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The Way Banking Should Be

corporate profile

Jacksonville Bancorp, Inc. is the holding company for The Jacksonville Bank, and its stbck trades on
the NASDAQ SmallCap market with the symbol JAXB. The Bank, which opened on May 28, 1999,
is a Florida chartered commercial bank based in Jacksonville, Florida. Its headquarters is in downtown'

Jacksonville, and its branches are located in the Mandarin and Queens Harbour areas of Jacksonville.

The Bank caters to owners and managers of small- and medium-sized businesses, professionals, individuals
and families who live and work in the greater Jacksonville area. The Bank engages in a wide range
of lending activities and offers commercial, consumer, and residential or commercial mortgage
and construction loans. The Bank is also engaged in deposit gathering and earns referral fees on
investments. Additionally, the Bank handles certain insurance and investment products
through its subsidiary, Fountain Financial, Inc.
mi1sSsion statement

To have a positive and meaningfil impact on our employees, our customers,

our shareholders and our community.
We will move toward that mission by modeling our core values which are:

Compassion
Ambition
Responsibility
Positive Attitude
Ethics




financial highlights

At or for the Year Ended December 31,

(Dollars in thousands, except per share data) ‘ 2004 2003 2002

Total assets : | $223,744 $176,867 $130,831

Loans, net 188,137 150,976 108,933

Deposits i 201,188 158,539 110,128

Shareholders’ equity 17,804 13,407 12,567

Net interest income 6,930 5618 - 7 —~3,936 :
NGE

Net earnings (loss) 1,335 1,004 - - 584\~

Basic earnings (loss) per share $§ o086 § 068

Diluted earnings (loss) per share $ o079 § o067

Book value per share at end of year $ 1042 $ o914

Return on average assets 0.66% 0.64% . ) 0.53%

Return on average equity ) ) 8.84% 7.80% - 5.40%"

Noninterest expenses to average assets ; 2.60% 2.52% T 2.86%

Nonperforming loans and foreclosed assets as a
percentage of total 2ssets at end of yvear ‘ 0.29% 0.41% 0.65%

Allowance for loan losses as a percentage of total loans at end of year ‘ 0.97% 1.10% 1.00%

Assets Loans, Net Deposits ™~y
(dollars in millions) . (dollars in millions) {dollars in millions}
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to our shareholders

¢ Net loans increased by over $37 million,
a 24% increase, to $188 million.

¢ Non-performing loans and foreclosed assets

to total assets dropped substantially from
.68% to .29%.

¢ Net income increased 33% to $1.34 million.

Gilbert J. Pomar, I
Prelsidem& ghi#Emmm Officer ¢ Shareholder equity increased from $13.4 million,

to $17.8 million, a 33% increase.

¢ Market capitalization increased 91% from
$24.1 million to $46 million. .

* The Company's stock price was up 64% from
$16.40 per share to $26.95 per share.

Growing the Company and - r earnings on a yeatly basis
S TR o T RS N AN

will always be an important objective of our Company.

Dear Shareholders:

We are, however, also dedicated to maximizing the
On behalf of the directors of Jacksonville Bancorp, Inc

Company's shareholder value in the long-term. For us,
and all of the dedicated bankers of The Jacksonville

that means looking for ways to expand our franchise
Bank, [ am pleased to report 2004 was another year of

and, at the same time, increasing convenience for our
significant progress for your Company. )

customers. [t means looking for ways to expand our

e We grew the Company nearly $47 million, products so our customers will have the most techno-

a 27% increase, to $224 million, logically advanced products and alternatives to meet

¢ Total deposits increased $42.6 million, their needs. It also means expanding our employee base

o 1
a 27% increase, to $201.2 million. to ensure we are always ahead of the curve when it

. 11 o
o Core deposits grew $72 million, up 144%, comes to regulatory compliance, taking care of cus-

as certificates of deposits fell by $29 million.
tomers and, above all, bringing new relationships to
The Jacksonville Bank. We believe it has worked well

up to now, but we also believe this is just the beginning.

“NXWe believe it has worked
very well up to now, but
we also believe this is just

rr

the beginning.




“"In just five and a half years,
T he Jacksonville Bank has

already become the second

largest community bank

in Jacksonville.’

2004 was certainly another year where we positioned

ourselves for the future.

* We developed JaxLockbox Online to expand
our cash management and deposit generation.

* We established 6ur headquarters in The
Jacksonville Bank Building at the epicenter
of a revitalized downtown corridor which

will serve us well for many years to come.

¢ We announced our fourth location in the
thriving Southside area of Jacksonville which
gives us tremendous visibility and access to
families and businesses that are looking for
a better way to bank.

