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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

x QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15 (d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the quarterly period ended June 30, 2012

OR

¨ TRANSITION REPORT PURSUANT TO SECTION 13 OR 15 (d) FOR THE SECURITIES
EXCHANGE ACT OF 1934

For the transition period from              to             

Commission File Number 0-24100

HMN FINANCIAL, INC.
(Exact name of Registrant as specified in its Charter)
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Delaware 41-1777397
(State or other jurisdiction of

incorporation or organization)

(I.R.S. Employer

Identification Number)

1016 Civic Center Drive N.W., Rochester, MN 55901
(Address of principal executive offices) (ZIP Code)

Registrant�s telephone number, including area code: (507) 535-1200

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15 (d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days.    Yes  x    No  ¨

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if any, every Interactive Data
File required to be submitted and posted pursuant to Rule 405 of Regulation S-T during the preceding 12 months (or for such shorter period that
the registrant was required to submit and post such files).    Yes  x    No  ¨

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, or a smaller reporting
company. See the definitions of �large accelerated filer�, �accelerated filer� and �smaller reporting company� in Rule 12b-2 of the Exchange Act.
(Check one):

Large accelerated filer ¨ Accelerated filer ¨

Non-accelerated filer ¨  (Do not check if a smaller reporting company) Smaller reporting company x
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).    Yes  ¨    No  x

Indicate the number of shares outstanding of each of the issuer�s classes of common stock as of the latest practicable date.

Class Outstanding at July 18, 2012
Common stock, $0.01 par value 4,423,589
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Part I � FINANCIAL INFORMATION

Item 1: Financial Statements

HMN FINANCIAL, INC. AND SUBSIDIARIES

Consolidated Balance Sheets

(Dollars in thousands)
June 30,

2012
December 31,

2011
(unaudited)

Assets
Cash and cash equivalents $ 65,618 67,840
Securities available for sale:
Mortgage-backed and related securities (amortized cost $14,035 and $19,586) 14,869 20,645
Other marketable securities (amortized cost $61,699 and $105,700) 61,420 105,469

76,289 126,114

Loans held for sale 2,601 3,709
Loans receivable, net 496,178 555,908
Accrued interest receivable 1,980 2,449
Real estate, net 12,732 16,616
Federal Home Loan Bank stock, at cost 4,063 4,222
Mortgage servicing rights, net 1,533 1,485
Premises and equipment, net 7,576 7,967
Prepaid expenses and other assets 1,744 2,262
Assets held for sale 0 1,583
Deferred tax asset, net 0 0

Total assets $ 670,314 790,155

Liabilities and Stockholders� Equity
Deposits $ 534,297 620,128
Deposits held for sale 0 36,048
Federal Home Loan Bank advances 70,000 70,000
Accrued interest payable 518 780
Customer escrows 713 933
Accrued expenses and other liabilities 5,255 5,205

Total liabilities 610,783 733,094

Commitments and contingencies
Stockholders� equity:
Serial preferred stock ($.01 par value): authorized 500,000 shares; issued shares 26,000 25,053 24,780
Common stock ($.01 par value): authorized 11,000,000; issued shares 9,128,662 91 91
Additional paid-in capital 52,096 53,462
Retained earnings, subject to certain restrictions 45,532 42,983
Accumulated other comprehensive income 199 471
Unearned employee stock ownership plan shares (3,094) (3,191) 
Treasury stock, at cost 4,705,073 and 4,740,711 shares (60,346) (61,535) 
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Total stockholders� equity 59,531 57,061

Total liabilities and stockholders� equity $ 670,314 790,155

See accompanying notes to consolidated financial statements.
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HMN FINANCIAL, INC. AND SUBSIDIARIES

Consolidated Statements of Comprehensive Income (Loss)

(unaudited)

Three Months Ended
June 30,

Six Months Ended
June 30,

(Dollars in thousands, except per share data) 2012 2011 2012 2011
Interest income:
Loans receivable $ 7,523 9,301 15,319 19,204
Securities available for sale:
Mortgage-backed and related 164 290 357 614
Other marketable 192 407 441 824
Cash equivalents 19 2 46 3
Other 54 45 64 114

Total interest income 7,952 10,045 16,227 20,759

Interest expense:
Deposits 1,061 1,806 2,278 3,746
Federal Home Loan Bank advances 844 1,240 1,689 2,569

Total interest expense 1,905 3,046 3,967 6,315

Net interest income 6,047 6,999 12,260 14,444
Provision for loan losses 1,088 3,463 960 5,409

Net interest income after provision for loan losses 4,959 3,536 11,300 9,035

Non-interest income:
Fees and service charges 834 925 1,663 1,849
Mortgage servicing fees 236 250 468 500
Gain on sales of loans 620 301 1,529 796
Gain on sale of branch office 0 0 552 0
Other 104 113 288 230

Total non-interest income 1,794 1,589 4,500 3,375

Non-interest expense:
Compensation and benefits 3,219 3,512 6,632 7,072
Loss on real estate owned 174 143 97 190
Occupancy 839 916 1,721 1,856
Deposit insurance 305 407 575 811
Data processing 336 305 673 558
Other 1,485 2,209 2,903 3,797

Total non-interest expense 6,358 7,492 12,601 14,284

Income (loss) before income tax benefit 395 (2,367) 3,199 (1,874) 
Income tax benefit 0 (76) 0 0
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Net income (loss) 395 (2,291) 3,199 (1,874) 
Preferred stock dividends and discount 464 457 925 906

Net income (loss) available to common shareholders $ (69) (2,748) 2,274 (2,780) 

Other comprehensive income (loss), net of tax:
Unrealized holding gains (losses) arising during the period $ (93) 438 (272) 324

Other comprehensive income (loss), net of tax $ (93) 438 (272) 324

Comprehensive income (loss) attributable to common shareholders $ (162) (2,310) 2,002 (2,456) 

Basic earnings (loss) per common share $ (0.02) (0.72) 0.58 (0.73) 

Diluted earnings (loss) per common share $ (0.02) (0.72) 0.57 (0.73) 

See accompanying notes to consolidated financial statements.
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HMN FINANCIAL, INC. AND SUBSIDIARIES

Consolidated Statement of Stockholders� Equity

For the Six-Month Period Ended June 30, 2012

(unaudited)

(Dollars in thousands)
Preferred

Stock
Common

Stock

Additional
Paid-in
Capital

Retained
Earnings

Accumulated
Other

Comprehensive
Income

Unearned
Employee

Stock
Ownership

Plan
Shares

Treasury
Stock

Total
Stock-

Holders�
Equity

Balance, December 31, 2011 $ 24,780 91 53,462 42,983 471 (3,191) (61,535) 57,061
Net income 3,199 3,199
Other comprehensive loss (272) (272) 
Preferred stock discount amortization 273 (273) 0
Stock compensation tax benefits 4 4
Unearned compensation restricted stock
awards (1,199) 1,199 0
Restricted stock awards forfeited 10 (10) 0
Amortization of restricted stock awards 133 133
Preferred stock dividends accrued (650) (650) 
Earned employee stock ownership plan
shares (41) 97 56

Balance, June 30, 2012 $ 25,053 91 52,096 45,532 199 (3,094) (60,346) 59,531

See accompanying notes to consolidated financial statements.

