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PART T
Item 1. Business
General
Timberland Bancorp, Inc. ("Company"), a Washington corporation, was

organized on September 8, 1997 for the purpose of becoming the holding company
for Timberland Savings Bank, SSB ("Bank") upon the Bank's conversion from a
Washington-chartered mutual savings bank to a Washington-chartered stock
savings bank ("Conversion"). The Conversion was completed on January 12, 1998
through the sale and issuance of 13,225,000 shares of common stock by the
Company. At September 30, 2011, on a consolidated basis, the Company had
total assets of $738.2 million, total deposits of $592.7 million and total
shareholders' equity of $86.2 million. The Company's business activities
generally are limited to passive investment activities and oversight of its
investment in the Bank. Accordingly, the information set forth in this
report, including consolidated financial statements and related data, relates
primarily to the Bank and its subsidiary.

The Bank was established in 1915 as "Southwest Washington Savings and
Loan Association." In 1935, the Bank converted from a state-chartered mutual
savings and loan association to a federally chartered mutual savings and loan
association, and in 1972, changed its name to "Timberland Federal Savings and
Loan Association.”" 1In 1990, the Bank converted to a federally chartered
mutual savings bank under the name "Timberland Savings Bank, FSB." In 1991,
the Bank converted to a Washington-chartered mutual savings bank and changed
its name to "Timberland Savings Bank, SSB." On December 29, 2000, the Bank
changed its name to "Timberland Bank." The Bank's deposits are insured up to
applicable legal limits by the Federal Deposit Insurance Corporation ("FDIC").
The Bank has been a member of the Federal Home Loan Bank ("FHLB") System since
1937. The Bank is regulated by the Washington Department of Financial
Institutions, Division of Banks ("Division" or "DFI") and the FDIC.

The Bank is a community-oriented bank which has traditionally offered a
variety of savings products to its retail customers while concentrating its
lending activities on real estate mortgage loans. Lending activities have
historically been focused primarily on the origination of loans secured by
real estate, including construction loans and land development, one- to
four-family residential loans, multi-family loans, commercial real estate
loans and land loans. The Bank originates adjustable-rate residential
mortgage loans that do not qualify for sale in the secondary market under
Federal Home Loan Mortgage Corporation ("Freddie Mac") guidelines. The Bank
also originates commercial business loans and in 1998 established a business
banking division to increase the origination of these loans. During the past
several years, the Bank adjusted its lending strategy and began reducing its
exposure to speculative construction and land development lending.

The Company maintains a website at www.timberlandbank.com. The
information contained on that website is not included as a part of, or
incorporated by reference into, this Annual Report on Form 10-K. Other than
an investor's own internet access charges, the Company makes available free of
charge through that website the Company's Annual Report on Form 10-K,
quarterly reports on Form 10-Q and current reports on Form 8-K, and amendments
to these reports, as soon as reasonably practicable after these materials have
been electronically filed with, or furnished to, the Securities and Exchange
Commission ("SEC").

Corporate Overview

Participation in the Troubled Asset Relief Program ("TARP") Capital



Edgar Filing: TIMBERLAND BANCORP INC - Form 10-K

Purchase Program ("CPP"). On December 23, 2008, as part of the TARP CPP
established by the United States Department of the Treasury ("Treasury"), the
Company sold to the Treasury 16,641 shares of Cumulative Perpetual Preferred
Stock, Series A ("Series A Preferred Stock") and a warrant to purchase 370,889
shares of the Company's common stock, par value $0.01 per share, for an
aggregate purchase price of $16.6 million in cash. For additional
information regarding the TARP CPP transaction, see Item 1A, "Risk Factors -
Risks specific to our participation in TARP."

Agreements with Banking Regulators. In December 2009, the FDIC
determined that the Bank required supervisory attention and agreed to terms on
a Memorandum of Understanding (the "Bank MOU") with the Bank. The terms of the
Bank MOU restrict the Bank from certain activities, and require that the Bank
obtain the prior written approval, or nonobjection, of the FDIC and/or the DFI
to engage in certain activities.

In addition, on February 1, 2010, the Federal Reserve Bank of San
Francisco ("FRB") determined that the Company required additional supervisory
attention and entered into a Memorandum of Understanding with the Company (the
"Company MOU"). Under the agreement, the Company must among other things
obtain prior written approval, or non-objection, from the FRB to declare or
pay any dividends, or make any other capital distributions; issue any trust
preferred securities; or purchase or redeem any of its stock. The FRB has
denied the Company's requests to pay dividends on its Series A Preferred Stock
issued under the TARP CPP for the quarterly payments due for the last six
quarters beginning with the payments due on May 15, 2010. If dividends on the
Series A Preferred Stock are not paid for six quarters, whether or not
consecutive, the Treasury has the right to appoint two members to the Board of
Directors of the Company. There can be no assurances that our regulators will
approve such payments or dividends in the future.

For additional information regarding the Bank MOU and Company MOU, see
"Item 1A, Risk Factors - The Company and the Bank are required to comply with
the terms of separate memoranda of understanding issued by their respective
regulators and lack of compliance could result in additional regulatory
actions."

Market Area

The Bank considers Grays Harbor, Pierce, Thurston, Kitsap, King and Lewis
counties, Washington as its primary market areas. The Bank conducts
operations from:

* its main office in Hoquiam (Grays Harbor County);

* five branch offices in Grays Harbor County (Ocean Shores, Montesano,
Elma, and two branches in Aberdeen);

* five branch offices in Pierce County (Edgewood, Puyallup, Spanaway,
Tacoma, and Gig Harbor);

* five branch offices in Thurston County (Olympia, Yelm, Tumwater, and
two branches in Lacey);

* two branch offices in Kitsap County (Poulsbo and Silverdale);
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* a branch office in King County (Auburn); and
* three branch offices in Lewis County (Winlock, Toledo and Chehalis).
For additional information, see "Item 2. Properties."

Hoquiam, with a population of approximately 9,000, is located in Grays
Harbor County which is situated along Washington State's central Pacific
coast. Hoquiam is located approximately 110 miles southwest of Seattle and
145 miles northwest of Portland, Oregon.

The Bank considers its primary market area to include six submarkets:
primarily rural Grays Harbor County with its historical dependence on the
timber and fishing industries; Pierce, Thurston and Kitsap counties with their
dependence on state and federal government; King County with its broadly
diversified economic base; and Lewis County with its dependence on retail
trade, manufacturing, industrial services and local government. Each of these
markets presents operating risks to the Bank. The Bank's expansion into
Pierce, Thurston, Kitsap, King and Lewis counties represents the Bank's
strategy to diversify its primary market area to become less reliant on the
economy of Grays Harbor County.

Grays Harbor County has a population of 73,000 according to the U.S.
Census Bureau 2010 estimates and a median family income of $56,600 according
to 2011 estimates from the Department of Housing and Urban Development
("HUD"). The economic base in Grays Harbor County has been historically
dependent on the timber and fishing industries. Other industries that support
the economic base are tourism, agriculture, shipping, transportation and
technology. According to the Washington State Employment Security Department,
the unemployment rate in Grays Harbor County increased to 12.5% at September
30, 2011 from 11.4% at September 30, 2010. The median price of a resale home
in Grays Harbor County for the quarter ended September 30, 2011 decreased 3.1%
to $126,000 from $130,000 for the comparable prior year period. The number of
home sales increased 20.8% for the quarter ended September 30, 2011 compared
to the same quarter one year earlier. The Bank has six branches (including
its home office) located throughout the county. The downturn in Grays Harbor
County's economy and the decline in real estate values since 2008 have had a
negative effect on the Bank's profitability in this market area.

Pierce County is the second most populous county in the state and has a
population of 795,000 according to the U.S. Census Bureau 2010 estimates. The
county's median family income is $70,800 according to 2011 HUD estimates. The
economy in Pierce County is diversified with the presence of military related
government employment (Joint Base Lewis-McChord), transportation and shipping
employment (Port of Tacoma), and aerospace related employment (Boeing).
According to the Washington State Employment Security Department, the
unemployment rate for the Pierce County area increased to 9.3% at September
30, 2011 from 8.7% at September 30, 2010. The median price of a resale home in
Pierce County for the quarter ended September 30, 2011 decreased 12.5% to
$192,500 from $220,000 for the comparable prior year period. The number of
home sales increased 34.8% for the quarter ended September 30, 2011 compared
to the same quarter one year earlier. The Bank has five branches in Pierce
County and these branches have historically been responsible for a substantial
portion of the Bank's construction lending activities. The downturn in Pierce
County's economy and the decline in real estate values since 2008 have had a
negative effect on the Bank's profitability in this market area.
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Thurston County has a population of 252,000 according to the U.S. Census
Bureau 2010 estimates and a median family income of $74,000 according to 2011
HUD estimates. Thurston County is home of Washington State's capital
(Olympia) and its economic base is largely driven by state government related
employment. According to the Washington State Employment Security Department,
the unemployment rate for the Thurston County area increased to 8.0% at
September 30, 2011 from 7.2% in 2010. The median price of a resale home in
Thurston County for the quarter ended September 30, 2011 decreased 3.2% to
$223,600 from $231,000 for the same quarter one year earlier. The number of
home sales decreased 0.6% for the quarter ended September 30, 2011 compared to
the same quarter one year earlier. The Bank has five branches in Thurston
County. This county has historically had a stable economic base primarily
attributable to the state government presence; however the downturn in
Thurston County's economy and the decline in real estate values since 2008
have had a negative effect on the Bank's profitability in this market area.

Kitsap County has a population of 251,000 according to the U.S. Census
Bureau 2010 estimates and a median family income of $74,500 according to 2011

HUD estimates. The Bank has two branches in Kitsap County. The economic base
of Kitsap County is largely supported by military related government
employment through the United States Navy. According to the Washington State

Employment Security Department, the unemployment rate for the Kitsap County
area increased to 7.5% at September 30, 2011 from 7.0% at September 30, 2010.
The median price of a resale home in Kitsap County for the quarter ended
September 30, 2011 increased 0.2% to $235,500 from $235,000, the same quarter
one year earlier. The number of home sales increased 11.0% for the quarter
ended September 30, 2011 compared to the same quarter one year earlier. The
downturn in Kitsap County's economy and the decline in real estate values
since 2008 have had a negative effect on the Bank's profitability in this
market area.

King County is the most populous county in the state and has a population
of 1.9 million according to the U.S. Census Bureau 2010 estimates. The Bank
has one branch in King County. The county's median family income is $86,800
according to 2011 HUD estimates. King County's economic base is diversified
with many industries including shipping, transportation, aerospace (Boeing),
computer technology and biotech industries. According to the Washington State
Employment Security Department, the unemployment rate for the King County area
decreased to 8.1% at September 30, 2011 from 8.4% at September 30, 2010. The
median price of a resale home in King County for the quarter ended September
30, 2011 decreased 6.8% to $350,000 from $375,500, for the same quarter one
year earlier. The

number of home sales increased 27.3% for the quarter ended September 30, 2011
compared to the same quarter one year earlier. The downturn in King County's
economy and the decline in real estate values since 2008 have had a negative
effect on the Bank's profitability in this market area.

Lewis County has a population of 75,000 according to the U.S. Census
Bureau 2010 estimates and a median family income of $56,600 according to 2011
HUD estimates. The economic base in Lewis County is supported by
manufacturing, retail trade, local government and industrial services.
According to the Washington State Employment Security Department, the
unemployment rate in Lewis County increased to 12.1% at September 30, 2011
from 11.7% at September 30, 2010. The median price of a resale home in Lewis
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County for the quarter ended September 30, 2011 decreased 12.6% to $141,100
from $161,500, for the same quarter one year earlier. The number of home
sales increased 54.2% for the quarter ended September 30, 2011 compared to the
same quarter one year earlier. The Bank currently has three branches located
in Lewis County. The downturn in Lewis County's economy and the decline in
real estate values since 2008 have had a negative effect on the Bank's
profitability in this market area.

Lending Activities

General. Historically, the principal lending activity of the Bank has
consisted of the origination of loans secured by first mortgages on
owner—-occupied, one- to four-family residences, loans secured by commercial
real estate and loans for the construction of one- to four-family residences.
During the past several years, the Bank adjusted its lending strategy and
began reducing its exposure to speculative construction and land development
lending. The Bank's net loans receivable, including loans held for sale,
totaled $528.0 million at September 30, 2011, representing 71.5% of
consolidated total assets, and at that date commercial real estate,
construction and land development loans (including undisbursed loans in
process), and land loans were $347.8 million, or 62.1%, of total loans.
Construction and land development loans and commercial real estate loans
typically have higher rates of return than one- to four-family loans; however,

they also present a higher degree of risk. See "- Lending Activities -
Commercial Real Estate Lending," "- Lending Activities - Construction and Land
Development Lending" and "- Lending Activities - Land Lending."

The Bank's internal loan policy limits the maximum amount of loans to one
borrower to 25% of its Tier 1 capital. At September 30, 2011, the maximum
amount which the Bank could have lent to any one borrower and the borrower's
related entities was approximately $18.6 million under this policy. At
September 30, 2011, the largest amount outstanding to any one borrower and the
borrower's related entities was $14.0 million. These loans were secured by
commercial buildings located in Pierce and Kitsap counties. These loans were
all performing according to the loan repayment terms at September 30, 2011.
The next largest amount outstanding to any one borrower and the borrower's
related entities was $10.3 million (including $1.5 million in undisbursed
loans in process). These loans were secured by a condominium construction
project, a commercial building, several one- to four-family properties, and
several land parcels. All of the loans were secured by properties located in
Grays Harbor County, except for one property located in Clark County and one
property located in Clatsop County, Oregon. These loans were performing
according to their loan repayment terms at September 30, 2011.

Loan Portfolio Analysis. The following table sets forth the composition
of the Bank's loan portfolio by type of loan as of the dates indicated.

At September 30,

(Dollars in thousands)
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Mortgage Loans:
One- to four-

family (1) .... $114,680 20.47% $121,014 21.65% $110,556
Multi-family.. 30,982 5.53 32,267 5.77 25,638
Commercial.... 246,037 43.92 208,002 37.21 188,205
Construction

and land

development. . 52,484 9.37 69,271 12.39 139,728
Land.......... 49,236 8.79 62,999 11.27 65,642

loans....... 493,419 88.08 493,553 88.29 529,769

Consumer Loans:
Home equity
and second

Commercial
business

Total loans.. 560,177 100.00% 559,036 100.00% 595,117

Less:
Undisbursed
portion of
construction
loans in
pProcess...... (18,265) (17,952) (31,298)
Deferred loan
origination
fees......... (1,942) (2,229) (2,439)
Allowance for
loan losses.. (11, 9406) (11, 264) (14,172)
Total loans
receivable,

(1) Includes loans held-for-sale of $4.0 million, $3.0 million,

September 30, 2011, 2010, 2009, 2008 and 2007, respectively.

