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inancial Highlights
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Years ended Degéml:;er '3k1
{$ in thousands, except per share data)

At Period End:
Assets -$987,994 $785,399 $579,698
Loans, net _ 702,943 568,484 441,912
Deposits and Borrowers Escrow Balances 564,511 511,313 395,983
Stockholders’ equity 89,416 93,710 106,884

Book value per share . 13.12 12.37 12.53
Tangible book value per share - 10.97 10.61 12.53
Stockholders” equity to total assets 9.05% 11.93% 18.44%

Average Balances:

Assets -$871,501 $698,922 $560,709
Loans __ 657,009 521,968 428,550
Deposits __ 472,904 409,254 382,574
Stockholders’ equity 920,619 103,892 115,231

Summary of Operating Resuits:

Net interest income - $21,797 $22,110 $ 22,471
Provision for loan losses 1,925 7,769 1,613
Non-interest income 40,794 17,528 1,627
Non-interest expense 47,414 26,940 14,093
Net income — 8,623 3,111 5,407

Basic earnings per share 1.33 0.42 0.65
Diluted earnings per share N 1.29 0.40 0.62

Basic cash earnings per share 1.44 0.45 0.65
Diluted cash earnings per share 1.40 0.43 0.62

Return on average equity 9.52% 2.99% 4.69%
Return on average assets _ 0.99% 0.45% 0.96%




Dear Shareholder:

1999 was a benchmark year for First Defiance
Financial Corp.

It marked the first full year of operation for the new
business units that we acquired during 1998. Integrated
into First Defiance were The Leader Mortgage Company,
acquired in July 1998, and First Insurance & Investments,
comprising the former Stauffer-Mendenhall Agency,
purchased in December 1998, along with the Defiance
office of Insurance and Risk Management, added in
September 1999. This integration was part of our business
plan of diversifying financial services with businesses
that will grow with each other.

We continued the initiatives of our business plan in

our core banking operation, diversifying our lending
portfolio, expanding our branch network and creating new,
value-added products and services for our customers.

Stock repurchase programs and increased dividends also
enhanced our investors’ returns in 1999.

First Federal =~~~

At First Federal, the core banking operation business plan
put into place the past few years took on more definition
in 1999. Commeycial lending growth continued strong
during the year as the portfolio grew to $138.1 million.
Asset quality in this area of lending is very solid; and,

to help ensure that level of credit quality continues, we
have a semiannual review performed on these loans by
an outside party.

The Trust Department completed its first year of operation
with more than $19 million of assets under management.
Our trust officers are working closely with our commercial
department and insurance agency to develop retirement
plan and personal trust business with our commercial and
insurance clients.

William J. Small
Chairman, President and
Chief Executive Officer of
First Defiance Financial Corp.

The additional reserves that were established in 1998 have
proven to be appropriate to resolve indirect consumer lend-
ing deficiencies and safeguard against future losses. With
stronger, centralized underwriting and special monitoring
of at-risk loans, we have been able to mitigate some of the
potential loss exposure on this segment of our loan port-
folio. We continue to have an outside third party review
our consumter lending originations on a quarterly basis
as an additional form of monitoring activity.

Also in 1999, the remaining balance of our mobile home
portfolio, which consisted primarily of distressed loans,
was sold off at a price that exceeded expectations.

Total Assets in Millions

At December 31 $988.0

1998 1999

1997

1995 1996
First Federal continued to expand its branch network

in 1999 with the establishment of offices in more commu-
nities. In February, we opened a full-service office in Find-
lay after operating a very successful loan-origination office
there for six months. At year-end, the new Findlay office
had $41.5 million in loans and $15.4 million in deposits.

In November 1999, we opened a full-service branch in
Fostoria, increasing our total branch network to 13. As
with other start-up offices in recent years, we are operating
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out of a temporary facility until our permanent building
is completed.

Both the Findlay and Fostoria communities were identified _

as being in transition as far as the banking market was
concerned and created excellent opportunities for a com-
munity banking operation, such as First Federal. We will
continue to evaluate other branch opportunities, both
de novo and acquisitions of existing branches as part of
our growth strategy.

New and expanded banking products and services were .

also introduced during the past year. To support our
initiative to attract more low-cost deposits, we launched
a major free checking account campaign. This, coupled
with our emphasis on growing commercial deposits, will
be a strategic focus this year.

Our ATM network was also expanded in 1999 with new
locations at some of our branches as well as off-site loca-
tions at The Defiance College and Defiance Hospital.

_ In July, First Federal became the first community bank in

~_our market area to offer Internet banking. This product
provides real-time access to account information 24 hours

a day. It also includes full bill-paying capabilities for a
reasonable monthly fee. While we do not expect this style
of banking to replace the personal aspect of our community
bank operation, it is one more way for First Federal to
respond to the needs of its busy banking customers.

"~ Quarterly Earnings and Dividends

$0.17 $0.17

$0.08 $0.08 _$

== frorery

We recently implemented a new program at First Federal
called “Customer First.” This program is designed to
empower our employees to give superior customer service,
which we believe will lead to superior financial results.
We are excited about this initiative. We view it not as

a change in strategy but rather as a refocusing of efforts
toward behavior, which will reward custormers, employees
and shareholders alike.

As we move into 2000, we have adopted a new form of
charter for our banking operation. As of January 1, we
began operating under a Federal Savings Bank Charter,
which is just a modernized version of the Thrift Charter
we previously operated under. We will continue to main-
tain the advantages of the Unitary Thrift Charter but will
now be able to refer to ourselves as First Federal Bank.

We certainly view this as a logical step as we become more
“bank-like” in our operation and continue our focus on
being a full-service community bank.

‘The Leader Mortgage Company

The Leader Mortgage Company made a significant contri-
bution to First Defiance for the six months that we owned
it in 1998. As we entered 1999, we were challenged with
growing the mortgage banking operation during a period
when it was obvious that rising interest rates were going
to put pressure on mortgage originators.

$0.10  $0.10

=

$0.10

=

—_— e

e

97-Q1 97-Q2 97-Q3

" Dividends Declared Per Share
™= Diluted Earnings Per Share

Our strategy at First Federal is dictated not by the size
we want our bank to become, but by the size of the

-communities we serve. We recognize that to be successful,

" we need to focus on effective ways to attract and retain

profitable customers. In the smaller cities and villages
of Northwest Ohio, this means providing high-quality,
value-added service.

9704 98Q1 9802 9803

9804 - 9901 9902 99-Q3  99-Q4

($0.22)

Our focus continued to be on first-time homebuyer
programs in which The Leader has developed a servicing
niche. We also wanted to explore the possibility of expand-
ing the non-first-time homebuyer areas with new initiatives
in wholesale and retail lending and by identifying synergies
between The Leader and our other business units.
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The rising interest rates, which resulted in downsizing
at many mortgage-banking companies, actually benefited
The Leader as more consumers took advantage of already
popular first-time homebuyer programs. This increased
pool of borrowers and an aggressive marketing plan, which
put The Leader into new states and expanded programs,
resulted in a very strong year for first-time homebuyer pro-
duction, which reached $1.8 billion for the year.

The Leader’s servicing portfolio at year-end included
98,911 loans with an outstanding balance of $6.3 billion.

The growth and success of The Leader’s mortgage banking
operation has presented some major challenges for

First Federal. The impact of the treatment required for
mortgage-servicing rights, in the calculation of regulatory
capital, requires close monitoring to assure that appropriate
regulatory capital levels are maintained.

The funding demands for The Leader’s growing loan-
warehouse operation create the need for expanded funding
sources at potentially diminishing spreads. These challeng-
es are the result of the growth of this business unit and,
with proper planning and monitoring, will be met.

Overall, The Leader was a major contributor to First
Defiance’s solid year. The first-time homebuyer bond
programs will continue to be the niche that we focus on
in this operation. The forecast for these programs is that
they will remain strong, based on commitments already
on the books for the year 2000.

$ Balance (In $ millions)

Loan Servicing Portfolio
9 = B No. of Loans Serviced

120,000 - - $7,000
100,000 § $6,000
80,000 35,000
$4,000

60,000
$3,000

40,000
$2,000
20,000 $1,000

30-un-98 31-Dec98 31-Dec-99

,Firs,t, Insurrancreﬂé’ Inrx)és't;nreﬁtrs

First Insurance & Investments is the newest business unit

at First Defiance. In December 1998, we acquired the
Insurance Center of Defiance, which conducted business
in the Defiance area as the Stauffer-Mendenhall Agency,
a property and casualty agency. Next, we acquired the

Defiance office of Insurance and Risk Management, a Fort
Wayne, Indiana, agency with a strong employee benefits
book of business that we felt was a great complement to
our first acquisition.

The two entities’ operating systems were combined,
and the offices will be merged by early second quarter.
The name of the combined entity, First Insurance &
Investments was selected to create more identity for

this unit with First Defiance Financial Corp. and First
Federal Bank as well as to communicate that investment
and financial planning services are available through
this unit.

Our business plan for First Insurance & Investments is to
continue to develop existing lines of business with the add-
ed strength of offering a wider list of available insurers. We
also look to create new opportunities working through the
First Federal branch network and cross-relationship sales
with First Federal commercial and trust customers for
insurance and mvestment products. The insurance unit will
also be involved with telemarketing a variety of insurance
programs to The Leader’s customers.

This was a year of transition for our insurance business,
and it was slightly dilutive to earnings in 1999. Now that
both acquisitions are fully integrated operationally and a
solid business plan is in place, we anticipate a more favor-
able impact in the future.

The Year Ahead

~ The record earnings that were posted at First Defiance

Financial Corp. in 1999 have set a new standard for us to
measure future performance against. As I have mentioned
throughout this letter, we feel that our success this year is
a result of adhering to a well-defined business plan, under
which we have developed into a diversified financial service
organization. We will continue our focus on enhancing

shareholder value and on creating consistent earnings for
this Company through revenue growth and expense control.

As we move forward through the year 2000 and beyond, -
we feel that First Defiance Financial Corp. is well posi-
tioned to continue building on the solid foundation
established in 1999.

Thank you for your continued interest in our company.

William J. Small
Chairman, President, C.E.O.
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First Defiance Financial Corp.

First Defiance Financial Corp. (NASDAQ: FDEF) pro-
vides its customers and the communities it serves with

technologically advanced, convenient, user friendly and

Internet-accessible (www.fdef.com) financial services.

Its operating units include First Federal, The Leader
Mortgage Company and First Insurance & Investments.

First Federal

Services Available Through

* Branches - 13 convenient
locations

¢ OnLine Banking® -
Full-service Internet banking
at www.first-fed.com

* Banking Service by Phone - 24 hours, 7 days a week,
toll free at 888-511-1077

¢ ATM's - 13 Locations

Consumer Banking
» FREE CHECKING - No maintenance charge
* PRIME CHECKING®™ - Earns interest
* Debit Check Card
* Savings
- Savings 24™M
- Christmas Club
- Money Market Deposit Account
- Certificates of Deposit
- Individual Retirement Accounts
* Loans
- Fixed Rate and Adjustable Rate Mortgages
- Low Down Payment Mortgages
- FHA, VA Loans
- Construction Loans
- First-time Homebuyer
Loans
- Home Equity Loans
- Auto Loans
- Credit Cards

Commercial Banking

* Loans
- Commercial Real Estate
- Business Operating Loans
- Lines and Letters of Credit
- Agricultural Loans

¢ Deposit Accounts

- Checking
- Sweep Cash Management Products

Trust Services

« Employee Benefit Programs
- 401k Profit Sharing
- Retirement Planning

* Estate Planning
 Investments and Mutual Funds

The Leader Mortgage Company

« Master servicer for 41 state, county or municipal units
in 14 states from Washington to Florida. These programs
are primarily for first-time homebuyers funded by tax-
favored bond issues.

+ Services 98,911 loans with outstanding balance of
$6.3 billion.
* Specializes in the selling and servicing of FHA/VA loans.

* The U.S.5 29th largest issuer of GNMA securities.
Also an authorized issuer of FNMA securities as well
as a FHLMC seller/servicer.

* Services certain loan origina-
tions and manages secondary
marketing pipeline for
First Federal.

* Originates and sells with
servicing released a variety
of non-conforming first and
second mortgage products.

First Insurance & Investments
Property and Casualty

+ Commercial Insurance and Risk Management

» Personal, Auto, Home-owners and Liability
Insurance Products

Employee Benefits

* Group Health and Group Life Insurance

» Fully-insured or Self-insured Products

* Plan Administration

» Personal Health and Disability Insurance

Financial Planning & Investments

« Personal Financial Plans

« Discount Brokerage Services

* Stocks, Bonds, Mutual Funds

» Life Insurance and Annuities

Professional Employer
Organizations

* Human Resources Administration
and Consulting

CAPABILITIES \'4




First Defiance Financial Corp. and Subsidiaries
Selected Consolidated Financial Information

($ in thousands, except per share data)

1999 1998 1997 1996 1995

Selected Consolidated Financial Condition Data: At December 31

Total assets $987,994  $785399  $579,698 $543,411 $525,550
Loans receivable held-to-maturity 465,321 448,574 441,824 415,366 381,444
Loans receivable held-forsale 237,622 119910 88 559 3,759
Allowance for loan losses — 7,758 9,789 2,686 2,217 1,817
Non-performing assets 3,587 3,369 1,906 2,239 945
Securities available-for-sale 53,946 47,554 82,436 77,407 93,041

Trading securities . 29,805 - - -
Securities held-to-maturity 9,895 13,541 20,953 25,937 26,073
Mortgage servicing rights T 97,519 76,452 188 121 -
Deposits and borrowers” escrow balances 564,511 511,313 395,983 383,139 382,414
FHLB advances 265,410 168,142 71,665 40,821 6,842
Stockholders’ equity "~ 89,416 93,710 106,884 116,565 133,506

Selected Consolidated Operating Results: Years ended December 31

Total interest income - $53,379 $49,056 $43,858 $41,257 $38,565
Total interest expense - 31,582 26,946 21,387 19,459 20,289
Net interest income 21,797 22,110 22,471 21,798 18,276

Provision for loan losses - 1,925 7,769 1,613 1,020 374
Non-interest income ~40,794 17,528 1,627 1,328 1,035
Non-interest expense | q 47,414 26,940 14,093 15,958 10,560
Income before income taxes - 13,252 4,929 8,392 6,148 8,377
Income taxes - 4,629 1,818 2,985 1,997 2,856
Net income 1 8,623 3,111 5,407 4,151 5,521
Basic earnings per share 1,2 - 1.33 0.42 0.65 0.43 0.54
Diluted earnings per share 1,2 129 0.40 0.62 0.42 0.53
Stock Price and Dividend Information: Years ended December 31

High $14.50 $15.875 $16.25 $12.50 $10.75
Low 9.875 11.00 11.75 9.875 5.75
Close , 10.50 14.25 16.00 12.375 10.125
Cash dividends declared per share : 0.41 0.37 0.33 0.29 0.28
Dividend payout ratio 3 _ 30.83% 88.10% 50.77% 48.33% 51.85%

In $ millions

Mortgage
Commercial Servicing Rights
Loans

Investment
Securities

Mortgage Loans
Available for Sale

Mortgage
Loans

Other Investment
Assets Securities
Mortgage Loans

Mortgage Available for Sale

Servicing Rights

i . Mortgage
Commercial, Loans

1997 1998 1999
nterest Expense - Net Interest Income

] Interest Income
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First Defiance Financial Corp. and Subsidiaries

Selected Consolidated Financial Information continued

($ in thousands, except per share data)
1999 1998 1997 1996 1995
Selected Financial Ratios and Other Data:
Performance Ratios: N
Return on average assets 1 0.99% 0.45% 0.96% 0.78% 1.13%
Return on average equity 1 9.52% 2.99% 4.69% 3.26% 6.14%
Interest rate spread 4 — 2.93% 3.25% 3.39% 3.22% 3.01%
Net interest margin 4 3.12% 3.62% 4.24% 4.31% 3.87%
Ratio of operating expense to average total assets | 5.44% 3.85% 2.51% 3.02% 2.16%
Quality Ratios: T
Non-performing assets to total assets at end of period 5 0.36% 0.43% 0.33% 0.41% 0.24%
Allowance for loan losses to non-performing assets 5 216.28% 290.56% 140.92% 99.02% 192.28%
Allowance for loan losses to total loans receivable _ 1.09% 1.69% 0.60% 0.52% 0.47%
Capital Ratios: L
Equity to total assets at end of period ___9.05% 11.93% 18.44% 21.45% 25.40%
Tangible equity to tangible assets at end of period __ 7.68% 10.41% 18.44% 21.45% 25.40%
Average equity to average assets 10.40% 14.86% 20.55% 24.07% 18.36%
Book value per share $13.12 $12.37 §12.53 $12.31 $12.16
Ratio of average interest-earning assets to average - :
interest-bearing liabilities 104.52% 108.43% 121.45% 128.53% 120.41%
Cash Earnings: -
Cash Earnings 1 $9,382 $3,393 $5,407 $4,151 $5,521
Basic Cash Earnings per share 1 1.44 0.45 0.65 0.43 0.54
Diluted Cash Earnings per share | ~ 1.40 0.43 0.62 0.42 0.53
Cash return on average assets 1 1.09% 0.49% 0.96% 0.78% 1.13%
Cash return on average equity 1 11.99% 3.44% 4.69% 3.26% 6.14%
Ratio of cash operating expense to .
average total tangible assets | . 5.43% 3.84% 2.51% 3.02% 2.16%
- /
1 Non-interest expense for 1996 includes a one-time charge of $2.461 million to recapitalize 4 Interest rate spread represents the difference between the weighted average yield on interest-
the Savings Association Insurance Fund (SAIF). Without the SAIF charge, net income for earning assets and the weighted average rate on interest-bearing liabilities. Net interest
1996 would have been $5.775 million, or $.60 basic earnings per share ($.59 on a diluted margin represents net interest income as a percentage of average interest-earning assets.
basis), return on average assets would have been 1.09%, return on equity would have been 5 Non-performing assets consist of non-accrual loans that are contractually past due 90
4.54% and the ratio of operating expense to average total assets would have been 2.55%. days or more; loans that are deemed impaired under the criteria of FASB Statement
2 Earnings per share for 1995-1996 have been restated for FASB Statement 128. No. 114; and real estate, mobile homes and other assets acquired by foreclosure or

