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European ETF securities lending
revenue hit €40 million in 2011

LONDON 31.08.2012

A survey has found that approximately €40 million in
net revenue was generated from securities lending in
European physical replication exchange traded funds
(ETFs) last year.

Information and data provider Morningstar’s survey of 10
European providers of physical replication ETFs comes
after the European Securities and Markets Authority
(ESMA) released controversial guidelines on ETFs and
other UCITS issues that affect securities lending in July.

The guidelines were developed following a review of
the current regulatory regime in Europe. ESMA found
it to be “insufficient to address the specific features
and risks associated with” index-tracking UCITS and
UCITS ETFs and the efficient portfolio management
techniques, such as securities lending, repo and re-
verse repo, that they may carry out.

Some commentators have said that under the guidelines
all revenue that is made from securities lending must be
returned to a UCITS fund and its investors.

The ratings agency Moody'’s called the guidelines “credit
negative for asset managers”.

Moody’s said that while the guidelines aim to increase
investor protection and harmonise regulatory require-
ments within the EU, they are credit negative for asset
managers that sponsor ETFs in Europe, such as Black-
Rock and State Street, and will hurt profitability as a re-
sult of higher compliance costs and curtailment of their
profitable securities lending activities.

It said: “Securities lending provides ETF sponsors extra
revenue to compensate for slim ETF management fees.”
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J.P. Morgan sees first HKD triparty repo transaction

J.P. Morgan Worldwide Securities Services has executed Hong Kong’s first
HKD triparty repo transaction between Bank of China and Barclays.
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UBS makes quantitative leap

UBS has launched a new unit that is aimed at attracting and servicing clients
among quantitative hedge funds.
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European ETF securities lending
revenue hit €40 million in 2011

Continued from page 1

The guidelines, which Moody’s does not expect
to be implemented until early next year, could
force ETF sponsors to return securities lending
revenue. It said: “[A]ll securities lending rev-
enues, net of operating costs, must be returned
to the ETF to compensate investors for assum-
ing the associated counterparty risk.”

In a recent statement, the International Secu-
rities Lending Association’s chief executive,
Kevin McNulty, said that the normal method of
compensation for securities lending services is
for an agent to charge a commission.

“In our opinion there is nothing in the guidance
that precludes a securities lending agent, be
that the fund manager, custodian or third party,
from charging a commercial fee for their servic-
es. Such fees would be regarded as part of the
direct and indirect costs which the guidelines
state may be deducted from revenue.”

An ESMA spokesperson confirmed that all net rev-
enue must be returned, but this does not include
the cost of running a securities lending programme.

In a report on the survey, Morningstar analysts
and its authors, Hortense Bioy and Gordon Rose,
said: “Revenue sharing arrangements vary greatly
across providers. At present, securities lending fees
returned to funds range from 45 percent to 70 per-
cent of gross revenues, with the ETF issuer and/or
the lending agent retaining the balance, part or all
of which is used to cover operational costs. Mean-
while, a couple of providers simply say they return
100 percent of the revenues, net of costs.”

The analysts said that there is “no guarantee” that
more money will be returned to fund shareholders,
adding that “they may only change the way they
disclose their arrangements going forward”.

“[They may state] that 100 percent of lending rev-
enue is returned to the ETF, minus the fees paid
to the fund manager and/or the lending agent,
which may effectively be equivalent to the share
of gross revenue they are retaining today. Thus,
any changes to current practices made to comply
with ESMA's new guidelines may be more a mat-
ter of semantics than economics.”

“Ultimately, our hope is that the additional trans-
parency required by the regulator will serve to
drive down the costs associated with securities
lending by allowing competitive pricing pressure
to come to bear. This, in turn, will hopefully lead
to enhanced fund performance.”

J.P. Morgan sees first HKD
triparty repo transaction

Continued from page 1

The bank and the Hong Kong Monetary Au-
thority collaborated on a repo financing col-
lateral management programme to facilitate
repo financing transactions between members
of Hong Kong's Central Moneymarkets Unit
(CMU) and international financial institutions.
The programme launched in June.

It allows CMU members to accept a broad spec-
trum of international securities that are lodged
with J.P. Morgan and other securities deposito-
ries as collateral.

It also gives international financial institutions
that enter into repo financing transactions with
CMU members access to liquidity for offshore
CNY, EUR, HKD and USD in Hong Kong.

J.P Morgan developed a collateral management
platform to support the programme. The trade be-
tween Bank of China and Barclays is the first one
to be executed since the programme’s launch.

The trade “leveraged the cross-currency, cross-
border and global capabilities of the repo financ-
ing programme and J.P. Morgan platforms by
mobilising US Treasuries against HKD liquidity,”
said J.P. Morgan in a statement.

Kirit Bhatia, head of technical sales for Asia (ex-
cluding Japan) at J.P. Morgan Worldwide Securi-
ties Services, said: “This is an exciting milestone
for Hong Kong as it points to the new opportuni-
ties for local and global firms seeking to partici-
pate more deeply in the region’s rapidly develop-
ing capital markets. We look forward to playing a
key role in the market’s ongoing development.”

