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Forward-Looking Statements

Certain matters in this Form 10-K constitute forward-looking statements within the meaning of the Private Securities
Litigation Reform Act of 1995.  These statements relate to our financial condition, results of operations, plans,
objectives, future performance or business.  Forward-looking statements are not statements of historical fact, are based
on certain assumptions and are generally identified by use of the words “believes,” “expects,” “anticipates,” “estimates,”
“forecasts,” “intends,” “plans,” “targets,” “potentially,” “probably,” “projects,” “outlook” or similar expressions or future or conditional
verbs such as “may,” “will,” “should,” “would” and “could.”  Forward-looking statements include statements with respect to our
beliefs, plans, objectives, goals, expectations, assumptions and statements about future economic performance and
projections of financial items.  These forward-looking statements are subject to known and unknown risks,
uncertainties and other factors that could cause actual results to differ materially from the results anticipated or
implied by our forward-looking statements, including, but not limited to: the credit risks of lending activities,
including changes in the level and trend of loan delinquencies and write-offs and changes in our allowance for loan
losses and provision for loan losses that may be impacted by deterioration in the housing and commercial real estate
markets and may lead to increased losses and nonperforming assets in our loan portfolio, and may result in our
allowance for loan losses not being adequate to cover actual losses and require us to materially increase our reserves;
changes in general economic conditions, either nationally or in our market areas; changes in the levels of general
interest rates and the relative differences between short and long-term interest rates, deposit interest rates, our net
interest margin and funding sources; fluctuations in the demand for loans, the number of unsold homes, land and other
properties and fluctuations in real estate values in our market areas; secondary market conditions for loans and our
ability to sell loans in the secondary market; results of examinations of us by the Board of Governors of the Federal
Reserve System (the Federal Reserve Board) and of our bank subsidiaries by the Federal Deposit Insurance
Corporation (the FDIC), the Washington State Department of Financial Institutions, Division of Banks (the
Washington DFI) or other regulatory authorities, including the possibility that any such regulatory authority may,
among other things, institute a formal or informal enforcement action against us or any of the Banks which could
require us to increase our reserve for loan losses, write-down assets, change our regulatory capital position or affect
our ability to borrow funds, or maintain or increase deposits, or impose additional requirements and restrictions on us,
any of which could adversely affect our liquidity and earnings; our compliance with regulatory enforcement actions;
the requirements and restrictions that have been imposed upon Banner and Banner Bank under the memoranda of
understanding with the Federal Reserve Bank of San Francisco (in the case of Banner) and the FDIC and the
Washington DFI (in the case of Banner Bank) and the possibility that Banner and Banner Bank will be unable to fully
comply with the memoranda of understanding, which could result in the imposition of additional requirements or
restrictions; legislative or regulatory changes that adversely affect our business including changes in regulatory
policies and principles, or the interpretation of regulatory capital or other rules; the impact of the Dodd-Frank Wall
Street Reform and Consumer Protection Act and the implementing regulations; our ability to attract and retain
deposits; increases in premiums for deposit insurance; our ability to control operating costs and expenses; the use of
estimates in determining fair value of certain of our assets and liabilities, which estimates may prove to be incorrect
and result in significant changes in valuation; difficulties in reducing risk associated with the loans on our balance
sheet; staffing fluctuations in response to product demand or the implementation of corporate strategies that affect our
work force and potential associated charges; the failure or security breach of computer systems on which we depend;
our ability to retain key members of our senior management team; costs and effects of litigation, including settlements
and judgments; our ability to implement our business strategies; our ability to successfully integrate any assets,
liabilities, customers, systems, and management personnel we may acquire into our operations and our ability to
realize related revenue synergies and cost savings within expected time frames and any goodwill charges related
thereto; our ability to manage loan delinquency rates; increased competitive pressures among financial services
companies; changes in consumer spending, borrowing and savings habits; the availability of resources to address
changes in laws, rules, or regulations or to respond to regulatory actions; our ability to pay dividends on our common
and preferred stock and interest or principal payments on our junior subordinated debentures; adverse changes in the
securities markets; inability of key third-party providers to perform their obligations to us; changes in accounting
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policies and practices, as may be adopted by the financial institution regulatory agencies or the Financial Accounting
Standards Board including additional guidance and interpretation on accounting issues and details of the
implementation of new accounting methods; the economic impact of war or any terrorist activities; other economic,
competitive, governmental, regulatory, and technological factors affecting our operations, pricing, products and
services; future legislative changes in the United States Department of Treasury (Treasury) Troubled Asset Relief
Program (TARP) Capital Purchase Program; and other risks detailed from time to time in our filings with the
Securities and Exchange Commission, including this report on Form 10-K.  Any forward-looking statements are based
upon management’s beliefs and assumptions at the time they are made.  We do not undertake and specifically disclaim
any obligation to update any forward-looking statements included in this report or the reasons why actual results could
differ from those contained in such statements, whether as a result of new information, future events or
otherwise.  These risks could cause our actual results to differ materially from those expressed in any forward-looking
statements by, or on behalf of, us.  In light of these risks, uncertainties and assumptions, the forward-looking
statements discussed in this report might not occur, and you should not put undue reliance on any forward-looking
statements.

