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Dear Shareholders: 

As of the most recent public data, Exchange National Bancsharcs is the 12’h largest multi-bank company in 
the State of Missouri with 25 branch locations throughout central and west central Missouri. We arc pleased with 
your Company’s growth, yet your nianagcment team rcalixes that growth alone does not ensure profitability. As 
such, inlcrniil credit monitoring practices were enhanced in 2005 by appointing a chicf credit officer responsible for 
identifying loan quality concerns in their earliest stages. 

Exchange National Rancshares’ business strategy i s  premised on  the objectives of providing solid earnings, 
steady asset growth and consistent dividends to investors. Kesults in 2005 met or cxceeded in d l  respects each of‘ 
our business plan objectives. 

Earnings increased $1,610,000 or 19.4% over 2004. 

Assets grcw $202,596,000 or  2 I .9(% over 2004. 

Dividend rate on a per share basis was consistent with 2004. 

On May 2, 2005, your Company conipleted the purchase of Bank 10 of Belton, Missouri and that purchase 
enhanced our alrcady strong balance sheet position by providing $157 million in additional earning asscts. Due to a 
higher volumc of earning assets as well as an increased yield on those same assets, your Company’s net interest 
margin increased from 3.43%) for 2004 to 3.50% filr 2005. On a per share basis, diluted earnings increased 19.2% 
from $1.913 per sharc in 2004 to $2.36 per sharc for 2005. 

Shareholders receivcd dividends totaling $0.81 per share in 2005 and 2004. Although the 2005 payout 
ratio was unchangcd from the prior year, highcr quarterly dividends are replacing the year-cnd special dividend 
beginning with the January I ,  2006 regular dividend. The special dividend was originally intended to rcflcct the 
Company’s strong perforniancc over the coursc of a given ycar. Because the special paynicnt has been made for I9 
consecutivc years, the Board of Directors incorporated thc special dividend into the regular quarterly dividend ratc 
beginning January 1, 2006. 

Regarding 2005 financial highlights, total assets increased 2 1.9% to $1,126,470,000 duc in large part to the 
purchase of Bank 10 o f  Belton, Missouri. For 2005, return on average equity was 10.47% and the return on average 
asscts was 0.91% compared to 9.16% and 0.93%, respectively for 2004. 

Capitalization expressed in terms of- tier one capital to adjusted average total assets (Icverage ratio) WBS 

7.XX% at year-end 2005 cornpared to 10.39% at December 31, 2004. Total capital to risk-weighted assets ratio was 
12.70% at Deceinbcr 3 I ,  2005 compared to 14.5’8y0 at December 3 1 ,  2004. Thc increased leverage position results 
from the Hank 10 acquisition. Both ratios continue to exceed the Federal Reservc’s definition 0 1  “well capitalized”. 

Thank you for your investment and we appreciate the opportunity to serve you. Your manageincnt team 
expects 2006 to be a favorable year for Exchange National Bancshares, Tnc. 

Sinccrely, 

JAMES E. SMLTH 
Chairman & Chief Exccutive Officer 



EXCHANGE NATIONAL BANCSHAHES, LNC. 
DESCRIPTION OF BUSINESS 

Exchange National Rancshares, Inc. is a bank holding company registered under the Bank Holding 
Compiiny Act of 1956, as amended. Exchange was incorporated under the laws of the Statc of Missouri on October 
23, 1992, and on April 7, I993 it acquired :dl of the issued and outstanding capital stock of The Exchange National 
Bank of Jefferson City, a national banking association, pursuant to a corporate reorganiLation involving an exchange 
of shares. On November 3 ,  1997, our Company acquired Union State Bancsharcs, Tnc., and Union's wholly-owned 
subsidiary, Citizens Union Statc Bank. Following the May 4,2000 acquisition of Calhoun Bancshares, Inc. by 
Union State Bank, Calhoun Bancshares' wholly-owned subsidiary, Citizens State Rank of Calhoun, merged into 
Union State Bank. The surviving bank in this merger is called CitiLcns Union State Rank & 'I'rust. On January 3, 
2000, our Company acquired Mid Central Bancorp, Inc., and Mid Central's wholly-owned subsidiary, Osage Valley 
Bank. On October 25, 1999, Exchange established ENB Holdings, Tnc. BS a wholly-owned subsidiary for the sole 
purpose ofcll'ccting the June 16, 2000 merger with CNS Bancorp, Tnc. and its subsidiary, City National Savings 
Bank, FSB. City National subsequently was mcrged into Exchange National Bank. ENB Holdings owns 27.4% of 
Exchange National Bank with the balance owned by Exchange. On Octobcr 17,2001, Exchange and Union each 
received approval from the Federal Rcscrve to become a financial holding company. On May 2,2005 our Company 
acquired 100 percent of the outstanding common shares oEBank 10 from Drexel Rancshares, lnc. of Belton, 
Missouri. In addition to owncrship of its subsidiaries, Exchange could seck expansion through acquisition and may 
engage in those activities (such as investments in banks or operations closcly rclated to banking) in which it is 
permitted to engage undcr applicable law. It is not currently anticipated that Exchange will engage in any business 
other than that directly related to its ownership of its banking subsidiaries or other financial institutions. Except as 
otherwise provided herein, references herein to "Exchange" or our "Company" include Exchange and its 
consolidatcd subsidiaries. 

Exchange National Bank, located in Jefferson City, Missouri, was rounded in 1865. Exchange National 
Bank is the oldest bank in Cole County, and became a national bank in 1927. Exchange National Rank has seven 
banking offices, including its principal office at 132 East High Street in Jefrerson City's central business district, 
three Jefferson City branch facililies and a branch facility in each of the Missouri communitics of Tipton, California 
and St. Robert. 

C'itizens Union Statc Bank was founded in 1932 as a Missouri bank known as Union State Bank of Clinton. 
Citizens Union State Bank convcrted from a Missouri bank to a Missouri trust company on August 16, 1989, 
changing its n m c  to Union State Bank and Trust ol'Clinton. Citbens Union State Bank has ten banking offices, 
including its principal office at 102 North Second Street in Clinton, Missouri, four Clinton branch facilities, and a 
branch facility in each of the Missouri communities of Springfield, Branson, Collins, Lcc's Summit, Osceola and 
Windsor. 

Osage Valley Bank was founded in 1x91 its a Missouri state bank. Osage Valley Bank has two banking 
olliccs, including its principal office at 200 Main Street in Warsaw, Missouri and a branch facility at 1x91 
Commercia 1 in Warsaw, Missouri. 

Bank 10 was founded in 1910 as a Missouri state bank. Hank 10 has six banking offices, including its 
principal office at 8127 East 171't Street in Belton, Missouri with two branch facilities in the Missouri communities 
of Independence, Missouri, and it branch facility in each of the Missouri communitics of Drcxel, Harrisonville and 
Raymore. 

Each of our subsidiary Ranks is a full service bank coiiducting :t gencral banking business, offering its 
customers checking and savings accounts, debit cards, certificates 01' deposit, safcty deposit boxes and a wide range 
of lending services, including commercial and industrial loans, residential real cstate loans, single payment personal 
loans, installnienl loans and credit card accounts. In addition, Exchange National Bank and Citizens Union State 
Rank each provide trust services. 

The deposit accounts ol'our Banks are insured by the Federal Deposit Tnsurwcc Corporation (the "FDIC") 
to the extent provided by law. Exchange National Bank is a member ofthc Fcdcral Reserve System, and its 
operations are supervised and regulated by the Office ol' the Comptroller of the Currency (the "OCC"), the Board of 
Governors of the Federal Reserve Systeni (the "Fcdcral Reserve Board") and the FDIC. The operations of Citizens 
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Union State Bank, Osagc Valley Bank and Bank 10 are supervised and regulated by the FDIC and the Missouri 
Division of Finance. A periodic examination of Exchange National Bank is conducted by reprcsentativcs of the 
O W ,  and periodic examinations of Citizens Union State Bank, Osagc Valley Rank and Rank 10 are conducted by 
reprcsentatives of the FDIC and thc Missouri Division of Finance. Such regulations, supervision and examinations 
are principally for the benefit of depositors, rather than for the benefit of shareholders. Exchange, Union, Mid 
Central Bancorp and ENB Holdings arc subject to supervision by the Federal Reserve Board. 



SEIAX'I'FI) CONSOLIDATED FINANCIAL, DATA 

The following table presents selected consolidated financial infomiation Ibr our Company as of and for 
each of'the years in the livc-year period cndcd Dcccmbcr 3 1,2005. Thc sclcctcd consolidatcd financial data should 
be read in conjunction with the Consolidated Financial Stittcmcnts of  our Company, including thc rclated notes, 
prcscnted elsewhere hcrcin. 

(Dollars expressed in thousands, except sham and pur sham data) 

Year Ended December 31, 

200s 2004 2003 2002 2001 
Income Statement Data 
lnterest income 
Tnterest expense 

Net intcrcst inccime 
Provision fbr loan losscs 

Nct intcrcst income 
after provision for loan losses 

Security gains (losses), net 
Other noninterest income 

Total nonintcrcst inconic 
Noninterest expense 
Income before inconic taxes 
Income taxes 
Net income 

Dividends 
Declared on coiiunon stock 
Paid on common stock 
Ratio of total dividonds 

declared to net income 

Pur Share Data 
Basic earnings per coinnion share 
Diluted earnings per common share 
Basic weighted average shares of 

Diluted weighted average sharcs ol' 
common stock outstanding 

coinnion stock outstanding 

$ 57,340 41,091 38,922 40,463 49,289 
23,673 13,387 12,798 16,326 25,389 
33,667 27,704 26,124 24,137 23,900 

1,322 942 1,092 936 1,154 

32,345 26,762 25,032 23,201 22,746 
(25) ( 8) 38 I63 98 

7,290 5,741 6,666 5,940 5,299 
7,265 5,733 6,704 6,103 5,397 

25,368 20,383 18,536 17,832 17,400 
14,242 12,112 13,200 1 1,472 10,743 
4,327 3,807 4,156 3,379 3,641 

$ 

4, 

4, 

$ 9,915 8,305 9.044 8.093 7,102 

$ 3,503 3,378 3,183 2,510 2,425 
3,378 3,378 2,988 2,493 2,425 

35.33% 40.67 35. I9 3 1.01 34.15 

2.38 1.99 2.17 1.91 1.66 
2.36 I .9x 2.15 1.90 1 .hh 

69,847 4,169,847 4,169,432 4,242,858 4,287,378 

98,859 4,204,752 4,209,272 4,253,163 4,288,408 
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Bzlancc Sheet Data 

Tnvesbiienl securities 
Loans 
Tolal asscts 
Total deposits 
Sccuritics sold under agreements to 

repurchase and other short term 
borrowed fimds 

Subordiiiatcd notes 
Other borrowed iiioncy 
Total stockholders' equity 

(at period end) 

Year Ended Decernbcr 31, 

2005 2004 2003 2002 2001 

!i 179,692 171,718 1 8X,956 186,724 181,649 
813,535 636,637 583,919 486,564 464,364 

