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2010 Year End Letter to Stockholders

Although 2010 proved to be another challenging year for Old Second Bank as we continued to
work through severe economic challenges, we are cautiously optimistic that business conditions

and financial results will show improvement in 2011.

During the last two years, high unemployment, continued deterioration of real estate values and
increased numbers of mortgage foreclosures affected our market areas and many of our borrowers.
We worked diligently to navigate these tough conditions, offering maximum service to our
customers while continuing to strive to be a financial services leader in the communities we

serve.

Reflecting these difficult markets, our 2010 financial results were disappointing, as we posted a
full-year loss of $113.2 million. More than half of this reflected a $65 million non-cash reserve
for the write-down of our bank’s deferred tax asset, which we took in fourth quarter. Additionally,
we shouldered higher-than-historical levels of loan losses that required us to add $89.7 million to

our loan loss reserve.

With the closing of 2010 and the beginning of 2011, we see reasons for cautious optimism. The
local economy has shown signs of improvement; while our non-performing loan levels remain
elevated, they have begun to show signs of stabilization; and we have succeeded in reducing our
exposure in the construction and development segment, which accounted for 62.4% of our losses
during 2009 and 2010. This segment has been reduced to 7.7% of our loan portfolio at the end of
2010, from a high of nearly 16.4% at its peak in 2008. We feel confident the majority of the

losses in this part of our portfolio have now been recognized.

We also are experiencing an increased number of properties moving into Other Real Estate
Owned (OREQO) and beginning to see more potential buyers, both of which should aid our efforts

to transition these properties out of the bank.

In addition, many recent appraisals on commercial real-estate properties indicate that property
values may be stabilizing. If these trends continue, we should benefit from a slowdown in new
problem loans, fewer additional new allocations to existing problem loans and an enhanced

ability to move more distressed loans out of the bank.



Our income from non-interest activities was a bright spot again in 2010. Our residential mortgage
division had an outstanding year with mortgage banking income of $11.2 million and new loan
originations of about $354 million, most of which were sold in the secondary market. Additionally, we
continued to grow our Wealth Management area with the addition of the River Street Advisors

subsidiary. This combined group now manages over $1 billion in assets.

We continue to reposition our balance sheet to help reduce risk in an effort to enhance our liquidity and
overall asset quality. Our capital position has been aided by our on-going capital preservation program,
through which we have focused on limiting our expenses and deferring dividend distribution where

permissible.

Total capital for Old Second National Bank as of the year-end was 11.63%, our leverage ratio was 8.10%
and our tangible equity was a healthy 8.65%. As previously disclosed, the bank was not in full
compliance with the heightened capital ratios that it had agreed to maintain with the Office of the
Comptroller of the Currency (OCC). Specifically, the bank was slightly below our mandated leverage
ratio of 8.75% however, the bank exceeded the agreed to total capital requirement of 11.25%. As we
enter 2011 capital preservation remains a top priority, and we continue to position the company so we

can raise additional capital when the appropriate time and opportunity presents itself.

As we begin our 140th anniversary year, | want to emphasize that we remain focused on returning to
profitability, reducing our non-performing assets, and managing our capital and liquidity levels. Despite
the difficulties of 2009 and 2010, we maintained our deposit market-share leadership positions in Kane

and Kendall counties. The support of our business and individual customers has been gratifying.

[ would like to thank our shareholders for their loyalty and patience during this difficult period, our
employees for their dedication to customer service and our customers for their faith in us as their bank of

choice.

Sincerely,

William B. Skoglund
Chairman




Old Second Bancorp, Inc. and Subsidiaries

Financial Highlights

(In thousands, except share data)

2010 2009 2008 2007 2006

Balance sheet items at year-end
TOLAL ASSELS +evveeveeeereeriereeeereeeeereer ettt $2,123,921  $2,596,657 $2,984,605 $2,658,576  $2,459,140
Total earning assets ........oveevvevereererireerereererieerereerereeans 1,933,296 2,359,740 2,720,142 2,480,366 2,267,768
AVETAZE ASSELS cvvevvreverieiereriierisseseseesesesseseseesesesesessesens 2,426,356 2,813,221 2,920,591 2,515,740 2,377,771
LOANS, GrOSS wevvverireriririerienienieeieeieenreenieenieenseessaenieenns 1,690,129 2,062,826 2,271,114 1,891,110 1,763,912
Allowance for 10an 10SSes......coovvevviiveiviieiiiiiiiieniens 76,308 64,540 41,271 16,835 16,193
DIEPOSIES evvevrerevevererererrerarseiesesesessstsesesesesesesessssssesesens 1,908,528 2,206,277 2,387,128 2,113,618 2,062,693
Securities sold under agreement to repurchase ........... 2,018 18,374 46,345 53,222 38,218
Federal funds purchased.........cccocevvveveriereinieiniercrrnene. — — 28,900 165,100 54,000
Other short-term bOrrowings .......c.oceevevvevveiererverreeenens 4141 54,998 169,383 82,873 73,090
Junior subordinated debentures.........ccccvevieviiiienrnenn. 58,378 58,378 58,378 57,399 31,625
Subordinated debt.......coeeivieiiviieieiieeens 45,000 45,000 45,000 — —
Note Payable c..c.eveveeiereriieiiiieiieeeeeeee e 500 500 23,184 18,610 16,425
Stockholders’ eqUIty......ovevevevevererrieieieieierereeeriieienenens 83,958 197,208 193,096 149,889 158,555
Results of operations for the year ended
Interest and dividend income .........covevveeveeriiievreeriennnns $ 106,681 $ 132,650 $ 157,927 $ 155,741 $ 142,029
INEETEST EXPENSE wevervirrenreiieririeierieieeterteteie sttt saens 28,068 45,513 68,413 87,143 70,830
Net interest and dividend income .........ccccvvveverievennnn. 78,613 87,137 89,514 68,598 71,199
Provision for 10an 10SSes .......cvvevveereerieveevriereerrerreereenene. 89,668 96,715 30,315 1,188 1,244
NONINEETESt INCOME wvvvveeevrrreeeierireeeeerreeeeeirreeeeenrreeeeens 44910 43,047 35,260 31,840 28,690
NONINEETESE EXPEIISE eveveevenrenrenrerearerieriereeienrenseeesersennes 100,636 144,630 80,312 66,458 65,119
(Loss) income before taxes......covvevveververveiereererierreeenens (66,781) (111,161) 14,147 32,792 33,526
Provision (benefit) for income taxes.........ccovveeveeveenene. 41,868 (45,573) 2,323 8,820 9,870
Net (10SS) INCOME .v.evivirrerierrerirereereeeeereeereereeeeeeereeeeenas (108,649) (65,588 11,824 23,972 23,656
Preferred stock dividends and accretion.........c..c......... 4,538 4,281 — — —
Net (loss) income available to

common Stockholders ........ocvvvevevieriereierieriererereenen $(113,187) $ (69,869) $ 11,824 $ 23972 $ 23,656
Loan quality ratios
Allowance for loan losses to

total loans at end of year.......c.oceevveeririeinineerienenan, 4.51% 3.13% 1.82% 0.89% 0.92%
Provision for loan losses to total loans.........ccccveeveneene. 5.31% 4.69% 1.33% 0.06% 0.07%
Net loans charged-off to average total loans............... 4.10% 3.33% 0.41% 0.03% 0.02%
Nonaccrual loans to total loans at the end of year...... 12.56% 8.48% 4.69% 0.28% 0.09%
Nonperforming assets to total assets at end of year..... 14.50% 8.91% 4.15% 0.22% 0.09%
Allowance for loan losses to nonaccrual loans............ 35.96% 36.88% 38.75% 314.91% 992.22%
Per share data
Basic (l0Ss) @arnings.......ccevveveeverveiererrerieeeeeresiesseeenens $ 8.03) $ (5.04) $ 087 $ 192 % 1.77
Diluted (10Ss) arnings........cceevevvevveeereriereeiererierneeenens (8.03) (5.04) 0.86 1.89 1.75
Dividends declared ......cooveeveveviieioriirierieieeereereerns 0.02 0.10 0.63 0.59 0.55
Common book value per share ......cocoeveucecinnnnnennee 1.01 9.27 14.04 12.34 12.08
Weighted average diluted shares outstanding ............. 14,104,228 13,912,916 13,689,214 12,655,306 13,526,603
Weighted average basic shares outstanding................. 13,918,309 13,815,965 13,584,381 12,508,551 13,367,062
Shares outstanding at year-end.........ccceveevevivvererenne. 13,911,475 13,823,917 13,755,884 12,149,296 13,127,292
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Old Second Bancorp, Inc. and Subsidiaries
Management’s Discussion and Analysis
of Financial Condition and Results of Operations

Overview

The following discussion provides additional information
regarding the Company’s operations for the twelve-

month periods ending December 31, 2010, 2009, and

2008, and financial condition at December 31, 2010 and
2009. This discussion should be read in conjunction with
“Selected Consolidated Financial Data” and the Company’s
consolidated financial statements and the accompanying notes
thereto included or incorporated by reference elsewhere in
this document.

Old Second Bancorp, Inc. is a bank holding 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”:

e Old Second National Bank (the “Bank”).

* 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
Capital Trust I is an unconsolidated subsidiary of the
Company. See Notes 1 and 13 of the consolidated financial
statements included in this annual report for further
discussion.

e Old Second Capital Trust II, which was formed for the
exclusive purpose of issuing trust preferred securities in
an offering that was completed in April 2007. Old Second
Capital Trust II is also an unconsolidated subsidiary of the
Company and additional information is available in the
notes cited above.

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

e Station I, LLC, a wholly-owned subsidiary of Old Second
National Bank, which was formed in August 2008 to
hold property acquired by the Bank through foreclosure
or in the ordinary course of collecting a debt previously
contracted with a borrower.

e Station II, LLC, a wholly-owned subsidiary of Old Second
National Bank, which was formed in August 2008 but not
activated until February 2010, to hold additional property
acquired by the Bank through foreclosure or in the
ordinary course of collecting a debt previously contracted
with a borrower.

e River Street Advisors, LLC, a wholly-owned subsidiary
of Old Second National Bank, which was formed in May
2010 to provide investment advisory/management services.

Inter-company transactions and balances are eliminated in
consolidation.

The Company provides a wide range of financial services
through its twenty-seven banking locations located in Cook,
Kane, Kendall, DeKalb, DuPage, LaSalle and Will counties
in Illinois. These banking centers surround the Chicago
metropolitan area and each offers access to a full menu of
traditional retail and commercial banking services including
treasury management operations as well as corporate and
personal trust services. The Company focuses its business
upon establishing and maintaining relationships with its
clients while maintaining a commitment to providing for
the financial services needs of the communities in which

it operates through its retail branch network. Emphasis

is placed upon relationships with individual customers as
well as small to medium-sized companies throughout our
market area. The markets served by the Company make
available a mix of commercial and industrial, real estate,
and consumer related lending opportunities, as well as
providing a stable core deposit base. The Company also has
expansive wealth management services, which now includes
a registered investment advisory platform in addition to
trust administration and trust services related to personal
and corporate trusts, including employee benefit plan
administration services.

The financial system in the United States, including the
credit markets and markets for real estate and related

assets, continued to struggle toward economic recovery
from the unparalleled economic problems that began in
early 2008. Although the precipitous rate of valuation
decline in certain real estate assets appeared to have slowed
generally in the latter part of 2010, the financial system
disruption continued to result in declines in the values of
real estate and associated asset types during the reporting
period that ended December 31, 2010, particularly in the
Company’s market areas. The availability of ready local
markets remained limited and continued to affect the ability
of many borrowers to pay on their obligations. Because of
these ongoing economic conditions and the related stress
upon borrowers, the Company again experienced an increase
in both loans charged-off and nonperforming assets in 2010
and the high level of associated provision for loan losses
continued. The pre-tax losses for December 31, 2010 and
2009 were $66.8 million and $111.2 million, respectively.
The losses in both years were significantly impacted by large
non-recurring, non-cash charges, including a 2009 goodwill
impairment charge of $57.6 million that had an associated
tax benefit of $22.0 million. Despite incurring an operating
loss in 2010, the Company recorded income tax expense
totaling $41.9 million as it established a valuation reserve
on substantially all of its deferred tax assets at December
31, 2010. In the fourth quarter of 2010, the continued
adverse economic environment contributed to further asset
quality deterioration. This resulted in an increased operating
loss from the third quarter and contributed to uncertainty



Management’s Discussion — continued

regarding the projections of future taxable income, which
called into question the Company’s ability to fully realize the
deferred tax asset. Management determined that realization
of the deferred tax asset was not “more likely than not” as
required by accounting principles and established a valuation
allowance to reflect this judgment. Considerations in making
this tax valuation estimate included forecasts of future
income, available tax planning strategies, and assessments of
the current and future economic and business conditions. In
each future accounting period, the Company’s management
will reevaluate whether the current conditions in conjunction
with positive and negative evidence support a change in the
valuation allowance against its deferred tax assets. Any such
subsequent reduction in the estimated valuation allowance
would lower the amount of income tax expense recognized in
the Company’s consolidated statements of operations in future
periods. A discussion related to realizability of tax benefits
and related items is included in our results of operations

that follows as well as in Notes 1 and 14 of the consolidated
financial statements included in this annual report.

In 2010, the Bank continued to reposition the balance

sheet to attempt to reduce risk, maintain its capital ratios,
and liquidity and improve asset quality. Where permissible,
the Company deferred dividends and distributions related

to all capital instruments and continued to take steps to

cut operating expenses. The deferral of interest payments
and dividends related to capital instruments are discussed

in Notes 13, 20 and 25 to the financial statements in this
report. Management has emphasized dialogue with all of its
constituencies including customers, employees, stakeholders
and regulators. A discussion of regulatory matters including
the compliance of the Bank with the Memorandum of
Understanding (“MOU”) with the Office of the Comptroller
of the Currency (“OCC”) are detailed in detail in Notes 20
and 26 to the consolidated financial statements in this report.
The Bank continued to work to address key asset quality
and liquidity issues throughout 2010. At the same time, the
Bank expanded upon core competencies by broadening the
platform of services offered in the wealth management unit
with the addition of investment advisory/management services
and continued with a high level of profit contribution from
the mortgage origination unit despite difficulties in the larger
economy and underlying real estate markets.

Management continued with its ongoing actions to identify
and address problem credits throughout 2010, but borrowers
in the construction and development (“C & D”) sector in the
Company’s markets still faced significant challenges operating
within the constraints of the economic environment. As a
result, portions of the loan portfolio such as the homebuilder
segment remained particularly vulnerable to economic stress.
On a cumulative cycle basis, the construction portfolio has
accounted for 62.2% of all charge-offs since the beginning of
2009, and the homebuilder portion has accounted for 54.2%
of that amount. Management believes that it is possible

that the adverse impact from the construction portfolio is
diminishing as the percentage of the Company’s loan portfolio
that is in construction loans was much smaller at year end
2010 as compared to any other point in the prior two years.
Total construction loans were reduced to 7.7% of the total
loan portfolio at December 31, 2010, as compared to 13.3%
and 16.4% at December 31, 2009 and 2008, respectively.

At this point in the cycle, December 31, 2010, homebuilder
credits have decreased to only 2.18% of the total loan

portfolio and total construction charge-offs were down 34.7%,
or $20.9 million, from $60.2 million at December 31, 2009.

The ability of commercial real estate (“CRE”) borrowers

to repay their obligations was also closely tied to economic
conditions in the Company’s market areas. Some borrowers
with owner occupied properties posted decreases in their
operating results in 2010, which led to increased problems
with many of these loans. In addition, increased vacancy
rates in the non-owner occupied categories continued to put
downward pressure on investor lease rates in some areas.
While the impact from the recession on CRE lagged the
construction and housing sectors, the continued economic
pressures contributed to defaults that resulted in charge-offs
totaling $29.7 million in 2010, which was an increase of $25.5
million, from $4.1 million a year ago.

The Company’s primary deposit products are checking,
NOW, money market, savings, and certificate of deposit
accounts, and the Company’s primary lending products are
commercial mortgages, construction lending, commercial and
industrial loans, residential mortgages and installment loans.
Major portions of the Company’s loans are secured by various
forms of collateral including real estate, business assets, and
consumer property while borrower cash flow is the primary
source of repayment at the time of loan origination.

For 2010, the Company recorded a net loss of $108.6 million,
or $8.03 per diluted share, which compares with net loss of
$65.6 million or $5.04 diluted loss per share in 2009, and
earnings of $11.8 million or $0.86 per diluted share in 2008.
The basic loss per share was also $8.03 in 2010 and $5.04 in
2009, and the basic earnings per share was $0.87 in 2008.
The loss incurred in 2010 included the previously disclosed
income tax expense of $41.9 million. The loss incurred

in 2009 included a nonrecurring second quarter goodwill
impairment charge of $57.6 million that had an associated
tax benefit of $22.0 million. The Company recorded a $89.7
million provision for loan losses in 2010, which included an
addition of $14.0 million in the fourth quarter. Net charge-
offs were $77.9 million during 2010, including $5.9 million
in the fourth quarter. The provision for loan losses was $96.7
million in 2009, which included an addition of $30.1 million
in the fourth quarter. Net charge-offs were $73.4 million in
2009, which included $23.6 million in the fourth quarter. The
provision for loan losses was $30.3 million in 2008, which
included an addition of $21.2 million in the fourth quarter.
Net charge-offs totaled $8.9 million in 2008. The net loss
available to common stockholders was $113.2 million and
$69.9 million for the years ended December 31, 2010 and
December 31, 2009. This compared to a net income available
to common shareholders of $11.8 million for the year ended
December 31, 2008.

Net interest income decreased $8.5 million, or 9.8%, from
$87.1 million for the year ended 2009 to $78.6 million for
the year ended 2010. Net interest income was $89.5 million
in 2008. Average earning assets decreased $410.0 million, or
15.8%, from $2.60 billion in 2009 to $2.19 billion in 2010.
Average earning assets were $2.69 billion in 2008. Average
earning assets decreased during 2010, as management
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continued to focus on asset quality and capital management
and took steps to shrink the balance sheet and preserve
capital. Loan growth was limited through 2010 and average
loans, including loans held for sale during the year, decreased
$315.7 million, which was also due, in part, to a lower level
of qualified borrower demand within the Company’s market
areas, combined with charge-off activity. Average interest
bearing liabilities decreased $335.9 million, or 15.0%, from
$2.25 billion in 2009 to $1.91 billion in 2010 as the need

for funding decreased with the reduction in assets. Average
interest bearing liabilities totaled $2.39 billion in 2008. Even
though net interest income decreased with the balance

sheet deleveraging, the net interest margin (tax equivalent
basis), expressed as a percentage of average earning assets,
increased from 3.47% in the year ended December 31, 2009
to 3.64% in the year ended December 31, 2010. Details on
the changes in specific earning asset categories as well as the
liability funding sources are discussed in detail in the net
interest income section that follows the application of critical
accounting policies. The net interest margin (tax equivalent
basis) was 3.45% in 2008. The average tax-equivalent yield on
earning assets decreased from 5.16% in 2009 to 4.86%, or 30
basis points, in 2010. At the same time, the cost of funds on
interest bearing liabilities decreased from 2.03% in 2009, to
1.47%, or 56 basis points in 2010.

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
consolidated financial statements and accompanying notes.
These estimates, assumptions, and judgments are based

on information available as of the date of the consolidated
financial statements. Future changes in information may affect
these estimates, assumptions, and judgments; which, in turn,
may affect amounts reported in the consolidated financial
statements.

Significant accounting policies are presented in Note 1 of the
financial statements included in this annual report. 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 how those values are
determined.

Management has determined that the Company’s accounting
policies with respect to the allowance for loan losses is an
accounting area requiring subjective or complex judgments
that is very important to the Company’s financial position and
results of operations, and therefore, is one of the Company’s
most critical accounting policies. 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
amount of estimated losses on pools of homogeneous loans
are based on historical loss experience, and consideration of
current economic trends and conditions, as well as estimated
collateral valuations, all of which may be susceptible to

significant change. The loan portfolio also represents the
largest asset type on the consolidated balance sheets. 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 an assessment of 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,
volume trends in delinquencies and nonaccruals, 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 that not all
contractual principal or interest due will be received according
to the original terms of the loan agreement. Management
defines the measured value of an impaired loan based upon
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.
Impaired loans at December 31, 2010 and 2009, were $227.9
million and $189.1 million, respectively. 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.

The Company recognizes expense for federal and state income
taxes currently payable as well as for deferred federal and state
taxes for estimated future tax effects of temporary differences
between the tax basis of assets and liabilities and amounts
reported in the consolidated balance sheets, as well as loss
carryforwards and tax credit carryforwards. The Company
maintained net deferred tax assets for deductible temporary
differences, the largest of which related to the allowance

for loan losses and the 2009 goodwill impairment previously
discussed. For income tax return purposes as it relates to
lending activities, only net charge-offs are deductible, not the
provision for loan losses. Realization of deferred tax assets is
dependent upon generating sufficient taxable income in either
the carryforward or carryback periods to cover net operating
losses generated by the reversal of temporary differences. A
valuation allowance is provided by way of a charge to income
tax expense if it is determined that it is not “more likely than
not” that some or all of the deferred tax asset will be realized.
That determination is highly subjective and dependent

upon judgment concerning management’s evaluation of

both positive and negative evidence, including the forecasts
of future income, applicable tax planning strategies, and
assessments of current and future economic and business
conditions. Management considered both positive and
negative evidence regarding the ultimate realizability of the
Company’s deferred tax assets. Examples of positive evidence
may include the existence, if any, of taxes paid in available
carry-back years and the likelihood that taxable income will
be generated in future periods. Examples of negative evidence
included a cumulative loss and negative general business and
economic trends. Management determined that realization

of the deferred tax asset was not “more likely than not” as
required by accounting principles and established a valuation
allowance to reflect this judgment. Management believed
internal projections and positive evidence was not sufficient
under generally accepted accounting principles to overcome
the negative evidence present at December 31, 2010. This was
based, in part, upon the lack of certainty of future projections
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to support the deferred tax assets from an accounting
standpoint and based upon that guidance a valuation reserve
was needed. This determination was based, largely, on the
negative evidence of a cumulative loss caused primarily by
the loan loss provisions made during the last three years. In
addition, general uncertainty surrounding future economic
and business conditions increased the likelihood of volatility
in future earnings. Accrual of income taxes payable and
valuation allowances against deferred tax assets are estimates
subject to change based upon the outcome of future events.

Future issuances or sales of common stock or other equity
securities could also result in an “ownership change” as
defined for U.S. federal income tax purposes. If an ownership
change were to occur, the Company could realize a loss of

a portion of our U.S. federal and state deferred tax assets,
including certain built-in losses that have not been recognized
for tax purposes, as a result of the operation of Section 382 of
the Internal Revenue Code of 1986, as amended. The amount
of the permanent loss would be determined by the annual
limitation period and the carryforward period (generally up

to 20 years for federal net operating losses) and any resulting
loss could have a material adverse effect on the results of
operations and financial condition.

Income tax returns are also subject to audit by the Internal
Revenue Service and state taxing authorities. Income tax
expense for current and prior periods is subject to adjustment
based upon the outcome of such audits. The Company
believes it has adequately accrued for all probable income
taxes payable. At December 31, 2010, the Company was
under examination with the IRS for the Company’s Federal
income tax filing for the years 2007, 2008, and 2009. On
March 10, 2011, the Company was advised by the IRS that
the audit file was closed with no recommended changes. Years
that remain subject to examination include 2008 to present
for Illinois and 2007 to present for federal and Illinois for the
previous HeritageBanc Corporation that was acquired on

February 8, 2008.

Another of the Company’s critical accounting policies

relates to the fair value measurement of various nonfinancial
and financial instruments including investment securities,
valuation of other real estate owned, derivative instruments
and the expanded fair value measurement disclosures that are
related to Accounting Standards Codification (“ASC”) 820-
10 in detail in Notes 1 and 23 to the consolidated financial
statements included in this annual report.

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. As discussed
in the overview section above, management of capital and
existing asset quality was emphasized over generating loan
growth throughout 2010 and management intends to make

future reductions to portfolio concentrations in real estate.
The decrease in net interest income during this period was
primarily the result of decreased lending activity as well

as increased levels of nonaccrual loans, combined with
reductions in securities available for sale as well as the general
decrease in market rates, which also lowered interest expense
in the same period. Management also significantly reduced
borrowings and securities available for sale while increasing
interest bearing balances held at the Federal Reserve Bank

of Chicago (“FRB”) in 2010. The change in capital, asset
deployment, and funding sources served to improve the net
interest margin percentage, but lowered the volume of net
interest income from earning assets. The net interest margin
(tax equivalent basis), expressed as a percentage of average
earning assets increased to 3.64% from 3.47% as compared

to 2009. The net interest margin (tax equivalent basis) was
3.45% in 2008. The average tax-equivalent yield on earning
assets decreased 30 basis points from 5.16% in 2009, to 4.86%
in 2010. However, the cost of funds on interest bearing
liabilities also decreased 56 basis points from 2.03%, to 1.47%
in the same period. The average tax-equivalent yield on
earning assets was 5.91% in 2008, and the cost of funds on
interest bearing liabilities was 2.85% in the same period.

Net interest income was $78.6 million in 2010, $87.1 million
in 2009, and $89.5 million in 2008. Average earning assets
decreased $410.0 million, or 15.8%, from $2.60 billion in
2009 to $2.19 billion in 2010. Average earning assets were
$2.69 billion in 2008. Management remained focused upon
asset quality during 2010 and as a result took additional

steps to contract the balance sheet to manage and preserve
capital. Because of that focus, loan growth was limited
through 2010 and average portfolio loans during the year
decreased $305.6 million as a result of a lower level of
qualified borrower demand within the Bank’s market, and an
increased amount of charge-off activity. Average portfolio
loans in 2009 had increased nominally by $24.5 million, or
1.1%, from $2.18 billion in 2008. Management also continued
to reduce securities available for sale in 2010, with a strong
emphasis upon reducing tax-exempt bond holdings, which
typically provide an incremental benefit in periods where
there is taxable income. Balance sheet deleveraging in 2010
also included significant reductions in both borrowings and
deposits that previously provided funding for loan growth
and a larger securities portfolio. Consistent with 2009,
management maintained an emphasis upon relationship
banking throughout 2010 versus attracting or retaining
customers with a single transaction focus, which is typically
associated with a higher cost of funding. As a result, there
was a decrease in average interest bearing liabilities of $335.9
million, or 15.0%, in 2010. Average interest bearing liabilities
were $2.25 billion in 2009, which was a decrease of $147.9
million, or 6.2%, from 2008. The net interest margin (tax-
equivalent basis), expressed as a percentage of average earning
assets, increased from 3.47% in 2009 to 3.64% in 2010. The
average tax-equivalent yield on earning assets decreased from
5.16% in 2009 to 4.86%, or 30 basis points, in 2010. At the
same time, however, the cost of funds on interest bearing
liabilities decreased from 2.03% to 1.47%, or 56 basis points.
The decrease in the level of average earning assets in 2010,
principally loans, contributed to decreased interest income

as did the higher level of nonaccrual loans and average other
real estate (“OREQ”) as collateral from loans was converted
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to this nonearning asset category. At the same time, the
general decrease in interest rates, particularly rates on time
certificate of deposits, provided an offsetting effect of the
continued balance sheet deleverage strategy.

As described above, the Company’s net interest income can
be significantly influenced by a variety of factors, including
overall economic conditions, credit risk, the amount of
nonearning assets including nonperforming loans and OREQO,
the amounts of and rates at which assets and liabilities
reprice, variances in prepayment of loans and securities, early
withdrawal of deposits, exercise of call options on borrowings
or securities, a general rise or decline in interest rates, changes
in the slope of the yield-curve, and balance sheet growth or
contraction. The Company’s asset and liability committee
(“ALCQ?”) seeks to manage interest rate risk under a variety
of rate environments by structuring the Company’s balance
sheet and off-balance sheet positions, and this process is
discussed in more detail in the interest rate risk section.

Loan Charge-offs, Gross
(in thousands)

Real Estate-construction

Commercial Speculative......coveveieierierieirienieieeeesieiee oo

AL OTRET vttt

Total real estate - construction
Real estate-residential

TVESTOT taeviiiiieiciieieetctctet ettt et
OWNETr OCCUPIE.1.virvirierieriireierieiirieietereeiesteteseesenseeeseesessenseseens
Revolving and junior Hens........ceeevveirerierieiierenenieieesieeeenenne

Total real estate-residential
Real estate-commercial, nonfarm

Owner general PUIPOSE.....cveveriererrerretererierieiereerenieeeseesensesesene
Owner special PUIPOSE...c.vcverveieiriiieieieierieier et
Non owner general PUIPOSE......ccveeveveriererreriereerenreieieseeseniereeens
Non owner Special PUIPOSE.....eveerverieirierieieiereereiereeeresieienees
SEEP MALLS cveveerevreieeieieietceee e

Total real estate - commercial, nonfarm

Real estate-commercial, farm ......cccoeveeviieiieiieiioiieecreeeeeveeeee
Commercial and industrial........cccovvevverieeieierieeeeeeeeee e

Net charge-offs to average [0ans ........ocecueevverierierenerienieieenerieienens
Allowance at year end to average 10ans .......ccoeeveververierieeerenienieninnens

Prowision for loan losses

In the year ended 2010, the Company recorded an $89.7
million provision for loan losses, which included an addition
of $14.0 million in the fourth quarter. In the year ended 2009,
the provision for loan losses was $96.7 million, which included
an addition of $30.1 million in the fourth quarter. In the year
ended 2008, the provision for loan losses was $30.3 million,
$21.2 million of which was provided in the fourth quarter.
Provisions for loan losses are made to provide for probable and
estimable losses inherent in the loan portfolio. Nonperforming
loans increased to $228.9 million at December 31, 2010, from
$189.7 million at December 31, 2009. Nonperforming loans
totaled $108.6 million at December 31, 2008. Charge-offs,

net of recoveries, totaled $77.9 million, $73.4 million and
$8.9 million for the full years ended of 2010, 2009 and 2008,
respectively. The distribution of the Company’s gross charge-
off activity for the periods indicated is detailed in the table
below.

Twelve Months Ended
December 31,
2010 2009 2008
18,916 $ 34981 % 2,624
7,412 12,827 3,522
10,196 11,734 —
2,797 631 —
39,321 60,173 6,146
8,798 3,520 932
3,286 1,546 70
1,132 1,172 418
13,216 6,238 1,420
3,904 565 510
5,635 168 352
5,875 487 18
2,347 840 —
11,904 2,088 397
29,665 4,148 1,277
2,247 3,493 115
560 926 426
$ 85,009 § 74978 % 9,384
2010 2009 2008
4.10% 3.33% 0.41%
4.01% 2.93% 1.89%
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As previously discussed in the overview section of this report,
borrowers in the C & D sector of the Bank’s markets still face
economic challenges in the ongoing environment, particularly
as it relates to current real estate valuation levels. These same
factors affected the ability of certain CRE borrowers to repay
their obligations.

During 2010, some borrowers with owner occupied properties
experienced decreases in their operating results, which led

to increased problems with many of those loans. In addition,
increased vacancy rates in the non-owner occupied categories
continued to put downward pressure on investor lease rates
in some areas. While the impact from the recession on CRE
lagged the construction and housing sectors, the continued
economic pressures contributed to defaults that resulted

in charge-offs totaling $29.7 million in 2010. There was a

significant reduction in new loans migrating to watch loan
status and a decrease in loans thirty to eighty-nine days past
due on a linked quarter comparative basis at December 31,
2010. Watch loan status credits totaled $132.3 million $57.5
million and $81.9 million at September 30 and December 31,
2010 and 2009, respectively. Loans past due thirty to eighty-
nine days totaled $17.6 million, $13.9 million, and $39.1
million, respectively in the same periods. While the reserves
that have been established at December 31, 2010 indicate
that additional charge-offs may follow, management believed
the risks have been identified and is proactively working
through the specific credit issues.

The distribution of the Company’s nonperforming loans as
of December 31, 2010, is included in the chart below (in
thousands):

Nonperforming loans 90 days or
as of December 31, 2010 More Past Restructured  Total Non- % Non-
Nonaccrual Due and Loans performing performing Specific
Total! Accruing (Accruing) Loans Loans Allocation
Real estate - construction .......c.eeeevene... $ 63,512 % — 3 4500 $ 68,012 20.7% $ 3,697
Real estate - residential:
INVEStOT cavivierieieeieeeeeeeee e 21,224 469 514 22,207 9.7% 1,520
Owner occupied.....cooeerververieeerennens 15,309 — 10,175 25,484 11.1% 1,096
Revolving and junior liens.............. 1,558 — - 1,558 0.7% 258
Real estate - commercial, nonfarm........ 106,206 328 448 106,982 46.7% 15,067
Real estate - commercial, farm .............. 741 — — 741 0.3% —
Commercial and industrial..................... 3,668 216 — 3,884 1.7% 1,349
Other i 7 — — 7 0.1% —
$ 212,225 § 1,013 § 15637 $ 228875 100.0% $ 22,987

! Nonaccrual loans included $23.2 million in restructured loans, including, $4.1 million in real estate construction, $5.9 million in commercial
real estate nonfarm, $6.7 million is in real estate - residential investor, $6.5 million is in real estate - owner occupied.

Commercial real estate

CRE was the largest component of nonperforming loans, at $107.0 million, or 46.7% of the total at December 31, 2010. This was
an increase from $91.2 million and 39.9% at September 30, 2010, and an increase from $40.4 million and 21.3% at December 31,
2009. Nonperforming CRE totaled $11.9 million at December 31, 2008. The class components of the commercial nonfarm real estate

segment at December 31, 2010, were as follows:

Real estate - commercial nonfarm 90 Days or  Restructured  Total Non- % Non-
Nonaccrual More Loans performing performing Specific
Total Past Due (Accruing) Loans CRE Loans Allocation
Owner occupied - general purpose ....... $ 18,610 $ — 3 — 3 18,610 174%  $ 1,742
Owner occupied - special purpose ........ 25,987 328 — 26,315 24.6% 3,933
Non -owner occupied -
general PUIPOSE «.evveveevevervevereerenieiennns 25,623 - — 25,623 24.0% 6,063
Non -owner occupied -
special purpose ....c.coveeeveveeereeruerennnen 11,612 — 448 12,060 11.3% 1,560
Retail properties, primarily strip mall.... 24,374 — — 24,374 22.7% 1,769
$ 106,206 $ 328 § 448 § 106,982 100.0% $ 15,067

11
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Portfolio loans secured by retail property, primarily strip malls,
experienced the most financial stress. This class accounted
for 12.7% of all CRE loans and 22.8% of all nonperforming
CRE loans at December 31, 2010. Almost 24.6% of total
retail CRE loans were nonperforming with $24.4 million of
credit exposure at December 31, 2010. Fourth quarter 2010
charge-offs in the retail segment totaled $1.5 million and
management estimated the remaining specific allocation for
nonperforming loans of $1.8 million was sufficient coverage
for the remaining loss exposure at December 31, 2010,
however, there are no guarantees that there will not be losses
in this category exceeding that amount. Retail properties
accounted for 40.1% of the total 2010 charge-offs in CRE.

The owner occupied-special purpose category comprised

the largest component of nonperforming CRE. At $209.1
million, this special purpose class represented 26.9% of all
CRE loans. With $26.3 million of these loans classified

as nonperforming at year end, these loans accounted for
24.6% of total nonperforming CRE. Special purpose owner
occupied credits include loans collateralized by property
types such as gas stations, health and fitness centers, golf
courses, restaurants, and medical office buildings. Charge-
offs for the year 2010 totaled $5.6 million in this loan class
and management estimated that the specific allocation of
$3.9 million was sufficient coverage for the remaining loss
exposure at December 31, 2010, however, actual losses in
this category may be greater. A single borrower relationship
comprised significantly of owner occupied-special purpose
properties accounted for $6.9 million of aggregate charge-off
activity in 2010. Of that amount, $3.1 million was attributable
to an owner occupied-special purpose loan, $2.5 million was
attributable to a related owner occupied general purpose
loan and the remaining $1.3 million charged-off related to an
affiliated C & D loan. An additional $1.9 million in estimated
allocation for loan loss was also provided for this borrower,
$1.6 million of which was allocated to the owner occupied-
special purpose CRE loan at December 31, 2010. This single
relationship accounted for 18.8% of all CRE charge-offs in
2010.

Non-owner occupied-general purpose loans include credits
that are collateralized by office, warehouse, and industrial
properties and represented 22.6% of total CRE loans, and
24.0% of nonperforming CRE loans at the end of 2010.
Fourth quarter 2010 charge-offs in this category were $1.4
million and management estimated that $6.1 million of
specific allocation was sufficient coverage for the remaining
loss exposure at December 31, 2010 however, actual losses in
this category may be greater.

As of December 31, 2010, owner occupied-general purpose
loans comprised 22.9% of CRE, and 17.4% of nonperforming
CRE loans. The current quarter charge-off activity was
minimal in the fourth quarter of 2010 at $3,000, and
management estimated that specific allocations of $1.7 million
were sufficient coverage for the remaining loss exposure at
December 31, 2010 however, actual losses in this category
may be greater.

Non-owner occupied-special purpose loans represented 15.0%
of the CRE portfolio, and 11.3% of nonperforming CRE
loans at the end of 2010. In the fourth quarter, a charge-off

of $113,000 was recorded, and management estimated that a
specific allocation of $1.6 million was sufficient coverage for

the remaining loss exposure at December 31, 2010 however,

actual losses in this category may be greater.

