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



FINANCIAL HIGHLIGHTS

At or For the Year Ended
Operating Results: December 31, Percentage
(Dollars in thousands, except per share data) 2019 2018 Change
Total INtEreSt INCOME .........ccvveeeeerieeeeereeeeeeeeeeeeeeeeereeeeeeeeeeereeeeens 31,890 30,381 5.0%
Total INtErest EXPENSE ... eevveeeeeieeieeiiertieieeie et et siee e nee e ne 3,339 2,233 49.5
Net INteresSt INCOIME .......eeeeeeereeeeeireeeeeeeeeeeeeeeeeeeee e e eereee e 28,551 28,148 1.4
Provision for 10an 10SSES........c.cccviiviiieiiieiieeie e (1,216) (649) (87.4)
Net interest income after provision for loan losses .................. 29,767 28,797 34
Fees and Service Charges ........occveeeveeecieeeiieeciie e 3,100 3,330 (6.9)
Loan Servicing feeS.......cccuiivieeeiieiieeciie ettt 1,278 1,255 1.8
Gain on sales 0f 10anNS..........c..ooooeiuiiiieiie e 2,941 2,095 40.4
Other NON-INtErest INCOME .......c..eevveeeereeeereeeeteeecteeeetee e e e e e 1,136 1,034 9.9
Total non-iNterest INCOME...........ccevveeeeecureeeeiieeeeeieeeeeeeeeeeeenn 8,455 7,714 9.6
Total NON-INtErest EXPENSE ......eevveevereerierieereeeeeeeeeeereeeeeeneens 27,105 25,387 6.8
Income before inCOMe tax eXPense ........cceeeereereeereeeneereereeneeeeene 11,117 11,124 (0.1)
INCOME tAX EXPEINSE ...eeeeieieiieiieie ettt ettt s ee e 3,324 2,888 15.1
INEE INCOME ...ttt ettt ettt ettt ee e ee 7,793 8,236 54
Per Common Share Information:
Earnings per common share and common share equivalents
BaSIC. ..ttt ettt 1.69 1.89
DIIUtEd. ..o 1.68 1.71
Stock price (for the year):
HIZN e 23.34 21.90
LIOW ettt 19.01 18.05
CLOSE ..ttt ettt e 21.01 19.62
Book value per common Share ............ccocceeveevieerierieieeneesieeie s 19.13 17.19
Closing price to book value...........cccvvverienienirie e 109.83% 114.14%
Financial Ratios:
Return on average assets ......ccvecveeeveerieeieeeireeeeieeeieesreesveesveenenes 1.05% 1.14% (7.9)%
Return on average stockholders’ equity ..........ccooeeevienieiieceniennnene 8.74 9.88 (11.5)
NeEt INEreSt MATZIN ...eecuveeierieeieeeiieeieerieeeteesreesaeeseaeesreesereenaneees 4.04 4.03 0.2
Operating expenses t0 aVerage assetS........coeeuereereereereereereenueens 3.67 3.51 4.6
Average stockholders’ equity to average assets ..........ccoevveeveeveennnns 12.06 11.52 4.7
Stockholders’ equity to total assets at year end..........cccccceverenenne. 11.91 11.67 2.1
Non-performing assets to total assetS.......ccovvevvevieeviesieenieecieeiennens 0.34 0.43 (20.9)
EffiCIenCy Tatio....cceeiiiiiiniicieiceiee e 73.25 70.79 35
Balance Sheet Data: December 31, Percentage
(Dollars in thousands) 2019 2018 Change
TOtAl ASSELS ...vvvieieeirieiceieee ettt et e e e et e e e enaneeen 777,639 712,315 9.2%
Securities available for sale...........ccccvvveviiiiieiiiiiceeeeeeeeeeee e 107,592 79,859 34.7
Loans held fOr Sale .......covvvvieeieiieiie e 3,606 3,444 4.7
Loans receivable, NEt..........oooviiieiiieiieeeeeeeeeeeeeeeeeeee e 596,392 586,688 1.7
DIEPOSIES ...ttt sttt 673,870 623,352 8.1
Stockholders’ EqUILY ......ccverieriierieieeeee e e 92,648 83,147 11.4
Home Federal Savings Bank regulatory capital ratios:
Common equity Tier 1 capital........coocevieiiniinienieneneeene, 13.21 % 13.26 % (0.4)%
TIer 1 I@VETAZE ..vveevieeeieeiieete ettt 10.89 11.00 (1.0)
Tier 1 risk-based capital ...........ccccoevvrvieiienieiieecieceeeeen. 13.21 13.26 0.4)
Total risk-based capital ..........cccecvecvieierierieiee e, 14.46 14.52 (0.4)




LETTER TO SHAREHOLDERS AND CLIENTS

I am very pleased with the financial performance that HMN Financial, Inc. (HMN) reported
for 2019. Our dedicated staff worked very hard to execute our strategic plan and improve the
financial performance and asset quality of the bank.

As of year-end, total assets had increased over $65 million since last year. While net loans
increased approximately $10 million, new commercial loan production exceeded $90 million
for the year while mortgage loan production exceeded $150 million - both substantial increases
over the previous year’s levels. Most importantly, deposits rose over $50 million during the
year which can be attributed to a number of initiatives:

e In October 2018, we purchased an existing branch facility in Pewaukee, Wisconsin,
fully aware that deed restrictions would prevent us from opening a branch there for
twelve months. We used this time to update both the interior and exterior of the
facility and implemented the latest technology in order to reduce the number of
employees needed to operate the branch. This way, production staff is able to spend
more time out in the community meeting with prospective clients and serving existing ones. During the year, we
also recruited a number of excellent local community bankers to staff the office. We opened a full service branch
in October 2019 and have been very pleased with the support of the local community and the performance of the
branch.

e In early 2019, we commenced construction of an expansion to our drive-up branch facility in Kasson, Minnesota.
Once again, we utilized the latest technology and completely remodeled the original floorplan in order to operate
the branch as efficiently as possible. In September 2019, we closed on the sale of our downtown branch location in
Kasson to another local business which allowed us to consolidate all of our operations into a single convenient
location for that market. The community response has been very positive as evidenced by the deposit growth that
we experienced during the year - in large part due to our efforts to ensure that our original main street storefront
was not abandoned but repurposed.

e In the second half of 2018, a number of new product and marketing initiatives were launched in order to increase
organic deposit growth. The implementation of these initiatives resulted in a substantial increase in the number of
new retail and commercial deposit accounts opened in 2019 compared to the previous year’s results.

While pleased with the organic deposit growth we experienced in 2019, we continue to look for acquisition targets that will
grow the asset size of the bank, enhance our franchise value and improve our financial performance. During this past year
we analyzed a number of acquisition opportunities and aggressively pursued some of those opportunities but ultimately, we
determined not to go forward with any acquisitions in 2019. We are very sensitive to the potential dilution an acquisition
could have on our common shareholders and will continue to remain disciplined in our approach to valuing and pursuing
acquisition targets.

Another area of focus this past year was the management of our net interest margin. Maintaining net interest margins was a
challenge in 2019 due to the Federal Open Market Committee’s decision to reduce the Federal Funds rate by 75 basis points
during the year which resulted in a corresponding decrease in the Prime interest rate. The decrease in the Prime interest rate
resulted in fierce pricing competition on loans for quality borrowers which resulted in lower loan rates while deposit costs
fell more slowly. Fortunately, our net interest margin for the year held steady from the previous year at 4.04%.

Once again, our asset quality improved with past due loans declining to just 19 basis points of total loans at year-end. During
the year, we were able to move a number of our weakest, but performing, commercial loan relationships out of the bank. We
believe this proactive approach capitalized on the fierce competition for loan growth in our markets and left our bank in a
better position should economic conditions deteriorate.



The capital positions of both the bank and HMN remain very strong when compared to our peers. Over the past several years
we have strategically deployed excess capital to repurchase preferred stock, repay outstanding debt, and repurchase common
stock warrants. All of this was accomplished while continuing to maintain adequate liquidity and capital at HMN to ensure
that it remains a source of strength for the bank. After considering HMN’s capital positon, our Board of Directors has
approved a stock repurchase plan which provides management the ability to repurchase up to $6 million of outstanding HMN
common stock. Repurchases of common stock could support the stock price, if needed, and return excess capital to our
shareholders should it not be needed to support anticipated growth. Management and the Board will continue to evaluate the
most prudent use of our capital resources on a quarterly basis.

We appreciate your interest in HMN and thank you for your continued support of our mission.

Best Regards,

CR AR

Bradley Krehbiel
President/CEO
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FIVE-YEAR CONSOLIDATED FINANCIAL HIGHLIGHTS

Selected Operations Data: Year Ended December 31,
(Dollars in thousands, except per share data) 2019 2018 2017 2016 2015
Total INterest INCOME ........ccuvvieieeeeeeciieeeeeeeeeeeee e $ 31,890 30,381 27,680 27,349 21,453
Total INterest EXPENSE.....cccverrrereeereererreereereeeeseenseeeeens 3,339 2,233 1,797 1,593 1,507
Net Interest iNCOME ......ccvveeeeeveeeeeieeeeereeeeeeeeeeereenn 28,551 28,148 25,883 25,756 19,946
Provision for 1oan 10SSes.........ccccerveriieiiriienieiieie e (1,216) (649) (523) (645) (164)
Net interest income after provision for loan losses ... 29,767 28,797 26,406 26,401 20,110
Fees and service charges .........ccoecvevievieneecie e 3,100 3,330 3,354 3,427 3,316
Loan servicing fees........ccecvevvereieeienienieieeie e 1,278 1,255 1,202 1,108 1,046
Gain on sales 0f 10ans..............oooveeeeeiiieeeieeecee e 2,941 2,095 2,138 2,618 1,964
Other non-interest INCOME ..........c..eeeeevueeeeeiereeeeeeeeeeeieeeenns 1,136 1,034 960 1,048 1,327
Total non-interest INCOME.............cceuveeeecrveeeeenreeeennnen. 8,455 7,714 7,654 8,201 7,653
Total non-interest EXPense .........cceevereeerveecververeennens 27,105 25,387 25,254 24,130 23,196
Income before income tax eXpense .........cceeeevververeeennenne 11,117 11,124 8,806 10,472 4,567
INCOME tAX EXPEINSE .......ocerevrrrrrrerseresesesesesessereesesenne. 3,324 2,888 4,402" 4,122 1,611
NEt INCOME ...oeenvvieiieeiii ettt sveeeane e 7,793 8,236 4,404 6,350 2,956
Preferred stock dividends and discount..................... 0 0 0 0 (108)
Net income available to common shareholders......... $ 7,793 8,236 4,404 6,350 2,848
Basic earnings per common share..............cocuveneeee. $ 1.69 1.89 1.04 1.52 0.69
Diluted earnings per common share..............c.......... 1.68 1.71 0.90 1.34 0.61

(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: At December 31,
(Dollars in thousands, except per share data) 2019 2018 2017 2016 2015
TOtal @SSELS ...eeveeeieieiieieiet e $777,639 712,315 722,685 682,023 643,161
Securities available for sale.........ccooovviiiiiiiiiieiiiiiiiiiee, 107,592 79,859 77,472 78,477 111,974
Loans held for Sale ...........ooovveiveviiiiieeieeeeeeeeeeeeeeeee e 3,606 3,444 1,837 2,009 3,779
Loans receivable, Net.........cccevvvvviiiivieiiiieeeeeeeeeeeeee e 596,392 586,688 585,931 551,171 463,185
DIEPOSIES ..ttt 673,870 623,352 635,601 592,811 559,387
Federal Home Loan Bank advances and other borrowings .. 0 0 0 7,000 9,000
Stockholders’” equity........cccevererereeienieiieneneneneeeeeeeeeene 92,648 83,147 80,818 75,919 69,645
Book value per common share .............ccooceevveriieciieienieennns 19.13 17.19 17.97 16.91 15.54
Number of full service offices®..........coceevveiiniininneiieen. 14 14 13 13 13
Number of loan origination offices®.........ccccccvvervrerrrenneen. 1 2 3 3 3
Key Ratios: @
Stockholders’ equity to total assets at year end.................... 11.91 % 11.67% 11.18% 11.13% 10.83 %
Average stockholders’ equity to average assets ................... 12.06 11.52 11.43 11.07 11.70
Return on stockholders’ equity (ratio of net income to

AVETAZE CQUILY)ecuvierierieereererieseesseesseeseesesseesseesseesseessenns 8.74 9.88 5.52 8.71 4.27
Return on assets (ratio of net income to average assets) ...... 1.05 1.14 0.63 0.96 0.50

@ 1n 2019, converted Wisconsin loan origination office to a full service office and consolidated the two Kasson offices into one location.

® 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 HMN Financial,
Inc. (HMN or the Company) with the Securities and
Exchange Commission (SEC), and the Company’s 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, maintaining net interest
margins, reducing non-performing assets, and generating
improved financial results (including profitability),; the
adequacy and amount of available liquidity and capital
resources to 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; improvements
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 the withdrawn deposits will be replaced;
the projected changes in net interest income based on rate
shocks; the range that interest rates may fluctuate 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 anticipated
results of litigation and our assessment of the impact on our
financial statements; 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.

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
continued 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;, domestic and 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 “Risk Factors”
sections of the Company’s Annual Report on Form 10-K for
the year ended December 31, 2019. All forward-looking
statements are qualified by, and should be considered in
conjunction with, such cautionary statements.

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 is the stock savings bank holding company for 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
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



MANAGEMENT DISCUSSION AND ANALYSIS

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, data processing costs, professional services, deposit
insurance, amortization expense on mortgage servicing
assets, advertising expenses, 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 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 U.S. generally accepted accounting
principles (GAAP), 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.

Litigation

Estimates related to litigation are inherently subjective and
the ultimate resolution of any litigation may be different
than current management estimates. See “Note 18
Commitments and Contingencies” for further information.

Results of Operations

Comparison of 2019 with 2018

Net income was $7.8 million for 2019, a decrease of $0.4
million, or 5.4%, compared to net income of $8.2 million
for 2018. Diluted earnings per share for the year ended
December 31,2019 was $1.68, a decrease of $0.03 per share
compared to diluted earnings per share of $1.71 for the year
ended December 31, 2018. The decrease in net income
between the periods was because of a $1.7 million increase
in non-interest expenses primarily related to increased
compensation and professional services expense and a $0.4
million increase in income tax expense. These decreases in
net income were partially offset by a $0.8 million increase
in the gain on sales of loans, a $0.6 million decrease in the
loan loss provision, and a $0.5 million increase in net
interest income due to an increase in the average interest-
earning assets between the periods.

Net Interest Income

Net interest income was $28.6 million for 2019, an increase
of $0.5 million, or 1.4%, from $28.1 million for the same
period of 2018. Interest income was $31.9 million for 2019,
an increase of $1.5 million, or 5.0%, from $30.4 million for
the same period of 2018. Interest income increased
primarily because of the increase in the average yield earned
on interest-earning assets between the periods. The average
yield earned on interest-earning assets was 4.51% for 2019,
an increase of 16 basis points from 4.35% for 2018. The
increase in the average yield is primarily related to the
increase in the average prime rate between the periods.

Interest expense was $3.3 million for 2019, an increase of
$1.1 million, or 49.5%, compared to $2.2 million in 2018.
The average interest rate paid on interest-bearing liabilities
and non-interest-bearing deposits was 0.52% for 2019, an
increase of 17 basis points from 0.35% for 2018. The
increase in interest paid on interest-bearing liabilities was
primarily because of a lag in the timing of the market’s
response in lowering deposit pricing when the federal funds
rate decreased in the second half of 2019. Interest expense
also increased as a result of an increase in the average
federal funds rate between the periods.



