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Cash and due from banks
Interest-bearing deposits in other banks
Federal funds sold

Total Cash & Cash Equivalents
Investment securities available for sale
Loans and leases:

Gross loans and leases

Allowance for loan and lease losses
Deferred loan and lease fees, net

Net Loans and Leases
Premises and equipment, net
Other assets

TOTAL ASSETS

PART I - FINANCIAL INFORMATION

Item 1

SIERRA BANCORP

CONSOLIDATED BALANCE SHEETS

(dollars in thousands)

ASSETS

LIABILITIES AND SHAREHOLDERS EOQUITY

LIABILITIES
Deposits:
Non-interest bearing
Interest bearing

Total Deposits

Federal funds purchased and repurchase agreements

Short-term borrowings
Long-term borrowings

Other liabilities

Junior subordinated debentures

TOTAL LIABILITIES

SHAREHOLDERS EQUITY

Common stock, no par value; 24,000,000 shares authorized; 9,666,391 and 9,576,388 shares
issued and outstanding at September 30, 2008 and December 31, 2007, respectively

Additional paid in capital
Retained earnings

Accumulated other comprehensive income (loss)

TOTAL SHAREHOLDER S EQUITY

Table of Contents

September 30, 2008
(unaudited)

$ 33,187
5,050

38,237
240,916

953,473
(11,275)
(1,674)

940,524
19,024
78,206

$ 1,316,907

$ 221,560
739,474

961,034
40,345
129,200
30,000
16,525
30,928

1,208,032

20,819

1,014

87,458
(416)

108,875

December 31, 2007
(audited)

$ 43,972
50

44,022
184,917

924,633
(12,276)
(3,045)

909,312
18,255
77,229

$ 1,233,735

$ 243,764
606,383

850,147
39,082
193,000
5,000
16,114
30,928

1,134,271

18,757

797

80,125
(215)

99,464



Edgar Filing: SIERRA BANCORP - Form 10-Q

TOTAL LIABILITIES AND SHAREHOLDERS EQUITY $ 1,316,907 $ 1,233,735

The accompanying notes are an integral part of these consolidated financial statements
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CONSOLIDATED STATEMENTS OF INCOME

SIERRA BANCORP

(dollars in thousands, except per share data, unaudited)

Interest income:

Interest and fees on loans

Interest on investment securities:

Taxable

Tax-exempt

Interest on Federal funds sold and interest-bearing deposits

Total interest income

Interest expense:

Interest on deposits

Interest on short-term borrowings

Interest on long-term borrowings

Interest on manditorily redeemable trust preferred securities

Total interest expense
Net Interest Income
Provision for loan losses

Net Interest Income after Provision for Loan Losses
Non-interest revenue:

Service charges on deposit accounts

Gains on investment securities available-for-sale
Other

Total other operating income
Other operating expense:
Salaries and employee benefits
Occupancy expense

Other

Total other operating expenses

Income before income taxes
Provision for income taxes

Net Income

PER SHARE DATA

Book value

Cash dividends

Earnings per share basic

Earnings per share diluted

Average shares outstanding, basic
Average shares outstanding, diluted

$

@ PHLHL L

For the Three-Month Period

Ended September 30,

2008 2007
17,310 $ 20,158
2,149 1,512
599 559
24 21
20,082 22,250
3,635 5,968
736 1,542
259 42
379 576
5,009 8,128
15,073 14,122
900 700
14,173 13,422
3,089 2,105
2
1,256 1,199
4,345 3,306
4,646 4,045
1,738 1,701
3,929 3,096
10,313 8,842
8,205 7,886
2,433 2,616
5,772 $ 5,270
11.26 $ 10.15
0.17 $ 0.16
0.60 $ 0.54
0.59 $ 0.53
9,623,683 9,672,247
9,765,122 10,008,463

$

& PHPH L

The accompanying notes are an integral part of these consolidated financial statements
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For the Nine-Month Period

