© 00 N oo g b~ W N PP

N NN N NNDNRR R R R R B R B
o o A W NP O O 0 N O 0o b W N P O

Case 2:16-cv-01538-NVW Document 92 Filed 03/15/17 Page 1 of 13

Cameron C. Artigue #011376
Grady Gammage, Jr. #004552
Christopher L. Hering #028169
GAMMAGE & BURNHAM, P.L.C.

ATTORNEYSAT LAW
Two NORTH CENTRAL AVENUE
15TH FLOOR
PHOENIX, AZ 85004
TELEPHONE (602) 256-0566
FAX (602) 256-4475
EMAIL: CARTIGUE@GBLAW.COM

INTHE UNITED STATESDISTRICT COURT
FOR THE DISTRICT OF ARIZONA

Michadl Pierce;
Case No. CV-16-01538-PHX-NVW
Plaintiff,
AMICUSBRIEF OF THE
ARIZONA EDUCATION
ASSOCIATION, ARIZONA
SCHOOL BOARDS
ASSOCIATION, AND ARIZONA
ASSOCIATION OF SCHOOL
BUSINESS OFFICIALS

V.
Douglas A. Ducey, in his capacity as
Governor of the State of Arizona, and the
State of Arizona,

Defendants

The Arizona Education Association (“AEA”), Arizona School Boards Association
(“ASBA”), and Arizona Association of School Business Officials (“AASBO,” and
collectively, “Amici”) submit their amicus brief in connection with the Court’s
consideration of Plaintiff’s application for preliminary injunction. (Docs. 45 and 77).

l. INTEREST OF AMICI CURIAE AND INTRODUCTION

Amici represent Arizona s teachers, educational professionals, school
administrators, and public school districts. AEA isthe largest professional organization
in Arizona with a membership of 20,000 educational professionals, including teachers,

community college professors, counselors, and bus drivers. ASBA is anonprofit,
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nonpartisan organization of governing boards for Arizona public school districts.
AASBO isan organization of school business officials and managers, including
superintendents, business managers, and facilities directors. Together, Amici are on the
frontlines of education in Arizona—the teachers, educational professionals, and school
districts represented by Amici will suffer profound harm if the Court declares Proposition
123 unconstitutional and enjoins the funding provided by that initiative.

At the preliminary hearing on February 7, 2017, the Court observed that this case
Is“over” if the amounts being distributed under Proposition 123 do not exceed the
amounts authorized for distribution under the formula approved by Congress in the 1999
amendments to the Arizona-New Mexico Enabling Act of 1910 (the “Enabling Act”).

In 2012, Arizona s voters approved Proposition 118, which temporarily replaced
that formulawith afixed payout of “[2.5%)] of the average monthly market values of the
fund for the immediately preceding five calendar years’ through 2021. Ariz. Const. art.
X, 87 (Dec. 13, 2012). Plaintiff does not (and could not) challenge the validity of
Proposition 118. But in any event, as shown below, the amounts currently distributed
under Proposition 123 are less than the distributions that are unambiguously authorized
by the Enabling Act. Thisfact fatally undercuts Plaintiff’s case, in terms of both the
merits and the potential remedies. Proposition 123 does not conflict with the Enabling
Act, and without such a conflict, the Court cannot strike Proposition 123 as a violation of
the Enabling Act. And even if the Court did reach out and declare Proposition 123
invalid, thereis no basisfor any remedy at this time.

Thisamicus brief isfiled with leave of the Court and consent of the parties. (Doc.
81). No persons or entities other than Amici have provided financia resourcesfor the

brief’s preparation.

10676.1.1102683.4 2 3/15/2017
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[I.  THE CURRENT DISTRIBUTIONS UNDER PROPOSITION 123 ARE, IN

FACT, LOWER THAN THOSE AUTHORIZED BY CONGRESS.

A. In 1999, Congress approved variable annual distributions from the

per manent fund under aformula set forth in Article X, 8 7 of the Arizona

Constitution.
The Enabling Act originally contained language mandating the creation and

mai ntenance of separate accounts to contain the proceeds from dispositions of state trust

land. In 1957, Congress repeal ed the seventh paragraph of § 28 of the Arizona-New
Mexico Enabling Act. Public Law No. 85-180, 71 Stat. 457 (1957). Asaresult, from
1957 until 1999, the Enabling Act said nothing about distributions from the permanent
fund created by Article X, 8 7 of the Arizona Constitution. In 1997, Governor Jane Hull

created a commission that proposed tying distributions from the permanent fund to

fund’ s market value and rate of return.

the

Arizona’ s voters approved an amendment to Article X, 8 7 to this effect in 1998.

As amended, annual distributions from the permanent fund were to be calculated by

“multiplying the following factors’:

1. The average of the annual total rate of return for the immediately
preceding five complete fiscal years less the average of the annual
percentage change in the GDP price deflator, or a successor index, for the
immediately preceding five complete fiscal years.

* k%

2. The average of the monthly market values of the fund for the
immediately preceding five complete fiscal years.

Ariz. Const. art. X, 8 7(G) (1998). Expressed as aformula, the distributions followed this

simple arithmetic:

Rate of return (in percent) x Amount (in dollars) = Annual distribution (in dollars)

10676.1.1102683.4 3
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Therate of return isthe average annual total rate of return earned by the
permanent fund in the last five fiscal years, minusinflation as measured by the GDP price
deflator. The amount isthe average of the monthly market values of the permanent fund
during the last five fiscal years.

In 1999, Congress amended the Enabling Act to acknowledge the distribution
formula specified in Article X, 8 7. See Public Law No. 106-133, 113 Stat. 1682 (1999).
Thus, Congress has already authorized distributions up to certain levels based upon (1)
the balance of the permanent fund and (2) the rate of return earned by the permanent fund
(net of inflation).

B. Proposition 123 sdistributions are lower than the amountsthat would be
distributed under the formulathat Congress authorized.

Amici join Governor Ducey’ s argument that the 1999 amendment to the Enabling
Act allows Arizona’ s voters to modify distributions by amending the Arizona
Constitution, and that Arizona votersvalidly did so in 2016 (and in 2012 before that).
(Doc. 77 at 6-10). But even if the Court regjects this argument and concludes that the
State and Governor Ducey must somehow revert to the distribution formula approved by
Congressin 1999, Plaintiff would not automatically prevail. Instead, evenif Plaintiff’s
theory of Congressional intent were correct, Plaintiff could prevail only if he proved that
distributions made by Proposition 123 exceed the distributions authorized in the formula
approved by Congressin 1999. At the February 7 status conference, the Court observed
that thisis a simple question of arithmetic:

[I]t does look pretty simple that there is the 1999 amendment to the
Enabling Act, and does this exceed it or not? If it exceedsit, it seemsto be
you have got to go to Congress and fix the problem. If it doesn’t exceed it,
it'sover. It does seem to me it would be helpful to have some background
here, but still it looks very cut and dry. Run the numbers. Was the state,
before this proposition taking—distributing less money than they could
have under the terms of the 1999 constitutional amendment?’

10676.1.1102683.4 4 3/15/2017
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(Doc. 53 at 14:18-15:1).

Before 2012, the Treasurer made this calculation annually in setting distributions
from the permanent fund. In 2012, however, Arizona' s voters approved Proposition 118,
which temporarily replaced the variable payout formula with afixed payout of “[2.5%)] of
the average monthly market values of the fund for the immediately preceding five
calendar years’ through 2021. Ariz. Const. art. X, 8 7 (Dec. 13, 2012). Since then, the
Treasurer has not performed the cal culation discussed by the Couirt.

Amici have thus tried to calculate the amount of the distribution that would be
allowed by the 1998 formula. As noted above, the amount from thisformulaisthe
average fund balance over the preceding five completed fiscal years (here, FY 11-12
through FY 15-16). Amici have determined this amount using 11 semiannual reports
issued by the Treasurer between June 30, 2011 and June 30, 2016, which covers the last
five completed fiscal years.l Over that time period, the average fund balance was $4.352
billion. (The current permanent fund balance is over $5.3 billion, reflecting healthy
equity market returns since June 2016). Supporting data and calculations are attached as
Exhibit B.2

Therate of return is calculated by subtracting inflation from the investment
returns realized by the permanent fund. In July 2016, the Treasurer reported that the
average annual rate of return for the immediately preceding five calendar years
(equivalent to the five immediatel y-preceding fiscal years) was 8.39%. See Exhibit C.

1 The 1998 formula averages the permanent fund's balance over the preceding 60
months. Amici’s calculations closely approximate this figure by averaging the fund’'s
balances on June 30 and December 31 of each fiscal year (in other words, by using 11
data points instead of 60). Of course, Plaintiff, not Amici, ultimately bears the burden of
proof as to whether Proposition 123's distributions exceed the distributions authorized
under the 1998 formula.

2 Exhibit A is a declaration of Christopher L. Hering that explains the calculations
performed by Amici.

10676.1.1102683.4 5 3/15/2017
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The GDP Price Deflator is published the Federal Reserve Bank of St. Louis. From the
third quarter of 2011 through the second quarter of 2016, inflation totaled 7.88%—an
average of 1.57% annually. Over that period, the GDP price deflator rose from 103.768
t0 111.648. See supporting data attached as Exhibit D. Accordingly, the rate of return is
8.39% — 1.57% = 6.82%.

The distribution under the 1998 formulais determined by multiplying the amount
by the rate of return, i.e. the product of $4.352 billion and 6.82%. This calculation yields
an annual distribution of up to $296,806,400, or $24,733,867 per month, for FY 16-17.

For FY 16-17, thetotal distribution from the permanent fund—including
distributions under Proposition 123—is $24,161,266 per month, below the distribution
authorized by the 1998 formula. See Exhibit E.

Superficialy, it might appear that the monthly distributions could threaten to

exceed the maximum permitted under the formula. But since July 2016 (the end of the
last complete fiscal year), thetrailing five-year rate of return on the permanent fund has
increased significantly—as of December 2016, this figure was 9.84% instead of 8.39%.
See Exhibit F. Unless the financial markets make a sudden and dramatic U-turn in the
next 90 days, the distribution permitted under the 1998 formula will increase significantly
upon the completion of FY 16-17. Thus, there is no realistic chance that the Proposition
123 distribution will exceed the 1998 formula s permitted distribution in either this fiscal
year or the next fiscal year (FY 17-18).

C. The permanent fund contains an additional $520 million “cushion” that
built up from 2012 to 2015.

Plaintiff would have to overcome yet afurther problem in order to succeed on the
merits. From 2012 through 2015, distributions from the permanent fund were lower than
the amounts authorized by the 1998 formula. The permanent fund thus contains a

cushion of $520 million in earnings authorized for distribution. Even if current

10676.1.1102683.4 6 3/15/2017
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distributions exceeded the amounts authorized by the 1998 formula, there would be no
violation of the Enabling Act unless and until this entire cushion were exhausted.

Recall that 2012’ s Proposition 118 fixed distributions from the permanent fund at
“[2.5%] of the average monthly market values of the fund for the immediately preceding
five calendar years.” Ariz. Const. art. X, 8 7 (Dec. 13, 2012). Asaresult, from 2012 to
2015, afixed 2.5% was paid out annually from the permanent fund, even though the
permanent fund’ s actual rate of return was much higher.

For three fiscal years (FY 12-13 through FY 14-15), this fixed payout resulted in
the permanent fund retaining over $520 million in earnings. See supporting data and
calculations attached as Exhibit G. But for Proposition 118, these earnings would have
been authorized for distribution to the schools under the 1998 formula.3

Plaintiff’s whole case rests upon the claim that there must be a consistent
application of the congressionally-approved formula. If the permanent fund “banks’
earnings from one year and distributes those earnings later, the payout of a*banked”
dollar cannot violate the Enabling Act—the retained earnings would have been subject to
distribution under the formulain any case.

To the extent that Proposition 123’ s distributions in a given year exceed the
distribution authorized for that year by the 1998 formula, Proposition 123 may draw upon
those “banked” earnings to cover any excess. Unless and until the distributions under
Proposition 123 exceed the distributions authorized under the 1998 formula by more than
$520 million, there is no violation of the Enabling Act.

3 See Scott Beaulier, Center for the Study of Economic Liberty, Ariz. State Univ., Should
the Permanent Fund St on Its Assets? (Oct. 8, 2015) (arguing that Proposition 118
resulted in “asset hoarding” by the permanent fund); Grady Gammage Jr. et a., Morrison
Institute for Public Policy, Ariz. State Univ., State Trust Lands and Education Funding
(Nov. 2015) (discussing the “excess funds’ retained by the permanent fund as a result of
Proposition 118). These reports are attached as Exhibits H and |, respectively.

10676.1.1102683.4 7 3/15/2017
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D. Any perception that Proposition 123 has caused an “increased” payout is
€rroneous.

At the February 7 hearing, the Court twice expressed a perception that the amounts
currently being distributed were “80% more”’ than the amounts prescribed under the 1998
amendment. (Doc. 53 at 9:2-6 and 15:22 — 16:3). The source of thisimpression is not
clear. Amici can only conceive of two possible reasons for this misperception—both are
irrelevant.

First, Proposition 123 provided for a one-time, lump sum payout in June 2016.
Plaintiff has not challenged the one-time distribution and is not seeking aremedy for it.
Any such attempt would raise concerns under the 11th Amendment and otherwise. There
will be no such payouts in the future.

Second, the Court might have been comparing the 6.9% distribution authorized by
Proposition 123 with the 2.5% payout mandated from 2012 through 2016 under
Proposition 118. To be sure, Proposition 123 repealed the 2.5% payout, replacing this
distribution with afixed distribution of 6.9% through fiscal year 2024-2025. But Plaintiff
does not allege that the Enabling Act preempts this repeal, nor could Plaintiff make any
such allegation. And Plaintiff never challenges the validity of Proposition 118.

1. INTHE ABSENCE OF ACTUAL CONFLICT, THE ENABLING ACT
CANNOT PREEMPT PROPOSITION 123.

The Enabling Act is “the fundamental and paramount law” of Arizona. Murphy v.
Sate, 65 Ariz. 338, 345, 181 P.2d 336, 340 (1947). It issuperior to the Arizona
Constitution, and thus the “ Arizona Constitution cannot be inconsistent with the Enabling
Act.” 1d.; Princess Plaza Partnersv. Sate, 187 Ariz. 214, 219, 928 P.2d 638, 643 (App.
1995). A claim that the Arizona Constitution violates the Enabling Act is, at its core, a
preemption claim of the “conflict” variety. Boicev. Campbell, 30 Ariz. 424, 428, 248 P.
34, 35 (1926) (“[A]ny statute or amendment to the state Constitution in conflict [with the

10676.1.1102683.4 8 3/15/2017
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Enabling Act] isnull and void.”); see Chicanos Por La Causa, Inc. v. Napolitano, 558
F.3d 856, 863 (9th Cir. 2008) (explaining the varieties of preemption).

