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ltem 1: Annual Report to Shareholders
FRY-6
First Federal Financial Corporation
Fiscal Year Ending June 30, 2017

An electronic copy of the audited financial statement for First Federal Financial Corporation is included
in this package. The 2 hard copies will be sent via UPS to the Federal Reserve when they are received
from the externai accounting firm of Carr, Riggs & Ingram.
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INDEPENDENT AUDITORS' REPORT

To the Audit Committee of the Board of Directors
of First Federal Financial Corporation

We have audited the accompanying consolidated financial statements of First Federal Financial
Corporation and Subsidiary (the Company), which comprise the consolidated balance sheets as of
June 30, 2017 and 2016, and the related consolidated statements of income, comprehensive
income, stockholders’ equity, and cash flows for the years then ended, and the related notes to the
consolidated financial statements.

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these consolidated financial
statements in accordance with accounting principles generally accepted in the United States of
America; this includes the design, implementation, and maintenance of internal control relevant to
the preparation and fair presentation of consolidated financial statements that are free from
material misstatement, whether due to fraud or error.

Auditors’ Responsibility

Our responsibility is to express an opinion on these consolidated financial statements based on our
audit. We conducted our audit in accordance with auditing standards generally accepted in the
United States of America. Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the consolidated financial statements are free from material
misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and
disclosures in the consolidated financial statements. The procedures selected depend on the
auditors’ judgment, including the assessment of the risks of material misstatement of the
consolidated financial statements, whether due to fraud or error. In making those risk assessments,
the auditor considers internal control relevant to the entity’s preparation and fair presentation of
the consolidated financial statements in order to design audit procedures that are appropriate in
the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the
entity’s internal control. Accordingly, we express no such opinion. An audit also includes evaluating
the appropriateness of accounting policies used and the reasonableness of significant accounting
estimates made by management, as well as evaluating the overall presentation of the consolidated
financial statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis
for our audit opinion.



Opinion
In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position First Federal Financial Corporation and Subsidiary as of June 30,

2017, and the results of its operations and its cash flows for the years then ended in accordance
with accounting principles generally accepted in the United States of America.

Ca,w, /?‘7?“ _8" an.._)} Lit.C,

CARR, RIGGS & INGRAM, L.L.C.
Certified Public Accountants

September 26, 2017



First Federal Financial Corporation and Subsidiary
Consolidated Balance Sheets

June 30, 2017 2016
Assets
Cash and cash equivalents
Cash and due from banks S 13,866,140 S 19,631,124
Federal funds sold 50,000 50,000
Total cash and cash equivalents 13,916,140 19,681,124
Interest bearing deposits in banks 1,489,388 497,061
Securities available for sale 43,231,860 28,319,705
Other securities, at cost 151,610 213,010
Loans, net 113,268,818 113,268,161
Premises and equipment, net 1,570,429 1,402,841
Foreclosed assets 688,576 727,499
Bank owned life insurance 2,234,868 2,170,419
Deferred tax asset 1,982,850 1,417,974
Other assets 916,849 890,083
Total assets $ 179,451,388 S 168,587,877

Liabilities and Stockholders' Equity

Liabilities
Deposits
Interest bearing $ 113,989,995 S 107,439,504
Non-interest bearing 43,436,900 39,699,048
Total deposits 157,426,895 147,138,552
Accrued interest payable and other liabilities 1,263,287 1,185,613
Total liabilities 158,690,182 148,324,165

Stockholders' equity
Common stock (voting; $1 par value; 1,000,000 shares
authorized; 221,976 shares issued and outstanding

at June 30, 2016 and 2015) 221,976 221,976
Additional paid-in capital 4,783,283 4,783,283
Retained earnings 14,584,116 14,528,062
Accumulated other comprehensive loss (998,739) (1,377,554)
Noncontrolling interest 2,170,570 2,107,945

Total stockholders' equity 20,761,206 20,263,712

Total liabilities and stockholders' equity $ 179,451,388 S 168,587,877

See the accompanying notes to the consolidated financial statements.
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First Federal Financial Corporation and Subsidiary

Years ended June 30,

Consolidated Statements of Income

2017 2016

Interest Income

Loans, including fees S 5,735,531 S 5,637,087
Investment securities 588,357 326,354
Other interest and dividends 103,488 78,047
Total interest income 6,427,376 6,041,488
Interest Expense
Deposits 773,731 847,524
Borrowings 1,356 -
Total interest expense 775,087 847,524
Net interest income 5,652,289 5,193,964
Noninterest Income
Service charges and other fees 564,169 574,150
Net gain on sale of securities - 152,181
Net gain on sale of foreclosed assets 7,113 310,771
Other 102,611 119,628
Total noninterest income 673,893 1,156,730
Noninterest Expense
Salaries and employee benefits 3,836,154 3,439,243
Occupancy and equipment 601,383 549,619
Data processing fees 506,646 490,028
Professional services 195,218 214,382
Telephone and courier 147,125 189,710
Supplies 103,918 95,087
Maintenance costs 96,320 122,466
FDIC insurance premiums 68,198 115,452
Foreclosed assets, net 24,520 306,359
Other general and administrative 610,621 523,408
Total noninterest expense 6,190,103 6,045,754
Income Before Provision for Income Taxes 136,079 304,940
Provision for income taxes 66,802 (82,232)
Net Income 69,277 387,172
Net income attributable to noncontrolling interest (13,223) (51,277)
Net income attributable to First Federal Financial
Corporation and Subsidiary S 56,054 S 335,895
Earnings per Share S 0.31 S 1.74

See the accompanying notes to the consolidated financial statements.
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First Federal Financial Corporation and Subsidiary
Consolidated Statements of Comprehensive Income

Years ended June 30, 2017 2016

Net income attributable to First Federal Financial
Corporation and Subsidiary S 56,054 S 335,895

Other comprehensive (loss) income:

Unrealized holding (losses) gains arising during the

period, net of tax of $238,549 and (S660,025), respectively (639,543) 1,109,479
Less: reclassification adjustment for gains included in

net income, net of tax of $56,306. - 95,875
Change in unfunded status of pension, net of tax

of $66,329 and $234,589, respectively (177,826) (352,288)

Unrealized gains (losses) on interest rate swaps, arising
during the period, net of tax of (5464,604) and $922,170,

respectively 1,245,586 (1,550,137)
Other comprehensive loss 428,217 (697,071)
Other comprehensive loss attributable to noncontrolling

interest 49,402 (80,418)

Other comprehensive loss attributable to First Financial
Corporation and Subsidiary 378,815 (616,653)

Total comprehensive loss S 434,869 S (280,758)

See the accompanying notes to the consolidated financial statements.
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First Federal Financial Corporation and Subsidiary

Consolidated Statements of Stockholders’ Equity

Accumulated

Additional Other
Common Paid-in Retained Comprehensive Noncontrolling
Stock Capital Earnings Loss Interest Total
Balance at June 30, 2015 S 221976 S 4,783,283 S 14,192,167 S (760,900) $ 2,137,085 S 20,573,611
Comprehensive income
Net income - - 335,895 - 51,277 387,172
Change in unfunded status of
pension, net - - - (311,647) (40,641) (352,288)
Change in net unrealized loss
on securities available for sale, net 1,066,298 139,056 1,205,354
Unrealized gain on interest rate
swaps, net - - - (1,371,305) (178,832) (1,550,137)
Total comprehensive income (loss) - - 335,895 (616,654) (29,140) (309,899)
Balance at June 30, 2016 221,976 4,783,283 14,528,062 (1,377,554) 2,107,945 20,263,712
Comprehensive income
Net income - - 56,054 - 13,223 69,277
Change in unfunded status of
pension, net (157,311) (20,515) (177,826)
Change in net unrealized loss
on securities available for sale, net - - - (565,762) (73,781) (639,543)
Unrealized loss on interest rate
swaps, net - - - 1,101,888 143,698 1,245,586
Total comprehensive income - - 56,054 378,815 62,625 497,494
Balance at June 30, 2017 S 221,976 $ 4,783,283 $ 14,584,116 $ (998,739) $ 2,170,570 S 20,761,206

See the accompanying notes to the consolidated financial statements.
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First Federal Financial Corporation and Subsidiary
Consolidated Statements of Cash Flows

Years ended June 30, 2017 2016
Operating Activities
Net Income 69,277 S 387,172
Net income attributable to noncontrolling interest (13,223) (51,277)
Net income attributable to First Federal Financial
Corporation and Subsidiary 56,054 335,895
Adjustments to reconcile net income to net cash provided
by operating activities:
Depreciation 213,356 191,468
Loss on disposal of premises and equipment (168,548) -
Net amortization of securities 120,616 81,564
Net gain on sale of investment securities - (152,181)
Impairment loss on securities recognized in earnings 28,827 -
Impairment of foreclosed assets 11,030 23,534
Net gain on sale of foreclosed assets (7,113) (321,037)
Deferred income tax expense (benefit) (178,852) 38,453
Bank owned life insurance income (64,449) (62,594)
Postretirement benefit income and deferred
compensation expense 166,882 -
Changes in operating assets and liabilities:
Other assets (26,766) (182,833)
Accrued expenses and other liabilities (267,035) (408,135)
Net cash used in operating activities (115,998) (455,866)
Investing Activities
Change in interest bearing deposits in banks (992,327) -
Proceeds from calls, maturities, and prepayments of
securities, available for sale 1,757,823 806,103
Proceeds from sale of securities, available for sale - 2,714,448
Purchases of securities, available for sale (16,599,401) (6,442,326)
Proceeds from sales of other securities, at cost 61,400 -
Loan originations and principal collections, net (657) (4,246,966)
Proceeds from sale of premises and equipment - 6,202
Purchases of premises and equipment (212,396) (117,391)
Proceeds from sale of foreclosed assets 35,006 743,904
Net cash used in investing activities (15,950,552) (6,536,026)
Financing Activities
Net increase in deposits 10,288,343 7,289,818
Net cash provided by financing activities 10,288,343 7,289,818
Net (Decrease) Increase in Cash (5,764,984) 297,926
Cash and Cash Equivalents, beginning of year 19,681,124 19,383,198
Cash and Cash Equivalents, end of year 13,916,140 S 19,681,124

See the accompanying notes to the consolidated financial statements.
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First Federal Financial Corporation and Subsidiary
Consolidated Statements of Cash Flows (Continued)

Years ended June 30, 2017 2016

Supplementary cash flow information:

Interest paid on deposits and borrowed funds S 791,948 S 861,740

Income taxes paid S 2,153 § 3,615

Schedule of noncash investing and financing activities:

Foreclosure of assets S - S 27,893

Change in unfunded pension liability, net of income taxes ) (177,826) S (352,288)

Charge-offs $ (6,465) S (8,384)

See the accompanying notes to the consolidated financial statements.
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First Federal Financial Corporation and Subsidiary
Notes to Consolidated Financial Statements

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Principles of Consolidation

The consolidated financial statements include the accounts of First Federal Financial Corporation
(the Company) and its 89%-owned subsidiary, First Federal Bank (the Bank) and Diversified Growth
& Development, Inc. All significant intercompany balances and transactions have been eliminated
in consolidation.

