Nebraska 1526 K Street, Suite 420
I Lincoln, NE 68508
I ‘ ol e S r o e f T Phone: 402-471-2043
; Fax: 402-471-2498
I Louncl ‘ www.hic.nebraska.gov

TO: Patrick J. O'Donnell, Clerk of the Legislature Q A
FROM: Michael W. Walden-Newman, State Investment Offigs\r b/“U"
DATE:  September 19, 2018 \ V-

SUBJ: NEB. REV. STAT. §71-7611 SUSTAINABILITY OF HEALTH CARE TRANSFER

Neb. Rev. Stat. 871-7611 creates the Nebraska Health Care Cash Fund. The law
requires specified annual transfers into the fund from the Nebraska Medicaid
Intergovernmental Trust Fund and the Nebraska Tobacco Settlement Trust Fund. The
law also requires the state investment officer to advise the State Treasurer on the
amounts to be transferred to sustain such transfers in perpetuity; and to report to the
Legislature on or before October 1 in even-numbered years on the sustainability of the
transfers.

The Investment Council manages the Nebraska Tobacco Settlement Trust Fund and
the Nebraska Medicaid Intergovernmental Trust Fund in a combined pool: the Health
Care Endowment Fund.

The Nebraska Investment Council discussed at our July 19, 2018 meeting the
sustainability of the health care transfers. We received an excellent report from Liz
Hruska of the Legislative Fiscal Office "Nebraska Health Care Cash Fund and Related
Funds." We also asked our consultant Aon to study the sustainability of these transfers.
Aon presented its findings "Health Care Endowment Sustainability” at our July 2018
meeting, too. | attach both reports.

Aon's report indicates there is little the Council can do to reverse the downward trend
in median portfolio market value. It reinforces our concerns expressed in prior biennial
letters that spending exceeds investment income and will eventually deplete the fund.

CcC: Senator John Stinner, Chair, Appropriations Committee
Liz Hruska and Kathy Tenopir, Legislative Fiscal Office
Governor Pete Ricketts
Gerry Oligmueller, Director, Budget Division


http://www.nic.nebraska.gov/

71-7611. Nebraska Health Care Cash Fund; created; use; investment; report.

(1) The Nebraska Health Care Cash Fund is created. The State Treasurer shall
transfer (a) sixty million three hundred thousand dollars on or before July 15, 2014,
(b) sixty million three hundred fifty thousand dollars on or before July 15, 2015, (c)
sixty million three hundred fifty thousand dollars on or before July 15, 2016, (d)
sixty million seven hundred thousand dollars on or before July 15, 2017, (e) five
hundred thousand dollars on or before May 15, 2018, (f) sixty-one million six
hundred thousand dollars on or before July 15, 2018, (g) sixty-one million three
hundred fifty thousand dollars on or before July 15, 2019, and (h) sixty million four
hundred fifty thousand dollars on or before every July 15 thereafter from the
Nebraska Medicaid Intergovernmental Trust Fund and the Nebraska Tobacco
Settlement Trust Fund to the Nebraska Health Care Cash Fund, except that such
amount shall be reduced by the amount of the unobligated balance in the Nebraska
Health Care Cash Fund at the time the transfer is made. The state investment officer
shall advise the State Treasurer on the amounts to be transferred first from the
Nebraska Medicaid Intergovernmental Trust Fund until the fund balance is depleted
and from the Nebraska Tobacco Settlement Trust Fund thereafter in order to sustain
such transfers in perpetuity. The state investment officer shall report electronically
to the Legislature on or before October 1 of every even-numbered year on the
sustainability of such transfers. The Nebraska Health Care Cash Fund shall also
include money received pursuant to section 77-2602. Except as otherwise provided
by law, no more than the amounts specified in this subsection may be appropriated
or transferred from the Nebraska Health Care Cash Fund in any fiscal year.

The State Treasurer shall transfer ten million dollars from the Nebraska Medicaid
Intergovernmental Trust Fund to the General Fund on June 28, 2018, and June 28,
2019.

It is the intent of the Legislature that no additional programs are funded through
the Nebraska Health Care Cash Fund until funding for all programs with an
appropriation from the fund during FY2012-13 are restored to their FY2012-13
levels.

(2) Any money in the Nebraska Health Care Cash Fund available for investment
shall be invested by the state investment officer pursuant to the Nebraska Capital
Expansion Act and the Nebraska State Funds Investment Act.

(3) The University of Nebraska and postsecondary educational institutions
having colleges of medicine in Nebraska and their affiliated research hospitals in



Nebraska, as a condition of receiving any funds appropriated or transferred from the
Nebraska Health Care Cash Fund, shall not discriminate against any person on the
basis of sexual orientation.