Before this Court could take the drastic measure of declaring a provision of the
Arizona Constitution invalid, it would have to find an actual conflict between that
provision and the Enabling Act. Such a“conflict must be an actual conflict, not merely a
hypothetical or potential conflict.” Chicanos Por La Causa, Inc., 558 F.3d at 863 (citing
English v. Gen. Elec. Co., 496 U.S. 72, 79 (1990)). The Court recognized the need for
Plaintiff to show an actual conflict when it advised Plaintiff’s counsel that “you do have
to get in there with what the numbers would be under the old formula.” (Doc. 53 at
29:15-16).

Even if measured against the 1998 formula, Proposition 123's distributions do not
exceed the distributions already authorized by Congress. Thus, Proposition 123 does not
conflict with the Enabling Act, and without such a conflict, the Court cannot find
preemption.

Nor can Plaintiff hypothesize that Proposition 123’ s distributions might someday
exceed the distributions authorized under the 1998 formula (after burning through the
$520 million cushion described above). In essence, the problem is one of ripeness—as of
today, no conflict exists, and the only basis for finding such a conflict would be
speculation that the Proposition 123 distribution could possibly violate the Enabling Act
at some indeterminate point in the future. Thisisfar short of the “actual conflict”
necessary to invalidate a provision of the Arizona Constitution.

Counsel for Plaintiff seemed to recognize that fact at the status conference,
indicating that he “would be satisfied if they said they were abiding by the 1999 way of
calculating it for this current fiscal year.” (Doc. 53 at 23:4-6). Asshown above,

Proposition 123 does, indeed, distribute money from the permanent fund in amounts that

10676.1.1102683.4 9 3/15/2017
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are consistent with the 1998 formula approved by Congress. Thus, there isno conflict
between Proposition 123 and the Enabling Act.

V. EVENIFTHE COURT FINDSTHAT PROPOSITION 123 MIGHT
SOMEDAY VIOLATE THE ENABLING ACT, THERE ISCURRENTLY
NO BASISFOR GRANTING EQUITABLE RELIEF.

“The scope of injunctive relief is dictated by the extent of the violation
established.” Armstrong v. Schwarzenegger, 622 F.3d 1058, 1072 (9™ Cir. 2010)
(quoting Lewisv. Casey, 518 U.S. 343, 360 (1996)). Without aviolation, there cannot be
aninjunction. An*“overly broad” injunction is an abuse of discretion. U.S. v. AMC
Entertainment, 549 F.3d 760, 768 (9th Cir. 2008).

Here, there is ssmply nothing to enjoin. Again, the Court has noted that “the
measure of relief granted” would necessarily rest upon comparing current distributions
with “what the withdrawal would be under the old formula.” As shown above,
Proposition 123’ s distributions are entirely consistent with the 1998 formula authorized
by Congress. And even if the Proposition 123 distribution exceeds that of the 1998
formula, the Enabling Act cannot be violated until the $520 million in banked earningsis
exhausted. No injunction should issue against Proposition 123.

Moreover, even if the Court concludes that Proposition 123’ s distributions exceed
that authorized by Congress, the correct remedy would not be an order enjoining
Proposition 123 in toto, as Plaintiff seeks. Such an order would result in the distribution
dropping back to the 2.5% payout under Proposition 118, which would inflict profound
harm on Arizona s schools and students. (See Doc. 77-1 at Ex. B-G). Rather, the correct
remedy would be to enjoin Proposition 123’ s distribution only to the extent that it
exceeds the payout permitted by the 1998 formula approved by Congress. See Dalton v.
Little Rock Family Planning Servs., 516 U.S. 474, 476 (1996) (in any conflict preemption
case, state law is “displaced only to the extent that it actually conflicts with federal law”
(quotation omitted)).

10676.1.1102683.4 10 3/15/2017




© 00 N oo o M W N PP

N NN N NNDNR R P R R R R P B
O 00 R W N P O © 0 N O 0 w N P O

Case 2:16-cv-01538-NVW Document 92 Filed 03/15/17 Page 11 of 13

V. CONCLUSION

Amici join the able arguments of the defendants on the issues of standing, whether
Plaintiff has stated a cause of action, and the merits (should the Court reach the issue).
The arithmetic called for by the Court, however, demonstrates that Proposition 123 does
not distribute fundsin violation of the Enabling Act. The Court should therefore deny the
requested preliminary injunction and dismiss Plaintiff’s claims.

RESPECTFULLY SUBMITTED this_15" day of March 2017.

GAMMAGE & BURNHAM, P.L.C.

By _ ¢ Christopher L. Hering

Cameron C. Artigue

Grady Gammage, Jr.

Christopher L. Hering

Two North Central Avenue, 15" Floor

Phoenix, Arizona 85004

Attorneys for Amici Curiae Arizona
Education Association, Arizona School
Boards Association, and Arizona
Association of School Business Officials
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CERTIFICATE OF SERVICE

| hereby certify that on March 15, 2017, | electronically transmitted the attached

document to the Clerk’ s Office using the ECF System for filing and the transmittal of a

Notice of Electronic Filing was sent to the following ECF registrants:

Andrew S. Jacob

Leon B. Silver

GORDON & REESLLP

111 W Monroe $t., Ste. 1600
Phoenix, Arizona 85003-1736
gjacob@gordonrees.com
Attorneys for Plaintiff

Theodore B. Olson

Matthew D. McGill

GIBSON, DUNN & CRUTCHER, LLP
1050 Connecticut Avenue, N.W.
Washington, DC 20036-5306
tolson@gibsondunn.com

mmcgill @gibsondunn.com

Attorneys for Defendant Governor
Douglas A. Ducey
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Michael T. Liburdi

Kathryn Hackett King

OFFICE OF THE GOVERNOR
1700 W. Washington St.

Phoenix, Arizona 85007

mliburdi @az.gov

kking@az.gov

Attorneys for Defendant Governor
Douglas A. Ducey

Timothy J. Berg

Theresa Dwyer

Kevin M. Green

FENNEMORE CRAIG, PC
2394 East Camelback, Suite 600
Phoenix, Arizona 85016
kgreen@fclaw.com
tdwyer@fclaw.com
tberg@fclaw.com

Attorneys for Defendant Governor
Douglas A. Ducey
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SolicitorGenera @azag.gov
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Taylor C. Young

Robert A. Mandel
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Cameron C. Artigue #011376
Grady Gammage, Jr. #004552
Christopher L. Hering #028169
GAMMAGE & BURNHAM, P.L.C.

ATTORNEYSAT LAW
Two NORTH CENTRAL AVENUE
15TH FLOOR
PHOENIX, AZ 85004
TELEPHONE (602) 256-0566
FAX (602) 256-4475
EMAIL: CARTIGUE@GBLAW.COM

INTHE UNITED STATESDISTRICT COURT
FOR THE DISTRICT OF ARIZONA

Michadl Pierce;
Case No. CV-16-01538-PHX-NVW
Plaintiff,
DECLARATION OF

CHRISTOPHER L. HERING

V.

Douglas A. Ducey, in his capacity as
Governor of the State of Arizona, and the
State of Arizona,

Defendants

I, Christopher L. Hering, declare and state as follows:

1. | am an attorney at Gammage & Burnham, P.L.C. | have been licensed to
practice law in Arizona since 2010.

2. | performed the cal culations necessary to estimate the distribution that
would be allowed for FY 16-17 under the formula set forth in the 1998 amendment to
Article X, Section 7 of the Arizona Constitution. | performed this calculation in three
steps.

3. First, | averaged the permanent fund balance over the preceding five
complete fiscal years, using 11 reports issued by the State Treasurer to the Arizona Board
of Investment. These reports cover the period of June 30, 2011 to June 30, 2016. This

10676.1.1105571.1 3/15/2017
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calculation yielded a figure of $4.352 billion. Excerpts from the Treasurer’s reports and
supporting calculations are attached as Exhibit B to the brief.

4, Second, | calculated the rate of return on the permanent fund, net of
inflation. | obtained the five-year trailing rate of return on the permanent fund as of June
30, 2016, which was 8.39%. | then calculated the average annual inflation rate between
2011 and 2016, as required by the 1998 formula, using GDP Price Deflator data
published by the Federal Reserve Bank of St. Louis, which yielded 1.57%. Supporting
data are attached as Exhibit D to the brief. Accordingly, the rate of return is 6.82%
(8.39% - 1.57%)).

5. Finally, I multiplied the average permanent fund balance ($4.352 hillion)
by the fund’ s rate of return (6.82%) to obtain the distribution alowed under the 1998
formula, or $296,806,400.

6. | also performed the cal cul ations necessary to estimate the “cushion” of
earnings authorized for distribution that were retained in the permanent fund for fiscal
years 2012-2013, 2013-2014, and 2014-2015. To arrive at this number, | calculated the
distributions authorized by the 1998 formulafor each fiscal year, and then subtracted the
amount actually distributed (as reported by the State Treasurer), the difference
representing earnings retained in the permanent fund. This calculation proceeded as
follows.

7. | obtained the trailing five-year rate of return earned by the permanent fund,
as reported by the State Treasurer, for each fiscal year. | then estimated the permanent
fund’ s average monthly balance by dividing the amount distributed by 2.5%, the
distribution made at that time under Proposition 118.1 Using the average rate of return

1 Proposition 118 called for a flat annual distribution of 2.5% of the average monthly
balance of the permanent fund over the preceding five calendar years. The 1998

10676.1.1105571.1 2 3/15/2017
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and average monthly balance, I calculated the distribution authorized by the 1998
formula for each fiscal year and then subtracted the amount actually distributed. My
calculations (including a formula sheet generated by Microsoft Excel) and supporting
data are attached as Exhibit G to the brief.

8. I declare under penalty of perjury under the laws of the United States that
the foregoing is true and correct.

DATED this {${), day of March, 2017.

Coe m?\\

Christopher L/Hermg

formula’s base is somewhat different in that the average monthly balance is calculated

over the last five complete fiscal years.

10676.1.1105571.1 i 3 3/15/2017
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| B

| C

Calculation of Average Permanent Fund Balance, 2011-2016

A
1
2 |  Report Date
3 07/21/11
4|  o01/24/12
5  07/24/12
6|  01/22/13
7|  07/23/13
8|  01/27/14
9 ~ 07/29/14
10 101/27/15
11 - 07/23/15
12 01/26/16
13 07/28/16
14 -
15| Sum
16| Average Balance

Date of Fund Balainicﬁe

Fund Balance

- 06/30/11
12/31/11
06/30/12
12/31/12
06/30/13
12/31/13
06/30/14
- 12/31/14
~ 06/30/15
- 12/31/15
06/30/16

3,286,677,025.16
$ 3,236,287,161.94
$  3,524,636,632.72
$  3,753,669,846.98
$  4,149,353,783.20
> 4590,580,998.57
$
$
$
$
$

s
~ 4,868,539,602.00
- 5,057,604,914.00
~ 5,169,839,062.00

5,070,937,007.00
5,166,747,084.00

$  47,874,873,117.57

E 4,352,261,192.51
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A

B

| C

Calgtﬂatiog of Average Permanent Fund galaqgg, 2011-2016

40745
40932
41114
41296

V0[N |V |WIN|=

[
o

[EEN
=

=
N

=
w

=
S

=
(9]

=
[e)]

41478
41666
41849
42031
AZE0E
42395

42579

Average Balance

Sum

RegortEgte

Date of FurLd Bﬂance B

40724

40908

41090
41274
SRS
41639

41820

_[32004

- 42185
42369

axss1

5070937007
5166747084

- Fuqc! Baiance ;

3286677025.16

3236287161.94

3524636632.72
3753669846.&8

4868539602
5057604914
5169839062

=SUM(C3:C13)
=C15/11

4149353783.2
4590580998.57
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A | B C

1 FRED D Graph Observations B

2 _|Federal Reserve Economic Data L o
3 |Link: https://fred.stiouisfed. org - o

4 |Help: https: /ffred.stlouisfed. org/help—faq o o B
5 _|Economic Research Division B B
6 Federal Reserve Bank of St. Louis R -

7

8 |GDPDEF o Gross Domestic Product: Impllmt Price Deflator,

9 Index 2009 100, Quarterly, Seasonally Adjusted
10

11 [Frequency: Quarterly - - o B
12 |observation_date ~ GDPDEF -

13 2011-07-01 . 103.768 ) -
14 2011-10-01 - 103.917 ) -
15 - 2012-01-01 ~ 104.466 B

16 o 2012-04-01 ~104.943 B

17 ~2012-07-01 105.508 -
18] - 2012-10-01 105935 o

19| 2013-01-01 106349 -

20 ~ 2013-04-01 106.570 -

21 20130700 107.084 o -

22 2013-10-01 107.636 -

23 2014-01-01 108.117 B B

24 ~ 2014-04-01 ~ 108.709 o

25 2014-07-01 109.165 -
26 ~ 2014-10-01 109.300 o

27 2015-01-01 ) 109310 B -
28 ~ 2015-04-01 - 109.919 -
29 ~ 2015-07-01 - - 110.253 -

30 ~ 2015-10-01 110504 ) -
31 ~ 2016-01-01 110.630 -
32  2016-04-01 - 111.258 -

33 2016-07-01 ~ 111.648
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State Treasurer's Report

January 24, 2017
Page 33
EARNINGS DISTRIBUTED
ENDOWMENT FUNDS
DECEMBER 2016
Distributed in Current Month
Fiscal Fiscal
Recipient DECEMBER 2016 YTD 16/17 YTD 15/16
101 A & M Colleges $62,695 $376,170 $125,946
102 State Hospital 39,692 238,152 78,092
103 Leg., Exec., & Jud. 51,413 308,478 102,697
104 Military Institute 3,456 20,736 6,994
105 Miners Hospital 126,965 761,790 235,863
107 Normal School ASU/NAU 23,855 143,130 46,493
108 Penitentiaries 85,542 513,252 164,193
109 Permanent Common School 22,463,210 134,779,261 43,592,607
110 School for Deaf & Blind 33,142 198,854 65,572
111 School of Mines 70,914 425,484 142,384
112 State Charitable-Pioneers Home 346,473 2,078,837 690,966
112 State Charitable-Corrections 173,236 1,039,419 345,483
112 State Charitable-Youth Treatment 173,236 1,039,419 345,483
113 University Fund 122,961 737,764 241,841
114 U of A Land - 1881 384,475 2,306,852 700,768

