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Dea r Sha re h o l d e r s , E mp loye e s a n d Fr ie n d s :
Oregon Pacific Bancorp, and its wholly owned subsidiary Oregon Pacific Bank, are pleased to report our second
year of improved net income from operations. The improvement in 2013 was largely fueled by a decrease in loan
loss provision expense, as loan loss activity continues to decline. Increased operating expenses and the loss of
income from servicing non-performing assets has greatly impacted profitability. Total non-performing assets
increased $1.7 million in 2013 due to two large real estate loans that were placed on non-accrual in December.
We do believe, however, that the Bank is making steady improvements in this area.
Total assets declined $4.0 million in 2013 to $173.2 million, as compared to $177.2 million at year-end 2012.
Net loan totals were essentially static, with a slight decline of $723 thousand. Lending activity has been relatively
slow in the rural markets the Bank operates in; however, we have begun to gain traction by adding several new
business relationships in both Roseburg and Coos Bay. These two markets represent tremendous opportunity for
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Oregon Pacific Bank to capitalize on the declining number of community banks headquartered in the region.
Oregon Pacific Bank continues to embody the philosophy of making local decisions to enhance the lives of local
businesses and consumers.
We are a year past the acquisition of trust operations from South Valley Bank and Trust in Medford. This
transaction allowed total trust assets under management to more than double. Trust and Wealth Management
continues to be a critical part of the Bank’s present and future strategic vision, as it provides both a service to a
niche of clientele we believe is underserved and a reasonable return on investment for the Bank and its
shareholders. We are very pleased to announce that in the fourth quarter of 2013, we were approved by the
Oregon Division of Finance and Corporate Securities to open a commercial loan production office in Medford.
The office opened in February of 2014 and is located inside the Medford Trust Office. We are actively spreading
the word of our presence and ability to serve the needs of commercial real estate investors and local businesses.
2013 represented a year of transition for Oregon Pacific Bank. As previously reported, Ronald S. Green was
promoted from Executive Vice President and Chief Credit Officer to President and CEO in August. He also
serves on the Board of both Oregon Pacific Bank and Oregon Pacific Bancorp. Ron was the appropriate person
to replace our former CEO due to his strong relationship with the Bank’s staff and clients, and extensive 25 year
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community-bank banking career. He is committed to Oregon Pacific Bank and is deeply driven to find the
appropriate blend of client service, staff morale and shareholder value. An additional transition includes the
implementation of a Board of Directors enhancement strategy. We are pleased to report the appointment of
Timothy Salisbury and Dr. Mary Jeanne Kuhar to the boards of Oregon Pacific Bancorp and Oregon Pacific
Bank. Details of these appointments are included in the 2014 Proxy Statement for shareholder consideration.
It is expected that additional Directors will be appointed in the second quarter of 2014, as we anticipate the
retirement of two long standing Directors.
It is an exciting time for Oregon Pacific Bank. We are one of only a few community banks in the markets we
serve, which is creating tremendous opportunity for the Bank. Our Trust and commercial lending operations are
gaining traction, staff morale is very high, and the Management Team and Board of Directors are newly
energized with their focus on the future. There are factors that we must continue to manage dutifully. The
prolonged low interest rate environment, a lagging economic recovery in rural Oregon and growing compliance
responsibilities must be at the forefront of our minds as we push forward towards success.
We are so grateful for the support and loyalty provided by the community, our clients, our shareholders and our
employees. Our commitment remains that we intend to be the best community bank, best employer and
provide an appropriate return on investment for our shareholders. If you have any questions, we encourage you
to call us at any time.
Respectfully submitted,

Robert R. King

Ronald S. Green

Chairman of the Board

President & CEO
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Oregon Pacific Bancorp and Subsidiary
Financial Highlights (Unaudited)
As of and for the Years Ended December 31
2013

2012

2010

2011

2009

Income Statement Data
Interest income

$

Interest expense

6,569,834

$

(784,451)

Net interest income

5,785,383

Provision for loan losses

7,249,424

$

(1,075,295)
6,174,129

(356,000)

7,880,455

$

(1,409,806)

(839,000)

8,596,876

$

9,271,976

(1,684,301)

(2,107,708)

6,470,649

6,912,575

7,164,268

(1,182,000)

(1,045,000)

(4,410,508)
2,753,760

Net interest income after provision for loan losses

5,429,383

5,335,129

5,288,649

5,867,575

Noninterest income

3,595,054

2,520,210

2,163,143

2,046,092

1,909,095

Noninterest expense

(8,632,176)

(8,010,839)

(7,701,786)

(7,885,298)

(7,704,574)

Income (loss) before income taxes

392,261

(155,500)

(249,994)

28,369

(3,041,719)

Provision (benefit) for income taxes
Net income (loss)

$

40,568
351,693

$

(211,628)
56,128

$

(168,540)
(81,454)

$

(80,607)
108,976

$

(1,316,008)
(1,725,711)

Basic earnings (loss) per common share

$

0.09

$

0.02

$

(0.04)

$

0.05

$

(0.79)

Diluted earnings (loss) per common share

$

0.09

$

0.02

$

(0.04)

$

0.05

$

(0.79)

Book value per average common share

$

3.81

$

5.21

$

5.29

$

5.32

$

5.26

Per Share Data

Weighted average shares outstanding:
Basic

3,972,249

2,883,481

2,193,018

2,190,664

2,186,386

Diluted

3,972,249

2,883,481

2,193,018

2,190,664

2,186,386

$ 16,378,999

$ 12,634,308

$ 12,508,529

$ 11,723,986

110,667,529

111,390,237

115,819,046

115,893,526

122,319,922

Total assets

173,188,683

177,174,915

174,328,816

163,887,858

164,644,873

Total deposits

140,678,806

142,204,840

142,673,635

132,950,879

129,077,627

15,138,269

15,023,408

11,610,983

11,649,957

11,505,910

Balance Sheet Data
Investment securities
Loans - net (1)

Stockholders' equity

9,742,903

$

Selected Ratios
Return on average assets
Return on average equity
Net loans to deposits
Net interest margin (2)
Efficiency ratio (3)

0.20%

0.03%

(0.05%)

0.07%

(1.08%)

2.33%

0.44%

(0.70%)

0.93%

(13.27%)

78.67%

78.33%

81.18%

87.17%

94.76%

3.83%

4.08%

4.53%

4.62%

5.05%

92.02%

92.14%

89.21%

88.02%

85.06%

1.55%

1.53%

2.28%

3.13%

2.40%

Asset Quality Ratios
Allowance for loan losses to:
Ending total loans

14.69%

16.60%

42.20%

49.53%

81.82%

Nonperforming assets to ending total assets

Nonperforming assets (4)

6.86%

5.91%

3.67%

4.64%

2.24%

Net loan charge-offs to average loans

0.30%

1.54%

1.87%

0.25%

2.29%

Capital Ratios (Bank)
Average stockholders' equity to average assets
Tier I capital ratio (5)

11.09%

9.96%

9.40%

9.41%

10.69%

16.5%

15.5%

11.6%

11.3%

10.9%

Total risk-based capital ratio (6)

17.7%

16.7%

12.8%

12.6%

12.2%

Leverage ratio (7)

10.3%

10.2%

8.2%

8.4%

9.2%

(1) Excludes loans held-for-sale.
(2) Used tax effective yield to determine interest earned on non-taxable securities.
(3) Efficiency ratio is noninterest expense divided by sum of net interest income plus noninterest income.
(4) Nonperforming assets consists of nonaccrual loans, loans contractually past due 90 days or more, and other real estate owned.
(5) Tier I capital divided by risk-weighted assets.
(6) Total capital divided by risk-weighted assets.
(7) Tier I capital divided by average total assets.
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Independent Auditors' Report
To the Board of Directors and Stockholders
Oregon Pacific Bancorp and Subsidiary
We have audited the accompanying consolidated balance sheet of Oregon Pacific Bancorp and
Subsidiary as of December 31, 2013, and the related consolidated statements of comprehensive income,
changes in stockholders' equity, and cash flows for the year then ended, and the related notes to the
consolidated financial statements.
Management's Responsibility for the Consolidated Financial Statements
Management is responsible for the preparation and fair presentation of these consolidated financial
statements in accordance with accounting principles generally accepted in the United States of America;
this includes the design, implementation, and maintenance of internal control relevant to the preparation
and fair presentation of consolidated financial statements that are free from material misstatement,
whether due to fraud or error.
Auditors' Responsibility
Our responsibility is to express an opinion on the 2013 consolidated financial statements based on our
audit. We conducted our audit in accordance with auditing standards generally accepted in the United
States of America. Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the 2013 consolidated financial statements are free from material misstatement.
An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in
the consolidated financial statements. The procedures selected depend on the auditors' judgment,
including the assessment of the risks of material misstatement of the consolidated financial statements,
whether due to fraud or error. In making those risk assessments, the auditors consider internal control
relevant to the entity's preparation and fair presentation of the consolidated financial statements in order
to design audit procedures that are appropriate in the circumstances, but not for the purpose of
expressing an opinion on the effectiveness of the entity's internal control. Accordingly, we express no
such opinion. An audit also includes evaluating the appropriateness of accounting policies used and the
reasonableness of significant accounting estimates made by management, as well as evaluating the
overall presentation of the consolidated financial statements.
We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for
our audit opinion.
Opinion
In our opinion, the 2013 consolidated financial statements referred to above present fairly, in all material
respects, the financial position of Oregon Pacific Bancorp and Subsidiary as of December 31, 2013, and
the results of their operations and their cash flows for the year then ended in accordance with accounting
principles generally accepted in the United States of America.
Prior Period Financial Statements
The consolidated financial statements of Oregon Pacific Bancorp and Subsidiary as of and for the year
ended December 31, 2012, were audited by other auditors whose report dated March 18, 2013,
expressed an unmodified opinion on those statements.

March 12, 2014
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Oregon Pacific Bancorp and Subsidiary
Consolidated Balance Sheets
December 31, 2013 and 2012
2013

2012

Assets
Cash and cash equivalents

$

4,361,079

$

4,200,423

Interest-bearing deposits in banks

28,480,152

34,692,600

Investment securities available-for-sale

16,378,999

12,634,308

1,084,150

1,070,500

110,667,529

111,390,237

Premises and equipment - net

6,744,868

6,927,549

Other real estate owned

1,725,288

2,048,166

Deferred tax assets - net

2,462,712

2,347,059

Accrued interest receivable and other assets

1,283,906

1,864,073

$ 173,188,683

$ 177,174,915

$

$

Restricted equity securities
Loans - net

Total Assets

Liabilities and Stockholders' Equity
Liabilities
Deposits
Demand

38,315,878

37,525,407

Interest-bearing demand

42,750,281

44,901,846

Savings

28,986,927

23,954,378

Time

30,625,720

35,823,209

140,678,806

142,204,840

Repurchase agreements

3,077,796

5,877,762

Federal Home Loan Bank borrowings

6,500,000

6,527,806

Junior subordinated debentures (trust preferred securities)

4,124,000

4,124,000

Deferred compensation liability

2,291,400

2,244,928

Accrued interest payable and other liabilities

1,378,412

1,172,171

158,050,414

162,151,507

-

-

Common stock, no par value; 10,000,000 shares authorized;
3,972,249 shares issued and outstanding

8,279,110

8,278,512

Retained earnings

6,980,313

6,628,620

Total deposits

Total liabilities
Stockholders' equity
Preferred stock; 200,000 shares authorized; no shares issued and
outstanding

Accumulated other comprehensive income (loss) - net

(121,154)

Total stockholders' equity
Total Liabilities and Stockholders' Equity

15,138,269

15,023,408

$ 173,188,683

$ 177,174,915

The accompanying notes are an integral part of the consolidated financial statements.
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116,276

Oregon Pacific Bancorp and Subsidiary
Consolidated Statements of Comprehensive Income
Years Ended December 31, 2013 and 2012
2013