3 Dividend payout ratio was calculated using basic earnings per share. deed-in-lieu thereof.

At December 31 ' At December 31
In $ millions

25.40%

$396.0
$3g2.5 93831 : 21.45%

18.44%

11.93%
9.05%
1995 1996 1997 1998 1999 1995 1996 1997 1998 1999
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: FIRST FEDERAL

FmNANCIAL CORP.
First Defiance Financial First Federal Locations =
Corp. Headquarters

601 Clinton St. www.first-fed.com Fostoria

Defiance, OH 43512 1694 N. Countyline Street
www.fdef.com Bryan Downtown Fostoria, OH 44830
419-782-5015 204 East High Street 419-436-1310

Bryan, Ohio 43506
Hicksville

419-636-3118

201 East High Street
Hicksville, OH 43526

= Bryan East
%? INSURANCE 926 East High Street 419-542-5626
=Q ~INVESTMENTS Bryan, Ohio 43506
=5 419-636-5653 Montpelier
; 1050 East Main Street
First Lglgs 111;3.?(; &Suliltlevlezségnents Defiance Downtown Montpelier, OH 43543
Defiance O’H 43512 601 Clinton Street 419-485-5591
419-784.5431 Defiance, OH 43512
419-782-5015 Napoleon Downtown

625 Scott Street
Napoleon, OH 43545

Defiance North
419-592-3060

I l 825 North Clinton Street

Defiance, OH 43512
Napoleon Woodlawn

IM? 419-782-6626
1333 Woodlawn Avenue
Defiance Super K-Mart Napoleon, OH 43545

The Leader Mortgage Company 190 Stadium Drive 419-599-2727

1015 Euclid Avenue
Cleveland, Ohio 44115
216-696-8000

Defiance, OH 43512

419-782-5252 Paulding

905 North Williams Street
Paulding, OH 45879
410-399-9748

I e

Findlay
3900 N. Main Street
Findlay, OH 45840

410-422-4422 Wauseon

211 South Fulton Street
Wauseon, OH 43567
T 419-335-7911

® Montpelier FULTON
;;,,{ I |Toledo Cleveland WILLIAMS ® Wauseon
&:Dé*Mfiaigte 2 '
———r TS Ees [ ]
® Hicksville DEF'ANCE] Napoleon WwooD SENECA
§ *Defiance
HENRY
® Columbus ® Paulding ! @ Fostoria
o Cinci ’ PAULDING
incinnati @
PUTNAM Findlay

HANCOCK

% First Defiance Financial Corp., First Federal and First Insurance & Investments

R The Leader Mortgage Company

LOCATIONS
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SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

FORM 10-K
(Mark One) ‘
[ X 1] ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934 [FEE REQUIRED]
For the fiscal year ended December 31, 1999

or

[ 1 - TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934 [NO FEE REQUIRED]

Commission File Number

FIRST DEFIANCE FINANCIAL CORP.

(Exact name of registrant as specified in its charter)

OHIO 34-1803915 :
(State or other jurisdiction of incorporation or organization) (IR.S. Employer Identification Number)
601 Clinton Street, Defiance, Ohio ' 43512
(Address of principal executive offices) (Zip code)

Registrant’s telephone number, including area code: (419) 782-5015

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 class)

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 ] No [

Indicate by check mark if 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 Registrant’s knowledge, in definitive proxy or
information statements incorporated by reference in Part III of this Form 10-K or any amendment to this
Form 10-K. - [ ]

As of March 6, 2000, there were issued and outstanding 6,836,685 shares of the Registrant’s
common stock.

The aggregate market value of the voting stock held by non-affiliates of the Registrant computed
by reference to the average bid and ask price of such stock as of March 6, 2000 was approximately $63.2
million.

Documents Incorporated by References

Part IIT - Portions of the Proxy Statement for the Annual meeting of Shareholders to be held on April 18, 2000 are
incorporated by reference into Part III thereof.
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PART I

Item 1. Business

First Defiance Financial Corp. (“First Defiance” or the “Company”) is a unitary
thrift holding company that, through is subsidiaries (the “Subsidiaries”) focuses on
traditional banking, mortgage banking, and property and casualty, group health and life
insurance products. The Company’s traditional banking activities include originating and
servicing residential, commercial, and consumer loans and providing a broad range of
depository services. The Company’s mortgage banking activities consist primarily of
purchasing and selling residential mortgage loans, originating residential mortgages, and
servicing residential mortgage portfolios for investors. The Company’s insurance
activities consist primarily of commissions relating to the sale of property and casualty,
life insurance, group health and investment products.

At December 31, 1999, the Company had consolidated assets of $988.0 million,
consolidated deposits of $503.0 million, and consolidated stockholders’ equity of $89.4
million. The Company was incorporated in Ohio in June of 1995. Its principal executive
offices are located at 601 N. Clinton Street, Defiance, Ohio 43512, and its telephone
number is (419) 782-5015.

The Subsidiaries

The Company’s core business operations are conducted through the following
Subsidiaries:

First Federal Bank of the Midwest: First Federal Bank of the Midwest (“First
Federal”) is a federally chartered stock savings bank headquartered in Defiance, Ohio.
First Federal formerly did business as First Federal Savings and Loan. On January 1,
1999 it adopted a federal savings bank charter and changed its name to First Federal
Bank of the Midwest. It conducts operations through its main office and thirteen full
service branch offices in Defiance, Fulton, Hancock, Henry, Paulding, Putnam, and
Williams Counties in northwest Ohio. First Federal’s deposits are insured by the Federal
Deposit Insurance Corporation (“FDIC”) under the Savings Association Insurance Fund
(“SAIF”). First Federal is a member of the Federal Home Loan Bank System.

First Federal is primarily engaged in attracting deposits from the general public
through its offices and using those and other available sources of funds to originate loans
secured by single-family residences (one-to-four-family units) primarily located in the
seven counties in which its offices are located. First Federal also originates other real
estate loans secured by nonresidential and multi-family residential real estate and
construction loans. First Federal also holds a significant number of non real estate loans
including commercial, home improvement and equity, consumer finance loans, primarily
automobile loans, and mobile home loans. In addition, First Federal invests in U.S.
Treasury and federal government agency obligations, obligations of the State of Ohio and
its political subdivisions, mortgage-backed securities which are issued by federal
agencies, commercial paper, and corporate bonds.

0002-0010944




The Leader Mortgage Company: The Leader Mortgage Company (“The
Leader”) is a single member limited liability company which is operated as a division of
First Federal. The Leader is a mortgage banking company which specializes in servicing
mortgage loans under various first-time homebuyer programs sponsored by various state,
county and municipal governmental entities. The Leader’s mortgage banking activities
consist primarily of originating or purchasing residential mortgage loans for either direct
resale into secondary markets or to be securitized under various Government National
Mortgage Association (“GNMA”’) bonds.

First Insurance & Investments: First Insurance & Investments (“First
Insurance”) is a wholly owned subsidiary of First Defiance. First Insurance is an
insurance agency that does business in the Defiance, Ohio area. First Insurance offers
property and casualty, life insurance, group health, and investment products.

Securities

Management determines the appropriate classification of debt securities at the
time of purchase. Debt securities are classified as held-to-maturity when First Defiance
has the positive intent and ability to hold the securities to maturity. Held-to-maturity
securities are stated at amortized cost. Debt securities not classified as held-to-maturity
and equity securities are classified as available-for-sale. Available-for-sale securities are
stated at fair value. Loans held-for-sale securitized in the normal course of The Leader’s
operations have been classified as trading securities, reported at fair market value. The
Leader has committed to sell the securities at their carrying value.

First Defiance’s securities portfolio is managed in accordance with a written
policy adopted by the Board of Directors and administered by the Investment Committee.
The Chief Financial Officer, the Chief Operating Officer, and the Chief Executive
Officer of First Federal can each approve transactions up to $1 million. Two of the three
are required to approve transactions greater than $1 million up to $5 million. All
transactions in excess of $5 million must be approved by the Board of Directors.

First Defiance’s investment portfolio includes seven CMO and REMIC issues
totaling $6.9 million, all of which are fully amortizing securities. All such investments
are considered derivative securities. None of First Defiance’s investments are considered
to be high risk and management does not believe the risks associated with these
investments to be significantly different from risks associated with other pass-through
mortgage backed securities. First Defiance does not invest in off-balance sheet derivative
securities.
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The amortized cost and fair value of securities at December 31, 1999 by
contractual maturity are shown below. Expected maturities will differ from contractual
maturities because borrowers may have the right to call or prepay obligations with or
without call or prepayment penalties. Money market mutual funds and other mutual
funds are not due at a single maturity date. For purposes of the maturity table, mortgage-
backed securities, which are not due at a single maturity date, have been allocated over
maturity groupings based on the weighted-average contractual maturities of underlying
collateral. The mortgage-backed securities may mature earlier than their weighted-
average contractual maturities because of principal prepayments.

Contractually Maturing Total
Weighted Weighted Weighted Weighted
Under1  Average 1-5 Average 6-10 Average  Over 10  Average
Year Rate _ Years _Rate Years Rate Years Rate Amount Yield

(Dollars in thousands)
Mortgage-backed

securities $ 311 560% $ 696 8.64% $ 90 9.14%  $37,705 6.50% $38,802 6.54%
Corporate bonds 4,046 6.09% 10,819 6.68% 14,865 6.52%
REMICs and CMOs 6426  6.39% 566 6.85% 6992  642%
U.S. Government and '

federal agency

obligations 15,814 6.25% 964 5.90% 16,778 6.23%
Obligations of states

and political

subdivisions 634  5.26% 1,406 5.80% 3,759  5.25% 745 5.15% 6,544  5.36%
Trust preferred stock . - 2,000 9.13% 2,000 9.13%
Total $ 4,991 $28,735 $11.239 $41,016 85,981
Mutual funds 8,081
Equity securities 343
Unrealized loss on

securities available

for sale (1,659)

Total $93.646 _
The carrying value of investment securities is as follows:
December 31
1999 1998 1997
(In thousands)
Available-for-Sale Securities:
Corporate bonds $ 14,746 $ 11,196 $ 10,113
U. S. Treasury and other U. S. Government
agencies and corporations 16,374 7,063 58,851
Obligations of state and political subdivisions
5,381 5,286 550
Other 17,445 24,009 12,922
Totals $ 53946 $ 47554 § 82436

Trading Securities:
U.S. Treasury and other U.S.
Government agencies and corporations $ 29805 § - $
29,805
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Held-to-Maturity Securities:
U. S. Treasury and other U. S. Government
agencies and corporations $ 8997 $ 12,531 $ 19,715
Obligations of state and political subdivisions ,
898 1,010 1,238

Totals $ 9895 $§ 13541 $ 20,953

For additional information regarding First Defiance’s investment portfolio refer to Note 4
to the consolidated financial statements.

Interest-Bearing Deposits

First Defiance has interest-bearing deposits in the FHLB of Cincinnati amounting
to $1.8 million and $5.3 million at December 31, 1999 and 1998.

Residential Loan Servicing Activities

First Federal and The Leader each has its own mortgage servicing portfolio. At
December 31, 1999, First Federal serviced approximately $88.6 million of mortgage
loans, while The Leader’s servicing portfolio amounted to approximately $5.95 billion.

Servicing mortgage loans involves a contractual right to receive a fee for
processing and administering loan payments. This processing involves collecting
monthly mortgage payments on behalf of investors, reporting information to those
investors on a monthly basis and maintaining custodial escrow accounts for the payment
of principal and interest to investors and property taxes and insurance premiums on
behalf of borrowers. These payments are held in custodial escrow accounts at First
Federal, where the money can be invested by the Company in interest-earning assets at
returns that historically have been greater than could be realized by the Company using
the custodial escrow deposits as compensating balances to reduce the effective borrowing
cost on the Company’s warehouse credit facilities.

As compensation for its mortgage servicing activities, the Company receives
servicing fees usually ranging from 0.25% to 0.44% per annum of the loan balances
serviced, plus any late charges collected from delinquent borrowers and other fees
incidental to the services provided. At December 31, 1999, the Company’s weighted-
average servicing fee was .41%. In the event of a default by the borrower, the Company
receives no servicing fees until the default is cured.
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Servicing is provided on mortgage loans on a recourse or nonrecourse basis. The
Company’s policy is to accept only a limited number of servicing assets on a recourse
basis. As of December 31, 1999, on the basis of outstanding principal balances, only
.07% of the mortgage servicing contracts owned by the Company involved recourse
servicing. To the extent that servicing is done on a recourse basis, the Company is
exposed to credit risk with respect to the underlying loan in the event of a repurchase.
Additionally, many of the nonrecourse mortgage servicing contracts owned by the
Company require the Company to advance all or part of the scheduled payments to the
owner of the mortgage loan in the event of a default by the borrower. Many owners of
mortgage loans also require the servicer to advance insurance premiums and tax
payments on schedule even though sufficient escrow funds may not be available. The
Company, therefore, must bear the funding costs associated with making such advances.
If the delinquent loan does not become current, these advances are typically recovered at
the time of the foreclosure sale. Foreclosure expenses are generally not fully
reimbursable by the Federal National Mortgage Association (“FNMA”), the Federal
- Home Loan Mortgage Corporation (“FHLMC?”) or the Government National Mortgage
Association (“GNMA”), for whom the Company provides significant amounts of
mortgage loan servicing. As of December 31, 1999 and 1998, the Company had
advanced approximately $5.6 million and $3.5 million, respectively, in funds on behalf of
third-party investors.

Mortgage servicing rights represent a contractual right to service, and not a
beneficial ownership interest in, underlying mortgage loans. Failure to service the loans
in accordance with contract or other applicable requirements may lead to the termination
of the servicing rights and the loss of future servicing fees. To date, there have been no
terminations of mortgage servicing rights by any mortgage loan owners because of the
Company’s failure to service the loans in accordance with its obligations.

The following table sets forth certain information regarding the composition of
the Company’s mortgage servicing portfolio (excluding loans subserviced for others) as
of the dates indicated:

As of December 31
1999 1998 1997

(In thousands)
FHA insured/VA guaranteed residential $ 4,641,778 $ 3,616,245
Conventional loans 1,205,908 1,086,575 $ 17,844
Other loans 191,377 153,049
Total mortgage servicing portfolio $ 6,039,063 $ 4855869 $ 17,844
Fixed rate loans $ 6,032,880 $ 4,847,764 $ 17,844
Adjustable rate loans 6,177 8,105
Total mortgage servicing portfolio $ 6,039,063 §$ 4,855,869 $ 17,844
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The following table shows the delinquency statistics for the mortgage loans serviced by
the Company (excluding loans subserviced for others) compared with national average
delinquency rates as of the dates presented:

As of December 31
1999 1998 1997
National National National
Company Average(1) Company Average(1) Company Average(1)
Number  Percentage  Percentage Number Percentage  Percentage Number Percentage Percentage
of of Servicing of of of Servicing of of of Servicing of
Loans Portfolio (2) Loans Loans Portfolio (2) Loans Loans Portfolio (2) Loans
Loans delinquent for:
30-59 days 5,102 5.28% 2.88% 5,155 6.23% 2.96% 5 1.78% 3.03%
60-89 days 1,425 1.47 .63 1,435 1.73 .68 - 1
90 days and over 1,007 1.04 59 818 99 .60 1 .36 .62
Total delinquencies 7,534 7.79% 4.10% 7,408 8.95% 4.24% 6 2.14% 4.36%
Foreclosures 2,167 2.24% 2,161 2.61% - - - 1.11%
(1) Source: Mortgage Bankers Association, “Delinquency Rates of I to 4 Unit Residential Mortgage Loans” (Seasonally Adjusted)
(Data as of September 30, 1999 and December 31, 1998 and 1997, respectively).
(2) Delinquencies and foreclosures generally exceed the national average due to historically higher rates of delinquencies and
foreclosures on FHA insured and VA gnaranteed residential mortgage loans.
The following table sets forth certain information regarding the number and aggregate
principal balance of the mortgage loans serviced by the Company, including both fixed
and adjustable rate loans (excluding loans subserviced for others), at various mortgage
interest rates:
As of December 31
1999 1998 1997
Percentage Percentage Percentage
Number  Aggregate of Aggregate  Number Aggregate of Aggregate  Number Aggregate  of Aggregate
of Principal Principal of Principal Principal of Principal Principal
Rate Loans Balance Balance Loans Balance Balance Loans Balance Balance
Less than 5.00% 697 $ 32,872 54% 1,144 $ 33215 68%
5.00% - 5.99% 18,326 1,238,781 20.51 9,510 565,162 11.64
6.00% - 6.99% 35,221 2,427,105 40.19 29,068 1,818,721 37.45
7.00% - 7.99% 31,094 1,721,873 28.51 30,383 1,718,098 35.38 54 $ 3,904 21.88%
8.00% - 8.99% 9,713 501,155 8.30 12,310 430,142 9.89 216 13,540 75.88%
9.00% and over 1,640 117,277 1.95 355 240,531 4.96 11 400 2.24
Total 96,691 $6,039,063  100.00% 82,770 $4.855,869 100.00% 281 $17,844 100.00%
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Loan administration fees decrease as the principal balance on the outstanding loan decreases and as the remaining time to
maturity of the loan shortens. The following table sets forth certain information regarding the remaining maturity of the mortgage
loans serviced by the Company (excluding loans subserviced for others) as of the dates shown. The changes in the remaining
maturities as a percentage of unpaid principal between 1998 and 1997, as reflected below, are the result of acquisitions of mortgage
servicing rights completed during 1998.

