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granted the state millions of acres of land to be held in trust for the

“benefit of schools.” Today, the state still owns 2.5 million acres of
school trust land, which is managed by the Department of Natural Resources
(DNR). Income produced from the land is invested by the State Board of
Investment (SBI), and the proceeds ($30 million in 1997) are distributed each year
to public schools.

W hen Minnesota joined the Union in 1858, the federal government

In May 1997, the Legidative Audit Commission directed usto evaluate the
performance of DNR and SBI relative to school trust land. We found that DNR
generally manages school trust land the same way it manages al land under its
jurisdiction. While in many casesthat is appropriate, given DNR'’s overall natural
resource management responsibilities, in some instances it may inappropriately
result in lessincome being generated for schools. We urge DNR to reconsider
some of itsinternal management policies and report to the Legidlature regularly
on the status of its management activities. The Legidature, which has not aways
given consistent direction to DNR on trust fund issues, could benefit from better
information and analysis from DNR. We aso recommend that the Commissioner
of Finance be added to the Permanent School Fund Advisory Committee to
provide better oversight of DNR.

We aso found that the past policy of investing school trust fund dollarsin fixed-
income securities instead of stocks serioudly limited the growth of the principal of
the fund over the past decade. We support SBI’s current policy of investing more
of the fund in stocks and recommend that the L egidature consider statutory and
congtitutional changes to maximize the fund’ s future growth.

This report was researched and written by Susan Von Mosch (project manager),
Tom Walstrom, and Mary Jackson. We received the full cooperation of the staff of
the Department of Natural Resources, the Department of Finance, and the State
Board of Investment.

Thisisasummary report. The full evaluation, entitted School Trust Land
(report #98-05), may be obtained from the L egidative Auditor, Centennia Office
Building, First Floor South, 658 Cedar Street, St. Paul, MN 55155 (telephone
612/296-4708). Thefull report isalso available at our Internet Web
site—http://www.auditor.leg.state.mn.us/pe9805.htm.
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SUMMARY

Revenue from
the Per manent
School Fund
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for K-12
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hen Minnesota became a state in 1858, the federal government granted

it sections 16 and 36 of every township, or their equivalent, for the

benefit of schools.* The Minnesota Contitution established the
Permanent School Fund (PSF) to ensure along-term source of funds for public
education in the state. The PSF consists of the accumulated revenues generated
from theland. The state holds the land and accumulated revenues from the land
in trust for the benefit of public schoolsin Minnesota.

The Department of Natural Resources (DNR) is responsible for managing school
trust land, much of which had been sold by the mid-1880s. DNR currently
manages about 2.5 million acres of school trust land.

The principal of the Permanent School Fund consists of cash generated from the
trust land.> Incomeis primarily earned from land and timber sales, land leases,
and minera royalties. The State Board of Investment (SBI) is responsible for
investing the PSF principal, which had a market value of about $437 million on
June 30, 1997. Interest and dividend earnings are distributed to school districts
each year. During the 1995-96 school year, nearly $31 million (lessthan 1
percent of al state revenuesto K-12 schools) was distributed to schools.

In May 1997, the Legidative Audit Commission directed our office to study the
state’ s management of school trust land and the Permanent School Fund. We
asked the following questions:

How has DNR managed the school trust land given itsfiduciary
responsibilitiesrelated to the Minnesota Constitution and state laws?

How does DNR balance itsfiduciary responsbilities to the Permanent
School Fund with itsnatural resour ce management responsibilities?

What returns havetimber sales, mining rents and royalties, lakeshore
and other leases, and land salesrealized for the principal of the PSF?

Do DNR’sadministrative costsreflect the actual costs of managing
school trust land?

1 Theorigina federal school land grant consisted of 2.9 million acres of land. The state late r
added swampland and other land grants to the original grant for atotal of 8.1 million acres.

2 Theprincipa of the PSF does not include the value of the trust land.
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How does Minnesota’'s oversight of school trust land management
comparewith other states? Could another unit of government
manage Minnesota’ s school trust land mor e cost-effectively than
DNR?

How hasthe State Board of Investment invested the PSF principal?
What rates of return have been earned?

To answer these questions, we used severa different DNR databases to examine
the characteristics of Minnesota school trust land, estimate the value of timber on
commercial forest trust land, and analyze timber sales. We interviewed staff from
the Department of Natural Resources, the State Board of Investment, Minnesota
county land departments, and land management and fund investment agenciesin
other states, and members of the Permanent School Fund Advisory Committee.
Wereviewed literature, state laws, and case law related to management of school
trust land.

BACKGROUND

Thefederal government’ s grant of land to Minnesota “for the use of schools’ and
the state' s acceptance of the grant created atrust. * When the State of Minnesota
accepted the terms and conditions of the federal land grant, it accepted the
position of trustee for public schoolsin Minnesota. The trustee relationship
extends to the Minnesota L egidature, DNR, SBI, and other state officials who
make decisions affecting the trust. DNR officialstold us that their actions as land
management trustees are often constrained by conflicting legidative direction and

The state has limited funding.
afiduciary _ _ o ,
respon Sbil ity We recognize that the |ntere§ts of the trust can coinci de.W|th the general interests

. , of the state, and that state actions are often consistent with the interests of both the
for Minnesota’'s trust and the general public. Nevertheless, state officials need to be mindful that
school trust when their actions affect school trust land, they have special obligations.
land and the According to our interpretation of case law, the trust status of the federal school
PSF. grant land imposes obligations and constraints on how the state may manage

school trust land that would not apply if the state held the land outright. The same
fiduciary principles that govern the administration of private trusts apply to
trustees of school trust land and funds. Case law emphasizes that the trustee’ s
primary responsibilities are to manage the trust in the interests of current and
future beneficiaries.* The basic long-term objective of the trust should be to
generate as much revenue as possible to aid public education.

