Minnesota Department of Natural Resources
500 Lafayette Road - Saint Paul, Minnesota - 55155-4037

Office of the Commissioner . il
651-259-5555 DEPARTMENT OF

November 20, 2008

The Honorable Ellen Anderson o 'The Honorable Jean Wagenius

Env., Energy and N.R. Budget Division chair Environment and N.R. Finance chair -

75 Rev. Dr. Martin Luther King Jr. Blvd. _ 449 State Office Building

Capitol Building, Room 120 ' - 100 Rev. Dr. Martin Luther King Jr. Blvd.

~ St. Paul, Minnesota 55155-1606 ~St. Paul, Minnesota 55155

Déar Senator Anderson and Representative Wagénius;

- According to Minnesota Session Laws Chapter 368, Article 1, section 19, the Commissioner of
the Department of Natural Resources (DNR) must provide quarterly forest management

" investment account (FMIA) fund statements, including a report on the methodology used in
calculatmg the revenue forecasts.

A_tta_ched for yOur review are two documerits:
1 ‘The Forest Management Investment account fund statement updated to refléct anticipated
‘un-allotments.

2. An Executlve Surhmﬁry of T1mber Sales Revenue Forecast

Additional detail is available upon request.

Sincerely,

aurie Martinson _
- Deputy Commissioner

Enclosures

~ ¢: Bob Meier
" Denise Anderson
Dave Epperly
. Marsha Battles-Jenks

DNR Information: 651 2% 6157 r 1-888-646-6367 » TIV: 651-296-5484 or 1-800-657-3929 * FAX: 651-296-4779 » whw.mndnr.gov
: AN EQUAE OPPORTUNITY EMPLOYER .
Q: PRINTE{] ON RECYCLED PAPER CONTAINING A MINIMUM OF 10% POST- CONSUMER WASTE

NATURAL RESQURCES | -



' DATE: 10/27/2008 -

- LEGISLATIVE REPORT - Cost of Preparation

NAME OF LEGISLATIVE REPORT — Foresthanaqementflnvefstment Account-Unaliotments-
‘Based on: |

Minnesota Statute Reference' Minnésota Session Law Cha‘gtér 368, Section 19

Prepared by: André Prahl, Department of Natural Resources

. Phone 6851-259-5548
E-Mail: Andre.P:ahl@_dnr.stateamnus

’ 5“ A » 2 ' € Bl . v 3655 G
" Staff Time 2 weeks staff time (multlple staff) $3,000
Duptlication Cost (mcludes paper) Negligible, most work done '
electronically:
[Ofher:
TOTAL TO PREPARE REPORT _ o
{Note: Right click on amount cell and ' - $3,000 | - ’ ; (
' - choose update fo complete) . o

- C:\DOCUME~1\deanders\LOCALS~1\Temp\XPgmwise\Worksh_eeton Cost fo Prepare Ieg.is'lative reports.doc -
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October 2008
Executive Summary

Timber Sales Revenue Forecast | |
For lands administered by the Division of Forestry and Section of Wildlife.
Fiscal Year 2009 - First Quarter ' : :

Prepared by

Don Deckard :

State Forest Economist

DNR —Division of Forestry

FY2009-11 Timber Sales Reveiue Forecast - Minnesota DNR - Division of Forestry



" GENERAL DISTRIBUTION

PREF AC'E

In addition to requlrements under Minnesota Statutes section 16A. 152, quarterly timber sales revenue
forecasts are completed to provide updated revenue estimates utilized to monitor the forest management
investment account (FMIA) balance [see 2008 Laws, Chapter 368, Article 1, Section 19]. The
Commissioner of the Department of Natural Resources, is required to delwer quarterly revenue reports to
‘the House Ways and Means and the Senate Finance committees and the H/S Environment and Natural
Resources Finance committees or divisions. The report to the respective committees will provide forest
management imvestment account (FMIA) fund statements with unallotment information and-is to include -
the methodology used in calculating the revenue forecasts. It is important to note that while due diligence
and rigor is applied to the forecastmg process, there are inherent market risks and uncertainties as to

s future events and outcomes.
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" GENERAL DISTRIBUTION

'EXECUTIVE SUMMARY

Background ‘
_The quarterly timber sales revenue forecast provides critical budget planning mformatlou for the. D1v1s1on
of Forestry. As required by State law, [see 2008 Laws, Chapter 368, Article 1, Section 19], forecast
updates are completed to provide current revenue estimates based on new 1nformat10n and changing
. expectations. We strive to produce the most accurate and objective forecast possible within the
_limitations of available information and resources. However, actual timber revenues are determined by a
- combination of external market forces, physical sale condltlons and timber sales policy.

