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Independent Auditor’s Report 
 

 
To the Board of Directors  
Blackhawk Bancorp, Inc. and Subsidiary 
Beloit, Wisconsin 
 
Report on the Consolidated Financial Statements 
 
We have audited the accompanying consolidated financial statements of Blackhawk Bancorp, Inc. and 
Subsidiary (the “Company”), which comprise the consolidated balance sheets as of December 31, 2015 
and 2014 and the related consolidated statements of income, comprehensive income, stockholders' equity, 
and cash flows for the years 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. 
 
Auditor’s Responsibility 
 
Our responsibility is to express an opinion on these consolidated financial statements based on our audits. 
We conducted our audits in accordance with auditing standards generally accepted in the United States of 
America. Those standards require that we plan and perform the audits to obtain reasonable assurance 
about whether the 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 auditor’s 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 auditor considers 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. 
 
  

chris.krumpos
Chgo Riverside

chris.krumpos
Praxity
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To the Board of Directors  
Blackhawk Bancorp, Inc. and Subsidiary 
 
 
Opinion 
 
In our opinion, the consolidated financial statements referred to above present fairly, in all material 
respects, the financial position of Blackhawk Bancorp, Inc. and Subsidiary as of December 31, 2015 and 
2014 and the results of their operations and their cash flows for the years then ended in accordance with 
accounting principles generally accepted in the United States of America. 

        
Chicago, Illinois 
March 4, 2016 
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Blackhawk Bancorp, Inc. and Subsidiary

Consolidated Balance Sheets
December 31, 2015 and 2014

Assets 2015 2014

Cash and due from banks 11,653  $     9,847  $       
Securities purchased under agreements to resell 14,955         -              
Interest-bearing deposits in banks and other 1,144           11,744         
          Total cash and cash equivalents 27,752         21,591         
Securities available-for-sale 139,533       129,184       
Loans held for sale 3,014           1,537          
Federal Home Loan Bank stock, at cost 2,266           2,266          
Loans, less allowance for loan losses of $4,790 and $4,396
    at December 31, 2015 and 2014, respectively 395,187       391,448       
Premises and equipment, net 7,715           8,320          
Goodwill 5,037           5,037          
Mortgage servicing rights 2,395           2,640          
Cash surrender value of bank-owned life insurance 9,902           9,602          
Other assets 9,711           9,482          
          Total assets 602,512  $   581,107  $   

Liabilities and Stockholders' Equity
Liabilities
  Deposits:
    Noninterest-bearing 102,943  $   99,068  $     
    Interest-bearing 420,114       416,716       
          Total deposits 523,057       515,784       
  Subordinated debentures and notes (including $1,031 at fair value at 
    December 31, 2015 and 2014) 11,255         11,255         
  Senior secured term note 8,500           9,000          
  FHLB advances 11,250         -              
  Other liabilities 3,301           3,398          

          Total liabilities 557,363       539,437       

Stockholders’ Equity
     Common stock, $0.01 par value, 10,000,000 shares authorized; 2,327,197 and 
        2,318,496 shares issued as of December 31, 2015 and 2014, respectively 23               23               
     Additional paid-in capital 10,362         9,960          
     Retained earnings 34,376         30,725         
     Treasury stock, 88,783 and 87,865 shares, at cost as of December 31, 2015
        and 2014, respectively (982)            (969)            

  Accumulated other comprehensive income 1,370           1,931          

          Total stockholders’ equity 45,149         41,670         

          Total liabilities and stockholders’ equity 602,512  $   581,107  $   

(Amounts in thousands, except 
share and per share data)

 
 
See Notes to Consolidated Financial Statements. 
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2015 2014

Interest Income:
  Interest and fees on loans 18,953  $   18,711  $    
  Interest and dividends on available-for-sale securities:
    Taxable 1,998         2,106          
    Tax-exempt 1,203         1,314          
  Interest on securities purchased under agreements to resell 61              156            
  Interest on other 19              18              
          Total interest income 22,234       22,305        
Interest Expense:
  Interest on deposits 1,616         2,067          
  Interest on subordinated debentures and notes 612            609            
  Interest on senior secured term note 361            249            
  Interest on FHLB advances 12              34              
          Total interest expense 2,601         2,959          
          Net interest income before provision for loan losses 19,633       19,346        
Provision for loan losses 2,139         2,285          
          Net interest income after provision for loan losses 17,494       17,061        
Noninterest Income:
  Service charges on deposit accounts 2,716         2,832          
  Net gain on sale of loans 2,021         1,824          
  Net loan servicing income 293            236            
  Debit card interchange fees 2,242         2,223          
  Other-than-temporary loss:
     Total impairment loss -            (170)           
     Loss recognized in other comprehensive income -            -             
          Net impairment loss recognized in earnings -            (170)           
  Net gains on sales of securities available-for-sale 631            640            
  Loss on repurchase agreement (431)           (2,611)        
  Increase in cash surrender value of bank-owned life insurance 299            291            
  Other 1,244         810            
          Total noninterest income 9,015         6,075          
Noninterest Expenses:
  Salaries and employee benefits 11,557       11,295        
  Occupancy and equipment 2,589         2,522          
  Data processing 2,381         2,344          
  FDIC assessment 465            448            
  Advertising and marketing 276            249            
  Professional fees 1,024         875            
  Office supplies 352            373            
  Telephone 423            386            
  Other 2,274         2,258          
          Total noninterest expenses 21,341       20,750        
          Income before income taxes 5,168         2,386          
Provision for income taxes 1,249         134            
          Net income 3,919  $     2,252  $      
Basic Earnings per Share 1.74  $       0.92  $       
Diluted Earnings per Share 1.73           0.92           

Blackhawk Bancorp, Inc. and Subsidiary
Consolidated Statements of Income
Years Ended December 31, 2015 and 2014

(Amounts in thousands, except 
 per share data)

 
See Notes to Consolidated Financial Statements. 
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2015 2014

Net income 3,919  $     2,252  $      

Other comprehensive income (loss):

    Unrealized gains/(losses) on securities:

         Unrealized holding gains (losses) arising during the period (295)           4,141          
         Reclassification adjustment for gains included in net income (631)           (640)           

(926)           3,501          
         Tax effect 365            (1,341)        
    Total other comprehensive income (loss) (561)           2,160          

Total comprehensive income 3,358  $     4,412  $      

Blackhawk Bancorp, Inc. and Subsidiary
Consolidated Statements of Comprehensive Income
Years Ended December 31, 2015 and 2014

(Amounts in thousands, except 
 per share data)

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
See Notes to Consolidated Financial Statements. 
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Blackhawk Bancorp, Inc. and Subsidiary
Consolidated Statements of Changes in Stockholders' Equity
Years Ended December 31, 2015 and 2014

Accumulated
Additional Other

Preferred Common Paid-in Retained Treasury Comprehensive
Stock Stock Capital Earnings Stock Income (Loss) Total

Balance, December 31, 2013 10,483  $ 23  $    9,768  $   29,166  $ (909)  $ (229)  $           48,302  $ 

      Cumulative effect of change in accounting principle (366)        (366)        

   Net income 2,252      2,252      
      Other comprehensive income 2,160             2,160      
      Accretion of preferred stock warrants 17           (17)          -          
      Cash dividends paid on preferred stock (177)        (177)        
      Redemption of preferred stock (10,500)   (10,500)   
      Cash dividends paid on common stock (133)        (133)        
      Purchase of treasury shares (60)       (60)          
      Vesting of shares of restricted stock 126         126         
      Vesting of shares of restricted stock units 66           66           

Balance, December 31, 2014 -          23        9,960      30,725     (969)     1,931             41,670     

   Net income 3,919      3,919      
      Other comprehensive loss (561)               (561)        
      Cash dividends paid on common stock (268)        (268)        
      Purchase of treasury shares (13)       (13)          
      Vesting of shares of restricted stock 122         122         
      Vesting of shares of restricted stock units 280         280         

Balance, December 31, 2015 -$        23  $    10,362  $ 34,376  $ (982)  $ 1,370  $         45,149  $ 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
See Notes to Consolidated Financial Statements. 
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Consolidated Statements of Cash Flows
Years Ended December 31, 2015 and 2014

2015 2014

CASH FLOWS FROM OPERATING ACTIVITIES
     Net income 3,919$         2,252$        
     Adjustments to reconcile net income to net cash
         provided by operating activities:
     Depreciation 932              916            
     Amortization of intangibles -               25              
     Stock-based compensation expense, net of tax benefits 214              192            
     Provision for loan losses 2,139           2,285          
     Increase in cash surrender value of bank-owned life insurance, net (300)             (291)           
     Origination of loans held-for-sale (74,486)        (66,465)       
     Proceeds from sales of loans held-for-sale 75,030         67,923        
     Net gain on sale of loans (2,021)          (1,824)        
     Deferred income tax expense (benefit) 586              (1,430)        
     Loss on repurchase agreement 431              2,611          
     Net other losses 19                247            
     Net accretion on securities available-for-sale (1,993)          (1,957)        
     Amortization of investment in affordable housing partnership 237              236            
     Securities impairment loss recognized in earnings -               170            
     Net gains on sales of securities available-for-sale (631)             (640)           
     Net change in:
        Mortgage servicing rights 245              426            
        Other assets (308)             (4,644)        
        Other liabilities 91                430            

     Net cash provided by operating activities 4,104           462            

CASH FLOWS FROM INVESTING ACTIVITES:
     Proceeds from sales of securities available-for-sale 19,389         45,041        
     Proceeds from maturities and calls of securities available-for-sale 17,453         20,071        
     Purchases of securities available-for-sale (45,493)        (60,383)       
     Loan origination and payments, net (7,343)          (12,556)       
     Proceeds from the sales of premises and equipment -               228            
     Proceeds from the sales of foreclosed assets 636              1,720          
     Purchase of office premises and equipment (327)             (483)           

     Net cash used in investing activities (15,685)        (6,362)        

Blackhawk Bancorp, Inc. and Subsidiary

(Amounts in thousands)

(Continued)  
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Consolidated Statements of Cash Flows (continued)
Years Ended December 31, 2015 and 2014

2015 2014

CASH FLOWS FROM FINANCING ACTIVITIES:
     Net change in deposits 7,273$         5,026$         
     Net change in short term FHLB advances 11,250         (8,000)          
     Payments on FHLB advances -               (2,157)          
     Proceeds from senior secured term note -               9,000           
     Payments on senior secured term note (500)             -               
     Cash dividends paid on preferred stock -               (177)             
     Cash dividends paid on common stock (268)             (133)             
     Purchase of treasury shares (13)               (60)               
     Redemption of preferred stock -               (10,500)        

     Net cash used in (provided by) in financing activities 17,742         (7,001)          

     Net increase (decrease) in cash and cash equivalents 6,161           (12,901)        

CASH AND CASH EQUIVALENTS:
     Beginning 21,591         34,492         

     Ending 27,752$        21,591$        

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION:
  Cash payments for:
    Interest 2,666$         2,967$         
    Income taxes 1,340$         675$            

SUPPLEMENTAL SCHEDULES OF NON-CASH INVESTING
  ACTIVITIES:
  Foreclosed assets acquired in settlement of loans 1,465$         1,118$         

Blackhawk Bancorp, Inc. and Subsidiary

(Amounts in thousands)

 
 
 
 
 
 
 
 
 
 
 
 
 
See Notes to Consolidated Financial Statements



Blackhawk Bancorp, Inc. and Subsidiary 
 
Notes to Consolidated Financial Statements 
(in thousands, except share and per share data)                
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Note 1.   Nature of Business and Significant Accounting Policies 
 
Nature of Operations:  The consolidated income of Blackhawk Bancorp, Inc. (the Company) is principally 
from the income of its wholly-owned subsidiary, Blackhawk Bank (the Bank).  The Bank grants 
commercial, residential, and consumer loans, accepts deposits, and provides investment services to 
customers primarily in northern Illinois and southern Wisconsin.  The Bank is subject to competition from 
other financial institutions and nonfinancial institutions providing financial products.   
 