3 Atrustisaright of property held by one party, atrustee, for the benefit of another.

4  There have not been any court cases on the nature of the trust relationship in Minnesota. W e
examined cases from federal district courts and circuit courts of appeals that would be appl icable
to Minnesota.
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Minnesota' s 2.5 million acres of school trust land are located primarily in the
northern part of the state, as shown in Figure 1. More than 92 percent of school
trust land islocated in 10 counties; Koochiching, St. Louis, Itasca, Lake, Cass,
Aitkin, Cook, Beltrami, Roseau, and Hubbard. School trust land represents 46
percent of the 5.4 million acres of state-owned, DNR-administered land in
Minnesota.

Table 1 shows that about 1.9 million acres of trust land are in state forests, state
parks, wildlife management areas, and other DNR management units. The
Division of Forestry manages 94 percent of the school trust land: 67 percent of
thetrust land that isin state forests and another 27 percent that is not located in
any management unit.

Minnesota has about 2.5 million acres of mineral rights on school trust land and
about 1 million acres where the state has * severed minera rights.” Severed
mineral rights occur when the state sells the land but retains the subsurface rights.
Since 1901, the state has reserved mineral rights when state-owned land is sold.

The PSF principal receives income from economic activities on trust
land—mining rents and royalties, land sales, and forest management activities,
which include timber sales and leasing of trust land. We found that:

Since 1986, mining rents and royalties and land sales accounted for 84
per cent of the land management revenues added to the PSF principal,
whiletimber salesand leasing of trust land accounted for 16 per cent of
therevenues. In 1996 and 1997, these thr ee sour ces each accounted
for about one-third of revenues added to the PSF.

Figure 2 shows the revenues from land management activities added to the PSF
principal since 1986. Management of school trust land contributed about $41
million to the PSF between 1986 and 1997, or an average of $3.4 million per year.
Mining rents and royalties have provided the most stable source of revenue,
generating an average of $1.4 million in revenues each year. Net revenuesto the
PSF from timber sales and land leases increased from zero in 1991 to nearly $1.7
million in 1997. The lack of net revenues from timber sales prior to 1992 was the
planned result of DNR implementing a reforestation policy. Trust land sales, most
notably the legidatively-initiated sale of lakeshore lots, represented an increasing
revenue stream starting in 1988 and will continue for 20 years as payments are
received.

DNR'SMANAGEMENT OF SCHOOL TRUST
LAND

In 1985, the Legidature adopted the following goal for management of school
trust land:
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Figure 1: School Trust Land in Minnesota, 1997
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Table 1: Estimated School Trust Acres by DNR
Management Unit

Trust Land Percent of
Management Unit Acres Trust Land
State Forests and Campgrounds 1,737,123 67%
Wildlife Management Areas 85,681 3
Scientific and Natural Areas 51,000 2
State Parks 5,745 o
Riverways 756 *
Water Access 2,880 il
Subtotal 1,883,185 73
Outside of Management Units 706,800 27
Total 2,589,985 100

NOTES: Data represent DNR'’s estimate of total school trust land acres in each management un it.
The total acres add to a number greater than the total acres of school trust land because some p  ar-
cels are in more than one management unit.

** = Less than 1 percent.

SOURCES: Department of Natural Resources, MIS/GIS Section, unpublished data, June 1996; Di  vi-
sion of Parks and Recreation; Scientific and Natural Areas Program.

Figure 2. Permanent School Fund Net
Income from Land Management, 1986-97

Dollars (in millions)

$7 4
6 -
W Land Sales
5 -
E Mining
4 1
L Forestry
3 -

1986 1988 1990 1992 1994 1996

SOURCES: Office of the Legislative Auditor analysis of Department of Finance, Statewide
Accounting System Estimated Actual Receipts Reports, 1986-95, and MAPS Revenue Summary
Reports, 1996-97.
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It isthe goal of the permanent school fund to secure the maximum long-
term economic return from school trust lands, consistent with the fiduci -
ary responsibilities imposed by the trust relationship established in the
Minnesota Constitution, with sound natural resource conservation and
manggenent principles, and with other specific policy provided in state
law.

In addition to maximizing the long-term economic return, this goal allows DNR to
manage school trust land to serve the public benefit by providing recreationa
opportunities, wildlife habitat, and other values consistent with natural resource
management principles. If trust land is used for purposes that either restrict or
prohibit revenue generation, DNR has recognized that it should seek a method of
compensating the trust for the foregone revenues.

Our review of DNR palicies shows that:

DNR appliesthe same broad natural resour ce management policies
contained in state law to all types of state-owned land, including school
trust land. Consequently, sometrust land ismanaged to securea
maximum long-term economic return, while other trust land is
managed for natural resource purposesthat do not generaterevenues.

State laws governing the management of forestry, minerals, parks and recrestion,
and other resources generally apply to all state-owned land, including school trust
land. School trust land is managed according to the plans for the management
unitinwhich itislocated. In some cases (timber sales and mineral leasing), the
plans are consistent with the goal of securing the maximum long-term economic
return from trust lands. In other situations (state parks and wildlife management
areas), managing for natura resource considerations has the potentia to restrict or
prohibit economic activities on trust land.