MANAGEMENT DISCUSSION AND ANALYSIS

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,
2019 2018 2017
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... $ 15,308 343 224% $ 8,550 197 230% $ 2,524 57 2.26 %
Other marketable securitie: 67,075 1,157 1.72 70,827 1,138 1.61 74,035 1,103 1.49
Loans held for sale... 2,959 125 4.22 1,765 89 5.04 1,905 94 4.93
Loans receivable, net 589,521 29,662 5.03 586,664 28,446 4.85 573,894 26,274 4.58
FHLB stock and other earning assets
including cash equivalents .. 31,679 603 1.90 30,567 511 1.67 18,088 152 0.84
Total interest-earning assets .. $ 706,542 31,890 4.51 $ 698,373 30,381 4.35 $ 670,446 27,680 4.13
Interest-bearing liabilities:
Checking accounts... $ 96,387 103 011% $ 86,750 62 0.07% $ 87,416 77 0.09 %
Passbooks 79,587 63 0.08 77,630 61 0.08 76,592 63 0.08
Money market accounts.. 177,587 1,171 0.66 199,202 865 0.43 179,675 560 0.31
Certificate accounts ........ 121,914 1,995 1.64 114,243 1,243 1.09 106,006 770 0.73
FHLB advances and other borrowings 287 7 2.54 140 2 1.71 6,335 327 5.16
Total interest-bearing liabilities $ 475,762 $ 477,965 $ 456,024
Noninterest checking 163,420 156,482 156,149
Other noninterest-bearing liabilities.............. 2,057 1,534 1,279
Total interest-bearing liabilities and
noninterest-bearing deposits ............cceeue. $ 641,239 3,339 052% $ 635,981 2,233 035% § 613,452 1,797 0.29 %
Net interest iNCOME........ccovevereeverreeerierennenens 28,551 28,148 25,883
Net interest rate spread ... 3.99 % 4.00 % 3.84 %
Net earning assets $ 65,303 $ 62,392 $ 56,994
Net interest margin ..........cocccceeeeeeceueueenennnns 4.04 % 4.03 % 3.86 %
Average interest-earning assets to average
interest-bearing liabilities and noninterest-
bearing deposits.........coouviemivemiiemerereereenens 110.18 % 109.81 % 109.29 %

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 (net interest income divided by average
interest-earning assets) for 2019 was 4.04%, an increase of
1 basis point compared to 4.03% for 2018. The increase in
the net interest margin is primarily related to the increase in
interest income as a result of the increase in the average
yield earned on the interest-earning assets between the

periods. Average net earning assets increased from $62.4
million in 2018 to $65.3 million in 2019. The $2.9 million
increase in the net earning assets in 2019 is due primarily to
the net income earned in 2019 that was partially offset by
the purchase of premises and equipment.



MANAGEMENT DISCUSSION AND ANALYSIS

The following table presents the dollar amount of changes fluctuating interest rates. For each category of interest-
in interest income and interest expense for major earning assets and interest-bearing liabilities, information is
components of interest-earning assets and interest-bearing provided on changes attributable to (i) changes in volume
liabilities. It quantifies the changes in interest income and (i.e., changes in volume multiplied by old rate) and (ii)
interest expense related to changes in the average changes in rate (i.e., changes in rate multiplied by current

outstanding balances (volume) and those changes caused by volume).

Year Ended December 31,
2019 vs. 2018 2018 vs. 2017
Increase Increase
(Decrease) (Decrease)
Due to Due to
Total
Total Increase
(Dollars in thousands) Volume ® Rate @ Increase Volume Rate (Decrease)
Interest-earning assets:
Securities available for sale:
Mortgage-backed and related
SECUIIICS ...venenerrrnene $ 156 (10) 146 136 4 140
Other marketable securities.. . (60) 79 19 (48) 83 35
Loans held for sale.............. . 60 (24) 36 ©) 2 5)
Loans receivable, net .. . 105 1,111 1,216 806 1,366 2,172
Other......coooveueeereeecceee . 17 75 92 102 257 359
Total interest-earning assets.............. $ 278 1,231 1,509 989 1,712 2,701
Interest-bearing liabilities:
Checking accounts ..........oeeueeecnnneuenne $ 1 40 41 6 21 (15)
PassboOKS .......c.cvvveirieieieieieieeeeee 2 0 2 0 2) 2)
Money market accounts............ccceeeeenene (21 327 306 37 268 305
Certificates of deposit.........ccceeerereeuenee 53 699 752 79 394 473
FHLB advances and other borrowings .. 3 2 5 (325) 0 (325)
Total interest-bearing liabilities ........ $ 38 1,068 1,106 (203) 639 436
Increase in net interest income.................... $ 240 163 403 1,192 1,073 2,265

@ 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 rates as of the date indicated. Non-accruing loans have been
on the Company's interest-earning assets, the weighted included in the average outstanding loan balances in the
average interest rates on interest-bearing liabilities and the table as loans carrying a zero yield.

interest rate spread between the weighted average yields and

At December 31, 2019

Weighted average yield on: Weighted average rate on:
Securities available for sale:
Mortgage-backed and related securities...........cceeeveennnnne 2.13%  Checking aCCOUNLS ......c.evrveireeieriieeiietesieeeiee et e e enens 0.13%
Other marketable Securities.............cccceevvrniiiccccennnnes 1.72 PassboOK aCCOUNLS ..........ccucuriiiriiiiicicieieecc e 0.08
Loans held for sale ... 3.99 Money market accounts 0.65
Loans receivable, net . 4.79 Certificates of deposit . 1.84
FHLB stock and other interest-earning assets ...........c.coceeeune 1.71 Combined weighted average rate on interest-bearing liabilities.. 0.56
Combined weighted average yield on interest-earning assets. 422 Interest rate SPread.........ocoveveerieerieinieeeecee e 3.66

Provision for Loan Losses

The provision for loan losses was ($1.2) million for 2019, a compared to the same period of 2018. The net recoveries,
decrease of $0.6 million compared to the ($0.6) million combined with the changes in the credit reserve amounts
provision for loan losses for 2018. The credit provision required on the existing portfolio, resulted in a reduction of
amount for the period was primarily the result of the the overall provision for loan losses between the periods.
increase in net recoveries received during 2019 when

10



MANAGEMENT DISCUSSION AND ANALYSIS

A reconciliation of the allowance for loan losses for 2019 and 2018 is summarized as follows:

(Dollars in thousands) 2019 2018
Balance beginning 0f PEriod........c.couviriiueuiiriiiieei ettt $ 8,686 $ 9,311
PLOVISION ...ttt ettt et b s s et a e bt e e e et e s e st s e e e b e s en s et et e b e s e ettt s et e b ene et e st esenen e e e (1,216) (649)
Charge offs:
SINELE FAMULY ..ottt bbbttt bbbttt a (24)
COMSUITIET ...utievititietieutettestetetentestesteesees e et eeseeseessessensesensensesseebeeseeseeseeseeseensessensensansanseasaabeeseeneesaessensensensasessensenns 107) (226)
COMMETCIAL DUSINESS ...ttt sttt ettt e te st es e st et e es et e beseebeneesensesasesersesenseseaseneeseneeseneesenes (880) (270)
Recoveries ........ccooeuveneen. 2,082 544
Balance at December 31,. $ 8,564 § 8,686
Allocated to:
GENETAL AILOWAINCE .....evivivieiieeieaiet ettt ettt ettt ettt et e st e b e et e e teeseeseessessessessesbesesseebeeseeseeseessessessessensessessensesserens $ 7,839 7,892
SPECIFIC AIIOWANCE ...ttt b bbbttt sttt b st b st b et b e e b e e eb et e b tesennene 725 794
$ 8,564 8,686

Non-Interest Income
Non-interest income was $8.5 million for the year ended December 31, 2019, an increase of $0.8 million, or 9.6%, from $7.7
million for the year ended December 31, 2018. The following table presents the components of non-interest income:

Percentage
Year ended December 31, Increase (Decrease)

(Dollars in thousands) 2019 2018 2017 2019/2018 2018/2017

Fees and service charges ..........ccecveveevieennne $ 3,100 3,330 3,354 (6.9)% (0.7)%
Loan servicing fees.......cooeeererenreerecncnnnnen 1,278 1,255 1,202 1.8 4.4
Gain on sales of loans............cccooeeeeieeiiennnenn. 2,941 2,095 2,138 40.4 (2.0)
Other non-interest income ... . 1,136 1,034 960 9.9 7.7

Total non-interest income ......................... $ 8,455 7,714 7,654 9.6 0.8

Gain on sales of loans increased $0.8 million between the increased slightly due to an increase in single family loan
periods primarily because of an increase in single family servicing fees earned between the periods. These increases
loan sales. Other non-interest income increased $0.1 million were partially offset by a decrease of $0.2 million in fees
due primarily to an increase in the gains recognized on and service charges due to a decrease in commitment fees
equity securities between the periods. Loan servicing fees and late charges earned on loans between the periods.

Non-Interest Expense
Non-interest expense was $27.1 million for the year ended December 31, 2019, an increase of $1.7 million, or 6.8%, from
$25.4 million for the year ended December 31, 2018. The following table presents the components of non-interest expense:

Percentage

Year ended December 31, Increase (Decrease)
(Dollars in thousands) 2019 2018 2017 2019/2018 2018/2017
Compensation and benefits .............cccceueee $ 15,659 14,728 15,007 6.3% (1.9)%
Occupancy and equipment ............ccccoceeenee 4,442 4,304 4,068 3.2 5.8
Data Processing........oeeevveereeereeriereseererennens 1,263 1,270 1,106 (0.6) 14.8
Professional services . 1,573 1,137 1,285 38.3 (11.5)
Other .o 4,168 3,948 3,788 5.6 4.2
Total non-interest eXpense...........eceeveerverernene $ 27,105 25,387 25,254 6.8 0.5
Compensation and benefits expense increased $0.9 million litigation claim. Other non-interest expense increased $0.2
primarily because of annual salary increases, the opening of million due to an increase in mortgage loan servicing
a new branch location, and an increase in the compensation expenses because of the increase in serviced loans that were
paid as a result of the increased mortgage loan production refinanced between the periods. Occupancy and equipment
between the periods. Professional services expense costs increased $0.1 million between the periods due to an
increased $0.4 million between the periods due primarily to increase in depreciation and maintenance costs.

an increase in legal expenses relating to a bankruptcy
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MANAGEMENT DISCUSSION AND ANALYSIS

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
$3.3 million for the year ended December 31, 2019, an
increase of $0.4 million from $2.9 million for the year ended
December 31, 2018. Income tax expense increased between
the periods because of an increase in the effective tax rate.
The effective tax rate increased primarily because of a
change in the deductibility of certain expenses between the
periods.

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 of 2017 (the
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.
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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.

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.

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
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.

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. 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 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.



MANAGEMENT DISCUSSION AND ANALYSIS

Non-Interest Expense periods. Professional services expense decreased $0.2
Non-interest expense was $25.4 million for the year ended million between the periods primarily because of a decrease
December 31, 2018, an increase of $0.1 million, or 0.5%, in legal expenses.

from $25.3 million for the year ended December 31, 2017.

Occupancy and equipment expense increased $0.2 million Income Taxes

because of increases in depreciation and real estate tax Income tax expense was $2.9 million for the year ended
expenses. Data processing costs increased $0.2 million December 31, 2018, a decrease of $1.5 million, from $4.4

primarily because of an increase in mobile and on-line million for the year ended December 31, 2017. The decrease
banking costs between the periods. Other non-interest in income tax expense is due primarily to the enactment of
expense increased $0.2 million between the periods due to the Act which required the Company to record $1.1 million

an increase in the fraud losses incurred on deposit accounts in additional income tax expense in the fourth quarter of
and an increase in deposit insurance rates. These increases 2017 and reduced the Company’s federal income tax rate in
in non-interest expense were partially offset by a $0.3 2018.

million decrease in compensation and benefits expense

primarily because of a decrease in employees between the

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,

2019 2018 2017 2016 2015
(Dollars in thousands) Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent
Real Estate Loans:
Single family.........ccco.... $ 120,064 19.86 % $ 110,698 18.61% $ 107,005 17.99% $ 103,255 1841% $ 90,945 19.24 %
Multi-family.........cccce.... 48,663 8.05 50,150 8.43 28,649 4.81 36,777 6.56 12,324 2.61
Commercial.................... 270,410 44.74 257,036 43.21 259,024 43.55 230,955 41.18 196,926 41.65
Construction or
development ................ 31,122 5.15 28,944 4.87 46,444 7.81 31,348 5.59 38,103 8.05
Total real estate loans 470,259 77.80 446,828 75.12 441,122 74.16 402,335 71.74 338,298 71.55
Other Loans:
Consumer Loans:
Automobile ................... 2,608 0.43 2,483 0.42 2,894 0.49 3,036 0.54 2,885 0.61
Home equity line. 28,004 4.63 32,273 5.42 36,869 6.20 40,476 7.22 38,980 8.24
Home equity.................. 16,422 2.72 16,733 2.81 15,823 2.66 16,302 291 14,782 3.13
Recreational vehicles.... 17,266 2.86 16,226 2.73 13,181 2.21 7,553 1.35 2,650 0.56
Other......ccoveerreinne, 5,649 0.93 4,817 0.81 5,000 0.84 5,916 1.05 5,118 1.08
Total consumer loans 69,949 11.57 72,532 12.19 73,767 12.40 73,283 13.07 64,415 13.62
Commercial business
10ANS ..o 64,227 10.63 75,496 12.69 79,909 13.44 85,176 15.19 70,106 14.83
Total other loans........ 134,176 22.20 148,028 24.88 153,676 25.84 158,459 28.26 134,521 28.45
Total loans $ 604,435 100.00 % $ 594,856 100.00 % $ 594,798 100.00 % $ 560,794 100.00 % $ 472,819 100.00 %
Less:
Unamortized discounts .. 15 17 19 20 16
Net deferred loan costs .. (536) (535) (463) (300) 1)
Allowance for losses...... 8,564 8,686 9,311 9,903 9,709
Total loans receivable,
(1S, PSRN $ 596,392 $ 586,688 $ 585,931 $ 551,171 $ 463,185

The modest growth in the loan portfolio in 2019 was to $110.7 million at December 31, 2018. The single family

primarily because the growth experienced in commercial loan portfolio increased in 2019 due to an increase in the
and single family real estate loans was offset by a decrease single family loans that were originated due to the low
in other loan categories. Based on current economic interest rate environment and an increased emphasis on
conditions and the projected loan origination and originating shorter term and adjustable rate mortgage loans
prepayment amounts, it is anticipated that any growth in the that were placed into the portfolio. The majority of the
overall loan portfolio will be limited in 2020. longer term mortgage loans that were originated during the

year were sold into the secondary market and were not
Single family real estate loans were $120.1 million at placed in the loan portfolio in order to manage the
December 31, 2019, an increase of $9.4 million, compared Company’s interest rate risk position.
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MANAGEMENT DISCUSSION AND ANALYSIS

Multi-family real estate loans were $48.7 million at
December 31, 2019, a decrease of $1.5 million, compared
to $50.2 million at December 31, 2018. The decrease in
multi-family real estate loans in 2019 is primarily the result
of having an increase in loan payoffs and fewer originations
in 2019.

Commercial real estate loans were $270.4 million at
December 31,2019, an increase of $13.4 million, compared
to $257.0 million at December 31, 2018. The increase in
commercial real estate loans is primarily due to an increase
in the originations of these types of loans in 2019.

