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Dear Investors:

Hawthorn Bancshares, like the general banking sector, is recovering slowly.  Income levels, while positive, have not been restored to pre-
recessron levels but Tam pleased to report that a recovery, albeit slow, is. nonetheless occurring., ~

For 2012, Hawthorn reported a net profit of $2.8 million compared to $2.9 million for 2011. Despite a slightly lower net profit, income
available to common shareholders improved for 2012 to $1.0 million compared to $0.9 million for 2011 due to our $12 million partial
repayment of debt associated with the U.S. Treasury’s: Capital Purchase Program (commonly. called: TARP) On a per share Dbasis, thrs equates
to a net profit of $0.21 per common share for 2012 compared to $0. 18 for 2011.

Looking at our- net interest margin from a historical perspectrve net interest income has consistently exceeded $40 mrlhon since 2009 while
asset levels trended slightly lower. Essentially; Hawthorn’s core opérations remain strong as our net interest margin continues to-fare well in
comparlson to our peers. With the historically low rate environment and growing competition for quahty loans, the entire banking industry is -
experiencing margin pressure and while Hawthorn is experiencing some compression, the margin for 2012, remained healthy On a tax
equivalent basis, Hawthorn’s net interest margin for 2012 was 3.83% compared t0 3.92% for 2011 but exceeded our peer group’s margin for
2012 of 3.69%. The lower net interest margin for 2012 was prlmarlly the result of reduced earmng asset yields, wh1le the volume of earning
assets remained relatively steady. S v

Non-interest income for 2012 was $9.7 million compared to $9.2 million for 2011. The increase is primarily the result of a $1.0 million increase
in the gain on sales of mortgage loans due to higher real estate refinancing activity experienced during 2012 which.was partially offset by a
$0.5 million decrease in real estate servicing income related to changes in the fair value of mortgage servicing rlghts .Non-interest expense for
2012 was $38.7 million compared to $36.8 million for 2011. The largest contributors to the increase were salary and beneﬁt expenses related to
opening a lending center in Lrberty, Missouri and additional support staff. ~

Non-performing loans decreased $14.3 million to 4.65% of total loans at December 31, 2012, from 6.37% at December 31 2011. During the
year, hét charge-offs were $7.9 million compared to $12.3 million for 2011. ‘The allowance for loan losses at December 31, 2012 was $14.8
million, or 1.75% of outstanding loans, and:37.7% of non-performing loans compared to December 31, 2011, where the: allowance:for loan -
losses was $13.8 million, or 1.64%of outstanding loans, and 25.7% of non-performing loans. As we evaluate our:loan portfolio, we are not
seeing the same level of significant deterioration in our customers’ circumstances that we have seen.in the recent past. A s1gn1ﬁcant portion of
our reserves is allocated to loans of customers who .are working through their financial problems but have seen deterroratlon in the value of
their collateral.

On May 9, 2012, .a $12 million partial repayment was made on the U.S. Treasury’s Capital Purchase Program (commonly call TARP) funds of
$30.3 million.- Plans are underway to repay without the need to raise additional capital the remaining $18.3 million debt prior to the Décember
2013 t1me frame when the interest rate on the TARP funds increases from 5% to 9%. At December 31, 2012 Hawthorn’s capital measurements
exceeded regulatory “well—managed” thresholds desprte slight reductions related to the aforementroned $12 million partial- repayment It i is
anticipated that the capital levels will continue to exceed “well-managed”™ levels éven after repaying thé remammg debt

I am certainly not pleased with a 0.24% return on average assets and a 1.40% return on average common equity. We can, and will, do better!
As a sharcholder, director and executive officer, I am committed to. maintaining strong .asset quality, improving earnings performance
sustaining sound and proper capital levels and paying regular dividends. I am confident that our Company’s 2013 profitability will improve as
repayment of the Company’s debt occurs and further strengthemng in asset quality is achieved.

Sincerely,

PZ= 0NN

“"David T. Turner,
Chairman & Chief Executive Officer



A WORD CONCERNING FORWARD-LOOKING STATEMENTS

This report contains certain forward—looking statements with respect to the financial condition, results of operations, plans,
objectives, future performance, and business of the Company, Hawthorn Bancshares, Inc., and its subsidiaries, including,
without limitation: y ;

. statements that are not historical in nature, and

. statements preceded by, followed by or that include the words "believes," "expects " "may," "will," "should," "could,”
"anticipates," "estimates," "intends" or similar expressions.

Forward-looking statements’ are not guarantees of future performance or results. They involve risks, uncertainties and
assumptions. Actual results may differ materially from those contemplated by the forward- lookrng statements due to, among
others, the followrng factors: .

competrtlve pressures among ﬁnancral services compames may increase srgmﬁcantly,
' changes in the interest rate environment may reduce interest margms

o ~ general economic conditions, e1ther natlonally or in Missouri, may be less favorable than expected and may adversely
~ affect the quahty of loans and other assets,.

e increases in non-performing assets in the loan portfolios and adverse economrc condrtrons may nece551tate increases to
the prov1s1ons for loan losses,

o costs or difficulties related to the mteg:ratlon of the busmess of the Company and its acquisition targets may be greater
than expected

- legislative or regulatory changes may adversely affect the busrness in whlch the Company and its sub51dlar1es are
engaged and : SR e

° changes may occur in the securities markets

., The Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010, or the Dodd-Frank Act, was enacted on
July 21, 2010. Provisions of the Act address many issues including, but not limited to, capital, interchange fees, compliance
and .risk management, debit card overdraft fees, the establishment of a new consumer regulator, healthcare, incentive
compensation, expanded disclosures and corporate governance. While many of the new.regulations under the Act are expected

'to primarily impact financial institutions with assets greater than $10 billion, the Company expects these riew regulations could
reduce the revenues and increase the expenses in the future. Managemént is currently assessing the impact of the Act and of
the regulations anticipated to be promulgated under the Act.

“We have described under the caption "Risk Factors" in the Annual Report on Form 10-K for the year ended December
- 31, 2012 and in other reports that we file'with the SEC from time to time, additional factors that could cause actual results to be
“‘materially different from those described in the forward-looking statements. Other factors that we have not identified in this
report could also have this effect. You are cautloned not to put undue rehance on _any forward- looklng statements whlch speak
only as of the date they were made.




. HAWTHORN BANCSHARES, INC, :
MANAGEMENT'S DISCUSSION AND ANALYSIS OF :
CONSOLIDATED FINANCIAL CONDITION AND RESULTS. OF OPERATIONS '

Overview'

Through the branch network of its subsidiary bank, the Company provides a broad range of commercial and personal

" . banking services, 1nclud1ng certificates: of deposit, 1nd1v1dual retirement and other time deposit accounts, checklng and. other

demand deposit accounts, interest checkmg accounts, savings-accounts, and money market accounts. The Company: also
provides a wide range of lending sérvices, including real estate, commercial, iristallment, and other consumer loans. Other
financial services that the Company provides include automated teller machines, trust services, credit-related i 1nsurance and
safe-deposit-boxes. The geographic areas in which we' provide products' and services-include the communities- 1n andj
surroundrng Jefferson City, Clinton, Warsaw, Springfield, Branson and Lee's Summit, Missouri.

, The Company's primary source of revenue is net interest income derived primarily from lendlng and deposrt taklng ‘
activities. A secondary source of revenue is-investment-income. The Company also derlves income from trust, brokerage credlt
“-card and mortgage banking activities and service charge income. : ”

-Much of the Company's business is commercial, commercial real estate development, and mortgage lending: TheA
Company has experienced soft loan demand in the communities within which we operate during the current economic
slowdown. The Company's income from mortgage brokerage activities is, dlrectly dependent on mortgage rates and the level of

-+~ home purchases and refinancings.

.The success. of the Company's' growth strategy depends primarily on the ability of the banking subsrdxary to’ generate:

an mcreasmg level of loans and deposits at acceptable risk levels and on acceptable terms without significant increases in non-

interest expenses relative to revenues ‘generated. The Company's financial performarice also depends, in part;-on the ability to

~ manage various -portfolios and to successfully" ‘introduce additional . financial products and services by expanding new and °

existing customer relationships, utilizing improved technology, and enhancing customer satisfaction. Furthermore, the success

of the Company's growth strategy depends on the ability to maintain sufficient regulatory capital levels during penods in. whrch
general economic conditions are unfavorable and despite economic conditions being beyond its control.

Hawthorn Bank (the Bank), the Company’s subsidiary bank, is a full-service bank conducting a. general bankmg
business, offering its customers' checking and savings accounts, debit cards, certificates of deposit, safety-deposit boxes and a
- wide range of lending services, including commercial and industrial loans, residential real estate loans, smgle payrnent personal
loans, 1nstallment loans and credlt card accounts. In addlthIl the Bank provides trust, servrces

" The dep051t accounts of the Bank are msured by the Federal Depos1t Insurance Corporatlon (FDIC) to the extent
provided by law. The operations of the Bank are supervised and regulated by the FDIC and theMissouri Division'of Finance.
.Periodic examinations of the Bank are conducted by representatives of the FDIC and the Missouri Division. of Finance. Such
regulations, -supervision and examinations are principally for the benefit of depositors, rather than for the :benefit of

shareholders. The Company is subject to supervision and examination by the Federal Reserve Board.



'SELECTED CONSOLIDATED FINANCIAL DATA

The following table presents selected consolidated’ ﬁnanc1al 1nformat10n for the Company as of and for each of the
years in the five-years ended December 3T, 2012. The selected consolidated ﬁnanc1a1 data shiould be read n conjuncuon w1th
" the Consolidated Financial Statements of the' Company, 1nclud1ng the related notes, presented elsewhere herem

Income Statement Data - - E - S -
(In thousands, except per share data) 2012 2011 _ 2010 - 2009 . 2008 .
Interest income $ 49,114 § 53,469 $ 58, 739 $ 63,562.% 69,715
Interest expense . : ) 27,9050 ¢ 110,853 .. 15,753 , 22,9740 - 131,599 v
Net interest income ~ - R 41,209 nes 426160 - 42986 S 40,588 o 38116 i -]
Provision-for loan losses ‘ 8000 o 11523 G 415,255 8354 - o 821l
Net interest inicome &fter R SR T
“provision for loan losses CUU32309°0 31,093 27731 32234 29005
Nori-interest income S, 9700 9200 . 10481 " -UU10,702 7 T 792947
Gain on sale of investment securities 26 0 0 606 " - 3
Total non-interest-income : ; 9,726 - 5 9:200 10481 0 11,308 9,297
.. Non-interest expense C 38,667 ' - 36,8457 ¢ 44,8517 - 36,730 - 75,975
" Income (loss) before income taxes 3,368 T3448 . (6639) 17 T 6812 ¢ (36,773)
Income tax expense (benefit)  * ' . 546 - o 591 s (3,087). . ... 1,856 :(6,146)
Net income (loss) - R 2822 0 0L 2857 7 . (3,552)7- 4,956 (30 627)
Less: preferred stock dividends- R LI125 - - 7 1s13 - 0 513 0 15517 ‘ 50 '
and accretion of discount on _ o o v e AR
preferredstock . - .. o - 659 .o 476 . . o476 .. 477 . 16
Net income (loss) available to L . . R T R P
__common sharehiolders .. _ § - 10388 .- 868§ . (5541)°§. - 2962 8 (30693 -
DlVldends on Common Stock S ' e 0 : : t
Declated = ¢ T8 949§ 913 $ - L,136$ 2270 8 © - 3486
Paid ; ' 940 L9040 1385 0 2666 ¢ 34867
Ratio.of total dividends ' . « T o o
declared to net income " - - 33.63% - 105.18% - - NM. - 76.64% oo NM o0 T
Per Share Data - - o G ST ’ Eo
Basic earnings, (loss) per common share ~ § 021 $ 0.18 § 115 - § +0.61 - § (6.31)
Diluted earnings (loss) per common:share o021 018 . (1 15) - 061 (6 31)
Basic weighted average shares of : ' . - e Ce S
" common stock outstanding -+ 4,839,114 4,839,114 - - 4839 114 L. 4839114 0 4, 861 630
Diluted weighted average shares of e : ’ R E
common stock outstanding 4,839,114 4:839,114 4,839,114 - 4839,114 4,861,63().”
"NM -not meaningful



2010

7009

In thousands) 2012 2011 2008
Balance Sheet Data (at year end) S ‘ : S T S
Total assets ' 1,181:606 - °$  L17L,161  $ - 1,200,172 0§ 1236471 ¢ +'§ * 1,279,699
_oans 846,984 .-842,931 t 898472 . Tt 991,614 --1,009,104
[nvestment securities 200,246 £213,806 178,978 152,927 149,401 -
Total deposits’ 991,275. 958,224 946,663 956,323 - 955,296 -
Subordinated-notes 49,486 11 49,486 49,486 49,486 49,486 - <
Federal Home Loan Bank advanoes 20,126 28,410 " 66,986 79,317 129,057
Common stockholders' equity 74,243 73,258 72,647 79,406 i -78,530
Total stockholders' equity 92,220 102,576 101,488 107,771 106,418
Balance Sheet Data (average balances) : A L
Total assets 1,176,384 $ 1,187410 $ 1,236,841 $ 1,258,381 $ 1,251,496
Loans X 843,022 ,- 865,214 ' . 949,457 1,002,830 . 963,252
[nvestment securities 220,832 209,077, 165,213 . 151,907 - 156,870
Total deposits ' - 971,767 957,965 967,970 977,826, .. 914,218
Subordinated notes 49,486 - 49,486, 49,486 49,486 . 49,486 .
Federal Home Loan Bank advances 27,961 42,230 - 70,456 78,626 124, 025
Common stockholders' equity. 74245 . 75390 80,735 79,828 112,307 -
Total stockholders equity 96,176 . 104455 109323 107,938 . 113375
Key Ratlos .
Earnings Ratios ) . ‘ o
Return (loss) on average total assets 024 % - 024 % (0.29) % 039 % (245) %
Return (loss) on-average . o ) g '

common stockholders' equity 140 1.15 (6.86) 31 L (2733)
Efficiency ratio (3) 7590 7111 83.89 . 71.6] 160.25
Asset Quality Ratios o , B
Allowance for loan losses to loans, 175 % 164 % . 162 %.. 149 % . . 126 %
Nonperforming loans to loans (1) 465 637 627 4271 2.46
Allowance for loan losses to o . o T ‘

nonperforming loans (1) 3770 2573 25.87 3494 5094
Nonperforming assets to loans . o N o

and foreclosed assets (2) " 7.23 8.11 771 .5.08 321
Net loan charge-offs to average loans 0.93 1.42 1.63 0.62 050"
Capital Ratios
Average stockholders' equity to s . o e _ o )

average total assets 8.18 % . 8.80 % . 884 % . . . 858 % . 1 9.06 %
Period-end common stockholders' equity to, ' ) L ' ' o

period-end assets 6028 6.26 6:05 6.42 6.14
Period-end stockholders' equity to Lo N

period-end assets : - 7.80 8.76 8.46 8.72 832 .,
Total risk-based capital fatio ‘ 16.83 18.03 17.05 16.49 16.01 =
Tier 1 risk-based capital ratio 13.58 15.16 14.25 C 1401 '13.55
Leverage ratio 10.37 11.52 11.00 . 11.35 _10.80

(1) . Nonperforming loans consist of nonaccrual loans, troubled debt rcstructurmgs and loans contractually past due 90 days or more

and still accruing interest.

(2) Nonperforming assets consist of nonperforming loans and foreclosed assets.
(3)" Efficiency ratio is calculated as non-interest expense as a percentage of revenue. Total revenue includes net interest income and non-

interest income.



CRITICAL ACCOUNTING POLICIES

i

The followmg accounting pohmes are cons1dered most cntlcal to the understandlng of the Company s financial .* :
condition :and results of operations. These critical..accounting policies require management’s most difficult, subjective and

complex judgments about matters that are inherently uncertain: Because these.estimates and judgments are based on current., ..

circumstances, they may change over time or prove to be inaccurate based on actual experiences. In the event that different
assumptions or conditions were to prevail, and depending upon the severity of such changes, the possibility of a materially
different financial condition and/or results of operations could reasonably be expected. The impact and any associated risks.
related to the critical accounting policies: on the business operations are discussed throughout Management’s Discussion and
Analysis of Financial Condmon and Results of Operatzons where such policies  affect the reported and expected ﬁnanc1a1 ,
results. . . '

Allowance for Loan Losses

~Management _has 1dent1ﬁed the accounting pohcy related to the allowance for loan losses as critical to the
understandmg of the Companys results of operations, since the application of this policy requires significant management
'assumptlons and estimates that could’ result in materrally different amounts to be reported if conditions or . underlymg’
circumstances were to change Further discussion of the methodology used in'establishing the allowance and the impact of any
associated risks related to these policies on the business operations is provided in Note 1 to the Company’s consolidated
financial statements and is also discussed in the Lending and Credit Management section below. Many of the loans are deemed' :
collateral dependent for purposes of the mieasurement of the impairment loss, thus the fair value of the underlying collateral and
sensitivity of such fair values due to-changing market conditions, supply and demand, condition-of the collateral and other
factors can be volatile over periods of time: Such volatility can have an impact on the financial performance of the Company.”

Income Taxes

Income taxes are accounted for under the asset / liability method by recognizing the amount of taxes payable or
refundable for the current period and deferred tax assets and liabilities for future tax consequences of events that have been’
recognlzed in the Company’s financial statements or tax returns. Judgment is required in addressing the Company’s future tax
consequences of events that have been recognized in the consolidated financial statements or tax returns such as realization of »
the effects of temporary differences, net operating loss carry forwards and changes in tax laws or 1nterpretat10ns theréof A
valuation allowance is established when ifi the judgment of management, it is more likely than not that'such deferred tax assets
will not become realizable. In this case, the Company would adjust the recorded value of the deferred tax asset, which 'would
result in a direct charge to income tax expense in the period that the determination was made. Likewise, the Company would
N reverse the valuation allowance when it is expected to realize the deferred tax asset. In addition, the Company is subject to the
continuous examination of its tax returns by the Internal Revenue Service and other taxing authorities. The Company accrues
for penalties and interest related to income taxes in income tax expense.

Other Real Estate Owned and Repossessed Assets

Other real estate owned and repossessed assets consist of loan collateral that has been repossessed through foreclosure.
This collateral comprises of commercial and residential real estate and other non-real estate property, including autos,
manufactured homes, and construction equlpment Other real estate owned assets are initially recorded as held for sale at the

fair value of the collateral less estimated selling costs. Any’ ‘adjustment is recorded as a charge-off against the allowance for loan

losses. The Company relies on external appralsals and assessment of property values by internal staff. In the case of non-real

estate collateral, reliance is placed on a variety of sources, including external estimates. of value and judgment based on

experience and expertise of internal specialists. Subsequent to foreclosure, valuations are updated periodically, and the assets- A

may be written down to reflect a new cost basis. The write-downs are recorded as other real estate expense. The’ Company <

_ establishes a valuation-allowance related to other real estate owned-on an asset-by-asset basis. The ‘valuation allowance is
_created during the holding period when the fair value less cost to sell is lower than the cost of the property.



RESULTS OF OPERATIONS ANALYSIS A

The Company has prepared all of the consohdated financial information in this report in‘accordance with accounting
prmc1p1es generally accepted in the United States of America (U:S. GAAP). I’ preparmg the consolidated financial statements
in accordance with U.S. GAAP, the Company makes estimates and assumptions that affect the reported amount of assets and’
liabilities, disclosure of contingent assets and liabilities at the' date of the financial statements, and the reported amounts of ..
revenue and expensés during the report1ng period. There can’ be ho assurances that actual results will not differ from those
estimates.

$ Change . % Change L

(In thousands) . 2012 - 2011 000 2710 10 1211 110
" Netinterestincome. . $ .. 41209 $ 242 616 $ - 4298 8 . (1,407) § (370) B % . 09 %. -
. Provision for loan losses 8,900 11,523 15,255 (2,623) (3,732 (22.8) (24 5)
Noninterest income 9,700 9,200 10,481 500 - (L,28D) 5.4 122
Investment securities o ~. R . s E e . E
gains, net .2 - I o260 - NM -~ . NM -
Total noninterest income 9,726 9,200 10,481 526 (1,281 0 57 (122y. -
Noninterest expense 38,667 36845 44851 1,822 (8,006) 49 179 .
Income (loss) before ‘ SR
income taxes 3,368 3,448 . (6,639 (80) . 10,087 .23 (1519
~ Income tax expense (benefit) 546 591 (3,087) (45) 3,678 _1.6 _any o
Net income (loss) 3 2822 § 2857 § (3550 $ (35 § 6,409 (1.2) % (180.4) % :
Less: preferred dividends 1,125 -1_,5134 1,513 (388) - (25.6) -
and accretion of discount 659 476 476 183 - 384 -
Net income (loss) available , : :
to common shareholders $ 1,038 § 868 § (5,541) § 170 § 6,409 19.6 % 1157 %

v The Company’s consolidated net income of $2,822,000 for the year ended December 31, 2012 decreased $35,000-
compared to consolidated net income of $2,857,000 for the year ended December 31, 2011. The.Company recorded preferred
‘stock dividends and accretion on preferred stock of $1,784,000 for the year ended December 31, 2012, resulting in $1,038,000
of net income available for common shareholders compared to $868,000 of net income available for common shareholders for
the year ended December 31, 2011. Diluted earnings per share increased from $0.18 per common share for the year ended
December 31, 2011 to $0.21 per common share for the year ended December 31, 2012. On May 9, 2012, the Company
redeemed 12,000 of the 30,255 shares of preferred stock issued under the U.S. Treasury’s CPP program. Related to these shares
was an additional $300,000 of accretion that was recognized at the time of the redemption. The Company’s net interest income,
on a tax equivalent basis, decreased $1,466,000, or 3.4%, to $41,759,000 for the year ended December 31, 2012 compared to
$43,225,000 for year ended December 31, 2011. This decrease was primarily due to a 9 basis point decrease in the net interest
margin from 3.92% for 2011 to 3.83% for 2012 and a year over year decrease in average earning assets of $15.3 million, or
1.4%. The provision for loan losses decreased $2,623,000, or 22.8%, from the year ended December 31, 2011 to December 31,
2012 due to reduced levels of nonperforming assets and lower net charge-offs in 2012 compared to 2011. Total noninterest
income increased $526,000, or 5.7%, for the year ended December 31, 2012 compared to December 31, 2011 primarily due to a
$1.0 million increase in gain on sales of mortgage loans partially offset by a $0.5 million decrease in mortgage servicing income
related to changes in the fair value of mortgage servicing rights. Noninterest expense increased $1,822,000, or 4.9%, from the
year ended December 31, 2011 to 2012. Included in this increase was a $1,183,000 increase in salaries and employee benefits
and a $400,000 increase in processing-expense. The $45,000 decrease in income tax expense includes a $371,000 immaterial
correction of a prior period error. For the year ended December 31, 2012, the return on average assets was 0.24%, the return on
average common stockholders’ equity was 1.40%, and the efficiency ratio was 75.9%.

The Company’s consolidated net income of $2,857,000 for the year ended December 31, 2011 increased $6,409,000
compared to a net loss of ($3,552,000) for the year ended December 31, 2010. The Company recorded preferred stock
dividends and accretion on preferred stock of $1,989,000 for the year ended December 31, 2011, resulting in $868,000 of net
income available for common ‘shareholders compared to a net loss of ($5,541,000) for the year ended December 31, 2010.
Diluted earnings per share increased from ($1.15) per common share to $0.18 per common share. The Company’s net interest
income, on a tax equivalent basis, decreased $432,000, or 1.0%, to $43,225,000 for the year ended December 31, 2011

7



~compared to $43,657,000 for the year ended December 31, 2010 primarily due to a $54.1 million decrease in average earning
assets offset by a 14 basis point improvement in thenet interest margin from 3.78% in 2010 to 3.92% in 2011. The prov1s1on for.
loan losses decreased $3,732,000, or 24.5%, from December 31, 2010 to December 31, 2011. Other real estate expenses and
impairment losses incurred on foreclosed properties decreased from. $9,804,000. for the year ended December 31, 2010 to
$2,736,000 for the year ended December 31, 2011. The Company had recorded a $6,158,000 valuation allowance for other real
estate owned durmg the fourth quarter of 2010 that had significantly 1ncreased noninterest expense. “The Company s net interest
income, on a tax equivalent basis, decreased $432, 000 or 1.0%, to $43 225,000 for the year ended’ December 31, 2011
’compared to $43,657,000 for the year ended December 31,2010 prnnanly due to a $54, 149,000 decrease in average earning
assets. For the year ended December’ 31, 2011, the réturn on average assets was 0. 24%, the return on average common
stockholders equity was 1. 15%, and the eﬂic1ency ratlo was 71.1%.

Total assets at. December 31, 2012 were $1,181, 606 000, compared to 1, 171 l6l OOO at December 31, 2011, an
increase of $10,445,000, or.0.9%. On Jily 1, 2012, the Company distributed a four peréent stock . dividend_for- the fourth
consecutive year to common shareholders of record at the close of business on June 15, 2012. For all periods presented share
information, including basic and diluted:earnings per share, has been adjusted retroactively to reflect the stock dividend.

. Net Interest Income

Net interest income is the largest source of revenue resulting from the Company’s lending, investing; borrowing; and
depos1t gatherlng act1v1t1es It is affected by both changes in the level of interest rates and changes in the amounts and mix of

Average Balance Sheets ' | | , 2

A . The followmg table presents. average balance sheets, net. interest income, average ylelds of earning assets, average
costs of interest bearing liabilities, net interest spread and net interest margin on a fully taxable equivalent basis for each of the:. '
years in the three year period ended December 31, 2012. , fo




(In thousands) 2012 2011 2010
s _ ‘Interest Rate " Interest Rate - Interest ‘Rate
Average Income/  Eamned/ Average - Income/  Earned/ Average Income/  Earned/
Balmce  Expemse(l)  Paid(1) Balnce  Expense(l)  Paid(l) Balance . Expense()  Paid(l
ASSETS T ) )
Loans: (2) (4) _
Commercial 127,035 $ 6,621 52008 12757208 6952 545 9§ 139679 $ 7,739 5.54. 9
Real estate construction - residential - 21471 1,196 5.56 . 30,171 - 1,704 5.65 37,954 1,959 516
Real estate construction - commercial 43,224 1,872 432 50374 .- 2,255 448 75,207 2,904 386,
Real estate mortgage - residéntial * 219,045 11,719 5.30 203,587 o 11,619 571 221,545 12,672 572
Real estate mortgage - commercial - 404,462 - 20,85-6 - 514 a o 423,682 22,884 K 5,40 440,285 25,309 ) 5.75
Consumer 27,785 1,798 645 29828 2,057 6.90 34,787 2,626 755
Total loans 84_3,022/$ . 44062 521 o § ‘ 865,214 §. 47471 549:9, § 949457 § .. . 53,209 560 %
- Investment securities: (3) o : o . . v .
U.S. treasury 2,048 § 33 161 %-$ 1,754 § 29 165 % § ., 790 § - 15 1.90 %
Government sponsored enterprises 70,787 998 - . 141 63,089.. 1,240 197 47914 1,242 2.59
Asiet backed securities 113,749 3,025 (265 111,859 3,551 307 83237 2018 1351
State and municipal 34,248 1,398 4.07 © 32,375 1,573 486 33272 1,764 5.30
Total investment securities 220,832 § 5,454 246 o § 209,077 $ 6,393 . 306 o § 165213 § 5939 359 %
Restrictedinvesgnents 4287 102 237 5,091 156 3.06 6,356 176 271
Federal funds sold 4 . . 117 . f 187 R
Interest bearing deposits . ‘ . o .
in ofher financial institutions 18,207 4% 025 nUs 026 346800 . . 86 . .02
Total interest earning assets 1,086,396 $ 49,664 456 o, $ 1,101,744 § o 54078 4.?1‘ % $  L1S5893 § 59410 5.14 o
All other assets 105,129 99,216 o 94,302 o
 Allowance for loan losses (15,141 (13,550) - ~ o (13854)
Total assets’ 1,176,384 - § 1187410 $ 1236841
LIABILITIES AND s o
STOCKHOLDERS' EQUITY - ,
NOW accounts 181422 § 636 035 % § 175347 § 911 052 % § 167,303 § 960 057 %
Savings 66,569 74 0.11 60,582 . 125 021 - © 52,605 - 131 0.25
Money market 153,388 436 - - 0.28 153,672 608 0.40: 167,240 1,080 -0.65
Time deposits of _ :
$100,000 and over 129,165 L111 0.86 131,175 1,663 1.27 130,493 ' 2,485 1.90
Other time deposits 271,337 3715 134 - 201847 5,124 176" 318,891 o7l 226
Total time deposits 807,881 $ 5,972 074 % § 8126188 8431 104 % § 836532 § 11867 142 %
Federal funds purchased'and . : '
securities sold under agreements ; :
torepurchase . 23,280 21 0.09. T 27,636 47 0.17 -32,723 75 023
Subordinated notes 49486 1,381 278 49486 1,301 ° 2.63 49486 t 1,526 ~3.08
Federal Home Loan Bank Advances 27961 531 1.89 42,230 1,074 2.54 70,456 ' . 2285 324
Total borrowings 100,727 § 1,933 191 o § 119,352 § 2,422 203 0, $ 152,665 $ 3,886 255 o
Total interest bearing liabilities 908,608 § 7,905 087 % § 931,970 $ 10,853 116 % § 989,197 § 15,753 1.59 %
Demand deposits 163,886 145,347 ’ 131,438
Other liabilities 7,714 5,638 6,883
Total liabilities 1,080,208 1,082,955 Li27,518
Stockholders' equity 96,176 104,455 109,323
Total liabilities and
stockholders' equity 1,176,384 $ 1187410 § 1236841
Net interest income (FTE) 41,759 43,225 43,657
Net interest spread 3469 % 375 % 355 %
Net interest margin 383 % 392 % 378 %



(1) Interest income and yields are presented on a fully taxable equivalent basis using. the Federal statutory income tax rate of 34%, net of nondéductible
~_ interest expense. Such adjustments totaled $550,000, $610,000 and $671,000 for the years ended December 31 2012 2011 and 2010, respectively.