UBS makes quantitative leap

Continued from page 1

Quant HQ combines the firm’s prime services
and direct execution businesses to provide

NewslInBrief

quantitative traders with access to its global in-
vestment services.

It will reportedly support equities, options and fu-
tures strategies, and will target startups and estab-
lished funds with long/short or hedged strategies,
as well as those that are focused on arbitrage.

The unit will also use UBS’s prime brokerage
services to help funds raise capital from inves-
tors looking for quantitative strategies.

Former Saxis Group COO Scott Stickler will
lead Quant HQ from New York. Dave Mishoe
will head up Quant HQ in the Europe, Middle
East and Africa region, while Steve Hammerton
will do the same for the Asia Pacific region.

“We’ve consistently invested in creating a
fast, innovative, highly scalable platform,” said
Mike Stewart, global head of equities at UBS.
“Making that available in combination with our
global market access, industry-leading capital
position and deep expertise in enterprise for-
mation, the goal of Quant HQ is to deliver a
comprehensive set of solutions to quantitative
trading clients.”

Charlie Susi, global co-head of direct execution
at UBS, said: “Quantitative traders are a highly
sophisticated segment of the global securities
markets, and a major source of market liquid-
ity. They know precisely what they want from
their service providers and have highly special-
ied needs. With Quant HQ, we’'ve organised
ourselves to empower them to implement their
innovative models and help them quickly seize
opportunities for alpha, wherever they trade.”

China ‘ready’ to expand stock
margin trading programme

The Shanghai and Shenzhen stock exchanges
are set to expand their pilot securities margin
trading programme on a trial basis, permitting
brokerages to borrow money and stocks to re-
lend to their clients.

China’s first ever securities margin trading pro-
gramme, which was launched by the exchanges
in 2010, permitted brokerages and investors to
use their own stocks as collateral to borrow
money to conduct margin trading.
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Brokerages are now reportedly permitted to bor-
row money and stocks from banks, funds and
insurers, and re-lend the money and stocks to
their clients to conduct margin trading.

Chinese state media said that 11 brokerages
from the existing programme have been select-
ed to conduct the re-lending business.

Brokerages will begin with borrowing money for
the re-lending business and expand it to bor-
rowing stocks when they become more experi-
enced in the activity, according to reports.

The China Securities Regulatory Commission
is expected to give the green light to the pro-
gramme soon.

Moody’s: OTC regulations could
lead to riskier investments

Funds could invest more heavily in collateral-
eligible liquid, high-quality government securi-
ties when new OTC derivatives regulations take
hold worldwide.

New OTC derivatives regulations are being
implemented in Europe and the US, as well as
other jurisdictions, in a bid to mitigate the risks
that are associated with OTC transactions.

In May, regulators met in Toronto to discuss the
implementation of regulations and iron out tech-
nical issues. Representatives of regulators from
key markets, such as Europe, the US, Singapore,
Hong Kong and Brazil, attended the meeting.

High on the agenda were pre- and post-trade
transparency, margin for uncleared derivatives,
coordination of clearing mandates, access to
data in trade repositories, and cross border
clearing house crisis management.

A joint statement from the participating regula-
tors said: “The participants welcomed the op-
portunity for continued discussion and sharing
of information on implementation of OTC deriv-
atives reform, with a view to further align regula-
tory requirements where possible.”

In a new report, Moody’s said that while in-
creased collateral requirements for derivatives
transactions will lead to a sounder credit envi-
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ronment for the market as a whole, they could
force some funds into riskier investments.

It said: “Lower yields on government securities re-
sulting from their increased demand from regula-
tory requirements may lead to a shift in bond and
money market fund allocations into riskier, lower
credit-quality investments to seek higher yields.”

It added that when regulations that require cen-
tral clearing for standardised derivatives and
global standards on margins for unclear trades
come into effect before the end of 2012, they will
cause demand for government securities to in-
crease and exert downward pressure on yields,
“which will lower returns for the funds that are
mandated to invest in these securities”.

“Moody’s believes that the new regulations will
exacerbate conditions that are already exert-
ing pressure on yields, such as (i) government
benchmark yields have fallen, some to negative
territory, with a flight to quality; (ii) the supply of
higher-rated investment-grade corporate, su-
pranational and agency bonds remains limited;
and (iii) the use of higher credit-quality corpo-
rate and agency bonds as eligible collateral is
beginning to be seen in the market, although the
level of usage remains low.”

US SEC drops MMF proposals

Proposals intended to reform the multi-trillion
dollar US money market fund (MMF) industry
were dropped after three US SEC commission-
ers objected to them.

US SEC chairman Mary Schapiro said in a
statement that shewanted to reform the MMF
industry’s structure so that retail investors could
be protected and future taxpayer bailouts could
be avoided.

MMFs showed structural weaknesses during the
2008 financial crisis, when they failed to absorb
losses in the value of portfolio securities and
withdrew hundreds of millions of dollars from
prime money market funds, after running “at the
first sign of a problem”, according to Schapiro.

