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Directors and Officers

HMN Financial, Inc. and Home Federal Savings Bank are headquartered in Rochester, Minnesota. Home Federal
Savings Bank operates thirteen full service offices in Minnesota located in Albert Lea, Austin, Eagan, Kasson (2),
La Crescent, Owatonna, Rochester (4), Spring Valley and Winona and one full service office in Marshalltown, lowa. The
Bank also operates two loan origination offices located in Sartell, Minnesota and Delafield, Wisconsin.



FINANCIAL HIGHLIGHTS

Operating Results:
(Dollars in thousands, except per share data)

Total INtErest INCOME ......eevieeieerieeieeiietieteeieereeresee e e e eseesseesaeees
Total INtEIESt EXPEIISC...uverurererereiereieriieeeereetesaeseressaesseesseesessessnenes
Net INErest INCOME ...c.vvevierieiiereeieeierieesieereeaeeeeseeesseesseesseessens
Provision for 10an 10SSES..........ccvrierieriierieeiesie e
Net interest income after provision for loan losses.............c..c......
Fees and service Charges ..........ccoeveevieviieiieieiieseeseee e
Loan Servicing feeS.......ccvevuieruiiiieeieeieieeie et
Gain on sales 0f 10anS..........ccoovvierierieiieece e
Other NON-INterest INCOME .......ccveeruieerrieerieeieeerieeie e e e e seveeeeaeens
Total NON-INtErest INCOME .......cccvereiereieireieeieeeeieeie e
Total NON-INtEIESt EXPENSEC .....veeveerererieiiereeieeeereeeeeere e seeeeeens
Income before inCOMe tax EXPENSe ........eccververeeerreereeseeeseerereneeenenns
INCOME tAX EXPEIISE ..vvevvivivieiieereniesieiestesteereereeseeseessessessessessesseeseenas
INEE INCOMEC. . .ieiveiiesiieieeie et et e ete st e e eeeseaesraesseeseesesnnesseeseenseans

Per Common Share Information:

Earnings per common share and common share equivalents:
BASIC ..t
DIIULEd ...

Stock price (for the year):

High oo

Book value per common share .............ccooceeiieiiiiiiiinieneeeeee
Closing price to book ValUe.........c.cccviviieieriieiieieciecee e

Financial Ratios:

Return on average assets .........coeceveveeerienieereneeeneneeeseseeneseeeenenne
Return on average stockholders’ equity ........ccceevvvveeereierienieniieine
Net INterest MATZIN ...ecveeverereriierieeieete e seeseenee e eeeeeeesseeeeeseeneens
Operating expenses t0 aVerage aSSELS.......cereereererreerreereeneeeneeeeenne
Average stockholders’ equity to average assets .........ccceeeeeeerveenen.
Stockholders’ equity to total assets at year end.........ccocceeveereenennee.
Non-performing assets to total aSSets ........ccocererererieiienienierieseeeeene
EffiCiency ratio....c.ccoiierieiieiieiece e

Balance Sheet Data:
(Dollars in thousands)

TOLAl ASSELS ...eovvieeeeeeceee ettt ettt ee e et e e e eeaeeeeaee e
Securities available for sale............coceovvvieeieiiiiiiee e
Loans held for Sale ........coviiiuiieiiiiiieieiec e
Loans receivable, NEt.........ooovvviiiiiiiiieceie e
DIEPOSIES ...eeutieiteeereciieetterte ettt et e et e et e etaesteeste e beenaessaesaeesaeenbeenes
StoCKhOIAErS” €QUILY .....eevveevieeieeiieiieie et eie sttt

Home Federal Savings Bank regulatory capital ratios:

Common equity Tier 1 capital .........cccevvverieriiereeieriereee e
TIET 1 LIOVETAZE ..cuveeeveeeie ettt
Tier 1 risk-based capital...........cccoeveerieiieiinieeeee e
Total risk-based capital..........ccocevieiiiiiniiiie e

At or For the Year Ended
December 31, Percentage
2018 2017 Change
30,381 27,680 9.8%
2,233 1,797 24.3
28,148 25,883 8.8
(649) (523) (24.1)
28,797 26,406 9.1
3,330 3,354 0.7)
1,255 1,202 4.4
2,095 2,138 (2.0)
1,034 960 7.7
7,714 7,654 0.8
25,387 25,254 0.5
11,124 8,806 26.3
2,888 4,402 (34.4)
8,236 4,404 87.0
1.89 1.04
1.71 0.90
21.90 19.45
18.05 16.60
19.62 19.10
17.19 17.97
114.14% 106.29%
1.14% 0.63% 81.0%
9.88 5.52 79.0
4.03 3.86 4.4
3.51 3.62 (3.0)
11.52 11.43 0.8
11.67 11.18 4.4
0.43 0.52 (17.3)
70.79 75.30 (6.0)
December 31, Percentage
2018 2017 Change
712,315 722,685 1.49)%
79,980 77,472 32
3,444 1,837 87.5
586,688 585,931 0.1
623,352 635,601 (1.9
83,147 80,818 2.9
13.26% 12.45% 6.5%
11.00 10.68 3.0
13.26 12.45 6.5
14.52 13.71 59




LETTER TO SHAREHOLDERS AND CLIENTS

I am pleased to present you with our 2018 Annual Report. As I reflect on the past year, a
number of events, milestones and outcomes stand out above others for me.

Like most for-profit businesses, our company benefited from the Tax Cuts and Jobs Act that
was signed into law in December 2017. The lower federal tax rate substantially reduced our
federal income tax expense for 2018. The long term impact of the tax bill remains to be seen
since some provisions it contains are not permanent. Furthermore, residents of states like
Minnesota that have comparatively high state and local taxes rates might find themselves
paying more in taxes than in previous years since the tax bill includes a cap on state and local
taxes which can be claimed as an itemized deduction. These changes could have an impact on
future consumer spending and borrowing.

During 2018, the Open Market Committee of the Federal Reserve raised its benchmark interest
rate four times. This action resulted in a 100 basis point increase in the Prime Rate to 5.50% -
its highest level since March 2008. Since our bank is asset sensitive, we were positioned to
benefit from the increase in interest rates and our net interest income for the year increased $2.2 million to $28.1 million. The
rising short term rates resulted in many commercial borrowers requesting long term fixed rates on their loans. Fortunately,
our lenders were able to retain our best clients while limiting the interest rate risk associated with increasing the loan portfolio
duration.

Asset quality continued to improve during the year with non-performing assets declining by over 18%. Competition for loan
growth remained fierce in a number of our markets both in terms of loan pricing and structure. In response, management
elected to use these market conditions to identify and move over $16 million in higher risk loans out of the bank. While this
action adversely impacted outstanding loan balances at year end, it was a significant factor in the reverse provision for loan
losses of $0.6 million that was experienced during the year. I am very proud of the job that our lenders and credit
administration staff did to accomplish the above results.

Our tier I leverage ratio at year end was a strong 11.0%. When combined with our previously mentioned strong asset quality,
we are in an excellent position to weather potential economic downturns or capitalize on acquisition opportunities.

Our efficiency ratio, a measure of how many cents in noninterest expense it costs to generate one dollar of income, improved
to 70.79% from 75.30% the previous year. This ratio continues to be a focus of management who looks to increase non-
interest income and reduce non-interest expense wherever possible.

We believe that quality organic growth should always be a top priority for management. We also believe that organic growth
derived by expanding existing relationships can be the most cost effective growth. Therefore we worked diligently this past
year to improve communication across product lines, and our employees have been encouraged and rewarded to identify and
satisfy client needs.

We recognize that organic growth will not, in itself, be sufficient to achieve our growth goals and that a proactive acquisition
strategy is needed. During 2018 we identified a number of opportunities to grow the bank through branch and whole bank
acquisitions. We performed an initial analysis of each opportunity and prepared bids for several banks and/or branch
purchases during the year. Unfortunately, we were not successful in our bidding on any of these opportunities because we
were unable to meet the sellers’ pricing expectations. We continue to search for new opportunities to grow the bank through
acquisitions and will remain disciplined in our approach to determining the purchase price of the acquisition and the potential
impact it would have on HMN shareholders.



While bank delivery channels continue to move toward more mobile and online transactions, we understand that we must
continue to provide traditional facilities to serve our clients as well. In April 2018, we opened our new full service branch in
Owatonna, Minnesota, which replaced the loan production office we had been operating in that market since 2015. The design
of this branch utilizes the latest technology and floor plan which enabled us to reduce staff count by approximately 25%
compared to older branches. During the year we also announced plans to remodel and expand our existing drive up facility
and consolidate our two offices in Kasson, Minnesota into that facility. The goal of this project is to reduce overhead expense
while improving convenience for our clients. In the fourth quarter of 2018, we purchased an existing branch facility in the
greater Milwaukee, Wisconsin area to support our growing loan portfolio in that market. We plan to move our existing
Delafield, Wisconsin loan production office into the new facility and open a full service branch later in 2019.

We also recognize the importance of dedicating sufficient resources to support online and mobile banking platforms. In 2018,
we rolled out our new online mortgage loan application for new and existing clients. The response was very positive as it
allows our busy clients access to a convenient channel to provide us with the information we need to underwrite and approve
their loan request. We are continuing to develop additional online channels for new and existing clients to apply for the many
other products we offer.

Finally, during this past year all of the outstanding HMN common stock warrants issued in 2008 in connection with the U.S.
Treasury Capital Purchase Program were either exercised by the warrant holder or purchased by the Company. I am proud to
say that HMN Financial repaid 100% of the funds invested in us by the U.S. Treasury.

I want to take this opportunity to thank our investors, employees and our Board of Directors for their help and support in
making 2018 a successful year for HMN Financial.

Best Regards,

CNRIARY

Bradley Krehbiel
President/CEO
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Dr. Hugh Smith Bradley Krehbiel
Chairman of the Board President and CEO

Allen Berning Michael Bue Bernard Nigon Dr. Wendy Shannon

Mark Utz Hans Zietlow



FIVE-YEAR CONSOLIDATED FINANCIAL HIGHLIGHTS

Selected Operations Data: Year Ended December 31,
(Dollars in thousands, except per share data) 2018 2017 2016 2015 2014
Total interest INCOME .........covvveveeereeeeneeeeeireeeeennns S 30,381 27,680 27,349 21,453 20,613
Total interest EXpPense........ccoevervverveeveeeereenveenens 2,233 1,797 1,593 1,507 1,211
Net interest iINCOME.........ceovvveeevnereeeieeeeeieeeeenns 28,148 25,883 25,756 19,946 19,402
Provision for loan 10SSes..........ccceevveeveecienienieennens (649) (523) (645) (164) (6,998)
Net interest income after provision for loan
LOSSES.c.vvenvienieeieete ettt 28,797 26,406 26,401 20,110 26,400
Fees and service charges ..........cccecvevveniecvievennnnns 3,330 3,354 3,427 3,316 3,458
Loan servicing fees........cceeveevereenieniieniieieeienenns 1,255 1,202 1,108 1,046 1,058
Gain on sales 0f 10ans...........c..cooeeveeeeieeeeeiieeeenn, 2,095 2,138 2,618 1,964 1,828
Other non-interest iINCOME ..........cccveevveerveereveenen. 1,034 960 1,048 1,327 940
Total non-interest iINCOME..............ccvvereeerveeeennnen.. 7,714 7,654 8,201 7,653 7,284
Total non-interest EXPense.........oceeverveerveeuerenens 25,387 25,254 24,130 23,196 21,403
Income before income tax expense ...................... 11,124 8,806 10,472 4,567 12,281
INCOME tAX EXPENSE ....ovevevevereverereeeecererseseserenenenas 2,888 4,402 4,122 1,611 4,902
NEL INCOME ...vvevreeieeieieieeiieieee et 8,236 4,404 6,350 2,956 7,379
Preferred stock dividends and discount............... 0 0 0 (108) (1,710)
Net income available to common shareholders.. $ 8,236 4,404 6,350 2,848 5,669
Basic earnings per common share ...................... $ 1.89 1.04 1.52 0.69 1.40
Diluted earnings per common share.................... 1.71 0.90 1.34 0.61 1.23

(D Relates to the decrease in the Company’s net deferred tax asset as a result of the reduction in the corporate federal tax rate from 34% to 21% in the fourth

quarter of 2017.

Selected Financial Condition Data:

December 31,

(Dollars in thousands, except per share data) 2018 2017 2016 2015 2014
Total @SSELS ...ecveveeeereieieriniirereeeceee e $ 712,315 722,685 682,023 643,161 577,426
Securities available for sale..........cccccooeveeeennn... 79,980 77,472 78,477 111,974 137,834
Loans held for sale ..........ccoceverenenineieeeeee 3,444 1,837 2,009 3,779 2,076
Loans receivable, net.......cccccoeevereneeenieieienee 586,688 585,931 551,171 463,185 365,113
DEPOSILS ..eeieeeenienieieierie ettt ettt eee et enas 623,352 635,601 592,811 559,387 496,750
Federal Home Loan Bank advances and other

DOTTOWINGS ..ot 0 0 7,000 9,000 0
Stockholders’ equity.......ccceeererereneseeieeeieeene 83,147 80,818 75,919 69,645 76,013
Book value per common share .............c.ccceeveennen. 17.19 17.97 16.91 15.54 14.77
Number of full service offices.......c..cccevererennnne. 14 13 13 13 11
Number of loan origination offices ...................... 2 3 3 3
Key Ratios: @
Stockholders’ equity to total assets at year end.... 11.67% 11.18% 11.13% 10.83% 13.16%
Average stockholders’ equity to average assets ... 11.52 11.43 11.07 11.70 13.25
Return on stockholders’ equity (ratio of net

Income to average €quity).......ceceeeverververuenrennenn 9.88 5.52 8.71 4.27 9.12
Return on assets (ratio of net income to average

ASSEES) weuveentienteeieeite et ee ettt ettt et e 1.14 0.63 0.96 0.50 1.21

@ Average balances were calculated based upon amortized cost without the market value impact of ASC 320.

See accompanying notes to consolidated financial statements.



MANAGEMENT DISCUSSION AND ANALYSIS

This Annual Report, other reports filed by the Company
with the Securities and Exchange Commission (SEC), and
the HMN Financial, Inc.’s (HMN or the Company) proxy
statement may contain forward-looking statements within
the meaning of the safe harbor provisions of the Private
Securities Litigation Reform Act of 1995. These statements
are often identified by such forward-looking terminology as
“expect,” “intend,” “look,” “believe,” “anticipate,”
“estimate,” “project,” “seek,” “may,” “will,” “would,”
“could,” “should,” “trend,” “target,” and “goal” or
similar statements or variations of such terms and include,
but are not limited to, those relating to growing our core
deposit relationships and loan balances, enhancing the
financial performance of our core banking operations,
maintaining credit quality, reducing non-performing assets,
and generating improved financial results (including
profitability); the adequacy and amount of liquidity and
capital resources available to the Home Federal Savings
Bank (the Bank); the Company’s liquidity and capital
requirements, our expectations for core capital and our
strategies and potential strategies for maintenance thereof;
changes in loan production; changes in the size of the
Bank’s loan portfolio; the amount of the Bank’s non-
performing assets and the appropriateness of the allowance
therefor; anticipated future levels of the provision for loan
losses; future losses on non-performing assets, the amount
and composition of interest-earning assets; the amount of
yield enhancements relating to non-accruing and purchased
loans; the amount and composition of non-interest and
interest-bearing liabilities; the availability of alternate
funding sources; the payment of dividends by HMN; the
future outlook for the Company; the amount of deposits that
will be withdrawn from checking and money market
accounts and how any withdrawn deposits will be replaced
and priced; the projected changes in net interest income
based on rate shocks, the range that interest rates may
Sfluctuate over the next twelve months, the net market risk of
interest rate shocks; the future outlook for the issuer of the
trust preferred securities held by the Bank; the ability of the
Bank to pay dividends to HMN; the ability to remain well
capitalized; the impact of new accounting pronouncements;
and compliance by the Bank with regulatory standards
generally (including the Bank’s status as ‘“well-
capitalized”) and other supervisory directives or
requirements to which the Company or the Bank are or may
become expressly subject, specifically, and possible
responses of the Office of the Comptroller of the Currency
(OCC), Board of Governors of the Federal Reserve System
(FRB), the Bank, and the Company to any failure to comply
with any such regulatory standard, directive or
requirement.

s

A number of factors could cause actual results to differ
materially from the Company’s assumptions and
expectations. These include but are not limited to the
adequacy and marketability of real estate and other

collateral securing loans to borrowers; federal and state
regulation and enforcement; possible legislative and
regulatory changes, including changes to regulatory capital
rules; the ability of the Bank to comply with other applicable
regulatory capital requirements; enforcement activity of the
OCC and FRB in the event of our non-compliance with any
applicable regulatory standard or requirement; adverse
economic, business and competitive developments such as
shrinking interest margins, reduced collateral values,
deposit outflows, changes in credit or other risks posed by
the Company’s loan and investment portfolios,; changes in
costs associated with traditional and alternate funding
sources, including changes in collateral advance rates and
policies of the Federal Home Loan Bank (FHLB);
technological, computer-related or operational difficulties,
including those from any third party cyberattack, results of
litigation, reduced demand for financial services and loan
products; changes in accounting policies and guidelines, or
monetary and fiscal policies of the federal government or
tax laws, international economic developments; the
Company’s access to and adverse changes in securities
markets; the market for credit related assets; the future
operating results, financial condition, cash flow
requirements and capital spending priorities of the
Company and the Bank; the availability of internal and, as
required, external sources of funding; our ability to attract
and retain employees; or other significant uncertainties.
Additional factors that may cause actual results to differ
from the Company’s assumptions and expectations include
those set forth in the Company’s most recent filing on Forms
10-K and 10-Q with the SEC. All forward-looking
statements are qualified by, and should be considered in
conjunction with, such cautionary statements. For
additional discussion of the risks and uncertainties
applicable to the Company, see the “Risk Factors” sections
of the Company’s Annual Report on Form 10-K for the year
ended December 31, 2018.

All statements in this Annual Report, including forward-
looking statements, speak only as of the date hereof, and we
undertake no duty to update any of the forward-looking
statements after the date of this Annual Report.

Overview

HMN Financial, Inc. (HMN or the Company) is the stock
savings bank holding company for Home Federal Savings
Bank (the Bank), which operates community banking and
loan production offices in Minnesota, lowa and Wisconsin.
The earnings of the Company are primarily dependent on
the Bank's net interest income, which is the difference
between interest earned on loans and investments, and the
interest paid on interest-bearing liabilities such as deposits
and other borrowings. The difference between the average
rate of interest earned on assets and the average rate paid on
liabilities is the "interest rate spread". Net interest income is
produced when interest-earning assets equal or exceed
interest-bearing liabilities and there is a positive interest rate



MANAGEMENT DISCUSSION AND ANALYSIS

spread. Net interest income and net interest rate spread are
affected by changes in interest rates, the volume and
composition of interest-earning assets and interest-bearing
liabilities, and the level of non-performing assets. The
Company's net earnings are also affected by the generation
of non-interest income, which consists primarily of gains
from the sale of loans and real estate owned, fees for
servicing loans, commissions on the sale of uninsured
investment products, and service charges on deposit
accounts. The Bank incurs expenses in addition to interest
expense in the form of compensation and benefits,
occupancy and equipment expenses, provisions for loan
losses, professional services, deposit insurance,
amortization expense on mortgage servicing assets, data
processing costs and income taxes. The earnings of financial
institutions, such as the Bank, are also significantly affected
by prevailing economic and competitive conditions,
particularly changes in interest rates, government monetary
and fiscal policies, and regulations of various regulatory
authorities. Lending activities are influenced by the demand
for and supply of business credit, single family and
commercial properties, competition among lenders, the
level of interest rates and the availability of funds. Deposit
flows and costs of deposits are influenced by prevailing
market rates of interest on competing investments, account
maturities and the levels of personal income and savings.

Critical Accounting Estimates

Critical accounting policies are those policies that the
Company's management believes are the most important to
understanding the Company’s financial condition and
operating results. These critical accounting policies often
involve estimates and assumptions that could have a
material impact on the Company’s financial statements. The
Company has identified the following critical accounting
policies that management believes involve the most
difficult, subjective, and/or complex judgments that are
inherently uncertain. Therefore, actual financial results
could differ significantly depending upon the estimates,
assumptions and other factors used.

Allowance for Loan Losses and Related Provision

The allowance for loan losses is based on periodic analysis
of the loan portfolio and is maintained at an amount
considered to be appropriate by management to provide for
probable losses inherent in the loan portfolio as of the
balance sheet dates. In this analysis, management considers
factors including, but not limited to, specific occurrences of
loan impairment, actual and anticipated changes in the size
of the portfolios, national and regional economic conditions
such as unemployment data, loan delinquencies, local
economic conditions, demand for single family homes,
demand for commercial real estate and building lots, loan
portfolio composition, historical loss experience and
observations made by the Company's ongoing internal audit
and regulatory exam processes. Loans are charged off to the

extent they are deemed to be uncollectible. The Company
has established separate processes to determine the
appropriateness of the loan loss allowance for its
homogeneous and non-homogeneous loan portfolios. The
determination of the allowance on the homogeneous single
family and consumer loan portfolios is calculated on a
pooled basis with individual determination of the allowance
for all non-performing loans. The determination of the
allowance for the non-homogeneous commercial,
commercial real estate and multi-family loan portfolios
involves assigning standardized risk ratings and loss factors
that are periodically reviewed. The loss factors are
estimated based on the Company's own loss experience and
are assigned to all loans without identified credit
weaknesses. For each non-performing loan, the Company
also performs an individual analysis of impairment that is
based on the expected cash flows or the value of the assets
collateralizing the loans and establishes any necessary
reserves or charges off all loans, or portions thereof, that are
deemed uncollectible.

The appropriateness of the allowance for loan losses is
dependent upon management’s estimates of variables
affecting valuation, appraisals of collateral, evaluations of
performance and status, and the amounts and timing of
future cash flows expected to be received on impaired loans.
Such estimates, appraisals, evaluations and cash flows may
be subject to adjustments due to changing economic
prospects of borrowers or properties. The fair market value
of collateral dependent loans are typically based on the
appraised value of the property less estimated selling costs.
The estimates are reviewed periodically and any
adjustments are recorded in the provision for loan losses in
the periods in which the adjustments become known.
Because of the size of some loans, changes in estimates can
have a significant impact on the loan loss provision. The
allowance is allocated to individual loan categories based
upon the relative risk characteristics of the loan portfolios
and the actual loss experience. The Company increases its
allowance for loan losses by charging the provision for loan
losses against income and by receiving recoveries of
previously charged off loans. The Company decreases its
allowance by crediting the provision for loan losses and
recording loan charge offs. The current year activity in the
allowance resulted in a credit to the loan loss provision. The
methodology for establishing the allowance for loan losses
takes into consideration probable losses that have been
identified in connection with specific loans as well as losses
in the loan portfolio that have not been specifically
identified. Although management believes that based on
current conditions the allowance for loan losses is
maintained at an appropriate amount to provide for probable
loan losses inherent in the portfolio as of the balance sheet
dates, future conditions may differ substantially from those
anticipated in determining the allowance for loan losses and
adjustments may be required in the future.



MANAGEMENT DISCUSSION AND ANALYSIS

Income Taxes

Deferred tax assets and liabilities are recognized for the
future tax consequences attributable to temporary
differences between the financial statement carrying
amounts of existing assets and liabilities and their respective
tax basis. Deferred tax assets and liabilities are measured
using enacted tax rates expected to apply to taxable income
in the years in which those temporary differences are
expected to be recovered or settled. The effect on deferred
tax assets and liabilities of a change in tax rates is
recognized in income in the period that includes the
enactment date. These calculations are based on many
complex factors including estimates of the timing of
reversals of temporary differences, the interpretation of
federal and state income tax laws, and a determination of
the differences between the tax and the financial reporting
basis of assets and liabilities. Actual results could differ
significantly from the estimates and interpretations used in
determining the current and deferred income tax assets and
liabilities.

The Company maintains significant net deferred tax assets
for deductible temporary differences, the largest of which
relates to the allowance for loan and real estate losses. For
tax purposes only the net charge-offs are deductible while
the entire provision for loan losses is used to determine book
income. A deferred tax asset is created because of the timing
difference of when the expense is recognized for book and
tax purposes. Under generally accepted accounting
principles, a valuation allowance is required to be
recognized if it is “more likely than not” that the deferred
tax asset will not be realized. The determination of the
realizability of the deferred tax assets is highly subjective
and dependent upon management’s judgment and
evaluation of both positive and negative evidence, including
the forecasts of future income, tax planning strategies, and
assessments of the current and future economic and
business conditions. The positive evidence considered
includes the Company’s cumulative net income in the prior
three year period, the ability to implement tax planning
strategies to accelerate taxable income recognition, and the
probability that taxable income will be generated in future
periods. The Company could not currently identify any
negative evidence. It is possible that future conditions may
differ substantially from those anticipated in determining
that no valuation allowance was required on deferred tax
assets and adjustments may be required in the future.

Determining the ultimate settlement of any tax position
requires significant estimates and judgments in arriving at
the amount of tax benefits to be recognized in the financial
statements. It is possible that the tax benefits realized upon
the ultimate resolution of a tax position may result in tax
benefits that are significantly different from those
estimated.

Results of Operations

Comparison of 2018 with 2017

Net income was $8.2 million for 2018, an increase of $3.8
million, or 87.0%, compared to net income of $4.4 million
for 2017. Diluted earnings per share for the year ended
December 31, 2018 was $1.71, an increase of $0.81 per
share compared to diluted earnings per share of $0.90 for
the year ended December 31, 2017. The increase in net
income for 2018 is due primarily to a $2.2 million increase
in net interest income and a $1.5 million decrease in income
tax expense between the periods. Net interest income
increased primarily because of the higher interest income
earned on loans and cash balances as a result of the 100 basis
point increase in the federal funds rate between the periods.
The decrease in income tax expense is primarily because of
the enactment of the Tax Cuts and Jobs Act on December
22, 2017 which required the Company to record $1.1
million in additional income tax expense in the fourth
quarter of 2017 and reduced the Company’s federal income
tax rate in 2018.

Net Interest Income

Net interest income was $28.1 million for 2018, an increase
of $2.2 million, or 8.8%, from $25.9 million for the same
period of 2017. Interest income was $30.4 million for 2018,
an increase of $2.7 million, or 9.8%, from $27.7 million for
the same period of 2017. Interest income increased
primarily because of the higher interest amounts earned on
loans and cash balances as a result of the 100 basis point
increase in the federal funds rate between the periods and a
$27.9 million increase in the average interest-earning assets
held between the periods. Interest income also increased
$0.5 million because of a change in the amount of yield
enhancements recognized on purchased and non-accruing
loans between the periods. The average yield earned on
interest-earning assets was 4.35% for 2018, an increase of
22 basis points from 4.13% for 2017. The average yield
earned on interest-earning assets increased 8 basis points as
a result of the change in yield enhancements recognized
between the periods.

Interest expense was $2.2 million for 2018, an increase of
$0.4 million, or 24.3%, from $1.8 million for 2017. The
average interest rate paid on non-interest and interest-
bearing liabilities was 0.35% for 2018, an increase of 6 basis
points from 0.29% paid in 2017. The increase in the interest
paid on non-interest and interest-bearing liabilities was
primarily because of the 100 basis point increase in the
federal funds rate which increased the cost of deposits
between the periods and a $22.5 million increase in the
average non-interest and interest-bearing liabilities held
between the periods.
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The following table presents the total dollar amount of interest income from average interest-earning assets and the resultant
yields, as well as the interest expense on average interest-bearing liabilities, expressed both in dollars and rates. Non-accruing
loans have been included in the average outstanding loan balance in the table as loans carrying a zero yield.

