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INDEPENDENT AUDITOR’S REPORT

Governor of North Dakota
Legislative Audit and Fiscal Review Committee

Board of University and School Lands
Bismarck, North Dakota

We have audited the accompanying financial statements of the governmental activities, each major fund, and the
aggregate remaining fund information of the Board of University and School Lands, a department of the State of
North Dakota, as of and for the years ended June 30, 2010 and 2009, which collectively comprise the Board of
University and School Lands’ basic [inancial staiemenis as listed in the table of contents. These financial
statements are the responsibility of the Board of University and School Lands® management. Qur responsibility is
to express opinions on these financial statements based on our audits.

We conducted our andit in accordance with auditing standards generally accepted in the United States of America
and the standards applicable to financial audits contained in Government Auditing Standards, issued by the
Comptroller General of the United States. Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit
also includes assessing the accounting principles used and the significant estimates made by management, as well
as evaluating the cverall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinions.

As discussed in Note 1, the financial statements of the Board of University and School Lands, are intended to
present the financial position and the changes in financial position of only that portion of the governmental
activities, each major fund, and the aggregate remaining fund information of the State of North Dakota that is
attributable to the transactions of the Board of University and School Lands, They do not purport to, and do not,
present fairly the financial position of the State of North Dakota as of June 30, 2010 and 2009, and the changes in
its financial position, where applicable, for the years then ended in conformity with accounting principles
generally accepted in the United States of America.

In our opinion, the financial statements referred to above present fairly, in all material respects, the respective
financial position of the governmental activities, each major fund, and the aggregate remaining fund information
of the Board of University and School Lands as of June 30, 2010 and 2009, and the respective changes in

financial position for the years then ended in conformity with accounting principles generally accepted in the
United States of America.
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In accordance with Government Auditing Standards, we have also issued our report dated November 8, 2010, on
our consideration of the Board of University and School Lands’ internal control over financial reporting and on
our tests of its compliance with certain provisions of laws, regulations, contracts, and grant agreements and other
matters. The purpose of that report is to describe the scope of our testing of internal control over financial
reporting and compliance and the results of that testing, and not to provide an opinion on the internal control over
financial reporting or on compliance. That report is an integral part of an audit performed in accordance with
Government Auditing Standards and important for assessing the results of our audit.

The management’s discussion and analysis on pages 3 through 6 is not a required part of the basic financial
statements but is supplementary information required by accounting principles generally accepted in the United
States of America. We have applied certain limited procedures, which consisted principally of inquiries of
management regarding the methods of measurement and presentation of the required supplementary information.
However, we did not audit the information and express no opinion on it.

Our audits were conducted for the purpose of forming opinions on the financial statements that collectively
comprise the Board of University and School Lands’ basic financial statements. The combining schedules are
presented for purposes of additional analysis and are not a required part of the basic financial statements. This
information has been subjected to the auditing procedures applied in the audit of the basic financial statements,

and in our opinicn, are fairly stated in all material respects in relation to the basic financial statements taken as a
whole.

ér&. %Qi”u) Loy

Bismarck, North Dakota
November 8, 2010



Management's Discussion and Analysis

As management of the Board of University and School Lands (Board), we offer readers of the Board's
financial statements a narrative overview and analysis of the financial activities for the fiscal years ended
June 30, 2010, 2009 and 2008. We encourage readers to consider the information presented here in
conjunction with additional information that we have furnished in our letter of transmittal.

Financial Highlights

¢ The assets of the Board exceeded its liabilties as of June 30, 2010, 2009 and 2008 by
$1,529,337,219, $1,008,605,519 and $1,074,877,376 (net assets) respectively.

e The Board's net assets increased for the year ending June 30, 2010 by $520,731,700; decreased by
$66,271,857 for fiscal year 2009; and increased by $42,480,473 for fiscal year 2008.

* Royalty revenues increased by $17,294,152, from $63,462 986 in fiscal year 2008 to $86,757,138 in
fiscal year 2009. Royalty revenues increased by $295,655,411 from fiscal 2009 to $382,412,549 in
fiscal year 2010. This increase was due to the record mineral lease bonus payments collected as a
result of the current Bakken/Three Forks cil play in North Dakota.

+ Investment earnings decreased by $93,349,548 from a loss of $34,668,760 in fiscal year 2008 to a
loss of $128,018,308 in fiscal year 2009. Investment earnings increased by $270,946,571, from
fiscal year 2009 to a gain of $142 928,283 in fiscal year 2010. These fluctuations were due to the
state of the national economy and the resulting investment returns.

Overview of the Financial Statements

This discussion and analysis is intended to serve as an introduction to the Board's basic financial
statements. The Board's basic financial statements comprise three components: 1) government-wide
financial statements, 2} fund financial statements, and 3) notes to the financial statements. This reoort
also contains other supplementary information in addition to the basic financial statements.

Government-wide financial statements. The government-wide financial statements are designed to
provide readers with a broad overview of the Board's financial condition.

The statement of net assels presents information on all assets and liabilities managed by the Board with
the difference between the two reported as net assefs. Changes in net assets may at times, serve as a
useful indicator of whether the financial position of the Board is improving or deteriorating.

The statement of activities presents information showing how the net assets managed by the Board
changed during the most recent fiscal year. All changes in net assets are reported as soon as the
underlying event giving rise to the change occurs, regardless of the timing of related cash flows.

Fund financial statements. A fund is a grouping of related accounts used to maintain control of
resources that have been segregated for specific objectives. The Board uses fund accounting to provide
a relevant financial statement format for users and to demonstrate compliance with legal requirements.
All of the funds of the Board are governmental funds.



Information is presented separately in the governmental fund balance sheet and in the governmental
fund statement of revenues, expenditures, and changes in fund balances for the Common Schools,
Coal, State Lands Maintenance fund, Energy Development Impact fund and the Lands and Minerals
fund. Data from the other fourteen governmental funds are combined into a single, aggregated
presentation. Individual fund data for each of these is provided in the combining statements immediately
following the notes to the financial statements.

The Board is appropriated a biennial budget from the North Dakota Legislature for its State Lands
Maintenance fund. A budgetary comparison statement has been provided to demonstrate compliance
with this budget.

Notes to the financial statements and other information. The notes provide additional information

that is essential to a full understanding of the data provided in the government-wide and fund financial
statements.

Government-wide Financial Analysis

As noted earlier, changes in net assets may at times, serve as a useful indicator of the Board's financial
position. As of June 30, 2010, the Boards total assets were $1,529,337,219. As of June 30, 2009 and
2008, the Boards total assets were $1,008,605,519 and $1,074,877,376, respectively. The largest
portion of the Board's assets are represented by investments in financial securities. The Board uses
these assets to provide distributions to educational entities and general government.

The following is a comparative statement of net assets:

Statement of Net Assets

Current and other assets
Capital assets
Total assets

Long-term liabilities
Other liabilities
Total liabilities

Net Assets:
Net assets invested in capital
assets

Restricted Net Assets:
Nonexpendable
Expendable

Unrestricted net assets

Total net assets

Total liabilities and net assets

2010

2009

2008

$1,645,740,527
7,788,983

$1,078,387,454
7,840,890

$1,167,316,239
7,845,994

1653529510

1,175,162,233_

120,369 126,443 107,154
124,071,922 77,496,382 100,177,703
124,192,291 77,622,825 100,284,857

7,788,983 7,840,890 7,845,994
1,300,483,003 879,305,267 941,039,855
- 20,887,944 26,879,600
221,065,233 100,571,418 99,111,927

1,529,337,219

1,008,605,519

1,074,877,376

$1,529,337,219

$1,086,228,344

$1,175,162,233




During fiscal year ending June 30, 2010, the Board's net assets increased by $520,731,700. This
increase was mainly due to a $567,353,073 increase in current and other assets and a $46,569,466
increase in liabilities. The majority of the increases were due to investment changes of $432,778,160
and a change in security lending collateral of $45,088,392.

During fiscal year ending June 30, 2009, net assets decreased by $66,271,857. This decrease was
mainly due to an $88,928,785 decrease in current and other assets and a $22,662,032 decrease in
liabilities. The majority of the decreases were due to a loss of investment earnings of $61,653,519 and a
change in security lending collateral of $24,552,489.

