





ederal ncial béga_n‘ perétion’s’ Mar‘chv.’;l".199'9.
¢ share count is the number ¢ ‘

2,871

815,453
1,022,412
4,237,889

. 3,281,146




“szs ar as;domzuated lg; the owest
‘ vzntemt rates 740 yezm Y%e W kness
t]ye éco my ana’ tbe easmg of mterest mtes "

,‘purchased short_—term agency' onds. o , . very.
;;and _a‘d)ustable rate‘mv rtgage-related e thls 31te as 1t 1s located’ ina 'a:‘xdly







stale Developer‘







SELECTED CONSOLIDATED FINANCIAL DATA

The summary information presented below under "Selected Balance Sheet Data" and "Selected Operations
Data” for, and as of the end of, each of the years ended September 30 is derived from our audited consolidated
financial statements. The following information is only a summary and you should read it in conjunction with our
consolidated financial statements and notes beginning on page 29. Fiscal 1999 results include the effect of a one-
time contribution to the Capitol Federal Foundation of approximately $30.2 million.

Selected Balance Sheet Data:

Total assets

Loans receivabie, net

Investment securities, held-to-maturity

Mortgage-related securities:
Available-for-sale, at market value
Held-to-maturity, at cost

Capital stock of Federal Home Loan Bank

Deposits

Advances from Federal Home Loan Bank

Other borrowings

Stockholders’ equity

Selected Operations Data:

Total interest and dividend income

Total interest expense

Net interest and dividend income

Provision for loan losses

Net interest and dividend income after provision
for loan losses

Retail fees and charges

Gains on sales of loans receivable held for sale

Qther income

Total other income

Total other expenses )

Income before income tax expense

income tax expense

Net income

Basic earnings per share

Average shares outstanding
Diluted earnings per share
Average diluted shares outstanding

(1) For the period April 1, 1999 through September 30, 1999.

September 30,
2003 2002 2001 2000 199¢
(in Thousands)

$8,582,544 $8,781,127 $8,635443  $8,265219 $6,541,807
4,307,440 4,867,568 5,416,507 5,442,445 4,275,200
1,022,412 500,814 502,283 15,100 15,100
2,128,721 1,218,974 1,059,110 850,892 1,136,776
815,453 1,255,906 1,248,813 1,561,251 939,492

169,274 163,250 162,350 161,250 68,336
4,237,889 4,391,874 4,285,835 3,856,329 3,899,565
3,200,000 3,200,000 3,200,000 3,225,000 1,520,000
81,146 101,301 - - -
876,445 887,430 1,048,262 986,207 1,046,514

Year Ended September 36,
2003 2002 2001 2000 1998
(Dollars and Counts in Thousands, Except Per Share Amounts)

$441,536 $557,132 $580,740 $518,357 $396,092
326,848 370,743 410,458 350,117 253,030
114,688 186,389 170,282 168,240 143,068
- 184 75 494 395
114,688 186,205 170,207 167,746 142,674
15,068 11,290 8,249 8,087 8,956
18,949 10,150 136 42 S
9,145 8,117 6,996 6,661 4,718
43,162 29,557 16,381 14,790 13,674
72,560 68,726 63,237 61,665 86,840
85,290 147,036 123,351 120,871 69,408
33,259 57,444 45,572 44,532 26,487
52,031 89,592 77,779 76,339 42,921

$ 074 $ 1.25 $ 101 $ 091 $ 0391
70,699 71,523 77,138 83,718 88,614

$ 072 $ 122 $ 089 $ 090 $ 0391
72,392 73,579 78,944 84,152 88,614



Selected Performance and Financial Ratios

and Other Data:
Performance Ratios:
Return on average assets
Return on average equity
Dividends paid per common share
Dividend payout ratio
Ratio of operating expense to
average total assets
Efficiency ratio
Ratio of average interes{-earning assets
to average interest-bearing liabilities:
Interest rate spread information:
Average during period
End of period
Net interest margin
Asset Quality Ratios:
Non-performing assets to total assets
Non-performing loans to total loans
Allowance for loan losses to
non-accruing loans
Allowance for loan losses to
loans receivable, net
Capital Ratios:
Equity to total assets at end of period
Average equity to average assets

Other Data:
Number of traditional offices
Number of in-store offices

Year Ended September 30,

2003 2002 2001 2000 1999
0.60% 1.02% 0.93% 1.03% 0.71%
5.28 9.25 7.69 7.46 4.34
2.12 0.74 0.57 0.44 0.20
76.68 15.79 18.16 18.43 20.88
0.84 0.78 0.75 0.83 1.43
46.05 31.81 33.88 33.74 56.77
1.13 1.12 1.14 1.18 1.18
0.90 1.66 1.39 157 1.71
0.42 1.50 1.55 1.51 1.79
1.34 2.16 2.05 2.29 2.49
0.15 0.12 0.09 0.06 0.09
0.21 0.16 0.12 0.06 0.14
50.87 60.51 72.63 133.02 88.57
0.11 0.10 0.09 0.08 0.10
11.38 11.24 12.14 11.93 16.00
11.38 11.07 12.02 13.73 16.26
28 27 27 27 25
7 7 7 7




MANAGEMENT'S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF

OPERATIONS

General

Capitol Federal Financial (the “Company”) is the mid-tier holding company and the sole shareholder of Capitol
Federal Savings Bank (the “Bank”). In March 1998, the Company incorporated in connection with the conversion of
the Bank from mutual to stock form (“Conversion”). At that time, the Company issued 52,192,817 shares of its
common stock to Capitol Federal Savings Bank MHC (*“MHC"). The Conversion, the offering of stock tc depositors,
and the issuance of Company stock to the MHC are referred to collectively as the “Reorganization.” As a result of
this Reorganization, the Bank converted to a federally chartered stock savings bank and became a wholly-owned
subsidiary of the Company, which is majority owned by MHC, a federally chartered mutual holding company. The
Company’'s common stock is traded on the Nasdaq Stock Market under the symbol “CFFN.” All references to Capitol
Federal Financial prior to March 31, 1999, except where otherwise indicated, are to Capitol Federal Savings Bank
and its subsidiary on a consolidated basis.

Our principal business consists of attracting deposits from the general public and investing those funds primarity
in permanent loans secured by first morigages on owner-occupied, one- to four-family residences. We also originate
consumer loans, a limited amount of loans secured by first morigages on nonowner-occupied one- to four-family
residences, permanent and construction loans secured by commercial real estate and multi-family real estate loans.
While our primary business is the origination of one- to four-family residentiai mortgage loans funded through retail
deposits, we also purchase whole loans and invest in certain investment and morigage-related securities using
Federal Home Loan Bank (“FHLB") advances as a funding source.

The Company's results of operations are primarily dependent on our net interest margin, which is the difference
between the average yield on loans, mortgage-related securities and investments and the average rate paid on
deposits and borrowings. The net interest margin is affected by regulatory, economic and competitive factors that
influence interest rates, loan demand and deposit flows. In addition, the Company, like other savings institution
holding companies, is subject to interest rate risk to the degree that our interest-earming assets mature or reprice at
different times, or on a different basis, than our interest-bearing liabilities. '

Qur results of operations are aiso affected by, among other things, fee income received, gains or losses on the
sale of loans held for sale, the establishment of provisions for possible losses on loans, income derived from
subsidiary activities, the level of operating expenses and incomie taxes. Our operating expenses principally consist of
employee compensation and beneiits, occupancy expenses, regulatory and compliance expenses, federal deposit
insurance premiums, marketing expenses, expenses associated with servicing our deposit and loan portfolios and
other general and administrative expenses.

The Company is significantly affected by prevailing economic conditions including federal monetary and fiscat
policies and federal regulation of financial institutions. Deposit balances are influenced by a number of factors
including interest rates paid on competing personal investments, the level of personal income and the personal rate
of savings within our market areas. Lending activities are influenced by the demand for housing as well as interest
rate pricing competition from other lending institutions. The primary sources of funds for lending activities include
deposits, loan and investment repayments, borrowings and funds provided from operations.



Forward-Looking Statements

We may from time to time make written or oral "forward-locking statements”, including statements contained in
our filings with the Securities and Exchange Commission (“SEC”"). These forward-looking statements may be

included in this annual report to shareholders and in other communications by the Company, which are made in good

faith by us pursuant to the "safe harbor" provisions of the Private Securities Litigation Reform Act of 1995.

These forward-looking statements include statements about our beliefs, plans, objectives, goals, expectations,
anticipations, estimates and intentions, that are subject to significant risks and uncertainties, and are subject to
change based on various factors, some of which are beyond our control. The words "may”, "could", "should",
*would", "believe”, "anticipate", "estimate®, "expect”, "intend", "plan” and similar expressions are intended to identify
forward-looking statements. The following factors, among others, could cause our financial performance to differ
materially from the plans, objectives, goals, expectations, anticipations, estimates and intentions expressed in the
forward-looking statements:

° the strength of the U.S. economy in general and the strength of the local economies in which we conduct
operations;

° the effects of, and changes in, trade, monetary and fiscal policies and laws, including interest rate policies of the
Federal Reserve Board; 4
the effects of, and changes in, foreign and military policies of the United States Government;

° inflation, interest rates, market and monetary fluctuations;

© the timely development and acceptance of our new products and services and the perceived overall vaiue of
these products and services by users, including the features, pricing and quality compared tc competitors’
products and services;

° the willingness of users to substitute competitors’ products and services for our products and services;

® our success in gaining regulatory approval of our preducts, services and branching locations, when required;

the impact of changes in financial services' laws and regulations, including laws concerning taxes, banking,

securities and insurance;

technological changes;

acquisitions and dispositions;

changes in consumer spending and saving habits; and

our success at managing the risks involved in our business.

o & o ©°

This list of important factors is not exclusive. We do not undertake to update any forWard-Iooking statement,
whether written or oral, that may be made from time to time by or on behalf of the Company or the Bank.




Management Strategy

Our strategy is to operate as an independent, retail oriented financial institution dedicated to serving the needs

of customers in our market areas. Our commitment is to provide the broadest possible access to home ownership
through our residential lending programs. We also offer a variety of personal financial products and services through
our branch office network. Since becoming a public company, we have put into place capital management strategies
that are focused on increasing shareholder value.
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The highlights of our strategy for fiscal year 2003 include:

Single-Family Pertfolic Lending. We are one of the largest originators of one- to four-family residential
mortgage loans in the State of Kansas. Historically, we have originated these loans for our own portfolio, rather
than for sale, and we generally service the loans we originate. During fiscal year 2003, we originated $1.47
billion new one- to four-family loans and, through our loan modification program, modified the terms on an
additional $1.95 billion of existing one- to four-family loans in the portfolio. At September 30, 2003, we owned
$4.07 billion of one- to four-family loans, representing 93.44% of our total loan portfolio. During the current
fiscal year, we scld $591.6 million of newly originated fixed rate loans or loans processed through our loan
modification program in connection with our interest rate risk management strategy, while retaining the servicing

rights on those loans.

Retail Financial Services. We offer a wide array of deposit products and retail services for our customers.
These are provided through a branch network of 35 locations, offering both traditional branch locations and
locations in retail stores in our market areas, as well as through our call center and the internet. We generally
have the dominant share of deposits in the areas in which we are located and, at September 30, 2003, we had
approximately $4.24 billion in deposit balances.

