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SI GNATURES

Exhi bit | ndex
1
PART 1. FI NANCI AL | NFORMATI ON
Item 1. Financial Statenents (unaudited)

HORI ZON FI NANCI AL CORP
Consol i dated Statenents of Financi al

ASSETS
June 30,

(I'n thousands) 2009
Cash and cash equival ents $ 17,523
I nterest-bearing deposits 117, 876
I nvest ment securities

Avai l abl e-for-sale, at fair val ue 63, 420
Hel d-to-maturity, at anortized cost 8
Federal Home Loan Bank ("FHLB") stock 7,247
Loans held for sale 2,982
Loans receivable, net of allowance for |oan | osses

of $51, 499 at June 30, 2009 and $38,981 at March

31, 2009 1,034,776
Investment in real estate joint venture 18, 087
Accrued interest and dividends receivabl e 6, 345
Bank prem ses and equi pnent, net 25,733
Net deferred incone tax assets -
I ncome tax receivabl e 21,018
Real estate owned 22,537
Bank owned |ife insurance 20, 350
O her assets 3,133
TOTAL ASSETS $1, 361, 035

LI ABI LI TIES AND STOCKHOLDERS' EQUI TY

Deposits $1,172,178
O her borrowed funds 109, 456
Borrowing related to investnent in real estate

joint venture 24,500
Accrued interest payable and other liabilities 5, 644
Advances by borrowers for taxes and insurance 172
Def erred conpensation 1,726
Total liabilities 1,313,676

STOCKHOLDERS' EQUI TY

Serial preferred stock, $1 par value, 10,000, 000

shares, authorized; none issued or outstanding $ -
Common stock, $1 par value, 30,000,000 shares

aut hori zed; 11,994,945 and 11, 980, 796 i ssued and

out st andi ng at June 30, 2009 and March 31, 2009
respectively 11, 995
Addi tional paid-in capital 51, 155

Ret ai ned earnings (deficit) (17, 368)

Accumul at ed ot her conprehensive incone 1, 458
Noncontrolling interests 119
Total stockholders' equity 47, 359
TOTAL LI ABILITIES AND STOCKHOLDERS' EQUITY $1, 361, 035

Position (unaudited)

36

37

March 31,
2009

1,123, 660
17,985
6, 629
26, 195
15, 164
12, 442
19, 227
20, 134
3, 630

$1, 229, 764
114, 348

24, 440
3, 959

377
1,923



(See Notes to Consolidated Financial Statenents)

2
HORI ZON FI NANCI AL CORP.
Consol i dated Statenents of Operations (unaudited)
Three nont hs ended
June 30,

(I'n thousands, except share data) 2009 2008
| NTEREST | NCOME

Interest and fees on | oans $ 13,684 $ 20, 446

Interest on investnment securities 864 961

Total interest inconme 14,548 21, 407

| NTEREST EXPENSE

Interest on deposits 8, 257 8, 587

I nterest on other borrow ngs 725 1,593

Total interest expense 8, 982 10, 180
Net interest income 5, 566 11, 227
PROVI SI ON FOR LOAN LOSSES 35,521 3, 000
Net interest income (loss) after provision for
| oan | osses (29, 955) 8, 227
NONI NTEREST | NCOVE

Service fees 830 960

Net gain on sales of |loans - servicing rel eased 481 204

Net gain on sales of |loans - servicing retained 4 -

Net gain on sales of investment securities - 579

Ot her-than-tenporary inpairnment on investment securities (204) -

O her noninterest income 462 512

Total noninterest incone 1,573 2,255
NONI NTEREST EXPENSE

Conpensation and enpl oyee benefits 3,376 4,503

Bui | di ng occupancy 1, 086 1,126

Real estate owned/collection expense 4,503 85

FDI C i nsurance 1,768 45

Dat a processing 260 244

Adverti sing 139 219

Ot her noninterest expense 1,138 1, 363

Total noninterest expense 12,270 7,585
NET | NCOVE (LOSS) BEFORE PROVI SI ON ( BENEFI T)

FOR | NCOVE TAX (40, 652) 2,897
Provi sion (benefit) for incone tax (14, 336) 881
Deferred tax val uation all owance 19, 400 -
NET | NCOVE (LOSS) $(45,716) $ 2,017
Less: Net inconme (loss) attributable to

noncontrolling interests (15) (3)
NET | NCOVE (LGCSS) ATTRI BUTABLE TO HORI ZON

FI NANCI AL CORP. $(45, 701) $ 2,020
BASI C EARNI NGS (LOSS) PER SHARE $(3. 81) $0. 17
DI LUTED EARNI NGS (LOSS) PER SHARE $( 3. 81) $0. 17

(See Notes to Consolidated Financial Statenents)



HORI ZON FI NANCI AL CORP.
Consol i dated Statenments of Stockhol ders' Equity
Three Mnths Ended June 30, 2009 and 2008

(unaudi t ed)
Accunul at ed

O her Tot al
Common St ock Conpr e- Conpr e-
---------------- Addi tional Retained hensi ve Non- St ock- hensi ve
Nurber of Pai d-In Ear ni ngs I ncone controlling holders' I nconme
(I'n thousands) Shar es At Par Capi t al (Deficit) (Loss) Interests Equity (Loss)
BALANCE, March 31, 2008 11,892 $11, 892 $50, 597 $63,906 $ 1,922 $ 164 $128, 481
Compr ehensi ve i ncome
Net income - - - 2,020 - (3) 2,017 $ 2,017
O her conprehensive incone
(loss)

Recl assification for net

gains realized in

i ncome, net tax expense

of $203 - - - - (376) - (376) (376)
Change in unrealized

| osses on avail abl e-for-

sal e securities, net tax

benefit of $569 - - - - (1, 057) - (1,057) (1, 057)
Total other conprehensive
| oss (1, 433)
Conpr ehensi ve incone $ 584
Cash di vi dends on common
stock at $.135/sh - - - (1, 608) - - (1, 608)
St ock options exercised 5 5 22 - - - 27
Stock award pl an 20 20 87 - - - 107
BALANCE, June 30, 2008 11,917 $11, 917 $50, 706 $64,318 $ 489 $ 161 $127,591
BALANCE, March 31, 2009 11,981 $11,981 $51, 298 $28,333 $ 1,414 134 $ 93, 160
Conpr ehensi ve | oss
Net | oss - - - (45, 701) - (15) (45,716) $(45,716)
Ot her conprehensive incone
(1 oss)

Recl assification for net

| osses realized in

income, net tax benefit

of $71 - - - - 133 - 133 133
Change in unrealized

| osses on avail abl e-for-

sal e securities, net

tax benefit of $48 - - - - (89) - (89) (89)

Total other comprehensive

i ncome 44

Conpr ehensi ve | oss éiééjé}é)

St ock award plan 14 14 (143) - - (129) T
BALANCE, June 30, 2009 11,995 $11,995 $51,155  $17,368 § 1,458  § 119§ 47,359

(See Notes to Consolidated Financial Statenents)



HORI ZON FI NANCI AL CORP

Consol i dated Statenments of Cash Flows (unaudited)

(I'n thousands)

CASH FLOWS FROM OPERATI NG ACTI VI Tl ES
Net inconme (| oss)
Adj ustments to reconcile net incone (loss) to net
cash provided by operating activities:
Depreci ation and anortization
Provi sion for |oan | osses
Provision for loss - real estate owned
Loss on sale of real estate owned
Net gain on sale of investment securities
O her-than-tenporary inpairnent on investnment
securities available for sale
Net gain on nortgage |oans held for sale
Proceeds from sal es of nortgage |oans held for sale
Origination of nortgage |oans held for sale
Stock award plan conpensation
Deferred incone taxes
Val uation all owance on deferred incone taxes
Changes in assets and liabilities:
Interest and dividends receivabl e
I nt erest payabl e
Federal incone tax receivable
Ot her assets
O her liabilities

Net cash flows from operating activities

CASH FLOWS FROM | NVESTI NG ACTI VI TI ES
Investment in interest-bearing deposits, net
Purchases of investnent securities - avail abl e-

for-sale

Proceeds from sales and maturities of

i nvestnent securities - available-for-sale

Proceeds from maturities of investnent
securities - held-to-maturity

Pur chases of FHLB Stock

Net change in | oans

Purchases of bank prem ses and equi pnent

Proceeds fromthe sale of real estate owned

Net change in investnent in joint venture

Net cash flows frominvesting activities

HORI ZON FI NANCI AL CORP.

Three Mont hs Ended

June 30
2009 2008
$(45, 701) $ 2,020
786 630
35,521 3, 000
695 -
1, 369 -
- (579)
204 -
(481) (204)
42,068 16, 269
(39, 824) (15, 735)
(129) 107
(4, 236) 75
19, 400 -
284 737
(273) (122)
(8,576) (1,799)
281 (289)
1, 542 (863)
2,930 3, 247
8, 283 81
- (4, 000)
3,284 5, 487
- 15
- (1, 148)
36, 999 (59, 321)
(52) (104)
10,718 -
(102) (137)
59, 130 (59, 127)

Consol i dated Statements of Cash Flows (unaudited)

(conti nued)

(I'n thousands)

CASH FLOAS FROM FI NANCI NG ACTI VI Tl ES
Net change in deposits

Three Mont hs Ended
June 30

(57, 586) 57, 962



Advances of other borrowed funds 21, 940 121, 644

Repaynents of other borrowed funds (26, 832) (121, 000)
Borrowing related to investnent in real estate
joint venture 60 535
Conmon st ock issued - 27
Cash divi dends paid - (1, 605)
Net cash flows from financing activities (62, 418) 57, 563
NET CHANGE | N CASH AND CASH EQUI VALENTS (358) 1,683
CASH AND CASH EQUI VALENTS, begi nning of period 17, 881 22,412
CASH AND CASH EQUI VALENTS, end of period $ 17,523 $ 24,095

SUPPLEMENTAL DI SCLOSURES OF CASH FLOW | NFORMATI ON
Cash paid during the period for interest $ 9,256 $ 10, 302

Cash paid during the period for incone tax $ - $ 2,700

NONCASH | NVESTI NG AND FI NANCI NG TRANSACTI ONS
Property taken in settlenment of |oans $ 17,620 $ 2,109

Bank financed sale of other real estate owned $ 1,528 $ -

(See Notes to Consolidated Financial Statenents)

HORI ZON FI NANCI AL CORP.
SELECTED NOTES TO CONSCLI DATED FI NANCI AL STATEMENTS
THREE MONTHS ENDED JUNE 30, 2009 AND 2008
(unaudi t ed)

NOTE 1 - Basis of Presentation and Significant Accounting Policies

Basis of Presentation

The consolidated financial statements as of and for the three nonths
ended June 30, 2009 and 2008, include the accounts of Horizon Financial Corp
("Horizon Financial" or the "Corporation"), and its whol|ly-owned subsidiary
Hori zon Bank ("Horizon Bank" or the "Bank"), and other subsidiaries of the
Bank. Significant interconpany bal ances and transacti ons have been elim nated
in consolidation. The Corporation has not engaged in any significant activity
ot her than holding the stock of the Bank

The preparation of the financial statenents in conformty with accounting
principles generally accepted in the United States of America requires
managenent to nmeke estinmates and assunptions that affect amounts reported in
the consolidated financial statenments. Changes in these estimtes and
assunptions are consi dered reasonably possible and may have a material inpact
on the financial statements and thus actual results could differ fromthe
anounts reported and di scl osed herein.

Certain reclassifications have been nmade to prior financial statenents to
conformw th the current presentation. These reclassifications have no effect
on operations, equity, or earnings (loss) per share

The unaudited consolidated financial statenents have been prepared in
accordance with accounting principles generally accepted in the United States
of America for interimfinancial information and with the instructions to the
Form 10-Q and Rul e 10-01 of Regulation S-X. Accordingly, they do not include
all of the informati on and footnotes required by accounting principles



generally accepted in the United States of Anerica for conplete financia
statenents. |In the opinion of nanagenment, all adjustnents (consisting only of
normal recurring accruals) necessary for a fair presentation are reflected in
the interimfinancial statements. The results of operations for the three
mont h periods ended June 30, 2009 and 2008 are not necessarily indicative of
the operating results for the full year. For further information, refer to
the consolidated financial statements and footnotes thereto in the Horizon

Fi nancial Corp. Annual Report on Form 10-K for the year ended March 31, 2009

In preparing these financial statenents, the Corporation has eval uated
events and transactions for potential recognition or disclosure through August
7, 2009, the date the financial statements were issued. |n nmanagenent's
opi nion, all accounting adjustnments necessary to accurately reflect the
financial position and results of operations on the acconpanying financia
statenents have been nade. These adjustnments include normal and recurring
accrual s considered necessary for a fair and accurate presentation. The
results for interimperiods are not necessarily indicative of results for the
full year or any other interimperiod. Certain reclassifications of prior
peri od amounts have been made to conformwi th current classifications

Consol i dation of Real Estate Joint Venture

In January 2003, the Financial Accounting Standards Board ("FASB") issued
FASB I nterpretation No. ("FIN') 46R, Consolidation of Variable Interest
Entities. FIN 46R explains the concept of a variable interest entity and
requires consolidation by the primary beneficiary where the variable interest
entity does not have sufficient equity at risk to finance its activities
wi t hout additional subordinated financial support fromother parties. This
interpretation applies to variable interest entities in which an enterprise
holds a variable interest. In October 2004, the Bank's wholly-owned
subsidiary, Westward Fi nancial Services, Inc. ("Westward Financial"), entered
into a real estate devel opnent joint venture with Greenbriar Northwest LLC
("GBNW ), an established residential |and devel opnent conpany headquartered in
Bel I i ngham Washington. The Corporation believes that GBNWis a variable
interest entity with the Corporation as the primary beneficiary. Under FIN
46R, GBNWis consolidated in the Corporation's consolidated bal ance sheet.
The investnent in real estate is recorded as an asset and the related debt is
recorded as the Corporation's liability. As of June 30, 2009, the real estate
joint venture had a carrying anobunt of approximately $18.1 million, with a
rel ated borrowi ng of approximately $24.5 mllion after consolidation treatnent
under FIN 46R During the process of consolidation, inter-conmpany
transactions were elinmnated; including $24.5 million |oan receivable and the
associated $7.16 mllion in capitalized interest receivable from GBNW and
payabl e to Hori zon Bank.
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NOTE 1 - Basis of Presentation and Significant Accounting Policies (continued)

The Corporation adopted SFAS No. 160, Noncontrolling Interests on April
1, 2009. As a result, we reclassified $119,000 of minority interest
liabilities fromliabilities to equity on our balance sheet. Noncontrolling
interests' share of net inconme (loss) was $(15,000) and $(3,000) for the three
mont hs ended June 30, 2009 and 2008, respectively.

NOTE 2 - Regul atory Actions

On February 26, 2009, the Bank entered into a Stipulation and Consent to
the Issuance of an Order to Cease and Desist ("Order") with the FDI C and the
Washi ngton State Departnment of Financial Institutions ("DFI"). The Order was
effective March 2, 2009

The Order is a result of a regulatory exam nation conducted by the FDI C
in Septenmber 2008. Under the terns of the Order, the Bank cannot declare
di vidends without the prior witten approval of the FDIC and the DFI. O her
mat erial provisions of the Order require the Bank to:

Strengthen the Bank's board of directors' oversight of nanagenent and



operations of the Bank;

I ncrease and subsequently nmaintain specified capital |evels;

Enhance its practices and witten policies for deternm ning the adequacy
of the allowance for |oan and | ease | osses;

Eliminate | oans classified as "Loss" and "Doubtful" at its regulatory
exam nation, and reduce the |loans classified as "Substandard" as a
percent of capital;

Not extend additional credit to borrowers whose | oan had been
classified as "Loss" and is uncoll ected;

Devel op a plan to reduce delinquent | oans;

Devel op a plan to reduce the anpbunt of construction and | and

devel oprment | oans;

Devel op a three year strategic plan outlining specific goals for |oans,
i nvestnents and deposits, acceptable to the FDIC;

Enhance its witten funds nanagenent and liquidity policy;

Not increase brokered deposits and develop a plan to reduce brokered
deposits; and

Prepare and submit progress reports to the FDIC and the DFI.

The Bank has inplenented a conprehensive plan to achieve full conpliance
with the Order. No nmonetary penalties were inposed or recormmended by the FDI C
or DFI in connection with the Order. The Order will remain in effect until
modi fied or term nated by the FDI C and the DFI.