The following provides a comparative statement of the Board’s operations:

Changes in Net Assets

2010 2009 2008
Revenues

General Revenues:
Interest on investments $1,410,598 $1,552,730 $1,744 137
Change in fair value of

investments 575,953 (378,683) 97,944
Rents 425,207 273,540 332,371
Royalties 117,731,958 19,914,455 14,312,460
Loan income 8,788,647 715,919 872,877
Contributions to permanent

funds 11,203,425 11,573,540 19,181,248
Taxes 31,667,531 21,113,546 29,497 234
Donations - - 673,622
Gain on Sale of Capital

Asset - Land 353,855 9,568 211,346
Total General Revenue 172,157 174 54 774,615 66,923,239
Program Revenues:
interest on loans 3,194,685 2,873,529 2,604,327
Interest on investments 36,106,496 34,191,409 35,208,325
Change in fair value of

investments 92,851,884 (166,973,212} (75,286,370)
Rents 6,394,696 5,731,970 5,738,340
Royalties 264,680,591 66,842 683 55,150,526
Fees to Maintenance fund 2,464 314 1,431,711 2,436,711
Total Program Revenue 405,692,666 (65,901,810) 25,941,859
Total Revenues 577,849,840 (1,127,295) 92,865,098




Expenses
Governmental Activities:

General government 674,958 405,014 458,615
Intergovernmental 3,047,119 2,748,460 2,771,398
Education 7,938,676 6,198,690 6,507,399
Total Expenses 11,660,753 9,352,164 9,737,412
Excess before transfer 566,189,087 (10,479,459) 83,127,686

Transfers

Increase(decrease) in net
assets

(45,457,387)

520,731,700

(55,792,398)

(66,271,857)

(40,646,943)

42,480,743

Net assets - beginning
Net assets - ending

1,008,605,519
$1,529,337,219

1,074,877,376
$1,008,605,519

1,032,396,633
$1,074,877,376

During fiscal year ending June 30, 2010, the Board's revenues increased by $578,977,135 due to
additional royalty revenues of $295,655,411, investment earnings of $270,946,571 and production tax
income of $8,000,000 for the oil and gas impact grant fund (EDIO). Revenues decreased by
$93,992,393 from fiscal year ending June 30, 2008 to fiscal year ending June 30, 2009, due to the state
of the national economy and resulting investment returns.

Financial Analysis of the Government's Funds

As noted earlier, the Board uses fund accounting to ensure and demonstrate compliance with finance-
related legal requirements.

Governmental funds. The focus of the Board's governmental funds is to provide information on
near-term inflows, outflows, and balances of spendable resources. Such information is useful in
assessing the Board's financing requirements.

Capital Asset

The Board's capital assets for its governmental funds as of June 30, 2010, 2009 and 2008, are
$7,788,983, $7,840,890 and $7,845,994 (net of accumulated depreciation for equipment) respectively.
These capital assets include land and equipment. For additional details reference Note 1 - Summary
of Significant Accounting Palicies.

Economic Factors

The historic trust growth that occurred during fiscal year 2010 was driven by both strong investment
returns and record oil and gas lease bonus payments collected as a result of the current
Bakken/Three Forks oil play in North Dakota.

Requests for Information
This financial report is designed to provide a general overview of the Board's finances for all those
with an interest in the government's finances. Questions concerning any of the information provided in

this report or requests for additional financial information should be addressed to the ND State Land
Dept, 1707 N th St., PO Box 5523, Bismarck, ND, 58506-5523.

-6-



BOARD OF UNIVERSITY AND SCHOOL LANDS

Bismarck, North Dakota
Statement of Net Assets

For Fiscal Years Ended June 30, 2010 And 2009

1ssets:
Cash
, Investments
Herest receivable
\ccounts receivable
Invested secunities lending collateral
Loans
Farm loans
Schoo! loans
Energy impact loans
Due from other state agencies
sapital Asset - Land
:quipment (net of accumulated depreciation}
Total Assets

Jabilities:
\cerued payroll
Accounts payable
Securities lending collateral
Jue to other state agencies
Slaimant liability
Long-term liabilities:
Compensated absences due within one year
Compensated absences due in more than one year
Total Liabilities

Net Assets
Jet assets invested in capital assets
lestricted net assets
Nonexpendable
Expendable
Jnrestricted net assets
Total Net Assets

2010

Governmental
Activities

2009

$85,506,168
1,328,311,882
10,326,018
18,400,727
117,445,238

43,837,503
20,104,534
4,752,388
7,056,069
7,784173
4,810

Governmental
Activities

1,653,529,510

$9,817.,827
895,633,722
7,510,048
11,125,725
72,356,846

38,334,417
33,565,340
5,108,280
5,046,539
7,834,318
6,572

109,036
1,568,677
117,445,238
473,089
4,479,091

6,791
120,369

1,088,228,334

124,192,291

108,423
687,891
72,356,848
462,740
3,872,339

7,133
126,443

7,788,083
1,300,483,003

221,085,233

77,622,815

$1,629,337,219

7,840,800

879,305,267
20,887,044
100,571,418

$1,008,606,519

The accompanying notes are an integral part of these financial statements.
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BOARD OF UNIVERSITY AND SCHOOL LANDS
Bismarck, North Dakota

Statement of Appropriations

June 30, 2010

Unexpended
Original Final Adjusted First Year Second Year Appropriation
Appropriation Appropriation 2010 Expenditures 2011 Expenditures on 6/30/10
State Lands Maintenance Fund:
Salaries and Wages $3,214,850 $3,214,850 $1,395,163 50 $1,819,687
Operating Expenses 739,952 739,952 374,140 - 365,812
Capital Assets 10,000 10,000 - 10,000
Contingencies 50,000 50,000 - - 50,000
$4,014,802 $4,014,802 $1,769,303 $0 $2,245,499
Energy Development impact Office:
Grants $5,777,759 $9,777,759 $15,068 $0 $9,762,691
Lands and Minerals Trust:
North Dakota General Fund $35,000,000 $35,000,000 30 50 $35,000,000
Heritage Center 499 836 499 836 499,836 -
Qil & Gas Division 319,041 319,041 . 318,041
Geological Survey Division 196,166 166,166 196,166

Permanent Educational Trusts:

For the years ending on June 30, 2010 and June 30, 2009, the permanent educational trusts managed

by the Board distributed $41,133,000 and $35,600,000 respectively in accordance with N.D.C.C. 15-03-05.2.
For the same pericds, the trusts paid administrative expenses of $5,275,129 and $4,211,797, respectively

in accordance with N.D.C.C. 15-03-16.

Reconciliation of Administrative Expenses to Appropriated Expenditures

Fiscal Year Fiscal Year
2009 2010
Biennial Legislative Appropriation Expenditures $1,5625,242 $1,769,303
Continuing Appropriation Authority Expenditures 7,803,674 9,896,104
Total Expenses as reflected
Total Expenses as reflected in the Financial Statemenis £9,328,918 $11,665,407

See Note 19 for information on the Board’s continuing appropriation authority of funding.

The accompanying notes are an integral part of these financial statements.
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BOARD OF UNIVERSITY AND SCHOOL LANDS
Bismarck, North Dakota
Notes to the Financial Statements
June 30, 2010 and 2009

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

A. Financial Statements and Reporting Entity

The Board of University and School Lands (Board) is an agency of the State of North Dakota. The
Board was created under Article |X, Section 3 of the North Dakota State Constitution, and operates
through the legislative authority of the North Dakota Century Code Chapters 15-01, 47-30.1, and 57-
62. As a state agency, the Board is considered to be a department of the State of North Dakota and
is included in the State's Comprehensive Annual Financial Report.

The accompanying financial statements have been prepared in conformity with accounting principles
generally accepted in the United States of America (GAAP) as applied to government units. The
Governmental Accounting Standards Board (GASB) is the accepted standard-setting body for
establishing governmental accounting and financial reporting principles.

For financial reporting purposes, the Board has included all funds and has considered ail potential
component units for which the Board is financially accountable, and other organizations for which the
nature and significance of their relationship with the Board are such that exclusion would cause the
Board's financial statements to be misleading or incomplete.

The GASB has set forth criteria to be considered in determining financial accountability. This criteria
includes appointing a voting majority of an organization's governing body and (1) the ability of the
Board to impose its will on that organization or (2) the potential for the organization to provide specific
financial benefits to, or impose specific financial burdens on the Board. Based upon this criteria, there
are no component units to be included within the Board's statements and the Board is a reporting
entity within the State of North Dakota as a reporting entity.