Principles of Consolidation:  The consolidated financial statements include the accounts of the Company 
and its wholly-owned subsidiary, the Bank.  The Bank includes the accounts of its wholly-owned 
subsidiary, Nevahawk Investment, Inc.  The consolidated financial statements have been prepared in 
conformity with accounting principles generally accepted in the United States and conform to general 
practices within the banking industry.  All significant intercompany accounts and transactions have been 
eliminated in the consolidated financial statements. 
 
Significant Group Concentrations of Credit Risk:  Most of the Company’s activities are with customers 
located within northern Illinois and southern Wisconsin.  Notes 3 describes the types of the securities in 
which the Company invests, and Note 4 describes the types of lending in which the Company engages.  The 
Company does not have any significant concentrations to any one industry or customer. The ability of the 
Company’s debtors to honor their loan contracts is dependent upon the real estate and general economic 
conditions in northern Illinois and southern Wisconsin.    
 
Use of Estimates:  In preparing consolidated financial statements in conformity with accounting principles 
generally accepted in the United States, management is required to make estimates and assumptions that 
affect the reported amounts of assets and liabilities as of the date of the balance sheet and reported amounts 
of revenues and expenses during the reporting period.  Actual results could differ from those estimates.  
Material estimates that are particularly susceptible to significant change in the near term include:  the 
determination of the allowance for loan losses, loan servicing rights, the determination of fair value of 
securities, determination of the value of deferred tax assets, the determination of the fair value of foreclosed 
assets, the repurchase agreement valuation and the fair value of other financial instruments. 
 
Cash and Cash Equivalents:  For purposes of reporting cash flows, cash and cash equivalents include cash 
on hand, amounts due from banks, federal funds sold, securities purchased under agreements to resell, and 
interest-bearing deposits in banks which have original maturities less than ninety days.   
 
Securities Available-For-Sale:  Investment securities are classified as “available-for-sale” and recorded at 
fair value, with unrealized gains and losses excluded from earnings and reported in accumulated other 
comprehensive income.  Purchase premiums and discounts are recognized in interest income using the 
interest method over the terms of the securities.  Declines in fair value of securities available-for-sale below 
their amortized cost that are deemed to be an other-than-temporary impairment (OTTI) loss are reflected in 
earnings as realized losses.  In estimating OTTI, management considers (1) the length of time and the extent 
to which the fair value has been less than cost, (2) the financial condition and near-term prospects of the 
issuer, and (3) 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 in fair value.   
 
 
 
 
 



Blackhawk Bancorp, Inc. and Subsidiary 
 
Notes to Consolidated Financial Statements 
(in thousands, except share and per share data)                
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Note 1.   Nature of Business and Significant Accounting Policies (Continued) 
 
Securities Available-For-Sale (Continued):   
 
The assessment of whether an other-than-temporary decline exists involves a high degree of subjectivity 
and judgment and is based on the information available to management at a point in time.  OTTI is deemed 
to have occurred if there has been an adverse change in the remaining expected future cash flows. Gains 
and losses on the sale of securities available-for-sale are recorded on the trade date and are determined 
using the specific identification method. 
 
Federal Home Loan Bank Stock:  The Bank, as a member of the Federal Home Loan (FHLB) system, is 
required to maintain minimum investments in capital stock based on the level of borrowings and other 
factors.  The members may choose to invest in amounts greater than the required investment.  FHLB stock 
is reported at cost, classified as a restricted security, and is periodically evaluated for impairment based on 
the recovery of par value.  No ready market exists for FHLB stock, and it has no quoted market value.   
 
Loans Held for Sale:  Mortgage loans originated and intended for sale in the secondary market are carried 
at the lower of aggregate cost or estimated market value.  Net unrealized losses are recognized through a 
valuation allowance by charges to income.  All sales are made without recourse.    
 
Loan Servicing:  Mortgage servicing rights are recognized as separate assets when rights are acquired 
through sales of loans and servicing rights are retained. Servicing rights are initially recorded at fair value.  
Fair value is based on market prices for comparable mortgage servicing contracts, when available, or 
alternatively, is based on a valuation model that calculates the present value of estimated future net servicing 
income.  The valuation model incorporates assumptions that market participants would use in estimating 
future net servicing income, such as the cost to service, the discount rate, the custodial earnings rate, an 
inflation rate, ancillary income, prepayment speeds and default rates and losses.   
 
Capitalized mortgage servicing assets are amortized into noninterest income in proportion to, and over the 
period of, the estimated future net servicing income of the underlying loans.   
 
Mortgage servicing rights are evaluated for impairment based upon the fair value of the rights as compared 
to the amortized cost.  Impairment is determined by stratifying rights into tranches based upon predominant 
risk characteristics, such as interest rate, loan type and investor type.  Impairment is recognized through a 
valuation allowance for an individual tranche, to the extent the fair value is less than the capitalized amount 
for the tranche.  If the Company later determines that all or a portion of the impairment no longer exists for 
a particular tranche, a reduction of the allowance may be recorded as an increase to income. 
 
Servicing fee income is recorded for fees earned for servicing loans.  The fees are based on a contractual 
percentage of the outstanding principal and are recorded as income when earned.  The amortization of 
mortgage servicing rights is netted against servicing fee income.   
 
Loans:  Loans that management has the intent and ability to hold for the foreseeable future, or until maturity 
or payoff, are stated at the amount of unpaid principal plus net deferred fees and costs, reduced by an 
allowance for loan losses.  Interest income is accrued on the unpaid principal balance.  Loan origination 
fees net of certain origination costs, are deferred and recognized as an adjustment of the related loan yield 
using the interest method. 
 
 



Blackhawk Bancorp, Inc. and Subsidiary 
 
Notes to Consolidated Financial Statements 
(in thousands, except share and per share data)                
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Note 1.   Nature of Business and Significant Accounting Policies (Continued) 
 
Loans (Continued): 
 
The accrual of interest income on loans is discontinued when, in the opinion of management, there is 
reasonable doubt as to the borrower’s ability to meet payment of interest or principal when they become 
due.  When interest accrual is discontinued, all unpaid accrued interest is reversed.  Accrual of interest is 
generally resumed when the customer is current on all principal and interest payments and future payments 
are reasonably assured. 
 
Allowance for Loan Losses:  The allowance for loan losses (the allowance) is established through a 
provision for loan losses charged to expense.  Loans are charged against the allowance for loan losses when 
management believes that the collectability of the principal is unlikely. Subsequent recoveries, if any, are 
credited to the allowance.   
 
The allowance for loan losses is evaluated on a regular basis by management and is based upon 
management’s periodic review of the collectability of loans in light of historical experience, the nature and 
volume of the loan portfolio, adverse situations that may affect the borrower’s ability to repay, estimated 
value of underlying collateral and prevailing economic conditions.  This evaluation is inherently subjective 
as it requires estimates that are susceptible to significant revision as more information becomes available. 
 
The allowance consists of specific and general components. The specific component relates to loans that 
are individually considered impaired.  For such loans that are considered as impaired, an allowance is 
established when the discounted cash flows (or collateral value or observable market price) of the impaired 
loan is lower than carrying value of that loan.  
 
The general component covers non-impaired loans and is based on historical loss experience adjusted for 
current environmental or economic factors. The historical loss experience is determined based on the actual 
loss history experienced by the Company.  This actual loss experience is supplemented with other economic 
factors based on the risks present for each portfolio segment.  These economic factors include consideration 
of the following:  levels of and trends in delinquencies and impaired loans; levels of and trends in charge-
offs and recoveries; trends in volume and terms of loans; effects of any changes in risk selection and 
underwriting standards; other changes in lending policies, procedures, and practices; experience, ability, 
and depth of lending management and other relevant staff; national and local economic trends and 
conditions; changes in underlying collateral values; and effects of changes in credit concentrations. 
 
A loan is considered impaired when, based on current information and events, it is probable that the 
Company will be unable to collect the scheduled payments of principal or interest when due according to 
the contractual terms of the loan agreement.  Factors considered by management in determining impairment 
include payment status, collateral value, and the probability of collecting scheduled principal and interest 
payments when due.  Loans that experience insignificant payment delays and payment shortfalls generally 
are not considered impaired.  Management determines the significance of payment delays and payment 
shortfalls on a case-by-case basis, taking into consideration all of the circumstances surrounding the loan 
and borrower, including the length of the delay, the reasons for the delay, the borrower’s prior payment 
record, and the amount of the shortfall in relation to the principal and interest owed.    
 
 
 
 



Blackhawk Bancorp, Inc. and Subsidiary 
 
Notes to Consolidated Financial Statements 
(in thousands, except share and per share data)                
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Note 1.   Nature of Business and Significant Accounting Policies (Continued) 
 
Allowance for Loan Losses (Continued): 
 
A troubled debt restructuring of a loan is undertaken to improve the likelihood that the loan will be repaid 
in full under the modified terms in accordance with a reasonable repayment schedule.  All modified loans 
are evaluated to determine whether the loan should be reported as a troubled debt restructuring (TDR). A 
loan is classified as a TDR when the Company, for economic or legal reasons related to the borrower’s 
financial difficulties, grants a concession to the borrower by modifying or renewing a loan under terms that 
the Company would not otherwise consider. To make this determination, the Company must determine 
whether (a) the borrower is experiencing financial difficulties and (b) the Company granted the borrower a 
concession. This determination requires consideration of all the facts and circumstances surrounding the 
modification.  An overall general decline in the economy or some level of deterioration in a borrower’s 
financial condition does not inherently mean the borrower is experiencing financial difficulties. 
 
Some of the factors considered by management when determining whether a borrower is experiencing 
financial difficulties are: (1) is the borrower currently in default on any of its debts, (2) has the borrower 
declared or is in the process of declaring bankruptcy, and (3) absent the current modification, the borrower 
would likely default.     
 
Credit Related Financial Instruments:  In the ordinary course of business, the Company has entered into 
off-balance-sheet financial instruments consisting of commitments to extend credit and standby letters of 
credit.  Such financial instruments are recorded in the financial statements when they are funded.  Standby 
letters of credit are considered financial guarantees in accordance with Financial Accounting Standards 
Board (FASB) Accounting Standards Codification (ASC) Topic 460-10 and are recorded at fair value, if 
material. 
 
Transfers of Financial Assets:  Transfers of financial assets are accounted for as sales, only when control 
over the assets has been surrendered.  Control over transferred assets is deemed to be surrendered when  
(1) the assets have been isolated from the Company, (2) the transferee obtains the right (free of conditions 
that constrain it from taking advantage of the right) to pledge or exchange the transferred assets, and (3) the 
Company does not maintain effective control over the transferred assets through an agreement to repurchase 
them before their maturity or the ability to unilaterally cause the holder to return specific assets. 
 
