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Old Second Bancorp Inc. and Subsidiaries
Financial Highlights

(In thousands, except share data)

 
           
           
               

           
           

 
               
             

 
                 
                 

                 
                 

      
      

            
         
              

            
            

                
              

                  
                  

                  
                  

       
       

         
         
                       

            
            

                
              

                  
                  

                  
                  

       
       

        
        
                  
             

           
           

               
             

                 
                 

                 
                 

      
      

         
         
                
              

            
            

              
              

                  

                
                

       
       

Note: The numbers of shares and per share amounts have been adjusted to reflect the May 21, 2002 four-for-three and
the June 15, 2004 two-for-one stock splits, both effected in the form of a stock dividend.
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Old Second Bancorp Inc. and Subsidiaries
Management’s Discussion and Analysis

of Financial Condition and Results of Operations
Overview

Old Second Bancorp is a financial services company
with its main headquarters located in Aurora, Illinois.
The consolidated financial statements include Old
Second Bancorp Inc. and its wholly owned
subsidiaries, which are together referred to as the
"Company":

• The Old Second National Bank of Aurora
("Old Second Bank") 

• Old Second Bank - Yorkville
• Old Second Bank - Kane County 
• Old Second Financial, Inc., which provides

insurance agency services.
• Old Second Mortgage Company, which provides

mortgage-banking services. During 2002, Old Second
Mortgage Company became a wholly owned
subsidiary of Old Second Bank.  Inter-company
transactions and balances are eliminated in
consolidation.

• Old Second Capital Trust I, which was formed for
the exclusive purpose of issuing trust preferred
securities in an offering that was completed in July
2003. 

• Old Second Affordable Housing Fund, L.L.C.,
which was formed for the purpose of providing down
payment assistance for home ownership to qualified
individuals.  

The banking subsidiaries are referred to as the "Banks." 

The Company provides financial services through its
twenty-five banking locations and four mortgage
banking offices located in Kane, Kendall, DeKalb,
DuPage and LaSalle counties in Illinois. In addition, a
branch in Joliet, Illinois, opened in January 2005, and
a new branch in Lisle, Illinois, will open in the first
quarter of 2005.  Our primary deposit products are
checking, savings, and certificates of deposit, and our
primary lending products are residential and
commercial mortgages, construction lending,
commercial and installment loans. A major portion of
our loans are secured by various forms of collateral
including real estate, business assets, consumer
property, and other items, although borrower cash flow
may also be a primary source of repayment. Old

Second Bank also engages in trust operations.  Inter-
company transactions and balances are eliminated in
consolidation.

The Company recorded net income of $26.3 million
or $1.94 diluted earnings per share in 2004, which
compares with $22.1 million, or $1.56 per share in
2003, and $20.1 million, or $1.35 per share in 2002.
Basic earnings per share were $1.96 in 2004, $1.57 in
2003, and $1.36 in 2002.  Growth in net interest
income was the primary cause of the increase in net
income. Net interest income grew $6.0 million (9.6%)
to $68.4 million in 2004, and grew $4.9 million
(8.5%) to $62.4 million in 2003, due to an increase in
earning assets in each year and a decrease in deposit
rates. Year-end total assets were $2.10 billion as of
December 31, 2004, an increase of  $263.0 million
from $1.84 billion as of December 31, 2003. Average
assets were $1.96 billion, $1.70 billion, and $1.45
billion in 2004, 2003, and 2002, respectively.

Application of critical accounting policies
The Company’s consolidated financial statements are
prepared in accordance with United States generally
accepted accounting principles and follow general
practices within the banking industry.  Application of
these principles requires management to make
estimates, assumptions, and judgments that affect the
amounts reported in the financial statements and
accompanying notes.  These estimates, assumptions,
and judgments are based on information available as of
the date of the financial statements.  Future changes
in information may affect these estimates,
assumptions, and judgments; which, in turn, may
affect amounts reported in the financial statements.

All significant accounting policies are presented in
Note A to the consolidated financial statements.
These policies, along with the disclosures presented in
the other financial statement notes and in this
discussion, provide information on how significant
assets and liabilities are valued in the financial
statements and on how those values are determined.  

Management has determined that our accounting
policies with respect to the allowance for loan losses is
the accounting area requiring subjective or complex
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judgments that is most important to the Company’s
financial position and results of operations, and
therefore, is our only critical accounting policy.  The
allowance for loan losses represents management’s
estimate of probable credit losses inherent in the loan
portfolio.  Determining the amount of the allowance
for loan losses is considered a critical accounting
estimate because it requires significant judgment and
the use of estimates related to the amount and timing
of expected future cash flows on impaired loans,
estimated losses on pools of homogeneous loans based
on historical loss experience, and consideration of
current economic trends and conditions, all of which
may be susceptible to significant change.  The loan
portfolio also represents the largest asset type on the
consolidated statement of condition.  The allowance
for loan losses is a valuation allowance for credit
losses, increased by the provision for loan losses and
decreased by charge-offs less recoveries. Management
estimates the allowance balance required using various
risk factors including, but not limited to, past loan loss
experience, known and inherent risks in the portfolio,
information about specific borrower situations and
estimated collateral values, economic conditions, and
other factors. Allocations of the allowance may be
made for specific loans, but the entire allowance is
available for losses inherent in the loan portfolio. A
loan is considered impaired when it is probable all
contractual principal and interest due will not be
received according to the terms of the loan agreement.
The value of the loan is determined based on the
present value of the future cash flows, discounted at
the loan’s original effective interest rate, or the fair
value of underlying collateral, if the loan is collateral
dependent.  There were no material impaired loans as
of December 31, 2004 or December 31, 2003.  In
addition, a discussion of the factors driving changes in
the amount of the allowance for loan losses is included
in the Provision for Loan Losses section that follows.

Results of operations

Net interest income 
Net interest income is the difference between interest
income earned on earning assets and interest expense
paid on interest bearing liabilities. As such, net
interest income is affected by changes in the volume
and yields on earning assets and the volume and rates
paid on interest bearing liabilities. Net interest margin
is the ratio of tax-equivalent net interest income to
average earning assets.  Increases in net interest
income during this period were primarily the result of
increases in average earning assets, which more than

offset a decline in the net interest margin.

Net interest income was $68.4 million in 2004, $62.4
million in 2003, and $57.5 million in 2002. Average
earning assets were $1.86 billion in 2004, an increase
of $240.9 million (14.9%) from $1.62 billion in 2003.
Average earning assets were $1.38 billion in 2002.
Average loans increased $238.2 million (20.1%) from
$1.183 billion in 2003 to $1.421 billion in 2004.
During 2003, average loans increased  $213.3 million
(22.0%) from $970.0 million in 2002. Average interest
bearing liabilities were $1.60 billion in 2004, an
increase of $233.8 million (17.2%) from $1.36 billion
in 2003.  In 2003, average interest bearing liabilities
increased $220.0 million (19.3%) from $1.14 billion in
2002. The net interest margin was 3.78%, 3.95%, and
4.28%, in 2004, 2003, and 2002, respectively.  

Given the Company’s mix of interest bearing liabilities
and interest earning assets on December 31, 2004, the
net interest margin could be expected to increase in a
rising rate environment and conversely, to decline in a
falling interest rate environment.  After being held
stable at 1.00% for 12 straight months, 2004 Federal
Funds saw a trend of general increases in interest rate
levels starting in June.  The Federal Open Market
Committee ("FOMC") has increased the target for the
Federal Funds rate 25 basis points at each of its last 6
meetings, increasing the rate from 1.00% on May 4,
2004, to 2.5% by February 2, 2005.  This resulted in a
total increase of 125 basis points during 2004, the
highest Federal Funds rate since October 2, 2001,
when the rate was also 2.50%.  These actions caused a
corresponding increase in the Bank’s prime rate from
4.00% to 5.25% during this same time period in 2005.
Costs associated with generating an 18% deposit
growth in 2004 contributed to a decline in the net
interest margin.  This was partially offset by the
positive impact of market rate increases and a slightly
sensitive balance sheet.  Since the Federal Reserve
began increasing rates in May 2004, the decline in the
net interest margin slowed.  The net interest margin
decreased from 3.91% in the first quarter to 3.81% in
the second quarter, but remained relatively stable in
the second half of 2004, at 3.72% in the third quarter
and 3.71% in the fourth quarter.

Provision for loan losses
In 2004, the Company released $2.9 million of the
allowance for loan losses. The provision for loan losses
was $3.3 million for 2003 and $3.8 million for 2002.
The determination by management to reduce the
allowance for loan losses was based on a number of

Management’s Discussion – continued
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factors, including the quality of the loan portfolio and
favorable loan loss experience. Provisions for loan
losses are made to provide for probable and estimable
losses inherent in the loan portfolio. In the fourth
quarter of 2004, management conducted a
comprehensive review of its allowance for loan losses.
As a result of enhancements to the methodology and
internal evaluations of probable and estimable losses,
management determined that the adjustment was
appropriate. 

