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Cautionary Note Regarding Forward-Looking Statements

For purposes of this Quarterly Report, the terms the “Company,” “we,” “us” and “our” refer to BankGuam Holding
Company and its subsidiaries. This Quarterly Report on Form 10-Q contains statements that are not historical in
nature, are predictive in nature, or that depend upon or refer to future events or conditions or contain forward-looking
statements within the meaning of Section 21E of the Securities Exchange Act of 1934, as amended, and the Private
Securities Litigation Reform Act of 1995. These include, among other things, statements regarding:

 • Competition for loans and deposits and failure to attract or retain deposits and loans;

 • Local, regional, national and global economic conditions and events, and the impact they may have on us
and our customers, and our assessment of that impact on our estimates, including the allowance for loan
losses and fair value measurements;

 • Risks associated with concentrations in real estate related loans;

 • Changes in the level of nonperforming assets and charge-offs and other credit quality measures, and their
impact on the adequacy of our allowance for loan losses and our provision for loan losses;

 • The effects of and changes in trade, monetary and fiscal policies and laws, including the interest rate
policies of the Federal Open Market Committee of the Federal Reserve Board;

 • Stability of funding sources and continued availability of borrowings;

 • The effect of changes in laws and regulations with which the Company and Bank of Guam must comply,
including any change in Federal Deposit Insurance Corporation insurance premiums;

 • Our ability to raise capital or incur debt on reasonable terms;

 • Regulatory limits on Bank of Guam’s ability to pay dividends to the Company;

 • The effect of changes in accounting policies and practices, as may be adopted by the regulatory agencies,
as well as the Public Company Accounting Oversight Board, the Financial Accounting Standards Board
and other accounting standard setters;

 • Changes in the deferred tax asset valuation allowance in future quarters;

 • The costs and effects of legal and regulatory developments, including resolution of legal proceedings or
regulatory or other governmental inquiries, and the results of regulatory examinations or reviews;

 • The ability to increase market share and control expenses; and,

 • Our success in managing the risks involved in the foregoing items, as well as other statements regarding
our future operations, financial condition and prospects, and business strategies.

We are not able to predict all of the factors that may affect future results. Forward-looking statements may be
preceded by, followed by or include the words “expects,” “anticipates,” “intends,” “plans,” “believes,” “seeks,”
“estimates,” “will,” “is designed to” and similar expressions. We claim the protection of the safe harbor for forward-
looking statements contained in the Private Securities Litigation Reform Act of 1995 for all forward-looking
statements. We have based these forward-looking statements on our current expectations and projections about future
events. These forward-looking statements are subject to risks, uncertainties and assumptions about our business that
could affect our future results and could cause those results or other outcomes to differ materially from those
expressed or implied in the forward-looking statements. Factors that might cause or contribute to such differences
include, but are not limited to, those discussed in “Risk Factors” included in filings we make from time to time with
the U.S. Securities and Exchange Commission (SEC), including our Annual Report on Form 10-K for our fiscal year
ended December 31, 2018, and our Quarterly Reports on Form 10-Q filed by us in fiscal 2019. We have no obligation
to publicly update or revise any forward-looking statements, whether as a result of new information, future events or
risks, except to the extent required by applicable securities laws. If we do update one or more forward-looking
statements, no inference should be drawn that we will make additional updates with respect to those or other forward-
looking statements. New information, future events or risks could cause the forward-looking statements we discuss in
this Quarterly Report not to occur. You should not place undue reliance on these forward-looking statements, which
reflect our opinions only as of the date of this Quarterly Report.
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PART I. FINANCIAL INFORMATION
Item 1. Condensed Consolidated Financial Statements (Unaudited)
 

BankGuam Holding Company
Unaudited Condensed Consolidated Statements of Financial Condition

(in Thousands, Except Par Value)
 

  
September 30,

2019   December 31,
2018  

ASSETS         
Cash and due from banks  $ 29,312  $ 33,279 
Interest bearing deposits in banks   160,097   121,816 

Total cash and cash equivalents   189,409   155,095 
Restricted cash   400   400 
Investment in unconsolidated subsidiary   7,393   3,291 
Investment securities available-for-sale, at fair value   353,959   381,042 
Investment securities held-to-maturity, at amortized cost
   (Fair Value $56,875 at 9/30/19 and $67,477 at 12/31/18)   56,678   68,088 
Federal Home Loan Bank stock, at cost   2,267   2,356 
Loans, net of allowance for loan losses
   ($27,852 at 9/30/19 and $23,774 at 12/31/18)   1,238,465   1,212,141 
Accrued interest receivable   6,373   6,221 
Premises and equipment, net   20,195   18,471 
Other assets   76,592   44,597 

Total assets  $ 1,951,731  $ 1,891,702 

         
LIABILITIES AND STOCKHOLDERS’ EQUITY         

Liabilities:         
Deposits:         

Non-interest bearing  $ 546,095  $ 538,168 
Interest bearing   1,183,573   1,190,655 

Total deposits   1,729,668   1,728,823 
Accrued interest payable   118   137 
Subordinated debt, net   14,744   - 
Other liabilities   46,080   14,447 

Total liabilities   1,790,610   1,743,407 
Commitments and contingencies (Note 6)         
         
Stockholders’ equity:         
Common stock $0.2083 par value; 48,000 shares authorized; 9,698 and
9,679
   shares issued and 9,666 and 9,646 shares outstanding at 9/30/19 and
   12/31/18, respectively

 

 2,022   2,017 
Preferred stock $100 par value; 300 shares authorized; 9.8 shares issued
   and outstanding   980   980 
Additional paid-in capital, Common stock   24,415   24,214 
Additional paid-in capital, Preferred stock   8,803   8,803 
Retained earnings   126,839   117,339 
Accumulated other comprehensive loss   (1,648)   (4,768)



Accumulated other comprehensive loss   (1,648)   (4,768)
Common stock in treasury, at cost (32 shares)   (290)   (290)

Total stockholders’ equity   161,121   148,295 
Total liabilities and stockholders’ equity  $ 1,951,731  $ 1,891,702

 
The accompanying notes are an integral part of the condensed consolidated financial statements.
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BankGuam Holding Company
Unaudited Condensed Consolidated Statements of Income

(Dollar and Share Amounts in Thousands, Except Per Share Amounts)
 

  Three Months Ended
September 30,   

Nine Months Ended
September 30,  

  2019   2018   2019   2018  
Interest income:                 

Loans  $ 20,162  $ 19,950  $ 61,175  $ 59,208 
Investment securities   2,551   2,270   7,581   7,255 
Deposits with banks   567   354   1,695   726 

Total interest income   23,280   22,574   70,451   67,189 
Interest expense:                 

Savings deposits   480   487   1,430   1,507 
Time deposits   26   29   81   88 
Other borrowed funds   244   -   254   10 

Total interest expense   750   516   1,765   1,605 
Net interest income   22,530   22,058   68,686   65,584 

Provision for loan losses   1,919   3,134   7,869   7,972 
Net interest income, after provision for loan losses   20,611   18,924   60,817   57,612 
                 
Non-interest income:                 

Service charges and fees   1,744   1,567   4,986   5,005 
Gain (loss) on sale of investment securities   347   (181)   347   (593)
Income from merchant services, net   606   611   1,812   1,788 
Cardholders income, net   433   68   473   247 
Trustee fees   715   787   1,957   1,866 
Other income   1,026   897   2,769   2,695 

Total non-interest income   4,871   3,749   12,344   11,008 
Non-interest expense:                 

Salaries and employee benefits   9,315   8,977   27,251   27,033 
Occupancy   2,294   1,825   6,292   5,435 
Equipment and depreciation   3,006   2,628   8,562   7,485 
Insurance   478   442   1,407   1,296 
Telecommunications   341   491   1,038   1,471 
FDIC assessment   -   348   706   1,056 
Professional services   488   709   1,860   2,237 
Contract services   523   432   1,515   1,266 
Other real estate owned   63   196   1,235   238 
Stationery and supplies   168   243   581   622 
Training and education   268   276   799   816 
General, administrative and other   2,124   2,133   6,361   6,268 

Total non-interest expense   19,068   18,700   57,607   55,223 
Income before income taxes   6,414   3,973   15,554   13,397 
Income tax expense   1,367   699   3,245   2,597 



Income tax expense   1,367   699   3,245   2,597 
Net income   5,047   3,274   12,309   10,800 
Preferred stock dividend   (138)   (138)   (409)   (409)
Net income attributable to common stockholders  $ 4,909  $ 3,136  $ 11,900  $ 10,391 
                 
Earnings per common share:                 

Basic  $ 0.51  $ 0.33  $ 1.23  $ 1.08 
Diluted  $ 0.51  $ 0.33  $ 1.23  $ 1.08 
Dividends declared per common share  $ 0.10  $ 0.10  $ 0.30  $ 0.30 
Basic weighted average common shares   9,660   9,635   9,654   9,605 
Diluted weighted average common shares   9,660   9,635   9,654   9,605

 
The accompanying notes are an integral part of the condensed consolidated financial statements.

4

BankGuam Holding Company
Unaudited Condensed Consolidated Statements of Comprehensive Income

(in Thousands)
 

 

  
Three Months Ended

September 30,   Nine Months Ended
September 30,  

  2019   2018   2019   2018  
Net income  $ 5,047  $ 3,274  $ 12,309  $ 10,800 
Other comprehensive income (loss):                 

Unrealized holding gain (loss) on available-for-
sale
   securities arising during the period, net of tax

 
 451   (670)   3,205   (3,349)

Reclassification for (gain) loss realized on
available-for-
   sale securities

 
 (347)   181   (347)   593 

Amortization of post-transfer unrealized holding
loss on
   held-to-maturity securities during the period, net
of tax

 

 87   199   262   474 
Total other comprehensive income (loss)   191   (290)   3,120   (2,282)

Total comprehensive income  $ 5,238  $ 2,984  $ 15,429  $ 8,518
 

The accompanying notes are an integral part of the condensed consolidated financial statements.
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BankGuam Holding Company
Unaudited Condensed Consolidated Statements of Stockholders’ Equity

(Dollar Amounts in Thousands, Except Number of Shares)
 

  

Number
of

Common
Shares   

Common
Stock   

Preferred
Stock   

Additional
Paid-in

Capital -
Common   

Additional
Paid-in

Capital -
Preferred   

Retained
Earnings   

Accumulated
Other

Comprehensive
Income/(loss)   

Treasury
Stock   Total  

Balances, January 1, 2019   9,646,344   $ 2,017   $ 980   $ 24,214   $ 8,803   $ 117,339   $ (4,768)  $ (290)  $ 148,295  
Comprehensive income:                                     

Net income   -    -    -    -    -    2,902    -    -    2,902  
Reclassification related to
adoption of new accounting
standard   -  

 
 -  

 
 -  

 
 -  

 
 -    496  

 
 -  

 
 -    496  

Change in accumulated other
comprehensive income:                                     

Unrealized gain on available-for-
sale securities, net   -    -    -    -    -    -    1,580    -    1,580  



sale securities, net   -    -    -    -    -    -    1,580    -    1,580  
Common stock issued under Employee
Stock
   Purchase Plan & Service Awards   6,881  

 
 2  

 
 -  

 
 71  

 
 -    -  

 
 -  

 
 -    73  

Cash dividends on common stock   -    -    -    -    -    (965)   -    -    (965)
Cash dividends on preferred stock   -    -    -    -    -    (134)   -    -    (134)

Balances, March 31, 2019   9,653,225    2,019    980    24,285    8,803    119,638    (3,188)   (290)   152,247  
Comprehensive income:                                     

Net income   -    -    -    -    -    4,360    -    -    4,360  
Change in accumulated other
comprehensive income:                                     

Unrealized gain on available-for-
sale securities, net   -    -    -    -    -    -    1,349    -    1,349  

Common stock issued under Employee
Stock
   Purchase Plan & Service Awards   6,821  

 
 1  

 
 -  

 
 72  

 
 -    -  

 
 -  

 
 -    73  

Cash dividends on common stock   -    -    -    -    -    (966)   -    -    (966)
Cash dividends on preferred stock   -    -    -    -    -    (137)   -    -    (137)

Balances, June 30, 2019   9,660,046    2,020    980    24,357    8,803    122,895    (1,839)   (290)   156,926  
Comprehensive income:                                     

Net income   -    -    -    -    -    5,047    -    -    5,047  
Change in accumulated other
comprehensive income:                                     

Unrealized gain (loss) on
available-for-
   sale securities, net   -  

 
 -  

 
 -  

 
 -  

 
 -    -  

 
 191  

 
 -    191  

Common stock issued under Employee
Stock
   Purchase Plan & Service Awards   5,485  

 
 2  

 
 -  

 
 58  

 
 -    -  

 
 -  

 
 -    60  

Cash dividends on common stock   -    -    -    -    -    (965)   -    -    (965)
Cash dividends on preferred stock   -    -    -    -    -    (138)   -    -    (138)

Balances, September 30, 2019   9,665,531   $ 2,022   $ 980   $ 24,415   $ 8,803   $ 126,839   $ (1,648)  $ (290)  $ 161,121
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Number
of

Common
Shares   

Common
Stock   

Preferred
Stock   

Additional
Paid-in

Capital -
Common   

Additional
Paid-in

Capital -
Preferred   

Retained
Earnings   

Accumulated
Other

Comprehensive
Income/(loss)   

Treasury
Stock   Total  

Balances, January 1, 2018   9,413,958   $ 1,969   $ 980   $ 21,472   $ 8,803   $ 108,900   $ (3,687)  $ (290)  $ 138,147  
Comprehensive income:                                     

Net income   -    -    -    -    -    3,628    -    -    3,628  
Change in accumulated other
comprehensive income:                                     

Unrealized loss on available-for-
sale securities, net   -    -    -    -    -    -    (1,910)   -    (1,910)

Common stock issued under
Employee Stock
   Purchase Plan & Service Awards   3,274  

 
 1  

 
 -  

 
 34  

 
 -    -  

 
 -  

 
 -    35  

Common stock issued   217,823    45    -    2,598    -    -    -    -    2,643  
Cash dividends on common stock   -    -    -    -    -    (962)   -    -    (962)
Cash dividends on preferred stock   -    -    -    -    -    (135)   -    -    (135)

Balances, March 31,2018   9,635,055    2,015    980    24,104    8,803    111,431    (5,597)   (290)   141,446  
Comprehensive income:                                     

Net income   -    -    -    -    -    3,898    -    -    3,898  
Change in accumulated other
comprehensive income:                                     

Unrealized loss on available-for-
sale securities, net   -    -    -    -    -    -    (82)   -    (82)

Cash dividends on common stock   -    -    -    -    -    (964)   -    -    (964)
Cash dividends on preferred stock   -    -    -    -    -    (136)   -    -    (136)

Balances, June 30, 2018   9,635,055    2,015    980    24,104    8,803    114,229    (5,679)   (290)   144,162  
Comprehensive income:                                     

Net income   -    -    -    -    -    3,274    -    -    3,274  
Change in accumulated other
comprehensive income:                                     

Unrealized gain (loss) on
available-for-
   sale securities, net   -  

 
 -  

 
 -  

 
 -  

 
 -    -  

 
 (290)

 
 -    (290)

Common stock issued under
Employee Stock
   Purchase Plan & Service Awards   5,683  

 
 1  

 
 -  

 
 54  

 
 -    -  

 
 -  

 
 -    55  

Cash dividends on common stock   -    -    -    -    -    (964)   -    -    (964)
Cash dividends on preferred stock   -    -    -    -    -    (138)   -    -    (138)

Balances, September 30, 2018   9,640,738   $ 2,016   $ 980   $ 24,158   $ 8,803   $ 116,401   $ (5,969)  $ (290)  $ 146,099

 
The accompanying notes are an integral part of the condensed consolidated financial statements.
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BankGuam Holding Company
Unaudited Condensed Consolidated Statements of Cash Flows

(in Thousands)
 
  Nine Months Ended September 30,  
  2019   2018  
Cash flows from operating activities:         
Net income  $ 12,309  $ 10,800 

Adjustments to reconcile net income to net cash provided by operating
activities:         
Provision for loan losses   7,869   7,972 
Depreciation   2,884   2,718 
Amortization of debt issuance costs   (256)   - 
Amortization of fees, discounts and premiums   642   1,036 
Gain (loss) on sales of other real estate owned, net   26   (17)
Proceeds from sales of loans held for sale   15,973   9,983 
Origination of loans held for sale   (15,973)   (9,983)
Increase in mortgage servicing rights   49   65 
Gross realized (gains) losses on sale of available-for-sale securities   (347)   593 
Realized gain on sale of premises and equipment   24   -  
Income from equity investment in unconsolidated subsidiary   (428)   (347)
Dividends received from unconsolidated subsidiary   416   283 
Noncash lease expense   2,012   - 
Net change in operating assets and liabilities:         

Accrued interest receivable   (152)   (722)
Other assets   (1,731)   (4,071)
Accrued interest payable   (19)   (7)
Lease liability   (1,639)   - 
Other liabilities   1,058   3,946 

Net cash provided by operating activities   22,717   22,249 
         

Cash flows from investing activities:         
Increased investment in unconsolidated subsidiary   (4,090)   - 
Purchases of available-for-sale securities   (75,141)   (68,483)
Proceeds from sales of available-for-sale securities   50,094   94,752 
Maturities, prepayments and calls of available-for-sale securities   54,889   52,495 
Maturities, prepayments and calls of held-to-maturity securities   11,476   17,435 
Loan originations and principal collections, net   (34,193)   3,909 
Costs of FHLB stock purchase   89   (53)
Proceeds from sales of other real estate owned   335   162 
Proceeds from sales of premises and equipment   33   -  
Purchases of premises and equipment   (4,641)   (3,325)

Net cash (used in) provided by investing activities   (1,149)   96,892 
         

Cash flows from financing activities:         
Net increase (decrease) in deposits   845   (42,912)
Proceeds from issuance of subordinated debt, net   15,000   - 
Proceeds from issuance of common stock   206   2,733 
Dividends paid   (3,305)   (3,299)

Net cash provided by (used in) financing activities   12,746   (43,478)
Net change in cash, cash equivalents and restricted cash   34,314   75,663 
Cash, cash equivalents and restricted cash at beginning of period   155,495   126,527 
Cash, cash equivalents and restricted cash at end of period  $ 189,809  $ 202,190 
         



         
Supplemental disclosure of cash flow information:         

Cash paid during the period for:         
Interest  $ 1,394  $ 1,602 
Income taxes  $ 3,748  $ 2,905 

Supplemental disclosure of noncash investing and financing activities:         
Net change in unrealized loss on held-to-maturity securities, net of tax  $ 262  $ 474 
Net change in unrealized gain (loss) on available-for-sale securities, net of
tax  $ 2,859  $ (2,756)
Initial recognition of right-of-use asset  $ 32,335  $ -

The accompanying notes are an integral part of the condensed consolidated financial statements.

8

BankGuam Holding Company
Notes to Condensed Consolidated Financial Statements

(In thousands, except per share data)
(Unaudited)

 
Note 1 – Nature of Business

Organization

The accompanying condensed consolidated financial statements include the accounts of BankGuam Holding Company
(“Company”) and its wholly-owned subsidiaries, Bank of Guam (“Bank”) and BankGuam Investment Services (“BGIS”)
(formerly BankGuam Investment and Insurance Services). The Company is a Guam corporation organized on October
29, 2010, to act as the holding company of the Bank, a Guam banking corporation, a 22-branch bank serving the
communities in Guam, the Commonwealth of the Northern Mariana Islands (CNMI), the Federated States of Micronesia
(FSM), the Republic of the Marshall Islands (RMI), the Republic of Palau (ROP), and San Francisco, California.
BankGuam Investment Services was incorporated in Guam in 2015 and initially capitalized during the first quarter of
2016. During July 2016, the Company executed an agreement to purchase up to 70% of ASC Trust LLC, formerly ASC
Trust Corporation, which has resulted in the Company purchasing 45% of the voting common stock of ASC Trust LLC
to date.

Other than holding the shares of the Bank, BGIS and ASC Trust LLC, the Company conducts no significant activities,
although it is authorized, with the prior approval of its principal regulator, the Board of Governors of the Federal
Reserve System, to engage in a variety of activities related to the business of banking. Currently, substantially all of
the Company’s operations are conducted and substantially all of its assets are owned by the Bank, which accounts for
substantially all of our consolidated revenues, expenses and operating income. The Bank’s headquarters is located in
Hagåtña, Guam, and the Bank provides a variety of financial services to individuals, businesses and government
entities through its branch network. The Bank’s primary deposit products are demand deposits, savings and time
certificates of deposit, and its primary lending products are consumer, commercial and real estate loans. The Bank
also provides many other financial services to its customers.

For ease of reference we will sometimes refer to the Company as “we”, “us” or “our”.
 
 

Note 2 – Summary of Significant Accounting Policies and Recent Accounting Pronouncements
The accompanying unaudited condensed consolidated financial statements have been prepared in accordance with the
instructions to Form 10-Q and, therefore, do not include all footnotes that would be required for a full presentation of
financial condition, results of operations, changes in cash flows and comprehensive income in accordance with
generally accepted accounting principles in the United States (“GAAP”). However, these interim financial statements
reflect all adjustments (consisting of normal recurring adjustments and accruals) which, in the opinion of our
management, are necessary for a fair presentation of our financial condition, results of operations and cash flows for
the interim periods presented.