* We brought on éxperienced bankers to'estab:
lish-Risk Management and Human Resource
functions.

In just five and a half years, The Jacksonville Bank has
already become the second largest community bank in
Jacksonville. We have done this with dedicated people
who realize that the customer experience at every point
will make the ultimate difference and set us apart. Our.
bankers were chosen to work here because we believed
at their core they had the values we hold up as the
most important: Compassion, Ambition, Responsibility,
Positive Attitude and Unquestioned Ethics. We also
believe it is these values that prompted these fine people
to also choose The Jacksonville Bank. These are the

people who serve our customers and our community.

4

In addition, we are proud that The Jacksonville Bank
was the only community bank in Jacksonville to receive
the United Way's highest honor, the 2004 Platinum

Award, for the Bank's level of giving and participation.

Personal touch is, however, only part of what we believe
is critical for banking customers today and in the
future, We will always dedicate the necessary resources
to lead our customers to ways that will save them time
and money. It is another thing that sets us apart. Com-
munity banks are rarely high tech and high touch, but

it is what the people and businesses of Jacksonville

want today and in the future.
And we think that it is the way banking should be!

As always, we welcome and value any thoughts yofi
may have for us. This is your Company and the man-
agement and directors of Jacksonville Bancorp, Inc. are
always mindful it is you, our shareholders, who we

are serving. Thank you for this great opportunity.

Sincerely,

/\(f@m

Gilbert J. Pomar, Il
President & Chief Executive Officer

Jacksonville Bancorp, Inc.

2q pInoys suijueyg Aep\ oYL




what makes Jacksonwville
Bancorp better than
1 ts competitors?

personal service. At The Jacksonville Bank, our custom-
ers experience the high touch of community banking
and, at the same time, the highest technology the

industry has to offer.

Our Community

We are keenly aware that we are part of a thriving
community and we will prosper as the community
does. We encourage all of our employees to be active
with community organizations. During 2004, for

example, we received the United Way Platinum Award

L wen¥am  oF - i X with 100% employee participation. The Bank also

Our Employees received 2nd place recognition for raising the most

| We are fully committed to attracting and retaining the money for the .M. Sulzbacher Center for the Homeless.

most talented people we can find—people who embrace

our core values and understand the importance of Our Shareholders

building trusting relationships with customers, share- Our most important objective is to maintain the long-

holders, fellow employees and our community. term viability of the Company, benefiting all stake-

holders. Talented employees dedicated to providing

Our Customers extraordinary customer service ensure extraordinary

The Jacksonville market continues to experience bank value for our shareholders.

consolidations that result in bigger banks, but less
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The Jacksonville Bank will further
its expansion into Southside, one
of the fastest-growing areas of
Jacksonville, when it opens its
fourth branch in late 2005.

proud to be part of the

Jacksonville community




Selected Financial Data
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December 31

TR

{Dollars in thousands, except per share figures) 2004 2003\ 390/2 2001 2000
Financial Condition Data: \/
Cash and cash equivalents $ 6,735 § 3894 § 4281 § 5,288 $ 2,385
Securities 23,175 16,830 12,531 7,532 3,145
Loans, net 188,137 150,976 108,933 68,134 34,183
All other assets 5,697 5,167 5,086 5,524 5,323

Total assets $ 223,744 $ 176867 $ 130,831 $ 86,478 $ 45036
Deposit accounts 201,188 158,539 110,128 75,619 37,341
Other borrowings 4,000 4,296 7,747 3,360 —
All other liabilities 752 625 389 202 156
Shareholders' equity 17,804 13,407 12,567 7,297 7,539

Total liabilities and shareholders’ equity $ 223,744 $§ 176867 $ 130831 $§ 86,478 $ 45,036
Operations Data
Total interest income $ 10,858 % 8729 $ 6699 % 4,273 $ 2,052
Total interest expense 3,928 3,111 2,763 2,060 889
Net interest income 6,930 5618 3,936 2,213 1,163
Provision for loan losses 282 1,580 443 343 264
Net interest income after provision for loan losses 6,648 4,038 3,493 1,870 899
Noninterest income 767 1,550 580 458 261
Noninterest expenses 5,274 3,971 3,134 2,645 2,326
Earnings (loss) before income taxes (benefit) 2,141 1,617 939 (317) (1,166)
Income taxes (benefit) 806 613 355 (119) (436)
Net earnings (loss) $ 1,335 § 1,004 §$ 584 § (198) $ (730)
Per Share Data:
Basic earnings (loss) per share $ 86 $ 68 $ 44 $ (19) % (.72)
Diluted earnings (loss) per share $ 79 % 67 % 44 3 (19 ¢ (.72)
Total shares outstanding at end of year 1,708,366 1,467,166 1,467,066 1,017,066 1,017,066
Book value per share at end of year $ 1042 § 9.14 § 857 §$ 717 $ 7.41
Ratios and Other Data:
Return on average assets 0.66% 0.64% 0.53% (0.32)% (2.53)%
Return on average equity 8.84% 7.80% 5.40% (2.68)% (9.36)%
Average equity to average assets 7.46% 8.16% 9.85% 11.95 % 27.06 %
Interest rate spread during the period 3.21% 3.38% 3.37% 3.24% 3.70 %
Net yield on average interest-earning assets 3.58% 3.77% 3.89% 411 % 5.15 %
Noninterest expenses to average assets 2.60% 2.52% 2.86% 4.28 % 8.07 %
Average interest-earning assets to average interest-bearing liabilities 1.18 1.19 1.19 1.22 1.37
Nonperforming loans and foreclosed assets as a percentage of total

