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INDEPENDENT AUDITOR’S REPORT 

To the Board of Directors 
National Development Bank of Palau 

Report on the Financial Statements 

I have audited the accompanying financial statements of National Development 
Bank of Palau (a component unit of the Republic of Palau), which comprise the 
statement of net position as of September 30, 2013, and the related statement 
of revenues, expenses and changes in net position, and cash flows for the 
year then ended, and the related notes to the financial statements. The 
financial statements of National Development Bank of Palau as of September 
30, 2012, were audited by other auditors whose report dated March 30, 2013, 
expressed an unmodified opinion on those statements before restatement. 

Management’s Responsibility for the Financial Statements 

Management is responsible for the preparation and fair presentation of these 
financial statements in accordance with accounting principles generally 
accepted in the United States of America; this includes the design, 
implementation, and maintenance of internal control relevant to the 
preparation and fair presentation of financial statements that are free from 
material misstatement, whether due to fraud or error. 

Auditor’s Responsibility 

My responsibility is to express an opinion on these financial statements 
based on my audit. I conducted my audit 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 I plan and perform the audit to obtain reasonable assurance 
about whether the financial statements are free from material misstatement. 

An audit involves performing procedures to obtain audit evidence about the 
amounts and disclosures in the financial statements. The procedures selected 
depend on the auditor’s judgment, including the assessment of the risks of 
material misstatement of the financial statements, whether due to fraud or 
error. In making those risk assessments, the auditor considers internal 
control relevant to the entity’s preparation and fair presentation of the 
financial statements in order to design audit procedures that are appropriate 
in the circumstances, but not for the purpose of expressing an opinion on the 
effectiveness of the entity’s internal control. Accordingly, I express no 
such opinion. An audit also includes evaluating the appropriateness of 
accounting policies used and the reasonableness of significant accounting 
estimates made by management, as well as evaluating the overall presentation 
of the financial statements. 
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I believe that the audit evidence I have obtained is sufficient and 
appropriate to provide a basis for my audit opinion. 

Opinion

In my opinion, the financial statements referred to above present fairly, in 
all material respects, the financial position of National Development Bank of 
Palau as of September 30, 2013, and the changes in its net position and its 
cash flows for the year then ended in accordance with accounting principles 
generally accepted in the United States of America. 

Other Matters 

Required Supplementary Information 

Accounting principles generally accepted in the United States of America 
require that the management’s discussion and analysis on pages 3 through 16 
be presented to supplement the basic financial statements. Such information, 
although not a part of the basic financial statements, is required by the 
Governmental Accounting Standards Board, who considers it to be an essential 
part of financial reporting for placing the basic financial statements in an 
appropriate operational, economic, or historical context. I have applied 
certain limited procedures to the required supplementary information in 
accordance with auditing standards generally accepted in the United States of 
America, which consisted of inquiries of management about the methods of 
preparing the information and comparing the information for consistency with 
management’s responses to my inquiries, the basic financial statements, and 
other knowledge I obtained during my audit of the basic financial statements. 
I do not express an opinion or provide any assurance on the information 
because the limited procedures do not provide us with sufficient evidence to 
express an opinion or provide any assurance. 

Other Reporting Required by Government Auditing Standards 

In accordance with Government Auditing Standards, I have also issued my 
report dated April 7, 2014, on my consideration of National Development Bank 
of Palau’s internal control over financial reporting and on my 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 my testing of internal control over financial reporting and 
compliance and the results of that testing, and not to provide an opinion on 
internal control over financial reporting or on compliance. That report is an 
integral part of an audit performed in accordance with Government Auditing 
Standards in considering National Development Bank of Palau’s internal 
control over financial reporting and compliance. 

Saipan, Commonwealth of the Northern Mariana Islands 
April 7, 2014 
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Recovery of (Provision for) Loan Losses and Doubtful Accounts 
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General and administrative Expenses 
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Condensed Statements of Net Position 
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2012
2013 (Restated)

ASSETS
Current assets:

Cash and cash equivalents 4,895,375$    7,597,730$    
Restricted time certificates of deposit 452,959       452,281       
Receivables:

Current portion of economic development
loans receivable, net 2,627,017     3,425,238     

Accrued interest 185,218       232,728       
Other receivables, net 560,578       789,062       

Inventories 282,621       356,476       
Prepaid expenses 25,876        29,377        

Total current assets 9,029,644     12,882,892    

Restricted cash and cash equivalents 679,108       716,561       
Time certificates of deposit -             201,809       
Economic development loans receivable 18,617,524    18,058,755    
Capital assets, net 701,963       709,249       
Foreclosed real estate 1,675,540     1,946,124     

Total assets 30,703,779    34,515,390    

LIABILITIES
Current liabilities:

Short-term loan payable -             30,000        
Current portion of loans payable 901,513       3,921,245     
Due to grantor 92,265        149,573       
Accounts payable and accrued expenses 71,912        73,237        
Interest payable 101,805       112,925       

Total current liabilities 1,167,495     4,286,980     
Loans payable, net of current portion 11,522,078    12,409,790    

Total liabilities 12,689,573    16,696,770    

DEFERRED INFLOWS OF RESOURCES
Loan origination fees 427,889       433,760       

Total deferred inflows of resources 427,889       433,760       

NET POSITION
Net investment in capital assets 701,963       709,249       
Restricted

Debt service 12,525,396    16,473,960    
Enabling legislation 4,358,958     201,651       

Total net position 17,586,317$   17,384,860$   

NATIONAL DEVELOPMENT BANK OF PALAU
( A Component Unit of the Republic of Palau)

Statements of Net Position
September 30, 2013 and 2012

See accompanying notes to financial statements.
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2012
2013 (Restated)

Operating revenues:
Interest income on loans 1,937,444$    2,189,974$    
Loans fees and late charges 110,501       81,074        
Other 6,170         21,005        

Total operating revenues 2,054,115     2,292,053     
Recovery of (provision for) loan losses and

doubtful accounts, net (341,172)      704,127       

Net operating revenues 1,712,943     2,996,180     

Operating expenses:
Salaries, wages and fringe benefit 426,516       409,101       
Professional fees 69,950        54,650        
Depreciation 51,812        48,223        
Travel and transportation 25,897        36,723        
Dues and subscription 22,006        28,542        
Repairs and maintenance 21,459        23,504        
Supplies, printing and reproduction 16,203        18,973        
Utilities 15,437        18,202        
Honorariums and meeting expenses 11,591        12,979        
Communications 11,549        11,275        
Insurance 7,895         7,782         
Rent 5,500         2,000         
Training 4,798         3,390         
Miscellaneous 26,681        27,822        

Total operationg expenses 717,294       703,166       

Operating income 995,649       2,293,014     

Nonoperating revenues (expenses), net:

Grant revenues 50,010        106,601       
Interest income on interest bearing accounts 11,891        4,623         
Other income (expenses), net (1,269)        1,019         
Interest expense and loan fees (490,601)      (557,512)      
Provision for impairment of deposits (202,285)      -             
Energy Efficiency Home Loan Project (36,300)       (104,600)      
Loss on sale of foreclosed real estate (31,591)       (48,000)       
Energy Retrofit Program (13,710)       (809)          
Energy Loan Program (80,337)       -             

Total nonoperating revenues (expenses), net (794,192)      (598,678)      

Change in net position 201,457       1,694,336     
Net position at beginning of year 17,384,860    15,690,524    

Net position at end of year 17,586,317$   17,384,860$   

NATIONAL DEVELOPMENT BANK OF PALAU
( A Component Unit of the Republic of Palau)

Statements of Revenues, Expenses and Changes in Net Position
September 30, 2013 and 2012

See accompanying notes to financial statements.
- 18 -



2013 2012

Cash flows from operating activities:
Cash received from customers 2,330,109$     2,364,453$     
Cash payments to employees for services (431,767)       (418,844)       
Cash payments to suppliers for goods and services (157,684)       (296,264)       

Net cash provided by operating activities 1,740,658      1,649,345      

Cash flows from capital and related financing activities:

Proceeds from disposal of foreclosed real estate 238,993        125,000        
Acquistion of foreclosed real estate -              (128,233)       
Acquistion of property and equipment (44,526)        (19,390)        

Net cash provided by (used for) capital and 
related financing activities 194,467        (22,623)        

Cash flows from investing activities:
Net change in time certificate of deposits (678)           2,322          
Interest received on interest bearig deposits 11,891         4,623          
Net change in restricted cash and cash equivalents 37,453         (143,130)       
Loan collections (originations), net (238,414)       3,002,239      

Net cash provided by (used for) investing activities (189,748)       2,866,054      

Cash flows from noncapital financing activities:
Proceeds from issuance of long-term debt -              4,000,000      
Repayment of long-term debt (3,907,444)     (1,054,605)     
Repayment of short-term borrowing (30,000)        (270,000)       
Interest paid on debt and borrowings (501,721)       (562,780)       
Other income received (expenses paid) (1,269)         1,019          
Cash received from grantor (7,298)         37,305         

Net cash provided by (used by) noncapital financing 

activities (4,447,732)     2,150,939      

Net increase (decrease) in cash and cash equivalents (2,702,355)     6,643,715      

Cash and cash equivalents at beginning of year 7,597,730      954,015        

Cash and cash equivalents at end of year 4,895,375$     7,597,730$     

NATIONAL DEVELOPMENT BANK OF PALAU
( A Component Unit of the Republic of Palau)

Statements of Cash Flows
September 30, 2013 and 2012

See accompanying notes to financial statements.
- 19 -



2013 2012

Reconciliation of operating income to net cash provided by 
operating activities:

Operating income 995,649$       2,293,014$     
Adjustment to reconcile operating income to net cash
provided by operationg activities:

Depreciation 51,812         48,223         
(Recovery of) provision for loan losses and

doubtful accounts 341,172        (704,127)       
Changes in assets and liabilities:

Accrued interest 47,510         72,400         
Other receivables 228,484       (59,571)       
Inventories 73,855        9,389         
Prepaid expenses 3,501         7,935         
Accounts payable and accrued expenses (1,325)        (17,918)       

Net cash provided by operating activities 1,740,658$     1,649,345$     

Statements of Cash Flows
September 30, 2013 and 2012

NATIONAL DEVELOPMENT BANK OF PALAU
( A Component Unit of the Republic of Palau)

See accompanying notes to financial statements.
- 20 -
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(1) Organization

The National Development Bank of Palau (the Bank), a component unit of the 
Republic of Palau (ROP), was formed on February 24, 1982, under the 
provisions of the Republic of Palau Public Law (RPPL) No. 1-27, as amended by 
RPPL 3-4, 4-48, 5-37 and 6-18.  The law created a wholly-owned government 
corporation managed by a Board of Directors appointed by the President of ROP 
with the advice and consent of the Olbiil Era Kelulau (OEK – Palau National 
Congress.)  The purpose of the Bank is to be the central financial 
institution responsible for initiating economic development within ROP, and 
considers all of its net position, except net investment in capital assets, 
to be restricted for such purposes. 

(2) Summary of Significant Accounting Policies

The accounting policies of the Bank conform to accounting principles 
generally accepted in the United States of America (GAAP), The Governmental 
Accounting Standards Board (GASB) is responsible for establishing GAAP for 
state and local governments through its pronouncements (Statements and 
Interpretations).

The preparation of financial statements in conformity with GAAP requires 
management to make estimates and assumptions that affect the reported amounts 
of assets and liabilities and disclosure of contingent assets and liabilities 
at the date of the financial statements and the reported amounts of revenues 
and expenses during the reporting period.  Actual results could differ from 
those estimates. 

A. Basis of Accounting

Proprietary funds are accounted for on a flow of economic resources 
measurement focus.  With this measurement focus, all assets and 
liabilities associated with the operation of this fund are included 
within the Statement of Net position.  Proprietary fund operating 
statements present increases and decreases in total net position.  The 
accrual basis of accounting is utilized by proprietary funds.  Under 
this method, revenues are recorded when earned and expenses recorded at 
the time liabilities are incurred. 

B. Cash and Cash Equivalents and Time Certificates of Deposit

For the purpose of the Statements of Net Position and Cash Flows, the 
Bank considers all highly liquid investments, with maturities of three 
months or less when purchased, to be cash and cash equivalents.  Time 
certificates of deposit with initial maturities of greater than three 
months are separately classified.  The Bank does not require 
collateralization of its bank accounts.  Cash and cash equivalents and 
time certificates of deposit maintained in Federal Deposit Insurance 
Corporation (FDIC) insured banks amounted to $6,174,857and $8,842,691 
at September 30, 2013 and 2012, respectively.  Bank deposits of 
$997,962 and $1,536,797 were FDIC insured at September 30, 2013 and 
2012, respectively. 



NATIONAL DEVELOPMENT BANK OF PALAU 
(A Component Unit of the Republic of Palau) 

Notes to Financial Statements 
September 30, 2013 and 2012 
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(2) Summary of Significant Accounting Policies, Continued

   B. Cash and Cash Equivalents and Time Certificates of Deposit

Time certificates of deposit maintained in an uninsured bank amounted 
to $202,285 and $201,809 as of September 30, 2013 and 2012, 
respectively.  The bank does not require collateralization of its cash 
deposits; therefore, deposit levels in excess of FDIC insurance 
coverage are uncollateralized. The bank recorded a 100% valuation 
allowance of this deposit in 2013. 