2012

$ 6,196,247

$ 6,907,790

117,597

86,539

State and political subdivisions

69,441

84,292

Mortgage-backed securities

14,430

17,367

Corporate and other investments

32,178

36,718

139,941

116,718

6,569,834

7,249,424

Interest-bearing demand deposits

53,507

91,273

Savings

30,044

33,979

Time certificate accounts

405,715

586,743

Other borrowings

295,185

363,300

Total interest expense

784,451

1,075,295

5,785,383

6,174,129

356,000

839,000

5,429,383

5,335,129

1,938,236

1,038,101

Service charges and fees

727,872

753,234

Investment sales commissions

248,531

226,733

Mortgage loan sales and servicing fees

239,387

241,634

Gains on sales of loans

160,985

-

Merchant card services

150,949

177,270

Other income

129,094

83,238

3,595,054

2,520,210

Interest income
Interest and fees on loans
Interest on investment securities
U.S. Treasury and agencies

Interest on interest-bearing deposits in banks
Total interest income
Interest expense

Net interest income
Provision for loan losses
Net Interest Income After Provision for Loan Losses
Noninterest income
Trust fee income

Total noninterest income

The accompanying notes are an integral part of the consolidated financial statements.
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Oregon Pacific Bancorp and Subsidiary
Consolidated Statements of Comprehensive Income
(Continued)
Years Ended December 31, 2013 and 2012
2013

2012

$ 4,529,903

$ 4,118,896

Outside services

999,426

953,482

Occupancy

647,159

681,868

Securities and trust department expenses

634,927

397,403

Federal Deposit Insurance Corporation assessment

374,932

368,926

Other real estate owned

306,131

392,715

Loan and collection expense

218,154

182,396

Supplies

113,330

129,689

Postage and freight

87,737

99,333

Deferred compensation expense

84,062

89,492

Advertising

69,978

73,951

566,437

522,688

8,632,176

8,010,839

Noninterest expense
Salaries and employee benefits

Other expenses
Total noninterest expense
Income (Loss) Before Income Taxes
Provision (benefit) for income taxes
Net Income
Other comprehensive loss - change in unrealized gain/loss on
investment securities available-for-sale
(net of income taxes of $158,287 ($4,426 in 2012))

392,261

(155,500)

40,568

(211,628)

351,693

56,128

(237,430)

(6,639)

Comprehensive Income

$

114,263

$

49,489

Basic and Diluted Earnings Per Common Share

$

0.09

$

0.02

The accompanying notes are an integral part of the consolidated financial statements.
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Oregon Pacific Bancorp and Subsidiary
Consolidated Statements of Changes in Stockholders' Equity
Years Ended December 31, 2013 and 2012

Common Stock
Shares
Amount
Balances - December 31, 2011

Retained
Earnings

Accumulated
Other
Comprehensive
Income (Loss)

Total
Stockholders'
Equity

$

122,915

$ 11,610,982

-

56,128

2,193,903

$ 4,915,575

$ 6,572,492

Net income

-

-

56,128

Other comprehensive loss - net

-

-

-

Issuance of nonregistered stock

1,778,346

3,372,817

-

-

-

-

Stock-based compensation
benefit
Balances - December 31, 2012

-

(9,880)

(6,639)

(6,639)
3,372,817
(9,880)

3,972,249

8,278,512

6,628,620

116,276

15,023,408

Net income

-

-

351,693

-

351,693

Other comprehensive loss - net

-

-

-

Issuance of nonregistered stock

-

425

-

-

425

Stock-based compensation
expense

-

173

-

-

173

3,972,249

$ 8,279,110

$ 6,980,313

Balances - December 31, 2013

The accompanying notes are an integral part of the consolidated financial statements.
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(237,430)

$

(121,154)

(237,430)

$ 15,138,269

Oregon Pacific Bancorp and Subsidiary
Consolidated Statements of Cash Flows
Years Ended December 31, 2013 and 2012
2013

2012

Cash Flows From Operating Activities
Net income

$

351,693

$

56,128

Adjustments to reconcile net income to net cash
provided by operating activities
Provision for loan losses

356,000

839,000

Depreciation and amortization

519,779

529,241

42,634

(162,272)

188,354

239,636

Provision (benefit) for deferred income taxes
Write-down of other real estate owned
Stock-based compensation expense (benefit)

173

Change in fair value of Board deferred compensation plan

28,980

54,088

3,483,388

7,097,201

(3,483,388)

(6,838,803)

Proceeds from sales of mortgage loans held-for-sale
Production of mortgage loans held-for-sale

(9,880)

Gains on sales of loans

160,985

Loss (gain) on dispositions of premises, equipment, and other
real estate owned

(27,724)

20,335

Change in accrued interest receivable and other assets

498,175

114,413

Change in accrued interest payable and other liabilities

223,733

687

2,342,782

1,939,774

2,437,478

14,595,344

(6,661,764)

(14,795,207)

(13,650)

(46,850)

Net cash provided by operating activities

-

Cash Flows From Investing Activities
Proceeds from maturities and calls of investment securities available-for-sale
Purchases of investment securities available-for-sale
Purchases of restricted equity securities
Net decrease (increase) in interest-bearing deposits in banks

6,212,448

(6,406,547)

Net decrease (increase) in loans

(358,481)

Purchases of premises and equipment

(183,392)

(696,729)

738,616

256,120

Proceeds from sales of premises, equipment, and other real estate owned
Net cash provided (used) by investing activities

2,171,255

2,546,661

(4,547,208)

Cash Flows From Financing Activities
Net decrease in deposits

(1,526,034)

(468,795)

Proceeds from Federal Home Loan Bank borrowings

3,035,001

1,535,000

Repayments of Federal Home Loan Bank borrowings

(3,062,807)

(3,090,000)

Net increase (decrease) in repurchase agreements

(2,799,966)

1,402,693

Net proceeds from issuance of nonregistered stock

425

Net cash provided (used) by financing activities

(4,353,381)

3,372,817
2,751,715

Net Increase in Cash and Cash Equivalents

160,656

144,281

Cash and cash equivalents - beginning of year

4,200,423

4,056,142

$ 4,361,079

$ 4,200,423

Cash and Cash Equivalents - End of Year

The accompanying notes are an integral part of the consolidated financial statements.
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Oregon Pacific Bancorp and Subsidiary
Consolidated Statements of Cash Flows (Continued)
Years Ended December 31, 2013 and 2012
2013

2012

Supplemental Disclosures of Cash Flow Information
Cash paid (received) during the year for
Interest

$

650,563

$

918,893

Income taxes - net

$

(471,290)

$

16,535

Change in unrealized gain/loss on investment securities
available-for-sale - net

$

(237,430)

$

(6,639)

Transfer of loans to other real estate owned

$

564,204

Supplemental Disclosures of Non-Cash Investing
and Financing Activities

The accompanying notes are an integral part of the consolidated financial statements.
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$ 1,043,149

Oregon Pacific Bancorp and Subsidiary
Notes to Consolidated Financial Statements
Years Ended December 31, 2013 and 2012
1.

Basis of Presentation, Description of Business, and Summary of Significant Accounting Policies
Basis of presentation
The accompanying consolidated financial statements include the accounts of Oregon Pacific Bancorp
("Bancorp"), a bank holding company; and its wholly-owned subsidiary, Oregon Pacific Banking Company
dba Oregon Pacific Bank ("the Bank") (collectively, "the Company"). All significant intercompany accounts
and transactions have been eliminated in consolidation.
The Company has also established a subsidiary grantor trust in connection with the issuance of trust
preferred securities (see Note 8). In accordance with accounting principles generally accepted in the United
States of America (GAAP), the accounts and transactions of this trust are not included in the accompanying
consolidated financial statements.
Certain amounts in 2012 have been reclassified to conform with the 2013 presentation.
Description of business
The Bank is an Oregon state-chartered institution. From its headquarters in Florence, Oregon, the Bank
provides full-service banking products to its customers who live primarily in Lane, Douglas, and Coos
Counties of Oregon and on the central Oregon coast. The Bank's activities include the usual lending and
deposit functions of a commercial bank: commercial, agricultural, real estate, installment, credit card, and
mortgage loans; checking, money market, savings, and time deposit accounts; internet banking and bill
payment; automated teller machines; and safe deposit facilities. Additionally, the Bank offers trust and
investment services.
Method of accounting
The Company prepares its consolidated financial statements in conformity with GAAP and prevailing
practices within the banking industry. The Company utilizes the accrual method of accounting which
recognizes income and gains when earned and expenses and losses when incurred. The preparation of
consolidated financial statements in conformity with GAAP requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities, and the disclosure of contingent
assets and liabilities, as of the date of the consolidated balance sheet, and the reported amounts of income,
gains, expenses, and losses during the reporting periods. Actual results could differ from those estimates.
Material estimates that are particularly susceptible to material change in the near term relate to the
allowance for loan losses and the valuation of other real estate owned (OREO), deferred tax assets, and
mortgage servicing rights (MSRs).
Subsequent events
Management has evaluated, for potential recognition or disclosure in the consolidated financial statements,
subsequent events that have occurred through March 12, 2014, which is the date that the consolidated
financial statements were available to be issued.
Cash and cash equivalents
For purposes of reporting cash flows, cash and cash equivalents include cash on hand and amounts due
from banks (including cash items in process of collection).
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Oregon Pacific Bancorp and Subsidiary
Notes to Consolidated Financial Statements
Years Ended December 31, 2013 and 2012
1.

Basis of Presentation, Description of Business, and Summary of Significant Accounting Policies
(Continued)
Interest-bearing deposits in banks
Interest-bearing deposits in banks include time certificates of deposit from other banks and federal funds
sold. Generally, federal funds are sold for one-day periods.
Concentrations of credit risk
The Bank maintains balances in correspondent bank accounts which, at times, may exceed federally insured
limits. Management believes that its risk of loss associated with such balances is minimal due to the
financial strength of the correspondent banks. The Bank has not experienced any losses in such accounts.
Investment securities
Investment securities that management has the positive intent and ability to hold to maturity are classified as
held-to-maturity securities and would be reported at cost, adjusted for amortization of premiums and
accretion of discounts that are recognized in interest income using the interest method over the period to
maturity.
Investment securities that are purchased and held principally for the purpose of selling them in the near term
would be classified as trading securities and are reported at fair value, with unrealized gains and losses
included in noninterest income.
Investment securities that are not classified as either held-to-maturity securities or trading securities are
classified as available-for-sale securities and are reported at fair value, with unrealized gains and losses, net
of the related deferred income tax effect, excluded from earnings and reported as other comprehensive
income or loss, net of income taxes. All of the Company's investment securities held during 2013 and 2012
were classified as available-for-sale.
See Note 12 for a description of the Company's methodologies for determining the fair value of investment
securities.
Management determines the appropriate classification of securities at the time of purchase.
Realized gains and losses on the sales of investment securities are determined using the specificidentification method.
In estimating other-than-temporary impairment (OTTI) losses, management considers, among other things,
(1) the length of time and the extent to which the fair value has been less than amortized cost, (2) the
financial condition and near term prospects of the issuer, (3) the impact of changes in market interest rates,
and (4) the intent and ability of the Company to retain its investment in the issuer for a period of time
sufficient to allow for any anticipated recovery of fair value. For individual securities which the Company
does not intend to sell and for which it is not more likely than not that the Company will be required to sell the
security before recovery of its amortized cost basis, the OTTI losses would be evaluated and (1) the portion
related to credit losses would be included in earnings as realized losses and (2) the portion related to market
or other factors would be recognized in other comprehensive income or loss. Credit loss is recorded if the
present value of expected cash flows is less than the amortized cost. For individual securities which the
Company intends to sell or for which it more likely than not will not recover all of its amortized cost, the OTTI
is recognized in earnings equal to the entire difference between the security's cost basis and its fair value at
the consolidated balance sheet date.
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Oregon Pacific Bancorp and Subsidiary
Notes to Consolidated Financial Statements
Years Ended December 31, 2013 and 2012
1.