1,126,470 923,874 875,596 794,4 1 8 775,825 
88 1,455 726,649 665,262 5 Y  1,191 579,794 

38,004 35,413 73,672 70,421 02,033 
49,486 25,774 
52,180 39,525 4 1,630 41,795 43,138 
96,733 91,771 87,783 82,827 78,353 

Earnings Ratios 
Return on average 

lielum 011 avcragc 
total assets 

stockholders' equity 

Asset Quality Ratios 
Allowance for loan losscs 

to loans 
Nonperformiiig loans 

to loans ( I )  
Allowance for lo:m losscs 

to nonperforming loans ( 1  ) 
Noiiperfomiing asscts to loans 

and foreclosed assets ( 2 )  
Net l o w  charge-offs to 

average loans 

Capital Ratios 
Avcrage stockholders' equity to 

avcragc total assets 
Total risk-based 

capital ratio 
Tier 1 risk-based 

capital ratio 
Leverage ratio 

0.910/0 0.93 I .n9 I .04 0.96 

10.47 9.16 10.45 9.89 9.21 

1.12 

1.11 

100.39 

1.30 

0.15 

1.18 

0.96 

123.05 

0.97 

0.29 

I .42 

0.52 

274.29 

0.54 

0.03 

1.46 

0.62 

236.66 

0.67 

0.10 

I .44 

0.86 

166.98 

I .03 

0.31 

8*73% 

12.70 

9.83 
7-88 

10.1 1 

14.58 

13.47 
10.39 

10.39 

10.98 

9.78 
7.18 

10.51 

12.10 

10.88 
7.36 

10.37 

1 I.X3 

10.58 
7.05 

(1) 

( 2 )  

Nonperfbnning loans consist of nonaccrual loans arid loans contractually past  duc 90 days or more and still 
accruing inlercst. 

Nonperforming assets consist of nonperforming loans plus lbroclosed assets. 



A WORD CONCERNING FORWARD-LOOKING S'I'ATEMENTS 

This report contains ccrtain forward-looking slatcments with respect to the liiiancial condition, results of opcri 
plans, objectives, future performance and business of our Company and its subsidiaries, including, without 
limitation: 

statcmcnts tlmt are not historical in nature, and 

statcments preceded by, followed by or that includc the words "believes," "expects," ''may,'' "will," "shou 

Forward-looking statements are not guarantees of future performance or rcsults. They involve risks, unccrtair 
and assumptions. Actual rcsults inay differ materially from those contemplated by the forward-looking statcni 
due to, among others, the following factors: 

"could," "mticipates," "estimates," "intends" or similar exprcssions. 

competitive pressures aniong financial services companies may increase significantly, 

costs or difficulties related to thc integration of the business of Exchange and its acquisition targets may t 
greater than expected, 

0 

changes in the interest rate environmcnt may reduce interest margins, 

general economic conditions, cithcr nationally or in Missouri, may be less favorable than expcctcd, 

legislative or regulatory changes inay advcrsely affect the business in which Exchange and its subsidiarie 
engaged, and 

We havc described under the caption "Risk Factors" in our Annual Report on Form IO-K for lhc year ended 
Deccmbcr 3 1, 2005, and in other reports that we file with the SEC from time to time, additional factors that c( 
cause actual results to be matcrially different from those described in the forward-looking statements. Other f 
that we have not identified in this report could also havc this effect. You are caiitioncd not to put undue reliar 
any forward-looking statement, which speak only as of thc date they were made. 

changes may occur in the securities markets. 



MANAGEMENT'S DISCUSSION AND ANALYSIS OF 
FINANCIAL CONDITION AND RESULTS OF OPEKATIONS 

Overview 

This overview of management's discussion and analysis highlights selcctcd information in this document 
and may not contain ~ i l l  of the infomiation that is important to you. For a more complete understanding of'trcnds, 
events, commitments, uncertaintics, liquidity, capital resources and critical accounting estimates, you should 
carefillly read this entire document. These have an impact on our Company's t h n c i a l  condition and results of 
operation. 

Business Strategy: In I X65, The Exchange National Bank of Jefferson City opcned for business serving 
tho loan and deposit needs of cititcns living in Missouri's State Capitol of Jefferson City. Leveraging oll'of its 
strong equity position, Exchange National Bank's Board of Directors established Exchange National Bancshares, 
Tnc., a multi-bank holding company on October 23, 1992. On April 7, 1993, Exchange National Bancshares, Inc. 
acquired The Exchange National Bank of Jefferson City. On November 3 ,  1997, our Company acquired Union 
State Bancshares, lnc. and its wholly-owned subsidiary, Union State Bank and Trust of Clinton, Missouri. 
Following the May 4, 2000 acquisition of Calhoun Bancshares, Inc. by Union State Bank., Calhoun Bancshares' 
wholly-owned subsidiary, Citizens State Bank of' Calhoun, merged into Union State Bwk. The surviving bank in 
this merger is callcd Citi7ens Union State Hank & Trust. On January 3, 2000, our Company acquired Mid Central 
Bancorp, Jnc., and Mid Central's wholly-owned subsidiary. Osage Valley Rank of Warsaw, Missouri. On June 16, 
2000, our Company acquired CNS Bancorp, Inc. and its subsidiary, City National Savings Rank, FSB, Jcffcrson 
City, Missouri. City National subsequently was merged into Exchange National Hank. On Junc 26, 2003 our 
Company purchased tlic Springfield, Missouri branch of Missouri State Bank. Following the purchase, this branch 
was merged into Citizens Union State Bank and Trust. On May 2,  2005 our C'ompmy purchased Bank 10 of Helton, 
Missouri. 

Material Challewes and Hisks: Our Company may cxperience dilliculties in managing growth and in 
effectivcly integrating newly established branches. As part of our general strategy, our Company inay continue to 
acquire banks and establish de novo branches that we believe provide a strategic fit. To the extent that our Company 
does grow, there can be no assurances that wc will be able to adequately and profitably mmagc such growth. 

The siicccsses of our Company's growth strategy will dcpend prirnarily on the ability of our banking 
subsidiaries to generate an incrcasing level of loims and deposits at acceptable risk levels and on acceptable terms 
without significant increases in non-interest expcnscs relative to rcvcnues generated. Our Company's financial 
perfortilance also depends, in part, on our ability to inanage various portfolios and to successfully introduce 
additional financial products and services. Furthermore, the success of our Company's growth stratcgy will depend 
on our ability to maintain sufficient regulatory capital levels and on geiicral economic conditions that arc beyond our 
control, 

Revenue Source: Through the rcspective branch network, Exchange National Bank, Citizens Union State 
Bank, Osage Valley Bank and Bank 10 provide siniilar products and services in four d e h c d  geographic arcas. The 
products and services offered include a broad range of coinmcrcial and personal banking services, including 
certificates of deposit, individual retirement and other time deposit accounts, checking and other demand deposit 
accounts, interest checking accounts, savings accounts, and money market accounts. Loans include real estate, 
commercial, installnient, and other consumer loans. Other financial services include automatic tcller machines, trust 
services, credit related insurance, and salc deposit boxes. The reveniies gcnerated by each business segment consist 
primarily of interest income, generated primarily from the loan and debt and equity security portfolios, and service 
charges and fbcs, generated liorn the deposit products and services. 'The geographic areas are dcfincd to be 
coinmuiiities surrounding Jcffcrson City, Clinton, Warsaw, and Lee's Summit, Missouri. The products and serviccs 
are offered to customers primarily within their rcspective geographical areas. The business segineiit results which 
follow are consistent with our Company's internal reporting systcm which is consistent, in all material respects, with 
gcncral ly accepted accounting principles and practices prevalent in the banking industry. 

Much of our Company's business is commercial, commercial real cstate development, and mortgage 
lending. Our Coinpany has experienccd continued strong loan demand in the communities within which we operate 
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even during economic slowdowns. Our Company's income from mortgage brokerage activities is directly 
dependent on mortgage rates and the level of hoiiie purchases and refinancings. 

Our Company's primary source of revenuc is net interest income derived primarily tkom lending and 
deposit taking activities. A secondary source 01' revenue is investment income. Our Company also derives income 
from trust, brokerage, credit card and mortgage banking activities and service charge income. 

Our Company has prcpared all of the consolidated Bnancial infomiation in this report in accordance with 
accounting principles generally accepted in the United States of America (U.S. GAAP). In preparing the 
consolidated financial statements in accordance with U.S. GAAP, our Company lnakcs estimates and assumptions 
that al'fect the reported amount 01' assets and liabilitics, disclosure ol'contingent assets and liabilities at the date of 
the financial statements, and thc reported amounts of' revenuc and expenses during the reporting period. There citn 
be n o  assurances that actual results will not differ from those estimates. 

Our Company's consolidated net income increased $1,610,000 or 19.4% to $9,915,278 for 2005 compared 
to $8,304,980 for 2004 and followed a $739,000 or 8.2% decrease for 2004 colnparcd to 2003. Basic earnings per 
coniinon share decreased from $2.17 for 2003 to $1.99 for 2004 and increased to $2.38 for 2005. Diluted earnings 
per coiiiinon share decreased from $2.15 for 2003 to $1.98 for 2004 and increased to $2.36 for 2005. Return on 
average total assets decrcased from I .09% for 2003 to 0.93% for 2004 and to 0.91% for 2005. Return on average 
total stockholders' equity decreased from 10.45% for 2003 to 9.16% for 2004 and increased to 10.47% for 2005. 

Average loans outstanding increased $142,019,000 or 23.6% to $743,382,000 for 2005 compared to 
$601,363,000 for 2004 and followed a $61,451,000 or 11.4% increase for 2004 compared to 2003. Approximately 
$89,844,000 of thc increase in loiiiis reflccts loans of Bank 10. Excluding loans acquired in the acquisition ol'Bank 
IO, avcragc commcrcial loans outstanding incrcased $3,635,000 or 2.6OA for 2005 compared to 2004 and followed a 
$22,450,000 or 19.3% increase for 2004 compared to 2003. Average rcal estate loans outstanding increased 
$50,730,000 or 1 1.9% for 2005 compared to 2004 and followed it $44,327,000 or 11.6% increase for 2004 conipared 
to 2003. Average consumer loans outstanding decreased $2,190,000 or 5.X% for 2005 compared to 2004 and 
followed it $5,326,000 or 12.4% decrease for 2004 comparcd to 2003. 

The primary reason for the increases in average loans outstanding in 2005 and 2004 is due to continued 
strong loan demand in our Company's trade areas especially in commercial real estate development lending as well 
as expmdcd our branch network. Excluding construction rcal estate loans acquired in the accliiisitjon of Bank 10, 
average real estatc construction loans increased approximately $33,573,000 from 2004 to 2005. Non-construction 
related residential real estate loans remained rclatively stablc from 2004 to 2005. It should bc noted that consumer 
loans decreased on average in 2005, 2004 and 2003. These decreases reflect the low rates that existed in the 
ucinsumcr auto market that wits fuelcd by manufacturers' low or zero rate financing programs. Our Company chose 
to not aggressively pursue consumer auto loans during the periods presented and as such this portion of the loan 
portfolio declined in balance. 

