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It’s always safe to predict a crisis

Interview with the MICEX President K. Korischenko 

This is the full text of the interview that President of the Moscow Interbank Currency Exchange Konstantin Korischenko gave to Business FM Radio Station. 

- Today, one can hear much talk about the end of the most acute phase of the crisis. However, on Monday, all investment companies declared unanimously that a long-term stagnation expects the Russian stock market. So, have we passed the lowest point or not?
- The stock market is increasingly becoming a factor of mass psychology and to a lesser degree a technical phenomenon. If the majority starts to say that all is well, all is really going to be well, regardless of how this is consistent with fundamental indicators. 

- And how is it consistent with objective indicators? 

- This argument can lead us to an attempt to find out what the cause of the crisis was, where it has its roots and whether these roots have been pulled out. If we focus on today’s developments we will see that in America, in Europe, in Japan, in China and in our country, too, central banks and governments have carried out massive injection of money through the budget in order to support lending activity, consumption and, indirectly, manufacturing. 

- What effect will this massive injection of money have in the long term? We are talking mainly about the USA because it is there that the most massive injection of money took place. 

- You can compare this with taking a medicine. You can take medicines that affect the organism and cure it. After the 50th tablet you feel relief and you begin to get better. But you can take painkillers instead. They kill pain and you feel better, too. 

In terms of physical sensations, this is, perhaps, the same. But in terms of real effect on the organism, these are two different things. The main subject of the debate that is being conducted at all levels, from analysts and to politicians, is whether the measures taken have led to an improvement or whether this is only the effect of anesthesia and the “patients” have simply stopped feeling the pain caused by the crisis and have begun to rejoice. 

- When are we going to realize whether this is a pain killer or whether this is a real treatment that has cured the disease? 

- Unfortunately, the economy is very sluggish mechanism. Its financial part, however, is an active and mobile element. Therefore, it is in the financial market that we always see the biggest changes. We see them in exchange rates, in indices and in interest rates. And the real economy, connected with the manufacturing of certain goods, the production of raw materials and employment in the non-financial sector, changes quite slowly. 

The inertia that I am talking about is quite serious. So far, we have seen the effect in the financial market. And it will take us six months, or a year, or a year and a half, when sufficiently long processes connected with production cycles stabilize, to see what goes on or will go on in the real economy.

- One can also hear that this autumn we should expect the second wave of the crisis. What opinion do you share? 

- Neither. This is a debate about whether the glass is half full or half empty. A new crisis is also a matter of taste. It is clear that regular crises are an inherent part of the market economy. Through crises the market balances itself. It is always safe to predict crises because sooner or later a crisis will happen. And it is not very productive to call it a new crisis. 

It is not without reason that some talk about the crisis in connection with the end of the year. Economies operate in cycles that are tied to the calendar year and to the growth or fall of demand for a particular commodity. The same applies to financing received from the state and to the notion of the fiscal year. In the USA, companies complete their production cycle on October 1. Before October 1 and after October 1 are two different periods that differ from each other. 

Also, there is certain unevenness in the lending of Russian companies. There are peaks in payments that they have to make. There are many other factors that are tied to calendar dates, but I do not think that the recovery of the economy has entered its stable phase, although the financial markets have recovered. 

- Do you think that the economic recovery may take years? 

- Construction, well-drilling and road laying, for example, are relatively long production cycles. And if at some point they begin to experience shortages of funding, and the process slows down, then, later, its recovery will take the same amount of time as it took to stop and slow down the process. 

- The state of the American economy is usually judged by the state of the US stock market. Is it possible to judge the state of the Russian economy by the Russian stock markets, in particular, the MICEX? 

- In any case, stock market indices are a reflection of objective processes. But, given the portfolio approach to investing, one should not underestimate the fact that main money invested in the economy is the money accumulated in large funds. And these funds have a certain investment declaration. If the declaration says that, let's say, five per cent must be invested in Russia, and of this five per cent share four per cent must be invested in industries connected with the production of oil, then, regardless of the state of these companies, this money has to be invested, because otherwise the top manager who is responsible for the implementation of this declaration will be punished. 