Residential One- to Four-Family Lending. At September 30,

18.58% $112,299
4.31 25,927
31.62 146,223
23.48 186,344
11.03 60,701
89.02 531,494
7.01 48,690
1.66 10, 635
8.67 59,325
2.31 21,018
100.00% 611,837
(43,353)
(2,747)
(8,050)
$557, 687
$630, 000,
2011, $114.7

million, or 20.5%, of the Bank's loan portfolio consisted of loans secured by
one- to four-family residences. The Bank originates both fixed-rate loans and

adjustable-rate loans.

Generally, one- to four-family fixed-rate loans and five and seven year
balloon reset loans (which are loans that are originated with a fixed interest
rate for the initial five or seven years, and thereafter incur one interest

18.
.24
23.

35%

90

$102,
35,
127,

186,
60,

(65,

$1.8 million and $757,
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rate change in which the new rate remains in effect for the remainder of the
loan term) are originated to meet the requirements for sale in the secondary
market to Freddie Mac. From time to time, however, a portion of these
fixed-rate loans, which include five and seven year balloon reset loans, may
be retained in the loan portfolio to meet the Bank's asset/liability
management objectives. The Bank uses an automated underwriting program, which
preliminarily qualifies a loan as conforming to Freddie Mac underwriting
standards when the loan is originated. At September 30, 2011, $53.7 million,
or 46.8%, of the Bank's one- to four-family loan portfolio consisted of
fixed-rate mortgage loans.

The Bank also offers adjustable-rate mortgage ("ARM") loans. All of the
Bank's ARM loans are retained in its loan portfolio and not sold. The Bank
offers several ARM products which adjust annually after an initial period
ranging from one to five years and are typically subject to a limitation on
the annual increase of 2% and an overall limitation of 6%. These ARM products
generally are priced utilizing the weekly average yield on one year U.S.
Treasury securities adjusted to a constant maturity of one year plus a margin
of 2.88% to 4.00%. Loans tied to the prime rate or to the London Inter-Bank
Offered Rate ("LIBOR") indices typically do not have periodic, or lifetime
adjustment limits. Loans tied to these indices normally have margins ranging
up to 3.5%. ARM loans held in the Bank's portfolio do not permit negative
amortization of principal. Borrower demand for ARM loans versus fixed-rate
mortgage loans is a function of the level of interest rates, the expectations
of changes in the level of interest rates and the difference between the
initial interest rates and fees charged for each type of loan. The relative
amount of fixed-rate mortgage loans and

ARM loans that can be originated at any time is largely determined by the
demand for each in a competitive environment. At September 30, 2011, $61.0
million, or 53.2%, of the Bank's one- to four- family loan portfolio consisted
of ARM loans.

A portion of the Bank's ARM loans are "non-conforming" because they do
not satisfy acreage limits, or various other requirements imposed by Freddie
Mac. Some of these loans are also originated to meet the needs of borrowers
who cannot otherwise satisfy Freddie Mac credit requirements because of
personal and financial reasons (i.e., divorce, bankruptcy, length of time
employed, etc.), and other aspects, which do not conform to Freddie Mac's
guidelines. Such borrowers may have higher debt-to-income ratios, or the
loans are secured by unique properties in rural markets for which there are no
sales of comparable properties to support the value according to secondary
market requirements. These loans are known as non-conforming loans and the
Bank may require additional collateral or lower loan-to-value ratios to reduce
the risk of these loans. The Bank believes that these loans satisfy a need in
its local market area. As a result, subject to market conditions, the Bank
intends to continue to originate these types of loans.

The retention of ARM loans in the Bank's loan portfolio helps reduce the

Bank's exposure to changes in interest rates. There are, however,
unquantifiable credit risks resulting from the potential of increased interest
to be paid by the customer as a result of increases in interest rates. It is

possible that during periods of rising interest rates the risk of default on
ARM loans may increase as a result of repricing and the increased costs to the
borrower. The Bank attempts to reduce the potential for delinquencies and
defaults on ARM loans by qualifying the borrower based on the borrower's

10
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ability to repay the ARM loan assuming that the maximum interest rate that
could be charged at the first adjustment period remains constant during the
loan term. Another consideration is that although ARM loans allow the Bank to
increase the sensitivity of its asset base due to changes in the interest
rates, the extent of this interest sensitivity is limited by the periodic and
lifetime interest rate adjustment limits. Because of these considerations,
the Bank has no assurance that yield increases on ARM loans will be sufficient
to offset increases in the Bank's cost of funds.

While fixed-rate, single-family residential mortgage loans are normally
originated with 15 to 30 year terms, these loans typically remain outstanding
for substantially shorter periods because borrowers often prepay their loans
in full upon sale of the property pledged as security or upon refinancing the
original loan. In addition, substantially all mortgage loans in the Bank's
loan portfolio contain due-on-sale clauses providing that the Bank may declare
the unpaid amount due and payable upon the sale of the property securing the
loan. Typically, the Bank enforces these due-on-sale clauses to the extent
permitted by law and as business judgment dictates. Thus, average loan
maturity is a function of, among other factors, the level of purchase and sale
activity in the real estate market, prevailing interest rates and the interest
rates received on outstanding loans.

The Bank requires that fire and extended coverage casualty insurance be
maintained on all of its real estate secured loans and flood insurance, if
appropriate.

The Bank's lending policies generally limit the maximum loan-to-value
ratio on mortgage loans secured by owner-occupied properties to 95% of the
lesser of the appraised value or the purchase price. However, the Bank
usually obtains private mortgage insurance ("PMI") on the portion of the
principal amount that exceeds 80% of the appraised value of the security
property. The maximum loan-to-value ratio on mortgage loans secured by
non-owner-occupied properties is generally 80% (90% for loans originated for

sale in the secondary market to Freddie Mac). At September 30, 2011, nine
single family loans totaling $2.2 million were not performing according to
their terms. See "- Lending Activities - Non-performing Loans and
Delinquencies."

Construction and Land Development Lending. Prompted by unfavorable
economic conditions in its primary market area in the 1980s, the Bank sought
to establish a market niche and, as a result, began originating construction
loans outside of Grays Harbor County. In recent periods, construction lending
activities have been primarily in the Pierce, King, Thurston, Grays Harbor,
and Kitsap County markets although, as a result of the current economic
environment, the Bank has sharply curtailed speculative construction and land
development lending.

The Bank currently originates three types of residential construction
loans: (1) custom construction loans, (ii) owner/builder construction loans
and (iii) speculative construction loans (on a limited basis). The Bank
believes that

its computer tracking system has enabled it to establish processing and
disbursement procedures to meet the needs of these borrowers. The Bank also
originates construction loans for the development of multi-family and
commercial properties.
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At September 30, 2011 and 2010, the composition of the Bank's construction
and land development loan portfolio was as follows:

At September 30,

Outstanding Percent of Outstanding Percent of
Balance Total Balance Total

(Dollars in thousands)

Custom and owner/builder

construction.............. $26,205 49.93% $30, 945 44 .67%
Speculative construction... 1,919 3.66 4,777 6.90
Multi-family (including

condominium) .......ii.... 9,322 17.76 3,587 5.18
Land development........... 2,175 4.14 6,434 9.29
Commercial real estate..... 12,863 24 .51 23,528 33.96

Total. . ieeeenn $52,484 100.00% $69,271 100.00%

Custom construction loans are made to home builders who, at the time of
construction, have a signed contract with a home buyer who has a commitment to
purchase the finished home. Custom construction loans are generally
originated for a term of six to 12 months, with fixed interest rates currently
ranging from 7.00% to 7.88% and with loan-to-value ratios of 80% of the
appraised estimated value of the completed property or sales price, whichever
is less.

Owner/builder construction loans are originated to home owners rather
than home builders and are typically converted to or refinanced into permanent
loans at the completion of construction. The construction phase of an
owner/builder construction loan generally lasts up to 12 months with fixed
interest rates currently ranging from 7.00% to 7.88%, and with loan-to-value
ratios of 80% (or up to 95% with PMI) of the appraised estimated value of the
completed property. At the completion of construction, the loan is converted
to or refinanced into either a fixed-rate mortgage loan, which conforms to
secondary market standards, or an ARM loan for retention in the Bank's
portfolio. At September 30, 2011, custom and owner/builder construction loans
totaled $26.2 million, or 49.9%, of the total construction and land
development loan portfolio. At September 30, 2011, the largest outstanding
custom and owner/builder construction loan had an outstanding balance of
$980,000 (including $905,000 of undisbursed loans in process) and was
performing according to its repayment terms.

Speculative construction loans are made to home builders and are termed
"speculative" because the home builder does not have, at the time of loan
origination, a signed contract with a home buyer who has a commitment for
permanent financing with either the Bank or another lender for the finished
home. The home buyer may be identified either during or after the
construction period, with the risk that the builder will have to debt service
the speculative construction loan and finance real estate taxes and other
carrying costs of the completed home for a significant time after the
completion of construction until the home buyer is identified and a sale is
consummated. Historically, the Bank has originated loans to approximately 50
builders located in the Bank's primary market area, each of which generally
would have one to eight speculative loans outstanding from the Bank during a
12 month period. Rather than originating lines of credit to home builders to
construct several homes at once, the Bank generally originates and underwrites
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a separate loan for each home. Speculative construction loans are generally
originated for a term of 12 months, with current rates ranging from 4.75% to
6.50%, and with a loan-to-value ratio of no more than 80% of the appraised
estimated value of the completed property. The Bank is currently originating
speculative construction loans on a limited basis. At September 30, 2011,
speculative construction loans totaled $1.9 million, or 3.7%, of the total
construction and land development loan portfolio. At September 30, 2011, the
Bank had two borrowers each with aggregate outstanding speculative loan
balances of more than $500,000. The largest aggregate outstanding balance to
one borrower for speculative construction loans totaled $861,000 (including

$277,000 of undisbursed loans in process), all of which were
7
performing according to the loan repayment terms. The largest outstanding

balance for a single speculative loan was $700,000 and was performing
according to its restructured terms. At September 30, 2011, all speculative
construction loans were performing according to their original or restructured
terms. See "- Lending Activities - Non-performing Loans and Delinquencies."

The Bank historically originated loans to real estate developers with
whom it had established relationships for the purpose of developing
residential subdivisions (i.e., installing roads, sewers, water and other
utilities) (generally with ten to 50 lots). The Bank is not currently
originating any new land development loans. At September 30, 2011, the Bank
had nine land development loans totaling $2.2 million, or 4.1% of construction
and land development loans receivable. Land development loans are secured by
a lien on the property and typically made for a period of two to five years
with fixed or variable interest rates, and are made with loan-to-value ratios
generally not exceeding 75%. Land development loans are generally structured
so that the Bank is repaid in full upon the sale by the borrower of
approximately 80% of the subdivision lots. A majority of the Bank's land
development loans are secured by property located in its primary market area.
In addition, in the case of a corporate borrower, the Bank also generally
obtains personal guarantees from corporate principals and reviews their
personal financial statements. At September 30, 2011, the Bank had seven land
development loans totaling $1.9 million that were not performing according to
their terms. The non-performing loans consisted of:

* Four loans totaling $756,000 secured by land development projects in
King County;

* One loan with a balance of $837,000 secured by a land development
project in Lewis County;

* One loan with a balance of $225,000 secured by a land development
project in Pierce County; and

* One loan with a balance of $63,000 secured by a land development
project in Grays Harbor County.

Land development loans secured by land under development involve greater
risks than one- to four-family residential mortgage loans because these loans
are advanced upon the predicted future value of the developed property upon
completion. If the estimate of the future value proves to be inaccurate, in
the event of default and foreclosure the Bank may be confronted with a
property the value of which is insufficient to assure full repayment. The
Bank has historically attempted to minimize this risk by generally limiting
the maximum loan-to-value ratio on land loans to 75% of the estimated
developed value of the secured property. The Bank is not currently
originating any new land development loans.
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The Bank also provides construction financing for multi-family and
commercial properties. At September 30, 2011, these loans amounted to $22.2
million, or 42.3% of construction and land development loans. These loans are
secured by condominiums, apartment buildings, mini-storage facilities, office
buildings, hotels and retail rental space predominantly located in the Bank's
primary market area. At September 30, 2011, the largest outstanding
multi-family construction loan was secured by an apartment building project in
Thurston County and had a balance of $6.5 million (including $2.5 million of
undisbursed loans in process) and was performing according to its terms. At
September 30, 2011, the largest outstanding commercial real estate
construction loan had a balance of $6.1 million (including $4.4 million of
undisbursed loans in process). This loan was secured by a medical office
building being constructed in Thurston County and was performing according to
its terms.

All construction loans must be approved by a member of one of the Bank's
Loan Committees or the Bank's Board of Directors, or in the case of one- to
four-family construction loans meeting Freddie Mac guidelines, by a qualified
Bank underwriter. See "- Lending Activities - Loan Solicitation and
Processing." Prior to preliminary approval of any construction loan
application, an independent fee appraiser inspects the site and the Bank
reviews the existing or proposed improvements, identifies the market for the
proposed project and analyzes the pro forma data and assumptions on the
project. In the case of a speculative or custom construction loan, the Bank
reviews the experience and expertise of the builder. After preliminary
approval has been given, the application is processed, which includes
obtaining credit reports, financial statements and tax returns on the
borrowers and guarantors, an independent appraisal of the project, and any
other expert reports necessary to evaluate the proposed project. In the event
of cost overruns, the Bank generally requires that the borrower increase the
funds available for construction by depositing its own funds into a secured
savings account, the proceeds of which are used to pay construction costs.

Loan disbursements during the construction period are made to the
builder, materials supplier or subcontractor, based on a line item budget.
Periodic on-site inspections are made by qualified independent inspectors to
document the reasonableness of draw requests. For most builders, the Bank
disburses loan funds by providing vouchers to borrowers, which when used by
the borrower to purchase supplies are submitted by the supplier to the Bank
for payment.

The Bank regularly monitors construction loan disbursements using an
internal monitoring system which the Bank believes reduces many of the risks
inherent with construction lending.

The Bank originates construction loan applications primarily through
customer referrals, contacts in the business community and occasionally real
estate brokers seeking financing for their clients.

