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About This Report

Minnesota Statutes, section 84.027 subd. 18 specifies the authority and responsibility for the Minnesota Department
of Natural Resources (MNDNR) to report on its management of school trust lands. The commissioner shall biannually
report to the Legislative Permanent School Fund Commission and the legislature on the management of the school
trust lands that shows how the commissioner has and will continue to achieve the following goals:

(1) Manage the school trust lands efficiently and in a manner that reflects the undivided loyalty to the
beneficiaries consistent with the commissioner's fiduciary duties;

(2) Reduce the management expenditures of school trust lands and maximize the revenues deposited in the
permanent school trust fund;

(3) Manage the sale, exchange, and commercial leasing of school trust lands, requiring returns of not less
than fair market value, to maximize the revenues deposited in the permanent school trust fund and retain
the value from the long-term appreciation of the school trust lands;

(4) Manage the school trust lands to maximize the long-term economic return for the permanent school trust
fund while maintaining sound natural resource conservation and management principles;

(5) Optimize school trust land revenues and maximize the value of the trust consistent with the balancing of
short-term and long-term interests, so that long-term benefits are not lost in an effort to maximize short-
term gains; and

(6) Maintain the integrity of the trust and prevent the misapplication of its lands and its revenues.

For an overview of the history of Minnesota’s school trust lands, trust land grants, information on the historic
management of school trust lands, and maps for reference; there is a report named The History of Minnesota’s
School Trust Land Grants available as Appendix A.

Report Preparation Costs

This report provides information MNDNR collects as part of its normal course of business. The cost reported below is
an estimated cost to prepare this report.

This biennial financial report cost approximately $2,500 to complete. Funds that the legislature appropriated for the
school trust fund revenue enhancement program were used to complete the report.
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Executive Summary

The MNDNR generates revenue on school trust lands through mineral leasing, forest products sales, real estate sales,
and real estate surface contracts. The rents and royalties from iron ore/taconite leases are the primary revenue
source from school trust lands, and minerals account for roughly eighty percent of historic revenues. The MNDNR
deposits annual net revenues and gross revenues from state mineral leases derived from school trust land
administration in the Permanent School Fund (PSF).

MNDNR management of school trust resources generated a net deposit to the PSF totaling $51.6 million in FY14. The
net deposit to the PSF in FY15 was $36.8 million. The reduction in net deposit for FY15 was largely due to a decrease
in iron ore/taconite mining during the fiscal year.

Table 1. Summary Net Deposit to Permanent School Fund

FY14 FY15
Mineral Management $42,883,751 $24,393,663
School Trust Land Sales $1,893,503 $228,869
Forest and Real Estate Management — Certified $2,203,922 $4,131,343
Real Estate Management — Non Certified $224,475 $205,212
Minerals Management Account — Transfer In $4,458,512 $7,874,197
Minerals Management Account — Interest $21,237 $24,095
Total Net Deposit to PSF $51,685,400 $36,857,379

In both FY14 and FY15, a $200,000 legislative transfer from the Forest Suspense Account to accelerate land sales, land
exchanges, commercial leasing and construction aggregate development reduced the net revenue deposited into the
Permanent School Fund. Additionally, in FY15 the legislature appropriated $200,000 from the General Fund to the
School Trust Lands Director and Legislative Permanent School Fund Commission. Of this, only $234 in expense was
incurred by the Department of Administration for the School Trust Director and $3,702 by the Legislative Permanent
School Fund Commission. This General Fund appropriation is recaptured from school trust revenues credited to the
Forest Suspense Account through a cost certification process.*

! MINN. STAT. SEC. 16A.125 (2015).
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Permanent School Fund Management

In accordance with the Minnesota Constitution, the principal of the Permanent School Fund cannot be spent, and
instead must remain perpetual and inviolate.” The commissioner of Minnesota Management & Budget (MMB) has
overall management responsibilities for the PSF.> New investment policies enacted in 1997 allowed the State Board
of Investment (SBI) to invest in a balanced portfolio of common stocks and bonds.” Reflecting strong stock market
gains over the FY10-15 time period, the market value of the PSF principal increased from $674 million to $1.1 billion.”
As of September 30, 2015 (first quarter FY16), the PSF value was $1.1 billion.

These financial investments generate annual income from interest and dividends, which is transferred to the School
Endowment Fund.® The Department of Education allocates the funds semi-annually to school districts based on “the
number of pupils in average daily membership during the preceding year.”’ Less than one percent of the total school
aid amount appropriated annually by the legislature is contributed by the PSF.

As part of the responsibilities of the commissioner of MMB, there is an annual report that provides an overview of the
PSF, reviews recent legislative changes, and provides recent transfer totals from the fund to the Minnesota
Department of Education. The MMB Permanent School Fund Reports to the Legislature for 2014 and 2015 are
available as Appendix B and Appendix C.

Figure 1. Permanent School Fund Corpus Value

Permanent School Fund Corpus Value
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% MINN. CONST. ART. Xl, SEC. 8.

* MINN. STAT., SEC. 11A.16 SUBD. 3 (2015).

* MINN. STAT., SEC. 11A.24 (2015).

> http://mn.gov/sbi/SBI%20Funds%20Under%20Management%20Performance.html (last visited February 8, 2016).
® MINN. STAT., SEC. 127A.32 (2015).

7 MINN. STAT., SEC. 127A.33. (2015)
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School Trust Revenues

MNDNR management of school trust land generates revenue from three major categories — mineral leasing and
royalty payments, forest management activities, and real estate transactions. Minnesota’s school trust revenues ebb
and flow with global economic demands. Between FY10 and FY13, the global economy experienced a major
recession, resulting in low demand for forest products, yet a higher demand for mineral resources. During the FY14
to FY15 biennium, the global economy shifted once again resulting in low demand for school trust iron ore/taconite
minerals, an increased demand for school trust forest products, and a still relatively flat real estate market.

Gross Revenues

In FY14 (7/1/13 — 6/30/14), MNDNR management activities generated $65.9 million from school trust natural
resources. Mineral leasing and royalty payments accounted for $39.8 million (plus an arbitration award payment of
$13.7 million for disputed mineral royalties). Forest products contributed $9.1 million and real estate contracts and
school trust land sales supplied an additional $3.2 million.

In FY15 (7/1/14 — 6/30/15), MNDNR management activities generated roughly $43.3 million. Mineral leasing and
royalty payments accounted for $30.4 million, forest products contributed $11.1 million, and real estate contracts and
land sales supplied an additional $1.6 million.

Figure 2. FY14 & FY15 Gross Revenues

FY14 $65.9 MILLION & FY15 $43.3 MILLION
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There was a year-to-year gross revenue decrease of roughly $22.6 million between FY14 and FY15 as a direct result of
two one-time payments, and reduced production of school trust mineral resources. The one-time payments were the
$13.7 million arbitration award and the sale of school trust land valued at $1.8 million. The arbitration award was
part of revenue that should have been received and was delayed due thru dispute. It is necessary to identify these
anomalies in order to accurately project future School Trust revenues. The date demonstrates mineral revenues are
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on declining from a high in FY13. Future revenues from real estate sales and leasing are still stabilizing after the 2008-
2010 recession, while gross revenues from school trust forest resources have rebounded from lower returns.

Adjusted Gross Revenues

MNDNR accounts for school trust revenues in different accounts, and under different statutory frameworks. This
requires adjustments to the gross revenues realized in each fiscal year. MNDNR adjust gross revenues based on the
revenue source and when it certifies its operating expenses against gross revenue. The total adjusted gross revenue
is equal to the sum of gross revenue, a transfer in from the Minerals Management Account, and all real estate
transactions and forest product revenues, less the twenty-percent of mineral revenue transferred to the Minerals
Management Account.

In FY14 (7/1/13 — 6/30/14), the adjusted gross revenue totaled $59.7 million: $42.8 million from mineral leasing
activities; $9.1 million from forest product sales and harvests; $4.4 million in transfer payments from FY13 Mineral
Management Account withholdings; $2.2 million in non-certifiable real estate transaction revenue; and $924,308 in
certifiable real estate transaction revenue.

In FY15 (7/1/14 — 6/30/15), the adjusted gross revenue totaled $45.1 million: $24.3 million from mineral leasing
activities; $11.1 million from forest product sales and harvests; $7.8 million in transfer payments from FY14 Mineral
Management Account withholdings; $495,140 in non-certifiable real estate transaction revenue; and $1.1 million in
certifiable real estate transaction revenue.

Figure 3. FY14 & FY15 Adjusted Gross Revenues
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Management Program Highlights

Mineral

Forestry
Real Estate

Mineral Management

The MNDNR administers the mineral rights of the school trust, university trust, and tax forfeited lands. The MNDNR,
acting in its trustee capacity, manages the school trust mineral rights for the benefit of Minnesota students and local
taxing authorities. The MNDNR manages the school trust mineral rights for iron ore and taconite production, non-
ferrous metallic mineral exploration, dimension stone projects, industrial minerals, stockpiled ore extraction, and
peat mining. Table 2 below provides a breakdown of the various sources of school trust mineral revenues.

Table 2. Adjusted Gross Receipts from Mineral Management

FY14 FY15

Taconite and Iron Ore Rents/Royalties $40,870,002 $23,240,537
Non-Ferrous Metallic Minerals $365,690 $363,085
Residue Leases $1,440,563 $767,309
Peat $89,961 $2,512
Mineral Leases $98,515 $1,200
Industrial Minerals $19,020 $19,020
Total $42,883,751 $24,393,663
Overview

In 2005, legislative changes permitted the MNDNR to receive a portion of gross revenues to fund mineral
management activities. Pursuant to Minnesota Statutes, section 93.22, twenty percent of all school trust mineral
receipts are deposited in the Minerals Management Account for the administration and management of the 3.5
million acres of school trust mineral interests. Eighty percent of the revenue from mineral leasing covering these
school trust mineral interests is distributed to the Permanent School Fund, from which the annual net interest and
dividends are distributed to the school districts throughout the state.

The Minerals Management Account was designed to create a $3 million principal that could be drawn upon in the
event that future income generation drops. The $3 million level was reached in 2007. At the end of each fiscal year
the amount exceeding $3 million is distributed to the Permanent School Fund, Permanent University Fund and local
taxing districts in proportion to the revenue contributed to the Minerals Management Account by these three land
types. Minnesota Statutes, section 93.2236 states that the MNDNR can utilize the Minerals Management Account
funds, once appropriated by the legislature, for “mineral resource management and projects to enhance future
mineral income and promote new mineral resource opportunities.” Each year the legislature appropriates money to
MNDNR from the Minerals Management Account for those activities. MNDNR does not certify its mineral
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management costs against the gross revenues, the legislature needs to appropriate the funding from the Minerals
Management Account to MNDNR.

The legislature appropriated a total of $5,485,765 to fund MNDNR mineral management activities during FY14-15.
The Legislature also appropriated $200,000 each fiscal year from the Minerals Management Account for iron ore
cooperative research with a required industry match.

Table 3. School Trust Mineral Revenues Transferred

Gross mineral Mineral lease Mineral lease revenue to the Minerals Transfer back Costs charged
lease revenue revenue sent Management Account (20% of revenue) to the against the
directly to the permanent school trust
permanent school fund mineral lease
school fund* ok revenue
Iron ore / Metallic Total***
taconite minerals
AV 553,556,490 |S$42,904,989 (510,217,500 ([S$455,239 $10,672,739 (54,479,749 $2,019,069
AU 530,491,151 [S$24,417,759 |[$5,810,134 $287,354 $6,097,488 $7,898,292 $1,585,283

* Includes 80% of taconite/iron ore, metallic mineral, and industrial mineral lease revenues and 100% of all other mineral lease revenues.

** At the end of each FY, the amount in the Minerals Management Account exceeding $3,000,000 is returned to the school trust, university trust, and
local taxing districts in proportion to the amount that each paid into the account in the previous biennium.

*** FY14 — FY15 totals include industrial minerals revenues on school trust lands.

A shown in Table 3 above, the MNDNR’s operating costs associated with the school trust mineral management
totaled $2.01 million, or 3.7 percent of gross mineral revenues, in FY14. The MNDNR’s operating costs associated
with the school trust mineral management totaled $1.5 million, or 5.1 percent of gross mineral revenues, in FY15.
The MNDNR operating costs related to school trust mineral management has been approximately $2 million per fiscal
year since 2008.

Figure 4. Mineral Revenues & Expenses
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Activities
Iron Ore and Taconite Royalty Rate Lease Negotiations
Minnesota’s iron ore industry is experiencing an economic downturn due to steel imports and a reduction of iron ore
pellet prices. During FY15, U.S. Steel, Inc. temporarily idled its plant in Keewatin and laid off workers at both its
Keewatin Taconite and Minntac facilities. MNDNR agreed to renegotiate the lease royalty rates to provide the
company with some economic relief over a 15-month

period.8 Between its two operations, U.S. Steel Figure 5. MNDNR Photo, © 2009.
currently holds 45 state taconite iron ore mining
leases.

The lease amendments modified the base
royalty and royalty escalators to provide a 15-
month reduction to U.S. Steel. The lease
amendments also placed a production limit on
the amount of state-owned ore mined at the
reduced royalty during this 15-month period.
The effective date for the lease amendment was
April 1, 2015.

If during the 15-month royalty reduction period
U.S. Steel mines the expected 25 million tons of
state-owned ore, this tonnage will result in total
revenue for all state land of $18,750,000 using
the rebased indices in the amendment and the
second quarter 2015 royalty rate. Revenue without the royalty reduction amendment would have been $23,087,500.
This is a reduction of $4,337,500 in revenue, or approximately 19%. MNDNR estimates that the greatest impact will
be to Permanent School Fund revenues, but MNDNR cannot calculate the actual impact to the Permanent School
Fund until mining occurs. The royalty reduction was enacted as a temporary agreement that would help Minnesota’s
iron ore compete against unfair dumping of imported steel. This allowed U.S. Steel, Minntac, the largest miner of
school trust minerals to keep operating through 2015.

Mineral Encumbrance Negotiations with MNDOT

United Taconite provided notice to MNDOT to have Highway 53 re-routed in order for United Taconite to mine under
the highway at the north end of the Thunderbird North Mine. MNDOT proposed numerous alighments, settling on a
new Highway 53 alignment that crossed school trust land and mineral resources at the Rouchleau mine pit. The final
MNDOT proposal will construct a new bridge across the mine pit and in so doing encumber school trust mineral
resources.

Throughout the FY14-15 biennium, MNDOT and MNDNR collaborated on the re-route proposals, possible easement
terms, a mineral resource evaluation, and a methodology to determine the school trust mineral encumbrance fee.
MNDNR and MNDOT mineral evaluations determined mineral reserves totaling 19.5 million crude ore tons of
taconite. MNDNR and MNDOT agreed upon a net-present valuation model resulting in MNDOT making a mineral
encumbrance payment of $4.5 million. This mineral encumbrance fee was realized in FY16 when MNDNR granted the
permanent easement to MNDOT. MNDNR did not convey school trust mineral resources under this new Highway 53
alignment, so it is possible that the ore may be mined sometime in the future.

& In the first quarter of FY16, Arcelor Mittal, Northshore, and Hibbing Taconite requested similar royalty rate relief as was
granted to U.S. Steel, Inc.
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Non-Ferrous Metallic Minerals Leasing

Three processes are used to issue non-ferrous metallic mineral leases in Minnesota: public auction, negotiation, and
preference rights application.9 Before the MNDNR can issue any non-ferrous metallic mineral lease, the proposed
lease must be approved by the State Executive Council.*®

During FY14, MNDNR initiated a review of its non-ferrous leasing process. Recommendations from the MNDNR
process analysis were to provide more transparency earlier in the process and to offer public input opportunities prior
to any offering of school trust minerals resources. MNDNR implemented these recommendations into its process
including developing and launching a new lease sale website. The website includes interactive maps linked to the
mining unit book, MNDNR land use screening criteria, and a public input page. Armed with a retooled comprehensive
non-ferrous mineral leasing process, MNDNR began work on a public auction of non-ferrous metallic minerals that
was held in November 2015 (FY16). The results of the November 2015 non-ferrous lease sale will be available in
March 2016 after the Executive Council meets to determine if non-ferrous leases will be issued to the successful
bidders.

Industrial Minerals

High quality dimension stone on state land leased is classified as an industrial mineral under Minnesota law."" It
includes granite, limestone, marble, sandstone and slate. Dimension stone blocks are used in various construction
applications, to make monuments, and for decorative uses once polished. It is critical for MNDNR mineral
management to capitalize on economic opportunities during business cycles. However, a lack of an industrial mineral
inventory is a significant hindrance to effective school trust mineral management. MNDNR partially addressed the
lack of dimension stone inventory data in FY15 by completing field research in St. Louis County. MNDNR field
research identified two new dimension stone discoveries.

MNDNR mineral managers recognized an immediate market opportunity from these new discoveries. MNDNR
initiated its industrial mineral leasing process on both sites, and offered both at public auction in June 2015. Both
sites were leased at public auction. These new industrial mineral leases likely will result in the development of two
dimension stone quarries. The leases contain production guarantees totaling $150,000 per year in year 3. This
provides both short-term revenue from the production guarantee as well as long-term revenue streams from royalty
payments once the quarries open.

Mineral Research

MNDNR Mineral Potential Unit completed a number of activities to better understand the school trust mineral
interests along with other state-owned mineral interests. During the biennium, the MNDNR completed geochemical
surveys to improve MNDNR knowledge of high mineral potential areas. MNDNR geochemical surveys took place at
the Tamarack copper-nickel deposit in Aitkin County and in northern St. Louis County searching for gold grains in
glacial sediments. Both surveys aimed at providing additional information to encourage private exploration
investment in Minnesota. Demonstrating that methods work in the specific exploration landscape conditions is one
of the essential ingredients necessary to continue to attract private exploration and development investment.