In addition to the specific allocations detailed above, in the
second quarter of 2009 management created a higher risk
CRE pool loss factor for certain CRE loans to be directionally
consistent with observable trends within the loan portfolio
segments and in conjunction with continued deteriorating
market conditions in accordance with GAAP. These loans
typically have a deficiency in cash flow coverage from the
property securing the credit, but other supporting factors such
as liquidity, guarantor capacity, sufficient global cash flow
coverage and/or cooperation from the borrower is evident to
support the credit. These deficiencies in cash flow coverage
are typically attributable to vacancy that is expected to be
temporary and/or reduced operating income from the owner-
occupant due to cyclical impacts from the recession. The pool
also includes cases where the property securing the credit
does have adequate cash flow coverage, but the borrower has
other economic stress indictors to warrant heightened risk
treatment. Management estimated additional reserves of $3.0
million in the fourth quarter of 2010, based upon an increase
in the amount of loans within this pool at December 31, 2010.
The combination of additional specific loan loss allocations
and general allocation from the high risk pool resulted in an
additional $12.5 million of estimated loss coverage in the
fourth quarter of 2010.

In addition to the above activity related to nonperforming
CRE loans, management also initiated early termination

of four separate interest rate swap contracts that had a
contractual priority to the collateral position in the underlying
properties that secured the related loans. As of December

31, 2010, those receivables due from unwinding interest

rate swaps to nonperforming borrowers totaled $3.5 million.
While management has categorized these receivables as
nonperforming, management estimated that they have no loss
exposure.

Construction and development

At December 31, 2010, nonperforming C & D loans totaled
$68.0 million, or 29.7% of total nonperforming loans. This
was a decrease from $84.8 million at September 30, 2010
and $94.8 million at December 31, 2009. Nonperforming
construction and development loans totaled $63.1 million

at December 31, 2008. Of the $129.6 million of total C &

D loans in the portfolio, 32.4% of all C & D loans were
nonperforming as of December 31, 2010, as compared to
54.9% at September, 2010, and 35.0% at December 31,
2009. Total C & D charge-offs for the fourth quarter of 2010
were $3.6 million, as compared to $12.4 million in the third
quarter. Following that charge-off activity, management
estimated that specific allocations of $3.7 million were
sufficient coverage for the remaining loss exposure in this
segment at December 31, 2010, however, actual losses in this
category may be greater. The Bank’s loan exposure to credits
secured by builder home inventory is down 69.5% from a
year ago. It is the Company’s general practice to have interest
reserves funded by the borrower in the event the credit
committee requires such a reserve.
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Management closely monitors the performing loans that
have been rated as “watch” or “substandard” but accruing.
While some additional adverse migration is still possible, at
the end of the year management believed that much of the
remaining performing C & D borrowers had demonstrated
sufficient operating strength through an extended period

of weak construction to avoid impairment, and that
management believes future losses in the construction
segment will continue to trend downward. In addition to
reviewing the operating performance of the borrowers when
reviewing allowance estimates, management also continues
to update underlying collateral valuation estimates to reflect
the aggregate estimated credit exposure. While management
observed some continuation in the decreasing trend in
collateral valuation, management believes that the rate of
property valuation decline generally diminished in 2010.
Management estimated that $3.7 million of specific allocation
was sufficient coverage for the remaining loss exposure on
nonperforming loans identified in this portfolio segment at
December 31, 2010, however, actual losses in this category
may be greater.

In addition to specific allocations detailed above, management
created a higher risk C & D pool loss factor estimate for
developers in accordance with GAAP at the end of 2008.
That pool was designed to capture general losses in the
portfolio attributable to the construction segment, because

of the emerging market risks identified by management in

the economic cycle. Because no similar event had been
experienced in the company’s recent history, management
estimated that the historical loss portion of the allowance
calculation would not capture the probability of additional
loss in that pool segment. While that estimate was appropriate
at that point in the cycle, the volume of credits in that pool
steadily diminished and the estimated losses were recognized
as described above. Management also monitors borrower
operating results and other characteristics, including the
collateral composition of the credits subject to this factor. On
the latter point, management observed this profile changed
from 2009 where the majority was homebuilder lot inventory
loans with greater loss exposure, to the third quarter of

2010 where the majority of the borrowers had buildings that
were nearly finished and management estimated a lesser loss
exposure. Further, management’s estimated historical loss
factor for construction required $16.9 million in reserves

at September 30, 2010 and $13.0 million in reserves at
December 31, 2010, whereas that factor called for virtually
no reserves at the end of 2008. Management noted the above
improving trends and eliminated the special pool factor for
construction as of September 30, 2010.

Residential real estate

Nonperforming 1-4 family residential mortgages to consumers
totaled $25.5 million, or 11.1% of the nonperforming

loan total as of December 31, 2010. On a linked quarter
basis, this segment totaled $27.1 million at September 30,
2010 as compared to $23.5 million at December 31, 2009.
Nonperforming residential real estate totaled $6.4 million
at December 31, 2008. While Kendall, Kane and Will
counties have experienced high rates of foreclosure in both
2009 and 2010, the Bank has experienced relatively stable
nonperforming totals in this category in the second half of
2010. Of the nonperforming loans in this category, $10.2

million, or 39.9%, were to homeowners enrolled in the
Bank’s foreclosure avoidance program and are classified as
restructured at December 31, 2010. The typical concessions
granted in these cases were small and temporary rate
reductions and a reduced monthly payment. The usual profile
of these borrowers includes a decrease in household income
resulting from a change or loss of employment. It has been
management’s experience that these borrowers typically
resume normal performance on their obligations when their
earnings situation improves. The remaining nonperforming
loans in the 1-4 family residential category were in nonaccrual
status and most cases were in various stages of foreclosure.
The Bank did not offer subprime mortgage products to its
customers and management believes that the deterioration

in this segment relates primarily to the high rate of
unemployment in our market area. In addition, a significant
portion of these nonperforming loans were supported by
private mortgage insurance, and at December 31, 2010,
management estimated that a specific allocation of $1.1
million was sufficient loss coverage, following the $407,000 of
charge-offs that occurred during the fourth quarter of 2010
however, actual losses in this category may be greater. At
December 31, 2010, there were no loans that were greater
than 90 days past due and were still accruing interest in this
portfolio segment. Additionally, at December 31, 2010, loans
past due thirty to eighty nine days and still accruing totaled
$5.1 million, which was an improvement from $10.3 million at
December 31, 2009.

Nonperforming residential investor loans consist of multi-
family and 1-4 family properties and totaled $22.2 million,
or 9.7% of the nonperforming loans total. This was an
increase from $20.9 million at September 30, 2010, and

a decrease from $26.4 million at December 31, 2009.
Nonperforming residential investor real estate totaled $22.9
million at December 31, 2008. Following the fourth quarter,
2010 charge-off of $516,000, management estimated that a
total specific allocation of $1.5 million would be sufficient
coverage for the remaining loss exposure at December 31,
2010, however, actual losses in this category may be greater.
Total charge-offs for the year were $8.8 million, as compared
to $3.5 million in 2009. A large loss taken in a multi-family
credit in the second quarter captured most of the loss in this
sector in 2010. Management also noted that the remaining
loss exposure was centered in loans collateralized by first
mortgages on 1—4 family investor loans that total $14.6
million of this category. The remaining nonperforming multi-
family loans totaled $7.6 million. Management observed the
typical profile of the nonperforming multi-family investor was
where the property has decreased net operating income, due
to both higher vacancy and higher past due collection rates.

Other

The remaining nonperforming credits at December 31, 2010,
included $3.9 million in commercial and industrial loans,
$1.6 million in consumer home equity and second mortgage
loans and $741,000 in farmland and agricultural loans.
Nonperforming commercial and industrial loans, consumer
home equity and second mortgage loans, and farmland and
agricultural loans at December 31, 2009, totaled $1.4 million,
$1.5 million, and $1.8 million, respectively. At December 31,
2010, management estimated that a total specific allocation
of $1.3 million on the commercial and industrial portfolio
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would be sufficient loss coverage for the remaining risk in
those nonperforming credits, and that $258,000 was sufficient
loss coverage for the consumer loan segment, however, actual
losses in these categories may be greater. These estimated
amounts were following charge-offs in the fourth quarter of
2010 of $615,000 in commercial and industrial loans, and
$248,000 in consumer home equity loans.

Other troubled loans

Loans that were classified as performing, but past due 30 to
89 days and still accruing interest decreased to $13.9 million
at December 31, 2010, from $17.6 million at September

30, 2010, and $39.1 at December 31, 2009. At December
31, 2010, loans past due 30 to 89 days consisted of $5.1
million in 14 family consumer mortgages, $3.4 million in
CRE credits, $2.2 million in residential investor credits,

$1.1 million in agricultural credits, $941,000 in construction
and development, $766,000 in commercial and industrial
loans, and $290,000 in home equity loans. Troubled debt
restructurings (“TDR”) in accrual status total $15.6 million,
which was a decrease from $16.2 million on a linked quarter
basis. Accruing TDRs included $10.2 million in consumer
mortgages in the foreclosure avoidance program discussed
previously, $4.5 million in restructured residential lot
inventory loans to builders, $514,000 in 1—4 family investor
mortgages, and $448,000 in non-owner occupied CRE.

Nonaccrual TDR loans totaled $23.2 million at December 31,
2010 since these credits had not demonstrated a sustained
period of financial performance and TDRs included the
following:

¢ Investor mortgages on 1-4 family properties totaled $6.7
million with $6.3 million of that amount attributable
to one relationship. That borrower was enrolled in a
forbearance program that included financial concessions in
March 2009, with an interim plan to stabilize performance.
That borrower performed acceptably under the interim
agreement for one year, but the borrower became
uncooperative in the process of completing the formal
restructuring plan in early 2010 and management is now
pursuing a liquidation strategy.

¢ Consumer residential mortgages in the amount of $6.5
million with borrowers who either fell past due under
normal terms, and then enrolled in the foreclosure
avoidance program and credits that were previously
enrolled in that program, but have now moved into
foreclosure or other workout status.

* A $3.7 million loan on a retail strip mall property that was
placed in forbearance in early 2009, and then restructured
in early 2010. The credit performed acceptably under the
modified terms, but credit characteristics were too weak to
merit a return to accrual status and the owner/guarantor
has been attempting to negotiate a short sale or deed in
lieu arrangement.

e TDR loans totaling $4.1 million that were made to
homebuilders and developers and were collateralized by
lots and land. These were primarily builder loans that failed
to perform under modified terms and were in the process
of foreclosure and deed-in-lieu arrangements. The original

modifications in these cases were generally designed to
encourage the borrowers to achieve an orderly sale of the
collateral in liquidation, but have not been successful.

e A $1.6 million credit that is secured by an office building
and the terms of the credit were modified by a Chapter
11 bankruptcy reorganization. The effect of the modified
terms would produce a very small concession. Management
is not confident the entire amount allowed by the court is
collectible and has estimated a larger impairment charge
based upon a collateral-dependent analysis even though
the borrower is performing according to these modified
terms. A more formal post-bankruptcy restructuring is
being considered and such an event may allow a portion of
this credit to return to performing status in 2011.

e A $607,000 credit secured by a restaurant building where
an effort was made to modify the terms and give the
borrower a chance to stabilize operating income, but that
initiative failed and the credit moved to foreclosure. The
foreclosure was completed and the asset moved to OREO
in January 2011.

Management estimated the quarterly value of TDRs in
liquidation status on a collateral dependency basis, and
believed that specific allocation estimates at December 31,
2010, were sufficient coverage for the remaining loss exposure
in this category, however, actual losses in this category may
be greater. At December 31, 2009, TDRs consisted of loans
still accruing interest totaling $14.2 million, and nonaccrual
loans totaling $31.6 million. The accruing TDR loans at that
time included forty-eight residential mortgage loans totaling
$10.0 million, which were modified to allow for impairment
of income. Nonaccrual TDR loans included residential
mortgages that entered into forbearance after they were
already in nonaccrual status, or otherwise failed to perform
while in forbearance. The performance history of loans in the
period prior to restructure was considered by management in
making such designation.

Allowance for Loan Losses

The coverage ratio of the allowance for loan losses to
nonperforming loans was 33.3% as of December 31, 2010,
which was an increase from 29.8% as of September 30,
2010, but a slight decrease from 34.0% as of December 31,
2009. The coverage ratio was 38.0% at December 31, 2008.
The linked quarter increase in that ratio was largely driven
by an increase in specific allocations from $11.6 million

at September 30, 2010, to $23.0 million at December 31,
2010. Most of that amount was attributable to CRE loans
as estimated specific allocations increased by $9.4 million in
that category. Management updated the estimated specific
allocations in the fourth quarter after receiving more recent
appraisal collateral valuations and/or information on cash flow
trends related to the impaired credits.

The estimated general allocations decreased by $3.3 million as
the overall loan balances subject to general factors decreased
at December 31, 2010, even though the pooled CRE segment
increased and somewhat offset that tendency. Management
determined the estimated amount to provide in the allowance
for loan losses based upon a number of factors, including loan
growth or contraction, the quality and composition of the
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loan portfolio and loan loss experience. The latter item was
also weighted more heavily based upon recent increased loss
experience. Management created a higher risk construction
and development pool for developers and estimated a higher
qualitative loss factor at the end of 2008, and as discussed
previously in the construction loan section of this narrative,
that pool was determined to no longer be necessary as of
September 30, 2010. This change was made because of
diminished migration potential, generally more favorable
credit characteristics of the remaining construction portfolio,
and higher historical loss factors that management estimated
to be adequate coverage for the remaining risk of loss in the
construction portfolio.

Management also created a higher risk pool within CRE
loans and assigned a higher qualitative risk factor for those
segments of that portfolio in the second quarter of 2009.
Management regularly reviews the performance of that pool
and adjusts the population and the related loss factors taking
into account adverse market trends including collateral
valuation as well as its assessments of the credits in that pool.
Those assessments capture management’s estimate of the
potential for adverse migration to an impaired status as well
as its estimation of what the potential valuation impact from
that migration would be if it were to occur. Management
increased the quantity of assets subject to this pool factor by
33.2% from the third quarter of 2010, which increased the
estimated provision by $3.0 million. Management maintained
the loss factor assigned to this pool based on its observation
that the new credits added to the pool this period had similar
characteristics to the credits previously in the pool in terms
of estimated default and loss expectations. Management

also observed that stresses in those credits were attributable
to cyclical economic events that showed some signs of
stabilization at December 31, 2010. Those signs included

a reduction in loan migration to watch status, as well as a
decrease in 30 to 89 day past due loans and stabilization in
values of certain properties.

The above changes in estimates were made by management
to be consistent with observable trends within both the

loan portfolio segments and in conjunction with market
conditions and credit review administration activities. These
environmental factors are evaluated on an ongoing basis
and are included in the assessment of the adequacy of the
allowance for loan losses. When measured as a percentage
of loans outstanding, the total allowance for loan losses
increased to 4.51% of total loans as of December 31, 2010,
as compared to 3.75% of total loans at September 30, 2010,
3.13% at December 31, 2009, and 1.82% at December 31,
2008. In management’s judgment, an adequate allowance for
estimated losses has been established; however, there can be
no assurance that actual losses will not exceed the estimated
amounts in the future.

The allowance for loan losses consists of three components:
(i) specific allocations established for losses resulting from an
analysis developed through reviews of individual impaired
loans for which the recorded investment in the loan exceeds
the measured value of the loan; (ii) reserves based on
historical loss experience for each loan category; and (iii)
reserves based on general current economic conditions as well
as specific economic and other factors believed to be relevant

to the Company’s loan portfolio. Management evaluates

the sufficiency of the allowance for loan losses based on the
combined total of each of these components. The components
of the allowance for loan losses represent an estimation
performed pursuant to ASC Topic 450, “Contingencies”, and
ASC Topic 310, “Receivables” including “Accounting by
Creditors for Impairment of a Loan — Income Recognition and
Disclosures”.

Specific allocations

Management reviews on at least a quarterly basis certain
loans on nonaccrual, loans over 90 days past due, troubled
debt restructurings or any loans considered doubtful or

loss. The individual loan officers analyze these loans with
the results reported to the Loan Review Committee on a
Credit Management Report. From that report, management
considers the amount of specific allocations by reviewing, on
a credit-by-credit basis, all loans considered impaired under
ASC Topic 310 “Receivables” as well as all problem and
watch loans. A loan is considered impaired when, based on
current information and events, it is probable that a creditor
may be unable to collect all contractual principal or interest
due according to the original terms of the agreement.

A problem loan is 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”.

Specific allocations are typically discussed at the quarterly
watch/problem/OREO meeting. At December 31, 2010, the
committee consisted of the Company’s President, the Bank’s
President and Chief Operating Officer, Regional Senior

Vice Presidents, the Company’s Executive Vice President of
Credit & Chief Risk Officer, the Executive Vice President
of Strategic Development, the First Vice President of Loan
Review and other senior lenders who serve as members

of the loan committee. At the end of each quarter, the
Committee reviews individual impaired loans and adjustment
estimates are made to the general calculated reserve for each
loan as deemed necessary. Specific adjustments are made
depending on the estimated value of the collateral securing
each loan and/or on expected cash flows. The Company
generally obtains a current external appraisal within twelve
months on real estate secured impaired loans, but more
frequent appraisal may be requested by the committee. Other
valuation techniques are also used and include internal
valuations, comparable property analyses and contractual
sales information. For appraisals that are more than six
months aged, where management has market knowledge
that real estate values have declined, the credit committee
may further discount appraisal values prior to obtaining a
new appraisal within the twelve-month timeframe. Appraisal
discount estimates are based on the Committee’s evaluation
of market conditions and are in addition to a reduction in
value for potential sales costs and discounting that has been
incorporated in the independent appraisal and/or appraisal
review process.
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At December 31, 2010, the Company had a total of $212.2
million in nonaccrual loans, of which 155 nonaccrual loans
totaling $106.6 million had a specific allocation of $22.9
million. The Company had $15.6 million of restructured loans
still accruing, of which 25 restructured loans still accruing
totaling $4.5 million had a specific allocation of $43,000. As
of December 31, 2009, the Company had a total of $175.0
million in nonaccrual loans, of which 86 nonaccrual loans
totaling $77.6 million had a specific allocation of $16.2
million. At the same time, the Company had $14.2 million

of restructured loans still accruing, of which forty-two
restructured loans still accruing totaling $9.7 million had a
specific allocation of $93,000. Impaired loans at December 31,
2010, 2009, and 2008 were $227.9 million, $189.1 million,
and $108.6 million, respectively.

Historical reserves and management allocations

The component of the allowance for loan losses based on
historical loan loss experience is determined using historical
charge-off data for the last five years, with more weight
placed on the most recent two years. This calculation is
done monthly and refined quarterly. Management considers
a variety of factors to determine the appropriate level of
allowance for inherent loan losses 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, volume trends in delinquencies
and nonaccruals, 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. All 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 and/or charge-offs to the allowance
based on their judgments about information available to them
at the time of their examination. It is also the Company’s
general practice to request that the Bank’s primary regulator
provide an express determination letter to evidence the
regulatory examination review of charge-off determination
and practice as it relates to the allowance for loan losses.

The general component of the allowance recognizes

probable inherent, but undetected, losses in the loan
portfolio. Regardless of how management analyzes customer
performance, ratings migration, economic conditions and
interest rate risk, management believes there are additional
potential risks that are unaccounted for in the process of
making loans. This is due to several factors including, but not
limited to:

* timing delays in receiving information regarding a
customer’s financial condition;

e changes in individual business climates;

* the judgmental nature of individual loan evaluations and
collateral assessments; and

* 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, the Company estimates a range of
inherent losses and maintains a general allowance that is not

allocated to a specific category. Changes in the allowance
for loan losses are detailed in Note 6 on the consolidated
financial statements of this report.

Noninterest income

Noninterest income increased in the year ending December
31, 2010, by $1.9 million, or 4.3%, to $44.9 million as
compared to $43.0 million for the year 2009. The increase in
noninterest income in 2010 was largely related to litigation
related income as a result of on the previously disclosed
[llinois Supreme Court opinion that reinstated a judgment in
favor of the Bank for $2.6 million and increased levels of lease
revenue from OREO and was offset by reductions in other
categories such as trust income and realized gains on sales of
securities. Noninterest income totaled $35.3 million in 2008
as compared to $43.0 million in 2009. The 2009 increase over
2008 was largely due to income from mortgage banking and
realized gains on sale of securities.

Trust income decreased by $894,000, or 11.5%, to $6.8
million in 2010 as compared to $7.7 million and $8.1

million in 2009 and 2008, respectively. The 2010 decrease

in annual revenue was primarily due to a reduction in estate
settlement activity and personal trust fees that were offset by
increased investment advisory fee income from the Bank’s
new subsidiary that began operations in the second half of
2010. The latter category of fees was recognized in the other
income category in 2010. Trust income in 2009 had decreased
primarily due to reductions in estate settlement activity for
2008 levels as well as a decrease in assets under management
as a result of the general decline in asset values that started in
the latter half of 2008 and continued into 2009. Discretionary
assets under management were $835.0 million, $906.0
million, and $924.8 million at December 31, 2010, 2009, and
2008, respectively. Substantially all of the 2010 decrease in
discretionary assets in the trust department was attributable
to the new investment advisory subsidiary that grew to $91.0

million at December 31, 2010.

Service charge income from deposit accounts totaled $8.6
million in 2010, a decrease of $216,000, or 2.5%, from 2009
primarily due to decreases in overdraft fees, which have
declined industry wide in keeping with recent regulatory
changes. That trend was offset somewhat by an increase in
commercial checking fees of $119,000, or 5.6%, in 2010 as
compared to 2009 levels. Service charges on deposits were
$8.8 million in 2009, a decrease of $539,000, or 5.8%, from
$9.3 million in 2008. The primary source of the decrease

in 2009 was also from consumer bounce protection fees as
usage decreased although increases in commercial checking
account service charges partially offset that trend in 2009 as
well. The generally lower interest rate environment in 2009
and 2010 continued to reduce commercial earnings credits
and increased net fee income in this category in both of those
years.

Total mortgage banking income including net gain on sales of
mortgage loans, secondary market fees, and servicing income,
was $11.2 million in 2010, which was a decrease of $620,000,
or 5.3%, from 2009 levels. Although the volume of mortgage

loans sold decreased with the continued disruption in housing
markets, including the expiration of first time homebuyer tax

credits in 2010, the largest decrease in income from mortgage
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operations in 2010 as compared to 2009 resulted from the
decrease in valuation of mortgage servicing rights (MSRs)

as these assets generally decline in value with decreases in
market interest rates. The Company changed its accounting
method to the fair value method for valuing MSRs on January
1, 2010. Under the previous method, MSRs were amortized
and both the amortization and valuation impairments under
the lower of cost or market method were recorded in other
noninterest expense. The mortgage operations unit had
increased mortgage banking income by $4.5 million, or 61.3%,
from $7.3 million in the year ended December 31, 2008, to
$11.8 million for the same period in 2009. The volume of
loans sold increased in 2009 as a result of a reduced number
of competitors as well as product offering changes made by
management to meet client needs and changing investor
requirements as markets changed. Loans sold, including gains
on sale totaled $362.1 million in 2010, $493.4 million in 2009,
and $318.7 million in 2008.

Net realized gains on securities totaled $2.7 million in 2010

as compared to $3.8 million and $1.9 million for the years
ended December 31, 2009 and 2008, respectively. Bank
owned life insurance (“BOLI”) cash surrender value net
income increased $243,000, or 17.0%, to $1.7 million, as the
underlying investment performance was stronger in 2010 than
2009. A separate death benefit of $943,000, including interest
from delayed payment, was also realized in 2010. BOLI
income increased $815,000, or 132.3%, to $1.4 million in
2009, as compared to $616,000 in 2008. The investment rates
of return on the BOLI portfolio stabilized in 2009 due in part
to a rebalancing of that portfolio.

Interchange income from debit card usage continued to
increase in 2010 as customers continued to respond favorably
to rewards programs and consumer card activity remained
strong. Interchange income from debit card usage was $2.8
million, $2.5 million, and $2.4 million, respectively, in 2010,
2009 and 2008. Debit card interchange income increased
$261,000 in 2010, as the volume of consumer card activity
remained strong although pending legislative changes may
adversely affect this revenue source in the future. The net
loss and gain on interest rate swap activity with customers
including fee income net of credit risk valuation expense was
$322,000 for the year ended December 31, 2010. This was

a significant decrease as compared to the prior year and was
primarily a result of reduced market demand for that product
generally as well as an overall reduction in CRE demand from
qualified borrowers. The 2009 net gains on interest rate swap
activity with customers included fee income of $1.3 million
offset by credit risk valuation expense of $285,000 on the
estimated aggregate swap position exposure at December

31, 2009. This compared to partial year swap fee income of
$556,000 in 2008, which was the first year this product was
offered to clients.

The lease revenue received from OREQO properties increased
$1.4 million in the year ended December 31, 2010, to $1.8
million as compared to $393,000 in the prior year, as the
number of properties that generated rental income increased.
The Bank had a total net gain of $614,000 for the year, which
was a $279,000 decrease from 2009. The net gains resulted
from management’s successful efforts to dispose of OREO and
focus upon the reduction of nonperforming assets. There was

a net loss on the sale of other real estate totaling $13,000 in
2008 and there was no OREO lease revenue in that year.

The Bank recognized $2.7 million in revenue, including
interest, in 2010 as a result of the previously disclosed Illinois
Supreme Court opinion that reinstated a judgment in favor of
the Bank. Other noninterest income increased $165,000, or
3.5%, in the year ended December 31, 2010, as compared to
2009. This was largely due to investment advisory fee income
from the Company’s new subsidiary that began operations

in the second half of 2010 as well as an increase in ATM
surcharge and transaction related fees.

Other noninterest income was $4.8 million in 2010 as
compared to $4.7 million in 2009 and $5.2 million in 2008.
Even though automatic teller machine surcharge and
interchange fees increased, decreases in fee income from
brokerage activities and letters of credit in 2009 more than
outpaced that growth.

Noninterest expense

Noninterest expense was $100.6 million in the year ended
December 31, 2010, as compared to $144.6 million in the
same period in 2009. The 2009 noninterest expense included
a nonrecurring goodwill impairment charge of $57.6 million.
Excluding that charge, noninterest expense increased $13.6
million in the year ended December 31, 2010, as compared
to the prior year, and that increase was substantially due to
higher OREO expenses and legal fees. Noninterest expense
was $80.3 million in 2008. Salaries and benefits expense

was $36.9 million during the year ended December 31,

2010, which was a $2.7 million decrease from the prior

year. This category totaled $39.6 million during the twelve
months ended December 31, 2009, as compared to $44.5
million for 2008, which had included the addition of 57 full
time equivalent (“FTE”) employees from the acquisition

of Heritage back in 2008. These comparative reductions

in salaries and benefits expense resulted primarily from a
decrease in salary expense coupled with reductions in group
medical expenses although management selectively reduced
positions in 2010. Management also completed a strategic
reduction in force late in early 2009, and the number of full
time equivalent employees decreased to 522 for the fourth
quarter of 2010 as compared to 572 at the same time last year
and 617.5 at the end of 2008. Management also eliminated
management bonuses and profit sharing contributions in 2009,
which continued through 2010.

Net occupancy expense decreased $926,000, or 15.3%,

from $6.1 million in 2009 to $5.1 million for the year ended
December 31, 2010, whereas net occupancy expense had
increased $65,000, or 1.1%, from 2008 to 2009. The decrease
in 2010 related to ongoing expense controls as well as the
reduction in the number of branch facilities that occurred in
2009. The 2009 increase as compared to 2008 was primarily
due to leasehold termination costs including $114,000 in
accelerated leasehold improvement and depreciation costs
that were taken in the third quarter and an additional
$88,000 in prepayment penalties taken in the fourth quarter
of 2009 for the three branches that were closed in the second
half of that year. Furniture and fixture expenses were $6.9
million for the twelve-month periods ending December 31,
2008 and 2009. This same category decreased by $733,000
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to $6.2 million in the year ended December 31, 2010. In the
second half of 2009, the Company closed four branches where
there was an overlap in service area and three additional

such closings were completed in 2010. As a result of these
determinations, management was been able to realize lower
costs in both the occupancy and furniture and fixtures
categories.

Federal Deposit Insurance Corporation (“FDIC”) costs
decreased $508,000, or 9.4%, to $4.9 million for the year
ended December 31, 2010, as compared to $5.4 million for
the prior year. Even though premium expenses increased
industry wide, the FDIC levied an additional special
assessment of $1.3 million in 2009, and that nonrecurring
assessment distorts period comparison. In addition, the lower
deposit base that resulted from the Bank’s balance sheet
deleveraging and relationship pricing strategies also served to
lower this expense.

Advertising expense increased by $205,000, or 16.3%, to $1.5
million in the twelve months ended December 31, 2010, from
$1.3 million for the same period in 2009, primarily due to
increased direct mail and radio advertising costs. Advertising
expense decreased by $757,000, or 37.6% to $1.3 million,

for the year ended December 31, 2009, as compared to $2.0
million in 2008 as management emphasized discretionary
expense controls and decreased sponsorship, specialty
advertising, direct mail and other related costs. Legal fees

in 2010 increased $1.6 million to $3.2 million as compared

to $1.7 million in 2009 and $698,000 in 2008 and were
primarily related to the increased volume of loan workouts in
progress as well as the Company’s ongoing review of its capital
initiatives and alternatives.

OREQ expenses were $26.4 million, $8.8 million, and $84,000
for the years ended December 31, 2010, 2009, and 2008,
respectively. Consistent with 2009, the 2010 expense total
increased in accordance with the increases in OREO balances,
and the largest line item categories continued to be valuation
adjustments, insurance and real estate taxes and professional
fees totaling $20.7 million, $3.1 million and $285,000,
respectively as compared to 2009 totals of $5.8 million,

$1.7 million and $480,000, respectively.

Other expenses were $15.3 million in the year ended
December 31, 2010, a decrease of $831,000, or 5.1%, from
$16.2 million in 2009. Other expense decreases resulted
primarily from the previously discussed accounting change

in mortgage servicing rights impairment, net of amortization
recognition. That decrease combined with other decreases
such as correspondent bank fees, telecommunication expense,
ATM operating and transaction costs, a reduction in sundry
losses, and CDARs related fees as the Bank continued to
reduce its reliance on this local source of brokered deposits

in 2010 as compared to 2009. Other expenses totaled $17.6
million in 2008. Even though correspondent bank fees had
increased in 2009 as compared to 2008, that increase was
more than offset by decreases in supplies, other employee
related expenses such as meals and entertainment, sales
incentives, mileage costs, conferences, recruitment, travel and
other related items.

Income taxes

The Company had income tax expense of $41.9 million for
the year ended December 31, 2010, despite a $66.8 million
pre-tax loss during that period, due to the establishment

of a valuation allowance against the Company’s deferred

tax assets. Under generally accepted accounting principles,
income tax benefits and the related tax assets are only allowed
to be recognized if they will “more likely than not” be fully
realized. As a result, as of December 31, 2010, the net amount
of the Company’s deferred tax assets related to operations has
been reduced to zero.

The determination of the realizability of the deferred tax
assets is highly subjective and dependent upon judgment
concerning management’s evaluation of both positive and
negative evidence, including forecasts of future income,
available tax planning strategies, and assessments of the
current and future economic and business conditions.
Management considered both positive and negative evidence
regarding the ultimate realizability of the deferred tax assets,
which is largely dependent upon the ability to derive benefits
based upon future taxable income. In the fourth quarter

of 2010, the continued adverse economic environment
contributed to further asset quality deterioration. This resulted
in an increased operating loss from the third quarter and
contributed to uncertainty regarding the projections of future
taxable income, which called into question the Company’s
ability to fully realize the deferred tax asset. Management
determined that realization of the deferred tax asset was not
“more likely than not” as required by accounting principles
and established a valuation allowance to reflect this judgment.
Management believed internal projections and positive
evidence was not deemed sufficient under generally accepted
accounting principles to overcome the negative evidence
present at December 31, 2010. As a result, the Company
recorded a valuation allowance totaling $69.8 million against
its deferred tax assets of $71.9 million at December 31, 2010
resulting in total income tax expense for the year ended
December 31, 2010 of $41.9 million. A deferred tax asset of
$2.1 million related to accumulated other comprehensive loss
resulting from the net unrealized loss on available for sale
securities remains at December 31, 2010. An increase in rates
will generally cause a decrease in the fair value of individual
securities and results in changes in unrealized loss on available
for sale securities while a decrease in rates generally causes

an increase in fair value at a point in time. In addition to

the impact of rate changes upon pricing, uncertainty in the
financial markets can cause reduced liquidity for certain
investments and those changes are discussed in detail in Note
4 to the consolidated financial statements. Management

has both the ability and intent to retain an investment in
available for sale securities. The Company’s primary deferred
tax assets related to its allowance for loan losses and the 2009
goodwill impairment charges that were previously discussed.
In each future accounting period, the Company’s management
will reevaluate whether the current conditions in conjunction
with positive and negative evidence support a change in the
valuation allowance against its deferred tax assets. Any such
subsequent reduction in the estimated valuation allowance
would lower the amount of income tax expense recognized in
the Company’s consolidated statements of operations in future
periods.



Management’s Discussion — continued

An income tax benefit of $45.6 million was recorded in the
year ended December 31, 2009, as compared to $2.3 million
in expense in the same period of 2008. During the twelve-
month period ended December 31, 2009, the Company’s
taxable income significantly decreased compared to the same
periods in 2008, primarily due to the results of our operations
during 2009. As of January 1, 2009, Illinois tax law changed
the deductibility of real estate investment trust (“REIT”)
dividends, which increased the effective rate for state taxes in
that year as compared to 2008.

Financial condition

General

Total assets were $2.12 billion as of December 31, 2010, a
decrease of $472.7 million, or 18.2%, from $2.60 billion as

of December 31, 2009. Loans decreased by $372.7 million as
the Bank continued to emphasize capital management and
credit quality and demand from qualified borrowers continued
to decline. Additionally, loan charge-off activity contributed
as did the movement of collateral that previously secured
loans to OREO. Also contributing to the general decline

was the Bank’s continuing efforts to reduce its real estate
concentrations. The second largest asset category decrease was
a $80.7 million, or 35.2%, decrease in the long-term securities
that were available-for-sale. In addition to call activity, the
Company also sold bonds and recognized a net realized
securities gain of $2.7 million in the twelve months ended
December 31, 2010. Management decreased the levels of
securities held in 2010, and as discussed below, also decreased
the level of brokered certificates of deposit and other short
term borrowings at the same time. The third largest asset
reduction category was other assets, which included deferred
tax assets that were deemed to be impaired at December 31,
2010 and a noncash charge and offsetting valuation account
of $69.8 million were recorded to reflect that impairment as
outlined in the management discussion and analysis section as
well as Note 14 to the financial statements contained in this
report. There was also a significant category shift within cash
and cash equivalents at December 31, 2010 as compared to
2009. These changes were primarily in the area of cash and
due from banks, which decreased $8.3 million, while interest-
bearing balances with financial institutions increased $45.0
million and short-term securities available-for-sale decreased
$16.9 million in the same period. While there is generally a
high degree of variance in cash equivalent balances because
of the dynamic nature of daily cash payments and receipts,
the Bank retained higher balances with the FRB in 2010 in
response to its decision to pay interest of 0.25% on excess
reserves. Total deposits were $1.91 billion as of December

31, 2010 a decrease of $297.7 million, or 13.5%, from $2.21
billion as of December 31, 2009. The second largest change
in funding, however, was a decrease in other short-term
borrowing, primarily Federal Home Loan Bank advances of
$50.9 million, or 92.5%, during 2010. Securities sold under
repurchase agreements also decreased by $16.4 million, or
89.0%, at December 31, 2010, as compared to the obligations
held at December 31, 2009.

Investments

Long-term securities available-for-sale decreased $80.7 million
during 2010, from $229.3 million as of December 31, 2009,
to $148.6 million as of December 31, 2010. Consistent with
its capital management and deleverage strategies, the Bank
continued to reduce securities available-for-sale in the fourth
quarter of 2010, with a strong emphasis upon reducing tax-
exempt bond holdings, which typically provide an incremental
benefit in periods where there is taxable income. This
balance sheet deleveraging included significant reductions

in both borrowings and deposits that previously provided
funding for loan growth and a larger securities portfolio.

At December 31, 2010, U.S. government agency securities
and mortgage-backed agency securities were $37.4 million
and $76.7 million, respectively. The Company decreased

its position in agency securities by $47.0 million, or 55.7%,

as of December 31, 2010, while it simultaneously increased
mortgage-backed agency securities by $33.9 million, or
79.3%. U.S. government agency securities comprised 25.2%
of the portfolio as of December 31, 2010, and 34.3% of the
portfolio as of December 31, 2009 whereas the mortgage-
backed agency securities represented 12.0% and 17.4% of the
investment portfolio as of the same dates. As of December
31, 2010, the Company held $4.0 million in collateralized
mortgage obligations versus $23.2 million at December

31, 2009. The largest dollar investment category decreases
were in United States government agency, state & political
subdivision, and collateralized mortgage-backed securities,
respectively. The decreases in the United States government
agency securities were due to the combination of sales and
call activities as management executed its deleverage strategy
in part, by reducing the size of the investment portfolio. At
December 31, 2010, state and political subdivision securities
totaled $17.9 million, a decrease of $65.5 million, or 78.6%,
from $83.3 million at December 31, 2009. That decrease

in volume was primarily due to sales activities combined

with maturities and calls on those securities as the Bank
reconfigured the portfolio to emphasize taxable income. State
and political subdivision securities comprised 12.0% of the
portfolio as of December 31, 2010, compared to 33.8% of the
portfolio as of December 31, 2009. At December 31, 2010,
U.S. Treasury Securities were $1.5 million, a decrease of
$2,000, or 0.13%, from $1.5 million at December 31, 2009,
primarily due to security sales. Collateralized debt obligations
(“CDQ”) remained relatively unchanged at $11.1 million

as of December 31, 2010 from $10.9 million at December

31, 2009. In the case of the CDO fair value measurement,
management included a risk premium adjustment to reflect
an estimated amount that a market participant would demand
because of uncertainty in cash flows in both periods. A
detailed discussion of the market activity and the valuation
of the CDO securities are discussed in Note 4 and Note 23,
respectively, of these consolidated financial statements. As
mentioned below in the Liquidity section, the cash flows from
the security calls, prepayments, maturities and sales were
substantially offset by a decrease in funding in the other short-
term borrowings. The net unrealized losses in the portfolio
were $5.2 million at December 31, 2010 as compared to net
unrealized losses of $2.7 million as of December 31, 2009,
primarily due to changes in interest rates at December 31,
2010.
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Loans

Total loans were $1.69 billion as of December 31, 2010, a
decrease of $372.7 million, or 18.1%, from $2.06 billion as
of December 31, 2009. The lack of demand from qualified
borrowers through that year hindered growth in the loan
portfolio. As discussed in the loan loss provision section
above, management continued to emphasize loan portfolio
quality in 2010 and as a result $77.9 million of net loan
charge-offs were recorded in 2010 as compared to $73.4
million in 2009. The largest overall category decrease was
in real estate construction loans, which decreased $144.1
million, or 52.7%, since December 31, 2009. The residential
real estate and real estate commercial loan sector decreased
$86.3 million, or 13.4%, and $103.9 million, or 11.2%,
respectively, since December 31, 2009.