Averagc investment sccuritics and federal funds sold increased $17,342,000 or 7.8% to $240,955,000 for 
2005 compared to $223,613,000 for 2004 and followed a $426,000 or 0.19%) dccreast. lor 2004 compared to 2003. 
Excluding approximately $22,373,000 of average investment securities and federal funds sold resulting from the 
acquisition of Bank 10, average invcstrnent securities and Itderal l'unds sold dccreascd $S,03 1,000 or 2.3% in 2005. 
The decrcases rcflect the use o f  investment liquidity to fimd our Company's growth in the loan portfolio, 

Avcrage demand deposits increased $25,775,000 or 2X.0% to $1 17,840,000 for 2005 compared to 
$92,065,000 for 2004 and followed a $1 1,925,000 or 14.9% increase for 2004 compared to 2003. Approxiinatcly 
$17,179,000 of the increase for 2005 is duo to the acquisition of Bank 10, while the 2004 increase reflects the 
opening of branches in two new locations. 

Average total time deposits increased $132,619,000 or 22.4% to $724,515,000 for 2005 compared to 
$591,896,000 for 2004 and followed a $43,893,000 or 8.0% increasc for 2004 coiiiparcd to 2003. Approximately 
$84,463,000 of the increase in average time deposits for 2005 is attributed to thc acquisition of Bank 10. Other than 
the increase attributed to the acquisition, average time deposits increased approxiiiiatcly $41,768,000 or 1 1 .0%. 
This is attributed to a 47.0% or $41,674,000 increase in iiioney markets from 2004 to 2005 duc to spccial money 
market promotioiis and the opening of two new branches. Approximately $6,388,000 of the remaining increase in 
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average time deposits for 2005 represents brokered time deposits. These brokered time dcposits represent 
certificates of deposit issued in dcnorninations ol'lcss than $ I00,000 for various terms up to two years in length. 

Average federal hinds purchased and securitics sold under agreements to rcpurchase decreased 
$13,028,000 or 22.0% to $46,265,000 for 2005 compared to $59,293,000 I'or 2004 and followed a $9,566,000 or 
13.9% dccrease for 2004 coinpircd to 2003. Approxiiniitely $81 5,000 ofthe avcrige balance is attributed lo the 
Bank 10 acquisition. The rcinaining variances rcllcctcd competitioii for institutional funds awarded bascd upon 
competitive bids. 

Average interest-bearing demand notes to 1J.S. Treasury increased $1 7,000 or 2.5%) to $696,000 for 2005 
compared to $679,000 for 2004 and followed a $123,000 or 15.3% decrease for 2004 compared to 2003. Balances 
in this account are governed by thc 1J.S. 'I'reasury's f'unding requirements. 

Average subordinatcd notes increased $24,262,000 or 1 19.2% to $4441 4,000 for 2005 coiiiparcd to 
$20,352,000 for 2004. Our Company had no subordinatcd notes in 2003. Our Company issued $23,712,000 and 
$25,774,000 of subordinated nolcs in March 2005 and 2004 respectively. In 2005 tlic proceeds were used lo 
provide part of the funding for thc acquisition of Bank 10. In 2004 $1 1,000,000 of the proceeds were used to pay 
existing dcbt with the balancc retained for general corporate purposes. 

Average other borrowcd money increased $12,928,000 or 36.4% to $48,430,000 for 2005 coniparcd to 
$35,502,000 for 2004 and fbllowed a $5,940,000 or 14.3%) decreasc [or 2004 compared to 2003. Approximately 
$8,986,000 of lhc increase in averagc borrowed money for 200.5 i s  attributed to llic acquisition of Bank 10. Thc 
balances ol'thc 2005 increase reflects additional borrowings to fund loan growth. Thc 2004 decrease reflects the 
repaymcnt o f  debt. 

Avcragc stockholders' equity increased $4,03X,000 or 4.5% to $94,663,000 for 2005 compared to 
$90,625,000 for 2004 and followed a $4,090,000 or 4.7% increase for 2004 compared to 2003. The iiicrcascs 
represcnt net income retained in cxcess of dividends declared plus adjustments for unrealized gains or losscs on debt 
and cquity securities, net O C  taxcs. 
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The following table providcs a cornparison of fully taxablc equivalent earnings, including ad-justments to interest 
incoiiie and tax expense for interest on tax-exempt loans and investments. 

(Dollars cxpressed in thousands) 

Year Ended December 31, 
200s 2004 2003 

Interest income 
Fully taxable equivalent (FTE) adjustment 

Interest income (FTE basis) 
Interest expciisc 

Net interest income (FTE basis) 
Provision for loan losses 

Net interest income alter provision 

Noninterest income 
Nonintcrcst expense 

for loan losses (FTE basis) 

Income before incomc taxes 
(FTE basis) 

Income taxes 
FTE adjustment 

Income taxes (FTE basis) 

Net inconic 

Average total earning asscts 

Nct interest margin 

$ 57,340 41,091 38,922 
882 663 679 

58,222 41,754 39,601 
23,673 13,387 12,798 

34,549 28,367 26,803 
1,322 942 1,092 

33,227 27,425 25,711 
7,265 5,733 6,704 

25,368 20,383 18,536 

15,124 12,775 13,879 

4,327 3,807 4,156 
882 663 679 

5,209 4,470 4,835 

$ 9,915 8,305 9,044 

$ 985,848 827,7 10 767,928 

3.50% 3.43% 3.49% 

Our Company's primary source of earnings is net interest inconic, which is the difference between the 
interest earned on interest earning assets and the interest paid on interest bcaring liabilities. Net interest income on a 
fully taxable equivalent basis increased $6,182,000 or 21 .8% to $34,549,000 for 2005 compared to $28,367,000 for 
2004, and followcd a $1,564,000 or 5.X% increase for 2004 compared to 2003. Measured as a percentage ofavcragc 
earning assets, thc net interest margin (exprcssed on a fully taxable equivalent basis) decreased from 3.49% for 2003 
to 3.43% for 2004, and increased to 3.50% for 2005. The increase in net interest inargin in 2005 reflects increases in 
interest ratcs during 2005. The dccrcase in net interest margin froni 2003 to 2004 reflects a continual declinc in 
interest rates during those periods. 

The provision I'or loan losses increased $380,000 or 40,394 to $1,322,000 for 2005 compared to $942,000 
for 2004 and followed a $1 50,000 or 13.7% decrease for 2004 compared to 2003. The 2005 provision reflects the 
amount inanagement dctcnnined was appropriate to maintain the allowance for loan losscs at a level that was 
adcyuate to cover probable losses in the loan portfolio. Thc increase in the provision in 2005 was primarily due to 
increased reserve allocations associated with impaired loans. The allowance for loan losses totaled $9,0X5,000 or 
1.12% of loans outstanding at Dcccmber 3 I ,  2005 compared to $7,495,000 or 1 I 8% of loans outstanding at 
Deccinbcr 3 1, 2004 and $8,267,000 or 1.42% of loans outstanding at December 3 1,2003. The allowance fbr loan 
losscs cxpressed as a percentage of nonperforming loans was 100.39% at December 31, 2005, 123.07% at 
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December 31,2004, and 27429"h at December 3 I ,  2003. Further discussion of managements methodology related 
to the allowance for loan losses may be lound in the Lending and Credit Management section of this report. 

CRITICAL, ACCOUNTING POLlCTES 

The following accounting policies are considered most critical to the understanding of our Company's 
financial condition and results of operations. These critical accounting policies requirc management's most 
difficult, subjective and complex judgments about matters that are inherently uncertain. Because these estimates and 
judgments arc based on current circurnstances, they may change ovcr time or prove to bc inaccurate based o n  actual 
experiences. In the event that different assumptions or conditions wcre to prevail, and dcpcndiiig upon the severity 
of such changes, tlic possibility of a materially difl'crent financial condition and/or results of opcrations could 
reasonably be expcctcd. The impact and any associated risks related to our critical accounting policies on our 
business operations is discussed throughout "Management's Discussion and Analysis of I- inancial Condition and 
Results of Operations," where such polices affect our rcported and expected financial results. For a detailed 
discussion 011 the application of thcse and other accounting policies, see Note 1 of our consolidated financial 
statements. 

Allowance for Loan Losses 

We have identified the accounting policy related to the allowance for loan losses as critical to the 
understanding of our Company's results of operations, since the application of this policy requires significant 
management assumptions and cstimates that could result in materially different amounts to be reported if conditions 
or underlying circumstances wcre to change. The impact and any associated risks related to these policics on our 
business operations are discussed in tlic "Lending and Credit Management" section hclow. 

Income Taxes 

Income taxes are accountcd lor under the asset and liability method. Deferred tax assets and liabilities arc 
recognized l'or the future tax consequences attributable tu diffcrcnces between the financial statement carrying 
amounts ol' existing assets and liribilities and their respectivo tax bases. Deferred tax asscts and liabilities arc 
measurcd using enacted tax rates cxpccted to apply to taxablc income in the years in which those temporary 
differenccs are expected to be recovcrcd or settled. The effect on deferred tax assets and liabilities of a change in 
tax rates is recognized in income in the period that iiicludes the enactment date. 

Goodwill and Other Intangible Assets 

Goodwill represents the excess ni' costs over fair value of net assets of businesses acquired. Goodwill and 
intangible assets acquired in a purchase business combination rind dctennined to have an indcfinite useful life are 
not amortizcd, but instead are tested for impairment at least annually. Intangible assets with estimable useful lives 
are also amortized over their respective estimated useful lives and reviewed for impairment in accordance with 
SFAS No. 144, Arcwunting for Impairment or Disposal of 1,ongLived Assets. 

The Company performs an annual review of intangible asscts Ibr impairment to detcrmine whether the 
carrying value of underlying assets may not be recoverable. The Company measures recoverability based upon the 
future cash flows expected to result from the use of the underlying assct and its eventual disposition. If the sum o f  
the expected future cash flows (undiscountcd and without interest chargcs) is less than the carrying value of the 
underlying asset, the Company recognizes an impairmciit loss. The impairment loss recognized represcnts the 
amount by which the carrying value of the underlying assct exceeds the fair value or the underlying asset. As siich 
adjustments become necessary, they are reflected in the results of operations in the periods in which they bccome 
known. 



Results of Opurations 

Years Ended December 31,2005 and 2004 

Our Company's net income incrcased by $1,610,000 or 19.4% to $9,915,000 for the year ended December 
3 I ,  2005 compared to $8,305,000 liir 2004. Net interest income on a fully taxablc equivalent basis increased to 
$34,549,000 or 3.50% of averagc earning assets for 2005 coniparcd to $28,367,000 or 3.43% of average earning 
assets for 2004. Thc provision for loan losses for 2005 was $1,322,000 compared to $942,000 for 2004. Net loans 
chargcd off for 2005 were !$1,15 1,000 compared to $1,7 14,000 for 2004. Approximately $875,000 of the 2005 
charge-offs is represented by two credits. One is an automobile dcalership and one represents the loss on a 
foreclosure of ii single family residence. 