Cash Surrender Value of Bank-Owned Life Insurance:  The Bank has purchased life insurance policies on 
certain key employees to help offset the cost of increasing employee benefits.  Bank-owned life insurance 
is recorded at its cash surrender value, or the amount that can be realized.  The Bank is the owner and 
beneficiary of these policies. 
 
Premises and Equipment:  Office buildings and furniture and equipment are stated at cost, less accumulated 
depreciation.  Provisions for depreciation are computed principally on a straight-line basis, over the 
estimated useful lives of the assets.  Office buildings and improvements are depreciated over lives of 15-
40 years and furniture and equipment over 3-7 years.   
 
Goodwill:  The Company’s goodwill represents the excess of cost over the fair value of net assets acquired 
arising from the purchase of certain assets and the assumption of certain liabilities from unrelated entities.  
Goodwill is not amortized, rather, it is evaluated annually for impairment. During 2015 and 2014, the 
Company elected to perform a qualitative assessment of its goodwill, and based on the assessment results,  
 



Blackhawk Bancorp, Inc. and Subsidiary 
 
Notes to Consolidated Financial Statements 
(in thousands, except share and per share data)                
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Note 1.   Nature of Business and Significant Accounting Policies (Continued) 
 
determined that no impairment existed as of December 31, 2015 and 2014. Any impairment, if applicable, 
would be recorded in earnings in the period of impairment.   
 
Foreclosed Assets:  Assets acquired through, or in lieu of, loan foreclosure are held for sale and are initially 
recorded at fair value, less estimated costs to sell, through a charge to the allowance for loan losses, if 
necessary.  Subsequent to foreclosure, valuations are periodically performed by management and write-
downs required by changes in estimated fair value are charged against earnings through a valuation 
allowance.  Revenue and expenses from holding the assets and changes in the valuation allowance are 
included on the consolidated statements of income in other non-interest expense. 
 
Stock-Based Compensation Plan:  The Company’s stock-based employee compensation plan for key 
officers is described more fully in Note 11.   
 
Compensation expense for awards of restricted stock and restricted stock units that settle in stock are 
recorded over the vesting period at the fair value of the Company’s stock on the grant date.  Compensation 
expense for stock-based compensation settled in cash is recorded over the vesting period with the liability 
adjusted for changes in the fair value of the Company’s stock until settled. 
 
Income Taxes:  Deferred income tax assets and liabilities are determined using the liability (or balance 
sheet) method.  Under this method, the net deferred tax asset or liability is determined based on the tax 
effects of the temporary differences between the book and tax basis of the various balance sheet assets and 
liabilities and gives current recognition to changes in tax rates and laws.  A valuation allowance, if needed, 
reduces deferred tax assets to the amount expected to be realized.   
 
The Company may also recognize a liability for unrecognized tax benefits from uncertain tax positions.  
Unrecognized tax benefits represent the differences between a tax position taken or expected to be taken in 
a tax return and the benefit recognized and measured in the financial statements.  Interest and penalties 
related to unrecognized tax benefits are classified as income taxes, if applicable.  No liabilities for 
unrecognized benefits from uncertain tax positions have been recorded.    
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



Blackhawk Bancorp, Inc. and Subsidiary 
 
Notes to Consolidated Financial Statements 
(in thousands, except share and per share data)                
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Note 1.   Nature of Business and Significant Accounting Policies (Continued) 
 
Derivative Instruments:  Derivative financial instruments are recognized as assets and liabilities on the 
consolidated balance sheet and measured at fair value.   
 
Loan Commitments:  Derivatives include loan rate locks and forward delivery contracts.  The Company 
enters into forward delivery contracts to offset the risk of issuing rate lock commitments to customers and 
the potential decrease in value of loans held for sale from changes in interest rates between the date that the 
rate lock commitments are issued and the date the loan is sold in the secondary market.  These derivatives 
are reported at fair value in the consolidated balance sheet, with changes in the fair value of the derivatives 
being included in non-interest income.   To the extent that the Company’s forward contracts are highly 
effective, the changes in fair value will largely offset changes in the fair value of the held-for-sale mortgage 
loans and the loan commitments.   
 
Earnings Per Share:  Basic earnings per share excludes dilution, and is calculated by dividing income 
available to common stockholders by the weighted-average number of common shares and fully vested 
restricted stock units outstanding for the period.   
 
Diluted earnings per share is computed by dividing income available to common stockholders by the 
weighted-average number of common shares and nonvested restricted stock units outstanding during the 
period.  The dilutive effect of outstanding restricted stock units is reflected in diluted earnings per share by 
application of the treasury stock method. 
 
Earnings per common share have been computed for the years ended December 31, 2015 and 2014 based 
on the following: 

2015 2014

Basic:
  Net income, as reported 3,919$              2,252$              
  Preferred stock dividends and accretion of issuance discount -                   (194)                 
  Net income available to common stockholders 3,919$              2,058$              
  Weighted average shares outstanding 2,253,390         2,226,131         

     Basic earnings per share 1.74$               0.92$               

Diluted:
  Net income available to common stockholders 3,919$              2,058$              

  Weighted average shares outstanding 2,253,390         2,226,131         
  Dilutive effect of nonvested restricted stock units 11,525              22,700              

  Diluted weighted average shares outstanding 2,264,915         2,248,831         

     Diluted earnings per share 1.73$               0.92$               
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Note 1.   Nature of Business and Significant Accounting Policies (Continued) 
 
Comprehensive Income:  Accounting principles generally require that recognized revenue, expenses, gains, 
and losses be included in net income.  Certain changes in assets and liabilities, such as unrealized gains and 
losses on available-for-sale securities, are reported as a separate component of the equity section of the 
balance sheet.  Such items, along with net income, are components of accumulated other comprehensive 
income. 
 

2015 2014

Net unrealized gains on securities available for sale 2,192$           3,118$           
  Tax effect (822)              (1,187)           
    Net-of-tax amount 1,370$           1,931$           

December 31

 
Fair Value of Financial Instruments:  Fair values of financial instruments are estimated using relevant 
market information and other assumptions, as more fully disclosed in Note 17.  Fair value estimates involve 
uncertainties and matters of significant judgment regarding interest rates, credit risk, prepayments, and 
other factors, especially in the absence of broad markets for particular items.  Changes in assumptions or 
in market conditions could significantly affect the estimates.   
 
Adoption of New Accounting Standard:   
 
As of January 1, 2015 the Company adopted Accounting Standards Update (ASU) 2014-01, Investments – 
Equity Method and Joint Ventures (Topic 323) – Accounting for Investments in Affordable Housing 
Projects.  The ASU permits entities to make an accounting policy election to account for their investments 
in qualified affordable housing projects using the proportional amortization method if certain conditions 
are met. Under the proportional amortization method, an entity amortizes the initial cost of the investment 
in proportion to the tax credits and other tax benefits received and recognizes the net investment 
performance in the statement of income as a component of income tax expense. The Company had 
previously accounted for its investment in the affordable housing limited partnership using the equity 
method where its proportional share of the partnership net earnings or loss was recognized as a change in 
the net carrying value of the investment and in other income on the consolidated statements of income.  The 
Company chose to adopt the ASU to better align the amortization of the cost of the Company’s affordable 
housing investment with the tax benefits that are derived from the investment.  The accounting standard 
was applied retrospectively to the earliest period presented in these consolidated financial statements and 
resulted in the following adjustments:   a cumulative effect of change in accounting principle is reflected in 
the Consolidated Statements of Changes in Stockholders Equity reducing January 1, 2014 retained earnings 
and total equity by $366; other income and provision for income taxes for the 2014 Consolidated Statement 
of Income were both increased by $119, resulting in no effect on net income;  and the carrying value of the 
investment which is included in other assets and retained earnings in the Consolidated Balance Sheets as 
of December 31, 2014 were both decreased by $366.   
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Note 1.   Nature of Business and Significant Accounting Policies (Continued) 
 
Newly Issued not yet Effective Accounting Standard:   

In May 2014, the FASB issued ASU 2014-09, Revenue from Contracts with Customers (Topic 606).  The 
ASU adopts a standardized approach for revenue recognition and was a joint effort with the International 
Accounting Standards Board (IASB).  The new revenue recognition standard is based on a core principle 
of recognized revenue to depict the transfer of promised goods or services to customers in an amount that 
reflects the consideration to which the entity expects to be entitled in exchange for those goods or services.  
ASU 2014-09 does not apply to financial instruments.  In August 2014, the FASB issued ASU 2015-14, 
Revenue from Contracts with Customers (Topic 606), which deferred the effective dates of ASU 2014-09.  
Accordingly, ASU 2014-09 is now effective for public entities for annual reporting periods beginning after 
December 15, 2017 (therefore, for the year ending December 31, 2018 for the Company).  Management is 
currently assessing the impact of ASU 2014-09 to the Company’s consolidated financial statements. 

Reclassification:  Certain amounts in the 2014 consolidated financial statements have been reclassified to 
conform to the 2015 presentation. 
 
Subsequent Events: The Company has evaluated subsequent events for recognition and disclosure through 
March 4, 2016, which is the date the consolidated financial statements were available to be issued.    
 
Note 2.   Cash and Due From Banks 
 
The Bank is required to maintain vault cash and reserve balances with Federal Reserve Bank based upon a 
percentage of deposits.  These requirements approximated $3,682 and $5,015 at December 31, 2015 and 
2014, respectively. 
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Note 3.   Securities – Available-for-Sale 
 
The amortized cost and estimated fair values of securities available-for-sale, with gross unrealized gains 
and losses at December 31, are summarized as follows:  

2015
Gross Gross Estimated

Amortized Unrealized Unrealized Fair
Cost Gains Losses Value

  U.S. government-sponsored agencies 2,321$     -$         96$          2,225$     
  Obligations of states and 
    political subdivisions 43,053     2,123        10            45,166     
  Asset-backed securities 2,763       31            34            2,760       
  Mortgage-backed securities-residential 24,189     317          181          24,325     
  Collateralized mortgage obligations 62,940     748          706          62,982     
  Marketable equity securities 2,075       -           -           2,075       

137,341$ 3,219$      1,027$      139,533$ 

2014
Gross Gross Estimated

Amortized Unrealized Unrealized Fair
Cost Gains Losses Value

  U.S. government-sponsored agencies 3,272$     46$          38$          3,280$     
  Obligations of states and 
    political subdivisions 41,024     2,063        21            43,066     
  Asset-backed securities 3,305       27            53            3,279       
  Mortgage-backed securities-residential 30,621     532          11            31,142     
  Collateralized mortgage obligations 45,860     807          234          46,433     
  Marketable equity securities 1,984       -           -           1,984       

126,066$ 3,475$      357$         129,184$ 
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Note 3.   Securities – Available-for-Sale (Continued) 
 
The amortized cost and estimated fair value of securities available-for-sale, by contractual maturity at 
December 31, 2015 is as follows:  
 

Estimated
Amortized Fair

Cost Value

Due in one year or less -$              -$              
Due after one year through five years 6,933            7,244            
Due after five years through ten years 19,592           20,272           
Due after ten years 18,849           19,875           

45,374           47,391           

Asset-backed securities 2,763            2,760            
Mortgage-backed securities-residential 24,189           24,325           
Collateralized mortgage obligations 62,940           62,982           
Marketable equity securities 2,075            2,075            

137,341$       139,533$       

 
Expected maturities may differ from contractual maturities on asset-backed securities, mortgage-backed 
securities, and collateralized mortgage obligations because borrowers may have the right to call or prepay 
obligations with or without call or prepayment penalties.   
 