{2) "Non-accruing loans are included in the average amounts outstandmg

(3)=;*Average balances based on amortized cost.

" (4) "Fees and costs on loans are included in interest income.

Comparison of the Years ended December 31, 2012 and 2011

Financial results for the year ended December 31, 2012 compared to the year ended. December 31, 2011 reflected a
decrease in net interest income, on a tax equivalent basis, of $1,466,000, or 3.4%. Average interest-earning assets decreased -
$15,348,000, or 1.4%, to $1,086,396,000 for the year ended December 31, 2012 compared to $1,101,744,000 for the year ended -
December 31, 2011 and average interest bearing liabilities decreased $23,362,000, or. 2.5%, to $908,608,000 for the year ended
December 31, 2012 compared to $931,970,000 for the year ended December 31, 2011. :

: Average loans outstandlng decreased $22,192, 000 or 2.6% to $843,022,000 for" the year ended December 31 2012
compared to $865,214,000 for the year ended December 31, 2011. See the Lending and Credit Management section for further =
“discussion of changes in the composition of the lending portfolio. Average investment securities and federal funds sold
_increased $11,686,000, or 5.6% to $220,880,000 for the year ended December 31, 2012 compared to $209,194,000 for the year -
‘ended December 31, 2011. Average interest bearing deposits in other financial institutions decreased $4,038,000 to $18,207,000:
for the year ended December 31, 2012 compared to $22,245, 000 for the year ended December 31, 2011. See the- quuzdzty

; Management sectron for further discussion.

Average time deposits decreased $4,737, OOO or 0.6%, to $807, 881 000 for the year ended December 31, 2012
compared to $812,618,000 for the year ended December 31, 2011. Average borrowings on Federal Home Loan Bank advances
decreased $14,269,000 to $27,961,000 for the year ended December 31, 2012 compared to $42,230,000 for the year ended
December 31, 2011. See the Liquidity Management section for further discussion.

~Comparison of the Years ended December 31,2011 and 2010

Financial résults for the year ended December 31, 2011 compared to the year ended December 31, 2010 includeda
" decrease in net interest income, on a tax equivalent.basis, of $432,000, or 1.0%. Average interest-earning assets decreased .
$54,149,000, or 4.7% to $1,101,744,000.at December 31, 2011 compared to $1,155,893,000 at December 31, 2010 and average -
interest bearing liabilities decreased $57,227,000, or 5.8%, to $931,970, 000 at December 31; 2011 compared to $989,197,000 at
December 31, 2010.

Average loans outstanding decreased $84,243,000 or 8.9% to $865,214 000 at December 31, 2011 compared to
$949,457,000 at December 31, 2010. See the Lending and Credit Management section for further discussion of changes in the
composition of the lending portfolio. Average investment securities and federal funds sold increased $43,794,000 or 26.5% to -
$209,194,000 at December 31, 2011 compared to $165,400,000 at December 31, 2010. Average interest bearing deposits in
other financial institutions decreased $12,435,000 to $22,245,000 at December 31, 2011 compared to $34,680, OOO at December
o 31, 2010 Se¢ the Liquidity Managemént section for further discussion. - S

Average time deposits decreased $23,914, 000 to $812,618,000 at December 31, 2011 compared to $836 532,000 at
December 31, 2010. Average borrowings decreased $33,313,000 to $119,352,000 at December 31, 2011 compared to
$152,665,000 at December 31, 2010. The decrease in average borrowings primarily reflects a net decrease in Federal Home
Loan Bank advances. See the Liquidity Management section for further discussion.
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Rate and volume. analysis

The following table summarizes the- ‘changes in net interest income. on. a- fully taxable equlvalent ba81s by major

category of interest earning assets and interest bearing liabilities, indentifying changes related to volumes and rates for the years
ended December: 31,.2012, compared to December 31,:2011 and for the years-ended December 31, 2011 compared to December

31, 2010. The change in interest due to the combined rate/volume variance has been allocated to rate and: volume changes in
proportion to the absolute dollar amounts of change in each. : . 5 :

2012

201t
C e . Change due to o __Change due:to :
o Total = .-~Average Average . Total: Average::;.-  Average :
(In thousands) _ Change: - . Volume " Rate * .Change. Volume: Rate &
Interest income on a fully - '
taxable equivalent basis: (1)
Loans: (2) (4) ,
Commercial % (33) 8 (298 (302 - $ (8. $ - (662). $ (125)
Real estate construction - re51dent1al (508) (485) ) (23) (255) (428) 173
Real. estate construction - commiercial (383) - . (312) (1) - (649) (1,062) J413 .
Real estate mortgage - residential 100 852 (752) (1,053) (1,025 « 28)- -
Real estate mortgage - commermal (2,028) (1,014) - (1,014) (2,425) - (932) - © (1,493)
Consumer (259) (136) T (123) (569) (354) @15)-
Investment securities: (3) - - v
U.S. treasury 4 5 88} 14 15 O T
Government sponsored entities (242) . 138 (380) . 2) 339 . (341) 7. o
* Asset backed sectirities (526) - L59 (589) 633 929 (296) . -
State and municipal (175) 87 (262) (191) én (144)
Restricted investments (54) (23) (31 (20) 37 17
Federal funds sold - - - - - -
Interest bearing deposits ] _ E
* _in other financial institutions _ (12 (11 ). (28) (32) 4
- Total interest income (4,414) (869) (3,545) ©(5,332) (3,296) (2,036)
Interest expense: . : o ’
NOW accounts @76) . 31 07 R ) 45 (94)
Savings 1) 1. (62) , () 18 @ .
Money market (172) a - arny . 472) (82) (3%0) . - ..
.Time deposits of $100, 000 and over (552) 25 .o (827 . (822) 13, (835) .
Other time deposits (1,408) .o (245) 7( 1,163) (2,087) (574) - (L513)
Federal funds purchased and '
securities sold under agreements
to repurchase (26) 6) 20) S8 an . (an
Subordinated notes 80 - 80 (225) - (225)
Federal Home Loan Bank advances (543) - (310)- L (233) © (1,21 - (787) - (424)
Total interest expense - : (2, 948)"? (545) (2‘403) (4,900) (1,378) (3:522) - ¢
Net interest income on.a fully : - o
_ taxable eggjvalent basis $ (1.466). $ (324) $ 1_L4gl $ (432) $ (1 918) $. 1,486 -

(1) . Interest income and yields are presented on a fully taxable equwalent basis using. the F ederal statutory income tax rate of 34%, net of nondeductlble
; interest expense. Such adjustments totaled $550,000, $610,000 and $671,000 for the years ended December. 31 2012,2011 and 2010, respectlvely
(2) Non-accruing loans are included in the average amounts outstandmg

(3) Average balances based on amortized cost.

(4) Fees and costs on loans are 1ncluded in interest income.

Net interest income on: a fully taxable equlvalent basis décreased $1,466,000, or:3.4%, to $41,759,000:for the year -
ended December 31, 2012 compared to $43,225,000 for the year ended December 31,2011, and followed a $432;000, or 1.0%,
~ decrease for the year ended December 31, 2011 compared to the year ended December 31, 2010. Measured as a percentage of
average earning assets, the net interest margin (expressed on a fully taxable equivalent basis) decreased to 3.83% for the year.
ended December 31, 2012 compared to 3.92% for the year ended December 31, 2011, and increased compared to 3.78% for the
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year ended December 31, 2010. The decrease in net interest income was primarily the result of lower interest income earned on
loans due to lower average balances and lower average rates. The Company’s net interest spread decreased to 3.69% for the
year ended December 31, 2012 from 3.75%:for the year ended December 31, 2011, and‘increased compared-to 3.55% for the
year'ended: December 31, 2010.- While the*Company was able to decrease the rates paid on interest bearing liabiliti€s to 0.87%
for the year ended December 31, 2012 from 1.16% for the year ended 2011, and 1.59% for the year ended 2010, this decrease
was partially offset by the decrease in the rates earned on interest earning assets to 4.56% for the year ended December 31, 2012
from 4.91% in 2011, and 5.14% in 2010. Interest expense incurred on deposits and other borrowings decreased $2,948,000 from
the year ended December 31, 2012 compared to the year ended December 31, 2011, and decreased $4,900,000 from the year
ended December 31, 2011 compared to the year ended December 31, 2010. Effective January 1, 2012, the Company recorded a
$368,000 credit to interest expense on time deposits for imputed interest calculated on capitalized interest not accounted for
during the time period of 2004 through 2011 on the construction of the Company’s new bank buildings. This is considered a
correction of an immaterial prior period error. Without this credit to interest expense, rates paid on interest bearmg liabilities
< would have been approximately 0.91% for the year ended December 31, 2012 :

Non-interest Income and Expense

Non-interest income for the years ended December 31, 2012, 2011 and 2010 was as follows:

$ Change % Change’

-(In thousands) 2012 2011 2010 '12-'11 '11-'10 ° C '12-'11 N '11 '10
Non-interest Income : o o ©
Service charges on deposit accounts $ 5439 $. 5,566 $ 5554 $ . = (127) $ 12 . - (23) % - 02 %
» Trust department income 893 898 . 803 NN C)) 95 -~ (0.6) 11.8

Gain on sales of mortgage loans, net 2,669 1,649 . 2,493 1,020 (844) 619 (33.9)
Gain on sale of ' ’ “

investment securities 26 . 0 o 26 . 0 NM ©UNM
Other B 699 1,087 1,631 (388) _(544) - (35.7)- (33.4)
‘Total non-interest income . 3 9,726 $ ' 9200 $§ 10,481 $ 526 % (1,281) - 57 % (12.2) %
Non-interest income as a

% oftotal revenue * 19.1 % 17.8 % 19.6 %
Total revenue per full time '

equivalent employee $ 1476 $ 153.8 $ 157.3

* Total revenue is calculated as net mterest mcome plus non-mterest mcome
NM - not meaningful '

On January 1, 2012, the Company opted to measure mortgage servicing rights at fair value as permitted by Accounting
Standards Codification (ASC) Topic 860-50 Accounting for Servicing Financial Assets. The election of this option resulted in
the recognition of a cumulative effect of change in ‘accounting principle of $459,890, which was recorded as an ‘increase-to
beginning retained earnings, as further described in Note 6 to the consolidated financial statements: As such, effective January
1, 2012, the change in the fair value of mortgage servicing rights is recognized in earnings as other noninterest income for the
perlod in which the change occurs. :

Years Ended December 31, 2012 and 2011

Noninterest income increased $526,000 or 5.7% to $9,726,000 for the year ended December 31, 2012 compared to
$9,200,000 for the year ended December 31, 2011. The increase was prlmarlly the result of a $1, 020,000 increase on gain on
sales of mortgage loans, net partially offset by a $453,000 decrease in the real estate servicing income recorded in other
noninterest income. As a result of the changes in fair value during the year ended December 31, 2012, $878,000-was earned in
real estate service fees, $122,000 was recorded in real estate servicing income due to changes in model inputs and assumptions,
and ($915,000) was recorded due to other changes-in fair-value resulting from customer payments and passage of time. This is
in comparison to the year ended December 31, 2011 in which $863,000 was earned in real estate servicing fees and $808,000 of
MSR amortization was recorded. The Company’s loans sold increased from $75,000,000 for the year ended December 31,2011
_ to $100,000,000 for the year ended December 31, 2012. As mentioned above, due to.low interest rates, an increase in
refinancing activity impacted both the volume of loans sold and gains recognized. The Company was servicing $310,000,000 of
mortgage-loans at December 31, 2012 compared to $307,000,000 at December.31, 2011. During 2012, the Company recelved ’
$790,000 from proceeds on sales.of available-for-sale debt securities and recognized a $26,000- gam on sale : -
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Years Ended December 31,2011 and 2010 -

» _ Noninterest i income decreased $1,281,000 or 12. 2% to $9 200, 000 for 2011 compared to $10 481,000 for 2010 The '
~ decrease was prlmanly the result of an $844,000 decrease in ‘the gains on sales of mortgage loans and a $544,000 decrease in
~ other income. The Company s loans sold" decreased from $107, 000, 000 for 2010 to $75,000; 000 for 2011, A decrease in
refinancing activity impacted both the volume of loans sold and gains recognized. The Company was semcmg $307 000, 000 of
‘mortgage loans at December 31, 2011 compared to $298,000,000 at December 31, 2010. The. decreasé in other- nonmterest
income was primarily due to-a- $268 000 refund of prior year’s processing fees received in 2010 and a $139 000 decrease in
credlt card income.. The Company had no sales of debt securrtles durmg 2011 or 2010 . R

Non-mterest expense for the years ended December 31, 2012 2011 and 2010 was. as. follows; o

' $.Change .. % % Change

(I" thousands) S : '2012 C 20111 IR 2010 '12-'11 '11-'10 ... '12-'11 -'1‘1-'10»‘
. Non-interest Expense. . ' RS )
Salarie$ ’ - I 14 368 $ 13,760 $ 13 904 $ 608 $ (144 44 % Q. 0) %r ‘
Employee beneﬁts o 4797 ~4, 222.‘ 3.995 . .575 227 136 - 57 7
. Occupancy expense nét’ T, 598" " 2701 2,532 . T (103) 169 NG R:) 6.7
Furniture and equlpment R T A L . T
expense : : 41,840 L 02)019 “1,997 179) 22 89 11 -
FDIC insurance - >~ - - BRI L EE : . v
. assessment 993 1,107 1;651 (114) . (544 . (103) (32.9)
Legal, exaniination; and ' i 0 " R R R
professional fees S L189 - 1,332 1,441 (143) (109) Qo7 7 (1.6).
Advertising and promotion *% " 1,083 S1,103 - 1,256 ©20) T (153) (1.8) (12.2)3
Postage, printing,and:.. =~ ST T w0 v B
supplies o 1,144 1,158 1,201 (14) (43) (12 Ge
Processing expense . 3,593 . . 3,193 3,353 400 (160) L1250 0 (48) .
Other real estate expense - 2,937 2,736 9,804 201 (7,068) 7.3 (72.1)
Other . 4,125 “3,514 3,717 611 - (203) 2174 0 7. (5.5)
Total non- mterest exgnse $ 38 667 $ @ 36,845 $§ 44851 $ - 1,822 % (8,006)" 4.9 % (17.9) %

Efﬁcrency ratio . R 75.9 % 71.l % 839 %
Salaries and bene__ﬁtsas a% N ; o
of total non-interest

expense © 496 % 488 % 399 %
Number of full-time : -

equivalent employees | . - 345 337 . 340

Total nonmterest expense 1ncreased $1,822, 000 of 4.9%, to $38, 667, 000 for the year ended December 31, 2012
' compared to the year.ended December 31, 2011, and decreased $8,006,000, or 17.9%, to $36 845, 000 for the year ended
December 31, 2011, eompared to $44,851 000 for the year ended December 31, 2010. B

Salary expense “increased $608,000, or 4 4%, for the year ended December 31 2012 compared to the year endedj’ g
December 31, 2011, and decreased $144,000, or 4.4%, for the year ended December 31, 2011 compared to the. year ended |

) December 31, 2010 The number’ of full- t1me equlvalent employees 1ncreased from 337 ‘at’ December .31, 2011 to 345 at -

December 31, 2012 partly due to opening a new lending location in Liberty, Mlssourl 1n May of 2012 as. well as h1r1ng
additional support personnel in loan operatlons departments. ~

Employee benefits mcreased $575 000, or 13.6%, for the - year ended December 31, 2012 compared to the year ended-a e
Deceémber 31, 2011, and. mcreased $227,000, or 5. 7%, for the year ended December 31, 2011 compared to the year ended . -

December 31, 2010. The increase in the year- ended 2012 over 2011 included a $95,000 ' increase in medlcal insurance
premlums a $68, 000 increase in other employee beneﬁts ‘and a $382,000 increase in estnnated proﬁt sharmg and pens1on' ‘
: expense accruals. The increase in the year ended 2011 over 2010 included a $132,000 increase'in medical insurance premrums

a $15 000 i 1ncrease 1n estlmated profit sharing and pens1on accruals and a $88,000 increase in other employee benefits. oL ’

: k Federal Deposit Insurance Corporation (FDIC) insurance assessment decreased. $1 14,000, or 10.3%, for the year
ended December 31,.2012 compared to the year ended December 31, 2011, and decreased $544,000, or, 32.9%, for the yearj',v :

o ended December 31, 2011 compared to the year'ended December 31, 2010. The decrease in-FDIC insurance assessments was

‘due to amendments made by the FDIC effective for the third quarter of 2011 to implement revisions to the Federal Deposit
Insurance Act made by the Dodd-Frank Wall Street Reform and Consumer Protection Act. The years ending after September
30, 2011 reflect a new assessment base using assets and tier one capital i in the assessment calculat1on :
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Legal examination, and professmna\ ees decreased 143,000, 9/, for the year en ed Decembel 3 2012
:ompared {0 the year nded Decem r 31, 2011, nd decrease 9,000, 6%, for the year o0 d Dec , 11
compared the year e od December 25 »010. The decrease gver 2011 was prima result of 2 decrease 1
consulting fees for ah resource e practice rOﬁtabihty—consu\tmg project €0 d"dur 20 ¢ decrease

2()1}\6\7@ 2010 was pr'}mar'ﬂy the due t0 @ $200,000 expense accrual made during thej'fo’urth ,c'\uartef of 2010";epyc§€ﬁ§ing the *
Company’fs esgt}matédﬁob\igqt:\on in a suit filed against Hawthorn Bank found in fajjgr;éf {he plaintive: R o

o Other real estate expense increased $201,000,: or 7.3%, 10 ‘52,937,000 for’ the  year -ended December 31, 2012
cqmpared to the year ended Decembet 31, 2011, and: decreased $7 ,()68,000; or 12.1%, for theyear ende - Decemberl 31, 2011
compated 1o the year ended December 11, 2010 The expense provision for other real estat® owned was $713,000 for the yeat

ended 2012 compare 252, for the year en 4 December 55> , and 30, 00 for he ye ends cember D1
2010. The significa ge 10 ihe expense p"row'smn’from he years e e 0 2012, pi‘"man\y related to one foreclose
commercxal real estate construction prope ne the yeat ed e 010; the L0 = 5,663 000
provision and related valuation alld ance relal 4 to this px perty reflecting 118 current appra¥ d uring the yeat ende

‘Decembet 31, 2012, real estate values 1 roved and comparable sales pccurted which led t© an increased’cur_rem appraiséd’ -
value taat allowed the Company 10 recover $3 908,000 of the yaluation’ zil\owance;"This recovery partially offset current year -
~expens® provisions for other real estate owned of $4,621 000, pr'\marﬂy* g“\t'tﬁbutab\e to eight prvoperties;_fwhere,sigt}iﬁcany wﬂté—
downs were required 10 reflect current appraised values. ‘Expenses incurred 10 maintain fopedbsed properties were $ 251,000 ’
for the year ended 2012 compared t0 $1,289,000 for the year ended 2011,»and $1,47 1,000 for the year ended December a1,
2010, The increases in other real estate expenses were primatily due to related operating costs of additional acquired propert’ses,.

v Other poninterest expense increased $611,000, of 17.4%, {or the yeal ended Decembet 31, 2012 comparé_d o the

year ended December 11, 2011, and Jecreased 203,000, oF 5 5%, for the year ended 'Dec‘ember‘ 31, 2011 cqmpared the yeat
ended December 31, 2010. The increasd from the yeat ended Decembet 31, 2012 over the yeat ended Decenber 3. ,2011 year
was primari\y due to $309 000 of property Jonations 10 charitable organizat'\ons {hat were in other real estate owned- - * '

Four:tﬁ“(iuartér Results for 2012
Comparing fourth quarter 201210 third quarter 2012

The Company’ < net income available 10 common shérehélders’ ’of‘Sl',‘)()0,000 for-the fourth’ quarter ended Dccember
21, 2012 increased $3 ,772,000, compared 0 @ pet 1088 of ’($1,872;000)'f0r the third quarter ended September 30,*2012;'Net
interest income decreased 10 10,100 ,000 from ‘510,122,()00 over the same period. This decreas® was p‘rin‘farﬂy the resplt"pf a
decrease in average interest earning assets from $1,07 4,849;000 for the’ third quarter ended September 0, 2012 o
-8 ,068,741,000 for the fourth quarter ended December 31, 2012, o o

2 The fourth quarter ‘ ] -
provision of ‘54,700,()0(). This decrease Was primar‘ﬂy due.to 2 $1,842,000 decrease in specific reservgsﬁom $§,862,000 at

September 10, 2012 10 $4,020,000 at December 31> 2012, that ras based O panagement’s determination of probable 1055€S
;,“i‘déntiﬁe‘d' during the 1evieW of impaired 10385 o o ) o - " B

B Noniqterest income of $2,6’53,000 fourth quarter 2012 decreased $47,000 from third quartet 2012’8 aoninterest
‘ncome of $72,680,000- This decrease Was cimarily the £ tofa$13 000 decreast. in other oninterest ihcome pal jally offset
by a $117,000 increase 10 ‘gains on ‘Mot 1o §896,000 for ne fourth qua et of 201 eom $779,000 in the third
quarter of 2012. Other noninterest i ' ase | ¢ vatue of ring the ’
compared t0 a pet increase of $12.
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. Comparing fourth quarter 201 2 to fourth quarter 201 1

The Company’s net income available to common shareholders’ of $1,900,000 for the fourth quarter ended December

© 31,2012 increased $3,422,000 compared fo a net loss of ($1,522,000) for the fourth quarter ended December 31, 2011. Net
interest income decreased to $10, 100,000 from $10, 549 000 over the same period. This decrease was prlmarlly the result of a
decrease in average interest earning assets from $1,081,924,000 for the fourth quarter ended December 31, 2011 ‘to
$1 068,741,000 for the fourth quarter. ended December 31, 2012. :

The fourth quarter 2012 prov1s1on for loan losses of $1 000 OOO was $4 880 000 lower than fourth quarter 2011 s:
provision of $5,880,000 and was based upon management’s determmahon of the loan loss reserve requlred to cover probable
losses in the loan portfolio at year-end

Noninterest.income of $2, 633 000 for fourth- quarter 2012 increased $21 000 from fourth quarter 2011 ] nonmterest
income of$2,612,000. This increase was primatily the result of gains on sales of mortgage loans that increased- $141,000 to
$896,000. for the fourth quarter of 2012- from $755,000 in the fourth quarter of 2011.- The Company’s loans sold were

$30,255,000 for three months ended December 31, 2012 compared to $31,491, 000 for the three months ended’ December 31 .
2011. i : \ .

 Noninterest expense of $8,711,000 for fourth quarter 2012 decreased by $823,000 from fourth quarter 2011 S
noninterest expense of $9,534,000. This decrease primarily resulted from a $1,617,000 decrease in other real estate expenses
from $1,171,000 for the three months ended December 31, 2011to $(446 000) for the three months ended December 31, 2012,
The decrease primarily resulted from a $1, 699,000 decrease to the provision for.the valuation allowance for other real estate ’
owned. A current appraisal supported a partial recovery of $3,908,000 of a $5, 663, 000 provision on a. commerc1al rea] estate
construction property taken in 2010. :

Income taxes

‘ Income ‘taxes as a percentage of earnings:(loss) before .income taxes -as reported: in the consolidated financial .
- statements were 16.2% for the years ended December 31, 2012 compared to 17.2% for the year ended December 31, 2011, and .
46.5% for the year ended December-31, 2010. Excluding an immaterial correction of a prior period error of $371,000, and prior.
year return to provision adjustments, income taxes as a percentage of earnings before income taxes were 26.:3% in comparison
to 17.2% for the years ended December 31, 2012 and 2011, respectively. At December 31, 2010, total accrued interest was
$31,000 and total interest expense recognized for the year ended December 31, 2010 was $24 000. At December 31, 2011, the
Company released $28,000 of interest accrued related to the release of $221,000 of uncertain tax provisions, and as of
December 31, 2012, the Company had not recognized any tax liabilities or any interest or penalties in income tax expense

related to uncertain tax positions.

Lending and Credit Management

Interest earned on the loan portfolio is a primary source of interest income for the Company. Net loans represented
70.4% of total assets as of December 31, 2012 compared to 70.8%:as of December 31, 2011. =

. Lending activities are conducted pursuant to an established loan policy approved by the Bank’s board of directors. The
Bank’s credit review process comprises of regional loan committees with established loan approval limits. In addition, a senior
loan committee reviews all credit relationships in aggregate over an. established dollar amount. The senior. loan comm1ttee meets
weekly and comprises of senior managers of the Bank. Lo ‘ B

A summary of loans, by major class within the Company’s loan portfolio as of the dates indicated is as follows:

(In thousands) . 2012 2011 2010 2009 2008 - ,
Commercial, financial, and agricultural ~ $ - 130,040 - $ 128,555 § 151,399 § 153,386 8 = - 151,488 = .
Real estate construction - residential 22,177 30,201 38,841 49,623 0

Real estate construgtion - commercial o 43486 47,697 77937 . . 80,016 - 147432
Real estate mortgage - residential 221,223 203,454 o332 235834 . 210,458--.
Real estate mortgage - commercial 4 . 405,092 402,960 . 453975 . 456696 . 365,094
Installment loans to individuals . . 24,966 30,063 37,130 . 33,548 36,806 .
Totalloans . .. . . : 3 846984 $ 842930 § . 991614 8 1,009.103 §- - 911,278
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The Company’s loan portfolio increased $4,054,000 from December 31; 2011 to December 31, 2012. During the year
ended December 31, 2012 there were no significant increases in loan demand. The Company did experience an increase in
reﬁnancrng durlng this time perlod ‘due to low interest rates available for real estate mortgage’ res1dent1al propemes Also,
dunng the first quarter of 2012 approx1mately $1O 000,000 of real estate construct1on = res1dent1al loans were reclass1ﬁed to -
real estate mortgage res1dent1al loans due to the complet1on of the constructron phase

The State’s economy as a whole has exhibited recent improvemerit- from the’ recessionary: lows of 2010 and 2011 but
continues to be considered weak. State government spending has remained relatlvely constant over the last year but -below pre- -
recession levels which hurts our central region. Branson, while having good hohday weekends, is still strugghng Nat1ona11y, '
unemployment has improved over the last year but remains high'at 7.8% while Missouri’s ‘unemployment rate is better at 6.6%.

. The stock market has exhibited recent strength having set record high levels for the Dow Jones Industrial Average however
there is growing concern that these levels cannot be maintained unless.the economy begms to grow more.than the recent 1.0% -
1.5% quarterly averages. The: US - FHFA House. Price Index for December 2012 indicates house prices nationwide have
increased 5.5%. over the last four quarters but remain-12.9% below the 2007 peak. For. Missouri, the HPI data indicates prices
have.increased 4.7% over the last four quarters but remain 8.1% below the 2007 peak. The house price index for Jefferson City
indicates a year over year price change of 1.76%, Columbia’s change was 1.37%, Kansas City declined by 1.25% and
Spr1ngﬁeld increased by 0. 61% Borrowmg rates have also remained depressed over the last 36 month analysis period. We
anticipate’ moderate nnprovement in the next several quarters over the 12-quarter analysis period but ‘growth will remain slow -
and the economy will continue a modest recovery Management contrnues tofocus on the 1mprovement of asset quahty by
tightening underwrrtlng standatds and focusmg on lending to credit worthy borrowers with the capacity to service their debts.
Where appropnate management actively works w1th existing borrowers to mod1fy loan terms and cond1t1ons in order to assist
the borrowers in servi¢ing their debt obligation's to the Company. ' '

The Company extends credit to its local community market through traditional real estate mortgage products The
Company does not participate in extending credit to sub-prime residential real estate markets. The ‘Company does not lend
~ funds for the type of transactions defined as "highly leveraged" by bank regulatory authorities or for foreign loans. Additionally,
the Company does not have any concentrations of loans exceeding 10% of total loans. that are not otherwise disclosed in the
loan portfolio composition table. The Company. does not:haye. any interest- earnmg assets-that-would-have been mcluded in
~ nonaccrual, past due, or, restructured loans if such assets were loans. KT CL :

, The contractual maturmes of loan categorles at December 31 2012 and the composmon of those loans between ﬁxed
rate and floating rate loans are as follows . _
Principal Payments Due

i

Over One Over

One Year Year Through ~ Five
(In thousands) . Or Less Five Years ~Years - Total
Commercial, financial, and agricultural $ 80,994 § 44,995 $ 4,051 3 130,040
Real estate construction - residential e < 20,954 1,223 S e . 22,177
Real estate construction - commercial B 315080 S 11,972 - 7 434 - 43,486
.Real estate mortgage - residential - 59,979 - . 86,119 . . . 75,125 221,223
Real estate mortgage - commercial 143,840 246,507 o 14,745 405,092
Installment loans to individuals Lo 10,151 . 13,657 . - 1,158 24966
Total loans net of unearned income $ 346998 $ 404473 .$ . 95513 $ . 846984

- Loans with fixed rates " " S 278,050 361,259 25,641 664,950 -

Loans with floating rates - - B . 68,948 43214 69,872 182,034 . .