MNDNR Mineral Potential Unit also was actively engaged during the biennium on the mineral evaluation of the school
trust interests in the Boundary Waters Canoe Area Wilderness (BWCAW). MNDNR geologists collaborated with USDA
Forest Service geologists to complete a mineral characterization determination report. The Forest Service required
this report during its feasibility analysis. The Forest Service relied heavily on this report in its determination to initiate
the state’s proposed BWCAW land exchange, for which the decision to proceed was made in September 2014.
MNDNR geologists additionally provided mineral analysis for the land exchange proposal with respect to the federal
candidate parcels. The mineral analysis completed on both the school trust land and the federal candidate parcels
provide insights into future decisions related to valuation and prioritization of parcels.

° MINN. R. PART 6125.0500 —.0610.
19 \IINN. STAT., SEC. 93.25 SUBD. 2.
M MINN. R. PART 6125.8100, SUBP. 3
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Forestry

Real Estate

Forestry Management

The Minnesota Constitution establishes that school trust lands, along with other state-owned lands, can be set aside
as a special class of productive forest lands and managed on forestry principles.12 MNDNR has implemented a forest
management approach that addresses all state-owned lands as one group. The 2.5 million acres of school trust lands
account for 46 percent of all MNDNR managed forestry lands.

MNDNR'’s overarching forest management strategy differs significantly from many private timber managers. MNDNR
recognizes the symbiotic relationship between school trust lands and Minnesota’s economy. While private timber
companies may elect to hold their timber off the market when prices are low, the DNR approach is to continue to
offer school trust timber resources for two main reasons. First, continuing to offer school trust timber resources is
the primary means by which MNDNR can manage the health of the trust’s forested lands. Secondly, maintaining
harvest levels helps ensure that a viable forest products industry will remain in Minnesota, thereby protecting the
long-term value of the trust’s timber resources.

Overview
School Trust revenues from the forest products experienced a rebound during the FY14-15 biennium. During FY14-
15, timber stumpage values increased on average 34 percent across all species, with Norway pine (red pine)
experiencing a 60 percent per cord price increase from FY12-13.

In FY14, the average price received for timber sold increased to $24.42 per cord equivalent as compared to $20.59 in
FY13. The average price received for timber scaled (harvested) increased to $22.64 per cord equivalent as compared
to $18.61 in FY13.

In FY15, the average price received for timber sold increased to $27.65 per cord equivalent compared to $24.42 in
FY14. The average price received for timber scaled (harvested) increased to $23.89 per cord equivalent as compared
to $22.64 in FY14. The school trust forest product gross revenues increased by $2.0 million or 22.1percent year-over-
year.

Table 4. Gross Revenue from Forest Management

FY14 FY15

Timber Sales $9,142,970 $11,145,915
Resource Management Access Permits $510 $1,062
Interest Penalty $6,076 $7,427
Total $9,149,611 $11,152,205

Gross revenues generated from forest products management are first deposited into the Forest Suspense Account
with operating costs certified against gross revenues pursuant to Minnesota Statutes, section 16A.125. Section

2 MINN. CONST. ART. XI, SEC. 11.
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16A.125 identifies four specific forest management costs that may be certified against school trust gross revenues:
management, improvement, administration and forest road construction. MNDNR certifies costs annually and
presents its cost certification report to the Legislative Permanent School Fund Commission. The MNDNR, Division of
Forestry Transfer Certification Reports for 2014 and 2015 are available as Appendix D and Appendix E.

For FY14, forest management gross revenues totaled $10,004,387 with MNDNR certifying $7,824,939 in operating
expenses on school trust lands. The result was a net deposit to the Permanent School Fund of $2,179,447 before
legislative appropriations from the Forest Suspense Account. Thus, MNDNR had an operating margin of 22 percent
for FY14.

For FY15, forest management gross revenues totaled $12,289,364 with MNDNR certifying $8,159,289 in operating
expenses on school trust lands. The result was a net deposit to the Permanent School Fund of $4,131,342 before
legislative appropriations from the Forest Suspense Account. Although MNDNR operating expenses increased by 4.3
percent from FY14; it improved its overall operating margin in FY15 to 34 percent of gross qualifying forest revenues.

Activities
Timber Management
MNDNR timber management activities in each fiscal year generate revenue across a number of fiscal years. The initial
revenue is a 15 percent down payment, based on the appraised value of the permit, made at the time of sale. The
remaining value of the timber permit is a required payment in the form of cash or documentary credit before the high
bidder begins the harvest. The actual value of timber harvested is then invoiced on a quarterly basis until the
harvesting is completed. Timber permits have a three year lifespan with ability for a one year extension, if
requested.13 MNDNR research has determined that the Figure 6. MNDNR Photo, © 2014.
average length of both regular auction and intermediate
auction permits is slightly less than 2 years.

In FY14, MNDNR offered over 1 million cord equivalents,
sold 836,000 cord equivalents, and harvested 851,00 cord
equivalents of all species, products, and units of measure
across all MNDNR managed lands. MNDNR sold 435,800
cords equivalents and harvested 389,600 cord equivalents
of school trust timber resources in FY14.

In FY15, MNDNR offered 1.2 million cord equivalents, sold
942,000 cord equivalents, and harvested 887,000 cord
equivalents of all species, products, and units of measure
across all MNDNR managed lands. Of note, the FY15
harvest set a new record, surpassing the 2011 harvest by
2,000 cord equivalents. FY15 sold volume was helped in
part by a very large timber permit (25,000 cords Super
Permit) that was designed to bring logging interest and build market value to Cook County, MN that had experienced
a difficult timber market. During FY15, MNDNR sold 448,800 cords equivalents and harvested 413,100 cord
equivalents of school trust timber resources.

Modifications to Forest Management

In 2012, a multi-party stakeholder group met to review and provide input on the 1994 Extended Rotation Forest
policy. This group was comprised of personnel from DNR divisions of Forestry, Fish & Wildlife, and Ecological & Water
Resources, conservation organizations, and timber industry representatives. Stakeholder input included a request
that MNDNR review and revise its rotation ages as part of the policy review. MNDNR focused its review of rotation
ages on three species — aspen, black spruce and Norway (red) pine. The result was a recommendation to maintain

3 MINN. STAT., SEC. 90.193.
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aspen and black spruce at current rotation ages and reduce the rotation age for red pine plantations from 100 years
to 60-70 years. MNDNR'’s forest economist defined these rotation ages as the age class that maximizes the financial
returns of state investments in forest management, or, the economic rotation age.

In April 2014, MNDNR implemented the policy change only on school trust lands after identifying approximately 2,400
acres of school trust red pine plantations at or above the economic rotation age. MNDNR instructed its timber sale
staff to do field examinations on up to 835 acres annually over a three year period for final harvest. Final harvest, or
clear cutting, of red pine plantations is necessary to ensure the vitality of new seedlings. There is a major risk of
infecting seedlings with diplodia (a common fungal disease of stressed conifers) when mature pines are left in the
plantation. MNDNR intends to reforest each red pine plantation on school trust land after final harvest.
Reforestation plans will depend on what will produce maximum long-term revenue for the school trust and will
consider what species will best thrive in particular locations. As an example, an existing plantation could be
converted to a mixed hardwood stand based on soil characteristics and reforestation costs.

MNDNR also gave its timber sale staff flexibility to defer final harvest of school trust red pine plantations to age 100 if
certain situations warranted a deviation. Direction to staff identified deferments that were acceptable, and
encouraged, if a local specialty market existed (such as utility poles or home building logs), the stand was in a visibly
sensitive corridor, the stand had not reached the DNR targeted economic diameter, or the stand was located in a high
conservation value forest area or had been identified to be managed for older, natural forest characteristics through
MNDNR subsection forest management planning.

In addition to the 835 acres identified in April 2014, MNDNR offered for sale in June 2014 258 acres of school trust
red pine plantation timber. These 258 acres included 8,532 cords of red pine on 12 timber harvest permits. The total
sold value was $649,688, or $73.64 average per cord, with a high value of $98.56 for a high quality stand that
included trees that could be used for utility poles.

MNDNR continued its success with red pine plantation sales by offering an additional 344 acres of school trust red
pine plantation during FY15. These 344 acres included 12,570 cords of red pine on 11 timber harvest permits. The
total sold value was $1,050,181, or $85.72 average per cord, with a high value of $102.41 for a high quality stand
where 90% of the volume of trees could be used for saw timber.
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Forestry

Real Estate

Real Estate Management

As part of its real estate management activities, the MNDNR enters into various real estate contracts on school trust
lands. The MNDNR generates revenue from school trust lands through lease contracts,* easements, ™ and licenses.®
Additional revenue is generated through annual public auctions of school trust lands.” Also, the MNDNR as a trustee
enters into land exchanges18 that reposition the school trust lands to consolidate ownership, improve management,
or to take advantage of future revenue potential.

Overview
Revenues deposited in the Forest Suspense Account from forest management subject to forestry cost certification per
Section 16A.125 are not limited to timber sales and mineral resource permits. Revenues are also generated from real
estate transactions (aggregates, agriculture, hunting cabins, miscellaneous commercial and government, and
lakeshore), permits (resource management access, and grant-in-aid), easements (permanent and temporary
easements - primarily roads), and utility licenses (land crossings). Water crossing licenses, ™ wild rice farming leases
and the sale of standing timber are not subject to forestry cost certification under section 16A.125.

In addition, for FY14-15, the legislature appropriated $200,000 each fiscal year from the Forest Suspense Account to

accelerate leasing, land sales and land exchanges, and for the identification, evaluation and leasing of aggregate
20

resources.

Activities
Strategic Land Asset Management
MNDNR developed a standard decision making framework to guide its management activities. The framework,
known as the Strategic Land Asset Management (SLAM) program, seeks to optimize the use of MNDNR administered
lands within the context of all Minnesota’s public lands and focuses on collaboration between the MNDNR, school
trust land director, and other public land managers.

The SLAM program framework is an interdisciplinary approach to upgrading MNDNR’s land holdings through strategic
acquisition, sales and exchange. Staff members are directed to evaluate land decisions based on six goals, three of
which relate directly to improving school trust land status. They are 1) meet our fiduciary responsibilities on school
trust lands; 2) consolidate state land; and 3) improve access to state land.

% MINN. STAT., SECs. 84.153 (RESIDENCES); 89.17 (FOREST USE); AND 92.50 (MISCELLANEOUS).

> MINN. STAT., SEC. 84.63.

18 MINN. STAT., SEC. 84.415.

7 MINN. STAT., SEC. 92.12.

'8 MINN. STAT., SEC. 94.343.

1% Laws oF MINNESOTA 2009, CHAPTER 37, ARTICLE 1, SECTION 12 AMENDING MINNESOTA STATUTES, SECTION 84.415 TO REQUIRE LICENSES
AND PERMITS FOR THE USE OF THE BEDS OF PUBLIC WATERS BE CREDITED DIRECTLY TO THE PERMANENT SCHOOL FUND.

%% SgE LAWS OF MINNESOTA 2011, FIRST SPECIAL SESSION, CHAPTER 2, ART 1, SEC. 4, SUBD. 2.
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By implementing these three strategies, the DNR aims to fulfill its fiduciary obligations to secure long-term revenue
generation through the sound management of school trust lands.

Land Contracts
During FY14-15, the MNDNR entered into 146 real estate contracts involving 1,650 acres of school trust land. Table 5
below provides a breakdown of the FY14-15 contracts and school trust acres.

Table 5. Real Estate Contracts

Easements 5 20
Utility Licenses — Land Crossings 22 90
Leases — Agricultural 24 860
Leases — Earth Material (Gravel) 19 170
Leases — Miscellaneous 67 510
Leases — Communication Tower 2 Not available
Leases — Grant-In-Aid Permits 7 Not applicable
Land Sales

Minnesota Statutes, section 92.12 requires that the MNDNR hold frequent sales of school trust lands and other state-
owned lands. Revenue generated from the public auction sale®! of school trust lands is not subject to forest cost
certification under Minnesota Statutes, section 16A.125.

In order to comply with the constitutional and statutory requirements to offer school trust land at public auction, the
MNDNR incurs operating expenses for professional services related to survey, appraisal, legal, advertising and other
fees on behalf of the school trust.”> The minimum
bid price for school trust lands offered at public
auction, therefore, includes the appraised value and
some of MNDNR operating expenses. MNDNR does
not pass all staff costs along to the bidder and those
costs are paid out of other funding; usually general
fund dollars. When a school trust parcel sells at
public auction, pursuant to Minnesota Statutes,
section 94.16, the MNDNR deposits the successful
high bid amount into the Permanent School Fund
less operating expenses. Given that school trust
land can only be sold at public auction, MNDNR
incurs unreimbursed expenses for all unsold parcels.
MNDNR incurs additional costs to reoffer unsold
school trust land at subsequent public auctions. It is
recommended that funding for land sales and
related transaction costs should be supported from
the school trust.

Figure 7. MNDNR Photo, © 2013

In FY14, the MNDNR administered one public auction sale in July 2013 offering twenty-one school trust parcels
totaling 841 acres. Ten parcels were sold, for total revenue of $1,877,345. Of particular interest was the offering of a

2L MINN. CONST. ART. XI, SEC. 8 REQUIRING THAT SCHOOL TRUST LANDS BE SOLD ONLY AT PUBLIC AUCTION.
%2 MINN. STAT., SEC. 94.16.
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65-acre school trust parcel in Lake County that MNDNR refers to as the Little Marais parcel. It is located on the north
shore of Lake Superior and had not been actively managed. The Little Marais parcel, however, was identified by
MNDNR school trust inventory as a high-value real estate parcel. MNDNR analyzed the parcel for its various natural
resource benefits and appraised it under three different scenarios to ensure the school trust received maximum
value. The MNDNR offered the parcel at public auction for a minimum bid price of $800,000. The auctioneer’s
hammer price was $1,200,000.

In FY15, the MNDNR administered two public auctions of school trust and other lands in August 2014 and October
2014, offering 38 school trust parcels totaling 729 acres. Of the school trust parcels offered, 216.1 acres were sold for
a total revenue of $279,415.

Since 1999 the MNDNR no longer offers school trust land for sale by certificate of sale, which provided for installment
payments over a 10 or 20 year period. Therefore, the amount of revenue generated by older sales will continue to
decrease as the final certificates of sale are paid. Current public auction sale terms require a 10 percent down
payment at the time of the auction with the remaining 90 percent due within 90 days of the auction.

Land Exchanges
During FY14, MNDNR did not complete school trust land exchanges. However, MNDNR made significant progress on
land exchanges involving school trust lands through its SLAM program.

During FY15, the MNDNR completed two land exchanges involving school trust lands. The first SLAM program land
exchange received Land Exchange Board approval in June 2015. The land exchange was a partnership between the
school trust and Lake County. It involved 1,822 acres of school trust land and 1,910 acres of county tax-forfeited land,
both valued equally at $1,140,000. This land exchange consolidated ownerships of both parties with a goal of
reducing future management expenses.

The Land Exchange Board approved the Sax-Zim Bog exchange in September 2014. This was a unique land exchange
involving multiple partners that brought about numerous benefits for Minnesota. The school trust upgraded its
degraded wetland land base at Sax-Zim for productive timberlands in northern St. Louis County. The Sax-Zim bog
wetland is being restored by a private company, and after restoration is complete wetland banking credits will be
available for Minnesota industries. Finally, the Sax-Zim bog will remain its natural state as an Audubon Society
identified Important Birding Area. The land exchange project involved 12,658 acres of school trust land being
exchanged for 5,715 acres of industrial timberland. The appraised value of the school trust land was $6,136,800 and
the private land value was $6,140,100. The exchange partner waived the $3,300 difference in value.

Recreational Use

The MNDNR manages forest campgrounds located on school trust lands. In FY14, total revenue generated from
campground fees was $154,943. In FY15, total revenue generated from campground fees was $177,528. The
revenue generated from forest campgrounds is not subject to forest cost certification under Minnesota Statutes,
section 16A.125. Thus, the MNDNR pays the costs of operating forest campgrounds on school trust lands from other
sources. These operational costs should be supported from the school trust. All gross revenues from forest
campground are deposited in the Forest Suspense Account prior to being deposited into the Permanent School Fund.

MNDNR also began development of a new recreational lease in FY14 and FY15 for a mountain bike destination site.
In collaboration with a local mountain biking club and local government officials, MNDNR Parks and Trails staff
identified an ideal site for a new mountain bike trail in Cohasset. The new trail will repurpose an old iron ore tailings
site for off-road biking. MNDNR anticipates executing the lease and opening the Tioga Pit Mountain Bike trail in
calendar year 2016. This new recreation lease opportunity demonstrates a modern view by MNDNR to explore all
revenue possibilities for school trust land management.

The MNDNR also leases school trust land for other recreational purposes. The revenues generated from these
recreation leases are subject to forest cost certification under Minnesota Statutes, section 16A.125. Examples of such
recreational leases are Hill Annex State Park, Knife River Marina, North Country hiking trail, and Superior hiking trail.
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Appendices
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D. Minnesota Department of Natural Resources, Division of Forestry Transfer Certification Report, 2014
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Disclaimer

Minnesota Department of Natural Resources

For more information contact:

DNR Information Center
500 Lafayette Road
St. Paul, MN 55155-4040
TTY 1-800-657-3929
TTY (651) 296-5484 (metro area)

1-888-MINNDNR (646-6367)
(651) 296-6157 (metro area)

www.dnr.state.mn.us

Equal opportunity to participate in and benefit from programs of the Minnesota Department of Natural
Resources is available to all individuals regardless of race, color, creed, religion, national origin, sex, marital
status, status with regard to public assistance, age, sexual orientation, membership or activity in a local
commission, or disability. Discrimination inquiries should be sent to MN-DNR, 500 Lafayette Road, St. Paul,
MN 55155-4031; or the Equal Opportunity Office, Department of the Interior, Washington, D.C. 20240.

This document is available in alternative formats by calling one of the numbers listed above.

Copyrighted 2015, State of Minnesota, Department of Natural Resources.