Gross gains of $650 and $1,178 were recorded on those sales for the years ended December 31, 2015 and 
2014, respectively.  Gross losses of $19 and $538 were recorded on those sales for the year ended December 
31, 2015 and 2014, respectively. 
 
Securities with a carrying value of approximately $104,958 and $110,866 as of December 31, 2015 and 
2014, respectively, were pledged as collateral to the Federal Reserve Bank of Chicago, on public deposits 
and for other purposes as required or permitted by law. 
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Note 3.   Securities – Available-for-Sale (Continued) 
 
Unrealized losses and fair value, aggregated by investment category and length of time that individual 
securities available for sale have been in a continuous unrealized loss position, as of December 31, 2015 
and 2014 are summarized as follows (dollar amounts only in thousands): 
 

Less than 12 months 12 Months or More
Estimated Estimated

Number of Fair Unrealized Number of Fair Unrealized
Securities Value Losses Securities Value Losses

December-2015
U.S. government-sponsored agencies -          -$      -$         1              2,225$   96$         
Obligations of states and political
  subdivisions 1             522       7              3              712       3             
Asset-backed securities -          -        -           2              1,181     34           
Mortgage-backed securities-residential 6             10,010   173          2              4,032     8             
Collateralized mortgage obligations 16           24,551   304          7              9,646     402         

23           35,083$ 484$        15             17,796$ 543$       

December-2014
U.S. government-sponsored agencies -          -$      -$         1              2,437$   38$         
Obligations of states and political
  subdivisions 1             846       1              9              2,303     20           
Asset-backed securities 1             23         -           2              2,757     53           
Mortgage-backed securities-residential 2             2,189     2              2              5,494     9             
Collateralized mortgage obligations 8             11,804   193          4              5,615     41           

12           14,862$ 196$        18             18,606$ 161$       

 
There were no securities with OTTI losses at December 31, 2015.  During 2014, the Company recorded 
OTTI losses of $170 on five private-label collateralized mortgage obligations.  The Company sold these 
securities during 2014, as such, there were no securities with OTTI losses at December 31, 2014. 
 
For all of the other available-for-sale securities, the unrealized losses have not been recognized into income 
because, based on management’s evaluation, the decline in fair value is largely due to temporary market 
conditions and trading spreads, and, as such, are considered to be temporary by the Company.  In addition, 
the Company’s management has the intent and ability to hold these securities until they mature or the 
Company recovers their carrying values. 
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Note 3.   Securities – Available-for-Sale (Continued) 
 
The table below presents a roll forward of the OTTI losses recognized in earnings for the years ended 
December 31, 2015 and 2014:   
 

2015 2014

Beginning balance -$             (1,597)$      
   Amounts related to credit loss for which
      an other-than temporary impairment
      was not previously recognized -               -            
Additions/subtractions
   Amounts realized for securities sold during the period -               1,767         
   Amounts related to securities for which the company
      intends to sell or that it will be more likely than not
      that the company will be required to sell prior to 
      recovery of amortized cost basis -               -            
   Reductions for increase in cash flows expected to be
      collected that are recognized over the remaining
      life of the security -               -            
   Increases to the amount related to the credit
      loss for which other-than-temporary was previously
      recognized -               (170)           
   Ending balance -$             -$           

 
 
Note 4.   Loans 
 
Major classifications of loans as of December 31, are as follows: 
 

2015 2014

Commercial real estate and construction 168,531  $     154,383  $     
Commercial and industrial 131,308         134,264         
Residential real estate 91,814           97,428           
Consumer and other 8,324            9,769            

399,977         395,844         
  Less allowance for loan losses 4,790            4,396            

          Net loans 395,187  $     391,448  $     
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Note 4.   Loans (Continued) 
 
The following tables present the balance in the allowance for loan losses and the recorded investment in 
loans based on portfolio segment and impairment method as of December 31: 
 

Commercial
Real Estate Commercial Residential Consumer

and Construction and Industrial Real Estate and Other Total

2015

Beginning balance 1,295  $             352  $            2,587  $         162  $            4,396  $         
Provision for loan losses (664)                  1,959             799                45                  2,139             
Charge-offs (306)                  (624)               (1,387)            (189)               (2,506)            
Recoveries 545                   16                  94                  106                761                
Ending balance 870  $                1,703  $         2,093  $         124  $            4,790  $         

Allowance for loan losses:

Individually evaluated for
      impairment 115  $                950  $            525  $            -$               1,590  $         
Collectively evaluated for
      impairment 755                   753                1,568             124                3,200             
     Totals 870  $                1,703  $         2,093  $         124  $            4,790  $         

Loans:
Individually evaluated for
      impairment 2,986  $             1,182  $         12,012  $       21  $              16,201  $       
Collectively evaluated for
      impairment 165,545             130,126         79,802           8,303             383,776         
     Totals 168,531  $         131,308  $      91,814  $       8,324  $         399,977  $      
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Note 4.   Loans (Continued) 
 

Commercial
Real Estate Commercial Residential Consumer

and Construction and Industrial Real Estate and Other Total
2014

Beginning balance 1,137  $             843  $            2,588  $         326  $            4,894  $         
Provision for loan losses 1,151                 (17)                1,208             (57)                2,285             
Charge-offs (1,054)                (479)               (1,406)            (230)               (3,169)            
Recoveries 61                     5                   197                123                386                
Ending balance 1,295  $             352  $            2,587  $         162  $            4,396  $         

Allowance for loan losses:

Individually evaluated for
      impairment 298  $                3  $                741  $            -$               1,042  $         
Collectively evaluated for
      impairment 997                   349                1,846             162                3,354             
     Totals 1,295  $             352  $            2,587  $         162  $            4,396  $         

Loans:
Individually evaluated for
      impairment 4,235  $             182  $            11,432  $       1,350  $         17,199  $       

Collectively evaluated for
      impairment 150,148             134,082         85,996           8,419             378,645         
     Totals 154,383  $         134,264  $      97,428  $       9,769  $         395,844  $      
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Note 4.   Loans (Continued) 
 
Detailed information regarding impaired loans for the year ended December 31, follows: 
 
2015

Recorded Principal Related Average Interest
Investment Balance Allowance Investment Recognized

Loans with no related Allowance for Loan Loss:
  Commercial real estate and construction 1,882  $    1,980  $   -$         2,213  $    25  $         
  Commercial and industrial 22            22            -           212          4               
  Residential real estate 6,586        7,300       -           4,436        156           
  Consumer and other 21            21            -           288          12             

Totals 8,511        9,323       -           7,149        197           

Loans with an Allowance for Loan Loss:
  Commercial real estate and construction 1,104        1,104       115          1,325        15             
  Commercial and industrial 1,160        1,160       950          504          8               
  Residential real estate 5,426        5,642       525          6,869        241           
  Consumer and other -           -           -           -           -            

Totals 7,690        7,906       1,590       8,698        264           

Grand totals 16,201  $  17,229  $  1,590  $   15,847  $  461  $       

2014
Recorded Principal Related Average Interest
Investment Balance Allowance Investment Recognized

Loans with no related Allowance for Loan Loss:
  Commercial real estate and construction 2,477  $    4,425  $   -$         3,107  $    52  $         
  Commercial and industrial 179          329          -           432          3               
  Residential real estate 5,093        5,315       -           8,360        299           
  Consumer and other 1,350        3,808       -           1,920        89             

Totals 9,099        13,877     -           13,819      443           

Loans with an Allowance for Loan Loss:
  Commercial real estate and construction 1,758        1,853       298          1,039        17             
  Commercial and industrial 3              3              3              94            1               
  Residential real estate 6,339        6,768       741          2,286        82             
  Consumer and other -           -           -           -           -            

Totals 8,100        8,624       1,042       3,419        100           

Grand totals 17,199  $  22,501  $  1,042  $   17,238  $  543  $       
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Note 4.   Loans (Continued) 
 
The Bank regularly monitors the credit quality of its loans and evaluates various attributes of loans to 
determine the appropriateness of the allowance for loan losses.  The credit quality indicators monitored 
differ depending on the class of loan. 
 
For loans with commercial credit exposure, the Bank generally evaluates using the following internally 
prepared ratings: 
 
“Pass” ratings are assigned to loans with adequate collateral and debt service ability such that collectability 
of the contractual loan payments is highly probable. 
 
“Special Mention” ratings are assigned to loans or loan relationships where management has some concern 
that collateral or debt service ability may not be adequate, though the collectability of the contractual loan 
payments is still probable.  Borrowers may be experiencing adverse operating trends (declining revenues 
or margins) or increasing leverage position.  Adverse economic or market conditions, such as interest rate 
increases or the entry of a new competitor, may also support a special mention rating.  Nonfinancial reasons 
for rating a credit exposure special mention include management problems, pending litigation, and business 
structural weaknesses. 
 
“Substandard” ratings are assigned to loan or loan relationships that do not have adequate collateral and/or 
debt service ability such that collectability of the contractual loan payments is no longer probable.  Loans 
so classified have a well-defined weakness, or weaknesses, that jeopardize the liquidation of the debt by 
the borrower and are characterized by the distinct possibility that the Bank will sustain some loss if the 
deficiencies are not corrected.  Substandard loans typically require more intensive supervision by 
management.  For some substandard loans, the likelihood of full collection of interest and principal may be 
in doubt and thus, placed on nonaccrual.   
 
“Doubtful” ratings are assigned to loans or loan relationships that do not have adequate collateral and/or 
debt service ability, and collectability of the contractual loan payment is unlikely.  A doubtful loan has a 
high probability of total or substantial loss, but because of specific pending events that may strengthen the 
loan, its classification as loss is deferred.  Doubtful borrowers are usually in default, lack adequate liquidity 
or capital, and lack resources necessary to remain an operating entity.  Pending events can include mergers, 
acquisitions, liquidations, capital injections, the perfection of liens on additional collateral, and refinancing 
or restructure. 
 