As of December 31
1999 1998 1997
Percentage Percentage Percentage
Number  Percentage Unpaid Unpaid Number Percentage Unpaid Unpaid Number Percentage Unpaid Unpaid
of of Number Principal Principal of of Number Principal Principal of of Number Principal Principal
Maturity Loans of Loans Amount Amount Loans of Loans Amount Amount Loans of Loans Amount Amount
(Dollars in thousands)
1-5 years 4,102 4.24% $ 121,250 2.01% 5,843 7.06% $ 147446 3.04%
6-10 years 5,823 6.02 120,517 2.00 5,053 6.10 147,092 3.03
11-15 years 1,457 1.51 99,207 1.64 1,756 2.12 104,796 2.16
16-20 years 4,894 5.06 209,012 3.46 6,643 8.03 288,755 595
21-25 years 12,702 13.14 745,418 12.34 16,136 19.49 960,928 19.79
More than 25 years __ 67,713 70.03 4,743,659 78.55 47,339 57.20 3,206,852 66.03 281 100.00% $17,844 100.00%
Total 96,691 100.00% $6,039,063 100.00% 82,770 100.00% $4,855,869 100.00% 281 100.00% $17,844 100.00%

The following table sets forth the geographic distribution of the mortgage loans (including delinquencies) serviced by the
Company (excluding loans subserviced for others) by state:

As of December 31
1999 1998 1997
Percentage  Percentage Percentage  Percentage Percentage Percentage
of of . of of of of
Number Aggregate  Aggregate Total Number Aggregate  Aggregate Total Number Aggregate Aggregate Total
of Principal Principal Delings. of Principal Principal Delings. of Principal Principal Delings.
State Loans Balance Balance by State(1) Loans Balance Balance by State(1) Loans Balance Balance by State(1)
(Dollars in thousands)
Ohio 35336  $2,230,168 36.93% 3146% 36,761 $2,153,287 44.34% 38.12% 281 $17,844 100.00% 100.00%
Florida 19,245 1,259,712 20.86 22,07 14,688 955,047 19.67 19.74
Louisiana 10,226 679,799 11.26 16.30 6,836 443,228 9.13 10.96
Washington 5,458 374,580 6.20 4.67 3,531 248,738 5.12 3.93
Other (2) 26,426 1,494,804 24.75 25.50 20,954 1,055,569 21.74 27.25
Total 96,691  $6,039,063 100.00% 100.00% 82,770 $4.855,869 100.00% 100.00% 281 $17,844 100.00% 100.00%

(1) In terms of number of loans outstanding.
(2) No other state accounted for greater than 6.00%, based on aggregate principal balances of the Company’s mortgage loan servicing portfolio as of December 31, 1999.
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Lending Activities

General. A savings association generally may not make loans to one borrower and
related entities in an amount which exceeds 15% of its unimpaired capital and surplus, although
loans in an amount equal to an additional 10% of unimpaired capital and surplus may be made to
a borrower if the loans are fully secured by readily marketable securities. See “Regulation -
Federal Regulation of Savings Associations.” At December 31, 1999, First Federal’s limit on
loans-to-one borrower was $8.6 million and its five largest loans or groups of loans to one
borrower, including related entities, were $8.2 million, $6.6 million, $3.6 million, $3.3 million
and $3.0 million. All of these loans or groups of loans were performing in accordance with their
terms at December 31, 1999.
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Loan Portfolio Composition. Loan volume continues to be strong. The net increase in net loans outstanding over the prior
year was $134.4 million, $126.6 million, and $26.0 million in 1999, 1998, and 1997, respectively. The loan portfolio contains no
foreign loans nor any concentrations to identified borrowers engaged in the same or similar industries exceeding 10% of total loans.

The following table sets forth the composition of the Company’s loan portfolio by type of loan at the dates indicated.

December 31
1999 1998 1997 1996 1995
Amount % Amount % Amount % Amount % Amount %

(Dollars in thousands)
Real estate: ) '
Single-family residential $458,442 64.1% $365,116 62.7%  $255,428 57.0% $241,787 57.1% '$224,639 57.4%

Multi-family residential 11,427 1.6 13,763 24 9,363 2.1 9,175 22 16,929 4.3

Non-residential real estate 11,801 1.7 16,436 2.8 20,159 4.5 21,348 5.0 19,780 5.1

Construction 7,808 1.1 8,258 14 10,148 2.2 11,412 2.7 8,200 2.1
Total real estate loans 489,478 68.5 403,573 69.3 295,098 65.8 283,722 67.0 269,548 68.9
Other:

Consumer finance 64,326 9.0 87,168 15.0 81,111 18.1 74,019 17.5 61,810 15.8

Commercial 138,125 19.3 70,109 12.0 29,758 6.6 26,674 6.3 23,647 6.0

Home equity and improvement 22,781 3.2 18,168 3.2 16,940 3.8 13,570 32 11,875 3.0

Mobile home 46 - 3,117 .5 25,424 5.7 25,199 6.0 24,671 6.3
Total non-real estate loans 225,278 315 178,562 30.7 153,233 34.2 139,462 33.0 122,003 31.1
Total loans 714,756 100.00% 582,135 100.0% 448,331 100.0% 423,184 100.0% 391,551 100.0%
Less:

Loans in process 3,291 3,250 3,087 4,474 3,971

Deferred loan origination fees 764 612 646 568 559

Allowance for loan losses ’ 7,758 9,789 2,686 : 2,217 1,817
Net loans $702,943 $568,484 $441,912 $415,925 $385,204

Included above, First Defiance had $239.6 million, $119.9 million, $87,500, $558,600 and $3.8 million in loans classified as
held for sale at December 31, 1999, 1998, 1997, 1996, and 1995 respectively. The fair value of such loans, which are all single-family
residential mortgage loans, approximated their carrying value for all years presented.




Contractual Principal Repayments and Interest Rates. The following table sets
forth certain information at December 31, 1999 regarding the dollar amount of gross
loans maturing in First Defiance’s portfolio, based on the contractual terms to maturity.
Demand loans, loans having no stated schedule of repayments and no stated maturity and
overdrafts are reported as due in one year or less.

Due 3-5 Due 5-10  Due 10-15 Due 15+
Due Due Years Years Years Years
Before Before After After After After
12/31/00  12/31/01  12/31/99  12/31/99 12/31/99 12/31/99 Total
(In thousands)

Real estate $259,397 $11,702 $44,049 $66,119  $47,957 $60,254 $489,478
Non-real estate: ‘
Commercial 44,999 12,205 31,050 32,085 5,927 11,859 138,125
Home equity and
improvement 2,701 711 1,805 1,361 276 15,927 22,781
Mobile home 9 8 22 7 - - 46
Consumer finance 23,872 17,880 22,096 460 18 — 64,326
Total $330,978 $42,506 $99,022 $100,032  $54,178 $88,040 $714,756

The schedule above does not reflect the actual life of the Company's loan
portfolio. The average life of loans is substantially less than their contractual terms
because of prepayments and due-on-sale clauses, which give First Defiance the right to
declare a conventional loan immediately due and payable in the event, among other
things, that the borrower sells the real property subject to the mortgage and the loan is not
repaid.

The following table sets forth the dollar amount of gross loans due after one year
from December 31, 1999 which have fixed interest rates or which have floating or
adjustable interest rates.

Floating or
Fixed Adjustable

Rates Rates Total
(In thousands)
Real estate : $170,780 $ 59,301 $230,081
Non-real estate:
Commercial 39,270 53,856 93,126
Other 42,847 17,724 60,571

$252,897 $130,881 $383,778

Originations, Purchases and Sales of Loans. The lending activities of First
Defiance are subject to the written, non-discriminatory, underwriting standards and loan
origination procedures established by the Board of Directors and management. Loan
originations are obtained from a variety of sources, including referrals from real estate
brokers, developers, builders, and existing customers; newspapers and radio advertising;
and walk-in customers.

- 11 -
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First Defiance’s loan approval process for all types of loans is intended to assess
the borrowers ability to repay the loan, the viability of the loan, and the adequacy of the
value of the collateral that will secure the loan.

A commercial credit is first reviewed and underwritten by a commercial loan
officer, who may approve credits within his or her lending limit. Credits exceeding an
individual’s lending limit may be approved by another loan officer with limits sufficient
to cover the exposure. All credits which exceed $100,000 in aggregate exposure must be
presented for approval to the Senior Loan Committee, a committee of senior lending
personnel. Credits which exceed $250,000 in aggregate exposure must be presented to for
approval to the Executive Loan Committee, a sub-committee of the Board of Directors.

A mortgage loan is initially reviewed by a mortgage loan originator. Approval for
conforming mortgage loans which are sold to the secondary market occurs centrally by
the Chief Underwriter or the Vice President of Mortgage Lending. Non-conforming
mortgage loans must be approved by either the Vice President of Mortgage Lending or
First Federal’s Chief Operating Officer.

A consumer loan officer underwrites and may approve direct consumer credits
within their lending limits. Credits exceeding an officer’s lending limits may be approved
by another loan officer with limits sufficient to cover the exposure. All indirect consumer
credits are underwritten and approved centrally.

First Defiance offers adjustable-rate loans in order to decrease the vulnerability of
its operations to changes in interest rates. The demand for adjustable-rate loans in First
Defiance’s primary market area has been a function of several factors, including
customer preference, the level of interest rates, the expectations of changes in the level of
interest rates and the difference between the interest rates offered for fixed-rate loans and
adjustable-rate loans. The relative amount of fixed-rate and adjustable-rate residential
loans that can be originated at any time is largely determined by the demand for each in a
competitive environment.

Adjustable rate loans represented 5.87% of First Defiance’s total originations of
mortgage loans in 1999 compared to 14.0% and 34.7% during 1998 and 1997,
respectively. First Defiance continues to hold adjustable-rate securities in order improve
its interest rate risk profile.

Adjustable-rate loans decrease the risks associated with changes in interest rates
but involve other risks, primarily because as interest rates rise, the payment by the
borrower rises to the extent permitted by the terms of the loan, thereby increasing the
potential for default. At the same time, the marketability of the underlying property may
be adversely affected by higher interest rates.

-12-
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The following table shows total loans originated, loan reductions, and the net
increase in First Defiance’s total loans during the periods indicated:

Loan originations:
One to four family residential
Five or more family residential
Non-residential real estate
Construction
Commercial
Mobile home
Home equity and improvement
Consumer

Total loans originated

Loans acquired through purchase of
The Leader:
One to four family residential
Five or more family residential

Purchase of one to four family
residential

Loan reductions:
Loan pay-offs
Mortgage loans sold
Periodic principal repayments

Net increase in total loans

Year ended December 31

. 1999 1998 1997
(In thousands)

$154,142  $163,355 § 72,752
313 2,168 1,464
476 4,025 5,153
10,699 13,852 11,044
149,819 98,148 31,435
- 3,083 5,945
10,223 15,381 10,103
21,122 60,068 54,994
346,794 360,080 192,890
- 127,170 -
- 4,302 -
- 131,472 —
1,797,959 596,681 —
188,128 185,793 106,840
1,746,386 674,066 8,242
77,618 94,570 52,661
2,012,132 954,429 167,743
$132,621  $133,804 § 25,147

13-
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Asset Quality

First Defiance’s credit policy establishes guidelines to manage credit risk and asset quality. These guidelines include loan
review and early identification of problem loans to ensure sound credit decisions. First Defiance’s credit policies and review
procedures are meant to minimize the risk and uncertainties inherent in lending. In following the policies and procedures, management
must rely on estimates, appraisals and evaluations of loans and the possibility that changes in these could occur because of changing
economic conditions.

Delinquent Loans. The following table sets forth information concerning delinquent loans at December 31, 1999, in dollar amount
and as a percentage of First Defiance’s total loan portfolio. The amounts presented represent the total outstanding principal balances
of the related loans, rather than the actual payment amounts which are past due.

30 to 59 Days 60 to 89 Days 90 Days and Over Total
Amount Percentage  Amount Percentage Amount Percentage Amount Percentage
(Dollars in thousands)

Single-family residential $1,067 0.15% $ 60 0.01% $ 146 0.02%  $1,273 0.18%
Non-residential and multi-family

residential 396 0.06 - - - - 396 0.06
Home equity and improvement 69 0.01 - - 30 - 99 0.01
Consumer finance 1,307 0.18 247 0.03 117 0.02 1,671 0.23
Commercial 49 0.00 10 - 737 0.10 796 0.11

2,888 0.40 317 0.04 1,030 0.14 4,235 0.59

Single-family residential backed by

government guarantees 269 0.04 133 0.02 12,796 1.79 13,198 1.85
Total $3,157 0.44% $450 0.06% $13,826 1.93%  $17,433 2.44%
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Non-Performing Assets. All loans are reviewed on a regular basis and are placed
on a non-accrual status when, in the opinion of management, the collection of additional
interest is deemed insufficient to warrant further accrual. Generally, First Defiance places
all loans more than 90 days past due on non-accrual status. When a loan is placed on non-
accrual status, total unpaid interest accrued to date is reserved. Subsequent payments are
either applied to the outstanding principal balance or recorded as interest income,
depending on the assessment of the ultimate collectibility of the loan. First Defiance
considers that a loan is impaired when, based on current information and events, it is
probable that they will be unable to collect all amounts due (both principal and interest)
according to the contractual terms of the loan agreement. When a loan is impaired, First
Defiance measures impairment based on the present value of expected future cash flows
discounted at the loan’s effective interest rate, the loan’s observable market price, or the
fair value of the collateral, if collateral dependent. If the measure of the impaired loan is
less than the recorded investment, First Defiance will recognize an impairment by
creating a valuation allowance. This policy excludes large groups of smaller-balance
homogeneous loans that are collectively evaluated for impairment such as residential
mortgage, consumer installment, and credit card loans. Impairment of loans having
recorded investments of $570,000, $570,000 and $537,000 has been recognized as of
December 31, 1999, 1998 and 1997, respectively. Interest received and recorded in
income during 1999, 1998 and 1997 on impaired loans including interest received and
recorded in income prior to such impaired loan designation amounted to $36,000,
$155,000, and $53,000, respectively. Unrecorded interest income on these and all non-
performing loans in 1999, 1998 and 1997 was $154,000, $36,000, and $24,000,
respectively. The average recorded investment in impaired loans during 1999, 1998 and
1997 was $570,000, $570,000, and $1.3 million, respectively. The total allowance for
loan losses related to these loans was $402,000, $402,000 and $327,000 at December 31,
1999, 1998 and 1997, respectively.

Real estate acquired by foreclosure is classified as real estate owned until such
time as it is sold. In addition, First Defiance also repossesses other assets securing loans,
consisting primarily of automobiles and mobile homes. When such property is acquired it
is recorded at the lower of the restated loan balance, less any allowance for loss, or fair
value. Costs relating to development and improvement of property are capitalized,
whereas costs relating to holding the property are expensed. Valuations are periodically
performed by management and an allowance for losses is established by a charge to
operations if the carrying value of property exceeds its estimated net realizable value.

As of December 31, 1999, First Defiance’s total non-performing loans amounted
to $1,030,000 or .14% of total loans, compared to $1,852,000 or .33% of total loans, at
December 31, 1998.

-15-
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The following table sets forth the amounts and categories of First Defiance’s
nonperforming assets and troubled debt restructurings at the dates indicated.

December 31
1999 1998 1997 1996 1995
(Dollars in thousands)

Non-performing loans:

Single-family residential $ 146 $ 171 $ 313 § 88  §$263
Non-residential and multi-family
residential real estate - - - 19 -
Commercial 737 1,330 570 1,561 268
Mobile home - 180 315 193 130
Consumer finance 147 171 167 111 111
Total non-performing loans 1,030 1,852 1,365 1,972 772
Real estate owned 2,465 1,337 18 -~ 1
Other repossessed assets 92 180 523 267 172
Total repossessed assets 2,557 1,517 541 267 173
Total non-performing assets $ 3,587 $3,369 $1,906  $2,239  §$945 :
Troubled debt restructurings $ - 3 - $ - § - $437

Total non-performing assets as a
percentage of total assets 36% 43% .33% A41% 18%

Total non-performing loans and
troubled debt restructurings as a
percentage of total loans 14% 33% A43% 53% 35%

Total non-performing assets and
troubled debt restructurings as a
percentage of total assets 36% 43% 33% 41% 26%

Allowance for loan losses as a
percent of total non-performing

assets 140.9% 99.0% 192.3%

290.6%
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Allowance for Loan Losses. It is management’s policy to maintain an allowance
for loan losses based upon an assessment of prior loss experience, the volume and type of
lending conducted by First Defiance, industry standards, past due loans, general
economic conditions and other factors related to the collectibility of the loan portfolio.
Although management believes that it uses the best information available to make such
determinations, future adjustments to allowances may be necessary, and net earnings
could be significantly affected, if circumstances differ substantially from the assumptions
used in making the initial determinations.

At December 31, 1999, First Defiance’s allowance for loan losses amounted to
$7.8 million compared to $9.8 million at December 31, 1998. As of December 31, 1999
and 1998, $1.0 million and $1.5 million, respectively, constituted an allowance with
respect to specific loans or assets held for sale. Charge-offs in non-real estate loans
increased $664,000 for the year ended December 31, 1999 over 1998 due to increases in
lending and delinquencies in this area. In addition, the majority of the mobile home
portfolio was sold during 1999 at a loss of $1.0 million.

The following table sets forth the activity in First Defiance’s allowance for loan
losses during the periods indicated.