Basis of Presentation, Description of Business, and Summary of Significant Accounting Policies
(Continued)
Investment securities (continued)
For individual securities for which credit loss has been recognized in earnings, interest accruals and
amortization of premiums and accretion of discounts are suspended when the credit loss is recognized.
Interest received after accruals have been suspended is recognized on a cash basis.
During the years ended December 31, 2013 and 2012, the Company did not recognize any OTTI on its
investment securities.
Restricted equity securities
As of December 31, 2013, restricted equity securities consisted of $715,300 of Federal Home Loan Bank of
Seattle (FHLB) stock and $368,850 of Federal Reserve Bank (FRB) stock. As of December 31, 2012,
restricted equity securities consisted of $742,100 of FHLB stock and $328,400 of FRB stock.
As a member of the Federal Home Loan Bank system, the Bank is required to maintain a minimum
investment in FHLB stock based on specific percentages of its outstanding mortgages, total assets, or FHLB
advances. As of December 31, 2013, the Bank's minimum investment requirement was approximately
$292,500. The Bank may request redemption at par value of any FHLB stock in excess of the minimum
required investment; however, stock redemptions are at the discretion of the FHLB.
The Bank's investment in FHLB stock – which has limited marketability – is carried at par value (which
represents the Bank's cost), which approximates fair value. GAAP provides that, for impairment testing
purposes, the value of long-term investments such as FHLB stock is based on the "ultimate recoverability" of
the par value of the security without regard to temporary declines in value. The determination of whether a
decline affects the ultimate recovery is influenced by criteria such as: (1) the significance of the decline in
net assets of the FHLB as compared to the capital stock amount and length of time a decline has persisted;
(2) the impact of legislative and regulatory changes on the FHLB; and (3) the liquidity position of the FHLB.
During the quarter ended September 30, 2012, the Federal Housing Finance Agency (FHFA) upgraded the
FHLB's regulatory capital classification to "adequately capitalized" and granted the FHLB authority to
repurchase up to $25 million of excess capital stock per quarter at par, provided the FHLB receives a nonobjection for each quarter's repurchase from the FHFA. In addition, the FHLB announced in July 2013 that it
had declared its first dividend in several years. Based on the Bank's evaluation of its investment in FHLB
stock, including the long-term nature of the investment, the liquidity position of the FHLB, actions being taken
by the FHLB to address regulatory directives, and the Bank's intent and ability to hold the investment for a
period of time sufficient to recover the par value, the Bank does not believe that its investment in FHLB stock
is impaired as of December 31, 2013. However, future deterioration of the FHLB's financial condition may
result in future impairment losses.
The Bank's investment in FRB stock is carried at par value (which represents the Bank's cost), which
approximates fair value. The Bank accounts for its investment in FRB stock in accordance with GAAP as
described above under FHLB stock. Management believes that there is no impairment of the carrying value
of FRB stock as of December 31, 2013.
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1.

Basis of Presentation, Description of Business, and Summary of Significant Accounting Policies
(Continued)
Loans held for sale
Loans held-for-sale includes mortgage loans which are reported at the lower of cost or market value,
determined on an aggregate loan basis. Cost generally approximates market value, given the short duration
of these assets. Gains or losses on the sale of loans that are held-for-sale are recognized at the time of the
sale and determined by the difference between net sale proceeds and the net book value of the loans less
the estimated fair value of any retained mortgage servicing rights. As of December 31, 2013 and 2012, there
were no loans held for sale.
Loans
Loans are stated at the amount of unpaid principal, reduced by the allowance for loan losses and deferred
loan fees.
Interest income on all loans is accrued as earned on the simple interest method based on daily balances of
the principal amount outstanding. The accrual of interest on loans is discontinued when, in management's
opinion, the borrower may be unable to make payments as they become due. When accrual of interest is
discontinued, all unpaid accrued interest is reversed. Interest income is subsequently recognized only to the
extent cash payments are received in excess of principal due.
The Bank charges fees for originating loans. These fees, net of certain loan origination costs, are deferred
and generally amortized to interest income over the term of the related loan. If the loan is repaid prior to
maturity, the remaining unamortized deferred loan origination fee is recognized in interest income at the time
of repayment.
Allowance for loan losses
The allowance for loan losses represents management's recognition of the assumed risks of extending
credit. The allowance is established to absorb management's best estimate of known and inherent losses in
the loan portfolio as of the consolidated balance sheet date. The allowance requires complex subjective
judgments as a result of the need to make estimates about matters that are uncertain. The allowance is
maintained at a level currently considered adequate to provide for potential loan losses based on
management's assessment of the various factors affecting the portfolio.
The allowance is based on estimates, and ultimate losses may vary from the current estimates. These
estimates are reviewed periodically, and, as adjustments become necessary, they are reported in earnings in
the periods in which they become known. Therefore, the Bank cannot provide assurance that, in any
particular period, the Bank will not have significant losses in relation to the amount reserved. The allowance
is increased by provisions charged to income and reduced by loans charged-off, net of recoveries. Loan
losses are charged against the reserve when management deems a loan balance to be uncollectible.
The following describes the Company's methodology for assessing the appropriate level of the allowance for
loan losses. For this purpose, loans and related commitments to loan are analyzed – and allowances
categorized – into the pooled allowance, specifically identified allowances for impaired loans, and the
unallocated allowance.
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1.

Basis of Presentation, Description of Business, and Summary of Significant Accounting Policies
(Continued)
Allowance for loan losses (continued)
The pooled portion of the allowance is established by considering historical and industry loss data for the
different loan segments in the portfolio. This loss data is then adjusted, as appropriate, based on
management's continuing evaluation of qualitative factors that are not directly measured by – or may not yet
be reflected in – historical loss data. Such qualitative factors include, but are not limited to, changes in
lending policies and procedures, experience of lending management personnel, the quality of the Bank's
loan review system, changes and trends in the nature of the loan portfolio, the volume and severity of
troubled loans, concentrations, current economic conditions and outlook, the estimated value of collateral for
collateral-dependent loans, and external factors such as regulatory requirements. The resulting loss factors
are then applied to the outstanding loan balances based on a risk rating system.
Impaired loans are either specifically reserved for in the allowance for loan losses or reflected as a partial
charge-off of the loan balance. The Bank considers loans to be impaired when management believes that it
is probable that either principal and/or interest amounts due will not be collected according to the contractual
terms. Impairment is measured on a loan-by-loan basis by either the present value of expected future cash
flows discounted at the loan's effective interest rate, the loan's observable market price, the estimated fair
value of the loan's underlying collateral, or the value of a related guaranty. A significant portion of the Bank's
loans are either (1) collateralized by real estate, whereby the Bank primarily measures impairment based on
the estimated fair value of the underlying collateral, net of selling costs, or (2) are supported by underlying
cash flows, whereby impairment is measured based on the present value of expected future cash flows
discounted at the loan's effective interest rate. Accordingly, changes in such estimated collateral values or
future cash flows could result in actual losses which differ from those estimated at the date of the
consolidated balance sheet. The valuation of real estate collateral is subjective in nature and may be
adjusted in future periods because of changes in economic conditions. Management considers third-party
appraisals, as well as independent fair market value assessments from realtors or other persons involved in
selling real estate in determining the estimated fair value of particular properties. In addition, as certain of
these third-party appraisals and independent fair market value assessments are only updated periodically,
changes in the values of specific properties may have occurred subsequent to the most recent appraisals.
Accordingly, the amounts of any such potential changes and any related adjustments are generally recorded
at the time such information is received. Smaller balance homogeneous loans (typically certain consumer
loans) are collectively evaluated for impairment. Accordingly, the Bank generally does not separately identify
individual consumer and residential loans for impairment disclosures. Generally, the Bank evaluates a loan
for impairment when it is placed on non-accrual status.
The unallocated portion of the allowance is based upon management's evaluation of various factors that are
not directly measured in the determination of the pooled and specific allowances. Such factors include
uncertainties in economic conditions, the imprecision of appraisals used in estimating collateral values,
uncertainties in identifying triggering events that directly correlate to subsequent loss rates, risk factors that
have not yet manifested themselves in historical loss factors, and historical loss experience data that may
not precisely correspond to the current portfolio. The unallocated allowance may also be affected by review
by the bank regulatory authorities who may require increases or decreases to the unallocated allowance
based on their evaluation of the information available to them at the time of their examinations. Accordingly,
the unallocated allowance helps to minimize the risk related to the margin of imprecision inherent in the
estimation of pooled and specific allowances. Due to the subjectivity involved in the determination of the
unallocated portion of the allowance for loan losses, the relationship of the unallocated component to the
total allowance for loan losses may fluctuate from period to period.
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1.

Basis of Presentation, Description of Business, and Summary of Significant Accounting Policies
(Continued)
Allowance for loan losses (continued)
A provision for loan losses is charged against income and is added to the allowance for loan losses based
on quarterly comprehensive analyses of the loan portfolio. The allowance for loan losses is allocated to
certain loan categories based on the relative risk characteristics, asset classifications, and actual loss
experience of the loan portfolio. While management has allocated the allowance for loan losses to various
loan portfolio segments, the allowance is general in nature and is available for the loan portfolio in its
entirety.
The ultimate recovery of the carrying value of loans is susceptible to future market conditions beyond the
Bank's control, which may result in losses or recoveries differing from those provided in the accompanying
consolidated financial statements. Various regulatory agencies, as an integral part of their examination
process, periodically review the Bank's allowance for loan losses. Such agencies may require the Bank to
recognize additions to the allowance based on their judgment of the information available to them at the time
of their examinations of the Bank.
Troubled debt restructurings
A loan is classified as a troubled debt restructuring (TDR) when a borrower is experiencing financial
difficulties and the Bank grants a concession to the borrower in the restructuring that the Bank would not
otherwise consider. These concessions may include – but are not limited to – certain interest rate
reductions; principal forgiveness; deferral of interest payments; certain extensions of maturity dates; a
reduction of accrued interest; and other actions intended to minimize potential losses to the Bank. A TDR
loan is considered to be impaired and is individually evaluated for impairment. A TDR loan can be classified
as either accrual or non-accrual.
Allowance for unfunded loan commitments
The Bank maintains a separate allowance for estimated losses related to unfunded loan commitments.
Management estimates the amount of probable losses related to unfunded loan commitments by applying
the estimated loss factors used in the allowance for loan loss methodology to the expected amount of
commitments that will actually require funding. The allowance for unfunded loan commitments totaled
$29,200 as of December 31, 2013 and 2012. In accordance with industry practice and regulatory guidance,
the allowance for estimated losses related to unfunded loan commitments is included in accrued interest
payable and other liabilities in the accompanying consolidated balance sheets. Increases (decreases) in the
allowance for unfunded loan commitments are recorded in noninterest expense in the accompanying
consolidated statements of comprehensive income.
Premises and equipment
Premises and equipment are stated at cost, less accumulated depreciation and amortization. Depreciation is
computed principally by the straight-line method over the estimated useful lives of the assets, which range
from two to 30 years. Leasehold improvements are amortized over the lesser of the terms of the related
leases or their estimated useful lives. Capital improvements or equipment greater than $1,000 are
capitalized while maintenance and repairs are charged to expense. Gains or losses on dispositions are
reflected in earnings as incurred.
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1.

Basis of Presentation, Description of Business, and Summary of Significant Accounting Policies
(Continued)
Impairment of long-lived assets
The Company accounts for long-lived assets, including intangibles other than goodwill, at amortized cost.
Management reviews long-lived assets for possible impairment whenever events or circumstances indicate
that the carrying amount of such assets may not be recoverable. If there is an indication of impairment,
management would prepare an estimate of future cash flows (undiscounted and without interest charges)
expected to result from the use of the asset and its eventual disposition. If these estimated cash flows were
less than the carrying amount of the asset, an impairment loss would be recognized to write down the asset
to its estimated fair value.
OREO
OREO, acquired through foreclosure or deeds in lieu of foreclosure, is carried at the lower of cost or
estimated net realizable value. When the property is acquired, any excess of the loan balance over the
estimated net realizable value is charged to the allowance for loan losses. Holding costs; subsequent writedowns to net realizable value, if any; or any disposition gains or losses are included in noninterest income
and expense. Costs relating to the development and improvement of the properties are capitalized. The
valuation of OREO is subjective in nature and may be adjusted in the future because of changes in
economic conditions. The valuation of OREO is also subject to review by bank regulatory authorities who
may require increases or decreases to carrying amounts based on their evaluation of the information
available to them at the time of their examination of the Bank. Management considers third-party appraisals,
as well as independent fair market value assessments from realtors or other persons involved in selling
OREO, in determining the fair value of particular properties. In addition, as certain of these third-party
appraisals and independent fair market value assessments are only updated periodically, changes in the
values of specific properties may have occurred subsequent to the most recent appraisals. Accordingly, the
amounts of any such potential changes and any related adjustments are generally recorded at the time such
information is received.
MSRs
The carrying value of MSRs is the original estimated value of the originated MSRs or the cost of purchased
MSRs, net of subsequent amortization, write-offs due to prepayments, or other write-downs or valuation
allowances due to impairment. The originated MSRs are measured by allocating the carrying value of loans
between the assets sold and interest retained, based upon the relative estimated fair values at the date of
sale. The MSRs are being amortized in proportion to, and over the period of, estimated net servicing
income.
Management determines the estimated fair value of MSRs through its review and assessment of current
industry data. Accordingly, changes in management's evaluation of such data could significantly affect the
estimated fair values of the MSRs. GAAP requires that, in the event that the estimated fair value of MSRs
falls below the Bank’s carrying value, the Bank would record an impairment loss. To mitigate this risk,
management amortizes MSRs over their expected lives and fully amortizes MSRs that are specifically
associated with any serviced mortgage loans that are paid-off.
The Bank does not employ specific hedges to mitigate fair value changes that may occur due to market
fluctuations. There can be no assurance regarding the possible impairment of MSRs in future periods. The
net book value of MSRs as of December 31, 2013 and 2012 ($233,641 and $278,229, respectively) is
included in accrued interest receivable and other assets in the accompanying consolidated balance sheets.
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1.