- Total loans net of unearned income _ . $ 346998 § 404473 $ 95513 § 846,984

The Company generally does not retain long-term fixed rate residential mortgage loans irits portfolio Fixed rate loans
conforming to standards required by the secondary market are offered to qualified borrowers, but are not -funded until the
Company has a non-recourse purchase commitment from the secondary market at a predetermined price. Fot the year-ended
December 31, 2012, the Company sold approximately $100,000,000 of loans to investors compared to $75,000,000 for the year -
ended-December 31;2011. At December 31, 2012, the'Company was servicing approx1mately $310,000,000 of loans sold-to‘the
secondary market compared to $307,000, 000 at December 31, 2010. '
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Real estate mortgage loans retained in the Company's portfolio generally include provisions for rate adjustments at one
to five year intervals. Commercial loans. and real estate construction loans generally have maturities of less than one year
Installment loans to individuals-are primarily fixed rate loans with maturities from one to five years. ;

stk Elements of the Loan Portfolio

v Management, the senior loan committee, and internal loan review, formally review all loans in excess of certain dollar
amounts (periodically established) at least annually. Currently, loans in excess of $2,000,000 in aggregate and all adversely
classified credits identified by management are reviewed. In addition, all other loans are reviewed on-a sample basis. The senior
loan committee reviews and reports to the board of directors; on a monthly basis, past due, classified, and watch list loans in
order to classify or reclassify loans as loans requiring attention, substandard, doubtful, or loss. During this review, management
also determines whichloans should be considered impaired. Management follows the guidance provided in the FASB’s ASC
Topic 310, Accounting by Creditors for Impairment of a Loan, in identifying and measuring loan impairment. If management
determines that it is probable that all amounts due on a loan will not be collected under the original terms of the loan agreement,
the loan is considered to-be impaired. These loans are evaluated individually for impairment, and in conjunction with: current
economic conditions and loss experience, specific reserves are estimated as further discussed below. Loans not individually
evaluated are aggregated and reserves are recorded using a consistent methodology that considers historical loan loss experience
by loan type, delmquenc1es current economic conditions, loan risk ratings and industry concentration. Management ‘believes,
but there can be no assurance, that these procedures keep management informed of potential problem loans. Based upon these
procedures, both the allowance and provision for loan losses are adjusted to maintain the allowance at'a level consrdered
necessary by management to provide for probable losses 1nherent in the loan portfoho '

Nonperforming Assets

The following table summarizes nonperformmg assets at the dates lndlcated : C o : o

(In thousands) ‘ ' ) S 2012 2011 2000 2009 2008

Nonaccrual loans: o s D _ - ! .
Commercial, financial, and agricultural 3 ~1,335 $ 72,0688 0 35328 2,067 $ ©2,071
Real estate ‘construction - residential . : 2,497 1,147 3,586 . 2,678 . 2,775
Real estate construction - commercial - 7,762 - 7,867 - 10,067 . 9,277 . . 1,572
Real estate mortgage - residential 5,330 4,153 5,672 -,6,692 4,345
Real ‘estate mortgage - commercial 13,938 31,000 27,604 13,161 3,505
Installment loans to individuals ‘ 219 168 126 279 S 119

Total. . = . L $ 31.081°$ 46,403 $ . 50,5878 34,154 § 20,387

Loans contractually past - due 90 days
or more and still accruing: : L e
$. 08 . 0% $ 140

Commercial, financial, and agricultural $ ) 2

Real estate construction - residential ’ L0, 0 0 0 0

Real estate construction - commercial 0 8 0 0 52,

Real estate mortgage - residential 0 9 . 0 0 -0

Real estate mortgage - commercial 00 36 ... .0 . -0 547,

Installment loans to individuals 6 1 33 0 4
Total - -~ - . IR X 54 9% - 33 % -29 - .- 743 -
Troubled debt restructurmgs accru ' L g, 282 - 7,217 5,683 8,191 3,736. .
Total nonperforming loans R © 39369 53674 56,303 42,347 © 24,866
Other real estate owned . . 23,124 15,741 13,393 8,452 . 7,828 .
Repossessions 468 279 616 39 0
Total nonperforming assets $ 62,961 $ 69.694 $ 70312 8§ 50838 $ ° 32.694
Loans - S . ©$ 846984 % ..8429308%. 898472$  991,614.$ . 1,009,103
Allowance for loan losses to loans 1.75 % 1.64 % 1.62 % 1.49% 126 %
Nonperforming loans to loans - 4.65 % 6.37 % 6.27 % 427% ° - 2.46°%
Allowance for loan losses to ’ " o

nonperforming loans ' 37.70 % 2573 % 25.87 % 34.94 % - 50:94 %
Nonperforming assets to loans and : . : .

foreclosed assets : . 723 % 8.11 % 7.71 % 5.08 % 3.21 % ..
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Total nonperforming assets decreased $6,733,000, or'9.7%, from December 31, 2011 to December.31, 2012. -As detailed
below, this decrease included a decrease of $15,322,000, -or 33.0%,in nonaccrual loans partially offset by 1ncresases of
$1,065,000, or 14.8%, in accruing TDR’s and $7,572,000, or 47.3%, in other real estate owned and repossessions. -

Nonperforming loans, defined as loans on nonaccrual status, loans 90 days or more past-due and- still accruing, and
troubled debt restructurings (TDRs) totaled $39,369,000 or 4.65% of total loans at December 31 2012 compared to
$53,674, 000 or 6.37% of total loans at December 31 2011 : , A

K

It is the Company’s pol1cy to drscontmue the accrual of interest income on loans when management beheves that the
borrower’s financial condition, after consideration of business conditions and collection- efforts, is-such that the collection of
interest is doubtful, or upon.which principal or interest due has been in default for a period of 90 days or more and the asset is
not both well secured and in the.process: of collection. Subsequent interest payments received on-such loans are applied to
principal if any doubt exists as to the collectability of such principal; otherwise, such receipts-are recorded as interest income on
a. cash ‘basis. Interest.on nonaccrual loans, which- would -have.been recorded under the original terms of the loans, was
approximately $1,198,000 and $l 952,000 for ithe.years ended December 31, 2012 and 2011, respectively. :

As of. December 31 2012 and 2011, approxunately $17 556,000 and $11,673,000, respectively, of loatis not included
in'the nonperformmg asset table were 1dent1ﬁed as potential problem loans having more than normal risk which’ taised doubts as
to the ability of the borrower to comply with present loan repayment terms. Even though borrowers are experiencing moderate
cash flow problems as well as some deterroratlon in collateral value. Management believes the general allowance was sufﬁcrent
to cover the risks and probable losses related to such loans at December 31, 2012 and 2011 respectrvely

Total non-accrual loans at December 31, 2012 decreased $15,322,000 from December 31, 2011 Thrs decrease
primarily consisted of a $17,062,000 decrease in. real estate mortgage — commercial non-accrual loans. This decrease was
partially offset by a $1,350,000 net increase in real estate construction - residential loans, and a $1,177,000 net increase in real
'estate mortgage - residential non-accrual loans. The overall decrease in ‘nonaccrual loans primarily resulted from the foreclosure
of six commercial real estate loans with balarices totaling $14,769,000 at December 31, 2011 that had been in nonaccrual status.
The increase in real estate construction — residential loans, and:real estate mortgage residential loans resulted prrmarlly from
three significant loan relationships with balances totaling $3,336,000 at December 31, 2012 that were put on non-accrual status
during the year. At December 31, 2012, real estate-mortgage — commerc1al non-accrual loans made up 45% of total non-accrual
loans compared to 67% at December 31, 2011. it

Loans past due 90 days and still accruing interest decreased $48,000 from $54,000 at December 31,2011 to $6 OOO at
December 31, 2012. Foreclosed real estate and other: repossessions increased $7,572,000 from $16,020,000 at December:31,
2011 to $23 592 000 at December 31, 2012 primarily due to real estate mortgage — commercial foreclosures. During the year
ended 2012, $16,869,000 of nonaccrual loans, net of charge-offs taken, moved to foreclosed assets. Real estate values improved
during the year and the Company was able to sell several properties with proceeds totaling $8,571,000 that partially offset the
additional properties acquired. Also, during the year the Company had recorded a net $713,000 additional ‘provision to the
valuation allowance that included a $3,908,000 recovery as a result of a current appraised value. See Note: 3 for addmonal
information.

The followmg table summarizes the Company s TDRs at the dates indicated:

December 31,2012 =~ - December 31, 2011

. Number of Recorded Specific Number of Recorded Specific '
(In thousands) - S © " contracts Investment ~  Reserves ‘contracts Investment Reserves
TDRs - Accrual ; o i _ C T
Commercial, financial and agricultural 128 . 2,80 $ 104 9% 2,360 $ 120
Real estate mortgage- residential- - -~ -~ 3 - 440 - - - 94 - 20 - 2416 - 61
Real estate mortgage - commercial 6 5022 11 - 3 - 2441 "~ 0
Total TDRs - Accrual o . 21 $... 8282 8% .309 32 % 7,217 $ 181
TDRs - Non-accrual ' .
Commercial; financial and agricultural. 2. % 201§ 14 2% 84 S 52
Real estate construction - commercial 5 5,693 468 8 6,227 . . 321.
Real estate-mortgage- residential 9 1,177 142 9 1,278 108
Real estate mortgage - commercral 12 6,966 611 15 - 17,359 860 -
Consumer . o 2 .44 ) 0 0 0 0-
Total TDRs - Non-accrual 30 § 14,081 § 1,235 34 3 24,948 $ 1,341
Total TDRs . 51 § 22,363 $ 1,544 66 $ 32,165 § 1,522
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At December 31, 2012, loans classified as TDRs totaled $22,363,000, of which $14,081,000 were on non-accrual
status and $8,282,000 were on accrual status. At December 31, 2011, loans classified as TDRs totaled $32,165,000, of which
$24,948,000 were on non-accrual status and $7,217,000 were on accrual status. The $9,802,000 decrease from December 31,
2011 consisted primarily of two commeréial real estate mortgage nonaccrual loans with balances totaling. approximately
$8,360,000 at December 31, 2011, that went to foreclosure during the year ended December 31, 2012. These commercial
foreclosures consisted of two hotels in the Branson Area and a church in the Lee’s Summit area. The church was sold during the
fourth quarter of 2012 and the hotels are going to auction during the second quarter of 2013. The decrease-in TDRs classified as
real estate — mortgage residential accruing loans primarily related to one loan relationship consisting of fourteen loans that were
consolidated into one new loan at a market rate meeting all the qualifications to be removed from the TDR classification.

Provision and Allowance for Loan Losses

As mentioned above, the Company is continuing to.recover from the deterioration of collateral values during the prior
and current economic conditions. Current. appraisals are being obtained and management has adjusted the provision to reflect
the amounts determined necessary to maintain the allowance for loan losses at a level necessary to cover probable losses in the
loan portfolio. The allowance for loan losses increased to $14,842,000 or 1.75% of loans outstandlng at December 31 2012
compared to $13,809,000 or 1.64% of loans outstanding at December 31, 2011.

The following table summarizes loan loss experience for the years ended as 1nd1cafed:

(In thousands) 8 2012 2011 2010 . 2009 T 2008
Analysis of allowance for loan losses; _ - ' N - - -
Balance beginning of year - $ © 13,809 $- - 14,565 -$ 14,797 § - 12,6678 - 9,282°
Net charge-offs (recoveries): :
Commercial, financial, and agricultural 1,599 1,964 - 1,750 . 1,191 . . 3418
Real estate construction - residential 67n 1,793 - 903 : 1,007 . 458 .
Real estate construction - commercial - - (23) S 262 . 4,534 450 .. - 188
Real estate mortgage - résidential 819 1,775 4306 - 2,612 416 . -
Real estate mortgage - commercial 5,218 6,317 3,812 724 35
__Installment loans to individuals 321 e - 168 w182 S - 240 o <. 311
Net charge-offs ‘ _ 1867 12,279 15,487 6,224 . 482
Provision for loan losses 8,900 11,523 15,255 8,354 8211
Balance end of vear $ 14,842 $ 13,809 $§  14.565 $ 14,797 $ 12,667
Provision

The provision for loan losses decreased to$8;900,000 for the year ended December 31, 2012 compared to $11 ,523.,000 for the -
year ended December 31, 2011, and $15,255,000 for the yeér ended Decemnber 31, 2010. The Company’s net loan charge-offs
were $7,867,000, or 0.93% of average loans, for the year ended December 31, 2012 compared to net loan charge-offs of
$12,279,000, or 1.42% of average loans, for the year ended December 31, 2011, and $15,487,000, or 1.63% of average loans,
for the year ended December 31, 2010. Net charge-offs continued to include significant write-downs of approximately
$6,700,000 during the year ended December 31, 2012 on properties going to foreclosure to reflect declines in current collateral.
values: Real estate mortgage - commercial net charge-offs represented 66% of total net charge-offs during the year ended
December 31, 2012 and primarily related to three significant commercial loan relationships that went to foreclosure. One of
these foreclosures consisted of two hotels in the Branson area for which a $1,745,000 charge off was taken to value the property
according to its current appraised value determined during the third quarter of 2012. Although net charge offs have decreased
from the year ended December 31, 2010 to the year ended December 31, 2012, the provision for loan losses remains significant
due to the level of specific reserves on loans individually evaluated for impairment and the historical loss rate based on the
Company’s last thirty-six months of charge off experience. Specific reserves were $4, 020 000 at December 31,2012 compared |
to $3,748,000 at December 31, 2011, and $6,376,000 at December 31, 2010.
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Allowance for loan losses

The following table is a summary of the allocation of the alloWance fdr loan losses:

(In thousands) . . . 2012 2011 2010 } 2009 2008
Allocation of allowance for
loan losses at end of year:

Commercial, financial, and agricultural . $ 1,937 $ '1,804‘ $ 2,931 $ 2,773 $ 1,712
Real estate construction - residential . . o T32 . - 1,188 2,067 348. . 0
Real estate construction - commercial , . L7 1,562 1,339 1,740 | 2490
Real estate mortgage - residential i 3,387 3,251 3,922 3,488 557
Real estate mortgage - commercial 6,834 5,734 3458 4,693 6,014
Installment loans to individuals 239 - 267 231 ‘ 380 391
Unallocated . L2 3 617 1,375, 1,503
__Total L $ 14842 . $ 13809 $. 14565 § 14797 § 12667
Percent of categories to total loans . . _

Commercial, financial, and agricultural » _ 154 % 2153 % . 146 % 153 % 152 %
Real estate construction - residential - 2.6 36 35 3.9 49
Real estate construction - commercial 5.1 5.7 6.2 7.9 79
Real estate mortgage - residential — " 26.1 241 232 ' 234 234
Real estate mortgage - commercial S '47.8 478 .. 489" 45.8 ' 453
[nstaliment loans to individuals - - 3.0 3.5 3.6 3.7 33
Total 100.0 % 100.0 % 100.0 % 100.0 % _100.0 %

The Company’s allowance for. loan losses increased $1,033,000 from December 31, 2011 to December 31, 2012. The
overall increase primarily consisted of a $1,100,000 increase in the allocation for real estate mortgage — commercial loans that
was partially offset'by a $456,000 decrease in real estate construction — residential loans. The ratio of .the allowance-for loan
losses to nonperforming loans was 37.7% at December-31, 2012 compared to 25.73% at December 31, 2011.

The followmg table is a summary of the general and specxﬁc allocatlons of the allowance for loan losses for the years ended as
indicated:

(In thousands) 2012 2011 2010 2009 2008

Allocation of allowance for loan losses: ' = o . _ :
Individually evaluated for impairment - specific reserves $ 4020 § 3,748 § 6,376 $ 6,415 $ 3,837
Collectively evaluated for impairment - seneral reserves 10,822 10,061 8,189 8,382 8,830

Total : 3 14842 § 13809 § 14.5 565 $ 14,797 $ 12 667

The specific reserve component apphes to loans evaluated 1nd1v1dua11y for impairment. The net carrying Value of
impaired loans is generally based .on the fair values of collateral .obtained through independent appraisals or internal
evaluations, or by discounting the total expected future cash flows. Once the impairment amount is calculated, a specific reserve
allocation is recorded. At December 31, 2012, $4,020,000 of the Company’s allowance for loan losses was allocated to
impaired loans totaling approximately $39,363,000 compared to $3,748,000 of the Company's allowance for loan losses
allocated to impaired loans totaling approximately $53,620,000 at December 31, 2011: Management determined that
$14,733,000, or 37%, of total impaired loans required no reserve allocation at December 31, 2012 compared to $23,223,000, or

43%, at December 31, 2011 primarily due to adequate collateral values, acceptable payment hlstory and adequate cash flow
ability. -

The incurred loss component of the general reserve, or loans collectively evaluated for impairment, is determined by
‘applying percentages to pools of loans by asset type. Loans not individually evaluated are aggregated based on similar risk
characteristics. Historical loss rates for each risk group, which is updated quarterly, are quantified using all recorded loan
charge-offs. Management determined that the previous twelve quarters were reflective of the loss characteristics of the-
Company’s loan portfolio during the recent three year economic environment. These historical loss rates for each risk group are
used as the starting point to determine allowance provisions. The Company’s methodology includes factors that allow
management to adjust its estimates of losses based on the most recent information available. The rates are then adjusted to
reflect actual changes and anticipated changes such as changes in specific allowances on loans and real estate acquired through
- foreclosure, any gains and losses on final disposition of real estate acquired through foreclosure, changes in national and local
economic conditions and developments, .including general economic and business conditions affecting the Company’s key
lending areas, credit quality trends, specific industry conditions within portfolio segments, bank regulatory examination results,
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and findings of the internal loan review department. These risk factors are generally reviewed and updated quarterly, as
appropriate.

Prior to 2011, the historical loss percentage for non-impaired loans was based on a blend between industry standards
and the Company s five year loss experience, and the unallocated portion.of the allowance was based oh management’s
evaluation of conditions that were not directly reflected in the determination of the specific reserve component and the incurred
loss component: The specific and general reserve allocations represent management’s best estimate of probable losses contained
in the loan portfolio at the evaluation date. Although the allowance for loan losses compr1ses of specific and general allocat1ons
the entire allowance is available to absorb any credrt losses.

Investment Portfolio
The Company classifies its debt and equity securities into one of the following two categories: V

Held-to-Maturity - includes investments in debt securities that the Company has the positive intent and ability to hold
until maturity. Available-for-Sale - includes investments in debt and equity securities not classified as held to. maturity or
trading (i.., investments that the Company has no present plans to sell in the near-term but may be sold in the future under
different c1rcumstances) The Company’s 1nvestment portfoho consists of avarlable-for sale securltles : :

" Debt securities classified as held-to-maturity are carried at amortized cost while debt and equlty securmes cla551ﬁed as
available-for-sale are carried at estimated market value. Unrealized holding gains and losses from available-for-sale securities -
are excluded from earnings and reported, net of applicable taxes, as a separate component of stockholders' equity until realized.

The Company does not engage in trading activities and accordingly does not have any debt or equity securities
classified as trading securities. Historically the Company's practice had been to purchase and hold debt instruments until

maturity unless special circumstances exist. However, since the investment portfoho s major function is to provrde liquidity and o

to balance the Company's interest rate sensitivity pos1t1on all’ debt securmes are class1ﬁed as available-for- sale o

At December 31, 2012 the investment portfolio class1ﬁed as available-for-sale represented 18.3% of total consolxdated :
assets. Future levels of held-to-maturity and available-for-sale investment securities can be expected to. .vary depending upon
liquidity and interest sensitivity needs:as well as other factors. : »

The following table presents the composition of the 1nvestment portfolio by major category:

(In. thousands) . ' 5 2012 - 2011 -

U.S. Treasury" : o o : " $ 2,030 §- 2,054
Government sponsored enterprises . , ' - ©oreo - 55,180 70,314 -
Asset-backed securities ' i 107,872+ - 107,329
Obligations of states and political subdivisions . : 35,164 34,109
Total available for sale debt securities S L 5 -200.246 5 213.806

As of December 31, 2012, the maturity of debt secur1t1es in the investment portfolio was as follows

Over One Over Five o . . Weighted

) . One Year Through Through Over Average
(In thousands) ) Or Less Five Years Ten Years Ten Years Total Yield(1) -~ ...
U.S. Treasury- . S8 1,017 % 1,013 § - 8 - - 8 2,030 - 163 %
Government $ponsored enterprlses " 590 52,571 - - 2,019 s - 55,180 - - 1.34° -
Asset-backed securities(2) 5,023 95,995 6,854 - 107,872 _ - 2.69
States and political subdivisions (3) 2,345 - 11,570 19,321 1,928 35,164 _4.15
Total available-for-sale debt $ 8975 § 161,149- 8 28194 §- 1928 § 200246 ) ?_Si%

Weighted average yield (1) 3.07 % - 2.38 % 3.34 % 4.67 % 2.54 %

1) Weighted average yield is based on amortized cost.

2) Asset-backed securities have been included using historic repayment speeds. Repayment spéeds were determined from actual portfolio
experience during the twelve months ended December 31, 2012 calculated separately for each mortgage-backed security. These repayment
speeds are not necessarily indicative of future repayment speeds and are subject to change based on changing mortgage interest rates.
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3) Rates on obligations of states and political subdivisions have been adjusted to fully taxable equivalent rates using the statutory Federal
income tax rate of 34%.

At December 31, 2012 $105,000 of debt securities classified as available-for- sale in the table above had Varlable rate
prov1srons with adjustment periods rangmg from one week to twelve months.

. The following non-marketable securmes are restrrcted securities which, lacking a market, are carried at cost These :
securities. are reported in other assets. At December 31, 2012, $2,278,000 of the total included Federal Home Loan Bank (Des
Moines) stock held by the Bank in accordance with debt and regulatory requirements. Other non-marketable securities include a
$1,486,000 equity investment in the Company’s unconsolidated Exchange Statutory Trusts. (See Note 8 to the Company s
consolidated financials for further explanation on the Exchange Statutory Trusts.) ‘

(In thousands) . : 2012 - - 2011
Federal Home Loan Bank of Des Moines stock - $ 2,278 % 2,738
Midwest Independent Bank stock : ' ‘ . 15t - - 151
Federal Agricultural Mortgage Corporation stock : - Co ] 10 10
Investment in unconsolidated trusts : : ) e 1,486 - - 1,486"
Total non-marketable investment securities 3 3925 % 4385

Liquidity and Capital Resources .

Liquidity Management

" The role of hqurdrty management is to ensure funds are available to meet depositors' withdrawal and borrowers' credit
demands whilé at the same time maximizing proﬁtabrllty This is accomplished by balancing changes in demand for funds with
changes in the supply of those funds: Liquidity to meét the demands is provided by maturing assets, short-term liquid assets that
- can be converted to cash-and the ability to attract funds from external sources, principally depositors.. Due to the nature of
services offered by the Company, management prefers to focus on-transaction accounts and full service relationships with
customers. Management believes it has the ability to increase deposits at any time by offering rates slightly higher than the
market rate.

The Company’s Asset/Liability Committee (ALCO), primarily made up of senior management, has direct oversight
~ responsibility for the Company's liquidity position and profile. A combination of daily, weekly, and monthly reports provided to
management detail the following: internal liquidity metrics, composition and level of the liquid asset portfolio, timing
differences in short-term cash flow obligations, available pricing and market access to the financial markets. for cap1ta1 and
exposure to contingent draws on the Company's liquidity. : :

- The Company has a number of sources of funds to meet liquidity needs on a ddily basrs The Company’s-most hqu1d
assets comprlse of available for sale investment securities, federal funds sold, and excess reserves héld-at the Federal Reserve.
Federal funds sold and resale agreements normally have overnight maturities and are used for general daily liquidity purposes.
The fair value of the available for sale investment portfolio was $200,246,000 at December 31; 2012 and included an unrealized
net gain of $5,353,000. The portfolio includes projected maturities and mortgage backed securities pay-downs of approximately
$22:850,000 over the next twelve months, which offer resources to meet either new loan demand or reductrons in the
Company s deposit base.

(In thousands) . 2012 2011 -

Federal funds sold E $ -3 , 75
Federal Reserve Bank - excess reserves- 27,857 ' 19,997
- Available for sale mvestment securities . : 200,246 . 213,806
Total - : : " $ - 228.103 % 233,878
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The:Company pledges portions of its investment securities portfolio to secure public. fund deposits, federal funds purchase lines,
securities sold under agreements to:fepurchase, borrowing capacity at the Federal Reserve Bank, .and-for other purposes .
required by law. At December 31, 2012 and 2011, respectively, the Company’s unpledged securities in the available for sale
portfolio totaled approximately $53,804,000 and $41 359,000, respectively.

Total investment securities pledged for these purposes were as follows:

(In thousands) ‘ o 2012 T 2011

Investment securities pledged for the purpose of securing: ' o T Lo oo
Federal Reserve Bank borrowings $ 2,390 $ 1,819
Repurchase agreements . I _ 28,888 29,656
Other deposits o - _ S 115164 140,972
Total pledged, at fair valu B ‘ S ‘ 146,442 $ v 1‘72‘,447

quuxdlty is available from the. Company’s base of ‘core.customer deposits, defined as demand, 1nterest checkmg,‘

savings, and money “market deposrt accounts. At December 31, 2012, such deposits totaled $597,973,000 and represented

60.3% of the Company’s total deposits. These core deposits are normally less volatile and are often tied to other products of the

Company through long -lasting relationships. Time deposits and: certificates. of deposit of $100,000 and over totaléd

+$393,302,000 at December 31,-2012. These accounts are normally considered more volatile and higher ‘costing representmg'
39.7% of total deposits at December 31, 2012.

Core deposits at December 31, 2012 and 2011 were as follows:

(In thousands) L . o 2012 2011
~ Core deposit base: - I R ’ . S
Non-interest bearing demand . P 1922718, 159,187
Interest checking : L . 178,121 . 169,452 .
Savings and money market ' 227,581 . 215,147
Total _ - ‘ . %8 - 597.973% v 543786

Other components of liquidity are the-level of borrowings from third party sources and the availability of future credit.
The Company’s outside borrowings are comprised of securities sold under agreements to repurchase, Federal Home L:oan Bank -
advances, and subordinated notes. Federal funds purchased are overnight borrowings obtained malnly from upstream
correspondent banks with Which the Company malntarns approved credit lines. As of December 31, 2012, under agreements
with' these unaffiliated banks the Bank may borrow’ up to $15,000,000 in federal funds on an unsecured basis and $5 135, 000
on a secured basis. There was no federal funds purchased outstanding at December 31, 2012. Securities’ sold under agreements
to repurchase are generally borrowed overnight and are secured by a portion of the Company’s 1nvestment pO!'thllO At
December 31, 2012; there was $21,058,000 in repurchase agreements.. The Company may periodically borrow additional short-
term funds. from the Federal Reserve Bank through the discount window; although no such borrowings were outstanding at
December 31,2012 The Bank is a member of the Federal Home Loan Bank of Des Moines (FHLB). As-a member of the -
FHLB, the Bank: has access to credit products of the FHLB. As of December 31, 2012, the Bank had $20,126,000 in-
outstanding borrowings with.the FHLB. In addition, the Company has $49,486,000 in outstandlng subordmated notes issued to )
. wholly-owned grantor trusts, funded by preferred securities issued by the:trusts. :

Borrowings outstandrng at December 31, 2012 and 201 1 were as follows

(In thousands) -~ ] : . o v 2012 o 011

Borrowings: S ' ’ ‘ R T
Securities sold under agreements to repurchase o $ 21,058 'S . 24,516
Federal Home Loan Bank advances o ' 20,126 . 28,410
Subordinated riotes - ' ‘ : "~ 49,486 . 49,486
Total o ' . . $ 90,670 _§ . 1102»,41"2~ -
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-The Company pledges.certain assets, including loans and investment securities to the Federal Reserve Bank, FHLB,
and other correspondent banks as security to establish lines of credit and borrow from' these entities. Based on the type and o
value of collateral pledged, the Company may draw advances against this.collateral. :

The following table reflects the advance equivalent of the assets pledged, borrowmgs and letters of credrt outstandrng,
in addition to the estlmated future fundrng capacity available to the Company as follows: :

2012 o . ) L 2011 .
Federal : N - Federal
-Federal Funds Federal ‘Funds -
E . Reserve Purchased . ‘ Reserve Purchased
(In thousands) FHLB Bank Lines  Total FHLB Bank Lines Total -

. Advancé equivalent ‘$ 290,084 $ 3344 $ 16,790 $ 310,218 § 263,199 § © 2,051 8 25,402 $ 290;652"
Advances outstanding * ~ (20,126)° A} . 0 (20,126) ~ (43,657). 0 - 0 . (43,657)
Letters of credit issued 0 0 0 0 (206) 0 0 (206) :

Total avarlable 8 269,958 § - 3344 § - 16 790 $ . 290, 092 $ 219336¢ ° 2, 051 3 25 402 $ 246 789

At December 31, 2012, loans wrth a market value of $449,956, 000 were pledged at the Federal Home Loan Bank as’
collateral for borrowings and letters of credit. At December 31, 2012, investments with a market value of $5, 826 000 were
pledged to secure federal funds purchase lines and borrowing capacity at the Federal Reserve Bank. :

Sources and Uses of Funds

Cash and cash equivalents were $58,877,000 at December 31, 2012 compared to-$43,210,000 at December 31, 2011.
The $15,877,000 increase resulted from changes in the various cash flows produced- by operating, investing, and financing
activities of the Company, as shown in the accompanying consolidated statement of cash flows for the year ended December
31, 2012. Cash’ flow provided from operating activities consists mainly of net income adjusted for certarn ‘non- cash items.
Operatlng actrvrtles providéd cash flow of $14,875,000 for the year ended December.31, 2012.