5

Edgar Filing: HMN FINANCIAL INC - Form 10-Q

Table of Contents 8



Table of Contents

HMN FINANCIAL, INC. AND SUBSIDIARIES

Consolidated Statements of Cash Flows

(unaudited)

Six Months Ended
June 30,

(Dollars in thousands) 2012 2011
Cash flows from operating activities:
Net income (loss) $ 3,199 (1,874) 
Adjustments to reconcile net income (loss) to cash provided by operating activities:
Provision for loan losses 960 5,409
Depreciation 570 640
Amortization of premiums, net 65 166
Amortization of deferred loan fees (169) (294) 
Amortization of mortgage servicing rights, net 348 213
Capitalized mortgage servicing rights (396) (147) 
Loss on real estate 97 190
Gains on sales of loans (1,529) (796) 
Proceeds from sale of loans held for sale 55,066 25,350
Disbursements on loans held for sale (48,390) (19,237) 
Amortization of restricted stock awards 133 152
Amortization of unearned ESOP shares 97 97
Earned employee stock ownership shares priced below original cost (41) (38) 
Stock option compensation 4 14
Decrease in accrued interest receivable 469 379
Decrease in accrued interest payable (262) (194) 
Decrease in other assets 521 867
Increase (decrease) in accrued expenses and other liabilities (2,355) 1,965
Other, net 99 119

Net cash provided by operating activities 8,486 12,981

Cash flows from investing activities:
Principal collected on securities available for sale 5,556 6,635
Proceeds collected on maturities of securities available for sale 60,000 80,000
Purchases of securities available for sale (16,000) (69,028) 
Purchase of Federal Home Loan Bank Stock 0 (17) 
Redemption of Federal Home Loan Bank Stock 159 1,186
Proceeds from sales of real estate 4,219 2,463
Net decrease in loans receivable 54,508 45,473
Gain on sale of branch office (552) 0
Payment on sale of branch office (36,981) 0
Purchases of premises and equipment (175) (115) 

Net cash provided by investing activities 70,734 66,597

Cash flows from financing activities:
Decrease in deposits (81,222) (36,247) 
Repayment of borrowings 0 (37,500) 
Decrease in customer escrows (220) (88) 

Net cash used by financing activities (81,442) (73,835) 
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Increase (decrease) in cash and cash equivalents (2,222) 5,743
Cash and cash equivalents, beginning of period 67,840 20,981

Cash and cash equivalents, end of period $ 65,618 26,724

Supplemental cash flow disclosures:
Cash paid for interest $ 4,229 6,509
Cash paid for income taxes 10 0
Supplemental noncash flow disclosures:
Transfer of loans to real estate 525 8,259
Loans transferred to loans held for sale 4,073 3,607
See accompanying notes to consolidated financial statements.
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HMN FINANCIAL, INC. AND SUBSIDIARIES

Notes to Consolidated Financial Statements

(unaudited)

June 30, 2012 and 2011

(1) HMN Financial, Inc.

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 offices in Minnesota and Iowa. The
Bank has one wholly owned subsidiary, Osterud Insurance Agency, Inc. (OIA), which offers financial planning products and services. HMN has
another wholly owned subsidiary, Security Finance Corporation (SFC), which is currently not actively engaged in any activities.

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

(2) Basis of Preparation

The accompanying unaudited consolidated financial statements were prepared in accordance with instructions for Form 10-Q and therefore, do
not include all disclosures necessary for a complete presentation of the consolidated balance sheets, consolidated statements of comprehensive
income (loss), consolidated statement of stockholders� equity and consolidated statements of cash flows in conformity with U.S. generally
accepted accounting principles. However, all normal recurring adjustments which are, in the opinion of management, necessary for the fair
presentation of the interim financial statements have been included. The results of operations for the six-month period ended June 30, 2012 is not
necessarily indicative of the results which may be expected for the entire year.

(3) New Accounting Standards

In April 2011, the FASB issued ASU 2011-03, Transfers and Servicing (Topic 860), Reconsideration of Effective Control for Repurchase
Agreements. This ASU prescribes when an entity may or may not recognize a sale upon the transfer of financial assets subject to repurchase
agreements. That determination is based, in part, on whether the entity has maintained effective control over the transferred assets. The
amendments in this ASU removed from the assessment of effective control (1) the criterion requiring the transferor to have the ability to
repurchase or redeem the financial assets on substantially the agreed terms, even in the event of default by the transferee, and (2) the collateral
maintenance implementation guidance related to that criterion. Other criteria applicable to the assessment of effective control are not changed by
the amendments in this ASU. This ASU is effective for the first interim or annual period beginning on or after December 15, 2011 and should be
applied prospectively to transactions or modification of existing transactions that occur on or after the effective date. The adoption of this ASU
in the first quarter of 2012 did not have a material impact on the Company�s consolidated financial statements.

In May 2011, the FASB issued ASU 2011-04, Fair Value Measurement (Topic 820), Amendments to Achieve Common Fair Value Measurement
and Disclosure Requirements in U.S. GAAP and IFRSs. The amendments in this ASU change the wording used to describe the requirements in
U.S. GAAP for measuring fair value and for disclosing information about fair value measurements in order to improve consistency in wording
between U.S. GAAP and IFRS. Also, the amendments in the ASU require that for each class of assets and liabilities not measured at fair value
on the balance sheet but for which the fair value is disclosed, the Company shall disclose the fair value hierarchy for each asset and liability
class. This ASU is effective for interim or annual period beginning on or after December 15, 2011. The adoption of this ASU in the first quarter
of 2012 did not have a material impact on the Company�s consolidated financial statements other than to change the disclosures relating to fair
value measurements.