Cover photo: Copyrighted 2015, State of Minnesota, Department of Natural Resources.
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HISTORY OF MINNESOTA’S SCHOOL TRUST LAND GRANTS





HISTORY OF MINNESOTA’S SCHOOL TRUST LAND (FRANTS

The Organic Act of 1849 created the Territory of Minnesota, and reserved sections 16 and 36 of each
township “for the purpose of being applied to the schools in said territory.” Minnesota was the first state
to receive two sections of each township.! The Enabling Act of 1857 authorized Minnesotans to write a
constitution in preparation for statehood granted sections 16 and 36 with the condition that said land be
“for the use of schools.” The initial 1857 Enabling Act granted approximately 2.9 million acres to the
state to support public education in Minnesota.

Minnesota received three additional federal grants that currently make up Minnesota’s School Trust
Lands. Federal legislation in 1857 extended so called Indemnity trust lands to the state when sections 16
or 36 were occupied, reserved, otherwise unavailable, or submerged. In 1860, Congress extended the
Swamp Acts of 1849 and 1850 to Minnesota thereby conveying 4.7 million acres of so-called Swamp Trust
land. And, the final grant was made in 1866 for Internal Improvement lands meant to foster economic
and railroad development in state.2

Table 1. School Trust by Federal Grant

Federal Grant Original Grant 2015 Grant

Acres Acres
School and Indemnity School 2,900,000 967,608
Swamp 4,706,503 1,546,232
Internal Improvement 500,000 6,510
Total 8,106,503 2,520,350

The four federal land grants described above entrusted Minnesota with a total of 8.1 million acres. All

four federal grants are now considered school trust lands after constitutional amendments in 1914, 1938,
1974 and 1984.

Over two million acres, roughly 92 percent, of Minnesota’s school trust lands are located in ten northern
Minnesota counties — Aitkin, Beltrami, Cass, Cook, Hubbard, Itasca, Koochiching, Lake, Roseau and St.
Louis (Table 3). The remaining school trust lands are dispersed throughout the state with less than 500
acres remaining in Minnesota’s southern third (Table 2; Map 3).

L Jon A. Souder and Sally K. Fairfax, State Trust Lands: History, Management and Sustainable Use
(Lawrence, Kansas, University of Kansas, 1996), p. 27

2 Matthias, Nordberf, Orfield, Federal Land Grants to the States with Special Reference to Minnesota
(Minneapolis, University of Minnesota, 1915), p. 7-13.





Table 2.

Minnesota’s School Trust Lands by County

County Acres County Acres
Aitkin 134,644 | Lake of the Woods 4,633
Anoka 645 | Lesueur 80
Becker 16,041 | Mahnomen 7,267
Beltrami 60,777 | Marshall 22,363
Benton 120 | Martin 51
Big Stone 94 | Mcleod <1
Blue Earth 7 | Meeker 41
Carlton 21,851 | Mille Lacs 4,478
Cass 150,901 | Morrison 2,884
Chippewa 11 | Nicollet <1
Chisago 120 | Norman 320
Clay 321 | Ottertail 2,562
Clearwater 21,558 | Pennington 2,340
Cook 121,755 | Pine 23,136
Crow Wing 24,013 | Polk 1,095
Dakota 110 | Pope 80
Douglas 160 | Red Lake 760
Fillmore 120 | Roseau 45,928
Goodhue 227 | St. Louis 481,755
Houston 220 | Scott <1
Hubbard 29,345 | Sherburne 1,116
Isanti 200 | Sibley 41
Itasca 293,603 | Stearns 495
Kanabec 3,731 | Todd 3,227
Kandiyohi 200 | Traverse 40
Kittson 14,774 | Wadena 6,128
Koochiching 854,627 | Winona 122
Lake 159,220 | Yellow Medicine 2

Note: Table 2 shows acres as of November 17, 2015. The 31 counties not listed in this table do not
contain school trust land. The shaded counties are the top ten counties with school trust lands.






From 1862 until 1931 the State Auditor’s State Land Office was charged with management of the school
trust lands. The State Land Office approached its school trust management with the policy of speedy
survey and sale of school trust land with the intent of growing the trust to support public schools. By
1880, the majority of high-quality agricultural lands in southern Minnesota were sold by the State Land
Office under this policy.3

The wisdom of this quick sale policy for the best interests of the trust gradually came to be questioned.
Other options, including retention of ownership with leasing for specified purposes, were considered. The
Minnesota Legislature in the early 1900’s modified its school trust management policy by placing a
number of restrictions on how the remaining school trust lands would be managed. These limitations
shifted Minnesota’s policy from divesting of school trust lands to retaining school trust lands for future
economic potential and to reserve some land for public use and enjoyment.? A non-exhaustive list of
legislatively imposed limitations are the 1901 law requiring a reservation of mineral rights, the 1923 law
restricting sale of land bordering public waters, and a 1935 law removing commercial peat deposits from
sale. From the turn of the 20th century the school trust lands were managed with the idea of “selective
retention” of lands that could best be managed by the state.?

The DNR has continuously managed the school trust lands since 1931. The DNR actively manages school
trust land for revenue generation through the following general activities; mineral evaluation, leasing
and extraction, forest products sales, sale of real property, real property easements, leasing and licenses,
evaluation and leasing of surface soil resources, and leasing for recreational uses.

3 Samuel T. Dana, et al. Minnesota Lands Ownership, Use and Management of Forest and Related Lands
(Washington, D.C.: American Forestry Assoc. 1962), p. 92.

4 Evaluation of State Land Acquisition and Disposal, Office of Legislative Auditor, (St. Paul, 1983), p. 12.
5 Ibid., p. 14-15.





Map 1. Minnesota School Trust Lands by Federal Grant.
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Map 2. Minnesota School Trust Land and School Trust Severed Mineral Rights.

B School Trust Land

School Trust
. Severed Minerals

©2013 Minnesota Department of Natural Resources





Map 3. School Trust Land Distribution by County.
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Senator David Hann Representative Kurt Daudt
Senator Charles Wiger Representative Paul Marquart
Senator Sean Nienow Representative Kelby Woodard
Senator Patricia Torres Ray Representative Carlos Mariani
Senator Carla Nelson Representative Sondra Erickson

: . J
From: Jim Schowalter, Commissioner
Subject: Permanent School Fund Annual Report

During the 2009 Session, language was adopted requiring Minnesota Management & Budget (MMB)
to annually report to the Permanent School Fund Advisory Committee and the legislature on the
“amount of the permanent school fund transfer and information about the investment of the permanent
school fund provided by the State Board of Investment. The State Board of Investment shall provide
information about how they maximized the long-term economic return of the permanent school fund.”

Since the last Permanent School Fund report in January 2013, MMB transferred $24,636,431.71 to the
Department of Education for allocation to school districts.

The attached report provides an overview of the Permanent School Fund, reviews recent legislative
changes, and provides recent transfer totals from the fund to the Minnesota Department of Education.
The report also includes a link to the State Board of Investment’s 2013 performance report on the
Permanent School fund.

cc.  Commissioner Thomas Landwehr, Dept. of Natural Resources
Commissioner Brenda Cassellius, Dept. of Education
Executive Director Mansco Perry, State Board of Investment
Assistant Commissioner Lori Mo, Minnesota Management & Budget
Jess Hopeman, Legislative Reference Library
Legislative Staff (electronic copy)

400 Centennial Building e 658 Cedar Street e St. Paul, Minnesota 55155
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ESTIMATED COSTS OF PREPARING THIS REPORT

This report provides information that Minnesota Management & Budget normally collects as part
of its business functions. The cost reported below is the estimated cost of preparing the report.

Special funding was not appropriated for the costs of preparing this report.

In accordance with M.S. 3.197, the estimated cost incurred by Minnesota Management and
Budget in preparing this report is $200.
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Permanent School Fund Overview

The Permanent School Fund is a trust fund created by the Minnesota Constitution (article XI,
Section 8) and designated as a long-term source of revenue for public schools. The fund
“consists of (a) the proceeds of lands granted by the United States for the use of schools within
each township, (b) the proceeds derived from swamp lands granted to the state, (c) all cash and
investments credited to the permanent school fund and to the swamp land fund, and (d) all cash
and investments credited to the internal improvement land fund and the lands therein.” Proceeds
from the school trust land are generated through land sales, mining royalties, timber sales, lake
shore and other leases. The goal of the fund, as stated in M.S. 127A.31, is to “secure the
maximum long-term economic return from the school trust lands consistent with fiduciary
responsibilities imposed by the trust relationship established in the Minnesota Constitution, with
sound natural resource conservation and management principles, and with other specific policy
proved in state law”.

The Commissioner of Natural Resources, per M.S. 84.027, has authority and responsibility for
the management of school trust lands, including the land and timber sales, royalties, and leases
that fund the Permanent School Fund. While much of the initial land granted to the state has
been sold, the Department of Natural Resources manages the remaining 2.5 million acres of
school trust land and 1 million acres of school trust mineral rights. Administrative costs incurred
by the department are deducted from the gross proceeds of land management activities (M.S.
16A.125 & M.S. 93.2236). The net proceeds are added to the principal, or corpus, of the
Permanent School Fund monthly. The department reports biannually to the Permanent School
Fund Advisory Committee (M.S. 127A.30) and the Legislature on the management of the land®.

Table 1: School Trust Land by Original Grant Type

Type of Grant Original Current
Acres Acres
School 2,900,000 967,855
Swamp 4,706,503 1,546,252
Internal Improvements 500,000 6,510
Total | 8,106,503 2,520,617

Source: DNR Inventory, December 2013

The State Board of Investment, per M.S. 11A.16, has been assigned investment responsibilities
over the Permanent School Fund. In accordance with the Minnesota Constitution, the principal
of the Permanent School Fund cannot be spent and instead must remain “perpetual and
inviolate.” The fund is invested to produce a growing level of spendable income within the
constraints of maintaining adequate portfolio quality and liquidity. Prior to FY 1998, the fund
had been invested entirely in fixed income securities which maximized current income but
limited long term growth. In 1997 the State Board of Investment presented alternative

! See DNR Website for additional information on school trust land management: www.dnr.state.mn.us
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investment scenarios to the legislature. The decision was made to reallocate the investment to
509 stock, 48% fixed income and 2% cash; this allocation remains today?.

Every month the State Board of Investment transfers the net school trust land proceeds deposited
by the Department of Natural Resources into the corpus of the Permanent School Fund. Twice a
year, in March and September, the State Board of Investment certifies the interest and dividends
earned from the fund, and informs Minnesota Management & Budget (MMB). This certification
includes any interest earned by the net school trust land proceeds while awaiting transfer into the
corpus for investment. MMB then transfers the certified earnings to the School Endowment
Fund created under M.S. 127A.32. The Department of Education then allocates funds in the
School Endowment Fund to school districts in two semi-annual payments under M.S. 127A.33,
which requires apportionment based on “the number of pupils in average daily membership
during the preceding year.”

The Commissioner of Management & Budget, per M.S. 11A.16, has overall management
responsibilities for the fund. MMB works with the Department of Natural Resources to estimate
administrative expenses charged back to the fund, oversees the monthly transfers of interest to
the appropriation, and transfers the earnings to the Department of Education semiannually. In
addition, M.S. 16A.06 requires Minnesota Management & Budget to “annually report to the
Permanent School Fund Advisory Committee and the legislature the amount of the permanent
school fund transfer and information about the investment of the permanent school fund
provided by the State Board of Investment. The State Board of Investment shall provide
information about how they maximized the long-term economic return of the permanent school
fund.”

Recent L egislative Changes

Minnesota Statutes 11A.16 was amended under Laws 2011, 1% special session, chapter 11,
article 1, section 1 to clarify that the invested treasurer’s cash (ITC) interest earned on the
Permanent School fund earnings is included in the investment income certified and paid to
school districts. Sections 8, 25, and 26 include charter schools in the definition of a “school
district” in order to enable charter schools to qualify for Permanent School fund payments. The
new law changes the distribution of permanent school fund revenue from resident ADM pupils to
adjusted ADM pupils and excludes charter schools from the definition of school district for
purposes of aid anticipation borrowing. The law became effective March 1, 2012. Additionally,
Laws 2011, 1 special session, chapter 2, article 1, section 4 appropriated $200,000 in FY 2012
and $200,000 in FY 2013 from the Permanent School Fund to the Department of Natural
Resources for accelerating land exchanges, land sales, and commercial leasing of school trust
lands in order to maximize the long-term economic return of the school trust lands.

2 See SBI Website for additional information on Permanent School Fund investments: www.sbi.state.mn.us
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Minnesota Statutes 127A.351 to 127A.353 was created under Laws 2012, chapter 249, article 1,
sections 8 — 11. The purpose of the new statutes is to establish a school trust lands director
position to recommend management policies for Minnesota’s school trust lands in accordance
with the provisions of the Minnesota Constitution, article X1, section 8. The management of the
school trust lands must take into consideration long-term interests of the funds so benefits are not
lost in an effort to maximize short-term gains.

Certified Transfers

Since the last Permanent School Fund report in January 2013, the State Board of Investment
calculated that the Permanent School Fund earned $11,894,044.86 for the period 3/2013 through
8/2013 and $12,739,386.85 for the period 9/2012 through 2/2013.

Time Period Certified Earnings
3/2013 - 8/2013 $11,894,044.86
9/2012 - 2/2013 $12,739,386.85
3/2012 — 8/2012 $12,127,870.36
9/2011 - 2/2012 $12,231,722.93

Agency Contact:

Liz Connor, Executive Budget Officer
Minnesota Management & Budget
658 Cedar Street

400 Centennial Office Bldg

St. Paul, MN 55155

Tel: 651-201-8041

Fax: 651-296-8685

Attached:
State Board of Investment Annual Report 2013: Permanent School Fund.
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Senator Tom Bakk
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RE: Permanent School Fund Annual Report

Dear Senators & Representatives:

During the 2009 Session, language was adopted requiring Minnesota Management & Budget (MMB) to

Representative Kurt Daudt
Speaker of the House
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Representative Carlos Mariani
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annually report to the Permanent School Fund Advisory Committee and the legislature on the “amount
of the permanent school fund transfer and information about the investment of the permanent school
fund provided by the State Board of Investment. The State Board of Investment shall provide

information about how they maximized the long-term economic return of the permanent school fund.”
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Since the last Permanent School Fund report in January 2014, MMB transferred $24,168,371.17 to the
Department of Education for allocation to school districts.

The attached report provides an overview of the Permanent School Fund, reviews recent legislative
changes, and provides recent transfer totals from the fund to the Minnesota Department of Education.
The report also includes a link to the State Board of Investment’s 2013 performance report on the
Permanent School fund.

Sincerely,

Myron Frans
Commissioner

cc: Commissioner Thomas Landwehr, Dept. of Natural Resources
Commissioner Brenda Cassellius, Dept. of Education
Executive Director Mansco Perry, State Board of Investment
Assistant Commissioner Cindy Farrell, Minnesota Management & Budget
Legislative Reference Library
Legislative Staff
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ESTIMATED COSTS OF PREPARING THIS REPORT

This report provides information that Minnesota Management & Budget normally collects as part
of its business functions. The cost reported below is the estimated cost of preparing the report.

Special funding was not appropriated for the costs of preparing this report.

In accordance with M.S. 3.197, the estimated cost incurred by Minnesota Management and
Budget in preparing this report is $200.
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Permanent School Fund Overview

The Permanent School Fund is a trust fund created by the Minnesota Constitution (article XI,
Section 8) and designated as a long-term source of revenue for public schools. The fund
“consists of (a) the proceeds of lands granted by the United States for the use of schools within
each township, (b) the proceeds derived from swamp lands granted to the state, (c) all cash and
investments credited to the permanent school fund and to the swamp land fund, and (d) all cash
and investments credited to the internal improvement land fund and the lands therein.” Proceeds
from the school trust land are generated through land sales, mining royalties, timber sales, lake
shore and other leases. The goal of the fund, as stated in M.S. 127A.31, is to “secure the
maximum long-term economic return from the school trust lands consistent with fiduciary
responsibilities imposed by the trust relationship established in the Minnesota Constitution, with
sound natural resource conservation and management principles, and with other specific policy
proved in state law”.

The Commissioner of Natural Resources, per M.S. 84.027, has authority and responsibility for
the management of school trust lands, including the land and timber sales, royalties, and leases
that fund the Permanent School Fund. While much of the initial land granted to the state has
been sold, the Department of Natural Resources manages the remaining 2.5 million acres of
school trust land and 1 million acres of school trust mineral rights. Administrative costs incurred
by the department are deducted from the gross proceeds of land management activities (M.S.
16A.125 & M.S. 93.2236). The net proceeds are added to the principal, or corpus, of the
Permanent School Fund monthly. The department reports biannually to the Permanent School
Fund Advisory Committee (M.S. 127A.30) and the Legislature on the management of the land®.

Table 1: School Trust Land by Original Grant Type

Type of Grant Original Current
Acres Acres
School 2,900,000 957,818
Swamp 4,706,503 1,550,818
Internal Improvements 500,000 6,510
Total | 8,106,503 2,515,146

Source: DNR Inventory, December 2014

The State Board of Investment, per M.S. 11A.16, has been assigned investment responsibilities
over the Permanent School Fund. In accordance with the Minnesota Constitution, the principal
of the Permanent School Fund cannot be spent and instead must remain “perpetual and
inviolate.” The fund is invested to produce a growing level of spendable income within the
constraints of maintaining adequate portfolio quality and liquidity. Prior to FY 1998, the fund
had been invested entirely in fixed income securities which maximized current income but
limited long term growth. In 1997 the State Board of Investment presented alternative

! See DNR Website for additional information on school trust land management: www.dnr.state.mn.us
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investment scenarios to the legislature. The decision was made to reallocate the investment to
509 stock, 48% fixed income and 2% cash; this allocation remains today?.