Investmg activities consisting mainly of purchases, sales and maturities of available for sale securrtres and changes in
the level-of the Toan portfolio, used total cash of $6,374,000. The cash outflow primarily consisted of $76,498,000 purchases of
investment securities and a $26,499,000 increase in the loan portfolio. Partially offsettlng this increase was $87,905,000 in- -
proceeds.from maturities, calls, and pay-downs of investment securltles and $8 571, OOO in proceeds from- sales of other real
estate owned and repossess1ons' o : » :

Frnancrng activities prov1ded cash of $7;166,000, resultrng pr1mar11y from a $33,084,000 net increase in demand
deposits partially offset by $12,000,000 paid on the redemption of 12, 000 shares of preferred stock, an $8,284,000 repayment of
Federal Home Bank advances, and a $3,458,000 decrease in federal funds purchased and securities sold under agreements to
repurchase. See Note 9 for further discussion. Future short term liquidity needs arising from da11y operatrons are not expected to
vary srgnlﬁcantly during 2013. . : : :

- In the normal course of business, the Company enters into certain forms of off-balance sheet transactrons 1nclud1ng ;
unﬁmded loan commitments and letters of credit. These transactions are managed. through the Company's various risk
" management procésses: Management considers both on-balance sheet and off-balance sheet transactions in its evaluation of the
‘Company's liquidity. The Company had $121,407,000 in unused loan commitments and standby letters of: credit as of
December 31, 2012. Although the Compan)fs current liquidity resources are adequate to fund this commitment level, we know
that the nature of these commitments is such that the 11ke11hood of such a funding demand is very low. :

The Company is a legal entity, separate and distinct from the Bank, which must provrde its own hqurdrty to meet its-
operating needs. The Company’s ongoing liquidity needs primarily include funding its operating expenses and paying cash
dividends to its common and preferred shareholders. For the years ended December 31, 2012 and 2011, respectlvely, the
Company paid cash dividends to its common and preferred shareholders totaling $2,143, OOO and $2,417,000. A large portion of
the Company’s liquidity is obtained from the Bank in the form of dividends. The Bank declared and paid '$4, 500,000 and
-$5,000,000 to the Company for-each of the years ended December 31, 2012 and 2011, respectrvely At December:31; 2012 and
" December 31, 2011;-the Company had cash and cash equivalents totaling $1,863,000 and $13,282,000, respectrvely :
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- Capital Management -

‘ The Company and the Bank are subject to various. regulatory caprtal requlrements admlnlstered by federal and ‘state
~ banking -agencies. Failure to meet minimum . capital requirements can initiate certain mandatory, and possibly additional
- discretionary, actions: by regulators that, if undertaken, could have a’direct material effect on the Company’s, consolidated
financial statements. Under capital adequacy gu1dehnes ‘the Company and the Bank must meet specific capltal guldehnes that;
involve quantitative measures of asséts,. liabilities; and certain off- balance sheet 1tems as calculated under regulatory accountmg B
practlces The capital amounts and class1ﬁcat10n of the Company and the Bank are subject to’ quahtatrve ]udgments by the
regulators about components rlsk—welghtmgs and other factors : : ‘

, Quantltatwe measures established by regulatrons to:ensure’ caprtal adequacy require the Company and the Bank tor
' mamtam minimum amounts and ratios (set forth in the followrng table) of total and Trer I capital to rrsk-welghted assets and of
Tier I cap1tal to adJusted—average assets.. - : . - :

The Company exceeded all caprtal adequacy requlrements as of December 31 for the years 1ndlcated

v ‘ . " Well -
el © " Capitalized -
co e ~ Regulatory -
s : 20027 w2000 0 2010 - T 2009 2008 - Guidelines
' Risk-based capital ratios: R ; S PO
- Total capital - 1683 % . -18.03 % 17.05.% 16.49 % 16.01 % -10.00 %
Tier I capital 13.58 1516 14.25 ~14.01 1355 . 600
Leverage ratio 1037 . 1152 . 11000 0 1135 10.80. . .5.00

Commitments, Contractual Obligations, and'OfoBalance Sheet Arrangements. »

The requlred payments of time depos1ts and other borrowed money, not mcludmg 1nterest at December 31, 2012 are as follows

: Payments due by Period -
: _ , , O Lessthanl ‘ -3 35 o OverS
(In thousands) 7. 7T Total .- Year | Years Years.  Years
Time deposits ' T $393302 $.280477 $ 88,702  $ 24,123 ¢ ~'$, -
* Other borrowed money - ' 20126 10,126 - 10, 000

In the normal course of business, the Company is party to activities that contain credit, market and. operatlonal I'lSk that
are not-reflected in whole or in part in the Company's consohdated financial statements. Such activities include traditional off-
~ balance sheet credit related financial instruments. o

The Company provides customers with off-balance sheet credit support through loan commitments and standby letters
“of credit. Summarized credit-related financial instruments, including both- commitments to extend credit and letters of credlt at
December 31 2012 are as follows ;

Amnount of Commitment Explratlon per Period

v C - , - Less than- 1-3 - 35 - Over5 E
(In.thousands) e . Total. 1 Year. . Years Years.  Years
Unused loan commitments 8§ 18412 $ 90,560 -~ $ 13,003  § 4921 $ 9928
Standbyletters of'credit‘ L . o ":,2,995 L2944 26 .25

Since many of the unused commitments are expected to expire or be only partially used, the total amount of comm1trnents in
the precedmg table does not necessarily represent future cash requlrements
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Quantltatlve and Qualltatlve Disclosures about Market RlSk ‘

.

Interest Sens1t1v1ty

Market risk arises from exposure to changes in mterest rates and other relevant market rate or pnce r1sk The Company'
faces market risk in the form of interest rate risk through transactions other than tradlng activities. The Company uses financial
modeling techmques to measure interest rate risk. These' techmques measure the sensitivity of future éarnings due to changmg -
interest rate environments. Guidelines estabhshed by the” Company's Asset/Llablhty Committee and approved by the board of -

directors are used to monitor exposure of earnings at. r1sk ‘General interest rate: movements are used to develop senisitivity as the e

Company:. feels-it has no primary exposure o, spec1ﬁc pomts on the y1eld curve: At Decerber 31; 2012; the rate shock ‘scenaric
models indicated that annual net interest income could: change by-as much as (22.5)% to 30.3% should:interest rates ris¢ or-fall,

- respectively, 400 basis points from their current level ovet a one.year per1od However there are no assurances that- the change-

- will not be more ot less than thlS estlmate Management beheves thls is. an acc _ptable level of risk. C

The following table represents estlmated 1nterest rate sensmVlty and perlodlc and cumulanve gap pos1t10ns calculated"“
as of December 31, 2012. Significant assumptions. used for this table included: loans will repay at historic repayment rates;
certain interest- beanng demand accounts are interest- sensmve due to immediate reprlcmg, and fixed maturlty deposits will not

‘be withdrawn prior to maturity. A s1gn1ﬁcant vanance m actual results from one or more of these assumptlons could materlally
. affect the results reﬂected inthe table. -~ T ST v v

Oyer

5 Yearsor

' ST L S :. Nostated -~ .
(In thousands) =~ -~ - = 7 - : Year1- - “Year2 - Year3 - - - Yeard .- Year$ Maturity - - Total =
ASSETS S Ll e
Investment securities $  22,850.-8756723 § 50,643 -8 °31330°$ . 13,6468 25054 °$ - 2002467
Interest-bearing deposits 18T e ;_- : I - 27857
Other resricted nvestments .+ + U305 e L DD ut N Dt T s
Loans . L Al 400 155,682 101 646 39,727 - 110375 28,152 - 846984 .
Total .- . . - $  466,034-8--7212405. 8 152,289 $ . 71,057 § 124021 $ 53,206°-% © 1,079,012 -

. LIABILITIES _ B . ’ S EINU
Savings, now deposits . $ - % - % 167077 §- - -8 - % 167077 o
Rewards checking, super now, and ) I o ' . I T

. moneymarketdepos1ts : S 238624 - i - - - . - : ~?j.,,238,624
~Time deposits - A : 280,477 65220 © 234820 11984 . 12139 .- 13933
Federal funds purchased and o o ’ L

securities sold under ‘ o , ‘ L
agreerhents to repurchase ‘ 21,058 . ¢ - - Co- -
Subordinated notes 4948 . - - oo S e

. Federal Home Loan Bankadvances 20,126 ... - - - D R RTINS

Total. - - LS8 609,771 8 65220 § 190559 11984 § ... 12,139 §.- - - . §.1. 889,673
Interest- sens1t1v1tyGAP : S S : . ' ) BT

Perigdic GAP- - C % (143,737) 8 147,185 § 'K(3A8-,270):$ - 59,073-$ 111,882 -8 ..--53,206. § -----189,339
Cumulative GAP~ © S a3, 8 3448 §  (34.822)$ 24251 § 136,133 § 189339 § . 189339
Ratio of interest-earning
' assets to interest-bearing liabilities . e o -
Periodic GAP 0.76 326 080 593 1022 NM. 121

Cumulative GAP - 0.76 1.01 - 0.96 1.03 1.15 ' 121 . 121
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» Effects of Inflation

The effects of inflation on financial institutions are different from the effects on other commercial enterprises since
financial institutions make few significant capital or inventory expenditures, which are directly affected by changing prices.

Because bank assets and liabilities are virtually all monetary in nature, inflation does not affect a financial institution as much:as

do changes in interest rates. The general level of inflation does underlie the general level of most interest rates, but interest rates
do not increase at the rate of inflation as do prices of goods and services. Rather, interest.rates react more to changes in the
expected rate of inflation and to changes in monetary and fiscal policy. :

* Inflation does have an 1mpact on the growth of total assets in the banking industry, often resulting in a need to increase
capital at higher than normal rates to maintain an appropriate capital to asset.ratio. In the opinion of management, mﬂatlon did
not have a significant effect on the Company's operations for the year ended December 31, 2012. '

Impact of New Accounting Standards

Balance Sheet In December 2011, the FASB issued ASU 2011:11, Disclosures about Offsetting Assets and Liabilities.
The ASU is a joint requirement by the FASB and International Accounting Standards Board to enhance current disclosures and

. increase comparability of GAAP and International Financial Reporting Standards (IFRS) financial statements. Under the ASU,

an entity will be required to disclose both gross and net information about instruments and transactions eligible for offset in the
balance sheet, as well as instruments and transactions subject to an agreement similar to a master netting agreement. ASU 2013-
01, Clarifying the Scope of Disclosures about Offsetting Assets and Liabilities was issued in January 2013, and amended ASU
’2011 11 to specifically include only derivatives accounted under Topic 815, repurchase and reverse purchase agreements, and’
securities and borrowing and lending transactions that are either offset or subject to-an enforceable master netting ‘arrangement.

Both ASUs are effective for annual and interim periods beginning January 1, 2013. Their adoptlon is ot expected to have a
significant effect on the Company’s financial statements.

Other Comprehensive Income In February 2013, the FASB issued ASU No. 2013-02, Reporting of Amounts .
Reclassified Out of Accumulated Other Comprehensive Income. The amendments of ASU No. 2013-02 require an entity to
present, either in the income statement or in the notes, significant amounts reclassified out of accumulated other comprehensive
income by the respective line items of net income, but only if the amount reclassified is required under U.S. GAAP to be
reclassified to net income in its entirety in the same reporting period. For other amounts that are not required under U.S. GAAP
to be reclassified in their entirety, an entity is required to cross-reference to other-disclosures that provide additional detail about
those amounts. This ASU is effective for annual and interim periods beginning January 1, 2013. Adoption of the ASU is:not
expected to have a significant impact on the Company’s consolidated financial statements.
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KPMG LLP

Suite 900

10 South Broadway

St. Louis, MO 63102-1761

Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders
Hawthorn Bancshares, Inc.:

We have audited the accompanying consolidated balance sheets of Hawthorn Bancshares, Inc. and
subsidiaries (the Company) as of December 31, 2012 and 2011, and the related consolidated statements of
operations, comprehensive income (loss), stockholders’ equity, and cash flows for each of the years in the
three-year period ended December 3.1, 2012. These consolidated financial statements are the responsibility .
of the Company’s management. Our responsibility is to express an opinion on these consolidated 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 ﬁnanc1al statement presentat1on We behevc that -our ‘audits -
provide a reasonable basis for our oplmon : ’ ' ‘

- In our opinion, “the consolidated financial statements referred to-above present falrly, in all materlal‘
respects, the financial position of Hawthorn Bancshares, Inc. and subsidiaries as of December 31, 2012 and
2011, and the résults of their operations and their cash flows for each of the years in the three- year perlod .
ended December 31,2012, in conformlty with U.S. generally accepted accounting principles. - Lo

We also have audlted in accordance with the standards of the Public Company Accountmg Overs1ght .
Board (United States), Hawthorn Bancshares, Inc.’s internal control over financial reporting. as of
December 31, 2012, based on criteria established in Internal Control — Integrated Framework, issued by.
the Committee of Sponsoring Organizati()ns of the Treadway Commission, and our report dated April 1,
2013 expressed an unqualified opinion on the effectiveness of Hawthorn Bancshares Inc s mternal control
over financial reporting. :

KPrme P

St. Louis, Missouri
April 1, 2013

KPMG LLP is a Delaware limited liability partnership,
the U.S. member firm of KPMG International Cooperative
(“KPMG International”), a Swiss entity.




HAWTHORN BANCSHARES, INC. AND SUBSIDIARIES
Consolidated Balance Sheets

December 31,

2012 2011
ASSETS (In thousands, except per share amounts)
Loans 846,984 §$ 842,930
Allowances for loan losses ‘) (14,842) (13,809)
Net loans 832,142 829,121
Investment in available-for-sale securities, at fair value 200,246 213,806 -
Federal funds sold and securities purchased under agreements to resell 0 75
Cash and due from banks 58,877 . 43,135
Premises and equipment - net 37,021 37,953
Other real-estate owned and repossessed assets - net 23,592 16,020
Accrued interest receivable 5,190 5,341
Mortgage servicing rights - 2,549 2,308
Intangible assets - net 135 : 543
Cash surrender value - life insurance .- 2,136 . 2,064
.Other assets 19,718 - ' 20,795
Total assets’ Ll 1,181,606 . § . 1,171,161
LIABILITIES AND STOCKHOLDERS' EQUITY -
Deposits;, . oo o . e
Non-interest bearing, demand v' o 192271 § . 159,187.
Savings, interest checking and money. market ' 405,702 384,599
" Time deposits $100,000 and over ro 120,777 | 139,504
Other time deposits 272,525 274,934
Total depos1ts 99 1',27'5 958,224
Federal funds purchased and securities sold .
under agreements to repurchase 21,058 24,516
Subordinated notes . 49,486 49,486
Federal Home T.oan Bank- advances 20,126 28,410 .
Accrued interest payable 909 1,054
Other liabilities 6,532 6,895
Total liabilities 1,089;386 $ 1,068,585
Stockholders’ equity: B -
Preferred stock, $0.01 par value-per share, 1,000,000 shares. authorized;
’ Issued 18,255 shares-and 30,255 shares, respectively,
.-$1,000 per share liquidation value, net of discount 17,977 29,318
‘Common stock, $1 par value, authorized 15,000,000 shares; o
Issued 5,000,972 and 4,814,852 shares, respectively 5,001 4,815
Surplus 31,816 30,266
Retained earnings 39,118 40,354
" Accumulated other comprehensive income, net of tax - 1,825 1,340
Treasury stock; 161,858 shares, at cost (3,517) (3,517)
Total stockholders’ equity 92,220 102,576
Total liabilities and stockholders’ equity . 1,181,606 $

- 1,171,161

See accompanying notes to the consolidated financial statements.
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HAWTHORN BANCSHARES, INC. AND SUBSIDIARIES

Consolidated Statements of Operations

(In thousands, except per share am ounts)

" Years Ended December 31,

2012 2011 2010 -

INTEREST INCOME » v ‘

Interest and fees on loans $ 43957 $ 47,361 $ 53,089

Interest on debt securities: ‘ .
Taxable 4,100 4,864 4,214
Nontaxable 909 1,029 1,174

Interest on federal funds sold and securities purchased ‘ o

under agreements to resell 0 1 0

Interest on interest-bearing deposits 46 58 86

Dividends on other securities 102 156 176

Total interest income 49,1114 53,469 - 5'8,739-

INTEREST EXPENSE '

Interest on deposits: :
Savings, interest checking and money market 1,146 1,645 2,171
Time deposit accounts $100,000 and over 1,111 1,663 2,485
Other time deposits 3,715 5,123 7,211

Interest on federal funds purchased and securities sold '
under agreements to repurchase 21 47 75

Interest on subordinated notes 1,381 1,301 1,526

Interest on Federal Home Loan Bank advances - 531 1,074 2,285

Total interest expense 7,905 10,853 15,753

Net interest income 41,209 42,616 42,986

Provision for loan losses 8,900 11,523 15,255

Net interest income after provision for loan losses 32,309 31,093 27,731

NON-INTEREST INCOME

Service charges on deposit accounts 5,439 5,566 5,554

Trust department income 893 898 803

Gain on sale of mortgage loans, net 2,669 1,649 2,493

Gain on sale of investment securities 26 0 0

Other 699 1,087 1,631

Total non-interest income 9,726 9,200 10,481

NON-INTEREST EXPENSE

Salaries and employee benefits 19,165 17,982 17,899

Occupancy expense, net 2,598 2,701 2,532

Furniture and equipment expense 1,840 2,019 1,997

FDIC insurance assessment 993 1,107 1,651

Legal, examination, and professional fees 1,189 1,332 1,441

Advertising and promotion 1,083 1,103 1,256

Postage, printing, and supplies 1,144 1,158 1,201

Processing expense 3,593 3,193 3,353

Other real estate expense, net 2,937 2,736 9,804

Other 4,125 3,514 3,717

Total non-interest expense 38,667 36,845 44,851

Income (loss) before income taxes 3,368 3,448 (6,639)

Income tax expense (benefit) 546 - 591 (3,087)

Net income (loss) 2,822 - 2,857 (3,552)
Preferred stock dividends 1,125 1,513 1,513
Accretion of discount on preferred stock 659 476 476

Net income (loss) available to common shareholders $ 1,038 § 868 $ (5,541)

Basic earnings (loss) per share $ 021 $ 0.18 $ (1.15)

Diluted earnings (loss) per share $ 021 $ 0.18 § (1.15)

See accompanying notes to the consolidated financial statements.
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HAWTHORN BANCSHARES, INC. AND SUBSIDIARIES
Consolidated Statements of Comprehensive Income (Loss)

. Years Ended December 31,

(In thousands) B . 2012 2011 2010 v

Net income (loss) e - - 8 2,822 $ - 2,857 $ - " (3,552)

Other comprehensive income (loss), net of tax D
Unrealized (loss) gain on investment securities

available-for-sale, net of tax (123) 2,380 - ST (389)
Adjustment for gain on sales of . o '

investment securities, net of tax g (16) ' .0 . 0

Defined benefit pension plans: o . .

Net gain (loss) arising during the year, net of tax ' 547 _ (1,830) e 171.

Amortization of prior service cost included ‘ e

in net periodic pension cost, net of tax ’ : 77 . 48

Total other comprehensive income (loss) ) - 485 - 598 B ~ (170)

Total comprehensive income (loss) ) $ 3,307 $ 3,455 §° ' (3,722)

See accompanying notes to the consolidated financial statements.

32




; HAWTHORN BANCSHARES, INC: AND SUBSIDIARIES
Consolidated Statements of Stockholders' Equity .

Accumulated -

Total =

See accompanying notes to the consolidated financial statements.
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39,118 §

Other . - Stock -
) Preferred Common .. -~ "+ Retained Comprehensive - ;' Treasury - holders’.

- (In thousands) Stock Stock Surplus Earnings Income " Steck . Equity .
Balance, December 31, 2009 $ 28,365 $ 4,464 $ 26971 § . 50,576 - $ 912 $ (3,517)8 - 107,771 .
Net loss 0 0 0 (3,552) 0 0 (3,552)
Other comprehensive income 0 O‘ 0 0 ::('170‘)1 ‘ 0 k . (170)

. Stock based compensation expense 0 0 87 0 0. 0 .87
Accretion of preferred stock discount 476 0 0 (476) S0 .0 0
Stock dividend 0 172 1,871 (2,043) 0. 0. . 0
Cash dividends declared, preferred stock 0 0 0 (1,513) 0 0 Y (1,513)
Cash dividends declared, common stock 0 . 0 -0 (1,135 - 0 07 (1,135
Balance, December 31, 2010 § 28,841 § 4,636 $ 28929 § 41,857 $ 742 $ (3,517 § ~":’101,4ss
Net income 0 0 0 2,857 0. . 0. . 2857
Other comprehensive income 0 0 0 : 0 598 - S0 598
Stock based compensation éxpense 0 0 58 0 0 0 58

~ Accretion of preferred stock discount 477 0~ ) 0 477) 0 0 -0
Stock dividend 0- 179 1,279 (1,458) S0 -0 S0
Cash dividends declared, preferred stock 0 0 0 (1,513) .~ 0 0 .o «(1,513)
Cash dividends declared, common stock ; 0 . -0 . 0 (912) . -0 0. .- .(912)
Balance, December 31, 2011 - $ 29,318 $ 4815 § 30,266 $ 40,354 § 1,340 § C(3,511)8 . 102,576
Cumulative effect of changein = :

accounting principle ] 0 0 0 460 . 0 -0 - - 460
Balance, January 1, 2012 $ 29,318 § 4815 § 30,266 $ 40,814 $ 1,340 $ (3,517) 8- -103,036
Net income _ 0 0 0 2,822 0 o 402,822
Other comprehensive income 0 0 0 0 485 - 0 485"
Stock based compensation expense .0 0 29 0 0 0 « 29
Accretion of preferred stock discount. 659 0 0 (659) 0 0 - Y0
Redemption of 12,000 shares of S e BN

preferred stock (12,000) - 0 0 0 0 0 . (12,000)
Stock dividend ) . 0 186 1,521 (1,707) - -0 0 0
Cash dividends declared, preferred stock 0 0 0 (1,203) 0 0 (1,203)
Cash dividends declared, common stock 0 0 0 (949) 0 L0 . (949)
Balance, December 31,2012 S8 17,977 $ 5,001 § 31,816 $ 1,825 § (3,517).%
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Consolidated Statements of Cash Flows

Years Ended December 31,

See accompanying notes to the consolidated financial statements.
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(In thousands) ' _ ‘ ' L2012 - 2011 ... 2010
Cash flows from operating activities: o ’ S o
Net income (loss) $ 2,822 § 2,857 $ (3,552)
Adjustments to reconcile net income to net cash prov1ded by operatmg actlvmes:' SRS : o
 Provision for loan losses o - . ) = 8,900 11,523 15,255
- Depreciation expense ‘ R - 1,858 1,940 v 1,964
-~-Net amortization of investment securities, premlums and dlscounts . . 1,161 837 698
Amortization of intangible assets 408 1,243 1,360
~ Stock based compensation expense - ' ‘ 29 58" 87
Change in fair value of mortgage servicing rights ' ' 1,331 0 0
Gain on sale of investment securities C : B (26) 0o - "0
.(Gain) loss on sales and dispositions of premlses and equlpment G (13) 60
{(Galn) loss on sales and dlsposmons of other real estate owned . .
" and'repossessions " 7. » o . 317 206 2,311 .
Provision for other real estate owned o : o 713 1,252 6,158
Decrease in accrued interest receivable : ' 151 393 892
. Increase in cash surrender value -life i insurance : «(72) (62) -(72)
Decrease in other assets . ) 949 oL 252, 1,538 .
(Increase) decrease in income tax receivable : ‘ (644) ~ 1,008 - (1,328)
‘Decrease in accrued interest payable . . (145) (437) (946)
Increase (decrease) in other liabilities S " 253 (104) 30 :
" Origination of mortgage loans for sale o o . ’ i L (99,420)__ (73,272) . .(104,002). *
Proceeds from the sale of mortgage loans » o ’ e 99,797 74,983 .. . 106,548 -
- Gain on sale of mortgage loans, net ‘ i - " ' 2, 669) ’ (1,649) - (2,493)
‘(Increase) decrease in net deferred tax asset ' o (214) 462 (2,299)
. Other, net - : L ' 89 (645) (453) .
Net cash provided by operatmg activities : 14,875 20,832 21,756
Cash flows from investing activities: - .
Net (increase) decrease in loans , - (26,499) 32,298 ... - 53,926
Purchase of available-for-sale debt securities - . ' Ny (76,498) . (122,871): -.. (189,082)
Proceeds from maturities of available-for-sale debt securities 42,735 36,923 114,899 .
Proceeds from calls of available-for-sale debt securities - coo 0 45,170 54,185 - 46;795 -
Proceeds from sales of available-for-sale debt securities 790 0 : 0
Proceeds from sales of FHLB stock : ' ; 460 1,757 1,004,
Purchase of FHLB stock . S 0 0 (392)- ..
Purchases of premises and equlpment y L R ) A (1,375) ., (3,393) *(549) 7
Proceeds from sales of premises and equlpment . 272 . 47 S 34
Proceeds from sales of other real estate owned and repossessions R 1) W - 7,435 S 9689
Net cash'(used) provided by investing activities (6,374) - 6,381 36,324
Cash flows from financing activities: .
Net increase in demand deposits 33,084 21,438 2,732
Net increase in interest-bearing transaction accounts 21,103 5,461 24,854
Net decrease in time deposits (21,136) (15,337) (37,246)
Net decrease in federal funds purchased and securltles sold

under agreements to repurchase (3,458) (5,552) (6,577)
Proceeds from Federal Home Loan Bank advances 0 10,000
Repayment of Federal Home Loan Bank advances (8,284) (38,576) (22,331)

. Redemption of 12,000 shares of preferred stock - (12,000) 0 0
Cash dividends paid - preferred stock ' (1,203) (1,513) (1,513)
Cash dividends paid - common stock : (940) (904) (1,385)
Net cash provided (used) by financing activities 7,166 (34,983) (31,466)
Net increase (decrease) in' cash and cash equivalents 15,667 «(7,770) 126,614
Cash and cash equivalents, beginning of year 43,210 50,980 24,666
Cash and cash equivalents, end of year ' ' $ 58,877 _$ 43,210 $ 51,280




HAWTHORN BANCSHARES, INC. AND SUBSIDIARIES
Consolidated Statements of Cash Flows (contmued)

Years Ended December 31,

(In théusands) . A ) . . D ‘ o 2012 ) 2011 2010

j‘Supplemental disclosures of cash flow mformatlon
Cash paid during the year for: . :
8420 $ 11,290 $ 16,699

Interest $

- Income taxes : $ 1,591 §$ 665 $ 800
Supplemental schedule of noncash mvestmg and financmg activities: EE e : . )
Other real estate and repossessions acquired in settlement of loans L . % 16869 8 - 210,903, 8 - 23,677

See accompanying notes to the consolidatéd- financial étatements.i" i
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Notes to the Consolidated Flnancral Statements ST E

December 31,2012, 2011, and 2010

(1) Summary of Slgmﬁcant Accountlng Pollcles . : ol - e

‘Hawthorn Bancshares Inc. (the Company) through its subsrdrary, Hawthorn Bank (the Bank), provrdes a broad range of
banking services to individual and corporate customers located within the communities in and:surrounding Jefferson City,
Clinton, Warsaw, Springfield, Branson, and Lee’s. Summrt Missouri..The Company .is subject to competition from’ othér
financial and nonfinancial institutions providing ﬁnancral products Additionally, the Company and its subsidiaries are
subject to the regulatlons of certain regulatory agencres and undergo perrodlc examinations by those regulatory agencies.

The accompanymg consolidated financial statemients of the Company have been prepared in conformity -with U.S.
generally accepted accountrng pr1nc1ples (US. GAAP). The preparatlon of the consolidated financial statements includes
all adjustments that, in the opinion .of management, are nécessary in order to make those statements not misleading.
Management .is requrred to make estimates and assumptrons including the determination of the allowance, for loan losses,
real estate. acqulred in connection with foreclosure of-in satisfaction. of loans, and fair valués of investment securities
available-for-sale that affect the reported amounts’ of assets and liabilities and disclosure of contingent assets and liabilities
at the date of the consolidated financial statements and the reported amounts of revenues and expenses during theé reporting

“period. Actual results could differ from those estimates. The.Company’s management has evaluated and did not 1dent1fy
any subsequent events or transactions requiring recognition or disclosure in 'th‘e consolidated financial statements. -

The significant accounting policies used by the Company in the preparatron of the consohdated ﬁnanc1al statements are
summarized below: R S .

