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FINANCIAL HIGHLIGHTS

At or For the Year Ended
Operating Results: December 31, Percentage
(Dollars in thousands, except per share data) 2014 2013 Change
Total INtErest INCOME.....cveeiriieiieiieeiee e et erteesree e ereesereeeeeebeeeenas 20,613 22,983 (10.3)%
Total INEEIESt EXPENSE....vevrerieieieretiereetenteesaeeeresteesseeaeseeeseesesseenseeens 1,211 3,289 (63.2)
Net INtEreSt INCOME ... ..ccveeereeirieirieiee e ereeereerreesreeereeereeseneenes 19,402 19,694 (1.5)
Provision for 10an LOSSES ........cccecveiriririririninintsesesese e (6,998) (7,881) 11.2
Net interest income after provision for loan losses.........c..cocceeuee 26,400 27,575 (4.3)
Fees and Service charges ..........ccoveveeviirieniniienieneee et 3,458 3,513 (1.6)
Loan Servicing fEeS .......c.ceoueieieieieieieiieieeeetses e 1,058 1,029 2.8
Gain on 5ales 0f I0ANS ......ccviiriiiiciieciiecie e 1,828 2,102 (13.0)
Other NON-INErest INCOME ........eevereierrieieeeieieeieeiieieeeeeieeae e seeeeeeeees 940 668 40.7
Total NON-INterest INCOME .........ccveeeieerrieerieeieeceeeiee v eeere e 7,284 7,312 0.4)
Total NON-INtETESt EXPENSE ...cuveverrerereieeiienieerienitenieeeesieeneeeeenieens 21,403 22,623 5.4)
Income before iNCOME tax EXPENSE ....c.eeveeueeuervirieriiririenienenieniesreseeneene 12,281 12,264 0.1
Income tax expense (Denefit) ........coceevirieriiniirienieeiiiieneeceeeseee e 4,902 (14,406) 134.0
INEE INCOMIC. ...ttt bbb 7,379 26,670 (72.3)
Preferred stock dividends and discount ............cccoeeveeerienviennennnne. (1,710) (2,068) 17.3
Net income available to common shareholders ................ccceeee. 5,669 24,602 (77.0)
Per Common Share Information:
Earnings per common share and common share equivalents
BASIC c.iviiiiiir e 1.40 6.15
DIIUted ... 1.23 5.71
Stock price (for the year)
HIZN et 13.95 10.98
LOW ettt e 8.94 2.99
CLOSE .ttt ettt ettt bbbt 12.40 10.57
Book value per common Share..........c.eceveverenininiinenenenenenenenenne 14.77 13.49
Closing price to ook ValUe.........cccceecviiieniiiiiieniiicceceec e 83.95% 78.35%
Financial Ratios:
Return on average assets ........cccecveveeriineenienieneeneenie e e 1.21% 4.55% (73.4)%
Return on average common €qUItY..........cceeveriririniineneneseseseseseenne 9.12 42.22 (78.4)
Net INTEreSt MATZIN ..c.ververririiriiriiierereeerte e 3.38 3.51 3.7)
Operating eXpenses t0 aVerage aSSeLS.........cecvereereeruereenerreereenenieenees 3.51 3.86 ©.1)
Average equity t0 aVEIage aSSELS.......covvrerrererererenenenenenresseseesrennenne 13.25 10.77 23.0
Equity to total assets at year end ..........ccceeceeveeiienieneniienieneeie e 13.16 13.21 0.4)
Non-performing assets to total aSSEtS.........cccevereririererenienenereneneene 2.43 3.76 (354
EffiCIeNCY Tati0 . .eiuieiieieiiieriieie et s 80.00 83.77 4.5)
Balance Sheet Data: December 31, Percentage
(Dollars in thousands) 2014 2013 Change
TOtAl ASSELS....eevviuieiieiieiieiieitee et e 577,426 648,622 (11.0)%
Securities available for sale............cccoveiiriiiiiiiiiie e 137,834 107,956 27.7
Loans held fOr SAlE .......c.ovieiieiiiiieiieie et 2,076 1,502 38.2
Loans 1eceivable, NEt.........cooviiieiiiiiieirieeceieee e 365,113 384,615 (5.1)
DIEPOSIES. ..ttt bbb 496,750 553,930 (10.3)
StoCKhOLAErS” EQUILY.....ceveeeieieeiieriieieetee et 76,013 85,675 (11.3)
Home Federal Savings Bank regulatory capital ratios:
Tier I or core capital ........cocuevieiiiienieiecee e 11.76% 12.22% (3.8)%
Tier I capital to risk weighted assets.........cocoveverierenenienienenenenn 17.21 19.51 (11.8)
Risk-based capital.........ccccooevieiiiiiinieiecieee e 18.48 20.78 (11.1)




LETTER TO SHAREHOLDERS AND CLIENTS

I am very proud to present to you HMN Financial, Inc.’s 2014 Annual Report. During the year, our
staff made significant progress in achieving our strategic objectives in the areas of financial
performance, capital management, asset quality, community branch leadership, and regulatory
relations. I would like to take a moment to highlight a number of these key accomplishments.

Financial Performance

December 31, 2014 marked the third consecutive fiscal year and twelfth consecutive quarter of
profitable operations. During the year, our balance sheet declined in size due to management’s
efforts to improve diversification of our commercial loan portfolio by reducing loan concentrations.
The continued low interest rate environment has resulted in fierce competition to attract and retain \

good clients. Our strategy of working with cooperative clients during the recession paid off in terms

of client loyalty and reduced margin compression. During the year, the volume of residential mortgages refinanced slowed,
however our gain on sale margins remained strong and our sale of governmental guaranteed loans increased.

Capital Management

Our continuing improvement in financial performance, combined with the decline in the size of our balance sheet mentioned
above, resulted in a much stronger capital position for the bank. The improvement enabled our company to repurchase $16.0
million in Preferred Shares and pay all accrued dividends on the Preferred Shares without the need to raise additional common
equity. In December 2014, we announced that we secured funding to repurchase the remaining $10.0 million of outstanding
Preferred Shares and in February of this year all of the remaining outstanding Preferred Shares were redeemed. With this
redemption, HMN Financial, Inc. completed the repayment of 100% of the Preferred Stock issued through the U.S. Treasury
Capital Purchase Program.

Asset Quality

Non-performing assets declined from $24.4 million at the end 0f 2013 to $14.0 million at the end of 2014, a reduction of over
42%. Our work to rehabilitate and collect problem loans resulted in our ability to reverse the provisions to our reserve for
loan losses by $7.0 million during the year.

Community Branch Management

Our market research determined that the communities we serve value local leadership and decision-making. We are
responding by recruiting experienced bankers to manage the major markets we serve. We believe that, over time, this will
result in the improved financial performance of these branches by accelerating the organic growth of our loans and deposits
within these markets.

Regulatory Relations

Our efforts to improve asset quality and financial performance resulted in the Office of the Comptroller of the Currency
terminating its Supervisory Agreement with Home Federal in February 2014. The Board of Governors of the Federal Reserve
System followed suit and terminated its Supervisory Agreement with the Company in May 2014. The elimination of these
restrictive agreements allows management to focus valuable resources on rebuilding the bank.

Thank you for your loyalty and support.

Respectfully,

bt fihtnl)

Brad 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) 2014 2013 2012 2011 2010
Total interest INCOME......c..eoevueeiereerienirieniereniene $ 20,613 22,983 30,816 39,541 48,270
Total interest eXpense.........cvvvereerveerrerveseerneennes 1,211 3,289 7,139 11,135 17,259
Net interest iNCOME .........ccceeeeeveeeeecneeeeennnnn. 19,402 19,694 23,677 28,406 31,011
Provision for loan 10SS€s .........ccceevveeerienienireienne (6,998) (7,881) 2,544 17,278 33,381
Net interest income (loss) after provision for
1081 1OSSES.....eevereeirierieeiicieiceneeeeee 26,400 27,575 21,133 11,128 (2,370)
Fees and service charges .........cccoccevvevvecveevennnnne, 3,458 3,513 3,325 3,739 3,741
Loan servicing fees .......ccceeveveeeveeneeneeeerceene 1,058 1,029 964 987 1,067
Gain on sales of loans ............cc.coeeveeeeeiieiicine. 1,828 2,102 3,574 1,656 1,987
Gain on sale of branch office ..........cccceevveeenenne. 0 0 552 0 0
Other non-interest iNCOME.........cccvereeruerrrerueneenne. 940 668 575 487 476
Total non-interest inCOME ..............cccevveeene... 7,284 7,312 8,990 6,869 7,271
Total non-interest €Xpense ............cceceeeeerneee 21,403 22,623 24,670 29,552 27,556
Income (loss) before income tax expense
(DENEfit) oo 12,281 12,264 5,453 (11,555) (22,655)
Income tax expense (benefit) ..........ccevevrverennnen. 4,902 (14,406)V 132 0 6,323
Net income (10SS) .ooeevverieniniinienieeeeee, 7,379 26,670 5,321 (11,555) (28,978)
Preferred stock dividends and discount......... (1,710) (2,068) (1,861) (1,821) (1,784)
Net income (loss) available to common
shareholders ..........ccooceveeieieneiecece $ 5,669 24,602 3,460 (13,376) (30,762)
Basic earnings (loss) per common share....... S 1.40 6.15 0.88 (3.47) (8.17)
Diluted earnings (loss) per common share.... 1.23 5.71 0.86 (3.47) (8.17)

() Relates to the elimination of the deferred tax asset valuation reserve at December 31, 2013. See “Results of Operations - Income Taxes” in the

Management Discussion and Analysis for further information.

Selected Financial Condition Data:

December 31,

(Dollars in thousands, except per share data) 2014 2013 2012 2011 2010
Total @SSELS ..co.eeeeieieriireereece e $ 577,426 648,622 653,327 790,155 880,618
Securities available for sale.........cccccooevvvveennennnnn. 137,834 107,956 85,891 126,114 151,564
Loans held forsale ..........cocvevevvvieiicieeeeieeeee. 2,076 1,502 2,584 3,709 2,728
Loans receivable, net.........cc.oooevveeeevveeeeeneeeenne. 365,113 384,615 454,045 555,908 664,241
DEPOSILS...coveueeiieieieierieeierieeeetetetet e 496,750 553,930 514,951 656,176 683,230
FHLB advances..........cccoceeveieienienieneeeceeeeeeeenee 0 0 70,000 70,000 122,500
Stockholders’ equity.......ccccceveeriereeieeeieniieieenene 76,013 85,675 60,834 57,061 69,547
Book value per common share........c..ccccocceueeunenee. 14.77 13.49 8.02 7.36 10.51
Number of full service offices.........ccccevevrercnnnne. 11 11 12 13 14
Number of loan origination offices ..................... 2 1 1 1
Key Ratios @
Stockholders’ equity to total assets at year end.... 13.16% 13.21% 9.31% 7.22% 7.90%
Average stockholders’ equity to average assets ... 13.25 10.77 8.81 8.19 9.40
Return (loss) on stockholders’ equity

(ratio of net income (loss) to average equity) .. 9.12 42.22 8.94 (16.94) (31.73)
Return (loss) on assets

(ratio of net income (loss) to average assets) ... 1.21 4.55 0.79 (1.39) (2.98)

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

This Annual Report, other reports filed by the Company
with the Securities and Exchange Commission, and the
Company’s proxy statement may contain forward-looking
statements within the meaning 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 increasing our core
deposit relationships, improving credit quality, reducing
non-performing assets, reducing expense and generating
improved financial results; the adequacy and amount of
available liquidity and capital resources to the Bank; the
Company’s liquidity and capital requirements;, our
expectations for core capital and our strategies and
potential strategies for improvement 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 mix
of interest-earning assets, the amount and mix of deposits;
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 ability of the Bank to pay dividends to HMN;, the
ability of HMN to pay the principal and interest payments
on the third party note; the ability to remain well
capitalized under revised capital rules; the expected impact
of new Basel III and the Dodd Frank Act capital standards
on the Bank’s and the Company’s capital positions, and
compliance by the Company and 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 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 alternate
funding sources, including changes in collateral advance
rates and policies of the Federal Home Loan Bank,
technological, computer-related or operational difficulties,
results of litigation, and reduced demand for financial
services and loan products; changes in accounting policies
and guidelines, or monetary and fiscal policies of the
federal government or tax laws; international economic
developments; the Company’s access to and adverse
changes in securities markets; the market for credit related
assets; the future operating results, financial condition,
cash flow requirements and capital spending priorities of
the Company and the Bank; the availability of internal and,
as required, external sources of funding;, or other
significant uncertainties. Additional factors that may cause
actual results to differ from the Company’s assumptions
and expectations include those set forth in the Company’s
most recent filings on Forms 10-K and 10-Q with the
Securities and Exchange Commission. All forward-looking
statements are qualified by, and should be considered in
conjunction with, such cautionary statements. For
additional discussion of the risks and uncertainties
applicable to the Company, see the “Risk Factors” sections
of the Company’s Annual Report on Form 10-K for the year
ended December 31, 2014.

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

Overview

HMN Financial, Inc. (HMN or the Company) is the stock
savings bank holding company for Home Federal Savings
Bank (the Bank), which operates community retail, private
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 Federal Home Loan Bank
(FHLB) advances. 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



MANAGEMENT DISCUSSION AND ANALYSIS

are affected by changes in interest rates, the volume and
mix of interest-earning assets and interest-bearing
liabilities, and the level of non-performing assets. The
Company's net earnings are also affected by the generation
of non-interest income, which consists primarily of gains
from the sale of loans and real estate owned, fees for
servicing loans, and the generation of fees and service
charges on deposit accounts. The Bank incurs expenses in
addition to interest expense in the form of salaries and
benefits, occupancy expenses, provisions for loan losses,
deposit insurance, amortization of mortgage servicing
assets, 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.

Between 2008 and 2011, the Company’s commercial
business and commercial real estate loan portfolios required
significant charge offs due primarily to decreases in the
estimated value of the underlying collateral supporting the
loans, as many of these loans were made to borrowers in or
associated with the real estate industry. The decrease in the
estimated collateral value was primarily the result of
reduced demand for real estate, particularly as it relates to
single-family and commercial land developments. More
stringent lending standards implemented by the mortgage
industry in those years made it more difficult for borrowers
with marginal credit to qualify for a mortgage. This
decrease in available credit and the overall weakness in the
economy further reduced the demand for single family
homes and the wvalues of existing properties and
developments where the Company’s commercial loan
portfolio had concentrations. Consequently, our level of
non-performing assets and the related provision for loan
losses and charge-offs increased significantly during these
years, relative to prior periods. The increased levels of non-
performing assets, related provisions for loan losses and
loan charge-offs, expenses associated with real estate
owned, and the valuation allowance established against
deferred tax assets arising from the adverse operating
results, were the primary reasons for the net losses incurred
by the Company in each of the years 2008 through 2011.
Beginning in 2012 and continuing into 2014, commercial
real estate values stabilized and fewer charge offs were
recorded than in the 2008-2011 period. In addition, non-
performing assets and expenses associated with real estate
owned have continued to decline in 2013 and 2014, which
had a positive effect on earnings.

The Company took a number of measures since 2008 to
address its elevated level of non-performing assets,
improve operating results, and establish adequate levels of
liquidity and capital resources. Those measures included,
among others, obtaining $26 million in additional capital
through the sale of preferred stock to the United States
Treasury, substantially all of which was contributed to the
capital of the Bank. The Bank’s asset size was also reduced
by decreasing the outstanding wholesale funding amounts
and selling or closing branches. These changes contributed
to net assets being reduced $568 million from December
31, 2008 to December 31, 2014, which improved the
Bank’s capital ratios. The Company also hired additional
experienced commercial credit review staff, implemented
new loan credit approval processes, updated credit policies
and procedures, and implemented additional commercial
loan review procedures in order to improve the credit
quality of commercial loans being added to the Bank’s
portfolio and reduce commercial loan concentrations and
non-performing assets. Additional resources were also
allocated to establishing and maintaining remediation plans
on all classified loans in order to improve the monitoring
and ultimate collection of these loans. Because of these
efforts, and the relative stabilization of commercial real
estate values, the level of non-performing assets and related
loan losses have continued to decline compared to the four
years prior to 2012. The Company’s financial results in
2012 and 2013 also improved, which resulted in the
reversal of the entire valuation reserve against its deferred
tax asset in 2013.

Because of the losses incurred and elevated levels of non-
performing assets, the Company and the Bank, effective
February 22, 2011, each entered into a supervisory
agreement (the “Company Supervisory Agreement” and the
“Bank Supervisory Agreement”, respectively, and,
collectively, the “Supervisory Agreements”) with the
Office of Thrift Supervision (the “OTS”), their primary
federal regulator at the time. The Supervisory Agreements
superseded the memoranda of understanding between each
of the Company and the Bank that were entered into with
the OTS in December 2009. As required by the Company
Supervisory Agreement, the Company submitted an initial
consolidated capital plan in May of 2011 and updated two
year capital plans in January of 2012, 2013, and 2014 and
submitted periodic reports on its compliance with the plan.
In addition, the Company could not incur or issue any debt,
guarantee the debt of any entity, declare or pay any cash
dividends or repurchase any of the Company’s capital
stock, enter into any new contractual arrangement or renew
or extend any existing arrangement related to compensation
or benefits with any director or officer, or make any golden
parachute payments, without the consent of the FRB (as
successor to the OTS with respect to the Company).
Effective May 1, 2014, the FRB terminated the Supervisory
Agreement to which the Company was subject.



MANAGEMENT DISCUSSION AND ANALYSIS

The Bank entered into a written Supervisory Agreement
with the OTS, effective February 22, 2011, that primarily
related to the Bank’s financial performance and credit
quality issues. In addition, the OCC (as successor to the
OTS with respect to the Bank) established an Individual
Minimum Capital Requirement (IMCR) for the Bank,
effective December 31, 2011. An IMCR requires a bank to
establish and maintain levels of capital greater than those
generally required for a bank to be classified as “well-
capitalized.” Effective February 11, 2014, the OCC
terminated the Supervisory Agreement and the IMCR to
which the Bank was subject.

For further discussion and a complete description of the
Supervisory Agreements, IMCR, and termination by the
OCC of the Bank Supervisory Agreement and IMCR, see
“Note 16 Regulatory Matters/Supervisory Agreements and
IMCR” in the Notes to the Consolidated Financial
Statements and “ltem [ — Business — Regulation and
Supervision” in our Annual Report on Form 10-K for the
fiscal year ended December 31, 2014.

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 and 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 single-family and consumer loan portfolios
and its 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 uncollectable.

The appropriateness of the allowance for loan losses is
dependent upon management’s estimates of variables
affecting valuation, appraisals of collateral, evaluations of
performance and status, and the amounts and timing of
future cash flows expected to be received on impaired
loans. Such estimates, appraisals, evaluations and cash
flows may be subject to adjustments due to changing
economic prospects of borrowers or properties. The fair
market value of collateral dependent loans are typically
based on the appraised value of the property less estimated
selling costs. The estimates are reviewed periodically and
adjustments, if any, are recorded in the provision for loan
losses in the periods in which the adjustments become
known. 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
decreases its allowance by crediting the provision for loan
losses. A review of the allowance in 2013 and 2014 resulted
in a reduction in the required allowance and a
corresponding 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.
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Income Taxes

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

The Company maintains significant net deferred tax assets
for deductible temporary differences, the largest of which
relates to the allowance for loan and real estate losses and
net operating loss carryforwards. For income tax purposes,
only net charge-offs are deductible, not the entire provision
for loan losses. Under generally accepted accounting
principles, a valuation allowance is required to be
recognized if it is “more likely than not” that the deferred
tax asset will not be realized. The determination of the
realizability of the deferred tax assets is highly subjective
and dependent upon management’s judgment and
evaluation of both positive and negative evidence,
including the forecasts of future income, tax planning
strategies, and assessments of the current and future
economic and business conditions. The Company considers
both positive and negative evidence regarding the ultimate
realizability of deferred tax assets. Positive evidence
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. Negative evidence includes the general business
and economic environment. In the second quarter of 2010,
the Company recorded a valuation allowance against the
entire deferred tax asset balance and the Company
continued to maintain a valuation reserve against the entire
deferred tax asset balance until December 31, 2013 when
the entire valuation reserve was eliminated. The
determination to eliminate the valuation reserve was based
primarily upon the existence of a three-year cumulative net
income and expectations of future taxable income. It is
possible that future conditions may differ substantially from
those anticipated in eliminating the valuation allowance on
deferred tax assets and adjustments may be required in the
future.

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

Results of Operations

Comparison of 2014 with 2013

Net income was $7.4 million for 2014, a decrease of $19.3
million, from $26.7 million for 2013. Net income available
to common shareholders was $5.7 million for the year
ended December 31, 2014, a decrease of $18.9 million,
from net income available to common shareholders of
$24.6 million for 2013. Diluted earnings per common share
for the year ended December 31, 2014 was $1.23, a
decrease of $4.48 from $5.71 diluted earnings per common
share for the year ended December 31, 2013. The decrease
in net income in 2014 is due primarily to a $19.3 million
increase in income tax expense between the periods as a
result of eliminating the valuation reserve against the
Company’s deferred tax asset in the fourth quarter of 2013
and recording regular income tax expense in 2014.

Net Interest Income

Net interest income was $19.4 million for 2014, a decrease
of $0.3 million, or 1.5%, from $19.7 million for 2013.
Interest income was $20.6 million for 2014, a decrease of
$2.4 million, or 10.3%, from $23.0 million for 2013.
Interest income decreased between the periods primarily
because of a change in the mix of average interest-earning
assets held and also because of a decrease in the average
yields earned between the periods. While the average
interest-earning assets increased $13.1 million between the
periods, the average interest-earning assets held in lower
yielding cash and investments increased $52.3 million and
the amount of average interest-earning assets held in higher
yielding loans decreased $39.2 million between the periods.
The decrease in the average outstanding loans between the
periods was primarily the result of a decrease in the
commercial loan portfolio, which occurred primarily
because of loan prepayments and non-renewals as a result
of the Company’s continued focus on improving credit
quality, decreasing loan concentration, and managing net
interest margin. The average yield earned on interest-
earning assets was 3.59% for the year ended December 31,
2014, a decrease of 50 basis points from 4.09% for the same
period of 2013. The decrease in average yield is due to the
change in the mix of assets held and the continued low
interest rate environment that existed during 2014.
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Interest expense was $1.2 million for the year ended
December 31, 2014, a decrease of $2.1 million, or 63.2%,
from $3.3 million for 2013. Interest expense decreased
primarily because of the change in the mix of the average
interest-bearing liabilities held between the periods and also
because of a decrease in the average interest rate. While the
average interest-bearing liabilities increased $4.4 million
between the periods, the amount held in higher rate
certificates of deposit and Federal Home Loan Bank
Advances decreased $70.2 million and the amount of
interest-bearing liabilities held in other lower rate deposit
accounts increased $74.6 million between the periods. The
decrease in certificates of deposit between the periods was
the result of using the proceeds from loan principal
payments to fund maturing certificates of deposit. The

decreased average rates paid were the result of the change
in the mix of liabilities held and the low interest rate
environment that continued to exist during 2014. The
average interest rate paid on interest-bearing liabilities was
0.23% for the year ended December 31, 2014, a decrease of
41 basis points from the 0.64% average interest rate paid in
2013.