(4) The State Treasurer shall transfer fifty thousand dollars on or before July 15,
2016, from the Nebraska Health Care Cash Fund to the Board of Regents of the
University of Nebraska for the University of Nebraska Medical Center. It is the
intent of the Legislature that these funds be used by the College of Public Health for
workforce training.

(5) Itis the intent of the Legislature that the cost of the staff and operating costs
necessary to carry out the changes made by Laws 2018, LB439, and not covered by
fees or federal funds shall be funded from the Nebraska Health Care Cash Fund for
fiscal years 2018-19 and 2019-20.

Source:Laws 1998, LB 1070, § 7; Laws 2000, LB 1427, § 9; Laws 2001, LB 692, § 18; Laws
2003, LB 412, § 8; Laws 2004, LB 1091, § 7; Laws 2005, LB 426, § 12; Laws 2007, LB322, § 19;
Laws 2007, LB482, 8§ 6; Laws 2008, LB480, § 2; Laws 2008, LB830, § 9; Laws 2008, LB961, 8§
5; Laws 2009, LB27, § 7; Laws 2009, LB316, § 19; Laws 2012, LB782, 8 125; Laws 2012, LB969,
8 9; Laws 2013, LB199, § 29; Laws 2014, LB906, § 18; Laws 2015, LB390, § 12; Laws 2015,
LB661, 8 32; Laws 2017, LB331, § 38; Laws 2018, LB439, § 9; Laws 2018, LB793, § 10; Laws
2018, LB945, 8 17.
Note: The Revisor of Statutes has pursuant to section 49-769 correlated LB439, section 9, with
LB793, section 10, and LB945, section 17, to reflect all amendments.
Note: Changes made by LB945 became effective April 5, 2018. Changes made by LB793 became
operative April 24, 2018. Changes made by LB439 became effective July 19, 2018.

Cross References
Nebraska Capital Expansion Act, see section 72-1269.
Nebraska State Funds Investment Act, see section 72-1260.
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A Report on the Nebraska Health Care Cash Fund and the
Related Medicaid Intergovernmental Trust Fund and the
Tobacco Settlement Trust Fund

Purpose

This report provides an overview of the Nebraska Health Care Cash Fund and related funds, the
Nebraska Tobacco Settlement Trust Fund and the Nebraska Medicaid Intergovernmental
Transfer Trust Fund.

The Health Care Cash Fund

The Nebraska Health Care Cash Fund receives funds from two sources -- the Nebraska
Tobacco Settlement Trust Fund and the Nebraska Medicaid Intergovernmental Trust Fund.
These funds will be described later in this report.

LB 692 passed in the 2001 Legislative Session provided the current policy framework for the
use of the Nebraska Health Care Cash Fund and established the tobacco settlement and
intergovernmental transfer funds as the two sources of revenue for the fund. The intent of LB
692 was to use the funds for health-related purposes.

Section 71-7606 states the purpose of the Nebraska Health Care Cash Fund:

(1) The purpose of the Nebraska Health Care Funding Act is to provide for the use of
dedicated revenue for health-care-related expenditures.

(2) Any funds appropriated or distributed under the act shall not be considered ongoing
entitlements or obligations on the part of the State of Nebraska and shall not be used to replace
existing funding for existing programs.

(3) No funds appropriated or distributed under the act shall be used for abortion, abortion
counseling, referral for abortion, or research or activity of any kind involving the use of human
fetal tissue obtained in connection with the performance of an induced abortion or involving the
use of human embryonic stem cells or for the purpose of obtaining other funding for such use.

(4) The Department of Health and Human Services shall report annually to the Legislature
and the Governor regarding the use of funds appropriated under the act and the outcomes
achieved from such use.

The state investment officer is charged with the responsibility of deciding the amounts to be
transferred from each fund, equal to the amount specified in statute. Every even-numbered
year, the State Investment Officer is also charged with reporting to the Legislature information
on the sustainability of the fund

The Legislature establishes in statute the amount in total to be transferred into the Nebraska
Health Care Cash Fund annually from the Intergovernmental Transfer Fund and the Tobacco
Settlement Fund. LB 331 passed in the 2017 Session, directs the State Investment Officer to
transfer first from the Medicaid Intergovernmental Trust Fund until that fund is depleted. The



amount transferred is based on statutory requirements and the appropriations set by the
Legislature. In FY 2017-18 an FY 2018-19, the transfer amount is $60,700,000.

LB 969 passed in the 2012 Session harmonized the handling of the funds in the Tobacco
Settlement Fund, Medicaid Intergovernmental Fund and the Health Care Cash Fund. Prior to
the passage of LB 969, the Tobacco Settlement Fund, Medicaid Intergovernmental Fund and
Health Care Cash Fund were handled in different and disjointed ways; some through transfers
into cash funds and others through appropriations. The different way in which funding was
accessed led to confusion when discussing the funds with policymakers. With the passage of
LB 969, the transfers were eliminated and all distributions are handled through appropriations
from the Health Care Cash Fund.