Net recoveries were $94,000 in 2004. Net charge-offs
were $719,000 and $349,000 in 2003 and 2002,
respectively. When compared with total loans, net
charge-offs (recoveries) as a percent of total average
loans were (0.01%), 0.06%, and 0.04%, in 2004, 2003,
and 2002.

The allowance for loan losses was $15.5 million or
1.03% of loans and 295.4% of nonperforming loans as
of December 31, 2004. This compares with an
allowance for loan losses of $18.3 million or 1.39% of
total loans as of December 31, 2003, which was
691.7% of nonperforming loans. Nonperforming loans
are defined as nonaccrual loans, restructured loans,
and loans past due ninety days or more and still
accruing. 

The allowance for loan losses consists of specific
reserves, allocated general reserves, and unallocated
reserves.  The components of the allowance for loan
losses represent estimations pursuant to SFAS 5,
Accounting for Contingencies, and SFAS 114,
Accounting by Creditors for Impairment of a Loan.  The
allocated component of the allowance for loan losses
reflects expected losses resulting from analyses
developed through specific credit allocations for
individual loans and historical loss experience for each
loan category.

Specific allocations
Management on a quarterly basis determines the
specific allocations.  This is done by reviewing, on an
individual loan basis, all loans considered Impaired
under SFAS 114 and 118, as well as all Problem and
Watch loans.  

SFAS 114 defines a loan as impaired when, based on
current information and events, it is probable that a
creditor may be unable to collect all amounts due
according to the contractual terms of the loan
agreement. Problem loans (Risk rate 6) are defined by
the Company’s loan policy as "A credit that is

inadequately protected by the current sound worth and
paying capacity of the borrower or of the collateral pledged,
if any. Loans so classified have a well-defined weakness
that jeopardizes the liquidation of the debt. These loans are
characterized by the distinct possibility that the Bank will
sustain some loss if the deficiencies are not corrected.  Loss
potential, while existing in the aggregate amount of
substandard loans, does not have to exist in individual
loans classified."

Watch loans (Risk rate 5) are defined by the
Company’s loan policy as "Credits or Other Assets
Especially Mentioned, are in this category because they
are currently protected, but exhibit potential weaknesses,
which if not corrected could result in the credit becoming an
unwarranted credit risk.  No loss of principal or interest is
currently anticipated. Specific conditions that apply to a 5
rated credit are further outlined in the OCC Handbook,
under OAEM (Other Assets Especially Mentioned)."

In addition, nonaccrual loans, loans over 90 days past
due, troubled debt restructurings or any loans
considered doubtful or loss are reviewed.  The
individual loan officers analyze these loans on a
quarterly basis with the results reported to the Loan
Review Committee on a credit management report.

Specific allocations, if necessary, are determined at a
quarterly meeting, which is chaired by the Vice
President of Loan Review.  The committee consists of
the Company President, the Bank Presidents, the
Senior Lender, and other senior lenders who are
members of the loan committee

Management allocations/general reserves
On a quarterly basis, management considers a variety
of factors to determine the appropriate level of general
reserves for inherent loan losses, including historical
net loss experience, volume trends in delinquencies
and nonaccruals, national and local economic
conditions, and downturns in specific local industries.
These factors are considered on a quarterly basis and
are adjusted when appropriate. In addition, various
regulatory agencies, as an integral part of their
examination process, periodically review the
Company’s allowance for loan losses. Such agencies
may require the Company to make additional
provisions to the allowance based on their judgments
about information available to them at the time of
their examination.

The unallocated portion of the allowance for loan
losses recognizes inherent but undetected losses in the

Management’s Discussion – continued
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loan portfolio. While management analyzes customer
performance, ratings migration, economic conditions,
and interest rate risk, all potential risks of making
loans are not determinable.  This is due to several
factors including:

• Timing delays in receiving information regarding
a customer’s financial condition.

• Changes in individual business climates.
• The judgmental nature of individual loan

evaluations and collateral assessments.
• The open interpretation of economic trends.

The analysis of these factors involves a high degree of
judgment by management.  Because of the imprecision
surrounding these factors, management estimates a
range of inherent losses and maintains the
"unallocated" allowance that is not allocated to a
specific category.

While there can be no assurance that the allowance
for loan losses will be adequate to cover all losses,
management believes that the allowance for loan
losses was adequate at December 31, 2004. 

Noninterest income
Noninterest income declined from $29.2 million in
2003 to $25.9 million in 2004. The decline in
noninterest income in 2004 was primarily the result of
reduced mortgage banking activity. Mortgage banking
income is largely volume-driven and mortgage activity
is susceptible to changes in interest rates and general
economic conditions.  Noninterest income increased
in 2003 from $25.3 million in 2002. The increase in
noninterest income in 2003 was primarily related to
the increase in mortgage banking income and service
charges on deposits.  Mortgage-related noninterest
income, principally gains on sales of mortgage loans,
totaled $6.4 million in 2004, $12.6 million in 2003,
and $10.4 million in 2002.  The decrease in loan
originations in 2004 was primarily the result of rising
mortgage rates during the second half of 2003, which
led to decreased mortgage refinance activity and
decreased demand for home mortgages, a trend that
continued into 2004. 

Trust income increased to $5.8 million in 2004, an
increase of $400,000 from $5.4 million in 2003.  Trust
income increased $338,000 during 2003 from $5.1
million in 2002.  Assets under management were
$848.5 million in 2004, $785.2 million in 2003, and
$678.9 million in 2002.   Trust income increased in
2004 due to greater assets under management and

higher estate fees. Assets under management increased
as a result of improved equity markets and new
business development.

Service charges on deposits increased to $7.6 million
in 2004 from $7.0 million in 2003, and $5.9 million in
2002.  Deposit service charges have increased as a
result of deposit growth, which was fueled by successful
sales promotional campaigns, and new cash
management products.

Other noninterest income increased from $3.9 million
in 2002, to $4.2 million in 2003, and $5.5 million in
2004.  The $1.3 million, or 31.4%, increase in 2004
was attributable to the purchase of bank owned life
insurance (BOLI) during the second quarter of 2004 as
well as higher debit and ATM card usage as a result of
higher fees and expansion of the ATM network.  The
$309,000, or 7.9%, increase in 2003 was a result of
higher debit and ATM card usage and fee income of
Old Second Financial, Inc., our insurance agency
subsidiary.

Loans sold were $292.5 million in 2004, $619.6
million in 2003, and $468.9 million in 2002.  Old
Second Mortgage Company sells mortgage loans on a
servicing-released basis instead of retaining originated
servicing rights.

Noninterest expenses
Noninterest expenses were $57.6 million in 2004,
$54.2 million in 2003, and $48.1 million in 2002. Our
efficiency ratio increased slightly to 59.9% in 2004,
from 58.2% in 2003, and 57.0% in 2002. The
efficiency ratio measures noninterest expenses as a
percentage of tax-equivalent gross revenues.  Because a
financial institution’s largest noninterest expense is
the cost of staffing, management of this cost has a
significant impact on efficiency. Salaries and employee
benefits were $33.6 million in 2004, $34.1 million in
2003, and $29.4 million in 2002.  The decrease during
2004 was due to centralization of operations, and a
decrease in commissions related to the decreased
volume in mortgage loan originations, offset by the
increases in new branch openings.  In addition,
earnings for the year were negatively impacted in the
second quarter by a $1.75 million charge for the
settlement of a damage award.  The primary cause of
the increase in noninterest expenses during 2003 was
an increase in the expenses of Old Second Mortgage
Company.  Its business continued to increase during
the first three quarters of 2003 as a result of decreased
interest rates.  Salaries and benefits at Old Second

Management’s Discussion – continued
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Mortgage Company increased $1.3 million during
2003, and decreased $2.1 million during 2004, as a
result of the fluctuation in volume of mortgage loan
originations. 

Occupancy expenses were $3.8 million in 2004, $3.4
million in 2003, and $2.9 million in 2002.   Furniture
and equipment expenses were $4.6 million in 2004,
$4.1 million in 2003, and  $4.3 million in 2002.  The
increase in occupancy and furniture and equipment
expense has been directly related to the opening of
new branches and the remodeling of offices.  

Income taxes
The Company’s provisions for Federal and State of
Illinois income taxes were $13.3 million, $12.1
million, and $10.8 million during the years ended
December 31, 2004, 2003, and 2002.  The effective
income tax rate for these years was 33.6%, 35.3%, and
34.8%.   The decrease in the 2004 effective tax rate
was the result of tax-exempt income increasing from
$2.8 million in 2003 to $3.6 million in 2004.  The
increase in the 2003 effective tax rate was the result of
tax-exempt income decreasing from $3.0 million in
2002 to $2.8 million in 2003, while taxable income
increased from $17.1 million in 2002 to $19.3 million
in 2003.

Financial condition

Total assets were $2.10 billion as of December 31,
2004, an increase of $263.4 million from December
31, 2003. A significant portion of this 14.3% increase
was associated with an increase in loans from $1.32
billion to $1.51 billion, and an increase in securities
available for sale from $411.0 million to $452.9
million during 2004.  Deposits were $1.80 billion as of
December 31, 2004, an increase of $274.2 million
from December 31, 2003.  