B. Fund Accounting Structure

The Board uses funds to report its financial position and the results of its operations. Fund accounting
is desighed to demonstrate legal compliance and to aid financiai management by segregating
transactions related to certain government functions or activities. A fund is a separate accounting
entity with a self-balancing set of accounts. The accounting and reporting treatment applied to a fund
is determined by its measurement focus.

The following fund types and funds are used to account for the Board's activities.

Permanent Funds - report resources that are legally restricted to the extent that only earnings may
be used for purpose of the beneficiaries.

The Permanent Educational Trust funds account for all assets and proceeds as described in Section
11 through 19 of the Enabling Act of 1889, Article IX of the State Constitution and N.D.C.C. 15-01-02.

The Trusts own assets in the form of rangeland, producing and non-producing mineral interests,

investment securities and an office building. The Common Schools Trust fund is also used to account
for unclaimed property collected under the authority of N.D.C.C 57-62-05.
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The beneficiaries of the Common Schools Trust are publicly funded schools, grades K-12. Other
beneficiaries of various Trusts are the North Dakota State University, School for the Blind, School for
the Deaf, State Hospital, Valley City State University, Mayville State University, Youth Correctional
Center, State School of Science, Veterans Home, and the University of North Dakota. Income from
the assets held by the Ellendale Trust are allocated equally among Dickinson State University, Minot
State University, Dakota College at Bottineau, School for the Blind, Veterans Home, State Hospital,
and State Coliege of Science. The benefits of the original grant to the School of Mines are distributed
to the University of North Dakota.

Special Revenue Funds - include operating fund activities financed by specific revenue sources that
are legally restricted for specified purposes.

The State Lands Maintenance fund is used to pay operating expenses of the State Land Depantment.

The Coal Development Trust fund receives a portion of the coal severance tax. The trust makes
loans to energy impacted entities and low interest loans to school districts for new construction.
Income from the Trust is distributed to the General Fund of the State annually.

The Lands and Minerals Trust fund accounts for producing and non-producing mineral interests
formerly owned by the Bank of North Dakota (BND). The income is distributed to the General Fund of
the State biennially.

The Energy Development impact Office fund provides grant assistance to counties, cities, school
districts and other political subdivisions impacted by oil or gas development.

The Capitol Building Trust fund was created by the Enabling Act for the benefit of "public buildings at

the capital....".

The Indian Cuitural Educational Trust "is established for the purpose of generating income to benefit

Indian culture....".

The Board reports the Common Schools Trust fund, Coal Development Trust fund, State Lands
Maintenance fund, Energy Development Impact fund, and Lands and Minerals Trust fund as major
governmental funds.

C. Basis for Accounting

Governmental fund statements are reported using the current financial resources measurement focus
and the modified accrual basis of accounting. Revenues are recognized as they become susceptible
to accrual; generally when they are both measurable and available. Revenues are considered to be
available when they are collected within the current period or soon enough thereafter to pay liabilities
of the current period. For this purpose, the State generally considers tax revenues to be available if
they are collected within one year of the end of the fiscal period.

All revenues in the permanent funds except for taxes, tobacco settlement money and unclaimed
property revenue are presented as program revenues.

The government-wide statements are reported using the economic resources management focus and

the accrual basis of accounting. Revenues are recorded when earned and expenses are recorded
when a liability is incurred, regardless of the timing of cash flows.
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D. Budgetary Policies and Procedures

The Board operates through a biennial appropriation provided by the State Legislature and other
continuing appropriations. The Board prepares a biennial budget which is included in the Governor's
budget that is presented to the General Assembly at the beginning of each legislative session. The
General Assembly enacts the budgets of the various state departments through passage of specific
appropriation bills. Before signing the appropriation bills, the Governor may veto any specific
appropriation, subject to legislative override. Changes to the appropriation are limited to Emergency
Commission authorization, initiative, or referendum action. Unexpended appropriations lapse at the
end of the biennium.

Due to the lack of a formal revenue budget, a Combined Statement of Revenues, Expenditures, and
Changes in Fund Balances - Budget and Actual statement cannot be prepared as required by GAAP.
In its place a Statement of Appropriations has been presented. The Statement of Appropriations has
been prepared using the modified accrual basis and encumbrance accounting is not used.

E. Cash Deposits and Investments
Cash includes all funds deposited with the BND.

Investments are reported at fair value. All investment income, including changes in the fair value, is
recognized in the statements of revenues, expenditures and changes in fund balance.

Cash for all funds is pooled and invested to the extent possible. Income earned from pooled
investments is allocated to each of the funds based on the fund's total contribution to the pool.

F. Capitai Assets

Capital assets include land valued at historical cost or fair value; and equipment valued at historical
cost or at estimated historical cost if actual cost is not available. Donated capital assets are valued at
their estimated fair value on the date of donation.

All other capital assets with an original cost of $5,000 or more per unit and an estimated useful life in
excess of one year are capitalized and reported in the applicable government activities columns in
the government-wide financial statements in accordance with N.D.C.C. 54-27-21.

Normal maintenance and repair costs that do not materially add to the value or extend the life of the
asset are not capitalized.

Capital assets in Governmental Funds are recorded as expenditures in the funds used to acquire or
construct them in the governmental fund financial statements. Capital assets, along with equipment
accumulated depreciation and depreciation expense, are reported in the applicable governmental
activities columns in the government-wide financial statements.

Land is not depreciated. Other capital assets are depreciated using the straight-line method over 3 to
10 years for all furniture and equipment.

G. Accumulated Unpaid Annual and Sick Leave

N.D.C.C. 54-06-14 allows employees to accrue annual leave at a variable rate between one and two
days per month based on years of service. In general, accrued annual leave cannot exceed thirty
days at each calendar year end. Employees are paid for unused annual leave upon termination or
retirement.

Sick leave is accrued at the rate of one day per month without limitation on the amount that can be

accumulated. Employees vest in sick leave at ten years of service at which time the State is liable for
ten percent of the employee's accumulated unused sick leave.
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NOTE 2 - ORGANIZATION AND RELATED PARTY TRANSACTIONS
As stated in Note 1, the Board is an entity of the state of North Dakota and as such, other state
agencies of the state and political subdivisions are related parties.

NOTE 3 - CONTRACT RECEIVABLES

Contract receivables result from the sale of land to individuals on contract. Title to the land passes to
the purchaser when the contract has been paid in full. No contracts were canceled by the Board
during the years ended June 30, 2010 and 2009.

NOTE 4 — CASH

Custodial Credit Risk

State law generally requires that all state funds be deposited in the Bank of North Dakota. N.D.C.C.
21-04-01 provides that public funds belonging to or in the custody of the state shall be deposited in
the Bank of North Dakota. Also, N.D.C.C. 6-09-07 states, “[a]ll state funds ... must be deposited in
the Bank of North Dakota” or must be deposited in accordance with constitutional and statutory
provision.

The carrying amount of deposits with the BND and Northern Trust as of June 30, 2010 and 2009 were
$85,506,168 and $9,817,827 respectively and the bank balances were $72,368,095 and $14,030,889.
These differences result from timing differences of deposits processed by the Bank at year-end.
These deposits are exposed to custodial credit risk as uninsured and uncollateralized. However,
these deposits held at the Bank of Norih Dakota are guaranteed by the State of North Dakota through
N.D.C.C. Section 6-09-10. The Board does not have a ferma! poiicy regarding deposits.

NOTE 5 - INVESTMENTS

The Board’s investment policy is to invest Trust assets in a manner that balances the growth of the
portfolio for the benefit of future beneficiaries with maintaining income for distributions to current
beneficiaries. This is accomplished by investing in a widely diversified portfolio.

N.D.C.C. 15-03-04 requires that the Board apply the prudent investor rule in investing the funds under
its control. Applicaticn of the prudent investor rule dictates that investments of the Board should be
made using the same judgment and care that an institutional investor of ordinary prudence, discretion,
and intelligence exercises in the management of large investments entrusted to it.

Interest Rate Risk

Interest rate risk is the risk that changes in interest rates will adversely affect the fair value of
investments. The Board manages its exposure by maintaining a diversified portfolio that contains a
wide variety of maturity dates and credit ratings for the debt securities held. The Board has adopted
an asset allocation schedule and approves the hiring of all managers within the various asset classes.
The Board does not have a formal policy regarding the maturities of its investments.
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The following tables show the investments by type, amount, and duration and assumes the call dates

as the maturity dates.

