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Introduction

Historically, healthcare organizations have covered their cost of debt by investing in a conservative mix of 
fixed income securities.  However, for most of the recovery since the Great Recession, the yield on their 
debt payments exceeded the Bloomberg Barclays Aggregate (Agg) bond index yield.  Therefore, many 
organizations were forced to consider riskier assets to cover their debt payments as a result of this adverse 
spread.  Now that the Federal Reserve rate hikes are underway, Agg yields are once again approaching parity 
with healthcare issuer debt yields and thereby reducing the pressure to invest in riskier assets to make up for 
the spread disparity.  

Additionally - based on the notion that our current credit cycle may be a bit long in the tooth - now may not be 
the best time for healthcare organizations to increase risk in portfolios.  It is widely acknowledged that most 
equity valuations are at or near their all-time peaks.  Critically, higher fixed income allocations are encouraged 
from credit rating agencies, as risk is lower and adverse equity markets are less likely to impact operating 
assets and debt covenants.  Today’s market environment is favorable for healthcare organizations to reduce 
risk in their portfolios in order to achieve the best credit rating for the lowest cost of capital possible.

Exhibit 1 shows all of the healthcare organization public debt issued in 2016.  Most are yielding relatively in-
line with the Agg and consequently, it appears less necessary for healthcare organizations to increase risk in 
their portfolios.  

The Operating Environment: Past, Present and Future

Exhibit 1: All U.S. Healthcare Organizations 2016 Issuance Yield Curve vs. Agg

Note: Certain maturity points of the Agg’s yield curve have more of certain sectors versus other sectors—for example, the shortest end has more corporates versus 
Treasuries, thereby raising the curve, while the longest end has more Treasuries and securitized versus corporates, thereby compressing the curve; Sample Size: 254 
public debt issuances by U.S. healthcare organizations in 2016.

Source: Bloomberg Barclays, split ratings utilize Bloomberg Barclays methodology, all 2016 calendar year issuances
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1 Days Cash on Hand is the number of days an organization’s cash balance could support its annual expenses without new revenue. It 
is calculated by taking the ratio of the cash balance over annual expenses and multiplying that ratio by 365 days.

Exhibit 2: All U.S. Nonprofit Health Systems Median Key Metrics

Given that background, the following newsletter will discuss the top three broad-based investment concerns of 
healthcare organizations.  The first concern covers the end of the credit and revenue cycles, along with operating 
margin growth.  The second addresses liquidity and credit ratings, while the third covers inflation and interest 
rates.

We will address these concerns using a chronological framework.  We begin by examining where we’ve come 
from, as healthcare providers have enjoyed attractive asset returns with growing net patient revenues and 
operating margins over the last near-decade since the financial crisis of 2008. We will look at how things are 
today, from a revenue and margin-conducive operating environment.  Finally, we will share some thoughts about 
the future, particularly about how we expect more volatility in the operating environment as well as heightened 
investment risk.

Where We’ve Come From 

The Credit Cycle, the Revenue Cycle, and Operating Margin Pressures

Since the Great Recession, healthcare organizations have successfully strengthened their financial positions.  
Exhibit 2 shows that for the median nonprofit health system, Days Cash on Hand1 (DCOH), net patient revenue 
growth rate, and operating margin have all risen.  Current average operating margins for most organizations 
range between 2% to 4%, but some are as high as the low teens. 
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Source: S&P, Fitch

In addition, healthcare organizations’ debt fundamentals are now significantly stronger.  Exhibit 3 shows that 
leverage for the median nonprofit health system has dropped while coverage has trended upward since the 
Great Recession.
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Impact on Debt

A large amount of debt in the healthcare industry was refinanced from 2009 to 2016 at terms favorable to the 
issuers, but those conditions are gradually fading away.  More interest rate hikes are expected from the Federal 
Reserve, which should lead to more expensive borrowing costs.  In addition, the wide array of domestic and 
international geopolitical issues ranging from Trump’s policy proposals to Brexit to OPEC’s production cuts 
creates a high degree of uncertainty for investment outcomes.  For example, if Trump’s tax bill and the revised 
healthcare bill pass through Congress, the Fed might hike rates at a faster pace.  On the other hand, if they fail 
or are significantly diminished, the Fed’s hike trajectory might be shallow.  Furthermore, the healthcare bill - if 
enacted - could reduce coverage for millions of Americans, and may adversely affect the top line for healthcare 
organizations.  Altogether, this spells heightened uncertainty.

Given this increasingly less favorable issuer environment and heightened uncertainty, it is advisable for healthcare 
organizations to strengthen balance sheets.  Enhancing liquidity, reducing volatility and mitigating equity beta 
risk may be central to strengthening the investment portion of their balance sheets.  For strengthening the 
operating portion of their balance sheets, organizations are best served by focusing on efficiencies.  Two such 
examples include:

 � Spending less capital by forming partnerships with other healthcare organizations in order to share risks;

 � Purchasing doctors’ practices, an approach that has not abated in the industry.  Healthcare organizations 
continue to find new ways to embed these newly acquired doctors’ practices into the existing clinical 
model to generate efficiencies.  