Construction or development loans were $31.1 million at
December 31, 2019, an increase of $2.2 million, compared
to $28.9 million at December 31, 2018. The increase in
construction loans is primarily related to the $21.8 million
in new construction loans and the $4.1 million in advances
on existing loans. These increases were partially offset by
the $10.2 million in paid off loans and the $13.5 million of
loans on construction projects that were completed during
the year and were moved to a permanent classification.

Home equity lines of credit were $28.0 million at December
31, 2019, a decrease of $4.3 million, compared to $32.3
million at December 31, 2018. The open-end home equity
lines are generally written with an adjustable rate and a two
to 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 $16.4 million at December 31, 2019, a decrease of $0.3
million, compared to $16.7 million at December 31, 2018.
Closed-end home equity loans are written with fixed or
adjustable rates with terms up to fifteen years. The decrease
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 $17.3 million at December
31, 2019, an increase of $1.1 million, compared to $16.2
million at December 31, 2018. 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
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balance between the periods is due to loan originations
exceeding principal repayments during 2019.

Commercial business loans were $64.2 million at December
31, 2019, a decrease of $11.3 million, compared to $75.5
million at December 31, 2018. The decrease in commercial
business loans in 2019 is because loan payoffs exceeded
loan originations during the year, with some of the payoffs
related to the Bank’s initiative to maintain the credit quality
of the loan portfolio.

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 $8.6 million, or 1.42% of
gross loans at December 31, 2019, compared to $8.7
million, or 1.46% of gross loans at December 31, 2018. The
allowance for loan losses decreased primarily because of a
decrease in the reserve percentages applied to certain
classified commercial loans. These percentages were
reduced based on a historical loss analysis that was
performed during the year. This decrease was partially
offset by an increase in reserves as a result of an increase in
outstanding balances and a change in the composition of the
loan portfolio between the periods.



MANAGEMENT DISCUSSION AND ANALYSIS

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

December 31,

(Dollars in thousands) 2019 2018 2017 2016 2015
Balance at beginning of YEar .........ccveriviiriririeieereeeeee s $ 8,686 9,311 9,903 9,709 8,332
ProviSion fOr LOSSES ......cveviieuirieeiiieieteietesee ettt b e ss s e seesesene (1,216) (649) (523) (645) (164)
Charge-offs:
SINgle FAMILY ..oveieiiieiec e a 24) (6) (66) (19)
Commercial real estate .. 0 0 (50) 67) 0
COMSUIMIET ..c.vivieteetiettententeetete e testesseebeeseeseeseeseeseeseessensensensensessessensessessesseans 107) (226) (288) (108) (105)
Commercial BUSINESS.......c.ccuvveueueuiueriririeeeieieirree e (880) (270) (311) (180) (69)
Recoveries 2,082 544 586 1,260 1,734
Net recoveries (charge-0fts).......coveereiriiinieirieeee e 1,094 24 (69) 839 1,541
Balance at end OF YO .......c.cveveiieieieieceiee e e $ 8,564 8,686 9,311 9,903 9,709
Year end allowance for loan losses as a percent of year end gross loan balance. 1.42% 1.46% 1.57% 1.77% 2.05%
Ratio of net loan recoveries (charge-offs) to average loans outstanding.............. 0.18 0.00 (0.01) 0.16 0.36
Allowance as a percent of total assets at year end ..........cccccceevveveeennnneeccnenne 1.10 1.22 1.29 1.45 1.51
The following table reflects the allocation of the allowance for loan losses:
December 31,
2019 2018 2017 2016 2015
Percent Percent Percent Percent Percent
Allocated of Loans Allocated of Loans Allocated of Loans Allocated of Loans Allocated of Loans
Allowance in Each Allowance in Each Allowance in Each Allowance in Each Allowance in Each
as a % of Category as a % of Category asa % of Category asa % of Category as a % 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........ccccoeeeeee 0.71 % 19.86 % 0.75 % 18.61 % 0.84 % 17.99 % 1.15% 18.41 % 1.09 % 19.24 %
Commercial real estate ....... 1.44 57.94 1.45 56.51 1.52 56.17 1.66 53.33 2.46 5231
Consumer 2.15 11.57 2.24 12.19 2.21 12.40 2.20 13.07 1.86 13.62
Commercial business. 1.78 10.63 1.80 12.69 2.14 13.44 2.53 15.19 2.05 14.83
Total...cocveeieeiireccenees 1.42 100.00 % 1.46 100.00 % 1.57 100.00 % 1.77 2.05 100.00 %

100.00 %

The allocated allowance percentages for all loan categories
decreased in 2019 primarily because of an improvement in
the credit quality of the loans held in the various portfolios.

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, 2019 or
December 31, 2018.

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
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
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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 $2.7
million at December 31, 2019, a decrease of $0.4 million,
or 13.9%, from $3.1 million at December 31, 2018. Non-
performing loans decreased $0.6 million and foreclosed and
repossessed assets increased $0.2 million during 2019. The
decrease in the non-performing loans between the periods
was primarily the result of the reclassification of a $1.3
million non-performing loan relationship in the
manufacturing industry to an accruing loan during 2019.
This decrease in non-performing loans was partially offset
by a $0.6 million increase in non-accruing loans related to a
loan in the trucking industry that was reclassified as non-
accruing during the year.



MANAGEMENT DISCUSSION AND ANALYSIS

The following table sets forth the amounts and categories of non-performing assets in the Company’s portfolio:

December 31,

(Dollars in thousands) 2019 2018 2017 2016 2015
Non-performing loans:
Single family .......ccceevinirieiiiiiiccce e 617 730 949 916 1,655
Commercial real estate... 184 1,311 1,364 1,384 1,694
Consumer .................... 659 489 553 630 786
Commercial business .. 621 148 278 343 46
TOtAL e 2,081 2,678 3,144 3,273 4,181
Foreclosed and repossessed assets:
Single family ........ccoceoivirireii e 166 0 0 0 48
Commercial real estate... 414 414 627 611 1,997
CONSUIMET ...ttt 0 0 0 16 0
TOtAL e 580 414 627 627 2,045
Total non-performing assets............... 2,661 3,092 3,771 3,900 6,226
Total as a percentage of total assets ... 0.34 % 0.43 % 0.52 % 0.57 % 0.97 %
Total non-performing 10ans...........cccoceveeiiiereueeinnneenes 2,081 $ 2,678 $ 3,144 3,273 4,181
Total as a percentage of total loans receivable, net.......... 0.35 % 0.46 % 0.54 % 0.59 % 0.90 %
Allowance for loan losses to non-performing loans........ 411.25 % 324.27% 296.11 % 302.56 % 232.22%

Gross interest income which would have been recorded had
the non-accruing loans been current in accordance with their
original terms amounted to $0.2 million for the year ended
December 31, 2019, and $0.3 million for the years ended
December 31, 2018 and 2017. The amounts that were
included in interest income on a cash basis for these loans
were $0.1 million for each of the three years.

At December 31, 2019, 2018 and 2017, there were loans
included in loans receivable, net, with terms that had been
modified in a TDR totaling $2.5 million, $2.5 million and
$3.0 million, respectively. Had the loans performed in
accordance with their original terms throughout 2019, 2018
and 2017, the Company would have recorded gross interest
income of $0.2 million, $0.3 million and $0.4 million,
respectively. During 2019, 2018 and 2017 the Company
recorded gross interest income of $0.1 million, $0.2 million
and $0.2 million, respectively.

For the loans that were modified in 2019, $0.1 million were
classified and performing and $0.5 million were non-
performing at December 31, 2019. Total TDRs of $2.5
million remained the same at December 31, 2019 when
compared to December 31, 2018. During 2019, several
single family and retail consumer TDRs paid off and were
replaced by new TDRs. Of the loans that were modified in
2019 and outstanding at December 31, 2019, $0.5 million
related to first or second mortgages on single-family
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properties, and the remaining modifications related to other
consumer 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 decrease in TDRs in
2018 related 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
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.



MANAGEMENT DISCUSSION AND ANALYSIS

The following table sets forth the amount of TDRs in the Company’s portfolio:

December 31,

(Dollars in thousands) 2019 2018 2017 2016 2015
Single family ........c.cccoeviiiieiiii e $ 623 636 685 448 647
Commercial real estate 983 1,110 1,210 1,774 725
CONSUMET .....oovveevenreneenens 745 522 758 709 732
Commercial business .. 114 208 391 369 415

TOtAl TDRS ..ottt $ 2,465 2,476 3,044 3,300 2,519
TDRS 0N aCCrual StAtUS ......cveoveevieieieeeieeieeteereeee et eae e $ 1,770 1,018 1,129 1,297 1,618
TDRs on non-accrual status.... 695 1,458 1,915 2,003 901

TOtAL. ettt $ 2,465 2,476 3,044 3,300 2,519

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, 2019 or 2018. There was one potential
problem loan relationship totaling $7.5 million identified by
the Company as of December 31, 2017, however, the issues
with the loan improved in 2018 and it did not progress to a
problem loan status.

Liquidity and Capital Resources

The Company manages 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.

The primary financing activity is the attraction of retail,
commercial, and internet deposits. The Bank also has the
ability to borrow funds from the FHLB or Federal Reserve
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Bank of Minneapolis based on the collateral value of the
loans pledged, 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 the advances that could be drawn based upon
existing collateral levels with the FHLB and the Federal
Reserve Bank of Minneapolis. Unpledged securities could
also be pledged and used as collateral for additional
borrowings with the FHLB or 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, 2019 were $44.4
million, an increase of $23.7 million, compared to $20.7
million at December 31, 2018. Net cash provided by
operating activities during 2019 was $15.2 million. The
Company conducted the following major investing
activities during 2019: purchases of securities available for
sale and FHLB stock were $55.5 million; principal
payments and maturity proceeds received on securities
available for sale and FHLB stock were $29.3 million; and
the proceeds from the sale of premises and other real estate
were $0.2 million. Net loans receivable increased $14.7
million and the Company also purchased premises and
equipment of $2.2 million. Net cash used by investing
activities during 2019 was $42.9 million. The Company
conducted the following major financing activities during
2019: deposits increased $50.5 million; received and repaid
borrowings of $26.0 million; customer escrows increased
$1.0 million; and withheld stock of $0.1 million to cover
taxes due on vested stock awards. Net cash provided by
financing activities was $51.4 million for 2019.



MANAGEMENT DISCUSSION AND ANALYSIS

The Bank has certificates of deposits from customers with
outstanding balances of $82.5 million that mature during
2020. Based upon past experience, management anticipates
that the majority of the deposits will renew for another term.
The Company believes that deposits that do not renew will
be replaced with deposits from other customers or FHLB
advances. Proceeds from the sale of securities could also be
used to fund unanticipated outflows of deposits.

The Bank has deposits of $60.4 million in checking and
money market accounts of five customers that have
individual relationship balances greater than $5.0 million.
These funds may be withdrawn at any time, however,
management anticipates that the majority of these deposits
will remain on deposit with the Bank over the next twelve
months. If these deposits are withdrawn, it is anticipated that
they would be funded with available cash or replaced with
deposits from other customers or advances from the FHLB.

Contractual Obligations and Commercial Commitments

Proceeds from the sale of securities could also be used to
fund unanticipated outflows of deposits.

Dividends from the Bank have been the Company’s primary
source of cash. The Bank is restricted under applicable
federal banking law from paying dividends to the Company
without prior notice to and non-objection of the applicable
regulator. During 2019, the Bank paid dividends to the
Company of $5.0 million and at December 31, 2019, the
Company had $7.7 million in cash.

The Company’s primary use of cash is the payment of
holding company level expenses including the payment of
director and management fees, legal expenses and
regulatory costs. The Company plans to continue to fund its
liquidity needs through dividends from the Bank, or if
deemed prudent, by obtaining external capital.

The Company has certain obligations and commitments to make future payments under existing contracts. At December 31,
2019, 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 1eases ..........c.coceeevererernenene $ 4,266 887 1,829 1,536 14
Total contractual obligations............cccceeueee $ 4,266 887 1,829 1,536 14
Amount of Commitments Expiring by Period
Other Commercial Commitments:
Commercial lines of credit...........cooveveeereierirenennn. $ 63,322 23,742 27,240 12,340 0
Commitments to lend 22,757 8,716 2,668 4,090 7,283
Standby letters of credit ........occoeververcineenicinnne 2,810 2,108 702 0 0
Total other commercial commitments........... $ 88,889 34,566 30,610 16,430 7,283

Regulatory Capital Requirements

The Company and the Bank are subject to the Basel III
regulatory capital requirements. The Basel III 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 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
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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.



MANAGEMENT DISCUSSION AND ANALYSIS

The Policy Statement of the FRB exempts small bank and
savings and loan holding companies with assets less than $3
billion from the above capital requirements. 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 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. On January 1, 2019,
the capital conservation buffer amount increased to the fully
phased in amount of 2.50%. Management believes that, as
of December 31, 2019, 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 OCC 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
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 in 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
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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, 2019 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 the
cash flow requirements of the Company and the Bank.

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.
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New Accounting Pronouncements

Note 1 of the Notes to Consolidated Financial Statements
discusses recently issued accounting pronouncements that
we will be required to adopt. Also discussed is our
expectation of the impact these new accounting
pronouncements will have on our 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, 2019.

(Dollars in thousands) Market Value

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

Total market-risk sensitive assets $ 790,627 781,112 767,305 753,086 739,106
Total market-risk sensitive liabilities 752,616 703,845 660,785 622,784 590,543
Off-balance sheet financial instruments 198 90 0 (132) (246)
Net market risk $ 37,813 77,177 106,520 130,434 148,809
Percentage change from current market value (64.50)% (27.55)% 0.00 % 22.45% 39.70%

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 2% and 51%, 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 61%, 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 9% and 6%, respectively. Retail
non-interest and interest-bearing checking accounts were
assumed to decay at annual rates of 8% and 11%,
respectively. Commercial non-interest and interest-bearing
checking accounts were assumed to decay at annual rates of
10% and 19%, respectively. Commercial MMDAs were
assumed to decay at annual rates of between 0% and 30%.
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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
increase in interest rates.



MANAGEMENT DISCUSSION AND ANALYSIS

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,
2019 to determine if its current level of interest rate risk is
acceptable. The following table projects the estimated
impact on net interest income during the twelve month
period ending December 31, 2020 of immediate interest rate
changes called rate shocks:

(Dollars in thousands)

Rate Shock Net Interest Percent
in Basis Points Change Change
+200 $ 1,927 7.04%
+100 962 3.52
0 0 0.00
-100 (1,068) (3.90)
-200 (2,284) (8.35)

The preceding table was prepared utilizing the Model
Assumptions. Certain shortcomings are inherent in the
method of analysis presented in the preceding 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 preceding 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 managing the Company’s 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
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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.

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 structure its balance sheet
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 focused 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 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 Commitments and
Contingencies” 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

(Dollars in thousands)

December 31, December 31,

ASSETS

Cash and cash equivalents...........ccceeeereeiirreiieseere e

Securities available for sale:

Mortgage-backed and related securities (amortized cost $54,777 and $8,159) ...........

