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“Not Out of the Woods Yet”

Just a few short years ago, hospitals and health systems weathered
what many have called one of the worst years ever in healthcare —
2022. While providers have seen improvement in operating margins
and expense growth, the turnaround effort remains incomplete.
Higher labor and supply expenses are the new normal, and
patient volumes, while off their lows, have not returned to pre-
pandemic levels. However, the light at the end of the tunnel is
coming info focus. Recently, in a bid of faith, Fitch Ratings moved
their outlook for the nonprofit hospital sector to “neutral” from

"1 While “neutral” does not elicit much enthusiasm,

"deteriorating.
it is cause for optimism. Fitch projects operating margins and cash
flow to confinue fo improve and sees balance sheets offering
ample liquidity following recent equity market performance. On
balance, the operating environment is much improved from only
a short fime ago. Nonetheless, changes are afoot. What follow are

a few things Highland is watching as we move into 2025.
Republican Sweep

With control of both the White House and Congress, Republicans
will have substantial influence over U.S. healthcare in the coming
years. Hospitals and health systems should consider the potential
impact of the following policy decisions:

1. Affordable Care Act (ACA) subsidy expiration. ACA subsidies are
set to expire at the end of 20252 The subsidies lower the cost of
health insurance premiums for people who buy insurance through
the ACA marketplace. The Trump administration is not expected
to extend the subsidies. Essentially, premiums would increase, and
enrollment would drop, leading to a larger uninsured population.
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2. Trade and immigration policy. Just as supply and labor expense
growth appeared to be stabilizing, tariffs and a hard line on
immigration could put upward pressure on supply cost and labor
expenses for hospitals and health systems. Economists are largely
hopeful that the threat of tariffs is just a negotiating tactic from our
incoming president, but odds are high that tariffs will be applied
early and often in the new administration.
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3. Medicaid program cuts. Medicaid financing is expected yields. On the other hand, recent economic data has

to be reduced under the new administration. Strategies to
reduce Medicaid spending may include the adoption of a
block grant program and a reduction in federal matching
dollars. Providers should prepare for reduced Medicaid
payments going forward.

. Medicare Advantage (MA). Medicare enrollment has been
quickly moving to MA from traditional Medicare. In fact,
more than half of Medicare enrollees are now in MA plans.2
Look for the administration to continue to push for MA
adoption, which pushes Medicare toward privatization.?
MA has fraditionally been a lower-margin business for
providers, leading some to refuse to contract with MA plans.
In light of the continued fransition, we encourage hospitals
and health systems to reevaluate their MA business.

Portfolio Diversification

1. Public equity markets have provided a major boost to

nonprofit hospital’s liquidity profiles and balance sheets in
recent years. In both 2023 and 2024, the S&P 500 posted
returns of more than 23%. Portfolios have benefited greatly
from the rally, but, if history serves as a guide, equity returns
should be muted going forward. In fact, many notable asset
management firms have dropped their expected return on
domestic equity to approximately 5%, a far cry from recent
past. While Highland Associates is not quite as pessimistic,
we have dropped our projections for global equity returns
from 7.5% to 7% year over year. In summation, with equity
multiples toward the higher end of their historical range,
broadening the sources of risk within the portfolio may
make sense moving intfo 2025.

. Fixed income is more attractively priced, but risks remain.
Compared to starfing yields in years past, current rates
(U.S. 10-year Treasury at 4.60% at the time of this writing)
offer an attractive premium. While corporate spreads are
noticeably tight, investment-grade corporate debt and
freasuries offer both income and increased potential
as equity diversifiers compared with pre-pandemic

pointed to a strong underlying economy and persistent
inflafionary pressure. Of course, tariffs and immigration
policy could exacerbate inflationary pressure in the
system. If the Federal Reserve indeed pauses their interest
rate cuts oris forced to hike, interest rates would likely rise
meaningfully. All else equal, allocators might consider
upgrading the quality and weight of their fixed-income
portfolio — yields are relatively high, and the need for

insurance in an equity drawdown is paramount.

. Secondaries. We would encourage allocators to consider

looking to the secondaries market to fulfil their private
asset portfolio. Secondaries offer immediate exposure — no
J curve — and a chance to judge the underlying portfolio
of assetfs. In addition, managers and allocators have
both been wiling to part ways with private investments
at considerable discounts to NAV to rebalance and raise
cash. We believe the secondary market will confinue to
mature and become a bigger part of the conversation

moving forward.

. Hedge funds. 2024 was a strong year for hedge funds. The

asset class posted double-digit returns during the year?
While that pales in comparison with equities, we believe
hedge funds are positioned well on a go-forward basis
due to higher inferest rates. Higher rates are generally
associated with higher volatility in the market. Hedge funds
tfend to thrive in volatile environments as prices are more
likely to diverge. Also, short proceeds can be invested at
higher rates. With the need to diversify sources of risk within
the portfolio, hedge funds should get a look.

Operations

1. Providers are dealing with a shifting payer mix, as the share

of Medicaid and Medicare enrolment grew from 43% in
2019 to 45% in 20234 All else equal, this should drive net
patient revenue lower compared to years past.