Nature of Operations

The Company provides a variety of financial services to individuals and small businesses through its
offices in Harnett, Johnston, and Wake County, North Carolina. Its primary deposit products are
demand deposits, savings, and certificate of deposit accounts, and its primary lending products are
loans collateralized by real estate, commercial, and consumer loans.

Use of Estimates

The preparation of consolidated financial statements in conformity with accounting principles
generally accepted in the United States of America requires management to make estimates and
assumptions that affect certain reported amounts and disclosures. Accordingly, actual results could
differ from those estimates. Material estimates that are particularly susceptible to significant
change in the near term relate to the determination of the allowance for loan losses, the fair value
of financial instruments, the fair value of foreclosed assets, and the valuation of the Company’s
defined benefit pension obligation.

Significant Group Concentrations of Credit Risk

Most of the Company’s activities are with customers located in Harnett, Johnston, and Wake
County, North Carolina, and the surrounding areas. Notes 2, 3, and 19 discuss the types of
securities in which the Company invests in. Note 4 discusses the types of lending in which the
Company engages. The Company does not have any significant concentrations within any one
industry or with any one customer.

Cash and Cash Equivalents

For the purpose of presentation in the consolidated statements of cash flows, the Company
considers cash and highly liquid investments with maturities of three months or less when
purchased as cash and cash equivalents. Cash and cash equivalents consist of cash and due from
banks and federal funds sold at June 30, 2017 and 2016.

Interest Bearing Deposits in Banks

Interest bearing deposits in banks are comprised primarily of federally insured certificates of
deposit and corporate certificates which mature within one to seven years. Such amounts are
carried at cost, which approximate market value, at June 30, 2017 and 2016.



First Federal Financial Corporation and Subsidiary
Notes to Consolidated Financial Statements

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)
Securities

Securities that are held principally for resale in the near term are recorded in the trading assets
account at fair value with changes in fair value recorded in earnings. Debt securities that
management has the positive intent and ability to hold to maturity are classified as “held to
maturity” and recorded at amortized cost. Securities not classified as held to maturity or trading,
including equity securities with readily determinable fair values, are classified as “available for sale”
and recorded at fair value, with unrealized gains and losses excluded from earnings and reported in
other comprehensive income. Purchase premiums and discounts are recognized in interest income
using the interest method over the terms of the securities. Gains and losses on the sale of
securities are recorded on the trade date and are determined using the specific identification
method.

Other Securities

The Company, as a member of the Federal Home Loan Bank of Atlanta (FHLB) system, is required to
maintain an investment in capital stock of the FHLB. Based on the redemption provisions of the
FHLB, the stock has no quoted market value and is carried at cost. Management reviews for
impairment based on the ultimate recoverability of the cost basis of other securities.

Derivatives

At the inception of a derivative contract, the Company designates the derivative as one of three
types based on the Company’s intentions and belief as to likely effectiveness as a hedge. These
three types are (1) a hedge of the fair value of a recognized asset or liability or of an unrecognized
firm commitment (“fair value hedge”), (2) a hedge of a forecasted transaction or the variability of
cash flows to be received or paid related to a recognized asset or liability (“cash flow hedge”), or (3)
an instrument with no hedging designation (“stand-alone derivative”). For a fair value hedge, the
gain or loss on the derivative, as well as the offsetting loss or gain on the hedged item, is recognized
in current earnings as fair values change. For a cash flow hedge, the gain or loss on the derivative is
reported in other comprehensive income and is reclassified into earnings in the same periods
during which the hedged transaction affects earnings. For both types of hedges, changes in the fair
value of derivatives that are not highly effective in hedging the changes in fair value or expected
cash flows of the hedged item are recognized immediately in current earnings. Changes in the fair
value of derivatives that do not qualify for hedge accounting are reported currently in earnings, as
non-interest income. The Company held no derivatives designated as cash flow hedges or stand-
alone derivatives for the years ended June 30, 2017 and 2016.

Net cash settlements on derivatives that qualify for hedge accounting are recorded in interest
income or interest expense, based on the item being hedged. Net cash settlements on derivatives
that do not qualify for hedge accounting are reported in non-interest income. Cash flows on hedges
are classified in the cash flow statement the same as the cash flows of the items being hedged.
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First Federal Financial Corporation and Subsidiary
Notes to Consolidated Financial Statements

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Derivatives (continued)

The Company formally documents the relationship between derivatives and hedged items, as well
as the risk-management objective and the strategy for undertaking hedge transactions at the
inceptions of the hedging relationship. This documentation includes linking fair value hedges to
specific assets and liabilities on the balance sheet or to specific firm commitments or forecasted
transactions. The Company also formally assesses, both at the hedge’s inception and on an ongoing
basis, whether the derivative instruments that are used are highly effective in offsetting changes in
fair values or cash flows of the hedged items. The Company discontinues hedge accounting when it
determines that the derivative is no longer effective in offsetting changes in the fair value or cash
flows of the hedged item, the derivative is settled or terminates, a hedged forecasted transaction is
no longer probable, a hedged firm commitment is no longer firm, or treatment of the derivative as a
hedge is no longer appropriate or intended.

When hedge accounting is discontinued, subsequent changes in fair value of the derivative are
recorded as non-interest income. When a fair value hedge is discontinued, the hedged asset or
liability is no longer adjusted for changes in fair value and the existing basis adjustment is amortized
or accreted over the remaining life of the asset or liability.

Loans

The Company grants real estate, commercial, and consumer loans to customers. A substantial
portion of the loan portfolio is represented by loans secured by real estate in Harnett, Johnston,
and Wake County, North Carolina. The ability of the Company’s debtors to honor their contracts is
dependent upon the real estate and general economic conditions in these areas.

Loans that management has the intent and ability to hold for the foreseeable future or until
maturity or pay-off generally are reported at their outstanding unpaid principal balances adjusted
for the allowance for loan losses.

For loans amortized at cost, interest income is accrued based on the unpaid principal balance. Loan
origination fees and costs, net of certain direct origination fees and costs, are deferred and
amortized as a level yield adjustment over the respective term of the loan.

The accrual of interest on the loans is discontinued at the time the loan is 90 days past due unless
the credit is well-secured and in process of collection. Loans are typically charged off not later than
120 days past due. Past due status is based on contractual terms of the loan. In all cases, loans are
placed on non-accrual or charged-off at an earlier date if collection of principal or interest is
considered doubtful.
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First Federal Financial Corporation and Subsidiary
Notes to Consolidated Financial Statements

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)
Loans (continued)

All interest accrued but not collected for loans that are placed on non-accrual or charged off is
reversed against interest income. The interest on these loans is accounted for on the cash basis or
cost recovery method, until qualifying for return to accrual. Loans are returned to accrual status
when all the principal and interest amounts contractually due are brought current and future
payments are reasonably assured.

When a loan is classified as non-accrual and the future collectability of the recorded loan balance is
doubtful, collections of interest and principal are generally applied as a reduction to the principal
outstanding, except in the case of loans with scheduled amortizations where the payment is
generally applied to the oldest payment due. When the future collectability of the recorded loan
balance is expected, interest income may be recognized on a cash basis. In the case where a non-
accrual loan has been partially charged-off, recognition of interest on a cash basis is limited to that
which would have been recognized on the recorded loan balance at the contractual interest rate.
Receipts in excess of that amount are recorded as recoveries to the allowance for loan losses until
prior charge-offs have been fully recovered.

Allowance for Loan Losses

The allowance for loan losses is established as losses are estimated to have occurred through a
provision for loan losses charged to earnings. Loan losses are charged against the allowance when
management believes the uncollectability of a loan balance is confirmed. Subsequent recoveries, if
any, are credited to the allowance.

The allowance for loan losses is evaluated on a regular basis by management and is based upon
management’s periodic review of the collectability of the 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.

The allowance consists of allocated and general components. The allocated component relates to
loans that are classified as impaired. For those loans that are classified as impaired, an allowance is
established when the discounted cash flows (or collateral value or observable market price) of the
impaired loan is lower than the carrying value of that loan. The general component covers non-
classified loans and is based on historical charge-off experience. Other adjustments may be made
to the allowance for pools of loans after an assessment of internal and external influence on credit
quality that are not fully reflected in the historical loss or risk rating data.

A loan is considered impaired when, based on current information and events, it is probable that
the Company will be unable to collect the scheduled payments of principal or interest when due
according to the contractual terms of the loan agreement. Factors considered by management in
determining impairment include payment status, collateral value, and the probability of collecting
scheduled principal and interest payments when due. Loans that experience insignificant payment
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First Federal Financial Corporation and Subsidiary
Notes to Consolidated Financial Statements

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)
Allowance for Loan Losses (continued)

delays and payment shortfalls are considered 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 payment record, and the amount of the shortfall in
relation to the principal and interest owed. Impairment is measured on a loan by loan basis by
either the present value of expected future cash flows discounted at the loan’s effective interest
rate, the loan’s obtainable market price, or the fair value of the collateral if the loan is collateral
dependent.

Off-balance Sheet Credit Related Financial Instruments

In the ordinary course of business, the Company has entered into commitments to extend credit,
including unfunded commitments under lines of credit and standby letters of credit. Such financial
instruments are recorded when they are funded.

Foreclosed Assets

Assets acquired through, or in lieu of, loan foreclosure are held for sale and are initially recorded at
fair value less cost to sell at the date of foreclosure, establishing a new cost basis. Subsequent to
foreclosure, valuations are periodically performed by management and the assets are carried at the
lower of carrying amount or fair value less cost to sell. Revenue and expenses from operations are
included in net expenses from foreclosed assets.

Premises and Equipment

Land is carried at cost. Bank premises and furniture, fixtures, and equipment are carried at cost,
less accumulated depreciation computed on the straight-line method over the estimated useful
lives of the assets.

Expenditures for maintenance and repairs are charged against earnings as incurred. Costs of major
additions and improvements are capitalized. Upon disposition or retirement of property, the asset
account is relieved of the cost of the item and the allowance for depreciation is charged with
accumulated depreciation. Any resulting gain or loss is reported in current income.

Long-lived Assets

The Company reviews long-lived assets for impairment whenever events or changes in
circumstances indicate that the carrying amount of the asset may not be recoverable. If the future
undiscounted cash flows expected to result from the use of the asset and its eventual disposition
are less than the carrying amount of the asset, an impairment loss is recognized. Long-lived assets
and certain intangibles to be disposed of are reported at the lower of carrying amount or fair value
less cost to sell.
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NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)
Income Taxes

The Company accounts for income taxes in accordance with income tax accounting guidance (FASB
ASC 740, Income Taxes). The guidance results in two components of income tax expense: current
and deferred. Current income tax expense reflects taxes to be paid or refunded for the current
period by applying the provisions of the enacted tax law to the taxable income or excess of
deductions over revenues. The Company determines deferred income taxes using the liability (or
balance sheet) method. Under this method, the net deferred tax asset or liability is based on the
tax effects of the differences between book and tax bases of assets and liabilities, and enacted
changes in tax rates and laws are recognized in the period in which they occur.