Nonintcrcst income and noninterest expense L'or the years ended December 3 I ,  2005 and 2004 were as 
follows: 

(Dollars expressed in thousands) 

Year Ended 
December 3 I ,  

200s 2004 
Tncreasu (decrease) 

Amount Yo 
Noninterest Income 
Scrvicc charges 011 deposit accounts 
Trust deparlmenl incomc 
Mortgage loan servicing fccs, net 
Gain on salcs of mortgage loans 
Loss on salcs and calls of debt securiiics 
Other 

Nunintcrcst Expense 
Salaries and eniployoc benefits 
Occiipancy expense, net 
Furniture md eqiiipmont expense 
Legal, examination, md professional fees 
Advertising and promotion 
Postage, printing, and supplies 
Processing expcnsc 
Amortization of intangible assets 
Other 

$ 4,245 3,041 
810 694 
427 43 I 
676 797 
(25) (8) 

1,132 778 
$ 7.265 5,733 

1,204 39.6 % 
116 16.7 

(121) (15.2) 
(17) 212.5 

(4) 0.9 

354 45.5 
1,532 26.7 % 

$ 13,920 
1,600 
2,150 
1,420 

819 
976 
75 1 
807 

I 1,227 
1,143 
2,014 
1,108 

575 
825 
40 1 
215 

2,925 2,X75 
$ 25,368 20,383 

2,693 
457 
136 
3 12 
244 
151 
350 
592 

24.0 % 
40.0 

6.8 
28.2 
42.4 
18.3 
87.3 

215.3 
50 1.7 

4,985 24.5 

Noninterest income iiicreascd $1,532,000 or 26.7% to $7,265,000 for 2005 compared to $5,733,000 Ibr 
2004. $1 , I  88,000 of the incrcasc in noninterest income is attributcd to the acquisition of Bank 10. Excliiding 
nonintcrest income associated with thc acquisition, service charge income increased $120,000 or 3.9%. Trust 
department income incrcased $1 16,000 or 16.7% due primarily to the collection of more transactional based 
distribution fees during 2005 comparcd to 2004. Gain on sales of inorlgagc loans decreased $121,000 or 15.2% due 
to a decrease in volume of loans originated and sold to the secondary market from approximately $48,989,000 in 
2004 to approximately $38,768,000 in 2005. Mortgage rates were relatively slablc during 2005 and 2004. As a 
result, here were fewer loans retinanced during 2005 and 2004 resulting in lhe dccrcascd volume of loans sold. 



Noninterest expense increased $4,985,000 or 24.5% to $25,368,000 for 2005 compared to $20,383,000 for 
2004. Approximately $4,333,000 ofthe increase in noninterest expense is attributed to the acquisition ol'Bank 10. 
Excluding costs associated with the acquisition, salaries and benefits increased $528,000 or 4.794, occupancy 
expense increased $130,000 or 1 I .4%, advertising and promotion increased $103,000 or 17.97'0, legal, examination, 
and professional fees increased $1 19,000 or 10.7%, processing expense increased $144,000 or 35.9% rind other 
noninterest expense decreased $276,000 or 9.6%. The increase in salaries and benefits rcllccts normal salary 
increases, additional hires and higher health insurance prcmiums. The increase in occupancy expense primarily 
rcllccts additional costs associated with two new branch facilities. The increase in advertising and proinotion 
cxpcnse reflects additional advertising and promotion in new market areas. The increase in legal, examination, rind 
profcssional fees reflects additional costs incurred with the acquisition, higher audit costs associated with Sarbanes- 
Oxley compliance, internal audit and benefit consulting, and legal fees associated with various lawsuits the 
Company is involved in related to various problcm credits. The increase in processing expense is rclatcd to costs 
associated with switching to a new ATM network. The decrease in other noninterest expense reilects an TRS 
scttlement of $3 18,000 paid in 2004 related to income that had been deferred for tax purposes but not book. 

Income taxes as a pcrccntrtge of earnings before income taxes as reported in the consolidated financial 
statements were 30.4% for 2005 compared to 3 I .4'% for 2004. The reduction in the effective tax rate is due to an 
incrcase in tax-exempt income as a percentage of total income in the current year. 
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Years Ended December 31,2004 and 2003 

Our Company's net income decreased by $739,000 or 8.2% to $8,305,000 for the year ended December 3 1, 
2004 compared to $9,044,000 for 2003. Net intcrest income on a I'ully taxable equivalent basis increased to 
$28,367,000 or 3.43% of average earning assets for 2004 coinpared to $26,803,000 or 3.49% of average earning 
assets for 2003. The provision For loan losses for 2004 was $942,000 coinpared to $1,092,000 for 2003. Net loans 
charged off for 2004 were $1,714,000 compared to $1 58,000 for 2003. Thc increase in net loans charged off 
primarily rcpresents one large cominercial credit for which management had made adequate provisions in the 
reserve for loan losses. 

Noninterest income and noninterest expense for the years ended Dccomber 3 1,2004 and 2003 were as 
follows: 

(Dollars expressed in thousands) 

Year Ended 
December 31" 

2004 2003 
Increase (decrease) 

Amount % 
Noninterest Income 
Servicc charges on deposit accounts 
Trust department income 
Mortgagc loan servicing fees, net 
Gain on sales of mortgage loans 
(Loss) gain on sales and 

calls of debt sccurities 
Other 

Noninterest Expense 
Salaries and employee bcnefrts 
Occupancy expense, net 
Furniture and equipment expense 
Legal, examination, and professional fees 
Advertising and promotion 
Postage, printing, and supplies 
Processing cxpense 
Amortization of intangible assets 
Other 

$ 3,041 2,752 
694 793 
43 1 (125) 
797 2.506 

289 10.5 % 
(99) ( 1  2.5) 
556 444.8 

( I  ,700) (68.2) 

(8) 38 
778 740 

$ 5,733 6,704 

(46) (121.1) 
38 5.1 

(971) (14.5) % 

$ 11,227 
1,143 
2,014 
1,108 

575 
825 
40 I 
215 

2,875 
$ 20,383 

10,088 
1,074 
2,087 

745 
560 
847 
307 
307 

2,521 
18,536 

1 , I  39 
A9 

363 
15 

(22) 
94 

(92) 
354 

1,847 

(73) 

11.3 % 
6.4 

48.7 
2.7 

30.6 
(30.0) 

(3.5) 

(2.6) 

14.0 
10.0 % 

Noninterest income decreased $971,000 or 14.5% to $5,733,000 for 2004 compared to $6,704,000 for 
2003. The $289,000 or 10.W" increase in scrvice charges on deposit accounts reflects an increase in the pcr item 
insufficient check fce charged by one of our Company's subsidiary banks. Trust department income decreased 
$99,000 or 12.5% due primarily to the collection of more distribution Ibcs during 2003 coinparcd to 2004. The 
$556,000 or 444.8% incrcasc in mortgage loan scrvicing fees reflects a $556,000 iinpainncnt charge to mortgage 
servicing rights taken during 2003. There has been no inipainiient to the carrying valuc of mortgage servicing rights 
in 2004. Gain on sales of mortgage loans dccreased $1,709,000 or 68.2% due to a decrcasc in  volume of loans 
originated and sold to the secondary market from approximately $1 12,749,000 in 2003 to approximately 
$48,989,000 in 2004. Mortgagc rates were relatively stable during 2004 compared to a period of declining mortgage 
rates during 2003. As a result, thcrc were fewer loans refinanced during 2004 compared to 2003 resulting in the 
decreased volume of loans sold. The $46,000 or 121.1 % decrease in gains on sales and calls of debt securities 
represents a dccrease in the volumc of securities sold in 2004 versus 2003. 



Noninterest expense increased $1,847,000 or I O.Oo/o to $20,383,000 for 2004 compared to $18,536,000 for 
2003. Salaries and bcnefits increased $1,139,000 or 1 1.3%. Approximatcly $5 18,000 of this increasc rcflects 
salaries and benefits related to an additional branch purchased in June of 2003 as well as two additional branches 
opened in 2004. Thc balance of the increase rcflucts normal salary incrc:tscs, additional hires and higher health 
insurance premiums. The $73,000 or 3.5% decrease in furniture and equipment expense is primarily thc result of 
dccreased depreciation and aniorti7ation expensc for cquipment and software purchased in prior years. Our 
Company utilizes both straight-line and accclcrated depreciation methods. Assets utilizing accelerated incthods 
recognize higher dcprcciation expense in early years and lower expense in later years of the life of asscts. The 
$363,000 or 48.7% increase in legal, examination, and professional i tcs rcpresents increased costs associated with 
Sarbanes-Oxley compliance, benefit plan consulting, and strategic planning. Amortization of intangible assets 
decrcased $92,000 or 30.0% duc to a decrease in the amount of intangible asscts rcqiriring amortization. Othcr 
expense increased $405,000 or 16.2%) primarily duc to an IKS settlement of $3 1 8,000 on inconie that had been 
deferred for tax purposes but not book. 

Income taxes LIS a percentage of earnings before income taxes as reported in the consolidated financial 
statements were 3 1.4% for 2004 compared to 3 1.5% for 2003. 

Net Interest Tncomu 

Fully taxable equivalent net intcrest income increased $6,182,000 or 2 1.8% to $34,549,000 for 2005 
coniparcd to $28,367,000 for 2004, and followed a $1,564,000 or 5.8% increase from 2004 compared to 2003. The 
increase in net interest incoinc in 2005 and was the rcsult of increases in both caniing assets and the ne1 intcrest 
margin. The increase in net intcrcst income in 2004 was the result of increased earning assets. 
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The following table presents avcrage balance sheets, net interest incomc, avcrago yiclds of earning assets, 
and average costs of interest bcaring liabilities on a fully taxable equivalcnt basis for each of the years in the three- 
year period ended Decernbcr 3 1,2005. 

(Dollars expressed in thousands) 

ASSETS 
Loans: (2) (4) 
hivestnient in dcbt and 

equity sccuritics: (3) 

U.S. Trcasuly and U.S. 