The loan portfolio reflects the general economic health and
profile of the communities in which the Company operates.
Throughout 2010, the local economy continued to be
affected by the overall decline in economic conditions that
has been experienced nationwide. The real estate related
activity and market valuations have been negatively impacted
the Company starting in 2008. Because the Company is
located in a growth corridor with significant open space,

real estate lending (including commercial, residential, and
construction) has been and continues to be a sizeable portion
of the portfolio. These categories comprised 89.2% of the
portfolio as of December 31, 2010 compared to 89.3% of

the portfolio as of December 31, 2009. The commercial and
industrial loan sector also decreased $33.3 million, or 16.1%,
to $173.9 million at December 31, 2010, from $925.0 million
at December 31, 2009. The Company remains committed

to overseeing and managing its loan portfolio to attempt to
avoid unnecessarily high credit concentrations in accordance
with its MOU with the OCC as well as general interagency
guidance on risk management. Consistent with those
commitments, management updated its asset diversification
plan and policy and anticipates that the percentage of

real estate lending to the overall portfolio will continue to
decrease in the future as result of that process. Installment
loans, overdrafts, and lease financing receivables also
decreased $5.8 million, or 40.0%, to $8.6 million at December
31, 2010, from $14.4 million at December 31, 2009. Almost
all of that decrease was in the installment portfolio and was
primarily attributable to decreased demand from qualified
borrowers.

The allowance for loan losses was $76.3 million and $64.5
million in 2010 and 2009, respectively. As discussed in

the Provision for Loan Losses section above, the Company
concluded that the increase in the amount of nonperforming
loans and net charge-offs in 2009 and 2010 as compared to
prior years represented increased risk that warranted higher
provisioning. Accordingly, the Company identified the higher
risk loans and created a CRE pool with a higher qualitative
factor in 2009. That higher risk pool and estimated factor
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approach remained in place throughout 2010 and was

similar to the high-risk pool approach that was taken for

the construction and development category that began at
December 31, 2008. The elevated estimated factor approach
for a higher risk C & D pool continued until problem loan
indicators and volume in that category declined at September
30, 2010 and credit review management resumed a single
C&D pool designation at that time. The pooled factor
estimate for the higher risk CRE pool was increased from 8.0%
at December 31, 2009 as compared to 10.0% at December

31, 2010. All risk factors and related segments are reassessed
quarterly by the Company, and as a result, the qualitative
factor for the home equity portfolio was also increased in 2010
as compared to 2009. These qualitative factors along with
increased specific allocations contributed to the increase in
the provision for 2010 as compared to 2009.

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 4.51% as of
December 31, 2010, compared to 3.13% as of December 31,
2009. In management’s judgment, an adequate allowance

for estimated losses has been established; however, there can
be no assurance that losses will not exceed the estimated
amounts in the future.

Management, along with many other financial institutions,
remains cautious about the current economic environment
and outlook including the relatively high levels of
unemployment. Furthermore, the sustained slowdown in

the real estate market could continue to erode consumer
confidence and adversely affect collateral values. These events
adversely affect cash flows generally for both commercial

and individual borrowers, and as a result, the Company

could continue to experience increases in problem assets,
delinquencies, and losses on loans in future periods.

Other Assets

OREOQ increased $35.4 million from $40.2 million at
December 31, 2009, to $75.6 million at December 31, 2010.
In 2010, management successfully converted collateral
securing problem loans to properties ready for disposition

in the net amount of $72.2 million. Additions in 2010 were
offset by $16.5 million in dispositions that generated a net
gain on sale of $614,000 and $20.9 million in additional
valuation allowances. The Bank added 57 properties to OREO
during the fourth quarter, which brought the total OREO
holdings to 234 properties net of dispositions at December 31,
2010. These OREQO properties consisted of different types,
including 111 single-family residences with an estimated
realizable market value of $11.6 million, 65 non-farm,
nonresidential properties with an estimated value of $28.9
million, a number of lots zoned for residential construction
with an estimated realizable market value of $22.4 million,
and 13 parcels of vacant acreage suitable for either farming or
development with an estimated value of $12.7 million. Details
related to the activity in the OREQO portfolio for the periods
presented are itemized in the following table:
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Three Months Ended Twelve Months Ended
December 31, December 31,

Other real estate owned 2010 2009 2010 2009
Beginning balance .........ccoeveveiiiieieieieieiieeeeeeesnes $ 54,577 $ 24492 % 40,200 % 15,212
Property additions ......eeeveveiererieieiererieierieresieresesesieeennes 29,638 25,122 72,159 42,390
Development improVemMentS........eveveeverrereererreruerserersereennes 567 113 607 2,467
Less:

Property diSposals.......oceeverveiererierieieienierieieierieieseresieiennes 2,815 8,653 16,465 14,201
Period valuation adjustments.........cceeeververeererieriereererierienens 6,354 874 20,888 5,668
Other real estate OWned.......ocevvevveereeievieeiireeeeeeereeeeeeene $ 75,613 § 40,200 % 75,613 § 40,200

When measured as a percentage of other real estate properties
owned, the OREQ valuation reserve increased to $22.2
million, which is 22.7% of gross OREO at December 31,
2010. The valuation reserve represented 12.4% of gross
OREQ at December 31, 2009. In management’s judgment, an
adequate property valuation allowance has been established at
December 31, 2010; however, there can be no assurance that
actual valuation losses will not exceed the estimated amounts
in the future.

Liquidity

Total deposits decreased $297.7 million, or 13.5%, during
the year ended December 31, 2010, to close at $1.91 billion.
The deposit segments that declined the most in 2010 were
interest bearing saving, NOW and money markets, which in
the aggregate decreased $211.4 million, or 21.3%, followed
by time certificates of deposits, which declined $108.9
million, or 12.0%. The latter change occurred primarily due
to management’s pricing strategy that required customers to
have a core deposit relationship with the Bank to receive a
higher rate on time deposits. The Bank also decreased the
level of brokered certificates of deposit in the same period
from $61.8 million at December 31, 2009 to $29.1 million
at December 31, 2010. The Bank continued to comply with
the brokered deposit restrictions contained within the MOU
and management expects to have no brokered deposits as
individual certificates mature in 2011. As noted above,
money market deposit and NOW accounts decreased by
$94.8 million, from $392.5 million to $297.7 million, and
$118.5 million, or 28.0%, respectively, during the year ended
December 31, 2010. At the same time, noninterest bearing
demand deposits increased by $22.5 million, or 7.3%, as did
savings deposits ($1.9 million, or 1.0%). Market interest rates
decreased generally and the average cost of interest bearing
deposits decreased from 1.92% in 2009 to 1.28%, or 64 basis
points, in 2010. Likewise, the average total cost of interest
bearing liabilities decreased from 2.03% in 2009 to 1.47% in
2010, or 56 basis points.

The Company entered into a $75.5 million credit facility with
LaSalle Bank National Association (now Bank of America) in
the first quarter of 2008. Part of that credit facility replaced a
$30.0 million revolving line of credit facility previously held
between the Company and Marshall & Ilsley Bank. The $75.5
million credit facility obtained in 2008 was comprised of a
$30.5 million senior debt facility, which included the $30.0

million revolving line that matured on March 31, 2010, and
$500,000 in term debt as well as $45.0 million of subordinated
debt. The proceeds of the $45.0 million of subordinated debt
were used to finance the acquisition of Heritage, including
transaction costs and qualified as Tier 2 capital. The Company
had no principal outstanding on the revolving line when it
matured, $500,000 in principal outstanding in term debt, and
$45.0 million in principal outstanding in subordinated debt.
The term debt is secured by all of the outstanding capital
stock of the Bank. The Company was out of compliance

with two of the financial covenants of this credit facility at
December 31, 2010 and December 31, 2009. As a result, the
lender provided notice to the Company in 2009 that it would
not extend additional credit or make additional disbursements
on behalf of the Company, which limits the Company’s ability
to serve as a source of liquidity. In November 2009, the lender
also notified the Company that it was invoking the default

rate, thereby increasing the rate on the term debt by 200

basis points, which resulted in $10,000 in additional interest
expense on the $500,000 term debt that was outstanding at
December 31, 2010. The lender’s agreement does not provide
the lender with any rights of acceleration or other remedies
with regard to the subordinated debt. The Company has made
all required interest payments on the outstanding principal
amounts on a timely basis. Additional discussion related to
the Bank of America credit facility terms are disclosed in Note
12 of the consolidated financial statements included in this
annual report.

Other major borrowing category changes from December

31, 2009 included a decrease of $50.9 million, or 92.5%, in
other short-term borrowings. As previously disclosed, this
consisted primarily of Federal Home Loan Bank (“FHLB”)
advances and this funding source was decreased in tandem
with the decrease in securities available for sale. At December
31, 2010, the Bank maintained several different sources of
liquidity including $66.4 million in overnight cash invested
with the FRB, $99.5 million in available borrowing capacity
with the Federal Home Loan Bank of Chicago (“FHLBC”)
and FRB of Chicago as well as additional unencumbered
securities that could be pledged to increase borrowing capacity
by an additional $36.0 million. In addition, the Bank has

a preestablished program to review the loan portfolio for
credits that strengthen borrowing capacity at both the FRB of
Chicago and FHLBC through the delivery of files that meet
their respective eligibility requirements.
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Capital

Total stockholders’ equity decreased $113.3 million, or
57.4%, to $84.0 million during 2010, from $197.2 million

as of December 31, 2009. A net loss available to common
shareholders of $113.2 million, which included the $69.8
million valuation allowance on the Company’s deferred tax
assets, combined with preferred dividends and accretion of
$4.5 million, and a common dividend payment of $281,000,
decreased retained earnings to $28.3 million as of December
31, 2010. In the same year, a $1.5 million increase in the
unrealized securities position net of tax increased the
accumulated other comprehensive loss to $3.1 million

from $1.6 million at December 31, 2009, which decreased
stockholders’ equity. In 2009, retained earnings decreased by
a net loss of $65.6 million, plus common dividends of $1.4
million, which decreased retained earnings to $141.8 million
as of December 31, 2009.

As discussed in Note 25 of the consolidated financial
statements of this annual report, the U. S. Department

of Treasury (“Treasury”) completed its investment in the
Company in January 2009, as part of the TARP Capital
Purchase Program, and those proceeds continue to qualify

as Tier 1 capital at December 31, 2010. The Fixed Rate
Cumulative Perpetual Preferred Stock, Series B (“Tarp
Preferred Stock”) and warrants to purchase common stock of
the Company that were issued increased stockholders’ equity
by $69.0 million and $4.8 million, respectively, at December
31, 2009. The fair value ascribed to the warrants is included
as part of additional paid-in capital.

As of December 31, 2010, the Company’s regulatory ratios
of total capital to risk weighted assets, Tier 1 capital to risk
weighted assets and Tier 1 leverage decreased to 11.46%,
6.09%, and 4.74%, respectively, as compared to 13.26%,
9.96%, and 8.48%, respectively, at December 31, 2009. The
Company, on a consolidated basis, exceeds the minimum
ratios to be deemed “adequately capitalized” under regulatory
defined capital ratios at December 31, 2010. The same
capital ratios at the Bank were 11.63%, 10.34%, and 8.10%,
respectively, at December 31, 2010 as compared to 11.57%,
10.30%, and 8.89%, respectively, at December 31, 2009.
While the Bank exceeded the general minimum regulatory
requirements to be considered “well capitalized”, it was not
in full compliance with the heightened capital ratios that it
agreed to maintain with the OCC. Specifically, the Bank’s
board of directors agreed to meet by December 31, 2009,
and thereafter maintain, a total risk-based capital ratio of
at least 11.25%, and a Tier 1 capital ratio of at least 8.75%.
The Bank achieved these heightened regulatory capital
ratios by December 31, 2009 and remained in compliance
through March 31, 2010. The Bank was in compliance with
the heightened total capital to risk weighted assets ratio at
December 31, 2010, but not the heightened Tier 1 leverage
ratio due to net losses incurred subsequent to the first quarter
of 2010.

As previously announced, the Company has deferred
regularly scheduled interest payments on $58.4 million of
junior subordinated debentures related to the trust preferred
securities issued by its two statutory trust subsidiaries, Old
Second Capital Trust I and Old Second Capital Trust I1.
Because of the deferral on the subordinated debentures,

the Trusts will defer regularly scheduled dividends on the
trust preferred securities. The total accumulated and unpaid
interest on the junior subordinated debentures including
compounded interest from July 1, 2010 on the deferred
payments totaled $2.2 million at December 31, 2010.

The Company has also suspended quarterly cash dividends on
its outstanding TARP Preferred Stock issued to the Treasury
as well as suspending dividends on its outstanding common
stock. The dividends have been deferred since November 15,
2010, and while in deferral the dividends are compounded
quarterly and the accumulated unpaid dividends totaled $1.4
million at December 31, 2010

Under the terms of the subordinated debentures, the
Company is allowed to defer payments of interest for 20
quarterly periods without default or penalty, but such amounts
will continue to accrue. Also during the deferral period,

the Company generally may not pay cash dividends on or
repurchase its common stock or preferred stock, including
the TARP Preferred Stock. Under the terms of the TARP
Preferred Stock, the Company is required to pay dividends
on a quarterly basis at a rate of 5% per year for the first five
years, after which the dividend rate automatically increases
to 9%. Dividend payments on the TARP Preferred Stock may
be deferred without default, but the dividend is cumulative
and therefore will continue to accrue and, if the Company
fails to pay dividends for an aggregate of six quarters, whether
or not consecutive, the holder will have the right to appoint
representatives to the Company’s board of directors. The
terms of the TARP Preferred Stock also prevent the Company
from paying cash dividends on or repurchasing its common
stock while TARP Preferred Stock dividends are in arrears.
The Company is limited in its ability to repurchase shares in
the future because of restrictions imposed by Treasury as a
result of the Company’s participation in the CPP, and such
repurchases were limited to amounts associated with the tax
liability incurred with the vesting of stock awards under the
preexisting equity incentive plan. The Company repurchased
5,684 shares in 2010, resulting in an increase in treasury stock
to 4,555,063 shares as of December 31, 2010. The repurchase
of these shares increased treasury stock by $40,000 or 0.04%
at December 31, 2010. The Company had repurchased 932
shares in 2009, resulting in an increase in treasury stock to
4,549,379 shares as of December 31, 2009. The repurchase

of these shares increased treasury stock by $5,000, or less
than 0.1%, to $94.8 million at December 31, 2009. Treasury
stock repurchased decreases stockholders’ equity, but also
increases earnings per share by reducing the number of
shares outstanding. The exercise of stock options, related

tax benefit, and stock-based compensation expense increase
equity and shares outstanding and contributed $1.1 million
to stockholders’ equity in 2009 whereas no options were
exercised in the year ended December 31, 2010. Return on
average equity was (61.79%), (27.92%), and 6.03% in 2010,
2009, and 2008, respectively.
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The Company completed the sale of $32.6 million of
cumulative trust preferred securities by its subsidiary, Old
Second Capital Trust I in July 2003 and the payment of
regularly scheduled dividends are in deferral as previously
disclosed. These trust preferred securities remain outstanding
for a 30-year term, but subject to regulatory approval, they
can be called in whole or in part at the Company’s discretion
after an initial five-year period, which has since passed. The
Company does not currently intend on seeking regulatory
approval to call these securities. Dividends are payable
quarterly at an annual rate of 7.80% and are included in
interest expense in the consolidated financial statements even
when deferred. Likewise, the Company issued an additional
$25.0 million of cumulative trust preferred securities through
a private placement completed by a second unconsolidated
subsidiary, Old Second Capital Trust II in April 2007. These
trust preferred securities also mature in 30 years, but subject
to the aforementioned regulatory approval, can be called in
whole or in part in 2017. When not in deferral the quarterly
cash distributions on the securities are fixed at 6.766%
through June 15, 2017 and float at 150 basis points over

the British Bankers Association three-month LIBOR rate
thereafter. Trust preferred proceeds of $56.6 million are held

Off-balance sheet arrangements

by outside investors. As of December 31, 2010, trust preferred
proceeds of $29.0 million qualified as Tier 1 regulatory capital
and $27.6 million qualified as Tier 2 regulatory capital and
total trust preferred proceeds of $56.6 million qualified as Tier
1 regulatory capital as of December 31, 2009. Additionally,
the $45.0 million in subordinated debt that was obtained

to finance the February 2008 acquisition qualified as Tier 2
regulatory capital as of December 31, 2010 and December 31,
20009.

Bank regulatory agencies have adopted capital standards by
which all banks and bank holding companies are evaluated.
Those agencies define the basis for these calculations
including the prescribed methodology for the calculation
of the amount of risk-weighted assets. The risk based
capital guidelines were designed to make regulatory capital
requirements more sensitive to differences in risk profiles
among banks. In addition to the regulatory capital ratios
disclosed above, information regarding capital levels and
minimum required levels can be found in Note 20 and Note
25 of the consolidated financial statements included in this
annual report.

Contractual Obligations, Commitments, Contingent Liabilities, and Off-Balance Sheet Arrangements

The Company has various financial obligations that may require future

cash payments. The following table presents, as of December

31, 2010, significant fixed and determinable contractual obligations to third parties by payment date.

Within One to Three to Over
One Year Three Years Five Years Five Years Total

Deposits without a stated Maturity......ocooveveerrveereereennnn. $ 1,112,962 $ — 3 — 3 — $ 1,112,962
Certificates Of dePOSit....ccveriererrerieriererrenierieierenrerierseseesenes 426,429 276,307 92,830 — 795,566
Securities sold under repurchase agreements.................... 2,018 — - — 2,018
Other short-term bOrroOWings .......ccecveververieeererveriereererrenes 4,141 — — — 4,141
Junior subordinated debentures.......c.ocoeevveiererierieinienene. — — — 58,378 58,378
Subordinated debt.....c..coiiviiiiiiiiiiiciies — — — 45,000 45,000
Notes payable and other borrowings.........ccoevevveirvervennene. - — - 500 500
Purchase obligations .......cccecveveeverierierenrerieriereeienieieeenennens 1,313 1,169 — — 2,482
Automatic teller machines (“ATM’s”) leases......c.ecveunne.. 106 76 21 — 203
Operating leases .......eeevvveeeriererireinieiiirieireeneeeeereeenes 89 162 168 58 477
Nongqualified voluntary deferred compensation ............... 294 163 105 1,201 1,763

TOLAL vttt $ 1547352 $ 277,877 $ 93,124 $ 105,137 $ 2,023,490

Purchase obligations represent obligations under agreements to purchase goods or services that are enforceable and legally binding
on the Company and that specify all significant terms, including fixed or minimum quantities to be purchased; fixed, minimum or
variable price provisions; and the approximate timing of the transaction. The purchase obligation amounts presented above primarily
relate to certain contractual payments for services provided for information technology, capital expenditures, and the outsourcing of

certain operational activities.
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The following table details the amounts and expected maturities of significant commitments to extend credit, excluding overdraft

protection on deposit accounts, at December 31, 2010:

Within One to Three to Over
One Year Three Years Five Years Five Years Total

Commitment to extend credit:
Commercial secured by real estate .......coccevevvevieriererieiennn $ 17,660 $ 2,354 % 549 % 22 % 20,585
Revolving open end residential.........cccoevveieerverierierennennan 30,010 34,444 68,291 138,424
ONET vttt 2,074 4,359 — 121,498
Financial standby letters of credit (borrowers) ................. 35 — — 16,293
Performance standby letters of credit (borrowers)............ 284 — — 12,954
Commercial letters of credit (borrowers)........ccoeveerveieninn — — — 9,137

TOLAL vt $ 176,469 $ 34757 $ 39352 $ 68313 $ 318,891

In addition to the above obligations and commitments, the
Company also has interest rate derivatives that include a risk
participation agreement. Details on these interest rate swap
agreements are found in Note 24 of the financial statements
included in this annual report. In addition, the Company

is responsible for $2.6 million in performance standby

letters of credit commitments and $201,000 in commercial
standby letters of credit commitments not associated with
commitments to extend credit to borrowers that are associated
with OREQ. Of that amount, $2.7 million matures within one
year and the remaining $45,000 matures within a one to three
year period.

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 net operating activities, including pledging
requirements, investment in, and maturity of assets, changes
in balances of deposits and borrowings, and its ability to
borrow funds. The Company monitored and tested borrowing
capacity as well modeled contingency funding scenarios as
part of its liquidity management process in 2010. In the first
quarter of 2011, management expanded the methodology for
stress testing of liquidity for contingency funding purposes to
include tests that outline scenarios for specifically identified
liquidity risk events, which are then aggregated into a Bank-
wide assessment of liquidity risk stress levels.

Net cash inflows from operating activities were $69.2 million
during 2010, compared with net cash inflows of $30.7 million
in 2009. Proceeds from sales of loans held-for-sale, net of
funds used to originate loans held-for-sale, was a source of
inflow for 2010 and 2009. Interest received, net of interest
paid, combined with changes in provision for loan losses,

the noncash goodwill impairment charge and other assets
and liabilities were a source of inflow for 2010 and 2009.
Provision for deferred tax expense was a $47.9 million source
of inflow for 2010 due to the valuation allowance of $69.8
million, compared to an outflow of $35.5 million for 2009.
Management of investing and financing activities, as well as

market conditions, determines 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 as part of the balance sheet management process.

Net cash inflows from investing activities were $317.9 million
in 2010, compared to $284.1 million in 2009. Consistent
with management’s deleverage strategy in 2010, securities
transactions accounted for a net inflow of $79.8 million,

net principal received on loans accounted for net inflows

of $222.6 million, and proceeds from the sales of OREO
assets owned accounted for inflows of $17.1 million. In 2009,
securities transactions accounted for a net inflow of $180.1
million, and net principal disbursed on loans accounted for
net inflows of $92.5 million whereas proceeds from the sale of
OREO assets owned accounted for inflows of $15.1 million.

Net cash outflows from financing activities in 2010, were
$368.2 million compared with $308.2 million in 2009.
Significant cash outflows from 2010 financing activity
deleveraging decisions included reductions of $297.7 million
in deposits and $50.9 million in other short-term borrowings,
which consisted primarily of Federal Home Loan Bank
advances. Net reductions in securities sold under repurchase
agreements were $16.4 million. Significant cash outflows from
financing activities in 2009 included reductions of $180.9
million in deposits and $119.5 million in other short-term
borrowings, which consists primarily of Federal Home Loan
Bank advances, offset by a $5.1 million reclassification of
advances from the long-term category. Repayments of notes
payable, net reductions in securities sold under repurchase
agreements and federal funds purchased were $19.8 million,
$28.0 million and $28.9 million, respectively, during 2009.
The largest financing inflow during 2009 was the $73.0 million
in total proceeds from the preferred stock and warrants issued
to the Treasury in January 2009

Interest rate risk

As part of its normal operations, the Company is subject to
interest-rate risk on the assets it invests in (primarily loans
and securities) and the liabilities it funds with (primarily
customer deposits and borrowed funds), as well as its ability to
manage such risk. Fluctuations in interest rates may result in
changes in the fair market values of the Company’s financial
instruments, cash flows, and net interest income. Like most
financial institutions, the Company has an exposure to
changes in both short-term and long-term interest rates.
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The Company manages various market risks in its normal
course of operations, including credit, liquidity risk, and
interest-rate risk. Other types of market risk, such as foreign
currency exchange risk and commodity price risk, do not arise
in the normal course of the Company’s business activities and
operations. In addition, since the Company does not hold a
trading portfolio, it is not exposed to significant market risk
from trading activities. The changes in the Company’s interest
rate risk exposures from December 31, 2009 are outlined in
the table below.

Like most financial institutions, the Company’s net income
can be significantly influenced by a variety of external factors,
including: overall economic conditions, policies and actions
of regulatory authorities, the amounts of and rates at which
assets and liabilities reprice, variances in prepayment of

loans and securities other than those that are assumed, early
withdrawal of deposits, exercise of call options on borrowings
or securities, competition, a general rise or decline in interest
rates, changes in the slope of the yield-curve, changes in
historical relationships between indices (such as LIBOR

and prime), and balance sheet growth or contraction. The
Company’s ALCO seeks to manage interest rate risk under

a variety of rate environments by structuring the Company’s
balance sheet and off-balance sheet positions, which includes
interest rate swap derivatives as discussed in Note 23 of the
financial statements included in this annual report. The risk is
monitored and managed within approved policy limits.

Analysis of Net Interest Income Sensitivity

The Company utilizes simulation analysis to quantify the
impact of various rate scenarios on net interest income.
Specific cash flows, repricing characteristics, and embedded
options of the assets and liabilities held by the Company are
incorporated into the simulation model. Earnings at risk is
calculated by comparing the net interest income of a stable
interest rate environment to the net interest income of a
different interest rate environment in order to determine the
percentage change. The Company had less earnings at risk
exposure at December 31, 2010 versus the prior year due,

in part, to the balance sheet changes that occurred during
the year, such as an overall reduction in fixed rate loans

and securities. Earnings at risk, as measured at December
31, 2010, shows somewhat greater benefit if interest rates
increase, compared to that of a year ago. Federal Funds rates
and the Bank’s prime rate were stable throughout 2009 and
2010 at 0.25% and 3.25%, respectively.

The following table summarizes the affect on annual income
before income taxes based upon an immediate increase or
decrease in interest rates of 50, 100, and 200 basis points and
no change in the slope of the yield curve. The 200 basis point
section of the table, along with the 100 basis point section for
2010, do not show model changes for basis point decreases of
those magnitudes due to the low interest rate environment
during that two-year period:

Immediate Changes in Rates

—200 —-100 =50 +50 +100 +200
December 31, 2010
Dollar change... N/A N/A $ 202 % 500 $ 981 $ 2,087
Percent change.......ccccoeveevvcccneccnccnnn N/A N/A +0.3% +0.7% +1.4% +3.0%
December 31, 2009
Dollar change........ccoevvveirvereceriereierenennens N/A $ 125 % 112 $ 83 % 101 $ 263
Percent change.... N/A +0.1% +0.1% +0.1% +0.3%

The amounts and assumptions used in the simulation model
should not be viewed as indicative of expected actual results.
Actual results will differ from simulated results due to timing,
magnitude and frequency of interest rate changes as well as
changes in market conditions and management strategies. The
above results do not take into account any management action
to mitigate potential risk.

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.

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,
2010. Based on that evaluation, the Chief Executive Officer
and Chief Financial Officer concluded that as of December
31, 2010 the Company’s disclosure controls and procedures
include, without limitation, controls and procedures designed
to ensure that information required to be disclosed by an
issuer in the reports that it files or submits under the Act is
accumulated and communicated to the issuer’s management,
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including its principal executive and principal financial
officers, as appropriate to allow timely decisions regarding
required disclosure.

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, those set forth under item 1.A “Risk
Factors” of the Form 10-K and as set forth below:

* 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.

¢ Credit risks and the risks from concentrations (by
geographic area and by industry) within the Company’s
loan portfolio.

e 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.

e The effects of, and changes in, federal, state and local
laws, regulations and policies affecting banking, securities,
insurance and monetary and financial matters including
the Dodd-Frank Act and related rules and regulations.

e 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 costs, effects and outcomes of existing or future
litigation.

e 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.

¢ Changes in accounting policies and practices, as may
be adopted by state and federal regulatory agencies and
the Financial Accounting Standards Board, the Public
Company Accounting Oversight Board, and the Securities
and Exchange Commission.

e 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.

e 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.

¢ 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 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.

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

These risks and uncertainties, as well as those set forth
under Item 1.A “Risk Factors” of the Form 10-K, should be
considered in evaluating forward-looking statements and
undue reliance should not be placed on such statements.
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Old Second Bancorp, Inc. and Subsidiaries

Consolidated Balance Sheets

December 31, 2010 and 2009
(In thousands, except share data)

Assets
Cash and due from DanKS......ccvovvieriiriiiiricieeer ettt et ere et ere b v ens
Interest bearing deposits with financial iINSHEUIONS vvvveveierirririeieiererieiereeeeieeee e
Federal funds SOId ....c.vovieviorierieieer ittt ettt et v e v st et ereerbereere e
Short-term securities available-fOr-Sale ........c.ovvivvirieiiriieiieeteieee et
Cash and cash eqUIVALENES ......c.c.cueeiriniriiieicicirccccee e
Securities available fOT-5ale ......civiiiiiiiieiiee e
Federal Home Loan Bank and Federal Reserve Bank stock........cccccevevivieieinenieieierennnn.
L0ans Reld-fOr-Sale.......cvvieriiiiriiirierieieieere ettt ettt reers b es e ereess b eneess e s e neenas

Premises and eqUIPIENE, TIET...verveieirrerteieriereereriertereeretesteseesesesseseesessessesseseesessersessesensenes
Other real eState OWNEd......oviieieiieiiierierieieieiere ettt ettt ere et sb s b b esseseebesbessessesesseses
Mortgage Servicing TigRLs, NEt. . uiieiirieieirieieierieteieiereer ettt etebesteseesesbesteseesesseseeseesensenes
Core deposit and other intangible asset, NEt ...cvvvvveveveveeririninieieieieiereeereicreereseeeneaeaes
Bank-owned life insurance (BOLI) ....ccvoivierierieinieieieieteieieieeieietere et sieeeseesesene
Accrued interest and Other ASSEES.....vueiiieirierieieriieierrereteseeseesesessessesesesseseesessessessesesseses

TOLAL ASSELS vvveveeverrerteriereiesieitereetestest ettt esbesteseebestesteseebenbastese s enbenteseesessenteseesensantaseesensenes

Liabilities
Deposits:
Noninterest bearing demand ........coeceveierieririerierieirieeiee ettt essese s ssenees
Interest bearing:
Savings, NOW, and money market........coceervrueereierinieinnenineeneieineereeieeseieseenenene
THINIE cevveeeteeiteete ettt ettt ettt et e st e et e b e e b e esbe e bt e bt estaesstesabessbeenbeenseenbeenbaensaens
TOLAL EPOSIES cvevvevvevierieveieietieteetetetett ettt ettt ertete et bestesaesessestesbeseebesseneesessensenes
Securities sold under repurchase agreements ...........cceccrervviereeecinnnneccccerreeeeaeees
Other Short-term DOTTOWINES . .c.veveveveeirieiiiriciricieiecrceect ettt
Junior subordinated debentures........c.vcveivieveirieirieieieieeeee e
Subordinated debt.....cvveiririiiiciiiccc e
Notes payable and other DOTTOWINES.....c..eveieiererieieririereieieirieteieieeeieretereeesese e seseesesesenes
Accrued interest and other Habilities .....c.oeeververiririerieiiiieieieeieiee e
TOtal HADIlItIES 11 veevevvevieriterieeieteet ettt ettt ettt ss et b sb et et erb et bt erseneese s enes

Commitments and contingencies (see note 19)

Stockholders’ Equity
Preferred stock, ($1.00 par value; authorized 300,000 shares at December 31, 2010;
series B, 5% cumulative perpetual, 73,000 shares issued and outstanding at
December 31, 2010 and December 31, 2009, $1,000 liquidiation value) ..........cccvuev..
Common stock, $1.00 par value; authorized 60,000,000 shares;
issued 18,466,538 in 2010 and 18,373,296 in 2009,
outstanding 13,911,475 in 2010 and 13,823,917 in 2009 ....ccvevveieriereieierieieierierreieins
Additional paid-in CAPItal.....ccecieerierierieirieieiee et ene
Retained €arniNgSs «...e.eveveveriereieieriieteieieriieiesteietetetetetesetesesteseseteseseesesesesentesesensesessesesens
Accumulated other cOmPrehensive LSS ....everveirierierieiiieieieieieietere ettt eresieeeseesesens
Treasury stock, at cost, 4,555,063 shares in 2010 and 4,549,379 shares in 2009................
Total stockholders” EQUILY c.ve.vevieverierieiirieietereeteietere ettt ettt te b beseeseesesenes
Total liabilities and stockholders’” eqUity ......oveveveeecrininieierciecinirirciccccreeecccieae

See accompanying notes to consolidated financial statements.

1,690,129

76,308

1,613,821
54,640

75,613
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5,525
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$ 2123921

$ 330,846

782,116
795,566
1,908,528
2,018
4,141
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45,000
500
21,398
2,039,963

69,921

18,467

65,209

28,335

(3,130)
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83,958
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2009

$ 36,842
24,500

1,543

16911

79,796

229,330

13,044

11,586
2,062,826
64,540
1,998,286
58,406

40,200

2,450

6,654

50,185

106,720

$  2596,657

$ 308,304

993,551
904422

2,206,277

18,374

54,998

58,378

45,000

500

15,922

2,399,449

69,039

18,373

64,431

141,774
(1,605)
(94,804)
197,208

$ 2,596,657



Old Second Bancorp, Inc. and Subsidiaries

Consolidated Statements of Operations
Years Ended December 31, 2010, 2009, and 2008

(In thousands, except share data)

2010 2009 2008
Interest and dividend income
Loans, INCIUING fEES...veviviriieietetiiiiieieieiee ettt ettt et bebenen $ 99,297 117,666 135,335
Loans Reld-for-Sale......iciriririiieieieieieteeee ettt ettt ese bbbt sbensesaenaens 413 947 637
Securities:
TAXADIE 1ottt bbbttt b et b e 4,766 8,526 15,745
TAX-EXCINP L. tevevreveviererentetentesestesestesesteseseeseseesesesesesesessesassesensesassesessesesssessssesessesensesenes 1,795 5,230 5,937
Dividends from Federal Reserve Bank and Federal Home Loan Bank stock 251 225 83
Federal funds SOId .....oioioviorioriiriciicrecr ettt ettt e e ere s 3 17 146
Interest bearing dePOSILS «...c.c.cueueuerrrririniriereieieiereieteirrrte ettt eaenens 156 39 44
Total interest and dividend INCOME ..ovevvievirieriiieieieieieieeeeee et 106,681 132,650 157,927
Interest expense
Savings, NOW and money market deposits .......ccvrveveiereriereriereririeenieriieeiesesesereesenenes 4,067 6,459 14,513
THME dEPOSIES -evvevevreririiirieteteiete ettt ettt ettt bttt ettt enenes 18,795 32,886 42,046
Securities sold under repurchase agreements .........cooevvvveeeeececuereieeninrineniccnenenenen 28 140 837
Federal funds purchased.........c.ccceevvriniciiiicciinnncceieeeeseee s — 78 1,372
Other short-term bOITOWINGS .....c.evevrerrirvereieriiririeieieiieiereieiereietteeneneieseeeeenenenenens 18 296 2,593
Junior subordinated debentures.........cvvvevivieriririirieiirieireeeeee e 4,309 4,287 4,281
SUbOrdinated debt....c..ooviiiiciiceiciieeeeee e 838 1,245 1,831
Notes payable and other bOITOWINGS. .....vcvevvrveririereriiriieeiieeeieesiee e 13 122 940
TOtaAl INTETEST EXPEIISE +.vevveveverrereriiietereserttsietesesestt st tebesesttatebeseseses s st seseseseasans 28,068 45,513 68,413
Net interest and dividend iNCOME .....cvivvivvivviiirieriireericreerecreer e 78,613 87,137 89,514
Provision fOr Loan 1OSSES ....veevierirrivrivriririeeeeeee ettt ettt ers s ereereens 89,668 96,715 30,315
Net interest and dividend (expense) income after provision for loan losses (11,055) (9,578) 59,199
Noninterest income
TEUSE INICOMIC +vvevieeeeereeeteee ettt ettt ettt ettt ettt et eae et e eateett et e eneeessenseesseteesseeneensees 6,849 7,743 8,061
Service charges 0N dEPOSIES. ...veveveveriereririeirieriiereteresierestesesteseseesesessesesesesesessesensesesseses 8,563 8,779 9,318
Secondary mortgage fees 1,537 1,431 890
Mortgage servicing (loss) income, net of changes in fair value.........c.coevvveeeininnnnnes (63) 535 565
Net gain on sales of MOTtgage 10anS. ....c.c.eveuriririririciceiieieieieer e 9,696 9,824 5,856
SECUTTIES GAINS, TET vevevevivieitereteriaesitetetesesesttetetesesesestesesesesesestsesesesesestesesesesesessesesesesases 2,727 3,754 1,882
Increase in cash surrender value of bank-owned life insurance ........ccccccoeveevvenane. 1,674 1,431 616
Death benefit including interest realized on bank owned life insurance ................ 943 — —
Debit card interchange iNCOME ......ceveveiereieierererieieeeieriiereieseteseaeseseseeesessesenes 2,783 2,522 2,366
Net interest rate swap gains and fEes.......ccoevvvrririeeuiierereienninieiiiceeieenenenennens 322 1,058 556
Lease revenue from other real estate owWned .......c.ocveieierierierivrerriieeeeeeereereereenens 1,760 393 —
Net gain (loss) on sale of other real estate oOwned........cccecevivvveveueeninnnerccninnnnnnes 614 893 (13)
Litigation related INCOME ..c.ccvvveveveuiuiirinieieieiiiiririeicteicitret et 2,656 — —
Other income...ovevevevvvevrneenne. 4,849 4,684 5,163
Total noninterest income 44910 43,047 35,260
Noninterest expense
Salaries and employee BEnefits ......ccvvviieieieriiriririeeiiieieee s 36,867 39,577 44,525
OCCUPANCY EXPENSE, TICL -vvvevviareriieiitereteteteseatetestetentesesesteseeseseteseseeseseesenesseneesenes 5,142 6,068 6,003
Furniture and equipment expense 6,196 6,929 6,850
FDIC INSUTAINCE . vveevevietetierevietereeeeteseetese et st ese et se s seesesessesessesessesesseseseesesesseseesesessesessenas 4,879 5,387 1,465
Amortization of core deposit and other intangible assets 1,129 1,167 1,096
Advertising expense 1,461 1,256 2,013
Impairment of goodwill . — 57,579 —
L@l £RES . ..vivrveriieiiietiietete ettt ettt r et b ettt b s et b s ettt se st b es e seneenen 3,236 1,676 698
Other real eSTALE EXPENISE «.uvvevevereririrrieiererisiteietetesesttetetetesesestetetesesesestesetesesesessseseseseses 26,401 8,835 84
Other expense......cococeevvveirienne 15,325 16,156 17,578
Total noninterest expense 100,636 144,630 80,312
(Loss) income before iNCOME tAXES....vevivvererrerirerirrereeserereereseereseerereeseseeseseseseeserenes (66,781) (111,161) 14,147
Provision (Benefit) for income taxes 41,868 (45,573) 2,323
Net (IOSS) INCOMIE ..vrvvverieririereriierrerereieretesestesessesesseseseesesaesesessesassesessesessesessesenes (108,649) (65,588) 11,824
Preferred stock dividends and accretion of disSCOUNt......cocvivrivvivrevieiiieeeriereerienens 4,538 4,281 —
Net (loss) income available to common stockholders.........ccoveiveincireinnciiiine $ (113,187) (69,869) 11,824
Basic (10ss) earnings per Share ........c.oveeveveerienieieieereeiisieereeesees e $(8.03) $(5.04) $0.87
Diluted (10ss) earnings Per SHATe ......covevevereieeirieireeeieriiereieretereeee e esens (8.03) (5.04) 0.86
Dividends declared per Share.........ooeevieieririeiiiieiieieeeeeee e 0.02 0.10 0.63

See accompanying notes to consolidated financial statements.
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Old Second Bancorp, Inc. and Subsidiaries

Consolidated Statements of Cash Flows

Years Ended December 31, 2010, 2009, and 2008

Cash flows from operating activities
Net (10sS) INCOME..evrerrieieriereerirreieieienaens

(In thousands)

Adjustments to reconcile net (loss) income to

net cash provided by operating activities
Depreciation ....c..ceveeeevererenenenennennenn

Amortization of leasehold improvements

Amortization and recovery of mortgage servicing rights, net........cccoevvveriverennenes
Change in market value on mortgage servicing rights ........ccoocevveverereerierereennns
Loss on transfer of mortgage servicing Fights.......cocveeveverieiererieenreerierenieerieennes

Provision for loan 10sses...........cceeveevennene.