Commitment to Cost Control. We are very effective at controlling our costs of operations. Using technology
to increase productivity, lending and deposit support functions are centralized for efficient processing. Our
average deposit base per traditional branch at September 30, 2003 was over $151.4 million. This allows us {o
service more customers through fewer branch locations, helping to control costs. As a result, our ratio of
operating expenses to average total assets was 0.84% for the year ended September 30, 2003 and our
efficiency ratio, a commonly used industry ratio measuring the cost of producing each dollar of revenue, was
46.05%. Both of these ratios are better than peer group and national averages.

Strong Capital Position. Our policy has always been to protect the safety and soundness of Capitol Federal
Savings through conservative credit and operational risk management, balance sheet strength, consistent
earnings and sound operations. At September 30, 2003, our ratio of equity to total assets was 11.38%.

Excelient Asset Quality. As a resuit of our commitment to single-family lending, we have minimal
delinquencies and, in management’s view, very little credit risk. At September 30, 2003, our ratic of non-
performing assets to total assets was 0.15%.

Shareholder Value. During the past fiscal year we:

e repurchased 688,811 shares,

s increased our dividend four times during fiscal year 2003, from $0.20 per share paid during the last
quarter of fiscal year 2002 to $0.24 per share paid during the last quarter of fiscal year 2003, an increase
of 20.0%, ‘ ‘

e declared a year end dividend on November 7, 2002 of $1.22 per share, payable on December 6, 2002
and

e recorded net income of $52.0 million for the fiscal year.



Quantitative and Qualitative Disclosure abéut Market Risk

Asset and Liability Management and Market Risk

The rates of interest we earn on assets and pay on liabilities generally are established contractually for a period
of time. Market interest rates change over time and have been at historical lows during the current fiscal year. Our
results of operations, like those of other financial institutions, are impacted by these changes in interest rates and the
interest rate sensitivity of our assets and liabilities. The risk associated with changes in interest rates is known as
interest rate risk. Interest rate risk is our most sngmﬂcant market risk and our ability to adapt to these changes is
known as interest rate risk management. ‘ .

. Based upon management’s recommendations, the board of directors set the asset and liability management
policies of the Bank. These policies are implemented by the asset and liability management committee. This
committee is chaired by our Chief Financial Officer and is comprised of members of our executive management. The
purpose of the asset and liability management committee is to communicate, coordinate and control asset and liability
management consistent with the business plan and board-approved policies. The asset and liability management
committee sets goals for and monitors the volume and mix of assets and funding sources taking into account relative
costs and spreads, interest rate sensitivity and liquidity needs. The objectives are to manage assets and funding
sources to produce the highest profitability balanced against liquidity, capital adequacy and risk management
objectives. The asset and liability management committee generally meets on a monthly basis to review, among
other things, economic conditions and the outlook for interest rates, current and projected liquidity needs and capital
positions, anticipated changes in the volume and mix of assets and liabilities, interest rate repricing gap, market value
of portfolio equity analyses and income simulations. At each meeting, the asset and liability management committee
recommends appropriate strategy changes, if any, based on this review. The Chief Financiai Officer or his designee
is responsible for reviewing and reporting on the effects of the policy lmplementatxons and strategies to the board of
directors, generally on a monthly basis.

In an attempt to manage our exposure to changes in interest rates and comply with applicable regulations, we
monitor our interest rate risk. In monitoring this risk we continually analyze and manage assets and liabilities based
on their payment streams and interest rates, the timing of their maturities, and their sensitivity to actual or potential
changes in market interest rates. The asset and liability management committee regularly reviews interest rate risk
by forecasting the impact of alternative interest rate environments and/or investment strategies on net interest income-
and the market value of portfolio equity (“MVPE"), which is defined as the net present value of an institution's existing
assets, liabilities and off-balance sheet instruments, and evaluating this impact against the maximum potential
changes in market value of portfolio equity that are authorized by the board of directors of the Bank.

The ability to maximize net interest income is largely dependent upon the achievement of a positive interest rate
spread that can be sustained despite fluctuations in prevailing interest rates. The-interest rate repricing gap is a
measure of the difference between the amount of interest-earning assets and interest-bearing liabilities which either
reprice or mature within a given period of time. The difference provides an indication of the extent to which an
institution's interest rate spread will be affected by changes in interest rates. A gap is considered positive when the
amount of interest-rate sensitive assets exceeds the amount of interest-rate sensitive liabilities, maturing or repricing
during the same period. A gap is considered negative when the amount of interest-rate sensitive liabilities exceeds
the amount of interest-rate sensitive assets maturing or repricing during the same period. Generally, during a period
of rising interest rates, a negative gap within shorter repricing periods would adversely affect net interest income,
while a positive gap within shorter repricing periods would result in an increase in net interest income. During a
period of falling interest rates, the opposite would generally be true. As of September 30, 2003, the ratio of our one-
year gap 1o total assets was a positive 1.33%.

Management recognizes that dramatic changes in interest rates in a short period of time can cause an increase
in our interest rate risk relative to the balance sheet. Depending on the level of market interest rates, the relationship
between long- and short-term interest rates, market conditions and competitive factors, these changes may improve
the prospects for earnings, at least in the short term. The asset and liability management committee may decide to -
increase our interest rate risk position somewhat in order to increase our net interest margin or maintain it over a
jonger period of time. Management believes that maintaining and improving earnings is the best way to preserve a
strong capital position. Conversely, management recognizes the need, in certain interest rate environments, to limit
the Bank's exposure to changing interest rates and may shorten the average maturity or repricing frequency of its
assets to be better positioned to redeploy cash in a rising rate environment and may, as a result, reduce eamings in

the short-term.
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To minimize the potential for adverse effects of material and prolonged changes in interest rates on our results
of operations, we have adopted asset and liability management policies to better balance the maturities and repricing
terms of our interest-eaming assets and interest-bearing liabilities based on existing local and national interest rates.
In order to manage cur assets and liabilities and achieve the desired liquidity, credit quality, interest rate risk,
profitability and capital targets, during the fiscal year we focused our strategies on:

° originating and purchasing adjustable rate loans,

o maintaining a significant level of investment securities and morigage-related securities with average maturities
of approximately five years or less or with interest rates that reprice in less than five years,

o managing our deposits to establish stable deposit relationships which provide long-term sources of funding,

° selling loans originated at historically low interest rates.

The Bank sold, during fiscal year 2003, a total of $591.6 million in fixed rate loans originated at historically low
interest rates. The intent of this strategy was to protect the Bank against long-term reduced earnings following an
increase in interest rates. Because the Bank has historically not used derivatives to hedge its interest rate risk
exposure in the past, we maintain a mix of fixed and adjustable rate loans and securities. However, during the first
quarter of fiscal year 2004 the Bank modified its policy regarding the use of interest rate swaps. ltis the Bank's intent
to begin using interest rate swaps as a way to mitigate its exposure to the fixed rate costs of its long-term fixed rate .
FHLB advances. At September 30, 2002, the Bank had an approximate mix of 28% adjustable rate loans and 72%
fixed rate loans. By September 30, 2003, this mix had become 29% adjustabie rate and 71% fixed rate. The Bank
made changes in its mortgage-related securities portfolio during fiscal year 2003 to address the fixed and variable
rate imbalance of our loan portfolio as its adjustable fo fixed rate mix of mortgage-related securities changed from
39% adjustable rate and 61% fixed rate to 78% adjustable rate and 22% fixed rate from September 30, 2002 to
September 30, 2003. The proceeds from the sales of loans, along with the repayments on morigage loans and
mortgage-related securities, have been primarily reinvested into adjustable rate morigage-related securities and
investment securities with maturity and/or repricing characteristics such that they will generally mature or reprice in
less than five years. Some of the proceeds have been used to fund the withdrawal of maturing deposits from high

rate accounts.

The following tables set forth the estimated percentage change in our net interest income over the next four-
quarter period and our MVPE at September 30, 2003 based on the current and alternative rate environments
depicted by the indicated instantaneous and permanent changes in interest rates.

At September 30, 2003
Estimated Change in

Change Net Interest Market Value

(in Basis Points income of Portfolio

in Interest Rates'" {next four quarters) Equity

-300 bp nfmt n/m

-200 bp ' n/m® n/m®

-100 bp -7:21 -18.1

Obp 0 0

100 bp -1.68 3.8

200 bp -5.55 -0.9

300 bp -12.02 -9.3

At September 30, 2002
Estimated Change in

Change Net interest Market Value

{(in Basis Points? Income of Portfolio

in Interest Rates'" _(next four quarters) ~__Equity

-300 bp n/m® n/m®

-200 bp nim® n/m¥@

-100 bp -15.21 -24.1

0bp 0 0

100 bp 3.81 2.8

200 bp 3.48 -10.8

300 bp 1.80 -29.3

(1) Assumes an instantaneous, permanent and parallel change in interest rates at all maturities,

(2) Not meaningful, some market rates would compute to a rate less than zero percent.
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The changes in net interest income estimations presented above are based upon the assumptions that the total
composition of interest-earning assets and interest-bearing liabilities does not change and that any repricing of assets
or liabilities occurs at market rates or anticipated market rates for the alternative rate environments as of September
30, 2003. The estimation of net interest income does not include any change in the amount of unamortized premium
on mortgage-related securities, any projected gain-on-sale related to the sale of loans, the effect of the use of interest
rate swaps or income derived from non-interest income sources. The table presents the effects of the change in
interest rates on our assets and liabilities as they mature, repay or reprice as shown by the change in the MVPE in
changing interest rate environments. [t is important to consider that the estimated changes in net interest income are
for a cumulative four-quarter period and the estimated MVPE is derived from the vaiuation of cash flows from
financial assets and liabilities over the respective lives of each.

The change in results of our analyses between September 30, 2003 and to September 30, 2002, for both net
interest income and MVPE, is the result of changes in market interest rates and the restructuring of our balance sheet
during fiscal year 2003. The change in market rates during the year substantially increased the amount of cash
received by the Bank as loans and mortgage-related securities prepaid at historically high levels. These repayments,
coupled with proceeds from the sale of loans were primarily used to purchase adjustable rate mortgage-related
securities and short-term agency bonds. These assets were purchased to position the Bank for potentially higher
interest rates and the resulting increase in yield that would be available on these securities either from repricing or
from reinvestment at maturity. However, the yields available during the period prior to the first repricing on the
adjustable rate mortgage-related securities were at yields which were substantiaily below the yields previously eamed
on that portfolio. In addition, the lower rates paid on certificates of deposit, improved performance in the stock
markets or other reasons has led customers to withdraw maturing certificates from the Bank for other investment
opportunities or to meet other personal needs.