Construction lending affords the Bank the opportunity to achieve higher
interest rates and fees with shorter terms to maturity than does its
single-family permanent mortgage lending. Construction lending, however, 1is
generally considered to involve a higher degree of risk than single-family
permanent mortgage lending because of the inherent difficulty in estimating
both a property's value at completion of the project and the estimated cost of
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the project. The nature of these loans is such that they are generally more
difficult to evaluate and monitor. If the estimate of construction cost
proves to be inaccurate, the Bank may be required to advance funds beyond the
amount originally committed to permit completion of the project. If the
estimate of value upon completion proves to be inaccurate, the Bank may be
confronted with a project whose value is insufficient to assure full repayment
and it may incur a loss. Projects may also be jeopardized by disagreements
between borrowers and builders and by the failure of builders to pay
subcontractors. Loans to builders to construct homes for which no purchaser
has been identified carry more risk because the payoff for the loan depends on
the builder's ability to sell the property prior to the time that the
construction loan is due. The Bank has sought to address these risks by
adhering to strict underwriting policies, disbursement procedures, and
monitoring practices. The Bank's construction loans are primarily secured by
properties in its primary market area, and changes in the local and state
economies and real estate markets have adversely affected the Bank's
construction loan portfolio.

Multi-Family Lending. At September 30, 2011, the Bank had $31.0 million,
or 5.5% of the Bank's total loan portfolio, secured by multi-family dwelling
units (more than four units) located primarily in the Bank's primary market
area. Multi-family loans are generally originated with variable rates of
interest ranging from 2.00% to 3.50% over the one-year constant maturity U.S.
Treasury Bill Index or a matched term FHLB advance, with principal and
interest payments fully amortizing over terms of up to 30 years. At September
30, 2011 the Bank's largest multi-family loan had an outstanding principal
balance of $3.5 million and was secured by an apartment building located in
the Bank's primary market area. At September 30, 2011, this loan was
performing according to its terms. At September 30, 2011, one multi-family
loan with a balance of $1.4 million was not performing according to its
repayment terms. See "- Lending Activities - Non-performing Loans and
Delinquencies."

The maximum loan-to-value ratio for multi-family loans 1is generally
limited to not more than 80%. The Bank generally requests its multi-family
loan borrowers with loan balances in excess of $750,000 to submit financial
statements and rent rolls on the properties securing such loans. The Bank
also inspects such properties annually. The Bank generally imposes a minimum
debt coverage ratio of approximately 1.20 for loans secured by multi-family
properties.

Multi-family mortgage lending affords the Bank an opportunity to receive
interest at rates higher than those generally available from one- to four-
family residential lending. However, loans secured by multi-family properties
usually are greater in amount, more difficult to evaluate and monitor and,
therefore, involve a greater degree of risk than one- to four-family
residential mortgage loans. Because payments on loans secured by multi-family
properties are often dependent on the successful operation and management of
the properties, repayment of such loans may be affected by adverse conditions
in the real estate market or the economy. The Bank seeks to minimize these
risks by scrutinizing the financial condition of the borrower, the quality of
the collateral and the management of the property securing the loan. If the
borrower is other than an individual, the Bank also generally obtains personal
guarantees from the principals based on a review of personal financial
statements.

Commercial Real Estate Lending. Commercial real estate loans totaled
$246.0 million, or 43.9% of the total loan portfolio at September 30, 2011.
The Bank originates commercial real estate loans generally at variable
interest
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rates and these loans are secured by properties, such as restaurants, motels,
mini-storage facilities, office buildings and retail/wholesale facilities,
located in the Bank's primary market area. At September 30, 2011, the largest
commercial real estate loan was secured by an office building in Pierce County
and had a balance of $6.2 million and was performing according to its terms.
At September 30, 2011, eight commercial real estate loans totaling $6.6
million were not performing according to their terms. See "- Lending
Activities - Non-performing Loans and Delinquencies."

The Bank typically requires appraisals of properties securing commercial
real estate loans. For loans that are less than $250,000, the Bank may use
the tax assessed value and a property inspection in lieu of an appraisal.
Appraisals are performed by independent appraisers designated by the Bank, all
of which are reviewed by management. The Bank considers the quality and
location of the real estate, the credit history of the borrower, the cash flow
of the project and the quality of management involved with the property. The
Bank generally imposes a minimum debt coverage ratio of approximately 1.20 for
originated loans secured by income producing commercial properties.
Loan-to-value ratios on commercial real estate loans are generally limited to
not more than 80%. If the borrower is other than an individual, the Bank also
generally obtains personal guarantees from the principals based on a review of
personal financial statements.

Commercial real estate lending affords the Bank an opportunity to receive
interest at rates higher than those generally available from one- to
four-family residential lending. However, loans secured by such properties
usually are greater in amount, more difficult to evaluate and monitor and,
therefore, involve a greater degree of risk than one- to four-family
residential mortgage loans. Because payments on loans secured by commercial
properties often depend upon the successful operation and management of the
properties, repayment of these loans may be affected by adverse conditions in
the real estate market or the economy. The Bank seeks to minimize these risks
by generally limiting the maximum loan-to-value ratio to 80% and scrutinizing
the financial condition of the borrower, the quality of the collateral and the
management of the property securing the loan. The Bank also requests annual
financial information and rent rolls on the subject property from the
borrowers on loans over $750,000.

Land Lending. The Bank has historically originated loans for the
acquisition of land upon which the purchaser can then build or make
improvements necessary to build or to sell as improved lots. Currently the
Bank is not offering land loans to new customers and is attempting to decrease
its land loan portfolio. At September 30, 2011, land loans totaled $49.2
million, or 8.8% of the Bank's total loan portfolio as compared to $63.0
million, or 11.3% of the Bank's total loan portfolio at September 30, 2010.
Land loans originated by the Bank generally have maturities of five to ten
years. The largest land loan had an outstanding balance of $4.1 million at
September 30, 2011 and was performing according to its repayment terms. At
September 30, 2011, 31 land loans totaling $8.9 million were not performing
according to their terms. See "- Lending Activities - Non-performing Loans
and Delinquencies."

Loans secured by undeveloped land or improved lots involve greater risks
than one- to four-family residential mortgage loans because these loans are
more difficult to evaluate. 1If the estimate of value proves to be inaccurate,
in the event of default and foreclosure the Bank may be confronted with a
property the value of which is insufficient to assure full repayment. The
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Bank attempts to minimize this risk by generally limiting the maximum
loan-to-value ratio on land loans to 75%.

Consumer Lending. Consumer loans generally have shorter terms to
maturity and higher interest rates than mortgage loans. Consumer loans
include home equity lines of credit, second mortgage loans, savings account
loans, automobile loans, boat loans, motorcycle loans, recreational vehicle
loans and unsecured loans. Consumer loans are made with both fixed and
variable interest rates and with varying terms. At September 30, 2011,
consumer loans amounted to $44.2 million, or 7.9%, of the total loan
portfolio.

At September 30, 2011, the largest component of the consumer loan
portfolio consisted of second mortgage loans and home equity lines of credit,
which totaled $36.0 million, or 6.4%, of the total loan portfolio. Home
equity lines of credit and second mortgage loans are made for purposes such as
the improvement of residential properties, debt consolidation and education
expenses, among others. The majority of these loans are made to existing
customers and are secured by a first or second mortgage on residential
property. The loan-to-value ratio is typically 80% or less, when taking into
account both the first and second mortgage loans. Second mortgage loans
typically carry fixed interest rates with a fixed payment over a term between
five and 15 years. Home equity lines of credit are generally made at interest

10

rates tied to the prime rate or the 26 week Treasury Bill. Second mortgage
loans and home equity lines of credit have greater credit risk than one- to
four-family residential mortgage loans because they are secured by mortgages
subordinated to the existing first mortgage on the property, which may or may
not be held by the Bank.

Consumer loans entail greater risk than do residential mortgage loans,
particularly in the case of consumer loans that are unsecured or secured by
rapidly depreciating assets such as automobiles. 1In such cases, any
repossessed collateral for a defaulted consumer loan may not provide an
adequate source of repayment of the outstanding loan balance as a result of
the greater likelihood of damage, loss or depreciation. The remaining
deficiency often does not warrant further substantial collection efforts
against the borrower beyond obtaining a deficiency judgment. In addition,
consumer loan collections are dependent on the borrower's continuing financial
stability, and are more likely to be adversely affected by job loss, divorce,
illness or personal bankruptcy. Furthermore, the application of various
federal and state laws, including federal and state bankruptcy and insolvency
laws, may limit the amount that can be recovered on such loans. The Bank
believes that these risks are not as prevalent in the case of the Bank's
consumer loan portfolio because a large percentage of the portfolio consists
of second mortgage loans and home equity lines of credit that are underwritten
in a manner such that they result in credit risk that is substantially similar
to one- to four-family residential mortgage loans. At September 30, 2011,
five consumer loans totaling $367,000 were delinquent in excess of 90 days.
See "- Lending Activities - Non-performing Loans and Delinquencies."

Commercial Business Lending. Commercial business loans totaled $22.5
million, or 4.0% of the loan portfolio at September 30, 2011. Commercial
business loans are generally secured by business equipment, accounts
receivable, inventory or other property and are made at variable rates of
interest equal to a negotiated margin above the prime rate. The Bank also

17



Edgar Filing: TIMBERLAND BANCORP INC - Form 10-K

generally obtains personal guarantees from the principals based on a review of
personal financial statements. The largest commercial business loan had an
outstanding balance of $2.0 million at September 30, 2011 and was performing
according to its terms. At September 30, 2011, three commercial business
loans totaling $44,000 were not performing according to their repayment terms.
See "- Lending Activities - Non-performing Loans and Delinquencies."

Commercial business lending generally involves greater risk than
residential mortgage lending and involves risks that are different from those
associated with residential and commercial real estate lending. Real estate
lending is generally considered to be collateral based lending with loan
amounts based on predetermined loan to collateral values and ligquidation of
the underlying real estate collateral is viewed as the primary source of
repayment in the event of borrower default. Although commercial business
loans are often collateralized by equipment, inventory, accounts receivable or
other business assets, the liquidation of collateral in the event of a
borrower default is often an insufficient source of repayment because accounts
receivable may be uncollectible and inventories and equipment may be obsolete
or of limited use, among other things. Accordingly, the repayment of a
commercial business loan depends primarily on the creditworthiness of the
borrower (and any guarantors), while liquidation of collateral is a secondary
and often insufficient source of repayment.

11

Loan Maturity. The following table sets forth certain information at
September 30, 2011 regarding the dollar amount of loans maturing in the Bank's
portfolio based on their contractual terms to maturity, but does not include
scheduled payments or potential prepayments. Loans having no stated maturity
and overdrafts are reported as due in one year or less.

After After After
1 Year 3 Years 5 Years
Within Through Through Through After
1 Year 3 Years 5 Years 10 Years 10 Years Total

(In thousands)
Mortgage loans:
One- to four-

family (1) ......... $ 6,375 $ 6,769 $ 1,780 $ 10,909 $ 88,847 $114,680
Multi-family........ 7,274 941 547 21,650 570 30,982
Commercial.......... 7,829 24,026 34,738 172,812 6,632 246,037
Construction and

land

development (2) ..... 45,529 187 6,768 - - 52,484
Land. ..o eeennnn. 15,797 21,004 7,594 2,778 2,063 49,236

Consumer loans:
Home equity and

second mortgage.... 7,771 2,068 2,302 7,179 16,688 36,008
Other............... 3,099 725 429 695 3,292 8,240
Commercial business
10ANS .ttt 11,154 1,303 1,975 6,214 1,864 22,510
Total..oeeeeeeenenn.. $104,828 $57,023 $56,133 $222,237 $119,956 560,177
Less:

Undisbursed portion
of construction
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loans in process... (18,265)
Deferred loan

origination fees... (1,942)
Allowance for loan

losSseS. et i .. (11, 9406)

Loans receivable,

(1) Includes $4.0 million of loans held-for-sale.
(2) Includes construction/permanent loans that convert to permanent mortgage
loans once construction is completed.

The following table sets forth the dollar amount of all loans due after
one year from September 30, 2011, which have fixed interest rates and have
floating or adjustable interest rates.

Fixed Floating or
Rates Adjustable Rates Total
(In thousands)
Mortgage loans:

One- to four-family(l)............. $ 51,222 $ 57,083 $108,305
Multi—-family...o.oeeeeeeoneeeeeeennnn 1,551 22,157 23,708
Commercial...ue e e e e eeeeeennnnns 47,489 190,719 238,208
Construction and land development.. 6,955 —— 6,955
= oL 20,217 13,222 33,439
Consumer loans:
Home equity and second mortgage.... 16,651 11,586 28,237
[ ol o T 4,920 221 5,141
Commercial business loans.......... 5,401 5,955 11,356

1 o Y $154,406 $300, 943 $455,349
(1) Includes loans held-for-sale.
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Scheduled contractual principal repayments of loans do not reflect the
actual life of these assets. The average life of loans is substantially less
than their contractual terms because of prepayments. In addition, due-on-sale
clauses on loans generally give the Bank the right to declare loans
immediately due and payable in the event, among other things, that the
borrower sells the real property subject to the mortgage and the loan is not
repaid. The average life of mortgage loans tends to increase, however, when
current mortgage loan interest rates are substantially higher than interest
rates on existing mortgage loans and, conversely, decrease when interest rates
on existing mortgage loans are substantially higher than current mortgage loan
interest rates.

Loan Solicitation and Processing. Loan originations are obtained from a
variety of sources, including walk-in customers, and referrals from builders
and realtors. Upon receipt of a loan application from a prospective borrower,
a credit report and other data are obtained to verify specific information
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relating to the loan applicant's employment, income and credit standing. An
appraisal of the real estate offered as collateral generally is undertaken by
a certified appraiser retained by the Bank.

Loan applications are initiated by loan officers and are required to be
approved by an authorized loan underwriter, one of the Bank's Loan Committees
or the Bank's Board of Directors. The Bank's Consumer Loan Committee consists
of three underwriters, each of whom can approve one- to four-family mortgage
loans and other consumer loans up to and including the current Freddie Mac
single-family limit. Certain consumer loans up to and including $25,000 may
be approved by individual loan officers and the Bank's Consumer Lending
Department Manager may approve consumer loans up to and including $75,000.
The Bank's Regional Manager of Commercial Lending has individual lending
authority for loans up to and including $250,000, excluding speculative
construction loans and unsecured loans. The Bank's Commercial Loan Committee,
which consists of the Bank's President, Chief Credit Administrator, Executive
Vice President of Commercial Lending, Executive Vice President of Community
Lending, and Regional Manager of Commercial Lending, may approve commercial
real estate loans and commercial business loans up to and including $1.5
million. The Bank's President, Chief Credit Administrator, Executive Vice
President of Commercial Lending and Executive Vice President of Community
Lending also have individual lending authority for loans up to and including
$750,000. The Bank's Board Loan Committee, which consists of two rotating
non-employee Directors and the Bank's President, may approve loans up to and
including $3.0 million. Loans in excess of $3.0 million, as well as loans of
any amount granted to a single borrower whose aggregate loans exceed $3.0
million, must be approved by the Bank's Board of Directors.