Provision for deferred tax expense (benefit).......cocvvveveveriirirreieiereerinirisiercreenans

Origination of loans held-for-sale............
Proceeds from sale of loans held-for-sale
Net gain on sales of mortgage loans........
Change in current income taxes payable
Increase in cash surrender value of bank:

-owned life insurance .........ccoevevveviena.

Death claim on bank owned life inSUrance ..........c.coceoeveerieereiennennerineinenens
Change in accrued interest receivable and other assets........coceevveererervrerinuennns
Change in accrued interest payable and other liabilities.........ccccoeerreriiernenns

Net premium amortization on securities
Securities gains, Nt ....eeceverererrerrervenenn
Impairment of goodwill.........cccoveverrnnen.

Amortization of core deposit and other intangible assets..........ccoovevervrveririeennnes

Tax effect on vesting of restricted stock .
Stock based compensation..........c...........

Net (Gain) loss on sale of other real estate owned.........oovevevveveriererrnieeniererieennns

Write-down of other real estate owned ..
Net cash provided by operating activities

Cash flows from investing activities

Proceeds from maturities and pre-refunds

including pay down of securities available-for-sale ..........coccoveiverinerinenns
Proceeds from sales of securities available-for-sale ........ccccovvevievievierieinenenrenenn.

Purchases of securities available-for-sale

Purchases of Federal Reserve Bank and Federal Home Loan Bank stock

Net change in 10ans .......cceceveevvrerinienns
Investment in other real estate owned ...

Proceeds from sales of other real estate owned

Purchase of bank owned life insurance...

Cash paid for acquisition, net of cash and cash equivalents retained..................
Net purchases of premises and eqUIPMENE «....c.eveveueveieeerervirininieeiieieieieieneneiennne

Net cash provided by investing activities

Cash flows from financing activities
Net change in deposits.......c.ccceveverereunnee

Net change in securities sold under repurchase agreements...........cccceeuevvevenne

Net change in federal funds purchased ..

Net change in other short-term borrowings ........c.ccoveeveveveueicernerereeernrerenene.
Proceeds from the issuance of preferred Stock........oceevieivieineiniinrciicieenns
Proceeds from the issuance of common stock Warrant..........eeceeeveverererveerienennns
Proceeds from the issuance of subordinated debt..........ccoveveirerivieireieiiiiienns
Proceeds from junior subordinated debentures .........ccoeieveireinieireeiieieienns
Proceeds from notes payable and other borrowings...........oevvvveveevererierervererierennns

Repayment of note payable.....................
Proceeds from exercise of stock options .
Tax benefit from stock options exercised

Tax benefit from dividend equivalent payment..........cccceeeevereeeneececrereuenerrennnne

Dividends paid .....c.ceceeverervvnnicenenenenes
Purchases of treasury stock

Net cash used in financing activities .......
Net change in cash and cash equivalents

Cash and cash equivalents at beginning of year ........c.ceeeucevinvreecivennnerenencnnnes

Cash and cash equivalents at end of year

2010 2009 2008

(108,649) % (65,588) % 11,824
4,564 4,973 4,651
129 227 190

— 287 1,238

868 — —

68 — —
89,668 96,715 30,315
47,882 (35,478) (7,441)
(353,746) (473,320) (319,596)
362,068 493,423 318,707
(9,696) (9,824) (5,856)
9,249 (13,868) (9,143)
(1,674) (1,431) (616)
893 — —
2,781 (10,776) 2,530
4,789 (16,020) 14,146
435 596 604
(2,727) (3,754) (1,882)
— 57,579 —

1,129 1,167 1,096
(190) — —
1,062 1,000 908
(614) (893) 13
20,888 5,668 —
69,177 30,683 41,688
129,479 126,510 249,360
111,738 262,359 67,326
(160,808) (208,750) (123,973)
(647) — (2,627)
222,638 92,452 (117,418)
(607) (2,467) —
17,079 15,094 595
— — (202)
— — (38,839)
927) (1,084) (6,098)
317,945 284,114 28,124
(297,749) (180,851) (20,846)
(16,356) (27,971) (6,877)
— (28,900) (153,300)
(50,857) (119,519) 82,429
— 68,245 —

— 4,755 —

— — 45,000

— — 979

— 2,240 7,149
— (19,790) (7,825)

— 55 187

— — 68

— 7 15
(3,158) (6,481) (8,275)
(40) ) (41)
(368,160) (308,215) (61,337)
18,962 6,582 8,475
19,796 73,214 64,739
98,758 $ 79796 % 73,214




Old Second Bancorp, Inc. and Subsidiaries
Consolidated Statements of Cash Flows

(continued)

Years Ended December 31, 2010, 2009, and 2008
(In thousands)

2010 2009 2008

Supplemental cash flow information
Income taxes (received) Paid........cooieveeereriiriririeieiiiieeeieree ettt esens $ (15,076)  $ 2,330 $ 13,739
Interest paid for deposits 23,591 41,149 58,301
Interest paid fOr DOTTOWINGS «ve.vevevvrverieieririeiiieriieieete ettt 5,229 6,223 12,101
Non-cash transfer of loans to other real estate owned.......c..ccveevevvieiivieviiciieeeeeienn 72,159 42,390 15,820
Non-cash transfer of notes payable to short-term borrowings ..........ccecevvveververenen. — 5,134 —
Non-cash transfer related to deferred taxes on goodwill..........ccoeeerveriririirrerenne. — 1,461 —
Non-cash transfer of securities available-for-sale to other assets 50 — —
Change in dividends declared not paid ........c.covveveveveeninininieiiiriree e 779 (1,606) 385
Accretion on preferred stock Warrants ......ceeeeeeccueieieerniinnnicceceeeeeeeeeene 882 794 —

Acquisition of HeritageBanc, Inc.
Non-cash assets acquired:
Securities available-for-Sale ........cooiiiieieierieieieeeee e $ — $ — $ 43,971
Federal Home Loan Bank and Federal Reserve Bank Stock........cccovovievievinin. — — 1,470
LLOAMNIS,) 1T eutieuteriieteeiieieete ettt ettt et e et ebeettensesateesaenseesaeseessenseessesssensesssensaens — — 283,552
Premises and eqQUIPIMENT .....c.evrieveveueuiirinrereieriinireieiereieireeeseneieseteeeneneaeneseens — — 11,567
GOOAWIlL. ettt ettt et a e ete e et b e be b esbessesseseeseeseesessesens — — 56,910
Core deposit and other intangible asset..........ceovverireririeririeirieerierereeriereens — — 8,917
ONET ASSEES.evvevevrveriiereiesietettrteteet sttt ese et eb et ettt nes et seebese e sessesenens — — 1,482
Total noncash assets ACGUITEd......eveveveiiierririeiereieieieieieseei e ssssseesans $ — $ — $ 407,869
Liabilities assumed:

DIEPOSIES .ottt — — 294,356
Federal funds purchased — — 17,100
Advances from the Federal Home Loan Bank — — 9,331
Other Habilities c.veevveviveeieeieieeeeeceeeeieeee ettt — — 5,243
Total liabilities assumed ........ccoevererievirieririeiereieieieeiereeree e — — 326,030
Net non-cash assets aCqUIred .......eeveeveeriieriienieeeeeeeeeeeseeeas $ — 3 — 3 81,839
Cash and cash equivalents acquired............oceeeririririreeiiieireeeeeeeeeienes $ — $ — $ 5,718
Stock issuance in lieu of cash paid in ACQUISTHON ....ovevveveririerieieririeerietcieieee e $ — $ — $ 43,000

See accompanying notes to consolidated financial statements.



Old Second Bancorp, Inc. and Subsidiaries
Consolidated Statement of Changes in

Stockholders’ Equity

Years Ended December 31, 2010, 2009, and 2008

(In thousands, except share data)

Accumulated
Additional Other Total
Common Preferred Paid-In Retained  Comprehensive Treasury Stockholders’
Stock Stock Capital Earnings (Loss) Income Stock Equity
Balance, December 31, 2007 ...covovvevevereirieriereeriereerennn. $ 16,695 $ — $ 16,114 $ 209,867 $ 1,971 $ (94,758) $ 149,889
NEt INCOME 1vvevrerrerrerierreriereeteieiereeeeseeseeseesessessesseseens — — — 11,824 — — 11,824
Change in net unrealized loss on securities
available-for-sale, net of $2,657 tax effect............. — — — — (3,999) — (3,999)
Change in unrealized loss on cash flow hedge,
net of $63 tax effect coeeeiivirieieieeiiieeeeeees — — — — (95) — (95)
Total comprehensive income.............. 7,730
Dividends declared, $.63 per share — — — (8,660) — — (8,660)
Common stock issued for the purchase of Heritage ....... 1,564 — 41,436 — — — 43,000
Change in restricted StOCK .o.vvverivveririeirieririeiiereeenen — (27) — — — —
Stock options exercised — 169 — — — 187
Tax benefit of stock options exercised — 68 — — — 68
Tax benefit of dividend equivalent payments — 15 — — — 15
Stock-based compensation expense........c.oeveveveeeerenennen — 908 — — — 908
Purchases of treasury Stock .......cceevvveiererereinieieieereinnnas — — — — (41) (41)
Balance, December 31, 2008 $ — $ 58,683 $ 213,031 $ (2,123) $ (94,799) $ 193,096
N LOSS.rurevveveriereiieterereiessseete st eb et eseae s esens — — — (65,588) — — (65,588)
Change in net unrealized gain on securities
available-for-sale, net of $291 tax effect................ — — — — 423 — 423
Change in unrealized gain on cash flow
hedge, net of $63 tax effect.......cccevvivirierereeiinnns — — — — 95 — 95
Total comprehensive 10ss .......ccocveee.. — (65,070)
Dividends declared, $.10 per share — — — (1,388) — — (1,388)
Change in restricted stock ........coovevenen. 63 — (63) — — — —
Stock options eXercised......c.vveveueveverereieinininiriiceneieienen 6 — 49 — — — 55
Tax benefit of dividend equivalent payments.................. — — 7 — — — 7
Stock-based compensation expense — — 1,000 — — — 1,000
Purchase of treasury Stock......cceeeevivieieieiinineieeciens — — — — — o) ©)
Preferred dividends declared (5% per preferred share) .. — 794 — (4,281) — — (3,487)
Issuance of preferred stock — 68,245 — — — — 68,245
Issuance of stock warrants — — 4,755 — — — 4,755
Balance, December 31, 2009 ......oovoveveveeiirereieeieea, $ 18,373 $ 69,039 $ 64,431 $ 141,774 $ (1,605) $ (94,804) $ 197,208
Comprehensive loss
Nt LOSS.uvuverrreriieriieriiereeeiee ettt eesesaesenees — — — (108,649) — — (108,649)
Change in net unrealized loss on securities available-
for-sale net of $991 tax effect ........... — — — — (1,525) — (1,525)
Total comprehensive 108 ......cccovvnnnne — — — — — — (110,174)
Dividends Declared, $.02 per share — — — (281) — — (281)
Change in restricted StOCK .ovvveieveririeieieerieeiererieeaenes 94 — 94) — — — —
Tax effect from vesting of restricted stock ..........cvevnene. — — (190) — — — (190)
Stock based compensation — — 1,062 — — — 1,062
Purchase of treasury StocK.......coovevervrveverrererieervererieennenes — — — — — (40) (40)
Preferred dividends declared and accrued
(5% per preferred share) .......cccceoevevrvriereerennnecnenes — 882 — (4,538) — — (3,656)
Adoption of mark to market of mortgage
SEIVICING TIGNLS vvevvveviereriietieieriieieiereiereeeeeerereeienens — — — 29 — — 29
Balance, December 31, 2010 $ 18467 $ 69921 $ 65209 $ 28335 $ (3,130) $ (94,844) $ 83,958

See accompanying notes to consolidated financial statements.

32



Old Second Bancorp, Inc. and Subsidiaries

Notes to Consolidated Financial Statements

December 31, 2010, 2009, and 2008
(Table amounts in thousands, except per share data)

Note 1: Summary of Significant Accounting Policies

The consolidated financial statements include Old Second Bancorp, Inc. and its wholly owned subsidiaries Old Second
National Bank (“Bank”) which includes its wholly-owned subsidiaries Station I, LLC, Station II, LLC, Old Second
Affordable Housing Fund, LLC and River Street Advisers, LLC which together are referred to as the “Company.”
Inter-company transactions and balances are eliminated in consolidation.

Nature of Operations and Principles of Consolidation: Old Second Acquisition, Inc., was formed as part of the
November 5, 2007, Agreement and Plan of Merger between the Company, Old Second Acquisition, Inc., a wholly-owned
subsidiary of Old Second Bancorp, Inc., and HeritageBanc, Inc. (“Heritage”). The parties consummated the merger on
February 8, 2008, at which time, Old Second Acquisition, Inc. was merged with and into Heritage with Heritage as the
surviving corporation as a wholly-owned subsidiary of the Company. Additionally, the parties merged Heritage Bank, a
wholly-owned subsidiary of Heritage, with and into the Bank, with the Bank as the surviving bank. After the completion
of the merger transaction, Heritage was dissolved and is no longer an existing subsidiary. Summary information related to
the acquisition is outlined in Note 2. As of November 13, 2009, Old Second Financial, Inc. was dissolved as a separate
entity and insurance sales became part of the product offering of the wealth management unit of the Bank. As of May

5, 2010, River Street Advisers, LLC, an Illinois Company, was formed as a separate, wholly owned subsidiary, of the
Bank. River Street Advisers, LLC provides investment advisory services as part of the expanded product offering of the
wealth management unit of the Bank. Old Second Management, LLC (“OSM”) was formed for the purpose of providing
a possible future source of capital as well as providing certain tax advantages. Old Second Bank owned 100% of the
common stock of OSM. Old Second Realty, LLC (“OSR”) was a Delaware real estate investment trust and 100% of the
common stock of OSR was owned by OSM. As of January 2, 2007, there were various minority holders of preferred stock
in OSR. As of December 16, 2009, the management of OSR completed an early redemption of the preferred stock in
anticipation of the December 31, 2009 dissolution of OSM since this entity was no longer deemed to be a viable capital-
raising vehicle. OSM was dissolved as a separate entity and became part of the Bank on December 31, 2009, but the tax
advantages associated with the above structure were recorded in the consolidated results of operations for the years ended

December 31, 2008 and 2009.

As of December 31, 2010, the Company provided financial services through its offices located in Cook, Kane, Kendall,
DeKalb, DuPage, LaSalle and Will counties in Illinois. Its primary deposit products are checking, NOW, money market,
savings and certificate of deposit accounts, and its primary lending products are commercial mortgages, construction
lending, commercial and industrial loans, residential mortgages, and installment loans. A major portion of loans are
secured by various forms of collateral including real estate, business assets, and consumer property, although borrower
cash flow is generally the primary source of repayment at origination. The Bank also engages in trust operations,

which includes wealth management and investment advisory services and provides residential mortgage banking and
treasury operation services to business customers. There are no significant concentrations of loans to any one industry
or customer. However, the customers’ ability to repay their loans is dependent on the real estate market and general
economic conditions in the area.

Use of Estimates: To prepare financial statements in conformity with accounting principles generally accepted in

the United States of America, 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
actual results could differ. The allowance for loan losses, valuation of loan servicing rights, valuation of deferred income
taxes, valuation of OREQO, evaluation of goodwill and core deposit intangible assets for impairment, and fair values of
financial instruments, which includes derivative contracts, are particularly subject to change.
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Note 1: Summary of Significant Accounting Policies — continued

Statements of Cash Flows: Cash and Cash Equivalents includes cash, deposits with other financial institutions with
original maturities under 90 days, federal funds sold and short-term securities available-for-sale. Net cash flows are
reported for customer loan and deposit transactions, interest-bearing deposits in other financial institutions, federal funds
purchased, repurchase agreements, and other short-term borrowings.

Interest-Bearing Deposits with Financial Institutions: Interest-bearing deposits with financial institutions mature within
three months and are carried at cost.

Securities: 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 (loss). Interest income includes amortization of purchase premium or discount on a basis
that approximates the level yield method. Realized gains and losses are determined on a trade date basis based on the
amortized cost of the specific security sold.

The initial indication of other-than-temporary impairment (“OTTI”) for both debt and equity securities is a decline in
fair value below amortized cost. Quarterly, the impaired securities are analyzed on a qualitative and quantitative basis in
determining OTTIL. Declines in the fair value of available-for-sale debt securities below their cost that are deemed to be
other-than temporary are reflected in earnings as realized losses to the extent the impairment is related to credit losses.
The amount of impairment related to other factors is recognized in other comprehensive income. In estimating OTTI
impairment losses, we consider among other things, (i) the length of time and the extent to which fair value has been less
than cost, (ii) the financial condition and near-term prospects of the issuer, and (iii) whether it is more likely than not
that we will not have to sell any such securities before an anticipated recovery of cost.

Federal Home Loan Bank and Federal Reserve Bank stock: The Company owns the stock of the Federal Reserve
Bank of Chicago (“FRB”) and the Federal Home Loan Bank of Chicago (“FHLBC”). Both of these entities require the
Bank to invest in their non-marketable stock as a condition of membership. FRB stock is redeemable at par, therefore,
market value equals cost. The FHLBC is a governmental sponsored entity that has been under a regulatory order for a
prolonged period that generally requires approval prior to redeeming or paying dividends on their common stock. The
Bank continues to utilize the various products and services of the FHLBC and management considers this stock to be a
long-term investment. FHLBC members are required to own a certain amount of stock based on the level of borrowings
and other factors, and may invest in additional amounts. FHLBC stock is carried at cost, classified as a restricted security,
and periodically evaluated for impairment based on ultimate recovery of par value. The Company’s ability to redeem the
shares owned is dependent on the redemption practices of the FHLBC. The Company records dividends in income on
the ex-dividend date.

Loans Held-for-Sale: The Bank originates residential mortgage loans, which consist of loan products eligible for sale
to the secondary market. Residential mortgage loans eligible for sale in the secondary market are carried at fair market
value. The fair value of loans held-for-sale is determined using quoted secondary market prices.

Mortgage Servicing Rights: The Bank is also involved in the business of servicing mortgage loans. Servicing activities
include collecting principal, interest, and escrow payments from borrowers, making tax and insurance payments on behalf
of the borrowers, monitoring delinquencies and executing foreclosure proceedings, and accounting for and remitting
principal and interest payments to the investors. Mortgage servicing rights represent the right to a stream of cash flows
and an obligation to perform specified residential mortgage servicing activities.

Mortgage loans that the Company is servicing for others aggregate to $427.7 million and $262.3 million at December
31, 2010 and 2009, respectively. Mortgage loans that the Company is servicing for others are not included in the
consolidated balance sheets. Fees received in connection with servicing loans for others are recognized as earned. Loan
servicing costs are charged to expense as incurred.

Servicing rights are recognized separately as assets when they are acquired through sales of loans and servicing rights are
retained. Servicing rights are initially recorded at fair value with the income statement effect recorded in gains on sales of
loans. Fair value is based on market prices for comparable mortgage servicing contracts, when available, or alternatively,
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Note 1: Summary of Significant Accounting Policies — continued

is based on a valuation model that calculates the present value of estimated future net servicing income. The valuation
model incorporates assumptions that market participants would use in estimating future net servicing income, such as

the cost to service, the discount rate, the custodial earnings rate, an inflation rate, ancillary income, prepayment speeds
and default rates and losses. The Company compares the valuation model inputs and results to published industry data in
order to validate the model results and assumptions. As of January 1, 2010, the Company adopted a change in accounting
policy whereby servicing rights are valued using the fair value option. During 2008 and 2009, however, residential
mortgage loan servicing assets were initially recorded at fair value and subsequently measured using the amortization
method, which requires servicing rights to be amortized into noninterest income in proportion to, and over the period of,
the estimated future net servicing income of the underlying loans.

Likewise, during 2008 and 2009, servicing assets were evaluated for impairment based upon the fair value of the rights
as compared to carrying amount. Impairment was determined by stratifying rights into groupings based on predominant
risk characteristics, such as interest rate, loan type and investor type. Impairment was recognized through a valuation
allowance for an individual grouping, to the extent that fair value is less than the carrying amount. If the Company
later determined that all or a portion of the impairment no longer existed for a particular grouping, a reduction of the
allowance was recorded as an increase to income. Changes in valuation allowances were reported with other expense on
the income statement. The fair values of servicing rights are subject to significant fluctuations as a result of changes in
interest rates and the impact of these changes on estimated and actual prepayment speeds and default rates and losses.

Servicing fee income, which is reported on the consolidated statements of operations as mortgage servicing income, is
recorded for fees earned for servicing loans. The fees are based on a contractual percentage of the outstanding principal
or a fixed amount per loan and are recorded as income when earned. The amortization of mortgage servicing rights is
netted against loan servicing fee income in the years 2009 and 2008. Servicing fees totaled $806,000, $535,000, and
$565,000 for the years ended December 31, 2010, 2009, and 2008, respectively. Late fees and ancillary fees related to

loan servicing are not material.

Under the fair value measurement method, the Company measures servicing rights at fair value at each reporting
date and reports changes in fair value of servicing assets in earnings in the period in which the changes occur, and
are included in mortgage servicing income on the income statement. The fair values of servicing rights are subject to
significant fluctuations as a result of changes in estimated and actual prepayment speeds and default rates and losses.

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

Loans: Loans, including lease financing receivables that management has the intent and ability to hold for the
foreseeable future or until maturity or payoff are reported at the principal balance outstanding, net of purchase premiums
and discounts, unearned interest, net 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 origination fees and costs over the loan
term on a method that approximates the level yield method. 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 principal, unless that loan is well secured and in the process of collection. Consumer loans are typically charged off
no later than 120 days past due. Past due status is based on the contractual terms of the loan. When a loan is placed

on nonaccrual status, any accrued, unpaid interest is reversed to the related income account. Interest on nonaccrual
loans is not recovered until 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 incurred credit
losses 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. Additions to the
allowance for loan losses are expensed through the provision for loan losses and reductions in the allowance for loan
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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.
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, volume trends in delinquencies and nonaccruals, 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 impaired loans for which the recorded investment in the loan exceeds the measured value of the loan;
(i) 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. Management believes that the allowance for loan losses is adequate to absorb probable incurred credit losses
inherent in the loan portfolio.

A loan is considered impaired when, based on current information and events, it is probable that the Company will be
unable to collect all contractual principal or interest due according to the original terms of the agreement. 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. Payments received on impaired loans
are generally reported as principal reductions. Loans, for which the borrower is experiencing financial difficulties, and for
which the terms have been modified using concessionary terms, are considered troubled debt restructurings and classified
as impaired. Unless a restructured loan is considered collateral dependent, troubled debt restructurings are measured at
the present value of estimated future cash flows using the loan’s effective rate at inception.

The general component covers nonimpaired loans and is based on historical loss experience adjusted for current factors.
The historical loss experience is determined by portfolio segment and is based on the actual loss history experienced by
the Company based upon a 5 year rolling quarterly adjustment with heavier weighting upon the most recent quarters.
This actual loss experience is supplemented with other economic factors based on the risks present for each portfolio
segment. These economic factors include consideration of the following: levels of and trends in delinquencies and
impaired loans; levels of and trends in charge-offs and recoveries; trends in volume and terms of loans; effects of any
changes in risk selection and underwriting standards; other changes in lending policies, procedures, and practices;
experience, ability, and depth of lending management and other relevant staff; national and/or local economic trends and
conditions; industry conditions; and effects of changes in credit concentrations, if any. The following portfolio segments
have been identified and additional information on loan segments and credit quality ratings are found in Notes 5 and 6 to
the consolidated financial statements contained in the report.

Commercial and Industrial Loans - Such credits typically comprise working capital loans, loans for physical asset
expansion, asset acquisition loans and other business loans. Loans to closely held businesses will generally be guaranteed
in full or for a meaningful amount by the businesses major owners. Commercial loans are made based primarily on the
historical and projected cash flow of the borrower and secondarily on the underlying collateral provided by the borrower.
The cash flows of borrowers, however, may not behave as forecasted and collateral securing loans may fluctuate in

value due to economic or individual performance factors. Minimum standards and underwriting guidelines have been
established for all commercial loan types.

Commercial Real Estate Loans - Commercial real estate loans are subject to underwriting standards and processes
similar to commercial and industrial loans. These are loans secured by mortgages on real estate collateral. Residential real
estate loans are considered homogenous in nature. Commercial real estate loans are viewed primarily as cash flow loans
and the repayment of these loans is largely dependent on the successful operation of the property. Loan performance may
be adversely affected by factors impacting the general economy or conditions specific to the real estate market such as
geographic location and/or property type.

Residential Real Estate Loans - These are loans that are extended to purchase or refinance 1 — 4 family residential
dwellings, or to purchase or refinance vacant lots intended for the construction of a 1 — 4 family home. Homes may be
the primary or secondary residence of the borrower, or may be investment properties of the borrower.
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Real Estate Construction & Development Loans - The Company defines construction loans as loans where the loan
proceeds are controlled by the Company and used exclusively for the improvement of real estate in which the Company
holds a mortgage. Due to the inherent risk in this type of loan, they are subject to other industry specific policy guidelines
outlined in the Company’s Credit Risk Policy and are monitored closely.

Consumer Loans - Those extended primarily for consumer and household purposes, although they may include very
small business loans for the purchase of vehicles and equipment to a single-owner enterprise, and could include business
purpose lines of credit if made under the terms of a small business product whose features and underwriting criteria

are specified in advance by the Loan Committee. These also include overdrafts and other items not captured by the
definitions above.

Concentration of Credit Risk: Most of the Company’s business activity is with customers located within Cook,

Kane, Kendall, DeKalb, DuPage, LaSalle and Will counties in Illinois. These banking centers surround the Chicago
metropolitan area. Therefore, the Company’s exposure to credit risk is significantly affected by changes in the economy
in that market area since the Bank generally makes loans within its market. There are no significant concentrations of
loans where the customers’ ability to honor loan terms is dependent upon a single economic sector, although the real
estate related categories represented 89.2% and 89.3% of the portfolio at December 31, 2010 and 2009, respectively.
Management’s compliance with credit risk requirements and other regulatory matters with the OCC are discussed in
Notes 20 and 26 to the consolidated financial statements in this report.

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. Leasehold improvements are amortized over the shorter of the anticipated
lease term, including anticipated renewals, or the life of the improvement. 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 that
extend the useful life of the asset are capitalized.

Other Real Estate Owned: Assets acquired in settlement of loans are recorded at fair value when acquired, less
estimated costs to sell, establishing a new cost basis. Any deficiency 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 other noninterest
expense. A subsequent reversal of an OREO valuation adjustment can occur, but would not exceed the original new
cost basis. OREO properties are valued at the lower of cost or estimated market less costs subsequent to acquisition.
Operating costs after acquisition are also expensed.

Goodwill and Other 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. Goodwill was tested at least annually for impairment or more often if events or other
circumstances indicated that there may be impairment. As a result, total goodwill impairment in the amount of $57.6
million was recorded for the year ended December 31, 2009, whereas no goodwill impairment was recorded for the year
ended 2008. Identified intangible assets are periodically reviewed to determine whether there have been any events or
circumstances to indicate that the recorded amount is not recoverable.

Other intangible assets consist primarily of core deposit and acquired customer relationship intangible assets arising from
a whole bank acquisition. They were initially measured at fair value and are amortized on an accelerated method over
their estimated useful lives of twelve years. These are also evaluated for impairment and impairment, if needed would be
recorded to earnings.
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Loan Commitments and Related Financial Instruments: Financial instruments include off-balance sheet credit
instruments, such as commitments to make loans and commercial letters of credit, which are primarily issued to meet
customer financing needs. The face amount for these items represents the exposure to loss, before considering customer
collateral or ability to repay. Such financial instruments are recorded when they are funded.

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.

Bank-Owned Life Insurance: The Company has purchased life insurance policies on certain employees and is the
owner and beneficiary of the policies. Bank-owned life insurance is recorded at the amount that can be realized under
the insurance contract at the balance sheet date, which is the cash surrender value adjusted for other charges or other
amounts due that are probable at settlement.

ASC Topic 325, “Investments-Other”, Sub-Topic 325-30, “Investments in Insurance Contracts” provides guidance

on accounting for purchases of life insurance and addresses subsequent measurement. ASC Topic 325 requires that a
policyholder consider contractual terms of a life insurance policy in determining the amount that could be realized under
the insurance contract. It also requires that if the contract provides for a greater surrender value if all individual policies
in a group are surrendered at the same time, that the surrender value be determined based on the assumption that
policies will be surrendered on an individual basis. Lastly, ASC Topic 325 requires disclosure when there are contractual
restrictions on the Company’s ability to surrender a policy. There are no contractual restrictions impeding the Company’s
ability to surrender these policies.

Long-term Incentive Plan: Compensation cost is recognized for stock options and restricted stock awards issued to
employees based upon the fair value of the awards at the date of grant. A binomial model is utilized to estimate the fair
value of stock options, while the market price of the Company’s common stock at the date of grant is used for restricted
stock awards. Compensation cost is recognized over the required service period, generally defined as the vesting period.
Once the award is settled, the company would determine whether the cumulative tax deduction exceeded the cumulative
compensation cost recognized in the income statement. The cumulative tax deduction would include both the deductions
from the dividends and the deduction from the exercise or vesting of the award. If the tax benefit received from the
cumulative deductions exceeds the tax effect of the recognized cumulative compensation cost, the excess would be
recognized as an increase to additional paid-in capital. Although technically allowed in the plan document, management
has not issued shares from treasury in the periods presented in the consolidated financial statements.

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 tax expense if needed. A
deferred tax asset associated with a net unrealized gain or loss on available for sale investment securities are separately
evaluated by management from the Company’s other deferred tax assets. Due to the implicit recovery of the book basis of
the underlying debt securities along with management’s intent and ability to hold the security to recovery or maturity, if
necessary, no valuation allowance on this specific deferred tax asset has been determined necessary.

A tax position is recognized as a benefit only if it is “more likely than not” that the tax position would be sustained in a
tax examination, with a tax examination being presumed to occur. The amount recognized is the largest amount of tax
benefit that is greater than 50% likely of being realized on examination. For tax positions not meeting the “more likely
than not” test, no tax benefit is recorded. The Company and its subsidiaries are subject to U.S. federal income tax as
well as income tax of the state of Illinois. The Company is no longer subject to examination by taxing authorities for
years before 2010 and 2008 to present for federal and state of Illinois returns, respectively. Years that remain subject to
examination includes 2007 to present for the previous HeritageBanc Corporation that was acquired on February 8, 2008.
The Company recognizes interest and/or penalties related to income tax matters in income tax expense. Income tax
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expenses and benefits are discussed in detail in Note 14 of these consolidated financial statements. The Company did not
have any material amounts accrued for interest and penalties at either December 31, 2010 or December 31, 2009.

Earnings Per Share: Basic earnings per share represent net income divided by the weighted-average number of

common shares outstanding during the year. All outstanding unvested share-based payment awards that contain rights

to nonforfeitable dividends are considered participating securities for this calculation. In addition, diluted earnings per
common 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 the Company 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. Treasury
stock issued is valued based on the “last in, first out” method. The difference between the consideration received upon
issuance and the carrying value is charged or credited to additional paid-in capital.

Mortgage Banking Derivatives: From time to time, the Company enters into mortgage banking derivatives such as
forward contracts and interest rate lock commitments in the ordinary course of business. These derivatives may be
designated as fair value hedges of loans held-for-sale. Accordingly, both the derivatives and the hedged loans held-for-
sale are carried at fair value with the changes in fair value recorded in current earnings. The net gain or loss on mortgage
banking derivatives is included in gain on sale of loans.

Derivative Financial Instruments: The Company occasionally enters into derivative financial instruments as part of
its interest rate risk management strategies. These derivative financial instruments consist primarily of interest rate
swaps. Under accounting guidance all derivative instruments are recorded on the balance sheet, as either an other asset
or other liability, at fair value. The accounting for the gain or loss resulting from changes in fair value depends on the
intended use of the derivative. For a derivative used to hedge changes in fair value of a recognized asset or liability,

or an unrecognized firm commitment, the gain or loss on the derivative will be recognized in earnings, together with
the offsetting loss or gain on the hedged item. This results in an earnings impact only to the extent that the hedge is
not completely effective in achieving offsetting changes in fair value. If it is determined that the derivative instrument
is not highly effective as a hedge, hedge accounting is discontinued and the adjustment to fair value of the derivative
instrument is recorded in earnings. For a derivative used to hedge changes in cash flows associated with forecasted
transactions, the gain or loss on the effective portion of the derivative are deferred and reported as a component of
accumulated other comprehensive income, which is a component of shareholders’ equity, until such time the hedged
transaction affects earnings. For derivative instruments not accounted for as hedges, changes in fair value are recognized
in non-interest income/expense. Counterparty risk with correspondent banks is considered through loan covenant
agreements and, as such, does not have a significant impact on the fair value of the swaps. The credit valuation reserve
recorded on customer interest rate swap positions was determined based upon management’s estimate of the amount

of credit risk exposure, including available collateral protection and/or by utilizing an estimate related to a probability
of default as indicated in the Bank credit policy. Deferred gains and losses from derivatives that are terminated are
amortized over the shorter of the original remaining term of the derivative or the remaining life of the underlying asset
or liability.

Comprehensive Income (Loss): Comprehensive income (loss) is the total of net income (loss) 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 and the effective portion of a derivative used to hedge cash flows associated
with a forecasted transaction in other comprehensive income (loss). Comprehensive income (loss) is presented in the
Consolidated Statement of Changes in Stockholders’ Equity and accumulated other comprehensive income (loss) is
reported in the consolidated balance sheets.

Transfers of Financial Assets: Transfers of financial assets are accounted for as sales, when control over the assets has
been surrendered. Control over transferred assets is deemed to be surrendered when the assets have been isolated from
the Company, the transferee obtains the right (free of conditions that constrain it from taking advantage of that right)
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to pledge or exchange the transferred assets, and the Company does not maintain effective control over the transferred
assets through an agreement to repurchase them before their maturity.

Loss Contingencies: Loss contingencies, including claims and legal actions arising in the ordinary course of business,

are recorded as liabilities when the likelihood of loss is probable and an amount or range of loss can be reasonably
estimated. Management does not believe there currently are such matters that will have a material effect on the financial
statements.