In connection with the FDIC order, the Federal Reserve Bank of San
Franci sco ("FRB") has notified the Corporation that neither the Corporation
nor the Bank may appoint any new director or senior executive officer or
change the responsibilities of any current senior executive officers wthout
notifying the FRB. In addition, neither the Corporation nor the Bank may make
i ndemmi fication and severance paynments w thout conplying with certain
statutory restrictions including prior witten approval by the FRB and
concurrence fromthe FDIC

The Order contains target dates to achieve the above referenced
obj ectives, which are also outlined in the Form8-K filing and in Horizon's
Form 10-K filing for its fiscal year ended March 31, 2009. As of June 30,
2009, we have conpleted on-tine and submtted to our regulators all
requirements that were due within 90 days of the Order's effective date.
There are two key objectives that remain outstanding and were given 270 days
for conpliance. The first is the requirement to reduce our bal ances of | oans
whi ch were classified "substandard" and "doubtful" as of the npst recent
regul atory exam date to specified levels is expected to be conpleted by the
270 day target date. The second requirement is to increase our Tier 1 capital
ratio to 10% within 270 days. At June 30, 2009, Horizon Bank's Tier 1 capital
was $45.3 million, representing 3.17% of average assets. W continue to work
wi th professional investnent bankers and other qualified advisors to bring in
addi tional capital to neet the 10% regul atory requirement in accordance with
the terns of the agreenent.

8

NOTE 3 - Regul atory Capital

The Bank's ratio of total capital to risk-weighted assets was 5.28% as of
June 30, 2009, which caused the Bank to be deenmed "significantly
undercapitalized" as of that date under regulatory capital guidelines. The
Bank's ratios of Tier 1 capital to average assets and Tier 1 capital to
ri sk-wei ghted assets were 3.17% and 3.97% respectively, as of June 30, 2009.
In order to be "adequately capitalized" under regul atory capital guidelines,
an institution's ratios of total capital to risk-weighted assets, Tier 1
capital to risk-weighted assets and Tier 1 capital to average assets mnust be
at least 8.0% 4.0% and 4.0% respectively.

As a result of the Bank's regulatory capital ratios being belowthe
adequately capitalized level, certain requirenents and restrictions are
i nposed on the Bank, including the following: (i) the Bank generally may not
make any capital distributions to the Corporation; (ii) the Bank nust submt a
capital restoration plan to the FDIC for the FDIC s review and approval, and
the Corporation nmust guarantee the Bank's performance under that plan; (iii)



the Bank may not pernmit its average total assets during any cal endar quarter
to exceed its average total assets during the precedi ng cal endar quarter

unl ess (A) the FDI C has accepted the Bank's capital restoration plan, (B) any
increase in the Bank's total assets is consistent with the plan, and (C) the
Bank's ratio of tangible equity to assets increases during the cal endar
quarter at a rate sufficient to enable the Bank to becone adequately
capitalized within a reasonable time; and (iv) the Bank may not acquire any
interest in any conpany or other bank, establish or acquire any additiona
branch office or engage in any new |line of business without prior regulatory
approval . The Bank is also prohibited fromaccepting, renewing or rolling
over brokered deposits and is restricted in the effective yield it can offer
on deposits.

As a result of the Bank's "significantly undercapitalized" status as of
June 30, 2009, a number of other requirenents or restrictions can or will be
i nposed on the Corporation and the Bank in addition to those described above.
These additional requirenments and restrictions: (i) prohibit the Bank from
payi ng any bonus to a senior executive officer or providing conpensation to a
seni or executive officer at a rate exceeding the officer's average rate of
conpensati on (excludi ng bonuses, stock options and profit-sharing) during the
12 nonths preceding the nonth in which the Bank becane undercapitalized,
without prior witten approval fromthe FDIC, and (ii) require the FDIC to
i npose one or nore of the followi ng on the Bank: (A) require a sale of Bank
shares or obligations of the Bank sufficient to return the Bank to adequately
capitalized status; (B) if grounds exist for the appointnment of a receiver or
conservator for the Bank, require the Bank to be acquired or nerged with
another institution; (C) inpose additional restrictions on transactions with
affiliates beyond the normal restrictions applicable to all banks; (D)
restrict interest paid on deposits to prevailing rates in the Bank's area as
determned by the FDIC, (E) inpose nore stringent growh restrictions than
those discussed in the inmedi ately precedi ng paragraph, or require the Bank to
reduce its total assets; (F) require the Bank to alter, reduce or terninate
any activities the FDIC determ nes pose excessive risk to the Bank; (G order
a new el ection of Bank directors; (H) require the Bank to dism ss any senior
executive officer or director who held office for nore than 180 days before
the Bank becane undercapitalized; (1) require the Bank to enploy "qualified"
seni or executive officers; (J) prohibit the Bank from accepting, renew ng or
rolling over deposits fromcorrespondent institutions; (K) prohibit the
Corporation from maki ng capital distributions wthout Federal Reserve Board
approval ; (L) require the Corporation to divest the Bank if the regulators
determine that the divestiture would inprove the Bank's financial condition
and future prospects; and (M require the Bank to take any other action that

the FDIC deternmines will better carry out the purposes of the statute
requiring the inmposition of one or nore of the restrictions described in
(A)- (L) above. The FDI C al so has the discretion to inmpose certain

restrictions applicable to a "critically undercapitalized" institution (which
is an institution which has a ratio of tangible equity to total assets of 2.0%
or less), including requiring prior regulatory approval for material
transactions outside the usual course of business, extending credit for a

hi ghly | everaged transactions, anending the Bank's charter or bylaws, neking a
mat eri al change to accounting methods, paying excessive conpensation or
bonuses, and paying interest on new or renewed liabilities at a rate that

woul d i ncrease the Bank's wei ghted average cost of funds to a |eve
significantly exceeding the prevailing rates on interest on deposits in the
Bank's nornal market areas)
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NOTE 4 - Stockhol ders' Equity

Ear ni ngs (Loss) Per Share

The following table illustrates the reconciliation of weighted average
shares, as adjusted, used for earnings (loss) per share for the noted peri ods:

Three Mont hs Ended
June 30



Basi ¢ wei ght ed average shares outstandi ng 11, 981, 529 11, 893, 813
Dilutive shares - 71, 965
Di | uted wei ghted average shares outstanding 11, 981, 529 11, 965, 778
Ant-dilutive shares outstanding related to

options to acquire the Corporation's conmon

st ock 156, 564 94, 863

NOTE 5 - Stock Option and Restricted Stock Award Pl ans

Share Based Paynent

The Corporation adopted Statenent of Financial Accounting Standard
("SFAS" or "Statenment") No. 123R, Share-Based Paynent, on April 1, 2006 using
the "nodi fied prospective" method. Under this nmethod, awards that are
granted, nodified, or settled after March 31, 2006 are neasured and accounted
for in accordance with Statenent No. 123R. Al so under this nmethod, expense is
recogni zed for unvested awards that were granted prior to April 1, 2006 based
upon the fair value determ ned at the grant date under Statenent No. 123
Accounting for Stock-based Conpensati on. The Corporation recogni zed
conpensati on expense of $121,000 and $107, 000, respectively, for the quarters
ended June 30, 2009 and 2008. Also included in additional paid in capital for
the quarter ended June 30, 2009 was $149, 000 of conpensati on expense reversals
due to pre-vesting forfeitures and $115,000 in tax shortfall due to the change
in the fair value of restricted stock awards. As of June 30, 2009 and 2008
there was approxi mately $85, 000 and $395, 000, respectively, of total
unrecogni zed conpensation cost related to nonvested options and restricted
stock awards which is scheduled to anortize over the next three years. The
Corporation neasures the fair value of each stock option grant at the date of
grant, using the Black Schol es option pricing nodel

The Corporation may grant awards, typically options and restricted stock
for a maxi mum of 937,500 shares, as adjusted, of authorized commpn stock to
certain officers and key enpl oyees under the 2005 Incentive Stock Plan. These
awards may or may not vest imedi ately upon issuance based on the termns
established by the Board of Directors. All awards are generally exercisable
within one to five years fromthe date of grant and, in the case of option
awards, expire after ten years. Dividends are paid on restricted stock grants
during the restricted period. All options are granted at an exercise price
equal to the fair nmarket value (average of the high and |ow price for the day)
of the Corporation's common stock on the date of grant. Dividends are not
paid on any option awards until the option is exercised by the recipient.

The followi ng table summarizes the stock option activity for the three
nmont hs ended June 30, 2009

Wei ght ed
Wei ght ed aver age
Qut - aver age remai ni ng Aggr egat e
st andi ng exerci se contractual intrinsic
under price term value (in
St ock Options pl an per share (in years) t housands)
Bal ance, March 31, 2009 156, 256 $12. 61
Granted - -
Exerci sed - -
Forfeited, expired or
cancel | ed (2,478) 20. 46
Bal ance, June 30, 2009 153,778 $12. 49 4,23 $ -
Exerci sabl e, June 30, 2009 128, 311 $12. 26 3.44 $ -
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The total intrinsic value, the ambunt by which the fair value of the
underlying stock exceeds the exercise price of an option on the exercise date
of options exercised for the three months ended June 30, 2009 and 2008 was $0
and $6, 500, respectively.

The follow ng table summarizes the award activity for the three nonths
ended June 30, 2009 under the 2005 stock plan

Wei ght ed
Wei ght ed aver age
Qut - aver age remai ni ng
st andi ng gr ant contractua
under price term
Restricted Stock Awards pl an per share (in years)
Bal ance, March 31, 2009 23,708 $20. 58 0.47
Granted - -
Rel eased (14, 149) 21. 37
Forfeited, expired or
cancel | ed (3,593) 20.50
Bal ance, June 30, 2009 5, 966 $18. 73 0.75

NOTE 6 - Fair Val ue Measurenents

FSP No. FAS 107-1 and APB 28-1, Disclosures about Fair Value of Financia
Instruments, requires disclosure of fair value information about financia
instrunents, whether or not recognized in the consolidated financial
statenents. The followi ng table presents estimted fair values of our
financial instruments at June 30, 2009 (in thousands):

Carrying
(I'n thousands) Ampunt Fair Val ue
Fi nanci al Assets
Cash and cash equi val ents $ 17,523 $ 17,523
I nterest-bearing deposits 117, 876 117, 876
I nvest nent securities 63, 428 63, 431
Federal Home Loan Bank stock 7,247 7,247
Loans hel d-for-sale 2,982 2,982
Loans receivable 1,034,776 1, 044, 620
Investment in real estate joint venture 18, 087 21, 800
Bank owned life insurance 20, 350 20, 350
Accrued interest and dividends receivabl e 6, 345 6, 345
Financial Liabilities
Demand and savi ngs deposits 315, 903 315, 903
Ti me deposits 856, 275 863, 640
Accrued interest payable 1,617 1,617
O her borrowed funds 109, 456 110, 576
Borrowing related to investnent in rea
estate joint venture 24,500 24,500

We determned the estimated fair val ue anounts using avail abl e market
informati on and appropriate val uati on nethodol ogi es. However, considerable
judgnment is necessary to interpret market data in the devel opment of the
estimates of fair value. The use of different market assunptions and/or
estimati on nethodol ogies may have a material effect on the estimated fair
val ue anounts.

The foll owi ng nethods and assunptions were used to estimate the fair
value of the follow ng classes of financial instrunents (under SFAS No. 157)
and for estimating the fair value for financial instruments not recorded at
fair value (under SFAS No. 107):



Cash Equival ents and Interest-Bearing Deposits - Due to the relatively
short period of tine between the origination of these instruments and their
expected realization, the carrying anount is estinmated to approximate fair
val ue.
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NOTE 6 - Fair Val ue Measurenents (continued)

I nvest ment and Mortgage- Backed Securities - Securities fair values are
determ ned by obtaining quoted prices on nationally recognized securities
exchanges (Level 1) or through the use of alternative approaches, such as
matrix or nodel pricing, when market quotes are not readily avail able (Level
2). Available for sale securities are carried at fair value. Held to maturity
securities are carried at cost on the financial statenents.

Federal Home Loan Bank of Seattle Stock - FHLB stock is carried at $100
par value. This investnent is considered restricted, at a mninum the
i nvest ment nmust be maintained in order to obtain borrowing commitnents from
FHLB. The Corporation may redeemits investnent only at par value, which is
used as the estimted market value. In January 2009, the FHLB announced it
suspended excess FHLB stock redenptions and dividend paynments. As a result of
the FHLB's announcenent, we evaluated the carrying val ue of our FHLB stock
investment for inpairnent based on the FHLB of Seattle's May 20, 2009 press
rel ease and filing date of the March 31, 2009 Form 10-Q CQur review of its
financial statement disclosures, capital position, and bond ratings resulted
in our conclusion that such investnment was not inpaired at June 30, 2009.

Loan Receivables - The fair value of |oans generally is estimted by
di scounting the future cash flows using the current rates at which simlar
| oans would be nade to borrowers with simlar credit ratings and for the sane
remaining maturities. The fair value cal cul ation, however, does not take into
consideration the ultimate collectibility of the loan. For certain
honogeneous cat egories of |oans, such as those witten to FHLMC standards,
fair value is estimted using the quoted narket prices for securities backed
by simlar |loans, adjusted for differences in |oan characteristics. For
variable rate loans that reprice frequently and with no significant change in
credit risk, fair values are based on carrying val ues.

Loans Held for Sale - The fair value of |oans held for sale is based on
the estimated value at which the | oans could be sold in the secondary narket.

I mpaired Loans - A loan is considered inpaired when, based upon currently
known information, it is deemed probable that the Corporation will be unable
to collect all ampunts due as schedul ed according to the original terms of the
agreement. Inpaired | oans are neasured based on the present val ue of expected
future cash flows discounted at the |loan's effective interest rate or, as a
practical expedient, based on the |oan's observable narket price or the fair
val ue of the collateral based on an appraisal, if the loan is collateral
dependent. Inpaired | oans, which are collateral dependent, are included in the
nonrecurring basis table bel ow

I nvestment and Borrowing in Investnent in Real Estate Joint Venture - The
fair value of the investnent in real estate in a joint venture was determ ned
based on an appraisal of the underlying collateral. The borrow ng associ ated
with the investnment is an adjustable rate borrowi ng; therefore, the recorded
book value is believed to approxi mate fair val ue.

Real Estate Owed - The fair value of foreclosed real estate is generally
based on estimated nmarket prices fromindependently prepared appraisals or
negoti ated sales prices with potential buyers and are included in the
nonrecurring basis table bel ow

Bank Owned Life Insurance - The fair value of Bank owned life insurance
policies are based on cash surrender value of the insurance contract, |ess any
appl i cabl e surrender charges.

Accrued Interest Income and Expense Accounts - Due to the short-term



nature of these amounts, recorded book value is believed to approximate fair
val ue

Deposit Liabilities, Repurchase Agreenents and O her Borrowed Funds - The
fair value of demand deposits, savings accounts, certain noney market
deposits, and federal funds purchased, is the amount payable on demand at the
reporting date. The fair value of fixed-maturity certificates of deposit
repurchase agreements and other borrowed funds are estimated by discounting
the estimated future cash flows using the rates currently offered for these
instruments with simlar remaining maturities

O f - Bal ance- Sheet Instrunents - The Corporation's off-bal ance-sheet
instrunents include unfunded comm tments to extend credit and borrow ng
facilities available to the Corporation. The fair value of these instrunents
is not considered practicable to estimate because of the |lack of quoted narket
price and the inability to estimate fair value w thout incurring excessive
costs.
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NOTE 6 - Fair Value Measurenents (continued)

FASB St atement No. 157, Fair Value Measurenents, establishes a new
framework for neasuring fair value and expands rel ated di scl osures. Statenent
No. 157 framework requires fair value to be deternm ned based on the exchange
price that would be received for an asset or paid to transfer a liability (an
exit price) in the principal or npst advantageous narket for the asset or
liability in an orderly transaction between market participants. The
Statenent No. 157 establishes a fair value hierarchy which requires an entity
to maxi m ze the use of observable inputs and mnimze the use of unobservable
i nputs when neasuring fair value. The standard describes three |evels of
inputs that nay be used to neasure fair val ue

Level 1: Quoted prices for identical assets or liabilities in active
markets that the entity has the ability to access as of the
nmeasur enent date.