Fiscal Year 2010

Weighted Average
Investment Type Maturity Amount Maturity (years)

Asset Backed Securities $6,461 528 0.296732
Commercial Mortgage-Backed 3,182,143 0.254494
Corpoerate Bonds 200,362,909 3.225143
TIPS Fund 109,681,718 1.423408
Corporate Convertible Bonds 99,666,530 2625593
Government Agencies 26,008,483 .445570
GNMA Fund 51,893,683 £.398521
Shert Bond Fund 91,380,787 0.327191
Government Bonds 38,860,966 0.679690
Government Mortgage Backed Securities 49 848 855 2.723747
Gov't-issued Commercial Mortigage-Backed 791,760 0.047133
Guaranteed Fixed Income 2,826,695 0.166801
Index Linked Government Bonds 1,651,857 0.059579
Municipal/Provincial Bonds 1,349,972 0.011586
Non-Government Backed CMOs 16,003,626 0.904831
Other Fixed Income 28227 0.000000
Short Term Bills and Notes 4,815,462 0.007951
Short Term investment Funds 31,134,643 0.000000

Total $735,849,844 13.598971

Fiscal Year 2009
Weighted Average

investment Type Maturity (years)

Maturity Amount

Asset Backed Securities $4,443,771 0.259955
Commercial Mortgage-Backed 3,901,000 0.388111
Corporate Bonds 148,076,463 2.948175
TIPS Fund 85,420,019 1.506237
Corporate Convertible Bonds 63,994 160 2.587824
Government Agencies 12,934,186 0.321998
GNMA Fund 41,086,905 0.382396
Short Bond Fund 55,251,975 0.318738
Government Bonds 27,938,107 0.669638
Government Mortgage Backed Securities 60,747,859 4499713
Gov't-issued Commercial Mortgage-Backed 1,314,438 0.107913
Guaranteed Fixed Income 1,271,663 0.150210
Index Linked Government Bonds 1,677,341 0.058342
Municipal/Provincial Bonds 1,110,339 0.017857
Non-Government Backed CMOs 8,126,675 0.650056
Other Fixed Income 23,061 0.000000
Short Term Bills and Notes 4647 927 0.010273
Short Term Investment Funds 19,734,948 0.000000

Total $541,700,836 14.888436
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The tables above include the fair value of our inflation indexed bonds. The principal balances of these
bonds are adjusted every six months based on the inflation index for the period.

Other investments included above, such as variable rate collateralized mortgage obligations (CMOs),
have a high degree of sensitivity to interest rate changes. As of June 30, 2010 and 2009,
respectively, the Board held $11,682,450 and $5,485,465 in variable rate CMOQs.

Credit Risk

Credit risk is the risk that an issuer or other counterparty to an investment will not fulfill its obligations.
The Board maintains a diversified portfolio of debt securities encompassing a wide range of credit
ratings. Each debt securities manager is given a specific set of guidelines to invest within based on
the mandate for which it was hired. The guidelines specify in which range of credit, and to what
extent within the ranges, the manager may invest. The Board does not have a formal policy regarding
credit risk. The foiiowing table presents the Board’s ratings as of June 30, 2010 and 2008,
respectively.
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Foreign Currency Risk

Foreign currency risk is the risk that changes in exchange rates will adversely affect the fair value of
an investment. The Board treats currency exposure in two different ways, depending on the type of
investment. For the Board's international equity portfolio, the currency exposure is not hedged as
currency exposure is one of the things that add diversity to the overall portfolio. In the case of foreign
bonds, the Board fully hedges the currency exposure as the purpose of this portfolio is to generate
income to distribute to trust beneficiaries. The Board does not have a formal policy regarding foreign
currency risk. The Board’s exposure to foreign currency risk is presented in the following tables:

Fiscal Year 2010

Currency Debt Equity Total
Australian dollar $117,927 $10,588,171 $10,706,098
British pound sterling {76,643) 29,328,856 29,252,213
Canadian dollar 119,448 - 119,448
Danish krone 18,549 2,448,278 2,466,827
Euro (368,315) 37,304,690 36,938,375
Hong Kong dollar 3,192 857 3,192,857
New Zealand dollar 90,435 126,200 216,635
Norwegian krone {17,335) 706,719 689,384
Polish zloty {12,779) {12,779)
Hungarian {67,288) - (67,288)
Mexican peso 65,634 s 65,534
Swedish krona 2,889,978 2,889,978
Japanese yen 29,694,836 29,694,836
Singapore dollar 2,132,778 2132778
Swiss franc 7,306,974 7,306,974
$(130,467) $125,720,337 $125,589,870
Fiscal Year 2009
Currency Debt Equity Total

Australian dollar $(15,575) $5,894,177 $5,878,602
British pound sterling (15,439) 16,810,227 16,794,788
Canadian dollar (42,105) - {42,105)
Danish krone 78,240 1,491,887 1,570,127
Euro {328,406) 27,375,723 27,047,317
Hong Kong dollar - 2,078,859 2.078,859
New Zealand dollar 11,635 97,829 109,464
Norwegian krone {3,200) 301,638 298,438
Mexican peso (12,390) - (12,390)
Swedish krona 1,589,716 1,589,716
Japanese yen - 19,745,087 19,745,087
Singapore dollar - 1,116,877 1,116,877
Swiss franc - 4,736,538 4,736,538
$(327,240) $81,238,5658 $80,911, 318
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Derivative Securities

Derivatives are financial arrangements between two parties whose payments are based on, or
“derived” from, the performance of some agreed upon benchmark. The investment policies of the
Board allow the use of derivative securities to hedge or replicate underlying exposures but not for
speculation. All derivatives are considered investment derivative instruments. The fair value of all
derivative securities is reported in the Statement of Net Assets. At June 30, 2010 and 2009, the
Board had one type of derivative security: currency forwards.

Currency Forwards

Currency forwards represent forward exchange contracts that are entered into in order to manage the
exposure to changes in currency exchange rates on the currency denominated poitfolio holdings. A
forward exchange contract is a commitment to purchase or sell a currency at a future date at a
negotiated forward rate. The gain or loss arising from the difference between the original contracts
and the closing of such contracts is included in the net change in fair value of investments in the
Statement of Changes in Net Assets and totaled $6,132,762 for fiscal year 2010 and $4,787.,102 for
fiscal year 2009. At June 30, 2010 and 2009, the Board’s investment portfolio included the currency
forwards balances shown below.

Fair Value
June 30, June 30,
Currency Cost Purchases Sales 2010 2009
Australian dollar ($6,411,575) $0 ($6,018,073) ($6,018,073) ($2,074,764)
British pound
sterling (4,425,997) - (4,428,348) (4,428,348) (3,927,584)
Canadian dollar (4,753,793) - (4,675,213) (4,675,213) (2,187,762)
Danish krone (4,927,269) - {(4,881,308) (4,881,308) (2,069,133)
Euro (31,596,528) 3,914,487 (34,625,233) (30,710,7486) (27,989,679)
Hungarian forint (2,043,973) - (1,804,696) (1,804,696) -
Mexican peso (1,593,547) {1,557,389) (1,557,389) 1,189,611)
New Zealand
dollar (2,862,178) - (2,762,482) (2,762,482) (2,095,436)
Norwegian krone (3,045,433) (2,845,621) (2,845,621) (2,097,102)
Polish zloty (1,850,320) - (1,544,672) (1,544,672) -
Swedish krona (93,777) 2,955,518 (2,955,518) . -
United States
dollar 63,404,389 70,259,637 (6,855,248) 63,404,389 41,220,071
Total forwards subject to currency risk $2,175,840 (32,411,000}
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Securities Lending

GASB Statement No. 28 "Accounting and Financial Reporting for Securities Lending Transactions,”
establishes accounting and financial reporting standards for securities lending transactions. The
standard requires governmental entities to report securities lent as assets in their balance sheets.
Cash received as collateral and investments made with that cash must also be reported as assets.
The statement also requires the costs of the securities lending transactions to be reported as
expenses separately from income received. In addition, the statement requires disclosures about the
transactions and collateral related to them.

Securities are loaned versus collateral that may include cash, US government securities and
irrevocable letters of credit. US securities are loaned versus collateral valued at 102% of the fair
value of the securities plus any accrued interest. In all cases the borrower provides more collateral
than the value of securities lent. Therefore, there is no credit risk related to security lending
transactions. Non-US securities are loaned versus collateral valued at 105% of the fair value of the
securities plus any accrued interest.

Non-cash collateral cannot be pledged or sold uniess the borrower defauits.

All securities loans can be terminated on demand by either the lender or the borrower, although the
average term of North Dakota Board of University & School Lands loans was approximately 73 days
as of June 30, 2010.