June 2011, the FASB issued ASU 2011-05, Comprehensive Income (Topic 220), Presentation of Comprehensive Income. Prior to this ASU, U.S.
GAAP allowed reporting entities three alternatives for presenting other comprehensive income and its components in financial statements. The
first two options were to present this information in a single continuous statement of comprehensive income or in two separate but consecutive
statements. The third option, which was used by the Company, was to present the components of other comprehensive income as part of the
statement of changes in stockholders� equity. This ASU eliminates the third option and therefore the
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Company selected to present this information in a single continuous statement of comprehensive income. This ASU is effective for fiscal years,
and interim periods beginning after December 15, 2011. The adoption of this ASU in the first quarter of 2012 did not have a material impact on
the Company�s consolidated financial statements other than to change the presentation of other comprehensive income as discussed above.

In December 2011, the FASB issued ASU 2011-11, Balance Sheet (Topic 210). The objective of this ASU is to provide enhanced disclosures
that will enable users of its financial statements to evaluate the effect or potential effect of rights of setoff associated with an entity�s financial
position. This includes the effect or potential effect of rights of setoff associated with an entity�s recognized assets and recognized liabilities
within the scope of this ASU. The amendments require enhanced disclosures by requiring improved information about financial instruments and
derivative instruments that are either (1) offset in accordance with either Section 210-20-45 or Section 815-10-45 or (2) subject to an enforceable
master netting arrangement or similar agreement, irrespective of whether they are offset in accordance with either Section 210-20-45 or
Section 815-10-45. An entity is required to apply the amendments for annual reporting periods beginning on or after January 1, 2013, and
interim periods with those annual periods. The adoption of this ASU in the first quarter of 2013 is not anticipated to have any impact on the
Company�s consolidated financial statements as it currently has no outstanding rights of setoff.

In December 2011, the FASB issued ASU 2011-12, Comprehensive Income (Topic 220). The amendments in this ASU supersede certain
pending paragraphs in ASU 2011-05, Comprehensive Income (Topic 220): Presentation of Comprehensive Income, to effectively defer only
those changes in ASU 2011-05 that relate to the presentation of reclassification adjustments out of accumulated other comprehensive income.
All other requirements in ASU 2011-05 are not affected by this ASU, including the requirement to report comprehensive income either in a
single continuous financial statement or in two separate but consecutive financial statements. The amendments in this ASU will be temporary to
allow the FASB time to redeliberate the presentation requirements for reclassifications out of accumulated other comprehensive income for
annual and interim financial statements for public, private, and non-profit entities. The adoption of this ASU in the first quarter of 2012 did not
have a material impact on the Company�s consolidated financial statements other than to change the presentation of other comprehensive income
as discussed above.

(4) Derivative Instruments and Hedging Activities

The Company has commitments outstanding to extend credit to future borrowers that have not closed prior to the end of the quarter. The
Company intends to sell these commitments, which are referred to as its �mortgage pipeline.� As commitments to originate or purchase loans enter
the mortgage pipeline, the Company generally enters into commitments to sell the mortgage pipeline into the secondary market on a firm
commitment or best efforts basis. The commitments to originate, purchase or sell loans on a firm commitment basis are derivatives. As a result
of marking to market the mortgage pipeline and the related firm commitments to sell for the period ended June 30, 2012, the Company recorded
an increase in other assets of $1,000, an increase in other liabilities of $2,000 and a loss included in the gain on sales of loans of $1,000.

The current commitments to sell loans held for sale are derivatives that do not qualify for hedge accounting. As a result, these derivatives are
marked to market and the related loans held for sale are recorded at the lower of cost or market. The Company recorded a decrease in other
liabilities of $30,000 and a gain included in the gain on sales of loans of $30,000.

(5) Fair Value Measurements

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.

8
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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 and liabilities of the Company for which fair values are determined on a recurring basis as of June 30,
2012 and December 31, 2011.

Carrying value at June 30, 2012
(Dollars in thousands) Total Level 1 Level 2 Level 3
Securities available for sale $ 76,289 146 76,143 0
Mortgage loan commitments 30 0 30 0

Total $   76,319 146   76,173 0

Carrying value at December 31, 2011
(Dollars in thousands) Total Level 1 Level 2 Level 3
Securities available for sale $ 126,114 613 125,501 0
Mortgage loan commitments (94) 0 (94) 0

Total $ 126,020 613 125,407 0

There were no transfers between Levels 1, 2, or 3 during the three or six month periods ended June 30, 2012.

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 the second quarter of 2012 that were still held at June 30, 2012, 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 June 30, 2012 and December 31, 2011

Carrying value at June 30, 2012

(Dollars in thousands) Total Level 1 Level 2 Level 3

Three
months

ended
June 
30,

2012
Total
gains

(losses)

Six
months

ended
June 
30,

2012
Total
gains

(losses)
Loans held for sale $ 2,601 0 2,601 0 26 (30) 
Mortgage servicing rights 1,533 0 1,533 0 0 0
Loans (1) 41,983 0 41,983 0 (273) (1,374) 
Real estate, net (2) 12,732 0 12,732 0 (303) (442) 
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Total $ 58,849 0 58,849 0 (550) (1,846) 

Carrying value at December 31, 2011

(Dollars in thousands) Total Level 1 Level 2 Level 3

Year ended
December 31,

2011 Total
Gains

(Losses)
Loans held for sale $ 3,709 0 3,709 0 129
Mortgage servicing rights 1,485 0 1,485 0 0
Loans (1) 38,162 0 38,162 0 (4,167) 
Real estate, net (2) 16,616 0 16,616 0 (2,690) 
Assets held for sale 1,583 0 1,583 0 0
Deposits held for sale 36,048 0 36,048 0 0

Total $ 97,603 0 97,603 0 (6,728) 

(1) Represents the 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.

(2) Represents the fair value and related losses of foreclosed real estate and other collateral owned that were measured at fair value subsequent
to their initial classification as foreclosed assets.

9
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(6) Fair Value of Financial Instruments

Generally accepted accounting principles require interim reporting period disclosure about the fair value of financial instruments, including
assets, liabilities and off-balance sheet items for which it is practicable to estimate fair value. The fair value hierarchy level for each asset and
liability, as defined in note 5, have been included in the following table for June 30, 2012 as required by the adoption of ASU 2011-04 in the
first quarter of 2012. The fair value estimates are made 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 factors. The estimated fair value of the Company�s financial instruments as of June 30, 2012 and December 31, 2011 are
shown below.