Government agcncics 
S h k  and municipal 
Othcr 

Federal funds sold 
Merest bearing dcposits 

in other tinancii1l institutions 

Told inleresl earning assets 

All olher assets 
Allowance for loan losscs 

Total asscts 

Year Ended December 31, 
2005 2004 2003 
Interest Rate Interest Kate lntcrest 

Average Incumel 
Balance Expcnsu(1) 

$ 743,382 $ 49,437 

156,553 4,963 
45,442 2,505 

6,765 259 
32,195 1 ,o I9 

1,51 I 39 
9X5,X4X 58,222 
106,528 
(8,630) 

5 1,083,746 

Earned/ Average Incomd 

Paid(l) Balance Expcnsc(1) 

6.65% $ 601,363 $ 35,338 

3.17 I 6 I .449 3,921 
5.51 31,359 I ,x93 
3.83 5,125 I65 
3.17 25,680 403 

2.58 2,134 34 
5.91 X27,710 41,754 

76,930 

(8,596) 
$ x9(1,044 

Earned/ Average Income/ 

Puid/ll Balance Exoense(1) 

S.XX% $ 539,912 $ 32,679 

2.43 151,XM 4,284 
6.04 31,375 2,062 
3.22 4,653 170 
1-57 36,205 365 

1.24 3,977 41 

5.04 767,92X 39,601 
72,962 

(7,7 17) 
$ X33,173 

Rate 
Earned/ 
Pa!d(l) 

6.05% 

2.82 
6.51 
3.65 
1.01 

1.03 
5.16 

Continucd on next page 
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Year Ended December 31, 

200s 20U4 2003 
lntcrcst 

Average Income/ 
Balance Expenxe(l1 

$ 125,303 $ 1,666 

55,X26 319 

145,004 3,618 

105,661 3,330 

292,721 H,74 I 

724.5 IS 17,674 

Hate Interest 
Earned/ Averagc Income/ 
Paidll) Balance Expense(1) 

1.33% $ 115,277 $ 794 

0.57 55,143 319 

2.50 xx,352 1,265 

3.15 X4,983 1,929 

2.99 247.54 I 5,93 1 

2.44 591,X96 10,238 

Ratc lntcrcst 
Enmcd/ Average Incomcl 
Paidil) Ralance Exoenseil) 

0.69% $ 100,959 $ 672 

0.57 53,630 37 I 
I .43 64,999 582 

2.27 77,63 1 1,859 

2 40 250,784 6,88 I 

1.73 548,003 10,365 

2.71 59,293 6x9 

2.87 679 7 

6.16 20,352 886 

4.08 3 5 ,  502 1,567 

2.74 101.722 13,387 

92,065 

5,632 

805,419 

90.625 

1.16 68,859 664 

1.03 802 7 

4.35 

4.41 4 I -442 1,762 

1.89 659,106 12.798 

80,140 

7,392 

746,638 

X6.535 

$ XY6,044 

%i 28,367 

3.50% 

$ 833,173 

$ 26,X03 
3.43% 

Rate 
Earned/ 
Paid(l1 

0.67% 

0.69 

0.90 

2.39 

2.74 

I .x9 

0.96 

0.x7 

4 2s 

1.94 

3.49% 

lntcrcst income and yields arc prcsented on a fully taxable cquivalent basis using thc Federal statutory incomc tax rate of35%, net or 
nondeductible interest expcnsc. Such adjustments totaled $882,000, $hh3,000 and $679,000 for the years endcd December 3 I ,  2005, 2004 and 
2003, rcspectively. 

Nonaccruing loans are includcd in the average amounts outstanding. 

Average balances bascd on amortized cost. 

Fees 011 loans are includcd in interest income, 
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Thc following table presents, on a fully taxable equivalent basis, an analysis of changes in net interest 
income resulting froin changes in average volumes of earning assets and interest bearing liabilities and avcragc ratcs 
carned and paid. The change jn interest due to the combined rateholume variance has been allocated to rate and 
volumc changes in proportion to the absolute dollar amounts of change in each. 

(Dollars expressed in thousands) 

Year Ended Ycar Ended 
Deccmbcr 31,2005 December 31,2004 

Compared to Compared to 
Dccember 31,2004 December 31,2003 

Total Change due Total Change duc to 
Change Volume Rate Change Volume Rate 

Interest income on ti fully 
taxable equivalent hasis: 

Loans: ( I )  (3) 
Investment in debt and 
equity securities: 
U.S. Treasury and U.S. 
Government agencies 
State and niunicipal(2) 
Othcr 
Federal funds sold 
Interest bearing deposits 
in othcr financial 
Tnsti tutions 
‘Total interest 

Income 

$ 14,099 9,055 5,044 9; 2,659 3,635 (976) 

1,042 (122) 1,164 (363) 260 (623) 
612 788 (176) (169) (1) (1 68) 

94 59 35 (5) 16 (21) 
616 123 493 38 ( 1  26) I64 

5 (20) 25 (7) (15) 8 

16,468 9,883 6,585 2,153 3,769 ( I  ,616) 

Continuod on next page 



Interest expense: 
NOW accounts 
Savings 
Money market 
Time deposits of 
$1 00,000 and ovcr 
Other time 
Deposits 
Federal hnds purchased 
and securities sold 
undcr agreeinents 
to repurchase 

Interest-bearing 
dcmand notes to 
U.S. Treasury 
Subordinated notes 
Other borrowed iiioncy 
'Total intcrcst 

Expense 
Net interest income 
on a fully taxable 
equivalent basis 

Year Ended Year Ended 
December 31,2005 Decemher 31,2004 

Compared to Cornparcd to 
December 31,2004 December 31,2003 

Total 
Change 

Change due 'Total 
Volume Kate Change 

Change due to 
Volume Rate 

872 

2,353 

I ,40 1 

2,8 10 

567 

13 
1,861 

400 

10.286 

$ 6,182 

74 798 122 

1,090 1,263 683 
(52) 

539 862 70 

1,197 1,613 (950) 

(1 79) 746 25 

13 

535 (126) (195) 
1,381 480 886 

4,637 5,649 589 

97 25 

256 427 
14 (66) 

(1) 1 

(261) 66 
886 

973 (384) 

936 $ 1.564 5,246 2,796 (1,232) 

(1 j 

(2) 

Nonaccruing loans arc included in the average amounts outstanding. 

Interest incomc and yields are presentcd on a fully ktxable equivalent basis using the federal statutory 
income tax rate of 3594, net of nondeductible interest cxpense. Such adjustments totaled $882,000, 
$663,000 and $379,000 for the years ended December 3 1,2005,2004 and 2003, respectivcly, 

(3) Fecs on loans itre included in interest income. 

Lending and Credit Management 

Interest earned on the loan portfolio is a priniary source of interest inconie Lbr our Company. Net loans 
represcnted 7 1.4% of total assets as o f  December 3 1,2005. Total loans increased steadily froin December 3 I ,  2003 
through December 3 1,2005 due to stable local econoniies and reasonable interest ralcs as well as an expanded 
branch network and the acquisition of Bank 10. 

Lcnding activities are conducted pursuant to written loan policics approved by our Banks' Boards of 
Directors. Larger credits are reviewed by oiir Banks' Discount Committees. Thcsc conmiittecs are coiiiprised of 
meinbcrs of senior inanagement. 



The following table shows the composition of the loan portfolio by major category and each category as a 
percentage of the total portfolio as of the dittcs indicated. 

(Dollars expressed in thousands) 

December 31, 

% A m o u n t -  % Amount & - - Yo Amount - % Amnunl - 

and agnculttiral $ 154,868 19.0% $ 141,151 22.2% $130,93 1 22.4% $97,917 20.1% $92,505 IY.YU/O 
Commercial, financial 

R d  cstittt -- 
Ctinslruclion 139,316 17.1 65,075 10.2 46,612 8.0 41,437 8.5 25.820 5.6 

Kea1 estate -- 
Mortgage 480,531 59.1 392,656 61.7 364,620 62.4 $00,252 61.7 299,054 64.4 

Iristallnicrit loans 
tu individuals 38,820 4,x 37,755 5.9 41,696 7.1 46,958 9.7 46,985 10.1 

'l'otal Iwns $ ~ 1 3 , 5 3 5  io0.09/0 $ 636,637 i o o m  ~583.919 1no.w $486,564 100.0"/" $464,364 100.0% 

$12,062,000 ofthe increase in Commercial, Financial and Agricultural loans between December 3 I ,  2004 
and Deccinbcr 3 1, 2005 reflects the loans of Bank 10. $48,895,000 of thc increase in Real Estate Construction 
loans and $75,168,000 of the increase in Real Estate Mortgage loms rcflccts loans of Bank 10. 

Loans at December 3 I ,  2005 mature as follows: 

(Dollars expressed in thousands) 

Over Onu Year 
Through Five 

Ycars Over Five Years 

One Year Fixed Floating Fixed Floating 
Or Less Rate Rate Hate Rate Total 

Commercial, hancial, 
and agricultural $ 77,474 $ 27,335 $ 41,968 $ 5,530 $ 2,561 $ 154,868 

Real estate - construction 137,281 1,754 50 23 1 139,316 
Real estate - mortgage 138,848 194,885 76,141 26,938 43,719 480,53 1 
Installment loans to 

individuals 17,369 20,832 293 289 37 38,820 
Total loans $ 370,972 $ 244,806 $ 118,402 $ 32,807 $ 46,548 $ 813,535 

Our Company generally does not retain long-term tixed rate residential mortgage loans in its portfolio. 
Fixed rate loans conforming to standards required by the secondary market are offered to qualilied borrowers, but 
arc not funded until our Company has ii non-rccoursc purchase commitment from the secondary market at a 
prcdetcnnined price. At December 3 1, 2005 our Company was servicing approximately $220,000,000 of loans sold 
to the secondary market. 

Mortgage loans retained in our Company's portfolio gcncrally include provisions for rate adjustments at 
one to threc ycar intervals. Commercial loans and real eskttc construction loans generally have maturities of lcss 
than one year. Installment loans to individuals arc primarily lixed rate loans with maturities from onc to five years. 
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The provision for loan losses is based on management's evaluation of the loan portlblio in light ofnational 
and local ccoiiomic conditions, changes in the composition and volume of the loan portfolio, changes in thc volurne 
of past due and nonaccnial loans, value of underlying collateral and other relevant factors. The allowance for loan 
losses which is reported as a deduction from loans is available fbr loan charge-offs. This allowancc is increased by 
the provision charged to expense and is reduced by loan charge-offs net of loan recoveries. 

