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ICSD 
DIRECTIVE 1997/9/EC ON INVESTOR-COMPENSATION SCHEMES 

ICS
INVESTOR-COMPENSATION SCHEME of a member state
MTFs
multilateral trading facilities
DGSD
Deposit guarantee system directive

The EK is on the way to make quick changes in the ICSD in line of the recent changes in the DGSD for political reasons. These prevailing political motifs tend to ignore the basic obligation of the member states, i.e. to guarantee, that the ICS is able to materially fulfill its obligation. Even before the current global crisis, many of the ICSs suffered from lack of funds, impossibility to obtain credit on commercial basis, unclear rules for getting a state support, impossibility to get reliable data from the receiver of the bankrupt member institution, thus delays in providing the compensation to customers, mass expensive lawsuits of the clients against the ISC etc. The harmonization 
These corrections should be applied in the moment when becomes clear, that the general refusal of the ICSs towards the harmonization 

Following the structure of the April 2009 questionaire of the EK:

General comment of the GFOCP: 
GFOCP welcomes the possibility to comment on the EC´s call for evidence on the ICSD and considers appropriate the review of the functioning of ICSD. Nevertheless, the actual financial crisis should not lead itself to changes in the scope, funding and coverage level if there is no evident necessity. On the contrary, most of the proposals mentioned in the CALL FOR EVIDENCE may increase the risk of the ICS business in the situation where the current ICS is already overburdened by obligations to investors. Adding more burden may end in a collapse of the system (mainly in countries with less developed financial market). Therefore we do not support the idea of speed and forced up-dating of the ICSD along the banking sector, on account of the ICS. We recommend a less risky way of slower development of the regulation based on the own experience of the ISC industry. 
MTFs
1) Should the operation of multilateral trading facilities be excluded from the scope of the ICSD?
NO. Widening of the scope of regulation within the MiFID does not necessary mean the widening of the cover by the ICS. New kinds of events and failures should not be covered by the ICSD. 
MTF is a specific facility to which small retail clients do not have (in practice) access because of the criteria to be fulfilled according to MiFID (section 42). And ICSD should cover retail client's assets.
2) Would it be appropriate to include in the scope of the ICSD all investment firms seeking 

authorisation to the provision of investment services, although their authorization would not 

allow holding clients' assets? 
It could be appropriate and the issue could be discussed., Firms not holding client's assets could be covered by the ICS on condition that the basic rule for compensation remains intact: The ICS compensates only the securities/values which the firm is unable to return to clients. This detail has been already incorporated into a Czech national law, firms not holding client's assets are paying yearly fees to the ICS. As there is relatively low level of risk of loss, we do not see this issue as important enough reason to change the ICSD.
3) Would it be appropriate to include in the scope of the ICSD all investment firms seeking 

authorisation to the provision of investment services, although they provide their services only to 

non-retail clients?
It could be appropriate and the issue could be discussed., Investment services to non-retail clients could be covered by the ICS on condition that the basic rule for compensation remains intact. Professional clients are less in need of protection schemes than are retail clients. We do not see this issue as important enough reason to change the ICSD.

4a) Should investors be able to claim compensation in the case of default of the third party where their assets had been deposited? 
NO, failure of third parties has not necessarily to be covered by the ICS. This detail has been already incorporated into a Czech national law, but not tested on the courts yet. 

4b) Should investors (such as UCITS or a UCITS unit holder) be able to claim compensation for loss of assets under the ISCD in those cases where the UCITS depositary or the institution which has been mandated to safe keep the assets, fail to perform its duty?

NO. As far as UCITS are concerned, the only material result of adding them to the member list of the ICS would be collecting little more annual fees, so we do not see this issue as an important enough reason to change the ICSD. 
5) Violation of conduct of business rules. The question is whether the ICSD should cover such losses; in the case the investment firm is unable to compensate the investor because of default or insolvency events.
NO, the ICS should not cover the losses cause by the violation of conduct of business rules. The concept of business conduct rules is relatively new to local lawyers, the definition of the rules are too vague and not yet contested in courts. Having in mind that the Czech courts read most of the rules extensively in favor of the investors, the result of adopting such a rule would bring a wave of new applications for compensation, lot of lawsuits and additional financial burden to the ICS. Adding more burden may end in a collapse of the system.