Other marketable securities (amortized cost $52,751 and $73,222)

EQUILY SECUTTEIES . .vveeevieiiieeiieeieeeite et et eeveeebeesveesveesaeeseveeneneens
Loans held for sale ........ccoovviiiiiiiiiiieeceeee e
Loans 1eceivable, NEt........cocuvivieiiiiiieeieeeeeee e
Accrued interest receivable .......c..covvveevieiiieeiicceeee e
Real €State, NEL.....ccuvviieeieeee e
Federal Home Loan Bank stock, at COSt...........cccvvvvevevereiineeeennen.
Mortgage servicing rights, Net.........ccvevverierieecierieriereee e
Premises and equipment, Net.........cocceeveerierieeieiiercereeeee e
GOOAWIIL....coneiiiiiee e
Core deposit INtan@ible...........ccveieeierieiieeee e
Prepaid expenses and other assets ..........coceverererenineeieieeieens
Deferred tax asset, NEL.......oovvvueieiiiiiiiiiieeeeeee e

TOtAl ASSELS ...ttt ettt

LIABILITIES AND STOCKHOLDERS’ EQUITY

DIEPOSIES ...ttt
Accrued interest payable ...........ccooiiiiieieii e
CUSEOMET ESCIOWS ...vveuvietieneeeitieieenteenteenteeeteeteesbeesbeesteeaesaeeseeeneeenes
Accrued expenses and other liabilities ...........cccoeeviveeerceenienieeiiennen.

Total [Habilities ......c.ooereeieeeieieee e

Commitments and contingencies
Stockholders’ equity:
Serial-preferred stock ($.01 par value):

authorized 500,000 shares; issued O..........coooveveevvireevcneeeeenneen.

Common stock ($.01 par value):

authorized 16,000,000 shares; issued 9,128,662 ......................
Additional paid-in capital..........ccocceroiiiiiienie e
Retained earnings, subject to certain restrictions ..........c.cceeceeeeeennen.
Accumulated other comprehensive gain (10SS)........ccovcvevvecvriennnee
Unearned employee stock ownership plan shares .............ccccceceeeeee
Treasury stock, at cost 4,284,840 and 4,292,838 shares..................
Total stockholders’ equity .........cccooerereierieieeeeeee

Total liabilities and stockholders’ equity...........cccccveeueenenne.

See accompanying notes to consolidated financial statements.
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2019 2018
44,399 20,709
54,851 8,023
52,741 71,836

107,592 79,859
167 121
3,606 3,444
596,392 586,688
2,251 2,356
580 414
854 867
2,172 1,855
10,515 9,635
802 802
156 255
6,451 2,668
1,702 2,642
777,639 712,315
673,870 623,352
420 346
2,413 1,448
8,288 4,022
684,991 629,168
0 0
91 91
40,365 40,090
107,547 99,754
46 (1,096)
(1,643) (1,836)
(53,758) (53,856)
92,648 83,147
777,639 712,315




CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME

Years ended December 31

(Dollars in thousands, except per share amounts) 2019 2018 2017
Interest income:
L0ans 1€CeIVADIE. ........coiiiieieiiie e 29,787 28,535 26,368
Securities available for sale:
Mortgage-backed and related ...........cccoeeeieeciiieiieeiii e, 343 197 57
Other Marketable .......cc.ooiivviiiiiiiiieee e 1,157 1,138 1,103
ORET . 603 511 152
Total INtEreSt INCOIME .....oeovveiiiiiiiie et 31,890 30,381 27,680
Interest expense:
DIEPOSIES....vieereieieiiierieeie et ete et ettt e et e steesre e b e sbessaesreesree s enes 3,332 2,231 1,470
Advances and other bOrroOWIngs.........ccoeevveeverierieneerieereeeenenns 7 2 327
Total INtEreSt EXPENSE ...vvevvverererreereeeteeeerieereereereereesseeseensens 3,339 2,233 1,797
Net INtEreSt INCOIME ....veeeeveeeieieieeeeeeeeeeeee e e eaeeeens 28,551 28,148 25,883
Provision for 10an 10SSES..........ccevuveriieiieiinieieieeie e (1,216) (649) (523)
Net interest income after provision for loan losses.............. 29,767 28,797 26,406
Non-interest income:
Fees and service Charges .........cocveevvevieienienienieeie e 3,100 3,330 3,354
Loan servicing fees ........ccvevverierierieieee et 1,278 1,255 1,202
Gain on sales 0f 10anS ...........ccocveeeeiiiieeiie e 2,941 2,095 2,138
OtNET .ot 1,136 1,034 960
Total NON-INtEresSt INCOME .......ccouvveeeereeeeereieeereeeeeaeeeeeeereeeenns 8,455 7,714 7,654
Non-interest expense:
Compensation and benefits ..........cccceeveereerienieneieeereeeee 15,659 14,728 15,007
Occupancy and equIPMEnt ..........ccceeveeierierieneeie e 4,442 4,304 4,068
Data PrOCESSING ....veevieiiieeiieeiieeieeeieeerieeeeeeteeeteeereesseeeaeeens 1,263 1,270 1,106
Professional SEIVICES ......uuvvviiiiiiiiiiiiiieeeeeeeeeee e 1,573 1,137 1,285
OBRET .ot 4,168 3,948 3,788
Total NON-INtErest EXPENSE......coverververeereirreeeieieieiereerie e eeeenes 27,105 25,387 25,254
Income before income tax eXPense .........eceevveevveeveereesreennns 11,117 11,124 8,806
INCOME tAX EXPEIISE ...vveeereeirieriieeiieerireeieeereeeeteeesteeebeeenseesnseesseennns 3,324 2,888 4,402
NEE INCOMIE. ..evviiiiiiieiiieieee et e e e e e e e e e senaaaees 7,793 8,236 4,404
Other comprehensive income (10ss), net of tax .......cccceevveeeveeiennnnne. 1,142 (69) (137)
Comprehensive income available to common shareholders.............. 8,935 8,167 4267
Basic earnings per common Share .............coccveceeienieneeneeienieeene. 1.69 1.89 1.04
Diluted earnings per common Share.............ccevevevvenvenieeseeeeeneeenn 1.68 1.71 0.90

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

Unearned
Accumulated Employee Total
Additional Other Stock Stock-
Common Paid-in Retained Comprehensive Ownership Treasury holders’
(Dollars in thousands) Stock Capital Earnings Income (Loss) Plan Stock Equity
Balance, December 31, 2016........c..ccceevvennennn. $ 91 50,566 86,886 (820) (2,223) (58,581) 75,919
Net income . 4,404 4,404
Other comprehensive income .............c.c...... 21 21
Reclassification of certain income tax
effects from accumulated other
comprehensive inCome ..........ccoceevevueueuencne 158 (158) 0
Stock compensation expense ....................... 41 41
Restricted stock awards..........ccecevvrereenrnnene. (278) 278 0
Stock awards withheld for tax withholding. (54) (54)
Amortization of restricted stock awards...... 147 147
Earned employee stock ownership plan
SHATES. ...t 147 193 340
Balance, December 31, 2017......cocooeeerininenne $ 91 50,623 91,448 957) (2,030) (58,357) 80,818
Net income . 8,236 8,236
Other comprehensive 10SS......c..cccoveereeeenneee. (69) (69)
Reclassification due to adjustments for
equity securities as required by ASU
201601 oo 70 (70) 0
Stock warrants purchased ............coccccueee. (6,453) (6,453)
Exercise of stock warrants . . (4,168) 4,168 0
Exercise of stock options .........c.ccceeevveenenne. (145) 145 0
Tax benefits of exercised stock options....... 64 64
Stock compensation expense 17 17
Restricted stock awards..........cccoceeereireennnne. (188) 188 0
Amortization of restricted stock awards...... 134 134
Earned employee stock ownership plan
SHATES. ..o 206 194 400
Balance, December 31, 2018..........ccceviiennnn $ 91 40,090 99,754 (1,096) (1,836) (53,856) 83,147
Net income 7,793 7,793
Other comprehensive income ................... 1,142 1,142
Stock compensation expense..................... 1 1
Restricted stock awards.................ccc....... (143) 143 0
Stock awards withheld for tax
withholding 45) 5)
Amortization of restricted stock awards . 187 187
Earned employee stock ownership plan
shares.........cccccooveeinnne 230 193 423
Balance, December 31, 2019 ............c.ccoeeee. $ 91 40,365 107,547 46 (1,643) (53,758) 92,648

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

Years ended December 31 (Dollars in thousands) 2019 2018 2017
Cash flows from operating activities:
INEL INICOMMIE ..ttt sttt et e e b et e besaeebeeseessesaessesesesessesseeseeseennas 7,793 8,236 4,404
Adjustments to reconcile net income to cash provided by operating activities:
Provision for loan losses ... (1,216) (649) (523)
Depreciation ..........cceeeeveeereeereeeeenieeneene 1,129 1,078 949
Amortization of premiums (discounts), net .. 3 16 3)
Amortization of deferred loan fees ........... 1) (260) (240)
Amortization of core deposit intangible...................... 99 99 99
Amortization of purchased asset fair value adjustments 1) (70) (85)
Amortization of mortgage servicing rights................. 780 551 555
Capitalized mortgage servicing rights.... (1,097) (682) (675)
Deferred inCOME taX EXPENSE .....cuvrvereerereererieiirierietesieieseeseeeeseesesseseeseseeseeeseseenens 496 1,084 2,105
Reclassification of certain income tax effects from accumulated other
COMPIENENSIVE 10SS ...t 0 0 158
Securities (gains) losses, net. (46) 36 0
Loss (gain) on sale of PremiSes ........ocvueueueuiriririereueiriririeieieieresereieieseseseseeieneeens 24 11 ®)
Gains on real estate OWNEd, NEt.........c.ccueeiririeieieiinireieceeree et 0 (80) (72)
Gain on sales of loans . (2,941) (2,095) (2,138)
Proceeds from sales of loans held for sale ............cooeieieieievieieiececeeeee e, 124,858 88,649 90,127
Disbursements on loans held for sale..........coooveireiniirinnereeeeee (115,861) (76,489) (78,751)
Amortization of restricted stock awards 187 134 147
Amortization of unearned ESOP shares 193 194 193
Earned ESOP shares priced above original CoSt.........ccovevierrineineineiniene 230 206 147
Stock compensation expense 1 17 41
Decrease (increase) in accrued interest receivable ..........cooveevverieerieiereieeenenns 105 (12) 282
Increase (decrease) in accrued interest payable.........c.oceveevcirernenneneeneee 74 200 (C2Y)
Decrease (increase) in other assets . 693 (1,343) 417
Decrease in other Habilities .........cveirieirieirieieieieieieeeeee et (199) (1,024) (62)
OBNET, TIET .ttt ettt ettt et et e e ete et e e aeeteeteereereenreenns 28 2 67
Net cash provided by operating activities ..........cceeverereeereeerieereereeeeenen 15,201 17,809 17,043
Cash flows from investing activities:
Principal collected on securities available for sale...........ccccoveeeivennnecicnnnne 2,867 1,914 953
Proceeds collected on maturity of securities available for sale.. 25,400 310 20,100
Purchases of securities available for Sale ..........coccoverrirrinienenceeeeee (54,427) (4,888) (20,035)
Purchase of Federal Home Loan Bank StOCK............ccoueirieuinierineineineeeeeeeeeeenns (1,040) (322) (3,999)
Redemption of Federal Home Loan Bank stock ... . 1,053 272 3,952
Proceeds from sales of real estate OWNed ..........coeevueireniinieeneinereeeeeeene 0 367 309
Net increase in 10ans reCeIVabIE ..........ccueeriririeirieirieeeee e (14,765) (11,483) (43,194)
Proceeds from sale of premises . 195 0 8
Purchases of premises and eqUIPMENt ..........coccevuerireriririeineeneeree e (2,232) (2,497) (1,011)
Net cash used by INVesting aCtiVIties.........cooveerieerieririeieeieeeeee e (42,949) (16,327) (42,917)
Cash flows from financing activities:
Increase (decrease) in deposits .. 50,518 (12,249) 42,794
Warrants purchased..........ccceoerveenienennnne. 0 (6,453) 0
Stock awards withheld for tax withholding 45) 0 (54)
Excess tax benefit from options exercised .... (1} 64 0
Proceeds from borrowings.............ccovee.. 26,001 6,801 99,200
Repayment of borrowings...... (26,001) (6,801) (106,200)
INCrease iN CUSLOMET ESCTOWS .....eveueruereeeieereeetetenertentsseeeseneesesesessenessenesseneesensesenes 965 301 137
Net cash provided (used) by financing activities ...........cccoevvureereererirerecnennns 51,438 (18,337) 35,877
Increase (decrease) in cash and cash equivalents..........c.cccvcereeneenecnencnnens 23,690 (16,855) 10,003
Cash and cash equivalents, beginning of YEar ..........ccccceeveverirenieeieiieeeereeseeea 20,709 37,564 27,561
Cash and cash equivalents, end Of Year..........ccoeriririiiniinirecceee e 44,399 20,709 37,564
Supplemental cash flow disclosures:
Cash Paid fOr INLETEST ......c.ceviiitiirierieiereetee ettt 3,265 2,034 1,887
Cash paid fOr INCOME tAXES .....cveuerueireiieririeieieiirieere ettt nes 2,911 4,264 1,879
Supplemental noncash flow disclosures:
Loans transferred to loans held for sale............ccoooooviieiiiiiiiiicccccececeeeeees 6,253 11,642 9,211
Loans held for sale transferred to 10ans...........ccoveoererirenrinecneereeseeeeeeeeene 0 0 164
Transfer of loans to real estate OWned, NEt..........cceevevveeveerieieieieieeee e 166 74 253
Right to use assets and lease 0bligations .........ccceeveruerieiirieinieieneenieeree e 4,505 0 0

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

December 31, 2019, 2018 and 2017

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 6, 2020.

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.

Estimates related to litigation are inherently subjective and
the ultimate resolution of any litigation may be different
than current management estimates. See “Note 18
Commitments and Contingencies” for further information.

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 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
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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.

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.

Equity Securities

Equity securities are carried at their fair market value with
any changes during the period recognized in other income
on the consolidated statements of comprehensive income.

Loans Held for Sale

Mortgage loans originated 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 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
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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
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 is 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
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first condition is when the loan is refinanced with terms 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 when the loan
is repaid or charged off.

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 of 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.

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 their 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.
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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 their 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.

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
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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
2016.

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.

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.
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New Accounting Pronouncements

In June 2016, the Financial Accounting Standards Board
(FASB) issued Accounting Standards Update (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, were originally effective for fiscal
years beginning after December 15, 2019, including interim
periods within those annual periods. On November 26,
2019, the FASB issued ASU 2019-11, Codification
Improvements to Topic 326, Financial Instruments — Credit
Losses which delayed the implementation date of ASU
2016-13 for small SEC reporting companies, such as HMN,
from the first quarter of 2020 to the first quarter of 2023. 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. The Company has not
early adopted this ASU. 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 will have on the Company’s consolidated financial
statements when it is adopted in the first quarter of 2023.

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
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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 did not
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 Revenue Recognition

Effective January 1, 2018, the Company adopted ASU
2014-09, Revenue from Contracts with Customers (Topic
606) and all subsequent amendments to the ASU
(collectively, “ASC 606”), which (1) creates a single
framework for recognizing revenue from contracts with
customers that fall within its scope and (2) revises when it
is appropriate to recognize a gain (loss) from the transfer of
nonfinancial assets, such as securities and premises and
equipment. The majority of the Company’s revenues come
from interest income on loans and securities that are outside
the scope of ASC 606. The Company’s services that fall
within the scope of ASC 606 are presented on the income
statement within non-interest income and are recognized as
revenue as the Company satisfies its performance obligation
to the customer. Services within the scope of ASC 606
include fees and service charges on deposit accounts, ATM
and debit card interchange income, safe deposit box rental
fees, check printing charges and income earned on the sale
of uninsured investment products.
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The Company, using a modified retrospective transition
approach, determined that there was no cumulative effect
adjustment to retained earnings as a result of adopting the
new standard, nor did the standard have a material impact
on our consolidated financial statements relating to the
timing or amounts of revenue recognized.