Cash open collateral is invested in a short-term investment pool, the Core USA Collateral Section,
which had an interest sensitivity of 24 days as of this statement date.

There were no violations of legal or contractual provisions, no borrower or lending agent default
losses known to the securities lending agent.

There are no dividends or coupon payments owing on the securities lent. Securities lending earnings
are credited to participating clients on approximately the fifteenth day of the following month.

indemnification deals with the situation in which a client's securities are not returned due to the
insoivency of a borrower and Northern Trust has failed to live up to its contractual responsibilities
relating to the lending of those securities. Northern Trust's responsibilities include performing
appropriate borrower and collateral investment credit analyses, demanding adequate types and levels
of collateral, and complying with applicable Department of Labor and Federal Financial Institutions
Examination Council regulations concerning securities lending.
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The following represents the Board's balances related to securities lending activity:

Fiscal Year 2010

Underlying
Securities on
Underlying Loan for Non-
Securities on Cash Cash Non-Cash
Security Type Loan for Cash Collateral Collateral Collateral
GLOBAL Corporate Fixed $2,861,768 $3,013,590
US Agencies 7,721,474 7,920,338
US Corporate Fixed 65,395,533 67,245,309 $265,781 $272,749
US Equities 30,040,381 30,955,575 15,462 15,971
US Government Fixed 8,106,314 8,310,425
$114,125470 $117 445,238 $281,243 $288,720
Fair Value of Securities on Loan against Cash Collateral $114,125,470
Fair Value of Securities on Loan against Non Cash Collateral $ 281,243
Total Fair Value of Securities on Loan $114,406,713
Fiscal Year 2009
Underlying
Securities on
Underlying Loan for Non-
Securities on Cash Cash Non-Cash
Security Type Loan for Cash Collateral Collateral Collateral
GLOBAL Corporate Fixed $0 $0
US Agencies 4,231,504 4,332,105
US Corporate Fixed 41,313,852 42,385,173
US Equities 18,399,510 18,824,445
US Government Fixed 6,556,630 6,715,123
$70,501,496 $72,356,846 $0 %0
Fair Value of Securities on Loan against Cash Collateral $70,501,496
Fair VValue of Securities on Loan against Non Cash Collateral $0
Total Fair Value of Securities on Loan $70,501,496

Securities lending collateral is invested in investment pools and is not exposed to custodial credit risk.

NOTE 6 —FARM LOAN POOL

N.D.C.C. 15-03 authorizes the Board to invest in first mortgage farm loans. All purchased loans are
credited to the pool and the investments, repayments, interest and income are credited to the various
trusts in proportion to their participation. The pool is administered by the BND in accordance with
standard banking practices, including executing all instruments on behalf of the Board and handling
foreclosures. As of June 30, 2010 the non-current and current portions of the loans were $40,967,938
and $2,869,563 respectively. The same amounts as of June 30, 2009 were $35,577,679 and
$2,756,737 respectively.

As of June 30, 2010 and 2009, the pool had net assets of $48,294,201 and $42,378,806 respectively.
For the same period, the pool earned net income of $2,915,394 and $2,608,677.
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NOTE 7 - COAL AND OIL AND GAS WARRANTS

The Board is authorized to make loans to coal and oil and gas development impacted counties, cities
and school districts and other political subdivisions from the Coal Development Trust fund. A warrant
is executed by the governing body as evidence of the loan. The loans bear interest at either six or
two percent annually. The coal warrants are payable only from the borrowing entities share of coal
severance tax collected and do not constitute a general obligation of the entity. Oil and gas warrants
are payable from any funds of the borrowing entity and constitute a general obligation. No losses are
anticipated on the warrants and an aiilowance has not been provided. As of june 30, 2010 the non-
current and current portions of the loans were $4,398,518 and $353,870 respectively. The same
amounts as of June 30, 2009 were $4,769,428 and $337,552 respectively.

NOTE 8 - DEVELOPMENTALLY DISABLED FACILITY LOAN FUND

PROGRAMS NO. 2 & NO. 3

N.D.C.C. 6-09.6 created the Developmentally Disabled Facility Loan Fund Programs for the purpose
of making loans to nonprofit corporations for the establishment of facilities for disabled persons.
Program No. 2 was authorized to borrow $5,000,000 and program No. 3, $4,851,145 from the
Common Schools Trust fund to finance the programs.

The programs are administered by the BND and are charged a fee of one-half percent of the principal
balance of the outstanding loans. Principal and interest payments from the loans are deposited in the
Lands and Minerals Trust fund after the deduction of loan administration fees. The loans are repaid
through an appropriation from the Human Services Department fund with loan collections and other
revenue sources that have been deposited in the Lands and Minerals Trust fund.

The loans bear interest at 9%, thereby causing a cash flow shortage in the Lands and Minerals Trust
fund. Each year the fund must pay more to the Human Services Department fund than it will receive
in loan collections from the Bank.

NOTE 9 - SCHOOL CONSTRUCTION LOANS

N.D.C.C. 15-60-10 was enacted in 1993 authorizing the Board to fund low interest schooi construction
loans from the Coal Development Trust. The outstanding principal balance of loans made from this
fund may not exceed forty million dollars.

A proposed construction project must be submitted and approved by the superintendent of public
instruction. The application may be submitted before or after authorization of a bond issue in
accordance with N.D.C.C. 24-03. The superintendent may aiso determine the loan amount and a
percent of interest to be paid. To be eligible for a loan, the school district must have an existing
indebtedness equal to at least fifteen percent of the school district’s taxable valuation.

The interest on a loan cannot exceed a rate of two percent below the net interest rate on comparable
tax-exempt obligations and the final interest rate may not exceed six percent.

The BND processes and services all loans. The Bank receives payments of principal and interest
from the school districts and remits these payments to the Board for deposit in the Coal Development
Trust fund. As of June 30, 2010 the non-current and current portions of the loans were $26,376,220
and $2,728,314 respectively. The same amounts as of June 30, 2009 were $30,683,257 and
$2,872,083 respectively.



NOTE 10 - CAPITAL ASSETS

Governmental
Activities: Balance 7/1/09 Additions Retirements Balance 6/30/10
Land $7,834,318 $182 ($50,327) $7,784,173
Equipment 15,158 (8,350) 8,808
Less accumulated
depreciation:
Equipment (8,586} (1,762) 8,350 (3,998)
Net capital assets $7,840,850 {$1.580) {$50,327) $7,788,983
Governmental
Activities: Balance 7/01/08 Additions Retirements Balance 6/30/09
Land $7,836,550 $0 ($2,232) $7,834,318
Equipment $15,158 $15,158
l_ess accumulated
depreciation:
Equipment {5,714) (2,872} (8,586)
Net capital assets $7,845,994 ($2,872) ($2,232) $7.840,890

Under the provisions of the Enabling Act, land was granted to the State for the support of the common
schools and other institutions. Under Constitutional authority, no grant land may be sold for less than
ten dollars an acre which is the value per acre used for balance sheet purposes. In fiscal year 2010,
18.24 acres were acquired and 471.83 acres were sold. In fiscal year 2009, no acres were acquired

or sold.

The Board assumes ownership of all of the foreclosed tfarm loan pool properties pending disposition of
the property. The foreclosed property is recorded at the lower of cost or fair value. No loans were
foreclosed and no sales of farm real estate occurred during the current fiscal year.

All land held by the Board is considered a capital asset and not depreciable according to GASB 34.

A total of $1,762 and $2,872 in equipment depreciation for fiscal years ending June 30, 2010 and

2009 was charged to the education function.

NOTE 11 — GENERAL LONG TERM DEBT

Amounts Due
Within One Year

Amounts Due
Thereafter

Balance
6/30/10

$6,791

$120,369  $127,160

Balance
Governmental Activities: 7/1/09 Additions Reductions
Other long-term liabilities:
Compensated absences $133,576  $78,903 $85,319
Balance
Governmental Activities: 7/1108 Additions Reductions

Amounts Due
Within One Year

Amounts Due
Thereafter

Balance
6/30/09

Other long-term liabilities:
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Compensated absences $113,200 $81,848 $61,472 $7.133 $126,443 $133,576

Assets of the Maintenance Fund are used to pay off these liabilities.

NOTE 12 - PENSIONS

The Board of University and School Lands participates in the North Dakota Public Employees’
Retirement System administered by the State of North Dakota. The following is a brief description of
the plans.

