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Members of the Legidative Audit Committee:
This report contains the results of the performance audit of the State Board of Land
Commissioners. This audit was conducted pursuant to Section 2-3-103, C.R.S., which authorizes
the State Auditor to conduct audits of all departments, institutions, and agencies of state government.

Thisreport presentsour findings, conclusions, and recommendationsand the responses of the
State Board of Land Commissioners and the State Treasurer’ s Office.
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STATE OF COLORADO
OFFICE OF THE STATE AUDITOR REPORT SUMMARY

J. DAVID BARBA, CPA
State Auditor

State Board of Land Commissioners
Perfor mance Audit
November 2000

Authority, Purpose, and Scope

Thisperformanceaudit of the State Board of Land Commissionerswas conducted under the authority
of Section 2-3-103, C.R.S., which authorizesthe State Auditor to conduct audits of all departments,
institutions, and agencies of state government. This audit was conducted according to generaly
accepted government auditing standards. We gathered information in thisreport through interviews,
document review, surveys, and analysis of data. Audit work was performed from June 2000 through
August 2000.

The purpose of thisaudit wasto review and evaluate certain practices of the Land Board in terms of
their effects on trust beneficiaries, and the Land Board’ s implementation of Amendment 16 to the
state constitution. We also reviewed the status of prior audit recommendations made by the Office
of the State Auditor in the August 1994 Public Land Management report. The audit contained six
findings significant to the State Board of Land Commissioners.

Thisreport contains findings and 16 recommendations for improving the Land Board’ s management
of state trust lands. We would like to acknowledge the efforts and assistance extended by
management and staff of the State Board of Land Commissioners and the State Treasurer’ s Office.
The following summary provides highlights of audit comments, recommendations, and responses
contained in the report.

Background
The State Board of Land Commissioners is the trustee of state trust lands and manages 2.8 million
acres of land for the benefit of eight separate trusts. School Trust lands, which benefit kindergarten

through twelfth grade public school children, comprise 93 percent of the trust lands (or 2.6 million
acres) managed by the Land Board.

For further information on this report, contact the Office of the Sate Auditor at (303) 866-2051.

-1-
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In November of 1996 Col orado voters passed Amendment 16 to the state Constitution. Inrecognition
that school lands must support schools today and in the future, the Amendment stipul ates that some
lands must be preserved for future generations. Amendment 16 changed the Board from three full-
time salaried commissioners to five part-time volunteer commissioners; removed the charge to
“maximizereturns’ for trust beneficiariesto produce” reasonableand consi stent (revenue) over time’;
and broadened the Land Board's mission to include preservation of open space, agriculture, and
wildlife habitat. It also alowed the Land Board to begin disposing of and acquiring land through
nonsimultaneous land exchanges.

Our audit focused on the School Trust; however, most of our recommendations could apply to the
seven smaller trustsaswell. Wereviewed the implementation of constitutional directivesand current
Land Board policies and practices in light of their effect on its primary beneficiaries:. Colorado’s
public schools and districts.

Fiduciary Responsibility

The income generated from school trust lands is deposited into one of two trust funds. Oneis the
Public School Permanent Fund (PSPF), which is nonexpendable, and the other isthe School Income
Fund, which is expended each year. Constitutional language setsforth that the PSPFisinviolate and
any investment losseswithin afiscal year must be made up by the General Assembly. Approximately
$9.7 million in revenue generated from land sal es, royalties, and bonuses were added to the PSPF and
invested by the State Treasurer in Fiscal Y ear 2000. Interest generated from PSPF principal ($299
million Fiscal Y ear 2000) is appropriated to the direct benefit of Colorado’ s public schoolsannualy.

Investment policiesfor the PSPF are set forthin C.R.S. 22-41-104. The statute requiresthat the fund
“break even” inthe samefiscal year. Wefound that the PSPF corpusis shrinking, relativetoinflation,
and that PSPF investment income distributed annually to public schools is not keeping up with
inflation or state spending for kindergarten through twelfth grade education. However, by simply
extending the profitability “break-even” timerestriction for PSPF investment to threefiscal years, the
PSPF could hypothetically generate $870,000 to $1.2 million more in annua income without
changing the lower-risk securitiesit currently investsin.

The StateBoard of Land Commissioner sshould work with the State Treasurer torecommend
amendmentsto C.R.S. 22-41-104 that would extend the br eak-even time period from oneyear
to threefiscal years, and apply thisto the profitability of the fund, in aggregate.

State Board of Land Commissioner s Response:
Agree. The Board agrees specificaly with the strategy recommended by the

Treasurer in hisresponse. Further, while this method would allow for the possibility
of the PSPF to increase, it is unlikely that the Fund would keep pace with the rate of
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inflation. To make the PSPF truly inflation-proof, state statutes need to be amended
to alow for the reinvestment of a portion of the interest income at arate equal to the
consumer priceindex for Colorado. Until such time asthe PSPF isinsulated from the
effects of inflation, the Board will continue to favor reinvesting the proceeds of land
exchanges in replacement property rather than the Fund.

State Treasurer’s Response:

Agree. ThelLegidative Audit Committee hasaready reviewed and agreed to sponsor
ahill that will make anumber of aterationsto the statutes covering the Public School
Permanent Fund in the upcoming session of the legidature. One element of that bill
is an extension of the time period for calculating losses from the one to two years.
If this particular bill is not approved by the General Assembly, the Treasury will put
forward a bill that focuses solely upon changing the time frame in the subsequent
session of the legidature.

The Board has the constitutional authority to dispose of state lands as long as the transaction is for
at least market value and is advantageous for the trust involved. Lands can be disposed of by sale at
public auction, simultaneous exchange, nonsimultaneous exchange, or inter-trust transfer of assets,
including land, money or both. A nonsimultaneous exchange is a sale of land for money and the
purchase of areplacement property within two years of the original disposition date.

Wefound that since Fiscal Y ear 1999 the two-year nonsimultaneous deadline has been exceeded and
the remaining funds were not transferred to the PSPF, asrequired by law. Consequently, the School
Income Fund did not receive $33,000 in interest that could have been earned. Additionally, over
$14,000 in earned interest was held in closed nonsimultaneous escrow accounts and not reverted to
the PSPF when the escrow accounts were closed. We found theinter-trust transfer of about 233,000
mineral acres statewide was made without arms-length independent appraisals and in the absence of
written policies for those transactions. We aso found that local governments have not received
payment in lieu of taxes as required when exchanges for commercial properties are made.

Werecommend that the State Board of Land Commissionersusetransaction closing datesto
begin the two-year escrow period for land exchange funds; ensure that closing funds are
available and credited to a nonsmultaneousland exchange escr ow account at closing; ensure
escrow fundsand inter est remaining after twoyear saretransferred tothe PSPF; establish and
follow appropriatepoliciesfor inter-trust transfer sof statelands, and ensur ethat independent
appraisals are conducted prior to transfers; and include payment in lieu of taxesin all leases
for commercial statetrust properties and lands subject to development.
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State Board of Land Commissioner s Response:

Agree. The Board will work with the Treasurer to refine the escrow processes
indicated. The Board has implemented a mandatory policy requiring al fundsto be
wired on the date of closing. The Board believes, through verification by the State
Treasurer's Office, that there has been no lost interest on any of the applicable
accountsregardless of thevarying interpretations of thetwo-year timeframe. Interest
was credited to the accounts the entire time any of the funds were on deposit.
Specificaly, the $33,000 in interest was not lost to the beneficiaries, but was either
used to purchase areplacement property for that beneficiary or was later reverted to
the PSPF. The Board has informed the Treasurer’s Office of the proper escrow
account timelines, and will usetheoriginal transaction closing date asthetrigger date
for the two-year timeline. The Board will formalize the Attorney General’ s opinion
regarding inter-trust transfers by Board order in December. Finaly, the Board will
enforce the lease provisions and statute requiring lessees to pay taxes to loca
governments.

Asset Management

ThelLand Board' sfiduciary responsibility to produce reasonable and consistent income over timehas
resulted in a strategic outlook for managing trust assets, including its position that resource
“appreciation is equally important as income.” Consequently, the Board's challenge has been to
ensure the appreciation of its land trust portfolios on a statewide basis as well to manage the
appreciation of individual parcels. We found the Board has no method to independently determine
and verify the appreciation of itsland trust portfolios, nor doesit have an information system able to
provide timely and accurate information regarding the status of individua parcels.

We recommend that the State Board of Land Commissioners use the legislative council’s
annual statewide property assessment RFP process as a guideline for procuring qualified
vendor sto provide cost-effective and independent baseline and ongoing statewide valuations.
The Board should coordinate with the timing of legislative council’s RFP processin order to
maximize economies of scale. The Land Boar d should also develop an information system for
individual leased par cels containing current use(s) and lease terms; lease history; character
and land improvements, including those made over time;, appreciation potential, actual
appreciation, and assessment information; and information on the trust beneficiary of each
land asset.

State Board of Land Commissioner s Response:

Agree. The Land Board has been engaged in the process of developing an asset
management plan for the last two years. The Board is currently at the stage where
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it will require a periodic baseline evaluation of state trust lands. The Legidative
Council’s process will be a helpful blueprint for the Board' s first RFP which will be
issued by December 31, 2001. Additionally, the Land Board is in the process of
revamping and rebuilding an antiquated computer system whichwill, once compl eted,
provideaccurateandtimely information ontrust lands. Thecomputer redesign proj ect
and timeline have been approved by the Governor and the Legidature through the
budget process, have been approved by the Information Management Commission
and is now being implemented by Board staff, Department of Natural Resources
information technology professional staff and private contractors.

Field Operations

TheLand Board' strust assetsaredivided into six regions, each containing approximately 400 parcels
on 450,000 acres of land. Each is staffed by a District Manager and a half-time administrative
assistant. A District Manager’s duties include site inspections to determine the appropriate site-
specific carrying capacity for each grazing lease in their region. The grazing rate is then reduced for
every grazing lease statewide based on a 1991 study conducted by Colorado State University of
federal land management practices in Colorado. The study found that the management burden for
lessees of federa public grazing lands was about 35 percent greater than for private lands. The
components that made up the greater public land management burden included:

* The expenses associated with moving to and from the leased land.
* The cost of traveling to and from the leased land.

» Water costs.

* Horse costs.

» Depreciation of development (fencing and water).

* Thevaue of lost animals.

* Maintenance.

The 35 percent reduction equates to about $2.5 million per year for state trust lands, based on a
grazing lease income average of $5.1 million annually. An across-the-board 35 percent reduction
could be depriving the PSPF of revenue. In addition, it can create inequities among neighboring
lessees who may have varying amounts of management burden, but get the same reduction.

We found that the Land Board has no system in place to measure the management burden of its
individual lessees. Nearly 68 percent (21 of 31) of the files we reviewed showed that required site
inspections were not performed or were incomplete, and that all lessees do not have the same
management burden. Further, we found that leased trust lands were not inspection by managers as
required, and that inspection criteria and guidelines have not been adopted.
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The State Board of Land Commissioner s should ensurethat all rate reductions from market
value are made on an individual lease basis, all leased trust lands are inspected by District
Mangersasrequired, and that criteriaand guidelinesfrom which inspectionscan bemadeare
established.

State Board of Land Commissioner s Response:

Agree. ldedlly, agricultura lease rate offsets should reflect the particular
characteristics of that parcel. Practically, the Board does not have the staff resources
to eliminate the 35% rate reduction and customizerate structuresfor each of the 3000
parcels it manages. As an attempt to achieve equity among lessees, the Board will
continue working with the Colorado Agricultural Statistics Service and the Colorado
Cattlemen’s Association to develop a new methodology for setting grazing lease
rates. To comply with the recommendations regarding inspections, the Board will
make district and property management plans a centra feature of the annual
performance plan in the future.

Disposition of 1994 Audit Recommendations

Aspart of our audit we also reviewed the Land Board' s progress in implementing recommendations
made in the Office of the State Auditor’s 1994 performance audit of Public Land Management. The
report made six recommendations specific to the State Board of Land Commissionersincluding those
to improve policies related to overall land management, adopt processes for setting grazing fees,
determine land va uations, and establish procedures for land banking and sales. We found that some
recommendations have not been fully implemented by the Board.

The State Board of Land Commissioners should identify what actions are needed to fully
implement these recommendations and then develop an action plan to ensure they are dealt
with timely. Thisaction plan should include a method of holding district managersand Land
Board staff accountable for completing the tasks needed to address individual
recommendations.

State Board of Land Commissioner s Response:

Agree. The Board's annual work plan for 2001 will reflect the progress it intends to make
on both the 1994 audit and the 2000 audit.