Impact on Investments

For healthcare organizations, liquidity should be carefully monitored given the heightened uncertainty mentioned 
above.  Furthermore, it may be beneficial for healthcare organizations to segment their cash portfolio into three 
buckets, or “tiers”: operating cash, reserve cash, and strategic cash.  The operating cash segment would match 
zero-to-one year liabilities, and consist of money market funds, currently yielding approximately 0.5%.  The 
reserve cash segment would match one-to-three year liabilities, and hold an ultra-short duration bond fund, 
currently yielding approximately 1.5%.  The strategic cash segment would match three-to-five year liabilities, 
and feature a short duration bond fund, currently yielding approximately 2%.  As a result, liquidity is bucketed 
(“tiered”) to match segments of organizational liabilities.  In most cases, we would recommend a three- or four-
tiered approach, with the above examples as a starting point.

Exhibit 3: All U.S. Nonprofit Health Systems Median Leverage and Coverage

Sample Size: Sample size ranges from 235 to 251 health systems depending on year of data

Source: Fitch
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In summary, healthcare organizations have come a long way since the credit crunch of 2008.  Operations and 
balance sheets have strengthened.  However, the environment is becoming less favorable for issuers as the 
Fed raises interest rates and geopolitical uncertainty continues to rise.  Going forward, it may be favorable for 
healthcare organizations to ensure sufficient liquidity, maximize yield through a tiered liquidity approach, reduce 
volatility, mitigate equity beta risk, and further leverage operating efficiencies.

Today’s Environment

Strong Liquidity and High Credit Ratings

Ratings outlooks for healthcare organizations are currently very strong.  Among nonprofit-only healthcare 
organizations rated by S&P as of 2016, 11% have a positive outlook and 81% have a stable outlook, while the 
remaining 8% is either “watch negative” or “negative”, as shown in Exhibit 4.

While ratings outlooks provide significant information about the financial health of an organization, the credit 
rating is ultimately the largest driver of a healthcare organization’s debt cost.  Not surprisingly, there is a strong 
correlation between a healthcare organization’s Days Cash On Hand (DCOH) metric and its credit rating.  Bond 
rating agencies like S&P, Moody’s and Fitch assign credit ratings on a situational basis, with DCOH as a key 
factor.  Healthcare organizations who want to strengthen their credit rating would clearly want to boost their 
DCOH to the appropriate threshold.

Currently, healthcare providers are enjoying some of their highest ratings as a group in history.  Of all healthcare 
organization debt issued in 2016, most carry mid-level investment grade AA and A ratings, while only 4.9% are 
rated sub-investment grade (BB), as shown in Exhibit 5.  These relatively high credit ratings are directly related to 
Exhibit 1, which illustrated the relatively low cost of capital for healthcare organizations in today’s environment.

Exhibit 4: S&P Outlook for All U.S. Nonprofit-Only Healthcare Organizations

Sample Size: All nonprofit healthcare sector S&P rated universe of 487 stand-alone providers, health systems, senior living and human service providers

Source: S&P, as of December 31, 2016
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The above exhibit shows the latest debt issuance as of 2016, while Exhibit 6 examines the ratings of all healthcare 
organization-issued debt, which are still relatively skewed towards higher quality.  Among non-profit only 
healthcare organizations rated by S&P as of 2016, most carry investment grade ratings of AA through BBB, with 
only a small percentage rated non-investment grade (BB through CCC). 

Exhibit 6: S&P Ratings of All U.S. Nonprofit-Only Healthcare Organizations

Sample Size: All nonprofit healthcare sector S&P rated universe of 487 stand-alone providers, health systems, senior living and human service providers

Source: S&P, as of December 31, 2016

We recommend that healthcare organizations utilize cost of capital as an input when building their operating 
portfolio’s asset allocation.  Generally speaking, this would be done by taking the organization’s cost of capital - 
say, 4.5% - and setting the portfolio’s minimum target return at that rate plus inflation.  In this example, assuming 
2% annual inflation, the minimum target rate of return would be 4.5% + 2% inflation = 6.5%.  As a result, the 
organization’s investment portfolio keeps pace with inflation, while providing a minimum supplement towards 
capital costs.

Exhibit 5: Ratings of All U.S. Healthcare Organizations 2016 Debt Issuance 

Sample Size: 254 public debt issuances by U.S. healthcare organizations in 2016

Source: Bloomberg Barclays, split ratings utilize Bloomberg Barclays methodology, 2016 issuance, all maturities, by outstanding dollar amount
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Thoughts on the Future

Inflation and the Interest Rate Environment 

With the backdrop of a low but rising interest rate and inflationary environment, how can healthcare organizations 
garner enough return from investment portfolios to support their operations, especially when higher fixed 
income allocations are encouraged from bond rating agencies?