Ended September 30,

2008 2007
52,380 $ 60,099
5,822 4,588
1,777 1,664
35 39
60,014 66,390
11,863 16,935
3,041 4,925
616 308
1,262 1,705
16,782 23,873
43,232 42,517
5,820 2,302
37,412 40,215
8,294 5,434
58 14
4,005 5,461
12,357 10,909
13,552 13,143
4,765 4,808
9,391 8,841
27,708 26,792
22,061 24,332
6,765 8,254
15,296 $ 16,078
11.26 $ 10.15
0.51 $ 0.46
1.60 $ 1.66
1.56 $ 1.60
9,586,589 9,713,097
9,777,633 10,076,118
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CONSOLIDATED STATEMENTS OF CASH FLOWS

(dollars in thousands, unaudited)

Cash Flows from Operating Activities
Net income

SIERRA BANCORP

Adjustments to reconcile net income to net cash provided by operating activities:

Gain on investment securities

Gain on sales of loans

(Gain) Loss on disposal of fixed assets

Loss (Gain) on sale on foreclosed assets

Share-based compensation expense

Provision for loan losses

Depreciation and amortization

Net amortization on securities premiums and discounts
Increase in unearned net loan fees

Increase in cash surrender value of life insurance policies
Proceeds from sales of loans held for sale

Proceeds from sales of loan portfolio

Originations of loans held for sale

Decrease in interest receivable and other assets
(Decrease) Increase in other liabilities

Excess tax benefit from share-based payment arrangements

Net cash provided by operating activities

Cash Flows from Investing Activities

Maturities of securities available for sale

Proceeds from sales/calls of securities available for sale
Purchases of securities available for sale

Principal paydowns on securities available for sale
Increase in loans receivable, net

Purchases of premises and equipment, net

Proceeds from sales of foreclosed assets

Net cash used in investing activities

Cash Flows from Financing Activities

Increase in deposits

Decrease in federal funds purchased

Decrease in borrowed funds

Increase (Decrease) in repurchase agreements

Cash dividends paid

Stock repurchased

Stock options exercised

Excess tax benefit from share-based payment arrangements

Net cash provided by (used in) financing activities

Net Decrease in cash and due from banks

Table of Contents

Nine Months Ended September 30,

2008
$ 15,296

$ (58)
(D
(81)

62

217

5,820

2,206

101
(1,370)
(598)

(941)
3,189

(85)

(608)

23,149

3,125
9,733
(92,273)
23,026
(40,142)
(2,963)
2,006

(97,488)

110,888
(3,000)
(38,800)
4,263
(4,894)
(2,080)
1,569
608

68,554

(5,785)

2007
$ 16,078

$ (14)
(1,619)
23

@)

245
2,302
2413
187
(376)
(940)
1,167
11,952
(1,152)
60
3,966
(1,555)

32,730

3,204
2,506
(17,873)
18,069
(31,067)
(2,558)
66

(27,653)

18,134
(25,000)
(7,700)
(3,080)
(4,466)
(6,992)

1,623

1,555

(25,926)

(20,849)
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Cash and Cash Equivalents
Beginning of period 44,022 59,015

End of period $ 38,237 $ 38,166

The accompanying notes are an integral part of these consolidated financial statements
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SIERRA BANCORP
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

September 30, 2008

Note 1 The Business of Sierra Bancorp

Sierra Bancorp (the Company ), headquartered in Porterville, California, is a California corporation registered as a bank holding company under
the Bank Holding Company Act of 1956, as amended. The Company was incorporated in November 2000 and acquired all of the outstanding
shares of Bank of the Sierra (the Bank ) in August 2001. The Company s principal subsidiary is the Bank, and the Company exists primarily for
the purpose of holding the stock of the Bank and of such other subsidiaries it may acquire or establish. The Company s main source of income is
dividends from the Bank, but we intend to explore supplemental sources of income in the future. The expenditures of the Company, including

(but not limited to) the payment of dividends to shareholders, if and when declared by the Board of Directors, the cost of servicing debt, audit
costs, and shareholder expenses will generally be paid from dividends remitted to the Company by the Bank.

