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PART I — Financial Information
Item - 1 Financial Statements

Intermountain Community Bancorp
Consolidated Balance Sheets

(Unaudited)

June 30, December 31,

2011 2010

(Dollars in thousands)
ASSETS
Cash and cash equivalents:
Interest-bearing $77,724 $132,693
Non-interest bearing and vault 13,571 11,973
Restricted cash 2,832 3,290
Available-for-sale securities, at fair value 210,064 183,081
Held-to-maturity securities, at amortized cost 22,154 22,217
Federal Home Loan Bank (“FHLB”) of Seattle stock, at cost 2,310 2,310
Loans held for sale 1,615 3,425
Loans receivable, net 548,195 563,228
Accrued interest receivable 4,183 4,360
Office properties and equipment, net 38,982 40,246
Bank-owned life insurance 8,946 8,765
Other intangibles 249 310
Other real estate owned (“OREQO”) 7,818 4,429
Prepaid expenses and other assets 22,037 24,782
Total assets $960,680 $1,005,109
LIABILITIES
Deposits $736,029 $778,833
Securities sold subject to repurchase agreements 99,687 105,116
Advances from Federal Home Loan Bank 34,000 34,000
Cashier checks issued and payable 520 580
Accrued interest payable 1,484 1,406
Other borrowings 16,527 16,527
Accrued expenses and other liabilities 11,990 9,294
Total liabilities 900,237 945,756

Commitments and contingent liabilities

STOCKHOLDERS’ EQUITY

Common stock 300,000,000 shares authorized; 8,428,196 and 8,431,385 shares
issued and 8,409,840 and 8,390,877 shares outstanding as of June 30, 2011 and 78,822 78,803
December 31, 2010

Preferred stock 1,000,000 shares authorized; 27,000 shares issued and outstanding

as of June 30, 2011 and December 31, 2010 25,969 25,794
Accumulated other comprehensive income (loss), net of tax 1,162 (1,229
Accumulated deficit (45,510 ) (44,015
Total stockholders’ equity 60,443 59,353
Total liabilities and stockholders’ equity $960,680 $1,005,109

The accompanying notes are an integral part of the consolidated financial statements.
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Intermountain Community Bancorp
Consolidated Statements of Operations
(Unaudited)

Interest income:

Loans

Investments

Total interest income

Interest expense:

Deposits

Other borrowings

Total interest expense

Net interest income

Provision for losses on loans

Net interest income after provision for losses on loans
Other income:

Fees and service charges

Loan related fee income

Net gain on sale of securities

Other-than-temporary impairment (“OTTI”) losses on
investments (1)

Bank-owned life insurance

Other

Total other income

Operating expenses

Loss before income taxes

Income tax benefit

Net loss

Preferred stock dividend

Net loss applicable to common stockholders

Loss per share — basic

Loss per share — diluted

Weighted average common shares outstanding — basic

Weighted average common shares outstanding — diluted

Three Months Ended
June 30,
2011 2010

(Dollars in thousands,
except per share data)

$8,432 $9,814
2,358 1,785
10,790 11,599

1,134 2,051
671 789
1,805 2,840
8,985 8,759
2712 ) 4914
6,273 3,845
1,863 2,047
545 799
— 70
— (237
91 95
234 224
2,733 2,998
9,611 11,274
(605 ) (4,431
— 1,934
(605 ) (2,497
448 428

$(1,053 ) $(2,925
$0.13 ) $(0.35
$0.13 ) $(0.35
8,409,786 8,388,128
8,409,786 8,388,128

)

)

)
)

Six Months Ended
June 30,
2011 2010

$16,766 $19,463

4,512 3,752
21,278 23,215
2,382 4,441

1,200 1,595

3,582 6,036

17,696 17,179
(4,345 ) (11,723 )
13,351 5,456

3,534 3,835

1,120 1,293

— 142

— (256 )
180 185

562 322

5,396 5,521

19,351 22,835

(604 ) (11,858 )
— 5,051

(604 ) (6,807 )
891 847

$(1,495 ) $(7.654 )
$(0.18 ) $(0.91 )
$(0.18 ) $(0.91 )
8,403,177 8,380,265
8,403,177 8,380,265

(1) Consisting of $0, $1,529, $0 and $1,529 of total other-than-temporary impairment net losses, net of $0, $1,292,
$0 and $1,273 recognized in other comprehensive income, for the three months ended June 30, 2011, and June 30,
2010 and six months ended June 30, 2011 and June 30, 2010, respectively.

The accompanying notes are an integral part of the consolidated financial statements.
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Intermountain Community Bancorp
Consolidated Statements of Cash Flows
(Unaudited)

Cash flows from operating activities:
Net loss

Adjustments to reconcile net loss to net cash provided by operating activities:

Depreciation

Stock-based compensation expense

Net amortization of premiums on securities

Provisions for losses on loans

Amortization of core deposit intangibles

(Gain) on sale of loans, investments, property and equipment
(Gain) on sale of other real estate owned

OTTI credit loss on available-for-sale investments

Charge down on other real estate owned

Accretion of deferred gain on sale of branch property

Net accretion of loan and deposit discounts and premiums
Increase in cash surrender value of bank-owned life insurance
Change in:

Accrued interest receivable

Prepaid expenses and other assets

Accrued interest payable

Accrued expenses and other liabilities

Proceeds from sale of loans

Originations of loans held for sale

Net cash provided by operating activities

Cash flows from investing activities:

Purchases of available-for-sale securities

Proceeds from calls or maturities of available-for-sale securities
Principal payments on mortgage-backed securities

Purchases of held-to-maturity securities

Proceeds from calls or maturities of held-to-maturity securities
Origination of loans, net principal payments

Purchase of office properties and equipment

Proceeds from sale of office properties and equipment
Proceeds from sale of other real estate owned

Net change in restricted cash

Net cash provided by (used in) investing activities

Cash flows from financing activities:

Net change in demand, money market and savings deposits
Net change in certificates of deposit

Net change in repurchase agreements

Retirement of treasury stock

Net cash used in financing activities

Six Months Ended
June 30,
2011 2010

(Dollars in thousands)

$(604 ) $(6,807
1,524 1,580
122 209
1,171 1,751
4,345 11,723
61 66
(287 ) (962
(93 ) (52
— 256
419 1,947
8 ) (8

(7 ) (21
(181 ) (185
177 115
1,079 1,679
78 151
1,941 (622
23,728 43,931
(21,630 ) (40,238
11,835 14,513
(47,352 ) (36,306
157 12,858
23,000 28,035
— (7,927
47 45
2,580 15,843
(259 ) (288
— 40
4,400 5,817
459 (1,054
(16,968 ) 17,063
(14,526 ) 3,704
(28,279 ) (16,246
(5,429 ) 3,315
(4 ) 4
(48,238 ) (9,231
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Net change in cash and cash equivalents (53,371 ) 22,345
Cash and cash equivalents, beginning of period 144,666 103,189
Cash and cash equivalents, end of period $91,295 $125,534

Supplemental disclosures of cash flow information:
Cash paid during the period for:

Interest $3,503 $5,886
Income taxes, net of tax refunds received 8 (6,894
Noncash investing and financing activities:

Loans converted to other real estate owned 8,115 4,928
Accrual of preferred stock dividend 716 683

The accompanying notes are an integral part of the consolidated financial statements.
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Intermountain Community Bancorp
Consolidated Statements of Comprehensive Income (Loss)

(Unaudited)
Three Months Ended Six Months Ended
June 30, June 30,
2011 2010 2011 2010
(Dollars in thousands)

Net loss $(605 ) $(2,497 )$(604 ) $(6,807

Other comprehensive income:
Change in unrealized gains on investments, and mortgage

backed securities (“MBS”) available for sale, excluding 3,719 4,291 3,945 4,906
non-credit loss on impairment of securities

Non-credit loss on impairment on available-for-sale debt — (1,292 )— (1,273
Less deferred income tax provision (1,472 ) (1,187 )(1,561 ) (1,438
Change in fair value of qualifying cash flow hedge 6 ) (75 )7 170
Net other comprehensive income 2,241 1,737 2,391 2,365
Comprehensive income (loss) $1,636 $(760 )$1,787 $(4,442

The accompanying notes are an integral part of the consolidated financial statements.
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Intermountain Community Bancorp

Notes to Consolidated Financial Statements (Unaudited)

1. Basis of Presentation:

The foregoing unaudited interim consolidated financial statements have been prepared in accordance with accounting
principles generally accepted in the United States of America for interim financial information and with the
instructions to Form 10-Q and Article 10 of Regulation S-X as promulgated by the Securities and Exchange
Commission. Accordingly, these financial statements do not include all of the disclosures required by accounting
principles generally accepted in the United States of America for complete financial statements. These unaudited
interim consolidated financial statements should be read in conjunction with the audited consolidated financial
statements for the year ended December 31, 2010. In the opinion of management, the unaudited interim consolidated
financial statements furnished herein include adjustments, all of which are of a normal recurring nature, necessary for
a fair statement of the results for the interim periods presented.
The preparation of financial statements in accordance with accounting principles generally accepted in the United
States of America requires the use of estimates and assumptions that affect the reported amounts of assets and
liabilities, disclosure of contingent assets and liabilities known to exist as of the date the financial statements are
published, and the reported amounts of revenues and expenses during the reporting period. Uncertainties with respect
to such estimates and assumptions are inherent in the preparation of Intermountain Community Bancorp’s

9 9 L]

(“Intermountain’s” or “the Company’s

could differ from these estimates and assumptions, which could have a material effect on the reported amounts of
Intermountain’s consolidated financial position and results of operations.

2. Investments:

The amortized cost and fair values of investments are as follows (in thousands):

June 30, 2011

U.S. treasury securities and obligations of
U.S. government agencies

State and municipal securities
Mortgage-backed securities & CMO’s

December 31, 2010

U.S. treasury securities and obligations of
U.S. government agencies

State and municipal securities
Mortgage-backed securities & CMO’s

Available-for-Sale

Non-Credit
Amortized OTTI .
Cost Recognized
in OCI
(Losses)
$11,823 $—
7,256 —
188,359 (1,926 )
$207,438 $(1,926 )
$4,020 $—
5,251 —
175,129 (1,926 )
$184,400 $(1,926 )
Held-to-Maturity
Carrvin Non-Credit
YE orTr
Value / .
. Recognized
Amortized .
Cost in OCI
(Losses)

Gross
Unrealized
Gains

$161

288
5,477
$5,926

$—

28
3,648
$3,676

Gross
Unrealized
Gains

Gross
Unrealized
Losses

$(108

(1,266
$(1,374

$(95

(49
(2,925
$(3,069

Gross
Unrealized
Losses

)

Fair Value/
Carrying
Value

$11,876

7,544
190,644
$210,064

$3,925

5,230
173,926
$183,081

Fair Value

) consolidated financial statements; accordingly, it is possible that the actual results

10
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State and municipal securities $22.154 $— $547 $(33 ) $22,668
December 31, 2010
State and municipal securities $22.217 $— $280 $(385 ) $22,112

The following table summarizes the duration of Intermountain’s unrealized losses on available-for-sale and
held-to-maturity securities as of the dates indicated (in thousands).

7
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Less Than 12 Months 12 Months or Longer  Total

June 30, 2011 Fair Value Unrealized Fair Value Unrealized Fair Value Unrealized
Losses Losses Losses

U.S. treasury SCCUI"ltleS and obligations of U.S. $3.883 $108 $_ $_ $3.883 $108

government agencies

State and municipal securities 2,365 33 — — 2,365 33

Mortgage-backed securities & CMO’s 5,088 37 14,954 1,229 20,042 1,266

Total $11,336 $178 $14,954 $1,229 $26,290 $1,407

Less Than 12 Months 12 Months or Longer Total

December 31, 2010 Fair Value Unrealized Fair Value Unrealized Fair Value Unrealized
Losses Losses Losses

U.S. treasury SCCUI"ltleS and obligations of U.S. $3.897 $95 $— §_ $3.897 $95

government agencies

State and municipal securities 11,713 434 — — 11,713 434

Mortgage-backed securities & CMO’s 36,338 581 14,447 2,344 50,785 2,925

Total $51,948 $1,110 $14,447  $2,344 $66,395 $3,454

At June 30, 2011, the amortized cost and fair value of available-for-sale and held-to-maturity debt securities, by
contractual maturity, are as follows (in thousands):

Available-for-Sale Held-to-Maturity

Amortized Fair Amortized Fair

Cost Value Cost Value
One year or less $— $— $295 $296
After one year through five years 24 24 701 741
After five years through ten years 13,809 13,872 9,629 9,971
After ten years 5,246 5,524 11,529 11,660
Subtotal 19,079 19,420 22,154 22,668
Mortgage-backed securities 188,359 190,644 — —
Total Securities $207,438 $210,064 $22,154  $22,668

Expected maturities may differ from contractual maturities because issuers may have the right to call or prepay
obligations with or without call or prepayment penalties.