Loan Originations, Purchases and Sales. During the years ended September
30, 2011 and 2010, the Bank's total gross loan originations were $160.2
million and $182.5 million, respectively. Periodically, the Bank purchases
participation interests in construction and land development loans, commercial
real estate loans, and multi-family loans, secured by properties generally
located in Washington State, from other lenders. These purchases are
underwritten to the Bank's underwriting guidelines and are without recourse to
the seller other than for fraud. There were no loan participation interests
purchased during the years ended September 30, 2011 and 2010. During the year
ended September 30, 2009, the Bank purchased loan participation interests of
$1.6 million. The Bank also periodically purchases contracts secured by one-

to four-family residencies from individuals. During the year ended September
30, 2011, the Bank purchased contracts totaling $187,000. See "- Lending
Activities - Construction and Land Development Lending" and "- Lending

Activities - Multi-Family Lending."

Consistent with its asset/liability management strategy, the Bank's
policy generally is to retain in its portfolio all ARM loans originated and to
sell fixed rate one- to four-family mortgage loans in the secondary market to
Freddie Mac; however, from time to time, a portion of fixed-rate loans may be
retained in the Bank's portfolio to meet its asset-liability objectives.

Loans sold in the secondary market are generally sold on a servicing retained
basis. At September 30, 2011, the Bank's loan servicing portfolio, which is
not included in the Company's consolidated financial statements, totaled
$298.9 million.

The Bank also periodically sells participation interests in construction
and land development loans, commercial real estate loans, and land loans to
other lenders. These sales are usually made to avoid concentrations in a
particular loan type or concentrations to a particular borrower. The Bank did
not sell any loan participation interests to other lenders during the years
ended September 30, 2011, 2010 and 2009.
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The following table shows total loans originated, purchased, sold and
repaid during the periods indicated.
Year Ended September 30,

2011 2010 2009
Loans originated: (In thousands)
Mortgage loans:
One- to four-family................. $ 57,620 $ 72,015 $ 165,972
Multi-family......oiiiiiinnennnnnn 2,009 7,772 1,036
Commercial. .. .. ee et eeneeeeeeeanns 38,262 27,248 43,821
Construction and land development... 40,724 35,369 56,287
2 o 3,793 11,712 6,519
CONSUME T v vttt ettt ee e et eeeeeneeaeeens 7,424 10,286 14,080
Commercial business loanS............ 10,325 18,130 7,601
Total loans originated............. 160,157 182,532 295,316
Loans purchased:
Mortgage loans:
One- to four-family................. 187 50 -
Commercial. o et e et eeeeeeeneeneenn - —— 1,606
Total loans purchased.............. 187 50 1,606
Total loans originated and
purchased. ......ccuiiiiinnenn. 160,344 182,582 296,922
Loans sold:
Whole loans sold........viiiiiinnan.. (62,480) (68,330) (162,913)
Total loans soOld. ... .t ieeneeennnnn (62,480) (68,330) (162, 913)
Loan principal repayments............. (96,723) (150, 333) (150, 729)
Other items, net......... ... (708) 16,464 6,241
Net increase (decrease) 1in loans
receivable. ...t e e e S 433 S (19,617) $(10,479)
Loan Origination Fees. The Bank receives loan origination fees on many
of its mortgage loans and commercial business loans. Loan fees are a

percentage of the loan which are charged to the borrower for funding the loan.
The amount of fees charged by the Bank is generally up to 2.0% of the loan
amount. Current accounting principles generally accepted in the United States
of America require fees received and certain loan origination costs for
originating loans to be deferred and amortized into interest income over the
contractual life of the loan. Net deferred fees or costs associated with
loans that are prepaid are recognized as income at the time of prepayment.
Unamortized deferred loan origination fees totaled $1.9 million at September
30, 2011.

Non-performing Loans and Delinquencies. The Bank assesses late fees or
penalty charges on delinquent loans of approximately 5% of the monthly loan
payment amount. A majority of loan payments are due on the first day of the
month; however, the borrower is given a 15 day grace period to make the loan
payment. When a mortgage loan borrower fails to make a required payment when
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due, the Bank institutes collection procedures. A notice is mailed to the
borrower 16 days after the date the payment is due. Attempts to contact the
borrower by telephone generally begin on or before the 30th day of
delinquency. If a satisfactory response is not obtained, continuous follow-up
contacts are attempted until the loan has been brought current. Before the
90th day of delinquency, attempts are made to establish (i) the cause of the
delinquency, (ii) whether the cause is temporary, (iii) the attitude of the
borrower toward the debt, and (iv) a mutually satisfactory arrangement for
curing the default.

If the borrower is chronically delinquent and all reasonable means of
obtaining payment on time have been exhausted, foreclosure is initiated
according to the terms of the security instrument and applicable law.
Interest income on loans in foreclosure is reduced by the full amount of
accrued and uncollected interest.
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When a consumer loan borrower or commercial business borrower fails to
make a required payment on a loan by the payment due date, the Bank
institutes similar collection procedures as for its mortgage loan borrowers.
Loans becoming 90 days or more past due are placed on non-accrual status, with
any accrued interest reversed against interest income, unless they are well
secured and in the process of collection.

The Bank's Board of Directors is informed monthly as to the status of
loans that are delingquent by more than 30 days, and the status of all
foreclosed and repossessed property owned by the Bank.

The following table sets forth information with respect to the Company's
non-performing assets at the dates indicated.

At September 30,

2011 2010 2009 2008 2007
Loans accounted for = -—————--=  ————————  ———————— o
on a non—-accrual basis: (Dollars in thousands)
Mortgage loans:
One- to four-family... $ 2,150 $ 3,691 $ 1,343 S 300 $ 252
Commercial............ 6,571 7,252 5,004 714 90
Construction and
land development.... 3,522 7,609 17,594 9,840 1,000
Land. .o et eeeennnn. 8,935 5,460 5,023 726 28
Consumer loanS.......... 367 806 258 160 -
Commercial business
10ANS .ttt 44 46 65 250 120
Total...ovveeennnn. 21,589 24,864 29,287 11,990 1,490
Accruing loans which are
contractually past due
90 days or more....... 1,754 1,325 796 —— ——
Total of non-accrual
and 90 days past
due loans............. 23,343 26,189 30,083 11,990 1,490

22
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Non-accrual investment
securities............ 2,796 3,390 477 - -

Other real estate owned

and other repossessed

ASSEeLS . ittt it 10,811 11,519 8,185 511 ——

Total non-performing

assets (1).......... $ 36,950 $ 41,0098 $ 38,745 $ 12,501 s 1,490

Troubled debt restructured

loans on accrual

status (2) c.oeeiii.. $ 18,166 $ 8,995 $ - S 272 S -

Non-accrual and 90 days
or more past due loans
as a percentage of
loans receivable, net. 4.32% 4.86% 5.36% 2.12% 0.29%

Non-accrual and 90 days
or more past due loans
as a percentage of
total assets.......... 3.16% 3.53% 4.28% 1.76% 0.23%

Non-performing assets
as a percentage of
total assets.......... 5.01% 5.53% 5.52% 1.83% 0.23%

Loans receivable,
net (3) ... $539,970 $538, 855 $561,380 $565,737 $520,138

Total assets $738,224 $742,687 $701,676 $681,883 $644,848

(1) Does not include troubled debt restructured loans on accrual status.

(2) Does not include troubled debt restructured loans totaling $7.4 million,
$7.4 million and $9.5 million reported as non-accrual loans at September
30, 2011, 2010 and 2009, respectively.

(3) Includes loans held-for-sale and is before the allowance for loan losses.

The Bank's non-accrual loans decreased by $3.3 million to $21.6 million
at September 30, 2011 from $24.9 million at September 30, 2010, primarily as a
result of a $4.1 million decrease in construction and land development loans
on non-accrual status, a $1.5 million decrease in one- to four-family loans on
non—-accrual status, a $681,000 decrease in commercial real estate loans on
non—accrual status and a $439,000 decrease in consumer loans on non—-accrual
status. These decreases were partially offset by a $3.5 million increase in
land loans on non-accrual status. The largest
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non-performing loan was secured by a mini-storage facility in King County and
had a balance of $2.6 million at September 30, 2011. A discussion of our
largest non-performing loans is set forth below under "Asset Classification."

Additional interest income which would have been recorded for the year
ended September 30, 2011 had non-accruing loans been current in accordance
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with their original terms totaled $3.5 million.

Other Real Estate Owned and Other Repossessed Assets. Real estate
acquired by the Bank as a result of foreclosure or by deed-in-lieu of
foreclosure is classified as other real estate owned ("OREO") until sold.
When property is acquired, it is recorded at the estimated fair market value
less estimated costs to sell. At September 30, 2011, the Bank had $10.8
million of OREO and other repossessed assets consisting of 46 individual
properties and four other repossessed assets, a decrease of $708,000 from
$11.5 million at September 30, 2010. The OREO properties consisted of two
condominium projects totaling $3.5 million, 28 land parcels totaling $3.3
million, 11 single family homes totaling $1.9 million, three commercial real
estate properties totaling $1.2 million and two land development projects
totaling $794,000. The largest OREO property was a condominium project with a
balance of $2.6 million.

Restructured Loans. Under accounting principles generally accepted in
the United States of America, the Bank is required to account for certain loan
modifications or restructurings as "troubled debt restructurings." In

general, the modification or restructuring of a debt constitutes a troubled
debt restructuring if the Bank for economic or legal reasons related to the
borrower's financial difficulties grants a concession to the borrowers that
the Bank would not otherwise consider. Debt restructuring or loan
modifications for a borrower does not necessarily always constitute troubled
debt restructuring, however, and troubled debt restructurings do not
necessarily result in non-accrual loans. The Bank had restructured loans
totaling $25.5 million at September 30, 2011, of which $7.4 million were on
non-accrual status.

Impaired Loans. A loan 1is considered impaired when it is probable the

Bank will be unable to collect all contractual principal and interest payments
due in accordance with the original or modified terms of the loan agreement.
To determine specific valuation allowances, impaired loans are measured based
on the estimated fair value of the collateral less estimated cost to sell if
the loan is considered collateral dependent. Impaired loans not considered to
be collateral dependent are measured based on the present value of expected
future cash flows.

The categories of non-accrual loans and impaired loans overlap, although
they are not coextensive. The Bank considers all circumstances regarding the
loan and borrower on an individual basis when determining whether an impaired
loan should be placed on non-accrual status, such as the financial strength of
the borrower, the collateral value, reasons for delay, payment record, the
amount past due and the number of days past due. At September 30, 2011, the
Bank had $48.5 million in impaired loans. For additional information on
impaired loans, see Note 4 of the Notes to the Consolidated Financial
Statements included in Item 8 of this Annual Report on Form 10-K.

Other Loans of Concern. Loans not reflected in the table above as
non-performing, but where known information about possible credit problems of
borrowers causes management to have doubts as to the ability of the borrower
to comply with present repayment terms and that may result in disclosure of
such loans as non-performing assets in the future are commonly referred to as
"other loans of concern" or "potential problem loans." The amount included in
potential problem loans results from an evaluation, on a loan-by-loan basis,
of loans classified as "substandard" and "special mention," as those terms are
defined under "Asset Classification" below. The amount of potential problem
loans was $62.5 million at September 30, 2011 and $43.7 million at September
30, 2010. The vast majority of these loans are collateralized by real estate.
See "- Asset Classification"” below for additional information regarding our
problem loans.
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Asset Classification. Applicable regulations require that each insured
institution review and classify its assets on a regular basis. In addition,
in connection with examinations of insured institutions, regulatory examiners
have authority to identify problem assets and, if appropriate, require them to
be classified. There are three classifications for problem assets:
substandard, doubtful and loss. Substandard loans are classified as those
loans that are inadequately protected by the current net worth, and paying
capacity of the obligor, or of the collateral pledged. Assets classified as
substandard have a well-defined weakness, or weaknesses that jeopardize the
repayment of the debt. If the weakness,

16

or weaknesses are not corrected there is the distinct possibility that some
loss will be sustained. Doubtful assets have the weaknesses of substandard
assets with the additional characteristic that the weaknesses make collection
or liquidation in full on the basis of currently existing facts, conditions
and values questionable, and there is a high possibility of loss. An asset
classified as loss is considered uncollectible and of such little value that
continuance as an asset of the Bank is not warranted. When the Bank
classifies problem assets as either substandard or doubtful, it is required to
establish allowances for loan losses in an amount deemed prudent by
management. These allowances represent loss allowances which have been
established to recognize the inherent risk associated with lending activities
and the risks associated with particular problem assets. When the Bank
classifies problem assets as loss, it charges off the balance of the asset
against the allowance for loan losses. Assets which do not currently expose
the Bank to sufficient risk to warrant classification in one of the
aforementioned categories but possess weaknesses are required to be designated
as special mention. The Bank's determination of the classification of its
assets and the amount of its valuation allowances is subject to review by the
FDIC and the Division which can require the establishment of additional loss
allowances.

The aggregate amounts of the Bank's classified and special mention loans
(as determined by the Bank), and of the Bank's allowances for loan losses at

the dates indicated, were as follows:

At September 30,

L OSS e ettt ettt eeeeeeennaeeenns $ - S - $ -
Doubtful............ciii... - - -
Substandard(1l) (2) ............ 56,980 56,796 63,188
Special mention(l)........... 27,419 13,070 21,711

Total classified and
special mention loans...... $84,399 $69,866 $84,899

Allowance for loan losses.... $11, 946 $11,264 $14,172

(1) For further information concerning the change in classified assets, see "-

Lending Activities - Non-performing Loans and Delinquencies."
(2) Includes non-performing loans.
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The Bank's classified and special mention loans increased by $14.5
million from September 30, 2010 to $84.4 million at September 30, 2011,
primarily as a result of a $14.3 million increase in loans classified as
special mention.

Special mention loans are defined as those credits deemed by management
to have some potential weakness that deserve management's close attention. If
left uncorrected these potential weaknesses may result in the deterioration of
the payment prospects of the loan. Assets in this category are not adversely
classified and currently do not expose the Bank to sufficient risk to warrant
a substandard classification. Thirty-one individual loans comprised $25.6
million, or 93.3%, of the $27.4 million in loans classified as special
mention. They include eight multi-family loans totaling $10.4 million, seven
commercial real estate loans totaling $6.3 million, eight land loans totaling
$4.8 million, six one- to four-family loans totaling $2.6 million, one
multi-family construction loan with a balance of $752,000 and one speculative
single-family construction loan with a balance of $700,000. All of these loans
were current and paying in accordance with their required loan repayment terms
at September 30, 2011, except three loans totaling $2.8 million that were 60
days past due.