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,
2014 2013 2012
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 .... $ 3,726 164 4.40% $ 6,968 299 430%$ 14,275 604 4.23%
Other marketable securities ...............co.... 119,484 1,269 1.06 85,947 614 0.71 73,329 737 1.01
Loans held for sale ..........cccoeeveieieciecrienenen, 1,557 58 3.73 1,964 72 3.67 3,257 103 3.16
Loans receivable, net) @ 369,571 18,929 5.12 408,383 21,816 5.34 503,668 29,154 5.79
FHLB StOCK ..o 778 4 0.51 2,191 53 2.42 4,098 117 2.85
Other, including cash equivalents .................. 79,373 189 0.24 55,909 129 0.23 46,495 101 0.22
Total interest-earning assets...........c.ceceeeeennene $ 574,489 20,613 359 $ 561,362 220983 4.09 $ 645,122 30,816 4.78
Interest-bearing liabilities:
NOW aCCOUNLS ..cnveeeevieniireeieieieieeeeeieieienenens $ 71,666 14 0.02%$ 69,675 15 0.02%$ 65,566 35 0.05%
PassbOOKS .....c.ceerinieuereiininiiecicceeeecene 47,200 32 0.07 44,113 34 0.08 40,139 67 0.17
Money market acCOUNtS .........ceeerererereerenencns 162,207 414 0.26 120,782 372 0.31 110,665 447 0.40
Certificate accounts 110,256 739 0.67 140,254 1,236 0.88 202,082 2,413 1.19
Brokered deposits .........coceeveverirenieinieinieenne 830 12 1.45 10,647 147 1.38 35,161 779 2.22
FHLB advances and other borrowings........... 1} 0 0.00 30,427 1,485 4.88 70,000 3,398 4.85
Other interest-bearing liabilities....... 924 0 0.00 963 0 0.00 1,019 0 0.00
Total interest-bearing liabilities ... . 393,083 $ 416,861 $ 524,632
Noninterest checking..........c.cooveeerinnnenne. 125,767 97,613 85,525
Total interest-bearing liabilities and
noninterest-bearing deposits... . $ 518,850 1,211 0.23% $ 514,474 3,289 0.64%$ 610,157 7,139 1.17%
Net interest iNCOME.......cceeeeeerereerierienreneennens 19,402 19,694 23,677
Net interest rate spread............ccccocvvernicnnee 3.35% 3.45% 3.61%
Net earning assetS.........cecveverveerveerrererereeenens $ 55,639 $ 46,888 $ 34,965
Net interest margin..........coceeeeeeveveeeerererereenenns 3.38% 3.51% 3.67%
Average interest-earning assets to average
interest-bearing liabilities and noninterest-
bearing deposits........ceereevereeerieinreirieenins 110.72% 109.11% 105.73%

(" Tax exempt income was not significant; therefore, the yield was not presented on a tax equivalent basis for any of the years presented. The tax-exempt income was $0.1

million for 2014, $0.2 million for 2013, and $0.3 million for 2012.

@ Calculated net of deferred loan fees, loan discounts, loans in process and loss reserve.
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Net interest margin decreased to 3.38% in 2014 from 3.51%
in 2013 primarily because the yield on interest-earning
assets decreased at a faster rate than the cost of interest-
bearing liabilities. Net interest margin was also negatively
impacted by a change in the asset mix as a higher
percentage of interest-earning assets were in lower yielding
cash and investments in 2014 when compared to 2013.
Average net earning assets increased $8.7 million to $55.6
million in 2014 compared to $46.9 million for 2013
primarily because the net income realized in 2014 was
reinvested in interest-earning assets.

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

Year Ended December 31,
2014 vs. 2013 2013 vs. 2012
Increase Increase
(Decrease) (Decrease)
Due to Due to
Total Total
Increase Increase
(Dollars in thousands) Volume RateV (Decrease) Volume) Rate) (Decrease)
Interest-earning assets:
Securities available for sale:
Mortgage-backed and related
SCCULILIES .ovveerenieeiieeeeiieieans $ (139) 4 (135) (309) 4 (305)
Other marketable securities .... 240 415 655 127 (250) (123)
Loans held for sale .........cc.ce.c..... 15) 1 14) 41) 10 3D
Loans receivable, net.................. (2,001) (886) (2,887) (5,556) (1,782) (7,338)
Cash equivalents.......c..c.ccocevenene 54 6 60 21 7 28
FHLB StocK ...c..ooevvevienienienieienne. (34) (15) (49) (55) ) (64)
Total interest-earning assets ... $ (1,895) (475) (2,370) (5,813) (2,020) (7,833)
Interest-bearing liabilities:
NOW accounts .........cceeeeeeeeennne. $ 0 aQ aQ 2 (22) (20)
Passbooks .......cccoeeveeeiiiniieienne, 2 “) ?2) 7 (40) (33)
Money market accounts.............. 89 (48) 41 26 (101) (75)
Certificates .......ccooevevervenieennenn (300) 197) (497) (727) (450) (1,177)
Brokered deposits.........cc.cceenee. (137) 2 (135) (543) (89) (632)
FHLB advances.........c.cccccvenennen. (1,484) 0 (1,484) (1,923) 10 (1,913)
Total interest-bearing
liabilitieS.....cccvreerieiriieeee (1,830) (248) (2,078) (3,158) (692) (3,850)
Decrease in net interest income...... $ (65) (227) (292) (2,655) (1,328) (3,983)

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

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

At December 31, 2014

Weighted average yield on:
Securities available for sale:

Weighted average rate on:

Mortgage-backed and related securities...... 4.44%

Other marketable securities...............c........ 1.26
Loans held for sale........c.ccccoevvevieiiineirennnne. 3.25
Loans receivable, Net.........cccceevvvvviivneeeiinnenn. 4.85
Federal Home Loan Bank stock...................... 0.50
Other interest-earnings assets ..............cceeueee.. 0.24
Combined weighted average yield on

interest-earning assets ..........oceveereerrvernenne 3.59

NOW accounts........ccoeceeveereenerseseeneeneeeeeane 0.02%
PassbOOKS ......oeuerieiieiieeee et 0.07
Money market accounts ...........coccevceereenieenene 0.25
Certificates of Deposits........ccceeverveevueeeerenenne. 0.61
Federal Home Loan Bank advances and other

DOTTOWINGS....vveeveeieiieeieiee et eereeeve e 0.00
Combined weighted average rate on

interest-bearing liabilities............ccccceevueeneen. 0.21
Interest rate spread ........cceevevieeeiercienienieeee 3.38

Provision for Loan Losses

The provision for loan losses was ($7.0 million) for the year
ended December 31, 2014, a decrease in the credit
provision of $0.9 million, from ($7.9 million) for the year
ended December 31, 2013. The decrease in the size of the
commercial loan portfolio, the continued improvement in
the credit quality of the loan portfolio, and the recoveries
received on previously charged off loans in 2014 and 2013
resulted in lower reserves being required in the allowance
for loan losses. The reduction in the allowance for loan
losses was the primary reason for the large credits in the
provision for loan losses for 2014 and 2013. Future loan
loss provisions are anticipated to return to more normalized
levels due to the decrease in non-performing assets and the
recoveries already received on previously charged off
loans. Total non-performing assets were $14.0 million at
December 31, 2014, a decrease of $10.4 million, or 42.5%,
from $24.4 million at December 31, 2013. Non-performing
loans decreased $6.6 million and foreclosed and
repossessed assets decreased $3.8 million during 2014. The
non-performing loan and foreclosed and repossessed asset
activity for 2014 was as follows:

Non-performing loans: December 31,

(Dollars in thousands) 2014 2013
Balance at beginning of year.......... $ 17,496 29,975
Classified as non-performing......... 5,153 6,295
Charge offS......ccoecevvievierieeeeen, (1,215) (5,002)
Principal payments received........... (7,211)  (11,043)
Classified as performing................. (3,189) (1,853)
Transferred to real estate owned .... (114) (876)
Balance at end of year .................... $ 10,920 17,496
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Foreclosed and repossessed assets: December 31,

(Dollars in thousands) 2014 2013
Balance at beginning of year................... $ 6,898 10,595
Transferred from non-performing loans.. 114 876
Other foreclosures/repossessions............ 28 687
Real estate sold .......ccceevveieeieiieiieeee, (4,891) (5,827)
Net gain on sale of assets........ccccceeveueene 1,449 1,587

Write dOWNS .....ceevviieiiriiiciriciecrcieeeee
Balance at end of year............ccccceeeeeeneee

(495) (1,020)
$3,103 _6,898

The decrease in non-performing loans during 2014 relates
primarily to principal payments received. Of the $7.2
million in principal payments received during the period,
$2.5 million was received on a residential development loan
as settlement of the outstanding debt, $1.7 million related
to the payoff of non-performing single family construction
loans as a result of the houses being sold, $1.2 million
related to the payoff of two non-performing one-to-four
family loans that were refinanced with other financial
institutions, $0.6 million related to additional principal
payments received from various developers as a result of
land or lot sales, and $0.7 million related to the payoff of
non-performing commercial and commercial real estate
loans.
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A reconciliation of the allowance for loan losses for 2014 and 2013 is summarized as follows:

(Dollars in thousands) 2014 2013
Balance at JANUATY ©,......ccoeoiiiieiieiieie ettt ettt snaenneen $ 11,401 $ 21,608
PLOVISION ..ttt et ettt et et e st e s atesseesseenseenseenaeeneanseenseensennsenneens (6,998) (7,881)
Charge offs:
COMIMETCIAL ...ttt ettt ettt ettt et e st e saeesee et e e e eneeeneesseennens (55) (651)
Commercial 18l ESTALE ........c.eeiuieiiirieriiee ettt (936) (3,711
L07070] 11111 USSR 131 (484)
Single family MOTEZAZE ....cc.evveueriirieiiriirieirerteeee ettt 92) (200)
RECOVETIES ...eeivieiiieciiiecte ettt ettt et e e et e et e e taeeteessseeenseesnbeesnseesnsaeanseesnseenssens 5,143 2,720
Balance at DECEMDET 31, ......uuviiiiiiiiiiiiieeee e $ 8,332 $ 11,401
SPECIIC AIIOWANCE .......eeeveieicteeeeetcete ettt ettt s st ee s $ 1,074 $ 3,778
GENEral AllOWANCE .........ocvieiieiiieiiecteeieeie ettt ettt e b e b e sbeseaesaeebeesaeesneennenns 7,258 7,623
$ 8,332 § 11,401

The allowance for loan losses and charge offs decreased in
2014 when compared to 2013 because of two factors. The
first factor was there were less required specific reserves
because some non-performing loans were paid or charged
off during 2014. The second factor was that the loan
portfolio decreased $22 million between the periods which
reduced the amount of the required allowance. These
decreases in the allowance were partially offset by an
increase in the required reserve percentages for certain risk
rated loan categories as a result of the periodic internal

analysis of recent loan charge-off history that was
performed in 2014.

Non-Interest Income

Non-interest income was $7.3 million for the year ended
December 31, 2014, the same as for the year ended
December 31, 2013.

The following table presents the components of non-
interest income:

Percentage
Year ended December 31, Increase (Decrease)

(Dollars in thousands) 2014 2013 2012 2014/2013 2013/2012
Fees and service charges .........cccoccevvevveveevenennn, $ 3,458 3,513 3,325 (1.6)% 5.7%
Loan servicing fees ........occeevvrevevieneeneeeeeieeenn 1,058 1,029 964 2.8 6.7
Gain on sales 0of 10ans ..........ccccoeevevveneecercienenne, 1,828 2,102 3,574 (13.0) (41.2)
Gain on sale of branch office .........cccccvevvrerernnnnne. 0 0 552 0.0 (100.0)
Other non-interest iNCOME..........cceevveereeereereereeenne. 940 668 575 40.7 16.2

Total non-interest iNCOME...........cceveerevrerevennen. S 7,284 7,312 8,990 0.4) (18.7)

Gain on sales of loans decreased $0.3 million, or 13.0%,
between 2014 and 2013 primarily because of a decrease in
single family loan originations and sales. Fees and service
charges decreased $0.1 million primarily because of a
decrease in retail overdraft fees and other charges between
2014 and 2013. Other non-interest income increased $0.3
million between the periods due to increases in the sale of
non-insured investment products and rental income. Loan
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servicing fees increased $29,000 as a result of servicing
more commercial loans.

Non-Interest Expense

Non-interest expense was $21.4 million for the year ended
December 31, 2014, a decrease of $1.2 million, or 5.4%,
from $22.6 million for 2013. The following table presents
the components of non-interest expense:
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Percentage
Year ended December 31, Increase (Decrease)

(Dollars in thousands) 2014 2013 2012 2014/2013 2013/2012
Compensation and benefits ............ccceveereererenenne. $ 13,332 12,680 12,452 5.1% 1.8%
(Gains) losses on real estate owned...................... (1,194) (830) 181 (43.9) (558.6)
OCCUPANCY ..eoevieiiieriieeieecteeete et e v e naeees 3,691 3,338 3,358 10.6 (0.6)
Deposit INSUTANCE ......cecveeveeieiiereeerieeee e eeeeneeenns 435 868 1,255 (49.9) (30.8)
Data Processing ........ceecveeeververveneeneeereeseeneeneeens 1,011 1,289 1,434 (21.6) (10.1)
OFheT ..o 4,128 5,278 5,990 (21.8) (11.9)
Total non-interest eXPense .........coceveerveevereeneenns $ 21,403 22,623 24,670 (5.4) (8.3)

Other non-interest expenses decreased $1.2 million
between 2014 and 2013 primarily because of a decrease in
legal and other costs associated with loans and real estate
owned. Deposit insurance expense decreased $0.4 million
because of a decrease in assets and insurance rates between
the periods. Gains on real estate owned increased $0.4
million between the periods primarily because of the
significant gain realized on a commercial real estate
property that was sold in 2014. Data processing expense
decreased $0.3 million due to a decrease in hardware and
software depreciation expense in 2014. These decreases in
non-interest expense were partially offset by a $0.7 million
increase in compensation expense in 2014 primarily
because of an increase in salaries and pension benefit costs.
Occupancy expense increased $0.4 million between 2014
and 2013 due to an increase in software amortization
expense and the purchase of more non-capitalized items in
2014.

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. Actual results could
differ significantly from the estimates and interpretations
used in determining the current and deferred income tax
assets and liabilities. Income tax expense was $4.9 million
for the year ended December 31, 2014, an increase of $19.3
million from the $14.4 million income tax benefit for the
same period in 2013. In the second quarter of 2010, the
Company recorded a deferred tax asset valuation reserve
against its entire deferred tax asset balance and the
Company continued to maintain a valuation reserve against
the entire deferred tax asset balance until the fourth quarter
0f2013. In the fourth quarter of 2013, the valuation reserve
against the deferred tax asset was eliminated which resulted
in a $14.4 million income tax benefit for 2013. Regular
income tax expense was recorded in 2014.

Net Income Available to Common Shareholders

Net income available to common shareholders was $5.7
million for the year ended December 31, 2014, a decrease
of $18.9 million from $24.6 million in net income available
to common shareholders for the year ended December 31,
2013. Basic earnings per common share for the year ended
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December 31,2014 was $1.40, a decrease of $4.75 from the
basic earnings per common share of $6.15 for the year
ended December 31, 2013. Diluted earnings per common
share for the year ended December 31, 2014 was $1.23, a
decrease of $4.48 from diluted earnings per common share
of $5.71 for the year ended December 31, 2013. The net
income available to common shareholders and the basic and
diluted earnings per common share decreased primarily
because of the decrease in net income between the periods
as a result of the elimination of the deferred tax asset
valuation reserve in the fourth quarter of 2013. The
difference between basic and diluted earnings per common
share is related primarily to the dilutive effect of the
outstanding warrant held by the U.S. Treasury to purchase
833,333 shares of the Company’s common stock at an
exercise price of $4.68.

On December 23, 2008, the Company sold 26,000 shares of
Fixed Rate Cumulative Perpetual Preferred Stock, Series A
with a $1,000 liquidation preference (“Preferred Stock™)
and a related warrant to the United States Department of
Treasury (“Treasury”) for $26.0 million as part of the
Treasury’s Capital Purchase Program. On February 8,
2013, Treasury sold the Preferred Stock to unaffiliated third
party investors in a private transaction for $18.8 million.
The shares of Preferred Stock were entitled to a 5% annual
cumulative dividend for each of the first five years of the
investment, which increased to 9% on February 15, 2014.
The Company paid the following dividends on, and effected
the following redemptions of, its Preferred Stock during
2014:

Date Dividend |Redemption

May 15,2014 $201.71 10,000 shares of Preferred
per share Stock on a pro rata basis at

$1,000 per share

August 15,2014 $22.50 None
per share

November 17,2014 [$22.50 6,000 shares of Preferred
per share Stock on a pro rata basis at

$1,000 per share
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Following the redemption on November 17, 2014, 10,000
shares of Preferred Stock remained outstanding. The
Company did not pay any dividends on the Preferred Stock
or redeem any shares of Preferred Stock in 2013.

On February 17, 2015, the Company redeemed the
remaining 10,000 shares of outstanding Preferred Stock.
After giving effect to a dividend of $22.50 per share on the
Preferred Stock that was paid on the same date, the
redemption price per share was $1,000. The Preferred Stock
redemption was funded with a $10 million term loan to
HMN from an unrelated third party that was evidenced by
a promissory note. The principal balance of the note bears
interest at a rate of 6.5% and is payable in consecutive
annual installments of $1 million on each December 15,
beginning December 15, 2015, with the balance due on
December 15, 2021. The Preferred Stock dividend was
funded by HMN through internally available funds.

Under applicable federal banking laws and regulations,
neither the Company nor the Bank may declare or pay any
cash dividends, or purchase or redeem any capital stock,
without prior notice to, and non-objection from its
regulators.

Comparison of 2013 with 2012

Net income was $26.7 million for 2013, an improvement of
$21.4 million, from $5.3 million for 2012. Net income
available to common shareholders was $24.6 million for the
year ended December 31, 2013, an improvement of $21.1
million, from net income available to common shareholders
of $3.5 million for 2012. Diluted earnings per common
share for the year ended December 31, 2013 was $5.71, an
improvement of $4.85 from $0.86 diluted earnings per
common share for the year ended December 31, 2012. The
improvement in net income in 2013 was due primarily to a
$14.5 million increase in income tax benefit as a result of
eliminating the valuation reserve against the Company’s
deferred tax asset, a $10.4 million decrease in the provision
for loan losses, a $1.0 million increase in the gains
recognized on the sale of real estate owned, and a $0.7
million decrease in other non-interest expenses primarily
related to legal and professional services. These
improvements to net income were partially offset by a $4.0
million decrease in net interest income due primarily to a
decrease in interest earning assets between the periods and
a $1.5 million decrease in the gain on sale of loans due to a
decrease in mortgage loan originations and sales.

Net interest income was $19.7 million for 2013, a decrease
of $4.0 million, or 16.8%, from $23.7 million for 2012.
Interest income was $23.0 million for 2013, a decrease of
$7.8 million, or 25.4%, from $30.8 million for 2012.
Interest income decreased between the periods primarily
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because of an $84 million decrease in the average interest-
earning assets and also because of a decrease in the average
yields between the periods. Average interest-earning assets
decreased between the periods primarily because of a $69
million decrease in the commercial loan portfolio, which
occurred because loan payoffs exceeded loan production as
a result of the Company’s focus on improving credit
quality, managing net interest margin, and improving
capital ratios. The average yield earned on interest-earning
assets was 4.09% for the year ended December 31, 2013, a
decrease of 69 basis points from the 4.78% average yield
for 2012. The decrease in the average yield is due to the
continued low interest rate environment that existed during
2013 and also because of the $15 million increase in the
average assets that were held in lower earning cash and
investments in 2013 when compared to 2012.

Interest expense was $3.3 million for the year ended
December 31, 2013, a decrease of $3.8 million, or 53.9%,
from $7.1 million for 2012. Interest expense decreased
primarily because of a $96 million decrease in the average
interest-bearing liabilities between the periods. The
decrease in the average interest-bearing liabilities was
primarily the result of a decrease in the average outstanding
retail and brokered certificates of deposits and Federal
Home Loan Bank advances between the periods. The
decrease in certificates of deposits and advances between
the periods was the result of using the proceeds from loan
principal payments to fund the maturing certificates of
deposits and advances. The $126 million decrease in the
average balances of certificates of deposits and advances
was partially offset by the $30 million increase in the
average balance of retail and commercial checking and
money market accounts between the periods. Interest
expense also decreased because of the lower interest rates
paid on deposits as a result of the low interest rate
environment that continued to exist during 2013. The
average interest rate paid on interest-bearing liabilities was
0.64% for the year ended December 31,2013, a decrease of
53 basis points from the 1.17% average interest rate paid
for 2012.

Net interest margin decreased to 3.51% in 2013 from 3.67%
in 2012 primarily because the yield on interest-earning
assets decreased at a faster rate than the cost of interest-
bearing liabilities. Net interest margin was also negatively
impacted by a change in the asset mix as a higher
percentage of interest-earning assets were in lower yielding
cash and investments in 2013 when compared to 2012.
Average net earning assets increased $11.9 million to $46.9
million in 2013 compared to $35.0 million for 2012
primarily because the income realized in 2013 was
reinvested in interest-earning assets.
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The provision for loan losses was ($7.9 million) for the year
ended December 31, 2013, a decrease of $10.4 million,
from $2.5 million for the year ended December 31, 2012.
The provision decreased between the periods primarily
because of improving values of the underlying collateral
supporting commercial real estate loans in 2013 when
compared to 2012. The provision also decreased because of
a reduction in the outstanding loan portfolio balances, a
decrease in the reserve percentages on certain risk
classifications as a result of an internal analysis of recent
loan charge-off history, an improvement in the
classifications of certain risk rated loans, and the recoveries
received during 2013 on previously charged off loans. Total
non-performing assets were $24.4 million at December 31,
2013, a decrease of $16.2 million, or 39.9%, from $40.6
million at December 31, 2012.

Loans classified as non-performing during 2013 decreased
$12.5 million, from $30.0 million at December 31, 2012 to
$17.5 million at December 31, 2013. The decrease in loans
classified as non-performing during 2013 reflects continued
stabilization of the value of the real estate collateral
securing the loan portfolio which resulted in fewer loans
being classified as non-performing. Principal payments
received on non-performing loans during the year
decreased $2.8 million, from $13.8 million in 2012 to $11.0
million in 2013 which was primarily the result of having
fewer non-performing loans in 2013 when compared to
2012. Foreclosed and repossessed assets decreased $3.7
million during 2013 primarily because of the $5.8 million
in real estate sales that occurred during the year.

The allowance for loan losses and charge offs decreased in
2013 when compared to 2012 because of three factors. The
first factor was that there were fewer decreases in the value
of the underlying collateral supporting commercial real
estate loans that required additional allowances or charge
offs in 2013 when compared to 2012. The second factor was
that the loan portfolio decreased $80 million between the
periods, which reduced the amount of the required
allowance. The third factor was that required reserve
percentages for certain risk rated loan categories decreased
as a result of the periodic internal analysis of recent loan
charge-off history that was performed in 2013.

Non-interest income was $7.3 million for the year ended
December 31, 2013, a decrease of $1.7 million, or 18.7%,
from $9.0 million for the year ended December 31, 2012.

Gain on sales of loans decreased $1.5 million, or 41.2%,
between 2013 and 2012 primarily because of a decrease in
single family loan originations and sales. Gain on sale of
branch office was $0 for 2013, compared to $0.6 million in
2012 as a result of the sale of the Toledo, Iowa branch in
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the first quarter of 2012. Fees and service charges increased
$0.2 million primarily because of an increase in overdraft
charges related to a combination of an increase in the
number of overdrafts and an increase in the amount charged
per overdraft between 2013 and 2012. Other non-interest
income increased $0.1 million due to an increase in the sale
of non-insured investment products. Loan servicing fees
increased $0.1 million as a result of servicing more single
family loans.