Year Ended December 31,
2018 2017 2016
Average Interest Average Average Interest Average Average Interest Average
Outstanding  Earned/ Yield/ Outstanding Earned/ Yield/ Outstanding Earned/ Yield/

(Dollars in thousands) Balance Paid Rate Balance Paid Rate Balance Paid Rate
Interest-earning assets:
Securities available for sale:

Mortgage-backed and related

securities 8,550 197 2.30% $ 2,524 57 2.26% $ 1,631 58 3.56%

Other marketable securities 70,827 1,138 1.61 74,035 1,103 1.49 84,528 1,289 1.52
Loans held for sale 1,765 89 5.04 1,905 94 4.93 3,046 126 4.14
Loans receivable, net? 586,664 28,446 4.85 573,894 26,274 4.58 513,974 25,774 5.01
FHLB stock 861 27 3.14 874 12 1.37 770 6 0.78
Other, including cash equivalents.......... 29,706 484 1.63 17,214 140 0.81 23,337 96 0.41
Total interest-earning assets ................. $ 698,373 30,381 435 $§ 670,446 27,680 4.13 $ 627,286 27,349 4.36
Interest-bearing liabilities:
Checking accounts.. 86,750 62 0.07% $ 87416 77 0.09% $ 85,440 50 0.06%
Passbooks 77,630 61 0.08 76,592 63 0.08 71,728 62 0.09
Money market accounts.... 199,202 865 0.43 179,675 560 0.31 164,522 366 0.22
Certificate accounts 114,243 1,243 1.09 106,006 770 0.73 100,942 524 0.52
FHLB advances and other borrowings.. 140 2 1.71 6,335 327 5.16 9,374 591 6.30
Total interest-bearing liabilities.. 477,965 $ 456,024 $ 432,006
Noninterest checking 156,482 156,149 145,450
Other noninterest-bearing liabilities...... 1,534 1,279 1,434
Total interest-bearing liabilities and

noninterest-bearing deposits............. $ 635981 2,233 0.35% $ 613,452 1,797 0.29% $ 578,890 1,593 0.28%
Net interest income 28,148 25,883 25,756
Net interest rate spread . 4.00% 3.84% 4.08%
Net earning assets 62,392 $ 56,994 $ 48,396
Net interest margin .........coceveeeveveeeenne 4.03% 3.86% 4.11%
Average interest-earning assets to

average interest-bearing liabilities

and noninterest-bearing deposits...... 109.81% 109.29% 108.36%

(M Tax exempt income was not material; therefore, the yield was not presented on a tax equivalent basis for any of the years presented.
@ Calculated net of deferred loan costs, loan discounts, loans in process and loss reserves.

Net interest margin for 2018 was 4.03%, an increase of 17
basis points, compared to 3.86% for 2017. The increase in
the net interest margin is primarily related to the increase in
interest income which is primarily due to the increase in the
average yields earned on the average interest-earning assets
held between the periods. Average net earning assets

increased from $57.0 million in 2017 to $62.4 million in
2018. The $5.4 million increase in the net earning assets in
2018 is due primarily to the net income earned in 2018 that
was partially offset by the purchase of fixed assets and
warrants.
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The following table presents the dollar amount of changes
in interest income and interest expense for major
components of interest-earning assets and interest-bearing
liabilities. It quantifies the changes in interest income and
interest expense related to changes in the average
outstanding balances (volume) and those changes caused by

fluctuating interest rates. For each category of interest-
earning assets and interest-bearing liabilities, information is
provided on changes attributable to (i) changes in volume
(i.e., changes in volume multiplied by old rate) and (ii)
changes in rate (i.e., changes in rate multiplied by current
volume).

Year Ended December 31,
2018 vs. 2017 2017 vs. 2016
Increase Increase
(Decrease) (Decrease)
Due to Due to
Total Total
Increase Increase
(Dollars in thousands) Volume ¥ Rate® (Decrease) Volume @ Rate" (Decrease)
Interest-earning assets:
Securities available for sale:
Mortgage-backed and related
SECUTTEIES. ..vevvevenrerireeiereeereeereaenes $ 136 4 140 32 (33) (1)
Other marketable securities.............. (48) 83 35 (160) (26) (186)
Loans held for sale........cccoecueecennnnne ©) 2 Q) (47) 15 (32)
Loans receivable, net . 806 1,366 2,172 3,091 (2,591) 500
Cash equivalents ..........cccoeceveerencnencne 102 242 344 (25) 69 44
FHLB StOCK ...cvevveeieieieieiececeeee 0 15 15 1 5 6
Total interest-earning assets.............. $ 989 1,712 2,701 2,892 (2,561) 331
Interest-bearing liabilities:
Checking accounts ...........coceeeevrveeenenenn $ 6 21) (15) 3 24 27
Passbooks.........cccccueunee 0 ?2) ?2) 4 3) 1
Money market accounts. 37 268 305 39 155 194
Certificates of deposit ........ccceevvveernnene 79 394 473 77 169 246
FHLB advances and other borrowings . (325) 0 (325) (275) 11 (264)
Total interest-bearing liabilities ....... $ (203) 639 436 (152) 356 204
Increase (decrease) in net interest income  $ 1,192 1,073 2,265 3,044 (2,917) 127

M For purposes of this table, changes attributable to both rate and volume which cannot be segregated have been allocated proportionately to the change

due to volume and the change due to rate.

The following table sets forth the weighted average yields
on the Company's interest-earning assets, the weighted
average interest rates on interest-bearing liabilities and the
interest rate spread between the weighted average yields and

rates as of the date indicated. Non-accruing loans have been
included in the average outstanding loan balances in the
table as loans carrying a zero yield.

At December 31, 2018

Weighted average yield on:
Securities available for sale:

Mortgage-backed and related securities...........cococvurveveuenencne 2.27%

Other marketable SECUIItEs ...........cceucuiiniririciciiiiiiciecaene 1.63
Loans held for sale........ccoeiirireneiieeeeeeeenes 5.12
Loans receivable, net . 4.90
FHLB StOCK ...t 3.25
Other interest-earnings assets ...........coceeeeeereereuereerereerenereenes 1.88
Combined weighted average yield on interest-earning assets..  4.45

Weighted average rate on:

Checking ACCOUNLS ......veveuiuiriririeieieinirteieteieeereeeeie e 0.10%
PassbOOKS ... 0.08
Money mMarket ACCOUNLS .......cvevrueeereieriieterieeeriee et eeeeeeeeseereeenens 0.56
Certificates of deposit w132
Combined weighted average rate on interest-bearing liabilities...  0.43
Interest rate SPread .........oeveveirerieerieieeeese e 4.02

Provision for Loan Losses

The provision for loan losses was ($0.6) million for the year
ended December 31, 2018, a decrease of $0.1 million, from
($0.5) million for the year ended December 31, 2017. The
provision for loan losses decreased between the periods
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primarily because of the improved credit quality of the loan
portfolio and the payoff of certain non-performing
commercial loans which resulted in a decrease in the
reserves required between the periods.
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A reconciliation of the allowance for loan losses for 2018 and 2017 is summarized as follows:

(Dollars in thousands) 2018 2017
Balance begiNning Of PEIIOE. ......c.eeueuiruiiiiieiieieeetet ettt ettt ettt ae st et s s et se st et ese et e st e bensese e eneseeneesenes $ 9,311 § 9,903
PLOVISION ...ttt ettt ettt ettt ettt e st et ettt e s et e st e s et es et et et et e s es e se st esenses e s s et ensesensese s e st eseseesen et en s senses e s enensenesenen (649) (523)
Charge offs:
COMMETCIAL DUSINESS ...ttt ettt bbbttt e e bt e (270) (311)
COMMETCIAL TEAL ESLALE......cveveviteiieteieieieteetet ettt ettt ettt e st e b e st ese st ese st et ensese s esesseseeseneesensesensesesenensenesenes 0 (50)
COMSUITIET ...ttt b bbb e bbb es (226) (288)
Single family (24) (6)
RECOVEIIES ....cuivtiiiniieteteieit sttt ettt ettt ettt ettt b ettt b et e e bbbt s e bbbttt s et bttt et b seseaeneenenen 544 586
Balance at DECEMDET 31, .....cviuviviiieiiieeieeee ettt ettt ettt e s et e e e te s et et es et et seseseeseseesenseasss et et et eseaeesenseeensereneerenes $ 8,686 $ 9,311
Allocated to:
GENETAL ALIOWAIICE ....c.veviieiiteiiteeete ettt ettt ettt et s b et e s et es e e ettt e st s en et e st saen e esen et eneebensese s enesseneenenen $ 7,892 8,238
SPECIIC AILOWANCE ...ttt 794 1,073
$ 8,686 9,311

Non-Interest Income

Non-interest income was $7.7 million for the year ended December 31, 2018, the same as for the year ended December 31,
2017. The following table presents the components of non-interest income:

Percentage
Year ended December 31, Increase (Decrease)

(Dollars in thousands) 2018 2017 2016 2018/2017 2017/2016
Fees and service charges $ 3,330 3,354 3,427 0.7)% 2.1)%
Loan servicing fees......... 1,255 1,202 1,108 4.4 8.5
Gain on sales of loans..... 2,095 2,138 2,618 2.0) (18.3)
Other non-interest iNCOME ..........ceueveueereriereuereerernenenne 1,034 960 1,048 7.7 (8.4)

Total non-interest iNCOME ..........cevvererverereeererernenens $ 7,714 7,654 8,201 0.8 (6.7)

Other non-interest income increased $0.1 million primarily
because of an increase in the revenue earned on the sale of
uninsured investment products between the periods. Loan
servicing fees increased $0.1 million between the periods
due to an increase in the single family loans being serviced.
These increases in non-interest income were offset by a

Non-Interest Expense

decrease in the gain on sales of loans due to a decrease in
single family loan originations and sales between the
periods. Fees and service charges decreased slightly
between the periods primarily because of a decrease in
overdraft fees.

Non-interest expense was $25.4 million for the year ended December 31, 2018, an increase of $0.1 million, or 0.5%, from
$25.3 million for the year ended December 31, 2017. The following table presents the components of non-interest expense:

Percentage
Year ended December 31, Increase (Decrease)
(Dollars in thousands) 2018 2017 2016 2018/2017 2017/2016
Compensation and benefits ............ccccccevvuecrcenneenne $ 14,728 15,007 14,764 1.9)% 1.6%
Occupancy and equipment ... 4,304 4,068 4,041 5.8 0.7
Data processing............... 1,270 1,106 1,161 14.8 (4.7)
Professional services 1,137 1,285 1,257 (11.5) 22
3,948 3,788 2,907 4.2 30.3
$ 25,387 25,254 24,130 0.5 4.7
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Occupancy and equipment expense increased $0.2 million
because of increases in depreciation and real estate tax
expenses. Data processing costs increased $0.2 million
primarily because of an increase in mobile and on-line
banking costs between the periods. Other non-interest
expense increased $0.2 million between the periods due to
an increase in the fraud losses incurred on deposit accounts
and an increase in deposit insurance rates. These increases
in non-interest expense were partially offset by a $0.3
million decrease in compensation and benefits expense
primarily because of a decrease in employees between the
periods. Professional services expense decreased $0.2
million between the periods primarily because of a decrease
in legal expenses.

Income Taxes

The Company considers the calculation of current and
deferred income taxes to be a critical accounting policy that
is subject to significant estimates. Income tax expense was
$2.9 million for the year ended December 31, 2018, a
decrease of $1.5 million, from $4.4 million for the year
ended December 31, 2017. The decrease in income tax
expense is due primarily to the enactment of the Tax Cuts
and Jobs Act on December 22, 2017 which required the
Company to record $1.1 million in additional income tax
expense in the fourth quarter of 2017 and reduced the
Company’s federal income tax rate in 2018.

Comparison of 2017 with 2016

Net income was $4.4 million for 2017, a decrease of $2.0
million compared to net income of $6.4 million for 2016.
Diluted earnings per share for the year ended December 31,
2017 was $0.90, a decrease of $0.44 per share compared to
diluted earnings per share of $1.34 for the year ended
December 31, 2016. The decrease in net income for 2017 is
due primarily to a $0.5 million decrease in the gain on sales
of loans because of a decrease in commercial government
guaranteed loan sales and a $0.5 million decrease in the
gains on real estate owned because of fewer sales between
the periods. Net income also decreased $0.4 million due to
an increase in other non-interest expenses primarily related
to advertising expenses, $0.3 million due to an increase in
income tax expense, $0.2 million because of an increase in
compensation and benefits and $0.1 million due to an
increase in the loan loss provision between the periods. The
increase in income tax expense is due primarily to the $1.1
million decrease in the Company’s net deferred tax asset as
a result of the reduction in the corporate federal tax rate in
connection with the enactment of the Tax Cuts and Jobs Act
in the fourth quarter of 2017. These decreases in net income
were partially offset by an increase in net interest income of
$0.1 million as a result of an increase in the average interest-
earning assets and a change in the composition of the
average interest-earning assets held between the periods.
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Net interest income was $25.9 million for 2017, an increase
of $0.1 million, or 0.5%, from $25.8 million for the same
period of 2016. Interest income was $27.7 million for 2017,
an increase of $0.4 million, or 1.2%, from $27.3 million for
the same period of 2016. Interest income increased $2.4
million because of an increase in the average interest-
earning assets and a change in the composition of the
average interest-earning assets held, which resulted in a 6
basis point increase in the average yields earned between
the periods. While the average interest-earning assets
increased $43.2 million between the periods, the average
interest-ecarning assets held in higher yielding loans
increased $58.8 million and the amount of average interest-
earning assets held in lower yielding cash and investments
decreased $15.6 million between the periods. The increase
in the average outstanding loans between the periods was
primarily the result of an increase in the commercial loan
portfolio, which occurred because of an increase in loan
originations and a reduction in loan payoffs between the
periods. The increase in interest income as a result of these
items was partially offset by a decrease in interest income
as a result of recognizing a lower amount of yield
enhancements between the periods. Interest income
decreased $2.1 million due to a decrease in the amount of
yield enhancements recognized from loan prepayment
penalties, yield adjustments on purchased loans, and the
interest payments received on non-accruing and previously
charged off commercial real estate loans. This resulted in a
29 basis point decrease in the average yield between the
periods. The average yield earned on interest-earning assets
was 4.13% for 2017, a decrease of 23 basis points from
4.36% for 2016. The decrease in the average yield earned
on interest-earning assets is primarily related to the decrease
in yield enhancements recognized between the periods.

Interest expense was $1.8 million for 2017, an increase of
$0.2 million, or 12.8%, compared to $1.6 million for 2016.
The average interest rate paid on non-interest and interest-
bearing liabilities was 0.29% for 2017, an increase of 1 basis
point from 0.28% for 2016. The average rate paid increased
between the periods due to an increase in the rates paid on
certain money market and certificate of deposit accounts.
This increase was partially offset by a decrease in the
interest paid on other borrowings due to a decrease in the
average borrowings outstanding between the periods. While
the average non-interest and interest-bearing liabilities
increased $34.6 million between the periods, the average
amount held in lower rate checking, savings, and money
market accounts increased $10.4 million, the average
amount held in higher rate premium money market accounts
increased $22.5 million, and the average amount held in
higher rate borrowings and certificates of deposit increased
$1.7 million between the periods.
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Net interest margin decreased 25 basis points to 3.86% in
2017 from 4.11% in 2016 primarily because of a $2.1
million, or 29 basis point decrease in the yield
enhancements recognized between the periods. Average net
earning assets increased from $48.4 million in 2016 to $57.0
million in 2017. The $8.6 million increase in net earning
assets is due to the net income earned in 2017 adjusted for
non-cash items including the expenses incurred related to
deferred tax asset changes and depreciation.

The provision for loan losses was ($0.5) million for the year
ended December 31, 2017, an increase of $0.1 million, from
($0.6) million for the year ended December 31, 2016. The
provision for loan losses increased between the periods
primarily because of the increase in the reserves required on
certain commercial loans due to a deterioration of their
credit quality.

Non-interest income was $7.7 million for the year ended
December 31, 2017, a decrease of $0.5 million, from $8.2
million for the year ended December 31, 2016. The decrease
in non-interest income is primarily related to the $0.5
million decrease in the gain on sales of loans due to a
decrease in commercial government guaranteed loan sales
between the periods. Fees and service charges decreased
$0.1 million between the periods due primarily to a decrease
in overdraft fees. Other non-interest income decreased $0.1
million because of a decrease in the revenue earned on the
sale of uninsured investment products between the periods.
These decreases in non-interest income were partially offset
by a $0.1 million increase in loan servicing fees earned due
to an increase in the loans being serviced for others between
the periods.
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Non-interest expense was $25.3 million for the year ended
December 31, 2017, an increase of $1.2 million, from $24.1
million for the year ended December 31, 2016. Gains on real
estate owned decreased $0.5 million between the periods
due to the gains that were recognized on the sale of two
commercial properties in 2016. Other non-interest expense
increased $0.4 million primarily due to an increase in
advertising expense between the periods. Compensation
expense increased $0.2 million between the periods due to
normal annual salary increases. Occupancy and equipment
expense increased slightly because of increased software
and equipment expenses. Professional services expense
increased slightly due to an increase in legal expenses
between the periods. These increases in non-interest
expense were partially offset by a $0.1 million decrease in
data processing expense due to a decrease in debit card costs
between the periods.

Income tax expense was $4.4 million for the year ended
December 31, 2017, an increase of $0.3 million, from $4.1
million for the year ended December 31, 2016. The increase
in income tax expense is due primarily to the $1.1 million
decrease in the Company’s net deferred tax asset as result
of the reduction in the corporate federal tax rate in
connection with the enactment of the Tax Cuts and Jobs Act
in the fourth quarter of 2017. The increase in income tax
expense as a result of the tax law change was partially offset
by a decrease in income tax expense due to a decrease in
pre-tax income between the periods.
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Financial Condition
Loans Receivable, Net

The following table sets forth the information on the Company's loan portfolio in dollar amounts and percentages before
deductions for deferred costs/fees and discounts and the allowance for losses as of the dates indicated:

December 31,

2018 2017 2016 2015 2014
(Dollars in thousands) Amount Percent  Amount Percent Amount Percent Amount Percent Amount Percent
Real Estate Loans:
Single family ........ccoeveevrivirieeeeeeene $110,698 18.61% $107,005 17.99% $103,255 18.41% $ 90,945 19.24% $ 69,841 18.70%
Multi-family ... 50,150 8.43 28,649 4.81 36,777 6.56 12,324 2.61 15,700  4.20
Commercial.........ccccoueunnee 257,036 43.21 259,024 43.55 230,955 41.18 196,926 41.65 163,365 43.73
Construction or development... 28,944 4.87 46,444 7.81 31,348 5.59 38,103 8.05 12,603 3.37
Total real estate 10ans..........cc.ccceeveverennns 446,828 75.12 441,122 74.16 402,335 71.74 338,298 71.55 261,509 70.00
Other Loans:
Consumer Loans:
AUtomobile ........coeveeiiiiieiiieiieieeen 2,483 0.42 2,894 0.49 3,036 0.54 2,885 0.61 1,124 0.30
Home equity line .........cccoveveverereereeennnnnes 32,273 5.42 36,869 6.20 40,476 7.22 38,980 8.24 36,832 9.86
Home equity ......... 16,733 2.81 15,823 2.66 16,302 291 14,782 3.13 12,420 3.33
Recreational vehicles 16,226 2.73 13,181 2.21 7,553 1.35 2,650 0.56 0 0.00
Other........cccoueeeee. 4,817 0.81 5,000 0.84 5,916 1.05 5,118 1.08 4,549 1.22
Total consumer loans.. 72,532 12.19 73,767  12.40 73,283  13.07 64,415  13.62 54,925 14.71
Commercial business loans.. 75,496 12.69 79,909 13.44 85,176  15.19 70,106 14.83 57,122 15.29
Total other loans .. .. 148,028 24.88 153,676 25.84 158,459 28.26 134,521 2845 112,047 30.00
Total 10anS.........ccveveveeereeeieeereeerens $594,856  100.00% $594,798 100.00% $560,794 100.00% $472,819 100.00% $373,556 100.00%
Less:
Unamortized discounts............ccoeeveverreneneen 17 19 20 16 14
Net deferred loan (costs) fees .. (535) (463) (300) 91) 97
Allowance for [0SS€S........cccccvvveerievieieienens 8,686 9,311 9,903 9,709 8,332
Total loans receivable, net....................... $586,688 $585,931 $551,171 $463,185 $365,113

The limited growth in the loan portfolio in 2018 was
primarily because the loan originations during the year were
almost entirely offset by loan prepayments. Based on
current economic conditions and the projected loan
origination and prepayment amounts, it is anticipated that
our overall loan portfolio growth will be limited in 2019.

Single family real estate loans were $110.7 million at
December 31, 2018, an increase of $3.7 million, compared
to $107.0 million at December 31, 2017. The single family
loan portfolio increased in 2018 due to an increased
emphasis on originating shorter term and adjustable rate
mortgage loans that were placed into the portfolio. The
majority of the longer term mortgage loans that were
originated during the year were sold into the secondary
market and were not placed in the loan portfolio in order to
manage the Company’s interest rate risk position.

Multi-family real estate loans were $50.2 million at
December 31, 2018, an increase of $21.6 million, compared
to $28.6 million at December 31, 2017. The increase in
multi-family real estate loans in 2018 is primarily due to
loans transferred into this loan category from the
construction loan category due to the completion of
construction phase of the project.

Commercial real estate loans were $257.0 million at
December 31, 2018, a decrease of $2.0 million, compared
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to $259.0 million at December 31, 2017. Commercial
business loans were $75.5 million at December 31, 2018, a
decrease of $4.4 million, compared to $79.9 million at
December 31, 2017. The decrease in commercial real estate
and commercial business loans in 2018 is because loan
payoffs exceeded loan originations during the year with
some of the payoffs related to the Bank’s initiative to
improve the credit quality of the loan portfolio.

Construction or development loans were $28.9 million at
December 31, 2018, a decrease of $17.5 million, compared
to $46.4 million at December 31, 2017. The decrease in
construction loans is primarily related to the $29.7 million
of construction loans on projects that were completed
during the year that were moved to a permanent loan
classification. An additional $14.0 million in construction
loans were paid off during the year. These decreases in
construction loans were partially offset by $20.7 million in
newly originated construction loans and $5.5 million in
advances on previously originated construction loans.

Home equity lines of credit were $32.3 million at December
31, 2018, a decrease of $4.6 million, compared to $36.9
million at December 31, 2017. The open-end home equity
lines are generally written with an adjustable rate and a ten
year draw period which requires interest only payments
followed by a ten year repayment period which fully
amortizes the outstanding balance. Home equity loans were



MANAGEMENT DISCUSSION AND ANALYSIS

$16.7 million at December 31, 2018, an increase of $0.9
million, compared to $15.8 million at December 31, 2017.
Closed-end home equity loans are written with fixed or
adjustable rates with terms up to fifteen years. The change
in the open-end equity lines and closed-end equity loans is
primarily the result of an increase in the payoffs of open-
ended home equity lines of credit. The increased payoffs are
the result of borrowers continued preference to obtain a
fixed rate closed-equity loan or to refinance their first
mortgage and roll their outstanding open-end equity loan
balances into their new home loan.

Recreational vehicle loans were $16.2 million at December
31, 2018, an increase of $3.0 million, compared to $13.2
million at December 31, 2017. These loans have been made
primarily to finance the recreational vehicle sales of a single
dealer within the Bank’s market area and the increase in the
balance between the periods is due to loan originations
exceeded principal repayments during 2018.

Allowance for Loan Losses

The determination of the allowance for loan losses and the
related provision is a critical accounting policy of the
Company that is subject to significant estimates. The current
level of the allowance for loan losses is a result of
management’s assessment of the risks within the portfolio

based on the information obtained through the credit
evaluation process. The Company utilizes a risk-rating
system on non-homogeneous commercial real estate and
commercial business loans that includes regular credit
reviews to identify and quantify the risk in the commercial
portfolio. Management conducts quarterly reviews of the
entire loan portfolio and evaluates the need to adjust the
allowance balance on the basis of these reviews.

Management actively monitors asset quality and, when
appropriate, charges off loans against the allowance for loan
losses. Although management believes it uses the best
information available to make determinations with respect
to the allowance for loan losses, future adjustments may be
necessary if economic conditions differ substantially from
the economic conditions in the assumptions used to
determine the size of the allowance for loan losses.

The allowance for loan losses was $8.7 million, or 1.46% of
gross loans at December 31, 2018, compared to $9.3
million, or 1.57% of gross loans at December 31, 2017. The
allowance for loan losses decreased primarily because of the
improved credit quality of the loan portfolio and the payoff
of certain non-performing commercial loans which resulted
in a decrease in the reserves required between the periods.

The following table reflects the activity in the allowance for loan losses and selected statistics:

December 31,

(Dollars in thousands) 2018 2017 2016 2015 2014
Balance at beginning Of YEar.........ccccvvveirerieeieiiieeeesee e $ 9,311 9,903 9,709 8,332 11,401
Provision fOr 1OSSES ..........ccucuiioiiiiiiiiiiiiccc e (649) (523) (645) (164) (6,998)
Charge-ofts:
Single familY ...oc.ccovveiiiiicce s 24) 6) (66) (19) 92)
Commercial real estate ... 0 (50) (67) 0 (936)
Consumer..........oecueueene (226) (288) (108) (105) (131)
Commercial business.. (270) (311) (180) (69) (55)
RECOVETICS ..ttt ettt st et ae ettt bebesaenbens 544 586 1,260 1,734 5,143
Net recoveries (Charge-offs)..........cccoeoerrieiicinnieiieecceeeeeeane 24 (69) 839 1,541 3,929
Balance at end Of Year ......c.cccoiviriiieiiiririeieerec e $ 8,686 9,311 9,903 9,709 8,332
Year end allowance for loan losses as a percent of year end gross loan balance.. 1.46% 1.57% 1.77% 2.05% 2.23%
Ratio of net loan recoveries (charge-offs) to average loans outstanding............ 0.00 (0.01) 0.16 0.36 1.02
Allowance as a percent of total assets at year end 1.22 1.29 1.45 1.51 1.44
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The following table reflects the allocation of the allowance for loan losses:

December 31,

2018 2017 2016 2015 2014
Percent Percent Percent Percent Percent
Allocated  of Loans  Allocated of Loans Allocated ofLoans Allocated ofLoans Allocated of Loans
Allowance in Each  Allowance inEach Allowance inEach Allowance inEach Allowance in Each
asa % of Category asa%of Category asa%of Category asa%of Category asa%of Category
Loan to Total Loan to Total Loan to Total Loan to Total Loan to Total
Category Loans Category Loans Category Loans Category Loans Category Loans
Single family.................. 0.75% 18.61% 0.84% 17.99% 1.15% 18.41% 1.09% 19.24% 1.57% 18.70%
Commercial real estate .. 145 56.51 1.52 56.17 1.66 53.33 2.46 52.31 2.62 51.30
Consumer...........cceeeeuenenn 2.24 12.19 2.21 12.40 2.20 13.07 1.86 13.62 1.84 14.71
Commercial business..... 1.80 12.69 2.14 13.44 2.53 15.19 2.05 14.83 2.11 15.29
Total ....covvererererennne 1.46 100.00% 1.57 100.00% 1.77 100.00% 2.05 100.00% 2.23 100.00%

The allocated allowance percentages for single family,
commercial business and commercial real estate loans
decreased in 2018 primarily because of an improvement in
the credit quality of the loans held in these portfolios. The
allocation of the allowance for loan losses for consumer
loans increased due to changes in the types of loans held
between the periods.