A new source of revenue was enacted in 2015. In LB 418 cigarette tax revenue that was
earmarked for the Nebraska Public Safety System was partially redirected to the Health Care
Cash Fund when those funds were no longer needed for the system. The allocation to the
Health Care Cash Fund is $1,250,000. Of that amount, one million was added to the biomedical
research funding and $200,000 for local public health departments in FY 2016-17. Also the
University of Nebraska Medical Center received $50,000 in one-time funding in FY 2017-18 for
public health workforce training.

Related Funds

Although the tobacco settlement and intergovernmental funds are called trust funds in
statute, they are not trust funds. Trust funds are assets held in trust and their use is
governed by the conditions of the trust. Neither the tobacco settlement nor the
intergovernmental transfer fund is governed by the conditions of a trust. Use of the
funds is strictly the prerogative of the Legislature.

Nebraska Tobacco Settlement Trust Fund

In 1998, Nebraska along with more than 40 other states and territories entered into a settlement
agreement with tobacco manufacturers. The basis of the settlement was reimbursement to the
states for additional Medicaid costs the states incurred treating smoking-related illnesses and
diseases.

The terms and conditions of the settlement are contained in the Master Settlement Agreement.
This agreement contains a schedule of payments the participating manufacturers are required
to make to each of the states in perpetuity. Payments are adjusted based on an annual inflation
and volume adjustment. Those payments are deposited in this Nebraska Tobacco Settlement
Trust Fund. The annual revenue from the settlement is approximately $36 to $37 million per
year.

The state must meet certain conditions of compliance contained in the Master Settlement
Agreement. The Attorney General is responsible for ensuring compliance. The Department of
Revenue assists with the compliance activity. Once the state receives the funds, there are no
restrictions on the use of the funds.

All states are required to enforce provisions of the settlement relating to Non-Participating
Manufacturers (NPM). Failure to comply with this provision can result in the loss of up to the
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entire MSA payment for any given year when a state has been determined to have not met the
enforcement requirements.

The balance in the fund as of June 30, 2018, is $451.9 million.
Nebraska Medicaid Intergovernmental Trust Fund

Until 2005, the federal government allowed states to establish disproportionate share pools for
publicly owned nursing facilities. Payments to the facilities in the pool were allowed to be
reimbursed up to the aggregate amount allowed under the Medicare upper payment limit. Since
Nebraska reimbursed the facilities at a rate lower than aggregate amount allowed under the
upper limit, a process was established to return the excess payments to the state. The State
General Fund was reimbursed in full. Each participating facility received $10,000 to cover
administrative costs and for an incentive to participate in the intergovernmental transfer process.

The excess federal funds were placed in the Nebraska Medicaid Intergovernmental Trust Fund.
Since this loophole allowed states to receive more federal Medicaid funds than the states’
respective match rates, the federal government phased out the process that enabled states to
take advantage of this loophole. Since the loophole was closed in 2005, the only revenue
source for this fund is investment earnings.

In the 2017 Session in LB 331, the Legislature directed the State Investment Officer to transfer
funds to the Health Care Cash Fund first from the Medicaid Intergovernmental Trust Fund until
such time as the fund is depleted. Also in LB 331, the Legislature requires the transfer of $10
million each year from the Health Care Cash Fund to the General Fund in FY 2017-18 and FY
2018-19. This was done to cover the revenue shortfall and assist in balancing the budget.

The balance in the fund as of June 30, 2018, is $25.9 million.
Sustainability Projections

The state investment officer is required to report to the Legislature on or before October 1 of
every even-numbered year on the sustainability of such transfers. The latest report by the
Investment Council is attached to this report or can be accessed on the Clerk of the
Legislature’s website at:
http://www.nebraskalegislature.gov/FloorDocs/104/PDF/Agencies/Investment Council/139 201
60915-171323.pdf

In 2016, Investment Council report to the Legislature showed the sustainability of the fund to be
at-risk at the current expenditure levels. LB 969 passed in the 2012 Session amended the
transfers into the Health Care Cash Fund, decreasing the amounts by five percent each year
starting in FY 14 though FY 16 then remaining at that level, thereafter. The bill also stated
Legislative intent that no new programs be funded through the Health Care Cash Fund until all
programs with an appropriation in FY 13 are restored to those funding levels. The transfer
amount was not decreased and the statute was amended to remove the language.

