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I apologize as it has been some time 
since the Department has had a 
Newsletter going out to our industry 
informing you of the happenings 
at the Department of Financial 
Institutions.  As you will see in this 
Newsletter, a number of things have 
happened, such as re-accreditation 

for the banking division and credit union division.

Currently, the Department is starting its budget 
projections for the next Legislative Session.  We do not 
anticipate a lot of changes to the budget, but will ask 
the Legislature for additional dollars to help train our 
examiners in the banking, credit union, and consumer 
divisions.  In addition, the Department may request an 
additional consumer position to keep abreast of the ever 

increasing number of entities the Department licenses.  
The Department appreciates the support we have 
received from all the industries we regulate and hope 
we can continue to receive that support in the future.

We are in planning stages for an upcoming ñDay 
with the Commissionerò for both the bank and credit 
union divisions, and encourage you to watch for these 
announcements and registrations so you can attend.  
There are a number of issues we are currently studying, 
such as the accounting for loan and lease losses, any 
changes that may happen to trust preferred securities, 
and any other issues that are submitted by the industry.  
If you have any comments or suggestions for the ñDay 
with the Commissionerò, please feel free to contact 
anyone on the Department staff.  The Department 
wishes the best of luck to all entities we regulate for a 
prosperous year in 2004.

At the November regularly scheduled State Banking 
Board meeting I had a copy of a newsletter from Farm 
Credit Services of Grand Forks.  In that newsletter it 
states that you can improve your bottom line by taking 
advantage of the ñFarm Cash Managementò program.  
Farm Cash Management links your revolving line 
of credit from Farm Credit Services of Grand Forks 
to an Agri-bank money market investment account.  
The article goes on to state that instead of depositing 
business receipts into a bank and then writing a check 
to pay down your operating loan, your receipts are 
simply applied directly against your credit line and 
bills are then paid with a credit line draft.  This keeps 

your line of credit loan balance smaller, and that means 
a smaller interest expense.  The article goes on to say 
at times when your credit line loan balance reaches 
zero, you can earn signiý cant interest income on 
any additional funds through your Agri-bank money 
market investment account, where they earn interest 
comparable to a three or six month CD.  Both the 
State Banking Board and I felt this account is a deposit 
account which is not insured by the Federal Deposit 
Insurance Corporation, and this activity goes beyond 
the authorized activities that can be done at Farm Credit 
Services of Grand Forks, or any other Farm Credit 
Services branch.
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In addition, the Conference of State Bank Supervisors 
on January 30, 2004, wrote a comment letter to the 
Farm Credit Administration concerning its ability 
to provide farm management and agricultural trusts 
as related services to its members.  The Farm Credit 
Administration responded to this Department in 
December 2003 indicating it feels it has the authority 
to offer to its members debentures which are used by 
its members to invest excess funds.  The Department 
is currently reviewing whether or not it will take any 
further action on this matter, which could include 
issuing a Cease and Desist Order or initiating court 
action against Farm Credit Services for taking 
deposits.  The Department would have to prove that the 
instrument currently offered is not a debenture, but is a 
deposit or transaction account.

In the past year the Departmentôs examiners have 
encountered a number of ý nancial institutions which 
have been purchasing leases.  What we have found is 
that it is fairly customary for the leasing company to 
collect the lease payments from the lessee and then 
forward payment to the purchasing ý nancial institution.  
The weaknesses with this type of arrangement have 
become fairly obvious in that the ý nancial institution is 
not aware of whether the lessee is actually making the 
payments or the true status of the lease as to whether 
the lease is current or past due.  Additionally, the 
ý nancial institution is retaining the risk if the lessee 
defaults, yet the payments are controlled by the leasing 
company.  While this arrangement may be the industry 
standard the Department feels it would mitigate the risk 
to some extent if the payments were made, at the very 
least to a lock box either controlled by the bank or an 
independent third party.  With a lock box arrangement 
the ý nancial institution is more aware of the status 
of the lease and it would at the very least limit the 
possibility of a defalcation at the leasing company.  
The point of this article is to make you aware of the 
Departmentôs position and the fact that we will be 
critical of management when we encounter these types 
of arrangements.  

