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EXECUTIVE SUMMARY

| am pleased to present the Annual Report for the Nebraska Investment Council for the year ending
December 31, 2@l The Council overseeb3 billion across 2 investment programs:

A $10.6billion in 4 defined benefit pension plans.

A $29 billion in 7 other retirement plans.

A$12 billion in 11 public endowments.

A $3.8billion in the Operating Investment Pool, the State's checklaukh ismanaged internally.
A $294.4 million in State funds managed by the University of Nebraska Foundation.

A $76 million in 3 State trusts.

A $4.2billion in 4 college savings plans

A $1.0 million inNebraska Enable, a new program for disability expenses.

The funds are spread among 58 investment firms and over 150 investments.

The termCouncilis used in several ways:

A TheCouncilis thesevesmember governing body including five private citizaepgpointed by the
Governor anatonfirmed by the State Legislature, ahoeeex-officio members: the State Treasyrée
Director of the Pubti Emplgyees' Retirement Systems.

ATheCouncilis an independent state agency with artember Investment Team.

AMost importantly, the Investmefouncilis theeighteerof us working together for the citizens of
Nebraska.

ABeginning January 1, 2017 tRérector of the Omaha School Employees Retirement System becomes
an exofficio member, bringing the Council to a total of eight members.

The Council is grateful for the support we receive from the Governor and other statewide elected
officials. We apprecite the interest and encouragement of state legislators, particularly the Nebraska
Retirement Systems Committee, Appropriations Committee and their staff. We value our close working
relationship with other state agencies, and the Nebraska Public EmpRet@esnent Systems staff and
board. Our mission sttent reflects our shared goals:

filt is the mission of the Nebraska Investment Council to prudently manage the funds entrusted to us by
the people of the State of Nebraska. We deliver investment mamagssneces to provide direct
financial benefit exclusively to the owners of these funds. We are committed to thorough, sound, and
informed analysis in order to achieve superior returns while maintaining prudent levels of risk.

The following Executive Sumary provides moverview ofour 2016 Annual Report. This summary
includes Council activity, 2016apital marketsand generabortfolio overviewincluding performanceon

the ten main Investment Program$he full Annual Report follows with detailed sector and manager
performance This report and a wealth of other information about the Nebraska investment program can
be found on th&ouncil website athttps://nic.nebraska.gav/Please contact me with anuestions you

have. | can be reached directly at 4¥2-2001 ormichael.waldemewman@nebraska.gov

Wcﬁ\a,ul Wordo —/\;%LQW\

Michael W. WalderNewman
State Investment Officer



Council Initiatives

The Council investment program remains solid and 2016 work produced resulkdaynthe Council
approved a new, improved $2 billion global equity portfolio. This was the result of an initiative launched
in 2015 to exanme the entire Council portfolio, asset class by asset class, using a "blank sheet" approach.
The procesgloes not snply target underperforming managers. We ask instdades the asset class

have a place in the portfolio? If so, what style? What weidltfat Structure?And finally, which
managers?

It was Council directed. We used over 20 existing and potentialtmeas firms as an extension of staff.
Together weexplored the strengths and weaknesses in tlmeermt structure, and potentidbr
improvement.We sent the best of the ideas to our consultant Aon Hewitt for analysis. Togegher
devisel a final structureand sele@dbestin-class managers to implement.

In August of last year we turned our attention to the rest of the public equity pértthBo$6 billion
invested in domestic and international equities. We have used the same blank sheet approagtaand by
end had again worked with over 20 different firms exploring options for improvement. We will bring an
improved, integrated equity structure to the Council for approval byyead 2017.This methodical
investment managemeptocesskeeps the portfali fresh and finguned. Without it, portfolios run the

risk of being based on yesterday's best practices and ideas, not tomorrow's.

2016 saw the transfer of the Omaha School Employees' Retirement System (OSERS) assets to the
Council effective January 1,027. TheState legislature first considered such a merger in 2015, and
approved it in March 2016. The Council and OSERS developed a transition plan effective July 1, 2016.
Cooperation and collaboration on all sides resulted in a very smooth transfer. SHRSOdirector
becomes a welcomed-@fficio member of the Council.