Investments
Securities available for sale increased $41.9 million
during 2004, from $411.0 million as of December 31,
2003, to $452.9 million as of December 31, 2004.
Securities available for sale increased as funds were
moved from federal funds sold to securities available
for sale in order to attain higher yields and to manage
interest rate risk.  State and political subdivision
securities were $131.6 million, an increase of  $49.3
million from a year earlier. State and political
subdivision securities comprised 29.1% of the portfolio
as of December 31, 2004, and 20.0% of the portfolio as
of December 31, 2003. U.S. government agency
securities were $313.2 million, a decrease of  $7.3

million from a year earlier. U.S. government agency
securities comprised 69.1% of the portfolio as of
December 31, 2004, and 78.0% of the portfolio as of
December 31, 2003. These changes did not represent a
change in investment policy.  The net unrealized gains
in the portfolio decreased from $5.0 million as of
December 31, 2003 to $537,000 as of December 31,
2004.

Loans
Total loans increased $188.3 million (14.3%) during
2004, from $1.32 billion as of year-end 2003 to $1.51
billion as of year-end 2004, with the most significant
changes occurring in real estate loans.  Residential
mortgages increased $105.2 million (25.7%) from
$408.8 million at December 31, 2003 to $514.0
million at December 31, 2004; construction loans
increased $51.0 million (23.3%) from $218.5 million
at December 31, 2003 to $269.5 million at December
31, 2004; and commercial real estate loans increased
from $459.0 million at December 31, 2003 to $514.8
million at December 31, 2004, an increase of $55.8
million or 12.1%.   At the same time, commercial and
industrial loans decreased from $192.4 million at
December 31, 2003 to $171.1 million at December 31,
2004, a decrease of $21.4 million or 11.1% and
installment loans decreased $2.3 million (5.2%) from
$44.5 million at December 31, 2003 to $42.2 million
at December 31, 2004. 

The Company experienced strong loan growth for a
variety of reasons.  Among these reasons were a
marketing strategy emphasizing a unique combination
of lending strength and personal service that is very
appealing to small to mid-sized businesses; a stable,
well-trained, and motivated sales staff; and locations
in a rapidly developing area in the Chicago Suburbs.
All of the loan growth was derived from within the
Company’s market area, with no supplementation from
purchased loans.  Because the Company is located in
growing areas, real estate lending (including
commercial, residential, and construction), is a
significant portion of the portfolio. These categories
comprised 86.0% of the portfolio as of December 31,
2004, and 82.3% of the portfolio as of December 31,
2003.  Within the real estate loan portfolio, the
Company regularly monitors levels of diversification
by type of real estate to optimize a risk/return balance.

In the fourth quarter of 2004, management conducted
a comprehensive review of our allowance for loan
losses. Although nonperforming loans increased from
$2.6 million at year-end 2003 to $5.3 million at year-
end 2004, as a result of our detailed analysis, we made

Management’s Discussion – continued



10

a negative provision to the reserve of $2.9 million
before taxes.  This resulted in an increase in income.
Nonperforming loans include loans in nonaccrual
status, renegotiated loans, and loans past due ninety
days or more and still accruing.  As a result of
enhancements to the methodology and internal
evaluations of probable and estimable losses,
management determined that this adjustment was
appropriate.  Net recoveries for 2004 were $94,000,
compared to net charge offs of $719,000 in 2003.   

A discussion of the factors driving changes in the
amount of the allowance for loan losses is included in
the Provision for Loan Losses section above.  One
measure of the adequacy of the allowance for loan
losses is the ratio of the allowance to total loans. The
allowance for loan losses as a percentage of total loans
was 1.03% as of December 31, 2004, compared to
1.39% as of December 31, 2003.  In management's
judgment, an adequate allowance for estimated losses
has been established; however there can be no
assurance that such losses will not exceed the
estimated amounts in the future. 

Although economic conditions have generally
improved, and there are numerous indications of
emerging strength, it is not certain that this strength is
sustainable, or that it will extend to all areas of the
economy.  Management, along with many other
financial institutions, remains cautious about the
economic outlook.  Furthermore, a slowdown in the
real estate market could adversely affect consumer
confidence and collateral values.  These events could
still adversely affect cash flows for both commercial
and individual borrowers, as a result of which, the
Company could experience increases in problem
assets, delinquencies, and losses on loans.

Sources of funds
The Company’s primary source of funds is customer
deposits. Total deposits grew $274.2 million during
2004, to $1.80 billion as of December 31, 2004. Most
of the growth was in certificate of deposit and money
market accounts.  Money market accounts grew $17.8
million (4.6%) during 2004. At the same time,
certificates of deposit of less than $100,000 increased
$119.9 million (30.7%), and certificates of deposit of
$100,000 or more increased $92.7 million (50.9%).
Pricing and sales strategies targeted growth in
transactional deposit accounts, and customer
reinvestment of maturing time deposit balances to
longer-term maturities. Successful selling efforts in
these areas resulted in an increase in new account

relationships and core funding sources.

The Company also utilizes repurchase agreements as a
source of funds. Repurchase agreements, which are
typically of short-term duration, were $45.2 million as
of December 31, 2004, a decrease of $2.6 million from
$47.8 million as of December 31, 2003. Other short-
term borrowings decreased from $106.0 million to
$75.8 million, primarily due to the decrease in federal
funds purchased. The note payable had an outstanding
balance of $2.7 million as of December 31, 2004
compared to $500,000 as of December 31, 2003 due to
changes in short term funding needs.  The Company is
currently maintaining liquid assets and delivering
consistent growth in core funding to provide funding
for loan growth.  

During June 2003, the Company completed the sale of
$31.6 million of junior subordinate debentures.  

Capital

Total stockholders’ equity increased $18.0 million
during 2004, from $117.0 million as of December 31,
2003, to $135.0 million as of December 31, 2004. Net
income of $26.3 million, reduced by dividends of $6.2
million, contributed retained earnings of $20.1 million
during 2004.  During 2004, a $2.7 million decrease in
net unrealized securities gains decreased stockholders’
equity.  In 2003, net income of $22.1 million, reduced
by dividends of $5.5 million, contributed retained
earnings of $16.6 million. During 2003, stockholders’
equity decreased $2.4 million relating to a change in
net unrealized securities gains.  The exercise of stock
options and the related tax benefit contributed
$562,000 to stockholders’ equity in 2004, and $1.12
million in 2003.   On June 16, 2004, the Board of
Directors of the Company declared a 2-for-1 stock split
effected in the form of a stock dividend payable on
July 28, 2004 to stockholders of record on July 16,
2004.  On May 21, 2002, the Board declared a 4-for-3
stock split, effected in the form of a stock dividend
payable on June 24, 2002 to stockholders of record on
June 14, 2002.  All historical share data and per share
amounts have been restated to reflect these stock
splits.

During June 2003, the Company completed its tender
offer for shares of its common stock, in which 723,053
shares were repurchased at $42.50 per share.  The total
cash payment required to complete the tender offer
was approximately $30.7 million, which was funded by
the sale of trust preferred securities.  The Company

Management’s Discussion – continued
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completed the sale of $27.5 million of cumulative trust
preferred securities by its subsidiary, Old Second Capital
Trust I (Nasdaq: OSBCP) in June 2003.  An additional
$4.1 million of cumulative trust preferred securities was
sold in the first week of July 2003.  The trust preferred
securities are amortized over a 30 year period.  Dividends
are payable quarterly at an annual rate of 7.80% and are
included in interest expense in the consolidated
financial statements.  

Return on average equity rose to 20.86% in 2004, from
17.65% in 2003, and 15.84% in 2002.  Two primary
factors contributed to this increase. First, net income
increased during this period of time, from $20.1 million
in 2002 to $22.1 million in 2003, and $26.3 million in
2004. Second, an increase in dividends paid and the
repurchase of Company shares, including the tender
offer in 2003, reduced average equity, resulting in
increasing returns on average equity.

The Company and its three subsidiary banks are subject
to regulatory capital requirements administered by
federal banking agencies. Capital adequacy guidelines
provide for five classifications, the highest of which is
well capitalized. The Company and the Banks were
categorized as well capitalized as of December 31, 2004. 

Bank regulatory bodies have adopted capital standards by
which all banks and bank holding companies will be
evaluated.   Capital levels and minimum required levels:

        

          
          

        
          

          

          
          

          
          

         

         
         

         
         

         

         
         

         
         

       

       
       

       
       

       

       
         

       
         

Quantitative and qualitative
disclosure about market risk

Liquidity and market risk
Liquidity is the Company’s ability to fund operations, to
meet depositor withdrawals, to provide for customer’s
credit needs, and to meet maturing obligations and
existing commitments. The liquidity of the Company
principally depends on cash flows from operating
activities, investment in and maturity of assets, changes
in balances of deposits and borrowings, and its ability to
borrow funds.