Basis of Presentation, Description of Business, and Summary of Significant Accounting Policies
(Continued)
Preferred stock
The Company's preferred stock is issuable with the par value, dividend, voting, and other features
determined by the Company's Board of Directors (the Board) or by action of the shareholders of the
Company. As of December 31, 2013 and 2012, there were no shares of preferred stock outstanding.
Stock-based compensation
The Company has stock-based compensation plans, which are described more fully in Note 13. The
Company recognizes as compensation expense all stock-based awards made to employees and Board
members. The compensation cost is measured based upon the grant-date fair value of the related stockbased awards and is recognized over the service period of the stock-based awards, which is generally the
same as the vesting period. The fair value of stock options is determined using the Black-Scholes valuation
model.
Advertising
Advertising costs are generally charged to expense during the year in which they are incurred.
Income taxes
The provision for income taxes is based on income and expenses as reported for consolidated financial
statement purposes using the "asset and liability method" for accounting for deferred taxes. Deferred tax
assets and liabilities are recognized for the future tax consequences attributable to differences between the
financial statement carrying amounts of existing assets and liabilities and their respective income tax bases.
Deferred tax assets and liabilities are reflected at currently enacted income tax rates applicable to the period
in which the deferred tax assets or liabilities are expected to be realized or settled. As changes in tax laws
or rates are enacted, deferred tax assets and liabilities are adjusted through the provision for income taxes.
A valuation allowance, if needed, reduces deferred tax assets to the amount expected to be realized.
Income tax positions that meet the "more-likely-than-not" recognition threshold are measured as the largest
amount of income tax benefit that is more than 50 percent likely to be realized upon settlement with the
applicable taxing authority. The portion of the benefits associated with income tax positions taken that
exceeds the amount measured as described above would be reflected as a liability for unrecognized income
tax benefits in the accompanying consolidated balance sheets along with any associated interest and
penalties that would be payable to the taxing authorities upon examination. Interest and penalties
associated with unrecognized income tax benefits would be classified as additional income taxes in the
consolidated statements of comprehensive income. The Company has evaluated its income tax positions as
of December 31, 2013 and 2012. Based on this evaluation, the Company has determined that it does not
have any uncertain income tax positions for which an unrecognized income tax liability should be recorded.
The Company had no significant interest or penalties related to income tax matters during the years ended
December 31, 2013 and 2012.
The Company files a federal income tax return in the United States (U.S) and a state income tax return in
Oregon. The Company is no longer subject to tax examinations by the related tax authorities for the
Company's U.S. federal and State of Oregon tax returns for years prior to 2010.
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1.

Basis of Presentation, Description of Business, and Summary of Significant Accounting Policies
(Continued)
Trust assets
The Bank operates a full service trust department and, through an arrangement with a registered securities
broker-dealer, an investment and brokerage service department. Assets of the Bank's trust and investment
and brokerage service departments, other than cash on deposit at the Bank, are not included in the
accompanying consolidated financial statements, because they are not assets of the Bank. Assets
(unaudited) totaling approximately $270 million and $282 million, were held in trust and/or managed by the
investment and brokerage service department as of December 31, 2013 and 2012, respectively.
New authoritative accounting guidance
In February 2013, the Financial Accounting Standards Board (FASB) issued Accounting Standards Update
(ASU) No. 2013-02, Reporting of Amounts Reclassified Out of Accumulated Other Comprehensive Income.
The new guidance requires an entity to provide information about the amount reclassified out of accumulated
other comprehensive income by component and to present either on the face of the statement where net
income is presented, or in the notes, significant amounts reclassified out of accumulated other
comprehensive income by the respective line items of net income, but only if the amount reclassified is
required to be reclassified to net income in its entirety in the same reporting period. This guidance was
effective for the Company for the year ended December 31, 2013, and did not have a material impact on the
Company's consolidated financial statements.
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2.

Investment Securities
Investment securities as of December 31, 2013 and 2012 consisted of the following:
Gross
Unrealized
Losses Less
than 12
Months

Gross
Unrealized
Gains

Amortized
Cost

Gross
Unrealized
Losses More
than 12
Months

Estimated Fair
Value

2013
U.S. Treasury and agencies

$ 13,105,499

$

3,163

$

(216,423)

$

(75,928)

$ 12,816,311

Obligations of state and political
subdivisions

1,817,055

57,422

-

-

1,874,477

Mortgage-backed securities

1,313,527

27,001

-

-

1,340,528

344,842

2,841

-

-

347,683

Corporate notes

$ 16,580,923

$

90,427

$

(216,423)

$

$

$

30,530

$

(5,343)

$

(75,928)

$16,378,999

2012
U.S. Treasury and agencies

7,988,224

-

$ 8,013,411

Obligations of state and political
subdivisions

1,920,627

131,815

-

-

2,052,442

Mortgage-backed securities

1,872,480

31,615

-

-

1,904,095

659,184

5,176

-

-

664,360

-

$ 12,634,308

Corporate notes

$ 12,440,515

$

199,136

$

(5,343)

$

As of December 31, 2013, the gross unrealized losses included in the above table related to 14 U.S.
Treasury and agency securities with a total fair value of approximately $11,165,000. As of December 31,
2012, the gross unrealized losses included in the above table related to 3 U.S. Treasury and agency
securities with a total fair value of approximately $965,000. Management has evaluated these securities and
has determined that the decline in value is temporary and is related to the change in market interest rates
since purchase. The decline in value is not related to any company or industry-specific event. With respect
to unrealized losses on the above investment securities as of December 31, 2013, management does not
have the intent to sell any of the investment securities and believes that it is more likely than not that the
Company will not have to sell any such securities before a recovery of cost. Accordingly, no impairment
adjustments for these investment securities have been recorded as of December 31, 2013 or 2012.
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2.

Investment Securities (Continued)
The amortized cost and estimated fair value of investment securities as of December 31, 2013, by
contractual maturity, are shown below. Expected maturities will differ from contractual maturities, because
borrowers may have the right to call or prepay obligations with or without call or prepayment penalties.
Amortized
Cost
Due in one year or less

$

454,846

Estimated
Fair Value
$

460,166

Due after one year through five years

11,093,323

10,941,165

Due after five years through ten years

4,712,133

4,658,888

320,621

318,780

Thereafter
$

16,580,923

$

16,378,999

As of December 31, 2013 and 2012, investment securities with an amortized cost of approximately
$8,266,000 and $11,702,000 and estimated fair values of approximately $8,186,000 and $11,868,000,
respectively, were pledged to secure deposits of public funds and for other purposes as required or
permitted by law.
3.

Loans and Allowance for Loan Losses
Loans as of December 31, 2013 and 2012 consisted of the following:
2013
Commercial real estate

$

Commercial
Residential real estate
Consumer
Total loans
Less allowance for loan losses
Less deferred loan fees
Loans - net

82,449,882

2012
$

84,217,194

9,744,868

9,600,298

17,258,620

15,482,578

3,098,217

4,087,594

112,551,587

113,387,664

(1,745,464)

(1,739,229)

(138,594)

(258,198)

$ 110,667,529

$ 111,390,237

A substantial portion of the Bank's loans are collateralized by real estate in the geographic areas it serves
and, accordingly, the ultimate collectability of a substantial portion of the Bank's loan portfolio is susceptible
to changes in the local economic conditions in such markets.
In the normal course of business, the Bank participates portions of loans to third parties in order to extend
the Bank's lending capability or to mitigate risk. As of December 31, 2013 and 2012, the portion of these
loans participated to third parties (which are not included in the accompanying consolidated financial
statements) totaled approximately $6,772,000 and $5,213,000, respectively. The Bank also purchases
portions of loans from third parties. As of December 31, 2013 and 2012, the Bank had approximately
$14,141,000 and $13,167,000, respectively, of loans which were purchased from third parties (which are
included in the accompanying consolidated financial statements).
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3.

Loans and Allowance for Loan Losses (Continued)
As of December 31, 2013, loans totaling approximately $51,229,000 were pledged to secure borrowings
from the FHLB and FRB.
The Company has lending policies, practices, and procedures in place that are designed to generate loan
income within an acceptable level of risk. The Board reviews and approves the Company's loan policies on
an annual basis or when changes and/or additions are recommended to the Board by management. A
reporting and review process is provided by management to the Board with frequent reports related to loan
production, loan quality, concentrations of credit, loan delinquencies, and non-performing and potential
problem loans. Diversification within the loan portfolio is a means of managing risk associated with
fluctuations in economic conditions.
Loans are underwritten after evaluating and understanding the borrower's loan request. Underwriting
standards are designed to promote relationship banking by understanding a borrower's entire banking need.
The Company examines current and projected cash flows to determine the ability of the borrower to repay its
obligation as agreed upon and, secondarily, evaluates the underlying collateral provided by the borrower.
The Company obtains an independent third-party review of its loan portfolio on a regular basis for quality and
accuracy in underwriting loans. Results of these reviews are presented to management and the Board. The
loan review process complements and reinforces the ongoing risk identification and assessment decisions
made by the Bank's lenders and credit personnel, as well as the Company's policies and procedures.
Commercial real estate loans are viewed primarily as cash flow loans and secondarily as loans secured by
real estate, and the collateral securing these loans may fluctuate in value. Commercial real estate lending
typically involves higher loan principal amounts and the repayment of these loans is generally largely
dependent on the successful operations of the real property securing the loan or the business conducted on
the property securing the loan. Commercial real estate loans may be more adversely affected by conditions
in the real estate markets or in the general economy than other loan types.
Commercial loans are primarily made based on the identified cash flows of the borrower and secondarily on
the underlying collateral provided by the borrower. The cash flows of borrowers, however, may not be as
forecasted and the collateral securing these loans may fluctuate in value. Most commercial and industrial
loans are secured by the assets being financed or other business assets such as accounts receivable or
inventory and may incorporate a personal guarantee; however, some short-term loans may be made on an
unsecured basis. In the case of loans secured by accounts receivable, the availability of funds for the
repayment of these loans may be substantially dependent on the ability of the borrower to collect amounts
due from its customers.
Residential real estate loans are generally secured by first or second mortgage liens, and are exposed to the
risk that the collateral securing these loans may fluctuate in value due to economic or individual performance
factors.
Consumer loans are loans made to purchase personal property such as automobiles, boats, and recreational
vehicles. The terms and rates are established periodically by management. Consumer loans tend to be
relatively small and the amounts are spread across many individual borrowers, thereby minimizing the risk of
significant loss to the Bank.
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3.