Total $24,161,266 $144,967,597 $46,885,381
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State Treasurer's Report

July 23, 2013
EARNINGS DISTRIBUTED Page 22
ENDOWMENT FUNDS
JUNE 2013
Distributed in Current Month
Fiscal Fiscal

Recipient JUNE 2013 YTD 12/13 YTD 11/12
101 A & M Colleges $20,921 $209,066 $264,320
102  State Hospital $11,675 $118,691 $146,483
103  Leg., Exec., & Jud. $16,128 $167,816 $216,960
104  Military Institute $1,102 $11,771 $15,388
105  Miners Hospital $26,407 $282,856 $350,474
107 Normal School ASU/NAU $6,714 $70,689 $90,281
108  Penitentiaries $14,477 $224,062 $347,261
109  Permanent Common School $5,946,675 $62,417,775 $77,832,917
110 School for Deaf & Blind $9,557 $101,606 $129,625
111  School of Mines $23,029 $235,446 $299,966
112  State Charitable-Pioneers Home $117,452 $1,135,902 $1,362,866
112 State Charitable-Corrections $58,726 $567,951 $681,433
112 State Charitable-Youth Treatment $58,726 $567,951 $681,433
113 University Fund $36,995 $380,613 $479,020
114 U of A Land - 1881 $88,895 $881,688 $1,023,757

Total $6,437,479 $67,373,885 $83,922,184

Posted in USAS in current month
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State Treasurer's Report

July 29, 2014
EARNINGS DISTRIBUTED Page 35
ENDOWMENT FUNDS
JUNE 2014
Distributed in Current Month
Fiscal Fiscal

Recipient JUNE 2014 YTD 13/14 YTD 12/13
101 A & M Colleges $17,813 $213,753 $209,066
102  State Hospital $10,553 $126,639 $118,691
103 Leg., Exec., & Jud. $14,367 $172,401 $167.816
104  Military Institute $1,003 $12,041 $11,771
105  Miners Hospital $27,751 $333,014 $282,856
107 Normal School ASU/NAU $6,218 $74,618 $70,689
108  Penitentiaries $20,501 $246,012 $224,062
109 Permanent Common School $5,648,484 $67,781,808 $62,417,775
110 School for Deaf & Blind $8,889 $106,667 $101,606
111  School of Mines $20,138 $241,653 $235,446
112 State Charitable-Pioneers Home $98,076 $1,176,917 $1,135,902
112 State Charitable-Corrections $49,038 $588,459 $567,951
112 State Charitable-Youth Treatment $49,038 $588,459 $567,951
113 University Fund $33,169 $398,034 $380,613
114 U of A Land - 1881 $81,012 $972,149 $881,688

Total $6,086,052 $73,032,624 $67,373,885

Posted in USAS in current month
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State Treasurer's Report

July 23, 2015
EARNINGS DISTRIBUTED Page 33
ENDOWMENT FUNDS
JUNE 2015
Distributed in Current Month
Fiscal Fiscal

Recipient JUNE 2015 YTD 14/15 YTD 13/14

101 A & M Colleges $18,997 $227,961 $213,753
102  State Hospital $11,534 $138,412 $126,639
103 Leg., Exec., & Jud. $15,436 $185,230 $172,401
104  Military Institute $1,065 $12,784 $12,041
105  Miners Hospital $32,415 $388,978 $333,014
107  Normal School ASU/NAU $6,839 $82,066 $74,618
108  Penitentiaries $23,538 $282,456 $246,012
109  Permanent Common School $6,332,035 $75,984,425 $67,781,808
110 School for Deaf & Blind $9,692 $116,300 $106,667
111 School of Mines $21,500 $257,994 $241,653
112 State Charitable-Pioneers Home $103,941 $1,247,286 $1,176,917
112  State Charitable-Corrections $51,970 $623,643 $588,459
112 State Charitable-Youth Treatment $51,970 $623,643 $588,459
113 University Fund $35,752 $429,026 $398,034
114 Uof A Land - 1881 $94,102 $1,129,225 $972,149

Total $6,810,786 $81,729,431 $73,032,624

Posted in USAS in current month
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EXECUTIVE SUMMARY

ARIZONA'S PERMANENT ENDOWMENT TRUST FUND operates like any
endowment and can be analyzed through the lens of financial economics to answer questions
about performance, payout ratios, and best practice. By applying financial theory to Arizona’s
Permanent Fund, insights can be gleaned on contemporary policy debates, both in Arizona
and across America’s western states. Endowment policies across the different states are
uneven, unpredictable, and not consistent with the stable, formulaic payout approaches
recommended by literatures in portfolio theory and finance.

Among western states, Arizona’s quite conservative approach to land holdings and also its
large, $5.2 billion portfolio of assets is not unique. Other states are similarly well endowed on
the one hand and cautious with their holdings on the other. But their extreme conservatism
has come at a price for current beneficiaries and from the standpoint of “intergenerational
equity™: if a guiding principle of a trust is to assure all generations of beneficiaries equal and
fair treatment, extreme endowment conservatism could, in fact, be harming current genera-
tions for the sake of future beneficiaries. We seldom see the opposite of “intergenerational

theft”—something we might call intergenerational thrift—in the policy world, but there is

Published by the Center for the Study of Economic Liberty at Arizona State University
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evidence of significant asset hoarding and a bias against
current beneficiaries in some of the approaches being
taken by permanent funds, including Arizonass.

The following report examines Arizona’s Permanent
Endowment Fund management and assesses the endow-
ment’s trajectory under multiple scenarios and also tries
to make sense of current payouts when certain economic
and ethical considerations are made. Overall, the report
reaches the following conclusions:

1. Thanks to land sales and investment returns,

the Arizona Permanent Fund has been growing
rapidly in market value and significant evidence
of asset hoarding (i.e., sale proceeds and returns
minus payouts) is present.

2. While Arizona’s 2.5 percent payout rule, which
became law in 2012 thanks to Proposition 118,
was an improvement in payout rates compared
to previous periods, it is not nearly as aggressive
as other states and falls well short of the 4 to 5
percent of endowment rates used by most uni-
versity and private endowments.

3. 'There is room for a more aggressive endowment
payout strategy, and under conservative rate of
return assumptions, Governor Doug Ducey’s
10 percent/5 percent recommendation would,
in 2026, leave the Permanent Endowment Fund
(in real terms) with the same market value as
today but pay out nearly $3 billion more to ben-
eficiaries.

4. When future economic growth and productivity
assumptions are made, intergenerational equity
considerations imply that endowment policies
should be more aggressive in the present. More-
over, since payouts over the past 10 years have
lagged the 2.5 percent rule by nearly half, an
ethical argument can be made that fairness im-
plies even more aggressive payouts should occur

now to correct for a recent injustice.

“Don’t save too much.”

— Quote attributed to Milton Friedman'

INTRODUCTION

State land trusts in the west are familiar to policymak-
ers, yet their purpose is seldom questioned and the average
citizen has no clue what role trusts play in their states. In
fact, many residents believe the role of land trusts is to
conserve lands for environmental and recreational purpos-
es. Bug, in fact, conservation should play no direct role in
the allocation decisions of state land trusts—the Arizona
State Land Trust included—because the lands concepru-
ally and, in fact, belong to and are intended for the maxi-
mum benefit of the various beneficiary groups outlined on
the documents governing state land trusts.

As described in the Enabling Acts and constitutional
provisions, the Arizona State Land Trust exists for the sole
purpose of maximizing value for 13 beneficiary groups,
which can collectively be thought of as educational stake-
holders (K-12 and higher education). The trust status and
the focus on the beneficiaries means land trust holdings
cannot be sold below market value and/or swapped for
preservationist purposes. Also, when the language of maxi-
mizing benefit to beneficiaries is kept in mind, holding the
land for any purpose that deviates from maximum benefit
to trust beneficiaries—conservationism, for example—is
in violation of the trust’s constitutional mandate, which is
to maximize benefits to trust beneficiaries.

Throughout the West, state land trusts maintain
large permanent funds and spin off some percentage of
the permanent fund assets to designated beneficiaries, of-
ten public schools. In Nevada, for example, the state land
trust once controlled 2.7 million acres but has divested
its land holdings down to just 3,000 acres.” The sale pro-
ceeds have gone into a Permanent School Fund, which
has a market value of $316 million and distributed $2
million to public schools in Fiscal Year 2012.° California

also has divested most of its 5.5 million acres of land and

October 7,2015 No.2015-02



Case 2:16-cv-01538-NVW Document 92-2 Filed 03/15/17 Page 19 of 52

Center for the Study of Economic Liberty Policy Report

holds just 468,600 surface acres in trust. But a large frac- Issues related to the state’s Permanent Fund manage-

tion of the revenues from California’s State Land Trust
have been loaned to the California General Fund.

The Arizona State Land Trust holds 9.2 million
acres in its portfolio (from an original total of 10.9 mil-
lion acres). The sales of land are, by law, transferred to
a Permanent Fund, which contains more than $5 bil-
lion of stocks, bonds, and other assets. The Permanent
Fund functions as an endowment paying out a stream
of annual payments to a group of 13 named land trust
beneficiaries.* In Fiscal Year 2014, the total endowment
distribution was $73 million.’

The distinctive character of land trusts emerges when
we contrast their balance sheet with other government
entities and businesses. The typical government agency is
financed through a combination of annual state appro-
priations and borrowing to support capital needs. Total
state and local debt in Arizona totals more than $40 bil-
lion, which is about 13 percent of our annual state gross
domestic product of $284 billion.®

The Arizona State Land Trust, in contrast, operates
on a large capital surplus. The trust’s personnel services
are paid for by a separate annual appropriation;” it has
more than $5 billion in the Permanent Fund; and it
holds another 9.2 million acres of land, which generates
some cash flow to beneficiaries from leasing activity but
holds a potential untapped value of $70 billion or more.®
Compared to any household or other government entity,
there is a reasonable question to ask of our state land
trust: why sit on such a large stock of assets and why aim
for a steady accumulation of funds?

This paper focuses on the financial behavior of land
trusts, where the practice of operating with a substantial
pool of resources is familiar and well established across
different western states. Furthermore, while the analysis
focuses on the case of Arizona, the main arguments be-

ing made have broader implications for policies affecting

state pensions, natural resource funds, and other forms of

pooled public assets.

ment, endowment policy, and optimal land holdings
have artracted recent media coverage,’ and the debate
forces us to dig deep into our theories of finance and
endowment policy to evaluate optimal state policy. And,
once one starts digging into the management of state
land trusts across the west, many more questions emerge.
For example, why are state land trusts sitting on 9 mil-
lion acres of land in Arizona, while Nevada has divested
nearly all of its state land holdings?'?

Endowment distribution formulas also vary across
land trusts. In North Dakota, for example, distribu-
tions have ranged from 3.5 percent to almost 8 percent
over the past eight years."" In New Mexico, beneficiaries
receive a standard 5 percent return on Permanent Fund
assets each year, which amounts to approximately $550
million on their $10 billion-plus endowment.'? In Or-
egon, where nearly 80 percent of original state lands
have been divested, about 3.5 percent ($50.8 million)
of the Common School Fund’s $1.45 billion in assets
were returned to K-12 Public Education in calendar

year 2014." But in Utah' and Arizona, distributions

The Arizona State Land Trust
operates on a large capital
surplus. Why sit on such a large
stock of assets and why aim for a
steady accumulation of funds?

have ranged between 1.4 and 2.5 percent of Permanent
Fund assets over the past 10 years. Which policies are
correct—North Dakota’s or Arizona's—and what are the
consequences for beneficiaries of one approach versus
another?

At present, the rules being followed across different
state land trusts are case by case, somewhat opaque and
haphazard, and there are no unifying rules restricting

growth in the permanent fund or demanding slower or

October 7,2015 No.2015-02
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more rapid distributions. Such questions cannot begin to
be addressed without more research, and a closer analysis
of state land trust endowment policies and land sales

policies can help us understand best practices across the

states as we aim to improve public policy.

Il. THE VARYING ENDOWMENT POLICIES OF
STATE LAND TRUSTS

Arizonans are directly and indirectly holders of some
of the most and least valuable land in the United States.
The state’s residents are (partial) indirect holders of gems
like the Grand Canyon and Sedona, and they benefit
from millions of acres of national forest land in areas like
Tonto National Forest and wildlife refuges like Buenos
Aires National Wildlife Refuge. Arizonans are also di-
rect, private owners of 18.2 percent of all lands in the
state. All told, 59.7 million acres of Arizona’s 73 million
acres of land are owned by local, state, or federal govern-
ments.'> Most of the private land is located in the cities
of Phoenix and Tucson, with large patches of private
land also located in the southeast corner of the state and
in the city of Yuma.'®

Like other western states, Arizona is a “federal
state”: the Bureau of Land Management (12.2 million
acres), US Forest Service (11.3 million acres), Depart-
ment of Defense (3 million acres), the National Park
Service (2.6 million acres), and the Fish and Wildlife
Service (1.7 million acres) control 42.1 percent of all
land in Arizona. Indian reservations comprise another
large fraction of Arizona’s total, and the Arizona State
Land Trust takes another 12.7 percent of land out of
private hands.'”

While the federal land holdings are, in many respects,
beyond the control of state lawmakers, the Arizona State
Land Trust’s 9.2 million acres of holdings are under the
purview of state lawmakers and, furthermore, bound by
Enabling Acts within the constitution, which designate

the lands be used for the maximum benefit of the 13 des-

ignated beneficiary groups (largely educational).'®

Through the sale of lands and revenue from leasing
of surface and subsurface acres, the Arizona State Land
Trust has grown its Permanent Fund to a portfolio of
more than $5 billion in assets today. The rising market
value of the Permanent Fund has come, in part, thanks
to legislation allowing 60 percent of fund assets to be
invested in equities. Like other land trusts, the Arizona
State Land Department has a tremendous amount of
flexibility over leasing rights, divestments, and portfolio
accumulation. Revenues from leasing are typically paid
out directly to beneficiaries as cash flow; meanwhile, pro-
ceeds from sales, which have averaged about $200 mil-
lion per year over the past 10 years are designated for the
Permanent Fund.

