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FOR THE YEAR

Net income
Net interest income 11,542
Non-interest income 3,299
Non-interest expense 9,468

Earnings per share: ~ ,
Basic .~ . . 0% 120
Diluted ' ‘ - 1.04

- Dividends per share - 031

- Net charge-offs to average loans 0.08

Loa_ns receivable, net @ B 185,094

Deposits - 219,309
Borrowed funds 4 29,792

 Book value per share ® S 9527
Dividend payout ratio. = - S 2587%

Investment securities 71,607 -

Shareholders’ equity 25,985 .

SELECTED FINANCIAL HIGHLIGHTS

(. Dollars m thousands except per share data)

10,026
3,155
8,823

s 095

- 0.84
0.24
8.74

25.52%

‘ 1.';]6%
11.69

1945

0.25
0.03

$ 246,413

163,265
59,686
200,451
20,076
23,292

(1) Excludes effect of unrealized gains or losses on securities

8,885 8,032
2,602 - . 2,211
7,754 6,939

'$ 080 -§ 086
070 070
~+.0.20 012

812 . 773
24.71% 15.27 %

L “Return on average assets - o 1.26 % ' '
Return on average equity @ 13.45

" Equity to assets at yearend® - S 912
Non-performing assets to total assets =~ 0.26

1.11% ©1.05%
10.52° 112,97
1015 ©10.30°

0.15 0.08

0.07 0.04

BN AT YEAREND | D '

Total assets v $278,197

$213,747  $199,743
133,948 125,632 .
61,475 155,909
168,578 164,128
19,069 13,508
121,258 20,655

2) EExciudes loans held for sale

7,155
1,724
6,357

$ 074
064
0.02 -
6.08
.323%

0.86 %. . -

1363
6.14
013

008

$178,619

117171
45,321

146,312
20,236
10,967
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R William C Bullock Jr: Chairman with ~ ~ -~ -
;ff‘Edwin»N‘Cli_ft»“P\resirdeﬁt and CEO. " LY e

i:‘_'Dear Shareholders

: 2001 'was a tumultuous year. The September attacks stunned the nation and brought us together wrth a.
~.,cornmon purpose Desplte raprdly fallmg 1nterest rates, volatlle stock markets and a recessron \ur Company was -
‘able to achreve meanrngful growth and record earnlngs We look forward to 2002 wrth guarded optlmlsm, mmdful
f.o: he economlc challenges but confrdent m our people and our mlssmn of prov1d1ng supenor banklng and o
"'nvestrnent servrces i D RFXCE T

INANCIAL PERPORMANCE R ER ET INCOME.
‘ : et o an T e e el (In Mxlhons)
‘We a '\e pleased to report earnlngs of $3 3 ! 'll,i_on;for the‘ Co’mpany,‘.f S e - '
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LOANS RECEIVABLE
- (ln Mlllzons)

ifLENDlNG.ACTIVITIES

In. sprte of the softenlng economy e experlenced substantlal loan

©$150

: ip_‘demand wrth our outstandmg loan balances 1ncreasmg 13% over a year ago EREE
1S Small busmess and resrdentral mortgage lendmg contrnue to be a focus for i v

R : S "our Company For the fourth consecutrve year the Bank was honored by the
- $s50L -

1998 1999 000 2001 }_TSmall Busrness Admrnrstratlon (SBA) as the- leadmg lender among commumty

T .banks 1n Malne Thisisa srgmfrcant accomphshment for our Bank and much credrt for our success in this- area- 1s

. due to the efforts of ]erry ]arrell Vlce Presrdent and Commercral Lender Our Bank was once agam recogmzed as:
the number two SBA lender among all banks in-the state regardless of asset srze We have partnered with'

»’Penqurs Commumty Actlon Progam on varrous prolects lncludmg the Graham School Senror Housmg PrO]ect

i Wthh through our efforts recelved a $400 OOO Affordable Housrng Grant from the Federal Home Loan Bank

7 resrdentral mortgage loan or1glnatrons for 2001 were $61 5

A favorable 1nterest rate envrronment resulted in resrdentlal mortgage lendmg reachrng record levels Total

' ;‘:‘.‘;.‘.. ‘prompt personal attentlon we. provrde throughout the mortgage process 1nclud1ng local serv1c1ng, contrnues to

‘ attract new and repeat customers to our Bank We are very pleased to now "i - T R U ST-A s S E T S

o ;jbe the second leadmg mortgage orrgrnator 1n our market area
;rRUs”

(ln lehons)

& INVESTMENT SERVICES jfﬁ;iﬁﬁd

: | Our Trust and lnvestment Group experrenced another year of asset N $] 50 :
- 'growth in the mrdst of drfflcult market condrtlons Trust assets under o BESRVE
L admrnrstratron 1ncreased to $234 8 mlllron at year-end an mcrease of $10 O $100
A» mrlhon over the prevrous year We are also pleased to report that our Lo " 50 ~
1nvestment performance surpassed conVentronal benchmarks SR
“Our mvestment ph1losophy remalns unchanged We beheve : '. : "' o 7199719987 1999 2000° 2001

’ that qualrty asset selectlon and d1vers1f1cat10n are both the best offense and defense and the most approprla_e-ﬁfi-« SR

| ,means to attaln the long: term fmancral ob]ectrves of our customers

o COMMUNITY BUILDING

Our bankers play a srgmflcant role in thelr local communltres Thelr serv1ce on behalf of youth economlc
- development cultural and communlty affarrs is complemented by strong f1nanc1al support from the Bank |

o M L Lo ' ~Proud to be growmg in Marne ; R e 3\
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- banking relationships with customers. Delivery on this

MANAGEMENT’S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

v FORWARD LOOKING STATEMENTS

- Management’s discussion and onalysrs ‘may contain

- forward-looking statements that are provided to assist in the

- understanding of anticipated future financial performance

" However, such performance involves risk and uncertainties

" which may cause actual results to differ materially from

. those expressed in forward-looking statements. For a _
" discussion of these risks and uncertainties, see the Company’s

* Annual Report on Form 10-KSB for the year ended December

o3 2001 The Company disclaims any obligation to pubhcally

announce future events or developments that may affect
the forward -looking statements contalned herein.

.GENERAL

Merrill Merchants Bancshares, Inc. (Company) owns all )

of the common stock of Merrill Merchants Bank’ (Bank) and
Maine Acceptance Corporation (MAC). The Bank i is a full-
- service community bank headquartered in Bangor, Maine,
provrdrng a wide range of consumer, commercial, and trust
- and investment services through its eleven Iocatlons in.
central and eastern Maine.
Merrill Merchants Bank is commltted to provrdrng
outstanding customer service andr building long term

commitment through local decision-making and personal
.service has helped distinguish Merrill Merchants from its

competitors. This will continue to be strategically significant
as larger banks consolidate and their service delivery
‘channels become more depersonalized. :

Maine Acceptance Corporation, a finance company
which opened for businessiin Bangor on March 1,1999,
provides indirect auto and recreational vehicle’ lending, as

well as other types of direct loans, including personal -
-unsecured, recreational vehicle, automoblle mobile home
~ and home equrty loans. :

‘The Company’s goal is to sustain profrtable controlled-
growth by focusing on increased loan and deposrt market
share; managing yields on earning assets and rates on - _
interest-bearing liabilities; increasing non-interest income; :
and being prepared for acquisitions and expansion

: opportunrtres w1th1n the fmancral servrces industry:

'REVIEW OF FINANCIAL STATEMENTS

The Company declared a 3% stock dividend in both
2001 and 2000. All financial data included herein has
been restated to reflect the impact of the stock dividends.

The discussion arid analysis that follows focuses on the '
factors affecting the Company’s financial condition at -

" ‘December 31, 2001, and 2000 and financial resultsof
“operations during 2001 and 2000. This discussion should be - - -

read in conjunction with the consolidated financial
s’tatements and notes included elseWhere_in._ this report. . -

. RESULTS or OPERATIONS

Overwew , . '

The Company ended 2001 wrth consolrdated assets of
$2782 million representing growth-of $31:8 million or 13%. -
Asset.growth was attributable to strong loan demand and

~ anincrease in the investment portfolio resultmg from °

deposit growth. The Company reported net income of $33 B
million or $1.20 per basic share and $1.04 per diluted share =~
in 2001, as compared to $2.6 million or $.95 per basic share .
and $.84 per diluted share in 2000. This répresented earn- -

“ings growth of $635,000 or 24%. Retutn on average assets

increased to 126% in 2001-compared t0116% in 2000,and
return on average equity increased to 13. 45% in 2001 from
1169% in 2000 ’

béb,

Proud to be growing in Maine, . - 5



. _MANAGEMENT S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS::

e — AVERAGE BALANCE SHEETS AND ANALYSIS OF NET INTEREST INCOME ———

~ The followmg table sets forth for the years 1nd1cated information regardmg (i) the total dollar amount of interest iricome of the Company from mterestcarnmg assetsv -
and resultant average yields; (ii) the total dollar amount of mterest expense on interest- bearmg liabilities and the resultant average costs; (111) net mterest incomne; (iv)net

1nterest rate: spreacL and (v) net mterest margln

i Year Ended December 3, e T LT 200 o o T 2000'
(In Thousands) Coe ; S . Average” Lo Average o | S
5 RV . ' " Balance,  Interest.. . Yield/Rate . - -~ Balance Interest . . Yield/Rate .
ASSETS e : T T : ‘
Interest- earnmg assets: L oo L e . S R o o T
CLoans® . Lo 875,634 $15,731 0 8.96% $153,413 - § 14,708 959 % -
Irivestment securmesm o ST ot T 645830 13788 . 5.87% : 56,159 34157 ¢ 6.08% .- .
Otherearnmgassets e IR 725 0 23 317 % - CUV7710 M 627 %"
T -Totalinterest- earnmg assets o 240,9427 0 19,542 8.11'% o 11,3410 0 18,234 - 1 8.63%
Nonearning-asséts -~ i L o e o T 016,484 ) e N 15,064 - - BEEERT
Totalassets - o v oo St $257,426 0 S " §7226,405
LIABILITIES AND SHAREHOLDERS’ EQUITY o ' ‘ '
Interest-bearirig liabilities: o e e S e L T .
" Sayings deposits and tnterest- beanng checklng ‘ S $ 86, 596‘ 12,222 - 257% . 7 ..$80,178 .. - 2,867 . 358%
 Certificates of deposit. - ST 182760 4534 . '552% 073223 . 4318° -1582%
Securities sold under agreement to repurchase - T 16,453 52_9 e 322% C 13,085 - . 612 469% -
" Short-tefm borrowings ", ., T "4,220 Lo 8e L AM % o 0 02989 188 6.29% . T
Longtermborrowings ... .. 7 o “g3g) 489 5 5:89% 1029380 192 - 654%
-~ -Total 1nterest-bear1ng habllmes Lo T Gt 19777317 7,960 . . A03% - - S 173,383 ¢ 8477 . c4.72%
" Other libilities .~ e L7 35000 - - S , - 31,080 ; —
_ Shareholders’ equity - S vt L 24,695 R o 121,942
- Total liabilities arid shareholders equlty LR §957496 0 - - : T T §226405 o S
Net.interest iicome® . " ’ N o - $ 115820 - . ©$10,0570 - e -
Netinterest rate spread Lo ,7 L s S ST A08% e e T U391 %
©Netinterest margin . B R 481 % B L 476%