Net interest income, as'modeled for this analysis, was relatively more sensitive to changes in rates at
September 30, 2003 than at September 30, 2002, as a result of the restructuring of the balance sheet due fo loan
sales, the high repayment on mortgage-related securities and the change in customer preference for certificates with
shorter maturities. This is reflected by the decrease in our one-year cumulative gap, from 12.22% at September 30,
2002 to 1.33% at September 30, 2003.

o Sensitivity of income in the decreasing rate environment improved at September 30, 2003 over September
2002 primarily due to the refinance of loans and modification of loans into lower rate loans during fiscal year
2003, and with the availability of certificates to reprice to lower rates.

o Sensitivity of income to increases in rates at September 30, 2003 was greater, compared to September 30,
2002, primarily due to the expectation that prepayments on loans and mortgage-related securities will
significantly diminish and the ability to reinvest sufficient cash flows into higher rates of the same type of

_ investments will not offset the repricing of the portfolio of certificates of deposit. The purchases during the
current fiscal year of adjustable rate morigage-related and investment securities with more than one year
until the next repricing, restrains income growth during the next four-quarter period. Consideration of the
expected reduction in the amortization of premiums on morigage-related securities, likely to be realized as
prepayments slow, is not incorporated into this analysis.

Market value of portfolio equity showed less sensitivity to changes in interest rates at September 30,2003 than
at September 30, 2002. This was directly the result of the loan sales undertaken by the Bank with the subsequent
purchase of adjustable rate mortgage-related and short-term securities.

e Having restructured the balance sheet through these transactions we are less sensitive to decreasing rates
because adjustable rate loans, originated at rates less than comparable fixed rate loan products, are less
likely to repay in a decreasing rate environment, thereby i |ncreasmg the MVPE estimate in the decreasmg
rate environment compared to the previous year.

o [nthe increasing rate environment the MVPE is largely stable at September 30, 2003 compared to
September 30, 2002 because adjustable rate loans will reprice upward maintaining a yield close to market
as market rates increase (usually with a lag to the change in market rates) and now comprise a larger
portion of the interest-earning assets than in the prior year. Also, because of the increase in the balance of
core deposits relative to certificates of deposit, the value of the core deposits of the Bank has a greater
positive effect on our MVPE compared to certificates of deposit because their average lives exceed those of
certificates of deposit.

The assumptions used by management to evaluate the vulnerability of our operations to changes in interest rates in
the tables above are utilized in, and set forth under, the gap table and footnotes beginning on page 14. Although
management finds these assumptions reasonable given the constraints described above, the interest rate sensitivity
of our assets and liabilities and the estimated effects of changes in interest rates on our net interest income and
market value of portfolio equity indicated in the above tables could vary substantially if different assumptions were
used or actual experience differs from these assumptions. The Bank would generally experience greater interest rate
risk based upon changes in market rates if the yield curve were to flatten or if the yield curve became inverted.
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(1)  Adjustable rate loans are included in the period in which the rate is next scheduled to adjust, rather than in the period in which the loans
are due, or in the period in which repayments are expected to occur prior to their next rate adjustment. Fixed rate loans are included in the
periods in which they are scheduled to be repaid, based on scheduled amortization and prepayment assumptions.

(2) Balances have been reduced for non-performing loans, which totaled $8.9 million at September 30, 2003.

(3) Based on contractual maturities.

(4) Reflects estimated prepayments in the current interest rate environment.

(5)  Although our NOW accounts, passcard savings accounts and money market deposit accounts are subject to immediate withdrawal,
management considers a substantial amount of such accounts to be core deposits having significantly longer effective maturities. The decay
rates used on these accounts are based on assumptions developed based upon our actual experience with these accounts. If all of our NOW
accounts, passcard savings accounts and money market deposit accounts had been assumed 1o be subject to repricing within one year,
interest-bearing liabilities which were estimated to mature or reprice within one year would have exceeded interest-earning assets with
comparable characteristics by ${902.6) million, for a cumulative one-year gap of (10.52)% of total assets.

(6) In the gap table above, conversion features are not assumed to be exercised. if the conversion features on FHLB advances are
assumed to be exercised, our cumulative one-year gap would have been (7.12)% because the next conversion date is in May 2004.

Certain assumptions are contained in the above table which affect the presentation. Although certain assets and
liabilities may have similar maturities or periods to repricing, they may react in different degrees to changes in market interest
rates. The interest rates on certain types of assets and liabilities may fluctuate in advance of changes in market interest rates,
while interest rates on other types of assets and liabilities may lag behind changes in market interest rates. Certain assets,
such as adjustable rate mortgage loans, have features which restrict changes in interest rates on a short-term basis and over
the life of the asset. In the event of a change in interest rates, prepayment and early withdrawal levels would likely deviate
significantly from those assumed in calculating the table.
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Critical Accounting Policies

Our policies with respect to the methodologies used to determine the allowance for loan losses and the valuation of
mortgage servicing rights are our most critical accounting policies because they are important to the presentation of our
financial condition and results of operations, involve a higher degree of complexity and require management to make difficuit
and subjective judgments which often require assumptions or estimates about highly uncertain matters. The use of different
judgments, assumptions and estimates could cause reported results to differ materially. These critical accounting policies and
their application are reviewed at least annually with our Audit Committee and Board of Directors. Following is a description of
our critical accounting policies and an explanation of the methods and assumptions underlying their application.

Allowance for Loan Losses. We maintain an allowance for loan losses to absorb losses known and inherent in the loan
portfolio based upon ongoing, quarterly assessments of the loan portfolio.

Our methodology for assessing the appropriateness of the allowance consists of several key elements, which include the
formula allowance, specific allowances for identified problem loans and portfolio segments and economic conditions that may
lead to a concern about the loan portfolio. In addition, the allowance incorporates the results of measuring impaired loans as
provided in Statement of Financial Accounting Standards (“SFAS") No. 114, "Accounting by Creditors for Impairment of a
Loan® and SFAS No. 118, "Accounting by Creditors for Impairment of a Loan — Income Recognition and Disclosures." These
accounting standards prescribe the measurement methods, income recognition and disclosures related to impaired loans.

The formula allowance is calculated by applying loss factors to outstanding loans based on the intemnal risk evaluation of
such loans or peols of loans. Changes in risk evaluations of both performing and non-performing loans affect the amount of
the formula allowance. Loss factors are based both on our historical loss experience and on significant factors that, in
management's judgment, affect the collectibility of the portfolio as of the evaluation date. Loss factors for loans on residential
properties with greater than four units, loans on construction and development and commercial properties are computed based
on an evaluation of inherent losses on these loans. Loan loss factors for portfolio segments are representative of the credit
risks associated with the loans in those segments. The greater the credit risks associated with a particular segment the
greater the loss factor. Loss factors increase within each portfolio segment as loans become dlassified, delinquent, the
foreclosure or repossession process begins or as economic conditions warrant.

The appropriateness of the allowance is reviewed by management based upon its evaluation of then-existing economic
and business conditions affecting our key lending areas. Other conditions that management considers in determining the
appropriateness of the allowance includes, but is not limited to, changes in our underwriting standards primarily due to
competitive pressures, credit quality trends (including trends in non-performing loans expected to result from existing
conditions), trends in collateral values, loan volumes and concenirations, and recent loss experience in particular segments of
the portfolio that exisied as of the balance sheet date and the impact that such conditions were believed to have had on the
collectibility of those loans. The Bank has relaxed, over the past several years, the debt-to-income ratio requirement and the
loan-to-value ratio limits of its overall underwriting standards in order to better compete for loan originations in our market

areas.

Senior management reviews these conditions quarterly in discussions with our senior credit officers. To the extent that
any of these conditions are evidenced by a specifically identifiable problem loan or portfolio segment as of the evaluation date,
management's estimate of the effect of such condition may be reflected as a specific allowance applicable to such foan or
portfolic segment. Where any of these conditions are not evidenced by a specifically identifiable problem loan or portfolio
segment as of the evaluation date, management's evaluation of the loss related to these conditions is reflected in the
unallocated allowance associated with our homogeneous population of mortgage loans. The evaluation of the inherent loss
with respect to these conditions is subject to a higher degree of uncertainty because they are not identified with specific

problem loans or portfolio segments.

The amounts actually observed in respect to these losses can vary significantly from the estimated amounts. Our
methodology as described permits adjustments to any loss factor used in the computation of the formula allowance in the
event that, in management's judgment, significant factors which affect the collectibility of the portfolio as of the evaluation date
are not reflected in the current loss factors. By assessing the estimated losses inherent in our loan portfolios on a quarterly
hasis, we can adjust specific and inherent loss estimates based upon more recent information that has become available.

Assessing the adequacy of the allowance for loan losses is inherently subjective as it requires making material estimates,
including the amount and timing of future cash flows expected to be received on impaired loans, that may be susceptible to
significant change. In the opinion of management, the allowance when taken as a whole, is adequate to absorb reasonable

estimated loan losses inherent in our loan portfolios.
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Valuation of Mortgage Servicing Rights ("MSR"). The Bank records MSR as a result of retaining the servicing on
loans that are sold. Impairment exists if the carrying value of MSR exceeds the estimated fair value of the MSR. MSR are
stratified by the underlying loan term and by interest rate. individual impairment allowances for each stratum are established
when necessary and then adjusted in subsequent periods to reflect changes in the measurement of impairment. The
estimated fair value of each MSR stratum is determined through analysis of future cash flows incorporeting numerous
assumptions, including: servicing income, servicing costs, market discount rates, prepayment speeds and other market driven
data.

The fair value of MSR is highly sensitive to changes in assumptions, Changes in prepayment speed assumptions have
the most significant impact on the fair value of MSR. Generally, as interest rates decline, prepayments accelerate due to
increased refinance activity, which resuits in 2 decrease in the fair value of MSR. As interest rates rise, prepayments slow
down, which generally results in an increase in the fair value of MSR. All assumptions are reviewed for reasonableness on a
quarterly basis and adjusted as necessary to reflect current and anticipated market conditions. Thus, any measurement of the
fair vaiue of MSR is limited by the conditions existing and the assumptions utilized as of a particular paint in time, and those
same assumptions may not be appropriate if applied at a different point in time.

Weighted Average Yields and Rates: The following table presents the weighted average yields eamed on loans,
investments and other interest-earmning assets, the weighted average rates paid on deposits, certificates and borrowings and
the resultant interest rate spreads at the dates indicated.

At September 30,
2003 2002 2001
Weighted average yield on:
Loans receivable - 5.70% 6.70% 7.21%
Mortgage-related securities 2.99 5.56 8.31
Investment securities 3.52 5.20 5.21
, Cash and cash equivalents 0.64 1.77 292
Capital stock of Federal Home Loan Bank 3.50 4.75 7.00
Combined weighted average yield on ‘
interest-earning assets 4.44 6.00 6.78
Weighted average rate paid on: )
Savings deposits 0.65 1.00 1.98
Demand and NOW deposits 0.99 1.46 2.35
Certificate accounts 3.20 4.09 - 532
Borrowings 6.06 6.07 6.14
Combined weighted average rate paid on
interest-bearing liabilities 4.02 4.50 5.23
Spread 0.42% 1.50% 1.55%
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Changes in Financial Conditior{:l

General. Total assets decreased by $198.8 million, or 2.3%, to $8.58 billion at September 30, 2003 compared
to $8.78 billion at September 30, 2002. The decrease was primarily due to a $701.5 million decrease in loans
receivable and loans available for sale which totaled $4.31 billion at September 30, 2003, compared to $5.01 billion at
September 30, 2002, and a $410.4 million decrease in cash and cash equivalents which totaled $41.9 million at
September 30, 2003 compared to $452.3 million at September 30, 2002, these were partially offset by an increase of
$890.9 million in mortgage-related and investment securities from $3.08 billion at September 30, 2002 to $3.97 billion

at September 30, 2603.