These unaudited condensed consolidated financial statements have been prepared on a basis consistent with prior
periods, and should be read in conjunction with our audited consolidated financial statements as of and for the year
ended December 31, 2018, and the notes thereto, included in our Annual Report on Form 10-K for the year ended
December 31, 2018, as filed with the U.S. Securities and Exchange Commission (“SEC”) under the Securities



December 31, 2018, as filed with the U.S. Securities and Exchange Commission (“SEC”) under the Securities
Exchange Act of 1934 on March 15, 2019.

Our condensed consolidated financial condition at September 30, 2019, and the condensed consolidated results of
operations for the three and nine months ended September 30, 2019, are not necessarily indicative of what our
financial condition will be at December 31, 2019, or of the results of our operations that may be expected for the full
year ending December 31, 2019.

Use of Estimates

The preparation of condensed consolidated financial statements in accordance with GAAP requires management to
make estimates and assumptions that affect the reported amounts of assets and liabilities, the disclosure of contingent
assets and liabilities at the date of the condensed consolidated financial statements, and the reported amounts of
income and expenses during the periods presented. Actual results could differ from those estimates.

Restricted Cash

Interest-bearing deposits in banks that mature within one year are carried at cost. $150 thousand of these deposits are
held by the Bank jointly under the names of Bank of Guam and the Guam Insurance Commissioner, and serve as a
bond for the Bank of Guam Trust Department, and $250 thousand of these deposits are held by Bank of Guam and are
pledged to the Pacific Coast Banker’s Bank for the Borrower’s Loan Protection (“BLP”) program.
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Recently Adopted Accounting Pronouncements
 

In February 2016, the FASB issued ASU 2016-02, “Leases (Topic 842)”, a new Topic which, as modified by ASU
2018-10 and ASU 2018-12, is intended to increase transparency and comparability among organizations by
recognizing lease assets and lease liabilities on the balance sheet and disclosing key information about leasing
arrangements on the basis that it is important that users of financial statements have a complete and understandable
picture of an entity’s leasing activities. These ASUs were effective January 1, 2019, with early adoption permitted.
The Company adopted ASC 842 on its effective date and has elected to not restate prior periods, presenting the
cumulative effect of applying the new standard within the opening balance of retained earnings on January 1, 2019.
The new standard allows for several transition practical expedients. The Company has chosen to elect the package of
practical expedients, which permits the Company to forgo reassessing lease identification, lease classification, and
initial direct costs. The Company will apply the hindsight practical expedient when evaluating the lease term and
assessing impairment of Right of Usage (“ROU”) assets. The Company also elected to combine the lease and non-
lease components, such as maintenance fees, as a single lease component and elected to use the remaining lease term
instead of total lease term in determining the incremental borrowing rate. The Company has made an accounting
policy election to not recognize lease liabilities and ROU assets for short-term leases, which are leases with initial
terms of 12 months or less and for which there is not a purchase option that is reasonably certain to be exercised. All
leases within the Company’s portfolio are classified as operating leases. On adoption, the Company recognized ROU
assets and lease liabilities for operating leases of $32.8 million and $32.7 million, respectively, with no cumulative
effect in retained earnings, which are included in other assets and other liabilities on the accompanying condensed
consolidated statements of financial condition.

In February 2018, the FASB issued ASU 2018-02, “Income Statement – Reporting Comprehensive Income (Topic
220)”. This update allows a reclassification for stranded tax effects related to the Tax Cuts and Jobs Act of December
22, 2017, and is intended to improve the usefulness of information reported to the users of financial statements. The
effective date of this update is for fiscal years beginning after December 15, 2018. Although adoption of this standard
is not required of the Company until January 1, 2020, early adoption is permitted. The Company adopted this standard
on January 1, 2019, and reclassified $496 thousand from deferred tax asset to retained earnings at March 31, 2019.

Recently Issued but Not Yet Adopted Accounting Pronouncements

In June 2016, the FASB issued ASU 2016-13, “Financial Instruments – Credit Losses (Topic 326)”, to amend the
standards for the measurement of credit losses on financial instruments by replacing the historical incurred loss
impairment methodology of determining the level of the allowance for loan and lease losses (“ALLL”), including
losses associated with available-for-sale securities, with a more decision-useful methodology that reflects expected
credit losses over the life of a financial instrument based upon historical experience, current conditions, and
reasonable and supportable forecasts in determining the ALLL level, as well as the reserve for off-balance-sheet credit



reasonable and supportable forecasts in determining the ALLL level, as well as the reserve for off-balance-sheet credit
exposures. The Company was preparing to implement ASU 2016-13 when it was scheduled to become effective
January 1, 2020, but the FASB announced on October 16, 2019, a delay of the effective date for smaller reporting
companies until January 1, 2023. Management expects to recognize a one-time cumulative effect adjustment to the
allowance for loan losses as of the first reporting period in which the new standard is effective, but cannot yet estimate
the magnitude of the adjustment or the overall impact of the new guidance on the Company’s financial position,
results of operations or cash flows.
 
Note 3 – Earnings Per Common Share

Basic earnings per common share represent income available to common stockholders divided by the weighted-
average number of common shares outstanding during the period. Potential common shares that may be issued by the
Company relate to shares subscribed but not yet issued in 2019 and 2018 under the Employee Stock Purchase Plan,
and are reported as dilutive options. No shares were subscribed but not issued at September 30, 2019 and 2018.

Earnings per common share are computed based on reported net income, preferred stock dividends and the following
common share data:
 

  
Three Months Ended

September 30,  
 Nine Months Ended

September 30,  
  2019   2018   2019   2018  
Net income  $ 5,047  $ 3,274  $ 12,309  $ 10,800 

Less preferred stock dividends   (138)   (138)   (409)   (409)
Net income attributable to common stockholders   4,909   3,136   11,900   10,391 

Weighted average number of common shares
   outstanding - used to calculate basic and
   diluted earnings per common share   9,660   9,635   9,654   9,605 

Earnings per common share:                 
Basic  $ 0.51  $ 0.33  $ 1.23  $ 1.08 
Diluted  $ 0.51  $ 0.33  $ 1.23  $ 1.08
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Note 4 – Investment Securities

The amortized cost and fair value of investment securities, with gross unrealized gains and losses, follows:
 

  September 30, 2019  

  
Amortized

Cost   

Gross
Unrealized

Gains   

Gross
Unrealized

Losses   
Estimated
Fair Value  

Securities Available-for-Sale                 
U.S. government agency and government sponsored
   enterprise (GSE) debt securities  $ 95,560  $ -  $ (209)  $ 95,351 
U.S. government agency pool securities   187,056   32   (1,392)   185,696 
U.S. government agency or GSE residential
   mortgage-backed securities   72,970   170   (228)   72,912 

Total  $ 355,586  $ 202  $ (1,829)  $ 353,959 
Securities Held-to-Maturity                 

U.S. government agency and government sponsored
   enterprise (GSE) debt securities  $ 31,651  $ 296  $ (4)  $ 31,943 
U.S. government agency pool securities   6,737   4   (63)   6,678 
U.S. government agency or GSE residential
   mortgage-backed securities   18,290   53   (89)   18,254 

Total  $ 56,678  $ 353  $ (156)  $ 56,875 



Total  $ 56,678  $ 353  $ (156)  $ 56,875 
                 

  December 31, 2018  

  

Amortized
Cost   

Gross
Unrealized

Gains   

Gross
Unrealized

Losses   
Estimated
Fair Value  

Securities Available-for-Sale                 
U.S. government agency and government sponsored
   enterprise (GSE) debt securities  $ 100,497  $ -  $ (1,587)  $ 98,910 
U.S. government agency pool securities   213,055   24   (1,707)   211,372 
U.S. government agency or GSE residential
   mortgage-backed securities   72,735   -   (1,975)   70,760 

Total  $ 386,287  $ 24  $ (5,269)  $ 381,042 
Securities Held-to-Maturity                 

U.S. government agency and government sponsored
   enterprise (GSE) debt securities  $ 38,445  $ 46  $ (88)  $ 38,403 
U.S. government agency pool securities   9,089   3   (80)   9,012 
U.S. government agency or GSE residential
   mortgage-backed securities   20,554   29   (521)   20,062 

Total  $ 68,088  $ 78  $ (689)  $ 67,477
 
At September 30, 2019, and December 31, 2018, investment securities with a carrying value of $332.9 million and
$282.4 million, respectively, were pledged to secure various government deposits and to meet other public
requirements.

11

Proceeds and gross realized gains (losses) from the sales of available-for-sale investment securities for the three and
nine months ended September 30, 2019 and 2018, are shown below.
 
  Three Months Ended September 30,  
  2019   2018  
Proceeds from sales  $ 50,094  $ 15,976 
Gross realized gains from sales  $ 347  $ - 
Gross realized losses from sales  $ -  $ (181)
         
  Nine Months Ended September 30,  
  2019   2018  
Proceeds from sales  $ 50,094  $ 94,752 
Gross realized gains from sales  $ 347  $ - 
Gross realized losses from sales  $ -  $ (593)
 
The amortized cost and estimated fair value of investment securities by contractual maturity at September 30, 2019,
and December 31, 2018, are shown below. Actual maturities may differ from contractual maturities because issuers
may have the right to call or borrowers the right to prepay obligations with or without call or prepayment penalties. At
September 30, 2019, obligations of U.S. government corporations and agencies with amortized costs totaling $412.3
million consist predominantly of Small Business Administration (“SBA”) agency pool securities totaling $193.8
million and residential mortgage-backed securities totaling $91.3 million whose contractual maturity, or principal
repayment, will follow the repayment of the underlying small business loans or mortgages. For purposes of the
following table, the entire outstanding balance of these SBA pools and mortgage-backed securities issued by U.S.
government corporations and agencies is categorized based on final maturity date. At September 30, 2019, the Bank
estimates the average remaining life of these SBA pools and mortgage-backed securities to be approximately 2.9 years
and 3.2 years, respectively.
 

  September 30, 2019  



  September 30, 2019  
  Available-for-Sale   Held-to-Maturity  

  

Amortized
Cost   

Estimated
Fair Value   

Amortized
Cost   

Estimated
Fair Value  

Due within one year  $ 65,013  $ 64,889  $ 4,997  $ 4,992 
Due after one but within five years   36,127   36,026   35,297   35,569 
Due after five but within ten years   108,752   108,416   7,669   7,692 
Due after ten years   145,694   144,628   8,715   8,622 

Total  $ 355,586  $ 353,959  $ 56,678  $ 56,875 
                 

  December 31, 2018  
  Available-for-Sale   Held-to-Maturity  

  

Amortized
Cost   

Estimated
Fair Value   

Amortized
Cost   

Estimated
Fair Value  

Due within one year  $ 19,996  $ 19,739  $ 11,975  $ 11,911 
Due after one but within five years   83,671   82,323   32,511   32,512 
Due after five but within ten years   98,465   97,339   13,995   13,769 
Due after ten years   184,155   181,641   9,607   9,285 

Total  $ 386,287  $ 381,042  $ 68,088  $ 67,477
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Temporarily Impaired Securities

The following table shows the gross unrealized losses and fair value of the Company’s investments with unrealized
losses that are not deemed to be other-than-temporarily impaired, aggregated by investment category and length of
time that individual securities have been in a continuous unrealized loss position at September 30, 2019, and
December 31, 2018.
 
  September 30, 2019  
  Less Than Twelve Months   More Than Twelve Months  Total  

  
Unrealized

Losses   
Estimated
Fair Value   

Unrealized
Losses   

Estimated
Fair Value   

Unrealized
Losses   

Estimated
Fair Value 

Securities Available for
Sale                         
U.S. government agency
and
   government sponsored
enterprise
   (GSE) debt securities  $ (10)  $ 11,991  $ (200)  $ 83,360  $ (210)  $ 95,351 
U.S. government agency
pool securities   (56)   23,301   (1,335)   155,145   (1,391)   178,446 
U.S. government agency or
GSE
   residential mortgage-
backed securities   (48)   18,673   (180)   19,175   (228)   37,848 

Total  $ (114)  $ 53,965  $ (1,715)  $ 257,680  $ (1,829)  $ 311,645 
                         

Securities Held to Maturity                         
U.S. government agency
and
   government sponsored
enterprise
   (GSE) debt securities  $ -  $ -  $ (4)  $ 2,009  $ (4)  $ 2,009 



   (GSE) debt securities  $ -  $ -  $ (4)  $ 2,009  $ (4)  $ 2,009 
U.S. government agency
pool securities   (15)   2,108   (48)   3,577   (63)   5,685 
U.S. government agency or
GSE
   residential mortgage-
backed securities   (13)   3,990   (76)   11,317   (89)   15,307 

Total  $ (28)  $ 6,098  $ (128)  $ 16,903  $ (156)  $ 23,001 
                         
  December 31, 2018  
  Less Than Twelve Months   More Than Twelve Months  Total  

  
Unrealized

Losses   
Estimated
Fair Value   

Unrealized
Losses   

Estimated
Fair Value   

Unrealized
Losses   

Estimated
Fair Value 

Securities Available for
Sale                         
U.S. government agency
and
   government sponsored
enterprise
   (GSE) debt securities  $ -  $ -  $ (1,587)  $ 98,910  $ (1,587)  $ 98,910 
U.S. government agency
pool securities   (217)   32,633   (1,490)   157,403   (1,707)   190,036 
U.S. government agency or
GSE
   residential mortgage-
backed securities   (116)   12,679   (1,859)   58,081   (1,975)   70,760 

Total  $ (333)  $ 45,312  $ (4,936)  $ 314,394  $ (5,269)  $ 359,706 
                         

Securities Held to Maturity                         
U.S. government agency
and
   government sponsored
enterprise
   (GSE) debt securities  $ (12)  $ 4,918  $ (76)  $ 8,954  $ (88)  $ 13,872 
U.S. government agency
pool securities   (62)   6,609   (18)   2,232   (80)   8,841 
U.S. government agency or
GSE
   residential mortgage-
backed securities   (25)   5,219   (496)   12,330   (521)   17,549 

Total  $ (99)  $ 16,746  $ (590)  $ 23,516  $ (689)  $ 40,262
 
The investment securities that were in an unrealized loss position as of September 30, 2019, which comprised a total
of 136 securities, were not other-than-temporarily impaired. Specifically, the 136 securities are comprised of the
following: 88 SBA pool securities, 15 mortgage-backed securities issued by the Government National Mortgage
Association (“GNMA”), 12 U.S. Treasuries, 8 mortgage-backed securities and 1 agency security issued by the Federal
National Mortgage Association (“FNMA”), 7 agency securities issued by the Federal Home Loan Bank (“FHLB”), 4
mortgage-backed securities issued by the Federal Home Loan Mortgage Corporation (“FHLMC”), and 1 agency
security issued by the Federal Farm Credit Banks (“FFCB”).
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Total gross unrealized losses were primarily attributable to changes in market interest rates, relative to when the
investment securities were purchased, and not due to any change in the credit quality of the investment securities. The
Company does not intend to sell the investment securities that were in an unrealized loss position and it is not likely



Company does not intend to sell the investment securities that were in an unrealized loss position and it is not likely
that the Company will be required to sell the investment securities before recovery of their amortized cost, which may
be at maturity. However, the Company may elect to sell certain investment securities with an unrealized loss position
in its “available for sale” portfolio as needed to replenish its liquidity.

Investment in Unconsolidated Subsidiary

On July 1, 2019, with the approval of the Federal Reserve Bank of San Francisco, the Company used $4.1 million of
the proceeds from the subordinated notes totaling $15.0 million that were issued on June 27, 2019, to acquire an
additional 20% of the voting common stock of ASC Trust LLC, formerly ASC Trust Corporation, at the second
closing, pursuant to the Stock Purchase Agreement dated May 27, 2016, between the Company and David J. John, as
amended to date. This transaction brought the Company’s non-controlling interest in ASC Trust LLC to 45%. See
“Note 14 – Subordinated Debt” for more detailed information on the subordinated notes.
    
Note 5 – Loans Held for Sale, Loans and Allowance for Loan Losses
Loans Held for Sale

In its normal course of business, the Bank originates mortgage loans held for sale to the FHLMC. The Bank has
elected to measure its residential mortgage loans held for sale at cost. Origination fees and costs are recognized in
earnings at the time of origination. Loans are sold to FHLMC at par.

During the nine months ended September 30, 2019, the Bank originated $10.3 million and sold approximately $16.0
million in FHLMC mortgage loans. During the nine months ended September 30, 2018, the Bank originated and sold
approximately $10.0 million in FHLMC loans

Mortgage loans serviced for others are not included in the accompanying condensed consolidated statements of
financial condition. The unpaid principal balances of mortgage loans serviced for others were $191.2 million at
September 30, 2019, and $189.6 million at December 31, 2018. The increase of $1.6 million (0.8%) during the nine
months ended September 30, 2019, was due to loans made during 2018 that were sold to FHLMC in January 2019.

We retain mortgage servicing rights on mortgage loans that we sell. Such rights represent the net positive cash flows
generated from the servicing of such mortgage loans and we recognize such rights as assets on our statements of
financial condition based on their estimated fair values. We receive servicing fees, less any subservicing costs, on the
unpaid principal balances of such mortgage loans. Those fees are collected from the monthly payments made by the
mortgagors or from the proceeds of the sale or foreclosure and liquidation of the underlying real property
collateralizing the loans. At September 30, 2019, and December 31, 2018, mortgage servicing rights totaled $1.7
million and $1.8 million, respectively, and are included in other assets in the accompanying condensed consolidated
statements of financial condition. The Bank accounts for mortgage servicing rights at fair value with changes in fair
value recorded as a part of service fees and charges in the condensed consolidated statements of income.

Loans

Outstanding loan balances are presented net of unearned income, deferred loan fees, and unamortized discount and
premium, which totaled $2.6 million at both September 30, 2019, and December 31, 2018. Loans subject to ASC
Topic 310-30, “Loans and Debt Securities Acquired with Deteriorated Credit Quality,” are presented net of the
related accretable yield.
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The loan portfolio consisted of the following at:
 
  September 30, 2019   December 31, 2018  
  Amount   Percent   Amount   Percent  
Commercial                 
Commercial & industrial  $ 250,970   19.8%  $ 243,465   19.6%
Commercial mortgage   590,464   46.5%   560,827   45.3%
Commercial construction   65,200   5.1%   39,408   3.2%
Commercial agriculture   671   0.1%   688   0.1%

Total commercial   907,305   71.5%   844,388   68.2%



Total commercial   907,305   71.5%   844,388   68.2%
Consumer                 
Residential mortgage   125,601   9.9%   138,923   11.2%
Home equity   2,611   0.2%   1,325   0.1%
Automobile   22,926   1.8%   26,686   2.2%
Other consumer loans1   210,429   16.6%   227,242   18.3%

Total consumer   361,567   28.5%   394,176   31.8%
Gross loans   1,268,872   100.0%   1,238,564   100.0%

Deferred loan (fees) costs, net   (2,555)       (2,649)     
Allowance for loan losses   (27,852)       (23,774)     

Loans, net  $ 1,238,465      $ 1,212,141    
 

 
 1 Comprised of other revolving credit, installment loans, and overdrafts.

Allowance for Loan Losses

The allowance for loan losses is evaluated on a quarterly basis by Bank 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 any 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 or conditions change.

The allowance consists of allocated and general components. The allocated component relates to loans that are
classified as impaired. ASC 310-10 defines an impaired loan as one for which there is uncertainty concerning
collection of all principal and interest per the original contractual terms of the loan. For those loans that are classified
as impaired, an allowance is established when the discounted cash flow (or the collateral value or the observable
market price) of the impaired loan is lower than the carrying value of the loan. The general component covers
unimpaired loans, and is estimated using a loss migration analysis based on historical charge-off experience and
expected loss, given the default probability derived from the Bank’s internal risk rating process. The loss migration
analysis tracks twelve rolling quarters of loan loss history and industry loss factors to determine historical losses by
classification category for each loan type, except certain consumer loans. These calculated loss factors are then
applied to outstanding loan balances for all non-impaired loans. Additionally, a qualitative factor that is determined
utilizing external economic factors and internal assessments is applied to each homogeneous loan pool. We also
conduct individual loan review analyses, as part of the allowance for loan loss allocation process, applying specific
monitoring policies and procedures in analyzing the existing loan portfolio.

Set forth below is a summary of the Bank’s activity in the allowance for loan losses during the three and nine months
ended September 30, 2019 and 2018, and the year ended December 31, 2018:
 
 

 

Three Months
Ended

September 30,
2019   

Three Months
Ended

September 30,
2018   

Nine Months
Ended

September 30,
2019   

Nine Months
Ended

September 30,
2018   

Year Ended
December 31,

2018  
Balance, beginning of period  $ 27,088  $ 18,806  $ 23,774  $ 17,279  $ 17,279 

Provision for loan losses   1,919   3,134   7,869   7,972   12,862 
Recoveries on loans
previously charged off   657   428   1,697   1,365   1,834 
Charged off loans   (1,812)   (2,002)   (5,488)   (6,250)   (8,201)

Balance, end of period  $ 27,852  $ 20,366  $ 27,852  $ 20,366  $ 23,774
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Set forth below is information regarding loan balances and the related allowance for loan losses, by portfolio type, for
the three months ended September 30, 2019 and 2018, and the year ended December 31, 2018, respectively.
 