assets at end of year .29% 68% — — —
Allowance for loan losses as a percentage of total loans at end of year 0.97% 1.10% 1.00% 096 % 1.00 %
Total number of banking offices 3 3 3 3 3

Jacksonville Bancorp, Inc. 4 —5




Management's Discussion and Analysis

of Financial Condition and Results of Operations

Years Ended December 31, 2004 and 2003

General

Jacksonville Bancorp, Inc. (“Bancorp”) was incorporated on October 24,
1997 and was organized to conduct the operations of The Jacksonville
Bank (the "Bank"). The Bank is a Florida state-chartered commercial
bank that opened for business on May 28, 1999, and its deposits are
insured by the Federal Deposit Insurance Corporation. The Bank
provides a variety of community banking services to businesses and
individuals in Duval County, Florida. During 2000, the Bank formed
Fountain Financial, Inc., a wholly owned subsidiary. The primary busi-
ness activities of Fountain Financial, Inc. consist of the referral of our

customers to third parties for the sale of insurance products.

Forward-Looking Statements

The following discussions contain forward-looking statements that are
based on assumptions and may describe our future plans, strategies,
and expectations. Please refer to Forward-Looking Statements at Item 1 for
further detail regarding forward-looking statements within this docu-
ment, and the risks and uncertainties that could cause actual results to

differ materially from those anticipated by such statements.

Business Strategy

Our primary business segment is community banking and consists of
attracting deposits from the general public and using such deposits and
other sources of funds to originate commercial business loans, commer-
cial real estate loans, residential mortgage loans and a variety of
consumer loans. We also invest in mortgage-backed securities and
securities backed by the United States Government, and agencies

thereof, as well as other securities.

Our goal is to sustain profitable, controlled growth by focusing
on increasing our loan and deposit market share in the Northeast
Florida market by developing new financial products, services and
delivery channels; closely managing vields on earning assets and rates
on interest-bearing liabilities; focusing on noninterest income opportu-
nities, controlling the growth of noninterest expenses and maintaining

strong asset quality.

Executive Overview

Our net income was $1.3 million in 2004 as compared to $1.0 million in
2003, an increase of $331,000, or 33.0%. Our diluted earnings per
share were $0.79 in 2004 as compared to $0.67 in 2003, an increase of
$0.12 per diluted share, or 17.9%. Return on average assets and return
on average equity were 0.66% and 8.84%, respectively, in 2004 com-
pared to 0.64% and 7.80%, respectively, in 2003. The following were
significant factors related to 2004 results as compared to 2003.

In the fourth quarter of 2003, the Company charged-off two large
loans. As these losses occurred in 2003, a substantial provision for loan
losses specifically related to these two loans was required for 2003. The
Company had no substantial charge-offs in 2004. The provision for
loan losses was $282,000 in 2004 as compared to $1.6 million for 2003,
a decrease of $1.3 million, or 82.2%. Offsetting these charge-offs in the
fourth quarter of 2003 was a $850,000 litigation settlement resulting from

a lessor's noncompliance with certain provisions of a lease agreement.

Interest income was $10.9 million in 2004 as compared to $8.7 million
in 2003, an increase of $2.13 million, or 24.4%, primarily due to an
increase in 2004 of $44.8 million in interest-earning assets compared to
2003, however, the net interest margin decreased by 19 basis points
primarily due to the yield on securities. Management executed a plan
during 2004 to mitigate extension risk within the securities portfolio
by shortening the duration thereby resulting in a reduction from 5.62%
in 2003 to 4.70% in 2004, a decrease of 92 basis points.

During 2004, we recorded strong growth in both residential and com-
mercial real estate loans. During the year, residential real estate loans
increased by $10.1 million, or 27.5%, while commercial real estate loans
increased by $29.1 million, or 34.4%. Total loans increased by $37.4
million, or 24.5%.

