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If you're in the healthcare industry, it's likely you have been involved in a merger (or three).
Merger and Acquisition (M&A) activity has long been prevalent in the healthcare industry
as a path to drive financial and clinical efficiencies. However, there’s one potential benefit
that gets little attention: the efficiencies that can be achieved by combining investment
programs.

NEPC has worked alongside several healthcare systems as they have navigated complex
mergers, consolidations, and/or acquisitions. This guide will discuss some of the advantages
and challenges of these mergers, with a particular focus on how healthcare systems can
ensure they are taking the right steps to optimize their investment programs along the
way.

THE SUCCESS SHORTLIST - LAYING THE GROUNDWORK FOR
IMPLEMENTATION

EXHIBIT 1: SPECTRUM OF INTEGRATION

Every merger triggers a litany Your new entity’s vision will vary depending on the type

of operational challenges as

healthcare systems must combine —
their physical, human and Stand-Alone Integration Fully Integrated

technological assets. The legacy

organizations need agreed-upon = Selected corpo_rate = Certain key functions = All areas and processes

. T . . and staff functions or processes get are merged and
strategic priorities and timelines can be consolidated merged and consolidated
that allow for adaptation - and i consolidated

. . = All strategic and day- = All management
that should include the investment to-day operations = Strategic planning decisions for the two or
programs. and decision-making and monitoring of more systems are
remain autonomous the function gets integrated

Early development and adoption and decentralized centralized

of the integration plan is crucial

so that execution can begin soon

after the deal is closed. Detailed below are several key decisions on investment programs
that we believe contribute to a successful merger.

1. Start from a shared vision. Building consensus among participating organizations on
key strategic considerations is important. This critical first step is also a prudent time to
decide on investment directives and goals for the combined entity, such as incorporating
Diversity, Equity and Inclusion (DEI) and/or environmental, social and governance (ESG)
factors into the investment process.
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2. Affirm governance structure. Establishing the appropriate governance structure
and roles and responsibilities among the investment committee, staff and investment
consultant are vital to achieve success. For example:

Investment Committee: Determine the overall size of the committee and
clarify who has authority over select areas/topics. Document the roles for the
board and/or finance committees, as well as which decisions (such as asset
allocation and selection of investment consultant) will be made by the committee
and which (such as manager selection) by the staff or investment consultant.

Staff: Determine staffing structure carefully because it may be the most
important investment-related decision you make in generating efficiencies.
You'll need to determine who will lead the investment function, the size of the
staff, and which decisions the staff will make. In our experience, turnover in
leadership personnel is a key risk in any type of M&A transaction, but it can
become acute in a full-integration merger (Exhibit 1). The more quickly the
staffing structure can be identified, the greater the probability of maintaining
stability in this key area. Postponing this decision or maintaining duplicate staff
for an undefined time can be stressful for all parties involved and could delay
achieving some of the merger goals.

Investment Consultant: Identify whether you want a single consultant to
handle all aspects of the investment program, or multiple specialists. Also,
choose how you want to engage the consultant - do you prefer them to take on
a traditional advisory role, or to act in an outsourced chief investment officer
(OCIO) capacity? Numerous factors must be weighed in this decision, including
the organization’s desired level of involvement and availability and skills of
internal resources (staff).

3. Integrate the custodian. The custodian may not seem like a critical consideration
in a healthcare merger, but failure to determine the appropriate structure, for instance,
unitized accounting or a pooled structure, may become a source of lengthy delays within
the merger timeline. We advise clients to make decisions about integrating the custodian
right after selecting the investment consultant. Doing so can bring to the surface any
issues related to the location of assets, the authority over those assets, and how gains and
losses will be allocated to affiliated entities — before they impact your merger timeline.

4. Document the governance structure. Codifying the governance structure is a
critical step to ensure that the roles and responsibilities of all parties are clearly outlined,
understood and verifiable. This is typically achieved by adopting an investment policy
statement for each underlying plan and/or an investment charter for the combined
organization. The development of these documents can be modeled from prior documents
of the merging entities and/or samples provided by the investment consultant.

5. Document and communicate. Remarkably, clearly conveying your plan of action
to all stakeholders often falls through the cracks. Our experience indicates that
communication and frequent updates outlining the vision and projected timeline early
in the process significantly reduce future bottlenecks. After every meeting, document
what was reviewed, what was agreed on, and what next steps are required. These simple
steps can help keep the consolidation on its timeline.

ACHIEVING SYNERGIES IN INVESTMENT PORTFOLIOS DURING HEALTHCARE M&A | 3



6. Delegate. Identifying support member roles and streamlining the decision-making
process may be helpful in alleviating the heavy workload placed on key personnel. For
example, delegating manager selection to a small investment sub-committee, staff and/
or investment consultant may free up valuable time for board and investment committee
members.

A STEP-BY-STEP FRAMEWORK FOR ADDING VALUE THROUGH
IMPLEMENTATION

Many of NEPC'’s healthcare clients have undertaken M&A activities; our role is primarily
focused on providing investment recommendations for the combined entity and helping
facilitate the process. To do that job well, we've developed our OneSystem Framework to
guide clients through an integration plan that generates immediate benefits while setting
up the organization for long-term success. We believe there are many advantages to
following the framework outlined below (Exhibit 2).