The Legislature will need to establish priorities for the fund and reduce the total amount of
spending from the Health Care Cash Fund if it is to address the sustainability issue provided by
the Investment Council.


http://www.nebraskalegislature.gov/FloorDocs/104/PDF/Agencies/Investment_Council/139_20160915-171323.pdf
http://www.nebraskalegislature.gov/FloorDocs/104/PDF/Agencies/Investment_Council/139_20160915-171323.pdf

Programs Funded Through the Health Care Cash Fund

The programs funded by the Health Care Cash Fund by budget programs in the FY 2017-18
and FY 2018-19 are shown below:

Activity FY 18 FY 19
1 Legislative Council 75,000 75,000
2 Attorney General Tobacco Settlement Enforcement 595,807 595,807
3 Revenue Auditor/Tobacco Settlement Enforcement 316,482 316,482
4 Gamblers Assistance 250,000 250,000
5 Tobacco Prevention and Control 3,070,000 2,570,000
6 Respite Care Regions Staff and Operating 1,214,643 1,214,643
7 EMS Technicians Regulation 13,688 13,688
8 Parkinson's Disease Registry 26,000 26,000
9 Behavioral Health Rate Increase 10,100,000 10,100,000
10 MH/SA Regions Service Capacity 7,500,000 7,500,000
11 Emergency Protective Service Funding 1,500,000 1,500,000
12 Public Health 5,705,000 5,705,000
13 Minority Health 3,095,000 3,095,000
14 FQHC patient counts 750,000 750,000
15 Children's Health Insurance Aid 6,835,700 6,835,700
16 Medicaid Smoking Cessation 450,000 450,000
17 Developmental Disability Aid 5,000,000 5,000,000
18 Stem Cell Research 450,000 450,000
19 Biomedical Research 15,000,000 15,000,000
20 Poison Control Center 200,000 200,000
21 Cannabidiol Study 250,000 250,000
22 LB 439 Inspection Staff (two years from the HCCF) 23,204
23 Continue the ADRCs (two years from HCCF) 935,094
Total 62,397,320 62,855,618
Current Transfer Amount (71-7611) 61,200,000 61,600,000
Current Transfer Amount (77-2602) 1,250,000 1,250,000

1. Legislative Council: This funding is provided for ongoing health-related research and
public policy development conducted by the Health and Human Services Committee.
Such funds may be used for, but shall not be limited to, hiring temporary legal research
assistance, consulting and research contracts. (Agency 3, Program 122) $75,000

2. Attorney General: The Attorney General is responsible for enforcement of the provision
of the Master Settlement Agreement. These funds are used to ensure compliance.
(Agency 12, Program 507) $595,807
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Revenue Auditor: Similar to the funding provided to the Attorney General, the revenue
auditor ensures compliance with the Master Settlement Agreement. (Agency 16,
Program 102) $316,482

Gamblers Assistance: LB 332 (2005) provided $250,000 of funding beginning in 2005-
06 for the compulsive gamblers assistance program. The intent was to use another
funding source to continue this level of support. A constitutional amendment to use
lottery funds for this purpose was defeated. The Legislature continued to fund the
program with the Health Care Cash Fund. The program was moved to the Department of
Revenue in 2013. (Agency 16, Program 164) $250,000

Tobacco Prevention and Control: The funding is used for a comprehensive statewide

tobacco-related public health program which includes, but is not limited to (1) community
programs to reduce tobacco use, (2) chronic disease programs, (3) school programs, (4)
statewide programs, (5) enforcement, (6) counter marketing, (7) cessation programs, (8)
surveillance and evaluation and (9) administration. (Agency 25, Program 30) $2,756,000

Respite Care: Aid to the six regional services area is provided for coordination of respite
services and direct funding of services as well. Of the $1,214,643 in total funds,
$404,643 is provided to the regional service areas for personnel and $810,000 for aid.
(Agency 25, Programs 033 and 347) $1,214,643

EMS Technicians: LB 1033 passed in 2002, authorized emergency medical
technicians-intermediate, emergency medical technicians and-paramedics to perform
out-of-hospital procedures in a health clinic or hospital when supervised by a registered
nurse, physician or physician assistant. An additional part-time investigator was funded
from the Health Care Cash Fund to handle additional investigations. (Agency 25,
Program 33) $13,688

Parkinson’s Disease Registry: The registry is the only statewide Parkinson’s registry in
the country. Originally funded with general funds, state law was changed in 2001
prohibiting general fund support and authorizing cash funds to pay for the registry. A
grant from the Michael J. Fox Foundation and another source covered the cost of
operations until it was exhausted. In 2009, an appropriation from the Health Care Cash
Fund was provided to cover the operating costs. (Agency 25, Program 33) $26,000

Behavioral Health Provider Rates: Behavioral health provider rates were increased in
Medicaid, the regions, juvenile justice and child welfare in FY 2002 and FY 2003 using
the Health Care Cash Fund. Since that time, no additional increase has been provided
from the HCCF. The original amounts are part of the base funding for each of these
programs. (Agency 25, Programs 38, 348, and 354) $10,100,000

Mental Health and Substance Abuse Treatment Service Capacity: This funding was
provided to increase service capacity by the mental health and substance abuse regions
and in the juvenile justice area. One million a year is earmarked for juvenile justice and
$6.5 million for the regions. It is now part of the base for both programs. (Agency 25,
Programs 38 and 250) $7,500,000