Every month the State Board of Investment transfers the net school trust land proceeds deposited
by the Department of Natural Resources into the corpus of the Permanent School Fund. Twice a
year, in March and September, the State Board of Investment certifies the interest and dividends
earned from the fund, and informs Minnesota Management & Budget (MMB). This certification
includes any interest earned by the net school trust land proceeds while awaiting transfer into the
corpus for investment. MMB then transfers the certified earnings to the School Endowment
Fund created under M.S. 127A.32. The Department of Education then allocates funds in the
School Endowment Fund to school districts in two semi-annual payments under M.S. 127A.33,
which requires apportionment based on “the number of pupils in average daily membership
during the preceding year.”

The Commissioner of Management & Budget, per M.S. 11A.16, has overall management
responsibilities for the fund. MMB works with the Department of Natural Resources to estimate
administrative expenses charged back to the fund, oversees the monthly transfers of interest to
the appropriation, and transfers the earnings to the Department of Education semiannually. In
addition, M.S. 16A.06 requires Minnesota Management & Budget to “annually report to the
Permanent School Fund Advisory Committee and the legislature the amount of the permanent
school fund transfer and information about the investment of the permanent school fund
provided by the State Board of Investment. The State Board of Investment shall provide
information about how they maximized the long-term economic return of the permanent school
fund.”

Recent L egislative Changes

Minnesota Statutes 11A.16 was amended under Laws 2011, 1% special session, chapter 11,
article 1, section 1 to clarify that the invested treasurer’s cash (ITC) interest earned on the
Permanent School fund earnings is included in the investment income certified and paid to
school districts. Sections 8, 25, and 26 include charter schools in the definition of a “school
district” in order to enable charter schools to qualify for Permanent School fund payments. The
new law changes the distribution of permanent school fund revenue from resident ADM pupils to
adjusted ADM pupils and excludes charter schools from the definition of school district for
purposes of aid anticipation borrowing. The law became effective March 1, 2012. Additionally,
Laws 2011, 1 special session, chapter 2, article 1, section 4 appropriated $200,000 in FY 2012
and $200,000 in FY 2013 from the Permanent School Fund to the Department of Natural
Resources for accelerating land exchanges, land sales, and commercial leasing of school trust
lands in order to maximize the long-term economic return of the school trust lands.

Minnesota Statutes 127A.351 to 127A.353 was created under Laws 2012, chapter 249, article 1,
sections 8 — 11. The purpose of the new statutes is to establish a school trust lands director

2 See SBI Website for additional information on Permanent School Fund investments: www.sbi.state.mn.us
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position to recommend management policies for Minnesota’s school trust lands in accordance
with the provisions of the Minnesota Constitution, article XI, section 8. The management of the
school trust lands must take into consideration long-term interests of the funds so benefits are not
lost in an effort to maximize short-term gains. Finally, Laws 2014, chapter 312, article 13,
section 2 specified that the revenues to the Permanent School Fund will be reduced by the cost
incurred by the Legislative Permanent School Fund Commission and the school trust lands
director.

Certified Transfers

Since the last Permanent School Fund report in January 2014, the State Board of Investment
calculated that the Permanent School Fund earned $12,321,341.34 for the period 3/2014 through
8/2014 and $11,847,029.83 for the period 9/2013 through 2/2014.

Time Period Certified Earnings
3/2014 — 8/2014 $12,321,341.34
9/2013 — 2/2014 $11,847,029.83
3/2013 — 8/2013 $11,894,044.86
9/2012 — 2/2013 $12,739,386.85

Agency Contact:

Liz Connor, Executive Budget Officer
Minnesota Management & Budget
658 Cedar Street

400 Centennial Office Bldg

St. Paul, MN 55155

Tel: 651-201-8041

Fax: 651-296-8685

Attached:
State Board of Investment Annual Report 2013: Permanent School Fund.
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Cost of Preparation

Name of Legislative Report: Transfer Certification Report
Minnesota Statute Reference: M.S 16A.125, Subd. 5(d)
Prepared by: Don Deckard, Ph.D., State Forest Economist
Department of Natural Resources, Division of Forestry

Phone: (651) 259-5287

Email: donald.deckard@state.mn.us

Description of Cost Further explanation if necessary Amount

Staff time (salary & fringe) 190 hours @ $50/hour 9,500
Duplication | nominal

Other nominal

TOTAL TO PREPARE REPORT $9,500

Statutory Provisions

Minnesota Statute 16A.125, Subd. 5 specifies which types of forestry costs are certified against

trust fund lands and how the certified costs and net revenues from trust fund lands are

distributed. Only those costs paid from the General Fund and Forest Management Investment
Account are included in cost certification. Costs charged to dedicated funds and federal funds are
excluded from the cost certification process. In addition, only revenues derived from Forestry

activities are included in the process. Non-forestry revenues, such as mineral royalties are
excluded. Minnesota Laws of 2012, Chapter 249, Section 3, Subd.5¢c amended 16A.125 to

remove protection from certifiable costs effective July 1, 2013.
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M.S. 16A.125 Transfer Certification Report

Executive Summary

Minnesota Department of Natural Resources (MNDNR), Division of Forestry (FOR) is
responsible for forest resource management on 2.5 million surface acres of School and
University Trust land in Minnesota of which 2.37 million acres are subject to cost certification
under Minnesota Statute 16A.125. Qualifying state land forestry revenue totaled $19.8 million in
FY 2014 while qualifying trust land forest management revenue was $10.1 million, 51.2 percent
of qualifying state land forestry revenue (Table 1).

Table 1. FY 2014 Summary of Minn. Stat. 16A.125 Qualifying Revenues

Total School Trust  Univ Trust Sum Trust

Qualifying Qualifying Qualifying Qualifying Trust %
Category Revenue Revenue Revenue Revenue of Total
Timber Sales 518,922,832 $9,142,970 $118,011 $9,260,982 48.9%
TS Interest & Penalty $13,820 $6,130 $24 $6,155 44.5%
Resource Mgmt Access $510 $510 $0 $510 n/a
Leases & Land Use $871,871 $854,776 $17,095 $871,871 n/a
Column Sum/Avg. $19,809,034 $10,004,387 $135,130 $10,139,517 51.2%

In FY 2014, net qualifying expenditures totaled $18,964,908 with a combined School/University
Trust cost recovery proration of $7,885,498, some 41.6 percent of net expenditures (Table 2).

Table 2. FY 2014 Financial Summary of Minn. Stat. 16A.125 Qualifying Expenditures

Total Net
Qualifying School Trust  Univ Trust Sum Trust  Trust %
Statutory Category Expense Proration Proration Proration of Total
Management
sub-Timber Sales $9,301,623 $4,170,111 $32,273  $4,202,384 45.2%
sub-Forest Mgmt $2,660,614 $1,192,809 $9,231  $1,202,040 45.2%
Improvement 52,514,680 $1,127,383 $8,725  $1,136,108 45.2%
Forest Roads $1,413,483 $66,092 $511 $66,603 4.7%
Administration $3,074,509 $1,268,545 $9,817  $1,278,363 41.6%
Column Sum/Avg. $18,964,908 $7,824,939 $60,558 $7,885,498 41.6%

Under 2014 Minn. Stat. 16A.125, Subd. 5d, this report certifies cost recovery and the transfer of
funds from the forest suspense account to the Forest Management Investment Account (FMIA)
of $6,607,135 for management, improvement and road costs, and to the General Fund of
$1,278,363 for administration costs; with $2,278,494 being transferred to the trust ($2,203,922 to
the School Trust and $74,572 to the University Trust).

e ——————
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I. OPERATING REVENUES AND EXPENDITURES

This cost certification report provides details on forestry revenue and forest management costs
for trust fund lands in fiscal year (FY) 2014. Effective July 1, 2013, two key changes were made
to Minnesota Statute 16A.125: (i) fire protection was removed from qualifying activities and (ii)
language was added requiring “...an analysis that compares costs certified under this section
[Subd. 5] with costs incurred on other public and private lands with similar land assets.” The
cost certification is organized by four statutory categories: Management, Forest Improvement,
Forest Roads, and Administration.

Qualifying Revenues

Qualifying revenues are trust land revenues generated by state land forest management (SLFM)
expenditures. For FY 2014, trust land revenue was $10,363,991 comprised of $10,139,517
qualifying revenue associated with forest management and $224,475 non-qualifying revenue.
The FY 2014 qualifying forestry revenue from trust land increased 30.1 percent as compared to
$7,792,439 in FY 2013.

Qualifying Expenditures

The Division of Forestry identifies base operating expenditures using a set of cost code strings
limited by fund, appropriation, and activity. The accounting strings identify qualifying and non-
qualifying expenditures by activity (e.g. timber sale preparation and design, forest inventory,
forest roads, private forest management, etc.) that generate the expenditure. The qualifying state
land forest management (SLFM) activities are grouped into the four (4) statutory cost categories:
management, improvement, roads, and administration. In addition, general operations
expenditures (fleet, facilities, information technology, and time off) are grouped as a separate
category to be prorated across statutory cost categories. General operations expenditures are
allocated between qualifying and non-qualifying activities. Then, the qualifying portion of
general operations is prorated to each statutory cost category based on the percentage of direct
qualifying expenditure in each statutory category (management, improvement, roads, and
administration). Qualifying expenditures are limited to SLFM activities that directly generate
forestry related revenue and the activities that support forestry related revenue. Activities such as
urban forestry, forest recreation, and private land management are excluded from the process.

Discussion

For FY2014, net Minn, Stat. 16A.125 qualifying forestry expenditures totaled $18,964,908 for
all acres subject to cost certification. Some $12,368,001 was direct expenditures associated with
SLFM plus $6,596,907 in general operations support. Qualifying forestry expenditures for
management and improvement are prorated between Trust and non-trust acres on a percentage of
total acres basis. Some 2.37 million acres (45.2 percent) of the total 5.3 million state
administered acres subject to forest management is trust fund lands.' The Trust portion is

"In FY 2014, MNDNR administered acres totaled 5.6 million. Primary land uses: cultivation, extractive,
recreation, and urban development were removed to derive acres subject to forest management.
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allocated on a per acre basis between school and university. Some $7,885,498 of the total was
allocated to the Trust as follows: $7,824,939 School Trust and $60,558 University Trust.

Management—Expenditures are divided into two sub-categories; timber sales and forest
resource management. Timber activities consist of timber sales preparation, permit supervision,
scaling, and timber enforcement. Forest management expenditures, the cost of maintaining
forests for future revenue, include: policy development, management planning, harvest
scheduling, and forest inventory. Management costs are prorated based on the percentage of trust
acres to total acres subject to certification. On a statewide basis, the trust allocation is 45.2
percent, $5,404,423 of the total $11,962,237 qualifying expenditures.

Forest Improvement— Activities include site preparation and reforestation and timber stand
improvement (TSI) that establish and improve forests for future revenue. Improvement costs are
prorated based on the percentage of trust acres to total acres subject to certification. On a
statewide basis, the trust allocation is 45.2 percent, $1,136,108 of the total $2,514,680 qualifying
expenditures.

Forest Roads—State forest roads provide direct access to a relatively small portion of trust lands.
Road costs are allocated to the trust based on the number of acres within %4 mile of designated
state forest system roads. On a statewide basis, this amounts to 4.7 percent of total acres
managed and $66,603 of the total $1,413,483 qualifying roads expenditures.

Administration—Department services provided to the Division of Forestry and Division of
Forestry activities include: leadership services, human resources, accounting, general office &
clerical, and other direct and necessary costs related to the support of staff that generates
revenue. Administrative costs are allocated based on the ratio of trust land expenditures to net
qualifying expenditures for: management, improvement, and roads. On a statewide basis, the
trust proration is 41.6 percent, $1,278,363 of the total $3,074,509 qualifying expenditure.
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VLS. 16A. 125 Transfer Certification Report

II.  TrustPortion of Foresty Revenue and Cost Recovery
Over the past five fiscal years (FY 2010-14), the combined school and university trust lands
averaged 49 percent of gross forestry revenue with all qualifying revenue initially deposited in
the Trust Forest Suspense Account (Figure 1). The five-year average FMIA cost recovery was
55 percent of qualifying trust revenue. The five-year average General Fund (GF) cost recovery
was 31 percent of qualifying trust revenue. With protection removed from qualifying
expenditures effective FY 2014, combined FMIA/GF cost recovery was 78 percent and net to the
Trust was 22 percent of qualifying forestry revenue from trust land.

DNR Forestry Revenue Distribution & Cost Recovery, 5-year average

Con-Con DNR Forestry
Lands Revenue T;ust Forest
Account uspense
(M.S. 84A.51) Account

\ 100%

Misc.
Dedicated

Acquired
Forestry Lands Trust Mgme Cost
(M.S. 89.035) Certification

(M.S. 16A.125)

Forest Mgmt
- Misc. Investment Permanent
s Dedicated Account General School
Counties Accounts Fund Trusts
12% of Gross 5% of Gross 60% of Gross 16% of Gross 7% of Gross
Revenue Revenue Revenue Revenue Revenue
Amounts set torth by statutory requirement.
Den Deckars, Foresd feonomisg Updated: 13 2018

Figure 1. DNR Forestry Revenue Distribution and FMIA Cost Recovery.

Notes to Figure 1 Forestry Revenue Distribution
1) Inter-division cost certification under Minn. Stat. 89.0385 effective FY 2012.
2) Protection costs removed from certification ettective FY 2014.
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III. Trust Cost Certification History
Forestry revenue totaled just under $19 million in FY 2014. Of the total, $10.1 million qualified
for cost certification with net to the trust of $2.3 million (Table 3a). As per Minn. Stat. 16A.125,
Subd 5., certified costs for management, improvement and roads are transferred to FMIA.
Certified costs for administration are transferred to the General Fund. The balance is transferred
to the permanent school and university trust funds.

Effective FY 2014, protection costs were removed from qualifying expenditures (Table 3b). FY
2014 management costs increased due to an increase in direct expenditures combined with a
change in general operations allocation methodology to fully account for General Fund sourced
general operations expenditures by statutory category. Administrative costs decreased due to
recategorization of certain activities.

Table 3a. Forest Suspense Account History

(amounts in thousands) \ FY10 FY11 FY12 FY13 FY14 5-Yr Avg
Total Forestry Revenue $18,946 $19,564 $17,114 $15,931 $18,982 $18,107
Qualifying Trust Revenue $9,713 $10,060 $8,577  $7,792 §$10,140 $9,256
Cost Transfer to GF $3,793  $3,026  $2,793 $3,551 $1,278 $2,888
Cost Transfer to FMIA $4.926  $4.934  $4.931 $4,178  $6.607 $5.115
Sum Cert. Cost Transfers $8,719  $7.960 $7.,724  $7,729  $7,885 $8,003
Net to Trust (a) $980 $2,403 - $886 $154 $2,278 $1,340

a)Includes non-qualifying revenue.

Table 3b. Forestry Certified Costs History

(amounts in thousands) \ FY10 FY11 FY12 FY13(a) FY14 5-Yr Avg
Protection $2,000 $1,169 $1,518 $2,344 n/a $1,403
Forest Management $4,100 $4,361 $4,242 $3,828  $5,404 $4,387
Forest Improvement $771 $557 $664 $789  $1,136 $783
Forest Roads $55 $16 $24 $26 $67 $38
Administration $1,793 $1,857 $1.275 $1.603  $1.278 $1.561
Total $8,719 $7.960 $7,723 $8,590 $7,885 $8,172

a)Actual transfer was $7,728,916 due to cost certification exceeding qualifying revenue.

Explanation of Table 3b Color-codes
M.S.16A.125, Subd 5(d)
Forest Management, Forest Improvement and Forest Road Costs are transferred to FMIA.
Effective FY 2014, Protection costs are non-qualifying, only Administration costs are transferred
to the General Fund.
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IV. DNR Timber Program Trends
In FY 2014, DNR offered over 1 million cord equivalents, sold 836,000 cord equivalents, and
harvested 851,00 cord equivalents of all species, products, and units of measure. Volumes
offered and sold have been somewhat volatile since 2010 with offer volumes rangeing from
930,000 to >1 million cord equivalents and sold volumes ranging from 769,000 to 861,000 cord
equivalents. F'Y 2014 was the fifth consecutive year that state harvest exceeded sold volumes.
However, harvest volume has been relatively stable since 2010 with the 5-year average being
858,000 cord equivalents per year (Figure 2).

DNR Timber Sales 10-year History (all units of measure converted to cords)
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Figure 2. DNR 10-Year Timber Sales History, Volume Offered, Sold, and Harvested.
*The large increase in volume offered and sold in FY2008-09 was due to the re-offering of sales forfeited
in 2007. The 885,000 cord equivalents harvested in FY2011 was a record harvest level from state lands.

In FY 2014, the average price received for timber sold increased to $24.42 per cord equivalent as
compared to $20.59 in FY 2013. In FY 2014, the average price received for timber scaled
(harvested) increased to $22.64 per cord equivalent as compared to $18.61 in FY 2013 (Figure
3). In a given fiscal year, regular timber sales revenue is a combination of a 15 percent down
payment at the time of sale plus the 85 percent balance due when harvested.

W= e == e
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Average Price per Cord Sold and Scaled by Fiscal Year
All units of measure (Cords, Mbf, 1000#, Tons, Pieces) converted to cords.
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Figure 3. DNR 10-Year History Average Price Received for Timber Sold and Scaled, all Land Types.

Due to the timber market collapse that began in August 2006, the average price per cord sold for
state timber dropped 60% in FY2009 compared to the value received in FY2005. Many of the
sales that were sold in FY2005-06 for $40+ per cord were forfeited and then resold in subsequent
years at a lower price. Due to the harvest of windstorm-damaged salvage timber sales in
FY2012-13, the average price/cord of timber harvested (scaled) decreased.

