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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-K
(Mark one)

[X]ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF
1934

For the fiscal year ended December 31, 2012        OR

[ ] TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF
1934

Commission File Number: 001-35589

FS BANCORP, INC.
(Exact name of registrant as specified in its charter)

Washington 45-4585178
(State or other jurisdiction of incorporation or
organization) (I.R.S. Employer Identification Number)

6920 220th Street SW, Mountlake Terrace, Washington 98043
(Address of principal executive offices) (Zip Code)

Registrant’s telephone number, including area code: (425) 771-5299

Securities registered pursuant to Section 12(b) of the
Act: None

Securities registered pursuant to Section 12(g) of the
Act: Common Stock, par value $0.01 per share

(Title of Each Class)
Indicate by check mark if the Registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act.
YES [ ] NO [X]

Indicate by check mark if the Registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the
Act. YES [ ] NO [X]

Indicate by check mark whether the Registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of
the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the Registrant
was required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. YES [X]
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NO [ ]

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T
(§232.405 of this chapter) during the preceding 12 months (or for such shorter period that the registrant was required
to submit and post such files). YES [X] NO [ ]

Indicate by check mark whether disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not
contained herein, and will not be contained, to the best of the Registrant’s knowledge, in definitive proxy or other
information statements incorporated by reference in Part III of this Form 10-K or any amendments to this Form 10-K.
[X]

Indicate by check mark whether the Registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer,
or a smaller reporting company. See definition of “large accelerated filer,” “accelerated filer” and “smaller reporting
company” in Rule 12b-2 of the Exchange Act.
Large accelerated filer [ ] Accelerated filer [ ]

Non-accelerated filer [ ] (Do not check if a smaller reporting company) Smaller reporting company
[X]

Indicate by check mark whether the Registrant is a shell company (as defined in Exchange Act Rule 12b-2). YES [ ]
NO [X]

As of March 27, 2013, there were 3,240,125 shares of the Registrant’s common stock outstanding. The Registrant’s
common stock is listed on the NASDAQ Capital Market under the symbol “FSBW.” The aggregate market value of the
common stock held by non affiliates of the Registrant, based on the closing sales price of the Registrant’s common
stock as quoted on the NASDAQ Capital Market on June 30, 2012, was not applicable as no stock was outstanding.
On July 9, 2012 the 1st Security Bank of Washington completed its conversion from a mutual savings bank to a stock
savings bank and the Company issued an aggregate of 3,240,125 shares of common stock on that date in connection
with the mutual to stock conversion.

DOCUMENTS INCORPORATED BY REFERENCE

1. Portions of the Annual Report to Shareholders are incorporated by reference into Part II.

2. Portions of the definitive Proxy Statement for the 2013 Annual Meeting of Shareholders (“Proxy Statement”) are
incorporated by reference into Part III.
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Forward‑Looking Statements

This Form 10-K contains forward‑looking statements, which can be identified by the use of words such as “believes,”
“expects,” “anticipates,” “estimates” or similar expressions. Forward‑looking statements include:
•statements of our goals, intentions and expectations;
•statements regarding our business plans, prospects, growth and operating strategies;
•statements regarding the quality of our loan and investment portfolios; and
•estimates of our risks and future costs and benefits.
These forward‑looking statements are subject to significant risks and uncertainties. Actual results may differ materially
from those contemplated by the forward‑looking statements due to, among others, the following factors:
•general economic conditions, either nationally or in our market area, that are worse than expected;

•
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;

•fluctuations in the demand for loans, the number of unsold homes, land and other properties and fluctuations in real
estate values in our market area;
•increases in premiums for deposit insurance;

•the use of estimates in determining fair value of certain of our assets, which estimates may prove to be incorrect and
result in significant declines in valuation;

•changes in the interest rate environment that reduce our interest margins or reduce the fair value of financial
instruments;
•increased competitive pressures among financial services companies;

•our ability to execute our plans to grow our residential construction lending, our mortgage banking operations and our
warehouse lending and the geographic expansion of our indirect home improvement lending;
•our ability to attract and retain deposits;
•our ability to control operating costs and expenses;
•changes in consumer spending, borrowing and savings habits;
•our ability to successfully manage our growth;

•
legislative or regulatory changes that adversely affect our business, including the effect of the Dodd-Frank Wall Street
Reform and Consumer Protection Act, changes in regulation policies and principles, or the interpretation of regulatory
capital or other rules, including as a result of Basel III;
•adverse changes in the securities markets;

•changes in accounting policies and practices, as may be adopted by the bank regulatory agencies, the Public Company
Accounting Oversight Board or the Financial Accounting Standards Board;
•costs and effects of litigation, including settlements and judgments;
•our ability to implement our branch expansion strategy;
•inability of key third-party vendors to perform their obligations to us; and

•
other economic, competitive, governmental, regulatory and technical factors affecting our operations, pricing,
products and services and other risks described elsewhere in this Form 10-K and our other reports filed with the U.S.
Securities and Exchange Commission.
Any of the forward‑looking statements that we make in this Form 10-K and in other public statements we make may
turn out to be wrong because of inaccurate assumptions we might make, because of the factors illustrated above or
because of other factors that we cannot foresee. Because of these and other uncertainties, our actual future results may
be materially different from the results indicated by these forward‑looking statements and you should not rely on such
statements.

ii
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Available Information
The Company provides a link on its investor information page at www.fsbwa.com to filings with the U.S. Securities
and Exchange Commission (“SEC”) for purposes of providing copies of its annual report to shareholders, annual report
on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and press releases. Other than an
investor’s own internet access charges, these filings are available free of charge and also can be obtained by calling the
SEC at 1-800-SEC-0330. The information contained on the Company’s website is not included as part of, or
incorporated by reference into, this Annual Report on Form 10-K.

iii
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PART 1
Item 1. Business

General
FS Bancorp, Inc. (“FS Bancorp” or the “Company”), a Washington corporation, was organized in September 2011 for the
purpose of becoming the holding company of 1st Security Bank of Washington (“1st Security Bank of Washington” or
the “Bank”) upon the Bank’s conversion from a mutual to a stock savings bank (“Conversion”). The Conversion was
completed on July 9, 2012. At December 31, 2012, the Company had consolidated total assets of $359.0 million, total
deposits of $288.9 million and stockholders’ equity of $59.9 million. The Company has not engaged in any significant
activity other than holding the stock of the Bank. Accordingly, the information set forth in this Annual Report on
Form 10-K (“Form 10-K”), including the consolidated financial statements and related data, relates primarily to the
Bank.

1st Security Bank of Washington is a relationship-driven community bank. The Bank delivers banking and financial
services to local families, local and regional businesses and industry niches within distinct Puget Sound area
communities. The Bank emphasizes long-term relationships with families and businesses within the communities
served, working with them to meet their financial needs. The Bank is also actively involved in community activities
and events within these market areas, which further strengthens relationships within these markets. The Bank has been
serving the Puget Sound area since 1936. Originally chartered as a credit union, and known as Washington’s Credit
Union, the Bank served various select employment groups. On April 1, 2004, the Bank converted from a credit union
to a Washington state-chartered mutual savings bank. Upon completion of the Conversion in July 2012, 1st Security
Bank of Washington became a Washington state-chartered stock savings bank and the wholly owned subsidiary of the
Company. At December 31, 2012, the Bank maintained six bank branch locations and one loan origination branch,
along with the headquarters.
1st Security Bank of Washington is a diversified lender with a focus on the origination of home improvement loans,
commercial real estate mortgage loans, commercial business loans and second mortgage/home equity loan products.
Consumer loans, in particular indirect home improvement loans, represent the largest portion of the loan portfolio and
have traditionally been the mainstay of the Bank’s lending strategy, a carryover from its days as a credit union. Going
forward, the Bank plans to place more emphasis on certain lending products, such as commercial real estate,
commercial business and residential construction lending, while maintaining the current size of the consumer loan
portfolio. The Bank also reintroduced in-house originations of residential mortgage loans in 2012, primarily for sale
into the secondary market, through a mortgage banking program. Future lending strategies are intended to take
advantage of: (1) the Bank’s historical strength in indirect consumer lending, (2) recent market dislocation that has
created new lending opportunities, and (3) relationship lending. Retail deposits will continue to serve as an important
funding source. For more information regarding the business and operations of 1st Security Bank of Washington, see
Item 7, “Management’s Discussion and Analysis of Financial Condition and Results of Operations.”
1st Security Bank of Washington is examined and regulated by the Washington Department of Financial Institutions
(“DFI”), its primary regulator, and by the Federal Deposit Insurance Corporation (“FDIC”). 1st Security Bank of
Washington is required to have certain reserves set by the Board of Governors of the Federal Reserve System (“Federal
Reserve”) and is a member of the Federal Home Loan Bank of Seattle (“FHLB” or “FHLB of Seattle”), which is one of the
12 regional banks in the Federal Home Loan Bank System.
The principal executive offices of the Company are located at 6920 220th Street SW, Mountlake Terrace, Washington
98043 and its telephone number is (425) 771-5299.
Market Area  

The Bank conducts operations out of the main administrative office, one home lending office and six full-service bank
branch offices in the Puget Sound region of Washington. The administrative office is located in Mountlake Terrace, in
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Snohomish County, Washington. The home lending office is located in Bellevue, in King County, Washington. Three
branch offices are located in Snohomish County, while there is one office each in King and Pierce Counties to the
south and Kitsap County to the west. One branch is scheduled to open in the second quarter of 2013 and will be
located in Seattle, King County, Washington.

1
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The primary market area for business operations is the Seattle-Tacoma-Bellevue, WA Metropolitan Statistical Area
(the “Seattle MSA”). Kitsap County, though not in the Seattle MSA, is also part of the Bank’s market area. This overall
region is typically known as the “Puget Sound” region. The population of the Puget Sound region was an estimated 3.8
million in 2011, over half of the state’s population, representing a large population base for potential business. The
region has a well-developed urban area in the western portion along Puget Sound, with the north, central and eastern
portions containing a mixture of developed residential and commercial neighborhoods and undeveloped, rural
neighborhoods.
The Puget Sound region is the largest business center in both the state of Washington and the Pacific Northwest.
Currently, key elements of the economy are aerospace, military bases, clean technology, biotechnology, education,
information technology, logistics, international trade and tourism. The region is well known for the long presence of
The Boeing Corporation and Microsoft, two major industry leaders, and for its leadership in technology. The
workforce in general is well-educated and strong in technology. Washington state’s location with regard to the Pacific
Rim, along with a deepwater port has made international trade a significant part of the regional economy. Tourism has
also developed into a major industry for the area, due to the scenic beauty, temperate climate and easy accessibility.
King County, the location of the city of Seattle, has the largest employment base and overall level of economic
activity. King County’s largest employers include The Boeing Company, Microsoft Corporation, and the University of
Washington. Companies that are headquartered in King County include Alaska Airlines, Amazon.com, Costco,
Starbucks and Microsoft. Pierce County’s economy is also well diversified with the presence of military related
government employment (Joint Base Lewis-McChord), along with health care (the Franciscan Health System and the
Multicare Health System). In addition, there is a large employment base in the economic sectors of shipping (the Port
of Tacoma) and aerospace employment (Boeing). Snohomish County to the north has an economy based on aerospace
employment (Boeing), military (the Everett Naval Station) along with additional employment concentrations in
biotechnology, electronics/computers, and wood products. Eight of the largest employers in the state are
headquartered in King County.
The United States Navy is a key element for Kitsap County’s economy. The United States Navy is the largest employer
in the county, with installations at Puget Sound Naval Shipyard, Naval Undersea Warfare Center Keyport and Naval
Base Kitsap (which comprises former Naval Submarine Base Bangor, and Naval Station Bremerton). The largest
private employers in the county are the Harrison Medical Center, Wal-Mart, and Port Madison Enterprises.
The 2011 median household income and per capita income levels in King, Snohomish, and Kitsap Counties were
higher than the state and national averages, while Pierce County reported income levels slightly below the Washington
state average. Approximately 86.6% of King County households had income levels in excess of $50,000 annually in
2010, compared to 82.5% for the state of Washington and 79.2% for the United States. In 2008, the U.S. Census
Bureau determined that Seattle has the highest percentage of college and university graduates of any U.S. city; it was
listed as the most literate or second most literate city of the country every year since 2005. Seattle’s high income and
education levels, especially compared to other major cities, result in King County ranking in the top 100 wealthiest
counties in the United States.
Unemployment in Washington was an estimated 7.6% as of December 31, 2012, down from a high of 10.2% in March
2010, closely paralleling national trends. Unemployment rates in Pierce, Kitsap, King, Snohomish counties have
improved in the last 24 months after dropping from their 2010 first quarter highs. As of December 2012, Kitsap
County and King County reported rates slightly lower that the state and national averages, at 6.1% and 7.0%,
respectively. Year end 2012 estimated unemployment in Pierce County was 8.5%, and estimated unemployment in
Snohomish County was 6.7%. Of the four counties, Snohomish and King Counties reflected the largest improvement
year over year with unemployment dropping 1.3% in Snohomish County and 1.0% in King County.
According to the Washington Center for Real Estate Research, home values in the state of Washington began
improving in the first half of 2012. For the quarter ended June 30, 2012, the average home value was $261,000 in
Snohomish County, $195,000 in Pierce County, $371,000 in King County, and $242,000 in Kitsap County. Compared
to the statewide average increase in home values of 4.0% over the second quarter, Snohomish and King counties have
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performed at the highest level, with 8.2% and 6.5% increases, respectively. Kitsap County increased 3.1% year over
year, slightly below the state average. Pierce County continued to experience a slight decline with home prices
declining 0.9% year over year. King County has experienced a dramatic increase in building permits with a 100.5%
increase year over year as of December 31, 2012.

2
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For a discussion regarding the competition in the Company’s primary market area, see “—Competition.”
Lending Activities

General.  Historically, while operating as a credit union, the primary emphasis was the origination of consumer loans
(primarily indirect home improvement and automobile-secured loans), one-to-four-family residential first mortgages,
and second mortgage/home equity loan products. More recently, while maintaining the active indirect consumer
lending program, the Bank has shifted the lending focus to non-mortgage commercial business loans, as well as
commercial real estate and residential construction and development loans. The Bank has also reintroduced in-house
originations of residential mortgage loans in 2012, primarily for sale in the secondary market. While maintaining the
Bank’s historical strength in consumer lending, the Bank recently added management and personnel in the commercial
lending area to take advantage of the relatively favorable long-term business and economic environments prevailing in
the markets for small business lending.