The RPPL 4-48, Section 126, as amended by RPPL 5-37, stipulates that 
the Bank shall maintain a reserve amount to be applied to all defaults 
on commercial loans guaranteed by the Bank.  The reserve account shall 
equal ten percent of (10%) of the total amount of all loan guarantees 
on commercial bank loans, whether or not protected by the full faith 
and credit of ROP.  The bank has restricted $50,169 and $50,143 of cash 
and cash equivalents as of September 30, 2013 and 2012, respectively, 
to comprise this reserve.  The Bank has also restricted cash and cash 
equivalents held solely for the guarantee of U.S. Department of 
Agriculture Rural Development (USDA RD) loans in the amount of $525,147 
and $523,645 as of September 30, 2013 and 2012, respectively.  
Additionally, $103,791 and $142,773 of cash received from grantor 
agencies was restricted at September 30 2013 and 2012. 

GASB Statement No. 3 previously required government entities to present 
deposit risks in terms of whether the deposits fell into the following 
categories:

Category 1 – Deposits that are federally insured or collateralized with 
 securities held by the Bank or its agent in Bank’s name; 

Category 2 – Deposits that are uninsured but fully collateralized with 
securities held by the pledging financial institution’s 
trust department or agent in Bank’s name; or 

Category 3 – Deposits that are collateralized with securities held by 
pledging financial institution’s trust department or agent 
but not in the Bank’s name and non-collateralized deposits. 

GASB Statement No. 40 amended GASB Statement No. 3 to in effect 
eliminate disclosure for deposits falling into categories 1 and 2 but 
retained disclosures for deposits falling under category 3.  Category 3 
deposits are those deposits that have an exposure to custodial credit 
risk.  Custodial credit risk is the risk that in the event of a bank 
failure, the Bank’s deposit may not be returned to it.  Such deposits 
are not covered by depository insurance and are either 
uncollateralized, or collateralized with securities held by the 
pledging financial institution or held by the pledging financial 
institution but not in the depositor-government’s name.  The bank does 
not have a deposit policy for custodial credit risk. 
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(2) Summary of Significant Accounting Policies, Continued

C. Loans and Allowance for Loan Losses

The Bank grants loans to eligible borrowers, including affiliates, 
officers and employees, all of which are located in ROP.  Loans are 
stated at the amount of unpaid principal and interest, reduced by an 
allowance for loan losses and deferred loan origination fees. 

Loan originations fees are deferred and amortized to income as an 
adjustment of yield using the straight-line method over the contractual 
life of the loans.

The allowance for loan losses is established through a provision for 
loan losses charged to expense.  Loans are charged against the 
allowance for loan losses when management believes that the collection 
of the principal is unlikely.  The allowance is an amount that 
management believes will be adequate to absorb possible losses on 
existing loans that may be uncollectible, based on evaluations of the 
collectability of loans and prior loan loss experience.  The 
evaluations take into consideration such factors as changes in the 
nature and volume of the loan portfolio, overall portfolio quality, 
review of specific problem loans and current economic conditions that 
may affect the borrower’ ability to pay. 

All of the Bank’s loans are subject to review for impairment as a part 
of management’s internal asset review process. A loan is considered 
impaired when, based on current information and events, the borrower is 
deemed unable to repay the outstanding amount of the obligation under 
the loan. When a loan is determined to be impaired, a valuation 
allowance is established based upon the difference between the 
outstanding amount due under the loan and the amount considered 
recoverable given the existing financial condition of the borrower and 
the underlying collateral. Subsequent collections of cash may be 
applied as a reduction to the principal balance or recorded as income, 
depending upon management’s assessment of the ultimate collectability 
of the loan.

D. Inventory

Inventory of on-grid and off-grid solar photovoltaic systems and 
commemorative coins are stated at the lower of cost (first-in, first 
out) or market. 

In 2011, the Bank implemented the Energy Loan Program to provide loans 
to business and housing customers to acquire renewable energy 
technologies.  The Bank received on-grid and off-grid solar 
photovoltaic systems amounting to $402,819 from the United Nations 
Development Programme through the ROP Energy Office under the 
Sustainable Economic Development through Renewable Energy Applications 
(SEDREA) Program. Inventory of on-grid and off-grid solar photovoltaic 
systems amounted to $275,771 and $348,548 as of September 30, 2013 and 
2012, respectively. 
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(2) Summary of Significant Accounting Policies, Continued

E. Capital Assets

Capital assets are stated at cost.  The Bank capitalizes the property 
and equipment with cost exceeding $1,000.  Depreciation is provided 
using the straight-line method over the estimated useful lives of the 
respective assets. 

F. Foreclosed Real Estate

Real estate properties acquired through, or in lieu of, loan 
foreclosures are held for sale and are initially recorded at the lower 
of the carrying amount of the loan or the fair value of the property at 
the date of foreclosure less estimated selling costs.  Write downs of 
the asset at, or prior to, the date of foreclosure are charged to the 
allowance for losses on loans.  Subsequent write downs, income and 
expense incurred in holding such assets, and gains and losses realized 
from the sales of such assets are included in current operations. 

G. Revenue

Operating revenues include all direct revenues such as interest and 
fees on loans and interest on investments. 

Interest on loans is calculated by using the simple interest method on 
daily balances of the principal amount outstanding.  Interest on loans 
is accrued and credited to income based on the principal amount 
outstanding.  The accrual of interest on loans is discontinued when 
principal or interest payments are delinquent ninety days or more, or 
when, in the opinion of the Bank, there is an indication that the 
borrower may be unable to meet payments as they become due.  Interest 
income thereafter is recognized only to the extent of cash payments 
received.  Nonaccrual loans of approximated $2,070,657 and $2,297,307 
at September 30, 2013 and 2012. 
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(2) Summary of Significant Accounting Policies, Continued

H. Net Position

GASB Statement No. 63, Financial Reporting of Deferred Outflows of 
Resources, Deferred Inflows of Resources, and Net Position, required 
the Bank to establish net position categories as follows: 

Net investment in capital assets - consists of capital assets, 
net of accumulated depreciation, reduced by the outstanding 
balances of borrowings that are attributable to the acquisition, 
construction, or improvement of those assets. Deferred outflows of 
resources and deferred inflows of resources that are attributable 
to the acquisition, construction, or improvement of those assets 
or related debt also should be included in this component of net 
position.

Restricted:

Nonexpendable – Net position subject to externally imposed 
stipulations that the Bank maintains them permanently.  At 
September 30, 2013 and 2012, the Bank does not have 
nonexpendable net assets. 

Expendable – Net position whose use by the Bank is subject 
to externally imposed stipulations that can be fulfilled by 
actions of the Bank pursuant to those stipulations or that 
expire by the passage of time.  As described in Note 1, the 
Bank considers all assets, except investment in capital 
assets, to be restricted for economic development. 

Unrestricted – Net position that is not subject to externally 
imposed stipulations.  As the Bank considers all assets, except 
investments in capital assets, to be restricted for economic 
development, the Bank does not have unrestricted net position as 
of September 30, 2013 and 2012. 