RECOMMENDATION LOCATOR

Rec. Page Recommendation Agency Agency  Implementation
No. No. Summary Addressed Response Date
1 24 The State Board of Land Commissioners should work with the State  State Board of Land Agree June 1, 2001
Treasurer to recommend amendmentsto Section 22-41-104 C.R.S,, that Commissioners
would extend the break even time period from one year to three fisca
years, and apply thisto the profitability of the fund in aggregate. Office of the State Agree
Treasurer
2 27 The State Board of Land Commissionersshould take stepstoensurethat  State Board of Land Agree Implemented
exchange funds are available at closing and are credited to an escrow Commissioners
account upon receipt.
3 29 The StateBoard of Land Commissionersshouldinstituteaprocedurefor:  State Board of Land Agree Implemented
Commissioners
a. ldentifying and informing the State Treasurer of escrow account
time lines.
b. Transferring nonsimultaneous escrow funds to PSPF upon the two-
year anniversary of the original disposition or sale.
4 30 The State Board of Land Commissioners should establish amethodto  State Board of Land Agree December 1, 2000

ensure that all “closed” nonsimultaneous escrow accounts have a zero
balance once aformal request has been made. The Board should further
review al escrow accounts to ensure lagging interest accruals are
reverted to the PSPF.

Commissioners




RECOMMENDATION LOCATOR

Rec.
No.

Page
No.

Recommendation
Summary

Agency
Addressed

Agency
Response

I mplementation
Date

32

The StateBoard of Land Commissionersshould establishaformal policy
concerning inter-trust transfers. The Board should further go on record
for each inter-trust transfer with a Findings of Fact that such exchange
would be equally beneficia to both trusts. The Findings of Fact should
include the results from:

a. Anappraisal from an independent appraiser of the property or if an
independent appraisal isnot used , an explanation of how valuewas
assessed.

b. Disclosure in the Board meeting agenda when an independent
appraisal isnot used in vauating trust assets.

c. Anincome assessment, including the rate of return on asset value
and potential long-term appreciation.

d. An assessment of nonquantitative values.

e. A transcript of Board considerationspertainingtothe  inter-trust
transfer to be placed in the transaction file.

State Board of Land
Commissioners

Agree

January 1, 2001

35

The State Board of Land Commissioners should comply with
requirementsof C.R.S. 36-1-120.5 and requirel essees, when applicable,
to pay all affected government entities an amount equal to that which
would be owed if the land were privately owned.

State Board of Land
Commissioners

Agree

December 31, 2001

36

The State Board of Land Commissionersshould work withthe Executive
Director of the Department of Natural Resources to comply with
statutory reporting requirements or recommend statutory changesto the
General Assembly.

State Board of Land
Commissioners

Agree

June 30, 2001
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Rec. Page Recommendation Agency Agency  Implementation
No. No. Summary Addressed Response Date
8 39 The State Board of Land Commissioners should independently establish ~ State Board of Land Agree December 31, 2001
and verify the value and appreciation of itstrust assets by: Commissioners
a. Usingthelegidativecouncil’ sannual statewideproperty assessment
RFP/process as a guideline for procuring qualified venders to
provide cost-effective and independent baseline and ongoing
statewide valuations.
b. Cooperating with legidative council to coordinate with the timing
of their RFP process in order to maximize economies of scale.
9 41 The State Board of Land Commissionersshould ensurethat accurateand  State Board of Land Agree December 31, 2001
timely information is available for all leases by: Commissioners
a. Deermining atime line for the implementation and integration of
the lease management software.
b. Including pertinent information on al trust lands, specificaly:
current use(s) and lease terms, lease history, character and land
improvements (including those made over time), appreciation
forecasting, actual appreciation, and assessment information and
designated trust beneficiary of land asset.
10 43 The State Board of Land Commissioners should review its filesto  State Board of Land Agree December 31, 2001

identify al unleased land assets and prioritize them for:

a

b.

C.

Land use change
Auction
Disposition

Commissioners
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Rec. Page Recommendation Agency Agency  Implementation
No. No. Summary Addressed Response Date
11 45 The State Board of Land Commissioners should assess the costs and ~ State Board of Land Agree December 31, 2001
benefitsof the Stewardship I ncentivesProgramto ensureit accomplishes Commissioners
short-and long-term goals at acceptable costs.
12 50 The State Board of Land Commissionersshouldtakestepstoensurethat:  State Board of Land Partially December 31, 2001
Commissioners Agree
a. Criteriaare established for determining alessee’ s cost of managing
state trust land.
b. A procedure for making cost assessments and evaluations is
established and enforced.
c. All rate reductions from fair market value are made on alease-by-
lease basis.
13 52 The State Board of Land Commissioners should: State Board of Land Agree December 31, 2001

a. Develop and uniformly apply a depreciation schedule for prorating
the normal expected life of leasehold improvements on state trust
lands.

b. Usethe Stewardship Incentives Program as a pilot to develop the
necessary systems, policies and procedures.

c. Determine a time frame for applying this method to leasehold
improvements made on state trust lands.

Commissioners

-10-
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Rec. Page Recommendation Agency Agency  Implementation
No. No. Summary Addressed Response Date
14 54 The State Board of Land Commissioners should ensure that the March ~ State Board of Land Agree June 30, 2001
1999 lease inspection schedule is being followed and it sufficiently Commissioners
addresses the Board's land management gods, including specific
guidelines and indicators.
15 56 The State Board of Land Commissioners should fulfill its oversight  State Board of Land Agree June 30, 2001
responsibility, and: Commissioners
a. Establish aformat for a district management plan.
b. Esablish criteria for asset assessment based on land management
benchmarks.
c. Determine the frequency for submitting a plan to Land Board
management.
16 57 The State Board of Land Commissioners should review al  State Board of Land Agree January 31, 2001

recommendations that have not been completely implemented from the
1994 State Auditor’s performance audit report and develop an action
plan to ensure their timely implementation.

Commissioners

-11-
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Overview

Upon Colorado’s statehood in 1876, the federal government granted the State
approximately 4.75 million acres of land: Two 640-acre sectionsin every township
inside state boundaries. The grant included both the surface land and its underlying
mineral assets. The Colorado constitution established the State Board of Land
Commissioners as the trustee of the endowment.

Colorado townships were divided into 36 sections, each a mile square, each section
numbered 1 through 36. The federal government gave sections 16 and 36 of every
township, if available, to the State to support public schools. In the 125 years since
statehood, about 40 percent of surface trust lands have been sold. Today Colorado
has approximately 2.8 million surface acres, and 4.1 million underlying minera -only
acres that generate revenue for beneficiaries.

To manage its trust assets, the Land Board has divided the State into six districts,
each containing approximately 400 parcels on 425,000 acres of land. District offices
arelocated in Craig, Gredley, Sterling, Pueblo, Alamosa, and Denver. Each is staffed
by a District Manager and a half-time administrative assistant who work under the
Board’ sField OperationsProgram. The Front Rangedistrict office, located in Denver,
was added in Fiscal Year 2000 to increase customer satisfaction, consistency,
management presence, and the number of overall land inspections.

The Board manages leases for grazing and crop production, as well as for
development of residential, commercial, and industrial properties; timber harvesting;
and mining. The Board also sells and collects royalties on minerals, oil, and gas
extracted from trust lands. In Fiscal Y ear 2000 the Board earned about 24 percent of
its revenues from grazing leases and 43 percent from ail, gas, coa, and mineral
royalties, asillustrated on the following chart:
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Revenue by Source FY 2000

(Total Revenue $21,738,004)*
Agriculture Rents Land Sales
8.4% 0.5%

Gmnng Rents

. B
Bonus and Assignments

4.5%

Commercial
7.0%

0il, Gas, and Mineral Rent
4.0%

Other Rental Income
8.0%

0il, Gas, Ceal, and Mineral Royalties
43.0%

Source: Information provided by State Land Board as of August 2000.
* Fiscal Year 2000, $9.7 million deposited to Public School Permanent Fund, $9.5 million
deposited to School Income Fund, and $2.5 million administrative cost.

Ninety three percent of the land managed by the Land Board—approximately 2.6
millionacres-isheld intrust by the Statefor Colorado’ skindergarten through twelfth
grade public school children. The remaining 200,000 acres benefit seven smaller trusts
including:

University of Colorado Trust

Colorado State University Trust
Penitentiary Trust

Public Buildings Trust

Hesperus Trust (Fort Lewis College)
Saline Trust (state parks)

Internal Improvements Trust (state parks)

\4 \4 \4 \4 \4 \4 v

Appointed by the Governor, the Land Board’'s commissioners function as
constitutional officers and trustees of state lands. The Board was appropriated 32
FTE and a budget of nearly $2.5 million for Fiscal Y ear 2000. The annual operating
budget is appropriated from a portion of the income generated from trust lands. The
Land Board' s director administers the day-to-day activities of the agency, including
maintai ning the minutes of the Board, maintaining records of land activities, receiving
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al monies collected on account of the Land Board, and depositing land revenue with
the State Treasurer.

Amendment 16

In November of 1996 Colorado voters passed Amendment 16 to the state
constitution. In recognition that school lands must support schools today and in the
future, the Amendment stipulates that some lands must be preserved for future
generations. To accomplish this, Amendment 16:

v

Changed the Land Board' s constitutional duty of maximizing revenue from
state trust lands to managing the lands to produce reasonable and consistent
revenue over time.

Restructured the Land Board by increasing the number of members on the
Board from three to five, and required that specific areas of expertise be
represented on the Board.

Eliminated the salary for Board membersand limited members' servicetotwo
consecutive part-time terms.

Requires the Board to designate nearly 300,000 acres of state lands (10
percent of al state surface lands) into a perpetua trust. Those lands
designated to the trust cannot be sold, exchanged, or devel oped without first
being removed by avote of four out of five of the Board members.

Instructs the Land Board to include in agricultural lease termsincentivesthat
promote long-term agricultural productivity and community stability.

Authorizesthe Land Board to sell or |ease conservation easements to protect
open space and maintain environmental quality and wildlife habitat.

Permits the Board to dispose of and acquire land through nonsimultaneous
land exchanges as long as the exchange is completed within two years of the
original land sale or disposition.

Cadlls for fiscal impact studies to determine if the revenue from developing
trust lands will be greater than the cost of educating new students associated
with the development.

Requiresthe Land Board to comply with local land use regul ations and plans.



16

State Board of Land Commissioners Performance Audit - November 2000

v Permitsthe Legislature to enact laws that allow the Permanent School Fund
to be used to invest in and guarantee school district bonds and to make loans
to school districts.

v Allows the Board to sell or lease trust lands to school districts for school
buildings.

v Requires that revenue from school trust lands be in addition to and not a
substitute for other funding provided by the state Legidature for public
schools.

v/ Permitspublic schoolsto have accessto trust landsfree of chargefor outdoor
educationa purposes as long as such access does not conflict with existing
uses on the land.

As part of this audit we reviewed the Land Board's progress in implementing
recommendations made in the Office of the State Auditor’s 1994 performance audit
of Public Land Management. The report made six recommendations specific to the
State Board of Land Commissioners including those to improve policies related to
overall land management, adopt processes for setting grazing fees, determine land
valuations, and establish procedures to land banking and sales. We found that some
recommendations have not been fully implemented by the Board.

Our audit method focused on reviewing the Land Board's policies and practicesin
light of their effect on Colorado’ s public schools, the beneficiaries of 93 percent of al
state trust lands. However, many of the recommendations contained in this report
affect al state trust land beneficiaries. The implementation of recommendations
contained in Chapters 1, 2, and 3 of thisreport could increase income to Colorado’s
public school districts, bothimmediately and over time. Increased interest earningsfor
the Public School Permanent Fund (PSPF) are determined by the current year-to-date
annualized interest rate for PSPF investments. It should be noted that anticipated
increasesinrevenue streamsto beneficiariesare based on afull, rather than phased-in,
implementation of the recommendations contained in this report.



17

Fiduciary Responsibility
Chapter 1

Background

The Land Board isthe only entity responsible for managing lands to make money for
schools. Income from the trust lands is combined with other state and local revenue
to fund public education under the state school finance law. Asfiduciaries, the Land
Board is obligated to generate reasonable and consistent income over time for its
beneficiaries, primarily Colorado’s public schools.

Origindly, the land granted in 1876 provided al the income for schools. In Fiscal
Year 2000 the income generated from school trust lands was nearly $19 million.
Public School Permanent Fund interest and School |ncome Fund deposits contributed
$29.3 million to public schoolsin Fiscal Y ear 2000, lessthan 1 percent of the State's
$3.5 hillion public education budget.

Theincome generated from School Trust landsisdeposited to one of two trust funds.
One is the Permanent Fund, which is nonexpendable, and the other is the School
Income Fund, which is expended each year. Money deposited to the Public School
Permanent Fund (PSPF) isinvested by the State Treasurer. Sincethisfundisrequired
to “remain inviolate and intact” by Article IX of the Constitution, it provides a
perpetual interest annuity to the expendable School Income Fund. Permanent Fund
revenues are received from:

» Saesof statetrust land.
» Consideration received for perpetua rights-of-way.

* Royadltiesreceived as the result of the depletion or the anticipated depletion
of ail, gas, geothermal, coal, gravel, or other mineral resources.

*  One-time bonus payments for any mineral tract sold at public auction.