Loans. The net loans receivable portfolio decreased from $4.87 biflion at September 30, 2002 to $4.31 billion at
September 30, 2003. The decrease in the loan portfolio during the fiscal year was primarily due fo the sale of single
family mortgage loans totaling $591.6 million. The morigage loan porifolio decreased in ail but two categories, with
one- to four-family loans having the largest dollar decrease, $543.3 million, or 11.8%, from $4.61 billion at September
30, 2002 to $4.07 bilion at September 30, 2003. Our consumer loan portfolio decreased $7.0 million, or 3.5%, during
the year. Loan originations increased $117.9 million over the origination activity for fiscal year 2002. Total loan
volume, including refinancings, modifications, and purchases, during the year was $3.78 billion, an increase of $1.04
billion over the previous fiscal year. Loan originations and purchases during the fiscal year totaled $1.83 billion, up
$180.4 million from last vear, primarily due to an increase in refinance activity as a result of lower interest rates and
an increase in purchiased loans of $62.4 million. Increased refinance activity accounted for $236.2 million of the
increase in loan originations, partially offset by a net decrease in one- to four-family originations of $117.3 million.
Originations of loans to refinance existing mortgages totaled $620.0 million for fiscal year 2003 compared to $383.8
million for fiscal year 2002. The Bank modified $1.95 billion of loans during the current fiscal year compared to $1.09
billion in the prior fiscal year. Modifications allow the customer, who pays a fee, to obtain current market rates without

having to process a complete new foan application.

Securities. At September 30, 2003, investment securities totaled $1.02 bilfion, an increase of $521.6 million.
The increase in investment securities was primarily the result of investing proceeds from the sale of loans during the
first quarter of fiscal year 2003 into agency securities with a maturity of approximately one year. These investment
securities are fixed rate securities issued primarily by the Federal Home Loan Bank and Fannie Mae. At September
30, 2003, $772.4 million were non-callable and $250.0 million were callable. The callable investment securities were
purchased during the last six months of the current fiscal year. Total investment purchases during the current fiscal
year were $605.0 million compared to $200.0 million for the previous year.

At September 30, 2003, mortgage-related securities totaled $2.94 billion, an increase of $369.3 million over the
previous year. Our mortgage-related securities are generally comprised of securities issued by Fannie Mae or
Freddie Mac, which minimizes credit risk. During the year we purchased $426.2 million fixed rate mortgage-related
securities with an estimated average life of 5.17 years and $2.63 billion adjustable rate mortgage-related securities
with an average of 3.26 years to their next repricing date, at September 30, 2003. The adjustable rate mortgage-
related securities are generaily secured by loans originated at rates below their fully indexed rate. The purchase of
mortgage-related securities for fiscal year 2003 totaled $3.06 billion compared to $1.33 billion during fiscal year 2002.

The purchases of investment securities and mortgage-related securities were made utilizing funds received primarily
as a result of continued high levels of repayments on mortgage loans and mortgage-related securities and also from
proceeds received on loan sales. We will continue to invest excess funds in either mortgage-related securities or
other investment securities to manage liquidity, to improve our interest rate risk position and/or increase eamings.

Liabilities. Total liabilities decreased $187.6 million, or 2.4%, to $7.61 billion at September 30, 2003 compared
to $7.79 billion at September 30, 2002. The decrease was mainly due to deposits decreasing $154.0 million during
the fiscal year. The decrease in deposits consisted of net deposit outflows of $263.6 million partially offset by interest
credits of $109.6 million . Deposits in the Money Market Select accounts increased $120.1 million from $808.2 million
at September 2002 to $928.3 million at September 2003 while deposits in certificates decreased $315.6 million from
$3.13 billion at September 2002 to $2.82 billion at September 2003. Although the Bank continues to be competitive
in its markets with the rates that it offers on these accounts, maturing certificates have rates that are higher than
those currently being offered and not all customers are reinvesting those dollars into certificates at current rates.
Customers, in some cases, are seeking higher yielding investments that may not be backed by FDIC insurance. The
decrease in deposits was funded with proceeds from the repayment of mortgage loans and morigage-related

securifies and the sale of loans.

Advances from the FHLB remained unchanged from the previous year. The decrease in other borrowings was due to
the Company paying down the loans during the course of the year to a balance of $81.1 million at September 30,
2003. On October 1, 2003, the Company paid off the balance in other borrowings utilizing a capita! distribution from

the Bank of $81.0 million.
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Equity. Stockholders’ equity totaled $976.4 milfion at September 30, 2003 compared to $987.4 billion at
September 30, 2002. The decrease in stockholders’ equity of $11.0 million from September 30, 2002 was due
primarily to dividends paid of $39.9 million, a decrease in the balance of accumulated other comprehensive income
{loss) of $19.3 and repurchases of stock placed in treasury for the year of $18.5 million. These were partially offset

by earnings of $52.0 million. -

Comparison of Results of Operations for the Years Ended September 30, 2003 and 2002

General. Capitol Federal completed its fourth full fiscal year as a public company with assets totaling $8.58 billion
and equity of $976.4 million. Net income for the-year was $52.0 million compared to $89.6 million for fiscal year
2002. '

Net interest and Dividend iIncome. Net interest and dividend income decreased $71.7 million, or 38.5%, to
$114.7 million for fiscal year 2003 compared to fiscal year 2002, reflecting a $115.6 million, or 20.8%, decrease in
interest income, partially offset by a $43.8 million, or 11.8%, decrease in interest expense. Our interest rate spread
and net interest margin decreased to 0.90% and 1.34%, respectively, for fiscal year 2003 from 1.66% and 2.16%,
respectively, for fiscal year 2002. The low interest rate environment experienced during the current fiscal year
resulted in high levels of prepayments, refinancings and modification activity on our mortgage-related assets. The
decrease in net interest margin was primarily due to a decrease in the average yield of our interest-earning assets.

Interest and Dividend Income. The decrease in interest and dividend income during the year ended
September 30, 2003 was primarily due to a decrease in the average rate earned on interest-earning assets and, to a
lesser extent, a decrease. in average interest-earning assets.

¢ Interest income on loans receivable decreased $84.1 million primarily due to a decrease in the average
balance of the portfolio of $928.1 million, or 17.4%, to $4.42 billion in fiscal year 2003 over fiscal year 2002.
The decrease in the average balance was primarily due to the sale of $591.6 million of single family
mortgage loans during the current fiscal year. The average yield earned on our loan portfolio decreased
from 6.95% in fiscal year 2002 to 6.51% in fiscal year 2003. The decrease in the yield on the loan portfolio
was due to both lower origination rates compared to one year ago and the reduction in rates on morigages
held in our portfolic as a result of loan modifications and refinances.

e Interest income on mortgage-related securities decreased $34.2 million due to a decrease in the yield on the
portfolio, partially offset by an increase in the average balance during the fiscal year. The average yield
earned on our mortgage-related securities portfolio decreased from 5.96% in fiscal year 2002 to 3.81% in
fiscal year 2003. The decrease in the yield was primarily a result of the high level of prepayments received
on these securities. As prepayments increased significantly during fiscal year 2003, we had to amortize the
net premiums against earnings at a faster rate than expected at the time of purchase, thereby decreasing
the yield on these securities. During fiscal year 2003, we amortized $28.2 million of net premiums to .
earnings compared to $2.6 million in fiscal year 2002. Because of the decline in all market yields during the
fiscal year, the repayments were reinvested into fixed and adjustable rate mortgage-related securities and
short-term investments with rates lower than the rates being received on the securities that prepaid. The .
average Yield on fixed and adjustable rate securities purchased during the current fiscal year was 3.95% at
the time of purchase. At September 30, 2003, the average yield on those same securities was 2.66%. The
average balance of the mortgage-related securities portfolio increased $521.9 million, or 20.8%, to $3.03
billion for fiscal year 2003 compared to fiscal year 2002. The increase in the mortgage-related securities
portfolios was due to purchases funded with proceeds from repayments on morigage loans, mortgage-
related securities and loan sales.

o Interest income on investment securities increased $5.1 million due {o an increase in the average balance of
the portfolio, partially offset by a decrease in the yield on the. portfolic. The average balance of the
investment securities portfolio increased $309.5 million, or 61.2%, to $814.9 million for fiscal year 2003 over
fiscal year 2002. The increase in the average balance was due to purchases of $605.0 million of investment
securities funded by proceeds from repayments on mortgage loans, mortgage-related securities and loans
sales. The average yield on our investment securities portfolio decreased from 5.17% in fiscal year 2002 to
3.83% in fiscal year 2003. The yield decreased due to the purchase of short-term agency bonds primarily
during the quarter ended December 31, 2002 and the purchase of callable agency securities purchased
during the last six months of the current fiscal year. ‘
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interest Expense. The decrease in interest expense during the year ended September 30, 2003 was primarily
due to the decrease in the average rate paid on deposits and to a fesser extent a decrease in the average balance of

costing liabilities.

o Interest expense on deposits decreased $42.7 million primarily due to a decrease in the average rate paid
on deposits from 3.84% in 2002 to 2.90% for 2003, and to a lesser extent a decrease in the average balance
of $62.9 million to $4.30 billion in 2003. The decrease in the average rale paid and the average balance of
deposits was due primarily to a reduction in both the rates paid on, and the average balance of, certificates
of deposit. The average rate on certificates decreased from 4.65% in 2002 to 3.69% in 2003. The average
balance of certificates decreased from $3.17 billion in 2002 to $2.94 biliion in 2003.

e Interest expense on borrowings decreased $1.2 million due to a decrease in the average balance of $9.8
million, or 0.3%, to $3.30 billion for 2003 and a decrease in the average rate paid on borrowings from 6.07%

in 2002 to 6.06% in 2003.

Provision for Loan Losses. For the year ended September 30, 2003, no provision for loan losses was
recorded compared to a provision for loan losses in 2002 of $184,000. At September 30, 2003, our allowance for
loan losses was $4.6 million, or 0.11%, of the fotal loan portfolic and approximately 51% of total non-accrual loans.
This compares with an allowance for loan losses of $4.8 million, or 0.10%, of the total loan porticiio and
approximately 61% of the total non-accrual loans as of September 30, 2002.

During fiscal year 2003, our single-family residential loan portfolio decreased by $543.3 million from the previous
fiscal ysar. Non-performing single-family loans increased by $985,000, from $7.7 miition at September 30, 2002 to
$8.7 million at September 30, 2003. Our consumer loan portfolio decreased approximately 3.5% to $190.8 million.
We reviewed the ratio of our non-performing loans to total foans and types of loans which were non-performing, and
compared this to our ratio of the aliowance for loan losses to net loans receivable. The provision for credit losses
reflects management’s estimate of inherent credit losses based upon the known risks of the various loan portfolics

during fiscal year 2003.

Other Income. Other income amounted to $43.2 million for the year ended September 30, 2003, an increase of
$13.6 million, or 46.0%, compared to $28.6 million for the year ended September 30, 2002. This increase was
primarily due to a recognized gain of $18.5 million on the sale of $591.6 million of fixed rate morigage loans during
the fiscal year ended Sepiember 30, 2003 compared to a recognized gain of $10.1 million on the sale of $278.0
million of fixed rate mortgage loans during the fiscal year ended September 30, 2002. Retail fees and charges
increased $3.8 million, or 33.5%, resulting from a new pricing structure for the processing of overdrawn accounts.

