NEBRASKA INVESTMENT COUNCIL

1526 “K” Street, Suite 420, Lincoln, NE 68508
Phone (402) 471-2043  Fax (402) 471-2498

September 30, 2014

Patrick J. O’Donnell
Clerk of the Legislature
2018 State Capitol
Lincoln, NE 68509

Re: Sustainability of Health Care Transfer
Dear Mr. O’Donnell,

Revised Neb. Statute Sec. §71-7611 states in part: “The state investment officer shall report to the Legislature on or before October 1
of every even-numbered year on the sustainability of such transfers.” To fulfill this requirement, attached to this letter is a projection
for the Health Care Endowment Fund (Fund) for the next ten years prepared by the Council’s investment consultant. In addition, the
Appendix provides a projection of the Net Distribution amounts through 2035 if the legislated annual distribution amount (transfer) is
maintained at the current level of $60.1 million.

At the current pace of spending the projections suggest that there is a high probability that the Fund transfers are not
sustainable indefinitely. The Fund earning cannot keep pace because a significant portion of the earnings are being used to
cover a growing negative distribution amount and not reinvested. The Appendix shows that legislated distributions (transfers) at
the current level exceed contributions by $18.0 million in 2015 and by 2035 the shortfall rises to $25.7 million. In FY 2015 the
projected amount available for reinvestment is $5.5 million. In FY 2024 the dollar amount available for reinvest is projected to be only
$3.5 million. 100% of the annual tobacco settlement distribution is being used to fund the annual transfer.

There also is a high probability that the corpus of the Fund will decline in the next ten years and beyond. As the tobacco
settlement distributions decline the time will come when it will be necessary to distribute not only the earnings but also the corpus of
the Tobacco Settlement Trust Fund to make the transfers. The Medicaid Intergovernmental Trust which no longer receives
contributions is already being depleted because the annual transfer exceeds the investment return.

The projections show that at the 50™ percentile of forecast investment outcomes, the Fund balances are expected to decline by $30
million. There is at least a 50% probability that the Fund balances will decline even more over the next 10 years. There is no
possibility that the $60.1 million annual transfer can be increased to offset inflation to maintain its purchasing power.

The current asset allocation is 75% equity/25% fixed income. This is an aggressive asset allocation intended to grow the corpus of the
Fund through reinvesting earning to make it sustainable and provide growth. It would not be prudent to take on more investment risk
in hopes of growing the Funds faster.

It is critical to note that the projected contributions are subject to political and economic changes. Accordingly, the projected
contributions may change over this time period. Transfers are sustainable in each of the next ten years by only by utilizing most
of the investment income and at the expense of maintaining the longer term viability of the Fund.

Sincerely,

—N‘~ %
Jeffrey W. States
State Investment Officer
Attachment; Health Care Endowment Update

Cc: Governor Heineman
Gerry Oligmueller, Director, DAS Budget Division
Senator Campbell, Chair, Health and Human Services
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