All of the Company’s revenue from contracts with
customers within the scope of ASC 606 is recognized within
non-interest income. The following table presents the
Company’s sources of non-interest income for the years
ended December 31, 2019 and 2018. Sources of revenue
outside the scope of ASC 606 are noted as such.

Year ended
December 31,
(Dollars in thousands) 2019 2018
Non-interest income:
Fees and service charges on deposit
ACCOUNLS ...t $ 1,257 1,308
Other fees and service charges. . 433 585
Debit card interchange fees................... 1,410 1,437
Gain on sale of loans V............ccoevueene. 2,941 2,095
1,278 1,255
909 870
227 164
8,455 7,714

(M Not within the scope of ASC 606.

A description of the Company’s revenue categories that are
accounted for under ASC 606 is as follows:

Fees and Service Charges on Deposit Accounts

The Company earns fees from deposit customers for
transaction-based, account maintenance, and overdraft
services. Transaction-based fees, which include services
such as ATM use fees, wire transfer fees, check cashing
fees, stop payment charges, statement rendering, ACH fees,
and other deposit related fees, are recognized at the time the
transaction is executed or when the Company fulfills the
customer’s request. Account maintenance fees, which relate
primarily to monthly maintenance, are earned over the
course of a month, representing the period over which the
Company satisfies the performance obligation. Overdraft
fees are recognized at the point in time that the overdraft
occurs. Service charges on deposits are withdrawn from the
customer’s account balance.
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Other Fees and Service Charges

Other fees and service charges consist of revenues that are
both within the scope of and outside the scope of ASC 606.
Other fees and service charges within the scope of ASC 606
consist of fees for the rental of safe deposit boxes and check
printing charges. Revenues for these fees are recognized at
the point the service is provided or the fee is incurred by the
customer. Other fees and service charges outside the scope
of ASC 606 consist of loan commitment fees and late
charges on loans.

Debit Card Interchange Fees

The Company earns interchange fees from debit card holder
transactions conducted through various payment networks.
Interchange fees from cardholder transactions are
recognized daily, concurrently with the transaction
processing services provided by an outsourced technology
solution and are presented on a net basis.

Uninsured Investment Product Sales

Commission revenues on the sale of uninsured investment
products may be recognized up front on the sale date of the
investment or monthly over a period of years depending on
the product being sold. The commissions on investment
sales are recognized when the product sale is completed or
monthly for trailer fees in accordance with the customer
agreement. Any subsequent commission adjustments are
recognized upon our receipt of notification from the
investment companies concerning matters necessitating
such adjustments. Profit-sharing contingent commissions
are recognized when determinable, which is generally when
such commissions are received from the investment
companies.

Other

Other consists of revenues that are both within the scope of
and outside the scope of ASC 606. Other income within the
scope of ASC 606 consists of gains and losses on asset sales.
Other income outside the scope of ASC 606 consists of
gains and losses on equity securities and rental income on
buildings.
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NOTE 3 Other Comprehensive Income (Loss)

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

For the years ended December 31,

2019 2018 2017
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:
Unrealized gains (losses) arising

during the period ........c.coeeueeenenennne $ 1,585 443 1,142 (94) (25) 33 12 21
Reclassification of certain income tax

effects from accumulated other

comprehensive income(................. 0 0 0 0 0 0 (158) 158
Other comprehensive income (loss)... $ 1,585 443 1,142 (94) (25) 33 170 (137)

(@ 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.

NOTE 4 Securities Available for Sale

A summary of securities available for sale at December 31, 2019 and 2018 is as follows:

Gross Gross
Amortized Unrealized Unrealized
(Dollars in thousands) Cost Gains Losses Fair Value
December 31, 2019
Mortgage-backed securities:
Federal National Mortgage Association (FNMA) .................... $ 46,604 47 (65) 46,586
Federal Home Loan Mortgage Corporation (FHLMC).......... 8,004 88 0 8,092
Collateralized mortgage obligations:
FINMA oottt 169 4 0 173
54,777 139 (65) 54,851
Other marketable securities:
U.S. Government agency obligations...............c..coccooevvnininnns 49,974 39 21 49,992
Municipal o0bligations .............c.cocccoiiiniininiiniccene 1,969 7 0 1,976
Corporate obligations ...............c.cccoviiiiiiiniinccceee 108 0 0 108
Corporate preferred Stock ... 700 0 35) 665
52,751 46 (56) 52,741
$ 107,528 185 (121) 107,592
December 31, 2018
Mortgage-backed securities:
FNMA Lot $ 3,886 0 117 3,769
FHLMC ...ciitiiiiicticeietne ettt 4,074 0 (10) 4,064
Collateralized mortgage obligations:
FNMA Lot 199 0 (O] 190
8,159 0 (136) 8,023
Other marketable securities:
U.S. Government agency obligations .. 69,971 0 (1,236) 68,735
Municipal obligations ...................... 2,378 1 (10) 2,369
Corporate obligations...... 173 0 1) 172
Corporate preferred stock ... 700 0 (140) 560
73,222 1 (1,387) 71,836
$ 81,381 1 (1,523) 79,859

The Company did not sell any available for sale securities and did not recognize any gains or losses on securities available

for sale in 2019, 2018 or 2017.
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The following table presents the amortized cost and economic conditions and interest rates. Actual maturities
estimated fair value of securities available for sale at may differ from the maturities in the following table
December 31, 2019, based upon contractual maturity because obligors may have the right to call or prepay
adjusted for scheduled repayments of principal and obligations with or without call or prepayment penalties:
projected prepayments of principal based upon current

(Dollars in thousands) Amortized Cost Fair Value

Due one year or 1ess ........ccoovverueunnnne. . $ 46,931 46,962

Due after one year through five years. 44,262 44,308

Due after five years through ten years . 14,991 15,011

DIUE AFEET tEN YEATS .....vveeiieiieieieeiet ettt ettt ettt ettt sttt 1,344 1,311
TOUAL. ...ttt $ 107,528 107,592

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.

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, 2019 and 2018:

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, 2019
Mortgage backed securities:

FNMA ..ot 4 $ 12,143 (65) 0 $ 0 0 $ 12,143 (65)
Other marketable securities:

U.S. Government agency

obligations..............cccooeverrinnnnn. 0 0 0 4 19,972 21) 19,972 21
Corporate preferred stock ............ 0 0 0 1 665 35) 665 35)
Total temporarily impaired

SECUrities ..........cccoovvvniccucicrennnns 4 $ 12,143 (65) 5 $ 20,637 (56) $ 32,780 (121)

December 31, 2018
Mortgage backed securities:
FNMA ..o 0 S 0 0 2§ 3,769 (117) $ 3,769 (117)
FHLMC ...coooovniiiiiicieeneneccenes 1 4,060 (10) 0 0 0 4,060 (10)
Collateralized mortgage obligations:
FNMA ..o 0 0 0 1 190 ) 190 (©)]
Other marketable securities:
U.S. Government agency

0bligations.........ccceuvevereiecurueueuennnns 0 0 0 14 68,735 (1,236) 68,735 (1,236)
Municipal obligations ............c........ 3 498 2) 8 1,467 ®) 1,965 (10)
Corporate obligations.............cc....... 0 0 0 1 172 (1) 172 (1)
Corporate preferred stock ................ 0 0 0 1 560 (140) 560 (140)
Total temporarily impaired

SECUTILIES ..o 4 $ 4,558 (12) 27 $ 74,893 (1,511) $ 79.451 (1,523)

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, 2019. 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, 2019 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, 2019 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, 2019 and
2018, is as follows:

The aggregate amount of loans to executive officers and
directors of the Company was $0.1 million at December 31,
2019, 2018 and 2017. The entire balance for all three years
represents a Home Equity Line of Credit for one executive
officer and there has been no activity on the line of credit
during 2019, 2018 or 2017. All loans to executive officers
and directors are 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, 2019, 2018 and 2017, the Company was
servicing loans for others with aggregate unpaid principal
balances of $505.7 million, $480.6 million and $471.4
million, respectively.

The Company originates residential, commercial real estate
and other loans primarily in Minnesota, Wisconsin and
Iowa. At December 31, 2019 and 2018, the Company had
in its portfolio single family residential loans located in the
following states:

(Dollars in thousands) 2019 2018
Residential real estate loans:
Single family conventional..................... $ 119,805 110,580
Single family government guaranteed... 259 118
120,064 110,698
Commercial real estate:
Lodging ..c.ocveeveiveieeieeeeeeee 58,643 45,259
Retail/office..........c.......... 71,730 69,539
Nursing home/health care .. 7,767 3,712
Land developments...... 13,167 18,865
Golf courses ......... 1,597 397
Restaurant/bar/café .. . 6,752 8,196
Warehouse........cccoovvveevveceeeeeeeeeeeeee 32,064 34,634
Construction:
Single family .......cccoveveriiiiniene 23,256 20,442
Multi-family ........... 1,858 4,931
Commercial real estate .. 6,008 3,571
Manufacturing...........coe.e.. 20,027 22,029
Churches/community service. 10,156 11,103
Multi-family .....cocovveeeninnnieccnnene 48,663 50,150
Other ... 48,507 43,302
350,195 336,130
Consumer:
AULOS .ot 2,608 2,483
Home equity line.........cccovuevevereeennnenne 28,004 32,273
Home equity .....cccovevereincenieincnienee 16,422 16,733
Recreational vehicles .. 17,266 16,226
Land/lots................... 3,358 2,145
Other — secured .... 1,195 1,423
Other — unsecured ........cccooeeveeerecenenne 1,096 1,249
69,949 72,532
Commercial business..........c.coceveeereerennne 64,227 75,496
Total 10anS ....covevveeieeiieeeeeieeeeeees 604,435 594,856
Less:
Unamortized discounts............cecvevennenns 15 17
Net deferred loan costs.... (536) (535)
Allowance for loan losses..........c........... 8,564 8,686
Total loans receivable, net................. $ 596,392 586,688
Commitments to originate or purchase
L0ANS ...ttt $ 38,157 13,183
Commitments to deliver loans to
secondary market.........oceceveireieeieennns $ 10,098 7,289
Weighted average contractual rate of loans
N POItfOlio ....eveveeceiiiciciccecccee 4.75% 4.83%

Included in total commitments to originate or purchase
loans are fixed rate loans aggregating $19.0 million and
$11.0 million as of December 31, 2019 and 2018,
respectively. The interest rates on these loan commitments
ranged from 3.00% to 5.65% at December 31, 2019 and
from 4.125% to 6.375% at December 31, 2018.
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2019 2018
Percent Percent
(Dollars in thousands) ~ Amount  of Total Amount  of Total
Towa .o $ 1,937 1.6% $ 2,778 2.5%
Minnesota ................ 107,607 89.6 98,505 89.0
8,483 7.1 8,105 7.3
2,037 1.7 1,310 1.2
Total ....ocevereene $ 120,064 100.0 % $ 110,698 100.0 %

D Amounts under two million dollars in both years are included in “Other

states”.
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At December 31, 2019 and 2018, the Company had in its portfolio commercial real estate loans located in the following
states:

2019 2018

(Dollars in thousands) Amount Percent of Total Amount Percent of Total
FLOTIda. ... $ 6,520 1.9% $ 4,795 1.4 %
TAANO v 2,980 0.9 3,171 0.9
Illinois... 2,513 0.7 851 0.2
INAIANA ..o 2,691 0.8 3,031 0.9
TOWR e 6,794 1.9 7,563 2.3
Minnesota ... 244,572 609.8 238,397 70.9
North Carolina 4,624 1.3 5,442 1.6
Ohio ..... 2,140 0.6 1,566 0.5
Wisconsin ... 73,122 20.9 67,196 20.0
Other States!) .........oveeveeeceeeeee et 4,239 1.2 4,118 1.3

TOtAl .ottt $ 350,195 100.0% $ 336,130 100.0 %

O Amounts under two 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, 2016...........cccoeveenene. $ 1,186 4,953 1,613 2,151 9,903
Provision for [0SSeS .........ccuvveveeiererieerienns $ (280) (75) 263 (431) (523)
Charge-offs.....c.ccoveeeennnecccrreeene (6) (50) (288) (311) (655)
Recoveries 0 245 42 299 586
Balance, December 31, 2017.......cccceveveenennne $ 900 5,073 1,630 1,708 9,311
Provision for [0SSeS .........ccuvvevereeererieerienns $ (44) (421) 202 (386) (649)
Charge-0ffs......coevveeeeireeeeeee e (24) 0 (226) (270) (520)
Recoveries.........coeveueennn. 1 217 16 310 544
Balance, December 31, 2018.. $ 833 4,869 1,622 1,362 8,686
Provision for losses..............c.cccevenenennns $ 25 (1,509) (29) 297 (1,216)
Charge-offs ...........cccooerinrreiineeeeee ()} 0 (107) (880) (988)
Recoveries ...................... 0 1,700 21 361 2,082
Balance, December 31,2019 ........................ $ 857 5,060 1,507 1,140 8,564
Allocated to:
Specific TESETVES ......c.evvvveeueeieirieiceciceenee $ 98 451 172 73 794
General reserves.......... 735 4418 1,450 1,289 7,892
Balance, December 31, 2018........c..ccveeviennnns $ 833 4,869 1,622 1,362 8,686
Allocated to:
Specific reserves ............ccocoeccvcninereccnne. $ 62 451 119 93 725
General reserves.................cccoceoeeieeeeennenn. 795 4,609 1,388 1,047 7,839
Balance, December 31,2019 ......................... $ 857 5,060 1,507 1,140 8,564
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..........cccecevveeneenenerenieenns $ 110,698 336,130 72,532 75,496 594,856
Loans receivable at December 31, 2019:
Individually reviewed for impairment.... $ 974 1,166 976 735 3,851
Collectively reviewed for impairment..... 119,090 349,029 68,973 63,492 600,584
Ending balance..............ccccooveeieinininiennn $ 120,064 350,195 69,949 64,227 604,435
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The following table summarizes the amount of classified and unclassified loans at December 31, 2019 and 2018:

December 31, 2019
Classified Unclassified
Special
(Dollars in thousands) Mention Substandard Doubtful Loss Total Total Total Loans
Single family .............coooieinn. $ 1,118 1,765 35 0 2,918 117,146 120,064
Commercial real estate:
Real estate rental and leasing 3,489 9,114 0 0 12,603 179,899 192,502
Other........ccccoovvevieiieeieeene 4,451 5,253 0 0 9,704 147,989 157,693
Consumer .. 0 842 69 65 976 68,973 69,949
Commercial business................... 5,710 2,516 0 0 8,226 56,001 64,227
$ 14,768 19,490 104 65 34,427 570,008 604,435
December 31, 2018
Classified Unclassified
Special
(Dollars in thousands) Mention Substandard Doubtful Loss Total Total Total Loans
Single family.......c.cooveeerinnnnenne $ 150 1,771 40 0 1,961 108,737 110,698
Commercial real estate:
Real estate rental and leasing.... 5,564 4,805 0 0 10,369 185,195 195,564
Other...oveviieiieieeeeceeeee 4,879 5,118 0 0 9,997 130,569 140,566
Consumer............... 0 709 41 106 856 71,676 72,532
Commercial business..................... 6,647 2,761 0 0 9,408 66,088 75,496
$ 17,240 15,164 81 106 32,591 562,265 594,856

Classified loans represent special mention, substandard
(performing and non-performing), and non-performing
loans categorized as 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 by the distinct possibility that the
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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 essentially uncollateralized and/or considered
uncollectible and of such little value that continuance as an
asset on the balance sheet may not be 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, 2019 and 2018 is summarized as follows:

Loans 90
Days or
More Past
90 Days Due and
30-59 Days  60-89 Days or More Total Current Total Still
(Dollars in thousands) Past Due Past Due Past Due Past Due Loans Loans Accruing
2019
Single family .........c.coovieiiinniiie $ 786 77 59 922 119,142 120,064 0
Commercial real estate:
(1} 0 0 0 192,502 192,502 0
0 0 0 0 157,693 157,693 0
527 31 206 764 69,185 69,949 0
147 13 550 710 63,517 64,227 0
$ 1,460 121 815 2,396 602,039 604,435 0
2018
Single family ........cccooveioiniieie $ 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
CONSUIMET ...t aenens 391 100 279 770 71,762 72,532 0
Commercial business ...........cccoeeveeveeveennnn. 21 0 0 21 75,475 75,496
$ 1,092 425 356 1,873 592,983 594,856 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, 2019 and 2018:

December 31, 2019
Unpaid Average Interest
Recorded Principal Related Recorded Income
(Dollars in thousands) Investment Balance Allowance Investment Recognized
Loans with no related allowance recorded:
Single family ..........cccooveiininin e, $ 544 563 0 508 33
Commercial real estate:
Other ......oooiiie s 0 0 0 10 0
CONMSUIMET ..ottt 781 781 0 580 26

Loans with an allowance recorded:
Single family ..........cccoooieiiiiiiien 430 430 62 633 3
Commercial real estate:

184 184 16 193 0
982 982 435 1,048 71
195 195 119 231 14
735 1,287 93 476 24
Total:

Single family ............cooiiiiiiie 974 993 62 1,141 36

Commercial real estate:
Real estate rental and leasing.................c.ccccoeceneenene. 184 184 16 193 0
Other .......o.ooviieie e 982 982 435 1,058 71
CONMSUIMET ..ottt 976 976 119 811 40
Commercial business ..................c.coccoeeieiiiiiiiicececs 735 1,287 93 476 24
$ 3,851 4,422 725 3,679 171
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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 .......ccoooeivirieiieieeee e $ 458 477 0 465 21
Commercial real estate:
Real estate rental and leasing ...........cooceeeeereuercecennnn. 0 0 27 0
Other 1,682 0 81 106
CONSUIMIET ..vvieviietieiienientete ettt sttt ese et e e e nsebensesaenae e 515 515 0 510 14
Loans with an allowance recorded:
Single family .......ceeoeviririeiiriniecc e 768 768 98 859 5
Commercial real estate:
Real estate rental and 1easing .........cccecevveeeveerevevereeennne. 201 201 21 82 7
Other ....coveveieiieeieeeens 1,085 1,085 430 1,673 0
Consumer .............. 341 341 172 395 9
Commercial DUSINESS ........ccvevrveririeirierieiieieeeieeee e 303 854 73 385 13
Total:
Single family ......ccocveivivirieieieee e 1,226 1,245 98 1,324 26
Commercial real estate:
Real estate rental and 1easing ..........coccceveceveircenccnnene. 201 201 21 109 7
ONET .t 1,110 2,767 430 1,754 106
Consumer ................. 856 856 172 905 23
Commercial business 303 854 73 385 13
$ 3,696 5,923 794 4,477 175

At December 31, 2019, 2018 and 2017, non-accruing loans
totaled $2.1 million, $2.7 million and $3.2 million,
respectively, for which the related allowance for loan losses
was $0.2 million, $0.7 million and $0.9 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 $0.8 million, $0.4 million and $0.4
million at December 31, 2019, 2018 and 2017, 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 $0.2 million, $0.3
million and $0.3 million in 2019, 2018 and 2017,
respectively. For each of the years ended December 31,
2019, 2018 and 2017, the Company recognized interest
income on these loans of $0.1 million. 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.

The following table summarizes non-accrual loans at
December 31, 2019 and 2018:

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.

At December 31, 2019, 2018 and 2017, there were loans
included in loans receivable, net, with terms that had been
modified in a TDR totaling $2.5 million, $2.5 million and
$3.0 million, respectively. Had these loans been performing
in accordance with their original terms throughout 2019,
2018 and 2017, the Company would have recorded gross
interest income of $0.2 million, $0.3 million and $0.4
million, respectively. During 2019, 2018 and 2017, the
Company recognized interest income of $0.1 million, $0.2
million and $0.2 million, respectively, on these loans. For
the loans that were modified in 2019, $0.1 million were
classified and performing and $0.5 million were non-
performing at December 31, 2019.

The following table summarizes TDRs at December 31,
2019 and 2018:

(Dollars in thousands) 2019 2018 (Dollars in thousands) 2019 2018
Single family .......ccooooeereeiieecee $ 617 730 Single family .......c.ooeuiiiiiniecee $ 623 636
Commercial real estate: Commercial real estate:
Real estate rental and leasing................... 184 201 Other ..o 983 1,110
Other . 0 1,110 745 522
CONSUMET ....vcveveereeeeeiiereeseeeeseaesaessessesseseens 659 489 Commercial business............cccoecveveeeeeneennnn 114 208
Commercial business............coceoveveurueucuennae 621 148 $ 2,465 2,476
$ 2,081 2,678
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As of December 31, 2019, the Bank had commitments to
lend an additional $0.8 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 $0.9 million to this same borrower at
December 31, 2018.

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 ended December 31, 2019 and
2018:

Year ended December 31, 2019

Year ended December 31, 2018

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 ......ccooeerirnvieiinne 4 3 215 220 2 3 217 220
Commercial real estate:
Real estate rental and leasing ........... 0 0 0 1 54 54
Other ....ooveeieiieiieeieens . 0 0 0 2 1,518 1,518
Consumer .............. 10 371 371 10 373 373
Commercial business 0 0 0 1 70 70
TOtal .o 14 S 586 591 16 $ 2,232 2,235

There were no loans that were restructured during the year
ended December 31, 2019 that subsequently defaulted
during the year. There was one consumer loan with a
balance of $17,000 that was restructured during the year
ended December 31, 2018 that subsequently defaulted
during 2018.

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 may remain on accrual status after the
modification as long as the loan continues to perform under
the new terms.
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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 $8.6 million in
allowance for loan losses at December 31, 2019, and $0.6
million, or 7.2%, of the total $8.7 million in allowance for
loan losses at December 31, 2018.

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

(Dollars in thousands) 2019 2018

Securities available for sale............cccconee. $ 378 381

Loans receivable..........cccoeveverreeieeeeeieninnns 1,873 1,975
$ 2,251 2,356
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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 2019 and
2018 is as follows:

(Dollars in thousands) 2019 2018
Mortgage servicing rights, net:

Balance, beginning of year...........c.c.ccvuueee. $ 1,855 1,724
Originations .......coveveeveerrereeerieinieeeieeeenene 1,097 682
AMOTtiZAtION. ...c.veveeeeiereeieieeeeeeeeeeeeiee (780) (551)
Balance, end of year..........cccoeveeeernnnnnee 2,172 1,855
Fair value of mortgage servicing rights ...... $ 3,390 3,901

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, 2019:

Weighted
Weighted Average
Loan Average Remaining  Number
Principal Interest Term of
(Dollars in thousands) ~Balance Rate (months) Loans
Original term:
30 year fixed rate..  $ 333,300 4.10 % 309 2,445
15 year fixed rate.. 93,869 321 131 940
Adjustable rate...... 45 4.63 257 2

The gross carrying amount of intangible assets and the
associated accumulated amortization at December 31, 2019
and 2018 are presented in the following table. Amortization
expense for intangible assets was $0.9 million for the year
ended December 31, 2019, and $0.7 million for the years
ended December 31, 2018 and 2017.

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,
2020 .. $ 505 99 604
20271 o 455 47 502
2022 o 402 10 412
330 0 330
251 0 251
Thereafter .........ccocovveevverennnns 229 0 229
$ 2,172 156 2,328

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,
2019. The Company’s actual experience may be
significantly different depending upon changes in mortgage
interest rates and other market conditions.

NOTE 9 Premises and Equipment
A summary of premises and equipment at December 31,
2019 and 2018 is as follows:

(Dollars in thousands) 2019 2018
Land ....ccooevnniniicceee e $ 2,615 2,621
Office buildings and improvements............. 11,946 10,878
Furniture and equipment ............ccccevvreennnen 12,954 12,935
27,515 26,434
Accumulated depreciation...........ceeueueueecne (17,000) (16,799)
$ 10,515 9,635

Gross Unamortized
Carrying  Accumulated Intangible
(Dollars in thousands) Amount  Amortization Assets
December 31, 2019
Mortgage servicing
FightS.....ooooiiiieene $ 4,968 (2,796) 2,172
Core deposit intangibles .. 574 (418) 156
Goodwill 802 0 802
Total......ooeeiiieiceenne 6,344 (3,214) 3,130
December 31, 2018
Mortgage servicing
TIgNES e $ 4,526 (2,671) 1,855
Core deposit intangibles..... 574 (319) 255
Goodwill....ccoovvvveicciinen 802 0 802
Total..oooeeeeeieeeeeeee $ 5,902 (2,990) 2,912

The increase in premises and equipment related primarily to
the remodeling of branch facilities.

NOTE 10 Leases

On January 1, 2019, the Company adopted ASU 2016-02,
Leases (Topic 842) and a $4.5 million right-of-use asset and
an offsetting lease payment obligation liability were
recorded on the consolidated balance sheet in other assets
and other liabilities, respectively.



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Operating lease right-of-use assets represent our right to use
an underlying asset during the lease term and operating
lease liabilities represent our obligation to make lease
payments arising from the lease. Right-of-use assets and
operating lease liabilities are recognized at lease
commencement based on the present value of the remaining
lease payments using a discount rate that represents the
Company’s incremental borrowing rate at the lease
commencement date. Because the Company only has
operating leases and the right-of-use asset is offset by a lease
payment obligation liability, the lease payments are the only
amount that is recorded in occupancy expense in the
consolidated statements of comprehensive income.

The Company’s leases relate to office space and Bank
branches with remaining lease terms between 32 and 64

The table below summarizes other information related to
our operating leases:

Year Ended
December 31,

(Dollars in thousands) 2019
Cash paid for amounts included in the measurement

of lease liabilities:

Operating cash flows from operating leases.......... $ 889

Weighted-average remaining lease term —

operating 1eases, in Years. ......ccoeeverererueeerecrerrnenenes 4.7
Weighted-average discount rate — operating leases... 2.19%

The table below summarizes the maturity of remaining lease
liabilities:

December 31,

months. Certain leases contain extension options which (Dollars in thousands) 2019
typically range from 3 to 10 years. Because these extension $ 887
options are not considered reasonably certain of exercise, ggg
they are not included in the lease term. As of December 31, 307
2019, operating lease right-of-use assets and liabilities were 729
$4.0 million. 2025 and thereafter... 15
Total lease PaYMENtS .........ccveveeerererereereriereseeesreennene 4,266
. X LesS: INTETESt....veveuiieirieieieeci et (221)
The table below summarizes our net lease cost: Present value of lease liabilities............cevvevverierienenns $ 4,045
For the Year
Ended
December 31,
(Dollars in thousands) 2019
Operating 18ase COSt .....c.uvvvvevereeririererereenireeieneiccneeas $ 889
NOTE 11 Deposits
Deposits and their weighted average interest rates at December 31, 2019 and 2018 are summarized as follows:
2019 2018
Weighted Weighted
Average Percent Average Percent
(Dollars in thousands) Rate Amount of Total Rate Amount of Total
Noninterest checking................ 0.00% $ 183,350 27.2 % 0.00% $ 163,500 26.2 %
Interest checking....... 0.13 96,341 14.3 0.10 88,715 14.3
Savings accounts ... . 0.08 80,054 11.9 0.08 76,839 12.3
Money market accounts............ 0.65 187,517 27.8 0.56 181,374 29.1
547,262 81.2 510,428 81.9
Certificates by rate:
0 - 0.99%.ccoeieieieieieienne, 22,499 33 32,904 53
1 = 1.99%.coiiiiiiieieicieee 38,097 5.7 47,627 7.6
2 = 2.99% i 61,936 9.2 31,680 5.1
3 . 4,076 0.6 713 0.1
Total certificates 1.84 126,608 18.8 1.32 112,924 18.1
Total deposits.......cccoeerverrrennene 0.56 $ 673,870 100.0 % 0.43 $ 623,352 100.0 %
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At December 31, 2019 and 2018, the Company had $215.8
million and $182.0 million, respectively, of deposit
accounts with balances at $250,000 or more. At December

31,2019 and 2018, the Company had no certificate accounts
that had been acquired through a broker.

Certificates had the following maturities at December 31, 2019 and 2018:

2019 2018
Weighted Weighted

(Dollars in thousands) Amount Average Rate Amount Average Rate
Remaining term to maturity
1-6 MONEAS ..o $ 43,447 1.88% $ 39,004 1.23%
7-12 months... 39,074 1.63 36,711 1.29
13-36 months. 41,753 2.00 33,941 1.46
Over 36 MONthS ... 2,334 1.71 3,268 1.44

$ 126,608 1.84 $ 112,924 1.32

At December 31,2019 and 2018, the Company had pledged
mortgage-backed and agency securities with an amortized
cost of approximately $14.9 million and $17.9 million,
respectively, as collateral for certain deposits. Interest
expense on deposits is summarized as follows for the years
ended December 31, 2019, 2018 and 2017:

(Dollars in thousands) 2019 2018 2017
Checking accounts................ $ 103 62 77
Savings accounts ....... 63 61 63
Money market accounts........ 1,171 865 560
Certificates.........coceevveeereennn. 1,995 1,243 770
$ 3,332 2,231 1,470

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, 2019 or December 31, 2018. At
December 31, 2019 the Bank had collateral pledged to the
FHLB consisting of FHLB stock, mortgage loans, and
investments with a borrowing capacity of approximately
$181.2 million, subject to a requirement to purchase FHLB
stock. The Bank also had the ability to borrow $65.3 million
from the Federal Reserve Bank of Minneapolis, based upon
the loans that were pledged to them as of December 31,
2019, subject to approval from the Board of Governors of
the Federal Reserve System (FRB).

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, subject to a requirement to purchase FHLB
stock. The Bank also had the ability to borrow 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 FRB.
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NOTE 13 Income Taxes
Income tax expense for the years ended December 31, 2019,
2018 and 2017 is as follows:

(Dollars in thousands) 2019 2018 2017
Current:
Federal 2,141 1,690 2,287
State.....cceeennee 687 115 10
Total current 2,828 1,805 2,297
Deferred:
Federal.........ccooovveeiiiicieen, 256 234 1,412
State..... 240 849 693
Total deferred . 496 1,083 2,105
Income tax expense ..........ccceevevuenne $ 3,324 2,888 4,402

The reasons for the difference between the expected income
tax expense utilizing the federal corporate tax rate of 21%
in 2019 and 2018, and 34% in 2017 and the actual income
tax expense are as follows:

(Dollars in thousands) 2019 2018 2017
Expected federal income tax
EXPENSE ..ovvnrenvenrenrenreriesienieseenieas $ 2,334 2,336 2,994
Items affecting federal income
tax:
State income taxes, net of
federal income tax deduction 852 559 529
Change in federal tax rate ....... (1} 0 1,062
Other, net......... 138 (7) (183)
Income tax eXpense ...........ccoeencee $ 3,324 2,888 4,402
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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) 2019 2018
Deferred tax assets:
Allowances for loan 10SS€S ........c.ccceeeveeneen. $ 2,394 2,428
Deferred compensation costs 158 154
Deferred ESOP loan asset..... 453 473
Nonaccruing loan interest................. 78 185
State net operating loss carryforward ........... 42 160
Alternative minimum tax credit
carryforward..........coeoeveoeneiinenieneee 0 208
Net unrealized loss on securities available
FOr SALC....vvviiiiccccccc e 0 426
Other ... 140 91
Total gross deferred tax assets ................. 3,265 4,125
Deferred tax liabilities:
Deferred 10an COStS ........coovvveeeerieerecrienennes 344 367
Premises and equipment basis difference..... 526 509
Originated mortgage servicing rights ........... 607 519
Federal tax liability on state net operating
loss carryforwards..........eceeernirerccncnnnnen 9 34
Net unrealized gain on securities available
for sale 18 0
Other ..o 59 54
Total gross deferred tax liabilities............ 1,563 1,483
Net deferred tax assets.........cocoevvevvvveenrennss $ 1,702 2,642

The Company has no federal and $0.8 million of state net
operating loss carryforwards at December 31, 2019.