3
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Loan Portfolio Analysis. The following table sets forth the composition of the loan portfolio by type of loan at the
dates indicated.

December 31,
2012 2011 2010 2009 2008
Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent
(Dollars in thousands)

Real estate loans
Commercial $33,250 11.88 % $28,931 13.09 % $28,061 11.86 % $29,099 12.20 % $25,872 11.33 %
Construction and
development 31,893 11.39 10,144 4.59 9,805 4.15 17,390 7.29 23,861 10.45

Home equity 15,474 5.53 14,507 6.56 15,655 6.62 16,448 6.90 18,689 8.19
One-to-four-family(1) 13,976 4.99 8,752 3.96 13,218 5.59 8,233 3.45 6,969 3.05
Multi-family 3,202 1.14 1,175 0.53 1,159 0.49 409 0.17 408 0.18
Total real estate loans97,795 34.93 63,509 28.73 67,898 28.71 71,579 30.01 75,799 33.20

Consumer Loans
Indirect home
improvement 86,249 30.82 81,143 36.70 94,833 40.10 89,883 37.68 75,203 32.94

Recreational 17,968 6.42 24,471 11.07 24,105 10.19 18,011 7.55 12,165 5.33
Automobile 2,416 0.86 5,832 2.64 12,645 5.35 23,359 9.79 30,514 13.37
Home improvement 651 0.23 934 0.42 1,295 0.55 1,725 0.72 2,203 0.96
Other 1,386 0.50 1,826 0.83 2,887 1.21 4,277 1.80 6,190 2.71
Total consumer loans 108,670 38.83 114,206 51.66 135,765 57.40 137,255 57.54 126,275 55.31

Commercial business
loans 73,465 26.24 43,337 19.61 32,841 13.89 29,699 12.45 26,218 11.49

Total gross loans
receivable 279,930 100.00% 221,052 100.00% 236,504 100.00% 238,533 100.00% 228,292 100.00%

Less:
Deferred costs, fees
and discounts, net (283 ) 424 223 313 280

Allowance for loan
losses (4,698 ) (4,345 ) (5,905 ) (7,405 ) (5,598 )

Total loans
receivable, net $274,949 $217,131 $230,822 $231,441 $222,974

(1) Excludes loans held for sale.

4
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The following table shows the composition of the loan portfolio by fixed- and adjustable-rate loans at the dates
indicated.

December 31,
2012 2011 2010 2009 2008
Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent
(Dollars in thousands)

Fixed-rate loans:
Real estate loans
Commercial $20,947 7.48 % $17,578 7.95 % $16,333 6.90 % $15,729 6.59 % $16,449 7.20 %
Construction and
development 3,958 1.41 3,407 1.54 1,556 0.66 501 0.21 105 0.05

Home equity 2,557 0.91 2,154 0.97 2,784 1.18 3,839 1.61 5,399 2.36
One-to-four-family(1) 8,328 2.98 5,452 2.47 6,585 2.79 4,552 1.91 6,159 2.70
Multi-family 2,053 0.73 1,175 0.53 1,159 0.49 409 0.17 405 0.17
Total real estate loans37,843 13.51 29,766 13.46 28,417 12.02 25,030 10.49 28,517 12.48

Consumer   108,500 38.76 114,201 51.65 135,752 57.39 137,231 57.53 126,221 55.29
Commercial
business   16,959 6.06 8,971 4.07 1,049 0.45 870 0.36 454 0.20

Total fixed-rate loans 163,302 58.33 152,938 69.18 165,218 69.86 163,131 68.38 155,192 67.97

Adjustable-rate
loans:
Real estate loans
Commercial 12,303 4.40 11,353 5.14 11,728 4.96 13,370 5.61 9,423 4.13
Construction and
development 27,935 9.98 6,737 3.05 8,249 3.49 16,889 7.08 23,756 10.40

Home equity 12,917 4.61 12,353 5.59 12,871 5.44 12,609 5.29 13,290 5.83
One-to-four-family(1) 5,648 2.02 3,300 1.49 6,633 2.80 3,681 1.54 810 0.35
Multi-family 1,149 0.41 — — — — — — 3 0.01
Total real estate loans59,952 21.42 33,743 15.27 39,481 16.69 46,549 19.52 47,282 20.72

Consumer   170 0.06 5 0.01 13 0.01 24 0.01 54 0.02
Commercial
business   56,506 20.19 34,366 15.54 31,792 13.44 28,829 12.09 25,764 11.29

Total adjustable-rate
loans 116,628 41.67 68,114 30.82 71,286 30.14 75,402 31.62 73,100 32.03

Total gross loans
receivable 279,930 100.00% 221,052 100.00% 236,504 100.00% 238,533 100.00% 228,292 100.00%

Less:
Deferred costs, fees
and discounts, net (283 ) 424 223 313 280

Allowance for loan
losses (4,698 ) (4,345 ) (5,905 ) (7,405 ) (5,598 )

$274,949 $217,131 $230,822 $231,441 $222,974
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Loan Maturity and Repricing.  The following table sets forth certain information at December 31, 2012 regarding the
dollar amount of loans maturing in the portfolio based on their contractual terms to maturity, but does not include
scheduled payments or potential prepayments. Loan balances do not include undisbursed loan proceeds, unearned
discounts, unearned income and allowance for loan losses.

Real Estate

Commercial
Construction
and
Development

Home Equity One-to-Four-FamilyMulti-family Consumer Commercial
Business Total

Amount
Weighted
Average
Rate

Amount
Weighted
Average
Rate

Amount
Weighted
Average
Rate

Amount
Weighted
Average
Rate

Amount
Weighted
Average
Rate

Amount
Weighted
Average
Rate

Amount
Weighted
Average
Rate

Amount
Weighted
Average
Rate

(Dollars in thousands)
Due
During
Years
Ending
December
31,
2013(1) $7,456 4.34% $27,713 6.76% $12,918 5.03% $2,895 6.30% $148 6.00% $2,008 10.60% $58,814 5.10% $111,952 5.58%
2014 3,824 6.26 2,190 6.57 — — — — 319 4.00 1,473 8.90 4,013 3.55 11,819 5.66
2015 7,577 4.82 — — — — 544 5.50 52 6.00 2,080 8.69 2,782 6.42 13,035 5.81
2016 and
2017 3,450 4.11 249 5.00 — — 1,606 4.40 505 4.38 9,581 8.85 7,120 5.04 22,511 6.46

2018 to
2022 10,941 5.42 1,741 5.62 1,852 7.34 805 5.35 1,360 4.33 47,310 9.81 736 5.42 64,745 8.66

2023 to
2027 — — — — 370 7.67 1,788 4.17 694 5.74 39,643 7.65 — — 42,495 7.47

2028 and
following 2 5.00 — — 334 9.00 6,338 4.79 124 5.54 6,575 7.18 — — 13,373 6.07

Total $33,250 5.00% $31,893 6.67% $15,474 5.46% $13,976 5.04% $3,202 4.76% $108,670 8.76 % $73,465 5.07% $279,930 6.69%
_______________
(1) Includes demand loans, loans having no stated maturity and overdraft loans.

The total amount of loans due after December 31, 2013 which have predetermined interest rates is $147.6 million,
while the total amount of loans due after this date which have floating or adjustable interest rates is $20.4 million.