Level 2: Significant other observable inputs other than Level 1 prices
such as quoted prices for sinmlar assets or liabilities, quoted
prices in markets that are not active and other inputs that are
observabl e or can be corroborated by observabl e market data

Level 3: Significant unobservable inputs that reflect a conpany's own
assunptions about the assunptions that market participants
woul d use in pricing an asset or liability

The following table presents the Corporation's financial assets measured
at fair value on a recurring basis at June 30, 2009 (in thousands):

Level 1 Level 2 Level 3 Tot a
Asset s
Avail abl e for Sale
I nvest ment securities $1, 042 $62, 378 $ - $63, 420
Tot al $1, 042 $62, 378 $ - $63, 420

The followi ng table presents the Corporation's assets neasured at fair
val ue on a nonrecurring basis at June 30, 2009 and the total |osses resulting
fromthese fair value adjustnents for the three nonths ended June 30, 2009 (in
t housands):

Tot a
Level 1 Level 2 Level 3 Tot al Losses
Asset s
I mpai red | oans $ - $ - $196, 871 $196,871 $23,174
Real estate owned - - 22,537 22,537 1, 369

Tot al $ - $ - $219, 408 $219, 408 $24, 543



In accordance with FASB Statement 114, Accounting by Creditors for
I mpai rment of a Loan, inpaired |loans, with carrying anmounts of $154.9 million
had specific valuation allowances totaling $38.9 mllion at June 30, 2009
whi ch were included in the allowance for |oan |osses. The remaining
di fference between the $196.9 million of inpaired |oans and the $154.9 nillion
with specific valuation allowances is conprised of $42.0 million of inpaired
|l oans with no nmeasureabl e amount of probable | oss.

NOTE 7 - Investnents

The Corporation reviews securities for the presence of
other-than-tenporary inpairment ("OTTI") on an ongoi ng basis when econom c or
mar ket concerns warrant such eval uation. Consideration is given to: (1) the
length of tine and extent to which the fair value has been | ess than cost, (2)
the financial condition and near term prospects of the issuer and (3) intent
and ability to retain a security for a period of tine sufficient to allow for
any anticipated recovery in fair value. Declines in the fair val ue of
avail able for sale and held to maturity securities below their cost that are
deened to be other-than-tenporary are reflected in earnings as realized
|l osses. During the quarter ended June 30, 2009, the Bank recogni zed a
$204, 000 OTTlI charge related to 19 non-agency private-|abel nortgage-backed
securities. These private | abel nortgage-backed securities are included in
investnents available for sale where the default rates, declines in investnent
ratings and | oss severities of the underlying collateral indicate credit
| osses have occurred that are not expected to be recovered. The nmeasured |oss
has been identified with the credit conponent of the securities and is not
reflective of a tenporary change in market value. These securities were
valued by third party pricing services using readily available market quotes.
There were no simlar charges recorded during the three nonths ended March 31
2009 and June 30, 2008
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NOTE 8 - Inconme Taxes

At June 30, 2009, the Corporation had $19.4 mllion of net deferred tax
asset which were conprised of tax-affected cumul ative tenporary differences,
whi ch have resulted, to a |large extent, fromthe significant increase in the
provision for loan losses. |In evaluating the need for a valuation all owance
the Corporation considered all of the events and evi dence avail abl e, including
the Corporation's cunulative |oss position, incone tax carry-back and
carry-forward benefits and the challenges in predicting future operating
results. Managenment concluded that it is nmore likely than not that the
majority of the net deferred tax asset will not be available as a benefit in
future periods due to uncertainties surrounding the Corporation's ability to
generate sufficient taxable income. This determnation was a result of recent
events in the market and the challenges we face in forecasting future profit
I evel s on a continuing basis. Therefore, at June 30, 2009 the Corporation
recogni zed a valuation allowance to fully reserve against the net deferred tax
asset. The Corporation incurred an additional accounting incone tax provision
in the amount of $19.4 million, primarily as a result of recognizing the
val uation all owance agai nst the net deferred tax asset.

The non-cash val uation all owance that has been established nay be
partially or entirely reduced in future periods to the extent the Corporation
can generate taxable income sufficient to offset the tax deductions
represented by the net deferred tax asset. |f the valuation allowance is
reduced or elimnated, future tax benefits will be recognized that will have a
positive non-cash inpact on the Corporation's net income and stockhol ders
equity.

I'n June 2009, the Financial Accounting Standards Board ("FASB") issued



Statement of Financial Accounting Standards ("SFAS") No. 168, The FASB
Accounting Standards Codification and the Hi erarchy of Generally Accepted
Accounting Principles, a replacenment of SFAS No. 162, The Hi erarchy of
Generally Accepted Accounting Principles. This Statenent identifies the
sources of accounting principles and the framework for selecting the
principles used in the preparation of financial statements of nongovernnenta
entities that are presented in conformty with generally accepted accounting
principles ("GAAP") in the United States (the GAAP hierarchy). This Statement
is effective for financial statenents issued for interimand annual periods
ending after Septenber 15, 2009, and is not expected to have a material inpact
on our consolidated financial statements

I'n June 2009, the FASB issued SFAS No. 167, Amendnments to FASB
Interpretati on No. 46(R) ("SFAS 167"). SFAS 167 changes how to determ ne when
an entity that is insufficiently capitalized or is not controlled through
voting (or simlar rights) should be consolidated. The determ nation of
whet her to consolidate an entity is based on, anpng other things, an entity's
pur pose and design and the Corporation's ability to direct the activities of
the entity that nost significantly inpact the entity's econoni c perfornmance
SFAS 167 requires additional disclosures about the Corporation's involvenent
with variable interest entities and any significant changes in risk exposure
due to that involvement. Required disclosures include how the involvenment
with a variable interest entity affects the conpany's financial statenments.
SFAS 167 is effective for fiscal years beginning after November 15, 2009, and
is not expected to have a material inpact on our consolidated financia
statenents.

In June 2009, the FASB issued SFAS No. 166, Accounting for Transfers of
Fi nanci al Assets ("SFAS 166"). SFAS 166 is a revision to Statement No. 140
Accounting for Transfers and Servicing of Financial Assets and Extinguishnments
of Liabilities, and will require nore information about transfers of financia
assets, including securitization transactions, and where conpani es have
continuing exposure to the risks related to transferred financial assets. It
elimnates the concept of a "qualifying special-purpose entity," changes the
requirements for derecognizing financial assets, and requires additional
di scl osures. SFAS 166 enhances information reported to users of financia
statenents by providing greater transparency about transfers of financia
assets and a conpany's continuing involvenent in transferred financial assets.
SFAS 166 is effective for fiscal years beginning after Novenber 15, 2009, and
is not expected to have a material inpact on our consolidated financia
statenents.
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Item 2. MANAGEMENT' S DI SCUSSI ON AND ANALYSI S OF FI NANCI AL CONDI TI ON AND
RESULTS OF OPERATI ONS

The follow ng discussion is intended to assist in understanding the
financial condition and results of operations of the Corporation and its
subsidiaries. The infornation contained in this section should be read in
conjunction with the Consolidated Financial Statements and the acconpanying
Not es cont ai ned herein.

Forward Looki ng Statenents

Managenment's Di scussi on and Anal ysis of Financial Condition and Results
of Operations and this Form 10-Q contain certain forward-|ooking statenments
within the neaning of the Private Securities Litigation Reform Act of 1995
These forward-|ooking statenents may be identified by the use of words such as

"believe," "expect," "anticipate," "intend," "should," "plan," "project,"
"estimate," "potential," "seek," "strive," or "try" or other conditional verbs
such as "will," "would," "should," "could," or "may" or simlar expressions

These forward-1|ooking statements relate to, anobng other things, expectations
of the business environment in which we operate, projections of future
performance, perceived opportunities in the market, potential future credit
experience, and statenents regarding our strategies. Qur ability to predict
results or the actual effects of our plans or strategies is inherently
uncertain. Although we believe that our plans, intentions and expectations, as



reflected in these forward-1|ooking statements are reasonable, we can give no
assurance that these plans, intentions or expectations will be achieved or
realized. Qur actual results, performance, or achievenents may differ
materially fromthose suggested, expressed, or inplied by forward-I|ooking
statenents as a result of a wide variety or range of factors including, but
not limted to: the credit risks of lending activities, including changes in
the level and trend of |oan delinquencies and wite-offs that may be inpacted
by deterioration in the housing and comercial real estate markets and may
lead to increased | osses and non-performng assets in our |oan portfolio,
result in our allowance for |oan | osses not being adequate to cover actua

| osses, and require us to materially increase our reserves; changes in genera
econonmi ¢ conditions, either nationally or in our market areas; changes in the
I evel s of general interest rates, and the relative differences between short
and long terminterest rates, deposit interest rates, our net interest nmargin
and funding sources; deposit flows; fluctuations in the demand for |oans, the
nunber of unsold hones and other properties and fluctuations in real estate
val ues in our nmarket areas; adverse changes in the securities markets
including changes in the ability of the issuers of trust preferred securities
we own to repay their obligations; results of exam nations of us by the
Federal Reserve Bank of San Francisco and our bank subsidiary by the Federa
Deposit Insurance Corporation ("FDIC'), the Washington State Department of
Financial Institutions, Division of Banks ("DFI") or other regul atory
authorities, including the possibility that any such regul atory authority may,
anong ot her things, require us to increase our reserve for |oan | osses
write-down assets, change our regulatory capital position or affect our
ability to borrow funds or maintain or increase deposits, which could
adversely affect our liquidity and earnings; the possibility that we will be
unable to conply with the conditions inmposed upon us by the Order to Cease and
Desi st issued by the DFI and the FDIC, including but not limted to our
ability to increase our capital, reduce our non-performng assets and reduce
our reliance on brokered certificates of deposit, which could result in the

i mposition of additional restrictions on our operations; our ability to
control operating costs and expenses; the use of estinmates in determining fair
val ue of certain of our assets, which estimtes may prove to be incorrect and
result in significant declines in valuation; difficulties in reducing risk
associated with the |l oans on our bal ance sheet; staffing fluctuations in
response to product demand or the inplenentation of corporate strategies that
af fect our work force and potential associated charges; conputer systems on
whi ch we depend could fail or experience a security breach, or the

i mpl enentati on of new technol ogi es may not be successful; our ability to
manage | oan delinquency rates; our ability to retain key nmenbers of our senior
managenent team costs and effects of litigation, including settlenments and
judgnents; increased conpetitive pressures anong financial services conpanies
changes i n consuner spending, borrowi ng and savings habits; |egislative or
regul atory changes that adversely affect our business including changes in
regul atory policies and principles, including the interpretation of regulatory
capital or other rules; the availability of resources to address changes in
laws, rules, or regulations or to respond to regulatory actions; adverse
changes in the securities markets; the inability of key third-party providers
to performtheir obligations to us; changes in accounting policies, principles
and practices, as nay be adopted by the financial institution regulatory
agencies or the Financial Accounting Standards Board, including additiona

gui dance and interpretation on accounting issues and details of the

i mpl enentati on of new accounting nethods; the econom c inpact of war or any
terrorist activities; other econom c, conpetitive, governnental, regulatory,
and technol ogi cal factors affecting our operations; pricing, products and
services; our ability to | ease excess space in Conpany-owned buil di ngs; and
other risks detailed in this Form 10-Q and our Form 10-K for the fiscal year
ended March 31, 2009. Any of the forward-I|ooking statenents that we nake in
this Form 10-Q and in the other public statenents we make may turn out to be
wrong because of the inaccurate assunptions we m ght nake, because of the
factors illustrated above or because of other factors that we cannot foresee
Additionally, the tim ng and occurrence or non-occurrence of events nay be
subject to circunstances beyond our control. We caution readers not to place
undue reliance on any forward-I|ooking statenents. We do not undertake and
specifically disclaimany obligation to revise any forward-1ooking statenents
to reflect the occurrence of anticipated or unanticipated events or

ci rcunst ances
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after the date of such statenents. These risks could cause our actual results
for the remai nder of 2009 and beyond to differ materially fromthose expressed
in any forward-|ooking statements by, or on behalf of, us, and could
negatively affect the Corporation's operating and stock perfornmance.

Overvi ew

Hori zon Financial Corp. ("Horizon Financial" or the "Corporation") was
formed under Washington | aw on May 22, 1995, and becane the hol di ng conpany
for Horizon Bank ("Horizon Bank" or the "Bank") effective October 13, 1995.

At June 30, 2009, Horizon Financial had total assets of $1.36 billion, tota
deposits of $1.17 billion and total equity of $47.4 nmillion. The Corporation's
busi ness activities generally are limted to passive investnent activities and
oversight of its investment in the Bank. Accordingly, the information set
forth in this report, including consolidated financial statenments and rel ated
data, relates primarily to the Bank and its subsidiary.

The Bank was organized in 1922 as a Washington State chartered mutua
savi ngs and | oan associ ati on and converted to a federal mutual savings and
| oan association in 1934. In 1979, the Bank converted to a Washington State
chartered mutual savings bank. On August 12, 1986, the Bank converted to a
state chartered stock savings bank under the name "Horizon Bank, a savings
bank". Effective March 1, 2000, the Bank changed its nane to its current
nane, "Horizon Bank". The Bank becane a menmber of the Federal Hone Loan Bank
("FHLB") of Seattle in Decenmber 1998. Effective August 1, 2005, the Bank
converted froma state chartered savi ngs bank organi zed under Title 32 of the
Revi sed Code of Washington ("RCW) to a state chartered comercial bank
organi zed under Title 30 of the RCW The Bank's deposits are insured by the
Federal Deposit Insurance Corporation ("FDIC') up to applicable Iimts

The Corporation's results of operations depend on revenue generated from
its net interest income and to a | esser extent from noninterest income. Net
interest income is the difference between the interest incone the Corporation
earns on its interest-earning assets (consisting primarily of |oans and
investnents securities) and the interest the Corporation pays on its
interest-bearing liabilities (consisting primarily of custoner savings and
money mar ket accounts, time deposits and borrowi ngs). Noninterest incone
consists primarily of service charges on deposit and | oan accounts, gains on
the sale of |oans and investnents, nortgage origination fee inconme and | oan
servicing fees. The Corporation's results of operations are also affected by
its provisions for |oan | osses and ot her expenses. O her expenses consi st
primarily of noninterest expense, including real estate owned/collection
expense, conpensation and benefits, occupancy, equipnent, data processing
mar keting, automated teller machine costs, |egal, accounting and, FDIC deposit
insurance prem uns. The Corporation's results of operations may al so be
affected significantly by econonm c and conpetitive conditions, changes in
mar ket interest rates, changes in real estate market conditions, governnenta
policies and actions of regulatory authorities, as well as other factors
identified under the caption "Forward Looking Statenents" above

Fi nanci al Overvi ew

Hi ghlights for the first fiscal quarter ended June 30, 2009 include the
fol |l ow ng:

The net loss for the three nmonths ended June 30, 2009 was $45.7 nillion
or $3.81 per diluted share as conpared to net incone of $2.0 million or
$0. 17 per diluted share for the three nonth period ended June 30, 2008
The loss was largely due a $35.5 mllion provision for |oan | osses, a
$19.4 mllion valuation allowance against the net deferred tax asset
and an increase in non-interest expenses.

The current period |osses resulted in the Bank being "significantly
undercapi talized" by regulatory definition as of June 30, 2009. See
Note 2 of the notes to the consolidated financial statenents.

A $19.4 nmillion valuation allowance was taken against the net deferred
tax asset, which is conprised of tax effected cunul ative tenporary
differences, largely fromthe provision for |oan | osses. Mnagenent
considered all evidence available, including the tax carry-back and



carry-forward benefits, and concluded that it is nore likely than not
that the majority of the net deferred tax asset will not be avail able
as a benefit in future periods

During the quarter ended June 30, 2009, we charged off $204, 000
associated with our nmeasurenment for other than tenporary inpairnment of
our private | abel nortgage-backed securities.

The provision for |oan |osses for the three nonths ended June 30, 2009
was $35.5 million as conpared to the year ago quarter of $3.0 million
whi ch was necessary to nmeet managenent's estimate for probable |osses.
The total non-interest expense for the three nonths ended June 30, 2009
was $12.3 million as conpared to $7.6 million for the three nonths
ended June 30, 2008. The largest contributors to the increase in
non-interest expense cane fromwite-downs fromother real estate
owned, an increase in FDIC prem uns and higher costs associated with

| oan workouts and credit adm nistration
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Total non-perform ng assets increased to $138.4 million as of June 30
2009 conpared to $104.7 mllion at March 31, 2009 and $38.6 million as
of June 30, 2008 due in large part to a transition of delinquent |oans
to non-accrual status

Total assets were $1.36 billion as of June 30, 2009 as conpared to
$1.47 billion as of March 31, 2009 and $1.45 billion as of June 30
2008.

Gross |loans were $1.09 billion as of June 30, 2009 as conpared to $1.16
billion as of March 31, 2009 and $1.26 billion as of June 30, 2008

The decline in loans is the result of nanagenent's efforts to

de-1 everage the bal ance sheet by transitioning problemloans off the
bal ance sheet or to real estate owned in order to market the acquired
property for sale.