June 30, 2012 December 31, 2011

Fair value hierarchy

(Dollars in thousands)
Carrying
amount

Estimated
fair value Level 1 Level 2 Level 3

Contract
amount

Carrying
amount

Estimated
fair value

Contract
Amount

Financial assets:

Cash and cash equivalents $ 65,618 65,618 65,618 67,840 67,840

Securities available for sale 76,289 76,289 146 76,143 126,114 126,114

Loans held for sale 2,601 2,601 2,601 3,709 3,709

Loans receivable, net 496,178 505,096 505,096 555,908 566,266
Federal Home Loan Bank stock 4,063 4,063 4,063 4,222 4,222

Accrued interest receivable 1,980 1,980 1,980 2,449 2,449

Assets held for sale 0 0 1,583 1,605

Financial liabilities:

Deposits 534,297 534,297 534,297 620,128 620,128

Deposits held for sale 0 0 36,048 36,048
Federal Home Loan Bank advances 70,000 74,296 74,296 70,000 74,433

Accrued interest payable 518 518 518 780 780
Off-balance sheet financial
instruments:

Commitments to extend credit 30 30 90,266 29 29 91,113

Commitments to sell loans (67) (67) 5,810 (94) (94) 7,263
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 for identical or similar instruments in active markets.

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

Edgar Filing: HMN FINANCIAL INC - Form 10-Q

Table of Contents 16



The fair values of loans receivable were estimated for groups of loans with similar characteristics. 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. This method of estimating fair value does not incorporate the exit-price
concept of fair value prescribed by ASC 820, Fair Value Measurements and Disclosures.
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Federal Home Loan Bank Stock

The carrying amount of FHLB stock approximates its fair value.

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. If the fair value of the fixed maturity certificates of deposit is calculated at less than the carrying amount, the carrying
value of these deposits is reported as the fair value.

The fair value estimate for deposits does not include the benefit that results from the low cost funding provided by the Company�s existing
deposits and long-term customer relationships compared to the cost of obtaining different sources of funding. This benefit is commonly referred
to as the core deposit intangible.

Federal Home Loan Bank Advances

The fair values of advances with fixed maturities are estimated based on discounted cash flow analysis using as discount rates the interest rates
charged by the FHLB for borrowings of similar remaining maturities.

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.

(7) Other Comprehensive Income (Loss)

Other comprehensive income (loss) is defined as the change in equity during a period from transactions and other events from nonowner
sources. Comprehensive income (loss) is the total of net income (loss) and other comprehensive income (loss), which for the Company is
comprised of unrealized gains and losses on securities available for sale. The components of other comprehensive income (loss) and the related
tax effects were as follows:

For the three months ended June 30,

(Dollars in thousands)
2012 2011

Before tax Tax effect Net of tax Before tax Tax effect Net of tax
Securities available for sale:
Net unrealized gains (losses) arising during the period $ (93) 0 (93) 514 76 438
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Other comprehensive income (loss) $ (93) 0 (93) 514 76 438

For the six months ended June 30,

(Dollars in thousands)
2012 2011

Before tax Tax effect Net of tax Before tax Tax effect Net of tax
Securities available for sale:
Net unrealized gains (losses) arising during the period $ (272) 0 (272) 324 0 324

Other comprehensive income (loss) $ (272) 0 (272) 324 0 324

(8) Securities Available For Sale

The following table shows the gross unrealized losses and fair value 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 June 30, 2012 and December 31,
2011.

11
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June 30, 2012
Less than twelve months Twelve months or more Total

(Dollars in thousands)

#
of

Investments
Fair

Value
Unrealized

Losses

#
of

Investments
Fair

Value
Unrealized

Losses
Fair

Value
Unrealized

Losses
Other marketable securities:
Corporate preferred stock 0 $ 0 0 1 $ 245 (455) $ 245 (455) 

Total temporarily impaired securities 0 $ 0 0 1 $ 245 (455) $ 245 (455) 

December 31, 2011
Less than twelve months Twelve months or more Total

(Dollars in thousands)

#
of

Investments
Fair

Value
Unrealized

Losses

#
of

Investments
Fair

Value
Unrealized

Losses
Fair

Value
Unrealized

Losses
Other marketable securities:
Corporate preferred stock 0 $ 0 0 1 $ 175 (525) $ 175 (525) 

Total temporarily impaired securities 0 $ 0 0 1 $ 175 (525) $ 175 (525) 

We review our investment portfolio on a quarterly basis for indications of impairment. This review includes analyzing the length of time and the
extent to which the fair value has been lower than the cost, the market liquidity for the investment, the financial condition and near-term
prospects of the issuer, including any specific events which may influence the operations of the issuer, and our intent and ability to hold the
investment for a period of time sufficient to recover the temporary loss.

The unrealized losses reported for corporate preferred stock at June 30, 2012 and December 31, 2011 related to a single trust preferred security
that was issued by the holding company of a small community bank. Typical of most trust preferred issuances, the issuer has the ability to defer
interest payments for up to five years with interest payable on the deferred balance. In October 2009, the issuer elected to defer its scheduled
interest payments as allowed by the terms of the security agreement. The issuer�s subsidiary bank has incurred operating losses due to increased
provisions for loan losses but still meets the regulatory requirements to be considered �adequately capitalized� based on its most recent regulatory
filing. Based on a review of the issuer, it was determined that the trust preferred security was not other-than-temporarily impaired at June 30,
2012. The Company does not intend to sell the preferred stock and has the intent and ability to hold it for a period of time sufficient to recover
the temporary loss. Management believes that the Company will receive all principal and interest payments contractually due on the security and
that the decrease in the market value is primarily due to a lack of liquidity in the market for trust preferred securities and the deferral of interest
by the issuer. Management will continue to monitor the credit risk of the issuer and may be required to recognize other-than-temporary
impairment charges on this security in future periods.

A summary of securities available for sale at June 30, 2012 and December 31, 2011 is as follows:

(Dollars in thousands)
Amortized

cost

Gross
unrealized

gains

Gross
unrealized

losses Fair value
June 30, 2012:
Mortgage-backed securities:
FHLMC $ 8,201 438 0 8,639
FNMA 5,689 395 0 6,084
Collateralized mortgage obligations:
FHLMC 145 1 0 146

14,035 834 0 14,869
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Other marketable securities:
U.S. Government agency obligations 60,999 176 0 61,175
Corporate preferred stock 700 0 (455) 245

61,699 176 (455) 61,420

$ 75,734 1,010 (455) 76,289
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(Dollars in thousands)
Amortized

cost

Gross
unrealized

gains

Gross
unrealized

losses Fair value
December 31, 2011:
Mortgage-backed securities:
FHLMC $ 11,310 553 0 11,863
FNMA 7,670 499 0 8,169
Collateralized mortgage obligations:
FHLMC 335 4 0 339
FNMA 271 3 0 274

19,586 1,059 0 20,645

Other marketable securities:
U.S. Government agency obligations 105,000 294 0 105,294
Corporate preferred stock 700 0 (525) 175

105,700 294 (525) 105,469

$125,286 1,353 (525) 126,114

The following table indicates amortized cost and estimated fair value of securities available for sale at June 30, 2012 based upon contractual
maturity adjusted for scheduled repayments of principal and projected prepayments of principal based upon current economic conditions and
interest rates.