The aggregate amount of loans classified as substandard at September 30,
2011 increased by $184,000 to $57.0 million from $56.8 million at September
30, 2010. At September 30, 2011, 134 loans were classified as substandard
compared to 146 at September 30, 2010.

Of the $57.0 million in loans classified as substandard at September 30,
2011, $21.6 million were on non-accrual status and $1.8 million were past due
90 days or more and still accruing. Troubled debt restructured loans

17

totaling $20.1 million were classified as substandard at September 30, 2011,
with $7.4 million in troubled debt restructured loans on non-accrual status
and $12.7 million in troubled debt restructured loans on accrual status. The
largest loan classified as substandard at September 30, 2011 had a balance of
$4.7 million and was secured by a mini-storage facility in Pierce County.
This loan was performing according to its loan repayment terms at September
30, 2011. The next largest loan classified as substandard at September 30,
2011 had a balance of $4.6 million and was secured by a mini-storage facility
in Pierce County and was 60 days past due at September 30, 2011.

Allowance for Loan Losses. The allowance for loan losses is maintained
to cover estimated losses in the loan portfolio. The Bank has established a
comprehensive methodology for the determination of provisions for loan losses
that takes into consideration the need for an overall general valuation
allowance. The Bank's methodology for assessing the adequacy of its allowance
for loan losses is based on its historic loss experience for various loan
segments; adjusted for changes in economic conditions, delinquency rates, and
other factors. Using these loss estimate factors, management develops a range
of probable loss for each loan category. Certain individual loans for which
full collectibility may not be assured are evaluated individually with loss
exposure based on estimated discounted cash flows or net realizable collateral
values. The total estimated range of loss based on these two components of
the analysis is compared to the loan loss allowance balance. Based on this
review, management will adjust the allowance as necessary to maintain
directional consistency with trends in the loan portfolio.
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In originating loans, the Bank recognizes that losses will be experienced
and that the risk of loss will vary with, among other things, the type of loan
being made, the creditworthiness of the borrower over the term of the loan,
general economic conditions and, in the case of a secured loan, the quality of
the security for the loan. The Bank increases its allowance for loan losses
by charging provisions for loan losses against the Bank's income.

The Board of Directors reviews the adequacy of the allowance for loan
losses at least quarterly based on management's assessment of current economic
conditions, past loss and collection experience, and risk characteristics of
the loan portfolio.

At September 30, 2011, the Bank's allowance for loan losses totaled $11.9
million. The Bank's allowance for loan losses as a percentage of total loans
receivable and non-performing loans increased to 2.21% and 51.2%,
respectively, at September 30, 2011 from 2.09% and 43.0%, respectively, at
September 30, 2010.

Management believes that the amount maintained in the allowance is
adequate to absorb probable losses in the portfolio. Although management
believes that it uses the best information available to make its
determinations, future adjustments to the allowance for loan losses may be
necessary and results of operations could be significantly and adversely
affected if circumstances differ substantially from the assumptions used in
making the determinations.

While the Bank believes it has established its existing allowance for
loan losses in accordance with accounting principles generally accepted in the
United States of America, there can be no assurance that regulators, in
reviewing the Bank's loan portfolio, will not request the Bank to increase
significantly its allowance for loan losses. In addition, because future
events affecting borrowers and collateral cannot be predicted with certainty,
there can be no assurance that the existing allowance for loan losses is
adequate or that substantial increases will not be necessary should the
quality of any loans deteriorate as a result of the factors discussed above.
Any material increase in the allowance for loan losses may adversely affect
the Bank's financial condition and results of operations.
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The following table sets forth an analysis of the Bank's allowance for
loan losses for the periods indicated.

Year Ended September 30,

(Dollars in thousands)

Allowance at beginning of year....... $11,264 $14,172 $ 8,050 $4,797 $4,122
Provision for loan losseS............ 6,758 10,550 10,734 3,900 686
Allocated to loan commitments........ - —— (169) - ——
Recoveries:
Mortgage loans:
One- to four-family................. 151 - - - -
Multi-family.....cooiiiiiieimnnnnn.. 41 - - - -
Commercial. ... .ot ieeeeeeeennnns - 13 - - -
Construction.........uuiiiieeeennnn. 109 104 - - -
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= o L 46

Consumer loans:

Home equity and second mortgage..... 42

Other. ...t it i et e e e 2

Commercial business loans............ 1
Total recoveriesS......ueeeeeeeeenn. 392

Charge-offs:
Mortgage loans:

One- to four-family................. 543
Construction......uoue e 3,972
Commercial. ...t iieeeeeeeennnnn 47
Land. v vt ittt et e e e e e e e e e e 1,704
Consumer loans:

Home equity and second mortgage..... 150
Other. ...ttt e ettt 30
Commercial business loans............ 22
Total charge-offs....... ... 6,468
Net charge-offs.............. 6,076
Allowance at end of year............ $11, 946

153

200
8,012
1,888
3,285

83 -

Allowance for loan losses as a
percentage of total loans receivable
(net) (1) outstanding at the end of

Net charge-offs as a percentage
of average loans outstanding
during the year.......... ... 1.13%

Allowance for loan losses as a
percentage of non-performing loans

at end of vear. ...ttt 51.2%

43.01%

47.11% 67.14%

321.95%

(1) Total loans receivable (net) includes loans held for sale and is before

the allowance for loan losses.
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The following table sets forth the allocation of the allowance for loan losses by loan catego

dates indicated.

At September 30,

2011 2010
Percent Percent
of Loans of Loans
in in
Category Category

Percent
of Loans
in
Category

Percent
of Loans
in

Category
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to Total to Total to Total
Amount Loans Amount Loans Amount Loans Amount

(Dollars in thousands)

Mortgage loans:

One—- to

four-family.. $ 760 20.47% $ 530 21.65% $ 616 18.58% S 476
Multi-family.. 1,076 5.53 392 5.77 431 4.31 248
Commercial.... 4,035 43.92 3,173 37.21 2,719 31.63 1,521
Construction

and land

development.. 1,618 9.37 1,626 12.39 5,132 23.48 3,254
Land.......... 2,795 8.79 3,709 11.27 3,348 11.03 1,435
Non—-mortgage

loans:

Consumer

loansS........ 875 7.90 461 8.49 1,216 8.66 457
Commercial

business

loansS........ 787 4.02 1,373 3.22 710 2.31 659

Total allowance
for loan
losses...... $11,946 100.0% $11,264 100.00% $14,172 100.00% $8,050

to Total
Loans

18.35

23.90

Amount

S
°

$ 39

1,36

1,04

41
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Investment Activities

The investment policies of the Company are established and monitored by
the Board of Directors. The policies are designed primarily to provide and
maintain liquidity, to generate a favorable return on investments without
incurring undue interest rate and credit risk, and to compliment the Bank's
lending activities. These policies dictate the criteria for classifying
securities as either available-for-sale or held-to-maturity. The policies
permit investment in various types of liquid assets permissible under
applicable regulations, which includes U.S. Treasury obligations, securities
of various federal agencies, certain certificates of deposit of insured banks,
banker's acceptances, federal funds, mortgage-backed securities, and mutual
funds. The Company's investment policy also permits investment in equity
securities in certain financial service companies.

At September 30, 2011, the Company's investment portfolio totaled $10.9
million, primarily consisting of $5.7 million of mortgage-backed securities
available-for-sale, $1.0 million of mutual funds available-for-sale, and $4.1
million of mortgaged-backed securities held-to-maturity. The Company does not
maintain a trading account for any investments. This compares with a total
investment portfolio of $16.2 million at September 30, 2010, primarily
consisting of $10.1 million of mortgage-backed securities available-for-sale,
$988,000 of mutual funds available-for-sale, and $5.0 million of
mortgaged-backed securities held-to-maturity. The composition of the
portfolios by type of security, at each respective date is presented in the
following table.
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At September 30,

2011
Recorded Percent of
Value Total

Held-to-
Maturity:
U.S. agency

securities.. $ 27 0.25%
Mortgage—

backed

securities.. 4,118 37.91

Available-for-
Sale (at fair
value) :

Mortgage-backed

securities.. 5,717 52.63

Mutual funds. 1,000 9.21
Total
portfolio.... $10,862 100.0%

Percent of
Total

Recorded
Value

(Dollars in thousands)

$ 28 0.17%
5,038 31.13
10,131 62.59
988 6.11
$16,185 100.00%
21

2009
Recorded Percent of
Value Total
$ 27 0.13%
7,060 34.34
12,503 60.82
968 4.71
$20,558 100.00%

The following table sets forth the maturities and weighted average yields of the investment an

mortgage-backed securities in the Company's investment securities portfolio at September 30,
which by their nature do not have maturities,

funds,

One Year or Less

Held-to-Maturity:

U.S. agency
securities........ S -
Mortgage-backed
securities........ -

Available-for-Sale:

Mortgage-backed
securities........ 1

After One to
Five Years

After Five to
Ten Years

Yield Amount Yield Amount Yield
(Dollars in thousands)

-—% $ 13 3.25% S 14 3.98

- 10 4.70 24 3.16

4.40 - - 117 5.90

2011

are classified in the one year or less categ

4,084

5,599
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Mutual funds....... 1,000 2.82 - - —— - ——

Total portfolio.... $1,001 2.82% $ 23 3.85% $ 155 5.28% $9,683

There were no securities which had an aggregate book value in excess of

10% of the Company's total equity at September 30, 2011. At September 30,
2011, the Company had $3.4 million of private label mortgage-backed securities
of which $2.8 million was on non-accrual status. The private label
mortgage-backed securities were acquired from the in-kind redemption of the
Company's investment in the AMF family of mutual funds in June 2008. For
additional information regarding investment securities, see "Item 1A, Risk
Factors - Other-than-temporary impairment charges in our investment securities

portfolio could result in additional losses" and Note 3 of the Notes to the
Consolidated Financial Statements included in Item 8 of this Annual Report on
Form 10-K.

Deposit Activities and Other Sources of Funds

General. Deposits and loan repayments are the major sources of the
Bank's funds for lending and other investment purposes. Scheduled loan
repayments are a relatively stable source of funds, while deposit inflows and
outflows and loan prepayments are influenced significantly by general interest
rates and money market conditions. Borrowings through the FHLB-Seattle and
the FRB may be used to compensate for reductions in the availability of funds
from other sources.

Deposit Accounts. Substantially all of the Bank's depositors are
residents of Washington. Deposits are attracted from within the Bank's market
area through the offering of a broad selection of deposit instruments,
including money market deposit accounts, checking accounts, regular savings
accounts and certificates of deposit. Deposit account terms vary, according
to the minimum balance required, the time periods the funds must remain on
deposit and the interest rate, among other factors. In determining the terms
of its deposit accounts, the Bank considers current market interest rates,
profitability to the Bank, matching deposit and loan products and its customer
preferences and concerns. The Bank actively seeks consumer and commercial
checking accounts through checking account acquisition marketing programs. At
September 30, 2011, the Bank had 37.1% of total deposits in non-interest
bearing accounts and NOW checking accounts.

At September 30, 2011 the Bank had $86.3 million of jumbo certificates of
deposit of $100,000 or more. The Bank had no brokered certificates of
deposits at September 30, 2011. The Bank believes that its jumbo certificates
of deposit, which represented 14.6% of total deposits at September 30, 2011,

present similar interest rate risk compared to its other deposits.
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The following table sets forth information concerning the Bank's deposits
at September 30, 2011.

Weighted Percentage
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Category

Non-interest bearin
Negotiable order of

withdrawal ("NOW"
Savings............
Money market.......

Subtotal..........

Certificates of Dep

Maturing within 1 y
Maturing after 1 ye
within 2 years ...
Maturing after 2 ye
within 5 years ...
Maturing after 5 ye

Total certificates

Total deposits...

Average of Total
Interest Rate Amount Deposits
(In thousands)
[ -—% $ 64,494 10.88%

) checking........... 0.90 155,299 26.20
..................... 0.62 83,636 14.11
..................... 0.75 61,028 10.30
..................... 0.80 364,457 61.49

osit (1)

Y= 1.19 157,161 26.52

ar but

..................... 1.44 39,793 6.71

ars but

..................... 2.54 30,641 5.17

= ok S 2.10 626 0.11
of deposit.......... 1.42 228,221 38.51
..................... 1.04 $592,678 100.0%

(1) Based on rema

The following t
of deposit by time
certificates of dep
rates paid on these

Maturity Period

Three months or les
Over three through

Over six through tw
Over twelve months.

Deposit Flow.
offered by the Bank

ining maturity of certificates.

able indicates the amount of the Bank's jumbo certificates
remaining until maturity as of September 30, 2011. Jumbo

osit have principal balances of $100,000 or more and the
accounts are generally negotiable.

Amount

(In thousands)

1< $15,767
six months........... 16,027
elve months.......... 26,067
..................... 28,461
..................... $86,322
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The following table sets forth the balances of deposits in the various types c
at the dates indicated.

At September 30,

Percent Percent
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Amount
Non-interest-bearing... $ 64,494
NOW checking........... 155,299
SavingsS....e i 83,636
Money market........... 61,028
Certificates of deposit
which mature:
Within 1 year........ 157,161
After 1 year, but
within 2 years...... 39,793
After 2 years, but
within 5 years...... 30,641
Certificates maturing
thereafter.......... 626
Total....oiviinn. $592,678

of
Total

10.
26.
14.
10.

88%
20
11
30

26.52

Certificates of Deposit by Rates.

Increase of Increase

(Decrease) Amount Total (Decrease) Amount
(Dollars in thousands)
$ 5,739 $ 58,755 10.15% $ 8,460 $ 50,29
1,995 153,304 26.48 35,947 117,35
16,188 67,448 11.65 8,839 58, 60
5,305 55,723 9.63 (6,755) 62,47
(20, 750) 177,911 30.74 (4,374) 182,28
(3,239) 43,032 7.43 20,445 22,58
8,255 22,386 3.87 10,652 11,73
316 310 0.05 (6) 31
$13,809 $578,869 100.00 $73,208 $505, 66
24

The following table sets forth the

certificates of deposit in the Bank classified by rates as of the dates

indicated.
0.00 — 1.99%. ...
2.00 = 3.99%. ...t
4.00 — 5.99%. ...,
6.00% — and over.............
Total. . et i e e ettt

Certificates of Deposit

the amount and maturities of certificates of deposit at September 30,

2011.
Amount Due
After
Two to
Five After
Years Five Years Total
(In thousands)
2 $ 4,771 $149 $193,790
3 25,712 477 33,345

At September 30,

by Maturities.