Emergency Protective Custody: Funding is provided to the mental health regions for
emergency protective custody services. It is part of the base funding for the regions.
(Agency 25, Program 38) $1,500,000



12 Public Health: Funding is distributed on a formula basis to the 18 local public health
departments to provide core public health functions include assessment and policy
development, prevention of iliness and disease, and assurance of services including
public health nursing, health education, and environmental health services. The
distribution formula is as follows:

a) $100,000 for three-county departments with a total population of 30,000 to 50,000

b) 125,000 to single-county departments or multiple-county departments with three or
more counties departments with a total population of more than 50,000 up to
100,000

c) $150,000 to departments with a total population of more than 100,000.

d) Any funding not distributed under the formula shall be equally distributed among all
departments receiving funding under the above formula distribution.

Funding cannot be used to replace existing county funding.
There is $100,000 for staff and operating expenses.

The appropriation increased in FY 2016-17 by $200,000 for state aid from the cigarette tax
revenue. (Agency 25, Program 33 and 502) $5,705,000

13 Minority Health: Minority health funding is for initiatives that target, but is not limited to,
infant mortality, cardiovascular disease, obesity, diabetes and asthma. It is distributed in
the following manner:

a) $1,526,000 is for counties in the first and third congressional districts with a minority
population equal to or exceeding 5%

b) $1,349,000 is divided equally among federally qualified health centers (FQHCs in the
Second Congressional District.

c) $220,000 is also provided for minority health satellite offices in the second and third
congressional districts.

(Agency 25, Program 33 and 502) $3,095,000

14 Federally Qualified Health Centers: This funding is for the seven community health
centers funded through Federal Program 330, Public Law 104-299, the federal Health
Centers Consolidation Act of 1996. Each center is to receive an amount to be distributed
proportionally based on the previous fiscal year's number of uninsured clients as
reported on the Uniform Data System Report provided to the United States Department
of Health and Human Services Bureau of Primary Health Care. (Agency 258, Program
502) $750,000

15 Children’s Health Insurance Program (CHIP): The state match for CHIP was initially
funded with $25 million from the Health Care Cash Fund. As the initial $25 million was
exhausted, the Legislature in FY 04 provided $1.3 million from the HCCF to bring the
total to $5 million. In subsequent years the appropriation was increased to $6,835,700
and is part of the base. Increases in the appropriations above this amount in the state’s
share of the program are picked up by the General Fund. (Agency 25, Program 344)
$6,835,700

16 Medicaid Smoking Cessation: LB 959 passed in 2008, appropriated funds to the
Medicaid Program for a state plan amendment to include smoking cessation as a
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Medicaid-covered service. Although the bill saved general fund dollars beginning in
2010, the initial funding needed to provide the services was paid from the Health Care
Cash Fund and is now part of the base. (Agency 25, Program 348) $450,000

Developmentally Disabled Services: LB 692, passed in 2001, added $3 million in

2001-02 and $5 million in 2002-03 to develop services for persons on the waiting list,
who had been waiting the longest for services. The $5 million is part of the on-going

base for the program. (Agency 25, Program 424) $5,000,000

Stem Cell Research: LB 606 passed in 2008, created the Stem Cell Research Act.
Grants are awarded to Nebraska institutions or researchers for the purpose of
conducting non-embryonic stem cell research. Originally the funding was $500,000. This
was reduced in 2010 to $450,000. (Agency 25, Program 621) $450,000

Biomedical Research: The University of Nebraska Medical Center, Creighton Medical
Center, the University of Nebraska and Boys Town Research Hospital are eligible for
this funding. Twenty-four percent of the appropriated funds shall be distributed annually
to the University of Nebraska, sixteen percent to Creighton and Boys Town combined.
Sixty percent is distributed to the eligible institutions based on the percentage of all
funds expended by such institutions from the National Institutes of Health of the United
States Department of Health and Human Services in the prior year as contained in a
certified report of such excluding any such funds expended for research involving the
use of human fetal tissue obtained in connection with the performance of an induced
abortion or involving the use of human embryonic stem cells. At least $700,000 of such
appropriated funds shall be used annually for research to improve racial and ethnic
minority health. In 2016-17, the amount increased by $1 million from the cigarette tax.
(Agency 25, Program 623) $15,000,000

Poison Control Center: The funding from the Health Care Cash Fund provides
$200,000 for the Poison Control Center at the University of Nebraska Medical Center.
Until 2003, Children’s Hospital covered the costs of operating the center. After they
decided they could no longer support it, the operations were moved to UNMC. Initially,
funding was provided from federal bioterrorism grants, Creighton Medical Center and
UNMC. When the bioterrorism funding decreased and Creighton withdrew support,
attempts were made to secure funding from other hospitals and insurance companies.
However, the other entities declined to contribute. UNMC requested funding from the
state so the poison control center could continue to operate. The services are provided
to individuals, medical professionals and hospitals free of charge and are documented to
save health care dollars through avoidance of emergency room visits and getting the
appropriate treatment to patients who are poisoned. (Agency 51, Program 781)
$200,000