Deferred income tax expense results from changes in deferred tax assets and liabilities between
periods. Deferred tax assets are recognized if it is more likely than not, based on the technical
merits, that the tax position will be realized or sustained upon examination. The term more likely
than not means a likelihood of more than 50 percent; the terms examined and upon examination
also include resolution of the related appeals or litigation process, if any. A tax position that meets
the more-likely-than-not recognition threshold is initially and subsequently measured as the largest
amount of tax benefit that has a greater than 50 percent likelihood of being realized upon
settlement with the taxing authority that has full knowledge of all relevant information. The
determination of whether or not a tax position has met the more-likely-than-not recognition
threshold considers the facts, circumstances, and information available at the reporting date and is
subject to management’s judgment. Deferred tax assets are reduced by a valuation allowance if,
based on the weight of evidence available, it is more likely than not that some portion or all of a
deferred tax asset will not be realized.

The income tax accounting guidance related to accounting for uncertainty in income taxes sets out
a consistent framework to determine the appropriate level of tax reserves to maintain for uncertain
tax positions. As of June 30, 2017, management is not aware of any uncertain tax positions that
would have a material effect on the Company’s financial statements.

The Company recognizes interest and penalties on income taxes as a component of income tax
expense.

Bank Owned Life Insurance

The Company purchased single-premium life insurance on certain employees of the Company.
Appreciation in value of the insurance policies is classified as noninterest income.

Earnings Per Share

Basic earnings per share represent income available to common stockholders divided by the
weighted-average number of common shares outstanding during the period. The weighted-average
number of common shares outstanding used to calculate earnings per share was 221,976 for the
years ended June 30, 2017 and 2016.
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NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)
Stock Compensation

Stock compensation accounting guidance (FASB ASC 718, Compensation — Stock Compensation)
requires that the compensation cost related to stock-based payment transactions be recognized in
financial statements. That cost will be measured based on the grant date of the equity or liability
instruments issued. The stock compensation accounting guidance covers a wide range of stock-
based compensation arrangements including stock options, restricted stock plans, performance-
based awards, stock appreciation rights and employee stock purchase plans.

The stock compensation accounting guidance requires that compensation cost for all stock awards
be calculated and recognized over the employees’ service period, generally defined as the vesting
period. For awards with grade-vesting, compensation cost is recognized on a straight-line basis over
the requisite service period for the entire award. A Black-Sholes model is used to estimate the fair
value of the stock options.

Fair Value of Financial Instruments

Fair values of financial instruments are estimated using relevant market information and other
assumptions, as more fully disclosed in Note 18. Fair value estimates involve uncertainties and
matters of significant judgment. Changes in assumptions or in market conditions could significantly
affect the estimates.

Advertising Costs

Advertising costs are expensed as incurred. Advertising expense was $60,988 and $61,750 for the
years ended June 30, 2017 and 2016, respectively.

Compensated Absences

Employees of the Company are entitled to paid vacation, paid sick days and personal days off,
depending on job classifications, length of service, and other factors. It is impractical to estimate
the amount of compensation for future absences, and, accordingly, no liability has been recorded in
the accompanying financial statements. The Company’s policy is to recognize the costs of
compensated absences when actually paid to employees.

Subsequent Events
The Company evaluated all events or transactions that occurred after June 30, 2017 through
September 26, 2017, the date the Company issued these financial statements. During this period,

the Company did not have any material subsequent events that required recognition in the financial
statements or disclosures for the year ended the June 30, 2017.
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NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)
Reclassification

Certain amounts in the 2016 consolidated financial statements have been reclassified to conform to
the 2017 presentation. The reclassification had no impact on net income for 2016.

Recently Issued Accounting Standards

In February 2016, the FASB issued ASU 2016-02, Leases (Topic 842): Presentation of Comprehensive
Income. For finance leases, amendments to current accounting guidance require lessees to (1)
recognize leases on the entities balance sheets by recording a right-of-use asset and a lease liability,
initially measured at the present value of lease payments, (2) recognize interest on the lease liability
separately from amortization of the right-of-use asset in the statement of comprehensive income,
and (3) classify repayments of the principal portion of the lease liability within financing activities
and payments of interest on the lease liability and variable lease payments within operating
activities in the statement of cash flows. For operating leases, amendments to current accounting
guidance require lessees to (1) recognize a right-of-use asset and a lease liability, initially measured
at the present value of the lease payments, in the statement of financial position, (2) recognize a
single lease cost, calculated so that the cost of the lease is allocated over the lease term on a
generally straight-line basis, and (3) classify all cash payments within operating activities in the
statement of cash flows. The accounting by a lessor is largely unchanged from that applied under
previous accounting standards. This ASU is effective for fiscal years beginning after December 15,
2019, and interim periods within fiscal years beginning after December 15, 2020. Early adoption is
permitted. The Company is currently evaluating the impact of this amendment on the consolidated
financial statements.

In March 2016, the FASB issued ASU 2016-08, Revenue from Contracts with Customers (Topic 606):
Principal versus Agent Considerations (Reporting Revenue versus Net) (“ASU 2016-08”). The
amendments clarify the implementation guidance on principal versus agent considerations in the
new revenue recognition standard. ASU 2016-08 clarifies how an entity should identify the unit of
accounting for the principal versus agent evaluation and how it should apply the control principle to
certain types of arrangements. The amendments in ASU 2016-08 affect the guidance in ASU 2014-
09, Revenue from Contracts with Customers (Topic 606), and have similar effective dates and
transition requirements which are for fiscal years beginning after December 15, 2018, and interim
periods within fiscal years beginning after December 15, 2019. Early adoption is permitted only as
of annual reporting periods beginning after December 15, 2016, and interim reporting periods
within annual reporting periods beginning one year after the annual reporting period in which the
entity first applies the guidance of ASU 2014-09. The Company is currently evaluating the impact of
this amendment on the consolidated financial statements.
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NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

In May 2016, the FASB issued ASU 2016-12, Revenue from Contracts with Customers (Topic 606):
Narrow-Scope Improvements and Practical Expedients. The amendments in this update do not
change the core principles of the guidance in Topic 606. Rather these amendments affect only
narrow aspects of Topic 606 and add some practical expedients. These amendments are effective at
the same date that Topic 606 is effective. Topic 606 is effective for annual reporting periods, and
interim reporting periods within those annual reporting periods, beginning after December 15,
2018. This ASU is not expected to have a material impact on the Company’s consolidated financial
statements.

In June 2016, the FASB issued ASU 2016-13, Financial Instruments - Credit Losses: Measurement of
Credit Losses on Financial Instruments (the ASU), which introduces the current expected credit
losses methodology. Among other things, the ASU requires the measurement of all expected credit
losses for financial assets, including available-for-sale debt securities, held at the reporting date
based on historical experience, current conditions, and reasonable and supportable forecasts that
affect the collectibility of the reported amount. The new model will require institutions to calculate
all probable and estimable losses that are expected to be incurred through the loan's entire life.
ASU 2016-13 also requires the allowance for credit losses for purchased financial assets with credit
deterioration since origination to be determined in a manner similar to that of other financial assets
measured at amortized cost; however, the initial allowance will be added to the purchase price
rather than recorded as credit loss expense. The disclosure of credit quality indicators related to
the amortized cost of financing receivables will be further disaggregated by year of origination (or
vintage). Disaggregation by vintage will be optional for nonpublic business entities. Institutions are
to apply the changes through a cumulative-effect adjustment to their retained earnings as of the
beginning of the first reporting period in which the standard is effective. The amendments are
effective for fiscal years beginning after December 15, 2020. Early application will be permitted for
fiscal years beginning after December 15, 2018. The Company is currently evaluating the impact of
these amendments on the consolidated financial statements.
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NOTE 2 - SECURITIES

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

Gross
Unrealized
Gross Gross Losses from
Amortized Unrealized Unrealized Interest Rate
Cost Gains Losses Swaps Fair Value
June 30, 2017
Securities available for sale:
Municipal securities $17,538,634 $276,498 S (4,406) $ (284,055) $ 17,526,671
SBA pools 14,254,441 4,353 (301,819) - 13,956,975
Mortgage backed
securities 11,335,208 8,421 (93,097) - 11,250,532
Corporate securities 503,093 - (5,411) - 497,682
$43,631,376 S 289,272 $(404,733) $ (284,055) S 43,231,860
June 30, 2016
Securities available for sale:
Municipal securities $ 17,540,226 S 876,920 S - $(1,500,817) S 16,916,329
SBA pools 7,679,019 48,444 (25,800) - 7,701,663
Mortgage backed
securities 3,691,172 10,541 - - 3,701,713

$ 28,910,417 §$ 935,905 S (25,800) S (1,500,817) S 28,319,705

Other securities on the balance sheet are comprised of $151,610 and $213,010 in FHLB stock at
June 30, 2017 and 2016.

Securities with a carrying value of $6,024,494 and $7,447,602 at June 30, 2017 and 2016,
respectively, were pledged to secure public deposits and for other purposes as required or
permitted by law.
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NOTE 2 — SECURITIES (Continued)

The amortized cost and fair values of debt securities by contractual maturity at June 30, 2017

follows:

Available for Sale

Amortized Fair
Cost Value
Over one year through five years 4,416,497 4,453,627
After five years through ten years 6,446,282 6,534,866
Over ten years 7,178,948 7,319,915
18,041,727 18,308,408
Fair Value of Interest Rate Swaps - (284,055)
- (284,055)
Municipal and corporate securities, net of fair value

of interest rate swaps 18,041,727 18,024,353
SBA pools 14,254,441 13,956,975
Mortgage backed securities 11,335,208 11,250,532
43,631,376 $ 43,231,860

No sales of securities occurred for the year ended June 30, 2017. For the year ended June 30, 2016,
proceeds from sales of securities available for sale amounted to $2,714,448. Gross realized gains on
available for sale securities the year ended June 30, 2016 were $152,181. Gross realized losses on
available for sale securities were $62,636 for the year ended June 30, 2016.
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NOTE 2 — SECURITIES (Continued)

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:

Less Than 12 Months 12 Months or More Total
Unrealized Unrealized Unrealized
Fair Value Loss Fair Value Loss Fair Value Loss
June 30, 2017
Securities available for sale:
Municipal
securities $ 17,526,671 $ 288,461 $ - S - $ 17,526,671 S 288,461
SBA pools - - 13,956,975 301,819 13,956,975 301,819
Mortgage backed
securities - - 11,250,532 93,097 11,250,532 93,097
Corporate
securities 497,682 5,411 - - 497,682 5,411
$ 18,024,353 $ 293,872 $ 25,207,507 $ 394,916 $ 43,231,860 $ 688,788
June 30, 2016
Securities available for sale:
Municipal
securities $ 16,916,329 S 1,500,817 $ - S - $ 16,916,329 $ 1,500,817
SBA pools - - 7,701,663 25,800 7,701,663 25,800

$ 16,916,329 S 1,500,817 S 7,701,663 S 25,800 $ 24,617,992 S 1,526,617

Management evaluates securities for other-than-temporary impairment at least on a quarterly
basis, and more frequently when economic or market concerns warrant such evaluation.
Consideration is given to (1) the length of time and the extent to which the fair value has been less
than cost, (2) the financial condition and near-term prospects of the issuer, and (3) the intent and
ability of the Company to retain its investment in the issuer for a period of time sufficient to allow
for any anticipated recovery in fair value.