We aso found that:

In some instances, DNR applies mor e rigorous standardsfor revenue
generation on trust land than on other state-owned land.

For example, DNR requiresthat all leases on trust land be charged a cash rental.
This means that some contracts allowed on other types of land are excluded from
trust land.

Forest M anagement

All school trust land is not of equal value and does not have the same capacity to
generate revenue for the trust. The Division of Forestry maintains aforest
inventory database that we used to describe the characteristics and estimate the
value of timber on commercial forest trust land. We found that:

5 Minn. Sat. §124.079.
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About 1.5 million acres (67 percent) of the 2.2 million acres of trust
land in thetimber inventory are classified as commercial forest
availablefor timber harvest.

About two-thirds of the commercial forest trust land (963,000 acres) has an
“excellent/good” timber productivity and one-third (528,000 acres) has
“medium/poor” timber productivity. The remaining forest trust land (746,000
acres) is unlikely to yield commercially viable timber harvests becauseitis. (1)
commercial forest land that is not available for harvest because of policy
considerations (shoreline setbacks, old growth timber); (2) unproductive because
it isinaccessible and swampy; (3) not stocked asforest land; or (4) used for
agricultural, industrial, or recreational purposes.

The Minnesota Constitution and state law allow DNR to deduct the costs of
managing school trust forest land from the revenues earned by thisland. Timber
salesfrom trust land represent the bulk (about 85 percent) of the forest
management revenues, but 50 percent of the revenues from lakeshore lot leases
and revenues from other leases of school trust land are also used to finance forest
management costs.

From 1983 until 1992, forestry management costs for school trust forest land
exceeded revenues earned from that land and no income was deposited in the
Permanent School Fund. According to DNR, prior to 1983 funding did not permit
the department to reforest trust land located outside of state forests. This created a
large backlog of forest improvement work (such as reforestation) for subsequent
years. In 1992 and thereafter, revenues from managing school trust forest land
have exceeded costs (see Figure 3).

Figure 3: Forestry Management
Revenues, Costs, and Deposits to the
PSF, 1986-97

Dollars (in millions)
7 f—

6 + Revenues

1+ /\De;(-

0 1 1 1 1 1 1 1 1 1 1 1
1986 1988 1990 1992 1994 1996

SOURCE: Department of Natural Resources, Division of Forestry, Trust Fund Transfer
Certification Reports, 1986-97.
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Forestry management costs eligible for reimbursement include fire protection,
improvement, administration, management, and forest road congtruction and
improvement.® We examined how DNR determinesiits costs for managing trust
forestry land and we concluded that:

Overall, the methods used to allocate for estry management coststo
trust land arereasonable, but DNR should consider alternative
methods of allocating costsfor fire protection and recreation
management.

DNR uses anumber of methodsto alocate its forest management costs to the
trust. The bulk of the costs—managing timber sales and reforestation—are
allocated based on the percentage of total timber sale revenues that are generated
from trust land. We think using the trust’s proportion of timber sale revenuesisa
reasonable way to allocate the actual forest management and improvement costs

incurred.
DNR’s methods
of allocati ng DNR provides fire protection services on over 22 million acres of land—about 2.5
most for estry million acres of school trust land, 2.9 million acres of other state-owned land, and
management more than 17 million acres of other public and private land. The costs of fire
protection are allocated on a per acre basis. Since school trust forest land
costsare represents about 10 percent of the land receiving fire protection, DNR allocates 10
reasonable. percent of itstota fire protection costs to school trust land. However, only about

7 percent of the fires over the past 10 years occurred on al state-owned land.
Since school trust land represents about half of state-owned land, it could be
assumed that roughly 3.5 percent of al fires (or about half of what occurred on all
state-owned land) occurred on trust land. Probably fewer than 3.5 percent of fires
occurred on trust land because only 2 percent of the all fires occurred in the
counties where trust land is concentrated. Some fire costs are associated with the
number of fires, however, DNR believes that the costs of fire prevention and
suppression on trust land may be greater than the number of fires would suggest.
We recommend that:

DNR should reexamineits cost allocation for fire protection to
determineif a different method could more closely reflect the actual
cost of protecting trust land.

DNR currently include the revenues and associated management costs from
recrestion management (primarily state campgrounds) in the Forest Suspense
Account. From 1992 to 1997, the costs charged for recreation management have
exceeded the revenues. The Legidature and DNR should consider whether costs
for recreation management should continue to be paid from trust revenues.

With DNR’ s assistance, we estimated the net income likely to be produced from
commercial forest trust land over the next 40 years. Like any model, our estimate
of timber value relies on a number of smplified assumptions. For example, we
assumed that the state and the trust’ s share of the total timber harvest would
remain the same over the 40-year period asit istoday. We estimate that:

6 Minn. Stat. 816A.25, subd. 5.



SUMMARY

Thenet return
on asset value
from timber
sales has been
lessthan one
percent in
recent years.

XVii

If DNR forestry management costsdo not grow faster than inflation,
the estimated accumulated net income from timber on trust forest land
over the next 40 yearswill be between $186 million and $305 million in
1998 dollars.