 I. New Accounting Standards

During the year ended September 30, 2013, the Bank implemented the 
following pronouncements: 

In April 2012, GASB issued Statement No. 65, Items Previously Reported 
as Assets and Liabilities, which clarifies the appropriate reporting of 
deferred outflows of resources and deferred inflows of resources to 
ensure consistency in financial reporting.  The provisions of this 
statement are effective for periods beginning after December 15, 2012.  
Management has made a prior period adjustment in the year ended 
September 30, 2013 to record previously recorded loan originations fees 
as prior years’ income in the amount of $222,673. 
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(2) Summary of Significant Accounting Policies, Continued

I. New Accounting Standards, Continued

Recent Pronouncements 

In April 2012, GASB issued Statement No. 66, Technical Corrections – 
2012, which enhances the usefulness of financial reports by resolving 
conflicting accounting and financial reporting guidance that could 
diminish the consistency of financial reporting.  The provisions of 
this statement are effective for periods beginning after December 15, 
2012.  Management has not yet determined the effect of implantation of 
this statement on the financial statements of the Bank. 

In June 2012, GASB issued Statement No. 67, Financial Reporting for 
Pension Plans, which revises existing guidance for the financial report 
of most pension plans, and Statement No. 68, Accounting and Financial 
Reporting for Pensions, which establishes new financial reporting 
requirements for most governments that provide their employees with 
pension benefits.  The provisions in Statement 67 are effective for 
financial statements for periods beginning after June 15, 2013.  The 
provisions in Statement 68 are effective for fiscal years beginning 
after June 15, 2014.  Management has not yet determined the effect of 
implementation of these statements on the financial statements of the 
Bank.

In January 2013, GASB issued Statement No. 69, Government Combinations 
and Disposals of Government Operations, which establishes accounting 
and financial reporting standards related to government combinations 
and disposals of government operations. As used in this Statement, the 
term government combinations includes a variety of transactions 
referred to as mergers, acquisitions, and transfers of operations. This 
Statement provides specific accounting and financial reporting guidance 
for combinations in the governmental environment. This Statement also
improves the decision usefulness of financial reporting by requiring 
that disclosures be made by governments about combination arrangements 
in which they engage and for disposals of government operations. The 
provisions of Statement 69 are effective for government combinations 
and disposals of government operations occurring in financial reporting
periods beginning after December 15, 2013, and should be applied on a 
prospective basis. Early application is encouraged. Management has not 
yet determined the effect of implementation of these statements on the 
financial statements of the Bank. 
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(2) Summary of Significant Accounting Policies, Continued

I. New Accounting Standards, Continued

In April 2013, GASB issued Statement No. 70, Accounting and Financial 
Reporting for Nonexchange Financial Guarantees. The requirements of 
this Statement will enhance comparability of financial statements among 
governments by requiring consistent reporting by those governments that 
extend nonexchange financial guarantees and by those governments that 
receive nonexchange financial guarantees. This Statement also will 
enhance the information disclosed about a government’s obligations and 
risk exposure from extending nonexchange financial guarantees. This
Statement also will augment the ability of financial statement users to 
assess the probability that governments will repay obligation holders
by requiring disclosures about obligations that are issued with this 
type of financial guarantee. The provisions of Statement 70 are 
effective for financial statements for reporting beginning after June
15, 2013. Earlier application is encouraged. 

J. Off-Balance Sheet Financial Risk

In the ordinary course of business, the Bank has entered into off-
balance sheet financial instruments consisting of commitments to extend
credit and loan guarantees.  Such financial instruments are recorded in 
the financial statements when they become payable.  At September 30, 
2013 and 2012, the Bank had not recognized any liability from such off-
balance sheet financial instruments. 
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(3) Economic Development Loans and Allowance for Loan Losses

The components of loans receivable as of September 30, 2013 and 2012 
are as follows: 

  2013   2012 

Loans receivable  $ 24,100,897 $ 24,115,901 
Allowance for loan losses   (2,856,356)  (2,631,908)

  21,244,541  21,483,993 
Current portion of economic
   development loans receivable   (2,627,017)  (3,425,238)

 $ 18,617,524 $ 18,058,755

Maturities of the above principal balances subsequent to September 30, 
2013, will be as follows: 

Fully matured and others  $  185,792 
1 - 6 months   40,942 
7 - 18 months   385,756  
19 months - 3 years   180,125  
After 3 years   23,308,282

 $ 24,100,897

An analysis of the change in the allowance for loan losses as of 
September 30, 2013 and 2012 is as follows: 

2013

 Agriculture Fishing Commercial Housing Total

Balance, beginning of year 10,468$       2,701$    1,494,126$  1,124,613$ 2,631,908$  

Recoveries of loans previously      

   charged off -             -         -           -          -           

(Recovery) provision for loan losses 2,892         3,984     236,306     97,990     341,172     

Loans Charged Off -             -         (88,509)     (28,215)    (116,724)    

Balance, end of year 13,360$       6,685$    1,641,923$  1,194,388$ 2,856,356$  

2012

 Agriculture Fishing Commercial Housing Total

Balance, beginning of year 6,197$        4,800$    1,988,891$  1,467,674$ 3,467,562$  

Recoveries of loans previously      

   charged off 8,360         -         51,899      31,458     91,717      

(Recovery) provision for loan losses (4,089)        (2,099)    (357,855)    (340,084)   (704,127)    

Loans Charged Off -             -         (188,809)    (34,435)    (223,244)    

Balance, end of year 10,468$       2,701$    1,494,126$  1,124,613$ 2,631,908$  
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(3) Economic Development Loans and Allowance for Loan Losses, Continued

As of September 30, 2013 and 2012, the composition of the Bank’s loan 
portfolio is comprised of unsecured and secured loans as follows: 

2013

Unsecured Secured Total

Commercial 187,418       11,939,450    12,126,868$

Housing 872,303       10,701,984    11,574,287

Agriculture 23,154        243,345       266,499

Fishing 80,728 52,515 133,243

Total 1,163,603$  22,937,294$  24,100,897$

2012

Unsecured Secured Total

Commercial 115,326       12,140,970    12,256,296$

Housing 797,722       10,849,923    11,647,645

Agriculture 29,946        110,107       140,053

Fishing 21,770 50,137 71,907

Total 964,764$  23,151,137$  24,115,901$
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(4) Capital Assets 

A summary of capital assets as of September 30, 2013 and 2012 is as follows: 
Balance at Balance at

Estimated October September

Useful Lives 1, 2012 Additions Deletions 30, 2013

Depreciable assets:

Leasehold rights 39 - 50 years 493,206$   -$         -$         493,206$

Leasehold improvement 5 years 252,422    -          -          252,422

Furniture, fixtures and equipment 2 - 20 years 216,505    5,200      -          221,705