At the present time, the Company s only other direct subsidiaries are Sierra Statutory Trust II and Sierra Capital Trust III, which were formed in
March 2004 and June 2006, respectively, solely to facilitate the issuance of capital trust pass-through securities. Pursuant to Financial

Accounting Standards Board (FASB) Interpretation No. 46, Consolidation of Variable Interest Entities (FIN 46), these trusts are not reflected on

a consolidated basis in the financial statements of the Company. References herein to the Company include Sierra Bancorp and its consolidated
subsidiary, the Bank, unless the context indicates otherwise.

The Bank is a California state-chartered bank headquartered in Porterville, California. It was incorporated in September 1977, opened for
business in January 1978, and has grown to be the largest independent bank headquartered in the South San Joaquin Valley. The Bank is a
multi-community financial institution that offers a full range of retail and commercial banking services primarily in the central and southern
sections of the San Joaquin Valley. On the southern end, our footprint extends east through the Tehachapi plateau and into the northwestern tip
of the Mojave Desert. We currently operate 22 full service branch offices throughout this geographic footprint, in addition to an internet branch
which provides the ability to open deposit accounts online. The Bank s two newest brick and mortar branches commenced operations in
Bakersfield in July 2008 and Delano in March 2007. Our next office is expected to be a branch in the Sunnyside area of South Fresno, with an
anticipated opening in the fourth quarter of 2008. We have also executed a ground lease for a second location in the City of Tulare, and are
negotiating a lease for a location in Selma. In addition to these full-service branches, the Bank has an agricultural credit unit and an SBA lending
unit with staff located at our corporate headquarters, and eight offsite ATMs. The Bank s deposit accounts are insured by the Federal Deposit
Insurance Corporation (FDIC) up to maximum insurable amounts.

Note 2 Basis of Presentation

The accompanying unaudited consolidated financial statements have been prepared in a condensed format, and therefore do not include all of the
information and footnotes required by generally accepted accounting principles for complete financial statements. The information furnished in
these interim statements reflects all adjustments that are, in the opinion of management, necessary for a fair statement of the results for such
period. Such adjustments are of a normal recurring nature, unless otherwise disclosed in this Form 10-Q. The results of operations in the interim
statements are not necessarily indicative of the results that may be expected for any other quarter, or for the full year. Certain amounts reported
for 2007 have been reclassified to be consistent with the reporting for 2008. The interim financial information should be read in conjunction with
the Company s Annual Report on Form 10-K for the year ended December 31, 2007 as filed with the Securities and Exchange Commission.

Note 3 Current Accounting Developments
In September 2006, the FASB issued SFAS No. 158, Employers Accounting for Defined Benefit Pension and Other Postretirement Plans an

amendment of FASB Statements No. 87, 88, 106, and 132(R) (FAS 158), which requires an employer to: (a) Recognize as an asset or a liability
in its statement of financial position a plan s overfunded or underfunded status; (b) measure a plan s assets and
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its obligations that determine its funded status as of the end of the employer s fiscal year (with limited exceptions); and (c) recognize changes in
the funded status of a defined benefit postretirement plan in the year in which the changes occur. Those changes are reported in comprehensive
income of a business entity and in changes in net assets of a not-for-profit organization. The requirement to recognize the funded status of
benefit plans and the disclosure requirements of FAS 158 were adopted by the Company as of December 31, 2007, as required by FAS 158, and
did not have a material impact on the financial position of the Company. The requirement to measure plan assets and benefit obligations as of
the date of the employer s fiscal year-end statement of financial position is effective for fiscal years ending after December 15, 2008.
Management does not expect the adoption of the remaining provisions of FAS 158 to have a material effect on the financial position of the
Company.

In September 2006, the Emerging Issues Task Force (EITF) reached a final consensus on the subject titled Issue No. 06-4, Accounting for
Deferred Compensation and Postretirement Benefit Aspects of Endorsement Split-Dollar Arrangements. EITF 06-4 requires the recognition of a
liability and related compensation expense for the endorsement split dollar life insurance policies that provide a benefit to an employee that
extends to post-retirement periods. Pursuant to the final consensus, if an employer has promised to pay a death benefit directly from the
company to a participant (or designated beneficiary), then a liability for the present value of the death benefit must be accrued over the
participant s required service period. However, if the employer has agreed to maintain a split-dollar arrangement and share some portion of the
death benefits of the underlying insurance policy, then the postretirement cost of insurance, rather than the death benefit, should be accrued.
Since most of the Company s agreements involving postretirement death benefits are split-dollar arrangements associated with an underlying
insurance policy, our accrual requirement is, for the most part, limited to the postretirement cost of insurance. The new guidance was
implemented by the Company effective January 1, 2008. Transition to the new guidance required a cumulative-effect charge of approximately
$1.1 million to retained earnings upon adoption. Furthermore, our compliance with this guidance added $27,000 to employee benefits expense in
the third quarter of 2008 and $80,000 for the first nine months of 2008, and the impact is expected to be approximately the same going forward.