Total deposits were $1.2 billion as of June 30, 2009 as conpared to
$1.2 billion as of March 31, 2009 and $1.1 billion as of June 30, 2008
Managenent has increased core deposits by payi ng above average deposit
rates and focusing the retail branches on deposit gathering canpaigns.
The Bank will now be Iimted inits ability to pay rates on deposits,
which is capped at 75 basis points above the prevailing market rate as
a result of its "significantly undercapitalized" status as of June 30
20009.

The net interest margin for the three nonths ended June 30, 2009 was

1. 73% as conpared to the sanme period ended June 30, 2008 at 3.40% The
net interest margin has declined as a result of the increase in
non-perform ng assets, and an increase of liquidity that is earning

| ower yields than the cost of the liabilities.

The Bank's regulatory Tier 1 capital ratio was 3.97%for the quarter
ended June 30, 2009 conpared to 7.29% as of March 31, 2009 and 9.31% as
of June 30, 2008. CQur regulatory capital ratios have trended downward
due to the net losses resulting fromprovision for |oan | osses, the

val uation allowance for the net deferred tax asset, the increase in
non-interest expenses and | ower net interest incone.

Busi ness Strategy

The Corporation serves as a holding conpany for the Bank, providing
strategi c oversight, managenent, access to capital and other resources and
activities typically performed by bank hol ding conpani es. The Bank has 18
full-service offices, four comercial |oan centers and four real estate |oan
centers throughout Whatcom Skagit, Snohomi sh and Pierce Counties in
Washi ngt on.

The Corporation's i medi ate business focus is to return the Bank to a
wel | -capitalized and profitable community bank, dedicated to a diversified
base of commrercial |ending, home nortgage |ending, consunmer |ending, smal
busi ness I endi ng and providing conpetitive deposit and cash-managenent
services to our personal and business custoners. The Corporation has sought
to inplement this strategy by: (i) focusing our sales efforts on comercia
banki ng opportunities; (ii) providing conpetitive, personalized financia
services to individuals and business custoners served by our branch network;



(iii) selling our fixed rate nortgages to the secondary nmarket; (iv) working
with financially challenged borrowers to achieve an efficient resolution in
order to inmprove asset quality; (v) prudently managi ng our operating expenses
by reduci ng conpensation costs and renegotiating vendor contracts; (Vi)
seeki ng opportunities to neet the capital requirenents set forth in the Order;
(vii) increase liquidity by offering above average deposit rates in our retai
branches; though we are linmted by regulation to offering deposit rates at or
below the limtation of 75 basis points above the prevailing market rate as a
result of the Bank's status as a "significantly undercapitalized" institution
as of June 30, 2009; and (viii) reducing reliance on FHLB borrow ngs and
brokered CDs, as we are currently prohibited fromaccepting or renew ng

br oker ed deposits.

One of our high priorities fromthe above business focus list is to
increase the regulatory capital levels to the required | evel and to inprove
asset quality and del everage the bal ance sheet. W nobilized our efforts
begi nning with the quarter ended Septenber 30, 2008 when we expanded our
speci al assets team which is responsible for working out problem assets that
have grown substantially over the past nine nonths ended June 30, 2009. W
have successfully shifted some of our |ending personnel within the Bank to
assist with | oan workouts, collections and nonitoring. OQur capital raise
strategy includes the engagenent of professional investnent bankers to assist
with the process of identifying and securing a capital injection.

The primary | ong-term busi ness strategy of the Bank is to acquire funds
in the formof deposits gathered fromour retail branches and to use the funds
to originate comercial, consumer, and real estate loans in its prinmary market
area. |In addition, and to a |esser extent, the Bank invests in a variety of
i nvestment grade securities including, but not necessarily limted to U S.
Governnent and federal agency obligations, nortgage-backed securities,
corporate debt, equity securities, and nunicipal securities. The Bank intends
to reduce its reliance on FHLB advances and brokered deposits fromits current
levels as it focuses on deleveraging its balance sheet. |In the future, once
it has returned to adequately capitalized status or better and is no |onger
subject to regulatory restrictions on its asset growth, the Bank expects to
increase loans at a pace that is consistent with its ability to grow core
deposits in its retail and commercial branch network.
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Compari son of Financial Condition at June 30, 2009 and March 31, 2009

Overview. Qur assets are conprised primarily of loans for which we
receive interest and principal repaynents fromour custoners, as well as cash
and investnment securities. Total consolidated assets for the Corporation at
June 30, 2009, decreased to $1.36 billion or 7.3%from $1.47 billion at March
31, 2009. This decrease in assets was primarily attributable to a decrease in
net |oans receivable to $1.03 billion as of June 30, 2009 conpared to $1.12
billion as of March 31, 2009

Loans. Total |oans receivable decreased $76.4 nillion or 6.6% during the
first quarter of fiscal 2010 to $1.09 billion at June 30, 2009 conpared to
$1.16 billion at March 31, 2009. The decrease in total |oans receivable was
attributable to reductions in several |oan categories, including a $38.6
mllion decrease in comercial construction loans, $15.4 mllion in conmercia
| and devel opnent |oans, $12.1 million in one-to-four fam |y nortgage | oans and
$8.7 mllion in conmercial business |oans. The commerci al construction
category includes conmrercial specul ative one-to-four famly (large one-to-four
fam |y devel opnents and condomi nium projects), multifam |y and conmerci al
These reductions were the result of a conbination of factors, including
managenent's efforts to work out of specific loans resulting in payoffs, $17.6
mllion in |oan bal ances were transferred to the Bank's real estate owned and
borrower's paid down principal bal ances.

As reflected in the table bel ow, approximtely 63.4% of our total net
| oan portfolio consists of comercial and nultifamly real estate and
construction and | and devel opnent | oans.



The following is an analysis of the |oan portfolio by major |oan
cat egori es:

June 30, % March 31, %
(Dol lars in thousands) 2009 of Portfolio 2009 of Portfolio
One-to-four fam |y nortgage
| oans
One-to-four fanmly $ 153,005 14.1% $ 167,048 14. 4%
One-to-four famly
construction 21, 396 1. 9% 28, 290 2.4%
Less participations sold (34, 006) (3.1)% (42, 853) (3.7 %
Net one-to-four famly
nort gage | oans 140, 395 12. 9% 152, 485 13. 1%
Commerci al |and devel opnment 171, 198 15. 8% 186, 580 16. 0%
Commercial construction (1) 183, 579 16. 9% 222, 207 19. 1%
Multifami |y residential 55,180 5.1% 51,970 4.5%
Commercial real estate 278, 928 25.6% 281, 481 24. 2%
Commerci al busi ness | oans 193, 307 17. 8% 201, 973 17. 4%
Honme equity secured 54, 387 5. 0% 58, 228 5. 0%
O her consuner | oans 9, 301 . 9% 7,717 1%
Subt ot al 945, 880 87.1% 1, 010, 156 86. 9%
Total | oans receivable 1, 086, 275 100. 0% 1,162, 641 100. 0%
Less:
Al l owance for |oan | osses (51, 499) (38,981)
Net | oans receivable $1, 034, 776 $1, 123, 660
Net residential |oans $ 136,680 13.2% $ 149,625 13. 3%
Net commerci al business | oans 182, 117 17. 6% 193, 687 17. 2%
Net commercial real estate
| oans (2) 655, 616 63. 4% 716, 743 63. 8%
Net consumer |oans (3) 60, 363 5.8% 63, 605 5.7%
$1, 034, 776 100. 0% $1, 123, 660 100. 0%
(1) Includes $33.6 million and $37.2 mllion in condom nium construction

projects at June 30, 2009 and March 31, 2009, respectively.

(2) Includes construction and devel opnment, nulti-famly and comrercial real
estate | oans.

(3) Includes hone equity and other consumer |oans.

Managenent is focused on a strategy to reduce the | evel of exposure to
construction and | and devel opment |oans at this time during the economc
sl omdown and has discontinued this type of lending. The current concentration
| evel could subject us to further |losses resulting fromdeclines in real
estate values and the related effects on our borrowers. As a result of the
volatile real estate market, we have recognized the risk in construction |oans
in our allowance for |oan | osses.
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Managenent intends to continue reducing its concentration in construction and
| and devel opnent | oans in order to inprove liquidity and nmitigate the risk to
future | osses.

The following table is provides additional details on the Corporation's
construction and | and devel opment | oan portfolio:

June 30, 2009 March 31, 2009

(Dol lars in thousands) Anmpunt Per cent Armount Per cent



Specul ative construction one-to-four

famly $ 13,374 3.6% $ 19,280 4. 4%
Custom constructi on one-to-four
famly 8,022 2.1% 9,010 2.1%

Total one-to-four famly
construction 21, 396 5. 7% 28, 290 6.5%

Commerci al specul ative construction

one-to-four famly 107, 362 28.6% 142, 315 32.6%
Commercial construction nmulti famly 4,306 1. 1% 8,439 1. 9%
Commerci al construction 71,911 19. 1% 71, 453 16. 3%
Commercial residential |and

devel opnent 171, 198 45. 5% 186, 580 42. 7%

Total commercial construction and
| and devel opnent 354, 777 94. 3% 408, 787 93. 5%
Total construction |oans $376, 173 100.0% $437,077 100. 0%

Federal Hone Loan Bank ("FHLB") Stock. The investnent in the FHLB of
Seattle stock totaled $7.25 mllion as of June 30, 2009 as conpared to $10.0
mllion as of the same period one year ago. The investnent in the FHLB stock
is arestricted investnent carried at par value ($100 per share), which
approximates its fair val ue

Managenent has eval uated the FHLB stock for inpairment by giving
consideration to the length of time the FHLB of Seattle is likely to withhold
cash dividends, redeem stock, and nmeet commitnments to make paynents. We are
carefully evaluating the inpact of regulatory capital changes and the
liquidity position on the potential for inmpairnent. W have revi ewed the nost
recent unaudited financial statenents included in the March 31, 2009 Form 10-Q
filing of the FHLB of Seattle. The Form 10-Q filing noted that the FHLB of
Seattle did not neet one of the three statutory capital requirenents. The
three capital requirements are 1) risk-based capital, 2) capital-to-asset
ratio, and 3) leverage capital ratio. The FHLB of Seattle did not neet the
ri sk-based capital requirenents as of March 31, 2009, but was in conpliance
with the other two statutory capital ratios. It was further noted in the Form
10-Q of the FHLB of Seattle that a recovery in the market value of the
private-|abel nortgage-backed securities held by the FHLB of Seattle occurred
in January and February 2009, which allowed the FHLB of Seattle to redeem
$669, 000 of Class B capital stock. On February 28, 2009, stock redenptions
were once again halted when the private-label securities were downgraded by a
rating agency. The FHLB of Seattle Board of Directors has taken steps to
restore the risk-based capital by suspending the issuance of Class A stock
issuing only Class B stock (considered pernmanent capital) and suspended the
redenption and repurchase of Class A and Class B stock and the paynent of
di vidends until such time the deficiency of the risk-based capital ratio is
corrected.

The FHLB of Seattle reported a $16.3 nmillion loss for the quarter ended
March 31, 2009. The FHLB of Seattle attributes its first quarter 2009 net
loss primarily to $71.7 million of OITI charges on certain of its
private-|abel nortgage-backed securities that are classified as
hel d-to-maturity. As a result of its net loss for the first quarter 2009, the
FHLB of Seattle also reported a $1.1 billion accunul ated other conprehensive
|l oss and total capital of $961 million as of March 31, 2009, as conpared with
total capital of $1.8 billion as of Decenber 31, 2008. The OTTI recognized in
accunmul at ed ot her conprehensive loss is accreted to the carrying val ue of each
security on a prospective basis, based on the amobunt and tim ng of future cash
flows, over the remaining |ife of each security. The accretion increases the
carrying value of each security and does not affect earnings unless the
security is subsequently sold or has an additional OTITlI charge that is
recogni zed in earnings. The FHLB of Seattle's first quarter 2009 OTTI charge
reflects the effects of isolating the portion of the loss that is directly
associated with the other than tenporary inpairment of the private-|abel
nort gage- backed securities. As a result of our review and intent to hold the
security to maturity, the Corporation has not recorded an OTTI charge on its
investnment in FHLB of Seattle stock

I nvestment Securities. The Bank's investment portfolio is conprised of
the followi ng securities: governnment agencies, nunicipal bonds



nmor t gage- backed securities, collateralized nortgage obligations ("CM>") and

common stock. The total carrying anbunt of these securities was $63.4 million
as of June 30, 2009 as conpared to $66.9 million as of March 31, 2009, which
represented a decrease of $3.5 mllion or 5.2% During the quarter ended June

30, 2009, the Bank elected not to renew maturing securities or replace pay
downs of principal with new investment securities.
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The table bel ow presents the available for sale ("AFS"') and
hel d-to-maturity ("HTM') anortized cost, fair value and unrealized gain or
| oss as of June 30, 2009:

Gross Gross
Unrealized Unrealized
Gross Losses Losses Esti mat ed
Anmortized Unrealized 12 Months Greater Than Fair
(I'n thousands) Cost Gai ns or Less 12 Mont hs Val ue
AFS Securities
State and political
subdi vi si ons and U. S.
gover nment agency
securities $25, 534 $ 824 $ (13) $(331) $26, 014
Mar ket abl e equity
securities 562 588 (108) - 1, 042
Mor t age- backed
securities and
collateralized
nort gage
obligations (CMOs) 35, 082 1,634 - (352) 36, 364
Total avail abl e-for-
sal e securities 61,178 3, 046 (121) (683) 63, 420
HTM Securities
Mor t gage- backed
securities and CMOs 8 3 - - 11
Total held-to-
maturity securities 8 3 - - 11
Total securities $61, 186 $3, 049 $(121) $(683) $63, 431

Certain investment securities shown above currently have fair values |ess
than anortized cost and therefore contain unrealized | osses. At June 30, 2009,
the Corporation has evaluated these securities and determ ned that the decline
in value was tenporary and related to the change in market interest rates
since purchase as well as the current instability in the credit markets. The
decline in value was not related to any conpany or industry specific event. At
June 30, 2009, there are 60 investnment securities exceeding a twelve nonth
period with an anortized cost of $5.7 million. The Corporation anticipates
full recovery of anortized cost with respect to these securities at maturity
or sooner in the event of nore favorable market interest rates.

Managenment eval uated securities for other-than-tenporary inpairnent at
| east on an annual basis, and nore frequently when econonic or market concerns
warrant such eval uation. Consideration is given to: (1) the length of tine and
extent to which the fair value has been | ess than cost, (2) the financia
condition and near term prospects of the issuer and (3) intent and ability to
retain a security for a period of tinme sufficient to allow for any anticipated
recovery in fair value. Declines in the fair value of available for sale and
held to maturity securities below their cost that are deened to be
other-than-tenporary are reflected in earnings as realized | osses. During the
quarter ended June 30, 2009, the Bank recognized a $204,000 OTTI charge
related to 19 non-agency private-|abel nortgage-backed securities. These
private | abel nortgage-backed securities are included in investments avail able
for sale where the default rates, declines in investnment ratings and | oss



severities of the underlying collateral indicate credit |osses have occurred
that are not expected to be recovered. The neasured | oss has been identified
with the credit conmponent of the securities and is not reflective of a
tenporary change in market value. These securities were valued by third party
pricing services using readily available market quotes. There were no simlar
charges recorded during the three nonths ended March 31, 2009 and June 30,
2008.

The tabl e bel ow presents the AFS and HTM naturity schedul e of the
securities as of June 30, 2009:

Maturity Schedul e of Securities at June 30, 2009

Avai | abl e- For - Sal e Hel d- To- Maturity
Anortized Esti mat ed Anorti zed Esti mat ed
(I'n thousands) Cost Fair Val ue Cost Fair Val ue
Maturities:
Less than one year $ 1,244 $ 1,259 $ - $ -
One to five years 12, 307 12, 958 - -
Over five to ten years 22, 606 23,125 8 11
Over ten years 24, 459 25, 036 - -
60, 616 62, 378 8 11
Mut ual funds and market abl e
equity securities 562 1, 042 - -
Total investment securities $61, 178 $63, 420 $ 8 $ 11
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The followi ng table shows securities, which were pledged to secure
borrow ngs, public deposits, repurchase agreenents and other itens, as
pernmitted or required by |law at June 30, 2009:

Book Mar ket
(I'n thousands) Val ue Val ue
To the Federal Home Loan Bank to secure borrow ngs $ 4,770 $ 5,007
To the Federal Reserve Bank to secure borrow ngs 7,999 8, 305
To state government to secure public funds 11,917 12,528
To secure repurchase agreenents 10, 946 11,135
To the Federal Reserve Bank to secure customer tax
paynments 914 977
O her pl edged investnents 2,197 2,316

Asset Quality and Non-Perform ng Assets. The Corporation manages its
credit risk exposure by managi ng the | oan concentrations, ensuring sufficient
underwriting policies and procedures, conducting |oan reviews, and nonitoring
overal |l best practices. Delinquent and probl em | oans, however, are a part of
any financial institution and becone the responsibility of the special assets
group to nonitor and work out. When a borrower fails to make payments, the
Corporation inmplenments certain strategies that are designed to work with the
borrower in order to collect delinquent loans. |In those cases where
collection efforts are exhausted, the Bank works to gain control of the
property through foreclosure or other avail abl e neans.