Allowance for Real Estate Losses

Real estate properties acquired or expected to be acquired
through loan foreclosures are initially recorded at fair value
less estimated selling costs. Management periodically
performs valuations and an allowance for losses is
established if the carrying value of a property exceeds its
fair value less estimated selling costs. There was no
allowance for real estate losses at December 31, 2018 or
December 31, 2017.

Non-performing Assets

Loans are reviewed at least quarterly and if the collectability
of any loan is doubtful, it is placed on non-accrual status.
Loans are placed on non-accrual status when either
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principal or interest is 90 days or more past due, unless, in
the judgment of management, the loan is well collateralized
and in the process of collection. Interest accrued and unpaid
at the time a loan is placed on non-accrual status is charged
against interest income. Subsequent payments are either
applied to the outstanding principal balance or recorded as
interest income, depending on the assessment of the
ultimate collectability of the loan. Restructured loans
include the Bank's troubled debt restructurings (TDRs) that
involved forgiving a portion of interest or principal or
making a loan at a rate materially less than the market rate
to borrowers whose financial condition has deteriorated.
Foreclosed and repossessed assets include assets acquired in
settlement of loans. Total non-performing assets were $3.1
million at December 31, 2018, a decrease of $0.7 million,
or 18.0%, from $3.8 million at December 31, 2017. Non-
performing loans decreased $0.5 million and foreclosed and
repossessed assets decreased $0.2 million between the
periods. The following table sets forth the amounts and
categories of non-performing assets (non-accrual loans and
foreclosed and repossessed assets) in the Company’s
portfolio:
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December 31,

(Dollars in thousands) 2018 2017 2016 2015 2014
Non-performing loans:
Single family ........ccoeeeiiininncccecccee $ 730 949 916 1,655 1,564
Commercial real estate... 1,311 1,364 1,384 1,694 8,750
CONSUMET ...c.coveuvvenennnen 489 553 630 786 486
Commercial business . 148 278 343 46 120
TOtAL et 2,678 3,144 3,273 4,181 10,920
Foreclosed and repossessed assets:
Single family .......ccooveerieinieiieieeee e 0 0 0 48 50
Commercial real estate... 414 627 611 1,997 3,053
CONSUIMET ...ttt 0 0 16 0 0
TOtAL. i 414 627 627 2,045 3,103
Total non-performing assets.............. 3,092 3,771 3,900 6,226 14,023
Total as a percentage of total assets .. 0.43% 0.52 % 0.57 % 0.97 % 243 %
Total non-performing loans...........c.cccocevvveveuerrennnnenene 2,678 § 3,144 $ 3273  § 4,181 $ 10,920
Total as a percentage of total loans receivable, net...... 0.46% 0.54 % 0.59 % 0.90 % 2.99 %
Allowance for loan losses to non-performing loans .... 324.27% 296.11 % 302.56 % 232.22 % 76.30 %

Gross interest income which would have been recorded had
the non-accruing loans been current in accordance with their
original terms amounted to $0.3 million for the years ended
December 31, 2018 and 2017, and $0.6 million for the year
ended December 31, 2016. The amounts that were included
in interest income on a cash basis for these loans were $0.1
million, $0.1 million and $0.4 million, respectively.

At December 31, 2018, 2017 and 2016, there were loans
included in loans receivable, net, with terms that had been
modified in a TDR totaling $2.5 million, $3.0 million and
$3.3 million, respectively. Had the loans performed in
accordance with their original terms throughout 2018, 2017
and 2016, the Company would have recorded gross interest
income of $0.3 million, $0.4 million and $0.6 million,
respectively. During 2018, 2017 and 2016 the Company
recorded gross interest income of $0.2 million, $0.2 million
and $0.4 million, respectively.

For the loans that were modified in 2018, $0.4 million were
classified and performing and $1.2 million were non-
performing at December 31, 2018. The decrease in TDRs in
2018 relates primarily to several retail consumer TDRs that
were paid or charged off during the year, as well as one
commercial business loan that was charged off. Of the loans
that were modified in 2018 and outstanding at December 31,
2018, $1.1 million related to loans secured by commercial
real estate, $0.4 million related to first or second mortgages
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on single family properties and the remaining modifications
related to other consumer or commercial business loans.

For the loans that were modified in 2017, $0.6 million were
classified and performing and $0.4 million were non-
performing at December 31, 2017. The decrease in TDRs in
2017 related primarily to one commercial relationship
totaling $0.5 million that had performed according to the
restructured terms and met the criteria to be upgraded to
non-TDR status during the year. Of the loans that were
modified in 2017 and outstanding at December 31, 2017,
$0.8 million related to loans secured by first or second
mortgages on single family properties and the remaining
modifications related to other consumer or commercial
business loans.

For the loans that were modified in 2016, $0.2 million were
classified and performing and $1.7 million were non-
performing at December 31, 2016. The increase in TDRs in
2016 related primarily to one commercial relationship
totaling $1.3 million that was downgraded from performing
to non-performing status and was restructured during the
year. Of the loans that were modified in 2016 and
outstanding at December 31, 2016, $1.3 million related to
loans secured by commercial real estate, $0.4 million
related to first or second mortgages on single family
properties and the remaining modifications related to other
consumer or commercial business loans.
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The following table sets forth the amount of TDRs in the Company’s portfolio:

December 31,

(Dollars in thousands) 2018 2017 2016 2015 2014
Single family .......ocooeveviieniinie $ 636 685 448 647 368
Commercial real estate. 1,110 1,210 1,774 725 7,956
CONSUMET ....eovereerererreneennnn 522 758 709 732 571
Commercial business ... 208 391 369 415 555

Total TDRS ..o $ 2,476 3,044 3,300 2,519 9,450
TDRS on accrual Status ..........c.cceeeveevevresveereeeeeennens $ 1,018 1,129 1,297 1,618 7,414
TDRSs on non-accrual Status...........cceeveereeeriereerennnns 1,458 1,915 2,003 901 2,036

TOtAL ..o $ 2,476 3,044 3,300 2,519 9,450

In addition to the TDRs and the non-performing loans set
forth in the previous table of all non-performing assets, the
Company may identify other potential problem loans.
Potential problem loans are loans that are not in non-
performing status, however, there are circumstances present
to create doubt as to the ability of the borrower to comply
with present repayment terms. The decision of management
to include performing loans in potential problem loans does
not necessarily mean that the Company expects losses to
occur but that management recognized a higher degree of
risk associated with these loans. The level of potential
problem loans is another predominant factor in determining
the relative level of the allowance for loan losses. There
were no potential problem loans identified by the Company
as of December 31, 2018 or December 31, 2016. There was
one potential problem loan relationship totaling $7.5 million
identified by the Company as of December 31, 2017. These
loans are secured primarily by multi-family properties and
other business assets.

Liquidity and Capital Resources

The Company attempts to manage its liquidity position so
that the funding needs of borrowers and depositors are met
timely and in a cost effective manner. Asset liquidity is the
ability to convert assets to cash through the maturity or sale
of the asset. Liability liquidity is the ability of the Bank to
obtain retail, internet, or brokered deposits or to borrow
funds from third parties such as the FHLB or the Federal
Reserve Bank of Minneapolis.

The primary investing activities are the origination of loans
and the purchase of securities. Principal and interest
payments on loans and securities, along with the proceeds
from the sale of loans held for sale, are the primary sources
of cash for the Bank. Additional cash can be obtained by
selling securities from the available for sale portfolio or by
selling loans or mortgage servicing rights. Unpledged
securities could also be pledged and used as collateral for
additional borrowings with the FHLB or Federal Reserve
Bank of Minneapolis.
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The primary financing activity is the attraction of retail,
commercial, and internet deposits. The Bank also has the
ability to borrow additional funds from the FHLB or Federal
Reserve Bank of Minneapolis by pledging additional
securities or loans, subject to applicable borrowing base and
collateral requirements. See “Note 12 Federal Home Loan
Bank (FHLB) Advances and Other Borrowings” in the
Notes to Consolidated Financial Statements for more
information on additional advances that could be drawn
based upon existing collateral levels with the FHLB and the
Federal Reserve Bank of Minneapolis.

The Bank's most liquid assets are cash and cash equivalents,
which consist of short-term highly liquid investments with
original maturities of less than three months that are readily
convertible to known amounts of cash and interest-bearing
deposits. The level of these assets is dependent on the
operating, financing and investing activities during any
given period.

Cash and cash equivalents at December 31, 2018 were $20.7
million, a decrease of $16.9 million, compared to $37.6
million at December 31, 2017. Net cash provided by
operating activities during 2018 was $17.8 million. The
Company conducted the following major investing
activities during 2018: purchases of securities available for
sale and FHLB stock were $5.2 million; principal payments
and maturity proceeds received on securities available for
sale and FHLB stock were $2.5 million; and the proceeds
from the sale of premises and other real estate were $0.4
million. Net loans receivable increased $11.5 million and
the Company also purchased premises and equipment of
$2.5 million. Net cash used by investing activities during
2018 was $16.3 million. The Company conducted the
following major financing activities during 2018: deposits
decreased $12.2 million, repaid borrowings of $6.8 million,
received proceeds from borrowings of $6.8 million,
repurchased outstanding warrants of $6.5 million, customer
escrows increased $0.3 million, and recognized excess tax
benefits from options exercised of $0.1 million. Net cash
used by financing activities was $18.3 million for 2018.
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The Bank has certificates of deposits from customers with from the sale of securities could also be used to fund
outstanding balances of $75.7 million that mature during unanticipated outflows of deposits.

2019. Based upon past experience, management anticipates

that the majority of the deposits will renew for another term. Dividends from the Bank have been the Company’s primary
The Company believes that deposits that do not renew will source of cash. The Bank is restricted under applicable
be replaced with deposits from other customers or FHLB federal banking law from paying dividends to the Company
advances. Proceeds from the sale of securities could also be without prior notice to and non-objection of the applicable
used to fund unanticipated outflows of deposits. regulator. During 2018, the Bank paid dividends to the

Company of $6.0 million and at December 31, 2018, the
The Bank has deposits of $46.8 million in checking and Company had $1.5 million in cash and other assets that

money market accounts of three customers that have could readily be turned into cash.

individual relationship balances greater than $5.0 million.

These funds may be withdrawn at any time, however, The Company’s primary use of cash is the payment of
management anticipates that the majority of these deposits holding company level expenses including the payment of
will remain on deposit with the Bank over the next twelve director and management fees, legal expenses and other
months. If these deposits are withdrawn, it is anticipated that regulatory costs. The Company plans to continue to fund its
they would be funded with available cash or replaced with liquidity needs through dividends from the Bank, or if
deposits from other customers or FHLB advances. Proceeds deemed prudent, by obtaining external capital.

Contractual Obligations and Commercial Commitments
The Company has certain obligations and commitments to make future payments under existing contracts. At December 31,
2018, the aggregate contractual obligations (excluding bank deposits) and commercial commitments were as follows:

Payments Due by Period
Less than More than
(Dollars in thousands) Total 1 Year 1-3 Years 4-5 Years 5 Years
Contractual Obligations:
Annual rental commitments under non-cancellable
OPErating l€aSES .....voveveuruiiieieieieiieeete et $ 4,937 888 1,711 1,653 685
Total contractual obligations............ceeueerirenuevecrennnenenene $ 4,937 888 1,711 1,653 685

Amount of Commitments Expiring by Period

Other Commercial Commitments:

Commercial lines of credit...........ccocveviiieeeeiieicieieiee, $ 58,222 30,163 16,832 11,227 0
Commitments to lend...........c.ooeeviiiiiiiiiiccicceeeeeeeeee, 18,877 9,181 183 7,538 1,975
Standby letters of credit ........ooeeeveeverireireeeeeeereee 2,608 1,819 225 564 0

Total other commercial commitments ................c.ccveue... $ 79,707 41,163 17,240 19,329 1,975

Regulatory Capital Requirements
The Company and the Bank are subject to the Basel III requirements which are fully phased in as of January 1,

regulatory capital requirements. The Basel I1I requirements, 2019. Failure to meet minimum capital requirements can
among other things, (i) apply a set of capital requirements initiate certain mandatory and possibly additional
to the Bank (the Company is exempt, pursuant to the Small discretionary actions by regulators that, if undertaken, could
Bank Holding Company Policy Statement (Policy have a direct material effect on the Company's financial
Statement) described below), including requirements statements. Under capital adequacy guidelines and the
relating to common equity as a component of core capital, regulatory framework for prompt corrective action, the
(i1) implement a “capital conservation buffer” against risk Bank must meet specific capital guidelines that involve
and a higher minimum Tier 1 capital requirement, and (iii) quantitative measures of its assets, liabilities and certain off-
set forth rules for calculating risk-weighted assets for balance sheet items as calculated under regulatory
purposes of such requirements. The rules made accounting practices. The capital amounts and classification
corresponding revisions to the prompt corrective action are also subject to qualitative judgments by the regulators
framework and include capital ratios and buffer about components, risk weightings and other factors.
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The Board of Governors of the Federal Reserve System
(FRB) amended its Policy Statement, to exempt small bank
holding companies with assets less than $3 billion from the
above capital requirements. The Policy Statement was also
expanded to include savings and loan holding companies
that meet the Policy Statement’s qualitative requirements
for exemption. The Company currently meets the
qualitative exemption requirements, and therefore, is
exempt from the above capital requirements.

Quantitative measures established by regulations to ensure
capital adequacy require the Bank to maintain minimum
amounts and ratios of common equity Tier 1 capital to risk
weighted assets, Tier 1 capital to adjusted total assets, Tier
1 capital to risk weighted assets and total capital to risk
weighted assets. The Bank must also maintain a capital
conservation buffer composed of common equity Tier 1
capital above its minimum risk-based capital requirements
in order to avoid limitations on capital distributions,
including dividend payments and certain discretionary
bonus payments to executive officers. For 2018, the capital
conservation buffer was 1.875%, and in 2019, and for all
periods thereafter, the buffer amount increases to 2.50%.
Management believes that, as of December 31, 2018, the
Bank’s capital ratios were in excess of those quantitative
capital ratio standards set forth under the current prompt
corrective action regulations, including the capital
conservation buffer described above. However, there can be
no assurance that the Bank will continue to maintain such
status in the future. The Office of the Comptroller of the
Currency has extensive discretion in its supervisory and
enforcement activities, and can adjust the requirement to be
“well-capitalized” in the future. See “Note 17 Regulatory
Capital” of the Notes to Consolidated Financial Statements
for a table which reflects the Bank’s capital compared to
these capital requirements.

The Company also serves as a source of capital, liquidity
and financial support to the Bank. Depending upon the
operating performance of the Bank and the Company’s
other liquidity and capital needs, the Company may find it
prudent, subject to prevailing capital market conditions and
other factors, to raise additional capital through issuance of
its common stock or other equity securities. Additional
capital would potentially permit the Company to implement
a strategy of growing Bank assets. Depending on the
circumstances, if it were to raise capital, the Company may
deploy it to the Bank for general banking purposes, or may
retain some or all of it for use by the Company.

If the Company raises capital through the issuance of
additional shares of common stock or other equity
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securities, it would dilute the ownership interests of existing
stockholders and, if issued at less than the Company’s book
value would dilute the per share book value of the
Company’s common stock, dilute the Company’s earnings
per share and could result in a change of control of the
Company and the Bank. New investors may also have
rights, preferences and privileges senior to the Company’s
current stockholders which may adversely impact the
Company’s current stockholders. The Company’s ability to
raise additional capital through the issuance of equity
securities, if deemed prudent, will depend on, among other
factors, conditions in the capital markets at that time, which
are outside of the Company’s control, and on the
Company’s financial performance and plans. Accordingly,
the Company may not be able to raise additional capital, if
deemed prudent, on favorable economic terms, or other
terms acceptable to it. If the Bank cannot satisfactorily
address its capital needs as they arise, the Bank’s ability to
maintain or expand its operations, maintain compliance
with the regulatory capital requirements, to operate without
additional regulatory or other restrictions, and its operating
results, could be materially adversely affected.

Dividends

The declaration of dividends is subject to, among other
things, the Company's financial condition and results of
operations, the Bank's compliance with regulatory capital
requirements and other regulatory restrictions, tax
considerations, industry standards, economic conditions,
anticipated asset growth, general business practices and
other factors. The Company has not made any dividend
payments to common stockholders during the three year
period ending December 31, 2018 but will continue to
evaluate the best use of the Company’s capital based on the
factors identified above.

Under applicable federal banking laws and regulations, no
dividends can be declared or paid by the Bank to the
Company without notice to and non-objection from the
applicable banking regulator. There is no assurance that the
Bank and the Company would satisfy the applicable
regulatory requirements necessary to effect any such
dividends. The payment of dividends by the Company is
dependent upon the Company having adequate cash or other
assets that can be converted to cash to pay dividends to its
stockholders. Further, any determination as to whether,
when and in what amount to declare and pay any such
dividends would be subject to the discretion of the board of
directors of both the Bank and the Company and would
depend on numerous factors including the results of
operations, financial conditions, asset growth plans and cash
flow requirements of the Company and the Bank.
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Impact of Inflation and Changing Prices

The impact of inflation is reflected in the increased cost of
operations. Unlike most industrial companies, nearly all of
the assets and liabilities of the Company are monetary in
nature. As a result, interest rates have a greater impact on
the Company's performance than do the effects of general
levels of inflation. Interest rates do not necessarily move in
the same direction or to the same extent as the prices of
goods and services.

New Accounting Pronouncements

In February 2016, the Financial Accounting Standards
Board (FASB) issued Accounting Standards Update (ASU)
2016-02, Leases (Topic 842). The amendments in the ASU
create Topic 842, Leases, and supersede the lease
requirements in Topic 840, Leases. The objective of this
ASU is to establish the principles that lessees and lessors
shall apply to report useful information to users of financial
statements about the amount, timing, and uncertainty of
cash flows arising from a lease. The main difference
between previous GAAP and this ASU is the recognition of
lease assets and lease liabilities by lessees for those leases
classified as operating leases under previous GAAP. The
amendment requires a lessee to recognize in the statement
of financial position a liability to make lease payments (the
lease liability) and the right-of-use asset representing its
right to use the underlying asset for the lease term. The
accounting applied by a lessor is largely unchanged from
that applied under previous GAAP. In transition, lessees and
lessors are required to recognize and measure leases at the
beginning of the earliest period presented using a modified
retrospective  approach. The modified retrospective
approach includes a number of optional practical expedients
that entities may elect to apply that will, in effect, continue
to account for leases that commence before the effective
date in accordance with previous GAAP unless the lease is
modified. As entities started to implement the new leases
standard, many preparers were encountering some
unanticipated costs and complexities associated with the
modified retrospective transition method, particularly the
comparative period reporting requirements. In response to
these issues, the FASB in July 2018 issued ASU 2018-11.
The amendments in this ASU provide lessors with an
additional (and optional) transition method to adopt the new
leases standard. Under this new transition method, an entity
initially applies the new leases standard at the adoption date
and recognizes a cumulative-effect adjustment to the
opening balance of retained earnings in the period of
adoption. The amendments in these ASU’s, for public
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business entities, are effective for fiscal years beginning
after December 15, 2018, including interim periods within
those fiscal years. The adoption of these ASU’s in the first
quarter of 2019 resulted in a $4.5 million right-of-use asset
and an offsetting lease payment obligation liability being
recorded on January 1, 2019.

In June 2016, the FASB issued ASU 2016-13, Financial
Instruments-Credit Losses (Topic 326): Measurement of
Credit Losses on Financial Instruments. The amendments
in this ASU affect all entities that measure credit losses on
financial instruments including loans, debt securities, trade
receivables, net investments in leases, off-balance sheet
credit exposures, reinsurance receivables, and any other
financial asset that has a contractual right to receive cash
that is not specifically excluded. The main objective of this
ASU is to provide financial statement users with more
decision-useful information about the expected credit losses
on financial instruments and other commitments to extend
credit held by a reporting entity at each reporting date. To
achieve this objective, the amendments in this ASU replace
the incurred loss impairment methodology required in
current GAAP with a methodology that reflects expected
credit losses that requires consideration of a broader range
of reasonable and supportable information to estimate credit
losses. The amendments in this ASU will affect entities to
varying degrees depending on the credit quality of the assets
held by the entity, the duration of the assets held, and how
the entity applies the current incurred loss methodology.
The amendments in this ASU, for public business entities
that are filers with the SEC, are effective for fiscal years
beginning after December 15, 2019, including interim
periods within those annual periods. All entities may adopt
the amendments in the ASU early as of the fiscal years
beginning after December 15, 2018, including interim
periods within those fiscal years. Amendments should be
applied using a modified retrospective transition method by
means of a cumulative-effect adjustment to equity as of the
beginning of the period in which the guidance is adopted.
Management has accumulated the charge off information
necessary to calculate the appropriate life of loan loss
percentages for the various loan categories, has identified
several key metrics to help identify and project anticipated
changes in the credit quality of our loan portfolio upon
enactment, and is in the process of evaluating the
determination of potential qualitative reserve amounts and
the impact that the adoption of this ASU in the first quarter
of 2020 will have on the Company’s consolidated financial
statements.
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In March 2017, the FASB issued ASU 2017-08,
Receivables — Nonrefundable Fees and Other Costs
(Subtopic 310-20): Premium Amortization on Purchased
Callable Debt Securities. The amendments in this ASU
shorten the amortization period for certain callable debt
securities held at a premium. Specifically, the amendments
require the premium to be amortized to the earliest call date.
The amendments do not require an accounting change for
securities held at a discount, as discounts continue to be
amortized to maturity. This ASU is intended to more closely
align the amortization period of premiums and discounts to
expectations incorporated in market pricing on the
underlying securities. In most cases, market participants
price securities to the call date that produces the worst yield
when the coupon is above current market rates and price
securities to maturity when the coupon is below market
rates. As a result, the amendments more closely align
interest income recorded on bonds held at a premium or a
discount with the economics of the underlying instrument.
This ASU is intended to reduce diversity in practice and is
effective for public business entities for fiscal years, and
interim periods within those fiscal years, beginning after
December 15, 2018 with early adoption permitted. Upon
adoption, the amendments should be applied using a
modified retrospective basis through a cumulative-effect
adjustment directly to retained earnings as of the beginning
of the period of adoption. Additionally, in the period of
adoption, an entity should provide disclosures about a
change in accounting principles. The adoption of this ASU
in the first quarter of 2019 had no impact on the Company’s
consolidated financial statements as the Company was
already accounting for the premiums and discounts on debt
securities in accordance with the requirements of the ASU.

In August 2018, the FASB issued ASU 2018-13, Fair Value
Measurement (Topic 820), Disclosure Framework -
Changes to the Disclosure Requirements for Fair Value
Measurement. The Amendments in this ASU apply to all
entities that are required, under existing GAAP, to make
disclosures about recurring or nonrecurring fair value
measurements and modify the disclosure requirements on
fair value measurements in Topic 820, Fair Value
Measurement, including the consideration of costs and
benefits. The ASU removed, modified, and added various
disclosure requirements in Topic 820. The amendments also
eliminate at a minimum from the phrase an entity shall
disclose at a minimum to promote the appropriate exercise
of discretion by entities when considering fair value

measurement disclosures and to clarify that materiality is an
appropriate consideration of entities and their auditor when
evaluating disclosure requirements. The amendments in the
ASU are effective for all entities for fiscal years, and interim
periods within those fiscal years, beginning after December
15, 2019. An entity is permitted to early adopt the
implementation of any removed or modified disclosures
upon issuance of the ASU and delay adoption of the
additional disclosures until their effective date. The
Company has not opted to early adopt any portion of this
ASU and the adoption in the first quarter of 2020 is not
anticipated to have a material impact on the Company’s
consolidated financial statements.

Market Risk

Market risk is the risk of loss from adverse changes in
market prices and rates. The Company's market risk arises
primarily from interest rate risk inherent in its investing,
lending and deposit taking activities. Management actively
monitors and manages its interest rate risk exposure.

The Company's profitability is affected by fluctuations in
interest rates. A sudden and substantial change in interest
rates may adversely impact the Company's earnings to the
extent that the interest rates borne by assets and liabilities
do not change at the same speed, to the same extent, or on
the same basis. The Company monitors the projected
changes in net interest income that occur if interest rates
were to suddenly change up or down. The Rate Shock Table
located in the following Asset/Liability Management
section of this Management’s Discussion and Analysis
discloses the Company's projected changes in net interest
income based upon immediate interest rate changes called
rate shocks.

The Company utilizes a model that uses the discounted cash
flows from its interest-earning assets and its interest-bearing
liabilities to calculate the current market value of those
assets and liabilities. The model also calculates the changes
in market value of the interest-earning assets and interest-
bearing liabilities under different interest rate changes.

The following table discloses the projected changes in
market value to the Company’s interest-earning assets and
interest-bearing liabilities based upon incremental 100 basis
point changes in interest rates from interest rates in effect
on December 31, 2018.

(Dollars in thousands) Market Value

Basis point change in interest rates -200 -100 0 +100 +200

Total market-risk Sensitive assets.........c.oceevrveereeeeveeeereeriennens $ 718,657 706,293 693,894 680,891 667,940
Total market-risk sensitive liabilities......... 636,787 596,613 560,502 528,934 501,772
Off-balance sheet financial instruments.... (342) (177) 0 9 27
Net market 118K c...eveeeeeerieeeeecninreeccrnes v $ 82,212 109,857 133,392 151,948 166,141
Percentage change from current market value...........c.ccocenee. (38.37)% (17.64)% 0.00% 13.91% 24.55%
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The preceding table was prepared utilizing the following
assumptions  (the Model Assumptions) regarding
prepayment and decay ratios that were determined by
management based upon its review of historical prepayment
speeds and decay rates. Fixed rate loans were assumed to
prepay at annual rates of between 3% and 39%, depending
on the note rate and the period to maturity. Adjustable rate
mortgages (ARMs) were assumed to prepay at annual rates
of between 5% and 54%, depending on the note rate and the
period to maturity. Mortgage-backed securities were
projected to have prepayments based upon the underlying
collateral securing the instrument. All loan prepayments
vary based on the note rate and period to maturity of the
individual loans. Certificate accounts were assumed not to
be withdrawn until maturity. Retail money market demand
accounts (MMDAS) and passbook accounts were assumed
to decay at annual rates of 1% and 3%, respectively. Retail
non-interest checking and negotiable order of withdrawal
(NOW) accounts were assumed to decay at annual rates of
9% and 0%, respectively. Commercial non-interest
checking and NOW accounts were assumed to decay at
annual rates of 27% and 28%, respectively. Commercial
MMDASs were assumed to decay at annual rates of between
12% and 32%.

Certain shortcomings are inherent in the method of analysis
presented in the foregoing table. The interest rates on certain
types of assets and liabilities may fluctuate in advance of
changes in market interest rates, while interest rates on other
types of assets and liabilities may lag behind changes in
market interest rates. The model assumes that the difference
between the current interest rate being earned or paid
compared to a treasury instrument or other interest index
with a similar term to maturity (the interest spread) will
remain constant over the interest changes disclosed in the
table. Changes in interest spread could impact projected
market value changes. Certain assets, such as ARMs, have
features that restrict changes in interest rates on a short-term
basis and over the life of the assets. The market value of the
interest-bearing assets that are approaching their lifetime
interest rate caps or floors could be different from the values
calculated in the table. Certain liabilities, such as certificates
of deposit, have fixed rates that restrict interest rate changes
until maturity. In the event of a change in interest rates,
prepayment and early withdrawal levels may deviate
significantly from those assumed in calculating the
foregoing table. The ability of many borrowers to service
their debt may also decrease in the event of a substantial
sustained increase in interest rates.