Loans and Allowance for Loan Losses (Continued)
Changes in the allowance for loan losses, by portfolio segment, and the allowance for loan losses and the
recorded investment in loans, by portfolio segment and impairment method, as of and for the years ended
December 31, 2013 and 2012 were as follows:
Commercial
Real Estate

Residential
Real Estate

Commercial

Consumer

Total

2013
Allowance for loan losses
Beginning balance

$ 1,288,283

$

161,631

Charge-offs

(294,911)

Recoveries

50,490

8,155

(32,314)

(47,267)

Provision (credit)

$

-

217,350

$

(124,321)
4,922
505,535

71,965

$ 1,739,229

(6,100)

(425,332)

12,000

75,567

(69,954)

356,000

Ending Balance

$ 1,011,548

$

122,519

$

603,486

$

7,911

$ 1,745,464

Ending balance individually
evaluated for impairment

$

-

$

-

$

13,986

$

-

Ending balance collectively
evaluated for impairment

$ 1,011,548

$

122,519

$

589,500

$

7,911

$ 1,731,478

Ending balance individually
evaluated for impairment

$ 6,765,434

$

-

$ 1,119,276

$

-

$ 7,884,710

Ending balance collectively
evaluated for impairment

75,684,448

9,744,868

16,139,344

3,098,217

104,666,877

$ 82,449,882

$ 9,744,868

$ 17,258,620

$ 3,098,217

$112,551,587

$

13,986

Loans

Ending balance
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3.

Loans and Allowance for Loan Losses (Continued)
Commercial
Real Estate

Residential
Real Estate

Commercial

Consumer

Total

2012
Allowance for loan losses
Beginning balance

$ 2,216,361

Charge-offs

$

104,663

(1,457,962)

Recoveries
Provision

$

346,583

$

31,176

$ 2,698,783

(201,535)

(340,990)

(21,026)

(2,021,513)

88,347

18,558

108,866

7,188

222,959

441,537

239,945

102,891

54,627

839,000
$ 1,739,229

Ending Balance

$ 1,288,283

$

161,631

$

217,350

$

71,965

Ending balance individually
evaluated for impairment

$

19,926

$

-

$

-

$

-

Ending balance collectively
evaluated for impairment

$ 1,268,357

$

161,631

$

217,350

$

71,965

$ 1,719,303

Ending balance individually
evaluated for impairment

$ 6,681,810

$

427,372

$ 1,511,155

$

-

$ 8,620,337

Ending balance collectively
evaluated for impairment

77,535,384

9,172,926

13,971,423

4,087,594

104,767,327

$ 84,217,194

$ 9,600,298

$ 15,482,578

$ 4,087,594

$113,387,664

$

19,926

Loans

Ending balance
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3.

Loans and Allowance for Loan Losses (Continued)
Information related to impaired loans as of and for the years ended December 31, 2013 and 2012 by class of
loans, was as follows:
For the Year Ended
December 31

As of December 31
Unpaid
Principal
Balance

Recorded
Investment

Average
Recorded
Investment

Related
Allowance

Interest
Income
Recognized

2013
With an allowance recorded
Residential real estate

$

82,791

$

82,791

$

13,986

$

83,205

-$

5,087

With no related allowance
recorded
Commercial real estate

6,765,434

8,379,244

-

8,683,818

339,677

Residential real estate

1,036,485

1,372,122

-

1,377,068

57,815

7,801,919

9,751,366

-

10,060,886

397,492

Commercial real estate

6,765,434

8,379,244

-

8,683,818

339,677

Residential real estate

1,119,276

1,454,913

13,986

1,460,273

62,902

$ 7,884,710

$ 9,834,157

13,986

$ 10,144,091

Subtotal
Total

Total

$

$

402,579

2012
With an allowance recorded
Commercial real estate

$

461,902

$

551,427

$

19,926

$

557,157

$

13,019

With no related allowance
recorded
Commercial real estate
Commercial
Residential real estate
Subtotal

6,219,908

7,628,159

-

7,657,690

343,194

427,372

2,214,861

-

2,214,861

78,000

1,511,155

2,052,448

-

2,061,393

53,719

8,158,435

11,895,468

-

11,933,944

474,913

6,681,810

8,179,586

19,926

8,214,847

356,213

427,372

2,214,861

-

2,214,861

78,000

1,511,155

2,052,448

-

2,061,393

53,719

$ 8,620,337

$12,446,895

19,926

$12,491,101

Total
Commercial real estate
Commercial
Residential real estate
Total
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Loans and Allowance for Loan Losses (Continued)
Past due loans are loans for which principal and interest were not paid timely according to the contractual
payment terms. The following tables present, by portfolio segment, the recorded investment in loans by
aging category, non-accrual status, and in total, as of December 31, 2013 and 2012:
30-59 Days
Past Due

Greater than
90 Days and
Accruing

60-89 Days
Past Due

Nonaccrual

Total Past
Due

Current

Total Loans

2013
Commercial real estate

$

Commercial
Residential real estate
Consumer
Total

649,224

$

-

$

-

$ 6,859,990

$ 7,509,214

$ 74,940,668

$ 82,449,882

-

-

-

11,588

11,588

9,733,280

9,744,868

334,555

108,384

-

3,286,621

3,729,560

13,529,060

17,258,620

1,344

-

-

-

1,344

3,096,873

3,098,217

$

985,123

$

108,384

$

-

$10,158,199

$11,251,706

$ 101,299,881

$ 112,551,587

$

939,008

$

922,186

$

-

$ 4,760,489

$ 6,621,683

$ 77,595,511

$ 84,217,194

2012
Commercial real estate
Commercial
Residential real estate
Consumer
Total

8,485

-

-

2,161,720

2,170,205

7,430,093

9,600,298

481,228

70,307

-

1,210,551

1,762,086

13,720,492

15,482,578

-

-

-

-

-

4,087,594

4,087,594

-

$ 8,132,760

$ 10,553,974

$ 102,833,690

$ 113,387,664

$ 1,428,721

$

992,493

$

Had the non-accrual loans in the above table performed according to their original contractual terms,
additional interest income of approximately $150,000 and $285,000 would have been recognized in 2013
and 2012, respectively.
The Bank utilizes an internal asset classification system as a means of reporting problem and potential
problem loans. The Bank's risk rating methodology assigns risk ratings ranging from 1 to 8, where a higher
numerical rating represents higher risk. The following is a detailed description of these credit risk ratings:
Pass (Ratings 1 - 3) - These loans range from minimal to acceptable credit risk.
Watch (Rating 4) - These loans have a lower than average, but still acceptable, credit risk.
Special Mention (Rating 5) - A Special Mention loan has potential weaknesses that may, if not checked or
corrected, weaken the loan or inadequately protect the Bank's position at some future date. Loans in this
category are currently deemed by the Bank to be protected but reflect potential problems that warrant more
than the usual management attention but do not justify a Substandard classification.
Substandard (Rating 6) - A Substandard loan has well defined weaknesses that jeopardize the ability of the
borrower to repay in full. These loans are inadequately protected by either the sound net worth and payment
capacity of the borrower or the value of pledged collateral. These are loans with a distinct possibility of loss.
Loans moving toward foreclosure and/or legal action due to credit quality deterioration are rated 6 or higher
by the Bank.
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Loans and Allowance for Loan Losses (Continued)
Doubtful (Rating 7) - Doubtful loans have an extremely high probability of loss. These loans have all the
critical weaknesses found in a Substandard loan; however, the weaknesses are elevated to the point that,
based upon current information, collection or liquidation in full is deemed improbable.
Loss (Rating 8) - Loans classified as Loss are considered uncollectible and of such minimal value that
continuance as an asset is not warranted.
The following tables present, by class of loans, the recorded investment in loans by internally assigned risk
rating as of December 31, 2013 and 2012:

Pass

Watch

$ 56,130,087

$ 15,320,409

8,248,289

540,488

14,671,264

Special
Mention

Substandard

Total

2013
Commercial real estate

9,757,593

$ 82,449,882

370,359

585,732

9,744,868

1,339,200

-

1,248,156

17,258,620

3,055,809

42,408

-

-

3,098,217

$

82,105,449

$ 17,242,505

$

1,612,152

$

11,591,481

$ 112,551,587

$

62,239,456

$

$

6,765,269

$

6,485,838

$ 89,217,194

Commercial
Residential real estate
Consumer
Total

$

1,241,793

$

2012
Commercial real estate
Commercial
Residential real estate

6,757,614

1,093,550

331,092

1,418,042

9,600,298

12,691,971

1,155,344

-

1,635,263

15,482,578

4,041,144

46,450

-

-

4,087,594

9,539,143

$ 113,387,664

Consumer
Total

$

8,726,631

85,730,185

$

11,021,975

$

7,096,361

$

Troubled debt restructurings
Loans classified as TDRs aggregated approximately $6,047,000 and $3,716,000 as of December 31, 2013
and 2012, respectively. Loan modifications made by the Bank which result in TDRs generally include rate
modifications (a modification of the interest rate), term modifications (a modification of the maturity date,
timing of payments, and/or frequency of payments), payment modifications (a modification of the payment
amount), or combination modifications (any other type of modification, including the use of multiple types of
modifications).
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Loans and Allowance for Loan Losses (Continued)
Troubled debt restructurings (continued)
The following tables present, by portfolio segment, information related to the Bank's TDRs that occurred
during the years ended December 31, 2013 and 2012:

Number of
Loans

PreModification
Outstanding
Recorded
Investment

PostModification
Outstanding
Recorded
Investment

$

$

2013
Term modifications
Commercial

1

Residential real estate

1

926,161

926,161

2

937,749

937,749

1

2,899,321

2,899,321

Total

1

2,899,321

2,899,321

Total modifications

3

$

3,837,070

$

3,837,070

1

$

1,461,566

$

1,461,566

1

$

1,461,566

$

1,461,566

Total

11,588

11,588

Combination modifications
Commercial real estate

2012
Term modifications
Commercial real estate
Total modifications

The following table presents, by portfolio segment, TDRs which had payment defaults during the years
ended December 31, 2013 and 2012 and within the first twelve months of restructuring:
2013
Outstanding
Recorded
Investment

Number of
Loans

Commercial real estate
Total

Number of
Loans

2012
Outstanding
Recorded
Investment

1

$

539,202

1

$

537,843

1

$

539,202

1

$

537,843
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Loans and Allowance for Loan Losses (Continued)
The Bank's operations, like those of other financial institutions operating in the Bank's market, are
significantly influenced by various economic conditions including local economies, the strength of the real
estate market, and the fiscal and regulatory policies of the federal and state government and the regulatory
authorities that govern financial institutions. Any downturn in the real estate markets could materially and
adversely affect the Bank's business, because a significant portion of the Bank's loans are secured by real
estate. The Bank's ability to recover on defaulted loans by selling the real estate collateral would then be
diminished and the Bank would be more likely to suffer losses on defaulted loans. Consequently, the Bank's
results of operations and financial condition are dependent upon the general trends in the economy, and, in
particular, the residential and commercial real estate markets. If there is a decline in real estate values, the
collateral for the Bank's loans would provide less security. Real estate values could be affected by, among
other things, a worsening of economic conditions, an increase in foreclosures, a decline in home sale
volumes, and an increase in interest rates. Furthermore, the Bank may experience an increase in the
number of borrowers who become delinquent, file for protection under bankruptcy laws, or default on their
loans or other obligations to the Bank given a sustained weakness or a weakening in business and economic
conditions generally or specifically in the principal markets in which the Bank does business. An increase in
the number of delinquencies, bankruptcies, or defaults could result in a higher level of nonperforming assets,
net charge-offs, and provision for loan losses.

4.

Mortgage Banking Activities
Loans serviced by the Bank for the Federal Home Loan Mortgage Corporation (FHLMC) are not included in
the accompanying consolidated balance sheets. The unpaid principal balances of such serviced loans as of
December 31, 2013 and 2012 were approximately $32,395,000 and $37,465,000, respectively.
Transactions in the Bank's MSRs for the years ended December 31, 2013 and 2012 were as follows:

2013
Balance - beginning of year

$

Gains on sales
Amortization
Balance - end of year

$

26

278,229

2012
$

348,628

27,896

57,798

(72,484)

(128,197)

233,641

$

278,229
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5.

Premises and Equipment
Premises and equipment consisted of the following as of December 31, 2013 and 2012:
2013
Land

$

Building and improvements

2012

1,862,984

$

1,862,984

7,025,875

7,019,924

14,154

3,947

Furniture and equipment

3,170,359

3,530,287

Leasehold improvements

69,867

67,143

12,143,239

12,484,285

5,398,371

5,556,736

Equipment in progress

Less accumulated depreciation and amortization
Premises and equipment - net

$

6,744,868

$

6,927,549

Depreciation expense for the years ended December 31, 2013 and 2012 was approximately $354,000 and
$328,000, respectively.
6.