Doug Hoselton from the Grand Forks ý eld ofý ce 
has been named to a one year term on the State 
Examiner Review Team (SERT).  Commissioner Tim 
Karsky stated ñThe Department is committed to this 
projectò.  The addition of Hoselton to the task force 
enhances the image of DFI as well as the State of 
North Dakota, and demonstrates that DFI is a leader 
in improving the examination process with the use 
of technology.  The State Examiner Review Team 
consists of six experienced state examiners, selected 
to serve by the Conference of State Bank Supervisors 
(CSBS) Technology Committee.  The review team 
reports regularly to the CSBS Technology Committee.  
The Role of this team is to take an active part in the 
development cycle of any automated examination 
tool as directed speciý cally by the CSBS Technology 
Committee.

The sole focus of the State Examiner Review Team is 
to provide input as state bank examiners while working 
with staff from the FDIC and Federal Reserve to 
develop or enhance automated examination tools like 
General Examination System (GENESYS), Automated 
Loan Examination Review Tool (ALERT), Examination 
Documentation (ED), the Extranet, or any other 
applicable automated tool as directed by the CSBS 
Technology Committee.

The CSBS Technology Committee will continue to 
collaborate and coordinate with the federal agencies on 
broader policy issues related to automated examination 
tools and other technology issues that concern the state 
banking departments.  Our thanks to Doug for serving 
as a team member.  



Supervisors and state bankers have a vital common 
interest in the health of the state banking system.  
Keeping the state banking system healthy is the 
mandate of the Conference of State Bank Supervisors, 
which is the prime reason why so many individual 
banks elect to be CSBS members.

Every state banker (or his or her predecessor) made a 
conscious decision to have a state charter, and for good 
reasons.  The best supervision is local supervision, 
where regulators and regulated work together in a spirit 
of teamwork with common understanding of local 
economic conditions.  The state banking system has 
produced almost every banking innovation in the last 
100 years precisely because it does not attempt to make 
all institutions ý t into a single regulatory mold, and 
local supervision is inherently more efý cient and less 
paperwork-intensive than long-distance supervision.

Thatôs why the Conference of State Bank Supervisors 
ï the only national organization dedicated to protecting 
and enhancing the state banking system ï includes all 
54 banking departments and more than 1,700 individual 
bank members.

CSBS is integral to the success of the state banks and 
the state banking system.  It works to enhance the value 
of state banksô charters and to protect the state system 
from federal encroachments.  It promotes excellence 
among state banking departments and among the 
state bankers, as well as protecting our interests in 
Washington, D.C.  Because of its work to streamline 
regulation and cut regulatory burdens, CSBS is the 
original cut-the-red-tape organization.

CSBS also offers tightly targeted educational services 
for examiners and bankers, exerts leadership in 
technology and provides a forum for all of us to work 
together when truly critical issues arise.

CSBS harnesses together the political power of 
thousands of state bankers and the prestige of the state 
banking departments, a combination that gives us 
horsepower (and staying power) on Capitol Hill.  It also 
gives CSBS valuable leverage in its negotiations with 
federal banking agencies.

Itôs the nature of the federal animal to seek to grow, 
gain new jurisdictions and exert control.  Those traits 
represent a constant threat to the state banking system, 
and CSBS works constantly to ward off federal 
encroachments on the powers and prerogatives of 
the state banking departments ï encroachments that 
jeopardize the value of state bank charters.  Without 
CSBS, the future would almost certainly hold a single 
federal regulator presiding over all banks.  

The North Dakota Department of Financial Institutions 
will be sending further information on how to join 
CSBS if you so choose.

As I am sure you are aware, North Dakotaôs privacy 
law was amended in the 2003 Legislative session 
at the request of the banking and credit union trade 
organizations.  Included among the amendments was 
an exemption which allowed the disclosure of customer 
information under section 502(e) of the federal 
Financial Services Modernization Act of 1999; the 
amendment went on to require this disclosure to comply 
the rules adopted by the State Banking and State Credit 
Union Boards.  

The proposed rules were published in early December 
2003; a joint hearing with the State Banking and State 
Credit Union Boards was set for January 8, 2004.  The 
purpose of the hearing was to entertain public comment 
received prior to the hearing, as well as provide a forum 
for public comment before the boards.  The Boards 
heard testimony in favor of the proposed rules from 
Marilyn Foss, General Counsel for the North Dakota 
Bankers Association, and Greg Tschider, League 
Attorney for the North Dakota Credit Union League.  
ND law requires an additional 30 day comment period 
after the hearing for additional public comment; this 
comment period expired February 9, 2004.  At this 
point the State Banking and State Credit Union Boards 
will consider the rules for ý nal adoption at the March 
11 and March 5 regular meetings, respectively.  Once 
the Boards approve the respective rules they will be 
sent to the Attorney Generalôs ofý ce to review the 
process to ensure the proper procedures were followed 
in the rulemaking process.  Provided the Attorney 
General ý nds all procedures were properly followed, 
the Attorney General issues a letter to that effect and 
the rules will be sent to the Legislative Council for ý nal 



publication and an effective date will be issued.  The 
Department then must appear before the Legislative 
Councilôs Administrative Rules Committee and once 
this committee approves the rules they are then ý nal. 

