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Navigating the Low Rate Environment for
Health Care Organizations

NAT KELLOGG, CFA, ASSOCIATE DIRECTOR OF RESEARCH

Despite the recent increase in long-term interest rates, the low rate
environment is now more than four years old and continues to create

challenges for investors. While interest rates are notoriously volatile
(as shown in Exhibit 1) the current low rate environment and negative real yields on risk free securities is unprecedented
in its duration. Given the Federal Reserve’s clear indication that it will not raise interest rates until there is a substantial
drop in unemployment or increase in inflation, it appears the current low rate environment is unlikely to change in the
near future. While this creates challenges for all institutional investors, it creates a unique set of challenges for non-profit
health care organizations (“"HCOs").

Exhibit 1: Interest Rate Environment
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Since HCOs issue debt they have benefitted to some degree from the fall in interest rates over the last decade as the
cost of capital for most HCOs has dropped. As the chart in Exhibit 2 shows, interest rates on fixed rate municipal debt
issued by HCOs with investment grade ratings fell between 200 and 250 basis points over the past decade. However,
the challenge facing HCOs today is that the yield on a low risk, diversified fixed income portfolio - as measured by the
Barclays Capital Aggregate Index (“BarCap Agg”) - dropped considerably more than the corresponding drop in HCOs'
debt costs.

Exhibit 2: Health Care Municipal Debt Yields
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Consequently, HCOs can no longer invest their operating assets in a conservative mix of liquid fixed income securities
and easily cover their cost of debt. As we demonstrate in Exhibit 3, the spread of earnings on operating assets compared
to liabilities has been consistently negative since the onset of the financial crisis.

Exhibit 3: Asset/Liability Spreads
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This conundrum is forcing hospital staff and boards to rethink their capital structure and the asset allocation of their
operating assets. At Marquette, we believe there are a number of options available, but some make more sense than
others given the current interest rate environment and our investment outlook.

One potential solution is to reduce the cost of debt. Most HCOs have this option available to them through the issuance
of variable rate debt. Variable rate demand notes (“VRDN") are floating rate securities that reset on a weekly basis.
Given the current low rate environment, such floating rate debt is very cost effective. However, there are implicit costs
associated with issuing VRDN that make them a less attractive solution to the low rate conundrum. To begin with, they
are demand notes so they must be collateralized either by a bank line of credit or self-funded by the HCO with high
quality, very liquid securities. The first option increases the overall cost of issuing VRDNs and the second option fails to
solve the problem because the lower cost of debt is offset by the low current yield on short-term risk-free assets needed
to self-fund the VRDNs. HCOs that use a significant amount of VRDNs in their capital structures also run the risk of
mismatching short term floating rate liabilities with longer duration fixed rate assets. Given that yields are low and likely
to rise, this asset-liability mismatch threatens to be particularly toxic if rates were to jump suddenly, as rising rates would
increase the cost of liabilities while simultaneously driving down the value of the operating assets.

The other primary method by which to trim the total cost of liabilities is to simply shrink the balance sheet. HCOs with
solid credit ratings, strong asset coverage ratios, and ample liquidity may find that it makes sense to maintain a smaller
balance sheet if their operating assets earn less than their debt costs. While we believe this is an appropriate measure
for some HCOs it is not a cure all for the entire industry. First, lower rated HCOs do not have this flexibility given they
operate closer to their debt covenants, and cannot afford a downgrade. Also, HCOs typically need to issue municipal
debt in conjunction with a project so many of them lack the ability to optimize their balance sheets on a real-time basis.
HCOs are also under immense pressure with the implementation of the Affordable Care Act (“ACA") to lower costs,
increase capacity and deliver better patient outcomes. Achieving these goals requires investments in facilities, software
and equipment that are often a better use of capital than simply paying down debt. Lastly, as non-profit entities, many
of our HCO clients feel a moral obligation to better serve their community and constituents. As a result, investment is
often a preferred use of capital to balance sheet optimization