(1) Non’ :accruing’loans included in compu[atlon ofaverage baiance o ’ B - .
1 {2). lncome from mvestment securities and net interest income is presented ona tax-equwalen! bcms by ad/ustmg income and ylelds eamed on mx exempt securities assummg a federaI tax rate of34%

ANALYSIS OF CHANGES IN NET INTEREST INCOME

The followmg table presents the comnponents of the Companys het infefest mcome as attnbuted to volume and rate'ona taxequwalent basis assummg a Federal tax ;

' rate of 34%. The-net change atmbumble to the combmed lmpact of volume and rate ‘has been- so]ely allocated to. the change in volume;

Year Ended December 31 ‘_‘.: Gl N 2001 SRS s 2000
(i’ T"lOlJSCmdS) R ' e .y._lncrease (Decrease) Due to Changein: S Increase (Dea-ease) Due o Change in -
L R Volume - - Rate, . Total:: - " “Volume . .-~ Rate " -Total
INTEREST- EARNING ASSETS S e ; EEITR— ; . =
Loans:. - - L S 7815990, 50967) ~0$1,0237 0 LT §2,1750 L 50100 $2,6760 .
Investment ; secuntles R Lo B 494 ey e - 0373 00 SO {(59) . ...°345. - 286 . .
Other earning assets. Lo ST S (33) . . (55). 7, (88) e 21, . 26 5. .
. Total interest income . - . Lot 2451 0 (1,M43) 0 <1308 < 2,095 . - 872 . 2,967 -
CINTERESTBEARING LIABILITIES: .~ 7 Wi oo 0 o e
) .~ Savings depGsits-and interest- beanng checklng ST 65 C(810) T o645y .. TT1000 ¢ 702990 vt 399
" _Certificates of deposit. “ .- UL e 4380 QR e o216 T 0 e 9000 255 - L1155
Securities sold under agreement to repurchase_ T s 09 o092 < L83 L S S Mo 99
Short-ferm borrowings’ - S 7 TR 11 N C v TR 7270 S 96
Longterm borrowings “. .. " - 0 o T e o 316 C (9 . 297 TR - . MR - R
Totalinterestexpense " .. - . 1,082 1299 - . @17 . . . 1127 . 691 1818 .~
-Changein net interest income - R T $1,369, - $156 - $1525 5968 . $181 . $1,149
6 - - . . 2001lANNUAL REPORT -~ =~ . . . . ’ M :




vMANAGEMENT S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS,

Net Interest Income
- The Company’s primary-source of operatmg income is
- net interest income. Net interest income on a taxable

equivalent basis was $11.6 million for 2001 and $101 million -

for 2000. Net interest income-is the difference between the
income earned on earning assets and the interest paid on

~ interest-bearing liabilities. Both net interest income and the
net interest margin, which is net interest income expressed
as a percentage of average earning dssets, are affected by.

- the volume and mix of earning assets and interest-bearing

- liabilities and the interest rates earned or paid on them.
Net interest income increased by $1.5 million or 15%, on
".a taxable equivalent basis, in 2001 compared to 2000. This
increase was due to growth in the loan and investment -
portfolios and the repricing of interest-bearing liabilities
- faster than the repricing of earning assets. The Company’s
" net interest margin increased to 481% for 2001 compared to
- 476% for 2000. The Federal Reserve reduced the Federal
" Funds rate eleven times in 2001 for a total reduction-of
.~ 475%. The Federal Funds rate, as set by the Federal Reserve,
- averaged 390% in 2001 and 6.24% in 2000:.

Interest income increased to $195 mrlhon a 7% increase

in 2001 The increase was driven by growth in the average -

earning assets of $296 million or 14% which was offset by a -

* decrease in the yield on average earning assets to 811% in
2001 from 8.63% in 2000.

Interest expense decreased to $8.0 million in 2001 from

$82 million in 2000, Tepresenting a 3% decrease. This.
decrease was a result of a decline in the cost.of funds to
,4.03% in 2001 from 472% in 2000 which was offset by

growth in average interest- bearmg habrlmes of $243 mrlhon -

or 14%. :

- Management currently ant1c1pates that net interest
“income will continue to increase in 2002 due to expected
- growth in earning assets (primarily loans), although a
decline in the net interest margin is expected due to indus-
try-wide pricing pressure on loans and deposits and the
Federal Funds rate remaining at hlstarrcally Iow levels -
.(currently 175%) :

Non-In terest Income
~ Non-interest income was $33 million for 2001 compared _
to $3.2'million for 2000. Non-interest income increased.

~ $404,000.in 2001 when excluding gains on sales of securities.

of $37,000 in 2001 and $297,000 in 2000. The Company
continues to experience growth in all fee income categones
including increases in gain-on sale of mortgage loans of.
103%, ATM fees of 25% and merchant processing fees of 12%.
© " Gain on the sale of mortgage loans increased to
$321,000,for 2001 compared to $158,000 for 2000 due to the

-record level of mortgage refinances resultmg from the

favorable interest rate environment nationally. The.

“Company’s portfolio of residential mortgages serviced for

secondary market investors at December 31, 2001 of $79.1

-million mcreased by $98 mllhon or 14%, from December 31, -

2000. :
. Trust fees 1ncreased to $1 0 million in 2001 compared to
$967,000 in 2000. The market value of client.assets under .
administration increased $10.0 million, or 4%, to $234.8

million at December 31; 2001 compared with trust asséts of -

. $2248 million at December 31, 2000.:The increase in trust

assets was achieved through new business development as

.- market conditions remained volatile during the year.

The generation of mortgage sale gains and trust fees is

7 dependent on the market and economic conditions and, as .

a result, there can be no assurance that i mcome levels -~ .

, reported in prror penods can’be achleved in the future.

. Non-Interest Expense

Non-interest expense was $9.5 mrlhon for 2001 com-

pared to $8.8 million in 2000. The $645000 or 7% increase
“was primarily related to the increase in salarles and
' employee benefits of $335000 and the increase in other .
- -expenses of $174,000. The Company s efficiency ratlo (non- -

interest expense divided by the sum of net interest income

" and other income) rmproved to 63 8% for 2001 compared to
66. 9% for 2000.

Salaries and employee benefits expense totaled $50
million for 2001. Personnel costs in 2001 increased 13%,

~when excluding the one-time charge of $238000-in 2000

resulting from restructuring-and amending the Company’s

Proud to be growing in Maine.



" MANAGEMENT’S DISCUSSION AND ANALYSIS orruNANCLM,CONorHON AND REMHJS(HfOPERKHONS 3

supplemental executive retirement plan. The 2001 increase

‘was a result of normal annual salary increases and addi-
- tional staffmg required as a result of asset ‘growth and-
‘market expansion. Other non-interest expense mcreased 8%
~ for 2001 reflecting increases in merchant and credit card
processing expenses, ATM expenses and professional fees.
: " Annual operating expenses are also expected to
increase in future periods due to future branchrng and.
; product expansron

.BALANCE SHEET REVIEW '

- Loans '

-The Bank offers a- broad range of personal and business

loan products. Total loans (which excludes loans held for

- sale) of $1881 mrlllon grew $22.2 million or 13% from

" December 31, 2000. Real estate lending was strong in 2001
with commercial real estate- loans increasing 17%-in-2001 to
$69.3 million and residential and home construction lending

" increasing 36% to $417 million. Commercialloan balances -
increased 3% in 2001 to $43.5 million while consumer and .
home €quity loans mcreased slrghtly to. $336 million at
year -end. :

- - The average yreld on loans decreased to 8. 96% in 2001 .

' from 9.59% in 2000. This decrease is the result of lower

~ interest rates in 2001 (the prime rdte average was 6.91% for -
:2001 and 9.24% for 2000).Management anticipates pressure
on yields on loans due to lower-interest rates in 2002 and -

‘increased competition from banks and non- tradltronal
credrt provrders '

Investment Secun tzes ,

7 The investment portfoho provrdes hqurdrty dlversrfrca-

~ ‘tion.and earnings to the Company. The investment portfolio
represents 26% of the Companys total assets. The portfolio is

- comprised primarily of U.S. Government agenciés and

collateralized mortgage- obhgatrons Substantially all of the

Company’s securities-are AAA or equivalently rated. Total
~ investment secuntles increased in 2001 by $11.9 million to
- $7L6 million at December 31, 2001 The Company changed
- its investmerit mix during 2001 by i increasing its holdings in

) mortgage -backed secuntres and collaterahzed mortgage L

obligations (whrch currently represent 54% of the invest-

“merit portfolio compared to 48% at December 31, 2000) and . _ '
- reducingits U.S. Treasury security. holdings to 1% at Decem- . -

ber 31,2001, compared to 12% the previous year The average

: yreld on the investment portfoho decreased to 587% in 2001
' compared to 6.08% in 2000 as a result of maturmg invest-

ments being reinvested at lower 1nterest rates. :

- Deposrts

- Deposits are the ma]or source of the Company S funds ’

'_ for lending, investing-and other general business purposes. =
" Deposits.are attracted principally from within the’

Company’s primary market area through the offerlng of a .

broad variety of deposit products, including checking accounts, .~
: money market accounts, savings accounts, certificates.of -

deposit (including ]umbo certificates in denomiinations of

~$100,000 or more) and retirement savings.plans. In addmon -

the Company uses deposrts obtained through investment . .

banking firms; which obtain funds from their customers for
deposrt with the Company (“brokered deposrts”)

In 2001, total deposits increased by $189 mrlhon to $2193v .

: mrlhon a 9% increase over 2000, The Company experrenced S
growth in.all deposit categories in 2001. Comparing year- =~

end balances at 2001 to 2000, checkrng accounts increased

by $6.1 million, savings and money market accounts by$84 "
million-and certificates of deposit by $4:4 million.

Due to the low interest rate environment, the average
yield on savings deposits and interest-bearing checking .

accounts decreased t02.57% in 2001 from 3.58% in 2000 and-

the average yield on certificates of deposit decreased to -

5 52% in 2001 from 5.82% in 2000.-

- The Comipany’s focus on quality customer service -
contrlbuted to-the deposit growth in 2001. The Company
continués to develop consumer and commercial deposit

' relationships through referrals and addltronal contacts -
_within its market area. . S :

e Borrowmgs

Borrowrngs supplement deposrts as a source of hqurdlty “ |
Borrowed funds consist mainly of securities sold under
agreement to repurchase and advances from the Federal

8waf L . ‘,zoorANNUALREPORr .