Medical Cannabidiol Pilot Study: LB 390 passed in the 2016 Session requires the
University of Nebraska Medical Center to study the efficacy of cannabidiol to treat
patients with intractable seizures and treatment resistant seizures. The funding is time
limited; covering FY 2016 through FY 2019. (Agency 51, Program 751) $250,000

Nursing Services Surveyor: LB 439 made changes to the regulation of nursing
facilities which require an additional surveyor. This funding is for two years only. The



Health Care Cash Fund costs be paid from State General Funds beginning in FY 2021.
(Agency 25, Program 033) $23,204 in FY 2019 and $29,085 in FY 2020

23 Continuation of the Aging and Disability Resource Centers (ADRC): LB 793 continued
the ADRC pilots at the current level of funding and made the project permanent. The funding
from the Health Care Cash Fund is for two years only although the project is permanent. In FY
2021, the costs will be paid for the State General Fund. (Agency 25, Programs 33 and 571)
$613,912 in FY 2019 and $631,912 in FY 2020.
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Overview of Health Care Endowment

The Health Care Endowment includes two funds grouped together with the same asset allocation
policy:

- Nebraska Medicaid Intergovernmental Trust (3/31/2018 market value = $22.3 million)

- Nebraska Tobacco Settlement Trust (3/31/2018 market value = $402.9 million)

» The investment goals of the Endowment are twofold:
1) Provide funds for current spending needs
2) Increase the size of the portfolio to support future needs

= NIC determines asset allocation policy only (i.e., not distribution policy)

» Spending policy is determined by legislation; historically a fixed dollar amount rather than a % of
assets:

2005  $52.0 million | 2012  $56.3 million
2006  $52.0 million | 2013  $56.1 million
2007 $55.0 million 2014 $60.3 million
2008  $56.4 million | 2015  $60.4 million
2009 $53.6 million 2016 $60.4 million
2010 $56.1 million 2017 $60.7 million
2011 $59.1 million
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Overview of Health Care Endowment (Cont'd)

= Tobacco Master Settlement Agreement (MSA) payments received by the State of Nebraska each

year are contributed in to the endowment

» Forecasts for Tobacco MSA payments exist through 2035, though it should be noted that there is a

great deal of uncertainty in projecting these payments

— Additional detail on Tobacco MSA payment projections can be found in the Appendix of this

document

= NIC determines asset allocation policy; the endowment targets 75% return-seeking assets / 25%

risk-reducing assets

Policy Allocation

U.S. Equity 40.0%
Non-U.S. Equity 15.0%
Global Equity 10.0%
Real Estate 5.0%
Private Equity 5.0%
Fixed Income 25.0%
Total Health Care Endowment 100.0%
Projected Returns* 6.4%
Projected Volatility* 12.6%

*Based on AHIC CMAs

Proprietary & Confidential
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Overview of Health Care Endowment (Cont'd)

= The following two slides provide our forecasted market values for the Health Care Endowment
through 2035
- l.e., as far out as we have forecasted values for Tobacco MSA payments
= We provide forecasts on both a nominal and real (i.e., net of the impact inflation) basis
» |deally, real market value would remain stable (or increase) under the median scenario
- This would imply that the Health Care endowment could continue to provide the same level of
funding to the various programs it supports in the future as it does today
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Health Care Endowment — Future Market Value Forecast (Nominal)

Distribution of Nominal Market Values
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» As shown above, median forecasted market values decline over the next 17 years
- Median market value decline accelerates as the forecast progresses
» Under a “worst case” scenario (i.e., 95th percentile outcome), the endowment will be completely

spent down by 2032
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Health Care Endowment — Future Market Value Forecast (Real)

Distribution of Real Market Values
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» The exhibit above recreates the analysis on the previous slide on a “real” (i.e., net of inflation)
basis
= As shown, the median forecast suggests that in 2035 the Health Care Endowment will be worth
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approximately half of what is today (in today’s dollars)
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Health Care Endowment — How Should these Forecasts Impact
Asset Allocation Policy?