As used throughout this report, the terms “we,” “our,” “us,” or the “Company” refer to Banner Corporation and its consolidated
subsidiaries, unless the context otherwise requires.  All references to “Banner” refer to Banner Corporation and those to
“the Banks” refer to its wholly-owned subsidiaries, Banner Bank and Islanders Bank, collectively.

3
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PART 1

Item 1 – Business  General

Banner Corporation (the Company) is a bank holding company incorporated in the State of Washington. We are
primarily engaged in the business of planning, directing and coordinating the business activities of our wholly-owned
subsidiaries, Banner Bank and Islanders Bank.  Banner Bank is a Washington-chartered commercial bank that
conducts business from its main office in Walla Walla, Washington and, as of December 31, 2011, its 86 branch
offices and seven loan production offices located in Washington, Oregon and Idaho.  Islanders Bank is also a
Washington-chartered commercial bank that conducts business from three locations in San Juan County,
Washington.  Banner Corporation is subject to regulation by the Board of Governors of the Federal Reserve System
(the Federal Reserve Board).  Banner Bank and Islanders Bank (the Banks) are subject to regulation by the
Washington State Department of Financial Institutions, Division of Banks (the DFI) and the Federal Deposit
Insurance Corporation (the FDIC).  As of December 31, 2011, we had total consolidated assets of $4.3 billion, net
loans of $3.2 billion, total deposits of $3.5 billion and total stockholders’ equity of $532 million.

Banner Bank is a regional bank which offers a wide variety of commercial banking services and financial products to
individuals, businesses and public sector entities in its primary market areas.  Islanders Bank is a community bank
which offers similar banking services to individuals, businesses and public entities located in the San Juan
Islands.  Our primary business is that of traditional banking institutions, accepting deposits and originating loans in
locations surrounding our offices in portions of Washington, Oregon and Idaho.  Banner Bank is also an active
participant in the secondary market, engaging in mortgage banking operations largely through the origination and sale
of one- to four-family residential loans.  Lending activities include commercial business and commercial real estate
loans, agriculture business loans, construction and land development loans, one- to four-family residential loans and
consumer loans.  A portion of Banner Bank’s construction and mortgage lending activities are conducted through its
subsidiary, Community Financial Corporation (CFC), which is located in the Lake Oswego area of Portland,
Oregon.  Our common stock is traded on the NASDAQ Global Select Market under the ticker symbol “BANR.”  As
discussed more thoroughly below and in later sections of this report, increased loan delinquencies and defaults,
particularly in the residential construction and land development portions of our loan portfolio, have materially
adversely affected our results of operations for the past four years.  While delinquencies and other non-performing
assets at December 31, 2011 were substantially reduced from a year earlier and our 2011 results of operations were
much improved including a return to profitability, it is still difficult to predict when and how general economic
conditions and the weak housing markets that caused this increased level of delinquencies and defaults will
meaningfully improve.  However, we are encouraged by the recent quicker pace of problem asset resolution as well as
the significant reduction in non-performing assets over the last year and remain diligent in our efforts to further
improve our risk profile.  Our goal is to position Banner Corporation with a moderate risk profile and to maintain that
profile going forward.