Year Ended December 31
1999 1998 1997 1996 1995
(Dollars in thousands)
Allowance at beginning of year $9,789 $2.686 $2,217 $1,817 $1,733
Provisions 1,925 7,769 1,613 1,020 374
Acquired allowance of The Leader - 1,194 - - -
Charge-offs:
Single-family real estate 1,843 352 - - -
Non-real estate: ‘
Consumer finance 1,231 1,053 1,078 430 230
Mobile home 1,054 620 259 334 91
Commercial 107 55 4 12 23
Total non-real estate 2,392 1,728 1,341 776 344
Total charge-offs 4,235 2,080 1,341 776 344
Recoveries:
Consumer finance 279 220 195 152 51
Commercial - - - 4 -
Mobile home - — 2 - -
Assets held for sale — - — 3
Total 279 220 197 156 54
Allowance at end of year $7,758 $9,789 $2,686 $2,217 $1,817
Allowance for loan losses to total non-
performing loans at end of year 7532%  528.6% 196.8% 112.4% 235.4%
Allowance for loan losses to total loans
at end of year 1.10 1.68% .60% 52% 46%
Allowance for loan losses to net
chargeoffs for the year 196.11 470.63 234.79 357.58 626.55
Net charge offs for the year to average
loans .56 .36 27 .16 .08
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The following table sets forth information concerning the allocation of First
Defiance’s allowance for loan losses by loan categories at the dates indicated. For
information about the percent of total loans in each category to total loans, see
“. Lending Activities - Loan Portfolio Composition.”

December 31
1999 ) 1998 1997
Percent of Percent of ‘ Percent of
total loans total loans total loans

Amount by category _Amount by category Amount by category
(Dollars in thousands)

Real estate mortgage loans $1,964 68.5% $1,654 69.3% $ 351 65.8%
Other:
Commercial business 2,317 19.3 1,760 12.0 828 6.6
loans
Mobile home loans - - 1,309 5 361 5.7
Consumer and home
equity and
improvement loans 3,477 12.2 5,066 18.2 1,146 21.9
87,758 100.0% $9,789 100.0% $2,686 100.0%

Sources of Funds

General. Deposits are the primary source of First Defiance’s funds for lending
and other investment purposes. In addition to deposits, First Defiance derives funds from
loan principal repayments. Loan repayments are a relatively stable source of funds, while
deposit inflows and outflows are significantly influenced by general interest rates and
money market conditions. Borrowings from the Federal Home Loan Bank may be used
on a short-term basis to compensate for reductions in the availability of funds from other
sources. They may also be used on a longer term basis for general business purposes.
First Defiance also utilizes other banks to fund a portion of its mortgage banking
operation.

Deposits. First Defiance’s deposits are attracted principally from within First
Federal’s primary market area through the offering of a broad selection of deposit
instruments, including checking accounts, money market accounts, regular savings
accounts, and term certificate accounts. Included among these deposit products are
individual retirement account certificates of approximately $51.5 million at December
31, 1999. Also included in these amounts are $60.1 million of brokered certificates
obtained from national brokers to supplement First Defiance’s funding requirements.
Deposit account terms vary, with the principal differences being the minimum balance
required, the time periods the funds must remain on deposit and the interest rate.

Average balances and average rates paid on deposits are as follows:

Year ended December 31

1999 1998
Amount Rate Amount Rate Amount Rate
Non interest DDAs $13,165 - % $ 2,547 - % $ 2,545 - %
Interest bearing DDAs 73,377 2.97 66,806 2.65 48,766 2.88
Savings deposits 53,247 1.65 56,135 1.95 63,028 2.58
Time deposits 333,115 5.06 283,766 5.44 268,235 5.58
Totals $472,904 4.21% $409,254 4.48% $382,574 4.70%
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The following table sets forth the maturities of First Defiance’s certificates of
deposit having principal amounts of $100,000 or more at December 31, 1999.

(In thousands)
Certificates of deposit maturing in quarter ending:

March 31, 2000 $ 17,129
June 30, 2000 11,454
September 30, 2000 9,373
December 31, 2000 10,650
After December 31, 2000 12,643
Total certificates of deposit with
balances of $100,000 or more $61,249

The following table details the deposit accrued interest payable as of December 31:

1999 1998

(In thousands)
Demand, NOW and money market accounts $ 92 § 78
Savings Accounts 5 2
Certificates 1,242 645
$1,339 $725

For additional information regarding First Defiance’s deposits see Note 9 to the financial
statements.

Borrowings. First Defiance may obtain advances from the FHLB of Cincinnati
upon the security of the common stock it owns in that bank and certain of its residential
mortgage loans, provided certain standards related to creditworthiness have been met.
Such advances are made pursuant to several credit programs, each of which has its own
interest rate and range of maturities. Such advances are generally available to meet
seasonal and other withdrawals of deposit accounts and to permit increased lending. See
“Regulation - Federal Regulation of Savings Associations - Federal Home Loan Bank
System.”

In addition, First Defiance has utilized funding from banks and other sources. As
of December 31, 1999, First Defiance has available a $160 million revolving warehouse
loan agreement with various banks secured by mortgage loans held for sale with interest
at the federal funds rate plus 60 to 125 basis points, or the LIBOR index plus 100 basis
points. This funding facility had $47.0 million outstanding against it as of December 31,
1999 with a weighted average rate of 6.64%.
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The following table sets forth certain information as to First Defiance’s FHLB
advances and other borrowings at the dates indicated.

December 31
1999 1998 1997
(Dollars in thousands)

Long-term:
FHLB advances $187.,410 $98,497 $ 4,529
Weighted average interest rate 5.28% 4.93% 6.57%
Notes $6.461 $ 368
Weighted average interest rate 4.31% 6.26%

Short-term:
FHLB advances $ 78,000 $69,645 $67,136
Weighted average interest rate 5.00% 5.18% 5.85%
Mortgage Warehouse borrowings $ 47,043
Weighted average interest rate 6.64%

The following table sets forth the maximum month-end balance and average
balance of First Defiance’s FHLB advances and other borrowings during the periods
indicated.

Year ended December 31
1999 1998 1997

(Dollars in thousands)

Long-term:
Maximum balance - FHLB $187,410 $ 98,497 $ 5,601
Average balance - FHLB 107,319 21,829 4,529
Weighted average interest rate
of FHLB advances ' 4.83% 5.87% 6.19%

Maximum balance - Term $ 6,472 $ 40,283 -
Average balance - Term 4,449 25,879 -
Weighted average interest rate of term

borrowings 4.02% 6.50% -

Short-term:
Maximum balance - FHLB $136,250 $ 69,645 $70,135
Average balance - FHLB ‘ 88,247 49,462 53,039
Weighted average interest rate
of FHLB advances 5.29% 5.43% 5.77%

Maximum balance — Mortgage Warehouse $ 49,632 $147,165 $ -
Average balance — Mortgage Warehouse 25,272 61,789 -
Weighted average interest rate

of Mortgage Warehouse 6.47% 4.46% 5.77%

Maximum balance — Line of Credit Facility $ 7,000 $ - $ -
Average balance — Line of Credit Facility 90 - -
Weighted average interest rate of

of Line of Credit Facility 6.22% - -
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$1.1 million of First Defiance’s outstanding long-term FHLB advances were
obtained in the first calendar quarter of 1992 as part of the Company’s asset and liability
management strategy and $1.3 million were obtained in the fourth quarter of 1995 as part
of the FHLB’s Affordable Housing Program. First Defiance utilizes short-term advances
from the FHLB to meet cash flow needs and for short-term investment purposes. There
were $78.0 and $69.6 million in short-term advances outstanding at December 31, 1999
and 1998, respectively. First Defiance borrows funds under a variety of programs at the
FHLB. At December 31, 1999, $78.0 million was outstanding under First Defiance’s
REPO Advance line of credit. The total available under the REPO line is $175.0 million.
Amounts are generally borrowed under the REPO line on an overnight basis.

For additional information regarding First Defiance’s FHLB Advances,
warehouse and term debt see Notes 10 and 11 to the financial statements.

Employees

First Defiance had 363 employees at December 31, 1999. None of these
employees are represented by a collective bargaining agent, and First Defiance believes
that it enjoys good relations with its personnel.

Competition

The industries in which the Company operates are highly competitive. The
Company competes for the acquisition of mortgage loan servicing rights and bulk loan
portfolios mainly with mortgage companies, savings associations, commercial banks and
other institutional investors. The Company believes that it has competed successfully for
the acquisition of mortgage loan servicing rights and bulk loan portfolios by relying on
the advantages provided by its unique corporate structure and the secondary marketing
expertise of the employees in each Subsidiary.

Competition in originating mortgage loans arises mainly from other mortgage
companies and commercial banks. The distinction among market participants is based
primarily on price and, to a lesser extent, the quality of customer service and name
recognition. Aggressive pricing policies of the Company’s competitors, especially during
a declining period of mortgage loan originations, could in the future result in a decrease
in the Company’s mortgage loan origination volume and/or a decrease in the profitability
of the Company’s loan originations, thereby reducing the Company’s revenues and net
income. The Company competes for loans by offering competitive interest rates and
product types and by seeking to provide a higher level of personal service to mortgage
brokers and borrowers than is furnished by competitors. First Federal does have a
significant market share of the lending markets in which it conducts operations.

Management believes that First Federal’s most direct competition for deposits
comes from local financial institutions. The distinction among market participants is
based primarily on price and, to a lesser extent, the quality of customer service and name
recognition. First Federal’s cost of funds fluctuates with general market interest rates.
During certain interest rate environments, additional significant competition for deposits
may be expected from corporate and governmental debt securities, as well as from money
market mutual funds. First Federal competes for conventional deposits by emphasizing
quality of service, extensive product lines and competitive pricing.
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REGULATION

General. First Defiance, First Federal and Leader, as an operating subsidiary of
First Federal, are subject to regulation, examination and oversight by the OTS. Because
First Federal's deposits are insured by the FDIC, First Federal is also subject to
examination and regulation by the FDIC. First Defiance and First Federal must file
periodic reports with the OTS and examinatioris.are conducted periodically by the OTS
and the FDIC to determine whether First Federal is in compliance with various regulatory
requirements and is operating in a safe and sound manner. First Federal is a member of
the FHLB of Cincinnati.

First Federal and Leader are subject to various consumer protection and fair
lending laws. These laws govern, among other things, truth-in-lending disclosure, equal
credit opportunity, and, in the case of First Federal, fair credit reporting and community
reinvestment. Failure to abide by federal laws and regulations governing community
reinvestment could limit the ability of First Federal to open a new branch or engage in a
merger transaction.- Community reinvestment regulations evaluate how well and to what
extent First Federal lends and invests in its designated service area, with particular
emphasis on low-to-moderate income communities and borrowers in such areas.

First Defiance is also subject to various Ohio laws which restrict takeover bids,
tender offers and control-share acquisitions involving public companies which have
significant ties to Ohio.

Regulatory Capital Requirements. First Federal, on a consolidated basis with
Leader, is required by OTS regulations to meet certain minimum capital requirements.
Current capital requirements call for tangible capital of 1.5% of adjusted total assets, core
capital of 4.0% of adjusted total assets, except for associations with the highest
examination rating and acceptable levels of risk, and risk-based capital of 8% of risk-
weighted assets.
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The following table sets forth the amount and percentage level of regulatory
capital of First Federal at December 31, 1999, and the amount by which it exceeds the
minimum capital requirements. Tangible and core capital are reflected as a percentage of
adjusted total assets. Total (or risk-based) capital, which consists of core and
supplementary capital, is reflected as a percentage of risk-weighted assets. Assets are
weighted at percentage levels ranging from 0% to 100% depending on their relative risk.

At December 31, 1999
Amount Percent
(In thousands)

Tangible capital $ 51,641 5.41%
Requirement 14,312 1.50
Excess $ 37,329 3.91
Core capital $ 51,641 5.41
Requirement 38,165 4.00
Excess $ 13,476 1.41
Total capital $ 57,594 10.09%
Risk-based requirement 45,668 8.00
Excess $ 11,926 2.09

The OTS has adopted regulations governing prompt corrective action to resolve
the problems of capital deficient and otherwise troubled savings associations. At each
successively lower defined capital category, an association is subject to more restrictive
and numerous mandatory or discretionary regulatory actions or limits, and the OTS has
less flexibility in determining how to resolve the problems of the institution. In addition,
the OTS generally can downgrade an association's capital category, notwithstanding its
capital level, if, after notice and opportunity for hearing, the association is deemed to be
engaging in an unsafe or unsound practice because it has not corrected deficiencies that
resulted in it receiving a less than satisfactory examination rating on matters other than
capital or it is deemed to be in an unsafe or unsound condition. An undercapitalized
association must submit a capital restoration plan to the OTS and is subject to increased
monitoring and growth restrictions. Critically undercapitalized institutions must be
placed in conservatorship or receivership within 90 days of reaching that capitalization
level, except under limited circumstances.
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First Federal's capital at December 31, 1999, meets the standards for a well-
capitalized institution, although its risk-based capital is just slightly over the threshold for
well-capitalized status. Leader has had a significant effect on First Federal's risk-based
capital, due to the treatment under OTS regulations of mortgage servicing rights, which
comprise a majority of Leaders' assets. For risk-based capital calculations, OTS
regulations limit the amount of mortgage servicing rights that generally can be included
in risk-based capital to the lesser of (i) the amount of First Federal’s core capital, or (ii)
90% of the fair value of the servicing assets. As Leader's mortgage servicing portfolio
has grown at a faster rate than First Federal’s core capital, First Federal's risk-based
capital level has been adversely affected. First Federal is pursuing ways to permit Leader
to continue to grow without jeopardizing First Federal's qualification as a well-
capitalized institution, but no assurance can be given that First Federal will retain its
well-capitalized classification. If First Federal does not remain well-capitalized, its use
of brokered deposits could be adversely affected. Federal law requires that an institution
which is adequately capitalized must obtain FDIC approval to utilize brokered deposits.
First Federal has used brokered deposits to fund certain aspects of Leader's mortgage
banking activities.

The OTS has adopted an interest rate risk component to the risk-based capital
requirement. Pursuant to that requirement, a savings association must measure the effect
of an immediate 200 basis point change in interest rates on the value of its portfolio, as
determined under the methodology established by the OTS. If the measured interest rate
risk is above the level deemed normal under the regulation, the association will be
required to deduct one-half of that excess exposure from its total capital when
determining its level of risk-based capital. (See Asset/Liability Management Section of
Management’s Discussion and Analysis).

Federal law prohibits an insured institution from making a capital distribution to
anyone or paying management fees to any person having control of the association if,
after such distribution or payment, the association would be undercapitalized. In
addition, each company controlling an undercapitalized association must guarantee that
the association will comply with its capital plan until the association has been adequately
capitalized on an average during each of four preceding calendar quarters and must
provide adequate assurances of performance. The aggregate liability pursuant to such
guarantee is limited to the lesser of (a) an amount equal to 5% of the association's total
assets at the time the institution became undercapitalized or (b) the amount that is
necessary to bring the association into compliance with all capital standards applicable to
such association at the time the association fails to comply with its capital restoration
plan.

Limitations on Capital Distributions. The OTS imposes various restrictions or
requirements on the ability of associations to make capital distributions. Capital
distributions include, without limitation, payments of cash dividends, repurchases and
certain other acquisitions by an association of its shares and payments to stockholders of
another association in an acquisition of such other association.
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An application must be submitted and approval from the OTS must be obtained
by a subsidiary of a savings and loan holding company (i) if the proposed distribution
would cause total distributions for the calendar year to exceed net income for that year to
date plus the savings association's retained net income for that year to date plus the
retained net income for the preceding two years; (ii) if the savings association will not be
at least adequately capitalized following the capital distribution; (iii) if the proposed
distribution would violate a prohibition contained in any applicable statute, regulation or
agreement between the savings association and the OTS (or the FDIC), or a condition
imposed on the savings association in an OTS-approved application or notice. If a
savings association subsidiary of a holding company is not required to file an application,
it must file a notice of the proposed capital distribution with the OTS. First Federal did
not pay any dividends to First Defiance during 1999.

Liquidity. OTS regulations require that each savings association maintain an
average daily balance of liquid assets (such as cash, certain time deposits, bankers'
acceptances and specified United States Government, state or federal agency obligations)
of not less than 4% of its net withdrawable savings deposits plus borrowings payable in
one year or less computed as of the end of the prior quarter or based on the average daily
balance during the prior quarter. Monetary penalties may be imposed upon associations
failing to meet liquidity requirements. The eligible liquidity of First Federal, as
computed under current regulations, at December 31, 1999, was $30.6 million, or 6.07%
and exceeded the 4.0% liquidity requirement by approximately $10.5 million.

Qualified Thrift Lender Test. Savings associations must meet one of two tests
in order to be a qualified thrift lender ("QTL"). The first test requires a savings
association to maintain a specified level of investments in assets that are designated as
qualifying thrift investments ("QTIs"). Generally, QTIs are assets related to domestic
residential real estate and manufactured housing, although they also include credit card,
student and small business loans and stock issued by any FHLB, the FHLMC or the
FNMA. Under the QTL test, 65% of an institution's "portfolio assets" (total assets less
goodwill and other intangibles, property used to conduct business and 20% of liquid
assets) must consist of QTI on a monthly average basis in nine out of every 12 months.
The second test permits a savings association to qualify as a QTL by meeting the
definition of "domestic building and loan association" under the Internal Revenue Code
of 1986, as amended (the "Code"). In order for an institution to meet the definition of a
"domestic building and loan association" under the Code, at least 60% of its assets must
consist of specified types of property, including cash, loans secured by residential real
estate or deposits, educational loans and certain governmental obligations. The OTS may
grant exceptions to the QTL tests under certain circumstances. If a savings association
fails to meet either one of the QTL tests, the association and its holding company become
subject to certain operating and regulatory restrictions and the savings association will
not be eligible for new FHLB advances. At December 31, 1999, First Federal met the
QTL Test.
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Lending Limits. OTS regulations generally limit the aggregate amount that a
savings association may lend to one borrower (the "Lending Limit") to an amount equal
to 15% of the savings association's total capital under the regulatory capital requirements
plus any additional loan reserve not included in total capital (the "Lending Limit
Capital™). A savings association may loan to one borrower an additional amount not to
exceed 10% of total capital plus additional reserves if the additional loan amount is fully
secured by certain forms of "readily marketable collateral." Real estate is not considered
"readily marketable collateral." Certain types of loans are not subject to these limits. In
applying these limits, loans to certain borrowers may be aggregated. Notwithstanding the
specified limits, an association may lend to one borrower up to $500,000 "for any
purpose." At December 31, 1999, First Federal was in compliance with this lending
limit.