Variable Interest Entity: The Financial Accounting Standards Board (“FASB”) revised the guidance now found in ASC
Topic 810 “Consolidation”, includes consolidation of variable interest entities. ASC Topic 810, as revised in December
2003, changed the accounting model for consolidation from one based on consideration of control through voting
interests. Determining whether to consolidate an entity now considers whether that entity has sufficient equity at risk
to enable it to operate without additional financial support, whether the equity owners of 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. The Company applied the provisions of revised ASC Topic 810 to Old Second Capital Trust [ and Old
Second Capital Trust II, two wholly-owned subsidiary trusts that have issued capital securities to third-party investors.
As a result, Old Second Capital Trust I and II are unconsolidated subsidiaries of the Company. The issuance of trust-
preferred securities through this trust subsidiary is discussed further in Note 13.

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

Fair Value of Financial Instruments: Fair values of financial instruments are estimated using relevant market
information and other assumptions, as more fully disclosed in a separate note. Fair value estimates involve uncertainties
and matters of significant judgment regarding interest rates, credit risk, prepayments, and other factors, especially in the
absence of broad markets for particular items. Changes in assumptions or in market conditions could significantly affect
the estimates.

Restrictions on Cash: Cash on hand or on deposit with the FRB was required to meet regulatory reserve and clearing
requirements. Balances in excess of the Company’s clearing balance, which was $575,000 at both December 31, 2010 and
2009 are eligible to earn a statutory rate of interest.

Reclassifications: Certain items in prior year financial statements were reclassified to conform to the current
presentation.

New Accounting Pronouncements: In December 2009, the FASB issued Accounting Standards Update (“ASU”) No.
2009-16, “Transfers and Servicing (Topic 860) — Accounting for Transfers of Financial Assets”. ASU 2009-16 amends
the derecognition accounting and disclosure guidance. ASU 2009-16 eliminates the exemption from consolidation for
qualified special purpose entities (“QSPEs”) and also requires a transferor to evaluate all existing QSPEs to determine
whether they must be consolidated. ASU 2009-16 was effective as of the beginning of the first annual reporting period
that begins after November 15, 2009. ASU 2009-16 did not have a material effect on the Company’s 2010 results of

operations, financial position, or disclosures.

In December 2009, the FASB issued ASU No. 2009-17, “Consolidations (Topic 810) — Improvements to Financial
Reporting for Enterprises involved with Variable Interest Entities”. ASU 2009-17 amends the consolidation guidance
applicable to variable interest entities. The amendments to the consolidation guidance affect all entities, as well as QSPEs
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that are currently excluded from previous consolidation guidance. ASU 2009-17 was effective as of the beginning of the
first annual reporting period that begins after November 15, 2009. ASU 2009-16 did not have a material effect on the
Company’s 2010 results of operations, financial position, or disclosures.

In January 2010, the FASB issued ASU No. 2010-06 “Fair Value Measurements and Disclosures (Topic 820) — Improving
Disclosures about Fair Value Measurements.” ASU 2010-06 amends the fair value disclosure guidance. The amendments
include new disclosures and changes to clarify existing disclosure requirements. ASU 2010-06 was effective for interim
and annual reporting periods beginning after December 15, 2009, except for the disclosures about purchases, sales,
issuances, and settlements of Level 3 fair value measurements. Those disclosures are effective for fiscal years beginning
after December 15, 2010, and for interim periods within those fiscal years. The impact of ASU 2010-06 on the
Company’s disclosures is reflected in Note 23 - Fair Value Measurements.

In February 2010, the FASB issued ASU No. 2010-09 “Subsequent Events (Topic 855) — Amendments to Certain
Recognition and Disclosure Requirements.” ASU 2010-09 amends the subsequent events disclosure guidance. The
amendments include a definition of an SEC filer, requires an SEC filer or conduit bond obligor to evaluate subsequent
events through the date the financial statements are issued, and removes the requirement for an SEC filer to disclose the
date through which subsequent events have been evaluated. ASU 2010-09 was effective upon issuance except for the
use of the issued date for conduit debt obligors. The effect of ASU 2010-09 including the Company’s related disclosure is
found in Note 27 - Subsequent Events.

In April 2010, the FASB issued ASU No. 2010-15 “Financial Services — Insurance (Topic 944) — How Investments

Held through Separate Accounts Affect an Insurer’s Consolidation Analysis of Those Investments — a consensus of the
FASB Emerging Issues Task Force.” ASU 2010-15 affects insurance entities that have separate accounts that meet the
definition of a separate account in paragraph 944-80-25-2 when evaluating whether to consolidate an investment held
through its separate account or through a combination of investments in its separate and general accounts. ASU 2010-15
is effective for fiscal years and interim periods within those fiscal years, beginning after December 15, 2010. The adoption
of this standard is not expected to have a material effect on the Company’s 2010 results of operations or financial
position, or disclosures.

In April 2010, the FASB issued ASU No. 2010-18 “Receivables (Topic 310) — Effect of a Loan Modification When the
Loan is Part of a Pool that is Accounted for as a Single Asset — a consensus of the FASB Emerging Issues Task Force.”
ASU 2010-18 provides guidance on accounting for acquired loans that have evidence of credit deterioration upon
acquisition. It allows acquired assets with common risk characteristics to be accounted for in the aggregate as a pool.
ASU 2010-18 is effective for modifications of loans accounted for within pools under Subtopic 310-30 in the first interim
or annual reporting period ending on or after July 15, 2010. The adoption of this standard did not have a material effect
on the Company’s 2010 results of operations or financial position, or disclosures.

In July 2010, FASB issued ASU No. 2010-20 “Disclosures about the Credit Quality of Financing Receivables and the
Allowance for Credit Losses”. The standard will require the Company to expand disclosures about the credit quality of
our loans and the related reserves against them. The extra disclosures will include details on our past due loans, credit
quality indicators, and modifications of loans. For public entities, ASU 2010-20 disclosures of period-end balances are
effective for interim and annual reporting periods ending on or after December 15, 2010. Disclosures related to activity
that occurs during the reporting period are required for interim and annual reporting periods beginning on or after
December 15, 2010. The impact of ASU 2010-20 on the Company’s disclosures is reflected in Notes 5 and 6 - Loans

and Allowance for Loan Losses, respectively, to the financial statements in this report. The Company will adopt the
disclosures related to the activity that occurs during the reporting period beginning with our March 31, 2011 consolidated
financial statements.

In January 2011, the FASB issued ASU No. 2011-1 “Deferral of the Effective Date of Disclosures about Troubled Debt
Restructurings in Update No. 2010-20.” ASU 2011-1 temporarily delays the effective date of the disclosures about
troubled debt restructurings in Update 2010-20 for public entities. Accordingly, management has not included such
disclosures in Notes 5 and 6 — Loans and Allowance for Loan Losses, respectively, of the financial statements.
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Note 2: Business Combination

Old Second Acquisition, Inc., was formed as part of the November 5, 2007 Agreement and Plan of Merger between

the Company, Old Second Acquisition, Inc., a wholly-owned subsidiary of the Company, and HeritageBanc, Inc.
(“Heritage”), located in Chicago Heights. The parties consummated the merger on February 8, 2008, at which time

Old Second Acquisition, Inc. was merged with and into Heritage with Heritage as the surviving corporation as a
wholly-owned subsidiary of the Company. Additionally, the parties merged Heritage Bank, a wholly-owned subsidiary

of Heritage, with and into the Bank, with the Bank as the surviving bank and Heritage was subsequently dissolved. The
purchase price was paid through a combination of cash and approximately 1.6 million shares of the Company’s common
stock totaling $86.0 million, excluding transaction costs. The final accounting for the transaction generated $56.9 million
in goodwill and $8.9 million in intangible assets subject to amortization.

The business combination was accounted for under the purchase method of accounting. Accordingly, the results of
operations of Heritage have been included in the Company’s results of operations since the date of acquisition. Under
this method of accounting, the purchase price was allocated to the respective assets acquired and liabilities assumed based
on their estimated fair values, net of applicable income tax effects. The excess cost over fair value of net assets acquired
was recorded as goodwill. The following table summarizes the allocation of the purchase price.

Purchase Price of Heritage (in thousands):

Market value (market value per share of $27.50) of the Company’s common stock issued...........cvevererereirrrierrieereernnnns $ 43,000
CASH PAIA. e+ttt ekttt ekttt 43,000
T ATISACTION COSESveevvterrririetearseeeseeeseeesseesseesseesseesseesseesseessaesssasssasssessasseassaesseesseasssasssesssesssesssesssasssessesseesseessesssesnsesssessseanns 1,557
TOLAl PUTCRASE PIICE ettt etttk etttk ettt ettt s ettt snenesesens $ 87,557
Allocation of the purchase price
Historical net assets of Heritage as of February 8, 2008 ........ccveveiririeirieiiieieinieieieietetereteieseetesetesestesesesesesaesesensesessesesens $ 22,929
Fair market value adjustments as of February 8, 2008
REAL ESTALE 1 veuvevterietitesietieteet ettt ettt et et b ese et et e st esees e b esbeseese b essesseseesessess et s ebesses s es s es e b esbestes e s esbes b es e b e b estes e et e b esbeseenesertas 529
EQUIPIIEIIE ettt ettt ettt ettt ettt s ettt ettt n et n et nenes (134)
AATEWOTK 1ottt ettt ettt ettt ettt et et ese et et e st ese e s e b e st ese et e b esbesses e es e st esses s b e ebes b es s ek e b e s s estes e s e st es s ese b e b estes e et e b enbeneenesereas (30)
OIS ¢+ttt ettt ettt ettt sttt et e e a e a e e st ea e a b e e st e en b e ea bt e bt e bt e bt e e Rt e e Rt e e Rt e eab e enbeen b e enbeen b e et aen b e e baensaensrennnes (122)
GOOAWILL. ettt ettt ettt ettt ettt ettt et e veere st et e eseessesb et e esseas e st e s s ersers et e essenbenreeteerserbenbeersersenteereers 56,910
Core deposit intangible and other intangible ASSELS ... ....evrveveirieririeieiirieieieteteeie ettt bes e seneses 8,917
TINE EPOSIES cvvevevietteniteriteteatetet ettt ettt et bes et e bes e bes et eses e b e s ea e s es e bes e s e b es e b eseatesentebeseasesestebesesesentebenesesenseseneane (1,111)
FHLB AVAIICES .1vtvievivietieiietetetietier et estest et et esteseeseesesteseeseesessesseseesessessessesessessessessesessassessesessassasaasassessassessssessassesessesss (331
TOLAl PUTCRASE PIICE vttt etttk ettt ettt et n et ses ettt snenenesens $ 87,557

The Company decreased the goodwill attributable to the Heritage transaction by $1.5 million in the first quarter of 2009
along with an offsetting decrease to deferred tax liabilities. In addition, the Company recorded a goodwill impairment
charge of $57.6 million in the second quarter of 2009, which primarily resulted from the goodwill that was attributable
to Heritage. See Note 9 in these Notes to consolidated financial statements for additional information on the goodwill
impairment charge.



Note 2: Business Combination — continued

The following is the unaudited pro forma consolidated results of operations of the Company for the twelve months ended
December 31, 2008 as though Heritage had been acquired as of January 1, 2008.

Year Ended
December 31,
2008

Net interest income after provision for loan losses $ 58,949
Noninterest income 35,491
Noninterest expense 85,904
Income before income taxes 8,536
Income taxes 1,033
Net income $ 7,503
Per common share information
Earnings $ 0.55
Diluted earnings $ 0.54
Average common shares issued and outstanding 13,746,726
Average diluted common shares outstanding 13,851,559

Included in the pro forma results of operations for the year ended December 31, 2008 was one-time pretax merger costs

of $3.9 million.

Note 3: Cash and Due from Banks

The Bank is required to maintain reserve balances with the FRB. In accordance with FRB requirements, the average
reserve balances were $13.1 million and $13.7 million, for the years ending December 31, 2010 and 2009, respectively.

The nature of the Company’s business requires that it maintain amounts with other banks and federal funds sold which,
at times, may exceed federally insured limits. Management monitors these correspondent relationships and the Company
has not experienced any losses in such accounts. The Bank also has a $3.0 million pledge requirement to a correspondent
bank as it relates to credit card processing services.
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Note 4: Securities

The following table summarizes the amortized cost and fair value of the available-for-sale securities at December 31,
2010 and 2009 and the corresponding amounts of gross unrealized gains and losses recognized in accumulated other

comprehensive income (loss) were as follows:

2010
ULS. THEASULY ettt sttt
U.S. gOVernment agencies.......coveveruerreererrenereeruennenreeeene
U.S. government agency mortgage-backed........cccovveiennne.
States and political subdiviSions ........cceevevereriereierererrenenes
Collateralized mortgage obligations..........eceevevereererreriereene
Collateralized debt obligations.........ccevevereerereriererrerererienenes
EQUILY SECUTITIES vvevvenviiienieieieeiieienieeieeiteesie e

2009
ULS. THEASULY vttt ettt eaeene
U.S. govVernment agencies.......coveveruerreererueneneeruennenreneene
U.S. government agency mortgage-backed........cccovveiennne.
States and political subdiviSions ........ccceceevevereriererrerererrenene
Collateralized mortgage obligations..........eceevevvererrerreiereene
Collateralized debt obligations.........ccevevevrerereriererrerererrenenes
EQUILY SECUTITIES vvevvenviiierieienieeiieienieeie ettt

Gross Gross
Amortized Unrealized Unrealized Fair

Cost Gains Losses Value
1,501 $ 20 $ — $ 1,521
37,810 117 (501) 37,426
75,257 1,475 (1) 76,731
17,538 579 (263) 17,854
3,817 179 — 3,996
17,869 — (6,796) 11,073
49 4 @) 46
153,841 $ 2,374 $ (7,568) $ 148,647
1,499 $ 24 $ — $ 1,523
84,265 263 (76) 84,452
41,175 1,669 (44) 42,800
81,801 1,864 (327) 83,338
22,246 910 (o) 23,151
17,834 — (6,951) 10,883
99 1 (6) 94
248,919 $ 4,731 $ (7,409) $ 246,241

The fair value, amortized cost and weighted average yield of debt securities at December 31, 2010 by contractual
maturity, were as follows. Securities not due at a single maturity date, primarily mortgage-backed securities, collateralized
mortgage obligations, collateralized debt obligations and equity securities are shown separately:

DUE IN ONE TEAL OF LE5S 1vvrvivieriierereririeiieteierereseeteeesesesesssesaassesesesesesssseseseseseses
Due after one year through five Years.......ccocvveviecieinienierininiiieieeeeeieeeveienens
Due after five years through ten Years .......ccceeverveveiriereriereinieiieeeeeeieiesevenens
DUE QLT LI YEATS .veveververierierererierieteetentesteseesestesteseesensestessesesessassesessessessesessensons

Mortgage-backed and collateralized mortgage obligations.........ceceevervevvererveiennn
Collateralized debt OblIgationS.......cveveveverievereieierieiereieiereetereieresreteseaesesresesesenes
EQUILY SECUTITIES cvvevvevierienieiieiieienieettetentesieertete e srtestetesreestentestesseensensesseeseensenss

Weighted
Amortized Average Fair
Cost Yield Value
$ 6,103 2.34% $ 6,128
4,240 2.69% 4,421
39,627 3.19% 39,419
6,879 4.13% 6,833
$ 56,849 3.25% $ 56,801
79,074 3.53% 80,727
17,869 1.62% 11,073
49 0.16% 46
$ 153,841 3.20% $ 148,647



Note 4: Securities — continued

The fair value, amortized cost and weighted average yield of debt securities at December 31, 2009 by contractual
maturity, were as follows. Securities not due at a single maturity date, primarily mortgage-backed securities, collateralized
mortgage obligations, and asset-backed and equity securities are shown separately:

Due in One year OF 1655 ...cuiiieriirierieierieereeieieereeeeeesreereeeesesseennes
Due after one year through five years.......c.coceevvveeveerineineennn.
Due after five years through ten years ......ccocceveevevverreneeieiennennnns
DUE AftET TN YEATS vevveveverierierierererieriereresterseseesestesseseesesesseseeseses

Mortgage-backed and collateralized mortgage obligations............
Collateralized debt Obligations........ccveveveerevieierieriieiereereiereenenes
EQUILY SECUTITIES wvevveireriieriiiieeieeieeiteie ettt

Weighted
Amortized Average Fair
Cost Yield Value
....................... $ 40,801 0.68% $ 40,915
....................... 33,667 1.91% 34,090
....................... 51,594 4.09% 52,442
....................... 41,503 4.52% 41,866
$ 167,565 2.93% $ 169,313
....................... 63,421 5.13% 65,951
....................... 17,834 1.60% 10,883
....................... 99 0.08% 94
$ 248,919 3.39% $ 246,241

At December 31, 2010, the collateralized debt obligations held, as issued by Trapeza CDO XIII, Ltd, were greater than
10% of stockholders’ equity. Additional detailed information related to these securities is provided below. At December
31, 2009, there were no holdings of securities of any one issuer, other than the U.S. Government and its agencies, greater

than 10% of stockholders’ equity

Securities with unrealized losses at December 31, 2010 and 2009 aggregated by investment category and length of time

that individual securities have been in a continuous unrealized loss position, are as follows:

Less than 12 months

Greater than 12 months

2010 in an unrealized loss position in an unrealized loss position Total
Number of ~ Unrealized Fair Number of ~ Unrealized Fair Number of ~ Unrealized Fair
Securities Losses Value Securities Losses Value Securities Losses Value
U.S. government agencies... 6 $ 501 $26,309 - % — % — 6 $ 501 $26,309
U.S. government agency
mortgage-backed............ 1 1 462 — — — 1 1 462
States and political
subdivisions .........ccevne. 3 182 3,323 1 81 533 4 263 3,856
Collateralized mortgage
obligations .......c.ccevevenen. — — — — — — — — —
Collateralized debt
obligations ........ccceveveenen. — — — 2 6,796 11,073 2 6,796 11,073
Equity securities ......c........... — — — 1 7 41 1 7 41
10 $ 684  $30,094 4 $6884 $11,647 14 $7568 $41,741
Less than 12 months Greater than 12 months
2009 in an unrealized loss position in an unrealized loss position Total
Number of ~ Unrealized Fair Number of ~ Unrealized Fair Number of  Unrealized Fair
Securities Losses Value Securities Losses Value Securities Losses Value
U.S. government agencies... 8 $ 76  $26,308 - — % — 8 $ 76  $26,308
U.S. government agency
mortgage-backed............ 1 28 444 9 16 1,589 10 44 2,033
States and political
subdivisions ..........ccevenen. 14 170 7,907 6 157 3,160 20 327 11,067
Collateralized mortgage
obligations .......c.ceeveuenen. 1 1 106 1 4 808 2 5 914
Collateralized debt
obligations ........ccceveveenen. — — — 2 6,951 10,883 2 6,951 10,883
Equity securities ......c..c........ — — — 1 6 41 1 6 41
24§ 275 $34,765 19 $7,134 $16481 43 $ 7409  $51,246
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Note 4: Securities — continued

In determining when OTTI exists for debt securities, management considers many factors, including: (1) the length of
time and the extent to which the fair value has been less than cost, (2) the financial condition and near-term prospects of
the issuer, (3) whether the market decline was affected by macroeconomic conditions, and (4) whether the Company has
the intent to sell the debt security or more likely than not will be required to sell the debt security before its anticipated
recovery. The assessment of whether an OTTI decline exists involves a high degree of subjectivity and judgment and is
based on the information available to management at a point in time.

Recognition of OTTI was not necessary in the years ended December 31, 2010, 2009, or 2008. The changes in fair
values related more to interest rate fluctuations and other market factors and were generally not related to credit quality
deterioration although the amount of deferrals and defaults in the pooled collateralized debt obligations increased from
26.1% at December 31, 2009 to 28.5% at December 31, 2010. An increase in rates will generally cause a decrease in

the fair value of individual securities while a decrease in rates typically results in an increase in fair value. In addition

to the impact of rate changes upon pricing, uncertainty in the financial markets in the periods presented has resulted in
reduced liquidity for certain investments, particularly the collateralized debt obligations (“CDQO”), which also impacted
market pricing for the periods presented. In the case of the CDO fair value measurement, management supplemented its
assessment with a third party discounted cash flow analysis, and included a risk premium adjustment as of both December
31, 2009 and 2010, to reflect an estimated amount that a market participant would demand because of uncertainty in
cash flows. Management estimated that the present value of cash flows would allow the Bank to recover the amortized
cost of those securities. Management made the risk premium adjustment initially because the level of market activity for
the CDO security had continued to decrease and information on orderly transaction sales was not generally available.
Accordingly, management designated this security as a level 3 security at June 30, 2009 as described in Note 23 of this
annual report and continues with that designation as of December 31, 2010. Management does not have the intent to
sell the above securities and it is more likely than not the Company will not have to sell the securities before recovery of
its cost basis.

Below is additional information as it relates to the CDO, Trapeza CDO XIII, Ltd, which is secured by a pool of trust
preferred securities issued by trusts sponsored by multiple financial institutions. This CDO was rated AAA at the time of
purchase by the Company.

Gross S&P Number of Issuance Issuance
Amortized Fair Unrealized Credit Banks in Deferrals & Defaults Excess Subordination
Cost Value Loss Rating' [ssuance Amount Collateral % Amount Collateral %
December 31, 2010
Class Al $ 9,241 $ 5916 $ (3,325) CCC+ 63 $213,750 28.5% $175,928 23.5%
Class A2A 8,628 5,157 (3.471) CCC - 63 213,750 28.5% 78,928 10.5%

$ 17869  $ 11,073 $ (6,796)

December 31, 2009

Class Al $ 9334 $ 5473 $ (3,861) BB+ 63 $195,750 26.1%  $189,641 25.3%

Class A2A 8,500 5,410 (3,090) BB - 63 195,750 26.1% 92,641 12.4%
$ 17,834  $ 10,883 $ (6,951)

! Moody’s credit rating for class Al and A2A were Baa2 and Ba2, respectively, as of both December 31, 2010 and 2009. The Fitch
ratings for class Al and A2A were BBB and B, respectively, as of December 31, 2010, and A and BB, respectively, as of December
31, 2009.

In addition to other equity securities, which are recorded at estimated market value, the Bank owns the stock of the

FRB and the FHLBC. Both of these entities require the Bank to invest in their non-marketable stock as a condition

of membership. The value of the FRB stock was recorded at cost in the amount of $4.4 million and $3.7 million, at
December 31, 2010 and December 31, 2009, respectively. The value of the FHLBC stock was recorded at cost in the
amounts of $9.3 million for both December 31, 2010 and December 31, 2009. The FHLBC is a governmental sponsored
entity that has been under a regulatory order for a prolonged period that generally requires approval prior to redeeming or
paying dividends on their common stock. Despite that order, the FHLBC received approval and paid a cash dividend at
an annualized rate of 10 basis points per share on February 14, 2011. The Bank continues to utilize the various products
and services of the FHLBC and management considers this stock to be a long-term investment. FHLBC members



Note 4: Securities — continued

are required to own a certain amount of stock based on the level of borrowings and other factors, and may invest in
additional amounts. FHLBC stock is carried at cost and classified as a restricted security, and periodically evaluated for
impairment based on ultimate recovery of par value. Based on management’s analysis, no impairment was deemed to exist

at December 31, 2010.
Securities with a fair value of approximately $83.3 million and $124.6 million at December 31, 2010, and 2009,
respectively were pledged to secure public deposits and securities sold under repurchase agreements and for other

purposes required or permitted by law.

Years ended December 31,

2010 2009 2008
Proceeds from sales Of SECUTIEIES vuvvevvvevreireereeeeeere oot eeeeeee et seeeeeeeevessreseaeens $ 111,738 $ 262,359 $ 67,326
Gross realized gains 0N SECULITIES c.vevreviverieiereteieiereetestessereeresteteseesessessesseseeseses 2,928 4,286 1,955
Gross realized 10SSES 0N SECUTIEIES .vvvvevverrierierieieereerieeeereereetereereereeseereereesseneenes (201) (532) (73)
SECULILIES GAINS, TIEE tvvevievirerrerrereererestessesesessesseseesesessessesessessessesessessessessesesseses $ 2,727 $ 3,754 $ 1,882
Income tax expense on net realized GAINS......cvevvevereerereiriereeiereiiereseseiierenesennns $ 1,079 $ 1,487 $ 746
Note 5: Loans
Major classifications of loans at December 31 were as follows:
2010 2009
COMIMETCIAL 1+ttt et ettt ettt ettt e et e et e et e et e e e e et e e et e etseeaseeaseenseenseenseeraeeneeenns $ 173,884 ' $ 207,170
Real estate - COMMEICIAL .viivviiiriioriieiierii ettt ettt ettt ettt erveereereeereeereeerseerseerseesseenreas 821,101 925,013
Real €StALE - CONSTIUCTION 1ovvievierririeriertereereereeteeteereeseeteeseereesseseessersesseeseessessesseeseersesseseersersersesseersens 129,601 273,719
Real estate - 1eSIAEINITIAL ..coviiiriiiriieriiciicrr ettt ettt ettt err ettt et reeereeerteereeerbeerreerren 557,635 643,936
COMNSUINET 11ttt eveevteereereete et e st ereeseeeseeseeseesseeseessessesseessessesseseessessesseessessensasseessensenseessersensenseersersensesssersans 5,104 9,834
OVEIATALE ettt ettt ettt ettt et et e te e etteeaeeesb e esbeeatsenreeetseetseetseesseesseereeenrsenreerreenreennas 739 830
Lease fiNanCing T@CEIVADLES ....viveieiietiietietietetetet ettt ettt est s s e b e st eseesebessessebesbessesseseesessasseseesens 2,774 3,703
$ 1,690,838 $ 2,064,205
Net deferred 10an fees And COSES ..ovirviiiiriiirieierietieteietereesetesteseesestessessesessessesseseesessassessesessessesseseses (709) (1,379)

$ 1,690,129 $ 2,062,826

! Includes $24.3 million in loans with different credit quality indicators.

[t 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 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 Bank generally makes loans
within its market area. There are no significant concentrations of loans where the customers’ ability to honor loan terms
is dependent upon a single economic sector, although the real estate related categories listed above represent 89.2%
and 89.3% of the portfolio at December 31, 2010 and 2009, respectively. The Company is committed to overseeing

and managing its loan portfolio to reduce its real estate credit concentrations in accordance with the requirements of
the Memorandum of Understanding (“MOU”) between the Bank and the Office of the Comptroller of the Currency
(“the OCC”). Consistent with that commitment, management has updated its asset diversification plan and policy and
anticipates that the percentage of real estate lending to the overall portfolio will decrease in the future as a result of that
process. Regulatory matters are discussed in more detail in Notes 20 and 26 of the consolidated financial statements
included in this report.
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Note 5: Loans — continued

Aged analysis of past due loans by class of loans as of December 31, 2010 were as follows:

Recorded
[nvestment
90 days or
90 Days or Total Greater Past
30-59 Days  60-89 Days  Greater Past ~ Total Past Financing Due and
Past Due Past Due Due Due Current Nonaccrual ~ Receivables Accruing
Commercial $ 375 % 391 % 216 % 982 $ 147,676 $ 3,668 $ 152,326 $ 216
Real estate - commercial
Owner occupied general
purpose 1,156 2 — 1,158 158,189 18,610 177,957 —
Owner occupied special
purpose 897 — 328 1,225 181,845 25,987 209,057 328
Non-owner occupied
general purpose 884 499 — 1,383 148,406 25,623 175,412 —
Non-owner occupied
special purpose — — — — 104,791 11,612 116,403 —
Strip malls — — — — 74,564 24,374 98,938 —
Farm 148 999 — 1,147 41,446 741 43,334 —
Real estate - construction
Homebuilder 217 — — 217 14,676 22,001 36,894 —
Land — 586 — 586 12,324 20,617 33,527 —
Commercial speculative — — — — 21,603 14,881 36,484 —
All other 65 73 — 138 16,545 6,013 22,696 —
Real estate - residential
Investor 2,221 — 469 2,690 200,011 21,223 223,924 469
Owner occupied 4,450 656 — 5,106 139,457 15,309 159,872 —
Revolving and junior liens 284 6 — 290 171,990 1,559 173,839 —
Consumer 9 2 — 11 4,931 7 4,949 —
Leases — — — — — —
All other — 24,517 — 24,517

$ 10,706 $ 3214 $ 1013 § 14933 $1462971 §$ 212225 $1,690,129 § 1,013

Loans on non-accrual status by class of loans as of December 31, 2010 and December 31, 2009 were as follows:

2010 2009
COMIMETCIAL 1ttt ettt et ettt et e et e et e et e et s aatseeaseeaseenseenseenseenteenseersesasaneanns $ 3,668 $ 1,153
Real estate - commercial
Owner occupied eneral PUIPOSE «...c.cveveveveueueviriririeieieieiciitseeteieiererectnessesereteseaesesssseseneseseseenees 18,610 4,547
Owner occupied SPECIal PUIPOSE c.c.vveveveeirieiiririeirieieieietrte ettt ettt ettt sene 25,987 8,449
Non-owner occupied general PUIPOSE ......covevvveveveveuiirinieiereieieitrentrieieiereeeetseenesereaesesesesesnesenesenes 25,623 5,521
Non-owner occupied Special PUIPOSE......e.evrieerieieirieinieieiricirietcteieerteiee ettt eereesaeaens 11,612 6,197
SEIIP TNALLS ettt ettt sttt ettt ettt senene 24,374 13,933
FATIIL ct ettt ettt et ettt ettt st b e st e e tb e e r b e e s b e e st e et e e b e e bt e ttentbeesbansbaennas 741 1,286
Real estate - construction
HOMEDUILACT 1.ttt bbbt 22,001 49,708
LN 1otttk ettt b et ettt benene 20,617 25,283
ComMMETCIAl SPECUIATIVE . c..vttiterietietiteieitete ettt ettt sttt et ettt be b e beseesessennes 14,881 16,564
AL ORI cuv ittt ettt ettt ettt beetb et e teeraesbeteereens et e ereersenseeteersenbeseereens 6,013 964
Real estate - residential
LIV ESTOT ctvietteeete et ettt ettt e ett e et e et e etbeesteesbeesbeesssesseesseesseesseesseesseesseesbeasssenssesssessenssessseesseessennnas 21,223 26,079
OWNET OCCUPIE™.ctvvtvttenierietietitetett ettt ettt ettt ettt et et es e et sbesbestebeebestesteseebesbestesesbensensaseasensens 15,309 13,319
Revolving and JUNIOT [HEIIS .. ..cveveeirieriieieiirieiiieieisieieeiete ettt ettt ettt sene 1,559 1,488
COMSUITIET e+ttt ettt ettt et ettt est et et e ebtestesbeebtestete s bt ebtemtenbeebeestembesbeebtesbentesbeestenbebeeseentensenbeas 7 —
AL OTRET covinieiiettee ettt sttt et ettt b ettt ne — 4817

$ 212,225 $ 174,978
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Note 5: Loans — continued

Nonaccrual loans and loans past due 90 days still on accrual include both smaller balance homogeneous loans that are
collectively evaluated for impairment and individually classified impaired loans.

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

2010 2009 2008
Non-accrual loans (including restructured) ......oooverveieererieieinieieieesieiereieeiens $ 212,225 $ 174,978 $ 106,511
Accruing restructured loans......c.evvvevieieieirieieieieietee e 15,637 14,171 —
Interest income recorded on non-accrual 1oans .......cveevveeevieveeieiereeeeieieeeeiens 4,382 3,898 4,064
Interest income which would have been accrued on non-accrual loans............... 17,234 13,189 7,714
Loans 90 days or more past due and still accruing interest .........oceeveerverieverennenn 1,013 561 2,119

Additional details and discussion related to past due and nonaccrual and restructured loans is found in the provision
for loan losses section of the management discussion and analysis of this report. The Bank had no commitments to any
borrower whose loans were classified as impaired at December 31, 2010 and $395,000 in commitments to one borrower

whose loans were classified as TDR’s at December 31, 2009.

Credit Quality Indicators:

The Company categorizes loans into Credit risk categories based on current financial information, overall debt service
coverage, comparison against industry averages, historical payment experience, and current economic trends, among
other factors. Each loan and loan relationship is examined. This analysis includes loans with an outstanding loans

or commitments greater than $50,000 and exclude homogeneous loans such as HELOC’s and residential mortgages.
Loans with a classified risk rating are reviewed quarterly regardless of size or loan type. The Company uses the following
definitions for classified risk ratings:

Special Mention. Loans classified as special mention have a potential weakness that deserves management’s
close attention. If left uncorrected, these potential weaknesses may result in deterioration of the repayment
prospects for the loan or of the institution’s credit position at some future date.

Substandard. Loans classified as substandard are inadequately protected by the current net worth and paying
capacity of the obligor or of the collateral pledged, if any. Loans so classified have a well-defined weakness or
weaknesses that jeopardize the liquidation of the debt. They are characterized by the distinct possibility that the
institution will sustain some loss if the deficiencies are not corrected.

Doubtful. Loans classified as doubtful have all the weaknesses inherent in those classified as substandard, with
the added characteristic that the weaknesses make collection or liquidation in full, on the basis of currently
existing facts, conditions, and values, highly questionable and improbable.

Credits that are not covered by the definitions above are pass credits, which are not considered to be adversely rated.
Loans listed as not rated have outstanding loans or commitments less than $50,000 or are included in groups of
homogeneous loans.

49



Note 5: Loans — continued

Credit Quality Indicators by class of loans as of December 31, 2010 were as follows:

Special
Pass Mention Substandard! Doubtfull Total
Commercial......cocvovveviieiieiieieeieeiene, $ 130,564 $ 4,122 $ 17,640 $ — $ 152,326
Real estate - commercial
Owner occupied-general purpose ..... 127,527 6,633 43,797 — 177,957
Owner occupied-special purpose ...... 143,165 9,762 56,130 — 209,057
Non-owner occupied-general
PUTPOSE «evveverrererererenrerereareresesenene 126,316 5,414 43,682 — 175,412
Non-owner occupied-special
PUTLPOSE «rvveverrererrarerenseseseesesesesesnns 91,737 — 24,666 — 116,403
Strip mMalls...cvevevereriereieiereerieieeenens 48,661 8,304 41,973 — 98,938
Farm .oveveveveviieeeieeieeeeeeeeveens 30,812 — 12,522 — 43,334
Real estate - construction
Homebuilder ......cccoovevviviviiiiiieninnn 6,470 2,780 27,644 — 36,894
Land c.oveveveeeieeeeeeeee s 9,327 3,036 21,164 — 33,527
Commercial speculative ........ccoove... 15,937 567 19,980 — 36,484
AlLOther .ovevviieieieiereiiieieieeeeies 15,024 — 7,672 — 22,696
Real estate - residential
INVESLOL tvievvevrieriereerrereereere e v eneas 166,465 15,487 41,972 — 223,924
Owner occupied .....ocoeveveverererererennn. 132,833 545 26,494 — 159,872
Revolving and junior leins ................ 168,596 599 4,644 — 173,839
CONSUMET .evvreveveriererrrereieresneseseseseseens 4,793 62 94 — 4,949
AlLOther eucvvviiieieieieeiiieeeeeieeees 24,376 141 — — 24,517
TOtal vt $ 1,242,603 $ 57,452 $ 390,074 $ — $ 1,690,129
'"The substandard credit quailty indicator including both potential problem loans
that are currently performing and nonperforming loans
2010 2009
Year-end impaired loans with no allocated allowance for loan losses $ 116,749 % 101,839
Year-end impaired loans with allocated allowance for loan losses 111,113 87,310
Total impaired loans aggregated $ 227862 % 189,149
Amount of the allowance for loan losses allocated $ 22,987  $ 16,261
2010 2009 2008
Average of individually impaired loans during year $ 214335 % 148,388 % 41,168
Interest income recognized during impairment 5,217 4,148 474
Cash-basis interest income recognized during impairment 5,189 4,129 712
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Note 5: Loans — continued

Impaired loans by class of loan as of December 31, 2010 were as follows:

Unpaid
Recorded Principal Related
Investment Balance Allowance
With no related allowance recorded
COMIMETCIAL. +vv ettt ettt ettt ettt e et satesaeeaesaeeeae e st esasesasesaeens 31 $ 994 $ —
Commercial TeAl @STALE «vivviivierierieriertereereere ettt ere e b ereere et ereereerseseereers
Owner occupied-general PUIPOSE .....cveverveveierirrerieieieienreiereesesrereseseesensens 6,505 7,238 —
Owner occupied-special PUIPOSE .....c.c.eveiririevereieriiriniieeccirenreeeieeceeees 10,713 12,935 —
Non-owner occupied-general PUIPOSE ....eevevevereererierieirienieieresiersesieeesensens 11,017 15,030 —
Non-owner occupied-special PUTPOSE «...c.cvvrvevereveueirininierereiecreereererererenenes 3,745 6,621 —
SEEP MALLS vevvevevieieieieietet ettt ettt s s s enes 10,247 15,354 —
BTN oottt ettt e et e b e raeeabeeaea s 741 862 —
Construction
HOMEDUILART vttt ettt vt ere v ere e 20,409 34,569 —
LN o1ttt ettt ettt ettt ettt et et rsers et et nsereereetee 9,572 20,234 —
Commercial SPECULATIVE.....eveveriereriieiirieteriieteieteteteieereteer et 9,710 26,650 —
AL OTNET vttt ettt ettt v et ers vt sessereetee 5,648 8,227 —
Residential
IIVESTOT cvvievvieeriere ettt ettt ettt et v et ete e eteeereeereeerteerseesesenreenreeareerseereeans 12,207 16,750 —
OWNET OCCUPIEd. +vvevevrererenieieniiereteteetetetetetestetereetetestesesetesentebesesesessesesesess 15,224 16,749 —
Revolving and jUnior LeIns ......veeeverieieierieieieieienieieieieereieeeresveieeese e siens 973 1,010 —
Consumer 7 14
Total impaired loans with no recorded allowance 116,749 183,237 —
With an allowance recorded
Commercial 3,635 3,671 1,349
Commercial real estate
Owner occupied-general PUIPOSE .....cveverveieiererrerierieieienieiereeresiesreeereesensens 12,105 14,912 1,742
Owner occupied-special purpose 15,274 18,886 3,933
Non-owner occupied-general PUIPOSE .....eeveverreeererierieinienieieresrerseieeesensens 14,606 16,946 6,063
Non-owner occupied-special PUTPOSE «...c.cvvrvevereveueirininiereieieiereeriererererenenes 8,315 8,615 1,560
SEEP MIALLS 1vvevvevevieieteiieteteietete ettt ettt ebe sttt s et se s b seesens 14,127 15,215 1,769
Farmi e e et as — — —
Construction
HOMEDUIIAET vttt ere v ere e 6,093 9,291 1,020
LN ottt ettt ettt ettt ettt ettt ettt ssers et et nbersereetee 11,045 11,523 978
Commercial SPECULATIVE . ....eveveriereriieriieteiiieteieteteee ettt 5,171 8,363 1,674
AL OTNET vttt ettt ettt et ers vt sessereetees 366 502 25
Residential
ILVESEOT crveietvteeette ettt ettt e e e era e eate e et e e easeeeabeeeateeearseeerteeesaeeenbeeenreeens 9,532 10,441 1,520
OWNET OCCUPIEd. +vteveviererenieieiiieriieteitetetetetestetesessesestetesesesestesesesesesseseseseses 10,259 10,589 1,096
Revolving and jUnior LeINS ......veeeveieieririeieieieienieieieieeteiertevesiesressese e siens 585 664 258
COMISUINIET 1.vveevveetreeereeveeereeeteeesseesseesseesseesseessaesssessseessessseesseesseessessseasssesssessesssesseens — — —
Total impaired loans with a recorded allowance..........coceevevveeriereininenienieinienen 111,113 129,618 22,987
Total Impaired LOANS «...evevevererieieieieiiieieeieieieieieteiereietetetesestese s teseseaeses s sesenes 227,862 $ 312,855 $ 22,987
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Note 5: Loans — continued

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

2010 2009
Be@inning Dalance ....c.vceiciiiiiieiect ettt et r et b bt re s b esbersereerees $ 7,584 $ 23,537
N W LOANS 1ottt ettt ettt ettt etr ettt e et e e te e ete e tteert e eabeert e erbeerbeeareenreenbeerreenreennas 829 4,460
Repayments and other TEAUCHIONS .....e.veveviriereieieriietiieieiieieieietei ettt ettt s besenseseseesess (1,794) (6,405)
Change in Telated PATTY STATUS .o.vevereeverieierieteietereetesieiettereetestestesessessesteseesessessessesessesseseesessensessesessens (448) (14,008)
PATTICIPATIONS evvevveviviiiieiieiiiiieiieiceicteteitete ettt sttt a et s bt sae et nesuesae s easnenne — —
ENING DalanCe . ...cvvvevieieieiiieiiieieiiieteiet ettt ettt eb et bbb s s st ebesa b esessesesaesenes $ 6,171 $ 7,584

The decrease in related party loans was related to the repayments of debt and the death of one director. No loans to
principal officers, directors, and their affiliates were past due greater than 90 days at December 31, 2010 or 2009.