Al l owance for Loan Losses. There are several elenents that contribute to
managenent's estimate of the allowance for |oan | osses ("ALLL"). The
foundation of our ALLL begins with a proper |oan grading system The |oan
gradi ng system ensures that |oans are properly graded based on the risk
profile which takes into account such factors as net worth, cash flow,
capacity to service debt, eligible collateral and financial capacity of



guarantors (if applicable). Qur |oan grading systemranges from1l 8, with a
"1" being considered a prinme borrower of strong financial capacity and an "8"
being a loan classified as a loss. Loans that are identified to be "high"
risk (rating a 6 or above) are defined as adversely classified. The |oan
grading systemis the responsibility of our Credit Administration, which

adm nisters the internal controls and oversight to ensure the | oan grading
systemidentifies, classifies and nonitors all graded |loans. W regularly
eval uate our loan portfolio to ensure the accuracy of risk ratings throughout
the life of the |oans

The neasurenent of the ALLL is a culmnation of the two separate
measurenments perforned in accordance with FASB SFAS No. 5 and No. 114. The
measurement for contingent |osses for SFAS 114 are neasured for inpairnment at
the individual |oan level, whereas for SFAS 5 they are anal yzed by applying
loss rates to the aggregate groups of |oan balances with comon ri sk
characteristics. Each of these are explained in greater detail in the
subsequent paragraphs

The work performed in accordance with SFAS No. 114 neasures individua
|l oans for inpairnent when it is probable that the Bank will be unable to
collect all amunts due (including both interest and principal) according to
the contractual terms of the | oan agreenent. These |oans are often defined as
adversely classified and are neasured by the nost appropriate nethod using
either the present value of the expected future cash flows, or the net
real i zable value (fair value of collateral less costs to conplete and sell)
or the loan's observable nmarket price. The majority of our inpaired | oans as
of June 30, 2009 were neasured using the net realizable value since the |oans
wer e dependent upon the sale of collateral to nmeet the obligation. The
process of neasuring for inpairnment includes obtaining market appraisals and
estimating the costs to conplete and sell the collateral supporting the |oan.
Managenent does apply judgnent and estimates to nmeasuring a collatera
dependent | oan for inmpairnent. Managenent nmmy consider other sources for
informati on such as internet websites that publish fair values of properties
and track market changes in real estate values as well as published
subscriptions to industry experts such as Real Estats. The infornation
obtai ned fromrecent appraisals and other sources for information resulted in
an increase in |loans neasured for inpairnment on an individual basis in
accordance with SFAS 114, which contributed to the $35.5 million provision for
| oan | osses at June 30, 2009, which increased the allowance for |oan |osses
from$39.0 mllion at March 31, 2009 to $51.5 million at June 30, 2009

The | oans that do not neet the definition for "inpairment" are aggregated
into separate pools based on | oan type and | oan risk (grade) in accordance
with FASB SFAS No. 5. A loan loss rate is applied to each pool using a range
of val ues obtained fromhistorical data published fromrel evant sources or the
Bank's own | oan | oss experience. The range of loss rates used in our SFAS 5
anal ysis at June 30, 2009 were froma low of 0.16%to a high of 9.24% The
cal cul ated range of loss rates were applied to the corresponding | oan pools
based on risk characteristics in order to arrive at the nmeasured reserve
amount for unallocated | oans. Managenment does consider other factors that
influence the reasonable range for the SFAS 5 estimated contingent |osses
Sone of the qualitative factors influencing the SFAS 5 cal cul ati ons incl ude:

1) trends in charge-offs, 2) trends in delinquent |oans, 3) trends in
non-perform ng | oans, 4) changes in the nature and vol une of |oans, 5)
experience and ability of |ending managenent, 6) trends in adversely
classified | oans, 7) changes in |loan concentration, and
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8) national and |ocal econonics. Based on managenent's nethodol ogy and best
estimate, we nmeasured the accounting contingent loss for the SFAS 5 portion of
the allowance to be above the m d-point of the range due to the influence of
the negative trends of the qualitative factors.

The ALLL reflects the aggregate anmount of the two separate nmeasurenments
descri bed above (SFAS 5 and SFAS 114), which as of June 30, 2009 totaled $51.5
mllion. The methodol ogy for measuring the ALLL is documented in our policies
and reflects nmanagement's best estimate of future probable |oan | osses, which
have been carefully reviewed and approved by our Board of Directors. Wile



the Bank believes it has established its existing allowance for |oan |osses in
accordance with accounting principles generally accepted in the United States,
there can be no assurance that regulators, in review ng the Bank's | oan
portfolio, will not request the Bank to significantly increase or decrease its
al | omance for |oan | osses. In addition, because future events affecting
borrowers and collateral cannot be predicted with certainty, there can be no
assurance that the existing allowance for |oan | osses is adequate or that
substantial increases will not be necessary should the quality of any |oans
deteriorate as a result of the factors discussed el sewhere in this document
Any material increase in the allowance for |oan | osses woul d adversely affect
the Bank's financial condition and results of operations.

The followi ng table summarizes the allowance for |oan |osses,
charge-offs, and | oan recoveries

For the Quarter Ended
June 30, March 31, June 30
2009 2009 2008
(Dol l'ars in thousands)
Al | owance at begi nning of period $ 38,981 $ 25, 309 $ 19,114
Provi sion for |oan | osses 35,521 40, 000 3, 000
Charge offs (net of recoveries) (23, 003) (26, 328) (2, 965)
Al'l owance at end of period $ 51, 499 $ 38,981 $ 19, 149
Al l owance for |oan | osses as a percentage
of gross |oans receivable at the end of
t he period 4. 74% 3.35% 1.51%
Al l owance for | oan | osses as a percentage
of net |oans receivable at the end of
t he period 4.98% 3.47% 1. 54%
Net charge-offs as a percentage of average
| oans out standi ng during the period 2.08% 2.24% 0.24%
Al l owance for | oan | osses as a percentage
of non-performing | oans 44. 43% 45. 63% 53. 46%
Al |l owance for |oan | osses as a percentage
of non-perform ng assets 37.20% 37.25% 49. 63%

The all owance for |oan |osses reflects the estimated | osses and is
adj usted through the provision for |oan | osses, which is charged to earnings.
Loan charge-of fs against the allowance occur when managenent believes the
collection of the identified | oan balance is not Ilikely to occur. Subsequent
recoveries, if any, are credited to the allowance

Liability for Unfunded Loan Conmitnents. At June 30, 2009, the unfunded
|l oan conmitrments were reviewed and neasured for an accounting |oss estinate
The reserve for unfunded comm tnents is increased or decreased through charges
through inconme included in other non-interest expense. The unfunded | oan
conmtments were analyzed in a manner simlar to the allowance for |oan |oss
met hodol ogy. The unfunded | oan conmitments were grouped by risk rating and an
estimated | oss estimate was applied to each group with simlar risk
characteristics. As of June 30, 2009, the anpunt of |oss estimate for the
liability for unfunded | oan commitnents was neasured to be in the amount of
$600, 000, which is lower from March 31, 2009 when the liability for unfunded
|l oan commit nents was $800, 000. The reduction in the unfunded | oan conm t nent
was due in large part to a decline in the outstanding anount of | oan
comitments; thereby reducing the overall risk exposure and requiring a | ower
reserve for contingent |osses. Loan conmtnents have fallen from $223.3
mllion as of March 31, 2009 to $182.0 nillion as of June 30, 2009, a decline
of $41.3 million or 18.5%

Non- Perform ng Assets. As of June 30, 2009, there was one loan in the
| oan portfolio over 90 days delinquent and accruing interest and 50 | oan
rel ati onshi ps on non-accrual status. At June 30, 2009, total non-performng
| oans were $115.9 nillion conpared to $85.4 million at March 31, 2009 and



$35.8 mllion at June 30, 2008. The Bank had 24 properties in the real estate

owned category totaling $22.5 mllion at June 30, 2009. Total non-performng
assets represented $138.4 mllion,
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or 10.2% of total assets at June 30, 2009 conpared to $104.7 million or 7.1%
of total assets at March 31, 2009 and $38.6 million or 2. 7% of total assets at
June 30, 2008.

Troubl ed Debt Restructured ("TDR') assets represented $29.0 million, or
2.1% of total assets at June 30, 2009 conpared to $26.4 nmillion or 1.8% of
total assets at March 31, 2009 and there were no TDRs at June 30, 2008. The
TDRs at June 30, 2009 were all accruing, except two loans totaling $2.6
mllion which are on nonaccrual. Managenment is working with the borrowers to
work out a plan to either return the borrower to accruing status or take
appropriate neasures to secure the collateral for disposition.

The followi ng table sunmarizes the Bank's non-perform ng assets and
restructured | oans within the nmeaning of SFAS No. 15, Accounting by Debtors
and Creditors for Trouble Debt Restructuring:

As of June 30, As of March 31,
Non- perform ng assets 2009 2008 2009
(Dol lars in thousands)
Accruing |loans - 90 days past due $ 14 $ - $ 500
Non- accrual | oans 115, 894 35, 819 84, 924
Total non-perform ng | oans 115, 908 35, 819 85, 424
Real estate owned 22,537 2,764 19, 227
Total non-perform ng assets $138, 445 $38, 583 $104, 651

Total non-perforning | oans/ gross | oans 10. 67% 2.83% 7.35%
Total non-perforning assets/total

assets 10.17% 2.67% 7.13%
Total non-perfornming assets to total

capital plus allowance for |oan | osses 140.21% 26. 32% 79.28%
Troubl ed debt restructuring at the end

of the period $ 29,039 $ - $ 26, 383

The non-perform ng assets by loan classification as well as |ocation of
the non-perform ng assets by county (Watcom Skagit, Snohom sh, King and
Pi erce county areas of Washington) are presented in the table below. The two
| oan categories titled comercial |and devel opnent and conmercial construction
conprise 82% of the non-perform ng assets; whereas the two counties with the
nmost non-perform ng assets are Snohom sh and and Pierce counties with $77.4
mllion or 55.9% of the non-perform ng assets. These areas in which our
non-perform ng assets reside represent the focus of our special assets group
to mtigate the risk for | osses. The regional econonmy is nmaking it difficult
to reduce the | evel of non-performng collateral dependent |oans because of
the challenges with selling the underlying collateral. One of the indicators
moni t ored by managenent is the avail able housing inventory |evels, which
estimates the average number of months that it would take to elimnate the
avail abl e housing inventory at the current level of sales. For the nonth
endi ng June 30, 2009, according to Real Estats, Inc, the avail able housing
inventory levels for Snohomi sh, Skagit, Pierce, King and Whatcom counties were
8.8, 11.8, 7.6, 6.8 and 7.0 nonths, respectively. This is an inprovement from
the levels at March 31, 2009, which were 14.5, 16.0, 10.9, 11.5 and 10.4
mont hs, respectively, according to Real Estats, Inc. This information is
hel pful to understanding some of the historical trends that have an m ght
i mpact on our ability to reduce non-perform ng assets and mitigate future
| osses.
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The follow ng table sunmarizes the Bank's total non-perform ng assets at
June 30, 2009 by county and by classification:

Thur st on/

Non- perform ng Assets by What com  Skagi t Snohomi sh Ki ng Pi erce O her Tot al % of
Classification County County County County County County NPAs NPAs
(Dol lars in thousands)
One-to-four famly

residenti al $ 3,226 % - $ 425 $ - $ 1,990 $ - $ 5,641 4%
One-to-four famly

construction 382 - 601 - 1,095 - 2,078 2%
Subt ot al 3,608 - 1,026 - 3,085 - 7,719 6%
Commerci al |and devel opnent 8, 559 162 30,577 5, 149 14, 835 10, 898 70, 180 51%
Commerci al construction (1) 278 920 4,963 19, 348 12, 845 3,750 42,104 31%
Mul ti-fam |y residenti al - - - - - - - -
Comrerci al real estate 1,993 5, 628 8, 250 - - - 15, 871 11%
Commer ci al busi ness 190 350 - - - - 540 -
Horme equity secured 73 96 55 - 1,732 - 1, 956 1%
Ot her consuner 70 5 - - - - 75 -
Subt ot al 11, 163 7,161 43, 845 24, 497 29, 412 14, 648 130, 726 94%
Total non-performng assets $14, 771 $7, 161 $44,871  $24, 497 $32,497 $14, 648 $138, 445 100%
(1) The commercial construction totals include $9.1 million in condom nium construction projects, with the

majority of the remmining balance consisting of various comercial specul ative one-to-four famly
construction projects.

In addition, at June 30, 2009 the Bank identified $103.3 million of
addi tional potential problemloans, primarily single famly construction and
| and devel opnent | oans. These potential problem | oans are |oans that do not
meet the criteria for placement on non-accrual status or troubl ed-debt
restructuring; therefore, they are not included in the non-perform ng | oan
totals. Managenent has concerns as to the ability of the borrower to conmply
with present |oan repayment terms, and may result in the future inclusion of
such | oans in the non-accrual category.

Real Estate Owned. Real estate owned ("REQO') is carried at the | esser of
book value or market value less selling costs. The costs related to
mai nt enance and repair or other costs of such properties, are generally
expensed with any gains or shortfalls fromthe ultinmate sale of REO being
shown in other noninterest incone or expense.

The followi ng table summari zes changes in the REO portfolio during the
three nmont hs ended June 30, 2009 and 2008:

For the Three Mont hs Ended

June 30,
2009 2008
(I'n thousands)
Bal ance at begi nning of period $ 19, 227 $ 655
Additions to REO 17, 620 2,109
Val uation adjustments (695) -
Di sposition of REO (13, 615) -

Bal ance at end of period $ 22,537 $2, 764
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The Corporation recogni zed wite-downs or | osses on REO of $1.4 million
for the three nmonths ended June 30, 2009 conpared to no loss for the three
nmont hs ended June 30, 2008 related to the disposition of properties. At June
30, 2009 there were 24 projects totaling $22.5 mllion held in REQ, 10 of
which are |ocated in Snohom sh County, seven in Watcom County, two projects
each in Skagit, King and Pierce Counties and one project in Thurston County.
The 10 projects in Snohom sh County include one 7.44 acre parcel of
commercially zoned raw |l and, two projects with five conpleted hones, two
projects with 10 conpl eted hones and 32 building lots, three projects with 59
buil ding Iots, one undevel oped piece of |and and one condom ni um project with
15 unsold units. The Whatcom County properties include four parcels of |and,
one finished house, one mni storage facility and one project with 16 building
lots. The Skagit County properties include one project with two finished
honmes and one project with four building lots. The Pierce County properties
include one building |ot and one project with one hone and 10 building |ots.
The King County properties include a condon nium conversion project with one
unsold unit (out of an original 57 unit project) located in Ballard,

Washi ngton, just north of Seattle and one project with 12 building lots. The
Thurston County property is a project with 28 building lots. 1In addition to
our efforts to market these properties directly to potential purchasers, the
Bank enlists the services of various industry experts to assist in these

di sposition efforts. The majority of the real estate owned detail ed above is
fini shed homes under purchase and sal e agreenents.

Managenent of the Bank continually evaluates |oans in nonaccrual status
for possible foreclosure or deed in |lieu opportunities, at which point these
| oans woul d then becone other real estate owned. Managenent views this as an
ordinary part of the collection process and efforts are continually nmaintained
to reduce and nminimze such non-perform ng assets.