But what is the appropriate balance between saving
the full amount, paying out 2 percent, paying 4 percent,
or spending a lot more in the present? We have little in
the way of academic research related to state land trusts
to guide us.

By functioning as a form of public saving, and by
shifting dollars to future use instead of using them in the
present, taxes to fund current beneficiary needs—sales
taxes, property taxes, and income taxes—are higher than

they would be if funds added to the Permanent Fund from

The Arizona State Land Trust has
grown its Permanent Fund to a
portfolio of more than $5 billion
in assets today.

land sales were directly paid out. The basic accounting re-
alities are as follows: a dollar not used on K-12 education
today is a dollar less for current beneficiaries. In theory, the
dollar saved will provide more benefits in the future and
provide some tax relief to future Arizonans. But why back-
load the benefits—to beneficiaries and taxpayers—of the
trust? And what assumptions should we apply when at-

tempting to evaluate the optimal distribution rate through
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time? Was the 1.4 percent average rate of the previous 10
years optimal? Or is the 2.5 percent rate now governing
payouts the right one? Or is the 4 to 5 percent rate, which
is standard for university endowments, the best option?
Perhaps it is some other rate like North Dakota’s.

A large literature on public pension policy exists,
and literatures on endowment policy and “life cycle con-

sumption”!

? are also useful in thinking through optimal
Permanent Fund policies. But even in the above academ-
ic literature, much research is focused on narrow ques-
tions related to the appropriate discounting of pension
liabilities, optimal portfolio allocations, the effect of taxes
on decisions, and social welfare theory.?® Another related
literature focuses on the appropriate assumptions public
pensions make when it comes to investment returns and
forecasting future expenses. But on questions of the ap-
propriate spending rule on pooled assets—whether they
be endowments, land trusts, or public pensions—there is

little guidance beyond simple rules encouraging trustees

to spend less than the real rate of return on investments.

ill. HOW MUCH DOES EACH GENERATION
MATTER?

‘While citizens are, in most cases, unaware of the
market value of their state land trust endowment, state
treasury offices and many lawmakers are aware of the
endowment value and also know how much the land
trusts—thanks to land sales and compounding returns—
have accumulated in value over time. Questions about
whether or not the Permanent Fund is performing as well
as possible in advancing the interests of its beneficiaries are
seldom asked, and the default response to any suggestion

of change seems to fall back on arguments about fiduciary

responsibility and original constitutional intent.

A. INTERGENERATIONAL EQUITY?!
“Intergenerational equity” is often used as an argu-
ment against change to many different policies at the

state and national level. The argument goes as follows:

to guarantee all future generations no advantage or
disadvantage over current beneficiaries, an entitlement
program’s purchasing power must remain constant over
time. Thus, programs like Social Security at the national
level have fallen prey to “intergenerational theft” because
the current generation is reaping disproportionate ben-

efits to future generations.

In theory, a dollar saved for the
Permanent Fund will provide
more benefits in the future and
provide some tax relief to future
Arizonans. But why backload the
benefits of the trust?

In the case of Arizona’s Permanent Endowment
Fund, intergenerational equity proponents would, as
a first cut, recommend an endowment’s purchasing
power remain constant over time. The typical approach
to maintaining intergenerational equity is to follow a
percentage-based spending policy rule (e.g., 2.5 percent
spending into perpetuity). The rule assures a certain per-
centage of the endowment is paid to beneficiaries at each
moment in time and has the appearance of equal pay-
ments across generations. A rule-based policy—so long
as it is below the real rate of return—assures preservation
of principle and, under normal circumstances, allows for
a slow, steady increase in the endowment and also in the
overall (nominal) size of payouts for each generation.

'The equal percentage spending policy across all gen-
erations rests on shaky empirical and ethical foundations,
however. Under any positive economic growth scenario,
future generations are going to live far better than the
current generation. According to the US Census Bureau,
the median household income for the typical Arizona
family (2009-2013) is about $50,000. On the conserva-
tive assumption US real per capita income manages to

grow at just 1.5 percent per year in the future, in about

October 7,2015 No.2015-02



Case 2:16-cv-01538-NVW Document 92-2 Filed 03/15/17 Page 22 of 52

Center for the Study of Economic Liberty Policy Report

600 years the average Arizona family will have an income
of more than $2 million per day!*? If the US economy,
meanwhile, achieves the 4 percent real economic growth
we enjoyed during some of the 1990s, the average US
household would have incomes of $1.6 million in less
than 100 years. In other words, future generations of
Arizonans—under any positive growth scenario—stand
to live much better than today’s Arizonans. Scores of
economic data and concrete evidence support a basic
economic point: Americans today are living better than
Americans 50 or 100 or 200 years ago, and our best
guess for Americans of the future is more progress.

With any positive economic growth, then, the 13
beneficiary groups protected by the Permanent Fund will
be more prosperous than today and also better off than
generations prior to today. And any time the Permanent
Fund administrators defer payments to future beneficia-
ries over current ones, they are taking from a relatively
poor generation (i.e., Arizonans living in the present)
and rewarding our relatively rich descendants (i.c., future
Arizonans). Thus, arguments about assuring everyone
their fair share across generations by basing trust payouts
on set percentage rules confront a fundamental flaw: the
payments, if anything, should be biased towards more
benefits now and lower payouts later, but, in fact, just
the opposite seems to be occurring. While the future
is uncertain, and while there is a case to be made for
approaching future economic growth rates with some
caution, almost every economic forecast predicts better
living standards and higher incomes in the future, which
means more dollars should be allocated to the (relatively)
poorest generations (i.e., the most current generations).

In addition to thinking about future economic growth

prospects and the possibility of future generations of

The payments should be biased
towards more benefits now and
lower payouts later, but just the
opposite seems to be occurring.

Arizonans living much better than current ones, there’s a
reparations argument to consider when we look back at
the past 10 years of Permanent Fund payouts: the most
recent generation of beneficiaries has suffered massive
intergenerational inequities at the hands of the United
States” Great Recession and also thanks to sporadic,
unpredictable payouts that resulted from complicated,
overly conservative formulas, which will be discussed fur-

ther in Section IV.

B. UNCERTAINTIES ABOUT FUTURE LAND VALUES AND
FUTURE TECHNOLOGIES

In current discussions about Arizona’s state land trust
and the Permanent Fund, the prospect of future land
sales, which totaled just 5,774 acres in the 2014 Annual
Report, are set aside because the proceeds are not to be
touched and must be guaranteed to the Permanent Fund.
While the required return of land sales to the Permanent
Fund is outlined under the state constitution, it never-
theless makes sense to (1) account for lands being held
by the trust because they are a potential future asset; and
(2) consider land trust endowment policy across genera-
tions. If future land sales are foreseeable, they should
be included in any long-term endowment policy plan
designed to treat each generation with fairness. Ignoring
the potential sales is equivalent to ignoring investment
return information, and the larger the expected value of
future sales—in the ballpark of $70 billion at the mo-
ment—the more aggressive we should be with our en-
dowment payouts in the present.

In addition, there are other risks associated with ac-
cumulating funds in the Permanent Fund for spending
in the future. Suppose the productivity of our benefi-
ciaries—take K-12 education as an example—increases
in the future. Higher productivity would mean each
dollar distributed from the Permanent Fund has higher
impact in the future than in the present. But K-12
productivity is not guaranteed to rise and could, in
fact, decrease in the future. In the future, demand for

education may shift more to private schools and home
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schooling, for example. Or changes in educational tech-
nology may make other forms of education—forms not
covered in the original state land trust—more effective
and attractive. Such risks, which are unknowable but not

unimaginable, provide added reason to spend more out

of the Permanent Fund now rather than in the future.

C.RISING COSTS

Educational costs have been rising over time, which
means each Permanent Fund dollar distributed is having
less impact than it had during periods of more inexpen-
sive educational production. Forecasts of future educa-
tional costs—for K-12 and higher education—predict
more increases in cost, since productivity increases are
slow to occur and the industry is often slow to adapt to
disruptive innovations. As the costs of education rise,
and if the Permanent Fund’s current market value of
$5.2 billion were held constant, the income being spun
off would finance an ever-decreasing fraction of educa-
tional expenses. As such, some argue that the real value
of the Permanent Fund must be increased over time (by
spending less now) to assure the amount of real income
being spent at least covers a constant fraction of educa-
tional costs.

But such thinking contradicts basic economic and fi-
nancial prudence: if education in future generations will
be more costly, then why not consume more of it today
when it is cheaper and, perhaps, drive up our consump-
tion of a (relatively) cheap product at a time when it is
(relatively) cheap? To do so is to act as a prudent investor.
Some believe education costs will fall thanks to major in-
novations and technological disruptions, but if the recent

past is any predictor, rising costs point to spending more

now to avoid less money per dollar in the future.

D. STATE COMPETENCE AND FUTURE PREDATION

An implicit and sometimes articulated argument for
protecting the Permanent Fund from any changes to its
endowment policy is the relatively low current level of

educational spending occurring in Arizona. Spending

per K-12 pupil in Arizona is often at or near the bot-
tom of national rankings, and without the Permanent
Fund’s payouts, spending would be even lower. Thus, the
Permanent Fund cannot be raided for education today
because in the near future educational spending would

be even lower.

If education in future generations
will be more costly, then why not
consume more of it today when it
is cheaper?

The logic, in other words, suggests the Permanent
Fund plays the partial role of a fail-safe for educational
funding. Such thinking, of course, is problematic because
it shifts the state land trust into the realm of politics and
policy, which is quite different from a narrow focus on
maximizing the benefits to its beneficiaries. While state
lawmakers can employ a number of different reforms to
support and advance the interests of the 13 beneficiary
groups covered by the Permanent Fund (e.g., expand
school choice, increase educational appropriations, etc.),
basing Permanent Fund policies and distributions off of
anything occurring in the many other channels of state

government is quite problematic.

E. INVESTMENT RETURNSVS. HUMAN CAPITAL RETURNS
One final point is deserving of attention. The Ari-
zona State Land Trust’s distributions are driven by land
sales, leasing, investment returns, and complicated for-
mulas. As such, their mandate of helping beneficiaries is
sometimes opaque and limited: under current law, they
cannot sell lands and then make an immediate distribu-
tion of all proceeds to beneficiaries. Instead, the cash
from sales must go to the Permanent Fund and some
percentage—2.5 percent at present—is paid out. Implicit
in the current 2.5 percent rule are incorrect assumptions

about current and future Arizonans and current and
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future investment returns. With their policies and low
payout rules, lawmakers and administrators are saying
investments in the Permanent Fund, which are a combi-
nation of stocks, bonds, and other holdings, have greater
value to Arizona than investments in people. And, as I
have highlighted in the sections above, to hold and ac-
cumulate assets with no regard for the cost of accumula-
tion, while perhaps defensible by the state constitution,
is still an unsound investment strategy.

The “opportunity cost” of keeping Permanent Fund
dollars locked up is fewer dollars invested in schools,
children, and teachers today. The role of the trust is not
to squirre]l money away, but rather to maximize benefits
to its beneficiaries. But even if we were to examine the
returns of assets locked away in the state land trust’s
endowment, it’s unclear that a 60/40 equity-bond al-
location is the best, most prudent, and highest returning
way to invest land trust assets. A large literature in labor
economics has found significant private and social ben-
efits from additional educational investments: for each
additional year of schooling, a person enjoys an average
increase in hourly earnings of between 8 and 13 percent.
Women enjoy higher returns per year of schooling than
men. Higher educational (i.e., college and university)
investments yield higher returns per year than K-12. The
evidence of high returns on investments in education is
vast and, perhaps, one of the most researched areas in all
of economics, and the consensus places point estimate
education returns at about 10 percent per added year of
schooling.”

Accumulating more funds in the Permanent Fund,
while driven in part by constitutional requirements, is
only worthwhile from an opportunity-cost standpoint
then, if the return to investments exceeds the return
from the highest valued alternative use of resources.
Since the historical return on a diverse portfolio of in-
vestments is, perhaps, as high as 8 percent, a strong case
can be made for an investment-based approach to the

Permanent Fund sinking far more dollars in children

and other beneficiary groups, rather than stocks and
bonds.

Again, the implicit assumption of state land trust
policies today is the following: investment dollars in
stocks and bonds yielding 8 percent average returns are
better investments than dollars spent educating an un-
dergraduate student for another year or investing in a
library addition, which according to many studies yield
returns in the 8 to 13 percent range. When evaluating re-
turns on investment—ifrom the standpoint of beneficia-
ries—it’s quite unclear that dollars in a trust are reaping

higher returns than dollars invested in human capital.

The role of the trust is not to
squirrel money away, but rather
to maximize benefits to its
beneficiaries.

IV. CURRENT DISTRIBUTION RATES

Most state land trusts use an official distribution
rule. The rules vary across states and also across univer-
sity and private endowments. Some base payouts on a
percentage of three year average returns; others only pay
out dividends and reinvest capitals; and many rely on
a fixed percentage of endowment value rule. The pay-
ment rates for public land trusts overall tend to be lower
than the payout rates governing university endowments,
which often set 4 to 5 percent of endowment rules as
their standard payout rate. Arizona’s mandated distribu-
tion under Proposition 118 (2012) is 2.5 percent of the
Endowment’s average market value over the past five
years, which means the Arizona State Land Trust was
obligated to distribute from the Permanent Fund assets
of $4.9 billion in Fiscal Year 2014 approximately $73
million to current beneficiaries. If the average Permanent
Fund assets over a five year period decline to $1 billion,
then the 2.5 percent spending rule limits distributions to
$25 million instead. Over the last 10 years, the Arizona

State Land Trust has grown from $1.3 billion in the
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Permanent Fund to $5.2 billion; forecasts are for contin-
ued growth through asset appreciation, land sales, and
leasing revenues.