One to

Less Than Two

One Year Years

0.00 — 1.99%........... $153,898 $34,97
2.00 = 3.99%........... 2,603 4,55

2010 2009
(In thousands)
$194,142 $ 59,466
48,059 146,513
1,374 10,569
64 374
$243,639 $216,922

The following table sets forth
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4.00 - 5.99%........... 660 268 158 - 1,086
6.00% and over......... - - - - -

Total............ ... ... $157,161 $39,793 $30,641 5626 $228,221

Deposit Activities. The following table sets forth the deposit
activities of the Bank for the periods indicated.

Year September 30,

(In thousands)

Beginning balance...........ueen... $578,869 $505, 661 $498,572
Net deposits (withdrawals) before

interest credited................ 7,673 65,401 (2,383)
Interest credited.................. 6,136 7,807 9,472
Net increase in deposits........... 13,809 73,208 7,089
Ending balance..........ciiiino... $592,678 $578,869 $505, 661

Borrowings. Deposits and loan repayments are generally the primary

source of funds for the Bank's lending and investment activities and for
general business purposes. The Bank has the ability to use advances from the
FHLB-Seattle to supplement its supply of lendable funds and to meet deposit
withdrawal requirements. The FHLB-Seattle functions as a central reserve bank

providing credit for member financial institutions. As a member of the
FHLB-Seattle, the Bank is required to own capital stock in the FHLB-Seattle
and is authorized to apply for advances on the security of such stock and
certain mortgage loans and other assets (principally securities which are
obligations of, or guaranteed by, the United States government) provided
certain creditworthiness standards have been met. Advances are made pursuant
to several different credit programs. Each credit program has its own
interest rate and range of maturities. Depending on the program, limitations
on the amount of advances are based on the financial condition of the member
institution and the adequacy of collateral pledged to secure the credit. At
September 30, 2011, the Bank maintained an uncommitted credit facility with
the FHLB-Seattle that provided for immediately available advances up to an
aggregate amount of 30% of the Bank's total assets, limited by available
collateral, under which $55.0 million was outstanding.
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The Bank also utilizes overnight repurchase agreements with customers. These
overnight repurchase agreements are classified as other borrowings and totaled
$729,000 at September 30, 2011. The Bank also maintains a short-term
borrowing line with the FRB with total credit based on eligible collateral.

At September 30, 2011, the Bank had no outstanding balance and $58.7 million
in unused borrowing capacity on this borrowing line.

The following table sets forth certain information regarding borrowings
including repurchase agreements by the Bank at the end of and during the
periods indicated:
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At or For the
Year September 30,

(Dollars in thousands)
Average total borrowings........... $55,511 $ 78,402 $ 97,393

Weighted average rate paid on
total borrowings................. 4.32% 4.03% 4.14%

Total borrowings outstanding at
end of period......oiiiiii... $55,729 $ 75,622 $105,777

The following table sets forth certain information regarding short-term
borrowings including repurchase agreements by the Bank at the end of and
during the periods indicated. Borrowings are considered short-term when the
original maturity is less than one year.

At or For the
Year September 30,

Maximum amount outstanding at
any month end:
FHLB A@dVaAnCeS. . vvvueeeneeeneennn S - $ - $ -
Repurchase agreements........... 729 750 844
Pacific Coast Bankers'
Bank ("PCBB") borrowings...... - - -
FRB borrowings.......cuoueeeeeee.o.. —— 10,000 10,000

Average outstanding during period:

FHIB advanCesS ... eeeeeeeneeeeennn S - $ - $ 15
Repurchase agreements........... 511 539 624
PCBB DOrrOoWingsS. ..o eeeeennsn —= - 6
FRB borrowings.......eueeeeeee.o.. - 384 27

Total average outstanding during

Weighted average rate paid during

period:
FHIB advanCesS....vueuwueuuueeeeennn -—% -—% 0.71%
Repurchase agreements........... 0.05 0.05 0.08
PCBB borrowings..........eee.... - - 1.48
FRB borrowings........oeeeeeee.o.. - 0.66 0.50
Total weighted average rate
paid during period............... 0.05 0.30 0.12

(table continued on following page)
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At or For the
Year September 30,
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Outstanding at end of period:

FHLB @dVancCeS ... eueenenennnnennn $ - $ -= $ -
Repurchase agreements........... 729 622 777
PCBB borrowings..........oee.... - - -
FRB bOorrowings.......cuoeueeeeee.e.. —— —— 10,000
Total outstanding at end of period. $ 729 $ 622 $ 10,777

Weighted average rate at end
of period:

FHIB advanCesS....uuveueuuueeeeennn -—% -—% -—%

Repurchase agreements........... 0.05 0.05 0.05

PCBB borrowings..........eee.... - - -

FRB borrowings.......eueeeeeee.o.. - - 0.50
Total weighted average rate at

end of period........ ... 0.05 0.05 0.50

Bank Owned Life Insurance

The Bank has purchased life insurance policies covering certain officers.
These policies are recorded at their cash surrender value, net of any cash
surrender charges. Increases in cash surrender value, net of policy premiums,
and proceeds from death benefits are recorded in non-interest income. At
September 30, 2011, the cash surrender value of bank owned life insurance
("BOLI") was $15.9 million.

Regulation of the Bank

General. The Bank, as a state-chartered savings bank, is subject to
regulation and oversight by the Division and the applicable provisions of
Washington law and regulations of the Division adopted thereunder. The Bank
also is subject to regulation and examination by the FDIC, which insures the
deposits of the Bank to the maximum extent permitted by law, and requirements
established by the Federal Reserve. State law and regulations govern the
Bank's ability to take deposits and pay interest thereon, to make loans on or
invest in residential and other real estate, to make consumer loans, to invest
in securities, to offer wvarious banking services to its customers, and to

establish branch offices. Under state law, savings banks in Washington also
generally have all of the powers that federal savings banks have under federal
laws and regulations. The Bank is subject to periodic examination and

reporting requirements by and of the Division and the FDIC.

In December 2009, the FDIC and the Division agreed to terms on the Bank
MOU informal supervisory agreement. The terms of the Bank MOU restrict the
Bank from certain activities, and require that the Bank obtain the prior
written approval, or non-objection, of the FDIC and/or the DFI to engage in
certain activities. In addition, on February 1, 2010, the FRB determined that
the Company required additional supervisory attention and entered into the
Company MOU. Under the Company MOU, the Company must among other things
obtain prior written approval, or non-objection, from the FRB to declare or
pay any dividends, or make any other capital distributions; issue any trust
preferred securities; or purchase or redeem any of its stock. The FRB has
denied the Company's requests to pay dividends on its Series A Preferred Stock
issued under the CPP for the quarterly payments due for the last six quarters
beginning with the payments due on May 15, 2010. Since dividends on the
Series A Preferred Stock have not been paid for more than six quarters, the
Treasury has the right to appoint two members to the Board of Directors of the
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Company. See "- Risks specific to our participation in TARP." There can be no
assurances that the FRB will approve such payments or dividends in the future.
For additional information regarding the Bank MOU and the Company MOU, see
"Item 1A, Risk Factors - The Company and the Bank are required to comply with
the terms of separate memorandums
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of understanding issued by their respective regulators and lack of compliance
could result in additional regulatory actions." and "- Risks specific to our
participation in TARP."

New Legislation. On July 21, 2010, the Dodd-Frank Act was signed into
law. The Dodd-Frank Act implements far-reaching changes across the financial
regulatory landscape, including provisions that, among other things, has or
will:

* Centralize responsibility for consumer financial protection by
creating a new agency within the Federal Reserve Board, the Bureau of
Consumer Financial Protection, with broad rulemaking, supervision and
enforcement authority for a wide range of consumer protection laws
that would apply to all banks and thrifts. Smaller financial
institutions, including the Bank, will be subject to the supervision
and enforcement of their primary federal banking regulator with
respect to the federal consumer financial protection laws.

* Require the federal banking regulators to promulgate new capital
regulations and seek to make their capital requirements
countercyclical, so that capital requirements increase in times of
economic expansion and decrease in times of economic contraction.

* Provide for new disclosure and other requirements relating to
executive compensation and corporate governance.

* Make permanent the $250,000 limit for federal deposit insurance and
provide unlimited federal deposit insurance until January 1, 2013 for
non interest-bearing demand transaction accounts at all insured
depository institutions.

* Effective July 21, 2011, repealed the federal prohibitions on the
payment of interest on demand deposits, thereby permitting depository
institutions to pay interest on business transaction and other
accounts.

* Require all depository institution holding companies to serve as a
source of financial strength to their depository institution
subsidiaries in the event such subsidiaries suffer from financial
distress.

Many aspects of the Dodd-Frank Act are subject to rulemaking and will
take effect over several years, making it difficult to anticipate the overall
financial impact on the Company and the financial services industry more
generally. The elimination of the prohibition on the payment of interest on
demand deposits could materially increase our interest expense, depending on
our competitors' responses. Provisions in the legislation that require
revisions to the capital requirements of the Company and the Bank could
require the Company and the Bank to seek additional sources of capital in the
future.
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Insurance of Accounts and Regulation by the FDIC. The Bank's deposits
are insured up to applicable limits by the Deposit Insurance Fund ("DIF") of
the FDIC. Deposits are insured up to the applicable limits by the FDIC,
backed by the full faith and credit of the United States Government. As
insurer, the FDIC imposes deposit insurance premiums and is authorized to
conduct examinations of and to require reporting by FDIC insured institutions.
It also may prohibit any FDIC insured institution from engaging in any
activity the FDIC determines by regulation or order to pose a serious risk to
the insurance fund. The FDIC also has the authority to initiate enforcement
actions against savings institutions and may terminate the deposit insurance
if it determines that the institution has engaged in unsafe or unsound
practices or is in an unsafe or unsound condition.

In addition to the regular quarterly assessments, due to losses and
projected losses attributed to failed institutions, the FDIC imposed a special
assessment of five basis points on the amount of each depository institution's
assets reduced by the amount of its Tier 1 capital (not to exceed 10 basis
points of its assessment base for regularly quarterly premiums) as of June 30,
2009, which was collected on September 30, 2009.
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As a result of a decline in the reserve ratio (the ratio of the DIF to
estimated insured deposits) and concerns about expected failure costs and
available liquid assets in the DIF, the FDIC adopted a rule requiring each
insured institution to prepay on December 30, 2009 the estimated amount of its
quarterly assessments for the fourth quarter of 2009 and all quarters through
the end of 2012 (in addition to the regular quarterly assessment for the third
quarter which was due on December 30, 2009). The prepaid amount is recorded as
an asset with a zero risk weight and the Bank will continue to record
quarterly expenses for deposit insurance. For purposes of calculating the
prepaid amount, assessments were measured at the Bank's assessment rate as of
September 30, 2009, with a uniform increase of 3 basis points effective
January 1, 2011, and were based on the Bank's assessment base for the third
quarter of 2009, with deposit growth assumed quarterly at annual rate of 5%.
If events cause actual assessments during the prepayment period to vary from
the prepaid amount, the Bank will pay excess assessments in cash or receive a
rebate of prepaid amounts not exhausted after collection of assessments due on
June 30, 2013, as applicable. Collection of the prepayment does not preclude
the FDIC from changing assessment rates or revising the risk-based assessment
system in the future. 1In December 2009, the Bank paid the prepaid assessment
of $4.4 million; and as of September 30, 2011, the remaining prepaid balance
was $2.1 million.

As required by the Dodd-Frank Act, the FDIC adopted rules effective April
1, 2011, under which insurance premium assessments are based on an
institution's total assets minus its tangible equity (defined as Tier 1
capital) instead of its deposits. Under these rules, an institution with
total assets of less than $10 billion will be assigned to a Risk Category as
described above and a range of initial base assessment rates will apply to
each category, subject to adjustment downward based on unsecured debt issued
by the institution and, except for an institution in Risk Category I,
adjustment upward if the institution's brokered deposits exceed 10% of its
domestic deposits, to produce total base assessment rates. Total base
assessment rates range from 2.5 to 9 basis points for Risk Category I, nine to
24 basis points for Risk Category II, 18 to 33 basis points for Risk Category
IIT and 30 to 45 basis points for Risk Category IV, all subject to further
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adjustment upward if the institution holds more than a de minimis amount of
unsecured debt issued by another FDIC-insured institution. The FDIC may
increase or decrease its rates by 2.0 basis points without further rulemaking.
In an emergency, the FDIC may also impose a special assessment.

The Dodd-Frank Act establishes 1.35% as the minimum reserve ratio. The
FDIC has adopted a plan under which it will meet this ratio by September 30,
2020, the deadline imposed by the Dodd-Frank Act. The Dodd-Frank Act requires
the FDIC to offset the effect on institutions with assets less than $10
billion of the increase in the statutory minimum reserve ratio to 1.35% from
the former statutory minimum of 1.15%. The FDIC has not yet announced how it
will implement this offset. 1In addition to the statutory minimum ratio the
FDIC must designate a reserve ratio, known as the designated reserve ratio
("DRR"), which may exceed the statutory minimum. The FDIC has established
2.0% as the DRR. 1In addition, all institutions with deposits insured by the
FDIC are required to pay assessments to fund interest payments on bonds issued
by the Financing Corporation, an agency of the Federal government established
to fund the costs of failed thrifts in the 1980s. These assessments, which may
be revised based upon the level of DIF deposits, will continue until the bonds
mature in the years 2017 through 2019. For the quarterly period ended
September 30, 2011, the Financing Corporation assessment equaled 0.680 basis
points for each $100 in domestic deposits. These assessments, which may be
revised based upon the level of DIF deposits, will continue until the bonds
mature in the years 2017 through 2019.

Under the Dodd-Frank Act, beginning on January 1, 2011, all non-interest
bearing transaction accounts and interest on lawyers trust accounts ("IOLTA")
qualify for unlimited deposit insurance by the FDIC through December 31, 2012.
NOW accounts, which were previously fully insured under the Transaction
Account Guarantee Program, are no longer eligible for an unlimited guarantee
due to the expiration of this program on December 31, 2010. NOW accounts,
along with all other deposits maintained at the Bank, are now insured by the
FDIC up to $250,000 per account owner.

As insurer, the FDIC is authorized to conduct examinations of and to
require reporting by FDIC-insured institutions. It also may prohibit any
FDIC-insured institution from engaging in any activity the FDIC determines by
regulation or order to pose a serious threat to the DIF. The FDIC also has
the authority to take enforcement actions against banks and savings
associations.
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The Dodd-Frank Act contains a number of provisions that will affect the
capital requirements applicable to the Company and the Bank. In addition, on
September 12, 2010, the Basel Committee adopted the Basel III capital rules.
These rules, which will be phased in over a period of years, set new standards
for common equity, tier 1 and total capital, determined on a risk-weighted
basis. The impact on the Company and the Bank of the Basel III rules cannot be
determined at this time. For additional information, see "- Capital
Requirements - Possible Changes to Capital Requirements Resulting from Basel
III" set forth below.