  Residential    



  Commercial   
Residential
Mortgages   Consumer   Total  

  (Dollars in thousands)  
Nine Months Ended September 30, 2019                 
Allowance for loan losses:                 

Balance at beginning of period  $ 14,887   $ 1,648   $ 7,239   $ 23,774  
Charge-offs   (260)   -    (5,228)   (5,488)
Recoveries   15    67    1,615    1,697  
Provision   4,076    (200)   3,993    7,869  

Balance at end of period  $ 18,718   $ 1,515   $ 7,619   $ 27,852  
                 

Three Months Ended September 30, 2019                 
Allowance for loan losses:                 

Balance at beginning of period   17,794    1,508    7,786    27,088  
Charge-offs   (45)   -    (1,767)   (1,812)
Recoveries   6    65    586    657  
Provision   963    (58)   1,014    1,919  

Ending balance  $ 18,718   $ 1,515   $ 7,619   $ 27,852  
                 

Allowance balance at end of period related to:                 
Loans individually evaluated for impairment  $ 7,106   $ -   $ 1,212   $ 8,318  
Loans collectively evaluated for impairment   11,612    1,515    6,407    19,534  

Ending balance  $ 18,718   $ 1,515   $ 7,619   $ 27,852  
                 
Loan balances at end of period:                 

Loans individually evaluated for impairment  $ 37,673   $ 4,154   $ 1,302   $ 43,129  
Loans collectively evaluated for impairment   869,632    124,058    232,053    1,225,743  

Ending balance  $ 907,305   $ 128,212   $ 233,355   $ 1,268,872  
                 
Nine Months Ended September 30, 2018                 
Allowance for loan losses:                 

Balance at beginning of period  $ 7,623   $ 1,409   $ 8,247   $ 17,279  
Charge-offs   (353)   (9 )   (5,888)   (6,250)
Recoveries   29    6    1,330    1,365  
Provision   4,261    215    3,496    7,972  

Ending balance  $ 11,560   $ 1,621   $ 7,185   $ 20,366  
                 
Three Months Ended September 30, 2018                 
Allowance for loan losses:                 

Balance at beginning of period  $ 11,205   $ 1,586   $ 6,015   $ 18,806  
Charge-offs   (51)   (9 )   (1,942)   (2,002)
Recoveries   2    2    424    428  
Provision   404    42    2,688    3,134  

Ending balance  $ 11,560   $ 1,621   $ 7,185   $ 20,366  
                 
Allowance balance at end of period related to:                 

Loans individually evaluated for impairment  $ 4   $ 71   $ 1,571   $ 1,646  
Loans collectively evaluated for impairment   11,556    1,550    5,614    18,720  

Ending balance  $ 11,560   $ 1,621   $ 7,185   $ 20,366  
                 
Loan balances at end of period:                 

Loans individually evaluated for impairment  $ 7,645   $ 4,643   $ 1,880   $ 14,168  
Loans collectively evaluated for impairment   827,045    130,913    248,894    1,206,852  

Ending balance  $ 834,690   $ 135,556   $ 250,774   $ 1,221,020  
                 
Year Ended December 31, 2018                 
Allowance for loan losses:                 

Balance at beginning of year  $ 7,623   $ 1,409   $ 8,247   $ 17,279  
Charge-offs   (356)   (9 )   (7,836)   (8,201)
Recoveries   39    7    1,788    1,834  
Provision   7,581    241    5,040    12,862  

Ending balance  $ 14,887   $ 1,648   $ 7,239   $ 23,774  
                 
Allowance balance at end of year related to:                 

Loans individually evaluated for impairment  $ 5,204   $ 104   $ 1,518   $ 6,826  
Loans collectively evaluated for impairment   9,683    1,544    5,721    16,948  

Ending balance  $ 14,887   $ 1,648   $ 7,239   $ 23,774  
                 
Loan balances at end of year:                 

Loans individually evaluated for impairment  $ 18,328   $ 4,925   $ 1,746   $ 24,999  
Loans collectively evaluated for impairment   826,060    135,323    252,182    1,213,565  

Ending balance  $ 844,388   $ 140,248   $ 253,928   $ 1,238,564
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Credit Quality



Credit Quality
The following table provides a summary of the delinquency status of the Bank’s loans by portfolio type:
 
 

 
30-

59 Days
Past Due  

60-
89 Days
Past Due  

90 Days
and Greater

Non-
Accrual   

90 Days
and Greater

Still Accruing  
Total Past

Due   Current   
Total Loans
Outstanding 

September 30, 2019                             
Commercial                             

Commercial &
industrial  $ 1,673  $ 2,353  $ 3,253  $ -  $ 7,279  $ 243,691  $ 250,970 
Commercial
mortgage   1,142   3,512   4,481   -   9,135   581,329   590,464 
Commercial
construction   -   -   -   -   -   65,200   65,200 
Commercial
agriculture   -   -   -   -   -   671   671 

Total
commercial   2,815   5,865   7,734   -   16,414   890,891   907,305 

                             

Consumer                             
Residential
mortgage   5,426   4,258   792   77   10,553   115,048   125,601 
Home equity   -   -   -   -   -   2,611   2,611 
Automobile   865   207   -   49   1,121   21,805   22,926 
Other consumer 1   2,991   1,422   89   1,046   5,548   204,881   210,429 

Total
consumer   9,282   5,887   881   1,172   17,222   344,345   361,567 

Total  $ 12,097  $ 11,752  $ 8,615  $ 1,172  $ 33,636  $1,235,236  $ 1,268,872 
                             

December 31, 2018                             
Commercial                             

Commercial &
industrial  $ 310  $ -  $ 14  $ 530  $ 854  $ 242,611  $ 243,465 
Commercial
mortgage   419   -   1,287   184   1,890   558,937   560,827 
Commercial
construction   300   -   -   -   300   39,108   39,408 
Commercial
agriculture   -   -   -   -   -   688   688 

Total
commercial   1,029   -   1,301   714   3,044   841,344   844,388 

                             

Consumer                             
Residential
mortgage   4,565   3,847   1,805   12   10,229   128,694   138,923 
Home equity   -   91   -   -   91   1,234   1,325 
Automobile   1,095   290   -   135   1,520   25,166   26,686 
Other consumer 1   3,505   1,583   335   1,123   6,546   220,696   227,242 

Total
consumer   9,165   5,811   2,140   1,270   18,386   375,790   394,176 

Total  $ 10,194  $ 5,811  $ 3,441  $ 1,984  $ 21,430  $1,217,134  $ 1,238,564
 

 
 1 Comprised of other revolving credit, installment loans, and overdrafts.
 



 
Generally, the accrual of interest on a loan is discontinued when principal or interest payments become more than 90
days past due, unless management believes the loan is adequately collateralized and is in the process of collection,
with the exception of automobile and other consumer loans which, rather than being placed on non-accrual status, are
charged off once they become 120 days delinquent. When a loan is placed on non-accrual status, previously accrued
but unpaid interest is reversed against current income. Subsequent collections of cash are applied as principal
reductions when received, except when the ultimate collectability of principal is probable, in which case interest
payments are credited to income. Non-accrual loans may be restored to accrual status when principal and interest
become current and full repayment is expected.
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The following table provides information as of September 30, 2019, and December 31, 2018, with respect to loans on
non-accrual status, by portfolio type:
 
  September 30, 2019   December 31, 2018  
  (Dollars in thousands)  
Non-accrual loans:         
Commercial         

Commercial & industrial  $ 12,341  $ 310 
Commercial mortgage   9,727   6,909 
Commercial construction   -   - 
Commercial agriculture   -   - 

Total commercial   22,068   7,219 
         

Consumer         
Residential mortgage  $ 4,026  $ 4,795 
Home equity   -   91 
Automobile   -   - 
Other consumer 1   207   278 

Total consumer   4,233   5,164 
Total non-accrual loans  $ 26,301  $ 12,383

 
 1 Comprised of other revolving credit, installment loans, and overdrafts.

Credit Quality Indicators

The Bank uses several credit quality indicators to manage credit risk, including an internal credit risk rating system
that categorizes loans into pass, special mention, substandard, formula classified, doubtful or loss categories. Credit
risk ratings are applied individually to those classes of loans that have significant or unique credit characteristics and
that benefit from a case-by-case evaluation. These are typically loans to businesses or individuals in the classes which
comprise the commercial portfolio segment. Groups of loans that are underwritten and structured using standardized
criteria and characteristics, such as statistical models (e.g., credit scoring or payment performance), are typically risk-
rated and monitored collectively. These are typically loans to individuals in the classes which comprise the consumer
portfolio segment.

The following are the definitions of the Bank’s credit quality indicators:

Pass (A): Exceptional: Essentially risk-free credit. These are loans of the highest quality that pose virtually no risk of
loss to the Bank. This includes loans fully collateralized by means of a savings account(s) and time certificate(s) of
deposit, and by at least 110% of the loan amount. Borrowers should have strong financial statements, good liquidity
and excellent credit.

Pass (B): Standard: Multiple, strong sources of repayment. These are loans to borrowers with a demonstrated history
of financial and managerial performance. The risk of loss is considered to be low. Loans are well-structured, with
clearly identified primary and readily available secondary sources of repayment. These loans may be secured by an
equal amount of funds in a savings account or time certificate of deposit. These loans may also be secured by
marketable collateral whose value can be reasonably determined through outside appraisals. The borrower



marketable collateral whose value can be reasonably determined through outside appraisals. The borrower
characteristically has well supported cash flows and low leverage.

Pass (C): Acceptable: Good primary and secondary sources of repayment. These are loans to borrowers of average
financial condition, stability and management expertise. The borrower should be a well-established individual or
company with adequate financial resources to withstand short-term fluctuations in the marketplace. The borrower’s
financial ratios and trends are favorable. The loans may be unsecured or supported by non-real estate collateral for
which the value is more difficult to determine, represent a reasonable credit risk and require an average amount of
account officer attention. The borrower’s ability to repay unsecured credit is to be of unquestionable strength.

Pass (D): Monitor: Sufficient primary sources of repayment and an acceptable secondary source of repayment.
Acceptable business or individual credit, but the borrower’s operations, cash flows or financial conditions carry
average levels of risk. These loans are considered to be collectable in full, but may require a greater-than-average
amount of loan officer monitoring. Borrowers are capable of absorbing normal setbacks without failing to meet the
terms of the loan agreement.

Special Mention: A Special Mention asset has potential weaknesses that deserve a heightened degree of monitoring.
These potential weaknesses may result in a deterioration of the repayment prospects for the asset or in the institution’s
credit position at some future date. Special Mention assets are not adversely classified and do not expose an institution
to sufficient risk to warrant adverse classification. The Special Mention classification should neither be a compromise
between a pass grade and substandard, nor should it be a “catch all” grade to identify any loan that has a policy
exception.
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Substandard: A Substandard asset is inadequately protected by the current sound worth and payment capacity of the
obligor or the collateral pledged. Assets so classified must have a well-defined weakness or weaknesses that
jeopardize the liquidation of the debt. Assets classified as substandard are characterized by the distinct possibility that
the institution will sustain some loss if the deficiencies are not corrected.

Formula Classified: Formula Classified loans are all loans and credit cards delinquent 90 days and over which have
yet to be formally classified Special Mention, Substandard or Doubtful by the Bank’s Loan Committee. In most
instances, the monthly formula total is comprised primarily of residential real estate loans, consumer loans, credit
cards and commercial loans under $250 thousand. However, commercial loans are typically formally classified by the
Loan Committee no later than their 90-day delinquency, and those do not become part of the formula classification.
Real estate loans 90-days delinquent that are in the foreclosure process, which is typically completed within another
60 days, are not formally classified during this period.

Doubtful: A loan with weaknesses well enough defined that eventual repayment in full, on the basis of currently
existing facts, conditions and values, is highly questionable, even though certain factors may be present which could
improve the status of the loan. The probability of some loss is extremely high, but because of certain known factors
that may work to the advantage of strengthening of the assets (i.e. capital injection, perfecting liens on additional
collateral, refinancing plans, etc.), its classification as an estimated loss is deferred until its more exact status can be
determined.

Loss: Loans classified as “Loss” are considered uncollectible, and are either unsecured or are supported by collateral
that is of little to no value. As such, their continuance as recorded assets is not warranted. While this classification
does not mandate that a loan has no ultimate recovery value, losses should be taken in the period during which these
loans are deemed to be uncollectible. Loans identified as loss are immediately approved for charge-off. The Bank may
refer loans to outside collection agencies, attorneys, or its internal collection division to continue collection efforts.
Any subsequent recoveries are credited to the Allowance for Loan Losses.
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The Bank classifies its loan portfolios using internal credit quality ratings, as discussed above under Allowance for
Loan Losses. The following table provides a summary of loans by portfolio type and the Bank’s internal credit quality
ratings as of September 30, 2019, and December 31, 2018:
 



 

  
September 30,

2019   
December 31,

2018   Increase (Decrease) 
  (Dollars in thousands)  

Pass:             
Commercial & industrial  $ 213,162  $ 204,805  $ 8,357 
Commercial mortgage   548,700   515,764   32,936 
Commercial construction   65,200   39,408   25,792 
Commercial agriculture   671   688   (17)
Residential mortgage   120,799   133,766   (12,967)
Home equity   2,611   1,235   1,376 
Automobile   22,877   26,550   (3,673)
Other consumer   209,162   225,632   (16,470)

Total pass loans  $ 1,183,182  $ 1,147,848  $ 35,334 
             
Special Mention:             

Commercial & industrial  $ 3,565  $ 8,732  $ (5,167)
Commercial mortgage   -   8,990   (8,990)
Commercial construction   -   -    -  
Commercial agriculture   -   -    -  
Residential mortgage   -   -    -  
Home equity   -   -    -  
Automobile   -   -    -  
Other consumer   -   -    -  

Total special mention loans  $ 3,565  $ 17,722  $ (14,157)
             
Substandard:             

Commercial & industrial  $ 22,508  $ 29,924  $ (7,416)
Commercial mortgage   39,016   36,073   2,943 
Commercial construction   -   -    -  
Commercial agriculture   -   -    -  
Residential mortgage   777   705   72 
Home equity   -   -    -  
Automobile   -   -    -  
Other consumer   14   -    14 

Total substandard loans  $ 62,315  $ 66,702  $ (4,387)
             
Formula Classified:             

Commercial & industrial  $ -  $ 4  $ (4)
Commercial mortgage   -   -    -  
Commercial construction   -   -    -  
Commercial agriculture   -   -    -  
Residential mortgage   4,025   4,452   (427)
Home equity   -   91   (91)
Automobile   49   135   (86)
Other consumer   1,253   1,610   (357)

Total formula classified loans  $ 5,327  $ 6,292  $ (965)
             
Doubtful:             

Commercial & industrial  $ 11,735  $ -  $ 11,735 
Commercial mortgage   2,748   -    2,748 
Commercial construction   -   -    -  
Commercial agriculture   -   -    -  
Residential mortgage   -   -    -  
Home equity   -   -    -  
Automobile   -   -    -  
Other consumer   -   -    -  



Other consumer   -   -    -  
Total doubtful loans  $ 14,483  $ -  $ 14,483 

Total outstanding loans, gross  $ 1,268,872  $ 1,238,564  $ 30,308
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As the above table indicates, the Bank’s total gross loans approximated $1.27 billion at September 30, 2019, up from
$1.24 billion at December 31, 2018. The disaggregation of the portfolio by risk rating in the table reflects the following
changes between December 31, 2018, and September 30, 2019:

 • Loans rated “pass” increased by $35.3 million, to $1.18 billion at September 30, 2019, from $1.15 billion at
December 31, 2018. The increase is primarily attributed to increases in commercial mortgage loans by $32.9
million, commercial construction loans by $25.8 million, commercial & industrial loans by $8.4 million and
home equity loans by $1.4 million. These increases were partially offset by decreases in residential mortgage
loans by $13.0 million, other consumer loans by $16.5 million and automobile loans by $3.7 million. The
increases in commercial mortgage loans and commercial & industrial loans were due to new loans. The increase
in commercial construction loans of $25.8 million was due to additional disbursements of $24.6 million and new
loans totaling $4.2 million. These increases were offset by one large loan payoff of $1.4 million and other loan
payoffs totaling $199 thousand, and two commercial mortgage loan relationships totaling $1.0 million upgraded
to “pass.” The increase in home equity loans was also due to new loans. The offsetting decrease in residential
mortgage loans by $13.0 million was due to paydowns and payoffs, partially offset by new loans. Automobile
loans decreased by $3.7 million due to paydowns, payoffs and charge-offs.

 • The “special mention” category decreased by $14.2 million, from $17.7 million to $3.6 million between
December 31, 2018, and September 30, 2019. This is attributed to a decrease in commercial & industrial loans
by $5.2 million, primarily as a result of one loan relationship totaling $4.4 million reclassified to “substandard”.
In addition, three loan relationships totaling $448 thousand were reclassified to “pass,” and there were $2.5
million in payoffs and $125 thousand in paydowns. These were offset by two loan relationships downgraded
from “pass” to “special mention” totaling $2.6 million. The decrease in commercial mortgage loans by $9.0
million was principally due to three loan relationships of $4.4 million being upgraded from “special mention” to
“pass” and one loan payoff of $4.4 million.

 • Loans classified as “substandard” decreased by $4.4 million, to $62.3 million at September 30, 2019, from $66.7
million at December 31, 2018. The decrease was primarily the result of one commercial & industrial loan
relationship of $9.5 million that was reclassified from “substandard” to “doubtful” and $1.8 million in pay
downs. These were offset by downgrades of one loan relationship totaling $4.4 million reclassified to from
“special mention” to “substandard” and one loan relationship of $198 thousand reclassified from “pass” to
“substandard”. The increase in substandard commercial mortgage loans by $2.9 million is primarily due to
additional disbursements from one loan totaling $2.7 million. In addition, one loan relationship totaling $1.2
million was downgraded from “pass.” These were offset by the upgrade of one loan of $353 thousand to “pass,”
$574 thousand in pay downs and one loan payoff of $15 thousand.

 • The “formula classified” category decreased by $965 thousand, to $5.3 million at September 30, 2019, from $6.3
million at December 31, 2018.

 • The “doubtful” category increase in commercial & industrial loans was due to two loan relationships. One
relationship totaling $9.5 million was reclassified from “substandard,” and the other loan relationship totaling
$2.2 million was reclassified from a “pass” category. The $2.7 million increase in commercial mortgage loans
was primarily due the reclassification of one loan relationship.

Impaired Loans

A loan is considered impaired when, based on current information and events, it is probable that the Bank will be unable
to collect the scheduled payments of principal and interest when due according to the original 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 classified as 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 the borrower, including the length of the delay, the reasons for the delay, the borrower’s prior



surrounding the loan and the 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.

Impaired loans include loans that are in non-accrual status and other loans that have been modified in Troubled Debt
Restructurings (TDRs), where economic concessions have been granted to borrowers experiencing financial difficulties.
These concessions typically result from the Bank’s loss mitigation actions, and could include reductions in the interest rate,
payment extensions, forbearance, or other actions taken with the intention of maximizing collections.

Impairment is measured on a loan-by-loan basis for commercial and real estate loans by either the present value of
expected future cash flows discounted at the loan’s effective interest rate, the loan’s obtainable market price, or the
fair value of the collateral (if the loan is collateral-dependent). Large groups of smaller-balance homogeneous loans,
such as consumer loans, are collectively evaluated for impairment. Impairment reserves for these groups of consumer
loans are determined using historical loss given default rates for similar loans.
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The following table sets forth information regarding non-accrual loans and restructured loans, at September 30, 2019, and
December 31, 2018:
 
  September 30, 2019   December 31, 2018  
  (Dollars in thousands)  
Impaired loans:         

Restructured loans:         
Non-accruing restructured loans  $ 10,218  $ 5,653 
Accruing restructured loans   15,632   254 

Total restructured loans   25,850   5,907 
Other impaired loans   17,279   19,092 

Total impaired loans  $ 43,129  $ 24,999 
         

Impaired loans less than 90 days delinquent
   and included in total impaired loans  $ 33,256  $ 19,287
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The table below contains additional information with respect to impaired loans, by portfolio type, at September 30,
2019, and December 31, 2018:
 

  
Recorded

Investment   

Unpaid
Principal
Balance   

Average
Recorded

Investment   

Interest
Income

Recognized  
  (Dollars in thousands)  

September 30, 2019, With no related allowance
recorded:                 

Commercial & industrial  $ 27,779  $ 27,941  $ 14,309  $ 97 
Commercial mortgage   9,626   9,683   7,196   - 
Commercial construction   -   -   -   - 
Commercial agriculture   -   -   -   - 
Residential mortgage   27   27   20   - 
Home equity   -   -   -   - 
Automobile   -   -   -   - 
Other consumer   -   -   -   - 

Total impaired loans with no related allowance  $ 37,432  $ 37,651  $ 21,525  $ 97 
                 
September 30, 2019, With a related allowance  



September 30, 2019, With a related allowance
recorded:                 

Commercial & industrial  $ 167  $ 167  $ 152  $ 2 
Commercial mortgage   101   117   54   - 
Commercial construction   -   -   -   - 
Commercial agriculture   -   -   -   - 
Residential mortgage   4,127   4,148   3,415   (29)
Home equity   -   -   -   - 
Automobile   49   49   73   - 
Other consumer   1,253   1,264   1,087   11 

Total impaired loans with a related allowance  $ 5,697  $ 5,745  $ 4,781  $ (16)
                 
December 31, 2018, With no related allowance
recorded:                 

Commercial & industrial  $ 11,110  $ 11,110  $ 3,206  $ 51 
Commercial mortgage   7,016   7,026   6,759   4 
Commercial construction   -   -   -   - 
Commercial agriculture   -   -   -   - 
Residential mortgage   27   27   27   - 
Home equity   -   -   -   - 
Automobile   -   -   -   - 
Other consumer   -   -   -   - 

Total impaired loans with no related allowance  $ 18,153  $ 18,163  $ 9,992  $ 55 
                 
December 31, 2018, With a related allowance
recorded:                 

Commercial & industrial  $ 126  $ 300  $ 181  $ - 
Commercial mortgage   77   93   272   1 
Commercial construction   -   -   -   - 
Commercial agriculture   -   -   -   - 
Residential mortgage   4,807   4,857   4,933   2 
Home equity   91   91   24   - 
Automobile   135   135   97   2 
Other consumer   1,610   1,401   1,903   19 

Total impaired loans with a related allowance  $ 6,846  $ 6,877  $ 7,410  $ 24
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Troubled Debt Restructurings

In accordance with FASB’s Accounting Standards Update No. 2011-02, “A Creditor’s Determination of Whether a
Restructuring is a Troubled Debt Restructuring” (ASU No. 2011-02), the Bank had $25.9 million of troubled debt
restructurings (“TDRs”) as of September 30, 2019, up by $19.9 million from $5.9 million at December 31, 2018,
primarily in commercial mortgage loans. The restructured loans recorded with the Bank have been modified for the
purpose of alleviating temporary impairments to the borrower’s financial condition. The modifications that the Bank
has extended to borrowers have come in the form of a change in the repayment terms. The workout plan between the
borrower and the Bank is designed to provide a bridge for cash flow shortfalls in the near term. As the borrower
works through the near-term issues, in most cases, the original contractual terms will be reinstated.