Vehicles 5 years 74,459 39,326 (22,002) 91,783

1,036,592  44,526     (22,002)    1,059,116

Accumulated depreciation (327,343) (51,812) 22,002 (357,153)

709,249$  (7,286)$  -$         701,963$

Balance at Balance at

Estimated October September

Useful Lives 1, 2011 Additions Deletions 30, 2012

Depreciable assets:

Leasehold rights 39 - 50 years 493,206$   -$         -$         493,206$

Leasehold improvement 5 years 249,774    2,648      -          252,422

Furniture, fixtures and equipment 2 - 20 years 199,763    16,742     -          216,505

Vehicles 5 years 74,459 - -          74,459

1,017,202  19,390     -          1,036,592

Accumulated depreciation (279,120) (48,223) -          (327,343)

738,082$  (28,833)$  -$         709,249$

(5) Foreclosed Real Estate

A summary of the changes in foreclosed real estate as of September 30, 2013 
and 2012 is as follows: 

  2013   2012 

Balance, beginning of year $ 1,946,124 $ 1,942,891 
Additions  -  128,233  
Deletions   (270,584)  (125,000)

Balance, end of year $ 1,675,540 $ 1,946,124

Proceeds from sale of foreclosed properties amounted to $238,993. The Bank 
recognized a loss of $31,591 for the year ended September 30, 2013 for this 
sale of foreclosed real estate. 
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(6) Short-Term Loans Payable

The Bank entered into a $300,000 revolving credit line (credit line) with a 
local bank on October 27, 2007 for the purpose of supplementing disbursements 
of approved loans and temporary cash requirements to fund operations.  On 
October 21, 2008, the Bank renewed the credit line under essentially the same 
terms and conditions.  Repayment of the credit line is due one year from the 
initial drawdown with interest at time certificate of deposit (TCD) rate, 
plus 1.5% at September 30, 2013 and 2012.  The credit line is collateralized 
by an assignment of $452,959 and $452,300 in TCD’s as of September 30, 2013 
and 2012, respectively. 

Changes in the short-term loans payable for the years ended September 30, 
2013 and 2012 are as follows: 

                            Balance                             Balance      Due 
                           October 1,                         September 30,   Within 
                              2012   Additions   Reductions      2013    One Year

  Short-term loans payable $  30,000  $       -   $  (30,000) $          -   $      -

                            Balance                              Balance      Due 
                           October 1,                         September 30,   Within 
                              2011   Additions   Reductions      2012    One Year

  Short-term loans payable $ 300,000  $       -   $ (270,000) $     30,000   $ 30,000

(7) Loans Payable

On August 28, 2003, the Bank entered into a loan with the Republic of Palau 
Social Security Retirement Fund (the Fund), an affiliated entity and a 
component unit of ROP.  The loan was for $3,000,000 with a subsequent 
$2,000,000 line of credit to be made available with terms and conditions 
agreed to by the parties at that time. 

On August 7, 2008, the Bank entered into a new loan agreement to restructure 
the existing loan with the Fund.  The loan ceiling increased to $6,000,000 
which will be disbursed in increments of %500,000, bearing interest at a 
variable annual rate equal to the Funds Fixed Income Fund Return Rate as 
reported monthly by Fund’s investment consultant, plus 0.5%; provided, 
however that the interest rate to be charged and paid shall not be less than 
4.5% nor more than 7.5% after addition of the 0.5% to the prime rate.  
Outstanding principal plus all unpaid interest is to be paid semi-annually, 
on or before June 30 and December 31 of each year, effective June 30, 2011 up 
to December 31, 2025. 

The loan was $5,255,926 and $5,563,377 with interest of 4.5% as of September 
30, 2013 and 2012, respectively.  The loan is collateralized by the full 
faith and credit of the ROP Government. 
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(7) Loans Payable, Continued

On March 5, 2004, the Bank entered into a loan with Mega International 
Commercial Bank Co., Ltd. (formerly the International Commercial Bank of 
China) for $5,000,000 to be used as capital funds for the Bank. The note is 
uncollateralized and is due on July 1, 2024, with interest fixed at 3.5% per 
annum, payable in semi-monthly installments of $142,858, and guaranteed by 
ROP.  Interest is payable semi-annually and commences six months after the 
advance of proceeds.  Annual expected principal payments are $285,716.  The 
amount outstanding is $3,142,405 and $3,428,121 at September 30, 2013 and 
2012, respectively. 

On December 5, 2006, the Bank entered into an agreement with the European 
Investment Bank (EIB) to borrow up to 5,000,000 Euros, which will converted 
to U.S. dollars at the effective exchange rate upon disbursement.  The 
available credit shall be drawn in tranches upon written request by the bank.  
Loan proceeds may be used for purposes of financing 50% of the total cost of 
projects and portfolio projects of the Bank.  The agreement is backed by the 
full faith and credit of the government of ROP.  As of September 30, 2013 and 
2012, the Bank has drawn down two tranches of $1,391,285 and $3,016,465 with 
interest rates of 5.175% and 3.379%, respectively.  Interest and principal 
are payable semi-annually until September 10, 2021.  On December 12, 2011 EIB 
cancelled the remaining balance of the Bank’s credit line of 1,739,427 Euros.  
The balance outstanding at September 30, 2013 and 2012 is $3,052,260 and 
$3,339,577, respectively. 

On May 17, 2012, the Bank entered into a $4,000,000 loan agreement with ROP 
to finance a loan to the Palau National Communications Corporation (PNCC) for 
the acquisition of underwater fiber-optic cable for $3,000,000 and for 
additional Bank lending activities.  The note is uncollateralized and is due 
and payable 120 months after the loan date, with interest fixed at 2.0% per 
annum and payable in monthly installments.  Interest and principal is payable 
monthly and commences thirty-six months after the advance of proceeds over 
the remaining period of the loan.  The PNCC fiber-optic project did not 
proceed and $3,000,000 was returned to ROP on April 5, 2013.  The balance 
outstanding at September 30, 2013 and 2012 is $1,000,000 and $4,000,000, 
respectively.