Management formally rcviews all loans in excess of certain dollar amounts (periodically established) at 
lcast annually. In addition, on a monthly basis, inaiiagement rcviews past duc, "classified'', and "watch list" loans in 
order to classify or reclassify loans as "loans requiring attention," "substandard," "doubtful," or "loss". During that 
review, management also determines what loans should be considered to be "impaired". Management follows the 
guidancc provided in Statement of Financial Accounting Standards No. 1 14, Arcounting Iy Crcdi'lors jor 
Impuirment o j  LZ Loan, (SFAS 1 14) in identifying and measuring loan impairment. If management deterniines that it 
is probable that all amounts due on a loan will not bc collected under the original t e r m  of the loan agrcement the 
loan is considercd to be impaircd. Once a loan has been identificd as impaired management gcnerally measures 
impairment based upon the fair value of the underlying collateral. Manageinent bclieves, but there can be no 
assurance, that these procedures keep management informed of possi ble problem loans. Bascd upon these 
procedures, both Ihc allowance and provision Ibr loan losses arc adjusted to maintain the allowance at a level 
considered adequate by management for probable losses inhcrcnt in the loan portfolio. 
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The following table summarizes loan loss experience for the periods indicated: 
I 

(lhllars expressed in thousands) 

Allowance for loan losses of 
acquired companies 
at date of acquisitions 

Commercial, linancial, and agricultural 
Rcal cstatc - construction 
Rcal estate mortgage 
Tnstallincnt loans to individuals 

Charge-ofl's: 
1 

Year Ended December 31, 
2005 2004 2002 g&l 

$ 7,496 8,267 7,121 6,673 6,940 

1,418 212 

589 1,596 58 I46 689 
185 19 I44 
286 26 86 22 61 
26 1 236 340 58 1 708 

1,32 I 1,858 484 768 1,602 

40 18 164 I I5 22 

28 I 8 
102 127 162 I64 151 
170 145 326 280 181 

1,151 1,713 158 488 1,42 I 
1,322 942 1,092 936 1,154 

$ 9,085 7,496 8,267 7,121 6,673 

S 743,382 601,363 539,912 475,366 462,468 
813,535 636,637 583,919 486,564 464,364 

1.22 96 1.25 1.53 1 S O  I .44 
1.12 1.18 1.42 1.46 1.44 

0.15 0.29 0.03 0.10 0.3 1 
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Year Ended December 31, 
- 200s 2004 - 2003 - 2002 2001 

Allocation of allowance for 
loan losscs at end o f  period: 
Coimiercial, linancial, and 
agricultural $ 2,687 3,700 3,979 2,627 2,444 
Real estate - construction 764 288 20 1 168 104 
Real estate - mortgage 4,138 2,563 2,538 2,208 1,872 
Installment loans to individuals 473 429 56 1 542 669 
Unallocated 1,023 516 988 1,576 1,584 
Total $ 9,085 7,496 8,267 7,121 6,673 

Comincrcial, financial, and agricultural 19.0 5% 22.2 22.4 20.1 19.9 
Real estate construction 17.1 10.2 8.0 8.5 5.6 
Real estate -- mortgage 59.1 61.7 62.5 61.7 64.4 
lnstallnient loans to individuals 4.8 5.9 7.1 9.7 10.1 

Total 100.0 100.0 100.0 100.0 100.0 

Percent of categories to total loitns: 
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Nonperforming loans, dcfincd BS loans on nonaccrual status, loans 90 days or more past duc, and 
rcstructured loans totaled $9,063,000 or 1 . I  1 %  of total loans at Dccomber 3 1, 2005 compared to $6,092,000 or 
0.96% of total loans at December 3 1,2004. The following lablc suniinari7es our Company’s noiipxforming assets 
at the dates indicated: 



(Dollars expressed in thousands) 

- 2005 - 2004 2003 - 2002 2001 
Nonaccrual loans: 

Commercial, financial, 

Rcal estate - construction 
Kea1 estate - mortgagc 
Installment loans to individuals 
Total nonaccrual loans 

and agricultural 

Loans contractually past - duc 90 days 
or more and sti I I accruing: 
Commercial, linancial, and agricultural 
Real estate - construction 
Real estate - mortgage 
lnstallment loans to individuals 

Total loans contractually past -due 
90 days or inorc and still accruing 

Restructured loans 

Total nonperforniing loans 
Other real estatc 
Repossessions 

Total nonperforming assets 

Loans 
Allowitncc for loan losses tu 

loans 
Nonperforrning loans to loans 
Allowiincc for loan losses to 

Nonperforming asscts to loans and 
nonperforming loans 

foreclosed assets 

$ 5,705 4,213 1,520 1,179 2,5 18 
1,760 59 69 66 
1,090 1,246 1,270 1,152 842 

56 30 55 81 124 
8,611 5,489 2,904 2,481 3,550 

23 8 

I87 
14 

12 

591 

66 

4 
40 

439 603 I10 

9,050 
1,568 

$ 10,61X 

$ 813,535 

6,092 
30 
42 

6,164 

636,637 

3,014 
47 
73 

3,134 

583,919 

85 96 
169 
254 290 

20 52 

528 447 

3,009 3,997 
116 650 
115 141 

3,240 4,788 

486,564 464,364 

1.12 Yo 1.18 1.42 1.46 I .44 
1 . 1  1 0.96 0.52 0.62 0.86 

100.39 123.05 274.29 236.66 166.98 

1.30 0.97 0.54 0.67 1.03 

As can be secn from the preceding tables, our Company’s total loans, nonperforming loans and allowance 
for loan losses havc increased in 2005 and 2004. However, the allowance, expressed as a percentage of total loans 
and as a percentagc of nonperforming loans, has decreased in each of those years. Loans havc grown significantly 
in each of the last two years and the allowance does not increase at thc same rate because losses typically don’t 
occur in the early years of a loan’s life. In addition, the specific reserves associated with loans which havc been 
idcntified as impaired pursuant to the provisions of SFAS 1 14 are less at Dcccinher 3 1,  2005 than they wcrc at 
Dccember 3 1,2004. 

The $3,112,000 incrcase in nonaccrual loans is primarily represented by two large credits. Approximately 
$1,800,000 represents a loan to an auto dealership. $1,639,000 represents a real estate development loan on a 
residential siihdivision. Our Company has allocated $500,000 and $246,000, respectivcly, of the allowance for loan 
loss reserve to these two credits. 
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It is our Company's policy to discontinue the accrual of interest income on loans when the full collection of' 
principal or interest is in doubt, or when the payment of principal or interest has become contractually 90 days past 
due unless the obligation is both well secured rind in the process of collection. Interest on year-end nonaccrual 
loans, which would have been recorded under the original terms of the loans, was approximately $767,000, 
$547,000 and $227,000 for thc years ended December 3 1,2005,2004 and 2003, respectively. Approximately 
$253,000, $134,000 and $56,000 was actually recorded as interest income on such loans for the year ended 
December 3 1, 2005,2004 and 2003, rcspectively. 

A loan is considered imnpaircd when it is probable :i creditor will be unable to collect all amounts due - both 
principal and interest - according to thc contractual terms ofthe loan agreement. Tn addition to nonaccrual loans at 
December 3 1,2005 included in the table above, which were considered impaircd, management has identified 
additional loans totaling approxiinatcly $2,369,000 which is not included in the nonaccrual table abovc but is 
considered by management to be impaired. 

Oncc a loan has been identified as impaircd (as defined by paragraph 8 of SFAS 1 I4), Accounting by 
Cr-edifor.s fbr. Impairment 01 ~7 Lorm, managcment generally mcitsures impairment based upon the fair valuc of the 
underlying collateral. In general, market prices for loans in our portfolio are not available, and we have round the 
h i r  value o f  the underlying collateral to bc more readily available itnd reliable than discounting expected hturc cash 
llows to be received. Oiicc a fair value of collateral has been determined and the iinpairmcnt amount calculatcd, it 

spccific reserve allocation is made. At Deceinbcr 3 1, 2005. $2,392,000 of our Conipany's allowance for loan losscs 
was allocated to impaired loans totaling approximately $10,981,000. 

As of December 3 1 ,  2005 and 2004 approximately $1 6,387,000 and $12,438,000, respectively, or  loans not 
included in the lionaccrual table abovc or identified by nianageinent as being "impaired" were classified by 
managcment as having inore than norrnal risk which raised doubts as to  the ability of the borrower to coinply with 
present loan repayiiient terms. The $3,949,000 increase in classified loans is priinarily rcprcsented by one large 
commercial real cstatc loan representing a condominium dcvclopnient project. This credit has documentation 
cxccptions causing it to bc classified by regulatory authorities as substandard. The loan is well secured and is 
pcrforining in accordancc with the terms ol'thc loan agreement. In addition to the classilicd list, our Company also 
maintains an internal loan watch list of loans which for various reasons, not all related to credit quality, management 
is monitoring more closcly than the average 1n:tn in  the portfolio. Loans may be added to this list for reasons which 
arc temporary and correctable, such as tlie abscnce of current financial statements of the borrower, or a deficiency in 
loan documentation. Other loans are added as soon as any problcm is detected which might affect the borrower's 
ability to meet the terms of the loan. This could be iiiiliatcd by the delinquency o f a  scheduled loan payment, a 
deterioration in the borrowcrk financial condition identified in a review of periodic financial statcments, a decrease 
in the value of the collateral securing the Inan, or a change in the economic environment within which the borrower 
operates. Once a loan is placed on our Company's watch list, its condition is inonitorcd closely. Any further 
deterioration in the condition of the loan is evaluated to determine if the loan should bc assigned to a higher risk 
category. 

The allowance for loan losses is available to absorb probable loan losses regardless of the category of loan 
to be charged off. The iillawance for loan losses consists of three components: asset-specific rcserves, reserves 
based on expected loss estimittcs, and unallocated reserves. 

The asset-specific component applics to loans evaluated individually for impairmcnt and is based on 
management's best cstirnate of discounted cash repayments and proceeds from liquidating collateral. The actual 
timing and amount of repayments and the ultimate realiLable value of the collatcral may differ from management's 
estimalc. 

The expected loss component is generally determined by applying pcrccnktges to pools of loans by asset 
type. These pre-established percentages itre based upon standard bank regulatory classification percentages as well 
as average historical loss percentages. These expected loss estimates are sensitive to changes in delinquency status, 
reali7able value ol'collateral, and other risk hctors. 



The unallocated portion of the allowance is based on management's evaluation of conditions that are not 
directly reflected in the determination of the asset-specific component and the cxpected loss component discussed 
above. The cvaluation of inherent loss with respect to these conditions is subject to a higher degree of uncertainty 
because thcy may not be identified with specific problem credits or portfolio segments. Conditions evaluated in 
connection with the unallocated portion of the allowance include general economic and business conditions 
affccting our key lending areas, credit quality trends (including trends in substandard loans expected 10 result from 
existing conditions), collateral values, specific industry conditions within portfolio segments, bank regulatory 
examination results, and findings of our internal loan rcvicw department. 

The undcrlying assumptions, estimates and assessments used by management to dctcrmine these 
components arc continually evaluated and updated to reflect management's current vicw of overall economic 
conditions and rclcvaiit factors impacting credit quality and inherent losses. Changes in such estimates could 
significantly impact the allowance and provision for credit losses. Our Company could experience credit losses that 
are different from the current estimates made by management. 

At December 3 1,2005, management allocated $8,062,000 of'thc $9,085,000 total allowance for loan losscs 
to specific loans and loan categories and $1,023,000 WBS unallocated. Considering thc size of several of our 
Company's lending relationships and the loail portfolio in total, nianagemcnt bclicves that the December 3 1,  2005 
allowance for loan losses is adcquatc. 

Our Company does not lend funds for the type ol'transactions defined as "highly leveragcd" by bank 
regulatory authorities or for foreign loans. Additionally, our Company does not have any concentrations o f  loans 
exceeding 10% of total loans which are not otherwise disclosed in the loan portfolio composition tablc. Our 
Company does not have any interest-earning assets which would have been included in nonaccrual, past due, or 
restructured loans if such assets were loans. 

lnvcstment Portfolio 

Our Company classities its debt and equity securities into one of the following two categories: 

Held-to-Maturity - includes investments i n  debt securities which our Company has the positive intent and 
ability to hold until maturity. 

Available-for-Sale - includes investments in  dcbt and equity securities not classificd as held to maturity or 
trading (i.e., invcstnients which our Company has no present plans to sell in h e  near-tcnn but may be sold in the 
future under di ffcrent ci rcurnstances). 