Transactions with Insiders and Affiliates. Loans to executive officers,
directors and principal shareholders and their related interests must conform to the
Lending Limit, and the total of such loans cannot exceed the association's Lending Limit
Capital. Most loans to directors, executive officers and principal shareholders must be
approved in advance by a majority of the "disinterested" members of board of directors
of the association with any "interested" director not participating. All loans to directors,
executive officers and principal shareholders must be made on terms substantially the
same as offered in comparable transactions with the general public or as offered to all
employees in a company-wide benefit program. Loans to executive officers are subject
to additional restrictions. First Federal was in compliance with such restrictions at
December 31, 1999.

All transactions between savings associations and their affiliates must comport
with Sections 23A and 23B of the Federal Reserve Act ("FRA"). An affiliate of a
savings association is any company or entity that controls, is controlled by or is under
common control with the savings association. First Defiance is an affiliate of First
Federal. Generally, Sections 23A and 23B of the FRA (i) limit the extent to which a
savings association or its subsidiaries may engage in "covered transactions” with any one
affiliate to an amount equal to 10% of such institution's capital stock and surplus, (ii)
limit the aggregate of all such transactions with all affiliates to an amount equal to 20%
of such capital stock and surplus, and (iii) require that all such transactions be on terms
substantially the same, or at least as favorable to the association, as those provided in
transactions with a non-affiliate. The term "covered transaction" includes the making of
Joans, purchase of assets, issuance of a guarantee and other similar types of transactions.
In addition to the limits in Sections 23A and 23B, a savings association may not make
any loan or other extension of credit to an affiliate unless the affiliate is engaged only in
activities permissible for a bank holding company and may not purchase or invest in
securities of any affiliate except shares of a subsidiary. First Federal was in compliance
with these requirements and restrictions at December 31, 1999.

Federal Deposit Insurance Corporation Regulations. The FDIC has
examination authority over all insured depository institutions, including First Federal,
and has authority to initiate enforcement actions if the FDIC does not believe the OTS
has taken appropriate action to safeguard safety and soundness and the deposit insurance
fund.
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The FDIC administers two separate insurance funds, the Bank Insurance Fund
("BIF") for commercial banks and state savings banks and the SAIF for savings
associations. The FDIC is required to maintain designated levels of reserves in each
fund. The FDIC may increase assessment rates for either fund if necessary to restore the
fund's ratio of reserves to insured deposits to its target level within a reasonable time and
may decrease such rates if such target level has been met. The FDIC has established a
risk-based assessment system for both SAIF and BIF members. Under this system,
assessments vary based on the risk the institution poses to its deposit insurance fund. The
risk level is determined based on the institution's capital level and the FDIC's level of
supervisory concern about the institution.

FRB Reserve Requirements. FRB regulations currently require that reserves of
3% of net transaction accounts (primarily NOW accounts) up to $44.3 million (subject to
an exemption of up to $5.0 million), and of 10% of net transaction accounts in excess of
$44.3 million. At December 31, 1999, First Federal was in compliance with its reserve
requirements.

Federal Home Loan Banks. The FHLBs provide credit to their members in the
form of advances. First Federal is a member of the FHLB of Cincinnati and must
maintain an investment in the capital stock of that FHLB in an amount equal to the
greater of 1.0% of the aggregate outstanding principal amount of First Federal's
residential mortgage loans, home purchase contracts and similar obligations at the
beginning of each year, or 5% of its advances from the FHLB. First Federal is in
compliance with this requirement with an investment in stock of the FHLB of Cincinnati
of $14.2 million at December 31, 1999.

Upon the origination or renewal of a loan or advance, the FHLB of Cincinnati is
required by law to obtain and maintain a security interest in collateral in one or more of
the following categories: fully disbursed, whole first mortgage loans on improved
residential property or securities representing a whole interest in such loans; securities
issued, insured or guaranteed by the United States government or an agency thereof;
deposits in any FHLB; or other real estate related collateral (up to 30% of the member
association's capital) acceptable to the applicable FHLB, if such collateral has a readily
ascertainable value and the FHLB can perfect its security interest in the collateral.

Each FHLB is required to establish standards of community investment or service
that its members must maintain for continued access to long-term advances from the
FHLBs. The standards take into account a member's performance under the Community
Reinvestment Act and its record of lending to first-time home buyers. All long-term
advances by each FHLB must be made only to provide funds for residential housing
finance.

Holding Company Regulation. First Defiance is a unitary savings and loan

holding company and is subject to OTS regulations, examination, supervision and
reporting requirements.
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There are generally no restrictions on the activities of unitary savings and loan
holding companies. The broad latitude to engage in activities under current law can be
restricted if the OTS determines that there is reasonable cause to believe that the
continuation of an activity by a savings and loan holding company constitutes a serious
risk to the financial safety, soundness or stability of its subsidiary savings association.
The OTS may impose such restrictions as deemed necessary to address such risk,
including limiting (i) payment of dividends by the savings association, (ii) transactions
between the savings association and its affiliates, and (iii) any activities of the savings
association that might create a serious risk that the liabilities of the holding company and
its affiliates may be imposed on the savings association. Notwithstanding the foregoing
rules as to permissible business activities of a unitary savings and loan holding company,
if the savings association subsidiary of a holding company fails to meet the QTL Test,
then its unitary holding company would become subject to the activities restrictions
applicable to multiple holding companies. At December 31, 1999, First Federal met the
QTL Test.

Federal law generally prohibits a savings and loan holding company from
controlling any other savings association or savings and loan holding company, without
prior approval of the OTS, or from acquiring or retaining more than 5% of the voting
shares of a savings association or holding company thereof, which is not a subsidiary. If
First Defiance were to acquire control of another savings institution, other than through a
merger or other business combination with First Federal, First Defiance would become a
multiple savings and loan holding company and its activities would thereafter be limited
generally to those activities authorized by the FRB as permissible for bank holding
companies.

On November 12, 1999, the Gramm-Leach-Bliley Act (the "GLB Act") was
enacted into law. The GLB Act repealed prior laws which had generally prevented banks
from affiliating with securities and insurance firms and made other significant changes in
the financial services in which various types of financial institutions may engage. The
GLB authorizes a new "financial holding company," which can own banks and thrifts and
which are also permitted to engage in a variety of financial activities, including insurance
and securities underwriting and agency activities, as long as the depository institutions it
owns are well capitalized, well managed and meet certain other tests.

Prior to the GLB Act, unitary savings and loan holding companies which met
certain requirements were the only financial institution holding companies that were
permitted to engage in any type of business activity, whether or not the activity was a
financial service. The GLB Act continues those broad powers for unitary thrift holding
companies in existence on May 4, 1999, including First Defiance. Any thrift holding
company newly formed after May 4, 1999, or any existing unitary thrift holding company
acquired after that date by a company which is not a “financial holding company” or an
eligible unitary thrift holding company, however, will be subject to the same restrictions
as a multiple thrift holding company, which generally is limited to activities that are
considered incidental to banking.

The GLB Act is not expected to have a material effect on the activities in which
First Defiance and First Federal currently engage, except to the extent that competition
from other types of financial institutions may increase as they engage in activities not
permitted prior to enactment of the GLB Act.
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TAXATION

Federal Taxation

The Company and its subsidiaries are each subject to the federal tax laws and
regulations which apply to corporations generally. Certain thrift institutions, including
First Federal, were prior to the enactment of the Small Business Jobs Protection Act,
which was signed into law on August 21, 1996, allowed deductions for bad debts under
methods more favorable than those granted to other taxpayers. Qualified thrift institutions
could compute deductions for bad debts using either the specific charge off method of
Section 166 of the Code, or the reserve method of Section 593 of the Code under which a
thrift institution annually could elect to deduct bad debts under either (i) the “percentage
of taxable income” method applicable only to thrift institutions, or (ii) the “experience”
method that also was available to small banks. Under the “percentage of taxable income”
method, a thrift institution generally was allowed a deduction for an addition to its bad
debt reserve equal to 8% of its taxable income (determined without regard to this
deduction and with additional adjustments). Under the experience method, a thrift
institution was generally allowed a deduction for an addition to its bad debt reserve equal
to the greater of (1) an amount based on its actual average experience for losses in the
current and five preceding taxable years, or (ii) an amount necessary to restore the reserve
to its balance as of the close of the base year. A thrift institution could elect annually to
compute its allowable addition to bad debt reserves for qualifying loans either under the
experience method or the percentage of taxable income method. For tax year 1995, First
Federal used the percentage of taxable income method.

Section 1616(a) of the Small Business Job Protection Act repealed the Section
593 reserve method of accounting for bad debts by thrift institutions, effective for taxable
years beginning after 1995. Thrift institutions that would be treated as small banks are
allowed to utilize the experience method applicable to such institutions, while thrift
institutions that are treated as large banks are required to use only the specific charge off
method. For purposes of this method, First Federal was treated as a large bank. The
percentage of taxable income method of accounting for bad debts is no longer available
for any financial institution.

A thrift institution required to change its method of computing reserves for bad
debt treated such change as a change in the method of accounting, initiated by the
taxpayer, and having been made with the consent of the Secretary of the Treasury. Any
adjustment under Section 481(a) of the Code required to be recaptured with respect to
such change generally will be determined solely with respect to the “applicable excess
reserves” of the taxpayer. The amount of the applicable excess reserves being taken into
account ratably over a six-taxable year period, beginning with the first taxable year
beginning after 1995. Because First Federal met the defined residential loan requirement,
it was able to suspend the recapture of the excess reserves until 1998. In the case of a
thrift institution that becomes a large bank, the amount of the institution’s applicable
excess reserves generally is the excess of (i) the balances of its reserve for losses on
qualifying real property loans (generally loans secured by improved real estate) and its
reserve for losses on nonqualifying loans (all other types of loans) as of the close of its
last taxable year beginning before January 1, 1996, over (ii) the balances of such reserves
as of the close of its last taxable year beginning before January 1, 1988 (i.e., the “pre-
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1988 reserves”). In the case of a thrift institution that becomes a small bank, the amount
of the institution’s applicable excess reserves generally is the excess of (i) the balances of
its reserve for losses on qualifying real property loans and its reserve for losses on
nongqualifying loans as of the close of its last taxable year beginning before January 1,
1996, over (ii) the greater of the balance of (a) its pre-1988 reserves or (b) what the
thrift’s reserves would have been at the close of its last year beginning before January 1,
1996, had the thrift always used the experience method.

In addition to the regular income tax, the Company and its subsidiaries are subject
to a minimum tax. An alternative minimum tax is imposed at a minimum tax rate of 20%
on “alternative minimum taxable income” (which is the sum of a corporation’s regular
taxable income, with certain adjustments, and tax preference items), less any available
exemption. Such tax preference items include interest on certain tax-exempt bonds issued
after August 7, 1986. In addition, 75% of the. amount by which a corporation’s “adjusted
current earnings” exceeds its alternative minimum taxable income computed without
regard to this preference item and prior to reduction by net operating losses, is included in
alternative minimum taxable income. Net operating losses can offset no more than 90%
of alternative minimum taxable income. The alternative minimum tax is imposed to the
extent it exceeds the corporation’s regular income tax. Payments of alternative minimum
tax may be used as credits against regular tax liabilities in future years.

The balance of the pre-1988 reserves is subject to the provisions of Section 593(e)
as modified by the Small Business Job Protection Act which requires recapture in the
case of certain excessive distributions to shareholders. The pre-1988 reserves may not be
‘utilized for payment of cash dividends or other distributions to a shareholder (including
distributions in dissolution or liquidation) or for any other purpose (except to absorb bad
debt losses). Distribution of a cash dividend by a thrift institution to a shareholder is
treated as made: first, out of the institution’s post-1951 accumulated earnings and profits;
second, out of the pre-1988 reserves; and third, out of such other accounts as may be
proper. To the extent a distribution by First Federal to the Company is deemed paid out of
its pre-1988 reserves under these rules, the pre-1988 reserves would be reduced and First
Federal’s gross income for tax purposes would be increased by the amount which, when
reduced by the income tax, if any, attributable to the inclusion of such amount in its gross
income, equals the amount deemed paid out of the pre-1988 reserves. As of December 31,
1999, First Federal’s pre-1988 reserves for tax purposes totaled approximately $9.52
million.

The tax returns of First Federal have been audited or closed without audit through
the tax year ended December 31, 1995. The tax returns for The Leader have been closed
through their tax year ended September 30, 1995. In the opinion of management, any
examination of open returns would not result in a deficiency which would have a material
adverse effect on the financial condition of First Defiance.

Ohio Taxation
The Company is subject to the Ohio corporation franchise tax, which, as applied
to the Company, is a tax measured by both net earnings and net worth. The rate of tax is

the greater of (i) 5.1% on the first $50,000 of computed Ohio taxable income and 8.5% of
computed Ohio taxable income in excess of $50,000 or (i1) 0.4% times taxable net worth.
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In computing its tax under the net worth method, the Company may exclude
100% of its investment in the capital stock of First Federal after the Conversion, as
reflected on the balance sheet of the Company, in computing its taxable net worth as long
as it owns at least 25% of the issued and outstanding capital stock of First Federal. The
calculation of the exclusion from net worth is based on the ratio of the excludable
investment (net of any appreciation or goodwill included in such investment) to total
assets multiplied by the net value of the stock. As a holding company, the Company may
be entitled to various other deductions in computing taxable net worth that are not
generally available to operating companies. Effective for the 1999 tax year, a corporation
that qualifies as a “qualifying holding company” is exempt from tax on the net worth
basis. To be considered a qualifying holding company, a corporation must satisfy certain
criteria and must make an annual election to be treated as a qualified holding company
for tax purposes. Generally, to qualify as a qualifying holding company, a large portion of
a corporation’s assets and income must be attributable to holdings in other corporations
or business organizations.

A special litter tax is also applicable to all corporations, including the Company,
subject to the Ohio corporation franchise tax other than “financial institutions.” If the
franchise tax is paid on the net income basis, the litter tax is equal to .11% of the first
$50,000 of computed Ohio taxable income and .22% of computed Ohio taxable income in
excess of $50,000. If the franchise tax is paid on the net worth basis, the litter tax is equal
to .014% times taxable net worth.

First Federal is a “financial institution” for State of Ohio tax purposes. As such, it
is subject to the Ohio corporate franchise tax on “financial institutions,” which is imposed
annually at a rate of 1.5% of First Federal’s book net worth determined in accordance
with GAAP. Effective for the 1999 tax year, the tax rate is 1.4% of book net worth. As a
“financial institution,” First Federal is not subject to any tax based upon net income or net
profits imposed by the State of Ohio. On December 31, 1998, The Leader was converted
to a single-member limited liability company. As such, its operations are not subject to
state taxation as a separate entity.

Item 2. Properties

At December 31, 1999, First Federal conducted its business from its main office
at 601 Clinton Street, Defiance, Ohio, and thirteen other full service branches in
northwestern Ohio. At December 31, 1999, The Leader conducted its business from
leased office space at 1015 Euclid Avenue, Cleveland, Ohio. First Insurance conducted
its business from office space at 507 5" Street, Defiance, Ohio.

First Defiance maintains its headquarters in the main office of First Federal at 601
Clinton Street, Defiance, Ohio.
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The following table sets forth certain information with respect to the office and
other properties of the Company at December 31, 1999. See Note 8 to the Consolidated
Financial Statements.

Net book value
Description/address Leased/owned of property Deposits
(Dollars in thousands)
Main Office
601 Clinton Street Owned $ 5,853 $227,762
Defiance, OH
Branch Offices
204 E. High Street Owned 1,178 80,140
Bryan, OH
211 S. Fulton Street Owned 828 41,449
Wauseon, OH
625 Scott Street Owned 1,681 63,568

Napoleon, OH

1050 East Main Street Owned 627 17,801
Montpelier, OH

926 East High Street Owned 118 ) 7,500
Bryan, OH

1333 Woodlawn Owned 82 15,389

Napoleon, OH

825 N. Clinton Street Owned 410 -~ 8,845
Defiance, OH

Inside Super K-Mart Leased 130 4,314
190 Stadiom Dr.

Defiance, OH

905 N. Williams St. ' Owned 1,149 12,990
Paulding, OH

201 E. High St. Owned 616 7,088
Hicksville, OH

3900 N. Main St. Owned 1,509 15,444
Findlay, OH

11694 N. Countyline St. Leased — 679
Fostoria, OH

Main Office, The Leader

1015 Euclid Avenue Leased - 221 N/A

Cleveland, OH

First Insurance & Investments
507 5" Street Owned 302 N/A
Defiance, OH

1401 South Jefferson Owned 252 N/A
Defiance, OH
$14,654 $502,969
-32-
0002-0010944




Item 3. Legal Proceedings

First Defiance is involved in routine legal proceedings occurring in the ordinary

course of business which, in the aggregate, are believed by management to be immaterial
to the financial condition of First Defiance.

Item 4. Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of securities holders during the fourth quarter
0f 1999.

PARTII
Item S. Market for Registrant’s Common Stock and Related Stockholder Matters

The Company’s common stock trades on the Nasdaq Stock market under the
symbol “FDEF.” As of March 6, 2000, the Company had 1,811 shareholders of record.
The table below shows the reported high and low sales prices of the common stock and

cash dividends declared per share of common stock during the periods indicated in fiscal
1999 and 1998.

December 31, 1999 December 31, 1998
High Low Dividend High Low Dividend
Quarter Ended:
March 31 $14.50 $10.125 $.10 $15.875 $14.625 $.09
June 30 12,125 10.25 10 15.875 14.00 .09
September 31 12.3125 10.00 10 14.625 11.50 09
December 31 11.8125 9.875 A1 15.00 11.00 .10

For information regarding restrictions on the payment of dividends, see “Item 1.
Business — Regulation — Limitations on Capital Distributions™ in this report.
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Item 6. Selected Financial Data

The following table sets forth certain summary consolidated financial data at or
for the periods indicated. This information should be read in conjunction with the
Consolidated Financial Statements and notes thereto included herein. See “Item 8.
Financial Statements and Supplementary Data.”

