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Research Update:

Bank of North Dakota Ratings Affirmed At
'A+/A-1' Following Affirmation Of Ratings On The
State; Outlook Remains Stable

Overview

« The state of North Dakota recently identified a $308.7 million revenue
shortfall for the fiscal 2015-2017 biennium To close the gap, the state
decided to inplenent several neasures, including reductions to genera
fund spendi ng and pl anned drawdowns from the budget stabilization fund
reserves. The state may al so require the Bank of North Dakota (BND) to
transfer up to $100 million of its accunulated profits.

e Gven BND s very strong capital ratios and its satisfactory liquidity
contingency plans, we believe that a potential appropriation of up to
$100 mllion by the state (akin to a special dividend) woul d be
manageabl e froma capital and liquidity standpoint. The bank has faced a
significant decline in captive deposits during the past year, which
prompted us to revise our funding score to average from above average.
Despite this score change, the bank's stand-al one credit profile (SACP)
remai ns unchanged at 'a'.

e On Aug. 31, 2016, S&P dobal Ratings affirned the ' AA+' genera
obligation rating, 'AA appropriation rating, and 'A+ noral obligation
ratings on the state of North Dakota. The outl ook is stable.

 Followi ng our governnent-related entities criteria, we are affirm ng our
I ong-term and short-termissuer credit ratings on BND at ' A+/ A-1' given
the bank's role, and the links between the state and the bank. W are
also affirm ng our deposit rating at 'AA'.

e The rating outlook renains stable, reflecting the link between the bank
and the current ratings on the state of North Dakot a.

Rating Action

On Sept. 2, 2016, S&P d obal Ratings affirmed its issuer credit ratings on the
Bank of North Dakota (BND) at 'A+/A-1'. The rating outlook remai ns stable.

We also affirned the deposit rating at ' AA" and the short-term deposit rating
at 'A-1+', and we nmmintai ned our stand-alone credit profile (SACP) at 'a'.

Rationale

The affirmation of the ratings on BND foll ows the recent affirmation of the
ratings on the state of North Dakota at 'AA+ (see "North Dakot a;
Appropriations; General Obligation; Mral Obligation," published Aug. 31
2016, on RatingsDirect.) As a state-run financial institution, the bank
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participates in activities that broadly pronote conmerce, agriculture, and
industry in North Dakota. Qur ratings on the bank reflect our assessnent of
the Iikelihood of extraordinary support fromthe state to the bank, which we
vi ew as hi gh based on our assessnent of a very strong link and inportant role.

The state identified a $308.7 million shortfall for the current 2015-2017

bi ennium An option for the state to close this gap is through appropriation
of BND s accunul ated profits for up to $100 million, if needed. W believe
that the current capital levels of the bank are hi gh enough to confortably
absorb the full $100 million. As of June 30, 2016, the bank reported a Tier 1
ri sk-based capital ratio of 18.51% a total capital ratio of 19.77% and a

| everage ratio of 11.05% Qur proprietary risk-adjusted capital (RAC) ratio
was at a very strong 21.1% as of that date. W expect the RACratio to renain
in the very strong range (above 15% in the foreseeable future.

The state has been facing |arge revenue declines and is currently undergoing
an econom c recession. North Dakota's large reliance on the energy and
agriculture sectors has caused revenues to drop nore than the state had
initially anticipated. W expect oil prices to remain in the $50-$60 range per
barrel in the nmediumtermbut to beconme nore volatile (see "The Rally In QG

Prices--1s It Sustainable?" , published June 28, 2016), and, as |long as
agricultural commodity prices do not decline further, we believe that North
Dakota's econonmy will likely experience growh over 2017-2019.

As of June 30, 2016, nonperformi ng | oans had increased year over year across
all loan types with the exception of student loans. Still, 99% of student

| oans and 72% of residential |oans benefitted fromstate or federa

guar antees. Nonperformi ng assets totaled 2.49% (i ncluding those 90 days past
due but accruing and restructured | oans), up from1.75%the prior year. Net
charge-of fs have al so been increasing but renmmi ned | ow at 0.09% of average

| oans.

State law requires all nonies of the state and state institutions to be
deposited with BND. The recent tax revenue declines and budget cuts that were
mandat ed to state agencies have caused a | oss of deposits for BND. In
conparison with |last year, deposits fell by 19% as of June 30, 2016, the

| oan-to-deposit ratio increased to 88% from 62% (refl ecting deposit declines
conbined with a greater need for loans), and the stable funding ratio was down
to 127% from 160% W expect this trend to conti nue because of the various
spendi ng cuts and chal | engi ng econonic conditions. As a result, we have

revi sed our funding score to average from above average.

W believe BND has an adequate liquidity contingency plan should it need to
use it. It includes Federal Home Loan Bank advances, fed funds borrow ngs,

| oan sal es, and repurchase agreenents, and BND has access to the Fed di scount
wi ndow.
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State; Outlook Remains Stable

The stable rating outlook reflects our view that the |ink between the bank and

t he current
deposi t
woul d | eave the issuer

ratings on BND. G ven these |inks,
credit

ratings on the state of North Dakota support the issuer credit and
a two-notch reduction in the SACP
rati ngs or the deposit

rati ngs unchanged.

We could I ower the SACP in the coming two years if the state's econony weakens

further than we anti ci pated,
by nore than we currently expect--enough to inpair
that the risk-adjusted capital

consi stent basis--or

if capital

appropriations by the state increase

BND s capital profile such

rati o remains bel ow the 15%t hreshold on a
if the bank's asset quality deteriorates significantly.

We are unlikely to raise the SACP in the near termgiven the cyclicality of
the state's revenue base and the interdependence between the state and BND.

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

the state by one notch to ' AA',

and we coul d | owner

the issuer credit ratings

shoul d we downgrade the state by nore than two notches.

Ratings Score Snapshot
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Assunptions, Jan. 29, 2015

e Group Rating Methodol ogy, Nov. 19, 2013

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

» Met hodol ogy For Linking Short-Term And Long- Term Rati ngs For Cor por at e,
I nsurance, And Sovereign |Issuers, May 7, 2013

* Revi sed Market Ri sk Charges For Banks In Qur Risk-Adjusted Capital
Framewor k, June 22, 2012

e Banking Industry Country Ri sk Assessnent Methodol ogy And Assunpti ons,
Nov. 9, 2011

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

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

e Commercial Paper |: Banks, March 23, 2004

Related Research

« North Dakota; Appropriations; General Obligation; Mral Cbligation, Aug.
31, 2016

e The Rally In Gl Prices--1s It Sustainable?, June 28, 2016

Ratings List

Rati ngs Affirned

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

Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neanings ascribed
to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. standardandpoors. com for further

i nformati on. Conplete ratings information is available to subscribers of

Rati ngsDi rect at www. gl obal creditportal.comand at www. spcapitaliqg.com All
ratings affected by this rating action can be found on the S& d obal Ratings'
public website at www. st andardandpoors.com Use the Ratings search box | ocated
in the left colum.
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