Asset/Liability Management

The Company's management reviews the impact that
changing interest rates will have on the net interest income
projected for the twelve months following December 31,
2018 to determine if its current level of interest rate risk is

23

acceptable. The following table projects the estimated
impact on net interest income during the twelve month
period ending December 31, 2019 of immediate interest rate
changes called rate shocks:

(Dollars in thousands)

Rate Shock Net Interest Percent
in Basis Points Change Change
+200 $ 2,238 7.72%
+100 1,121 3.87
0 0 0.00
-100 (1,275) (4.40)
-200 (2,851) (9.83)

The preceding table was prepared utilizing the Model
Assumptions. Certain shortcomings are inherent in the
method of analysis presented in the foregoing table. In the
event of a change in interest rates, prepayment and early
withdrawal levels would likely deviate significantly from
those assumed in calculating the foregoing table. The ability
of many borrowers to service their debt may decrease in the
event of a substantial increase in interest rates and could
impact net interest income. The increase in interest income
in a rising rate environment is because there are more loans
that are anticipated to re-price to higher interest rates in the
next twelve months than there are deposits that would re-
price.

In an attempt to manage its exposure to changes in interest
rates, management closely monitors interest rate risk. The
Company has an Asset/Liability Committee that meets
frequently to discuss changes in the interest rate risk
position and projected profitability. The Committee makes
adjustments to the asset/liability position of the Bank that
are reviewed by the Board of Directors of the Bank. This
Committee also reviews the Bank's portfolio, formulates
investment strategies and oversees the timing and
implementation of transactions as intended to assure
attainment of the Bank's objectives in an effective manner.
In addition, each quarter the Board reviews the Bank's
asset/liability position, including simulations of the effect
on the Bank's capital of various interest rate scenarios.

In managing its asset/liability composition, the Bank may,
at times, depending on the relationship between long-term
and short-term interest rates, market conditions and
consumer preference, place more emphasis on managing net
interest margin than on better matching the interest rate
sensitivity of its assets and liabilities in an effort to enhance
net interest income. Management believes that the increased
net interest income resulting from a mismatch in the
maturity of its asset and liability portfolios can, in certain
situations, provide high enough returns to justify the
increased exposure to sudden and unexpected changes in
interest rates.



MANAGEMENT DISCUSSION AND ANALYSIS

To the extent consistent with its interest rate spread
objectives, the Bank attempts to manage its interest rate risk
and has taken a number of steps to restructure its balance
sheet in order to better match the maturities of its assets and
liabilities. In the past, more long-term fixed rate loans were
placed into the single family loan portfolio. In recent years,
the Bank has continued to focus its 30 year fixed rate single
family residential lending program on loans that are saleable
to third parties and generally places only adjustable rate or
shorter-term fixed rate loans that meet certain risk
characteristics into its loan portfolio. A significant portion
of the Bank’s commercial loan production continues to be
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in adjustable rate loans that reprice every one, two, or three
years.

Off-Balance Sheet Arrangements

The Company has no off-balance sheet arrangements other
than commitments to originate and sell loans in the ordinary
course of business. See “Note 18 Financial Instruments
with Off-Balance Sheet Risk” in the Notes to Consolidated
Financial Statements for additional information.
Management believes that the Company has sufficient
liquidity to satisfy its off-balance sheet obligations.



CONSOLIDATED BALANCE SHEETS

December 31,  December 31,

(Dollars in thousands) 2018 2017
ASSETS
Cash and cash eqUIVALENLS ..........ccuieiirierieiieie et eeees $ 20,709 37,564
Securities available for sale:

Mortgage-backed and related securities (amortized cost $8,159 and $5,148).............. 8,023 5,068

Other marketable securities (amortized cost $73,343 and $73,653) .....ccccecvevverieriennne 71,957 72,404

79,980 77,472

L0ans held fOr SALE .......cccuiiiiiiieie ettt re e s e e be e e e aae e 3,444 1,837
L0anS IeCEIVADIE, NET........oiiviiiiiieiieeeee ettt et e et e e e teeeaeeeaeeeaeeeveeeeeeens 586,688 585,931
Accrued INterest reCEIVADIE .......ocuiiivieciieiicie e e 2,356 2,344
REAL €STALE, NET......eeeeiiiiiiiiieieeeee et e e e e e e e e e e e e s eeenarareeeeeesennnanees 414 627
Federal Home Loan Bank StOCK, @t COSt........iiiriiiiiiiiiiiieie e 867 817
Mortgage Servicing riZhts, NET......c.cccveiieriierieiieiie ettt ettt reebeeaesaesreesaeesaeenseens 1,855 1,724
Premises and eqUIPMENt, NEt........ccuvervieriieieeieeiieieete e see e esreeteeaeereesreesseesseessesssesseas 9,635 8,226
GOOAWILL.....eeeeeeeie ettt sttt et setesa e e teesbeesseesaessaessaenseensennnennns 802 802
Core deposit INtaANGIDIE, NET......c.cccverieiieriieie ettt ettt aesse e aeseneees 255 355
Prepaid expenses and Other @SSELS ........cevvierieriieriiiienieieeie et eee st se e ae e e sae e eee 2,668 1,314
Deferred tax @SSET, NMET ....c..iiiiieeiiiiiieeciie ettt sveeeteesveesbeesebeesaaeesebeesaseessseessneanes 2,642 3,672

TOAL ASSELS ..vvieuviiiiiieeiiiecite ettt ettt et e et e et e et e e b e e teeetaeebeeestbeebeeebaeesseeebeeenaeenns S 712,315 722,685

LIABILITIES AND STOCKHOLDERS’ EQUITY

DIEPOSIES ...eenvienieeeie et eite ettt et et e et et et et e et estae s et e st e bt et e enteen e e st e seenteenteenaeereeneennennneenes $ 623,352 635,601
Accrued INterest PAYADIC .......ccvevvieriieiieieeieee ettt ens 346 146
CUSLOIMET ©SCIOWS ....vvieieveeeereesreesireeseseessseessseessseessseassesassssesesassssasesasseessessssesssesssseessnes 1,448 1,147
Accrued expenses and other labilities ..........coocerierieiiriieeeeee e 4,022 4,973

TOtAl LHADILIEIES ...veevieeeieiie ettt ettt ettt et eteeete e teeae e e 629,168 641,867

Commitments and contingencies
Stockholders’ equity:

Serial-preferred stock ($.01 par value): authorized 500,000 shares; issued O.............. 0 0

Common stock ($.01 par value): authorized 16,000,000 shares; issued 9,128,662 ..... 91 91
Additional paid-in CapItal.........cccccveriiiiieriieieiie et 40,090 50,623
Retained earnings, subject to certain reStriCtions ............cuevverreerveevereeseenueeeeseeseeenseenns 99,754 91,448
Accumulated other comprehensive 10SS .......cccoveriiiiieiiciesieeee e (1,096) 957)
Unearned employee stock ownership plan shares ............occveeveeienienienencienieneeeeeee (1,836) (2,030)
Treasury stock, at cost 4,292,838 and 4,631,124 shares.........c.cccceeveveereeciencrenceeneenene (53,856) (58,357)

Total StOCKhOIAEIS™ @QUILY ...ecvvervieriieiieie ettt se e 83,147 80,818
Total liabilities and stockholders” €qUILY.........ceveverierieriieie e $ 712,315 722,685

See accompanying notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME

Years ended December 31
(Dollars in thousands, except per share amounts) 2018 2017 2016
Interest income:
L0ans 1eCeivable .........ooieeveiiiieec e 28,535 26,368 25,900
Securities available for sale:
Mortgage-backed and related.........c.cocevverierieninciecieeeeee 197 57 58
Other marketable.........ccvieeiiiiiieiieeee e 1,138 1,103 1,289
OHET ...ttt et 511 152 102
Total INterest INCOME.......cccvereriieiieerieeciie e e eree e e eveeevee e 30,381 27,680 27,349
Interest expense:
DIEPOSIES .ttt e 2,231 1,470 1,002
Federal Home Loan Bank advances and other borrowings............. 2 327 591
Total INtErest EXPENSE......eerververeeeeeeieierieeieseeeeeeeeeeie e see e eeeeneens 2,233 1,797 1,593
Net INterest INCOME ......ccuveieeiiiieeeiiee e et e 28,148 25,883 25,756
Provision for 10an 10SSES.........coverierierierienieniee e (649) (523) (645)
Net interest income after provision for loan losses.................. 28,797 26,406 26,401
Non-interest income:
Fees and service Charges.........cceoveuerierererineneeieee e 3,330 3,354 3,427
L0oan Servicing fEeS .......ccuevierieriieiieieeierieeteere e ere e 1,255 1,202 1,108
Gain on Sales Of 10ANS ........coovviiiiiiiiieie e 2,095 2,138 2,618
OthET ..ottt e sbeebeenneas 1,034 960 1,048
Total NON-INtEreSt INCOME........cuvveeeeeerieeieeeeeeeeee e eeeee e 7,714 7,654 8,201
Non-interest expense:
Compensation and benefits..........occvevveceeevenieniereeceeie e 14,728 15,007 14,764
Occupancy and eqUIPMENL...........ccvereerieerrerreereerieereeeeeeeesseenseeeens 4,304 4,068 4,041
Data ProCESSING.....eccveevieiieieeieeie et et ereeetesteeeeebeeeaessaesseenseenees 1,270 1,106 1,161
Professional SEIVICES........cciiiciiierieeeiieeieeeiee e eree e e eveeeveeeeree e 1,137 1,285 1,257
OHET ...ttt et ettt 3,948 3,788 2,907
Total NON-INtEIreSt EXPENSE ...vevvervierieierieeiiereeeree e eee e ens 25,387 25,254 24,130
Income before income tax eXpense..........cceveereeereereereeneeenennns 11,124 8,806 10,472
INCOME tAX EXPENSE ...vvvenviieniiieiee ettt 2,888 4,402 4,122
NEt INCOME ... 8,236 4,404 6,350
Other comprehensive 1oss, net 0f tax .......coocevveiiiiiiiinieeeeeeee (69) (137) (606)
Comprehensive income available to common shareholders............... 8,167 4267 5,744
Basic earnings per common Share ............coecevevereeneenieeieeieneeneenens 1.89 1.04 1.52
Diluted earnings per common Share ............ccceeveveevierieecieeeeneenieennns 1.71 0.90 1.34

See accompanying notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY

Unearned
Accumulated Employee Total
Additional Other Stock Stock-
Preferred Common Paid-in Retained  Comprehensive Ownership  Treasury  holders’
(Dollars in thousands) Stock Stock Capital Earnings (Loss) Plan Stock Equity
Balance, December 31, 2015........coevcuennee $ 0 91 50,388 80,536 (214) (2,417)  (58,739) 69,645
NEt INCOME ...evvivieeieieeeieeereeeteeeieeevee e 6,350 6,350
Other comprehensive loss (606) (606)
Stock compensation expense .................... 79 79
Restricted stock awards..........cocceveenenne (158) 158 0
Amortization of restricted stock awards... 177 177
Earned employee stock ownership plan
ShATES ...vveciiicicccc e 80 194 274
Balance, December 31, 2016. . $ 0 91 50,566 86,886 (820) (2,223)  (58,581) 75,919
Net income .......coceveveunenes 4,404 4,404
Other comprehensive income ................... 21 21
Reclassification of certain income tax
effects from accumulated other
comprehensive income.........c.ooevevenne 158 (158)
Stock compensation expense 41 41
Restricted stock awards..... (278) 278
Stock awards withheld for tax
Withholding........ccoveviveieiieeeeeeee (54) (54)
Amortization of restricted stock awards... 147 147
Earned employee stock ownership plan
Shares .....c.ccevevivieiecirineccce e 147 193 340
Balance, December 31, 2017.....cccccovueueenenene $ 0 91 50,623 91,448 (957) (2,030)  (58,357) 80,818
Net income 8,236 8,236
Other comprehensive loss ...................... (69) (69)
Reclassification due to adjustments for
equity securities as required by ASU
2016-01 ... 70 (70) 0
Stock warrants purchased.. (6,453) (6,453)
Exercise of stock warrants . (4,168) 4,168 0
Exercise of stock options ........................ (145) 145 0
Tax benefits of exercised stock options. 64 64
Stock compensation expense................. 17 17
Restricted stock awards.......................... (188) 188 0
Amortization of restricted stock
AWALAS. ..o 134 134
Earned employee stock ownership plan
shares ... 206 194 400
Balance, December 31,2018 ....................... $ 0 91 40,090 99,754 (1,096) (1,836)  (53,856) 83,147

See accompanying notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF CASH FLOWS

Years ended December 31 (Dollars in thousands) 2018 2017 2016
Cash flows from operating activities:
INEL ITICOIMIE ...vevveeeieiieie ettt ettt ettt et et e s et e b e saesbeeseeseesaesaessessessassessessessesseeseeseensessensenen $ 8,236 4,404 6,350
Adjustments to reconcile net income to cash provided by operating activities:
Provision for 10an 1OSSES ..........ccccuviiiiiiiiiiiiiiiiiiccc e (649) (523) (645)
Depreciation 1,078 949 850
Amortization of premiums (diSCOUNES), NEL .....c..eirveriererirriieeeieeieeeeeeee e 16 3) 47
Amortization of deferred 10an fees ... (260) (240) (1,011)
Amortization of core deposit intangible 99 99 92
Amortization of purchased asset fair value adjustments ............ccocecevveereverereeneeennene (70) (85) (529)
Amortization of mortgage servicing rights ...........ccccccoviiiiiiiiiiiiccee 551 555 601
Capitalized mortgage servicing rights (682) (675) (7006)
Deferred iNCOME taX EXPEIISE ....e.veuiveuiererieteiereriesieteseeteseetestesessesesseseesesessensesessesessesesseses 1,084 2,105 3,128
Reclassification of certain income tax effects from accumulated other
COMPTERENSIVE L0SS ...t 0 158 0
SECUIIES 10SSES, MEL....cuviieiieieceeeceeeceeeete ettt ettt ettt ettt e re e teeeteeeaeeeaeeereeereeeneenns 36 0 10
Loss (gain) on sale Of PremiSes .........ccceoeririeieueiiirinirieieietnerieteieeeeese ettt 11 (8) 0
Gains on real estate owned, net.. (80) (72) (596)
Gain 0N SAIES OF LOANS. .....c..euirieiiieeieieieie ettt enn (2,095) (2,138) (2,618)
Proceeds from sales of 1oans held fOr SAle ............oovivviviiiiiiiiciecieceeceee e 88,649 90,127 99,121
Disbursements on loans held for sale........ (76,489) (78,751) (79,783)
Amortization of restricted stock awards ... 134 147 177
Amortization of unearned ESOP shares........... 194 193 194
Earned ESOP shares priced above original cost. 206 147 80
Stock option compensation exXpense ................... 17 41 79
(Increase) decrease in accrued interest receivable .. (12) 282 (265)
Increase (decrease) in accrued interest payable .. 200 91) ©9)
(Increase) decrease in other assets ................... (1,343) 417 (323)
(Decrease) increase in other liabilities .. (1,024) (62) 999
Other, Net .....ccooevveeieiieereeeeeee 2 67 270
Net cash provided by operating activities ..........cccvevrrerieririeerieirieeseeeeie e 17,809 17,043 25,513
Cash flows from investing activities:
Proceeds from sales of securities available for Sale ...........coveecrirnneeccnnneeccnnnene 0 0 20
Principal collected on securities available for sale..........cocoviiicieiiiniiciccccee 1,914 953 1,245
Proceeds collected on maturity of securities available for sale...........ccoceceveirenncnncnenne. 310 20,100 136,145
Purchases of securities available for sale (4,388) (20,035) (104,968)
Purchase of Federal Home Loan Bank StOCK.........c.ceeueinininieiceninininieieccneeeccnesieene (322) (3,999) (1,879)
Redemption of Federal Home Loan Bank Stock ..........cccoeeviineincnnininiicccnccceee 272 3,952 1,800
Proceeds from sales of real estate owned 367 309 2,369
Net increase in 10ans reCeivable ..........c.ccevririeieiiinirieiecer et (11,483) (43,194) (89,570)
Acquisition payment (net of cash acquired) ............cccoeuiiiininiiiininniics 0 0 6,080
Proceeds from sale of premises ................. (1} 8 0
Purchases of premises and equipment (2,497) (1,011) (1,607)
Net cash used by INVesSting aCtIVILIES .......cccouvueueueuiiriririeieiceierceceee e (16,327) (42,917) (50,365)
Cash flows from financing activities:
(Decrease) inCrease in dePOSILS........c.ccveurirurueuiiniiieieiiiiiercicict s (12,249) 42,794 14,468
Warrants purchased............c.eucueueiriririeiciiinireeccer ettt (6,453) 0 0
Stock awards withheld for tax withholding... (1} (54) 0
Excess tax benefit from options eXercised ...........coorcuiiiiiiniriiiiiniiiccciee e 64 0 0
Proceeds from DOTTOWINES ........cviueiriiiriiieiiiei ettt eees 6,801 99,200 45,000
Repayment of borrowings..... (6,801) (106,200) (47,000)
INCIease iN CUSLOMET ESCTOWS ...c..cuerieuirieiinteiinteertetetenteteetes ettt see sttt b e b s s st et saeneenes 301 137 163
Net cash (used) provided by financing activities...........ccccceererrueueueuecinnerecceereeenenenes (18,337) 35,877 12,631
(Decrease) increase in cash and cash equivalents... (16,855) 10,003 (12,221)
Cash and cash equivalents, beginning of year ... 37,564 27,561 39,782
Cash and cash equivalents, €nd Of YEar.........ccecivveirieiieieeeeeeeee e $ 20,709 37,564 27,561
Supplemental cash flow disclosures:
Cash Paid fOr INTETESE ......c.eveueiriirieteieeiretet ettt $ 2,034 1,887 1,599
Cash paid fOr INCOME TAXES ........ccouiuiuiiiiiiiciciie e 4,264 1,879 436
Supplemental noncash flow disclosures:
Loans transferred to 10ans held fOr Sale...........oovivviviiierieiiieieeeeeeeeeeeeeere e 11,642 9,211 15,002
Loans held for sale transferred to loans..... 0 164 0
Transfer of loans to real estate owned, net 74 253 591

See accompanying notes to consolidated financial statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

December 31, 2018, 2017 and 2016

NOTE 1 Description of the Business and Summary of
Significant Accounting Policies

HMN Financial, Inc. (HMN or the Company) is a stock
savings bank holding company that owns 100 percent of
Home Federal Savings Bank (the Bank). The Bank has a
community banking philosophy and operates retail banking
and loan production facilities in Minnesota, lowa, and
Wisconsin. The Bank has two wholly owned subsidiaries,
Osterud Insurance Agency, Inc. (OIA), which does business
as Home Federal Investment Services and offers financial
planning products and services, and HFSB Property
Holdings, LLC (HPH), which is currently inactive, but has
acted in the past as an intermediary for the Bank in holding
and operating certain foreclosed properties.

The consolidated financial statements included herein are
for HMN, the Bank, OIA, and HPH. All significant
intercompany accounts and transactions have been
eliminated in consolidation.

The Company evaluated subsequent events through the
filing date of our annual 10-K with the Securities and
Exchange Commission (SEC) on March 8§, 2019.

Use of Estimates

In preparing the consolidated financial statements,
management is required to make estimates and assumptions
that affect the reported amounts of assets and liabilities as
of the date of the balance sheet and revenues and expenses
for the period. Actual results could differ from those
estimates.

An estimate that is particularly susceptible to change relates
to the determination of the allowance for loan losses.
Management believes that the allowance for loan losses is
appropriate to cover probable losses inherent in the portfolio
at the date of the balance sheet. While management uses
available information to recognize losses on loans, future
additions to the allowance may be necessary based on
changes in economic conditions and other factors. In
addition, various regulatory agencies, as an integral part of
their examination process, periodically review the
allowance for loan losses. Such agencies may require
changes to the allowance based on their judgment about
information available to them at the time of their
examination.

Deferred tax assets and liabilities are recognized for the
future tax consequences attributable to temporary
differences between the financial statement carrying
amounts of existing assets and liabilities and their respective
tax basis. These calculations are based on many complex
factors including estimates of the timing of reversals of
temporary differences, the interpretation of federal and state
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income tax laws, and a determination of the differences
between the tax and the financial reporting basis of assets
and liabilities. Actual results could differ significantly from
the estimates and interpretations used in determining the
current and deferred income tax assets and liabilities.

Cash and Cash Equivalents

The Company considers highly liquid investments with
original maturities of three months or less to be cash
equivalents.

Securities

Securities are accounted for according to their purpose and
holding period. The Company classifies its debt and equity
securities in one of three categories:

Trading Securities

Securities held principally for resale in the near term
are classified as trading securities and are recorded at
their fair values. Unrealized gains and losses on trading
securities are included in other income.

Securities Held to Maturity

Securities that the Company has the positive intent and
ability to hold to maturity are reported at cost and
adjusted for premiums and discounts that are
recognized in interest income using the interest method
with discounts amortized over the period to maturity
and premiums amortized to the earliest call date.
Unrealized losses on securities held to maturity
reflecting a decline in value judged to be other than
temporary are charged to income and a new cost basis
is established.

Securities Available for Sale

Securities available for sale consist of securities not
classified as trading securities or as securities held to
maturity. They include securities that management
intends to use as part of its asset/liability strategy or that
may be sold in response to changes in interest rates,
changes in prepayment risk, or similar factors.
Unrealized gains and losses, net of income taxes, are
reported as a separate component of stockholders’
equity until realized. Gains and losses on the sale of
securities available for sale are determined using the
specific identification method and recognized on the
trade date. Premiums and discounts are recognized in
interest income using the interest method with
discounts amortized over the period to maturity and
premiums amortized to the earliest call date. Unrealized
losses on securities available for sale reflecting a
decline in value judged to be other than temporary are
charged to income and a new cost basis is established.



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Management monitors the investment security portfolio for
impairment on an individual security basis and has a process
in place to identify securities that could potentially have a
credit impairment that is other than temporary. This process
involves analyzing the length of time and extent to which
the fair value has been less than the amortized cost basis, the
market liquidity for the security, the financial condition and
near-term prospects of the issuer, expected cash flows, and
the Company's intent and ability to hold the investment for
a period of time sufficient to recover the temporary loss,
including determining whether it is more-likely-than-not
that the Company will be required to sell the security prior
to recovery. To the extent it is determined that a security is
deemed to be other-than-temporarily impaired, an
impairment loss is recognized.

Loans Held for Sale

Mortgage loans originated or purchased which are intended
for sale in the secondary market are carried at the lower of
cost or estimated market value in the aggregate. Net fees and
costs associated with acquiring or originating loans held for
sale are deferred and included in the basis of the loan in
determining the gain or loss on the sale of the loans. Gains
on the sale of loans are recognized on the settlement date.
Net unrealized losses are recognized through a valuation
allowance by charges to income.

Loans Receivable, net

Loans receivable, net, are carried at amortized cost. Loan
origination fees received, net of certain loan origination
costs, are deferred as an adjustment to the carrying value of
the related loans, and are amortized into income using the
interest method over the estimated life of the loans.

Premiums and discounts on purchased participation loans
are amortized into interest income using the interest method
over the period to contractual maturity, adjusted for
estimated prepayments.

The allowance for loan losses is based on a periodic analysis
of the loan portfolio and is maintained at an amount
considered to be appropriate by management to provide for
probable losses inherent in the loan portfolio as of the
balance sheet dates. In this analysis, management considers
factors including, but not limited to, specific occurrences of
loan impairment, actual and anticipated changes in the size
of the portfolios, national and regional economic conditions
(such as unemployment data, loan delinquencies, local
economic conditions, demand for single family homes,
demand for commercial real estate and building lots), loan
portfolio composition, historical loss experience, and
observations made by the Company's ongoing internal audit
and regulatory exam processes. In connection with the
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determination of the allowance for loan losses, management
obtains independent appraisals for significant properties or
other collateral securing classified loans. Appraisals on
collateral dependent commercial real estate and commercial
business loans are obtained when it is determined that the
borrower’s risk profile has deteriorated and the loan is
classified as impaired. Subsequent new third party
appraisals of properties securing impaired commercial real
estate and commercial business loans are prepared at least
every two years. For all land development loan types, a new
third party appraisal is prepared on an annual basis where
current activity is not materially consistent with the
assumptions made in the most recent third party appraisal.
Non-performing residential and consumer home equity
loans and home equity lines may have a third party appraisal
or an internal evaluation completed depending on the size
of the loan and location of the property. These appraisals, or
internal valuations, are generally completed when a
residential or consumer home equity loan or home equity
line of credit becomes 120 days past due and are typically
updated after possession of the property is obtained.
Valuations are reviewed on a quarterly basis and
adjustments are made to the allowance for loan losses for
temporary impairments and charge-offs are taken when the
impairment is determined to be permanent. The fair market
value of the properties for all loan types are adjusted for
estimated selling costs in order to determine the net
realizable value of the properties. Loans are charged off to
the extent they are deemed to be uncollectible. The
appropriateness of the allowance for loan losses is
dependent upon management’s estimates of variables
affecting valuation, appraisals of collateral, evaluations of
performance and status, and the amounts and timing of
future cash flows expected to be received on impaired loans.
Such estimates, appraisals, evaluations and cash flows may
be subject to adjustments due to changing economic
prospects of borrowers or properties. The fair market value
of collateral dependent loans are typically based on the
appraised value of the property less estimated selling costs.
The estimates are reviewed periodically and adjustments, if
any, are recorded in the provision for loan losses in the
periods in which the adjustments become known. The
allowance is allocated to individual loan categories based
upon the relative risk characteristics of the loan portfolios
and the actual loss experience. The Company increases its
allowance for loan losses by charging the provision for loan
losses against income and decreases its allowance by
crediting the provision for loan losses. The methodology for
establishing the allowance for loan losses takes into
consideration probable losses that have been identified in
connection with specific loans as well as losses in the loan
portfolio that have not been specifically identified.
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Interest income is recognized on an accrual basis except
when collectability is in doubt. When loans are placed on a
non-accrual basis, generally when the loan is 90 days past
due, previously accrued but unpaid interest is reversed from
income. If the ultimate collectability of a loan is in doubt
and the loan is placed in nonaccrual status, the cost recovery
method is used and cash collected is applied to first reduce
the principal outstanding. Generally, the Company returns a
loan to accrual status when all delinquent interest and
principal becomes current under the terms of the loan
agreement, the borrower has consistently made the required
payments for a period of six months, and the collectability
of remaining principal and interest is no longer doubtful.
Previously collected interest payments that were applied to
principal when the loan was classified as non-accrual are
recorded as interest income using the effective yield method
over the estimated life of the loan, including expected
renewal terms.

All impaired loans are valued at the present value of
expected future cash flows discounted at the loan's initial
effective interest rate. The fair value of the collateral of an
impaired collateral-dependent loan or an observable market
price, if one exists, may be used as an alternative to
discounting. If the value of the impaired loan is less than the
recorded investment in the loan, the impaired amount is
charged off. A loan is considered impaired when, based on
current information and events, it is probable that the
Company will be unable to collect all amounts due
according to the contractual terms of the loan agreement.
Impaired loans include all loans which are on non-accrual,
delinquent as to principal and interest for 90 days or more,
or restructured in a troubled debt restructuring (TDR)
involving a modification of terms. All non-accruing loans
are reviewed for impairment on an individual basis.