The index reflects the state of those funds and those banks that were in crisis, that were involved in their internal affairs, sorted out those internal affairs, they wrote off something, they revalued something, and now they are ready to resume their investment activities. That is, the behavior of the index reflects to a large extent the sentiment of that part of the market that is engaged in buying securities. 

- You mean our investors or global investors? 

- We should not confuse the two processes. On the one hand, the Russian investor is now dominating in the total volume of trading on the MICEX, Russia's stock market. But, on the other hand, domestic investors are not the largest holders of securities. They are active participants in the market, they buy and sell a lot, but still major purchases of securities are made by foreign investors. And then you can go into details: whether these foreign investors are real foreign investors or whether these are foreign investors who represent Russian investors accumulating their funds in the West.

- What would you recommend to Russian unqualified investors? We define them as people who trade within a week, who do not follow the market daily. Should they enter the market or should they not? Since the end of last year people have been scared. And now it seems that indices are growing steadily. 

- If my memory is not at fault, we have registered about 700 thousand accounts of participants in trading, mostly individuals. About one tenth of them trade actively, that is, they make several transactions a week. And in a sense, they are the biggest risk-takers, because they decide whether to enter or exist the market, whether to sell for three days, within a week, from day to day. More conservative market participants are those who buy securities and hold them for six months or a year, these are long-term investors. 

Giving advice is a thankless task, let alone giving advice to a group of participants that is very heterogeneous in terms of education, knowledge, interests or goals. 

Therefore, my main recommendation may sound trivial: a person should try to match his investment activities with his real possibilities; he should evaluate all the risks that this activity entails. Because there is nothing easier than to turn on your TV or radio or open a newspaper or use the internet and find, say, the exchange rate of the dollar to the euro. Today it is not difficult to exchange rubles for dollars and even buy dollars for euros. But I doubt that there is any kind of analyst, trader or investor who would be able to reliably predict the dynamics of this exchange rate, especially in the short term. 

- Let's take an example. I have 300 thousand rubles and I do not want to keep it on a bank deposit. Should I make portfolio investments or should I invest in such blue chips as Gazprom, Sberbank or LUKoil? 

- This is a question that requires answers to a dozen of other questions. Is the money you want to invest your last money? Is it free money (meaning you don’t intend to spend it within a certain period of time)? What is your investment horizon: a week, a month, a year, five years, ten years or 50 years? Finally, it is important to know what you want to get as a result. 

If a person says “I want to get as much as possible”, then I can immediately say that this person should not invest at all. There is nothing worse than this approach. This is a contraindication to investing. A person should determine a more or less acceptable level of profitability. If he wants to get five, ten, fifteen, twenty percent, then he should turn to deposits and bonds. If he wants to receive 30-50 percent, then he may invest in shares or futures with limited volatility. If he wants to receive, let's say, one hundred percent of income, then he has to deal with very risky instruments, like various types of derivatives, and he also has to use leverage because it is practically impossible to receive this kind of profitability dealing with ordinary instruments. 

We must also understand that increase in potential income involves roughly the same increase in risk. Risk can be measured in different ways. Roughly speaking, this is the amount of money you can lose if you use this strategy. And if someone wants to receive, say, 100 percent, he should understand that in theory he can lose 100 percent. And the probability of each of these outcomes is similar, especially in the case of high profits. That is, the probability of receiving ten percent is almost one hundred percent, but the higher your yield is, the higher is your risk of receiving a negative income, i.e. incurring losses.

If a person is unable to more or less accurately quantify his expectations, he should not invest, because investing is never based on intuition or inspiration or some sort of sixth sense. This is pure arithmetic, analysis and so on. Well, not even arithmetic, rather it is algebra and other mathematical sciences. So, stories about some grandma who was sitting and watching TV and then started to choose companies and invest in these companies and earned a lot of money, these stories are mere Christmas fairy tales. In fact, investing is rather tedious and technically complicated mathematical work. If a person feels does not have these skills, he should stay away from it, as it’s not a casino. 