L ________________ ____ _________________________
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V.  Cost Comparisons
As per Minn. Stat. 16A.125 effective July 1, 2013, the cost certificate “...shall include an
analysis that compares costs certified under Minn. Stat. 16A.125 with costs incurred on other
public and private lands with similar land assets.” This topic was addressed in the recently
completed Office of the Legislative Auditor (OLA) Evaluation Report on DNR Forest
Management.” In this report, OLA concluded “...that differences in forest management goals,
policies, and land features prevent meaningful comparisons of profitability between state forest
managers and other land managers” (2014 OLA Report, p81). However, the OLA report
included an “efficiency” comparison between DNR’s combined Tower, Hibbing, and Cloquet
forestry areas and Saint Louis County (SLC) Minnesota Land Department. The basis for
comparison was new cords offered per full-time equivalent (FTE). OLA found “...the efficiency
of the [DNR] Forestry Division’s timber sales activity compared favorably with SLC’s activity”
(2014 OLA Report, p87).

With that being said, a comparative analysis of financial performance is provided with the
following caveats:

1. Profit potential, a function of land productivity, species/product mix, management policy,
and location, is somewhat variable within the Upper Midwest region and relatively low
when compared with the Pacific Northwest and Southern U.S.

2. Auvailablilty of detailed financial reporting in the public domain is extremely limited.

3. Structural and functional differences in land and resource management organizations
result in a variety of combinations of land related management activities including:
forestry, real estate, minerals, and recreation.

4. Sources of revenue and other funding are highly variable between organizations.

5. Cost accounting formats are not uniform among land managing organizaitons; available
accounting numbers require a range of adjustments to be somewhat comparable.

6. With one exception, financials are self reported and unaudited.

The analysis of financial performance included: profitability, profit potential, management
cfficiency, and land productivity. Of the land managing entities analyzed, operating margins
ranged from 5.8 percent to 48.1 percent with DNR managed School Trust reporting an operating
margin of 21.8 percent. Profit potential (gross revenue per cord) ranged from $17.83 to $106.98
per cord equivalent with DNR managed School Trust land reporting an average $24.24 per cord.
In terms of management efficiency, cost per cord ranged from $13.13 to $55.52 with DNR
managed School Trust reporting $18.96 per cord. In terms of land productivity/policy, cords
harvested per acre ranged from 0.21 to 0.46 cords per commercial timber acre with DNR
managed School Trust land reporting an average 0.26 cords harvested per commercial timber
acre (Table 4).

% Office of the Legislative Auditor, Program Evaluation Division. 2014. Evaluation Report DNR Forest
Management. Saint Paul, MN: Office of the Legislative Auditor, State of Minnesota. 99p

—_— e e — e ———————————
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Table 4. Minn. Stat. 16A.125, Subd. 5.c. - Financial Performance Comparisons (a)

K m

il S Y — R Wy

PROFITABILITY
Operating Margin 21.8%
Operating P/(L) per Cord (b} $5.28
PROFIT POTENTIAL
Gross Revenue per Cord (b) $24.24
MGMT EFFICIENCY
Cost per cord (b) $18.96
LAND PRODUCTIVITY/POLICY
Cords Harvested per Acre (c) 0.26
STATISTICAL DATA
Fiscal Year End June 30
Cords Sold 435.8
Cords Harvested 389.6
Avg. of Cords Sold & Harvested 412.7
Commercial Timber Acres 1,500.0
Admin Acres 2,520.3

20.0%
$3.57

$17.83

$14.26

0.46

Dec 31
80.1
81.6
80.8

178.0
255.7

13.0%
$3.70

$28.36

$24.66

0.23

Dec 31
183.8
157.6
170.7
693.4
872.1

31.2%
$5.95

$19.08

$13.13

0.38

Dec 31
106.0

277.1

(amounts in thousands, MNDNR
except as noted) School Trust | COMP1 COMP2 COMP3 COMPA4 COMP 5
FY2014 CY2013 CY2013 CY2013 |, FY2014 CY2013

REVENUES

Timber Sales (Stumpage) $9,149.6 | $1,356.8 $4,102.9 $2,020.6 $3,662.6 $152,628.5

Leases & Land Use $854.8 $85.0 $738.6 $2.2 $4.6

Sum Revenue $10,004.4 | $1,441.8 $4,841.5 $2,022.8 6$3,667.2 $152,628.5
EXPENSES

Total Expenditure $7,824.9 | $1,153.1 $4,210.0 $1,392.1 $3,455.1 $79,203.5
NET INCOME

F’rofith:s}fr Operations $2,179.5 $288.7 56315 $630.7 $212.1 73,425.0

5.8%
$2.12

$36.64

$34.52

0.21

Sept 30
103.8
96.4
100.1
459.3
666.5

48.1%
$51.46

$106.98

§55.52

1.01

Dec 31

1,426.7

1,412.0

Notes to Table 4 Financial Performance Comparisons

(a) Financial comparisons 1-5 include: Cass County Minn., Saint Louis County Minn., Douglas County
Wis., Chippewa National Forest Minn., and Potlatch Timber REIT Resource Mgmt. Business Segment
with timberland in Idaho (50% acres), Southern U.S. (39% acres), and Minn. (11% acres) respectively.
(b) Used cords sold or harvested if avg. cords sold & harvested not available.
(c) Used cords sold if cords harvested not available and used admin acres if commercial timber acres

not available.
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Minnesota Department of Natural Resources

Division of Forestry
M.S. 16A.125, Subd 5. Transfer Certification Report

2014
School Susp. Univ. Susp. Trust
Fund: 3800 Fund: 6000 Total
12 Month Revenues Revenues Received $10,228,861 $135,130 $10,363,991
Minus Revenues not Associated
with Forest Management ($224,475) $0 ($224,475)
12 Month Revenues Revenue associated with
Forest Management $10,004,387 $135,130 $10,139,517
12 Month Costs Management $5,362,919 $41,504 $5,404,423
Improvement $1,127,383 $8,725 $1,136,108
Administration $1,268,545 $9,817 $1,278,363
Forest Roads $66,092 $511 $66,603
Certified Forestry Costs!" $7,824,939 $60,558 $7,885,498
12 Month M.S. 16A.125 Subd. 5(d) Transfers to Other Accounts
12 Month Transfer to the Forest Management Investment Account
M.S. 16A.125, Subd. 5(d)(1) Transfer $6,556,394 $50,741 $6,607,135
12 Month Transfer to the State General Fund
M.S. 16A.125, Subd. 5(d)(2) Transfer $1,268,545 $9,817 $1,278,363
Total M.S. 16A.125 Transfers © $7,824,939 $60,558 $7,885,498
12 Month Net to Permanent Trust Funds
Net Revenues associated with Forest
Management minus 16A.125 Transfers $2,179,447 $74,572 $2,254,019
Revenues not associated with Forest
Management $224,475 $0 $224,475
Less Transfer from State Forest Suspense - Land Sales
Minn. Laws 13, Ch. 114, Art. 3, Sec. 4, Subd. 2 ($200,000) $0 ($200,000)
Net Revenue to Trust Funds " $2,203,922 $74,572 $2,278,494
Notes:
M Totals may not add due to rounding
@ Total of all transfers is limited to the lesser of: (a) certified costs or (b) forestry revenues
® Total of forest management, forest improvement, forest road costs
“ Total of administration costs
® | esser of cost or revenue. Transfers reduced by percentage of cost if necessary.
Submitted By: Reviewed By: Certified By:
Forre;st%oe | % “ichelle Mitchell
Director Chief Finahcial Officer Exec Bdgt Officer
Div of Forestry DNR OMBS MN Mgmt & Budget

Date: S| ;&Ef ‘l 5

Date: cg{é%[ /S~ Date: m





Department of Natural Resources
Division of Forestry
MS 16A.125 Costs for Fiscal Year 2014

A Base Data from Division of Lands and Minerals, Division of Forestry and MMB Records
Base data to calculate costs for management, improvement, roads, and administration

Acres of Permanent School Fund Land Subject to Cost Certification 2,370,418
Acres of University Trust Fund Land Subject to Cost Certification 18,345
Total Trust Acres Served by State Forest Roads 249,139
Total Acres of Trust Fund Land Subject to Cost Certification 2,388,763
Total Acres of State Land Subject to Forest Management Activities 5,287,326
Net Allowable Forestry Expenditures Paid From the General Fund and FMIA Fund $ 18,964,908.27
Direct Costs of Forestry Activities (Admin,Management, Improvement, Roads) $ 12,368,001.06
Sum of Allowable Forestry General Operations (support) Costs $ 6,596,907.22

B Management Costs for Trust Lands
Management includes preparing and administering timber sales, supervising harvests, maintaining up to date
information on timber resources, and controlling forest pests and disease.

1 Forest Management Cost Determination:

Sum of Allowable Forestry General Fund/FMIA Direct Costs for Forest Mgmt S 1,686,897.21
Management Portion of Forestry General Operating GF/FMIA Costs S 973,716.89
Total Forest Mgmt Costs to be Allocated S 2,660,614.10
Forest Management Cost Per Acre S 0.50
School Trust Acres times Forest Mgmt Cost Per Acre (cost per acre times school trust acres) $ 1,192,808.53
University Trust Acres times Forest Mgmt Cost Per Acre (cost per acre times university acres) S 9,231.31
@ The totals charged against school and university acres may be off due to rounding of the cost per acre.
2 Timber Sales Cost Determination:

Sum of Allowable Forestry General Fund/FMIA Direct Costs for Timber Sales $  5,897,466.05
Timber Sales Portion of Forestry General Operating GF/FMIA Costs S 3,404,156.61
Total Timber Sales Costs S 9,301,622.66
Trust Land Timber Sales Cost Per Acre s 1.76
School Trust Acres times Timber Sales Cost Per Acre {cost per acre times school acres) $ 4,170,110.52
University Trust Acres times Timber Sales Cost Per Acre (cost per acre times university acres) $ 32,273.07

@ The totals charged against school and university acres may be off due to rounding of the cost per acre.

3 Total General Fund/FMIA Forest Management Costs for Trust Lands:
Sum of Mgmt Costs for School Trust Lands $ 5,362,919.05

Sum of Mgmt Costs for University Trust Lands $ 41,504.39
C Forest Improvement Costs for Trust Lands

Improving the forest includes ensuring regrowth following harvest, developing better varieties of trees, and

promoting tree growth by thinning and removing competeing vegetation. Costs are allocated by local effort

through area stratification.

Sum of Allowable Forestry General Fund/FMIA Forest Improvement Costs S 1,594,371.12
Forest Improvement Portion of Forestry General Operating GF/FMIA Costs S 920,308.65
Total Forest Improvement Costs $ 2,514,679.77
Trust Land Forest Improvement Cost Per Acre Stratified by Area & S 0.48
School Trust Forest Improvement Cost (cost per acre times school trust acres) $ 1,127,383.14
University Trust Forest Improvement Cost (cost per acre times university trust acres) $ 8,724.98

" The totals charged against school and university acres may be off due to rounding of the cost per acre.





D Administrative Costs for Trust Lands
Administration includes many support activities that maintain efficiency and allow foresters to concentrate on
managing the state's forests.

Sum of Allowable Forestry General Fund/FMIA Administrative Costs S 2,293,082.54
Administrative Portion of Forestry General Operating GF/FMIA Costs S 781,426.43
Total Net Admin Costs S 3,074,508.97
Total Direct Trust Land Costs (includes General Ops allocations) $  6,607,134.87
Total Qualifying General Fund/FMIA Costs Less Admin S 15,890,399.31
Trust Direct Costs as a Percent of Total Qualifying General Fund/FMIA Direct Costs 41.58%
Trust Portion of Administrative Costs $  1,278,362.80
Trust Land Administrative Cost Per Acre!”) $0.54
School Trust Administrative Costs (cost per acre times school trust acres) $ 1,268,545.35
University Trust Administrative Costs (cost per acre times university trust acres) $ 9,817.45
) The totals charged against school and university acres may be off due to rounding of the cost per acre.

E Forest Road Costs for Trust Lands
Maintaining the forest road systems includes maintaining bridges, road surfaces, and right-of-way, and
installing and maintaining culverts and signs. Costs are allocated by state forest road miles directly serving
trust acres.
Sum of Allowable Forestry General Fund/FMIA State Forest Road Costs S 896,184.14
State Forest Roads Portion of Forestry General Operating GF/FMIA Costs $ 517,298.64
Total State Forest Road Costs §  1,413,482.78
Trust Land Acreage as a Percent of Total Acres Served by State Forest Roads 4.71%
State Forest Road Costs Allocated to Trust Lands S 66,603.31
Trust Land Forest Road Cost Per Acre 50.028
School Trust Forest Improvement Cost (cost per acre times school trust acres) S 66,091.81
University Trust Forest Improvement Cost (cost per acre times university trust acres) $ 511.49

@ The totals charged against school and university acres may be off due to rounding of the cost per acre.

Prepared By: Don Deckard, Forest Economist
Date: 12/12/14
Data Date: 10/01/14
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Minnesota Department of Natural Resources
Division of Forestry
M.S. 16A.125, Subd 5. Certification Report
Forest Suspense Account 2015

School Susp. Univ. Susp. Trust
REVENUES Fund: 3800 Fund: 6000 Total
[A] Revenues Forestry Qualifying $ 12,289,364 $ 157,381 $ 12,446,745
[B] Revenues Non-Qualifying $ 205,212 $ - $ 205,212
[C] Total Revenues $ 12,494,576 $ 157,381 $ 12,651,957

APPROPRIATIONS, EXPENDITURES, AND REIMBURSEMENTS
Non-Forestry Direct Appropriations
Less Direct Appropriation to DNR-Lands and Minerals

Minn. Laws 13, Ch. 114, Art. 3, Sec. 4, Subd. 2 $ (200,000) § - $ (200,000)
[D] Total Non-Forestry Direct Appropriations $ (200,000) $ - $ (200,000)
Total Revenues Minus Direct Appropriations $ 12,294,576 $ 157,381 $ 12,451,957
Expenses - Forestry Qualifying
[E] Management $ (5852,710) % (45,295) $ (5,898,005)
[F1 Improvement $ (839,002) % (6,493) $ (845,495)
[G] Forest Roads $ (108,240) § (838) % (109,078)
[Hl Administration $ (1,359,337) § (10,520) § (1,369,857)
[J] Forestry Certified Costs $ (8,159,289) $ (63,146) §$ (8,222,435)
Non-Forestry Reimbursements
Dept. of Admin for Trust Director to General Fund
Minn. Laws 14, Ch. 312, Art. 12, Sec. 9 (243) % - $ (243)
Permanent School Fund Commission (PSFC) to General Fund
Minn. Laws 14, Ch. 312, Art. 12, Sec. 10 3 (3,702) § = $ (3,702)
[K] Total Non-Forestry Reimbursements $ (3,945) $ - $ (3,945)
NET INCOME
[L] Forestry Net to Trust Funds " $ 4130075 $ 94,235 $ 4,224,310
[M] Net to Permanent Trust Funds ® $ 4131392 $ 94235 $ 4,225,577
Transfers to Other Funds Per M.S. 16A.125, Subd. 5(d)
Transfer to the Forest Management Investment Account
M.S. 16A.125, Subd. 5(d)(1) Transfer & $ (6,799,952) $ (52,626) $ (6,852,578)
Transfer to the State General Fund
M.S. 16A.125, Subd. 5(d)(2) Transfer @ $ (3,945) % - 3 (3,945)
Transfer to the State General Fund
M.S. 16A.125, Subd. 5(d)(3) Transfer © $ (1,359,337) $  (10,520) $ (1,369,857)
Total M.S. 16A.125 Transfers to Other Funds $ (8,163,234) $ (63,146) $ (8,226,380)
Notes
M Forestry qualifying revenues [line A] minus forestry certified costs [line J]
@ M.S. 16A.125, Subd. 5(d)(4) Transfers to the Permanent Trust Funds
©® Sum of ceritified forest management [line E], improvement [ line F], and forest roads {line G] costs.
*) Sum of Dept. of Admin, Trust Director and PSFC cost reimbursements as shown on line K.
©) Forestry qualifying administration costs as shown on line H.
Totals may not add due to rounding to the nearest dollar.
Submitted By: Reviewed By: Certified By:
{ y .'\ ) 6} “L\
Foryet Boe Barb Juelﬂ'\ Constarice Ify Onyiah
Director Chief Finahcial Officer Exec Bdgt Officer
Div of Forestry DNR OMBS MN Mgmt & Budget

Date: /é Z [/¢ Date: Zé?[ ((o Date: Q /2 /Qo/(ﬁ
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Minnesota Department Of Natural Resources
Division of Forestry

M.S. 16A.125 Transfer Certification Report

This report identifies forestry revenues attributable to trust lands, the forestry
operating expenditures certified against trust lands, and how the certified
expenditures and net revenues from trust lands are distributed.

January 7, 2016






M.S. 16A.125 Transfer Certification Report

Cost of Preparation

Name of Legislative Report: Transfer Certification Report
Minnesota Statute Reference: M.S 16A.125, Subd. 5(d)
Prepared by: Don Deckard, Ph.D., State Forest Economist
Department of Natural Resources, Division of Forestry

Phone: (651) 259-5287

Email: donald.deckard(@state.mn.us

Description of Cost Further explanation if necessary Amount ]
Staff time (salary & fringe) 200 hours @ $50/hour 10,000
Duplication nominal

Other nominal

TOTAL TO PREPARE REPORT $10,000

Statutory Provisions

Minnesota Statute 16A.125, Subd. 5 specifies which types of forestry costs are certified against
trust fund lands and how the certified costs and net income from trust fund lands are distributed.
Only those operational costs paid from the General Fund — Forest Management Appropriation
and Forest Management Investment Account are included in the cost certification. Costs charged
to dedicated funds, federal funds, and capital budgets are excluded from the cost certification
process. In addition, only revenues derived from Forcstry funded activities are included in the
process. Non-forestry revenues, such as mineral royalties and lake shore leases are excluded.
Minnesota Laws of 2012, Chapter 249, Section 3, Subd.5¢ amended 16A.125 to remove

protection from certifiable costs effective July 1, 2013.