= From an asset allocation perspective, there is little that the Council can do to reverse the
downward trend in median portfolio market value that is illustrated on the previous slides
- The Health Care endowment is forecast to have net distributions of 6-9% of its market value
per year over the next 17 years
s Based on our current capital market assumptions, net outflows of 4-4.5% per annum are
at the top end of what an endowment can sustain while preserving real purchasing power
- Increased risk-taking could increase median forecasted endowment returns at the margin, but
could not bridge a 2-4% gap
* Increased risk-taking could also lead to the endowment being completely spent down
sooner in an adverse economic scenario
» Somewhat paradoxically, the Council may wish to meaningfully reduce risk within the Health Care
Endowment at some point in the future
- When it becomes clear that an endowment will not last into perpetuity, risk-taking is often
curtailed at some point to protect against unexpected asset depletion in the near term
% Tradeoff = shorter projected endowment life for more certainty that near term obligations
can be met

ebraska
Proprietary & Confldental II || \ﬂves rment AON

Investment advice and consulting services provided by Aon Hewitt Investment Consulting, Inc., an Aon Company. 8 ouncil Empower Results®



Health Care Endowment — How Should these Forecasts Impact
Asset Allocation Policy? (Cont'd)

= After forecasting future Endowment market values using alternative, more conservative asset

allocation policies, it is not clear to us that the Council should take action (i.e., reduce risk) now

Probability that
Real Market Value Probability that
of Endowment Median Endowment will In 95t Percentile

Will be Forecasted Real be Completely Outcome,
Maintained as of Market Value at Spent Down by Endowment Will
Year-End 2035 Year—end 2035 Year-End 2035 be Exhausted in...

Current AA Targets 27% $213 Million 15% 2032

Utilize 50-50 Endowment
AA Targets

Split the Difference (i.e.,
62.5% Return-Seeking)

10% $156 Million 1% 2034

19% $186 Million 13% 2033

= Should our base case (or below median) forecast ultimately be realized, the Council will likely want
to reduce risk within the Health Care Endowment at some point in the coming years

»  “When” will depend on 1) the Council’s risk tolerance, 2) how far out Endowment distributions are
appropriated to the various entities that the Health Care Endowment supports, and 3) the ability of
those entities to withstand a funding shortfall

= We are happy to revisit this analysis periodically to assist the Council with this decision

I \nveg(?nen AON
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Appendix |: Health Care Endowment Cash Flow Forecasts

Proprietary & Confidential

Year
2018
2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031
2032
2033
2034
2035

Estimated Contributions

$35,885,863
$35,885,863
$35,505,473
$35,131,669
$34,764,447
$34,403,805
$34,049,745
$33,702,266
$33,361,376
$33,027,082
$32,699,392
$32,378,319
$32,063,877
$31,756,082
$31,454,954
$31,160,515
$30,872,789
$30,591,804

Estimated Distributions

$72,100,000
$71,350,000
$60,450,000
$60,450,000
$60,450,000
$60,450,000
$60,450,000
$60,450,000
$60,450,000
$60,450,000
$60,450,000
$60,450,000
$60,450,000
$60,450,000
$60,450,000
$60,450,000
$60,450,000
$60,450,000

Investment advice and consulting services provided by Aon Hewitt Investment Consulting, Inc., an Aon Company. 11

Net Distribution

($36,214,137)
($35,464,137)
($24,944,527)
($25,318,331)
($25,685,553)
($26,046,195)
($26,400,255)
($26,747,734)
($27,088,624)
($27,422,918)
($27,750,608)
($28,071,681)
($28,386,123)
($28,693,918)
($28,995,046)
($29,289,485)
($29,577,211)
($29,858,196)
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Appendix Il: Additional Detail on Tobacco MSA Payment Projections™

» The table below represents the most recent estimates of Tobacco Master Settlement Agreement
payments to be received by the State of Nebraska.

Nebraska MSA Payment Projections - 2 scenarios

3% Infl. Adj.
4% Vol. Adj. Scenario A Scenario B
Total Est. Annual MSA Total Est. Annual MSA
Payments (excl. Payments (assuming $5
Fiscal Year adjustments) million adjustments/credits)
2019 40,885,863 35,885,863
2020 40,505,473 35,505,473
2021 40,131,669 35,131,669
2022 39,764,447 34,764,447
2023 39,403,805 34,403,805
2024 39,049,745 34,049,745
2025 38,702,266 33,702,266
2026 38,361,376 33,361,376
2027 38,027,082 33,027,082
2028 37,699,392 32,699,392
2029 37,378,319 32,378,319
2030 37,063,877 32,063,877
2031 36,756,082 31,756,082
2032 36,454,954 31,454,954
2033 36,160,515 31,160,515
2034 35,872,789 30,872,789
2035 35,591,804 30,591,804
*Source: Nebraska Department of Administrative Services -- State Budget Division II Nebraska Am
Proprietary & Confidential II ‘n\/e Srm e r—w
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Appendix Il: Additional Detail on Tobacco MSA Payment Projections™
(Cont’'d)

» The estimates include two scenarios. Scenario A assumes there is no Non-Participating
Manufacturer, or NPM, adjustment or other significant credits allowed to participating
manufacturers that would reduce the amounts owed. Scenario B assumes a level of NPM
adjustments and credits allowed of $5 million is applied each year. It should be noted that there is
a great deal of uncertainty in projecting Tobacco Master Settlement Agreement payments. The
NPM adjustment, disputed amounts, and credits allowed to participating manufacturers are very
difficult to estimate as little of any certainty is known in advance about the factors that led to these
adjustments. However, Nebraska has seen the actual amounts received consistently under the
projected amounts by about $5 million annually and the factors allowing for the reductions,
primarily the market share loss of cigarette products sold by the participating manufacturers, are
not abating. For these reasons, scenario B is the more likely of the two scenarios presented.