Since becoming a public company in 1995, we have invested significantly in expanding our branch and distribution
systems with a primary emphasis on strengthening our market presence in our five primary markets in the
Northwest.  Those markets include the four largest metropolitan areas in the Northwest: the Puget Sound region of
Washington and the greater Boise, Idaho, Portland, Oregon, and Spokane, Washington markets, as well as our
historical base in the vibrant agricultural communities in the Columbia Basin region of Washington and Oregon.  Our
aggressive franchise expansion during this period included the acquisition and consolidation of eight commercial
banks, as well as the opening of 27 new branches and relocating nine others.  Over the past ten years, we also invested
heavily in advertising campaigns designed to significantly increase the brand awareness for Banner Bank.  These
investments, which have been significant elements in our strategies to grow loans, deposits and customer
relationships, have increased our presence within desirable marketplaces and allow us to better serve existing and
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future customers.  This emphasis on growth and development resulted in an elevated level of operating expenses
during much of this period; however, we believe that the expanded branch network and heightened brand awareness
have created a franchise that is well positioned to allow us to successfully execute on our super community bank
model.  That strategy is focused on delivering customers, including middle market and small businesses, business
owners, their families and employees, a compelling value proposition by providing the financial sophistication and
breadth of products of a regional bank while retaining the appeal and superior service level of a community bank.

Weak economic conditions and ongoing strains in the financial and housing markets which accelerated during 2008
and generally continued through 2011 have created an unusually challenging environment for banks and their holding
companies, including Banner Corporation.  This has been particularly evident in our need to provide for credit losses
during this period at significantly higher levels than our historical experience and has also adversely affected our net
interest income and other operating revenues and expenses.  For the year ended December 31, 2011, we had net
income of $5.5 million which, after providing for the preferred stock dividend and related discount accretion, resulted
in a net loss to common shareholders of $2.4 million, or ($0.15) per diluted share.  Although continuing to be
adversely impacted by the weak economy, our 2011 performance was substantially improved compared to a net loss
to common shareholders of $69.7 million, or ($7.21) per diluted share, for the year ended December 31, 2010.  Our
provision for loan losses was $35.0 million for the year ended December 31, 2011, compared to $70.0 million
recorded in the prior year.  Throughout the period 2008 through 2011, higher than historical provision for loan losses
has been the most significant factor affecting our operating results and, while we are encouraged by the continuing
reduction in our exposure to residential construction loans as well as the significant decrease in non-performing assets
and the slowdown in the emergence of new problem assets, looking forward we anticipate our credit costs will remain
elevated for a few more quarters.  (See Note 6 of the Notes to the Consolidated Financial Statements, as well as “Asset
Quality” below.)  Although there have been indications that economic conditions are improving, the pace of recovery
has been modest and uneven and the ongoing stress in the economy has been the most significant challenge impacting
our operating results through this economic cycle.  As a result, like most financial institutions, our future operating
results and financial performance will be significantly affected by the course of recovery from the recessionary
downturn.  However, improving our risk profile and aggressively managing problem assets has been a primary focus
in this difficult environment which has produced significant progress in recent periods and which we believe will lead
to further improved operating results in the future.

Aside from the level of loan loss provision, our operating results depend primarily on our ability to generate revenues
from net interest income and fee based services.  These revenues have been consistently increasing in recent periods
as our expanded branch network has been maturing and we have been successfully executing on our strategies to
strengthen the franchise and deliver sustainable profitability.  Our net interest income is the difference between
interest income on interest-earning assets, consisting of loans and investment securities, and interest expense

4
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on interest-bearing liabilities, composed primarily of customer deposits and borrowings.  Net interest income is
primarily a function of our interest rate spread, which is the difference between the yield earned on interest-earning
assets and the rate paid on interest-bearing liabilities, as well as a function of the average balances of interest-earning
assets and interest-bearing liabilities.  As more fully explained below, our net interest income before provision for
loan losses increased by $6.8 million, or 4.3%, for the year ended December 31, 2011 to $164.6 million compared to
$157.8 million for the prior year, primarily as a result of an expansion of our net interest spread and net interest
margin due to a lower cost of funds and reduced drag from non-performing assets.  These trends of lower funding
costs driven by rapidly declining interest expense on deposits and fewer non-performing assets, and the resulting
increase in the net interest margin, represent important improvements in our core operating fundamentals, which we
believe should provide a solid base to build upon as the economy recovers.