Total deposits increased by $42.7 million, or 26.9%, during 2004. The

following are changes in the deposit categories:

— Noninterest bearing deposits increased $4.4 million, or 18.7%.
This is primarily due to an increase in commercial deposits of
$5.9 million, or 32.3%.

— NOW deposits increased by $7.0 million, or 190.7%. This is
primarily due to an increase in IOTA deposits of $6.4 million,
or 282.7%.

— Money market deposits increased by $61.6 million, or 838.4%.
This is primarily due to the creation of the WOW money market
account, offering a variable interest rate. Consequently, the cer-
tificate of deposit portfolio declined by $29.4 million, or 27.1%.
The Company’s management decided to pursue local deposits
more aggressively by offering deposit products that were better
than our competitors in an effort to attract core deposits, while
not being as aggressive in the National CD market as the
Company was in 2003.




A significant amount of capital was raised during the year. On June 17,
2004, the Company participated in a pooled offering of trust preferred
securities, issuing $4 million. The Company has elected to treat this
subordinated debt as Tier 1 capital. In addition, all remaining stock
warrants resulting from a 2002 offering, which were set to expire on
September 30, were exercised, resulting in additional capital of $2.9 mil-
lion. The Company intends to utilize this additional capital to support

its continuing growth.

On October 8, 2004, the Company moved its corporate headquarters
two blocks to the heart of downtown Jacksonville, Florida. Including a
branch facility, the Company occupies 14,815 square feet in a landmark
site at the corner of Laura and Forsyth Streets. The Company has entered
into a ten-year lease with an additional five, five-year renewal options.
This move further supports the Company’s commitment to building a

strong foundation for future growth.

Critical Accounting Policies

A critical accounting policy is one that is both very important
to the portrayal of the Company's financial condition and requires
management's most difficult, subjective or complex judgments. The
circumstances that make these judgments difficult, subjective or
complex have to do with the need to make estimates about the effect of
matters that are inherently uncertain. Based on this definition, the
Company's primary critical accounting policy is the establishment and

maintenance of an allowance for loan loss.

The allowance for loan loss is established through a provision for loan
loss charged to expense. Loans are charged against the allowance
for loan loss when management believes that the collectibility of
the principal is unlikely. The allowance is an amount that management
believes will be adequate to absorb inherent losses on existing
loans that may become uncollectible based on evaluations of the
collectibility of the loans. The evaluations take into consideration such
objective factors as changes in the nature and volume of the loan
portfolio and historical loss experience. The evaluation also considers
certain subjective factors such as overall portfolic quality, review of

specific problem loans and current economic conditions that may

affect the borrowers' ability to pay. The level of the allowance for loan
loss is also impacted by increases and decreases in loans outstanding,
because either more or less allowance is required as the amount of
the Company's credit exposure changes. To the extent actual loan
losses differ materially from management's estimate of these subjective
factors, loan growth/run-off accelerates, or the mix of loan types
changes, the level of the provision for loan loss, and related allowance

can, and will, fluctuate.

Securities

The securities portfolio is categorized as either "held to maturity,”
“available for sale,” or “trading.” Securities held to maturity represent
those securities which the Bank has the positive intent and ability to
hold to maturity. Securities available for sale represent those invest-
ments which may be sold for various reasons, including changes in
interest rates and liquidity considerations. These securities are reported
at fair market value and unrealized gains and losses are excluded from
earnings and reported in accumulated other comprehensive income
(loss). Trading securities are held primarily for resale and are recorded
at their fair values. Unrealized gains or losses on trading securities are
included immediately in earnings. During 2004 and 2003, the Bank had

no trading securities.

The following table sets forth the amortized costs and fair value of our

securities portfolio (dollars in thousands):

At December 31, 2004 At December 31, 2003

Amortized Fair Amortized Fair
Cost Value Cost Value
Securities available for sale:
U.S. Government agency
securities $ 8,295 $ 8,116 $14,089 $14,006
Mortgage-backed
securities 14,369 14,325 2,769 2,774
State and municipal
securities 686 684 — _
Total $23,350 $23,125 $16,858 $16,780
Security held to maturity:
State of Israel bond $ 50 $§ 50 $§ 50 § 50
Jacksonville Bancorp, Inc. 6—-7




Management's Discussion and Analysis
of Financial Condition and Results of Operations (ontined)

The following table sets forth, by maturity distribution, certain information pertaining to the securities (dollars in thousands):