In Table 1, we see the Arizona State Land Trust’s
Permanent Fund distributions for years 2004-2014 (in
constant 2010 dollars). In column 2, the value of the
Permanent Fund (in constant 2010 “real” dollars) is
provided; column 3 shows the amount of new receipts
added to the Permanent Fund through land sales and
other proceeds; column 4 shows the amounts expended
from the Permanent Fund via the State Treasurer’s
Formula (the distributions can be thought of and are
described as payouts from investments); and columns
5 and 6, dollar and percentage values, respectively (the
net expenditure from the Permanent Fund), are com-
puted as the amounts withdrawn less new amounts
added to the fund. Negative figures indicate more was
added to the fund than was withdrawn from it during
the year in question. As shown in column 6, the level
of net expenditures has fluctuated, though in every
year the Permanent Fund has been below the zero bar

for payouts and far, far below the standard 4.5 percent

TABLE |

“burn” rate recommended for endowments, which is a
common annual payout rate for university and private
endowments. Such rates preserve principal while giving
beneficiaries maximum cash flow.

The year 2010 is deserving of further discussion to
illustrate Arizona’s old payout rule, which based distribu-
tions on the average total rate of return of assets minus
inflation, versus the 2.5 percent rule. Under the old rule,
zero distributions were made in 2010. Had the State Trea-
surer and other Permanent Fund administrators already
been operating under Proposition 118, which established
a 2.5 percent of the fund’s average market five-year value,
more than $50 million would have instead been paid out.
A still safe rate of 4 percent would have meant an $85 mil-
lion distribution instead of the zero distribution that actu-
ally occurred. And rates like North Dakota’s occasional
rate of 7 or 8 percent would, of course, have meant more
than $150 million in 2010 payouts.

Figure 1 and Table 2 below illustrate the Permanent
Fund’s actual distributions from 2005-2014 compared
to the (nominal) payouts the Fund would have made

had a 2.5 percent payout or 4 percent payout rule been

Arizona Permanent Educational Fund, 2004-2014 (Figures in Millions of 2010 Dollars)

Permanent Fund

Value Receipts Added

@) 3)
2004 1,379 171.6
2005 1,793 306
2006 2,041 305.4
2007 2,510 203.8
2008 2,590 255
2009 2,223 144.9
2010 2,700 94.5
2011 3,187 117.5
2012 3,325 153.8
2013 3,828 223
2014 4,483 94.6

from Permanent

Distributions
Minus Receipts

Distributions
Col 5 as % of

Fund [Col 4 minus 3] Col 2
(4) (5) (6)
23.1 -148.5 -10.8%
29.7 -276.3 -15.4%
36.9 -268.5 -13.2%
372 -166.6 -6.6%
75.6 -179.4 -6.9%
60 -84.9 -3.8%
0 -94.5 -3.5%
16.9 -100.6 -3.2%
79.7 -74.1 -2.2%
62.9 -160.1 -4.2%
66.8 -27.8 -6%

Source: Arizona State Treasurer Annual Reports
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observed.?* While imprecise for several technical reasons One notable year in the Permanent Fund’s recent
(e.g.» a higher payout rule would have meant a few less history is 2010, when no distributions occurred: such
million dollars in the Permanent Fund in the early years treatment of the fund is inconsistent with best practice

and less compounded returns in the present)?, the table in trust policy, and it had the “double whammy” effect of
beneficiaries being hit hard by the financial crisis of 2008
and 2010 and then having the added effect of being

short-changed of approximately $50 million dollars. The

serves as a good approximation of what the Fund’s mar-
ket value and payouts would have looked like had still

safe distribution rules of 2.5 percent or 4 percent been ) . o
excessive conservatism carried into 2011 before a return
followed instead.

to normal distribution practice.

FIGURE | While touching the proceeds

Permanent Fund Payouts (Actual vs. 2.5 % and 4% Rule), 2004-2014 of land sales appears to be forbid-

160 den under the Arizona State Land
Trust’s Enabling Acts, the conserva-
140
#5Rale tive distribution policy on invest-
120 ment returns—paying a 1.6 percent
100 yield when Land Endowment values
80 , 2.5% Rule are averaged over the past 10 years
L7 / and pouring capital gains and sale
60 v 4 N\ / . .
y, receipts back into the Permanent
4 1 / : .
o et \ Fund—is evidence of asset hoard-
70 / Actual Payouts
/

\ A ing.?® As shown in Figure 2 below,

0 \v the cumulative effect of payouts
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

over the past 10 years has resulted

in just $473.5 million of (nominal)

TABLE 2
Actual Permanent Educational Fund Payouts vs. Alternatives (Figures in Millions)

distributions. Simple 2.5 percent or

4 percent rules would have resulted

Permanent . a1s
Fund Payouts 2.5 Percent 4 Percent in otal payouts of $516.3 million
(Nominal) Rule Rule (orange bar) and $826 million (gray
2005 26.5 26.45 42.32 bar) respectively.
2006 343 29.5 472 In Figure 3 and Table 3, a few
2007 35.6 34 54.4 different possibilities for the next 10
2008 75.9 4] 65.6
years of Permanent Fund manage-
2009 594 48.5 77.6 4. Read
S0 5 ST 5% ment are presented. Readers must
2011 175 59 944 keep in mind that the Permanent
2012 83.9 83.9 134.24 Fund grows through two different
2013 67.4 67.4 107.84 channels: (1) sale receipts from land,
2014 73 73 1168 and (2) investment returns poured
TOTAL 473.5 516.3 826 back into the fund. Land sales
Source: Arizona State Land Trust Annual Reports and author’s calculations assumptions are also made and are
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FIGURE 2
Total Actual Permanent Fund Payouts vs. 2.5% and 4% Rules,
2004-2014 (Figures in Millions)
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assumed to add to the Permanent Fund base at $150 mil-
lion per year. Finally, a 6 percent nominal return on Per-
manent Fund assets is assumed, which places the real rate
of return at 3.5 percent. Due to a lack of data, I assume as
my starting point a Permanent Fund value of 5.05 billion
for Fiscal Year 2015 and $5.2 billion for Fiscal Year 2016,
of which $150 million in land sales is added to Fiscal Year
2016 but $104.3 million in payouts made.

Under conservative assumptions about nominal re-
turns,”’ the Permanent Fund of 2026 will have a market
value close to $10 billion dollars (in 2026 dollars). Over
the 2015-2026 period, (nominal) payouts under the 2.5
percent rule will have exceeded $1.75 billion. No dimi-
nution in the Permanent Fund’s underlying value will
have occurred and far more resources—in real terms—
will be allocated to beneficiaries than the previous 10
years thanks to endowment growth and a more aggres-
sive 2.5 percent rule.

Figure 3 and Table 4 consider Governor Ducey’s pro-
posal to temporarily increase the Permanent Fund pay-
out ratio to 10 percent through 2021 and then 5 percent
through 2026 before resetting to 2.5 percent thereafter.

Based on all of the same assumptions as the previous

TABLE 3
Projected Permanent Educational Fund Payouts, 2015-2026
(Figures in Millions)

Year Rule (Nominal) Value (Nominal)
2015 92.5 5,050
2016 104.3 5,246
2017 114 5,596
2018 124.5 5,958
2019 133.8 6,331
2020 140.9 6,720
2021 149.3 7,124
2022 158.6 7,543
2023 168.4 7,977
2024 178.5 8,427
2025 189 8,894
2026 199.8 9,378
TOTAL 1,753.6 516.3

2.5% Payout

Permanent Fund

Source: Arizona State Treasurer’s Annual Report and author’s
calculations

examples, the Ducey proposal promises billions more to
current beneficiaries and comes close to keeping the Per-
manent Fund value at its current market value. If conser-
vative assumptions about investment returns (6 percent)
and land sales are on target, Governor Ducey’s proposal
delivers billions more to beneficiaries while keeping the
Permanent Fund no worse and no better—$5.4 billion
in 2026 assets—than today.

Some would, no doubt, say a deal promising $2.8
billion (nominal) more to education and other ben-
eficiaries between now and 2026, while preserving the
principal of a fund, is a deal worth taking, but this is
ultimately a normative question that must be deter-
mined, in part, by data but also by the arguments about
intergenerational equity, returns on investment, and the
future of education outlined above in Section III.

In Figure 4, year-by-year forecasts of the Permanent
Fund’s real value in 2026 under our current 2.5 per-
cent payout rule and also under Governor Ducey’s 10/5

distribution proposal are shown. Assuming a 6 percent
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FIGURE 3

2.5% Rule vs. Ducey Proposal, 2015-2026 (Figures in Millions of 2010 Dollars)
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TABLE 4
Projected Permanent Educational Fund Payouts, 2015-2026
(Figures in Millions)

Ducey 10/5
Payout Rule
(Nominal)

Permanent Fund
Value (Nominal)

2015 925 5050
2016 104.3 5245.7
2017 456 5254.442
2018 498 5221.70852
2019 535.2 5149.811031
2020 563.6 5045.199693
2021 597.2 4900.711675
2022 317.2 5027.554375
2023 336.8 5142.407638
2024 357 5243.952096
2025 378 5330.589222
2026 399.6 5400.824575
TOTAL 4635.4

Source: Author’s calculations

nominal rate of return, the Permanent Fund’s real value is,
of course, lower than the 2.5 percent rule, but the overall
endowment value in 2026 is in the ballpark of the endow-
ment’s current (real) value today in 2015. The red line
below, which is labeled “2.5% Hypothetical” asks readers
to consider an alternative endowment policy: Suppose the

endowment had been hit with an automatic, annual 2.5

percent rule back to 2004 on current
marker assets rather than using the in-
vestment returns payout method. What
would things look like today? Were we
to go back and apply the 2.5 percent
rule on distributions from 2004 all the

Ducey Plan )
R way to the present, and if we were to

assume 6 percent annual returns (with

2.5% Rule no financial crisis, etc.) and also assume
$150 million in annual sales, Governor
Ducey’s payout proposal now would
leave the Permanent Fund in an almost
identical place to where it would have
been under a 2.5 percent rule over 20
years. And, of course, the prior 10 years would have result-
ed in far more dollars to beneficiaries than the haphazard
payouts outlined in Figure 1 above.

In Figure 5, the difference in dollars paid out to ben-
eficiaries over the 2015-2026 period is presented. The Per-
manent Fund’s current endowment of $5.2 billion would
not be as high had a 2.5 percent rule been applied sooner,
and the difference in endowment values under a 2.5 per-
cent rule over 20 years versus Governor Ducey’s proposal
is just $50 million less than if we had been applying a
more aggressive rule—2.5 percent of current market val-
ue—sooner. In other words, had a simple and safe endow-
ment rule of 2.5 percent been applied a decade sooner,
the most recent generation of beneficiaries would not have
been withheld funds and, as a result, the current size of the
Permanent Fund would not be as large. The artificially low
payouts prior to the 2.5 percent rule was enacted in 2012
had the effect of growing the size of the Permanent Fund
to more than $5.2 billion, but it has meant hundreds of
millions less to beneficiaries as a result.

Of course, any adjustment to the return assumptions
in the above helps to further grow the Permanent En-
dowment Fund, and Governor Ducey’s total dollars paid
out would be amplified over the 6 percent assumption

made throughout the above analysis.
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FIGURE 4

Future (Real) Permanent Fund Value, 2015-2026 (Figures in Millions)
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FIGURE 5
Projected Permanent Fund Distributions, 2015-2026
(Figures in Millions)

5,000

4,500

4,000

3,500

3,000

2,500

2,000

1,500

1,000
500 |

0 b

2.5% Ducey Plan

V. DIVERSE REVENUE STREAMS AND
FINANCIAL SECURITY

The Arizona State Land Trust’s endowment policy—
prior to the introduction of the 2.5 percent distribution
rule—was haphazard, unpredictable, and too conserva-
tive. As stated in Section IV above, there is significant
evidence of asset hoarding, and even with a 2.5 percent
rule, there are many good reasons to be concerned about

an endowment policy out of line with best practice and

2024 2025 2026

biased towards future generations of
beneficiaries over the present genera-
tion.

The Permanent Fund’s consistent
bias in the direction of accumula-
tion and asset hoarding is somewhat
typical for endowments. In a study
focused on university endowment
policies from 1986 through 2009,
Brown, et al. (2013) found universi-
ties were often slow to adjust their
payout rates higher but often cut
their payouts after a poor performing
period. In other words, the behavior
of the Permanent Fund following the 2008 financial
crisis, while flawed from a fairness and “best practice”
standpoint is somewhat common when viewed through
the lens of how other endowments manage their spend-
ing rules.

Here's another possible reason for maintaining a
large Permanent Fund and growing it over time: fiscal
stability and greater financial security. As we saw in the
2008-2010 period, incomes may fall, unemployment
may rise, and state finances may weaken. With a large
Permanent Fund, financial shocks can be stabilized
somewhat through steady Permanent Fund distribu-
tions.”®

At a current market value of $5.2 billion, the Per-
manent Fund’s market value is about 60 percent of Ari-
zona’s total state budget and large enough to serve as a
significant financial buffer to state budget shocks. With a
2.5 percent distribution rate averaged over five years, the
Permanent Fund should distribute about $105 million
to beneficiaries, which comes close to the controversial
non-classroom K-12 spending cut of $123 million in
Arizona’s last budget.?’

There are, however, good reasons to be skeptical of
the Permanent Fund’s serving as a state entity aiming

at smoothing educational appropriations or assuring
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cash flow during tough budget periods. For one thing,
the evidence in Arizona’s case is just the opposite: the
Permanent Fund’s distribution policies have been pro-
cyclical rather than counter-cyclical with respect to state
budgets; they have, in other words, cut distributions in
tough budget years and expanded distributions as state
finances and the economy have improved. Thus, rather
than helping to diversify and stabilize state revenues, the
Permanent Fund acts as an accelerant in spending during
strong economic times and a near-absent partner during
recessions and severe crises.

Moreover, the spending rule of 2.5 percent, which
was an improvement over prior rules, inhibits any pos-
sibility of the Permanent Fund serving as a financial buf-
fer. Such a rule places the Permanent Fund on auto-pilot
(as it should be) and forces lawmakers to absorb budget

shocks through other channels.

The Permanent Fund’s policies
have been pro-cyclical rather
than counter-cyclical. They have
cut distributions in tough budget
years and expanded distributions
as state finances and the economy
have improved.

Arizona’s recent experience with the Permanent Land
Trust is a case study in mistaken endowment policy and
pretty compelling evidence against the “Permanent Fund
as stabilizer” thesis. The state’s financial difficulties of
2008 and thereafter crushed budgets, and Arizona is still
working to recover from the hard hits to housing and
finance. After a long period of state spending and rev-
enue growth, Arizona lawmakers were faced with cutting
budgets thanks to less revenue. Under a model where the
Permanent Fund payouts operated like an automatic sta-
bilizer, the budgetary shock would have been somewhat

buffered by predictable Permanent Fund distributions.