Intermountain’s investment portfolios are managed to provide and maintain liquidity; to maintain a balance of high
quality, diversified investments to minimize risk; to offset other asset portfolio elements in managing interest rate risk;
to provide collateral for pledging; and to maximize returns. At June 30, 2011, the Company does not intend to sell any
of its available-for-sale securities that have a loss position and it is not likely that it will be required to sell the
available-for-sale securities before the anticipated recovery of their remaining amortized cost or maturity date. The
unrealized losses on residential mortgage-backed securities without other-than-temporary impairment (“OTTI”) were
considered by management to be temporary in nature.

Investment securities are reviewed on an ongoing basis for the presence of OTTI or permanent impairment, taking
into consideration current market conditions, fair value in relationship to cost, the extent and nature of the change in
fair value, issuer rating changes and trends, whether we intend to sell a security or if it is likely that we will be
required to sell the security before recovery of our amortized cost basis of the investment, which may be at maturity,
and other factors.

For the calculation and presentation of OTTI of debt securities the Company considers whether they intend to sell a
security or if it is likely that they would be required to sell the security before recovery of the amortized cost basis of

12
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the investment, which may be maturity. For debt securities, if the Company intends to sell the security or it is likely
that it will be required to sell the security before recovering its cost basis, the entire impairment loss would be
recognized in earnings as an OTTL. If the Company does not intend to sell the security and it is not likely that it will
be required to sell the security but does not expect to recover the entire amortized cost basis of the security, only the
portion of the impairment loss representing credit losses would be recognized in earnings. The credit loss on a security
is measured as the difference between the amortized cost basis, less prior credit impairment

8
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losses taken, and the present value of the cash flows expected to be collected. Projected cash flows are discounted by
the original or current effective interest rate depending on the nature of the security being measured for potential
OTTI. The remaining impairment related to all other factors, the difference between the present value of the cash
flows expected to be collected and fair value, is recognized as a charge to other comprehensive income (“OCI”).
Impairment losses related to all other factors are presented as separate categories within OCI. For investment
securities held to maturity, this amount is accreted over the remaining life of the debt security prospectively based on
the amount and timing of future estimated cash flows. The accretion of the amount recorded in OCI increases the
carrying value of the investment and does not affect earnings. If there is an indication of additional credit losses the
security is reevaluated according to the procedures described above.

The following table presents the OTTI losses for the six months ended June 30, 2011 and June 30, 2010:

2011 2010

Held To  Available Held To  Available

Maturity  For Sale  Maturity  For Sale
Total other-than-temporary impairment losses $— $— $— $1,529
Portion of other-than-temporary impairment losses transferred from

N L — — — (1,273 )

(recognized in) other comprehensive income (1)
Net impairment losses recognized in earnings (2) $— $— $— $256

(1)Represents other-than-temporary impairment losses related to all other factors.

(2)Represents other-than-temporary impairment losses related to credit losses.

The OTTI recognized on investment securities available for sale relates to two non-agency collateralized mortgage
obligations. The Company recognized OTTI on the first investment security in the first quarter of 2009 and the second
security in the second quarter of 2010. Each of these securities holds various levels of credit subordination. These
securities were valued by third-party pricing services using matrix or model pricing methodologies and were
corroborated by broker indicative bids. We estimated the cash flows of the underlying collateral for each security
considering credit, interest and prepayment risk models that incorporate management’s estimate of projected key
assumptions including prepayment rates, collateral default rates and loss severity. Assumptions utilized vary from
security to security, and are influenced by factors such as underlying loan interest rates, geographic location, borrower
characteristics, vintage, and historical experience. We then used a third party to obtain information about the structure
of each security, including subordination and other credit enhancements, in order to determine how the underlying
collateral cash flows will be distributed to each security issued in the structure. These cash flows were then discounted
at the interest rate equal to the yield anticipated at the time the security was purchased. We review the actual collateral
performance of these securities on a quarterly basis and update the inputs as appropriate to determine the projected
cash flows.

See Note 11 “Fair Value of Financial Instruments” for more information on the calculation of fair or carrying value for
the investment securities.

3. Loans and Allowance for Loan Losses:
The components of loans receivable are as follows (in thousands):

14
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Commercial

Commercial real estate
Commercial construction
Land and land development loans
Agriculture

Multifamily

Residential real estate
Residential construction
Consumer

Municipal

Total loans receivable
Allowance for loan losses

Deferred loan fees, net of direct origination costs

Loans receivable, net
Weighted average interest rate

Commercial

Commercial real estate
Commercial construction
Land and land development loans
Agriculture

Multifamily

Residential real estate
Residential construction
Consumer

Municipal

Total loans receivable
Allowance for loan losses

Deferred loan fees, net of direct origination costs

Loans receivable, net
Weighted average interest rate

The components of allowance for loan loss by types are as follows (in thousands):

10

June 30, 2011

Loans %
Receivable
$123,566 22.0
172,701 30.8
17,694 3.1
49,197 8.8
85,296 15.2
27,112 4.8
62,016 11.0
4,291 0.8
12,535 2.2
7,360 1.3
561,768 100.0
(13,687 )

114

$548,195

5.93 %

December 31, 2010

Loans

Receivable %
$122.656 21.3
175,559 30.5
17,951 3.1
60,962 10.6
87,364 15.2
26,417 4.6
60,872 10.6
3,219 0.6
14,095 2.4
6,528 1.1
575,623 100.0
(12,455 )

60

$563,228

6.04 %

%

%

%

%

Individually
Evaluated for
Impairment
$11,536
12,161

1,735

7,134

625

3,944

185

597

$37,917

Individually
Evaluated for
Impairment
$10,698
13,077

691

5,995

1,460

3,276

277

1,094

$36,568

Collectively
Evaluated for
Impairment
$112,030
160,540
15,959
42,063
84,671
27,112
58,072
4,106
11,938
7,360
$523,851

Collectively
Evaluated for
Impairment
$111,958
162,482
17,260
54,967
85,904
26,417
57,596
2,942
13,001
6,528
$539,055
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Commercial

Commercial real estate
Commercial construction
Land and land development loans
Agriculture

Multifamily

Residential real estate
Residential construction
Consumer

Municipal

Total

Commercial

Commercial real estate
Commercial construction
Land and land development loans
Agriculture

Multifamily

Residential real estate
Residential construction
Consumer

Municipal

Total

A summary of current, past due and nonaccrual loans as of June 30, 2011 is as follows, (in thousands):

Commercial

Commercial real estate
Commercial construction
Land and land development loans
Agriculture

Multifamily

Residential real estate
Residential construction
Consumer

Municipal

Total

Current

$118,651
169,305
17,647
47,184
84,826
27,112
60,924
4,273
12,033
7,360
$549,315

30-89 Days
Past Due

$515
388
312
90

288

128

$1,721

June 30, 2011

Total
Allowance

$2,782
5,086
728
2,046
909

90
1,324
119
577

26
$13,687

Individually
Evaluated
Allowance
$1,050
3,037

376

441

28

598

18

413

$5,961

December 31, 2010

Total
Allowance

$2,925
3,655
540
2,408
779

83
1,252
65

613
135
$12,455

90 Days or
More

Past Due

and Accruing

$—

Individually
Evaluated
Allowance
$744

1,475

145

770

92

545

449

$4,220

Nonaccrual

$4,400
3,008
47
1,701
380

804
18
374

$10,732

Collectively
Evaluated
Allowance
$1,732
2,049

352

1,605

881

90

726

101

164

26

$7,726

Collectively
Evaluated
Allowance
$2,181
2,180

395

1,638

687

83

707

65

164

135
$8,235

Total

$123,566
172,701
17,694
49,197
85,296
27,112
62,016
4,291
12,535
7,360
$561,768
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A summary of current, past due and nonaccrual loans as of December 31, 2010 is as follows, (in thousands):
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Commercial

Commercial real estate
Commercial construction
Land and land development loans
Agriculture

Multifamily

Residential real estate
Residential construction
Consumer

Municipal

Total

30-89 Days
Current Past Due
$118,036 $761
171,633 360
17,880 —
58,537 515
86,782 —
26,417 —
58,481 1,361
3,109 —
13,664 42
6,528 —

$561,067 $3,039

90 Days or
More

Past Due

and Accruing

$—

Nonaccrual

$3,859
3,566
71
1,910
582
964
110
389

$11,451

Total

$122,656
175,559
17,951
60,962
87,364
26,417
60,872
3,219
14,095
6,528
$575,623

Troubled Debt Restructures (loans which had been negotiated at below market interest rates or for which other
concessions were granted, but are accruing interest) were $6.5 million and $4.8 million at June 30, 2011 and

December 31, 2010, respectively.

The allowance for loan losses and reserve for unfunded commitments are maintained at levels considered adequate by
management to provide for probable loan losses as of the Consolidated Balance Sheet reporting dates. The allowance
for loan losses and reserve for unfunded commitments are based on management’s assessment of various factors
affecting the loan portfolio, including problem loans, business conditions and loss experience, and an overall
evaluation of the quality of the underlying collateral. Changes in the allowance for loan losses and the reserve for
unfunded commitments during the six-month period ending June 30 are as follows:

Commercial

Commercial real estate
Commercial construction
Land and land development loans
Agriculture

Multifamily

Residential real estate
Residential construction
Consumer

Municipal

Allowance for loan losses

12

Allowance for Loan Losses
June 30, 2011

Balance, Charge-Offs
Beginning of Jan 1 through
Year June 30, 2011
(Dollars in thousands)
$2,925 $(803 )
3,655 (679 )
540 —

2,408 (1,593 )
779 (331 )
83 —

1,252 (399 )
65 (18 )
613 (191 )
135 —

$12.455 $(4,014 )

Recoveries
Jan 1 through
June 30, 2011

$265
150
302
42

60

82

$901

Provision

$395
1,960
188
929
419

7

411
72

73
(109
$4,345

Balance,
End of
Period

$2,782
5,086
728
2,046
909

90
1,324
119
577

26
$13,687
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Allowance for Loan Losses
June 30, 2010

Balance, Charge-Offs
Beginning of Jan 1 through
Year June 30, 2010
(Dollars in thousands)
Commercial $4,785 $(4,302
Commercial real estate 3,827 (2,487
Commercial construction 1,671 911
Land and land development loans 2,707 (5,222
Agriculture 1,390 (689
Multifamily 26 (16
Residential real estate 1,412 (1,220
Residential construction 170 (15
Consumer 539 (286
Municipal 81 (
Allowances for loan losses $16,608 $(15,149

Allowance for Unfunded Commitments

Balance Beginning January 1

Adjustment

Transfers

Allowance — Unfunded Commitments at end of period

)
)
)
)
)
)
)
)
)
)
)

Recoveries
Jan 1 through
June 30, 2010

$312
80
10
32

26

101

$561

Balance,
Provision End of

Period
$3,529 $4,324
1,560 2,980
(245 ) 525
5,552 3,069
(253 ) 448
61 71
1,102 1,320
13 168
359 713
45 125
$11,723 $13,743
June 30,
2011 2010
(Dollars in thousands)
$17 $11
A3 ) 7
$14 $18

The following table provides information with respect to impaired loans as of the quarter ended June 30, 2011:

13
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With an allowance recorded:
Commercial

Commercial real estate
Commercial construction

Land and land development loans
Agriculture

Multifamily

Residential real estate
Residential construction
Consumer

Municipal

Total

Without an allowance recorded:
Commercial

Commercial real estate
Commercial construction

Land and land development loans
Agriculture

Multifamily

Residential real estate
Residential construction
Consumer

Municipal

Total

Total:

Commercial

Commercial real estate
Commercial construction

Land and land development loans
Agriculture

Multifamily

Residential real estate
Residential construction
Consumer

Municipal

Total

June 30, 2011

Recorded
Investment

Principal

Balance

(Dollars in thousands)

$4,196
8,767
1,133
1,749
90
1,185
18

469

$17,607

$7,340
3,394
602
5,385
535
2,759
167
128

$20,310

$11,536
12,161
1,735
7,134
625
3,944
185

597

$37,917

$4,273
10,292
1,133
1,749
176
1,295
123
482

$19,523

$12,217
5,475
737
10,232
1,569
3,254
167

148

$33,799

$16,490
15,767
1,870
11,981
1,745
4,549
290

630

$53,322

Related
Allowance

$1,050
3,037
376
441

28

28

598
18
413

$5,961

Six Months Ended June 30,
2011

Average Interest
Recorded Income
Investment  Recognized
$2,823 $163
6,525 504
648 33
2,851 63

213 23
1,273 64

43 26

494 21
$14,870 $897
$8,327 $724
5,728 308
312 31
5,721 422
806 83
2,145 105
204 6

270 8
$23,513 $1,687
$11,150 $887
12,252 812
960 64
8,571 485
1,019 106
3,419 169
247 32

765 29
$38,383 $2,584

The following table provides information with respect to impaired loans as of the year ended December 31, 2010:
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Twelve Months Ended
December 31, 2010 December 31, 2010
Average Interest
Recorded Income
Investment  Recognized

Recorded Principal Related
Investment Balance Allowance

(Dollars in thousands)
With an allowance recorded:

Commercial $2,319 $2,320 $744 $3,785 $173
Commercial real estate 4,383 5,088 1,475 4,804 381
Commercial construction 406 407 145 425 17
Land and land development loans 1,786 1,786 770 2,411 120
Agriculture 428 463 92 1,470 46
Multifamily — 8 — — 8
Residential real estate 1,207 1,357 545 1,303 98
Residential construction — — — 302 —
Consumer 538 594 449 394 45
Municipal — — — — —
Total $11,067 $12,023 $4,220 $14,894 $888
Without an allowance recorded:

Commercial $8,379 $12,362 $— $5,865 $1,021
Commercial real estate 8,694 11,510 — 6,589 901
Commercial construction 285 418 — 3,852 36
Land and land development loans 4,209 7,573 — 9,617 575
Agriculture 1,032 1,885 — 2,560 192
Multifamily — — — 347 —
Residential real estate 2,069 2,335 — 2,689 204
Residential construction 277 363 — 420 54
Consumer 556 726 — 311 75
Municipal — — — — —
Total $25,501 $37,172 $— $32,250 $3,058
Total:

Commercial $10,698 $14,682 $744 $9,650 $1,194
Commercial real estate 13,077 16,598 1,475 11,393 1,282
Commercial construction 691 825 145 4,277 53
Land and land development loans 5,995 9,359 770 12,028 695
Agriculture 1,460 2,348 92 4,030 238
Multifamily — 8 — 347 8
Residential real estate 3,276 3,692 545 3,992 302
Residential construction 277 363 — 722 54
Consumer 1,094 1,320 449 705 120
Municipal — — — — —
Total $36,568 $49,195 $4,220 $47,144 $3,946

Credit quality indicators

The loan and lease credit quality indicators for loans are developed through review of individual borrowers on an
ongoing basis. Each borrower is evaluated at least annually with more frequent evaluation of larger or potentially
riskier loans or leases. The indicators represent the rating for loans or leases as of the date presented based on the most
recent assessment performed. These credit quality indicators are defined as follows:
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Satisfactory — A satisfactory rated loan is not adversely classified because it does not display any of the
characteristics for
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adverse classification.

Watch — A watch loan has a solid but vulnerable repayment source. There is loss exposure only if the primary
repayment source and collateral experience prolonged deterioration. Loans in this risk grade category are subject to
frequent review and change due to the increased vulnerability of repayment sources and collateral valuations.

Special mention — A special mention loan has potential weaknesses that deserve management’s close attention. If left
uncorrected, such potential weaknesses may result in deterioration of the repayment prospects or collateral position at
some future date. Special mention loans are not adversely classified and do not warrant adverse classification.

Substandard — A substandard loan is inadequately protected by the current net worth and paying capacity of the
obligor or of the collateral pledged, if any. Loans classified as substandard generally have a well-defined weakness, or
weaknesses, that jeopardize the liquidation of the debt. These loans are characterized by the distinct possibility of loss
if the deficiencies are not corrected.

Doubtful — A loan classified doubtful has all the weaknesses inherent in a loan classified substandard with the added
characteristic that the weaknesses make collection or liquidation in full highly questionable and improbable, on the
basis of currently existing facts, conditions, and values.

Loss — Loans classified loss are considered uncollectible and of such little value that their continuing to be carried as
an asset is not warranted. This classification does not necessarily mean that there is to no potential for recovery or
salvage value, but rather that it is not appropriate to defer a full write-off even though partial recovery may be realized
in the future.

Credit quality indicators by loan segment are summarized as follows:

Loan Portfolio Credit Grades by Type
June 30, 2011

. Internal Special
S Wah | Monion S0 DL g
Grade 4 Grade 5

(Dollars in thousands)

Commercial $78,314 $26,626 $3,579 $15,047 $— $123,566
Commercial real estate 111,647 44,190 — 16,864 — 172,701
Commercial construction 3,606 5,271 — 8,817 — 17,694
Land and land development loans 10,788 26,278 3,699 8,432 — 49,197
Agriculture 61,047 19,602 1,573 3,074 — 85,296
Multifamily 17,298 9,814 — — — 27,112
Residential real estate 46,742 9,879 54 5,341 — 62,016
Residential construction 3,551 555 — 185 — 4,291
Consumer 10,665 883 2 985 — 12,535
Municipal 7,360 — — — — 7,360
Loans receivable, net $351,018 $143,098 $8,907 $58,745 $— $561,768
16
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Loan Portfolio Credit Grades by Type
December 31, 2010

Internal Special

Satisfactory Watch Substandard Doubtful

Mention Total

Grade 1-3 Grade 4 Grade 5 Grade 6 Grade 7

(Dollars in thousands)
Commercial $78,693 $26,383 $3,517 $14,062 $1 $122,656
Commercial real estate 113,759 43,296 2,696 15,808 — 175,559
Commercial construction 3,921 4,976 986 8,068 — 17,951
Land and land development loans 13,825 33,688 5,409 8,040 — 60,962
Agriculture 60,508 23,199 1,277 2,380 — 87,364
Multifamily 16,455 9,962 — — — 26,417
Residential real estate 46,111 10,230 54 4,477 — 60,872
Residential construction 2,497 445 — 277 — 3,219
Consumer 12,302 715 106 972 — 14,095
Municipal 6,528 — — — — 6,528
Loans receivable, net $354,599 $152,894  $14,045 $54,084 $1 $575,623

A summary of non-performing assets and classified loans at the dates indicated is as follows:

June 30, December 31,
2011 2010
(Dollars in thousands)
Loans past due in excess of 90 days and still accruing $— $66
Non-accrual loans 10,732 11,451
Total non-performing loans 10,732 11,517
Other real estate owned (“OREQO”) 7,818 4,429
Total non-performing assets (“NPAs”) $18,550 $15,946
Classified loans (1) $58,745 $54,085
Troubled debt restructured loans $6,543 $4,838

Classified loan totals are inclusive of non-performing loans and may also include troubled debt restructured loans,
depending on the grading of these restructured loans.
Classified loans included non-performing loans and performing substandard loans where management believes that
the loans may not return principal and interest per their original contractual terms. A loan that is classified may not
necessarily result in a loss.
In the tables above, the increase in classified loans, loans graded substandard, grade 6, and non-performing assets is
largely related to the addition of one large credit relationship to these totals during 2011. The second quarter provision
for loan losses and the allowance for loan losses at June 30, 2011 includes a reserve that management believes is
sufficient to cover anticipated losses on this relationship.

4. Other Real Estate Owned:

At the applicable foreclosure date, OREO is recorded at the fair value of the real estate, less the estimated costs to sell
the real estate. The carrying value of OREO is regularly evaluated and, if necessary, the carrying value is reduced to
net realizable value. The following table presents OREO for the periods presented:
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Three Months Ended Six Months Ended
June 30, June 30, June 30, June 30,
2011 2010 2011 2010
(Dollars in thousands)
Balance, beginning of period $3,686 $11,538 $4,429 $11,538
Additions to OREO 7,226 2,467 8,115 4,928
Proceeds from sale of OREO (3,130 ) (4,133 ) (4,400 ) (5,817 )
Valuation Adjustments in the period (1) 36 (1,118 ) (326 ) (1,895 )
Balance, end of period, June 30 $7,818 $8,754 $7,818 $8,754

(1) Amount includes chargedowns and gains/losses on sale of OREO

The balance of OREO increased by $4.1 million during the second quarter, 2011, primarily as the result of the
conversion to OREO of one large credit relationship totaling $5.9 million. For the periods indicated, OREO assets
consisted of the following (in thousands):

June 30, 2011 December 31, 2010

Single family residence $540 6.9 % $2,183 49.3 %
Developed residential lots 2,696 34.5 1,009 22.8
Commercial buildings 432 5.5 788 17.8
Raw land 4,150 53.1 449 10.1
Total OREO $7,818 100.0 % $4,429 100.0 %

The Company’s Special Assets Group continues to dispose of OREO properties through a combination of individual
sales to investors, bulk sales to investors, and auction sales, generally as a last resort.

5. Advances from the Federal Home Loan Bank of Seattle:

Panhandle State Bank, the banking subsidiary of Intermountain, has a credit line with FHLB of Seattle that allows it to
borrow funds up to a percentage of its total assets, subject to collateralization requirements. Certain loans are used as
collateral for these borrowings. At June 30, 2011 and December 31, 2010, this credit line represented a total
borrowing capacity of $106.9 million and $120.2 million, of which $70.3 million and $83.6 million was available,
respectively. The advances from FHLB at June 30, 2011 and December 31, 2010 are repayable as follows (in
thousands):

June 30, 2011 December 31, 2010

Weighted Weighted
Amount Average Amount Average
Interest Rate Interest Rate
Due within 1 year $5,000 1.49 % $5,000 1.49 %
Due in 1 to 2 years 25,000 2.06 — —
Due in 2 to 3 years — — 25,000 2.06
Due in 3 to 4 years 4,000 3.11 4,000 3.11
Due in 4 to 5 years — — — —
$34,000 2.10 % $34,000 2.10 %

Only member institutions have access to funds from the Federal Home Loan Banks. As a condition of membership,
Panhandle is required to hold FHLB stock. As of June 30, 2011 and December 31, 2010, Panhandle held $2.3 million
for both time periods of FHLB stock. The FHLB of Seattle announced that they would no longer pay dividends or
redeem or repurchase capital stock until further notice. Each FHLB continues to monitor its capital and other relevant
financial measures as a basis for determining a resumption of dividends and capital stock repurchases at some later
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6. Other Borrowings:
The components of other borrowings are as follows (in thousands):
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June 30, 2011 December 31,

2010
Term note payable (1) $8,279 $8,279
Term note payable (2) 8,248 8,248
Total other borrowings $16,527 $16,527

In January 2003, the Company issued $8.0 million of Trust Preferred securities through its subsidiary,
Intermountain Statutory Trust I. The debt associated with these securities bears interest on a variable basis tied to
the 90-day LIBOR (London Inter-Bank Offering Rate) index plus 3.25%, with interest only paid quarterly. The rate
on this borrowing was 3.50% at June 30, 2011. The debt is callable by the Company quarterly and matures in
March 2033. During the third quarter of 2008, the Company entered into an interest rate swap contract with Pacific
Coast Bankers Bank. The purpose of the $8.2 million notional value swap is to convert the variable rate payments
made on our Trust Preferred I obligation to a series of fixed rate payments at 7.38% for five years, as a hedging
strategy to help manage the Company’s interest-rate risk. See Note 2A and 2B below:

In March 2004, the Company issued $8.0 million of Trust Preferred securities through its subsidiary, Intermountain
Statutory Trust II. The debt associated with these securities bears interest on a variable basis tied to the 90-day
LIBOR index plus 2.8%, with interest only paid quarterly. The rate on this borrowing was 3.08% at June 30, 2011.
The debt is callable by the Company quarterly and matures in April 2034. See Note A and B.