Non-interest expense was $22.6 million for the year ended
December 31, 2013, a decrease of $2.1 million, or 8.3%,
from $24.7 million for the same period in 2012. Gains on
real estate owned increased $1.0 million between 2013 and
2012 primarily because there were more gains realized on
the sale of real estate and fewer write downs in the value of
the real estate owned in 2013 when compared to 2012.
Deposit insurance expense decreased $0.4 million because
of a decrease in total assets and insurance rates between the
periods. Data processing expense decreased $0.2 million
due to a decrease in hardware and software depreciation
expense. Other non-interest expenses decreased $0.7
million between 2013 and 2012 primarily because of a
decrease in legal and other professional services. These
decreases in noninterest expense were partially offset by a
$0.2 million increase in compensation expense between
2013 and 2012, primarily because of an increase in
employee incentives and pension benefit costs.

The Company considers the calculation of current and
deferred income taxes to be a critical accounting policy that
is subject to significant estimates. Actual results could
differ significantly from the estimates and interpretations
used in determining the current and deferred income tax
assets and liabilities. Income tax benefit was $14.4 million
in 2013, an increase of $14.5 million from $0.1 million in
income tax expense for 2012. In the second quarter of 2010,
the Company recorded a deferred tax asset valuation
reserve against its entire deferred tax asset balance and the
Company continued to maintain a valuation reserve against
the entire deferred tax asset balance at December 31, 2012.
Since the valuation reserve was established against the
entire deferred tax asset balance, no regular income tax
expense was recorded for 2012. The income tax expense
that was recorded in 2012 related to alternative minimum
tax amounts that were due since only a portion of the
outstanding net operating loss carry forwards can be used
to offset current income under the current alternative
minimum tax rules. Due to the Company’s improved
financial performance, the valuation reserve against the
deferred tax asset was eliminated in the fourth quarter of
2013, which resulted in a $14.4 million income tax benefit
for the year ended December 31, 2013.
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Net income available to common shareholders was $24.6 designations for the Preferred Stock, dividend payments
million for the year ended December 31, 2013, an could be deferred but the dividend was cumulative and
improvement of $21.1 million, from net income available compounded quarterly while unpaid. The deferred dividend
to common shareholders of $3.5 million for 2012. Net payments were accrued for payment in the future and were
income available to common shareholders increased being reported for the deferral period as a preferred
primarily because of the increase in net income between the dividend requirement that was deducted from net income
periods. for financial statement purposes to arrive at the net income

available to common shareholders. In addition, since the
On December 23, 2008, the Company sold 26,000 shares of Company failed to pay dividends for six quarters, the
Fixed Rate Cumulative Perpetual Preferred Stock, Series A holders of Preferred Stock had the right to appoint two

with a $1,000 liquidation preference (“Preferred Stock™) representatives to the Company’s board of directors. The
and a related warrant to the United States Department of Company, however, had been advised that the then-current
Treasury (“Treasury”) for $26.0 million as part of the holders of substantially all of the Preferred Stock had
Treasury’s Capital Purchase Program. The Company made entered into agreements with the FRB pursuant to which
all required dividend payments on the outstanding Preferred they had each agreed not to take actions, without the
Stock in 2009 and 2010. Beginning with the February 15, consent of the FRB, which might be construed as exercising
2011 dividend payment, the Company began to defer or attempting to exercise a controlling influence over the
dividend payments on its Preferred Stock and as of management or policies of the Company or the Bank,
December 31, 2013 had deferred the last thirteen quarterly including exercise of any right to elect any representatives
dividend payments. Under the terms of the certificate of to the Company’s board of directors.

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 fees and discounts and allowances for losses as of the dates indicated:

December 31,
2014 2013 2012 2011 2010
(Dollars in thousands) Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent
Real Estate Loans:
One-to-four family $ 69,841 1870% S 76467 1931% § 97,037 2040% $ 119,066 20.52% $ 128,535 18.14%
Multi-family ........ 15,700 420 8,113 2.05 11,756 247 35,517 6.12 48,266 6.81
Commercial ... 163,365 43.73 178,486 45.06 220,721 46.39 243,475 41.95 292,874 4134
Construction or
development........ 12,603 3.37 7,851 1.98 12,430 2.61 10,922 1.88 15,251 2.15
Total real estate
T 261,509 70.00 270917 68.40 341,944 71.87 408,980 70.47 484,926 68.44
Other Loans:
Consumer Loans:
Automobile ... 1,124 0.30 971 0.25 623 0.13 404 0.07 604 0.08
Home equity line .. 36,832 9.86 36,178 9.13 36,521 7.68 41,429 7.14 44,933 6.34
Home equity ....... 12,420 3.33 11,629 2.94 11,390 2.39 13,426 231 17,840 2.52
Mobile home . 263 0.07 360 0.09 449 0.10 657 0.11 764 0.11
Land/lot loans ....... 1,670 0.45 1,827 0.46 2,246 047 2,723 0.47 2,510 035
OheT v 2,616 0.70 2,458 0.62 2,746 0.58 3,522 0.61 3,952 0.56
Total consumer
LT I—— 54,925 14.71 53,423 13.49 53,975 1135 62,161 10.71 70,603 9.96
Commercial
business loans......... 57,122 15.29 71,709 18.11 79,854 16.78 109,259 18.82 153,039 21.60
Total other
loans . 112,047 30.00 125,132 31.60 133,829 28.13 171,420 29.53 223,642 31.56
Total loans 373,55 ___ 100.00% 396,049 ___ 100.00% 475,773 100.00% 580,400 __ 100.00% 708,568 ___ 100.00%
Less:
Unamortized
discounts............... 14 33 33 93 413
Net deferred loan
£CS v 97 0 87 511 1,086
Allowance for
R 8,332 11,401 21,608 23,888 42,828
Total loans
reccivable, net $ 365,113 $ 384,615 $ 454,045 $ 555908 $ 664,241
In 2014, the Company continued to focus on improving improved credit quality, reduced loan concentrations, and
credit quality, decreasing loan concentrations, and enhanced lending staff, it is anticipated that loan production
managing net interest margin, which resulted in a decrease will improve and the size of our overall loan portfolio will
in outstanding loan balances. As a result of the Company’s increase in 2015.
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The Company’s commercial business and commercial real
estate loan portfolios continue to be impacted by the
diminished demand for real estate, particularly as it relates
to single-family and commercial land developments. More
stringent lending standards implemented by the mortgage
industry in recent years have made it more difficult for
some borrowers with marginal credit to qualify for a
mortgage. This decrease in available credit and the overall
weakness in the economy over the past several years has
reduced the demand for single family homes and the values
of existing properties and developments and is reflected in
the $14.0 million of Company assets that were classified as
non-performing at December 31, 2014. We continue to
work to resolve the non-performing status of these assets in
a cost effective manner. Because cash flow is dependent, in
many cases, on the sale of the properties, it will take some
time to liquidate some of the non-performing assets due to
the limited demand for the properties.

One-to-four family real estate loans were $69.8 million at
December 31, 2014, a decrease of $6.7 million, compared
to $76.5 million at December 31, 2013. Mortgage loan
originations declined in 2014 as a result of an increase in
mortgage rates which decreased the refinance activity in
2014 when compared to 2013. A significant portion of the
loans that were originated during the year were sold into the
secondary market and were not placed in the loan portfolio
in order to manage the Company’s interest rate risk
position. The decrease in mortgage loans originated and
their subsequent sale was the primary reason for the
decrease in the one-to-four family loan portfolio during
2014.

Multi-family real estate loans were $15.7 million at
December 31, 2014, an increase of $7.6 million, compared
to $8.1 million at December 31, 2013. The increase in
multi-family real estate loans in 2014 is primarily the result
of several new multi-family loans originated during the
year.

Commercial real estate loans were $163.4 million at
December 31, 2014, a decrease of $15.1 million, compared
to $178.5 million at December 31, 2013. Commercial
business loans were $57.1 million at December 31, 2014, a
decrease of $14.6 million, compared to $71.7 million at
December 31, 2013. Limited commercial loan demand and
tighter underwriting and pricing guidelines resulted in an
increase in loan payoffs and a decrease in the commercial
business and commercial real estate loan balances in 2014.

Construction or development loans were $12.6 million at
December 31, 2014, an increase of $4.7 million, compared
to $7.9 million at December 31, 2013. The increase resulted
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primarily from $12.0 million in new construction loans,
$3.1 million in paid-off loans, and $4.2 million of projects
that were completed and the related loans were moved to a
permanent classification.

Home equity line loans were $36.8 million at December 31,
2014, an increase of $0.6 million, compared to $36.2
million at December 31, 2013. The open-end home equity
lines are generally written with an adjustable rate and a 10
year draw period which requires interest only payments
followed by a 10 year repayment period which fully
amortizes the outstanding balance. Closed-end home equity
loans are written with fixed or adjustable rates with terms
up to 15 years. Home equity loans were $12.4 million at
December 31, 2014, an increase of $0.8 million, compared
to $11.6 million at December 31, 2013. The increase in the
open-end equity lines and closed-end equity loans is related
primarily to an increase in originations which exceeded
loan payoffs.

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, as
previously discussed. 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-homogenous
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 $8.3 million, or 2.23%
of gross loans at December 31, 2014, compared to $11.4
million, or 2.88% of gross loans at December 31, 2013. The
allowance for loan losses decreased primarily because of a
$2.7 million decrease in allocated reserves for impaired
loans. The allowance for loan losses also decreased because
of the $22.5 million decrease in the loan portfolio between
the periods.
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The following table reflects the activity in the allowance for loan losses and selected statistics:

December 31,

(Dollars in thousands) 2014 2013 2012 2011 2010
Balance at beginning of year...........cccoccevvevrenenne $ 11,401 21,608 23,888 42,828 23,812
Provision for 10SSes...........oovvveeeevveeeeceeeecereenns (6,998) (7,881) 2,544 17,278 33,381
Charge-offs:
One-to-four family .........ccoevevvvienieniiiene 92) (200) (63) (508) (254)
CONSUMET ..ottt (131) (484) (1,071) (270) (907)
Commercial business .........ccecceeeeveeciereennnnne 55 (651) (2,464) (15,512) (7,006)
Commercial real estate............ccceveeveeeennee (936) 3,711 (5,719) (23,012) (7,095)
RECOVEIIES ..o 5,143 2,720 4,493 3,084 897
Net recoveries (charge-offs)..........cccceeeeeenee. 3,929 (2,326) (4,824) (36,218) (14,365)
Balance at end of year.........ccceceveevienieneececee S 8,332 11,401 21,608 23,888 42,828
Year-end allowance for loan losses as a percent
of year end gross loan balance...........c..cccoeeeene. 2.23% 2.88% 4.54% 4.12% 6.04%
Ratio of net loan (recoveries) charge-offs to
average loans outstanding........cccoceveverencennnne (1.02) 0.53 0.91 5.62 1.87
The following table reflects the allocation of the allowance for loan losses:
December 31,
2014 2013 2012 2011 2010
Percent of Percent of Percent of Percent of Percent of
Allocated Loans in Allocated Loans in Allocated Loans in Allocated Loans in Allocated Loans
Allowance Each Allowance Each Allowance Each Allowance Each Allowance in Each
as a % of Category asa % of Category as a % of Category asa % of Category asa % of Category
Loan to Total Loan to Total Loan to Total Loan to Total Loan to Total
Category Loans Category Loans Category Loans Category Loans Category Loans
One-to-four
family............. 1.57% 18.70% 2.13% 19.31% 2.91% 20.40% 3.12% 20.52% 1.67% 18.14%
Commercial real
eState ..vvveeeennns 2.62 51.30 3.32 49.09 5.55 51.47 4.70 49.95 6.90 50.30
Consumer ... 1.84 14.71 2.07 13.49 2.12 11.35 1.86 10.71 1.31 9.96
Commercial
business ....... 2.11 15.29 3.08 18.11 5.08 16.78 4.93 18.82 9.91 21.60
Total.....ccoorrrrn. 223 100.00% 2.88  __ 100.00% 454 100.00% 412 100.00% 6.04 __ 100.00%

The allocated reserve percentages for commercial real
estate, commercial business, one-to-four family, and
consumer loan categories decreased in 2014 due primarily
to the decrease in the allocated reserves for impaired loans.
The allocation of the allowance for loan losses also
decreased in 2014 because of the $22.5 million decrease in
the loan portfolio between 2013 and 2014.

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. The balance in the
allowance for real estate losses was $1.7 million at
December 31, 2014 and $2.4 million at December 31, 2013.
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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 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 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 had
deteriorated. Foreclosed and repossessed assets include



MANAGEMENT DISCUSSION AND ANALYSIS

assets acquired in settlement of loans. Total non-
performing assets were $14.0 million at December 31,
2014, a decrease of $10.4 million from $24.4 million at
December 31, 2013. Non-performing loans decreased $6.6
million and foreclosed and repossessed assets decreased
$3.8 million during 2014. The decrease in non-performing

loans is primarily due to principal payments received and
loans being classified as accruing due to improved
performance in 2014. The following table sets forth the
amounts and categories of non-performing assets (non-
accrual loans and foreclosed and repossessed assets) in the
Company’s portfolio:

December 31,

(Dollars in thousands) 2014 2013 2012 2011 2010
Non-performing loans:
One-to-four family..........ccecevieveriniireieeeee $ 1,564 1,602 2,492 4,435 4,844
Commercial real estate .............cccoooevuieeeinneenns 8,750 14,549 25,543 22,658 36,737
CONSUIMET ...ttt st 486 737 300 699 224
Commercial business..........cccceevveeeeecreeecneeennen. 120 608 1,640 6,201 26,269
Total ..o 10,920 17,496 29,975 33,993 68,074
Foreclosed and repossessed assets:
One-to-four family........ccccccvevenincininencnenn 50 0 1,595 352 972
Commercial real estate ...........ccoovvvvvvveeeeinneen, 3,053 6,898 9,000 16,264 15,409
CONSUMET ...ttt 0 0 0 0 14
Total c.eeeiiieeee e 3,103 6,898 10,595 16,616 16,395
Total non-performing assets.............ccoeceeveevrennnenn $ 14,023 $ 24394 $§ 40,570 § 50,609 $ 84,469
Total as a percentage of total assets .......c............. 2.43% 3.76% 6.21% 6.40% 9.59%
Total non-performing 1oans.............cccceurvvevennnen. $ 10920 $ 17496 $ 29975 $ 33993 $ 68,074
Total as a percentage of total loans receivable,
TICE vttt ettt 2.99% 4.55% 6.60% 6.10% 10.25%
Allowance for loan losses to non-performing
JOANS ... 76.30% 65.17% 72.09% 70.27% 62.91%

Gross interest income which would have been recorded had
the non-accruing loans been current in accordance with
their original terms amounted to $0.9 million for 2014, $1.8
million for 2013, and $2.4 million for 2012. The amounts
that were included in interest income on a cash basis for
these loans were $0.2 million, $0.1 million, and $0.5
million, respectively.

The following table summarizes the number and property
types of commercial real estate loans that were non-
performing (the largest category of non-performing loans)
at December 31, 2014, 2013 and 2012.

Principal Principal Principal
Amount Amount Amount
. of Loans at of Loans at of Loans at
(Dollars in thousands) # of December # of December # of December
Property Type Relationships 31,2014  Relationships 31,2013  Relationships 31,2012
Developments/land....................... 3 $ 8,750 9 $ 14,549 9 $ 24,339
Retail ...ccooooeveeeiiiiieeeceeeeeeee 0 0 0 0 2 386
Other buildings........cccccvevvveeveeennne 0 0 0 0 4 818
3 $ 8,750 9 $ 14,549 15 $ 25,543
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The Company had allocated reserves established against the
above commercial real estate loans of $0.3 million, $2.2
million, and $2.4 million, respectively, at December 31,
2014, 2013, and 2012.

For the loans that had been modified in 2014, $0.1 million
were unclassified and performing and $0.1 million were
non-performing at December 31, 2014. The decrease in
troubled debt restructurings (TDRs) in 2014 relates
primarily to two related commercial development loans
totaling $3.5 million that were charged down to $2.5
million and paid off during the year. Troubled debt
restructurings also decreased during the year by $1.4
million due to the paydown of six loans in an unrelated
commercial development, as well as $1.0 million due to the
payoff of a loan for another unrelated commercial
development.

Of the loans that were modified in 2014 and outstanding at
December 31, 2014, $0.2 million related to loans secured
by first or second mortgages on one-to-four family
property, and the remaining modifications related to other
consumer loans.

For the loans that had been modified in 2013, $0.3 million
were unclassified and performing and $0.8 million were
non-performing at December 31, 2013. The decrease in
TDRs in 2013 relates primarily to two commercial
development loans for which $3.6 million in charge-offs
were recorded during the year due to a decrease in the
estimated value of the collateral supporting the loans. TDRs
also decreased during the year by $4.0 million due to the
paydown or payoff of four other unrelated commercial
development loans, as well as $1.0 million due to the
repossession and sale of collateral related to a consumer
equity loan. The restructurings included reducing loan rates
and restructuring repayment schedules to improve the
borrower’s cash flow. Additional collateral was also
obtained for some loans. Of the loans that were modified in
2013, $0.6 million related to loans secured by first or
second mortgages on one-to-four family property, and the
remaining modifications related to other consumer,
commercial real estate or commercial business loans. Of the
loans that were modified in 2012, $14.0 million related to
commercial real estate loans and the remaining
modifications related to single family, consumer and
commercial loans.

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

December 31,

(Dollars in thousands) 2014 2013 2012 2011 2010
One-to-four family........cccoevvevieiiienieiecees $ 368 840 3,540 3,752 2,569
Commercial real estate ...........cceeeveeeereeeneennnen. 7,956 14,781 24,702 19,524 14,791
CONSUMET ......ooeeieeiieeeeiee e e e 571 697 1,814 578 75
Commercial buSiness.........ccccceeevveeeeeiueeeeineeenns 555 1,074 1,614 4,692 1,732

Total TDRS....ccovieeeeeceeeeeeeeeeeeee e 9,450 17,392 31,670 28,546 19,167
TDRs on accrual status ...........ccceeeeveeeeveeeneene.. 7,414 3,780 7,125 10,802 10,886
TDRs on non-accrual status..............ccceeevenne... 2,036 13,612 24,545 17,744 8,281

Total ..o $ 9,450 17,392 31,670 28,546 19,167

In addition to the troubled debt restructurings and the non-
performing loans set forth in the table above of all non-
performing assets, as of December 31, 2014, there were
three other potential problem loan relationships. 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. The three
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loan relationships that have been reported as potential
problem loans at December 31,2014 are a $3.8 million loan
to an educational institution, a $0.6 million loan to a small
manufacturing business, and three loans totaling $0.3
million to a golf course. The five loan relationships reported
as potential problem loans at December 31, 2013 were a
$0.7 million loan secured by an auto salvage business, and
four other loans to unrelated borrowers totaling $0.9 million
that are secured by restaurant business assets. The two loan
relationships reported as potential problem loans at
December 31, 2012 were a $1.4 million loan for a retail
commercial development and a $0.2 million loan for a
manufacturing business.
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Liquidity and Capital Resources

The Company attempts to manage its liquidity position so
that the funding needs of borrowers and depositors are met
timely and in a cost effective manner. Asset liquidity is the
ability to convert assets to cash through the maturity or sale
of the asset. Liability liquidity is the ability of the Bank to
attract 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 Company. Additional cash can be obtained
by selling securities from the available for sale portfolio or
by selling loans or mortgage servicing rights. Unpledged
securities could also be pledged and used as collateral for
additional borrowings with the FHLB or Federal Reserve
Bank to generate additional cash.

The primary financing activity is the attraction of retail and
internet deposits. The Bank has the ability to borrow
additional funds from the FHLB or Federal Reserve Bank
by pledging additional securities or loans, subject to
applicable borrowing base and collateral requirements. See
“Note 11 Federal Home Loan Bank Advances (FHLB) and
Other Borrowings” in the Notes to the Consolidated
Financial Statements for more information on additional
advances that could be drawn based upon existing collateral
levels with the FHLB and the Federal Reserve Bank.

The Company'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, 2014 were
$46.6 million, a decrease of $74.1 million, compared to
$120.7 million at December 31, 2013. Net cash provided by
operating activities during 2014 was $17.3 million. The
Company conducted the following major investing
activities during 2014: principal payments and maturity
proceeds received on securities available for sale and FHLB
stock were $127.1 million, purchases of securities available
for sale and FHLB stock were $157.0 million, proceeds
from the sale of premises and other real estate were $4.8
million, and loans receivable decreased $13.5 million. The
Company disbursed $0.8 million for the purchase of
equipment and updating its premises. Net cash used by
investing activities during 2014 was $12.4 million. The
Company conducted the following major financing
activities during 2014: customer escrows increased $0.2
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million, redemptions of preferred stock were $16.0 million,
dividends paid to preferred stockholders totaled $6.0
million, and deposits decreased $57.2 million. Net cash
used by financing activities was $79.0 million.

The Company has certificates of deposit with outstanding
balances of $59.7 million that mature during 2015, none of
which were obtained from brokers. 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 a combination of other customers’ deposits and FHLB
advances. Proceeds from the sale of securities could also be
used to fund unanticipated outflows of deposits.

The Company has deposits of $63.6 million in checking and
money market accounts of customers that have 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 FHLB advances. 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 2014, the Bank paid
dividends to the Company of $22.5 million which were
used to redeem $16.0 million in outstanding Preferred
Stock, pay $6.0 million in dividends on the Preferred Stock,
and to fund the ongoing operating expenses of the
Company. At December 31, 2014, the Company had $1.5
million in cash and other assets that could readily be turned
into cash.

The Company’s primary use of cash is the payment of
dividends on the Preferred Stock, the payment of principal
and interest on the third party note payable, and holding
company level expenses, including the payment of director
and management fees as well as legal expenses and other
regulatory costs. The Company does not anticipate that it
will have on a stand-alone basis adequate liquid resources
to make future interest and principal payments on its third
party note payable and fund the Company-level expenses.
The Company plans to continue to fund its liquidity needs
through dividends from the Bank or external capital.
Provided that no default or event of default has occurred
and is continuing, the Company may also, at its option, elect
to defer payment of one installment of principal of the third
party note payable otherwise due prior to the maturity date,
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in which event such installment will become due and
payable on the maturity date.

On February 17, 2015, the Company redeemed the
remaining 10,000 shares of outstanding Preferred Stock.
After giving effect to a dividend of $22.50 per share on the
Preferred Stock that was paid on the same date, the
redemption price per share was $1,000. The Preferred Stock

Contractual Obligations and Commercial Commitments

redemption was funded through a $10.0 million term loan
to HMN from an unrelated third party that was evidenced
by a promissory note. The principal balance of the note
bears interest at a rate of 6.5% and is payable in consecutive
annual installments of $1.0 million on each December 15,
beginning December 15, 2015, with the balance due on
December 15, 2021. The Preferred Stock dividend was
funded by HMN through internally available funds.