Residential real estate and Consumer and other loans are generally evaluated based on whether or not the 
loan is performing according to the contractual terms of the loan.  The Bank considers residential real estate 
and consumer and other loans that are on nonaccrual status, over ninety days past due, have had a partial 
write down, or have been modified in a troubled debt restructuring to be classified as impaired. 
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Note 4.   Loans (Continued) 
 
Information regarding the credit quality indicators most closely monitored for the years ended December 
31, follows: 
 
2015

Special
Pass Mention Substandard Doubtful Totals

Commercial Credit Exposure:
  Commercial real estate and construction 147,900  $  16,795  $         3,836  $      -$          168,531  $  
  Commercial and industrial 119,776     8,516              3,016          -            131,308     

Totals 267,676  $  25,311  $         6,852  $      -$          299,839  $  

Performing Impaired Totals
Residential and Consumer Credit Exposure:
  Residential real estate 79,803  $   12,011  $         91,814  $    
  Consumer and other 8,303         21                   8,324          

Totals 88,106  $   12,032  $         100,138  $  

2014
Special

Pass Mention Substandard Doubtful Totals

Commercial Credit Exposure:
  Commercial real estate and construction 138,182  $  11,321  $         4,880  $      -$          154,383  $  
  Commercial and industrial 127,388     4,454              2,422          -            134,264     

Totals 265,570  $  15,775  $         7,302  $      -$          288,647  $  

Performing Impaired Totals
Residential and Consumer Credit Exposure:
  Residential real estate 85,996  $   11,432  $         97,428  $    
  Consumer and other 8,419         1,350              9,769          

Totals 94,415  $   12,782  $         107,197  $  
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Note 4.   Loans (Continued) 
 
Loan aging information as of December 31, follows: 
 
2015

30-89 90+ Total Total 90+ and Nonaccrual
Days Days Past Due Current Loans Accruing Loans

Commercial real estate and construction 1,099  $ 1,380  $ 2,479  $ 166,052  $ 168,531  $ -$     2,052  $   
Commercial and industrial 867       150       1,017     130,291     131,308     -       498          
Residential real estate 655       1,115     1,770     90,044      91,814      -       3,772       
Consumer and other -        21         21         8,303        8,324        -       21            

Totals 2,621  $ 2,666  $ 5,287  $ 394,690  $ 399,977  $ -$     6,343  $   

2014
30-89 90+ Total Total 90+ and Nonaccrual
Days Days Past Due Current Loans Accruing Loans

Commercial real estate and construction 703  $   738  $   1,441  $ 152,942  $ 154,383  $ -$     2,440  $   
Commercial and industrial 494       71         565       133,699     134,264     -       148          
Residential real estate 655       1,612     2,267     95,161      97,428      -       3,065       
Consumer and other 12         25         37         9,732        9,769        -       25            

Totals 1,864  $ 2,446  $ 4,310  $ 391,534  $ 395,844  $ -$     5,678  $   

 
 
When, for economic or legal reasons related to the borrower’s financial difficulties, the Company grants a 
concession to the borrower that the Company would not otherwise consider, the modified loan is classified 
as a troubled debt  restructuring.  Loan modifications may consist of forgiveness of interest and/or principal, 
a reduction of the interest rate, interest-only payments for a period of time, and/or extending amortization 
terms.  The following tables present information regarding modifications of loans that are classified as 
troubled debt restructurings during the years ended December 31, 2015 and 2014.  All troubled debt 
restructurings are classified as impaired loans. The recorded investment presented in the following tables 
do not include specific reserves for loan losses recognized for these loans, which totaled $4 and $26 at 
December 31, 2015 and 2014, respectively.  The Bank has not committed to lend additional amounts to 
customers with outstanding troubled debt restructurings as of December 31, 2015 and 2014. 
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Note 4.   Loans (Continued) 
 
2015

Number of Pre-Modification Post-Modification
Contracts Investment Investment

New troubled debt restructurings:
  Residential real estate 3                   244  $                225  $                 

Totals 3                   244  $                225  $                 

2014
Number of Pre-Modification Post-Modification
Contracts Investment Investment

New troubled debt restructurings:
  Commercial real estate and construction 1                   781  $                781  $                 
  Residential real estate 2                   153                    130                     

Totals 3                   934  $                911  $                 

 
The Bank considers a troubled debt restructured loan in default if the loan becomes 90 days or more past 
due.  If a troubled debt restructured loan defaults, the loans are reevaluated for impairment consistent with 
impaired loan accounting policies.  In 2015, no troubled debt restructurings defaulted within 12 months of 
their modification date.  In 2014, one residential real estate contract defaulted within 12 months of their 
modification date with the total recorded investment totaling $58.   
 
Note 5.   Premises and Equipment 
 
Premises and equipment at December 31 are summarized as follows: 
 

2015 2014

Land and improvements 3,359  $         3,359  $         
Buildings and improvements 8,613            8,441            
Furniture and equipment 9,358            9,203            

21,330           21,003           
  Less accumulated depreciation 13,615           12,683           

    Premises and equipment, net 7,715  $         8,320  $         
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Note 6.   Mortgage Servicing Rights 
 
The following is a summary of changes in the balance of mortgage servicing rights for the years ended 
December 31: 

 

2015 2014

Balance at beginning 2,640  $         3,066  $         
Additions 587               464               
Amortization (832)              (890)              

Balance at end 2,395  $         2,640  $         

Fair value at end of year 4,220  $         4,129  $         

 
Loans serviced for others are not included in the consolidated balance sheets.  The unpaid principal balances 
of mortgage loans serviced for others were $451,158 and $450,372 at December 31, 2015 and 2014, 
respectively. 
 
Note 7.   Investment in Affordable Housing Partnership 
 
The Bank has invested in a limited partnership that was formed to develop and operate apartments designed 
as high-quality affordable housing for lower income tenants in the City of Beloit, Wisconsin.  The Bank 
accounts for its investment in the partnership using the proportional amortization method whereby the initial 
cost of the investment is amortized in proportion to the tax benefits received and recognizes the net 
investment performance in the statement of income as a component of income tax.  The Bank realized a 
total of $504 and $501 of affordable housing tax credits and other tax benefits for the years ended December 
31, 2015 and 2014, respectively.  These benefits and credits were offset by $237 and $236 of amortization 
of the original investment for the years ended December 31, 2015 and 2014, respectively. The carrying 
value of the affordable housing limited partnership investment was $1,438 and $1,675 as of December 31, 
2015 and 2014, respectively.  
 
The partnership must meet the regulatory requirements for affordable housing for a minimum 15-year 
compliance period to fully utilize the tax credits.  If the partnership ceased to qualify during the compliance 
period, the credits may be denied for any period in which the project is not in compliance and a portion of 
the credits previously taken may be subject to recapture with interest.  The Company’s management 
believes the partnership is in compliance with the requirements at December 31, 2015 and 2014, 
respectively. 
 
 
 
 
 
 
 
 
 
 



Blackhawk Bancorp, Inc. and Subsidiary 
 
Notes to Consolidated Financial Statements 
(in thousands, except share and per share data)                
    

 
29 

Note 8.   Deposits  
 
Deposits consisted of the following at December 31: 
 

2015 2014
Transaction accounts:
  Noninterest-bearing 102,943  $     99,068  $       
  Interest-bearing 169,618         158,692         
Savings deposits 60,177           54,167           
Money market investment accounts 111,633         110,811         
Time deposits and certificate accounts 78,686           93,046           

523,057  $     515,784  $     
 

The aggregate amount of time deposits, each with a minimum denomination of $250, was approximately 
$18,717 and $19,414 at December 31, 2015 and 2014, respectively. 
 
At December 31, 2015, the scheduled maturities of time deposits were as follows for years ending 
December 31: 
 

2016 45,256$       
2017 15,445         
2018 5,662           
2019 4,758           
2020 7,565           

78,686$       
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



Blackhawk Bancorp, Inc. and Subsidiary 
 
Notes to Consolidated Financial Statements 
(in thousands, except share and per share data)                
    

 
30 

Note 9.   Borrowings 
 
Borrowed funds consisted of the following at December 31:   
 

Rates Amount Rates Amount

FHLB advances 0.16% 11,250$  
Senior secured term note 4.25% 8,500      4.00% 9,000$      

1.92% 19,750$  4.00% 9,000$      

2015 2014

 
The Bank has a master contract agreement with the FHLB which provides for the pledging of Bank assets 
as collateral for borrowing FHLB advances.  The FHLB applies a discount or margin percentage to the total 
assets depending on the type of collateral.  FHLB provides both fixed and floating rate advances.  Floating 
rates are based on short-term market rates of interest.  Fixed rate advances are priced at market rates of 
interest at the time of the advance, namely the rates that FHLB charges to borrowers at various maturities.   
 
At December 31, 2015 and 2014, the Bank pledged loans with a carrying value of $85,620 and $77,320, 
respectively, to the FHLB to secure advances.  

 
In April 2014, the Company borrowed $9,000 from a commercial bank.  The loan is secured by 100% of 
the outstanding common stock of the Bank and has an interest rate of prime plus 0.75%, which can reset 
quarterly.  Payments are made quarterly, with interest only paid until July 2015.  The senior secured term 
loan matures in April 2019.   
 
At December 31, 2015 the contractual maturities of the senior secured term note are as follows: 
 

2016 1,000  $         
2017 1,000            
2018 1,000            
2019 5,500            

8,500  $           
 
The Bank also has a line of credit borrowing arrangement with the Federal Reserve Bank of Chicago with 
a potentially available advance limit based on the total collateral pledged.  The line of credit is secured by 
pledged securities with an estimated fair value of $41,316 and $39,819 as of December 31, 2015 and 2014, 
respectively.  The balance was $0 at December 31, 2015 and 2014, respectively. 
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Note 10.  Subordinated Debentures and Notes 
 
In December 2002, the Company issued $7,217 of subordinated debentures to Blackhawk Statutory Trust 
I, a special purpose entity that was formed solely to hold the subordinated debentures.  This special purpose 
entity was capitalized by issuing 7,000 shares, totaling $7,000, of Company Obligated Mandatorily 
Redeemable Preferred Securities and 217 shares, or $217, of common ownership shares.  The Company 
purchased 100% of the common ownership shares and the preferred shares were issued to unrelated parties.  
In December 2007, the Company redeemed $6,186 of the subordinated debentures originally issued.  The 
terms of the subordinated debentures are identical to the terms of the common and preferred securities.  
Distributions are paid quarterly.  Cumulative cash distributions are calculated at three month LIBOR plus 
3.25 percentage points, adjusted quarterly.  The Company may, at one or more times defer interest payments 
on the subordinated debentures for up to 20 consecutive quarters, but not beyond December 26, 2032.  At 
the end of any deferral period, all accumulated and unpaid distributions will be paid.  The subordinated 
debentures, if still outstanding, must be redeemed on December 26, 2032; however, beginning on December 
26, 2007, the Company has the option to redeem the debentures on a quarterly basis. The redemption price 
is at par plus any accrued and unpaid distribution to the date of redemption.  The Company elected to carry 
the remaining balance of this subordinated debenture at fair value, which was $1,031 at December 31, 2015 
and at December 31, 2014.   
 
In March 2005, the Company issued $4,124 of subordinated debentures to Blackhawk Statutory Trust II, a 
special purpose entity that was formed solely to hold the subordinated debentures.  This special purpose 
entity was capitalized by issuing 4,000 shares, totaling $4,000, of Company Obligated Mandatorily 
Redeemable Preferred Securities and 124 shares, or $124, of common ownership shares.  The Company 
purchased 100% of the common ownership shares and the preferred shares were issued to unrelated parties.  
The terms of the subordinated debentures are identical to the terms of the common and preferred securities.  
Distributions are paid quarterly.  Cumulative cash distributions are calculated at 6.57% through March 
2010, after that the cash distributions are calculated at three-month LIBOR plus 2.05 percentage points, 
adjusted quarterly.  The Company may, at one or more times defer interest payments on the subordinated 
debentures for up to 20 consecutive quarters, but not beyond March 17, 2035.  At the end of any deferral 
period, all accumulated and unpaid distributions will be paid. The subordinated debentures must be 
redeemed on March 17, 2035; however, the Company has the option to redeem them on a quarterly basis 
beginning on March 17, 2010. The redemption price is at par plus any accrued and unpaid distribution to 
the date of redemption.  The subordinated debentures are unsecured and rank junior in priority of payment 
to all of the Company’s indebtedness and senior to the Company’s capital stock.  The balance at December 
31, 2015 and 2014 was $4,124. 
 
The subordinated debentures are included in the balance sheet as liabilities; however, for regulatory 
purposes they are allowed in the calculation of Tier 1 and Tier 2 capital up to certain limits.  In accordance 
with FASB Topic ASC 810-10, the trusts are not consolidated with the Company.  
 