These estimates are sensitive to assumptions about DNR'’ s forestry management
costs. If DNR management costs increase at arate of 2 percent more than
inflation over the next 40 years, then the estimated present value of net income
from timber decreases to between $93 million and $213 million. These estimates
of the timber harvest for trust land are similar to rough estimates of the value of
commercid forest trust land provided by DNR. Valuing trust commercia forest
land at $300 million, the return on asset value from timber sales on school trust
land has been less than 1 percent in recent years. DNR hopes past investmentsin
reforestation and forest management will increase future returns.

We aso examined what portion of timber sale activity is generated from school
trust land. Timber sales on trust land accounted for over 50 percent of both the
volume and value of state-owned timber sold between 1986 and 1996. Between
1955 and 1980 the state sold 67 percent of its timber by volume through
noncompetitive sales. An earlier study found that this was aless effective way to
sall timber and generate revenue than auction sales. * Our analysis shows that:

Between 1986 and 1996, DNR sold the majority of state-owned timber
through auctions.

The volume (in cords) of state-owned timber sold by auction increased from about
44 percent in 1986 to 97 percent in 1996. DNR increased its use of auctions for
timber sales on both trust and other state-owned land. Although research
indicates that sealed bid auctions generate higher sale prices than oral bid
auctions, we found that:

Sealed bid auctions comprised a very small proportion of total
auctions between 1986 and 1996.

DNR conducted 7,696 timber auctions between 1986 and 1996, but only 116 (less
than 2 percent) were sedled bid auctions. Although few in number, a higher
percentage of sealed bid auctions (89 percent) sold above the appraised value than
oral auctions (56 percent). DNR does not use explicit criteriato select what tracts
will be sold using sealed bids. The department has been reluctant to use sedled
bids because they are perceived to involve higher administrative costs. To
potentially receive higher prices for state-owned timber, we recommend that:

DNR should analyze the costs and benefits of increasing the use of
sealed bid auctions.

We did not evaluate the Division of Forestry’ s overal management of
Minnesota’ s timber resources, but we think that a study of DNR’s timber
management policies and practices, management costs, and timber appraisal and
stumpage pricing methods may be timely.

7 Office of the Legislative Auditor, Evaluation of State Timber Sales (St. Paul, 1982), 20-22.
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Minerals M anagement

The Divison of Minerals administered about 3.4 million acres of school trust
mineral rightsin 1997. Trust land mineral rights represented 28 percent of the
12.4 million acres of state-owned minera rights. In addition to iron ore and
taconite leases, which have dominated Minnesota’ s mining activities, DNR
administers metallic minerals, peat, and industrial mineral leases. We found that:

School trust land accounted for about one-third of all acresof state-
owned mineral rightsleased and about one-fifth of all revenuesfrom
state mineral leasesin 1997.

School trust land accounted for about 11,300 acres (35 percent) of the 31,837
acres of leased state mineral rightsin 1997. Mineral revenues from school trust
land generated about $1.6 million, or 22 percent of total revenues from mineral
leases on state-owned land. The cost of mineral management on school trust land
isfinanced with a Genera Fund appropriation, not from trust land minera
revenues.

The exact nature and location of Minnesota’ s mineral resources is unknown, o it
is not possible to develop an estimate of the value of those resources. Without
knowing the estimated va ue of the minerals, we are not able to calculate areturn
on asset value for DNR’ s mineral leasing activity on school trust land.

Other Management Unitsand Areas

School trust land is located in state parks, wildlife management areas, scientific
and natural areas (SNAS), and other DNR units that manage land to provide
recreational opportunities and protect critical habitats. Management policies of
these units have the potential to restrict or prohibit economic activities on trust
land. Both the Minnesota Legidature and DNR have generaly recognized the
need to compensate the PSF for the lost revenue potentia of thisland.

About six In the past, DNR has compensated the trust for lands that could not generate

per cent of ) income by purchasing trust land, exchanging trust land for other state-owned land,
trust land is or paying lease fees for the use of trust land. For instance, in 1992 DNR

in areasthat exchanged over 5,300 acres of trust land in state parks valued at $1.1 million for
prohibit other state-owned land of smilar value. DNR has a so used some of itsland
revenue acquisition money to acquire trust land in SNAs and wildlife management aress.

gener ation for In spite of these efforts, we estimate that:
thetrus. - 1n 1997, there wer e about 150,000 acres of trust land in DNR
management unitsor usesthat prohibited revenue generation.

Table 2 summarizes the distribution of these acres, representing about 6 percent of
al school trust land. In addition, between 85,000 and 95,000 acres of trust land
arelocated in wildlife management areas (WMAS), which may limit the revenue
generating potential of the land. While DNR policies acknowledge the idea of
compensating the PSF when revenues are diminished, we found that:
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Table 2: School Trust Land in Uses That Prohibit
the Generation of Revenue, 1997

Use Estimated Acres
State Parks 5,060
Peatland Scientific and Natural Areas 51,000
Boundary Waters Canoe Area Wilderness 93,260
Estimated Total 149,320

SOURCES: Department of Natural Resources, Divisions of Parks and Recreation, Fish and Wild
life, and Forestry.

DNR hasnot given a high priority to compensating the trust fund for
thetrust land in state parks and scientific and natural areas.

Sincethe early 1990s, the Legidature and DNR have added about 550 acres of
school trust land to state parks without compensating the trust. Legidation
creating the peatland SNAsin 1991 specifically required the Commissioner of
DNR to acquire the trust land in these areas. However, DNR does not have any
immediate plans to remove the remaining acres of trust land from state parks,
SNAS, or other management units. In past years, DNR has given higher priority
to acquiring private land in imminent danger of development. Since school trust
land is already state-owned and administered, it is not in danger of being
developed.