The reform proposals would have seen MMFs
float the NAV and use mark-to-market valuation.
Alternatively, they would have used a tailored
capital buffer of less than 1 percent of fund as-
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sets, which could be adjusted to reflect the risk
characteristics of an MMF.

But three US SEC commissioners have ob-
jected to the proposals, so they cannot be pub-
lished for public comment and there will be no
public vote on them.

In her statement, Schapiro said: “The issue is too im-
portant to investors, to our economy and to taxpayers
to put our head in the sand and wish it away. Money
market funds’ susceptibility to runs needs to be ad-
dressed. Other policymakers now have clarity that the
SEC will not act to issue a money market fund reform
proposal and can take this into account in deciding
what steps should be taken to address this issue.”

The International Organization of Securities
Commissions’s (IOSCQO’s) chairman of the
board, Masamichi Kono, issued a statement
that did not comment on Schapiro’s statement
directly. But Kono did reaffirm I0OSCO’s commit-
ment to developing policy recommendations for
strengthening oversight and regulation of the
shadow banking system, including MMFs.

Cantor Fitzgerald to launch
new clearing service

Global financial services firm Cantor Fitzgerald
plans to expand its clearing services in Q4 2012
with the launch of Cantor Clearing.

The new clearing operation is set to provide
clearing, settlement and technology solutions for
financial service firms, targeting clients including
institutional and online broker dealers, registered
investment advisors and other asset managers.

Cantor clearing will use SunGard’s integrated
suite of clearing and settlement solutions to help
streamline front-to-back securities processing
for clients.

SunGard’s integrated features “will help drive
efficiencies in transaction clearing and settle-
ment, providing a cost-effective and competitive
framework compared to alternative clearing so-
lutions,” said the firm in a recent statement.

Noel Kimmel, CEO of Cantor Clearing and
head of Cantor Prime Services, said: “The
formation of Cantor Clearing will complement
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our comprehensive suite of products and services,
and is a natural extension of our growing prime ser-
vices platform.”

“By leveraging existing in-house capabilities, our
robust global infrastructure, cross-asset exper-
tise and SunGard’s technology, we will provide
a comprehensive solution tailored to the needs
of middle market clients. Cantor Clearing reflects
our commitment to supporting the changing mar-
ket landscape and evolving needs of our clients.”

MXCorner

John Grimaldi, executive vice president of Sun-
Gard’s North American securities operations
and securities finance business, said: “Sun-
Gard’s suite of clearing solutions is helping
correspondent clearing businesses like Cantor
Clearing increase efficiency and improve client
service and retention.”

“SunGard’s real-time functionality allows cus-
tomers to see positions and balances as they
trade, enabling real-time transparency through-
out the day. SunGard also supports multiple

Here comes the fun

As | write this, | suspect that everyone is return-
ing from their summer holidays, and having en-
joyed the barmy summer weather, will be thinking
about what needs to be done before the end of
the year. With so much regulatory change hap-
pening it's going to be a busy quarter.

The short selling regulation in Europe comes in to
effect on 1 November and it is still not completely
clear how this will affect the industry. As a minimum,
borrowers need to be able to identify securities that
are defined as liquid and illiquid (which may have
no relationship to genuine liquidity in the securities
finance markets) and have appropriate procedures
in place to manage each type. Lenders need to be
assured of recall procedures to avoid inadvertent
short sales on client accounts and be prepared for a
potentially significant increase in the number of daily
holds that they will need to manage. With approxi-
mately six to eight weeks left before implementation
businesses should be fairly clear by now on how
they will manage this.

The UCITS guidelines that were published by
European Securities and Markets Authority in
late July will come into force early next year, so
preparation is required in this quarter. While a lot
of press coverage (unnecessarily in my opinion)
has focused on the definition of fee sharing ar-
rangements, there are still some genuine uncer-
tainties around interpretation and whether the

new guidelines will restrict collateral manage-
ment arrangements as well as effectively restrict
the amount of lending that these funds can do.
Again, lenders need to be aware of these guide-
lines and look at the changes that are required
to ensure compliance, while keeping in mind that
the European Commission is also now looking at
this space and UCITS V is around the corner, so
further changes may be afoot.

Then, of course, there is the Financial Stability Board’s
(FSB's) report on shadow banking, which is due for
publication in this quarter. The industry has been work-
ing with the FSB to try and ensure that any proposals
achieve their objectives while being proportionate and
workable for the industry. Nevertheless, what these
proposals will look like remains to be seen, but there
is no doubt that whatever they say, further changes in
controls and procedures will be required.

Finally, there is the somewhat bigger changes
that may not have any effect in this quarter, but
do need to be kept in mind for 2013 planning and
budgeting. Changes include Basel Ill, liquidity re-
porting, and of course, Solvency Il, all of which
may need significant IT solutions to deliver com-
pliance and so will need to be planned for and
considered more strategically.