Additional information regarding performing and nonperforming TDRs at September 30, 2019, and December 31,
2018, is set forth in the following table:
 

                  Outstanding Balance  
Pre-

Modification
Post-

Modification



  

Number of
Loans   

Modification
Outstanding

Recorded
Investment   

Principal
Modifications  

Modification
Outstanding

Recorded
Investment   

September 30,
2019   

December 31,
2018  

Performing                         
Residential mortgage   1  $ 27  $ -  $ 27  $ 27  $ 27 
Commercial
mortgage   5   16,074   -   16,074   15,605   226 
Automobile   -   -   -   -   -   - 
Consumer   -   -   -   -   -   - 

Total performing   6  $ 16,101  $ -  $ 16,101  $ 15,632  $ 253 
Nonperforming                         

Residential mortgage   -  $ -  $ -  $ -  $ -  $ - 
Commercial
mortgage   21   15,319   -   15,346   10,218   5,654 
Automobile   -   -   -   -   -   - 
Consumer   -   -   -   -   -   - 

Total
nonperforming   21  $ 15,319  $ -  $ 15,346  $ 10,218  $ 5,654 

Total Troubled
Debt
  
Restructurings
(TDRs)   27  $ 31,420  $ -  $ 31,447  $ 25,850  $ 5,907

 
Principal modification includes principal forgiveness at the time of modification, contingent principal forgiveness
granted over the life of the loan based on borrower performance, and principal that has been legally separated and
deferred to the end of the loan, with zero percent contractual interest rate.

During the three months ended September 30, 2019, one loan relationship totaling $15.4 million was modified as a
troubled debt restructuring. During the three months ended September 30, 2018, no loans were modified as troubled
debt restructurings.

There were no defaults on troubled debt restructurings following the modification during the nine months ended
September 30, 2019 and 2018.

The Bank has two significant borrowing relationships in bankruptcy.  The Bank has calculated a specific reserve
within the allowance for each borrowing relationship in bankruptcy in the amounts of $5.2 million and $1.9 million,
respectively, and the Bank’s management believes that at September 30, 2019, there is sufficient coverage to protect
the Bank’s exposure to both relationships.

Note 6 – Commitments and Contingencies

The Bank is involved in certain legal actions and claims that arise in the ordinary course of business. Management
believes that, as a result of its legal defenses and insurance arrangements, none of these matters is expected to have a
material adverse effect on the Bank’s, BGIS’s or the Company’s financial condition, results of operations or cash
flows.
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Note 7 – Regulatory Capital Requirements

The Bank is subject to various regulatory capital requirements administered by the United States 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 Bank’s, BGIS’s and
the Company’s condensed consolidated financial statements. Under capital adequacy guidelines and the regulatory
framework for prompt corrective action, the Bank must meet specific capital guidelines that involve quantitative



framework for prompt corrective action, the 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.

Quantitative measures established by regulation to ensure capital adequacy require the Bank to maintain minimum
amounts and ratios (set forth in the following table) of Total and Tier 1 capital (as defined in the regulations) to risk
weighted assets (as defined) and of Tier 1 capital (as defined) to average assets (as defined). As of September 30,
2019, and December 31, 2018, the Bank met all capital adequacy requirements to which it is subject.

In December 2010, the Basel Committee on Bank Supervision (“Basel Committee”) released its final framework for
strengthening international capital and liquidity regulation, now officially identified as “Basel III,” which, when
fully phased-in, would require bank holding companies and their bank subsidiaries to maintain substantially more
capital than had previously been required, with a greater emphasis on common equity.

In July 2013, the U.S. banking regulatory agencies approved the U.S. version of Basel III. The agencies-adopted
version of Basel III revises the risk-based and leverage capital requirements and the method for calculating risk-
weighted assets to make them consistent with Basel III and to meet the requirements of the Dodd-Frank Act. Although
many of the rules contained in these final regulations are applicable only to large, internationally active banks, some
of them apply on a phased-in basis to all banking organizations, including the Company and the Bank. The rules,
including alternative requirements for smaller community financial institutions like the Company and the Bank, were
fully phased in on January 1, 2019. Among other things, the rules established a new minimum common equity Tier 1
ratio (4.5% of risk-weighted assets), a higher minimum Tier 1 risk-based capital requirement (6.0% of risk-weighted
assets) and a minimum non-risk-based leverage ratio (4.0%, eliminating a 3.0% exception for higher rated banks). The
new additional capital conservation buffer of 2.5% of risk weighted assets over each of the required capital ratios was
phased in from 2016 to 2019 (2.500% in 2019 and 1.875% in 2018) and must be met to avoid limitations on the
ability of the Company and the Bank to pay dividends, repurchase shares or pay discretionary bonuses. An additional
“countercyclical capital buffer” is required for larger and more complex institutions. The new rules assign higher risk
weighting to exposures that are more than 90 days past due or are on nonaccrual status and certain commercial real
estate facilities that finance the acquisition, development or construction of real property. The rules also changed the
permitted composition of Tier 1 capital to exclude trust preferred securities, mortgage servicing rights and certain
deferred tax assets, and include unrealized gains and losses on available-for-sale debt and equity securities (through a
one-time opt out option for Standardized Banks (banks with less than $250 billion of total consolidated assets and less
than $10 billion of foreign exposures) which the Company and the Bank elected at March 31, 2015).

As of September 30, 2019, the Bank’s capital ratios each exceeded the Federal Deposit Insurance Corporation’s well
capitalized standards under the regulatory framework for prompt corrective action. To be categorized as well
capitalized, an institution must maintain minimum Total risk-based, Tier 1 risk-based and Tier 1 leverage ratios as set
forth in the following table. There are no conditions or events since the notification that management believes have
changed the Bank’s category.
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The Company’s actual capital amounts and ratios as of September 30, 2019, and December 31, 2018, are presented in
the table below.
 

  Actual   
For Capital Adequacy

Purposes   

To Be Well Capitalized
Under Prompt Corrective

Action Provisions  
  Amount   Ratio   Amount   Ratio   Amount   Ratio  

At September 30, 2019:                         
Total capital (to Risk
   Weighted Assets)  $ 193,503   14.771%  $ 104,805   8.000%  $ 131,006   10.000%
Tier 1 capital (to Risk
   Weighted Assets)  $ 161,985   12.365%  $ 78,604   6.000%  $ 104,805   8.000%
Tier 1 capital (to Average
   Assets)  $ 161,985   8.251%  $ 78,527   4.000%  $ 98,159   5.000%
Common Equity Tier 1



Common Equity Tier 1
   Capital (to Risk
Weighted
   Assets)  $ 152,203   11.618%  $ 58,953   4.500%  $ 85,154   6.500%

                         
At December 31, 2018:                         

Total capital (to Risk
   Weighted Assets)  $ 167,732   13.662%  $ 98,219   8.000%  $ 122,774   10.000%
Tier 1 capital (to Risk
   Weighted Assets)  $ 152,281   12.403%  $ 73,664   6.000%  $ 98,219   8.000%
Tier 1 capital (to Average
   Assets)  $ 152,281   7.991%  $ 76,229   4.000%  $ 95,287   5.000%
Common Equity Tier 1
   Capital (to Risk
Weighted
   Assets)  $ 142,498   11.607%  $ 55,248   4.500%  $ 79,803   6.500%

 
Stock Purchase Plan

Under the Bank’s 2011 Employee Stock Purchase Plan, eligible employees can purchase, through payroll deductions,
shares of common stock at a discount. The right to purchase stocks is granted to eligible employees during a quarterly
offer period that is established from time to time by the Board of Directors of the Company. Eligible employees
cannot accrue the right to purchase more than $25 thousand worth of stock at the fair market value at the beginning of
each offer period. Eligible employees also may not purchase more than one thousand five hundred (1,500) shares of
stock in any one offer period. The shares are purchased at 85% of the fair market price of the stock on the enrollment
date. The Plan was suspended on April 4, 2018, due to the delayed filing of our 2017 report on Form 10-K, and was
resumed when our filings with the Securities and Exchange Commission were completed within the specified filing
period at August 13, 2018.

Non-Cumulative Perpetual Preferred Stock

At September 30, 2019, the Company had outstanding 9,800 shares of its non-voting Series A Non-Cumulative
Perpetual Preferred Stock (the “Series A Preferred Stock”). The shares of Series A Preferred Stock have an initial
fixed yield of 5.5% per annum, but the yield becomes floating at June 30, 2021, after which the annual yield will be
the three-month LIBOR rate plus 4.825%. The Series A Preferred Stock carries a liquidation preference of $1
thousand per share.
 
 

Note 8 – Off-Balance-Sheet Activities
The Bank is a party to credit-related financial instruments with off-balance-sheet risk to meet the financing needs of
its customers in the normal course of business. These financial instruments include commitments to extend credit,
standby letters of credit, and commercial letters of credit. Such commitments involve, to varying degrees, elements of
credit and interest rate risk in addition to the amount reflected in the condensed consolidated financial statements.

The Bank’s exposure to credit loss, in the event of nonperformance by the other parties to financial instruments for
loan commitments and letters of credit, is represented by the contractual amount of these instruments. The Bank
follows the same credit policies in making commitments and conditional obligations as it does for on-balance-sheet
instruments.
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A summary of financial instruments with off-balance-sheet risk at September 30, 2019, and December 31, 2018, is as
follows:
 
  September 30, 2019   December 31, 2018  
Commitments to extend credit  $ 156,532  $ 163,802 
         
Letters of credit:         

Standby letters of credit  $ 56,575  $ 55,418 



Standby letters of credit  $ 56,575  $ 55,418 
Commercial letters of credit   2,456   3,070 

Total  $ 59,031  $ 58,488
 
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. The commitments for some lines of credit may expire without being drawn upon. Therefore,
the total commitment amounts do not necessarily represent future cash requirements. The Bank evaluates each
customer’s creditworthiness on a case-by-case basis. The amount of collateral obtained, if it is deemed necessary by
the Bank upon extension of credit, is based on management’s credit evaluation of the customer.

Commercial and standby letters of credit are conditional commitments issued by the Bank to guarantee the
performance of a customer to a third party or the shipment of merchandise from a third party. These letters of credit
are primarily issued to support public and private borrowing arrangements. The majority of all letters of credit issued
have expiration dates within one year. The credit risk involved in issuing letters of credit is essentially the same as that
involved in extending loan facilities to customers, and similar credit underwriting standards are applied. The Bank
generally holds collateral supporting those commitments.

The Bank considers its standby and other letters of credit to be payment guarantees. At September 30, 2019, the
maximum undiscounted future payments that the Bank could be required to make for all outstanding letters of credit
were $59.0 million. All of these arrangements mature within one year. The Bank has recourse to recover from the
customer any amounts paid under these guarantees. Most of the guarantees are fully collateralized; however, several
are unsecured. The Bank had recorded $35 thousand in reserve liabilities associated with these guarantees at
September 30, 2019.
 
 

Note 9 – Income Taxes

We record an amount equal to the tax credits, tax loss carry-forwards and tax deductions (“tax benefits”) that we
believe will be available to us to offset or reduce the amounts of our income taxes in future periods as a deferred tax
asset on our condensed consolidated statements of financial condition. Under applicable federal and state income tax
laws and regulations in the United States, such tax benefits will expire if not used within specified periods of time.
Accordingly, the ability to fully use our deferred tax asset depends on the amount of taxable income that we generate
during those time periods. At least once each year, or more frequently if warranted, we make estimates of future
taxable income that we believe we are likely to generate during those future periods. If we conclude, on the basis of
those estimates and the amount of the tax benefits available to us, that it is more likely than not that we will be able to
fully utilize those tax benefits prior to their expiration, we recognize the deferred tax asset in full on our balance sheet.
On the other hand, if we conclude on the basis of those estimates and the amount of the tax benefits available to us
that it has become more likely than not that we will be unable to utilize those tax benefits in full prior to their
expiration, then we would establish a (or increase any existing) valuation allowance to reduce the deferred tax asset on
our balance sheet to the amount which we believe we are more likely than not to be able to utilize. Such a reduction is
implemented by recognizing a non-cash charge that would have the effect of increasing the provision, or reducing any
credit, for income taxes that we would otherwise have recorded in our condensed consolidated statements of income.
The determination of whether and the extent to which we will be able to utilize our deferred tax asset involves
significant management judgments and assumptions that are subject to period-to-period changes as a result of changes
in tax laws, changes in the market, or economic conditions that could affect our operating results or variances between
our actual operating results and our projected operating results, as well as other factors.

A valuation allowance of $2.0 million has been provided at September 30, 2019, and December 31, 2018, to reduce
the deferred tax asset because, in management’s opinion, it is more likely than not that less than the entire amount will
be realized. The portion of the deferred tax asset with valuation allowance is attributable to a cumulative net operating
loss carry forward from the Bank’s CNMI operations, which losses management anticipates will continue. The charge
from the net operating loss has already been realized in the accompanying condensed consolidated statements of
income as a result of the Guam income tax code.

The difference between the effective income tax expense and the income tax expense computed at the Guam statutory
rate was due to nontaxable interest income earned on loans to the Government of Guam.

In addition to filing a federal income tax return in Guam, the Bank files income tax returns in the CNMI and the State



In addition to filing a federal income tax return in Guam, the Bank files income tax returns in the CNMI and the State
of California. The Bank is no longer subject to U.S. federal, state and local, or non-U.S. income tax examinations by
tax authorities for years before 2012.
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Note 10 – Fair Value Measurements

The Bank uses fair value measurements to record fair value adjustments to certain assets and liabilities and to
determine fair value disclosures. In accordance with ASC Topic 820 “Fair Value Measurements and Disclosures”, the
fair value of a financial instrument is the price that would be received to sell an asset or paid to transfer a liability in
an orderly transaction between market participants at the measurement date. Fair value is best determined based upon
quoted market prices. However, in many instances there are no quoted market prices for the Bank’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 the 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. The fair value guidance of ASC Topic 820 provides a consistent definition of
fair value, which focuses on exit price in an orderly transaction (that is, not a forced liquidation or distressed sale)
between market participants at the measurement date under then-current market conditions. If there has been a
significant decrease in the volume and level of activity for the asset or liability, a change in valuation technique or the
use of multiple valuation techniques may be appropriate. In such instances, determining the price at which willing
market participants would transact at the measurement date under then-current market conditions depends on the facts
and circumstances, and requires the use of significant judgment. The fair value is a reasonable point within the range
that is most representative of fair value under then-current market conditions.

Fair Value Hierarchy

In accordance with the guidance of ASC Topic 820, the Bank groups its financial assets and financial liabilities
generally measured at fair value in three levels, based on the markets in which the assets and liabilities are traded and
the reliability of the assumptions used to determine fair value.

Level 1:Valuation is based on quoted prices in active markets for identical assets or liabilities that the reporting entity
has the ability to access at the measurement date. Level 1 assets and liabilities generally include debt and
equity securities that are traded in an active exchange market, as well as certain U.S. Treasury securities that
are highly liquid and are actively traded in over-the-counter markets. Valuations are obtained from readily
available pricing sources for market transactions involving identical assets or liabilities.

Level 2:Valuation is based on inputs other than quoted prices included within Level 1 that are observable for the asset
or liability, either directly or indirectly. The valuation may be based on 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 asset or liability.

Level 3:Valuation is based on unobservable inputs that are supported by little or no market activity and that are
significant to the fair value of the assets and liabilities. Level 3 assets and liabilities include financial
instruments whose value is determined using pricing models, discounted cash flow methodologies, or similar
techniques, as well as instruments for which determination of fair value requires significant management
judgment or estimation.

A financial instrument’s categorization within the valuation hierarchy is based upon the lowest level of input that is
significant to the fair value measurement.
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Financial assets measured at fair value on a recurring basis as of September 30, 2019, and December 31, 2018, are as
follows:
 

 Quoted Prices
in Active

Markets for
Identical Assets

 Significant
Other

Observable
Inputs

 
Significant

Unobservable
Inputs

 



 
Identical Assets

(Level 1)  
Inputs

(Level 2)  
Inputs

(Level 3)  Total  
At September 30, 2019                 

U.S. treasury notes and bonds  $ 54,862  $ -  $ -  $ 54,862 
U.S. government agency and government
   sponsored enterprise (GSE) debt
securities

 

 - 

 

 40,489 

 

 - 

 

 40,489 
U.S. government agency pool securities   -   185,696   -   185,696 
U.S. government agency or GSE   -   72,912   -   72,912 

Total fair value of securities   54,862   299,097   -   353,959 
Other assets:                 

MSRs   -   -   1,729   1,729 
Total fair value  $ 54,862  $ 299,097  $ 1,729  $ 355,688 

                 
At December 31, 2018                 

U.S. treasury notes and bonds  $ 54,160  $ -  $ -  $ 54,160 
U.S. government agency and government
   sponsored enterprise (GSE) debt
securities

 

 - 

 

 44,750 

 

 - 

 

 44,750 
U.S. government agency pool securities   -   211,372   -   211,372 
U.S. government agency or GSE   -   70,760   -   70,760 

Total fair value of securities   54,160   326,882   -   381,042 
Other assets:                 

MSRs   -   -   1,778   1,778 
Total fair value  $ 54,160  $ 326,882  $ 1,778  $ 382,820

 
There were no liabilities measured at fair value on a recurring basis as of September 30, 2019, and December 31,
2018.

During the nine months ended September 30, 2019 and 2018, the changes in Level 3 assets measured at fair value on a
recurring basis are as follows:
 

  
Nine Months Ended

September 30,  
  2019   2018  
Beginning balance  $ 1,778  $ 1,903 

Realized and unrealized net gains:         
Included in net income   (49)   (65)
Included in other comprehensive income   -   - 

Purchases, issuance and settlements         
Purchases   -    -  
Issuances   -   - 
Settlements   -   - 

Ending balance  $ 1,729  $ 1,838
 
The valuation technique used for Level 3 mortgage servicing rights (“MSRs”) is their discounted cash flow. Inputs
considered in determining Level 3 pricing include the anticipated prepayment rates, discount rates, and cost to service.
Significant increases or decreases in any of those inputs in isolation would result in a significantly lower or higher fair
value measurement.
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The following table presents quantitative information about the valuation technique and unobservable inputs applied
to Level 3 fair value measurements for financial instruments measured at fair value on a recurring basis:



to Level 3 fair value measurements for financial instruments measured at fair value on a recurring basis:
 

 

 Estimated
Fair

Value  

 
Valuation
Technique

 
Unobservable

Inputs

 
Range of

Inputs  

 Weighted
Average

Rate  
September 30, 2019                 

Financial instrument:                 

MSRs
 

$ 1,729 
 Discounted

Cash Flow
 Discount Rate  8.39% -

9.12%   8.50%  

        

Weighted Average
Prepayment Rate
(Public Securities

Association)

 125%      

December 31, 2018                 
Financial instrument:                 

MSRs
 

$ 1,778 
 Discounted

Cash Flow
 Discount Rate  8.39% -

9.12%   8.50%  

        

Weighted Average
Prepayment Rate
(Public Securities

Association)

 125%     

 
There were no transfers into or out of the Bank’s Level 3 financial instruments for the periods ended September 30,
2019 and December 31, 2018.