Note 6: Allowance for Loan Losses

Changes in the allowance for loan losses by segment of loans were as follows:

2010 2009 2008
Allowance at beg@inning Of YEAT .....ccvevevverierieririerieiereeieieteeeresieseseeseesesseseseeseses $ 64,540 $ 41,271 $ 16,835
Addition resulting from acqUISTEON ....e.vevverieteieieieierieieieeeteieteieereree e — — 3,039
Charge-offs:
Commercial and industrial «......ooviovviiiiiiiiicccccee e 2,247 3,493 115
Real estate - COMMETCIali...cviiiivvicrierieieiiereere ettt es e ens 29,665 4,148 1,277
Real estate - CONSEIUCHION ..vvievvieriiertiitriereere ettt ettt e erre e ereerreerre e 39,321 60,173 6,146
Real estate - residential....c..ceoievvecrierieieriieeceereereere et 13,216 6,238 1,420
Consumer Other J0anS. .....cvivieiiieiierieieieee ettt ere s es s e 560 926 426
Total Charge-0ffS.....cvieieieieiericieieieeer ettt ere e ere s b ens 85,009 74,918 9,384
Recoveries:
Commercial and industrial ......ovveerierieieviieeceereeeee et 320 22 202
Real estate - commEercial.......oovievioiioriiiiiiicriccecere e 900 — 4
Real eState - CONSTIUCTION vevieviivririereerreteereereeereereereereereereereenreereereersereereens 3,675 1,123 16
Real estate - residential........covievioiiiriiiiireereccreecre et 1,799 47 —
Consumer Other JOANS....vccvieiiiiiieriereei ettt ere s eveere e 415 340 244
TOA]l TECOVETIES wvevviveerierreereeeierieereere et e et ertestesseeree s ebeeseessesseseeseessessesens 7,109 1,532 466
Net Charge-0ffS cuveveirieieieieieieiet ettt ebe b sa e b b esseseesebenes 77,900 73,446 8,918
Provision fOr LOan LOSSES ...vvieviiiriieriierieeiiereereereeere e eereeereeereeerseerseerreerreereereenns 89,668 96,715 30,315

Allowance at end Of YEAT .e.vevivvivieieieriierieiereieiet ettt ere e sese s b essesseseeseses $ 76,308 $ 64,540 $ 41,271




Note 6: Allowance for Loan Losses — continued

Changes in the allowance for loan losses by segment of loans based on method of impairment as of December 31, 2010

were as follows:

Allowance for credit losses:

Beginning balance.........cco....
Charge-offs.....cccecevereerreenennen
Recoveries....ooovevvvienvienneennnnn.
Provision .....ceeveeevveeeeveeeneeennne.
Ending balance.........ccocevverenne.

Ending balance: Individually
evaluated for impairment......

Ending balance: Collectively
evaluated for impairment......

Financing Recievables:
Ending balance.......c.ccocevvenenee
Ending balance: Individually
evaluated for impairment......
Ending balance: Collectively
evaluated for impairment......

Real Estate Real Estate Real Estate

Commercial Commercial!  Construction Residential Consumer Unallocated Total
$ 4547 $ 24598 $ 29895 $§ 3,770 % 703 % 1,027 $ 64,540
2,247 29,665 39,321 13,216 560 — 85,009
320 900 3,674 1,799 416 — 7,109
4,144 46,409 24,096 14,646 321 52 89,668
$ 6,764 $ 42242 $ 18344 $ 6999 % 880 % 1,079  $ 76,308
$ 1349 $ 15067 $ 3,697 $ 2874 $ — § — $ 22987
$ 5415 $ 27,175 $ 14647 $ 4,125 % 880 % 1,079 $ 53321
$ 152,326 $ 821,101 $ 129,601 $ 557,635 $§ 4949 $ 24517  $1,690,129
$ 3,666 $ 107395 $§ 68,014 $ 48,780 § 7 3 — % 227,862
$ 148,660 $ 713,706 $ 61,587 $ 508,855 $ 4942 $ 24517  $1,462,267

' As of December 31, 2010, this segment consisted of performing loans that included a higher risk pool of loans

rated as substandard that totaled $122.4 million. The amount of general allocation that was estimated for

that portion of these performing substandard rated loans was $12.2 million at December 31, 2010.

Note 7: Other Real Estate Owned

Details related to the activity in the net OREQO portfolio for the periods presented is itemized in the following table:

Twelve Months Ended
December 31,
2010 2009

Beginning DalanCe ...o.veveieieiieieiiietiieteiteteteteet ettt ettt ettt sesa et et et s esabesessesesa et esensesesasesennes $ 40,200 $ 15,212
Property additions ...e.veveeeevereieieririeteieteierieteteteesterete s et eteteses ettt sesestesestesesastesentesesentesentesenensesenees 72,159 42,390
DevelOpment IMPTOVEIMEIIES .e.veutertertrtenteriertetetenterterestestesteseesessestesessessesseseesessestestesensenseseesessensensesense 607 2,467
Less:

PrOPETty DISPOSALS ..vevtvirievieiieiieteietieitetetetett ettt ettt ettt ettt b et s ettt bt ene b b e b eneenene 16,465 14,201
Period valuation adjUSEImENES . ...cveieriereieieriereteieiereetesiesseseesesbessessesessessesaesessessassesessessessesessessessesenns 20,888 5,668
Other 12l @StAte OWNEd. . cvvivieviiieierierieiiiete ettt er ettt ettt re st e b essess et eesesseseetestessereeseesesserseree $ 75,613 $ 40,200
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Note 7: Other Real Estate Owned — continued

Activity in the valuation allowance was as follows:

2010 2009 2008
Balance at beg@inning of YEaT .......cvvueveriereririeiiieieirieieieietteietetes et $ 5,668 — —
Addition charged t0 EXPENSE .e.evevevrrveririeierieieriieteietereeteietereeeteretebe et sees 20,685 5,769 —
Write-downs taken on Sales ......cccvieivieieiiinieieieieei et (4,3306) (483) —
Other adjuSTMENLS c.vveuveveviieiiieieiieieteeetet ettt bbb senes 203 382 —
Balance at end of YEaT...ccucvviieiiieieieieieierteret ettt ese b s $ 22,220 5,668 —
Expenses related to foreclosed assets includes:
2010 2009 2008
(Gain) 10sS 0N SALES, T .vivrevirierierieriereierierieteteterseseetesaessereesebesseseesesessessesesseses $ (614) (893) 13
Provision for unrealized LOSSES ....oviirvevirrieriiiicrierieeeteere ettt 20,685 5,769 —
OPErating EXPENSES . .c.vvevireriuieieiiietiieteiieteteteieeeteteteteeeresetesesteneseeesesnenenenenes 3,956 2,673 84
$ 24,027 7,549 97
! Includes rental income of $1.8 million and $393,000 for 2010 and 2009. There was no rental income for 2008.
Note 8: Premises and Equipment
Premises and equipment at December 31 were as follows:
2009
Accumulated Accumulated
Depreciation/ Depreciation/ Net Book
Cost Amortization Cost Amortization Value
Land .oooveveeeeeiiieeieeenenns $ 19,651 19,651 — 19,651
Buildings.......ccoceveveereiriennnen. 46,822 46,737 17,243 29,494
Leasehold improvements ..... 250 359 225 134
Furniture and equipment..... 42,749 42,159 33,032 9,127
$ 109,472 108,906 50,500 58,406

Note 9: Goodwill and Intangibles

Goodwill and other intangible assets are reviewed for potential impairment on an annual basis or more often if events or
circumstances indicate that they may be impaired. As such, goodwill was tested for impairment at the reporting unit level
as of June 30, 2009, which resulted in the pre-tax impairment charge of $57.6 million. This was a total impairment and
no goodwill remained as a result of that impairment charge. The portion of the goodwill intangible asset charge that was
attributable to Heritage was tax deductible and a related $22.0 million tax benefit was recorded at June 30, 2009. Details
on income taxes including deferred tax assets and valuation are discussed in Note 14 to these consolidated financial

statements.

Management performed a periodic review of the core deposit and other intangible assets for impairment. Based upon
these reviews, management determined there was no impairment of the core deposit and other intangible assets as of
December 31, 2010. No assurance can be given that future impairment tests will not result in a charge to earnings.
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Note 9: Goodwill and Intangibles — continued

The following table presents the estimated future amortization expense for core deposit and other intangibles as of
December 31, 2010 (in thousands):

Amount
20T Lottt ettt ettt ettt et et b e vttt ereereerrens $ 847
2012ttt ettt enrens 779
2003ttt ettt ettt ettt ereereenrens 732
20Tttt ettt 679
2005ttt ettt et et b ettt ereereenrens 623
THETEALLET tovvievvieriireecte ettt ettt ettt ereeere e ere e erreerreenre e 1,865
TOAL vttt ettt ettt ere s $ 5,525

Note 10: Mortgage Servicing Rights and Loans Held-for-Sale

Loans held-for-sale at December 31 are as follows:

2010 2009
L0ANS REIAAOT-SALE .ottt ettt eeaeesae e st eeateeaeesasesaaesanean $ 10,670 $ 11,650
Fair market value adjustment........ceeveeirieenirieinieeieietetereteeesteietetee ettt eene (15) (64)
L0ans Reld-for-Sale, et .....ciiiivriiriiierieeieeieeeeteeee ettt eer ettt ensensense s e eneens $ 10,655 $ 11,586

Mortgage loans serviced for others are not reported as assets. The principal balances of these loans at year-end are as follows:

2010 2009
Mortgage loan portfolios serviced for:
Federal Home Loan Mortgage Corporation ...........ecvevevevererereisiriererssesesesssssesesesessssssssenesenas $ 4,466 $ 5,562
Federal National Mortgage ASSOCIAtION.....evevrveririereieierirtereieeerenierestetesetesestesesesesenessesesns 423,196 248,627
[llinois Housing Development AUthOTity.....cocveveirierieieieieieieeeieieieeeresieieresesseseeseesens 8,144

$ 427,662 $ 262,333

Custodial escrow balances maintained in connection with serviced loans were $3.5 million and $2.2 million at December

31, 2010 and 2009, respectively.

Activity for capitalized mortgage servicing rights was as follows:

2010 2009 2008

Balance at beginning of YEar.....ccoevveverierenieieiececeeeee et $ 2,470 $ 1,973 $ 2,569
Fair Value AdjUStmeEnt ....c.cove.eieveiriereieieeinieieieietieietereseetesesteresesseseee e essesensenes 9 — —
AQITIONS. et vttt ettt ettt ettt be st se st sessesesentesesnsesenseses 2,354 1,363 130
Mark t0 MarKet..cveuieuiieeieierieieieieieeeieiete ettt ettt se st e st eseesebessesaesesseseas (936) — —
LeSS: AMOTHIZATION veevvevrerreereerieteereeseetesseeseessessenseeseessessenseessessessesseessensesseessessensens — (866) (726)
Balance at end of YEaT...cuecieiriirieieieeieierietetetet ettt ses 3,897 2,470 1,973
Changes in the valuation allowance for servicing assets were as follows:

Balance at beginning of YEaT ....c..evveririeiririiieieteesee et 20 599 87
Fair Value AdjUStment ....cieeeeieieiereieieiereieietereetesesseseesessesseseesessessessesessesses (20) — —
Provisions for impairment........ccoveeeerieeriererenieenieieenieeneeneeniereeeieeseeseseeneseneenens — 588 1,072
LLESS: TECOVETIES vvevverrerrenrenserseesensenseeseensesseessensensesseessensensesssensensesseensensessesseensenses — (1,167) (560)
Balance at end of YEaT . c..evviriiieiiirieieeeee e — 20 599
Nt DALANICE vttt ettt et et e e ete s eeteeeseeeaeeeaeesasesaeesaeens $ 3,897 $ 2,450 $ 1,374

Fair value of mortgage servicing rights ......ccecvevevierieerierieieieeieieeeeeeies e $ 3,897 $ 2,479 $ 1,382




Note 10: Mortgage Servicing Rights and Loans Held-for-Sale — continued

Fair value at December 31, 2010 was determined using a discount rate of 9.75%, prepayment assumptions of 14.7%
constant prepayment rate (“CPR”) from a third party risk analytics and consultant vendor, a weighted average
delinquency rate of 1.51% and a weighted average foreclosure/bankruptcy rate of 1.89%. Fair value at December 31, 2009
was determined using a discount rate of 9.9%, prepayment assumptions of 14.8% CPR., a weighted average delinquency
rate of 2.94% and a weighted average foreclosure/bankruptcy rate of 1.59%.

As of January 1, 2010, the Company adopted the fair value method for all servicing rights and the amortization method

was discontinued on that date.

Note 11: Deposits

Major classifications of deposits at December 31 were as follows:

2010 2009
Non-interest bearing demand ...........ceveriereieieiriereieieriieeiereeteretereetesete e sseseseseseesesessesesesesensens $ 330,846 $ 308,304
SAVIIIES +evvevveveventeriesiesetestesteseesestesteseesestesseseesassesteseesessessassesassessessess s essesseseesessessessesenbessestese s enbesteseesens 180,127 178,257
INOW ACCOUNES c.vveevveetrietreete et eereeereeereeerteeteeerseesseerseerseesseeaseesseerseessesseesseesseesseesseerseesseesseenseenreenreenras 304,287 422,778
MONEY MIATKET ACCOUIES .vvvveeterierieriresierieseesetesteseesestesteseesesesseseeseesessessessesessessessesessessessesessessesseseesens 297,702 392,516
Certificates of deposit of less than $100,000 ....c.cveverriereririereriererieiereieierieieretesereeseseseseseesesessesessesenes 491,234 551,106
Certificates of deposit of $100,000 OF MIOTE ....vveveviveririereeieteriterereeteresteteseesesesseseseesesesseseseesesesseseseeseses 304,332 353,316

$ 1,908,528 $ 2,206,277

The above table includes brokered certificates of deposit of less than $100,000 in the amount of $1.8 million and $12.5
million and brokered certificates of deposit of $100,000 or more in the amount of $27.3 million and $49.3 million as

of December 31, 2010, and 2009, respectively. The Bank continued to comply with the brokered deposit restrictions
contained within its previously disclosed MOU. Deposits held by senior officers and directors, including their related
interests, totaled $7.9 million and $9.4 million, respectively as of December 31, 2010 and 2009.

At December 31, 2010, scheduled maturities of time deposits were as follows:

20T Tt $ 426,429
20121 212,038
2013 64,269
20T 47,313
2015 i 45,517
TOTAL cevteieiccct et $ 795,566

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

2010 2009
3 MOTIERS OF L85 1viivviitriiie ittt ettt ettt ettt et e et e et e et e e eae e erbeert e et e eareerteeraeeren $ 53,361 $ 78,605
Over 3 months through 6 MONTRS ....cvcviiiieicicee et re s 51,602 75,144
Over 6 months through 12 MONhS .c.ecveieieiiiieieeee e 50,718 63,151
OVET 12 TNONIERS cvvievieviite ittt ettt ettt ettt ettt ettt ettt e ere et e eseersens e s e essensenseessersenseeseersensenes 148,651 136,416

$ 304,332 $ 353,316
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Note 12: Borrowings

Borrowings at December 31 are as follows:

2010 2009
Securities sold under agreement to rePUICRASE «..c.veveverierieririeieieieeietetee ettt ese b eaeseesens $ 2,018 $ 18,374
FHLB QdVances! ...cviooviieviieiiioiiieiieerteeee et ettt ereeeveeereeereeereeesseesseesseesseesseesssessessseesseesseesseensesssessseensas — 50,019
Treasury tax and LOAN! .. cviieieieieieieteietee ettt ettt ettt ettt et ese et et esb et e bebe st ere et e senberaeseeben 4,141 4979
Junior subordinated debDENTULES .. .vcvivieviieiiiicteieieteet ettt re et re st ssess s b ssereesens 58,378 58,378
SUDOTAINALEA AEDt.uv ittt ettt ettt ettt e ereeene e v e erteenteeanas 45,000 45,000
Notes payable and 0ther DOTTOWINES......vevervevereriereieieriieieieiereieretereestereter et seseeeseseseseneene 500 500

$ 110,037 $ 177,250

'Included in other short-term borrowing

The Company enters into sales of securities under agreements to repurchase (repurchase agreements) which generally
mature within 1 to 90 days from the transaction date. These repurchase agreements are treated as financings and they
are secured by mortgage-backed securities with a carrying amount $3.7 million and $25.1 million at December 31, 2010
and 2009, respectively. The securities sold under agreements to repurchase consisted of U.S. government agencies and
mortgage-backed securities at December 31, 2010 and 2009.

The following table is a summary of additional information related to repurchase agreements:

2010 2009 2008
Average daily balance during the year........cocooevieiiinieieiniinieneeccceeeeen $ 14,883 $ 29,782 $ 45,183
Average interest rate during the YEaT ......ccveeverveveirreririeieineinereeeeesteeseesenens 0.19% 0.47% 1.85%
Maximum month-end balance during the year...........coeeveveeriereieieeriereierereinen $ 22,578 $ 47,249 $ 60,014
Weighted average interest rate at year-end ......co.eeeevvererrereenreriniererieeererennsnenenns 0.04% 0.22% 0.95%

The Company’s borrowings at the FHLBC require the Bank to be a member and invest in the stock of the FHLBC

and are generally limited to the lesser of 35% of total assets or 60% of the book value of certain mortgage loans. As of
December 31, 2010, there were no advances on the FHLBC stock of $9.3 million and collaterized loan balance of $29.3
million. At December 31, 2009, the $50.0 million in FHLBC advances included a short term $45.0 million advance that
was borrowed on December 30, 2009 and repaid on January 6, 2010. The $50.0 million was collateralized by FHLBC
stock of $9.3 million and loans totaling $203.7 million. The Company has also established borrowing capacity at the
FRB that was not used at either December 31, 2010 or December 31, 2009. The Company currently has $72.2 million of
collateralized borrowing capacity at the FRB at the current secondary credit rate of 1.25%.

The Bank is a Treasury Tax & Loan (TT&L) depository for the FRB and, as such, accepts 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, 2010 and December 31, 2009, TT&L deposits were $4.1 million and $5.0

million, respectively.

One of the Company’s most significant borrowing relationships continued to be the $45.5 million credit facility with
LaSalle Bank National Association (now Bank of America). That credit facility began in January 2008 and was originally
comprised of a $30.5 million senior debt facility, which included a $30.0 million revolving line that matured on March
31, 2010, and $500,000 in term debt as well as $45.0 million of subordinated debt. The subordinated debt and the term
debt portion of the senior debt facility mature on March 31, 2018. The interest rate on the senior debt facility resets
quarterly, and is based on, at the Company’s option, either the Lender’s prime rate or three-month LIBOR plus 90 basis
points. The interest rate on the subordinated debt resets quarterly, and is equal to three-month LIBOR plus 150 basis
points. The proceeds of the $45.0 million of subordinated debt were used to finance the 2008 acquisition of Heritage
Bank, including transaction costs. The Company had no principal outstanding balance on the Bank of America senior
line of credit when it matured, but did have $500,000 in principal outstanding in term debt and $45.0 million in principal
outstanding in subordinated debt at the end of both December 31, 2009 and 2010. The term debt is secured by all of



Note 12: Borrowings — continued

the outstanding capital stock of the Bank. The Company has made all required interest payments on the outstanding
principal amounts on a timely basis.

The credit facility agreement contains usual and customary provisions regarding acceleration of the senior debt upon

the occurrence of an event of default by the Company under the agreement, as described therein. The agreement also
contains certain customary representations and warranties and financial and negative covenants. At December 31,

2010, the Company continued to be out of compliance with two of the financial covenants contained within the credit
agreement. The agreement provides that upon an event of default as the result of the Company’s failure to comply with
a financial covenant, the lender may (i) terminate all commitments to extend further credit, (ii) increase the interest
rate on the revolving line of the term debt (together the “Senior Debt”) by 200 basis points, (iii) declare the Senior Debt
immediately due and payable and (iv) exercise all of its rights and remedies at law, in equity and/or pursuant to any or all
collateral documents, including foreclosing on the collateral. The total outstanding principal amount of the Senior Debt
is the $500,000 in term debt. In November 2009, the lender provided notice to the Company that it was invoking the
default rate, thereby increasing the rate on the term debt by 200 basis points retroactive to July 30, 2009. This action by
the lender resulted in nominal additional interest expense as it only applies to the $500,000 of outstanding term debt.

Scheduled maturities and weighted average rates of borrowings for the years ended December 31, were as follows:

2010 2009
Weighted Weighted
Average Average
Balance Rate Balance Rate

20T Lttt ettt ettt ettt reenrenns $ 6,159 0.01% $ 73,372 0.64%
2012 ittt ettt — — — —
2003ttt ereenr s — — — —
2014ttt — — — —
2005ttt ettt ettt enrenes — — — —
TRETCATLEr cvevivvivieeierietetiere ettt 103,878 4.92% 103,878 4.92%
TOAL vivieveerer ettt erens $ 110,037 4.64% $ 177,250 2.92%

Note 13: Junior Subordinated Debentures

The Company completed the sale of $27.5 million of cumulative trust preferred securities by its unconsolidated subsidiary,
Old Second Capital Trust I in June 2003. An additional $4.1 million of cumulative trust preferred securities was sold in
July 2003. The costs associated with the issuance of the cumulative trust preferred securities are being amortized over 30
years. The trust-preferred securities can remain outstanding for a 30-year term but, subject to regulatory approval, can be
called in whole or in part by the Company. The stated call period commenced on June 30, 2008 and can be exercised by
the Company from time to time hereafter. When not in deferral, cash distributions on the securities are payable quarterly
at an annual rate of 7.80%. The Company issued a new $32.6 million subordinated debenture to the trust in return for
the aggregate net proceeds of this trust preferred offering. The interest rate and payment frequency on the debenture are
equivalent to the cash distribution basis on the trust preferred securities. In the second quarter of 2010, the Company
commenced an offer to exchange a portion of the trust preferred securities of Old Second Capital Trust I for newly issues
shares of common stock of the Company. The Company announced in the third quarter of 2010 that it had terminated
the proposals to exchange shares of its outstanding trust preferred securities for shares of common stock because its
Board of Directors determined that consummating the exchange would no longer be in the best interests of the Company
and its stockholders due to the decline in the Company’s stock price and the resultant high level of dilution existing
stockholders would experience.

The Company issued an additional $25.0 million of cumulative trust preferred securities through a private placement
completed by an additional unconsolidated subsidiary, Old Second Capital Trust II, in April 2007. Although nominal
in amount, the costs associated with that issuance are being amortized over 30 years. These trust preferred securities
also mature in 30 years, but subject to the aforementioned regulatory approval, can be called in whole or in part on a
quarterly basis commencing June 15, 2017. The quarterly cash distributions on the securities are fixed at 6.77% through
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Note 13: Junior Subordinated Debentures — continued

June 15, 2017 and float at 150 basis points over three-month LIBOR thereafter. The Company issued a new $25.8
million subordinated debenture to the trust in return for the aggregate net proceeds of this trust preferred offering. The
interest rate and payment frequency on the debenture are equivalent to the cash distribution basis on the trust preferred
securities. The proceeds from this trust preferred offering were used to finance the common stock tender offer in May
2007.

Under the terms of the subordinated debentures issued to each of Old Second Capital Trust I and II, the Company is
allowed to defer payments of interest for 20 quarterly periods without default or penalty, but such amounts will continue
to accrue. Also during the deferral period, the Company generally may not pay cash dividends on or repurchase its
common stock or preferred stock including the TARP Preferred Stock as discussed in Note 25. In August of 2010, the
Company elected to defer regularly scheduled interest payments on the $58.4 million of junior subordinated debentures.
Because of the deferral on the subordinated debentures, the Trusts will defer regularly scheduled dividends on the trust
preferred securities. Both of the debentures issued by the Company are recorded on the Consolidated Balance Sheets

as junior subordinated debentures and the related interest expense for each issuance is included in the Consolidated
Statements of Operations. The total accumulated unpaid interest on the junior subordinated debentures including
compounded interest from July 1, 2010 on the deferred payments total $2.2 million at December 31, 2010.

Note 14: Income Taxes

Income tax expense (benefit) for the year ended December 31 was as follows:

2010 2009 2008
CUITent federal....vovieiieririiiricieieeee ettt ettt nn $ (6,014) $ (10,095) $ 9,340
CUTITENT STALE 1eevveeeurieeetreeeitreeeteeesteeeseeessseassreeassseassssesssseasssseasssesssssesssseesssesssseenns — — 424
Deferred federal ....ooviiiviiiiiiiiciiceee ettt (17,021) (27,501) (6,298)
DeferTed STALE. c.veuvevieiirtiieiieitetet ettt ettt ettt (4,934) (7,977) (1,143)
Deferred tax valuation alloWance ........cc.oovievieiioiioiiiieeereeceeeeeeeeeee e e 69,837

$ 41,868 $ (45,573) $ 2,323

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

2010 2009

AlLOWANECE TOT L0AN LOSSES +.vviitviiiiiciieete ettt ettt ettt e oot e et e eraeeae e $ 33,835 $ 28,183
Deferred COMPENSATION ..c.vveetrveterieieeirteiiieieitnieieteteentetet ettt eteteteaesteteseetesesaeteseeseseseeneeesenesaeneneenenens 741 798
Amortization of core deposit INtANZIDIE ASSELS ...vveververirieieririeririeieiriererteteteeerteietereses et sene 535 498
Goodwill amortization/IMPAITIIEIIT. . ..evereeteriereriererterieiettetestet et eteetetesterestetesteteebesteseesessessenseseesensens 18,950 20,490
STOCK OPION EXPENSE ..vvuveveniveniieriieierieterttetetetet ettt tests bt bes et sestebeseteb et esesesesentebeseabesensesesesesen 1,128 956
OREQ W dOWIIS 1 cvvtiviieriieriierreeree ettt ereeteereeereeereeesseesseerseesseesseesseesssesseessseesseesseesseesseenssenseesseenreennas 9,194 2,256
Federal net operating loss (“NOL’) carryforward ........oeoeveerieeinieinisieinieeieieeneresteretseresesesesnenes 7,889 —
State net operating loss (“NOL’) carryforward........c.coeeeneerireineenineineeeeeneeetereeerereeeneeenenes 5,089 2,010
Deferred taX CIEAIt . cviirierierieriitecreeteete oottt et et er ettt e ereere et e eseessesseseeseessesseeseessessesseeseersessenseenseres 1,444 —
OO ASSEES . vevrerrerteereerietesteeteeteteeseereessesseeseestessessaessessesseeseessesseseessessassensaessessessesssessassenseassessessensenss 226 384
TOtal deferred tAX ASSEES . ivvirriirieieeteeriereerteeteereesteeteereereesseeseereessebeeseerserseseeseessesseeseessesseseessessenseereessas 79,031 55,575
Accumulated depreciation on premises and eqUIPIIENT ...c.coveverveviirreririereirieririeieeereerereeerereeereneene (1,465) (2,421)
ACCTELION OIL SECUTITIES +eevvevventiiierienientieitentenieettetenteettestetesueettestentesbeestenbenbeestestensesbeessensensesseessensensease (2) (23)
MoOTtgage SETVICING TIZRES c.vveveuiiieiiieiiiiteiiiet ettt ettt ettt besn (1,637) (1,040)
SEALE TAX DEIIETIES et eteuienietietetettet ettt ettt ettt ettt s b et e st b e b b e st e st et e b enbeseebenbens (5,365) (3,700)
Oher HADIlItIEs .vevvevievieieierieiirieieteeetetetet ettt ettt e e s et eseeseebesbesaeseesessessessesessessassesesessasseseesens (725) (509)
Total deferred tax HabIlIties. . .oveveriirieierierieeiet ettt ettt b et sb e eba e e e b e eseesaessessesseessessessesseas (9,194) (7,693)
Net deferred tax asset before valuation alloWanCe ........cveevierieievrierierieiecteere et 69,837 47,882
Tax benefit on net unrealized 10SSES ON SECUTILIES .vvievviiviivrieriirieirieerieereeereeere e erre s e eereereeereeenes 2,064 1,073
Valuation allOWANCE ....evevievieiiieierieieieiee ettt ettt et ese et esteseese st esaessese b asbasseseesessassesassessensassesensas (69,837)

N EE AETEITEA TAX ASSEE vevveveererereeeeeeeeeeeeeeeeseeteeeeeeeeeeseeseeteseeseseeatensenesseeeneoneesenseteneosessesseseseesensosonsenen $ 2,064 $ 48,955




60

Note 14: Income Taxes — continued

At December 31, 2010, the Company had $22.5 million federal net operating loss carryforward expiring in 2030 and
$69.7 million of state net operating loss carryforward expiring in 2024 and 2025. In addition, the company had $1.4
million alternative minimum tax credit that can be carried forward indefinitely. The Company recorded a valuation

allowance of $69.8 million at December 31, 2010.

The components of the provision for deferred income tax expense (benefit) were as follows:

2010 2009 2008

Provision fOr 10an 10SSES .....evevirverieierieieieieieieieieteteieiese et esea e stetesaesaesesens $ (5,652) $ (10,792) $ (10,293)
Deferred COmpPensation .......ce.eeveiererierierierierenieiesteresteniesteseetessesseseesessesseseesessensens 57 (106) 245
Amortization of core deposit intangible ASSELS .......cevverrerirrerrerieriererrerrersereereiennas 37 (53) (51)
StOCK OPTION EXPEIISE «vvevvevetinienietietiteiestettetetestere et st estestebeebesteseesessebesseseebenseneas (172) (386) (198)
OREQ WIILe dOWIIS 1evvevvevrerieriierierierieresiesieseesetesesseseesessesseseesesesseseesessessessesensesses (6,938) (2,244) (12)
Federal net operating [oss carryforward ........ccoeevevereriereieieeniererieiereiererererenenes (7,889) — —
State net operating [0ss CarryfOrward ........coeevveviererrerierieierinieieieeseresereeeiennas (3,079) (2,010) 77
Deferred tax Credife e e eneieirerieieirierieieteteseeitet ettt ettt ettt aene (1,444) — —
DDEPIECIATION. 11vvevvevveevrerrenierteertententeertententeeseestensensesseestensesseessensensesseensensessesseensensens (956) 567 (105)
Net premiums and diSCOUNES ON SECUTITIES vevvevvevervirreierierinienieierteiesierieseeiesierenns (22) (113) (120)
Mortgage SErvicing TigREs .c.ve.eveveeirieiiieieiiieieiecreeete et 597 209 (252)
Goodwill amortization/iMPairment.........cveveerrererierererierereereresererreseseseesesesesensenes 1,540 (23,414) 2,924
SEALE £AX DEIICTIES. covviivvieviieei ittt ettt ettt ettt oot ae e reeereeeneeas 1,665 2,891 435
Valuation alloOWanCe......ccvievviiiriieriierecereecreecre ettt er e er v v ereeereeereeerseereees 69,837 — —
ONET, DB uitiiieietietieieteiet ettt ettt b b e e ese b essesbesaebessesteseesessessessesessessas 375 27 [C2)

Total exXpense (DENEIt)...c.ciiirieiereiereriiiieieierereeeetesese e sesesesesssesesens $ 47,882 $ (35,478) $ (7,441)

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

2010 2009 2008
Tax at statutory federal iNCOME AX TALE ..vovveveviverieiererirerieiereseerereeeree e $ (23,374) $ (38,9006) $ 4,952
Nontaxable interest income, net of disallowed interest deduction...........c.cu...... (643) (1,818) (1,984)
BOLI INCOME. 1.ttevtetteeirerieieeteetesiesteereestesseeseessessessessaessessesseessensessesssessensasssessensenses (914) (501) (215)
State income taxes, net of federal benefit........ccovvevieviiviiieviecicieeeeeeeeee e (3,207) (5,185) (467)
General business CIEdit .o.eiiieirierieieriieieieseieiet ettt ere e sb e ese s bessesseseesesees — — (152)
Goodwill amortization/IMPairMEnt........ecveeererrerieriererrerierrereererierieseesessesseeesensenees — 746 —
Change in valuation alloWance..........coveveieieerieierieieiieieieiereiereeerereevesere s 69,837 — —
OhET, NET ittt ettt ettt be bt se s b esessesesssesenseses 169 91 189
TAX At EFfECTIVE LAX TALE tvvviviieieeiiieeeeeeeee ettt ettt e et s eaeeeaseeaseeaeeas $ 41,868 $ (45,573) $ 2,323

While the effective tax rates did not change in 2010, the Illinois corporate tax rate for income earned on or after Jan. 1,
2011 was increased and the impact on deferred tax assets including any valuation reserve will be adjusted at that time.
Corporate tax rates will rise from 7.3 percent to 9.5 percent, inclusive of the Illinois personal property replacement tax of
2.5 percent, for income earned from Jan. 1, 2011, through Dec. 31, 2014. That tax rate is then scheduled to be reduced
to 7.75 percent between Jan. 1, 2015, and Dec. 31, 2024, with the rate reverting to 7.3 percent on Jan. 1, 2025.



Note 15: 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 amendment for 2011 and beyond, the Company will make matching contributions to the account of each
“Eligible Participant” in an amount equal to the sum of: 100% of the amount of the participant’s elective deferrals that
do not exceed 3% of the participant’s compensation, plus 50% of the amount of the participant’s compensation but do
not exceed 4% of the participant’s compensation. Pursuant to the plan amendment in 2009, the Company made 2010
matching contributions to the account of each “Eligible Participant” in an amount equal to the sum of: 100% of the
amount of the participant’s elective deferrals that do not exceed 3% of the participant’s compensation, plus 50% of the
amount of the participant’s compensation but do not exceed 5% of the participant’s compensation. Pursuant to the plan
as of December 31, 2008 and the year then ended, the Company matched up to 100% of participant’s deferral into the
401 (k) plan limited to 6% 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 expense relating to the 401 (k) plan was approximately $940,000, $1.3 million, and $2.1 million in 2010, 2009
and 2008, respectively.

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, non-qualified deferred compensation
arrangement. Company obligations under this arrangement as of December 31, 2010 and 2009 were $1.8 million and $1.9
million and are included in other liabilities.

Note 16: Long-Term Incentive Plan

The Long-Term Incentive Plan (the “Incentive Plan”) authorizes the issuance of up to 1,908,332 shares of the Company’s
common stock, including the granting of qualified stock options, non-qualified stock options, restricted stock, restricted
stock units, and stock appreciation rights. Total shares issuable under the plan were 118,293 at December 31, 2010.
Stock based awards may be granted to selected directors and officers or employees at the discretion of the board of
directors. There were no stock options granted in 2010. All stock options are granted for a term of ten years.