Debt securities classified as held-to-maturity arc carried at amortized cost, while dcbt and equity securities 
classified as trading or available-for-sale arc carried at estimated market value. Unrealiyed holding gains and losscs 
h m  wailable-for-sale securities arc cxcluded from earnings and reportcd, net of applicable taxes, as a separate 
component of stockholders' equity until realized. 

Our Company does not engage in  trading activities and accordingly docs not have any debt or equity 
securities classified as trading securities. Historically our Company's practice had been to purchase and hold dcbt 
instrunicnts until maturity unless spccial circumstances exist. However, since the investment portfolio's inqjor 
function is to provide liquidity and to balance our Company's interest ratc sensitivity position, certain debt securities 
along with stock of the Federal Homc Loan Hank and the Federal Reserve Rank are classified as available-for-sale. 

At December 3 1,2005, dcbt and equity securities classified as available-for-sale represented 18.6% of total 
consolidated assets. Future b e l s  of held-to-maturity and available-for-sale investment securities can be expected to 
vary depending upon liquidity and interest sensitivity nceds as well as other factors. 



The following table presents the coinposition of the investment portfolio by nmjor category. 

(Dollars expressed in thousands) 

U.S. Govcrnment agencics 
Asset-hacked securitics 
Obligations of states and 

political subdivisions 
Other debt securities 

l’otal debt securities 

2005 2004 2003 
Available - Available - Available - 

for-Sale for-Sale for-Sale 
$ 113,005 $ 128,381 $ 142,332 

h,250 4,470 1 3,242 

53,426 33,32 1 29,327 
2,194 1,764 1,032 

174,875 167,936 185,933 

Fedcral Hoine Loan Bank of Des Moines Stock 3,904 3,021 2,262 
Fedcral Reserve Bank Stock 752 75 1 75 1 

Federal Agrrcultt~ral 
Midwest Independent Bank Stock 151 

Mortgage Corporation 
Total investmcnts 

10 I O  10 
$ 179,692 $ 171,718 $ 188,956 



As of December 31, 2005, the inaturity of dcbt securities in  the investment portfolio was iis follows: 

(Dollars expressed in thousands) 

Onu Year Through Through Over Average 
Or Less Five Yuars Ten Years Tun Years Yield (1 )  

Available-for-Sale 

U.S. Government agencies $ 42,158 !$ 64,474 s 6,130 s 244 3.76% 
Asset-backed (2) 33 6,029 188 4.13 

Other dcbt security 708 1,486 5.70 
States and political subdivisions (3) 2,242 15,606 23,864 11,713 4.69 

Total available-for-sale debt securities !$ 45,141 Y; 86,109 Y; 30,182 s 13.443 4.12% 

Weighted average yield (1) 3.37% 4.17% 4.75% 4.90% 

(1) 

( 2 )  

Weighted average yield is based oii a i n o r t i d  cost. 

Asset-backed securities have been included using historic rcpayincnt spccds. Rcpayincnt spccds wcrc 
determined from actual portfolio experience during the twelve months ended Dcccniber 3 1,2005 calculated 
separately for each mortgage-backed security. Thcsc rcpayincnt spccds arc not ncccssarily indicative of 
future repayment speeds and are subject to changc based on changing inortgagc interest ratcs. 

( 3 )  Rates on obligations of states and political subdivisions have been adjusted to fully taxable equivalent rates 
using the statutory Fcdural income tax rate of 35%. 

At December 3 1 ,  2005, $13,861,000 of debt securities classitied as available-for-sale in the tablc above had 
viiriitble rate provisions with adjustment periods ranging from one week to twelve months. 

Interest Sensitivity and Liquidity 

The concept of interest sensitivity attcinpts to gauge exposure of  our Company's net interest income to 
adverse changcs in market-driven interest rates by measuring the amount of interest sensitive assets and interest 
sensitive liabilities maturing or subject to repricing withiii a specified time period. Liquidity represcnts thc ability 0 1  
our Company to meet the day-to-day withdrawal demands of its deposit customers balanced against thc Ihct that 
those deposits are invested in assets with varying maturitics. Our Company must also be prepared to fulfill the 
needs ol'credil customcrs for loans with variour types of maturities and other financing arrangements. Our 
Coiiipany monitors its intcrcst sensitivity and liquidity through the use of static gap reports which measure the 
difference between assets and liabilities maturing or repricing within specified time periods. 

At December 31,2005, Exchange National Bank, Ci t imx Union Statc Bank, Osage Valley Bank and Bank 
10 each independently monitored their static gap reports with thcir goals being to limit each bank's potcntial change 
in net interest income due to changes in inlcrcst ratcs to acccpt&lc limits, Interest rate chsngcs used by the 
individual banks ranged froin 2.00'% to 3.00% and thc rcsulting net interest incomc changes ranged from 
approximately 3.7% to 1 X.2%. 
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The following table presents our Company's corisolidatcd static gap position at December 3 I ,  2005 f'or the 
ncxt twelve months and thc potential impact on net interest inconic for 2005 of an imincdiate 2% increase in interest 
rates. 

(Dollars expressed in thousands) 

Assets maturing or repricing within one year 

Liabilities maturing or repricing within one year 

Gap 

Ratio of assets maturing or repricing to 
liabilities maturing or repricing 

Iiiipact on nct interest incomc of :in immediate 
2.00% incrcase in interest ratcs 

Nct interest inconic for 2005 

Percentage change in 2005 net interest 
incomc due to an imnicdiate 2.00%) increasc in interest rates 

Cumulative 
One Through 
Twelve Month 

Period 

$ 580.732 

71 9,715 

$ (138,983') 

81% 

$ (2,780) 

$ 33.667 

(8.26)% 

In addition to managing interest sensitivity and liquidity through the use of gap rcports, the Banks have provided for 
cmcrgency liquidity situations with infbrmal agreements with correspondent banks which permit i t  to borrow u p  to 
$45,000,000 iii li.doral filnds on an unsecured basis. Exchange National Brink, Citizens Union State Hank, Osage 
Valley Bank and Bank 10 are inembcrs of the Federal Home Loan Bank of Des Moines which may be used to 
provide a I'unding source for iixcd rate real estate loans andor additional liquidity. Finally, our Company has 
$20,000,000 linc of credit with a correspondent bank that had no balancc outstanding at Dcccmber 3 1,2005. 

At Decenibcr 3 1 ~ 2005 and 2004, our Company had certificates and othcr time deposits in dcnominations of' 
$100,000 or imorc which mature as Ibllows: 

(Dollars expressed in thousands) 

December 3 I ,  
2005 2004 

Thrcc months or less $ 35,501 $ 26,549 
Over three months through six months 23,864 16,880 
Over six months through twelvc months 25,443 20,2 17 
Ovcr twelve nionths 29,80 1 26,750 

$ 114.609 $ 90,396 



Securities sold under agreements to repurchase generally mature the next business day; however, certain 
agreements with local political subdivisions and select businesses are fixed rate agreements with original maturities 
generally ranging from 30 to 120 days. hifortnation relating to securities sold under agreements to repurchase is as 
follows: 

(Dollars expressed in thousands) 

At End of Period For the Period Ending 

Weighted 
Average 
Merest 

Balance - Hate 
December 3 1,2005 $ 33,293 3.30% 
December 3 1,2004 3 4 3  15 1.73 
December 3 1,2003 66,774 0.87 

Weighted 
Maximum Average 
Month-end Average Interest 

Rate Balance Balance 
$ 63,482 $ 45,832 2.70% 

85,163 57,050 1.15 

- 

72,92 1 67,597 0.95 

Liquidity 

The role of liquidity manageinent is to ensure funds are available to meet depositors' withdrawal and 
borrowers' credit demands while at the same time maximidng profitability. This is accomplished by balancing 
changes in demand for funds with chmgcs in the supply of those funds. Liquidity to meet the demands is provided 
by maturing assets, short-term liquid assets that can be converted to cash and thc ability to attract funds from 
external sources, principally depositors. Duc lo thc nature of serviccs offered by our Company, management prefers 
to focus on transaction accounts and full service rclationships with customers. Management believes it has the 
ability to increase deposits at any time by offering rates slightly higher than the market rate. 

Our Ranks' Asset/Liability Coininittees (ALCO), primarily made up of senior management, have direct 
oversight responsibility for our Company's liquidity position and pmfilc. A combination of daily, weekly and 
monthly reports provided to management detail the Ibllowing: internal liquidity metrics, composition and level of 
the liquid asset portfolio, tiniing diffkrcnccs in short-term cash flow obligations, available pricing and market access 
to the financial markets for capital and exposure to contingcnt draws on our Company's liquidity. 

Our Company has a numbcr of sources of funds to meet liquidity needs on a daily basis. The deposit base, 
consisting of consumer and commercial deposits and largc dollar dcnomination ($100,000 and over) certificates of 
deposit, is a source of funds. Our Cornpany has an insignificant amount of deposits on which the rate paid exceeded 
the market rate by more that 50 basis points when the account was established. 

Othcr sources of funds available to meet daily needs include the sales of' sccuritics undcr agreements to 
repurchase and funds made available under a treasury tax and loan note agreement with the fcdcral government. 
Also, tho Banks are members of the Federal Home Loan Bank of Des Moincs (FFILB). As incmhcrs of the FHLB, 
the Ranks have access to credit products of the FHLB. At Dcccinbcr 3 1,2005, thc amounts of available credit from 
the FHLB totaled $72,506,000. As of December 3 I ,  2005, the Banks had $52,180,000 in outstanding borrowings 
with the FHLH. The Hanks have federal funds purchased lines with correspondent banks totaling $45,000,000. 
Finally, our Company has $20,000,000 line of credit with a correspondent bank that had no balancc outstanding at 
December 3 1,2005. 

Our Company's liquidity depends primarily on the dividends paid to it as the sole shareholder of our 
subsidiary Banks. As discussed in Note 3 to our Company's consolidated hancial  statements, the Banks may pay 
up to $13,367,000 in dividends lo our Company without regulatory approval subject to the ongoing capital 
requirements of the Banks. 

Over the normal course ofbusiness, our Company cntcrs into certain forms of off-balance sheet 
transactions, including unfunded loan coinmitincnts and letters of credit. These transactions are managed through 
our Company's various risk management processes. Management considcrs both on-balance sheet and off-balance 



sheet transactions in its evaluation of our Company's liquidity. In the section entitled, "Other Off-Balance Shcct 
Activities", we disclose that our Company has $122,167,000 in unused loan commitments as of December 31, 2005. 
While this coininitnient level would bc difficult to fund given our Company's current liquidity resources, we know 
that the nattire of these commitments arc such that the likelihood o f  such a funding demand is very low. 

For the years ended Deccniber 3 1,2005, 2004 and 2003, net cash provided by operating activities was 
$16,892,000 in 2005 versus $10,329,000 in 2004 and $12,640,000 in 2003. The variances in net cash provided by 
operating activities between thcsc years is primarily the result of differences in the timing of tax payments. Also 
contributing to the decrease in 2004 versus 2003 was :t reduction in gains recogni~ed on the sale of loans. 