The Company has certain obligations and commitments to make future payments under existing contracts. At December 31,
2014, the aggregate contractual obligations (excluding bank deposits) and commercial commitments were as follows:

Payments Due by Period
Less than 1 1-3 4-5 After
(Dollars in thousands) Total Year Years Years 5 Years
Contractual Obligations:
Annual rental commitments under non-
cancellable operating leases............c.cceeevervennenne $ 7,265 802 1,557 1,360 3,546
$ 7,265 802 1,557 1,360 3,546
Amount of Commitments Expiring by Period

Other Commercial Commitments:
Commercial lines of credit..........c.ccevveevieenneennn.. $ 37,660 19,901 7,806 2,569 7,384
Commitments to lend ............ccceeeeevieeeoiieeineen, 23,734 3,571 7,972 7,257 4934
Standby letters of credit.........ccevveevierverienieeieen, 1,506 1,506 0 0 0

$ 62,900 24,978 15,778 9,826 12,318

Regulatory Capital Requirements

As a result of the Federal Deposit Insurance Corporation
Improvement Act of 1991 (FDICIA), banking and thrift
regulators are required to take prompt regulatory action
against institutions which are undercapitalized. FDICIA
requires banking and thrift regulators to categorize
institutions as "well capitalized", "adequately capitalized",
"undercapitalized”, "significantly undercapitalized”, or
"critically undercapitalized". For the year ended December
31, 2014, a savings institution was deemed to be well
capitalized if it: (i) has a total risk-based capital ratio of
10% or greater, (ii) has a Tier 1 (core) risk-based capital
ratio of 6% or greater, (iii) has a leverage ratio of 5% or
greater, and (iv) is not subject to any order or written
directive by the OCC to meet and maintain a specific capital
level for any capital measure. On and after January 1, 2015,
a savings institution will be deemed to be "well capitalized"
if it (i) has a total risk-based capital ratio of 10% or greater,
(i1) has a Tier 1 (core) risk-based capital ratio of 8% or
greater, (iii) has a Common Equity Tier 1 risk-based capital
ratio of 6.5% or greater, (iv) has a leverage ratio of 5% or
greater, and (v) is not subject to any order or written
directive by the OCC to meet and maintain a specific capital
level for any capital measure. Management believes that, as
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of December 31, 2014, the Bank’s capital ratios were in
excess of those quantitative capital ratio standards set forth
under the prompt corrective action regulations in effect on
that date. However, there can be no assurance that the Bank
will continue to maintain such status in the future under the
heightened standards that went into effect on January 1,
2015. The OCC has extensive discretion in its supervisory
and enforcement activities, and can further adjust the
requirement to be “well-capitalized” in the future. Refer to
Note 16 of the Notes to Consolidated Financial Statements
for a table which reflects the Bank’s capital compared to
these capital requirements.

As required by the Company Supervisory Agreement that
was in effect at December 31, 2013, the Company
submitted an updated two-year capital plan in January
2014. The Company was required to operate within the
parameters of the capital plan and was required to monitor
and submit periodic reports on its compliance with the plan.
Effective May 1, 2014, the FRB terminated the Supervisory
Agreement to which the Company was subject. In addition,
the OCC had established an individual minimum capital
requirement (IMCR) for the Bank that was also in effect at
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December 31, 2013. An IMCR requires a bank to establish
and maintain levels of capital greater than those generally
required for a bank to be classified as “well-capitalized.”
Effective December 31, 2011, the Bank was required to
establish, and subsequently maintain, core capital at least
equal to 8.50% of adjusted total assets. The Bank’s core
capital to adjusted total assets ratio was 12.22% at
December 31, 2013. The OCC terminated its Supervisory
Agreement and the IMCR effective February 11, 2014.

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, including potentially
Company-level expenses and the payment of principal and
interest payments on the third party note payable, 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. In addition, regulators have placed
increasing emphasis on the amount of common equity as a
component of core bank capital, and revised capital
regulations (described below) incorporating specific levels
of common equity capital both at the Bank and the
Company. Additional capital would also 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 of control of the
Company and the Bank. New investors may also have
rights, preferences and privileges senior to the Company’s
current stockholders, which may adversely impact the
Company’s current stockholders. The Company’s ability to
raise additional capital through the issuance of equity
securities, if deemed prudent, will depend on, among other
factors, conditions in the capital markets at that time, which
are outside of its 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 Company or the Bank cannot satisfactorily address
their respective capital needs as they arise, the Company’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.
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The capital requirements of the Company and the Bank will
be affected by regulatory capital changes issued in July
2013 by the FRB, the FDIC and the OCC. The changes
establish an integrated regulatory capital framework for
implementing the Basel Committee on Banking
Supervision’s Basel III regulatory capital reforms and
implement the changes required by the Dodd-Frank Wall
Street Reform and Consumer Protection Act of 2010. The
new capital requirements are effective for the Company
beginning January 1, 2015, and among other things, apply
a strengthened set of capital requirements to both the Bank
and the Company and revise the rules for calculating risk-
weighted assets for purposes of such requirements.
Management believes that the Company and the Bank were
“well capitalized” under these new capital standards when
they were implemented on January 1, 2015. See “Item 1 —
Business — Regulation and Supervision” in our Form 10-K
and Note 16 of the Consolidated Financial Statements for
the fiscal year ended December 31, 2014 for additional
information on the new regulatory capital rules.

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,
general business practices and other factors. The Company
suspended dividend payments to common stockholders in
the fourth quarter of 2008 due to the net operating losses
experienced and the challenging economic environment.
The Company began deferring dividend payments to its
preferred stockholders in the first quarter of 2011 due to the
net operating losses experienced and regulatory restrictions
on their payment. While Preferred Stock dividends were in
arrears, no dividend could be paid on the common stock of
the Company. The deferred dividends were subsequently
paid and all of the outstanding Preferred Stock had been
redeemed as of February 17, 2015.

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
boards of directors of the Bank and the Company and would
depend on numerous factors including the results of
operations, financial conditions and cash flow requirements
of the Company and the Bank.
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Impact of Inflation and Changing Prices

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

New Accounting Pronouncements

In January 2014, the FASB issued ASU 2014-04,
Receivables — Troubled Debt Restructurings by Creditors
(Subtopic 310-40) Reclassification of Residential Real
Estate Collateralized Consumer Mortgage Loans upon
Foreclosure. The amendments in this ASU clarify when a
repossession or foreclosure occurs, and a creditor is
considered to have received physical possession of
residential real estate property collateralizing a consumer
mortgage loan. Under the amendment, physical possession
occurs, upon either (1) the creditor obtaining legal title to
the residential real estate property upon completion of a
foreclosure or (2) the borrower conveying all interest in the
residential real estate property to the creditor to satisfy that
loan through completion of a deed in lieu of foreclosure or
through a similar legal agreement. The ASU is intended to
reduce diversity in practice and is effective for public
business entities for annual periods, and interim periods
within those annual periods, beginning after December 15,
2014. The adoption of this ASU in the first quarter of 2015
did not have a material impact on the Company’s
consolidated financial statements.

In August 2014, the FASB issued ASU 2014-14,
Receivables — Troubled Debt Restructurings by Creditors
(Subtopic 310-40) Classification of Certain Government-
Guaranteed Mortgage Loans upon Foreclosure. The
amendments in this ASU require that a mortgage loan be
derecognized and that a separate other receivable be
recognized upon foreclosure of a government-guaranteed
loan if certain conditions are met. Upon foreclosure, the
separate other receivable should be measured based on the
amount of the loan balance (principal and interest) expected
to be recovered from the guarantor. The ASU is intended to
reduce diversity in practice and is effective for public
business entities for annual periods, and interim periods
within those annual periods, beginning after December 15,
2014. The adoption of this ASU in the first quarter of 2015
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did not have a material impact on the Company’s
consolidated financial statements.

In August 2014, the FASB issued ASU 2014-15,
Presentation of Financial Statements — Going Concern
(Subtopic 205-40) Disclosure of Uncertainties about an
Entity’s Ability to Continue as a Going Concern. The
amendments in this ASU provide guidance about
management’s responsibility to evaluate whether there is
substantial doubt about an entity’s ability to continue as a
going concern and to provide certain related footnote
disclosures. The ASU is intended to reduce diversity in the
timing and content of footnote disclosures and is effective
for all entities for the annual period ending after December
15,2016 and for annual and interim periods thereafter. The
adoption of this ASU in the fourth quarter of 2016 is not
anticipated to have a material impact on the Company’s
consolidated financial statements.

Market Risk

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

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

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

31,2014.

Market Value
(Dollars in thousands)
Basis point change in interest rates -100 0 +100 +200
Total market-risk sensitive assets.........c.cceceveeveienecnienenenenenne. $ 570,149 564,339 555,005 542,961
Total market-risk sensitive 11abiliti€s ......cccevveeieivviieeiieeeeiiiinnnens 488,174 458,245 439,479 422,117
Off-balance sheet financial inStruments.............ccceeeveeeeveeeveenne. (204) 0 44 104
Net market riSK........eoveirerieireieieeeree s § 82,179 106,094 115,482 120,740
Percentage change from current market value .........c..ccccecceeeneene (22.54)% 0.00% 8.85% 13.80%

The preceding table was prepared utilizing the following
assumptions  (the Model Assumptions) regarding
prepayment and decay ratios that were determined by
management based upon their review of historical
prepayment speeds and future prepayment projections.
Fixed rate loans were assumed to prepay at annual rates of
between 4% and 61%, depending on the note rate and the
period to maturity. Adjustable rate mortgages (ARMs) were
assumed to prepay at annual rates of between 18% and
138%, 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. Certificate accounts were assumed
not to be withdrawn until maturity. Passbook and money
market accounts were assumed to decay at annual rates of
6% and 8%, respectively. Non-interest checking and NOW
accounts were both assumed to decay at an annual rate of
3%. Commercial non-interest checking and NOW accounts
were assumed to decay at an annual rate of 9%. Commercial
MMDA accounts were assumed to decay at annual rates of
12%.

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
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interest rates, prepayment and early withdrawal levels may
deviate significantly from those assumed in calculating the
foregoing table. The ability of many borrowers to service
their debt may also decrease in the event of a substantial
sustained increase in interest rates.

Asset/Liability Management

The Company's management reviews the impact that
changing interest rates will have on the net interest income
projected for the twelve months following December 31,
2014 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 12 month period
ending December 31, 2015 of immediate interest rate
changes called rate shocks:

(Dollars in thousands)

Rate Shock Net Interest Percent
in Basis Points Change Change
+200 $ 2,287 12.62%
+100 1,306 7.20
0 0 0.00
-100 (1,978) (10.92)

The preceding table was prepared utilizing the Model
Assumptions. Certain shortcomings are inherent in the
method of analysis presented in the foregoing table. In the
event of a change in interest rates, prepayment and early
withdrawal levels would likely deviate significantly from
those assumed in calculating the foregoing table. The
ability of many borrowers to service their debt may
decrease in the event of a substantial increase in interest
rates and could impact net interest income. The increase in
interest income in a rising rate environment is because there
are more adjustable rate loans that would re-price to higher
interest rates in the next twelve months than there are
deposits that would re-price.
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In an attempt to manage its exposure to changes in interest
rates, management closely monitors interest rate risk. The
Company has an Asset/Liability Committee that meets
frequently to discuss changes in the interest rate risk
position and projected profitability. The Committee makes
adjustments to the asset-liability position of the Bank that
are reviewed by the Board of Directors of the Bank. This
Committee also reviews the Bank's portfolio, formulates
investment strategies and oversees the timing and
implementation of transactions as intended to assure
attainment of the Bank's objectives in an effective manner.
In addition, the Board reviews, on a quarterly basis, 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 mix, the Bank may, at times,
depending on the relationship between long 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
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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 restructure its balance
sheet in order to better match the maturities of its assets and
liabilities. In the past, more long term fixed rate loans were
placed into the single family loan portfolio. In recent years,
the Bank has continued to focus its 30 year fixed rate one-
to-four family residential lending program on loans that are
saleable to third parties and generally places only 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 re-price 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 which are more fully discussed in Note
17 of the Notes to Consolidated Financial Statements.
Management believes that the Company has sufficient
liquidity to satisfy its off-balance sheet obligations.



CONSOLIDATED BALANCE SHEETS

December 31 (Dollars in thousands) 2014 2013
ASSETS
Cash and cash eqUIVALENLS...........ccccueieriiiininieeee et 46,634 120,686
Securities available for sale:
Mortgage-backed and related securities
(amortized cost $2,755 and $4,899) .....cveviirieiieeeeeeeeeee e 2,909 5,213
Other marketable securities
(amortized cost $135,772 and $103,788) ...c.ecvevieiiieiiieieeeeeete e 134,925 102,743
137,834 107,956
L0ans Neld fOr SALE ........c.ooeviiiiieciee ettt et et e 2,076 1,502
L0anS 1€CEIVADIE, NEL......coioiviiiieiiie et e e eaae e e eaaeeas 365,113 384,615
Accrued INTEreSt TECEIVADIE ......viiiiiiiiiiciee ettt et et e evae s 1,713 1,953
LT B 721 < 1< R 3,103 6,898
Federal Home Loan Bank StOck, at COSt.........ccoviiiivuiieiiiieeeieee e 777 784
Mortgage Servicing riZhtS, NMET.......cccverieriiecieeieeieieeie e ste st eee e see e e e esseeasesnaesneens 1,507 1,708
Premises and equipment, NET ........ccceceevieriiriinirinineetetetene sttt 6,982 6,711
Prepaid expenses and Other aSSELS..........coeviriririeieiinieniene et 1,157 698
Deferred tax ASSET, NMET......cccuiiiiuieeieeeie et eeeeeetee et et et e et e et eeeteeeeteeeeteeeereeenveeereeennens 10,530 15,111
TOLAL @SSELS ...neeeetietiete ettt ettt ettt et et e bttt et e et e s he e bt et e ettt e e ae e ae et e eneeeneeeneen 577,426 648,622
LIABILITIES AND STOCKHOLDERS’ EQUITY
DIEPOSIES ...ttt ettt ettt st sttt et a e n e renae e 496,750 553,930
Accrued INterest PAYADIE .........coveiririeiriiieree e 93 146
CUSEOIMET ESCIOWS ...eutiitieitetietienteenteeitesteesteente e et eatesuee st e et e enbeeatesbeesbeenbeenbeentesaeesaeeneeenes 788 614
Accrued expenses and other Habilities ..........cceoeieririiiiieieeee e 3,782 8,257
TOtAl HADIIIEIES ...eeuveeevieeiieeieeiiec ettt ettt e e re et e esbesaeesreesbeesseenseesnesnnans 501,413 562,947
Commitments and contingencies
Stockholders’ equity:
Serial preferred stock: ($.01 par value)
Authorized 500,000 shares; issued and outstanding shares 10,000 and 26,000 10,000 26,000
Common stock ($.01 par value):

Authorized 16,000,000; issued shares 9,128,662............ccceeeeevreeeecceeeeeieeeeeeeeeennee. 91 91
Additional paid-in CaPItal........ccccceriiirierieiieeeeeee et 50,207 51,175
Retained earnings, subject to certain restrictions .........c..coceveeeeeeeeienieneneneneneeeeeennen 77,805 72,211
Accumulated other comprehensive 10SS ........coveiiiiiiiiiiieieee e (418) (674)
Unearned employee stock ownership plan shares..........ccccoccoveieiiiiineniiicieneeeecee (2,610) (2,804)
Treasury stock, at cost 4,658,323 and 4,704,313 Shares .........cccceveeeeieiienenenene e (59,062) (60,324)

Total StOCKNOIAEIS™ EQUILY ....cveuveueriiiiriirieiiiercerierc ettt 76,013 85,675
Total liabilities and stockholders” @qUILY ..........cceeereirinieirinieirieecereeereee e 577,426 648,622

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

Years ended December 31 (Dollars in thousands) 2014 2013 2012
Interest income:
Loans 1eCeivable ........ccocviviiieiie i 18,987 21,887 29,257
Securities available for sale:
Mortgage-backed and related.........c..ccceveveneninenceecieninicienene, 164 300 604
Other marketable..........cocvvieeiiiiiiieie e 1,269 614 737
Cash eqUIVAIENLS .....cc.ceeeuieiiiiieiieneneeee e 189 129 101
(0111 T3 USRS TURUT 4 53 117
Total interest INCOME.........cceevuuiieeiiieeeeiiee e eetee e 20,613 22,983 30,816
Interest expense:
DIEPOSIES ..eeeueieeiieeiieeteeeite ettt e te et e e be e eae et e e sebeenee s 1,211 1,804 3,741
Federal Home Loan Bank advances .........ccccccooevevvveeiiicineeeinneen, 0 1,485 3,398
Total INtEreSt EXPENSE...ccuvierreeriierieeriieeieerreesieesreesreesreesaeens 1,211 3,289 7,139
Net INterest INCOME.........oeeeuiiieeiiieeeiee et eeeee et 19,402 19,694 23,677
Provision for 10an 10SSES .........cceeevereierierieniieie et (6,998) (7,881) 2,544
Net interest income after provision for loan losses.................. 26,400 27,575 21,133
Non-interest income:
Fees and service Charges.........cocvevvveeviiieiienieieeeeeeeseee e 3,458 3,513 3,325
L0an Servicing fEeS........vevvvevviecierieiierieeie e eteeee st 1,058 1,029 964
Gain on sales 0f 10aNS ........cc.eeeivvviiieeeie e 1,828 2,102 3,574
Gain on sale of branch office.........cccooevviviiiiiiiiiic, 0 0 552
(0111 T3 T RO U U U SO RSO SS U U PR PRI 940 668 575
Total NON-INLETESt INCOME .......eeeeveeeeeerreeeeereeecereee e e 7,284 7,312 8,990
Non-interest expense:
Compensation and benefits ...........cocceeverierienieiieiecieeeeee e 13,332 12,680 12,452
(Gains) losses on real estate OWned ..........cccoeeeeeeerienieninsieeieeens (1,194) (830) 181
OCCUPANCY .envientieiteetietieie ettt ettt et s et e bt eatesaeesbeenaens 3,691 3,338 3,358
DePOSIt INSUTANCE ...c..eeeeeiieiieierie ettt 435 868 1,255
Data PrOCESSING....cveeuterureriieriieriieieete ettt ettt 1,011 1,289 1,434
OMNET ettt et ettt et e 4,128 5,278 5,990
Total NONINtEIESt EXPENSE...eervvirrereerereerireerireerireereeereeeeieeeveennneas 21,403 22,623 24,670
Income before iNCOME tax EXPENSe ......ccveeveeeverreerreerreevesnnennes 12,281 12,264 5,453
Income tax expense (benefit) .........ccevvevierieriiicieiiereecee e 4,902 (14,406) 132
NEE INCOMIC ...ttt e et e e e e e aaeee s 7,379 26,670 5,321
Preferred stock dividends and discount...........cocoeveeneeiiiiineeneene (1,710) (2,068) (1,861)
Net income available to common shareholders..............ccccuee.n. 5,669 24,602 3,460
Other comprehensive income (10ss), net of taX.........ccoeeevvervenirennns 256 (625) (520)
Comprehensive income attributable to common shareholders........... 5,925 23,977 2,940
Basic earnings per common Share..............ceevereereeeiereeeseeseenseennens 1.40 6.15 0.88
Diluted earnings per common share............cccecvevvevveneneneneneneeene 1.23 5.71 0.86

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

Accumulated Unearned
Other Employee Total
Additional Comprehensive Stock Stock-
Preferred Common Paid-in Retained Income Ownership Treasury holders’
(Dollars in thousands) Stock Stock Capital Earnings (Loss) Plan Stock Equity
Balance, December 31, 2011......... § 24,780 91 53,462 42,983 471 (3,191) (61,535) 57,061
Net income 5,321 5,321
Other comprehensive loss ........ (520) (520)
Preferred stock discount
AMOTtiZzation .......ccevvveveucrenene 556 (556) 0
Stock compensation expense.... 7 7
Restricted stock awards............ (1,199) 1,199 0
Restricted stock awards
forfeited.......ooveeivrcirininns 10 (10) 0
Amortization of restricted
stock awards... 233 233
Preferred stock dividends
ACCTUCA ..ovvevenieeeeireeeene (1,300) (1,300)
Earned employee stock
ownership plan shares (162) 194 32
Balance, December 31, 2012......... $ 25,336 91 51,795 47,004 (49) (2,997) (60,346) 60,834
Net income 26,670 26,670
Other comprehensive loss .. (625) (625)
Preferred stock discount
amOrtization ..........oveveveerernens 664 (664) 0
Stock compensation expense.... 4 4
Restricted stock awards.. (349) 349 0
Restricted stock awards
forfeited.........cococvviiinicnnns 208 (327) (119)
Amortization of restricted
stock awards.......c.ooveeeennnnne 202 202
Preferred stock dividends
accrued..... (1,463) (1,463)
Earned employee stock
ownership plan shares........... (21) 193 172
Balance, December 31,2013 ....... $ 26,000 91 51,175 72,211 (674) (2,804) (60,324) 85,675
Net i 7,379 7,379
Other comprehensive income 256 256
Redemption of preferred
SEOCK. ... (16,000) (16,000)
Stock compensation tax
benefits 1 1
Restricted stock awards......... (1,262) 1,262
Amortization of restricted
stock awards ... 240 240
Preferred stock dividends...... 1,785) (1,785)
Earned employee stock
ownership plan shares ........ 53 194 247
Balance, December 31,2014 ....... $ 10,000 91 50,207 77,805 (418) (2,610) (59,062) 76,013

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

See accompanying notes to consolidated financial statements.
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Years ended December 31 (Dollars in thousands) 2014 2013 2012
Cash flows from operating activities:
NEEINCOME ...t e e e e e enaeeeeeaaeeean 7,379 26,670 5,321
Adjustments to reconcile net income to cash provided by operating
activities:
Provision for 10an 10SSES ........ccovuerieieieiiirereee e (6,998) (7,881) 2,544
Depreciation.........cccceceverveveeennnne. 576 880 1,091
Amortization of discounts, net ......... 18 80 98
Amortization of deferred loan fees............. (340) (249) (528)
Amortization of mortgage servicing rights. 517 592 732
Capitalized mortgage servicing rights..... (316) (568) 979)
Deferred income tax expense (benefit)..........cccvevenenne 4,566 (14,464) 0
(Gains) losses on sales of real estate and premises..........ccceeveverervennene (1,194) (830) 181
Gain on 5ales OF LOANS .....c.eeuiiuiiiiiiieeieeec e (1,828) (2,102) (3,574)
Proceeds from sales of loans held for sale.. 56,040 84,718 131,494
Disbursements on loans held for sale.........cc.ccoceeiiiiniinineiininieneee. (41,557) (69,347) (118,661)
Amortization of restricted stock awards.........c.cceccereriieninienicnieneee, 240 202 233
Amortization of unearned ESOP shares 194 193 194
Cancellation of vested restricted stock awards..........cccoceeeverereienenennne 0 (119) 0
Earned ESOP shares priced above (below) original cost .........c..ccc.e... 53 (21) (162)
Stock option compensation EXpense.........ooveverveecververenenne 1 4 7
Gain on sale of branch office .........cccooeieiiiiiiniiiee 0 0 (552)
Decrease in accrued interest receivable..........coovevrererenienieiiiieeenee 240 65 431
Decrease in accrued interest payable (53) (101) (533)
(Increase) decrease in Other assets..........ccueeverireniericieenieeneseieeeaen (444) 842 696
(Decrease) increase in other liabilities ...........coceveverveieveniinicnencnieeenens (265) 364 (1,776)
Other, Net ......cocevvevierieieieincrecceecece e 515 64 580
Net cash provided by operating activities 17,344 18,992 16,837
Cash flows from investing activities:
Principal collected on securities available for sale...........eceverienenennee 2,148 4,933 9,770
Proceeds collected on maturity of securities available for sale .................. 125,000 21,000 108,000
Purchases of securities available for sale (157,004) (49,090) (78,072)
Purchase of Federal Home Loan Bank stock ........c.ccccoccveneiicinicnininienns 0 (178) 0
Redemption of Federal Home Loan Bank stock ..........cccccvevieviirvenienienens 7 3,457 159
Proceeds from sales of real estate and premises.... 4,816 5,786 7,503
Net decrease in 10ans 1eCeivable .........ccevveveevieeieiieiieiene e eeeena 13,455 63,814 89,591
Payment on sale of branch office ..........cccooiveiineiniiiicee e 0 0 (36,981)
Purchases of premises and equipment............c..cccccveuennene (847) (425) (295)
Net cash (used) provided by investing activities (12,425) 49,297 99,675
Cash flows from financing activities:
(Decrease) increase in dePOSItS ......vevereeriereeieerieeierieeeerteeieiesseeeesseesnenns (57,182) 38,953 (100,591)
Redemption of preferred StocK..........coveereirinerineinienincicceecenenene (16,000) 0 0
Dividends paid to preferred stockholders.... (5,964) 0 0
Proceeds from BOITOWINGS .........cevvvueirieenieiiinieinieieeceeeeereeetce e 0 12,000 1
Repayment of DOITOWINGS .......cc.eoueieieirinierieieieieieee e 0 (82,000) (1)
Increase (decrease) in customer eSCrows..... 175 (216) (101)
Net cash used by financing activities .......c..c..cc.c.... (78,971) (31,263) (100,692)
(Decrease) increase in cash and cash equivalents.... (74,052) 37,026 15,820
Cash and cash equivalents, beginning of year.........c.c.cocceveireenneceneinnnens 120,686 83,660 67,840
Cash and cash equivalents, end of year..........ccoceeeeririiininiienenieieieeee, 46,634 120,686 83,660
Supplemental cash flow disclosures:
Cash paid fOr INEETESt ......c.erirrierieieeieeiereetese ettt ste e eae e aeseeens 1,264 3,390 7,672
Cash paid fOr INCOME tAXES .....evvveurreerirrereirieinieereetee et 0 205 60
Supplemental noncash flow disclosures:
Loans transferred to loans held for sale..........cccoooveeevieiiiiiiiiieieeee 13,243 12,183 8,196
Transfer of loans to real eState ...........cccvevvieeciierieiiieieeee e 142 1,563 2,225



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

December 31, 2014, 2013 and 2012

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, Iowa, and
Wisconsin. The Bank has two wholly owned subsidiaries,
Osterud Insurance Agency, Inc. (OIA), which offers
financial planning products and services, and HFSB
Property Holdings, LLC (HPH), which acts 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 on March 13, 2015. See Note 11
Federal Home Loan Bank Advances (FHLB) and Other
Borrowings for discussion of the advance on the note
payable and redemption of remaining Fixed Rate
Cumulative Perpetual Preferred Stock, Series A (“Preferred
Stock™) on February 17, 2015.