Our net income also is affected by the level of our other operating income, including deposit fees and service charges,
loan origination and servicing fees, and gains and losses on the sale of loans and securities, as well as our non-interest
operating expenses and income tax provisions.  In addition, our net income is affected by the net change in the value
of certain financial instruments carried at fair value and in certain periods by other-than-temporary-impairment
(OTTI) charges or recoveries.  (See Notes 4 and 22 of the Notes to the Consolidated Financial Statements.)  Our other
operating income was $34.0 miliion for the year ended December 31, 2011, compared to $29.1 millon for the prior
year.  For the year ended December 31, 2011, we recorded a combined net gain of $2.4 million in fair value and OTTI
adjustments compared to a net loss of $2.5 million for the year ended December 31, 2010.  Other operating income,
excluding fair value and OTTI adjustments, was $31.6 million in both years.  Other operating expenses were $158.1
million for the year ended December 31, 2011, a 2% decrease from $160.8 million for the year ended December 31,
2010, largely as a result of decreased costs related to real estate owned and FDIC deposit insurance.  While lower in
2011 than in 2010, both years’ expenses reflect significant costs associated with problem loan collection activities
including professional services and valuation charges related to real estate owned, which we believe should decline in
future periods as a result of the continuing reduction in nonperforming assets.  Further, in 2010 we recorded a full
valuation allowance for our net deferred tax assets, which resulted in an $18.0 million provision for income taxes for
the year ended December 31, 2010, despite a pre-tax loss of $43.9 million.  By contrast, for the year ended December
31, 2011, we had pre-tax income of $5.5 million, with the resulting provision for income taxes offset by an adjustment
to the deferred tax asset valuation allowance.

See Item 7, “Management’s Discussion and Analysis of Financial Condition and Results of Operations” for more detailed
information about our financial performance and critical accounting policies.

Recent Developments and Significant Events

Regulatory Actions:  On March 23, 2010, Banner Bank entered into a Memorandum of Understanding (Bank MOU)
with the FDIC and Washington DFI.  The Company also entered into a similar MOU with the Federal Reserve Bank
of San Francisco (Federal Reserve Bank) on March 29, 2010 (FRB MOU).  Under the Bank MOU, Banner Bank is
required, among other things, to develop and implement plans to reduce commercial real estate concentrations; to
improve asset quality and reduce classified assets; to improve profitability; and to increase Tier 1 leverage capital to
equal or exceed 10% of average assets.  In addition, Banner Bank is not permitted to pay cash dividends to Banner
Corporation without prior approval from the FDIC and DFI and the Company and Banner Bank must obtain prior
regulatory approval before adding any new director or senior executive officer or changing the responsibilities of any
current senior executive officer.  Further, the Company may not pay any dividends on common or preferred stock, pay
interest or principal on the balance of its junior subordinated debentures or repurchase its common stock without the
prior written non-objection of the Federal Reserve Bank.  For additional information, see “Item 1A, Risk Factors – Risks
Associated with Our Business – We are required to comply with the terms of memoranda of understanding that we
have entered into with the FDIC and DFI and the Federal Reserve Bank and lack of compliance could result in
additional regulatory actions.”
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Income Tax Reporting and Accounting:

Amended Federal Income Tax Returns:  On October 25, 2011, the Company filed amended federal income tax returns
for tax years 2005, 2006, 2008 and 2009.  The amended tax returns, which are expected to be reviewed by the Internal
Revenue Service (IRS), would significantly affect the timing for recognition of credit losses within previously filed
income tax returns and, if approved, would result in the refund of up to $13.6 million of previously paid taxes from
the utilization of net operating loss carryback claims into prior tax years.  The outcome of the anticipated IRS review
is inherently uncertain and since there can be no assurance of approval of some or all of the tax carryback claims, no
asset has been recognized to reflect the possible results of these amendments as of December 31, 2011, because of this
uncertainty.  Accordingly, we do not anticipate recognizing any tax benefit until the results of the IRS review have
been determined.

