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Research Update:

Bank of North Dakota 'AA-/A-1+' Ratings
Affirmed Despite Lower Stand-Alone Credit
Profile; Outlook Remains Stable

Overview

e W view Bank of North Dakota (BND)'s direct and indirect energy exposures
(including commtments) as fairly significant at 9% and 18% of tota
| oans, respectively, as of June 30, 2015. W believe a sustained period
of low oil and natural gas prices could create revenue instability and
asset quality deterioration.

e As a result, we are lowering our stand-alone credit profile (SACP) on
BND, the only state-owned bank in the U S, to'a from'a+

« W are affirnmng our long- and short-termissuer credit ratings on the
bank at 'AA-/A-1+ and our deposit rating of 'AA+', reflecting our
expectation of extraordinary state support, in line with the application
of our criteria for governnment-related entities (GREs).

» The stable rating outlook reflects our viewthat BNDs link to the state
of North Dakota supports our issuer credit and deposit ratings on the
conmpany, and, therefore, even an additional one-notch reduction of the
bank's SACP woul d not affect these ratings.

Rating Action

On Sept. 22, 2015, Standard & Poor's Ratings Services affirned its 'AA-/A- 1+
i ssuer credit ratings on the Bank of North Dakota and its ' AA+ deposit
rating. The rating outl ook remains stable.

At the sanme tinme, we |owered the conmpany's SACP to 'a' from'a+'.

Rationale

Standard & Poor's Ratings Services' ratings on BND reflect the state of North
Dakota's ownership of the bank. As a state-run financial institution, the
bank's charter enables it to participate in activities that broadly pronote
conmer ce, agriculture, and industry in North Dakota. W assess the |ikelihood
of extraordinary support fromthe state to the bank as "high," based on our
assessment of a "very strong" link and "inportant"” role for the bank, as
defined in our GRE criteria. The 'AA-' rating on the bank includes two notches
of uplift fromthe conpany's 'a' SACP, based on our expectation the bank woul d
receive extraordinary support fromthe state, should it come under stress.
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We revised the bank's SACP to '"a' from'a+' because we believe the weaknesses
in the energy sector could hurt the bank's operating conditions (concentrated
in North Dakota) and BND s revenue stability over the next few years,
particularly if oil prices were to remain | ow for a prolonged period of tinme.
As of June 30, 2015, BND s direct and indirect exposures to energy were fairly
sizeable at 9% and 18% of total |oans, respectively, including conmtnents.

Al t hough asset quality metrics remain satisfactory for the bank, we expect
profitability and growm h expectations will weaken anbng nmany conpanies in the
commodi ties sector to which the bank has exposure. Furthernore, even beyond
the current decline in oil prices, we believe the | ower SACP nore accurately
captures BND s exposure to the inherent volatility of conmodities prices
because of the conmpany's attachnent to the North Dakota econony. As a result,
we have | owered the business position score to "adequate" from "strong" (as
our criteria define the terns). As of June 30, 2015, the bank's $4.1 billion

| oan book included conmercial |oans (41% of total |oans), student |oans (31%,
residential loans (16%, and farmloans (12%.

W assess BND s capital and earnings as "very strong" based on the bank's
noderate-ri sk assets and good earni ngs performance. Standard & Poor's

ri sk-adjusted capital (RAC) ratio was at a high 18.1% as of March 31, 2015
About 44% of the loan portfolio (mainly student | oans and residential |oans)
benefitted fromfull or partial state and federal guarantees as of June 30,
2015. CQur assessnent factors in our view that the 2015-2017 bi ennium for North
Dakota has the potential to reduce BND s capital up to $158 mllion as the
bank may be required by the state to fund a nunber of infrastructure- and
conmuni ty-rel ated projects. Despite the expected capital reduction, we expect
the bank's capital position (as neasured by our proprietary RACratio) to
remain very strong (above the 15%t hreshol d) over the next two years.

We assess BND s risk position as "adequate." Credit quality netrics have
remai ned satisfactory to date, with nonperform ng assets, including those 90
days past due, of 1.75% as of June 30, 2015, and the conpany posted net
recoveries of 0.25% of average |oans. Following rapid growh in prior years,

t he bank has reduced the size of its securities book, which |owers potentia
market risk, in our view The investnent portfolio represented about 34% of
total assets in the first half of 2015, down from 42%the prior year. W note
t hat managenent concentrates this portfolio on very high quality securities,
with an average |ife of approximately 3.1 years and an average maturity of
five years.