2. Patfient demand has not rebounded to pre-pandemic

levels. Low volume confinues to be a headwind and
has caused a renewed focus on customer acquisition
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and retention. Providers have been considering alfering
their product and service lineup to meet specific market
conditions and competitive landscapes.

Digital platform investment. Patients are increasingly
comfortable with receiving healthcare from the comfort
of their home through digital means. Digital platforms can
include patient portal tools that help consumers schedule
appointments, view test results, access health records,
and receive provider communications, but they can also
support apps that connect consumers with monitoring
devices, symptom triage tools, and virtual visit services.
Cybersecurity measures. The transition to a digital
environment has opened healthcare organizations
to cyberattacks. Enhancing cybersecurity measures s
important not only for mitigating risks and protecting brand
reputation but also for safeguarding financial and brand

stability.®

1 “Nonprofit hospital outlook improves, but headwinds remain, Fitch Ratings

says” — Chief Healthcare Executive

2 "“The Health Care Credit Beat: Republican Red Wave a Net Negative For

Health Care” - S&P Global
3 "Hedge funds score double-digit returns in 2024" — Reuters

4 "What to expect in US healthcare in 2025 and beyond"” — McKinsey &

Company

52025 US health care outlook” — Deloitte Insights
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IMPORTANT DISCLOSURES: This publication has been prepared by the staff of Highland Associates, Inc. for distribution
fo, among others, Highland Associates, Inc. clients. Highland Associates is registered with the United States Security
and Exchange Commission under the Investment Advisors Act of 1940. Highland Associates is a wholly owned
subsidiary of Regions Bank, which in turn is a wholly owned subsidiary of Regions Financial Corporation. The
information and material contained herein is provided solely for general information purposes only. To the extent
these materials reference Regions Bank data, such materials are not infended to be reflective or indicative of, and
should not be relied upon as, the results of operations, financial conditions or performance of Regions Bank. Unless
otherwise specifically stated, any views, opinions, analyses, estimates and strategies, as the case may be (“views"),
expressed in this content are those of the respective authors and speakers named in those pieces and may differ
from those of Regions Bank and/or other Regions Bank employees and affiliates. Views and estimates constitute our
judgment as of the date of these materials, are offen based on current market conditions, and are subject to
change without notice. Any examples used are generic, hypothetical and for illustration purposes only. Any prices/
quotes/statistics included have been obtained from sources believed to be reliable, but Highland Associates, Inc.
does not warrant their completeness or accuracy. This information in no way constitutes research and should not be
treated as such. The views expressed herein should not be construed as individual investment advice for any
particular person or entity and are not intended as recommendations of particular securities, financial instruments,
strategies or banking services for a particular person or entity. The names and marks of other companies or their
services or products may be the tfrademarks of their owners and are used only fo identify such companies or their
services or products and not to indicate endorsement, sponsorship, or ownership by Regions or Highland Associates.
Employees of Highland Associates, Inc., may have positions in securities or their derivatives that may be mentioned in
this report. Additionally, Highland's clients and companies affiliated with Highland Associates may hold positions in
the mentioned companies in their portfolios or strategies. This material does not constitute an offer or an invitation by
or on behalf of Highland Associates to any person or entity to buy or sell any security or financial instrument or
engage in any banking service. Nothing in these materials constitutes investment, legal, accounting or tax advice.

Neither Regions Bank nor Regions Asset Management (collectively, “Regions”) are registered municipal advisors nor
provide advice to municipal entities or obligated persons with respect to municipal financial products or the
issuance of municipal securities (including regarding the structure, timing, terms and similar matters concerning
municipal financial products or municipal securities issuances) or engage in the solicitation of municipal entities or
obligated persons for such services. With respect to this presentation and any other information, materials or
communications provided by Regions, (a) Regions is notf recommending an action to any municipal entity or
obligated person, (b) Regions is not acting as an advisor to any municipal entity or obligated person and does not
owe a fiduciary duty pursuant fo Section 15B of the Securities Exchange Act of 1934 to any municipal entity or
obligated person with respect to such presentation, information, materials or communications, (c) Regions is acting
for its own interests, and (d) you should discuss this presentation and any such other information, materials or
communications with any and all internal and external advisors and experts that you deem appropriate before
acting on this presentation or any such other information, materials or communications. Source: Bloomberg Index
Services Limited. BLOOMBERG® is a frademark and service mark of Bloomberg Finance L.P. and ifs affiiates
(collectively "Bloomberg"”). BARCLAYS® is a frademark and service mark of Barclays Bank Plc (collectively with its
affiliates, “Barclays”), used under license. Bloomberg or Bloomberg's licensors, including Barclays, own all proprietary
rights in the Bloomberg Barclays Indices. Neither Bloomberg nor Barclays approves or endorses this material or
guarantees the accuracy or completeness of any information herein, or makes any warranty, express or implied, as
fo the results to be obtained therefrom and, to the maximum extent allowed by law, neither shall have any liability or
responsibility for injury or damages arising in connection therewith.
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