Defined Benefit Pension Plan:

NDPERS is a cost-sharing multiple-employer defined benefit pension plan covering substantially all
classified employees of the Board of University and School Lands. The plan provides retirement,
disability and death benefits. If an active employee dies with less than three years of credited service,
a death benefit equal to the value of the employee's accumulated contributions, plus interest, is paid
to the employee's beneficiary. If the employee has earned more than three years of credited service,
the surviving spouse will be entitled to a single payment refund, life-time monthly payments in an
amount equal to 50% of the employee's accrued normal retirement benefit, or 60 monthly payments
equal to the employee's accrued normal retirement benefit calculated as if the employee were age 65
the day before death occurred or monthly payments in an amount equal to the employees' accrued
100% joint and survivor retirement benefit if the member had reached normal retirement age prior to
date of death. If the surviving spouse dies before the employee's accumulated pension benefits are
paid, the balance will be payable to the surviving spouse’s designated beneficiary.

Eligible employees' who become totally disabled after a minimum of 180 days of service, receive
monthly disability benefits that are equal to 25% of their final average salary with a minimum benefit of
$100. To qualify under this section, the employee must meet the criteria established by the
Retirement Board for being considered totally disabied.

Employees are entitled to unreduced monthly pension benefits equal to 2.00% of their final average
salary for each year of service beginning when the sum of age and years of credited service equal or
exceed 85, or at normal retirement age (65). The plan permits early retirement at ages 55-64, with
three or more years of service.

Benefit and contribution provisions are administered in accordance with chapter 54-52 of the North
Dakota Century Code. This state statute requires that 4% of the participant's salary be contributed to
the plan by either the employee or by the employer under a "salary reduction” agreement. The Board
of University and School Lands has implemented a salary reduction agreement and is currently
contributing the employees share. The Board of University and School Lands is required to contribute
4.12% of each participant's salary as the employer's share. The required contributions are
determined using an entry age normal actuarial funding method. The North Dakota Retirement Board
was created by the State Legislature and is the governing authority of NDPERS. The Board of
University and School Lands’ required and actual contributions to NDPERS for the fiscal years ended
June 30, 2010, 2009, and 2008 were $80,023, $81,576, and $77,026 respectively.

NDPERS issues a publicly available financial report that includes financial statements and the
required supplementary information for NDPERS. That report may be obtained by writing to
NDPERS; 400 East Broadway, Suite 505, PO Box 1657, Bismarck, ND 58502-1657.

NOTE 13 - OTHER POSTRETIREMENT BENEFITS

Former employees receiving retirement benefits under the Retirement Plan of the Land Dept. are
eligible to participate in the Retiree Health Benefits Fund, a cost-sharing multiple-employer plan, as
administered by the Public Employees Retirement Board. The retired employee is provided a credit
toward their monthly health insurance premium under the state health plan based upon their years of
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credited service. In accordance with NDCC 54-52.1-03.2, the Land Dept. reimburses the Retiree
Health Benefits Fund monthly for credit received by members of the retirement plan.

The benefits, fully paid by the Agency, are equal to $4.50 for each of the employee's or decreased
employee's years of credited service not to exceed the premium in effect for selected coverage. For
this pay-as-you-go plan, total agency expenditures for the periods ending June 30, 2010 and 2009
were $6,947 and $6,813.

NOTE 14 - RISK MANAGEMENT

The Board is exposed to various risks of loss related to torts, theft, damage, destruction of assets,
errors and omissions, injuries to employees and natural disasters. The Board participates in the
following funds or pools:

The Risk Management Fund (RMF) was created in 1995 and is an internal service fund to provide
a self-insurance vehicle for the liability exposure of state agencies resulting from the elimination of
the state’s sovereign immunity. The RMF manages the tort liability of the state, its agencies'
employees, and the University System. All state agencies participate in the RMF and their fund
contribution was determined using a projected cost aliocation approach. The statutory liability of
the State is limited to a total of $250,000 per person and $1,000,000 per occurrence.

The Board pays an annual premium to the Fire and Tornado Fund to cover property damage to
personal property. Replacement cost coverage is provided by estimating replacement cost in
consultation with the Fire and Tornado Fund. The Fire and Tormado Fund is reinsured by a third
party insurance carrier for losses in excess of one million dollars per occurrence during a twelve
month period. The State Bonding Fund currently provides the Board with blanket fidelity bond
coverage in the amount of $3,000,000 for its employees. The State Bonding Fund does not
currently charge any premium for this coverage.

North Dakota Workforce Safety and Insurance is an enterprise fund of the State of North Dakota.
The Bureau is a state insurance fund and a "no fault" insurance system covering the State's
employers and employees financed by premiums assessed to employers. The premiums are
available for the payment of claims to employees injured in the course of employment.

There have been no significant reductions in insurance coverage from the prior year and settled

claims resulting from these risks have not exceeded insurance coverage in any of the past three fiscal
years.
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NOTE 15 - DUE TO / DUE FROM

2010 2009
Due from Due to Due from Dueto
Fund other funds other funds other funds other funds

Maintenance Fund $3,796,195 $1.038,553
Land and Minerals Trust $1,176,885 171,896 $184,910
Non major permanent funds 476,790 106,677 261
Common Schools 2,311,422 750,887 4 254
Capitol Trust 2,994 1,329
Coal Development Trust 735

$3,968,091  $3,968,091 $1,043,803 $1,043,803

As stated in Note 1 of these financial statements, the Board of University and School Lands is a state
agency of North Dakota; as such, the other state agencies of the state and political subdivisions are

related parties.

Fund

Due from-other
state agencies

Due to other
state agencies

Due from other
state agencies

Due to other
state agencies

Land and Minerals Trust:
Bank of North Dakota

Coal Development Trust:
State Treasurer

Maintenance Fund:
Attorney General
Dept. of Transportation
Information Technology
Deparimerit
Central Services

Permanent Funds:
State Treasurer
Developmentally Disabled

Facility Loan No. 3

Bank of North Dakota

Total Due To/Due From

$24,386 $43,774
24,386 43,774
516,008 $361,206 530,060 $371,042
516,008 361,206 530,060 371,042
6,877 2,730
1,777 3,676
5,106 5398
482
- 14,242 - 11,804
5,509,284 3,286,703
916,391 1,186,002
97,641 79,894
6,515,675 97,641 4,472,705 79,894
$7,056,069 $473,089 $5,046,539 $462,740
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NOTE 16 — TRANSFERS IN AND OUT

Fund

2010

2009

Transfers from Transfers to
other agencies  other agencies

Transfers from Transfers to
other agencies other agencies

Permanent Funds:

Department of Public Instruction $38,589,000 $33,400,00
N.D.S.U. 619,000 535,000
School for the Blind 103,000 88,000
School for the Deaf 180,000 155,000
State Hospital 228,000 195,000
Ellendale 98,000 84,000
Valiey City State University 130,000 113,000
Mayville State University 89,000 78,000
[ndustrial School 219,000 189,000
School of Science 194,000 169,000
School of Mines 214,000 185,000
Veterans Home 124,000 107,000
U.N.D. 346,000 302,000
41,133,000 35,600,000
Coal Development Trust:
Lignite Research Fund 2,314 380 2,398,605
General Fund of North Dakota 1,605,172 1,595,841
3,819,552 3,994 448
Land and Minerals:
General Fund of North Dakota 499,835 15,911,000
499 835 15,911,000
Capitol Building Trust:
Facilities Management 5,000 286,952
5,000 286,952
Total Transfers $45,457,387 $55,792,398

NOTE 17 - OFFICE LEASE COMMITMENT

The Board's administrative agent, the Office of Commissioner of University and School Lands (State
Land Department) rents office space owned by the Common Schools Trust Fund. The Land
Department’s commitment to rent its office space from the Common Schools Trust is continuous, with
periodic adjustments made in accordance with acceptable management practices and market
conditions. For the periods ending June 30, 2010 and 2009 rent of $11,889 and $11,889 was paid by
the non-Common Schools Trusts and the book value of the building was $676,990 and $717,474
respectively. The book value of the building is included in the Investments line of the balance sheet.