Net cash inflows from operations were $10.1 million
during 2004. Net cash outflows from investing activities
were $244.6 million in 2004, as a result of $189.4 million
in net principal disbursed on loans.  Net cash outflows for
the purchase of securities available for sale were $49.6
million as a result of cash inflows of  $164.7 million for
the sale of securities available for sale, offset by cash
outflows of $214.3 million for the purchases of securities
available for sale. Net cash inflows from financing
activities were $238.0 million in 2004, which included a
net increase in deposits of $274.2 million, offset by
decreases in short-term borrowings of $30.3 million and a
decrease in cash outflows for federal funds and repurchase
agreements purchased of $2.6 million.   

Management’s Discussion – continued
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The following tables disclose information on the maturity of the Company’s contractual long-term obligations and
commitments.

Management’s Discussion – continued

Management of investing and financing activities along
with market conditions determine the level and the
stability of net interest cash flows.  Management’s policy is
to mitigate the impact of changes in market interest rates
to the extent possible, so that balance sheet growth is the
principle determinant of growth in net interest cash flows. 

Net cash inflows from operations were $63.4 million
during 2003. Net cash outflows from investing activities
were $294.7 million in 2003, as a result of $258.4 million
in net principal disbursed on loans.  Net cash outflows for
the purchase of securities available for sale were $29.9
million as a result of cash inflows of  $244.3 million for
the sale of securities available for sale, offset by cash
outflows of $274.2 million for the purchases of securities
available for sale. Net cash inflows from financing
activities were $213.6 million in 2003, which included a
net increase in deposits of $134.0 million, enhanced by
increases in short-term borrowings of $98.2 million, offset
by a decrease in cash outflows for federal funds and
repurchase agreements purchased of $12.9 million.  The
increased cash inflows from financing activities provided
by the issuance of trust preferred debentures of $30.2
million was directly offset by a cash outflow for treasury
stock repurchases of $31.4 million.  

Interest rate risk
The impact of movements in general market interest rates
on a financial institution’s financial condition, including
capital adequacy, earnings, and liquidity, is known as
interest rate risk. Interest rate risk is the Company’s
primary market risk. As a financial institution, accepting
and managing this risk is an inherent aspect of the
Company’s business. However, safe and sound
management of interest rate risk requires that it be
maintained at prudent levels.

The Company analyzes interest rate risk by examining the
extent to which assets and liabilities are interest rate
sensitive. The interest sensitivity gap is defined as the
difference between the amount of interest earning assets
maturing or repricing within a specific time period and
the amount of interest-bearing liabilities maturing or

repricing within that time period. A gap is considered
positive when the amount of interest sensitive assets
exceeds the amount of interest sensitive liabilities. A gap
is considered negative when the amount of interest
sensitive liabilities exceeds the amount of interest
sensitive assets. During a period of rising interest rates, a
negative gap would tend to result in a decrease in net
interest income while a positive gap would tend to
positively affect net interest income. The Company's
policy is to manage the balance sheet such that
fluctuations in the net interest margin are minimized
regardless of the level of interest rates. 

The accompanying table does not necessarily indicate the
future impact of general interest rate movements on the
Company's net interest income because the repricing of
certain assets and liabilities is discretionary and is subject
to competitive and other pressures. As a result, assets and
liabilities indicated as repricing within the same period
may in fact reprice at different times and at different rate
levels. Assets and liabilities are reported in the earliest
time frame in which maturity or repricing may occur.
Although securities available for sale are reported in the
earliest time frame in which maturity or repricing may
occur, these securities may be sold in response to changes
in interest rates or liquidity needs.

Effects of inflation
In management's opinion, changes in interest rates affect
the financial condition of a financial institution to a far
greater degree than changes in the inflation rate. While
interest rates are greatly influenced by changes in the
inflation rate, they do not change at the same rate or in
the same magnitude as the inflation rate. Rather, interest
rate volatility is based on changes in the expected rate of
inflation, as well as on changes in monetary and fiscal
policies. A financial institution's ability to be relatively
unaffected by changes in interest rates is a good indicator
of its capability to perform in today's volatile economic
environment. The Company seeks to insulate itself from
interest rate volatility by ensuring that rate sensitive assets
and rate sensitive liabilities respond to changes in interest
rates in a similar time frame and to a similar degree. 

..................................................

..........................

........................................
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Management’s Discussion – continued
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Controls and procedures

The Chief Executive Officer and Chief Financial
Officer have evaluated the effectiveness of the design
and operation of the Company’s disclosure controls
and procedures, as defined in Rule 13a-15(e)
promulgated under the Securities and Exchange Act of
1934, as amended, as of December 31, 2004. Based on
that evaluation, the Chief Executive Officer and Chief
Financial Officer concluded that the Company’s
internal controls were effective.

During 2004, management performed a comprehensive
evaluation of the allowance for loan losses. As a result
of this evaluation, changes were made that enhanced
the methodology of determining the adequacy of the
allowance for loan losses. Other than this change,
there have been no significant changes in the
Company’s internal controls or in other factors that
could significantly affect internal controls.

Special note concerning
forward-looking statements
This document (including information incorporated
by reference) contains, and future oral and written
statements of the Company and its management may
contain, forward-looking statements, within the
meaning of such term in the Private Securities
Litigation Reform Act of 1995, with respect to the
financial condition, results of operations, plans,
objectives, future performance and business of the
Company.  Forward-looking statements, which may be
based upon beliefs, expectations and assumptions of
the Company’s management and on information
currently available to management, are generally
identifiable by the use of words such as "believe,"
"expect," "anticipate," "plan," "intend," "estimate,"
"may," "will," "would," "could," "should" or other
similar expressions.  Additionally, all statements in
this document, including forward-looking statements,
speak only as of the date they are made, and the
Company undertakes no obligation to update any
statement in light of new information or future events.

The Company’s ability to predict results or the actual
effect of future plans or strategies is inherently
uncertain.  Factors that could have a material adverse
effect on the operations and future prospects of the
Company and its subsidiaries include, but are not
limited to, the following:

• The strength of the United States economy in
general and the strength of the local economies in
which the Company conducts its operations which
may be less favorable than expected and may result
in, among other things, a deterioration in the
credit quality and value of the Company’s assets.

• The economic impact of past and any future
terrorists attacks, acts of war or threats thereof and
the response of the United States to any such

threats and attacks.

• The effects of, and changes in, federal, state and
local laws, regulations and policies affecting
banking, securities, insurance and monetary and
financial matters.

• The effects of changes in interest rates (including
the effects of changes in the rate of prepayments of
the Company’s assets) and the policies of the Board
of Governors of the Federal Reserve System. 

• The ability of the Company to compete with other
financial institutions as effectively as the Company
currently intends due to increases in competitive
pressures in the financial services sector.  

• The inability of the Company to obtain new
customers and to retain existing customers.

• The timely development and acceptance of
products and services, including products and
services offered through alternative delivery
channels such as the Internet.

• Technological changes implemented by the
Company and by other parties, including third
party vendors, which may be more difficult or more
expensive than anticipated or which may have
unforeseen consequences to the Company and its
customers.

• The ability of the Company to develop and
maintain secure and reliable electronic systems.

• The ability of the Company to retain key
executives and employees and the difficulty that
the Company may experience in replacing key
executives and employees in an effective manner.

• Consumer spending and saving habits which may
change in a manner that affects the Company’s
business adversely.

• Business combinations and the integration of
acquired businesses which may be more difficult or
expensive than expected.

• The costs, effects and outcomes of existing or
future litigation.

• Changes in accounting policies and practices, as
may be adopted by state and federal regulatory
agencies and the Financial Accounting Standards
Board.

• The ability of the Company to manage the risks
associated with the foregoing as well as anticipated.

These risks and uncertainties should be considered in
evaluating forward-looking statements and undue
reliance should not be placed on such statements.
Additional information concerning the Company and
its business, including other factors that could
materially affect the Company’s financial results, is
included in the Company’s filings with the Securities
and Exchange Commission.

Management’s Discussion – continued
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Old Second Bancorp Inc. and Subsidiaries
Consolidated Balance Sheets

December 31, 2004 and 2003
(In thousands, except share data)

 
                                          
                            
                        
                            
                  
                            
                  
                            

                   
                

                                   
              
                            

    

 
                        
                        
                  
                            
                          
                            
                                   
                            
                  

                            
                            
                        
                                   
                       
                        

    

See accompanying notes to consolidated financial statements.
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Old Second Bancorp Inc. and Subsidiaries
Consolidated Statements of Income

Years Ended December 31, 2004, 2003, and 2002
(In thousands, except share data)

                     
                     
                        
                   
                                
                         
                     
               

               
                     
                     
                              
                      
                           
               
               
               
               

      

 
                        

               
                     
                                
                                          
               

                   
               
                              
                           
              
                                    
               
               
                    
               

 
                           

See accompanying notes to consolidated financial statements.
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Old Second Bancorp Inc. and Subsidiaries
Consolidated Statements of Cash Flow

Years Ended December 31, 2004, 2003, and 2002
(In thousands)

 

See accompanying notes to consolidated financial statements.
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Old Second Bancorp Inc. and Subsidiaries
Consolidated Statements of

Changes in Stockholders’ Equity
Years Ended December 31, 2004, 2003, and 2002

(In thousands, except share data)

                                                     
                      

                                      
             

                      

                                
                                                        

                             
                     

           
                      

                            
             

                      
                                                        

                             
                 

 
                      

                                           
             

                      
                                                        

                             
 

See accompanying notes to consolidated financial statements.
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Old Second Bancorp Inc. and Subsidiaries
Notes to Consolidated Financial Statements

December 31, 2004, 2003, and 2002
(Table amounts in thousands, except per share data)

Note A: Summary of Significant Accounting Policies

Nature of Operations and Principles of Consolidation: The consolidated financial statements include Old Second
Bancorp Inc. and its wholly-owned subsidiaries; The Old Second National Bank of Aurora ("Old Second Bank"), Old
Second Bank-Yorkville, Old Second Bank-Kane County, Old Second Financial, Inc. and Old Second Mortgage
Company, together referred to as the "Company."  Old Second Mortgage Company also does business as Maple Park
Mortgage.  During 2002, Old Second Mortgage Company became a wholly-owned subsidiary of Old Second Bank. The
banking subsidiaries are referred to herein as the "Banks." Inter-company transactions and balances are eliminated in
consolidation.  Certain items in prior periods have been reclassified to conform to the current presentation.