W& now assess the bank's funding profile as above average and its liquidity as
adequate. State law requires that all state funds and funds of state
institutions deposit with BND. W recogni ze the stickiness of the
state-sourced captive deposits, and consider themas "core" to the bank. As of
June 30, 2015, the bank's funding composition consisted of captive
certificates of deposit (CDs; 66%, noney narket deposit accounts and
negoti abl e order of withdrawal accounts (17%, noninterest-bearing deposits
(7%, federal funds purchased (1%, Federal Honme Loan Bank advances (8%, and
noncaptive CDs (1% . The |oan-to-deposit ratio was at a | ow 62% Key
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i ndicators of liquidity--such as broad |iquid assets to whol esal e fundi ng--are
at very confortable |evels.

The ' AA+' rating on the bank's deposits include four notches of uplift from
the SACP and reflects our assessnent that the Iikelihood of support for the
bank's deposits--which the state explicitly backs--to be "extrenely high," as
characterized by a "very strong" |link between the state and the bank's
deposits and the "critical" role the deposits play, as defined in our GRE
criteria. We believe the deposits' role is critical because, in our view, the
bank provides services that a private entity could not readily undertake.
Because the law requires all nonies of the state and state institutions to be
deposited with BND, any changes to this arrangenment woul d necessitate a change
in the state |egislative code.

Outlook

The stable outlook reflects Standard & Poor's Ratings Services' view that the
I ink between the bank and the current ratings of the state of North Dakota
support the issuer credit and deposit ratings on BND, and our expectation
that, given these |inkages, a one-notch reduction in the SACP woul d not affect
these ratings. We could lower the SACP if the state's econonmy weakens nore
than we expect, if capital appropriations by the state increased
significantly--enough to inmpair BND s capital profile such that the RACratio
remai ns bel ow the 15% threshol d on a consistent basis--or if the bank's asset
quality deteriorates significantly.

We could | ower the ratings on the bank and the bank's deposits if we | owered

the rating on the state. We could also lower the ratings on the bank if we
| owered the SACP by nore than one notch

Ratings Score Snapshot

| ssuer Credit Rating AA-/ St abl e/ A- 1+

SACP a

Anchor bbb+

Busi ness Position Adequat e (0)

Capital and Earnings Very strong (+2)

Ri sk Position Adequat e (0)

Fundi ng and Liquidity Above average and adequate (0)
Suppor t +2

GRE Support +2

G oup Support 0

Sover ei gn Support 0
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Addi ti onal Factors 0

Related Criteria And Research

Related Criteria

 Bank Rating Methodol ogy And Assunptions: Additional Loss-Absorbing
Capacity, April 27, 2015

e Rating Governnent-Related Entities: Methodol ogy And Assunptions, March
25, 2015

« Bank Hybrid Capital And Nondeferrabl e Subordi nated Debt Met hodol ogy And
Assunptions, Jan. 29, 2015

e Quantitative Metrics For Rating Banks d obally: Methodol ogy And
Assunptions, July 17, 2013

e Group Rating Methodol ogy, Nov. 19, 2013

e Revised Market Risk Charges For Banks In Qur Risk-Adjusted Capital
Framewor k, June 22, 2012

* Banking Industry Country Ri sk Assessment Methodol ogy And Assunpti ons,
Nov. 9, 2011

* Banks: Rating Methodol ogy And Assunptions, Nov. 9, 2011

e Bank Capital Methodol ogy And Assunptions, Dec. 6, 2010

Ratings List

Rati ngs Affirned

Bank of North Dakota
I ssuer Credit Rating AA-/ St abl e/ A- 1+
Certificate O Deposit AA+

Conplete ratings information is available to subscribers of RatingsDi rect at
www. gl obal credi tportal.com and at ww. spcapitalig.com Al ratings affected by
this rating action can be found on Standard & Poor's public Wb site at

www. st andar dandpoors. com Use the Ratings search box located in the |eft

col umm.
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