Principles of Consolidation

In December of 2008 and March of 2010, the Company formed Hawthorn Real: Estate LLC, and Real Estate Holdlngs
of Missouri, LLC, respectively (the Real Estate Companies); both are wholly owned subsidiaries.of the Company The -
consolidated financial statements include the accounts of the Company, Hawthorn Bank (the Bank), and the Real
Estate Companies. All significant 1ntercompany dccounts and transactrons have been ehmrnated in consohdatlon

Loans

Loans that the Company has the intent and ability to hold for the foréseeable future or maturity are held for investment

at their stated unpaid principal balance amount less-unearned income and the allowance for loan losses. Income-on

loans is accrued on a simple-interest basis. Loan-origination fees and certain direct costs are deferred and recognized
-~ over the life of the loan as an adjustment to y1e1d

Non-Accrual Loans

Loans are placed on nonaccrual status when management believes that the borrower’s financial _condition, -after
consideration of business conditions-and collection efforts, is'such that collection of interest is doubtful. Loans that are
contractually 90 days past due as to principal and/or. interest payments are generally placed on non-accrual, unless
they are both well-secured and in the process of collection. Subsequent interest payments received on such-loans are
applied to principal if doubt exists as to the collectabrlrty of such principal; otherwise, such recerpts are recorded as
interest income on a cash basis. A loan remains-on nonaccrual status until the loan-is current as to. payment of both
principal and interest and/or the borrower demonstrates the ability to pay and remain current. :

Restructured Loans

A modified or restructured loan is accounted for- as a troubled debt restructurlng (TDR) for any loans 1n which
~concessions are made to the borrower for econoric or legal reasons that the Company would not; othérwise consider.

and the borrower is experiencing financial difficulty. Once a loan has been classified as a- TDR it remains 4 TDR for - -

the life of the loan. The Company includes all- accruing and non-accruing TDRs in ‘the: 1mpa1red and non—performlng
asset totals. TDRs are measured for 1mparrment loss by using fair values of the underlying collateral obtalned through
1ndependent appraisals and internal evaluatlons -or- by discounting the total expected future cash ﬂows AR »
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Impaired Loans

A loan is considered impaired when it is probable the Company will be unable to collect all amounts due “both
principal and interest, according to the contractual terms of the loan agreement. Included in 1mpa1red loans are all non-
accrual loans and loans whose terms have been modified in a troubled debt restructuring. Impaired 10ans  are
individually evaluated for impairment based on fair values of the underlying collateral, obtained through independent
appralsals or internal valuations for a collateral dependent loan or by dlscountlng the total expected future cash flows.

4

Loans Held for Sale

The Bank originates certain loans which are sold in the secondary market. These long-term,.fixed rate loans are.
typically classified as held for sale upon origination based on management s intent to sell. In order to manage the risk
associated with such activities, the Company upon locking in an interest rate with the borrower enters into an’ -
agreement to-sell such loans in the secondary market. Loans held for sale are typically sold with serv1c1ng rights
retained and without recourse except for normal and customary representation and-warfanty - provisions. At
December 31, 2012 there were $2, 292,000 mortgage loans that were held for sale n comparlson ‘to no loans held for , ..
- sale at December 31, 2011 - : L

Mortgage loan servicing fees earned on loans sold. are reported as other nonintefest income whenthe related loan
payments are collected net of amortization from mortgage servicing rights. Operatlonal costs to service such loans are
charged to expense as 1ncurred : v , o ;

Allowance/ Provision for Loan Loss'es

’ The Company mamtams an allowance for loan losses to absorb probable loan losses in the Company s loan portfoho ,
Loans, or portions of loans, are charged off to the extent deemed uncollectible. Loan charge-offs reduce the allowance

 for loan losses, and recoveries of loans previously charged off are added back to the allowance. Provisions for loan
losses “are ‘charged to income and credited to the allowance in an amount necessary to maintain an -appropriate
allowance: given the risks identified in the portfolio. Once the fair value for a collateral dependent loan has been
determined, any impaired amount is-typically charged off as a confirmed loss unless the loan has other income streams
to support repayment. For impaired loans individually evaluated for impairment, which:have other income streams to
support repayment, a specific reserve is established for the amount determined to be impaired. The allowance for loan
losses consists of a specific reserve component for loans that are individually evaluated for impairment and an
incurred loss component, or general reserves for loans that are collectively evaluated for impairment-based on

~assigned risk ratings and historical loan loss experience for each loan type. The allowance is: based upon
management ] estlmates of probable losses inherent in the loan portfolio.

In determining the allowance and the related provision for loan losses, the Company estabhshes valuation .allowances
based upon probable losses identified during the review of impaired loans. - Management follows the- gurdance
provided in FASB’s ASC Topic 310, Accounting by Creditors for Impairment of a Loan, in identifying and measuring
loan impairment. If management determines that it is probable that all amounts due on"a loan will not-be collected
under -the original terms of the loan agreement, the loan is considered to be 1mpa1red These loans are evaluated .
1nd1v1dua11y for impairment, and in conjunction with current economic conditions and loss’ experlence to determine
specrﬁc reserves as further dlscussed below: : .

Loans not individually evaluated are aggregated based on similar risk characteristics: Hlstorlcal loss rates for each risk .
group, which is updated quarterly, are quantified using all recorded loan charge-offs. Management determined that the
previous twelve quarters were reflective of the loss characteristics of the Company’s loan portfolio during the recent
three year economic environment. These historical loss rates for each risk group are used as the starting' point to
determine. allowance provisions. The' Company’s methodology includes factors that allow management to adjust its

estimates of losses based on the most recent information available. The rates are then adjusted to reflect actual-changes -~
and anticipated changes such as changes in specific allowances on loans and real estate acquired through foreclosure, .

any gains and losses on final disposition of real estate acquired through foreclosure, changes in national and local
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economic conditions and developments, including general economic and business conditions affecting.the Company’s
key-lending areas, credit quality trends, specific industry conditions within portfolio segments, bank regulatory
" examination résults, and findings of the internal loan review department. These r1sk factors are generally reV1ewed and. .
updated quarterly, as appropnate

The . underlyirig assumptions, est1mates and assessments used by- management to determme these components are
* continually evaluated and updated to reflect management's current view of overall economic conditions and relevant
factors impacting credit quality and inherent losses. Changes in such estimates could. significantly impact the
allowance and provision for credit losses. The Company could experrence credit losses that are different from the
.current est1mates made by management.

Investment in Debt and Equtty Securities -

At the time of purchase, debt secur1t1es are class1ﬁed mto one of two categones ava1lable for sale or. held -to-maturity.
Held-to-maturity. securities are.those securities that the Company has the positive .intent and ab111ty to hold until
‘maturity. All debt securities not .classified as held-to-maturity are:classified as availableé-for-sale. The .Company’s
securities are classified as available-for-sale and are carried at fair value. Changes in falr value, excluding certain
losses associated with other-than-temporary impairment, are reported in other comprehensive income (loss), net of
taxes, :as a..component. -of - stockholders’ equity. Securities are periodically evaluated for other-than-temporary
- impairment in accordance with .guidance provided in .the FASB ASC Topic 320, Investnients ~Debt and Equity
Securities. For those securities with other-than-temporary impairment, the entire loss.in fair -value:is- required to be
recognized in. current earnings if the Company intends to sell the securities or believes it more likely.than not that it
will be'required to sell the security before the anticipated recovery. If neither condition is.met, but the Company does
not expect to recover the amortized cost basis, the Company determines whether a credit loss has occurred, which is
“then recogmzed in current earnings. The amount of the total other- than-temporary 1mpa1rment related to all other
factors is recogmzed in other comprehenswe income (loss) net of taxes » '

Premiums -and d1scounts are amortized using the interest method over the lives. of the respect1ve secur1t1es w1th
consideration of historical and estimated prepayment rates for mortgage-backed securities, as an adjustment to yield.
Dividend.and interest income is recognized when' earned. Realized gains and losses for securities: classified ‘as-
.~ available-for-sale are included in earnmgs based on-the specrﬁc identification method for. determmlng the cost of

- securities sold. . : '

Capltal Stock of the Federal Home Loan Bank

The Bank, as a member of the Federal Home Loan Bank System administered by the Federal Housmg Flnance Board,
is required to maintain an investment in the capital stock of the Federal Home Loan Bank of Des Moines- (FHLB) in
an amount equal to 12 basis points of the Bank’s year-end total assets plus 4.45% of advances from the FHLB to-the
Bank. These 1nvestments are recorded at cost, which represents redempt1on Value S

Premises and Eqmpment

Premises’ and equipment are stated at cost, less accumulated depreciation: Deprec1at10n apphcable to bu11dmgs and
improvements and furniture and equipment is charged to expense using straight-line and accelerated methods over the
estimated useful lives of the assets. Such lives are estimated to be 5 to 40 years for buildings and 1mprovements and 3
to 15 years: for furniture and equ1pment Mamtenance and repairs are charged to-expense as 1ncurred
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Intangible Assets

" On January 1, 2012, the Company opted o measure mortgage servicing rights at fair value as permrtted by
Accounting Standards Codification (ASC) Topic 860-50 Accounting for Servicing Financial ‘Assets. Consistent with
ASC 860-50-35-3d, an entity may make an irrevocable decision to subsequently measure a class of servicing assets
and servicing liabilities at fair value at the beginning of any fiscal year. The election of this optlon resulted in the
recognition of a cumulative effect of* change in accounting principle of $459, 890, net of tax in"the amount of
$281,868, which was recorded as an increase to beginning retained earnings, as further described in Note 6 to the
consolidated financial statements. As such, effective January 1, 2012, the change in the fair value of mortgage
servicing r1ghts is recognized in earnings in the period for which the change occurs. The newly adopted accounting
principle is preferable in the circumstances because the fair value measurement method will produce ﬁnancxal
information and results more directly aligned with the performance of mortgage servicing rights.

Intangible assets that have indefinite useful lives are not amortized, but tested annually for impairment. Intangible
assets that have finite useful lives, such as core deposit intangibles and mortgage servicing rights, are- amortized over
- their estimated useful lives. Core deposit intangibles are amortized over periods of 7 to 8 years representing their
estimated lives using straight line and accelerated methods. During the years ended December 31, 2011.and 2010,
mortgage servicing rights (MSRs) were amortized using straight line over the shorter of 7 years or the life of the loan.

When facts and circumstances indicate potential impairment of amortizable intangible assets ‘the Company evaluates
the recoverability of the carrying value based upon future cash flows expected to result from the use of the underlying
.asset and its eventual d1spos1t1on If the sum of the expected future cash flows (undlscounted and without interest
- charges) is less than the carryrng value of the underlying asset, the Company recognlzes an impairment loss. The
impairment loss recognized represents the 'amount by which the carrying value of the underlylng asset exceeds the fair
value of the underlylng asset.

‘ Other Real Estate 0wned and Repossessed Assets

Other real estate owned and ‘Tepossessed assets cons1st of loan collateral. that has been repossessed -through.
foreclosure. This collateral comprises of commercial and residential real estate and other non-real .estate property,
including autos, manufactured homes, and construction equipment. Other real estate owned assets are initially
- recorded as held for sale at the fair value of the collateral less estimated selling costs. Any adjustment is recorded as a
charge-off against the allowance for loan losses. The Company relies on external appraisals and assessment of
property values by internal staff. In the case of non-real estate collateral, reliance is placed on a variety of sources,
including external estimates of value and judgment based on -experience. and expertise of internal specialists.
Subsequent to foreclosure, valuations are updated periodically, and the assets may be written down to reflect a new
cost basis. The write-downs are recorded as other real estate expense. The Company establishes a valuation allowance
related to other real estate owned on an asset-by-asset basis. The valuation allowance is created during the holding
period when the fair value less cost to sell is lower than the "cost” of a parcel of other real estate.

Pension Plan

The Company provides a noncontributory defined benefit pension plan for all full-time employees. The benefits are
based on age, years of service and the level of compensation during the employees highest ten years-of compensation
before retirement. Net periodic costs are recognized as employees render the services necessary to earn the retirement
“benefits. The Company records annual amounts relating to its pension plan based on calculations that incorporate
various actuarial and other assumptions including discount rates, mortality, assumed rates of return, compensation
increases and turnover rates. The Company reviews its assumptions on an annual basis and may make modifications
to the assumptions based on current rates and trends when- it is appropriate to do'so. The Company believes that the

39



HAWTHORN BANCSHARES; INC.
AND SUBSIDIARIES

‘ Notes tothe Consolidated Financial Statements
December 31, 2012, 2011, and 2010 -

assumptions' utilized in recording its obhgatmns under its plan are reasonable based on its expenence and market
conditions.

* The Company follows authoritative guidance included in the FASB ASC Topic 715, Compensatton —Retlrement Plans

under the subtoplc Employers’ Accountlng Jor Defined Benefit Pension and Other Postietirement Plans. ASC Topic

715 requires an employer to recognize the overfunded or underfunded status of a defined benefit postretlrement plan
(other than a multlemployer plan) as an asset or liability in its consolidated balance sheet and to recognize changes in
the funded status in the year in ‘which the changes occur through comprehenswe income. Thxs guidance also requires -

an employer to measure the funded status of a plan as of the date of its fiscal year- -end, with limited exceptions.

Additional d1sclosures are required to provide users with an understanding of how investment allocation decisions are
made, major categorles of plan assets, and fair value measurement of plan assets as deﬁned m ASC Toplc 820, Fair

Value Measurements and Dtsclosures
|

Income T axes

Income taxes aré accounted for under the asset / liability method by recogrizing the amount of taxes payable or
refuridable for the current period and deferred tax assets and liabilities foi future tax consequences-of events that have .
been recognized in an entity’s financial statements or tax returns. Judgment is required in addressing the Company ]
future tax consequences of events that have been'recognized in the consolidated financial statements or tax returns-
such as realization of the effects of temporary differences; net operating loss carry forwards and changes in tax laws or
1nterpretat1ons thereof. A valuation allowance is established when in the judgment of management, it.is more likely
than not that such deferred tax assets will not become realizable. In this case, the Company would adjust the recorded
value of the‘ deferred tax asset, which would result in a direct: charge to income tax expense in the period that the
determination was made. Likewise, the Company would reverse the valuation allowance when the realization of the
deferred tax asset is more likely than not. In addition, the Company is subject to the continuous examination of its tax
returns by the Internal Revenue Service and other taxmg ‘authorities. The Company accrues for penalties and interest
related to income taxes in income tax expense. At December 31, 2010, total accrued interest was $31,000 and total
interest expense recognized for the year ended December 31, 2010 was $24,000. At December 31,2011, the Company -
released $28,000 of interest accrued related to the release of $221,000 of uncertain tax provisions, and as of December
31;2012; the Company had not recognized any tax liabilities or any interest or penalt1es in income tax expense related
to uncertam tax positions. . B :

! T rust Department

Property held by the Bank in a ﬁducnary or agency capacity for customers is not 1ncluded in the accompanymg
- consolidated balance sheets, since such items are not assets of the Company. Trust department. income is recogmzed
on the accrual basis.

!

Consolidated Statements of Cash Flows

|

For the purpose of the consolidated statements of cash flows, cash and cash equ1valents consist of short-term federal
funds sold and securities sold or purchased under agreements to resell, interest earning-deposits with banks, cash, and
due from barllks with original maturities of three months or less. :

) Stock-Based Compensatton

The Company s. stock-based employee compensatlon plan is descrlbed in Note 11, Stock Compensat1on In
accordance w1th FASB ASC Topic 718, Compensation — Stock Compensation, the Company measures the cost of the
-stock-based compensauon based on the grant-date fair value of the award, recognizing the cost over. the requisite
. service per10d -The fair value of an award is estimated using the Black-Scholes opt10n-pr1c1ng model. The expense
recognized is based on an estimation of the number of awards for which the requisite service is expected to be

|
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- rendered, and is ‘included in salaries and employee benefits in the accompanying consolidatéd: statements of
operations.: The standard also requires that excess tax ‘benefits related to stock option ‘exercises be reﬂected as
financing cash 1nﬂows instead of operatmg cash inflows. S :

T reasury Stock

" The purchase of the Company’s common stock is recorded at cost. Purchases of the stock are-made both in the open
market and through negotiated private purchases based on market prices. At the date of subsequent reissue; the
treasury stock account is reduced by the cost associated with suchstock ‘on‘a first-in-first-out basis.

Comprehensive Income -

. The Company reports comprehenswe income (loss) in the consolidated statements of comprehens1ve 1ncome (loss)

ReclaSStf cattons

Certain prior year,information has been recla‘ssiﬁed to conform to the C”tirrent year presentation.

- The followmg represents s1gn1ﬁcant new. accounting’ pr1nc1ples adopted in 2012::

Repurchase Agreements In Apr11 2011, the Financial Accountmg Standards Board (FASB) 1ssued Accountrng Standards
Update '(ASU) 2011-03, Reconszderatzon of Effective Control for Repurchase Agreements, which deals with the
accounting for repurchase agreements and. other agreements 'that both- entitle and obligate a transferor to repurchase or
redeem financial assets before their maturity. The provisions of ASU No. 2011-03 modify the criteria for determining
when repurchase agreements would -be accounted fot as a secured borrowing rather than as a sale. Currently, an' entity that
maintains effective control over transferred financial assets must account for the transfer as a secured ‘borrowing rather
than as a sale. ASU No. 2011-03 removes from the assessment of effective control the criterion requiring the transferor to
have the ability to repurchase or redeem the financial assets on substantially the agreed terms, even in the event of default

by the transferee. The FASB believes that contractual rights and obligations determine effective control and that there does
* not need to be a requirement to assess the ability to exercise those rights. ASU No. 2011-03 does not change the other
existing criteria used in the assessment of effective control. The Company adopted the provisions of ASU No. 2011-03°
prospectively for transactions or modifications of existing transactions that occurred on or after January 1, 2012. The
Company accounted for all of its repurchase agreements as collateralized financing’ arrangements prior to the adoptlon of
ASU No. 2011-03 and the adoption had no-impact on the Company’s.consolidated financial statements.

Fair Value Measurements - In May 2011, the FASB issued ASU No. 2011-04, Amendments to Achieve Common Fair
Va'lue Measurement and' Disclosure Requirements in U.S. GAAP and International Financial Reporting Standards
(IFRSs), to substantially converge the guidance in U.S. GAAP and IFRS on fair value measurements and disclosures. The
provisions of ASU No. 2011-04 result in a consistent definition of fair value and -common requirements for ‘the
measurement of and disclosure about fair value between U.S. GAAP and IFRS. The changes to U.S.'GAAP as a result of
ASU No. 2011-04 are as follows: (1) The concepts of highest and best use and valuation premise are only relevant when
measuring the fair value of nonfinancial assets (that is, it does not apply to financial assets or any 11ab111t1es) (2) U.Ss.
- GAAP currently prohibits application of a blockage factor in valuing financial instruments with quoted prices in-active -
markets. ASU No. 2011-04 extends that prohibition to all fair value measurements; (3) An exception is provided to the
basic fair value measurement principles for an entity that holds a group of financial assets and financial liabilities with
offsetting positions in market risks or counterparty credit risk that are managed on the, Jbasis of the entity’s net exposure to
either of those risks. This exception allows the entity, if certain criteria are met, to measure the fair value of the net asset or
liability position in a manner consistent with how market participants would price: the net risk position; {4) Aligns the fair
value measurement of instruments classified within an entity’s shareholders equity with the guidance for liabilities; and_
(5) Disclosure requirements have been enhanced for Level 3 fair value measurements to disclose quantitative information
about unobservable inputs and assumptions used, to -describe the valuation processes used by the entity, and to
qualitatively describe the sensitivity of fair value measurements to changes in -unobservable inputs and the
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interrelationships/between those inputs. In addition, entities must report the level in the fair value hierarchy of items that

- are not measured jat fair value in the statement of condition but whose fair value must be disclosed. The Company adopted
the provisions of ASU No. 2011-04 effective January 1, 2012. The fair value measirement provisions of ASU No. 2011-
04 had no 1mpact on the Company’s consolidated ﬁnancml statements. See Notes 11 and 12 to the consohdated financial
statements for the enhanced disclosures required by ASU No. 2011-04.

Other Comprehenswe Income In June 2011, the FASB issued ASU No. 2011-05, Presentation of Comprehensive Income,

which revises the[ manner in which entities present comprehensive income in their financial statements. The prov1s1ons of
ASU No. 2011-05 allow an entity the option to present the total of comprehens1ve income, the components of net income,

and the components of other comprehensive income either in a smgle continuous statement of comprehensive income or in
two separate but consecutive statements. In both options, an entity is required to present each component of net income
along with total net income, each component of other comprehensive income along with a total for other comprehensive
income, and a total amount for comprehensive income. Under either method, entities are‘required to present on the face of
the financial statements reclassification adjustments for items that are reclassified from other comprehensive incomie to net
income in the statement(s) where the components of net income and the components of other comprehensive income are
presented. ASU No. 2011-05 also eliminates the option to present the components of other comprehensive income as part
of the statement' of changes in shareholders’ equity but does not change the items that must be reported in other
comprehens1ve income or when an item of other- -comprehensive income must be reclassified tonetincome. ASU 2011-05
is effective for pe‘nods beginning January 1, 2012 and requires retrospective application. ASU No. 2011-05 was effective
for the Company s interim reporting period begmmng on or after January 1, 2012. The Company has chosen to present net
income and other comprehensive 1ncome in two consecutwe statements in the accompanymg consohdated financial

stafements. ' :

Stock Dtvzdend On July 1, 2012, the Company paid a special stock dividend of four percent to common sharcholders of
- record at the close of busmess on June 15, 2012.: For all periods presented, share mformatmn 1nc1udmg basic and diluted

-earnings per share has been adjusted. retroactlvely to reflect this change.
\

) Loans and Allowance for Loan Losses

Loans

A summary of loans, ﬂy major class within the Company.’s loan portfolio, at December 3 1,,2012 and 2011 is as follows: '

(in thousands) L S : 2012 2011
Commercial, financial, and agricultural o $ 130,040 § . 128,555
Real estate construction - residential ) 22,177 30,201
Real estate construction - commercial . : ) . 43,486 47,697,
Real estate mortgage - residential . 221,223 - 203,454
Real estate mortgage - commercial - Co ; 405,092 402,960
Installment and other consumer . . v . . 24,966 30,063
Total loans ’ ) _ $ 846,984 $ 842,930

The Bank grants real estate, commercial, installment, and other consumer loans to customers located within the communities
surrounding Jefferson City, Clinton; Warsaw, Springfield, Branson and Lee’s Summit, Missouri. As such; the Bank is
susceptible to changes in the economic environment in these communities. The Bank does not have a concentration of credit in
any one economic sector. Installment and other consumer loans consist primarily of the financing of vehicles. At December 31,
2012, loans with a carrying value of $457 000,000 were pledged to the Federal Home Loan Bank as collateral for borrowmgs
and letters of credit. «

42




HAWTHORN'BANCSHARES; INC..
AND SUBSIDIARIES

Notes to the Consolidated Financial Statements -

December 31, 2012,2011, and 2010

The followmg is a summary of loans to directors and executive officers or to entities in which such individuals had a beneficial:
interest of the Company, are summarlzed as follows: . : _

(in thousands) e

Balance at December 31, 2011 o , o . $ 3,161
New loans ‘ : L , o 9,791 ..
- Amounts collected ' o : R S (1,937)

$ 11,015

Balance at December 31, 2012

Such loans were made in the normal course of business on substantially the same terms, including interest rates and-collateral
requlrements as those prevailing at the same time for comparable transactlons w1th other ‘persons, and d1d not 1nV01ve Jmore’

than the normal risk of collectability or present unfavorable features.
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'

The following is a summary of the allowance for loan losses for the years ended Decembéf 31, 2012, 201 i, and 2010:

Commercial, Real Estate Real Estate Real Estate ‘Real Estate " Installment .
) Financial, & Construction - Construction - Mortgage - Mortgage - Loanste Un- )

(in thousands) Agricultural Residential Commercial Residential Commercial Individuals allocated Total
Balance at December 31, 2009~ § 2773 § - 348 8 1,740 § 3488 8 4,693 § 380§ - 1375 '§ 14,797°
Additions: ’ -

Provision for loan-losses 1,908 3 2,622 ., - 4,133 4,740 2,571 =32 (758) . 15,254
Deductions: )

Loans charged off -, 1,903.° . 933 455 . 4534 - 3,841 .T4n 0 .. 16,189

Less recoveries on loans (153) {30) (22) .. (228) (29)° (241) 0 . (703)
Net loans charged off 1,750 903 4,534 4,306 3812° 181 _0 15486
Balance at December 31,2010  § 2,931 § 2,067 § 1,339 § 3,922 § 3458 § 231 § 617 $ 14,565
Additions:

Provision for loan losses 837 914 485 1,104 8,593 204 (614 11,523
Deductions: . . S

Loans charged off 2,157 1,858 512 1,883 6,420 376 0 13,206

Less recoveries on loans (193) - (65) (250) (108) (103) {208) 0 -(927)
Net loans charged off 1,964 1,793 262 1,775 6,317 168 0 12,279
Balance at December 31,2011 § 1,804 § 1,188 § 1,562 § 3,251 § 5,734 § 267§ 38 13,809
Additions: R .

Provision for loan losses 1,732 (523) 126 955 6,318 293 (1) 8,900
Deductions: :

Loans charged off 1,760 0 0 977 5,466 586 0 8,789

Less recoveties on loans (161) (67) (23) (158) (248) (265) 0 (922)
Net loans charged off 1,599 67) (23) 819 5218 321 0 7,867
Balance at December 31,2012 § 1937 § 732§ 1,711 § 3387 38 6,834 $ 239§ 28 14,842
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" The following table provides the balance in the allowance for loan-losses at December 31,2012 and 2011, and the related loan
balance by impairment methodology. Loans evaluated under ASC 310-10-35 include loans on non-accrual status,.which -are
_individually evaluated for impairment, troubled debt restructurings, and other impaired loans deemed to have similar risk
characteristics. All other loans are collectively evaluated-for impairment under ASC 450-20. Although the allowance for loan

losses is comprised of specific and general allocations, the entire allowance is available to absorb credit losses.

Commercial, Real Estate . Real Estate Real Estate Real Estate . Installment
Financial, and Construction -  Construction - Mortgage - Mortgage - Loans to - ;
(in thousands} Agricultilral Residential C cial Residential C cial Individuals Unallocated Total
"-December 31, 2012
Allowance for loan losses:
Individually evatuated for v
impairment $ 213 § 125 8 542§ 1,069 $ 2,071 8 03 08 . . 4020
Collectively evaluated for
impairment 1,724 607 -1,169 2,318 4,763 - 239 2. . 10,822
Total $ 1,937 § 732 $ 1,711 § 3,387 § 6,834 $ 239§ 2.8 ' 14,842
Loans outstanding: '
Individually evaluated for . . - -
impairment $ 4,157 § 2,496 $ 7,762 $ 5771 8% 18,959 § 4 $ 0% ..39,189°
Collectively evatuated for - » : : ; )
impairment 125,883 19,681 35,724 215,452 386,133 24,922 "0 807,795
“Total $ 130,040 $ 22,177 § 43,486 § 221,223 § 405,092°§ 24,966 § 05 o 846,984
December 31, 2011
Allowance for loan losses: i
Individually evaluated for . - . ) . o ot
impairment $ 239 § 167 $ 380 § 653 § 2,309 § 03 0$ 3,748
Collectively evaluated for : v
impairment 1,565 1,021 1,182 2,598 3425 267 37 - 10,061
Total $ 1,804 $ 1,188 §$ 1,562 $ 3,251 § 5,734 $ - 2678 3 s 113,809
Loans outstanding: V
Individually evaluated for : . .
impairment $ 4428 § 1,147 § 7867 $ 6,569 §$- 33,440 § 08 03 53,451
- Collectively evaluated for : b
" _impairment : - 124,127 29,054 39,830 196,885 369,520 30,063 0. 789479
Total I - 128,555 § - 30,201 § 47,697 $ 203,454 § 402,960 $ 30,063 8- 0 $ " 842,930

Loans, or portions of loans, are‘charged off to-the extent deemed uncollectible. Loan charge-offs reduce the allowance for loan
losses, and recoveries of loans previously charged off are added back to the allowance. Once the fair value for a collateral - -
dependent loan has been determined, any impaired amount is typically charged off unless the loan has other.income streams:to
support repayment. For impaired loans which have other income streams to support repayment, a specific reserve is established for
the amount determined to be impaired.

Impazred loans

Impaired loans totaled $39,363,000 and-$53,620,000-at December 31, 2012 and 2011 respectlvely, and are’ comprlsed of loans
on non- -accrual status and loans which have been classified as troubled debt restructurings.