Net cash used in investing activities was $61,449,000 in 2005 versus $45,085,000 in 2004, and 
$74,466,000 in 2003. The increase in cash used in investing activities in 2005 versus 2004 is primarily due to the 
purchase of Bank 10. The decrease in cash uscd in investing activities i n  2004 versus 2003 is primarily the result of 
larger growth in our Company's loan portfolio in 2003 compared to 2004. 

Net cash provided by hancing activities was $26,580,000 in 2005 versus $43,419,000 in 2004, and 
$43,460,000 in 2003. The reduction in cash providcd by financing activities in 2005 versus 2004 is primarily due to 
a smaller increase in deposits. Net cash provided by financing activities was materially consistent for the years 2004 
and 2003. 

Othur Off-Balance Sheet Activities 

Jn the normal course of business, our Company is party to activities that contain credit, market and 
operational risk that are not reflected in whole or in part in our Company's consolidatcd financial statements. Such 
activities include traditional off-balance sheet credit related linancial instruments. 

Our Company provides customers with off'-balancc shoct crcdit support through loan commitments and 
standby letters of credit. SuminariLed credit-rclatcd financial instruments, including both commitments to extend 
credit and letters of credit at December 3 1 ~ 2005 arc as follows: 

(Dollars expressed in thousands) 

Unusud loan coimnitincnts 
Standby lcttcrs of crcdit 

Amount of Commitment Expiration per Period 
Less than 1 1-3 3-5 Ovcr 5 

Total Yfar Years Years Years 
$ 142,490 $ 92,602 $ 19,343 $ 23,859 $ 6,686 

4,757 3,971 S61 2 223 

Since many ofthe unused commitments are expected to expire or be only partially used, the total amount of 
commitments in the preceding table does not necessarily represent future cash requirements. 



Contractual Cash Obligations 

The required payments of time dcposits and other borrowed money at December 31, 2005 are as follows: 

(Dollars expressed in thousands) 

Time deposits 
Other borrowed money 

Payments due by Period 

Over 5 
Year Years - Years - Years 

Less than 1 1-3 3-5 
- ‘Iota1 - 

ti; 423,267 $ 275,517 $ 118,962 $ 27,956 $ 832 
52,180 42,35 1 4,2 14 2,732 2,883 

Capital 

Risk-based capital guidclines for financial institutions were adopted by regulatory authorities effective 
January 1, 1991. These guidelincs are designed to rclate regulatory capital requirements to the risk profiles of the 
speciiic institutions and to providc more uniforni rcqiiirements among the various regulators. Our Company is 
required to maintain a ininimum risk-based capital to risk-weighted assets ratio of X.000/, with at least 4.00y0 being 
“Tier 1 ”  capital. In addition, a minimum lcvcrage ratio, Tier 1 capital to adjusted total assets, of 3.00% must be 
maintained. However, for all but the most highly rated iinantial institutions, a lcvcrage ratio of3.00(% plus an 
:tdditional cushion of 100 to 200 basis points is expected. 

Detail concerning our Company’s capilal ratios at December 3 1, 2005 is included in  Note 3 of our 
Company’s consolidated financial statements included elsewhere in this report. 

Recent Accounting Pronouncerncnts 

In December 2003, the Accounting Standards Executive Committee, (AcSFC) issued SOP 03-3, 
Accoun~ing~fi~r Certuin Louns or Debt Secrrritirs Acquired in LI Trun.yfir, effective for loans acquired in fiscal years 
beginning alter December 15, 2004. The scope ol‘ SOP 03-3 applies to “problern” loans that have been acquired, 
either individually in a portfolio or in an acquisition. These loans must have evidence of credit deterioration and the 
purchaser must not expect to collect contractual cash flows. SOP 03-3 updates Practice Bulletin (PB) No. 6, 
Amortizhon qfDiscount,r on Cerlain Acquired Loms,  for more recently issued literature, including FASR 
Statements No. 1 14, Accotmling hy Creditors,fi,i, Impairment of LI Loan; No. 1 15, Acco?mtingfi)r Certain 
Invesimmts in Deht and Eyuit?, Securitks; and No. 140, Accounting,li,r Transfers and Servicing ofFinunciu1 Assets 
~znd~xtinguishrnent.~ qfliubilitirs. Additionally, it addrcsses FASB Statement No. 91, Accountingfbr 
Nonr.eJundublt1 Fees nnd Cosls Associated with Originnting or Acquiring Loans and lnitiul Direct Costs of J,iws~s, 
which requires that discounts be recognized as an adjustment of yield over a loan’s life. 

SOP 03-3 states that an institution may no loilgcr display discounts on purchased loans within the scope of 
SOP 03-3 on the balance sheet and may not carry over the allowance for loan losses. For those loans within the 
scope of SOP 03-3, this statement clarities that a buyer cannot carry over the seller’s allowance Ihr loan losses for 
the acquisition of loans with credit deterioration. Loans acquired with evidence of deterioration in credit quality 
since origination will nced to be accounted for under a new method using an inconic recognition model. This 
prohibition also applies to purchases of.problcm loans not included in a purchase business combination, which 
would include syndicated loans purchased in the secondary inarkct and loans acquired in portfolio sales. No loans 
acquired in the acquisition of Bank 10 were within the scope of SOP 03-3 and, accordingly, SOP 03-3 did no1 have 
an cll‘ect on our Company’s financial statements. 

In March 2004, the Enicrging Issues Task Force, (EITF) came to B consensus regarding ETTE’ 03-1. 
Securities in scope are those subject to SFAS 1 15. The ET’IP adopted a three-step model that requires rnanageincnt 
to dctcrniine if impairment exists, decide whether it is other than tcmporary, and record other than temporary losses 
in earnings. 



In December 2004, the FASB issued Statement of Financial Accounting Standards No 123 (Revised 2004), 
Share-Hased Payment. This Statement addresses the accounting Cor transactions in which an entity exchanges its 
equity instruincnts for goods or services. The Statcnicnt eliminates the ability to account for sharc-based 
co1npens:tlion transactions using APR Opinion No. 25,  Accounting for Stock Issued to Employees, and generally 
requires instead that such transactions be accounted for using a fair-value-based method. For public entities, the cost 
of' employee services received in exchange lor an award of equity instruments, such as stock options, will be 
nicasured based on the grant-date fair value of those instruments, and that cost will be rccogni7ed over the period 
during which as einploycc is required to provide service in exchange for the award (usually the vcsting period). This 
Statement is effective for public entitics as of the beginning ol'thc first interim or annual reporting period that begins 
after January 1 ,  2006. It is anticipated that the application of the requirements of' this statement to our Company's 
existing share-based transactions wi I I  result in the recognition of additional compcnsation expense of approximately 
$1 10,000, alter taxes, or approxiinately 2.6 cents per share in 2006. 

In March 2005, the FASB issued FASR Interpretation No. 47 (FlN 47), Accounting.for Conditional Asxet 
K c t i r m m /  Obligations, which requires conditional asset retirement obligations to be rccogni7ed if a legal obligation 
cxists to perforni assct retirement activities and a reasonable estimate of the fair value of the obligation can be made. 
TIN 47 also provides guidance as to whcn an entity would have sufficient information to reasonably estiiiiatc the fair 
value of an asset retirement obligation. Our Company adopted the provisions of FIN 47 on December 31, 2005. No 
conditional asset rclircment obligations wcrc recognized and, accordingly, the adoption of FIN 47 had no effect on 
our Company's financial statements. 

In May 2005, the FASB issued FASB Statement No. 154, Accounting Changes and Error Correclions. 
FASR Statement No. 154 establishes, unloss impracticable, rctrcispective application as the required method l'or 
reporting a change in accounting principle in the absence of explicit transition rcyiiirernents specilic to a newly 
adopted accounting principle. This statement will bc effective for our Company for all accounting changes and any 
error corrections occurring after January 1,2006. 

Effects of Inflation 

The effects of ini-lation on financial institutions are different from the cffccts on other coinmcrcial 
enterprises since financial institutions make few significant capital or inventory expenditures which are directly 
affected by changing prices. Because bank assets and liabilities are virtually all monetary in nature, inflation does 
not affect a financial institution as much as do changes in interest ratcs. The general lcvcl of inflation does undcrlic 
the general lcvcl of most interest ratcs, but interest rates do not iricrease at the rate of inflation as do prices of goods 
and services. Rather, interest rates rcact more to changes in the expected rate of inflation and to changes in 
nionctary and fiscal policy. 

Inflation does have iin impact on the growth of total assets in the banking industry, often resulting in a need 
to incrcaso capital at higher than normal rates to maintain an appropriate capital to asset ratio. In the opinion of 
management, inflation did not have a significant cfk'fcct on our Company's opcrations for the three years ended 
Dccetnber 31,2005. 

Quantitative and Qualitativc Disclosures About Market Risk 

Our Company's exposure to inarkct risk is reviewed on ~i regular basis by our Banks' AssetiLiability 
Committees and Boards of Directors. Tntcrest rate risk is the potcntial of economic losscs due to future interest rate 
changes. These economic losscs ciin be reflected as a loss of future net interest income andor a loss of current fair 
market values. The objective is to mcasLire the effect on net intcrcst income and to adjust the balance sheet to 
minimiLC thc inherent risk whilc at the same time niaxiiniziiig income. Management rciilizes certain risks are 
inherent and that tlic goal is to identify and minimize those risks. Tools used by our Banks' management include the 
standard gap report subject to different rate shock scenarios. A1 December 3 1,2005, the rate shock scenario models 
indicated that aiiiiual net interest income coiild change by as much as K26% should interest ratcs rise or fall within 
200 basis points from their current lcvcl over a one year period. However there are no assurances that the changc 
will not bo more or less than h i s  estimate. Management further believes this is an acceptable level ol'risk. 



The followin 
2005: 

table presents the schedulcd rcpricing of market risk sensitivc instruments at December 3 1, 

ASSETS 
Inestments in dcbt arid 

equity securities 
Intcresl-bearing deposits 
I'cdcral hinds sold and securities 

purchased under agreements 
to resell 

Tams 
Total 

LIAUILII'IES 
Savings, Now, Money Market 

deposits 
'l'irnc deposits 
Federal funds purchased and 

seciirities sold under 

htercst-bearing demand notes 
of U.S. treasuiy 

Subordinated notes 
Other borrowed money 
Total 

agrcemenls to repurchasc 

Ovcr 
5 years or 
no stated 

Year I Year 2 Year 3 Year 4 Year 5 Maturity Total 

$ 72,157 18,243 18,l 17 I 8,267 17,282 35,626 179,692 
967 967 

12,448 12,448 
495,160 96,71 I 104,607 43,504 42,474 31,079 X 13,535 

16: 580,732 114,954 122,724 61,771 59,756 66,705 1,006,642 

$ 323,823 323,823 
289,612 88,638 30,193 6,846 7,131 787 423,267 

36,996 36,996 

1,098 1,098 
25,774 23,112 49,486 
42,352 2,617 1,597 2 ~ 4 7  684 23x3 52,180 

$ 719.715 Y 1.255 3 1.790 8.893 3 I .527 3.670 8nh.nso 
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