Sarah Nicholson, senior partner
MX Consulting Services
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margin methodologies, helping Cantor Clearing
to more effectively calculate and report relevant
data to its correspondents and compete more
effectively in a challenging industry.”

LCH.Clearnet accepts gold
as collateral

LCH.Clearnet began accepting unallocated
gold as collateral for margin cover purposes on
28 August.

The expansion of LCH.Clearnet’s existing collat-
eral range is subject to criteria including daily valu-
ation, with an initial haircut of 14 percent applied.

Earlier this year, LCH.Clearnet began accepting
Ginnie Mae mortgage-backed securities (GNMA
MBS) to widen its range of existing collateral types.

Accepting new collateral types such as GNMA
MBS is an aim of LCH.Clearnet’s collateral and
liquidity management (CaLM) group. It wants to
offer clients a more efficient, centralised collat-
eral management service.

In a recent statement, Andrew Howat, head of
CaLM at LCH.Clearnet, said: “This addition to
our range of acceptable collateral reinforces our
strategy to maintain the highest standards of risk
management, whilst demonstrating our ongoing
commitment to developing our business offering,
both in the US, and for our buy side clients.”

4sight releases new collateral
management interface

Software and consultancy firm 4sight Financial
Software has developed an interface between
Germany-based Clearstream Banking’s KAGplus
collateral management service and its 4sight se-
curities borrowing and lending software solution.

The German Investment Act prevents German
funds from lending more than 10 percent of
their assets unless they trade through the KAG-
plus platform. The platform pools and allocates
pledged collateral for each participating fund
“while following sound risk management prin-
ciples”, according to 4sight.

4sight developed the new interface as part of a
wider project to implement its 4sight securities
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finance system for a European bank. The bank
needed an interface that would allow it to commu-
nicate securities lending trades that are booked in
4sight’s securities finance solution to KAGplus.

When initiating a KAGplus-enabled borrow, the
new interface enables 4sight's system to auto-
matically send a SWIFT message to Clearstream,
so that the trade can be registered with KAGplus.

A borrow will remain blocked until Clearstream
confirms with KAGplus that its position has
been validated. The interface can warn a user
about a negative outcome—if a borrow fails to
register in KAGplus due to insufficient availabil-
ity, for example—uwith alerts.

Martin Seagroatt, 4sight's head of marketing,
said: “The new interface will enable users of
4sight’s securities finance and collateral man-
agement system and the KAGplus service to
increase straight through processing of trades
and automate trade lifecycle management. This
latest interface increases the integration options
offered by 4sight securities finance as we lever-
age the connectivity we offer with third party so-
lutions and service providers.”

CME Clearing Europe collateral
types to include gold bullion

London-based clearing house CME Clearing
Europe, a wholly owned subsidiary of CME
Group, now accepts gold bullion as an eligible
form of collateral in a move hoped to foster
growth of derivative trading volumes.

The newly approved payment form comes at a
time when “high quality collateral is at a premi-
um” and clearing of OTC derivatives is “increas-
ing”, said the CME Group.

Andrew Lamb, CEO of CME Clearing Europe,
said: “We recognise there will be a massive de-
mand for collateral as a result of the clearing man-
date. This is part of our attempt to maintain the risk
management standard and to offer greater flexibil-
ity to clearing members and end clients.”

Following in the footsteps of CME Clearing, which
has accepted gold as collateral since late 2009,
CME Clearing Europe said that the additional flex-
ibility that is provided will cover margin requirements.

CME Clearing Europe currently clears OTC
commaodity derivatives and plans to introduce
OTC interest rate swap clearing once it receives
regulatory approval.

The new service to be launched later this year is
set to “offer clearing for interest rate swaps, with
systems and processes developed in close col-
laboration with swap dealers, clearing firms and
buy-side users”, said CME Clearing Europe.

On top of interest rate swaps, CME Clearing
Europe is also planning to add to its range of
financial derivative products that are available
for clearing with new services for credit default
swaps and foreign exchange.

Nigeria names securities
lending agents

The Nigeria Securities & Exchange Commis-
sion has approved United Bank of Africa (UBA)
and Stanbic IBTC as securities lending agents
for equities and bond transactions at the Nigeria
Stock Exchange, according to reports.

The exchange relaxed restrictions on short sell-
ing in May, allowing stock price movement of up
to 10 percent per day and introducing market
makers to borrow stocks for shorting.

Speaking at the time, Ade Bajomo, executive
director of market operations and technology at
the exchange, said: “What would we like to be
when we grow up? | think Singapore. A market
that rises up from almost zero, a market run in
an efficient manner ... a financial hub. One of the
key initiatives is market making, securities lend-
ing and short selling. We want to build a hybrid
market, with market-makers to create liquidity.”

Approval of the two securities lending agents re-
portedly followed a review of applications from five
banks, and UBA and Stanbic came out on top.

The commission is also scrutinising market-mak-
ing rules before implementing them, while the ex-
change designated Stanbic, Renaissance Capital,
Future View Securities, Vetiva Capital and ESS/
DunnLoren Merrifield as market makers in April.