NOTE 18 - PERMANENT FUND DISTRIBUTION POLICY

On June 30, 2009 Attomey General Stenehjem certified to Secretary of State Jaegar that recent
amendments to two federal statutes, the 1889 Enabling Act and the 1862 Morrill Act, removed any
inconsistencies between those federal laws and sections 1 and 2 of article 1X of the North Dakota
State Constitution. With that certification, the historic changes that were approved by North Dakota
voters as Constitutional Measure No. 1 during the November 7, 2006 general election became
effective on July 1, 2009. Effective July 1, 2009 biennial distributions from the perpetual trust funds
will be ten percent of the five-year average value of trust assets, excluding the value of lands and
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minerals. The average value of trust assets is determined by using the assets’ ending value for the
fiscal year that ends one year before the beginning of the biennium and the assets’ ending value for
the four preceding fiscal years. Equal amounts must be distributed during each year of the biennium.

NOTE 19 — CONTINUING APPROPRIATIONS
The following information discloses the Board's continuing appropriation authority.

NDCC 15-03-16 investments. To pay costs related to investments controlled by the Board, including
investment management fees, trustee fees, consulting fees, custodial fees, and the cost of capitalized
building repairs and renovations.

NDCC 15-04-23 County Services. This statute requires the Board to pay a fee to counties in which
the state retains original grant lands for roads and bridges.

NDCC 15-04-24 Grant Land. To pay expenses for trust lands controlled by the Board, including
appraisal fees, survey costs, surface lease refunds, weed and insect control costs, clean-up costs,
capital improvement rent credits, and expenses necessary to manage, preserve, and enhance the
value of the trust asset.

NDCC 15-05-19 Mineral Leases. To pay expenses for minerals controlled by the Board, including
appraisal fees, consulting fees, refunds, and expenses necessary to manage, preserve, and enhance
the value of the trust asset.

NDCC 15-06-22 Grant Land. This statute allows the Board to pay expenses relating to the sale of
original grant land including appraisal fees.

NDCC 15-07-22 Non-Grant Land. To pay expenses for trust lands controlled by the Board, including
appraisal fees, survey costs, clean-up or demolition costs, weed and insect control costs, rural fire
district reimbursements for fire protection, and expenses necessary to manage, preserve, and
enhance the value of the trust asset.

NDCC 15-08-04 Land Surveys. To pay all expenses to ascertain the true boundaries of any tract of
land, or to describe or dispose of the same in suitable and convenient lots.

NDCC 15-08.1-09 Lands and Minerals. To pay from the lands and minerals trust fund ali principal
and interest to the common schools trust fund on any loans made to the developmentally disable loan
fund program nos. 2 and 3.

NDCC 15-68-06 Indian Cultural Education Trust. To pay expenses for lands donated under this
chapter including survey costs, surface lease refunds, weed and insect control, cleanup costs, capital
improvement rent credits, in lieu of tax payments, or expenses necessary to manage, preserve, and
enhance the value of the trust asset.

NDCC 57-02.3-07 In Lieu Property Taxes. This statute requires the Board to pay counties in which
State property is located in lieu of property taxes.

NDCC 47-30.1-23 Uniform Unclaimed Property Act. To pay all expense deductions under this
section.
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NOTE 20 — DESIGNATED FUND BALANCE

On September 30, 2010 the Board of University and School Lands classified $21,026,092 of the Land
and Minerals Trust Fund as a designated fund balance for fiscal year 2010 financial statement
purposes. This designation was made by the Board to indicate that these funds should not be
transferred out of the Lands and Minerals Trust Fund until potential title disputes related to certain
riverbed leases have been resolved.

As of the date of the Board’s action, no lawsuits have been filed and there is no expectation that the
Board will lose any potential title dispute that may arise. However, it may be some time before all
potential title disputes are resolved, by the courts or through negotiations and agreements between
the various parties. This designation is made to ensure that if the State loses or settles title disputes
related to specific riverbed tracts, that funds will be available to make refunds to those entities that
leased these minerals in good faith.
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EideBailly

CPAs & BUSINESS ADVISORS

INDEPENDENT AUDITOR’S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING
AND ON COMPLIANCE AND OTHER MATTERS BASED ON AN AUDIT OF FINANCIAL
STATEMENTS PERFORMED IN ACCORDANCE WITH
GOVERNMENT AUDITING STANDARDS

The Governor of North Dakota
Legislative Audit and Fiscal Review Committee

Board of University and School Lands
Bismarck, North Dakota

We have audited the financial statements of the governmental activities, each major fund, and the aggregate
remaining fund of the Board of University and School Lands as of and for the year ended June 30, 201¢ and have
issued our report thereon dated November 8, 2010. We conducted our audit in accordance with auditing standards
generally accepted in the United States of America and the standards applicable to the financial audits contained
in Government Auditing Standards, issued by the Comptroller General of the United States.

Internal Control over Financial Reporting

In planning and performing our audit, we considered the Board of University and School Land’s internal control
over financial reporting as a basis for designing our auditing procedures for the purpose of expressing our
opinions on the financial statements, but not for the purpose of expressing an cpinion on the cffectiveness of the
Board of University and School Land’s internal control over financial reporting. Accordingly, we do not express
an opinion on the effectiveness of the Board of University and School Land’s internal control over financial
reporting.

Qur consideration of internal control over financial reporting was for the limited purpose described in the
preceding paragraph and would not necessarily identify all deficiencies in internal control over financial reporting
that might be significant deficiencies or material weaknesses, and therefore, there can be no assurance that all
deficiencies, significant deficiencies, or material weaknesses have been identified. However, as described in the
accompanying schedule of findings and responses, we identified a certain deficiency in internal control over
financial reporting that we consider to be a material weakness.

A deficiency in internal control exists when the design or operation of a control does not allow management or
employees, in the normal course of performing their assigned functions, to prevent, or detect and correct
misstatements on a timely basis. A material weakness is a deficiency, or a combination of deficiencies, in internal
control such that there is a reasonable possibility that a material misstatement of the entity’s financial statements
will not be prevented, or detected and corrected on a timely basis. We consider the deficiency described in the
accompanying schedule of findings and responses as finding 10-1 to be a material weakness.
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Compliance and Other Matters

As part of obtaining reasonable assurance about whether the Board of University and School Lands’ financial
statements are free of material misstatement, we performed tests of its compliance with certain provisions of laws,
regulations, contracts, and grant agreements, noncompliance with which could have a direct and material effect on
the determination of financial statement amounts. However, providing an opinion on compliance with those
provisions was not an objective of our audit, and accordingly, we do not express such an opinion. The results of
our tests disclosed no instances of noncompliance or other matters that are required to be reported under
Governmental Auditing Standards.

The Board of University and School Lands’ responses to the findings identified in our audit are described in the
accompanying schedule of findings and responses. We did not audit the Board of University and School Lands’
responses and, accordingly, we express no opinion on them.

This report is intended solely for the information and use of the Governor, Legislative Audit and Fiscal Review

Committee, and management and is not intended to be and should not be used by anyone other than these
specified parties.

é"’&. %cx-'l(gj Le?

November §, 2010
Bismarck, North Dakota
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BOARD OF UNIVERSITY AND SCHOOL LANDS
SCHEDULE OF FINDINGS AND RESPONSES
YEAR ENDED JUNE 30, 2010

10-1 Royalty Revenue and Receivables

Condition: During the audit it was noted that there are no specific controls or internal audit function over royalty
revenue to ensure that the income being received for this type of revenue is accurate. There are also no processes
in place to ensure the royalty receivable report run for the year-end royalty receivable balance contains all of the
adequate information.

Criteria; A good system of internal accounting control contemplates proper procedures in place to ensure all
revenues received are appropriate and that the reports run for year-end adjustments contain all information
necessary.

Cause: The Board does not have a process in place to ensure the funds they are receiving from outside companies
for royalties is accurate and that the reports run for royalties receivable contain all information to ensure only the
amount received after year-end for production before year-end are included.

Effect: Inadequate internal controls over these areas could result in a material misstatement of the financial
statements.

Recommendation: We recommend that a process be put in place to ensure that all revenues received are accurate
and that the reports run for receivables contain only the information of those amounts still owed to the Board as of
year-end.

Response: The Board concurs with the recommendation. Due to the dramatic increase in oil activity and
resulting revenues the trusts are receiving, we recognize that processes need to be improved upon and continually
monitored to ensure all revenues received are accurate including year-end receivables. We are currently preparing
to recruit a revenue compliance manager that will assist in this process.

-37-
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CPAs & BUSINESS ADVISORS

BOARD OF UNIVERSITY AND SCHOOL LANDS
INDEPENDENT AUDITOR’S SPECIFIC COMMENTS REQUESTED BY THE
NORTH DAKOTA LEGISLATIVE AUDIT AND FISCAL REVIEW COMMITTEE
YEAR ENDED JUNE 30, 2010

The Legislative Audit and Fiscal Review Committee requires that certain items be addressed by independent
certified public accountants performing audits of State agencies. The items and our responses regarding the June
30, 2010 audit of the Board of University and School Lands are as follows:

Audit Report Communications:

1.