After | year

After 5 years

Within 1 Year Within 5 years Within 10 years After 10 years
At December 31, 2004 Amount Yield Amount Yield Amount Yield Amount Yield
Securities available for sale:
LS. Government agency securities $§ — — $2,485 2.78% $3,244 4.53% $ 2,387 5.00%
Mortgage-backed securities — —_ 2,121 3.96% 2,165 4.15% 10,039  3.54%
State and municipal securities 684 1.86% — — — — — —
Total $ 684 1.86% $4,606  3.32% $5,409  4.38% $12,426 3.82%
Security held to maturity:
State of Israel bond $ 50 7.50%
Total $ 50 7.50%

Loan Portfolic Composition

Totals
At December 31, 2004 Amount  Yield Commercial real estate loans comprise the largest group of loans in our
Securities available for sale: portfolio amounting to $121.5 million, or 64.9% of the total loan portfo-
U.S. Government agency securities $ 8116 4.13% lio, at December 31, 2004, increasing from $93.9 million, or 61.5%, at
Mortgage-backed securities 14,325 3.69 December 31, 2003. Residential real estate loans comprise the second
State and municipal securities 684 1.86 . . . 1
largest group of loans in the portfolio, amounting to $46.7 million, or
Total $23,125  379% 24.6% of the total loan portfolio, at December 31, 2004, as compared to
Security held to maturity: $36.6 million, or 24.0%, at December 31, 2003. As of December 31, 2004,
State of Israel bond $ 50 7.50% commercial loans amounted to $15.9 million, or 8.4% of total loans, which
Total § 50 7.50% were $16.4 million, or 10.8%), at December 31, 2003. The following table
sets forth the composition of our loan portfolio (dollars in thousands):
At December 31,
2004 2003 2002 2001 2000
% of % of % of % of % of
Amount Total Amount Total Amount Total Amount  Total Amount  Total
Commercial real estate $121,542 64.9% $ 93,899 61.5% $ 63,520 57.7%  $26,159 38.0% $ 7254 21.0%
Commercial 15,855 8.3 16,443 108 16,648  15.1 25,105 365 18,078  52.4
Residential real estate 46,663 24.6 36,594 24.0 25,825 235 13,595 19.8 5,748 16.7
Consumer and other 6,013 3.2 5,729 3.7 4,057 3.7 3,917 57 3,417 9.9
$190,073 100.0%  $152,665 100.0% $110,050 100.0% $68,776 100.0%  $34,497 100.0%
Add (deduct):
Allowance for loan losses (1,843) (1,679) (1,100) (657) (344)
Net deferred (fees) costs (93) (10) (17) 15 30
Loans, net $188,137 $150,976 $108,933 $68,134 $34,183
The following table reflects the contractual principal repayments by period of our loan portfolio at December 31, 2004 (in thousands):
Commercial Residential
Commercial Real Estate Mortgage Consumer
Years Ending December 31, Loans Loans Loans Loans Total
Less than 1 year $11,514 $ 22,309 $ 8,347 $3,002 $ 45,172
1-5 years 3,453 68,168 7,949 2,431 82,001
Greater than 5 years 888 31,065 30,367 580 62,900
Total $15,855 $121,542 $46,663 $6,013 $190,073




Of the total loan portfolio at December 31, 2004, 60.6% have variable
interest rates and 39.4% have fixed interest rates. Of the $144.9 million
of loans due after 2005, 49.4% have fixed interest rates and 50.6% have
adjustable interest rates.

Scheduled contractual principal repayments of loans do not reflect the
actual life of such assets. The average life of loans is substantially less
than their average contractual terms due to prepayments. In addition,
due-on-sale clauses on loans generally give us the right to declare a
conventional loan immediately due and payable in the event, among
other things, that the borrower sells real property subject to a mort-
gage and the loan is not repaid. The average life of mortgage loans
tends to increase, however, when current mortgage loan rates are sub-
stantially higher than rates on existing mortgage loans and, conversely,
decrease when rates on existing mortgages are substantially higher

than current mortgage loan rates.

Credit Risk

Our primary business is making commercial, real estate, business, and
consumer loans. That activity entails potential loan losses, the magnitude
of which depends on a variety of economic factors affecting borrowers
which are beyond our control. While the Company has instituted under-
writing guidelines and credit review procedures to protect it from avoid-
able credit losses, some losses will inevitably occur. At December 31,
2004, the Company had nonperforming assets of $654,000, of which
there were no amounts past due 90 days or more but still accruing
interest. In addition, it charged off loans totaling $130,000 in 2004.