Nonrecurring Fair Value Measurements

Under certain circumstances, the Bank makes adjustments to fair value for assets and liabilities even though they are
not measured at fair value on an ongoing basis. The following table presents the financial instruments carried on the
condensed consolidated statements of financial condition by caption and by level in the fair value hierarchy at
September 30, 2019, and December 31, 2018, for which a nonrecurring change in fair value has been recorded:
 

 

 Quoted Prices
in Active

Markets for
Identical Assets

(Level 1)  

 Significant
Other

Observable
Inputs

(Level 2)  

 
Significant

Unobservable
Inputs

(Level 3)  

 

Total  
September 30, 2019                 
Financial assets:                 

Loans, net                 
Impaired loans  $ -  $ -  $ -  $ - 

                 
Other assets                 

Other real estate owned  $ -  $ -  $ 63  $ 63 
                 

December 31, 2018                 
Financial assets:                 

Loans, net                 
Impaired loans  $ -  $ -  $ -  $ - 

                 
Other assets                 

Other real estate owned  $ -  $ -  $ 1,543  $ 1,543
 
The fair value of loans subject to write downs is estimated using the appraised value of the underlying collateral,
discounted as necessary due to management’s estimates of changes in economic conditions.



Additionally, the Bank also makes adjustments to nonfinancial assets and liabilities even though they are not
measured at fair value on an ongoing basis. With the exception of other real estate owned, the Bank does not have
nonfinancial assets or liabilities for which a nonrecurring change in fair value has been recorded during the periods
ended September 30, 2019, and December 31, 2018.
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The following methods and assumptions were used by the Bank in estimating fair value disclosures for financial
instruments:

Cash and Cash Equivalents

The carrying amount of cash and short-term instruments approximates fair value based on the short-term nature of the
assets.

Interest-Bearing Deposits in Banks

Fair values for other interest-bearing deposits are estimated using discounted cash flow analyses based on current
interest rates or yields for similar types of deposits.

Federal Home Loan Bank Stock

The Bank is a member of the FHLB of Des Moines. As a member, we are required to own stock of the FHLB, the
amount of which is based primarily on the level of our borrowings from that institution. We also have the right to
acquire additional shares of stock in the FHLB; however, to date, we have not done so. It is not practicable to
determine the fair value of FHLB stock due to restrictions placed on its transferability.

Investment Securities

When quoted prices are available in an active market, the Bank classifies the securities within Level 1 of the valuation
hierarchy. Level 1 securities include U.S. Treasury notes and bonds.

If quoted market prices are not available, the Bank estimates fair values using pricing models and discounted cash
flows that consider standard input factors such as observable market data, benchmark yields, interest rate volatilities,
broker/dealer quotes, and credit spreads. Examples of such instruments, which would generally be classified within
Level 2 of the valuation hierarchy, include U.S. GSE obligations, U.S. government agency pool securities, and other
securities. Mortgage-backed securities are included in Level 2 if observable inputs are available. In certain cases
where there is limited activity or less transparency around inputs to the valuation, the Bank would classify those
securities in Level 3. At September 30, 2019, and December 31, 2018, the Bank did not have any Level 3 investment
securities.

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 other loans are estimated using discounted cash flow analyses, based upon interest
rates currently being offered for loans with similar terms to borrowers of similar credit quality. Fair values for
nonperforming loans are estimated using discounted cash flow analyses or underlying collateral values, where
applicable. Loans are classified in Level 3.

Mortgage Servicing Rights

The fair value of MSRs is determined using models which depend on estimates of prepayment rates, discount rates
and costs to service. MSRs are classified in Level 3.

Deposit Liabilities

The fair values disclosed for demand deposits (for example, 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 (that is, their carrying amounts). Fair values for fixed-rate certificates of deposit are estimated using a discounted
cash flow calculation that applies current market interest rates on comparable instruments to a schedule of aggregated
expected monthly maturities on time deposits. Deposit liabilities are classified in Level 3.

Short-Term Borrowings



Short-Term Borrowings
The carrying amounts of federal funds purchased and FHLB advances maturing within ninety days approximate their
fair values.

Long-Term Borrowings

The fair value of FHLB advances maturing after ninety days is determined based on expected present value
techniques using current market interest rates for advances with similar terms and remaining maturities.

Accrued Interest

The carrying amount of accrued interest approximates fair value.

Off-Balance Sheet Commitments and Contingent Liabilities
Management does not believe it is practicable to provide an estimate of fair value for off-balance sheet commitments
or contingent liabilities because of the uncertainty involved in attempting to assess the likelihood and timing of a
commitment being drawn upon, coupled with a lack of an established market for these instruments and the wide
diversity of fee structures.
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Fair Value of Other Financial Instruments

The estimated fair values of the Bank’s financial instruments, excluding those assets recorded at fair value on a
recurring basis on the Bank’s condensed consolidated statements of financial condition, are as follows:
 
      Estimated fair value  
  Carrying Amount  Level 1   Level 2   Level 3  
  (Dollars in thousands)  
September 30, 2019                 
Financial assets:                 

Cash and cash equivalents  $ 189,409  $ 189,409  $ -  $ - 
Restricted cash   400   400   -   - 
Federal Home Loan Bank stock   2,267   -   2,267   - 
Investment securities held-to-
maturity   56,678   -   56,875   - 
Loans, net   1,238,465   -   -   1,241,985 

Total  $ 1,487,219  $ 189,809  $ 59,142  $ 1,241,985 
                 

Financial liabilities:                 
Deposits   1,729,668   -   -   1,738,147 

Total  $ 1,729,668  $ -  $ -  $ 1,738,147 

                 
December 31, 2018                 
Financial assets:                 

Cash and cash equivalents  $ 155,095  $ 155,095  $ -  $ - 
Restricted cash   400   400   -   - 
Federal Home Loan Bank stock   2,356   -   2,356   - 
Investment securities held-to-
maturity   68,088   -   67,477   - 
Loans, net   1,212,141   -   -   1,212,289 

Total  $ 1,438,080  $ 155,495  $ 69,833  $ 1,212,289 
                 

Financial liabilities:                 
Deposits  $ 1,728,823  $ -  $ -  $ 1,731,830 

Total  $ 1,728,823  $ -  $ -  $ 1,731,830



Total  $ 1,728,823  $ -  $ -  $ 1,731,830
 
 

Note 11 – Comprehensive Income
 

The components of accumulated other comprehensive income, included in stockholders’ equity, are as follows:
 

  
September 30,

2019   December 31,
2018  

Net unrealized loss on available-for-sale securities  $ (1,280)  $ (5,838)
Amounts reclassified from AOCI for (gain) loss on sale of investment
   securities available-for-sale included in net income   (347)   593 

Tax effect   342   1,102 
Unrealized holding loss on available-for-sale securities, net of tax   (1,285)   (4,143)

Gross unrealized holding loss on held-to-maturity securities   (625)   (1,186)
Amortization of unrealized holding loss on held-to-maturity during the
   period   262   561 
Unrealized holding loss on held-to-maturity securities   (363)   (625)

Accumulated other comprehensive income  $ (1,648)  $ (4,768)
 
Note 12 – Leases
 

The Bank leases certain land, office spaces, and storage spaces. Leases with an initial term of 12 months or less are
not recorded on the balance sheet. Instead, the Bank recognizes lease expense for these leases on a straight-line basis
over the lease term.

Most leases include one or more options to renew, with renewal terms that can extend the lease term from one to 50
years or more. The exercise of lease renewal options is at our sole discretion. The depreciable life of assets and
leasehold improvements are limited by the expected lease terms, unless there is a transfer of title or purchase option
reasonably certain of exercise.
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Certain of our lease agreements include rental payments based on a percentage of the prevailing market value of the
lease and the average of the Treasury Bill Rate and the Guam Consumer Price Index figure, and others include rental
payments adjusted periodically for inflation. The Bank's lease agreements do not contain any material residual value
guarantees or material restrictive covenants.

The Bank leases certain facilities from two separate entities in which two of its directors have separate ownership
interests. Lease payments made to these entities during the nine months ended September 30, 2019 and 2018,
approximated $235 thousand and $233 thousand, respectively. During the three months ended September 30, 2019
and 2018, lease payments made to these entities approximated $89 thousand and $58 thousand, respectively.

Additionally, the Bank leases office space to third parties, with original lease terms ranging from 1 to 3 years with
option periods ranging up to 12 years. At September 30, 2019, minimum future rents to be received under non-
cancelable operating sublease agreements were $11 thousand and $34 thousand for the periods ending December 31,
2019 and 2020, respectively.

The cash flow from operating leases included in the measurement of lease liabilities during the nine months ended
September 30, 2019, was $2.4 million.

The following table summarizes the lease-related assets and liabilities recorded in our unaudited condensed
consolidated statements of financial condition at September 30, 2019:
 
 

  September 30, 2019  
Assets     

Operating lease right-of-use assets  $ 30,322 
Total lease assets  $ 30,322 



     
Liabilities     
Current     

Operating  $ 2,326 
Noncurrent     

Operating   28,249 
Total lease liabilities  $ 30,575

 
The operating lease cost, including short-term lease and variable lease costs, were $920 thousand and $2.7 million
during the three and nine months ended September 30, 2019, respectively. Short term leases were $8 thousand and
$23 thousand for the three and nine months ended September 30, 2019, respectively. Short term leases include one
lease that is less than 12 months.

The following table provides the maturities of lease liabilities at September 30, 2019:
 
  

Operating
Leases (a)   Finance

Leases   Total  
2020  $ 3,403  $ -  $ 3,403 
2021   3,336   -   3,336 
2022   2,766   -   2,766 
2023   2,525   -   2,525 
2024   2,351   -   2,351 

After 2024   40,648   -   40,648 
Total lease payments  $ 55,029  $ -  $ 55,029 

Less: Interest (b)   24,454   -   24,454 
Present value of lease liabilities (c)  $ 30,575  $ -  $ 30,575
 
Note: For leases commencing prior to 2019, minimum lease payments exclude payments to landlords for real estate
taxes and common area maintenance.

 (a) Operating lease payments include $23.5 million related to options to extend lease terms that are reasonably
certain of being exercised.

 (b) Calculated using the incremental borrowing rate based on the lease term for each lease.

 (c) Includes the current portion of $2.3 million for operating leases.
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The following table provides the weighted-average lease term and discount rate at September 30, 2019:
 
  September 30, 2019  
Weighted-average remaining lease term (years)     

Operating leases   24.0 
Weighted-average discount rate     

Operating leases   4.06%
 
 

Note 13 – Revenue Recognition

On January 1, 2018, the Company adopted ASU No. 2014-09, “Revenue from Contracts with Customers” (“ASC
606”) and all subsequent ASUs that modified ASC 606. The Company’s revenue is primarily comprised of net
interest income on financial assets less interest paid on financial liabilities, which are excluded from the scope of ASU
No. 2014-09. The Company evaluated its various revenue streams and determined that service charges on deposit
accounts and online fees are within the scope of ASC 606. The fees charged from service charges on deposit accounts
are based on services provided or transactions performed, and the online fees associated with business accounts are
billed at the end of each month or upon occurrence. Neither revenue stream results in a difference from historic



billed at the end of each month or upon occurrence. Neither revenue stream results in a difference from historic
revenue recognition practices. The revenue earned from these services and its percentage of total revenue for the nine
months ended September 30, 2019, were $3.4 million and 4.2% for service charges on deposit accounts, and $660
thousand and 0.8% for online fees, respectively. The revenue earned from these services and its percentage of total
revenue for the nine months ended September 30, 2018, are $3.7 million and 4.7% for service charges on deposit
accounts, and $610 thousand and 0.8% for online fees, respectively. The Company has determined that the result of
applying this ASU to the revenue streams affected has not been material to the Company’s consolidated financial
statements.

The revenue earned from these services and its percentage of total revenue for the three months ended September 30,
2019, were $1.2 million and 4.1% for service charges on deposit accounts, and $224 thousand and 0.8% for online
fees, respectively. The revenue earned from these services and its percentage of total revenue for the three months
ended September 30, 2018, are $1.2 million and 4.6% for service charges on deposit accounts, and $211 thousand and
0.8% for online fees, respectively. The Company has determined that the result of applying this ASU to the revenue
streams affected has not been material to the Company’s consolidated financial statements.
 
Note 14 – Subordinated Debt
On June 27, 2019, the Company issued $15.0 million in aggregate principal amount of its 6.35% Fixed-to-Floating
Rate Subordinated Notes due June 30, 2029 (the “Notes”).

The Notes have a ten-year term and initially bear interest at a fixed annual rate of 6.35%. Beginning June 30, 2024,
the interest rate will reset quarterly to the then-current three-month LIBOR plus 466 basis points.

The Notes are unsecured, subordinated obligations of the Company only and are not obligations of, and are not
guaranteed by, any subsidiary of the Company. The Notes rank junior in right to payment to the Company’s current
and future senior indebtedness.
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Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion provides information about the results of operations, financial condition, liquidity, and
capital resources of the Company and its wholly-owned subsidiaries, the Bank and BGIS. This information is intended
to facilitate the understanding and assessment of significant changes and trends related to our financial condition and
the results of operations. This discussion and analysis should be read in conjunction with our condensed consolidated
financial statements and the accompanying notes presented elsewhere in this Quarterly Report.

Overview
BankGuam Holding Company (the “Company”) is a Guam corporation organized on October 29, 2010, to act as a
holding company of Bank of Guam (the “Bank”), a 22-branch bank serving the communities in Guam, the
Commonwealth of the Northern Mariana Islands (“CNMI”), the Federated States of Micronesia (“FSM”), the
Republic of the Marshall Islands (“RMI”), the Republic of Palau (“ROP”), and San Francisco, California. On August
15, 2011, the Company acquired all of the outstanding common stock of the Bank in a holding company formation
transaction.

In August 2015, the Company chartered a second subsidiary, BankGuam Investment Services (“BGIS”), in an effort
to enhance the options and opportunities of our customers to build future income and wealth. BGIS was capitalized in
the amount of $300 thousand during the first quarter of 2016, and was in full operation by the end of May 2016.

In May 2016, the Company entered into a Stock Purchase Agreement to acquire 25% of ASC Trust Corporation, a
Guam trust company. In July 2016, subsequent to the approval of the Federal Reserve Bank of San Francisco in June
2016, the purchase was executed. As stated in Note 4 – Investment Securities, and with the approval of the Federal
Reserve Bank of San Francisco, an additional 20% of ASC Trust LLC, formerly ASC Trust Corporation, was
purchased by the Company in July 2019. The Agreement, as amended to date, provides for the acquisition of an
additional 25% of the stock of ASC Trust LLC in April 2021, subject to regulatory approval. The Agreement contains
customary warranties, representations and indemnification provisions.

Other than holding the shares of the Bank, BGIS and ASC Trust LLC, the Company conducts no significant activities,



Other than holding the shares of the Bank, BGIS and ASC Trust LLC, the Company conducts no significant activities,
although it is authorized, with the prior approval of its principal regulator, the Board of Governors of the Federal
Reserve System, to engage in a variety of activities related to the business of banking. Currently, substantially all of
the Company’s operations are conducted and substantially all of its assets are owned by the Bank, which accounts for
substantially all of our consolidated revenues, expenses and operating income. The Bank’s headquarters is located in
Hagåtña, Guam, and the Bank provides a variety of financial services to individuals, businesses and government
entities through its branch network. The Bank’s primary deposit products are demand deposits, savings and time
certificates of deposit, and its primary lending products are consumer, commercial and real estate loans. The Bank
also provides many other financial services to its customers. BGIS is a registered investment company, primarily
involved in providing investment advisory services and trading securities for its customers. ASC Trust LLC is
primarily involved in administering 401(k) retirement plans and other employee benefit programs for its customers.

Summary of Operating Results

The following table provides unaudited comparative information with respect to our results of operations for the three
and nine months ended September 30, 2019 and 2018, respectively:
 

  
Three Months Ended

September 30,   
Nine Months Ended

September 30,  

  
2019

Amount   
2018

Amount   
%

Change   
2019

Amount  
2018

Amount  
%

Change 
Interest income  $ 23,280   22,574   3.1% $ 70,451  $ 67,189   4.9%
Interest expense   750   516   45.3%  1,765   1,605   10.0%

Net interest income, before provision for
loan losses   22,530   22,058   2.1%  68,686   65,584   4.7%
Provision for loan losses   1,919   3,134   -38.8%  7,869   7,972   -1.3%

Net interest income, after provision for loan
losses   20,611   18,924   8.9%  60,817   57,612   5.6%
Non-interest income   4,871   3,749   29.9%  12,344   11,008   12.1%
Non-interest expense   19,068   18,700   2.0%  57,607   55,223   4.3%
Income before income taxes   6,414   3,973   61.4%  15,554   13,397   16.1%
Income tax expense   1,367   699   95.6%  3,245   2,597   25.0%

Net income  $ 5,047  $ 3,274   54.2% $ 12,309  $ 10,800   14.0%
                         

Earnings per common share                         
Basic  $ 0.51  $ 0.33      $ 1.23  $ 1.08     
Diluted  $ 0.51  $ 0.33      $ 1.23  $ 1.08    
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As the above table indicates, our net income increased in the three months ended September 30, 2019, and the nine
months ended September 30, 2019, as compared to the corresponding periods in 2018. In the three months ended
September 30, 2019, we recorded net income after taxes of $5.0 million, an increase of $1.8 million (or 54.2%) as
compared to the same period in 2018. The primary reasons for the increase were increases of $1.1 million in non-
interest income and $472 thousand in net interest income, and a reduction of $1.2 million in provision for loan losses,
partially offset by an increase in non-interest expense of $368 thousand.
 
In the nine months ended September 30, 2019, we recorded $12.3 million in net income, an increase of $1.5 million
(or 14.0%) from $10.8 million during the same period in 2018. The primary reasons for the increase were increases of
$3.1 million in net interest income and $1.3 million in non-interest income, partially offset by increases in both non-
interest expense of $2.4 million and income tax expense of $648 thousand.
 
The following table shows the increase in our net interest margin in the three and nine months ended September 30,
2019, but it also indicates the impact that the increase in our net income had on our annualized returns on average
assets and average equity. Our return on average equity increased by 3.67% during the three months ended



assets and average equity. Our return on average equity increased by 3.67% during the three months ended
September 30, 2019, as compared to the corresponding period in 2018, and our return on average assets increased by
34 basis points:
 

  
Three Months Ended

September 30,   
Nine Months Ended

September 30,  
  2019   2018   2019   2018  
Net interest margin  4.89%   4.88%   4.98%   4.73%  
Return on average assets  1.03%   0.69%   1.26%   1.12%  
Return on average equity  12.63%   8.96%   15.84%   15.01%
 
Critical Accounting Policies

The Company’s significant accounting policies are set forth in Note 2 in the Notes to the Company’s Annual Report
on Form 10-K for 2018 filed with the SEC on March 15, 2019, and Note 2 of Item 1 in this report. Our unaudited
condensed consolidated financial statements are prepared in accordance with generally accepted accounting principles
in the United States of America (“GAAP”) and general practices in the banking industry. Certain of those accounting
policies are considered critical accounting policies because they require us to make assumptions and judgments
regarding circumstances or trends that could affect the carrying values of our material assets, such as assumptions
regarding economic conditions or trends that could impact our ability to fully collect our outstanding loans or
ultimately realize the carrying values of certain of our other assets, such as securities that are available for sale. If
adverse changes were to occur in the events, trends or other circumstances on which our assumptions or judgments
have been based, or other unanticipated events were to happen that might affect our operating results, it could become
necessary under GAAP for us to reduce the carrying values of the affected assets in our condensed consolidated
statements of financial condition. In addition, because reductions in the carrying values of assets are sometimes
effectuated by or require charges to income, such reductions also may have the effect of reducing our income.
 
Results of Operations
Net Interest Income

Net interest income, the primary component of the Bank’s income, refers to the difference between the interest earned
on loans, investment securities and other interest-earning assets, and the interest paid on deposits and other borrowed
funds. Our interest income and interest expense are affected by a number of factors, some of which are outside of our
control, including national and local economic conditions, the monetary policies of the Federal Reserve’s Open
Market Committee which affect interest rates, competition in the marketplace for loans and deposits, the demand for
loans and the ability of borrowers to meet their payment obligations. Net interest income, when expressed as a
percentage of average earning assets, is a banking organization’s “net interest margin.”

The following table sets forth our interest income, interest expense and net interest income, and our annualized net
interest margin for the three and nine months ended September 30, 2019 and 2018, respectively:
 

  
Three Months Ended

September 30,   Nine Months Ended
September 30,  

 
 2019   2018   

%
Change   2019   2018   

%
Change 

Interest income  $ 23,280  $ 22,574   3.13% $70,451  $67,189   4.85%
Interest expense   750   516   45.35%  1,765   1,605   9.97%

Net interest income  $ 22,530  $ 22,058   2.14% $68,686  $65,584   4.73%
                         

Net interest margin   4.89%  4.88%  0.01%  4.98%  4.73%  0.25%
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Net interest income increased by 2.1% and 4.7%, respectively, for the three and nine months ended September 30,
2019, as compared to the corresponding periods in 2018.