Intermountain’s obligations under the debentures issued to the trusts referred to above constitute a full and
unconditional guarantee by Intermountain of the Statutory Trusts’ obligations under the Trust Preferred Securities.
In accordance with ASC 810, Consolidation, the trusts are not consolidated and the debentures and related amounts
are treated as debt of Intermountain.

To conserve the liquid assets of the parent Company, the Company’s Board of Directors decided to defer regularly
scheduled interest payments on its outstanding Junior Subordinated Debentures related to its Trust Preferred
Securities (“TRUPS Debentures”) beginning in December 2009. The Company is permitted to defer payments of
interest on the TRUPS Debentures for up to 20 consecutive quarterly periods without default. During the deferral
period, the Company may not pay any dividends or distributions on, or redeem, purchase or acquire, or make a
liquidation payment with respect to the Company’s capital stock, or make any payment of principal or interest on, or
repay, repurchase or redeem any debt securities of the Company that rank equally or junior to the TRUPS
Debentures.

ey

2

A)

B)

7. Earnings Per Share:
The following table presents the basic and diluted earnings per share computations (numbers in thousands):
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;F(l)l’ree Months Ended June Six Months Ended June 30,

2011 2010 2011 2010
Numerator:
Net loss — basic and diluted $(605 ) $(2,497 ) $(604 ) $(6,807 )
Preferred stock dividend 448 428 891 847
Net loss applicable to commons stockholders $(1,053 ) $(2925 ) $(1495 ) $(7.654 )
Denominator:
Weighted average shares outstanding — basic 8,409,786 8,388,128 8,403,177 8,380,265
Dilutive effect of common stock options, warrants, restricted
stock awards o o o o
Weighted average shares outstanding — diluted 8,409,786 8,388,128 8,403,177 8,380,265
Loss per share — basic and diluted:
Loss per share — basic $(0.13 ) $(0.35 ) $(0.18 ) $(0.91 )
Effect of dilutive common stock options — — — —
Loss per share — diluted $(0.13 ) $(0.35 ) $(0.18 ) $(0.91 )
Anti-dilutive securities not included in diluted earnings per
share:
Common stock options 175,444 242,157 175,444 242,157
Common stock warrant 653,226 653,226 653,226 653,226
Restricted shares 18,573 44,982 25,884 54,227
Total anti-dilutive shares 847,243 940,365 854,554 949,610

Common stock equivalents were calculated using the treasury stock method.

8. Operating Expenses:
The following table details Intermountain’s components of total operating expenses (in thousands):

Three Months ended Six Months ended

June 30, June 30,

2011 2010 2011 2010
Salaries and employee benefits $4,887 $5,088  $9,833  $10,920
Occupancy expense 1,708 1,789 3,496 3,616
Advertising 214 273 344 495
Fees and service charges 632 697 1,283 1,349
Printing, postage and supplies 302 325 638 714
Legal and accounting 447 337 682 661
FDIC Assessment 331 471 776 939
OREO operations 150 1,380 626 2,410
Other expense 940 914 1,673 1,731
Total operating expenses $9,611 $11,274 $19,351 $22,835

Salaries and employee benefits expense decreased $1.1 million or 10.0%, over the six month period last year as a
result of planned staff reductions implemented throughout 2010 and the first half of 2011. The employee full time
equivalent (“FTE”) number at June 30, 2011 totaled 332, a reduction of 37 FTEs, or 10.0%, from June 30, 2010.
Severance expense for the six months ended June 30, 2011 was $34,000 as compared to $389,000 in the six months
ended June 30, 2010. The Company continues to suspend salary increases and bonuses for executive officers, but
reinstated merit increases for other employees in the first quarter of 2011.
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Occupancy expenses decreased $120,000, or 3.3%, for the six month period ended June 30, 2011 compared to the
same period one year ago. The decrease reflects lower depreciation and rent expense as a result of reduced purchases
of software and equipment and the termination of equipment and administrative office leases no longer needed.

The advertising expense decrease of $151,000 or 30.5% for the six month period compared to the same period one
year ago is a
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result of reductions in general advertising and media expenses, as the Company has focused marketing efforts on more
targeted audiences and reduced expenditures on broad print, yellow page and other media. Fees and service charges
decreased $66,000 for the six month period ended June 30, 2011 compared to the same period one year ago, as lower
collection and credit service fees offset increased debit card and computer services expense. Printing, postage and
supplies decreased $76,000 for the six month period in comparison to last year’s total, as a result of lower check
printing, postage and statement rendering expenses. Legal and accounting fees increased by $21,000 in comparison to
the same six-month period in 2010 as cost reductions in legal services were offset by increased consulting expenses
related to Company restructuring efforts.

The $163,000 decrease in FDIC expenses for the six month period ended June 30, 2011 over last year primarily
reflects changes to the FDIC assessment formula in the second quarter of 2011 and lower asset balances. OREO
operations, related valuation adjustments and the gain or loss on sale of OREO decreased by $1.8 million for the six
month period over the same period last year, as a result of reductions in OREO balances and stabilizing property
values.

Other expenses decreased $58,000, or 3.4%, for the six month period over the same period last year, reflecting
decreases in operational losses and training, travel, courier, armored car and meeting expenses.

9. Income Taxes:

Intermountain uses an estimate of future earnings, and an evaluation of its loss carryback ability and tax planning
strategies to determine whether or not the benefit of its net deferred tax asset will be realized. At June 30, 2011,
Intermountain assessed whether it was more likely than not that it would realize the benefits of its deferred tax asset.
Intermountain determined that the negative evidence associated with a three-year cumulative loss for the period ended
December 31, 2010, and challenging economic conditions continued to outweigh the positive evidence. Therefore,
Intermountain maintained a valuation allowance of $8.8 million against its deferred tax asset. The company analyzes
the deferred tax asset on a quarterly basis and may recapture a portion or all of this allowance depending on future
profitability. Including the valuation allowance, Intermountain had a net deferred tax asset of $13.7 million as of

June 30, 2011, compared to a net deferred tax asset of $15.2 million as of December 31, 2010. The decrease in the net
deferred tax asset is primarily due to the increase in the unrealized market value of the Company's investment
portfolio at June 30, 2011 compared to December 31, 2010.

The completion of the $70 million capital raise announced by Intermountain on April 6, 2011 which is expected to
close in the third quarter of this year, is likely to trigger Internal Revenue Code Section 382 limitations on the amount
of tax benefit from net operating loss carryforwards that the Company can recapture annually, because of the planned
level of investments by several of the larger investors. This could impact the amount and timing of the recapture of the
valuation allowance, largely depending on the level of market interest rates and the fair value of the Company’s
balance sheet at the time the announced offering is completed.

10. Derivative Financial Instruments:

Management uses derivative financial instruments to protect against the risk of interest rate movements on the value
of certain assets and liabilities and on future cash flows. The instruments that have been used by the Company include
interest rate swaps and cash flow hedges with indices that relate to the pricing of specific assets and liabilities.
Derivative instruments have inherent risks, primarily market risk and credit risk. Market risk is associated with
changes in interest rates and credit risk relates to the risk that the counterparty will fail to perform according to the
terms of the agreement. The amounts potentially subject to market and credit risks are the streams of interest payments
under the contracts and the market value of the derivative instrument which is determined based on the interaction of
the notional amount of the contract with the underlying instrument, and not the notional principal amounts used to
express the volume of the transactions.

Management monitors the market risk and credit risk associated with derivative financial instruments as part of its
overall Asset/Liability management process.

In accordance with ASC 815, Derivatives and Hedging, the Company recognizes all derivative financial instruments
in the consolidated financial statements at fair value regardless of the purpose or intent for holding the instrument.

30



Edgar Filing: INTERMOUNTAIN COMMUNITY BANCORP - Form 10-Q

Derivative financial instruments are included in other assets or other liabilities, as appropriate, on the Consolidated
Balance Sheet. Changes in the fair value of derivative financial instruments are either recognized periodically in
income or in stockholders’ equity as a component of other comprehensive income depending on whether the derivative
financial instrument qualifies for hedge accounting, and if so, whether it qualifies as a fair value hedge or cash flow
hedge. Generally, changes in fair values of derivatives accounted for as fair value hedges are recorded in income in
the same period and in the same income statement line as changes in the fair values of the hedged items that relate to
the hedged risk(s). Changes in fair values of derivative financial instruments accounted for as cash flow hedges, to the
extent they are effective hedges, are recorded as a component of other comprehensive income, net of deferred taxes.
Changes in fair values of derivative financial instruments not qualifying as hedges pursuant to ASC 815 are reported
in non-interest income. Derivative contracts are valued by the counter party and are periodically validated by
management.

Interest Rate Swaps — Designated as Cash Flow Hedges
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The tables below identify the Company’s interest rate swaps at June 30, 2011 and December 31, 2010, which were
entered into to hedge certain LIBOR-based trust preferred debentures and designated as cash flow hedges pursuant to

ASC 815 (dollars in thousands):

June 30, 2011

. Type of
Receive Rate ~ Pay Rate Hedging
. Notional Fair Value . . .
Maturity Date Amount (Loss) (LIBOR) (Fixed) Relationship
Pay Fixed, Receive Variable:
October 2013 $8,248 $(791 )0.28 %4.58 9 Cash Flow
December 31, 2010
. Type of
Receive Rate  Pay Rate Hedging
. Notional Fair Value . . .
Maturity Date Amount (Loss) (LIBOR) (Fixed) Relationship
Pay Fixed, Receive Variable:
October 2013 $8,248 $(892 )0.29 %4.58 % Cash Flow

The fair values, or unrealized losses, of $791,000 at June 30, 2011 and $892,000 at December 31, 2010 are included in
other liabilities. The Company has deferred the interest payments on the related Trust Preferred borrowing beginning
with the January 2010 scheduled remittance. As a result of the deferred interest payments, a calculation of the
effectiveness of the hedge was prepared. It was concluded that although the hedge is generally effective, there is a
small amount of ineffectiveness due to the delayed payments. The Company reversed $90,000 in interest expense in
the six months ended June 30, 2011 related to the ineffective portion of the hedge as the cash flow hedge became
more effective. The changes in fair value, net of tax, are separately disclosed in the statement of changes in
stockholders’ equity as a component of comprehensive income (loss). Net cash flows from these interest rate swaps are
included in interest expense on trust preferred debentures. The unrealized loss at June 30, 2011 is a component of
comprehensive income (loss) for June 30, 2011. At June 30, 2011, Intermountain had $582,000 in restricted cash,
$190,000 in Pacific Coast Bankers Bank stock, and 100% of Panhandle State Bank stock pledged as collateral for the
cash flow hedge. The following table provides a reconciliation of cash flow hedges measured at fair value during the
periods indicated (in thousands):

Six Months Ended

June 30, 2011 June 30, 2010
Unrealized loss at beginning of period $(892 ) $(678 )
Amount of gross gain (loss)recognized in earnings gain (loss) 90 (90 )
Amount of gross gain (loss) recognized in other comprehensive income gain(loss) 11 (161 )
Unrealized loss at end of period $(791 ) $(929 )

Interest Rate Swaps — Not Designated as Hedging Instruments Under ASC 815

The Company has purchased certain derivative products to allow the Company to effectively convert a fixed rate loan
to a variable rate payment stream. The Company economically hedges derivative transactions by entering into
offsetting derivatives executed with third parties upon the origination of a fixed rate loan with a customer. Derivative
transactions executed as part of this program are not designated as ASC 815 hedge relationships and are, therefore,
marked to market through earnings each period. In most cases the derivatives have mirror-image terms to the
underlying transaction being hedged, which result in the positions’ changes in fair value offsetting completely through
earnings each period. However, to the extent that the derivatives are not a mirror-image, changes in fair value will not
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completely offset, resulting in some earnings impact each period. Changes in the fair value of these interest rate swaps
are included in other non-interest income. The following table summarizes these interest rate swaps as of June 30,
2011 and December 31, 2010 (in thousands):

June 30, 2011 December 31, 2010
Notional Fair Value Notional Fair Value
Amount Loss Amount Loss

Interest rate swaps with third party financial institutions $2,559 $091 ) $2,559 $(38 )
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At June 30, 2011, loans receivable included ($91,000) of derivative assets and other liabilities included $0 of
derivative assets related to these interest rate swap transactions. At June 30, 2011, the interest rate swaps had a
maturity date of March 2019 and April 2024 and Intermountain had $72,000 in restricted cash as collateral for the
interest rate swaps.