Loans are placed on nonaccrual status when management has concerns
relating to the ability to collect the loan principal and interest and gen-
erally when such loans are 90 days or more past due. A loan is consid-
ered impaired when it is probable that not all principal and interest
amounts will be collected according to the loan contract. The follow-
ing table sets forth certain information regarding nonaccrual loans,
including the ratio of such loans to total assets as of the dates indicated

(dollars in thousands)

At December 31,

2004 2003 2002 2001 2000

Nonperforming loans:

Commercial loans $413 $596 $442 § — $ —
Residential real estate loans 33 130 409 99 —
Consumer loans and other 208 — — 2 —

Total nonperforming loans $ 654 $726 $851 $101 $ —

Total nonperforming loans

to total assets 0.29% 041% 0.65% 0.i2% 0.00%

In addition to the nonperforming loans identified above, the Company
has identified $499,526 in additional potential problem loans at Decem-

ber 31, 2004 through its ongoing loan review process.

Allowance and Provision for Loan Losses

The allowance for loan losses is a valuation allowance for credit losses
in the loan portfolio. During 2004, management adopted a new method-
ology to properly analyze and determine an adequate loan loss allowance.
The analysis is based on sound, reliable and well documented informa-
tion and is designed to support an allowance that is adequate to absorb

all estimated incurred losses in the Company's loan and lease portfolio.

Due to their similarities, the Company has grouped the loan portfolio
into three components. The components are residential real estate,
consumer loans and commercial loans. The Company has created a loan
classification system to properly calculate the allowance for loan losses.

In estimating the overall exposure to loss on impaired loans, the
Company has considered a number of factors, including the borrower's
character, overall financial condition, resources and payment record,
the prospects for support from any financially responsible guarantors,

and the realizable value of any collateral.

The Company also considers other internal and external factors when
determining the allowance for loan losses. These factors include, but
are not limited to, changes in national and local economic conditions,
commercial lending staff limitations, impact from lengthy commercial
loan workout and charge-off period, loan portfolio concentrations and

trends in the loan portfolic.

Senior management and the Board of Directors review this calculation
and the underlying assumptions on a routine basis not less frequently

than quarterly.

The allowance for loan losses amounted to $1.8 million and $1.7 mil-
lion at December 31, 2004 and December 31, 2003, respectively. Based
on an analysis performed by management at December 31, 2004, the
allowance for loan losses is considered to be adequate to cover estimated
loan losses in the portfolio as of that date. However, management's
judgment is based upon a number of assumptions about future events,
which are believed to be reasonable, but which may or may not prove
valid. Thus, there can be no assurance that charge-offs in future periods
will not exceed the allowance for loan losses or that significant addi-

tional increases in the allowance for loan losses will not be required.

Jacksonville Bancorp, Inc.




Management’s Discussion and Analysis
of Financial Condition and Results of Operations (conirui)

The following table sets forth information with respect to activity in the allowance for loan losses for the periods indicated (dollars in thousands):

Year Ended December 3t,

2004 2003 2002 2001 2000
Allowance at beginning of year $1,679 $1,100 $ 657 $344 $ 80
Charge-offs:
Consumer loans — — _ 30 _
Commercial real estate — 171 — — _
Commercial loans 130 780 _ — —_—
Residential real estate — 52 — — —_
130 1,003 — — _
Recoveries:
Consumer loans — — — —
Commercial real estate — _ — — _
Commercial loans 12 2 — —
Residential real estate — - — — —
12 2 — — _
Net charge-offs 118 1,001 — 30 —
Provision for loan losses charged to operating expenses 282 1,580 443 343 264
Allowance at end of year $1,843 $1,679 $1,100 $657 $344
Ratio of net charge-offs to average loans outstanding 0.07% 0.76% 0.00% 0.06% 0.00%
Allowance as a percent of total loans 0.97% 1.10% 1.00% 0.96% 1.00%

The following table presents information regarding the total allowance for loan losses as well as the allocation of such amounts to the various cate-

gories of loans (dollars in thousands):

At December 31,

2004 2003 2002 2001 2000
% of % of % of % of % of
Loans Loans Loans Loans Loans
to Total to Total to Total to Total to Total
Amount Loans Amount Loans Amount Loans Amount Loans Amount Loans
Commercial real estate $ o979 64.9% § 413 61.5% $ 254 57.7% $222 38.0% $ 55 21.0%
Commercial 380 8.3 265 10.8 330 15.1 239 36.5 98 524
Residential real estate 425 24.6 166 24.0 134 235 62 19.8 22 16.7
Consumer and other 59 3.2 45 3.7 30 3.7 33 57 27 9.9
Unallocated general allowance — — 790 — 352 — 101 — 142 —_
Total allowance for loan losses $1,843  100.0% $1,679 100.0% $1.100 100.0% $657 100.0% $344 100.0%
Allowance for loan losses as a percentage
of total loans outstanding 0.97% 1.10% 1.00% 0.96% 1.00%

As discussed previously, management revised its valuation process during 2004. This change in methodology resulted in the unallocated portion of

the allowance for loan losses at December 31, 2003 being more precisely allocated between the Company’s individual loan categories as shown above.