The Council's 2016 summer retr@adan annual policocused Council meetidgcoveed three critical

areas:

AFi xed 1 ncome | nv e s twithraganél of ouf mahayerdieh coFaed theccmaging

bond market landscape.

AR A Asset Liability Studp r ovi des the t ool s isktakad Witk its liahilitieset i r e m
says Council consultant Aon Hewitt. The Council conducts a study every three to five years. Our
consultant presented the results of the 2016 study.

ACouncil members and the State Investment Officer are bourBiaby law toact as fiduciaries for the

State and the beneficiaries of the assets we maiadeciary Responsibilityvas the focus of the last

session.

Audits improve accountability. The Council has a -firie internal auditor to ensure -going
compliance. The State Auditor also calls on Council staff to help prepare the comprehensive annual
financial reports for th&tate of Nebraska, and the pension and retirement plans. It seems the reporting
becomes more idepth each year. A significant amount of Council time is spent discussing the
investment program and preparing specific financial information.

Finally, the Caincil launches anew website in early 2017. This amonth effort will result in improved
transparency and public access.

-10-



Capital Markets Overview

Global equities provided positive returns over 2016, but there was a notable degree of regional

disparity. After a volatile year, the equity markets finished 2016 on an upbeat note. The Dow Jones U.S.
Total Stock Market Index, a broad measure for U.S. equities, returned 12.6% for the year. Developed
nonU.S. equities, as represented by the MSCI EAFE Index;ned 1.0% in 2016. The MSCI Emerging

Markets Index, a measure of emerging market equities, gained 11.2% during the year. Following Donald
Trumpbs election win in November, the U. S. Dol | ar
U.S. Dollar erded much of the gains made in other regional equity markets inte&lgi3. (In local

currency terms, the performance of developedWdh equity markets was nearly eight percentage points

better than it was in USEerms during 4Q.) Emerging market econesnimproved in 2016, mainly due

to rising commodity prices and economic stabilization in China.

Federal Reserve hikes benchmark rate and targets three further hikes in 201%igns of a stronger
economy alongside returning inflationary pressures prompeé&ederal Reserve ("Fed") to increase the
target for the Federal Funds rate t0-0.85% in December. Moreover, with the potential of the economy

to surprise on the upside, members of the Federal Open Markets Committee (FOMC) indicated that they
envisionel an additional three rate increases in 2017, in line with market expectations. Domestic fixed
income markets, as measured by the Bloomberg Barclays U.S. Universal Index, returned 3.9% during
2016.

Europe is showing improving economic conditions, howevegolitical risk remains ahead of a busy

20171 mmedi ately after the U.K.b6s referendu-mKdeci si o
region and the U.K. experienced a significant-e#ll European equity markets recovered rapidly,
however, erasip markto-market losses before the end of Q3. While Eurozone annualized GDP remained
unchanged at 2% at the end of the year, growth picked up in the manufacturing sector as the
manufacturing purchasing manager s ay Thawheamploymenyv e d f i
rate also broke through the 10% threshold for the first time in five years. That said, a high level of
uncertainty remains owing to the large number of geopolitical risk factors on the horizon, including
ongoing Brexit negotiations anGerman and French elections. Although the European economic
recovery remains intact, the European Central Bank extended their quantitative easing program until the
end of 2017.

Japanbés economy continues to st ut The Japaneseueconamy we a k e
posted anemic GDP growth throughout 2016. However, after six consecutive months of deflation,
inflation rose modestly in the fourth quarter of 2016. The weakening of the yen in the fourth quarter
provided a boost to the economy, parfiallr e st or i ng expor t egadyB0l6lavetsp et i t i \
The Bank of Japan made no changes to its monetary policy during 2016; as@figedapanese short

term interest rates remained in negative territory.

Emerging markets outperformed nonU.S. developed markets in 201@&merging markets benefitted

from the stabilization of oi l prices, Chinads 1in
monetary policy tightening. However, the recovery of emerging markets was threatened in the fourth
guarter by the strengthieig in the U.S. dollar and expectations of increased protectionism under a Trump
administration.