‘MANAGEMENT'’S DISCUSSION AND "ANALYSIS OF FlNANCIAL CONDITION AND RESULTS OF OPERATIONS,

'Home Loan Bank (FHLB). Total borrowmgs were $29.8 mrlhon
- at December 31,2001 compared to $201 million at Decem- *

- ber 31,2000, an increase of $97 million. Other short-term
borrowings include federal funds purchased, commercial
lines of credit, Treasury, tax and loan deposits and interest-

* bearing demand notes due to the U.S. Treasury

ASSET QUALITY

Management seeks to maintain a hrgh quahty of assets

B through prudent. underwrrtrng and sound lending practrces. .

- 'Approximately 24% of the Company’s loan portfolio is
~ collateralized by first liens on:primarily owner- occupled
 residential homes which have historically carrred a relatively

low credit risk. The Bank also maintains a commercial real
. estate portfolio compnsed primarily of owner-occupied
. commercial businesses. . v

_The Bank participates in government guaranteed loan

programs including the Small Business Administration-

- (“SBA’), Rural Development ("RD”) and the Finance Author-
ity of Maine ("FAME”) At December 31, 2001, total loans

" - under these programs totaled $167 million of which $12.4
million, or 7% of the total loan portfolio outstanding, is
- guaranteed by the varlous federal and state government
- entities.

The Company contmues to focus on asset quallty issues .

-and emphasizes loan review and underwriting procedures.

- The Bank utilizes the services of a consultant, M&M Con- -
sulting; LLC (a joint venture owned 50% by the Company) to

“ perform periodic loan and documentation review. Manage-
ment has established a risk rating and review process with
the objective.of qulckly identifying, evaluating and initiat- .

- ing necessary corrective action for alt commercial and
- commercial real estate loans. The goal of the risk rating
process is to address the-watch list, substandard and non-
performing loans, as early as possible. These components of
risk management are integral elements of the Bank's loan
program which have contributed to the loan portfoho
performance to date. Nonetheless, management maintains a

' cautious outlook in attempting to anticipate the potential
effects of uncertain economic conditions (both locally and
nationally).

Nonperformmg Assets :
Nonperforming assets consist of non-accrual loans

other loans past due over 90 days and other real estate

owned. Total nonperforming assets as a percentage of total

assets remamed consistent at .26% or $728, 000 at December . ‘
- 31,2001, compared to 25% or-$574,000 at December 31, 2000.

-, Loans are placed on-non _accrual status w_hen, in‘the
judgment of management, principal repayment is doubtful,

- whether current or past due. When a loan is placed on non-

accrual status, prevrously accrued but unpaid interest is

" deducted from interest income. As a matter of policy, mterest is

generally not accrued on loans past due 90 days or more:
The Bank does not return a loan to accrual status until it is
brought current with respect to both principal and interest,
future payments are no-longer in doubt, and the loan has .

‘been performmg for-at least six consecutrve months.

'Prowsron and Allowance for Loan Losses

. The provision for loan losses is a result of managements :

‘periodic analysis of the adequacy of the allowance for loan -
- losses. The provision for loan losses was $474,000 for 2001 .

.and $423,000 for-2000, an-increase of $51,000 or 12%. The

“allowance for loan losses represented 1.59% of loans out-

standing at December 31, 2001, as,compared t01.60% at -

‘December 31, 2000. Net charge-offs were $146,000 during -

2001.0r .08% of average loans outstanding, as compared to
$39,000in 2000 or .03%. The low level of net loan charge-offs
is indicative of the Company’s loan quality and credit -
administration standards and the generally stable economic

. environment existing in the Company’s primary market-area.

The allowance for loan losses is maintained at a level -
determined to be adequate by management to absorb

 future'charge-offs of loans deemed noncollectible. This

allowance is increased by provisions charged to operating
expense and by recoveries on loans previously charged off.
A high degree of judgment is necessary to determine the
appropriate level of allowance for-loan losses and requires .
management’s ongoing evaluation of adequacy. The adequacy

of the loan loss allowance is determined by use of a risk
rating system. The evaluation process includes, among other

things, industry standards, management’s experience, the

A
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- Bank's historical Toan loss experrence evaluation of eco- -

nomic conditions and regular reviews of delinquencies and
loan portfolio quality. Although management believes it
uses the best information available to make determinations

the ecoromic conditions in the assumptions used in makmg

o the final determmatrons

Future provisions for loan losses depend on such factors

as asset quality, net loan charge-offs, loan growth: and other-

criteria discussed above. The appropriate level of the

-~ allowance for loan losses and the corresponding provision-

will continue to be determined quarterly Management
anticipates that there will be a provision for loan losses in _

~-.2002; however, thie specific amount cannot be determined at

this time. Changes in circumstarnces affecting the various
factors of the Company's methodo]ogy w1Il determine the

, provrsron amount in 2002

_ ASSET/ LIABILITY MANAGEMENT
Market Risk

Market r1sk is the risk of Ioss ina frnancral 1nstrument
arising from adverse charges in.market rates/prrces such as

" interest rates, forelgn currency exchange rates , commodity

prices and equity prices, The Company’s prrmary market -

- risk exposure is interest rate risk: The ongoing monrtormg

and management-of this risk is an important compenent of

the Company’s asset/habrhty management. process which is -

governed by policies established by-its Board of Directors -
that'are reviewed and approved annually _
~ The Board of Directors delegates. responsrbrlrty for

,.carrymg out the asset/lrabrhty management: policies to 1ts
Asset/ Lrabrhty Committee (ALCO”). In this capacity, ALCO

develops gurdelrnes and strategies impacting the Company’s

- asset/liability management process based upon estimated.

10 SR . % 2001 ANNUAL REPORT .
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Interest Rate Rrsk
- Interest rate risk’ represents the sensrtrvrty of earnlngs

- to changes in market interest rates. As interest rates change,
- the interest income and expense streams associated with
with respect to the allowance for loan losses, future adjust-
ments may be necessary if economic conditions differ from

the Company’s financial instruments also change thereby

" impacting net interest income (“NII"), the primary compo-

nent of the Company’s earnings. ALCO utilizes the results of
a detailed and dynamic simulation model to quantify the _
estimated exposure of NII to sustained interest rate changes.‘

-While ALCO routrnely monitors simulated NII sensitivity _

over a rolling two-year horizon, it also utilizes additional
tools to monitor potential longer term interest rate risk .

- The simulation model captures the impact of changrng
interest rates.on the interest income earned and interest -
expense incurred.on all assets and habrlrtres reercted inthe
Company'’s statement of financial condition; This sensrtrvrty
analysis is compared to ALCO pohcy limits which spécify a-

‘maximum tolerance level for NII exposure over a one year’
* horizon, assuming no balance sheet growth, given both a

200 basis point (bp) upward and downward shift in ‘interest
rates. A parallel and pro rata shift i rn rates over a 12 month -

perrod is assumed.

quurdrty , . ’
quurdrty represents the abrlrty to'meet both asset .
growth-and deposit withdrawals. Many factors affect a

. company’s ability to meet liquidity needs, including changes

in the markets served; its asset-liability mix; its reputation

- and credit standing in the market and general economic
- conditions. In addition to traditional in-mdrket deposit

sources, the Company has other sources of liquidity, includ-
ing proceeds from maturing rnvestment securities and -
loans, the sale-of investment securities, Federal Funds.
through correspondent bank relationships, brokered
deposits and FHLB borrowings. ‘Additional liquidity is
available in the. loan portfolio through sale “of residential-
mortgages and the guaranteed portion of SBA loans. -

.Management believes that the current level of liquidity i is -
’suffrcrent to meet current and future fundmg requrrements
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'CAPITAL . S '
© At December 31, 2001, shareholders equrty tota led $260

million or 9.3% of total assets, as compared to $233 millionor -

9.5% at December 31, 2000. The net increase in shareholders’
equity was attributable to: net income of $33 million; =
change in unrealized gain on securities of $591,000; stock
. option exercises of $132,000, less net'share repurchases of
$454,000; and $888,000 in cash dividends. = -

Capital gurdelrnes issued by the Federal Reserve Board _

. require the Company to maintain certain ratios. The
Company s risk based capital ratios for Tier 1 and Tier 2
Capital {as defined by federal banking agency regulations)
- at December 31, 2001 of 1369% and 15. 11%, respectively,

exceed regulatory guidelines for a “well caprtallzed” financial

institution. The Company’s Tier 1 and Tier 2 risk based
capital ratios at December 31, 2000 were 1378% and 1521%,
~ fespectively. The Bank is also subject to federal regulatory
- capital requirements. At December 31, 2001, the Bank was
deemed to be "wéll"capitaliZed" under the applicable
regulatrons
During 2000, the Board of Dlrectors approved a stock

repurchase program authorizing the Company-to repurchase -

. up to 255416 shares of the Company’s common stock of

~which the Company has repurchased 175169 shares. Shares -

are being repurchased into treasury for the purpose of
- funding the expected exercise of stock optlons pursuant to
the Company s stock optron plan. :

.. IMPACT OF NEW ACCOUNTING STANDARDS
~ - Statement of Financial Accounting Standards (SFAS) No
141, “Business Combinations” requires that the purchase
method be used to account for business combmatrons B
1n1trated after June 30, 2001 - - S
'SFAS No. 142, "Goodwrll and Other Intangible Assets "
and SFAS No. 144, “Accounting for the Impairment or-
Disposal of Long-Lived Assets,” are effective on January ],
~.2002. SFAS No. 142 requires that goodwill no longer be
- amortized to earnings, but instead be reviewed for impair-
~ment. The amortization of goodwill:ceases upon adoption of
the Statement on January 1,2002. SFAS No. 144 provides .
guidance concerning the recognitien and measurement of

. an 1mpa1rment loss for certain’ types of long lrved assets

These statements are expected to have no material 1mpact
on-the Company s consolidated flnancral condltron and

results of operanons

. MARKET FOR COMMON STOCK

* Market prices (as quoted by Nasdaq) and cash divi-

" dends. paid, per.share of the Company’s common stock, by

calendar quarter for the past two years are. listed below: Per .
share data information has been adjusted to reflect the'3%

) stock dlvrdends in both 2001 and 2000, respectrvely

. Market Prrces R

: Dlvrdends Declared - _
2001 Per Share A Hrgh Low . .
* First Quarter $007 $11.17 $9.22
Second Quarter 0:07 “11.00 . 10.38
Third Quarter - 0.08 1115 '10.00
Fourth Quarter . - 0.09 11.50 .10.42.
S " Dividends Declared MarketPrices" _
- 2000 " . -Per Share High. . Low -
First Quarter $0.06° 51060 0 $631
Second Quarter- - - 0.06 1.78 850 -
Third Quarter 0.06 10.92 9.52 -
Fourth Quarter . 0. 06 *10.86 8 19