Municipal Securities

The unrealized losses on twenty-nine investments in Municipal resulted from interest rate changes
and other temporary market influences on interest rate swap contracts on these securities. The
contractual terms of those investments do not permit the issuer to settle the securities at a price
less than the amortized cost bases of the investments. Because the Company does not intend to
sell the investments and it is not more likely than not the Company will be required to sell the
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NOTE 2 — SECURITIES (Continued)

investments before recovery of their amortized cost bases, which may be maturity, the Company
does not consider those investments to be other-than-temporarily impaired at June 30, 2017.

SBA Pools

The unrealized losses on thirteen investments in SBA Pools resulted from interest rate changes and
other temporary market influences. The contractual terms of those investments do not permit the
issuer to settle the securities at a price less than the amortized cost bases of the investments.
Because the Company does not intend to sell the investments and it is not more likely than not the
Company will be required to sell the investments before recovery of their amortized cost bases,
which may be maturity, the Company does not consider those investments to be other-than-
temporarily impaired at June 30, 2017.

Mortgage Backed Securities

The decline in fair value of ten mortgage backed securities was a result of changes in interest rates
and illiquidity, not declines in credit quality. The Company purchased those investments at a
discount relative to their face amount, and the contractual cash flows of those investments are
guaranteed by an agency of the U.S. Government. Accordingly, it is expected that the securities
would not be settled at a price less than the amortized cost bases of the Company’s investments.
Because the decline in market value is attributable to changes in interest rates and not credit
quality, and because the Company does not intend to sell the investments and it is not more likely
than not that the Company will be required to sell the investments before recovery of their
amortized cost bases, which may be maturity, the Company does not consider those investments to
be other-than-temporarily impaired at June 30, 2017.

Corporate Securities

The unrealized loss on one investment in a corporate bond was caused by market interest rate
changes since the time these investments were acquired. The contractual terms of the investments
does not permit the issuer to settle the security at a price less than the amortized cost bases of the
investments. Because the decline in market value is attributable to changes in interest rates and
not credit quality, and because the Company does not intend to sell the investments before
recovery of their amortized cost bases, which may be maturity, the Company does not consider the
investments to be other-than-temporarily impaired at June 30, 2017.

In 2017 and 2016, the Company recognized no other-than-temporary losses.
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NOTE 3 — DERIVATIVE INSTRUMENTS

The Company is exposed to certain risks relating to its ongoing business operations. In December
2014, the Company purchased asset-backed securities with interest rate swap agreements to
manage interest rate risk associated with the Company’s earnings on loans. The derivatives and
hedging accounting guidance (ASC 815-10) requires that the Company recognize all derivative
instruments as either assets or liabilities at fair value in the balance sheet. In accordance with this
guidance, the Company designates the asset-backed securities as fair value hedges.

Derivative instruments are generally either negotiated over-the-counter (OTC) contracts or
standardized contracts executed on a recognized exchange. Negotiated OTC derivative contracts
are generally entered into between two counterparties that negotiate specific agreement terms,
including the underlying instrument, amount, exercise prices and maturity.

The Company is exposed to credit-related losses in the event of nonperformance by the
counterparties to these agreements. The Company controls the credit risk of its financial contracts
through credit approvals, limits and monitoring procedures, and does not expect any counterparties
to fail their obligations. The Company only deals with primary dealers.

As permitted under the derivatives and hedging accounting guidance (ASC 815-10-45), the Company
has elected to net derivative receivables and derivative payables and the related cash collateral
received and paid when a legally enforceable master netting agreement exists. The Company has
made an accounting policy decision to offset fair value amounts pursuant to this guidance (ASC 815-
10-45-5), which has been applied consistently. The Company has not offset fair value amounts
recognized for derivative instruments without offsetting fair value amounts recognized for the right
to reclaim cash collateral or the obligation to return cash collateral.
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NOTE 3 — DERIVATIVE INSTRUMENTS (Continued)

If certain hedging criteria specified in derivatives and hedging accounting guidance are met,
including testing for hedge effectiveness, hedge accounting may be applied. The hedge
effectiveness assessment methodologies for similar hedges are performed in a similar manner and
are used consistently throughout the hedging relationships.

Fair Value Hedges

For hedges of asset-backed securities, the hedge documentation specifies the terms of the hedged
items and the interest rate swaps. The documentation also indicates that the derivative is hedging
a fixed-rate item, that the hedge exposure is to the changes in the fair value of the hedged item,
and that the strategy is to eliminate fair value variability by converting fixed-rate interest earnings
into LIBOR interest earnings plus interest rate spreads.

For derivative instruments that are designated and qualify as fair value hedges, the gain or losses on
the derivatives as well as the offsetting losses or gains on the hedged items attributable to the
hedged risks are recognized as current earnings. The Company includes the gain or loss on the
hedged items in the same line item, interest income, as the offsetting loss or gain on the related
interest rate swaps.

The twenty-nine asset-backed securities hedged have lives ranging from twelve to twenty-nine
years and twenty-four of the hedged securities are callable at varying times depending on the
individual hedging agreements. These securities are hedged with “pay fixed rate, receive variable
rate” swaps wherein the Company pays fixed interest rates varying from 2.82% to 4.75% and
receiving interest income of LIBOR and interest rate spreads ranging from 23 to 138 basis points.

Additionally, twenty-four of the municipal bonds include callable features that could result in
termination of the investment holdings. The municipal bonds and values of the interest rate swaps
are included as securities available for sale on the balance sheet and in Note 2 and Note 18.
Unrealized gains and losses on the interest rate swaps are included in accumulated other
comprehensive income, while gains and losses resulting from ineffectiveness of the interest rate
swaps are charged to earnings in the periods in which they occur.
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NOTE 3 — DERIVATIVE INSTRUMENTS (Continued)

The ineffective portions of the hedged assets are recognized in the other expenses caption in non-
interest expenses on the consolidated statements of income.

The summary of the effects of the interest rate swap derivatives on the balance sheet for the years
ended June 30, 2017 and 2016 are noted below:

June 30, 2017 2016

Unrealized loss on derivative contracts S (288,004) S (1,533,591)
Interest income (effective portion) 61,598 32,774
Unrealized loss (effective portion) S (226,406) S (1,500,817)

The summary of the effects of the interest rate swap derivatives on the income statement for the
years ended June 30, 2017 and 2016 are noted below:

For the year ended June 30, 2017 2016

Interest income from variable rate swaps S 360,729 $ 390,028
Interest expense from fixed rate agreements (299,131) (357,254)
Interest income recognized (ineffective portion) S 61,598 § 32,774

NOTE 4 - LOANS

The composition of the loan portfolio by portfolio segment was as follows:

June 30, 2017 2016
Real estate
Residential $ 69,763,652 S 76,639,794
Construction 11,657,133 14,273,227
Nonresidential 24,341,319 19,789,587
Commercial 8,066,154 2,824,339
Consumer 1,345,225 1,794,200
Total loans 115,173,483 115,321,147
Deferred loan fees and costs, net (75,782) (221,642)
Allowance for loan losses (1,828,883) (1,831,344)
Net loans $ 113,268,818 S 113,268,161
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The Company grants real estate, commercial, and consumer loans to its customers. Although the
Company has a diversified loan portfolio, 94.3% and 97.9% of the portfolio is concentrated in loans
secured by real estate as of June 30, 2017 and 2016, respectively.

Real Estate — Residential

The Company originates mortgage residential real estate loans for the closed-end purchase or
refinancing of mortgages for individual homeowners or rental properties. These loans are secured
by 1-4 family residential properties primarily located in the Company’s market area. The financial
strength of the borrowers and collateral values of the properties are assessed as part of the
underwriting criteria of these loans. Risks associated with these loans include reductions in cash
flow of borrowers due to job loss or sickness and declines in collateral values of properties securing
the loans.

Real Estate - Construction

The Company originates construction loans to builders and commercial borrowers and, to a limited
extent, loans to individuals for the construction of primary residences. These loans are secured by
real estate. To the extent construction loans are not made to owner occupants of single-family
homes, they are more vulnerable to changes in economic conditions. Further, the nature of these
loans is such that they are difficult to evaluate and monitor. The risk of loss on construction loans is
dependent on the accuracy of initial estimates of property value upon completion of the projects,
and the estimated costs (including interest) of the projects.

Real Estate — Nonresidential

Nonresidential loans are owner occupied loans where the primary sources of repayment are cash
flows from the ongoing operations and activities conducted by the owners. Underwriting criteria
for these loans require initial and on-going reviews of borrower cash flows. Economic conditions
impacting cash flows of the borrowers or declines in collateral values are risks to this loan type.

Commercial

Commercial business loans are made to small and medium sized companies in the Company’s
market area. Commercial loans are generally used for working capital purposes or for acquiring
equipment, inventory or furniture. Primarily all of the Company’s commercial loans are secured
loans, along with a small amount of unsecured loans. The Company’s underwriting analysis consists
of a review of the financial statements of the borrower, the lending history of the borrower, the
debt service capabilities of the borrower, the projected cash flows of the business, the value of the
collateral, if any, and whether the loan is guaranteed by the principals of the borrower. These loans
are generally secured by accounts receivable, inventory and equipment. Commercial loans are
typically made on the basis of the borrower’s ability to make repayment from the cash flow of the
borrower’s business, which makes them of higher risk than residential loans and the collateral
securing loans may be difficult to appraise and may fluctuate in value based on the success of the
business. The Company seeks to minimize these risks through its underwriting standards.

-25-



First Federal Financial Corporation and Subsidiary
Notes to Consolidated Financial Statements

NOTE 4 — LOANS (Continued)
Consumer

Consumer and other loans consist of all loans made to individuals for household, family, and other
personal expenditures. These loans include automobile loans, unsecured loans, and deposit-
secured loans as well as non-real estate secured revolving credit lines. Consumer underwriting
criteria include the credit worthiness of the borrowers as well as the values of underlying collateral.
Risks associated with consumer loans include job loss, sickness, and declines in collateral values or
losses of collateral.