The following chart depicts the flow of income generated from the Land Board's
activities to Colorado’ s public schoolchildren:



18

State Board of Land Commissioners Performance Audit - November 2000

Benefits to Public Schools: Fiscal Year 2000
Land Sales
Mineral Royaltiesand Agricultureand Grazing
Bonuses Rents, Mineral Rents,
(lessadministrative costs) Forest Products, Rights-
$9.7 million of-Way, Other Income
added to the Per manent (lessadministrative costs)
Fund =
= $9.5 million
$299 million To the School Income
Per manent Fund Balance Fund FY0O
FYO00

Per manent Fund
|r|1:t$ro%ﬁt @ $29.3 million
crps Dir ect Bene€fit to
$19.8 million Colorado's
Schoolchildren

FYO0O0

The PSPF has grown from $200 million in Fiscal Y ear 1991 to $299 millionin Fiscal
Y ear 2000. Theaverageinterest contribution from the PSPF to the expendabl e School
Income Fund was $18.3 million over the past 10 years, asillustrated in the following
table:
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Public School Permanent Fund (Interest Income expended annually)
Fiscal Year | SLB Revenue Transfer | PSPF Balance* PSPF Interest paid to
to PSPF School Income Fund**
1991 $10,263,528 $200,026,005 $17,604,272
1992 8,416,370 208,550,187 17,970,067
1993 9,673,048 218,444,806 17,637,065
1994 11,149,770 229,627,331 16,155,932
1995 12,012,096 249,087,746 16,593,842
1996 12,767,043 261,854,789 17,988,262
1997 10,030,113 272,869,315 20,167,703
1998 7,377,987 281,234,427 19,752,508
1999 6,652,866 288,492,509 19,583,198
2000 9,718,017 299,010,729 19,798,365
Source: Department of Treasury CFO, August 2000.
*The Department of Treasury reports that the PSPF balance is impacted by the transfer of
revenues from the Escheat Fund and other small interest earnings posted annually.
** Average PSPF interest payment made to the School Income Fund FY 1991 to FY 2000 is
$18,325,121.

Unlike the PSPF, the School Income Fund is disbursed annually for direct benefit to
public schools. As set forth in the chart on page 18 of this report, the School Income
Fund relies on money received from:

* Rentalsfromsurfaceland, ail, gas, geothermal, coal, gravel, and other mineral
rights given under lease contracts.

* Money received from timber contracts and permits.

» Consideration received for nonperpetual rights-of-way granted across state
lands.

Interest payments, including annual interest from the PSPF.

While the Land Board generated $9.5 million in revenues for direct deposit to the
School Income Fund in Fiscal Year 2000, over the past decade the Land Board’'s
direct contribution to the fund has ranged from $6.5 million to $10.1 million ayear.
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Public School Per manent Fund I nvestment Policies
Are I nflexible

Public School Permanent Fund interest produced about two-thirds of the $29.3
million generated from school trust lands for direct benefit to kindergarten through
grade school children throughout the State in Fiscal Y ear 2000. Investment policies
for revenue deposited to the PSPF are established by law and are carried out by the
State Treasurer’ s Office. Statutory requirements are as follows:

The public school fund shall forever remain inviolate and intact; the
interest thereon, only, shall be expended in the maintenance of the
schools of the state and shall be distributed to the several school
districts of the state in such manner as may be prescribed by law. No
part of said fund, principal or interest, shall ever be transferred to
any other fund or used or appropriated, except as provided in this
article. The state treasurer shall be custodian of the fund, and the
same shall be securely and profitably invested as may be directed by
law. The state, by appropriation, shall supply all losses of principal
that may occur asdeter mined pursuant to section 2-3-103 (5), C.R.S,
or section 22-41-104 (2).

(2) For the purpose of thisarticle, "interest" meansinterest and the
net of all realized gains over realized losses, except those losses
restored by appropriation, associated with investment transactions
during the fiscal year.

The state constitution requiresthat the PSPF remain forever inviolate and intact. Loss
of fund principal must be made up by the General Assembly. As a result, the PSPF
principal isinvestedinlow-risk securitiesand pooled cash and not invested in equities,
which represent a higher risk for loss of principal and profit but also represent an
opportunity for higher yield. The Board and State Treasury staff have noted concerns
about PSPF, including :

v/ The PSPF is not growing at a pace equal to or greater than the rate of
inflation or the State’ s share of school funding, pursuant to the School Fund
Act. For example, the fund increased about14.2 percent from Fiscal Year
1997 through Fiscal Year 2000 while inflation increased 15.5 percent and
interest paid to the School Income Fund increased about 10 percent and state
school funding grew 17.2 percent. Consequently, the interest yield to public
school beneficiaries has not kept up with inflation or state school spending.
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v All interest earnings generated by the PSPF are spent each year.
Consequently, the value of the fund's corpus or principal is diminished by
inflation.

C.R.S. 22-41-104 restricts the State Treasurer’ s investment flexibility and options.
Investment policies require that the fund must break even at the end of every fisca
year. Further, the Office of the State Auditor evaluates the investments of the Public
School Permanent Fund annually, asrequired by C.R.S. 2-3-103, and reportsany loss
of principa of the fund.

Audit analysisrevealed that in arising interest-rate market, it could be advantageous
to sell or exchange lower-interest investments for those with higher interest. When
such an exchange is made, the lower-interest investment must be sold at aloss. Even
if higher-interest investments are able to generate moreincometo the fund over time,
such an exchange must be reported asalossif it cannot break even in the samefiscal
year. The break-even deadline can be very short because afull 12 monthsisavailable
only on July 1, and is reduced each month thereafter. Also, as defined in the statute
below, thelegal time requirement can be interpreted to apply to individual exchanges
or to the fund in aggregate.

The state treasurer in the state treasurer's discretion may invest and
reinvest moneys accrued or accruing to the public school fund in the
types of deposits and investments authorized in sections 24-36-109,
24-36-112, and 24-36-113, C.R.S, and bonds issued by school
districts.

(2) The state treasurer has authority, to be exercised at the
state treasurer's discretion, to effect exchanges or sales whenever
such exchanges or sales will not result in any ultimate loss of
principal and to effect exchanges or salesthat will result in aloss of
principal whenever such loss can be offset by a corresponding gain
within the same fiscal year of such exchange or sale. No exchange
or sale of securities shall be consummated by the state treasurer
which will result in a net loss of principal unless the general
assembly has previously appropriated asumto the public school fund
eguivalent to the antici pated net loss of principal fromsuch exchange
or sale.

In Fiscal Year 1997 the PSPF “break-even” requirement was changed from 30 days
to one fiscal year with no reported negative effects on the fund principal or
profitability of investments. Extending the break-even timeperiod could add flexibility
and increase income with relatively little risk compared with equity investments. For
example, the State's Controlled Maintenance Fund (CMF) offers a more flexible
investment policy. The CMF is similar in size to the PSPF. Like the PSPF, the
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Controlled Maintenance Fund investment policy allowsthose revenuesto beinvested
inlow-risk instruments and does not include equity investments. However, the policy
allows athree-to five-year break-even period for investment exchanges.

Totest investment yield potential, we asked the State Treasurer’ sinvestment steff to
hypothetically invest PSPF monies using the same break-even policy that is allowed
for the Controlled Maintenance Fund. The following scenarios illustrate the various
possihilitiesfor asset alocation for the PSPF, assuming losses could be taken in three
fiscal years and that the three-year extension could be applied to the entire fund
simultaneoudly:

Current Portfolio (June 30):

% Yield .
Treasury = U.S. Treasuries
Treasury 9 7.23 Agency = Quasi-federal agencies (i.e.,
Agency 30 6.70 FNMA)
MBS 24 7.53 MBS = Mortgage-Backed Securities
ABS 27 6.66 ABS = Asset-Backed Securities
Corporates 6 6.14 Corporates = Corpor ate debt
' TPOOL = Treasury Cash Pool
TPOOL 4 %3 Bps = Basis Points

Scenario 1: Increaserisk profile dightly; become fully invested.

% Yield Chngfrom

Curr. Port.
Treasury 9 7.23 0%
Agency 20 6.70 -10% *sdll low yield
MBS 34 7.58 +10% *buy good quality, volatility, yield
ABS 27 6.66 0%

Corporates 10 7.39 +4% *extend average life; less quality/higher yield
TPOOL 0 0 4%
7.10

Thisscenario increases portfolio book yield by about 30 bps, or approximately $870,000
per year.
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Scenario 2: Increase credit risk, increase prepayment risk, extend average maturity

significantly.

% Yield Chngfrom

Curr. Port.

Treasury 9 723 0%
Agency 10 6.70 -20% *sal lower yields; buy MBS
MBS 45 7.55 +21% *buy quality, increase volatility, increase yield
ABS 15 6.66 -12% *sell short AAA; increase maturity
Corporates 21 6.97 +15% *increasecredit risk, ‘A’ quality; ext. maturity
TPOOL 0 0 -4%

7.18

This scenario increases portfolio book yield by about 38 bps, or approximately $1,100,000
per year.

Scenario 3: Reduce overall credit quality modestly, extended aver age maturity mostly
thru agencies and ABS, increase volatility thru MBS.

% Yield Chngfrom

Curr. Port.
Treasury 9 723 0%
Agency 30 6.88 0% *reflects selling 50% of short bonds & extend
MBS 45 7.55 +21% *increase volatility, increase yield; good qual.
ABS 5 6.66 -22% *sell ABS, therefore, extend average maturity
Corporates 11 6.97 +4% *extend to 15-yr ‘A’ quality
TPOOL 0 0 -4%

721

Thisscenario increases portfolio book yield by about 41 bps, or approximately $1,200,000
per year.
Source: State Department of Treasury, August 2000.

Hypothetically, by changing the break-even time restriction from one year to three
yearsand thusallowing achangeto theinvestment mix, the PSPF could yield between
$870,000 and $1.2 million per year in additional income. Thisadditional incomecould
be divided among the State’ s public school districts and the PSPF, thereby increasing
direct revenuesto schools aswell asthe PSPF corpuswithout relying on general fund
revenues to compensate for inflation.

The General Assembly is currently considering legidation that would alow for
investment in equities and other changes designed to increase the PSPF corpus and
the subsequent annual interest distribution to public school districts. However, if the
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legidlation does not pass, the Land Board and State Treasurer could develop a plan
to broaden investment strategies and extend the timein which PSPF investments have
to show a profit or break-even.

Recommendation No. 1:

The State Board of Land Commissioners should work with the State Treasurer to
recommend amendmentsto Section 22-41-104 C.R.S,, that would extend the break-
even time period from one year to threefiscal years, and apply thisto the profitability
of the fund in aggregate.

State Board of Land Commissioner s Response:;

Agree. The Board agrees specificaly with the strategy proposed by the
Treasurer below. Further, while this method would alow for the possibility
of the Permanent School Fund to increase, it isunlikely that the Fund would
keep pace with the rate of inflation. To truly make the Permanent School
Fund inflation-proof, state statutes need to be amended to alow for the
reinvestment of a portion of the interest income at the rate of an annual
consumer price index for Colorado. Until such time as the Public School
Permanent Fund is insulated from the effects of inflation, the Board will
continue to favor reinvesting the proceeds of land exchanges in replacement
property rather than investing in the fund. June 1, 2001.

Office of the State Treasurer’s Response:

Agree. The Legidative Audit Committee hasalready reviewed and agreed to
sponsor a bill that will make a number of aterations to the statutes covering
the Public School Permanent Fund in the upcoming session of the legislature.
One element of that bill is an extension of the time period for calculating
losses from the one to two years. If this particular bill isnot approved by the
General Assembly, the Treasury will put forward a bill that focuses solely
upon changing the time frame in the subsequent session of the legidature.

L and Exchanges Expand Opportunitiesfor Trust Estate
Portfolios

The Board has the authority to sell or exchange any state trust land pursuant to
Article IX, Section 9 of the Colorado Constitution, and Title 36 of the Colorado
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Revised Statutes. Asafiduciary, the Land Board must treat itsland assetsasaprivate
trustee would. Each year the Board selects lands for disposal based on what is most
advantageous for trust beneficiaries. These transactions are prioritized in the Land
Board' s annual work plan. Because of itsfiduciary responsibility to each trust, when
the Board does make a decision to dispose of a piece of land, it must be at or above
market value.

According to Land Board staff, historically, the mgjority of landslisted on the annual
work plan and disposed of are those that have had an inquiry or “letter of interest”
submitted from a private buyer rather than those that require extensive management
or are of low value. The Land Board' s options for disposing of trust land include:

v Land Saleat Public Auction. The auction method is used to dispose of state
land in exchangefor money. Sale proceeds are deposited directly to the Public
School Permanent Fund. Statute requires that the land being offered for sale
must be properly advertised. Upon confirmation by the Land Board, a patent,
deed, or acertificate of purchaseisissued to the successful bidder and titleis
conveyed when the certificate of purchase is paid in full.

v SimultaneousL and Exchange. A land-for-land exchange occurswhen state
land is exchange for property of equal vaue.

v Nonsimultaneous Land Exchange. This method involves an exchange of
state land for money, which is then deposited with the State Treasurer and
credited to an individua nonsimultaneous land exchange cash fund account.
Completion of anonsimultaneous land exchange occurs when a replacement
property is purchased with the funds withdrawn from a particular
nonsimultaneous land exchange account. If the funds are not used to acquire
replacement property within two years of the origina disposition date, funds
remaining in the nonsimultaneous land exchange account must be transferred
to the PSPF.

v Inter-trust Transfer. This land transfer is similar to a nonsimultaneous or
simultaneous land exchange but involves removing assets from one trust
estate and transferring them to another of the eight trusts managed by the
Land Board. The exchange can involve land assets, escrow funds, or both.