As of December 3], 2001 the Company had opproxr- “
mately 830 shareholders of record and 2667 217. shares

o outstandmg

- There are srgnrflcant regulatory lrmrtatrons on’ the '
Company s ability to pay dividends dependmg on the
dividends it receives from its sub51dlary, Merrill Merchants

. Bank, which are subject to regulations and the Bank’s

continued compliance with all regulatory capital require-

" ments and the overall health of the institution. In addition
_the Company has a class of cumulative preferred stock,
‘meaning that if dividends are not paid when declared, they

will accumulate and be payable in full before any dividends
are paid on common stock. See notes 15.and 18 of-the notes -
to-the consolidated financial statements for a-discussion of
the preferred stock and the Bank’s regulatory matters,
respectlvely

Proud to be growing in Maine.
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MERRILL MERCHANTS BANCSHARES INC AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF FINANCIAL CONDITION

(In Thousands, Except Number of Shares and per Sharé Data)

Total cash:and cash equrvaIents ‘
. jInvestment securrtles = avallable for sale

: Loans Teceivable :
Less allowance for Ioan losses
. Netloatis recexvable i
o Other real estate owned
o Propertles and equ1pment net
Cash. surrender value of life i rnsurance
- Deferred mcome tax beneflt :
: Accrued income and other assets
? Total assets

LIABILITIES AND SHAREHO ERS’ EQUITY
Demand deposrts

379,267
Ta003T

Certlfrcates of deposrt

i " Total deposits " : :

Securltles sold under agreements to repurchase (term and demand)

- Other borrowed funds " . U :

.. Accrued expenses and.other. habrlmes -

sy Mandatory convertible debentures e
~ 7T Total liabilities s _

- “Commitments (Notes 7.8:14; 18 and»l9)

Shareholders’ equity - SO ‘ : :

*+ Convertible ciimiilative preferred stock par value $1 authorlzed
750,000 shares, 1ssued and outstandmg 19,566 shares =+, -

Common stock; $1 par-value; 4,000,000 shares authonzed;

“shares.issued 2741,232:and outstandmg 2,667,217 in 2001,

. and shares.issted 2; 661 450 and outstandrng 2 586 396 m 2000

; Caprtal surp]us P :

.- Retained earnings ,

-7 Accumulated other! compreh' ive income. :

"+ Unrealized:gdin on _securities avarlable for sa]e net of tax

“, " 'of $294 and $4 in 2001 and 2000, respectlvely o '

Treasury stock, at cost——74 015 shares m 2001 and 75 054 shares rn 2000

.-Total shareholders equity ey

Total habrlmes and shareholders equ1ty

$Z46413;

S Th‘e_“acc'omaanying‘ziatesarejarr integral part of these»consolfdated financiaf statemerits. - P
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MERRILL MERCHANTS BANCSHARES INC. AND SUBSIDIARIES
~ CONSOLIDATED STATEMENTS OF INCOME ‘

(In Thousands Except Number of Shares and per Share Data)

'Interest and fees on Ioans
Interest on mvestment sec b rmes
fv1dends on mvestment securme
lnterest on: federa] funds sold
Totol', i _terest and dividend‘ineorne .
Interes expense - -
: ‘Interést on deposits
terest on borrowed funds

4 | o 2001 ANNUAL-REPORT = - - AA




" MERRILL MERCHANTS BANCSHARES, INC. AND SUBSIDIARIES
(CONSOLIDATED STATEMENTS OF CHANGES IN SHAREHOLDERS’ EQUITY

S (In Thousands Except Number ofShures and per Share Data)

i’ Unreal zed”
Gam (Loss) on
- Securities;
p Aval]able

‘vConvertxble‘
. Cumulative
' Preferred Stock,

"320

Balance at December 31 200
Net mcome T
‘ ’Change in. unreahzed gam on'’:
Lo secuntles avm]able for sale, net of
‘ ‘deferred mcome tax s‘of $290 ’

3% common ‘stock’s de1dend declared
S Treasury stock- purchased (42,319 shares at
Loan average price of $1072) LR e
o Tax beneﬁt re]med to exercise of stock optlons
" Common stock cash dividend declared
LU $3Upershare s L. ;
Convertlble c_umulanve preferred stock
drvrdends declared, $3 18 per share

Balance at December 31 2001

The accompanymg notes are an mtegra!

,:rtoftheseconsohd ed F nancmlstatements T
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| MERRILL MERCHANTS BANCSHARES INC AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

(In Thousands)

: CASH FLOWS FROM OPERATIN AC VITIES

]‘ast'rhents‘ to reconcile net income: ta ne “ ash provided by operatmg activiti

Deprecratron

; Net loans made: to customers RN
cqursmon of propertres and equrpment and computer software
. Purchase of: mvestment securmes availablefor sale.. - ‘
roceeds from sales and: rna’mrmes ‘of. mvestment securmes S
Sales and matirities of: avarlable for sale securrtres et
Maturities of held to maturify securities’
ceeds from sale of other réal estte ow
=P oceeds from'sale of propertres and. equrpment
.- “Net cash'used'in inyesting activities.”:
C SH I-'LO S: FROM FINANCING ACTIVITIES
“Net increase in‘demand; savings and NOW deposrt
,-fNet mcrease in certrfrcates of dep051t :
Net-increase in-securities sold tindet agreements
Net. “décrease’i in other borrowed funds,' .

as recerved in branch acqursmon _
Drvrdends pard on convertrble cimulatis )

‘Net increase: (decrease) in‘cash and-cash eqmmlents

:Cash. and cash equivalents, beglnnmg of: year .

Cash and cash .equivalents end of yeat

‘SUPPLEMENTAL DISCLOSURES OF CASH PLOW INFORMAT ION

2001 ANNUAL REPORT




>MERRILL MERCHANTS BANCSHARES INC AND SUBSIDIARIES |

Notes to Consolidated Financial Statements b
* December 31,2001 and 2000 -
(Presented in'Thousands, except Number ofShares and per Share Data)

1. Summary of Significant Accounting Policies
The accounting and reporting policies conform to U.S.

generally accepted accounting principles and to general

~ practice within the banking industry. The following isa

summary of the significant accounting and reporting policies. -

Nature of Business - -

Merrill Merchants Bancshares Inc (Company) isa
financial holding company. that owns all of the common
stock of Merrill Merchants Bank (Bank) and Maine Accep- :

_tance Corporatlon (MAC). The Bank operates branches in
- ‘Bangor (three offices), Brewer, Holden, Milford, Newport,
- Orono, Orrington, Pittsfield, and Waterv1lle Maine.

The Bank'’s lending activities are conducted principally
in central Maine. The Bank. grants single family and multi-
family residential loans, commercial real estate loans,

* commercial loans, and a variety of consumer loans. In.
addition, the Bank grants loans for the construction of
residential homes, multi-family properties and commiercial
real estate properties. Most loans granted by the Bank are
either collateralized by real estate or guaranteed by federal

~ and local governmental authorities. The ability and willing-

ness of the single family residential and corisumer borrow-
. ers to honor their repayment: commitments is generally
dependent on the level of overall economic activity within

'the borrowers’ geographic areas and real estate values. The .

ability and willingness of commercial real estate, commer- .
~ cial and construction-loan borrowers to honor their repay-
ment commitments is generally dependent on the health of
the real estate economic sector in the borrowers’ geographlc
areas and the general economy.

- Maine Acceptance Corporation, a finance company

located in Bangor Maine 'provides indirect auto and te‘cre

~ ational vehicle lending, as well as other types of loans, includ-

ing personal unsecured, Tecreational vehicles, automoblles,
mobile homes, and home equity loans. . ,

The Bank is under the supervision of the Board of-
Governors of the Federal Reserve System and the Maine
Bureau of Banking, and its deposits are insured by the Federal -
Deposit Insurance Corporation (FDIC) to the fullest extent

' permltted by law

- Esnmates

The preparation of f1nanc1al statements in conformlty

“with U.S. generally accepted-accounting principles requlres ‘ L

management to make estimates and assumptiens that
affect the reported amounts of assets-and liabilities and
disclosure of contingent assets and liabilities at the date of
the financial statements and the reported amounts of -

-revenues and expenses during the reportmg_penod Actual | ‘

results could differ fromthose estimates. -

Material estimates that are particularly. susceptlble to
significant change-in the near term relate to the determina-
tion of the allowance for loan losses and the valuation of

_ real estate acquired in connection with foreclosures or in
satisfaction of loans. In connection with the determination

of the allowance for loan losses and the carrying value of
other real estate owned, management obtains mdependent‘

~ appraisals for significant propertles

' Fmanczal Statement Presentatlon

~The accompanying consolidated financial statements-
include the accounts.of Merrill Merchants Bancshares, Inc.
and its wholly-owned subsidiaries, Merrill Merchants Bank,

Proud to begrowingtn»Maine. 7 ' o . ) : 17



". MERRILL MERCHANTS BANCSHARES, INC, AND SUBSIDIARIES CONSOLID‘ATED‘ AUDITED FINANCIAL STATEMENTS

~a state-chartered bank, and Maine Acceptance Corporation.
© Al mtercompany accounts and transactions have been
.eliminated in the consolidated financial statements.”
‘Statement of Financial Accountmg Standards (SFAS) No.
- 131, “Disclosures about Segments of an Enterprise and
Related-Information,” 'requires a company to disclose certdain
‘income statement and balance sheet information by

~ operating segment. Since the Companys operations- mclude _

only its bankrng and financing activities, no additional
. f‘dlsclosure standards are requrred by the Statement

Investment Securrtres , :
" Investment debt securities are classrfred as avarlable for
" sale and are carried at fair value. Unrealized | gains and

‘losses on securities. available for sale net of income taxes,
are recognized as direct increases or decreases in sharehold-

-ers’ equity. Market, values of securltres are obtained from

e -rndependent market sources. Cost of securities sold is

~:recognized using the specrfrc identification method. -
- Premiums are amortized and discounts are accreted
' ~usmg methods approxrmatmg the interest method.

’ 'Loans Held for Sale

Residential mortgage loans orrgmated and intended for

sale in the secondary market are carried at the lower of
aggregate cost or estimated market’ value. Gains or losses on

~ - salesof loans are recognlzed at the time of sale and are

based upon the difference between the selling prrce and the
’ carrymg amount of loans sold ~

' Other Real Estate Owned . : .
Other real estate owned (OREO) includes real estate and

' 'repossessed personal property held for sale whrch have been

- acquired prmcrpally through foreclosure or a similar -

o conveyance of title. Real estate may be considered to be in- -

. substance foreclosed and included in OREO prior'to the -
“.conveyance of title:-when specrflc criteria are met. Both

- foreclosed and in-substance foreclosed real estate; as well as

. repossessed personal property, are carried at the lower of

© " their recorded amounts or fair value less estimated costs of .

disposal. ’Any write-downs at, or prior to, the datesof .