-11-



NEBRASKA INVESTMENT COUNCIL PORTFOLIO HIGHLIGHTS

H Defined Benefit Plans
1.7%

3.6% 1.3% H State & County Retirement
’7 Plans/Deferred Compensation Plan
& Operating Investment Pool
H Nebraska Educational Savings Plan
Trust
HENABLE Savings Plan
i General Endowment Funds
i Health Care Endowment Fund

i University Funds

12.6% u Miscellaneous Trusts

Transaction Summary

Beginning Net Investment Closing
Balance Contributions Results Balance
(millions of dollars)
Defined Benefit Plans $9,933 -$159 $847 $10,621
State & County Retirement Plans/ 2,714 - 27 231 2,918
Deferred Compensation Plan
Operating Investment Pool 3,922 - 207 57 3,772
NE Educational Savings Plan Trus 3,848 64 282 4,194
Nebraska ENABLE Savings Plan 0 1 0 1
General Endowment Funds 766 -8 68 826
Health Care Endowment Fund 377 -21 30 386
University Funds 287 -13 20 294
Miscellaneous Trusts 75 -2 3 76
2016 Totals | $21,922 -$372 $1,538  $23,088
2015Totals $21,962 -$ 227 $ 187 $ 21,922
2014 Totals 20,595 159 1,208 21,962
2013 Totals 17,769 372 2,454 20,595
2012 Totals 15,831 241 1,697 17,769
2011 Totals 15,578 112 141 15,831

The Nebraska Investme@ouncil manages the investments @fer 30different entities. Numerous
organizations may be included in an entity, such as the many separate departmentsGaivStataeent

in the Operating Investment Pool. These entities fall intatehenajor investment programdisplayed

above. For example, the pension plans foreiimployee®f the Schools, the State Patrol, and Judges have
similar characteristics and are grouped under ADe
County employees have different cheteristics and are listed separately. For all these entities, the

C o u n caesgorisibilities are primarily investment management. It does not determine the amount of
funds contributed to nor disbursed from the funds it manages

-12-



This report is intendetb provide an overview of the investment management activities atdbacil
All figures are believed to be materially accurate within the context of this report. Returns on all funds
managed byhe Councilarereported net of fees unless noted othsewi

DEFINED BENEFIT PLANS

The Defined Benefit Plans are comprised of the School Retirement System of the State of Nebraska, the
Nebraska State Patr ol Retirement Syst em, t he Neb
Schools Service Annuity FundFor these plans, the benefit is determined by formula and does not
depend on investment results.

School

U School Plan members contribute 9.78% of gross compensation to the retirement plan. This is
matched by the employer at 101%.
State Patrol

i Membershiredn or after July 1, 2016 f alll under ATi el
final average compensation for all members. Tier Two members contribute 17% of gross
compensation to the retirement plan. This is matched by the employer at 100%.

i Tier One memberghired before July 1, 20163ontribute 16% of gross compensation to the

retirement plan. This is matched by the employer at 1008. One members do have thgtion

to invest in thdDROP (Deferred Retirement Option).
Judges

U Judges hired oar after July 1, 2015 (Tier 2) contribute 10% ofcompensation. A $6 retirement
plan fee, as prescribed by law, is remittieygl district andcounty courts to assist in the funding of
retirement benefits.

U Judges hired on or after July 1, 2004 or Judgeselduied to participate in the provisions created
by LB1097 contribute 9% of compensatiotlpon reaching 20 years of service credit, this rate
decreases to 5%.

0 Judges hired before July 1, 2004 who elected not to participate in the provisions creatd@®y LB
contribute 7% of compensation. Upogaching 20 years of service credit, this rate decreases to
1%.