Other Expenses. Other expenses increased $3.8 million, or 5.6%, to $72.6 million for the year ended
September 30, 2003 compared to September 30, 2002. This increase was primarily due to an increase in other
expenses of $1.9 million, in addition to increases in both regulatory and outside services and compensation expense.
The change in other expenses is largely due to MSR charges totaling $2.2 million compared to $164 thousand for the
fiscal year 2002. The Company recorded $1.4 million of amortization of MSR and a valuation adjustment charge of
$613 thousand on MSR for the fiscal year 2003. The increase in regulatory and outside services was due to costs
associated with compliance with new securities laws and the conversion of our operating system from an 0S/2 based
system to a Windows based system. The increase in compensation expense was primarily the result of increases in
the cost of the ESOP as a result of mark to market adjustments on shares vested during the year and the recognition
of the expense associated with dividends the ESOP received on unaliocated shares in excess of the amount needed
for the annual debt payment on the ESOP note. The excess dividends are attributable to the increase in the level of

dividends paid by the Company.

Provision for Income Taxes. The provision for income taxes amounted to $33.3 million and $57.4 million for
fiscal years 2003 and 2002, respectively, resulting in effective tax rates of 39.0% and 39.1%, respectively.
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Comparison of Results of Operations for the Years Ended September 30, 2002 and 2001

General. Capitol Federal completed its third full fiscat year as a public company with assets totaling $8.78 billion and
equity of $987.4 million. Net income for the year was $88.6 million compared to $77.8 million for fiscal year 2001.

Net Interest and Dividend income. Net interest and dividend income increased $16.1 million, or 9.5%, to
$186.4 million for fiscal year 2002 compared to fiscal year 2001, reflecting a $23.6 million, or 4.1%, decrease in
interest income, which was more than offset by a $39.7 million, or 8.7%, decrease in interest expense. Our interest
rate spread and net interest margin increased to 1.66% and 2.16%, respectively, for fiscal year 2002 from 1.39% and
2.05%, respectively, for fiscal year 2001.

Interest and Dividend Income. The decrease in interest and dividend income during the year ended
September 30, 2002 was primarily due to a decrease in the average rate earned, partially offset by an increase in the
average balance on those assets.

o Interest income on loans receivable decreased $28.0 million due to a decrease in the average balance and
the average yield earned on the loan portfolio. The average balance decreased $163.6 million, or 3.0%, to
$5.35 billion in fiscal year 2002 over fiscal year 2001. The average yield earned on our loan portfolio
decreased from 7.27% in fiscal year 2001 to 6.95% in fiscal year 2002.

o Interest income on mortgage-related securities increased $315,000 due to an increase in the average
balance, partially offset by a decrease in the average yield earned on the mortgage-related securities
portfolio. The average balance of the morigage-related securities portfolio increased $246.5 million, or
10.9%, to $2.51 billion for fiscal year 2002 compared to fiscal year 2001. The average yield earned on our
mortgage-related securities portfolic decreased from 6.60% in fiscal year 2001 to 5.96% in fiscal year 2002.

o Interest income on investment securities increased $16.7 million due to an increase in the average balance
of $323.7 million, partially offset by a decrease in the average yield of 2 basis points to 5.17%.

o Interest on cash and cash equivalents decreased $7.5 million due a decrease in the average balance and
the average vield earned. The average balance decreased $88.2 million, or 45.7%, to $104.9 million in
fiscal year 2002 over fiscal year 2001. The average yield earned on cash and cash equivalents decreased
from 4.85% in fiscal year 2001 to 1.76% in fiscal year 2002.

o Dividends received on stock of the Federal Home Loan Bank of Topeka decreased $4.1 million from the
previous year iargely due to a decrease in the average yieid to 5.00% from 7.58% one year ago.

Interest Expense. The decrease in interest expense during the year ended September 30, 2002 was primarity
due to the decrease in the average rate paid on deposits.

s {nterest expense on deposits decreased $43. 8 million mainly due td a decrease in the average rate paid on
deposits from 5.17% in 2001 to 3.84% for 2002, partially offset by the increase in the average balance of

$280.4 million to $4.36 billion in 2002.

¢ Interest expense on borrowings increased $4.0 million due to an increase in the average balance of $102.7
million, or 3.2%, to $3.31 billion for 2002, partially offset by the decrease in the average rate paid on
borrowings from 6.14% in 2001 to 6.07% in 2002.

Provision for Loan Losses. For the year ended September 30, 2002, the provision for loan losses amounted
to $184,000 compared to a provision for loan losses in 2001 of $75,000. At September 30, 2002, our allowance for
loan losses was $4.8 million, or 0.10%, of the total loan portfolio and approximately 61% of total non-accrual loans.
This compares with an allowance for loan losses of $4.8 million, or 0.09%, of the total loan portfolio and
approximately 73% of the total non-accrual foans as of September 30, 2001.

During fiscal year 2002, our single-family residential loan portfolio decreased by $554.1 million from the previous
fiscal year. Non-performing single-family loans increased by $1.3 million, from $6.4 million at September 30, 2001 to
$7.7 million at September 30, 2002. Our consumer loan portfolio increased approximately 4.2% to $197.8 million. We
reviewed the ratio of our non-performing loans to total loans and types of loans which were non-performing, and
compared this to our ratio of the allowance for loan losses to net loans receivable. The increase in the provision for
credit losses reflects management’s estimate of inherent credit losses based upon the known risks of the various loan
portfolios during fiscal year 2002.
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Other income. Other income amounied to $29.6 million for year ended September 30, 2002, an increase of
$13.2 million, or 80.4%, compared to $16.4 million for the year ended September 30, 2001. This increase was
primarily due to a recognized gain of $10.1 million on the sale of $279.0 million of fixed rate mortgage loans. The
Bank also implemented aspects of SFAS 133 related to recording the net fair value of certain loan-related
commitments. Other income includes an adjustment for the fair value of these commitments of $605,000 for the year
ended September 30, 2002. Retail fees and charges increased $2.0 miliion, or 22.1%, resulting from increased debit
card usage, an increase in the number of checking accounts, an increase in the fees charged for non-customer
usage of ATM's and a new pricing structure for the processing of overdrawn accounts,

Other Expenses. Other expenses increased $5.5 million, or 8.7%, to $68.7 million for the year ended
September 30, 2002 compared to September 30, 2001. This increase was primarily due to an increase in
compensation expense of $2.7 million and an increase in advertising of $1.3 million. The increase in compensation
expense was primarily the result of increases in the cost of the ESOP due to an increase in the average price of the
Company's stock during the year, increases in salary expense due to increased staff and compensation adjusted for
changes in market compensation rates and the increased costs of insurance benefits. Advertising expense increased
primarily due to an increased emphasis in the use of broadcast media over print media and a year-round campaign
directed toward retention of existing and attracting new deposit customers.

Provision for Income Taxes. The provision for income taxes amounted to $57.4 millicn and $45.8 million for
fiscal years 2002 and 2001, respectively, resulting in effective tax rates of 39.1% and 36.9%, respectively. The
increase in taxes paid was primarily due to the increase in taxable income.

Liquidity and Commitments

The Bank’s liquidity, represented by cash and cash equivalents, mortgage-related securities available for sale
and short-term investment securities is a product of its operating, investing and financing activities. The Bank’s
primary sources of funds are deposits, FHLB advances, prepayments on and maturities of outstanding loans and
mortgage-related securities, other short-term investments and funds provided from operations. While scheduled
payments from the amortization of loans and morigage-related securities and shori-term investments are relatively
predictable sources of funds, deposit flows and loans and mortgage-related securities prepayments are greatly
influenced by general interest rates, economic conditions and competition. In addition, we invest excess funds in
short-term interest-earning assets, which provide additional control over liquidity levels to help meet operating

requirements.

FHLB advances have been used to provide funds for lending and invesiment activities. FHLB lending
guidelines have borrowing limits based upon their underwriting standards. At September 30, 2003, the Bank's ratio of
advances to total assets, as reported to the Office of Thrift Supervision (the “OTS"), was 37.2%. Advances totaling
up to 40 percent of total assets are aflowed based upon a blanket piedge agreement and quarterly reporting to FHLS.
Advances in excess of 40 percent of assets, but not exceeding 45 percent of total assets, may be approved by the
President of FHLB based upon a review of documentation supporting the use of the advances. Advances in excess
of 45 percent of total assets must be approved by the board of FHLB. In the past, the Bank has utilized convertible
advances. Some advances have converted to fixed rate advances with the conversion option not exercised by FHLB.
The Bank does not currently have authority to borrow from FHLB in excess of 40 percent of total assets. The Bank
could utilize other sources for liquidity than FHLB and has done so in the past. Using other sources for liquidity is not

currently contemplated by the Bank.

Liquidity management is both a daily and long-term function of our business management. Excess liquidity is
generally invested in short-term investments such as overnight deposits or U.S. agency securities. We use our
sources of funds primarily to meet our ongoing commitments, to pay maturing certificates of deposit and savings
withdrawals, to fund loan commitments and to maintain our portfolio of investment and mortgage-related securities.
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The Company, in the normal course of business, makes commitments to buy or sell assets or to incur or
fund liabilities. Commitments inciude, but are not limited to:

» the origination, purchase or sale of loans,

o the purchase or sale of investment and morigage-related securities,

o fulfillment of commitments under letters-of-credit, extensions of credit on home eguity Ioans and construction
loans,

« terms and conditions of operalmg leases, and

+ funding withdrawals of savings accounts at maturity.

At September 30, 2003 our commitments were:

approved loan originations and purchase commitments outstanding totaling $174.1 million.
the unadvanced portion of construction loans totaling $27.0 million.

unused home equity lines of credit totaling $268.7 million.

outstanding standby letters of credit totaling $17,000.

certificates of deposit scheduled to mature in one year or less totaling $1.65 bitlion.

e © o o @

We anticipate that we will continue to have sufficient funds, through repayments, deposits, and borrowings, to
meet our current commitments.

In the normal course of business, the Company and its subsidiaries are named defendants in various lawsuits
and counter claims. In the opinion of management, after consultation with legal counsel, none of the suits will have a
materially adverse effect on the Company’s consohdated financial statements for the fiscal year ending September
30, 2003.

Contractual Obligations. We have entered into certain long-term debt and lease agreements, which
obligate us to make future payments to satisfy the related contractual obligations. Notes 7 and 9 of the consolidated
financial statements discuss these obligations in further detail.

The following table summarizes out contractual obligations with regard to our long-term debt and lease
agreements as of September 30, 2003.

Payments Due by Period

Less than After

Total 1 year 1-3years 4-5vyears 5 years

FHLB Advances'" $3,200,000 $ - $ - $ 225000 $ 2,975,000
Operating leases 5,006 672 1,049 791 2,494

{1) Actual maturities of the advances may differ from scheduled maturities as Federal Home Loan Bank has the right to convert the
advances from fixed to floating rate.