Vesting of stock options granted in 2004 and prior years was accelerated to immediately vest all options as of December
20, 2005. Options granted in 2005 were immediately vested and options granted subsequent to 2006 vest over three
years. Generally, restricted stock and restricted stock units vest three years from the grant date, but the Company’s Board
of Directors have discretionary authority to change some terms including the amount of time until vest date. Awards
under the Incentive Plan become fully vested upon a merger or change in control of the Company.

Total compensation cost that has been charged against income for those plans was $1.1 million, $1.0 million, and $1.0
million in 2010, 2009 and 2008, respectively. The total income tax benefit was $371,000, $359,000 and $355,000 in
2010, 2009, and 2008, respectively.

The fair value of each option award is estimated on the date of grant using a closed form option valuation (Binomial)
model that uses the assumptions noted in the table below. Expected volatilities are based on the previous five-year
historical volatilities of the Company’s common stock. The Company uses historical data to estimate option exercise and
post-vesting termination behavior. The expected term of options granted is based on historical data and represents the
period of time that options granted are expected to be outstanding, which takes into account that the options are not
transferable. The risk-free interest rate for the expected term of the option is based on the U.S. Treasury yield curve in
effect at the time of the grant.

61



Note 16: Long-Term Incentive Plan — continued

No options were granted in 2010 and 2008. The fair value of options granted in 2009 was determined using the following

weighted average assumptions as of grant date:

2010 2009 2008
RiSK-{T€E INTETESE TALE .vvevevrereveniereriiereaieteretetesteteseetesesteteseesesenseseseesesensesessesesenseses N/A 1.75% N/A
Expected term (YEATS) ...eoveveverieieriereeieierierieseieieseeseetessesteseesesessesessesessessesensenees N/A 5 N/A
Expected stock price VOLAtLY «.c.coveveveveveueirinirieieiciccinieeccceeseeeievciee e N/A 43.32% N/A
Dividend Yield ....ooveveeieveiieriieieiieieieieiteretete ettt esesaesenens N/A 8.20% N/A

As of December 31, 2010, there was $8,000 of total unrecognized compensation cost related to non-vested stock options

granted under the Plan. The cost is expected to be recognized over a weighted-average period of 1.1 years.

A summary of stock option activity in the Incentive Plan is as follows:

Weighted-
Weighted Average
Average Remaining Aggregate
Exercise Contractual Intrinsic
Shares Price Term Value
Beginning outstanding .........eceovvveverieveirieieninierineeniereenienenen 683,666 $ 24.29
Granted ..ooveevieeeieiecieeeeteieere ettt ese e sbe s eneenes — —
EXEICised vovvevioviierierieiiieieieieeieiietete ettt — —
Canceled ..o (7,500) 25.67
EXPIred .ovvevievieiiieieiieieieietereet ettt (61,334) 8.91
Ending outstanding........ccecveveeveieieeereieieriereeieiereereesesennnes 614,832 $ 25.81 4.1 $ —
Exercisable at end of Year.......ocovveveierevieieriericieieiereeveeeennes 606,832 $ 26.05 4.0 $ —
A summary of changes in the Company’s non-vested options in the Incentive Plan is as follows:
2010
Weighted
Average
Grant Date
Shares Fair Value
Non-vested at JANUATY 1 .ooveeoirieirieiieieirieieteieteteetet ettt ettt ettt ettt ettt sa et st sesessesenees 43,498 $ 4.83
GIANLEA vivieiieeieerietteiere ettt ettt ettt et ete e st et e beeta e st et e ese e st essesseeseessesseeseessessesseeseessenseseeseestesseesaeseenes — —
FOTTEIEEM 1 v evvetietitetetiete ettt ettt ettt ettt b s e st b e b esb et b e s e b e st esaes e s essesbes e s essessesa b esbenteseesessessesens — —
VESTEA vttt ettt e et e e e e teeeeesaaeeeeeaaaeeeseaaaeeeeseaaeteeesaateesesaateeseaataeesneattaeesnnreeessaaeeeeas (35,498) 5.47
Non-vested at DecembET 31 . cviiviiriiieieiiieietieritetetere ettt ese bt e s ese s besaesassesbesseseesessesseseens 8,000 2.01
A summary of stock option activity as of each year is as follows:
2010 2009 2008
Intrinsic value of Options eXercised.......c.oveievrreririerirreieiierireressereseseeseseenesennns $ — $ 673 $ 171,269
Cash received from OpPLion EXETCISES . ..veverrrererrererierereiererieteretererreseseaesersesesensenes — 54,033 187,266
Tax benefit realized from OPtiON EXETCISES ...vvveverveverirrerirreieririeririereerieresrereeenenens — 268 68,063
Weighted average fair value of options granted..........cceeeevereririeerieeririeenienenenns $ — $ 2.01 N/A
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Note 16: Long-Term Incentive Plan — continued

Under the incentive plan, restricted stock was granted beginning in 2005 and the grant of restricted units began in
February 2009. Both of these restricted awards have voting and dividend rights and are subject to forfeiture until certain
restrictions have lapsed including employment for a specific period. Both restricted stock and restricted units were
granted in 2010 and both are redeemable in common stock at the time of vest. There were 341,200 restricted awards
issued in 2010, 133,724 in 2009, and 27,254 in 2008. Compensation expense is recognized over the vesting period of the
restricted award based on the market value of the award at issue date.

A summary of changes in the Company’s non-vested restricted awards are as follows:

2010
Weighted
Restricted Average
Stock Shares Grant Date
and Units Fair Value
Non-vested at JANUATY 1 ..cveieveiriereririeiiieieieieteieieieteretetestetes et tebe et ese b e sbesessesesessesensesenesesensene 179,178 $ 12.95
GIANLEA 1ttt ettt ettt ettt e ere e eateeat e etbeeat e etteeteeteeeteeetteerteerbeeateenteerreertserreennas 341,200 5.10
VESEEA vttt ettt ettt ettt ettt e st eb e et e b esb et b e b e b e s b es e se b e st e st ebe b e sbes b et s eb e b esbereese b esbenteneesens (23,459) 27.51
FOTTRIEE 1ottt ettt ettt ettt e e re e aeeetseeteeerseeaeeenreenteenreerreenreennas (32,621) 8.45
Non-vested at DECEmMDET 31 . ...cviivieriiiitieiieriee ettt ettt ettt ereere et et ere s eeseessersesseeseersensereereeres 464,298 6.76

As of December 31, 2010, there was $1.5 million of total unrecognized compensation cost related to non-vested restricted
awards granted under the Plan. The cost is expected to be recognized over a weighted-average period of 2.5 years.
There were 23,459, 4,255, and 20,008 shares that vested during the years ended December 31, 2010, 2009, and 2008,

respectively.

Note 17: (Loss) Earnings per Share

2010 2009 2008
Basic (loss) earnings per share:

Weighted-average common shares outstanding .........ccecvevvevevveriereeereriereeeenenns 13,918,309 13,815,965 13,584,381
Weighted-average common shares less stock based awards ........ccoovevveveinnennee 13,728,213 13,707,746 13,511,062
Weighted-average common shares stock based awards.........cccovevveerierierierennn. 375,644 166,027 72,099
Net (loss) income from OPerations.........eveverevereriererirrerersereseseessesessseesseserens $  (108,649) $ (65,588) $ 11,824
Dividends on preferred Shares.........coeceevvveerirerinieinineinieiieeieeeeeeeseeeene 4,538 4,281 —
Net (loss) income available to common stockholders........ccoovevveviieievieviennenen. (113,187) (69,869) 11,824

Common stock dividends ....ovevvevveieririerieieriieieieeieiee et ee e eiens (275) (1,371) (8,617)

Un-vested share-based payment awards.........ccceceeerieieinienierieineneieeeennens (7) (17) (43)
Undistributed (Loss) Earnings .....ccecveveeverierieerierierieinieieiereeseseseseesesesseseesenns (113,469) (71,257) 3,164
Basic (loss) earnings per share common undistributed earnings.........c.cecvevenene (8.05) (5.14) 0.23
Basic (loss) earnings per share common distributed earnings .........c.coceceevevnee 0.02 0.10 0.64
Basic (loss) earnings per share of common Stock.......ooveivivverierieinenieieieienns $ (8.03) $ (5.04) $ 0.87
Weighted-average common shares outstanding .........ccceeveerverierinenrenierieenennen 13,918,309 13,815,965 13,584,381
Dilutive effect of nonvested restricted awards ......c.coveevevvevrieierierieeiereeeeereenen 185,919 96,951 32,970
Dilutive effect of SEOCK OPTONS c.vuveveuvevevirieiiieieirieiietcirieeneeeeeeeereeeieeneenes — — 71,863
Diluted average common shares outstanding.........coevevvevieeeerreriereeeereriereeennens 14,104,228 13,912,916 13,689,214
Net (loss) income available to common stockholders..........cccovevveierieriverienennns $  (113,187) $ (69,869) $ 11,824
Diluted (loss) earnings per Share ........oeoeveeirierieieenenieieieeneiee e $ (8.03) $ (5.04) $ 0.86

Number of antidilutive options excluded
from the diluted (loss) earnings per share calculation..........cccceeveevereerrerennnnen 1,433,000 1,577,000 475,000

The above loss per share calculation did not include 815,339 in common stock warrants that were outstanding as of
December 31, 2010.
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Note 18: Other Comprehensive Income (Loss)

The following table summarizes net (loss) income and other comprehensive (loss) income including the related income
tax effect for the components of Other Comprehensive (loss) Income as of December 31:

2010 2009 2008

Net (loss) income available to common stockholders.........c.cocvevvevviereennn. $ (113,187 $ (69,869) $ 11,824
Unrealized holding gains (losses) on available-for-sale securities

arising during the period by security type

ULS. TERASULY 1vvveevevieriereiesiesieseesesiesteseesestessesaesessessessesessessessesessessassesenne $ 4) $ (48) $ 509

U.S. GOVEINMENT AGENCIES «vvvvevenrerierieretenierierenreiestesessessesteseesenseseesenss (536) (563) 720

U.S. government agency mortgage-backed.......c.coceevvveiveineiineenan. 768 1,020 724

States and political SUbdIVISIONS....c.veveverrerieieiirierieieiieieieieeeieeieeee 187 2,668 318

Collateralized mortgage obligations ..........ccveveveeierereereririererierererierenenenes (361) 764 364

Collateralized debt Obligations .........ecveververieirrirreieieierieieieeereienieeenes 155 616 (7,393)

EQUItY SECUTIEIES .eevventeiieiiiiiiieiieiciesicet ettt 2 11 (16)
Total unrealized holding gains (losses) on available-for-sale securities

arising during the Period ..........ccvevevereeerrriiieerereeieesee e $ 211 $ 4,468 $ 4,774)

Related tax (expense) benefit ......ccocvevieveivieeriereirieiieiceeeeereeeiee e (88) (1,778) 1,911
Holding gains (10SSes) after taX.....cocervevirrerierieerrerieieierenieiesiereeresseeerennens 123 2,690 (2,863)
Less: Reclassification adjustment for

the net gains and losses realized during the period
Net realized gains (losses) by security type

LS. TECASUTY wvevvevrerreienrierteienseeseetensesseessensesseessesensesssesensessesssessensesnees $ — $ — $ 569

U.S. GOVEINMENT AZENICIES vvvevverrrerrenreriirrierienieerreieniesseetensesieeseersensesseens 35 315 407

U.S. government agency mortgage-backed.........ccceevieeiveinininineenan, 919 583 572

States and political SUbdIVISIONS....c..eveververieieiiriiieieieeieiee e 1,408 2,411 (60)

Collateralized mortgage obligations ..........cceeveverveverrerereriererierererrerenerenes 365 445 201

Collateralized debt Obligations .........ecveververieirrirreieieienieiereeererienieeenes — — 199

EQUItY SECUTTHES. c.vevviviiiiiiiiiiiiiiiciciicctecce e — — —
Total net realized GAINS.....cevvevieieiriiieieiceeeeeeee e 2,727 3,754 1,882
Income tax expense on net realized GaiNs ....ccooveverevveririereireiriereiereneeens (1,079) (1,487) (746)
Net realized gains after taX ..ecvevveeeerieieirierieieeeierieieeeieseseteresreeere e 1,648 2,267 1,136
Other comprehensive (loss) income on available-for-sale securities ........ (1,525) 423 (3,999)
Changes in fair value of derivatives used for cashflow hedge

arising during the period .........ccveeeieveerieeieieiieeieeeeeeee e $ — $ 158 $ (158)
Related tax (expense) benefit......ccccveiriereririeeriereirieiieeeeeeereeereneeene — (63) 63
Other comprehensive income (loss) on cashflow hedge ........ccceevvevenenen. — 95 (95)
Total other comprehensive (loss) income $ (1,525) $ 518 $ (4,094)

Note 19: 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 for borrowers as it does for on-balance sheet instruments. Borrower letters of credit (LC’s)
outstanding at December 31, 2010 were approximately $38.4 million; of which $16.3 million were variable rate financial
standby LC’s, $9.1 million were variable rate commercial standby LC’s, $1.2 million were fixed rate performance standby
LC’s, and $11.8 million were variable rate performance LC’s. In addition, there were $2.7 million in non-borrower
performance standby letters of credit as of the same date that are related to properties held in OREO. As of December
31, 2010, firm commitments to fund loans in the future were approximately $230.1 million, of which $9.2 million were
fixed rate and $220.9 million were variable rate. Borrower letters of credit outstanding at December 31, 2009 were
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Note 19: Commitments — continued

approximately $49.3 million; of which $18.4 million were variable rate financial standby LC’s, $10.6 million were variable
rate commercial standby LC’s, $1.1 million were fixed rate performance standby LC’s, and $19.2 million were variable
rate performance standby LC’s. Additionally, the Company was responsible for $5.1 million in performance standby
letters of credit not associated with commitments to extend credit to borrowers. Of that amount, $2.1 million related

to properties held in OREQO and $3.0 million related to a pledge to secure bank-operating activities. The $3.0 million
performance standby letter of credit was released in January 2010 as it was replaced with a pledge and a withdrawal
restriction renewable one-month maturity certificate of deposit. As of December 31, 2009, firm commitments to fund
loans in the future were approximately $315.7 million, of which $55.2 million were fixed rate and $260.5 million were
variable rate. As of December 31, 2010, 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 branches of the Bank occupy facilities under long-term operating leases, some of which include provisions for
future rent increases; in addition, the Company leases certain software and data processing and other equipment as well
as sites that house ATM’s. As of December 31, 2010, the estimated aggregate minimum annual rental commitments
under these leases total $89,000 in 2011, $81,000 in 2012, $81,000 in 2013, $83,000 in 2014, and $85,000 in 2015. The
Company also receives rental income on certain leased properties. As of December 31, 2010, aggregate future minimum
rentals to be received under non-cancelable leases totaled $680,000. Total facility net operating lease revenue/expense
recorded under all operating leases was $71,000 of revenue in 2010, $336,000 of expense in 2009, and $423,000 of
expense in 2008. Total ATM lease expense, including the costs related to servicing those ATM’s, was $878,000 in 2010,
$928,000 in 2009, and $898,000 in 2008.

Legal proceedings

On February 17, 2011, a former employee filed a purported class action complaint in the U.S. District Court for the
Northern District of Illinois on behalf of participants and beneficiaries of the Old Second Bancorp, Inc. Employees’

401 (k) Savings Plan and Trust alleging that the Company, the Bank, the Employee Benefits Committee of Old Second
Bancorp, Inc. and certain of the Company’s officers and employees violated certain disclosure requirements and fiduciary
duties established under the Employee Retirement Income Security Act of 1974, as amended (“ERISA”). The complaint
seeks equitable and as-of-yet unquantified monetary relief. The Company believes that it, its affiliates and its officers and
employees have acted, and continue to act, in compliance with ERISA law with respect to these matters, and continues
to explore all available alternatives in response to the complaint.

In addition to the matter above, 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 Bank or on the consolidated financial
position of the Company.

Note 20: Regulatory & Capital Matters

The Company, on a consolidated basis, is considered adequately capitalized under regulatory defined capital ratios at
December 31, 2010. While the Bank exceeded the general minimum regulatory requirements to be considered “well
capitalized”, it was not in full compliance with heightened capital ratios that it has agreed to maintain with the OCC.
Specifically, the Bank’s board of directors agreed to meet by December 31, 2009, and thereafter maintain, a total risk-
based capital to total risk-weighted assets ratio of at least 11.25%, and a Tier 1 capital to adjusted total assets ratio of

at least 8.75%. The Bank achieved these heightened regulatory capital ratios by December 31, 2009. At December 31,
2010, the Bank’s regulatory capital ratios were not in compliance with the required ratio of Tier 1 capital to adjusted
total assets but was in compliance with the heightened total risk-based capital to risk-weighted assets ratio. A discussion
of regulatory matters including the compliance of the Bank with all of the requirements of the MOU with the OCC is
discussed in Note 26 to the consolidated financial statements in this report.
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Note 20: Regulatory & Capital Matters — continued

The Company and the Bank are subject to regulatory capital requirements administered by federal banking agencies.
Those agencies define the basis for these calculations including the prescribed methodology for the calculation of the
amount of risk-weighted assets. The risk based capital guidelines were designed to make regulatory capital requirements
more sensitive to differences in risk profiles among banks. The guidelines assess balance sheet and off-balance sheet
exposures, and lessen disincentives for holding liquid assets. Under the regulations, assets and off-balance sheet items are
assigned to risk categories, each with appropriate weights. The resulting capital ratios represent capital as a percentage of
total risk weighted assets and off-balance sheet items. Capital amounts and classifications are also subject to qualitative
judgments by regulators about components, risk weightings and other factors, and regulators can lower classifications in
certain areas and/or require additional capital above adequacy guidelines. Failure to meet various capital requirements
can initiate regulatory action that could have a direct material adverse effect on the financial statements. The prompt
corrective action regulations provide five classifications for banks, including well capitalized, adequately capitalized,
undercapitalized, significantly undercapitalized and critically undercapitalized, although these terms are not used to
represent overall financial condition. Generally, if adequately capitalized, regulatory approval is not required to accept
brokered deposits, however, the Bank is limited in the amount of brokered deposits that it can hold pursuant to the
MOU. If undercapitalized, capital distributions are limited, as is asset growth and expansion, and plans for capital
restoration are required. Management can also hold higher capital levels consistent with customized risk assessments.

Bank holding companies are required to maintain minimum levels of capital in accordance with Federal Reserve Capital
guidelines. The general bank and holding company capital adequacy guidelines are described in the accompanying table,
as are the capital ratios of the Company and the Bank, as of December 31, 2010 and 2009. These ratios are calculated on
a consistent basis with the ratios disclosed in the most recent filings with the regulatory agencies.

Capital levels and industry defined regulatory minimum required levels:

Minimum Required Minimum Required
Actual for Capital to be Well
at year-end Adequacy Purposes Capitalized'
Amount Ratio Amount Ratio Amount Ratio

2010
Total capital to risk weighted assets

Consolidated ......ccevveierivierieierinieieieeeeiens $ 203,602 11.46% $ 142,131 8.00% N/A N/A

Old Second Bank .....c.cccevvvvveveveriininrienenenenes 207,007 11.63 142,395 8.00 177,994 10.00
Tier 1 capital to risk weighted assets

Consolidated .......ccceeerirvreieeiinnrieieeneees 108,138 6.09 71,027 4.00 N/A N/A

Old Second Bank .......ccveveveveverereininirrerenenenns 184,098 10.34 71,218 4.00 106,827 6.00
Tier 1 capital to average assets

Consolidated ......ccoveveerrrreireeeriinirieieeenenns 108,138 4.74 91,256 4.00 N/A N/A

Old Second Bank .....c.cocevvvvveveveriininrierenenenes 184,098 8.10 90,913 4.00 113,641 5.00
2009
Total capital to risk weighted assets

Consolidated .......ccceeverirrreiceirinnreieenenes $ 294,761 13.26% $ 177,835 8.00% N/A N/A

Old Second Bank .......cccevevevererereirinirreienenenns 256,927 11.57 177,650 8.00 222,063 10.00
Tier 1 capital to risk weighted assets

Consolidated ......ccoeveievieereerieiieriereceereenens 221,520 9.96 88,964 4.00 N/A N/A

Old Second Bank .....c.cocevvvvveveeeriirinrieenenenes 228,730 10.30 88,827 4.00 133,241 6.00
Tier 1 capital to average assets

Consolidated ......ccceeerirrreieeiinrrieeeneees 221,520 8.48 104,491 4.00 N/A N/A

Old Second Bank .......ccveveveveverereininirreienenenns 228,730 8.89 102,916 4.00 128,645 5.00

! While the Bank exceeded the general minimum regulatory requirements to be considered “well capitalized”, it was not in full
compliance with heightened capital ratios that it has agreed to maintain with the OCC.

The Company’s credit facility with Bank of America includes $45.0 million in subordinated debt. That debt obligation
continues to qualify as Tier 2 regulatory capital. In addition, the trust preferred securities continue to qualify as Tier

1 regulatory capital, and the Company treats the maximum amount of this security type allowable under regulatory
guidelines as Tier 1 capital. As of December 31, 2010, Trust preferred proceeds of $29.0 million qualified as Tier 1



Note 20: Regulatory & Capital Matters — continued

regulatory capital and $27.6 million qualified as Tier 2 regulatory capital. Total trust preferred proceeds of $56.6 million
are qualified as Tier 1 regulatory capital as of December 31, 2009.

Dividend Restrictions and Deferrals: In addition to the above requirements, banking regulations and capital guidelines
generally limit the amount of dividends that may be paid by a Bank without prior regulatory approval. Under these
regulations, the amount of dividends that may be paid in any calendar year is limited to the current year’s profits,
combined with the retained profit of the previous two years, subject to the capital requirements described above. As a
result of the December 31, 2009 operating loss, funds were no longer available for the payment of dividends by the Bank
to the Company and this restriction continued at December 31, 2010.

As discussed in Note 1, as of December 31, 2010, the Company had $58.4 million of junior subordinated debentures
held by two statutory business trusts that it controls. The Company has the right to defer interest payments, which are
approximately $4.3 million each year, on the debentures for a period of up to 20 consecutive quarters, and elected to
begin such a deferral period in August 2010. However, all deferred interest must be paid before the Company may pay
dividends on its capital stock. Therefore, the Company will not be able to pay dividends on its common stock until all

deferred interest on these debentures has been paid in full. The total amount of such deferred and unpaid interest as of
December 31, 2010 was $2.2 million.

Furthermore, as with the debentures discussed above, the Company is prohibited from paying dividends on its common
stock unless it has fully paid all accrued dividends on its Series B Fixed Rate Cumulative Perpetual Preferred Stock. In
August 2010, it also began to defer the payment of dividends on such preferred stock. Therefore, in addition to paying all
the accrued and unpaid distributions on the debentures set forth above, the Company must also fully pay the Treasury
all accrued and unpaid dividends on the senior preferred stock before it may reinstate the payment of dividends on the
common stock. The total amount of such deferred dividends as of December 31, 2010 was $1.4 million. Moreover, even
should all accrued payments be paid in full, the Company may not increase the dividends payable on its common stock
beyond the level that it had most recently declared prior to Treasury’s investment until January of 2012 without the
consent of Treasury, provided Treasury still holds the preferred stock.

Further detail on the subordinated debentures, the Series B Fixed Rate Cumulative Perpetual Preferred Stock and the
deferral of interest and dividends thereon is described in Notes 13 and 25.

Note 21: Mortgage Banking Derivatives

Commitments to fund certain mortgage loans (interest rate locks) to be sold into the secondary market and forward
commitments for the future delivery of mortgage loans to third party investors are considered derivatives. It is the
Company’s practice to sell mortgage-backed securities (“MBS”) contracts for the future delivery to economically
hedge the effect of changes in interest rates resulting from its commitments to fund the loans. These contracts are also
derivatives and collectively with the forward commitments for the future deliveray of mortgage loans are considered
forward contracts. These mortgage banking derivatives are not designated in hedge relationships using the accepted
accounting for derivative instruments and hedging activities at December 31.

2010 2009
Forward contracts:
NOIONAL AIMIOUNE 1ttt ettt r ettt eteeeaeeerseereeerseesbeesseenseerseenteeseeenresrneeereeanes $ 39,673 $ 41,092
BT VALUE 1ottt ettt ettt v ettt et b e et s s et e b esb e s s b s b e s b e s s e s e b et e st s e s e b e st ensebe et essernereene (172) 186
Change iN fair VALUE ...cveveierietiieieieteeiesieteteet ettt et esa bt esteseesebesseseeseesessessesassessassasessensessaseesens 586 (500)
Rate lock commitments:
NOTIONAL AIMOUNE 1ttt ettt ettt a et e e eat et e e saseeaseeateeasesateesaeenseessesseeansesnsessassasennes $ 35,171 $ 31,820
BT VAIUE vttt ettt re ettt eveersets et e ereerbesb e b e ere e st ebeereerbenbeereereerbenbeeneeneenes 819 267
Change 1N faIE VALUE ..eevevieiicieieciceeeeteete ettt et et b et e st et e sbeesaessessesseessessassasseessessessanseans (81) (348)

' Includes $37.0 million in forward MBS sales contracts as of December 31, 2010. There were $39.5 million in forward MBS sales
contracts as of December 31, 2009.
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Note 21: Mortgage Banking Derivatives — continued

Fair values were estimated based on changes in mortgage interest rates from the date of the commitments. Changes in the
fair values of these mortgage banking derivatives are included in net gains on sales of loans. The Company sold $352.3
million in loans to investors of which $236.9 million or 66.3% were sold to Federal National Mortgage Association in the
year ended December 31, 2010. No other individual investor was sold more than 20% of the total loans sold.

Periodic changes in value of both forward MBS contracts and rate lock commitments are reported in current period
earnings as net gain on sale of mortgage loans. The following table reflects the net gain or loss recorded on all derivative
activity, the portion of this net gain or loss attributable to the ineffective portion of fair value hedges, and the portion of
gain or loss attributable to derivatives that are not included in fair value hedges for:

2010 2009 2008

Net gain recognized in €arnings........coeveverereiriererieieririereiesereeseressesesessesesseseseesenes $ 505 $ 152 $ —

Ineffective portion Of REd@e .....cvvveieieiirieieieiecieietee ettt iens 505 152 -
Gain/(loss) from derivatives excluded from hedges.........ccocvevivvivieieieenieierierennnn — — —

Note 22: Fair Values of Financial Instruments

The estimated fair values approximate carrying amount for all items except those described in the following table.
Investment security fair values are based upon market prices or dealer quotes, and if no such information is available, on
the rate and term of the security. The fair value of the collateralized debt obligations included in investment securities
include a risk premium adjustment to provide an estimate of the amount that a market participant would demand
because of uncertainty in cash flows and the methods for determining fair value of securities are discussed in detail
below in Note 23. It is not practicable to determine the fair value of Federal Home Loan Bank stock due to restrictions
on transferability. 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. The fair value of off-balance sheet items is not considered material. The fair value of mortgage banking
derivatives is discussed above in Note 21.

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

2010 2009
Carrying Fair Carrying Fair
Amount Value Amount Value
Financial assets:

Cash, due from banks and federal funds sold ........c..coevee... $ 29,266 $ 29,266 $ 38,385 $ 38,385
Interest bearing deposits with financial institutions............ 69,492 69,492 24,500 24,500
Securities available-for-sale ........cocveeiiviiiiieiiiiiiiiereenns 148,647 148,647 246,241 246,241
FHLB and FRB StOCK ..vvcvievieriiriiieericreceereereereeveeveeve v 13,691 13,691 13,044 13,044
Bank-owned life inSUrance........oooeveevieviieiieiieieeeeeveenens 50,966 50,966 50,185 50,185
Loans, net and loans held-for-sale ........cocoeveevieriereereerieneenn. 1,624,476 1,624,068 2,009,872 2,020,657
Accrued interest receivable .......ocoeiiiiieiieiiiiireeeee 6,452 6,452 8,629 8,629

$ 1,942,990 $ 1942582 $ 2,390,856 $ 2,401,641

Financial liabilities:

DDEPOSIES cevevevevevenirieriietetetesteteietesereetesetete et seseeseseseeseneesene $ 1,908,528 $ 1,920,572 $ 2,206,277 $ 2,220,836
Securities sold under repurchase agreements ..........ccevue. 2,018 2,018 18,374 18,375
Other short-term bOIrrOWINGS ......eveververieriererieriereesresieienees 4,141 4,140 54,998 55,028
Junior subordinated debentures........c.ccovevivirienierieeneiennane. 58,378 45,011 58,378 50,593
Subordinated debt.......covovvivvieriiiiiiieeceee e 45,000 43,957 45,000 44,674
Notes payable and other borrowings........ccoceevevveververieiennnne. 500 489 500 496
Accrued interest payable .........coceeveeirieinieeinieiieeeeeen 2,412 2,412 3,164 3,164

$  2,020977 $ 2,018,599 $ 2,386,691 $ 2,393,166




Note 23: Fair Value Measurements

Fair value is defined as the exchange price that would be received for an asset or paid to transfer a liability (an exit

price) in the principal or most advantageous market for the asset or liability in an orderly transaction between market
participants on the measurement date. The fair value hierarchy established, also requires an entity to maximize the use of
observable inputs and minimize the use of unobservable inputs when measuring fair value. Three levels of inputs that may
be used to measure fair value:

Level 1: Quoted prices (unadjusted) for identical assets or liabilities in active markets that the Company has the
ability to access as of the measurement date.

Level 2: Significant observable inputs other than Level 1 prices, such as quoted prices for similar assets or
liabilities, quoted prices in markets that are not active, and other inputs that are observable or can be
corroborated by observable market data.

Level 3: Significant unobservable inputs that reflect a company’s own assumptions about the assumptions that
market participants would use in pricing an asset or liability.

The Company uses the following methods and significant assumptions to estimate fair value:

* Securities available-for-sale are valued primarily by a third party pricing agent and both the market and income
valuation approaches are implemented using the following types of inputs:

o U.S. treasuries are priced using the market approach and utilizing live data feeds from active market
exchanges for identical securities.

o Government-sponsored agency debt securities are primarily priced using available market information
through processes such as benchmark curves, market valuations of like securities, sector groupings and
matrix pricing.

*  Other government-sponsored agency securities, mortgage-backed securities and some of the actively traded
REMICs and CMOs are primarily priced using available market information including benchmark yields,
prepayment speeds, spreads and volatility of similar securities.

*  Other inactive government-sponsored agency securities are primarily priced using consensus pricing and dealer
quotes.

* State and political subdivisions are largely grouped by characteristics, i.e., geographical data and source of
revenue in trade dissemination systems. Because some securities are not traded daily and due to other grouping
limitations, active market quotes are often obtained using benchmarking for like securities and could be valued
with level three measurements.

* Collateralized debt obligations are collateralized by trust preferred security issuances of other financial
institutions. Uncertainty in the financial markets in the periods presented has resulted in reduced liquidity for
these investment securities, which continued to affect market pricing in the period presented. To reflect an
appropriate fair value measurement, management included a risk premium adjustment to provide an estimate of
the amount that a market participant would demand because of uncertainty in cash flows in the discounted cash
flow analysis. Management initially made that adjustment to Level 3 valuation at June 30, 2009 because the level
of market activity for the CDO security continued to decrease and information on orderly sale transactions was
not generally available.

* Marketable equity securities are priced using available market information.

¢ Residential mortgage loans eligible for sale in the secondary market are carried at fair market value. The fair
value of loans held for sale is determined using quoted secondary market prices.

* Lending related commitments to fund certain residential mortgage loans (interest rate locks) to be sold in the
secondary market and forward commitments for the future delivery of mortgage loans to third party investors as
well as forward commitments for future delivery of mortgage-backed securities are considered derivatives. Fair
values are estimated based on observable changes in mortgage interest rates including mortgage-backed securities
prices from the date of the commitment and do not typically involve significant judgments by management.

e The fair value of mortgage servicing rights is based on a valuation model that calculates the present value of
estimated net servicing income. The valuation model incorporates assumptions that market participants would
use in estimating future net servicing income to derive the resultant value. The Company is able to compare
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Note 23: Fair Value Measurements — continued

the valuation model inputs, such as the discount rate, prepayment speeds, weighted average delinquency and
foreclosure/bankruptcy rates to widely available published industry data for reasonableness.

Interest rate swap positions, both assets and liabilities, are based on a valuation pricing models using an income
approach based upon readily observable market parameters such as interest rate yield curves.

Both the credit valuation reserve on current interest rate swap positions and on receivables related to unwound
customer interest rate swap positions was determined based upon management’s estimate of the amount of credit
risk exposure, including available collateral protection and/or by utilizing an estimate related to a probability of
default as indicated in the Bank credit policy. Such adjustments would result in a Level 3 classification.

The fair value of impaired loans with specific allocations of the allowance for loan losses is generally based

on recent real estate appraisals. These appraisals may utilize a single valuation approach or a combination

of approaches including comparable sales and the income approach. Adjustments are routinely made in the
appraisal process by the appraisers to adjust for differences between the comparable sales and income data
available. Such adjustments are usually significant and typically result in a Level 3 classification of the inputs for
determining fair value.

Other Real Estate Owned: Nonrecurring adjustments to certain commercial and residential real estate properties
classified as OREO are measured at the lower of carrying amount or fair value, less costs to sell. Fair values are
generally based on third party appraisals of the property, resulting in a Level 3 classification. In cases where the
carrying amount exceeds the fair value, less costs to sell, an impairment loss is recognized.

Assets and Liabilities Measured at Fair Value on a Recurring Basis:

The tables below present the balance of assets and liabilities at December 31, 2010 and December 31, 2009,

respectively, which are measured by the Company at fair value on a recurring basis:

December 31, 2010

Level 1 Level 2 Level 3 Total

Assets:
Investment securities available-for-sale

ULS. TEEASULY 1evevvevievirerieriereereiesteteeretesteseesesessessesessesseseenas $ 1,521 $ — $ — $ 1,521

U.S. gOVErNMENt QZENCIES .evveuvervreriererieerierenienreerienrenreereene 9,988 27,438 — 37,426

U.S. government agency mortgage-backed.........ccoeveveunenene. 4,054 72,617 — 76,731

States and political subdiviSions ........ccevvvvevveieererieiennnne. — 14,854 3,000 17,854

Collateralized mortgage obligations ........c.ceevervevererrereeenene — 3,996 — 3,996

Collateralized debt obligations........ccoevveververreieenrerieiennanen — — 11,073 11,073

Equity SECUTIties ...covevviiieiviiiiiiiiiiiiiiiciciciciciccccie 40 — 6 46
Loans held-for-sale.......cccoviiviiviioiiiiiiiieieeieereeee e — 10,655 — 10,655
Mortgage servicing Tights.......cccoeerieieineeninieninieenieeeeeees — — 3,897 3,897
Other assets (Interest rate swap agreements

net of swap credit valuation) ........cceceeeeverererireererenen. — 3,499 (108) 3,391

Other assets (Forward loan commitments to investors)......... — 2) — 2)
Other assets (Forward MBS) ......coovvvevieieiniieieiereieieene 505 505

.................................................................................... $ 15,603 $ 133,622 $ 17,868 $ 167,093

Total
Liabilities:
Other liabilities (Interest rate swap agreements) .................. $ — $ 3,499 $ — $ 3,499
Other liabilities (Interest rate lock commitments

£O DOTTOWETS) vvvevevinieverirereieresiereseseseseesesesesesneseseesens — (17) — (17)
Other liabilities (Risk Participation Agreement)................... — — 38 38
TOLAL vttt $ — $ 3,482 $ 38 $ 3,520




Note 23: Fair Value Measurements — continued

December 31, 2009

Level 1 Level 2 Level 3 Total

Assets:
Investment securities available-for-sale

ULS. TE@ASULY vvvevevierereeiererreierensesesesesessesesesesensesesssesessesenes $ 1,523 $ — $ — $ 1,523

U.S. gOVEINMENt AZENCIES 1evvevrevrerrereerrerrerenreereesessenseeeenes 5,000 79,452 — 84,452

U.S. government agency mortgage-backed........cccovveiennne. — 42,800 — 42,800

States and political subdiviSions .........ceeveverervererrerererrenene — 83,338 — 83,338

Collateralized mortgage obligations..........ccceververeererreriereene — 23,151 — 23,151

Collateralized debt obligations.........ccevveieirreierierinreiennane — — 10,883 10,883

EQUILY SECUTITIES vvevvenviiienieieieeiieienie ettt 41 — 53 94
Loans held-for-sale......cc.ovivvierieievrinioieeereereeeeeeereeveeveenneens — 11,586 — 11,586
Other assets (Interest rate swap agreements

net of swap credit valuation) .........ccecerveveerveeruererenen. — 3,742 (285) 3,457
Other assets (Forward loan commitments to investors)........ — 146 — 146
TOLAL 1ottt $ 6,564 $ 244,215 $ 10,651 $ 261,430
Liabilities:
Other liabilities (Interest rate swap agreements) .................. $ — $ 3,742 $ — $ 3,742
Other liabilities (Interest rate lock commitments
£0 DOTTOWETS) vvvivvevievireeierierieretesters et ess e esesseneesees — (70) — (70)

Other liabilities (Risk Participation Agreement)................. — — 31 31
TOLAL 1ot $ — $ 3,672 $ 31 $ 3,703

The changes in Level 3 assets and liabilities measured at fair value on a recurring basis using significant unobservable

inputs are summarized as follows:

Year Ended
December 31, 2010

Investment securities
available-for-sale

Collateralized States and Mortgage Interest Risk

Equity Debt political Servicing Rate Swap Participation

Securities Obligations subdivisions Rights Valuation Agreement

Beginning balance January 1, 2010.......c.......... $ 53 $ 10,883 $ — $ — $ (285 % (31)

Transfers into Level 3 ..ooioiiviieieiiiiiierienns — — 3,000 2,821 — —

Transfers out of Level 3 ..oovivvievinieiiiiininnns (50) — — — — —
Total gains or 10SSESs .c.vvveverevererieiiirieriieieanne

Included in earnings (or changes in net

ASSCES) 1ovreveerereereereereresseseereserseseeseesessereenees — 149 — (794) 177 (7

Included in other comprehensive income 3 155 — — — —
Purchases, issuances, sales, and settlements

Purchases ...ooeveveeieieieieeieieeeeeeeeenes — — — — — —

ISSUANCES vovovvveevriierie et eevre e — — — 1,938 — —

SettleMEnLs cuvevrveeverrerrereererierierreresreiereenees — (114) — (68) — —

EXPIrations .c..covevververeeienieneneerienreneneenns — — — — — —

Ending balance December 31, 2010................ $ 6 % 11073 $ 3000 $ 3897 § (108) $ (38)
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Note 23: Fair Value Measurements — continued

Year Ended
December 31, 2009

Investment securities
available-for-sale

Collateralized Interest Risk

Equity Debt Rate Swap Participation

Securities Obligations Valuation Agreement

Beginning balance January 1, 2009.................. $ 52 $ — $ — $ (26)

Transfers into Level 3 ..oovoviviieieiiiiiienienns — 11,111 — —

Transfers out of Level 3 ..oovivievieieiiiieniennns — — — —
Total gains or 10SSES .cvvevevervevererierereieriieieanne

Included in earnings

(or changes in net assets)........c.eeveveene — 91 (285) ()

Included in other comprehensive income 1 (254) — —
Purchases, issuances, sales, and settlements

PUrchases ....cooveeveeveereeieerieieeeeeereereenenns — — — —

[SSUANICES vevveevrieiieeieeieeieeie e eve e — — — —

SettleMEnts c.vevveveverierrereeresieriereeresreneseenees — (65) — —

EXPITations .....ovevververeevenieneneeienreneneens — — — —

Ending balance December 31, 2009................. $ 53 $ 10,883 % (285) % (31)

Assets and Liabilities Measured at Fair Value on a Nonrecurring Basis:

The Company may be required, from time to time, to measure certain other assets at fair value on a nonrecurring basis
in accordance with GAAP. These assets consist of, impaired loans and OREO. For assets measured at fair value on a
nonrecurring basis on hand at December 31, 2010 and December 31, 2009, respectively, the following tables provide the
level of valuation assumptions used to determine each valuation and the carrying value of the related assets:

December 31, 2010

Level 1 Level 2 Level 3 Total
Impaired L0ans .. ..ccevveverierieieriieieieeer et ereene e $ — $ — $ 95,141 $ 95,141
Other real estate owned, Net? ....cvvevveerieeecrerieneereeieereereeeeenns — — 75,613 75,613
TOLAL cevievereereeteet ettt $ — $ — $ 170,754 $ 170,754

! Represents carrying value and related write-downs of loans for which adjustments are substantially based on the
appraised value of collateral for collateral-dependent loans, had a carrying amount of $118.0 million, with a valuation
allowance of $22.9 million, resulting in an increase of specific allocations within the provision for loan losses of $4.3
million for the year ending December 31, 2010. The carrying value of loans fully charged-off is zero.