M.S. 16A.125 Transfer Certification Report

EXECUTIVE SUMMARY

Minnesota Department of Natural Resources (MNDNR), Division of Forestry is responsible for
forest resource management on 2.5 million surface acres of School and University Trust lands in
Minnesota of which 2.37 million acres are subject to cost certification under Minnesota Statute
16A.125. In fiscal year (FY) 2015, qualifying state land forestry revenue totaled $23.713 million,
an increase of 19.7 percent compared to FY 2014 (Table 1). Qualifying forestry revenue from
managed trust lands was $12.447 million, an increase of 22.8 percent compared to FY 2014. In
FY 2015 trust revenue was 52.5 percent of qualifying state land forestry revenue.

Table 1. FY 2015 Summary of Minn. Stat. 16A.125 Qualifying Forestry Revenues

Qualifying  School Trust Univ Trust  Sum Trust Trust
Forestry Qualifying  Qualifying  Qualifying  Portion

Category Revenue Revenue Revenue Revenue Total
Timber Sales $22,509,812 $11,145,915  $103,797 $11,249,712  50.0%
TS Interest & Penalty $11,596 $5,228 S3 $5,231  45.1%
Resource Mgmt Access $1,062 $1,062 S0 $1,062 100.0%
Leases & Land Use $1,190,740 $1,137,159 $53,581 $1,190,740 100.0%
Column Sum $23,713,210 $12,289,364 $157,381 $12,446,745 52.5%

In FY 2015, non-fire net qualifying forestry expenditures for state land forest management
(SLFM) totaled $19.299 million with a combined School/University Trust cost recovery
proration of $8.222 million, an increase of 4.7 percent compared to 'Y 2014 (Table 2). In FY
2015, qualifying trust expenditures were 42.6 percent of net SLFM expenditures.

Table 2. FY 2015 Summary of Minn. Stat. 16A.125 Qualifying Forestry Expenditures

Total Net School Trust  Univ Trust  Sum Trust Trust

Qualifying Cost Cost Cost Portion
Statutory Category Expense Proration Proration Proration Total
Management
sub-Timber Sales $9,892,583 $4,435,050 $34,323 $4,469,374  45.2%
sub-Mgmt Support $3,162,156 $1,417,660 $10,971 51,428,632 45.2%
Improvement $1,871,432 $839,002 $6,493 $845,495  45.2%
Forest Roads $1,157,445 $108,240 $838 $109,078 9.4%
Administration $3,215,177 $1,359,337 $10,520  $1,369,857  42.6%
Column Sum/Avg $19,298,792  $8,159,289 $63,146  $8,222,435 42.6%

As required by 2015 Minn. Stat. 16A.125, Subd. 5(d), this report certifies forestry cost recovery
and the transfer of funds from the Forest Suspense Account to the Forest Management
Investment Account (FMIA) of $6,852,578 for management, improvement and road
expenditures, and to the General Fund of $1,369,857 for administration costs. Net income from
forestry operations was $$4,224,310, representing a 33.6 percent forestry operating margin for
the school trust and 33.9 percent margin for the combined trusts. After adjusting for non-forestry
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M.S. 16A.125 Transfer Certification Report

Forest Suspense Account revenues and transfers out, $4,225,577 was transferred to the trust
funds with $4,131,342 to the Permanent School Fund and $94,235 to the University Trust.

Forestry Gross-Net Trends

In FY 2015, qualifying forestry revenues from combined trust lands increased by $2.307 million
or 22.8 percent year-over-year, a level not realized since pre-recession FY 2008. FY 2015
qualifying forestry expenditures increased by $$336,938 or 4.3 percent. The increase in spending
was primarily due to an 11.1 percent increase in new timber volume offered to 895,565 cord
equivalents compared to 805,810 cord equivalents offered in FY 2014. Forest improvement
expenditures (reforestation and timber stand improvement) decreased year-over-year. Forestry
net income to the permanent school and university trust funds increased by $1.975 million or
87.6 percent year-over-year to $4.23 million. For the school trust, forestry net income increased
by $1.951 million or 89.5 percent to $4.13 million year-over-year (Figure 1). Again, a level not
realized since pre-recession FY 2008.

Forestry Managed School Trust Lands, 10-Year FInanclal Summary
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Figure 1. Financial Summary for Forestry Managed School Trust Lands.
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L. QUALIFYING REVENUES AND EXPENDITURES

This cost certification report provides details on forestry revenue and forest management costs
for trust fund lands in fiscal year FY 2015. Effective July 1, 2013, two key changes were made to
Minn, Stat. 16A.125: (i) fire protection was removed from qualifying activities and (ii) language
was added requiring “...an analysis that compares costs certified under this section [Subd. 5]
with costs incurred on other public and private lands with similar land assets.” The cost
certification is organized by four statutory categories: Management, Improvement, Roads, and
Administration.

Qualifying Revenues

Qualifying forestry revenues are trust land revenues generated by expenditures from the General
Fund — Forest Management Appropriation and the FMIA for SLFM activities. In FY 2015,
revenues collected from SLFM activities spread across all state administered lands (Acquired
Forestry, Acquired Wildlife, Consolidated Conservation, School Trust, University Trust, etc.)
totaled $23,713,210, an increase of $3,904,176 or 19.7 percent compared to FY 2014. Qualifying
forestry revenues of $12,446,745 were realized from trust lands, an increase of $2,307,228 or
22.8 percent year-over-year.

Qualifying Expenditures

The Division of Forestry identifies base operating expenditures using a set of cost code strings
limited by fund, appropriation, and activity. The accounting strings identify qualifying and non-
qualifying expenditures by activity (e.g. timber sale preparation and design, forest inventory,
forest roads, private forest management, etc.) that generate the expenditure. The qualifying state
land forest management (SLFM) activities are grouped into the four (4) statutory cost categories:
management, improvement, roads, and administration. In addition, general operations
expenditures (fleet, facilities, information technology, and time off) are grouped as a separate
category to be prorated across direct cost categories. General operations expenditures are
allocated between qualifying and non-qualifying activities. Then, the qualifying portion of
general operations is prorated to each statutory cost category based on the percentage of direct
qualifying expenditure in each statutory category (management, improvement, roads, and
administration). Qualifying expenditures are limited to SLFM activities that directly generate
forestry related revenue and the activities that support forestry related revenue. Activities such as
urban forestry, forest recreation, and cooperative private land forest management are excluded
from the process.

For FY2015, net Minn. Stat. 16A.125 net forestry expenditures for SLFM totaled $19,298,792
for all acres subject to cost certification. Qualifying forestry expenditures for trust lands were
$8,222,435, an increase of $336,938 or 4.3 percent as compared FY 2014. Trust expenditures for
management and improvement are prorated between Trust and non-trust acres on a percentage of
total acres basis. Some 2.37 million acres (45.2 percent) of the total 5.3 million state
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administered acres subject to forest management is trust fund lands.! The Trust portion is
allocated on a per acre basis between school and university. Some $8,222,435 of the total net
SLFM expenditure was allocated to the Trust as follows: $8,159,289 School Trust and $63,146
University Trust.

Management ($5,898,005)—Expenditures are divided into two sub-categories; timber sales and
forest resource management. Timber activities consist of timber sales preparation, permit
supervision, scaling, and timber enforcement. Forest management expenditures, the cost of
maintaining forests for future revenue, include: policy development, management planning,
harvest scheduling, and forest inventory. Management costs are prorated based on the percentage
of trust acres to total acres subject to certification. On a statewide basis, the trust allocation is
45.2 percent of the total $13,054,739 qualifying expenditures.

Forest Improvement ($845,495)—Activities include site preparation and reforestation and timber
stand improvement (TSI) that establish and improve forests for future revenue. Improvement
costs are prorated based on the percentage of trust acres to total acres subject to certification. On
a statewide basis, the trust allocation is 45.2 percent of the total $1,871,432 qualifying
expenditures.

Forest Roads ($109,078)—State forest roads provide direct access to a relatively small portion of
trust lands. Road costs are allocated to the trust based on the number of acres within one-half
mile of designated state forest system roads. On a statewide basis, this amounts to 9.4 percent of
total acres managed and 9.4 percent of the total $1,157,445 qualifying expenditures.

Administration ($1,369,857)—Department services provided to the Division of Forestry and
Division of Forestry activities include: leadership services, human resources, accounting, general
office & clerical, and other direct and necessary costs related to the support of staff that
generates revenue. Administrative costs are allocated based on the ratio of trust land
expenditures to net qualifying expenditures for: management, improvement, and roads with
general operations. On a statéwide basis, the trust proration was 42.6 percent of the total
$3,215,177 qualifying expenditure.

" MNDNR administered acres totaled 5.6 million. Primary land uses: cultivation, extractive, recreation,
and urban development were removed to derive acres subject to forest management.
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FORESTRY REVENUE AND COST RECOVERY

Forest products and certain land use revenues generated from trust land are deposited directly in
the forest suspense account (Figure 2). Per Minn. Stat. 16A.125, Subd 5., certified forestry costs
for management, improvement and roads are transferred to FMIA. Certified forestry costs for
administration are transferred to the General Fund. The balance is transferred to the permanent
school and university trust funds.

Forestry Revenues
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Figure 2. MNDNR Forestry Revenue Distribution and Cost Recovery.





M.S. 16A.125 Transfer Certification Report

FORESTRY TRUST COST CERTIFICATION HISTORY

In FY 2015, forestry related revenue totaled $23.713 million. Of the total, $12.447 million
qualified for forestry cost certification of $8.222 million with forestry net to the trust funds of
$4.224 million (Table 3a). After adjusting for non-forestry related revenues, direct
appropriations, and reimbursements, net to the trust funds was $4.226 million (Table 3b). Per
Minn. Stat. 16A.125, Subd 5., certified foresty costs for management, improvement and roads
are transferred to FMIA. Certified forestry costs for administration are transferred to the General
Fund. Per Minn. Laws 13, Ch. 114, Art. 3, Sec. 4, Subd. 2, $200,000 was directly appropriated
(transferred out) to MNDNR — Lands and Minerals. Per Minn. Laws 14, Ch. 312, Art. 12, Sec. 9-
10, $3,945 was reimbursed (transferred out) to the General Fund for Dept. of Admin., Trust
Director and Legislative Permanent School Fund Commission (PSFC) expendtitures. The net
balance was transferred to the permanent school and university trust funds.

Table 3a. Forest Suspense Account History (School and University)

(amounts in thousands) FY11 FY12 FY13 FY14 FY15 5-Yr Avg
Forestry Qualifying Revenues $10,060  $8,577 $7,792 $10,140 $12,447 $9.803
Cost Transfer to GF $3,027  $2,793 $3,551 $1,278 $1,370 $2,404
Cost Transfer to IMIA $4.934  $4,931 $4.178 $6,607 $6.,853 $5,501
Sum Cert. Cost Transfers $7,961  $7,723 $7,729 $7,885 $8,222 $7,904
Forestry Net to Trust Funds $2,100 $854 $64 $2,254 $4,224 $1,899
Non-Forestry Revenues $273 $232 $290 $224 $205 $245
Direct Appropriation to LAM $200 $200 $200 $200 $200 $200
Dept. of Admin Reimburse - - - - $4 n/a
Net to Trust Funds $2,403 $886 $154 $2,278 $4,226 $1,989
Table 3b. Forestry Certified Costs History (School and University)

(amounts in thousands) FY11 FY12 FY13* FY14 FY15 5-Yr Avg
Protection $1,169  $1,518 $2,344 $0 $0 n/a
Forest Management $4,361 $4,242 $3,828 $5,404 $5,898 $4,747
Forest Improvement $557 $664 $789 $1,136 $845 $798
Forest Roads $16 $24 $26 $67 $109 $48
Administration $1.858 $1.275  $1,603 $1.278 $1,370 $1,477
Total $7.961 $7,723  $8.590 $7,885 $8,222 $8,076

*Actual transfer was $7,728,916 due to cost certification exceeding qualifying revenue.

Explanation of Table 3b Color-codes
M.S.16A.125, Subd 5(d)

Forest Management, Forest Improvement and Forest Road Costs are transferred to FMIA.

Effective FY 2014, Protection costs are non-qualifying, only Admin. Costs are transferred to the

General Fund.
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II. MNDNR TIMBER PROGRAM HISTORY

In FY 2015, MNDNR offered 1.2 million cord equivalents, sold 942,000 cord equivalents, and
harvested 887,000 cord equivalents of all species, products, and units of measure. Of note, the
FY 2015 harvest set a new record, breaking the 2011 harvest by about 2,000 cord equivalents.
Volumes offered and sold have been highly volatile since 2006 with offer volumes rangeing
from 802,000 to 1,272,000 cord equivalents and sold volumes ranging from 769,000 to
1,156,000 cord equivalents. For the period, harvest volume ranged from 642,000 to 887,000 with
the 10-year average being 812,000 cord equivalents per year (Figure 3).

DNR Timber Sales 10-year History (all units of measure converted to cords)
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Figure 3. DNR 10-Year Timber Sales History, Volume Offered, Sold, and Harvested.

Notes: The large increase in volume offered and sold in FY2008-09 was due to the re-offering of sales
forfeited in 2007. The 887,000 cord harvest in FY2015 was a modern era record harvest level from state
lands.
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In FY 2015, the average price received for timber sold increased to $27.65 per cord equivalent
compared to $24.42 in FY 2014. In FY 2015, the average price received for timber scaled
(harvested) increased to $23.89 per cord equivalent as compared to $22.64 in FY 2014 (Figure
4). In a given fiscal year, regular timber sales revenue is a combination of a 15 percent down
payment at the time of sale plus the 85 percent balance due when harvested.

Average Price per Cord Sold and Scaled by Fiscal Year
All units of measure (Cords, Mbf, 1000#, Tons, Pieces) converted to cords.
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Figure 4. DNR 10-Year History Average Price Received for Timber Sold and Scaled, all Land Types.

Due to the timber market collapse that began in August 2006, the average price per cord sold for
state timber dropped 60% in FY2009 compared to the value received in FY2005. Many of the
sales that were sold in FY2005-06 for $40+ per cord were forfeited and then resold in subsequent
years at a lower price. Due to the harvest of windstorm-damaged salvage timber sales in
FY2012-13, the average price/cord of timber harvested (scaled) decreased. Local market scarcity
drove up key species and product prices in FY2014 and again in FY2015.

10
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FINANCIAL PERFORMANCE COMPARISONS

As per Minn. Stat. 16A.125 effective July 1, 2013, the cost certificate “...shall include an
analysis that compares costs certified under Minn. Stat. 16A.125 with costs incurred on other
public and private lands with similar land assets.” This topic was addressed in the recently
completed Office of the Legislative Auditor (OLA) Evaluation Report on DNR Forest
Management.? In this report, OLA concluded .. .that differences in forest management goals,
policies, and land features prevent meaningful comparisons of profitability between state forest
managers and other land managers” (2014 OLA Report, p81). However, the OLA report
included an “efficiency” comparison between DNR’s combined Tower, Hibbing, and Cloquet
forestry areas and Saint Louis County (SL.C) Minnesota Land Department. The basis for
comparison was new cords offered per full-time equivalent (FTE). OLA found “...the efficiency
of the [DNR] Forestry Division’s timber sales activity compared favorably with SLC’s activity”
(2014 OLA Report, p87).

With that being said, a comparative analysis of financial performance is provided with the
following caveats:

1. Profit potential, a function of land productivity, species/product mix, management policy,
and geography, is somewhat variable within the Upper Midwest region and relatively low
when compared with the Pacific Northwest and Southern U.S.

2. Availablilty of detailed financial reporting in the public domain is extremely limited.

3. Structural and functional differences in land and resource management organizations
result in a variety of combinations of land related management activities including:
forestry, real estate, minerals, and recreation.

4. Sources of revenue and other funding are highly variable between organizations.

5. Cost accounting formats are not uniform among land managing organizations; available
accounting numbers require a range of adjustments to be somewhat comparable.

6. With one exception, financials are self reported and unaudited.

The analysis of financial performance included: profit potential, profitability, management
efficiency, and land productivity. Of the land managing entities analyzed, operating margins
ranged from 8.1 percent to 54 percent with MNDNR managed School Trust reporting an
operating margin of 33.6 percent. Profit potential (gross revenue per cord) ranged from $25.88 to
$114.47 per cord equivalent with DNR managed School Trust land reporting the low $25.88 per
cord. In terms of management efficiency, cost per cord ranged from $14.48 to $62.51 with DNR
managed School Trust reporting $18.93 per cord. In terms of land productivity/policy, cords
harvested per managed acre ranged from 0.23 to 0.94 with DNR managed School Trust land
reporting an average 0.28 cords harvested per managed acre (Table 4).

2 Office of the Legislative Auditor, Program Evaluation Division. 2014. Evaluation Report DNR Forest
Management. Saint Paul, MN: Office of the Legislative Auditor, State of Minnesota. 99p

11
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Table 4. Minn. Stat. 16A.125, Subd. 5.c. - Financial Performance Comparisons (a)

(amounts in thousands, MNDNR CAS SLC DUG CNF PCH
except as noted) School Trust | County County  County Federal REIT
FY2015 CY2014 CY2014 CY2014 FY2015 €Y2014

REVENUES

Timber Sales (Stumpage) $11,152.2 | $1,821.3 $5,689.5 $3,098.4 $4,169.9 $161,098.4

Land Use $1,137.2 $65.5 $908.7 $2.5 $213.8

Sum Revenue $12,289.4 | $1,886.8 $6,598.3 $3,100.9 $4,383.7 $161,098.4
EXPENSES

Total Expenditure $8,157.4 $998.3 $4,539.5 $1,426.2 $4,029.2 $87,974.8
INCOME FROM OPERATIONS

Profit/(Loss) from Operations $4,132.0 $888.5 $2,058.8 S1,674.7 $354.5 $73,123.5
PROFIT POTENTIAL

Gross Timber Rev per Cord (b) $25.88 $26.41 $28.81 $33.46 $41.25 $114.47

Gross Revenue per Mgmt Acre $8.19 $10.60 $10.49 $12.40 $9.54 $107.40
PROFITABILITY

Operating Margin 33.6% 47.1% 31.2% 54.0% 8.1% 45.4%

Operating P/(L) per Cord (b) $9.59 | $12.89  $10.42  $18.09 $3.51 $51.96
MGMT EFFICIENCY

Cost per cord $18.93 $14.48 $22.98 $15.40 $39.86 $62.51
LAND PRODUCTIVITY

Cords Harvested per Mgmt Acre (c) 0.28 0.33 0.23 0.37 0.23 0.94
STATISTICAL DATA

Fiscal Year End June 30 Dec 31 Dec 31 Dec 31 Sept 30 Dec 31

Cords Sold 448.8 79.3 187.6 91.7 94.3

Cords Harvested 413.1 58.6 207.4 93.5 107.8 1,407.4

Avg. of Cords Sold & Harvested 431.0 69.0 197.5 92.6 101.1

Timber Mgmt Acres 1,500.0 178.0 628.8 250.0 459.3 1,500.0

Total Admin Acres 2,520.3 255.7 893.2 277.1 666.5 1,580.0

TABLE NOTES

a) Comparisons include: Cass County MN (CAS), Saint Louis County MN (SLC), Douglas County WI (DUG),

Chippewa National Forest MN (CNF), and Potlatch Timber REIT-Resource Management Segment ID,AR,MN (PCH).
b) Used cords sold or harvested if avg. cords sold & harvested not available.