Principal payments for subsequent years ending September 30 and applicable 
interest due, are as follows: 

    Year Ending       Principal         Interest            Total     

      2014      $   901,513       $  411,771        $ 1,313,284
      2015          938,618          444,667          1,383,285 
      2016          977,279          406,005          1,383,284 
      2017        1,017,565          365,719          1,383,284 
      2018        1,059,544          323,740          1,383,284 
 2019 – 2023        6,055,310          908,763          6,964,073 
 2014 – 2026        1,473,762           91,953          1,565,715

                  $12,423,591       $2,952,618        $15,376,209
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(7) Loans Payable, continued

Changes in loans payable for the years ended 2013 and 2012, are as follows: 

                             Balance                                 Balance      Due 
                            October 1,                             September 30    Within 
                               2012    Additions    Reductions       2013    One Year
     
  Republic of Palau Social 
    Security Retirement
    Fund                   $ 5,563,337  $         -   $  (307,411) $  5,255,926  $  321,435 
  ROP Government             4,000,000            -    (3,000,000)    1,000,000           - 
  Mega International 
    Commercial Bank          3,428,121            -      (285,716)    3,142,405     252,417 
  European Investment Bank   3,339,577            -      (314,317)    3,025,260     327,661

                           $16,311,035  $         -   $(3,907,444) $ 12,423,591  $  901,513

                             Balance                                 Balance      Due 
                            October 1,                             September 30    Within 
                               2011    Additions    Reductions       2012    One Year
     
  Republic of Palau Social 
    Security Retirement
    Fund                   $ 5,856,694  $         -   $  (293,357) $  5,563,337  $  307,393 
  ROP Government                     -    4,000,000             -     4,000,000   3,000,000 
  Mega International 
    Commercial Bank          3,713,837            -      (285,716)    3,428,121     285,716 
  European Investment Bank   3,815,109            -      (475,532)    3,339,577     328,136

                           $13,385,640  $ 4,000,000   $(1,054,605) $ 16,331,035  $3,921,245

(8) Related Party Transactions

The Bank grants loans to affiliates, officers and employees.  Loans made to 
related parties were extended in the normal course of business and at 
prevailing interest rates.  Loans receivable from officers and employees are 
$213,996 and $360,272 at September 30, 2013 and 2012, respectively.  Loans 
receivable from an affiliate are $2,677,353 and $2,805,355 at September 30, 
2013 and 2012, respectively.  Loans receivable from officers and employees 
and loans receivable from an affiliate are included with economic development 
loans receivable in the accompanying Statement of Net position. 

On November 29, 2010, the Bank and ROP entered into an agreement to assign 
$820,000 owed to ROP from the PSB Receiver to the Bank and the Bank paid ROP 
$302,000.  On January 5, 2012, the Bank and PSB Receiver agreed to extend the 
maturity date of the Bank’s loans receivable from November 7, 2011 to 
November 12, 2012.  The PSB Receiver will continue to pay installments of 
$10,000 at the end of each month until the maturity date.  The Bank paid ROP 
the remaining balance of $500,000 in August 2012.  As of September 30, 2013 
and 2012, the loan receivable from the PSB Receiver is $470,000 and $600,000, 
respectively.
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(9) Commitments

Loans Approved

The Bank approved loans aggregating $6,647,470 and $7,377,559 in fiscal years 
2013 and 2012, respectively.  At September 30, 2013, $5,670,677 was 
undisbursed.  Of the undisbursed loans as of September 30, 2013 relates to 
performance bonds on various construction contracts where the Bank acts as 
insurer.  At September 30, 2013 no performance bonds have been called. 

Loan Guarantees

The Bank offers 90% loan guarantees to local banks; however, the Bank may 
also guarantee up to 100% of select home loans from commercial banks made to 
Palauan citizens. The USDA RD contingent liability is 100%. The total amount 
of commercial bank loans and USDA RD loans guaranteed by the Bank as of 
September 30, 2013 and 2012 amounted to approximately $3.5 million. 

Leases

On March 20, 2008, the Bank entered into an agreement with Airai State Public 
Lands Authority for the lease of land to be used for bank operations and 
other retail businesses. The term of the lease is fifty years commencing 
March 20, 2008.

Total future minimum lease payments for subsequent years ending September 30, 
are as follows: 

       Year ending 
    September 30,

     2014     $   4,917 
     2015         4,917 
     2016         4,917 
     2017         4,917 
     2018         4,917 
   2019 – 2023        24,587 
   2024 – 2028        24,587 
   2029 – 2033        24,587 
   2034 – 2038        24,587 
   2039 – 2043        24,587 
   2044 – 2048        24,587 
   2049 – 2053        24,587 
   2054 – 2058        22,129

         $ 218,823
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(11) Republic of Palau Civil Service Pension Trust Fund

The Bank contributes to the Palau Civil Service Pension Trust Fund (the 
Fund), a defined benefit, cost-sharing multi-employer pension plan
established and administered by the ROP. 

The Fund provides retirement, security and other benefits to employees, and 
their spouses and dependents of ROP, ROP State Governments and ROP agencies, 
funds and public corporations, which are paid monthly and are two percent of 
each member’s average monthly salary.  Generally, benefits vest after three 
years of credited service.  Members that retire at or after age 60, with 25 
years of vesting service, are entitled retirement benefits.  RPPL 2-26 is the 
authority under which benefit provisions are established. Member contribution
rates are established by RPPL 2-26 at 6% of total payroll and matched dollar 
for dollar by the employer.  The Bank contributed $21,048, 24,710 and $23,064 
to the Fund during the fiscal years 2013, 2012 and 2011, respectively. 

Under the provisions of RPPL 2-26, the Fund’s Board of Trustees adopted a 
Trust Fund Operation Plan which has the force of law, and which sets forth 
the procedures for the administration and coverage of the Plan.  Amendments 
to the Plan are subject to the requirements of Title 6 of the Palau National 
Code.  The Bank’s payroll for fiscal years 2013 and 2012 was covered in total 
by the Fund’s plan. 

The Fund utilizes the actuarial cost method termed “aggregate cost method” 
with actuarial assumptions used to compute the pension benefit obligation as 
follows:  (a) rate of return 8.5% per year on the investment of present and 
future assets, (b) a 3% increase in employee salaries until retirement, and 
(c) members are assumed to retire at their normal retirement age. 

The pension fund benefit obligation, which is the actuarial present value of 
credited projected benefits, is a standard disclosure measure of the present 
value of pension benefits, adjusted for the effects of projected salary 
increases and any step-rate benefits, estimated to be payable in the future 
as a result of employment service to date.  The measure is intended to assist 
users to evaluate the Funds funding status on a going-concern basis, and 
evaluate progress made in accumulating adequate assets to pay benefits when 
due.

The Fund’s October 1, 2011 actuarial valuation determined the unfunded 
pension benefit obligation as follows: 

 Active participants      $ 74,716,975 
 Participants in pay status        62,987,516 
 Participants with vested deferred benefits       2,323,366

 Total pension benefit obligation      140,027,857 
 Net assets available for benefits, at market value   36,128,666

 Unfunded benefit obligation     $103,899,191

The actuarial valuation did not provide a breakdown of actuarial present 
value of vested and non-vested accumulated plan benefits by sponsor or net 
assets available for benefits by sponsor. 
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(12) Risk Management

The Bank is exposed to various risks of loss related to torts; theft of, 
damage to, and destruction of assets; errors and omissions, injuries to 
employees; and natural disasters.  The Bank has elected to purchase 
commercial insurance from independent third parties for the risks of loss to 
which it is exposed.  Settled claims from these risks have not exceeded 
commercial insurance coverage for the past three years. 