In March 2013, the Company issued subordinated notes with an aggregate principal balance of $6,100 to 
certain related party accredited investors pursuant to a private placement memorandum.  The notes are 
unsecured and bear interest at a fixed rate of 7.5% with interest payments due semi-annually, in arrears, in 
June and December. The principal balance and any accrued and unpaid interest is due in March 2023 when 
the notes mature.  Beginning in March 2015, the Company may redeem the notes, in whole or in part, at a 
redemption price equal to 100% of the outstanding principal amount plus accrued and unpaid interest, 
provided, however, that any such redemption will require the prior approval of the Federal Reserve.     
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Note 11.   Stock Based Compensation 
 
The Company maintains an Equity Incentive Plan (the Plan) under which the Company may grant non-
qualified stock options, stock appreciation rights, stock awards and cash incentive awards to its employees, 
directors or service providers.  Under the 2008 Equity Incentive Plan, a total of 200,000 shares of the 
Company’s common stock were reserved for issuance under the plan.  The exercise price of an option or 
stock appreciation right may not be less than the fair market value of the Company’s common stock on the 
date of grant.   
 
The Company has issued three different types of awards under the plan, including:  restricted stock, 
restricted stock units that settle with stock, and restricted stock units that settle in cash.  The following table 
summarizes activity in the shares of the Company’s common stock reserved for future issuance:   
 

2015 2014

Shares reserved, beginning of year 100,391 117,171 
  Stock awards issued (26,972)  (17,233)  
  Stock awards forfeited 2,400     453        

Shares reserved, end of year 75,819   100,391 
 

As of December 31, 2015, there was $262 of total unrecognized compensation costs related to nonvested 
awards granted under the Plan.  The cost is expected to be recognized over a weighted-average period of 
1.27 years. 
 
The restricted stock issued under the plan vests over various time periods ranging from one to five years 
from the date of grant.   The value of the restricted stock on the date of grant is amortized to expense over 
the vesting period.  The following table summarizes restricted stock activity:   
 

2015 2014
Weighted Weighted
Average Average

 Shares Price  Shares Price

Restricted shares, beginning of year 30,795   10.29  $ 34,464   7.53  $   
  Restricted stock shares issued 4,358     15.65     12,703   13.00     
  Restricted stock shares fully vested and distributed (5,230)    8.36       (16,372)  6.58       
  Restricted stock shares forfeited (2,400)    8.50       -        -        

Restricted shares, end of year 27,523   11.66  $ 30,795   10.29  $ 

 
Compensation expense recognized on restricted stock grants was $122 and $126 for the years ended 
December 31, 2015 and 2014 respectively. 
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Note 11.   Stock Based Compensation (Continued) 
 
Restricted stock units that settle in stock have been issued to directors as part of their annual retainer.  These 
units vest on the earlier of one year from date of issuance or the next annual shareholders meeting.  In 2015, 
certain restricted stock units issued to the chief executive officer that were originally issued as cash settle 
units were amended to settle in stock.  These units vest over various time periods ranging from one to three 
years.  Each of the stock settle restricted units entitles the holder to one share of the Company’s common 
stock.  The awards to directors are payable upon termination of service with the Company and the awards 
payable to the chief executive officer are payable on the vesting dates.  The following table summarizes 
activity related to restricted stock units that settle in stock. 
 

2015 2014
Weighted Weighted
Average Average

 Shares Price  Shares Price
Restricted stock units, beginning of year 20,869   9.49  $   23,089   8.57  $   
  Restricted stock units issued 3,537     15.25     4,530     13.25     
  Restricted stock units converted from cash settle 19,077   16.50     -        -        
  Restricted stock units settled (6,743)    16.50     (6,297)    8.57       
  Restricted stock units forfeited -        -        (453)       13.25     

Restricted stock units, end of year 36,740   12.40  $ 20,869   9.49  $   
Fully vested at end of year 20,869   9.49  $   16,792   8.57  $   

 
The Company recognized $92 and $66 of compensation expense in 2015 and 2014, respectively, related to 
the restricted stock units that settle in stock.  The value of the restricted stock unit awards that were amended 
to settle in stock rather than cash was recorded as an increase to additional paid in capital and a reduction 
to accrued expenses based on the company’s stock value on the date the awards were amended. 
 
Restricted stock units that settle in cash are expensed over the vesting period.  The value of these awards 
are paid in cash on the vesting date.  The value of cash settle awards is expensed over the vesting period 
with the liability to settle the awards continually adjusted based on the Company’s stock price until the 
awards are settled in cash. 
 
The Company issued 6,422 and 12,225 cash settle restricted stock units during 2015 and 2014, 
respectively.   The Company recognized $139 and $176 of compensation expense related to restricted stock 
units that settle in cash for the years ending December 31, 2015 and 2014, respectively. 
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Note 12.   Income Taxes 
 
The provision for income taxes included in the accompanying consolidated financial statements for the 
years ended December 31, consisted of the following: 
 

2015 2014

Current tax provision (benefit):
   Federal 444$        1,091$      
   State 219          473          

663          1,564        
Deferred tax (benefit) provision:
   Federal 529          (1,209)      
   State 79            (199)         
Change in valuation allowance (22)           (22)           

586          (1,430)      

           Total provision for income taxes 1,249$     134$        
 

The net deferred tax assets included in other assets in the consolidated balance sheets includes the following 
amounts of gross deferred tax assets and liabilities as of December 31: 

2015 2014

Gross deferred tax assets 3,349$ 4,309$ 
Gross deferred tax liabilities (2,786)  (3,504)  

563      805      
    Valuation allowance (355)     (377)     
    Net deferred tax asset 208$    428$    

 
The temporary differences that resulted in significant gross deferred tax assets and liabilities above are the 
allowance for loan losses, the repurchase agreement fraud (as discussed in Note 22), the amortization of 
mortgage servicing rights, and unrealized gain/losses on securities available-for-sale. 
 
Taxable income differs from net income principally by income on tax-exempt securities and loans, low 
income housing credits, and increases in cash surrender value of bank-owned life insurance. The Company 
has $4,491 and $4,772 of State net operating loss carryforwards that expire in 2031 for the years ended 
December 31, 2015 and 2014, respectively.  Because of uncertainty in being able to estimate the availability 
of future state taxable income to adequately absorb these loss carryforwards, management has recorded a 
valuation allowance equal to the amount of these deferred tax benefits. 
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Note 13.   Employee Benefit Plans 
 
Retirement Plan:  The Bank has a 401(k) plan whereby eligible employees have the option to participate in 
the plan.  Employees may contribute up to 15 percent of their compensation subject to certain limits based 
on federal tax laws.  The Bank makes matching contributions equal to 100 percent of the first 2 percent of 
an employee’s compensation contributed, and 50 percent of the next 4 percent of an employee’s 
compensation contributed to the 401(k) plan. Additionally, the Bank may make a discretionary profit 
sharing contribution.  Matching contributions vest immediately to the employee.  For the years ended 
December 31, 2015 and 2014, contributions to the 401(k) plan amounted to approximately $311 and $248, 
respectively. 
 
Deferred Compensation: As a result of acquisitions, the Bank assumed deferred compensation agreements 
with certain former executive officers of the acquired banks. Amounts due under these deferred 
compensation agreements, which are fully vested, are accumulated in an account from which benefits are 
being paid or will be paid over a period 15 years beginning when the former executive officers attains the 
age of 65.  In 2011, a new plan became effective for executive officers and directors of the Company that 
allows them to elect to defer compensation.  The amounts due under this plan are accumulated in an account 
from which the executive officers and directors will be paid.  Amounts due under this plan are paid at the 
earlier of six months after separation of service from the company or on dates selected by the participant 
when making the election to defer compensation.  As of December 31, 2015 and 2014, the recorded deferred 
compensation liability totaled $794 and $753, respectively.  Total expense for 2015 and 2014 was $89 and 
$89, respectively. 
 
Note 14.   Related Party Transactions 
 
Certain directors, executive officers and significant shareholders of the Company, and their related interests, 
had loans outstanding in the aggregate amounts of approximately $25,975 and $24,816 at December 31, 
2015 and 2014, respectively.  These loans were made on substantially the same terms, including interest 
rates and collateral, as those prevailing at the same time for comparable transactions with other persons and 
did not involve more than normal risks of being collectible. 
 
Deposit accounts from these related parties totaled $33,703 and $32,963 at December 31, 2015 and 2014, 
respectively. 
 
Note 15.   Commitments and Contingencies 
 
Legal Contingencies: In the normal course of business, the Company is involved in various legal 
proceedings.  In the opinion of management, any liability resulting from such proceedings would not have 
a material adverse effect on the consolidated financial statements. 
 
Credit-Related Financial Instruments:  The Bank is party to financial instruments with off-balance-sheet 
risk in the normal course of business.  These off-balance sheet financial instruments consist of commitments 
to extend credit and letters of credit issued to meet customer-financing needs.  Loan commitments are 
recorded when they are funded.  They involve, to varying degrees, elements of credit risk in excess of 
amounts recognized on the consolidated balance sheets.   
 
The Company’s exposure to credit loss in the event of nonperformance by the other party to the financial 
instrument for commitments to extend credit and standby letters of credit is represented by the contractual  
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Note 15.   Commitments and Contingencies (Continued) 
 
notional amount of those instruments.  The Company uses the same credit policies in making commitments 
and issuing letters of credit as they do for on-balance-sheet instruments. 
 
Off-balance-sheet financial instruments, whose contracts represented credit and/or interest rate risk at 
December 31, are as follows:  

2015 2014

Unfunded commitments under lines of credit 94,973  $       78,590  $       
Standby letters of credit 2,231            3,312            
Commitments to extend credit:
    Commercial 23,112           17,195           
    Residential 5,203            7,195            

 
Unfunded commitments under commercial lines of credit, revolving credit lines, and overdraft protection 
agreements are commitments for possible future extensions of credit to existing customers.   
 
Commitments to extend credit are agreements 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 payment of a fee.  Since many of the commitments are expected to 
expire without being drawn upon, the total commitment amounts do not necessarily represent future cash 
requirements.   
 
Standby letters of credit are conditional commitments issued by the Bank to guarantee the performance of 
a customer to a third-party.  Those guarantees are primarily issued to support public and private borrowing 
arrangements and, generally, have terms of one year or less.  The credit risk involved in issuing letters of 
credit is essentially the same as that involved in extending loan facilities to customers.   
 
The Bank evaluates each customer’s credit worthiness on a case-by-case basis.  The amount of collateral 
obtained, if 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 accounts receivable, inventory, 
property and equipment, and income-producing commercial properties.  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 shown in the summary above.  If the commitment is funded, 
the Bank would be entitled to seek recovery from the customer.  At December 31, 2015 and 2014, no 
amounts have been recorded as liabilities for the Bank’s potential obligations under these guarantees.   
 
Lease Commitments: The Bank leases three office locations under non-cancelable operating leases.  One 
lease expires in April 2018 and is subject to an annual 3% inflationary adjustment.  One lease renewed June 
2015 which extended the lease to June 2018.  The third lease expires in May 2017 with the Bank having 
the option to purchase.  Under each of these leases the Bank is responsible for property taxes, utilities and 
maintenance.          
 