6
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Lending Authority.  The Chief Credit Officer has the authority to approve individual loans up to $3.0 million and
aggregate loans to one borrower of up to $5.0 million. The Chief Executive Officer has the authority to approve loans
up to $1.5 million. Loans in excess of $3.0 million generally require approval of the Loan Committee, which includes
members of the Board of Directors of the Bank. The Chief Credit Officer may delegate lending authority to other
individuals at levels consistent with their responsibilities.
Management has implemented a policy lending limit that it believes matches the Washington State legal lending limit.
At December 31, 2012, the Bank’s internal policy limits loans to one borrower and the borrower’s related entities to
20% of the Bank's unimpaired capital and surplus, or approximately $10.3 million at December 31, 2012. The Bank’s
largest loan or lending relationship at December 31, 2012, totaled $8.6 million and consisted of two lines of credit, the
largest was an $8.4 million warehouse line of credit secured by the underlying notes associated with mortgage loans
made to borrowers by the mortgage company. The next two largest lending relationships at December 31, 2012,
totaled $7.7 million and $6.9 million. Both of these were warehouse lines of credit, which are secured by the
underlying notes associated with mortgage loans made to borrowers by the mortgage company. The next largest
lending relationship at December 31, 2012, totaled $6.4 million and consisted of two lines of credit to a limited
liability company. One of these lines had an outstanding balance of $5.5 million secured by 42 rental homes and the
other line had an outstanding balance of $908,000 secured by six rental homes. The next largest lending relationship at
December 31, 2012, totaled $4.5 million and consisted of a master line of credit that is used to fund new and used
leases on vehicles which are perfected with a certificate of title naming the Bank as the legal owner for each lease
written and funded. At December 31, 2012, the Bank had one additional relationship that exceeded $4.0 million which
is secured by the underlying notes associated with mortgage loans made to borrowers by the mortgage company. All
of the foregoing loans were current at December 31, 2012.
Commercial Real Estate Lending. The Bank offers a variety of commercial real estate loans. Most of these loans are
secured by income producing properties, including retail centers, warehouses and office buildings located in the
market areas. The Bank also has a limited amount of loans secured by multi-family residences. At December 31,
2012, commercial real estate loans (including multi-family residential loans) totaled $36.5 million, or 13.0%, of the
gross loan portfolio.
The Bank’s loans secured by commercial real estate are originated with a fixed or variable interest rate for up to a
10-year term and a 25-year amortization. The variable rate loans are indexed to the prime rate of interest or a
short-term LIBOR rate, with rates ranging from 0.5% below the prevailing index rate to 3.0% above the prevailing
rate. Loan-to-value ratios on the Bank’s commercial real estate loans typically do not exceed 80% of the appraised
value of the property securing the loan. In addition, personal guarantees are obtained from the primary borrowers on
substantially all credits.
Loans secured by commercial real estate are generally underwritten based on the net operating income of the property
and the financial strength of the borrower. The net operating income, which is the income derived from the operation
of the property less all operating expenses, must be sufficient to cover the payments related to the outstanding debt
plus an additional coverage requirement. The Bank generally requires an assignment of rents or leases in order to be
assured that the cash flow from the project will be sufficient to repay the debt. Appraisals on properties securing
commercial real estate loans are performed by independent state certified or licensed fee appraisers. The Bank does
not generally maintain insurance or tax escrows for loans secured by commercial real estate. In order to monitor the
adequacy of cash flows on income-producing properties, the borrower is required to provide financial information on
at least an annual basis.
Loans secured by commercial real estate properties generally involve a greater degree of credit risk than one-
to-four-family residential mortgage loans. These loans typically involve large balances to single borrowers or groups
of related borrowers. Because payments on loans secured by commercial and multi-family real estate properties are
often dependent on the successful operation or management of the properties, repayment of these loans may be subject
to adverse conditions in the real estate market or the economy. If the cash flow from the project is reduced, or if leases
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are not obtained or renewed, the borrower’s ability to repay the loan may be impaired.
The Bank intends to continue to emphasize commercial real estate lending and, as a result, the Bank has assembled a
highly experienced team, with an average of over 20 years experience. The Chief Credit Officer has over 25 years of
commercial lending experience in the northwestern U.S. region, and the Chief Lending office over 20 years.
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Management has also hired experienced commercial loan officers to support the Bank’s commercial real estate lending
objectives. As the commercial loan portfolio expands, the Bank intends to bring in additional experienced personnel in
the areas of loan analysis and commercial deposit relationship management, as needed.
Construction and Development Lending. The Bank expanded its residential construction lending team in 2011 with a
focus on vertical, in-city development. This team has over 60 years of combined experience and expertise in
acquisition, development and construction (“ADC”) lending in the Puget Sound market area. The Bank has implemented
this strategy to take advantage of what is believed to be an unmet demand for construction and ADC loans to
experienced, successful and relationship driven builders in the market area after many other banks abandoned this
segment because of previous overexposure. At December 31, 2012, construction and development loans totaled $31.9
million, or 11.4%, of the gross loan portfolio and consisted of loans for commercial construction projects, primarily
for vertical construction, and $2.5 million of land acquisition and development loans.
The Bank's residential construction lending program focuses on the origination of loans for the purpose of
constructing, on both a pre-sold and speculative basis, and selling primarily one-to-four-family residences within the
market area. The Bank generally limits these types of loans to known builders and developers in the market area.
Construction loans generally provide for the payment of interest only during the construction phase, which is typically
up to 12 months. At the end of the construction phase, the construction loan is generally paid off through the sale of
the newly constructed home and a permanent loan from another lender, although commitments to convert to a
permanent loan may be made by us. Construction loans are made with a maximum loan-to-value ratio of the lower of
95% of cost or 80% of appraised value at completion. These loans generally include an interest reserve of 5% to 7% of
the loan commitment amount.
Commitments to fund construction loans generally are made subject to an appraisal of the property by an independent
licensed appraiser. The Bank also reviews and inspects each property before disbursement of funds during the term of
the construction loan. Loan proceeds are disbursed after inspection by a third party inspector based on the percentage
of completion method.
The Bank may also make land acquisition and development loans to builders or residential lot developers on a limited
basis. These loans involve a higher degree of credit risk, similar to commercial construction loans. At December 31,
2012, included in the $31.9 million of construction loans, were three residential land acquisition and development
loans for finished lots totaling $788,000 and two commercial land acquisition and development loans totaling $2.1
million. These land loans also involve additional risks because the loan amount is based on the projected value of the
lots after development. Loans are made for up to 75% of the estimated value with a term of up to two years. These
loans are required to be paid on an accelerated basis as the lots are sold, so that the Bank is repaid before all the lots
are sold.
Construction financing is generally considered to involve a higher degree of credit risk than longer-term financing on
improved, owner-occupied real estate. Risk of loss on a construction loan depends largely upon the accuracy of the
initial estimate of the value of the property at completion of construction compared to the estimated cost (including
interest) of construction and other assumptions. If the estimate of construction costs is inaccurate, the Bank may be
required to advance funds beyond the amount originally committed in order to protect the value of the property.
Additionally, if the estimate of value is inaccurate, the Bank may be confronted with a project that, when completed,
has a value that is insufficient to generate full payment. Land loans also pose additional risk because of the lack of
income being produced by the property and the potential illiquid nature of the collateral. These risks can also be
significantly affected by supply and demand conditions.
The Bank seeks to address the forgoing risks associated with construction development lending by developing and
adhering to underwriting policies, disbursement procedures and monitoring practices. Specifically, the Company (i)
seeks to diversify loans in the market area, (ii) evaluate and document the creditworthiness of the borrower and the
viability of the proposed project, (iii) limit loan-to-value ratios to specified levels, (iv) control disbursements on
construction loans on the basis of on-site inspections by bank personnel, and (v) monitor economic conditions and the
housing inventory in each market. No assurances, however, can be given that these practices will be successful in
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Home Equity Lending. The Bank has been active in second mortgage and home equity lending, with the focus of this
lending being conducted in the Bank’s primary market area. The home equity lines of credit generally have adjustable
rates tied to the prime rate of interest with a draw term of ten years and a term to maturity of 15 years.
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Monthly payments are based on 1.0% of the outstanding balance with a maximum combined loan-to-value ratios of up
to 90%, including any underlying first mortgage. Second mortgage home equity loans are typically fixed rate,
amortizing loans with terms of up to 15 years. Total second mortgage/home equity loans totaled $15.5 million, or
5.5% of the gross loan portfolio, as of December 31, 2012, $12.9 million of which were adjustable rate home equity
lines of credit. Unfunded commitments on loans and lines of credit at December 31, 2012 was $11.9 million.
Residential.  The Bank originates loans secured by first mortgages on one-to-four-family residences primarily in the
market area. The Bank originates one-to-four-family residential mortgage loans through referrals from real estate
agents, builders and from existing customers. Walk-in customers are also an important source of the Bank’s loan
originations. The Bank originated $145.7 million of one-to-four-family mortgages during 2012, of which $130.1
million were sold to investors. Of the loans sold to investors, $106.5 million were sold to Fannie Mae and/or Freddie
Mac with servicing rights retained in order to further build the relationship with the customer. At December 31, 2012,
one-to-four-family residential mortgage loans totaled $14.0 million, or 5.0%, of the gross loan portfolio, excluding
loans held for sale of $8.9 million.
The Bank will generally underwrite the one-to-four-family loans based on the applicant’s ability to repay. This
includes employment and credit history and the appraised value of the subject property. The Bank will lend up to
100% of the lesser of the appraised value or purchase price for one-to-four-family first mortgage loans. For first
mortgage loans with a loan-to-value ratio in excess of 80%, the Bank generally requires either private mortgage
insurance or government sponsored insurance in order to mitigate the higher risk level associated with higher
loan-to-value loans. Fixed-rate loans secured by one-to-four-family residences have contractual maturities of up to 30
years and are generally fully amortizing, with payments due monthly. Adjustable-rate mortgage loans generally pose
different credit risks than fixed-rate loans, primarily because as interest rates rise the borrower’s payments rise,
increasing the potential for default. Properties securing the one-to-four-family loans are appraised by independent fee
appraisers who are selected in accordance with industry and regulatory standards. The Bank requires borrowers to
obtain title and hazard insurance, and flood insurance, if necessary. Loans are generally underwritten to the secondary
market guidelines with overlays as determined by the internal underwriting department.
Consumer Lending. Consumer lending represents a significant and important historical activity for the Bank,
primarily reflecting the indirect lending through home improvement contractors and dealers. As of December 31,
2012, consumer loans totaled $108.7 million, or 38.8% of the gross loan portfolio.
The Bank’s indirect home improvement loans, also referred to as fixture secured loans, represent the largest portion of
the loan portfolio and have traditionally been the mainstay of the Company’s lending strategy. These loans totaled
$86.2 million, or 30.8% of total loans and 79.4% of total consumer loans, at December 31, 2012. Indirect home
improvement loans are originated through a network of approximately 120 home improvement contractors and dealers
located in Washington, Oregon and California. Four dealers are responsible for a majority or 50.4% of the loan
volume. These fixture secured loans consist of loans for a wide variety of products, such as replacement windows,
siding, roofs, HVAC systems and roofing materials.
In connection with fixture secured loans, the Bank receives loan applications from the dealers, and originates the loans
based on pre-defined lending criteria. The loans are processed through the loan origination software, with
approximately 40% of the loan applications receiving an automated approval based on the information provided, and
the remaining loans processed by the Bank’s credit analysts. The Bank follows the internal underwriting guidelines in
evaluating loans obtained through the indirect dealer program, including using FICO credit scores to approve loans.
The Bank’s fixture secured loans generally range in amounts from $2,500 to $50,000, and generally carry terms of up
to 15 years with fixed rates of interest. In some instances, the participating dealer may pay a fee to buy down the
borrower's interest rate to a rate below the Bank's published rate. Fixture secured loans are secured by the personal
property installed in, on or at the borrower’s real property, and may be perfected with a UCC-2 financing statement
filed in the county of the borrower’s residence. The Bank generally files a UCC-2 financing statement to perfect the
security interest in the personal property in situations where the borrower’s credit score is below 720 or the home
improvement loan is for an amount in excess of $10,000. Perfection gives the Bank a claim to the collateral that is
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interest.  The failure to perfect a security interest does not render the security interest unenforceable against the
borrower. However, failure to perfect a security interest risks avoidance of the security interest in bankruptcy or
subordination to the claims of third parties.
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The decline in home prices experienced in the market area in recent years has resulted in a lower level of demand for
home improvement loans, as homeowners are less likely to invest in existing homes if the amount owed on the
property exceeds the current fair value. Thus, the Bank has experienced a modest decline in the balances of these
types of loans. In order to maintain the Bank’s indirect home improvement loan volume, the Bank expanded this line of
business into the State of California. The Bank has currently entered the California market with a limited number of
contractors and dealers. As of December 31, 2012, the Bank had $2.5 million in loans to borrowers that reside in
California.
The Bank also offers other consumer loans, primarily secured by boats and automobiles. Recreational loans,
substantially all of which are boat loans, represent the second largest segment of the consumer loan portfolio, with the
balances increasing in recent periods as a replacement for the reduction in auto loans. As of December 31, 2012, the
recreational loan portfolio totaled $18.0 million, or 6.4% of total loans and 16.5% of total consumer loans. Boat loans
are originated with borrowers on both a direct and indirect basis and carry terms of up to 20 years, and generally have
fixed rates of interest. The Bank requires a 10% down payment, and the loan amount may be up to the lesser of 120%
of factory invoice or 90% of the purchase price.
The Bank sold 366 consumer marine loans with an aggregate principal balance of approximately $12.6 million in the
fourth quarter of 2012 to reduce interest rate risk and recognize a premium on the sale of the loans. The loans, on
average, had 15-20 year fixed amortization schedules and an average interest rate of 7.70%. Loans were sold with
short term recourse associated with the repayment characteristics (primarily past due status) of the loans that resulted
in a reserve of $67,000 being established at sale. This recourse reserve will remain in effect until June 12, 2013, at
which point the asset quality recourse agreement with the buyer ends.
Automobile loans represent a prior lending focus whereby indirect loans were originated through a dealer network
throughout the northwest region of the United States for new and used cars. However, this program has been
terminated and auto loans are currently only originated at branch office locations. The balance of auto loans has
declined substantially in recent years and totaled $2.4 million, or 0.9% of the gross loan portfolio, at December 31,
2012. Auto loans currently originated by the branches may be written for up to seven years for a new or used car with
fixed rates of interest. The Bank also originates a small number of other consumer loans, including direct home
improvement, loans on deposit and other consumer loans, which totaled $2.1 million as of December 31, 2012. These
loans generally carry fixed as well and terms up to five years.
In evaluating any consumer loan application, a borrower’s FICO score is utilized as an important indicator of credit
risk. Over the last several years the Bank has emphasized originations of loans to consumers with higher credit scores.
This has resulted in a lower level of loan charge-offs in recent periods. As of December 31, 2012, 66.4% of the
consumer loan portfolio was originated with borrowers having a FICO score over 720 at the time of origination, and
94.8% was originated with borrowers having a FICO score over 660 at the time of origination.
Consumer loans generally have shorter terms to maturity, which reduces the Bank’s exposure to changes in interest
rates. In addition, management believes that offering consumer loan products helps to expand and create stronger ties
to existing customer base by increasing the number of customer relationships and providing cross-marketing
opportunities.
Consumer and other loans generally entail greater risk than do one-to-four-family residential mortgage loans,
particularly in the case of consumer loans that are secured by rapidly depreciable assets, such as boats, automobiles
and other recreational vehicles. In these cases, any repossessed collateral for a defaulted loan may not provide an
adequate source of repayment of the outstanding loan balance. As a result, consumer loan collections are dependent on
the borrower’s continuing financial stability and, thus, are more likely to be adversely affected by job loss, divorce,
illness or personal bankruptcy. In the case of fixture secured loans, it is very difficult to repossess the personal
property securing these loans as they are typically attached to the borrower’s personal residence. Accordingly, if a
borrower defaults on a fixture secured loan the only practical recourse, due to the general small size of these loans, is
to wait until the borrower wants to sell or refinance the home, at which time if there is a perfected security interest the
Bank generally will be able to collect.
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Commercial Business Lending.  The Bank originates commercial business loans and lines of credit to local small- and
mid-sized businesses in the Puget Sound market area that are secured by accounts receivable, inventory or property,
plant and equipment. Consistent with management’s objectives to expand commercial business lending, in 2010 the
Bank commenced a mortgage warehouse lending program through which the Bank funds third party mortgage
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bankers. Under this program the Bank provides short term funding to the mortgage banking companies for the purpose
of originating residential mortgage loans for sale into the secondary market. The Bank’s warehouse lending lines are
secured by the underlying notes associated with mortgage loans made to borrowers by the mortgage banking company
and generally require guarantees from the principle shareholder(s) of the mortgage banking company. These loans are
repaid when the note is sold by the mortgage bank into the secondary market, with the proceeds from the sale used to
pay down the outstanding loan before being dispersed to the mortgage bank. At December 31, 2012, the Bank had
approved warehouse lending lines for eight companies with varying limits from $4.0 million up to $9.0 million for an
aggregate amount of $58.0 million. During the year ended December 31, 2012, the Bank processed approximately
2,000 loans and funded approximately $555.0 million under this program, with $38.9 million outstanding at December
31, 2012. In addition, the Bank recently started to offer Small Business Administration ("SBA") loans to bank
customers and had $1.9 million of SBA loans outstanding at December 31, 2012.
Commercial business loans may be fixed-rate, but are usually adjustable-rate loans indexed to the prime rate of
interest, plus a margin. Some of the commercial business loans, such as those made pursuant to the warehouse lending
program, are structured as lines of credit with terms of 12 months and interest only payments required during the term,
while other loans may reprice on an annual basis and amortize over a two to five year period. Due to the current
interest rate environment, these loans and lines of credit are generally originated with a floor, which is generally set
between 4.5% and 5.5%. Loan fees are generally charged at origination depending on the credit quality and account
relationships of the borrower. Advance rates on these types of lines are generally limited to 80% of accounts
receivable and 50% of inventory. The Bank also generally requires the borrower to establish a deposit relationship as
part of the loan approval process. At December 31, 2012, the commercial business loan portfolio totaled $73.5
million, or 26.2%, of the gross loan portfolio including warehouse lending loans.
At December 31, 2012, most of the commercial business loans were secured. The Bank’s commercial business lending
policy includes credit file documentation and analysis of the borrower’s background, capacity to repay the loan, the
adequacy of the borrower’s capital and collateral, as well as an evaluation of other conditions affecting the borrower.
Analysis of the borrower’s past, present and future cash flows is also an important aspect of credit analysis. The Bank
generally requires personal guarantees on commercial business loans. Nonetheless, commercial business loans are
believed to carry higher credit risk than residential mortgage loans. At December 31, 2012, the largest commercial
business lending relationship consisted of two loans, with an aggregate outstanding balance of $8.6 million, to a single
borrower consists of: a warehouse line of credit secured by the underlying notes associated with mortgage loans and a
line of credit secured by all business assets.
Unlike residential mortgage loans, commercial business loans, particularly unsecured loans, are made on the basis of
the borrower’s ability to make repayment from the cash flow of the borrower’s business and, therefore, are of higher
risk. The Bank makes commercial loans secured by business assets, such as accounts receivable, inventory,
equipment, real estate and cash as collateral with loan-to-value ratios of up to 80%, based on the type of collateral.
This collateral depreciates over time, may be difficult to appraise and may fluctuate in value based on the specific type
of business and equipment used. As a result, the availability of funds for the repayment of commercial business loans
may be substantially dependent on the success of the business itself (which, in turn, is often dependent in part upon
general economic conditions).
Loan Originations, Servicing, Purchases and Sales

The Bank originates both fixed-rate and adjustable-rate loans. The ability to originate loans, however, is dependent
upon customer demand for loans in the market areas. Over the past few years, the Bank has continued to originate
consumer loans, and increased emphasis on commercial real estate and commercial business lending, and to a lesser
extent construction and development lending. Demand is affected by competition and the interest rate environment. In
periods of economic uncertainty, the ability of financial institutions, including us, to originate large dollar volumes of
commercial business and real estate loans may be substantially reduced or restricted, with a resultant decrease in
interest income.
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payments and other miscellaneous services. The fees vary from time to time, generally depending on the supply of
funds and other competitive conditions in the market.

11

Edgar Filing: FS Bancorp, Inc. - Form 10-K

26



Table of Contents

The Bank will sell long-term, fixed-rate residential real estate loans in the secondary market to mitigate interest rate
risk. These loans are generally sold for cash in amounts equal to the unpaid principal amount of the loans determined
using present value yields to the buyer. These sales allowed for a servicing fee on loans when the servicing is retained
by the Bank. Most residential real estate loans sold by the Bank were sold with servicing retained. The Bank earned
mortgage servicing fees of $186,000 for the year ended December 31, 2012. At December 31, 2012, the Bank was
servicing a $130.5 million portfolio. Those servicing rights constituted a $1.1 million asset on the books on that date,
which is amortized in proportion to and over the period of the net servicing income. These mortgage servicing rights
are periodically evaluated for impairment based on their fair value, which takes into account the rates and potential
prepayments of those sold loans being serviced. The fair value of the mortgage servicing rights at December 31, 2012
was $1.1 million. See Notes 4 and 14 of the Notes to Consolidated Financial Statements included in Item 8., “Financial
Statements and Supplementary Data” of this Form 10-K.