Capitai

Consistent with our goals to operate a sound and prof itable financial organization, we actively seek to maintain
a “well capitalized” institution in accordance with regulatory standards. Total equity for the Bank was $348.2 million at
September 30, 2003, or 11.0% of total assets on that date. As of September 30, 2003, the Bank exceeded alt capital
requirements of the Office of Thrift Supervision. The Bank's regulatory capital ratios at September 30, 2003 were as
follows: Tier | (leverage) capital, 11.0%; Tier | risk-based capital, 11.0%; and total risk-based capital, 29.1%. The
regulatory capital requirements to be considered well capitalized at that date were 5.0%, 6.0%, and 10.0%,

respectively.
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The ability of the Company to pay dividends to its shareholders is based upon the ability of the Bank to make
capital distributians to the Company. Under OTS safe harbor regulations, the Bank may distribute to the Company
capital not exceeding net income for the current calendar year and the prior two calendar years. Through September
30, 2003, the Bank operated under a waiver to the safe harbor regulation as a direct result of its modified dutch
auction tender offer, completed in October 2001. Under OTS regulations, because the stock of the Bank was used 1o
secure the loans, the proceeds of which were used to fund the purchase of shares tendered, the Bank received the
proceeds of the loans. The Bank then had to distribute the proceeds to the Company. Because the proceeds of the
loans and the recurring capital distributions of earnings were in excess of the safe harbor limits, the Bank has
requested and received waivers since then to distribute capital to the Company.

In August 2003, the Bank received OTS approval to pay a capital distribution of $81.0 million from the Bank to
the Company. The funds from the capital distribution were used to prepay the loans related to the modified dutch
auction tender offer. As a resuit of the $81.0 million capital distribution on October 1, 2003, the Bank is under a new
time period for waivers of capital distributions to the Company. The current constraints will lapse on December 31,
2005. The Bank is fimited in its ability to move earnings unless it receives a waiver from the OTS. Currently, the
Bank has authorization from the OTS to mave earnings from the Bank to the Company through the quarter ending
June 30, 2004. Since the Bank maintains excess capital, operates in a safe and sound manner and complies with
the interest rate risk management guidelines of the OTS, it is management's belief that we will be able to continue to
receive waivers to pay, from the Bank to the Company, the eamings of the Bank. At September 30, 2003, the '
Company had a cash balance of $89.6 million.

Quarterly Results

The following table presents summarized quarterly data for each of the years indicated for Capitol Federal
Financial. ‘

First Second Third Fourth

Quarterly Financial Data (Unaudited) Quarter Quarter Quarter Quarter Total

{Dollars and Counts in Thousands, Except Per Share Amounts)
2003
Total interest and dividend income $129,405 $114,080 3$103,820 $ 94,231 $ 441,536
Net interest and dividend income 42,458 31,627 24,206 16,497 114,688
Gains on sales of loans receivable heid for sale 17,246 948 433 - 322 18,9489
Net income 29,166 12,378 7,527 2,960 52,031
Basic earnings per share 0.41 0.18 0.11 0.04 0.74
Diluted earnings per'share 0.40 0.17 0.11 0.04 0.72
Dividends paid per share 1.43 0.22 0.23 0.24 212
Average number of shares outstanding 70,584 70,434 70,798 70,974 70,699
2002
Total interest and dividend income $ 143,067 $140,126 $138,913 $135,026 $ 557,132
Net interest and dividend income 45,572 47,900 47,754 45,163 186,389
Provision for loan losses 100 24 60 - 184
Gains on sales of loans receivable held for sale - - - 10,150 10,150
Net income _ 20,764 21,698 21,069 26,061 89,592
Basic earnings per share 0.29 0.30 0.29 0.37 1.25
Diluted earnings per share 0.28 0.29 0.29 0.38 1.22
Dividends paid per share 0.17 0:18 0.19 0.20 0.74
Average number of shares outstanding 72,256 71,390 71,661 70,783 71,523
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INDEPENDENT AUDITORS’ REPORT

Board of Directors and Stockholders
Capitol Federal Financial and Subsidiary
Topeka, Kansas

We have audited the accompanying consolidated balance sheets of Capitol Federal Financial and Subsidiary
{the “Company’) as of September 30, 2003 and 2002, and the related consclidated statements of. income,
stockholders’ equity and cash flows for each of the three years in the period ended September 30, 2003. These
financial statements are the responsibility of the Company’s management. Our responsibility is to express an
opinion on these financial statements based on our audits.

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

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial position
of the Company as of September 30, 2003 and 2002, and the results of their operations and their cash flows for
each of the three years in the period ended September 30, 2003 in cenformity with accountmg principles
generally accepted in the United States of America.

December 18, 2003
Kansas City, Missouri
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CAPITOL FEDERAL FINANCIAL AND SUBSIDIARY

CONSOLIDATED BALANCE SHEETS
SEPTEMBER 30, 2003 AND 2002 {in thousands}

ASSETS 2003 2002
CASH AND CASH EQUIVALENTS $ 41,918 $ 452,341
INVESTMENT SECURITIES, Held-to-maturity

(Market value of $1,046,893 and $534,769) ‘ 1,022,412 500,814
MORTGAGE-RELATED SECURITIES:

Available-for-sale, at market vaiue (Amortized cost of $2,131,553

and $1,290,643) ‘ 2,128,721 1,318,974

Held-to-maturity, at cost (Market value of $821,603 and $1,284,539 ) 815,453 1,255,906
LOANS RECEIVABLE HELD FOR SALE, at lower of amortized ]

cost or market 4,257 145,657
LOANS RECEIVABLE, Net (l.ess allowance for loan losses of

$4,550 and $4,825) 4,307,440 4,867,569
MORTGAGE SERVICING RIGHTS, Net 5,600 2,547
CAPITAL STOCK OF FEDERAL HOME LOAN BANK, at cost : 169,274 163,250
ACCRUED INTEREST RECEIVABLE:

Loans receivable 17,002 20,833

Mortgage-relaied securities - » 13,382 14,682

Investment securities 11,553 7,786
PREMISES AND EQUIPMENT, Net 26,509 23,679
REAL ESTATE OWNED, Net , 4,046 2,888
INCOME TAXES RECEIVABLE 10,537 -
OTHER ASSETS 4,440 4,103
TOTAL ASSETS $ 8,582,544 $ 8,781,127

(Continued)
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CAPITOL FEDERAL FINANCIAL AND SUBSIDIARY

CONSOLIDATED BALANCE SHEETS

SEPTEMBER 30, 2003 AND 2002 (in thousands, except share amounts)

LIABILITIES AND STOCKHOLDERS’ EQUITY

LIABILITIES:
Deposits
Advances from Federal Home Loan Bank

Other borrowings

Advance payments by borrowers for taxes and insurance
Income taxes payable

Deferred income taxes, Net

Accounts payable and accrued expenses

Total liabilities
COMMITMENTS AND CONTINGENCIES (NOTE 14)

STOCKHOLDERS' EQUITY:

Preferred stock, $.01 par value; 50,000,000 shares authorized,
no shares issued or outstanding

Common stock, $.01 par value; 450,000,000 shares authorized,
91,512,287 shares issued as of September 30, 2003 and 2002
Additional paid-in capital
Unearned compensation - Employee Stock Ownership Plan
Uneamed compensation - Recognition and Retention Plan

Retained earnings
Accumulated other comprehensive (loss) income

Treasury stock, 18,203,228 and 17,959,145 shares as of
September 30, 2003 and 2002, at cost

Total stockholders’ equity

TOTAL LIABILITIES AND STOCKHOLDERS’ EQUITY

See notes to consolidated financial statements.

2003 2002

$ 4237889 3 4391874

3,200,000 3,200,000

81,146 101,301

38,935 40,254

- 894

8,346 21,230

39,783 38,144
7,606,099 7,793,697
915 915

401,745 393,849
(21,875) (22,180)
(1,599) (3,855)
896,015 883,973
{1,758) 17,587
1,273,443 1,270,289
{296,998) (282,859)
976,445 987,430

$ 8582544 $ 8,781,127

(Concluded)
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CAPITOL FEDERAL FINANCIAL AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF INCOME

YEARS ENDED SEPTEMBER 30, 2003, 2602 AND 2001 (in thousands, except per share amounts)

INTEREST AND DIVIDEND INCOME:
Loans receivable
Mortgage-related securities
Investment securities
Cash and cash equivalents
Capital stock of Federal Home Loan Bank

Total interest and dividend income

INTEREST EXPENSE:
Deposits
FHLB Advances
Other borrowings
Total interest expense

NET INTEREST AND DIVIDEND INCOME
PROVISION FOR LOAN LOSSES

NET INTEREST AND DIVIDEND INCOME AFTER PROVISION
FOR LOAN LOSSES

OTHER INCOME:
Retail fees and charges
Loan fees
Insurance commissions
Gains on sales of loans receivable held for sale

Other, net
Total other income

OTHER EXPENSES:
Salaries and employee benefits
Occupancy of premises
Office supplies and related expenses
Regulatory and outside services
Deposit and loan transaction costs
Advertising
Federal insurance premium
Other, net

Total other expenses
INCOME BEFORE INCOME TAX EXPENSE

INCOME TAX EXPENSE
NET INCOME

Earnings per share:
Basic
Diluted

See notes to consatlidated financial statements.

30

2003 2002 2001
287,521 $ 371,638 $ 400,599
115,262 149,417 149,102

31,230 26,131 9,433
1,626 1,849 9,374
5,997 8,097 12,232

441,536 557,132 580,740
124 517 167,268 211,020
199,202 199,139 199,438
3,129 4,338 -
326,848 370,743 410,458
114,688 186,389 170,282
-- 184 75
114,688 186,205 170,207

15,068 11,290 9,249
2,981 1,506 1,634
2,130 1,932 2,056

18,949 10,150 136
4,034 4,679 3,308

43,162 29,557 16,381

39,547 38,843 36,118

10,177 10,064 9,832
3,939 3,927 3,674
4,431 3,462 3,929
5,203 4,758 4,134
3,962 4,232 2,960

736 787 784
4,565 2,653 1,808

72,560 68,726 63,237

85,290 147,036 123,351

33,259 57,444 45,572

52,031 $ 89,592 $ 77,779

0.74 $ 1.25 $ 1.01
0.72 3 1.22 $ 0.99
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CAPITOL FEDERAL FINANCIAL AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF CASH FLOWS
YEARS ENDED SEPTEMBER 30, 2003, 2002 AND 2001 (in thousands)

2003 2002 2001
CASH FLOWS FROM OPERATING ACTIVITIES:
Net income $ 52031 & 89592 77,779
Adjustments to reconcile net income to net cash provided by (used in)
operating activities:
Net loan origination fees capitalized 15,722 9,065 5,084
Amortization of net deferred loan origination fees {13,145) {7,078) (3,493)
Provision for loan losses - 184 75
{Gains) losses on sales of premises and equipment, net (19) 12 16
Gains on sales of real estate owned, net {631) (352) “179)
Gains on sales of loans receivable held for sale (18,948) (10,150) (1386)
Originations of loans receivable held for sale {481,033) (420,086} (11,708)
Proceeds from sales of loans receivable held for sale 631,266 296,083 20,588
Amortization of mortgage servicing rights 1,353 169 49
Net change in fair value of loan-related commitments - (605) .-
Impairment of mortgage servicing rights 848 - -
Amortization and accretion of premiums and discounts on rmorigage-

related securities and investment securities 36,661 4,096 4,823
Depreciation and amortization of premises and equipment 3,554 3,317 3,658
Provision for deferred income taxes (benefit) (480) (1,956) 286
Amortization of deferred debt issuance costs 193 173 -
Common stock committed to be released for allocation -