Time Deposits
Time deposits in excess of $100,000 aggregated approximately $14,386,000 and $16,117,000 as of
December 31, 2013 and 2012, respectively.
As of December 31, 2013, the scheduled annual maturities of all time deposits were as follows:
2014

$

2015

4,853,431

2016

2,662,031

2017

1,725,484

2018

1,337,926

Total
7.

20,046,848

$

30,625,720

Short-Term Borrowings and FHLB Borrowings
The Bank has securities sold under agreements to repurchase (REPOs) of $3,077,796 and $5,877,762 as of
December 31, 2013 and 2012, respectively. A REPO represents an agreement between the Bank and a
customer to collateralize funds deposited by the customer in an interest-bearing repurchase sweep account.
The Bank secures the REPO accounts with securities. The carrying value of pledged securities for REPOs
as of December 31, 2013 is approximately $3,143,000. In consideration of the funds deposited, the Bank
transfers the security to the customer. The Bank agrees to repurchase the security on the next business day
for the amount of the deposit plus simple interest on that amount calculated for one day at the rate
established for REPO accounts as set by the Bank for the day. The funds provided by REPOs are
considered borrowings, not deposits, and balances under $250,000 are covered by Federal Deposit
Insurance Corporation (FDIC) insurance.
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7.

Short-Term Borrowings and FHLB Borrowings (Continued)
As of December 31, 2013, the Bank has available lines of credit of $3,000,000 with U.S. Bank and
$2,000,000 with Pacific Coast Bankers' Bank, and the Bank had no amounts outstanding on such lines of
credit. As of December 31, 2013, the Bank also has an available line of credit with the FRB discount window
totaling approximately $1,301,000 subject to certain collateral requirements (primarily the amount of certain
pledged loans).
The Bank is a member of and has entered into credit arrangements with the FHLB. The Bank participates in
the FHLB's Cash Management Advance (CMA) program and also has fixed and adjustable rate promissory
notes with the FHLB. Borrowings under the credit arrangements are collateralized by mortgage loans or
other pledged instruments. Borrowings available to the Bank under all FHLB credit arrangements are limited
to the lesser of 20% of the Bank's total assets or collateral availability. The CMA program advances are due
on demand, or if no demand is made, in one year. As of December 31, 2013 and 2012, the Bank had no
outstanding borrowings under the CMA program.
FHLB promissory notes outstanding as of December 31, 2013 and 2012 were $6,500,000 and $6,527,806,
respectively. These notes may be prepaid in whole or in part, subject to a prepayment fee. The following
summarizes the Bank's outstanding obligation and repayment terms to the FHLB as of December 31, 2013:
Range of Interest
Rates

Amount

2015

2.76%

2017

1.68%

1,500,000

2018

1.85%-2.05%

3,000,000

Total

$

$

2,000,000

6,500,000

FHLB advances are collateralized by certain qualifying loans in the amount of approximately $38,015,000
and $40,700,000 as of December 31, 2013 and 2012, respectively. As of December 31, 2013, the Company
had additional borrowing capacity available at the FHLB of approximately $23,978,000.
8.

Trust Preferred Securities
Oregon Pacific Statutory Trust I (the Trust) is a wholly-owned Connecticut statutory business trust subsidiary
which issued $4,000,000 of guaranteed undivided beneficial interests in Bancorp's floating rate Junior
Subordinated Deferrable Interest Debentures (the "Trust Preferred Securities" or "TPS") and $124,000 of
common securities. The common securities were purchased by Bancorp and represent a 3% minority
interest in the Trust. The Company's investment in common securities is included in accrued interest
receivable and other assets in the accompanying consolidated balance sheets.

28

Oregon Pacific Bancorp and Subsidiary
Notes to Consolidated Financial Statements
Years Ended December 31, 2013 and 2012
8.

Trust Preferred Securities (Continued)
The proceeds from the issuance of the common securities and the TPS were used by the Trust to purchase
$4,124,000 of subordinated deferrable interest debentures (the Debentures) of Bancorp. The Debentures,
which represent the sole asset of the Trust, possess the same terms as the TPS and accrue interest at a
rate of the three-month London Interbank Offered Rate (LIBOR) plus 2.85% per annum which changes
quarterly. The rate ranged between 3.09% and 3.16% during 2013 and between 3.16% and 3.32% during
2012. The accrued interest on the Debentures is paid to the Trust by Bancorp, and the Trust in turn
distributes the interest income as dividends on the TPS. In accordance with a regulatory enforcement action
(see Note 17), Bancorp and the Bank shall not make any distributions of interest, principal, or other sums on
Debentures or TPS without the prior written approval of the FRB. During 2010, Bancorp stopped payments
to the Trust. As of December 31, 2013, the accrued interest to be paid to the Trust and the dividend owing
by the Trust is approximately $538,000. Bancorp can defer payments for up to 20 consecutive quarters, but
dividends on common stock are prohibited during the deferral period. Management believes that, as of
December 31, 2013 and 2012, the Debentures meet applicable regulatory guidelines to qualify as Tier 1
capital.
In conjunction with the issuance of the TPS, Bancorp entered into contractual arrangements which, taken
collectively, fully and unconditionally guarantee payment of (1) accrued and unpaid distributions required to
be paid on the TPS, (2) the redemption price with respect to any TPS called for redemption by the Trust, and
(3) payments due upon a voluntary or involuntary dissolution, winding up, or liquidation of the Trust. The TPS
are mandatorily redeemable upon maturity of the Debentures on December 17, 2033, or upon earlier
redemption as provided in the indenture. Bancorp has the right to redeem the Debentures purchased by the
Trust in whole or in part, on or after December 17, 2008. As specified in the indenture, if the Debentures are
redeemed prior to maturity, the redemption price will be the principal amount and any accrued but unpaid
interest. For the years ended December 31, 2013 and 2012, Bancorp's interest expense related to the TPS
amounted to approximately $145,000 and $149,000, respectively.

9.

Income Taxes
The provision (benefit) for income taxes in 2013 and 2012 was as follows:
2013

2012

Current
Federal

$

State

Deferred
Provision (benefit) for income taxes

$

29

3,693

$

(75,484)

(5,759)

26,128

(2,066)

(49,356)

42,634

(162,272)

40,568

$

(211,628)
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9.

Income Taxes (Continued)
The provision (benefit) for income taxes results in effective tax rates which are different than the federal
income tax statutory rate. The nature of the differences in 2013 and 2012 were as follows:
2012

2013
Expected federal income tax provision (benefit) at statutory rate

$

State income taxes, net of federal effect
Effect of nontaxable income - net
Other - net

133,369

$

17,086

(17,763)

(118,821)

(122,195)

8,934

Provision (benefit) for income taxes

$

(52,870)

40,568

(18,800)
$

(211,628)

The components of the net deferred tax assets and liabilities as of December 31, 2013 and 2012 were as
follows:
2013

2012

Deferred tax assets
Allowance for loan losses and unfunded loan commitments

$

426,152

$

438,924

Deferred compensation

878,889

861,065

Net operating loss carryforwards

636,850

839,175

Interest income on nonaccrual loans

255,874

199,090

OREO

237,711

194,099

Unrealized losses on investment securities available-for-sale - net

80,770

-

Accumulated depreciation and amortization

67,373

68,753

Other

95,375

63,973

2,678,994

2,665,079

Total deferred tax assets
Deferred tax liabilities
FHLB stock dividends
MSRs
Unrealized gains on investment securities available-for-sale - net

(126,667)

(133,786)

(89,615)

(106,717)

-

Total deferred tax liabilities

(77,517)

(216,282)

Net deferred tax assets

$

2,462,712

(318,020)
$

2,347,059

As of December 31, 2013 the Bank has federal and state net operating loss carryforwards of approximately
$1,619,000 and $1,986,000, respectively. The federal and state carryforwards begin to expire in 2031 and
2026, respectively, unless utilized in prior years. The Company has determined that it is not required to
establish a valuation allowance for the net deferred tax assets as of December 31, 2013 and 2012, as
management believes it is more likely than not that the net deferred tax assets will be realized principally
through future reversals of existing taxable temporary differences. Management further believes that future
taxable income will be sufficient to realize the benefits of temporary deductible differences that cannot be
realized through the reversal of future temporary taxable differences.
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10. Commitments and Contingent Liabilities
Financial instruments with off-balance sheet risk
In the normal course of business, the Bank is a party to financial instruments with off-balance sheet risk to
meet the financing needs of its customers. These financial instruments include commitments to extend
credit and standby letters of credit. These financial instruments involve elements of credit and interest rate
risk similar to the amounts recognized in the accompanying consolidated balance sheets. The contract or
notional amounts of these financial instruments reflect the extent of the Bank's involvement in particular
classes of financial instruments.
As of December 31, 2013 and 2012, the Bank had no commitments to extend credit at below-market interest
rates and held no significant derivative financial instruments.
The Bank's exposure to credit loss in the event of nonperformance by the other party to the financial
instrument for commitments to extend credit and standby letters of credit is represented by the contractual or
notional amount of those instruments. The Bank uses the same credit policies in underwriting and offering
commitments and conditional obligations as it does for on-balance sheet instruments.
A commitment to extend credit is an agreement to lend to a customer as long as there is no violation of any
condition established in the contract. Commitments generally have fixed expiration dates or other
termination clauses and may require the payment of fees. Since many of the commitments are expected to
expire without being drawn upon, the total commitment amounts do not necessarily represent future cash
requirements. While most commercial letters of credit are not utilized, a significant portion of such utilization
is on an immediate payment basis.
The Bank evaluates each customer's creditworthiness on a case-by-case basis. The amount of collateral
obtained, if it is deemed necessary by the Bank upon extension of credit, is based on management's credit
evaluation of the counterparty. Collateral held varies but may include cash, accounts receivable, premises
and equipment, and income producing commercial properties.
Commercial and standby letters of credit are conditional commitments issued by the Bank to guarantee the
performance of a customer to a third party. In the event the customer does not perform in accordance with
the terms of the agreement with the third-party, the Bank would be required to fund the commitment. The
maximum potential amount of future payments the Bank could be required to make is represented by the
contractual amount of the commitment. The credit risk involved in issuing letters of credit is essentially the
same as that involved in extending loan facilities to customers. The Bank holds cash, marketable securities,
or real estate as collateral supporting those commitments for which collateral is deemed necessary.
A summary of the Bank's off-balance sheet financial instruments as of December 31, 2013 and 2012 is
approximately as follows:
2013
Commitments to extend credit

$

Commercial and standby letters of credit

9,887,000

2012
$

56,000
$

Total off-balance sheet financial instruments
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9,943,000

9,540,000
56,000

$

9,596,000
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Financial instruments with off-balance sheet risk (continued)
Additionally, the Bank previously sold real estate loans to the FHLMC. The FHLMC has the right to reject a
loan that it has previously purchased and require the Bank to repurchase the loan in the event of certain
misstatements or omissions of facts in the loan application. During the year ended December 31, 2013,
there were no loans requiring repurchase by the Bank from the FHLMC. During the year ended December
31, 2012, there were two loans totaling approximately $256,000 requiring repurchase by the Bank from the
FHLMC. The Bank has not realized significant losses related to these repurchases, and management
believes that any liabilities that may result from such recourse provisions are not significant to the
accompanying consolidated financial statements.
Operating lease commitments
The Bank leases certain branch premises and equipment and has a contract with its primary information
technology processing provider. As of December 31, 2013, the aggregate future minimum annual lease and
contract commitments for all non-cancellable operating leases and contracts having an original or remaining
term of more than one year were approximately as follows:
2014