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.
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Cash and Cash Equivalents

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

Securities

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

Trading Securities

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

Securities Held to Maturity

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

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
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near-term prospects of the issuer, expected cash flows,
and the Company's intent and ability to hold the
investment for a period of time sufficient to recover the
temporary loss, including determining whether it is
more-likely-than-not that the Company will be
required to sell the security prior to recovery. To the
extent it is determined that a security is deemed to be
other-than-temporarily impaired, an impairment loss is
recognized.

Loans Held for Sale

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

Loans Receivable, net

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

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

The allowance for loan losses is based on a periodic
analysis of the loan portfolio and is maintained at an
amount considered to be appropriate by management to
provide for probable losses inherent in the loan portfolio as
of the balance sheet dates. In this analysis, management
considers factors including, but not limited to, specific
occurrences of loan impairment, actual and anticipated
changes in the size of the portfolios, national and regional
economic conditions (such as unemployment data, loan
delinquencies, local economic conditions, demand for
single-family homes, demand for commercial real estate
and building lots, loan portfolio composition and 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
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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
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. The allowance for
loan losses is established for known problem loans, as well
as for loans which are not currently known to require an
allowance. Loans are charged off to the extent they are
deemed to be uncollectible. The appropriateness of the
allowance for loan losses is dependent upon management’s
estimates of variables affecting valuation, appraisals of
collateral, evaluations of performance and status, and the
amounts and timing of future cash flows expected to be
received on impaired loans. Such estimates, appraisals,
evaluations and cash flows may be subject to adjustments
due to changing economic prospects of borrowers or
properties. The fair market value of collateral dependent
loans are typically based on the appraised value of the
property less estimated selling costs. The estimates are
reviewed periodically and adjustments, if any, are recorded
in the provision for loan losses in the periods in which the
adjustments become known. The allowance is allocated to
individual loan categories based upon the relative risk
characteristics of the loan portfolios and the actual loss
experience. The Company increases its allowance for loan
losses by charging the provision for loan losses against
income and decreases its allowance by crediting the
provision for loan losses. The methodology for establishing
the allowance for loan losses takes into consideration
probable losses that have been identified in connection with
specific loans as well as losses in the loan portfolio that
have not been specifically identified.

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
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principal becomes current under the terms of the loan
agreement and collectability of remaining principal and
interest is no longer doubtful.

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 greater,
or restructured in a troubled debt restructuring 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 troubled debt restructuring
(TDR) and is classified as an impaired loan. If the TDR loan
was performing (accruing) prior to the modification, it
typically will remain accruing after the modification as long
as it continues to perform according to the modified terms.
If the TDR loan was non-performing (non-accruing) prior
to the modification, it will remain non-accruing after the
modification for a minimum of six months. If the loan
performs according to the modified terms for a minimum of
six months, it typically will be returned to accruing status.
In general, there are two conditions in which a TDR loan is
no longer considered to be a TDR and potentially not
classified as impaired. The first condition is whether the
loan is refinanced with terms that reflect normal market
terms for the type of credit involved. The second condition
is whether 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
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maintain effective control over the transferred assets
through an agreement to repurchase them before their
maturity.

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

Mortgage Servicing Rights

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

Real Estate, net

Real estate acquired through loan foreclosure or deed in lieu
of foreclosure, is initially recorded at the fair value less
estimated selling costs. Third party appraisals are obtained
as soon as practical after obtaining possession of 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.

Premises and Equipment

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

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.
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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 and allocated to eligible employees
based on the proportion of debt service paid in the year. The
Company accounts for its ESOP in accordance with ASC
718, Employers' Accounting for Employee Stock Ownership
Plans. Accordingly, the shares pledged as collateral are
reported as unearned ESOP shares in stockholders' equity.
As shares are determined to be ratably released from
collateral, the Company reports compensation expense
equal to the current market price of the shares, and the
shares become outstanding for earnings per share
computations.

Income Taxes

Deferred tax assets and liabilities are recognized for future
tax consequences attributable to temporary differences
between the financial statement carrying amounts of
existing assets and liabilities and their respective tax basis.
Deferred tax assets and liabilities are measured using
enacted tax rates expected to apply to taxable income in the
years in which those temporary differences are expected to
be recovered or settled. The effect on deferred tax assets
and liabilities of a change in tax rates 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.

Preferred Stock Dividends and Discount

The proceeds received from the Company’s Preferred
Stock, and related warrant to purchase 833,333 shares of
the Company’s common stock issued to the U.S. Treasury
were allocated between the Preferred Stock and the warrant
based on their relative fair values at the time of issuance in
accordance with the requirements of ASC 470, Accounting
Jfor Convertible Debt Issued with Stock Purchase Warrants.
Because of the increasing rate dividend feature of the shares
of Preferred Stock, the discount on the warrant was
amortized using the constant effective yield method over
the five year period preceding the scheduled rate increase
on the Preferred Stock in accordance with the requirements
of ASC 505.

34

Earnings per Common Share

Basic earnings per common share excludes dilution and is
computed by dividing the income available to common
stockholders 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
nonowner sources. Comprehensive income is the total of
net income and other comprehensive income (loss), which
for the Company is comprised of unrealized gains and
losses on securities available for sale.

Segment Information

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

New Accounting Pronouncements

In January 2014, the FASB issued ASU 2014-04,
Receivables — Troubled Debt Restructurings by Creditors
(Subtopic 310-40) Reclassification of Residential Real
Estate Collateralized Consumer Mortgage Loans upon
Foreclosure. The amendments in this ASU clarify when a
repossession or foreclosure occurs, and a creditor is
considered to have received physical possession of
residential real estate property collateralizing a consumer
mortgage loan. Under the amendment, physical possession
occurs, upon either (1) the creditor obtaining legal title to
the residential real estate property upon completion of a
foreclosure or (2) the borrower conveying all interest in the
residential real estate property to the creditor to satisfy that
loan through completion of a deed in lieu of foreclosure or
through a similar legal agreement. The ASU is intended to
reduce diversity in practice and is effective for public
business entities for annual periods, and interim periods
within those annual periods, beginning after December 15,
2014. The adoption of this ASU in the first quarter of 2015
did not have a material impact on the Company’s
consolidated financial statements.



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

In August 2014, the FASB issued ASU 2014-14,
Receivables — Troubled Debt Restructurings by Creditors
(Subtopic 310-40) Classification of Certain Government-
Guaranteed Mortgage Loans upon Foreclosure. The
amendments in this ASU require that a mortgage loan be
derecognized and that a separate other receivable be
recognized upon foreclosure of a government-guaranteed
loan if certain conditions are met. Upon foreclosure, the
separate other receivable should be measured based on the
amount of the loan balance (principal and interest) expected
to be recovered from the guarantor. The ASU is intended to
reduce diversity in practice and is effective for public
business entities for annual periods, and interim periods
within those annual periods, beginning after December 15,
2014. The adoption of this ASU in the first quarter of 2015
did not have a material impact on the Company’s
consolidated financial statements.

In August 2014, the FASB issued ASU 2014-15,
Presentation of Financial Statements — Going Concern
(Subtopic 205-40) Disclosure of Uncertainties about an
Entity’s Ability to Continue as a Going Concern. The
amendments in this ASU provide guidance about
management’s responsibility to evaluate whether there is

NOTE 2 Other Comprehensive Income (Loss)

substantial doubt about an entity’s ability to continue as a
going concern and to provide certain related footnote
disclosures. The ASU is intended to reduce diversity in the
timing and content of footnote disclosures and is effective
for all entities for the annual period ending after December
15, 2016 and for annual and interim periods thereafter. The
adoption of this ASU in the fourth quarter of 2016 is not
anticipated to have a material impact on the Company’s
consolidated financial statements.

Derivative Financial Instruments

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

Reclassifications

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

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

For the years ended December 31,

2014 2013 2012
Before  Tax Net Before Tax Net Before Tax Net

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

arising during the period............. $ 38 (218) 256  (1,272) (647) (625) (520) 0 (520)
Less reclassification of net gains

included in net income ............... 0 0 0 0 0 0 0 0 0
Net unrealized gains (losses)

arising during the period............. 38 (218) 256 (1,272) (647) (625) (520) 0 (520)
Other comprehensive income

(10SS) v $ 38 (218) 256  (1,272) (647) (625) (520) 0 (520)

The tax effect in 2014 includes the impact of the reversal of certain deferred tax asset valuation reserve components that
reversed in 2014 as a result of the changes that occurred in the investment portfolio during the year.
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NOTE 3 Securities Available for Sale

A summary of securities available for sale at December 31, 2014 and 2013 is as follows:

Gross Gross
Amortized  unrealized unrealized
(Dollars in thousands) cost gains losses Fair value
December 31, 2014
Mortgage-backed securities:
Federal Home Loan Mortgage Corporation ........................ $ 1,418 90 0 1,508
Federal National Mortgage Association ....................c......... 1,337 64 0 1,401
2,755 154 0 2,909
Other marketable securities:
U.S. Government agency obligations ..................ccccceeeeenen. 135,014 31 (601) 134,444
Corporate preferred stock ..............cccooovvviiiiiiieniiiieeeee, 700 0 (280) 420
Corporate eqUity............ccocueeviiiiiiiniieeieee e 58 3 0 61
135,772 34 (881) 134,925
$ 138,527 188 (881) 137,834
December 31, 2013
Mortgage-backed securities:
Federal Home Loan Mortgage Corporation.............ccceevueenenne. $ 2,749 183 0 2,932
Federal National Mortgage Association ...........ccceceeveeeeereennee. 2,150 131 0 2,281
4,899 314 0 5,213
Other marketable securities:
U.S. Government agency obligations ...........ccccevvereeeeencennnnne. 103,030 1 (637) 102,394
Corporate preferred Stock .........covveviieviiiiiiiiiicceceecee, 700 0 (420) 280
COTPOTate EQUILY .e..veeuveeeieeietieieeie et stee st et seee e 58 11 0 69
103,788 12 (1,057) 102,743
§ 108,687 326 (1,057) 107,956
The Company did not sell any available for sale securities Amortized
and did not recognize any gains or losses on investments in (Dollars in thousands) Cost Fair Value
2014, 2013, or 2012. Due one year or less................. $ 86,160 85,843
Due after one year through five
The following table presents the amortized cost and YEALS . .evveneeneeeeseeeeeeneeneeeeneeneas 51,609 51,510
estimated fair value of securities available for sale at Due after five years through
December 31, 2014 based upon contractual maturity tEN YEATS..v.vvevereecerereerereeeneeans 0 0
adjusted for scheduled repayments of principal and Due after ten years .........c......... 700 420
projected prepayments of principal based upon current No stated maturity..........c..c...... 58 61
economic conditions and interest rates. Actual maturities Total..cooeereeirccnenn § 138,527 137,834

may differ from the maturities in the following table
because obligors may have the right to call or prepay
obligations with or without call or prepayment penalties:
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The allocation of mortgage-backed securities in the table
above is based upon the anticipated future cash flow of the
securities using estimated mortgage prepayment speeds.
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The following table shows the gross unrealized losses and fair values for the securities available for sale portfolio aggregated
by investment category and length of time that individual securities have been in a continuous unrealized loss position at

December 31, 2014 and 2013:

(Dollars in thousands) Less Than Twelve Months

Twelve Months or More Total

# of Fair

December 31, 2014 Investments Value Losses

Unrealized

# of Fair Unrealized
Investments Value Losses

Unrealized

Fair Value Losses

Other marketable
securities:
U.S. Government
agency obligations.....
Corporate preferred

22§ 104,453

0

(551)

$ 4970 (50) $ 109,423 (601)

420 (280) 420 (280)

Total temporarily

impaired securities 22§ 104,453

(551)

$ 5,39 (330) $ 109,823 (881)

December 31, 2013
Other marketable
securities:
U.S. Government
agency obligations
Corporate preferred
stock

20 $ 93,390

0

(637)

0

0 $ 93,39 (637)

280 (420) 280 (420)

Total temporarily impaired

securities 20 $ 93,390

(637)

280 (420) § 93,670 (1,057)

We review our investment portfolio on a quarterly basis for
indications of impairment. This review includes analyzing
the length of time and the extent to which the fair value has
been lower than the cost, the market liquidity for the
investment, the financial condition and near-term prospects
of the issuer, including any specific events which may
influence the operations of the issuer, and our intent and
ability to hold the investment for a period of time sufficient
to recover the temporary loss. The unrealized losses on
U.S. Government agency obligations are the result of
changes in interest rates. The unrealized losses reported for
corporate preferred stock at December 31, 2014 relates to a
single trust preferred security that was issued by the holding
company of a small community bank. Typical of most trust
preferred issuances, the issuer has the ability to defer
interest payments for up to five years with interest payable
on the deferred balance. In September 2014, the issuer paid
all deferred interest that was due and all payments were
current as of September 30, 2014. In January 2015, the
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issuer deferred its scheduled interest payment as allowed by
the terms of the security agreement. The issuer’s subsidiary
bank has incurred operating losses over the past several
years due to increased provisions for loan losses but still
met the regulatory requirements to be considered “well
capitalized” based on its most recent regulatory filing in
2014. Based on a review of the issuer, it was determined
that the trust preferred security was not other-than-
temporarily impaired at December 31, 2014. The Company
does not intend to sell the preferred stock and has the intent
and ability to hold it for a period of time sufficient to
recover the temporary loss. Management believes that the
Company will receive all principal and interest payments
contractually due on the security and that the decrease in
the market value is primarily due to a lack of liquidity in the
market for trust preferred securities. Management will
continue to monitor the credit risk of the issuer and may be
required to recognize other-than-temporary impairment
charges on this security in future periods.
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NOTE 4 Loans Receivable, Net
A summary of loans receivable at December 31 is as
follows:

(Dollars in thousands) 2014 2013
Residential real estate loans:
1-4 family conventional............. $ 69,372 75,958
1-4 family FHA ........ccceeiene. 426 464
1-4 family VA ... 43 45
69,841 76,467
Commercial real estate:
Lodging.....ccccccvvevenineneeeniennns 28,466 33,603
Retail/office .........ccevvirrieriennns 40,279 42,490
Nursing home/health care.......... 7,032 6,558
Land developments.................... 17,766 28,643
Golf courses........coveevveerveeennens 5,505 6,574
Restaurant/bar/café .................... 3,370 3,609
Alternative fuel plants ............... 5,377 9,783
Warehouse ..........ccceeeveevveennnnns 10,137 9,180
Construction:
1-4 family builder................... 6,454 7,299
Multi-family ........ccooevieveennee. 1,062 0
Commercial real estate........... 5,087 552
Manufacturing ........cccceeeeceecuennene 8,022 11,344
Churches/community service..... 8,385 7,199
Multi-family .......ccoceeveiiiinnn. 15,700 8,113
Convenience Stores.................... 8,562 0
Other....cccoevvieiieieeieeieeeeeees 20,464 19,503
191,668 194,450
Consumer:
AULOS oo, 1,124 971
Home equity line ..........cccvenen. 36,832 36,178
Home equity .....ccoeevveveeieiienne 12,420 11,629
Consumer — secured................... 1,168 1,070
Land/lot loans ...........ccccccvveeunenns 1,670 1,827
SAVINGS ..eoverireninrineeeeeeeeene 128 177
Mobile home..........ccccvvervrenenennns 263 360
Consumer — unsecured............... 1,320 1,211
54,925 53,423
Commercial business .................... 57,122 71,709
Total loans........ccceeeveerveenenenns 373,556 396,049
Less:
Unamortized discounts............... 14 33
Net deferred loan fees................ 97 0
Allowance for loan losses.......... 8,332 11,401
Total loans receivable, net...... $365,113 384,615
Commitments to originate or
purchase loans............ccceeeveeunnen. $ 29,635 39,507
Commitments to deliver loans to
secondary market...........c.ccccenee $ 3,279 2,025
Weighted average contractual rate
of loans in portfolio..................... 4.52% 4.71%
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Included in total commitments to originate or purchase
loans are fixed rate loans aggregating $21.2 million and
$26.3 million as of December 31, 2014 and 2013,
respectively. The interest rates on these loan commitments
ranged from 3.00% to 6.00% at December 31, 2014 and
from 3.38% to 5.79% at December 31, 2013.

The aggregate amounts of loans to executive officers and
directors of the Company was $2.8 million, $3.1 million
and $3.1 million at December 31, 2014, 2013 and 2012,
respectively. During 2014, repayments on loans to
executive officers and directors were $128,000, new loans
to executive officers and directors totaled $224,000, sales
of executive officer and director loans were $224,000, loans
reclassified due to change in officers were $139,000, and
no loans were closed or paid off. During 2013, repayments
on loans to executive officers and directors were $106,000,
new loans to executive officers and directors totaled
$281,000, there were no sales of executive officer and
director loans, and no loans were removed from the
executive officer listing due to change in status of the
officer or loan. All loans were made in the ordinary course
of business on normal credit terms, including interest rates
and collateral, as those prevailing at the time for
comparable transactions with unrelated parties and did not
involve more than the normal risk of collectability or
present other unfavorable features.

At December 31, 2014, 2013, and 2012, the Company was
servicing loans for others with aggregate unpaid principal
balances of approximately $379.7 million, $411.8 million
and $428.2 million, respectively.

The Company originates residential, commercial real estate
and other loans primarily in Minnesota, lowa, and
Wisconsin. At December 31, 2014 and 2013, the Company
had in its portfolio single-family residential loans located in
the following states:

2014 2013
Percent Percent

(Dollars in of of

thousands) Amount Total Amount Total
Iowa .....ccoeevvenens $ 3,145 45%$ 3,793 5.0%
Minnesota........... 62,219 89.1 69,219 90.5
Wisconsin........... 3,160 4.5 1,770 2.3
Other states ........ 1,317 1.9 1,685 2.2

Total ............... $ 69,841  100.0% $ 76,467 100.0%

Amounts under one million dollars in both years are
included in “Other states”.
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At December 31, 2014 and 2013, the Company had in its portfolio commercial real estate loans located in the following

states:
2014 2013
Percent Percent

(Dollars in thousands) Amount of Total Amount of Total
ALBDAMA......coocviiiiiiieeceeeece ettt ettt be e $ 2,202 1.2% $ 0 0.0%
FLOTIAA. . 2,253 1.2 2,312 1.2
TAARO ..o 3,810 2.0 3,936 2.0
TNAIANA ... 3,501 1.8 5,023 2.6
JOWA e e e et ra e e e eeeaes 0 0.0 1,267 0.6
IMICRIZAN ...ttt ettt et et be et e 2,558 1.3 0 0.0
IMINNESOLA ...oveiviieiieciieeeiee et ettt e et eeveeeteeebeeetaeebeesaseenseesaseenseeesseeseans 145,341 75.8 163,040 83.9
NOIth CArOliNga ....oeeeevvieeciiieeeee e e 5,598 2.9 5,576 29
NOITh DAKOTA. .....vveieieiieeceee e 1,572 0.8 1,282 0.7
WISCOMSII ..eneiieniieiieieeit ettt ettt ettt 22,354 11.7 10,589 54
Oher STALES ....eveeneiriieierie ettt sttt 2,479 1.3 1,425 0.7

Tl et $ 191,668 100.0% $ 194,450 100.0%
Amounts under one million dollars in both years are included in “Other states”.
NOTE S Allowance for Loan Losses and Credit Quality Information
The allowance for loan losses is summarized as follows:

Commercial Commercial

(Dollars in thousands) 1-4 Family Real Estate Consumer Business Total
Balance, December 31, 201 1......ccooveviveiiiieiereiiceeeeees $ 3,718 13,622 1,159 5,389 23,888

Provision for l0SSEeS........ccoerirurueueueininirieiccirireeeeereeeeane (834) 3,864 686 (1,172) 2,544

Charge-offs . (63) (5,719) (1,071) (2,464) 9,317)

RECOVETIES ...ttt 0 1,821 372 2,300 4,493
Balance, December 31, 2012.........coeueuieiririereieeeieereieseene $ 2,821 13,588 1,146 4,053 21,608

Provision for losses. . $ (1,206) (5,190) 347 (1,832) (7,881)

Charge-offs ............. . (200) (3,711) (484) (651) (5,046)

RECOVETIES ...ttt 213 1,771 97 639 2,720
Balance, December 31, 2013........cccooivvieiiieieieiereeceveeee $ 1,628 6,458 1,106 2,209 11,401

Provision for 10SSes...............cccovverienininiiicieieeeeee $ (440) (3,518) “4) (3,036) (6,998)

Charge-offs ........ . 92) (936) (131) (55) (1,214)

Recoveries ............cccee.. . 0 3,020 38 2,085 5,143
Balance, December 31,2014 ................ccoooevieiiieieieeeeeee, $ 1,096 5,024 1,009 1,203 8,332

Allocated to:

SPECITIC TESEIVES ..ottt $ 404 2,403 382 589 3,778

General reserves............. . 1,224 4,055 724 1,620 7,623
Balance, December 31, 2013.......cceviueviiviniereiieeeieeecseen $ 1,628 6,458 1,106 2,209 11,401

Allocated to:

SPecific reserves ...........cooeveirieeneieneiincnceeceneeee $ 270 370 307 127 1,074

General reServes............cooveieieienienienieee e 826 4,654 702 1,076 7,258
Balance, December 31,2014 ..............cccooovveierereiiiiereeenne $ 1,096 5,024 1,009 1,203 8,332
Loans receivable at December 31, 2013:

Individually reviewed for impairment $ 1,888 17,190 917 1,281 21,276

Collectively reviewed for impairment 74,579 177,260 52,506 70,428 374,773

Ending balance............ccovevveeeeueiininieieeeieieieieeeeeeieeenens $ 76,467 194,450 53,423 71,709 396,049
Loans receivable at December 31, 2014:

Individually reviewed for impairment.............................. $ 1,867 9,728 806 555 12,956

Collectively reviewed for impairment ............................. 67,974 181,940 54,119 56,567 360,600

ENing DALANCE .........coo..eeeeeeeeeeeeeeeeeeeeeeeeseeseeeeseeeesesseee $ 69,841 191,668 54,925 57,122 373,556
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The following table summarizes the amount of classified and unclassified loans at December 31:

December 31, 2014
Classified Unclassified
Special Total
(Dollars in thousands) Mention Substandard Doubtful Loss Total Total Loans
1-4 family ... $ 0 2,493 207 0 2,700 67,141 69,841
Commercial real estate:
Residential developments........... 323 9,960 0 0 10,283 9,677 19,960
Other........ccooovveeevieeieeeeeee. 7,376 8,792 0 0 16,168 155,540 171,708
Consumer.............cccceeeveeeveeeneennen. 0 489 55 261 805 54,120 54,925
Commercial business:
Construction industry ................ 0 439 0 0 439 6,682 7,121
Other........ccooovvveveecieeieeeeen. 4,255 1,156 0 0 5,411 44,590 50,001
$ 11,954 23,329 262 261 35,806 337,750 373,556
December 31, 2013
Classified Unclassified
(Dollars in thousands) Special Total
Mention Substandard Doubtful Loss Total Total Loans
1-4 family ..occooeiiiiiieee e, $ 738 6,987 322 0 8,047 68,420 76,467
Commercial real estate:
Residential developments.............. 0 19,229 0 0 19,229 13,755 32,984
Other...cooiieiiiceeeeeeeeee e 5,337 13,092 0 0 18,429 143,037 161,466
CONSUMET ......oeeevieerieeiieeree e 0 524 152 240 916 52,507 53,423
Commercial business:
Construction industry ................... 0 401 0 0 401 5,933 6,334
Other....ocveeeieeeeeeeeeeeeeeee 1,419 6,433 0 0 7,852 57,523 65,375
$ 7,494 46,666 474 240 54,874 341,175 396,049

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

Loans 90
Days or
More
30-59 60-89 90 Days Past Due
Days Past Days Past or More Total Current Total and Still
(Dollars in thousands) Due Due Past Due  Past Due Loans Loans Accruing
2014
1-4 family.........ccooeveviiiieieee. S 413 673 841 1,927 67,914 69,841 0
Commercial real estate:
Residential developments ........ 0 0 0 0 19,960 19,960 0
Other ..........ccoovveiiieiee. 0 0 0 0 171,708 171,708 0
Consumer ...............cccoeeeeeveeenn... 550 176 131 857 54,068 54,925 0
Commercial business:
Construction industry.............. 0 0 0 0 7,121 7,121 0
Other ..........ccoooieiiieeie. 136 0 0 136 49,865 50,001 0
$ 1,099 849 972 2,920 370,636 373,556 0
2013
1-4 family ....ccoovvveiieieieeeee, $ 1,542 128 322 1,992 74,475 76,467 0
Commercial real estate:
Residential developments........... 0 1,426 0 1,426 31,558 32,984 0
Other .....coooeeeiieeeeeee 0 0 0 0 161,466 161,466 0
(070) 115111 1 1<) RS 418 256 57 731 52,692 53,423 0
Commercial business:
Construction industry................. 0 1,934 0 1,934 4,400 6,334 0
Other .....coooiiiiieeee, 800 104 0 904 64,471 65,375 0
$ 2,760 3,848 379 6,987 389,062 396,049 0
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Impaired loans include loans that are non-performing (non- impaired loans and related allowances for the years ended
accruing) and loans that have been modified in a troubled December 31, 2014 and 2013:
debt restructuring. The following table summarizes

December 31, 2014
Unpaid Average Interest
Recorded Principal Related Recorded Income
(Dollars in thousands) Investment Balance Allowance Investment Recognized
Loans with no related allowance recorded:
1-4 family.......cocoooviiiniiiiie e $ 755 755 0 432 32
Commercial real estate:
Residential developments .......................... 7,416 10,040 0 7,633 219
Other .........cccovviieeeee e 48 216 0 50 6
CONSUMET ......oocvviiieiiiieeiieeeeiieeeereeeeiree e 463 464 0 467 15
Commercial business:
Construction industry................cccocceeeeeen. 80 198 0 87 0
Other ... 0 0 0 0 0
Loans with an allowance recorded:
1-4 family ..., 1,112 1,112 270 1,543 14
Commercial real estate:
Residential developments ........................... 1,522 1,522 240 3,121 0
Other .........cccovviiiieeee e 742 743 130 847 32
CONSUMET ......ooovvviieciiieeeiieeeeiieeeereeeeiree e 343 360 307 451 9
Commercial business:
Construction industry................cccoccoeeeneen. 0 0 0 0 0
Other ... 475 1,026 127 887 20
Total:
1-4 family ..., 1,867 1,867 270 1,975 46
Commercial real estate:
Residential developments ........................... 8,938 11,562 240 10,754 219
Other ..o 790 959 130 897 38
CONSUMET ......ooovviiiiiiiieeiiee e 806 824 307 918 24
Commercial business:
Construction industry..............cccoceeeveennnen. 80 198 0 87 0
Other .........cccooviiieeee e 475 1,026 127 887 20
$ 12,956 16,436 1,074 15,518 347
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December 31,2013

Unpaid Average Interest
Recorded Principal Related Recorded Income
(Dollars in thousands) Investment Balance Allowance  Investment Recognized
Loans with no related allowance recorded:
1-4 family ..oooeveeeieeieeeeeee e $ 88 88 0 1,304 2
Commercial real estate:
Residential developments..............ccceevenneene 8,257 13,636 0 9,122 81
(079175 GRS 52 52 0 350 55
CONSUMET .......oeiieiiieeeiee e 487 491 0 350 12
Commercial business:
Construction industry .........cceceeeeveerceneennenne 93 296 0 91 2
OthEr oo 0 0 0 7 0
Loans with an allowance recorded:
1-4 family ....coovvveiieieeiceeeeeeee e 1,800 1,844 404 2,417 36
Commercial real estate:
Residential developments..............ccceevennenne 7,994 12,725 2,260 12,414 54
Other ..o 888 888 143 1,977 202
CONSUIMET .......coeiurrireeeeeeeciitireeeeeeeeecrreeeeeeeeeennns 429 429 382 1,057 14
Commercial business:
Construction industry .........cccceeeeeeeveenveennne 0 0 0 29 0
OthEr oo 1,188 1,984 589 1,647 36
Total:
1-4 family ...oooevvveiieiieieececeeeeee e 1,888 1,932 404 3,721 38
Commercial real estate:
Residential developments..............ccceevvennenne 16,251 26,361 2,260 21,536 135
Other ..o 940 940 143 2,327 257
CONSUIMET .......coeiiurriieeeeeeeciiireeeeeeeeecrreeeeeeeeeennns 916 920 382 1,407 26
Commercial business:
Construction industry .........cccceeeeeeeeveeneeennne 93 296 0 120 2
OthET .o 1,188 1,984 589 1,654 36
$ 21,276 32,433 3,778 30,765 494

At December 31,2014, 2013 and 2012, non-accruing loans
totaled $10.9 million, $17.5 million and $30.0 million,
respectively, for which the related allowance for loan losses
was $0.8 million, $3.4 million and $3.9 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 $8.0 million, $7.8 million and $10.3
million, respectively. Had the loans performed in
accordance with their original terms, the Company would
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have recorded gross interest income on the loans of $0.9
million, $1.8 million and $2.4 million in 2014, 2013 and
2012, respectively. For the years ended December 31,2014,
2013 and 2012, the Company recognized interest income
on these loans of $0.2 million, $0.1 million and $0.5
million, respectively. All of the interest income that was
recognized for non-accruing loans was recognized using the
cash basis method of income recognition. Non-accrual
loans also include some of the loans that have had terms
modified in a troubled debt restructuring.
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The following table summarizes non-accrual loans at
December 31:

The following table summarizes troubled debt

restructurings at December 31:

(Dollars in thousands) 2014 2013 (Dollars in thousands) 2014 2013
1-4 family .....c.ccovvvveiieieeee $ 1,564 1,602 1-4 family......ccccveeveieeieenen. $ 368 840
Commercial real estate: Commercial real estate:
Residential developments....... 8,483 14,146 Residential developments..... 7,432 14,244
Other.....cccoooeeieiiceeeeeee, 267 403 Other......ccoveeeeiieeceeeee. 524 537
CONSUMET ..o, 486 737 ConsSumer ..........ccoeeeecveeeeennnnn. 571 697
Commercial business: Commercial business:
Construction industry ............ 80 93 Construction industry ........... 80 93
Other....coovveeeiieieeeeeceee, 40 515 Other.....ccooevieeiieeeieeee. 475 981
$ 10,920 17,496 $ 9,450 17,392

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 troubled debt
restructuring (TDR).

At December 31, 2014, 2013 and 2012, there were loans
included in loans receivable, net, with terms that had been
modified in a troubled debt restructuring totaling $9.4
million, $17.4 million and $31.7 million, respectively. Had
these loans been performing in accordance with their
original terms throughout 2014, 2013 and 2012, the
Company would have recorded gross interest income of
$0.9 million, $1.8 million and $2.5 million, respectively.
During 2014, 2013 and 2012, the Company recorded
interest income of $0.3 million, $0.5 million and $0.9
million on these loans, respectively. For the loans that were
modified in 2014, $0.1 million are classified and
performing, and $0.1 million are non-performing at
December 31, 2014.

Year ended December 31, 2014

There were no material commitments to lend additional
funds to customers whose loans were restructured or
classified as non-accrual at December 31, 2014 or
December 31, 2013.

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

When a loan is modified as a TDR, there may be a direct,
material impact on the loans within the Consolidated
Balance Sheets, as principal balances may be partially
forgiven. The financial effects of TDRs are presented in the
following table and represent the difference between the
outstanding recorded balance pre-modification and post-
modification, for the periods ending December 31, 2014
and 2013:

Year ended December 31, 2013

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:
1-4 family ...oooveeeeneieeeee 2 S 760 760 2 3 210 219
Commercial real estate:
Residential developments.................. 0 0 0 0 0 0
1 155 155 3 754 329
4 155 140 21 528 548
0 0 0 1 41 41
1 31 25 194 218
8 3 1,101 1,080 32§ 1,727 1,355
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Loans that were restructured within the 12 months preceding December 31, 2014 and 2013 and defaulted during the year are
presented in the table below:

Year ended Year ended
December 31, 2014 December 31, 2013
Outstanding Outstanding
Number of  Recorded Number of  Recorded
(Dollars in thousands) Contracts  Investment Contracts  Investment
Troubled debt restructurings that subsequently defaulted:
1-4 £amiLY .o e 18 640 0§ 0
TOAL .t 1 8 640 0 §$ 0
The Company considers a loan to have defaulted when it NOTE 7 Mortgage Servicing Rights, Net
becomes 90 or more days past due under the modified A summary of mortgage servicing activity is as follows:
terms, when it is placed in non-accrual status, when it
becomes other real estate owned, or when it becomes non- (Dollars in thousands) 2014 2013
compliant with some other material requirement of the Mortgage servicing rights:
modification agreement. Balance, beginning of year...................... $ 1,708 1,732
OTiginations ........ceceeveevervenenenenereeeenns 316 568
Loans that were non-accrual prior to modification remain AMOTHZALION ... (517) _ (592)
non-accrual for at least six months following modification. Balance, end of year..............coooconnrvuennee. 1,507 1,708
Non-accrual TDR loans that have performed according to Valuation reserve ........ccoeevvveneerennenennes 0 0
the modified terms for six months may be returned to Mortgage servicing rights, net ................ $ 1,507 1,708

accruing status. Loans that were accruing prior to
modification remain on accrual status after the modification
as long as the loan continues to perform under the new

Fair value of mortgage servicing rights .. $ 2,562 2,801

terms.

All of the single family loans sold where the Company
TDRs are reviewed for impairment following the same continues to service the loans are serviced for Federal
methodology as other impaired loans. For loans that are I.\Iat.lo.nal Mortgage = Association (FNMA). under the
collateral dependent, the value of the collateral is reviewed 1nd1v1dugl loan sale program. The followmg 1S a summary
and additional reserves may be added to general reserves as of the risk characteristics of the loans being serviced for

needed. Loans that are not collateral dependent may have FNMA at December 31, 2014:
additional reserves established if deemed necessary. The
allocated allowance for TDRs was $0.4 million, or 5.1%, of
the total $8.3 million in allowance for loan losses at

Weighted
Weighted  Average
Loan  Average Remaining Number

December 31,2014, and $2.9 million, or 25.6%, of the total Principal Interest Term of
$11.4 million in allowance for loan losses at December 31, (Dollars in thousands) Balance _ Rate (months) _Loans
2013. Original term:

30 year fixed rate $205,032 4.30% 299 1,758

15 year fixed rate . 110,912 3.33 140 1,256

NOTE 6 Accrued Interest Receivable Adjustable rate ........ » 181 3.96 318 3
Accrued interest receivable at December 31 is summarized

as follows:

(Dollars in thousands) 2014 2013

Securities available for sale..................... $ 348 338

Loans receivable...........ccoeeeeeeeviecneennnn. 1,365 1,615

$ 1,713 1,953
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The gross carrying amount of mortgage servicing rights and
the associated accumulated amortization at December 31,
2014 and 2013 are presented in the following table.
Amortization expense for mortgage servicing rights was

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

$0.5 million, $0.6 million, and $0.7 million for the years
ended December 31, 2014, 2013 and 2012, respectively.

Unamortized
Gross Mortgage
Carrying  Accumulated  Servicing
(Dollars in thousands) Amount  Amortization Rights
December 31, 2014
Mortgage servicing rights ...... $ 3,600 (2,093) 1,507
December 31, 2013
Mortgage servicing rights......... $ 3,638 (1,930) 1,708
NOTE 8 Real Estate

A summary of real estate at December 31 is as follows:

Mortgage
(Dollars in thousands) Servicing
Year ended December 31, Rights
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Projections of amortization are based on asset balances and
the interest rate environment that existed at December 31,

2014. The Company’s actual

experience may be

significantly different depending upon changes in mortgage

interest rates and other market conditions.

2014 2013
Commercial Commercial
(Dollars in thousands) Residential & Other Total Residential & Other Total
Real estate in judgment subject to
redemption..........cceceeeereenneennen. $ 30 0 30 0 0 0
Real estate acquired through
foreclosure .........cccveevvveriienneens 0 3,648 3,648 0 7,520 7,520
Real estate acquired through deed
in lieu of foreclosure.................. 28 1,126 1,154 0 1,759 1,759
Real estate acquired in
satisfaction of debt..........c......... 0 0 0 0 63 63
58 4,774 4,832 0 9,342 9,342
Allowance for losses.........c........... 8) (1,721) (1,729) 0 (2,444) (2,444)
$ 50 3,053 3,103 0 6,898 6,898

NOTE 9 Premises and Equipment

A summary of premises and equipment at December 31 is

as follows:

(Dollars in thousands) 2014 2013

Land ...ocooveiveieeeceeee e $ 1,978 1,978

Office buildings and improvements..... 8,526 8,490

Furniture and equipment ...................... 12,049 11,350
22,553 21,818

Accumulated depreciation....................

(15,571) (15,107)

$ 6,982

6,711
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NOTE 10 Deposits

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

2014 2013

Weighted Weighted

Average Percent Average Percent
(Dollars in thousands) Rate Amount of Total Rate Amount of Total
Noninterest checking...... 0.00% $ 118,073 23.8% 0.00% $ 169,362 30.6%
NOW accounts............... 0.02 75,553 15.2 0.03 70,407 12.7
Savings accounts ............ 0.07 46,672 9.4 0.07 44,823 8.1
Money market accounts . 0.25 158,798 32.0 0.28 139,818 25.2

399,096 80.4 424,410 76.6

Certificates by rate:
0-0.99%..eveveiiiniienene 81,197 16.3 85,705 15.5
1-1.99% oo 13,629 2.7 38,456 6.9
2-2.99% oo 2,721 0.6 4,798 0.9
3-3.99% .coveiiiiiee 107 0.0 561 0.1
Total certificates............. 0.61 97,654 19.6 0.80 129,520 23.4
Total deposits ................. 021 § 496,750 100.0% 026 $§ 553,930 100.0%

At December 31, 2014 and 2013, the Company had $166.9
million and $200.8 million, respectively, of deposit
accounts with balances of $250,000 or more. At December

Certificates had the following maturities at December 31:

31,2014 and 2013, the Company had $0.0 and $7.6 million
of certificate accounts, respectively, that had been acquired
through a broker.

2014 2013

Weighted Weighted

Average Average
(Dollars in thousands) Amount Rate Amount Rate
Remaining term to maturity
1-6 MONTNS...cviiiiiiiiiiirece e $ 32,925 0.52% $ 43,618 0.84%
T-12 MONEAS. ...ttt 26,764 0.49 43,462 0.64
13-36 MONLAS...c.eeiiiiiiiiiiiiiie e 29,929 0.68 35,542 0.86
OVEr 36 MONENS ....ooviieiiieiiecie e 8,036 1.03 6,898 1.14

$ 97,654 0.61 $ 129,520 0.80

At December 31,2014 and 2013, the Company had pledged
mortgage loans and mortgage-backed and related securities
with an amortized cost of approximately $19.4 million and
$18.9 million, respectively, as collateral for certain

deposits. An additional $1.0 million of letters of credit from
the FHLB were pledged at December 31, 2014 and 2013 as
collateral on certain Bank deposits.
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Interest expense on deposits is summarized as follows for the years ended December 31:

(Dollars in thousands) 2014 2013 2012
INOW ACCOUNLES ..oninieiieterieetieiieiete ettt sttt ettt s see b ens $ 15 15 35
SAVINGS ACCOUNTS ....veevviereeiieriesiierie et ereeeeesteesteeeeenseeeaesseeseenseensesnnes 31 34 67
Money market ACCOUNLS ......c.eccververieeriieriieie e e seeeeesee e eeeseeneens 414 372 447
CEITITICALES ..ot eeeaneeeen 751 1,383 3,192
$ 1,211 1,804 3,741

NOTE 11 Federal Home Loan Bank Advances (FHLB)
and Other Borrowings

The Bank had no outstanding advances from the FHLB or
borrowings from the Federal Reserve Bank as of December
31,2014 or December 31, 2013. As of December 31, 2014
it had collateral pledged to the FHLB consisting of FHLB
stock, mortgage loans, and investments with unamortized
principal balances of approximately $99.1 million. The
Bank has the ability to draw additional borrowings of $98.1
million from the FHLB, based upon the mortgage loans and
securities that are currently pledged, subject to approval
from the FHLB and a requirement to purchase additional
FHLB stock. The Bank also has the ability to draw
additional borrowings of $58.7 million from the Federal
Reserve Bank, based upon the loans that are currently
pledged to them, subject to approval from the FRB.

On December 15, 2014, the Company entered into a Loan
Agreement with an unrelated third party, providing for a
term loan of up to $10 million that will be evidenced by a
promissory note (“the Note”) with an interest rate of 6.5%
per annum. The principal balance of the loan is payable in
consecutive equal annual installments of $1 million on each
anniversary of the date of the Loan Agreement,
commencing on December 15, 2015, with the balance due
on the maturity date. The maturity date will be on the earlier
of (a) the anniversary of the date of the Loan Agreement
obtained by dividing the original principal amount of the
loan by $1 million (rounded up to the nearest number of
whole years) and (b) the seventh anniversary of the date of
the Loan Agreement. Provided that no default or event of
default has occurred and is continuing, the Company may,
at its option, elect to defer payment of one installment of
principal of the Note otherwise due prior to the maturity
date, in which event such installment will become due and
payable on the maturity date. The Company may
voluntarily prepay the Note in whole or in part without
payment or penalty. The Company had no outstanding
advances on the Note at December 31, 2014. On February
17, 2015, the Company advanced $10 million on the Note
and used the proceeds to redeem the remaining $10 million
in outstanding Preferred Stock.
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NOTE 12 Income Taxes
Income tax expense (benefit) for the years ended December
31 is as follows:

(Dollars in thousands) 2014 2013 2012
Current:
Federal......c.ccoevveviinencncncne. $ 262 227 108
State....eeeeeieeieeee e 74 64 24
Total current..............c........ 336 291 132
Deferred:
Federal.......cccoovvveeiieiies 3,753 3,554 1,598
St ..ot 813 1,351 280
Total deferred..................... 4,566 4,905 1,878
Change in valuation allowance 0 (19,602) (1,878)
Income tax expense (benefit)... $ 4,902 (14,406) 132

The reasons for the difference between expected income tax
expense utilizing the federal corporate tax rate of 34% and
the actual income tax expense (benefit) are as follows:

(Dollars in thousands) 2014 2013 2012
Expected federal income tax
(9 401 1 1 $4,176 4,170 1,854
Items affecting federal income
tax:
State income taxes, net of
federal income tax expense 698 706 327
Tax exempt interest.............. 45) (69) (86)

Decrease in valuation

allowance ..........cccoceeevennne 0 (19,602) (1,878)
Other, net......cccoevvvereeeeeennne 73 389 (85)
Income tax expense (benefit)... $ 4,902 (14,406) 132
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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) 2014 2013
Deferred tax assets:
Allowances for loan and real estate
JOSSES .. $ 3,984 5,486
Deferred compensation costs............... 205 233
Deferred ESOP loan asset.................... 711 706
Nonaccruing loan interest.................... 627 558

Federal net operating loss

carryforward.........ccocveevevienienneenne, 1,730 3,983
State net operating loss carryforward .. 2,448 2,802
Alternative minimum tax credit

carryforward.........ccoccveeverienienieee, 716 700
Capitalized other real estate owned

EXPENSES c.evvveenieeeireeieeeireeieesieeeaeens 851 1,284
Net unrealized loss on securities

available for sale ..........ccocceveenienne 276 291
Other....cceeiee e 237 340

Total gross deferred tax assets ......... 11,785 16,383

Deferred tax liabilities:

Deferred loan fees and costs................ 250 284
Premises and equipment basis

difference........ccceovevvercienieneeieenee, 141 132
Originated mortgage servicing rights .. 597 677
Other....coeveriiieiiiceccceee 267 179

Total gross deferred tax liabilities.... 1,255 1,272

Net deferred tax assets ..........c.......... $10,530 15,111

The Company has cumulative federal net operating loss
carryforwards of $7.3 million at December 31, 2014 that
expire beginning in 2029. The Company also has state net
operating loss carryforwards of $25.4 million at December
31, 2014 that expire beginning in 2023.

Retained earnings at December 31, 2014 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. Negative evidence includes the
general business and economic environment. Based upon
this evaluation, the Company determined that no valuation
allowance was required with respect to the net deferred tax
assets at December 31, 2014 and 2013.

NOTE 13 Employee Benefits

All eligible full-time employees of the Bank that were hired
prior to 2002 were included in a noncontributory retirement
plan sponsored by the Financial Institutions Retirement
Fund (FIRF). The Home Federal Savings Bank (Employer
#8006) plan participates in the Pentegra Defined Benefit
Plan for Financial Institutions (the Pentegra DB Plan). The
Pentegra DB Plan’s Employer Identification Number is 13-
5645888 and the Plan number is 333. The Pentegra DB Plan
operates as a multi-employer plan for accounting purposes
and as a multi-employer plan 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 the
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
were 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, 2014 because such information is not
accumulated for each participating institution. As of June
30, 2014, the Pentegra DB Plan valuation report reflected
that the Bank was obligated to make a contribution totaling
$0.2 million which was expensed during 2014.