The following table presents the activity related to loans serviced for others.

Beginning balance at December 31, 2011 (In thousands)
One-to-four-family $43,708
Commercial SBA 2,087
Subtotal 45,795
Additions
One-to-four-family 106,513
Commercial SBA —
Subtotal 106,513
Repayments
One-to-four-family (21,647 )
Commercial SBA (172 )
Subtotal (21,819 )
Ending balance at December 31, 2012
One-to-four-family 128,574
Commercial SBA 1,915
Total $130,489

Sales of whole real estate loans and participations in real estate loans can be beneficial to us since these sales generally
generate income at the time of sale, produce future servicing income on loans where servicing is retained, provide
funds for additional lending and other investments, and increase liquidity.
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The following table shows total loans originated, purchased, sold and repaid during the periods indicated.
Years ended December 31,
2012 2011
(In thousands)

Originations by type:
Fixed-rate:
Commercial $2,379 $6,436
Construction and development 250 1,302
Home equity 914 —
One-to-four-family (1) 4,076 44
Loans held for sale (2) 138,999 —
Multi-family 1,895 31
Consumer 43,663 26,254
Commercial business (excluding warehouse lines) 8,767 8,098
Total fixed-rate 200,943 42,165

Adjustable- rate:
Commercial 2,536 163
Construction and development 67,004 5,475
Home equity 2,237 4,007
One-to-four-family (1) 3,913 533
Multi-family 1,199 —
Consumer 213 —
Commercial business (excluding warehouse lines) 14,116 12,956
Warehouse lines, net 21,542 17,405
Total adjustable-rate 112,760 40,539
Total loans originated 313,703 82,704

Sales and repayments:
Commercial — 2,100
Loans held for sale 130,130 —
Consumer 12,597 —
Commercial business — 1,470
Total loans sold 142,727 3,570
Total principal repayments 103,228 94,586
Total reductions 245,955 98,156
Net increase (decrease) $67,748 $(15,452 )

(1) One-to-four-family portfolio loans.
(2) One-to-four-family held for sale loans are included as fixed rate originations.

Asset Quality

When a borrower fails to make a required payment on a residential real estate loan, the Bank attempts to cure the
delinquency by contacting the borrower. In the case of loans secured by residential real estate, a late notice typically is
sent 16 days after the due date, and the borrower is contacted by phone within 16 to 25 days after the due date. When
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the loan is 30 days past due, an action plan is formulated for the credit under the direction of the Manager of the Loan
Control department. Generally, a delinquency letter is mailed to the borrower. All delinquent accounts are reviewed
by a loan control representative who attempts to cure the delinquency by contacting the borrower once the loan is 30

13

Edgar Filing: FS Bancorp, Inc. - Form 10-K

29



Table of Contents

days past due. If the account becomes 60 days delinquent and an acceptable repayment plan has not been agreed upon,
a loan control representative will generally refer the account to legal counsel with instructions to prepare a notice of
intent to foreclose. The notice of intent to foreclose allows the borrower up to 30 days to bring the account current.
Between 90 - 120 days past due, a value is obtained for the loan collateral. At that time, a mortgage analysis is
completed to determine the loan-to-value ratio and any collateral deficiency. If foreclosed, generally the Bank takes
title to the property and sells it directly through a real estate broker.
Delinquent consumer loans are handled in a similar manner. Appropriate action is taken in the form of phone calls and
notices to collect any loan payment that is delinquent more than 16 days. Once the loan is 90 days past due, it is
classified as non-accrual. Generally, credits are charged off if past due 120 days, unless the collections department
provides support for continuing its collection efforts. Bank procedures for repossession and sale of consumer
collateral are subject to various requirements under the applicable consumer protection laws as well as other
applicable laws and the determination by us that it would be beneficial from a cost basis.
Delinquent commercial business loans and loans secured by commercial real estate are handled by the loan officer in
charge of the loan, who is responsible for contacting the borrower. The loan officer works with outside counsel and, in
the case of real estate loans, a third party consultant to resolve problem loans. In addition, management meets as
needed and reviews past due and classified loans, as well as other loans that management feels may present possible
collection problems, which are reported to the loan committee and the board on a monthly basis. If an acceptable
workout of a delinquent commercial loan cannot be agreed upon, the Bank generally will initiate foreclosure or
repossession proceedings on any collateral securing the loan.
The following table shows delinquent loans by the type of loan and number of days delinquent as of December 31,
2012.

Loans Delinquent For:

60-89 Days 90 Days and Over Total Loans Delinquent
60 Days or More

Number Amount
Percent of
Loan
Category

Number Amount
Percent of
Loan
Category

Number Amount
Percent of
Loan
Category

(Dollars in thousands)
Real estate loans
Commercial — $— — % 1 $783 2.35 % 1 $783 2.35 %
Construction and
development — — — — — — — — —

Home equity 9 484 3.13 5 248 1.60 14 732 4.73
One-to-four-family — — — 2 344 2.46 2 344 2.46
Multi-family — — — — — — — — —
Total real estate loans 9 484 0.49 8 1,375 1.41 17 1,859 1.90

Consumer
Indirect home
improvement 39 300 0.35 39 295 0.34 78 595 0.69

Recreational 1 2 0.01 — — — 1 2 0.01
Automobile 1 1 0.04 2 10 0.42 3 11 0.46
Home improvement — — — 1 32 4.92 1 32 4.92
Other 2 11 0.79 — — — 2 11 0.79
Total consumer loans 43 314 0.29 42 337 0.31 85 651 0.60
Commercial business
loans — — — 2 194 0.26 2 194 0.26
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Total 52 $798 0.29 % 52 $1,906 0.68 % 104 $2,704 0.97 %
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Non-performing Assets.  The following table sets forth information with respect to the Bank’s non-performing assets.
December 31,
2012 2011 2010 2009 2008

Non-accruing loans: (Dollars in thousands)
Real estate loans
Commercial $783 $— $1,201 $— $—
Construction and development — 623 2,175 6,758 1,953
Home equity 248 267 574 40 87
One-to-four-family 344 412 211 — —
Total real estate loans 1,375 1,302 4,161 6,798 2,040

Consumer loans
Indirect home improvement 295 454 522 276 308
Recreational — 1 38 119 32
Automobile 10 23 54 35 62
Home improvement 32 — 75 3 —
Other — 20 3 60 16
Total consumer loans 337 498 692 493 418
Commercial business loans   194 427 1,387 — —
Total non-accruing loans 1,906 2,227 6,240 7,291 2,458

Accruing loans delinquent more than 90
days:
Home equity — — 62 163 30
Total accruing loans delinquent more than
90 days — — 62 163 30

Real estate owned   2,127 4,589 3,701 5,484 —

Repossessed automobiles, recreational
vehicles   31 78 78 130 44

Total non-performing assets $4,064 $6,894 $10,081 $13,068 $2,532

Restructured loans (1) $3,260 $3,249 $1,508 $— $—

Total non-performing assets as a percentage
of total assets 1.13 % 2.43 % 3.45 % 4.64 % 0.99 %

(1) $892,000 of restructured loans are included in non-accural loan categories above.

For the year ended December 31, 2012, gross interest income which would have been recorded had the non-accruing
loans been current in accordance with their original terms amounted to $66,000. The amount that was included in
interest income on such loans was $14,000.
Real Estate Owned and Repossessed Property.  Real estate acquired by the Company as a result of foreclosure or by
deed-in-lieu of foreclosure is classified as real estate owned until it is sold. When the property is acquired, it is
recorded at the lower of its cost, which is the unpaid principal balance of the related loan plus foreclosure costs, or the
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December 31, 2012, totaling $2.1 million, consisting of two $1.3 million residential lot developments, one $740,000
commercial
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building/lot, one $93,000 condo conversion. The Company had repossessed property totaling $31,000 at December
31, 2012.
Restructured Loans.  According to generally accepted accounting principles ("GAAP"), the Bank is required to
account for certain loan modifications or restructuring as a “troubled debt restructuring.” In general, the modification or
restructuring of a debt is considered a troubled debt restructuring if the Bank, for economic or legal reasons related to
the borrower’s financial difficulties, grant a concession to the borrowers that would not otherwise be considered. The
Bank had seven restructured loans as of December 31, 2012, totaling $3.3 million, of which $2.4 million of the four
restructured loans have performed as agreed for over six months and are listed as accrual loans. The remaining three
loans totaling $892,000 are secured by a single family residential loans, a commercial business loan, and a
commercial real estate loan, which are included in non-accruing loans in the table above.
Other Assets Especially Mentioned.  At December 31, 2012, there was approximately $675,000 of loans with respect
to which known information about the possible credit problems of the borrowers have caused management to have
doubts as to the ability of the borrowers to comply with present loan repayment terms and which may result in the
future inclusion of such items in the non-performing asset categories.
Classified Assets.  Federal regulations provide for the classification of lower quality loans and other assets (such as
other real estate owned and repossessed property), debt and equity securities, as substandard, doubtful or loss. An
asset is considered substandard if it is inadequately protected by the current net worth and pay capacity of the
borrower or of any collateral pledged. Substandard assets include those characterized by the distinct possibility that
the Bank will sustain some loss if the deficiencies are not corrected. Assets classified as doubtful have all the
weaknesses inherent in those classified substandard with the added characteristic that the weaknesses present make
collection or liquidation in full highly questionable and improbable, on the basis of currently existing facts, conditions
and values. Assets classified as loss are those considered uncollectible and of such little value that their continuance as
assets without the establishment of a specific loss reserve is not warranted.
When the Bank classifies problem assets as either substandard or doubtful, a specific allowance may be established in
an amount deemed prudent to address specific impairments. General allowances represent loss allowances which have
been established to recognize the inherent risk associated with lending activities, but which, unlike specific
allowances, have not been specifically allocated to particular problem assets. When an insured institution classifies
problem assets as a loss, it is required to charge off those assets in the period in which they are deemed uncollectible.
The Bank’s determination as to the classification of assets and the amount of valuation allowances is subject to review
by the FDIC and the DFI, which can order the establishment of additional loss allowances. Assets which do not
currently expose the Bank to sufficient risk to warrant classification in one of the aforementioned categories but
possess weaknesses are required to be designated as special mention.
In connection with the filing of periodic reports with the FDIC and in accordance with the Bank’s classification of
assets policy, the Bank regularly reviews the problem assets in the portfolio to determine whether any assets require
classification in accordance with applicable regulations. On the basis of the review of the Bank’s assets, as of
December 31, 2012, the Bank had classified $4.3 million of assets. The $4.3 million of classified assets represented
7.1% of equity and 1.2% of total assets as of December 31, 2012. At December 31, 2012 the Bank had classified
$675,000 of loans as special mention.
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Allowance for Loan Losses

The Bank maintains an allowance for loan losses to absorb probable incurred credit losses in the loan portfolio. The
allowance is based on ongoing, monthly assessments of the estimated probable incurred losses in the loan portfolio. In
evaluating the level of the allowance for loan losses, management considers the types of loans and the amount of loans
in the loan portfolio, peer group information, historical loss experience, adverse situations that may affect the
borrower’s ability to repay, estimated value of any underlying collateral, and prevailing economic conditions. Large
groups of smaller balance homogeneous loans, such as residential real estate, small commercial real estate, home
equity and consumer loans, are evaluated in the aggregate using historical loss factors and peer group data adjusted for
current economic conditions. More complex loans, such as commercial real estate loans and commercial business
loans, are evaluated individually for impairment, primarily through the evaluation of net operating income and
available cash flow and their possible impact on collateral values.
The allowance is increased by the provision for loan losses, which is charged against current period earnings and
decreased by the amount of actual loan charge-offs, net of recoveries.
The provision for loan losses was $2.9 million for the year ended December 31, 2012. The allowance for loan losses
was $4.7 million or 1.7% of total loans at December 31, 2012 as compared to $4.3 million, or 2.0% of total loans
outstanding at December 31, 2011. The level of the allowance is based on estimates, and the ultimate losses may vary
from the estimates. Management will continue to review the adequacy of the allowance for loan losses and make
adjustments to the provision for loan losses based on loan growth, economic conditions, charge-offs and portfolio
composition.
Assessing the allowance for loan losses is inherently subjective as it requires making material estimates, including the
amount and timing of future cash flows expected to be received on impaired loans that may be susceptible to
significant change. In the opinion of management, the allowance, when taken as a whole, reflects estimated probable
loan losses in the loan portfolio. See Notes 1 and 3 of the Notes to Consolidated Financial Statements included in Item
8, “Financial Statements and Supplementary Data” of this Form 10-K.

17

Edgar Filing: FS Bancorp, Inc. - Form 10-K

35



Table of Contents

     The following table summarizes the distribution of the allowance for loan losses by loan category.
December 31,
2012 2011 2010 2009 2008

Amount

Percent
of
loans in
each
category
to
total
loans

Amount

Percent
of
loans in
each
category
to
total
loans

Amount

Percent
of
loans in
each
category
to
total
loans

Amount

Percent
of
loans in
each
category
to
total
loans

Amount

Percent
of
loans in
each
category
to
total
loans

(Dollars in thousands)
Allocated at end of
year to (1):
Real estate loans
Commercial $247 11.88 % $218 13.09 % $246 11.86 % $370 12.20 % $2,513 11.33 %
Construction and
development 557 11.39 206 4.59 670 4.15 1,751 7.29 505 10.45

Home equity 598 5.53 242 6.56 265 6.62 191 6.90 170 8.19
One-to-four-family277 4.99 181 3.96 170 5.59 59 3.45 16 3.05
Multi-family 21 1.14 9 0.53 5 0.49 2 0.17 1 0.18
Total real estate
loans 1,700 34.93 856 28.73 1,356 28.71 2,373 30.01 3,205 33.20

Consumer loans
Indirect home
improvement 1,862 30.82 2,205 36.70 2,580 40.10 2,108 37.68 1,188 32.94

Recreational 247 6.42 412 11.07 544 10.19 633 7.55 197 5.33
Automobile 31 0.86 279 2.64 405 5.35 931 9.79 583 13.37
Home
improvement 17 0.23 20 0.42 47 0.55 64 0.72 54 0.96

Other 21 0.50 38 0.83 68 1.21 168 1.80 125 2.71
Total consumer
loans 2,178 38.83 2,954 51.66 3,644 57.40 3,904 57.54 2,147 55.31

Commercial
business loans 820 26.24 535 19.61 905 13.89 1,128 12.45 246 11.49

Total $4,698 100.00 % $4,345 100.00 % $5,905 100.00 % $7,405 100.00 % $5,598 100.00 %

(1) Unallocated allowance for loan losses has been allocated to the appropriate loan categories based on a percentage
of the loan receivables balance for that category.
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Management believes that it uses the best estimate information available to determine the allowance for loan losses.
However, unforeseen market conditions could result in adjustments to the allowance for loan losses and net income
could be significantly affected, if circumstances differ substantially from the assumptions used in determining the
allowance. The following table sets forth an analysis of the allowance for loan losses at the dates and for the periods
indicated.