The categories of impaired loans at December 31, 2012 and 2011 are as follows: -

2011

(in thousands) 2012
Non-accrual loans 31,081 § 46,403
Troubled debt restructurings continuing to accrue interest 8,282 - 7217
Total impaired loans 39,363 $ 53,620

45



HAWTHORN BANCSHARES, INC.
AND SUBSIDIARIES

Notes to the Consolidated Financial Statements
December 31, 2012, 2011, and 2010

The following tables provide additional information about impaired loans at December 31, 2012 and 2011, respectively; .
segregated-between loans for which an allowance has been provided and loans for which no allowance has been provided: :

Unpaid : )
: : Recorded - Principal. Related .
(in thousands) . . o . Investment . Balance .. .- Allowance
At December 31,2012 . . ,
With no related allowance recorded: . :
Commercial, financial and agricultural - $ 3,272 °$ 4,009 $ 0
Real estate - construction residential 2,307 2,339 0.
Real estate - construction commercial : C 1,879 2,102 0
Real estate - residential ‘ 1,939 2,393 0
Real estate - commercial - 5,162 5,565 0
Consumer , 174 186 .0
' Total .~ x ; ’ $ 14,733 § - 16,594 § - 0
With an allowance recorded: ) B
Commercial, financial and agricultural $ 885 $ ’ 898 §$ 213
" Real estate - construction residential 189 189 125
Reéa] estate - construction commercial ‘ ) ’ 5,883 ‘ 6,011 542
Real estate - residential ;. . i 3,832 23,999 1,069
Real estate - commercial ’ Y . 13,797 14,167 ’ 2,071
Consumer ’ ) ) ' 44 44 0
-: Total - - . $ © 24,630 § 25,308 $ 4,020
Total impaired loans - $ 39363 $ 41,902 $ 4,020
At December 31, 2011
- With no related allowance recorded:
Commercial, financial and agricuitural ° , ‘ _ $ 3,546 § 3,625 $ 0 -
Real estate - construction residential : 584 788 0
Real estate - construction commercial 1,459 1,756 0
Real estate - residential - ) 2,315 2,654 . 0
Real estate - commercial . - ' 15,151 21,190 0
Consumer , , o 168 177 0
Total . ) $ 23,223 § 30,190 § 0
With an allowance recorded: . o o o
Commercial, financial and agricultural ‘ % 882 § 904§ ‘ 239
Real estate - construction residential ) ‘ ‘ ) 563 563 ¢ - ' 167
"Real estate -:construction commercial o o ' 76,409 - 6,448 ~ 380
- Real estate - residential 4,254 . 4,265 653
Real estate - commercial 18,289 18,780 2,309
Total $ 30,397 § 30,960 $ 3,748 .
Total impaired loans. . $ 53,620 § . 61,150 $ 3,748
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The following table presents by class information related to the average recorded mvestment and interest income recognized
on impaired loans for the years ended December 31, 2012 and 2011: »

2012 ‘ 2011

. Interest - Interest
Average Recognized Average Recognized
: Récorded . For the Recorded For the
(in thousands) ‘ ) S o ) ) . Investmi Period Ended Investment Period Ended
With no related allowance recorded: ) B :
Commercial, financial and agricultural e ) $ . x 41578 c 933 3,510 § - 52
Real estate -.construction residential * - . e : 1,137 7 1,273 0
Real estate - construction commercial ) : 1,692 0 3568 . . 0
- Rea] estate - residential . 3,169 ) 50.; 3,596 ‘ T
Real estate - commercial ‘ ' S 12198 L 124 18,270 I <
Consumer . : 170 SR 190 S 4
__Total L . : $- . 05238 . »215§ 304078 . o o 155
" With an allowance recorded: : : R : : . o )
Commercial, financial and agricultural e : : e § e 776-$-. - - - 298 . 655 8 S
‘Real-estate - construction residential’;. T ) o R o o189 0 } Y A
Real estate - construction commercral ' ' i - ' 6,087 a ' 0 ‘ ‘5,805 0
Real estate - residential : ' 2,604 11 3,203 o 13
Real estate - commercial ) . o, 11,271 99 12,724 ol o0
-Consumer R : : 2 0 20 s 0
;. Total - S : ] $ 20,929 - . 139§ 22,434 § 130
Total impaired loans R ) ’ $ 43,452 § " 414§ 52,841 § _ U285

The specific reserve component of the Company s allowance for loan losses at December 31, 2012 and 2011 was, determmed
by using fair values of the underlying collateral-obtained through mdependent appraisals and internal evaluations, or by
discounting the-total expected future cash-flows. The recorded investment varies from the unpaid principal balance primarily
due to partial charge-offs taken resulting from current appraisals received. The amount recognized as interest income on
impaired loans continuing to accrue-interest, primarily related to troubled debt restructurings, was $275,000 and $155,000, for"‘:
the years ended December 31, 2012 °and 2011, respectively. The average recorded investment in impaired loans is calculated on -
a monthly basis during.the perrods reported, Contractual interest due on loans in non-accrual status was $1,198,000 -at

December 31,.2012 compared to $1,952,000 at December 31, 2011. Interest income recognized on loans i in, non- -accrual status - -

was $11,000. for the year, ended December 31, 2011. During the year ended December 31, 2012 there was no s1gn1ﬁcant;~
’ 1nterest recogmzed on loans in non-accrual status.

Delmquent and Non—A ccrual Loans

The delinquency status of loans is determined based on the contractual terms of the notes Borrowers are generally classrﬁed as -;4
delmquent once payments become 30 days or more past due :
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The following table provides aging information for the Company’s. past due and non-accrual loans at December 31 2012 and
2011. : . o

Currentor ’ B 90 Days

Less Than Past Due

30 Days 30-89Days  And Still
(in thousands) . . o " Past Due ~ PastDue Accruing Non-Accrual "~ Total
December 31,2012 . s, L . . . .
Commercial, Financial, and Agricultural $ 126,884 § 1821 $ 0% - 1335 § 130,040
Real Estate Construction - Residential 19390 290 0 2497 © M
Real Estate Construction - Commercial ' v 35,117 607 0 7,762 43,486
Real Estate Mortgage - Residential ) - 213,694 ©2,199 0 533 21223
‘Real Estate Mortgage - Commercial T 00 12 0 13938 . 405092
Installment and Other Consumer . 24221 L 50 6 209 L 24966

Total . 3 809,338 § 6,559 § 68 31,081 §.° .. - 846984 .
December 31, 2011 ‘ R '
Commercial, Financial, and Agricultural "8 126,244 $ 243§ 0%. 2,068 § - .7 128,555
Real Estate Construction - Residential oo . . 29,054 .0 0 1,147 . L 30201
Real Estate Construction - Commercial S ‘ 39,822 -0 8" 7,867 ‘_,«f,-47,6.x9_7 .
Real Estate Mortgage - Residential t o 195,779 T 3,513 .9 4153 7 203454
Real Estate Mortgage - Commercial i 371,000 924 36 31,000 402,960
Installment and Other Consumer S 0908 , 62 1 168 30,063
Total ' ) $ 791,181 § 5292 § "548 - 46403 8 842,930

Credit Quality

The following-table provides-information about the credit quality of the loan portfolio using the Company’s’ internal rating
‘system reflecting management’s risk assessment. Loans are placed on watch status when (1) one or more weaknesses that -
could jeopardize timely liquidation exits; or (2) the margin or liquidity of an assetis sufficiently tenuous that adverse trends
could result in a collection problem. Loans classified as substandard are inadequately protected by the current sound worth-and
- paying capacity of the obligor or by the collateral pledged, if any. Loans so classified may have a well defined weakness or. _
"-weaknesses that jeopardize the repayment of the debt. Such loans are characterized by the distinct possibility that the Company
- may sustain some loss if the deficiencies are not corrected. It is the Company's.policy to discontinue the accrual of interest
* income on loans when management believes that the collection of interest or principal is doubtful. Loans are placed on non-g
accrual status when (1) deterioration in the financial condition of the borrower exists for which payment of full ‘principal and-
interest is not expected, or (2) payment of principal or interest has been in default for a period of 90 days or more and the asset
is not both well secured and in the process of collection. Subsequent interest payments received on such loans are applied to
principal if any doubt exists as to the collectability of such principal; otherw15e such receipts are recorded as interest 1ncome '
on a cash basis. :
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Commercial, Real Estate ‘Real Estate Real Estate .  Real Estaté Installment
. Financial, & - Construction- - Construction - Mortgage - Mortgage - and other N

(in thousands) =~~~ Agricultural Residential Commercial Residential Commercial -~ Consumer Total
At December 31, 2012 : S : i
Watch 8 14,814 § 4,580 $ 6,459 § 26,063 $ 29,753 § 6728 - 82341
Substandard - 6,485 396 2,035 5472 11,027 .. -, 423 . Lo 25838
Non-accrual i 1,335 2,497 7,762 5,330 13938 . 219" . 31,081 .

Total = . - - § 22,634 $ 7473 8 16,256 $ 36,865 S 54718 § 1314 $ : 139,260

L AtDecemberél, 2011 . . . ) ‘

Watch . $ 22,206 $ 9,644 § 9,338 § 13,231 § 243928% 5518 79,368
Substandard ‘ L4142 T s T 1189 4269 8,004 T 18,890
Non-accrual C o 2,068 1,147 o 7.867 - 4,153 31,000 - ¢ 168 - 46,403

Total . $ 28,416 $ 11,633 $ 18,394 § 21,653 § 63,39 § 1,169 $ 144,661

Troubled Debt Restructurings

. At December 31, 2012, loans classified as troubled debt restructurings (TDRs) totaled $22,363,000, of which $14,081,000 was
on non-accrual status and $8,282,000 was on accrual status. At December 31, 2011, loans classified as TDRs totaled
$32,165,000, of which $24,948,000 was on non-accrual status and $7,217,000 was on accrual status. When an individual loan
is determined to be a TDR, the amount of impairment is based upon the present value of expected future cash flows discounted -
at the loan’s effective interest rate or the fair value of the underlying collateral less applicable selling costs. Accordlngly, :
specific reserves of $1,544,000 and $1,522;000 were allocated to the allowance for loan losses at December 31, 2012 and 201 1,

v respectlvely

The following table summarizes loans that were modified as TDRs durmg the years ended December 31,2012 and 2011:

2012 . _. 2011,
Recorded Investment (1) et Recorded Investment {1
‘ Number of Pre- } Post- ~  Number of . Pre- B Post- ]
(in thousands) . Contracts “"Modification ~Modification = Contracts  Modification Modlﬁcatlon .
Troubled Debt Restructurings . v . R ‘ . : e
Commercial, financial and agricultural 4 % 637 $ 613 9 $ 3 500 $ - 3,486
Real estate construction - commercial #.© 1 . 43 . . 41 8 6,616 - - 16,227 -
Real estate morigage - residential 5 657, .'" 657 1 1,157 .. - 1,010. .
Real estate mortgage - commercial -2 645 644 9 9,553 - 9,215
. Consumer 2 44 44 0 0 0
48 2,026 § 1,999 33 § 20,826 $§ - 19,938

Total ) ‘ 1

(1) The amounts reported post-modification are inclusive of all partial pay-downs and.charge- offs and no portion of the debt was forglven
Loans modified as a TDR that were fully paid down, charged-off or foreclosed upon during the period ended are not reported.

The Company’s portfolio of loans classified as TDRs include concessions such as interest rates below the current market rate,
deferring prlnc1pal payments, and extendmg maturity dates. Once a loan becomes a TDR, it will continue to be reported as a
'TDR until it is ultimately repald in full, charged-off, or the collateral for the loan is foreclosed and sold. The Company
~considers a loan in TDR status in default when the borrower’s payment according to the modified terms is at least 90 days past
- due or has defaulted due to expiration of the loan’s maturity date. During the year ended December 31, 2012, fourteen loans
meeting the TDR criteria were modified. There was one loan modified as a TDR that- defaulted during the year ended
December 31, 2012, and within twelve months of their modification date. No loans modified as a TDR during the year ended
December 31, 2011 defaulted. :
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(3) Real Estate and Other Assets Acquired.in Settlement of Loans

2012

(in thousands) . . 2011

" Commercial N . g . $ S 329 § - ‘ 17
Real estate construction - residential 112 307,
Real estate construction - commercial 13,392 © 13,650

~Real estate mortgage - residential 1,227 2,121
Real estate mortgage commercial 14,201 16,623
Repossessed assets ,- s : 468 279 ¢
Total ' ' $ 29729 $ 22997 .
Less valuation allowance for other real estate owned L (6,137) __(6977)
Total other real estate owned and repossessed assets o $ 23592 § 16,020
Balance at December 31, 2010 $ - 20,168
Additions <~ 10,903
Proceeds from sales .- : L5 (7,435)
Charge-offs against: the valuation allowance for other real estate owned o (433)
Net gain on sales - : : : +(200) .
Balance at December 31, 2011 . 722997
Additions 16,869

“ Proceeds from sales (8,571)
Charge-offs against the valuation-allowance for other real estate owned, net S (1,883)
Net gain on sales . : 317
Total other real estate owned and repossessed assets $ . 129,729
Less valuation allowance for other réal estate owned: . (6,137)
Balance at December 31, 2012 ' _ $ - 23592 .

Durmg the years ended December 31 2012 and 2011, net charge -offs against the allowance for loan losses at the tlme of

foreclosure were approximately $6, 705 000 and $8, 248 000, respectively.
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Activity in the valuation allowance for: other real estate owned in settlement of loans for the years ended December 31, 2012
2011 and 2010, respectively, is summarized as follows: Lo

- (in thousands) , a2 2011 2010
Balance, beginning of yé'ar: ' ' - § 6,977 $ 6458 8 . 0
Provision for other real estate owned R 713 ' 1,252 0L 6,158
Charge-offs. (1,553) (433) 0.
Balance, end of year , , - $ 6,137 $ . 6977 § 6,158

‘The significant change in the expense provision from the years ended 2010 to 2012, primarily relatéd ‘to one foreclosed

commercial real estate construction property. During the year ended December 31, 2010, the Company recorded a $5,663, 000

provision and related valuation allowance related to this property reflecting its current appraised value..During the year ended

December 31, 2012, real estate values improved and comparable sales occurred which led to an,increased current.appraised

value that allowed the Company to recover $3,908,000 of this valuation allowance. This recovery partially offset current year

expense provisions for other real estaté owned of $4,621,000; primarily attributablé to eight properties where significant write-
downs were required to reflect current appraised values. These' amounts are reflected in other real estate’ expense in the

consolidated statements of operations. E

C)] Investment Securities

A summary of investment securities by major category, at fair value, consisted of the followmg at December 31 2012 and
2011, respectively. o :

(in thousands) ‘ o 2012 _ 20

U.S. Treasury L _ o 3 ©02,030:8 0 2,054
Government sponsored enterprrses ' ’ ’ - 55,180 - 70,314
Asset-backed securities o o 107,8727 0 e 107,329
Obligations of states and political subdivisions 35,164 ' 34,109
Total available for sale securities : e - $ 200,246° $ © 213,806

s

All of the Company’s investment securities are classified as available for sale, as discussed in more detail below. Asset backed
securities include agency mortgage-backed securities, which are guaranteed by government sponsored agencres such as the
FHLMC, FNMA and GNMA. The Company does not invest in subprime originated mortgage-backed or- collaterallzed debt
obligation instruments.

Investment securities that are classified as restricted equity securities primarily consist of F ederal Home Loan Bank stock and
the Company’s interest in statutory trusts. These securities are reported at cost in other assets in the amount of $3,925,000 and
$4,385,000 as of December 31, 2012 and 2011, respectively. :
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The amortized cost and fair value of debt securities classified as available-for-sale at December- 31 2012 and 201 1 are as
follows: ) - .

. L Gross ~ Gross
. Amortized unrealized = wunrealized
(in thousands) - cost gains losses Fair value '
December 31, 2012 ' '
U.S. Treasury o $ 2,000 $ 30 $ 0 $ 2,030
Government sponsored enterprises - 54,327 S 853 : 0 " 55,180
- Asset-backed securities ‘ .. 104,607 . 3,276 o 11 107,872
Obligations of states and political . , ‘
.subdivisions , » 33,959 - 1,222 17 35,164
Total avallable for salé securities $ 194,893 ' § 5381 § 28 $° 200,246
Welg_ted average yleld at end of perlod - 254 %
December 31, 2011
U.S. Treasury -~ $ 2,000 $ 54 $ 08 2,054
Government sponsored enterprises 69,703 629 18 . 70,314
" Asset-backedsecurities .. 103,806 3,547 24 107,329
Obligations of states and pohtlcal )
subdivisions - 32,716 1,394 1 34,109
Total available for sale securities $ 208,225 $ 5,624 § 43 3 213,806
Weighted average yield atvend of period 2.89 %

.’I:he amortized cost and. fair valge of debt securities classified as available-for-sale at December 31, 201{2», by contractual
maturity are shown below. Expected maturities may differ from ‘contractual maturities because borrowers have the right
to call or prepay obligations with or without prepayment penalties.

‘ v : Amortized = Fair

. {inthousands) ; ‘ cost " value
Due in one year or less ' $ 3919 §$ 3,951
Due after one year through five years 63,985 65,154
Due after five years through ten years - ’ . 20,478 21,340
Due after ten yeéars ’ : 1,904 1,929
Total ' 90,286 92,374
Asset-backed securities 104,607 - 107,872
Total available for sale securities _ $ 194,893 $ 200,246

Debt securities with carrying values aggregating approximately $146,442,000 and $172,447,000 at December 31, 2012
and 2011, respectively, were pledged to secure public funds, securities sold under agreements to repurchase, and for
other purposes as required or permitted by law.

Gross unrealized losses on debt securities and the fair value of the related securities, aggregated by investment category
and length of time that individual securities have been in a continuous unrealized loss position, at December 31, 2012
and 2011, were as follows:
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Less than 12 months 12 months or more Total
Fair . Unrealized Fair -+ Unrealized Fair Unrealized -
(in thousands) Value Losses Value Losses Value Losses
At December 31, 2012 o
‘Government sponsored : y
enterprises . $: 1,044 § 0 $ 0 $ 008 04 8 0 .::.
Asset-backed securities 4,729 1y . 0 0 4729 . (11)
Obligations of states and - o
~political subdivisions . 2,114 an .. .15 . .. 0 __ 2264 - - a7 .
Total ) $ 7,887 $ (28) $ 150§ 0 § 8037 § (28)
fiﬂthousands)
At December 31, 2011
Government sponsored - . : ) . I o
enterprises $° 13,250 $ (18) $ 0 0$ 08 13250 8 (18
~ Asset-backed securitics 4,59 4 . 0 0 4,591 . 4
Obligations of states and ' e o h ‘
political subdivisions 3 229 M ) 150 0 379 . 1
Total $ 18070 § @) s 150 s 0§ 182208 (43)

The total available for sale portfolio consisted of approximately 380 securities at December 31, 2012. The portfolio
included 14 securities, having an aggregate fair value of $8,037,000 that were:in a-loss position at December 31, 2012.
Securities identified as temporarily impaired which have been in a loss position for 12 months or longer totaled $150,000
at fair value. The $98 unrealized loss included in other comprehensive income at-December 31, 2012 was.caused by
interest rate fluctuations. The total available for sale portfolio consisted of approximately 365 securities at December 31,
2011. The portfolio included 20 securities, having an aggregate fair value of $18,220,000 that were in-a loss position at
December 31, 2011. Securities identified as temporarily impaired which have been in a loss position for 12 months or
longer totaled $150,000 at fair value. The $294 unrealized loss included in other comprehenswe income at December 31,
2011 was caused by interest rate fluctuations. Because the decline in fair value is attributable to changes in interest rates
and not credit quality these investments. were not considered other-than-temporarily impaired at December 31,2012 and
2011, respectively.

The table presents proceeds from sales’of securities and the components of 1nvestment securltles gains and losses which
have been recognized in earnings as follows:

(in thousands) 2012 2011 | 2010

Proceeds from sales of ava1lable for sales securities $ 790 $ 035 0
Gains realized on sales 26 0 0
Losses realized on sales 0 Q 0
Other-than-temporary impairment recognized 0 0 0
Investment securities gains $ 26 $ 0§ 0
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Premises and Equipment

A summary of premises and equipment,af Decéember 31, 2012 and 2011 is as follows:

(in thousands) ~ ' « ' 2012 2011

Land and land improvements ) $ 10,073 § 10,121

. Buildings and improvements 34,174 33,652
Furniture and equipment 12,250 12,013
Constructlon in progress - 155 ' 277
Total ) B S 56,652 56,063
Less accumulated depreciation - 19631 : 18,110
Premises and equipment, net - § 37,021 $ 37,953

Depreciation expense for the years ended December 31, 2012, 2011, and 2010 is as follows: .

(in thousands) : 2012 2011 2010
Depreciation expense $ . 1,858 % 1,940 $ 1,964
Intangible Assets

Core Deposzt Im‘angzble Asset” .- : ‘ : SRR

‘A summary of amortlzable 1ntang1ble assets: at December 31 2012 and 2011 is as follows:

(in thousands) o 2012 ‘ B 2011
) ) '  Gross’ _ Gross o v
Carrying =~ Accumulated Net ~  Carrying  Accumulated Net
R . 'Amount . Amortization Amount ~ Amount Amortization . = Amount -
Core deposit intangible $ 4795 (466008 . 135§ 4795 § . (4252) 8 543

The Company’s amortization expense on intangible assets in any given perlod may be different from the estlmated
amounts depending upon the acquisition of intangible assets, changes in mortgage interest rates, prepayment rates_and
other market conditions. The following table shows the estimated future amortization expense based on ex1st1ng asset.
balances and the interest rate environment as of December 31, 2012 for the next five years:

Core Deposit. _

Intangible
(in thousands) ’ = Asset
2013 T S8 T3S
2014 ' N ‘ 0
2015 ‘ | ' ‘ ) 0
2016 . 0
2017 0
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Changes in the net carrying amount of core deposit intangible assets for the years ended December 31, 2012, 2011, and
2010 is as follows:

(i thousands) - 012 2011 2010
‘Balance at begmmng of year s 543§ 978 § 1,504
Additions : 0 . 0. S0
< Amortization - (408) (435 - .(5@»
Balance at end of year 5 135 § 543§ . 978

Movrtgage Servicing Rights

On January 1; 2012, the Company opted to measure mortgage: servicing rights at fiir value as permitted by Accounting
Standards Codification (ASC) Topic 860-50, Accounting for Servicing Financial Assets. The election of this option
resulted in the recognition of a cumulative effect of change in accounting principle of $459,890, which: was recorded as
~ an increase to beginning retained earnings. As such, effective January 1, 2012, changes in the fair value of mortgage
.-servicing rights is recognized in earnings in-noninterest income in the period in which the change occurs and no
‘amortization will be recognized on mortgage servicing rights going forward. For the years ended December 31, 2011
+and 2010, MSRs were amortized over the shorter of 7 years or the life of the loan and perlodlcally rev1ewed for
1mpa1rment At December 31, 2011 and 2010, no temporary impairment was recognlzed e

At December 31, 2012 and 2011, respectively, the Company serviced mortgage loans for others totaling $3 10,587,000

.- and $307,016,000, respectively. Mortgage loan servicing fees earned on loans sold were $878,000, $863;000, and

"~ $927,000 for the years ended December 31, 2012, 2011, and 2010, respectively, and are reported as other: nomnterest
income.

The table below presents changes in mongage serv1c1ng nghts (MSRS) for the years ended December 31, 2012 2011,
and 2010 as follows:

(in thousands) . .. : . . - 2012 ..o2011 O 2010

Balance at beginning of year . $ 2,308 .8 2356 $ 2,001
Reé-measurement to fair value upon electlon to measure : . . ‘

. servicing rights at fair value 42 .0 0
' Originated mortgage servicing rights ' © 830 Y 760 1,169
Changes in fair value: o : B

Due to change in model mputs and assumptlons (1) 122 0 , 0
Other changes in fair value (2) ) - : - - (1,453 e QTR 0

_ Amortization : s 0 (808) (834)
Balance at end of year e $- 2549 $ . 2308 $ - 2356

(1) The change in fair value resultmg from.- changes in valuation mputs or assumptions used in ‘the valuatlon model reflects the
change in discount rates and prepayment speed assumptions pnmanly due to changes in interest rates. )

(2) Other changes in fair value reflect changes due to customer payments and passage of time. This also includes a one time
adjustment of a $538,000 correction of an immaterial prior period error due to changing from the straight-line amortization ~
method to an accelerated amortization method of accounting for amortizing MSRs in prior years. If the aforementioned was
corrected as of December 31, 2011, the balance at the beginning of the period would have been $1,770,000.
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The following key data and assumptions were used in estimating the fair value of the Company s mortgage servrcmg
rights as of the years ended December 31, 2012 and 2011

, 2012 2011
Weighted—Average Constant Prepayment Rate 18.60 % - 20.86 %
Weighted-Average Note Rate , v ) 422 % - 464 %
Weighted-Average Discount Rate . ‘ 799 % 199 %
Weighted-Average Contractual Life (in years) - : . -~ 20:00 ~ 2300

’ (7)  Deposits

The scheduled maturities of total time deposits as of the years ended December 31, 2012 and 2011 are as follows: .

(in thousands) . S ) _ 2012 2011
, Due within: . ‘ . . B ‘ o . .
One year o : . - . $ 1280477 § . .266,516
Two years - . _ . : ‘ 65,220 - 293,209
Three years . , : L 4 ' : 23,482 : ¢ 34,730
Four years ‘ ) e . L 11,984- e 8,811
Five years _ e ‘ . ‘ 12,139 . . 1,172
_Thereafter. , - o : 0 L 0
Total ‘ ] : L . 8 393,302 § - 414,438

At December 31, 2012 and 2011, the Company had certrﬁcates and other time depos1ts mn denomlnatlons of $100 000 or
more which mature as follows: *

(in thousands) _ : 2012 2011
Due within: =~ o ' ' ' :
Three months.or less .. = » . $ 37,166 $ - 52,274
Over three months through six months 18,690, . 16,017
Over six months through twelve months . 33,265 L 32:,29 |
Over twelve months , 31,656 ... 38,922
Total - R 120 777 $ 139,504‘

The Federal Reserve-Bank required the Bank to maintain cash or balances of $1,367,000 and $1,335,000 at" December 31,
2012 and 2011, respectively, to satisfy reserve requirements.

Average compensating balances held at correspondent banks were $1 595,000 and $489 000 at December 31 2012 and
2011, respectively. The Bank maintains such compensating balances wrth correspondent banks to offset charges for
~ services rendered by those banks.. :
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Borrowings

| Federal Funds Purchased and Securities Sold under Agi‘eements‘ to Repurchase (Repurchése Agreements), s

Information relating to federal funds purchased and repurchase agreements is as follows:

- YearEnd = Average - Average - Maximum ‘
. Weighted ~ Weighted " Balance  Outstanding at Balancé at
(in thousands) - _ " Rate " Rate ' Outstanding __any Month End = December 31,
. 2012 ‘ B o
Federal funds purchased o 00% . 06 %S - - 412 $4 . M58 0
Short-term repurchase agreements - 0.1 01 22,867 L2473 . 21,058
" Total . . ; | N 21,058
w1 | | |
Pederal funds purchased ST 00 % 03 % $ 28 08 0
~ Short-term repurchase agreements . . 0.1 0.2 - 27634 30,227 24,516

Total | T T ] | 3 24,516

The securities underlying the agreements to repurchase are under the control of the Bank. All secugities sold under

- agreements to repurchase are secured by a portion of the Bank’s investment portfolio.

" Under agreements with unaffiliated banks, the Bank may borrow federal funds-up to $15,000,000 on an unsecured basis -
* and $5,135,000 on a secured basis at December 31, 2012. L :

Subordinated Notes and Other Borrowings

Other borrowings of the Company consisted of the following:

(in thousands) 2012 ‘ 2011
' Year End Year End
Maturity  Year End  Weighted Year End ‘Weighted
. Borrower . Date . Balance _ - Rate Balance Rate
FHLB advances The Bank 2013 $ 10,126 1.5 % $ 8,284 1.6 %
o ' 2014, - .0 na 10,126 - 1.5 %
2015 0 na 0 . na
2016 0 na 0 . na
2017-18 10,000 2.5 % 10,000 o 25%
Total Bank . $ 20,126 $ 28,410 -
- Subordinated notes The Company- - 2034 $ 25,774 30 % $ 25774 : 33 %
, : ' 2035 23,712 2.1 % 23,712 . 24%
Total Company ~ . ’ $ 49,486 $ 49,486

The Bank is a member of the Federal Home Loan Bank of Des Moines. (FHLB) and has access to te’rm»ﬁnanciﬁ'g from
the FHLB. These borrowings are secured under a blanket agreement which assigns all investment in FHLB stock, as -
well as mortgage loans equal to 125% to 175% (based on collateral type) of the outstanding advance balance, to secure

" amounts borrowed by the Bank. The outstanding balance of $20,126,000 includes $10,000,000 which the FHLB may

call for early payment within the next year. Based upon the collateral pledged to the FHLB at December 31, 2012, the
Bank could borrow up to an additional $269,958,000 under the agreement. :
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On March 17, 2005, Exchange Statutory Trust 11, . a busine‘ss trust, issued $23,000,000 of 30-year floating rate Trust .
Preferred Securities (TPS) to a TPS Pool. The floating rate is equal to a three-month LIBOR rate plus 1.83% and

reprices quarterly (2:14%-at December 31, 2012).-The TPS can be prépaid without penalty at any time after five years
from the issuance date. ; L .

The TPS represent preferred interests in the trust. The Company mvested apprOXImately $712, 000 in common interests
in the trust and the purchaser in the prlvate placement purchased $23,000,000,in preferred interests. The proceeds were
used by the trust to purchase from the: Company its 30-year deeply subordinated debentures whose terms mirror those

stated above for the TPS: The -debentures are .guaranteed by the Company-pursuant to a-subordinated guarantee..