Oscar Onyema, CEO of the exchange, said of the
designations: “This is a great milestone and a ma-
jor step in the direction of turning the market round
to have liquidity and depth back into the market.
We will continue to move forward on this.”

“The companies selected went through a very rig-
orous process and met the minimum net capital
requirement of N570 million. We also examined
their compliance history and looked into their op-
erational capabilities including their technology
and processes. The selected firms were taken
through trainings, debated the appropriate mar-
ket structure to be used and the exchange further
went through the approval of the Securities and
Exchange Commission in the selection process.”

Pension fund separates securities
lending from custody

Deutsche Bank has replaced State Street as
Texas Municipal Retirement System’s securities
lending agent.

The pension fund, which reportedly has assets of
$19.5 billion, oversaw 141,532 accounts for US
State of Texas employees from 847 cities in 2011.

State Street acted as the global custodian and
securities lending agent for Texas Municipal Re-
tirement System, and reportedly rebid for the
roles when the pension fund put them up for
tender. But it was only rehired as the Texas Mu-
nicipal Retirement System’s global custodian,
losing out to Deutsche Bank for the securities
lending agent mandate.
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Welcome to Malaysia

Although it is not the biggest country in Asia, it does
mean business, as SLT finds out

—

MARK DUGDALE REPORTS

The Asia Pacific region is continuing to prove its
worth as a source of emerging securities lend-
ing markets, despite concerns over slow eco-
nomic growth.

In South East Asia, Malaysia’s economy is suf-
fering from “external headwinds, especially from
the West”, according to audit firm Deloitte’s Au-
gust 2012 economic outlook on the country. It
said that export revenues are likely to suffer
from subdued commodity prices, but Malaysian
exports rebounded in May due to stronger im-
port demand from Singapore, China and Japan.

Deloitte added: “While a fall in export revenues
will likely weigh on growth this year, domestic
demand will drive modest expansion. The Ma-
laysian economy is expected to expand by a
little over 4.5 percent in 2012, slower than 5.1
percent expansion recorded last year.”

In its Q2 2012 securities lending market update,
RBC Investor Services’s desk head for Asia Pa-
cific trading, Trevor Amoils, said that “while the
underlying global economic concerns continue,
returns in Asia Pacific remain relatively robust”.

Malaysia has recently shown signs of this. J.P.
Morgan Worldwide Securities Services, which
already provided securities lending services in
Australia, Hong Kong, Japan, New Zealand,
Singapore, South Korea, Taiwan and Thailand,
rolled out its securities lending services in Ma-
laysia in June. This made J.P. Morgan the first
international lender in the Malaysian market to
offer a securities lending product.

J.P. Morgan said that it planned to offer secu-
rities lending solutions to prime brokers and
clients with Malaysian assets, “with asset man-
agers and institutional investors benefiting from
improved risk-adjusted returns on their securi-
ties portfolios containing Malaysian assets”.

Speaking at the time, Shaun Parkes, CEO for
Asia (excluding Japan and Australia) at J.P. Mor-

gan Worldwide Securities Services, said: “The
future for securities lending in Asia Pacific contin-
ues to demonstrate significant potential. Malay-
sia represents an important part of our regional
growth strategy, and is a key value-add for our
institutional client base that is looking to diversify
their investments and mitigate their risk.”

Shariah-compliant assets

Malaysia is a major centre for Sharia-compliant
assets, making it an attractive destination for
Muslim investors.

According to Diana Senanayake, managing
director at RBC Investor Services Singapore,
Malaysia is the “most important market for Sha-
riah-compliant asset management in Asia and is
generally considered to be the most sophisticat-
ed environment for Islamic finance in the world”.

In an August 2012 market update, Senanayake
said that Islamic funds that are registered in
Malaysia total $5.1 billion, adding that “despite
having the most Shariah-compliant funds in the
world it is, however, second to Saudi Arabia in
terms of AUM”.

Muslim investors traditionally avoid participating in
activities such as short selling and investing in cer-
tain types of funds due to Sharia law. Senanayake
said: “Sharia law forbids short selling because it
involves the sale of something that is not owned,
so Muslim investors have traditionally frowned on
hedge funds because they adopt strategies that
are considered forbidden under Sharia.”

Sharia law also prohibits investment in unlaw-
ful (haram) items, including entities with primary
business related to alcohol, tobacco, pork, gam-
bling products, and weapons and arms.

Limits that are placed on foreign assets are
likely to increase in Malaysia “as new regula-
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tions come into effect and new foreign asset
management companies enter the market”,
said Senanayake.

“This will serve to increase the interest in Islamic
funds in Malaysia and widen the participation of
Arab investors in the world’s financial markets.”

Equity funds are the most common type of
Islamic fund and they are invested in the
shares of companies. “Returns to investors
are in the form of capital gains and divi-
dends,” said Senanayake.