Investment in Real Estate Joint Venture. The investment in real estate
for a joint venture as of June 30, 2009 was $18.1 million. The |argest
conponent of the joint venture was created in 2005 when Westward Financial, a
50% partner in GBNW (Greenbriar Northwest LLC), purchased an 85 acre parcel of
land in Bellingham Washington for future devel opnent known as Fairhaven
Hi ghl ands. The smaller portion of the joint venture includes sonme residual
fromthe net investnent in a residential devel opment joint venture that has
been conpleted. |In connection with the joint venture, there is a $24.5
mllion liability presented on the Consolidated Statenments of Financial
Position, which represents the correspondi ng whol esal e borrow ng obtained from
the FHLB which was used to fund the investment in the Fairhaven Hi ghl ands
joint venture. At this tine, the partnership is in the process of neeting
with the appropriate public and private entities in connection with its
planning efforts relating to the future devel opnment of the property. A
Prelimnary Draft Environment |npact Statement ("EIS") is expected to be
avail abl e in August 2009 on the city's website at www. cob.org and is open for
public coment for a 45 day period. Wile this project is still inits
pl anni ng and pre-permt phase, managenent continues to believe that this wll
be a viable devel opnent project in the future. However, no assurance can be
made as to when (or if) this project will be approved for future devel opnent.
The joint venture is exposed to the sane market risks experienced by any |and
devel oper, including but not necessarily limted to regulatory risks,
environmental risks, adverse response from nei ghboring property owners,
fluctuations in market values, and the denmand for finished |ots at such tine
as the devel opnent m ght be conpleted in the future.

The investment in GBNWis a variable interest entity as provided in the
accounting guidance FIN 46(R) and is consolidated in the Corporation's
financial statenents. As of June 30, 2009, the real estate joint venture had
a consol idated carrying anount of $27.2 mllion, with a related borrow ng of
$24.5 mllion before consolidation treatnment under FIN 46(R). During the
process of consolidation, inter-conpany transactions were elimn nated;
including the $24.5 nillion |l oan receivable and the associated $7.2 mllion in
capitalized interest receivable from GBNW and payable to Horizon Bank. These
inter-conmpany transactions were elimnated in the consolidation process and
represent our accounting for the terns and conditions established between the



comnpani es.

The Corporation adopted SFAS No. 160, Noncontrolling Interests on April
1, 2009. As a result, we reclassified $119,000 of mnority interest
liabilities fromliabilities to equity on our balance sheet. Noncontrolling
interests' share of net income (loss) was $(15,000) and $(3,000) for the three
nmont hs ended June 30, 2009and 2008, respectively.

As of our fiscal year-end, March 31, 2009, we conducted a review of the
accounting treatnment and neasured the value of the GBNWjoint real estate
devel opment for potential inmpairnment and whether to continue capitalizing
interest. W took the follow ng steps to ensure conpliance with generally
accepted accounting principles: (1) perforned a recoverability test under SFAS
144 (Accounting for the Inpairnment or Disposal of Long-Lived Asset) and (2)
eval uated the capitalization of interest in conformty wth SFAS 34
(Capitalization of Interest Cost). The conclusion of the recoverability test
determ ned that the Fairhaven Hi ghl and devel opment was positively accretive,
whi ch then supported the continuation for capitalization of interest during
the devel opnent phase of the project. At June 30, 2009, we reviewed the
anal ysis and there was no change in our conclusion from March 31, 2009.
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Deposits. Total liabilities decreased $61.1 million or 4.5%to $1.31
billion at June 30, 2009, from $1.37 billion at March 31, 2009. This decrease
inliabilities was prinmarily the result of a decrease in deposits, which
decreased 4.7%to $1.17 billion at June 30, 2009 from $1.23 billion at March
31, 2009 as brokered certificates of deposit ("CDs"), matured and paid off.
This is consistent with the Bank's current operating strategy as required by
regulators to elimnate our reliance on brokered certificates. The Bank nay
not accept or renew additional brokered deposits, which will be paid with
available liquid funds and funds generated fromthe sale of |oans and growh
in core deposits.

The following is an analysis of the deposit portfolio by major type of
deposit at June 30, 2009 and March 31, 2009:

June 30, March 31,
(I'n thousands) 2009 2009
Core deposits
Savi ngs $ 15, 980 $ 15, 850
Checki ng 81, 349 83, 286
Checki ng (noni nterest-bearing) 92,988 80, 103
Money Mar ket 125, 586 133, 022
Certificates of deposit |ess than $100, 000 353, 910 352, 785
669, 813 665, 046
O her deposits
Certificates of deposit $100, 000 and above 290, 440 303, 308
Brokered certificates of deposit 211, 925 261, 410
502, 365 564, 718
Total deposits $1, 172,178 $1, 229, 764

Borrowi ngs. The Bank has two avail abl e borrowing lines of credit that it
uses to provide a source of cash and manage liquidity. The lines of credit
are with the Federal Home Loan Bank of Seattle ("FHLB") and the other is with
t he Federal Reserve Bank of San Francisco ("FRB"). As of June 30, 2009, our
borrowi ng capacity at the FHLB was $125.5 million and at the FRB it was
approximately $7.0 mllion. As of June 30, 2009, we had outstanding at the
FHLB a total of $125.5 million as conpared to $129.5 nillion at March 31,

2009. At the FRB, we had no bal ance outstanding as of June 30, 2009 and March
31, 2009. As the Bank receives funds fromother sources (i.e. its retail
deposit base, |oan paydowns, sale of |oans, etc.), the Bank intends to paydown
a portion of its FHLB borrow ngs.



St ockhol ders' Equity. Stockhol ders' equity at June 30, 2009 decreased
$45.8 million or 49.2%to $47.4 nmillion from$93.2 nmllion at March 31, 2009
This decrease was the result of the net loss of $45.7 million for the three
mont hs ended June 30, 2009. The Corporation has conducted various stock
buy- back programs since August 1996; however at this tinme our strategy is to
preserve and manage capital to ensure conpliance with the Order and the other
regulatory restrictions to which we are now subject. Therefore, the
Corporation did not renew its stock repurchase plan that would have run
concurrent with the 2010 fiscal year. The Corporation's stockhol der
equity-to-assets ratio was 3.5%at June 30, 2009, conpared to 6.3% at March
31, 2009

Conparison of Operating Results for the Three Months Ended June 30, 2009 and

General. The Corporation recognized a net loss of $45.7 million for the
three nmont hs ended June 30, 2009 conpared to net income of $2.0 mllion for
the three nonths ended June 30, 2008. Diluted |oss per share for the three
nont hs ended June 30, 2009 was $(3.81) on weighted average diluted shares
out standi ng of 11,981,529, conpared to diluted earnings per share of $0.17 on
wei ght ed average diluted shares of 11,965,778 for the three nonths ended June
30, 2008.

Net Interest Incone. Net interest income before provision for |oan
| osses for the three nonths ended June 30, 2009 decreased $5.7 million or
50.4%to $5.6 nmillion from$11.2 million for the conparable period in 2008
Total interest income decreased 32.0%in the quarter ended June 30, 2009 to
$14.5 million from$21.4 mllion in the quarter ended June 30, 2008
Interest incone on |oans for the quarter ended June 30, 2009 decreased 33. 1%
to $13.7 million, from$20.4 nmillion for the conparable quarter a year ago
This decrease was a result of a conbination of factors, including a 175 basis
point drop in the Prinme rate fromthe prior year. Each 25 basis point decline
inthe Prime rate equates to a reduction of approximately $675,000 in interest
income on an annual basis. Also contributing to this decline was $1.7 mllion
ininterest reversals related to the increase in non-accrual |oans during the
three nmont hs ended June 30 2009 conpared to $1.1 nmillion for the quarter ended
June 30, 2008
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Al'so included in interest inconme for the three nonths ended June 30, 2009
and 2008 were $520,000 and $1.1 million, respectively, of deferred fee incone
recognition. Mst of these fees were related to the Bank's comercial |and
devel opment and conmercial construction |oan portfolios. Real estate
devel opnent | oans typically are shorter termin nature so the deferred fee
recognition during the effective life of the loan is greater than what woul d
be recognized for a conparable |loan fee on a |longer anortizing termloan.
However, due to current economic conditions, the effective life of these |oans
has increased sinmlar to that of |onger anortizing |oans, therefore
contributing to the decrease in deferred |oan fee incone. The table bel ow
presents an anal ysis of deferred fee recognition for the three nonths ended
June 30, 2009 and 2008:

For the Three Months Ended

June 30,
2009 2008
(I'n thousands)
Commercial |oan deferred fees $ 414 $ 970
One-to-four real estate nortgage | oan deferred fees 106 177
Tot al $ 520 $1, 147

Interest on investments and nortgage- backed securities decreased 10.1%to



$864, 000 for the three nonths ended June 30, 2009 from $961, 000 for the
conparabl e period a year ago. Contributing to this decline was a drop in
interest income received fromnon-agency collateralized nortgage obligations
and the elimnation of the FHLB of Seattle's cash dividend during the quarter
ended Decenmber 31, 2008. The decline in non-agency collateralized nortgage
obligation interest income is a result of rising delinquency rates and
foreclosures within the individual nortgages underlying the securities. The
drop in interest incone fromthe nortgage obligations occurred during the same
peri od when nanagenent identified an other than tenporary inpairnment of the
securities, which is discussed in the subsequent section under "non-interest
i ncone. "

Total interest expense for the quarter ended June 30, 2009 decreased
11.8%to $9.0 mllion from$10.2 nmillion for the quarter ended June 30, 2008

Interest on deposits decreased to $8.3 million for the three nonths ended June
30, 2009 from$8.6 mllion for the three nmonths ended June 30, 2008 as a
result of an overall lower level of interest rates conpared to the previous

period. At June 30, 2009, approxinmately 43% of the Bank's deposits were in
the formof certificates of deposit greater than $100, 000 and brokered
certificates of deposit. Wile nanagenent continues its efforts to increase
core deposits as a funding source, the conpetitive nmarketplace for core
deposit dollars has |limted success in this regard. The Bank's average cost
of deposits decreased 49 basis points to 2.76% for the three nonths ended June
30, 2009 from 3.25% for the sanme three nonths in 2008, due to | ower narket
rates.

I nterest on borrow ngs decreased to $725,000 during the quarter ended
June 30, 2009, conpared to $1.6 million for the conparable period one year
ago. The decrease in interest expense in the current quarter was a result of a
| ower average bal ance of borrow ngs outstanding during the quarter ended June
30, 2009 of $125.6 mllion conpared to $222.5 million during the quarter ended
June 30, 2008, as well as lower interest rates during the current period. The
Bank's average cost of borrow ngs decreased 55 basis points to 2.31%for the
three mont hs ended June 30, 2009 from 2.86% for the sane three nonths in 2008
The Bank's average cost of funds decreased 46 basis points to 2.72% for the
three months ended June 30, 2009 from 3.18% for the sane three nonths in 2008.

The effect of the changes in the interest-earning asset yield and
interest-bearing liability costs have reduced the net interest margin from
3.40% for the quarter ended at June 30, 2008 to 1.73% for the quarter ended
June 30, 2009. The nost significant factor contributing to the decline in the
net interest margin occurred fromthe drop in loan yields as a result of our
inability to collect interest incone on non-performing |oans, the variable
priced loans tied to the Prime rate re-pricing |ower and the reversal of
interest income fromthe addition of |oans nmigrating to non-accrual status.
Managenent believes that the pressure on loan yields will continue to result
in below nornmal net interest margins in the near-termfuture
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Aver age Bal ances, Interest and Average Yields/Costs. The follow ng table
presents at the date and for the periods indicated, the total dollar amunt of
interest incone and interest expense, as well as the resulting yields earned
and rates paid. For the purposes of this table, |oans receivable average
bal ances include nonaccrual |oans. The yield on investment securities is
cal cul ated using historical cost basis.

For the three nonths ended June 30,

2009 2008
Aver age Aver age
Aver age Yi el d/ Average Yi el d/
Bal ance I nt er est Cost Bal ance I nt er est Cost

(Dol lars in thousands)  -------  -------- —----- oo oo oo

I nterest-earning assets:
Loans receivable $1, 104,524 $13,684 4,.96% $1, 231, 791 $20, 446 6. 64%
I nvest nent securities 180, 972 864 1.91% 89, 020 961 4. 32%



Total interest-
earni ng assets $1, 285,496 $14, 548 4.53% $1, 320,811 $21, 407 6. 48%

Interest-bearing liabilities:

Deposits 1,196, 743 8, 257 2.76% 1, 056, 157 8, 587 3. 25%
Bor r owi ngs 125, 627 725 2.31% 222,470 1,593 2. 86%
Total interest-
bearing
liabilities $1,322,370 $ 8,982 2.72% $1, 278, 627 $10, 180 3. 18%
Net interest incone $ 5,566 $11, 227
Interest rate spread 1.81% 3. 30%
Net interest margin 1.73% 3. 40%

Rati o of average interest-earning
assets to average interest-
bearing liabilities 97.21% 103. 30%

Provi sion for Loan Losses. The provision for |oan |osses represents an
expense against current period incone that allows the Corporation to establish
an appropriate allowance for |oan | osses. Charges to the provision for |oan
| osses result from our ongoing anal ysis of probable |osses in the Bank's |oan
portfolio. The provision for loan |losses was $35.5 nillion for the three
nont hs ended June 30, 2009 conpared to $40.0 nmillion for the three nonths
ended March 31, 2009 and $3.0 nmillion for the three nmonths ended June 30
2008. These provisions reflect nanagenent's ongoi ng anal ysis of the changes
in loan portfolio concentrations, changes in |oan bal ances, the loan risk
ratings of the portfolio, |oss experience, individual valuations of inpaired
| oans and the current economic conditions. The allowance for |oan | osses was

$51.5 million, or 4.98% of net |oans receivable at June 30, 2009, conpared to
$39.0 mllion, or 3.47% of net |oans receivable at March 31 2009 and $19.1
mllion, or 1.54% of net |oans receivable at June 30, 2008. The $35.5 million

provision for loan |osses contributed to a significantly higher allowance
resulting froma conbination of the following factors in addition to the
conti nued negative econom ¢ outlook; 1) higher |evel of non-perform ng |oans
at June 30, 2009 of $115.9 nmillion conpared to $85.4 nillion at March 31, 2009
and $35.8 nmillion at June 30, 2008, 2) a relatively high Ievel of

del i nquenci es on perform ng | oans, though down fromthe preceding quarter,
with 30 to 89 days past due at June 30, 2009 totaling $29.4 nmillion conpared
to $83.9 mllion at March 31, 2009 and $13.4 mllion at June 30, 2008, and 3)
a continued high level of net charge-offs at $23.0 million for the quarter
ended June 30, 2009 conpared to $26.3 million and $3.0 million for the
quarters ended March 31, 2009 and June 30, 2008, respectively.

Ri sks contributing to this increase in provision are discussed in nore
detail in the section entitled "Asset Quality and Non-Perform ng Assets -
Al l owance for Loan Loss."

Noni nterest Income. Noninterest inconme for the three nonths ended June
30, 2009 decreased 29.7%to $1.6 mllion conpared to $2.3 nmillion for the sane
period a year ago. Service fee incone decreased 13.5%to $830, 000 for the
quarter ended June 30, 2009 from $960,000 for the same quarter in the prior
period due in large part to the decrease in loan fees, such as letter of
credit fees, participation fees and pre-paynent penalties. The net gain on
the sale of nortgage | oans with servicing released increased 135.8%to
$481, 000 for the quarter ended June 30, 2009 from $204,000 in the conparable
period one year ago due primarily to the effect of |lower rates in the market
pl ace which contributed to an active nortgage refinance narket in the current
period. The Bank originated $39.8 mllion in nortgage |oans held for sale
during the quarter ended June 30, 2009 conpared to $15.7 million for the
quarter ended June 30, 2008. The Bank continued its practice of selling nost
of its single-fam |y nortgage | oan production into the secondary market
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There was no gain or loss on sales of investnent securities for the three
nont hs ended June 30, 2009 conpared to a $579,000 gain for the three nonths
ended June 30, 2008. The Bank elected to sell selected equity securities from
the investment portfolio during the three months ended June 30, 2008. In
addi tion, there was an OITlI charge in the anmount of $204,000 for the three
mont hs ended June 30, 2009 conpared to no charge for the three nonths ended
June 30, 2008. The inpairment |oss was the difference between the fair val ue
and the carrying value attributable to a snall group of non-agency
collateralized nortgage obligation securities that were deemed to contain

permanent | osses based on the Bank's nethodol ogy for neasuring OITI. The Bank
anal yzes investnent securities for OITI based on: (1) the investnent rating of
the security, (2) the probability that we will collect all anpunts due on the

security, (3) whether the fair value of the security is significantly bel ow
its carrying value, and (4) whether the econom c environnent is not likely to
i mprove the borrower's ability to repay the debt

Ot her noninterest incone for the quarter ended June 30, 2009 declined
7.5%to $462,000 conpared to $512,000 for the three nonths ended June 30,
2008. Contributing to the | ower noninterest incone were decreases in bank
owned life insurance inconme, check card incone and | ease incone.