The Bank also leases certain office equipment under short-term agreements which are not deemed 
significant. 
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Note 15.   Commitments and Contingencies (Continued) 
 
At December 31, 2015, the future minimum lease payments under the Bank’s contractual operating leases 
(in thousands) are as follows for the years ending December 31: 

 

2016 138$        
2017 141          
2018 56            

335$        
 

 
Total rent expense for the years ended December 31, 2015 and 2014 amounted to $202 and $186, 
respectively. 
 
Note 16.   Regulatory Capital Requirements and Restrictions on Payment of Dividends 
 
The Company (on a consolidated basis) and Bank are subject to various regulatory capital requirements 
administered by the federal banking agencies.  Failure to meet minimum capital requirements can initiate 
certain mandatory and possibly additional discretionary, actions by regulators that, if undertaken, could 
have a direct material effect on the Company’s consolidated financial statements.  Under capital adequacy 
guidelines and the regulatory framework for prompt corrective action, the Company and Bank must meet 
specific capital guidelines that involve quantitative measures of their assets, liabilities, and certain off-
balance-sheet items as calculated under regulatory accounting practices.  The capital amounts and 
classification are also subject to qualitative judgments by the regulators about components, risk-weightings, 
and other factors.  Prompt corrective action provisions are not applicable to bank holding companies. 
 
Beginning in 2015, banks transitioned to the new federal banking agencies revisions to the capital rules 
which incorporated certain changes to the Basel capital framework, including Basel III and other elements.  
These regulations are reflected in the 2015 ratios below and include several provisions such as the 
implementation of a common equity tier ratio, modifications to risk weightings of certain assets, and a 
phase in of a capital conservation buffer and threshold deductions of certain instruments included in capital.   
 
Quantitative measures established by regulation to ensure capital adequacy require the Company and the 
Bank to maintain minimum amounts and ratios (set forth in the table on the following page) of total and 
Tier 1 capital (as defined in the regulations) to risk-weighted assets (as defined), and Tier 1 capital (as 
defined) to average assets (as defined).  Management believes, as of December 31, 2015 and 2014, that the 
Company and the Bank met all capital adequacy requirements to which they are subject. 
 
As of December 31, 2015, the most recent notification of the regulatory agencies categorized the Bank as 
well-capitalized under the regulatory framework for prompt corrective action.  To be categorized as well-
capitalized, an institution must maintain minimum total risk-based, common equity Tier 1 risk based, Tier 
1 risk-based, and Tier 1 leverage ratios as set forth in the following tables.  There are no conditions or 
events since these notifications that management believes have changed the Bank's category. 
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Note 16.   Regulatory Capital Requirements and Restrictions on Payment of Dividends (Continued) 
 
The actual capital amounts and ratios for the Company and the Bank are presented in the following table 
as of December 31: 

Amount Ratio Amount Ratio Amount Ratio

As of December 31, 2015:
  Total capital
    to risk-weighted assets:
      Company 54,632  $  11.4%    38,220  $  8.0%    NA NA
      Bank 60,600     12.7       38,184     8.0       47,730  $  10.0%    
  Tier 1 capital 
    to risk-weighted assets:
      Company 43,742     9.2       28,665     6.0       NA NA
      Bank 55,810     11.7       28,638     6.0       38,184     8.0       
  Common equity tier 1 capital 
    to risk-weighted assets:
      Company 38,742     8.1       21,498     4.5       NA NA
      Bank 55,810     11.7       21,478     4.5       31,024     6.5       
  Tier 1 capital 
    to average assets:
      Company 43,742     7.2       24,336     4.0       NA NA
      Bank 55,810     9.2       24,319     4.0       30,399     5.0       

As of December 31, 2014:
  Total capital
    to risk-weighted assets:
      Company 50,719  $  11.9%    34,004  $  8.0%    NA NA
      Bank 58,076     13.7       33,976     8.0       42,470  $  10.0%    
  Tier 1 capital 
    to risk-weighted assets:
      Company 40,223     9.5       17,002     4.0       NA NA
      Bank 53,680     12.6       16,988     4.0       25,482     6.0       
  Tier 1 capital 
    to average assets:
      Company 40,223     7.0       22,926     4.0       NA NA
      Bank 53,680     9.4       22,905     4.0       28,631     5.0       

Actual Requirement Action Provisions

(Amounts in thousands)

Minimum To Be Well
Minimum Capitalized Under
Capital Prompt Corrective

A source of income and funds of the Company are dividends from the Bank.  Current banking law limits 
the amount of dividends banks can pay.  Regardless of formal regulatory restrictions, the Bank may not pay 
dividends which would result in its capital levels being reduced below the minimum requirements shown 
above.  
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Note 17.   Fair Value of Financial Instruments 
 
The fair value of a financial instrument is the current amount that would be exchanged between willing 
parties, other than in a forced liquidation.  Fair value is best-determined based upon quoted market prices.  
However, in many instances, there are no quoted market prices for the Company’s various financial 
instruments.  In cases where quoted market prices are not available, fair values are based on estimates using 
present value or other valuation techniques.  Those techniques are significantly affected by assumptions 
used, including the discount rate and estimates of future cash flows.  Accordingly, the fair value estimates 
may not be realized in an immediate settlement of the instrument.  Certain financial instruments and all 
nonfinancial instruments are excluded from disclosure requirements.  Accordingly, the aggregate fair value 
amounts presented may not necessarily represent the underlying fair value of the Company.  
 
The following methods and assumptions were used by the Company in estimating fair value disclosures for 
financial instruments: 
 
Cash and Cash Equivalents:  The carrying amounts of cash and due from banks approximate their fair 
values. 
 
Securities Available-for-Sale:  Fair values of securities available-for-sale are based on quoted market prices. 
If a quoted market price is not available, fair value is estimated using quoted market prices for similar 
securities. 
 
Federal Home Loan Bank Stock: The carrying amount approximates fair value.  
 
Loans:  For variable-rate loans that re-price frequently and with no significant change in credit risk, fair 
values are based on carrying values.  Fair values for all other loans are estimated by discounting contractual 
cash flows using estimated market discount rates which reflect the credit and interest rate risk inherent in 
the loan.  Fair values for impaired loans are estimated using discounted cash flow analyses or underlying 
collateral values, where applicable.   
 
Loans Held for Sale:  Fair value of loans held for sale is determined by reference to current loan pricing 
being quoted by third party investors.   
 
Mortgage Servicing Rights:  Fair value is based on market prices for comparable mortgage servicing 
contracts, when available, or alternatively, is based on a valuation model that calculates the present value 
of net servicing income.  This calculation considers estimates of future serving income, the cost to service, 
custodial earnings rate, prepayment speeds and default rates. 
 
Accrued Interest Receivable and Payable:  The carrying amounts of accrued interest receivable and payable 
approximate their fair values. 
 
Deposits:  The fair values disclosed for non-maturing deposits (interest and non-interest checking, passbook 
savings, and certain types of money market accounts) are, by definition, equal to the amount payable on 
demand at the reporting date (carrying amounts).  Fair values for fixed-rate certificates of deposit are 
estimated using a discounted cash flow calculation that applies interest rates currently being offered on 
certificates of similar remaining maturities. 
 
FHLB Advances:  The carrying amounts of short-term borrowings approximates fair value.   
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Note 17.   Fair Value of Financial Instruments (Continued) 
 
Senior Secured Term Loan:  The fair value is estimated using discounted cash flow analysis based on 
current interest rates being offered on instruments with similar terms and credit quality.  
 
Subordinated Debentures and Notes:  The fair values are estimated at the cost to redeem them.   
 
Other Derivative Assets and Liabilities:  Derivatives instruments such as interest rate lock commitments 
and forward contracts are valued by means of pricing models based on readily observable market 
parameters such as interest rate yield curves and option pricing volatilities. 
 
Off-Balance-Sheet Instruments:  The estimated fair value of fee income on letters of credit at December 31, 
2015 and 2014 is not material.  Loan commitments on which the committed interest rate is less than the 
current market rate are also not material at December 31, 2015 and 2014. 
 
The estimated fair values of the Company’s financial instruments at December 31 are as follows: 
 

Carrying Estimated Carrying Estimated
Amount Fair Value Amount Fair Value

Financial Assets:
  Cash and cash equivalents 27,752  $    27,752  $   21,591  $   21,591  $   
  Securities available-for-sale 139,533      139,533     129,184     129,184     
  Loans held for sale, net 3,014          3,031         1,537         1,541         
  Loans, net 395,187      398,462     391,448     395,782     
  Federal Home Loan Bank Stock 2,266          2,266         2,266         2,266         
  Accrued interest receivable 1,607          1,607         1,694         1,694         
  Mortgage servicing rights 2,395          4,220         2,640         4,129         
  Derivative assets 5                5               5               5               

Financial Liabilities:
  Non-interest bearing deposits 102,943  $  102,943  $  99,068  $   99,068  $   
  Interest bearing deposits 420,114      419,882     416,719     417,024     
  FHLB advances 11,250        11,250       -            -            
  Senior secured term note 8,500          8,500         9,000         9,000         
  Subordinated debentures and notes 11,255        11,255       11,255       11,255       
  Accrued interest payable 187             187            253            253            
  Other derivative liabilities 2                2               9               9               

2015 2014
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Note 18.   Fair Value Measurements  
 
Fair value is defined as the exchange price that would be received for an asset or paid to transfer a liability 
(an exit price) in the principal or most advantageous market for the asset or liability in an orderly transaction 
between market participants on the measurement date.  A fair value hierarchy established according to 
accounting standards requires an entity to maximize the use of observable inputs and minimize the use of 
unobservable inputs when measuring the fair value.  The standard describes three levels of inputs that may 
be used to measure fair value: 
 

• Level 1 – Quoted prices for identical assets or liabilities in active markets that the Company has 
the ability to access as of the measurement date.   

• Level 2 – Significant other observable inputs other than Level 1 prices, such as quoted prices for 
similar assets or liabilities; quoted prices in markets that are not active: or other inputs that are 
observable or can be corroborated by observable market data for substantially the full term of the 
assets or liabilities.   

• Level 3 – Significant unobservable inputs that reflect the Company’s own assumptions about the 
assumptions that market participants would use in pricing an asset or liability.   

 
Impaired Loans:  The Company does not record loans at fair value on a recurring basis. However, from 
time to time, fair value adjustments are recorded on these loans to reflect (1) partial write-downs, through 
charge-offs or specific reserve allowances, that are based on the current appraised or market-quoted value 
of the underlying collateral or (2) based on the present value of expected future cash flows discounted at 
the applicable effective interest rate. In some cases, the properties for which market quotes or appraised 
values have been obtained are located in areas where comparable sales data is limited, outdated, or 
unavailable. Fair value estimates for collateral-dependent impaired loans are obtained from real estate 
brokers or other third-party consultants.  Adjustments are routinely made in the appraisal process by 
independent appraisers to adjust for differences between the comparable sales and income data available.  
Such adjustments are usually significant and typically results in a Level 3 classification.  Non-real estate 
collateral may be valued using an appraisal, net book value of the borrower’s financial statements or aging 
reports, adjusted or discounted based on management’s expertise and knowledge of the borrower and 
comparisons to sales of comparable assets, but include significant unobservable data and are therefore 
considered Level 3 measurements.   
 