The last, and we believe the best, way to address the current low rate environment is to increase the rate of return
on operating assets. Most HCOs have very conservative portfolios due to covenant restrictions along with staff and
trustees’ focus on using the operating assets to support operations. Historically, this made sense, since there was no
need to reach for return when a conservatively invested portfolio covered an organization’s cost of debt and provided
excess earnings that could be reinvested back into the organization. Today, HCOs must construct more diversified
portfolios and consider new asset classes to increase the expected return on their operating assets while keeping a close
eye on risk. While increasing return is important, HCOs are focused on delivering care and at no point should increasing
the risk of the investment portfolio put an HCO's principle mission at risk.

At Marquette we believe there are a few asset classes that provide a good fit for HCOs looking to increase the expected
return of their operating assets without introducing too much risk. Our recommendations incorporate increased return
as well as an emphasis on risk constraints:

¢ Diversified Fixed Income: the most straight forward approach to increase return without adding undue risk to an
HCO's operating asset pool is to diversify the fixed income portfolio. More specifically, we believe that adding
bank loans is an appropriate way to limit interest rate risk and increase expected return. It is also important to
note that while this increases the credit risk in the portfolio, benchmark centric fixed income portfolios have
tilted more towards Treasuries over the last five years due to the increased issuance of government debt in the
wake of the financial crisis. Therefore, we believe benchmark focused fixed income portfolios are particularly
well suited to handle some increase in credit risk. Global bonds also provide added diversification, though
yields have fallen so far that they currently offer more diversification than yield differential. While these are
good first steps it is important to note that monetary policy in most of the developed world is extremely loose,

! |
| 4 MarquetteAssociates Navigating the Low Rate Environment for HCOs September 2013 3



R
~

which has lowered real returns on fixed income securities across the globe. Thus, further diversification of
existing fixed income portfolios by itself does not appear to offer a comprehensive solution for most HCOs.

* Increase equity allocation: not surprisingly, the most obvious means by which to increase the return of the
overall portfolio is a higher allocation to equities. However, given the risk constraints of most HCOs' operating
assets there are limits to how much equity exposure can be tolerated. One of the best ways to address this
is with a low volatility equity mandate. Marquette made the case for low vol investing in our October 2012
Newsletter “The Case for Low Volatility Investment Strategies”. Low volatility mandates have successfully
generated returns over a market cycle equal to broad equity market benchmarks with a material (roughly one-
third) reduction in volatility. These mandates are subject to high tracking error when compared to a traditional
equity benchmark, but appear to be a uniquely good fit for HCOs given their focus on limiting drawdowns while
still generating attractive returns.

* Real Estate: HCOs that can allocate to less liquid investments in their portfolios should also consider adding
open-end real estate. Real estate adds an attractive current yield and provides investors with some degree
of inflation protection, as the value of real estate tends to appreciate roughly in line with inflation. However,
private real estate allocations only have quarterly liquidity, are occasionally subject to redemption queues, and
are often treated as a Level lll asset by auditors and rating agencies. Thus, real estate is a good option, but may
not be appropriate for all HCOs.

We believe these suggestions can help HCOs improve the risk and return metrics of their portfolios, especially in light
of the current market environment. All of these suggestions should increase the return potential of the operating
assets without adding an unnecessary amount of risk. These additional allocations should also respond reasonably well
to higher interest rates, helping to offset the interest rate sensitivity of the overall portfolio. The last five years have
presented an unprecedented set of challenges for HCO staff and boards. We believe the ideas presented above will
help better position organizations for the next five. ®

PREPARED BY MARQUETTE ASSOCIATES

180 North LaSalle St, Ste 3500, Chicago, lllinois 60601 pHone 312-527-5500
CHICAGO I BALTIMORE | ST. LOUIS wee marquetteassociates.com

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 three-point 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.
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http://www.marquetteassociates.com/Research/Newsletters/Newsletter/tabid/162/ArticleID/277/The-Case-for-Low-Volatility-Investment-Strategies.aspx