Deferred Tax Asset Valuation Allowance:  The Company and the Banks file consolidated U.S. federal income tax
returns, as well as state income tax returns in Oregon and Idaho.  Income taxes are accounted for using the asset and
liability method.  Under this method a deferred tax asset or liability is determined based on the enacted tax rates which
are expected to be in effect when the differences between the financial statement carrying amounts and tax basis of
existing assets and liabilities are expected to be reported in the Company’s income tax returns.  The effect on deferred
taxes of a change in tax rates is recognized in income in the period that includes the enactment date.  Under U.S.
generally acceptable accounting principles (GAAP), a valuation allowance is required to be recognized if it is “more
likely than not” that all or a portion of our deferred tax assets will not be realized.  While realization of the deferred tax
asset is ultimately dependent on a return to sustained profitability, which management believes is more likely than not,
the guidance reflected in the accounting standard is significantly influenced by consideration of recent historical
operating results.  During the third quarter of 2010, we evaluated our net deferred tax asset and determined it was
prudent to establish a valuation allowance against the entire asset.  This action caused our income tax expense to be
$24.0 million for that period.  As a result, we recorded $18.0 million income tax expense for the year ended December
31, 2010.  No tax benefit or expense was recognized during 2011.  See Note 13 of the Notes to the Consolidated
Financial Statements for more information.

5
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Stockholder Equity Transactions:

Reverse stock split: On May 26, 2011, Banner Corporation filed with the Secretary of State of the State of Washington
Articles of Amendment to its Amended and Restated Articles of Incorporation, which affected a 1-for-7 reverse stock
split.  The amendment to the Company's Amended and Restated Articles of Incorporation was effective June 1, 2011.

As a result of the reverse stock split, every seven shares of the Company's common stock issued and outstanding
immediately prior to the effective date automatically consolidated into one share of common stock.  No fractional
shares of common stock were issued by the Company in connection with the reverse stock split.  Approximately
$50,000 in cash was paid for fractional shares based on the closing price of the common stock on May 31, 2011.  All
prior shares outstanding and per share information have been retroactively adjusted for the reverse stock split.

Secondary Offering of Common Stock:  On June 30, 2010, the Company announced the initial closing of its offering
of 75,000,000 shares (pre-reverse split) of its common stock and the sale of an additional 3,500,000 shares pursuant to
the partial exercise of the underwriters’ over-allotment option, at a price to the public of $2.00 per share.  On July 2,
2010, the Company further announced the completion of this offering as the underwriters exercised their
over-allotment option for an additional 7,139,000 shares, at a price to the public of $2.00 per share.  Together with the
78,500,000 shares the Company issued on June 30, 2010 (including 3,500,000 shares issued pursuant to the
underwriters’ initial exercise of their over-allotment option), the Company issued a total of 85,639,000 shares in the
offering, resulting in net proceeds, after deducting underwriting discounts and commissions and offering expenses, of
approximately $161.6 million.

Participation in the U.S. Treasury’s Capital Purchase Program:  On November 21, 2008, Banner received $124 million
from the U.S. Treasury Department as part of the Treasury’s Capital Purchase Program.  Banner issued $124 million in
senior preferred stock, with a related warrant to purchase up to $18.6 million in common stock, to the U.S.
Treasury.  The warrant provides the Treasury the option to purchase up to 243,998 shares (post reverse-split) of
Banner Corporation common stock at a price of $76.23 per share (post reverse-split) at any time during the next ten
years.  The preferred stock pays a 5% dividend for the first five years, after which the rate will increase to 9% if the
preferred shares are not redeemed by the Company.  The terms and conditions of the transaction and the preferred
stock conform to those provided by the U.S. Treasury.  A summary of the Capital Purchase Program can be found on
the Treasury’s web site at www.treasury.gov/initiatives/financial-stability/pages/default.aspx.  The additional capital
enhances the Company’s capacity to support the communities it serves through expanded lending activities and
economic development.  This capital also adds flexibility in considering strategic opportunities that may be available
to it.