At or For Year Ended December 31,
1998 1997 1996
(In Thousands, except per share data)

Selected Consolidated Financial Data:
Total assets $987,994 $785,399  $579,698  $543,411 $525,550
Loans held-to maturity, net 465,321 448,574 441,824 415,366 381,444
Loans held-for-sale 237,622 119,910 88 559 3,759
Allowance for loan losses 7,758 9,789 2,686 2,217 1,817
Non-performing assets 3,587 3,369 1,906 2,239 945
Securities available-for-sale 53,946 47,554 82,436 77,407 93,041
Trading securities 29,805 - - - -
Securities held-to-maturity 9,895 13,541 20,953 25,937 26,073
Mortgage servicing rights 97,519 76,452 188 : 121 -
Deposits and borrowers’ escrow balances 564,511 511,313 395,983 383,139 382,414
FHLB advances 265,410 168,142 71,665 40,821 6,842
Stockholders’ equity 89,416 93,710 106,884 116,565 133,506

Selected Consolidated Operating Results:

Total interest income $53,379 $49,056 $43,858 $41,257 $38,565
Total interest expense ‘ 31,582 26,946 21,387 19,459 20,289
Net interest income 21,797 22,110 22,471 21,798 18,276
Provision for loan losses 1,925 7,769 1,613 1,020 374
Non-interest income 40,794 17,528 1,627 1,328 1,035
Non-interest expense 1 47,414 26,940 14,093 15,958 10,560
Income before income taxes 13,252 4,929 8,392 6,148 8,377
Income taxes 4,629 1,818 2,985 1,997 2,856
Net income 8,623 3,111 5,407 4,151 5,521
Basic earnings per share 1,2, 1.33 0.42 0.65 043 0.54

Diluted earnings per share 1,2 1.29 0.40 0.62 0.42 0.53

Selected Financial Ratios and Other Data

Performance Ratios:
Return on average assets 1 0.78% 1.13%
Return on average equity 1 3.26% 6.14%
Interest rate spread 3 3.22% 3.01%
Net interest margin 3 4.31% 3.87%
Ratio of operating expense to

average total assets 1 3.02% 2.16%
(footnotes on next page)
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At or For Year Ended December 31,
1999 1998 1997 1996 1995
(In Thousands, except per share data)

Selected Financial Ratios and Other Data (continued):

Quality Ratios:
Non-performing assets to total assets
at end of period 4 0.36% 0.43% 0.33% 0.41% 0.24%
Allowance for loan losses to
non-performing assets 4 216.28%  209.56% 140.92% 99.02% 192.28%
Allowance for loan losses to total
loans receivable 1.09% 1.69% 0.60% 0.52% 0.47%
Capital Ratios:
Equity to total assets at end of period 9.05% 11.93% 18.44% 21.45% 25.40%
Tangible equity to tangible assets
at end of period 7.68% 10.41% 18.44% 21.45% 25.40%
Average equity to average assets 10.48% 14.86% 20.55% 24.07% 18.36%
Book value per share $13.12 $12.37 $12.53 $12.31 $12.16
Tangible book value per share $10.97 $10.61 $12.53 $12.31 $12.16
Ratio of average interest-earning assets
to average interest-bearing liabilities 104.52% 108.43% 121.45%  128.53% 120.41%
Cash Earnings: .
Cash earnings 1 $9,382 $3,393 $5,407 $4,151 $5,521
Basic cash earnings per share 1 1.44 0.45 0.65 043 0.54
Diluted cash earnings per share 1 1.40 043 0.62 0.42 0.53
Cash return on average assets 1 1.09% 0.49% 0.96% 0.78% 1.13%
Cash return on average equity 1 11.99% 3.44% 4.69% 3.26% 6.14%
Ratio of cash operating expense to
average total tangible assets 1 15.43% 3.84% - 2.51% 3.02% 2.16%
Stock Price and Dividend Information:
High $14.50 $15.875 $16.25 $12.50 $10.75
Low 9.875 11.00 11.75 9.875 5.75
Close 10.50 14.25 16.00 12.375 10.125
Cash dividend declared per share 0.41 0.37 0.33 0.29 0.28
Dividend payout ratio 5 30.83% 88.10% 50.77% 48.33% 51.85%

1. Non-interest expense for 1996 includes a one-time charge of $2.461 million to recapitalize the Savings Association Insurance

Fund (SAIF). Without the SAIF charge, net income for 1996 would have been $5.775 million, or $.60 basic earnings per share

($.59 on a diluted basis), return on average assets would have been 1.09%, return on equity would have been 4.54% and the

ratio of operating expense to total assets would have been 2.55%.

Earnings per share for 1995-1996 have been restated for FASB statement 1 28

Interest rate spread represents the difference between the weighted average yield on interest-earning assets and the weighted

average rate on interest-bearing liabilities. Net interest margin represents net interest income as a percentage of average

interest-earning assets.

4. Non-performing assets consist of non-accrual loans that are contractually past due 90 days or more; loans that are deemed
impaired under the criteria of FASB Statement No. 114; and real estate, mobile homes and other assets acquired by foreclosure
or deed-in-lieu thereof.

5. Dividend payout ratio was calculated using basic earnings per share.

W
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Item 7. Management Discussion and Analysis of Financial Condition and Results of
Operations

First Defiance is a unitary thrift holding company which conducts business
through its subsidiaries, First Federal, The Leader and First Insurance.

First Federal is a federally chartered savings bank that provides financial services
to communities based in northwest Ohio where it operates 13 full-service branches,
including a branch in Fostoria Ohio that opened in November 1999. First Federal
provides a broad range of financial services including checking accounts, savings
accounts, certificates of deposit, individual retirement accounts, real estate mortgage
loans, commercial loans, consumer loans, home equity loans, and trust services.

The Leader is a mortgage banking company that specializes in servicing loans
originated under first-time homebuyer programs. Under these programs, first-time
homebuyers are able to obtain loans at rates generally below market at the time of
closing. The funds for the loans are available as a result of bond issues through various
state and local governmental units. The Leader, as master servicer under the bond
programs, purchases the loans from the originator, principally other financial institutions
or mortgage brokers. Once purchased by The Leader, the loans under the specific bond
programs are packaged and GNMA securities are issued to the bond trustees under the
programs. As of December 31, 1999, The Leader services approximately 95,000 loans
with a total balance of $6.0 billion (including subservicing, 99,000 loans with a balance
of $6.3 billion). Of these loans, 79,000 are bond program loans with balances of $5.0
billion. Because the loans under the first-time homebuyer programs are issued at below
market rates, they generally have significantly lower pre-payments than conventional
mortgage loans. The Leader also collects a significant amount of ancillary fees, including
late charges and credit life insurance commissions.

First Insurance sells a variety of property and casualty, group health and life
insurance products and investment and annuity products. Because the First Insurance
acquisition occurred at the end of December 1998, only the results of operations for the
fiscal year ended December 31, 1999 are impacted by this transaction.

Financial Condition

Total assets at December 31, 1999 were $988.0 million, an increase of 25.8%
from December 31, 1998's total of $785.4 million. The July 1, 1998 acquisition of The
Leader has continued to significantly impact the statement of condition of First Defiance.
As a result of increased production at The Leader, loans held for sale and mortgage
servicing rights increased from $119.9 million and $76.5 million, respectively, as of
December 31, 1998 to $237.6 million and $97.5 million, respectively, at December 31,
1999. In addition, loans held for sale which have been securitized in the normal course of
The Leader’s operations have been included as trading securities in the investment
portfolio. These securities amounted to $29.8 million as of December 31, 1999 and there
were no such securities at December 31, 1998. Additionally, the balance of the Leader’s
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customer’s principal and interest payments along with tax and insurance escrow balances
decreased from $76.7 million at December 31, 1998 to $61.0 million at December 31,
1999. This decrease resulted from a decrease in refinancing activities at the end of 1999
compared to 1998, which results in lower balances held in The Leader’s customer’s
principal and interest escrow accounts.

Leader’s increased activity and the decrease in escrow balances were funded
primarily through Federal Home Loan Bank (“FHLB”) debt, national certificates of
deposit, and other bank borrowings. FHLB debt grew $97.3 million for the year, from
$168.1 million as of December 31, 1998 to $265.4 million at December 31, 1999.
Brokered certificates of deposit increased from $9.4 million at December 31, 1998 to
$60.1 million as of December 31, 1999. Warehouse and term notes payable increased
from $368,000 to $53.5 million at December 31, 1998 and 1999, respectively.

Excluding The Leader’s operations, loans receivable increased $16.6 million,
from $448.6 million at December 31, 1998 to $465.3 million as of December 31, 1999.
This increase was the result of increases in the commercial and home equity portfolios,
partially offset by decreases in the mortgage and consumer portfolios. Commercial loans
increased $68.0 million, from $70.1 million at December 31, 1998 to $138.1 million as of
December 31, 1999. Home equity and improvement loans increased from $18.2 million
to $22.8 million as of December 31, 1998 and 1999, respectively. Mortgage loans
decreased from $283.7 million as of December 31, 1998 to $251.9 million at December
31, 1999. Additionally, consumer loans decreased $22.9 million, from $87.2 million to
$64.3 million as of December 31, 1998 and 1999, respectively. Management believes that
the Company will continue to achieve increases in the commercial loan portfolio due to
an increased emphasis on this type of lending. The 26% year over year decrease in the
consumer portfolio was anticipated by the Company as a result of stricter underwriting
standards that were implemented as a result of credit quality issues noted in December of
1998. The decrease in the mortgage portfolio resulted from decreased mortgage loan
production compared to 1998 regular pay-downs of the existing portfolio and sales of all
qualifying fixed rate production into the secondary market.

Investment securities, which include available for sale, trading, and held to
maturity securities, increased by $32.5 million to $93.6 million from $61.1 million. As
discussed above, the increase was primarily the result of the addition of $29.8 million in
trading securities related to the securitization of certain available for sale mortgage loans.

First Defiance had growth in deposits for the year of $69.0 million, to $503.0
million at December 31, 1999 from $434.0 million at December 31, 1998. The most
significant growth was in certificates of deposit, which increased from $291.7 million at
December 31, 1998 to $355.0 million at December 31, 1999. The majority of the growth
in certificates of deposits resulted from the growth in national or brokered certificates. In
addition, money market demand accounts increased to $46.7 million at December 31,
1999 from $33.9 million at December 31, 1998. Savings and checking accounts
decreased from $54.6 million and $53.8 million, respectively, at December 31, 1998 to
$49.2 million and $52.0 million, respectively, at December 31, 1999.
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Average Balances, Interest Rates and Yields

The following table presents for the periods indicated the total dollar amounts of interest from average interest-earning assets and the resultant
yields, as well as the interest expense on average interest-bearing liabilities, expressed both in dollars and rates, and the net interest margin.
Dividends received on Federal Home Loan Bank stock are included as interest income. The table does not reflect the effect of income taxes.

Year Ended December 31,
1999 1998 1997
Average Yield/ Average Yield/ Average Yield/
Balance Interest Rate (1) Balance Interest Rate Balance Interest Rate

(Dollars in thousands)
Interest-Earning Assets

Loans receivable $657,009 $49,927 7.60%  $521,968 $43,369 831%  $428,550 $37,302 8.70%
Securities 56,668 3,452 6.09 81,320 5,082 6.25 103,304 6,556 6.35
Interest bearing deposits - - - 12,259 605 4.94 - - -
Dividends on FHLB stock 12,157 861 7.08 4,669 334 7.15 3,355 242 7.21
Total interest-earning assets 725,834 54,240 7.47 620,216 49,390 7.96 535,209 44,100 8.24

Non-interest-earning assets 145,667 78,706 25,500

Total assets $871,501 $698,922 $560,709

% Interest-Bearing Liabilities
' Deposits $472,904 $19,889 421 $409,254 18,340 448 $382,574 17,992 4.70

FHLB advances 195,566 9,872 5.05 75,062 4,171 5.56 58,100 3,394 5.84
Warehouse and term notes payable 29,721 1,821 6.13 87,668 4,435 5.06 - - -
Total interest-bearing liabilities 698,191 31,582 4.52 571,984 26,946 471 440,674 21,386 4.85

Non-interest-bearing liabilities 82,691 23,046 4,804

Total liabilities 780,882 595,030 445,478

Stockholders’ equity 90,619 103,892 115,231

Total liabilities and stockholders’ equity $871,501 $698,922 $560,709

Net interest income; interest rate spread $22,658 2.95% $22,444 3.25% $22,714 3.39%%

Net interest margin (2) 3.12% 3.62% 4.24%

Average interest-earning assets to average
interest-bearing liabilities 104% 108% 121%

(1) At December 31, 1999, the yields earned and rates paid were as follows: loans receivable, 7.69%; securities, 6.40%; other interest-earning assets, 7.00%; total
interest-earning assets, 7.54%; deposits, 4.37%; FHLB advances, 5.17%; warehouse and term notes payable 6.29% total interest-bearing liabilities, 4.65%; and -
interest rate spread 2.89%.

(2) Net interest margin is net interest income divided by average interest-earning assets.




Rate/Volume Analysis
The following table describes the extent to which changes in interest rates and changes in volume of interest-related assets and liabilities have
affected First Defiance’s interest income and expense during the periods indicated. For each category of interest-earning assets and interest-
bearing liabilities, information is provided on changes attributable to (i) changes in volume (change in volume multiplied by prior year rate),
(ii) change in rate (change in rate multiplied by prior year volume), and (iii) total change in rate and volume. The combined effect of changes
in both rate and volume has been allocated proportionately to the change due to rate and the change due to volume.
Year Ended December 31,
1999 vs. 1998 1998 vs. 1997 1997 vs. 1996
Increase Increase Increase Increase Increase Increase
(decrease)  (decrease) Total (decrease)  (decrease) Total (decrease)  (decrease) Total
due to due to increase due to due to increase due to due to increase
rate volume (decrease) rate volume (decrease) rate volume (decrease)
(In thousands)
Interest-Earning Assets
Loans $ (4,662) $ 11,220 $ 6,558 $(2,064) $8,131 $ 6,067 $ 190 $2,477 $2,667
Securities (89) (1,541) (1,630) (79) (1395)  (1,474) 204 (270) (66)
. Interest bearing deposits - (605) (605) - 605 605 - - -
3 FHLB stock (&) 536 527 3 95 92 7 28 35
' Total interest-earning assets $ (4,760) $(9,610) $ 4,850 $(2,146) $ 7,436 $ 5,290 $ 401 $2,235 $2,636
Interest-Bearing Liabilities
Deposits $ (1,303) $ 2,852 § 1549  §$ (907) $1255 $ 348 $(642) $ 55 $ (587)
FHLB advances (995) 6,696 5,701 (214) 991 7717 164 2,350 2,514
Warehouse and term notes payable 317 (2,931) (2,614) - 4435 4,435 — - -
Total interest-bearing liabilities $ (1,981) $ 6,617 $ 4,636 $(1,121) $ 6,681 $ 5,560 $(478) $2,405 $1,927
Increase (decrease) in net interest income $ 214 $ (270 $ 709
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Results of Operations

General - First Defiance reported net income of $8.6 million for the year ended
December 31, 1999 compared to $3.1 million and $5.4 million for the years ended
December 31, 1998 and December 31, 1997 respectively. Net income for 1998 was
negatively impacted by a $5.4 million pre-tax ($3.6 million after-tax and $.46 on a
diluted per share basis) fourth quarter adjustment to the reserve for loan losses. See
discussion on Provision for Loan Losses.

On a diluted per share basis, First Defiance’s net income was $1.29, $.40, and
$.62 for the years ended December 31, 1999, 1998 and 1997 respectively. Earnings per
share have been favorably impacted in both 1999 and 1998 by a reduction in average
shares outstanding as a result of a number of share repurchase programs. On a diluted
basis, the average shares outstanding have declined from 8.7 million in 1997 to 7.8
million in 1998 and 6.7 million in 1999. Since January 1998, a total of 2.0 million shares
have been repurchased under stock repurchase programs, including 816,000 in 1999.

Net interest income was $21.8 million for the year ended December 31, 1999,
compared to $22.1 million and $22.5 million for the years ended December 31, 1998 and
1997 respectively. Net interest margin was 3.12%, 3.62%, and 4.24% for the years ended .
December 31, 1999, 1998 and 1997, respectively. The decrease in net interest margin in
1999 is primarily a result of the financing required to support the $67.0 million increase
in average non-interest earning assets from $78.7 million in 1998 to $145.7 million in
1999. The increase in average non-interest earning assets was the result of increases in
the average balances in mortgage servicing rights, goodwill, and prepaid expenses and
other assets. Mortgage servicing rights increased from an average of $35.5 million for
1998 to $83.9 million for 1999, while goodwill increased from an average of $5.1 million
in 1998 to $12.5 million in 1999. These average non-earning assets increased due to the
fact that only six months of The Leader’s operations were included in the average
balance for 1998 and total secondary market activity increased dramatically in 1999. The
decrease in the net interest margin in 1998 compared to 1997 resulted from similar
downward pressures corresponding to the increase in average non-interest earning assets
from $25.5 million for 1997 to $78.7 million for 1998.

The yield on interest earning assets was 7.47% for the year ended December 31,
1999, a decrease from the years ended December 31, 1998 and 1997 when the yields on
interest earning assets were 7.96% and 8.24%, respectively. The decline in yields
between 1999 and 1998 and the yields between 1998 and 1997 is primarily due to the
addition of The Leader’s mortgage loans available for sale during the second half of 1998
and the subsequent increases in the average balance on these loans. Those loans, which
had an average balance of $186.8 million and $65.8 million for the years ended
December 31, 1999 and 1998, respectively, are generally originated under first-time
homebuyer programs and carried an average interest rate of 6.15% and 6.47% for the
years ended December 31, 1999 and 1998, respectively. The Company’s cost of funds
decreased to 4.52% for the year ended December 31, 1999 compared to 4.71% and
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4.85% for the years ended December 31, 1998 and 1997, respectively. As a result of the
decline in yield on average earning assets outpacing the decline in cost of funds, the
interest rate spread decreased to 2.95% for the year ended December 31, 1999 compared
to 3.25% for 1998 and 3.39% for 1997.