Included in loans receivable, net, are certain loans that have
been modified in order to maximize collection of the loan
balances. The Company evaluates all loan modifications
and if the Company, for legal or economic reasons related
to the borrower's financial difficulties, grants a concession
compared to the original terms and conditions of the loan
that the Company would not otherwise consider, the
modified loan is considered a TDR and is classified as an
impaired loan. If the TDR loan was performing (accruing)
prior to the modification, it typically will remain accruing
after the modification as long as it continues to perform
according to the modified terms. If the TDR loan was non-
performing (non-accruing) prior to the modification, it will
remain non-accruing after the modification for a minimum
of six months. If the loan performs according to the
modified terms for a minimum of six months, it typically
will be returned to accruing status. In general, there are two
conditions in which a TDR loan is no longer considered to
be a TDR and potentially not classified as impaired. The
first condition is whether the loan is refinanced with terms
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that reflect normal market terms for the type of credit
involved and performs according to the modified terms for
a period of at least one year. The second condition is
whether the loan is repaid or charged off.

Purchased Loans Acquired Through Business
Combinations

Purchased loans acquired in a business combination,
including loans that have evidence of deterioration of credit
quality since origination and for which it is probable, at
acquisition, that the Company will be unable to collect all
contractually required payments, are initially recorded at
fair value as determined by the present value of expected
future cash flows with no valuation allowance. The
difference between the undiscounted cash flows expected at
acquisition and the investment in the loan is an accretable
yield adjustment and is recognized as interest income using
the effective yield method over the life of the loan.
Contractually required payments for principal and interest
that exceed the undiscounted cash flows expected at
acquisition is a nonaccretable difference and is not
recognized as a yield adjustment, loss accrual, or a valuation
allowance. Increases in expected cash flows subsequent to
the initial investment are recognized prospectively through
an adjustment of the yield on the loan over its remaining
life. Decreases in expected cash flows after the loan is
acquired are recognized as an impairment and charged to
the provision for loan losses.

Transfers of Financial Assets and Participating Interests

Transfers of an entire financial asset or a participating
interest in an entire financial asset are accounted for as sales
when control over the assets has been surrendered. Control
over transferred assets is deemed to be surrendered when
(1) the assets have been isolated from the Company, (2) the
transferee obtains the right (free of conditions that constrain
it from taking advantage of that right) to pledge or exchange
the transferred assets, and (3)the Company does not
maintain effective control over the transferred assets
through an agreement to repurchase them before their
maturity.

The transfer of a participating interest in an entire financial
asset must also meet the definition of a participating
interest. A participating interest in a financial asset has all
of the following characteristics: (1) from the date of
transfer, it must represent a proportionate (pro rata)
ownership interest in the financial asset, (2) from the date of
transfer, all cash flows received, except any cash flows
allocated as any compensation for servicing or other
services performed, must be divided proportionately among
participating interest holders in the amount equal to their
share ownership, (3) the rights of each participating interest
holder must have the same priority, and (4) no party has the
right to pledge or exchange the entire financial asset unless
all participating interest holders agree to do so.
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Real Estate, net

Real estate acquired through loan foreclosure or deed in lieu
of foreclosure is initially recorded at its fair value less
estimated selling costs. Third party appraisals are obtained
as soon as practical after obtaining possession of the
property. Valuations are reviewed quarterly by management
and an allowance for losses is established if the carrying
value of a property exceeds its fair value less estimated
selling costs.

Mortgage Servicing Rights, net

Mortgage servicing rights are capitalized at fair value and
amortized in proportion to, and over the period of, estimated
net servicing income. The Company evaluates its
capitalized mortgage servicing rights for impairment each
quarter. Loan type and note rate are the predominant risk
characteristics of the underlying loans used to stratify
capitalized mortgage servicing rights for purposes of
measuring impairment. Any impairment is recognized
through a valuation allowance.

Premises and Equipment, net

Land is carried at cost. Office buildings, improvements,
furniture and equipment are carried at cost less accumulated
depreciation. Depreciation is computed on a straight-line
basis over estimated useful lives of 5 to 40 years for office
buildings and improvements and 3 to 10 years for furniture
and equipment.

Goodwill

The Company records goodwill for acquisition amounts
paid in excess of the net assets purchased. Goodwill is not
amortized, but is tested for impairment at least annually or
more frequently if there are indications of impairment.

Core Deposit Intangible, net

The Company records the estimated fair value of the deposit
base acquired in an acquisition as a core deposit intangible
asset. The recorded amount is amortized on a straight line
basis over the estimated life of the deposits acquired.

Impairment of Long-Lived Assets and for Long-Lived
Assets to Be Disposed Of

The Company reviews long-lived assets and certain
identifiable intangibles for impairment whenever events or
changes in circumstances indicate that the carrying amount
of an asset may not be recoverable.

Stock Based Compensation

The Company recognizes the grant-date fair value of stock
option and restricted stock awards issued as compensation
expense, amortized over the vesting period.
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Employee Stock Ownership Plan (ESOP)

The Company has an ESOP that borrowed funds from the
Company and purchased shares of HMN common stock.
The Company makes quarterly principal and interest
payments on the ESOP loan. As the debt is repaid, ESOP
shares that were pledged as collateral for the debt are
released from collateral based on the proportion of debt
service paid in the year and then allocated to eligible
employees. The Company accounts for its ESOP in
accordance with ASC 718, Employers' Accounting for
Employee Stock Ownership Plans. Accordingly, the shares
pledged as collateral are reported as unearned ESOP shares
in stockholders' equity. As shares are determined to be
ratably released from collateral, the Company reports
compensation expense equal to the current market price of
the shares, and the shares become outstanding for earnings
per share computations.

Income Taxes

Deferred tax assets and liabilities are recognized for future
tax consequences attributable to temporary differences
between the financial statement carrying amounts of
existing assets and liabilities and their respective tax basis.
Deferred tax assets and liabilities are measured using
enacted tax rates expected to apply to taxable income in the
years in which those temporary differences are expected to
be recovered or settled. The effect of a change in tax rates
on deferred tax assets and liabilities is recognized in income
in the period that includes the enactment date. A valuation
allowance is required to be recognized if it is “more likely
than not” that the deferred tax asset will not be realized. The
determination of the realizability of the deferred tax asset is
subjective and dependent upon judgment concerning
management’s evaluation of both positive and negative
evidence regarding the ultimate realizability of deferred tax
assets. The Company is no longer subject to federal or state
income tax examinations by tax authorities for years before
2014.

Earnings per Common Share

Basic earnings per common share excludes dilution and is
computed by dividing the income available to common
shareholders by the weighted-average number of common
shares outstanding for the period. Diluted earnings per
common share reflects the potential dilution that could
occur if securities or other contracts to issue common stock
were exercised or converted into common stock or resulted
in the issuance of common stock that shared in the earnings
of the entity.
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Comprehensive Income

Comprehensive income is defined as the change in equity
during a period from transactions and other events from
non-owner sources. Comprehensive income is the total of
net income and other comprehensive income (loss), which
for the Company is comprised of unrealized gains and losses
on securities available for sale.

Segment Information

The amount of each segment item reported is the measure
reported to the chief operating decision maker for purposes
of making decisions about allocating resources to the
segment and assessing its performance. Adjustments and
eliminations made in preparing an enterprise’s general-
purpose financial statements and allocations of revenues,
expenses, and gains or losses are included in determining
reported segment profit or loss if they are included in the
measure of the segment’s profit or loss that is used by the
chief operating decision maker. Similarly, only those assets
that are included in the measure of the segment’s assets that
are used by the chief operating decision maker are reported
for that segment.

New Accounting Pronouncements

In February 2016, the Financial Accounting Standards
Board (FASB) issued Accounting Standards Update (ASU)
2016-02, Leases (Topic 842). The amendments in the ASU
create Topic 842, Leases, and supersede the lease
requirements in Topic 840, Leases. The objective of this
ASU is to establish the principles that lessees and lessors
shall apply to report useful information to users of financial
statements about the amount, timing, and uncertainty of
cash flows arising from a lease. The main difference
between previous GAAP and this ASU is the recognition of
lease assets and lease liabilities by lessees for those leases
classified as operating leases under previous GAAP. The
amendment requires a lessee to recognize in the statement
of financial position a liability to make lease payments (the
lease liability) and the right-of-use asset representing its
right to use the underlying asset for the lease term. The
accounting applied by a lessor is largely unchanged from
that applied under previous GAAP. In transition, lessees and
lessors are required to recognize and measure leases at the
beginning of the earliest period presented using a modified
retrospective  approach. The modified retrospective
approach includes a number of optional practical expedients
that entities may elect to apply that will, in effect, continue
to account for leases that commence before the effective
date in accordance with previous GAAP unless the lease is
modified. As entities started to implement the new leases
standard, many preparers were encountering some
unanticipated costs and complexities associated with the
modified retrospective transition method, particularly the
comparative period reporting requirements. In response to
these issues, the FASB in July 2018 issued ASU 2018-11.
The amendments in this ASU provide lessors with an
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additional (and optional) transition method to adopt the new
leases standard. Under this new transition method, an entity
initially applies the new leases standard at the adoption date
and recognizes a cumulative-effect adjustment to the
opening balance of retained earnings in the period of
adoption. The amendments in these ASU’s, for public
business entities, are effective for fiscal years beginning
after December 15, 2018, including interim periods within
those fiscal years. The adoption of these ASU’s in the first
quarter of 2019 resulted in the Company recording a $4.5
million right-of-use asset and an offsetting lease payment
obligation liability on January 1, 2019.

In June 2016, the FASB issued ASU 2016-13, Financial
Instruments-Credit Losses (Topic 326): Measurement of
Credit Losses on Financial Instruments. The amendments
in this ASU affect all entities that measure credit losses on
financial instruments including loans, debt securities, trade
receivables, net investments in leases, off-balance sheet
credit exposures, reinsurance receivables, and any other
financial asset that has a contractual right to receive cash
that is not specifically excluded. The main objective of this
ASU is to provide financial statement users with more
decision-useful information about the expected credit losses
on financial instruments and other commitments to extend
credit held by a reporting entity at each reporting date. To
achieve this objective, the amendments in this ASU replace
the incurred loss impairment methodology required in
current GAAP with a methodology that reflects expected
credit losses that requires consideration of a broader range
of reasonable and supportable information to estimate credit
losses. The amendments in this ASU will affect entities to
varying degrees depending on the credit quality of the assets
held by the entity, the duration of the assets held, and how
the entity applies the current incurred loss methodology.
The amendments in this ASU, for public business entities
that are filers with the SEC, are effective for fiscal years
beginning after December 15, 2019, including interim
periods within those annual periods. All entities may adopt
the amendments in the ASU early as of the fiscal years
beginning after December 15, 2018, including interim
periods within those fiscal years. Amendments should be
applied using a modified retrospective transition method by
means of a cumulative-effect adjustment to equity as of the
beginning of the period in which the guidance is adopted.
Management has accumulated the charge off information
necessary to calculate the appropriate life of loan loss
percentages for the various loan categories, has identified
several key metrics to help identify and project anticipated
changes in the credit quality of our loan portfolio upon
enactment, and is in the process of evaluating the
determination of potential qualitative reserve amounts and
the impact that the adoption of this ASU in the first quarter
of 2020 will have on the Company’s consolidated financial
statements.
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In March 2017, the FASB issued ASU 2017-08,
Receivables — Nonrefundable Fees and Other Costs
(Subtopic 310-20): Premium Amortization on Purchased
Callable Debt Securities. The amendments in this ASU
shorten the amortization period for certain callable debt
securities held at a premium. Specifically, the amendments
require the premium to be amortized to the earliest call date.
The amendments do not require an accounting change for
securities held at a discount, as discounts continue to be
amortized to maturity. This ASU is intended to more closely
align the amortization period of premiums and discounts to
expectations incorporated in market pricing on the
underlying securities. In most cases, market participants
price securities to the call date that produces the worst yield
when the coupon is above current market rates and price
securities to maturity when the coupon is below market
rates. As a result, the amendments more closely align
interest income recorded on bonds held at a premium or a
discount with the economics of the underlying instrument.
This ASU is intended to reduce diversity in practice and is
effective for public business entities for fiscal years, and
interim periods within those fiscal years, beginning after
December 15, 2018 with early adoption permitted. Upon
adoption, the amendments should be applied using a
modified retrospective basis through a cumulative-effect
adjustment directly to retained earnings as of the beginning
of the period of adoption. Additionally, in the period of
adoption, an entity should provide disclosures about a
change in accounting principles. The adoption of this ASU
in the first quarter of 2019 had no impact on the Company’s
consolidated financial statements as the Company was
already accounting for the premiums and discounts on debt
securities in accordance with the requirements of the ASU.

In August 2018, the FASB issued ASU 2018-13, Fair Value
Measurement (Topic 820), Disclosure Framework -
Changes to the Disclosure Requirements for Fair Value
Measurement. The Amendments in this ASU apply to all
entities that are required, under existing GAAP, to make
disclosures about recurring or nonrecurring fair value
measurements and modify the disclosure requirements on
fair value measurements in Topic 820, Fair Value
Measurement, including the consideration of costs and
benefits. The ASU removed, modified, and added various
disclosure requirements in Topic 820. The amendments also
eliminate at a minimum from the phrase an entity shall
disclose at a minimum to promote the appropriate exercise
of discretion by entities when considering fair value
measurement disclosures and to clarify that materiality is an
appropriate consideration of entities and their auditor when
evaluating disclosure requirements. The amendments in the
ASU are effective for all entities for fiscal years, and interim
periods within those fiscal years, beginning after December
15, 2019. An entity is permitted to early adopt the
implementation of any removed or modified disclosures
upon issuance of the ASU and delay adoption of the
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additional disclosures until their effective date. The
Company has not opted to early adopt any portion of this
ASU and the adoption in the first quarter of 2020 is not
anticipated to have a material impact on the Company’s
consolidated financial statements.

Derivative Financial Instruments

The Company uses derivative financial instruments in order
to manage the interest rate risk on residential loans held for
sale and its commitments to extend credit for residential
loans. The Company may also from time to time use interest
rate swaps to manage interest rate risk. Derivative financial
instruments include commitments to extend credit and
forward mortgage loan sales commitments.

Reclassifications

Certain amounts in the consolidated financial statements for
the prior year have been reclassified to conform to the
current year presentation.

NOTE 2 Acquisitions

The Company records purchased assets and liabilities at
their fair market value at the time of purchase in accordance
with the requirements of ASU 805 - Business Combinations.
On April 8, 2016, the Bank completed the acquisition of
loans and assumption of liabilities of the Deerwood Bank
branch in Albert Lea, Minnesota. The transaction increased
the Bank’s assets by $19.0 million, including increases in
loans, cash, goodwill, and core deposit intangible of $11.9
million, $6.1 million, $0.8 million, and $0.2 million,
respectively. The Bank also assumed deposit liabilities of
$19.0 million. The acquired loans and deposits are being
serviced from Home Federal’s previously existing branch
location in Albert Lea.

Determining the estimated fair value of the acquired assets
and assumed liabilities required the Bank to estimate cash
flows expected to result from those assets and liabilities and
to discount those cash flows at appropriate rates of interest.
The most significant of those determinations related to the
fair valuation of the loans acquired. The fair value of the
loans purchased was based on the present value of the
expected cash flows. Periodic principal and interest cash
flows were adjusted for expected losses and prepayments,
then discounted to determine the present value and summed
to arrive at the estimated fair value. For such loans, the
excess of cash flows expected at acquisition over the
estimated fair value is recognized as interest income over
the remaining lives of the loans. The difference between
contractually required payments at acquisition and the cash
flows expected to be collected at acquisition reflects the
impact of estimated credit losses and other factors, such as
prepayments. In accordance with GAAP, there was no
carry-over of previously established allowances for loan
losses established on the seller’s records. As a result,
standard industry coverage ratios with regard to the
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allowance for credit losses are less meaningful after the
acquisition. The purchased loans were divided into loans
with evidence of credit quality deterioration, which are
accounted for under ASC topic 310-30 “Receivables —
Loans and Debt Securities Acquired with Deteriorated
Credit Quality” (purchased credit impaired (PCI)) and loans
that do not meet this criteria, which are accounted for under
ASC topic 310-20 “Nonrefundable Fees and Other Costs”
(performing). PCI loans have experienced a deterioration of
credit quality from origination to acquisition for which it is

NOTE 3 Other Comprehensive (Loss) Income

probable that the Bank will not be able to collect all
contractually required principal and interest payments on
the loan. Subsequent decreases in the expected cash flows
require the Bank to evaluate the need for additions to the
allowance for credit losses. Subsequent improvements in
expected cash flows generally result in a reduction of
previously established allowance for credit losses or the
recognition of additional interest income over the remaining
lives of the loans.

The components of other comprehensive (loss) income and the related tax effects were as follows:

For the years ended December 31,

2018 2017 2016
Before Tax Net Before Tax Net Before Tax Net

(Dollars in thousands) Tax Effect of Tax Tax Effect of Tax Tax Effect of Tax
Securities available for sale:
Gross unrealized (losses) gains arising

during the period........coceoeeivirieeecenenne $ 94) (25) (69) 33 12 21 (1,016) (404) (612)
Less reclassification of net losses included

N NEL INCOME ...vvneeieeeieicie e 0 0 0 0 0 0 (10) (4) (6)
Net unrealized (losses) gains arising during

IR T A (94) (25) (69) 33 12 21 (1,006) (400) (606)
Reclassification of certain income tax

effects from accumulated other

comprehensive income...........ccoeveeeneene. 0 0 0 0 (158) 158 0 0 0
Other comprehensive (loss) income............ $ 94) (25) (69) 33 170 (137) (1,006) (400) (6006)

The reclassification in 2017 relates to the change in the tax rate that occurred because of the enactment of the Tax Cuts and

Jobs Act in the fourth quarter of 2017.
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NOTE 4 Securities Available for Sale

A summary of securities available for sale at December 31, 2018 and 2017 is as follows:

Gross Gross
Amortized Unrealized Unrealized
(Dollars in thousands) Cost Gains Losses Fair Value
December 31, 2018
Mortgage-backed securities:
Federal National Mortgage Association (FNMA) ............ccccccevevnenne $ 3,886 0 a117) 3,769
Federal Home Loan Mortgage Corporation (FHLMC) .................... 4,074 0 (10) 4,064
Collateralized mortgage obligations:
FINMA ottt 199 0 9) 190
8,159 0 (136) 8,023
Other marketable securities:
U.S. Government agency obligations...............c.ccocovcevivinininninenenens 69,971 0 (1,236) 68,735
Municipal obligations ................ccocoviiniiniiiiee 2,378 1 (10) 2,369
Corporate obligations.......... 173 0 1 172
Corporate preferred stock . . 700 0 (140) 560
Corporate eqUILY ...........ccooeerieiiiiiieieeece e 121 0 0 121
73,343 1 (1,387) 71,957
$ 81,502 1 (1,523) 79,980
December 31, 2017
Mortgage-backed securities:
FNMA Lo $ 4,834 1 (78) 4,757
91 2 0 93
Collateralized mortgage obligations:
FINMA Lottt ettt ettt ettt 223 0 5) 218
5,148 3 (83) 5,068
Other marketable securities:
U.S. Government agency obligations ..........cceeerererireereenennieieeeneneneenes 69,962 0 (1,201) 68,761
Municipal obligations 2,699 2 ®) 2,693
Corporate obligations 234 0 (€8] 233
Corporate preferred StOCK .........ovrueeiriririeieeeriririeieeterreieecereeeeene 700 0 (140) 560
COTPOTALE EQUILY ...uvveneeiieeiirteieeteieetetete ettt ettt eb ettt se et eebe e 58 99 0 157
73,653 101 (1,350) 72,404
$ 78,801 104 (1,433) 77,472

The Company did not sell any available for sale securities
in 2018, but did recognize some losses on equity securities
that were not considered material due to the adoption of
ASU 2016-01, Financial Instruments — Overall (Subtopic
825-10) Recognition and Measurement of Financial Assets
and Financial Liabilities in the first quarter of 2018. The
Company did not sell any available for sale securities and
did not recognize any gains or losses on investments in
2017. In 2016, there were no material gains or losses
recognized.

The following table presents the amortized cost and
estimated fair value of securities available for sale at
December 31, 2018, based upon contractual maturity
adjusted for scheduled repayments of principal and
projected prepayments of principal based upon current
economic conditions and interest rates. Actual maturities
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may differ from the maturities in the following table
because obligors may have the right to call or prepay
obligations with or without call or prepayment penalties:

Amortized Fair

(Dollars in thousands) Cost Value
Due one year or 1e8S........cceeueueueurienininiciennen $ 1,805 1,781
Due after one year through five years.............. 76,286 74,973
Due after five years through ten years 2,514 2,472
Due after ten years.........coceevvvenennene. 776 633
No stated maturity .. . 121 121

Total ... $ 81,502 79,980

The allocation of mortgage-backed securities in the table
above is based upon the anticipated future cash flow of the
securities using estimated mortgage prepayment speeds.
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The following table shows the gross unrealized losses and fair values for the securities available for sale portfolio aggregated
by investment category and length of time that individual securities have been in a continuous unrealized loss position at
December 31, 2018 and 2017:

Less Than Twelve Months Twelve Months or More Total
# of Fair Unrealized # of Fair Unrealized Fair Unrealized

(Dollars in thousands) Investments Value Losses Investments Value Losses Value Losses
December 31, 2018
Mortgage backed securities:

FNMA ..ottt 0 s 0 0 2 8 3,769 17y $ 3,769 a17)

FHLMC ........ccoooiiiiiiiiiiicccee, 1 4,060 (10) 0 0 0 4,060 10)
Collateralized mortgage obligations:

FNMA ..ot 0 0 0 1 190 ) 190 ()]

Other marketable securities:

U.S. Government agency obligations........ 0 (1} (1} 14 68,735 (1,236) 68,735 (1,236)

Municipal obligations ................c.ccccceeenene 3 498 ?2) 8 1,467 (¢)] 1,965 (10)

Corporate obligations.............................. 0 0 0 172 1) 172 (€)]

Corporate preferred stock ....................... 0 0 0 1 560 (140) 560 (140)

Total temporarily impaired securities ..... 4 $ 4,558 (12) 27 $ 74,893 (1,511) $ 79,451 (1,523)
December 31, 2017
Mortgage backed securities:

7N 2% 4,703 (78) 0 $ 0 0§ 4,703 (78)
Collateralized mortgage obligations:

FNMA 1 218 5) 0 0 0 218 5)
Other marketable securities:

U.S. Government agency obligations.......... 2 9,819 (163) 12 58,942 (1,038) 68,761 (1,201)

Municipal obligations ..........c.ccevveereenreene 14 2,268 ®) 0 0 0 2,268 8)

Corporate obligations............ecevveerverereenennen 1 233 (1) 0 0 0 233 (1)

Corporate preferred stock . 0 0 0 1 560 (140) 560 (140)

Total temporarily impaired securities.......... 20 § 17,241 (255) 13§ 59,502 (1,178) $ 76,743 (1,433)
We review our investment portfolio on a quarterly basis for subsidiary bank was considered to be “well capitalized”
indications of impairment. This review includes analyzing based on its most recent regulatory filing. Based on a review
the length of time and the extent to which the fair value has of the issuer, it was determined that the trust preferred
been lower than the cost, the market liquidity for the security was not other-than-temporarily impaired at
investment, the financial condition and near-term prospects December 31, 2018. The Company does not intend to sell
of the issuer, including any specific events which may the preferred stock and has the intent and ability to hold it
influence the operations of the issuer, and our intent and for a period of time sufficient to recover the temporary loss.
ability to hold the investment for a period of time sufficient Management believes that the Company will receive all
to recover the temporary loss. The unrealized losses on principal and interest payments contractually due on the
impaired securities other than the corporate preferred stock security and that the decrease in the market value is
are the result of changes in interest rates. The unrealized primarily due to a lack of liquidity in the market for trust
losses reported for the corporate preferred stock at preferred securities. Management will continue to monitor
December 31, 2018 relates to a single trust preferred the credit risk of the issuer and may be required to recognize
security that was issued by the holding company of a small other-than-temporary impairment charges on this security in

community bank. As of December 31, 2018 all payments future periods.
were current on the trust preferred security and the issuer’s
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NOTE 5 Loans Receivable, Net
A summary of loans receivable at December 31, 2018 and
2017, is as follows:

(Dollars in thousands) 2018 2017
Residential real estate loans:
Single family conventional........................ $ 110,580 106,881
Single family Federal Housing
Administration (FHA) ... 84 88
Single family Veterans
Administration (VA) ...cocoeveeerenneenene 34 36
110,698 107,005
Commercial real estate:
Lodging ......cocoviviiiciciiiccciicccee 45,259 55,675
Retail/office.......coovvineeereereeeeee 69,539 64,780
Nursing home/health care ...........cceueeee. 3,712 7,352
Land developments 18,865 21,058
GOIf COUTSES ...ovverriieierieeeeeeeeeee e 397 1,112
Restaurant/bar/café .............cccooevevveennennen. 8,196 5,929
Warehouse.......cceovvvenieerieinieinieieieeene 34,634 25,891
Construction:
Single family .......ccccoveeiveieiieieens 20,442 23,090
Multi-family 4,931 11,649
Commercial real estate...........ccoceennee 3,571 11,705
Manufacturing..........eceeveereeereeeneeenieennens 22,029 22,136
Churches/community service 11,103 12,734
Multi-family ........occooeeinniiiiccene 50,150 28,649
Other ..ot 43,302 42,357
336,130 334,117
Consumer:
AULOS .ttt 2,483 2,894
Home equity line. 32,273 36,869
Home equity..... 16,733 15,823
Recreational vehicles . 16,226 13,181
Land/lots........c......... 2,145 1,587
Other —secured .......cooovvveeveeiecieceeeeeenen. 1,423 1,911
Other — unsecured .........cccoeeevreeveecrennnnes 1,249 1,502
72,532 73,767
Commercial business..........c.coveeveveerreerenenene 75,496 79,909
Total 10ans ........ccoeveevereveneeeceene 594,856 594,798
Less:
Unamortized discounts...........c.cocveeveeeuenene. 17 19
Net deferred loan costs... (535) (463)
Allowance for loan 10SS€S .............cceeeueene. 8,686 9,311
Total loans receivable, net.................... $ 586,688 585,931
Commitments to originate or purchase
LOANS ..ot $ 13,183 24,692
Commitments to deliver loans to secondary
MATKEL...cveiieiecieceeeceeeeeeeeeeeeee s $ 7,289 5,629
Weighted average contractual rate of loans
i POTFOLIO..c.eeiieiieeeee e 4.83% 4.56%
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Included in total commitments to originate or purchase
loans are fixed rate loans aggregating $11.0 million and
$18.1 million as of December 31, 2018 and 2017,
respectively. The interest rates on these loan commitments
ranged from 4.125% to 6.375% at December 31, 2018 and
from 3.375% to 5.210% at December 31, 2017.

The aggregate amount of loans to executive officers and
directors of the Company was $0.1 million, $0.1 million and
$0.2 million at December 31, 2018, 2017 and 2016,
respectively. There was no activity during 2018 on loans to
executive officers and directors. There was no activity
during 2017 and 2016 other than the $0.1 million and $2.5
million in loans reclassified during the respective periods
due to a change in borrower classification. All loans were
made in the ordinary course of business on normal credit
terms, including interest rates and collateral, as those
prevailing at the time for comparable transactions with
unrelated parties.

At December 31, 2018, 2017 and 2016, the Company was
servicing loans for others with aggregate unpaid principal
balances of $480.6 million, $471.4 million and $425.5
million, respectively.