Lending Activities

General: All of our lending activities are conducted through Banner Bank, its subsidiary, Community Financial
Corporation, and Islanders Bank.  We offer a wide range of loan products to meet the demands of our customers and
our loan portfolio is very diversified by product type, borrower and geographic location within our market area.  We
originate loans for our own loan portfolio and for sale in the secondary market.  Management’s strategy has been to
maintain a well diversified portfolio with a significant percentage of assets in the loan portfolio having more frequent
interest rate repricing terms or shorter maturities than traditional long-term fixed-rate mortgage loans.  As part of this
effort, we have developed a variety of floating or adjustable interest rate products that correlate more closely with our
cost of funds, particularly loans for commercial business and real estate, agricultural business, and construction and
development purposes.  However, in response to customer demand, we continue to originate fixed-rate loans,
including fixed interest rate mortgage loans with terms of up to 30 years.  The relative amount of fixed-rate loans and
adjustable-rate loans that can be originated at any time is largely determined by the demand for each in a competitive
environment.
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Historically, our lending activities have been primarily directed toward the origination of real estate and commercial
loans.  Until recent periods, real estate lending activities were significantly focused on residential construction and
land development loans and first mortgages on owner-occupied, one- to four-family residential properties; however,
over the past four years our origination of construction and land development loans has declined substantially and the
proportion of the portfolio invested in these types of loans has materially declined.  Our residential mortgage loan
originations also decreased during this four-year cycle, although less significantly than the decline in construction and
land development lending, as exceptionally low interest rates supported demand for loans to refinance existing debt as
well as loans to finance home purchases.  Despite modest demand, our residential mortgage loan portfolio has
increased in amount and as a proportion of our total loan portfolio during this cycle, although residential mortgage
loan balances have declined for each of the past two years.  Our real estate lending activities have also included the
origination of multifamily and commercial real estate loans.  Our commercial business lending has been directed
toward meeting the credit and related deposit needs of various small- to medium-sized business and agri-business
borrowers operating in our primary market areas.  Reflecting the weak economy, in recent periods demand for these
types of commercial business loans has been modest and total outstanding balances have declined from peak balances
at June 30, 2008; however, originations of commercial business loans were substantially higher in 2011 than in the
previous three years.  Our consumer loan activity is primarily directed at meeting demand from our existing deposit
customers and, while we have increased our emphasis on consumer lending in recent years, demand for consumer
loans also has been modest during this period of economic weakness as many consumers have been focused on
reducing their personal debt.  While continuing our commitment to residential lending, including our mortgage
banking activities, we expect commercial lending (including owner-occupied commercial real estate, commercial
business and agricultural loans) and consumer lending to become increasingly more important activities for us.  By
contrast, we anticipate residential construction and related land development lending, which at December 31, 2011
represented 7% of the loan portfolio, compared to 9% a year earlier and more than 30% at its peak during the second
quarter of 2007, will continue to be restrained by market conditions for the foreseeable future, as well as by our efforts
to manage our concentration in this type of lending.

At December 31, 2011, our net loan portfolio totaled $3.2 billion.  For additional information concerning our loan
portfolio, see Item 7, “Management’s Discussion and Analysis of Financial Condition—Comparison of Financial
Condition at December 31, 2011 and 2010—Loans and Lending.”  See also Tables 7 and 8 contained therein, which sets
forth the composition and geographic concentration of our loan portfolio, and Tables 9 and 10, which contain
information regarding the loans maturing in our portfolio.

6
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One- to Four-Family Residential Real Estate Lending:  At both Banner Bank and Islanders Bank, we originate loans
secured by first mortgages on one- to four-family residences in the Northwest communities where we have
offices.  While we offer a wide range of products, we have not engaged in any sub-prime lending programs, which we
define as loans to borrowers with poor credit histories or undocumented repayment capabilities and with excessive
reliance on the collateral as the source of repayment.  However, we have experienced a modest increase in
delinquencies on our residential loans in response to the weakened housing market conditions.  At December 31,
2011, $643 million, or 20% of our loan portfolio, consisted of permanent loans on one- to four-family residences.