An analysis of the change in allowance for loan losses is as follows:

Real Estate
Residential ~ Construction Nonresidential Commercial Consumer Unallocated Total
June 30, 2017
Beginning balance $ 459,099 $ 331914 $ 261,957 $ 69,759 $ 47,951 $ 660,664 $ 1,831,344
Provision for loan losses 341,434 (270,526) (57,223) 36,781 22,243 (72,709) -
Charge-offs (3,695) - (1,235) - (1,536) - (6,466)
Recoveries 705 - - 3,000 300 - 4,005

S 797,543 $ 61,388 $ 203,499 $ 109,540 $ 68,958 $ 587,955 $ 1,828,883

Impaired Loans Individually

evaluated for impairment:
Recorded investment S 509,277 $ 329,043 $ 216,781 $ - S - S - S 1,055,101
Balance in allowance for

loan losses - - - - - - -

Impaired Loans collectively

evaluated for impairment:

Recorded investment S 397,431 29,483 300,071 - 2,186 - S 729,171
Balance in allowance for
loan losses 1,880 74 720 - a4 - 2,718

Loans Collectively evaluated

for impairment:

Recorded investment $ 68,856,944 $ 11,298,607 $ 23,824,467 S 8,066,154 $ 1,343,039 S - $ 113,389,211
Balance in allowance for

loan losses 795,662 61,315 202,780 95,002 83,451 587,955 1,826,165
Total evaluated for

impairment:
Recorded investment $ 69,366,221 $ 11,627,650 $ 24,041,248 $ 8,066,154 $ 1,343,039 $ - $ 115,173,483
Balance in allowance for

loan losses 797,542 61,389 203,500 95,002 83,495 587,955 1,828,883
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Real Estate
Residential  Construction Nonresidential Commercial Consumer Unallocated Total
June 30, 2016
Beginning balance S 514,570 S 203,398 S 352,732 S 32,211 S 47,821 S 680,679 S 1,831,411
Provision for loan losses (55,779) 128,516 (90,775) 31,548 6,505 (20,015) -
Charge-offs (1,341) - - - (7,043) - (8,384)
Recoveries 1,649 - - 6,000 668 - 8,317

S 459,099 S 331,914 $ 261,957 $ 69,759 $ 47,951 S 660,664 $ 1,831,344

Impaired Loans Individually

evaluated for impairment:
Recorded investment S 523,382 S 414,052 $ 981,639 $ - S - S - S 1,919,073
Balance in allowance for

loan losses - - - - - - -

Impaired Loans collectively

evaluated for impairment:

Recorded investment S 471,315 22,904 - - 11,780 - S 505,999
Balance in allowance for
loan losses 688 37 - - 99 824

Loans Collectively evaluated

for impairment:

Recorded investment S 75,645,097 S 13,836,271 S 18,807,948 $ 2,824,339 S 1,782,420 $ - $ 112,896,075
Balance in allowance for

loan losses 459,099 331,914 261,957 69,759 47,951 660,664 1,831,344
Total evaluated for

impairment:
Recorded investment $ 76,639,794 $ 14,273,227 $ 19,789,587 S 2,824,339 $ 1,794,200 $ - $ 115,321,147
Balance in allowance for

loan losses 459,099 331,914 261,957 69,759 47,951 660,664 1,831,344

The Company categorizes loans into risk categories based on relevant information about the ability
of borrowers to service their debt such as: current financial information, historical payment
experience, credit documentation, public information, and current economic trends, among other
factors.

The Company analyzes loans individually by classifying the loans as to credit risk. Loans classified
other than weak pass are reviewed monthly by the Company for further deterioration or
improvement to determine if they are appropriately classified and whether there is any
impairment. All loans are graded upon initial issuance. Further, commercial loans are typically
reviewed at least annually to determine the appropriate loan grading. In addition, during the
renewal process of any loan, as well as when a loan becomes past due, the Company will determine
the appropriate loan grade.
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NOTE 4 — LOANS (Continued)

Loans excluded from the review process above are generally classified as pass credits until: (a) they
become past due; (b) management becomes aware of deterioration in the credit worthiness of the
borrower; or (c) the customer contacts the Company for a modification. In these circumstances,
the loan is specifically evaluated for potential classification as to special mention, substandard,
doubtful or even charge off.

Internally assigned loan grades are defined as follows:

Pass. These loans exhibit minimal to moderately low risk. Loans are properly approved,
documented, collateralized, and performing which do not reflect an abnormal credit risk.

Weak Pass. These loans are not classified, but contain unsatisfactory characteristics or trends.
These credits have potential of developing weaknesses that deserve extra attention for the bank,
and if not corrected, may result in deterioration of the borrower’s ability to repay the bank’s debt in
the future.

Special Mention. These loans exhibit some signs of "Watch", but to a greater magnitude. These
credits constitute a moderately high risk. They possess deficiencies, which corrective action by the
Company, would remedy.

Substandard. These loans are inadequately protected by the current net worth and paying capacity
of the obligor or of the collateral pledged, if any. They are characterized by the distinct possibility
that the Company will sustain some loss if the deficiencies are not corrected.

Doubtful. These loans have all the weaknesses inherent in those classified as substandard with the
added characteristic that the weaknesses make collection or liquidation in full, based on currently
existing facts, conditions, and values, highly questionable and improbable.

Loss. These loans have those characteristics of doubtful loans with little to no value. These loans are
considered to be not warranted as a bankable asset.
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NOTE 4 — LOANS (Continued)

The table below illustrates the carrying amount of loans by credit quality indicator:

Pass Special Mention Substandard Total
June 30, 2017
Real estate
Residential $ 67,925,645 $ 714,517 $ 1,123,490 S 69,763,652
Construction 11,144,223 170,085 342,825 11,657,133
Nonresidential 23,539,192 801,413 714 24,341,319
Commercial 8,066,154 - - 8,066,154
Consumer 1,341,679 1,360 2,186 1,345,225
$ 112,016,893 $ 1,687,375 $ 1,469,215 $ 115,173,483
June 30, 2016
Real estate
Residential S 74,882,585 $ 761,783 S 995,426 S 76,639,794
Construction 13,684,184 152,086 436,957 14,273,227
Nonresidential 18,455,454 352,494 981,639 19,789,587
Commercial 2,823,409 930 - 2,824,339
Consumer 1,780,044 2,376 11,780 1,794,200
S 111,625,676 S 1,269,669 S 2,425,802 §$ 115,321,147

The following table provides an aging analysis of past due loans and non-accrual loans:

Accruing Loans

Greater
30-89 than 90 Non- Current
Days Days Total Accrual Loans Total
June 30, 2017
Real estate
Residential $436,852 $393,173 $ 830,025 $1,227,718 S 67,705,909 $ 69,763,652
Construction 319,798 - 319,798 552 11,336,783 11,657,133
Nonresidential - - - - 24,341,319 24,341,319
Commercial - - - - 8,066,154 8,066,154
Consumer - - - 2,186 1,343,039 1,345,225
$756,650 $393,173 $1,149,823 $1,230,456 $112,793,204 $115,173,483
June 30, 2016
Real estate
Residential S 27916 $249,455 S 277,371 S 930,160 S 75,432,263 $ 76,639,794
Construction - - - 2,571 14,270,656 14,273,227
Nonresidential - - - - 19,789,587 19,789,587
Commercial - - - - 2,824,339 2,824,339
Consumer 1,248 - 1,248 11,780 1,781,172 1,794,200
S 29,164 $249,455 S 278,619 S 944,511 $114,098,017 $115,321,147
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NOTE 4 — LOANS (Continued)

The following is a summary of information pertaining to impaired loans:

With no Related

Allowance Recorded With an Allowance Recorded
Unpaid Unpaid
Contractual Contractual
Recorded Principal Recorded Principal Related
Investment Balance Investment Balance Allowance
June 30, 2017
Real estate
Residential $ 509,277 $ 509,277 S 397,431 $ 397,431 S 1,881
Construction 329,043 329,043 29,483 29,483 74
Nonresidential 216,781 216,781 300,071 300,071 720
Consumer - - 2,186 2,186 44
$ 1,055,101 $1,055,101 S 729,171 S 729,171 S 2,719
June 30, 2016
Real estate
Residential $ 523,382 $§ 523,382 S 471,315 § 471,315 S 688
Construction 414,052 414,052 22,904 22,904 37
Nonresidential 981,639 981,639 - - -
Consumer - - 11,780 11,780 99

$ 1,919,073 $1,919,073 S 505,999 S 505,999 S 824

As of June 30, 2017 and 2016, there were no specific reserves on impaired loans.

A loan is considered impaired, in accordance with the impairment accounting guidance (FASB ASC
310-10-35-16), when based on current information and events, it is probable that the Company will
be unable to collect all amounts due from the borrower in accordance with the contractual terms of
the loan.
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NOTE 4 — LOANS (Continued)

The average net investment in impaired loans and interest income recognized and received on
impaired loans are as follows:

Average Interest Interest
Recorded Income Income
Investment Recognized Received
June 30, 2017
Real estate
Residential ) 950,703 $ 93,012 § 93,012
Construction 397,741 21,907 21,907
Nonresidential 749,246 21,437 21,437
Consumer 6,983 - -
S 2,104,673 $ 136,356 $ 136,356
June 30, 2016
Real estate
Residential S 479,652 S 7,728 S 7,728
Construction 469,063 11,815 12,445
Nonresidential 998,555 30,823 32,814
Consumer 5,890 - -
S 1,947,270 S 50,366 S 52,987

Modifications of terms for loans and their inclusion as troubled debt restructurings are based on
individual facts and circumstances. Loan modifications that are included as troubled debt
restructurings may involve a reduction of the stated interest rate of the loan, an extension of the
maturity date at a stated rate of interest lower than the current market rate for new debt with
similar risk, or deferral of principal payments, regardless of the modification.

There were no troubled debt restructurings during the years ended June 30, 2017 and 2016.

The following is a summary of troubled debt restructured loans:

June 30, 2017 2016
Loans secured by real estate:

1-4 family residential S 697,723 S 494,863

Other construction loans 15,701 20,042

$ 713,424 S 514,905
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NOTE 4 — LOANS (Continued)

Troubled debt restructurings totaling $482,617 were on nonaccrual status at June 30, 2017 and
were classified as Substandard. Loans retain their accrual status at the time of their modification. As
a result, if a loan is on nonaccrual at the time it was modified, it stays on nonaccrual, and if a loan is
on accrual at the time of modification, it generally stays on accrual. A loan on nonaccrual will be
individually evaluated based on sustained adherence to the terms of the modification agreement
prior to being reclassified to accrual status.

At June 30, 2017 and 2016, there were no commitments to lend additional funds to any borrower
whose loan terms have been modified in a troubled debt restructuring.

NOTE 5 — PREMISES AND EQUIPMENT

A summary of the cost and accumulated depreciation of premises and equipment follows:

June 30, 2017 2016
Land S 565,671 S 565,671
Bank premises 2,772,947 2,758,090
Furniture, fixtures, and equipment 2,235,602 2,054,513
5,574,220 5,378,274
Accumulated depreciation (4,003,791) (3,975,433)
Premises and equipment, net ) 1,570,429 S 1,402,841

Depreciation expense for the years ended June 30, 2017 and 2016 amounted to $213,356 and
$191,468, respectively.

The Company was a party to four non-cancellable leases as of June 30, 2017. Future minimum lease
payments under the operating leases are summarized as follows:

2018 164,709
2019 164,709
2020 120,784
2021 72,000
2022 6,000

S 528,202

Rental expense relating to the operating lease amounted to approximately $136,920 and $137,552,
respectively, for the years ending June 30, 2017 and 2016.
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NOTE 6 — FORECLOSED ASSETS

A summary of the activity in foreclosed assets for the years ending June 30, 2017 and 2016 is as
follows:

June 30, 2017 2016
Balance, beginning of year S 727,499 S 1,146,007
Additions - 27,893
Disposals (27,893) (422,867)
Impairment recognized (11,030) (23,534)
Balance, end of year S 688,576 S 727,499

NOTE 7 — DEPOSITS

The aggregate amount of time deposits in denominations of $250,000 or more at June 30, 2017 and
2016 were $17,074,935 and $17,005,785, respectively.

At June 30, 2017, the scheduled maturities of time deposits are as follows:

2017 S 24,994,085
2018 22,486,827
2019 3,549,865
2020 350,000
2021 and thereafter 1,029,577

S 52,410,354

NOTE 8 - BORROWINGS

The Company has a federal funds line of credit with FHLB enabling the Company to borrow up to
25% of total assets. As of June 30, 2017, the Company would be able to access an additional
$43,710,500 of FHLB credit products based on the Company’s current financial and operational
conditions and upon pledging of sufficient collateral.