$

309,000

2015

268,000

2016

169,000

2017

162,000
$

908,000

Total rental expense was approximately $126,000 and $80,000 for the years ended December 31, 2013 and
2012, respectively, which is included in occupancy expense in the accompanying consolidated statements of
comprehensive income.
The Bank's contract with its primary information technology processing provider contains an early
termination fee provision, calculated as 55% of the average monthly invoices for the prior six months
preceding the effective date of termination, multiplied by the remaining months in the contract. The Bank's
current monthly invoice average is approximately $29,000, and the contract expires in May 2017.
Litigation
In the ordinary course of business, the Bank becomes involved in various litigation arising from normal
banking activities, including numerous matters related to loan collections and foreclosures. In the opinion of
management, the ultimate disposition of these legal actions will not have a material effect on the Company's
consolidated financial statements as of and for the year ended December 31, 2013.
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10. Commitments and Contingent Liabilities (Continued)
Public deposits
The Bank is a participant in the Oregon Public Deposit Protection Program (Program). The Program was
established to provide additional protection for Oregon public funds in the event of a bank loss. Each
Program participant is required to pledge securities or obtain a letter of credit for a defined percentage of its
average of public funds held in excess of FDIC deposit insurance limits. This percentage is based on the
Bank's capital adequacy and the discretion of the Office of the State Treasurer. In the event of an Oregon
bank failure and to the extent sufficient collateral is unavailable to repay its public funds, any uninsured
public deposits would be fully repaid by the other Program participants. As of December 31, 2013, the Bank
had pledged securities aggregating approximately $3,458,000 under the Program for its public deposits and
there was no liability associated with the Bank's participation in the Program. The maximum future
contingent liability is dependent upon the occurrence of an actual loss, the amount of such loss, the failure of
collateral to cover such a loss, and the resulting share of loss to be assessed to the Company, all of which
cannot presently be determined.
11. Concentrations of Credit Risk
Except for guaranteed loans purchased from the United States Department of Agriculture and Small
Business Administration, all of the Bank's loans, commitments, and commercial and standby letters of credit
have been granted to customers in the Bank's market area. Nearly all such customers are depositors of the
Bank. Investments in state and municipal securities involve government entities throughout the United
States. Concentrations of credit by type of loan are set forth in Note 3. The distribution of commitments to
extend credit approximates the distribution of loans outstanding. Commercial and standby letters of credit
were granted primarily to commercial borrowers as of December 31, 2013. The Bank's loan policy does not
allow the extension of credit to any single borrower or group of related borrowers in excess of the Bank's
legal lending limit, which is generally 15% of aggregate common stock and the allowance for loan losses.
12. Fair Value
GAAP defines fair value, establishes a framework for measuring fair value, and requires certain disclosures
about fair value measurements. GAAP permits an entity to choose to measure many financial instruments
and certain other items at fair value and contains financial statement presentation and disclosure
requirements for assets and liabilities for which the fair value option is elected. As of December 31, 2013
and 2012, management has elected to not report any of the Bank's assets or liabilities at fair value under the
"fair value option" provided by GAAP, except for the Board deferred compensation liability.
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12. Fair Value (Continued)
The hierarchy of fair value valuation techniques under GAAP provides for three levels: Level 1 provides the
most reliable measure of fair value, whereas Level 3, if applicable, generally would require significant
management judgment. The three levels for categorizing assets and liabilities under GAAP's fair value
measurement requirements are as follows:
Level 1:

Fair value of the asset or liability is determined using unadjusted quoted prices in
active markets for identical assets or liabilities.

Level 2:

Fair value of the asset or liability is determined using inputs other than quoted prices
that are observable for the applicable asset or liability, either directly or indirectly,
such as quoted prices for similar (as opposed to identical) assets or liabilities in
active markets and quoted prices for identical or similar assets or liabilities in
markets that are not active.

Level 3:

Fair value of the asset or liability is determined using unobservable inputs that are
significant to the fair value measurement and reflect management's own
assumptions regarding the applicable asset or liability.

An asset's or liability's fair value measurement level within the fair value hierarchy is based on the lowest
level of any input that is significant to the fair value measurement. GAAP requires that valuation techniques
maximize the use of observable inputs and minimize the use of unobservable inputs.
Certain assets and liabilities are measured at fair value on a recurring or non-recurring basis. Assets and
liabilities measured at fair value on a recurring basis are initially measured at fair value and then remeasured at fair value at each financial statement reporting date. Assets and liabilities measured at fair
value on a non-recurring basis result from write-downs due to impairment or lower-of-cost-or-market
accounting on assets or liabilities not initially measured at fair value.
The Company's valuation methodologies may produce fair value calculations that may not be indicative of
net realizable value or reflective of future fair values. While management believes that the Company's
valuation methodologies are appropriate and consistent with other market participants, the use of different
methodologies or assumptions to determine the fair value of certain financial instruments could result in a
different estimate of fair value at the reporting date. Furthermore, the reported fair value amounts have not
been comprehensively revalued since the presentation dates, and, therefore, estimates of fair value after the
consolidated balance sheet date may differ significantly from the amounts presented herein.
Recurring fair value measurements
The fair values of the Company's investment securities available-for-sale as of December 31, 2013 and 2012
are estimated by an independent pricing service. The fair value measurements consider observable data
that may include dealer quotes, market spreads, cash flows, the U.S. Treasury yield curve, live trading
levels, trade execution data, market consensus prepayment speeds, credit information, and the security's
terms and conditions, among other things. When market quotes are not readily accessible or available,
alternative approaches are utilized, such as matrix or model pricing.
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Recurring fair value measurements (continued)
The fair value of the Board deferred compensation liability as of December 31, 2013 and 2012 is estimated
based on the most recent sales price of the Company's common stock.
The Company's assets and liabilities measured at fair value on a recurring basis as of December 31, 2013
and 2012 were as follows:
Level 1

Level 2

Level 3

2013
Investment securities available-for-sale
U.S. Treasury and agencies

$

-

$ 12,816,311

$

Obligations of state and political subdivisions

-

1,874,477

-

Mortgage-backed securities

-

1,340,528

-

Corporate notes

-

347,683

-

Total investment securities available-for-sale

-

16,378,999

-

Board deferred compensation liability

-

(161,350)

-

-

$

-

$ 16,217,649

$

-

$

-

$

$

-

2012
Investment securities available-for-sale
U.S. Treasury and agencies

8,013,411

Obligations of state and political subdivisions

-

2,052,442

-

Mortgage-backed securities

-

1,904,095

-

Corporate notes

-

664,360

-

Total investment securities available-for-sale

-

12,634,308

-

Board deferred compensation liability

$

35

-

(110,771)
$ 12,523,537

$

-
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12. Fair Value (Continued)
Non-recurring fair value measurements
Certain impaired loans are reported at estimated fair value on a non-recurring basis, including impaired loans
measured at an observable market price (if available), the present value of expected future cash flows
discounted at the loan's effective interest rate, or at the fair value of the loan's collateral (if collateral
dependent). Estimated fair value of the loan's collateral is determined by appraisals or independent
valuation which is then adjusted for the estimated costs related to liquidation of the collateral. Management's
ongoing review of appraisal information may result in additional discounts or adjustments to valuation based
upon more recent market sales activity or more current appraisal information derived from properties of
similar type and/or location. A significant portion of the Bank's impaired loans are measured using the
estimated fair market value of the collateral less the estimated costs to sell.
OREO is measured on a non-recurring basis at estimated fair value less estimated costs to sell. Fair value
is generally determined based on third-party appraisals of fair value in an orderly sale. Historically,
appraisals have considered comparable sales of similar assets in reaching a conclusion as to fair value.
Many recent real estate sales could be "distressed sales" – since a preponderance have been short-sale or
foreclosure related – and, therefore, this has directly impacted appraisal valuation estimates. Estimated
costs to sell OREO are based on standard market factors. The valuation of OREO is subject to significant
external and internal judgment. Management periodically reviews OREO to determine whether the property
continues to be carried at the lower of its recorded book value or estimated fair value, net of estimated costs
to sell. Fair value adjustments on OREO are recognized within the statements of comprehensive income as
a component of noninterest expense.
As of December 31, 2013 and 2012, the Company had no liabilities measured at fair value on a nonrecurring basis. The Company's assets measured at fair value on a non-recurring basis as of December 31,
2013 and 2012 were as follows:
Level 1

Level 2

Level 3

2013
Impaired loans

$

OREO

-

$

-

-

$

-

7,870,724
1,725,288

$

-

$

-

$

9,596,012

$

-

$

-

$

8,600,411

2012
Impaired loans
OREO

$

36

-

$

-

2,048,166

-

$ 10,648,577
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12. Fair Value (Continued)
Non-recurring fair value measurements (continued)
The following table presents quantitative information about Level 3 fair value measurements for financial
instruments measured at fair value on a non-recurring basis as of December 31, 2013:
Fair Value
2013

Impaired
loans

OREO

$7,870,724

$1,725,288

Fair Value
2012

$8,600,411

$2,048,166

Valuation
Technique

Market approach

Market approach

Unobservable Input(s)
Appraised value of
collateral less selling
costs
Lower of appraised value
or listing price less
selling costs

Range

NA

NA

The Company did not change the methodology used to determine the recurring/non-recurring fair values for
any financial instruments during the years ended December 31, 2013 and 2012. Accordingly, for any given
class of financial instruments, the Company did not have any transfers among Level 1, Level 2, or Level 3
during these years.
Other fair value disclosures
The following disclosures are made in accordance with the provisions of GAAP which require the disclosure
of fair value information about financial instruments where it is practicable to estimate that value.
In cases where quoted market values are not available, the Company primarily uses present value
techniques to estimate the fair value of its financial instruments. Valuation methods require considerable
judgment, and the resulting estimates of fair value can be significantly affected by the assumptions made
and methods used. Accordingly, the estimates provided herein do not necessarily indicate amounts which
could be realized in a current market exchange.
In addition, as the Company normally intends to hold the majority of its financial instruments until maturity, it
does not expect to realize many of the estimated amounts disclosed. The disclosures also do not include
estimated fair value amounts for items which are not defined as financial instruments but which may have
significant value. These include such off-balance sheet items as core deposit intangibles. The Company
does not believe that it would be practicable to estimate a representational fair value for these types of items
as of December 31, 2013 and 2012.
Because GAAP excludes certain financial and nonfinancial instruments from its disclosure requirements, any
aggregation of the fair value amounts presented below would not represent the underlying value of the
Company.
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Other fair value disclosures (continued)
The Company uses the following methods and assumptions to estimate the fair value of its financial
instruments:
Cash and cash equivalents and interest-bearing deposits in banks - The carrying amount approximates the
estimated fair value.
Investment securities available-for-sale - The fair value is estimated using the method described above.
Restricted equity securities - The carrying amount approximates the estimated fair value.
Loans - net - For non-impaired variable rate loans that reprice frequently and have no significant change in
credit risk, fair values are based on carrying values. Fair values for non-impaired fixed-rate loans are
estimated using discounted cash flow analyses, using interest rates currently being offered for loans with
similar terms to borrowers of similar credit quality. Fair values for impaired loans are estimated using
discounted cash flow analyses or underlying collateral values less estimated costs to sell.
MSRs - Fair value is estimated using a discounted cash flow model.
Deposits - The estimated fair values of demand deposits are, by definition, equal to the amount payable on
demand at the reporting date (that is, their carrying amounts). The carrying amounts of variable rate money
market accounts approximate their fair values at the reporting date. Fair values for time deposits are
estimated using a discounted cash flow calculation that applies interest rates currently being offered on time
deposits to a schedule of aggregated expected monthly maturities on time deposits.
REPOs - The carrying amount approximates the estimated fair value.
FHLB borrowings - The fair values of the Bank's borrowings from the FHLB are estimated using discounted
cash flow analyses based on the Bank's current incremental borrowing rates for similar borrowing
arrangements.
Trust Preferred Securities - The fair value of junior subordinated debentures is estimated using a discounted
cash flow model.
Board deferred compensation liability - The fair value is estimated using the method described above.
Accrued interest - The carrying amounts of accrued interest receivable and payable approximate their
estimated fair values.
Off-balance sheet instruments - The Bank's off-balance sheet instruments include unfunded commitments to
extend credit and standby letters of credit. The majority of the Bank's commitments to extend credit have
variable interest rates and "escape" clauses if the customer's credit quality deteriorates. Therefore, the fair
values of these items are not significant and are not included in the following tables.
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Other fair value disclosures (continued)
The estimated fair values of the Company's significant on-balance sheet financial instruments as of
December 31, 2013 and 2012 were as follows:
2013