Note 4 Supplemental Disclosure of Cash Flow Information

During the nine months ended September 30, 2008 and 2007, cash paid for interest due on interest-bearing liabilities was $16.8 million and
$24.1 million, respectively. There was $5.2 million in cash paid for income taxes during the nine months ended September 30, 2008, and $6.1
million in cash paid for income taxes during the nine months ended September 30, 2007. There was $6.8 million in assets acquired in the
settlement of loans for the nine months ended September 30, 2008, and $76,000 for the nine months ended September 30, 2007. There was $2.0
million in foreclosed assets sold during the nine months ended September 30, 2008, and $66,000 sold for the nine months ended September 30,
2007. There was $825,000 in loans extended to finance the sale of other real estate during the nine months ended September 30, 2008, and none
for the nine months ended September 30, 2007.

Note 5 __Share Based Compensation

Our 2007 Stock Incentive Plan (the 2007 Plan ) was approved by the Company s Board of Directors on March 15, 2007, and by the Company s
shareholders on May 23, 2007. Our 1998 Stock Option Plan (the 1998 Plan ) was concurrently terminated, although 448,978 options that were
granted prior to the termination of the 1998 Plan were not affected by the termination and were still outstanding as of September 30, 2008. The
2007 Plan provides for the issuance of both incentive and nonqualified stock options to officers and employees, and of nonqualified stock
options to non-employee directors, of the Company. The 2007 Plan also provides for the issuance of restricted stock awards to these same

classes of eligible participants, which awards may be granted on such terms and conditions as are established at the discretion of the Board of
Directors or the Compensation Committee. The Company s authorized but unissued shares reserved and available for issuance pursuant to
awards under the 2007 Plan was initially 1,500,000 shares, although options were granted in the fourth quarter of 2007 and the second quarter of
2008. The 3,200 stock options granted in the second quarter of 2008 were subsequently canceled and no stock options were granted by the
Company in the third quarter of 2007, so the number available for grant as of September 30, 2008 was 1,428,100. All of the 71,900 shares issued
under the 2007 plan and outstanding at September 30, 2008 have strike prices substantially higher than the market price of the Company s stock
as of the same date, and were thus underwater and considered to be non-dilutive.
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Pursuant to FASB Statement 123(R), share-based employee compensation expense is reflected in our income statement for each option granted,

over the vesting period of such option. The Company is required by generally accepted accounting principles to record current-period expense

for all unvested options, including those that are underwater. The Company is utilizing the Black-Scholes model to value stock options, and the
multiple option approach is used to allocate the resulting valuation to actual expense. Under the multiple option approach, an employee s options

for each vesting period are separately valued and amortized. This appears to be the FASB-preferred method for option grants with multiple

vesting periods, which is the case for most options granted by the Company. A pre-tax charge of $58,000 was reflected in the Company s income

statement during the third quarter of 2008 and $57,000 was charged during the third quarter of 2007, as compensation expense related to

outstanding and unvested stock options. For the first nine months, these charges amounted to $217,000 in 2008 and $246,000 in 2007.

Note 6 __Earnings Per Share

Earnings per share for all periods presented in the Consolidated Statements of Income are computed based on the weighted average number of
shares outstanding during each period. There were 9,623,683 weighted average shares outstanding during the third quarter of 2008, and
9,672,247 during the third quarter of 2007. There were 9,586,589 weighted average shares outstanding during the first nine months of 2008, and
9,713,097 during the first nine months of 2007.