We offer fixed- and adjustable-rate mortgages (ARMs) at rates and terms competitive with market conditions,
primarily with the intent of selling these loans into the secondary market.  Fixed-rate loans generally are offered on a
fully amortizing basis for terms ranging from 15 to 30 years at interest rates and fees that reflect current secondary
market pricing.  Most ARM products offered adjust annually after an initial period ranging from one to five years,
subject to a limitation on the annual change of 1.0% to 2.0% and a lifetime limitation of 5.0% to 6.0%.  For a small
portion of the portfolio, where the initial period exceeds one year, the first rate change may exceed the annual
limitation on subsequent rate changes.  Our ARM products most frequently adjust based upon the average yield on
U.S. Treasury securities adjusted to a constant maturity of one year or certain LIBOR indices plus a margin or spread
above the index.  ARM loans held in our portfolio may allow for interest-only payments for an initial period up to five
years but do not provide for negative amortization of principal and carry no prepayment restrictions.  The retention of
ARM loans in our loan portfolio can help reduce our exposure to changes in interest rates.  However, borrower
demand for ARM loans versus fixed-rate mortgage loans is a function of the level of interest rates, the expectations of
changes in the level of interest rates and the difference between the initial interest rates and fees charged for each type
of loan.  In recent years, borrower demand for ARM loans has been limited and we have chosen not to aggressively
pursue ARM loans by offering minimally profitable, deeply discounted teaser rates or option-payment ARM
products.  As a result, ARM loans have represented only a small portion of our loans originated during this period and
of our portfolio.

Our residential loans are generally underwritten and documented in accordance with the guidelines established by the
Federal Home Loan Mortgage Corporation (Freddie Mac or FHLMC) and the Federal National Mortgage Association
(Fannie Mae or FNMA).  Government insured loans are underwritten and documented in accordance with the
guidelines established by the Department of Housing and Urban Development (HUD) and the Veterans
Administration (VA).  In the loan approval process, we assess the borrower’s ability to repay the loan, the adequacy of
the proposed security, the employment stability of the borrower and the creditworthiness of the borrower.  For ARM
loans,  our standard practice provides for underwriting based upon fully indexed interest  rates and
payments.  Generally, we will lend up to 95% of the lesser of the appraised value or purchase price of the property on
conventional loans, although higher loan-to-value ratios are available on certain government insured programs.  We
require private mortgage insurance on conventional residential loans with a loan-to-value ratio at origination
exceeding 80%.  For the past three years, particularly in 2009 and 2010, a number of exceptions to these general
underwriting guidelines were granted in connection with the sale or refinance of properties, particularly new
construction, for which we were already providing financing.  These exceptions most commonly relate to
loan-to-value and mortgage insurance requirements and not to credit underwriting or loan documentation
standards.  Such exceptions, while less frequent in recent periods, will likely continue in the near term to facilitate
troubled loan resolution in the current distressed housing market, and may result in loans having performance
characteristics different from the rest of our one-to-four-family loan portfolio.

Through our mortgage banking activities, we sell residential loans on either a servicing-retained or servicing-released
basis.  During the past three years, we have sold a significant portion of our conventional residential mortgage
originations and nearly all of our government insured loans in the secondary market.

Construction and Land Lending:  Historically, we have invested a significant portion of our loan portfolio in
residential construction and land loans to professional home builders and developers; however, the amount of this
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investment has been substantially reduced in recent years.  To a lesser extent, we also originate construction loans for
commercial and multifamily real estate.  In years prior to 2008, residential construction and land development lending
was an area of major emphasis at Banner Bank and the primary focus of its subsidiary, CFC.  Our largest
concentrations of construction and land development loans are in the greater Puget Sound region of Washington State
and the Portland, Oregon market area.  We also have construction and land loans for properties to a much smaller
extent in the greater Boise, Idaho area and certain eastern Washington and eastern Or
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