Noni nt erest Expense. Noninterest expense for the three nonths ended June
30, 2009 increased 61.8%to $12.3 million from$7.6 nmllion for the conparable
quarter one year ago. Conpensation and enpl oyee benefits decreased 25.0%to
$3.4 mllion for the quarter ended June 30, 2009 conpared to $4.5 mllion for
the sanme period |last year. During the third quarter of fiscal 2009, the Bank
conpleted a strategic staffing reduction which is expected to result in
approximately $3.0 million in annual savings. Building occupancy expense
remai ned al nost unchanged during the quarter ended June 30, 2009 fromthe
quarter ended June 30, 2008 at $1.1 million.

Real estate owned/collection expense increased to $4.5 nillion for the
three nmont hs ended June 30, 2009 from $85,000 in the quarter ended June 30
2008 as a result of increased |egal, appraisal, collection and rel ated
expenses pertaining to delinquent and non-perform ng assets. FDIC insurance
prem uns increased to $1.8 million for the quarter ended June 30, 2009 from
$45,000 in the quarter ended June 30, 2008. The Federal Deposit |nsurance
Ref orm Act of 2005 provided banks with a one-tine assessnent credit to be used
agai nst future premiuns. For the Bank, that ampunted to a credit of
approxi mately $649,000. This credit was utilized beginning April 1, 2007 and
was fully depleted at June 30, 2008. The Bank's regular quarterly assessnent
has increased for the three months ended June 30, 2009 as a result of the Bank
is no longer considered "well capitalized" for regulatory capital purposes
and the Bank's risk profile has increased based on the | ast FDI C exam nation
and regul atory agreenent. |In addition to the regular quarterly assessnents,
due to | osses and projected |losses to the deposit insurance fund attributed to
failed institutions, the FDI C has adopted a rule inposing a special assessnent
of five basis points on the amount of each depository institution's assets
reduced by the anpbunt of its Tier 1 capital as of June 30, 2009. The Bank's
assessnment anmpunt was approxi mately $660, 000 and was included in the expense
for the three nonths ended June 30, 2009. The rule adopted by the FDI C
authorized the FDIC to inpose additional special assessnents of up to the sane
anobunt based on assets as of Septenber 30, 2009 and Decenber 31, 2009

O her noninterest expense decreased 16.5%to $1.1 nillion for the quarter
ended June 30, 2009 conpared to $1.4 million for the quarter ended June 30
2008. The primary reason for the decrease fromthe prior period was a
decrease in the provision for unfunded comm tnents by $200, 000

Benefit or Provision for Incone Tax. We did not recognize any incone tax
benefit associated with the net loss for the quarter ended June 30, 2009
Excl uding the deferred tax valuation allowance of $19.4 million, the benefit
for income tax woul d have been 35.3% for June 30, 2009. This conpares to an
income tax rate of 30.4% for the quarter ended June 30, 2008

At June 30, 2009, the Corporation had $19.4 mllion of net deferred tax
assets which were conprised of tax-affected cumul ative tenporary differences
whi ch have resulted, to a |arge extent, fromthe significant increase in the
provision for loan losses. |In evaluating the need for a valuation allowance
the Corporation considered all of the events and evi dence avail abl e, including
the Corporation's cunulative |oss position, income tax carry-back and
carry-forward benefits and the challenges in predicting future operating



results. Managenment concluded that it is nore likely than not that the
majority of the net deferred tax asset will not be available as a benefit in
future periods due to uncertainties surrounding the Corporation's ability to
generate sufficient taxable income. This determ nation was a result of recent
events in the market and the challenges we face in forecasting future profit

l evel s on a continuing basis. Therefore, at June 30, 2009 the Corporation
recogni zed a valuation allowance to fully reserve against the net deferred tax
asset. The Corporation incurred an additional accounting income tax provision
in the ampbunt of $19.4 million, primarily as a result of recognizing the

val uation all owance agai nst the net deferred tax asset.
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The non-cash val uation all owance that has been established may be
partially or entirely reduced in future periods to the extent the Corporation
can generate taxable incone sufficient to offset the tax deductions
represented by the net deferred tax asset. |If the valuation allowance is
reduced or elimnated, future tax benefits will be recognized that will have a
positive non-cash inpact on the Corporation's net incone and stockhol ders
equity.

Rat e/ Vol unme Anal ysi s

The tabl e bel ow sets forth certain information regarding changes in
interest income and interest expense for the Corporation for the periods
indicated. For each category of interest-earning asset and interest-bearing
liability, information is provided on changes attributable to (1) changes in
vol une (change in volunme nmultiplied by old rate); (2) changes in rates (change
inrate multiplied by old volume); (3) changes to rate-volune (changes in rate
multiplied by the change in volune); and (4) the total changes (the sum of the
prior colums).

Three Months Ended June 30,
2009 vs. 2008
I ncrease (Decrease) Due to

Rat e/
(I'n thousands) Vol unme Rat e Vol une Tot a
I nterest incone:
Interest and fees on | oans $(2,112) $(5,185) $ 535 $(6, 762)
I nvestnent securities and ot her
i nterest-bearing securities 993 (536) (554) (97)
Total interest-earning assets $(1,119) $(5,721) $ (19) $(6, 859)
I nterest expense:
Deposit accounts $ 1,143  $(1,300) $(173) $ (330)
Bor r owi ngs (693) (309) 134 (868)
Total interest-bearing liabilities $ 450  $(1,609) $ (39) $(1,198)
I ncrease (decrease) in net interest
i ncone $ (669) $(7,330) $ (58) $(8,057)

Liquidity and Capital Resources

The Bank maintains liquid assets in the formof cash and short-term
investnents to provide a source to fund | oans, savings w thdrawals, and other
short-termcash requirenents. At June 30, 2009, the Bank had |iquid assets
(cash and marketabl e securities with maturities of one year or |less) of $137.2



mllion.

As of June 30, 2009, the total anortized cost of investnments and
nor t gage- backed securities was $61.2 mllion conpared to a market val ue of
$63.4 mllion with a net unrealized gain of $2.2 mllion. As of March 31,
2009, the total anortized cost of investments and nortgage-backed securities
was $64.7 million, conpared to a market value of $66.9 million with a net
unrealized gain of $2.2 nmillion.

The Corporation's prinmary sources of funds are cash flows from
operations, which consist primarily of nortgage |oan repaynents, deposit
increases, |oan sales, real estate owned sales, borrow ngs and cash received
fromthe maturity or sale of investnment securities. The Corporation's
liquidity fluctuates with the supply of funds and managenent believes that the
current level of liquidity is adequate at this time. Retail deposits are our
primary source of liquidity. At June 30, 2009 we had $1.2 billion of deposits
and $211.9 million or 18.1% of our total deposits were in brokered
certificates of deposit. The Bank, however, is operating under the Cease and
Desi st Order and was "significantly undercapitalized as of June 30, 2009 and
as aresult is not pernmitted to accept or renew brokered deposits and is
limted on the pricing of deposits to 75 basis points above the market
average. As a result, we are restricted in our liquidity options.

In addition to deposits, we have a borrowing line with the FHLB of
Seattle but no additional ampbunts may be borrowed under that |ine as of June
30, 2009. We also have the ability to borrow up to $7.0 million fromthe
di scount wi ndow at the Federal Reserve Bank of San Franci sco and additi onal
anmobunts through the use of reverse repurchase agreenents.
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A secondary source of liquidity is fromthe sale of |oans or other assets
but the prices for these assets is subject to market volatility that often
di scounts the value bel ow our original carrying value of the asset.
Consequently, even though we may increase liquidity by the sale of assets, we
woul d recogni ze a |l oss and further reduce our capital if we were to sell
assets at below their carrying val ue.

St ockhol ders' equity as of June 30, 2009 was $47.4 million, or 3.5% of
assets, conpared to $93.2 mllion, or 6.3%of assets at March 31, 2009. As of
June 30, 2009, the Bank fell below the mninmmlevel required to be adequately
capitalized by regulatory standards and is considered to be "significantly
undercapitalized." The total risk based capital ratio was 5.28% conpared to
the 8.0% 1l evel required to be considered adequately capitalized. As of June
30, 2009, the Bank's Tier 1 leverage ratio was 3.17% and the Tier 1 risk based
capital ratio was 3.97% conpared to the 4.0% 1l evel required for both ratios
to be considered adequately capitalized. As a result of the Bank's
significantly undercapitalized status, we are subject to a nunber of
requirements and restrictions on our operations. See Note 3 of the notes to
the unaudi ted consolidated financial statenents.

Regul atory Capital

The followi ng table conpares the Corporation's and the Bank's actual
capital ampunts at June 30, 2009 to its mninmumregul atory capital
requirenents at that date (in thousands):

To Be Well
Capitalized
Under Pronpt
For Capital Corrective
Act ual Adequacy Purposes Action Provisions
Amount Rati o Anmpunt Rati o Anmpunt Rati o

Total Capital
(to Ri sk Weighted
Asset s)



Consol i dat ed $60, 702 5.32% $91, 266 >8. 00% N A
Hori zon Bank $60, 258 5.28% $91, 241 >8. 00% $114,051 >10.00%
Tier | Capital
(to Ri sk Weighted

Asset s)
Consol i dat ed $45, 766 4.01%  $45, 633 >4. 00% N A
Hori zon Bank $45, 301 3.97% $45, 621 >4. 00% $68, 431 >6. 00%
Tier | Capital
(to Average Assets)
Consol i dat ed $45, 766 3.21% $57,111 >4. 00% N A
Hori zon Bank $45, 301 3.17% $57,101 >4. 00% $71, 376 >5. 00%

As noted above, Horizon Bank is deemed "significantly undercapitalized"
by regulatory definition. The Board of Directors and nmanagenent have taken
and are continuing to take various steps to inprove our capital position,
including; 1) de-leveraging the balance sheet, 2) reducing expenses to support
earni ngs, 3) engaging investnent banking professionals to assist in the
endeavor to raise capital, and 4) elimnation of the cash dividend on our
common stock. No assurances can be made regarding the Corporation's ability
to declare future dividends. In addition, consistent with its strategy to
preserve and manage capital, the Corporation did not renew its stock
repurchase plan that would have run concurrent with the 2010 fiscal year.

Item 3. Quantitative and Qualitative Disclosures About Mrket Risk

The Corporation continues to be exposed to interest rate risk.
Currently, the Corporation's assets and liabilities are not materially exposed
to foreign currency or commodity price risk. At June 30, 2009, the
Corporation had no significant off-balance sheet derivative financial
instrunents, nor did it have a trading portfolio of investments. At June 30,
2009, there were no material changes in the Corporation's nmarket risk fromthe
information provided in the Form 10-K for the fiscal year ended March 31,
2009.
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Item 4. Controls and Procedures

An eval uation of the Corporation's disclosure controls and procedures (as
defined in Rule 13(a)-15(e) of the Securities Exchange Act of 1934 (the
"Act")) was carried out under the supervision and with the participation of
the Corporation's Chief Executive Oficer, Chief Financial O ficer, and
several other menmbers of the Corporation's senior managenent as of the end of
the period preceding the filing date of this quarterly report. Based on this
eval uation, the Corporation's Chief Executive Oficer and Chief Financial
O ficer concluded that, as of June 30, 2009, the Corporation's disclosure
controls and procedures were effective in ensuring that the information
required to be disclosed by the Corporation in the reports it files or submts
under the Act is (i) accunmul ated and comruni cated to the Corporation's
managenent (including the Chief Executive Oficer and Chief Financial Oficer)
to allow tinmely decisions regarding required disclosure, and (ii) recorded,
processed, sunmmarized, and reported within the tine periods specified in the
SEC' s rules and forns.

In the quarter ended June 30, 2009, the Corporation did not make any
changes in its internal control over financial reporting (as defined in Rule
13a-15(f) of the Exchange Act) that has materially affected, or is reasonably
likely to materially affect, the Corporation's internal control over financial
reporting. \Wile the Corporation believes the present designs of its
di scl osure controls and procedures and internal control over financial
reporting are effective to achieve their goals, future events affecting its
busi ness may cause the Corporation to nodify its disclosure controls and
procedures and/or internal control over financial reporting.

The Corporation does not expect that its disclosure controls and
procedures and internal control over financial reporting will prevent all
error and fraud. A control procedure, no matter how well conceived and
operated, can provide only reasonable, not absolute, assurance that the
objectives of the control procedure are met. Because of the inherent



limtations in all control procedures, no evaluation of controls can provide
absol ute assurance that all control issues and instances of fraud, if any,
within the Corporation have been detected. These inherent linmtations include
the realities that judgnments in decision-nmaking can be faulty, and that
breakdowns in controls or procedures can occur because of sinple error or

m stake. Additionally, controls can be circunvented by the individual acts of
some persons, by collusion of two or nore people, or by managenent override of

the control. The design of any control procedure is based in part upon
certain assunptions about the likelihood of future events, and there can be no
assurance that any design will succeed in achieving its stated goals under al

potential future conditions; over time, controls becone inadequate because of
changes in conditions, or the degree of conpliance with the policies or
procedures nmay deteriorate. Because of the inherent Iimtations in a
cost-effective control procedure, misstatenments due to error or fraud may
occur and not be detected.
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PART 1. OTHER | NFORVATI ON
Item 1. Legal Proceedings

Horizon Financial Corp. has certain litigation and/or settlenent
negotiations in progress resulting fromactivities arising from normal
operations. |In the opinion of nanagenment, none of these matters are likely to
have a materially adverse effect on the Corporation's financial position or
results of operation.

Item 1A. Risk Factors

The following risk factors inherent to our business are in addition to
the risk factors previously disclosed in the Corporation's Annual Report on
Form 10-K for the year ended March 31, 2009. You should carefully consider
the risks and uncertainties described below and in the Form 10-K for the year
ended March 31, 2009

We are subject to additional requirements and restrictions on our operations
as a result of the Bank's "significantly undercapitalized" status.

As of June 30, 2009, the Bank's capital ratios had fallen below the |eve
required for "adequately capitalized" status to the "significantly
undercapitalized" level. As aresult, in addition to the requirenents and
restrictions already inposed on us under the Order and under the notification
given to the Corporation by the Federal Reserve Bank of San Francisco, a
nunber of other requirements and restrictions can or will be inposed on us by
our regulators that could have a material adverse effect on our business and
results of operations and further limt our ability to grow. These additiona
requirenments and restrictions are described in Note 2 of the notes to the
unaudi ted consol i dated financial statenents

We may be required to nmake further increases in our provisions for |oan |osses
and to charge off additional loans in the future, which could adversely affect
our results of operations.

For the quarter ended June 30, 2009, we recorded a provision for |oan
| osses of $35.5 million conpared to $40.0 million for the quarter ended March
31, 2009 and $3.0 nmillion for the quarter ended June 30, 2008, which
substantially reduced our results of operations for those periods. W also
recorded net |oan charge-offs of $23.0 million for the quarter ended June 30
2009, conpared with $26.3 nillion for the quarter ended March 31, 2009 and
$3.0 mllion for the quarter ended June 30, 2008. We are continuing to
experience a high level of l|oan delinquencies and credit |osses. Cenerally
our non- performng | oans and assets reflect operating difficulties of
i ndi vidual borrowers resulting fromweakness in the econonmy of the Pacific
Northwest. | n addition, slow ng housing and devel oped | ot sales have been a
contributing factor to the increase in non-performng |loans as well as high
| evel s of delinquencies. At June 30, 2009, our total non-perform ng | oans had
increased to $115.9 nmillion conpared to $85.4 million at March 31, 2009 and
$35.8 million at June 30, 2008. CQur portfolio is concentrated in construction



and | and devel opnent | oans and comrercial and multi-famly |oans, all of which
have a higher risk of |loss than residential nortgage |oans. \Wile comerci al
construction and | and devel opment | oans represented $358.4 mllion or 32.8% of
our total loan portfolio at June 30, 2009, they represented $112.3 mllion or
82. 0% of our non-perform ng assets at that date. |If current trends in the
housing and real estate markets continue, we expect that we will continue to
experience increased delinquencies and credit |osses. Mreover, if the
recession continues we expect that it will continue to negatively inpact
econoni ¢ conditions in our market areas and we coul d experience significantly
hi gher delinquencies and credit |osses. An increase in our credit |osses or
our provision for |oan | osses would adversely affect our financial condition
and results of operations.