With the coming of the Lottery to the State of North 
Dakota we thought it would be a perfect time to remind 
the industry of the FDIC Regulation regarding lotteries. 
The North Dakota Century Code does not speciý cally 
address banks participation in the lottery. 

 Below is an excerpt from the FDI Act, Section 20:

SEC. 20  (a)  A State nonmember insured bank 
may not-- 
    (1)  deal in lottery tickets; 
    (2)  deal in bets used as a means or substitute for 
participation in a lottery; 
    (3)  announce, advertise, or publicize the existence of 
any lottery; or 
    (4)  announce, advertise, or publicize the existence 
or identity of any participant or winner, as such, in a 
lottery.

(b)  A State nonmember insured bank may not permit-- 
    (1) the use of any part of any of its banking ofý ces by 
any person for any purpose forbidden to the bank under 
subsection (a), or 
    (2) direct access by the public from any of its 
banking ofý ces to any premises used by any person for 
any purpose forbidden to the bank under subsection (a).

(c)  As used in this section-- 
    (1) the term ñdeal inò includes making, taking, 
buying, selling, redeeming, or collecting. 
    (2)  The term ñlotteryò includes any arrangement 
whereby three or more persons (the ñparticipantsò) 
advance money or credit to another in exchange for the 
possibility or expectation that one or more but not all of 
the participants (the ñwinnersò) will receive by reason 
of their advances more than the amounts they have 
advanced, the identity of the winners being determined 
by any means which includes-- 
      (A)  a random selection; 
      (B)  a game, race, or contest; or 
      (C)  any record or tabulation of the result of one or 

Over the last several years we have noticed that all state 
chartered banks have not complied with North Dakota 
Century Code Section 6-03-70.  This Section deals with 
the submission of the quarterly Report of Condition and 
Income.  In our March 2003 letter to all state-chartered 
banks we offered a gentle reminder that signatures must 
be afý xed to the signature page of the Call Report.  To 
quote the North Dakota Century Code, ñEach report 
must be veriý ed by the oath of the president or the 
cashier and attested as correct by at least two of the 
directors and must be transmitted to the commissioner 
within thirty days after receipt of the request for the 
same.ò  The Department has made it a practice to accept 
copies of the Report of Condition and Income that is 
submitted to the federal regulator.  Call report letters 
that we send out have a signature page included in the 
mailing. Compliance with the above law has been fairly 
good; however, every quarter there are always a few 
banks that forget to sign or send in the signature page. 
This information is offered as a reminder that we will 
accept either copies or original signatures and they 
must accompany the Call Report. Please take a moment 
of your time prior to the submission of the March 
2004 Call Report to make sure that the appropriate 
documents are attached.

more events in which any participant has no interest 
except for its bearing upon the possibility that he may 
become a winner. 
    (3)  The term ñlottery ticketò includes any right, 
privilege, or possibility (and any ticket, receipt, record, 
or other evidence of any such right, privilege, or 
possibility) of becoming a winner in a lottery.

(d)  Nothing contained in this section prohibits a State 
nonmember insured bank from accepting deposits 
or cashing or otherwise handling checks or other 
negotiable instruments, or performing other lawful 
banking services for a State operating a lottery, or for 
an ofý cer or employee of that State who is charged with 
the administration of the lottery.



CREDIT UNION TRENDS AND INTEREST 
RATES

North Dakota state-chartered credit unions enjoyed 
another successful year in 2003.  The state credit 
unionsô net worth ratio increased from 9.90% to 10.40% 
during the year while total shares & deposits grew by 
6.0%.  Total assets grew from $1.048 billion to $1.118 
billion during the year or by 6.7%.  Net earnings grew 
from $1.163 million to $12.209 million.