For the three and nine months ended September 30, 2019, net interest income rose by $472 thousand and $3.1 million,



For the three and nine months ended September 30, 2019, net interest income rose by $472 thousand and $3.1 million,
respectively, as compared to the same periods in 2018. Total interest income increased by $706 thousand during the
three months ended September 30, 2019, compared to the same period in 2018, primarily from a $213 thousand
increase in earnings on deposits with banks and a $281 thousand increase in interest earned on our short term
investments, supplemented by a $212 thousand increase in our loan interest earnings during the three months ended
September 30, 2019, compared to the previous year. The growth in our net interest margin was the result of an
increase of 0.06% in the yield on our average earning assets. Total interest income increased by $3.3 million in the
nine months ended September 30, 2019, compared to the previous year because of increases of $2.0 million in loan
interest earnings, $969 thousand in earnings on deposits with banks and $326 thousand on investment securities as
compared to the corresponding period of 2018.
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Average Balances

Distribution, Rate and Yield

The following table sets forth information regarding our average balance sheet, annualized yields on interest-earning
assets and interest rates on interest-bearing liabilities, the interest rate spread and the interest rate margin for the three
and nine months ended September 30, 2019 and 2018:
 
  Three Months Ended September 30,  
  2019   2018  

  
Average
Balance   

Interest
Earned/Paid  

Average
Yield/Rate   

Average
Balance   

Interest
Earned/Paid  

Average
Yield/Rate  

Interest earning assets:                         
Short term investments1  $ 125,259  $ 567   1.81%  $ 121,506  $ 354   1.17%
Investment Securities²   454,545   2,551   2.24%   461,147   2,270   1.97%
Loans³   1,262,879   20,162   6.39%   1,226,073   19,950   6.51%

Total earning assets   1,842,683   23,280   5.05%   1,808,726   22,574   4.99%
Noninterest earning assets   112,040           91,113         

Total assets  $ 1,954,723          $ 1,899,839         
Interest-bearing liabilities:                         

Interest-bearing checking accounts  $ 255,784  $ 77   0.12%  $ 233,310  $ 68   0.12%
Savings accounts   905,897   403   0.18%   907,437   418   0.18%
Certificates of deposit   29,595   26   0.35%   31,930   30   0.38%
Subordinated debt   14,742   244   6.62%   -    -    0.00%

Total interest-bearing liabilities   1,206,018   750   0.25%   1,172,677   516   0.18%
Non-interest bearing liabilities   588,880           580,979         

Total liabilities   1,794,898           1,753,656         
Stockholders’ equity   159,825           146,183         

Total liabilities and
stockholders’
   equity  $ 1,954,723 

 
   

 
   

 
$ 1,899,839 

 
   

 
   

                         
Net interest income      $ 22,530          $ 22,058     

                         
Interest rate spread           4.80%           4.82%
Net interest margin           4.89%           4.88%

                         
  Nine Months Ended September 30,  
  2019   2018  

  
Average
Balance   

Interest
Earned/Paid  

Average
Yield/Rate   

Average
Balance   

Interest
Earned/Paid  

Average
Yield/Rate  

Interest earning assets:                         
Short term investments1  $ 122,959  $ 1,695   1.84%  $ 85,698  $ 726   1.13%
Investment securities²   450,376   7,581   2.24%   518,983   7,255   1.86%
Loans³   1,263,819   61,175   6.45%   1,243,138   59,208   6.35%

Total earning assets   1,837,154   70,451   5.11%   1,847,819   67,189   4.85%
Noninterest earning assets   109,366           87,226         

Total assets  $ 1,946,520          $ 1,935,045         
Interest-bearing liabilities:                         

Interest-bearing checking accounts  $ 262,665  $ 235   0.12%  $ 266,393  $ 241   0.12%
Savings accounts   899,174   1,195   0.18%   934,015   1,265   0.18%
Certificates of deposit   30,271   81   0.36%   33,206   88   0.35%



Certificates of deposit   30,271   81   0.36%   33,206   88   0.35%
Subordinated debt   6,552   254   5.17%   -    11   0.00%

Total interest-bearing liabilities   1,198,662   1,765   0.20%   1,233,614   1,605   0.17%
Non-interest bearing liabilities   592,399           557,559         

Total liabilities   1,791,061           1,791,173         
Stockholders’ equity   155,459           143,872         

Total liabilities and
stockholders’
  equity  $ 1,946,520 

 
   

 
   

 
$ 1,935,045 

 
   

 
   

                         
Net interest income      $ 68,686          $ 65,584     

                         
Interest rate spread           4.92%           4.67%
Net interest margin           4.98%           4.73%

 

 1 Short term investments consist of interest-bearing deposits that we maintain with other financial
institutions.
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 2 Includes all investment securities in the Available-for-Sale and the Held-to-Maturity classifications.
 3 Loans include the average balance of non-accrual loans. Loan interest income includes loan fees of $660

thousand and $2.0 million in the three and nine months ended September 30, 2019, and $571 thousand and
$1.7 million during the three and nine months ended September 30, 2018, respectively.

For the three and nine months ended September 30, 2019, our total average earning assets increased by $34.0 million
and decreased by $10.7 million, respectively, as compared to the same periods in 2018. The increase during the three
months ended September 30, 2019, compared to the same period in 2018, is attributed to the $36.8 million increase in
our average loan portfolio, and a $3.8 million increase in average short term investments, only partially offset by the
$6.6 million decrease in our average investment securities. Average noninterest earning assets increased by $20.9
million. In the three and nine months ended September 30, 2019, average total interest-bearing liabilities increased by
$33.3 million and decreased by $35.0 million, respectively, in comparison to the same periods in 2018. In the three
months ended September 30, 2019, the increase was comprised of the $22.5 million increase in average interest-
bearing checking accounts, and a $14.7 million increase in average subordinated debt, offset by the $2.3 million
decrease in average certificates of deposit and the $1.5 million decrease in average savings accounts. The overall
increase in average interest-bearing liabilities resulted from an increase in our deposit base, primarily in commercial
checking accounts. The partially offsetting increase of $7.9 million in average non-interest bearing liabilities during
the three months ended September 30, 2019, compared to the same period in 2018, primarily in traditional checking
accounts, moderated an overall increase of $41.2 million in average total liabilities. During the three and nine months
ended September 30, 2019, average stockholders’ equity increased by $13.6 million (9.3%) and $11.6 million (8.1%),
respectively, in comparison to the year-earlier periods.

Our interest rate spread decreased by 2 basis points (0.02%), and our net interest margin increased by 1 basis point
(0.01%) in the three months ended September 30, 2019, as compared to the same period in 2018. During the three
months ended September 30, 2019, the increase in our interest rate spread is attributed to the 6 basis point (0.06%)
increase in the average yield on our interest earning assets, from 4.99% to 5.05%, while the average rate on our
interest-bearing liabilities increased by 7 basis points from 0.18% to 0.25%.

Our interest rate spread and our net interest margin increased by 24 basis points (0.24%), and 25 basis points (0.25%),
respectively, in the nine months ended September 30, 2019, as compared to the same period in 2018. During the nine
months ended September 30, 2019, the increase in our interest rate spread is attributed to the 26 basis point (0.26%)
increase in the average yield on our interest earning assets, from 4.85% to 5.11%, coupled with the increase in the
average rate on our interest-bearing liabilities by 3 basis points, from 0.17% to 0.20%. The increase in our net interest
margin resulted from the 4.7% increase in our net interest income combined with the 0.58% decrease in our average
total interest-earning assets.
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The following table provides information regarding the changes in interest income and interest expense, attributable to
changes in rates and changes in volumes, that contributed to the total change in net interest income for the three and



changes in rates and changes in volumes, that contributed to the total change in net interest income for the three and
nine months ended September 30, 2019, in comparison to the three and nine months ended September 30, 2018:
 

  
Three Months Ended September 30, 2019 vs.

2018  
  (In thousands)  
  Net Change in   Attributable to:  

  
Interest

Income/Expense  
Change in

Rate   
Change in

Volume  
Interest income:             

Short term investments  $ 213  $ 784  $ (571)
Investment securities   281   1,272   (991)
Loans   212   (1,502)   1,714 

Total interest income  $ 706  $ 554  $ 152 
             

Interest expense:             
Interest-bearing checking accounts  $ 9  $ 9  $ - 
Savings accounts   (15)   (57)   42 
Certificates of deposit   (4)   (8)   4 
Other borrowings   244   -   244 

Total interest expense  $ 234  $ (56)  $ 290 
             

Net interest income  $ 472  $ 610  $ (138)
             
             

  
Nine Months Ended September 30, 2019 vs.

2018  
  (In thousands)  
  Net Change in   Attributable to:  

  
Interest

Income/Expense  
Change in

Rate   
Change in

Volume  
Interest income:             

Short term investments  $ 969  $ 607  $ 362 
Investment securities   326   1,974   (1,648)
Loans   1,967   1,288   679 

Total interest income  $ 3,262  $ 3,869  $ (607)
             

Interest expense:             
Interest-bearing checking accounts  $ (6)  $ (4)  $ (2)
Savings accounts   (70)   (32)   (38)
Certificates of deposit   (7)   1   (8)
Other borrowings   243   -   243 

Total interest expense  $ 160  $ (35)  $ 195 
             

Net interest income  $ 3,102  $ 3,904  $ (802)
 
Provision for Loan Losses

We maintain allowances for probable loan losses that are incurred as a normal part of the banking business. As more
fully discussed in Note 5 of the notes to the unaudited condensed consolidated financial statements in Item 1 of this
Quarterly Report on Form 10-Q, an allowance for loan losses has been established by management in order to provide
for those loans which, for a variety of reasons, may not be repaid in their entirety. The allowance is maintained at a
level considered by management to be adequate to provide for probable losses that are accrued as of the balance sheet
date and based on methodologies applied on a consistent basis with the prior year. Management’s review of the



date and based on methodologies applied on a consistent basis with the prior year. Management’s review of the
adequacy of the allowance includes, among other things, loan growth, changes in the composition of the loan
portfolio, an analysis of past loan loss experience and management’s evaluation of the loan portfolio under current
economic conditions.
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The allowance for loan losses is based on estimates, and ultimate losses will vary from current estimates. The Bank
recognizes that credit losses will be experienced and the risk of loss will vary with, among other things: general
economic conditions; the type of loan being made; the credit worthiness of the borrower over the term of the loan;
and, in the case of a collateralized loan, the quality and valuation of the collateral for such loan. The allowance for
loan losses represents the Bank’s best estimate of the allowance necessary to provide for probable losses in the
portfolio as of the balance sheet date.

If management determines that it is necessary to increase the allowance for loan losses, a provision for loan losses is
recorded. For the three months ended September 30, 2019, the Bank’s provision for loan losses was $1.9 million,
which was $1.2 million lower than the corresponding period of 2018. For the nine months ended September 30, 2019,
the Bank’s provision for loan losses was $7.9 million, which was approximately the same as during the corresponding
period of 2018.

Management believes that the provision recorded was sufficient to offset the incremental risk of loss inherent in the
gross loan portfolio of $1.27 billion at September 30, 2019, an increase of $30.3 million from December 31, 2018.
The allowance for loan losses at September 30, 2019, stood at $27.9 million or 2.20% of total gross loans outstanding
as of the balance sheet date, an increase of $4.1 million from December 31, 2018. We recorded net loan charge-offs of
$1.2 million and $3.8 million, respectively, for the three and nine months ended September 30, 2019. See “Analysis of
Allowance for Loan Losses” in the Financial Condition Section of Management’s Discussion and Analysis of
Financial Condition and Results of Operations for more detailed information.

Non-Interest Income

The table below represents the major components of non-interest income and the changes therein for the three and
nine months ended September 30, 2019 and 2018:
 
  Three Months Ended September 30,   Nine Months Ended September 30,  
 

 
2019

Amount   
2018

Amount   
Amount
Change   

Percent
Change  

2019
Amount  

2018
Amount  

Amount
Change   

Percent
Change 

Non-interest income                                 
Service charges and fees  $ 1,744  $ 1,567  $ 177   11.3%  $ 4,986  $ 5,005  $ (19)   -0.4%
Gain (loss) on sale of
investment securities   347   (181)   528   -291.7%   347   (593)   940   -158.5%
Income from merchant
services   606   611   (5)   -0.8%   1,812   1,788   24   1.3%
Income from
cardholders, net   433   68   365   536.8%   473   247   226   91.5%
Trustee fees   715   787   (72)   -9.1%   1,957   1,866   91   4.9%
Other income   1,026   897   129   14.4%   2,769   2,695   74   2.7%

Total non-interest
income  $ 4,871  $ 3,749  $ 1,122   29.9%  $ 12,344  $ 11,008  $ 1,336   12.1%

 
For the three months ended September 30, 2019, non-interest income totaled $4.9 million, which was $1.1 million
higher as compared to the three months ended September 30, 2018. The change during the three months ended
September 30, 2019, is primarily attributed to increases in income from a gain on the sale of investment securities,
cardholder income and service charges and fees, partially offset by a reduction in trustee fees.
 
For the nine months ended September 30, 2019, non-interest income totaled $12.3 million, which was an increase of
$1.3 million (12.1%) as compared to the nine months ended September 30, 2018. The growth during the nine months
ended September 30, 2019, is primarily attributed to the gain on the sale of investment securities and an increase in
cardholder income.



cardholder income.
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Non-interest Expense

The table below represents the major components of non-interest expense and the changes for the nine months ended
September 30, 2019 and 2018:
 
  Three Months Ended September 30,   Nine Months Ended September 30,  
 

 
2019

Amount   
2018

Amount   
Amount
Change   

Percent
Change  

2019
Amount  

2018
Amount  

Amount
Change   

Percent
Change 

Non-interest expense:                                 
Salaries and employee
benefits  $ 9,315  $ 8,977  $ 338   3.8% $ 27,251  $ 27,033  $ 218   0.8%
Occupancy   2,294   1,825   469   25.7%  6,292   5,435   857   15.8%
Equipment and
depreciation   3,006   2,628   378   14.4%  8,562   7,485   1,077   14.4%
Insurance   478   442   36   8.1%  1,407   1,296   111   8.6%
Telecommunications   341   491   (150)   -30.5%  1,038   1,471   (433)   -29.4%
FDIC insurance
assessment   -   348   (348)   -100.0%  706   1,056   (350)   -33.1%
Professional services   488   709   (221)   -31.2%  1,860   2,237   (377)   -16.9%
Contract services   523   432   91   21.1%  1,515   1,266   249   19.7%
Other real estate owned   63   196   (133)   -67.9%  1,235   238   997   418.9%
Stationery and supplies   168   243   (75)   -30.9%  581   622   (41)   -6.6%
Training and education   268   276   (8)   -2.9%  799   816   (17)   -2.1%
General,
administrative and other   2,124   2,133   (9)   -0.4%  6,361   6,268   93   1.5%

Total non-interest
expense  $ 19,068  $ 18,700  $ 368   2.0% $ 57,607  $ 55,223  $ 2,384   4.3%

 
For the three months ended September 30, 2019, non-interest expense totaled $19.1 million, which was an increase of
$368 thousand (2.0%) as compared to the same period in 2018. The increase is primarily attributed to the $469
thousand increase in occupancy expense, the $378 thousand increase in equipment and depreciation expense and the
$338 thousand increase in our salaries and employee benefits expense. The increase in occupancy expense is primarily
due to the increase in lease expenses by $460 thousand primarily due to the reclassification of the lease component of
certain telecommunications cables upon our adoption of ASU 2016-02, “Leases (Topic 842)”, at January 1, 2019, the
increase in equipment and depreciation expense resulted primarily from increases in computer equipment and
software expenses of $263 thousand and the increase in salaries and benefits is due to the annual merit increases.
These increases were partially offset by a decrease in the FDIC insurance assessment that resulted primarily due to
receipt of an assessment credit from FDIC during the quarter, and a decrease in professional services, among other
factors.
 
For the nine months ended September 30, 2019, non-interest expense totaled $57.6 million, which represented an
increase of $2.4 million (4.3%) as compared to the same period in 2018. The increase is primarily attributed to the
$1.1 million increase in equipment and depreciation expense, $1.0 million increase in our expense related to other real
estate owned and the $857 thousand increase in occupancy expense. The largest offsets were a reduction of $433
thousand in telecommunications expense, $377 in professional services expense and $350 thousand in the FDIC
insurance assessment. The increase in equipment and depreciation expense resulted primarily from increases in
computer equipment and software expenses of $1.0 million. The increase in other real estate owned expense is
primarily due to the charge off of two foreclosed properties, both in California, in order to meet regulatory
requirements. The increase in occupancy expense was primarily due to the reclassification of the lease component of
certain telecommunications cables upon our adoption of ASU 2016-02, “Leases (Topic 842)”, at January 1, 2019.
 
Income Tax Expense



Income Tax Expense

For the three and nine months ended September 30, 2019, the Bank recorded income tax expenses of $1.4 million, and
$3.2 million, respectively. These expenses were $668 thousand, and $648 thousand higher, respectively, than the
income tax expense recorded for the corresponding periods in 2018.

Financial Condition

Assets

As of September 30, 2019, total assets were $1.95 billion, an increase of 3.2% from the $1.89 billion at December 31,
2018. This $60.0 million increase was comprised of the $38.3 million increase in interest bearing deposits in banks,
$32.0 million increase in other assets and the $26.3 million growth in our net loan portfolio and a $4.1 million
increase in our investment in unconsolidated subsidiary, supplemented by the $1.7 million increase in net premises
and equipment, but partially offset by the reduction of $38.5 million in our net investment securities portfolio and the
$4.0 million decrease in our cash and due from banks. As our net loans increased slower than our total assets, the
proportion of net loans to total assets decreased from 64.1% at December 31, 2018 to 63.5% at September 30, 2019.
The growth in assets was associated with the $31.6 million increase in other liabilities, net proceeds of $14.7 million
from the issuance of subordinated debt, a $9.5 million increase in retained earnings and the $3.1 million improvement
in accumulated other comprehensive loss.
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Interest-Earning Assets

The following table sets forth the composition of our interest-earning assets at September 30, 2019, as compared to
December 31, 2018:
 

  
September 30,

2019   
December 31,

2018   Variance  
Interest-earning deposits with financial institutions
(including
   restricted cash)  $ 160,497  $ 122,216  $ 38,281 
Federal Home Loan Bank stock, at cost   2,267   2,356   (89)
Investment securities available-for-sale   353,959   381,042   (27,083)
Investment securities held-to-maturity   56,678   68,088   (11,410)
Loans, gross   1,268,872   1,238,564   30,308 

Total interest-earning assets  $ 1,842,273  $ 1,812,266  $ 30,007
 
Loans

Commercial & industrial loans are loans to businesses to finance capital purchases and improvements, or to provide
cash flow for operations. Commercial mortgage loans include loans secured by real property for purposes such as the
purchase or improvement of that property, wherein repayment is derived from the income generated by the real
property or from business operations. Residential mortgage loans are loans to consumers to finance the purchase,
improvement, or refinance of real property secured by 1-4 family housing units. Consumer loans include loans to
individuals to finance personal needs and are either closed- or open-ended loans. Automobile loans fall under the
consumer loan category, but the bulk of consumer loans is typically unsecured extensions of credit such as credit card
debt and personal signature loans.

A summary of the balances of loans at September 30, 2019, and December 31, 2018, follows:
 
  September 30, 2019   December 31, 2018  
  Amount   Percent   Amount   Percent  
Commercial                 
Commercial & industrial  $ 250,970   19.8%  $ 243,465   19.6%
Commercial mortgage   590,464   46.5%   560,827   45.3%
Commercial construction   65,200   5.1%   39,408   3.2%
Commercial agriculture   671   0.1%   688   0.1%



Total commercial   907,305   71.5%   844,388   68.2%
Consumer                 
Residential mortgage   125,601   9.9%   138,923   11.2%
Home equity   2,611   0.2%   1,325   0.1%
Automobile   22,926   1.8%   26,686   2.2%
Other consumer loans1   210,429   16.6%   227,242   18.3%

Total consumer   361,567   28.5%   394,176   31.8%
Gross loans   1,268,872   100.0%   1,238,564   100.0%

Deferred loan (fees) costs, net   (2,555)       (2,649)     
Allowance for loan losses   (27,852)       (23,774)     

Loans, net  $ 1,238,465      $ 1,212,141    
 

 

 1 Comprised of other revolving credit, installment loans, and overdrafts.

At September 30, 2019, total gross loans increased by $30.3 million, to $1.27 billion, from $1.24 billion at
December 31, 2018. The increase in loans was largely attributed to a $62.9 million increase in total commercial loans,
to $907.3 million at September 30, 2019, from $844.4 million at December 31, 2018. The underlying increases were
comprised of commercial mortgage loans rising by $29.6 million, along with increases in commercial construction
loans by $25.8 million and commercial & industrial loans by $7.5 million. The increase in total commercial loans was
partially offset by a $32.6 million decrease in total consumer loans, to $361.6 million at September 30, 2019, from
$394.2 million at December 31, 2018. The decreases were in other consumer loans by $16.8 million, residential
mortgage loans by $13.3 million and automobile loans by $3.8 million. These were partially offset by the increase in
home equity loans by $1.3 million.
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At September 30, 2019, loans outstanding were comprised of approximately 69.38% in variable rate loans and
30.62% in fixed rate loans.

Since it first opened in 1972, the Bank has expanded its operations and its branch network, first in Guam, then in the
other islands of our region and in San Francisco, California. In the interests of enhancing performance and stability
through market and industry diversification, the Bank has increased its focus on growth in the San Francisco area in
recent years, adding personnel with experience and expertise in the Bay Area. The following table provides figures for
gross loans in the Bank’s administrative regions for December 31, 2017 and 2018, and September 30, 2019:
 

  December 31,   September 30,  
  2017   2018   2019  

Guam  $ 704,666  $ 697,722  $ 684,678 
Commonwealth of the Northern Mariana Islands  $ 79,489  $ 90,291  $ 109,687 
The Freely Associated States of Micronesia *  $ 93,560  $ 91,640  $ 92,593 
California  $ 352,165  $ 358,911  $ 381,914 

Total  $ 1,229,880  $ 1,238,564  $ 1,268,872
 

 * The Freely Associated States (FAS) are comprised of the Federated States of Micronesia (Chuuk, Kosrae,
Pohnpei and Yap), the Republic of the Marshall Islands and the Republic of Palau.