Our analysis aso shows that:

Asidefrom lakeshorelot sales and state park land exchangesin the
late 1980s and early 1990s, DNR hasinitiated few sales,
condemnations, or exchanges of school trust land in recent years.

In addition to the sale of over 1,000 lakeshore lots and the exchange of trust land
in state parksin the late 1980s and early 1990s, there were 39 land sales, 19 land
condemnations, and 29 land exchanges involving school trust land between 1987
and 1997.

DNR isfaced with adilemma asit triesto balance its fiduciary responsibilities to
the PSF with its natural resource management responsibilities. Given the choice
of using limited capital bonding and land acquisition money to acquire trust land
versus private land, the department has chosen the latter. In these instances, the
department has emphasized its natural resource responsibilities over itsfiduciary
responsibilities to trust beneficiaries.

Table 2 also shows that approximately 93,000 acres of school trust land valued at
approximately $35 million are located in the Boundary Waters Canoe Area
Wilderness (BWCAW). Development activitiesin the BWCAW are severdly
restricted; thisland does not generate revenue for thetrust. Recently state and
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federal officials have discussed the federal government’s purchase of thisland.
We recommend that:

DNR should continue to pursue compensation for the PSF for trust
land in the BWCAW. If thefederal government’s purchase of some or
all of thetrust land isthe most realistic option, then it should be
pursued.

L akeshoreLotson School Trust Land

Between 1986 and 1995, the state sold 1,060 lakeshore lots on school trust land.
These sales generated over $14 million in revenues for the Permanent School
Fund, mostly (93 percent) financed with annual payments over 20 years.

DNR currently manages 546 lakeshore lot leases on school trust land. Lakeshore
leases receive agreat ded of public scrutiny, but they account for asmall fraction

of all trust land. These lots are located on 76 lakesin 12 counties and account for
atotal of 426 acres of schoal trust land. The leased lots had an appraised value of
$11.6 million as of January 1, 1997. Table 3 shows that based on these appraised

values, the lakeshore leases on trust land generated $319,000 in revenuesin 1997,
the first year of the three-year phase-in of 1997 annual lease rates. Totd revenues
will increase to $578,000 in 2000.

Some provisionsin theinitial lakeshore sale laws of 1986 and 1987 benefited
lessees instead of trust beneficiaries, such as allowing the lessee to decideif a
leased lakeshore ot was to be sold and to cancel the sale after the appraisal was
completed. Laws providing for the sale of |akeshore lots have been repealed.
However, some provisionsin current lakeshore lease laws (1985, 1990) also
benefit lessees. Specifically, the three-year phase-in of increases to lease rates
reduces revenues for the trust fund. The five-year cycle for adjusting the lease
rates based on appraised value is one year longer than the four-year period used to

Economic reevaluate the values of other property, including other lakeshore property, for

anal ysi sof property tax purposesin Minnesota. DNR has argued that some of the lakeshore

whether to sall leasing and sale provisions were not in the interest of trust beneficiaries.

or continue We also examined whether the state should continue to |ease the existing

leasing lakeshore lakeshore lots on school trust land or sell them. The analysis rests on a number of

lots does not assumptions, the most critical of which involve: (1) therate at which land values

result in a will appreciate; (2) the rate of return earned on investment of lease or sale

definitive receipts; and (3) how sale costs will be financed. Depending on what assumptions
. are used, the results of our analysis could support either the continued leasing or

conclusion. the sale of the lakeshore lots. For example, the higher the assumed rate of land

value appreciation, the less attractive the option of selling the lots becomes. In
considering thisissue, policy makers should carefully examine the assumptions
used to estimate the costs and benefits of leasing versus selling. Our analysis does
not lead to a definitive conclusion, suggesting that any decision about whether to
continue leasing or to sell lakeshore lots should not rest on economic anaysis
aone.
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Table 3: Summary of Lakeshore Leases on School
Trust Land

Minimum Maximum  Average Total

Appraised Values:

1986 $1,800 $ 34,200 $ 9,030 $ 4,929,755

1997° 4,100 180,000 21,180 11,562,200
Change in Appraised
Values, 1986-97° 6.8%
Annual Lease Fees:

1986 90 1,710 451 $ 246,500

1997° 208 3,833 653 319,500

2000 225 9,000 1,060 578,000
1997 Lot Size (acres) 15 4.71 .78 426
1997 Frontage (feet) 41 1,117 151 82,707

#The 1997 appraised values were based on appraisals conducted in 1996.
bCompounded annual percent change based on appraisals completed in 1983 and 1996.

CFirst year of three-year phase-in of the 1997 increased lease rate, as provided forin ~ Minn. Stat.
§92.46, subd. 3.

dLease fees at the end of the three-year phase-in.

SOURCE: Office of the Legislative Auditor analysis of Department of Natural Resources da ta.
Number of leases = 546.

OVERSIGHT OF TRUST LAND
MANAGEMENT

The Minnesota L egidature established the Permanent School Fund Advisory
Committee (PSFAC) in 1982 to review DNR land management policies, advise
DNR on the management of trust land, and recommend necessary changesin
policy and implementation. ® The advisory committee consists of the chairs of the
House Education and Ways and M eans committees; the Senate Finance and
Children, Families, and Learning committees; the Commissioner of Children,
Families, and Learning; and two superintendents, one from a nonmetropolitan
school district and one from a metropolitan area school district. Our review of the
committee and its activities has led us to conclude that:

Minnesota’s structurefor over seeing the management of school trust
land needsimprovement.