(13) Restatement

As a result of application of GASB Statement No. 65, Items Previously 
Reported as Assets and Liabilities, the Bank made a prior period adjustment 
in the year ended September 30, 2013 to adjust loan originations fees 
previously recorded as prior years’ income to deferred inflows of resources 
in the amount of $222,673. 

Accordingly, the Bank restated its beginning restricted net assets for the 
year ended September 30, 2012.  The effect of the restatement was to decrease 
the Bank’s beginning net position by $222,673. 

(14) Subsequent Events

The Bank evaluated subsequent events from September 30, 2013 through April 7, 
2014, the date the financial statements were available to be issued.  The 
Bank did not note any subsequent events requiring disclosure or adjustment to 
the statements of net position. 
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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

To the Board of Directors 
National Development Bank of Palau 

I have audited, in accordance with the 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, the financial statements of the National 
Development Bank of Palau (the Bank), as of and for the year ended September 
30, 2013, and the related notes to the financial statements, which 
collectively comprise the Bank’s basic financial statements and have issued 
my report thereon dated April 7, 2014. 

Internal Control over Financial Reporting 

In planning and performing my audit of the financial statements, I considered 
the Bank’s internal control over financial reporting (internal control) to 
determine the audit procedures that are appropriate in the circumstances 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 Bank’s 
internal control. Accordingly, I do not express an opinion on the 
effectiveness of the Bank’s internal control. 

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. 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.
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My consideration of internal control was for the limited purpose described in 
the first paragraph of this section and was not designed to identify all 
deficiencies in internal control that might be material weaknesses or 
significant deficiencies and therefore, material weaknesses or significant 
deficiencies may exist that were not identified. Given these limitations, 
during my audit I did not identify any deficiencies in internal control that 
I consider to be material weaknesses. However, material weaknesses may exist 
that have not been identified. We did identify certain deficiencies in 
internal control, described in the accompanying schedule of findings as 
Finding 2013-01 and 2013-02, that I consider to be significant deficiencies. 

Compliance and Other Matters 

As part of obtaining reasonable assurance about whether the Bank’s financial 
statements are free from material misstatement, I 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 my audit, 
and accordingly, I do not express such an opinion. The results of my tests 
disclosed instances of noncompliance or other matters that are required to be 
reported under Government Auditing Standards and which are described in the 
accompanying schedule of findings as Finding 2013-01. 

National Development Bank of Palau’s Response to Findings 

The Banks’s response to the findings identified in my audit is described in 
the accompanying schedule of findings. The Bank’s response was not subjected 
to the auditing procedures applied in the audit of the financial statements 
and, accordingly, I express no opinion on it. 

Purpose of this Report 

The purpose of this report is solely to describe the scope of our testing of 
internal control and compliance and the results of that testing, and not to 
provide an opinion on the effectiveness of the Bank’s internal control or on 
compliance. This report is an integral part of an audit performed in 
accordance with Government Auditing Standards in considering the Bank’s 
internal control and compliance. Accordingly, this communication is not 
suitable for any other purpose. 

Saipan, Commonwealth of the Northern Mariana Islands 
April 7, 2014 
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SECTION I – SUMMARY OF AUDITOR’S RESULTS 
 
Financial Statements 
 
Type of auditor’s report issued:   Unqualified 
 
Internal control over financial reporting: 
 

�� Material weakness(es) identified?        yes      X  no  
 

�� Significant deficiency(ies) identified  
that are not considered to be material  
weaknesses?                X  yes          none reported 

 
Noncompliance material to financial statements  
 noted?                X  yes         no 
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SECTION II – FINDINGS ON INTERNAL CONTROL OVER FINANCIAL REPORTINGG 

 
Finding No. 2013-01 - Asset Classification and Provisioning 
 
Criteria:   
 
Pursuant to the Bank's Credit Risk Management Policy, the Bank uses a Credit 
Risk Rating System to risk rate all customers and provide information on the 
quality of the Bank's total loan portfolio. The Banks' credit risk scale is 
as follows: 
 

Rating  General Description  
 
  A  Strong 
  B  Above average 
  C1  Average 
  C2  Watch 
  D  Substandard 
  E  Doubtful 
  F  Loss 
 

The Bank’s policy requires for general provisioning of 3% (increased to 5% as 
directed by the Board of Directors). Apart from the general provisions, the 
Bank must maintain a total amount of additional provisions, which is not less 
than the sum of the following: 
 
     Rating  Allowance 
 

a)� D (Substandard)     20% 
b)� E (Doubtful)      50% 
c)� F (Loss)      100% 

 
  
Conditions:  
 
The following were noted during the audit of loans receivable and the related 
provision: 
 

a.� Loans No. 1930 and No. 1931 with principal amount due of $1,051,929.77 
and $259,300.00, respectively, as of September 30, 2013, due from one 
borrower were 1,033 days past due and are classified as non-accrual 
loans. Loan provision for these loans was at 50% of loan balance.  
Furthermore, loan recovery efforts were not properly documented for 
these loans.  
 

b.� Loan No. 2222 with principal amount due of $259,300.53 as of September 
30, 2013 was 258 days past due and was provided 5% allowance for loan 
losses. Loan recovery efforts are not properly documented for this 
loan. 
 

c.� Loan No. 1924 with principal amount due of $187,723.52 as of September 
30, 2013, was 350 days past due and was provided 5% allowance for loan 
losses. This loan was previously loan No. 1783 which was restructured 
due to inability to make full and timely repayment. 
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SECTION II – FINDINGS ON INTERNAL CONTROL OVER FINANCIAL REPORTINGG 

 
Finding No. 2013-01 - Asset Classification and Provisioning, Continued 
 
Conditions, continued:  

 
d.� Loan No. 1957 with principal amount due of $182,681.26 as of September 

30, 2013, was 593 days past due and was provided 5% allowance for loan 
losses. This loan was originally a one-year loan restructured on 
January 29, 2007 with a maturity of November 15, 2011. There have been 
no principal repayments since restructuring. 
 

e.� Loan No. 2149 with principal amount due of $181,917.79 as of September 
30, 2013, was 65 days past due and was provided 5% allowance for loan 
losses. This loan appears to be a rollover of a previous loan. Loan 
recovery efforts were not properly documented for this loan. 
 

f.� Loan No. 2123 with principal amount due of $123,589.09 as of September 
30, 2013, was 1,005 days past due and was provided 50% allowance for 
loan losses. Collection attempts and notice to foreclose were 
documented for this loan. 
 
 

Cause:  
 
The above conditions are due internal control weakness in the loan 
documentation and related review process. 
 
 
Effect:  
 
The Bank may not be in compliance with the requirements of the Bank's Credit 
Risk Management Policy. Additionally, the allowance for loan losses may be 
misstated and loans misclassified. Furthermore, fraud or abuse may occur and 
not be timely detected.  
 
 
Recommendation:  
 
For conditions a through e, the Bank should consider classifying these loans 
using higher loss condition considering the number of days delinquent. 
 