The Company originates residential, commercial real estate
and other loans primarily in Minnesota, Wisconsin and
Iowa. At December 31, 2018 and 2017, the Company had
in its portfolio single family residential loans located in the
following states:

2018 2017
Percent Percent

(Dollars in thousands) Amount of Total Amount  of Total
TOWa .o 2,778 25%3$ 3,605 3.4%
Minnesota . . 98,505 89.0 90,345 84.4
MIiSSOUT ..o 0 0.0 1,841 1.7
Wisconsin .......ccoveerveeennne 8,105 7.3 9,894 9.3
Other states (" .. . 1,310 1.2 1,320 1.2

Total .o $ 110,698 100.0% $ 107,005 100.0%

D Amounts under one million dollars in both years are included in ““Other
states”.
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At December 31, 2018 and 2017, the Company had in its portfolio commercial real estate loans located in the following
states:

2018 2017
Percent Percent
(Dollars in thousands) Amount of Total Amount of Total
ALADAMA ..ottt $ 0 0.0% $ 1,742 0.5%
FLOTIAA. ...ttt ettt ettt eae et seesnesnenaenen 4,795 1.4 2,790 0.9
Idaho.... 3,171 0.9 3,371 1.0
Indiana 3,031 0.9 3,374 1.0
7,563 2.3 4,755 14
238,397 70.9 232,991 69.8
5,442 1.6 5,996 1.8
1,043 0.3 1,093 0.3
1,566 0.5 1,680 0.5
Pennsylvania.........ccooiucuiiiininiiccincc e 1,914 0.6 2,056 0.6
WISCOMSII 1.ttt ettt es e nenene 67,196 20.0 72,510 21.7
Other states" . 2,012 0.6 1,759 0.5
TOLAL 1.ttt $ 336,130 100.0% $ 334,117 100.0%

DAmounts under one million dollars in both years are included in “Other states”.

NOTE 6 Allowance for Loan Losses and Credit Quality Information
The allowance for loan losses is summarized as follows:

Single Commercial Commercial
(Dollars in thousands) Family Real Estate Consumer Business Total
Balance, December 31, 2015......ccccieieieieieierecieenns $ 990 6,078 1,200 1,441 9,709
Provision for losses. e $ 262 (1,788) 481 400 (645)
Charge-offs.............. (66) (67) (108) (180) (421)
RECOVETIES ... 0 730 40 490 1,260
Balance, December 31, 2016........ccccoveevveiereeereieeens $ 1,186 4,953 1,613 2,151 9,903
Provision for losses. e $ (280) (75) 263 (431) (523)
Charge-offs.............. (6) (50) (288) (311) (655)
RECOVEIICS ..ttt 0 245 42 299 586
Balance, December 31, 2017 ...c.ccceoeeieieieieieniesieeiens $ 900 5,073 1,630 1,708 9,311
Provision for 1osses..............cccooeveninininiininieens $ (44) (421) 202 (386) (649)
Charge-offs 24) 0 (226) (270) (520)
RECOVETIES ..o 1 217 16 310 544
Balance, December 31,2018.............c.ccccooveirreienennnns $ 833 4,869 1,622 1,362 8,686
Allocated to:
SPECITIC TESETVES ..uvvvvrrieiiereieieeiieteieieeet e $ 192 441 263 177 1,073
GENEIal TESEIVES ...vevevieiierienieieniesieeieeneeiaenreee e 708 4,632 1,367 1,531 8,238
Balance, December 31, 2017.....cccoceeieeeieieiececieenenns $ 900 5,073 1,630 1,708 9,311
Allocated to:
SPeCific reServes ..........ocoeviinivieieeeieeieeeeene $ 98 451 172 73 794
General reServes................cccoeevveiieciiecieeieeeeees 735 4,418 1,450 1,289 7,892
Balance, December 31,2018 ....................ccoeiiennnnn. $ 833 4,869 1,622 1,362 8,686
Loans receivable at December 31, 2017:
Individually reviewed for impairment..................... $ 1,523 1,364 880 507 4,274
Collectively reviewed for impairment..................... 105,482 332,753 72,887 79,402 590,524
Ending balance............cooveeeveenieenienereieeieeeene $ 107,005 334,117 73,767 79,909 594,798
Loans receivable at December 31, 2018:
Individually reviewed for impairment................. $ 1,226 1,311 856 303 3,696
Collectively reviewed for impairment.................. 109,472 334,819 71,676 75,193 591,160
Ending balance..............cccccooeiveininieieeeeen $ 110,698 336,130 72,532 75,496 594,856
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The following table summarizes the amount of classified and unclassified loans at December 31, 2018 and 2017:

December 31, 2018

Classified Unclassified
Special Total
(Dollars in thousands) Mention Substandard Doubtful Loss Total Total Loans
Single family ... $ 150 1,771 40 0 1,961 108,737 110,698
Commercial real estate:
5,564 4,805 0 0 10,369 185,195 195,564
4,879 5,118 0 (1} 9,997 130,569 140,566
0 709 41 106 856 71,676 72,532
6,647 2,761 0 0 9,408 66,088 75,496
$ 17,240 15,164 81 106 32,591 562,265 594,856
December 31, 2017
Classified Unclassified
Special Total
(Dollars in thousands) Mention Substandard Doubtful Loss Total Total Loans
Single family ........ccooevevieiireiineiceceeen $ 77 2,154 44 0 2,275 104,730 107,005
Commercial real estate:
5,022 3,813 0 0 8,835 166,342 175,177
9,135 4,257 0 0 13,392 145,548 158,940
0 631 119 130 880 72,887 73,767
5,781 5,506 0 0 11,287 68,622 79,909
$ 20,015 16,361 163 130 36,669 558,129 594,798

Classified loans represent special mention, performing
substandard, and non-performing loans categorized as
substandard, doubtful and loss. Loans classified as special
mention are loans that have potential weaknesses that, if left
uncorrected, may result in deterioration of the repayment
prospects for the asset or in the Bank’s credit position at
some future date. Loans classified as substandard are loans
that are generally inadequately protected by the current net
worth and paying capacity of the obligor, or by the collateral
pledged, if any. Loans classified as substandard have a well-
defined weakness or weaknesses that jeopardize the
liquidation of the debt. Substandard loans are characterized
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by the distinct possibility that the Bank will sustain some
loss if the deficiencies are not corrected. Loans classified as
doubtful have the weaknesses of those classified as
substandard, with additional characteristics that make
collection in full on the basis of currently existing facts,
conditions and values questionable, and there is a high
possibility of loss. A loan classified as loss is considered
uncollectible and of such little value that continuance as an
asset on the balance sheet is not warranted. Loans classified
as substandard or doubtful require the Bank to perform an
analysis of the individual loan and charge off any loans, or
portion thereof, that are deemed uncollectible.
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The aging of past due loans at December 31, 2018 and 2017 is summarized as follows:

Loans 90
Days or
More Past
90 Days Due and
30-59 Days  60-89 Days or More Total Current Still
(Dollars in thousands) Past Due Past Due Past Due Past Due Loans Total Loans Accruing
2018
Single family ... $ 680 325 77 1,082 109,616 110,698 0
Commercial real estate:
0 0 0 0 195,564 195,564 0
0 0 0 0 140,566 140,566 0
391 100 279 770 71,762 72,532 0
21 0 0 21 75,475 75,496
$ 1,092 425 356 1,873 592,983 594,856 0
2017
Single family .......coceevirnneeinnrcccee $ 727 294 669 1,690 105,315 107,005 0
Commercial real estate:
Real estate rental and leasing .................. 0 0 0 0 175,177 175,177 0
Other o 0 0 0 0 158,940 158,940 0
CONSUIMET ...ttt eve e 734 117 235 1,086 72,681 73,767 0
Commercial business ............ccceceeeeveeveenennns 34 0 180 214 79,695 79,909
$ 1,495 411 1,084 2,990 591,808 594,798 0

Impaired loans include loans that are non-performing (non-accruing) and loans that have been modified in a TDR.

The following table summarizes impaired loans and related allowances for the years ended December 31, 2018 and 2017:

December 31, 2018

Unpaid Average Interest
Recorded Principal Related Recorded Income
(Dollars in thousands) Investment Balance Allowance Investment Recognized
Loans with no related allowance recorded:
Single family ..o $ 458 477 0 465 21
Commercial real estate:
Real estate rental and leasing................c..ccoceenininne 0 0 0 27 0
OtRET ...t 25 1,682 0 81 106
COMSUIMET ...ttt ettt eeeas 515 515 0 510 14

Loans with an allowance recorded:
Single family .........c.oooiiiiiiii e 768 768 98 859 5
Commercial real estate:

201 201 21 82 7
1,085 1,085 430 1,673 0
341 341 172 395 9
303 854 73 385 13
Total:

Single family ...........coooiiiiinii e 1,226 1,245 98 1,324 26

Commercial real estate:
Real estate rental and leasing...............c.cocccooenenenn. 201 201 21 109 7
Other .... . 1,110 2,767 430 1,754 106
Consumer .................. 856 856 172 905 23
Commercial business ...............cccooceviiiieiieiienieieieneeee, 303 854 73 385 13
$ 3,696 5,923 794 4,477 175
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December 31, 2017

Unpaid Average Interest
Recorded Principal Related Recorded Income
(Dollars in thousands) Investment Balance Allowance Investment Recognized
Loans with no related allowance recorded:
Single family .....c.coveeeiininiec e $ 415 415 0 414 24
Commercial real estate:
35 51 0 38 0
25 1,682 0 26 96
CONSUITIET ...vvveiveereeiesteete e eteereeseesesessesseeseeseeseeseessessessesess 414 414 0 406 7
Commercial DUSINESS ........eevveverveirieirieieieieeieereee e 0 0 0 100 0
Loans with an allowance recorded:
Single family .......cccoeeviiiieniiiieeeee e 1,108 1,108 192 878 31
Commercial real estate:
Real estate rental and [€asing ...........cccceeeeverirerierenenennns 0 0 0 155 0
OhET e 1,304 1,304 441 1,715 0
466 483 263 457 14
507 1,358 177 443 22
Total:
Single family ........coeeeiiirireee e 1,523 1,523 192 1,292 55
Commercial real estate:
35 51 0 193 0
1,329 2,986 441 1,741 96
880 897 263 863 21
507 1,358 177 543 22
$ 4,274 6,815 1,073 4,632 194

At December 31, 2018, 2017 and 2016, non-accruing loans
totaled $2.7 million, $3.2 million and $3.3 million,
respectively, for which the related allowance for loan losses
was $0.7 million, $0.9 million and $0.8 million,
respectively. Non-accruing loans for which no specific
allowance has been recorded because management
determined that the value of the collateral was sufficient to
repay the loan totaled $0.4 million, $0.4 million and $0.7
million at December 31, 2018, 2017 and 2016, respectively.
Had the non-accruing loans performed in accordance with
their original terms, the Company would have recorded
gross interest income on the loans of $0.3 million, $0.3
million and $0.6 million in 2018, 2017 and 2016,
respectively. For the years ended December 31, 2018, 2017
and 2016, the Company recognized interest income on these
loans of $0.1 million, $0.1 million and $0.4 million,
respectively. All of the interest income that was recognized
for non-accruing loans was recognized using the cash basis
method of income recognition. Non-accrual loans also
include some of the loans that have had terms modified in a
TDR.
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The following table summarizes non-accrual loans at
December 31, 2018 and 2017:

(Dollars in thousands) 2018 2017

Single family ........cccceoevvreieninccee $ 730 949
Commercial real estate:

Real estate rental and leasing...................... 201 35
Other 1,110 1,329
489 553
148 278
$ 2,678 3,144

Included in loans receivable, net, are certain loans that have
been modified in order to maximize collection of loan
balances. If the Company, for legal or economic reasons
related to the borrower’s financial difficulties, grants a
concession compared to the original terms and conditions of
the loan, the modified loan is considered a TDR.
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At December 31, 2018, 2017 and 2016, there were loans
included in loans receivable, net, with terms that had been
modified in a TDR totaling $2.5 million, $3.0 million and
$3.3 million, respectively. Had these loans been performing
in accordance with their original terms throughout 2018,
2017 and 2016, the Company would have recorded gross
interest income of $0.3 million, $0.4 million and $0.6
million, respectively. During 2018, 2017 and 2016, the
Company recognized interest income of $0.2 million, $0.2
million and $0.4 million, respectively, on these loans. For
the loans that were modified in 2018, $0.4 million were
classified and performing and $1.2 million were non-
performing at December 31, 2018.

The following table summarizes TDRs at December 31,
2018 and 2017:

(Dollars in thousands) 2018 2017
Single family .......coceoeveiiennicce $ 636 685
Commercial real estate:
Other ...oovvieiiicieeeeeeee s 1,110 1,210
522 758
208 391
$ 2,476 3,044

As of December 31, 2018, the Bank had commitments to
lend an additional $0.9 million to a borrower who has a TDR
and non-accrual loans. These additional funds are for the
construction of single family homes with a maximum loan-
to-value ratio of 75%. These loans are secured by the home
under construction. There were commitments to lend
additional funds of $0.8 million to this same borrower at
December 31, 2017.

TDR concessions can include reduction of interest rates,
extension of maturity dates, forgiveness of principal and/or
interest due, or acceptance of real estate or other assets in
full or partial satisfaction of the debt. Loan modifications
are not reported as TDRs after 12 months if the loan was
modified at a market rate of interest for comparable risk
loans, and the loan is performing in accordance with the
terms of the restructured agreement. All loans classified as
TDRs are considered to be impaired.

When a loan is modified as a TDR, there may be a direct,
material impact on the loans within the Consolidated
Balance Sheets, as principal balances may be partially
forgiven. The financial effects of TDRs are presented in the
following table and represent the difference between the
outstanding recorded balance pre-modification and post-
modification, for the periods ending December 31,2018 and
2017:

Year ended December 31, 2018

Year ended December 31,2017

Pre- Post- Pre- Post
modification modification modification -modification
Outstanding Outstanding Outstanding Outstanding
Number of Recorded Recorded Number of Recorded Recorded
(Dollars in thousands) Contracts Investment Investment Contracts Investment Investment
Troubled debt restructurings:
Single family.......cocovvveceieeenrncccenne 2 3 217 220 38 282 514
Commercial real estate:
1 54 54 0 0 0
2 1,518 1,518 0 0 0
10 373 373 15 588 591
1 70 70 1 416 116
16 $ 2,232 2,235 19 $ 1,286 1,221

Loans that were restructured within the 12 months preceding December 31, 2018 and 2017 and defaulted during the year are

presented in the table below:

Year ended December 31, 2018

Year ended December 31, 2017

Outstanding Outstanding
Number of Recorded Number of Recorded
(Dollars in thousands) Contracts Investment Contracts Investment
TDRs that subsequently defaulted:
Consumer 1 3 17 1 3 65
TOLAL oot 1 3 17 1 8 65
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The Company considers a loan to have defaulted when it
becomes 90 or more days past due under the modified terms,
when it is placed in non-accrual status, when it becomes
other real estate owned, or when it becomes non-compliant
with some other material requirement of the modification
agreement.

Loans that were non-accrual prior to modification remain
non-accrual for at least six months following modification.
Non-accrual TDR loans that have performed according to
the modified terms for six months may be returned to
accruing status. Loans that were accruing prior to
modification remain on accrual status after the modification
as long as the loan continues to perform under the new
terms.

TDRs are reviewed for impairment following the same
methodology as other impaired loans. For loans that are
collateral dependent, the value of the collateral is reviewed
and additional reserves may be added as needed. Loans that
are not collateral dependent may have additional reserves
established if deemed necessary. The allocated reserves for
TDRs was $0.6 million, or 7.2%, of the total $8.7 million in
allowance for loan losses at December 31, 2018, and $0.9
million, or 9.8%, of the total $9.3 million in allowance for
loan losses at December 31, 2017.

Loans acquired in a business combination are segregated
into two types: purchased performing loans with a discount
attributable at least in part to credit quality and PCI loans
with evidence of significant credit deterioration. Purchased
performing loans are accounted for in accordance with ASC
310-20 “Nonrefundable Fees and Other Costs” as these
loans do not have evidence of credit deterioration since
origination. PCI loans are accounted for in accordance with
ASC 310-30 “Receivables — Loans and Debt Securities
Acquired with Deteriorated Credit Quality” as they display
significant credit deterioration since origination. In
accordance with ASC 310-30, for PCI loans, the difference
between contractually required payments at acquisition and
the cash flows expected to be collected is referred to as the
non-accretable difference. This amount is not recognized as
a yield adjustment or as a loss accrual or a valuation
allowance. Furthermore, any excess of cash flows expected
at acquisition over the estimated fair value is referred to as
the accretable yield and is recognized into interest income
over the remaining life of the loans when there is a
reasonable expectation about the amount and timing of such
cash flows. Increases in expected cash flows subsequent to
the initial investment are recognized prospectively through
an adjustment of the yield on the loan over its remaining
estimated life. Decreases in expected cash flows are
recognized immediately as an impairment through the
provision for loan losses.
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The following is additional information with respect to
loans acquired through acquisitions:

Contractual Net
Principal ~ Accretable  Carrying

(Dollars in thousands) Receivable Difference ~ Amount

Purchased Performing Loans:

Balance at December 31, 2015........... $ 18,539 (459) 18,080
Loans acquired during the period.. $ 11,772 (211) 11,561
Change due to

payments/refinances ...........c........ (13,413) 340  (13,073)
Change due to loan charge-off....... (156) (2) (158)

Balance at December 31, 2016........... $ 16,742 (332) 16,410

Change due to

payments/refinances .................... $  (6,594) 101 (6,493)
Transferred to foreclosed assets..... 2) 0 2)
Change due to loan charge-off....... (18) 0 (18)

Balance at December 31, 2017........... $ 10,128 (231) 9,897

Change due to
payments/refinances .................. $ (2,815 49 (2,766)
Balance at December 31, 2018......... $ 7313 (182) 7,131
Contractual Non- Net
Principal  Accretable Accretable Carrying

(Dollars in thousands) Receivable Difference Difference Amount

Purchased Credit Impaired

Loans:
Balance at December 31,
2015 e $ 555 (162) 0 393
Loans acquired during the
period ..o $ 329 (37) 0 292
Transfer to accretable
difference ........ccoevevvevennnnns 0 199 (199) 0
Change due to
payments/refinances ......... (449) 0 147 (302)
Balance at December 31,
2016 e $ 435 0 (52) 383
Change due to
payments/refinances ......... $ (33) 0 13 (20)
Balance at December 31,
2017 o $ 402 0 (39) 363
Change due to
payments/refinances ....... $ (214) 0 33 (181)
Balance at December 31,
2018 . $ 188 0 (6) 182

As a result of acquisitions, the Company has PCI loans for
which there was, at acquisition, evidence of deterioration of
credit quality since origination and for which it was
probable at acquisition that all contractually required
payments would not be collected. The carrying amount of
those loans as of December 31, 2018 was $0.2 million.
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No material provision for loan losses was recognized during
the period ended December 31, 2018 related to acquired
loans as there was no significant change to the credit quality
of the loans.

NOTE 7 Accrued Interest Receivable
Accrued interest receivable at December 31 is summarized
as follows:

(Dollars in thousands) 2018 2017

Securities available for sale............ccoceeveeinnne $ 381 352

Loans receivable.........ccveereinenncnccneeee 1,975 1,992
$ 2,356 2,344

NOTE 8 Intangible Assets
The Company’s intangible assets consist of core deposit
intangibles, goodwill, and mortgage servicing rights. A

summary of mortgage servicing rights activity for 2018 and
2017 is as follows:

(Dollars in thousands) 2018 2017
Mortgage servicing rights:

Balance, beginning of year............ccccccoceeeniuee $ 1,724 1,604
Originations...........cccceeeee. 682 675
Amortization.. (551) (555)
Balance, end of year 1,855 1,724
Valuation reServe........covveveereerieereeeeeeeenenns 0 0
Mortgage servicing rights, net .............c.cceeeee $ 1,855 1,724
Fair value of mortgage servicing rights........... $ 3,901 3,196

All of the single family loans sold where the Company
continues to service the loans are serviced for FNMA under
the individual loan sale program. The following is a
summary of the risk characteristics of the loans being
serviced for FNMA at December 31, 2018:

Weighted
Weighted  Average
Loan Average Remaining Number
Principal  Interest Term of
(Dollars in thousands) Balance Rate (months)  Loans
Original term:
30 year fixed rate.............. $ 301,378 4.17% 307 2,314
15 year fixed rate.. . 93,698 3.17 130 964
Adjustable rate.................. 53 4.38 269 2

The gross carrying amount of intangible assets and the
associated accumulated amortization at December 31, 2018
and 2017 are presented in the following table. Amortization
expense for intangible assets was $0.7 million for each of
the years ended December 31, 2018, 2017 and 2016.

Gross Unamortized
Carrying  Accumulated Intangible
(Dollars in thousands) Amount  Amortization Assets

December 31, 2018

Mortgage servicing rights.. $ 4,526 (2,671) 1,855
Core deposit intangibles ... 574 (319) 255
Goodwill.............cccocvueinnne 802 0 802
Total......cccooovvviviiiiciene $ 5,902 (2,990) 2,912
December 31, 2017
Mortgage servicing rights .... $ 4,244 (2,520) 1,724
Core deposit intangibles....... 574 (219) 355
GoodWill....c.coveririicciciinns 802 0 802
Total...oeveeeiirrcicccereeeee $ 5,620 (2,739) 2,881

The following table indicates the estimated future
amortization expense for amortizing intangible assets:

Total
Mortgage Core Amortizing
Servicing Deposit Intangible
(Dollars in thousands) Rights Intangible Assets
Year ended December 31,
467 99 566
389 99 488
344 47 391
284 10 294
206 0 206
Thereafter ........cccoeeevevenrenennne. 165 0 165
$ 1,855 255 2,110

No amortization expense relating to goodwill is recorded as
generally accepted accounting principles do not allow
goodwill to be amortized, but require that it be tested for
impairment at least annually, or sooner, if there are
indications that impairment may exist.

Projections of amortization are based on asset balances and
the interest rate environment that existed at December 31,
2018. The Company’s actual experience may be
significantly different depending upon changes in mortgage
interest rates and other market conditions.
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NOTE 9 Real Estate, Net

A summary of real estate at December 31, 2018 and 2017 is as follows:

2018 2017
(Dollars in thousands) Residential ~ Commercial Total Residential Commercial Total
Real estate in judgment subject to redemption......... $ 0 0 (1} 40 173 213
Real estate acquired through foreclosure.................. 0 414 414 0 414 414
0 414 414 40 587 627
Allowance for [0SSES ........ccoeeueuririnininiiicieeieieeias 0 0 0 0 0 0
Real estate, Nt .......ccveeeeeierieriecieeeeeeeeeeee e $ 0 414 414 40 587 627

NOTE 10 Premises and Equipment
A summary of premises and equipment at December 31,
2018 and 2017 is as follows:

(Dollars in thousands) 2018 2017

2,621 2,021
Office buildings and improvements . 10,878 9,844
Furniture and equipment ...........c.cceeccennnne 12,935 12,507
26,434 24,372

Accumulated depreciation............c.ccccceueuennne. (16,799) (16,146)
$ 9,635 8,226

The increase in premises and equipment related primarily to
the purchase of a building in the Milwaukee area that will
be used as a new location for our existing loan production
office in that market.
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NOTE 11 Deposits

Deposits and their weighted average interest rates at December 31, 2018 and 2017 are summarized as follows:

2018 2017

Weighted Weighted

Average Percent Average Percent
(Dollars in thousands) Rate Amount of Total Rate Amount of Total
Noninterest checking................... 0.00% $ 163,500 26.2% 0.00% $ 172,007 27.1%
NOW accounts 0.10 88,715 14.3 0.05 90,599 14.3
Savings accounts .............cccceueeene 0.08 76,839 12.3 0.08 75,255 11.8
Money market accounts............... 0.56 181,374 29.1 0.40 186,937 29.4

510,428 81.9 524,798 82.6

Certificates by rate:
0-0.99% oo 32,904 53 58,444 9.2
1-1.99% .. 47,627 7.6 43,691 6.9
2-2.99% .. 31,680 5.1 8,550 1.3
3-3.99% ......... 713 0.1 118 0.0
Total certificates .........coceeevveruenene 1.32 112,924 18.1 0.94 110,803 17.4
Total deposits.......c.cccevreruruereucrcnnne 043  § 623,352 100.0% 030 $ 635,601 100.0%

At December 31, 2018 and 2017, the Company had $182.0
million and $204.2 million, respectively, of deposit
accounts with balances of $250,000 or more. At December

31,2018 and 2017, the Company had no certificate accounts
that had been acquired through a broker.

Certificates had the following maturities at December 31, 2018 and 2017:

2018 2017

Weighted Weighted

Average Average
(Dollars in thousands) Amount Rate Amount Rate
Remaining term to maturity
1-6 MONAS ..o $ 39,004 1.23% $ 28,133 0.54%
7-12 months... 36,711 1.29 37,439 0.95
13-36 months..... 33,941 1.46 39,382 1.14
OVEr 36 MONNS ...o.ooviieiiieiiiceeeeeeee s 3,268 1.44 5,849 1.28

$ 112,924 1.32 $ 110,803 0.94

At December 31,2018 and 2017, the Company had pledged
mortgage loans and mortgage-backed and related securities
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with an amortized cost of approximately $17.9 million and
$18.9 million, respectively, as collateral for certain deposits.
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Interest expense on deposits is summarized as follows for the years ended December 31, 2018, 2017 and 2016:

(Dollars in thousands)

NOW QCCOUNTS.......oeuiiiiiiiiiieiteeteeeeeteereeeesaesesaessesseesesaessaeseessessessenes $
Savings accounts
Money market accounts
CertifICALES ....veeveeeieeieiieieetec ettt ettt sb e s s esaeneennas

2018 2017 2016
62 77 50
61 63 62
865 560 366
1,243 770 524
$ 2,231 1,470 1,002

NOTE 12 Federal Home Loan Bank (FHLB) Advances
and Other Borrowings

The Bank had no outstanding advances from the FHLB or
borrowings from the Federal Reserve Bank of Minneapolis
as of December 31, 2018 or December 31, 2017. At
December 31, 2018 the Bank had collateral pledged to the
FHLB consisting of FHLB stock, mortgage loans, and
investments with a borrowing capacity of approximately
$167.6 million, based upon the mortgage loans and
securities that were pledged at December 31, 2018, subject
to a requirement to purchase FHLB stock. The Bank also
had the ability to draw additional borrowings of $73.0
million from the Federal Reserve Bank of Minneapolis,
based upon the loans that were pledged to them as of
December 31, 2018, subject to approval from the Board of
Governors of the Federal Reserve System (FRB).