Other types of funds include ljara funds (a
lease, rent or wage), commodity funds, Mura-
baha (a type of fiduciary sale) and mixed funds.

On mixed funds, Senanayake said: “The sub-
scription amounts of mixed funds are used in dif-
ferent types of investments, including equities,
leasing and commodities. Real estate funds can
use proceeds to invest in buildings and real es-
tate. Any income is distributed among the certifi-
cate holders as dividends/capital gains.”

“Secondary trading depends upon the nature
of the underlying asset. Stocks, certificates and
sukuk can be traded in the market subject to
compliance with Sharia rules. Instruments rep-
resenting real physical assets and usufructs are
negotiable at market price. Stocks, units, certifi-
cates or sukuk, issued on the basis of mushara-
kah (a joint venture), mudarabah (a profit shar-
ing contract) and ijara fall within this category.”

Malaysia is an emerging jurisdiction with its
doors open to both the East and the West. A
multicultural welcoming of this sort has done
wonders for the UK and London, and Malaysia
is a part of a group of countries that are at least
enjoying growth at the moment, even if is not as
high as expected. SLT
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The managed care industry’s Olympic challenge

Andrew Shinn of SunGard Astec Analytics assesses the likely impact
of the Patient Protection and Affordable Care Act on the managed care

industry in the US

The 2012 London Olympic opening ceremony
organisers may have confused some viewers
with their celebration of the UK National Health
Service, but they should be commended for put-
ting the healthcare industry in the spotlight, for
it plays a critical role in many countries’ econo-
mies. For example, the US continues to spend
more of its resources on medical care (roughly
18 percent of GDP in 2010), and 80 percent of
total medical care spending is incurred by just
20 percent of the US population, many of whom
are suffering from chronic diseases.

Before London hosted the Olympics this sum-
mer, the US Supreme Court had its own show-
down when it decided whether to uphold the Pa-
tient Protection and Affordable Care Act (ACA).
President Barack Obama signed the ACA into
law on 23 March 2010, and it will have a sig-
nificant effect on managed care organisations,
such as UnitedHealth, WellPoint and Aetna.

The current US healthcare system is inefficient
in part because it is not market-based. Other-
wise savvy consumers do not behave the same
way when they are patients. In fact, many pa-
tients are not even aware of how much they
are spending on care because for the major-
ity of Americans, care is financed through the
US government or employer-sponsored insur-
ance. Furthermore, doctors and hospitals are
often paid by how many treatments and tests
they order rather than patient health outcomes.
And because there is insufficient cost-sharing,

patients agree to these tests because they will
only have to pay out-of-pocket for a small pro-
portion of the total cost.

The system is also too focused on the short term.
For instance, an expensive drug or treatment that
may be cost effective for a patient over the long
term will usually be denied by an insurance com-
pany that is uncertain whether the long-term ben-
efits will accrue to it or a competitor.

Instead of focusing on reducing medical cost infla-
tion, however, the main goal of the ACA is to in-
crease insurance coverage for 32 million uninsured
Americans, half through an expansion of Medicaid
and half through government-subsidised insurance
exchanges. The law also mandates guaranteed is-
suance, which requires managed care companies
to issue coverage to everyone, and community rat-
ing, which requires companies to charge healthy
and sick individuals of the same age the same rate.

While managed care companies in the past were
frequently vilified for refusing to issue coverage
to sick people at an affordable rate, the compa-
nies were only responding to a market in which
prospective subscribers each had a different risk
profile and could choose to enroll in a health plan
after getting sick. To help reduce these problems,
the ACA requires almost all Americans to obtain
insurance or else pay a tax; and with short open
enrollment periods, individuals will find it difficult
to game the system by waiting until after becom-
ing sick to sign up for insurance.

In addition to its effect on millions of uninsured
Americans, the ACA will also have a sizeable
effect on the managed care industry. However,
investors may be overreacting to ACA, and the
currently low share price multiples may offer
investors more long than short opportunities.
Essentially, for every aspect of the ACA that is
detrimental to managed care companies, Dem-
ocratic lawmakers ensured that there was an
equally off-setting positive. Lack of buy-in from
the managed care industry helped to kill former
President Bill Clinton’s health reform bill in the
1990s, and Democrats were careful not to make
the same mistake with the ACA.

The negative effects on the managed care in-
dustry include an annual fee that starts at $8
billion in 2014 and rises to $14 billion in 2018
and thereafter. In addition, the ACA will cap
managed care companies’ gross profits with
minimum “medical loss ratios” (MLRs). MLRs
are the proportion of premiums that are paid out
as medical benefits. If a managed care com-
pany does not provide sufficient benefits to its
members, it will be required to rebate back the
difference. Large and small health plans’ gross
margins will be capped at 15 percent and 20
percent, respectively.