¢) Used Admin acres if commercial timber acres not available.
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Department of Natural Resources
Division of Forestry
MS 16A.125 Costs for Fiscal Year 2015

A Base Data from Division of Lands and Minerals, Division of Forestry and MMB Records

Base data used to calculate costs for management, improvement, roads, and administration

Acres of Permanent School Fund Land Subject to Cost Certification 2,370,418
Acres of University Trust Fund Land Subject to Cost Certification 18,345
Total Acres of Trust Fund Land Subject to Cost Certification 2,388,763
Total Trust Acres Served by State Forest Roads 498,278
Total Acres of State Land Subject to Forest Management Activities 5,287,326

Net Allowable Forestry Expenditures Paid From the General Fund and FMIA Fund $ 19,298,791.70
Direct Costs of Forestry Activities (Admin, Management, Improvement, Roads) $ 13,043,715.24
Sum of Allowable Forestry General Operations (support) Costs $ 6,255,076.46
B Forest Management Costs for Trust Lands

Management includes preparing and administering timber sales, supervising harvests, maintaining up to date
information on timber resources, and controlling forest pests and disease.

1 Management Cost Determination:
Sum of Allowable Forestry General Fund/FMIA Direct Costs for Management S 2,087,813.55
Management Portion of Forestry General Operating GF/FMIA Costs S 1,074,342.58
Total Management Costs to be Allocated S 3,162,156.13
Management Cost Per Acre S 0.60
School Trust Acres times Management Cost Per Acre {cost per acre times school trust acres) $ 1,417,660.23
University Trust Acres times Management Cost Per Acre (cost per acre times university acres) S 10,971.47
™ The totals charged against school and university acres may be off due to rounding of the cost per acre.

2 Timber Sales Cost Determination:
Sum of Allowable Forestry General Fund/FMIA Direct Costs for Timber Sales $  6,531,577.68
Timber Sales Portion of Forestry General Operating GF/FMIA Costs S 3,361,005.11
Total Timber Sales Costs S  9,892,582.79
Trust Land Timber Sales Cost Per Acre ) 1.87
School Trust Acres times Timber Sales Cost Per Acre {cost per acre times school acres) $  4,435,050.22
University Trust Acres times Timber Sales Cost Per Acre (cost per acre times university acres) S 34,323.48
@ The totals charged against school and university acres may be off due to rounding of the cost per acre.

3 Total General Fund/FMIA Management Costs for Trust Lands:
Sum of Mgmt Costs for School Trust Lands $ 5,852,710.45
Sum of Mgmt Costs for University Trust Lands S 45,294,95

C Forest Improvement Costs for Trust Lands

Improving the forest includes ensuring reforestation and regrowth following harvest, promoting tree growth
by thinning and removing competeing vegetation, and developing better varieties of trees.
Sum of Allowable Forestry General Fund/FMIA Forest Improvement Costs $  1,235,612.74
Forest Improvement Portion of Forestry General Operating GF/FMIA Costs S 635,818.93
Total Forest Improvement Costs S 1,871,431.67
Trust Land Forest Improvement Cost Per Acre W S 0.35
School Trust Forest Improvement Cost (cost per acre times school trust acres) S 839,001.67
University Trust Forest Improvement Cost (cost per acre times university trust acres) 4 6,493.15

W The totals charged against school and university acres may be off due to rounding of the cost per acre.






D Forest Road Costs for Trust Lands
Maintaining the state forest road systems includes maintaining road surfaces, bridges, and right-of-way, and
Installing and maintaining culverts and signs. Costs are allocated by state forest road miles directly serving

trust acres.
Sum of Allowable Forestry General Fund/FMIA State Forest Road Costs S 764,202.75
State Forest Roads Portion of Forestry General Operating GF/FMIA Costs $ 393,241.80
Sum Qualifying State Forest Road Costs $  1,157,444.55
Trust Land Acreage as a Percent of Total Acres Served by State Forest Roads 9.424%
State Forest Road Costs Allocated to Trust Lands S 109,077.57
Trust Land Forest Road Cost Per Acre $0.046
School Trust Forest Improvement Cost (cost per acre times school trust acres) S 108,239.89
University Trust Forest Improvement Cost (cost per acre times university trust acres) S 837.68
™ The totals charged against school and university acres may be off due to rounding of the cost per acre.

E Administrative Costs for Trust Lands
Administration includes many support activities that maintain efficiency and allow foresters to concentrate on
managing the state's forests.
Sum of Allowable Forestry General Fund/FMIA Administrative Costs S 2,424,508.51
Administrative Portion of Forestry General Operating GF/FMIA Costs S 790,668.04
Total Net Admin Costs $  3,215,176.55
Total Direct Trust Land Costs (includes General Ops allocations) S  6,852,577.80
Total Qualifying General Fund/FMIA Costs Less Admin $ 16,083,615.16
Trust Direct Costs as a Percent of Total Qualifying GF/FMIA Direct Costs 42.61%
Trust Portion of Administrative Costs S  1,369,856.67
Trust Land Administrative Cost Per Acre!"! $0.57
School Trust Administrative Costs (cost per acre times school trust acres) $ 1,359,336.57
University Trust Administrative Costs (cost per acre times university trust acres) $ 10,520.10

M The totals charged against school and university acres may be off due to rounding of the cost per acre.

Prepared By: Don Deckard, Forest Economist
Date: 12/18/15
Data Date: 10/01/15





Minnesota Department of Natural Resources
Division of Forestry
M.S. 16A.125, Subd 5. Certification Report
Forest Suspense Account 2015

School Susp. Univ. Susp. Trust
REVENUES Fund: 3800 Fund: 6000 Total
[A] Revenues Forestry Qualifying $ 12,289,364 $ 157,381 $ 12,446,745
[B] Revenues Non-Qualifying $ 205,212 $ - $ 205,212
[C] Total Revenues $ 12,494,576 $ 157,381 $ 12,651,957

APPROPRIATIONS, EXPENDITURES, AND REIMBURSEMENTS
Non-Forestry Direct Appropriations
Less Direct Appropriation to DNR-Lands and Minerals

Minn. Laws 13, Ch. 114, Art. 3, Sec. 4, Subd. 2 $ (200,000) § - $ (200,000)
[D] Total Non-Forestry Direct Appropriations $ (200,000) $ - $ (200,000)
Total Revenues Minus Direct Appropriations $ 12,294,576 $ 157,381 $ 12,451,957
Expenses - Forestry Qualifying
[E] Management $ (5852,710) % (45,295) $ (5,898,005)
[F1 Improvement $ (839,002) % (6,493) $ (845,495)
[G] Forest Roads $ (108,240) § (838) % (109,078)
[Hl Administration $ (1,359,337) § (10,520) § (1,369,857)
[J] Forestry Certified Costs $ (8,159,289) $ (63,146) §$ (8,222,435)
Non-Forestry Reimbursements
Dept. of Admin for Trust Director to General Fund
Minn. Laws 14, Ch. 312, Art. 12, Sec. 9 (243) % - $ (243)
Permanent School Fund Commission (PSFC) to General Fund
Minn. Laws 14, Ch. 312, Art. 12, Sec. 10 3 (3,702) § = $ (3,702)
[K] Total Non-Forestry Reimbursements $ (3,945) $ - $ (3,945)
NET INCOME
[L] Forestry Net to Trust Funds " $ 4130075 $ 94,235 $ 4,224,310
[M] Net to Permanent Trust Funds ® $ 4131392 $ 94235 $ 4,225,577
Transfers to Other Funds Per M.S. 16A.125, Subd. 5(d)
Transfer to the Forest Management Investment Account
M.S. 16A.125, Subd. 5(d)(1) Transfer & $ (6,799,952) $ (52,626) $ (6,852,578)
Transfer to the State General Fund
M.S. 16A.125, Subd. 5(d)(2) Transfer @ $ (3,945) % - 3 (3,945)
Transfer to the State General Fund
M.S. 16A.125, Subd. 5(d)(3) Transfer © $ (1,359,337) $  (10,520) $ (1,369,857)
Total M.S. 16A.125 Transfers to Other Funds $ (8,163,234) $ (63,146) $ (8,226,380)
Notes
M Forestry qualifying revenues [line A] minus forestry certified costs [line J]
@ M.S. 16A.125, Subd. 5(d)(4) Transfers to the Permanent Trust Funds
©® Sum of ceritified forest management [line E], improvement [ line F], and forest roads {line G] costs.
*) Sum of Dept. of Admin, Trust Director and PSFC cost reimbursements as shown on line K.
©) Forestry qualifying administration costs as shown on line H.
Totals may not add due to rounding to the nearest dollar.
Submitted By: Reviewed By: Certified By:
{ y .'\ ) 6} “L\
Foryet Boe Barb Juelﬂ'\ Constarice Ify Onyiah
Director Chief Finahcial Officer Exec Bdgt Officer
Div of Forestry DNR OMBS MN Mgmt & Budget
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Minnesota Department Of Natural Resources
Division of Forestry

M.S. 16A.125 Transfer Certification Report

This report identifies forestry revenues attributable to trust lands, the forestry
operating expenditures certified against trust lands, and how the certified
expenditures and net revenues from trust lands are distributed.
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Cost of Preparation

Name of Legislative Report: Transfer Certification Report
Minnesota Statute Reference: M.S 16A.125, Subd. 5(d)
Prepared by: Don Deckard, Ph.D., State Forest Economist
Department of Natural Resources, Division of Forestry

Phone: (651) 259-5287

Email: donald.deckard(@state.mn.us

Description of Cost Further explanation if necessary Amount ]
Staff time (salary & fringe) 200 hours @ $50/hour 10,000
Duplication nominal

Other nominal

TOTAL TO PREPARE REPORT $10,000

Statutory Provisions

Minnesota Statute 16A.125, Subd. 5 specifies which types of forestry costs are certified against
trust fund lands and how the certified costs and net income from trust fund lands are distributed.
Only those operational costs paid from the General Fund — Forest Management Appropriation
and Forest Management Investment Account are included in the cost certification. Costs charged
to dedicated funds, federal funds, and capital budgets are excluded from the cost certification
process. In addition, only revenues derived from Forcstry funded activities are included in the
process. Non-forestry revenues, such as mineral royalties and lake shore leases are excluded.
Minnesota Laws of 2012, Chapter 249, Section 3, Subd.5¢ amended 16A.125 to remove

protection from certifiable costs effective July 1, 2013.
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EXECUTIVE SUMMARY

Minnesota Department of Natural Resources (MNDNR), Division of Forestry is responsible for
forest resource management on 2.5 million surface acres of School and University Trust lands in
Minnesota of which 2.37 million acres are subject to cost certification under Minnesota Statute
16A.125. In fiscal year (FY) 2015, qualifying state land forestry revenue totaled $23.713 million,
an increase of 19.7 percent compared to FY 2014 (Table 1). Qualifying forestry revenue from
managed trust lands was $12.447 million, an increase of 22.8 percent compared to FY 2014. In
FY 2015 trust revenue was 52.5 percent of qualifying state land forestry revenue.

Table 1. FY 2015 Summary of Minn. Stat. 16A.125 Qualifying Forestry Revenues

Qualifying  School Trust Univ Trust  Sum Trust Trust
Forestry Qualifying  Qualifying  Qualifying  Portion

Category Revenue Revenue Revenue Revenue Total
Timber Sales $22,509,812 $11,145,915  $103,797 $11,249,712  50.0%
TS Interest & Penalty $11,596 $5,228 S3 $5,231  45.1%
Resource Mgmt Access $1,062 $1,062 S0 $1,062 100.0%
Leases & Land Use $1,190,740 $1,137,159 $53,581 $1,190,740 100.0%
Column Sum $23,713,210 $12,289,364 $157,381 $12,446,745 52.5%

In FY 2015, non-fire net qualifying forestry expenditures for state land forest management
(SLFM) totaled $19.299 million with a combined School/University Trust cost recovery
proration of $8.222 million, an increase of 4.7 percent compared to 'Y 2014 (Table 2). In FY
2015, qualifying trust expenditures were 42.6 percent of net SLFM expenditures.

Table 2. FY 2015 Summary of Minn. Stat. 16A.125 Qualifying Forestry Expenditures

Total Net School Trust  Univ Trust  Sum Trust Trust

Qualifying Cost Cost Cost Portion
Statutory Category Expense Proration Proration Proration Total
Management
sub-Timber Sales $9,892,583 $4,435,050 $34,323 $4,469,374  45.2%
sub-Mgmt Support $3,162,156 $1,417,660 $10,971 51,428,632 45.2%
Improvement $1,871,432 $839,002 $6,493 $845,495  45.2%
Forest Roads $1,157,445 $108,240 $838 $109,078 9.4%
Administration $3,215,177 $1,359,337 $10,520  $1,369,857  42.6%
Column Sum/Avg $19,298,792  $8,159,289 $63,146  $8,222,435 42.6%

As required by 2015 Minn. Stat. 16A.125, Subd. 5(d), this report certifies forestry cost recovery
and the transfer of funds from the Forest Suspense Account to the Forest Management
Investment Account (FMIA) of $6,852,578 for management, improvement and road
expenditures, and to the General Fund of $1,369,857 for administration costs. Net income from
forestry operations was $$4,224,310, representing a 33.6 percent forestry operating margin for
the school trust and 33.9 percent margin for the combined trusts. After adjusting for non-forestry
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Forest Suspense Account revenues and transfers out, $4,225,577 was transferred to the trust
funds with $4,131,342 to the Permanent School Fund and $94,235 to the University Trust.

Forestry Gross-Net Trends

In FY 2015, qualifying forestry revenues from combined trust lands increased by $2.307 million
or 22.8 percent year-over-year, a level not realized since pre-recession FY 2008. FY 2015
qualifying forestry expenditures increased by $$336,938 or 4.3 percent. The increase in spending
was primarily due to an 11.1 percent increase in new timber volume offered to 895,565 cord
equivalents compared to 805,810 cord equivalents offered in FY 2014. Forest improvement
expenditures (reforestation and timber stand improvement) decreased year-over-year. Forestry
net income to the permanent school and university trust funds increased by $1.975 million or
87.6 percent year-over-year to $4.23 million. For the school trust, forestry net income increased
by $1.951 million or 89.5 percent to $4.13 million year-over-year (Figure 1). Again, a level not
realized since pre-recession FY 2008.
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Figure 1. Financial Summary for Forestry Managed School Trust Lands.
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L. QUALIFYING REVENUES AND EXPENDITURES

This cost certification report provides details on forestry revenue and forest management costs
for trust fund lands in fiscal year FY 2015. Effective July 1, 2013, two key changes were made to
Minn, Stat. 16A.125: (i) fire protection was removed from qualifying activities and (ii) language
was added requiring “...an analysis that compares costs certified under this section [Subd. 5]
with costs incurred on other public and private lands with similar land assets.” The cost
certification is organized by four statutory categories: Management, Improvement, Roads, and
Administration.

Qualifying Revenues

Qualifying forestry revenues are trust land revenues generated by expenditures from the General
Fund — Forest Management Appropriation and the FMIA for SLFM activities. In FY 2015,
revenues collected from SLFM activities spread across all state administered lands (Acquired
Forestry, Acquired Wildlife, Consolidated Conservation, School Trust, University Trust, etc.)
totaled $23,713,210, an increase of $3,904,176 or 19.7 percent compared to FY 2014. Qualifying
forestry revenues of $12,446,745 were realized from trust lands, an increase of $2,307,228 or
22.8 percent year-over-year.

Qualifying Expenditures

The Division of Forestry identifies base operating expenditures using a set of cost code strings
limited by fund, appropriation, and activity. The accounting strings identify qualifying and non-
qualifying expenditures by activity (e.g. timber sale preparation and design, forest inventory,
forest roads, private forest management, etc.) that generate the expenditure. The qualifying state
land forest management (SLFM) activities are grouped into the four (4) statutory cost categories:
management, improvement, roads, and administration. In addition, general operations
expenditures (fleet, facilities, information technology, and time off) are grouped as a separate
category to be prorated across direct cost categories. General operations expenditures are
allocated between qualifying and non-qualifying activities. Then, the qualifying portion of
general operations is prorated to each statutory cost category based on the percentage of direct
qualifying expenditure in each statutory category (management, improvement, roads, and
administration). Qualifying expenditures are limited to SLFM activities that directly generate
forestry related revenue and the activities that support forestry related revenue. Activities such as
urban forestry, forest recreation, and cooperative private land forest management are excluded
from the process.

For FY2015, net Minn. Stat. 16A.125 net forestry expenditures for SLFM totaled $19,298,792
for all acres subject to cost certification. Qualifying forestry expenditures for trust lands were
$8,222,435, an increase of $336,938 or 4.3 percent as compared FY 2014. Trust expenditures for
management and improvement are prorated between Trust and non-trust acres on a percentage of
total acres basis. Some 2.37 million acres (45.2 percent) of the total 5.3 million state
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administered acres subject to forest management is trust fund lands.! The Trust portion is
allocated on a per acre basis between school and university. Some $8,222,435 of the total net
SLFM expenditure was allocated to the Trust as follows: $8,159,289 School Trust and $63,146
University Trust.