Plans as a Percentage of Total

1.6%
3.4% 5.0%

7.5%

Policy Asset Allocation

®U.S. Equity
H Global Equity

29.0%

LINon-U.S. Equity
H Fixed Income

1 Real Estate

95.0%
H Schools, 95.0% & State Patrol, 3.4% 30.0% 15.0%

H Private Equity
& Judges, 1.6% 13.5%
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Defined Benefit Plans
30%
20%
10%
o mm B e BN
1 Year 3 Year 5 Year 10 Year Since 7/1/83
1 Year 3 Year 5 Year 10 Year |Since 7/1/83

mDB Plans 8.6% 5.5% 9.4% 5.5% 9.0%

m Benchmark? 8.2% 5.1% 9.0% 5.4% 9.1%
*Thisis ablendedbenchmark As of October2015 31.5% of the DJ U.S. Total StockMarket Index, 15% of
the MSCI All CountryWorld IMI, 13.5% of the MSCI All CountryWorld ex-U.S. IMI, 30% of the fixed
incomecomponent6% of thereal estatecomponentand4% of the privateequitycomponent

The School Plan is the largest of the three ptateding $10.0 billion of the $10.6 billiorf95%) in the
Defined Benefit Plan. The Polidysset Allocation of the plan currently is listed above and it maintains a
57.5% to public equity, 30% fixed income, 5.0% to private equity, and 7.5% to private real estate.

During 2016 the Defined Benefit Plans experienae®.8% return compared to iteihchmark of 8.2%.
Thisis a improvemenf r om 20156s return of 1. 1%.

The following table outlines the Actuarial Report completed as of June 30, ZBi&6SchooPlan has a
funded ratio of 89.6% compared to 88.7% for the Patrol and 98.1% for the Jiatges p

\ School Patrol Judges Total

(millions of dollars)
June 30, 208/|Assets (actuarial valu|  $10,04€ $374 $ 165 $10,584
Liabilities (AAL) 11,207 422 168 11,797
Surplus -$1,161 -$48 -$3 -$1,212
Funded Ratio 89.6%% 88.7%%0 98.1% 89.7%%0

The DefinedBenefit Plans operate on a Julyi Dune 30 fiscal year. The State and County Plans (see
following) operate on a calendar year.

CASH BALANCE PLAN

Since January 2003, the accounts for all new employees who participate in the State and County
Retirement System Plans are automatically invested in the Cash Balance Plan. Members who participate
in the Cash Balance Plan do not make their own investntemtes. Contributions to these accounts
come from both the employee and the employer, and the rates are identical to those in the Defined
Contribution Plan. The assets are held in a trust fund which is managed @yuhel. Cash Balance
participants a guaranteed an annual interest credit rate which is defined in statute as the greater of 5% or
the federal migerm rate plus 1.5%. The interest credit rate is reset each calendar quarter.

The Cash Balance Plan hasteategythatis designed to mirrothe investment stragg of the Defined
Benefit Plans, so the asset allocation is the same as the Defined Benefit Plans.
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Although the asset allocation is the same as the Defined Benefit Plans, the annual investment return does
vary just slightly. During @16, the Cash Balance Plan experienced a return of 8.5 percent compared to
8.2 percent for the benchmark. This return is above the crediting rate earned by the participants during
the year.

Cash Balance Plan

30%

20%

10%

0% -
1 Year 3 Year 5 Year 10 Year Since 1/1/03
1 Year 3 Year 5 Year 10 Year | Since 1/1/03
E Cash Balance Plan 8.5% 5.5% 9.4% 5.4% 7.6%
m Benchmark 8.2% 5.1% 9.0% 5.4% 7.6%
Interest Credit Rate  5.0% 5.0% 5.0% 5.1% 5.2%

*This is a blendedbenchmark As of October2015 31.5% DJ U.S. Total Stock Market Index, 15% MSCI All Country World
IMI, 13.5% MSCI All CountryWorld ex-U.S. IMI, 30% of the Fixed Incomecomponentf% of the Real Estatecomponentand
4% of the PrivateEquity component

STATE & COUNTY RETIREMENT PLANS/ DEFERRED COMPENSATION PLAN

State Deferred Compensation Plan
&
State Patrol DROP Plan

State & County Retirement
Systems

31.3% 81.3%

& Deferred Compensation Plan, $183.7 million

= Defined Contribution, $843.1 million | State Patrol Drop Plan, $8.8 million

W] . illi
m Cash Balance, $1,850.0 million Mass Mutual, $33.4 million

Defined Contribution Plan

Prior to 2002, employees in the State and County Retirement System Plans only received the Defined
Contribution benefit. In December 2002 participants were given the option to remain in the Defined
Contribution Plan or transfeéo the Cash Balance Plan implemented in January 2003. LB 328 and LB
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916 passed in 2007 and 2012 respectively, which allowed Defined Contribution members another
opportunity to transfer to the Cash Balance Plan.