» One cautionary note—if at any point Nebraska is found to have not diligently enforced the NPM
escrow provisions of the MSA, it could result in a complete loss of the MSA payment for Nebraska
(though that is a worst case scenario).

*Source: Nebraska Department of Administrative Services -- State Budget Division II aska Am
Proprietary & Confidential II ‘ n\/e S m @ n
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Appendix Il: Additional Detail on Tobacco MSA Payment Projections™
(Cont’'d)

NOTES:

A. While the Master Settlement Agreement provides that the payments will continue in perpetuity, only
the next 17 years through 2035 are shown in this analysis.

B. The payment projections make certain assumptions about cigarette consumption and the rate of
inflation. If the rate of increase in the CPI-U is higher than the assumption, the actual payments could
be higher. Likewise, if cigarette consumption varies from the assumption, the payments could be
higher or lower. And, if more consumption shifts from Participating Manufacturers to Non-
Participating Manufacturers, the payments could be lower.

C. The projections ignore the possibility of default by any Participating Manufacturer. If experience is
any indication of the future, some of the Participating Manufacturers, especially the smaller ones, are
likely to fail to pay, go out of business, and/or file bankruptcy. The projections also ignore back
payments and interest, but such amounts tend to be quite marginal relative to the total. Finally, the
projections do not include any assumptions regarding future distributions from the dispute account.

D. The annual estimates in both scenarios are based on the following assumptions:
1. Annual Inflation Adjustment of 3.0% (the minimum adjustment pursuant to the MSA)

a) For example, actual CPI-U growth for calendar year 2017 was 2.11%
which resulted in application of the 3% minimum for the FY 2017-18
payments.

2. Annual Volume Adjustment of 4.0% (Source: NAAG)

a) The actual volume adjustment to be applied for any one year is not typically
known until March or April of that year. The volume adjustment over the last
fifteen years has averaged 3.995%.

*Source: Nebraska Department of Administrative Services -- State Budget Division II Am
Proprietary & Confidential II ‘ n\/e S m @ n
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Appendix Ill: Future MV Forecasts Using MSA Payment Projection
“Scenario A”

* |n our modeling, we based estimated in-flows into the Health Care Endowment on MSA Payment
Projection “Scenario B”, given guidance that this scenario was the more likely of the two scenarios

presented
= On the following slides, we reproduce our future market value forecasts for the Health Care

Endowment using MSA Payment Projection “Scenario A” for the sake of completeness

b5 2o AON
Proprietary & Confidential ‘ n\/e S m e m
Council Empower Results®

Investment advice and consulting services provided by Aon Hewitt Investment Consulting, Inc., an Aon Company. 15 II



Appendix Ill: Health Care Endowment — Future Market Value
Forecast under MSA Payment Projection “Scenario A” (Nominal)

Distribution of Nominal Market Values
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» As shown above, median forecasted market values increase over the next 17 years
» Under a “worst case” scenario (i.e., 95th percentile outcome), the endowment will be completely
spent down by 2035

Proprietary & Confidential
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Appendix Ill: Health Care Endowment — Future Market Value
Forecast under MSA Payment Projection “Scenario A” (Real)

Distribution of Real Market Values
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» The exhibit above recreates the analysis on the previous slide on a “real” (i.e., net of inflation)
basis
= As shown, the median forecast suggests that in 2035 the Health Care Endowment will be worth

approximately 75% of what is today (in today’s dollars)
Nebraska A
II Investment ON

Proprietary & Confidential I :
Investment advice and consulting services provided by Aon Hewitt Investment Consulting, Inc., an Aon Company. 17 COU ﬂCl' Empower Results®



	Health Care Endowment Sustainability.pdf
	Health Care Endowment Sustainability
	(This page left blank intentionally)
	Slide Number 3
	Slide Number 4
	Slide Number 5
	Slide Number 6
	Slide Number 7
	Slide Number 8
	Slide Number 9
	Appendices
	Appendix I: Health Care Endowment Cash Flow Forecasts
	Appendix II: Additional Detail on Tobacco MSA Payment Projections*
	Appendix II: Additional Detail on Tobacco MSA Payment Projections* (Cont’d)
	Appendix II: Additional Detail on Tobacco MSA Payment Projections* (Cont’d)
	Slide Number 15
	Slide Number 16
	Slide Number 17