Distributions on the TPS are payable quarterly on March 17, June 17, September 17, and December 17 of each year that

- the TPS are outstanding. The trustee for the TPS: holders is U.S. Bank, N:A.. The trustee does not have the power to take

enforcement action'in the.event of a default.under the TPS for five. years from the date of default. In the event of default,
however, the Company would be precluded from paying dividends until the default is cured. e

On March 17, 2004, Exchange Statutory Trust I, a Delaware business trust and subsidiary of the Company issued
$25,000,000 of floating TPS to a TPS Pool. The floating rate is equal to the three- month LIBOR rate plus 2.70% and

reprices quarterly (3.00% at December 31, 2012). The TPS are-fully, 1rrevocably, and unconditionally guaranteed on a
‘subordinated basis by the Company. The proceeds of the TPS were invested in. junior subordinated debentures of the
-Company. Distributions on-the TPS are payable quarterly on March 17, June 17, September 17, and -December 17 of

each year that the TPS are outstandmg The TPS mature on March 17, 2034. That maturrty date may be shortened if
certain conditions are met.

T © oy

The Exchange Statutory Trusts are not consoiidated in the'Company s financial sfarements ’-Accordiungly, the Company‘ o

does not report the securities issued by the Exchange Statutory Trusts as liabilities, and instead reports the’ subordlnated
notes issued by the Company and held by the Exchange Statutory Trusts as liabilities. The amount of the subordmated
notes as of December 31, 2012 and 2011 was $49,486,000, respectively. The Company has recorded the investments in
the common securities issued by the Exchange Statutory Trusts aggregating $1,486,000, and the corresponding
obligations under the subordinated notes, as well as the interest income and ‘interest expense on such investments and
obligations in its consolidated financial statements.

Income Taxes

The composition-of income tax expense (benefit) for-the years ended December 31, 2012, 2011, and 2010 are as follows

(in thousands) . ‘ . . 2012 2011 2010
Current;: ‘ s
Federal : $ 651 $ 374§ - (837)
~__State : : o 156 (214) 80
Total current ) 807 . 160 (757) :
Deferred:
Federal ‘ '. ‘ a9n- 2386 - (2,091
State ) N L - _ (64 45 - (239
Total deferred L ' , R Q61) 431 . (2,330)
Total income tax expense (beneﬁt) » $ . 546 % . 591 $.-- . (3,087)
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Applicable income tax. (benefit) expense for' financial réporting purposes differs from the amount computed by applying
the statutory Federal income tax rate for the reasons noted in the table for the yearsended December 31, 2012;:2011, and -
2010 are as follows:

(in thousands) ) V) s 2011 - 2010

Amount . % = Amount % . Aniount - %

Income (loss) before provision for : ' R

income tax expense (benefif) ‘ $ 3368 § 3448 ) ) (6.639)
Tax at statutory Federal income tax rate 8 1,145, 3400 % $ . LI 3400 % § . (2257)- 3400 %
Tax-exempt income ‘ (380) (11.27) .. S (40 (1172) (445 - 6.70
State income tax, net of Federal , N } L . . )

tax benefit 61 1.81 - "(111) (3.23) Cnoo- . (105 - 158
Release of prior year over accrual 37) 4101 0 0.00 0 0.00
Other, net o - 91 270 - (66) (1.91) L (280) 4.22
Provision for income tax expense (benefit) 8 546 1623 % § 591 1714 % $ (3,087)  46.50 %

The components of deferred tax assets and deferred tax liabilities at December 31, 20]2 and 201 1 are as follows

(in thousands) E ‘ . 2012 ‘ ‘;‘2011
Deferred tax assets: .
Allowance for loan losses N $ 5,640 5,248
Impairment of other real estate owned R ' = 2,774 Tt 2734
Goodwill . S S 2,483 " . 2,831
Deferred taxes on pension _ 997 -+ 1,380
Nonaccrual loan interest ‘ : : S ' R 940 g 1,033
Core deposit intangible. B 94 . . 883
Pension ' 450 R 276
" Deferred ¢compensation S C : 36 27
Other « , 449 . .. 549
Total deferred tax assets - , ,‘ $ 14,673 $ 14,961
Deferred tax liabilities: ) ‘ : P
Available-for-sale securities : . $ 2,088 § 2,177
Premises and equipment 958 . . 960
Mortgage servicing rights : , 908. - . . 791
Assets held for sale ' , 110 109
FHLB stock dividend o o ’ . ) ’ 100 , 100
Other . L , ' o . T2
" Total deferred tax liabilities S ) L : R - 4,165 . 4,139
 Net deferred tax asset o 8 10508 5 10,822

The ultimate reahzatlon of deferred tax assets is dependent upon the generation of future taxable income during the
periods in which those temporary differences become deductible. Managemerit considers the: scheduled reversal of
deferred tax liabilities, projected future taxable income, and tax planning strategies in making this assessment. Based
upon the level of historical taxable income and projections for future taxable income over the periods in" which the
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deferred tax assets are-deductible, management believes it is more likely than not the Company will realize the benefits
of these temporary differences at December 31, 2012 and, therefore, did not establish a valuation reserve.

At December 31, 2012, the accumulation of prior years’ earnings representing tax bad debt deductions of the Bank was
$2,931,503. If these tax bad debt reserves were charged for losses other than bad debt losses, the Bank would be
requlred to recognize taxable income in the amount of the charge. It is not contemplated that such tax-restricted retained ‘
earnings will be used in a manner that would create federal income tax liabilities.

The Company follows ASC Topic 740, Income Taxes, which addresses the accounting for uncertain. tax positions. Asa

“result of the lapse of the statue ‘of limitations for the 2007 tax year, the Company recogmzed $340,351" of gross

unrecognized tax benefits and $30,969 of accrued’ interest. This resulted in a decrease in the effective tax rate for the
year ended December 31, 2011 compared to December 31, 2010. As of December 31, 2012 and 2011, respectlvely, the
Company did not have any uncertain tax provmons

A reconciliation of the beginning and ending amount of the unrecognized tax benefits is as follows:

2012 - 2011 . 2010 -

Unrecognized tax benefits as of January 1, o K 0§ 340351 .§ 562,076
Gross amounts of the increases and decreases in unrecognized ‘ '
tax benefits as a result of tax positions taken during prior years o . -0 -0
Gross amounts of the increases and decreases in unrecognized ‘
tax benefits as a result of tax positions taken during year . - . . 0 20. o0
The amount of decreases in unrecognized tax benefits : ‘ "
relating to settlements with taxing authorities 0 .0 . 0
“Reductions to unrecogmzed benefits as a result of a lapse of the . L e
- applicable statute of limitations 0 (340,351) (221,725)
- Unrecognized tax benefits as of December 31, : $ 0 $ 0 $ 340351

Employee Benefit Plans

Employee benefits charged to operating expenses are summarized in the table below for the years ended December 31,
as indicated. :

© (in thousands) . 2012 2011 . .- 2010

Payroll taxes $ 1,127 $ L0988 1,105 -
Medical plans » 1,772 1,676 : ‘1,545
401k match e 298 291 319

- Pension plan 1,224 907" S 7864
Profit-sharing : 58 0 ‘ 0
Other : _ 318 250 162
Total employee benefits $ 4,797 $ ' 4 222 $ ' 3,995

. The Company’s proﬁt—sharmg plan includes a matchmg 401k portion, in which the Company matches the ﬁrst 3% of

eligible employee contributions. The Company made annual contributions in an amount up to-6% of i income, before
income taxes -and before contributions to the profit-sharing and pension plans.for all participants,- 11m1ted to the
maximum amount deductible for federal income tax purposes, for each of the Pperiods shown. In addmon employees
were able to make addltlonal tax-deferred contr1butlons -
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Pension .

The Company provides a noncontributory defined benefit pension plan for all full-time employees. An employer is
required to recognize the funded status of a defined benefit postretirement plan as an-asset or liability in its balance sheet .
and to recognize changes in that funded status in the year in which the changes occur through comprehenswe income.
Under the Company’s funding policy for the defined benefit pension plan, contributions are made to a trust as necessary
to provide. for current service-and for any unfunded accrued actuarial liabilities over-a ‘reasonable period. To the extent
that these requirements are fully covered by assets in the trust, a contribution might not be made in a’particular year. The
Company made $766,000 of contributions to the defined benefit plan through April 1, 2013, of which $238,000 relates
to the 2011 plan year and $528,000 relates to the 2012 plan year. The minimum requlred contribution for the 2013 plan -
year is estimated to be-$665,000. The Company:has not determined whether it will make- any contrlbutlons other than the‘

minimum required funding contribution for 2013.

Obligations and Funded Status at December 31

S2012 -

2011 -

TS 12,564 .8

(in thousands)
Change in prOJected benefit obligation: . o : G e R
Balance, January 1 L% 1421708 ¢ . 10,655
Service cost ‘ 1,168 931
Interest cost 667 604
Actuarial (gain) loss i To(458) o L2240
Benefits paid - : (252) S (243)
Balance, December 31 $ 1534208 o 14217
"'Change in plan assets: o B ‘
Fair value, January 1 $ - 10,034 § 9,296
Actual gain (loss) return on plan assets - 1,193 (54
Employer contribution 766 1,005
Expenses paid (34) -0
Benefits paid (252 (213)
Fair value, December 31 $ 11,707 § 10,034
Funded status at end of year (3,635 8 0 (4,183)
Accumulated benefit obligation

10,762

Components of Net Pension Cost and Other Amounts Recognized in Accumulated Other Comprehensive: Income

The following items are components of net pension cost for the years ended December 31, as indicated:

1 . (in thousands)

‘ 2012 V 2011 2010
Service cost—benefits earned during the year $ . 1,168 . %8 . 931 § . . 844
- Interest costs on projected benefit obligations 668 . 604 556
Expected return on plan assets (776) (706) (614)
Expected administrative expenses .40 0- -0
Amortization of prior service cost 78 78 78
Amortization of unrecognized net loss 46 0 0
Net periodic pension expense $ 1,224 § 907 $ . 864
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Amounts not yet reflected in net periodic benefit cost and included in accumulated other comprehensive income (loss) at
December 31, 2012 and 2011 are shown below, including amounts recognized in other comprehensive income during
the periods. All amounts are shown on a pre-tax basis. '

+

(in théusands)© e e 2012 2011

Pr1or service costs " T ’ ST e $ “(600) $ (679)
Net accumulated actuarial net loss o - _ R ‘ (1,849) ' 2,777)
Accumulated other comprehensive loss - S : ‘ ‘ (2, 449) ' (3,456)

- Net per1od1c benefit cost in excess of cumulative employer contrlbutlons : (1, 185) an

Net: amount recogmzed at December 31, balance sheet . - S (3, 634) s (4,183)
Net gain (loss) arising during period ' g $ . . 881:% (3,001)
Prior service cost amortization 79 79
Amortization of net actuarial loss ‘ 467 0
Total recognized in.other comprehensive income (loss)’ _$ 1,006 § (2,922

' Total recognized in net periodic pension cost o
ind other comprehe'nsive income (loss) $ 218 § 3,829

The. estlmated prior service cost for the defined benefit pension plan that will be amortized from accumulated other
comprehensive income into net periodic cost in 2013 is $79,000. During 2013 $30, 000 is the estlmated amount of
actuarial loss subject to amomzatlon into net per10d1c pensmn cost.

Assumpt10ns utilized to determine benefit obhga‘uons as of December 31 2012 2011 and 2010 and to determme
pension expense for the years then ended are as follows:

v 2012 2001 2010

Determination of benefit obligation at year end: _ . -

Discount rate - 4.25% 4.75% 3.715%

-Annual rate of compensation increase K 3.61% 4.50% 4.50%
Determination of pension expense for year ended ‘ ' ’

Discount rate for the service cost T T 475% 5.75% ' 5.75%

Annual rate of compensation increase o 3.61% - 4.50% 4.50%

Expected long-term rate of return on plan assets . . . 7.00% S 7.00% 0 7.00%

* The assumed overall expected long-term rate of return on pension plan assets used in calculating 2012 pension expense
was 7.0%. Determination of the plan’s rate of return is based upon historical returns for equities and fixed income
indexes. Durlng the past five years, the Company’s plan assets have experienced the following annual returns: 11.4% in

2012, .0.1% in 2011, 12.4% in 2010, 22.0% in 2009, and (32.6)% in 2008. The rate used in plan calculations may be

* adjusted by management for current trends in the economic environment. With a traditional investment mix of over half

‘of the plan’s investments in equities, the actual return for any one plan year may fluctuate significantly with changes.in
the stock market. Due to a decrease in discount rates used in the actuarial calculation of plan income,-the Company

'« expects to incur $1 144,000 of expense in 2013 compared to $1,224,000 in 2012.
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Plan Assets

The investment policy of the pension plan is designed for growth in value while fninimizing risk to the overall portfolio.
The Company diversifies the assets through investments in domestic and international fixed income securities and
domestic and international equity securities. The assets are readily marketable and can be sold to fund benefit payment
obligations as they become payable. The Company’s long-term investment target mix for the plan-is: 70% equity
securities and 30% fixed income. The Company regularly reviews its policies on the investment mix and may make
changes depending on economic conditions and perceived investment mix. ' :

The fair vaine of the Company’s pension plan assets at December 31, 2012 and 2011 by asset category are asbfdlylows:

Fair Value Measurements
Quoted Prices '

" in Active
Markets for Other Significant
Identical Observable Unobservable
Assets Inputs Inputs

(in thousands) . . - Fair Value . ..  (Levell). (Level 2) - (Level 3)

December 31, 2012 ‘ < : C D co T e

Cash equivalents. ' . $ 485§ 485§ .15 0 $. 0

Equity securities: o :
U.S. large-cap (a) 4,335 4,335 0 0
U.S. mid-cap (b) . . 575 ‘ 575 0. 0
U.S. small-cap (c) 635 635 - 0 0
International.(d) =~ 1,670 1,670 0 0
Real estate’(¢) 395 . 395 0 0
Commodities (f) - - 370 370 0 0

Fixed income securities: ) . - C
U.S. gov't agency obligations(g) g 2,726 - S0 2,726 0 -
Corporate investment grade (g) ’ 416 0 416 0
Corporate non-investment grade (g) : 100 0 100 0 -
Total I 11,707 § 8,465 § 3,242 § -0

- .December 31, 2011 . -

Cash equivalents . » $ 1,791 § 1,791 § 03 0.

Equity securities: . ) . h . :

U.S. large-cap.(a) . o L3821 ©. 0381 ... . .0 L0

U.S. mid-cap (b) . v 502 o502 0 (0
U.S. small-cap (c). - : w595 595 =0, 0.
International (d) 1,278 1,278 0 (U
Real estate (e) ' 203 D203 0 0 -

Commodities (f) 198 198 o 0

Fixed'income securities: ~ - : : ~ ‘ o '

. U.S. gov't agency obligations (g) . 841 : 0- 841 . -0
Corporate investment grade (g) - . 653 [ ¢ 653 . . 0 -
Corporate non- 1nvestment grade (g) 152 0 152 0
Total - ' $ 10,034 § 8 388 $ ' 1 1 64675'$ 0~

(a) ThlS category comprlses of low-cost equity index funds not actively managed that track the S&P 500 .

(b) This category comprises of low-cost equity index funds not actlvely managed that track the MSCI U. S mld cap 450
(c) This is comprises‘of actively managed mutual funds.

(d) 37% of this category is comprised of low-cost equity index ﬁmds not actlvely managed that track the MSCI EAFE
(e) This category comprises of low-cost real estate index exchange traded funds.

() This category comprises of exchange traded funds investing in agricultural and energy commodities. ¢ ¢ -~

(g) This category comprises of individual bonds.
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. The following ‘future benefit payments are expected to be paid:

Pension

Year LT 0 o i . L benefits -
(in thousands) -+~ S ’ ) B S N
2013 e i ‘ ' ' 8 336
2014 . L - ' - - 428
2015 . o _ 452
Tr2016 0 0 R R ' o 462
2017 - S , : B . 561
2018 to 2022 , . 3,712

(11) Stock Compensation

The Company’s stock .optioni plan provides for the grant of options to purchase up to 526,435 shares of the Company’s
common stock to officers and other key employees of the Company and its subsidiaries. All options have been granted at
_exercise prices equal to fair value and vest over periods ranging from four to five years, except options. 1ssued in 2008 to
acquire 11,133 shares that vested 1mmed1ate1y

The following table summarizes the Company s stock optlon activity:

Weighted-average

Number of shares exercise price
December 31 December 31
2012 2011 2010 2012 | 2011 2010

Outstanding, begmnmg of year 270,634 270,835 310,263 $ 23.51-% 2350 § . 2229
Granted 0 0 0 - - 0.00 0.00 0.00
Exercised T o 0 0 0.00 0.00 0.00
Forfeited ‘ ‘ 0 0 0 000 - 000 0.0
Expired 4 (55,291) (201) (39.428) _ 18.92 17.96 . 13.96
Outstanding, end of year 215343 270,634 270,835 § 2468 $ 2351 $  23.50
Exercisable, end of year 197,713 242,970 226,100 § 2476 § 2359 -§ 2358

Options have been adjusted to reflect a 4% stock dividend paid on July 1, 2012.

Options outstanding at December 31, 2012 had a weighted average remaining contractual life of approximately. 3.0 years
and no-intrinsic value. Options outstanding at December 31, 2011 had a remaining contractual life of approxrmately 35
years arid no intrinsic value. No stock options were granted during the years presented above.

Options exercisable at* December 31, 2012 had a weighted average remaining contractual life of. approx1mate1y 2.8 years .
and no intrinsic valué” Options exercisable at December 31, 2011 had a weighted average remaining contractual life of
approximately 3. 3 years, and nb intrinsic Value No'stock options were exercised during the vears presented above.

Total stock-based compensation expense for the years ended December 31, 2012 2011, and-2010 was $29,000, $58,000,
and $87,000, respectively. As of Decembet 31, 2012; the total unrecognized compensatlon expense related to non-vested
stock awards was $68,000 and the related weighted average period over which it is expected to be recogmzed is
approximately 2 years. - ;
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(12) Preferred Stock

"~ On December 19, 2008, the Company announced its partrcrpatron in the U.S. Treasury Department’s Capital Purchase
- Program (CPP), a voluntary program that provides: capital to financially healthy banks. This program was-désigned to
attract broad participation by banking institutions to help stabilize the ﬁnancial system by encouraging lending.

* Participating in this program included the Company s.issuance of 30 255_shares of senior preferred stock (with.a par
value of $1,000 per share) and a ten year warrant to purchase approximately 287,133 shares of common stock (see below
for additional information) to the U.S. Department of Treasury in exchange for $30,255,000. The' proceeds. received
were allocated between the preferred stock and the common stock warrant based upon their relative fair -values. This
resuited in the recording of a discount on ‘the preferred stock upon issuance that reflects. the value allocated to the
warrant. The discount-on the preferred stock will be accreted over five years, consistent with managements’ estimate of -

. the life of the preferred stock. Such accretion will be treated as additional dividends on the preferred stock."On’ ‘May 9,
2012, the Company redeemed 12,000 shares of preferred stock from the U.S. Department of Treasury by.repaying
$12,000,000 of the $30,255,000° CPP funds along with $140,000 of accrued and unpaid dividends on the.shares
redeemed. Related to these shares was an additional $300,000 of ‘accretion that was* “recognized at the time of the
redemption. The allocated carrying values of the senior preferred stock-and common stock warrant-at December 31,
2012 were $17,977,000 and $2,382,000, respectlvely

" The preferred shares remaining outstandmg of 18,255 carry a 5% cumulative dividend through December 2013 and 9% -
thereafier if not redeemed. The Company intends to redeem the remaining shares by December 2013. The preferred
stock generally does not have any voting rights, subject to an exception in the event the Company-fails to pay dividends
on the preferred stock for nine or more quarterly periods, whether or riot consécutive. Under such circumstances, the
Treasury will be entitled to vote to elect two directors to the board until all unpaid dividends have been pald .or declared
and set apart for payment. The Company:is.prohibited from"paying any dividends with respect to shares of common
stock unless all accrued and unpaid dividends are paid in full on the senior preferred stock: for all past dlvrdend perrods S
The Treasury Department may also transfer the senior preferred stock to a third party at any time. :

The common stock warrant is exercisable immediately with a ten year term, in ‘whole or in part, at an-exercise pr1ce of
$15.81 per share -The preferred stock and warrant are classified as stockholders’ equ1ty in the consolidated balance
sheets and quahfy for regulatory capital purposes, as Tier I capital. For the year ended December 31, 2012, the
Company. had declared and paid $1 203 000 of drv1dends and amortized $659 OOO of accretion of the drscount on
- preferred stock. . ‘
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(13) Earnings per Share

Basic earnings per share is computed by dividing income availablé to common shareholders by the weighted average

number of common shares outstanding during the year. Diluted earnings per share gives effect to all dilutive potential
. common shares that were outstanding dunng the year. ‘The calculationsof basic and. dlluted eammgs ‘per share are as
-follows for the.years.indicated: : S ,

2012, 2011 Lo . 2010

Basic earnings (loss) per common share: ) : oL s L )
- Netincome (loss) s 281969 8 -, 857 270 $ (3 551 740)
Less: . ' e - :
' Preferred stock dividends . oo © 1,124,417 - 1,512,750 S ,512,750
Accretion of discount on preferred stock ' : 659244 476,474 476,474
* Net income (loss) available to S ' S o
-common shareholdérs - 8 - 1,038308 § - 868,046 $ " (5540,964)
Basic earnings (loss) per share o $ 021 §$ i - 018 $ (1.15)
Diluted earnings (loss) per comimon share: - o -
Net income (loss) C s 821,969 2,857,270 °'$  (3,551,740)
" Less: ‘ C v SR g ’ o S
Preferred stock dividends - - 1,124,417 Y1,512,750 Y 1,512,750
- Aceretion of discount on preferred stock v o 659 244 476,474 - 476,474
Net income (loss)available to . ’ : I E
' common shareholders - o oo $ ¢ 1,038,308 $ 868,046 § - '(5,540,964)
Average shates outstanding ' o "4,839,114 . 4,839,114 4,839,114
Effect of dilutive stock options a o S0 0o 0
Average shares outstanding including ’ ' C N ' o »
. dilutive stock options s i 4,839,114 . - .- 4,839,114 4,839,1 14
Diluted earnings (loss) per share . e $ - 021§ - . 0.18 $ S (1.13)

- Under the treasury stock method, outstanding stock options dre dilutive when' the average- market. price “of the.
Company s common stock, when combined with the effect of any unamortized compensation expense; exceeds the
option price during the period, except when the Company has a loss from continuing operations available to ‘common
shareholders. In addition, proceeds from the assumed exercise of dilutive options along with the related tax benefit are
assumed to be used to repurchase common shares at the average market price of such stock during the perlod

The following options to purchase shares during the years ended December 31, 2012, 2011 and 2010 were not included

in the respective computations of diluted earnings per share because the exercise price of the option, when combined

with the effect of the unamortized compensation expense, was greater than the average market price of the common
~ shares and were considered anti-dilutive. :

2012 2011 __ 2010
Anti-dilutive shares - option shares ’ - 215,343 270,634 270,835
Anti-dilutive shares - warrant shares 287,133 287,133 287,133
Total anti-dilutive shares i 502,476 557,767 557,968
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(14) Capltal Reqmrements

The Company and the Bank are subject to various regulatory caprtal requlrements adm1mstered by. federal and state
--banking agencies. Failure to meet-minimum capital-réquirements can:initiate certain mandatory, and possrbly additional
- discretionary, actions by regulators that, if undertaken, could have a direct material effect on: the -Company’s
consolidated financial statements. ‘Under capital adequacy guidelines, the Company and the Bank must meet specific
capital guidelines that involve ‘quantitative’ measures - of ' assets, liabilities, -and certain- off-balance-sheet items as
calculated under regulatory accounting practices. ‘The capital amounts and classification of the Company and the Bank

are sub_pect to qualitative judgments by the regulators about components, rrsk-werghtmgs and other factors.

Quantitative measures established by regulations to ensure capital adequacy require the Company and the Bank to
maintain minimum amounts and ratios (set forth in the:following table) of total and Tier I capital to risk-weighted assets,
and of Tier I capital to adjusted-average assets. Management believes, as of December 31,2012 and 2011, the Company
and the Bank met all caprtal adequacy. requlrements s : : :

As of December 31, 2012, the most recent notification from the' regulatory authorltles categorlzed the bank as well-
capitalized under the regulatory framework for prompt corrective action. To be categorized as.well- capltahzed the Bank
must maintain minimum total risk-based, Tier I risk- based and Tier I 1everage ratios as set forth i inthe table. There are
no condltlons or events smce the notlﬁcatlons that management beheves have changed the Bank’s categorles '

Mlmmum L Well-Caprtallzed

: - Actual S Caprtal Reqmrements Caprtal Requu'ements :

(in thousands) ) Amount Ratio " Amount Ratio Amount -~ Ratio .
December 31, 2012 : , e 7 I N
Total capital (to rlsk-welghted assets) o e P I SR - Sl e el

- Company . o8 148,889 16.83 %% . 70,759 .. 8.00 % .. NA: .. NA %
Bank ‘ S U 131,126 15. 12 . 69375 . 800 . § 86,715 ... 10.00 .
Tier I capital (to rlsk-welghted assets): I R N '
Company A o § 120,138 - ;_11,3.'58' % $_ 35380 400 % . . NA .. NA%
Bank S T 12024377 113.87 < 34,6867 4007 S8 521029 16,00
Tier I capital (to adjusted average assets):,, L - . e R —_
:Company o TS 120138 1037 %7 34762 3.000 % §° NA TINLAL % -
Bank - ' 120,243 10.60 _34,037-.  3.00 " 56,729 5,00 .-

(in thousands)

December 31, 2011

Total capital (to rlsk-welghted assets) - R P E A A s
- Company . .. : S $ 159, 768.. 18.03 % $ .70,905 8.00:% §-

i oNAL%

. Bank S : G © 130, 398,, 15.00 S, 69,567 “8.00 - . 10.00 " ¢
Tier I capital (to rlsk-welghted assets) . , A R o o ]
Company" Lo s e 3914 15,16 % $.:7 35453 400 % $

" Bank ‘ ‘ 119,498 T '13.74 34,784 400

. Tier I capital (to-adjusted average assets): ) ] R
Company o $ 134391 1152 % $ 34993 . -3.00 % $
Bank . : : - 119,498 10.45 34309 - 3.00
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Fair Value Measurements

The Company uses fa1r value measurements to record fair value adjustments to certam financial and nonﬁnanc1al assets

~and liabilities. The FASB ASC Topic 820, Fair Value Measurements and Disclosures, defines fair value, establishes a

framework for the measurement. of fair value; and enhances disclosures about fair value measurements:: The standard

- applies whenever other ‘standards require (permlt) assets or-liabilities to be measured at fair value but does not expand
= the use. of fair value-in.any-new circumstances. In' this standard FASB clarified the principle that fair value:should-be
. based on theiassumptions market participants would:use whern pricing the assét or liability. In support of this principle,

the standard establishes a fair value hierarchy that prioritizes the information used:to develop those assumptlons As of S

PR

December 31, 2012 and 2011, respectlvely, there were no transfers into or out of Levels 1-3.-

The fair value h1erarchy is as follows . . AT_ I

o

:Level 1= Inputs are unad}usted quoted prrces for identical assets or habrlmes in. actlve markets

Level 2 — Inputs other than quoted prices included iti Lével 1 that are observable for ‘the asset or 11ab111ty, e1ther directly -
or 1nd1rectly These might include quoted prices for similar assets and liabilities in act1ve markets such asinterest rates
and. yleld curvesithat are observable at commonly quoted intervals. - g

Lévél 3 - Inputs, are 'unobservable inputs for the asset or hablhty and s1gn1ﬁcant to the fair value. These may be

‘ mternally developed usrng the Company s “best mformat1on and assumptlons that a market part1c1pant would cons1der

ASC Top1c 820 also provrdes gu1dance on determmmg fa1r value when the, volume and level of act1v1ty for the asset or

;}hablhty have s1gn1ﬁcantly decreased and on 1dentxfy1ng c1rcumstances when a transaction may not be cons1dered
"orderly DA ‘:,T R o o

: The Company is requlred to drsclose assets and 11ab1ht1es measured at fair Value ona recurrmg basxs separate from those )

measured at fair value on a nonrecurring basis. Nonﬁnancral assets measured at fair-value ona nontecurring-basis would

“include foreclosed real” estate, long-lived assets, and core ‘deposit intangible assets, which are reviewed When
- cifcumstances or other events indicate that- 1mpa1rment may have occurred: -~ < :

PEEE
K .

o Valuatlon methods for mstruments measured at falr value on a recurrmg bas1s

Avazlable -for-sale securities e S .

) Followmg isa descnptlon of the Company s valuatlon methodologres used for assets and hab111t1es recorded at fa1r' o
value ona recurring basis: . ; S ,

" The fair value measurements of the Company’s investment securmes are determined by-a: th1rd party pr1c1ng service

i ’vMortgage servicing rzghts

~which considers observable data that may include’ dealer- quotes, market spreads, cash flows, the U.S. Treasury yield .

curve, live trading levels,, trade execution data, market consensus. prepayment speeds, credit information-and the bond’s
terms-and conditions, among other th1ngs The' fair. value measurements are subject to 1ndependent verification to ‘

' another _pricing source by management each quarter for reasonableness Secur1t1es class1ﬁed as ava1lab1e for sale are

repoited at fair value ut111z1ng Level 2'inputs.

b
i
o

i1

" The fair value of mortgage serv1c1ng rights is based on the d1scounted value of: estlmated future cash ﬂows ut1hz1ng

contractual cash.flows, servicing rate, constant prepayment rate, servicing cost, and discount rate factors. Accordingly,

. the fair value is estimated based on a valuation model that calculates the present value of estimated future net serv1crng

income. The model incorporates assumptions that market participants use in estimating future net servicing income,
1nclud1ng estimates of prepayment speeds, market discount rates, cost to service, float earnings rates, and other ancillary
income, including late fees. The valuation models estimate the present value of estlmated future net servicing income.