The Company provides financial services through its offices located in Kane, Kendall, DeKalb, DuPage, LaSalle and
Will counties in Illinois. Its primary deposit products are checking, savings, and certificates of deposit, and its primary
lending products are residential and commercial mortgages, construction lending, commercial and installment loans. A
major portion of loans is secured by various forms of collateral including real estate, business assets, consumer property,
and other items, although borrower cash flow may also be a primary source of repayment. Old Second Mortgage
Company provides mortgage-banking services, Old Second Financial, Inc. provides insurance agency services and Old
Second Bank also engages in trust operations.

Use of Estimates: To prepare financial statements in conformity with accounting principles generally accepted in the
United States, management makes estimates and assumptions based on available information. These estimates and
assumptions affect the amounts reported in the financial statements and the disclosures provided, and future results
could differ.

Statement of Cash Flows: For purposes of the statement of cash flows, the Company considers cash and due from
banks and federal funds sold to be cash and cash equivalents. Generally, federal funds are intended to be sold for one-
day periods. 

Securities: Securities are classified as held to maturity and carried at amortized cost when management has the positive
intent and ability to hold them to maturity. Securities are classified as available for sale when they might be sold before
maturity. Securities available for sale are carried at fair value, with unrealized holding gains and losses, net of income
taxes, reported in accumulated other comprehensive income. Interest income includes amortization of purchase
premium or discount. Realized gains and losses are determined based on the amortized cost of the specific security sold.
Declines in the fair value that are deemed other than temporary, if any, are reported in noninterest income.

Loans Held for Sale: Old Second Mortgage Company originates residential mortgage loans, which consist of fixed rate
mortgage loans conforming to established guidelines and held for sale to the secondary market.  Mortgage loans held for
sale are carried at the lower of aggregate cost or fair value.  Gains on the sale of these mortgage loans are recorded in
the period in which the loans are sold. 

Advertising Costs: All advertising costs incurred by the Company are expensed in the period in which they are
incurred.

Loans: Loans are reported at the principal balance outstanding, net of unearned interest, deferred loan fees and costs,
and an allowance for loan losses. Interest income is reported on the interest method and includes amortization of net
deferred loan fees and costs over the loan term. The accrual of interest income is discontinued when full loan
repayment is in doubt or when a loan becomes contractually past due by more than 90 days with respect to interest or 
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Note A: Summary of Significant Accounting Policies-continued

principal.  When a loan is placed in nonaccrual status, any accrued, unpaid interest is reversed to the related income
account.  Interest on nonaccrual loans is not recovered until such time as it is actually paid by the borrower.  Such
payments can take the form of lump sums paid by the borrower, or more frequently, periodic installment payments.
When a nonaccrual loan has improved to the point where its collection is no longer in question, payments are applied
to recovery of the nonaccrual interest.  As long as any question remains as to the collection of the loan, payments
received on such loans are reported as principal reductions. 

Allowance for Loan Losses: The allowance for loan losses represents management’s estimate of probable credit losses
inherent in the loan portfolio. Determining the amount of the allowance for loan losses is inherently subjective,
because it requires significant judgment and the use of estimates related to the amount and timing of expected future
cash flows on impaired loans, estimated losses on pools of homogeneous loans based on historical loss experience, and
consideration of current economic trends and conditions, all of which may be susceptible to significant change. The
allowance for loan losses is a valuation allowance for credit losses, increased by the provision for loan losses and
decreased by charge-offs less recoveries. Management estimates the allowance balance required using various risk factors
including, but not limited to past loan loss experience, known and inherent risks in the portfolio, information about
specific borrower situations and estimated collateral values, economic conditions, and other factors.

The methodology for determining the appropriate level of the allowance for loan losses consists of three components:
(i) specific reserves established for expected losses resulting from analysis developed through specific credit allocations
on individual loans for which the recorded investment in the loan exceeds the measured value of the loan; (ii) reserves
based on historical loan loss experience for each loan category; and (iii) reserves based on general, current economic
conditions as well as specific economic factors believed to be relevant to the markets in which the Company operates.

Additions to the allowance for loan losses are expensed through the provision for loan losses and reductions in the
allowance for loan losses are credited to the provision for loan losses. Loans believed by management to be uncollectible
are charged against the allowance for loan losses and recoveries of previously charged-off loans are credited to the
allowance for loan losses. Impaired loans are measured based on the present value of the future cash flows, discounted at
the loan’s original effective interest rate, or the fair value of underlying collateral, if the loan is collateral dependent.
There were no material impaired loans as of December 31, 2004 or December 31, 2003.

Premises and Equipment: Premises and equipment are stated at cost less accumulated depreciation and amortization.
Depreciation is computed over estimated useful lives of ten to forty years for premises and five to seven years for
furniture and equipment principally by the use of straight-line depreciation methods for book purposes, while
accelerated depreciation is used for income tax purposes.  When property is retired or otherwise disposed of, the stated
amount, net of sale proceeds in the event of a sale of assets, is recognized as a gain or loss at the time of disposal.
Expenditures for maintenance and repairs are expensed as incurred, and expenditures for major renovations are
capitalized.

Other Real Estate Owned: Real estate acquired in settlement of loans is recorded at fair value when acquired, less
estimated costs to sell. The difference between the net book value and fair value at the foreclosure date is charged to
the allowance for loan losses. If fair value declines after acquisition, the carrying amount is reduced to the lower of the
initial amount or fair value less costs to sell.   Such declines are included in noninterest expense.

Goodwill and Core Deposit Intangibles: Goodwill is the excess of purchase price of an acquisition over the fair value
of identified net assets acquired in an acquisition.  Goodwill (and intangible assets deemed to have indefinite lives) is
not amortized but is subject to annual impairment tests.  Other intangible assets, including core deposit intangibles, are
amortized over their useful lives.  

Long-term Assets: These assets, including intangibles, are reviewed for impairment when events indicate their carrying
amount may not be recoverable from future undiscounted cash flows. If impaired, the assets are recorded at discounted
amounts.
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Note A: Summary of Significant Accounting Policies-continued

Trust Assets and Fees: Assets held in fiduciary or agency capacities are not included in the consolidated balance sheets
because such amounts are not assets of the Company.  Income from trust fees is recorded on an accrual basis and is
included as a component of noninterest income.

Retirement Plan Costs: The Company has a tax-qualified noncontributory defined benefit retirement plan covering
substantially all full-time and regular part-time employees of the Company. Generally, benefits are based on years of
service and compensation. Certain participants in the defined benefit plan are also covered by an unfunded
supplemental retirement plan. The purpose of the supplemental retirement plan is to extend full retirement benefits to
individuals without regard to statutory limitations under tax-qualified plans.

Bank Owned Life Insurance: The Company has purchased life insurance policies on certain employees. Bank owned
life insurance is recorded at its cash surrender value, which is the amount that can be realized. 

Long-term Incentive Plan: In accordance with SFAS No. 123, "Accounting for Stock-Based Compensation," the
Company has elected to account for stock-based compensation using the intrinsic value method prescribed by
Accounting Principles Board Opinion No. 25, "Accounting for Stock Issued to Employees" and all subsequent
amendments and clarifications.  Under this method, no compensation cost is reorganized for stock options granted at or
above fair market value.  

The following pro forma information presents net income and earnings per share had the fair value method of SFAS
No. 123 been used to measure compensation cost for stock option plans.

 
                        
                                    
                                    
                                    
                                    

 

The pro forma effects were computed using option-pricing models with the following assumptions:

Expected life was based on contractual expiration date in 2002 and 2003.  In 2004, the expected life was based on
historical average holding period.