_acquisition are charged-to the allowance for loar losses.
. Subsequent. write-downs are recorded in other expense.
- Expenses incurred in connection with holding such assets -

and gains and lossés upon sale are mcluded in other

‘ expense or other income. .

Loans Receivable
‘Loans receivable that management has the intent and

ability to hold for the foreseeable future or.until maturity or -
pay-off are reported at their outstanding prmcrpal adjusted -
~ . for any charge-offs, the allowance-for loan losses and any '
. deferred fees or costs. - ‘

Interést on loans is accrued and credlted t0 income -

' based on the prrncrpal amount outstanding. The accrual of ‘
interest on loans is discontinued when, in the opinion of '

management, there is an indication that the borrower may

be unable to meet payments as they- ‘become due or the loan -

becomes past due 90.days or more unless thecredit is well-
secured and in process of co]lectlon Upon-such discontinu- -

“ance, all unpaid accrued interest is reversed: Interest income o
‘is subsequently recogmzed only to the extent cash payments' o

are received.
The allowance for loan losses.is mamtamed ata level

- adequate to absorb probable losses. Management deter- o
mines the adequacy of the allowance based upon reviews of .-
“individual credits, recent loss-experience, current economic '
conditions, the risk characteristics of the various categor1es :

of loans and other pertment facters. Loans deemed uncol-
lectible-are charged to the allowance Provisions for loan
losses and recoveries on loans prevrously charged off are:
added to the allowance.

Loans considered to be 1mpa1red are reduced to the
present value of expected future cash flows or to the fair

. value of collateral, by allocating a portion of the allowance:
for loan losses to'such loans. If these allocations cause the. - -
. allowance for loan losses to require an increase, sich .

_ increaseis included in the provision for loan losses.

Loan Servzcmg ~ \ : :
The cost of mortgage servrcmg rlghts is amortrzed in-

‘proportion to, and over the period of, estimated net servic- -
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‘ ;MERRILL MERCHANTS BANCSHARES INC AND SUBS]DIARIES CONSOLIDATED AUDITED FINANCIAL STATEMENTS

1ng revenues Impalrment of mortgage servicing rrghts is

- assessed based on the fair value of those rights. Fair values

- are estimated using discounted cash flows based on a
. 'current market-interest rate For purposes of measurmg .
.. impairment, the rights are stratified based on loan type,

--investor type, and interest rate. The amount of impairment

recogmzed is the amount by which the capitalized mort-
’gage serv1cmg rights for a stratum exceed their farr value.

Properties and Equ1pment

_ Properties and equrpment are stated at cost, less

" accumulated depreciation. The provision for depreciation is
-Vcornputed on the straight-line method and by accelerated

~ methods over the estlmated useful lives of the assets

Goodwzll and Orgamzatron Costs
Goodwill is being amortized using the strarght hne

- .method over seven and fifteen years. Upon adoption of SFAS. .

No. 142 on )anuary 1, 2002, the Company will discontinue
the goodwrl] amortization of $70 per year and will review
the goodwr]l asset for 1mpa1rment in accordance with SFAS.
No. 142. - :

: ‘Loan Onglnatzon Fees.and Costs »
Loan origination fees-and certain direct orlgrnatlon

~ costs are capitalized and recognized as an ad]ustment of the

yield on the related- loan

]ncome Taxes ,

The Company records deferred tax assets and habrlrtles

~for future tax consequences attrrbutable to differences
between the financial statement carrying amounts of assets
-and liabilities and their respective tax bases. Deferred tax

- assets and liabilities are measured using enacted tax rates
expected to apply to taxable income in the years in which

~ those temporary dlfferences are expected to be recovered or '
: settled

’ ‘Off Balance Sheet Fmancral Instruments

In the ordlnary course of business, the Bank has entered-

into off balance-sheet financial instruments consisting of

.commrtments to extend credit, letters of credlt and un-

advanced commitments under commercial and home

R ‘equ1ty lines of credit, credit cards, and overdraft protection

“accounts. Such financial 1nstruments are recorded in the
'consohdated financial statements when they become

. payable o

Cash-and Cash Equrvalents
For the purpose of presentation in'the consohdated

 statements of cash flows, cash and cdsh equrvalents are -

defined as cash and due from banks and 1nterest bearmg
deposrts with banks , :

Earmngs Per Share . :
- The basic earnmgs per share computatlon is based

- upon the weighted-average number of shares of stock

outstanding during the period. Potential common stock is
considered in the calculation of weighted- average shares

~outstanding for diluted earnings per share.

- The Company declared a 3% stock dividend iri 2001 - o

“and 2000. Earnings and cash dividends' per share and - .
_ - weighted-average shares outstanding have been retroac-- o
: tlvely restated to reflect the stock d1v1dends ’ o

Impact of Recently Issued Accountmg Standards -
SFAS No. 141, “Business Combinations,” requires that the

- purchase:mettiod be used to account for business combma- '
"tions initiated after June 30, 2001

SFAS No. 142, “Goodwill and Other Intangible Assets}’
and SFAS No. 144, ”Accountmg for the Impairment or ’

‘Disposal of Long-Lived Assets,” are effective on January 1,
- 2002. SFAS No. 142 requires that goodwill no longer be

amortized to earnings, but instead be reviewed for impair-

. ment. The amortization of goodwill ceases upon adoption of

the Statement on January 1, 2002. SFAS No. 144 provides
guidance concerning the recognition and measurement of
an impairment loss for certain types of long-lived assets.
These statements are expected to have no material impact
on the Company’s consolidated financial condition and
results of operatioris. - : :

Al
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MERRILL MERCHANTS BANCSHARES INC AND SUBSIDIARIES CONSOLIDATED AUDITED FINANCIAL STATEMENTS

2. Cash and Cash Equrvalents :
- The Federal Reserve Board requires the Bank to main-:
‘tain a rolling average compensatmg balance of $500 in
-amounts on deposit. The: Company maintains its cash in -
‘bank deposit accounts which, at times, may exceed federally
insured limits. The Company has not experienced any losses
" in such accounts. The Company believes it is not exposed to -
) any significant risk with respect to these accouhts.

~ 3. Investment Securities Available for Sale
The carrying amounts of investment securities as
_-shown in the consolidated statements of financial condition
. and their approxrmate fair values at December 31,2001, and
12000 were as foIlows : -

‘Amortized Unrealized

. Amortrzed Unrealrzed Unreahzed Falr .
. -Cost Gams ’ ) Losses Value
December 31, 2000 o '
U.S. Treasury securities $ 7,021 $ 12 $'(16)
- US. Government agencies b R
] -and corporations 16,794 86 - (14) 16,866
Mortgage-backed securities . -~ SR
.-and collateralized . _ ) S T '
. mortgage obligations. 28,305 - 185 (108) 28,382
. State and local government o R R
 debt securities 2,514 L — = 2514
Certificates of deposit 3663 0 0 - 3,663
Other securities 1376 . L — - . (132).
- $59,673 $283 $(270)‘

$59,686 -

At December 31 2001 and 2000 investment. securrtles
with amortlzed cost of $33,848 and $30,885 and fair value

Cost. " Gains - ”"'e,‘ﬂ,’:;‘i ' vﬁ,“;; of $34,727 and.$30,977, respectlvely, were pledged to secare s e
. December 31 2001 . ] R B - public deposits, Treasury, tax and loan deposits and borrowings-
" U.S. Treosury securities ~  $7,000. . $30 “$— $1,030 - and for other purposes required or permitted by law. "
US.Government agencies .~ - . ' - - The amortized cost and fair value of debt securities at
and corporations . 17,050 - .. 366 W01 17376 December 31, 2001, by contractual maturity are shown -~
Mortgagé-backed securities :
and collateralized -~ ) L below, Expected maturities may differ from contractual = .
 mortgage obligations 38123 733 (172) 38,684 mMaturities because borrowers may have the right to call or
State and local government = o . . prepay ablrgatrons w1th or without call or prepayment :
© debt securities 5,254 . o — 5254 penaltres , S
Certificates of deposit 4,457 == 457  Amortized Cost’ Fair vﬂ]ue .
.U.S. Government agency. ) ‘ . : ’ e i one ve less : ‘ ‘
"~ money market funds 3130 S 3130 ue\moneyearor ess $ 15184 . v $ 15,3657 .
Other securities * - 1699 . — 23) 1,676 Duefromone tofive years 12,177 12,374
| 70713 w129 . S0 s7igo;  Luefromfivetoten years . O o
— - - Due after ten years 29,289 29,670
' o : $ 65,884 - $..66 801~
, Mortgage-backed securrtres and coIIaterahzed mortgage
- obligations are-allocated among the above maturrty groupmgs
based on their final maturity dates.
~“During 2001 and 2000, the Company- sold mvestment
* securities ava_rlable for sale for total_ proceeds of $92,402 and
$14,461, respectively. The sales resulted in gross realized gains
- of $37 for 2001.and gross realized gains of $305 and gross
_realrzed losses of 18 for 2000 " o
20 .+ - 72001 ANNUAL REPORT - - AA
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-MERRILL MERCHANTS BANCSHARES INC. AND SUBSIDIARIES CONSOLIDATED AUDITED FINANCIAL STATEMENTS

4. Loans Recelvable :
: The components of loans recervable were as follows: -

» 2001 2000 .
- Commercial To5 43533 g 42,459 -

“Commercial real estate o 69,303 * 59,305
Construction - 6,678 4,623

‘Residential real estate 35,040 26,112
Home equity 17,675 18,830
Consumer . 15,945 14,622
Less deferred loan fees D N

- Total. ' o

$188,080 " $165,923

= Impaired loans recorded in conformity with SFAS No.
. 114, as amended by SFAS No. 118, totaled $420 and $467 at
December 31, 2001, and 2000, respectively. The total
allowance for loan losses related to these loans was $189
‘and $173 at December 31, 2001, and 2000, respectrvely The
- “average balance of outstanding impaired loans was $460

.and $403 for 2001 and 2000, respectively. Interest income

recognized for cash _payments on impaired loans during
2001 and 2000 was not material to the consolrdated
. financial statements

5, Allowance for Loan Losses

~'An analysis of the allowance for loan losses at December
31,2001, and 2000 is as follows: ‘

2001 2000
Balance at begmmng of year $2,658 -$2,274
Add: Provision for loan losses 474 423
' Recoveries of previous charge-offs _ 38 . 26
Less: Loans charged off -- ' ’ (184) - (65)

. Balance atend of year $ 2,986

$.2,658

6. Mortgage Serv1c1ng :
The Bank services residential mortgage loans sold to
‘investors.under nonrecourse agreements amountlng to

$79,073 and $69,320 at December 31, 2001, and 2000, respec- -

tively. Mortgage servicing rights of $340 and $314 are
capitalized and recorded at their estimated fair value at
December 31, 2001, and 2000, respectively and are included
in other assets. Mortgage servicing rights of $270 and $132

_. were capitalized in 2001 and 2000 respectrvely and amorti- -

zation of mortgage serv1c1ng rights was $243 in-2001 and
$170 in 2000.