_ The Company classifies its serv1c1ng rights as Level 3.
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1

. '+ Fair Value Measurements
Quoted Prices

in Active : ~
‘Markets for Other ~ Significant

Identical . .Observable .. Unobservable
. Assets Inputs Inputs
(in thousands) Fair Value (Level 1) . (Level2) (Level 3)
‘December 31, 2012 ' ) ’ o '
Assets: L e o ) ) , o R
U.S. treasury 8 12,030 $ 12,0308, .08 0
Government sponsored enterprises 55,180 0 55,180 : 0
Asset-backed securities 107,872 0 . 107,872 - 0
Obligations of states and polltlcal )
subdivisions : 35,164 ) ~ 0 35,164 - - 0
) MortgaLseW101nwhts Skt D549 3 0 - 0 . " © 2,549
Total " - $ . v 202,795 § © 02,0308 198,216 $ - - 2,549
December 31, 2011
=Assets: : ; : | I B
U.S. treasury o $ T 2054 8 20548 o 08 0
“Government sponsored enterprises S L70314 0 - s 70314 0
~ Asset-backed securities : L 107,329 : 0 107,329 Y
Obligations of states and political . . > ‘
subdivisions ’ ‘ 34,109 : 0 34,109 0
Total : $ 213,806 % . - 2054 § 211,752 §. . . - 0

"The changes in Level 3 assets and 11ab111t1es measured at fair value ona recurrmg basis are summarlzed as follows:

" Fair Value Measurements Using
Significant Unobservable Inputs

: - (Level 3) -
(in thousands) =~ - : S e - o Mortgage Servicing Rights
Balance at December 31,2011 -~~~ - e L T 0
Transfer into level 3 - B ' ’ : L3050
Total gains or losses (realized/unrealized): : ' o
Included in earnings ) : (1,331)
Included in other comprehensive income : . 0
. Purchases : ‘ 0
Sales . : 0
. Issues : ; 830
Settlements: . . . | 0
- Balance at December 31 2012 ' $ : 2,549

Total gains for the years ended included in earnings attributable to the change in unrealized gains or losses related to
assets still held were $2,216,000 and $1,705,000 at December 31, 2012 and 2011, respectively.
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Quantitaﬁve Information about Level 3 Fair Value Measurements

Valuation Technique ) Unobservable Inputs Input Value
' 2012 2011
. Mortgage servicing rights . Discounted cash ﬂ‘ows Weighted average constant prepayment rate 1860 % 2086 %
: . . oy . Weighted average discount rate 79 % 799 %

Valuation methods for instruments measured at fair value on a nonrecurring basis

Followmg is a description of the Company s valuatlon methodologles used for assets and liabilities recorded at falr -
~ value on a nonrecurring basis: 2
Impaired Loans ‘ o
The Company does not record loans at fair value on a recurring basis other than loans that are considered impaired.
The net carrying value of impaired loans is generally based on fair values of the underlying collateral obtained through =
- independent appraisals or internal evaluations, or by discounting the total expected future cash flows. Once the fair
value of the collateral has been detérmined and any impairment amount calculated, a specific reserve allocation’is
made. Because many of these inputs are not observable, the measurements are classified as Level 3. As of December -
31, 2012, the Company identified $24.6 million in impaired loans that had specific allowances for losses aggregating
$4.0 million. Related to these loans, there was $5.2 million in charge-offs recorded during the year ended December
31, 2012. As of December 31, 2011, the Company identified $30.4 million in impaired loans that had specific
allowances for losses aggregating $3.7 m11110n Related to these loans, there was $1 1 3 million in charge- offs recorded -
during the year ended December 31, 2012, : Cee s '

" Other Real Estate Owned and Repossessed Assets ‘

Other real estate ‘owned and repossessed assets consisted of loan collateral that has been repossessed through B
foreclosure. This collateral comprises of -commercial and residential real estate and other non-real estate property,
. including autos, manufactured homes, and construction equipment. Other real estate owned assets are recorded as held
for sale initially at the lower of the loan balance or fair value of the collateral less estimated selling costs. The
Company relies on external appraisals and assessment of property values by internal staff. In the case of non-real estate
collateral, reliance is placed on a variety of sources, including external estimates of value and judgment based on
experience and expertise of internal specialists. Subsequent to foreclosure, valuations are updated periodically, and the
assets may be written down to reflect a new cost basis. Because many of these inputs are not observable, the
measurements are classified as Level 3. :
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Fair Value Measurements Using

Quoted Prices
in Active
Markets for Other Significant
Identical Observable Unebservable
Total Assets . .. Inputs. " *. Inputs  :--. Total Gains
(in thousands) Fair Value (Level 1) (Level 2) (Level 3) (Losses)*
December 31,2012 : . . : L )
Assets:
Impaired loans: . o . . . :
Commercial, financial, & agricultural $ 672 $ 0% 0'$ 672 $ (1,659)
Real estate construction - residential 64 0 0 64 A (]
Real estate construction - commercial 5,341 0 0 5,341 0
Real estate mortgage - residential 2,763 - 0 0 - 2,763 (839)
Real estate mortgage - commerc1al . 11,726 0 0. 11,726 (2,7116).
Consumer . 44 ’ 0 0 44 0
_Total - : $§ 7 20,610° $ 0 $ 0 $ 20,610 $ © o (5,214)
" "Other real estate owned : i il

- and repossessed assets $ 23,592 $ - 0$ 03 . 23592 § . (4,378)
December 31, 2011
Assets:
Impaired loans: ‘
Comnercial, financial, & agricultural § -~ . T 643§ 0$ 0's 643 $ (2,136) -
Real estate construction --residential e 396 0 0 396 (1,557)
Real estate construction - commercial 6,029 0 0. 6,029 279
Real estate mortgage - residential 3,601 0 0 3,601 - - (1,509)
Real estate mortgage - commercial 15,980 0 0 15,980 (5,842)

Total L . $ . . 26649 §- - 0.8 0 8. . . 26,649 $ *(11,323)
Other real estate owned ] o ' o )

and repossessed assets $ 16,020 ' $ 0 $ ; 0 $ ) 16,020 $ 2,112)

* Total gains (losses) reported for other real estate owned and repossessed assets includes charge offs, valuation write downs, and net losses
taken during the periods reported.

v,

Fair Value of Financial Instruments

The following methods and assumptions were used to estimate the fair Value of each class of financial instruments for
which it is practlcable to estimate such value:

Loans

The fair values of loans are estimated by discounting the expected future cash flows-using the current rates. at which
similar loans could be made to borrowers with similar credit ratings and for the same remaining maturities. The net
carrying amount of impaired loans is generally based on the fair values of collateral -obtained through. independent
appraisals or internal evaluations, or by dlscountmg the total expected future cash flows. This method of estimating fair
Value does not incorporate the exit-price concept of falr Value prescnbed by ASC Toplc 820. ‘

Investment Securities

A detailed description of the fair value measurement of the debt instruments in the available-for-sale sections of the
investment security portfolio is provided in the Fair Value Measurement section above. A schedule of investment
securities by category and maturity is provided in the notes on Investment Securities. '
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Federal Home Loan Bank (FHLB) Stock

Ownership of equity securities of FHLB is restricted and there is no estabhshed market for the1r resale. The carrying
amount is a reasonable estimate of fair value.

Federal Funds Sold, Cash and Due from Banks

The carrying amounts of short-term federal funds sold ‘and secur1t1es purchased under’ agreements to resell, 1nterest
earning deposits with banks, and cash and due from banks approximate fair value. Federal funds sold and securities
purchased under agreements to resell classified as short- term generally mature in 90 days or less. _

Mortgage Servicing Rtghts

The fair value of mortgage servicing rights is based on the discounted value of estimated future cash ﬂows utlhzmg
contractual cash flows, servicing rate, constant prepayment rate, servicing cost, and discount rate factors. Accordingly,
the fair value is estimated based on a valuation model that calculates the present value of estimated future net serv1c1ng
income. The model incorporates assumptions that market participants use in estimating futuré net setvicing income,
mcludmg estimates of prepayment speeds, market discount rates, cost to service, float earnings rates, and other ancillary
income, including late fees.

Cash Surrender Value —Life Insurance - - o : el T
The fair value of Bank owned life insurance (BOLI) approximates the carrying amount. Upon. liquidatiorrf’cf these
investments, the Company would receive the cash surrender value which equals the carrying amount,
Accrued Interest Receivable and Payable

For accrued interest teceivable and payable, the carrymg amount is a reasonable estlmate of fa1r Value because of the
short maturity for these financial instruments.

Deposits

The fair value of deposits with no stated maturity, such as noninterest-bearing demand, NOW accounts, savings, and
money market, is equal to the amount payable on demand. The fair value of.time deposits is based on the discounted
value of contractual cash flows. The drscount rate is estlmated using the rates currently offered for dep051ts of similar -
remaining maturities. g o

Securities Sold under Agreements to Repurchase and Interest-bearing Demand Notes to U.S. Treasury

For securities sold under agreements to repurchase and interest-bearing demand notes to U.S. Treasury, the carrylng
" ainount is a reasonable estlmate of fair value as such instruments reprice in a short time’ period.

Subordinated Notes and Other Borrowings

The fair value of subordinated notes. and other borrowmgs is based on thé discounted value of contractual cash flows.
The discount rate is estimated using the rates currently offered for other borrowed money of similar remaining
maturities. :
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A summary of the carrying amounts and fair values of the Company’s financial instruments at December 31, 2012 and 2011 is
. as follows: .

December 31, 2012
- Fair Value Measurements
Quoted Prices )
in Active Net
o . . .. - Markets for . . Other. . . Significant. . ~
December 31, 2012 Identical Observable Unobservable
: ‘ . Carrying Fair Assets Inputs Inputs
(in thousands) ) amount value (Level 1) (Level 2) (Level3)
Assets: el
Loans $ 832,142 § 834,824 § 03 0% . 834824
Investment securities ; 200,246 200,246 2,030 198,216 oy 0.
FHLB stock . 2,278 2,278 0 2278 . 0 ..
Cash and due from banks . 58,877 58,877 ’ 58,877 0 - 0
Mortgage servicing rights 2,549 2,549 0 0 2,549
Cash surrender value - . ' SN
life insurance i . 2,136 2,136 2,136 : 0
Accrued interest receivable ’ ) 5190 5190 ' 5,190 i 0 0
i _ $ 1,103,418 $ 1,106,100 $ 66,097 '$ -~ 202630 § T 1837373
Liabilities: ;
Deposits:
Demand .8 192,271 § 192,271 § 192,271 $ [ 0
NOW 178,121 178,121 178,121 0 0
Savings 69,997 69,997 69,997 0 0
Money market 157,584 157,584 157,584 0 0
Time 393,302 397,986 0 0 397,986
Federal funds purchased and
securities sold under . . . -
agreements to repurchase E 21,058 21,058 21,058 0 0
Subordinated notes 49,486 13,154 0 13,154 - .0
Federal Home Loan Bank . :
advances . 20,126 20,651 0 20,651 .0
Accrued interest payable ) C 909 909 ~ 909 0o 0
o $ 1,082,854 § 1,051,731 § 619,940 $ 33,805 § ~397,986 "
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' - December31, 2011 i
Fair Value Measurements
Quoted Prices
in Active Net..
Markets for Other Significant
December 31, 2011 __Identical Observable Unobservable
. Carrying Fair Assets Inputs Inputs
(in thousands) : . . - amount value (Level 1) (Level 2) (Level 3)
Assets: . ‘ . I 2 .
Loans $ 829,121 §$ 830,077 $ 0s 0$ 830,077
Investment securities - . . 213,806 213,806 2,054 214752 0
FHLB stock o ) 2,738 2,738 0 2,738 : 0
Federal fund sold and .
securities purchased under ; P "
agreements to resell : 75 75 75 0 0
Cash and due from banks ' ' 43,135 43,135 43,135 0o 0
Mortgage servicing rights ’ 2,308 2,512 0 0 - 2,512
Cash surrender value - . : :
life insurance 2,064 2,064 - 2,064 0
Accrued interest receivable ;. : 5,341 - 5,341 5,341 0 : 0
: o - . $ 1,098,588 § - 1,099,748 § 50,605 $ 216,554 $ © 832,589
Liabilities: - . . . .
Deposits: ‘
Demand $ 159,187 § 159,187 § 159,187 $ 0$ 0
NOW ' N 169,452 169,452 169,452 0 0
Savings 62,075 62,075 62,075 0 0
Money market ) 153,072 153,072 153,072 0 0
Time ' ’ © 414438 421,687 0 0 421,687
Federal funds purchased and '
securities sold under :
agreements to repurchase 24,516 24,516 24,516 0 w0
Subordinated notes ' . 49,486 22,082 -0 22,082 - KIS
Federal Home Loan Bank ’
advances 28,410 29,525 0 29,525 Cow 0
Accrued interest payable 1,054 1,054 1,054 -0 -0
“$ 1,061,690 $ 1,042,650 $ 569,356 § 51,607 $ ~ 421,687

Off-Balance Sheet Financial Instruments

The fair value of commitments to extend credit and standby letters of credit is estimated using the fees currently charged to -
enter into similar agreements, taking into account the remaining terms of the agreements, the likelihood of the counterparties
drawing on such financial instruments, and the present creditworthiness of such counterparties. The Company believes such
commitments have been made on terms that are competitive in the markets in which it operates.

Limitations

The fair value estimates provided are made at a point in time based on market information and information about the
financial instruments. Because no market exists for a portion of the Company’s financial instruments, fair value estimates are
based on judgments regarding future expected loss experience, current economic conditions, risk characteristics of various
financial instruments, and other factors. These estimates are subjective in'nature and involve uncertainties and matters of

significant judgment and, therefore, cannot be determined with precision. Changes in assumptions could significantly affect
the fair value estimates..
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(17) Commitments and Contingencies

The Company issues ﬁnanc1al 1nstruments with off- balance sheet risk in the normal course of busmess of meetmg the .
financing needs of its customers. These financial instruments. include. commitments to extend credit and standby letters
of credit. These instruments may involve, to varying degrees elements of credit and interest rate risk in excess of the
amounts recognized in the consolrdated balance sheets.

The Company’s extent of 1nvolvement and maximum: potentral exposure to credit loss in the event of nonperformance by
the other party to the financial instrument for commitments to extend credit and standby letters of credit is represented
by the contractual amount of these instruments. The Company uses the same credit policies in making commitments and
conditional obligations as it does for financial instruments included on its consolidated balance sheets At December 315
2012, no amounts have been accrued for any estimated losses for: these financial instruments. :

The contractual amount of 'off-balance-sheet financial instrtuments as of December 31, 2012 and 201 1,v,is~ as follows:

(in thousands) - ] 2012 ’ 2011
Commitments to extend credit s ’ $ 118,412 § : 117,171 ’
Standby letters of credit ' ’ 2,995 2992
Commitments

Commitments to extend credit are agreetiients to lend to a customer as long as there is no violation of any:condition
established in the contract. Commitments generally have fixed expiration dates or other termination clauses and may -
require payment of a fee. Since certain of the commitments and letters of credit are expected to expire without being
drawn upon, the total commitment amounts do not necessarily represent future cash requirements.. The Company
evaluates each customer’s creditworthiness on a case-by—case basis. The amount of collateral obtained, if deemed
necessary by the Company upon extension of credit, is based on management’s credit evaluation of the customer
Collateral held varies, but may include accounts receivable, inventory, furniture and equlpment and real estate: -

Standby letters of credit are-conditional commitments issued by the Company to guarantee the performance of a
customer to a third party. These standby letters of credit are.primarily issued to support contractual obligations of the
Company’s customers. The approx1mate remammg term of standby letters of credit 1 range from one month:to five years
at December 31, 2012. '

Pending Litigation

The Company and its subsidiaries are défendants in various.legal actions incidental to the Company’s past and current
business activities. Based on the Company’s .analysis, and considering the inherent. uncertainties associated with
litigation, management does not believe that it is reasonably possible that these legal actions will matenally adversely
affect the Company’s consolidated ﬁnanc1al condition or results of operations in the near term. o

On November 18, 2010; a suit was ﬁled against the Company and its subsidiary, the Bank, in the Crrcult Court of
Jackson County for the Eastern Division of Missouri state court by a customer alleging that the fees associated with the
Bank’s automated overdraft program in.connection with its debit card and ATM cards constitute unlawful inferest in
violation of Missouri’s usury laws. The suit seeks class-action status for Bank customers who have paid overdraft fees
on their checking accounts. The suit seeks forfeiture and refund of twice the amount of improper overdraft fees assessed
and collected. The court has denied the Bank’s motion to dismiss the suit. At this stage of the litigation, it is not possible
for management of the Bank to determine the probability of a material adverse outcome or-reasonably estimate the
" amount of any potential loss.

On December 17, 2009, a suit was filed against the Bank in Circuit Court of Jackson County for the Eastern Division of
Missouri state court by a customer alleging that the Bank had not followed through on its commitment to fund a loan
request. A jury found in favor of the customer and awarded $630,000 in damages to the plaintiffs, including $200,000 in

75




(18)

* Condensed Balance Sheets

HAWTHORN BANCSHARES, INC..
' AND SUBSIDIARIES

Notes to the Consolidated Financial Statements:
December 31, 2012, 2011, and 2010-

_punitive damages. The jury verdict was upheld at the appellate level. At December 31,:2012, the Company’s -

consolidated balance sheets included reserves for payment of the jury award as the Company is awartmg the Court’s
determination as to the order in which proceeds will be applied. After insurance proceeds the Company s net loss for

"’these Jjury awards 1s expected to be approx1mate1y $275, 000

Condensed Financial Information of the Parent Company Only

Following. are the condensed financial statements of Hawthorn Bancshares Inc (Parent only) as of and for the years -

'mdrcated

‘ December 31,

(in thousands) < C . » e 2012 ... 2011
Assets . . : '
Cash and due from bank subsrdranes - . o % - 1,863 § - 13,282
Investment in equity securities - : 1,486 .. - 1,486
Investment in subsidiaries =~ . . : : : 139,849 140,361
Premises and equipment . ' S o S .
" Deferred tax asset o 1,424 1,611
Other assets 1,022 10
Total assets . ' ‘ T8 145645 $ 156,151
Liabilities and Stockholders’ Equlty ' C r
Subordinatéd notes - o _ ©T S 49486 § 49,486
Othér liabilities ‘ - ' . ' C3939 . 4689
Stockholders’ equity B ' a 92200 102,576
Total liabilities and stockholders’ equity , $ 145,645 $ 156 751

Condensed Statements of Operations

k For the Yenrs Ended December 31,

2012 2011 2010
Income s e
Interest and dividends received from subsidiaries $ 4,596 $ 5192 § 4405 .
Total income . , . 4,596 _ 5192 . . ..4,405..
Expenses e . . o .
Interest on subordinated notes o . ‘ 1,381 t1,300 0 1,526
Other : 2,889 2,605 2,904
Total expenses i - C 4270 3,906 4,43()'
Income (loss) before income tax benefit and B o , ' " ’
equity in undistributed income of subs1d1ar1es N B 326, 1285 (25) )
 Income tax benefit T 2251 1,368 L1450
Equity in undistributed income (loss) of subsidiaries N 239 ' 204 (4, 977) ‘
Net income (loss) 5. 282 8 2857 8 . (3552)
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Condensed Statements of Cash Flows

" (in thousands) e \ n L 2012

" “Cash:flows from qperating':ictivities: S e e
Net income (loss) o $ 2,822 §
 Adjustments to reconcile net income(loss) to
" .net cash provided by operating act1v1t1es - -
Depreciation e 1
Equity in undistributed (income) losses of subsrdrarres (239)
_Stock based compensation expense , . 29
; (Increase) decrease i in deferred tax asset o . : (148)
Net cash provided by operating actmtles S . 1,652
Cash flows from investing actlvmes o A e
. Investrnent in subsrdxary o — - ’ ' 1072 _.f';r'.,e
Net cash pr0v1ded by (used m) 1nvest1nLctlv1t1es 1 072
‘Cash flows from financing actlvmes ‘ U R I i
" Redemption.of:12,000 shares of preferred stock b e 2(12,000) « e 0 0
 Cash dividends paid - preferred stock *- e S(1,203) 0 (LL513) ‘2(1 513y
~ Cash dividends paid - common stock . } , (940). . (904) . il 385):' ’,
_Netcashusedin -~ , S ‘ ' i i
© __financing activities. - . e L (140143 ... (2417) (2 898)
2" Net (decrease) increase in cash 3 S r ’\ . .
“and due from banks .- . oo (11,419) 833 - ;‘(2 289)
_Cash and due from banks at beginning of year . ) 13282 - . 12449 \14 738 $

~ Cash and due from banks atendofyear - $ 183 $ 13282 §  .112,449 .
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" (19) Quarterly Financial Information (Unaudited)

] ) ; ) ] Year
i S e e e - ... First. . Second .... . Third Fourth - “to
{In thousands except per share data) ____quarter quarter. . quarter. _ quarter __Date
Year Ended December 31, 2012 - - ) ‘ L
Interest income : - $ 12,646 $ 12297 $. 12,151 $ 12,020 § 49,114
Interest expense 0,831 2125 2,029 1,920 7,905 .
Net interest income - . 10,815 10,172 - 10,122 10,100 . - 41,209 -
Provision for loan losses o ‘ 1,700 1,500 4700 1,000 .. 8,900
Noninterest income - 1,970 77 2443 26800 7 2,633 T 9,726
‘Noninterest expense ' - 9,480 - 10,098 10378 R7IT . 38,667
Income tax (benefit) expense . o 154 277 " (704) 819 ' 546
Netincomeé (loss) = . = S T8 14518 740§ (1,572) $- 2,203 $ 2,822
Preferred stock dividends e . o 370 © 296 - 11228 231 1,125
Accretion of discount on preferred stock 119 ‘ 396 . .0 T2 72 .z 659
- Nef income (loss) availablé to common stockholders  $ 962 §. 48§ (1,872)'$S . 1900 :$ - 1,038
Net iicome (loss) per share:. . . o L S B .
Basic earnings (loss) per share S 021 $ 0.01 $ 0398 o 39 $ :021
Diluted eamings (loss)rper share - . 021 |, 0.01 0:39) .. 0. 397 0.21
Year Ended December 31 2011 v s o _ .
~ Interest income . o o $ 13,583 § 13,640 § 13384 § 12,862 .§ 53,469
Interest expense " : 3,102 '2,858 2,580 2313 ., 10853
Net interést income” D R 10,481 10,782 ° 10 804 - 10,549 ° - ’ 42,616
Provision for loan losses . 1,750 ‘ 1,883 2,010 .- 5,880 - ° 11,523
Noninterest income . ' 2,052 2,178 2,358 261275 - . 9,200 .
Noninterest expense 9,378 9,008 . 8925 . 9534 36,845
- Income tax (benefit) expense -~ -~ - L 451 -~ 661 ST (1,232) - 591 4
Netincome(loss) .~~~ .-~ § 954§ - 1408 $ 156" 8 (1021)‘'$ 2,857 -
Preferred stock-dividends 370 382 379 382 1,513
" Accretion of discount on preferred stock . 119 - 119 119 119 476
Net income (loss) available to common stockholders $ 465 $ 907 $§ .1,018 § (1,522) § - 868
‘Net income (loss) per share: )
Basic earnings (loss) per share $ 0.10 $ 0.19 § 021 $ (031 $ 0.18
Diluted earnings (loss) per share 010 ., 0.19 . 0.21 030 - 0.18
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MARKET PRICE OF AND DIVIDENDS ON EQUITY SECURITIES AND RELATED MATTERS
Market Price o : v e - . S

The Companys common stock trades on Nasdaqs global select market under the. stock symbol of "HWBK " The
followmg table sets forth the range of high and low bid prices of the Companys common stock by quarter for each
quarter in 2012 and 2011 in which the stock was traded S :

B

\ _High - - Low -
2012 P
First Quarter $ 783$ 573
Second Quarter” ~ -~ $ - 9978% - 692
Third Quarter =~ $ 10388~ 845
. Fourth Quarter _ $ 9258 704" ’
2011 7
- First Quarter $ 933 § 8.06
Second Quarter ) 8.89 § 7.29
. Third Quarter. . $ . 850§ . 5.80
$ 8.10 § 5.50

Fourth Quarter

-Shares Outstanding.

As of February 28, 2013, the Company had issued 5,000,972 shares of common stock, of which 4,839,114 shares were
outstanding. The outstanding shares were held of record by approximately 1,425 shareholders. The Company has a
watrant outstanding for the purchase of 287,133 shares of common stock. In addition, the Company has 18,255 shares
of cumulative, perpetual preferred stock outstanding. The warrant and preferred shares were issued pursuant to the

U.S. Treasury’s Capital Purchase Program (or CPP). - * -

Dividends

The following table sets forth information on dividends paid by the Company in 2012 and 2011.

U o . Dividends -
" Month Paid Per Share
January, 2012 f 8 0.05
April, 2012 , 0.05
July, 2012 0.05
October, 2012 L . 0.05
Total for 2012 $ 020
January, 2011 o S 0.05 -
April, 2011 0.05
July, 2011 o 0.05
October, 2011 - 0.05
Total for 2011 : $ 0.20 !

The board of drrectors intends that the Company will continue to pay quarterly dividends. The actual -amount -of
quarterly dividends and the payment, as well as the amount, of any special dividend ultimately will depend on the
payment of sufficient dividends by the subsidiary Bank to the Company. The payment by the Bank of dividends to the
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Company will-‘depend upon such factors as.the Bank’s financial condition,. results of operations-and current and
anticipated cash needs, including capital requirements. In addition to the above limitations, the Company’s ability to
pay dividends on its common stock is limited by the Company’s participation in the Treasury’s Capital Purchase -
Program (or CPP). If the Company is not current in the payment of quarterly dividends on the Series A preferred stock
issued to the USs. Treasury in CPP ‘the Company cannot pay d1V1dends on its common stock

At ' : e

" Stock Performance Graph

The following performance graph shows a comparison of cumulative total returns for the Company, the Nasdaq Stock
Market (U.S. Companies), and a peer index of financial institutions having total assets of between $1 billion and $5
billion for the period from December 31, 2007, through December 31, 2012. The cumulative total returnon
investment for each of the periods for the Company, the Nasdaq Stock Market (U.S. Companies) and the peer index is
based on the stock price or index at December 31, 2007. The performance graph assumes that the value of an
investment in the Company’s common stock and each index was $100 at December 31; 2007 and that all dividends
were reinvested. The information presented in the performance graph is historical in nature and is not intended to
represent or guarantee future returns.

Total Re'turln Performance
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The comparison of cumulative total returns presented in the above graph was plotted using the following index values
and common stock price values:

123107 123108 123109 _123V10 _ 123111 123112 -

Hawthorn Bancshares, Inc. ' $100.00, $71.61 - $43.35 $41.61 $31.29 © $41.32
Nasdaq Composite ' ' ‘
(U.S. Companies) © $100.00 $60.02 $87.24 $103.08 $102.26 $120.42
Index of financial S IR RS R . y
institutions ($1billion to-$5 billion) ‘ -$100.00 .. $82.94 . $5945 .. $67.39 - ... 86146 = $75.78

b
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DIRECTORS AND EXECUTIVE OFFICERS OF THE COMPANY

Name

David T. Turner

Charles G. Dudenhoeffer, Jr.

Philip D. Freeman

‘Kevin L. Riley

James E. Smith .

Gus S. Wetzel, 11

W. Bruce Phelps

Kathleen L. Bruegenhemke

Position with The Company

Chairman, Chief Executive
Officer, President and Director
-Class [lI

Director-Class 11

Director-Class I

Director-Class 111

Director-Class I

~ Director-Class II

Chief Financial Officer

Senior Vice President, Chief
Risk Officer and Corporate
Secretary

Position with Subsidiary Bank

Chairman, Chief Executive
Officer, President and Director

Director

Director

Director

Director

Director

Senior Vice President and Chief
Financial Officer

Senior Vice President and Chief
Risk Officer

ANNUAL REPORT ON FORM 10-K

Principal Occupation

Position with Hawthorn.
Bancshares, Inc. and
Hawthorn Bank

Retired

Owner/Manager, Freeman

. Mortuary, Jefferson City,

Missouri

Co-owner, Riley Chevrolet, -
Buick, GMC Cadilac, and
Riley Toyota Scion, Jefferson
City, Missouri :

Retired

Physician, Wetzel Clinic,
Clinton, Missouri

Position with Hawthorn
Bancshares, Inc. and
Hawthprn Bank

Position with Hawthorn
Bancshares, Inc. and
Hawthorn Bank

A copy of the Company's Annual Report on Form 10-K for the year ended December 31, 2012, as filed with the Securities and
Exchange Commission, excluding exhibits, will be furnished without charge to shareholders entitled to vote at the 2013 annual
meeting of shareholders upon written request to Kathleen L. Bruegenhemke, Corporate Secretary, Hawthorn Bancshares, Inc.,
132 East High Street, Jefferson City, Missouri 65101. The Company will provide a copy of any exhibit to the Form 10-K to any
such person upon written request and the payment of the Company's reasonable expenses in furnishing such exhibits.
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