Employee Stock Ownership Plan 5,822 4,717 3,370
Amortization of unearned compensation -

Recognition and Retention Plan : 2,407 2,378 2,396
Recognition and Retention Plan shares soid, net of forfeitures 27 96 (36)
Changes in: ‘

Accrued interest receivable 1,464 3,818 (3.822)

Other assets (884) 1,521 1,713

Income taxes payable . (7,930) 3,219 710

Accounts payable and accrued expenses : 1,657 (2,817) (5,185)

Net cash provided by (used in) operating activities 229,934 (24,584) 95,988

CASH FLOWS FROM INVESTING ACTIVITIES:

Proceeds from maturities of investment securities 75,000 200,000 15,100
Purchases of investment securities (605,044)  (200,000) (502,798)
Proceeds from the retirement of capital stock of Federal Home Loan Bank 9,476 1,850 -
Purchases of capital stock of Federal Home Loan Bank (15,500) (2,750) {1,100)
Principal collected on mortgage-related securities available-for-sale 1,467,885 361,676 301,046
Purchases of mortgage-related securities available-for-sale (2,340,718)  (615,034)  (496,377)
Principal collected on mortgage-related securities heid-to-maturity 1,161,718 711,977 564,558
Purchases of mortgage-related securities held-to-maturity (717,558)  (717,915)  (250,792)
L oan originations, net of principal collected 458,294 160,421 (376,831)
Loan purchases, net of principal collected 97,610 384,623 398,608
Purchases of premises and equipment, net _ (6,638) (4,514) (2,092)
Proceeds from sales of real estate owned 8,802 3,642 2,737

Net cash (used in) provided by investing activities (408,673) 283,976 (347,941)

(Continued)
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CAPITOL FEDERAL FINANCIAL AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF CASH FLOWS
YEARS ENDED SEPTEMBER 30, 2003, 2002 AND 2001 (in thousands)

2003 2002 2001
CASH FLOWS FROM FINANCING ACTIVITIES:
Dividends paid $ (39,898) § (14,147) $ (14,215)
Dividends in excess of debt service cost of the Employee Stock
Ownership Plan (1,711) - -
Deposits, net of withdrawals (153,985) 106,039 329,508
Proceeds from advances from Federal Home Loan Bank 443,000 20,000 -
Repayments of advances from Federal Home Loan Bank (443,000) (20,000) (25,000)
Proceeds from other borrowings - 147,000 -
Capitalized debt issuance costs - 611) -
Repayments of other borrowings {20,348) (15,261) -
Change in advance payments by borrowers for taxes and insurance (1,319) 93 1,750
Acqguisitions of treasury stock {18,526) (159,657) . (20,595)
Stock options exercised 4,103 6,031 935
Net cash (used in) provided by financing activities (231,684) 39,487 272,381
NET (DECREASE) lNCREASE IN CASH AND CASH EQUIVALENTS (410,423) 298,879 20,428
CASH AND CASH EQUIVALENTS
Beginning of year 452,341 153,462 133,034
End of year $ 41918 § 452341 $ 153,462
SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION:
Income tax payments $ 42520 $ 62704 $ 44810
Interest payments, net of interest credited to deposnts of $109,607, .
$148,295 and $186,019 $ 218282 § 223457 $ 221,329
SUPPLEMENTAL DISCLOSURE OF NONCASH INVESTING
AND FINANCING ACTIVITIES:
Loans transferred to real estate owned $ 7187 § 5296 § 2,593
Loans made upon the sale of real estate owned $ 180 §$ 110  § 98
Tax effect of employee premature disposal of stock options $ 1678 § 2,542 % -

Originated mortgage servicing rights recorded in conjunction )
with the sale of loans held for sale ) . $ 5254 % 2,419 3 -

Treasury stock activity refated to Recognition and Retention Plan
(excluding Recognition and Retention Plan shares sold for
employee withholding tax purposes) $ 48 $ 30 § 21

See notes to consolidated financial statements. o (Conciuded)
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CAPiTOL FEDERAL FINANCIAL AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
YEARS ENDED SEPTEMBER 30, 2003, 2002 AND 2001 (in thousands, except share data)

1.

36

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Description of Business - Capitol Federal Financial (the “Company”) provides a full range of banking
services through its wholly-owned subsidiary, Capitol Federal Savings Bank (the “Bank”) which has 28
traditional and 7 in-store banking offices serving primarily the entire metropolitan areas of Topeka,
Wichita, Lawrence, Manhattan, Emporia and Salina, Kansas and a portion of the metropolitan area of
greater Kansas City. The Bank emphasizes morigage lending, primarily originating one-to four-family
mortgage loans and providing personal retail financial services. The Bank is subject to competition from
other financial institutions and other companies that provide financial services. The Company is subject to
the regulations of certain federal agencies and undergoes periodic examinations by those regulatory

authorities.

The Company is organized as a mid-tier holding company chartered as a federal savings and loan holding
company. The Company owns 100% of the stock of the Bank. The Company is majority owned by
Capitol Federal Savings Bank MHGC (the "MHC"), a federally chartered mutual holding company. At
September 30, 2003 MHC owned approximately 71% of the stock of the Company. The Company’s
ability to pay dividends is dependent, in part, upon its ability to obtain capital distributions from the Bank.
The future dividend policy of the Company is subject to the discretion of the Board of Directors and will
depend upon a number of factors, including future earnings, financial conditions, cash needs, and general
business conditions. Holders of common stock will be entitled to receive dividends as and when declared
by the Board of Directors of the Company out of funds legally available for that purpose. Such payment,
however, will be subject to the regulatory restrictions set forth by the Office of Thrift Supervision (*OTS").
In addition, the Federal Deposit Insurance Corporation Improvement Act (*FDICIA”) provides that, as a
general rule, a financial institution may not make a capital distribution if it would be undercapitalized after

making the capital distribution.

Principles of Consolidation - The consolidated financial statements include the accounts of the
Company, and its wholly owned subsidiary, the Bank. The Bank has a wholly owned subsidiary, Capitol
Funds, Inc.. Capitol Funds, Inc. has a wholly owned subsidiary, Capitol Federal Mortgage Reinsurance
Corporation ("CFMRC"). CFMRC was formed in August 2002 to serve as a reinsurance company for the
private mortgage insurance companies the Bank uses in its normai course of aperations. CFMRC
assumes the risks of default on loans exceeding a five percent loss and less than a ten percent loss. In
return for participation in the mortgage insurance risk, CFMRC receives a portion of the mortgage
insurance premium. Significant intercompany accounts and transactions have been eliminated.

Cash and Cash Equivalents - Cash and cash equivalents include cash on hand and amounts due from
banks. The Bank has acknowledged informal agreements with banks where they maintain deposits. Under
these agreements, service fees charged to the Bank are waived provided certain average compensating
palances are maintained throughout each month.

Investment Securities and Mortgage-Related Securities, Held-to-Maturity - Investment securities and
certain mortgage-related securities are classified as held-to-maturity as it is management’s intent to hold
such securities to maturity and the Company has the ability to do so. Such securities are stated at cost
and are adjusted for amortization of premiums and discounts which are recognized as adjusiments to
interest income over the life of the securities using the level-yield method.

To the extent management determines a decline in value in an investment or mortgage-related security
held-to-maturity to be other than temporary, the Bank will adjust the carrying value and include such
expense in the consolidated statements of income,

Mortgage-Related Securities, Available-for-Sale - Morigage-related securities available-for-sale are
recorded at fair value. Unrealized gains or losses on mortgage-related securities available-for-sale are
included in accumulated other comprehensive income (loss), net of deferred income taxes. Premijums and
discounts are recognized as adjustments to interest income over the life of the securities using the level-
yield method. Gains or losses on the disposition of mortgage-related securities available-for-sale are
recognized using the specific identification method. Estimated fair values of mortgage-related securities
available-for-sale are based on quoted market prices where available. If quoted market prices are not
available, fair values are estimated using quoted market prices for similar instruments.

To the extent management determines a decline in value in a mortgage-related security available-for-sale
to be other than temporary, the Bank will include such expense in the consolidated statements of income.



Loans Receivable Held for Sale - Upon origination, the Bank's management designates certain loans
receivable as held for sale as management does not intend to hold such loans to maturity. Accordingly,
such loans are carried at the lower of amortized cost (outstanding principal adjusted for unamortized
deferred loan fees, net of certain direct loan origination costs) or market value. Market values for such
loans are determined based on sales commitments or dealer quotations. Gains or losses on such sales
are recognized utilizing the specific identification method. Interest, including amortization and accretion of
deferred loan fees and costs, is included in interest income on loans receivable.

Loans Receivable - Loans that management has the intent and ability to hold for the foreseeable future
or until maturity or payoff are stated at the amount of unpaid principai less an allowance for loan losses,
undisbursed loan funds and unearned discounts and loan fees, net of certain direct loan origination costs.
Interest on loans is credited to income as earned and accrued only if deemed collectible. Loans are
placed on nonaccrual status when, in the opinion of management, the full timely collection of principal or
interest is in doubt. The accrual of interest is discontinued when principal or interest payments become
doubtful. After the completion of the foreclosure process, previously accrued but unpaid interest is
reversed against current income. Subsequent collections of cash may be applied as reductions to the
principal balance, interest in arrears or recorded as income, depending on management’s assessment of
the uitimate collectibility of the loan. Nonaccrual loans may be restored to accrual status when principal
and interest become current and full payment of principal and interest is expected.

Net loan origination and commitment fees are amortized as a yield adjustment to interest income using
the level-yield method over the contractual lives of the related loans.

Provision for Loan Losses - The Bank considers a loan to be impaired when management believes it is
probable that it will be unable to collect alil principal and interest due according to the contractual terms of
the loan. If a loan is impaired, the Bank records a loss valuation equal to the excess of the loan’s carrying
value over the present value of the estimated future cash flows discounted at the loan’s effective rate
based on the loan’s observable market price, or the fair value of the collateral if the loan is collateral
dependent. One-to-four family residential loans and consumer loans are collectively evaluated for
~ impairment. Loans on residential properties with greater than four units and loans on construction and
development and commercial properties are evaluated for impairment on a loan by loan basis. The
allowance for loan losses is increased by charges to income and decreased by charge-offs (net of
recoveries). Management’s periodic evaluation of the adequacy of the allowance is based on the Bank’s
past loan loss experience, known and inherent losses in the portiolio, adverse situations that may affect a
borrower's ability to repay, the estimated value of any underlying collateral, and current economic
conditions.

Assessing the adequacy of the allowance for loan losses is inherently subjective as it requires making
material estimates, including the amount and timing of future cash flows expected to be received on
impaired loans, that may be susceptible to significant change. In the opinion of management, the
allowance when taken as a whole, is adequate to absorb reasonable estimated loan losses inherent in the
Bank’s loan portfolio.