Deposits and Other Sources of Funds

General. In addition to deposits, the sources of funds available for
lending and other business purposes include loan repayments, loan
sales, federal funds purchased lines of credit, and securities sold under
agreements to repurchase. Loan repayments are a relatively stable
source of funds, while deposit inflows and outflows are influenced
significantly by general interest rates and money market conditions.
Borrowings may be used on a short-term basis to compensate for reduc-
tions in other sources, such as deposits, or due to favorable differentials

in rates and other costs.

Deposits. Deposits are attracted principally from our primary

geographic market areas in Duval County, Florida. The Bank also

enhanced its geographical diversity by offering certificates of deposits
nationally to other financial institutions. The Bank offers a broad selec-
tion of deposit products, including demand deposit accounts, NOW
accounts, money market accounts, regular savings accounts, term
certificates of deposit, and retirement savings plans (such as IRAs).
Certificate of deposit rates are set to encourage longer maturities as
cost and market conditions will allow. Deposit account terms vary, with
the primary differences being the minimum balance required, the time
period the funds must remain on deposit, and the associated interest
rates. Management holds monthly ALCO and intermittent pricing
meetings when economic conditions dictate. The Bank emphasizes
commercial banking relationships in an effort to increase demand

deposits as a percentage of total deposits.

The following table shows the distribution of, and certain other information relating to, our deposit accounts by type (dollars in thousands):

2004 2003 2002
Average Average Average Average Average Average
Balance Rate Paid Balance Rate Paid Balance Rate Paid
Demand deposits $ 22,607 0.00% $ 19,088 0.00% $13,744 0.20%
NOW deposits 7,980 0.14 4,024 0.17 2,545 0.47
Money market deposits 41,888 2.37 5,744 1.36 3,357 1.97
Savings deposits 13,817 1.25 16,384 1.31 19,363 2.58
Time deposits 98,391 2.69 97,235 2.86 58,729 3.70
Total deposits $184,683 2.07% $142,395 2.16% $97,738 2.81%
Jurnbo certificates ($100,000 and over) mature as follows (in thousands):
At December 31,
2004 2003
Due three months or less $ 3272 $10,776
Due more than three months to six months 5,503 7,095
More than six months to one year 5,943 9,501
One to five years 6,186 10,162
$20,904 $37.534
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Management’s Discussion and Analysis

of Financial Condition and Results of Operations (o)

Liquidity

Qur Board establishes policies and analyzes and manages liquidity to
ensure that adequate funds are available to meet normal operating
requirements in addition to unexpected customer demands for funds,
such as high levels of deposit withdrawals or loan demand, in a timely
and cost-effective manner. The most important factor in the preserva-
tion of liquidity is maintaining public confidence that facilitates the
retention and growth of a large, stable supply of core deposits and
wholesale funds. Ultimately, public confidence is generated through
profitable operations, sound credit quality and a strong capital position.
Liquidity management is viewed from a long-term and a short-term per-
spective as well as from an asset and liability perspective. We monitor
liquidity through a regular review of loan and deposit maturities and

loan and deposit forecasts to minimize funding risk.

The primary source of liquidity includes deposits and an existing line
of $33.5 million with the FHLB of Atlanta along with lines with corre-
spondent banks totaling $28.2 million. The Bank also has the ability to

convert assets (i.e., marketable securities) into cash or access new or

existing sources of incremental funds if the need should arise.

The primary source of cash during 2004 was net deposit inflows of
$42.6 million. Cash was used primarily to originate loans, purchase
securities and repay other borrowings. At December 31, 2004, the
Bank had outstanding commitments to borrowers for available lines and

letters of credit totaling $24.5 million and $1.0 million, respectively.

Regulatory Capital Requirements

The Bank is required to meet certain minimum regulatory capital require-
ments. Quantitative measures established by regulation to ensure capital
adequacy require us to maintain minimum amounts and percentages of
total and Tier 1 capital (as defined in the regulations) to risk weighted
assets {as defined), and of Tier 1 capital (as defined) to average assets
(as defined). As of December 31, 2004, the Bank and Company met all
capital adequacy requirements to which they were subject. The regula-
tory capital minimums and the Company'’s and Bank's actual data for the
indicated periods are set forth in the table below (dollars in thousands):