Instead, as we have discussed already, Permanent Fund

distributions dropped and even were skipped during the

deepest part of the crisis.

Vi. CONCLUSION

The arguments about the Permanent Fund’s endow-
ment policy have been brought front and center in Ari-
zona by Governor Doug Ducey’s 10/5 payout proposal,
which forces us to think about substantive questions
about what's best for all Arizonans—children, parents,
and taxpayers today, and an infinite number of future
generations. This study has examined Arizona’s state land
trust policies for the past 10 years and also looked ahead
at what the Permanent Fund may look like in the future
under the status quo and also under Governor Ducey’s
10/5 proposal.

Distribution policies governing the Permanent
Fund over the past 10 years—even after the 2.5 percent
rule was enacted—have been biased in the direction
of excessive conservatism, and there is evidence of sig-
nificant asset hoarding present within the Permanent
Fund. Were we to consider a counterfactual world of
2.5 percent payouts from 2004 through 2014, $40 mil-
lion more dollars would have been distributed from
the Permanent Fund. The dollars were instead invested
back into the fund at the expense of current beneficia-
ries. If even more aggressive payout rules of university
and private endowment policy were applied—for exam-
ple, 4 percent, which is a pretty standard rate for uni-
versity endowments (and some set payouts as high as
5.5 percent)**—$350 million more dollars would have
been paid out over the last 10 years. The real victims
of asset hoarding are the current Arizona beneficiaries
(i.e., children and people working in the affected ben-
eficiary groups). Current Arizona taxpayers, of course,
are also harmed because less payouts now mean educa-
tional dollars must be covered by taxes higher than they
otherwise would have to be under a system of higher

payouts.

14
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From a 20-year perspective, which includes our 10
most recent years and the 10 years after Governor Du-
cey’s payout proposal change, the governor’s proposal
can be examined through a normative (i.e., value-laden)
lens as a correction for past wrongs. Conservative invest-
ment return and inflation assumptions show his proposal
would distribute about $2.8 billion more dollars to bene-
ficiaries over the next 10 years than the 2.5 rule. And the
Ducey distribution rate would, with standard market re-
turns, leave the Permanent Fund’s base where it is today.
While $2.8 billion more dollars pulled from the system is
one of the sources of current controversy, the millions of
dollars not distributed from 2004-2014 because of con-
servative endowment policies is worth keeping in mind:
the compounded effect of forgone distributions and bad
policies from 2004-2014 is approximately equal to the
$2.8 billion distribution being recommended by Ducey.

Besides working through the math of Ducey’s pro-
posal, the study highlights some economic arguments
for why Permanent Fund payouts should, other things
constant, be higher and more aggressive. Current dis-
tribution policies—even after the 2.5 percent rule was
adopted—are still unfair to the current generation of
beneficiaries, and the state land trust has a fiduciary
responsibility to its 13 member groups to assure fair pay-
ments across time. Fair payments are not equal monetary
or percentage payments in each time period, but rather
payments conditional on the quality of lives being lived
in each period. In other words, fair payments account
for inflation, productivity changes, and dynamic tech-
nological and economic growth effects, and there’s every
reason to think we should expect a lot of income and
technological growth in our future. As stewards of ben-

eficiaries—current and future—the state land trust itself

There are sound economic
reasons to question whether
holding monetized land values

in an endowment is in the best
interest of the beneficiary groups.

should be one of the groups most in favor of assuring the
endowment payout rate is fair from an intergenerational
equity standpoint.

Given the constitutional limitations prohibiting any
distribution of “base” dollars from land trust sales, it is
impossible to determine whether or not the Permanent
Fund’s endowment of $5.2 billion is too big, too small,
or just right. A large base will, in fact, always exist thanks
to the constitution. But there are sound economic and
moral reasons for not accumulating the endowment be-
yond base values. And at an even broader long-term lev-
el, there are sound economic reasons to question whether
or not holding monetized land values in an endowment
is in the best interest of the beneficiary groups, but such
questions escalate to constitutional and, perhaps, federal
law questions.

Our current endowment policy appears to have
emerged somewhat by accident and by a general lack of
understanding. Few people have taken the time to think
about whether or not accumulating a large government
endowment makes any sense and, in particular, if such
accumulation is serving the best interests of the people
protected by fiduciary duties. Several academic litera-
tures in economics, finance, and ethics shed light on
good reasons for more aggressiveness when it comes to
endowment policy, and more research on how to further

encourage efficiencies and best practices in endowment

policy and land allocations is needed.
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of land: hutp://www.azleg.gov/Constitution.asp?Article=10.

19 See Modigliani and Brumberg (1954), Friedman
(1957), and Modigliani and Brumberg (1990) for the two
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20 One important paper related to university endowments
is Hansmann (1990).

21  The way economists think about future income growth
and “intergenerational equity” owes much to Tobin (1967).
Tobin’s claim was a microeconomic claim, but it has more
general implications: if people expect their incomes to grow
throughout their life, then the life-cycle hypothesis implies
they should consume more than their income in early life,
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remainder (dissave)—use up the money saved from middle-

aged—before the end of life.
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24 The 2.5 percent and 4 percent payouts are approxima-
tions based on year-end reported asset values of the Arizona
Permanent Endowment Fund. In other words, they are simply
2.5 percent of the averaged 5-year value of the endowment,
rather than a percentage of a true flow.

25 'The imprecision is also a result of incomplete data on
exact dates of land sales invested into the Permanent Fund,
which add layers of complexity to return assumptions but add
up to small overall effects.

26 In 2012, then-State Treasurer Ducey helped to pass
sensible endowment policy reforms, which allowed the payout
rate to be increased to 2.5 percent and serves as a baseline go-
ing forward.

27  The 6 percent nominal rate of return on portfolios is
a conservative assumption, and assumptions of 7 or 8 per-
cent would be acceptable baselines. The higher we make our
assumptions about nominal rates of investment return, of
course, the better the numbers look for Ducey’s proposal, and
the higher the payout rate for beneficiaries.

28 Myers and Majluf (1984) find evidence firms hoard-
ing cash are somewhat more insulated from financial risks
than more aggressive firms. In an environment with sufficient
uncertainty about future income and also earnings, Merton
(1971) finds individuals will deviate from optimal consump-
tion theory by avoiding borrowing.

29 hup://tucson.com/news/local/govi-and-politics/

education-cuts-stalling-arizona-budger-approval/
article 94bb95b7-ed5¢-5a92-932¢-1af722a9¢b89.html

30 According to Cejnek, et al. (2014), average university
endowment spending was 4.2 percent of the value of the en-
dowment for the 2012 budget year. Universities with $25 mil-
lion or more in endowment averaged a 4.7 percent payout and
smaller endowments (under $25 million) averaged 3.7 percent.
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With the recent passage of Proposition 123, Arizona voters are being asked to weigh in on two
significant measures related to state trust land this year. The new proposition relates to how
money produced by the sale of trust lands is used to support education. This is headed for a vote
on May 17, 2016. A previously referred proposition will also appear on the fall ballot and would
allow the State Land Department, which administers trust land, to keep some of its revenue to
operate the Department.

These two proposals highlight a relatively obscure part of Arizona’s heritage: a huge holding of
land by the people of the State, not for recreation or open space, but to make money for schools.
The purpose of this paper is not to examine the propositions in depth or make any
recommendations about how to vote, but rather to provide perspective on the history and role of
state trust land.

The federal government has given new states lands to support education since the Northwest
Ordinance of 1787. Arizona was given more than 10 million acres of land by the federal
government to be held “in trust” for various beneficiaries, mostly related to education. As
Arizona was the last of the lower forty-eight states, the federal government imposed fairly tough
restrictions on how it could be sold or leased. Until the 1980°s the land was principally used for
grazing, timber, and farming. In 1980, the Urban Lands Act created a process for selling or
leasing trust land for urban development.

Arizonans have heard more about state trust land in the last few years. Much of northeast
Phoenix has been developed on leases or on former state trust land parcels. Attempts to reform
the management of the Arizona State Land Department (ASLD) have been on the ballot
repeatedly. Reform efforts have focused on trying to increase the revenue ASLD can generate
from its operations. Many stakeholders desire reform. Ranchers have sought grazing reform
since most of the acreage is used for grazing cattle. Environmental groups have wanted to make
it easier to set aside some parcels of trust land for preservation.

Until recently, however, there has been very little focus on what happens to the money from state
land and how much actually gets to the intended beneficiaries. Following a proposal by
Governor Ducey, the focus has moved squarely to how the “Permanent Fund” created from the
disposition of the state trust land should be managed and invested for the future.
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I. BRIEF HISTORY OF THE PERMANENT FUND

Early History

Congress enacted the Arizona-New Mexico Enabling Act on June 20, 1910." The first paragraph
of § 28 said that all “money proceeds” of trust lands “shall be subject to the same trusts as the
lands producing the same.” The state’s fiduciary duty, therefore, extends to financial assets
gleaned from the sale of trust lands. Thus, the trust includes both land assets and the cash assets
that come from land dispositions. The Permanent Fund is thus a sort of replacement for lands
that have been disposed. Although both land and financial assets are subject to the same trust,
they are managed by different state agencies—land by ASLD and the Permanent Fund by the
State Treasurer.

The seventh paragraph of § 28 specified rules for treatment of the Permanent Fund:

A separate fund shall be established for each of the several objects for which the
said grants are made and confirmed by the said enabling act to the state, and
whenever any moneys shall be in any manner derived from any of said lands, the
same shall be deposited by the state treasurer in the fund corresponding to the
grant under which the particular land producing such moneys was, by said
enabling act, conveyed or confirmed. No moneys shall ever be taken from one
Jund for deposit in any other, or for any object other than that for which the land
producing the same was granted or confirmed. The state treasurer shall keep all
such moneys invested in safe, interest-bearing securities, which securities shall be
approved by the governor and secretary of state, and shall at all times be under a
good and sufficient bond or bonds conditioned for the faithful performance of his
duties in regard thereto.’

Arizona’s legislature enacted the State Lands Code in 1915, which created the State Land
Department. The Enabling Act contained 13 separate land grants for separate beneficiaries. To
this day, Arlzona statutes recognize 13 separate funds for universities, penitentiaries, and other
minor purposes.’ By far the largest beneficiary (representing 85-90 percent of the acreage and a
like percentage of financial assets) are the common schools (i.e., K-12). Generally, everything is
lumped together and called “the Permanent Fund.”

In the first decades of statehood Arizona was (like other states) careless in the discharge of its
fiduciary obligations towards the Permanent Fund. From the start, the legislature tried to steer
trust funds into loans to private landowners. By 1925 approximately two million dollars had been
loaned to private agricultural interests. The legislature even tried to forgive many borrowers’
obhgatlon to pay interest on loans from the Permanent Fund. In Rowlands v. State Loan Board of
Arizona’, the Supreme Court held that the Constitution prohibited the forgiveness of interest on
the loans A fundamental legal question, of course, was whether loans to private individuals
constituted “safe, interest bearmg securities” within the meaning of the Constitution. In 1941 the
Arizona Supreme Court said yes.’

Six years later, the Supreme Court struck a different and almost apologetic tone regarding the
investment of the Permanent Fund. In Murphy v. State®, the Court decried the “legislative
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intermeddling in the duties of the state treasurer” and explained how “pressure groups™ had
forced the treasurer to invest the Permanent Fund in “questionable investments.”

In 1957 New Mexico wanted to invest some of its Permanent Fund in equities and pressed
Congress for an amendment. Congress could have amended the Enabling Act in many ways to
permit such investments. Instead Congress simply repealed the entire seventh paragraph of § 28.
As a result, after 1957—and until the Enabling Act was amended in 1999—the Enabling Act said
almost nothing about the Permanent Fund.

In 1957 New Mexico amended its constitution to permit its Permanent Fund to invest in equities.
Arizona did not. As financial matter, Arizona missed a great opportunity by failing to follow
New Mexico’s lead because Arizona’s Permanent Fund did not benefit from the appreciation in
stocks that occurred from the late 1950’s through the late 1990°s.

Over the course of the 20" century, management of the Permanent Fund gradually became more
responsible. It is impossible to pinpoint any single event as marking the change, but in hindsight
a good choice would be the U.S. Supreme Court decision in Lassen v. Arizona Highway Dept.’
Since statehood the Arizona Highway Department had acquired “free” rights of way over trust
lands, based on the (probably accurate) justification that the trust land holdings enjoyed a net
increase in value due to the new highway frontage. The Arizona Supreme Court held that the
highway department need not compensate the State Land Department for the rights of way. The
U.S. Supreme Court disagreed and held that the highway department had to pay actual cash
value for the right of way. The Court explained that the Enabling Act was designed to allow
Arizona “to accumulate funds with which it could support its schools.” Lassen’s admonition to
treat the trust seriously was echoed in many decisions over the next 25 years.®

In the meantime, Arizona’s passage of the Urban Lands Act in 1980 changed the focus from
mineral and grazing leases to the sale of more-valuable lands for urban development. Growth in
the Permanent Fund accelerated. In 1978, the Permanent Fund stood at a modest $100 million®.
In 1984, it had grown to $170 million. By 1996 the Permanent Fund was $767 million (Figure 1).
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Figure 1: Permanent Fund Value Since 1996.

Reforms in the 1990's

The Permanent Fund is a replacement for permanent dispositions of trust lands, not a general
catchment for all revenue from trust lands. The Permanent Fund only receives revenues from
non-renewable sources, i.e., land sales and mineral royalties (“Permanent Fund Receipts”).
Revenues from renewable resources—including rent on long-term leases, permits, and interest
on deferred payments associated with land sales— is distributed directly to the beneficiaries on
an annual basis (“Expendable Receipts™). Since the inception of the Trust, Permanent Fund
Receipts have totaled $3.249 billion. The vast majority, $3.12 billion or 96 percent, has come
since the Urban Lands Management Act became law in 1982. Of this, less than 10 percent had
been from mineral sales until 2010 when 28 percent of Permanent Fund Receipts came from
mineral sales and that percentage grew to as much as 32.67 percent in 2011 before declining
slightly. This remains a potential, but finite source of revenue to the Permanent Fund.
Expendable Receipts have also grown significantly since the Urban Lands Management Act and
since 2002 have averaged approximately $66 million.