(Dollars in thousands)
Amortized

cost
Fair

Value
Due less than one year $ 58,766 59,309
Due after one year through five years 16,063 16,518
Due after five years through ten years 205 217
Due after ten years 700 245

Total $ 75,734 76,289

The allocation of mortgage-backed securities and collateralized mortgage obligations in the table above is based upon the anticipated future cash
flow of the securities using estimated mortgage prepayment speeds. The allocation of other marketable securities that have call features is based
on the anticipated cash flows to the call date if it is anticipated that the security will be called, or to the maturity date if it is not anticipated to be
called.

(9) Loans Receivable, Net

A summary of loans receivable at June 30, 2012 and December 31, 2011 is as follows:

(Dollars in thousands)
June 30,

2012
December 31,

2011
1-4 family $ 107,495 119,066
Commercial real estate:
Residential developments 54,707 52,746
Alternative fuels 15,193 18,882

Edgar Filing: HMN FINANCIAL INC - Form 10-Q

Table of Contents 22



Other 196,845 218,286

266,745 289,914
Consumer 57,027 62,161
Commercial business:
Construction/development 602 4,786
Banking 1,942 4,899
Other 83,195 99,574

85,739 109,259

Total loans 517,006 580,400
Less:
Unamortized discounts 64 93
Net deferred loan fees 245 511
Allowance for loan losses 20,519 23,888

Total loans receivable, net $ 496,178 555,908
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(10) Allowance for Loan Losses and Credit Quality Information

The following tables summarize the allowance for loan losses for the periods ending June 30, 2012 and 2011:

(Dollars in thousands) 1-4 Family
Commercial
Real Estate Consumer

Commercial
Business Total

For the three months ended June 30, 2012:
Balance, March 31, 2012 $ 3,748 11,049 1,122 5,505 21,424

Provision for losses (83) 975 628 (432) 1,088
Charge-offs 0 (1,554) (493) (1,820) (3,867) 
Recoveries 0 1,083 11 780 1,874

Balance, June 30, 2012 $ 3,665 11,553 1,268 4,033 20,519

For the six months ended June 30, 2012:
Balance, December 31, 2011 3,718 13,622 1,159 5,389 23,888

Provision for losses (53) 792 847 (626) 960
Charge-offs 0 (4,184) (758) (1,828) (6,770) 
Recoveries 0 1,323 20 1,098 2,441

Balance, June 30, 2012 $ 3,665 11,553 1,268 4,033 20,519

Allocated to:
Specific reserves $ 1,086 3,559 367 1,621 6,633
General reserves 2,632 10,063 792 3,768 17,255

Balance, December 31, 2011 $ 3,718 13,622 1,159 5,389 23,888

Allocated to:
Specific reserves $ 888 3,172 609 1,343 6,012
General reserves 2,777 8,381 659 2,690 14,507

Balance, June 30, 2012 $ 3,665 11,553 1,268 4,033 20,519

Loans receivable at December 31, 2011:
Individually reviewed for impairment $ 6,241 30,495 1,205 6,855 44,796
Collectively reviewed for impairment 112,825 259,419 60,956 102,404 535,604

Ending balance $ 119,066 289,914 62,161 109,259 580,400

Loans receivable at June 30, 2012:
Individually reviewed for impairment $ 7,765 33,432 2,011 4,787 47,995
Collectively reviewed for impairment 99,730 233,313 55,016 80,952 469,011

Ending balance $ 107,495 266,745 57,027 85,739 517,006
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(Dollars in thousands) 1-4 Family
Commercial
Real Estate Consumer

Commercial
Business Total

For the three months ended June 30, 2011:
Balance, March 31, 2011 $ 2,498 17,558 1,023 13,874 34,953

Provision for losses 954 2,376 159 (26) 3,463
Charge-offs (15) (4,633) (35) (6,249) (10,932) 
Recoveries 0 66 7 207 280

Balance, June 30, 2011 $ 3,437 15,367 1,154 7,806 27,764

For the six months ended June 30, 2011:
Balance, December 31, 2010 2,145 24,590 924 15,169 42,828

Provision for losses 1,710 2,914 307 478 5,409
Charge-offs (418) (12,209) (87) (8,557) (21,271) 
Recoveries 0 72 10 716 798

Balance, June 30, 2011 $ 3,437 15,367 1,154 7,806 27,764

The following table summarizes the amount of classified and unclassified loans at June 30, 2012 and December 31, 2011:

June 30, 2012
Classified Unclassified

(Dollars in thousands)
Special

    Mention        Substandard        Doubtful        Loss        Total        Total    
Total

    Loans    
1-4 family $ 800 18,105 738 0 19,643 87,852 107,495
Commercial real estate:
Residential developments 875 40,969 209 0 42,053 12,654 54,707
Alternative fuels 0 0 0 0 0 15,193 15,193
Other 5,435 18,690 75 0 24,200 172,645 196,845
Consumer 0 1,639 151 220 2,010 55,017 57,027
Commercial business:
Construction/development 0 314 0 0 314 288 602
Banking 0 1,942 0 0 1,942 0 1,942
Other 2,116 9,188 296 0 11,600 71,595 83,195

$ 9,226 90,847 1,469 220 101,762 415,244 517,006
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December 31, 2011
Classified Unclassified

(Dollars in thousands)
Special

    Mention        Substandard        Doubtful        Loss        Total        Total    
Total

    Loans    
1-4 family $ 8,870 11,129 738 0 20,737 98,329 119,066
Commercial real estate:
Residential developments 444 39,709 1,113 0 41,266 11,480 52,746
Alternative fuels 0 0 0 0 0 18,882 18,882
Other 5,789 19,607 0 0 25,396 192,890 218,286
Consumer 0 857 224 124 1,205 60,956 62,161
Commercial business:
Construction/development 0 2,722 0 0 2,722 2,064 4,786
Banking 0 3,750 1,149 0 4,899 0 4,899
Other 3,203 8,056 0 0 11,259 88,315 99,574

$ 18,306 85,830 3,224 124 107,484 472,916 580,400

Classified loans represent special mention, performing substandard and non-performing loans. 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. They are characterized 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.