Managed care companies in the commer-
cial space are likely to simply pass on the
fee to members in the form of higher pre-
miums. Managed Medicare and managed
Medicaid plans will have a more difficult time



http://www.northerntrust.com/securitieslending

passing on the fee, but to further offset the
fees, the ACA will award bonus payments to
health plans that achieve a sufficient ranking
in the new Star Rating system. And instead
of requiring managed care companies to
achieve a four-star ranking, standards were
lowered to include plans that achieve just
three stars. Also, the MLR calculation meth-
odology builds in a buffer that is favourable
to the industry, so GAAP gross margins will
be 500 basis points larger than correspond-
ing MLRs. Managed care companies will also
be able to pass off more administrative costs
to doctors and hospitals and include those
costs as medical care.

Short selling opportunities will result as sig-
nificant parts of the ACA are implemented in
2014, specifically the state-based exchanges
on which individuals and small groups may pur-
chase health insurance. For instance, WellPoint
and Aetna will lose their individual and small
group business to the new insurance exchang-
es in 2014. Profit margins will decline from the
high single digits to the low single digits.

The crucial questions are which managed care
companies will win on the new exchanges and
what percentage of the medium and large group
market will also transition to the exchanges.
UnitedHealth and WellPoint are well positioned
to be winners on the exchanges, but Aetna is
not as favourably positioned because it has less

local market share in any one region. Both Well-
Point and Aetna generate roughly 20 percent of
revenue and earnings from the individual and
small group market. While WellPoint's margins
will definitely decline, it may still maintain or in-
crease market share on the exchanges. But if
Aetna is not able to maintain market share, it will
take a double hit on both revenue and earnings.

On the other hand, there are growth opportuni-
ties, specifically in the managed Medicaid mar-
ket. Firstly, the expansion of Medicaid to another
16 million people as part of the ACA will create
tens of billions of dollars in additional revenue.
Also, states are increasingly turning to managed
Medicaid to reduce rising Medicaid costs, and
this will result in roughly $15 billion of additional
revenue. Finally, ACA has created a new office
in charge of transitioning "dual eligibles” onto
managed care plans. Dual eligibles are the nine
million Americans who are covered by both Medi-
care and Medicaid, and they collectively spend
$300 billion on medical care annually. While
managed care companies would be expected to
reduce this annual cost with better disease and
utilisation management, the increased revenue
to the industry should still be north of $100 billion.

The growth opportunities in managed Medicaid
have already led to recent acquisitions, such as
WellPoint’s purchase of Amerigroup, which was
announced in July, as well as Aetna’s acquisi-
tion of Coventry, which was announced in Au-
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gust. Centene was another potential acquisition
target as it generates almost all of its revenue
from managed Medicaid, but investors may
believe that it may have difficulty competing
against WellPoint/Amerigroup and Aetna/Cov-
entry in that space. Centene is the only man-
aged care company with more than 10 percent
of its float borrowed and sold short.

The managed care industry will be interesting to
watch over the next few years as it goes through
significant change as a result of the ACA imple-
mentation. Furthermore, with US Republican
presidential candidate Mitt Romney’s selection
of Paul Ryan as the Republican vice-presiden-
tial candidate, the debate surrounding Medicare
and Medicaid reform, and health reform in gen-
eral, will only get more intense.

The ACA’s far-reaching impact on one of the
largest sectors of the US economy is also
important to understand because aspects of
American-style managed care organisations
are now part of the debate in the UK in rela-
tion to the Secretary of State for Health Andrew
Lansley’s recent Health and Social Care Act.
Almost all developed countries are struggling
to balance rising medical care costs with en-
suring access to healthcare for the greatest
number of their citizens, so American-style
managed care best practices will likely con-
tinue to rise in prominence in many countries
outside of the US. SLT
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Industry appointments

Timothy Douglas, formerly the head of securi-
ties finance at Citi, is moving into a different role
within the corporation.

A spokesperson confirmed that Douglas, who
was based in New York, will remain in the state,
but will be taking on a more institutional role.

Currently Citi is looking both internally and exter-
nally for a replacement, with Douglas’ responsi-
bilities in the interim being taken over by Neeraj
Sahai, global head of securities and fund services.

Brian Staunton has been hired by Union Ban-
caire Privée as a consultant.

Staunton was previously the head of securities
finance at Citi. He joined the bank in October
2004 as European product manager responsible
for the securities finance business in EMEA.

Between 1997 and 2004 he worked for
Deutsche Borsche Group in London, formerly
Clearstream Banking, where he was head of the
UK, Ireland and Scandinavia for custody, clear-
ing, securities lending and tri-party repo.

Rule Financial has recruited Marina Potok, a
specialist in OTC, structured and securitised
products for its domain group.

She will report to Rule Financial’s domain group
head, Jim Warburton, and will be based in its
London office.

Before joining Rule Financial, Potok worked at
UBS as executive director and the global head
of structured rates for the middle office.

Concept Capital Markets has appointed Kyle
Kupiec as a managing director in its prime bro-
kerage services group.

Kupiec’s was a principle at Shoreline Trading
Group, where he helped to build the firm into a
reputable broker-dealer. Adrienne Franklin, Den-
nis Huynh and Richard de Ande join Kupiec,
who will be based in Los Angeles and act as the
office’s manager, at Concept Capital from Shore-
line Trading, where they were a part of his team.