The PSFAC has met irregularly, usualy at the call of DNR. Between 1987 and
1997, the committee met 11 times; between December 1991 and April 1994, the

8 Minn. Sat. §124.078.
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committee did not meet. The committee has focused most of its attention on the
leasing and sale of lakeshore lots, the state park land exchange program, and
forestry management costs. A legidative staff member who has other significant
responsibilities assists the committee.

Through PSFAC is partly composed of legislators who are chairs of major
education and finance committees, revenues from the PSF are asmall proportion
of education finance. Therefore, it is difficult for school trust land issues to
capture the attention of these policy makers consistently.

One result of Minnesota s oversight structure isthat no single agency or entity has
been responsible for compiling and presenting comprehensive information related
to both the school trust land and PSF investments. To address these concerns, we
recommend that:

The L egidature should improve oversight of school trust land
management by expanding the Permanent School Fund Advisory
Committee and assigning a mor e explicit oversight roleto the

M 'nn_eSOta S Department of Finance.

oversight of

school trust We believe that the L egis ature should add the Commissioner of Finance to the
land PSFAC to serve as chair of the committee and to be responsible for calling regular
management meeti ngs. The Commissi o'ner'of Finance could qdd fi nancigl expertise, a
needsto be statewide perspective, continuity, and another voice for the interests of the trust to
X the committee. The committee would retain its current advisory responsibilities
improved. of reviewing DNR policies on trust land management, providing advice and

guidance to the department, and making recommendations for changesin policy
and implementation when necessary. We aso recommend that:

TheLegidature should use Permanent School Fund resourcesto fund
a postion, full- or part-time, in the Department of Financeto staff the
Permanent School Fund Advisory Committee.

Staff support for the PSFAC could assist with the regular review of land
management policies and practices and development of a comprehensive annua
financial statement on land management proceeds, management costs, deposits to
the PSF, and distributions from the PSF. We aso think that:

The Legidature should require DNR to develop a biennial report on
the management of school trust land.

Of the 13 states we examined, Minnesota is one of only two states that use the
same structure and staff to manage both trust and other state-owned land. 1n most
other states independent agencies or separate divisions within land management
agencies are responsible for trust land management. Typically, an independent
agency that deals exclusively with trust land issuesis likely to be focused on trust
goals and beneficiaries. ° We do not recommend that Minnesotal s DNR reorganize

9 JonA. Souder and Sally K. Fairfax, State Trust Lands: History, Management, and Sustain-
able Use(Lawrence, Kansas: University of Kansas, 1996), 41-43.
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its administration of trust land to be consistent with the organizations in other
states. We suggest, however, that:

DNR should consider having specific staff within the department
assumeresponsbility for coordinating school trust land management
activities.

DNR could assign a specific staff person responsibility for writing a biennial
report, training department staff on the nature of trust land, working as liaison
with the PSFAC, and monitoring trust land management activities within the
department. We aso suggest that the staff person be independent of other DNR
functions.

Optionsfor Financing M anagement Costs

In Minnesota, DNR'’ s trust land management costs are financed with a
combination of land management revenues for forestry management and
lakeshore leasing/sales activities and Genera Fund appropriations for minerals
management and other land sales. A national study and our survey of other states
show that there are three options for financing the costs of trust land management:
(1) general fund appropriations; (2) revenues from trust land management
activities, and (3) acombination of land management revenues and general fund
appropriations.

Of the states we surveyed, we found that:

Minnesota, Montana, and | daho use a combination of revenues from
land management activities and general fund appropriationsto
financetrust land management costs.

Mogt of the other states we examined use revenues from land management
activities to finance management costs. However, these states also have
independent agencies or divisions responsible for managing school trust land and
are able to identify actual management costs. While forest management costs
appear to be reasonably alocated in Minnesota, the allocation of minera
management costs is more complicated. These management costs are not
associated with the mineral potentia of the land and mineral revenues are not
necessarily related to management costs or activities. Based on these
considerations, we recommend that;

No change should be made in how Minnesota finances the costs of
school trust land management at thistime.

Regardless of how management costs are financed, it is unlikely to have an impact
on how Minnesota finances education.
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Other Management Issues

We contacted representatives from Minnesota counties with land departments to
determine if another unit of government could manage Minnesota s school trust
land more cost-effectively than DNR. After reviewing county land department
annual financia reports, we concluded that:

Minnesota counties should not be recruited to manage school trust
land.

It does not appear that county |and departments are equipped to provide the land
management services currently provided by DNR, such as minerals management
and fire protection and suppression. Decentralizing trust land management could
further disperse decision making and complicate the state’ s ability to provide
comprehensive and consistent oversight.

INVESTMENT OF THE PERMANENT
SCHOOL FUND

Proceeds from the sale, use, and management of trust land are added to the
Permanent School Fund principal. SBI’sinvestment of the PSF principal is
congtrained by constitutional, statutory, and political factors. The Congtitution
requires that the principal of the fund not be spent. Interest and dividend earnings
from the investment of the principa must be distributed to school districts each
year. Political and budgetary factors dictate the level of income the PSF is
expected to generate for the public schools.