The aging of past due loans at June 30, 2012 and December 31, 2011 is summarized as follows:

(Dollars in thousands)

30-59
Days

Past Due

60-89
Days

Past Due

90 Days
or More
Past Due

Total
Past Due

Current
Loans

Total
Loans

Loans
90 Days

or
More
Past
Due
and
Still

Accruing
June 30, 2012
1-4 family $ 2,336 1,063 1,068 4,467 103,028 107,495 0
Commercial real estate:
Residential developments 0 408 1,292 1,700 53,007 54,707 0
Alternative fuels 0 0 0 0 15,193 15,193 0
Other 38 1,077 1,112 2,227 194,618 196,845 0

Consumer 462 54 2 518 56,509 57,027 0
Commercial business:
Construction/development 0 0 272 272 330 602 0
Banking 0 0 0 0 1,942 1,942 0
Other 286 2,564 1,443 4,293 78,902 83,195 0

$ 3,122 5,166 5,189 13,477 503,529 517,006 0
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December 31, 2011
1-4 family $ 1,876 305 1,297 3,478 115,588 119,066 0
Commercial real estate:
Residential developments 107 290 8,211 8,608 44,138 52,746 0
Alternative fuels 0 0 0 0 18,882 18,882 0
Other 350 79 5,184 5,613 212,673 218,286 0

Consumer 658 374 387 1,419 60,742 62,161 0
Commercial business:
Construction/development 286 0 0 286 4,500 4,786 0
Banking 0 0 1,149 1,149 3,750 4,899 0
Other 351 112 2,877 3,340 96,234 99,574 0

$ 3,628 1,160 19,105 23,893 556,507 580,400 0
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Impaired loans include loans that are non-performing (non-accruing) and loans that have been modified in a troubled debt restructuring (TDR).
The following table summarizes impaired loans and related allowances as of June 30, 2012 and December 31, 2011:

June 30, 2012 December 31, 2011

(Dollars in thousands)
Recorded

Investment

Unpaid
Principal
Balance

Related
Allowance

Recorded
Investment

Unpaid
Principal
Balance

Related
Allowance

Loans with no related allowance recorded:
1-4 family $ 4,016 4,337 0 2,651 2,972 0
Commercial real estate:
Residential developments 11,536 16,418 0 6,900 9,855 0
Alternative fuels 0 0 0 0 0 0
Other 4,062 5,205 0 3,745 4,381 0
Consumer 317 317 0 489 489 0
Commercial business:
Construction/development 0 0 0 340 2,311 0
Banking 0 0 0 1,149 3,248 0
Other 1,699 6,031 0 598 1,607 0

Loans with an allowance recorded:
1-4 family 3,749 3,793 888 3,590 3,590 1,086
Commercial real estate:
Residential developments 15,781 16,730 2,792 13,889 14,017 2,546
Alternative fuels 0 0 0 0 0 0
Other 2,053 2,108 380 5,961 8,272 1,013
Consumer 1,694 1,694 609 716 716 367
Commercial business:
Construction/development 213 2,185 65 0 0 0
Banking 0 0 0 0 0 0
Other 2,875 3,547 1,278 4,768 7,145 1,621

Total:
1-4 family 7,765 8,130 888 6,241 6,562 1,086
Commercial real estate:
Residential developments 27,317 33,148 2,792 20,789 23,872 2,546
Alternative fuels 0 0 0 0 0 0
Other 6,115 7,313 380 9,706 12,653 1,013
Consumer 2,011 2,011 609 1,205 1,205 367
Commercial business:
Construction/development 213 2,185 65 340 2,311 0
Banking 0 0 0 1,149 3,248 0
Other 4,574 9,578 1,278 5,366 8,752 1,621

$47,995 62,365 6,012 44,796 58,603 6,633
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The following table summarizes the average recorded investment and interest income recognized on impaired loans for the three and six months
ended June 30, 2012 and 2011:

For the three months ended
June 30, 2012

For the six months ended
June 30, 2012

(Dollars in thousands)

Average
Recorded

Investment

Interest
Income

Recognized

Average
Recorded

Investment

Interest
Income

Recognized
Loans with no related allowance recorded:
1-4 family $ 4,092 21 3,611 48
Commercial real estate:
Residential developments 12,085 83 10,356 320
Alternative fuels 0 0 0 0
Other 3,972 5 3,896 18
Consumer 339 2 389 2
Commercial business:
Construction/development 111 0 187 0
Banking 575 0 766 0
Other 1,052 2 900 5

Loans with an allowance recorded:
1-4 family 4,148 18 3,962 41
Commercial real estate:
Residential developments 15,679 37 15,082 74
Alternative fuels 0 0 0 0
Other 4,013 1 4,662 3
Consumer 1,356 19 1,142 42
Commercial business:
Construction/development 107 0 71 0
Banking 0 0 0 0
Other 4,228 8 4,408 29

Total:
1-4 family 8,240 39 7,573 89
Commercial real estate:
Residential developments 27,764 120 25,438 394
Alternative fuels 0 0 0 0
Other 7,985 6 8,558 21
Consumer 1,695 21 1,531 44
Commercial business:
Construction/development 218 0 258 0
Banking 575 0 766 0
Other 5,280 10 5,308 34

$ 51,757 196 49,432 582

For the three months ended
June 30, 2011

For the six months ended
June 30, 2011

(Dollars in thousands)

Average
Recorded

Investment

Interest
Income

Recognized

Average
Recorded

Investment

Interest
Income

Recognized
Loans with no related allowance recorded:
1-4 family $ 1,354 16 1,213 36
Commercial real estate:
Residential developments 5,798 14 6,027 88
Alternative fuels 1,133 0 755 0
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Other 656 10 477 13
Consumer 132 0 123 2
Commercial business:
Construction/development 345 2 263 4
Banking 987 0 658 0
Other 654 3 568 17

Loans with an allowance recorded:
1-4 family 4,029 50 4,618 86
Commercial real estate:
Residential developments 15,826 192 19,599 431
Alternative fuels 2,498 0 3,330 0
Other 6,406 40 6,381 59
Consumer 347 5 296 10
Commercial business:
Construction/development 3,344 18 3,831 36
Banking 4,112 0 5,482 0
Other 11,366 63 12,020 147

Total:
1-4 family 5,383 66 5,831 122
Commercial real estate:
Residential developments 21,624 206 25,626 519
Alternative fuels 3,631 0 4,085 0
Other 7,062 50 6,858 72
Consumer 479 5 419 12
Commercial business:
Construction/development 3,689 20 4,094 40
Banking 5,099 0 6,140 0
Other 12,020 66 12,588 164