At December 31, 2017 the Bank had collateral pledged to
the FHLB consisting of FHLB stock, mortgage loans, and
investments with a borrowing capacity of approximately
$106.3 million, subject to a requirement to purchase FHLB
stock. The Bank also had the ability to draw additional
borrowings of $77.9 million from the Federal Reserve Bank
of Minneapolis, based upon the loans that were pledged to
them as of December 31, 2017, subject to approval from the
FRB.
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NOTE 13 Income Taxes
Income tax expense for the years ended December 31, 2018,
2017 and 2016 is as follows:

(Dollars in thousands) 2018 2017 2016
Current:
Federal.......c.ccovevvevveenieinen. $ 1,690 2,287 939
St v 115 10 55
Total current ........cccoveveenene 1,805 2,297 994
Deferred:
Federal.......c.ccocovevveieiiieiene 234 1,412 2,322
849 693 806
Total deferred ...................... 1,083 2,105 3,128
Income tax expense ........c..coeeueee. $ 2,888 4,402 4,122

The reasons for the difference between the expected income
tax expense utilizing the federal corporate tax rate of 21%
in 2018, and 34% in 2017 and 2016 and the actual income
tax expense are as follows:

(Dollars in thousands) 2018 2017 2016
Expected federal income tax
EXPENSE...oviviiiiiieiieienieiieie e $ 2,336 2,994 3,560
Items affecting federal income
tax:
State income taxes, net of
federal income tax
deduction .........cccocevvueueeenne 559 529 622
Tax exempt interest.................. 11 (16) (16)
Change in federal tax rate ........ 0 1,062 0
Other, net.....cccceveverieirieienens 4 (167) (44)
Income tax expense ........cccoeeuenee $ 2,888 4,402 4,122
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The tax effects of temporary differences that give rise to the
deferred tax assets and deferred tax liabilities are as follows
at December 31:

(Dollars in thousands) 2018 2017
Deferred tax assets:
Allowances for loan and real estate losses ... $ 2,428 2,602
Deferred compensation costs...........c.cc.c..... 154 166
Deferred ESOP loan asset......... 473 487
Nonaccruing loan interest.............ccccceveueuenee 185 221
State net operating loss carryforward............ 160 824
Alternative minimum tax credit
carryforward ..........occccceiennceccinieee 208 175
Net unrealized loss on securities available
fOr Sale ..o 426 372
OheT ... 91 92
Total gross deferred tax assets ................. 4,125 4,939
Deferred tax liabilities:
Deferred 10an costs .........coveeeernirerecncnenn 367 37
Premises and equipment basis difference..... 509 380
Originated mortgage servicing rights ........... 519 482
Federal tax liability on state net operating
loss carryforwards ...........cccococeininiciccnnne 34 280
Other....ovveiiiiicrccceeecceee e 54 88
Total gross deferred tax liabilities............ 1,483 1,267
Net deferred tax assets..........coeeeerererrennnne $ 2,642 3,672
The Company has no federal net operating loss

carryforwards and $1.8 million of state net operating loss
carryforwards at December 31, 2018 that expire beginning
in 2023.

On December 22, 2017 the Tax Cuts and Jobs Act became
law. Among other things, this law reduced the corporate tax
rate for the Company from 34% to 21% effective January 1,
2018. In accordance with current accounting guidelines, this
change in the tax rate was reflected as an adjustment to the
Company’s deferred tax items at December 31, 2017. The
net result of this adjustment was to reduce the Company’s
net deferred tax asset by $1.1 million with a corresponding
increase to income tax expense in the fourth quarter of2017.

Retained earnings at December 31, 2018 included
approximately $8.8 million for which no provision for
income taxes was made. This amount represents allocations
of income to bad debt deductions for tax purposes.
Reduction of amounts so allocated for purposes other than
absorbing losses will create income for tax purposes, which
will be subject to the then-current corporate income tax rate.

The Company considers the determination of the deferred
tax asset amount and the need for any valuation reserve to
be a critical accounting policy that requires significant
judgment. The Company has, in its judgment, made
reasonable assumptions and considered both positive and
negative evidence relating to the ultimate realization of
deferred tax assets. Positive evidence includes the
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cumulative net income generated over the prior three year
period and the probability that taxable income will be
generated in future periods. The Company could not
currently identify any negative evidence. Based upon this
evaluation, the Company determined that no valuation
allowance was required with respect to the net deferred tax
assets at December 31, 2018 and 2017.

NOTE 14 Employee Benefits

All eligible full-time employees of the Bank that were hired
prior to 2002 were included in a noncontributory retirement
plan sponsored by the Financial Institutions Retirement
Fund (FIRF). The Home Federal Savings Bank (Employer
#8006) plan participates in the Pentegra Defined Benefit
Plan for Financial Institutions (the Pentegra DB Plan). The
Pentegra DB Plan’s Employer Identification Number is 13-
5645888 and the Plan number is 333. The Pentegra DB Plan
operates as a multi-employer plan for accounting purposes
under the Employee Retirement Income Security Act of
1974, as amended (ERISA), and the Internal Revenue Code.
There are no collective bargaining agreements in place that
require contributions to the Pentegra DB Plan.

The Pentegra DB Plan is a single plan under Internal
Revenue Code Section 413(c) and, as a result, all of the
assets stand behind all of the liabilities. Accordingly, under
the Pentegra DB Plan, contributions made by a participating
employer may be used to provide benefits to participants of
other participating employers.

Effective September 1, 2002, the accrual of benefits for
existing participants was frozen and no new enrollments
have been permitted into the plan. The actuarial present
value of accumulated plan benefits and net assets available
for benefits relating to the Bank's employees was not
available at December 31, 2018 because such information is
not accumulated for each participating institution. As of
June 30, 2018, the Pentegra DB Plan valuation report
reflected that the Bank was obligated to make a contribution
totaling $0.1 million which was paid and expensed in 2018.

Funded status (market value of plan assets divided by
funding target) as of July 1 for the 2018, 2017, and 2016
plan years were 89.86%, 95.45%, and 97.09%, respectively.
Market value of plan assets reflects contributions received
through June 30, 2018.

Total employer contributions made to the Pentegra DB Plan,
as reported on Form 5500, equal $367.1 million, $153.2
million, and $163.1 for the plan years ended June 30, 2017,
2016 and 2015, respectively. The Bank’s contributions to
the Pentegra DB Plan are not more than 5% of the total
contributions to the Pentegra DB Plan. There is no funding
improvement plan or rehabilitation plan as part of this multi-
employer plan.
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The following contributions were paid by the Bank during the fiscal years ending December 31:

(Dollars in thousands)

2018 2017 2016
Date Paid Amount Date Paid Amount Date Paid Amount
$ 0 01/06/2017.......c....... Mg 119 $ 0
10/11/2018............ 26 10/15/2017............... 27 10/15/2016............... 33
12/27/2018............ 92 12/27/2017....ccucuu.. 99 0
Total..................... $ 118 $ 245 $ 33

M The contribution relates to the 2016 plan year and was accrued at December 31, 2016.

The Company has a qualified, tax-exempt savings plan with
a deferred feature qualifying under Section 401(k) of the
Internal Revenue Code (the 401(k) Plan). All employees
who have attained 18 years of age are eligible to participate
in the 401(k) Plan. Participants are permitted to make
contributions to the 401(k) Plan equal to the lesser of 50%
of their annual salary or the maximum allowed by law,
which was $18,500 for 2018 and $18,000 for 2017 and
2016. The Company matches 25% of each participant’s
contributions up to a maximum of 8% of their annual salary.
Participant contributions and earnings are fully and
immediately vested. The Company’s contributions are
vested on a three year cliff basis, are expensed annually, and
were $0.2 million in 2018, 2017 and 2016.

The Company has adopted an Employee Stock Ownership
Plan (the ESOP) that meets the requirements of Section
4975(e)(7) of the Internal Revenue Code and Section
407(d)(6) of ERISA and, as such, the ESOP is empowered
to borrow in order to finance purchases of the common stock
of HMN. The ESOP borrowed $6.1 million from the
Company to purchase 912,866 shares of common stock in
the initial public offering of HMN in 1994. As a result of a
merger with Marshalltown Financial Corporation (MFC),
the ESOP borrowed $1.5 million in 1998 to purchase an
additional 76,933 shares of HMN common stock to account
for the additional employees and to avoid dilution of the
benefit provided by the ESOP. The ESOP debt requires
quarterly payments of principal plus interest at 7.52%. The
Company has committed to make quarterly contributions to
the ESOP necessary to repay the loans including interest.
The Company contributed $0.5 million in 2018, 2017 and
2016.

As the debt is repaid, ESOP shares that were pledged as
collateral for the debt are released from collateral based on
the proportion of debt service paid in the year and then
allocated to eligible employees. The Company accounts for
its ESOP in accordance with ASU 718, Employers'
Accounting for Employee Stock Ownership Plans.
Accordingly, the shares pledged as collateral are reported as

50

unearned ESOP shares in stockholders' equity. As shares are
determined to be ratably released from collateral, the
Company reports compensation expense equal to the current
market price of the shares and the shares become
outstanding for earnings per common share computations.
ESOP compensation expense was $0.5 million for 2018,
$0.4 million for 2017 and $0.3 million for 2016.

All employees of the Bank are eligible to participate in the
ESOP after they attain age 18 and complete one year of
service during which they worked at least 1,000 hours. A
summary of the ESOP share allocation is as follows for the
years ended December 31:

2018 2017 2016

Shares held by participants

beginning of the year................ 357,135 339,870 334,277
Shares allocated to participants ... 24,317 24,317 24,377
Shares distributed to participants . (41,215) (7,052) (18,784)
Shares held by participants end

Of year....cooveieeeeeee 340,237 357,135 339,870
Unreleased shares beginning of

the year.....coceeeveveeeeeeeene 255,429 279,746 304,123
Shares released during year.......... (24,317) (24,317) (24,377)
Unreleased shares end of year ...... 231,112 255,429 279,746
Total ESOP shares end of year..... 571,349 612,564 619,616

Fair value of unreleased shares

at December 31 $ 4,534,417 4,878,694 4,895,555

In April 2009 the HMN Financial, Inc. 2009 Equity and
Incentive Plan (2009 Plan) was adopted by the Company. In
April 2017, the 2009 Plan was superseded by the HMN
Financial, Inc. 2017 Equity Incentive Plan (2017 Plan) and
options or restricted shares were no longer awarded from
the 2009 Plan. As of December 31, 2018 there were 22,819
vested and 11,410 unvested options outstanding under the
2009 Plan. These options expire 10 years from the date of
grant and have an average exercise price of $11.21. There
were also 7,340 shares of restricted stock previously granted
to current employees under the 2009 Plan that as of
December 31, 2018 remained unvested.
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The purpose of the 2017 Plan is to attract and retain the best
available personnel for positions of responsibility with the
Company, to provide additional incentives to them and align
their interests with those of the Company’s stockholders,
and to thereby promote the Company’s long-term business
success. 375,000 shares of HMN common stock were
initially available for distribution under the 2017 Plan in
either restricted stock or options, subject to adjustment for
future stock splits, stock dividends and similar changes to

capitalization of the Company. Additionally, shares of
restricted stock that are awarded are counted as 1.5 shares
for purposes of determining the total shares available for
issuance under the 2017 Plan. As of December 31, 2018,
there were no options outstanding under the 2017 Plan.
There were 7,224 shares of restricted stock previously
granted to current employees under the 2017 Plan that
remained unvested at December 31, 2018.

A summary of activities under all plans for the past three years is as follows:

Unvested options

Unvested Award Value/ Weighted
Shares Restricted Weighted Average Vesting
Available Shares Options Average Grant Date Period
For Grant Outstanding Outstanding Exercise Price Number Fair Value  (in years)
2009 Plan
December 31, 2015.......cccccceennnee 96,341 38,886 15,000 § 4.77 0
Granted January 26, 2016....... (4,087) 3,406 0 N/A 0 3
Granted January 26, 2016....... (34,229) 0 34,229 11.21 34,229 $ 4.04
Granted April 26, 2016............ (3,149) 2,624 0 N/A 0 1
Vested....coovvvnnicnene . 0 (24,320) 0 N/A 0
December 31, 2016 54,876 20,596 49,229 § 9.25 34229 § 4.04
Granted January 31, 2017 ....... (11,164) 9,303 0 N/A 3
Transferred to 2017 Plan......... (43,712) 0 0 N/A
Vested......ooeevivcinenes . 0 (15,018) 0 N/A (11,409) 4.04
December 31, 2017...... 0 14,881 49,229 $ 9.25 22,820 $ 4.04
Options Exercised ................. 0 0 (15,000)
Vested .........cccoooeiiiinnnnn 0 (7,541) 0 N/A (11,410) 4.04
December 31,2018..................... 0 7,340 34,229 $ 11.21 11,410 $ 4.04
2017 Plan
April 25,2017 .c.cciviccciennne 375,000 0 0
Granted May 5, 2017 ..... (3,420) 2,280 0 N/A 1
Transferred from 2009 Plan ........ 43,712 0 0 N/A 0
December 31, 2017.....ccccvenennnnee 415,292 2,280 0 N/A 0
Granted January 23, 2018.... (10,044) 6,696 0 N/A 3
Granted April 24,2018......... (792) 528 0 N/A 1
Vested .......cccooovvvvvveeiieienene, 0 (2,280) 0 N/A 0
December 31,2018..................... 404,456 7,224 0 N/A 0
Total all plans.........c..ooeceennne 404,456 14,564 34229 § 11.21 11,410 § 4.04
The following table summarizes information about stock options outstanding at December 31, 2018:
(Dollars in thousands) Weighted
Average
Years Over
Weighted Which
Average Unrecognized
Remaining Unrecognized Compensation
Exercise Number Contractual Number Number Compensation will be
Date of Grant Price Outstanding Life in Years Exercisable Unexercisable Expense Recognized
January 26, 2016 ............... $ 11.21 34,229 7.1 22,819 11,410 § 1,165 0.1
34,229 22,819 11,410 $ 1,165
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The Company will issue shares from treasury stock upon the
exercise of outstanding options.

In accordance with ASC 718, the Company recognizes
compensation expense relating to stock options over the
vesting period. The amount of the expense was determined
under the fair value method. The fair value for each option
grant is estimated on the date of the grant using the Black
Scholes option valuation method. There were no options
granted in 2018 or 2017.

NOTE 15 Earnings per Common Share

The assumptions used in determining the fair value of the
options granted during 2016 are as follows:

2016
Risk-free interest rate ..........occceveerveenverenenrennnencnnen 2.10%
Expected life (in years).......cocooveoeeerenenenieecnene 10
Expected volatility........ccccoeoveiriniinincncieiecncne 22.83%
Expected dividends..........ccooveoiiininincniiiiiicen 0.00%

The following table reconciles the weighted average shares outstanding and net income for basic and diluted earnings per

common share:

Year ended December 31,

(Dollars in thousands, except per share data) 2018 2017 2016
Weighted average number of common shares outstanding used in basic earnings per common

SNATE CAICULALION.......vivieeiietiieiietet ettt ettt ettt ettt et seese s ese bt e beseeseseese s esensesensesennens 4,368,289 4,215,899 4,180,994
Net dilutive effect of :

OPHONS ANA WAITANLS ...ttt ettt ettt b ettt s ettt be st et et be et ssesebesesene s 423,818 640,410 553,386

Restricted StOCK @WATAS.......c.eiuiieieiiieiieiei ettt ettt b e s st e eaesseebeeseessessensesensens 10,868 11,662 13,367
Weighted average number of common shares outstanding adjusted for effect of dilutive securities.. 4,802,975 4,867,971 4,747,747
Net income available to common SharehOIAETS ............cceiiviiuieieiiieieeeeeeeeeeee e $ 8,236 4,404 6,350
Basic earnings per common share . $ 1.89 1.04 1.52
Diluted earnings per COMMON SNATE............c.cceciririeiiuiuiieiciecire et e $ 1.71 0.90 1.34

NOTE 16 Stockholders' Equity

The Company did not repurchase any shares of its common
stock in the open market or pay any dividends on its
common stock during 2018, 2017 or 2016. The Company
did purchase 3,589 shares of common stock, at a value of
$19.94 per share, from a director in a cashless exchange of
options exercised in 2018.

The Company's certificate of incorporation authorizes the
issuance of up to 500,000 shares of preferred stock, and on
December 23, 2008, the Company completed the sale of
26,000 shares of Fixed Rate Cumulative Perpetual Preferred
Stock, Series A (Preferred Stock) to the United States
Department of Treasury (Treasury). The Preferred Stock
had a liquidation value of $1,000 per share and a related
warrant was also issued to purchase 833,333 shares of HMN
common stock at an exercise price of $4.68 per share (the
Warrant). The transaction was part of the Treasury’s Capital
Purchase Program under the Emergency Economic
Stabilization Act of 2008.

On February 17, 2015, the Company redeemed the final
10,000 shares of outstanding Preferred Stock. On May 21,
2015, the Treasury sold the Warrant at an exercise price of
$4.68 per share to three unaffiliated third party investors for
an aggregate purchase price of $5.7 million. In 2018, all of
the outstanding Warrants were either exercised by the
Warrant holder or repurchased by the Company. These
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Warrant transactions resulted in the Company issuing an
additional 319,651 shares of common stock from treasury
shares for Warrants that were exercised and paying $6.5
million in cash to repurchase the remaining Warrants. As a
result of these transactions, the Company no longer has any
obligations under the Warrant.

On November 28, 2018, the Board of Directors announced
a new share repurchase program, pursuant to which the
Company may purchase shares of its common stock for an
aggregate purchase price not to exceed $6 million. The
share repurchase program does not obligate the Company to
purchase any shares and has no set expiration date. No
shares were repurchased by the Company in 2018 under the
share repurchase program.

In order to grant a priority to eligible accountholders in the
event of future liquidation, the Bank, at the time of
conversion to a stock savings bank, established a liquidation
account equal to its regulatory capital as of September 30,
1993. In the event of future liquidation of the Bank, an
eligible accountholder who continues to maintain their
deposit account shall be entitled to receive a distribution
from the liquidation account. The total amount of the
liquidation account will decrease as the balance of eligible
accountholders is reduced subsequent to the conversion,
based on an annual determination of such balance.
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NOTE 17 Regulatory Capital

The Company and the Bank are subject to the Basel III
regulatory capital requirements. The Basel I1I requirements,
among other things, (i) apply a set of capital requirements
to the Bank (the Company is exempt, pursuant to the Small
Bank Holding Company Policy Statement (Policy
Statement) described below), including requirements
relating to common equity as a component of core capital,
(i1) implement a “capital conservation buffer” against risk
and a higher minimum Tier 1 capital requirement, and (iii)
set forth rules for calculating risk-weighted assets for
purposes of such requirements. The rules made
corresponding revisions to the prompt corrective action
framework and include capital ratios and buffer
requirements which are fully phased in as of January 1,
2019. Failure to meet minimum capital requirements can
initiate certain mandatory and possibly additional
discretionary actions by regulators that, if undertaken, could
have a direct material effect on the Company's financial
statements. Under capital adequacy guidelines and the
regulatory framework for prompt corrective action, the
Bank must meet specific capital guidelines that involve
quantitative measures of its assets, liabilities and certain off-

balance sheet items as calculated under regulatory
accounting practices. The capital amounts and classification
are also subject to qualitative judgments by the regulators
about components, risk weightings and other factors.

The FRB amended its Policy Statement, to exempt small
bank holding companies with assets less than $3 billion
from the above capital requirements. The Policy Statement
was also expanded to include savings and loan holding
companies that meet the Policy Statement’s qualitative
requirements for exemption. The Company currently meets
the qualitative exemption requirements, and therefore, is
exempt from the above capital requirements.

Quantitative measures established by regulations to ensure
capital adequacy require the Bank to maintain minimum
amounts and ratios (set forth in the following table and
defined in the regulation) of Common Equity Tier 1 capital
to risk weighted assets, Tier 1 capital to adjusted total assets,
Tier 1 capital to risk weighted assets, and total capital to risk
weighted assets.

At December 31, 2018 and 2017, the Bank's capital amounts and ratios are presented for actual capital, required capital and
excess capital including amounts and ratios in order to qualify as being well capitalized under the prompt corrective action

regulations:

To Be Well Capitalized

Under Prompt
Required to be Corrective Action
Actual Adequately Capitalized Excess Capital Provisions

Percent of Percent of Percent of Percent of
(Dollars in thousands) Amount Assets" Amount Assets! Amount Assets" Amount Assets"
December 31, 2018
Common equity Tier 1 capital............ $ 79,552 13.26% $ 26,988 450% $ 52,564 8.76% $ 38,982 6.50%
Tier 1 leverage........................ 79,552 11.00 28,923 4.00 50,629 7.00 36,154 5.00
Tier 1 risk-based capital ... 79,552 13.26 35,983 6.00 43,569 7.26 47,978 8.00
Total risk-based capital....................... 87,063 14.52 47,978 8.00 39,085 6.52 59,972 10.00
December 31, 2017
Common equity Tier 1 capital............... $ 76,279 12.45% $ 27,561 4.50% $ 48,718 7.95% $ 39,810 6.50%
Tier 1 [eVerage .....cceoeveeeveereecereieennns 76,279 10.68 28,569 4.00 47,710 6.68 35,711 5.00
Tier 1 risk-based capital .. 76,279 12.45 36,748 6.00 39,531 6.45 48,997 8.00
Total risk-based capital..........ccceueueuenee. 83,957 13.71 48,997 8.00 34,960 5.71 61,246 10.00

() Based upon the Bank’s adjusted total assets for the purpose of the Tier 1 leverage capital ratio and risk-weighted assets for the purpose of the risk-based

capital ratios.

The Bank must maintain a capital conservation buffer
composed of common equity Tier 1 capital above its
minimum risk-based capital requirements in order to avoid
limitations on capital distributions, including dividend
payments and certain discretionary bonus payments to
executive officers. For 2018, the capital conservation buffer
was 1.875% and in 2019, and for all periods thereafter, the
buffer amount increases to 2.50%. Management believes
that, as of December 31, 2018, the Bank’s capital ratios
were in excess of those quantitative capital ratio standards
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set forth under the current prompt corrective action
regulations, including the capital conservation buffer
described above. However, there can be no assurance that
the Bank will continue to maintain such status in the future.
The Office of the Comptroller of the Currency has extensive
discretion in its supervisory and enforcement activities, and
can adjust the requirement to be well-capitalized in the
future. In addition, the Company must adhere to various
U.S. Department of Housing and Urban Development
(HUD) regulatory guidelines including required minimum
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capital and liquidity amounts to maintain their Federal
Housing Administration approved status. Failure to comply
with the HUD guidelines could result in withdrawal of this
certification. As of December 31, 2018, the Company was
in compliance with HUD guidelines.

NOTE 18 Financial Instruments with Off-Balance Sheet
Risk

The Company is a party to financial instruments with off-
balance sheet risk in the normal course of business to meet
the financing needs of its customers. These financial
instruments include commitments to extend credit. These
commitments involve, to varying degrees, elements of
credit and interest rate risk in excess of the amounts
recognized in the balance sheet. The contract amounts of
these instruments reflect the extent of involvement by the
Company.

The Company's exposure to credit loss in the event of
nonperformance by the other party to the financial
instrument for commitments to extend credit is represented
by the contract amount of these commitments. The
Company uses the same credit policies in making
commitments as it does for on-balance sheet instruments.

December 31,
Contract Amount

(Dollars in thousands) 2018 2017
Financial instruments whose contract amount
represents credit risk:
Commitments to originate, fund or
purchase loans:
Single family ........cccooeeviiinniiiis $ 6,081 3,792
Commercial real estate ...........occceeeverurnee 6,320 12,968
Commercial business...........ccoeceveereenenns 782 6,495
Undisbursed balance of loans closed ..... 23,749 44,712
Unused lines of credit........ocoeveeeennnnnee 107,438 103,811
Letters of credit........oceveeveincnicncenee 2,608 1,867
Total commitments to extend credit... 146,978 173,645
Forward commitments.............cccooeeeverieerenne 7,289 5,629

Commitments to extend credit are agreements to lend to a
customer, at the customer’s request, as long as there is no
violation of any condition established in the contract.
Commitments generally have fixed expiration dates or other
termination clauses and may require payment of a fee. Since
a portion of the commitments are expected to expire without
being drawn upon, the total commitment amounts do not
necessarily represent future cash requirements. The Bank
evaluates each customer's creditworthiness on a case-by-
case basis. The amount of collateral obtained, if deemed
necessary by the Bank upon extension of credit, is based on
the loan type and on management's credit evaluation of the
borrower. Collateral consists primarily of residential and
commercial real estate and personal property.
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Forward commitments represent commitments to sell loans
to a third party following the closing of the loan and are
entered into in the normal course of business by the Bank.

The Bank issued standby letters of credit which guarantee
the performance of customers to third parties. The standby
letters of credit outstanding expire over the next 44 months
and totaled $2.6 million at December 31, 2018 and $1.9
million at December 31, 2017. The letters of credit are
collateralized primarily with commercial real estate
mortgages. Draws on standby letters of credit would be
initiated by the secured party under the terms of the
underlying obligation. Since the conditions under which the
Bank is required to fund the standby letters of credit may
not materialize, the cash requirements are expected to be
less than the total outstanding commitments.

The Company has certain obligations and commitments to
make future payments under existing contracts. At
December 31, 2018, the aggregate contractual obligations
(excluding bank deposits) and commercial commitments
were as follows:

Payments Due by Period
Less More
than 1 1-3 4-5  than5
(Dollars in thousands) Total  Year Years Years Years
Contractual Obligations:
Annual rental
commitments under
non-cancellable
operating leases............ $ 4,937 888 1,711 1,653 685
Total contractual
obligations............... $ 4,937 888 1,711 1,653 685
Amount of Commitments
Expiring by Period
Other Commercial
Commitments:
Commercial lines of
credit ....oooeveennnnn. ... $58,222 30,163 16,832 11,227 0
Commitments to lend....... 18,877 9,181 183 7,538 1,975
Standby letters of credit... 2,608 1,819 225 564 0
Total other
commercial
commitments ...... $79,707 41,163 17,240 19,329 1,975

NOTE 19 Derivative Instruments and Hedging
Activities

The Company originates single family residential loans for
sale into the secondary market and enters into commitments
to sell those loans in order to mitigate the interest rate risk
associated with holding the loans until they are sold. The
Company accounts for its commitments in accordance with
ASC 815, Accounting for Derivative Instruments and
Hedging Activities.
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The Company had commitments outstanding to extend
credit to future borrowers that had not closed prior to the
end of the year, which is referred to as its mortgage pipeline.
As commitments to originate loans enter the mortgage
pipeline, the Company generally enters into commitments
to sell the loans into the secondary market. The
commitments to originate and sell loans are derivatives that
are recorded at fair value. The marking of these derivatives
to fair value for the periods ended December 31, 2018 and
December 31, 2017 did not have a material impact on the
Company’s consolidated financial statements.

As of December 31, 2018 and 2017, the current
commitments to sell loans held for sale are derivatives that
do not qualify for hedge accounting. The loans held for sale
that are not hedged are recorded at the lower of cost or
market. The marking of these loans for the periods ended
December 31, 2018 and December 31, 2017 did not have a
material impact on the Company’s consolidated financial
statements.

NOTE 20 Fair Value Measurement

ASC 820, Fair Value Measurements, establishes a
framework for measuring the fair value of assets and
liabilities using a hierarchy system consisting of three

levels, based on the markets in which the assets and
liabilities are traded and the reliability of the assumptions
used to determine fair value. These levels are:

Level 1 - Valuation is based upon quoted prices for
identical instruments traded in active markets that the
Company has the ability to access.

Level 2 - Valuation is based upon quoted prices for
similar instruments in active markets, quoted prices for
identical or similar instruments in markets that are not
active, and model-based valuation techniques for
which significant assumptions are observable in the
market.

Level 3 — Valuation is generated from model-based
techniques that use significant assumptions not
observable in the market and are used only to the
extent that observable inputs are not available. These
unobservable assumptions reflect our own estimates of
assumptions that market participants would use in
pricing the asset or liability. Valuation techniques
include use of option pricing models, discounted cash
flow models and similar techniques.

The following table summarizes the assets of the Company for which fair values are determined on a recurring basis as of

December 31, 2018 and 2017.