Fair Value Measurements Using
Carrying
Amount

Estimated
Fair Value

Level 1

Level 2

Level 3

Financial assets
Cash and cash equivalents

$ 4,361,079 $ 4,361,079 $ 4,361,079 $

- $

-

Interest-bearing deposits in banks

28,480,152

28,480,152

28,480,152

-

-

Investment securities availablefor-sale

16,378,999

16,378,999

-

16,378,999

-

1,084,150

1,084,150

1,084,150

-

-

112,551,587

111,618,648

-

Accrued interest receivable

378,149

378,149

378,149

-

-

MSRs

233,641

233,641

-

-

233,641

110,053,086 110,053,086

-

-

Restricted equity securities
Loans - net

- 111,618,648

Financial liabilities
Demand deposits, interestbearing demand deposits, and
savings deposits

110,053,086

Time certificate accounts

30,625,720

29,986,946

-

29,986,946

-

Accrued interest payable

578,675

578,675

578,675

-

-

REPOs

3,077,796

3,077,796

3,077,796

-

-

FHLB borrowings

6,500,000

5,505,413

-

5,505,413

-

Trust Preferred Securities

4,124,000

3,205,789

-

-

3,205,789

161,350

161,350

-

161,350

-

Board deferred compensation
liability
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Other fair value disclosures (continued)
2012

Fair Value Measurements Using
Carrying
Amount

Estimated
Fair Value

Level 1

Level 2

Level 3

Financial assets
Cash and cash equivalents

$ 4,200,423 $ 4,200,423 $ 4,200,423 $

- $

-

Interest-bearing deposits in banks

34,692,600

34,692,600

34,692,600

-

-

Investment securities available-forsale

12,634,308

12,634,308

-

12,634,308

-

1,070,500

1,070,500

1,070,500

-

-

113,387,664

113,016,576

-

Accrued interest receivable

410,264

410,264

410,264

-

MSRs

278,229

278,229

-

-

106,381,631 106,381,631

-

-

Restricted equity securities
Loans - net

- 113,016,576
278,229

Financial liabilities
Demand deposits, interest-bearing
demand deposits, and savings
deposits

106,381,631

Time certificate accounts

35,823,209

35,218,825

-

35,218,825

-

Accrued interest payable

444,787

444,787

444,787

-

-

REPOs

5,877,762

5,877,762

5,877,762

FHLB borrowings

6,527,806

5,624,321

-

5,624,321

-

Trust Preferred Securities

4,124,000

3,236,007

-

-

3,236,007

110,771

110,771

-

110,771

-

Board deferred compensation
liability
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13. Stockholders' Equity
During 2012, the Company completed an approximate $3,800,000 private placement stock offering, and
received proceeds (after deducting underwriting commissions and offering expenses) of approximately
$3,400,000.
Stock-based compensation plan
The Company has a stock incentive plan (the 2012 Plan) which was approved by its stockholders during
2012. The 2012 Plan provides that 250,000 shares of Bancorp's common stock will be reserved for the
granting of incentive stock options and nonstatutory stock options to certain key employees, directors, or
consultants. The exercise price of each incentive option cannot be less than the fair market value of the
Company's common stock on the date of grant. In addition, the 2012 Plan allows for the Board to grant
stock appreciation rights and restricted stock awards as may be allowable by law. As of December 31, 2013,
no options had been granted under the 2012 Plan.
The Company had previously granted certain stock options during December 2008 under a similar 2003
stock incentive plan (the 2003 Plan). The 2003 Plan terminated during 2012 and was replaced by the 2012
Plan. Information regarding the number, weighted-average exercise price, and weighted-average remaining
contractual life of stock options granted under the 2003 Plan as of and for the year ended December 31,
2013 is as follows:

Weighted
Average
Exercise Price

Shares
Outstanding as of January 1,
2013
Forfeited or expired

21,414

$

(12,941)

WeightedAverage
Remaining
Contractual
Term (Years)

4.25
4.25

Outstanding at December
31, 2013

8,473

$

4.25

1.50

Exercisable at December
31, 2013

7,061

$

4.25

1.80

There were no stock options granted or exercised during the years ended December 31, 2013 or 2012. All
stock options outstanding during the years ended December 31, 2013 and 2012 had an exercise price of
$4.25.
Stock-based compensation expense is recognized ratably over the requisite service period for all awards.
There was no income tax benefit realized on stock-based compensation expense, as all options previously
granted were incentive stock options. The remaining unrecognized compensation cost related to
outstanding stock options was insignificant as of December 31, 2013 and 2012, and the outstanding stock
options had no intrinsic value as of December 31, 2013 and 2012.
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14. Benefit Plans
Effective January 1, 1998, the Bank adopted a simple retirement plan (the SEP) which covers substantially
all employees once a minimum length of employment criteria has been met. Contributions to the SEP
totaled approximately $87,000 and $77,000 during the years ended December 31, 2013 and 2012,
respectively.
The Bank has also established a nonqualified deferred compensation plan for certain key management
employees. Participants may elect to defer a portion of their compensation to the deferred compensation
plan, subject to a minimum annual deferral of $5,000. In addition, the Bank may make discretionary
employer contributions to the accounts of participants in the deferred compensation plan. Each participant's
account is subject to increase or decrease each year based on either the Bank's performance or on the
return of another eligible investment option, as selected by each participant. For the years ended December
31, 2013 and 2012, the Bank recorded expenses of approximately $84,000 and $89,000, respectively,
related to the deferred compensation plan. The liability for benefits under the deferred compensation plan
totaled approximately $2,130,000 and $2,134,000 as of December 31, 2013 and 2012, respectively.
In addition, the Company has established a deferred compensation plan for the Board (the Board Plan),
which allows Board members to defer all or a portion of their annual fees. Under the terms of the Board
Plan, at the end of each calendar quarter each Board member's account is credited with whole shares of the
Company's common stock equal to the number of shares that could be purchased with the dollar amount of
fees deferred during that quarter. The per-share price used to determine the number of shares credited to
each Board member's account is equal to a weighted-average of the most recent aggregate sales of no less
than 1% of the Company's outstanding common stock, as of the end of the respective quarter. Distributions
from the Board Plan are paid in shares of the Company's common stock. The Company has elected the fair
value option related to the Board Plan and has recorded expense based on the changes in fair value of
approximately $29,000 and $54,000 for the years ended December 31, 2013 and 2012, respectively. The
liability related to the Board Plan totaled $161,350 and $110,771 as of December 31, 2013 and 2012,
respectively.
15. Earnings Per Common and Common Equivalent Shares
The Company's basic earnings per common share is computed by dividing net income by the weightedaverage number of common shares outstanding during the period. The Company's diluted earnings per
common share is computed by dividing net income by the weighted-average number of common shares
outstanding plus dilutive common shares related to stock options.
The numerators and denominators used in computing basic and diluted earnings per common share in 2013
and 2012 can be reconciled as follows:

Net Income
(Numerator)

Weighted
Average
Shares
(Denominator)

Earnings Per
Common
Share

2013
Basic and diluted earnings per common share

$

351,693

3,972,249

$

0.09

$

56,128

2,883,481

$

0.02

2012
Basic and diluted earnings per common share
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15. Earnings Per Common and Common Equivalent Shares (Continued)
Options to purchase an additional 8,473 shares and 21,414 shares of common stock were outstanding as of
December 31, 2013 and 2012, respectively, but the weighted-average effects of such options were not
included in the computation of diluted earnings per share because their effect would be anti-dilutive.
16. Transactions with Related Parties
Certain directors, executive officers, and principal stockholders of the Company (and the companies with
which they are associated) are customers of, and have had banking transactions with, the Bank in the
ordinary course of business. In addition, the Bank expects to have such transactions in the future. All loans
and commitments to loan to such parties were made in compliance with applicable laws on substantially the
same terms (including interest rates and collateral) as those prevailing at the time for comparable
transactions with other persons. In the opinion of management, these transactions do not involve more than
the normal risk of collectability or present any other unfavorable features.
An analysis of activity with respect to such loans in 2013 and 2012 is as follows:
2013

Balance - beginning of year

$

Additions
Repayments
Balance - end of year

$

1,609,783

2012

$

2,010,650

287,150

353,699

(462,920)

(754,566)

1,434,013

$

1,609,783

17. Regulatory Matters
Bancorp and the Bank are subject to various regulatory capital requirements administered by federal and
state banking agencies. Failure to meet minimum capital requirements can initiate certain mandatory – and
possibly additional discretionary – actions by regulators that, if undertaken, could have a direct material
effect on the Company's consolidated financial statements. Under capital adequacy guidelines and the
regulatory framework for prompt corrective action, Bancorp and the Bank must meet specific capital
guidelines that involve quantitative measures of assets, liabilities, and certain off-balance sheet items as
calculated under regulatory accounting practices. Bancorp's and the Bank's capital amounts and
classification are also subject to qualitative judgments by the regulators about components, risk weightings,
and other factors.
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17. Regulatory Matters (Continued)
Quantitative measures established by regulation to ensure capital adequacy require Bancorp and the Bank
to maintain minimum amounts and ratios (set forth in the following tables) of total and Tier 1 capital to riskweighted assets, and of Tier 1 capital to average assets (all as defined in the regulations). Management
believes that, as of December 31, 2013, Bancorp and the Bank met or exceeded all capital adequacy
requirements to which they are subject.
To be categorized as "adequately capitalized" or "well-capitalized," Bancorp and the Bank must maintain
minimum total risk-based capital, Tier 1 risk-based capital, and Tier 1 leverage capital ratios as set forth in
the following tables. As of December 31, 2013, Bancorp and the Bank are categorized as "adequately
capitalized" under the regulatory framework for prompt corrective action, although they meet the quantitative
guidelines set forth below to be deemed well-capitalized. There are no conditions or events since that
notification that management believes would change Bancorp's or the Bank's regulatory capital
categorization.
The Bank's actual and required capital amounts and ratios as of December 31, 2013 and 2012 are
presented in the following table (dollars in thousands):

Actual
2013
Tier 1 capital
(to average assets)

Amount

$

Ratio

17,750

10.3%

Tier 1 capital
(to risk-weighted assets)

17,750

Total capital
(to risk-weighted assets)

Regulatory Minimum to be
"Adequately Capitalized"
Amount
Ratio

Regulatory Minimum to be
"Well Capitalized" Under
Prompt Corrective Action
Provisions
Amount
Ratio

$

$

6,925

4.0%

8,656

5.0%

16.5

4,309

4.0

6,464

6.0

19,103

17.7

8,618

8.0

10,773

10.0

Tier 1 capital
(to average assets)

17,651

10.2

6,950

4.0

8,647

5.0

Tier 1 capital
(to risk-weighted assets)

17,651

15.5

4,565

4.0

6,847

6.0

Total capital
(to risk-weighted assets)

19,081

16.7

9,129

8.0

11,412

10.0

2012
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17. Regulatory Matters (Continued)
As of December 31, 2012, Bancorp's and the Bank's capital ratios were substantially equivalent. Bancorp's
actual and required capital amounts and ratios as of December 31, 2013 are presented in the following table
(dollars in thousands):

Ratio

Regulatory Minimum to be
"Adequately Capitalized"
Amount
Ratio

Regulatory Minimum to be
"Well Capitalized" Under
Prompt Corrective Action
Provisions
Amount
Ratio

17,320

10.0%

$

$

Tier 1 capital
(to risk-weighted assets)

17,320

Total capital
(to risk-weighted assets)

18,674

Actual
Amount
Tier 1 capital
(to average assets)

$

6,925

4.0%

8,656

5.0%

16.1

4,314

4.0

6,471

6.0

17.3

8,628

8.0

10,785

10.0

The results of a regulatory examination completed in February 2010 led to a regulatory enforcement action
(the Agreement) in July 2010 between the Company and its principal regulators, the Federal Reserve Board
and the Oregon Division of Finance and Corporate Securities. The Agreement imposed certain operating
restrictions on the Bank. The Agreement requires certain corrective actions including a reduction of problem
assets, maintenance of an appropriate allowance for loan losses, maintenance of appropriate capital levels,
and restrictions on dividend payments. In addition, the Agreement provides timelines and thresholds for the
Company to achieve the aforementioned corrective actions. The Company has demonstrated progress,
taken prudent actions, and maintained a good-faith commitment to reaching the requirements of the
Agreement. Management believes the Company is in compliance with all requirements contained in the
Agreement.

These financial statements have not been reviewed or confirmed for accuracy
or relevance by the Federal Reserve Bank.
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