11. Fair Value of Financial Instruments:

Fair value is defined under ASC 820-10 as the price that would be received for an asset or paid to transfer a liability
(an exit price) in the principal market for the asset or liability in an orderly transaction between market participants on
the measurement date. In support of this principle ASC 820-10 establishes a fair value hierarchy that prioritizes the
information used to develop those assumptions. The fair value hierarchy is as follows:

Level 1 inputs — Unadjusted quoted prices in active markets for identical assets or liabilities that the entity has the
ability to access at the measurement date.

Level 2 inputs — Inputs other than quoted prices included in Level 1 that are observable for the asset or liability,
either directly or indirectly. These might include quoted prices for similar assets and liabilities in active markets, and
inputs other than quoted prices that are observable for the asset or liability, such as interest rates and yield curves that
are observable at commonly quoted intervals.

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

The following table presents information about the Company’s assets measured at fair value on a recurring basis as of
June 30, 2011, and indicates the fair value hierarchy of the valuation techniques utilized by the Company to determine
such fair value (in thousands).

Fair Value Measurements
At June 30, 2011, Using

Quoted Prices
In Active Other Significant
Fair Value Markets for  Observable Unobservable
Identical Inputs Inputs
Assets
Description June 30, 2011 (Level 1) (Level 2) (Level 3)
Available-for-Sale Securities:
U.S. treasury secur'ities and obligations of U.S. $11.876 $— $11.876 $—
government agencies
State and municipal securities 7,544 7,544
Residential mortgage backed securities (“MBS”) 190,644 — 161,278 29,366
Other Assets — Derivative 91 ) — — 91 )
Total Assets Measured at Fair Value $209,973 $— $180,698 $29,275
Other Liabilities — Derivatives $791 $— $— $791
23
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Fair Value Measurements
At December 31, 2010 Using

Quoted Prices
In Active Other
Fair Value Markets for  Observable
Identical Inputs
Assets
Description 12)06 1C gmber 31, (Level 1) (Level 2)
Available-for-Sale Securities:
U.S. treasury SCCUI"ltleS and obligations of U.S. $3.925 $— $3.925
government agencies
State and municipal securities 5,230 5,230
Residential mortgage backed securities (“MBS”) 173,926 — 144,412
Other Assets — Derivative (38 ) — —
Total Assets Measured at Fair Value $183,043 $— $153,567
Other Liabilities — Derivatives $892 $— $—

Significant
Unobservable
Inputs

(Level 3)

$—

29,514

(38 )
$29,476
$892

The changes in Level 3 assets and liabilities measured at fair value on a recurring basis as of June 30, 2011 are

summarized as follows (in thousands):

Description

January 1, 2011 Balance

Total gains or losses (realized/unrealized) included in earnings
Included in other comprehensive income

Principal Payments

Sales of Securities

Transfers in and /or out of Level 3

June 30, 2011 Balance

Description

January 1, 2011 Balance

Total gains or losses (realized/unrealized) included in earnings
Included in other comprehensive income

June 30, 2011 Balance

Description

January 1, 2010 Balance

Fair Value Measurements Using Significant

Unobservable Inputs (Level 3)
Residential

MBS Derivatives Total

$29,514 $(38 ) $29,476

— (53 ) (53 )
1,833 — 1,833

(1,981 ) — (1,981 )
$29,366 $01 ) $29,275

Fair Value Measurements
Using Significant Unobservable
Inputs (Level 3)

Derivatives

$892

(90)

(11)

$791

Fair Value Measurements Using Significant
Unobservable Inputs ( Level 3)

Residential
MBS
$32,236

Total
$32,293

Derivatives

$57
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Total gains or losses (realized/unrealized) included in earnings (930 ) (95 ) (1,025
Included in other comprehensive income 5,642 — 5,642
Principal Payments (4,971 ) — 4,971
Sales of Securities (2,463 ) — (2,463
Transfers in and /or out of Level 3 — — —
December 31, 2010 Balance $29,514 $(38 ) $29,476
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Fair Value Measurements
Using Significant Unobservable
Inputs ( Level 3)

Description Derivatives
January 1, 2010 Balance $678

Total gains or losses (realized/unrealized) included in earnings 178
Included in other comprehensive income 36
December 31, 2010 Balance $892

Intermountain may be required, from time to time, to measure certain other financial assets at fair value on a

non-recurring basis. The following table presents the carrying value for these financial assets as of June 30, 2011 (in

thousands):
Fair Value Measurements
At June 30, 2011, Using
Quoted Prices
In Active Other Significant
Fair Value Markets for ~ Observable Unobservable
Identical Inputs Inputs
Assets
Description June 30, 2011 (Level 1) (Level 2) (Level 3)
Loans(1) $31,957 $— $— $31,957
OREO 7,818 — — 7,818
Net Deferred Tax Asset, net of valuation 13,737 — — 13,737
Total Assets Measured at Fair Value $53,512 $— $— $53,512
(1)Represents impaired loans, net of allowance for loan loss, which are included in loans.
Fair Value Measurements
At December 31,2010, Using
Quoted
})Iflfcstive Other Significant
Fair Value Observable Unobservable
Markets for Inputs Inputs
Identical P p
Assets
Description 12)06 IC (e):mber 31, (Level 1) (Level 2) (Level 3)
Loans(1) $32,348 $— $— $32,348
OREO 4,429 — — 4,429
Net Deferred Tax Asset, net of valuation 15,291 — — 15,291
Total Assets Measured at Fair Value $52,068 $— $— $52,068

(1)Represents impaired loans, net of allowance for loan loss, which are included in loans.

The loans above represent impaired loans that have been adjusted to fair value. When a loan is identified as impaired,
the impairment is measured using either the present value of the estimated future cash flows of the loan or for loans
that are collateral dependent, the current fair value of the collateral, less selling costs. Depending on the characteristics
of a loan, the fair value of collateral is generally estimated by obtaining external appraisals or other market-based
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valuation methods. If the value of the impaired loan is determined to be less than the recorded investment in the loan,
the impairment is recognized and the carrying value of the loan is adjusted to fair value through the allowance for loan
and lease losses. The carrying value of loans fully charged-off is zero.

OREDO represents real estate which the Company has taken control of in partial or full satisfaction of loans. At the
time of foreclosure, OREOQ is recorded at the lower of the carrying amount of the loan or fair value less costs to sell,
which becomes the property’s new basis. Any write-downs based on the asset’s fair value at the date of acquisition are
charged to the allowance for loan and lease losses. After foreclosure, management periodically performs valuations
such that the real estate is carried at the lower of its new cost basis or fair value, net of estimated costs to sell. Fair
value adjustments on other real estate owned are recognized within net loss on real estate owned as a component of
non-interest expense.

The net deferred tax asset valuation includes a valuation allowance that was recognized in the third and fourth quarter
of 2010. Intermountain uses an estimate of future earnings, and an evaluation of its loss carryback ability and tax
planning strategies to
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determine whether or not the benefit of its net deferred tax asset will be realized. Intermountain assessed whether it
was more likely than not that it would realize the benefits of its deferred tax asset. During the third quarter of 2010,
Intermountain determined that the negative evidence associated with a three-year cumulative loss and continued
depressed economic conditions outweighed the positive evidence. As a result, Intermountain established a valuation
allowance of $7.4 million against its deferred tax asset. The Company added an additional $1.4 million valuation
allowance against its deferred tax asset in the fourth quarter of 2010. The Company analyzes the deferred tax asset on
a quarterly basis and may recapture a portion or all of this allowance depending on future profitability. At June 30,
2011, the net deferred tax asset totaled $13.7 million, net of a deferred tax asset valuation of $8.8 million.

The following is a further description of the principal valuation methods used by the Company to estimate the fair
values of its financial instruments.

Securities

The fair values of securities, other than those categorized as level 3 described above, are based principally on market
prices and dealer quotes. Certain fair values are estimated using pricing models or are based on comparisons to market
prices of similar securities. The fair value of stock in the FHLB equals its carrying amount since such stock is only
redeemable at its par value.

Available for Sale Securities. Securities totaling $161.3 million classified as available for sale are reported at fair
value utilizing Level 2 inputs. For these securities, the Company obtained fair value measurements from an
independent pricing service and internally validated these measurements. The fair value measurements consider
observable data that may include dealer quotes, market spreads, cash flows, the U.S. Treasury yield curve, live trading
levels, trade execution data, market consensus, prepayment speeds, credit information and the bond’s terms and
conditions, among other things.

The available for sale portfolio also includes $29.4 million in super senior or senior tranche collateralized mortgage
obligations not backed by a government or other agency guarantee. These securities are collateralized by fixed rate
prime or Alt A mortgages, are structured to provide credit support to the senior tranches, and are carefully analyzed
and monitored by management. Because of disruptions in the current market for mortgage-backed securities and
collateralized mortgage obligations, an active market did not exist for these securities at June 30, 2011. This is
evidenced by a significant widening in the bid-ask spread for these types of securities and the limited volume of actual
trades made. As a result, less reliance can be placed on easily observable market data, such as pricing on transactions
involving similar types of securities, in determining their current fair value. As such, significant adjustments were
required to determine the fair value at the June 30, 2011 measurement date. These securities are valued using Level 3
inputs.

In valuing these securities, the Company utilized the same independent pricing service as for its other
available-for-sale securities and internally validated these measurements. In addition, it utilized FHLB indications,
which are backed by significant experience in whole-loan collateralized mortgage obligation valuation and another
market source to derive independent valuations and used this data to evaluate and adjust the original values derived. In
addition to the observable market-based input including dealer quotes, market spreads, live trading levels and
execution data, both the pricing service and the FHLB pricing also employed a present-value income model that
considered the nature and timing of the cash flows and the relative risk of receiving the anticipated cash flows as
agreed. The discount rates used were based on a risk-free rate, adjusted by a risk premium for each security. In
accordance with the requirements of ASC 820-10, the Company has determined that the risk-adjusted discount rates
utilized appropriately reflect the Company’s best estimate of the assumptions that market participants would use in
pricing the assets in a current transaction to sell the asset at the measurement date. Risks include nonperformance risk
(that is, default risk and collateral value risk) and liquidity risk (that is, the compensation that a market participant
receives for buying an asset that is difficult to sell under current market conditions). To the extent possible, the pricing
services and the Company validated the results from these models with independently observable data.

In evaluating securities in the investment portfolio for OTTI, the Company evaluated the following factors:

The length of time and the extent to which the market value of the securities has been lower than their cost;

The financial condition and near-term prospects of the issuer or obligation, including any specific events, which may
influence the operations of the issuer or obligation such as credit defaults and losses in mortgages underlying the
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security, changes in technology that impair the earnings potential of the investment or the discontinuation of a

segment of the business that may affect the future earnings potential; and
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 market value.
Based on the factors above, the Company has determined that two securities were subject to OTTI as of June 30,

2011. The following table presents the OTTI losses for the six months ended June 30, 2011 and June 30, 2010 (in

thousands):
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2011 2010
Held To Available Held To Available
Maturity For Sale Maturity For Sale
Total other-than-temporary impairment losses $— $— $— $1,529
Portion of other-than-temporary impairment losses
transferred from (recognized in) other comprehensive ~ — — — (1,273 )
income (1)
Net impairment losses recognized in earnings (2) $— $— $— $256

(1)Represents other-than-temporary impairment losses related to all other factors.

(2)Represents other-than-temporary impairment losses related to credit losses.