A significant increase in insurance premiums would likely have an adverse
effect on the operating expenses and results of operations of the Bank. There
can be no prediction as to what insurance assessment rates will be in the
future. Insurance of deposits may be terminated by the FDIC upon a finding
that the institution has engaged in unsafe or unsound practices, is in an
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unsafe or unsound condition to continue operations or has violated any
applicable law, regulation, rule, order or condition imposed by the FDIC.
Management of the Bank is not aware of any practice, condition or violation
that might lead to termination of the Bank's deposit insurance.

The FDIC may terminate the deposit insurance of any insured depository
institution, including the Bank, if it determines after a hearing that the
institution has engaged in unsafe or unsound practices, 1is in an unsafe or
unsound condition to continue operations or has violated any applicable law,
regulation, rule, order or condition imposed by the FDIC. It also may suspend
deposit insurance temporarily during the hearing process for the permanent
termination of insurance, if the institution meets certain criteria. If
insurance of accounts is terminated, the accounts at the institution at the
time of the termination, less subsequent withdrawals, shall continue to be
insured for a period of six months to two years, as determined by the FDIC.
Management of the Bank is not aware of any practice, condition or violation
that might lead to termination of the Bank's deposit insurance.

Prompt Corrective Action. Federal statutes establish a supervisory
framework based on five capital categories: well capitalized, adequately
capitalized, undercapitalized, significantly undercapitalized and critically
undercapitalized. An institution's category depends upon where its capital
levels are in relation to relevant capital measures, which include a
risk-based capital measure, a leverage ratio capital measure and certain other
factors. The federal banking agencies have adopted regulations that implement
this statutory framework. Under these regulations, an institution is deemed
to be well capitalized if its ratio of total capital to risk-weighted assets
is 10% or more, its ratio of core capital to risk-weighted assets is 6% or
more, its ratio of core capital to adjusted total assets (leverage ratio) is
5% or more, and it is not subject to any federal supervisory order or
directive to meet a specific capital level. 1In order to be adequately
capitalized, an institution must have a total risk-based capital ratio of not
less than 8%, a Tier 1 risk-based capital ratio of not less than 4%, and a
leverage ratio of not less than 4%. Any institution which is neither well
capitalized nor adequately capitalized is considered undercapitalized.

Undercapitalized institutions are subject to certain prompt corrective
action requirements, regulatory controls and restrictions which become more
extensive as an institution becomes more severely undercapitalized. Failure
by institutions to comply with applicable capital requirements would, if
unremedied, result in progressively more severe restrictions on their
respective activities and lead to enforcement actions, including, but not
limited to, the issuance of a capital directive to ensure the maintenance of
required capital levels and, ultimately, the appointment of the FDIC as
receiver or conservator. Banking regulators will take prompt corrective
action with respect to depository institutions that do not meet minimum
capital requirements. Additionally, approval of any regulatory application
filed for their review may be dependent on compliance with capital
requirements.

At September 30, 2011, the Bank was categorized as "well capitalized"
under the prompt corrective action regulations of the FDIC. For additional
information on capital requirements, see Note 18 of the Notes to the
Consolidated Financial Statements contained in "Item 8, Financial Statements
and Supplemental Data."

Capital Requirements. Federally insured savings institutions, such as
the Bank, are required to maintain a minimum level of regulatory capital.
FDIC regulations recognize two types, or tiers, of capital: core ("Tier 1")
capital and supplementary ("Tier 2") capital. Tier 1 capital generally
includes common shareholders' equity and noncumulative perpetual preferred
stock, less most intangible assets. Tier 2 capital, which is limited to 100%
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of Tier 1 capital, includes such items as qualifying general loan loss
reserves, cumulative perpetual preferred stock, mandatory convertible debt,
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term subordinated debt and limited life preferred stock; however, the amount
of term subordinated debt and intermediate term preferred stock (original
maturity of at least five years but less than 20 years) that may be included
in Tier 2 capital is limited to 50% of Tier 1 capital.

The FDIC currently measures an institution's capital using a leverage
limit together with certain risk-based ratios. The FDIC's minimum leverage
capital requirement specifies a minimum ratio of Tier 1 capital to average
total assets. Most banks are required to maintain a minimum leverage ratio of
at least 4% to 5% of total assets. At September 30, 2011, the Bank had a Tier
1 leverage capital ratio of 10.3%. The FDIC retains the right to require a
particular institution to maintain a higher capital level based on the its
particular risk profile.

FDIC regulations also establish a measure of capital adequacy based on
ratios of qualifying capital to risk-weighted assets. Assets are placed in
one of four categories and given a percentage weight based on the relative
risk of that category. 1In addition, certain off-balance-sheet items are
converted to balance-sheet credit equivalent amounts, and each amount is then
assigned to one of the four categories. Under the guidelines, the ratio of
total capital (Tier 1 capital plus Tier 2 capital) to risk-weighted assets
must be at least 8%, and the ratio of Tier 1 capital to risk-weighted assets
must be at least 4%. In evaluating the adequacy of a bank's capital, the FDIC
may also consider other factors that may affect a bank's financial condition.
Such factors may include interest rate risk exposure, liquidity, funding and
market risks, the quality and level of earnings, concentration of credit risk,
risks arising from nontraditional activities, loan and investment quality, the
effectiveness of loan and investment policies, and management's ability to
monitor and control financial operating risks. At September 30, 2011, the
Bank's ratio of total capital to risk-weighted assets was 15.3% and the ratio
of Tier 1 capital to risk-weighted assets was 14.0%.

The Division requires that net worth equal at least 5% of total assets.
Intangible assets must be deducted from net worth and assets when computing
compliance with this requirement. At September 30, 2011, the Bank had a net
worth of 10.1% of total assets.

The table below sets forth the Bank's capital position relative to its
FDIC capital requirements at September 30, 2011. The definitions of the terms
used in the table are those provided in the capital regulations issued by the
FDIC and reflect the higher Tier 1 leverage capital ratio that the Bank is
required to comply with in connection with the Bank MOU. For additional
information regarding the MOU, see "Item 1A, Risk Factors - The Company and
the Bank are required to comply with the terms of separate memoranda of
understanding issued by their respective regulators and lack of compliance
could result in additional regulatory actions."

At September 30, 2011

Percent of Adjusted
Amount Total Assets (1)

41



Edgar Filing: TIMBERLAND BANCORP INC - Form 10-K

(Dollars in thousands)

Tier 1 (leverage) capital........ ..., $74,588 10.3%
Tier 1 (leverage) capital requirement (2).... 72,662 10.0
=== P $ 1,926 0.3%
Tier 1 risk adjusted capital................. $74,588 14.0%
Tier 1 risk adjusted capital requirement..... 31,951 6.0
=== $42,637 8.0%
Total risk-based capital..........ccoiiiio.... $81,310 15.3%
Total risk-based capital requirement......... 53,251 10.0
=== $28,059 5.3%

(1) For the Tier 1 (leverage) capital and Washington regulatory capital
calculations, percent of total average assets of $726.6 million. For the
Tier 1 risk-based capital and total risk-based capital calculations,
percent of total risk-weighted assets of $532.5 million.

(2) As a Washington-chartered savings bank, the Bank is subject to the capital
requirements of the FDIC and the Division. The FDIC requires state-
chartered savings banks, including the Bank, to have a minimum leverage
ratio of Tier 1 capital to total assets of at least 3%, provided, however,
that all institutions, other than those (i) receiving the highest rating
during the examination process and (ii) not anticipating any significant
growth, are required to maintain a ratio of 1% to 2% above the stated
minimum, with an absolute total capital to risk-weighted assets of at
least 8%. Under the MOU, the Bank is required to maintain at least a
10.0% Tier 1 leverage capital ratio.
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Events beyond the control of the Bank, such as a downturn in the economy
in areas where the Bank has most of its loans, could adversely affect future
earnings and, consequently, the ability of the Bank to meet its capital
requirements under the MOU. See "Item 1A, Risk Factors - The Company and the
Bank are required to comply with the terms of separate memoranda of
understanding issued by their respective regulators and lack of compliance
could result in additional regulatory actions."

Possible Changes to Capital Requirements Resulting from Basel III. In
December 2010 and January 2011, the Basel Committee on Banking Supervision
published the final texts of reforms on capital and liquidity generally
referred to as "Basel III." Although Basel III is intended to be implemented
by participating countries for large, internationally active banks, its
provisions are likely to be considered by United States banking regulators in
developing new regulations applicable to other banks in the United States,
including the Bank.

For banks in the United States, among the most significant provisions of
Basel III concerning capital are the following:
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* A minimum ratio of common equity to risk-weighted assets reaching
4.5%, plus an additional 2.5% as a capital conservation buffer, by
2019 after a phase-in period.

* A minimum ratio of Tier 1 capital to risk-weighted assets reaching
6.0% by 2019 after a phase-in period.

* A minimum ratio of total capital to risk-weighted assets, plus the
additional 2.5% capital conservation buffer, reaching 10.5% by 2019
after a phase—-in period.

* An additional countercyclical capital buffer to be imposed by
applicable national banking regulators periodically at their
discretion, with advance notice.

* Restrictions on capital distributions and discretionary bonuses
applicable when capital ratios fall within the buffer zone.

* Deduction from common equity of deferred tax assets that depend on
future profitability to be realized.

* Increased capital requirements for counterparty credit risk relating
to OTC derivatives, repos and securities financing activities.

* For capital instruments issued on or after January 13, 2013 (other
than common equity), a loss—-absorbency requirement such that the
instrument must be written off or converted to common equity if a
trigger event occurs, either pursuant to applicable law or at the
direction of the banking regulator. A trigger event is an event
under which the banking entity would become nonviable without the
write-off or conversion, or without an injection of capital from the
public sector. The issuer must maintain authorization to issue the
requisite shares of common equity if conversion were required.

The Basel III provisions on liquidity include complex criteria
establishing a liquidity coverage ratio ("LCR") and net stable funding ratio
("NSFR") . The purpose of the LCR is to ensure that a bank maintains adequate
unencumbered, high quality liquid assets to meet its liquidity needs for 30
days under a severe liquidity stress scenario. The purpose of the NSFR is to
promote more medium and long-term funding of assets and activities, using a
one-year horizon. Although Basel III is described as a "final text," it is
subject to the resolution of certain issues and to further guidance and
modification, as well as to adoption by United States banking regulators,
including decisions as to whether and to what extent it will apply to United
States banks that are not large, internationally active banks.

Federal Home Loan Bank System. The Bank is a member of the FHLB-Seattle,
which is one of 12 regional FHLBs that administer the home financing credit
function of savings institutions. Each FHLB serves as a reserve or central
bank for its members within its assigned region. It is funded primarily from
proceeds derived from the sale of
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consolidated obligations of the FHLB System. It makes loans or advances to
members in accordance with policies and procedures, established by the Board
of Directors of the FHLB, which are subject to the oversight of the Federal
Housing Finance Board. All advances from the FHLB are required to be fully
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secured by sufficient collateral as determined by the FHLB. In addition, all
long-term advances are required to provide funds for residential home
financing. See "Business - Deposit Activities and Other Sources of Funds
Borrowings."

As a member, the Bank is required to purchase and maintain stock in the
FHLB-Seattle. At September 30, 2011, the Bank had $5.7 million in FHLB stock,
which was in compliance with this requirement. The Bank did not receive any
dividends from the FHLB-Seattle for the year ended September 30, 2011.
Subsequent to December 31, 2008, the FHLB-Seattle announced that it was below
its regulatory risk-based capital requirement and it is now precluded from
paying dividends or repurchasing capital stock. The FHLB-Seattle is not
anticipated to resume dividend payments until its financial results improve.
The FHLB-Seattle has not indicated when dividend payments may resume. For
additional information, see Item 1A, "Risk Factors - Our investment in Federal
Home Loan Bank of Seattle stock may become impaired."

The FHLBs continue to contribute to low- and moderately-priced housing
programs through direct loans or interest subsidies on advances targeted for
community investment and low- and moderate-income housing projects. These
contributions have affected adversely the level of FHLB dividends paid and
could continue to do so in the future. These contributions could also have an
adverse effect on the value of FHLB stock in the future. A reduction in value
of the Bank's FHLB stock may result in a corresponding reduction in its
capital.

Standards for Safety and Soundness. The federal banking regulatory
agencies have prescribed, by regulation, guidelines for all insured depository
institutions relating to: internal controls, information systems and internal
audit systems, loan documentation, credit underwriting, interest rate risk
exposure, asset growth, asset quality, earnings, and compensation, fees and
benefits. The guidelines set forth the safety and soundness standards that
the federal banking agencies use to identify and address problems at insured
depository institutions before capital becomes impaired. Each insured
depository institution must implement a comprehensive written information
security program that includes administrative, technical, and physical
safeguards appropriate to the institution's size and complexity and the nature
and scope of its activities. The information security program also must be
designed to ensure the security and confidentiality of customer information,
protect against any unanticipated threats or hazards to the security or
integrity of such information, protect against unauthorized access to or use
of such information that could result in substantial harm or inconvenience to
any customer, and ensure the proper disposal of customer and consumer
information. Each insured depository institution must also develop and
implement a risk-based response program to address incidents of unauthorized
access to customer information in customer information systems. If the FDIC
determines that the Bank fails to meet any standard prescribed by the
guidelines, the agency may require the Bank to submit to the agency an
acceptable plan to achieve compliance with the standard. FDIC regulations
establish deadlines for the submission and review of such safety and soundness
compliance plans. Management of the Bank is not aware of any conditions
relating to these safety and soundness standards which would require
submission of a plan of compliance.