6) Do you agree with the idea that the amount covered by the ICSD should be adapted following the updating of the DGSD?
NO. There are very important legal differences between deposit protection and investor protection and there is no necessity for unification of the compensation levels because of several reasons:

i) From a subjective view, an average and typical client of a firm is able, after a short explanation to recognize the fact, that the firm is not the same as a commercial bank, i.e. the risks differ. The necessary ban to use similar terminology is a subject of other rules than the ICSD.
ii) Objective view: 
· Because of the strictly regulated separation between the accounting of the firm itself and the values held for the investors, 90% of the compensation cases could be caused by a criminal act only. On the side of the banks, there no accounting segregation exists, just one balance sheet. 

· The client values in hands of securities firms are much more volatile by nature of the business compared to the banks deposits.
· Stipulation obligation of the ICS regardless on the available funds can help neither to the ISC nor to the investors.  

Because of these two major reasons, the structure of risk with the banks is different from the securities firms. It does not automatically mean, that the quantity of the risks with the securities firms is the same or higher, so there is no reason to have the same compensation level.
iii) Economic and political factor: The banks are in average much bigger institutions and enjoy much stronger support from the governments. Because the increased level of the compensation level guaranteed by the DGS cannot be carried without an explicit support by the governments, the same is true with the world of the ICS, much weaker both economically and politically. This means, that increasing the value of compensation to the new level valid for DGS would create a major risk for the state budgets. 

iv) Fair competition of similar financial products: Even today’s level of compensation means an unfair competition of some securities products (portfolio management) against similar investment, (investment) funds, pension funds and life insurance policies. If the level of compensation gets up, the disparity (unfairness) would increase. 

v) Marketing/social factors for comparison of the products are namely: The time-framework (long term-short term), the social structure of the clients and the percentage of the population using it. Investment in securities (in most of the EU member states apart from the Great Britain) is nothing like a popular long-term saving of the majority of the population alike the bank deposit. 
vi) Having adopted new rules to the DGSD has shown that political priorities prevailed and the obvious long-term moral hazard of the depositors has lost. As mentioned before, the investors in the ICS system are more active and higher financially educated and more wealthy people than average bank clients. Therefore, investors do not need such a costly protection against all the risks of their investments. But, if the rules similar to the DGSD are once adopted, this upper class of clientele may become as spoiled and risk-unaware as the rest of the population. This may have a long term negative impact on the spirit of the EU economy.
vii) We would recommend doing just the opposite: For the sustainability of the ICS would be very useful to analyse thoroughly the Hungarian model enabling to increase the level of compensation in steps according to the level of available funds. So the outflow of funds follows the inflow, not vice-versa, as it was in our case. The Hungarian model would have a number of positive effects, namely:
 - preventing the financial collapse of the ICS, 

 - minimizing the delays in compensation payments because of the deficit of funds, 

 - making transparent the real capacity/obligation of the ICS, 

 - preventing the moral hazard of the investors.
7) The ICSD does not harmonize the funding systems of the schemes. Should the ICSD provide for some general principles concerning the funding of the schemes? 
NO, the ICSD should not stipulate more detailed principles. The current „minimum harmonization approach“ is fully appropriate still because of the following reasons:

i) It is the responsibility of the member states to implement the ICSD and make it effective, so the choice of means should remain in full discretion of the member state too.

ii) The financing of the ICS is so different in individual states, that any harmonization may cause big legislative and financial problems.