The existing OTTI recognized on investment securities available for sale primarily relates to two non-agency
collateralized mortgage obligations. Each of these securities holds various levels of credit subordination. These
securities were valued by third-party pricing services using matrix or model pricing methodologies and were
corroborated by broker indicative bids. We estimated the cash flows of the underlying collateral for each security
considering credit, interest and prepayment risk models that incorporate management’s estimate of projected key
assumptions including prepayment rates, collateral default rates and loss severity. Assumptions utilized vary from
security to security, and are influenced by factors such as underlying loan interest rates, geographic location, borrower
characteristics, vintage, and historical experience. We then used a third party to obtain information about the structure
of each security, including subordination and other credit enhancements, in order to determine how the underlying
collateral cash flows will be distributed to each security issued in the structure. These cash flows were then discounted
at the interest rate used to recognize interest income on each security. We review the actual collateral performance of
these securities on a quarterly basis and update the inputs as appropriate to determine the projected cash flows.

Loans. Loans are generally not recorded at fair value on a recurring basis. Periodically, the Company records
nonrecurring adjustments to the carrying value of loans based on fair value measurements for partial charge-offs of the
uncollectible portions

of those loans. Nonrecurring adjustments also include certain impairment amounts for impaired loans when
establishing the allowance for credit losses. Such amounts are generally based on either the estimated fair value of the
cash flows to be received or the fair value of the underlying collateral supporting the loan less selling costs. Real
estate collateral on these loans and the Company’s OREO is typically valued using appraisals or other indications of
value based on recent comparable sales of similar properties or assumptions generally observable in the marketplace.
Management reviews these valuations and makes additional valuation adjustments, as necessary, including subtracting
estimated costs of liquidating the collateral or selling the OREO. The related nonrecurring fair value measurement
adjustments have generally been classified as Level 3 because of the significant assumptions required estimating
future cash flows on these loans, and the rapidly changing and uncertain collateral values underlying the loans.
Extreme volatility and the lack of relevant and current sales data in the Company’s market areas for various types of
collateral create additional uncertainties and require the use of multiple sources and management judgment to make
adjustments. Loans subject to nonrecurring fair value measurement were $43.9 million at June 30, 2011, all of which
were classified as Level 3.

Other Real Estate Owned. At the applicable foreclosure date, OREOQ is recorded at fair value of the real estate, less the
estimated costs to sell the real estate. Subsequently, OREO is carried at the lower of cost or net realizable value (fair
value less estimated selling costs), and is periodically assessed for impairment based on fair value at the reporting
date. Fair value is determined from external appraisals and other valuations using judgments and estimates of external
professionals. Many of these inputs are not observable and, accordingly, these measurements are classified as Level 3.
The Company’s OREO at June 30, 2011 totaled $7.8 million, all of which was classified as Level 3.

Interest Rate Swaps. During the third quarter of 2008, the Company entered into an interest rate swap contract with
Pacific Coast Bankers Bank. The purpose of the $8.2 million notional value swap is to convert the variable rate
payments made on the Trust Preferred I obligation (see Note 6 — Other Borrowings) to a series of fixed rate payments
for five years, as a hedging strategy to help manage the Company’s interest-rate risk. This contract is carried as an asset
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or liability at fair value, and as of June 30, 2011, it was a liability with a fair value of $791,000.

During the first quarter of 2009, the Company entered into an interest rate swap contract with Pacific Coast Bankers
Bank. The purpose of the $1.6 million notional value swap is to convert the fixed rate payments earned on a loan
receivable to a series of variable rate payments for ten years, as a hedging strategy to help manage the Company’s
interest-rate risk. This contract is carried as an asset or liability at fair value, and as of June 30, 2011, it was an asset
with a fair value of ($68,000). During the second quarter of 2009, the Company entered into an interest rate swap
contract with Pacific Coast Bankers Bank. The purpose of the $1.0 million notional value swap is to convert the fixed
rate payments earned on a loan receivable to a series of variable rate payments for ten years, as a hedging strategy to
help manage the Company’s interest-rate risk. This contract is carried as an asset or liability at fair value, and as of
June 30, 2011, it was an asset with a fair value of ($23,000).
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Intermountain is required to disclose the estimated fair value of financial instruments, both assets and liabilities on and
off the balance sheet, for which it is practicable to estimate fair value. These fair value estimates are made at June 30,
2011 based on relevant market information and information about the financial instruments. Fair value estimates are
intended to represent the price an asset could be sold at or the price a liability could be settled for. However, given
there is no active market or observable market transactions for many of the Company’s financial instruments, the
Company has made estimates of many of these fair values which are subjective in nature, involve uncertainties and
matters of significant judgment and therefore cannot be determined with precision. Changes in assumptions could
significantly affect the estimated values.

The estimated fair value of the financial instruments as of June 30, 2011 and December 31, 2010, are as follows (in
thousands):

June 30, 2011 December 31, 2010
Carrying Fair Value Carrying Fair Value
Amount Amount

Financial assets:
Cash, cash equivalents, restricted cash and federal funds

sold $94,127 $94,127 $147,956 $147,956
Interest bearing certificates of deposit — — — —
Available-for-sale securities 210,064 210,064 183,081 183,081
Held-to-maturity securities 22,154 22,668 22,217 22,112
Loans held for sale 1,615 1,615 3,425 3,425
Loans receivable, net 548,195 561,829 563,228 578,080
Accrued interest receivable 4,183 4,183 4,360 4,360
BOLI 8,946 8,946 8,765 8,765
Financial liabilities:

Deposit liabilities 736,029 700,798 778,833 741,426
Borrowings 150,214 150,852 155,643 156,200
Accrued interest payable 1,484 1,484 1,406 1,406

The methods and assumptions used to estimate the fair values of each class of financial instruments are as follows:
Cash, Cash Equivalents, Federal Funds and Certificates of Deposit

The carrying value of cash, cash equivalents, federal funds sold and certificates of deposit approximates fair value due
to the relatively short-term nature of these instruments.

Investments and BOLI

See the discussion above regarding the fair values of investment securities. The fair value of BOLI is equal to the cash
surrender value of the life insurance policies.

Loans Receivable and Loans Held For Sale

The fair value of performing mortgage loans, commercial real estate, construction, consumer and commercial loans is
estimated by discounting the cash flows using interest rates that consider the interest rate risk inherent in the loans and
current economic and lending conditions. See the above discussion for fair valuation of impaired loans. Non-accrual
loans are assumed to be carried at their current fair value and therefore are not adjusted.

Deposits

The fair values for deposits subject to immediate withdrawal such as interest and non-interest bearing checking,
savings and money market deposit accounts are discounted using market rates for replacement dollars and using
Company and industry statistics for decay/maturity dates. The carrying amounts for variable-rate certificates of
deposit and other time deposits approximate their fair value at the reporting date. Fair values for fixed-rate certificates
of deposit are estimated by discounting future cash flows using interest rates currently offered on time deposits with
similar remaining maturities.

Borrowings
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The carrying amounts of short-term borrowings under repurchase agreements approximate their fair values due to the
relatively short period of time between the origination of the instruments and their expected payment. The fair value
of long-term FHLB
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Seattle advances and other long-term borrowings is estimated using discounted cash flow analyses based on the
Company’s current incremental borrowing rates for similar types of borrowing arrangements with similar remaining
terms.

Accrued Interest

The carrying amounts of accrued interest payable and receivable approximate their fair value.

12. Subsequent Events:

Intermountain performed an evaluation of subsequent events through the date this report was filed with the Securities
and Exchange Commission.

13. New Accounting Pronouncements:

In July 2010, the Financial Accounting Standards Board (the “FASB”) issued Accounting Standards Update (“ASU”)
2010-20,”Disclosures about the Credit Quality of Financing Receivables and the Allowance for Credit Losses.” This
update amends codification topic 310 on receivables to improve the disclosures that an entity provides about the credit
quality of its financing receivables and the related allowance for credit losses. As a result of these amendments, an
entity is required to disaggregate by portfolio segment or class certain existing disclosures and provide certain new
disclosures about its financing receivables and related allowance for credit losses. This guidance was phased in, with
the new disclosure requirements for period end balances effective as of December 31, 2010, and the new disclosure
requirements for activity during the reporting period effective March 31, 2011. The troubled debt restructuring
disclosures in this ASU have been delayed by ASU 2011-01, “Deferral of the Effective Date of Disclosures about
Troubled Debt Restructurings in Update No. 2010-20,” which was issued in January 2011.

In April 2011, the FASB issued ASU 2011-2, “A Creditor’s Determination of Whether a Restructuring Is a Troubled
Debt Restructuring.” This update to codification topic 310 provides guidance for what constitutes a concession, as well
as clarity for determining whether a debtor is experiencing financial difficulties. The amendments in this update are
effective for the Company on July 1, 2011, with retrospective application from January 1, 2011. This update is not
expected to have a material effect on the Company’s consolidated financial statements.

In April, 2011, the FASB issued ASU No. 2011-03, “Reconsideration of Effective Control for Repurchase Agreements.”
The amendments in this ASU remove from the assessment of effective control the criteria relating to the transferor's
ability to repurchase or redeem financial assets on substantially the agreed terms, even in the event of default by the
transferee. The amendments in this ASU also eliminate the requirement to demonstrate that the transferor possesses
adequate collateral to fund substantially all the cost of purchasing replacement financial assets. The guidance in this
ASU is effective for the first interim or annual period beginning on or after December 15, 2011. The guidance should
be applied prospectively to transactions or modifications of existing transactions that occur on or after the effective
date. Early adoption is not permitted. The Company will adopt the methodologies prescribed by this ASU by the date
required, and does not anticipate that the ASU will have a material effect on its financial position or results of
operations.

In May, 2011, the FASB issued ASU No. 2011-04, “Amendments to Achieve Common Fair Value Measurement and
Disclosure Requirements in U.S. GAAP and IFRSs.” The amendments in this ASU generally represent clarifications of
Topic 820, but also include some instances where a particular principle or requirement for measuring fair value or
disclosing information about fair value measurements has changed. This ASU results in common principles and
requirements for measuring fair value and for disclosing information about fair value measurements in accordance
with U.S. GAAP and IFRSs. The amendments in this ASU are to be applied prospectively. For public entities, the
amendments are effective during interim and annual periods beginning after December 15, 2011. Early application by
public entities is not permitted. The Company will adopt the methodologies prescribed by this ASU by the date
required, and does not anticipate that the ASU will have a material effect on its financial position or results of
operations.

In June, 2011, the FASB issued ASU No. 2011-05, “Amendments to Topic 220, Comprehensive Income.” Under the
amendments in this ASU, an entity has the option to present the total of comprehensive income, the components of net
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income, and the components of other comprehensive income either in a single continuous statement of comprehensive
income or in two separate but consecutive statements. In both choices, an entity is required to present each component
of net income along with total net income, each component of other comprehensive income along with a total for
other comprehensive income, and a total amount for comprehensive income. This ASU eliminates the option to
present the components of other comprehensive income as part of the statement of changes in stockholders' equity.
The amendments in this ASU do not change the items that must be reported in other comprehensive income or when
an item of other comprehensive income must be reclassified to net income. The amendments in this ASU should be
applied retrospectively. For public entities, the amendments are effective for fiscal years, and interim periods within
those years, beginning after December 15, 2011. Early adoption is permitted, because compliance with the
amendments is already permitted. The amendments do not require any transition disclosures. Due to the recency of
this pronouncement, the Company is evaluating
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its timing of adoption of ASU 2011-05, but will adopt the ASU retrospectively by the due date.

Item 2 — Management’s Discussion and Analysis of Financial Condition and Results of Operations

This report contains forward-looking statements. For a discussion about such statements, including the risks and
uncertainties inherent therein, see “Forward-Looking Statements.” Management’s Discussion and Analysis of Financial
Condition and Results of Operations should be read in conjunction with the Consolidated Financial Statements and
Notes presented elsewhere in this report and in Intermountain’s Form 10-K for the year ended December 31, 2010.

General (Overview & History)

Intermountain Community Bancorp (“Intermountain” or the “Company”) is a bank holding company registered under the
Bank Holding Company Act of 1956, as amended. The Company was formed as Panhandle Bancorp in October 1997
under the laws of the State of Idaho in connection with a holding company reorganization of Panhandle State Bank
(the “Bank”) that was approved by the stockholders on November 19, 1997 and became effective on January 27, 1998.
In September 2000, Panhandle Bancorp changed its name to Intermountain Community Bancorp.