Experts in Derivatives, Financing and Prime

Kupiec’s clients are also making the move with
him. Their accounts will remain in custody at the
same clearing firm and they will continue to use
the same trade execution systems.

BNY Mellon has made a number of key senior
management appointments in its German office.

Thomas Brand has been appointed head of in-
vestment services for BNY Mellon in Germany.
In this new role, Brand will be responsible for re-
lationship management and business develop-
ment across Germany, Switzerland and Central
and South East Europe.

On top of this, Brand has been made a branch
manager of the Bank of New York Mellon SA/
NV branch management business and he has
joined the supervisory board of BNY Mellon’s
KAG business. Brand has previously worked
as country executive for Germany and regional
executive for the German speaking Central and
South East Europe regions.

Jurgen Frank has become chairman of the su-
pervisory board of the KAG business. Along with
this new role also comes confirmation of Frank’s
extended contract as branch manager and
spokesman for the Frankfurt branch of the Bank
of New York Mellon, as well as head of integra-
tion for the asset servicing business in Germany.
Frank was formerly CEO of BHF Asset Servicing,
which was acquired by BNY Mellon, bringing 30
years experience in the German financial servic-
es arena to his newly expanded role.

Joining BNY Mellon in October of this year will
be Laura Ahto as head of asset servicing op-
erations and service delivery in Frankfurt. In ad-
dition to this, Ahto will be appointed as branch
manager in the Bank of New York Mellon’s
branch management business. Ahto joins BNY
Mellon from London-based company Baring
Asset Management, where she is deputy COO
and head of operations and technology.

Christian Altmeyer has also been appointed
as a branch manager in the Bank of New York
Mellon’s branch management business. He will

L [\

.+

PeopleMoves

SECURITIESLENDINGTIMES

Editor: Mark Dugdale
editor@securitieslendingtimes.com
Tel: +44 (0)20 8289 2405

Journalist: Georgina Lavers
georginalavers@securitieslendingtimes.com
Tel: +44 (0)20 3006 2888

Editorial assistant: Jenna Jones

jennajones@securitieslendingtimes.com
Tel: +44 (0)20 8289 6871

Publisher: Justin Lawson

justinlawson@securitieslendingtimes.com
Tel: +44 (0)20 8249 2615

Office fax: +44 (0)20 8711 5985

Published by Black Knight Media Ltd
Provident House, 6-20 Burrell Row
Beckenham, BR3 1AT, UK

Company reg: 0719464
Copyright © 2012 Black Knight Media Ltd.
All rights reserved.

be responsible for legal, regulatory affairs, inter-
nal audit and risk and compliance.

In his role as managing director and head of
BNY Mellon legal in Frankfurt, he has experi-
ence in the areas of custody, collateral man-
agement, derivatives clearing, investment law
and regulation.

BNY Mellon has also announced that manag-
ing director of BNY Mellon asset servicing, Mi-
chelle Grundmann, will be relinquishing her
current responsibilities in the coming weeks
prior to leaving the company to pursue a new
role in the industry. SLT
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IMN is proud to announce that its |17th Annual European Beneficial Owners’ Securities Lending
Conference will take place September 20-21,2012, in London, UK.

Dedicated to meeting the information and networking needs of the Beneficial Owner community for
nearly 20 years, IMN’s European Beneficial Owners’ Securities Lending Conference attracts over 250
attendees annually including 65+ Beneficial Owners.

Confirmed Beneficial Owners Include:

Aberdeen Asset Management
AEGON Asset Management
Aerion Fund Management Ltd.
Aviva Investors

AXA Investment Managers
Bank of England

BNY Mellon Asset Management
International

British Airways Pension Services Ltd.
Canada Life Investments

City of Edinburgh Council

Coal Pension Trustees Services Ltd
Dimensional Fund Advisors Ltd
Eurizon Capital S.A.

F&C Asset Management

F&C Management Limited

Fidelity Investment Management Ltd
Fideuram Gestions SA

Franklin Templeton Investments
Guardian Financial Services
Henderson Global Investors

ING Investment Management
Invesco

Kames Capital

Kuwait Investment Office

Lloyds Banking Group

London Borough of Southwark
Mediolanum International Funds Ltd
Mercer

NEST Corporation

Norges Bank Investment Management

PGGM Investments

Pictet Asset Management UK
Limited

Robeco

Sanlam Asset Management
(Ireland)

Seven Investment Management

Swiss & Global Asset Management
Limited

The Co-operative Asset
Management

Threadneedle

UBS Global Asset Management
UsSS

Wellcome Trust

West Midlands Pension Fund

For speaking opportunities, please contact Catherine Miller at cmiller@imn.org or +1 212.901.054|

For sponsorship opportunities, please contact Robert Bass at rbass@imn.org or +1 212.901.0535

For complimentary registrations for eligible beneficial owners, please contact Dan Ettinger

at dettinger@imn.org or +1 (212) 901-0598
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