Diluted earnings per share include the effect of the potential issuance of common shares, which for the Company is limited to in-the-money
shares that would be issued on the exercise of outstanding stock options. The dilutive effect of all options outstanding was calculated using the
treasury stock method, excluding anti-dilutive shares and adjusting for unamortized expense and windfall tax benefits. For the third quarter and
first nine months of 2008, the dilutive effect of options outstanding calculated under the treasury stock method totaled 141,439 and 191,044,
respectively, which were added to basic weighted average shares outstanding for purposes of calculating diluted earnings per share. Likewise,
for the third quarter and first nine months of 2007, shares totaling 336,216 and 363,021, respectively, were added to basic weighted average
shares outstanding in order to calculate diluted earnings per share.

Note 7 Comprehensive Income

Comprehensive income includes net income and other comprehensive income. The Company s only source of other comprehensive income is
derived from unrealized gains and losses on investment securities available-for-sale. Reclassification adjustments, resulting from gains or losses
on investment securities that were realized and included in net income of the current period that also had been included in other comprehensive
income as unrealized holding gains or losses in the period in which they arose, are excluded from comprehensive income of the current period.
The Company s comprehensive income was as follows (dollars in thousands):

For the Three-month Period For the Nine-month Period

Ended September 30, Ended September 30,
2008 2007 2008 2007

Net income $ 5772 $ 5270 $ 152296 $ 16,078
Other comprehensive income/(loss):

Unrealized holding gain/(loss) 3,438 2,782 (289) 378
Less: reclassification adjustment 2 58 14
Pre-tax other comprehensive inc/(loss) 3,438 2,780 (347) 364
Less: tax impact of above 1,445 1,169 (146) 153
Net other comprehensive income/(loss) 1,993 1,611 (201) 211
Comprehensive income $ 7,765 $ 6,881 $ 15,095 $ 16,289
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Note 8 Financial Instruments with Off-Balance-Sheet Risk

The Company is a party to financial instruments with off-balance-sheet risk in the normal course of business, in order to meet the financing
needs of its customers. These financial instruments consist of commitments to extend credit and standby letters of credit. They involve, to
varying degrees, elements of credit and interest rate risk in excess of the amount recognized in the balance sheet. The Company s exposure to
credit loss in the event of nonperformance by the other party for commitments to extend credit and letters of credit is represented by the
contractual amount of those instruments. The Company uses the same credit policies in making commitments and issuing letters of credit as it
does for making loans included on the balance sheet. The following financial instruments represent off-balance-sheet credit risk (dollars in
thousands):

September 30, 2008 December 31, 2007
Commitments to extend credit $ 195,202 $ 208,487
Standby letters of credit $ 11,138 $ 11,269
Commercial letters of credit $ 10,181 $ 10,714

Commitments to extend credit consist primarily of unfunded single-family residential construction loans and home equity lines of credit, and
commercial real estate construction loans and commercial revolving lines of credit. Construction loans are established under standard
underwriting guidelines and policies and are secured by deeds of trust, with disbursements made over the course of construction. Commercial
revolving lines of credit have a high degree of industry diversification. Commitments generally have fixed expiration dates or other termination
clauses and may require payment of a fee. Since many of the commitments are expected to expire without being drawn upon, the total
commitment amounts do not necessarily represent future cash requirements. Standby letters of credit are generally unsecured and are issued by
the Company to guarantee the performance of a customer to a third party, while commercial letters of credit represent the Company s
commitment to pay a third party on behalf of a customer upon fulfillment of contractual requirements. The credit risk involved in issuing letters
of credit is essentially the same as that involved in extending loans to customers.

Note 9 Fair Value Option and Fair Value Measurements

In September 2006, the FASB issued Statement of Financial Accounting Standards (SFAS) No. 157, Fair Value Measurements (FAS 157). This
statement defines fair value, establishes a framework for measuring fair value, and expands disclosures about fair value measurements. The
statement establishes a fair value hierarchy about the assumptions used to measure fair value and clarifies assumptions about risk and the effect
of a restriction on the sale or use of an asset. The standard became effective for the Company on January 1, 2008, the beginning of our current
fiscal year. However, in February 2008 the FASB issued FASB Staff Position (FSP) No. FAS 157-2, Effective Date of FASB Statement

No. 157. This FSP delays the effective date of FAS 157 for all nonfinancial assets and nonfinancial liabilities, except those that are recognized or
disclosed at fair value on a recurring basis (at least annually) to fiscal years beginning after November 15, 2008, and interim periods within those
fiscal years. The impact of adoption has thus far not been material to the Company, nor is the implementation of the remaining provisions
expected to be.