7. Propertres and Equrpment , :
Propertres and-equipment are comprised of the followmg

© 2001 2000 -

Land and land improvements $ 559 3 461
Bank premises . : 2,327 . 2,228
Furniture and equipment: 279 - 2,723
Leagehold improvements - . . 308 .- 254

Totalcost } 5,990 - 5,666

Less accumulated depreciation- 2,316 2,024

. Net properties and equipment '$3,674  $3642.

“Certain Bank facilities and equlpment are leased
under various operating leases. Rental expense was
approximately $289 for 2001 and $259 for 2000. Future
minimum rental commitments under noncancelable
leases at December 31 2001 are: o

$ 261

. 2002 ,

2003 - 202
2004 179
2005 - -84
2006 . 68
Thereafter 26

Total ‘ $820

8. Employee Beneflt Plans :
The Company has established a defined. contrlbutron
pension plan under Section 401(k) of the Internal. Revenue
Code. Plan partrcrpants who consist of all employees meeting -
minimum age and service requirements who elect to

- participate, are permitted to contribute a percentage of their

wages to the plan on a pre-tax basis. The Company matches a
portion of each employee's contribution, resulting in an
expense of $90 and $76 for 2001 and 2000, respectively.

In 1997, the Company adopted a nonqualified supple- -
mental executive retirement plan for the benefit of key

- employeés. The plan was restructured and amended in 2000.\.
 Life insurance policies were acquired for the purpose of

serving as the primary funding source. The amount of each
annual benefit is indexed to the financial performance

AA
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- of each insurance pohcy owned by the Bank over. the Banks

cost of funds expense. The present value of. these benefits is -

being expensed over the employment service period

_which amounted to $132.for 2001 and $333 for 2000. The '" ‘

*“cash value of these policies was $2,900 and $2 768 at

.- ‘December 31, 2001, and 2000, respectlvely

9 Deposrts
, The aggregate amount of certrflcates of deposlt with a
. minimum denomination’ of $100 was $29,409 and $25410
~at December 31, 2001, and 2000, respectrvely Certificates 3
-~ of deposit included brokered depos1ts in the amount of '
$6,302 at December 31, 2001, '
- At December 31, 2001, the scheduled maturltles of

certlflcates of deposrt are as follows "

. j$ 53,886

2002 .
2003 L *17,409
2004 8,607 . -
+.2005 1,484
2006 S 2,256
Thereafter L .9
S $ 83,651

10 Borrowed Funds

, Securities sold under agreements to repurchase generally o
. mature within one to four days from the transaction date. -

. Other borrowed funds consist of Federal'Home.Loan Bank
(FHLB) advances, ‘commercial bank line of credit advances and
* Treasury, tax and loan depos1ts Treasury, tax and loan deposits
- are repaid upon: not1f1cat10n by the U.S. Treasury. -

‘Information concerning securities sold under agreements '

o repurchase is summanzed as follows: -

lncluded in investment securities avallable for sale in the

‘consolldated statements. of financial condition. The

Company, through its banking subsidiary, has an ava1lable

line of credit with the FHLB of $3.5 million. .

At December 31, 2001, the Comipany had a $5 mllhon

“commercial bank line of credit that expires in 2002. The

floating rate note is based on the one month London

lnterbank Offer Rate (187% at December 31, 2001) plus 175%,
A'summary of borrowmgs from the Federal Home Loan

Bank follows: - : :

December 31 2001 - I'

Matunty Dates - PrmczpalAmounts Interest Rate-
'2002 $ 2825 467-734%
2003 - 678 467-734%
2004 2,001 - 467-734% .
2005 1943 0 467-734%
2006 - 2235 467-647%
- Thereatfter 70 - 647% -
oo 5 9752 L
December 31 2000 : - _ .
o Maturzty Dates Principal Amounts InterestRates
2001 - ©8 639 581-7.34%
2002 - 657 - 6.18-734%
2003 485 - -647-734%
2004 300 .. - 647-734%
T 2005 i _647—734%1
) THereafter 158 . 647%
S $24501 '

~11 Mandatory Convertlble Debentures -

The Company issued $300 of mandatory conyertlble .

debentures which bear interest at 1% per arinum in. excess

- of-the prime rate of interest of FleetBoston. Interest is

B S o 2001 . 2000

| Average balance durmg the'year . $16453 . $13055°

" Maximum month end balance during the year © 23539 .. 15930

‘ ,Average mterest rate during the year 321% . 469%
C159% o 482%

, Average interest rate at end of the year )

L

The Bank is requrred o own stock of the FHLB in order

: to borrow from the FHLB: FHLB advances are collaterahzed

by a pledge of certain mortgage loans and by a'lien on the -
Bank's FHLB stock of $907 at December 31, 2001, which is

payable on March 31, June 30, September 30, and December

' 31 of each year until the debentures.are paid in full or

converted irito shares of common stock. On or prior to
September 30, 2002, the holders of the debentures must
convert the entire principal amount into shares of =~

' common stock of Merrill Mercharits Bancshares Inc. at a-

-.conversion rate equal to $4.04 of prmcrpal amount of
debentures for.one share of common stock, subject to

22
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'ad]ustment for any recaprtahzatlon of common stock
such as-asplit or reverse split of common- stock. -

: " The debentures are unsecured and any payment of
~interest or principal will be subordinated to the timely -

obligations of the Company for borrowed money from-any
. bank, trust company; insurance company or-other fmancral
mstltutron engaged in the business of lendmg money.

12 Income Taxes -
The current and deferred components of income tax
. ‘expense are as follows:

- 2001 2000

“Current L

" Federal . S $1,771 5 $1,552

© State oo 55 © 46
S L 1,826 1,598
Deferred: : - (181) {282)

§T645 51316,

‘The actual tax expense differs from the expected tax

. expense computed by applying the applicable US. federal -
corporate income tax rate to mcome before i 1ncome taxes as

follows: :

2001 . 2000

' Computed tax expense CU$1,666 $71,338
Increase (reduction) in _ C LT
income tax expense resulting from: T -

Income from life i insurance : @5 . 30

Tax-exempt income . S0 . (38)
- State taxes, net of federal beneflt .36 30
Other R s 16

: : 51645 $1,316

" The tax effects of temporary drfferences that give rise to
. deferred mcome tax assets and lllelltleS are as fol]ows

o 2001 2000 :
. Asset Ltabtltty - Asset . Liability -
Allowance for lean losses . $698 $.—  $537. § —
Unrealized gain on securities o , .
available for sale CoL = 294
Deferred compensation o200 — - 196 e
Mortgage servicing rights - = 116 — 107 -
Depreciation‘and amortization - — .92 — 36
Other e . 700 11 38 —
. $771 . $147

$1,018 §513

INC AND SUBSIDIARIES CONSOLIDATED AUDlTED PINANClAl_ STATEMENTS_ :

Management expects the Company will realize all

deferred income tax benefits to offset the income tax’

liabilities arising from the reversal of taxable temporary »

‘ -~ differefices and taxable income generated in future years.
payment of principal and interest on all existing and future v

Accordingly, the Company has riot established a. valuatlon

' _allowance for deferred mcome tax beneflts

13 Related Part1es , : .
“The Bank has entered into loan transactlons ‘with: 1ts

directors, executive officers, 51gn1f1cant shareholders and
-~ their affiliates (related- parties). Such transactions weré -

made in the ordinary course of business on substantlally ‘

- -the same terms and conditions, mcludmg interest rates and -
collateral, as those prevailing at the same time for’ compa-

rable transactions with other customers and did not, in the

opinion of management, involve more than normal credit - .
tisk or present other unfavorable features. Loans to related -
.partres whrch in aggregate exceed $60 were as follows

© 2001 2000 e
Bala_nce, )anuar-y_l $ 8,640 . $6,641 5
Loans made/advanced "~ - 13,631 4471
: Repayments-v ©(3,307). 2479
‘ Balance{ December 31 $ 8,964 . $ 8,640

- Commitments, as described in Note 14, to related -
partres which in aggregate exceed $60 totaled $1,814 and ,
$3, 440 at December 31, 2001,.and 2000; respectively. -

: 14 Fmancral Instruments w1th

Off-Balance-Sheet Risk

The Bank is a party to flnancml instruments w1th off-

" balance-sheet risk in-the normal course of business to-
" meet: the financing needs of its.customers which 1nvolve
- to varying degrees, elements of credit risk'in excess of the -

amount recognized in the consolidated statements of ;
financial condition. The Bank’s exposure to credit loss in "
‘the event of nonperformance by the other party to the
financial instrument for commitments to extend credit is
- represented by the. contractual notional amount of those ‘
instruments. The Bank follows the same credit policiesin
making commitments and conditional obligations as it does
for on-balance-sheet instruments, including requiring

Proud to be growing in Maine. . 23




MERRILL MERCHA\ITS BANCSHARES INC. "AND SUBSIDIARIES CONSOLIDATED AUDITED FINANCIAL STATEMENTS L

' collateral or other securrty to support frnanc1al instru-
’j ments with credit risk.

.The. Banks commitments at December 31 2001 and
. 2000 are as follows

© 2001 2000' S
: Comhitments to extend credit $15,656 - § 51704' -
- Lettersof credit - ’ 897 - 1685 .

*" Unadvanced commitments™ o

. Commercial lines of credit 128,487 23,505 .

Construction lines of credrt 2,508, . - ],808 o

** Home equity lines of credit - ‘ 11786, 10,643~ -
Overdraft protection accounts - ©697 1,684
" Credit cardines 2, 910

3023 -_
~ 15. Shareholders’ Equrty e

“The €ompany distributed a 3% stock drvrdend on March'
o ;17 Earmngs Per Share

77,2001 and a 3% stock dividend on February 29, 2000.

- Earnings per share for 2001 and 2000-have been restated ‘
. to reflect these. stock dividends.

" Holders of. preferred stock are -entrtled to’ drvrdends
~ equal to the total stated value of $46.00 per sharé multi-
. plied by the prlme rate in effect from time to-time as

. announced by FleetBoston The- d1v1dends payable on’ the
preferred stock are cumulative, meanmg that if dividends

- arenot paid when declared they will accumulate and be
.. payable in full before any dividends are paid:on.common .
- stock. However, the payment of any dividends on or. the

N " redemption. of the preferred stock is stbordinate to the .
" payment of any debt by the Company The preferred stock

. is non-voting;-

Each share of. preferred stock is convertrble 1nto 1L 38 .