Common Stock Splits: On June 15, 2004, the board of directors declared a 2-for-1 stock split effected in the form of a
stock dividend payable on July 28, 2004 to stockholders of record on July 16, 2004.  On May 21, 2002, the board of
directors declared a 4-for-3 stock split effected in the form of a stock dividend payable on June 24, 2002 to stockholders
of record on June 14, 2002.  All references to the number of common shares and per share amounts in the consolidated
financial statements and related footnotes have been restated as appropriate to reflect the effect of the stock splits for
all periods presented.  Stock prices have been restated to reflect the changes for all periods presented.
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Note A: Summary of Significant Accounting Policies-continued

Income Taxes: Income tax expense is the total of the current year income tax due or refundable and the change in
deferred tax assets and liabilities. Deferred tax assets and liabilities are the expected future tax amounts for the
temporary differences between carrying amounts and tax basis of assets and liabilities, computed using enacted tax rates.
The effect on deferred taxes of a change in tax rates is recognized in income in the period that includes the enactment
date of the change.  A valuation allowance is provided for any deferred tax asset for which it is more likely than not
that the asset will not be realized.  Changes in valuation allowances are recorded as a component of income taxes.

Earnings Per Share: Basic earnings per share are net income divided by the weighted-average number of common
shares outstanding during the year. Diluted earnings per share includes the dilutive effects of additional potential
common shares issuable under stock options, computed based on the treasury stock method using the average market
price for the period.  Earnings and dividends per share are restated for all stock splits and dividends through the date of
issue of the consolidated financial statements.

Treasury Stock: Shares of Old Second Bancorp Inc. may be acquired for reissuance in connection with stock option
plans, for future stock dividend declarations, and for general corporate purposes. Treasury shares acquired are recorded at
cost.

Derivative Financial Instruments: Statement of Financial Accounting Standards No. 133, "Accounting for Derivative
Instruments and Hedging Activities," ("SFAS No. 133"), which was subsequently amended by SFAS No. 138, requires
companies to record derivatives on the balance sheet as assets and liabilities measured at their fair value. The
accounting for increases and decreases in the value of derivatives depends upon the use of derivatives and whether the
derivatives qualify for hedge accounting.

The Company enters into commitments to originate loans whereby the interest rate on the loan is determined prior to
funding, known as rate lock commitments. Rate lock commitments on mortgage loans to be held for sale are considered
derivatives. The Company enters into hedging instruments, primarily fixed-rate sale obligations, in order to offset
movement in the value of the rate lock commitments, creating a fair value hedge. Adjustments are made to reflect the
fair value of both the hedging instruments and the rate lock commitments, with any difference immediately recognized
as an adjustment to income. 

Comprehensive Income: Comprehensive income is the total of net income and certain other items that are charged or
credited to stockholders’ equity. The Company includes changes in unrealized gains or losses, net of tax, on securities
available for sale in other comprehensive income. Comprehensive income is presented in the Consolidated Statement
of Changes in Stockholders’ Equity and accumulated other comprehensive income is reported in the Consolidated
Balance Sheets.

Variable Interest Entity: In December 2003, the FASB revised FIN No. 46, "Consolidation of Variable Interest
Entities." FIN 46, as revised in December 2003, changes the accounting model for consolidation from one based on
consideration of control through voting interests. Whether to consolidate an entity will now also consider whether that
entity has sufficient equity at risk to enable it to operate without additional financial support, whether the equity
owners in that entity lack the obligation to absorb expected losses or the right to receive residual returns of the entity,
or whether voting rights in the entity are not proportional to the equity interest and substantially all the entity’s
activities are conducted for an investor with few voting rights. As of December 31, 2004, the Company applied the
provisions of FIN 46 to Old Second Capital Trust I, a wholly-owned subsidiary trust that issued capital securities to
third-party investors. As a result, Old Second Capital Trust I is an unconsolidated subsidiary of the Company. The
issuance of trust preferred securities through this trust subsidiary is discussed further in Note I.

Segment Reporting: Operating segments are components of a business about which separate financial information is
available and that are evaluated regularly by the chief operating decision maker in deciding how to allocate resources
and assess performance.  Public companies are required to report certain financial information about operating
segments.  The Company’s chief operating decision maker evaluates the operations of the Company as one operating
segment, Community Banking.  As a result, disclosure of separate segment information is not required.   
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Note A: Summary of Significant Accounting Policies-continued

The Company offers the following products and services to external customers: deposits, loans and trust services.
Revenues for each of these products and services are disclosed separately in the consolidated statements of income.

Dividend Restriction: Banking regulations require maintaining certain capital levels and may limit the dividends paid
by the Banks to the Company or by the Company to stockholders.

New Accounting Pronouncements: On December 16, 2004, the Financial Accounting Standards Board (FASB) issued
FASB Statement No. 123 (revised 2004), Share-Based Payment, which is a revision of FASB Statement No. 123,
"Accounting for Stock- Based Compensation."   Statement 123 (R) supersedes APB Opinion No. 25, "Accounting for
Stock Issued to Employees," and amends FASB Statement No. 95, "Statement of Cash Flows."  Generally, the approach
in Statement 123 (R) is similar to the approach described in Statement 123.  However, Statement 123 (R) requires all
share-based payments to employees, including grants of employee stock options, to be recognized in the income
statement based on their fair values.  Pro forma disclosure is no longer an alternative.  Statement 123 (R) is effective
for periods beginning after June 15, 2005.  The Company expects to adopt Statement 123 (R) on July 1, 2005.

As permitted by Statement 123, the Company accounts for share-based payments to employees using APB No. Opinion
25’s intrinsic value method and, as such, generally recognizes no compensation cost for employee stock options.
Accordingly, the adoption of Statement 123 (R)’s fair value method will have a significant impact on results of
operations, although it will have no impact on the overall financial position.  The impact of adoption of Statement 123
(R) cannot be predicted at this time because it will depend on levels of share-based payments granted in the future.
However, had the Company adopted Statement 123 (R) in prior periods, the impact of that standard would have
approximated the impact of statement 123 as described in the disclosure of pro forma net income and earnings per share
in Note A to the consolidated financial statements.

In March 2004, the FASB Emerging Issues Task Force ("EITF") released Issue 03-01, "The Meaning of Other Than
Temporary Impairment and its Application to Certain Investments" ("EITF 03-1"). EIFT 03-1, effective for periods
beginning after June 15, 2004, provides guidance for determining other-than-temporary impairment for certain debt and
equity investments. In September 2004, the FASB staff issued FASB Staff Position (FSP) EITF 03-1-1, which delayed
the effective date for certain measurement and recognition guidance contained in Issue 03-1. The disclosure
requirements of EITF 03-1 remain in effect and are presented in Note C, Securities. Although the amount of other-
than-temporary impairment that may need to be recognized in the future will be dependent on market conditions and
other factors, management does not anticipate that the issuance of the final guidance will have a material effect on
financial condition or results of operations.

In December 2003, the American Institute of Certified Public Accountants issued Statement of Position (SOP) 03-3,
Accounting for Certain Loans or Debt Securities Acquired in a Transfer. SOP 03-3 addressed accounting for loans and
certain debt securities acquired in a business combination. Loans and certain debt securities are to be recorded at
present value when it is probable that all contractual cash flows on a loan will not be collected. SOP 03-3 also requires
the excess of all cash flows over the initial present value to be recognized as interest income on a level-yield basis over
the life of the loan. Subsequent decreases are recognized as impairment. SOP 03-3 is effective for loans and debt
securities acquired beginning after December 15, 2004, and is not expected to have a material impact on financial
condition or results of operations.

Note B: Cash and Due from Banks

Old Second Bank is required to maintain reserve balances with the Federal Reserve Bank. In accordance with Federal
Reserve Bank requirements, the average reserve balance was $14,212,000 during 2004.
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Note C: Securities

Securities available for sale at December 31 are summarized as follows:
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The unrealized loss of the securities portfolio is attributable to the increase in interest rates, which has caused the
amortized cost to be more than the current fair value.  If interest rates would decrease, the individual securities would
then increase in value.  The securities affected are primarily issued by FNMA and FHLMC, and are not related to credit
quality deterioration.  The Company has the ability and intent to hold all securities in an unrealized loss position until
maturity or such time that they are no longer in a loss position.  Securities with a fair value of approximately $300.6
million and $269.5 million at December 31, 2004, and 2003, were pledged to secure public deposits and securities sold
under repurchase agreements and for other purposes required or permitted by law. 

Note D: Loans

Major classifications of loans at December 31 were as follows:

Note C: Securities–continued

 
           

           
           

           

           
           

 
               

           
           

 
             
          

 

 
                               
                              
                                          

 

 
                      
                      
                      
                          

 
                          

 

It is the policy of the Company to review each prospective credit in order to determine an adequate level of security or
collateral to obtain prior to making a loan.  The type of collateral, when required, will vary in ranges from liquid assets
to real estate.  The Company’s access to collateral, in the event of borrower default, is assured through adherence to
state lending laws and the Company’s lending standards and credit monitoring procedures.  The Banks generally make
loans within their market areas.  There are no significant concentrations of loans where the customers’ ability to honor
loan terms is dependent upon a single economic sector.

