opinion of foreign investors or the opinion of domestic investors? The only thing that is clear is: if there is no pool of domestic investors, then, of course, prices are determined by external investors. If a country does have a pool of domestic investors, then, whether foreign investors come or leave, a large enough pool of domestic investors secures certain price levels. The problem is that major private savings, to a large extent, are offshore. 

Today, the market is stabilized by internal savings, but these are government savings. And, by the way, I should say that we had a lot of critics who said: "Why is your investment strategy so conservative?" Today is the moment of truth. In fact, only those who invested conservatively enough, I mean the Central Bank’s gold and currency reserves plus funds belonging to the Finance Ministry, have preserved their assets. In the Government had pursued a different investment policy, today we would have unsecured issue of money, large-scale devaluation and other extremely unpleasant things.

The state has learned to save and accumulate. Individual investors have learned to save, but they don’t do it on domestic accounts. We can only speculate why. Maybe our banking system is not reliable enough, maybe the regulation is inconvenient, maybe it’s the problem of protection of property rights, maybe it’s the taxes, etc. The financial market is a mirror that reflects all of these phenomena. If you do not have some fundamental basis, the market will keep zig-and-zagging. From this standpoint, the infrastructure is the most important prerequisite. If your infrastructure is insecure or is not up-to-date, then, whatever you do, your clients, I mean domestic investors, will flee to where the infrastructure is better.