V ‘shares of common stock, adjusted for recaprtalrzatron of -
_the common stock (such- as a'split or-stock dlvrdends)
- After October 1, 2002 and to the extent not. prevrously

~ converted into.common stock, the: preferred stock may be =
redeemed: by the. Company for a price. equaltothe sum of

" its'stated value plus.unpaid and accrued dividends:

However, the preferred stock may: not be called or redeemed“‘

“’»‘by the Company unless approved in advance by the
:Federal Reserve Bank of Boston

- Total

- number of shares and per share data)

16. Other Expense

‘Other expense amounts are summarrzed as follows L

 for 2001 and 2000:- 2001 2000
_Merchant processing $ 520 $ 460 o
Professional fees C 03480 3107 :
Printing, postage, stationery, and supplres 237 281

.. " Advertising and promotron L2020 2260
,"Trustexpense S ek e 160

* Telephone - PR 1597 L 168 s

ATMwexpense =~ .. e T 144 0 987
- Travel, meetings, conventions, and UL e

employeeeducatlon LT 13
Other - e <606 - 520

$:2,508 . $2,334"

. The followrng table séts forth the, computatron of basrc
and diluted earnings per share (1n thousands except for

- 2001 ‘20(_)'0 T
Bas1c earnmgs per share - Lo
Net income, as reported ' 5,3,254’ %2619 -

.Preferred stock dividends: declared S C62) T (83)

"~ Income available to common shareholders __$ 3192 $2536" .
Werghted average shares outstandrng 2,664,692 2,669,837
Basic earnmgs per sharé 2. $1.20 - 3095 .-

,._Drluted earnings per: share - STV
Neti income, as reported ©'$:3,254 .

52619
- Interest on mandatory convertrble B PR oo
- debentures, net of tax - R : oLl le T 220

~Income avallable to comimon shareholders . $3,270 -
,Werghted -average shares. outstandrng . 2,664,692 2,669,837
.. Effect of stock: options, Tiet of assumed T
- ‘treasury stock purchases =~ - 181,375, 169,548 .
. Effect.of convertible preferred stock- - 222779 222 779"
K Effect of mandatory convertible debentures 74,256
/Adjusted weighted-average- - e
- " shares outstandrng( v ©. 3,143, 1102
o Drluted earmngs per share $1. 04’_: . $O 84

Optlons to purchase 23 336 shares of common stock at
$lO 02 were outstandmg at December'3, 2000 but ‘were ot

‘included in the’ computatron of diluted earnings per.share "
- because the-options’ exercise prlce was greater than the 3
“average market prrce of the common, stock :

S 0 001
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18. Regulatory Matters . SRR

. The Company and Bank-are subject to vanous regula-
. tory capital requlrements administered by the federal-

- banking agencies. Failure to meet minimum capital require-
ments can initiate certain mandatory—and possibly
. additional dlscretlonary—actlons by regulators that, if
" undertaken, could have a direct material effect on the
Company and Bank’s consolidated financial statements.
Under capital adequacy guidelines and the regulatory
- framework for prompt corrective action, the Company and -

" Bank must meet specific capital guidelines that involve’

quantitative measures of the Company’s and Bank's asseté
- liabilities and certain off-balance-sheet items as calculated
_under regulatory accounting practices. The Companys and

Bank's capital amounts-and classmcatlon are also subject to

- qualitative judgments by the regulators about components
risk welghtmgs and other factors.

Quantitative measures established by regulatlon to
v ensure capital adequacy require the Company and Bank to

maintain minimum amounts and ratios. (set forth'in the

- table below) of total and Tier T capital (as defined in the -

regulations) to risk- welghted assets (as defined), and of Tlet I
capltal (as deflned) to average assets (s deflned) Manage—

- ment beheves as of December 31, 2001, that the Company :
-and Bank meet all capital adequacy reqmrements to which

they are subject...
"~ Asof December 31, 2001, the most recent notlﬁcanon

~ from the Federal Reserve Bank categorized the.Company .

and Bank as well capitalized under the regulatory frame- o
work for- prompt corrective action. To be categorized “well
capltahzed the.Company and Bank must maintain
minimum total risk-based, Tier I risk-based, and Tier I
leverage ratios as set forth in the table. There are no condi

“tions or events since that notification that management

believes have changed this category. - :
The Company’s and Bank's actual capltal amounts and

ratiosare also presented in the table. No deduction was.

made from caplta] for 1nterest—rate nsk in 2001 and 2000’

Actual

L e T " ToBe WellCapltahzed Under-
For Capital Adequacy. Purposes.

: . ‘Prompt Corrective Action Provxslons ’
As ofDecember31 2001 * - AMOUNT * = RATIO "AMOUNT. . RATIO . '~ AMOUNT - RATIO. -
. Total capital (to risk- welghted assets) T ' I ST o o
~Consolidated $ 27,507 1511% $ 14,560 8:00%. - N/A o .
" Bank . o o 21,021 1.97 14,053 '8.00° $17,566 10.00 %
" Tier I capital (to risk- welghted assets) B o o ‘ '
‘ - Consolidated . L 24,923 - 13.69 7,280 4.00 N/A ) v
‘Bank 118,819 10.71 7,027 - 400 . 10,540 - 6.00
' Tier I capital (to.averdge assets) o ' ) o A
. Consolidated 24,923 9.04 11,029- 400 N/A - - :
Bank 18,819 7.01 8059 - 3.00 13,431 "5.00
As of-December 31,2000
Total capltal {to risk- welghted assets) s _ ‘
- Consolidated - $ 25,028 15.21% C$13,161 . - 8.00% _ N/A :
Bank v 19,183 T 1210 12,687 8.00; . $15,859 10.00 %
Tier I capital (to risk-weighted assets) : ' ‘
Consolidated ' 22,664 . 1378 6,581 4.00 N/A o
Bank . 17,194 - 10.84 6,343 . 4.00 9,515 6.00°
Tier I capital (to average assets) S :
Consolidated -22,664 9.50 9,540 4.00 - © L N/A ;
Bank 17,194 7.38 3.00 11,652 5.00

6,991

M .
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- 19. Stock Optrons

" Under the Employee and- Drrector Stock Option Plan, the

g rncentrve stock option plan (ISO) for officers and employees
and the nonstatutory stock option plan (Non-ISO) for
directors provide for the issuance of up to 719,497 shares of -

-common stock. The purchase price of the stock covered by -
“each option shall be its fair market value, which must beé -
equal to-at-least 100% of the book value of common stock, .

on the date such option:is granted. Options granted ‘through -

©. 1997 were. sub]ect to an initial vesting period which' ended
~on December 31, 1997, after which options become exercis*

able until May 26, 2003. Options granted after 1997 were :
~ granted subject to an initial vesting period of one or two-

: years, aftér which options become exercrsable untrl ten .

. years from the grant date.

" The Company accountsfor these optrons in accordance o

wrth Accounting Principles Board Opinion No. 25, "Account- '
- ing for Stock Issued to Employees As$ the exercise Pprice of .-
each option equals the market price of the Company’s stock:

" _on the date of grant, no compensatron cost has-been -

recognized for the plari. Had compensation cost for the plan

" been determmed based on the fair value of the- optrons at
the grant dates consistent with the method-described in

- SFAS No. 123, “Accounting for Stock- Based Compensatron
the Company s 2001 and 2000 net income and earnings per

 share would have been feduced to the pro forma amounts-

(In thousands except for per-share data} Earni‘n‘gsvper’Share '

R ) ) Net Income Basic DiIuted
: -_2’00'1 - Asreported - $ 3,254 $ 120" $1.04
' g ' Pro forma - j 3‘,229" 1.19 1,03 -
- 2000 As reported N 2,619 095 - 0.84 -
© - Proforma .. - 2,59 - . 094 = 083

The fair valuie of each option is estimated on the date
-of grant using the Black-Scholes option-pricing model
- with the following welghted average assumptions used for
all grants in 2001 and 2000: dividend.yield of 2.74% in -
2001 and 2.86% in 2000, risk-free interest rate of 3% in-
2001 and: 5% in2000; expected lives of two years, and

‘ " expected. volatlhty of 23% in 2001 and 22% in 2000

: ended is presented below. "

,_3'1 2001

A summary of the status of the plan as of December
31, 2001, and 2000, and changes durlng the years then :

2000 .

2001
: Wetghted - Weighted
‘ + Number . Average.©  Number - Average
. S EPA - of Shares- Exercise Price ofShares Exerase Pnce‘_'
- Outstanding at - o _
" beginningof year 423,733 [$5.400 '433 120 % 528 .
Granted during the year 9,000 - 10.50 " 35,500 . 8.75
Exercised during the year -~ - (5, 085) 455 . (43,049) 485
Forfeited during the year {1 4 ,800) . © 556 \’(1~3,388) -
Additional shares for which. SRS
-options are exercisable - . : ; o
" duetostock dividends' - 11,834 . ... — " 12450 - o
Outstandingatendof year 384,682~ $5.44  423,733" $ 540"
‘Exercisable atend of year - 345,067 $5.04 *- 367,573 $4.79.7:
Werghted average fair value: - e e T
of opnons granted durmg the year .'$'}.3‘,2 - : ,$ 120

The followrng mformatron apphes to optrons at December |

Optrons : Optrons
‘Outstanding F.xerc1seable
C T Wid Avg

" Number Remaining WtdAvg Number Wtd. Avg

.. of Contractual Exercrse o of Exercise
Range ofExercrsePrzce Shares Life .- .- "Price  “Sharés - Price’ " |
$412-$617 321,731 14 I" $468 321,731, $4.68
$8.50—$ 1050 62,951' - 8.3 9.32

23,336 .10.02 -

© 20. Branch Acqulsrtlon

-On February 25, 2000, the Bank acqulred a branch

'bofflce in Holden, Mame from: the Flrst Natienal Bank of Ba‘r i

Harbor. The acqursrtron was accounted for under the

purchase method of accouniting foi business: comblnatlons
Earnings of the acquired branch, from the date of acquisi-
tion, are included in.the consolrdated statement of i income.

The followmg isa summary of the transactron

-$ 2,091

Loans and mvestments acqurred

Fixed assets 566
Goodwill 338
Deposrts, repurchase agreements and accrued mterest i (6,529)
Net cashand cash equrvalents received. ' $3,534)
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21 Fair Value of Financial Instruments
Fair value estimates, methods and assumptlons are-set -
forth below for the Companys fmancral mstruments '

: Cash and Cash Equrvalents _
* " The fair value of cash and due from banks, and mterest-
. bearing deposrts with banks approximates their relative book
values at-December 31, 2001, and 2000, as these ﬁnancral
: fmstruments have short maturrtles

- Investment Securities . -

~ The fair values of investment securmes are estlmated
~ based on bid prices published in financial newspapers or -
bid quotatlons recelved from securmes dealers

. Loans Held for Sale : :

" The fair values of loans held for sale are based on
quoted market prices from the Federal Natronal Mortgage
Association. :

Loans Recel vable SRR

“Fair valties are estimated for portfohos of loans receiv-

: ‘able with similar financial characterrstrcs ‘The fair values
“approximate carrymg value for all loans w1th varrable
. interest rates. ;

The fair values of fixed rate loans are calculated by
discounting scheduled cash flows through the estimated
maturity using estrmated market discount rates that reflect
the risk inherent in.the loan. The estimates of maturity are
based on the Bank’s historical experience with repayments
for each loan classification, modified, as required, by an
estimate of the effect of current economic and lending
conditions, and the effects of estimated prepayments. -

Management has made estimates of fair value using
discount rates that it believes to be reasonable: However,
because there is no market for many of these financial

" instruments, management has no basis to determine
- whether the: fair value presented below would be indicative
. of the value negotrated in the actual sale.