Members who remain in the Defined Contrilon Plan make their own investment choices based on the
funds offered. Contributions to these accounts come from both the employee and the emStyter.
employees are required to contribute 4.8% of their salfihe State matches the employee cbution

at the rate of 156%. County employees are required to contribute 4.5% of their salary. The county
matches the employee contribution at the rate of 150%. The account balance for both state and county
employees consists of accumulated contributfdas investment gains or losses.

State Deferred Compensation Plan, Mass Mutual OP and State Patrol Drop

Deferred Compensation Plan (current version)

The voluntary Deferred Compensation Plan for SEtwloyees offers the same investments as those

of fered in the State and County Retirement Syst
investment options of the State Deferred Compensation Plan and the State and County Defined
Contribution Plan provides a reduction in costs for participants makiluntary contributions.

Mass Mutual Deferred Compensation Plan (Previously Hartford)

In January 1, 1997, the investment management of the State Deferred Compensation Plan assets was
changed from Hartford Life Insurance Company to the Nebraka Invest@uwnicil with different
investment options. Contributions in the Hartford investmertionp were not allowed after the
transition. As of January 2, 2013, Massachusetts Mutual Life Insurance Company has acquired the
Hartford Retirement Plans Group.

Investment options with Mass Mutual consist of interest bearing deposits in the GermahtAglus a
large number of mutual funds. Some of the mutual funds are managed by Hartford, frequently using a
sub advisor. Some are manag&dther mutual fund companies.

Participants remaining in the Mass Mutual Deferred Compensation Plan cannobhemakentributions

into the plan, but may transfer their balances at any time to the current State Deferred Compensation Plan.
Given the absence of new cash flows, the Council expects the Mass Mutual investment options to lose
assets over time. AsofDeanber 31, 2016, Mass Mutual 6s bal ance
Deferred Compensation Plan & State Patrol DROP, compared to $38.1 million or 17.4% as of December
31, 2015.

State Patrol DROP

A retirement pay ment 0 p t in thenStake ®atrbl KRetiremebtPPRAMPROPI s av a
stands foDeferred Retirement Option Plan. The feature is voluntary and providay #or a Patrol Plan

member to receive a lurgum amount at retiremeint addition toan ongoing monthly retirement benefit,

in exchange for workingp to five more yearfut not beyond age 60yhe account will be invested by

the member using the 13 investment funds offered in the voluntary Deferred Compensation Plan (DCP).
The member assumes full responsibility for how the DRO¢bunt is invested and for any market gains

or losses.
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Asset Allocation

For both employee and employer contributions, a participant selects among thirteen investment funds
offered by the Plang.he Councilselects, monitors, and terminates, when necessary, these funds. Because
participants direct the investment of these contributions, the participant determines the allocation to each
of these funds.

The State Deferred Compensation Plan is voluntary artitipants may choose to invest their assets in

any of the available Defined Contribution investment funds. By offering the same investment funds for
both the Defined Contribution Plan (mandatory contributions) and the State Deferred Compensation Plan
(voluntary contributions), plan participants may find it easier to implement an integrated investment
strategy. Combining the investment options also provides a reduction in costs for participants.

Participants may choose to invest in eight individual imaestt funds, four premixed funds, or the Age

based option. Assets in the premixed funds are invested in several of the other fund offerings according to
target allocations. The Admased option utilizes these existing premixed funds to function togestizer a
Alife cycledo fund. This means that asset all ocat
member gets closer to retirement age. The target allocations are displayed for the premixed funds.

Conservative Premixed Fund
15.0% 16.0%

.0%

5.0%

60.0%

S&P 500 Index Fd. Small Company Stock Fd.
(International Stock Index Fd. Bond Market Index Fd.
Money Market Fund

Moderate Premixed Fund Aggressive Premixed Fund
25.0% 48.00¢
32.0% =
50.0%
15.0%
8.0%
0,
10.0% 12.0%
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