Years ended December 31,
2012 2011 2010 2009 2008
(Dollars in thousands)

Balance at beginning of year $4,345 $5,905 $7,405 $5,598 $2,744

Charge-offs:
Real estate loans
Commercial 48 152 — — —
Construction and development 94 38 1,529 1,436 843
Home equity 381 435 163 160 18
One-to-four-family 257 11 32 — —
Total real estate loans 780 636 1,724 1,596 861
Consumer loans
Indirect home improvement 2,156 2,497 2,490 2,195 1,006
Recreational 203 372 413 545 93
Automobile 137 507 637 1,380 615
Home improvement — 52 76 35 11
Other 85 91 178 174 112
Total consumer loans 2,581 3,519 3,794 4,329 1,837
Commercial business loans   179 684 175 — —
Total charge-offs 3,540 4,839 5,693 5,925 2,698

Recoveries:
Real estate loans
Home equity 9 30 — — 60
Total real estate loans 9 30 — — 60
Consumer loans
Indirect home improvement 630 528 351 262 269
Recreational 107 52 70 53 36
Automobile 171 252 275 305 178
Home improvement 8 14 — 1 1
Other 36 34 17 44 71
Total consumer loans 952 880 713 665 555
Commercial business loans 19 — — — —

Total recoveries 980 910 713 665 615

Net charge-offs 2,560 3,929 4,980 5,260 2,083
Additions charged to operations 2,913 2,369 3,480 7,067 4,937
Balance at end of year $4,698 $4,345 $5,905 $7,405 $5,598
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Net charge-offs during the year to
 average loans outstanding during the
year

1.03 % 1.81 % 2.11 % 2.27 % 1.00 %

Net charge-offs during the year to
average non-performing assets 46.72 % 0.51 % 47.40 % 89.36 % 148.57 %

Allowance as a percentage of
non-performing loans 246.48 % 195.11 % 93.70 % 99.34 % 225.00 %

Allowance as a percentage of gross
loans receivable (end of year) 1.68 % 1.97 % 2.50 % 3.10 % 2.45 %
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Investment Activities

General.  Under Washington law, savings banks are permitted to invest in various types of liquid assets, including
U.S. Treasury obligations, securities of various federal agencies, certain certificates of deposit of insured banks and
savings institutions, banker’s acceptances, repurchase agreements, federal funds, commercial paper, investment grade
corporate debt securities, and obligations of states and their political sub-divisions.
The Chief Financial Officer has the responsibility for the management of the Bank’s investment portfolio, subject to
consultation with the Chief Executive Officer, and the direction and guidance of the board of directors. Various
factors are considered when making investment decisions, including the marketability, maturity and tax consequences
of the proposed investment. The maturity structure of investments will be affected by various market conditions,
including the current and anticipated slope of the yield curve, the level of interest rates, the trend of new deposit
inflows, and the anticipated demand for funds via deposit withdrawals and loan originations and purchases.
The general objectives of the Bank’s investment portfolio will be to provide liquidity when loan demand is high, to
assist in maintaining earnings when loan demand is low and to maximize earnings while satisfactorily managing risk,
including credit risk, reinvestment risk, liquidity risk and interest rate risk. See Item 7., “Management’s Discussion and
Analysis of Financial Condition and Results of Operations – Asset and Liability Management and Market Risk” of this
Form 10-K.
As a member of the FHLB of Seattle, the Bank had $1.8 million in stock of the FHLB of Seattle at December 31,
2012. For the year ended December 31, 2012, the Bank received no dividends from the FHLB of Seattle. During
2012, the FHLB of Seattle repurchased approximately $32,000 in excess stock at par from the Bank, resulting in a
reduction in the balance of stock at the Bank.
The table below sets forth information regarding the composition of the securities portfolio and other investments at
the dates indicated. At December 31, 2012, the securities portfolio did not contain securities of any issuer with an
aggregate book value in excess of 10% of equity capital, excluding those issued by the United States Government or
its agencies.

December 31,
2012 2011 2010
Book
Value

Fair
Value

Book
Value

Fair
Value

Book
Value

Fair
Value

(In thousands)
Securities available-for-sale
Federal agency securities $12,287 $12,552 $14,202 $14,329 $6,175 $6,086
Corporate securities 2,492 2,488 — — — —
Municipal bonds 8,863 9,060 3,905 4,005 1,144 1,103
Mortgage-backed securities 18,766 19,213 8,476 8,565 434 453
Total securities available-for-sale 42,408 43,313 26,583 26,899 7,753 7,642

Federal Home Loan Bank stock 1,765 1,765 1,797 1,797 1,797 1,797

Total securities $44,173 $45,078 $28,380 $28,696 $9,550 $9,439
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The composition and contractual maturities of the investment portfolio at December 31 2012, excluding FHLB stock,
are indicated in the following table. The yields on municipal bonds have not been computed on a tax equivalent basis.

December 31, 2012

1 year or less Over 1 year to 5
years

Over 5 to 10
years Over 10 years Total Securities

Amortized
Cost

Weighted
Average
Yield

Amortized
Cost

Weighted
Average
Yield

Amortized
Cost

Weighted
Average
Yield

Amortized
Cost

Weighted
Average
Yield

Amortized
Cost

Weighted
Average
Yield

Fair
Value

(Dollars in thousands)
Securities
available-for-sale
Federal agency
securities $505 1.15 % $2,832 1.39 % $8,433 2.02 % $517 1.57 % $12,287 1.82 % $12,552

Corporate
securities — — 1,992 0.91 500 1.55 — — 2,492 1.04 2,488

Municipal bonds — — 2,145 2.09 2,496 1.95 4,222 2.85 8,863 2.41 9,060
Mortgage-backed
securities — — — — 5,616 1.74 13,150 2.43 18,766 2.22 19,213

Total securities
available-for-sale $505 1.15 % $6,969 1.47 % $17,045 1.90 % $17,889 2.51 % $42,408 2.08 % $43,313
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Deposit Activities and Other Sources of Funds

General.  Deposits, borrowings and loan repayments are the major sources of funds for lending and other investment
purposes. Scheduled loan repayments are a relatively stable source of funds, while deposit inflows and outflows and
loan prepayments are influenced significantly by general interest rates and market conditions. Borrowings from the
FHLB of Seattle are used to supplement the availability of funds from other sources and also as a source of term funds
to assist in the management of interest rate risk.
The Bank’s deposit composition reflects a mixture with certificates of deposit accounting for approximately 36.1% of
the total deposits at December 31, 2012 and interest and noninterest-bearing checking, savings and money market
accounts comprising the balance of total deposits. The Bank relies on marketing activities, convenience, customer
service and the availability of a broad range of deposit products and services to attract and retain customer deposits.
The Bank also had $13.9 million of brokered deposits at December 31, 2012 with terms averaging 3.6 years which
were used to manage interest rate risk.
Deposits.  Deposits are attracted from within the market area through the offering of a broad selection of deposit
instruments, including checking accounts, money market deposit accounts, savings accounts and certificates of deposit
with a variety of rates. Deposit account terms vary according to the minimum balance required, the time periods the
funds must remain on deposit and the interest rate, among other factors. In determining the terms of the Bank’s deposit
accounts, the Bank considers the development of long term profitable customer relationships, current market interest
rates, current maturity structure and deposit mix, customer preferences and the profitability of acquiring customer
deposits compared to alternative sources.
The following table sets forth total deposit activities for the periods indicated.

Years Ended December 31,
2012 2011 2010
(Dollars in thousands)

Beginning balance $246,418 $243,957 $230,985
Net deposits (withdrawals) before interest credited 40,323 (365 ) 9,304
Interest credited 2,208 2,826 3,668
Net increase in deposits 42,531 2,461 12,972
Ending balance $288,949 $246,418 $243,957
Percent increase 17.26 % 1.01 % 5.62 %

22

Edgar Filing: FS Bancorp, Inc. - Form 10-K

41



Table of Contents

The following table sets forth the dollar amount of savings deposits in the various types of deposits programs the Bank
offered at the dates indicated.

December 31,
2012 2011
Amount Percent of Total Amount Percent of Total
(Dollars in thousands)

Transactions and Savings Deposits
Interest-bearing checking $24,348 8.43 % $20,669 8.39 %
Noninterest-bearing checking 34,165 11.82 19,254 7.81
Savings 11,812 4.09 11,567 4.69
Money market 114,246 39.54 99,022 40.18
Total transaction and savings deposits 184,571 63.88 150,512 61.07

Certificates
0.00 – 1.99% 84,294 29.17 65,421 26.55
2.00 – 3.99% 19,489 6.74 29,167 11.84
4.00 – 5.99% 595 0.21 1,312 0.53
6.00 – 7.99% — — — —
8.00 – 9.99% — — 6 0.01
10.00 and over — — — —
Total certificates 104,378 36.12 95,906 38.93
Total deposits $288,949 100.00 % $246,418 100.00 %
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The following table sets forth the rate and maturity information of time deposit certificates at December 31, 2012.

0.00-
1.99%

2.00-
3.99%

4.00-
5.99%

6.00-
7.99%

8.00-
9.99%

10.00%
or
greater

Total Percent
of Total

(Dollars in thousands)
Certificate accounts
maturing in quarter
ending:

March 31, 2013 $4,906 $447 $85 $— $— $— $5,438 5.22 %
June 30, 2013 4,424 52 — — — — 4,476 4.29
September 30, 2013 4,797 784 120 — — — 5,701 5.46
December 31, 2013 13,159 1,830 209 — — — 15,198 14.56
March 31, 2014 3,212 312 181 — — — 3,705 3.55
June 30, 2014 10,870 427 — — — — 11,297 10.82
September 30, 2014 2,584 298 — — — — 2,882 2.76
December 31, 2014 10,451 553 — — — — 11,004 10.54
March 31, 2015 4,272 344 — — — — 4,616 4.42
June 30, 2015 9,602 1,439 — — — — 11,041 10.58
September 30, 2015 301 6,247 — — — — 6,548 6.27
December 31, 2015 4,476 6,113 — — — — 10,589 10.15
Thereafter 11,240 643 — — — — 11,883 11.38
Total $84,294 $19,489 $595 $— $— $— $104,378 100.00 %
Percent of total 80.76 % 18.67 % 0.57 % — % — % — % 100.00 %

The following table indicates the amount of jumbo certificates of deposit by time remaining until maturity as of
December 31, 2012. Jumbo certificates of deposit are certificates in amounts of $100,000 or more.

Maturity

3 Months
or Less

Over
3 to 6
Months

Over
6 to 12
Months

Over
12 Months Total

(In thousands)
Certificates of deposit less than $100,000 $2,840 $2,661 $6,301 $28,317 $40,119
Certificates of deposit of $100,000 to
$250,000 1,933 1,062 12,090 28,725 43,810

Certificates of deposit of $250,000 or
more 665 753 2,508 16,523 20,449

Total certificates of deposit $5,438 $4,476 $20,899 $73,565 $104,378

The Federal Reserve requires the Bank to maintain reserves on transaction accounts or non-personal time deposits.
These reserves may be in the form of cash or noninterest-bearing deposits with the Federal Reserve Bank of San
Francisco. Negotiable order of withdrawal (NOW) accounts and other types of accounts that permit payments or
transfers to third parties fall within the definition of transaction accounts and are subject to the reserve requirements,
as are any non-personal time deposits at a savings bank. As of December 31, 2012, the Bank’s deposit with the Federal
Reserve Bank of San Francisco and vault cash exceeded the reserve requirements.

24

Edgar Filing: FS Bancorp, Inc. - Form 10-K

43



Edgar Filing: FS Bancorp, Inc. - Form 10-K

44



Table of Contents

Borrowings.  Although customer deposits are the primary source of funds for lending and investment activities, the
Bank does use advances from the FHLB of Seattle, and to a lesser extent federal funds purchased to supplement the
supply of lendable funds, to meet short-term deposit withdrawal requirements and also to provide longer term funding
to better match the duration of selected loan and investment maturities.
As one of the Bank’s capital management strategies, the Bank has used advances from the FHLB of Seattle to fund
loan originations in order to increase net interest income. Depending upon the retail banking activity, the Bank will
consider and may undertake additional leverage strategies within applicable regulatory requirements or restrictions.
These borrowings would be expected to primarily consist of FHLB of Seattle advances.
As a member of the FHLB of Seattle, the Bank is required to own capital stock in the FHLB of Seattle and authorized
to apply for advances on the security of that stock and certain mortgage loans and other assets (principally securities
which are obligations of, or guaranteed by, the U.S. Government) provided certain creditworthiness standards have
been met. Advances are individually made under various terms pursuant to several different credit programs, each
with its own interest rate and range of maturities. Depending on the program, limitations on the amount of advances
are based on the financial condition of the member institution and the adequacy of collateral pledged to secure the
credit. The Bank maintains a committed credit facility with the FHLB of Seattle that provides for immediately
available advances up to an aggregate of $27.6 million. At December 31, 2012, outstanding advances from the FHLB
of Seattle totaled $6.8 million. At December 31, 2012, the Bank had $67.5 million additional short-term borrowing
capacity with the Federal Reserve Bank. The Bank also has a $6.0 million unsecured, variable rate, over-night
short-term borrowing line of credit with Pacific Coast Bankers' Bank, of which none was outstanding at December 31,
2012.
The following tables set forth information regarding borrowings at the end of and during the years indicated. The
tables include both long- and short-term borrowings.