$ 58,987 413 65,641 929

At June 30, 2012 and December 31, 2011, non-accruing loans totaled $31.1 million and $34.0 million, respectively, for which the related
allowance for loan losses was $4.3 million and $5.2 million, respectively. The decrease in the related allowances is due primarily to full or
partial charge-off of several non-accruing loans. All of the interest income that was recognized for non-accruing loans was recognized using the
cash basis method of income recognition. 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 $15.8 million and $14.8 million, respectively. Non-accrual
loans also include certain loans that have had terms modified in a TDR.
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The non-accrual loans at June 30, 2012 and December 31, 2011 are summarized as follows:

(Dollars in thousands)
June 30,

2012
December 31,

2011

1-4 family $ 4,409 $ 4,435
Commercial real estate:
Residential developments 19,277 13,412
Alternative fuels 0 0
Other 3,045 9,246
Consumer 367 699
Commercial business:
Construction/development 214 340
Banking 0 1,149
Other 3,779 4,712

$ 31,091 $ 33,993

During the third quarter of 2011, the Company adopted Accounting Standards Update (ASU) 2011-02, A Creditor�s Determination of Whether
a Restructuring is a Troubled Debt Restructuring (Topic 310), which modified guidance for identifying restructurings of receivables that
constitute a TDR. At June 30, 2012 and December 31, 2011 there were loans included in loans receivable, net, with terms that had been
modified in a troubled debt restructuring totaling $38.2 million and $29.2 million, respectively. For the loans that were restructured in the second
quarter of 2012, $1.2 million were classified but performing and $0.1 million were non-performing at June 30, 2012.

The following table summarizes troubled debt restructurings at June 30, 2012 and December 31, 2011:

June 30, 2012 December 31, 2011
(Dollars in thousands) Accrual Non-Accrual Total Accrual Non-Accrual Total
1-4 Family $ 3,356 2,694 6,050 1,806 1,999 3,805
Commercial real estate 11,110 16,094 27,204 7,837 12,221 20,058
Consumer 1,643 71 1,714 507 71 578
Commercial business 795 2,465 3,260 653 4,110 4,763

$ 16,904 21,324 38,228 10,803 18,401 29,204

There were no material commitments to lend additional funds to customers whose loans were restructured or classified as nonaccrual at June 30,
2012 or December 31, 2011.

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 TDR�s 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 for the entire 12 month period. All loans classified as TDR�s 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 balance sheet, as principal balances may be
partially forgiven. The financial effects of TDR�s are presented in the following table and represent the difference between the outstanding
recorded balance pre-modification and post-modification, for the three month and six month periods ending June 30, 2012.

18

Edgar Filing: HMN FINANCIAL INC - Form 10-Q

Table of Contents 31



Table of Contents

Three Months Ended June 30, 2012 Six Months Ended June 30, 2012

(Dollars in thousands)

Number
of

Contracts

Pre-
modification
Outstanding

Recorded
Investment

Post-
modification
Outstanding

Recorded
Investment

Number
of

Contracts

Pre-
modification
Outstanding

Recorded
Investment

Post-
modification
Outstanding

Recorded
Investment

Troubled debt restructurings:
1-4 family 0 $ 0 0 27 $ 3,204 3,204
Commercial real estate:
Residential developments 0 0 0 7 11,479 9,823
Alternative fuels 0 0 0 0 0 0
Other 1 321 150 6 2,814 2,586
Consumer 4 1,057 1,057 12 1,326 1,326
Commercial business:
Construction/development 0 0 0 0 0 0
Banking 0 0 0 0 0 0
Other 1 80 80 3 324 324

Total 6 $ 1,458 1,287 55 $ 19,147 17,263

Loans that were restructured within the 12 months preceding June 30, 2012 and defaulted during the three and six months ended June 30, 2012
are presented in the table below.

Three Months Ended
June 30, 2012

Six Months Ended
June 30, 2012

(Dollars in thousands)

Number
of

Contracts

Outstanding
Recorded

Investment

Number
of

Contracts

Outstanding
Recorded

Investment
Troubled debt restructurings that subsequently defaulted:
1-4 family 1 $ 846 2 $ 940
Commercial real estate:
Residential developments 0 0 0 0
Alternative fuels 0 0 0 0
Other 0 0 2 159
Consumer 0 0 0 0
Commercial business:
Construction/development 0 0 0 0
Banking 0 0 0 0
Other 0 0 3 2,777

Total 1 $ 846 7 $ 3,876

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 on 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.

TDR�s 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 allowance for loan losses on TDR�s was $3.2 million, or 15.8%, of the total $20.5 million in loan loss
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reserves at June 30, 2012 and $3.5 million, or 14.6%, of the total $23.9 million in loan loss reserves at December 31, 2011.
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(11) Investment in Mortgage Servicing Rights

A summary of mortgage servicing activity is as follows:

(Dollars in thousands)

Six
Months
ended

June 30,
2012

Twelve
Months

ended
December 

31,
2011

Six
Months

ended
June 
30,

2011

Mortgage servicing rights:

Balance, beginning of period $ 1,485 1,586 1,586

Originations 396 461 147

Amortization (348) (562) (213) 

Balance, end of period $ 1,533 1,485 1,520

Fair value of mortgage servicing rights $ 1,929 1,878 2,297

All of the loans being serviced are single family loans serviced for the Federal National Mortgage Association (FNMA) under the
mortgage-backed security program or the individual loan sale program. The following is a summary of the risk characteristics of the loans being
serviced at June 30, 2012.

(Dollars in thousands)

Loan
Principal
Balance

Weighted

Average
Interest

Rate

Weighted
Average

Remaining
Term

Number
of

Loans

Original term 30 year fixed rate $ 197,514 4.89% 298 1,729
Original term 15 year fixed rate 104,789 4.08% 136 1,368
Adjustable rate 330 3.50% 307 7

The gross carrying amount of mortgage servicing rights and the associated accumulated amortization at June 30, 2012 is presented in the
following table. Amortization expense was $348,000 and $213,000 for the six months ended June 30, 2012 and 2011, respectively.