In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and Financial Liabilities (FAS 159). The
standard provides companies with an option to report selected financial assets and liabilities at fair value and establishes presentation and
disclosure requirements designed to facilitate comparisons between companies that choose different measurement attributes for similar types of
assets and liabilities. The new standard became effective for the Company on January 1, 2008. The Company did not elect the fair value option
for any financial assets or financial liabilities as of January 1, 2008.

FAS 157 defines fair value as the exchange price that would be received for an asset or paid to transfer a liability (an exit price) in the principal
or most advantageous market for the asset or liability in an orderly transaction between market participants on the measurement date. FAS 157
also establishes a fair value hierarchy which requires an entity to maximize the use of observable inputs and minimize the use of unobservable
inputs when measuring fair value. The standard describes three levels of inputs that may be used to measure fair value:

Level 1: Quoted prices (unadjusted) for identical assets or liabilities in active markets that the entity has the ability to access as of the
measurement date.
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Level 2: Significant observable inputs other than Level 1 prices, such as quoted prices for similar assets or liabilities, quoted prices in
markets that are not active, and other inputs that are observable or can be corroborated by observable market data.

Level 3: Significant unobservable inputs that reflect a company s own assumptions about the assumptions that market participants
would use in pricing an asset or liability.
The Company used the following methods and significant assumptions to estimate fair values for each category of financial asst noted below:

Securities: The fair values of trading securities and securities available for sale are determined by obtaining quoted prices on
nationally recognized securities exchanges or matrix pricing, which is a mathematical technique used widely in the industry to value
debt securities without relying exclusively on quoted prices for the specific securities but rather by relying on the securities
relationship to other benchmark quoted securities.

Loans held for sale: Since loans designated by the Company as available-for-sale are typically sold shortly after making the decision
to sell them, realized gains or losses are usually recognized within the same period and fluctuations in fair values are thus not
relevant for reporting purposes. If available for sale loans exist on our books as of a reporting date, the fair value of those loans is
determined using quoted secondary-market prices.

Impaired loans: A specific loss allowance is created for impaired loans, representing the difference between the face value of the loan
and either its current appraised value less estimated disposition costs, or its net present value as determined by a discounted cash
flow analysis.

Foreclosed assets: Repossessed real estate (OREO) and other assets are acquired at fair value, which is appraised value less expected
selling costs for OREO and some other assets such as mobile homes, and estimated sales proceeds as determined by using reasonably
available sources for all other assets. Foreclosed assets for which appraisals can be feasibly obtained are periodically measured for
impairment using updated appraisals. Other foreclosed assets are periodically re-evaluated by adjusting expected cash flows and
timing of resolution, again using reasonably available sources. If impairment is determined to exist, the book value of a foreclosed
asset is immediately written down to its estimated impaired value through the income statement, thus the carrying amount is equal to
the fair value and there is no valuation allowance.

Assets and liabilities measured at fair value on a recurring basis, including financial liabilities for which the Company has elected the fair value

option, are summarized below:

Fair Value Measurements at September 30, 2008, Using

Level 1 Level 2 Level 3 Total
Available for Sale Securities $ 2,431,107 $ 238,484,603 $ $240,915,710
Loans Held for Sale $ 941,000 $ $ $ 941,000

Assets and liabilities measured at the lower of cost or fair value on a non-recurring basis are summarized below:

Lower of Cost or Fair Value at September 30, 2008, Using

Level 1 Level 2 Level 3 Total
Impaired Loans $ $ 9,522,760 $ 2,385,580 $ 11,908,340
Foreclosed Assets $ $ 3,908,807 $ $ 3,908,807