Year Ended December 31,
2012 2011 2010

Maximum balance: (Dollars in thousands)
FHLB advances $21,840 $30,900 $18,000
Federal Reserve Bank $— $1,000 $37,000
Pacific Coast Bankers' Bank $2,000 $— $—

Average balances:
FHLB advances $7,636 $5,741 $4,879
Federal Reserve Bank $— $3 $2,620
Pacific Coast Bankers' Bank $6 $— $—

Weighted average interest rate:
FHLB advances 0.91 % 1.07 % 1.42 %
Federal Reserve Bank — % 0.75 % 0.29 %
Pacific Coast Bankers' Bank 1.10 % — % — %

At December 31,
2012 2011 2010

Balance outstanding at end of year (Dollars in thousands)
FHLB advances $6,840 $8,900 $21,900
Total borrowings $6,840 $8,900 $21,900

Weighted average interest rate of:
FHLB advances 1.96 % 2.08 % 1.42 %
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Subsidiary and Other Activities

The Company has one active subsidiary, the Bank, and the Bank has one inactive subsidiary. The Bank had no capital
investment in the inactive subsidiary as of December 31, 2012.
Competition

The Bank faces strong competition in attracting deposits. Competition in originating real estate loans comes primarily
from other savings institutions, commercial banks, credit unions, life insurance companies and mortgage bankers.
Other savings institutions, commercial banks, credit unions and finance companies provide vigorous competition in
consumer lending, including indirect lending. Commercial business competition is primarily from local commercial
banks. The Bank competes by delivering high-quality, personal service to customers that result in a high level of
customer satisfaction.
The market area has a high concentration of financial institutions, many of which are branches of large money center
and regional banks that have resulted from the consolidation of the banking industry in Washington and other western
states. These include such large national lenders as Wells Fargo, Bank of America, Chase and others in the Bank’s
market area that have greater resources and offer services that the Bank does not provide. For example, the Bank does
not offer trust services. Customers who seek “one-stop shopping” may be drawn to institutions that offer services that
the Bank does not.
The Bank attracts deposits through the branch office system. Competition for those deposits is principally from other
savings institutions, commercial banks and credit unions located in the same community, as well as mutual funds and
other alternative investments. The Bank competes for these deposits by offering superior service and a variety of
deposit accounts at competitive rates. Based on the most recent branch deposit data provided by the FDIC, as of June
30, 2012, 1st Security Bank of Washington’s share of deposits in the market area was less than one percent.
Employees

At December 31, 2012, the Company had 129 full-time employees and two part-time employees. Company employees
are not represented by any collective bargaining group. The Company considers employee relations to be good.

Executive Officers. The following table sets forth information with respect to the executive officers of the Company
and the Bank.

Position
Name Age (1) Company Bank

Joseph C. Adams 53 Director and
Chief Executive Officer

Director and
Chief Executive Officer

Matthew D. Mullet 34 Chief Financial Officer, Treasurer and
Secretary Chief Financial Officer

Steven L. Haynes 63 — Chief Credit Officer

Dennis V. O’Leary 45 — Chief Lending Officer

Drew B. Ness 48 — Chief Operating Officer

(1)As of December 31, 2012.
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Set forth below is certain information regarding the executive officers of the Company and the Bank. There are no
family relationships among or between the executive officers.

Joseph C. Adams, age 53, is a director and has been the Chief Executive Officer of 1st Security Bank of Washington
since July 2004. He joined 1st Security Bank of Washington in April 2003 as its Chief Financial Officer. Mr. Adams
served as Supervisory Committee Chairperson from 1993 to 1999 when the bank was Washington’s Credit Union. Mr.
Adams is a lawyer having worked for Deloitte as a tax consultant, K&L Gates as a lawyer and then at Univar USA as
a lawyer and Director, Regulatory Affairs. Mr. Adams received a Masters Degree equivalent from the Pacific Coast
Banking School. Mr. Adams’ legal and accounting backgrounds, as well as his duties as Chief Executive Officer of 1st
Security Bank of Washington, bring a special knowledge of the financial, economic and regulatory challenges faced
by the Bank which makes him as well suited to educating the Board on these matters.

Matthew D. Mullet, age 34, joined 1st Security Bank of Washington in July 2011 and was appointed Chief Financial
Officer in September 2011.  Mr. Mullet started his banking career in June 2000 as a financial examiner with the
Washington Department of Financial Institutions, Division of Banks, where he worked until October 2004.  From
October 2004 until August 2010, Mr. Mullet was employed at Golf Savings Bank, Mountlake Terrace, WA, where he
served in several financial capacities, including as Chief Financial Officer from May 2007 until August 2010.  In
August 2010, Golf Savings Bank was merged with Sterling Savings Bank, where Mr. Mullet held the position as
Senior Vice President of the Home Loan Division until resigning and commencing work at 1st Security Bank of
Washington.

Steven L. Haynes, age 63, joined 1st Security Bank of Washington as Chief Lending Officer in November 2005, after
a 23 year career at US Bank. His responsibilities currently include commercial, consumer and real estate lending. Mr.
Haynes held several senior lending positions at US Bank in commercial lending- middle-market, national and
international and credit review. He left as a Senior Vice President - Commercial Lending. Prior to US Bank, Mr.
Haynes held international and middle-market lending positions at Rainier Bank and Bank of America. He has been
involved in downtown associations and arts related boards in Seattle and Bellevue. He currently is a member of the
Woodland Park Zoo Board where he is chair of the Audit Committee and member of the Executive and Finance
Committees.

Dennis V. O’Leary, age 45, joined 1st Security Bank of Washington as Senior Vice President – Consumer, Small
Business and Construction Lending in August 2011 and currently holds the position of Chief Lending Officer. Prior to
his employment with the Bank, Mr. O’Leary previously was employed by Sterling Savings Bank from July 2006 until
August 2011 as Senior Vice President and Puget Sound Regional Director of the residential construction lending
division. Sterling Savings Bank acquired Golf Savings Bank in 2006 where Mr. O’Leary had served as Executive Vice
President, Commercial Real Estate Lending, having previously served in various senior lending positions at Golf
Savings Bank since June 1985.

Drew B. Ness, age 48, joined 1st Security Bank of Washington as Chief Operating Officer in September 2008. Mr.
Ness has 23 years of diverse banking experience, including retail branch sales and service, branch network
management, and national customer service training experience. He served as Vice President and Manager of the
Corporate Deposit Operations Department for Washington Federal Savings, Seattle Washington from February 2008
until August 2008, following its acquisition of First Mutual Bank. Mr. Ness served as Vice President and
Administrative/Operations Manager of the Retail Banking Group at First Mutual Bank, Bellevue, Washington from
June 2004 through February 2008, and in various management positions for Bank of America in Seattle, Washington
and Newport Beach, California prior to that.
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HOW WE ARE REGULATED
The following is a brief description of certain laws and regulations applicable to FS Bancorp and 1st Security Bank of
Washington. Descriptions of laws and regulations here and elsewhere in this Form 10-K do not purport to be complete
and are qualified in their entirety by reference to the actual laws and regulations. Legislation is introduced from time
to time in the United States Congress or the Washington State Legislature that may affect the operations of FS
Bancorp and 1st Security Bank of Washington. In addition, the regulations governing the Company and the Bank
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may be amended from time to time. Any such legislation or regulatory changes in the future could adversely affect our
operations and financial condition.
The Dodd-Frank Wall Street Reform and Consumer Protection Act (the “Dodd-Frank Act”) enacted in 2010 imposes
new restrictions and an expanded framework of regulatory oversight for financial institutions, including depository
institutions. The following discussion summarizes significant aspects of the Dodd-Frank Act that may affect 1st
Security Bank of Washington and FS Bancorp. For certain of these changes, implementing regulations have not been
promulgated, so we cannot determine the full impact of the Dodd-Frank Act on our business and operations at this
time.
The following aspects of the Dodd-Frank Act are related to the operations of 1st Security Bank of Washington:

• 

The Consumer Financial Protection Bureau (“CFPB”), an independent consumer compliance regulatory agency
within the Federal Reserve has been established. The CFPB is empowered to exercise broad regulatory,
supervisory and enforcement authority over financial institutions with total assets of over $10 billion with
respect to both new and existing consumer financial protection laws. Financial institutions with assets of less
than $10 billion, like 1st Security Bank of Washington, will continue to be subject to supervision and
enforcement by their primary federal banking regulator with respect to federal consumer financial protection
laws. The CFPB also has authority to promulgate new consumer financial protection regulations and amend
existing consumer financial protection regulations;

• The Federal Deposit Insurance Act was amended to direct federal regulators to require depository institution holding
companies to serve as a source of strength for their depository institution subsidiaries;

• The prohibition on payment of interest on demand deposits was repealed, effective July 21, 2011;
• Deposit insurance is permanently increased to $250,000;

• The deposit insurance assessment base for FDIC insurance is the depository institution's average consolidated total
assets less the average tangible equity during the assessment period; and

• 

The minimum reserve ratio of the FDIC’s Deposit Insurance Fund (“DIF”) increased to 1.35 percent of estimated annual
insured deposits or the comparable percentage of the assessment base; however, the FDIC is directed to "offset the
effect" of the increased reserve ratio for insured depository institutions with total consolidated assets of less than
$10 billion. Pursuant to the Dodd-Frank Act, the FDIC recently issued a rule setting a designated reserve ratio at
2.0% of insured deposits.

The following aspects of the Dodd-Frank Act are related to the operations of FS Bancorp:

•

Tier 1 capital treatment for "hybrid" capital items like trust preferred securities is eliminated subject to various
grandfathering and transition rules. The federal banking agencies must promulgate new rules on regulatory capital
within 18 months from July 21, 2010, for both depository institutions and their holding companies, to include leverage
capital and risk-based capital measures at least as stringent as those now applicable to 1st Security Bank of
Washington under the prompt corrective action regulations;

•
Public companies are required to provide their shareholders with a non-binding vote: (i) at least once every three years
on the compensation paid to executive officers, and (ii) at least once every six years on whether they should have a
"say on pay" vote every one, two or three years;

•
A separate, non-binding shareholder vote is required regarding golden parachutes for named executive officers when a
shareholder vote takes place on mergers, acquisitions, dispositions or other transactions that would trigger the
parachute payments;
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•
Securities exchanges are required to prohibit brokers from using their own discretion to vote shares not beneficially
owned by them for certain "significant" matters, which include votes on the election of directors, executive
compensation matters, and any other matter determined to be significant;

•

Stock exchanges are prohibited from listing the securities of any issuer that does not have a policy providing for
(i) disclosure of its policy on incentive compensation payable on the basis of financial information reportable under
the securities laws, and (ii) the recovery from current or former executive officers, following an accounting
restatement triggered by material noncompliance with securities law reporting requirements, of any incentive
compensation paid erroneously during the three-year period preceding the date on which the restatement was required
that exceeds the amount that would have been paid on the basis of the restated financial information;

•Disclosure in annual proxy materials is required concerning the relationship between the executive compensation paid
and the financial performance of the issuer;

•Item 402 of Regulation S-K is amended to require companies to disclose the ratio of the Chief Executive Officer's
annual total compensation to the median annual total compensation of all other employees; and

•Smaller reporting companies are exempt from complying with the internal control auditor attestation requirements of
Section 404(b) of the Sarbanes-Oxley Act.