Forecast Methods
The timber sales revenue forecast is a combination of four distmct forecast varlables An additional step
is then required to estimate the portion of tlmber revenue allocated to the Division of Forestry budget.
Approximately 50% of timber sales revenue is eventually available for Division budgeting while the other
50% is distributed to various accounts and entities including the School / University Trust accounts, the

General Fund, and Minnesota counties. Each component of the revenue forecast has its own unique set of
metrics, range of variation, drivers, constraints, and mhcrent uncertamtlcs The four forecast variables
and metrics were:
' 1. sales volume (volume offer “target I'mnus an estimate of no-bid sales)

‘2. sales average per-unit price (regressmn model utilizing historic stumpage and product price

- data),
3. removals volume (most recent 5-year adjusted for forecast sales and operational constramts) and
4. removals average per-unit price; (value of timber under contract adjusted for forecast sales -
values and penmt default risk),

The basic revenue forecast calculations: .
. Forecast Timber Revenue (TR) =
((FY Forecast Sales Volume * FY Forecast Per-Unit Price) * 0.15 down payment))
+ ((FY Forecast Removals Volume * FY F orecast Per-Unit Price) * 0.85 balance due))
+ Other Timber Revenues
~+ Net Gain/Loss in unbilled balance

© The estimate of the portion of timber sales revenue eventually ailocated to F orest Management
Investment Account (FMIA): : :

Funds Allocation and Portions to FMI4 = ’

18F FMIA Direct Deposit = TR * (100% * % Hlstorlcal Acqulred Forestry Revenue)

'200-022 Con-Con Transfer = TR * (50% * % Historical Con-Con Revenue). :

Forest Suspense Account (FMIA transfer lags 1 fiscal year) (~36% * % Histoncal Trust Revenue)

~ While the bagic calculations are similar to revenue estlmates made pnor to AprII 2008, current procedures '
differ in the following key ways: S
. e sales average per-unit price was forécast witha regrcsswn model utlhzmg historic stumpage:
o prices and primary product data as compared to using the value of cx1st1ng coniracts, :
¢ the impact of length of winter logging season has been qua.ntlﬁed asa Slgnlﬁcant long-run
. constraint on removals volume, and -
e - the forecast removals average per-unit price was adjusted for permlt default nsk

.These procedural chauges have added to the level of rigor used in the forecastrng process.

" FY2009-11 Timber Sales Revenue Forecast - Minnesota DNR - Division of Forestry . -3



GENERAL DISTRIBUTION
- Forecast Sales Volume

The timber offer target from DlVlSlOIl of Forestry and Section of Wildlife admmlstered Iands was
increased from 800,000 cords in FY08 to 950,000 cords for the current fiscal year. Based on the
increased FY09 timber target, volume projéctions to be offered for sale FY2009 through FY2011 were

~~ forecast at 136,000 cords higher than the most recent 5-year average 814,000 cords,-a 17% annualized

increase. ‘Sold volumes were forecast at 932, 000 cords including 6 million board feet (MMBF) sawtimber

annually ot 98% of the offer target. Through FY09Q1 (preliminary), the Division of Forestry sold

111,357 cords atan all—spec1es average $21.60 per cord plus 962 MBF of sawtrmber atan all—specres
-average $183 per MBF. . B

" Forecast Sales Average Per-Umt Prrce
" The forecast per-cord selling price '

gy —+—ACTUAL
was developed with a regression 160 1 —+—FORECAST. )
. model utilizing historic stumpage " 85 1| ———Upperoo% —
. . L . i nsema L oW ET- 90 % 1
© prices and primary product data. The " 50 :
- madel was fit to monthly time-series ' 4 5' : ! :
data from January 2000 through I
September 2008. The average all- 40 i
spemes cordwood price was. forecast 35 L =]
t :

to increase from the current $21.60 -
per cord to $25 per cord by FY2011.
The all-specics avérage sawtimber
. price is expected to remain in the
$200 per MBF range. The forecast
all-species average cordwood selling
- prices by fiscal year were as follows: .
FY09= $22 per cord, FY10=$24 per
cord and FY11=$25 per cord. o