As the table indicates, the Bank’s total gross loans increased by 2.4% during the nine months ended September 30,
2019, after having increased by 0.7% during 2018. By way of comparison, loans in the California region increased by
6.4% during the nine months ended September 30, 2019, and by 1.9% in 2018, as the California region provided
continued support for the expansion of the Bank. The continuing recovery of the economy in the Commonwealth of
the Northern Mariana Islands allowed us to increase our lending there by $19.4 million, or 21.5%, during the nine
months ended September 30, 2019, after increasing by $10.8 million, or 13.6%, during all of 2018. Loans in the
Freely Associated States of Micronesia increased by $953 thousand, or 1.0%, during the nine months ended
September 30, 2019, after decreasing by $1.9 million, or 2.1%, during 2018. In Guam, loans decreased by $13.0
million, or 1.9%, during the nine months ended September 30, 2019, after having decreased by $6.9 million, or 1.0%,
during 2018.



during 2018.

Interest-Earning Deposits and Investment Securities
In the current lending and interest rate environment, and in order to maintain sufficient liquidity in the ordinary course
of business, the Bank held $160.1 million in unrestricted interest-earning deposits with financial institutions at
September 30, 2019, an increase of $38.3 million, or 31.4%, from the $121.8 million in such deposits at December 31,
2018. From December 31, 2018, to September 30, 2019, the Bank’s combined investment portfolio decreased by
$38.5 million, or 8.6%, from $449.1 million to $410.6 million. The reduction in the investment portfolio was
comprised of a $27.1 million reduction in our holdings of available-for-sale securities, which decreased by 7.1%, from
$381.0 million to $354.0 million, combined with an $11.4 million decrease in held-to-maturity securities, which fell
by 16.8%, from $68.1 million to $56.7 million. Management believes that the Bank maintains an adequate level of
liquidity.

Nonperforming Loans and Other Nonperforming Assets

Nonperforming loans consist of (i) loans on non-accrual status because we have ceased accruing interest on these
loans; (ii) loans 90 days or more past due and still accruing interest; and (iii) restructured loans. Other nonperforming
assets consist of real estate properties (OREO) that have been acquired through foreclosure or similar means and
which management intends to offer for sale. Loans are placed on non-accrual status when, in the opinion of
management, the full and timely collection of principal or interest is in doubt. Generally, the accrual of interest is
discontinued when principal or interest payment becomes 90 days past due, unless the loan is adequately
collateralized and the loan is in the process of collection. When a loan is placed in non-accrual status, accrued but
unpaid interest is reversed against current income. Subsequently, when payments are received on such loans, the
amounts are applied to reduce principal, except when the ultimate collectability of principal is probable, in which case
accrued loans may be restored to accrual status when principal and interest becomes current and full repayment is
expected. Interest income is recognized on an accrual basis for impaired loans not meeting the non-accrual criteria.
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The following table contains information regarding our nonperforming assets as well as restructured loans as of
September 30, 2019, and December 31, 2018:
 
 

 
September 30,

2019   December 31, 2018  
Non-accrual loans:         

Commercial & industrial  $ 12,341  $ 310 
Commercial mortgage   9,727   6,909 
Residential mortgage   4,026   4,795 
Home equity   -   91 
Other consumer 1   207   278 

Total non-accrual loans  $ 26,301  $ 12,383 
         

Loans past due 90 days and still accruing:         
Commercial & industrial  $ -  $ 530 
Commercial mortgage   -   184 
Commercial construction   -   - 
Residential mortgage   77   12 
Home equity   -   - 
Automobile   49   135 
Other consumer1   1,046   1,123 

Total loans past due 90 days and still accruing  $ 1,172  $ 1,984 
Total nonperforming loans  $ 27,473  $ 14,367 
         

Other real estate owned (OREO):         
Commercial real estate  $ 63  $ 1,428 
Residential real estate   -   115 



Residential real estate   -   115 
Total other real estate owned  $ 63  $ 1,543 

Total nonperforming assets  $ 27,536  $ 15,910 
         

Restructured loans:         
Accruing loans  $ 15,632  $ 254 
Non-accruing loans (included in nonaccrual loans above)   10,218   5,653 

Total restructured loans  $ 25,850  $ 5,907
 

 1 Comprised of other revolving credit, installment loans, and overdrafts.

The above table indicates that nonperforming loans increased by $20.5 million during the nine months ended
September 30, 2019, which resulted partly from the increase in total non-accrual loans by $13.9 million, from $12.4
million to $26.3 million. The increase in total non-accrual loans was primarily due to the $12.0 million increase in
non-accruing commercial & industrial loans and the $2.8 million increase in non-accruing commercial mortgage
loans, partially offset by a reduction of $769 thousand in non-accruing residential mortgage loans.

The increase in non-accrual loans was supplemented by an increase in total loans past due 90 days and still accruing
by $6.5 million, to $8.5 million, up from $2.0 million at December 31, 2018.

At September 30, 2019, the Bank’s largest nonperforming loans are two commercial & industrial loans totaling $14.0
million from two relationships of $9.8 million and $4.2 million, respectively. Further, there were three nonperforming
commercial mortgage loan relationships totaling $9.3 million, each of which is secured by real estate. These loans
were placed on non-accrual due to deficiencies in the underlying cash flow to service the monthly loan payments and
meet operating expenses. At this time, management believes that the collateral and the allocated allowance for loan
losses is adequate to cover these loans; however, should property values deteriorate, additional write-downs or
additional provisions may be necessary.

Analysis of Allowance for Loan Losses

The allowance for loan losses was $27.9 million, or 2.20% of outstanding gross loans, as of September 30, 2019, as
compared to $23.8 million, or 1.92% of outstanding gross loans, at December 31, 2018. The allowance was $20.4
million at September 30, 2018, or 1.62% of gross loans.

Management maintains an allowance for loan losses to absorb estimated credit losses associated with the loan
portfolio. The adequacy of the allowance is determined by management through ongoing quarterly loan quality
assessments.
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Management assesses the estimated credit losses inherent in the non-classified and classified portions of our loan
portfolio by considering a number of factors or elements including:

 • Management’s evaluation of the collectability of the loan portfolio;

 • Historical loss experience in the loan portfolio;

 • Levels of and trends in delinquency, classified assets, non-performing and impaired loans;

 • Effects of changes in underwriting standards and other changes in lending policies, procedures and
practices;

 • Experience, ability, and depth of lending management and other relevant staff;

 • Local, regional, and national trends and conditions, including industry-specific conditions;

 • The effect of changes in credit concentration; and

 • External factors such as competition, legal and regulatory conditions, as well as typhoons and other natural
disasters.

Management determines the allowance for the classified loan portfolio and for non-classified loans by applying a
percentage loss estimate that is calculated based on the above noted factors and trends. Management normally writes



percentage loss estimate that is calculated based on the above noted factors and trends. Management normally writes
down impaired loans after determining the loan collateral fair value versus the outstanding loan balance. Our analysis
of the adequacy of the allowance incorporates the provisions made for our non-classified loans and classified loans.

While management believes it uses the best information available for calculating the allowance, the results of
operation could be significantly affected if circumstances differ substantially from the assumptions used in
determining the allowance. The current qualitative and quantitative factors used to calculate the allowance are
inherently subjective. The estimates and assumptions are subject to changes in economic prospects and regulatory
guidelines, and other circumstances over which management has no control. The allowance may prove in the future to
be insufficient to cover all of the losses the Bank may incur and it may be necessary to increase the allowance from
time to time as a result of monitoring its adequacy.
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The following table summarizes the changes in our allowance for loan losses:
 

  Commercial   
Residential
Mortgages   Consumer   Total  

  (Dollars in thousands)  
Nine Months Ended September 30, 2019                 
Allowance for loan losses:                 

Balance at beginning of period  $ 14,887   $ 1,648   $ 7,239   $ 23,774  
Charge-offs   (260)   -    (5,228)   (5,488)
Recoveries   15    67    1,615    1,697  
Provision   4,076    (200)   3,993    7,869  

Balance at end of period  $ 18,718   $ 1,515   $ 7,619   $ 27,852  
                 

Three Months Ended September 30, 2019                 
Allowance for loan losses:                 

Balance at beginning of period   17,794    1,508    7,786    27,088  
Charge-offs   (45)   -    (1,767)   (1,812)
Recoveries   6    65    587    658  
Provision   963    (58)   1,013    1,918  

Ending balance  $ 18,718   $ 1,515   $ 7,619   $ 27,852  
                 

Allowance balance at end of period related to:                 
Loans individually evaluated for impairment  $ 7,106   $ -   $ 1,212   $ 8,318  
Loans collectively evaluated for impairment   11,612    1,515    6,407    19,534  

Ending balance  $ 18,718   $ 1,515   $ 7,619   $ 27,852  
                 
Loan balances at end of period:                 

Loans individually evaluated for impairment  $ 37,673   $ 4,154   $ 1,302   $ 43,129  
Loans collectively evaluated for impairment   869,632    124,058    232,053    1,225,743  

Ending balance  $ 907,305   $ 128,212   $ 233,355   $ 1,268,872  
                 
Nine Months Ended September 30, 2018                 
Allowance for loan losses:                 

Balance at beginning of period  $ 7,623   $ 1,409   $ 8,247   $ 17,279  
Charge-offs   (353)   (9 )   (5,888)   (6,250)
Recoveries   29    6    1,330    1,365  
Provision   4,261    215    3,496    7,972  

Ending balance  $ 11,560   $ 1,621   $ 7,185   $ 20,366  
                 
Three Months Ended September 30, 2018                 
Allowance for loan losses:                 

Balance at beginning of period  $ 11,205   $ 1,586   $ 6,015   $ 18,806  
Charge-offs   (51)   (9 )   (1,942)   (2,002)
Recoveries   2    2    424    428  
Provision   404    42    2,688    3,134  

Ending balance  $ 11,560   $ 1,621   $ 7,185   $ 20,366  
                 
Allowance balance at end of period related to:                 

Loans individually evaluated for impairment  $ 4   $ 71   $ 1,571   $ 1,646  
Loans collectively evaluated for impairment   11,556    1,550    5,614    18,720  

Ending balance  $ 11,560   $ 1,621   $ 7,185   $ 20,366  
                 
Loan balances at end of period:                 

Loans individually evaluated for impairment  $ 7,645   $ 4,643   $ 1,880   $ 14,168  
Loans collectively evaluated for impairment   827,045    130,913    248,894    1,206,852  

Ending balance  $ 834,690   $ 135,556   $ 250,774   $ 1,221,020  
                 
Year Ended December 31, 2018                 



Year Ended December 31, 2018                 
Allowance for loan losses:                 

Balance at beginning of year  $ 7,623   $ 1,409   $ 8,247   $ 17,279  
Charge-offs   (356)   (9 )   (7,836)   (8,201)
Recoveries   39    7    1,788    1,834  
Provision   7,581    241    5,040    12,862  

Ending balance  $ 14,887   $ 1,648   $ 7,239   $ 23,774  
                 
Allowance balance at end of year related to:                 

Loans individually evaluated for impairment  $ 5,204   $ 104   $ 1,518   $ 6,826  
Loans collectively evaluated for impairment   9,683    1,544    5,721    16,948  

Ending balance  $ 14,887   $ 1,648   $ 7,239   $ 23,774  
                 
Loan balances at end of year:                 

Loans individually evaluated for impairment  $ 18,328   $ 4,925   $ 1,746   $ 24,999  
Loans collectively evaluated for impairment   826,060    135,323    252,182    1,213,565  

Ending balance  $ 844,388   $ 140,248   $ 253,928   $ 1,238,564  
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Management evaluates all impaired loans not less frequently than quarterly in conjunction with our calculation and
determination of the adequacy of the allowance for loan losses.

The Bank has two significant borrowing relationships in bankruptcy. The Bank has calculated a specific reserve
within the allowance for each borrowing relationship in bankruptcy in the amounts of $5.2 million and $1.9 million,
respectively, and the Bank’s management believes at September 30, 2019, there is sufficient coverage to protect the
Bank’s exposure to both relationships.
 
Total Cash and Cash Equivalents

Total cash and cash equivalents were $189.4 million and $155.1 million at September 30, 2019, and December 31,
2018, respectively. This balance, which is comprised of cash and due from bank balances and interest-bearing deposits
that we maintain at other financial institutions (including the Federal Reserve Bank of San Francisco, but excepting
restricted cash), will vary depending on daily cash settlement activities, the amount of highly liquid assets needed
based on known events such as the repayment of borrowings and scheduled withdrawals, and actual cash on hand in
the Bank’s branches.  

The following table sets forth the composition of our cash and cash equivalent balances at September 30, 2019, and
December 31, 2018:
 

  
September 30,

2019   
December 31,

2018   Variance  
Cash and due from banks  $ 29,312  $ 33,279  $ (3,967)
Interest-bearing deposits with financial institutions   160,097   121,816   38,281 

Total cash and cash equivalents  $ 189,409  $ 155,095  $ 34,314
 
Investment Securities

The Bank manages its securities portfolio to provide a source of both liquidity and earnings. The Bank has an
Asset/Liability Committee (“ALCO”) that develops and recommends current investment policies to the Board of
Directors based on its operating needs and market circumstances. The Bank’s overall investment policy is formally
reviewed and approved annually by the Board of Directors, and the Asset/Liability Committee is responsible for
monitoring and reporting compliance with the investment policy. Investment portfolio reports are provided to the
Board of Directors on a monthly basis.
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At September 30, 2019, the carrying value of the investment securities portfolio (excluding ASC Trust LLC stock and
Federal Home Loan Bank stock) totaled $410.6 million, which represents a $38.5 million decrease from the portfolio
balance of $449.1 million at December 31, 2018. The table below sets forth the amortized cost and fair value of our
investment securities portfolio, with gross unrealized gains and losses, at September 30, 2019, and December 31,
2018:



2018:
 

  September 30, 2019  

  

Amortized
Cost   

Gross
Unrealized

Gains   

Gross
Unrealized

Losses   
Estimated
Fair Value  

Securities Available-for-Sale                 
U.S. government agency and government sponsored
   enterprise (GSE) debt securities  $ 95,560  $ -  $ (209)  $ 95,351 
U.S. government agency pool securities   187,056   32   (1,392)   185,696 
U.S. government agency or GSE residential
   mortgage-backed securities   72,970   170   (228)   72,912 

Total  $ 355,586  $ 202  $ (1,829)  $ 353,959 
Securities Held-to-Maturity                 

U.S. government agency and government sponsored
   enterprise (GSE) debt securities  $ 31,651  $ 296  $ (4)  $ 31,943 
U.S. government agency pool securities   6,737   4   (63)   6,678 
U.S. government agency or GSE residential
   mortgage-backed securities   18,290   53   (89)   18,254 

Total  $ 56,678  $ 353  $ (156)  $ 56,875 
                 

  December 31, 2018  

  

Amortized
Cost   

Gross
Unrealized

Gains   

Gross
Unrealized

Losses   
Estimated
Fair Value  

Securities Available-for-Sale                 
U.S. government agency and government sponsored
   enterprise (GSE) debt securities  $ 100,497  $ -  $ (1,587)  $ 98,910 
U.S. government agency pool securities   213,055   24   (1,707)   211,372 
U.S. government agency or GSE residential
   mortgage-backed securities   72,735   -   (1,975)   70,760 

Total  $ 386,287  $ 24  $ (5,269)  $ 381,042 
Securities Held-to-Maturity                 

U.S. government agency and government sponsored
   enterprise (GSE) debt securities  $ 38,445  $ 46  $ (88)  $ 38,403 
U.S. government agency pool securities   9,089   3   (80)   9,012 
U.S. government agency or GSE residential
   mortgage-backed securities   20,554   29   (521)   20,062 

Total  $ 68,088  $ 78  $ (689)  $ 67,477
 
At September 30, 2019, and December 31, 2018, investment securities with a carrying value of $332.9 million and
$282.4 million, respectively, were pledged to secure various government deposits and other public requirements.
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The amortized cost and fair value of investment securities by contractual maturity at September 30, 2019, and
December 31, 2018, follows:
 

  September 30, 2019  
  Available-for-Sale   Held-to-Maturity  

  

Amortized
Cost   

Estimated
Fair Value   

Amortized
Cost   

Estimated
Fair Value  

Due within one year  $ 65,013  $ 64,889  $ 4,997  $ 4,992 
Due after one but within five years   36,127   36,026   35,297   35,569 



Due after one but within five years   36,127   36,026   35,297   35,569 
Due after five but within ten years   108,752   108,416   7,669   7,692 
Due after ten years   145,694   144,628   8,715   8,622 

Total  $ 355,586  $ 353,959  $ 56,678  $ 56,875 
                 

  December 31, 2018  
  Available-for-Sale   Held-to-Maturity  

  

Amortized
Cost   

Estimated
Fair Value   

Amortized
Cost   

Estimated
Fair Value  

Due within one year  $ 19,996  $ 19,739  $ 11,975  $ 11,911 
Due after one but within five years   83,671   82,323   32,511   32,512 
Due after five but within ten years   98,465   97,339   13,995   13,769 
Due after ten years   184,155   181,641   9,607   9,285 

Total  $ 386,287  $ 381,042  $ 68,088  $ 67,477
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Temporarily Impaired Securities

The following table shows the gross unrealized losses and fair value of investments with unrealized losses that are not
deemed to be other-than-temporarily impaired, aggregated by investment category and the length of time that
individual securities have been in a continuous unrealized loss position at September 30, 2019, and December 31,
2018:
 
  September 30, 2019  
  Less Than Twelve Months   More Than Twelve Months  Total  

  
Unrealized

Losses   
Estimated
Fair Value   

Unrealized
Losses   

Estimated
Fair Value   

Unrealized
Losses   

Estimated
Fair Value 

Securities Available for
Sale                         
U.S. government agency
and
   government sponsored
enterprise
   (GSE) debt securities  $ (10)  $ 11,991  $ (200)  $ 83,360  $ (210)  $ 95,351 
U.S. government agency
pool securities   (56)   23,301   (1,335)   155,145   (1,391)   178,446 
U.S. government agency or
GSE
   residential mortgage-
backed securities   (48)   18,673   (180)   19,175   (228)   37,848 

Total  $ (114)  $ 53,965  $ (1,715)  $ 257,680  $ (1,829)  $ 311,645 
                         

Securities Held to Maturity                         
U.S. government agency
and
   government sponsored
enterprise
   (GSE) debt securities  $ -  $ -  $ (4)  $ 2,009  $ (4)  $ 2,009 
U.S. government agency
pool securities   (15)   2,108   (48)   3,577   (63)   5,685 
U.S. government agency or
GSE
   residential mortgage-



   residential mortgage-
backed securities   (13)   3,990   (76)   11,317   (89)   15,307 

Total  $ (28)  $ 6,098  $ (128)  $ 16,903  $ (156)  $ 23,001 
                         
  December 31, 2018  
  Less Than Twelve Months   More Than Twelve Months  Total  

  
Unrealized

Losses   
Estimated
Fair Value   

Unrealized
Losses   

Estimated
Fair Value   

Unrealized
Losses   

Estimated
Fair Value 

Securities Available for
Sale                         
U.S. government agency
and
   government sponsored
enterprise
   (GSE) debt securities  $ -  $ -  $ (1,587)  $ 98,910  $ (1,587)  $ 98,910 
U.S. government agency
pool securities   (217)   32,633   (1,490)   157,403   (1,707)   190,036 
U.S. government agency or
GSE
   residential mortgage-
backed securities   (116)   12,679   (1,859)   58,081   (1,975)   70,760 

Total  $ (333)  $ 45,312  $ (4,936)  $ 314,394  $ (5,269)  $ 359,706 
                         

Securities Held to Maturity                         
U.S. government agency
and
   government sponsored
enterprise
   (GSE) debt securities  $ (12)  $ 4,918  $ (76)  $ 8,954  $ (88)  $ 13,872 
U.S. government agency
pool securities   (62)   6,609   (18)   2,232   (80)   8,841 
U.S. government agency or
GSE
   residential mortgage-
backed securities   (25)   5,219   (496)   12,330   (521)   17,549 

Total  $ (99)  $ 16,746  $ (590)  $ 23,516  $ (689)  $ 40,262
 
The Company does not believe that any of the investment securities that were in an unrealized loss position as of
September 30, 2019, which included a total of 136 securities, were other-than-temporarily impaired. Specifically, the
136 securities are comprised of the following: 88 Small Business Administration (“SBA”) Pool securities, 15
mortgage-backed securities issued by the Government National Mortgage Association (“GNMA”), 12 U.S. Treasury
securities, 8 mortgage-backed securities and 1 agency security issued by the Federal National Mortgage Association
(“FNMA”), 7 agency securities issued by the Federal Home Loan Bank (“FHLB”), 4 mortgage-backed securities
issued by the Federal Home Loan Mortgage Corporation (“FHLMC”), and 1 agency security issued by the Federal
Farm Credit Banks (“FFCB”).
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Total gross unrealized losses were primarily attributable to changes in interest rates relative to when the investment
securities were purchased, and not due to changes in the credit quality of the investment securities. The Bank does not
intend to sell the investment securities that are in an unrealized loss position and it is not likely that, except as needed
to fund our liquidity position, the Bank will be required to sell the investment securities before recovery of their
amortized cost bases, which may be at maturity.