Regulation of 1st Security Bank of Washington
General.  1st Security Bank of Washington, as a state-chartered savings bank, is subject to applicable provisions of
Washington law and to regulations and examinations of the DFI. As an insured institution, it also is subject to
examination and regulation by the FDIC, which insures the deposits of 1st Security Bank of Washington to the
maximum permitted by law. During these state or federal regulatory examinations, the examiners may require 1st
Security Bank of Washington to provide for higher general or specific loan loss reserves, which can impact capital and
earnings. This regulation of 1st Security Bank of Washington is intended for the protection of depositors and the
Deposit Insurance Fund of the FDIC and not for the purpose of protecting shareholders of 1st Security Bank of
Washington or FS Bancorp. 1st Security Bank of Washington is required to maintain minimum levels of regulatory
capital and is subject to some limitations on the payment of dividends to FS Bancorp. See "- Regulatory Capital
Requirements" and "- Limitations on Dividends and Stock Repurchases."
Federal and State Enforcement Authority and Actions.  As part of its supervisory authority over Washington-chartered
savings banks, the DFI may initiate enforcement proceedings to obtain a cease-and-desist order against an institution
believed to have engaged in unsafe and unsound practices or to have violated a law, regulation, or other regulatory
limit, including a written agreement. The FDIC also has the authority to initiate enforcement actions against insured
institutions for similar reasons and may terminate the deposit insurance if it determines that an institution has engaged
in unsafe or unsound practices or is in an unsafe or unsound condition. Both these agencies may utilize less formal
supervisory tools to address their concerns about the condition, operations or compliance status of a savings bank.
Regulation by the Washington Department of Financial Institutions.  State law and regulations govern 1st Security
Bank of Washington's ability to take deposits and pay interest, to make loans on or invest in residential and other real
estate, to make consumer loans, to invest in securities, to offer various banking services to its customers, and to
establish branch offices. As a state savings bank, 1st Security Bank of Washington must pay semi-annual assessments,
examination costs and certain other charges to the DFI.
Washington law generally provides the same powers for Washington savings banks as federally and other-state
chartered savings institutions and banks with branches in Washington, subject to the approval of the DFI. Washington
law allows Washington savings banks to charge the maximum interest rates on loans and other extensions of credit to
Washington residents which are allowable for a national bank in another state if higher than Washington limits. In
addition, the DFI may approve applications by Washington savings banks to engage in an otherwise unauthorized
activity, if the DFI determines that the activity is closely related to banking, and 1st Security Bank of
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Washington is otherwise qualified under the statute. This additional authority, however, is subject to review and
approval by the FDIC if the activity is not permissible for national banks.
Insurance of Accounts and Regulation by the FDIC.  The Deposit Insurance Fund (“DIF”) of the FDIC insures deposit
accounts in 1st Security Bank of Washington up to $250,000 per separately insured depositor.  As insurer, the FDIC
imposes deposit insurance premiums and is authorized to conduct examinations of and to require reporting by
FDIC-insured institutions. The Bank's deposit insurance premiums for the year ended December 31, 2012, were
$257,000. Those premiums have reduced in recent years due to management's focus on asset quality, risk
management, and growing capital levels.
As a result of a decline in the reserve ratio (the ratio of the net worth of the DIF to estimated insured deposits) and
concerns about expected failure costs and available liquid assets in the Deposit Insurance Fund, the FDIC adopted a
rule requiring each insured institution to prepay on December 30, 2009 the estimated amount of its quarterly
assessments for the fourth quarter of 2009 and all quarters through the end of 2012 (in addition to the regular quarterly
assessment for the third quarter due on December 30, 2009). The prepaid amount is recorded as an asset with a zero
risk weight and the institution will continue to record quarterly expenses for deposit insurance. For purposes of
calculating the prepaid amount, assessments were measured at the institution's assessment rate as of September 30,
2009, with a uniform increase of three basis points effective January 1, 2011, and were based on the institution's
assessment base for the third quarter of 2009, with growth assumed quarterly at annual rate of 5%. If events cause
actual assessments during the prepayment period to vary from the prepaid amount, institutions will pay excess
assessments in cash, or receive a rebate of prepaid amounts not exhausted after collection of assessments due on June
13, 2013, as applicable. Collection of the prepayment does not preclude the FDIC from changing assessment rates or
revising the risk-based assessment system in the future. The balance of the Bank's prepaid assessment at December 31,
2012 was $450,000.
The Dodd-Frank Act requires the FDIC’s deposit insurance assessments to be based on assets instead of deposits.  The
FDIC has issued rules, effective as of the second quarter of 2011, which specify that the assessment base for a bank is
equal to its total average consolidated assets less average tangible capital.  The FDIC assessment rates range from
approximately five basis points to 35 basis points, depending on applicable adjustments for unsecured debt issued by
an institution and brokered deposits (and to further adjustment for institutions that hold unsecured debt of other
FDIC-insured institutions), until such time as the FDIC’s reserve ratio equals 1.15%. Once the FDIC’s reserve ratio
reaches 1.15% and the reserve ratio for the immediately prior assessment period is less than 2.0%, the applicable
assessment rates may range from three basis points to 30 basis points (subject to adjustments as described above).  If
the reserve ratio for the prior assessment period is equal to, or greater than 2.0% and less than 2.5%, the assessment
rates may range from two basis points to 28 basis points and if the prior assessment period is greater than 2.5%, the
assessment rates may range from one basis point to 25 basis points (in each case subject to adjustments as described
above.  No institution may pay a dividend if it is in default on its federal deposit insurance assessment.
The FDIC conducts examinations of and requires reporting by state non-member banks, such as 1st Security Bank of
Washington. The FDIC also may prohibit any insured institution from engaging in any activity determined by
regulation or order to pose a serious risk to the deposit insurance fund.
The FDIC may terminate the deposit insurance of any insured depository institution, including 1st Security Bank of
Washington, if it determines after a hearing that the institution has engaged or is engaging in unsafe or unsound
practices, is in an unsafe or unsound condition to continue operations, or has violated any applicable law, regulation,
order or any condition imposed by an agreement with the FDIC. It also may suspend deposit insurance temporarily
during the hearing process for the permanent termination of insurance, if the institution has no tangible capital. If
insurance of accounts is terminated, the accounts at the institution at the time of the termination, less subsequent
withdrawals, shall continue to be insured for a period of six months to two years, as determined by the FDIC.
Management is aware of no existing circumstances which would result in termination of 1st Security Bank of
Washington's deposit insurance.
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Prompt Corrective Action.  Federal statutes establish a supervisory framework based on five capital categories: well
capitalized, adequately capitalized, undercapitalized, significantly undercapitalized and critically undercapitalized. An
institution’s category depends upon where its capital levels are in relation to relevant capital measures, which include a
risk-based capital measure, a leverage ratio capital measure and certain other factors. The federal banking agencies
have adopted regulations that implement this statutory framework. Under these regulations, an institution is treated as
well capitalized if its ratio of total capital to risk-weighted assets is 10% or more, its ratio of core capital to
risk-weighted assets is 6% or more, its ratio of core capital to adjusted total assets (leverage ratio) is 5% or more, and
it is not subject
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to any federal supervisory order or directive to meet a specific capital level. In order to be adequately capitalized, an
institution must have a total risk-based capital ratio of not less than 8%, a core capital to risk-weighted assets ratio of
not less than 4%, and a leverage ratio of not less than 4%. An institution that is not well capitalized is subject to
certain restrictions on brokered deposits, including restrictions on the rates it can offer on its deposits generally. Any
institution which is neither well capitalized nor adequately capitalized is considered undercapitalized.
Undercapitalized institutions are subject to certain prompt corrective action requirements, regulatory controls and
restrictions which become more extensive as an institution becomes more severely undercapitalized. Failure by 1st
Security Bank of Washington to comply with applicable capital requirements would, if unremedied, result in
restrictions on its activities and lead to enforcement actions, including, but not limited to, the issuance of a capital
directive to ensure the maintenance of required capital levels and, ultimately, the appointment of the FDIC as receiver
or conservator. Banking regulators will take prompt corrective action with respect to depository institutions that do not
meet minimum capital requirements. Additionally, approval of any regulatory application filed for their review may
be dependent on compliance with capital requirements.
At December 31, 2012, 1st Security Bank of Washington was categorized as “well capitalized” under the prompt
corrective action regulations of the FDIC. For additional information, see Note 13 of the Notes to Consolidated
Financial Statements included in Item 8, “Financial Statements and Supplementary Data,” of this Form 10-K.
Capital Requirements.  1st Security Bank of Washington is required by FDIC regulations to maintain minimum levels
of regulatory capital consisting of core (Tier 1) capital and supplementary (Tier 2) capital. Tier 1 capital generally
includes common shareholders' equity and noncumulative perpetual preferred stock, less most intangible assets. Tier 2
capital, which is limited to 100 percent of Tier 1 capital, includes such items as qualifying general loan loss reserves,
cumulative perpetual preferred stock, mandatory convertible debt, term subordinated debt and limited life preferred
stock; however, the amount of term subordinated debt and intermediate term preferred stock (original maturity of at
least five years but less than 20 years) that may be included in Tier 2 capital is limited to 50 percent of Tier 1 capital.
The FDIC currently measures an institution's capital using a leverage limit together with certain risk-based ratios. The
FDIC's minimum leverage capital requirement for a bank to be considered adequately capitalized specifies a minimum
ratio of Tier 1 capital to average total assets of 4.0%. At December 31, 2012, the Bank had a Tier 1 leverage capital
ratio to average assets of 13.3%. The FDIC retains the right to require a particular institution to maintain a higher
capital level based on its particular risk profile.
FDIC regulations also establish a measure of capital adequacy based on ratios of qualifying capital to risk-weighted
assets. Assets are placed in one of four categories and given a percentage weight based on the relative risk of that
category. In addition, certain off-balance sheet items are converted to balance-sheet credit equivalent amounts, and
each amount is then assigned to one of the four categories. Under the guidelines, for a bank to be considered
adequately capitalized the ratio of total capital (Tier 1 capital plus Tier 2 capital) to risk-weighted assets (the total
risk-based capital ratio) must be at least 8%, and the ratio of Tier 1 capital to risk-weighted assets (the Tier 1
risk-based capital ratio) must be at least 4.0%. In evaluating the adequacy of a bank's capital, the FDIC may also
consider other factors that may affect the bank's financial condition, such as interest rate risk exposure, liquidity,
funding and market risks, the quality and level of earnings, concentration of credit risk, risks arising from
nontraditional activities, loan and investment quality, the effectiveness of loan and investment policies, and
management's ability to monitor and control financial operating risks.
The FDIC may impose additional restrictions on institutions that are undercapitalized and generally is authorized to
reclassify an institution into a lower capital category and impose the restrictions applicable to such category if the
institution is engaged in unsafe or unsound practices or is in an unsafe or unsound condition. The imposition by the
FDIC of any of these measures on the Bank may have a substantial adverse effect on its operations and profitability.
Institutions with at least a 4.0% Tier 1 capital ratio, a 4.0% Tier 1 risk-based capital ratio and an 8.0% total risk-based
capital ratio are considered "adequately capitalized." An institution is deemed "well capitalized" if it has at least a 5%
Tier 1 capital ratio, a 6.0% Tier 1 risk-based capital ratio and 10.0% total risk-based capital ratio. Institutions that are
not well capitalized are subject to certain restrictions on brokered deposits and interest rates on deposits. At December

Edgar Filing: FS Bancorp, Inc. - Form 10-K

56



31, 2012, the Bank was considered a "well capitalized" institution.

31

Edgar Filing: FS Bancorp, Inc. - Form 10-K

57



Table of Contents

At December 31, 2012, the Bank's equity totaled $47.8 million. Management monitors the capital levels of the Bank
to provide for current and future business opportunities and to meet regulatory guidelines for “well-capitalized”
institutions. The Bank’s actual capital ratios are presented in the following table:

Actual
For Capital
Adequacy
Purposes

To be Well
Capitalized
Under Prompt
Corrective
Action Provisions
Ratio

Ratio Ratio

As of December 31, 2012
Total Risk-based Capital
(to Risk-weighted Assets) 16.00 % 8.00 % 10.00 %
Tier 1 Risk-based Capital
(to Risk-weighted Assets) 14.75 % 4.00 % 6.00 %
Tier 1 Leverage Capital
(to Average Assets) 13.26 % 4.00 % 5.00 %

As of December 31, 2011
Total Risk-based Capital
(to Risk-weighted Assets) 12.29 % 8.00 % 10.00 %
Tier 1 Risk-based Capital
(to Risk-weighted Assets) 11.04 % 4.00 % 6.00 %
Tier 1 Leverage Capital
(to Average Assets) 9.30 % 4.00 % 5.00 %

For a complete description of the Bank's required and actual capital levels on December 31, 2012, see Note 13 of the
Notes to Consolidated Financial Statements included in Item 8, “Financial Statements and Supplementary Data,” of this
Form 10-K.
New Proposed Capital Rules.  In June 2012, the Federal Reserve, FDIC and the Office of the Comptroller of the
Currency approved proposed rules that would substantially amend the regulatory risk-based capital rules applicable to
FS Bancorp and 1st Security Bank of Washington. The proposed rules implement the “Basel III” regulatory capital
reforms and changes required by the Dodd-Frank Act. “Basel III” refers to various documents released by the Basel
Committee on Banking Supervision. The proposed rules were subject to a public comment period that has expired and
there is no date set for the adoption of final rules.
The proposed rules include new minimum risk-based capital and leverage ratios, which would be phased in during
2013 and 2014, and would refine the definitions of what constitutes “capital” for purposes of calculating those ratios.
The proposed new minimum capital level requirements applicable to FS Bancorp and 1st Security Bank of
Washington under the proposals would be: (i) a new common equity Tier 1 capital ratio of 4.5%; (ii) a Tier 1 capital
ratio of 6.0% (increased from 4.0%); (iii) a total capital ratio of 8.0% (unchanged from current rules); and (iv) a Tier 1
leverage ratio of 4.0%. The proposed rules would also establish a “capital conservation buffer” of 2.5% above each of
the new regulatory minimum capital ratios would result in the following minimum ratios: (i) a common equity Tier 1
capital ratio of 7.0%, (ii) a Tier 1 capital ratio of 8.5%, and (iii) a total capital ratio of 10.5%. The new capital
conservation buffer requirement would be phased in beginning in January 2016 at 0.625% of risk-weighted assets and
would increase each year until fully implemented in January 2019. An institution would be subject to limitations on
paying dividends, engaging in share repurchases, and paying discretionary bonuses if its capital level falls below the
buffer amount. These limitations would establish a maximum percentage of eligible retained income that could be
utilized for such actions.
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The proposed rules also implement other revisions to the current capital rules such as recognition of all unrealized
gains and losses on available for sale debt and equity securities, and provide that instruments that will no longer
qualify as capital would be phased out over time.
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The federal bank regulatory agencies also proposed revisions to the prompt corrective action framework, which is
designed to place restrictions on insured depository institutions, including 1st Security Bank of Washington, if their
capital levels begin to show signs of weakness. These revisions would take effect January 1, 2015. Under the prompt
corrective action requirements, insured depository institutions would be required to meet the following increased
capital level requirements in order to qualify as “well capitalized:” (i) a new common equity Tier 1 risk-based capital
ratio of 6.5%; (ii) a Tier 1 risk-based capital ratio of 8% (increased from 6%); (iii) a total risk-based capital ratio of
10% (unchanged from current rules); and (iv) a Tier 1 leverage ratio of 5% (unchanged from the current rules).

The proposed rules set forth certain changes for the calculation of risk-weighted assets and utilize an increased
number of credit risk and other exposure categories and risk weights. In addition, the proposed rules also address: (i) a
proposed alternative standard of creditworthiness consistent with Section 939A of the Dodd-Frank Act; (ii) revisions
to recognition of credit risk mitigation; (iii) rules for risk weighting of equity exposures and past due loans; and (iv)
revised capital treatment for derivatives and repo-style transactions.

In particular, the proposed rules would expand the risk-weighting categories from the current four categories (0%,
20%, 50% and 100%) to a much larger and more risk-sensitive number of categories, generally ranging from 0% for
U.S. government and agency securities, to 600% for certain equity exposures. Higher risk weights would apply to a
variety of exposure categories. Specifics include, among others:

•Applying a 150% risk weight instead of a 100% risk weight for certain high volatility commercial real estate
acquisition, development and construction loans.

•

For residential mortgage exposures, the current approach of a 50% risk weight for high-quality seasoned mortgages
and a 100% risk-weight for all other mortgages is replaced with a risk weight of between 35% and 200% depending
upon the mortgage’s loan-to-value ratio and whether the mortgage is a “category 1” or “category 2” residential mortgage
exposure (based on eight criteria that include, among others, the term, seniority of the lien, use of negative
amortization, balloon payments and certain rate increases).
•Assigning a 150% risk weight to exposures (other than residential mortgage exposures) that are 90 days past due.

•Providing for a 20% credit conversion factor for the unused portion of a commitment with an original maturity of one
year or less that is not unconditionally cancellable (currently set at 0%).
    •     Providing for a 100% risk weight for claims on securities firms.
    •    Eliminating the current 50% cap on the risk weight for OTC derivatives.