For conditions a, e and f, the bank should consider exercising its rights 
over the collateral since these accounts were already classified as 
nonaccrual.  
 
We further recommend that the Bank consider conducting an evaluation of its 
allowance for loan losses to access and validate the methodology used and the 
related policies and procedures. 
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SECTION II – FINDINGS ON INTERNAL CONTROL OVER FINANCIAL REPORTINGG 
 
Finding No. 2013-01 - Asset Classification and Provisioning, Continued 
 
Auditee response: 
 
For Conditions a and f for Loan Nos. 1930, 1931 and 2123, the Bank currently 
pursuing legal foreclosure on these accounts. 

For Conditions b to d for Loan Nos. 2222, 1924 and 1957, the Loan Officer 
recommended to the Board the Risk Rating Change for these accounts. The Risk 
Rating Change was approved for these accounts on September 20, 2013, October 
17, 2013 and January 9, 2014. Loan provisioning for these accounts have been 
increased to 50%. 

For Condition e for Loan No. 2149, the provisioning adjustment is pending for 
this account. 
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SECTION II – FINDINGS ON INTERNAL CONTROL OVER FINANCIAL REPORTINGG 
 
Finding No. 2013-02 – Loan Documentation 
 
Criteria:   
 
Pursuant to Palau National Code Annotated 26 and the Bank policies, loan 
application should be properly completed and approved. The loan application 
and approval documentation should be properly retained and waiver of any 
documentation should be properly documented. 
 
 
Conditions:  
 
1. For 6 or 12% of 50 randomly selected loans tested, there was insufficient 

documentation of approval and required supporting documents as follows: 
 

a. For Loan No. 2652 for $7,076.77, the loan amount and maturity date was 
not indicated on the loan application. 
 

b. For Loan No. 2672 for $9,958.24, the loan was made payable to the 
borrower. This was for a residential loan for which loan proceeds 
should have been made payable to the vendor, unless there is evidence 
that the borrower had already paid the vendor. Such documentation was 
not file for this loan. 
 

c. For Loan No. 2646 for $15,726, loan disbursement was authorized to buy 
a partnership interest, but there was no documentation that the 
partnership interest was actually transferred. It appears that the 
money borrowed might not have been used for its intended purpose. 
 

d. For Loan No. 2650 for $9,997.69, the loan document review checklist was 
not on file. 
 

e. For Loan No. 2675 for $8,779.01, the loan document review checklist was 
not on file. 

 
f. For Loan No. 2627 for $100,000, amounts disbursed were not in 

accordance with the loan agreement regarding allocation/use of loan 
proceeds.  The request for working capital of this loan and amount 
disbursed for this purpose was $40,000 but the approved amount for 
working capital was $39,380.  The remaining amounts were released for 
the purchase of vehicles, building improvements, a boat, various 
equipment and supplies and there are specific dollar amounts for each 
of these categories.  However, there is a lack of documentation to 
support that amounts were used for intended purpose. The real property 
securing this loan secures another loan and there is no indication in 
the loan file that the security is sufficient for both loans. 
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SECTION II – FINDINGS ON INTERNAL CONTROL OVER FINANCIAL REPORTINGG 
 
Finding No. 2013-02 – Loan Documentation, Continued 
 
Conditions, continued:  
 
2. For 7 or 29% of 24 key item loans tested, there was insufficient 

documentation of approval and required underlying supporting documents for 
the following loans: 

 
a. For Loan No. 1930 for $1,051,929.77, there was no indication of any 

approval other than that of the Loan Officer and President.   
 

b. For Loan No. 2515 for $725,297.10, justification for the waiver of the 
submission of audited financial statements requirement was not on file. 
 

c. For Loan No. 2561 for $400,000, the loan was disbursed for the purchase 
of a boat.  Money was disbursed to the borrower and not directly to the 
vendor. The vendor invoice shows money was received in escrow but there 
was no proof of payment by the borrower to the vendor. 
 

d. For Loan No. 1931 for $259,300.53, the loan documents were prepared in 
such a way that the Bank is only second in a collateral position should 
borrow default and the loan is foreclosed.  There is no indication of 
any approval other than that of the Loan Officer and President.   
 

e. For Loan No. 2149 for $181,917.79, the documentation of request for 
loan proceeds, voucher indicating to whom the loan was disbursed and 
loan officer approval was not on file. There was no evidence to support 
disbursement was used for the intended loan purpose. 
 

f. For Loan No. 2119 for $148,667.81, the borrower’s financial statements, 
cash flow and ratio analysis and evidence to show proceeds were used 
for intended purpose were not on file.  Also, the documentation of the 
justification of the waiver of collateral appraisal, loan establishment 
fee and other loan costs were not on file. 
 

g. For Loan No. 1898 for $143,999.98, the required inventory schedule, 
gross revenue tax returns, promissory note, loan agreement, 
signature/approval of closing costs, assignment of income, chattel and 
mortgage were not on file. 
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SECTION II – FINDINGS ON INTERNAL CONTROL OVER FINANCIAL REPORTINGG 
 
Finding No. 2013-02 – Loan Documentation, Continued 
 
Cause:  
 
The above conditions are due to a lack of internal control over the 
monitoring of required loan documentation, inconsistent application of 
internal control and possible override of loan approval process. 
 
 
Effect:  
 
The Bank is not in compliance with its policies. Also, loans that did not go 
through the proper approval process and with missing documentation often 
result in substandard and nonperforming loans and poor collectability. Abuse 
and possible fraud could exist and not be timely detected. 
 
 
Recommendation:  
 
The Bank should adhere to its loan approval policies and all supporting 
documents should be obtained and properly filed. All waivers of loan 
requirements should be properly justified and approved. The Bank's current 
practice of documenting the request for waiver in under the "Policy 
Exceptions" heading of the Account Review should be supplemented with a 
written documentation of the basis of granting the waiver.  
 
The Bank should also adopt a document retention policy. 
 
 
Auditee response: 
 
NDPB have located all the unaccounted documents except for the justifications 
for the waivers approved by the Board. It is the Bank's policy to document 
any request for waiver in the Credit Memorandum.  
 
The Bank has instituted a Compliance Office beginning 2011 and since then has 
instituted internal reviews to ensure compliance with NDPB's policies. The 
Compliance Officer reviews all new loans after approval to ensure conditions 
and policies are adhered to. Furthermore, the Loan Officers review their 
loans at least once a year to ensure proper classification and compliance 
with loan conditions and covenants. 
 
  
Auditor's comment to Auditee response: 
 
NDBP should consider my recommendation of documenting the justification or 
basis for the approval of the waiver. Although the current procedures 
documents that the waivers are approved, the basis for such approval is 
lacking. Without any written documentation as to the basis or justification 
for the waiver, the approval of the waiver would be presumed to be override 
of policies without basis. It may be construed as accommodation to borrowers. 
  