'DNR Ali-Species Av_erage Price per Cord

_Forecast Removals Volume _
“In FY08; DNR set.a modern cra - e . _
- timber removals volume record of . |- . 825 7—— —— e ——
815,000 cords. Under a scenario of - ' o ' ‘
relatively low private timbet
- availability, U.S. Canadian dollar
. parity, and emerging biomass ©
- markets, DNR timber removals
volume would be expected to be in
* the 800,000-1,000,000 million cord
‘range over the forecast horizon.”
However, DNR timber removals
" volume seems to be more dependent. -
on-the length of the winter logging
‘season.than on existing timber T e
- inventory and increasing timber sales ' , _ _
volume argets. An estimated 70-75% - '2003-042004:052005-062006-072007-082008-092003-10
of all DNR stumpage volume sold is ' ' : -
exzpaeys No. 20F Days =——fp—Removals-

. designated as winter only operable. 1 ‘_.. " orecast Removals —JK—s-Year Avg. R em' ovals
For the most recent 5-year petiod, :

- removals ranged from low 687,000 cords in FY06 with a 47- day wmter logging season to a high 815,000
cords in FY08 with a 76-day winter logging season. Weather forecastmg was beyond the capability of
this analyst. Hence, the forecast for timber removals relied on the 5-year. average adjusted for the FY09

_trmber offer target increase.. If the percentage of wmter only timber remains constant, the.offer target
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GENERAL DISTRIBUTION

- increase would add an estimated 30,000 cords of summer operable wood to the mix. Under this scenario,
forecast average removals would be 762,000 cords including sawtimber, 4.0% above the 5-year average.

Forecast Removals Average Per-Unit Pﬁee
" As of September 30th, DNR had 2.34

| $25,000,000

million cords timber inventory
. (including scaled unbilled volime)
- valued at $57.2 million or an average 5 s 2'0 0 00000
- $24.43 per cord plus 14.3 MBF 'OV
valued at $3.1 million or an average I3 o -
$216.23 per MBF. The volume and W 415,000,000 - o
value of cord products by fiscal year Q5 Q
' expiration included: FY09, 345,555 £ 2
cords at $28.15 per cord, FY10, t § $10,000,000 8
- 454,002 cords at $25.58 per cord, and % > | $16 o
FY11, 956,061 cords at $25.03 per T o '
cord. A permit default risk- 3 $5,000,000 -
adjustment was made by flagging all E '
cordwood permits with values >$60 ' 50

per cord. Overall, 112,345 cords with

a book value of $8 million were -

- identified as being high risk, 5% by | =memBASEBOOKVALUE ~ mwmmm HIGH RISK BOOK VALUE
1nventory volume and 14% by : _ —&— RISK ADJUSTED PRIGE —tr— AV G PRICE BY EXPIRE FY

FY2009 FY2010 FY2011 FY2012 FY2013

inventory value. The risk-adjusted :

volume ‘and value of cord products by fiscal year explratlon were reduced as follows: FY09, 3 11, 739

cords at $23.59 per cord, FY10,.425,553 cords at $22.24 per cord, and FY11, 906,361 cords at $22.64 per

cord. Based on the default risk analysis, forecast removals values were as follows: FY09, $24.75 per

cord, FY10, $24 per cord, and FY11, $24 per cord subject to further refinement and recahbratlon of the
nsk adjustment procedure as new default data becomes avallable

Forecast Tlmber Sales Revenue Summary
Forecast timber receipts for FY09-FY 11 were less than the most recent 5-year average $23 mllhon

Scenario FY09 FY10 FY1l .
LOW 1 $20,698,000 $19,165,000 $19,289,000
MED . _ $22,886,000 - | $21,183,000 0 $21,321,000
HIGH ' $25,075 000 - $23 201 000 $23,353,000
Example Funds Allocatmn FY09 MED Revenue Foreeast ($22,886,000). .
' Account Allocation Aliocation - FMIA ~ FMIA
: 5 " |  Factor® o . Portion Receipts and Transfers
| Acquired Forestry 0.20 $4,577,000 | 100% $4,577,000 v
Con-Con 0.255 - $5,836,000 L 50% .. $2,918,000 = v
| School / Univ. Trust 0.50 - | $11,.443,000 | ~36%" $4,119,000°