Budget constraints during the 1980s and early 1990s led SBI to invest the PSF
principal exclusively in fixed-income securities (bonds) in order to generate the
maximum current income for public schools. We found that:

The PSF portfolio’ sinvestment performance has been typical of fixed-
income portfolios over thelast ten years.

However, this fixed-income investment strategy earned less than dternative
portfolio strategies incorporating equities (stocks). In addition, we found that:

The PSF hasdistributed aréatively high percentage of its assets (7 to
9 per cent) to public schools over thelast ten years.

Two factors—a lower than possible rate of return and a high distribution
percentage—have resulted in dow growth in the fund’s market value. We found:

Thereturnsfrom the PSF portfolio of bonds have not kept pace with
inflation over thelast ten years.

The Governor, the Legidature, and SBI recognized this trend and took action in
1997, adopting a budget that expected a reduced contribution from PSF
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investment income to public education. This has allowed SBI to shift assets from
bondsto stocks. In July and August 1997, SBI implemented this initiative by
purchasing $212 million of Standard and Poor’ s 500 indexed stock portfolio. We
support this action, which we recommended in a 1991 report, because it will
increase the potential of the PSF principal to grow over thelong term.

We examined school trust funds in other states and found that:

School trust fund managersin other statesareinvesting a portion of
their portfoliosin stocks and have changed or are evaluating their
funds distribution paolicies.

SBI is recommending further modification of statutory and constitutional
restrictions on the way the income and dividends from the PSF are handled. Our
analysisindicates that the SBI staff recommendations have considerable merit.
Eliminating the restriction on how capital gains are treated would allow SBI to
even the cash distribution over time and provide predictable levels of income to
the schools. Adopting adistribution policy based on a percentage of market value
also would alow the fund to keep up with inflation and ensure that future policies
will be consistent with the state’ s fiduciary responsibility to the PSF. Asaresult,
we recommend:

The Legidature should consider constitutional and statutory changes
to thedigribution of income and to the treatment of capital gainsfrom
the Permanent School Fund.

Another option that could be explored involves using distributions from the
Permanent School Fund for specia projects within public education instead of
offsetting the general fund education appropriation. For example, the annual PSF
distribution might be used to finance capita projects or classroom technology
improvements in Minnesota s public school districts. The PSF could be used for
education much like the Environmental Trust Fund is used to finance
environmental projects. Under this option, the Legidature would decide how to
appropriate the PSF distribution, perhaps with assistance from an advisory group
or other body.

Using the PSF distribution for special projects could increase the visibility of the
fund, generating more interest in how the PSF principal isinvested and how
school trust lands are managed. |f the PSF distributions were used for specific
education projects, school districts around the state would probably become more
aware of thetrust. Of the states we contacted, Wisconsin and |owa distribute PSF
interest earnings to specific programs.

10 Office of the Legidative Auditor, State Investment Performance (St. Paul, 1991).
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Fabrugry 23, 1988

Mr. James R Nobles, Legisistive Auditor
Cantennial Bullding, First Floor South
858 Cedar Straet

&t Paul, Minneaots 551585

Dhear Mr. Moblss:

Thank you for the opportunity 1o provide written commant on your evaluation of the
ranagement of Perranent Sehool Trast Fund lands, First, let me commend your stalf
o thelr hard work and professionalism i evaluating this complex subjsct,

T foous of yvour evaduation was DNR's management of rust fund lansls. Both the
sxacutive and legislative branches shars this responsibility, The arger question is! has
the lagislature provided an effective ard consistent policy Famework for the
management of trust lands? My letter o you deted January 7, 1888, expands on this
isnue and gives examples. | was pleased 10 see that your report states our view that in
aur management of truat fund lands we are "constrained by conflicting legislative
direction and lirnited funding.”

The gvaluation acknowledges that the goal of the Perrmanant School Fung i not just o
mEsETiEe revenues, but includes managing for the public beneflt such as recrestion,
wildiife habitat and oiher vadues. Additionatly, we support your premise that we must not
aftempt 1o maximize shortdenn mvenues gt the expense of the longterm econsmiz
productivity of the trust lands,

The evaluation containg messures of net inoome and rates of relurn on aesets
prowecied 1o be generated from thess lands, The report cautions readers that the
astimates are based on a number of simplifisd assumplions. B should be pointed out
that the Income figures do not reflect the portion of revanues that, by statute, are
transferred to the Ganeral Fund nor do they refisct the noremonetary retums such as
wildlife nabitat, wetlands and recreation that thess lands provide. Based on these very
rovsgh estimates, the repart gives thes return on nel sssel valustion gt less than 19,
Readers nesd 1o know that this is not the same thing ag rate of return an investment,

fesa that one billlon dollars in assets for 1887 was 1.31%. The rate of rtum on assets
for trust fund lands is probably escelient for natural resourcs managemant,
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ot fands cutside mumw mm‘iﬁ‘é ?s:k#‘é* ami Ezm w fum*i ng fm* wfmasmmm wsthm &at@
forasts. We must amphasize that mnmg thig time the DNR did practios intensive forest
ranagerment (o the degree aliowed by the legislature. These statutory and funding
ragtrictions created 5 backlog of investment nesds for reforestation. Bince 1983 and
the enaotment of the Forest Management Agd, the DHR has ivested haavily in
raforestation with the concurrence and guidenne of the lagislature. This investment
has, of course, resultad In less net reverwes o the ust fund in the short lerm. Long
tarm, our foresters are confident thet these investments will generats grestiy-increased
revenues in the fulure for the brust fund.