- How do you assess the situation in the foreign exchange market? 

- I think the trend towards the stabilization of the ruble will continue. The rate of the ruble is largely related to the dynamics of the balance of payments. The dynamics of the balance of payments is quite rather positive, i.e. the current account is growing and the capital account is also in a pretty good shape. The difference between the current situation and the situation we had 3 or 4 years ago, when everyone’s unanimous opinion was that the ruble would strengthen, lies in the fact that today the state of the budget is different from what it was two or three years ago, and we have planned sufficiently large expenses. Hence all these talks about higher interest rates and other things. 

Without going into a detailed macroeconomic analysis, I think that the strong and, apparently, long-term dependence of our economy on the export of raw materials, which the whole world needs, is the number one factor. Another factor: in my opinion, raw materials are going to rise in the price (and I'm not talking about the ruble). And it is not so much the value of oil, gas or metals as is the weakness of the dollar, the euro and other world currencies caused by the policy being pursued. Objectively, everything contributes to the growth of the ruble against the dollar or the euro. Then there is a question of tactics and specific situations: the Federal Reserve’s policy, the European Central Bank's policy, what proportion of money they have created they are going to take back, what the lending policy of international banks will be, how actively the Russian banking system will lend money, how much money the budget will be spending on these or those events, etc. Put simply, I see no other trend but the strengthening of the ruble. First of all, in real terms, due to a sufficiently high level of inflation that remains. 

- What steps does the MICEX intend to take to increase its capitalization? 

- We are undertaking a number of projects aimed at developing the MICEX’s business. This is our routine work and here no special measures are needed because the crisis did not affect the MICEX that much. Our results for 2008 were quite good, and what we have achieved in 2009 is even better than the results for 2007 and in some ways even better than what had been planned for 2008 before the crisis. 

- Thanks to what? 

- Our business is well-diversified. Today the MICEX operates a currency market, a market for government and corporate bonds, a share market, a market for financial and commodity derivatives and a sufficiently large money market, primarily in the form of repos and lombard-type lending. During a crisis or changing economic conditions, there is demand for different instruments. For example, during the period of devaluation, the volume of trading in our currency market trebled. With the end of that period, the volume of trading in currency returned to its normal level and trading volumes in the stock market began to grow. When the situation in the banking system stabilized a little, the issuance of bonds began to boom, and so on. 

Therefore, thanks to diversification, our overall financial performance is quite good, and our goal is to maintain and, if possible, to improve it. Speaking about capitalization not as a goal that every company has but as a parameter that characterizes a company's market value, well, it is still too early to talk about it, because we are a closed-type joint-stock company. In this sense, the market value of our company is not yet determined, as the market has not appraised it yet.

- Is there any intention or plans to turn from a closed joint-stock company into a public company? 

- We are working on it, even more actively than before. In May this year we adopted a new strategy of development of the MICEX Group. One of its goals is improving the Group’s corporate structure to attract capital. One of the options provides for an IPO. An IPO is not an end in itself, is a means. To attract financial resources, each company uses whatever mechanisms available. The offering of stock is just regarded as one of the most effective means in terms of costs or the burden on the company’s budget. In the third and fourth quarters we are going to take a number of measures aimed at reforming the internal structure of the Group. 

It is probably in the second half of next year that we will start discussing our IPO and going public. 

- If you decide to go public, then where are you going to make your IPO, what floor are going to choose? 

- I don’t think there are any options. As I understand, according to the results of preliminary consultations, there is sufficiently large demand for our shares on the part of existing shareholders and on the part of companies who wish to become our shareholders. Therefore, we could easily sell our shares, as they say, here and now. But if we talk about a public offering (with the involvement of small investors or foreign investors), this is a more complicated procedure, but I just don’t see any reasons why we should do it somewhere else instead of the MICEX itself. 