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 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 of 2017.

Retained earnings at December 31, 2019 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
cumulative net income generated over the prior three year
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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, 2019 and 2018.

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. 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, 2019 because such information is
not accumulated for each participating institution. As of
June 30, 2019, the Pentegra DB Plan valuation report
reflected that the Bank was obligated to make a contribution
totaling $0.3 million which was paid and expensed in 2019.

Funded status (market value of plan assets divided by
funding target) as of July 1 for the 2019, 2018 and 2017 plan
years were 87.67%, 89.86% and 95.45%, respectively.
Market value of plan assets reflects contributions received
through June 30, 2019.

Total employer contributions made to the Pentegra DB Plan,
as reported on Form 5500, equal $164.6 million, $367.1
million, and $153.2 million for the plan years ended June
30, 2018, 2017 and 2016, 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)

2019 2018 2017
Date Paid Amount Date Paid Amount Date Paid Amount
10/02/2019 ................ $ 29 10/11/2018................ $ 26 01/06/2017.............. g 119
12/23/2019................. 244  12/27/2018................ 92  10/15/2017.............. 27
12/27/2017 ... 99
Total.........cocoverenee. $ 273 $ 118 $ 245

() 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 $19,000 for 2019, $18,500 for 2018 and $18,000
for 2017, with additional “catch up” contributions allowed
for employees over 50 years of age. 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 2019, 2018 and
2017.

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 2019, 2018 and
2017.

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
unearned ESOP shares in stockholders' equity. As shares are
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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 2019 and
2018, and $0.4 million for 2017.

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:

2019 2018 2017

Shares held by participants

beginning of the year.......... 340,237 357,135 339,870
Shares allocated to

participants ...........coceceeveuene 24,317 24,317 24,317
Shares distributed to

participants .............coceeeueee (18,457) (41,215) (7,052)
Shares held by participants

end of year........coceeveeeennne. 346,097 340,237 357,135
Unreleased shares beginning

of the year.......cccoveveuencucne. 231,112 255,429 279,746
Shares released during year.. (24,317) (24,317) (24,317)
Unreleased shares end of year

............................................ 206,795 231,112 255,429
Total ESOP shares end of

VAT et 552,892 571,349 612,564
Fair value of unreleased

shares at December 31 ....... $ 4,344,763 4,534,417 4,878,694

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, 2019 there were 34,229
vested 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 3,102
shares of restricted stock previously granted to current
employees under the 2009 Plan that as of December 31,
2019 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

the 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, 2019,
there were no options outstanding under the 2017 Plan.
There were 14,787 shares of restricted stock previously
granted to current employees and directors under the 2017
Plan that remained unvested at December 31, 2019.

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, 2016.......ccccouneeerrecuennee 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.....oooiiiiiiiciciees 0 (15,018) 0 N/A (11,409) 4.04
December 31, 2017....c.ccccuvuvnnnncnnee 0 14,881 49,229 § 9.25 22,820 § 4.04
Options Exercised . 0 0 (15,000)
Vested.....oeuevnnniiicciciceieee 0 (7,541) 0 N/A (11,410) 4.04
December 31, 2018.......ccccoevuvvennenne. 0 7,340 34,229 § 11.21 11,410 $ 4.04
Vested ........ccccoovviniiiciieinnns 0 (4,238 0 (11,410) 4.04
December 31,2019...........ccooeenene 0 3,102 34,229 $ 11.21 0
2017 Plan
April 25,2017 oo 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....c.ccveveeeieriennen. 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 . 0 (2,280) 0 N/A 0
December 31, 2018........cccoovvvvniinnnee 404,456 7,224 0 N/A 0
Granted January 22, 2019........... 12,971) 8,647 0 N/A 3
Granted April 23, 2019.... . 2,514) 1,676 0 N/A 1
Vested .......ccoovevvieieieieieieene 0 (2,760) 0 N/A
December 31,2019.............cccocueneee. 388,971 14,787 0 N/A 0
Total all plans...........ccccocoovveinnnnnn. 388,971 17,889 34,229 $ 11.21 [ 4.04
The following table summarizes information about stock options outstanding at December 31, 2019:
Weighted
Average
Remaining
Date of Exercise Number Contractual Number Number
Grant Price Outstanding Life in Years Exercisable Unexercisable
January 26, 2016..................... $ 11.21 34,229 6.1 34,229 0
34,229 34,229 0

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 2019, 2018 or 2017.
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NOTE 15 Earnings per Common Share

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) 2019 2018 2017
Weighted average number of common shares outstanding used in basic earnings per

common Share CalCULAtION ..........cceevieviieiiiiieeiei ettt eve e eanas 4,610,469 4,368,289 4,215,899
Net dilutive effect of :

OPLioNS ANA WATTANLS ......oveveeiieeiiienieieieteteteteiest e seese et sesbe e te e sse e eseaesessesesesessenesseneesas 16,018 423,818 640,410

ReStricted StOCK aWATAS........c.covieviiiiirieeiceieteete ettt ettt ettt ettt a st eaeeteeveeaeeaeas 12,443 10,868 11,662
Weighted average number of common shares outstanding adjusted for effect of dilutive

SECUTTEIES .....cvovtti e 4,638,930 4,802,975 4,867,971
Net income available to common Shareholders ............cecevveirieirieinieieieieeeeeeeeeeeee $ 7,793 8,236 4,404
Basic earnings per common share.................. $ 1.69 1.89 1.04
Diluted earnings per common share $ 1.68 1.71 0.90

NOTE 16 Stockholders' Equity

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
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 in the open market by the
Company in 2019 or 2018 under the share repurchase
program. The Company did not pay any dividends on its
common stock during 2019, 2018 or 2017.
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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.

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.
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The FRB amended its Policy Statement, to exempt small
bank and savings and loan holding companies with assets
less than $3 billion from the above capital requirements.
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, 2019 and 2018, 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

Capital in Excess of Under Prompt
Required to be Minimum Corrective Action
Actual Adequately Capitalized Requirements Provisions
Percent of Percent of Percent of Percent of
(Dollars in thousands) Amount Assets Amount Assets Amount Assets Amount Assets')

December 31, 2019

Common equity Tier 1 capital....... $ 83,525 13.21% $ 28,458 450% $ 55,067 871% $ 41,106 6.50 %
Tier 1 leverage 83,525 10.89 30,684 4.00 52,841 6.89 38,355 5.00
Tier 1 risk-based capital ................ 83,525 13.21 37,944 6.00 45,581 7.21 50,591 8.00
Total risk-based capital.................. 91,438 14.46 50,591 8.00 40,847 6.46 63,239 10.00
December 31,2018

Common equity Tier 1 capital.......... $ 79,552 1326% $ 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

() 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. On January 1, 2019, the -capital
conservation buffer amount increased to 2.50% and is fully
phased in. Management believes that, as of December 31,
2019, 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. In addition, the Company
must adhere to various U.S. Department of Housing and
Urban Development (HUD) regulatory guidelines including
required minimum 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, 2019,
the Company was in compliance with HUD guidelines.

NOTE 18 Commitments and Contingencies
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 all 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.

Contract Amount
December 31,
(Dollars in thousands) 2019 2018
Financial instruments whose contract
amount represents credit risk:
Commitments to originate, fund or
purchase loans:

Single family .......ccccoveeeiiinrenes $ 7,620 6,081
Commercial real estate........................ 19,183 6,320
Commercial business..............ccocveuen. 11,354 782
Undisbursed balance of loans closed . 30,070 23,749
Unused lines of credit.........c.cccveene.e.. 107,767 107,438
Letters of credit 2,810 2,608
Total commitments to extend credit ....... $ 178,804 146,978
Forward commitments .................ccocu..... $ 10,098 7,289
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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 the 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. 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 32 months
and totaled $2.8 million at December 31, 2019 and $2.6
million at December 31, 2018. 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, 2019, the aggregate contractual obligations
(excluding bank deposits) and commercial commitments
were as follows:

Payments Due by Period

More
Less than
than 1 1-3 4-5 5
(Dollars in thousands) Total Year Years Years Years
Contractual
Obligations:
Annual rental
commitments under
non-cancellable
operating leases....... $ 4,266 887 1,829 1,536 14
Total contractual
obligations........ $ 4,266 887 1,829 1,536 14

Amount of Commitments Expiring by Period

Other Commercial
Commitments:
Commercial lines of

credit. s $63,322 23,742 27,240 12,340 0
Commitments to lend 22,757 8,716 2,668 4,090 7,283
Standby letters of

credit. s 2,810 2,108 702 0 0

Total other
commercial
commitment..... $88,889 34,566 30,610 16,430 7,283
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From time to time, the Company is party to legal
proceedings arising out of its lending and deposit
operations. The Company is, and expects to become,
engaged in foreclosure proceedings, collection actions, and
other litigation as part of its normal banking activities.
Among the various current litigation matters, the Company
is involved in a bankruptcy litigation claim where the
bankruptcy trustee is attempting to recover $3.7 million
related to the principal and interest payments made to the
Bank prior to the bankruptcy filing of a former customer of
the Bank.

The Company examines each legal matter, and, in those
situations where it determines that a particular legal matter
presents loss contingencies that are both probable and
reasonably estimable, establishes an appropriate accrual. In
many situations, the Company is not able to estimate
reasonably possible losses due to the preliminary nature of
the legal matter, as well as a variety of other factors and
uncertainties. For those legal matters where the Company is
able to estimate a range of reasonably possible losses,
management currently estimates that the aggregate range of
losses from all of our outstanding litigation is from $0 to
$1.2 million in excess of the amounts accrued, if any. This
estimated aggregate range is based on an assessment of the
information currently available to the Company and the
actual aggregate losses could be higher. However, the
Company does not believe these losses are probable to occur
at this time. The Company reassesses all of its potential loss
positions based on the available information each quarter
and the estimated range of reasonably possible losses may
change in the future. The Company typically vigorously
pursues all available defenses related to litigation but may
consider other alternatives, including settlement, in
situations where there is an opportunity to resolve a legal
matter on terms that are considered to be favorable to the
Company when considering the continued expense and
distraction of defending against any particular legal action.

Based on the Company’s current understanding of all of the
outstanding legal matters, management does not believe that
judgments or settlements arising from any pending or
threatened litigation, individually or in the aggregate, would
have a material adverse effect on the consolidated financial
condition or results of operations. However, litigation is
unpredictable and the actual results of litigation cannot be
determined with any certainty. Therefore, the ultimate
aggregate resolution of any, or all, of the current outstanding
legal matters could have a material adverse effect on the
Company’s results of operations in the future.
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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.

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, 2019 and
December 31, 2018 did not have a material impact on the
Company’s consolidated financial statements.

As of December 31, 2019 and 2018, 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, 2019 and December 31, 2018 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, 2019 and 2018.

Carrying Value at December 31, 2019

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

Securities available for sale ........................o..... $ 107,592 0 107,592 0
Equity securities..............ccocoovviniiniiininenns 167 0 167 0
Mortgage loan commitments... 14 0 14 0
Total ..o $ 107,773 0 107,773 0

Carrying Value at December 31, 2018

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

Securities available for sale..........c..cccceevieiinnnnn. $ 79,859 0 79,859 0
Equity securities .........c.cccoce... 121 0 121 0
Mortgage loan commitments.. 40 0 40 0
TOtal ... $ 80,020 0 80,020 0
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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 2019
and 2018 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 31,2019
and 2018.

Carrying Value at December 31, 2019

Year Ended
December 31, 2019
(Dollars in thousands) Total Level 1 Level 2 Level 3 Total losses
Loans held for sale...............cccccccovnniiionnnnnene $ 3,606 0 3,606 0 (40)
Mortgage servicing rights, net.. 2,172 (1} 2,172 0 0
Impaired loans ........................ 3,126 (1} 3,126 0 (28)
Real estate, net ..... 580 0 580 0 0
TOtal ..o $ 9,484 0 9,484 0 (68)
Carrying Value at December 31, 2018
Year Ended
December 31,2018
(Dollars in thousands) Total Level 1 Level 2 Level 3 Total gains (losses)
Loans held for sale.........cccoeieiieeniecenieineeeeen $ 3,444 0 3,444 0 45
Mortgage servicing rights, net.. 1,855 0 1,855 0 0
Impaired loans ..................... 2,902 0 2,902 0 97)
Real estate, net... 414 0 414 0 0
TOAL e $ 8,015 0 8,615 0 (52)

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, 2019 and 2018 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 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.
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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 is 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, 2019 December 31, 2018
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......... $ 44,399 44,399 44,399 20,709 20,709

Securities available for sale....... 107,592 107,592 107,592 79,859 79,859

Equity securities....... 167 167 167 121 121

Loans held for sale .. 3,606 3,606 3,606 3,444 3,444

Loans receivable, net.. 596,392 600,863 600,863 586,688 578,978

FHLB StocK .....cccovvueueuenencnes 854 854 854 867 867

Accrued interest receivable....... 2,251 2,251 2,251 2,356 2,356
Financial liabilities:

DEpOSits ...cuueeeeeereieeeeieieeene 673,870 673,945 673,945 623,352 623,439

Accrued interest payable........... 420 420 420 346 346
Off-balance sheet financial

instruments:

Commitments to extend credit .. 14 14 178,804 40 40 146,978

Commitments to sell loans........ 16) (16) 10,098 (56) (56) 7,289
Cash and Cash Equivalents FHLB Stock

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.

Equity Securities
The fair values of equity 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.
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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. 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, 2019 and 2018 and
for the years ended December 31, 2019, 2018 and 2017.