The Board reports that the preferred method to dispose of trust land is by
nons multaneous exchange. Our analysis of real estate transaction files ranging from
1996 to date established that the Land Board engagesin transactionsthat areinitiated
as a land-for-land exchange. It is important to note that these exchanges usually
involve the exchange of land and cash. In cases where cash and land are received by
the Board during a ssmultaneous (land-for-land) exchange, the monies are deposited
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into an escrow account pending acquisition of another property, aswould occur ina
nonsimultaneous land exchange. If aland-for-land exchange involves the payment of
both land and cash for the acquisition of areplacement property, the purchase monies
are withdrawn from one of the nonsimultaneous escrow accounts administered by the
State Treasurer.

The Land Board's development and use of land exchange options supports the
organizational mission to manage state trust lands in ways that generate reasonable
and consistent revenue over time for trust beneficiaries while maintaining precious
land resources. Theimplementation of land exchange procedures are meant to secure
the intergenerational nature of the School Trust by enabling the Land Board to shift
assets and create an investment portfolio that includes both valuable and appreciating
lands.

Nonsimultaneous L and Exchange Procedures
Could Be Refined

The Colorado constitution, Article 1X, Section 9 (7) establishes the process for
undertaking nonsimultaneous exchanges of land, specifically:

... purchase of lands to complete such an exchange shall be made
within two years of theinitial sale or disposition. Any proceeds, and
the interest thereon, from a sale or other disposition which are not
expended in completing the exchange shall be transferred by the
state treasurer to the public school fund or such other trust fund
maintained by the treasurer for the proceeds of the trust lands
disposed of or sold....

Section 36-1-124.5 C.R.S,, sets forth a process for nonsimultaneous exchanges as
authorized by the constitution. Statutory requirements include that:

* Money from the appropriate account in the nonsimultaneous exchange cash
fund shall be used to purchase land at the completion or partial completion of
a nonsimultaneous exchange.

* The nonsmultaneous exchange must be completed within two years of the
initial disposition.

» TheBoard determineswhen the nonsimultaneous exchangeis compl eted, and
any money remaining in the designated account in the nonsimultaneous
exchange cash fund must be credited to the trust fund for the trust whose
lands were disposed of in the exchange.
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Further, the Land Board' s Real Estate Procedures Manual describes the completion
of apurchase or sale of state trust land as the “closing.”

We reviewed 37 nonsimultaneous land exchange escrow deposits to the State
Treasurer totaling approximately $21.4 million, made between July 1997 and June
2000 . Wefound that nearly half of those deposits (17), in the amount of $8.5 million,
were not made on the date those sales were closed, nor were they on the next
business day. Our audit method revealed that the time lapse from the date of closing
to the date the money was deposited, for those 17 accounts, averaged 13 days. During
those time gaps, benefits to Colorado’s public schools are affected. For example,
these funds are not available for the purchase of replacement properties that would
generateincomefor beneficiaries. Thereforeinterest, which would have been redlized
on those monies during the deposit time | apses, was not generated in escrow or inthe
PSPF.

The two-year escrow timeline begins once the Board deposits the sale proceeds with
the State Treasurer’s Office. Land Board staff report that when disposition funds
become available to acquire replacement property, the escrow time line begins. We
believe it is the Board's fiduciary responsibility to ensure that sale proceeds are
available on the day of closing. The State Land Board should follow the directives of
Amendment 16 and implementing legidation and deposit the escrow funds for all
nonsimultaneous land exchanges on the date of closing.

Recommendation No. 2:

The State Board of Land Commissioners should take steps to ensure that exchange
funds are available at closing and are credited to an escrow account upon receipt.

State Board of Land Commissioner s Response:;

Agree. Implemented. The Board has implemented a mandatory policy
requiring all funds to be wired on the date of closing. October 1, 2000.

L and Exchange Procedures I nhibit Direct Benefits
to Schools

The Land Board can extend the two-year escrow deadline for PSPF reversion by
putting down earnest money on acquisition properties that have no set closing date.
Our filereview of nonsimultaneous land exchange transactions showed that 14 of 19
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escrow accounts used in the land acquisition process exceeded the two-year deadline
for reversion to the Permanent School Fund, asillustrated in the following chart:

Nonsimultaneous L and Acquisitions Using Escrow Funds
Account Original Escrow Replacement Amount of Forgone
Sale Date Ends property Escrow Used PSPF
Acquisition Interest
*WMPK 11/13/97 11/12/99 11/15/99 *$480,865 $144
*DLIN 11/10/97 11/09/99 11/15/99 *$41,403 $25
WMPK 11/13/97 11/12/99 12/28/99 $1,093 $5
DLIN 11/10/97 11/09/99 12/28/99 $94 0
CHOT 12/08/97 12/07/99 12/28/99 $4,044 $8
KENS 12/19/97 12/18/99 12/28/99 $1,844,346 $1,844
REDC 01/15/98 01/14/00 **none $19,543 $374
RTDX 01/20/98 01/19/00 **same $500,950 $9367
DSRX 05/19/98 05/18/00 **same $4,508 $29
DSRX 05/19/98 05/18/00 ***same $661,986 $4,302
MERV 06/29/98 06/28/00 ***same $570,694 $1,712
WFBB 06/30/98 06/29/00 ***same $4,249,02 $12,747
BRIG 07/07/98 07/06/00 ***same $1,136,851 $2,046
ARCH 07/09/98 07/08/00 ***same $166,811 $267
Source: State Land Board Chief Financial Officer, July 2000.
* Indicates acquisition failed and funds were reverted to PSPF.
**|ndicates deposit date of 1/11/00 for potential purchase. Purchase has not been completed.
***|ndicates deposit date of 5/19/00 for potential purchase. Purchase has not been compl eted.
Forgone PSPF interest was calculated by state auditors using a 6.8 per cent annualized
daily interest rate, asreported by the State Treasurer. While funds on escrow accrue
interest, those funds are not available to generate interest in the PSPF for the annual
distribution to public schools, as was intended by law.

With regard to land exchanges, we found that the Land Board does not consistently
follow procedures to ensure compliance with statutory and constitutional directives.
Because of the Board's practice, funds deposited after the sale is completed remain
available for land acquisition beyond the two-year time period established by law.

Beginningin November 1999, trust beneficiariesdid not directly benefit from potential
interest that could have been realized on $9.7 million in land disposals. The State
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Land Board should have deposited these funds to PSPF at the end of the two year
period, as required by law. Had the Board done so, nearly $33,000 in additional
PSPF interest would have been deposited to the School Income Fund for annual
distribution to Colorado’ s public schools.

Recommendation No. 3:
The State Board of Land Commissioners should institute a procedure for:
a. ldentifying and informing the State Treasurer of escrow account time lines.

b. Transferring nonsimultaneous escrow funds to PSPF upon the two-year
anniversary of the origina disposition or sae.

State Board of Land Commissioner s Response:

Implemented. While the Board disagrees with the premise of the
recommendation, it hasimplemented therecommendation. Specifically, upon
verification by the State Treasurer’ s Office, therecordsindicate that there has
been no lost interest on any of the applicable accounts regardless of the
varying interpretations of the two-year timeframe. Interest has been credited
the entire time any of these funds have been on deposit. There was no loss of
$33,000 to the beneficiaries; interest continued to accrue on earnest money
deposits past the two-year deadline. The Board hasinformed the Treasurer’s
Office of the escrow account timelines as recommended in thisaudit, and will
use the original transaction closing date as the trigger date for the two-year
timeline. October 1, 2000.

During our review of the nonsimultaneous land exchange escrow accounts managed
by the State Treasurer, we identified that 9 of 10 of those accounts that should have
been reverted have carried an average daily balance beyond the two-year deadline.
Treasury interest accruals are posted monthly based on the average daily balance
computed by COFRS. When closing a nonsmultaneous land exchange escrow
account, the Land Board isrequired to send aformal letter to the Treasurer’s office,
requesting specifically the amount of money to be reverted from the escrow account
to the PSPF. We found that daily interest accruals are not posted to the escrow
accounts when Land Board staff submit their |etter.

Since Fiscal Year 1999, at least $14,160 held in various nonsimultaneous land
exchange escrow accounts was not reverted to the PSPF at the time the escrow
account was closed to accrue interest for K-12 education. Thisis because Treasury
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requiresthe Land Board to include in its letter the exact amount to be reverted to the
PSPF, despite the fact that interest earned on that money may not be reflected in the
account balance on the day the account is closed. The Land Board could work with
the State Treasurer and refine this process so that all proceeds are reverted to the
PSPF when a nonsimultaneous escrow account is closed.

Recommendation No. 4:

The State Board of Land Commissioners should work with the Department of
Treasury to establish a method to ensure that all “closed” nonsimultaneous escrow
accounts have azero balance once aformal request has been made. The Board should
further review all escrow accounts to ensure lagging interest accruals are reverted to
the PSPF.

State Board of Land Commissioner s Response:

Agree. The Board will work with the Treasurer to refine this process.
However, as custodian of these accounts, the Treasurer clearly has the final
authority on their management. Further, the Board has no administrative or
electronic control over interest postings to these accounts. December 1,
2000.

|nter-trust Transfer Procedures Present an
| nherent Conflict of Interest

The Land Board isin afairly rare position for atrustee in that, by virtue of law, itis
the exclusive trustee for eight separate trusts, each with a designated group of
beneficiaries. Under Article I X, Section 10 of the Colorado constitution, the Board
has duties of loyalty and impartiality with respect to each group of beneficiaries. The
constitution dictatesthat the“ board shall be governed by...lawsgenerally applicable
to trustees.”

While the Board has a policy that directs land exchanges, the policy does not include
the transfer of assets between trusts. The Board reports that it does not consider the
transfer of land and mineral assets among trusts as actual land exchanges because the
Board maintains ownership of the transferred assets. However, the Land Board
solicited an Attorney General’s opinion asking if they could engage in inter-trust
transfers of assets. The December 1997 Attorney Genera’ s response said that inter-
trust transfers create a conflict of interest given the Board cannot favor one side of
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the transfer over the other, and referred to inter-trust transfers as a form of land
exchange. The opinion cited steps the Board should take to ensure that both trusts
get the best deals possible, and that a transaction does not benefit one trust to the
detriment of the other. The opinion said specifically that the Board should:

* Obtain an appraisal from an independent appraiser of the property.
» Give notice to the public of the exchange.

» Give an opportunity for public comment and aternative bids.

* Obtain an assessment of non-quantitative values.

» Obtain an income assessment, including the rate of return on asset value and
potential long-term appreciation.

The Attorney General’s opinion stated that if these procedures are followed, the
Board should not be subject to attack on the grounds that it entered into a private
transaction with another trust.

We found that the Board has recently engaged in the transfer of trust assets between
the School Trust and two trusts that benefit State Parks. Specifically, over the past
three years, the Internal Improvements and Saline Trusts used over $6 million in
nonsimultaneous escrow deposits that were generated from the sale of school lands
to purchase properties adjacent to state parks. To repay School Trust beneficiaries
and complete the $6 million inter-trust transfer, surface and mineral assets have been
moved from the Parks trusts to the School Trust.

Our review of the inter-trust transfer files and documents pertaining to these
exchanges found that files did not contain documentation establishing that the Board
had followed the process recommended by the State Attorney General’s Office. In
one case, during Fiscal Y ear 2000 nearly 233,000 mineral acresworth approximately
$1.2 million were transferred to the School Trust without an independent appraisal
of the mineral assets. Specificaly, the Board did not:

» Obtainanappraisa fromanindependent appraiser of the property (specifically
on the transferred mineral estates).

» Obtain an income assessment, including the rate of return on asset value and
potential long-term appreciation.

* Obtain an assessment of nonquantitative values.
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The Board reported that it relies on appraisals by its own staff to determine the value
of mineral estates when qualified independent appraisers are not available. However,
we found that public disclosure is not required before the exchange when internal
appraisals are used. Consequently, in such casestrust beneficiaries may not be aware
that asset values were not established by an independent source. This presents a
conflict of interest for the State Land Board.

We found that the Board has not established formal policies concerning the transfer
of assetsfrom onetrust to another reflecting the Attorney General’ srecommendation.
The Board's lack of specific inter-trust transfer policies and procedures fails to
mitigate its inherent conflict of interest because the Board is unable to show that
decisionswere madeindependently for each trust and that specific transactionsdo not
benefit one trust to the detriment of the other.

Recommendation No. 5:

The State Board of Land Commissioners should establish aformal policy specific to
inter-trust transfers, including:

a. An agppraisal from an independent appraiser of the property or, if an
independent appraisal was not used, an explanation of how value was
assessed.

b. Disclosureinthe Board meeting agendawhen an independent appraisal isnot
used in valuating trust assets.

c. An income assessment, including the rate of return on asset value and
potential long-term appreciation.

d. An assessment of nonquantitative values.

e. A transcript of Board considerations pertaining to the inter-trust transfer to
be placed in the transaction file.