> OREO is measured at the lower of carrying or fair value less costs to sell, had a net carrying amount of $75.6 million,
which is made up of the outstanding balance of $97.8 million, net of a valuation allowance of $22.2 million, at December

31, 2010, resulting in a charge to expense of $20.7 million for the year ended December 31, 2010.

December 31, 2009

Level 1 Level 2 Level 3 Total
Mortgage servicing rights'........ccevveieerievieieerieieieeeeeeeenes $ — $ — $ 2,450 $ 2,450
Impaired I0ans?.....ccveveverierieierenieierieierretesereereieseseereseseesens — — 84,246 84,246
Other real estate owned’........coovevereeierierieieeieieeeeereeeennes — — 40,200 40,200
TOLAL c1icvieeeeer ettt $ — $ — $ 126,896 $ 126,896

! Mortgage servicing rights, which were carried at the lower-of-cost or fair value, totaled $2.5 million, which is net
of a valuation reserve amount of $20,000. A net recovery of $579,000 was included in earnings for the year ending
December 31, 2009.



Note 23: Fair Value Measurements — continued

? Represents carrying value and related write-downs of loans for which adjustments are substantially based on the
appraised value of collateral for collateral-dependent loans, had a carrying amount of $100.8 million, with a valuation
allowance of $16.3 million, resulting in an increase of specific allocations within the provision for loan losses of
$956,000 for the year ending December 31, 2009. The carrying value of loans fully charged-off is zero.

> OREO is measured at the lower of carrying or fair value less costs to sell, had a net carrying amount of $40.2 million,
which is made up of the outstanding balance of $45.9 million, net of a valuation allowance of $5.7 million, at December
31, 2009, resulting in a charge to expense of $5.8 million for the year ended December 31, 2009.

Note 24: Financial Instruments with Off-Balance Sheet Risk and Derivative Transactions

To meet the financing needs of its customers, the Bank, as a subsidiary of the Company, is a party to various financial
instruments with off-balance-sheet risk in the normal course of business. These off-balance-sheet financial instruments
include commitments to originate and sell loans as well as financial standby, performance standby and commercial letters
of credit. The instruments involve, to varying degrees, elements of credit and interest rate risk in excess of the amount
recognized in the consolidated balance sheet. The Bank’s exposure to credit loss in the event of nonperformance by

the other party to the financial instruments for loan commitments and letters of credit are represented by the dollar
amount of those instruments. Management generally uses the same credit policies and collateral requirements in making
commitments and conditional obligations as it does for on-balance-sheet instruments.

Interest Rate Swaps

The Company also has interest rate derivative positions to assist with risk management that are not designated as hedging
instruments. These derivative positions relate to transactions in which the Bank enters into an interest rate swap with

a client while at the same time entering into an offsetting interest rate swap with another financial institution. Due to
financial covenant violations relating to nonperforming loans, the Bank had $7.2 million in investment securities pledged
to support interest rate swap activity with two correspondent financial institutions at December 31, 2010. The Bank

had $5.9 million in investment securities pledged to support interest rate swap activity with a correspondent financial
institution at December 31, 2009. In connection with each transaction, the Bank agrees to pay interest to the client on

a notional amount at a variable interest rate and receive interest from the client on the same notional amount at a fixed
interest rate. At the same time, the Bank agrees to pay another financial institution the same fixed interest rate on the
same notional amount and receive the same variable interest rate on the same notional amount. The transaction allows
the client to effectively convert a variable rate loan to a fixed rate loan and is also part of the Company’s interest rate risk
management strategy. Because the Bank acts as an intermediary for the client, changes in the fair value of the underlying
derivative contracts offset each other and do not generally impact the results of operations. Fair value measurements
include an assessment of credit risk related to the client’s ability to perform on their contract position, however, and
valuation estimates related to that exposure are discussed in Note 23 above. In addition to the above activity related

to nonperforming CRE loans, management also unwound four separate loan related interest rate swaps that had a
contractual priority to the collateral position in the underlying properties. As a result, management also reported $3.5
million in additional receivables in 2010, which have been categorized as nonperforming, but were estimated to have no
loss exposure. At December 31, 2010, the notional amount of non-hedging interest rate swaps was $131.4 million with a
weighted average maturity of 3.12 years. At December 31, 2009, the notional amount of non-hedging interest rate swaps
was $192.0 million with a weighted average maturity of 4.1 years. The Bank offsets derivative assets and liabilities that
are subject to a master netting arrangement.

The Bank also grants mortgage loan interest rate lock commitments to borrowers, subject to normal loan underwriting
standards. The interest rate risk associated with these loan interest rate lock commitments is managed by entering into
contracts for future deliveries of loans as well as selling forward mortgage-backed securities contracts. Loan interest rate
lock commitments generally have fixed expiration dates or other termination clauses and may require payment of a fee.
Since many of the commitments are expected to expire without being drawn upon, the total commitment amounts do
not necessarily represent future cash requirements. Commitments to originate residential mortgage loans held-for-sale and
forward commitments to sell residential mortgage loans or forward MBS contracts are considered derivative instruments
and changes in the fair value are recorded to mortgage banking income. Fair values are estimated based on observable
changes in mortgage interest rates including mortgage-backed securities prices from the date of the commitment.
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Note 24: Financial Instruments with Off-Balance Sheet Risk
and Derivative Transactions — continued

The following table presents derivatives not designated as hedging instruments as of December 31, 2010 and periodic
changes in the values of the interest rate swaps and the risk participation agreement contract are reported in other
noninterest income. Periodic changes in the value of the forward contracts related to mortgage loan origination are
reported in the net gain on sales of mortgage loans.

Notional or

Asset Derivaties

Liability Derivatives

Contractual Balance Sheet Balance Sheet
Amount Location Fair Value Location Fair Value

Interest rate swap contracts net

of credit valuation................ $ 131,399 Other Assets $ 3,391 Other Liabilities  $ 3,499
Commitments......coeeevvveevreennne. 281,753 Other Assets 503 N/A —
Forward contracts® ........ccvevenen. 39,673 N/A — Other Liabilities (17)
Risk participation agreements... 7,000 N/A — Other Liabilities 38
Total ceveeeeeeeeieeeeeeeeeeee $ 3,894 $ 3,520

Includes unused loan commitments and interest rate lock commitments.
Includes forward MBS contracts and forward loan contracts.

The following table presents derivatives not designated as hedging instruments as of December 31, 20009.

Notional or

Asset Derivaties

Liability Derivatives

Contractual Balance Sheet Balance Sheet
Amount Location Fair Value Location Fair Value
Interest rate swap contracts net
of credit valuation................ $ 96,002 Other Assets $ 3,457 Other Liabilities  $ 3,742

Commitments.....cceevvvvevrnveenne. 352,382 Other Assets 146 N/A —
Forward contracts? .......c..cvev.en.. 41,092 N/A — Other Liabilities (70)
Risk participation agreements... 7,000 N/A — Other Liabilities 31
Total oo $ 3,603 $ 3,703

Includes unused loan commitments, interest rate lock commitments, and forward rate lock.
Includes forward mortgage backed securities and forward loan contracts.

Note 25: Preferred Stock

The Series B Fixed Rate Cumulative Perpetual Preferred Stock was issued as part of the TARP Capital Purchase Program
implemented by the Treasury. The Series B Preferred Stock qualified as Tier 1 capital and pays cumulative dividends

on the liquidation preference amount on a quarterly basis at a rate of 5% per annum for the first five years, and 9% per
annum thereafter. Concurrent with issuing the Series B Preferred Stock, the Company issued to the Treasury a ten year
warrant to purchase 815,339 shares of the Company’s Common Stock at an exercise price of $13.43 per share.

The American Recovery and Reinvestment Act of 2009, which was enacted on February 17, 2009, permits the
Company to redeem the Series B Preferred Stock at any time by repaying the Treasury, without penalty and without
the requirement to raise new capital, subject to the Treasury’s consultation with the Company’s appropriate regulatory

agency.

Subsequent to the Company’s receipt of the $73.0 million in proceeds from the Treasury in the first quarter of 2009,
the proceeds were allocated between the preferred stock and warrants that were issued. The warrants were classified
as equity, and the allocation was based on their relative fair values in accordance with accounting guidance. The fair
value was determined for both the preferred stock and the warrants as part of the allocation process in the amounts of

$68.2 million and $4.8 million, respectively.

The fair value of the preferred stock was determined by using ASC Topic 820, “Fair Value Measurements and
Disclosures” concepts, using a discounted cash flow approach. Upon review of economic conditions and events that gave



Note 25: Preferred Stock — continued

rise to the TARP initiative, a discount rate of 15% was selected to reflect management’s estimate of a current market rate
for the Company. Factors such as the creditworthiness of the Company, its standing as a public company, and the unique
economic environment particularly as it related to financial institutions and the Treasury program were considered, as
was the ability of the Company to access capital. A final factor was management’s belief that the initial stated preferred
stock dividend rate (5%) was below market, which also drove the decision to select the higher discount rate of 15%.

As discussed in Note 20, in August 2010 the Company suspended quarterly cash dividends on its outstanding Series

B Fixed Rate Cumulative Perpetual Preferred Stock. Further, as discussed in Note 13, the Company has elected to
defer interest payments on certain of its subordinated debentures. During the period in which preferred stock dividends
are deferred, such dividends will continue to accrue and, if the Company fails to pay dividends for an aggregate of six
quarters, whether or not consecutive, the holder will have the right to appoint representatives to the Company’s board
of directors. The terms of the TARP Preferred Stock also prevent the Company from paying cash dividends or generally

repurchasing its common stock while TARP Preferred Stock dividends are in arrears. The total amount of such unpaid
deferred dividends as of December 31, 2010 was $2.2 million.

Pursuant to the terms of the TARP Capital Purchase Program, the ability of the Company to declare or pay dividends

or distributions on, or purchase, redeem or otherwise acquire for consideration, shares of its Common Stock will be
subject to restrictions, including a restriction against increasing dividends from the immediately preceding quarter prior
to issuance. The redemption, purchase or other acquisition of trust preferred securities of the Company or its affiliates
also will be restricted. These restrictions will terminate on the earlier of (a) the third anniversary of the date of issuance
of the Preferred Stock and (b) the date on which the Preferred Stock has been redeemed in whole or the Treasury has
transferred all of the Preferred Stock to third parties, except that, after the third anniversary of the date of issuance of
the Preferred Stock, if the Preferred Stock remains outstanding at such time, the Company may not increase its common
dividends per share without obtaining consent of the Treasury.

The TARP Capital Purchase Program also subjects the Company to certain of the executive compensation limitations
included in the Emergency Economic Stabilization Act of 2008 (the “EESA”). In this connection, as a condition to the
closing of the transaction, the Company’s Senior Executive Officers (as defined in the Purchase Agreement) (the “Senior
Executive Officers”), (i) voluntarily waived any claim against the U.S. Treasury or the Company for any changes to such
officer’s compensation or benefits that are required to comply with the regulation issued by the U.S. Treasury under the
TARP Capital Purchase Program and acknowledged that the regulation may require modification of the compensation,
bonus, incentive and other benefit plans, arrangements and policies and agreements as they relate to the period the

U.S. Treasury owns the Preferred Stock of the Company; and (ii) entered into a letter with the Company amending the
Benefit Plans with respect to such Senior Executive Officers as may be necessary, during the period that the Treasury
owns the Preferred Stock of the Company, as necessary to comply with Section 111(b) of the EESA.

Note 26: Regulatory Matters

On October 20, 2009, the Bank entered into a Memorandum of Understanding (“MOU”) with the OCC, in which the
Bank agreed, among other things, to: (i) implement a variety of programs and policies to reduce its level of credit risk,
including a policy to address certain concentrations of credit; and (ii) limit its amount of brokered deposits to 4.50% of
total deposits, unless the prior written consent of the OCC is granted to exceed such level. In addition to the MOU,

the Bank also agreed with the OCC to maintain regulatory capital ratios at levels in excess of the general minimums
required to be considered “well capitalized” under applicable OCC regulations. Specifically, the Bank’s board of directors
agreed to achieve a minimum Tier 1 capital to adjusted total assets ratio of 8.75% and a minimum total risk-based capital
to total risk-weighted assets ratio of 11.25% by December 31, 2009, and to maintain such minimum ratios thereafter.
The Bank achieved these heightened regulatory capital ratios by December 31, 2009 and remained in compliance with
them through March 31, 2010. However, at December 31, 2010, these regulatory capital ratios were 8.10% and 11.63%,
respectively, and therefore the Bank was not in compliance with the required ratio of Tier 1 capital to adjusted total
assets. As a result of the Bank’s failure to be in full compliance with the agreed-upon capital ratios, as well as the Bank’s
continuing financial difficulties and heightened levels of nonperforming loans, management expects that the OCC will
replace the current MOU with a formal regulatory enforcement action.
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Note 27: Subsequent Events

On February 17, 2011, a former employee filed a purported class action complaint in the U.S. District Court for the
Northern District of Illinois on behalf of participants and beneficiaries of the Old Second Bancorp, Inc. Employees’

401 (k) Savings Plan and Trust alleging that the Company, the Bank, the Employee Benefits Committee of Old Second
Bancorp, Inc. and certain of the Company’s officers and employees violated certain disclosure requirements and fiduciary
duties established under the Employee Retirement Income Security Act of 1974, as amended (“ERISA”). The complaint
seeks equitable and as-of-yet unquantified monetary relief. The Company believes that it, its affiliates and its officers and
employees have acted, and continue to act, in compliance with ERISA law with respect to these matters, and continues
to explore all available alternatives in response to the complaint.

In addition to the matter described above, 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 Bank or on the consolidated financial
position of the Company.

The Company has evaluated the impact of events that have occurred subsequent to December 31, 2010 through the date
its consolidated financial statements were issued. Based on the evaluation, management does not believe any subsequent
events have occurred that would require further disclosure or adjustment to the financial statements.

Note 28: Parent Company Condensed Financial Information

Condensed Balance Sheets as of December 31 were as follows:

2010 2009
Assets
Noninterest bearing deposit with bank subsidiary $ 4,857 $ 5,138
Investment in subsidiaries 190,700 253,825
Securities available-for-sale 1,754 41,766
Other assets 1,201 2,564

$ 198,512 $ 303,293

Liabilities and Stockholders’ Equity

Junior subordinated debentures $ 58,378 $ 58,378
Subordinated debt 45,000 45,000
Other liabilities 11,176 2,707
Stockholders’ equity 83,958 197,208

$ 198,512 $ 303,293
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Note 28: Parent Company Condensed Financial Information — continued

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

2010 2009 2008
Operating Income
Cash dividends received from subsidiaries.........ccvovvevveeiieiiiieiieeieeceeeeeeeeeenenn $ — $ 1,192 11,171
INEEIEST INCOIMNIE 1vevvievrieniieieetieiteeteeetteetteeteesteesteesseeseesseesseeseesssesssesssesssenssesssesnne 129 56 —
Oher INCOME vevvevievieriieeieiereeteietere et estese st steseese b esbessesaesessesseseesesessasseseesessas 230 185 155
359 1,433 11,326
Operating Expenses
Junior subordinated debentures interest eXpense .........eceevvveveeevererieereriererrerenenns 4,309 4,287 4,281
Subordinated debt.....c.iiiiiiiiiiiciiciecee e 838 1,245 1,831
Other INTETEST EXPENISE. c.vuveververirireireierererereerterereteaeseststesereseaeseestesenesesesenesssonens 13 98 794
OhET EXPEINISES wvvvvirinierierieteniesietteieete ettt ettt ettt testebeebebeseesesbebessaseesenseneas 2,151 2,481 3,277
7,311 §,111 10,183
(Loss) Income before income taxes and equity in
undistributed net (loss) income of SUbSIdIAries. .....vevvevveerievieriirrierreieereereeienes (6,952) (6,678) 1,143
Income tax expense (DENEMIL) c....cvcvevirieveririeieieieririeteieiereeteretetesteteseaeseseebesensenes 6,512 (3,102) (3,969)
(Loss) Income before equity in undistributed net (loss) income of subsidiaries .. (13,464) (3,576) 5,112
Equity in undistributed net (loss) income of subsidiaries ..........ccevvererrerreriererrennan (95,185) (62,012) 6,712
Net (10SS) TNCOME.vivvvirieririeicteritetiee ettt tese et ettt ses et e ess s s s s ese s esess e (108,649) (65,588) 11,824
Preferred stock dividends and accretion of diSCOUNT.....ccvverieviirrierieieieerierierrenees 4,538 4,281 —
Net (loss) income available to common stockholders...........ccovvevveveivveveeeninne. $  (113,187) $ (69,869) 11,824
Condensed Statements of Cash Flows for the years ended December 31 were as follows:
2010 2009 2008
Cash Flows from Operating Activities
Net (LOSS) INCOMIE ..vveeverierierererteriereeretestesesesestesteseesessesseseesessessassesessesesseseesessenes $  (108,649) $ (65,588) 11,824
Adjustments to reconcile net (loss) income to net cash from operating activities:
Equity in undistributed net loss (income) of subsidiaries..........ccceoverervervennene. 95,185 62,012 (6,712)
Change in taxes Payable........covvieirieieirieriieieririeeteeesteieteie et seee 6,868 668 (342)
Change in Other aSSets ......vvevieieirierieieiirieieiere ettt ettt ssesseseesessenees 33 262 (990)
Net premium amortization ON SECUTIIES.......vvvvuivviiiiriiriiieiriiereieieieenenenns 122 83 —
Securities (ZaINS) LSS ..vereiririeiririerieieterteietet ettt ettt (40) 1 —
Stock-based COMPENSALION. ...c.veieriererieierieriieiertererierierreresteteseeseesessesseseeseseas 1,062 1,000 908
ORET, N uviviivieetetiere ettt ettt ettt ettt ettt eeseere et e s e ersersenseersersensenseereas 1,898 (523) 412
Net cash (used in) provided by operating activities ..........coceeveverrerrereererrenenn (3,521) (2,085) 5,100
Cash Flows from Investing Activities
Purchase of securities available-for-sale .........coocevieieirierieieieieieireieeeieeeeiens (6,000) (45,358) —
Proceeds from the sales and maturities of securities available-for-sale ................ 45,938 3,500 —
Investment in unconsolidated subsidiary.........cccecveerverierieirierierieeeieieieeeeienens — 45 —
Outlays for business aCqUISIEIONS «.v.vevevveverrevereriererieiereiererierereierereesesenesessesesensenes — — (87,557)
Net cash provided by (used in) by investing activities .........cceoververerrerreriereererrenna 39,938 (41,813) (87,557)
Cash Flows from Financing Activities
Dividends Paid ..veveveveeieieierinieieieieetetee ettt ebe e (3,158) (6,481) (8,275)
Capital infusion to subsidiary bank.........cc.eeverieeirieirieieirieeieeieeeereeeene (33,500) — —
Payments from notes payable and other borrowings...........ecoevevvevveverierierieenrennens — (17,550) (560)
Purchases of treasury StOCK ....vivveieieririeieieriieietere ettt ere e s e eseses (40) (5) (41)
Proceeds from the issuance of subordinated debt.......cccoovvveveivieviiiviieiiiiiieeins — — 45,000
Proceeds from junior subordinated debentures ........ocecevveveeiveiinirerineininieinene — — 979
Proceeds from the issuance of common StOCK ......c.vovveevvieiiieriiiieereeieere e — — 43,000
Proceeds from the issuance of preferred stock.......cceveerirerinncrineinncinccen. — 68,245 —
Proceeds from the issuance of common stock Warrants ...........oceevveeveereereerverveenean — 4,755 —
Proceeds from stock options eXerciSed .......evveverierieirrerierieinienieieeeresieieiereereiens — 55 187
Tax benefit from stock Options eXercised........c.ceeerirerieierecriririnnrerererecenenrenenens — — 68
Tax benefit from dividend equivalent payment .......co.cocevevevvvveenrercrncrcnecrnnencnn — 7 15
Net cash (used in) provided by financing activities .........cevveverrerrerieerreriennnn (36,698) 49,026 80,373
Net change in cash and cash equivalents..........ccccveeririeeririeineenneeeenn (281) 5,128 (2,084)
Cash and cash equivalents at beginning of year.........ccocoeevvervevererierieenrennens 5,138 10 2,094
Cash and cash equivalents at end of year.........c.cccovvevevecccinnnercccccninens $ 4,857 $ 5,138 10
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Note 29: Summary of Quarterly Financial Information (unaudited)

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

2010 2009
4th 3rd 2nd Ist 4th 3rd 2nd Ist
Interest iNCOME ..o.veveveverieererieiereeeerereeens $24,449  $26,216  $27,257  $28,759  $31,206  $31,943  $33,788  $35,713
Interest eXpPense ....c.eveververveeerenrervereerenas 6,293 6,755 7,242 1,778 8,971 10,921 12,114 13,507
Net interest iNCOME ..ovovveverrereeververaereenes 18,156 19,461 20,015 20,981 22,235 21,022 21,674 22,206
Provision for loan 10sses ........c.ovverveereennas 14,000 11,825 44,623 19,220 30,140 9,650 47,500 9,425
Securities gains (10SS€s) ..vcvvevrevivveverrenenn. 353 620 1,756 (2) 1,986 454 1,391 77)
(Loss) income before taxes........cc.veveenen. (11,597) (1,224)  (39,239)  (14,721)  (16,821) 1,346 (96,354) 668
Net (10SS) iNCOME...cvveviverierierirererrerinns (76,624) (88)  (23,383) (8,554) (9,618) 1,472 (58,426) 984
Basic (loss) earnings per share ................ (5.48) (0.09) (1.74) (0.69) 0.77) 0.03 (4.29) 0.01
Diluted (loss) earnings per share ............ (5.48) (0.09) (1.75) (0.69) 0.77) 0.03 (4.29) 0.01
Dividends paid per share.........ccooverienennen - - 0.01 0.01 0.01 0.01 0.04 0.04

Note 30: 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
Registered Public Accounting Firm

Plante & Moran, PLLC

plame

225 W. Washington St.

FdL—
Chicago, IL 60606
moran Tel: 312.899.4460
Fax: 312.726.3262
plantemoran.com

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors and shareholders
Old Second Bancorp, Inc. and Subsidiaries
Aurora, Illinois

We have audited the accompanying consolidated balance sheet of Old Second Bancorp, Inc. and
Subsidiaries as of December 31, 2010, and the related consolidated statements of operations, stockholders’
equity and cash flows for the year then ended. The Company’s management is responsible for these
financial statements. Our responsibility is to express an opinion on these financial statements based on
our audit.

We conducted our audit in accordance with the 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. Our audit included
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant estimates made by management and evaluating the
overall financial statement presentation. We believe that our audit provides a reasonable basis for our
opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of Old Second Bancorp, Inc. and Subsidiaries as of December 31, 2010, and the
results of its operations and its cash flows for the period then ended, in conformity with accounting
principles generally accepted in the United States of America.

As discussed in Note 1 to the consolidated financial statements, the Company changed its method of
accounting for Mortgage Servicing Rights beginning on January 1, 2010.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), Old Second Bancorp, Inc. and Subsidiaries’ internal control over financial reporting
as of December 31, 2010, based on criteria established in Internal Control - Integrated Framework issued by
the Committee of Sponsoring Organizations of the Treadway Commission (COSO) and our report dated
March 16, 2011, expressed an unqualified opinion.

4&4&, f 77&«0, PLet

Plante & Moran, PLLC i ao_
Chicago, lllinois P r ax ’ tM .

GLOBAL ALLIANCE OFe”
March 16, 2011 INDEPEMDENT FIRMS
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Report of Independent
Registered Public Accounting Firm

Audit = Tax = Advisory

o Grant Thornton Grant horson L.

175 W Jackson Boulevard, 20th Floor
Chicago, IL 60604-2687

T 312.856.0200
F 312.565.4719
wanw.Grant Thoenton_com

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors and Shareholders
Old Second Bancorp, Inc.

We have audited the accompanying consolidated balance sheet of Old Second Bancorp, Inc. (a Delaware
corporation) and subsidiaries (the “Company”) as of December 31, 2009 and the related consolidated
statements of operations, changes in stockholders’ equity and cash flows for each of the two years in the period
ended December 31, 2009. 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 the 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 consolidated financial statements referred to above present fairly, in all material respects,
the financial position of Old Second Bancorp, Inc. and subsidiaries as of December 31, 2009 and the results of

its consolidated operations and its cash flows for each of the two years in the period ended December 31, 2009
in conformity with accounting principles generally accepted in the United States of America.

et Thnaten Lif

Grant Thornton LLP

Chicago, Illinois
March 16, 2010
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Old Second Bancorp, Inc. and Subsidiaries
Corporate Information

Corporate Office

37 River Street

Aurora, Illinois 60506-4172
(630) 892-0202

www.oldsecond.com

Market for the Company’s Common Stock

The Company’s common stock trades on The Nasdaq Global Select Market under the symbol “OSBC”. As of December
31, 2010, the Company had approximately 1,084 stockholders of record of its common stock. The following table sets
forth the range of prices during each quarter for 2010 and 2009. Stock prices have been restated to reflect stock splits.

2010 2009
High Low Dividend High Low Dividend
First QUArteT..c.coveveeeeveriiererieieeierenrinen $7.30 $5.34 $0.01 $13.31 $3.55 $0.04
Second qUATTET ...evveververeiereereierieerenenns 6.79 1.79 0.01 8.04 4.83 0.04
Third quUarter.....cocovveveeecrirrrereecnenes 2.47 0.69 0.00 6.65 4.50 0.01
Fourth quarter......ccccooeeveveieveeriereennen 2.20 1.28 0.00 7.47 4.90 0.01

Form 10-K and Other Information

We maintain a website at http://www.oldsecond.com. We make available free of charge on or through the Company’s
website, the Company’s annual report on Form 10-K, 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. The Company’s code of conduct and charters of the Company’s various committees of the Board of
Directors are also available on the website. We will also provide copies of the Company’s filings free of charge upon
written request to J. Douglas Cheatham, Executive Vice President, Chief Financial and General Accounting Officer of
Old Second Bancorp, Inc., 37 South River Street, Aurora, Illinois 60506-4172.

Transfer Agent/Stockholder Services
Inquiries 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 Shirley Cantrell,

Executive Administrative Department
37 River Street

Aurora, Illinois 60506-4172

(630) 906-2303

scantrell@oldsecond.com
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Old Second Bancorp, Inc. and Subsidiaries

Consolidating Balance Sheet

December 31, 2010
(In thousands)

Old Second Old Second Old Second
National Bancorp, Inc. Consolidating Bancorp, Inc.
Bank Parent Only Adjustments Consolidated
Assets
Cash and due from banks.........ccoeeveveeeivieneeieeeeieeeeeeenenns $ 28,584 $ 77 $ 77 $ 28,584
Interest bearing deposits with financial institutions.............. 69,492 4,780 (4,780) 69,492
Federal funds sold ....c..oovevivvierieiiiiiieeeeeeeceeeeeereereeeeens 682 — — 682
Cash and cash equivalents.........cccooevuerveenenerieeneneienns 98,758 4,857 (4,857) 98,758
Securities available-for-sale ........cceieieiivvieieeeeeeeeeeeene 146,894 1,754 (1) 148,647
Federal Home Loan Bank and Federal Reserve Bank stock.. 13,691 — — 13,691
Loans held-for-sale......cc.ovvivvierioierinioieeereereereeeeereeveeve e 10,655 — — 10,655
LOAIIS 1.vtvivrereereetcrert sttt er et ess et et eb s st et ens ettt ere s 1,690,129 — — 1,690,129
Less: allowance for 10an 10SSes ......oovevvieviivviiveieiiiicieeneee, 76,308 — — 76,308
NEt LOANS 1eeviieriieriierieerteer ettt erreerreenreens 1,613,821 — — 1,613,821
Premises and equipment, Net.......coceevvvererrrreerierereererenierenennen. 54,640 — — 54,640
Other real estate OoWned........cvevevevieerieieieereeeeeereere s 75,613 — — 75,613
Mortgage servicing Tights, Net.....ccoceveririeiriererireirieieieierenes 3,897 — — 3,897
Core deposit and other intangible assets, net........c.ccoevveneene. 5,525 — — 5,525
Bank-owned life inSUTance........covvvevvieviivieeieieeeeeeeeeeeneees 50,966 — — 50,966
Investment in SUbSIAIATies....c..coveivriieriieriierieerreere e 7 190,700 (188,947) 1,760
Accrued interest and other assets.......ccovevveerieeevivreeriereennnn, 51,305 1,201 (6,558) 45,948
TOLAL ASSELS vevvevevieriererrereereeterere st vt et eresese vt s ennenes $ 2,125,772 $ 198,512 $  (200,363) $ 2123921
Liabilities
Deposits:
Noninterest bearing demand ..........ccoevevieeeevierieieerienennn, $ 330,923 $ — $ 77 $ 330,846
Interest bearing :
Savings, NOW, and money market ..........ocevvevvrrerverienins 786,896 — (4,780) 782,116
Time 795,566 — — 795,566
TOtal dEPOSILS «vevevrevevenreieriiereieieiiiereieieiterere et eevens 1,913,385 — (4,857) 1,908,528
Securities sold under repurchase agreements ...........cccoveveee.. 2,018 — — 2,018
Other short-term bOrrOWings .......c.ecvevevververiererierierieresreienenes 4,141 — — 4,141
Junior subordinated debentures........ocovevveeeenierieirienierennn — 58,378 — 58,378
Subordinated debt....c..cvvevvivvieieiiiiiee — 45,000 — 45,000
Note payable and other borrowings........ecceveevevierieerrerrereenenn. — 500 — 500
Accrued interest and other liabilities .......cccovevvevvivriirieriennnnn. 17,281 10,676 (6,559) 21,398
Total iabilities .oveeriererrerierieriieeereerieiee et 1,936,825 114,554 (11,416) 2,039,963
Commitments and contingencies (see note 19)
Stockholders’ Equity
Preferred StOCK .oviviiiirieiiieiecreereee e — 69,921 — 69,921
COMMON SEOCK 1evivvvievierirrerierietetereere ettt er e ere et er e 2,160 18,467 (2,160) 18,467
Additional paid-in captial........ccccvevrveireinireieieiieeieeeen 156,769 65,209 (156,769) 65,209
Retained arnings ........ecoeveveevevererererssueeieresenereeesessneseseenens 33,148 28,335 (33,148) 28,335
Accumulated other comprehensive 108s ........coeveivveverrienennnn (3,130) (3,130) 3,130 (3,130)
TreasuIY SEOCK ..evvevieviieierieierieieiere ettt — (94,844) — (94,844)
Total stockholders’ eqUIty ......cvevvevevererererirrieiererererenenens 188,947 83,958 (188,947) 83,958
Total liabilities and stockholders’ equity.........ccecveverernene. $ 2125772 $ 198,512 $  (200,363) $ 2123921




Old Second Bancorp, Inc. and

Old Second National Bank Directors

James Eccher Edward Bonifas

William Skoglund
Chairman, President & CEO, President & CEO, Vice President, Alarm
Old Second Bancorp, Inc. & Old Second Detection Systems, Inc.
Chairman, Old Second National Bank

National Bank

Marvin Fagel Barry Finn William Kane

President & CEO, Aurora President & CEO, General Partner,
Packing Company & Chairman Rush-Copley The Label Printers, Inc.
of the Board & CEO, New Medical Center
City Packing Company

X

William Meyer Gerald Palmer James Schmitz

President, William F. Meyer Retired, Vice President & Tax Consultant
Company General Manager, Caterpillar,

Inc.

J. Douglas Cheatham
Executive Vice President & D. Chet McKee
Chief Financial Officer, 1939-2010
Old Second Bancorp, Inc.

Former Chairman & CEO,
HeritageBanc Inc. & Heritage

Directors Emeriti

Walter Alexander, President, Alexander Lumber Company

James Benson, Retired Chairman of the Board,
Old Second Bancorp, Inc. and Old Second National Bank

Urban Hipp, Retired, Barber-Greene Company

Jesse Maberry, Retired, Aurora Bearing Company
Edward Schmitt, Retired, Schmitt McDonalds
Townsend Way, Jr., Retired, Richards - Wilcox Mfg. Co.

Member FDIC

In Memoriam

We are especially thankful for the dedicated
board service of our friend Chet McKee. Chet
served as President/CEO of Rush-Copley from
1990 to 2000 and retired from Rush-Copley as
VP-Special Projects in 2006. Chet joined the
board on April I, 1978. He passed
away May 19, 2010.

Robin Hodgson
1947-2010

We are also very appreciative for the devoted
and loyal service of our friend and long time
employee Robin Hodgson. She began her career
with Old Second Bank on December 10, 1970.
Robin ultimately became First Vice President in
addition to holding the position of Corporate
Secretary of Old Second Bancorp Inc. She was a
great asset to the company and was to
celebrate her 40th anniversary with Old Second
in December. Robin passed away
on September 30, 2010.

Old Second Headquarters, 37 South River Street, Aurora, lllinois
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OLD SECOND

NATIONAL BANK
37 S.River St., Aurora
1350 N.Farnsworth Ave., Aurora
4080 Fox Valley Ctr.Dr., Aurora
1230 N.Orchard Road, Aurora
555 Redwood Dr., Aurora
1991 W.Wilson St., Batavia
1078 E.Wilson St., Batavia
194 S. Main St., Burlington
195 W. Joe Orr Rd., Chicago Heights
749 N.Main St., Elburn
1000 S. McLean, Elgin
Rt.20 & Nesler Rd., Elgin
20201 S.La Grange Rd., Frankfort
850 Essington Road, Joliet
25101 Harter Rd., Kaneville
3101 Ogden Ave,, Lisle
1100 S. County Line Rd., Maple Park
951 E.Lincoln Highway, New Lenox
200 W. John St.,North Aurora
1200 Douglas Rd., Oswego
323 E.Norris Dr., Ottawa
7050 Burroughs (Rt 34), Plano
801 S.Kirk Road, St. Charles
Route 47 @ Cross St., Sugar Grove
1810 DeKalb Ave., Sycamore
40W422 Route 64, Wasco
420 S.Bridge St., Yorkville
26 W. Countryside Pkwy., Yorkville
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5-Year Performance Comparison
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| mmmmm Old Second Bancorp — memm NASDAQ Bank Index = S&P 500
150
Old Second NASDAQ
Date Bancorp Bank Index S&P 500
100
December 2005 100.00 100.00 100.00
December 2006 97.57 113.82 115.79
50 December 2007 91.07 91.16 122.16
December 2008 40.95 71.52 76.96
December 2009 24.70 59.87 97.33
December 2010 6.12 68.34 111.99
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