Funded status (market value of plan assets divided by
funding target) as of July 1 for the 2014, 2013 and 2012
plan years were 97.98%, 89.51% and 95.77%, respectively.
Market value of plan assets reflects any contribution
received through June 30, 2014.

Total employer contributions made to the Pentegra DB
Plan, as reported on Form 5500, equal $136.5 million,
$196.5 million and $299.7 million for the plan years ended
June 30, 2013, 2012 and 2011, 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)

2014 2013 2012
Date Paid Amount Date Paid Amount Date Paid Amount
10/15/2014 .......... $ 46 10/15/2013 $ 42 1/09/2012 $ 234 %%
12/30/2014 .......... 164 12/30/2013 215 10/12/2012 38
12/31/2012 134
Total ................... $ 210 $ 257 $ 406

**An additional contribution of $234,000 was accrued at December 31, 2011 and paid in the first quarter of 2012.

The Company has a qualified, tax-exempt savings plan with Accordingly, the shares pledged as collateral are reported
a deferred feature qualifying under Section 401(k) of the as unearned ESOP shares in stockholders' equity. As shares
Internal Revenue Code (the 401(k) Plan). All employees are determined to be ratably released from collateral, the
who have attained 18 years of age are eligible to participate Company reports compensation expense equal to the
in the 401(k) Plan. Participants are permitted to make current market price of the shares, and the shares become
contributions to the 401(k) Plan equal to the lesser of 50% outstanding for earnings per share computations. ESOP
of the participant’s annual salary or the maximum allowed compensation expense was $0.3 million, $0.2 million, and

by law, which was $17,500 for 2014 and 2013, and $17,000 $0.1 million, respectively, for 2014, 2013 and 2012.
for 2012. The Company matches 25% of each participant’s

contributions up to a maximum of 8% of the participant’s All employees of the Bank are eligible to participate in the
annual salary. Participant contributions and earnings are ESOP after they attain age 18 and complete one year of
fully and immediately vested. The Company’s service during which they worked at least 1,000 hours. A
contributions are vested on a three year cliff basis, are summary of the ESOP share allocation is as follows for the
expensed annually, and were $0.1 million, $0.2 million, and years ended:
$0.2 million in 2014, 2013 and 2012, respectively.
2014 2013 2012
The Company has adopted an Employee Stock Ownership S*{;‘@ held b§; F}fﬁidpams 787 350539 339991
. . eginning of the year ................... R R R
Plan (the ESOP) that meets the requirements of Secgon Shares allocated to participants ........ 24,317 24,317 24,378
4975(e)(7) of the Internal Revenue Code and Section Shares purchased.........c..cccoovvevvrunnnn. 0 9 2,353
407(d)(6) of ERISA and, as such, the ESOP is empowered Shares distributed to participants...... (36,180)  (26,978)  (16,183)
to borrow in order to finance purchases of the common Shares held by participants end of
StOCk Of HMN The ESOP bOITOWed $61 mlHIOH ﬁ.om the 22 PPN 336,024 347,887 350,539
Corr.lp.a.ny to pl}rchase.912,866 sha.res of common stock in Unreleased shares beginning of the
the initial public offering of HMN in 1994. As a result of a ) SN 352,757 377,074 401,452
merger with Marshalltown Financial Corporation (MFC), Shares released during year .............. (24,317) _ (24,317) __(24,378)
the ESOP borrowed $1.5 million in 1998 to purchase an Unreleased shares end of year .......... 328,440 352,757 377,074
additional 76,933 shares of HMN common stock to account Eo'tal EISOP fSharels enddthyear """"" 664,464 _ 700644 727613
L] - . . air value of unreleased shares at
for the additional employees and avoid dilution of the DeCember 31 oo $4,072,656 3,728,641 1,308,447

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 In March 2001, the Company adopted the HMN Financial,

the ESOP necessary to repay the loans including interest. Inc. 2001 Omnibus Stock Plan (2001 Plan). In April 2009,
The Company contributed $0.5 million in 2014, 2013, and this plan was superseded by the HMN Financial, Inc. 2009
2012. Equity and Incentive Plan (2009 Plan) and options or

) ) restricted shares may no longer be awarded from the 2001
As the debt is repaid, ESOP shares that were pledged as Plan. As of December 31, 2014, there were 15,000 vested

collateral for the debt are released from collateral and options under the 2001 Plan that remained unexercised.
allocated to eligible employees based on the proportion of These options expire 10 years from the date of grant and
debt service paid in the year. The Company accounts for its have an average exercise price of $30.00. As of December
ESOP in accordance with ASU 718, Employers’ 31, 2014, all shares of restricted stock granted under the
Accounting  for Employee Stock Ownership Plans. 2001 Plan have vested.
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In April 2009, the Company adopted the 2009 Plan. The
purpose of the 2009 Plan is to provide key personnel and
advisors with an opportunity to acquire a proprietary
interest in the Company. The opportunity to acquire a
proprietary interest in the Company is intended to aid in
attracting, motivating and retaining key personnel and
advisors, including non-employee directors, and to align
their interests with those of the Company’s stockholders.
350,000 shares of HMN common stock were initially
available for distribution under the 2009 Plan in either

restricted stock or stock 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 1.2 shares
for purposes of determining the total shares available for
issuance under the 2009 Plan. As of December 31, 2014,
there were vested options to purchase 15,000 shares under
the 2009 Plan that remain unexercised. These options
expire 10 years from the date of grant and have an average
exercise price of $4.77.

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

Unvested options

Award
value/
Unvested weighted Weighted
Shares Restricted average average
available shares Options exercise grant date  Vesting
for grant outstanding  outstanding price Number fair value  Period
2001 Plan
December 31, 2011 ....... 0 0 139,450 $ 20.07 72,516 § 1.43
Forfeited/expired ....... 0 0 (93,910) 16.13 0
Vested.....cooeveenennne. 0 0 0 0 (72,516) 1.43
December 31, 2012 ....... 0 0 45,540 28.21 0
December 31, 2013 ....... 0 0 45,540 28.21 0
Forfeited/expired ...... 0 0 (30,540) 27.33 0
December 31,2014 ...... 0 0 15,000 30.00 0
2009 Plan
December 31, 2011 ....... 70,821 162,770 15,000 $ 4.77 9,000 4.41
Granted January 27,
2012 (43,236) 36,030 0 N/A 0 3 years
Forfeited .......c.coenu.. 470 (392) 0 0
Forfeited/expired ....... 93,910 0 0 0
Vested.....cooevvinnennnnee 0 (50,075) 0 (3,000) 441
December 31, 2012 ....... 121,965 148,333 15,000 4.77 6,000 4.41
Granted October 4,
2013 (37,531) 31,276 0 N/A 0 3 years
Forfeited ........cccccuenee 5,400 (4,500) 0 0
Cancelled................... 31,219 0 0 0
Vested.....cooeevvenenenn. 0 (73,303) 0 (3,000) 4.41
December 31, 2013 ....... 121,053 101,806 15,000 4.77 3,000 4.41
Granted January 7,
2014 (28,627) 23,856 0 N/A 0 3 years
Granted May 27,
2014 (26,561) 22,134 0 N/A 0 3 years
Forfeited/expired ..... 30,540 0 0 0
Vested.........ccccoounenee. 0 (62,938) 0 (3,000) 4.41
December 31,2014 ...... 96,405 84,858 15,000 4.77 0
Total all plans .............. 96,405 84,858 30,000 $ 17.39 0
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Due to the Bank’s participation in the Treasury’s Capital
Purchase Program (CPP) (see discussion elsewhere in this
report), a portion of the vested restricted stock awards
granted to certain executives during the period that
Treasury held the Preferred Stock were to remain subject to
transfer restrictions if, and so long as, the Treasury does not
receive repayment of all of the financial assistance provided
under the CPP. In accordance with Treasury policy, any
such shares that would remain nontransferable indefinitely
were to be cancelled. Following the sale by Treasury of the
Preferred Stock to third party investors in 2013,
approximately 82% of the CPP financial assistance to the
Bank had been repaid, meaning that 25% of the shares
subject to these restricted stock awards that had vested in
2011, 2012 and 2013 remained nontransferable and subject
to possible cancellation. Based on an assessment, at the

time, that these shares were likely to remain restricted
indefinitely, they were cancelled during the first half of
2013 and returned to the Bank as treasury stock, and the
number of shares cancelled were added back to the total
shares available for future equity awards under the 2009
Plan. In light of the Company’s stock price performance
since these cancellations occurred, the value that Treasury
may be able to realize from the warrant to acquire Company
common stock it continues to hold as a result of the CPP
may be sufficient to enable the Treasury to receive
repayment in full of all of the CPP financial assistance
provided to the Bank, which would eliminate ongoing
transfer restrictions on the restricted stock awards that vest
in the future and the obligation to cancel any such vested
shares. Accordingly, no additional shares were cancelled in
2014.

The following table summarizes information about stock options outstanding at December 31, 2014:

Weighted
Average
Remaining Weighted Average Years Over
Contractual Unrecognized Which Unrecognized
Exercise Number Life in Number Number Compensation Compensation will be
Price Outstanding Years Exercisable Unexercisable Expense Recognized
$ 30.00 15,000 0.4 15,000 0 S 0 N/A
4.77 15,000 4.4 15,000 0 0 N/A
30,000 30,000 083 0

The Company will issue shares from treasury stock upon
the exercise of outstanding options.

Prior to January 1, 2006, the Company used the intrinsic
value method as described in APB Opinion No. 25 and
related interpretations to account for its stock incentive
plans. Accordingly, there were no charges or credits to
expense with respect to the granting or exercise of options
since the options were issued at fair value on the respective
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grant dates. In accordance with ASC 718, the Company
recognized compensation expense in 2014, 2013 and 2012
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 a Black Scholes option valuation model.
There were no options granted in 2014, 2013 or 2012.
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NOTE 14 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) 2014 2013 2012
Weighted average number of common shares outstanding used in
basic earnings per common share calculation.............ccccceeevereennnene. 4,060,404 4,001,288 3,946,314
Net dilutive effect of :
Options and WarTant............ccueruererereneneeeereerenenese e eeeeneennens 507,856 266,391 0
Restricted Stock awards ...........ccveeeeeieiieeiiecieeecee e 55,783 42,487 84,338
Weighted average number of common shares outstanding adjusted
for effect of dilutive SECUITIES ......cocvieereeieieeieeeeeeee e 4,624,043 4,310,166 4,030,652
Net income available to common shareholders...............cccccoccveeea. $ 5,669 24,602 3,460
Basic earnings per common Share .............oceeeeveeneereniieneeneeseeeeene $ 1.40 6.15 0.88
Diluted earnings per common sShare............cccceveererreiieneeneenennenne $ 1.23 5.71 0.86

NOTE 15 Stockholders' Equity

The Company did not repurchase any shares of its common
stock in the open market during 2014, 2013 or 2012. The
Company has not made any dividend payments on its
common stock since the third quarter of 2008.

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 Preferred Stock to the United States
Treasury. The Preferred Stock has 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 transaction was part
of the United States Treasury’s CPP under the Emergency
Economic Stabilization Act of 2008. Under the terms of the
sale, the shares of Preferred Stock were entitled to a
quarterly cumulative compounding dividend at a stated rate
of 5% per annum for each of the first five years of the
investment, which increased to 9% on February 15, 2014,
until HMN redeems the shares.

On February 8, 2013, the Treasury sold the Preferred Stock
issued to unaffiliated third party investors in a private
transaction for $18.8 million. The Company received no
proceeds from the sale and it had no effect on the terms of
the outstanding Preferred Stock. Further, the sale of the
Preferred Stock had no effect on the Company’s capital,
financial condition or results of operations. Because of the
sale, the Company generally is no longer subject to the
various executive compensation and corporate governance
requirements to which participants in Treasury’s CPP were
subject while Treasury held the Preferred Stock.
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Treasury continues to hold the warrant to purchase 833,333
shares of the Company’s common stock at an exercise price
of $4.68, which Treasury may sell in its discretion, subject
to applicable securities laws and the Company’s right to
repurchase the warrant at fair market value under the terms
of the Company’s agreements with Treasury. The warrant
may be exercised at any time over its ten-year term and
Treasury has agreed not to exercise any voting rights
received by acquiring common stock on the exercise of the
warrant. The discount on the common stock warrant was
amortized over the first five years the preferred stock was
outstanding.

All dividends on the Preferred Stock were current as of
December 31, 2014. During 2014, the Company paid the
following dividends on, and effected the following
redemptions of, its Preferred Stock:

Date Dividend | Redemption

May 15,2014 $201.71 10,000 shares of Preferred Stock on a
per share |pro rata basis at $1,000 per share

August 15,2014 $22.50 |None
per share

November 17,2014 |$22.50 6,000 shares of Preferred Stock on a
per share |pro rata basis at $1,000 per share

Following the redemption on November 17, 2014, 10,000
shares of Preferred Stock remained outstanding. The
Company did not pay any dividends on the Preferred Stock
or redeem any shares of Preferred Stock in 2013.
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On February 17, 2015, the Company redeemed the
remaining 10,000 shares of outstanding Preferred Stock.
After giving effect to a dividend of $22.50 per share on the
Preferred Stock that was paid on the same date, the
redemption price per share was $1,000. The Preferred Stock
redemption was funded with a $10 million term loan to
HMN from an unrelated third party that was evidenced by
a promissory note. The principal balance of the note bears
interest at a rate of 6.5% and is payable in consecutive
annual installments of $1 million on each December 15,
beginning December 15, 2015, with the balance due on
December 15, 2021. The Preferred Stock dividend was
funded by HMN through internally available funds.

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 16 Regulatory Matters/Supervisory Agreements
and IMCR

The Bank is subject to various regulatory capital
requirements administered by the federal banking agencies.
Failure to meet minimum capital requirements can initiate
certain mandatory and possibly additional discretionary
actions by regulators that, if undertaken, could have a direct
material effect on the Company's financial statements.
Under capital adequacy guidelines and the regulatory
framework for prompt corrective action, the Bank must
meet specific capital guidelines that involve quantitative
measures of the Bank's assets, liabilities and certain off-
balance sheet items as calculated under regulatory
accounting practices. The Bank's capital amounts and
classification are also subject to qualitative judgments by
the regulators about components, risk weightings and other
factors.

The Bank entered into a written Supervisory Agreement
with the OTS, its primary regulator at the time, effective
February 22, 2011, that primarily related to the Bank’s
financial performance and credit quality issues. This
agreement replaced the prior memorandum of
understanding that the Bank entered into with its primary
regulator on December 9, 2009. In accordance with the
agreement, the Bank submitted a two year business plan in
May of 2011 that the OCC (as successor to the OTS)
accepted with the expectation that the Bank would be in
adherence with the OCC’s Notification of Establishment of
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Higher Minimum Capital Ratios, dated August 8, 2011, or
IMCR, which required the Bank to establish and maintain a
minimum core capital ratio of 8.50% by December 31,
2011. The IMCR is discussed more fully below. As
required by the Supervisory Agreement, the Bank
submitted updated two year business plans in January of
2012, 2013, and 2014. The Bank was required to operate
within the parameters of the business plan and was required
to monitor and submit periodic reports on its compliance
with the plan. The Bank also submitted problem asset
reduction plans at the same time that the business plans
were submitted. The Bank was required to operate within
the parameters of the problem asset plan and to monitor and
submit periodic reports on its compliance with the plan. The
Bank has also revised its loan modification policies and its
program for identifying, monitoring and controlling risk
associated with concentrations of credit, and improved the
documentation relating to the allowance for loan and lease
losses as required by the agreement. In addition, prior to
termination of the Bank Supervisory Agreement, as
described below, the Bank could not declare or pay any
cash dividends, increase its total assets during any quarter
in excess of the amount of the net interest credited on
deposit liabilities during the prior quarter, enter into any
new contractual arrangement or renew or extend any
existing arrangement related to compensation or benefits
with any directors or officers, make any golden parachute
payments, or enter into any significant contracts with a third
party service provider without the consent of the OCC.

Pursuant to the IMCR, effective December 31, 2011, the
Bank was required to establish, and subsequently maintain,
core capital at least equal to 8.50% of adjusted total assets.
The Bank’s core capital to adjusted total assets ratio
improved to 12.22% at December 31, 2013. Effective
February 11, 2014 the OCC terminated the Supervisory
Agreement and the IMCR to which the Bank was a party or
was subject. As a result, the capital ratio and periodic
reporting requirements, asset growth restrictions and
significant contract restrictions are no longer applicable to
the Bank. The dividend and compensation restrictions
expressly set forth in the Bank Supervisory Agreement also
terminated, although the Bank remains subject to generally
applicable limitations on dividends and certain
compensation arrangements under federal banking laws
and regulations.

The Company also entered into a written Supervisory
Agreement with the OTS effective February 22, 2011. This
agreement replaced the prior memorandum of
understanding that the Company entered into with its
primary regulator on December 9, 2009. As required by the
Supervisory Agreement, the Company submitted updated
two year consolidated capital plans in January of 2012,
2013, and 2014. The Company was required to operate
within the parameters of the capital plan and to monitor and
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submit periodic reports on its compliance with the plan. In amounts and ratios (set forth in the following table) of Tier
addition, without the consent of the FRB (as successor to I (Core) capital, and Risk-based capital (as defined in the
the OTS), the Company could not incur or issue any debt, regulations) to total assets (as defined).

guarantee the debt of any entity, declare or pay any cash

dividends or repurchase any of the Company’s capital As of January 1, 2015, the Bank is also required to maintain
stock, enter into any new contractual arrangement or renew minimum amounts and ratios of Common Equity Tier I risk
or extend any existing arrangement related to compensation based capital, a new measure introduced by the FRB, FDIC
or benefits with any director or officer, or make any golden and OCC (as described below).

parachute payments. Effective May 1, 2014, the FRB
terminated the Supervisory Agreement to which the At December 31, 2014 and 2013, the Bank's capital

Company was subject. amounts and ratios are presented for actual capital, required
capital and excess capital including amounts and ratios in
Quantitative measures established by regulations to ensure order to qualify as being well capitalized under the prompt
capital adequacy require the Bank to maintain minimum corrective action regulations:
To Be Well Capitalized
Under Prompt
Required to be Corrective Action
Actual Adequately Capitalized Excess Capital Provisions
Percent of Percent of Percent of Percent of
(Dollars in thousands) Amount  Assets) Amount  Assets(V Amount  Assets() Amount  Assets)
December 31, 2014
Tier I or core capital... $ 66,976 11.76% $ 22,775 4.00% $ 44,201 7.76% $ 28,469 5.00%
Tier I risk-based
capital ........................ 66,976 17.21 15,562 4.00 51,414 13.21 23,343 6.00
Risk-based capital to
risk-weighted assets.. 71,882 18.48 31,125 8.00 40,757 10.48 38,906 10.00
December 31, 2013
Tier I or core capital...... $ 77,848 12.22% $§ 25,478 4.00% $ 52,370 822% $ 31,847 5.00%
Tier I risk-based capital. 77,848 19.51 15,963 4.00 61,885 15.51 23,944 6.00
Risk-based capital to
risk-weighted assets.... 82,916 20.78 31,926 8.00 50,990 12.78 39,907 10.00

(1) Based upon the Bank’s adjusted total assets for the purpose of the Tier I or core capital ratios and risk-weighted assets for the
purpose of the risk-based capital ratio.

Management believes that, as of December 31, 2014, the strengthened set of capital requirements to both the Bank
Bank’s capital ratios were in excess of those quantitative and the Company and revise the rules for calculating risk-
capital ratio standards applicable on that date, set forth weighted assets for purposes of such requirements. Among
under the prompt corrective action regulations referenced other new restrictions implemented by these rules, on and
above. However, as noted below, these measures have after January 1, 2015, a savings institution will be deemed
changed and there can be no assurance that the Bank will to be "well capitalized" if it (i) has a total risk-based capital
continue to maintain such status in the future. The OCC has ratio of 10% or greater, (ii) has a Tier 1 (core) risk-based
extensive discretion in its supervisory and enforcement capital ratio of 8% or greater, (iii) has a Common Equity
activities, and can further adjust the requirement to be Tier 1 risk-based capital ratio of 6.5% or greater, (iv) has a
“well-capitalized” in the future. leverage ratio of 5% or greater, and (v) is not subject to any

order or written directive by the OCC to meet and maintain
The capital requirements of the Company and the Bank are a specific capital level for any capital measure; and
affected by regulatory changes issued in July 2013 by the "adequately capitalized" if it (i) has a total risk-based
FRB, the FDIC and the OCC. The changes establish an capital ratio of 8% or greater, (ii) has a Tier 1 (core) risk-
integrated regulatory capital framework for implementing based capital ratio of 6% or greater, (iii) has a Common
the Basel Committee on Banking Supervision’s Basel 111 Equity Tier 1 risk-based capital ratio of 4.5% or greater, and
regulatory capital reforms and implementing the changes (iv) has a leverage ratio of 4% or greater. Management
required by the Dodd-Frank Wall Street Reform and believes that, as of January 1, 2015, both the Bank’s and
Consumer Protection Act of 2010. The new -capital Company’s capital positions were in excess of the amounts
requirements are effective for the Company beginning required to be considered well capitalized under the revised
January 1, 2015, and among other things, apply a Basel III capital requirements.
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NOTE 17 Financial Instruments with Off-Balance Sheet
Risk

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

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

December 31,
Contract Amount

(Dollars in thousands) 2014 2013
Financial instruments whose contract
amount represents credit risk:
Commitments to originate, fund or
purchase loans:
1-4 family mortgages ..........ccceveverveueuennee $ 1,204 523
Commercial real estate mortgages ......... 24,956 25,514
Non-real estate commercial loans .......... 1,288 13,095
Undisbursed balance of loans closed...... 25,875 7,586
Unused lines of credit 86,714 79,136
Letters of credit........ccevvvveeeennenne. . 1,541 1,017
Total commitments to extend credit........... $141,578 126,871
Forward commitments ............cccceevuereenenne $ 3,279 2,025

Commitments to extend credit are agreements to lend to a
customer, at the customer’s request, as long as there is no
violation of any condition established in the contract.
Commitments generally have fixed expiration dates or
other termination clauses and may require payment of a fee.
Since a portion of the commitments are expected to expire
without being drawn upon, the total commitment amounts
do not necessarily represent future cash requirements. The
Bank evaluates each customer's creditworthiness on a case-
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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 18 months
and totaled $1.5 million at December 31, 2014 and $1.0
million at December 31, 2013. 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 also has certain obligations and
commitments to make future payments under existing
contracts. At December 31, 2014, the aggregate contractual
obligations (excluding bank deposits) and commercial
commitments were as follows:

Payments Due by Period
Less
than 1 1-3 4-5  After5
(Dollars in thousands) Total  Year Years Years Years
Contractual Obligations:
Annual rental commitments
under non-cancellable
operating leases.................. $ 7,265 802 1,557 1,360 3,546
$ 7,265 802 1,557 1,360 3,546
Amount of Commitments
Expiring by Period
Other Commercial
Commitments:
Commercial lines of credit.... $37,660 19,901 7,806 2,569 7,384
Commitments to lend............ 23,734 3,571 7972 7257 4,934
Standby letters of credit........ 1,506 1,506 0 0 0
$62,900 24,978 15,778 9,826 12,318
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NOTE 18 Derivative Instruments
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.

and Hedging

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. As a result of marking these
derivatives to fair value for the period ended December 31,
2014, the Company recorded an increase in other liabilities
of $7,000, an increase in other assets of $15,000 and a net
gain on the sale of loans of $8,000. As a result of marking
these derivatives to fair value for the period ended
December 31, 2013, the Company recorded a decrease in
other liabilities of $24,000, a decrease in other assets of
$26,000 and a net loss on the sale of loans of $2,000.