As of June 30, 2017, the Company also had an unsecured line of credit with another financial
institution enabling the Company to borrow up to $7,000,000 with interest determined at the time

of any advance. The arrangement is reviewed annually for renewal.

At June 30, 2017 and 2016, the Company had no outstanding advances.
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NOTE 9 — INCOME TAXES
Allocation of federal and state income taxes between current and deferred portions is as follows:

Year ended June 30, 2017 2016

Current tax provision:

Federal S 223,921 S (121,190)
State 21,733 505
Deferred tax (benefit) expense (178,852) 38,453
Total provision for income taxes S 66,802 S (82,232)

The 2017 and 2016 provisions for federal and state income taxes differs from that computed by
applying federal and state statutory rates to income before federal and state income tax expense
primarily due to tax exempt interest income and other non-deductible expenses.

The components of net deferred tax assets and liabilities, included in other assets are as follows:

Year ended June 30, 2017 2016
Deferred tax assets
Provision for loan losses 682,173 683,091
Non-accrual loan interest 15,001 9,230
Impairment of foreclosed assets 16,900 12,786
Premises and equipment 170,724 177,193
Pension liability 496,962 370,121
Net unrealized losses on securities available for sale 43,460 -
Net operating loss 1,070,795 912,989
2,496,015 2,165,410
Deferred tax liabilities
Net deferred loan fees and costs 15,298 (26,152)
Prepaid expenses (528,463) (378,720)
Net unrealized gains on securities available for sale - (342,564)
(513,165) (747,436)
Net deferred tax asset S 1,982,850 S 1,417,974

The Company and its subsidiary file income tax returns in the United States federal jurisdiction and
North Carolina. With few exceptions, the Company is no longer subject to United States federal,
state and local income tax examinations by tax authorities for years before 2012.
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NOTE 10 — OFF-BALANCE SHEET ACTIVITIES

The Company 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 and standby letters of credit. Such
commitments involve, to varying degrees, elements of credit and interest rate risk in excess of the
amount recognized in the consolidated balance sheets.

The Company’s exposure to credit loss is represented by the contractual amount of these
commitments. The Company follows the same credit policies in making commitments as it does for
on balance sheet instruments.

At June 30, 2017 and 2016, the following financial instruments were outstanding whose contract
amounts represent credit risk:

June 30, 2017 2016
Unfunded commitments under lines of credit S 18,316,176 $ 19,679,403
Standby letters of credit 10,000 37,773

Unfunded commitments under lines of 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 lines of credit may expire without being drawn upon. Therefore, the total commitment amounts
do not necessarily represent future cash requirements. The amount of collateral obtained, if it is
deemed necessary by the Company, is based on management’s credit evaluation of the customer.

Standby letters of credit are conditional lending commitments issued by the Company to guarantee
the performance of a customer to a third party. Those letters of credit are primarily issued to
support public and private borrowing arrangements. Essentially 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.

NOTE 11 — LEGAL CONTINGENCIES

Various legal claims arise from time to time in the normal course of business which, in the opinion
of management, will have no material effect on the Company’s consolidated financial statements.
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NOTE 12 — MINIMUM REGULATORY CAPITAL REQUIREMENTS

Banks and bank holding companies are subject to regulatory capital requirements administered by
federal banking agencies. Capital adequacy guidelines and, additionally for banks, prompt corrective
action regulations, involve quantitative measures of assets, liabilities, and certain off-balance-sheet
items calculated under regulatory accounting practices. Capital amounts and classifications are also
subject to qualitative judgments by regulators. Failure to meet capital requirements can initiate
regulatory action. The final rules implementing Basel Committee on Banking Supervision's capital
guidelines for U.S. banks (Basel Il rules) became effective for the Company on January 1, 2015 with
full compliance with all of the requirements being phased in over a multi-year schedule, and fully
phased in by January 1, 2019. The capital conversion buffer is being phased in from 0.00% for 2015
to 2.50% by 2019. The capital conversion buffer for 2017 and 2016 is 1.25% and 0.625%,
respectively. The net unrealized gain or loss on available for sale securities is not included in
computing regulatory capital. Management believes as of June 30, 2017, the Company and Bank
meet all capital adequacy requirements to which they are subject.

Prompt corrective action regulations provide five classifications: well capitalized, adequately
capitalized, undercapitalized, significantly undercapitalized, and critically undercapitalized, although
these terms are not used to represent overall financial condition. If adequately capitalized,
regulatory approval is required to accept brokered deposits. If undercapitalized, capital
distributions are limited, as is asset growth and expansion, and capital restoration plans are
required. At year-end 2017 and 2016, the most recent regulatory notifications categorized the Bank
as well capitalized under the regulatory framework for prompt corrective action. There are no
conditions or events since that notification that management believes have changed the
institution's category.
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NOTE 12 — MINIMUM REGULATORY CAPITAL REQUIREMENTS (Continued)

The Company’s and the Bank’s actual capital amounts and ratios as of June 30, 2017 and 2016 are

also presented in the following table:
Minimum To Be

Well Capitalized
Under Prompt
Corrective Action
Actual Capital Requirement Provisions
Amount Ratio Amount Ratio Amount Ratio
(Dollars in thousands)

June 30, 2017
Total capital to risk
weighted assets
Company $ 18,781 21.77% S 6,902 8.00% N/A N/A
Bank 21,230 21.77% 7,802 8.00% 9,753 10.00%
Tier 1 capital to risk
weighted assets
Company 17,693 20.51% 3,451 4.00% N/A N/A
Bank 20,000 20.51% 3,901 4.00% 5,852 6.00%
Common Tier 1 to risk
weighted assets

Company 17,693 20.51% 3,882 4.50% N/A N/A
Bank 20,000 20.51% 4,389 4.50% 6,339 6.50%
Tier 1 capital to average
assets
Company 17,693 11.73% 6,034 4.00% N/A N/A
Bank 20,000 11.73% 6,821 4.00% 8,526 5.00%
June 30, 2016

Total capital to risk
weighted assets
Company S 18,613 23.23% S 6,410 8.00% N/A N/A
Bank 21,040 23.23% 7,246 8.00% 9,057 10.00%
Tier 1 capital to risk
weighted assets
Company 17,597 21.96% 3,205 4.00% N/A N/A
Bank 19,892 21.96% 3,623 4.00% 5,434 6.00%
Common Tier 1 to risk
weighted assets

Company 17,597 21.96% 3,605 4.50% N/A N/A
Bank 19,892 21.96% 4,076 4.50% 5,887 6.50%
Tier 1 capital to average
assets
Company 17,597 12.13% 5,802 4.00% N/A N/A
Bank 19,892 12.13% 6,558 4.00% 8,198 5.00%
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NOTE 13 — CONCENTRATIONS AND CASH RESERVE REQUIREMENTS

At various times throughout the year, the Company maintained cash balances with financial
institutions that exceeded federally insured limits. The Company monitors the capital adequacy of
these financial institutions on a quarterly basis. The Company is required to maintain certain cash
reserves relating to its deposit liabilities. This reserve requirement is ordinarily satisfied by cash on
hand.

NOTE 14 - STOCKHOLDERS’ EQUITY

The Company and the Bank are subject to certain restrictions on the amount of dividends that they
may declare without regulatory approval.

NOTE 15 — STOCK-BASED COMPENSATION

Under the Company’s First Federal Savings Bank 1991 Stock Option Plan (the Plan), the Company
may grant up to 25,000 options for the purchase of the Bank’s common stock to directors, officers,
and employees. Option prices may not be less than 100% of the estimated fair value of the
common stock at the grant dates under the Plan, and option prices may not be less than 110% of
the estimated fair value of the common stock at the grant dates for employees who own 10% or
more of the Bank’s outstanding Common Stock. Option terms may not exceed 5 years for
employees owning 10% or more of outstanding common stock, or 5 years for all others. Vesting of
options is specified in individual option agreements. Options shall become immediately exercisable
in the event of a change of control as defined by the Plan.

During the years ended June 30, 2017 and 2016, no stock options were outstanding and exercisable,
and no stock options were granted or exercised.
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NOTE 16 — COMPREHENSIVE INCOME

Comprehensive income consists of net income and other comprehensive income. Other
comprehensive income includes unrealized gains and losses on securities, unrealized gains and
losses on the defined benefit pension plan obligation, and unrealized gains and losses on fair value

hedges which are recognized as separate components of equity.

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

June 30, 2017 2016

Unrealized holding gains, net of tax of $43,460 and

(5342,563), respectively S (72,000) S 567,542
Actuarial losses, net of unamortized pension service costs

of (5141,400) and ($125,342) and tax of $118,551 and $351,666,

respectively (768,968) (591,140)
Unrealized losses on interest rate swaps, net of tax

$120,436 and $892,828, respectively (288,004) (1,533,591)
Total accumulated other comprehensive loss (1,128,972) (1,557,189)
Accumulated other comprehensive loss attributable

to noncontrolling interest (130,233) (179,635)

Accumulated other comprehensive loss attributable
to First Federal Financial Corporation and Subsidiary $ (998,739) S (1,377,554)
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NOTE 17 — EMPLOYEE BENEFIT PLAN
401(k) Plan

The Company has a 401(k) defined contribution plan that covers all employees over age 21 with one
year of service. The board approved a discretionary matching contribution of $0.25 for every $1.00
contributed by employees up to a maximum of 4.00% of employees’ salaries beginning January 1,
2015. The Company contributed $17,381 and $16,965, respectively in discretionary matching for
the years ended June 30, 2017 and 2016.

Defined Benefit Pension Plan

The Company maintains a non-contributory defined benefit pension plan covering substantially all
its employees. Benefits are based on the final average salary and service of the employees
integrated with social security. The plan assets consist of interest bearing certificates of deposits at
the Company.

Benefit Obligation

Year ended June 30, 2017 2016

Benefit obligation at beginning of year S 5,995,368 S 5,383,676
Service cost 139,553 96,583
Interest cost 336,011 333,937
Benefits paid (330,401) (333,690)
Actuarial loss during year 193,706 514,862

Benefit obligations, end of year S 6,334,237 S 5,995,368

Plan Assets

Year ended June 30, 2017 2016

Fair value of plan assets at beginning of year S 5,802,519 S 5,364,251
Actual return on plan assets 163,258 221,958
Actual employer contribution 600,000 550,000
Benefits paid (330,401) (333,690)

Fair value of plan assets at end of year S 6,235,376 S 5,802,519

Funded status S (98,861) S (192,849)

-

Unfunded pension liability included in other liabilities (98,861) S (192,849)

The accumulated benefit obligation for the non-contributory defined benefit plan was $5,958,560
and $5,665,894, respectively at June 30, 2017 and 2016.

-40-



First Federal Financial Corporation and Subsidiary
Notes to Consolidated Financial Statements

NOTE 17 — EMPLOYEE BENEFIT PLAN (Continued)

Amounts included in accumulated other comprehensive loss, net of tax consist of the following:

Pension Benefits

Year ended June 30, 2017 2016

Net actuarial loss S (910,368) $ (716,482)
Prior service cost 141,400 125,342
Accumulated other comprehensive loss S (768,968) S (591,140)

Net Periodic Pension Costs

The following table shows the components of net periodic pension costs related to the pension plan
for the years ended June 30, 2017 and 2016.