State Board of Land Commissioner s Response:;

Agree. Higtorically, the Board has attempted to follow the Attorney
Generd’ s opinion regarding this process; and, therefore, has not established
a formal policy of its own. There are really three issues at play in this
recommendation. First isthe adoption of theformal policy, which the Board
will do at its December meeting. Second is the location of the records of
these transactions. Given the various generations of records on file in the
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Board' s offices, the records for a single parcel of land may not aways be in
one file or location. That was the circumstance for the case raised in the
audit. Most of the elements of the finding exist, but not in one centra
physical location; therefore, the auditor’s office was not able to locate the
complete record. The Board will continue to consolidate these records as
time, space, technology and funds allow. Findly, the third issue was the
appraisal process used in the particular case raised by the auditor. In the
administrative hearing for the transaction, the Board made afinding regarding
the mutua beneficiality of the inter-trust transfer after review of significant
evidence at the hearing. The Board always uses an independent appraiser to
help set the value of property intheinter-trust transfer process, with only one
exception, which was the transfer of mineral acresfrom onetrust to another.
No expertise in mineral appraisas of this type was available external to the
agency. So, the Board relied on expertise from various state agencies, and
outside experts checked the work of the agency experts.  Independent
appraisals typicaly include an income assessment as well as a market
valuation. Long-term appreciation of a property is always factored in to
appraisas. January 1, 2001.

L ocal Governments Do Not Recelve Payment in
Lieu of Taxes

The Land Board engagesin nonsimultaneousland exchangesto dispose of sometrust
assets and acquire others. In some cases this results in disposing of assets in one
county and acquiring replacement property in another. In these cases the exchange
process can change the status quo for both counties by creating tax revenue and
property valuation winners and losers. For example, the Land Board's Fiscal Y ear
2000 work plan shows the Board has planned to purchase up to four commercia
office buildings by June of 2000. At the time of this report, earnest monies have been
paid and these sales are pending completion. Currently, if owned by the Land Board,
these propertieswill not generate property tax revenuesfor cities, counties, or school
districts.

A statute addressing thisissueis found in language contained in C.R.S. 36-1-120.5.
It states:

In addition to any other payments made by the lessee to the state, the
lessee shall payto all affected gover nmental entitiesan amount equal
to the amount which would be owed for property taxes if the real
property involved were privately owned. Thisamount shall be based
onwhat the valuation for assessment of the underlying land would be
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if it were privately owned. These paymentsin lieu of taxes shall be
made at the same time and in the same manner as real property
taxes. If alease commences or ends at other than the beginning of
the calendar year, the payment in lieu of taxes shall be prorated for
the year involved.

According to the same statute, payment in lieu of taxesisrequired for “lands subject
to development.” These lands, like the commercial properties currently owned or
being purchased by the Land Board, are those determined to be “suitable for
commercial, industrial or residential uses.”

Our review found that, to date, the Land Board has not implemented the requirements
of C.R.S. 36-1-120.5 and has not required lessees to make payment in lieu of taxes.
As aresult, when acommercia property is purchased by the Land Board instead of
a private entity, loca governments in that county lose revenue because the Board
does not pay taxes. To illustrate the resulting tax revenue loss, we

examined an Office of State Planning and Budgeting (OSPB) analysisof mill levy and
revenue streams relating to the Land Board's purchase of a building. In this case
forgone revenues would have totaled $157,961, including 36.636 mills, or $106,244
for thelocal school district. While schools maintain their revenues because revenues
are made up by the State’ s equalization of school funding, the reduction in mill levy
reduces the school district’s bond issue debt capacity.

The OSPB’s analysis indicated that the aforementioned purchase would have cost
other loca governments 17.824 mills, or $51,006 in tax revenue. The local
governments that would have been affected by this particular Land Board purchase
included:

Affected Entity Forgone Mills Forgone Revenue

El Paso County 5.989 $17,363

El Paso County Road & Bridge 1.175 $3,405

City of Colorado Springs 5.323 $15,433

City of CSRoad & Bridge 1.175 $3,404

Pikes Peak Library 3.336 $9,672
Southeast Water Conservation .0826 $2,395
District

Source: OSPB Report February 11, 2000.
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In addition, since the Land Board is not required to pay taxes, they could lease their
commercia properties for less than market price, thus, putting competing private
property owners at a competitive disadvantage. This could also reduce local
government tax revenue and increase the tax burden on other commercia property
owners.

The Land Board could mitigate the effects of its land exchange policies on local
governments and private sector property owners by requiring lessees to make
paymentsin lieu of taxesto local governments, when applicable.

Recommendation No. 6:

The State Board of L and Commissioners should comply with requirementsof C.R.S.
36-1-120.5 and, when applicable, includein leasesand enforce provisionsthat require
lessees to pay al affected government entities an amount equal to that which would
be owed if the land were privately owned.

State Board of Land Commissioner s Response:

Agree. TheBoard scommercial leasesinclude suchaprovision, but it hasnot
been enforced. Unfortunately, the county assessors are not sending a notice
to the Board, becausethey assumethat the property istax exempt. Therefore,
the Board will notify the counties of the propertiesin question, so that annual
statements can be sent to the Board. The Board will then forward the
statements to the lessees for payment. December 31, 2001.

The Land Board Does Not Report on Trust
Holdings as Required

Beginning in Fiscal Year 1997, the Land Board scaled down its annual report to a
format that contai nsinformation about how the Board has progressedinimplementing
changes from Amendment 16. However, since 1996, the Board has not included the
statistical information about trust asset holdings, asrequired by law. The Land Board
does not publish a report identifying aggregate land assets belonging to the eight
trusts, to whom land is sold, or the amount of land leased, nor have they reported a
summary of transactions. Colorado Revised Statutes, 36-1-102(4) specifically states
that:
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The Board shall publish each year, subject to the approval and
control of the executive director of the department of natural
resources, a summary of the transactions of the state board of land
commissioners, and the land affairs of the state, showing, by tables,
theland bel onging to the several funds of the state, to whom sold, the
amount leased, and the receipts fromall sources, and such summary
shall contain any such other items or information concerning state
lands as the state board of land commissioners or the executive
director of the department of natural resources may deem worthy of
publication.

We analyzed trust estate holdings for each of the trusts from 1989 to date. While
therewas no report prepared in Fiscal Y ear 1995 and the reportsfor 1997, 1998, and
1999 do not contain required information, the Board's staff were able to establish
current surface and mineral holdings for each trust.

Amendment 16 imposed significant changesin theway the Land Board managestrust
assets, including engaging in inter-trust transfer of land assets, land dispositions, and
acquisitions. Therefore, this information could be a material component of Land
Board public information. The Land Board should comply with statutory reporting
requirements or recommend statutory changes to the General Assembly.

Recommendation No. 7:

The State Board of Land Commissioners should work with the Executive Director
of the Department of Natural Resources to comply with statutory reporting
requirements or recommend statutory changes to the General Assembly.

State Board of Land Commissioner s Response:;

Agree. TheLand Board already annually prepares several reportswith all of
thisinformation detailed. These reports are presented to the Board by staff
at a monthly public meeting. Additionally, the Board publishes a summary
annua report for the General Assembly and the public. In the future, the
Board will publish two consolidated annual reports: an "overview" for the
general public and a more specific and detailed report for the Executive
Director and the legidature, which contains the information suggested. First
report in the new format will be completed by June 30, 2001.
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Asset M anagement
Chapter 2

Background

Congtitutional changes ensured that the productivity of some trust assets would
forever be protected. Amendment 16 directed the Land Board to create the
Stewardship Trust consisting of 300,000 acres, or 10 percent, of al surface lands.
Trust land placed into the Stewardship Trust must be valuable “primarily to preserve
long-term benefits and returnsto the state.” Once enlisted, land can be removed only
by avote of four out of five Board members.

Those lands designated to the Stewardship Trust continue to generate revenue from
grazing, crop production, oil and gas production, and mining, as long as uses are
compatible with conservation of natural resource values. The Board has the duty to
ensure that sound stewardship of the natural values of lands placed into the Trust will
provide long-term economic benefits to trust beneficiaries. In addition to ensuring
exemplary management of Stewardship Trust lands, the constitution directsthe Land
Board to offer sound stewardshipincentivesinagricultural leases. Inlight of that goal,
the Land Board hastaken aposition that resource appreciation isequally asimportant
asincome for al of the trust lands it administers.

The Land Board's fiduciary responsibility to produce reasonable and consistent
income over time recognizes that it is prudent for the Board to develop a strategic
outlook for managing trust assets. Constitutional and statutory language establish the
framework for the Board to provide somelevel of certainty to trust beneficiaries that
they will recelve areliable level of income into the future. Land Board staff report
that, at times, these intergenerational goals require the agency to forgo immediate
short-termincomeopportunitiesif they potentially compromisefutureincomestreams
and enhanced future value. We reviewed Land Board practicesin terms of how they
manage land inventories for trust estates as well as how current and future values of
land and minera assets are determined.
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State Land Board Has No Method for
| ndependently Deter mining Statewide Asset
Appreciation

The Land Board has concluded that the most important goal for a perpetual
intergenerational trust isto produce reasonable and consi stent income over time, and
that appreciation of assets is as important as income. Consequently, a process to
verify the baseline value of Land Board assets and their appreciation over time, on a
statewide and individua basis, is a key component of land disposal and acquisition
policies.

The Asset Management System (AMYS) isconsidered to be the*financial companion”
to the Lease Management System. State Land Board staff report that it provides key
information for land management decisionsand allowsthe Board to manageits assets
more efficiently. From the information provided by AMS, the Board is able to
determinewhat type of asset mix or portfolio balance might be appropriatefor agiven
trust and establish portfolio goals.

The Land Board' s strategic plan identifies the Asset Management System (AMS) as
the primary tool for disposal, acquisition, and retention of trust lands. Once fully
functional, the system is expected to include and provide the following information
on al state trust lands:

e Current market value
* Appreciation rate

e Annua income

e Rateof return

* Minerd activity

* Recreational potentia

The AMS contains baseline information on land assets gathered by Land Board staff
over a one-year “Rapid Assessment” period. The Land Board has no method to
independently establish baseline land valuations of its holdings on a statewide basis
nor to independently measure the appreciation of its holdings over time. Asaresullt,
the information currently contained in AMS is unreliable.

Our audit noted a model used by Colorado’s legidative council to independently
determinethe accuracy of land assessments statewide. Specifically directed by C.R.S.
39-1-104 (16)(a), legidative council is to:
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...contract with a private person for a valuation for assessment study
to be conducted as set forth in this subsection (16). The study shall
be conducted in all counties of the state to determine whether or not
the assessor of each county has, in fact, used all manuals, formulas,
and other directives required by law to arrive at the valuation for
assessment of each and every class of real and personal property in
the county. The person conducting the study shall sample each class
of property in a statistically valid manner, and the aggregate of such
sampling shall equal at least one percent of all properties in each
county of the state. The sampling shall show that the various areas,
ages of buildings, economic conditions, and uses of properties have
been sampled. Such study shall be completed, and a final report of
thefindingsand conclusionsthereof shall be submitted to the general
assembly and the state board of equalization by September 15 of the
year in which the study is conducted.
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The legidative council issues a Request for Proposal (RFP) for this study every two
years. The study is performed annually, with aworkload that is heavier thefirst year
and lighter the next year. Meetings between the current vendor, legidative council
staff, and the Land Board staff indicated that:

The Land Board could use this RFP process as a model for procuring
qualified vendors to independently establish and verify the appreciation of its

assets.

Coordinating the timing of both RFPs could yield economies of scale.

TheLand Board could coordinate with thetiming of legidative council’ sRFPto cost-
effectively procure qualified vendors for its specific needs.

Recommendation No. 8:

The State Board of Land Commissioners should independently establish and verify
the value and appreciation of its trust assets by:

a. Using the legidative council’s annual statewide property assessment
RFP/process as a guideline for procuring qualified venders to provide cost-

effective and independent baseline and ongoing statewide valuations.

b. Cooperating with legidative council to coordinate with the timing of their

RFP processin order to maximize economies of scale.
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State Board of Land Commissioner s Response:

Agree. The Land Board has been engaged in the process of developing an
asset management plan for the last two years. The Board is currently at the
stage where it will require a periodic baseline evaluation of state trust lands.
The process identified by the auditor will be useful to that end. Since the
processisnew, it may take sometimeto fully implement the recommendation.
The goal, however, isto issue the first RFP by December 31, 2001.

Accurate and Timely Information Is Necessary to
Make L easing Decisions

Since resource appreciation is regarded by the Land Board as being equaly as
important as income, the Board' s challenge has been to establish ways to determine
appreciation ratesfor individual parcelsaswell asfor trust asset portfolios. The Land
Board employs a computerized database and a physical filing system to provide
information on trust land assets.

Thecomputerized Surface L easelnformation Management System (SLIMS) provides
information on active agricultural and surface leases. We found that the lease
management system does not house or provide adequate, accurate, or timely
information on current or past leases. Specifically, the system does not:

* Haglease expirationsindividualy, by region or statewide.

» Generate meaningful management reports.

* Provide updates and information on delinquent payments.

» Generate accurate hillings.

* Provide or combine information on aregional or statewide basis.

The Land Board reportsthat they have current and complete records of all trust lands
and accessto those lands for public purposes. Our review of the Board' s agricultural
lease files found that:

* The physical filing system is set up by lease number rather than by legal
description. Without a specific lease number, it can be difficult to find
information on a particular parcel.