Although net loan charge-offs increased from 
$4,770,596 in 2002 to $5,649,336 in 2003, the loan 
delinquency ratio fell from 1.92% on 12/31/02 to 1.58% 
on 12/31/03.  Another indication of the improved 
quality in the loan portfolio is the decline in the 
Allowance for Loan & Lease Loss (ALLL) account.  
The ALLL account declined from $21,777,563 on 12/
31/02 to $19,756,490 as of 12/31/03.  

Overall ý nancial performance continued to strengthen 
as the net interest spread widened due to a continued 
decline in interest rates and loan quality strengthened as 
evidenced by a decline in the Provision for Loan Loss 
(PLL) expense.  The net interest spread is the difference 
between the yield on loans & investments less the cost 
of funds.  In 2003, this net interest spread increased 
to $39,676,492 from $38,362,258 in 2002.  The table 
below shows the improvement in the net interest spread, 
the decline in the PLL expense, and the improvement in 
net income from 2002 to 2003.

The year 2004 should prove to be a challenge in 
repeating the earnings performance of 2003 due to the 
continued low interest rate environment.  As can be 
seen from the table above, credit unionsô cost of funds 
re-priced faster than interest income with a decline 
of $5.433 million in the cost of funds and a decline 
of $4.119 million in interest income from 2002 to 
2003.  With continued historically low interest rates as 
measured by the fed funds rate (see chart below), we 
expect the net interest spread to decline in 2004 as loans 
re-price to lower rates faster than the cost of funds re-
price, which are already at extremely low levels.
Credit unions with excess liquidity have been hit harder 
than those credit unions with strong loan demand as 

yields on investments have fallen to historically low 
levels.  However, these credit unions should recover 
nicely when interest rates begin to rise.  It is always 
foolish to predict when this may happen, but a study 
of previous interest rate cycles shows we are probably 
closer to a bottom in interest rates and that an up-tick 
in rates could possibly start in the latter part of 2004.  
The table below compares this down cycle in interest 
rates with the previous seven down cycles since 1970 
as measured by the 3 month Treasury Bill rate.  As 
can be seen from this table, the current down cycle in 
rates is already one of the longest in terms of months of 
downward trend and one of the largest in terms of basis 
point decline in recent history.
It is interesting to note that the Fed has pushed interest 
rates so low that real interest rates (the interest rate less 
the inþ ation rate) have turned negative.  With inþ ation 
at 1.92% and the fed funds rate at 1.00%, the real 
interest rate is a negative .92%.  The chart below shows 
that this is a phenomenon that doesnôt happen very 
frequently and has been followed by a brief and sharp 
up-tick in interest rates in the past.
Asset / liability management will continue to play a 
key role for credit unions in the foreseeable future as 
interest rates could prove to be volatile after this bottom 
in the interest rate cycle.



ROAA
NIM
T1 CapitalT1 Capital

MONTANA SOUTH
DAKOTA

MINNESOTA

1.29%
4.76%
9.75%

1.29%
4.50%
9.47%

1.23%
4.44%
11.41%

UNITED
STATES

NORTH 
DAKOTA

1.12%
4.18%
9.79%

1.12%
4.23%
9.74%

ñ2ò, and only 7 banks are rated ñ3ò.  These 87 state-
chartered banks had total assets of $7,378,314,000, 
and deposits of $6,175,075,000.  This represents 
asset growth of 9.64%, and deposit growth of 8.10%, 
compared to 12-31-02.

The numbers show what many of you already know 
ï North Dakota state chartered banks are generally 
well-capitalized, proý table, and have ý nancially sound 
loan portfolios.  We believe banks that are well-run are 
the primary generators of economic development and 
growth, in their communities.  Safe and sound banks 
are afforded additional opportunities to invest in their 
local communities.

Overall, North Dakota banks performed well for 2003.  
The return on average assets (ROAA) for all banks 
was 1.12%.  Tier One capital for North Dakota state-
chartered banks at year end 2003 equalled 9.74%.  How 
does North Dakota stack up with our neighbors?  Please 
refer to the chart.
Asset quality information for state-chartered banks 
from reports of examination that were conducted over 
the last 12 months shows that the average classiý cation 
ratio is 17.09%.  Past due and nonaccrual loans were 
1.94% and 2.45% of the loans are classiý ed as a percent 
of all loans.  There are 87 state-chartered banks as of 
this writing.  As of December 31, 2003 these 87 banks 
are rated as follows: 41 are rated ñ1ò, 39 are rated 