(Dollars in thousands)

Gross
Carrying
Amount

Accumulated
Amortization

Unamortized
Intangible

Assets
Mortgage servicing rights $ 2,191 (658) 1,533

Total $ 2,191 (658) 1,533

The following table indicates the estimated future amortization expense for amortized mortgage servicing rights:

(Dollars in thousands)
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Mortgage
Servicing

Rights
Year ended December 31,
2012 $ 358
2013 345
2014 312
2015 265
2016 155
Thereafter 98

Total $ 1,533

Projections of amortization are based on existing asset balances and the existing interest rate environment as of June 30, 2012. The Company�s
actual experiences may be significantly different depending upon changes in mortgage interest rates and other market conditions.
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(12) Earnings (Loss) per Common Share

The following table reconciles the weighted average shares outstanding and the earnings (loss) available to common shareholders used for basic
and diluted earnings (loss) per share:

Three Months Ended
June 30,

Six Months Ended
June 30,

(Dollars in thousands, except per share data) 2012 2011 2012 2011
Weighted average number of common shares outstanding used in basic loss per
common share calculation 3,936 3,841 3,925 3,829
Net dilutive effect of:
Restricted stock awards 0 0 97 0

Weighted average number of shares outstanding adjusted for effect of dilutive
securities 3,936 3,841 4,022 3,829

Income (loss) available to common shareholders $ (69) (2,748) 2,274 (2,780) 
Basic earnings (loss) per common share $ (0.02) (0.72) 0.58 (0.73) 
Diluted earnings (loss) per common share $ (0.02) (0.72) 0.57 (0.73) 

For the three months ended June 30, 2012 and June 30, 2011, there were 94,432 and 129,037 common share equivalents outstanding,
respectively, that are not included in the calculation of diluted earnings per share as they are anti-dilutive. For the six months ended June 30,
2012 and June 30, 2011, there were 0 and 127,351 common share equivalents outstanding, respectively, that are not included in the calculation
of diluted earnings per share as they are anti-dilutive.

(13) Regulatory Capital and Regulatory Oversight

The Bank is subject to various regulatory capital requirements administered by the federal banking agencies. 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 the Bank�s assets, liabilities and certain off-balance
sheet items as calculated under regulatory accounting practices. The Bank�s capital amounts and classification are also subject to qualitative
judgments by the regulators about components, risk weightings and other factors.

The Bank entered into a written Supervisory Agreement with its primary regulator, the OTS, effective February 22, 2011 that primarily relates to
the Bank�s financial performance and credit quality issues. This agreement replaced the prior memorandum of understanding that the Bank
entered into with the OTS on December 9, 2009. In accordance with the agreement, the Bank submitted a two year business plan in May of 2011
that the OCC (as defined below and as successor to the OTS) accepted with the expectation that the Bank would be in adherence with the OCC�s
Notification of Establishment of Higher Minimum Capital Ratios, dated August 8, 2011, also known as an individual minimum capital
requirement or IMCR, which required the Bank to establish and maintain a minimum core capital ratio of 8.50% by December 31, 2011, as
discussed more fully below. As required by the Supervisory Agreement, the Bank submitted an updated two year capital plan in January of 2012
that the OCC may make comments upon, and require revisions to. The Bank must operate within the parameters of the final business plan and is
required to monitor and submit periodic reports on its compliance with the plan. The Bank also submitted a problem asset reduction plan that the
OCC has accepted. The Bank must operate within the parameters of the final problem asset plan and is required to monitor and submit periodic
reports on its compliance with the plan. The Bank has also revised its loan modification policies and its program for identifying, monitoring and
controlling risk associated with concentrations of credit, and improved the documentation relating to the allowance for loan and lease losses as
required by the agreement. In addition, without the consent of the OCC, the Bank may not declare or pay any cash dividends, increase its total
assets during any quarter in excess of the amount of the net interest credited on deposit liabilities during the prior quarter, enter into any new
contractual arrangement or renew or extend any existing arrangement related to compensation or benefits with any directors or officer, make any
golden parachute payments, or enter into any significant contracts with a third party service provider. The Bank believes it was in compliance
with all requirements of its Supervisory Agreement at June 30, 2012.

The Company also entered into a written Supervisory Agreement with the OTS effective February 22, 2011. This agreement replaced the prior
memorandum of understanding that the Company entered into with the OTS on
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December 9, 2009. As required by the Supervisory Agreement, the Company submitted an updated two year capital plan in January of 2012 that
the Federal Reserve Board (as successor to the OTS) may make comments upon, and to which it may require revisions. The Company must
operate within the parameters of the final capital plan and is required to monitor and submit periodic reports on its compliance with the plan. In
addition, without the consent of the Federal Reserve Board, the Company may not incur or issue any debt, guarantee the debt of any entity,
declare or pay any cash dividends or repurchase any of the Company�s capital stock, enter into any new contractual arrangement or renew or
extend any existing arrangement related to compensation or benefits with any directors or officer, or make any golden parachute payments. The
Company believes it was in compliance with all requirements of its Supervisory Agreement at June 30, 2012.

References to the OTS shall mean, with respect to the Company, beginning July 21, 2011, the Federal Reserve Board (FRB) and mean, with
respect to the Bank, beginning July 21, 2011, the Office of the Comptroller of the Currency (OCC). On July 21, 2011, the OTS was integrated
into the OCC and the primary banking regulator for the Company became the FRB.

Quantitative measures established by regulations to ensure capital adequacy require the Bank to maintain minimum amounts and ratios (set forth
in the following table) of Tier I (Core) capital, and risk-based capital (as defined in the regulations) to total assets (as defined in the regulations).

The Bank�s tangible assets were $669.9 million and $789.0 million, adjusted total assets were $669.7 million and $789.0 million, and its
risk-weighted assets were $486.8 million and $586.0 million at June 30, 2012 and December 31, 2011, respectively. The following table presents
the Bank�s capital amounts and ratios at June 30, 2012 and December 31, 2011 for actual capital, required capital and excess capital, including
ratios in order to qualify as being well capitalized under the Prompt Corrective Actions regulations.

(Dollars in thousands)

Actual

Required to be
Adequately
Capitalized Excess Capital

To Be Well
Capitalized Under
Prompt Corrective
Actions Provisions

June 30, 2012 Amount

Percent
of

Assets
(1) Amount

Percent
of

Assets
(1) Amount

Percent
of

Assets
(1) Amount

Percent
of

Assets
(1)

Bank stockholder�s equity $ 60,768

Less:
Net unrealized gains on certain securities
available for sale (199) 

60,569

Tier I or core capital

Tier I capital to adjusted total assets 9.04% $ 26,787 4.00% $ 33,782 5.04% $ 33,484 5.00% 

Tier I capital to risk-weighted assets 12.44% $ 19,472 4.00% $ 41,097 8.44% $ 29,208 6.00% 

Plus:
Allowable allowance for loan losses 6,263

Risk-based capital $ 66,832 $ 38,944 $ 27,888 $ 46,680

Risk-based capital to risk-weighted assets 13.73% 8.00% 5.73% 
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