The provision for loan losses for the year ended Decémber 31, 1999 was $1.9
million, compared to $7.8 million for 1998 and $1.6 million for 1997.

The addition of The Leader significantly impacts the comparability of both non-
interest income and non-interest expense because of the revenues and costs associated
with the mortgage banking operation are included for only the last six months of 1998.
For the year ended December 31, 1999 non-interest income was $40.8 million compared
to $17.5 million for 1998 and only $1.6 million for 1997. Non-interest expense for the
year ended December 31, 1999 was $47.4 million compared to $26.9 million for 1998
and $14.1 million for 1997

Income for The Leader for the twelve months ended December 31, 1999 and the
six months ended December 31, 1998 included in First Defiance’s results was $4.1
million and $1.4 million, respectively. The net earnings of First Defiance after factoring
in the after-tax cost of funding the acquisition were increased by $2.6 million and
$747,000, or $.38 and $.10 per diluted share for the years ended December 31, 1999 and
1998, respectively.

Net Interest Income — First Defiance’s net interest income is determined by its
interest rate spread (i.e., the difference between the yields on its interest-earning assets
and the rates paid on its interest-bearing liabilities) and the relative amounts of interest-
earning assets and interest-bearing liabilities.

Total interest income increased by $4.3 million, or 8.81%, from $49.1 million for
the year ended December 31, 1998 to $53.4 million for the year ended December 31,
1999. The increase was due to a $135.1 million increase in the average balance of loans
outstanding for 1999 when compared to 1998. The yield on those loans declined to
7.60% in 1999 versus 8.31% in 1998. The increase in loans receivable was primarily
attributable to the growth in the average balance of The Leader’s loans held for sale. The
average balance of these loans grew from $65.8 million for 1998 to $186.8 million for
1999. The increase of those loans also caused the reduced yield because of the below
market nature of loans originated under the first-time homebuyer programs. Interest
income was favorably impacted by the increase in the average balance in commercial
loans, which was $107.3 million for 1999 compared to $42.5 million for 1998. The
increase in commercial loan balances occurred after the hiring of three experienced
commercial lenders and a commercial credit analyst during the second half of 1998. The
increases in loans held for sale and commercial loans were partially offset by a $32.1
million decrease in the average balance on mortgage loans and a $20.0 million decrease
in the average balance on all consumer loans. As discussed above, mortgage loan
production for 1999 was lower than 1998 due to the significant amount of refinance
activity in the prior year. The decrease in the average balance on consumer loans was
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anticipated as underwriting standards were strengthened in response to credit qualify
problems in this portfolio noted in 1998. See the discussion of the provision for loan loss.

In 1998, total interest income increased by $5.2 million, or 11.9%, from $43.9
million for the year ended December 31, 1997 to $49.1 million for the year ended
December 31, 1998. The increase was due to a $93.5 million increase in the average
balance of loans outstanding for 1998 when compared to 1997. The increase was
primarily attributable to the acquisition of The Leader’s loans available for sale, which
averaged $131.5 million for the last six months of 1998, and an increase in the average
balance of the commercial loan portfolio, which increased from $28.3 million to $42.5
million as a result of the hiring of three experienced commercial lenders in the second
half of 1998. The yield on those loans declined to 8.31% in 1998 versus 8.70% in 1997
because of the low coupons on The Leader’s available for sale portfolio.

Interest earnings from the investment portfolio and other interest bearing deposits
declined to $3.5 million in 1999 compared to $5.7 million in 1998 and $6.6 million in
1997. The decline in 1999 was due to a decrease in the average balance of securities and
other interest bearing deposits from $93.6 million in 1998 to $56.7 million in 1999. The
decline was primarily due to maturities and calls of securities during 1999 being used as
a funding source for the growth in the loan portfolio. The yield on the average portfolio
balance in 1999 was 6.09%. In 1998, the portfolio had a yield of 6.08% on an average
balance of $93.6 million while in 1997 the investment portfolio had a yield of 6.35% on
an average balance of $103.3 million.

Interest expense increased by $4.7 million, or 17.2%, to $31.6 million in 1999
compared to $26.9 million for 1998. This increase is due to the increase in the average
interest bearing liabilities from $572.0 million in 1998 to $698.2 million in 1999. The
increase in average interest bearing liabilities was the result of increased funding
requirements relating to the loans held for sale and mortgage servicing rights at The
Leader, net of the increase in average escrow deposits (which are included in non-interest
bearing liabilities) from $12.4 million in 1998 to $70.9 million in 1999.

From the time that First Defiance acquired The Leader in June 1998 until
December 1998, The Leader utilized a consortium of banks to provide its funding needs
for both warehoused mortgage loans and mortgage servicing rights. In December 1998,
the bank debts were paid off by First Defiance and replaced with less costly internal
sources of funding, primarily FHLB advances and brokered certificates of deposit. As a
result, the average balance of FHLB advances in 1999 increased by $120.5 million to
$195.6 million from $75.1 million in 1998. First Defiance took advantage of lower
interest rates during the later part of 1998 and the first several months of 1999 and fixed a
portion the advances for one, two and five years. Overall, the rate paid on FHLB
advances was 5.05% in 1999 compared to 5.56% in 1998. The increase in FHLB
advances replaced debt to outside banks, which had an average balance of $87.7 million
in 1998 compared to $29.7 million in 1999. The average cost paid on those outside
borrowings in 1998 was a net 5.06% including a credit received from the banks for
borrowers escrow funds deposited in those financial institutions. That credit, which was
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at a federal funds rate, totaled $1.7 million in 1998. Excluding the credit for escrow
balances, the cost of bank financing in 1998 was 7.04%. As noted above, for 1999, the
borrowers escrow funds have been placed on deposit with First Federal as a source of no-
cost funds. The cost of the $29.7 million average bank financing in 1999 was 6.13%.
First Defiance retains warehouse lines of credit with financial institutions totaling $170
million as of December 31, 1999 to supplement its other funding sources.

In 1998, interest expense increased by $5.6 million, or 26.0%, to $26.9 million
compared to $21.4 million for 1997. The large increase is primarily due to the financing
requirements of The Leader’s operations. The average bank debt outstanding for the six
months that The Leader was included in First Defiance’s results in 1998 was
approximately $175.3 million or $87.7 million average balance for the year. The net cost
of those funds was approximately 5.06%, net of the credit that The Leader was receiving
for escrow funds on deposit at the banks’ fed funds rates. Beginning in November 1998,
those escrow balances were placed on deposit with First Federal.

Interest expense in 1998 also increased because of an increase in the average
balance of deposits outstanding, which increased to $409.3 million in 1998 compared to
$382.6 million in 1997. The average cost of those deposits declined by 22 basis points in
1998, to 4.48% from 4.70% in 1997. The average balance of FHLB advances increased
to $75.1 million in 1998 from $58.1 million in 1997. The average cost of those advances
declined to 5.56% from 5.84%. The balance in FHLB advances increased substantially in
December 1998, as they were used as the primary source of funding to replace The
Leader’s bank debt. )

As a result of the foregoing, First Defiance’s net interest income was $21.8
million for the year ended December 31, 1999 compared to $22.1 million for the year
ended December 31, 1998 and $22.5 million for the year ended December 31, 1997. Net
interest margin for the year ended December 31, 1999 declined to 3.12% from 3.62% for
1998 and 4.24% for 1997. The decline was due to the financing of The Leader,
particularly the financing of mortgage servicing rights and goodwill, which are both non-
interest earning assets. The balance of mortgage servicing rights at December 31, 1999
was $97.5 million and the balance of goodwill at that date was $14.7 million.

Provision for Loan Losses — First Defiance’s provision for loan losses was $1.9
million for the year ended December 31, 1999, compared to $7.8 million and $1.6 million
for the years ended December 31, 1998 and 1997, respectively. Provisions for loan losses
are charged to earnings to bring the total allowance for loan losses to a level that is
deemed appropriate by management. Factors considered by management include
identifiable risk in the portfolios, historical experience, the volume and type of lending
conducted by First Defiance, industry standards, the amount of non-performing assets,
including loans which meet the FASB Statement No. 114 definition of impaired, general
economic conditions, particularly as they relate to First Defiance’s market areas, and
other factors related to the collectability of First Defiance’s loan portfolio.
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In 1998, four factors combined to require the large increase in the loan loss
provision: an increase in charge-offs and delinquencies within First Federal’s consumer
Joan portfolio, rapid growth in First Federal’s commercial loan portfolio, the status of
First Federal’s mobile home loan portfolio, and the acquisition of The Leader Mortgage
Company. The consolidated allowance for loan losses at December 31, 1999 was $7.8
million, compared to $9.8 million at December 1998 and $2.7 million at December 31,
1997.

During 1998 First Federal experienced increased levels of charge-offs of loans in
its consumer loan portfolio, which is comprised primarily of automobile loans. In
response to the level of charge-offs and internal and external reviews of this portfolio,
management increased the allowance for consumer loans by approximately $3.6 million.
Subsequent to that review, consumer loan underwriting and approval, which were
previously performed through First Federal’s branch network, were centralized at the
main office under experienced underwriters with revised lending authority. The total
outstanding balance of consumer loans originated in 1997 and 1998 (the period identified
in the internal and external reviews to have the underwriting deficiencies) were $67.9
million as of December 31, 1998 and declined to $38.6 million at December 31, 1999.
The reserve against this portfolio was $4.3 million (or 6.33% of the outstanding balance)
at December 31, 1998 and $2.9 million (or 7.51% of the outstanding balance) at
December 31, 1999. Total consumer loans outstanding and the corresponding reserves
were $87.2 million and $5.1 million at December 31, 1998 and $64.3 million and $3.5
- million at December 31, 1999.

The growth in the commercial loan portfolio also has resulted in an increase in the
allowance for loan losses. During 1998, when the balance of commercial loans increased
from $29.8 million to $70.1 million, the related allowance for loan losses increased by
$932,000. Commercial loans have continued to experience significant growth in 1999 as
the portfolio has grown to $138.1 million as of December 31, 1999. The related
allowance for loan losses for commercial loans grew $557,000 to $2.3 million at
December 31, 1999.

During 1998, First Federal reserved 40% against the remaining mobile home loan
balances not already classified as doubtful or loss. This adjustment resulted in increasing
the mobile home loan loss allowance to $1.3 million at December 31, 1998. In May of
1999, First Federal sold the remaining mobile home portfolio, which had a net book
value (after deducting the related reserve) of $1.8 million, for $2.1 million.

During the last six months .of 1998, there also was a $351,000 increase in the
provision for loan losses as a result of the acquisition of The Leader. Most of the loans
that are originated or acquired by The Leader have FHA or VA guarantees. As a result,
the risk of loss on those loans is limited to the legal costs associated with foreclosure on
the loan, which has averaged approximately $1,600 per loan in foreclosure. This is a cost
that The Leader incurs whether the loan is included in its own portfolio or serviced for
others. It has been The Leader’s general practice to repurchase loans which have a note
rate of 8% or greater that are in foreclosure out of the GNMA pool in order to avoid
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having to advance principal and interest payments to the investors for those loans, as is
required under their agreements with GNMA. The Leader reserves for the foreclosure
losses when the loan goes to foreclosure, whether the loan is purchased from the GNMA
pool or not. Management also records an estimated loss reserve to provide for potential
losses as loans become delinquent based on The Leader’s historical loss experience on
similar loans. A provision related to those loans totaling $1.8 million was recorded by
The Leader in 1999. The increase in provision expense for The Leader in 1999 compared
to 1998 was the result of increased foreclosure proceedings along with increases in the
general reserve resulting from the increase in total number of loans serviced by The
Leader from 86,000 loans as of December 31, 1998 to 99,000 loans at December 31,
1999.

Total non-performing loans were $1.0 million, or .14% of total loans, as of
December 31, 1999, compared with $1.9 million, or .33% of total loans, as of December
31, 1998, and $1.4 million, or .43% of total loans, as of December 31, 1997. Total
charge-offs were $4.2 million, $2.1 million, and $1.3 million for the periods ended
December 31, 1999, 1998, and 1997, respectively. Over the same periods, recoveries
amounted to $279,000, $220,000, and $197,000, respectively.

Non-interest Income — In acquiring The Leader, First Defiance exchanged net
interest income for a large increase in non-interest income, primarily loan servicing fees
and gains on sale of mortgage loans. Total non-interest income increased by $23.3
million to $40.8 million for the year ended December 31, 1999 from $17.5 million for the
year ended December 31, 1998. Non-interest income for the year ended December 31,
1997 was only $1.6 million. For the year ended 1999, The Leader recognized $27.9
million in loan servicing fees compared to $12.5 million for the six-months included in
First Defiance’s year ended December 31, 1998. Total gains on sale of mortgage loans at
The Leader increased from $2.0 million for the six-months of 1998 to $6.3 million for
1999 primarily due to increased loan production and sales. The Leader also realized a
one-time gain on the sale of non-core mortgage servicing rights totaling $479,000 in
1999.

Excluding The Leader’s results, non-interest income was $4.8 million in 1999,
$3.3 million in 1998, and $1.6 million in 1997. Total gains on sale of loans (excluding
The Leader) were $794,000 in 1999, compared to $1.4 million in 1998 and only
$116,000 for 1997. The 1998 gains on sale included a $785,000 gain in the third quarter
of 1998 from the sale of $30.7 million of seasoned mortgage loans. In 1998, First Federal
also realized a $240,000 gain from its sale of a large portion of its mobile home loan
portfolio. Additionally, dividends on FHLB stock increased to $861,000 in 1999
compared to $334,000 in 1998 and $242,000 in 1997. The increase in these dividends
was the result of purchasing more stock throughout 1998 and 1999 to support the
additional borrowings at the FHLB.

The 1999 results also includé the revenue associated First Insurance. Total
revenues for First Insurance for 1999 were $1.4 million.
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Non-interest Expense — Total non-interest expense for 1999 was $47.4 million
compared to $26.9 million for the year ended December 31, 1998 and $14.1 million for
the year ended December 31, 1997. As with non-interest income, the addition of The
Leader in July 1998 significantly increased the consolidated level of non-interest
expense. For the six months from July 1 to December 31, 1998, The Leader’s total non-
interest expense was $12.2 million compared to $29.6 million for the year ended
December 31, 1999. Included in the 1999 total are $10.1 million in compensation and
benefits ($3.8 million in 1998), $1.6 million in occupancy costs ($489,000 in 1998),
$12.6 million in amortization of mortgage servicing rights ($5.3 million in 1998) and
$2.1 million in amortization of goodwill and other acquisition costs, including non-
compete and employment agreements ($1.1 million in 1998).

Excluding The Leader, non-interest expense for First Defiance for 1999 was
$17.8 million compared to $14.7 million in 1998 and $14.1 million in 1997. The increase
from 1998 to 1999 was primarily due to compensation and benefit expense that increased
by $2.2 million over 1998. Of this increase, $1.0 million related to compensation and
benefits for First Insurance and $1.2 million related to increases in compensation and
benefits at First Federal. The First Federal increase was due to a number of factors
including increases in staffing levels resulting from branch and product line (i.e.,
commercial lending and trust services) expansion, the payment of incentive bonuses to
salaried employees, the payment of a discretionary contribution to the Company’s 401(k)
plan, increases in the cost of the Company’s group medical plan, and decreases in the .
amount of payroll costs deferred because of a reduction in mortgage loan production. The
payment of incentive bonuses and discretionary 401(k) contributions represented a partial
payment of pools established at the beginning of 1999. Certain targets were established
for earnings per share, revenue growth and efficiencies. The achievement of a portion of
those objectives resulted in a partial payment of the bonus and 401(k) pools. No bonus or
discretionary 401(k) payments were made in 1998, the first year of the incentive based
compensation programs.

In addition to compensation expense, occupancy costs increased $611,000 in
1999 resulting from the expansion of the branch network into Findlay and Fostoria,
depreciation on the Company’s expanded wide area network, and occupancy costs related
to First Insurance. Data processing costs increased by $258,000 in 1999 resulting from
upgrading systems with the Company’s third party provider, Y2K related expenditures,
and the expansion of the branch network. Amortization of goodwill increased by
$201,000 as a result of the First Insurance acquisition. Additionally, other non-interest
expenses increased $374,000 as a result of the First Insurance acquisition, the expansion
of the Company’s branch and ATM networks, costs associated with attracting national
certificates of deposit, and increases in the examination fees charged by the regulators.
These increases in non-interest expenses were partially mitigated by a $290,000
reduction in state franchise tax due to tax planning strategies and a $314,000 reduction in
loan servicing due to the sale of the majority of the mobile home portfolio in 1998.

Non-interest expense for First Defiance for 1998, excluding the impact of The
Leader would have increased by $649,000 over 1997. Occupancy expense increased by
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$665,000 due to the addition of the Hicksville and Paulding branches and a full year of
depreciation expense on major renovations completed in early to mid-1997. Data
processing costs increased by $200,000 due to the enhancement of certain systems.
Amortization of mortgage servicing rights increased by $240,000 due to an increase in
loans serviced for others at First Federal. Also, state franchise tax increased by $116,000.
Those increases were partially offset by a $740,000 decline in compensation, which
decreased due to a reduction in ESOP expense, the termination of First Federal’s defined
benefit pension plan, and a reduction in year-end bonuses, including the elimination of
year-end bonuses for most of First Defiance’s salaried personnel because of 1998
operating results. Also, the discretionary contribution to the Company’s 401(k) plan was
not made because the Board of Directors determined that the 1998 operating results did
not warrant such a contribution. Those adjustments more than offset increased
compensation related to staffing increases, including a full year with branches in
Paulding and Hicksville, the expansion of the commercial loan department beginning in
mid-1998, and the hiring of trust department personnel between July and October.