- When was the latest IPO made on your Exchange? 

- That was certainly before the crisis, because the crisis virtually stopped the process. An IPO, besides helping a company to raise capital, should provide a strong incentive for investors to buy shares in the initial public offering in the expectation that these shares will begin to grow rapidly and, accordingly, bring them profits. 

- When, do you think, public offerings can be resumed on the MICEX? 

- We are planning small offerings this year. In our Sector for Innovations and Investments we expect a number of relatively small companies to make their offerings in the third or fourth quarters of this year. Speaking about more serious offerings, I think they may take place after a certain recovery of the process. As a rule, an IPO goes through a number of stages, that is, a company first creates its credit history in the form of loans. Then it proceeds from loans to the issuance of debt instruments. Then it proceeds from debt instruments to some special forms of financing that are usually made in the course of an IPO. And only then the company is ready to make its IPO. That is, you cannot just wake up on Monday and say “Hey, why don’t I make an IPO?” It does not happen like that. Therefore, I think, if we are talking about serious and meaningful IPO’s, it requires quite a long period of time to restore this mechanism. And small venture companies can do it fairly quickly. 

- How promising is the innovations market? Currently, Russia’s regions are in the process of signing an agreement on the development of innovation technologies. How do you assess this agreement? A huge state-owned corporation RUSNANO has been established ... 

- We expect this process to bear fruit, as it happened in many other countries. 

- In India, for example. 

- There are examples in India and in Poland. The USA has well-developed mechanisms for financing innovation projects. Here in Russia, unfortunately, we do not have such mechanisms, because in Soviet times funding was provided by the State, and in the post-Soviet era only a handful of market participants invested in innovations, venture projects, and there were special funds mainly based on Western capital. Now, thank God, enough attention is given to the development of this type of business, because there is understanding that it promotes the development of small and medium-sized businesses. That is, it would perhaps be quite strange to imagine some big company that would be called “innovation company”. Rather, this is an idea, a certain technology or a process that makes a breakthrough in some area, and this idea or technology has to be financed. I think that if we do not make any mistakes on this path, we will be able to use the potential accumulated in Russia or the Soviet Union. It is still there. 

- Is it? So many people have left the country, so many research institutes have been closed down! 

- I mean, despite the fact that a large number of people have left Russia still has considerable intellectual resources. The goal is to enable the people who invent, develop or create something to gain access to reasonable financing. It is clear that for them, debt financing is practically out of the question, because it is expensive and involves some kind of fixed payments. On the other hand, venture financing in the form of investments in the capital is quite appropriate for this purpose, because in fact it is a kind of distribution of profits and risks between the inventor and the co-investor.

- Do you think some day Russia will no longer be called “supplier of raw materials” or “donor of raw materials” and so on, and will be called “a country of high technologies”? 

- I would not put it like that. The statistics of industrial production in the United States and China measured in monetary terms show that if the situation continues to develop the way it is developing, then soon enough China will be producing more goods (not services, material products) than the USA in terms of money. One of the reasons is that the Americans have orientated their economy around services or finances or some sort of “virtual” component. On the one hand, it gave them flexibility, but on the other hand it put them to very serious risks. And today's crisis raises the question of what, after all, determines our future? Oil and gas reserves, gold, other raw materials? 

- Soon, we’ll be running low on them... 

- I'm not saying that we should not do anything, just sit under a banana tree and wait for the banana to fall on our head. I'm talking about something else: there are, after all, things of the real world, and their presence in a particular country is not in itself a disadvantage, rather, it is an advantage. Another question is how these resources are used. In this sense, the fact that we are a country rich in raw materials does us more good than bad. The real problem is the fact that we have a large intellectual potential that is cut off from funding and can not create new businesses, new sectors or new projects. Therefore, the goal is not to close down all oil derricks, cut all pipe lines and send people to research institutes to invent something. The goal is to enable the intellectual sector of the economy to develop simultaneously. 