» Leasehistories are not accessible. Once alease is entered into or an expired
leaseisrenewed, the computer assignsanew lease number. Prior lease history
on that parcel is not contained under the new lease number.
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In one samplecase, an agricultural |ease had been cancel ed by thelessee becausethere
were significant fencing, water, and weed problems allegedly not disclosed by the
Board at thetimethelease was entered into. Consequently, the Board refunded to the
lessee $6,000, which included a 100 percent refund of rent paid to the Land Board
along with the cost of physical improvements made by the lessee. We found that the
District Manager responsiblefor leasing this property did not havecritical information
concerning the lease limitations put on the parcel.

During Fiscal Year 1999, the Land Board purchased a lease management software
system from Utah's Land Board for approximately $100,000. Once functional, the
Utah system could replacethe Board’ santiquated | ease management system. Without
it, the Board does not have sufficient information to ensure that all leases are current.
Accurate and timely information is necessary for the Board to fulfill itsduties asland
managers.

Recommendation No. 9:

The State Board of Land Commissioners should ensure that accurate and timely
information is available for all leases by:

a. Determining a time line for the implementation and integration of the lease
management software.

b. Including pertinent information on all trust lands, specifically: current use(s)
and lease terms, lease history, character and land improvements, (including
those made over time), appreciation forecasting, actual appreciation, and
assessment information, and designated trust beneficiary of land asset.

State Board of Land Commissioner s Response:;

Agree. The Land Board is in the process of revamping and rebuilding an
antiquated computer systemwhichwill, oncecompleted, provideaccurateand
timely information on trust lands. The Board already has atimeline for the
implementation of the lease management software. The project and timeline
have been approved by the Governor and the L egislature through the budget
process, have been approved by the Information Management Commission
and is now being implemented by Board staff, Department of Natura
Resourcesinformation technology professional staff and private contractors.
December 31, 2001.
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Unleased L ands Should Be Reviewed

Some lands with a history of agricultural use are currently unleased and are on the
Land Board's"vacantlandlist.” Land assetsnot currently under leasefor agricultural
purposes usualy generate revenue from other uses, including rights-of-way,
recreational, or mineral leases. The Board reports that each District Manager is
responsible, on ayearly basis, for seeking land use changes and new leaseholders, or
for facilitating the auction process for al lands which do not generate income from
agricultural use.

We reviewed a sample of files from the list of 30 unleased lands provided to us by
Board staff. These lands comprise over 9,000 acres of surface land. Wewere ableto
locate 8 of the 30 filesin the Land Board' s physicdl filing system. During our review
we found that:

» Two of the lands had been leased for minimum rent ($250).
» Four of theunleased landswere assessed at good or excellent range condition.

* Onefileindicated that the property was “one of the best irrigated farms the
State owns.”

* Three leases, expiring in 1998 and 1999, did not become part of the
auctioning process. In these three cases the lessees claimed that they did not
receiverenewal or delinquency notices. In two cases the lessees continued to
grazeontheland for ayear beyond their leases’ expiration. The Board reports
that it will try to recover delinquent income from those lessees.

* Noneof thefilesreviewed had indication that a siteinspection was completed
by Land Board staff prior to or after cancellation or expiration of the lease.

We discussed our file review findings with Land Board staff and found that the
majority of unleased lands continue to have potential for agricultural use, which
would generate revenue for trust beneficiaries.

We expanded our file review to include all canceled leases from 1996 to date. It
showed an additional four “vacant” agricultural leases that were not included on the
Board' s unleased land list.

Our audit work revealed that the record keeping and oversight system established by
the Land Board is not adequate to identify lands that are not producing revenue from
agricultural use. As a result, School Trust beneficiaries bore at least $30,000 in
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forgone lease revenues through Fiscal Year 2000 from unleased lands. These lands
have ahistory of generating revenue, but remain vacant. Thetotal amount of forgone
lease revenue from unleased lands is unknown because the actual number of unleased
parcelsis unknown. The Land Board could increase income to trust beneficiaries by
reviewing its files and identifying the potential for all unleased land.

Recommendation No. 10:

The State Board of Land Commissioners should review its files to identify al
unleased land assets and prioritize them for:

a. Land use change
b. Auction
c. Disposition

State Board of Land Commissioner s Response:;

Agree. The computer redesign project will allow thisreview to occur. This
project will be complete and operational by the end of calendar year 2001.
Additiondlly, the fact that land is unleased for agricultural purposes does not
mean that land is not generating money for the beneficiaries. On the contrary,
lands generateincomefrom avariety of other activitiesincluding: oil, gasand
mineral leasing, rights-of-way, open space and recreation leases, etc. Finaly,
the district managers will be annually evaluated on their performance with
respect to disposition of unleased lands. December 31, 2001.

Stewardship on State Trust Lands Should Be
M easur ed

To further goals for trust asset appreciation, Land Board staff are in the midst of
developing a voluntary stewardship incentive rider. This rider could be added to
existing and future grazing and agricultura leases. The Stewardship Incentives
Program is the Land Board' s response to the guidelines established in Article 1X,
Section 10 of the Colorado constitution. Specifically, the law directsthe Land Board
to:

...Includeinagricultural leaseterms, incentivesand leaseratesthat will
promote sound stewardship and land management practices, long-term
agricultural productivity and community stability.
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Recognizing the lessee’ srole as primary manager of statetrust land, Land Board steff
developed a program that gives lessees the option to participate at whatever level
makes sense for their operation. The Board expects that all state trust land lessees
take steps to ensure sound stewardship of the land, with or without a rider.
Participation in a Stewardship Lease will be entirely voluntary. The Land Board has
adopted the following overarching goal for the incentives program:

Encourage and maintain sound stewardship on all statetrust land held
withintheagricultural portfolio, thereby creating an appreci ating asset
for present and future generation of trust beneficiaries.

The constitution does not provide a definition of “sound stewardship.” For the Land
Board to effectively enable and maintain sound stewardship on statetrust land, it must
first determine what sound stewardship is, identify where sound stewardship efforts
are occurring, and identify where these practices could prove beneficia in the future.
Board staff will make theseidentifications on aparcel-by-parcel basisin order to take
into account rangeland variables such as soil type, rainfall, and weeds.

The backbone of the Stewardship Lease program is the incentives, such as, longer
lease terms, increases in the number of animals allowed to graze on the property
without additional rent fees, protection against competitive bidding, and first
consideration for financial assistance for improvement and weed management
projects.

While the Land Board's objective is to enable all lessees of state trust lands to
incorporate sound stewardship practicesinto their leases, we found that the proposed
Stewardship Incentives Program requires that certain conditions be met before a
Stewardship Lease will be issued. These include requirements that:

* Lesseeisingood standing and current on al rental payments and fees.

» Lessee has an acceptable prior relationship with the Board.

* Landisin average or better than average condition.

* Resource Management Plan including Stewardship Lease Strategy is
developed by lessee.

A property that isin lessthan average condition may be considered for a Stewardship
Leaseif the lessee and Land Board field manager agree to a strategy that brings the
property to at least average condition within five years.
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The Stewardship I ncentives Programincreasesthe complexity of theexisting standard
lease in terms of its objectives, land monitoring and follow-up requirements. As we
have discussed previously, the Land Board' s lease management system is unable to
provide necessary information about the Board' s |eases.

It isimportant for the Land Board to develop methods to integrate the requirements
of the Stewardship Incentives Program into its |ease management system in order to
measure the effects of the program and accurately ensure that incentives and
concessions made to |lessees are consistent with the projected benefits. To the extent
that these incentivesresult in lessrevenue to the State, offsetting benefitsin the form
of greater land asset appreciation need to be documented.

Recommendation No. 11;

The State Board of Land Commissioners should develop and implement methods to
assess the costs and benefits of the Stewardship Incentives Program to ensure it
accomplishes short-and long-term goals at acceptable costs.

State Board of Land Commissioner s Response:;

Agree. Like the auditor, the Board aso questions whether it will have the
resources and methodol ogy to adequately manage and eval uate this program;
however, it is a congtitutional mandate. Idedlly, the Board would like to be
ableto track theincrease in stewardship which may result in anincreaseinthe
value of the land to the beneficiaries. The Board has requested resources
through the budget process to support this program, but has not yet received
them. Inlight of these circumstances and budget constraints, the Board will
attempt to incorporate some of this analytical capability in the procedures
being established for the program. A thorough cost-benefit analysis on each
parcel may be cost-prohibitive. December 31, 2001.
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Field Operations and Staff
Accountability

Chapter 3

Background

The Land Board was appropriated $1.4 million and 15 FTE for its Field Operations
Program in Fiscal Y ear 2000. Field staff work with leaseholders on day-to-day land
management issues as well as on longer-term initiatives to ensure that natural
resourcesontrust landsare conserved. | n addition to performing property inspections
and recommending appropriate land disposal and acquisitions, District Managers are
responsible for activities that include the development of agricultural policies and
procedures, communications with lessees and local, state, and federal agencies
concerning stateland i ssues; and troubl eshooting and resol ving problemsand conflicts
involving trust land management. District Managers are required to conduct site
inspections and determine the appropriate site-specific carrying capacity for each
grazing and agricultural lease in their regions. Lease rates for agricultural lands are
based on the productive capacity of the land, or crop yield.

Grazing leaserates areinitialy based on the carrying capacity of individual parcelsas
determined by a District Manager’ sinspection. Carrying capacity isbased on Animal
Unit Months (AUMSs), which is converted into a per acre market charge. The market
charge or rate is then discounted because the management burden on public land is
generaly believed to be higher than on private lands. Prior to 1993 the reduction was
an across-the-board 50 percent discount for all lessees.

The Land Board commissioned a survey of private grazing lease rates in 1995. The
survey, conducted by the Colorado Agricultural Statistics Service (CASS),
demonstrated that State Land Board rateswere significantly below privaterates. The
Land Board subsequently raised grazing rates. Every three years CASS continuesto
conduct agrazing lease rate survey from which the Board subsequently updates |ease
rates by region.
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L ease Rate Reductions Can Lessen School Trust
|ncome and Affect Equity Among L essees

The grazing fees were increased and the 50 percent discount was reduced to 35
percent in Fiscal Year 1996. Grazing fees were reduced because the overall costs
(management burden) for fence, water development, other improvements, and
maintenance incurred by lessees of public grazing lands are greater than the
management burden incurred by lessees of private grazing lands. Colorado State
University conducted a study in 1991 of the Federal Bureau of Land Management
(BLM) practicesin Colorado. The study found the management burden for | essees of
BLM grazing lands was about 35 percent greater than for private lands. The
components that made up the greater public land management burden included:

* The expenses associated with moving to and from the leased land.
* The cost of traveling to and from the leased land.

» Water costs.

» Horse costs.

» Depreciation of development (fencing and water).

* Thevaue of lost animals.

* Maintenance.

It should be noted that the CSU study reviewed Bureau of Land Management (BLM)
lands, not on state trust lands.

While grazing rates were increased and lessees reduction was decreased to 35
percent in Fiscal Y ear 1996, trust beneficiaries experienced little increase in revenue
streams, as shown by the following table:
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Grazing Lease Income
Adjusted to FY2000 Dollars

5,304,012

5,000,000 —
4,000,000 —
3,000,000
2,000,000 —
1,000,000 —

0 \ o o o o o
FY95 FY96 FY97 FY98 FY99 FY00

Source: SLB-reported grazing income, July 2000. Adjustment to 2000 dollars made by OSA using
Consumer Price Index percentages.

The 35 percent reduction equates to about $2.5 million per year based on lease
income of $5.1 million annually. An across-the-board 35 percent reduction also can
create inequities among neighboring lessees who may have varying amounts of
management burden, but get the same reduction. Consequently, across-the-board
reductions may not bejustified. In some cases the lease reduction should be less than
35 percent, and in other cases it should be greater than 35 percent.

We selected a sample of 22 agricultural lease files and reviewed them for indicators
of lessee management burden, as per the CSU reported components. We found that:

* TheLand Board has no system in place to measure |essee management costs
or to determine appropriate discounts to individual lessees.

* Required site inspections were either not performed or not completed in 68
percent of the agricultural leasefileswe reviewed (our audit method included
thereview of 31 filesfor siteinspection documentation. Thisinformation was
not completed or not documented in 21 of 31 cases). As a result, we and
Board staff were not able to determine how much the management burden
varied from parcel-to-parcel.
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» Themgority of lesseeseither owned or rented property adjacent to statetrust
land. Thismeansthat transportation to and from the state trust land would not
be among the extra costs incurred by state trust land lessees.

We surveyed 18 states' leasehold improvement policies and found that offering
“blanket” lease rate reductions from fair market value for land improvements is not
acommon practice among state land managers. In fact, Colorado isthe only state we
found that offers an across the board reduction on all grazing leases. For example,
North Dakota s Board of University and School Lands manages grazing leases for
trust beneficiaries. The state charges 100 percent of land value for al lessees as
determined by theNorth DakotaAgricultural Statistics Service. Thoseland valuations
include the value of fencing and water improvements, regardless of whether those
improvements currently exist on the land. If there is excessive costs associated with
putting necessary improvement on the land, those reductions from established lease
rates are made on acase-by-case basis. The North DakotalL and Board will cost-share
up to 25 percent of the total cost of agreed-upon improvements. The remaining 75
percent of the lessee’ s total cost for the improvement is depreciated over a 10 year
time period, until the improvement is valueless.