Cash Surrender Value of Life lnsurance . S
" Theé fair value is based on the actual cash surrender value :

} of lrfe insurance pol1c1es

- Accrued lnterest Recezvable :

The fair value approxrmates the carryrng value as thrs
f1nanc1al instrunient has a short maturity It is the Bank’s

- policy to stop* accruing interest on loans for which'it is prob-
- able that the interest is not-collectible. Therefore, the fair

value of this financial mstrument has been ad]usted to

' _reflect cred1t I‘]Sl(

- Capttalrzed Mortgage Servrcmg Rzgh ts

The fair value of mortgage servicing rrghts is based on.
the expected present value of future mortgage servicing-

-incomie, net of estimated servicing costs, consrdermg market-

consensus loan prepayment predrctrons

| Deposrts -

The fair value of deposrts with no stated maturrty such

as noninterest-bearing derhand deposits, savings, NOW ..

accounts and money market accounts, is equal to.the' amount *. o

~ - payable on demand. The fair value of certificates of deposit

is based on the discounted value of contractual cash flows.
The discount rate is estimated 1 using the rates currently -

offered for deposits of similar remaining maturities. . .

The fair value estimates do not include the benefit that :

- results from the low-cost funding provided by the dep031ts

compared to the cost of borrowing funds in the market. If-

. that value were cons1dered the fair value of the Banks net -

assets could increase; -

Borrowed Funds . . : ‘
The fair value of borrowed funds is based on the

: drscounted value of contractual cash flows. The discount .
rate is estimated using the rates currently avarlable for

borrowings of similar remarnlng ‘maturities.
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" Accrued Interest Payabl ,
The fair value approximates the book value as this -
‘ financral 1nstrument has a short maturrty

Off- Balance Sheet Instruments
The. Company s off-balance sheet mstruments consrst of
loan commitments. Farr values for loan commitments have

- not been presented as the future revenue derrved from such-’

frnancral 1nstruments is not srgmfrcant

' leztatrons , ‘

Fair value estrmates are made ata specrfrc pomt in

- *time, based on relevant market information and informa-- -

tion.about the financial instrument. These values do.not
reflect any premium or discount that could result from

. foffenn_g for-sale at.one time-the Company's entire holdings -
- of a particular financial instrument. Because no market
 exists for a significant portion of the Company’s financial

instruments, fair value estimates are based on judgments.

. regarding future expected loss experrence current economic
. condmons risk characteristics of various financial instru- -

ments; and other factors. These estimates are subjective'in

. nature and involve uncertainties and matters of significant

’ ]udgment and therefore cannot be determined with preci-
sion. Changes in assumptions could srgmfrcantly affect the.

, *_‘estrmates

- Fair value estrmates are based on exrstmg on and off- -

~ balance sheet financial instruments without attemptrng to B

estimate the value of antrcrpated future business and the

o :value of assets and liabilities that are not considered - A
'frnanc1al instruments. Other significant assets-and lrabrlrtres

* that are not consrdered financial rnstruments include

- property and equipment and other real estate owned.In -

" addition, the tax ramifications related to the realization of
the unrealized gains and losses can have a significant effect

~on fair value éstimates and. have not been considered in any -

of the estimates. :

‘ A summary . of the estimated fair values for the .

- Company’s significant financial 1nstruments at December
312001and2000ﬁﬂ0ws o e

AND SUBSIDIARIES CONSOLIDATED AUDITED FINANCIAL STATEMENTS

- Carrying  Estimate of -
Value Fair Value
- December 31, 2001 '
Financial Assets T R
" Cashand cash equrvalents "% 9,844 $ 9,844
Investment secuntres 71,607 . v 71,607
Loans held for sale 1,060 1,060°
) Loans receivable, net. . _ 185094 °
- Cash 'surrender value of life insurance 2,900, .
~ Accrued interest receivabie - 1,189 1,189
Capitalized mortgage servicing rights : 3a0 - ser
- Financial Liabilities R
Deposits "~ : . 219,309 220,764
Accrued interest payable oo 383 ‘ T 383"
‘Borrowed funds LT 30092 . 30446
December 31,2000
“Financial Assets : S
.Cash and cash equivalents $ 1 ,853 $ 11,853
Investment securities 59,686 . 59,686

Loans held for sale B : e 838

. Loans receivable, net . 163,265~ 163,170
- Cash surrender value of life insurance - 2,768 . 2,768
"' Accrued interest receivable- 1,441 1,441
Capitalized mortgage setvicing righfs' T 314 7o 58]
Financial Liabilities - - R
© Deposits -, . 200,451 .. 200476
© Accrued interest paydble < - - . 467 467
BbrroWed funds- ', B " 20, 376 E .

- 20 408. -

_. 22. Parent Company Flnancral Informatron

"The following is summarized financial statément

 Information for Merrill Merchants Bancshares, Inc. as of
December 31 2001, and 2000 and for the years then ended
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MERRILL MERCHANTS BANCSHARES 'INC. AND SUBSIDIARIES CONSOLIDATED AUDITED FINANCIAL STATEMENTS v
SUMMARIZED BALANCE SHEET

-——_ INFORMATION S T————

2000
$9

ASSETS
Cash’ .
" Invéstment securities at fair value .
Investment in subsidiaries
Loan and interest receivable from subsrdrary
Deferred income tax benefit -

Total assets ‘

LIABILITIES AND SHAREHOLDERS’ EQUITY
Liabilities
. Dividend payable and accrued expenses
Note payable
Mandatory convertible debentures
" Total liabilities -
Shareholders equity ..
Convertible cumulative preferred stock
Common stock
" Capital surplus”
 Retained earnings -
Accumulated other comprehensive i mcome
" Unrealized gain on securltles !
_ avarlable for sale ‘
. Treasury stock-
Total shareholders” equ1ty
Total libilities and shareholders’ equity-

2001

$55

" 868
" 19,989
5,565
.33

$ 26,510

$ 225

300

525,

- 20
£ 2,741

18,794 °
4,601 .

600 .
771

25,985

329
17,853
° 5,440

90

$.23,721

$19
110

300

429

20

2,661 .

"17,958
3,436

23,292

'$26,510 $.23,721

' SUMMARIZED STATEMENTS OF INCOME

-—— ]NFORMA]']ON _

2001 -

Dividends from-bank subsidiary

Interest income on loan from. subsrdrary

_ Interest and dwrdend income on mvestments
Total income :

", Interest expense on borrowed funds
- Operating expenses
- Total expenses

Income before income tax expense
- Income tax expense
Income before equity in undlstrlbuted net
income of subsidiaries
- Equity in undistributed net income of subsidiaries

Net income "

$ 1,526
342

20 .

1,888

26

R TT

145

1,743 -

65

1,678 .

© 1,576

$ 3,254

2000

$1,257
331
105

1,693 "

" 39
88
127

1,566
101

1,465
1,154
$2,619

‘g .
(792)

~ SUMMARIZED STATEMENTS OF CASH FLOWS

_—— ]NFORMAT[ON w

. 2001 - - 2000 .
 Cash flows from operatmg activities S
" Netincome - . $3,254 32,619
. Ad]ustments to reconicile net income to net cash . C
provided by operating.activities
Deferred income tax benefit .~ : 38 22
' Equiity in undistributed net income R .
‘of subsidiaries - . ey (54
Decrease in accrued income o - o
“and other assets. - T
* . Increase in accrued expenseé ' ) S
and other liabilities - o ' : S e
Net éash provided by operating activities 1,731 . 1,511
Cash rows from investing activities . - .
Proceeds from sales and’ maturmes . C . 665 . 5,737
*of rnvestment securities ‘ I_ o o
. «Purchase_of investment securities . o : ;(1*,0’95_) : (2,314)
- Net advances to subsidiaries o . (175)7-(3,972)
"Net cash used by investing activities . (605) - (549) -
Cash flows from financing activities
Dividends paid on convertible cumulative ‘ .
preferred stock . : N (Y)] (83).
Dividends paid on common stock ~ ’ - (586 (648) -
Proceeds from (payment of) note payable ) 110
"Proceeds from issuance of common stock - 132 200
Purchase of 'treasury_ stock S ‘ ", (454) (539)‘
Net cash psed by financing activities ' (1,080)  (960)
Net increase in cash and cash equivalents _ 46 .
Cash and cash equivalents beginningof year - -~ -~ 9. 7

Cash and cash equivalents, end of year “ © . $55 %9 IV

Proud to be growirrg in Maine, : C 29




MERRILL MERCHANTS BANCSH_ARES, INC. AND SUESIDIARI_ES CONSOLIDATEb_AUDITEDjFINAN‘CI_A‘L STATEMENTS

' ;23 Selected Quarterly Data (unaudlted) :
The followmg tables provide unaudtted financial 1nformat10n by quarter for each of the past two years:

2,186

- 2001 —— - e zooo —
Fourth - Thiid ~~ Second Rist .. Fourth - Third - Second “ First
) . Quarter _ Quarter . © Quarter Quarter _Quarter " Quarter . Quarter Quarter’
Interestincome . § 47950 4,900 $ 4935 $ 4872 . $ 4912 $ 4706 .$.4459 . § 4116
Intérest expense 1738 1962 2,061 2199 2,236 21297 - 1,992 | 1,820
Net interest income 3057, 2938 o 2874 2673 2676 - 2587 2,467 2,296
*Provision for loan losses 1M R Coom M. 1050 105 0 v 103 110
© Net interest income.after - o C ' o - o - "
 provision for loan losses (;2,9]6 _ 2,827 - 2763 C 2562 2,571 2,482. 9364
-~ Otherincome - : 863 . 806 CCgoe . 787 743 g0 ‘684
Security gains~ - Y =, S = = = L4 " 256
Otherexpense . - ¢ 2459 . 2340 . 2320 2,349 2243 2162 2118 2,300
- Income before iric_ome taxes 1357 - "1,293 . 1,249 - ~ 1,000 1,071 - 1,040 -7 998 826 -
~ Income tax expense . - 459 T w7 4D 3¢ 37 38 339 282
- -Netincome .. - $ 898 " $ 866 T $824 . $666 3 714 $702. - §659. $ 544
 Per commion share . o . S _— ‘
Basicearnings’ - $033  §032 - §030 §02 . $02 . $025  $028 $°020
2§ 047

 Diluted earnings’ . 3029 5028 . $026 o2 - $023 0 so022 o $021

I 2001 ANNUAL REPORT
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