Foreclosed Assets:  Real estate acquired through or in lieu of loan foreclosure are not measured at fair value 
on a recurring basis.  However, other real estate is initially measured at fair value (less estimated costs to 
sell) when it is acquired and may also be measured at fair value (less estimated costs to sell) if it becomes 
subsequently impaired.  The fair value measurement for each property may be obtained from an 
independent appraiser or prepared internally.  Fair value measurements obtained from independent 
appraisers generally utilize a market approach based on sales of comparable assets and/or an income 
approach.  Such measurements are usually considered Level 2 measurements.  Management routinely 
evaluates fair value measurements of independent appraisers by comparing actual selling prices to the most 
recent appraisals.  If management determines significant adjustments should be made to the independent 
appraisals based on these evaluations, these measurements are considered Level 3 measurements.   
 
Fair value measurements prepared internally are based on management’s comparisons to sales of 
comparable assets, but include significant unobservable data and therefore are considered Level 3 
measurements.  The numerical range of unobservable inputs for these valuation assumptions is not 
meaningful to this presentation.  
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Note 18.   Fair Value Measurements (Continued) 
 
The following table summarizes the Company’s approximate fair-value hierarchy for assets and liabilities 
measured on a recurring basis as of December 31: 

 
Total (Level 1) (Level 2) (Level 3)

2015
Securities available-for-sale
   Collateralized 
     mortgage obligations 62,982  $   -$               62,982  $    -$             
   U.S. government-sponsored
     entities and agencies 2,225         -                2,225          -               
   States and political subdivisions 45,166       -                45,166        -               
   Mortgage-backed securities-residential 24,325       -                24,325        -               
   Asset-backed securities 2,760         -                2,760          -               
   Marketable equity securities 2,075         -                -             2,075            
     Total securities available-for-sale 139,533     -                137,458      2,075            
Derivative assets 5               -                5                -               
     Total assets 139,538  $  -$               137,463  $   2,075  $        

FHLB advances -            -                -             -               
Subordinated debentures and notes 1,031         -                1,031          -               
Derivative liabilities 2               -                2                -               
     Total liabilities 1,033  $     -$               1,033  $      -$             

 
Total (Level 1) (Level 2) (Level 3)

2014
Securities available-for-sale
   Collateralized 
     mortgage obligations 46,433       -                46,242        191               
   U.S. government-sponsored
     entities and agencies 3,280         -                3,280          -               
   States and political subdivisions 43,066       -                43,066        -               
   Mortgage-backed securities-residential 31,142       -                31,142        -               
   Asset-backed securities 3,279         -                3,279          -               
   Marketable equity securities 1,984         -                -             1,984            
     Total securities available-for-sale 129,184     -                127,009      2,175            
Derivative assets 5               -                5                -               
     Total assets 129,189  $  -$               127,014  $   2,175  $        

FHLB advances -            -                -             -               
Subordinated debentures and notes 1,031         -                1,031          -               
Derivative liabilities 9               -                9                -               
     Total liabilities 1,040  $     -$               1,040  $      -$             

Fair Value Measurements at
Reporting Date Using

Fair Value Measurements at
Reporting Date Using
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Note 18.   Fair Value Measurements (Continued) 

Total (Level 1) (Level 2) (Level 3)
2015

Impaired Loans 6,100  $     -$               -$            6,100  $        
Foreclosed assets 1,677         -                -             1,677            

2014

Impaired Loans 7,058  $     -$               -$            7,058  $        
Foreclosed assets 886            -                -             886               

Reporting Date Using

 
The following table presents a reconciliation of assets measured at fair value on a recurring basis using 
significant unobservable inputs (Level 3) during 2015 and 2014: 
 

2015 2014

Balance at January 1 2,175  $   10,272  $  
  Purchased assets -           2,000        
  Transfers out of Level 3 -           (4,163)       
   Total realized and unrealized gains and (losses):
     Included in earnings 401          (265)          
     Included in other comprehensive income (115)         -           
  Settlements (386)         (5,669)       
Balance at December 31 2,075  $   2,175  $    

 
Securities transferred out of Level 3 valuation methods were private label collateralized mortgage 
obligations.  Fair value on these securities were previously calculated using Level 3 valuation techniques 
because there was not an active market for these or similar securities due to the housing crisis that began in 
2008.  In 2014, market activity for similar securities had increased to the level that prices could be derived 
from an independent security pricing service using inputs from observable market data. The change in the 
reported fair values by using Level 2 valuation methods rather than Level 3 valuation methods was 
insignificant. 
 
The impact of instrument specific credit risk on FHLB advances and subordinated debentures and notes 
was not material for the years ended December 31, 2015 and 2014. 
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Note 19.   Shareholders Rights Plan   
 
The Company’s board of directors have approved and adopted a Shareholders’ Rights Plan (“SRP”).  An 
SRP is a mechanism used by many companies to better position their shareholders to realize the long-term 
value of their investment.  In addition, SRPs better equip boards of directors to deal appropriately with 
parties whose interests in the Company may be different than those of the majority of current shareholders.  
An SRP achieves these purposes by making it financially unattractive for a person to acquire a large stake 
in a company or make a tender offer for its stock without first convincing its board of directors that such 
action is in the best interests of the company and its shareholders.  The Company’s SRP provides, in general, 
that if a person acquires a 25% or larger stake in the Company or makes a tender offer without the approval 
of the board of directors, all other shareholders will then become entitled to buy an additional amount of 
common stock for half market price. 
 
Note 20.   Preferred Stock  
 
On March 13, 2009, the Company sold 10,000 shares of newly authorized Fixed Rate Cumulative Perpetual 
Preferred Stock, Series B, par value $0.01 per share and liquidation value $1,000 per share and also issued 
warrants to the U.S. Treasury to acquire an additional 500 shares of Fixed Rate Cumulative Perpetual Preferred 
Stock, series C, par value $0.01 and liquidation value of $1,000 per share for an aggregate purchase price of 
$10,000,000 in cash.  Immediately at closing, the holders exercised the warrants and the Company issued 500 
shares of the Series C Preferred Stock.   
 
The Series B Preferred Stock Qualifies as Tier 1 capital and pays cumulative dividends at a rate of 5% per 
annum for the first five years, and 9% per annum thereafter.  The Series B Preferred Stock became redeemable 
by the Company after three years.  The Series C Preferred Stock qualifies as Tier 1 capital and pays cumulative 
dividends at a rate of 9% per annum.  The Series C Preferred Stock also became redeemable by the Company 
after three years.  Prior to the end of three years, the Series B Preferred Stock and Series C Preferred Stock 
were redeemable by the Company only with proceeds from the sale of qualifying equity securities of the 
Company (a “Qualified Equity Offering”).  Neither the Series B nor the Series C Preferred Stock is subject to 
any contractual restrictions on transfer, except that the holders or any of its transferees may not affect any 
transfer that, as a result of such transfer, would require the Company to become subject to the periodic reporting 
requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934. 
 
Pursuant to the terms of the Preferred Stock agreements, the ability of the Company to declare or pay dividends 
or distributions on, or purchase, redeem or otherwise acquire for consideration, shares of its Common Stock 
will be subject to restrictions.  The redemption, purchase or other acquisition of trust preferred securities of the 
Company or its affiliates also will be restricted.  These restrictions terminated on the third anniversary of the 
date of issuance of the Preferred Stock.   
 
On April 24, 2014, the Company redeemed all Series B and Series C preferred stock. 
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Note 21.   Interest Rate Risk Management-Derivative Instruments Not Designated As Hedging 
Instruments 
 
Derivative Loan Commitments: Mortgage loan commitments are referred to as derivative loan 
commitments if the loan that will result from exercise of the commitment will be held for sale upon funding.  
The Bank enters into commitments to fund residential mortgage loans at specified times in the future, with 
the intention that these loans will subsequently be sold in the secondary market.  A mortgage loan 
commitment binds the Bank to lend funds to a potential borrower at a specified interest rate and within a 
specified period of time upon meeting any specified conditions, generally up to 60 days after inception of 
the rate lock.   
 
Outstanding derivative loan commitments expose the Bank to the risk that the price of the loans arising 
from exercise of the loan commitment might decline from inception of the rate lock to funding of the loan 
due to increases in mortgage interest rates.  If interest rates increase, the value of these loan commitments 
decreases.  Conversely, if interest rates decrease, the value of these loan commitments increases.  The 
notional amount of designated mortgage loan commitments was $4,799 and $5,030 at December 31, 2015 
and 2014, respectively.  The fair value of such commitments was a net asset of $4 at December 31, 2015 
and net asset of $3 at December 31, 2014. 
 
Forward Loan Sale Commitments:  To protect against the price risk inherent in derivative loan 
commitments, the Bank utilizes primarily “mandatory delivery” forward loan sale commitments to mitigate 
the risk of potential decreases in the values of loans that would result from the exercise of the derivative 
loan commitments. 
 
With a “mandatory delivery” contract, the Bank commits to deliver a certain principal amount of mortgage 
loans to an investor at a specified price on or before a specified date.  If the Bank fails to deliver the amount 
of mortgages necessary to fulfill the commitment by the specified date, it is obligated to pay a “pair-off” 
fee, based on then-current market prices, to the investor to compensate the investor for the shortfall. 
 
The Bank expects these forward loan sale commitments will experience changes in fair value opposite to 
the change in fair value of derivative loan commitments.  The notional amount of undesignated forward 
loan sale commitments was $1,743 and $6,605 at December 31, 2015 and 2014, respectively.  The fair 
value of such commitments was a net asset of $1 at December 31, 2015 and net liability of $7 at December 
31, 2014. 
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Note 22.  Repurchase Agreement Valuation 
 
From time to time, the Company enters into repurchase agreements with third-parties, whereby the 
Company advances funds to a third-party, who pledged collateral against the advances and agrees to 
repurchase such assets at a later date. 
 
During 2014, the Company entered into a repurchase agreement, which was backed by the guaranteed 
portion of certain United States Department of Agriculture (USDA) loans, through a third-party (Third-
Party).  The Company has a long history with the Third-Party and has participated in similar arrangements 
since 2002.  In the fourth quarter of 2014, the Third-Party reported that the USDA approved lender with 
whom the Third-Party, on behalf of its client, had entered into an agreement to purchase USDA guaranteed 
loans, committed fraud; the underlying loans and the USDA guarantees securing the repurchase agreements 
and the USDA assignment guarantee agreements were fraudulent.  Prior to this discovery, the Company’s 
interest in the repurchase agreement totaled approximately $5,675. 
 
In an effort to recoup losses, the Third-Party pursued various collection efforts that resulted in court 
approved agreements identifying and seizing assets (the Substitute Collateral) that are to be liquidated by a 
receiver or the Third-Party for the benefit of the Company and other investors.  The Company has reviewed 
all of the Substitute Collateral, which consists of cash and cash equivalents, commercial real estate, and 
other assets, and recorded a $2,611 valuation allowance against the initial cost of the repurchase agreement 
as of December 31, 2014.  During 2015, the Company charged off the valuation allowance and recorded an 
additional charge of $431.  The net carrying value of the recovery assets, which is included in other assets 
in the consolidated balance sheets, totaled $2,351 and $3,064 as of December 31, 2015, and 2014, 
respectively. 
 
The value of the Company’s interest in the repurchase agreement is subject to significant uncertainties with 
respect to the collection and liquidation of the Substitute Collateral.  The Company is closely monitoring 
and supporting the collection efforts by the Third-Party.  No assurance can be given to the ultimate value 
of the Company’s interest in the repurchase agreement; however, the Company will continue to vigorously 
pursue all possible avenues to fully collect the initial recorded amount of the asset.   
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