If the general will of the member states to express more principles prevail, we would recommend 
· Stipulating the responsibility of the member state to make the system functional in a more implicit and detailed way, as the current formulation may cause misunderstanding and delay in the action of the state. 
· Ex-post principle has not proved to be effective and appropriate to the increased level of the market turbulences, as it cannot guarantee timely financing.
· Ex-post principle increases the costs of the firms thus creates an unfair competition to countries with ex-ante financing
· Any funding system should follow proper economic and risk calculations, based on insurance-actuary models and stress-tests.
· Testing the feasibility all the ex-post systems, as they seem to be only an imaginative virtual construction, or they rely on an immediate help of the member state, which is also an unrealistic assumption due to complex state mechanism of decision-making. But, this test would go unnecessarily deep into the responsibility of the member state.
Therefore, we do not see this issue to be  the  reason for the change of the ICSD. Any amendment to harmonize principles of funding should only be discussed where an assessment has proven that benefits in every country (or in the majority of countries) would cover costs incurred.
8a) Does the legislation of the Member State you know the best provide mechanisms aimed at 

limiting compensation schemes' obligations over time? If yes, how many clients saw their 

compensation unpaid as a result of such mechanisms? 
NO, we do not recommend limiting ICS' obligations over time in member countries, where the statute of limitations for ICS' obligations is longer- i.e. more favorable for investors than general statute of limitations. Czech law stipulates a statute of limitations of 5 years from the term of payments of the compensation, longer than general statute of limitations for other obligations of 3 years.
The percentage of clients, who saw their compensation unpaid as a result of such mechanism, is negligible in our country, due to the especially long statute of 5-year limitation. Most of these clients are people who have not applied for compensation at all, so there is no reason to care about increasing their comfort. 
If the general will of the member states to express more detailed principles prevail, we wouldn’t recommend stipulating the minimum statute of limitation for ICS' obligations longer than 2 years because of the fact, that the investors in general are people of above-average financial and administrative skills.
(8b)  The restrictions on the carryover of unpaid reimbursement debts. Should this kind of mechanisms be prohibited? 
NO, the carryover of unpaid reimbursement debts does not need to be restricted, as the carryover may help the clients to bridge a delay in payment of the compensation due to financial or legal reasons on the side of the ICS. This was an experience of the GFOCP. In countries with an effective debt-market, the loss of the client is fully balanced by interest on late payment due by the ICS towards the original investor.
9a) Should the process of recognizing the eligibility of the claim be regulated for the purposes of the ICSD? 

NO, the ICSD should regulate neither the eligibility of the claim nor the amount of the claim. The Czech experience showed a major conflict caused by the Czech law stipulating: 
· maximum ten-month term for payment of the compensation from the moment of the published inability of the firm to fulfill its obligation, contrary to
· an inability of both the ICS and the state to provide a comprehensive, reliable data from the receiver of the collapsed firm, and
· lack of available funding for the ICS.
Regardless of the positive aim of the time-limit for compensation payments, it caused almost a collapse of the Czech system due to thousand of costly lawsuits by investors. In case, that the Czech ICS had been be forced to pay on the basis of unreliable data, it would lead into a payment of more than 10M Euro over the legal claims with a burdensome duty to get the over-payment back from the investors.

Based on this experience, the 10-month legal limit has been cancelled in the Czech law and it shows that any time-limit taking no regard to availability of comprehensive data would be harmful to the system.
The logic of the failed firms business looks as follows: 

 - If the accounting of the firm itself and the values held for the investors is kept the strictly separated, the compensation cases could be caused by a criminal act only.
 - If the case is caused by a criminal act, the criminals never carry a reliable accounting which may prove ready for an immediate and accurate payment of compensation. 

Thus, setting a time-limit as such for compensation in the ICSD does not guarantee timely payments, if there is no mechanism to provide reliable data. If the reliable data is available, there would be no necessity to set a time-limit for compensation, because the ICS would pay immediately.
To the payout-delay in general: The payout delay should not be reduced. The Czech experience shows that any shortening of the pay-out time limit is absolutely unrealistic. Insisting on a shorter time-limit would cause

i) major problems to the ICS which the ICS could not solve,
ii) declaring an unrealistic rule causes a moral harm to any legislative authority, this case to the EU. 
9b) Should, at least, a mechanism be introduced providing for provisional partial compensation based on a summary assessment of clients' positions?
NO, the ICSD should not stipulate a mechanism providing for provisional partial compensation, as this may not be an effective measure because of two reasons:
i) Partial compensation does not solve the problem of timely and full compensation, so it would not prevent the investors from suing the ICS, causing additional costs.
ii) Our experience shows, that provisional compensation may not be effective, if it is not followed with the duty to provide reliable data to the ICS and the responsibility of the state (to provide timely financial support). Without the data and funds the ICS may not provide any compensation, even on a minimum provisional level anyway.