Carrying Value at December 31, 2018

(Dollars in thousands) Total Level 1 Level 2 Level 3
Securities available for sale ...................c.ccooooiviiniiniii $ 79,980 0 79,980 (1}
Mortgage loan commitments.............c..cccoeiveeniineninenincneceenene 40 0 40 0
TOLAL ...ttt aeee $ 80,020 0 80,020 0
Carrying Value at December 31, 2017
(Dollars in thousands) Total Level 1 Level 2 Level 3
Securities available for Sale.............ccvevvevieiivieciieiceceeeeeeeeeeeeeens $ 77,472 0 77,472 0
Mortgage loan commitments.. 28 0 28 0
TOLAL ..ottt aee $ 77,500 0 77,500 0
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

The Company may also be required, from time to time, to
measure certain other financial assets at fair value on a
nonrecurring basis in accordance with generally accepted
accounting principles. These adjustments to fair value
usually result from the application of the lower-of-cost-or-
market accounting or write downs of individual assets. For

assets measured at fair value on a nonrecurring basis in 2018
and 2017 that were still held at December 31, the following
table provides the level of valuation assumptions used to
determine each adjustment and the carrying value of the
related individual assets or portfolios at December 31, 2018
and 2017.

Carrying Value at December 31, 2018

Year Ended
December 31,
2018
Total gains
(Dollars in thousands) Total Level 1 Level 2 Level 3 (losses)
Loans held for sale................cccooeinineniineeeee $ 3,444 0 3,444 (1} 45
Mortgage servicing rights, net..................cccocooeeee. 1,855 0 1,855 0 0
Loans @ ..o e 2,902 0 2,902 0 “7)
Real estate, net®. 414 0 414 0 0
TOAL ..ot $ 8,615 [1} 8,615 0 (52)
Carrying Value at December 31, 2017
Year Ended
December 31,
2017
Total gains
(Dollars in thousands) Total Level 1 Level 2 Level 3 (losses)
Loans held for sale.........cccoveviieireiieieeeeeieieeieienns $ 1,837 0 1,837 0 1
1,724 0 1,724 0 0
3,201 0 3,201 0 (413)
627 0 627 0 0
TOAL ettt $ 7,389 0 7,389 0 (412)

(M Represents carrying value and related specific reserves on loans for which adjustments are based on the appraised value of the collateral. The carrying

value of loans fully charged-off is zero.

@ Represents the fair value and related losses on foreclosed real estate and other collateral owned that were measured at fair value subsequent to their initial

classification as foreclosed assets.

NOTE 21 Fair Value of Financial Instruments

ASC 825, Disclosures about Fair Values of Financial
Instruments, requires disclosure of the estimated fair values
of the Company's financial instruments, including assets,
liabilities and off-balance sheet items for which it is
practicable to estimate fair value. The fair value estimates
are made as of December 31, 2018 and 2017 based upon
relevant market information, if available, and upon the
characteristics of the financial instruments themselves.
Because no market exists for a significant portion of the
Company's financial instruments, fair value estimates are
based upon judgments regarding future expected loss
experience, current economic  conditions,  risk
characteristics of various financial instruments and other

56

factors. The estimates are subjective in nature and involve
uncertainties and matters of significant judgment and
therefore cannot be determined with precision. Changes in
assumptions could significantly affect the estimates.

Fair value estimates are based only on existing financial
instruments without attempting to estimate the value of
anticipated future business or the value of assets and
liabilities that are not considered financial instruments. In
addition, the tax ramifications related to the realization of
the unrealized gains and losses can have a significant effect
on the fair value estimates and have not been considered in
any of the estimates.



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

The estimated fair value of the Company's financial instruments are shown below. Following the table, there is an explanation
of the methods and assumptions used to estimate the fair value of each class of financial instruments.

December 31, 2018 December 31, 2017
Fair value hierarchy
Carrying Estimated Contract  Carrying Estimated  Contract

(Dollars in thousands) amount fair value Level 1 Level 2 Level 3 amount amount fair value amount
Financial assets:

Cash and cash equivalents ......... $ 20,709 20,709 20,709 37,564 37,564

Securities available for sale ....... 79,980 79,980 79,980 77,472 77,472

Loans held for sale...................... 3,444 3,444 3,444 1,837 1,837

Loans receivable, net .. 586,688 578,978 578,978 585,931 585,494

FHLB stocK......ccceovevveriennns 867 867 867 817 817

Accrued interest receivable........ 2,356 2,356 2,356 2,344 2,344
Financial liabilities:

DepOSitS....eveeerieerieieieieieeeine 623,352 617,722 617,722 635,601 635,905

Accrued interest payable............ 346 346 346 146 146
Off-balance sheet financial

instruments:

Commitments to extend credit... 40 40 146,978 28 28 173,645

Commitments to sell loans......... (56) (56) 7,289 (11) (11) 5,629

Cash and Cash Equivalents
The carrying amount of cash and cash equivalents
approximates their fair value.

Securities Available for Sale
The fair values of securities were based upon quoted market
prices.

Loans Held for Sale

The fair values of loans held for sale were based upon
quoted market prices for loans with similar interest rates and
terms to maturity.

Loans Receivable

The fair value of the loan portfolio, with the exception of
the adjustable rate portfolio, was calculated by discounting
the scheduled cash flows through the estimated maturity
using anticipated prepayment speeds and using discount
rates that reflect the credit and interest rate risk inherent in
each loan portfolio. The fair value of the adjustable loan
portfolio was estimated by grouping the loans with similar
characteristics and comparing the characteristics of each
group to the prices quoted for similar types of loans in the
secondary market. The fair value disclosures for both the
fixed and adjustable rate portfolios were adjusted to reflect
the exit price amount anticipated to be received from the
sale of the portfolio in an open market transaction as
required upon adoption of ASU 2016-01, Financial
Instruments — Overall (Subtopic 825-10) Recognition and
Measurement of Financial Assets and Financial Liabilities
beginning in the first quarter of 2018.

FHLB Stock
The carrying amount of FHLB stock approximates its fair
value.
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Accrued Interest Receivable

The carrying amount of accrued interest receivable
approximates its fair value since it is short-term in nature
and does not present unanticipated credit concerns.

Deposits

The fair value of demand deposits, savings accounts and
certain money market account deposits is the amount
payable on demand at the reporting date. The fair value of
fixed maturity certificates of deposit is estimated using the
rates currently offered for deposits of similar remaining
maturities. The fair value disclosures for all of the deposits
were adjusted to reflect the exit price amount anticipated to
be received from the sale of the deposits in an open market
transaction as required upon adoption of ASU 2016-01,
Financial Instruments Overall (Subtopic 825-10)
Recognition and Measurement of Financial Assets and
Financial Liabilities beginning in the first quarter of 2018.

Accrued Interest Payable
The carrying amount of accrued interest payable
approximates its fair value since it is short-term in nature.

Commitments to Extend Credit

The fair values of commitments to extend credit are
estimated using the fees normally charged to enter into
similar agreements, taking into account the remaining terms
of the agreements and the present creditworthiness of the
counter parties.

Commitments to Sell Loans

The fair values of commitments to sell loans are estimated
using the quoted market prices for loans with similar interest
rates and terms to maturity.
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NOTE 22 HMN Financial, Inc. Financial Information (Parent Company Only)
The following are the condensed financial statements for the parent company only as of December 31, 2018 and 2017 and
for the years ended December 31, 2018, 2017 and 2016.

(Dollars in thousands) 2018 2017 2016
Condensed Balance Sheets
Assets:
Cash and cash eqUIVALENLS .........c.eueiririririeieiiecee e $ 1,534 2,057
Investment in SUDSIAIATIES........coueirueiiierieiirieieetei et 79,737 77,006
Prepaid expenses and Other aSSELS ............oveueueiririeieieeierieeeieieeeee e eeereeeeeas 2,014 1,867
Deferred tax asset, net . 95 141
TOLAL ASSELS ...ttt ettt sttt ettt n et sttt $ 83,380 81,071
Liabilities and Stockholders' Equity:
Accrued expenses and other lHabilities ..........cccccoveieiiininiieeiienireccce e $ 233 253
TOtal HHADIIEIES ...ttt 233 253
Common stock ............... 91 91
Additional paid-in capital . 40,090 50,623
Retained earnings 99,754 91,448
Net unrealized losses on securities available for sale.. (1,096) (957)
Unearned employee stock ownership plan shares...... (1,836) (2,030)
Treasury stock, at cost, 4,292,838 and 4,631,124 shares ... . (53,856) (58,357)
Total Stockholders' EQUILY........ccueurueueueiriririeieiciiireee et 83,147 80,818
Total liabilities and stockholders' €quIty........c.ccorueuereriininirieieiririreecereeenes $ 83,380 81,071
Condensed Statements of Income
INEEIESE EXPEIISE ...evviaireettteicrtrtrteteteat ettt ettt be ettt ettt bbbttt ettt s e $ 0 (306) (589)
Equity income of subsidiaries.. . 8,800 4,878 7,148
Compensation and Benetits............cccoeiririeuiciiiniiieciree e (221 (257) (264)
OCCUPANCY ..ottt 30) (30) (30)
Data processing....... 6) (6) (6)
Professional services.. . 124) (130) (138)
Other ..o . (331) (319) (329)
Income before income tax benefit.. . 8,088 3,830 5,792
INCOME tAX DENETIt....eiverieieiieiiieiie ettt (148) (574) (558)
NEE INCOIMIC. ...ttt ettt ettt ettt et et et et e st e e tesaeebeeseeseesee st ensensensessessassessessaeseans $ 8,236 4,404 6,350
Condensed Statements of Cash Flows
Cash flows from operating activities:
INEL INICOMIE ...ttt ettt ettt et et e b e b e saesbeeseeseeseessessessessessassasassesseeseeneenen $ 8,236 4,404 6,350
Adjustments to reconcile net income to cash used by operating activities:
Equity income of SUbSIAIATIES ..........cucuiuiiiiiiiiciiiiiicccc e (8,800) (4,878) (7,148)
Deferred income tax benefit . 46 615 244
Earned employee stock ownership shares priced above original cost................... 206 147 80
Stock Option COMPENSATION .......cvevuuiuiiiciieiiiriete et 17 41 79
Amortization of restricted stock awards ... . 134 147 177
Decrease in unearned ESOP Shares...........occcceernieieeiinnniceccnnneeccneeeenenenes 194 193 194
Increase in Other aSSEtS..........cociiiiiiiiiiiiiiic s (146) (6) (11)
Decrease in other liabilities . . (20) (866) (214)
Other, Net.....ccocovveireeirieieene (1) 0 (1)
Net cash used by operating activities ..........ocecevueereireninenieerieeneeseeeneeaene (134) (203) (250)
Cash flows from financing activities:
Warrants purchased ..........c.ccoeeviiiieiiiiiinicceee e (6,453) 0 0
Excess tax benefit from options eXercised..........ccoveueueerirereveerenninercereeeenenene 64 0 0
Stock awards withheld for tax withholding . . 0 (54) 0
Repayments 0f DOITOWINGES.......c.covrirueueuiiririeieieieirireieici ettt 0 (7,000) (2,000)
Dividends received from Bank............c.ccevierieriiniiesieeeieieieieesee e 6,000 6,000 3,000
Net cash (used) provided by financing activities..........cccverveerieerieeriererieeseenes (389) (1,054) 1,000
(Decrease) increase in cash and cash equivalents.............c.cccococininncccinnncnenee (523) (1,257) 750
Cash and cash equivalents, beginning of year . 2,057 3,314 2,564
Cash and cash equivalents, end Of Year..........ccouvueueirininnieeinnrecc e 1,534 2,057 3,314
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NOTE 23 Business Segments

The Bank has been identified as a reportable operating
segment in accordance with the provisions of ASC 280.
HMN, the holding company, did not meet the quantitative
thresholds for a reportable segment and therefore is
included in the “Other” category. The Company evaluates

performance and allocates resources based on the segment’s
net income, return on average assets and return on average
equity. Each corporation is managed separately with its own
officers and board of directors.

The following table sets forth certain information about the reconciliations of reported net income and assets for each of the

Company’s reportable segments.

Home Federal Consolidated

(Dollars in thousands) Savings Bank Other Eliminations Total

At or for the year ended December 31, 2018:

Interest income — external CUStOMETS .................cccoeeevieiieieieierieeeeee e $ 30,381 0 0 30,381
Non-interest income — external customers ... 7,714 0 0 7,714
Intersegment non-interest income.......... 222 8,800 9,022) 0
Interest expense..............cccceeue. 2,233 0 0 2,233
Non-interest expense........... 24,897 712 (222) 25,387
Income tax expense (benefit). 3,036 (148) 0 2,888
Net income .............cccoevennen. . 8,800 8,236 (8,800) 8,236
TOtAL ASSELS ...ttt 710,281 83,380 (81,346) 712,315

At or for the year ended December 31, 2017:

Interest income — eXternal CUSTOMETS ........evvviiuiiieiiceeeceeeeeee ettt $ 27,680 0 0 27,680
Non-interest income — external CUSTOMETS ............cceeeeeereeeieeeeereeeeeeeeeeeeeeenes 7,654 0 0 7,654
Intersegment non-interest income . 210 4,879 (5,089) 0
INEETEST EXPEISE. ... ceveveivenietieetcteiert ettt ettt ese sttt et be e erens 1,491 306 0 1,797
INON-INEEIESt EXPENSE.....vneeerierieeieresietenieteeeseseeseeesestesessesesseeeseneesessenessenesseneenes 24,722 742 (210) 25,254
Income tax expense (benefit) . 4,976 (574) 0 4,402
N INCOIMIC ..ottt ettt bbbttt 4,879 4,404 (4,879) 4,404
TOTAL ASSELS ...ttt ettt ettt ettt ettt e et et eaeeeae e teeaeereereeteereeneenns 722,532 79,254 (79,101) 722,685

At or for the year ended December 31, 2016:

Interest income — eXternal CUSTOMETS .........cc.eevuievuieiueeiiiere et eeie e eere e $ 27,349 0 0 27,349
Non-interest income — external customers 8,201 0 0 8,201
Intersegment INEIeSt INCOME .......covvvevierireeiereieirireeteieiee sttt 0 1 (1) 0
Intersegment NON-INtEIESt INCOME........covevirieuerueirieirieiieteteerteie ettt 210 7,148 (7,358) 0
Interest eXpense.........coeeveveenene 1,004 589 0 1,593
Non-interest expense......... 23,572 768 (210) 24,130
Income tax expense (benefit)... 4,680 (558) 0 4,122
Net income.........c.ccceeeeeuenee . 7,148 6,350 (7,148) 6,350
TOtAL ASSEES ....eueurerieienirietet ettt st bbbttt 681,257 82,222 (81,456) 682,023
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors and Stockholders
HMM Financial, Inc. and Subsidiaries
Rochester, Minnesola

Opinion on the Financial Statements

We have audited the accompanying consolidated balance sheets of HMN Finandial, Inc, and Subsidianes (the
Company) as of December 31, 2018 and 2017, and the related consolidaled statements of comprehensive
income, stockholders” equity, and cash flows for each of the years in the three-year period ended December 31,
2018 and the related notes (collectively referred to as the “financial statements®). In our opinion, the financial
statements present fairly, in all material respects, the financial position of HMN Finandgal, Inc. and Subsidianies as
of December 31, 2018 and 2017, and the results of their operations and their cash flows for each of the years in
the three-year period ended December 31, 2018, in conformily with accounting principles generally accepled in
the United Stales of America.

Basis for Opinion

These financial statements are the responsibility of the Company's management. Our responsibility is to express
an opinion on the Company’s financial statements based on our audits. We are a public accounting firm
registerad with the Public Company Accounting Oversight Board (United States) (*PCAOB”) and are required to
be independent with respect to the Company in accordance with the W.S. federal securilies laws and the
applicable rules and regulations of the Securities and Exchange Commission and the PCADE.

We conducted our audils in accordance with the slandards of the PCAOB. Those standards require thal we plan
and perform tha audit to oblain reasonable assurance aboul whether the financial statements are free of material
misstatement, whether due to emor or fraud. The Company is not required to have, nor were we engaged lo
perform, an audit of its internal control over financial reporting in accordance with the standards of the PCAOB. As
part of our audils, we are required (o oblain an understanding of intemal contral over financial reporling, but not
for the purpose of expressing an opinion on the effectiveness of the Company's internal control over financial
reparting. Accordingly, we express no such opinion.

Cur audils included performing procedures to assess the risks of material misstatement of the financial
stalemenis, whelher due lo error or fraud, and pedorming procedures that respond to those risks. Such
procedures included examining, on a test basis, evidence regarding the amounts and disclosures in the financial
statements. Our audits also included evaluating the accounting principles used and significant estimates made by
management, as well as evaluating the overall presentation of the financial statements. We believe that our audits
provide a reasonable basis for our opinion,

Minneapaolis, Minnesota
March 8, 2019

We have served as the Company's audilor since 2014,

A mermber of

Nexia

Irtarmationa
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OTHER FINANCIAL DATA

The following tables set forth certain information as to the Bank’s FHLB advances.

Year Ended December 31,

(Dollars in thousands) 2018 2017 2016
Maximum Balance:

FHLB @AVAINCES ......c.ooiiuiiiiiiciieteeeeeteeteete ettt ettt et ve s e eas et et essesessesaeeseeneeneas $ 6,800 18,800 15,500

FHLB Short-term advanCes ..........ccccvevieviiereietenieesieeereeeieietesee e ssese e sesesessesens 6,800 18,800 15,500
Average Balance:

FHLB QAVANCES ......oiiuviieeieeeeeeeeeeeeeeeeeeeee ettt ettt et ettt ettt e aeeeteeeaeenneeereeeseens 140 1,693 468

FHLB Short-term advances ..........cccceieveiereietisieesieeeeeeeteeeretee e seese s e sesessesens 140 1,693 468

See “Note 12 Federal Home Loan Bank (FHLB) Advances and Other Borrowings” in the Notes to Consolidated Financial
Statements for more information on the Bank’s FHLB advances and other borrowings.
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SELECTED QUARTERLY FINANCIAL DATA

(Dollars in thousands, except per share data) December 31, 2018 September 30, 2018 June 30, 2018
Selected Operations Data (3 months ended):
INtEreSt INCOME .. ..eeiieeiiieieieeeeee e $ 7,797 7,970 7,456
Interest EXpense.......ccovviviiiiiiiiiiiiiie 650 587 526
Net INterest INCOME .....eeviereeeeiierieeieereeeieeeie e eeeeeeneenes 7,147 7,383 6,930
Provision for 10an 10SSes ..........cccccvevieirinenenenicieineeeeee (167) (652) 295
Net interest income after provision for loan losses ........... 7,314 8,035 6,635
Non-interest income:
Fees and service charges ..........coceeveeeeeinenenienieeeece 909 870 785
Loan servicing fees .........cccvverererereieinesereeceeee e 314 343 297
Gain on sales of loans .. 483 489 679
OBNET ... 242 234 293
Total non-interest iINCOME..........cceeevveeereeereenreerereereennnn. 1,948 1,936 2,054
Non-interest expense:
Compensation and benefits ..........cccceveeirininenenencne 3,652 3,574 3,678
Occupancy and equipmMent ..........cccoveveevevereereererireeenennenes 1,062 1,073 1,072
Data ProCeSSING.......coveuveuieuiriirienieieieieeie e 331 310 334
Professional SEIVICES ......ccveruerieriereeieniieienieeieie e 264 326 298
OFRET .o 997 931 931
Total NON-INtErest EXPENSE ..eovveveerrerrrererrererereeeereeneeens 6,306 6,214 6,313
Income before income tax eXpense ...........coceveveeeeeruenenn 2,956 3,757 2,376
Income tax EXPEnSe.......covueerveeniieniieienie et 604 1,045 649
NEE INCOME ...oievieiiieiieeie ettt ee et eaeeseae e enes $ 2,352 2,712 1,727
Basic earnings per common share.............cocveveeieneneeneennenn $ 0.51 0.62 0.40
Diluted earnings per common share...........cccceeeveenereeneennen. $ 0.51 0.56 0.35
Financial Ratios:
Return on average assets(D ............c.cooveeiieveveveeeeceeeenns 1.29% 1.47% 0.95%
Return on average common equity™...........cccovvrrinierininnnnn. 11.24 12.90 8.25
Average equity t0 aVerage assetS........coevereruererrererrereeruerennene 11.52 11.54 11.61
Net interest margin®® ..........c.cocooviriviiieeeeeeeeeeen 4.06 4.14 3.97
(Dollars in thousands)
Selected Financial Condition Data (end of period):
TOtal ASSELS..e.veviteieieiieiiete ettt $ 712,315 737,445 726,285
Securities available for sale:
Mortgage-backed and related securities .........cccccoeeeennenne 8,023 8,207 8,895
Other marketable SECUIItIES.........ccvvrervierieeiieriieeieeiee e 71,957 71,397 71,630
Loans held for sale ..........ccoovvieviieeiieiiicieeceeereee e 3,444 2,109 3,624
Loans receivable, Net...........cceeveeeiieiiieiieeieeieecee e 586,688 586,092 589,855
DIEPOSILS ..ttt 623,352 651,429 639,535
FHLB advances and other borrowings 0 0 0
Stockholders” €qUILY .......ccveveerveeerieuireeieireeiineeeeeeeeneneneenene 83,147 79,994 81,825

@ Annualized
@ Net interest income divided by average interest-earning assets
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March 31, 2018

December 31, 2017

September 30, 2017

June 30, 2017

March 31, 2017

7,158 6,767 7,255 6,999 6,659
470 435 493 461 408
6,688 6,332 6,762 6,538 6,251
(125) 59 (581) 269 (270)
6,813 6,273 7,343 6,269 6,521
766 837 848 845 824
301 296 299 306 301
444 610 521 488 519
265 216 241 267 236
1,776 1,059 1,909 1,906 1,880
3,824 3,641 3,642 3,780 3,944
1,097 953 1,050 1,026 1,039
295 311 243 260 292
249 302 307 417 259
1,089 1,002 1,017 956 813
6,554 6,209 6,259 6,439 6,347
2,035 2,023 2,993 1,736 2,054
590 1,636 1213 712 841
1,445 387 1,780 1,024 1213
0.34 0.09 0.42 0.24 0.29
0.29 0.08 0.37 0.21 0.25
0.82% 0.21% 0.99% 0.60% 0.73%
7.07 1.88 8.78 5.19 6.35
11.65 11.43 11.43 11.51 11.49
3.95 3.64 3.92 3.98 3.91
722,339 722,685 716,610 725,183 680,981
9,455 5,068 5,450 613 797
71,719 72,404 72,901 78,034 77,751
2,234 1,837 2,594 2,061 2,430
591,840 585,931 583,057 590,259 565,040
633,805 635,601 628,971 634,101 591,376
0 0 0 7,000 7,000
82,056 80,818 80,632 78,723 77,400
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COMMON STOCK INFORMATION

The common stock of the Company is listed on the Nasdaq Stock Market (Nasdaq) under the symbol HMNF. As of December
31,2018, the Company had 9,128,662 shares of common stock issued and 4,292,838 shares in treasury stock. As of December
31, 2018, there were 479 stockholders of record and 1,033 estimated beneficial stockholders. The following table presents
the stock price information for the Company as furnished by Nasdaq for each quarter for the last two fiscal years. On February
11, 2019, the last reported sale price of shares of our common stock on the Nasdaq was $20.02 per share. The Company has
not paid a dividend on its common stock during the two year period ending December 31, 2018. See “Liguidity and Capital
Resources — Dividends” in the “Management Discussion and Analysis” section of this annual report for a description of
restrictions on the ability of the Company and the Bank to pay dividends.

The following graph and table compares the total cumulative stockholders’ return on the Company’s common stock to the
Nasdaq U.S. Stock Index (“Nasdaq Composite”), which includes all Nasdaq traded stocks of U.S. companies, and the Nasdaq
Bank Index. The graph and table assume that $100 was invested on December 31,2013 and that all dividends were reinvested.
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HMN Financial, Inc..................... $ 100.00 S 11731 $ 10927 $ 16556 $ 180.70 $ 185.62
Nasdaq Composite .8 100.00 $ 11462 $ 12281 § 13319 § 17211 § 165.84
NASDAQ Bank ........oooovoreerrernn. $ 100.00 $ 10489 $ 11329 § 15571 § 164.24 $ 136.99
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ACCOUNTING FIRM
CliftonLarsonAllen LLP

220 South Sixth Street, Suite 300
Minneapolis, MN 55402-1436

INVESTOR INFORMATION AND FORM 10-K

HMN’s Form 10-K, filed with the
Securities and Exchange
Commission, is available without
charge upon written request from:
HMN Financial, Inc.

Attn: Cindy Hamlin, Investor Relations
1016 Civic Center Drive NW
Rochester, MN 55901

or at www.hmnf.com

TRANSFER AGENT AND REGISTRAR
Inquiries regarding change of address,
transfer requirements, and lost
certificates should be directed to
HMN’s transfer agent:

Equiniti Trust Company

EQ Shareowner Services

1110 Centre Pointe Curve, Suite 101

Mendota Heights, MN 55120

www.shareowneronline.com

(800) 468-9716

DIRECTORS

DR. HUGH C. SMITH

Chairman of the Board

HMN and Home Federal Savings Bank
Retired Professor of Medicine, Mayo
Clinic College of Medicine and
Consultant in Cardiovascular Division,
Mayo Clinic

ALLEN J. BERNING

Chief Executive Officer

Ambient Clinical Analytics, a provider
of clinical decision support products

MICHAEL A. BUE

Retired President and

Chief Executive Officer
Security State Bank of Lewiston

BRADLEY C. KREHBIEL
President and Chief Executive Officer
HMN and Home Federal Savings Bank

BERNARD R. NIGON

Retired Audit Partner with RSM US
LLP (formerly McGladrey & Pullen,
LLP)

DR. WENDY S. SHANNON
Former Assistant Professor,
Winona State University

Mark E. Utz
Attorney at law, Wendland Utz, Ltd.

HANS K. ZIETLOW
Former Director of Real Estate for
Kwik Trip, Inc.

EXECUTIVE OFFICERS WHO ARE NOT
DIRECTORS

JON J. EBERLE

Senior Vice President, Chief Financial
Officer and Treasurer of HMN and
Executive Vice President, Chief
Financial Officer and Treasurer of
Home Federal Savings Bank

LAWRENCE D. MCGRAW
Executive Vice President and
Chief Operating Officer
Home Federal Savings Bank

BRANCH OFFICES OF THE BANK
Albert Lea

143 West Clark Street

Albert Lea, MN 56007

(507) 379-2551

Austin

201 Oakland Avenue West
Austin, MN 55912

(507) 434-2500

Eagan

2805 Dodd Road, Suite 160
Eagan, MN 55121

(651) 405-2000

Kasson

203 West Main
Kasson, MN 55944
(507) 634-7022

502 South Mantorville Avenue
Kasson, MN 55944
(507) 634-4141

La Crescent

208 South Walnut

La Crescent, MN 55947
(507) 895-9200

Marshalltown

303 West Main Street
Marshalltown, IA 50158
(641) 754-6198

Rochester

1201 South Broadway
Rochester, MN 55901
(507) 536-2416

1016 Civic Center Drive NW
Rochester, MN 55901
(507) 535-1309

100 1% Avenue Bldg., Suite 200
Rochester, MN 55902
(507) 280-7256

2048 Superior Drive NW, Suite 400
Rochester, MN 55901
(507) 226-0800

Owatonna

1015 West Frontage Road, Suite 100
Owatonna, MN 55060

(507) 413-6420

Spring Valley

715 North Broadway
Spring Valley, MN 55975
(507) 346-9709

Winona

175 Center Street
Winona, MN 55987
(507) 453-6460

LOAN PRODUCTION OFFICES
Sartell

50 14" Ave E, Suite 100
Sartell, MN 56377

(320) 654-4020

Delafield

3960 Hillside Drive, Suite 206
Delafield, WI 53018

(262) 337-9511
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