Management ($5,898,005)—Expenditures are divided into two sub-categories; timber sales and
forest resource management. Timber activities consist of timber sales preparation, permit
supervision, scaling, and timber enforcement. Forest management expenditures, the cost of
maintaining forests for future revenue, include: policy development, management planning,
harvest scheduling, and forest inventory. Management costs are prorated based on the percentage
of trust acres to total acres subject to certification. On a statewide basis, the trust allocation is
45.2 percent of the total $13,054,739 qualifying expenditures.

Forest Improvement ($845,495)—Activities include site preparation and reforestation and timber
stand improvement (TSI) that establish and improve forests for future revenue. Improvement
costs are prorated based on the percentage of trust acres to total acres subject to certification. On
a statewide basis, the trust allocation is 45.2 percent of the total $1,871,432 qualifying
expenditures.

Forest Roads ($109,078)—State forest roads provide direct access to a relatively small portion of
trust lands. Road costs are allocated to the trust based on the number of acres within one-half
mile of designated state forest system roads. On a statewide basis, this amounts to 9.4 percent of
total acres managed and 9.4 percent of the total $1,157,445 qualifying expenditures.

Administration ($1,369,857)—Department services provided to the Division of Forestry and
Division of Forestry activities include: leadership services, human resources, accounting, general
office & clerical, and other direct and necessary costs related to the support of staff that
generates revenue. Administrative costs are allocated based on the ratio of trust land
expenditures to net qualifying expenditures for: management, improvement, and roads with
general operations. On a statéwide basis, the trust proration was 42.6 percent of the total
$3,215,177 qualifying expenditure.

" MNDNR administered acres totaled 5.6 million. Primary land uses: cultivation, extractive, recreation,
and urban development were removed to derive acres subject to forest management.
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FORESTRY REVENUE AND COST RECOVERY

Forest products and certain land use revenues generated from trust land are deposited directly in
the forest suspense account (Figure 2). Per Minn. Stat. 16A.125, Subd 5., certified forestry costs
for management, improvement and roads are transferred to FMIA. Certified forestry costs for
administration are transferred to the General Fund. The balance is transferred to the permanent
school and university trust funds.
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Figure 2. MNDNR Forestry Revenue Distribution and Cost Recovery.
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FORESTRY TRUST COST CERTIFICATION HISTORY

In FY 2015, forestry related revenue totaled $23.713 million. Of the total, $12.447 million
qualified for forestry cost certification of $8.222 million with forestry net to the trust funds of
$4.224 million (Table 3a). After adjusting for non-forestry related revenues, direct
appropriations, and reimbursements, net to the trust funds was $4.226 million (Table 3b). Per
Minn. Stat. 16A.125, Subd 5., certified foresty costs for management, improvement and roads
are transferred to FMIA. Certified forestry costs for administration are transferred to the General
Fund. Per Minn. Laws 13, Ch. 114, Art. 3, Sec. 4, Subd. 2, $200,000 was directly appropriated
(transferred out) to MNDNR — Lands and Minerals. Per Minn. Laws 14, Ch. 312, Art. 12, Sec. 9-
10, $3,945 was reimbursed (transferred out) to the General Fund for Dept. of Admin., Trust
Director and Legislative Permanent School Fund Commission (PSFC) expendtitures. The net
balance was transferred to the permanent school and university trust funds.

Table 3a. Forest Suspense Account History (School and University)

(amounts in thousands) FY11 FY12 FY13 FY14 FY15 5-Yr Avg
Forestry Qualifying Revenues $10,060  $8,577 $7,792 $10,140 $12,447 $9.803
Cost Transfer to GF $3,027  $2,793 $3,551 $1,278 $1,370 $2,404
Cost Transfer to IMIA $4.934  $4,931 $4.178 $6,607 $6.,853 $5,501
Sum Cert. Cost Transfers $7,961  $7,723 $7,729 $7,885 $8,222 $7,904
Forestry Net to Trust Funds $2,100 $854 $64 $2,254 $4,224 $1,899
Non-Forestry Revenues $273 $232 $290 $224 $205 $245
Direct Appropriation to LAM $200 $200 $200 $200 $200 $200
Dept. of Admin Reimburse - - - - $4 n/a
Net to Trust Funds $2,403 $886 $154 $2,278 $4,226 $1,989
Table 3b. Forestry Certified Costs History (School and University)

(amounts in thousands) FY11 FY12 FY13* FY14 FY15 5-Yr Avg
Protection $1,169  $1,518 $2,344 $0 $0 n/a
Forest Management $4,361 $4,242 $3,828 $5,404 $5,898 $4,747
Forest Improvement $557 $664 $789 $1,136 $845 $798
Forest Roads $16 $24 $26 $67 $109 $48
Administration $1.858 $1.275  $1,603 $1.278 $1,370 $1,477
Total $7.961 $7,723  $8.590 $7,885 $8,222 $8,076

*Actual transfer was $7,728,916 due to cost certification exceeding qualifying revenue.

Explanation of Table 3b Color-codes
M.S.16A.125, Subd 5(d)

Forest Management, Forest Improvement and Forest Road Costs are transferred to FMIA.

Effective FY 2014, Protection costs are non-qualifying, only Admin. Costs are transferred to the

General Fund.
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II. MNDNR TIMBER PROGRAM HISTORY

In FY 2015, MNDNR offered 1.2 million cord equivalents, sold 942,000 cord equivalents, and
harvested 887,000 cord equivalents of all species, products, and units of measure. Of note, the
FY 2015 harvest set a new record, breaking the 2011 harvest by about 2,000 cord equivalents.
Volumes offered and sold have been highly volatile since 2006 with offer volumes rangeing
from 802,000 to 1,272,000 cord equivalents and sold volumes ranging from 769,000 to
1,156,000 cord equivalents. For the period, harvest volume ranged from 642,000 to 887,000 with
the 10-year average being 812,000 cord equivalents per year (Figure 3).

DNR Timber Sales 10-year History (all units of measure converted to cords)
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Figure 3. DNR 10-Year Timber Sales History, Volume Offered, Sold, and Harvested.

Notes: The large increase in volume offered and sold in FY2008-09 was due to the re-offering of sales
forfeited in 2007. The 887,000 cord harvest in FY2015 was a modern era record harvest level from state
lands.
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In FY 2015, the average price received for timber sold increased to $27.65 per cord equivalent
compared to $24.42 in FY 2014. In FY 2015, the average price received for timber scaled
(harvested) increased to $23.89 per cord equivalent as compared to $22.64 in FY 2014 (Figure
4). In a given fiscal year, regular timber sales revenue is a combination of a 15 percent down
payment at the time of sale plus the 85 percent balance due when harvested.

Average Price per Cord Sold and Scaled by Fiscal Year
All units of measure (Cords, Mbf, 1000#, Tons, Pieces) converted to cords.
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Figure 4. DNR 10-Year History Average Price Received for Timber Sold and Scaled, all Land Types.

Due to the timber market collapse that began in August 2006, the average price per cord sold for
state timber dropped 60% in FY2009 compared to the value received in FY2005. Many of the
sales that were sold in FY2005-06 for $40+ per cord were forfeited and then resold in subsequent
years at a lower price. Due to the harvest of windstorm-damaged salvage timber sales in
FY2012-13, the average price/cord of timber harvested (scaled) decreased. Local market scarcity
drove up key species and product prices in FY2014 and again in FY2015.
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FINANCIAL PERFORMANCE COMPARISONS

As per Minn. Stat. 16A.125 effective July 1, 2013, the cost certificate “...shall include an
analysis that compares costs certified under Minn. Stat. 16A.125 with costs incurred on other
public and private lands with similar land assets.” This topic was addressed in the recently
completed Office of the Legislative Auditor (OLA) Evaluation Report on DNR Forest
Management.? In this report, OLA concluded .. .that differences in forest management goals,
policies, and land features prevent meaningful comparisons of profitability between state forest
managers and other land managers” (2014 OLA Report, p81). However, the OLA report
included an “efficiency” comparison between DNR’s combined Tower, Hibbing, and Cloquet
forestry areas and Saint Louis County (SL.C) Minnesota Land Department. The basis for
comparison was new cords offered per full-time equivalent (FTE). OLA found “...the efficiency
of the [DNR] Forestry Division’s timber sales activity compared favorably with SLC’s activity”
(2014 OLA Report, p87).

With that being said, a comparative analysis of financial performance is provided with the
following caveats:

1. Profit potential, a function of land productivity, species/product mix, management policy,
and geography, is somewhat variable within the Upper Midwest region and relatively low
when compared with the Pacific Northwest and Southern U.S.

2. Availablilty of detailed financial reporting in the public domain is extremely limited.

3. Structural and functional differences in land and resource management organizations
result in a variety of combinations of land related management activities including:
forestry, real estate, minerals, and recreation.

4. Sources of revenue and other funding are highly variable between organizations.

5. Cost accounting formats are not uniform among land managing organizations; available
accounting numbers require a range of adjustments to be somewhat comparable.

6. With one exception, financials are self reported and unaudited.

The analysis of financial performance included: profit potential, profitability, management
efficiency, and land productivity. Of the land managing entities analyzed, operating margins
ranged from 8.1 percent to 54 percent with MNDNR managed School Trust reporting an
operating margin of 33.6 percent. Profit potential (gross revenue per cord) ranged from $25.88 to
$114.47 per cord equivalent with DNR managed School Trust land reporting the low $25.88 per
cord. In terms of management efficiency, cost per cord ranged from $14.48 to $62.51 with DNR
managed School Trust reporting $18.93 per cord. In terms of land productivity/policy, cords
harvested per managed acre ranged from 0.23 to 0.94 with DNR managed School Trust land
reporting an average 0.28 cords harvested per managed acre (Table 4).

2 Office of the Legislative Auditor, Program Evaluation Division. 2014. Evaluation Report DNR Forest
Management. Saint Paul, MN: Office of the Legislative Auditor, State of Minnesota. 99p
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Table 4. Minn. Stat. 16A.125, Subd. 5.c. - Financial Performance Comparisons (a)

(amounts in thousands, MNDNR CAS SLC DUG CNF PCH
except as noted) School Trust | County County  County Federal REIT
FY2015 CY2014 CY2014 CY2014 FY2015 €Y2014

REVENUES

Timber Sales (Stumpage) $11,152.2 | $1,821.3 $5,689.5 $3,098.4 $4,169.9 $161,098.4

Land Use $1,137.2 $65.5 $908.7 $2.5 $213.8

Sum Revenue $12,289.4 | $1,886.8 $6,598.3 $3,100.9 $4,383.7 $161,098.4
EXPENSES

Total Expenditure $8,157.4 $998.3 $4,539.5 $1,426.2 $4,029.2 $87,974.8
INCOME FROM OPERATIONS

Profit/(Loss) from Operations $4,132.0 $888.5 $2,058.8 S1,674.7 $354.5 $73,123.5
PROFIT POTENTIAL

Gross Timber Rev per Cord (b) $25.88 $26.41 $28.81 $33.46 $41.25 $114.47

Gross Revenue per Mgmt Acre $8.19 $10.60 $10.49 $12.40 $9.54 $107.40
PROFITABILITY

Operating Margin 33.6% 47.1% 31.2% 54.0% 8.1% 45.4%

Operating P/(L) per Cord (b) $9.59 | $12.89  $10.42  $18.09 $3.51 $51.96
MGMT EFFICIENCY

Cost per cord $18.93 $14.48 $22.98 $15.40 $39.86 $62.51
LAND PRODUCTIVITY

Cords Harvested per Mgmt Acre (c) 0.28 0.33 0.23 0.37 0.23 0.94
STATISTICAL DATA

Fiscal Year End June 30 Dec 31 Dec 31 Dec 31 Sept 30 Dec 31

Cords Sold 448.8 79.3 187.6 91.7 94.3

Cords Harvested 413.1 58.6 207.4 93.5 107.8 1,407.4

Avg. of Cords Sold & Harvested 431.0 69.0 197.5 92.6 101.1

Timber Mgmt Acres 1,500.0 178.0 628.8 250.0 459.3 1,500.0

Total Admin Acres 2,520.3 255.7 893.2 277.1 666.5 1,580.0

TABLE NOTES

a) Comparisons include: Cass County MN (CAS), Saint Louis County MN (SLC), Douglas County WI (DUG),

Chippewa National Forest MN (CNF), and Potlatch Timber REIT-Resource Management Segment ID,AR,MN (PCH).
b) Used cords sold or harvested if avg. cords sold & harvested not available.

¢) Used Admin acres if commercial timber acres not available.
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Department of Natural Resources
Division of Forestry
MS 16A.125 Costs for Fiscal Year 2015

A Base Data from Division of Lands and Minerals, Division of Forestry and MMB Records

Base data used to calculate costs for management, improvement, roads, and administration

Acres of Permanent School Fund Land Subject to Cost Certification 2,370,418
Acres of University Trust Fund Land Subject to Cost Certification 18,345
Total Acres of Trust Fund Land Subject to Cost Certification 2,388,763
Total Trust Acres Served by State Forest Roads 498,278
Total Acres of State Land Subject to Forest Management Activities 5,287,326

Net Allowable Forestry Expenditures Paid From the General Fund and FMIA Fund $ 19,298,791.70
Direct Costs of Forestry Activities (Admin, Management, Improvement, Roads) $ 13,043,715.24
Sum of Allowable Forestry General Operations (support) Costs $ 6,255,076.46
B Forest Management Costs for Trust Lands

Management includes preparing and administering timber sales, supervising harvests, maintaining up to date
information on timber resources, and controlling forest pests and disease.

1 Management Cost Determination:
Sum of Allowable Forestry General Fund/FMIA Direct Costs for Management S 2,087,813.55
Management Portion of Forestry General Operating GF/FMIA Costs S 1,074,342.58
Total Management Costs to be Allocated S 3,162,156.13
Management Cost Per Acre S 0.60
School Trust Acres times Management Cost Per Acre {cost per acre times school trust acres) $ 1,417,660.23
University Trust Acres times Management Cost Per Acre (cost per acre times university acres) S 10,971.47
™ The totals charged against school and university acres may be off due to rounding of the cost per acre.

2 Timber Sales Cost Determination:
Sum of Allowable Forestry General Fund/FMIA Direct Costs for Timber Sales $  6,531,577.68
Timber Sales Portion of Forestry General Operating GF/FMIA Costs S 3,361,005.11
Total Timber Sales Costs S  9,892,582.79
Trust Land Timber Sales Cost Per Acre ) 1.87
School Trust Acres times Timber Sales Cost Per Acre {cost per acre times school acres) $  4,435,050.22
University Trust Acres times Timber Sales Cost Per Acre (cost per acre times university acres) S 34,323.48
@ The totals charged against school and university acres may be off due to rounding of the cost per acre.

3 Total General Fund/FMIA Management Costs for Trust Lands:
Sum of Mgmt Costs for School Trust Lands $ 5,852,710.45
Sum of Mgmt Costs for University Trust Lands S 45,294,95

C Forest Improvement Costs for Trust Lands

Improving the forest includes ensuring reforestation and regrowth following harvest, promoting tree growth
by thinning and removing competeing vegetation, and developing better varieties of trees.
Sum of Allowable Forestry General Fund/FMIA Forest Improvement Costs $  1,235,612.74
Forest Improvement Portion of Forestry General Operating GF/FMIA Costs S 635,818.93
Total Forest Improvement Costs S 1,871,431.67
Trust Land Forest Improvement Cost Per Acre W S 0.35
School Trust Forest Improvement Cost (cost per acre times school trust acres) S 839,001.67
University Trust Forest Improvement Cost (cost per acre times university trust acres) 4 6,493.15

W The totals charged against school and university acres may be off due to rounding of the cost per acre.






D Forest Road Costs for Trust Lands
Maintaining the state forest road systems includes maintaining road surfaces, bridges, and right-of-way, and
Installing and maintaining culverts and signs. Costs are allocated by state forest road miles directly serving

trust acres.
Sum of Allowable Forestry General Fund/FMIA State Forest Road Costs S 764,202.75
State Forest Roads Portion of Forestry General Operating GF/FMIA Costs $ 393,241.80
Sum Qualifying State Forest Road Costs $  1,157,444.55
Trust Land Acreage as a Percent of Total Acres Served by State Forest Roads 9.424%
State Forest Road Costs Allocated to Trust Lands S 109,077.57
Trust Land Forest Road Cost Per Acre $0.046
School Trust Forest Improvement Cost (cost per acre times school trust acres) S 108,239.89
University Trust Forest Improvement Cost (cost per acre times university trust acres) S 837.68
™ The totals charged against school and university acres may be off due to rounding of the cost per acre.

E Administrative Costs for Trust Lands
Administration includes many support activities that maintain efficiency and allow foresters to concentrate on
managing the state's forests.
Sum of Allowable Forestry General Fund/FMIA Administrative Costs S 2,424,508.51
Administrative Portion of Forestry General Operating GF/FMIA Costs S 790,668.04
Total Net Admin Costs $  3,215,176.55
Total Direct Trust Land Costs (includes General Ops allocations) S  6,852,577.80
Total Qualifying General Fund/FMIA Costs Less Admin $ 16,083,615.16
Trust Direct Costs as a Percent of Total Qualifying GF/FMIA Direct Costs 42.61%
Trust Portion of Administrative Costs S  1,369,856.67
Trust Land Administrative Cost Per Acre!"! $0.57
School Trust Administrative Costs (cost per acre times school trust acres) $ 1,359,336.57
University Trust Administrative Costs (cost per acre times university trust acres) $ 10,520.10

M The totals charged against school and university acres may be off due to rounding of the cost per acre.

Prepared By: Don Deckard, Forest Economist
Date: 12/18/15
Data Date: 10/01/15