L ease reductions from market prices given by the State should be correlated to the
amount of actual |essee management burden required by the lessee. The Land Board
could establish evaluation criteria, and identify aprocess by which |essee management
burdenismeasured and evaluated in order to verify the appropriateness of the percent
reduction.

Recommendation No. 12:
The State Board of Land Commissioners should take steps to ensure that:

a. Criteriaare established for determining alessee’ s cost of managing state trust
land.

b. A procedure for making cost assessments and evaluations is established and
enforced.

c. All ratereductionsfrom fair market value are made on alease-by-lease basis.

State Board of Land Commissioner s Response:;

Partidly agree. ldedlly, agricultura lease rate offsets should reflect the
particular characteristics of that parcel. Practically, the Board does not have
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the staff resources to eliminate the 35% rate reduction and customize rate
structures for each of the 3000 parcels it manages. Additionally, while the
suggested method might increase equity, there is no evidence to suggest it
may increase revenue, nor isthe cost of implementing such aregime known.
Additionally, North Dakota is not an appropriate comparison as they have
only 700,000 acres, not the 2,800,000 acres managed by the Board. Asan
aternative, the Board has been working with the Colorado Agricultura
Statistics Service and the Col orado Cattlemen’ s Association to devel op anew
methodology for setting grazing lease rates. December 31, 2001.

Prorated Reductions of the Cost of | mprovements
Should Be Uniformly Applied

I mprovements made to state trust lands by lessees must be authorized by the Land
Board. In most cases, land improvements are the property of the lessee and, upon
termination of the lease, can be removed by the lessee as long as removal does not
damage the trust land. More commonly, land improvements, such as fencing and
livestock wells, are transferred by the lessee to the succeeding leaseholder at a price
they agree on. The Land Board has the authority to establish the value of leasehold
improvements, as set forth in Section 36-1-119 C.R.S. The Board intends to use its
authority to prorate the cost of improvements made by lessees participating in the
Stewardship Incentives Program, as follows:

Capital improvementswill not be reimbursableto thelesseeto the extent that
they are funded through State Land Board participation. The value of
reimbursable improvements constructed with a lessee cost share will be
prorated over the normal expected life of theimprovement. The expected life
of an improvement will be agreed to by the lessee and the State Land Board
prior to construction of new improvements, or at the time of approval of a
Stewardship Lease application based in part on existing improvements. Athe
end of that prorated period the improvement shall be property of the State
Land Board.

The states of North Dakota, New Mexico and Idaho depreciate and prorate the cost
of all permanent land improvements made at the lessees expense. For example, North
Dakota deems permanent improvements on trust landsto be the property of the state.
Seventy-five percent of the cost paid by the lesseefor theimprovement isdepreciated
over ten years, based on a uniform schedule developed by the North Dakota Land
Board. The lessee can then be paid for any remaining undepreciated costs by the
subsequent lessee or purchaser upon termination of the lease.
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We found that Colorado’s Land Board has not developed uniform guidelines for
establishing the current and future values of leasehold improvements.

Recommendation No. 13:
The State Board of Land Commissioners should:

a. Develop and uniformly apply a depreciation schedule for prorating the
normal expected life of leasehold improvements on state trust lands.

b. Usethe Stewardship Incentives Program as a pilot to develop the necessary
systems, policies and procedures.

c. Determine atime frame for applying this method to leasehold
improvements made on state trust lands.

State Board of Land Commissioner s Response:;

Agree. The Stewardship Incentives Program is the Board' sfirst step in this
direction. The Board plans to develop a more comprehensive approach to
improvement depreciation over the next several years. As mentioned, the
Stewardship Incentive Program will be implemented during FY 2002.
December 31, 2001.

L eased Properties Are Not Regularly Inspected

The Land Board has historically required inspection of each leased property a
minimum of one time during a 10-year lease term. A March 1999 memo directed
District Managersto step up land inspections. Specifically, each parcel withinaregion
isrequired to be inspected upon or prior to any of the following events: receipt of a
renewal application, at mid-term or at least once every five years, prior to lease
cancellation, and upon recei pt of anassignment application. Completeand appropriate
documentation of the site visit and observations is required to follow the District
Manager’ s inspection within two weeks.

Our review of 31 leasefilesincluded lease data compiled since Fiscal Y ear 1996. We
found that 68 percent of lease files (21 files) had either no site inspection or
incomplete inspection documentation. Specifically, we found:
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* One file had a signed-for-completion inspection form with a note attached
fromtheDistrict Manager acknowledging that noinspection had actually been
completed on the property.

» Two leasefiles were cancellations. No inspection was made prior to or after
the leases were canceled.

* Required mid-term inspection reports were not found in any file examined
nor did we find any indication a mid-term site visit was made.

» There was no documented indication of trespass, access problems, or other
“high management cost” issues.

* Themagority of filesreviewed had incompl ete inspection reportswith little or
no range condition information provided on the inspection checklist.

We concluded that the Land Board’ s monitoring practices do not sufficiently address
the Board' s land management goals. Like Board staff, we were unable to analyze
range conditions and management burden based on the information available in the
sample of lease files we reviewed. We found some site-specific information detailed
by the lessee on the leaseholder’ s Report of Improvements, as well as on the lease
application and Renewal Agenda

Benchmarksfor site inspections and monitoring plans are found in federal, state, and
private practices. To coincide with the required Resource Management Plan for
federal lands, the BLM reports that “monitoring to determine the success of
management actions and towards meeting resource objectivesis presently anintegral
part of BLM’s analysis, interpretation and evaluation process. Monitoring of
standardsis...considered an integral part of the processto determine compliance with
standards or to measure progress towards achieving land health.”

The Land Trust Alliance suggests that a trustee must know the property it protects
so it can plan for wise stewardship. A trustee “marks its boundaries and regularly
monitors the property, at least annually, for potential management problems...and
takes action to rectify such problems.” We found that other states generally require
more frequent site inspections on trust lands than Colorado’s Land Board requires.
For example, the Oklahoma Land Office reported that it requires Land Management
Techniciansto generally visit each property twice each year to check on the condition
of the land and to review what types of management practices need to be
implemented.

Because sound stewardship and lease management practices are not routinely
inspected on state trust lands, range conditions and overall appreciation on sometrust
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lands is unknown. Our analysis of lease files found cases where problem leases go
unnoticed and wherethe Land Board is experiencing no pay or slow pay from lessees.
Sound stewardship and lease management practices should be ensured with more
frequent and comprehensive site inspections. Further, the information ascertained
during the inspection would be part of the data necessary to make lease-by-lease
assessments for grazing rate reductions, as recommended on page 50 of this report.

Recommendation No. 14:

The State Board of Land Commissioners should ensure that the March 1999 |ease
inspection schedule is being followed and it sufficiently addresses the Board's land
management goals, including specific guidelines and indicators.

State Board of Land Commissioner s Response:

Agree. Each year the district managers devel op a plan to manage theland use
and disposition changes within their district. Their supervisor reviews and
revises that plan, then monitors their progress towards the goals contained
therein through the year. At the end of the year, the managers are evaluated
and disciplinary actions are taken when warranted. Also, while some
properties are inspected infrequently, many others are monitored on ayearly
or even monthly basis. Thisis because each property is unique and requires
individualized attention depending uponthecircumstances. Finally, Oklahoma
has 93 employeeswho cover lessthan 900,000 acres, compared to Colorado’s
33 employeesfor 2.8 million acres. The current monitoring schedule became
effective March, 1999; therefore, it is inappropriate to judge lease data
compiled prior to that date. However, compliance with this policy will be
included in the May 2001 evauation and planning period for district
managers. June 30, 2001.

Resour ce Management Requires Standar ds and
Planning

During our review of the Board's Lease Management and Asset Management
systems, and leasefiles, we determined that the Land Board needsto find aternative
ways to assess whether land assets are appreciating and if |ease rates are appropriate
given the potentia productivity of theland. Best practicesin land trust management
suggest that aland management plan is necessary to identify, meet, and achieve trust
goals.
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For example, in 1997 the Federal Bureau of Land Management (BLM) established
standards for healthy public lands in Colorado. Forma “ Standards and Guidelines”
have been set forth to measure, control, and meet BLM objectives. “Standards’
directly relateto the health and productivity of theland while* Guidelines’ are specific
to livestock grazing. Both provide acommon understanding of the minimum resource
conditions and management practices expected and help focus discussion on where
land health problems exist. The BLM reports that implementing and following
Standardsand Guidelinesallow range personnel to follow assessment steps, prioritize
gite visits, and prepare required Resource Management Plans that relate to federal
leasing strategies. It isimportant to note that each BLM field manager in Colorado
oversees approximately 60 percent fewer acres of trust land than State Land Board
District Managers. Each Land Board District Manager overseeson average about 470
leases on about 425,000 acres of state trust land.

Considering the BLM benchmark, we reviewed the Land Board's policies and
practices to determine how land health and asset appreciation goals are met. We
found that ssimilar to BLM requirements, Land Board District Managersare required,
as part of their job description, to develop a management plan that addresses the
concerns of al users in each district: agriculture, recreation, silvaculture (those
pertaining to forest trees), minera extraction, and conservation. According to the
Land Board' s requirements, District Managers are to “determine the asset value of
theland, what factorslimit or enhance value, and how to use opportunitiesto increase
portfolio asset vaue through land improvements, appropriate usage and
repositioning.” However, the Land Board has not:

» Established criteriaand guidelines for assessing land condition.

» Consstently enforceditsrequirement that District Managersproduceadistrict
management plan with any regularity.

As aresult, the Land Board is not able to measure progress toward achieving land
management goals. For example, during our filereview, weidentified oneleasewhere
the property had been recently damaged by wildfires. The file did not include a
management plan to bring this parcel to a healthy condition. Our filereview further
determined that there are no appreciation goals or criteria established by which
District Managers can evaluate trust assets for the purpose of developing a district
management plan.

A district management plan, based on documented criteria, would provide the Land
Board with essential information necessary to make management decisions for the
trust beneficiaries and establish asset appreciation goals for state trust lands.
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Recommendation No. 15;

The State Board of Land Commissioners should fulfill its oversight responsibility,
and:

a. Establish aformat for a district management plan.
b. Establishcriteriafor asset assessment based on land management benchmarks.

c. Determine the frequency for submitting a plan to Land Board management.

State Board of Land Commissioner s Response:

Agree. The Board believes that a district management plan should be a part
of the performance planning process for each district manager. To that end,
each district manager’s yearly plan currently includes district and property
specific goas. To comply with these recommendations, the Board will make
district and property management plansmore of acentral feature of theannual
performance plan in the future. Also, as noted by the auditor in the narrative
and by the Board in the response to Recommendation 14, the standard that
the auditor isproposing for the Board is set by the BLM, which has aper acre
management cost over 10 times higher than the Board's. It is important to
note that the BLM in Colorado receives $7.58 per acre to oversee, manage
and inspect its acreage. The Board receives $0.73 per acre to oversee,
manage and inspect its acres. The Board believes that these goals are
necessary and important objectives, and will attempt to accomplish them
within the resources provided. This will be included in the next evaluation
and planning period for district managersin May 2001. June 30, 2001
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Disposition of 1994 Perfor mance
Audit Recommendations

Several Recommendations Made in the 1994
Performance Audit Have Not Been Fully
| mplemented

Our current audit included proceduresto determineimplementation status of recommendations made
in our August 1994 performance audit of Public Land Management in Colorado. This report
contained six recommendations that addressed the State Board of Land Commissioners' fiduciary
practices, management and procedures relating to state lands, and other issues. The Land Board
generally agreed or partialy agreed to implement most of the recommendations.

The State Board of Land Commissioners, after the passage of Amendment 16 in 1996, wasrecreated
to be afive-person voluntary board that meets on amonthly basis. In late 1997 the Land Board hired
anew director and in mid-1998 created a strategic plan that mirrored many of the recommendations
of the 1994 Audit report. However, we found that the majority of the 1994 audit recommendations
still need to be fully addressed by the Land Board.

The State Board of Land Commissioners should identify what actions need to be taken to fully
implement these recommendations and then develop an action plan to ensure they are dealt with as
soon as possible. This action plan should include a method of holding district managers and Land
Board staff accountable for completing the tasks needed to address individual recommendations.

Recommendation No. 16:

The State Board of Land Commissioners should review all recommendations that have not been
completely implemented from the 1994 State Auditor’s performance audit report and develop an
action plan to ensure their timely implementation.
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State Board of Land Commissioner s Response:;

Agree. TheBoard' sannual work plan will reflect the progressit intends to make on both the
1994 audit and the 2000 audit. January 31, 2001.

Overview

Our 1994 audit of Public Lands Management included recommendations to the State Department of
Administration, Division of Wildlife, the Department of Natural Resources, the State Board of Land
Commissioners, the University of Colorado, Colorado State University, and the Department of
Transportation. The recommendations made specifically to the State Board of Land Commissioners,
the Land Board’'s 1994 responses, and our current assessment of the status of the Land Board's
implementation efforts are shown below.