Deposits



At September 30, 2019, total deposit liabilities increased by $845 thousand from the approximately $1.73 billion at
December 31, 2018. Interest-bearing deposits decreased by $7.1 million, to $1.18 billion at September 30, 2019,
compared to $1.19 billion at December 31, 2018, while non-interest bearing deposits increased by $7.9 million, to
$546.1 million at September 30, 2019, from $538.2 million at December 31, 2018. The 0.05% increase in total
deposits was due to normal fluctuations in our deposit base.

The following table sets forth the composition of our interest-bearing deposit portfolio with the balances and average
interest rates at September 30, 2019 and December 31, 2018, respectively:
 
  September 30, 2019   December 31, 2018  

  Balance   
Average

rate   Balance   
Average

rate  
Interest-bearing checking accounts  $ 263,639   0.12% $ 281,582   0.12%
Savings accounts   890,641   0.18%  670,640   0.18%
Certificates of deposit   29,293   0.35%  238,433   0.35%

Total interest-bearing deposits  $ 1,183,573   0.25% $ 1,190,655   0.17%
 
As mentioned earlier, the Bank has expanded its operations and its branch network since it first opened in 1972, first
in Guam, then in the other islands of our region and in San Francisco, California. As time has passed, the Bank has
gathered market share in each of the islands. In recent years, in order to diversify its geographic market, the Bank has
increased its focus on growth in the California region. The following table provides figures for deposits in the Bank’s
administrative regions at December 31, 2017 and 2018, and at September 30, 2019:
 
  December 31,   September 30,  
  2017   2018   2019  
Guam  $ 936,237  $ 900,273  $ 999,825 
Commonwealth of the Northern Mariana Islands  $ 343,149  $ 334,987  $ 285,710 
The Freely Associated States of Micronesia *  $ 491,276  $ 447,011  $ 400,276 
California  $ 45,470  $ 46,552  $ 43,857 

Total  $ 1,816,132  $ 1,728,823  $ 1,729,668
 

 * The Freely Associated States (FAS) are comprised of the Federated States of Micronesia (Chuuk, Kosrae,
Pohnpei and Yap), the Republic of the Marshall Islands and the Republic of Palau.

During the nine months ended September 30, 2019, the Bank’s deposits increased by $845 thousand, or 0.05%, while
in the full year of 2018, deposits decreased by a total of $87.3 million. Our branches in Guam experienced an increase
of $99.6 million in deposits during the nine months ended September 30, 2019, while the deposits in our branches in
the CNMI were reduced by $49.3 million. Deposits in our FAS branches decreased by $46.7 million and our
California region deposits decreased by $2.7 million during the same time period.

Borrowed Funds

The Bank has a variety of sources from which it may obtain secondary funding. These sources include, among others,
the Federal Reserve Bank of San Francisco, the Federal Home Loan Bank of Des Moines, and credit lines established
with our correspondent banks. Borrowings are obtained for a variety of reasons which include, but are not limited to,
funding loan growth, the purchase of investments in the absence of core deposits, and to provide additional liquidity
to meet the demands of depositors.

On June 27, 2019, the Company issued $15.0 million of its 6.35% Fixed-to-Floating Rate Subordinated Notes, due
June 30, 2029. The Notes are intended to qualify as Tier 2 capital for regulatory capital purposes for the Company.
The Notes have a ten-year term and initially bear interest at a fixed annual rate of 6.35%. Beginning June 30, 2024,
the interest rate will reset quarterly to the then-current three-month LIBOR plus 466 basis points. On July 1, 2019,
with the approval of the Federal Reserve Bank of San Francisco, the Company used $4.1 million of the proceeds from
the Notes to acquire an additional 20% of the stock of ASC Trust LLC, formerly ASC Trust Corporation, at the
second closing pursuant to the Stock Purchase Agreement dated May 27, 2016, between the Company and David J.
John, as amended to date.  On July 5, 2019, $10.0 million of the balance of the proceeds from the Notes was also used
to purchase ten (10) shares of Series B Common Stock from the Bank, with a par value of $1.0 million per share, to



to purchase ten (10) shares of Series B Common Stock from the Bank, with a par value of $1.0 million per share, to
support the Bank’s strategic growth.

52

At September 30, 2019, and at December 31, 2018, the Company had no short-term borrowings.

Liquidity

We actively manage our liquidity to ensure that sufficient funds are available to meet our needs for cash, including
cash needed to fund new loans and to accommodate deposit withdrawals and other transactions by our customers. We
project future sources and uses of funds, and maintain additional liquid funds for unanticipated events. Our primary
sources of cash include cash we have in deposits at other financial institutions, the repayment of loans, proceeds from
the sale or maturity of investment securities, and increases in deposits. The primary uses of cash include funding new
loans and making advances on existing lines of credit, purchasing investments, funding new residential mortgage
loans, funding deposit withdrawals, and paying operating expenses. From time to time, we may maintain funds in
overnight Federal Funds and other short-term investments to provide for short-term liquidity needs. We also have
established, for contingency funding purposes, credit lines with the Federal Reserve Bank of San Francisco, the
Federal Home Loan Bank-Seattle, and correspondent commercial banks in the U.S. We believe that our liquid assets,
together with our available credit lines, will be sufficient to meet normal operating requirements for at least the next
twelve months, including to enable us to meet any increase in withdrawals from depository accounts that might occur
in the foreseeable future.

At September 30, 2019, our liquid assets, which include cash and due from banks, interest-earning deposits with
financial institutions (excluding restricted cash), and investment securities available-for-sale totaled $543.4 million,
up $7.2 million from $536.1 million at December 31, 2018. This increase is comprised of an increase of $38.3 million
in interest bearing deposits in banks, offset by a $27.1 million decrease in investment securities available-for-sale, and
a $4.0 million decrease in cash and due from banks.

Contractual Obligations
The Bank utilizes facilities, equipment and land under various operating leases with terms, including renewal options,
ranging from 1 to 99 years.

The following table provides the maturities of lease liabilities at September 30, 2019:
 
  

Operating
Leases (a)   Finance

Leases   Total  
2020  $ 3,403  $ -  $ 3,403 
2021   3,336   -   3,336 
2022   2,766   -   2,766 
2023   2,525   -   2,525 
2024   2,351   -   2,351 

After 2024   40,648   -   40,648 
Total lease payments  $ 55,029  $ -  $ 55,029 

Less: Interest (b)   24,454   -   24,454 
Present value of lease liabilities (c)  $ 30,575  $ -  $ 30,575
 
Note: For leases commencing prior to 2019, minimum lease payments exclude payments to landlords for real estate
taxes and common area maintenance.
 (a) Operating lease payments include $23.5 million related to options to extend lease terms that are reasonably

certain of being exercised.
 (b) Calculated using the incremental borrowing rate based on the lease term for each lease.
 (c) Includes the current portion of $2.3 million for operating leases.
 
The Bank leases certain facilities from two separate entities in which two of its directors have separate ownership
interests. Lease payments made to these entities during the nine months ended September 30, 2019 and 2018,
approximated $235 thousand and $233 thousand, respectively. During the three months ended September 30, 2019



approximated $235 thousand and $233 thousand, respectively. During the three months ended September 30, 2019
and 2018, lease payments made to these entities approximated $89 thousand and $58 thousand, respectively.

Additionally, the Bank leases office space to third parties, with original lease terms ranging from 3 to 5 years with
option periods ranging up to 15 years. At September 30, 2019, minimum future rents to be received under non-
cancelable operating sublease agreements were $11 thousand and $34 thousand for the periods ending December 31,
2019 and 2020, respectively.
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A summary of rental activities for the three and nine months ended September 30, 2019 and 2018, respectively, is as
follows:
 
 

 
Three Months Ended

September 30,   
Nine Months Ended

September 30,  
  2019   2018   2019   2018  
Rent expense  $ 1,166  $ 713  $ 3,009  $ 2,117 

Total rent expense  $ 1,166  $ 713  $ 3,009  $ 2,117
 
Off Balance Sheet Arrangements

The Bank is a party to credit-related financial instruments with off-balance-sheet risk in the normal course of business
to meet the financing needs of its customers. These financial instruments include commitments to extend credit,
standby letters of credit and commercial letters of credit. Such commitments involve, to varying degrees, elements of
credit and interest rate risk in excess of the amount reflected in our condensed consolidated financial statements.

The Bank’s exposure to credit loss, in the event of nonperformance by the other parties to financial instruments for
loan commitments and letters of credit, is represented by the contractual amount of these instruments. The Bank
follows essentially the same credit policies in making commitments and conditional obligations as it does for on-
balance-sheet instruments.

A summary of financial instruments with off-balance-sheet risk at September 30, 2019, and December 31, 2018, is as
follows:
 
 

 

September 30,
2019   December 31, 2018  

Commitments to extend credit  $ 156,532  $ 163,802 
         
Letters of credit:         

Standby letters of credit  $ 56,575  $ 55,418 
Commercial letters of credit   2,456   3,070 

Total  $ 59,031  $ 58,488
 
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. The commitments for certain lines of credit may expire without being drawn upon.
Therefore, the total commitment amounts do not necessarily represent future cash requirements. The Bank evaluates
each customer’s credit worthiness on a case-by-case basis. The amount of collateral obtained, if it is deemed
necessary by the Bank upon extension of credit, is based on management’s credit evaluation of the customer.

Commercial and standby letters of credit are conditional commitments issued by the Bank to guarantee the
performance of a customer to a third party or the shipment of merchandise from a third party. Those letters of credit
are primarily issued to support public and private borrowing arrangements. Almost all letters of credit issued have
expiration dates within one year. The credit risk involved in issuing letters of credit is effectively the same as that
involved in extending loan facilities to customers. The Bank generally holds collateral supporting those commitments.

The Bank considers its standby and commercial letters of credit to be guarantees. At September 30, 2019, the



maximum undiscounted future payments that the Bank could be required to make was $59.0 million. Almost all of
these arrangements mature within one year. The Bank generally has recourse to recover from the customer any
amounts paid under these guarantees. Most of the guarantees are fully collateralized; however, several that are
extended to the Bank’s most creditworthy customers are unsecured. The Bank has recorded $35 thousand in reserve
liabilities associated with commitments to extend credit and letters of credit at September 30, 2019.

Mortgage loans serviced for others are not included in the accompanying condensed consolidated statements of
financial condition. The unpaid principal balances of mortgage loans serviced for others were $191.2 million and
$189.6 million at September 30, 2019, and December 31, 2018, respectively. At September 30, 2019, and
December 31, 2018, the Bank recorded mortgage servicing rights at their fair value of $1.7 million, and $1.8 million,
respectively.

Capital Resources

The Company and the Bank are subject to various regulatory capital requirements administered by the United States
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
and the Bank’s condensed consolidated financial statements. Under capital adequacy guidelines and the regulatory
framework for prompt corrective action, the Company and the Bank must meet or exceed specific capital guidelines
that involve quantitative measures of their assets, liabilities and certain off-balance-sheet items as calculated under
regulatory accounting practices.
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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 following table) of total and Tier 1 capital and Common Equity
Tier 1 capital (as defined in the regulations) to risk-weighted assets (as defined) and of Tier 1 capital (as defined) to
average assets (as defined). As of September 30, 2019, and December 31, 2018, the Bank met all capital adequacy
requirements to which it is subject.

In December 2010, the Basel Committee on Bank Supervision (“Basel Committee”) released its final framework for
strengthening international capital and liquidity regulation, now officially identified as “Basel III,” which require bank
holding companies and their bank subsidiaries to maintain substantially more capital as of January 1, 2019, than had
previously been required, with a greater emphasis on common equity.

In July 2013, the U.S. banking regulatory agencies approved the U.S. version of Basel III. The version of Basel III
adopted revises the risk-based and leverage capital requirements and the method for calculating risk-weighted assets
to make them consistent with Basel III and to meet the requirements of the Dodd-Frank Act. Many of the rules apply
on a phased-in basis to all banking organizations, including the Company and the Bank. The rules, including
alternative requirements for smaller community financial institutions like the Company and the Bank, were fully
effective as of January 1, 2019. Among other things, the rules established a new minimum common equity Tier 1 ratio
(4.5% of risk-weighted assets), a higher minimum Tier 1 risk-based capital requirement (6.0% of risk-weighted assets)
and a minimum non-risk-based leverage ratio (4.0%). An additional capital conservation buffer of 2.5% of risk
weighted assets over each of the required capital ratios was phased in from 2016 to 2019 (2.500% in 2019 and 1.875%
in 2018) and must be met to avoid limitations on the ability of the Company and the Bank to pay dividends,
repurchase shares or pay discretionary bonuses. The new rules assigned higher risk weighting to credit exposures that
are more than 90 days past due or are on nonaccrual status and certain commercial real estate facilities that finance the
acquisition, development or construction of real property. The rules also changed the permitted composition of Tier 1
capital to exclude trust preferred securities, mortgage servicing rights and certain deferred tax assets, and include
unrealized gains and losses on available-for-sale debt and equity securities (through a one-time opt out option for
Standardized Banks (banks with less than $250 billion of total consolidated assets and less than $10 billion of foreign
exposures) which the Company and the Bank elected at March 31, 2015).

As of September 30, 2019, the Bank’s capital ratios each exceeded the Federal Deposit Insurance Corporation’s well
capitalized standards under the regulatory framework for prompt corrective action. To be categorized as well
capitalized, an institution must maintain minimum total risk-based, Tier 1 risk-based and Tier 1 leverage ratios as set
forth in the following table. There have been no conditions or events since the most recent FDIC notification that
management believes have changed the Bank’s category.



management believes have changed the Bank’s category.
 
The Company’s required and actual capital amounts and ratios as of September 30, 2019, and December 31, 2018,
were as follows:
 

  Actual   
For Capital Adequacy

Purposes   

To Be Well Capitalized
Under Prompt Corrective

Action Provisions  
  Amount   Ratio   Amount   Ratio   Amount   Ratio  

At September 30, 2019:                         
Total capital (to Risk
   Weighted Assets)  $ 193,503   14.771%  $ 104,805   8.000%  $ 131,006   10.000%
Tier 1 capital (to Risk
   Weighted Assets)  $ 161,985   12.365%  $ 78,604   6.000%  $ 104,805   8.000%
Tier 1 capital (to Average
   Assets)  $ 161,985   8.251%  $ 78,527   4.000%  $ 98,159   5.000%
Common Equity Tier 1
   Capital (to Risk
Weighted
   Assets)  $ 152,203   11.618%  $ 58,953   4.500%  $ 85,154   6.500%

                         
At December 31, 2018:                         

Total capital (to Risk
   Weighted Assets)  $ 167,732   13.662%  $ 98,219   8.000%  $ 122,774   10.000%
Tier 1 capital (to Risk
   Weighted Assets)  $ 152,281   12.403%  $ 73,664   6.000%  $ 98,219   8.000%
Tier 1 capital (to Average
   Assets)  $ 152,281   7.991%  $ 76,229   4.000%  $ 95,287   5.000%
Common Equity Tier 1
   Capital (to Risk
Weighted
   Assets)  $ 142,498   11.607%  $ 55,248   4.500%  $ 79,803   6.500%
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Since the formation of BankGuam Holding Company in 2011, our assets have grown by 76.9% ($848.5 million),
while our stockholders’ equity has grown by 81.6% ($72.4 million, including $54.9 million in retained earnings). The
growth in equity has helped to increase our capital ratios, and those ratios remain well above the well capitalized
standards. During the fourth quarter of 2017 and the first quarter of 2018, the Company issued an additional $4.2
million in common stock in an SEC-registered public offering at a purchase price of $12.25 per common share.

Stock Purchase Plan

The Bank’s 2011 Employee Stock Purchase Plan (the “2011 Plan”) was adopted by the Bank’s Board of Directors and
approved by the Bank’s Stockholders on May 2, 2011, to replace the Bank’s 2001 Non-Statutory Stock Option Plan.
This plan was subsequently adopted by the Company after the Reorganization. The 2011 Plan is open to all employees
of the Company and the Bank who have met certain eligibility requirements.

Under the 2011 Plan, as amended and restated as of July 1, 2012, eligible employees can purchase, through payroll
deductions, shares of common stock at a discount. The right to purchase stocks is granted to eligible employees during
a quarterly offer period that is established from time to time by the Board of Directors of the Company. Eligible
employees cannot accrue the right to purchase more than $25 thousand worth of stock at the fair market value at the
beginning of each offer period. Eligible employees also may not purchase more than one thousand five hundred
(1,500) shares of stock in any one offer period. The shares are purchased at 85% of the fair market price of the stock
on the enrollment date. The Plan was suspended on April 4, 2018, due to the delayed filing of our 2017 report on
Form 10-K, and resumed in the third quarter of 2018.



Contingency Planning and Cybersecurity
The Bank has developed a comprehensive business continuity plan to manage disruptions that affect customers or
internal processes, whether caused by man-made or natural events. In modern banking, technology has taken on an
increasingly important role, and the Bank also has a technology recovery component incorporated into the business
continuity plan that provides procedures for recovering from a technology failure. The technology recovery
procedures are tested and implemented from time to time. The recovery time objectives for the Bank’s major
technological processes range from eight hours to 80 hours, with the goal of enabling the Bank to maintain or resume
operations with a minimum impact on its customers. As the results of testing are analyzed and as technology
continues to advance, improvements are made in the Bank’s processes and procedures as the plan evolves, although
there can be no assurance that business disruption or operational losses will not occur.

The rapid advances in computing and telecommunications technology over the past several decades have brought with
them increasingly sophisticated methods of delivering financial services through electronic channels. Along with
these advances, though, have come risks regarding the integrity and privacy of data, and these risks apply to banking,
falling into the general classification of cybersecurity. The Bank has made substantial investments in multiple systems
to ensure both the integrity of its data and the protection of the privacy of its customers’ personal financial and
identity information. While it is not possible for anyone to give an absolute guarantee that data will not be
compromised, the Bank strives to provide a reasonable assurance that the financial and personal data that it holds are
secure.
 
 

Item 4. Controls and Procedures
We maintain disclosure controls and procedures that are designed to ensure that information required to be disclosed
in our reports filed under the Securities Exchange Act of 1934, as amended (the “Exchange Act”), is recorded,
processed, summarized and reported within the time periods specified in the SEC’s rules and forms, and that such
information is accumulated and communicated to management, including our Chief Executive Officer and Chief
Financial Officer, to allow timely decisions regarding required disclosure. In designing and evaluating our disclosure
controls and procedures, our management recognized that any system of controls and procedures, no matter how well
designed and operated, can provide only reasonable assurance of achieving the desired control objectives, as ours are
designed to do, and management necessarily was required to apply its judgment in evaluating the cost-benefit
relationship of possible controls and procedures.

As required by Rules 13a-15 and 15d-15 under the Exchange Act, in connection with the filing of this Quarterly
Report on Form 10-Q, an evaluation was performed under the supervision and with the participation of our
management, including our CEO and CFO, of the effectiveness of the design and operation of our disclosure controls
and procedures as of September 30, 2019. Based on the evaluation, our Chief Executive Officer and Chief Financial
Officer have concluded that, as of September 30, 2019, the Company’s disclosure controls and procedures were
effective to provide reasonable assurance that information required to be disclosed by us in our reports filed under the
Exchange Act is recorded, processed, summarized and reported within the time periods specified in the SEC’s Rules
and forms and is accumulated and communicated to management, including our Chief Executive and Chief Financial
Officers, as appropriate to allow timely decisions regarding required disclosure.

Changes in Internal Control over Financial Reporting

There were no changes in our internal control over financial reporting during the three months ended September 30,
2019, that have materially affected, or are reasonably likely to materially affect, our internal control over financial
reporting.
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PART II. OTHER INFORMATION
Item 6. Exhibits
 

Exhibit
No.

 
Exhibit

   

31.01  Certification of Chief Executive Officer under Section 302 of the Sarbanes-Oxley Act of 2002
   

31.02  Certification of Chief Financial Officer under Section 302 of the Sarbanes-Oxley Act of 2002



31.02  Certification of Chief Financial Officer under Section 302 of the Sarbanes-Oxley Act of 2002
   

32.01  Certification of Chief Executive Officer and Chief Financial Officer under Section 906 of the Sarbanes-
Oxley Act of 2002

   

101  Interactive Data Files Pursuant to Rule 405 of Regulation S-T: (i) Unaudited Condensed Consolidated
Statements of Financial Condition as of September 30, 2019, and December 31, 2018, (ii) Unaudited
Condensed Consolidated Statements of Income for the three and nine months ended September 30, 2019
and 2018, (iii) Unaudited Condensed Consolidated Statements of Comprehensive Income for the three and
nine months ended September 30, 2019 and 2018, (iv) Unaudited Condensed Consolidated Statements of
Cash Flows for the three and nine months ended September 30, 2019 and 2018, and (v) Notes to Unaudited
Condensed Consolidated Financial Statements
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, BankGuam Holding Company has duly caused
this report to be signed on its behalf by the undersigned, thereunto duly authorized.
 
 BANKGUAM HOLDING COMPANY
   
Date: November 8, 2019 By:/s/ JOAQUIN P.L.G. COOK 

 
 

Joaquin P.L.G. Cook,
President and Chief Executive Officer

   
Date: November 8, 2019 By:/s/ FRANCISCO M. ATALIG 

 
 

Francisco M. Atalig,
Senior Vice President and Chief Financial Officer
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