Real Estate Lending Standards. FDIC regulations require the Bank to
adopt and maintain written policies that establish appropriate limits and
standards for real estate loans. These standards, which must be consistent
with safe and sound banking practices, must establish loan portfolio
diversification standards, prudent underwriting standards (including
loan-to-value ratio limits) that are clear and measurable, loan administration
procedures, and documentation, approval and reporting requirements. The Bank
is obligated to monitor conditions in its real estate markets to ensure that
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its standards continue to be appropriate for current market conditions. The
Bank's Board of Directors is required to review and approve the Bank's
standards at least annually. The FDIC has published guidelines for compliance
with these regulations, including supervisory limitations on loan-to-value
ratios for different categories of real estate loans. Under the guidelines,
the aggregate amount of all loans in excess of the supervisory loan-to-value
ratios should not exceed 100% of total capital, and the total of all loans for
commercial, agricultural, multifamily or other non-one- to four-family
residential properties in excess of the supervisory loan-to-value ratios
should not exceed 30% of total capital. Loans in excess of the supervisory
loan-to-value ratio limitations must be identified in the Bank's records and
reported at least quarterly to the Bank's Board of Directors. The Bank is in
compliance with the record and reporting requirements. As of September 30,
2011, the Bank's aggregate loans in excess of the supervisory loan-to-value
ratios
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were 29% of total capital and the Bank's loans on commercial, agricultural,
multifamily or other non-one- to four-family residential properties in excess
of the supervisory loan-to-value ratios were 25% of total capital.

Activities and Investments of Insured State-Chartered Financial
Institutions. Federal law generally limits the activities and equity
investments of FDIC-insured, state-chartered banks to those that are
permissible for national banks. An insured state bank is not prohibited from,
among other things, (i) acquiring or retaining a majority interest in a
subsidiary, (ii) investing as a limited partner in a partnership the sole
purpose of which is direct or indirect investment in the acquisition,
rehabilitation or new construction of a qualified housing project, provided
that such limited partnership investments may not exceed 2% of the bank's
total assets, (iii) acquiring up to 10% of the voting stock of a company that
solely provides or reinsures directors', trustees' and officers' liability
insurance coverage or bankers' blanket bond group insurance coverage for
insured depository institutions, (iv) acting as agent for a customer in many
capacities, and (v) acquiring or retaining the voting shares of a depository
institution if certain requirements are met.

Washington state has enacted a law regarding financial institution
parity. Primarily, the law affords Washington-chartered commercial banks the
same powers as Washington-chartered savings banks. In order for a bank to
exercise these powers, it must provide 30 days notice to the Director of the
Washington Division of Financial Institutions and the Director must authorize
the requested activity. In addition, the law provides that Washington-
chartered commercial banks may exercise any of the powers that the Federal
Reserve has determined to be closely related to the business of banking and
the powers of national banks, subject to the approval of the Director in
certain situations. Finally, the law provides additional flexibility for
Washington-chartered commercial and savings banks with respect to interest
rates on loans and other extensions of credit. Specifically, they may charge
the maximum interest rate allowable for loans and other extensions of credit
by federally-chartered financial institutions to Washington residents.

Environmental Issues Associated With Real Estate Lending. The
Comprehensive Environmental Response, Compensation and Liability Act
("CERCLA"), 1i1s a federal statute that generally imposes strict liability on
all prior and present "owners and operators" of sites containing hazardous
waste. However, Congress acted to protect secured creditors by providing
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that the term "owner and operator" excludes a person whose ownership is
limited to protecting its security interest in the site. Since the enactment
of the CERCLA, this "secured creditor exemption" has been the subject of
judicial interpretations which have left open the possibility that lenders
could be liable for cleanup costs on contaminated property that they hold as
collateral for a loan.

To the extent that legal uncertainty exists in this area, all creditors,
including the Bank, that have made loans secured by properties with potential
hazardous waste contamination (such as petroleum contamination) could be
subject to liability for cleanup costs, which costs often substantially exceed
the value of the collateral property.

Federal Reserve System. The Federal Reserve Board requires that all
depository institutions maintain reserves on transaction accounts or
non-personal time deposits. These reserves may be in the form of cash or
non—-interest-bearing deposits with the regional Federal Reserve Bank.
Negotiable order of withdrawal accounts and other types of accounts that
permit payments or transfers to third parties fall within the definition of
transaction accounts and are subject to reserve requirements, as are any
non-personal time deposits at a savings bank. As of September 30, 2011, the
Bank's deposit with the Federal Reserve and vault cash exceeded its Regulation
D reserve requirements.

Affiliate Transactions. The Company and the Bank are separate and
distinct legal entities. Federal laws strictly limit the ability of banks to
engage in certain transactions with their affiliates, including their bank
holding companies. Transactions deemed to be a "covered transaction" under
Section 23A of the Federal Reserve Act and between a subsidiary bank and its
parent company or the nonbank subsidiaries of the bank holding company are
limited to 10% of the bank subsidiary's capital and surplus and, with respect
to the parent company and all such nonbank subsidiaries, to an aggregate of
20% of the bank subsidiary's capital and surplus. Further, covered
transactions that are loans and extensions of credit generally are required to
be secured by eligible collateral in specified amounts. Federal law also
requires that covered transactions and certain other transactions listed in
Section 23B of the Federal Reserve Act between a bank and its affiliates be on
terms as favorable to the bank as transactions with non-affiliates.
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Community Reinvestment Act. Banks are also subject to the provisions of
the Community Reinvestment Act of 1977, which requires the appropriate federal
bank regulatory agency to assess a bank's record in meeting the credit needs
of the community serviced by the bank, including low and moderate income
neighborhoods. The regulatory agency's assessment of the bank's record is
made available to the public. Further, an assessment is required of any bank
which has applied to establish a new branch office that will accept deposits,
relocate an existing office or merge or consolidate with, or acquire the
assets or assume the liabilities of, a federally regulated financial

institution. The Bank received a "satisfactory" rating during its most recent
examination.
Dividends. Dividends from the Bank constitute the major source of funds

for dividends which may be paid by the Company shareholders. The amount of
dividends payable by the Bank to the Company depends upon the Bank's earnings
and capital position, and is limited by federal and state laws, regulations
and policies. According to Washington law, the Bank may not declare or pay a
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cash dividend on its capital stock if it would cause its net worth to be
reduced below (i) the amount required for liquidation accounts or (ii) the net
worth requirements, if any, imposed by the Director of the Division. 1In
addition, dividends on the Bank's capital stock may not be paid in an
aggregate amount greater than the aggregate retained earnings of the Bank,
without the approval of the Director of the Division.

The amount of dividends actually paid during any one period will be
strongly affected by the Bank's management policy of maintaining a strong
capital position. Federal law further provides that no insured depository
institution may pay a cash dividend if it would cause the institution to be
"undercapitalized," as defined in the prompt corrective action regulations.
Moreover, the federal bank regulatory agencies also have the general authority
to limit the dividends paid by insured banks if such payments should be deemed
to constitute an unsafe and unsound practice.

Other Consumer Protection Laws and Regulations. The Bank is subject to a
broad array of federal and state consumer protection laws and regulations that
govern almost every aspect of its business relationships with consumers.

While the list set forth below is not exhaustive, these include the
Truth-in-Lending Act, the Truth in Savings Act, the Electronic Fund Transfer
Act, the Expedited Funds Availability Act, the Equal Credit Opportunity Act,
the Fair Housing Act, the Real Estate Settlement Procedures Act, the Home
Mortgage Disclosure Act, the Fair Credit Reporting Act, the Fair Debt
Collection Practices Act, the Right to Financial Privacy Act, the Home
Ownership and Equity Protection Act, the Consumer Leasing Act, the Fair Credit
Billing Act, the Homeowners Protection Act, the Check Clearing for the 21st
Century Act, laws governing flood insurance, laws governing consumer
protections in connection with the sale of insurance, federal and state laws
prohibiting unfair and deceptive business practices, and various regulations
that implement some or all of the foregoing. These laws and regulations
mandate certain disclosure requirements and regulate the manner in which
financial institutions must deal with customers when taking deposits, making
loans, collecting loans, and providing other services. Failure to comply with
these laws and regulations can subject the Bank to various penalties,
including but not limited to, enforcement actions, injunctions, fines, civil
liability, criminal penalties, punitive damages, and the loss of certain
contractual rights.

Regulation of the Company

General. The Company, as the sole shareholder of the Bank, is a bank
holding company and is registered as such with the Federal Reserve. Bank
holding companies are subject to comprehensive regulation by the Federal
Reserve under the Bank Holding Company Act of 1956, as amended ("BHCA"), and
the regulations of the Federal Reserve. As a bank holding company, the
Company is required to file with the Federal Reserve annual reports and such
additional information as the Federal Reserve may require and will be subject
to regular examinations by the Federal Reserve. The Federal Reserve also has
extensive enforcement authority over bank holding companies, including, among
other things, the ability to assess civil money penalties, to issue cease and
desist or removal orders and to require that a holding company divest
subsidiaries (including its bank subsidiaries). In general, enforcement
actions may be initiated for violations of law and regulations and unsafe or
unsound practices.

The Bank Holding Company Act. Under the BHCA, the Company is supervised
by the Federal Reserve. The Federal Reserve has a policy that a bank holding
company 1s required to serve as a source of financial and managerial strength
to its subsidiary banks and may not conduct its operations in an unsafe or
unsound manner. In addition, the Federal Reserve provides that bank holding
companies should serve as a source of strength to its subsidiary banks by
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being prepared to use available resources to provide adequate capital funds to
its subsidiary banks during periods of financial stress or adversity, and
should maintain the financial flexibility and capital raising capacity to
obtain additional resources for assisting its subsidiary banks. A bank
holding company's failure to meet its obligation to serve as a source of
strength to its subsidiary banks will generally be considered by the Federal
Reserve to be an unsafe and unsound banking practice or a violation of the
Federal Reserve's regulations or both.

The Company is required to file quarterly and periodic reports with the
Federal Reserve and provide additional information as the Federal Reserve may
require. The Federal Reserve may examine the Company, and any of its
subsidiaries, and charge the Company for the cost of the examination.

The Company and any subsidiaries that it may control are considered
"affiliates" within the meaning of the Federal Reserve Act, and transactions
between our bank subsidiary and affiliates are subject to numerous
restrictions. With some exceptions, the Company and its subsidiaries, are
prohibited from tying the provision of various services, such as extensions of
credit, to other services offered by the Company, or its affiliates.

Acquisitions. The BHCA prohibits a bank holding company, with certain
exceptions, from acquiring direct or indirect ownership or control of more
than 5% of the voting shares of any company that is not a bank or bank holding
company and from engaging directly or indirectly in activities other than
those of banking, managing or controlling banks, or providing services for its
subsidiaries. Under the BHCA, the Federal Reserve is authorized to approve
the ownership of shares by a bank holding company in any company, the
activities of which the Federal Reserve has determined to be so closely
related to the business of banking or managing or controlling banks as to be a
proper incident thereto. The list of activities determined by regulation to
be closely related to banking within the meaning of the BHCA includes, among
other things: operating a savings institution, mortgage company, finance
company, credit card company or factoring company; performing certain data
processing operations; providing certain investment and financial advice;
underwriting and acting as an insurance agent for certain types of
credit-related insurance; leasing property on a full-payout, non-operating
basis; selling money orders, travelers' checks and U.S. Savings Bonds; real
estate and personal property appraising; providing tax planning and
preparation services; and, subject to certain limitations, providing
securities brokerage services for customers.

Interstate Banking. The Federal Reserve may approve an application of a
bank holding company to acquire control of, or acquire all or substantially
all of the assets of, a bank located in a state other than such holding
company's home state, without regard to whether the transaction is prohibited
by the laws of any state except with respect to the acquisition of a bank that
has not been in existence for the minimum time period, not exceeding five
years, specified by the law of the host state. The Federal Reserve may not
approve an application if the applicant controls or would control more than
10% of the insured deposits in the United States or 30% or more of the
deposits in the target bank's home state or in any state in which the target
bank maintains a branch. Federal law does not affect the authority of states
to limit the percentage of total insured deposits in the state that may be
held or controlled by a bank holding company to the extent such limitation
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does not discriminate against out-of-state banks or bank holding companies.
Individual states may also waive the 30% state-wide concentration limit
contained in the federal law.

The federal banking agencies are authorized to approve interstate merger
transactions without regard to whether such transaction is prohibited by the
law of any state, unless the home state of one of the banks adopted a law
prior to June 1, 1997 which applies equally to all out-of-state banks and
expressly prohibits merger transactions involving out-of-state banks.
Interstate acquisitions of branches will be permitted only if the law of the
state in which the branch is located permits such acquisitions. Interstate
mergers and branch acquisitions will also be subject to the nationwide and
statewide insured deposit concentration amounts described above.

Dividends. The Federal Reserve has issued a policy statement on the
payment of cash dividends by bank holding companies, which expresses the
Federal Reserve's view that a bank holding company should pay cash dividends
only to the extent that the company's net income for the past year is
sufficient to cover both the cash dividends and a rate of earning retention
that is consistent with the company's capital needs, asset quality and overall
financial condition, and that it is inappropriate for a company experiencing
serious financial problems to borrow funds to pay dividends. Under the terms
of the Bank MOU, the Bank may not pay dividends to the Company without the
prior consent of the FDIC and
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the Division. 1In addition, the FRB has denied the Company's request to pay
cash dividends on its common stock since May 2010. In addition, the FRB has
denied the Company's requests to pay dividends on its Series A Preferred Stock
issued under the CPP for the quarterly payments due for the last six quarters
beginning with the payments due on May 15, 2010. The Company's ability to
pay dividends with respect to common stock is subject to obtaining approval
from the FRB and the Treasury and is further restricted until the dividend
obligations under the Series A Preferred Stock are brought current.

Stock Repurchases. Bank holding companies, except for certain
"well-capitalized" and highly rated bank holding companies, are required to
give the Federal Reserve prior written notice of any purchase or redemption of
its outstanding equity securities if the consideration for the purchase or
redemption, when combined with the net consideration paid for all such
purchases or redemptions during the preceding 12 months, is equal to 10% or
more of their consolidated net worth. The Federal Reserve may disapprove a
purchase or redemption if it determines that the proposal would constitute an
unsafe or unsound practice or would violate any law, regulation, Federal
Reserve order, or any condition imposed by, or written agreement with, the
Federal Reserve.

Capital Requirements. The Federal Reserve has established capital
adequacy guidelines for bank holding companies that generally parallel the
capital requirements of the FDIC for the Bank. The Federal Reserve

regulations provide that capital standards will be applied on a consolidated
basis in the case of a bank holding company with $500 million or more in total
consolidated assets.

The Company's total risk based capital must equal 8% of risk-weighted
assets and one half of the 8%, or 4%, must consist of Tier 1 (core) capital
and its Tier 1 (core) capital must equal 4% of total assets. As of September
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30, 2011, the Company's total risk based capital was 16.5% of risk-weighted
assets, its risk based capital of Tier 1 (core) capital was 15.2% of
risk-weighted assets and its Tier 1 (core) capital was 11.1% of average
assets.

Sarbanes-Oxley Act of 2002. As a public company, the Company is subject
to the Sarbanes-Oxley Act of 2002, which implements a broad range of corporate
governance and accounting measures for public companies designed to promote
honesty and transparen