1994 Recommendation No. 2

TheUniversity of Colorado, Colorado State University, the State Board of Land Commissioners, and
the Division of Wildlife should ensurethey have processesto plan for, manage, and evaluatetheir land
assets by:

a. Edablishing specific mission-related performance criteriafor their land assets.

b. Conducting periodic evaluations of these assets to determine if they are performing
adequately, should be considered for sale, or should be held for an identified future need.

c. Regularly updating their goals, objectives, and criteria for evaluating these assets.
1994 State Board of Land Commissioner’s Response:

Agree. Asapart of the Land Board’ slatest 5-year plan, strategies have been devel oped for generally
increasing yields from the portfolio of land assets. The strategies include exchanging out of parcels
surrounded by Bureau of Land Management and U.S. Forest Service lands, sale or exchange of
uneconomic parcels (especialy those which lack access or return less than $250 annually), sale of
market-ready parcels, and a shift to increased holdings of urban and commercia properties with
proper regard to risk and reward.

Further, the Land Board is currently working to formalize its analysis process to evaluate the
performance of specific properties. The evaluation will consist of analyzing factors such as rate of
return on the asset value, long-term appreciation potential, and an assessment of potential unusual
or extraordinary management time and cost associated with the specific asset aswel | asan assessment
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of the potential risk and reward related to the particular property. Some properties also will merit an
overall assessment of environmental, educational and community or socia considerations and
benefits.

The Board will phase in a process beginning with lease reviews in calendar year 1995 — the review
of the 3,000 properties will occur over a 10-year period as leases come up for review.

2000 Office of the State Auditor Disposition:

Partialy implemented. In Fiscal Y ear 1999 the Land Board instituted a practice of inspecting surface
lands at midterm and prior to cancellation or renewal of alease. Historically, site visits have been
conducted by District Managers to assess the condition of a property one time every 10 years at the
end of the lease term. District Managers do not use specific, performance-related criteriato evaluate
land assets, nor are goals, objectives, and criteria for evaluating these assets regularly updated.

Land evaluation in terms of asset value, appreciation potential, and cost assessment began during
Fiscal Y ear 2000 to compile baseline information for the proposed Asset Management System. In
Fisca Years 1999 and 2000, nearly 800,000 acres have been evaluated in terms of environmental,
educational, and social benefits upon their nomination for the perpetual Stewardship Trust created
under Amendment 16.

1994 Recommendation No. 12:
The State Board of Land Commissioners should improve its management of unproductive land by:

a. Establishing a cost-effective process to determine current costs of managing individual land
parcels.

b. Adopting apolicy with specific criteriafor determining whether to retain or sell land whose
management costs exceed revenue.

c. Deveoping asystem to identify individual unproductive parcels which cost more to manage
than the revenue they generate.

d. Implementing a program to evaluate individual land parcels regularly to assess if they are
performing as a sound investment, or if they should be considered for sae, or held for an
identified future state need.
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1994 State Board of Land Commissioners Response:

Partially agree. The State Land Board partially agrees with the recommendation with specific
exceptions.

a. Establishing a cost-effective process to determine current costs of managing individual land

b.

parcels.

The Land Board disagrees with this portion of the recommendation because it believes that
tracking exact costs of management for 3 million acresin nearly 3,000 different parcelswould
not be feasible or cost-effective. A simple average cost per acre, while easily available, is not
atruereflection of theactual cost of management of anindividual parcel and, therefore, isnot
helpful in decisions on retention or sale of lands. The Land Board believes the criterialisted
in the response to Recommendation No. 2 might best resolve this issue with inclusion of a
generalized assessment of recent or potential unusual or extraordinary management costs.

On average in 1993-94, it costs the State Land Board $0.69 per acre for management with
an average return of $7.33 per acre including the additiona nearly one million acres of
minerals only ownership.

Adopting a policy with specific criteriafor determining whether to retain or sell land whose
management costs exceed revenue.

The State Land Board disagrees with this recommendation. Although the Board considers
management costs as onefactor in evaluation of propertiesfor sale or retention, it should not
be the major consideration. Management costs fluctuate over time dependent upon what
activities are occurring in the area at the time. Such costs are not a good indicator of future
earning potential or appreciation potential of said property.

The Board does have a policy of reviewing al properties which earn less than $250 per year
in revenue. This policy requires consideration of sale or exchange of small, isolated parcels
of State Trust Lands. The review occurs at the end of the current lease term.

Developing asystem to identify individual unproductive parcels which cost more to manage
than the revenue they generate.

See item (b) above for response.
Implementing a program to evaluate individual land parcels regularly to assess if they are

performing as a sound investment, or if they should be considered for sae, or held for an
identified future state need.
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The State Land Board notes that over the past several years it has focused on the issue of
getting its rental rates for properties “as close to market rates as feasible.” This action is
critical in any effort to assess how well the asset is performing. The Board is close to
findlizing itsreview of all the rate structuresinvolving itslands. The Board has nearly 3,000
properties located around the state and inspects and reviews each property as leases expire.
The Board will consider a process to analyze the rate of return on assets as part of future
property reviews.

The Board agreesto phasein aprocessto addressitem (d) in calendar year 1995 asnoted in
the response under Recommendation No. 2.

2000 Office of the State Auditor Disposition:

Partially implemented.

a. Regected (1994 Audit Response). The Land Board currently has not established a processto

d.

determine costs of managing individua land parcels.

Initialy rejected (1994 Audit Response). The Land Board has adopted apolicy of identifying
and including in adistrict work plan alist of those lands that are difficult to manage or that
produce little or no revenue for the trusts. These lands are prioritized on a central
“disposition” list.

Initialy rejected (1994 Audit Response). Through its strategic plan and annual work plan, the
Land Board has begun to devel op an Asset Management System along with improving their
Lease Management System. Rapid Assessment in Fiscal Year 2000 provided a baseline
market value of all surface land assets from which annual income, rate of return, and
appreciation rate can be derived. Currently management cost is not part of the Asset
Management System.

Although not operational at this time, a new software system has been purchased from the
state of Utah that will work in conjunction with the above-referenced Asset Management
System. The software isintended to be used as a L ease Management System, to help Board
membersevaluateindividual land parcelsinlight of performance, appreciation, and disposition
potential.

1994 Recommendation No. 13:

The State Board of Land Commissioners should improve its management of inaccessible land by:

a. Completing its analysis of trust lands that lack public access on a priority basis.
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b. Seeking alimited statutory authority to use the right of eminent domain.

c. Proposing a land bank demonstration project to test the effectiveness of this approach at
improving access, value, and productivity of trust lands.

1994 State Board of Land Commissioners Response:

Partially agree. The State Land Board compiled general information regarding access to state trust
lands in 1991. Currently, the Board's field employees note access status as a part of their field
inspection process on each parcel of land. Approximately 25 percent of the State Trust land doesnot
currently have access available. These properties are generally leased to ranchers and farmerswhose
deeded lands surround such lands. Other parcels of State Trust Land which do not have good access
for Land Board lease purposes are those isolated within wilderness areas of the U.S. Forest Service
and Bureau of Land Management lands.

The State Land Board has complied with the recommendation of proposing a land bank
demonstration project. Senate Bill 94-102, sponsored by Senator Claire Traylor, is related to the
Ridge Home property and passed the legislature last year. The Land Board has discussed the general
concept of land banking authority with the General Assembly inthe past. The Board currently hasthe
authority to exchange lands, but additional legidation would streamline the exchange process.

The State Land Board does not believeit isnecessary for it to secure limited authority to usetheright
of eminent domain. The Board believes its constitutional authority to sell or exchange State Trust
Land isamore effective method of dealing with “landlocked” properties. Nevertheless, the Board is
prepared to approach the Legidature for eminent domain authority on a case-by-case basis if it
becomes necessary to do so. The Board does not believe it is currently necessary to do so and,
therefore, has no request for the next legidlative session.

2000 Office of the State Auditor Disposition:
Partially implemented.

a. TheLand Board has targeted a number of landlocked parcels that yield alow rate of return
for exchange either to the federal agencies or private individuals that abut the property
boundary. No analysis of trust lands lacking public access has been completed to date. Land
Board staff are currently unaware of how many acres of land are landlocked by private lands
and are therefore inaccessible. The Land Board maintains that management of landlocked
parcels usually presents less of a management burden because access to the public is more
difficult; therefore, the Land Board has fewer problems with trespass, illegal uses, etc.

b. Reected (1994 Audit Response). The Land Board continues to feel that a case-by-case
approach to gaining access will achieve the same ends.
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c. Amendment 16 changed theland banking authority of the Land Board. Nonsimultaneousland
exchanges, aform of land banking, began in 1997 and has been highly utilized. Since land
tracking and Asset Management Systems are in their infancy stages, the Land Board cannot
determine how these exchanges have improved access, value, and productivity of trust lands.

1994 Recommendation No. 14:

The State Board of Land Commissioners should continue effortsto improveitsprocessto set grazing
rentals and maximize grazing income. Specificaly, the Board should:

a. Reviseits grazing rental formula to produce additional revenue by reducing the averaging
period from five years to three to two years.

b. Develop and implement a plan to expand its use of auctions as a way to increase revenues
from grazing-contract renewals. This should include documenting the reasons for excluding
parcels from the planned expansion.

c. Implement a processto explicitly establish the value of land management services provided
by lessees and adjust grazing rentals according to this factor.

1994 State Board of Land Commissioners Response:

a. Agree. The State Land Board' s recently adopted policy on grazing rental rates contains an
adjustment of grazing rental ratesbased on regional market rateswith adjustmentsevery third
year based on private sector rental rates.

The State Land Board has initiated the survey process of regiona rental rates with
implementation of new billing rates for grazing scheduled to begin October 1, 1995.

b. Partidly agree. The State Land Board currently auctionsgrazing |eases as opportunities have
arisen to do so. In most instances auctions have been used where vacant lands are available
for lease due to defaults in rental payments, lease cancellations, and other circumstances.
Auctioning of grazing leases where the current lessee desires to continue with the lease is
cumbersome, time-consuming and costly. In most instances auctioning leases would require
an appraisa of lessee improvements on state trust lands, additional fencing, and/or water
development. In addition to the time involved, the Board believes that the additional costs
associated with auctioning leases would in many cases exceed the increased revenues.

The Land Board believes its amended grazing rental formula will accomplish its goa of
“getting as close to market rates as feasible” and will be fully implemented by October 1,
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1995. Its current rate increase has resulted in over $1 million in increased revenue in grazing
rental rates on its 2.6 million acres of State Trust Lands.

Partially agree. Asapart of its recently adopted grazing rental formula, the Board stipulated
that the Land Board staff isto recommend a process to determine the amount of credit to be
received by lessees for fence and water development and maintenance on State Trust Lands.
Currently, the Board allows a 35 percent credit of the private sector AUM rate for these
activities. Over the next few months the staff will work with the livestock industry,
agricultural universities, and the U.S. Department of Agricultureto determineafair credit for
water and fence maintenance and devel opment. Other “management costs” aredifficult, if not
impossible, to calculate and will not be part of the new formula. The process will be
implemented by October 1, 1995.

2000 Office of the State Auditor Disposition:

Partially implemented.

a. Theland Board revisesits grazing rate on athree-year schedule.

b. The Land Board currently auctions grazing leases only when lease terms have expired and

C.

current lessees have not expressed an interest in renewing their leases. Otherwise, thelessee's
leaseisrenewed. Only vacant, unleased agricultural lands are auctioned. The auction process
is used when the Land Board has more than one written or verbal expression of interest for
aparcel.

A flat 35 percent lease reduction is given to al agricultural lessees. Thisfigure was derived
from a study comparing federal and private lease costs. The value of land management
services provided by lessees has not been explicitly established by the Land Board.

1994 Recommendation No. 15:

The State Board of Land Commissioners should develop and implement policies, procedures, or
guidelinesto clarify and strengthen its valuation process. Specifically, the Board should:

a. Ensurethat thevaluation of real property isestablished through astandardized processwhich

b.

complies with all applicable statutes.

Ensure that it applies its procedures in a consistent manner.
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1994 State Board of Land Commissioners Response:

Agree. The State Land Board will take steps to ensure that its appraisal procedures are well
documented and applied consistently. Further, the Land Board will ensurethat outdated material will
not be handed out to the public. Implementation will begin immediately.

2000 Office of the State Auditor Disposition:

Partially implemented. The Land Board hasa Real Estate Procedures manual in place describing how
the valuation of real property is established. However, audit work revealed that Real Estate
Procedures are not consistently applied. For example, the Board has not documented a procedure
for the independent valuation of mineral assets, as reported on page 31 of this audit report.

1994 Recommendation No. 16:

The State Board of Land Commissioners should consult with the Attorney Genera’ s Office and/or
federal officials as appropriate to clarify the need for auctions. The Board should develop cost-
effective procedures to resolve boundary errors and recommend appropriate changes to statutes as
necessary.

1994 State Board of Land Commissioners Response:

Agree. Recommendation will be implemented in January 1995.

2000 Office of the State Auditor Disposition:

Not implemented.

The Land Board has not obtained an Attorney General’ s opinion regarding resolving boundary-error
cases via other forms of “sale.” No policy exists for resolving boundary errors.
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