(Dollars in thousands) 2019 2018 2017
Condensed Balance Sheets
Assets:

Cash and cash eqUIVALENLs .........c.ccoiriiiiieiiininccce e $ 7,722 1,534

Investment in SUDSIAIATIES.........c.covivvieiiieierieieeiee ettt anens 84,507 79,737

Prepaid expenses and Other @SSEtS ...........coueereeirieerieirienineeteee e 610 2,014

Deferred tax asset, net............... . 24 95

Total assets .......... $ 92,863 83,380
Liabilities and Stockholders' Equity:
Accrued expenses and other Habilities ..........coeeeririririeieerinnieieecneeecerene $ 215 233
TOtal HADILIEIES ....veveveeeeeieieeeeeee ettt ettt 215 233
COMMON SEOCK ..ttt ettt 91 91
Additional paid-in Capital ..........ccooeiriiiriniieee e 40,365 40,090
Retained earnings . 107,547 99,754
Net unrealized gains (losses) on securities available for sale ............cccocvvreeecnne 46 (1,096)
Unearned employee stock ownership plan shares.........c.ccveceverenenecnecncncnenene. (1,643) (1,836)
Treasury stock, at cost, 4,284,840 and 4,292,838 shares . (53,758) (53,856)
Total stockholders' EqUILY.......c.eeeririririeiiiiiirieete e 92,648 83,147
Total liabilities and stockholders' €quity..........cccoeueueirirnieueuccrinieieeiceeeeeenenes $ 92,863 83,380
Condensed Statements of Income
Interest iNCOME (EXPEISE) .....cvvvevereriruiereuerieerietereseteeeeereseseeseeseseseaeeesesesesesesnesenene $ 21 0 (306)
Equity income of subsidiaries . 8,627 8,800 4,878
Compensation and DENETILS .........ccueeriiirieiriiiriieee et (240) (221) (257)
Occupancy and eqUIPIMENT.........c.ccuvuvueueueeriririeietereeeeeeee et eseae e sesesesesesenens 30) 30) (30)
Data processing . 6) (6) (6)
ProfessSional SETVICES ... ...everieriirierieetiete ettt ettt ettt see e aesaessesbessesaeeseens 131 (124) (130)
ONET ..o eeeeesssssssesesmemeese e (367) (331) (319)
Income before income tax expense (benefit) . 7,874 8,088 3,830
Income tax expense (DENELIt)........coveriririeiiriiinierereee e 81 (148) (574)
INELINCOMIE. ... .cvivieeieeieiietetet ettt ettt ettt ettt et e e te et seeaeesaess e s e saeeseesesaeeseensennas $ 7,793 8,236 4,404
Condensed Statements of Cash Flows
Cash flows from operating activities:
INELINCOMIE ...ttt ettt ettt ettt ettt e eaeeteereeaseasenseeseeteeseeseeteereensennan $ 7,793 8,236 4,404
Adjustments to reconcile net income to cash used by operating activities:
Equity income Of SUDSIAIATIES ........eveverieeiieeiieiiieteeeeee et (8,627) (8,800) (4,878)
Deferred income tax benefit . 71 46 615
Earned employee stock ownership shares priced above original cost ..................... 230 206 147
Stock OPtion COMPENSALION ......c.veviuierinieierieirieteteeetet ettt ettt sessenesaeneenas 1 17 41
Amortization of restricted stock awards.. . 187 134 147
Decrease in unearned ESOP Shares ...........cccooeiveiieninineineciecseeseeeeseieeieiene 193 194 193
Decrease (increase) in Other @SSELS .........covueirveirieirieirieeeeereeeese e eeeenes 1,404 (146) (6)
Decrease in other liabilities . 18) (20) (866)
Other, NEt.....overerieeeeeeeeeeeeeeeeeees (1) (1) 0
Net cash provided (used) by operating activities..........cvervrveeereiererierereereene 1,233 (134) (203)
Cash flows from financing activities:
Warrants purchased...........cocooveerieennne 0 (6,453) 0
Excess tax benefit from options exercised . 0 64 0
Stock awards withheld for tax withholding . 45) 0 (54)
Repayments of borrowings..................... . 0 0 (7,000)
Dividends received from Bank ............... . 5,000 6,000 6,000
Net cash provided (used) by financing activities ...........c.ceceeeerreeuevcecrereneuererenennns 4,955 (389) (1,054)
Increase (decrease) in cash and cash equivalents...........ocecevveereeriecereneneieeennns 6,188 (523) (1,257)
Cash and cash equivalents, beginning of year . 1,534 2,057 3,314
Cash and cash equivalents, end 0f YEar.........cccecvrieirieirieirereeeeceee e $ 7,722 1,534 2,057
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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, 2019:
Interest income — external CUStOMErs ..................ccocoveevvieiieieeieeieeie e, $ 31,890 0 0 31,890
Non-interest income — external customers ...................cccoceeeveevienieecieeeeennnne 8,455 0 0 8,455
Intersegment interest income 0 21 21 0
Intersegment non-interest iNCOME................ccooueiiinninininiienerereeeee 234 8,627 (8,861) 0
INtErest EXPEISE ......ooveviiiiiiieiieieietet ettt st 3,360 0 21 3,339
Provision for loan losses .. (1,216) 0 0 (1,216)
Non-interest expense..... 26,565 774 (234) 27,105
Income tax expense... 3,243 81 0 3,324
Net income .............. . 8,627 7,793 (8,627) 7,793
TOtAl ASSELS......c.oiiviiiiiiiicic e e et 777,083 92,863 (92,307) 777,639
At or for the year ended December 31, 2018:
Interest income — external CUSTOMETS .........cceeeuieerieereeereeereeeteeereeeeeereeeeeeeeenea $ 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.........coceceveennene 2,233 0 0 2,233
Provision for 1080 LOSSES ........ccueerueirierieeiieierieerie et (649) 0 0 (649)
NON-INTEIESt EXPEINSE. ..cuvuveveeniniiereteieaiirteteteiee sttt ettt sttt seebeseseaenes 24,897 712 (222) 25,387
Income tax expense (benefit). 3,036 (148) 0 2,888
NEEINCOIMIE ...ttt be et e e a s seseseaeseeseseseneaes 8,800 8,236 (8,800) 8,236
TOTAL ASSELS ..evvinirieeteietcertet ettt ettt bbbttt 710,281 83,380 (81,346) 712,315
At or for the year ended December 31, 2017:
Interest income — eXternal CUSTOIMETS .........c.cceevieveeueeieieeeeeeeieereeee et ere e eereenens $ 27,680 0 0 27,680
Non-interest income — external customers . 7,654 0 0 7,654
Intersegment NON-INtETESt INCOME.........c.cueuererueueueeiririereieieereeeeiereee e sesereesene 210 4,879 (5,089) 0
INEETESt EXPEIISE .. .venieittieeiitcientct ettt ettt sttt ettt st 1,491 306 0 1,797
Provision for loan losses. (523) 0 0 (523)
NON-TNLEIESt EXPEINSE.....veevnerenieieierereeseeteseeteeeteseesesseseeseseeseseeseseenessesesseneeseneane 24,722 742 (210) 25,254
Income tax expense (Denefit)........coveveueirinirieieiinirieiec e 4,976 (574) 0 4,402
Net income 4,879 4,404 (4,879) 4,404
Total assets 722,532 79,254 (79,101) 722,685
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors and Stockholders
HMMN Financial, Inc. and Subsidiaries
Rochester, Minnesota

Opinion on the Financial Statements

We have audited the accompanying consolidated balance sheets of HMN Financial, Inc. and Subsidiaries (the
Company) as of December 31, 2019 and 2018, and the related consolidated statements of comprehensive
income, stockholders' equity, and cash flows for each of the years in the three-year period ended December 31,
2019 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 Financial, Inc. and Subsidiaries as
of December 31, 2019 and 2018, and the results of their operations and their cash flows for each of the years in
the three-year pericd ended December 31, 2019, in conformity with accounting principles generally accepted in
the United States of America.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States) ("PCAOB"), the Company's internal control over financial reporting as of December 31, 2019,
based on criteria established in internal Confrol — Integrated Framework (2013) issued by the Committee of
Sponsoring Organizations of the Treadway Commission (COS0), and our report dated March &, 2020, expressed
an unqualified opinion,

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
registered with the PCAQB and are required to be independent with respect to the Company in accordance with
the U.S. federal securities laws and the applicable rules and regulations of the Securities and Exchange
Commission and the PCADB.

We conducted our audits in accordance with the standards of the PCADB. Those standards require that we plan
and perform the audit o obtain reasonable assurance about whether the financial statements are free of material
misstaternent, whether due to emmor or fraud. Our audits included performing procedures to assess the risks of
material misstatement of the financial statements, whether due to error or fraud, and performing procedures that
respond to those risks. Such procedures included examining, on a test basis, evidence regarding the amounts
and disciosures in the financial statements. Our audits also included evaluating the accounting principles used
and significant estimates made by management, as well as evaluating the owverall presentation of the financial
statements, We believe that our audits provide a reasonable basis for our opinion,

%m%& LLZ
CliftonLarsonAllen LLP

Minneapolis, Minnesota
March 6, 2020

We have served as the Company's auditor since 2014.

A marmber of

Nexia

Intermaticnal
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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) 2019 2018 2017
Maximum Balance:

FHLB QAVANCES.....ueveviieiiieiieteiieieiee ettt ese st s b eseseeseseenesseneesenens $ 13,800 6,800 18,800

FHLB ShOrt-term advances...........c.oocueeuieieeieeieeie et 13,800 6,800 18,800
Average Balance:

FHLB @AVANCES......cuiivictieeieiieiiiieieeteete ettt ettt ese et et eteeseesesteeseeseessessesessesessesaeereens 287 140 1,693

FHLB ShOrt-term advances...........c.oooueeuieieeieeieeieecee ettt 287 140 1,693

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, 2019 September 30, 2019 June 30, 2019
Selected Operations Data (3 months ended):
INLETESt INCOME ..ot 7,861 7,998 8,299
Interest expense ........ 914 906 829
Net interest income ..... 6,947 7,092 7,470
Provision for 10an 10SSes.........cceouevererereineinieinieene 236 (420) (1,059)
Net interest income after provision for loan losses ................... 6,711 7,512 8,529
Non-interest income:
Fees and Service Charges.........oevveeveeirieeinieeeieieeeeseeeseeeaenes 795 820 785
Loan Servicing fees .......ceeerrerueeeierininieieieereeeee s 321 324 318
Gain on sales 0f 10aNS .........cceeeveeeiieieciecie e 1,106 845 611
294 238 307
Total nON-iNterest INCOME. ........c.ccvevveererreereereereereereeeerereenenes 2,516 2,227 2,021
Non-interest expense:
Compensation and benefits..........c.coevevrvereerenrneeernneeecenes 4,163 3,849 3,737
Occupancy and equipment. 1,158 1,142 1,081
Data processing............... 338 319 305
Professional services 492 428 381
Other......ccoeeeeenne 1,193 1,009 1,063
Total non-interest expense ... 7,344 6,747 6,567
Income before income tax eXpense..........coeeeveerrererereeerveeneenes 1,883 2,992 3,983
INCOME taX EXPENSE ....ouviviiiiiieiiieiiece e 647 916 1,121
NELINCOME ..ttt ettt ettt et reeeene 1,236 2,076 2,862
Basic earnings per common Share..........c.ccoeeveueceninireereecennennenes 0.27 0.45 0.62
Diluted earnings per common Share............ccoceveenennenecnecnnene. 0.27 0.45 0.62
Financial Ratios:
Return on average assets'!) ..o 0.64% 1.11% 1.60
Return on average common equity®..........c.coooeveverereiereiieecnnn 5.29 9.10 13.10
Average equity to average assets .. 12.06 12.07 12.01
Net interest margin™® ............cccooovivriorueeeee e 3.76 3.97 4.35
(Dollars in thousands)
Selected Financial Condition Data (end of period):
TOLAl ASSELS ...evviuieiieieieieiire ettt 777,639 763,228 722,767
Securities available for sale:
Mortgage-backed and related securities ............cccoceevrvuereeeennnn. 54,851 22,187 7,435
Other marketable SECUTILIES .........cocvvevvevveviiiriericeeceereceeeerene e 52,741 62,665 72,469
Loans held for sale 3,606 7,819 5,912
Loans receivable, Net..........coveiieerieirieirieeeeeeeee s 596,392 583,102 595,757
DIEPOSIES ettt 673,870 659,608 623,510
StockhOlders” @qUILY ......ccoveveveveueirireeieiee et 92,648 91,190 88,811

@ Annualized
@ Net interest income divided by average interest-earning assets
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March 31, 2019

December 31, 2018

September 30, 2018

June 30, 2018

March 31, 2018

7,732 7,797 7,970 7,456 7,158
690 650 587 526 470
7,042 7,147 7,383 6,930 6,688
27 (167) (652) 295 (125)
7,015 7,314 8,035 6,635 6,313
700 909 870 785 766
315 314 343 297 301
379 483 489 679 444
297 242 234 293 265
1,691 1,948 1,936 2,054 1,776
3,910 3,652 3,574 3,678 3,824
1,061 1,062 1,073 1,072 1,097
301 331 310 334 295
272 264 326 298 249
903 997 931 931 1,089
6,447 6,306 6,214 6,313 6,554
2,259 2,956 3,757 2,376 2,035
640 604 1,045 649 590
1,619 2352 2,712 1,727 1,445
0.35 0.51 0.62 0.40 0.34
0.35 0.51 0.56 0.35 0.29
0.91% 1.29% 1.47% 0.95% 0.82%
7.67 11.24 12.90 8.25 7.07
11.82 11.52 11.54 11.61 11.65
4.11 4.06 4.14 3.97 3.95
722,745 712,315 737,445 726,285 722,339
7,743 8,023 8,207 8,895 9,455
72,044 71,836 71,253 71,451 71,545
3,292 3,444 2,109 3,624 2,234
599,462 586,688 586,092 589,855 591,840
626,592 623,352 651,429 639,535 633,805
85,350 83,147 79,994 81,825 82,056
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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
31,2019, the Company had 9,128,662 shares of common stock issued and 4,284,840 shares in treasury stock. As of December
31, 2019, there were 462 stockholders of record and 992 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
5, 2020, the last reported sale price of shares of our common stock on the Nasdaq was $21.11 per share. The Company has
not paid a dividend on its common stock during the two year period ending December 31, 2019. See “Liquidity 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, 2014 and that all dividends were
reinvested.

Index 12/31/14 12/31/15 12/31/16 12/31/17 12/31/18 12/31/19

HMN Financial, Inc.......c.ccccoeniicccnnnne. $ 100.00 $ 93.15 § 141.13  $ 154.03 $ 15823 § 169.44
Nasdaq Composite . 8 100.00 $ 106.96 $ 11645 $ 15096 $ 146.67 $ 200.49
Nasdaq Bank.........cccooveeiinnniiccinne $ 100.00 $ 107.08 $ 14727  $ 155.68 $ 129.17  § 160.44
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HMN FINANCIAL, INC.
1016 Civic Center Drive NW
Rochester, MN 55901

(507) 535-1200

Annual Meeting

The annual meeting of shareholders will be
held on Tuesday, April 28, 2020 at 10:00
a.m. (Central Time) at the Rochester Golf
and Country Club, 3100 West Country Club
Road, Rochester, Minnesota.

LEGAL COUNSEL

Faegre Drinker Biddle & Reath LLP
2200 Wells Fargo Center

90 South Seventh Street
Minneapolis, MN 55402-3901

INDEPENDENT REGISTERED PUBLIC
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

SEQUOYA S. BORGMAN
Borgman Capital LLC, Founder and
Managing Director

MICHAEL A. BUE
Retired President and Chief Executive Olfficer
Marquette Bank Rochester

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
Vice Chair
HMN and Home Federal Savings Bank

Educational consultant, PTECH in Minnesota,

Former Assistant Professor, Winona State
University

MARKE. 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
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2805 Dodd Road, Suite 160
Eagan, MN 55121

(651) 405-2000
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502 South Mantorville Avenue
Kasson, MN 55944

(507) 634-4141
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La Crescent, MN 55947
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Marshalltown

303 West Main Street
Marshalltown, 1A 50158
(641) 754-6198
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1015 West Frontage Road, Suite 100

Owatonna, MN 55060
(507) 413-6420

Pewaukee

1870 Meadow Lane
Pewaukee, WI 53072
(262) 337-9511

Rochester

1201 South Broadway
Rochester, MN 55901
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1016 Civic Center Drive NW
Rochester, MN 55901
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100 1% Avenue Bldg., Suite 200
Rochester, MN 55902
(507) 280-7256

2048 Superior Drive NW, Suite 400

Rochester, MN 55901
(507) 226-0800
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715 North Broadway
Spring Valley, MN 55975
(507) 346-9709
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175 Center Street
Winona, MN 55987
(507) 453-6460
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