Past due and nonaccrual loans at December 31 were as follows:

Loans to principal officers, directors, and their affiliates, which were made in the ordinary course of business, in 2004
and 2003, were as follows at December 31:

Note E: Allowance for Loan Losses

Changes in the allowance for loan losses were as follows:
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Note E: Allowance for Loan Losses-continued

Loans are considered impaired when it is probable that the Bank will be unable to collect the contractual amount of
both principal and interest.  Generally, a loan is impaired for purposes of FASB 114 if it exhibits the same level of
weaknesses and probability of loss as loans classified doubtful or loss.  Loan officers will identify impaired loans as part of
the review process or by the Loan Review Officer during his/her review of the portfolio.  It is the policy of the Bank to
recognize a loss as a charge to the loss reserve on all impaired loans.  Classification of a loan as impaired and the
determination of the amount of the impairment are done in accordance with FASB 114.

Note F: Premises and Equipment

Premises and equipment at December 31 were as follows:

 
                                                                   
                                                                     

 

 

                                
      

 

                                
      

 
                       
                       
                       
                       
                       

 

Note G:  Intangible Assets

Amortization expense for the year ended December 31, 2004 was $355,000.  The estimated amortization expense for
the next two years will be $355,000 per year.

Note H: Deposits

Major classifications of deposits at December 31 were as follows:

................................
............................

....

..................................................................

........................................................................

..................................................................

........................................................................

..........................................................................
............................................................................................

................................................................................
....................................................................

........................................

........................................



27

Note H: Deposits-continued

At year-end 2004, scheduled maturities of time deposits were as follows:

The following table sets forth the amount and maturities of deposits of $100,000 or more at December 31, 2004:

Note I: Borrowings

The following table is a summary of borrowings as of December 31:

The Company enters into sales of securities under agreements to repurchase (repurchase agreements).  These repurchase
agreements are treated as financings.  The dollar amounts of securities underlying the agreements remain in the asset
accounts.  Securities sold under agreements to repurchase consisted of U.S. government agencies at December 31, 2004
and 2003, and are held in third party pledge accounts.

The Company borrowings at the FHLB are limited to the lesser of 35% of total assets or 60% of the book value of
certain mortgage loans. In addition, these notes are collateralized by FHLB stock of $1.1 million and $1.0 million at
December 31, 2004 and 2003, respectively.  The maturity date of the December 31, 2004 outstanding FHLB advances
is March 1, 2005. 

At December 31, 2004 and 2003, respectively, short-term borrowings totaled $123.7 million at a weighted average rate
of 1.4% and $154.4 million at a weighted average rate of 1.2%.   The decrease in short-term borrowings was due to the
decrease in federal funds purchased of $53.7 million offset by an increase in FHLB advances of $25.0 million.   The
decrease in short-term borrowings was primarily the result of deposit growth during 2004 that exceeded asset growth.
During 2004, deposits grew $274.2 million while loans grew $187.1 million.

The Company is a Treasury Tax & Loan (TT&L) depository for the Federal Reserve Bank (FRB), and as such, they
accept TT&L deposits. The Company is allowed to hold these deposits for the FRB until they are called. The interest
rate is the federal funds rate less 25 basis points.  Securities with a face value greater than or equal to the amount
borrowed are pledged as a condition of borrowing TT&L deposits. As of December 31, 2004 and 2003, the TT&L
deposits were $2.0 million and $3.1 million, respectively.

The Company completed the sale of $27.5 million of cumulative trust preferred securities by its subsidiary, Old Second
Capital Trust I (Nasdaq: OSBCP) in June 2003.  An additional $4.1 million of cumulative trust preferred securities was
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Note I: Borrowings-continued

sold in the first week of July 2003.  The trust preferred securities are amortized over a 30 year period.  Dividends are
payable quarterly at an annual rate of 7.80% and are included in interest expense in the consolidated financial
statements.  The debentures that were issued by Old Second Capital Trust I are recorded on the Consolidated Balance
Sheets as Junior Subordinated Debentures.  For additional information, see Note A: Summary of Significant
Accounting Policies – Variable Interest Entity.

The Company had a $20 million line of credit available with Marshall & Ilsley under which there was a $2.7 million
outstanding balance as of December 31, 2004 and a $500,000 outstanding balance as of December 31, 2003.  A
revolving business note dated April 30, 2004 secures the line of credit and is guaranteed by the Company.   The note
provides that any outstanding principal will bear interest at the Company’s option, at the rate of either 1% over the
previous month average (Federal Reserve targeted rate) federal funds rate or 0.90% over the adjusted interbank rate
with a minimum interest rate of 2.20%.  This borrowing is for general corporate purposes, including funding loans held
for sale at the Old Second Mortgage Company subsidiary.  

At year-end 2004, scheduled borrowings were as follows:

The following table reflects categories of short-term borrowings having average balances during the year greater than
30% of stockholders' equity of the Company at the end of the year.  During 2004, federal funds sold and securities sold
under repurchase agreements meet the criteria.  For the years ended 2003 and 2002, securities sold under repurchase
agreements met the criteria.  Information presented is as of or for the year ended December 31, for the years indicated:

Note J: Income Taxes

Income tax expense (benefit) for the year ended December 31, was as follows:
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Note J: Income Taxes–continued

The following were the components of the deferred tax assets and liabilities as of December 31:

The components of the provision for deferred income taxes were as follows:

Effective tax rates differ from federal statutory rates applied to financial statement income due to the following:

Note K: Retirement Plans

The Company has a tax-qualified noncontributory defined benefit retirement plan covering substantially all full-time
and regular part-time employees of the Company. Generally, benefits are based on years of service and compensation.
Certain participants in the defined benefit plan are also covered by an unfunded supplemental retirement plan. The
purpose of the supplemental retirement plan is to extend full retirement benefits to individuals without regard to
statutory limitations under tax-qualified plans.
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Note K: Retirement Plans

The following table sets forth the plans’ status and amounts recognized in the these financial statements:

 

 
                           
                                 
                           
                           

 

 
                            
                        
                           

 

 
                        
                                 

           
 

 
                                 
                           

                                   
                                       

                      
 

 
                                 

The pension plan weighted-average asset allocation at December 31, 2004 and 2003, the measurement dates, by asset
category were as follows:
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Note K: Retirement Plans-continued

The investment return objective for the pension plan is to maximize total return, with a targeted minimum of 8%.
Asset allocation calls for 40 to 60% in equity securities, 40 to 60% in bonds, and 0 to 20% in money markets.  In 2003,
the Company made its contribution to the plan late in the month of December and the funds in money markets were
not invested prior to close of business December 31, 2003. In December 2004, an increase in market value of equity
securities and a significant retirement distribution resulted in asset allocations temporarily falling outside of the plan
ranges as of December 31, 2004.

The following represent benefits that are expected to be paid over the next ten years:

The Company anticipates making contributions to the pension plan in year 2005 in the amount of $2,150,000.  

Note L: Employee Benefit Plans

Old Second Bancorp Inc. Employees 401(k) Savings Plan and Trust
The Company sponsors a qualified, tax-exempt pension plan qualifying under section 401(k) of the Internal Revenue
Code.  Virtually all employees are eligible to participate after meeting certain age and service requirements. Eligible
employees are permitted to contribute up to a dollar limit set by law of their compensation to the 401(k) plan.
Pursuant to the plan, the Company matches up to 100% of a participant’s deferral into the 401(k) plan limited up to 4
% of each participant’s salary. The profit sharing portion of the 401(k) plan arrangement provides an annual
discretionary contribution to the retirement account of each employee based in part on the Company’s profitability in a
given year, and on each participant’s annual compensation.   Participants can choose between several different
investment options under the 401(k) plan, including shares of the Company’s common stock.  

The total matching and profit sharing contributions that the Company made under the 401(k) plan was $1,397,000 in
2004, $1,417,000 in 2003, and $1,299,000 in 2002. 

Old Second Bancorp Inc. Voluntary Deferred Compensation Plan for Executives
The Company sponsors an executive deferred compensation plan, which is a means by which certain executives may
voluntarily defer a portion of their salary or bonus.  This plan is an unfunded, nonqualified deferred compensation
arrangement.  Company obligations under this arrangement as of December 31, 2004 and December 31, 2003 were
$1,337,000 and $989,000.  

Note M: Long-Term Incentive Plan

The Long-Term Incentive Plan (the "Incentive Plan") authorizes the issuance of up to 1,333,000 shares of the
Company's common stock, including the granting of qualified stock options ("Incentive Stock Options"), nonqualified
stock options, restricted stock and stock appreciation rights. Stock based awards may be granted to selected directors
and officers or employees at the discretion of the board of directors. The Incentive Plan requires the exercise price of
any incentive stock option issued to an employee to be at least equal to the fair market value of Company common
stock on the date the option is granted. All stock options are granted for a maximum term of ten years, with vesting
occurring over the first three years.  

Nonqualified stock options may be granted to directors based upon a formula. These and other awards under the
Incentive Plan may be granted subject to a vesting requirement and would become fully vested upon a merger or
change in control of the Company. Since December 31, 1998, there have been no nonqualified stock options, stock
appreciation rights, or restricted stock issued under the Incentive Plan. 

 

 
            
            
            
            
         

............................

............................

............................

............................

............................
................