Mortgage Servicing Rights ("MSR"} - The right to service loans for others is generally obtained by the
sale of loans with servicing retained. Originated MSR are recorded at cost based upon the relative fair
value of loans and the servicing rights. Fees earned for servicing loans are reported as income when the
related mortgage loan payments are collected. MSR are amortized in proportion to and over the estimated
period of net servicing income. MSR are carried at cost, and impairment, if any, is recognized through a
valuation allowance. MSR are stratified by the underlying loan term and by interest rate. Individual
impairment allowances for each stratum are established when necessary and then adjusted in subsequent
periods to reflect changes in the valuation of the stratum. The estimated fair value of each MSR stratum is
determined through analysis of future cash flows incorporating numerous assumptions including; servicing
- income, servicing costs, market discount rates, prepayment speeds and other market driven data.

The fair value of MSR is highly sensitive to changes in assumptions. Changes in prepayment speed
assumptions have the most significant impact on the fair value of MSR. Generally, as interest rates
decline, prepayments accelerate due to increased refinance activity, which resuits in a decrease in the fair
value of MSR. As interest rates rise, prepayments slow down, which generally results in an increase in the
fair value of MSR. Ali assumplions are reviewed on a quarterly basis and adjusted as necessary to reflect
current and anticipated market conditions. Thus, any measurement of the fair value of MSR is limited by
the conditions existing and the assumptions utitized as of a particular point in time, and those assumptions
may not be appropriate if they are applied at a different point in time.

Capital Stock of Federal Home Loan Bank - Capital Stock of Federal Home Loan Bank is carried at
cost. Dividends received on such stock are reflected as interest and dividend income in the consolidated
statements of income.
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Premises and Equipment - Land is carried at cost. Buildings and improvements and furniture, fixtures
and equipment are stated at cost less accumulated depreciation and amortization. Depreciation is
computed on straight-line or accelerated methods over the estimated useful lives of the related assets
The estimated useful lives of the assets are as follows:

Buildings and improvements 20-40 years

Furniture, fixtures and equipment 5-10 years

Maintenance and repairs are charged to expense. Major renewals and improvements are capitalized.
Gains and fosses on dispositions are credited or charged to earnings as incurred.

Real Estate Owned - Real estate owned represents foreciosed assets held for sale and is initially
recorded at the lower of cost or fair value less estimated disposal costs. Adjustments for estimated losses
are charged to operations when any decline reduces the fair value to less than carrying value. Costs and
expenses related to major additions and improvements are capitalized while maintenance and repairs
which do not improve or extend the lives of the respective assets are expensed. Gains on the sale of real
estate owned are recognized upon disposition of the property to the extent allowable considering the
adequacy of the down payment and other requirements.

income Taxes - The Company files a consolidated income tax return using the accrual basis of
accounting.

The Company provides for income taxes using the asset]hablhty method of accounting for income taxes.
Deferred income taxes are recognized for the tax consequences of temporary differences between the
financial statement carrying amounts and the tax bases of existing assets and fiabilities.

Prior to the fiscal year ended September 30, 1997, the Bank was permitted under the Internal Revenue
Code to deduct an annual addition to a reserve for bad debts in determining taxable income, subject to
certain limitations. This addition differs from the bad debt expense used for financial accounting purposes.
A deferred tax liability was required tc be provided only {o the extent the tax bad debt reserve exceeded
the September 30, 1988 base year reserve. Retained eamings, as of September 30, 2003, includes
approximately $97,108 representing such bad debt reserve for which no deferred income taxes have been
provided. The Small Business Job Protection Act of 1996 (the “Act”) required thrifts o recapture any
reserves accumulated after 1887, but forgave taxes owed on reserves accumulated prior to 1988. The
Bank began recapturing excess reserves beginning with the fiscal year ended September 30, 1989, In
addition, under the Act, the Bank is required to use the specific charge-off method for tax purposes in
accounting for bad debts beginning with the fiscal year ended September 30, 1997. The recapture of
excess reserves is being accounted for as a reduction of the deferred tax liability relating to post-1987
reserves. The Bank has a deferred income tax liability related to the excess reserves of $1,975 and
$3,950 as of September 30, 2003 and 2002, respectively.

Revenue Recognition - Interest income, loan fees, checking account transaction fees, insurance
commissions, automated teller and debit card transaction fees, and other ancillary income related to the
Bank's deposits and lending activities are accrued as earned.

Stock Option Plan - The Company follows Statement of Financial Accounting Standards (“SFAS™)

No. 123, “Accounting for Stock-Based Compensation,” which allows companies to continue under the
approach set forth in Accounting Principles Board Opinion (*APB”) Ne. 25, “Accounting for Stock Issued to
Employees,” for recognizing stock-based compensation expense in the consolidated financial statements.
Companies electing to retain the approach under APB No. 25 are reguired to disclose pro forma net
income and net income per share in the notes to the financial statements, as if they had adopted the fair
value accounting method under SFAS No. 123.



The effect on the Company’s net income and earnings per share for the years ended September 30,
2003, 2002 and 2001 is presented in the following table as if compensation cost had been determined in
accordance with the fair value accounting method prescribed under SFAS No. 123.

2003 2002 2001
Net income:
As reported $ 52,031 § 89,592 $ 77,779
Pro forma 51,194 88,773 76,907
Net income per share:
As reported:
Basic 0.74 1.25 1.01
Diluted 0.72 1.22 0.99
Pro forma: - : '
Basic 0.72 1.24 . 1.00
Diluted 0.71 1.21 0.97

The fair value of the stock option grants were estimated on the date of the grant using the Black Scholes
option pricing model. The weighted average grant-date fair value of stock opticns granted during fiscal
years 2003, 2002 and 2001 was $4.93, $4.74 and $3.46 per share, respectively. The following weighted
average assumptions were used for option grants made during the years ended September 30, 2003,
2002 and 2001:

2003 2002 2001
Risk-free interest rate . 39% 4.8% 5.6 %
Expected life (years) 7 7 7
Expected volatility 24 % 24 % 22%
Dividend vield 54% 45% 34%

Estimates - The preparation of these consolidated financial statements in conformity with accounting
principles generally accepted in the United States of America ("GAAP™) requires management to make
estimates and assumptions 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 reporting periods. Significant estimates include the allowance for loan
losses, valuation of mortgage servicing rights and the fair values of financial instruments. Actual results
could differ from those estimates.

Derivative Instruments - The Company enters into fixed commitments to originate and seli loans held for
sale when the market conditions are appropriate.. Pursuant to clarifying guidance issued in April 2002,
such commitments are considered derivative instruments under SFAS No. 133, “Accounting for Derivative
Instruments and Hedging Activities” as amended by SFAS No. 138, “Accounting for Certain Derivative
Instruments and Certain Hedging Activities-an amendment of Financial Accounting Standards Board
(“FASB") Statement No. 133.” These standards require the recognition of all derivatives as either assets
or liabilities on the balance sheet and measure those instruments at fair value. As of September 30, 2003
the Company had no mortgage loans held for sale and therefore had no loan-related commitments. As of
September 30, 2002, the net fair value of loan-related commitments was $605.

Significant Group Concentrations of Credit Risk - The majority of the Bank's activities are with
customers iocated within the metropolitan areas of eastern Kansas and a portion of the metropolitan area
of greater Kansas City. The Bank regularly purchases variable rate mortgage loans from a nationwide

- lender which reduces geographic concentration of credit risk.

New Statements of Financial Accounting Standards -'In December 2002, the FASB issued SFAS No.
148, “Accounting for Stock-Based Compensation - Transition and Disclosure,” which amends SFAS No.
123, “Accounting for Stock-Based Compensation.” SFAS No. 148 provides alternative methods of
transition for a voluntary change to the fair value based method of accounting for stock-based employee
compensation. in addition, SFAS No. 148 amends the disclosure requirements of SFAS No. 123 to
require more prominent and more frequent disclosures in financial statements of the effects of stock-
based compensation. The transition guidance and annual disclosure provisions of SFAS No. 148 are
effective for the Company’s 2003 fiscal year. The Company adopted the disclosure provisions of SFAS
No. 148 during fiscal year 2003.

in November 2002, the FASB issued Financial Interpretation (“FIN") No. 45, “Guarantors Accounting and
Disclosure Requirements for Guarantees, Including Indirect. Guarantees of Indebtedness of Others.” FIN
No. 45 requires a guarantor to recognize, at the inception of a guarantee, a liability for the fair value of the
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obligation undertaken in issuing the guarantee. It also provides additional guidance on the disclosure of
guarantees. The recognition and measurement provisions are effective for guarantees made or modified
after December 31, 2002. The disclosure provisions were effective for the Company’s quarters ending
after March 31, 2003 and have been considered herein. The Company’s adoption of the recognition and
measurement provisions of FIN No. 45 did not have a significant impact on its consolidated financial

statements.

During the years ended September 30, 2003 and 2002 the FASB issued SFAS No. 146, “Accounting for
Costs Associated with Exit or Disposal Activities”, SFAS No. 147, “Acquisitions of Certain Financial
Institutions”, SFAS No. 149, “Amendments of Statement 133 on Derivative Instruments and Hedging
Activities,” SFAS No. 150, “Accounting for Certain Financial Instruments with Characteristics of Both
Liabilities and Equity,” and FIN No. 46, “Consolidation of Variable Interest Entities.” The Company’s
adoption of these standards did not or are not expected to have a significant impact on its consolidated

financial statements.

In June 2003, the American Institute of Certified Public Accountants (*AICPA") issued a Proposed
Statement of Position (*Proposed SOP”), “Allowance for Credit Losses.” The Proposed SOP addresses
the recognition, measurement and disclosure by creditors of the allowance for credit losses related to all
loans, as defined in SFAS No. 114, *Accounting by Creditors for Impairment of a Loan,” with certain
exceptions as noted in the Proposed SOP. The Preposed SOP provides guidance on how companies
should determine the allowance for credit losses in accordance with SFAS No. 5, “Accounting for
Contingencies;” SFAS No. 114, “Accounting by Creditors for Impairment of a Loan” (as amended by SFAS
No. 118, “Accounting by Creditors for impairment of a Loan — Income Recognition and Disclosures™); and
FIN No. 14, “Reasonable Estimation of the Amount of a Loss.” The effect of initially applying the
provisions of this Proposed SOP will be reported as a change in accouniing estimate. The provisions of
the Proposed SOP would be effective for the Company's 2005 fiscal year, with early application permitted.
The Company is currently evaluating the impact of applying the provisions of this Proposed SOP on the
Company's consolidated financial statements. '

Earnings Per Share - The Company accounts for the shares acquired by its Employee Stock Ownership
Plan ("ESOP") in accordance with Statement of Position (“SOP”) 83-6 and the shares acquired for its
Recognition and Retention Plan in a manner similar to the ESOP shares; shares acquired by the ESOP
and the Recogpnition and Retention Plan are not considered in the basic average shares outstanding until
the shares are committed for allocation or vested to an employee’s individual account. The following is a
reconciliation of the numerators and dencminators of the basic and diluted eamnings per share

calculations.

2003 2002 2001
Net income ‘ 3 52,031 § 89,592 § 77,779
Average common shares outstanding 68,830,542 70,212,293 76,283,335
Allocated ESOF shares 882,788 681,150 479,512
Vested Recognition and Retention Plan shares | 885,414 629,392 373,392
Total basic avérage common shares outstanding 70,698,744 ‘71 ,522,835 77,136,239
Effect of dilutive Recognition and Retention Plan ‘
Sha