Year ended June 30, 2017 2016
Service cost S 139,553 S 96,583
Interest cost 336,011 333,937
Expected return on plan assets (336,371) (325,715)
Amortization of prior service costs (16,914) (16,914)
Amortization of net losses 43,678 24,193
Net periodic pension cost S 165,957 S 112,084

At June 30, 2017 and 2016, the assumptions used to determine the benefit obligation and net
periodic pension costs were as follows:

Year ended June 30, 2017 2016
Discount rates for net periodic pension cost 5.75% 6.00%
Expected rate of return on plan assets 5.75% 5.75%
Rates of increase in compensation levels 2.50% 2.50%

The Company’s pension plan weighted average asset allocations at June 30, 2017 and 2016 were as
follows:

Year ended June 30, 2017 2016

Cash and cash equivalents 0.10% 0.10%

Certificates of deposit 99.90% 99.90%
100.00% 100.00%
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NOTE 17 — EMPLOYEE BENEFIT PLAN (Continued)
Determination of Expected Long-Term Rate of Return

The expected long-term rate of return reflects assumptions as to continued execution of the plan’s
investment strategy.

Investment Policy and Strategy

The Company’s pension plan funds are primarily invested in certificates of deposits. Investment
decisions regarding the plan’s assets seek to achieve a favorable annual return that will provide
needed capital appreciation and cash flow to allow both current and future obligations to be paid.
Cash Flows

The Company expects to contribute $150,000 to the pension plan in fiscal year 2018. Estimated
future benefit payments which reflect expected future benefit service, as appropriate are as

follows:

Fiscal Year Ending June 30,

2018 S 350,000
2019 350,000
2020 340,000
2021 350,000
2022 350,000
2023-2027 2,200,000

Other Changes in Plan Assets and Benefit Obligations Recognized in Other Comprehensive Income

Year ended June 30, 2017 2016

Current year actuarial loss S 366,819 S 618,619
Amortization of prior service costs 16,914 16,914
Amortization of net losses (43,678) (24,193)
Total recognized in accumulated other comprehensive loss 340,055 $ 611,340
Net periodic pension cost 165,957 112,084

Total recognized in net periodic benefit cost and other
comprehensive income S 506,012 S 723,424
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NOTE 18 — RELATED PARTY TRANSACTIONS

In the ordinary course of business, the Company has granted loans to principal officers and
directors and their affiliates. Annual activity consisted of the following:

2017 2016
Beginning balance S 578,489 S 1,275,133
New loans - 2,431
Repayments (203,689) (699,075)
Ending balance S 374,800 S 578,489

Deposits from related parties held by the Company amounted to $5,867,726 and $3,576,330,
respectively, at June 30, 2017 and 2016.

NOTE 19 - FAIR VALUE OF ASSETS AND LIABILITIES

FASB ASC 825, Financial Instruments, permits entities to measure many financial instruments and
certain other items at fair value. The objective is to improve financial reporting by providing entities
with the opportunity to mitigate volatility in reported earnings caused by measuring related assets
and liabilities differently without having to apply complex hedge accounting provisions. The election
to use the fair value option is available when an entity first recognizes a financial asset or financial
liability or upon entering into a Company commitment. Subsequent changes must be recorded in
earnings.

FASB ASC 820, Fair Value Measurement, clarifies that fair value is an exit price, representing the
amount that would be received to sell an asset or paid to transfer a liability in an orderly transaction
between market participants. Under this guidance, fair value measurements are not adjusted for
transaction costs. This guidance establishes a fair value hierarchy that prioritizes the inputs to
valuation techniques used to measure fair value. The hierarchy gives the highest priority to
unadjusted quoted prices in active markets for identical assets or liabilities (Level 1 measurements)
and the lowest priority to unobservable inputs (Level 3 measurements).

The three levels of the fair value hierarchy under this guidance are described below.

Level 1: Valuations for assets and liabilities traded in active exchange markets. Valuations are
obtained from readily available pricing sources for market transactions involving identical assets
or liabilities.

Level 2: Valuations for assets and liabilities traded in less active dealer or broker markets.
Valuations are obtained from third party pricing services for identical or comparable assets or
liabilities which use observable inputs other than Level 1 prices, such as quoted prices for similar
assets or liabilities; quoted prices in active markets that are not active; or other inputs that are
observable or can be corroborated by observable market data for substantially the full term of
the assets or liabilities.
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NOTE 19 - FAIR VALUE OF ASSETS AND LIABILITIES

Level 3: Unobservable inputs that are supported by little or no market activity and that are
significant to the fair value of the assets or liabilities.

A financial instrument's level within the fair value hierarchy is based on the lowest level of input
that is significant to the fair value measurement. The following describes valuation methodologies
used for assets measured at fair value:

Securities Available for Sale: \Where quoted prices are available in an active market, securities are
classified within Level 1 of the valuation hierarchy. Level 1 securities include highly liquid
government bonds, certain mortgage products and exchange-traded equities. If quoted market
prices are not available, then fair values are estimated by using pricing models, quoted prices of
securities with similar characteristics, or discounted cash flows. Examples of such instruments,
which would generally be classified within Level 2 of the valuation hierarchy, include certain
collateralized mortgage and debt obligations and certain high-yield debt securities. In certain cases
where there is limited activity or less transparency around inputs to the valuation, securities are
classified within Level 3 of the valuation hierarchy. Securities classified within Level 3 include certain
residual interests in securitizations and other less liquid securities.

Impaired Loans: A loan is considered to be impaired when it is probable the Company will be
unable to collect all principal and interest payments due in accordance with the contractual terms
of the loan agreement. Estimates of fair value are determined based on a variety of information,
including the use of available appraisals, estimates of market value by licensed appraisers or local
real estate brokers and the knowledge and experience of the Company’s management related to
values of properties in the Company’s market areas. Management takes into consideration the
type, location and occupancy of the property as well as current economic conditions in the area the
property is located in assessing estimates of fair value. Management’s unobservable inputs
resulted in a quantitative decrease of 5% - 10%. Accordingly, fair value estimates for impaired loans
are classified as Level 3.

Foreclosed Assets. Estimates of fair values are determined based on a variety of information,
including the use of available appraisals, estimates of market value by licensed appraisers or local
real estate brokers and the knowledge and experience of the Company's senior lending officers
related to values of properties in the Company's market areas. These officers take into
consideration the type, location and occupancy of the property as well as current economic
conditions in the area the property is located in assessing estimates of fair value. Management’s
unobservable inputs resulted in a quantitative decrease of 5-10%, depending on the respective
foreclosed asset. Accordingly, the fair value estimates for foreclosed real estate are classified as
Level 3.
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First Federal Financial Corporation and Subsidiary
Notes to Consolidated Financial Statements

NOTE 19 - FAIR VALUE OF ASSETS AND LIABILITIES (Continued)
Assets measured at fair value on a recurring basis are summarized below:

Fair Value Measurements at Reporting Date Using

Quoted
Prices in
Active Significant
Markets for Other Significant
Identical Observable Observable
Assets Inputs Inputs
Fair Value (Level 1) (Level 2) (Level 3)
June 30, 2017
Municipal securities S (284,055) $ 832,833 $ 16,693,838 § -
SBA pools - 1,019,671 12,937,304 -
Mortgage backed securities - - 11,250,532 -
Corporate securities 497,682 497,682 - -
June 30, 2016
Municipal securities (1,500,817) S - (1,500,817) S -
SBA pools - - - -

Mortgage backed securities - - - -

Assets measured at fair value on a nonrecurring basis are summarized below:

Fair Value Measurements at Reporting Date Using

Quoted
Prices in
Active Significant
Markets for Other Significant
Identical Observable Observable
Assets Inputs Inputs
Fair Value (Level 1) (Level 2) (Level 3)
June 30, 2017
Impaired loans:
Real estate
Residential S 395,551 $ - S - S 395,551
Construction 29,409 - - 29,409
Nonresidential 299,351 - - 299,351
Consumer 2,142 - - 2,142
Foreclosed assets:
Residential 688,576 - - 688,576
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NOTE 19 - FAIR VALUE OF ASSETS AND LIABILITIES (Continued)

Fair Value Measurements at Reporting Date Using

Quoted
Prices in
Active Significant
Markets for Other Significant
Identical Observable Observable
Assets Inputs Inputs
Fair Value (Level 1) (Level 2) (Level 3)
June 30, 2016
Impaired loans
Real estate
Residential S 470,627 S - S - S 470,627
Construction 22,867 - - 22,867
Consumer 11,681 - - 11,681
Foreclosed assets
Residential 727,499 - - 727,499
Commercial - - - -

As of June 30, 2017 and 2016, there were no impaired loans measured at fair value.

The following methods and assumptions were used by the Company in estimating fair value
disclosures for financial statements:

Cash and Due from Banks

The carrying amounts of cash and due from banks approximate fair values.

Federal Funds Sold

The carrying amounts of interest bearing deposits in banks approximate fair values.

Interest Bearing Deposits in Banks

The carrying amounts of certificates of deposit approximate fair values.

Securities Available for Sale

Fair values for securities available for sale are based on the framework for measuring fair value.
Other securities, at cost

The fair value of these securities is based on their redemption values.
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NOTE 19 — FAIR VALUE OF ASSETS AND LIABILITIES (Continued)
Loans

Fair values for loans are estimated using discounted cash flow analyses, using interest rates
currently being offered for loans with similar terms to borrowers of similar credit quality. Fair
values for non-performing loans are estimated using discounted cash flow analyses or underlying
collateral values, where applicable.

Deposits

The fair values disclosed for non-interest bearing demand deposits are, by definition, equal to the
amount payable on demand at the reporting date (i.e., their carrying amounts). Interest-bearing
demand deposit (e.g. NOW, savings, and money market accounts) fair values are based on the
estimated discounted cash flow calculation assuming a life of ten years at the interest rate as of the
reporting date. Fair values for other deposits (e.g. variable and fixed rate certificates of deposit) are
estimated using a discounted cash flow calculation that applies interest rates currently being
offered on similar deposits to a schedule of aggregated expected monthly maturities.

Accrued Interest

The carrying amount of accrued interest approximates fair values.
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NOTE 19 - FAIR VALUE OF ASSETS AND LIABILITIES (Continued)

The estimated fair value, and related carrying or notional amounts, of the Company’s financial
instruments are as follows (dollars in thousands):

Carrying
Amount Fair Value
Year ended June 30, 2017
Financial assets:
Cash and due from banks S 13,866 S 13,866
Federal funds sold 50 50
Interest bearing deposits in banks 1,489 1,954
Securities available for sale 43,232 43,232
Other securities, at cost 152 152
Loans, net 113,269 112,990
Accrued interest receivable 371 114
Financial liabilities:
Deposits 157,426 153,958
Accrued interest payable 10 10
Year ended June 30, 2016
Financial assets:
Cash and due from banks S 19,631 S 19,631
Federal funds sold 50 $ 50
Interest bearing deposits in banks 497 500
Securities available for sale 28,320 28,320
Other securities, at cost 213 213
Loans, net 113,268 113,732
Accrued interest receivable 346 176
Financial liabilities:
Deposits 147,139 136,909
Accrued interest payable 7 31

The carrying amounts in the preceding table are included in the balance sheet under the applicable
captions.
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Item 2a: Organization Chart
Form FR Y-6
First Federal Financial Corporation
Fiscal Year Ending June 30, 2017

First Federal Financial Corporation
Dunn, NC
incorporated in North Carolina
LEl 549300JW8&Z4H25FHB196

First Federal Bank
Dunn, NC
Incorporated in North Carolina
LEl 5493004W7AEPOP(0B0249

Diversified Growth and Development Corporation
Raleigh, North Carolina
Incorporated in North Carolina
No LEI




Results: A fist of branches for your depository institution: FIRST FEDERAL BANK {ID_RSSD: 943974).
This depository institution Is hefd by FIRST FEDERAL FINANCIAL CORPORATION (1253821} of DUNN, NC.
The data are as of (6/30/2017. Data reflects information that was received and processed thraugh 07/06/2017.