Impaired loans had a carrying amount of $14,306,670 at September 30, 2008, with a valuation allowance of $2,398,330.
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Note 10 _Recent Developments

In October 2008, the Emergency Economic Stabilization Act (EESA) of 2008 was approved and signed into law. EESA is comprised of three
primary parts: 1) the Troubled Asset Relief Program (TARP), which is the principal piece of legislation; 2) budget-related provisions (largely
energy-related); and 3) tax reduction provisions. The TARP is designed to calm turmoil in financial markets by allowing the U.S. Treasury
Department to borrow up to $700 billion, which, it was initially announced, would be used to buy illiquid mortgages, securities and other assets
that are creating instability in the nation s financial markets. The announced objective was to remove troubled assets from banks in order to
strengthen their balance sheets and increase their willingness to extend credit. Subsequent to the initial approval of EESA, the Treasury
announced that it has allocated $250 billion of TARP-related borrowings to purchase preferred equity in financial institutions, at the request of
qualifying institutions, in amounts ranging from 1% to 3% of risk-adjusted assets. Half of the total amount is reserved for the largest U.S.
financial institutions. Participation in the TARP program also comes with restrictions, including provisions requiring the Treasury s prior
approval for any increases in dividends, share repurchases, and certain elements of officer compensation. We are currently evaluating the
strategic advantages and operating restrictions inherent in issuing preferred shares to the U.S. government, and will determine whether or not we
will submit an application to participate by the November 14, 2008 deadline. Other newly-enacted provisions that directly impact the Company
have increased the basic limit on FDIC coverage from $100,000 to $250,000 per depositor and removed the limit on FDIC deposit insurance
coverage for non-interest bearing accounts through December 31, 2009, and provide FDIC backing for senior unsecured debt issued from
October 14, 2008 through June 30, 2009. Financial institutions not opting out of unlimited coverage for non-interest bearing accounts by the
December 5, 2008 deadline will be charged an annualized 10 basis points on individual account balances exceeding $250,000, and those not
opting out of the provision backing senior unsecured debt will be charged an annualized 75 basis points on all such debt. We anticipate that we
will fully participate in the deposit insurance aspects of this program, and will thus be able to offer unlimited insurance limits to our non-interest
bearing demand deposit account customers. The annual cost is expected to be around $30,000, based on current account balances. We are
currently reviewing the implications of the provision backing senior unsecured debt, and will make a final determination on our participation in
that program before the December 5, 2008 opt-out deadline. Other provisions of EESA that strengthen the financial position of our customers
and provide tax incentives for businesses could, indirectly, have a favorable impact on the Company as well.

In March 2008 the Company received $289,000 as proceeds from the mandatory redemption of a portion of the Visa shares held by the
Company. The mandatory redemption of shares occurred in conjunction with Visa s initial public offering. The Company retained ownership of
10,731 Visa Class B shares, which have a lock-up provision and cannot be converted to Class A shares or sold for a period of three years.
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PART I - FINANCIAL INFORMATION

ITEM 2

MANAGEMENT S DISCUSSION AND

ANALYSIS OF FINANCIAL CONDITION

AND RESULTS OF OPERATIONS

FORWARD-LOOKING STATEMENT

This Form 10-Q includes forward-looking statements that involve inherent risks and uncertainties. Words such as expects , anticipates , believes ,

projects , and estimates or variations of such words and similar expressions are intended to identify such forward-looking statements. These
statements are not guarantees of future performance and involve certain risks, uncertainties and assumptions that are difficult to predict.
Therefore, actual outcomes and results may differ materially from what is expressed, forecast in, or implied by such forward-looking statements.

A variety of factors could have a material adverse impact on the Company s financial condition or results of operations, and should be considered
when evaluating the potential future financial performance of the Company. These include but are not limited to the possibility of deterioration

in economic conditions in the Company s service areas; risks associated with fluctuations in interest rates; liquidity risks; increases in
nonperforming assets and net credit losses that could occur, particularly in times of weak economic conditions or rising interest rates; the loss in
market value of available-for-sale securities that could result if interest rates change substantially or an issuer has real or perceived financial
difficulties; and risks associated with the multitude of current and future laws and regulations to which the Comp