iii) An attempt to pay on the basis of “summary assessment of clients’ positions” would mean to prefer the speed and neglect the correctness of the data, which would mean even more costly legal problems with the eligibility of the compensation claim. Our experience shows, that there is no easy and safe percentage of the claims, as in many cases the whole claim is proved to be doubtful, so paying even a small part of the demanded sum (mostly from the state budget money) would mean to act against the law. If the speed is declared as the highest priority, so there must be a rule to legalize the payment over the eligible limit because of the lack of reliable data, otherwise the ICS would be forced to sue many clients for over-payment. There would be or a lot of costly law-suits, or a lot of costly over-payments, no third way. 
As the state budget (because of its legal mechanism) cannot act very quickly in case of major demand by ICS, the only effective emergency financing may be provided by an insurance policy between the ICS and an insurance house. Unfortunately, apart from unfinished negotiation of the Austrian AeW with the Euler-Hermes, we miss any other offer of such insurance policy on the market.
9c) Irrespective of the harmonisation of their funding systems, should compensation schemes 

ensure that they have minimum reserve funds in order to comply rapidly with any immediate needs?
NO, we do not see the minimum reserve funds as necessary and effective measures for two reasons: 
i) The ex-ante financed systems like our one have always some money anyway, but the reserve fund cannot solve the problem of timely and full funding of the compensation in the case of a major event occurs. Creation of a reserve fund does not therefore solve any major problem of the ICS. 
ii) On the opposite, stipulating an obligation to create a reserve fund alone may bring sanctions, but not help to the ICS, although to fulfill the obligation may not be within the real capacity of the ICS.
iii) The ex-post financed systems must have some mechanism for immediate mobilization of 100% necessary funds by definition, so there is no reason to collect money in two steps. Partial compensation from the reserve fund would not stop the investors from suing the ICS for the rest of the compensation, causing additional costs.
iv) Our experience shows, that creating a minimum reserve fund would not help to pay compensation, only to finance lawsuits for non-paying the compensation. Without the data and full funds the ICS may not fulfill its obligation.
10) Do you think special attention should be given to money market funds? 

NO, we do not recommend extending the cover of the ICSD to losses of all kinds of financial instruments, as this potential additional burden cannot be carried by existing ICS.   ICSD should not be mandated to provide for guarantees in systemic financial crisis situations  - there is no reason for compensation from ICS for any investment losses in money market funds or any other financial product caused by the lose of their value. Therefore there are no valid reasons to extend the cover of the ICS, specifically towards the money market funds. 
The plans of the U.S. government to support the money market funds is targeted at the MMF role in financing the government and financial institutions, but the regard towards the interests of the investors into the MMF plays a secondary importance. So we see no reason to copy the US strategy using the ICSD as an instrument and the firm’s money as a source of finance. If necessary, other instruments of the state or EU should be used.
There are much closer products to those covered by compensation systems, widely used by general population, which are not covered by any compensation system: Life insurance policies, pension plans/funds, which are long-term and risk-adverse by definition. 
11) Based on the concrete application of the ICSD do you see further issues other than the ones mentioned in the present document that might be of relevance to this analysis?
NO, we do not see these issues important enough reasons to change the ICSD. But, if the general will of the member states to express more principles prevails, we would recommend to consider the following:
i) The receiver, crisis manager or similar personalities installed by the state (court) in the firm in trouble, must have the qualification approved by the regulator.

ii) The time limits for paying–out the compensation should start from the moment when the ICS gets the data in the quantity and quality according to the law. In case of doubt, the regulator should give a binding decision. In case of problems with the data, the regulator helps the ISD to make pressure on the people who have the data.

iii) The same delay effect should have a lawsuit about a legal issue important for the calculation of the claims for all clients whose claims are dependent on the same issue.

iv) The terminology of any of the firm´s products vis-avis the clients (marketing materials) must not be same as the terminology of the bank products in order to eliminate misunderstanding of the compensation cover with the cover offered by the banks.
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