To protect principal in a rising rate and inflation environment, healthcare organizations may invest in bank loans, 
coupled with the inflation protection of TIPS (Treasury Inflation-Protected Securities).  Equities, historically one 
of the better inflation-protectors, should be optimized for the portfolio considering their volatility, within the 
holistic framework of non-correlating asset classes as part of a well-structured overall portfolio.  Certain bond 
strategies that remain classified as fixed income but provide the portfolio with inflation-protecting equity beta 
to consider include high yield bonds and the aforementioned bank loans.

As mentioned earlier, healthcare organization debt costs are currently low. Exhibit 7 shows that of all healthcare 
organization debt issued in 2016, most yield 3-4%, with the next most yielding 4-5%.

Exhibit 7: Yield Breakdown of All U.S. Healthcare Organizations 2016 Debt Issuance

Sample Size: 254 public debt issuances by U.S. healthcare organizations in 2016

Source: Bloomberg Barclays, 2016 issuance, all quality ratings, by dollar amount

Given the relatively low cost of debt shown above, healthcare organizations can create more conservativism in 
their portfolios to protect from rising rates as well as credit spread widening that typically accompanies the end 
of a credit cycle.  Exhibit 8 shows what it would take for the various bond asset classes to break even given a rise 
in rates.  For example, it would take a 0.5% increase in yield for core bonds to break even.

Exhibit 8: What it Takes to Break Even

Source: Bloomberg Barclays, using the respective Bloomberg Barclays Indices above

1-3 Yr GC Int GC Core Long GC

Duration (at 6/30/2017) 1.9 4.1 6.0 15.3

Start YTW (at 6/30/2017) 1.6% 2.1% 2.6% 3.7%
1yr Yield Change to Result in 0% Total Return 1.1% 0.6% 0.5% 0.2%
End YTW (hypothetical 6/30/2018) 2.7% 2.7% 3.0% 3.9%

Income Return (average of Start & End YTW) 2.1% 2.4% 2.8% 3.8%
Price Return (duration-based) -2.1% -2.4% -2.8% -3.8%
Total Return (forced to be zero) 0.0% 0.0% 0.0% 0.0%
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Ultimately, it is a decision of what makes the most sense from a yield, liquidity and value perspective, keeping in 
mind there is a tendency for healthcare organizations to be conservative, if for no other reason than to maintain 
strong credit ratings.  While it is important to structure portfolios with conservatism to protect principal, 
healthcare organization costs are growing in excess of inflation, so a balance will need to be struck between 
sufficient principal protection to satisfy rating agencies while creating enough upside to keep pace with growing 
costs.  

Conclusion

Throughout this paper we examined the major investment concerns of healthcare organizations’ operating 
portfolios.  Previously, organizations faced debt costs well above what they could expect to earn by investing in 
a core bond strategy, which offered compelling conservatism to organizations that sought to establish strong 
credit ratings. This drove healthcare organizations to consider riskier allocations within their investment portfolios 
in order to keep pace with debt payments.  However, rate hikes by the Fed have helped to equate debt costs 
to bond yields in today’s investment environment, and healthcare organizations are now under less pressure to 
take risk within their portfolios to “earn” their cost of debt via risky investments. The fact that both stock price-
to-earnings ratios are near all-time peaks and bond spreads are near all-time tights also supports the rationale 
that now is not the best time for healthcare organizations to increase risk in portfolios.

Thus, it is advisable that healthcare organizations strengthen balance sheets, manage investment portfolios 
with the aim of supporting operations, and holistically invest with all of their investment pools in mind.  Given 
the market environment and where we are in the credit and revenue cycles, we recommend optimizing liquidity 
while being mindful of governance, regulations and acquisition due diligence.  Finally, we recommend keeping 
up with inflation by investing in certain equity-beta asset classes that may be classified as fixed income and 
maintaining a strategic, diversified asset allocation with a risk-adjusted return target that is appropriate for each 
organization’s unique asset and liability position.
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The sources of information used in this report are believed to be reliable.  Marquette Associates, Inc. has 

not independently verified all of the information and its accuracy cannot be guaranteed.  Opinions, estimates, 

projections and comments on financial market trends constitute our judgment and are subject to change without 

notice.  References to specific securities are for illustrative purposes only and do not constitute recommendations.  

Past performance does not guarantee future results. 

About Marquette Associates

Marquette Associates is an independent investment consulting firm that guides institutional investment programs 

with a focused client service approach and careful research. Marquette has served a single mission since 1986 – 

enable institutions to become more effective investment stewards. Marquette is a completely independent and 

100% employee-owned consultancy founded with the sole purpose of advising institutions. For more information, 

please visit www.marquetteassociates.com.