As of the 1990’s the Permanent Fund had never invested in equities even though such
investments were authorized by Congress in 1957. Bond investments generate income when
bonds are held and capital gains or losses when bonds are sold. Arizona’s Permanent Fund thus
experienced both income and capital gains, but did not grow significantly except from land sales.

In 1995, the legislature asked the Arizona Auditor General to conduct a performance audit of the
Land Department. Auditor General Douglas Norton prepared a report that became very
influential. The report identified two problems regarding the investment of Permanent Funds.
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First was the lack of equity investments. The Auditor General observed that, while equity
investments are more volatile, they earn greater long-term returns than bonds. The report advised
investing in equities as Congress had authorized 40 years before.

Second, the report criticized the Permanent Fund’s payout strategy as being too generous in one
respect and too stingy in another. The unwise generosity consisted of paying out all interest
income earned on the Permanent Fund to the beneficiaries each year, with no allowance for
inflation. Instead the Auditor General advised that the Permanent Fund should pay out only post-
inflation “real” returns. On the other hand, the Auditor General saw no reason to tie distributions
to the type of investment returns—whether they derived from interest income or capital gains—
and recommended that they should be treated equivalently. To address all of these issues, the
Auditor General suggested tying the amount of distributions to the Permanent Fund’s market

value. To smooth out fluctuations in the market, the report suggested using a 3-year or S-year
look back.

In 1997, the “Growing Smarter” commission proposed statewide reforms to urban planning and
growth management, including reform of the State Land Department. One of the commission’s
proposals became Proposition 102, which amended Arizona’s Constitution as proposed in the
1997 Auditor General report. The investment restriction to “interest bearing securities” was
removed and investments in “prudent equity securities” were authorized up to a limit of 60
percent.

The critical part of the measure prescribed a formula for making annual distributions. The
amount of an annual distribution is determined by multiplying a dollar valuation by a specific
rate of return. That is:

Amount (in dollars) x rate of return (in percent) = annual distribution.

The amount is easy to calculate: it is the average of the monthly market values of the fund for the
immediately-preceding five fiscal years.

The percentage is the average annual total rate of return for the immediately-preceding five
calendar years, minus inflation (as measured by a federally-published index called the “GDP
price deflator.”) The “annual total rate of return” is determined by dividing (i) the amount
credited to a fund for each fiscal year, plus unrealized capital gains and losses, by (ii) the average
monthly market value of the fund during that year.

Prop 102 was presented on the understanding that its success would require parallel changes to
the Enabling Act. Congress did so in 1999 by adding two new sentences to the first paragraph of
§ 28:

The trust funds (including all interest, dividends, other income, and appreciation
in the market value of assets of the funds) shall be prudently invested on a total
rate of return basis. Distributions from the trust funds shall be made as provided
in article 10, Section 7 of the Constitution of the state of Arizona.

This is the last time Congress amended the Enabling Act or otherwise addressed the subject of
distributions from the Permanent Fund. These two sentences thus supply the federal framework
for future discussion of these issues.
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Voters considered two more ballot measures at the 2000 election. Neither bears directly on the
current debate over distributions, but they are recent enough to deserve explanation.

Voters approved Prop 301, an initiative measure that included a sales tax dedicated to education
and established the classroom site fund. The first $72 million in earnings subsidizes the
legislature’s payment to the state funding formula. Earnings above $72 million are distributed to
districts and charter schools on a per pupil basis, primarily for teacher pay.

The voters rejected Prop 100, a constitutional amendment that would have allowed up to 5
percent of auction proceeds to fund specified ASLD operations, including “land use planning”
but excluding “personnel expenses.”

Fund Distributions Since 2000

The stock market crashed in late 2008 and bottomed out in early 2009. The constitutional
formula thus looked back on some very bad returns. For the first time since 1998, the distribution
in 2010 was literally zero. The legislature and the education community had both come to rely
upon an annual distribution from the Permanent Funds. Separately, during the budget crisis that
attended the recession, the legislature revived the idea of using trust fund revenues to partially
fund ASLD’s operations. In 2009, the Legislature authorized the diversion of up to 10 percent of
the proceeds of land sales to fund ASLD operations. The education community sued, alleging
that the diversion of trust funds violates the Arizona Constitution.

The legislature responded to the zero distribution by proposing Proposition 118. The measure
received bipartisan support at the legislature, as the education community wanted more money
for education and the legislature wanted greater predictability in budgeting. Voters narrowly
approved the measure in the 2012 election.

Prop 118 did not repeal the variable-payout formula that was enacted in 1998 and used from
1999 through 2012. Rather, Prop 118 temporarily replaced that formula through FY 2020-21.
The amount of annual distributions continued to look back to the fund’s average market values
over the previous five years. But instead of multiplying that market value by the average realized
rate of return, that value is multiplied by a flat figure of 2.5 percent.

Prop 118 was advocated as a means to bring more money to education butit has had the opposite
effect. Given the surge in stock market values since 2008, distributions would have been higher
if they were based upon a five year look-back on actual rates of return.

Comparisons to similar mechanisms for trust distribution show that the current 2.5 percent
formula is quite conservative. In North Dakota, distributions have ranged from 3.5 to almost 8
percent in the past 8 years. In New Mexico, the beneficiaries receive a standard 5 percent return
on an endowment that is grown largely through oil and gas revenues. University endowments
often use either a 4 percent or 5 percent annual payout rate as a stable and safe number to
distribute over time. The Internal Revenue Service requires “private foundations” to distribute 5
percent of their net asset value every year to ensure that the foundations are genuinely charitable
and not simply an effort at tax exempt hoarding of private assets. The current state treasurer, Jeff
DeWit, has stated that a 3.75 percent annual payout would represent a safe and stable distribution
amount.
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Whatever level of payouts is selected, it is clear that the system of managing payouts should not
be constantly changing. Doing so requires public votes to amend the constitution, and creates
confusion, inconsistency, and unstable funding. Ideally, the system might authorize the State
Board of Investment to manage within a range. But empowering any group with such discretion
over public monies would inevitably become politicized. It is probably better to mandate a long
term fixed payout—somewhere in the 4-5 percent range. The current system of a temporary 2.5
percent distribution then returning to an old, volatile system is not rational. Proposition 123
would return distributions to 2.5 percent after the 10 year relatively high payout period. This
makes it likely that the voters will revisit the distribution yet again at some point in the future.

Il. HOW DID THE PERMANENT FUND GROW SO LARGE AND WHAT
SHOULD WE DO WITH THE MONEY?

As 0f 2015, the Permanent Fund has grown to $5.2 billion, approximately $1.95 billion, or 38
percent from earnings on the Total Permanent Fund Receipts and $3.25 billion from land and
mineral sales receipts. A recent study by the Center for the Study of Economic Liberty at the
W.P. Carey School of Business found that the fund’s extraordinary growth is mostly due to
investment gains that were not distributed either under the old formula or the 2.5 percent
formula. It seems clear that both the formulaic payout and the flat 2.5 percent payout were
flawed. The variable-payout formula was unduly volatile and unpredictable. The flat 2.5 percent
payout is unduly conservative.

Exactly how much “extra” has been accumulated in the trust is a subjective determination
requiring a number of different assumptions. The Center for Economic Liberty Policy report
found that if the 2.5 percent formula had applied back to 2005, an additional $40 million would
have gone to the beneficiaries. If a 4 percent distribution—still considered conservative by most
standards—had applied, an additional $350 million would have been paid by the end of 2014
(Figure 2 and

ABLE |
Arizona Permanent Educational Fund, 2004-2014 (Figures in Millions of 2010 Dollars)

Distributions Distributions
Permanent Fund from Permanent  Minus Receipts Col 5 as % of
Value Receipts Added Fund [Col 4 minus 3] Col 2
) ) ©) (6)
2004 1,379 171.6 23.1 -148.5 -10.8%
2005 1,793 306 29.7 -276.3 -15.4%
2006 2,041 3054 369 -268.5 -13.2%
2007 2510 203.8 372 -166.6 -6.6%
2008 2,590 255 75.6 -179.4 -6.9%
2009 2,223 144.9 60 -84.9 -3.8%
2010 2,700 94.5 0 -945 -3.5%
2011 3,187 117.5 16.9 -100.6 -3.2%
2012 3,325 153.8 79.7 -74.1 -2.2%
2013 3,828 223 62.9 -160.1 -4.2%
2014 4,483 94.6 66.8 -27.8 -.6%
Source: Arizona State Treasurer Annual Reports
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Table 1). Other estimates have suggested even higher numbers.
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Figure 2: Payouts Under Various Scenarios

ABLE |
Arizona Permanent Educational Fund, 2004-2014 (Figures in Millions of 2010 Dollars)

Distributions Distributions
Permanent Fund from Permanent  Minus Receipts Col 5 as % of
Value Receipts Added Fund [Col 4 minus 3] Col 2
) “4) (5) (6)
2004 1,379 171.6 23.1 -148.5 -10.8%
2005 1,793 306 29.7 -276.3 -15.4%
2006 2,041 305.4 369 -268.5 -13.2%
2007 2,510 2038 37.2 -166.6 -6.6%
2008 2,590 255 75.6 -179.4 -6.9%
2009 2,223 144.9 60 -84.9 -3.8%
2010 2,700 94.5 0 -945 -3.5%
2011 3,187 117.5 16.9 -100.6 -3.2%
2012 3,325 153.8 79.7 -74.1 -2.2%
2013 3,828 223 62.9 -160.1 -4.2%
2014 4,483 94.6 66.8 -27.8 -.6%
Source: Arizona State Treasurer Annual Reports

Table 1: Permanent Fund Since 2004.

One recurrent question is how to define the “corpus” of the Permanent Fund and whether it is
legal or good policy to invade that corpus at this time. These are not simple questions.

The legal term “corpus” represents the original value of trust assets, usually with an expectation
that it will remain intact, though trust provisions often allow invasion for emergencies or other
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uses. Modern trust theory would generally hold that the corpus should be managed so as to
preserve its original buying power, protecting it against inflation. Thus, if one put $1 million in
trust for designated beneficiaries with typical trust instructions that they are to live off the
income, a financial manager would try to invest this $1 million corpus so that it might earn 6 or 7
percent and would then subtract about 2 percent as a hedge against inflation. The remaining 4-5
percent would be distributed to the beneficiaries.

Aggressive interpretations of what is distributable, coupled with less than robust investment
returns could be viewed as reaching into the corpus of the trust. No constitutional or statutory
prohibition expressly says that “the state may not invade the corpus.” But various court decisions
set up the clear expectation that the “corpus” of the land trust is not to be cavalierly spent. It is
not clear whether emergency circumstances would allow such invasion but an express desire to
use money from the corpus could easily prompt long and contentious litigation. A desire to
increase education funding without raising taxes does not constitute an emergency.

A complex question here, however, is defining the “corpus” of the Permanent Fund. As noted
above, the corpus should be viewed as both the land assets and the proceeds from dispositions of
non-replaceable assets. If this trust is managed consistent with modern trust management theory,
a margin for inflation protection should also be added. So the corpus here would be the value of
all the land which has been sold since statehood with some inflation adjustment.

Arizona Republic columnist Bob Robb has suggested that all earnings should be distributed, with
the remaining land viewed as the protection against inflation. By this reckoning, somewhere
between $1.5 and $2 Billion could be regarded as extra accumulation from the past, and should
be distributed. At some point, this view would no longer afford inflation protection as most of
the valuable urban state land will have been sold or leased.

Most university endowments would reset the value of the corpus every year. That would suggest
that, after each annual distribution, the entire remaining balance in the trust becomes the corpus
for the next year going forward. This philosophy would grow the corpus quickly in a rising
market, by retaining annual returns over the distributed amount.

If the corpus of Arizona’s Permanent Fund were similarly reset each year, there would be no
“excess” currently available for distribution. On the other hand, if the “corpus” is regarded as the
original value of the land which was sold with some additional amount added as a protection
against inflation, there is arguably over $300 million extra which has been accumulated. The
question of how much of the value of the fund should be regarded as excess and might therefore
be available for distribution is a question of intergenerational equity. Should that money
(whatever the amount) be taken out of the Permanent Fund at this time and be used to make up
for current underfunding of education in the state? Or should that money remain in the trust to
continue to grow through investment building a bigger endowment for future generations?

This is the context of the current debate. Proposition 123’s proposed 6.9 percent payout can be
thought of as simply distributing excess accumulated over the last decade. Returning to the
conservative 2.5 percent payout after the high 10 year period can be viewed as a prudent
“rebuilding” of the corpus. If the market declines in the next few years the higher payout number
could be found to result in an invasion of the “corpus” if the legislature does not lower
distributions. The risks of this scenario might give rise to legal challenges. Proposition 123
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presents Arizona voters with an important policy choice that is untethered from conventional
partisan labels. Some “conservatives” react negatively to using an “endowment” to satisfy
current needs—they view the trust like a retirement account, and believe that planning for future
needs is inherently conservative. Others feel that the government should not be accumulating
money in the first place. Some “liberals” think squandering an endowment because we are
unwilling to raise taxes to fund education is inappropriate. Others feel that funding education is
the most critically important function of government and needs to be supported however
possible.

However voters react to Prop 123, there has been a history of reluctance to reform the operation
of the State Land Department, with propositions to do so turned down in the 2000, 2002, 2004,
2006 and 2010 elections.

III. WHAT ABOUT LAND MANAGEMENT?

It is important to consider the land side of the trust since converting land to cash is the main
source of growth in the Permanent Fund. The question of how the lands held by the State Trust
should be managed is beyond the scope of this paper. Several questions have been debated for a
long time. Is it better to lease or to sell? Should the state engage in planning and zoning of the
land before it is sold? Should planning money be appropriated by the legislature or should
private parties be incentivized to plan state land? Is a state agency capable of administering a
complex program of land development and management? Should the Land Department be
allowed to keep some of its proceeds in order to manage the department? What is the balance
between natural resource protection and land development? Should the State Land Department
be insulated from legislative or gubernatorial influence, e.g., should the commissioner serve at
the pleasure of the governor?