Recondlliation and Verification Steps
1. in the Data Action column of each branch row, enter one or more of the actions specified brelow

2, If required, enter the date in the Effective Date column

Actions

OK: if the branch information is correct, enter 'OK' in the Data Action column.

Change: If the branch informaticn is incorrect or incomplete, revise the data, enter 'Change' in the Data Action colmn and the date when this information first became valid in the Effective Date column.
Close: If a branch listed was sold or closed, enter *Close’ in the Data Action column and the sale or closure date in the Effective Date column.

Delete: if a branch listed was never owned by this depository institution, enter 'Delete’ in the Data Actlon column.

Add: If a reportable branch is missing, insert a row, add the branch data, and enter 'Add" in the Data Action column and the opening or acquisition date in the Effective Date column,

If printing this list, you may need to adjust your page setup in MS Excel. Try using landscape orientation, page scaling, and/or legal sized paper.

Submission Procedure

When you are finished, send a saved copy to your FRB contact. See the detaied instructions on this site for more information.

If you are e-rnailing this to your FRB contact, put your institution name, city and state in the suhject line of the e-mail.

Note:

To satisfy the FR Y-10 reporting requirements, you must also submit FR ¥-10¢ Bomestic Branch Schedujes for each branch with a Data Action of Change, Close, Delete, or Add,

The ¥R Y-10 report may be submitted in a hardeopy format or via the FR Y-10 Online application - https:/fy10online.federalreserve.gov.

* FDIC UNINUM, Office Nurnber, and 1D_RSSD columns are for reference only. Verification of these values is not required.

[ Data At Effec 13 {Branch Service Type Branch ID_RSSD* [Popular Name Street Address City State 2ip Cade  [County Counfry FRIC UNINUM* 1Office Number* JHead Offlce Head OHice ID_RSSD*

0¥ Full Service {Head Office} 943974 |FIRST FEDERAL BANK [200 EAST DIVINE STREET BUNN NC 28334 HARNETT |UNITED STATES |Not Required Not Required FIRST FEDERAL BANK 943974
0¥ fuH Service 4161600 |ANGIER BRANCH 110 WEST DUPREE ST ANGIER NC 27501 HARNETT |UNITEDSTATES |Not Reguired Not Reguired FIRST FEDERAL BANK 943974
OK Full Service 4161619 |BENSON BRANCH 105 NORTH JOHNSCN 5T BENSON NC 27504 JOHNSTON (UNITED STATES |Not Required ot Required FIRST FEDERAL BANK 943974
OK fuli Service 4161628 {CLAYTON BRANCH 442 EAST MAIN ST CLAYTON NC 27520 JOHNSTON [UNITED STATES |Not Reguired Not Required FiRST FEDERAL BANK 943974
OK Fulk Service 4161655 {DUNN BRANCH 200 EAST CUMBERLAND STREET DUNN NC 28334 HARNETT |UNITED STATES |NotRequired Not Required FIRST FEDERAL BANK 943974
QK Full Service 4161637 [ERWIN BRANCH 540 EAST JACKSON BLVD ERWIN NC 28334 HARNETT |UNITED STATES {NotRequired Not Required FIRST FEDERAL BANK 943974
OK Full Service 4161646 FUQUAY BRANCH 603 NORTH JUDD PARKWAY NORTHEAST  [FUGUAY VARINA |NC 27526 WAKE UNITED STATES {Not Required Not Required FIRST FEDERAL BANK 343974




Item 3: Securities Holders Owning More than 5% Voting or Controiling Interests
Form FR Y-6
First Federal Financial Corporation

Fiscal Year Ending june 30, 2017

Name Country of
City, State Citizenship
Country
Robert P. Welions USA
Dunn, NC
USA
John Wellons, Jr. USA
Fayetteville, NC
USA
Sylvia Craft USA
Farmville, NC
USA
Don Wellons USA
Dunn, NC
USA
Beth Wellons Morrice USsA
Roswell, GA
USA
Gaye Wellons Mashburn USA
Maorehead City, NC
UsA
Kathryn R. Todd UsA
Tallahassee, FL
USA
Joy Wellons Mogre USA

Morehead City, NC
USA

Total Outstanding Shares

1- Brothers and Sister of Same Family
2 - Sisters of Same Family

Number of
Securities

Owned or
Controlled

28,387

28,386

28,387

28,359

13,573

14,378

13,975

14,378

169,823

Percentage of
Securities
Owned or
Controlled

12.79%

12.79%

12.79%

12.78%

6.11%

6.48%

6.20%

6.48%

Class of

Voting

Securities

Common Stock

Common Stock

Common Stock

Common Stock

Common Stock

Common Stock

Common Stock

Common Stock

Item 3.2 There were no individuais/companies that held 5% or more voting securities at some

point during the year, but not at end of the year.




Item 4: Insiders*
Form FR Y-6

First Federal Financlal Corporation
Fiscal Year Ending June 30, 2017

Name
City, State
Country

Principal
Occupation if
other than with
Rolding Company

Title & Position
with Helding
Company

Title & Position
with Subsidiary
{Include names of
subsidiaries})

Title & Position
with Qther
Businesses

{include names

of other businesses)

Percentage
of Voting Shares in
Holding Company

Percentage
of Voting Shares in
in Subsidiaries
{Include names of
subsidiaries}

List names of
other companies
if 25% or more of
voling securities are
held (List names of
companies and percentage of
voting securities held)

Robeart P. Wellons (1}
Dunn, NC
USA

Real Estate\Construction

Director
Chairman of the Board

Chairman of the Board - First Federal Bank

President - Wellons Realty, Inc.
President - Wellons Construction, inc.
President - Freedom Constructors, Inc.

12.79%

0.56%
First Federal Bank

Weilons Realty, Inc, 100%

Wellons Construction, inc. 100%
Freedom Constructors, Inc. 46%
Leisure Living - RPW, LLC 100%
Four W's, Inc. 25%

Prestige Mortgage Corporation 25%
WM Developers, LLC 25%

KR/C, LLC 25%

Cheyenne Developers, LLC 50%

RP Wellons Ltand & Development, LLC 40%
Navaho 50%

Aho 25%

R P Wellons, CECO, LLC 40%

Don Wellons (1)
Buann, NC
USA

Real Estate

Director

Vice Chairman of the Board

M\A

President - Bon G. WeHaons Properties, Inc.

12.78%

0.94%
First Federal Bank

Dor G. Wellons Properties, Inc. 100%
2004 Cumberland, LLC 33 1/3%

Deep Valley Ranch LLC 100%
Praestige Mortgage Corparation 25%
Four W's, inc. 25%

Leisure Living - DGW, LLC 160%
Southview Self Storage 100%

Aho 25%

KR/O, LLC 25%

Syivia Craft {1)
Farmville, NC
usa

Real Estate

NAA

NVA

N/A

12.79%

0.48%
First Federal Bank

Prestige Mortgage Corporation 25%
Aho 25%

KR/Q, LLC 25%

SWS, LLC 100%

Four W's, Inc. 25%

Craft Investments, LLC 50%

2004 Cumberland, LLC 33 1/3%

John Wellons, Jr. (1)
Fayetteville, NC
usa

Real Estate

NAA

NiA

N/A

12.79%

0.52%
First Federal Bank

2004 Cumberland, LLC 33 1/3%
Prestige Mortgage Corporation 25%
KR/O, 11C 25%

Fous W's, Inc. 25%

{eisure Living - JHW, LLC 100%

Aho 25%

Gaye W. Mashburn {2}
Morehead City, NC
USA

Real Estate

fiirector
President

Director -~ First Federal Bank

President - C.G. W., Inc.
President - Wellons Enterprises, Inc.

6.48%

0.01%

BTA, LLC 25%

Down East Trading Post 1, LLC 25%
C.6. W, Inc. 25%

4 Sisters-00, LLC 25%

509 Ocean Ridge, Inc. 33.3%
B.G.K.kE, LLC 25%




Item 4: Insiders*®
-Form FR Y-6

First Federal Financial Corporation
Fiscal Year Ending June 30, 2017

Name Principal Title & Position Title & Position Title & Position Percentage Percentage List names of
City, State Occupation if with Holding with Subsidiary with Other of Voting Shares in | of Voting Shares in other companies
Country other than with Company {Include names of Businesses Holding Company in Subsidiaries if 25% or more of
Haolding Company subsidiaries) {include names {Include names of voling securities are
of other businesses) subsidiaries) held {List names of
companies and percentage of
voling securities held)
foy W. Moore {2} Real Estate Director N\A Sec\Treas - C.G.W., Inc. 6.48% 0.01%BTA, L1 25%
Morehead City, NC Down East Trading Post 1, LLC 25%
UsA C.G. W, Inc. 25%
4 Sisters-00, LLC 25%
509 Ocean Ridge, Inc. 33.3%
B.G.K.l., LLC 25%
Maore Appraisal Services, LLC 50%
Clement E. Mediey Retired Director Vice-Chairman of First Federal Bank Board N\A 0.10% 0.54% N\A
Dumnn, NC First Federal Bank
UsA
Charlene Hamlett Real Fstate Director Director - First Federal Bank Partner - Triangle Investment Company 0.00% 0.98%{Triangle Investment Company 33%

Durharm, NC
USA

President - Hudson, Inc.

Managing Partner - Cedar Creek Park, LLC
Managing Partner Charlestown Henderson, LLC
Managing Partner CWH Properties, LLC
Corporate Secretary

Corporate Secretasy

Carporate Secretary

Carporate Secretary

Corporate Secretary
Corporate Secretary
Corporate Secretary

First Federal Bank

Hudson, Inc. 50%

Cedar Creek Park, LLC 100%
Charlestown Henderson, LLC 100%
CWH Properties, LLC 100%

Real Estate Asscdiates, Inc. 33%
REA Eno Square, lac. 33%

REA Landcom, In¢. 33%

REA Residentiai, Inc. 33%
Rental Partners 33%

Bowling Ventures, Inc. 33%
REA Recreation, Inc. 33%

REA Riddle Road 33%

REA Lake Boone Trail, 1LC 33%
Arrowwood Lane, LLC 33%
Riverside INC, 1€ 25%

* pPrincipal securities holder, directors and executive officers
{1) Brothers and Sister of Same Family

{2) Sisters of Same Family