Item 2. Unregistered Sales of Equity Securities and Use of Proceeds
None

Item 3. Defaults Upon Senior Securities
None
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Item 4. Submission of Matters to a Vote of Security Hol ders

The Corporation's 2009 Annual Meeting of Sharehol ders was held on July
21, 2009 at the Hotel Bellwether |ocated at One Bel |l wether Way, Bellingham
Washi ngton. The results of the vote on the itens presented at the neeting was
as follows:

El ection of Directors:

Shar ehol ders el ected the follow ng nom nees to the Board of Directors for a
three-year termending in 2012 by the follow ng

vot e:

FOR: W THHELD:

Nunber of Votes Percentage Number of Votes Percentage
Robert C. Diehl 8, 848, 427 92. 2% 753, 607 7.8%
Gary E. Goodman 8, 886, 504 92. 5% 715, 530 7.5%

The followi ng directors, who were not up for re-election at the Annual Meeting
of Shareholders, will continue to serve as directors: V. Lawence Evans,
Ri chard P. Jacobson, Robert C. Tauscher and Janes A. Strengholt.

Item5. Oher Information
None
Item 6. Exhibits

(a) Exhi bits

(3.1) Articles of Incorporation of Horizon Financial, Corp.
(incorporated by reference to Exhibit 3.1 to the Registrant's
Current Report on Form 8-K dated October 13, 1995)

(3.2) Byl aws of Horizon Financial Corp. (incorporated by reference
to Exhibit 3.2 to the Registrant's Current Report on Form 8-K
dated October 13, 1995)

(10.1) Anended and Restated Enpl oyment Agreenment with V. Lawrence
Evans (incorporated by reference to the Registrant's Annual
Report on Form 10-K for the year ended March 31, 1996)

(10.2) Deferred Conpensation Plan (incorporated by reference to the
Regi strant's Annual Report on Form 10-K for the year ended
March 31, 1996)

(10.3) Bank of Bellingham 1993 Enpl oyee Stock Option Pl an
(incorporated by reference to Exhibit 99 to the Registrant's



(10.

(10.

(10.

(10.

(10.

(10.

(10.

(10.
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(10.

(10.

(10.

(14)
(31)

(32)
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4)

5)

6)

7)

8)

9)

10)

11)

12)

13)

14)

Regi stration Statement on Form S-8 (File No. 33-88571)
Severance Agreement with Dennis C. Joines (incorporated by
reference to the Registrant's Annual Report on Form 10-K for
the year ended March 31, 2002)

Severance Agreenent with Richard P. Jacobson, as amended
(incorporated by reference to the Registrant's Current Report
on Form 8-K dated January 23, 2008)

Severance Agreenment with Steven L. Hoekstra (incorporated by
reference to the Registrant's Quarterly Report on Form 10-Q
for the quarter ended Septenber 30, 2002)

Stock Incentive Plan (incorporated by reference to Exhibit 99
to the Registrant's Registration Statement on Form S-8 (File
No. 333-127178))

Form of Incentive Stock Option Award Agreenent under the 2005
Stock Incentive Plan (incorporated by reference to Exhibit
99.1 contained in the Registrant's Current Report on Form 8-
K dated July 27, 2005)

Form of Non-qualified Stock Option Award Agreerment under the
2005 Stock Incentive Plan (incorporated by reference to
Exhibit 99.1 contained in the Registrant's Current Report on
Form 8- K dated July 27, 2005)

Form of Restricted Stock Award Agreenent under the 2005 Stock
Incentive Plan (incorporated by reference to Exhibit 99.1
contained in the Registrant's Current Report on Form 8-K
dated July 27, 2005)

Form of Sal ary Continuati on Agreenent between Horizon Bank
and Executive Officers Steven L. Hoekstra, Richard P.
Jacobson and Dennis C. Joines (incorporated by reference to
Exhibit 99.1 contained in the Registrant's current Report on
Form 8- K dated June 27, 2006)

Anended Sal ary Continuation Agreenment between Horizon Bank
and Richard P. Jacobson (incorporated by reference to Exhibit
10.1 contained in the Registrant's Current Report on Form 8-
K dated January 23, 2008)

Transition agreenent with V. Lawrence Evans (i ncorporated by
reference to the registrant's Current Report on Form 8-K
dated March 25, 2008)

Severance Agreement with Greg B. Spear (incorporated by
reference to the Registrant's Current Report on Form 8-K

dat ed Oct ober 24, 2008)

Code of Ethics (incorporated by reference to the Registrant's
Annual Report on Form 10-K for the year ended March 31, 2007)
Certification of Chief Executive Oficer and Chief financial
O ficer Pursuant to Section 302 of the Sarbanes-Oxl ey Act
Certification of Chief Executive Oficer and Chief Financial
O ficer Pursuant to Section 906 of the Sarbanes-Oxl ey Act

SI GNATURES

Pursuant to the requirenents of the Securities Exchange Act of 1934, the
Regi strant has duly caused this report to be signed on its behalf by the
under si gned thereunto duly authorized.

HORI ZON FI NANCI AL CORP.

By: /s/ Richard P. Jacobson
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Ri chard P. Jacobson
Chi ef Executive O ficer

By: /s/ Greg B. Spear

Greg B. Spear
Chi ef Financial Oficer

Dat ed: August 7, 2009

Exhi bit | ndex

Exhibit 31.1 Certification of Chief Executive Oficer Pursuant to Section

302 of the Sarbanes-Oxl ey Act

Exhibit 31.2 Certification of Chief Financial Oficer Pursuant to Section

302 of the Sarbanes-Oxl ey Act

Exhi bit 32 Certification of Chief Executive Oficer and Chi ef Financial
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O ficer Pursuant to Section 906 of the Sarbanes- Oxl ey Act

Exhibit 31.1

Certification

Ri chard P. Jacobson, certify that:

I have reviewed this Quarterly Report on Form 10-Q of Horizon Financi al
Cor p;

Based on my know edge, this report does not contain any untrue statenent
of a material fact or omt to state a material fact necessary to make the
statenents made, in light of the circunstances under which such statenents
were made, not msleading with respect to the period covered by this
report;

Based on nmy know edge, the financial statements, and other financial
information included in this report, fairly present in all nmaterial
respects the financial condition, results of operations and cash flows of
the registrant as of, and for, the periods presented in this report;

I am responsi bl e for establishing and maintaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and
internal control over financial reporting (as defined in Exchange Act

Rul es 13a-15(f) and 15d-15(f)) for the registrant and have:

(a) Designed such disclosure controls and procedures, or caused such
di scl osure controls and procedures to be designed under our
supervision, to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is nade known to
us by others within those entities, particularly during the period
in which this report is being prepared;

(b) Designed such internal control over financial reporting, or caused
such internal control over financial reporting to be designed under
our supervision, to provide reasonabl e assurance regarding the
reliability of financial reporting and the preparation of financia
statenments for external purposes in accordance with generally
accepted accounting principles.



(c) Evaluated the effectiveness of the registrant's disclosure controls
and procedures and presented in this report our conclusions about the
effectiveness of the disclosure controls and procedures, as of the
end of the period covered by this report based on such eval uation
and

(d) Disclosed in this report any change in the registrant's interna
control over financial reporting that occurred during the
registrant's nost recent fiscal quarter (the registrant's fourth
fiscal quarter in the case of an annual report) that has materially
affected, or is reasonably likely to materially affect, the
registrant's internal control over financial reporting; and

I have discl osed, based on our nobst recent evaluation of internal contro
over financial reporting, to the registrant's auditors and the audit
committee of the registrant's board of directors (or persons performng
the equival ent functions):

(a) Al significant deficiencies and material weaknesses in the design or
operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant's ability to
record, process, sunmarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other
enpl oyees who have a significant role in the registrant's internal
control over financial reporting

Date: August 7, 2009
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/'s/ Richard P. Jacobson

Ri chard P. Jacobson
Chi ef Executive Oficer

Exhi bit 31.2
Certification
Greg B. Spear, certify that

I have reviewed this Quarterly Report on Form 10-Q of Horizon Financi al
Cor p;

Based on nmy know edge, this report does not contain any untrue statement
of a material fact or omit to state a material fact necessary to nake the
statenents nmade, in light of the circunstances under which such statenents
were nmade, not misleading with respect to the period covered by this
report;

Based on ny know edge, the financial statenments, and other financial
information included in this report, fairly present in all material
respects the financial condition, results of operations and cash flows of
the registrant as of, and for, the periods presented in this report;

I am responsi bl e for establishing and maintaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and
internal control over financial reporting (as defined in Exchange Act

Rul es 13a-15(f) and 15d-15(f)) for the regi strant and have

(a) Designed such disclosure controls and procedures, or caused such
di scl osure controls and procedures to be designed under our
supervi sion, to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to
us by others within those entities, particularly during the period
in which this report is being prepared

(b) Designed such internal control over financial reporting, or caused



such internal control over financial reporting to be designed under
our supervision, to provide reasonabl e assurance regardi ng the
reliability of financial reporting and the preparation of financia
statenents for external purposes in accordance with generally
accept ed accounting principles.

(c) Evaluated the effectiveness of the registrant's disclosure controls
and procedures and presented in this report our conclusions about the
ef fectiveness of the disclosure controls and procedures, as of the
end of the period covered by this report based on such eval uation
and

(d) Disclosed in this report any change in the registrant's interna
control over financial reporting that occurred during the
registrant's nost recent fiscal quarter (the registrant's fourth
fiscal quarter in the case of an annual report) that has materially
affected, or is reasonably likely to materially affect, the
registrant's internal control over financial reporting; and

5. | have disclosed, based on our nobst recent evaluation of internal contro
over financial reporting, to the registrant's auditors and the audit
comittee of the registrant's board of directors (or persons performnng
t he equi val ent functions):

(a) Al significant deficiencies and material weaknesses in the design or
operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant's ability to
record, process, summarize and report financial information; and

(b) Any fraud, whether or not material, that involves managenent or other
enpl oyees who have a significant role in the registrant's internal
control over financial reporting

Date: August 7, 2009
/sl Greg B. Spear
Greg B. Spear
Chi ef Financial Oficer
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Exhi bit 32

CERTI FI CATI ON OF CHI EF EXECUTI VE OFFI CER AND CHI EF FI NANCI AL OFFI CER OF
HORI ZON FI NANCI AL CORP.
PURSUANT TO SECTI ON 906 OF THE SARBANES- OXLEY ACT OF 2002

Pursuant to Section 906 of the Sarbanes-Oxl ey Act of 2002 (18 U.S.C
Section 1350), each of the undersigned hereby certifies in his capacity as an
of ficer of Horizon Financial Corp. (the "Conpany") and in connection with this
Quarterly Report on Form 10-Q ("Report"), that:

1. the report fully conplies with the requirenments of Sections 13(a)
and 15(d) of the Securities Exchange Act of 1934, as anmended, and

2. the information contained in the report fairly presents, in al
mat eri al respects, the Conpany's financial condition and results of
operations, as of the dates and for the periods presented in the
financial statenents included in the Report.

/sl Richard P. Jacobson /sl Greg B. Spear

Ri chard P. Jacobson Greg B. Spear
Chi ef Executive O ficer Chi ef Financial O ficer



Dat ed: August 7, 2009
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(Back To Top)

Section 2: EX-31.1 (EXHIBIT 31.1)

Exhibit 31.1

Certification

Ri chard P. Jacobson, certify that

I have reviewed this Quarterly Report on Form 10-Q of Horizon Financi al
Cor p;

Based on ny know edge, this report does not contain any untrue statenent
of a material fact or onmt to state a material fact necessary to nake the
statenents made, in light of the circunstances under which such statenents
were nmade, not misleading with respect to the period covered by this
report;

Based on my know edge, the financial statements, and other financial
information included in this report, fairly present in all materia
respects the financial condition, results of operations and cash flows of
the registrant as of, and for, the periods presented in this report;

I am responsi bl e for establishing and maintaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and
internal control over financial reporting (as defined in Exchange Act

Rul es 13a-15(f) and 15d-15(f)) for the regi strant and have

(a) Designed such disclosure controls and procedures, or caused such
di scl osure controls and procedures to be designed under our
supervision, to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is nade known to
us by others within those entities, particularly during the period
in which this report is being prepared

(b) Designed such internal control over financial reporting, or caused
such internal control over financial reporting to be designed under
our supervision, to provide reasonabl e assurance regarding the
reliability of financial reporting and the preparation of financia
statenents for external purposes in accordance with generally
accepted accounting principles.

(c) Evaluated the effectiveness of the registrant's disclosure controls
and procedures and presented in this report our conclusions about the
ef fectiveness of the disclosure controls and procedures, as of the
end of the period covered by this report based on such eval uation
and

(d) Disclosed in this report any change in the registrant's interna
control over financial reporting that occurred during the
registrant's nost recent fiscal quarter (the registrant's fourth
fiscal quarter in the case of an annual report) that has materially
affected, or is reasonably likely to materially affect, the
registrant's internal control over financial reporting; and

I have disclosed, based on our nobst recent evaluation of internal contro
over financial reporting, to the registrant's auditors and the audit



comittee of the registrant's board of directors (or persons performnng
t he equi val ent functions):

(a) Al significant deficiencies and material weaknesses in the design or
operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant's ability to
record, process, summarize and report financial information; and

(b) Any fraud, whether or not material, that involves managenent or other
enpl oyees who have a significant role in the registrant's internal
control over financial reporting

Date: August 7, 2009
/'s/ Richard P. Jacobson

Ri chard P. Jacobson
Chi ef Executive Oficer

(Back To Top)
Section 3: EX-31.2 (EXHIBIT 31.2)

Exhi bit 31.2
Certification
I, Greg B. Spear, certify that

1. | have reviewed this Quarterly Report on Form 10-Q of Horizon Fi nanci al
Cor p;

2. Based on ny know edge, this report does not contain any untrue statenent
of a material fact or omit to state a material fact necessary to nake the
statenents nmade, in light of the circunstances under which such statenents
were made, not msleading with respect to the period covered by this
report;

3. Based on ny know edge, the financial statements, and other financial
information included in this report, fairly present in all material
respects the financial condition, results of operations and cash flows of
the registrant as of, and for, the periods presented in this report;

4. | amresponsible for establishing and maintaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and
internal control over financial reporting (as defined in Exchange Act
Rul es 13a-15(f) and 15d-15(f)) for the regi strant and have

(a) Designed such disclosure controls and procedures, or caused such
di scl osure controls and procedures to be designed under our
supervision, to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is nmade known to
us by others within those entities, particularly during the period
in which this report is being prepared

(b) Designed such internal control over financial reporting, or caused
such internal control over financial reporting to be designed under
our supervision, to provide reasonabl e assurance regarding the
reliability of financial reporting and the preparation of financia
statenents for external purposes in accordance with generally
accept ed accounting principles.

(c) Evaluated the effectiveness of the registrant's disclosure controls



and procedures and presented in this report our conclusions about the
effectiveness of the disclosure controls and procedures, as of the
end of the period covered by this report based on such eval uation

and

(d) Disclosed in this report any change in the registrant's interna
control over financial reporting that occurred during the
registrant's nost recent fiscal quarter (the registrant's fourth
fiscal quarter in the case of an annual report) that has materially
affected, or is reasonably likely to materially affect, the
registrant's internal control over financial reporting; and

5. | have disclosed, based on our npbst recent evaluation of internal contro
over financial reporting, to the registrant's auditors and the audit
committee of the registrant's board of directors (or persons performng
the equival ent functions):

(a) Al significant deficiencies and material weaknesses in the design or
operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant's ability to
record, process, sunmarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other
enpl oyees who have a significant role in the registrant's interna
control over financial reporting

Date: August 7, 2009
/sl Greg B. Spear

Greg B. Spear
Chi ef Financial Oficer

(Back To Top)
Section 4: EX-32 (EXHIBIT 32)

Exhi bit 32

CERTI FI CATI ON OF CHI EF EXECUTI VE OFFI CER AND CHI EF FI NANCI AL OFFI CER OF
HORI ZON FI NANCI AL CORP
PURSUANT TO SECTI ON 906 OF THE SARBANES- OXLEY ACT OF 2002

Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 (18 U. S.C
Section 1350), each of the undersigned hereby certifies in his capacity as an
of ficer of Horizon Financial Corp. (the "Conpany") and in connection with this
Quarterly Report on Form 10-Q ("Report"), that:

1. the report fully conplies with the requirenents of Sections 13(a)
and 15(d) of the Securities Exchange Act of 1934, as anended, and

2. the information contained in the report fairly presents, in al
mat eri al respects, the Conpany's financial condition and results of
operations, as of the dates and for the periods presented in the
financial statements included in the Report.

/'s/ Richard P. Jacobson /sl Greg B. Spear

Ri chard P. Jacobson Greg B. Spear



Chi ef Executive Oficer Chi ef Financial Oficer

Dat ed: August 7, 2009
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