*Allecation factors based on value of current timber inventory and historic averages by land classification.’ .
"Estimated School / Univ. Trust management cost reimbursement rate to EMIA as (%) net timber sales revenue
applied herein for forecasting purposes only when official certified costs are not available. '

‘FY09 School / Univ. Trust certified costs will transfer to the FY 10 FMIA account balance.

FY2009-11 Timber Sales Revenue Forécast - Minnesota DNR - Division of Forestry . . 5
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_Timber Inventory

Inventory remains a concer as it — : -
- 2500 =N FYE Inveatory : L
' [ 1Farecast FYE laventory

plays an important role in the revenue: -
forecasting process and provides =~ . |.- ' I = Foremivoure ol
insights for the future policy direction 2,000 SO - Eamonls vels
of the DNR timber program. - At the : -
close of FY0S8, uncut timber mventory-
was ~2.16 1_111[11(_)11 cords. This was
- equivalent to a 2.9-year supply atan
annual removals velume of 762,000 :
- cords. 'This was not a normal - 9 500
expectation and seems fo be tied to S
‘winter only operational constraints.
This topic requires further analysis to .
_ better understand long-nm timber © | . & S
revenue implications.

Cb'rds_ (thousands)

cast Ti nb R,ecei urce FY 9—FY201'1.

PORTION TR

TR

o S VOL CDS - _
{SOLD CORDS * 920000 $20,240,000 ° $3,036,000
SOLD SAW (6 MMBF) o 120007 $1,200,000 ° $180,000 Coe ‘ -
SOLD OTHER . o o . .$500000 - $75000 © .- - Interestlncome |
" | REMOVALS coRrDs . 752000 $18,612,000 $15820,200 . - - . " GenFundRev= |

REMOVALS SAW (6MMBF) 10000 ° $1,000,000- $850,000 . "~ ~ . " . $7,000,000.-
' THER . . $500,000.  $425000 FY2009° . REVENUE = wiNTING -

LOW (-10%)  $19,697,580  '$20,697,580 -
- $21,886200 MED - $21,886,200 szz 886,200

o

_ o -~ VoLcDS PORTION TR -

|SOLDCORDS ~ * - ' .° 920000 $22,080,000 $3,312,000 S .
SOLD SAW (6 MMBF) ~ . * 12000 $1,200,000° -$180,000 A - . lnterest Income +
SOLDOTHER . - = .V $500,000 ' $75000- . ..  GenFundRev=
REMOVALS GORDS - 752000 $18,048,000 $15,340,800 o -~ $1,000,000
JREMOVALS SAW (5 MMBF) 70000  $1,000,000  $850,000 'FY2010 ~  REVENUE  wiNTINC -
{REMOVALS OTHER =~ . .- $500,000. - $425,000 LOW (-10%) . 818,164,520 $19,164,520

sum o _ . '$20,182,800 MED $20,182,800  $21,182,800
: ' | : HIGH (+10%) _ $22.201,080 _$23,201,080
=

VOL CDS N .PORTION TR

SOLDCORDS "~ 920000 $23,000,000 $3,450,000 7 L
" | SOLD sAW (6 MMBF) - 12000 - $1,200,000 §$180,000 = . - © . Interest lncome +
SOLDOTHER ~ .- o © $500,000 - $75,000 ' .  GenFundRev=
REMOVALS. CORDS - - 752000 $18,048,000 $15,340,800 - - $1,000,000
|REMOVALS. SAW (5 MMBF) 10000  $1,000,000 = $850,000 FY2011. . -REVENUE  wiiNT INC
REMOVALS OTHER ' . $500,000 - $475000 LOW({-10%)  $18,288,720  $19,288,720

sum - - - . $20,320800 MED - $20,320,800  $21,320,800

HIGH (+10%) - $22,352,880  $23,352.880

" FY2009-11 Timbc_r.,Salés Revenue Forecast - Minnesota DNR - Division of Forestry - 6