Standards for Safety and Soundness.  The federal banking regulatory agencies have prescribed, by regulation,
guidelines for all insured depository institutions relating to internal controls, information systems and internal audit
systems; loan documentation; credit underwriting; interest rate risk exposure; asset growth; asset quality; earnings;
and compensation, fees and benefits. The guidelines set forth the safety and soundness standards that the federal
banking agencies use to identify and address problems at insured depository institutions before capital becomes
impaired. Each insured depository institution must implement a comprehensive written information security program
that includes administrative, technical, and physical safeguards appropriate to the institution’s size and complexity and
the nature and scope of its activities. The information security program must be designed to ensure the security and
confidentiality of customer information, protect against any unanticipated threats or hazards to the security or integrity
of such information, protect against unauthorized access to or use of such information that could result in substantial
harm or inconvenience to any customer, and ensure the proper disposal of customer and consumer information. Each
insured depository institution must also develop and implement a risk-based response program to address incidents of
unauthorized access to customer information in customer information systems. If the FDIC determines that an
institution fails to meet any of these guidelines, it may require an institution to submit to the FDIC an acceptable plan
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Federal Home Loan Bank System. 1st Security Bank of Washington is a member of the FHLB, which is one of 12
regional FHLBs that administer the home financing credit function of savings institutions. Each FHLB serves as
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a reserve or central bank for its members within its assigned region. It is funded primarily from proceeds derived from
the sale of consolidated obligations of the Federal Home Loan Bank System. It makes loans or advances to members
in accordance with policies and procedures, established by the Board of Directors of the FHLB, which are subject to
the oversight of the Federal Housing Finance Board. All advances from the FHLB are required to be fully secured by
sufficient collateral as determined by the FHLB. In addition, all long-term advances are required to provide funds for
residential home financing.
As a member, 1st Security Bank of Washington is required to purchase and maintain stock in the FHLB. At December
31, 2012, 1st Security Bank of Washington had $1.8 million in FHLB stock, which was in compliance with this
requirement. 1st Security Bank of Washington did not receive any dividends from the FHLB for the years ended
December 31, 2012, 2011 or 2010. Subsequent to December 31, 2008, the FHLB announced that it was below its
regulatory risk-based capital requirement, and it is now precluded from paying dividends or repurchasing capital
stock, without the approval of its regulators. The FHLB is not anticipated to resume dividend payments until its
financial results improve. The FHLB has not indicated when dividend payments may resume. See Item 1A, “Risk
Factors - If the investment in the Federal Home Loan Bank of Seattle becomes impaired, our earnings and
shareholders’ equity could decrease.” of this Form 10-K.
The FHLBs have continued to contribute to low and moderately priced housing programs through direct loans or
interest subsidies on advances targeted for community investment and low and moderate income housing projects.
These contributions have affected adversely the level of FHLB dividends paid and could continue to do so in the
future. These contributions could also have an adverse effect on the value of FHLB stock in the future. A reduction in
value of 1st Security Bank of Washington's FHLB stock may result in a corresponding reduction in its capital.
Activities and Investments of Insured State-Chartered Financial Institutions.  Federal law generally limits the activities
and equity investments of FDIC insured, state-chartered banks to those that are permissible for national banks. An
insured state bank is not prohibited from, among other things, (1) acquiring or retaining a majority interest in a
subsidiary, (2) investing as a limited partner in a partnership the sole purpose of which is direct or indirect investment
in the acquisition, rehabilitation or new construction of a qualified housing project, provided that such limited
partnership investments may not exceed 2% of the bank’s total assets, (3) acquiring up to 10% of the voting stock of a
company that solely provides or reinsures directors’ and officers’ liability insurance coverage or bankers’ blanket bond
group insurance coverage for insured depository institutions, and (4) acquiring or retaining the voting shares of a
depository institution if certain requirements are met.

Washington State has enacted a law regarding financial institution parity. Primarily, the law affords
Washington-chartered commercial banks the same powers as Washington-chartered savings banks. In order for a bank
to exercise these powers, it must provide 30 days notice to the Director of the Washington Division of Financial
Institutions and the Director must authorize the requested activity. In addition, the law provides that
Washington-chartered commercial banks may exercise any of the powers that the Federal Reserve has determined to
be closely related to the business of banking and the powers of national banks, subject to the approval of the Director
in certain situations. Finally, the law provides additional flexibility for Washington-chartered commercial and savings
banks with respect to interest rates on loans and other extensions of credit. Specifically, they may charge the
maximum interest rate allowable for loans and other extensions of credit by federally-chartered financial institutions
to Washington residents.
Dividends.  Dividends from 1st Security Bank of Washington may constitute a major source of funds for dividends in
future periods that may be paid by FS Bancorp to shareholders. The amount of dividends payable by 1st Security
Bank of Washington to FS Bancorp depends upon the Bank’s earnings and capital position, and is limited by federal
and state laws, regulations and policies. According to Washington law, 1st Security Bank of Washington may not
declare or pay a cash dividend on its capital stock if it would cause its net worth to be reduced below (1) the amount
required for liquidation accounts or (2) the net worth requirements, if any, imposed by the Director of the DFI.
Dividends on 1st Security Bank of Washington’s capital stock may not be paid in an aggregate amount greater than the
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The amount of dividends actually paid during any one period will be strongly affected by 1st Security Bank of
Washington’s policy of maintaining a strong capital position. Federal law further provides that no insured depository
institution may pay a cash dividend if it would cause the institution to be “undercapitalized,” as defined in the prompt
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corrective action regulations. Moreover, the federal bank regulatory agencies also have the general authority to limit
the dividends paid by insured banks if such payments are deemed to constitute an unsafe and unsound practice.
Affiliate Transactions.  Federal laws strictly limit the ability of banks to engage in certain transactions with their
affiliates, including their bank holding companies. Transactions deemed to be a “covered transaction” under Section
23A of the Federal Reserve Act and between a subsidiary bank and its parent company or the nonbank subsidiaries of
the bank holding company are limited to 10% of the bank subsidiary’s capital and surplus and, with respect to the
parent company and all such nonbank subsidiaries, to an aggregate of 20% of the bank subsidiary’s capital and surplus.
Further, covered transactions that are loans and extensions of credit generally are required to be secured by eligible
collateral in specified amounts. Federal law also requires that covered transactions and certain other transactions listed
in Section 23B of the Federal Reserve Act between a bank and its affiliates be on terms as favorable to the bank as
transactions with non-affiliates.

Community Reinvestment Act.  1st Security Bank of Washington is subject to the provisions of the Community
Reinvestment Act of 1977 (CRA), which requires the appropriate federal bank regulatory agency to assess a bank’s
performance under the CRA in meeting the credit needs of the community serviced by the bank, including low and
moderate income neighborhoods. The regulatory agency’s assessment of a bank’s record is made available to the
public. Further, a bank’s CRA performance rating must be considered in connection with a bank’s application to,
among other things, to establish a new branch office that will accept deposits, relocate an existing office or merge or
consolidate with, or acquire the assets or assume the liabilities of, a federally regulated financial institution. The Bank
received a “satisfactory” rating during its most recent CRA examination.

Privacy Standards.   The Gramm-Leach-Bliley Financial Services Modernization Act of 1999 (GLBA) modernized the
financial services industry by establishing a comprehensive framework to permit affiliations among commercial
banks, insurance companies, securities firms and other financial service providers. 1st Security Bank of Washington is
subject to FDIC regulations implementing the privacy protection provisions of the GLBA. These regulations require
1st Security Bank of Washington to disclose its privacy policy, including informing consumers of its information
sharing practices and informing consumers of its rights to opt out of certain practices.
Environmental Issues Associated with Real Estate Lending. The Comprehensive Environmental Response,
Compensation and Liability Act ("CERCLA") is a federal statute that generally imposes strict liability on, all prior and
present "owners and operators" of sites containing hazardous waste. However, Congress asked to protect secured
creditors by providing that the term "owner and operator" excludes a person whose ownership is limited to protecting
its security interest in the site. Since the enactment of the CERCLA, this "secured creditor exemption" has been the
subject of judicial interpretations which have left open the possibility that lenders could be liable for cleanup costs on
contaminated property that they hold as collateral for a loan. To the extent that legal uncertainty exists in this area, all
creditors, including 1st Security Bank of Washington, that have made loans secured by properties with potential
hazardous waste contamination (such as petroleum contamination) could be subject to liability for cleanup costs,
which costs often substantially exceed the value of the collateral property.
Federal Reserve System. The Federal Reserve Board requires that all depository institutions maintain reserves on
transaction accounts or non-personal time deposits. These reserves may be in the form of cash or noninterest-bearing
deposits with the regional Federal Reserve Bank. Negotiable order of withdrawal (NOW) accounts and other types of
accounts that permit payments or transfers to third parties fall within the definition of transaction accounts and are
subject to the reserve requirements, as are any non-personal time deposits at a savings bank. As of December 31,
2012, 1st Security Bank of Washington's deposit with the Federal Reserve Bank and vault cash exceeded its reserve
requirements.

Other Consumer Protection Laws and Regulations. 1st Security Bank of Washington is subject to a broad array of
federal and state consumer protection laws and regulations that govern almost every aspect of its business

Edgar Filing: FS Bancorp, Inc. - Form 10-K

64



relationships with consumers. While the list set forth below is not exhaustive, these include the Truth-in-Lending Act,
the Truth in Savings Act, the Electronic Fund Transfer Act, the Expedited Funds Availability Act, the Equal Credit
Opportunity Act, the Fair Housing Act, the Real Estate Settlement Procedures Act, the Home Mortgage Disclosure
Act, the Fair Credit Reporting Act, the Fair Debt Collection Practices Act, the Right to Financial Privacy Act, the
Home Ownership and Equity Protection Act, the Consumer Leasing Act, the Fair Credit Billing Act, the Homeowners
Protection Act, the Check Clearing for the 21st Century Act, laws governing flood insurance, laws governing
consumer protections in connection with the sale of insurance, federal and state laws prohibiting unfair and deceptive
business
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practices, and various regulations that implement some or all of the foregoing. These laws and regulations mandate
certain disclosure requirements and regulate the manner in which financial institutions must deal with customers when
taking deposits, making loans, collecting loans, and providing other services. Failure to comply with these laws and
regulations can subject 1st Security Bank of Washington to various penalties, including but not limited to,
enforcement actions, injunctions, fines, civil liability, criminal penalties, punitive damages, and the loss of certain
contractual rights.
Regulation and Supervision of FS Bancorp
General.  FS Bancorp is a bank holding company registered with the Federal Reserve and the sole shareholder of 1st
Security Bank of Washington. Bank holding companies are subject to comprehensive regulation by the Federal
Reserve under the Bank Holding Company Act of 1956, as amended (“BHCA”), and the regulations promulgated there
under. This regulation and oversight is generally intended to ensure that FS Bancorp limits its activities to those
allowed by law and that it operates in a safe and sound manner without endangering the financial health of 1st
Security Bank of Washington.
As a bank holding company, FS Bancorp is required to file quarterly and annual reports with the Federal Reserve and
any additional information required by the Federal Reserve and is subject to regular examinations by the Federal
Reserve. The Federal Reserve also has extensive enforcement authority over bank holding companies, including the
ability to assess civil money penalties, to issue cease and desist or removal orders and to require that a holding
company divest subsidiaries (including its bank subsidiaries). In general, enforcement actions may be initiated for
violations of law and regulations and unsafe or unsound practices.
The Bank Holding Company Act.  Under the BHCA, FS Bancorp is supervised by the Federal Reserve. The Federal
Reserve has a policy that a bank holding company is required to serve as a source of financial and managerial strength
to its subsidiary banks and may not conduct its operations in an unsafe or unsound manner. In addition, the Federal
Reserve provides that bank holding companies should serve as a source of strength to its subsidiary banks by being
prepared to use available resources to provide adequate capital funds to its subsidiary banks during periods of
financial stress or adversity, and should maintain the financial flexibility and capital raising capacity to obtain
additional resources for assisting its subsidiary banks. A bank holding company's failure to meet its obligation to serve
as a source of strength to its subsidiary banks will generally be considered by the Federal Reserve to be an unsafe and
unsound banking practice or a violation of the Federal Reserve's regulations or both.
Under the BHCA, the Federal Reserve may approve the ownership of shares by a bank holding company in any
company the activities of which the Federal Reserve has determined to be so closely related to the business of banking
or managing or controlling banks as to be a proper incident thereto. These activities generally include, among others,
operating a savings institution, mortgage company, finance company, credit card company or factoring company;
performing certain data processing operations; providing certain investment and financial advice; underwriting and
acting as an insurance agent for certain types of credit-related insurance; leasing property on a full-payout,
non-operating basis; selling money orders, travelers' checks and U.S. Savings Bonds; real estate and personal property
appraising; providing tax planning and preparation services; and, subject to certain limitations, providing securities
brokerage services for customers.
Acquisitions.  The BHCA prohibits a bank holding company, with certain exceptions, from acquiring ownership or
control of more than 5% of the voting shares of any company that is not a bank or bank holding company and from
engaging in activities other than those of banking, managing or controlling banks, or providing services for its
subsidiaries. A bank holding company that meets certain supervisory and financial standards and elects to be designed
as a financial holding company may also engage in certain securities, insurance and merchant banking activities and
other activities determined to be financial in nature or incidental to financial activities. The BHCA prohibits a bank
holding company, with certain exceptions, from acquiring ownership or control of more than 5% of the voting shares
of any company that is not a bank or bank holding company and from engaging in activities other than those of
banking, managing or controlling banks, or providing services for its subsidiaries.
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Regulatory Capital Requirements.  The Federal Reserve has adopted capital guidelines pursuant to which it assesses
the adequacy of capital in examining and supervising a bank holding company and in analyzing applications under the
BHCA. These guidelines apply on a consolidated basis to bank holding companies with $500 million or more in assets
or with fewer assets but certain risky activities, and on a bank-only basis to other companies. These bank holding
company capital adequacy guidelines are similar to those imposed on 1st Security Bank of Washington
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by the FDIC. For a bank holding company with less than $500 million in assets, the capital guidelines apply on a bank
only basis and the Federal Reserve expects the holding company's subsidiary banks to be well capitalized under the
prompt corrective action regulations.
The Company’s capital amounts and ratios at December 31, 2012 are presented in the following table.

To be Well Capitalized
Under Prompt
Corrective
Action Provisions

For Capital
Adequacy PurposesActual

Amount Ratio Amount Ratio Amount
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