EXHIBIT 2: NEPC’'S PROPRIETARY ONESYSTEM FRAMEWORK

OBJECTIVES
= Align financial and investment goals Step 5: Approvals
. ; ) Approve investment policy

= Establish streamlined infrastructure statement(s); manager
= Implement a customized investment solution selection/consolidation
= Realize economies of scale Step 4: Enterprise Risk Modeling

Can drive efficiencies such as better manager access and D Incorporate key financial metrics as part

potential cost savings relative to separate programs* of framework for setting the asset

allocation

Identify single entity financial goals and risk tolerance

C] Step 3: Identify the System’s Financial Goals
(margin sensitivity, debt rating, days cash on hand)

C] Step 2: Infrastructure Set-Up
Investment oversight transitioned to a single provider, single
custodian platform; begin to streamline manager roster

Step 1: Governance

Establish joint Investment *Potential cost savings depend on structure pursued vs. prior
Committee structures; no savings are guaranteed

1. Immediate consolidation gains. Combining investments into a smaller number of
investment providers can often lead to meaningful cost savings and institutional price
breaks. An illustration of these gains is reflected in Exhibit 3 below, which highlights
potential cost savings across custody and investment management fees. Additional cost
savings may be generated by leveraging a transition manager and/or existing investment
managers to guide the organization through the portfolio consolidation process. A key
learning from our past work with clients is that early realization of efficiencies is possible,
provided the governance structure and decision-making authority have been established.

2. A clearer view of risk. NEPC believes conducting a comprehensive financial risk
assessment (or enterprise risk assessment) is a critical early step to helping assess the
combined organization’s overall risk profile, and its ability to take risk in the investment
portfolio(s). NEPC’s Enterprise Risk Model (ERM) links asset portfolios, operating
objectives, debt financing and rating agency considerations as a critical step in our
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portfolio construction process. The insights generated from this analysis inform vital
decisions relating to investment exposures, debt consolidation (or debt retirement) and
pension risk.

3. Planning structures that reduce long-term costs. NEPC’s OneSystem Framework
cultivates efficiencies by thoughtfully streamlining financial structures. For example,
master trusts can be established for larger healthcare systems integrating smaller
affiliated hospitals, thereby creating a framework that can be leveraged for future
integration efforts. This approach has proven to generate long-term time savings for
staff, which are realized during each subsequent consolidation event.

MEASURING AND REPORTING SUCCESS

One of the advantages of focusing on financial and investment considerations early on
in a consolidation process is that it allows for the opportunity to swiftly quantify gains.
Those gains can then be measured and reported to boards, investment committees and
business leaders, often at critical junctures during an integration effort. These tangible
wins can boost morale and sustain the energy needed to tackle other complex challenges
that lie ahead. The illustration below reflects an actual outcome of NEPC’s work in
partnership with a healthcare client.

EXHIBIT 3: CREATING A SIMPLER, MORE EFFICIENT INVESTMENT
STRUCTURE

Similar exercises may also result in overall lower investment program fees.

SYSTEM A

Custodian A/Advisory A

10 Investment Strategies

CONSOLIDATED SYSTEM

Single Custodian/Advisory

Benefit from economies of scale
Custodian fee break on combined assets

Fewer Investment Strategies

Streamlined and simplified portfolio
Negotiated investment management fee breaks

Custodian B/Advisory B 4 *May result in overall lower investment
20 Investment Strategies . LEELELT UEES

CONCLUSION

There has been a lot written about how M&A can achieve valuable efficiencies of scale
when it comes to, for example, the high costs of information technology and personal
protective equipment. Much less is written on achieving synergies among the investment
portfolios. This is an oversight. As an experienced investment consultant for numerous
major health systems, we have seen compelling evidence that financial and investment
gains can be among the easiest, and earliest, to achieve in a consolidation. If your
organization has discussed the possibility of a merger or acquisition, reach out to your
NEPC consultant or Kevin Novak and Nedelina (Nina) Petkova to see how our intuitive
checklist, sample case studies, and our models and tools can help you achieve success.
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NEPC, LLC is an independent investment consultant and private wealth advisor,
serving 391 retainer clients and $1.1 trillion in total assets. Combining a proprietary
research team dedicated to the long-term challenges facing investors with our unique
client-centric model, NEPC builds forward-looking investment portfolios for healthcare
institutions. NEPC currently consults to over 45 healthcare organizations representing
over $110 billion in plan assets. Over 40% of our Healthcare clients have been part of
M&A activity in the last 5 years. To learn more about NEPC’s healthcare team and how
we can help you, please visit NEPC.com.

DISCLAIMERS AND DISCLOSURES

e Past performance is no guarantee of future results.

e All investments carry some level of risk. Diversification and other asset allocation techniques
do not ensure profit or protect against losses.

e The information in this report has been obtained from sources NEPC believes to be reliable.
While NEPC has exercised reasonable professional care in preparing this report, we cannot
guarantee the accuracy of all source information contained within.

e The opinions presented herein represent the good faith views of NEPC as of the date of this
report and are subject to change at any time.
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