The svalustion resommends changes to the oversight of trust lands, but supports
suwrrent DNR administrative and managemsnt practices. By integrating management of
trust lands with other lands, the DNR has oreated g structure of management
sfficiencies resulting in lower administrative costs 1o the frust fund, More importantly, #
A e z:.ﬁ‘“ﬁmw{* way 1o manage natural resournes,

The DMR has legistelion currertly pending that expands the Permanert Schoal Fund
Advisory Committes by five members.  These members nolude: chalrs of both the
House and Sengte Ervirorimental and Natursl Flesources Commitiess, the ohair of the
Houss Environmend and Natural Resources and Agriculture Fingnce Committes, the
chglr of the Benate Environment and Agriculiurs Budge! Divizion and the commissioner
of the DNR as an sxofficic member.

The svaluation contains g numbsr of recommendations that we will examine and
implement ¥ they improve the management of the trust lands. Some of them may
racpiine legisiative authorization,

Thank v agein for this e}pgﬁmumiy i iﬁeii@w that @w&mﬁ ﬁh@ ma‘uat?m Es & ’f’aﬁr amﬁ
soctrate sssessment. Hos
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Febpuary 20, 1998

James R, Nobles
Pesislative Auditor

1 Finor South, Centennial Building
658 Cedar Sireet
St Paul, MM SS1ES

Dienr Mr. Tobles

State Board of lovestment staff bave remd the Baed drafl of vour offior’s repest,
“Sohoo! Trust Land™ We concur with vour findings snd recommendations in

Lhapter 5, “lovestment of the Permane School Fund”

We suggest vour offive vonsider an additional liwm. A3 vour report podnts out on
page § of Chapter 5, the amount of money paid out of the Permanent School Fund
i n sl peresrstage of the tolal srmount of state and bwsl government education
funding.  We sogges vou consider meommending o the Leplolature tha
Permansat School Fumd moneys oot be used 1 offset school aid paymens.

ipgislatively determined hasis,

~ g
We draw a parailel between the projent funding by the Legislathve Commisdon on
Minngsota Resources sod the investment opportundty we see By the Permanent
Sehoot Fund, We envidon the Poroenent School Pusd supporting projests ik
vestment in oompoiers of being 8 sowrce of Hnancing for » disinet’s peed w
bring thelr school bulldings up fo oode or for many other wortly wojects that
wosld have g direst beneflt 1o schoul children. e suggestion s that vou
recommend use of the Permanent Schonl Fund 1 better serve the children of
Minnesots.

Again, we convur with the findings and recommendntions in Chapter 3 of yow
report. We are availahls to decuss these lasuss af vour convsrsence,

Rincerely, P

Howaed Biker
Esecutive Direstar
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Roger Brooks

Dreputy Legislative Auditor

st Floor South - Centennial Buillding
858 Cedar Sureet

5. Paud, MM 55158

Diear by, Brogky

Thank you for thy opportunity 1o review and commaent on your report evalusting school trust fund
rvanagere, and for the opportunity o disouss our concerns with you,

We reviewed the report with particudsr srophasis on Chaptsr 4, which contalng certain
reconwnendations pertaiaing to the Department of Finance.

I that chapter, the report asserts thet oversight of the trust fund s nelther comprehensive nor
comsistont, bargely bocause no single entity has been responsible for compiling and presenting
cosnprehensive information related to both the school trust land mansgement and the lnvestrment of
the Permaneast School Fund fnancial resources, The repart then offers the following three specific
reaommendations:

i. that the Cormmissionsr of Finunve be added to the Permanent School Fund sdvisory
{omwnittee, posshly as the commities nhair;

t5

that ¢ “more explicit” oversight role be asgigned to the Department of Finance; and

3. that the Legishature should suthorize the department 1o employ pe:rmamfm staff for the
Advisory Committes using Permansn School Fund resources,

While we support an invreesed mle for the Departeent of Finance, we are concerned that the
recompmsndations will raise cortin expectations for change in the management of the fands and
Basnuiad resources, bul not mw&w;iy provide the impetus Bor such changs to ovewr. Whils we
belinve that there may be occasions when our other statewide respoosibilities ooubd place the
department in & situation of conflicting interegis, on balsnce we helleve that the department’s
repressriation on the committee would be spproprisie.

AR EQLUIBE CRPORTUNITY ENSLOVER
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W also agres that the department can improve the performance of the Advisory Committes by
ssnening wertain administrative responsibilities and pmwdmg grester administrative structure,

including the convening of regular mestings. W can also reise ssuss of balance and performance
i & broad context. We would expent the department’s role to be that of reporting on activities of
those sntities with direcy r&ggzzmmbzimaz, (MR, for land/resource menagement and SBI for investment
performance) and raising Jssues 1o the attention of the Legislanere for ultimate disposition,

We befieve it i3 premature for the department 1o smphoy prrmanent stafl b support the conimities.
W think i may be more appropriate to consider an oregoing role for the department at o ater dme,
when specific functions could be identified. We think sonsideration sould be given to 1 brosder
restrsturing of the Advisory Commiites. Parhaps the committes could include other legistators, the
: sioner of Maturs! Rescurces and the Exsvutive Divector of the Stae Bourd of Investment,

brmgmg their special supertise and interest,

Thank you sgein for the opportunity 1o revisw vour dradl.

Bincersly,

Wayne Simoneau
Cornrnissioner
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