As of December 31, 2014 and 2013, 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. As a result of marking these loans for the period
ended December 31, 2014, the Company recorded an
increase in other liabilities of $1,000, and a net loss on the
sales of loans of $1,000. As a result of marking these loans
for the period ended December 31, 2013, the Company

recorded an increase in other liabilities of $6,000, and a net
loss on the sales of loans of $6,000.

NOTE 19 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, 2014 and 2013.

Carrying Value at December 31, 2014

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

Securities available forsale ...l $ 137,834 0 137,834 0
Mortgage loan commitments................coccoevieriniienieneneenenne. 16 0 16 0
TOLAL ... $ 137,850 0 137,850 0

(Dollars in thousands)

Securities available for sale.........ccccovvviiiiiiiiiiiie e,

Carrying Value at December 31, 2013

Total Level 1 Level 2 Level 3

$ 107,956 0 107,956 0
2 0 2 0

$ 107,958 0 107,958 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
2014 and 2013 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
31,2014 and 2013.

Carrying Value at December 31, 2014

Year Ended
December 31, 2014
(Dollars in thousands) Total Level 1 Level 2 Level 3 Total gains (losses)
Loans held for sale ......................... $ 2,076 0 2,076 0 1)
Mortgage servicing rights.............. 1,507 0 1,507 0 0
Loans @ ..., 11,882 0 11,882 0 532
Real estate,net® ............................. 3,103 0 3,103 0 (134)
Total .......c.oooovieiiieeeeeeeee s $ 18,568 0 18,568 0 397
Carrying Value at December 31, 2013
Year Ended

December 31, 2013

(Dollars in thousands) Total Level 1 Level 2 Level 3 Total gains (losses)
Loans held forsale ..........ooovvveennnenn. $ 1,502 0 1,502 0 21
Mortgage servicing rights.................. 1,708 0 1,708 0 0
Loans W ..o, 17,498 0 17,498 0 (1,728)
Real estate, net@.......cccoveveveeeeeenn. 6,898 0 6,898 0 (429)
Total ..o $§ 27,606 0 27,606 0 (2,136)

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

value of loans fully charged-oft is zero.

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

initial classification as foreclosed assets.

NOTE 20 Fair Value of Financial Instruments

ASC 825, Disclosures about Fair Values of Financial
Instruments, requires disclosure of 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, 2014 and 2013 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
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factors. The estimates are subjective in nature and involve
uncertainties and matters of significant judgment and
therefore cannot be determined with precision. Changes in
assumptions could significantly affect the estimates.

Fair value estimates are based only on existing financial
instruments without attempting to estimate the value of
anticipated future business or the value of assets and
liabilities that are not considered financial instruments. In
addition, the tax ramifications related to the realization of
the unrealized gains and losses can have a significant effect
on the fair value estimates and have not been considered in
any of the estimates.
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The estimated fair value of the Company's financial instruments are shown below. Following the table, there is an explanation
of the methods and assumptions used to estimate the fair value of each class of financial instruments.

December 31, 2014

December 31, 2013

Fair value hierarchy

Carrying Estimated Level Level Level Contract Carrying Estimated Contract
(Dollars in thousands) amount fair value 1 2 3 amount amount fair value amount
Financial assets:
Cash and cash equivalents............. $ 46,634 46,634 46,634 120,686 120,686
Securities available for sale.... 137,834 137,834 137,834 107,956 107,956
Loans held for sale.............. 2,076 2,076 2,076 1,502 1,502
Loans receivable, net..................... 365,113 364,509 364,509 384,615 388,263
Federal Home Loan Bank stock.... 777 777 777 784 784
Accrued interest receivable........... 1,713 1,713 1,713 1,953 1,953
Financial liabilities:
Deposits .....ccceevereeneneeneee 496,750 496,494 496,494 553,930 554,160
Accrued interest payable 93 93 93 146 146
Off-balance sheet financial
instruments:
Commitments to extend credit ...... 16 16 141,578 2 2 126,871
Commitments to sell loans............ 30) (30) 3,279 (22) (22) 2,025
Cash and Cash Equivalents Deposits

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

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

Loans Held for Sale

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

Loans Receivable

The fair values of loans receivable were estimated for
groups of loans with similar characteristics. The fair value
of the loan portfolio, with the exception of the adjustable
rate portfolio, was calculated by discounting the scheduled
cash flows through the estimated maturity using anticipated
prepayment speeds and using discount rates that reflect the
credit and interest rate risk inherent in each loan portfolio.
The fair value of the adjustable loan portfolio was estimated
by grouping the loans with similar characteristics and
comparing the characteristics of each group to the prices
quoted for similar types of loans in the secondary market.

Federal Home Loan Bank Stock
The carrying amount of FHLB stock approximates its fair
value.

Accrued Interest Receivable

The carrying amount of accrued interest receivable
approximates its fair value since it is short-term in nature
and does not present unanticipated credit concerns.
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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 estimate for deposits does not include the
benefit that results from the low cost funding provided by
the Company's existing deposits and long-term customer
relationships compared to the cost of obtaining different
sources of funding. This benefit is commonly referred to as
the core deposit intangible.

Federal Home Loan Bank Advances

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

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

Commitments to Extend Credit

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

Commitments to Sell Loans

The fair values of commitments to sell loans are estimated
using the quoted market prices for loans with similar
interest rates and terms to maturity.
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NOTE 21 HMN Financial, Inc. Financial Information (Parent Company Only)
The following are the condensed financial statements for the parent company only as of December 31, 2014 and 2013 and
for the years ended December 31, 2014, 2013 and 2012.

(Dollars in thousands) 2014 2013 2012
Condensed Balance Sheets
Assets:
Cash and cash equivalents 557 141
Investment in subsidiaries. . 73,733 88,332
L0ans reCeivable, NEt .......cc.evuirieiiieieiciieie ettt st eseenas 900 1,000
Prepaid expenses and Other @SSELS .........c.cccoerrueueueiiinirieieieeereeeeeceee et 10 79
Deferred tax asset, net . 1,022 931
TOLAL ASSELS ..ttt ettt b ettt $ 76,222 90,483
Liabilities and Stockholders' Equity:
Accrued expenses and other liabilities ...........cocvciiiiiiiiiiiiicccs $ 209 4,808
TOtal HADIIIEIES. .. c.vevieeticieeeeeeieeee ettt ettt beeaeeae b ereenas 209 4,808
Serial preferred stock. . 10,000 26,000
Common stock ............... . 91 91
Additional paid-in capital . . 50,207 51,175
Retained €arnings.............cceeueucucciininiciccicncnnenens . 77,805 72,211
Net unrealized losses on securities available for sale . (418) (674)
Unearned employee stock ownership plan shares.......... (2,610) (2,804)
Treasury stock, at cost, 4,658,323 and 4,704,313 shares... (59,062) (60,324)
Total stockholders' equity .............. . 76,013 85,675
Total liabilities and stockholders' €quity...........c.cceucuiiriiiiiiciiiiiicccicccae $ 76,222 90,483
Condensed Statements of Income
INEETESE INCOMIE ...ttt ettt ettt enes $ 1 1 3
Equity income of SUDSIAIATIES. ......c.ccuevrueueueiririeieiciinireeeece et 7,644 26,792 6,220
Compensation and DENETItS...........ccvrveirieirieireieeeee e (233) (235) (227)
Occupancy..........cceeeueee. . 24) (24) (24)
Data processing . 6) (6) (6)
Other.....ccooumiriereiincccceeneeenenee . (539) (498) (513)
Income before income tax expense . 6,843 26,030 5,453
Income tax (DENEfit) EXPENSE.....ccveuirveririeirieieieieieie ettt eeas (536) (640) 132
INELINCOMIE .ottt ettt ettt ettt et eteeaeeaeease st et et et e eaesseeveeseersereens $ 7,379 26,670 5,321
Condensed Statements of Cash Flows
Cash flows from operating activities:
INEL ITICOIMIE ...vevivievieiieteteetee et ettt ettt e et e stesaesbeesesaeeseeseeseessessessessansassessensessessneseans $ 7,379 26,670 5,321
Adjustments to reconcile net income to cash used by operating activities:
Equity income Of SUDSIAIATIES ......cvcvveuirireeieieiiinieieictcicie et (7,644) (26,792) (6,220)
Deferred income tax benefit . 92) (931) 0
Earned employee stock ownership shares priced below original cost .................. 53 21 (162)
Stock Option COMPENSATION ........vveueuiieieteieairirteieiei ettt ettt eeeee 1 4 7
Cancellation of restricted stock awards . 0 (119) 0
Amortization of restricted StoCk aWards .........cccoeveueiiennnieicninnecceccene 240 202 233
Decrease in unearned ESOP Shares ..........cccccovveveeinniniieinnneccneecenene 194 193 194
(Decrease) increase in accrued expenses and other liabilities. . (420) 47 65
Decrease (increase) in other assets..........ocvoveverveerierereeneenene . 69 (65) 22
Other, net.....cooveveveerinnircicecne . 0 (1) 0
Net cash used by operating actiVities ...........cccceeerrueueueirrinieerereniseeeeeesesenene (220) (813) (540)
Cash flows from investing activities:
Decrease (increase) in loans receivable, Net..........co.cevueerieireiniereneneeecree e 100 (200) 600
Net cash provided (used) by investing aCtivities.........cceeveereeerreerreenreeeereenens 100 (200) 600
Cash flows from financing activities:
Redemption of preferred StOCK..........ccovriieinininiiciiiccceecceeeeene (16,000) 0 0
Dividends to preferred stockholders ............coovviiiciciciiiniinicccccece (5,964) 0 0
Dividends received from Bank ...........ccooeiveiiiiiiniine e 22,500 1,000 0
Net cash provided by financing activities 536 1,000 0
Increase (decrease) in cash and cash equivalents ...............ccccccoiiiiiiinicicins 416 (13) 60
Cash and cash equivalents, beginning 0f Year ............ccccccccerrirueueioininneeecereerereeeens 141 154 94
Cash and cash equivalents, end of year............ccccccueueiiniiicceiicccceeee $ 557 141 154
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NOTE 22 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
Savings Consolidated
(Dollars in thousands) Bank Other Eliminations Total
At or for the year ended December 31, 2014:
Interest income - external customers ......................cc....coeeee.. S 20,613 0 0 20,613
Non-interest income - external customers.............................. 7,284 0 0 7,284
Intersegment interest income...................coocevieniininiinnennns 0 2 2 0
Intersegment non-interest income................cccceevvveeniiienieennns 180 7,644 (7,824) 0
Interest eXPense...........coocueeviiiriieniiieniieniee et 1,213 0 (2) 1,211
Non-interest eXPenSse. ...........ccveevueerrieerieenieenieeneeeneeeseeenneens 20,781 802 (180) 21,403
Income tax expense (benefit)................cooieriiiiiiiniiinniinns 5,438 (536) 0 4,902
NetiNCOME .........ooiiiiiiiiiiiieicct e 7,644 7,379 (7,644) 7,379
TOtal ASSELS .......ceeviiiiiiriiiiiceceeee e 576,397 76,221 (75,192) 577,426
At or for the year ended December 31, 2013:
Interest income - external CUSTOMETS ..........ccceeevvveeeeeeeeeeinnennns $ 22,983 0 0 22,983
Non-interest income - external CUSTOMETS ..........ccceeveeuveeeennenn. 7,312 0 0 7,312
Intersegment interest iNCOME .........ccueevveeveeeereerieeieeieeeeseeeneees 0 1 @) 0
Intersegment non-interest iINCOME.........ccvvreeriererereieeeeieenenenns 182 26,792 (26,974) 0
INEETESt EXPEISE ..uvvenvieniieniieieeie e see e et eeeee st eteeneeeeeeeneeneeens 3,290 0 ) 3,289
NON-INEETESt EXPENSE....nvreueieneieiieeeieriieteeieeeeeeeereesteeneeeeeeeeeneas 22,039 766 (182) 22,623
Income tax Benefit .......cccccceveviieiiiiiieeie e (13,766) (640) 0 (14,406)
NEE INCOME ...ttt 26,795 26,667 (26,792) 26,670
TOtAl ASSELS...veeuieiieieiete et 647,679 90,483 (89,540) 648,622
At or for the year ended December 31, 2012:
Interest income - external CUSTOMETS ..........ccceeevvvveeeeureeeineennn. $ 30,816 0 0 30,816
Non-interest income - external CUSTOMETS ..........ccceeeevuveeeenneen. 8,990 0 0 8,990
Intersegment iNtErest INCOME .......eeveeververeeriieieereeeeeeeneeeeens 0 4 4) 0
Intersegment non-interest iNCOME..........ccvereereeerreecreereneenieennns 186 6,220 (6,4006) 0
INLETESt EXPEINSE ..uvvenvieneieniieieeie e see et eee e seee et eneeeneeeneeneaens 7,143 0 4 7,139
NON-INETESt EXPENSE...uvrerrrenrieeieeeieriieeeeteeeeeeessaesseesseesensesnnes 24,077 779 (186) 24,670
INCOME tAX EXPEINSE ..eoveerieiieiieieeiie e siee sttt e e eneeas 0 132 0 132
INEL INCOMIE ...ttt e e e e e e e 6,228 5,313 (6,220) 5,321
TOLAl ASSELS...vveuieieieiieie ettt 653,315 64,135 (64,123) 653,327
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www_cliftonlarsonallen.com

CliftonLarsonAllen

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

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

We have audited the accompanying consolidated balance sheet of HMN Financial, Inc. and subsidiaries (the Company) as of
December 31, 2014, and the related consolidated statements of comprehensive income, stockholders’ equity, and cash flows for
the year then ended. These consolidated financial statements are the responsibility of the Company’s management. Our
responsibility is to express an opinion of these consolidated financial statements based on our audit. The consolidated balance
sheet of HMN Financial, Inc. and subsidiaries as of December 31,2013, and the related consolidated statements of comprehensive
income, stockholders’ equity, and cash flows for the years ended December 31, 2013 and 2012 were audited by other auditors
whose report dated March 11, 2014, was unqualified.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United States).
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that our audit provides a reasonable
basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial position

of HMN Financial, Inc. and subsidiaries as of December 31, 2014, and the results of their operations and their cash flows for the
year then ended in conformity with accounting principles generally accepted in the United States of America.

/%XZM@W L7

Minneapolis, Minnesota
March 13, 2015
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OTHER FINANCIAL DATA

The following tables set forth certain information as to the Bank’s Federal Home Loan Bank (FHLB) advances.

Year Ended December 31,
(Dollars in thousands) 2014 2013 2012
Maximum Balance:
FHLB QdVANCES ......coovveeeeeieee e $ 0 70,000 70,000
FHLB short-term advances ..........ccceevveeeiiereeeciieeieeeree e sveeeenes 0 70,000 70,000
Average Balance:
FHLB adVances........c.ccooueeiiieiieeiieeeieees ettt sve e 0 30,329 70,000
FHLB short-term advances .............cccceeeevviieeeiiee e 0 30,329 39,317

December 31,

2014 2013 2012
Weighted Weighted Weighted
Average Average Average
(Dollars in thousands) Amount Rate Amount Rate Amount Rate
FHLB short-term advances .......... $ 0 0.00% $ 0 0.00% $ 70,000 4.77%
FHLB long-term advances............ 0 0.00 0 0.00 0 0.00
Total .o $ 0 0.00% $ 0 0.00% $ 70,000 4.77%

Refer to Note 11 of the Notes to Consolidated Financial Statements for more information on the Bank’s FHLB advances and
Other Borrowings.
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COMMON STOCK INFORMATION

The common stock of the Company is listed on the Nasdaq Stock Market under the symbol HMNF. As of December 31, 2014,
the Company had 9,128,662 shares of common stock issued and 4,658,323 shares in treasury stock. As of December 31, 2014,
there were 605 stockholders of record and 1,026 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 13, 2015, the last
reported sale price of shares of our common stock on the Nasdaq Stock Market was $12.01 per share. The Company has not paid
a dividend on its common stock since 2008 and no common stock dividends are anticipated to be paid in 2015.

December 31, September 30, June 30, March 31, December 31, September 30,  June 28, March 28,
2014 2014 2014 2014 2013 2013 2013 2013
HIGH.......... $ 13.95 13.20 11.98 13.44 10.98 9.94 7.84 6.40
LOW ... 10.06 10.95 8.94 9.82 7.57 6.39 5.84 2.99
CLOSE....... 12.40 13.20 11.00 9.85 10.57 7.90 7.11 5.85

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
SNL Bank NASDAQ Index. The graph and table assume that $100 was invested on December 31, 2009 and that all dividends
were reinvested.

Total Return Performance

350

300 —— HMN Financial, Inc.

—=— NASDAQ Composite

250 /
—— SNL Bank NASDAQ Index /
200
L/
150

Index Value

100
50 T
0 t } } }
12/31/09 12/31/10 12/31/11 12/31/12 12/31/13 12/31/14
Period Ending

Index 12/31/09 12/31/10 12/31/11 12/31/12 12/31/13 12/31/14
HMN Financial, Inc........c.ccoeeeeennene $100.00 66.90 46.10 82.65 251.67 295.24
NASDAQ Composite.........cceeueeeen. $100.00 118.15 117.22 138.02 193.47 222.16
SNL Bank NASDAQ Index ............. $100.00 117.98 104.68 124.77 179.33 185.73
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SELECTED QUARTERLY FINANCIAL DATA

December 31, September 30, June 30,
(Dollars in thousands, except per share data) 2014 2014 2014
Selected Operations Data (3 months ended):
INtEresSt INCOME ......oooiiieiiiieeiec e $ 5,035 5,131 5,020
INterest EXPENSE......oouviiiiiiiiiieii et e 274 297 306
NEt INEreSt INCOME ....ouvvieiiieeirieeiieereeeieeereeereeereeesreeeaeeesaeeneeas 4,761 4,834 4,714
Provision for 10an 10SSES .........ccevuiiriieriieiieeie e (2,221) (989) (2,178)
Net interest income after provision for loan losses...........ccceceeunee. 6,982 5,823 6,892
Noninterest income:
Fees and service charges.........coccveeeeeeieienicneninencceneeeeeeeene 831 903 901
Loan servicing fees.......cocuvveveiieniinininicicecieectee e 271 263 263
Gain on sales 0f 10anS.........cceevviiiiiiiriieeeeceeeeeeee e 348 804 330
Other NONINtErest NCOME. .......ccveevieeeeeeerreeieereereeereesreereeereeeeeaeas 230 224 228
Total NONINtEIest INCOME.....ccuvierreererierieeiieeieeiee e eiee e 1,680 2,194 1,722
Noninterest expense:
Compensation and benefits..........ccceevvverieeniienieeiie e 3,388 3,193 3,273
(Gains) losses on real estate owned ...........cceeevevierieeciiecienieneennenn (64) (78) (1,120)
OCCUPANCY ..eieneieeiiieeiieeiteeiee st e ebee st e sbeesebeesbeessteesaseensseessseenseas 1,037 896 876
DEPOSIt INSUTANCE .....evevvevieieeieieeiierieesreeteereeeeesreeseeseessesseenseas 107 74 97
Data PrOCESSING....cveeverreriieriieieeieeeeeeeeseteeeereeaesseenseeseensesnaenneas 276 240 249
Other NONINEETESt EXPENSE...cuveererererererrreeeeeeeeereeeeeeeeeseesseenseeneens 1,073 1,100 1,089
Total NONINETESt EXPENSE....cverrerrerirerrieieeeeeiereeeieereeaeseeeneeas 5,817 5,425 4,464
Income before income tax eXPense..........cververeeerveevesveneessensnennnes 2,845 2,592 4,150
Income tax expense (benefit) .......coceveerierieeiieieeiereeeeee e 1,167 1,054 1,620
INEE INCOMC....eeuvreniieeieeeieeeieiteteeteetesteseeesseesseeseenaesnnesneesseenseenseans 1,678 1,538 2,530
Preferred stock dividends and discount ............ccceeverveniieinnnennen. (293) (360) (524)
Net income available to common stockholders ............cccceeeenenn. $ 1,385 1,178 2,006
Basic earnings per common Share...........ccocveeveeveeieseeneenieesreenenenas $ 0.34 0.29 0.50
Diluted earnings per common Share.............cocceecevieniencenenieneennen. $ 0.30 0.25 0.44
Financial Ratios:
Return on average assets!) ...........ocoovvveveveveveveccceeeeeeeeee e 1.13% 1.01% 1.62%
Return on average common equityD.........ccccovieieiiireeeiniieenens 8.74 7.89 12.32
Average equity t0 aVErage aSSELS.......coceereerueruerienienieenieeieneenieenneas 13.25 13.37 13.68
Net interest margin®®@ ... 3.42 3.31 3.20
(Dollars in thousands)
Selected Financial Condition Data:
TOtAl ASSEES ...cvviiieiieetiiectie ettt ettt et ettt et et eanas $ 577,426 594,433 609,882
Securities available for sale:
Mortgage-backed and related securities..........cccecereerierieeciennennen. 2,909 3,361 3,878
Other marketable SECUIItIEs ......c..cceveeicveeeiieiieeeieecee e 134,925 137,180 123,369
Loans held for Sale ........ccoooviiiiieciiiiieee e 2,076 1,235 3,861
Loans receivable, Net........cccvieciieeciieeiieeieecieeie e 365,113 365,572 367,667
DEPOSIES ..ttt ettt ettt 496,750 504,908 522,853
Federal Home Loan Bank advances...........ccccccceeevieeciiencieenieesreenee. 0 0 0
Stockholders” @qUILY.......coerirerieieeeiieee e 76,013 80,611 79,376

M Annualized

@ Net interest income divided by average interest-earning assets

&) Relates to the elimination of the deferred tax asset valuation reserve at December 31, 2013. See “Results of Operations
- Income Taxes” in the Management Discussion and Analysis for further information.

65



March 31, December 31, September 30, June 30, March 31,
2014 2013 2013 2013 2013
5,427 5,144 5,729 5,787 6,323
334 378 404 1,115 1,392
5,093 4,766 5,325 4,672 4,931
(1,610) (3,031) (4,330) (520) 0
6,703 7,797 9,655 5,192 4,931
823 912 929 883 789
261 257 267 257 248
346 289 433 702 678
258 170 194 145 159
1,688 1,628 1,823 1,987 1,874
3,478 3,492 3,009 2,980 3,199
68 (223) (282) (306) (19)
882 795 867 826 850
157 188 172 190 318
246 242 341 351 355
866 1,479 1,179 1,284 1,336
5,697 5,973 5,286 5,325 6,039
2,694 3,452 6,192 1,854 766
1,062 (14,644) 158 55 25
1,632 18,096 6,034 1,799 741
(532) (522) (523) (547) (476)
1,100 17,574 5,511 1,252 265
0.27 4.37 1.38 0.32 0.07
0.24 3.93 1.27 0.30 0.06
1.08% 12.23% 4.44% 1.21% 0.48%
7.61 106.72 38.17 11.78 4.90
14.23 10.77 10.54 10.05 9.82
3.59 3.37 4.10 3.28 3.34
620,775 648,622 562,565 560,974 627,086
4,462 5,213 5,973 7,042 8,586
98,031 102,743 83,714 83,251 82,438
1,425 1,502 1,180 3,212 2,210
383,020 384,615 393,322 415,534 434,634
522,383 553,930 485,921 491,753 487,645
0 0 0 0 70,000
87,226 85,675 67,376 61,162 61,053
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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,
2015 at 10:00 a.m. (Central Time) at
the Rochester Golf and Country Club,
3100 West Country Club Road,
Rochester, Minnesota.

LEGAL COUNSEL

Faegre Baker Daniels 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
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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
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