What type of opinion was issued on the financial statements?

Unqualified

Was there compliance with statutes, laws, rules and regulations under which the Agency was created
and is functioning?

Yes.
Was internal control adequate and functioning effectively?

See findings identified on page 37.

Were there any indications of lack of efficiency in financial operations and management of the Agency?

No
Was action taken on prior audit findings and recommendations?
Yes, improvements were made, but still findings noted in CY.

Was a management letter issued? If so, provide a summary below, including any recommendations and
the management responses.

Yes, a separate management letter has been issued and is attached following page 40, however there were no
additional findings or recommendations noted in this letter.

18-
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Audit Committee Communications:

1. Identify any significant changes in accounting policies, any management conflicts of interest, any
contingent liabilities, or any significant unusual transactions.
=
In the current year, the Board changed the way they reporfed land. They no longer feel that land should be

recorded as an investment due to the nature of the gntity 2d they now are recording it as a capital asset in
accordance with GASB 34. I

2. Identify any significant accounting estimates, the process used by management to formuiate the
accounting estimates, and the basis for the auditor’s conclusions regarding the reasonableness of these
estimates.

None

3. Identify any significant audit adjustments.

There was material audit adjustments detected during the audit. The material audit adjustments are detailed in
the management letter following page 40. 2 V,?OO“?

4. ldentify any disagreements with management, whether or not resolved to the auditor’s satisfaction,
relating to financial accounting, reporting, or auditing matter that could be significant to the financial
statements.

None

5. Identify any significant difficulties encountered in performing the audit.
None

6. Identify any major issues discossed with management prior to retention.
None

7. Identify any management consultations with other accountants about auditing and accounting matters.
The agency does not consult with any other accountants regarding auditing or accountling matters.

8. Identify any high-risk infermation technology systems critical to operations based on the auditor’s
overall assessment of the importance of the system to the agency and its mission or whether any
exceptions identified in the six audit report questions addressed above are directly related to the
operations of an information technology system.

The State Lands Information Management System (SLIMS) is a database application that supports the
Board’s business process over management of state lands, mineral and surface leases, royalties, investments,

grants management, and general ledger accounting. There were no exceptions identified that were directly
related to the SLIMS database application.

39



This report is intended solely for the information and use of the Board of University and School Lands,
Legislative Audit and Fiscal Review Committee, and management, and is not intended to be and should not be
used by anyone other than these specified parties

Ers Bally, Lot

November 8, 2010
Bismarck, North Dakota
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CPAs & BUSINESS ADVISORS

Governor Hoeven
Legislative Audit and Fiscal Review Committee

Board of University and School Lands
Bismarck, North Dakota

We have audited the financial statements of the governmental activities, each major fund, and the aggregate
remaining fund information of the Board of University and School Lands for the year ended June 30, 2010.
Professional standards require that we provide you with information about our responsibilities under generally
accepted auditing standards and Government Auditing Standards, as well as certain information related to the
planned scope and timing of our audit. We have communicated such information in our letter to you dated
November 8, 2010. Professional standards also require that we communicate to you the following information
related to our aundit.

Significant Audit Findings

Qualitative Aspects of Accounting Practices

Management is responsible for the selection and use of appropriate accounting policies. The significant
accounting policies used by the Board of University and School Lands are described in Note 1 to the financial
statements. No new accounting policies were adopted and the application of existing policies was not changed
during 2010. We noted no transactions entered into by the governmental unit during the year for which there is a
lack of authoritative guidance or consensus. All significant transactions have been recognized in the financial
statements in the proper period.

Accounting estimates are an integral part of the financial statements prepared by management and are based on
management’s knowledge and experience about past and current events and assumptions about future events,
Certain accounting estimates are particularly sensitive because of their significance to the financial statements and
because of the possibility that future events affecting them may differ significantly from those expected.

Difficulties Encountered in Performing the Audit

We encounter no significant difficulties in dealing with management in performing and completing our audit.

Corrected and Uncorrected Misstatements

Professional standards require us to accumulate all known and likely misstatements identified during the audit,
other than those that are trivial, and communicate them to the appropriate level of management. The audit found
no such misstatements.

www.eidebailly.com
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Disagreements with Management

For purposes of this letter, professional standards define a disagreement with management as a financial
accounting, reporting, or auditing matter, whether or not resolved to our satisfaction, that could be significant to
the financial statements or the auditor’s report. We are pleased to report that no such disagreements arose during
the course of our audit.

Management Representations

We have requested certain representations from rnanagement that are included in the management representation
letter dated November 8, 2010.

Management Consultations with other Independent Accountants

In some cases, management may decide to consult with other accountants about auditing and accounting matters,
similar to obtaining a ‘“second opinion” on certain situations. If a consultation involves application of an
accounting principle to the governmental unit’s financial statements or a determination of the type of auditor’s
opinion that may be expressed on those statements, our professional standards require the consulting accountant
to check with us to determine that the consultant has all the relevant facts. To our knowledge, there were no such
consultations with other accountants.

Other Audit Findings or Issues

We generally discuss a variety of matters, including the application of accounting principles and auditing
standards, with management each year prior to retention as the governmental unit’s auditors. However, these
discussions occurred in the normal course of our professional relationship and our responses were not a condition
to our retention.

This information is intended solely for the use of the Governor, Legislative Audit and Fiscal Review Committee,
and management of the Board of University and School Lands and is not intended to be and should not be used by
anyone other than these specified parties.

é‘vgﬁ— %Ql{v) Ly

Bismarck, North Dakota
November 8, 2010



EideBailly

CPAs & BUSINESS ADVISORS

Governor Hoeven
Legislative Audit and Fiscal Review Committee

Board of University and School Lands
Bismarck, North Dakota

In planning and performing our audit of the financial statements of the governmental activities, each major fund,
and the aggregate remaining fund information of North Dakota Board of University and School Lands as of and
for the year ended June 30, 2010, in accordance with auditing standards generally accepted in the United States of
America, we considered North Dakota Board of University and School Lands’ internal control over financial
reporting (internal control) as a basis for designing our auditing procedures for the purpose of expressing our
opinions on the financial statements, but not for the purpose of expressing an opinion on the effectiveness of the
North Dakota Board of University and School Lands’ internal control. Accordingly, we do not express an opinion
on the effectiveness of the North Dakota Board of University and School Lands’ internal control.

Our consideration of internal contrel was for the limited purpose described in the preceding paragraph and was
not designed to identify all deficiencies in internal control that might be significant deficiencies er material
weaknesses and therefore there can be no assurance that all such deficiencies have been identified. However, as
discussed below, we identified certain deficiencies in internal control that we consider to be material weaknesses
and other deficiencies that we consider to be significant deficiencies.

A deficiency in internal control exists when the design or operation of a control does not allow management or
employees, in the normal course of performing their assigned functions, to prevent, or detect and correct
misstatements on a timely basis. A significant deficiency is a deficiency, or a combination of deficiencies, in
internal control that is less severe than a material weakness, yet important enough to merit attention by those
charged with governance. A material weakness is a deficiency, or combination of deficiencies in internal control,
such that there is a reasonable possibility that a material misstatement of the entity’s financial statements will not
be prevented, or detected and corrected on a timely basis. We consider the following deficiencies in North Dakota
Board of University and School Lands’ internal control to be material weaknesses:

During the audit it was noted that there are no specific controls or internal audit function over royalty
revenue to ensure that the income being received for this type of revenue is accurate. There are also no
processes in place to ensure the royalty receivable report run for the year-end royalty receivable balance
contains all of the adequate information. The Board does not have a process in place to ensure the funds
they are receiving from outside companies for royalties is accurate and that the reports run for royalties
receivable contain all information to ensure only the amount received after year-end for production before
year-end are included. Inadequate internal controls over these areas could result in a material
misstatement of the financial statements. We recommend ihat a process be put in place to ensure that all
revenues received are accurate and that the reports run for receivables contain only the information of
those amounts still owed to the Board as of year-end.
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This communication is intended solely for the information and use of management North Dakota Board of
University and School Lands, and others within the organization, and is not intended to be and should not be used
by anyone other than these specified parties.

£i\o %Q;uj Lop

Bismarck, North Dakota
November §, 2010