32

Note N: Earnings per Share

Note M: Long-Term Incentive Plan–continued

A summary of activity in the Incentive Plan and options outstanding as of year-end was as follows:

Additional information regarding stock options outstanding as of December 31, 2004 is as follows:
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Note O: Other Comprehensive Income

The following table summarizes the related income tax effect for the components of Other Comprehensive Income as of
December 31: 

Note P: Commitments

In the normal course of business, there are outstanding commitments that are not reflected in the financial statements.
Commitments include financial instruments that involve, to varying degrees, elements of credit, interest rate, and
liquidity risk. In management’s opinion, these do not represent unusual risks and management does not anticipate
significant losses as a result of these transactions. The Company uses the same credit policies in making commitments
and conditional obligations as it does for on-balance sheet instruments. Standby letters of credit outstanding at
December 31, 2004 were approximately $42 million. As of December 31, 2004, firm commitments to fund loans in the
future were approximately $378 million, of which $27 million were fixed rate and $351 million were variable rate. As of
December 31, 2004, there were other commitments and contingent liabilities arising in the normal course of business
that, in management’s opinion, will not have a material effect on future financial results.

Certain subsidiaries of the Company and branches of the Banks occupy certain facilities under long-term operating
leases and, in addition, lease certain software and data processing and other equipment.  The aggregate minimum
annual rental commitments under these leases total approximately $349,000 in 2005, $366,000 in 2006, $371,000 in
2007, $378,000 in 2008, $160,000 in 2009 and $170,000 thereafter.   The Company also receives rental income on
certain leased properties.  As of December 31, 2004, aggregate future minimum rentals to be received under
noncancelable leases totaled $114,000.  Total operating lease expense, net of rental income, recorded under all
operating leases was $430,000 in 2004, $244,000 in 2003 and $189,000 in 2002.

Legal proceedings
The Company and its subsidiaries have, from time to time, collection suits in the ordinary course of business against its
debtors and are defendants in legal actions arising from normal business activities. Management, after consultation with
legal counsel, believes that the ultimate liabilities, if any, resulting from these actions will not have a material adverse
effect on the financial position of the Banks or on the consolidated financial position of the Company.

Note Q: Capital

The Company and the Banks are subject to regulatory capital requirements administered by federal banking agencies.
Capital adequacy guidelines and prompt corrective action regulations involve quantitative measures of assets, liabilities,
and certain off-balance-sheet items calculated under regulatory accounting practices. Capital amounts and
classifications are also subject to qualitative judgments by regulators. Failure to meet capital requirements can initiate
regulatory action.  Prompt corrective action regulations provide five classifications: well capitalized, adequately
capitalized, 
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Note Q: Capital–continued

undercapitalized, significantly undercapitalized, and critically undercapitalized, although these terms are not used to
represent overall financial condition. If adequately capitalized, regulatory approval is required to accept brokered
deposits. If undercapitalized, capital distributions are limited, as is asset growth and expansion, and plans for capital
restoration are required. Actual and required capital amounts (in thousands) and ratios are presented below at year-end.

As of the Company’s and the Banks’ most recent regulatory notification, the Company and the Banks were categorized
as well capitalized. Management is not aware of any conditions or events since the most recent regulatory notification
that would change the Company’s or the Banks’ categories.

Capital levels and minimum required levels at year-end:

National and state bank regulations and capital guidelines limit the amount of dividends that may be paid by the Banks
without prior regulatory approval. At December 31, 2004 approximately $60,232,000 was available for the payment of
dividends by the Banks to the Company.  

During June 2003, the Company completed its tender offer for shares of its common stock, in which 723,053 shares
were repurchased at $42.50 per share.  The total cash payment required to complete the tender offer was approximately
$31.6 million, which was funded by the issuance of cumulative trust preferred securities by its subsidiary, Old Second
Capital Trust I (Nasdaq:OSBCP).  The cumulative trust preferred securities are amortized over 30 years using the
straight-line method.  Cash distributions on the securities are payable quarterly at an annual rate of 7.80% and are
included in interest expense in the consolidated financial statements.

Note R: Fair Values of Financial Instruments

The estimated fair values approximate carrying amount for all items except those described in the following table. Fair
values of loans were estimated for portfolios of loans with similar financial characteristics, such as type and fixed or
variable interest rate terms. Cash flows were discounted using current rates at which similar loans would be made to
borrowers with similar ratings and for similar maturities. The fair value of time deposits is estimated using discounted
future cash flows at current rates offered for deposits of similar remaining maturities. The fair values of borrowings were
estimated based on interest rates available to the Company for debt with similar terms and remaining maturities.
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Note R: Fair Values of Financial Instruments–continued

The carrying amount and estimated fair values of financial instruments were as follows:

Note S: Parent Company Condensed Financial Information

Condensed Balance Sheets as of December 31 were as follows:

Condensed Statements of Income for the years ended December 31 were as follows:
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Note S: Parent Company Condensed Financial Information–continued

Condensed Statements of Cash Flows for the years ended December 31 were as follows:

 

               
                                         
                            
                                 
                              
                        

                    
                    

                     
                        
                            

      
                              

            
                             
                        

 

Note T: Summary of Quarterly Financial Information (unaudited)

The following represents unaudited quarterly financial information for the periods indicated:

Note U: Stockholders’ Rights Plan  

On September 17, 2002, the Company’s Board of Directors adopted a Stockholders’ Rights Plan. The Plan provided for
the distribution of one right on October 10, 2002, for each share of the Company’s outstanding common stock as of
September 27, 2002. The rights have no immediate economic value to stockholders because they cannot be exercised
unless and until a person, group or entity acquires 15% or more of the Company’s common stock or announces a tender
offer. The Plan also permits the Company’s Board of Directors to redeem each right for one cent under various
circumstances.  In general, the Plan provides that if a person, group or entity acquires a 15% or larger stake in the
Company or announces a tender offer, and the Company’s Board chooses not to redeem the rights, all holders of rights,
other than the 15% stockholder, will be able to purchase a certain amount of the Company’s common stock for half of
its market price.
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Report of Independent Auditors

Report of Independent Registered Public Accounting Firm 

The Board of Directors and Shareholders of
Old Second Bancorp, Inc.

We have audited the accompanying Consolidated Balance Sheets of Old Second Bancorp, Inc.
and Subsidiaries as of December 31, 2004 and 2003, and the related Consolidated Statements
of Income, Cash Flows and Changes in Shareholders’ Equity for the three years in the period
ended December 31, 2004.  These financial statements are the responsibility of the Company’s
management.  Our responsibility is to express an opinion on these financial statements based
on our audits.

We conducted our audits in accordance with standards of the Public Company Accounting
Oversight Board (United States).  Those standards require that we plan and perform the audit
to obtain reasonable assurance about whether the financial statements are free of material
misstatement.  An audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements.  An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation.  We believe that our audits provide a reasonable basis for our
opinion.  

In our opinion, the financial statements referred to above present fairly, in all material respects,
the consolidated financial position of Old Second Bancorp, Inc. and Subsidiaries at December
31, 2004 and 2003, and the consolidated results of their operations and their cash flows for
each of the three years in the period ended December 31, 2004, in conformity with U.S.
generally accepted accounting principles.  

We also have audited, in accordance with the standards of the Public Company Accounting
Oversight Board (United States), the effectiveness of Old Second Bancorp, Inc.’s internal
control over financial reporting as of December 31, 2004, based on criteria established in
Internal Control – Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission and our report dated March 4, 2005 expressed an
unqualified opinion thereon.  

Chicago, Illinois
March 4, 2005
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Corporate Office
37 River Street
Aurora, Illinois 60506-4172
(630) 892-0202
www.o2bancorp.com

Market for the Company’s Common Stock
The Company’s common stock trades on The Nasdaq Stock Market under the symbol "OSBC." As of December 31,
2004, the Company had approximately 1,200 stockholders of record of its common stock. The following table sets forth
the range of prices during each quarter for 2004 and 2003.  Stock prices have been restated to reflect stock splits.

Form 10-K and Other Information
We maintain a website at http://www.o2bancorp.com.  We make available free of charge on or through our website, our
annual report on Form 10K, quarterly reports on Form 10-Q, current reports on Form 8-K and amendments to those
reports filed or furnished pursuant to Section 13(a) or 15(d) of the Exchange Act as soon as reasonably practicable after
we electronically file such material with, or furnish it to, the Securities and Exchange Commission.  Our code of
conduct and charters of our various committees of the Board of Directors are also available on the website.  We will
also provide copies of our filings free of charge upon written request to: J. Douglas Cheatham, Senior Vice President
and Chief Financial Officer, Old Second Bancorp Inc., 37 South River Street, Aurora, Illinois 60506-4172.

Transfer Agent/Stockholder Services
Inquires related to stockholders records, stock transfers, changes of ownership, change of address and dividend
payments should be sent to the transfer agent at the following address:

Old Second Bancorp Inc.
c/o Robin Hodgson, VP Administration
37 River Street
Aurora, Illinois 60506-4172
(630) 906-5480
rhodgson@o2bancorp.com

Old Second Bancorp Inc. and Subsidiaries
Corporate Information
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Old Second Bancorp Inc. and Subsidiaries
Consolidated Balance Sheet

December 31, 2004
(In thousands)
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