Income Taxes — Income tax amounted to $4.6 million in 1999 compared to $1.8
million in 1998 and $3.0 million in 1997. The effective tax rates for the three years were
34.9%, 36.9%, and 35.6% respectively. The decrease in the effective tax rate from 1998
to 1999 is the result of the increase in non-taxable interest income and a reduction of
income at the holding company level that is subject to state income tax. The increase in
the effective tax rate from 1997 to 1998 is the result of the addition of non-deductible
goodwill. See Note 14 to the Consolidated Financial Statements.

Cash Earnings

The selected financial data presented in the following table highlights the
performance of First Defiance on a cash basis for each of the three years in the period
ended December 31, 1999. The data has been adjusted to exclude the amortization of
goodwill and the related tax benefit of tax deductible goodwill. This goodwill resulted
from the acquisitions of The Leader, and the insurance agencies which were combined to
form First Insurance and Investments which were recorded using the purchase method of
accounting. The amortization of goodwill does not result in a cash expense and has
essentially no economic impact on liquidity and funds management activity. Cash basis
financial data provide an additional basis for measuring a company’s ability to support
future growth, pay dividends, and repurchase shares. The cash basis data presented in the
table below has not been adjusted to exclude the impact of other non-cash items such as
depreciation, the provision for loan losses, and amortization of MRP and ESOP expense.
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1999 1998 1997
(dollars in thousands, except per share amounts)

Year Ended December 31 :
Non-interest expense $46,639 $26,658 $14,093
Income before income taxes 14,027 5,211 8,392
Net income ‘ 9,382 3,393 5,407
Per Common Share
Net income per basic share $1.44 $.45 $.65
Net income per diluted share 1.40 43 .62
Weighted average common shares

(000s) 6,502 7,491 8,360
Weighted average diluted common

shares (000s) 6,700 7,811 8,706
Performance Ratios
Return on average assets 1.09% 49% .96%
Return on average equity 11.99 344 4.69
Ratio of cash operating expense to

tangible assets 5.43 3.84 2.51
Goodwill
Goodwill average balance $12,519 $5,115 -
Goodwill amortization (after tax) 759 282 -

Concentrations of Credit Risk

Financial institutions such as First Defiance generate income primarily through
lending and investing activities. The risk of loss from lending and investing activities
includes the possibility that losses may occur from the failure of another party to perform
according to the terms of the loan or investment agreement. This possibility is known as
credit risk.

Credit risk is increased by lending or investing activities that concentrate a
financial institution’s assets in a way that exposes the institution to a material loss from
any single occurrence or group of related occurrences. Diversifying loans and
investments to prevent concentrations of risks is one manner a financial institution can
reduce potential losses due to credit risk. Examples of asset concentrations would include
multiple loans made to a single borrower, and loans of inappropriate size relative to the
total capitalization of the institution. Management believes adherence to its loan and
investment policies allows it to control its exposure to concentrations of credit risk at
acceptable levels.

Liquidity and Capital Resources

First Federal is required under applicable federal regulations to maintain specified
levels of “liquid” investments in qualifying types of United States Treasury, agency and
other investments having maturities of five years or less. Current OTS regulations require
that a savings institutions maintain liquid assets not less than 4% of its average daily
balance of net withdrawable deposit accounts and borrowings payable in one year or less.
First Federal’s liquidity exceeded applicable requirements at December 31, 1999.
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Cash used in operating activities was $165.3 million for the year ended December
31, 1999. Cash provided by operations was $51.3 million, and $11.6 million for the years
ended December 31, 1998, and 1997, respectively. Cash was generated by First
Defiance’s operating activities during the years ended December 31, 1998 and 1997,
primarily as a result of net income. In 1999, the Company used more cash in operating
activities than were provided because of net growth in the held for sale loan portfolio
which was funded through financing activities. The adjustments to reconcile net income
to cash provided by or used in operations during the periods presented consist primarily
of proceeds from the sale of loans (less the origination of loans held for sale), the
provision for loan losses, depreciation expense, goodwill amortization, ESOP expense
related to the release of ESOP shares in accordance with AICPA SOP 93-6, the
origination of mortgage servicing rights and increases and decreases in other assets and
liabilities. The primary investing activity of First Defiance is lending, which is funded
with cash provided from operations and financing activities, as well as proceeds from
payments on existing loans and proceeds from maturities of securities. In 1999 cash
provided from the sale and maturity of investment securities totaled $25.6 million, while
$30.4 million in additional securities were purchased. Principal financing activities
include the gathering of deposits and advance payments from loan servicing customers,
the utilization of FHLB advances, and borrowings from other bank sources. For the year
ended December 31, 1999, FHLB advances increased by $97.3 million, warehouse and
term notes payable increased by $53.1 million, and national certificates of deposit
increased by $50.7 million.

For additional information about cash flows from First Defiance’s operating,
investing and financing activities, see the Consolidated Statements of Cash Flows
included in the Consolidated Financial Statements.

At December 31, 1999, First Defiance had an aggregate of $79.0 million in
unfunded commitments to originate loans (including unused portions of lines of credit
and letters of credit) and no commitments to purchase securities. At the same date, First
Defiance had commitments to sell $209.1 million of loans held for sale. At that date First
Defiance had commitments to acquire $222.0 million of mortgage loans under first-time
home buyer programs, all of which have offsetting commitments for sale into the
secondary market as GNMA or FNMA mortgage backed securities. Also as of December
31, 1999, the total amount of certificates of deposit that are scheduled to mature by
December 31, 2000 was $293.2 million. First Defiance believes that it has adequate
resources to fund commitments as they arise. It can adjust the rate on savings certificates
to retain deposits in changing interest rate environments; it can sell or securitize
mortgage or non-mortgage loans; and it can turn to other sources of financing including
FHLB advances. Because the FHLB requires that the collateral must exceed 150% of the
outstanding advance balance, First Defiance may also from time-to-time be required to
utilize other sources of financing, including brokered certificates of deposit and bank
advances. At December 31, 1999 First Defiance has $170 million of lines available from
other financial institutions, of which $47 million is being utilized.

-49-

0002-0010944

5 s



Stockholders’ equity decreased by $4.3 million, or 4.6% at December 31, 1999
compared to December 31, 1998 due to the repurchase of 816,000 shares of First
Defiance stock (10.8% of shares outstanding at the beginning of the year). The shares in
1999 were repurchased at an average cost of $12.74 per share and, as a result,
stockholders equity was reduced by $10.4 million. First Defiance made similar purchases
of 1.2 million shares of common stock during 1998. Additionally, shareholders equity
was reduced by $1.3 million as a result of a decrease in the market value of available for
sale securities.

The equity reduction, caused by the factors discussed above, was offset to a lesser
" degree by earnings retention, the vesting or issuance of shares under the Company’s
Management Recognition Plan (“MRP”) and Employee Stock Ownership Plan
(“ESOP”), and the issuance of stock under stock option programs. Net income for 1999
was $8.6 million, of which $2.7 million was returned to shareholders in the form of
declared dividends ($.41 per share). The vesting of MRP shares and release of ESOP
shares increased equity by $381,000 and $622,000 respectively. Stock option exercises
increased equity by approximately $417,000. The book value of First Defiance’s
common stock was $13.12 at December 31, 1999, compared to $12.37 at December 31,
1998. The tangible book value (excluding goodwill) of those shares was $10.97 and
$10.61 at December 31, 1999 and 1998.

First Federal is subject to various capital requirements of the Office of Thrift
Supervision. At December 31, 1999, First Federal had capital ratios that exceeded the
minimum regulatory requirements. See Item 1. Business — Regulation — Regulatory
Capital Requirements in this report.

Year 2600

During 1999, the Company prepared for potential computer system and other
problems related to the Year 2000 date change. The process involved the identification
and remediation of date recognition problems in computer systems, software and other
operating equipment. It also included working with third-party vendors, developing and
testing contingency plans, and planning for potential liquidity needs associated with
potential large cash withdrawals. To date, no Year 2000 failures have been noted in any
of the Company’s systems.

Although considered unlikely, unanticipated problems in First Defiance’s core
business processes or systems, including problems with non-compliant third parties and
general disruptions to the economy could still occur despite efforts to remediate such
problems and the related contingency planning. Management will continue to monitor all
processes throughout 2000 to address any issues as they arise and ensure that all systems
continue to function appropriately.

Because its data .processing functions are outsourced, the cost of Year 2000
remediation was not material to First Federal. First Federal’s third party processor
assessed a fee of less than $50,000 to cover the cost of the test bank established to
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provide for the appropriate testing. Testing itself was performed by individuals
responsible for the various applications and was coordinated by the Vice President of
Operations. The cost of the individuals was not quantified, however the three primary
individuals involved devoted approximately 60% of their time during the testing phase
which was essentially completed during the 1999 first quarter. First Federal’s total out of
pocket expenses recognized in conjunction with Year 2000 compliance were less than

$100,000 in 1999.

The estimated total cost of Year 2000 compliance by The Leader was
approximately $650,000 including the cost of hardware and software upgrades,
programming costs, and retention bonuses to key staff members involved in the Year
2000 project. The portion of the costs associated with hardware acquisitions was
capitalized while internal programming costs and retention payments were expensed. The
retention bonuses will be paid to certain employees who are still employed on June 30,
2000. Year 2000 expense for The Leader for 1999 was less than $300,000.

Item 7A. Quantitative and Qualitative Disclosure About Market Risk

Asset/Liability Management

A significant portion of the Company’s revenues and net income is derived from
net interest income and, accordingly, the Company strives to manage its interest-earning
assets and interest-bearing liabilities to generate what management believes to be an
appropriate contribution from net interest income. Asset and liability management seeks
to control the volatility of the Company’s performance due to changes in interest rates.
The Company attempts to achieve an appropriate relationship between rate sensitive
assets and rate sensitive liabilities. First Defiance does not presently use off balance sheet
derivatives to enhance its risk management.

First Defiance monitors interest rate risk on a monthly basis through simulation
analysis that measures the impact changes in interest rates can have on net interest
income. The simulation technique analyzes the effect of a presumed 100 basis point shift
in interest rates (which is consistent with management’s estimate of the range of potential
interest rate fluctuations) and takes into account prepayment speeds on amortizing
financial instruments, loan and deposit volumes and rates, non-maturity deposit
assumptions and capital requirements. The results of the simulation indicate that in an
environment where interest rates rise 100 basis points over a 12 month period, using
2000 projected amounts as a base case, First Defiance’s net interest income would
decrease by 2.5%. Were interest rates to fall by 100 basis points during the same 12-
month period, the simulation indicates that net interest income would increase by 2.5%.

The acquisition of The Leader Mortgage Company provided First Defiance with a
significant source of non-interest income. The mortgage banking operations also serve as
a countermeasure against the decline in the value of mortgage loans during a rising rate
environment because increases in interest rates tend to increase the value of mortgage
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servicing rights because of the resulting decrease in prepayment rates on the underlying
loans. Conversely, in a decreasing interest rate environment, the value of the mortgage
servicing portfolio tends to decrease due to increased prepayments on the underlying
loans. However, because The Leader’s portfolio is comprised primarily of below market-
rate loans, the prepayments on the loans it serviced have been much lower than industry
averages. The Leader averaged 7.6% prepayments for the year ended December 31, 1999
which is lower than the prepayment speeds for the mortgage industry as a whole, and
lower than the 11.1% experience for the year ended December 31, 1998. The simulation

-model used by First Defiance measures the impact of rising and falling interest rates on
net interest income only. The Company also monitors the potential change in the value of
its mortgage servicing portfolio given the same 100 basis point shift in interest rates. At
December 31, 1999, a 100 basis point decrease in interest rates would require First
Defiance to establish a reserve for impairment of mortgage servicing rights of less than
$25,000.

First Defiance, through The Leader, has significantly increased its origination
capabilities, on both a retail and wholesale basis. Loan production at The Leader was
$1.9 billion for the year ended December 31, 1999, compared to $588.4 million for the
six-months ended December 31, 1998. Mortgage servicing rights increased from $76.5
million as of December 31, 1998 to $97.5 million as of December 31, 1999. To protect
themselves from the risk of changing interest rates, mortgage banking companies
frequently use off balance sheet financial instruments to hedge the exposure of the
mortgage loan pipeline. The Leader does not need to hedge its mortgage loan pipeline
because the trustees under the various first-time homebuyer programs are required to
fund the issuance of the GNMA securities backed by the mortgages in The Leader’s
pipeline at a guaranteed price.

First Defiance also has increased its lending activities in the commercial loan
area. While such loans carry higher credit risk than residential mortgage lending they
tend to be more rate sensitive than residential mortgage loans. The balance of First
Defiance’s commercial portfolio increased to $138.1 million, which is split between
$44.2 million of fixed rate loans and $93.9 million of adjustable rate loans at December
31, 1999. Certain of the loans classified as adjustable have fixed rates for an initial term
that may be as long as five years. The maturities on fixed rate loans is generally less than
seven years. First Defiance also has significant balances of consumer loans which tend to
have a shorter duration than residential mortgage loans ($64.4 million at December 31,
1999) and home equity and improvement loans ($22.8 million at December 31, 1999)
which fluctuate with changes in the prime lending rate. Also, to limit its interest rate risk,
First Federal has been selling fixed rate mortgage loans with a maturity of 15 years or
greater in the secondary market. Historically, loans with maturities less than 20 years
have been retained in portfolio although First Federal began selling a portion of its 15
year fixed rate mortgage loans in the secondary market beginning in January 1999. For
the year ended December 31, 1999, First Federal sold $39.7 million of loans in the
secondary market. At December 31, 1999 First Federal’s servicing portfolio totaled $88.6
million, compared to $62.2 million at December 31, 1998.
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In addition to the simulation analysis, First Federal also utilizes the “market value
of net portfolio equity” (“NPV”) methodology adopted by the OTS. Under the NPV
methodology, interest rate risk exposure (“IRR”) is assessed by reviewing the estimated
changes in First Federal’s net interest income (“NII”) and NPV that would hypothetically
occur if interest rates simultaneously rise or fall along the yield curve. Projected values of
NII and NPV at both higher and lower regulatory defined scenarios are compared to base
case values (no change in rates) to determine the sensitivity to changing interest rates.
Presented in the following table, as of December 31, 1999, is an analysis of First
Federal’s (which for this purpose also includes The Leader) estimated interest rate risk as
measured by changes in NPV for instantaneous and sustained parallel shifts in interest
rates up and down 300 basis points in 100 point increments. Assumptions used in
calculating the amounts in this table are generally those assumptions utilized by the OTS
in assessing the interest rate risk of the thrifts it regulates. However, because First
Defiance utilizes a model that evaluates the market value of mortgage servicing rights on
a loan-by-loan basis, management believes that the results generated by that model are
more accurate than the generic OTS assumptions. For purposes of this table,
management's valuation of mortgage servicing rights have been substituted for OTS’
results. NPV is calculated by the OTS for the purposes of interest rate risk assessment
and should not be considered as an indicator of value of First Federal.

December 31, 1999

: Net Portfolio Value as % of
Net Portfolio Value Present Value of Assets

Change in Rates $ Amount $ Change % Change NPV Ratio Change
(Dollars in Thousands)
+300 bp 102,152 (23,298) (19) 10.96% (154) bp
+200 bp 111,042 (14,408) an 11.62% (88) bp
+100 bp 118,462 (6,988) 6) 12.10% (40) bp
0bp 125,450 - - 12.50% -
-100 bp 127,324 1,874 1 12.45% ) bp
-200 bp 120,895 (4,555) “) 11.73% (77) bp
-300 bp 111,636 (13,814) 1) 10.82% (168) bp

In the event of a 300 basis point change in interest rates based upon estimates as
of December 31, 1999, First Federal would experience an 11% decrease in NPV in a
declining rate environment and a 19% decrease in NPV in a rising rate environment.
During periods of rising rates, the value of monetary assets declines. Conversely, during
periods of falling rates, the value of monetary assets increases. Mortgage servicing rights
act as a nafural hedge to these changes in value of other monetary assets as MSRs
generally rise in value in a rising rate environment and decline in value in a falling rate
environment because of the prepayments of the underlying mortgage loans. It should be
noted that the amount of change in value of specific assets and liabilities due to changes
in rates is not the same in a rising rate environment as in a falling rate environment.
Based on the NPV methodology, the decline in NPV in a rising rate environment is
because First Federal has used FHLB advances and deposits with shorter terms than the
assets in which it invests. The decline in NPV in a falling rate environment is because of
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the reduction in value in mortgage servicing rights. The analysis indicated that increases
or decreases in monetary assets and increases or decreases in mortgage servicing rights
generally offset each other in both rising and falling rate environments.

In evaluating First Federal’s exposure to interest rate risk, certain shortcomings
inherent in the method of analysis presented in the foregoing table must be considered.
For example, although certain assets and liabilities may have similar maturities or periods
to repricing, they may react in different degrees to changes in market interest rates. Also,
the interest rates on certain types of assets and liabilities may fluctuate in advance of
changes in market rates while interest rates on other types of financial instruments may
lag behind current changes in market rates. Furthermore, in the event of changes in rates,
prepayments and early withdrawal levels could differ significantly from the assumptions
in calculating the table and the results therefore may differ from those presented.

Forward Looking Information

Forward looking statements in this report are made in reliance upon the safe
harbor provisions of the private Securities Litigation Reform Act of 1995. The statements
in this report, which are not historical fact, are forward looking statements and they
include, among other statements, projections about growth in the Financial Condition
section and projections about interest rate risk simulations included in the Asset/Liability
Management section. Actual results may differ from expectations contained in such
forward looking information as a result of factors including but not limited to the interest
rate environment, economic policy or condition, federal and state banking and tax
regulations, and competitive factors in the marketplace. Each of these factors could affect
estimates, assumptions, uncertainties and risks considered in the development of forward
looking information and could cause actual results to differ materially from
management’s expectation regarding future performance.
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