Panhandle State Bank, a wholly owned subsidiary of the Company, was first opened in 1981 to serve the local
banking needs of Bonner County, Idaho. Panhandle State Bank is regulated by the Idaho Department of Finance, the
State of Washington Department of Financial Institutions, the Oregon Division of Finance and Corporate Securities
and by the Federal Deposit Insurance Corporation (“FDIC”), its primary federal regulator and the insurer of its deposits.
Since opening in 1981, the Bank has continued to grow by opening additional branch offices throughout Idaho and has
also expanded into the states of Oregon and Washington. During 1999, the Bank opened its first branch under the
name of Intermountain Community Bank, a division of Panhandle State Bank, in Payette, Idaho. Over the next ten
years, the Bank continued to open and acquire branches under both the Intermountain Community Bank and
Panhandle State Bank names. In 2004, Intermountain acquired Snake River Bancorp, Inc. (“Snake River”) and its
subsidiary bank, Magic Valley Bank, and the Bank now operates three branches under the Magic Valley Bank name
in south central Idaho. In 2006, Intermountain also opened its Trust & Investment Services division, which provides
investment, insurance, wealth management and trust services to its clients.

The national economic recession and continuing soft local markets have slowed the Company’s growth over the past
several years. In response, Company management shifted its priorities to improving asset quality, maintaining a
conservative balance sheet and improving the efficiency of its operations. Significant progress has been made in these
areas, allowing management to begin seeking prudent growth opportunities again.

Intermountain offers banking and financial services that fit the needs of the communities it serves. Lending activities
include consumer, commercial, commercial real estate, residential construction, mortgage and agricultural loans. A
full range of deposit services are available including checking, savings and money market accounts as well as various
types of certificates of deposit. Trust and wealth management services, investment and insurance services, and
business cash management solutions round out the Company’s product offerings.

Business Strategy & Opportunities

Intermountain seeks to differentiate itself by attracting, retaining and motivating highly experienced employees who
are local market leaders, and supporting them with advanced technology, training and compensation systems. This
approach allows the Bank to provide local marketing and decision-making to respond quickly to customer
opportunities and build leadership in its communities. Simultaneously, the Bank has focused on standardizing and
centralizing administrative and operational functions to improve risk management, efficiency and the ability of the
branches to serve customers effectively.

The Company’s strengths include a loyal and low-cost deposit base, a strong net interest margin, a sophisticated and
increasingly effective risk management system, a seasoned and effective special assets group, and a strong operational
and compliance infrastructure. In the current slow-growth environment, the Company is leveraging these strengths to
further reduce risk on its balance sheet, lower interest and non-interest expense and begin exploring prudent growth
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opportunities. In particular, Company management is focused on the following:

Maintaining a conservative balance sheet and effectively managing Company risk amidst a still uncertain economic
and regulatory environment.

Increasing and diversifying its loan origination activity by pursuing attractive small and mid-market commercial

eredits in its markets, originating commercial real estate loans to strong borrowers at lower real estate prices,
originating and
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seasoning mortgage loans to strong borrowers at conservative loan-to-values in rural and smaller suburban areas not
well-served by current secondary market appraisal standards, expanding and diversifying its agricultural portfolio, and
expanding its already strong government-guaranteed loan marketing efforts.

Increasing the efficiency of its operations by restructuring processes, re-negotiating contracts and rationalizing various
business functions.

Increasing local, transactional deposit balances while continuing to minimize interest expense by increasing referral
activity and targeting specific business and non-profit groups.

Offsetting anticipated regulatory pressures on current non-interest income streams by expanding its trust, investment
and insurance sales, restructuring current product pricing plans, and pursuing opportunities to diversify into new
fee-based programs serving both its existing clientele and new potential markets.

In further pursuit of these goals, on April 6, 2011, the Company announced that it had entered into securities purchase
agreements with certain accredited investors (“Investors”), pursuant to which it expects to raise aggregate gross proceeds
of $70 million, subject to bank regulatory approvals and confirmations and satisfaction of other customary closing
conditions, through the issuance and sale of 70 million shares of common stock at $1.00 per share in a private
placement. The Company and certain of its Investors submitted the required regulatory applications in mid-April and
management anticipates closing the transactions in the third quarter.

The Company also plans to conduct a $5 million rights offering after the closing of the initial capital raise that will
allow existing shareholders to purchase common shares at the same purchase price per share as the Investors. The
Company expects to use the proceeds from the capital raise and the rights offering to make capital contributions to and
strengthen the balance sheet of the Bank, for other general corporate purposes and as otherwise provided for in the
agreements.

If the capital raise is completed, management believes the Company will hold one of the strongest regulatory capital
positions in its peer group. The new capital would allow the Company additional flexibility to pursue the above goals.
In addition, management believes that disruption and consolidation in the market may lead to other opportunities as
well, either through direct acquisition of other banks or by capitalizing on opportunities created by market disruption
to attract strong new employees and customers.

Critical Accounting Policies

The accounting and reporting policies of Intermountain conform to Generally Accepted Accounting Principles
(“GAAP”) and to general practices within the banking industry. The preparation of the financial statements in
conformity with GAAP requires management to make estimates and assumptions that affect the amounts reported in
the financial statements and accompanying notes. Actual results could differ from those estimates. Intermountain’s
management has identified the accounting policies described below as those that, due to the judgments, estimates and
assumptions inherent in those policies, are critical to an understanding of Intermountain’s Consolidated Financial
Statements and Management’s Discussion and Analysis of Financial Condition and Results of Operations.

Income Recognition. Intermountain recognizes interest income by methods that conform to general accounting
practices within the banking industry. In the event management believes collection of all or a portion of contractual
interest on a loan has become doubtful, which generally occurs after the loan is 90 days past due or because of other
borrower or loan indications, Intermountain discontinues the accrual of interest and reverses any previously accrued
interest recognized in income deemed uncollectible. Interest received on nonperforming loans is included in income
only if recovery of the principal is reasonably assured. A nonperforming loan may be restored to accrual status if it is
brought current and has performed in accordance with contractual terms for a reasonable period of time, and the
collectability of the total contractual principal and interest is no longer in doubt.

Allowance For Loan Losses. In general, determining the amount of the allowance for loan losses requires
significant judgment and the use of estimates by management. This analysis is designed to determine an appropriate
level and allocation of the allowance for losses among loan types and loan classifications by considering factors
affecting loan losses, including: specific losses; levels and trends in impaired and nonperforming loans; historical
bank and industry loan loss experience; current national and local economic conditions; volume, growth and
composition of the portfolio; regulatory guidance; and other relevant factors. Management monitors the loan portfolio
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to evaluate the adequacy of the allowance. The allowance can increase or decrease based upon the results of
management’s analysis.

The amount of the allowance for the various loan types represents management’s estimate of probable incurred losses
inherent in the existing loan portfolio based upon historical bank and industry loan loss experience for each loan type.
The allowance for loan losses related to impaired loans is based on the fair value of the collateral for collateral
dependent loans, and on the present value of expected cash flows for non-collateral dependent loans. For collateral
dependent loans, this evaluation requires management to make estimates of the value of the collateral and any
associated holding and selling costs, and for non-collateral dependent loans, estimates on the timing and risk
associated with the receipt of contractual cash flows.

Individual loan reviews are based upon specific quantitative and qualitative criteria, including the size of the loan,
loan quality
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classifications, value of collateral, repayment ability of borrowers, and historical experience factors. The historical
experience factors utilized are based upon past loss experience, trends in losses and delinquencies, the growth of loans
in particular markets and industries, and known changes in economic conditions in the particular lending markets.
Allowances for homogeneous loans (such as residential mortgage loans, personal loans, etc.) are collectively
evaluated based upon historical bank and industry loan loss experience, trends in losses and delinquencies, growth of
loans in particular markets, and known changes in economic conditions in each particular lending market.
Management believes the allowance for loan losses was adequate at June 30, 2011. While management uses available
information to provide for loan losses, the ultimate collectability of a substantial portion of the loan portfolio and the
need for future additions to the allowance will be based on changes in economic conditions and other relevant factors.
A further slowdown in economic activity could adversely affect cash flows for both commercial and individual
borrowers, as a result of which the Company could experience increases in nonperforming assets, delinquencies and
losses on loans.

A reserve for unfunded commitments is maintained at a level that, in the opinion of management, is adequate to
absorb probable losses associated with the Bank’s commitment to lend funds under existing agreements such as letters
or lines of credit. Management determines the adequacy of the reserve for unfunded commitments based upon reviews
of individual credit facilities, current economic conditions, the risk characteristics of the various categories of
commitments and other relevant factors. The reserve is based on estimates, and ultimate losses may vary from the
current estimates. These estimates are evaluated on a regular basis and, as adjustments become necessary, they are
recognized in earnings in the periods in which they become known through charges to other non-interest expense.
Draws on unfunded commitments that are considered uncollectible at the time funds are advanced are charged to the
reserve for unfunded commitments. Provisions for unfunded commitment losses, and recoveries on commitment
advances previously charged-off, are added to the reserve for unfunded commitments, which is included in the
accrued expenses and other liabilities section of the Consolidated Statements of Financial Condition.

Investments. Assets in the investment portfolio are initially recorded at cost, which includes any premiums and
discounts. Intermountain amortizes premiums and discounts as an adjustment to interest income using the interest
yield method over the life of the security. The cost of investment securities sold, and any resulting gain or loss, is
based on the specific identification method.

Management determines the appropriate classification of investment securities at the time of purchase.
Held-to-maturity securities are those securities that Intermountain has the intent and ability to hold to maturity, and
are recorded at amortized cost. Available-for-sale securities are those securities that would be available to be sold in
the future in response to liquidity needs, changes in market interest rates, and asset-liability management strategies,
among others. Available-for-sale securities are reported at fair value, with unrealized holding gains and losses
reported in stockholders’ equity as a separate component of other comprehensive income, net of applicable deferred
income taxes.

Management evaluates investment securities for other-than-temporary declines in fair value on a periodic basis. If the
fair value of an investment security falls below its amortized cost and the decline is deemed to be
other-than-temporary, the security’s fair value will be analyzed based on market conditions and expected cash flows on
the investment security. The unrealized loss is considered an other-than-temporary impairment. The Company then
calculates a credit loss charge against earnings by subtracting the estimated present value of estimated future cash
flows on the security from its amortized cost. The other-than-temporary impairment less the credit loss charge against
earnings is a component of other comprehensive income. At June 30, 2011, residential mortgage-backed securities
included two securities comprised of pools of mortgages with a combined remaining unpaid principal balance of

$9.9 million. Their fair value was determined to be $7.6 million at June 30, 2011, based on analytical modeling taking
into consideration a range of factors normally found in an orderly market. No credit loss impairment charges were
incurred for the quarter ended June 30, 2011. Based on an analysis of projected cash flows, a total of $1.4 million has
been charged to earnings as a credit loss, including $828,000 in 2010. The remaining $1.9 million was recognized in
other comprehensive income. Charges to income could occur in future periods due to a change in management’s intent
to hold the investments to maturity, a change in management’s assessment of credit risk, or a change in regulatory or
accounting requirements.
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Other Real Estate Owned. Property acquired through foreclosure of defaulted mortgage loans is carried at the lower
of cost or fair value less estimated costs to sell. At the applicable foreclosure date, OREO is recorded at fair value of
the real estate, less the estimated costs to sell the real estate. Subsequently, OREO is carried at the lower of cost or fair
value, and is periodically re-assessed for impairment based on fair value at the reporting date. Development and
improvement costs relating to the property are capitalized to the extent they are deemed to be recoverable.
Intermountain reviews its OREO for impairment in value on a periodic basis and whenever events or circumstances
indicate that the carrying value of the property may not be recoverable. In performing the review, if expected future
undiscounted cash flow from the use of the property or the fair value, less selling costs, from the disposition of the
property is less than its carrying value, a loss is recognized. Because of rapid declines in real estate values in the
current distressed environment, management has increased the frequency and intensity of its valuation analysis on its
OREO properties. As a result of this analysis, carrying values on some of these properties have been reduced, and it is
reasonably possible that the carrying values could be reduced again in the near term.
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Fair Value Measurements. ASC 820 “Fair Value Measurements” establishes a standard framework for measuring fair
value in GAAP, clarifies the definition of “fair value” within that framework, and expands disclosures about the use of
fair value measurements. A number of valuation techniques are used to determine the fair value of assets and
liabilities in Intermountain’s financial statements. These include quoted market prices for securities, interest rate swap
valuations based upon the modeling of termination values adjusted for credit spreads with counterparties, and
appraisals of real estate from independent licensed appraisers, among other valuation techniques. Fair value
measurements for assets and liabilities where there exists limited or no observable market data are based primarily
upon estimates, and are often calculated based on the economic and competitive environment, the characteristics of
the asset or liability and other factors. Therefore, the results cannot be determined with precision and may not be
realized in an actual sale or immediate settlement of the asset or liability. Additionally, there are inherent weaknesses
in any calculation technique, and changes in the underlying assumptions used, including discount rates and estimates
of future cash flows, could significantly affect the results of current or future values. Significant changes in the
aggregate fair value of assets and liabilities required to be measured at fair value or for impairment will be recognized
in the income statement under the framework established by GAAP. If impairment is determined, it could limit the
ability of Intermountain’s banking subsidiary to pay dividends or make other payments to the Company. See Note 11
to the Consolidated Financial Statements for more information on fair value measurements.