In recent decades many reforms have been proposed and rejected by the voters. For purposes of
discussing the management of the Permanent Fund, one must make assumptions about probable
land sales in future years, as well as direct distributions to the beneficiaries from leasing and
other annual revenues from the land. When most of the income from state trust land was derived
from grazing, agricultural, and mining leases it represented a small but stable income stream to
the beneficiaries. Since 1980, when the Department began earning significant money from
disposing of land for urban development the additions to the Permanent Fund became much less
predictable (Figure 3).
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Figure 3: Permanent Fund Receipts Since 1960

Making the assumption that the managers of the Trust can sell a defined amount of land each
fiscal year may seem reasonable on the surface, but the odds diminish greatly in light of well-
known swings in the real estate market and the constraints placed on disposition of trust lands.
Real estate is an inherently volatile and cyclical industry. The reasons it is difficult to make these
assumptions with a high degree of certainty are several— location and utility, illiquidity (sale
process), and fungibility.

Land in urban areas with excellent access, in the path of growth and in a location where demand
persists, is more valuable than inaccessible, rural land. This was the basis for the Urban Land
Management Act referenced above. Although there are 9.3 million acres of Trust land remaining,
only a small portion of that is in urbanized areas, has excellent access, is not already encumbered
by existing leases and is in an area where demand for that land persists. The other factor is utility
— its productive capability. This is based on market demand, physical characteristics and legally
permissible uses. Not all of the land in and around urban areas is suitable for development. The
inventory of developable, marketable land is also finite and, as sales occur, declining. This
means that successive years of sales will diminish the ability in future years to generate sales.
Since the Urban Lands Management Act, even given 3 notable economic recessions (the Savings
and Loan Crises of the 1980s; the tech bubble of the late 1990s and the financial crises beginning
in 2008) the Total Permanent Fund Receipts have still grown on average, even during the
financial crises. Figure 4 shows receipts from land sales and separately from mineral sales which
together equal Total Permanent Fund Receipts since 2003 (Source: Arizona State Land
Department).

State Trust Lands and Education Funding 11 10/20/2015



Case 2:16-cv-01538-NVW Document 92-2 Filed 03/15/17 Page 47 of 52

Land Sales Receipts and Mineral Sales Receipts

..........

...........

LEN ARA AR
R VR ECRES

- - ﬁ\w

S- S - ———

FY 2003 FY 2004 FY 2005 EY 2006 FY 2007 FY 2008 FVY 1008 EV 2010 EV 011 BV 2819 Ev 3A12 EV 012
AWV e AR v v pases.; P PAR LY <uad PRV Lvds —wd

=g Tot3! Ll nerzl Sales Receipts = Total Land Sales Receipts

Figure 4: Land and Mineral Sales Receipts

Additionally, real estate is inherently less liquid than other assets. Other assets often trade
continuously in an open market that is often global in scope. Real estate, especially raw land, is
quite different. The sale process is slow and uncertain because pricing requires local knowledge.
This is made considerably more difficult for the managers of the Trust because land sales or
leases of more than 10 years must be through a public auction to the highest and best bidder. In
addition, disposition is based on minimum values set by appraisal. The auction must be
advertised over a long time period and is open to all qualified bidders. Not only does this process
result in delay, it increases uncertainty for the buyer. Markets change during the process or
appraisals do not fairly represent the market’s perception of value. Sometimes there are zero bids
at auction.

Finally, real estate is not fungible: one parcel of land is not the same as all others. It is thus
difficult to value and as the size of the asset increases, the per unit value deceases. Selling large
quantities of land in a single sale will result in lower per unit prices. The effect may impact the
value of all future land sales in a negative way. This is a poor management strategy unless the
sole purpose is to liquidate the lands. This strategy will not optimize the value of the Trust.
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Figure 5: State Trust Land Receipts

The history of ASLD’s land sales is one of very slow disposition of land because of the issues
raised above and based on the assumption that land values will always go up and that in the
context of a permanent trust one can always justify waiting until later. This is a mentality of
trade-offs whereby the increase in value of the asset will rise more by waiting than what it can
earn in the Permanent Fund. Whether this is actually the case depends on the real estate cycle,
the specific land being considered and the rate of return earned in the Permanent Fund. There is
no single right answer that can be applied categorically.

There are additional practical issues associated with management of a Trust so diverse.
Experienced staff is needed to dispose of land. Another issue is the various encumbrances on
Trust land resulting from years of management—grazing and other natural resource uses pose a
constraint that is not easily halted. Yet another issue is management of the Trust. To those who
work in the Land Department, an important motivating factor is not so much the sales price of
land (although that is a critical factor), but the desire to avoid criticism for having sold too early
or too cheaply, or to speculators who might then profit “too much”. Establishing a strategy for
disposition of such a large inventory of land could sell too much, too quickly which would cause
a decrease in value of each additional acre sold — supply well beyond demand will reduce the
value of land for all land owners. A measured approach optimizes value. This is easy in theory,
but difficult in reality because of all of the exogenous factors impacting value. It is highly
probable that a forced policy to sell a defined amount of land will result in less than optimizing
the value. The management of Trust land is very complicated. While a full examination of this
issue is far beyond the scope of this paper, if the State is to focus more on the land trust as a
continuing long term and stable source of educational funding it would be logical to give the
Land Department some expectation as to how much money it should seek to add to the trust on
average every year and allow it to derive a strategic plan to achieve the goal through approaches
that recognize the numerous issues associated with disposing of land in such a way as to
optimize its value. This could be done simply as a management directive from the governor to
the Land Commissioner and in bad economic times or given particular circumstance of an
individual year the Land Department should have the flexibility to say that the presumptive
target cannot be met. But based on past performance over the past couple of decades, it would
appear reasonable to expect the Land Department to add $150-200 million to the Permanent
Fund every year.

The Land Department is not like other state agencies. In order for the Land Department to have
stable successful operations, it must receive stable funding at a level sufficient to attract and
retain employees with real estate experience. It should be viewed as an enterprise capable of self-
funding. The ballot proposal currently scheduled for vote in 2016 is one way to do this. But its
revenue projections, driven by annual sales, could fluctuate widely. In the private sector, a trust
manager would charge a percentage of fixed assets. For an endowment of this size, the fee might
be .25 percent, which would currently be about $12 million, could fund most of the Land
Department’s management expenses. Either a percentage of revenue or of assets going to fund
Land Department operations requires a constitutional amendment.
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IV. HOW MUCH CAN STATE TRUST LAND AND THE PERMANENT FUND
HELP EDUCATION?

Any plan to increase education funding must be put into context to gauge its impact on Arizona’s
K-12 education system. This context should include consideration of not only the percentage
change to Arizona’s education expenditures, but also a look at how per-pupil expenditures would
change and the change to education expenditures per $1,000 in personal income. A more
accurate picture of the funding situation emerges when these three units of analysis are applied.

Proposition 123 will generate $3.5 billion over 10 years. The amount directed to K-12 education
each year would gradually increase from $299 million in FY 2016 to $400 million in FY 2025,
with an average payout to education of $350 million annually. Most of this funding comes from
increased distributions from the Permanent Fund, but there is also a small portion of General
Fund revenue in the plan. For FY 2016, the legislation passed during the special session of the
legislature includes $172 million from the Permanent Fund, a continuation of the $74 million
General Fund appropriation from the last regular session which, along with an additional $3
million, will be directed to Basic State Aid for schools. This $249 million Basic State Aid
package will be supplemented by an additional $50 million that may be used either for
maintenance and operations or capital outlay.

Overall Funding Increase

For FY2016, the state’s General Fund appropriation to the Department of Education was
$3,889,519,500. Adding $300 million to this would represent a 7.7 percent increase in state
education funding. However, it would be inaccurate to say that the state’s schools will receive
7.7 percent more funding in FY2016 under the Governor’s plan. State funding is one of three
components of school funding. Funding from the state represents 36 percent of total K-12
funding in Arizona, with an additional 49 percent coming from local districts, and 15 percent for
the federal government. A $299 million increase in FY2016 would be an increase of 2.8 percent
to Arizona’s total K-12 revenue.

It should also be noted that Arizona’s K-12 expenditures will necessarily increase as the state’s
population grows. Historically, student population has grown at a rate of 3 percent per year, but
since 2009, K-12 enrollments have grown by just 0.5 percent annually. It is possible, depending
upon how final legislation is written, that a portion of the proposed $350 million increase to
education goes to support this increased caseload and not to increased services to the existing
student population.

Per-pupil funding

To get perspective on what an extra $299 million would actually mean to Arizona’s school
systems and to understand how this would affect the state’s education position compared to other
states, it is appropriate to look at revenue expenditures per pupil. The most recent data available
for national comparison is from 2013. Applying the $299 million funding increase to the 2013
data provides an estimate of how overall per-pupil funding would be affected and how the state’s
position in national rankings might change.

Arizona’s K-12 funding in FY2013 from all sources, local, state, and federal, was $8,599 per
pupil. This amount ranked 48th among the 50 states, and was 31 percent below the national
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average of $12,380 per pupil. The state’s portion of this funding amounted to $3,116 per pupil
which was 45 percent below the national average of $5,650, ranking Arizona 50th in the nation
for state funding per pupil.

Adding $299 million to the FY2013 figures would raise Arizona’s total per-pupil revenue to
$8,917. This would place the state 28 percent below the national average and move the state’s
ranking up by 2 places to 46th in the nation, ahead of Oklahoma, but lagging behind Tennessee.

Funding per $1Kk personal income

While per-pupil funding measures the impact of funding changes on the educational system,
another measure is used to gauge impacts on the economy of the state. Expressing K-12 funding
in dollars per $1,000 of total personal income provides insight into the burden that education
funding places upon the taxpayers.

In FY2013, Arizona’s total education funding amounted to $33.04 per $1,000 of personal
income. This was 49th in the nation and 22 percent below the national average of $42.25. The
state’s share of funding was $11.97 per $1,000 of personal income, 38 percent below the national
average and ranked 48th in nation.

Note that Arizona’s local funding of education, largely from property taxes levied by school
districts, is just 15 percent below the national average when measured against personal income,
and 24 percent less on a per-pupil basis. Also note that the state receives federal support at levels
considerably higher than the nation as a whole, exceeding the average by 25 percent when
measured against total personal income and 11 percent by per-pupil spending. These figures
suggest that low levels of education financing from at the state level have been somewhat
counterbalanced by local and federal funds.

Were $299 million in additional state revenue added to the FY2013 figures, the total funding per
$1,000 in personal income would rise by $1.22 to $34.26. This would place Arizona at 19
percent below the national average at a ranking of 47th place. The state commitment would rise
to $13.19, which is 32 percent below the national average of $19.29 per $1,000 of personal
income. This change in state funding is insufficient to change the state’s ranking, which would
remain at 48th place.

Other Implications of Prop 123

In addition to increasing distributions from the Permanent Fund of the State Land Trust,
Proposition 123 contains other provisions that may affect education funding. First, there is a
provision that the legislature may reduce the distribution from the Permanent Fund to as low as
2.5 percent if the amount of returns to the fund drop. This measure is designed to preserve the
corpus of the trust and could reduce education funding to its current level if the market performs
poorly.

Second is a provision that reduces the annual inflation funding adjustment in the event of an
economic downturn. Had this provision been in place during the Great Recession, the inflation
adjustment would have been suspended for four years from 2008-2011. When the next cyclical
economic downturn hits this provision will be triggered and schools will receive less funding for
the duration of the recession.
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Finally, there is a provision that could suspend the inflation adjustment if the General Fund
appropriation to the Department of Education (ADE) reaches 49 percent of the total General
Fund budget. This suspension would be mandatory if the ADE percentage reaches 50 percent.
This trigger effectively puts an upper limit on Arizona’s K-12 spending. This limit, using the
current budget figures of $9.2 billion total budget and $3.8 billion for ADE, would kick in if the
ADE appropriation were raised by $1.4 billion. Although such a large increase seems unlikely to
happen, it should be noted that an increase in K-12 funding of $2.8 billion annually would be
needed to bring Arizona’s funding up to the national average.

V. CONCLUSION

Several conclusions can be drawn from the history of the state’s management of Trust lands and
the Permanent Land Endowment Trust Fund (“Permanent Fund”).

1. Neither the pre-2012 distribution formula, nor the current temporary 2.5 percent
distribution represent sound management of the Permanent Fund:—the former is too
volatile; the latter is too low.

2. Arizona should not constantly amend the Constitution to tinker with the management of
the Permanent Fund. A long term, stable and sustainable payout to the beneficiaries
should be set, similar to what is done for other endowments or foundations. Changes
should be made only very rarely.

3. Long history and the practice of other similar institutions suggests that the payout should
be fixed at a set percentage of the annual value of the Permanent Fund. The percentage
should be in the range of 4 percent to 5 percent annually. The exact number depends on
how conservative or “safe” we want to be in protecting the assets.

4. The corpus of the State Trust consists of both the remaining State Trust Land and the
money received in exchange for past sales of Trust Land. Protection of the Permanent
Fund held as corpus should include some hedge against inflation, which suggests the 4
percent-5 percent distribution range, assuming somewhat higher average returns. Invading
the corpus, or even the risk of such invasion, is likely to be met with significant legal
challenges.

5. Because of past distribution practices, there are currently potential “excess” funds in the
Permanent Fund over what might be regarded as corpus. It is difficult conceptually to
determine the exact amount of this excess. The excess in the Permanent Fund could be
spent for current educational needs by adding an additional distribution for the next few
years. This is the essence of Proposition 123. An alternative would be to keep some or all
of the excess to build the Permanent Fund to a more robust level. Choosing between
retaining or distributing any excess represents a classic public policy choice: spend now to
alleviate a current problem; or save for future generations. This is a legitimate topic for
debate.

6. Management of State Trust Lands has been inconsistent and underfunded for decades. The
Land Department should be given a clearer mandate and a presumptive target for
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production. A realistic target could be average annual sales in the range of $100 million,
with the understanding that the trust has a diminishing portfolio of valuable urban lands
and cannot control swings in the real estate market.

7. In order to achieve significant consistent production for education, the State Land
Department needs more funding and more stability. Allowing the Department to be
funded from its production is a good idea. The proposition expected to be scheduled for
vote in the fall of 2016 is one way to do this. Another alternative would be a small
percentage of trust assets being used by the Department every year.

8. Even with stable realistic distributions, better funding for the Land Department and more
consistent management, it is unlikely that State Trust Lands will ever be able to pay a
significant percentage of the cost of education in the State. Prop 123 would increase
overall funding by about $299 million. Arizona would remain near the bottom of states in
per pupil funding,

Prop 123 will slightly improve Arizona’s overall education finance situation, increasing total
K-12 spending by approximately $278 per student. This would move Arizona up a few places
in the national rankings, but would still leave Arizona spending almost 30 percent less than
the national average on K-12 education.
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