Derivative Financial Instruments and Hedging Activities. In various aspects of its business, the Company uses
derivative financial instruments to modify its exposure to changes in interest rates and market prices for other
financial instruments. Many of these derivative financial instruments are designated as hedges for financial accounting
purposes. Intermountain’s hedge accounting policy requires the assessment of hedge effectiveness, identification of
similar hedged item groupings, and measurement of changes in the fair value of hedged items. If, in the future, the
derivative financial instruments identified as hedges no longer qualify for hedge accounting treatment, changes in the
fair value of these hedged items would be recognized in current period earnings, and the impact on the consolidated
results of operations and reported earnings could be significant.

Income Taxes. Income taxes are accounted for using the asset and liability method. Under this method a deferred
tax asset or liability is determined based on the enacted tax rates which will be in effect when the differences between
the financial statement carrying amounts and tax basis of existing assets and liabilities are expected to be reported in
the Company’s income tax returns. The effect on deferred taxes of a change in tax rates is recognized in income in the
period that includes the enactment date. Valuation allowances are established to reduce the net carrying amount of
deferred tax assets if it is determined to be more likely than not, that all or some portion of the potential deferred tax
asset will not be realized. The Company uses an estimate of future earnings, an evaluation of its loss carryback ability
and tax planning strategies to determine whether or not the benefit of its net deferred tax asset may be realized. The
analysis used to determine whether a valuation allowance is required and if so, the amount of the allowance, is based
on estimates of future taxable income and the effectiveness of future tax planning strategies. These estimates require
significant management judgment about future economic conditions and Company performance.

At June 30, 2011, Intermountain assessed whether it was more likely than not that it would realize the benefits of its
deferred tax asset. Intermountain determined that the negative evidence associated with a three-year cumulative loss
for the period ended December 31, 2010, and challenging economic conditions continued to outweigh the positive
evidence. Therefore, Intermountain maintained a valuation allowance of $8.8 million against its deferred tax asset.
The company analyzes the deferred tax asset on a quarterly basis and may recapture a portion or all of this allowance
depending on future profitability. Including the valuation allowance, Intermountain had a net deferred tax asset of
$13.7 million as of June 30, 2011, compared to a net deferred tax asset of $15.2 million as of December 31, 2010.
The completion of a planned $70 million capital raise discussed in the “Capital Resources” section below is likely to
trigger Internal Revenue Code Section 382 limitations on the amount of tax benefit from net operating loss
carryforwards that the Company can recapture annually, because of the planned level of investments by several of the
larger investors. This could impact the amount and timing of the recapture of the valuation allowance, largely
depending on the level of market interest rates and the fair value of the Company’s balance sheet at the time the
planned offering is completed See Part II — Other Information, Section 1A. Risk Factors.
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Results of Operations

Overview. Intermountain recorded a net loss applicable to common stockholders of $1.1 million, or $0.13 per
diluted share for the three months ended June 30, 2011, compared with a net loss applicable to common stockholders
of $442,000 or $0.05 per diluted share for the first quarter of 2011 (the "sequential quarter") and a net loss applicable
to common stockholders of $2.9 million or $0.35 per diluted share, for the three months ended June 30, 2010.
Intermountain recorded a net loss applicable to common stockholders of $1.5 million, or $0.18 per diluted share, for
the six months ended June 30, 2011, compared with net loss applicable to common stockholders of $7.7 million, or
$0.91 per diluted share, for the six months ended June 30, 2010. The increased loss over the sequential quarter reflects
increased loan loss provision partially offset by increased net interest income and lower operating expenses.
The annualized return on average assets (“ROAA”) was -0.25%, -0.00%, and -0.94% for the three months ended
June 30,
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2011, March 31, 2011 and June 30, 2010, respectively, and -0.12% and -1.28% for the six months ended June 30,
2011 and 2010, respectively. The annualized return on average common equity (“ROAE”) was -12.48%, -5.37% and
-20.05% for the three months ended June 30, 2011, March 31, 2011 and June 30, 2010, respectively, and -8.93% and
-25.70% for the six months ended June 30, 2011 and 2010, respectively.

Net Interest Income. The most significant component of earnings for the Company is net interest income, which is
the difference between interest income from the Company’s loan and investment portfolios, and interest expense on
deposits, repurchase agreements and other borrowings. During the three months ended June 30, 2011, March 31, 2011
and June 30, 2010, net interest income was $9.0 million, $8.7 million, and $8.8 million, respectively. The increase in
net interest income from the sequential quarter primarily reflects improved interest income, as the Company began to
shift some of its cash equivalent balances into higher-yielding loans and marketable securities, and experienced lower
prepayments on its mortgage-related securities. Interest expense on deposits also decreased during the quarter, but was
offset by higher borrowing expenses resulting from interest adjustments on its trust preferred instruments. The
improvement in results from the second quarter last year reflects substantial reductions in the interest paid on
interest-bearing funds, which more than offset a decrease in interest income. During the six months ended June 30,
2011 and 2010, net interest income was $17.7 million and $17.2 million, respectively. The increase in net interest
income was due to substantial reductions in the interest paid on deposits and borrowed funds and increased income
from investments, which more than offset a decrease in loan interest income.

Average interest-earning assets decreased by 8.0% to $870.3 million for the three months ended June 30, 2011,
compared to $945.9 million for the three months ended June 30, 2010. The decrease was driven by a reduction of
$86.9 million or 13.4% in average loans, partially offset by an increase in average investments and cash of

$11.3 million or 3.8% over the three month period in 2010. Although loan balances increased from the sequential
quarter, loan volumes from a year ago continued to reflect paydowns and liquidation of existing loan balances, and
lower loan demand caused by the slow economy and tighter underwriting standards. The Company used
approximately $40 million in cash equivalents to purchase new agency-guaranteed securities in April 2011 to improve
overall asset yield.

Average interest-bearing liabilities decreased by 8.4% or $81.5 million for the three month period ended June 30,
2011 compared to June 30, 2010. Average deposit balances decreased $77.6 million, or 9.5%, while borrowings were
relatively flat. The deposit decrease reflected management’s focus on lowering interest expense and reducing
non-relationship funding, as $8.4 million in brokered deposits were repaid during this period and reductions in
higher-rate retail certificates of deposit (“CDs”) and money market accounts comprised most of the remaining reduction.
Part of this money transitioned into non-FDIC insured investments offered through the Company's trust and
investments division.

The net interest margin was 4.14% for the three months ended June 30, 2011, a 0.25% increase from the three months
ended March 31, 2011 and a 0.43% increase from the same period last year. Additional income from the Company's
investments produced the increase over the sequential quarter. The increase in margin from the second quarter of 2010
reflects substantial reductions in the cost of all interest-bearing liabilities, which exceeded the reductions in the yields
on earning assets.

The Company continues to focus on lowering its overall cost of funds, while maintaining transaction deposit balances
from core relationship customers. The cost on interest-bearing liabilities dropped from 1.18% in the second quarter of
2010 to 0.82% in the second quarter of 2011, led by a 0.39% decrease in the cost of deposits. Intermountain has
sought to manage liability costs carefully, and its cost of funds continues to be at the low end of its peer group. As a
result of these efforts and continuing stronger asset yields, the Company’s net interest margin remains above average
for its peer group.

Management believes that some opportunities still remain to further lower funding costs. However, given the already
low level of market rates and the Company’s cost of funds, any future gains are likely to be less than those already
experienced. In contrast, the Company sees additional opportunity in asset yield improvement, through the conversion
of funds from cash equivalents to higher yielding loans and marketable securities and lower levels of reversed interest
on non-performing loans ("NPLs"). As economic conditions in the Company's markets slowly improve, management
is beginning to focus more on capitalizing on these opportunities.
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Provision for Losses on Loans & Credit Quality. Management’s policy is to establish valuation allowances for
estimated losses by charging corresponding provisions against income. This evaluation is based upon management’s
assessment of various factors including, but not limited to, current and anticipated future economic trends, historical
loan losses, delinquencies, underlying collateral values, and current and potential risks identified in the portfolio.
The provision for losses on loans totaled $2.7 million for the three months ended June 30, 2011, compared to a
provision of $1.6 million for the sequential quarter and $4.9 million for the three months ended June 30, 2010. The
provision for losses on loans totaled $4.3 million for the six months ended June 30, 2011, compared to a provision of
$11.7 million for the six months ended June 30, 2010. The following table summarizes provision and loan loss
allowance activity for the periods indicated.
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June 30,

2011 2010

(Dollars in thousands)
Balance Beginning January 1 $12,455 $16,608
Charge-Offs
Commercial loans (803 ) (4,302 )
Commercial real estate loans (679 ) (2,487 )
Commercial construction loans — 911 )
Land and land development loans (1,593 ) (5,222 )
Agriculture loans (331 ) (689 )
Multifamily loans — (16 )
Residential loans (399 ) (1,220 )
Residential construction loans (18 ) (15 )
Consumer loans (191 ) (286 )
Municipal loans — (1 )
Total Charge-offs 4,014 ) (15,149 )
Recoveries
Commercial loans 265 312
Commercial real estate loans 150 80
Commercial construction loans — —10
Land and land development loans 302 32
Agriculture loans 42 —
Multifamily loans — —
Residential loans 60 26
Residential construction loans — —
Consumer loans 82 101
Municipal loans — —
Total Recoveries 901 561
Net charge-offs (3,113 ) (14,588 )
Transfers — —
Provision for losses on loans 4,345 11,723
Sale of loans — —
Balance at June 30 $13,687 $13,743
Allowance — Unfunded Commitments Balance Beginning January 1 $17 $11
Adjustment €] ) 7
Transfers — —
Allowance — Unfunded Commitments at June 30 $14 $18

Net chargeoffs totaled $3.1 million in the first six months of 2011, compared to $14.6 million in the six months of
2010. While reductions in net chargeoff activity were spread across the whole portfolio, the land development,
commercial and commercial real estate portfolios reflected the largest decreases. In general, the losses are no longer
concentrated in any particular industry or loan type, as prior efforts to reduce exposure in construction, land
development and commercial real estate loans have decreased the exposure in these segments considerably. The
Company continues to resolve or liquidate its problem loans aggressively, particularly those with higher loss
exposures, and now believes that the risk of future large losses is significantly reduced. The loan loss allowance to
total loans ratio was 2.44% at June 30, 2011, compared to 2.26% at March 31, 2011 and 2.16% at June 30, 2010,
respectively. At the end of the quarter, the allowance for loan losses totaled 127.5% of non-performing loans
compared to 66.7% at March 31, 2011 and 77.4% at June 30, 2010. The increase in this coverage ratio reflects the
reduction of non-performing loans coupled with the increase in the allowance for loan losses balance at June 30, 2011.
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Given the current distressed and volatile credit environment, management continues to evaluate and adjust the loan
loss

35

58



Edgar Filing: INTERMOUNTAIN COMMUNITY BANCORP - Form 10-Q

Table of Contents

allowance carefully and frequently to reflect the most current information available concerning the Company’s markets
and loan portfolio. In its evaluation, management considers current economic and borrower conditions in both the
pool of loans subject to specific impairment, and the pool subject to a more generalized allowance based on historical
and other factors. When a loan is characterized as impaired, the Company performs a specific evaluation of the loan,
focusing on po