To Be Well
Capitalized Under

For Capital Prompt Corrective
Actual Adequacy Purposes Action Provisions
Amount Ratio Amount Ratio Amount Ratio
2004
Total Capital to risk weighted assets
Consolidated $23,787  12.15% $15,662 8.00% N/A N/A
Bank 19,781  10.11 15,651  8.00 $19,564 10.00%
Tier 1 (Core) Capital to risk weighted assets
Consolidated 21,944  11.21 7,831 4.00 N/A N/A
Bank 17,938  9.17 7,826  4.00 11,738 6.00
Tier 1 (Core) Capital to average assets
Consolidated 21,944 10.09 8,699  4.00 N/A N/A
Bank 17,938  8.24 8,704  4.00 10,880  5.00
2003
Total Capital to risk weighted assets
Consolidated $ 15,135 9.96% $ 12,157 8.00% N/A N/A
Bank 14,405  9.50 12,133 8.00 $ 15,166  10.00%
Tier 1 (Core) Capital to risk weighted assets
Consolidated 13,456 8.85 6,078 4.00 N/A N/A
Bank 12,726 8.39 6,066 4.00 9,100 6.00
Tier 1 (Core) Capital to average assets
Consolidated 13,456 7.85 6,854 4.00 N/A N/A
Bank 12,726 7.45 6,835  4.00 8,544  5.00



Market Risk

Market risk is the risk of loss from adverse changes in market prices and
rates. Our market risk arises primarily from interest rate risk inherent in
lending and deposit taking activities. To that end, we actively monitor
and manage interest rate risk exposure. The measurement of market
risk associated with financial instruments is meaningful only when all
related and offsetting on- and off-balance-sheet transactions are aggre-
gated and the resulting net positions are identified. Disclosures about
the fair value of financial instruments, which reflect changes in market
prices and rates, can be found in Note 7 of the Notes to Consolidated

Financial Statements.

The Bank's primary objective in managing interest rate risk is to mini-
mize the adverse impact of changes in interest rates on net interest
income and capital, while adjusting our asset-liability structure to obtain
the maximum yield-cost spread on that structure. Reliance is primarily
made on our asset-liability structure to control interest rate risk. How-
ever, a sudden and substantial change in interest rates may adversely
impact earnings, to the extent that the interest rates borne by assets and
liabilities do not change at the same speed, to the same extent, or on the

same basis. The Bank does not engage in trading activities.

Impact of Inflation and Changing Prices

The financial statements and related data presented herein have been
prepared in accordance with generally accepted accounting principles,
which require the measurement of financial position and operating
results in terms of historical dollars, without considering changes
in the relative purchasing power of money over time due to inflation.
Unlike most industrial companies, substantially all of our assets
and liabilities are monetary in nature. As a result, interest rates have
a more significant impact on our performance than the effects of
general levels of inflation. Interest rates do not necessarily move in the
same direction or in the same magnitude as the prices of goods and
services, since such prices are affected by inflation to a larger extent

than interest rates.

Off-Balance Sheet Arrangements and Contractual Obligations

The Company is a party to financial instruments with off-balance sheet
risk in the normal course of business to meet the financing needs of its
customers. These financial instruments are commitments to extend
credit, unused lines of credit, and standby letters of credit, and may
involve, to varying degrees, elements of credit and interest rate risk in
excess of the amount recognized in the consolidated balance sheet. The
contract amounts of these instruments reflect the extent of involvement

the Company has.

The Company's exposure to credit loss in the event of nonperformance
by the other party to the financial instrument for commitments to
extend credit is represented by the contractual amount of those
instruments. The Company uses the same credit policies in making

commitments as for on-balance sheet instruments.

Commitments to extend credit are agreements to lend to a customer
as long as there is no violation of any condition established in the
contract. Commitments generally have fixed expiration dates or other
termination clauses and may require payment of a fee. Since some of
the commitments are expected to expire without being drawn upon,
the total commitment amounts do not necessarily represent future cash
requirements. The Company evaluates each customer's credit worthi-
ness on a case-by-case basis. The amount of collateral obtained, if
deemed necessary by the Company upon extension of credit, is based

on management’s credit evaluation of the counterparty.

Standby letters of credit are conditional commitments issued by the
Company to guarantee the performance of a customer to a third party.
The credit risk involved in issuing letters of credit is essentially the

same as that involved in extending loans to customers.

The following is a summary of the Company's contractual obligations,
including certain on-balance sheet obligations, at December 31, 2004

(in thousands):

Payments Due by Period

Less than  1-3 3-5  More than

Contractual Obligations Total 1 Year Years  Years 5 Years
Subordinated debt $ 4000 $§ — $— $§— $4,000
Operating leases 3,328 251 609 694 1,774
Standby letters of credit 1,045 1,045 — — —
Unused line of

credit loans 24,512 24,512 — — —
Total ' $32,885 $25808 $609  $694 $5,774

Asset-Liability Structure

As part of its asset and liability management, the Bank has emphasized
establishing and implementing internal asset-liability decision processes
as well as communications and control procedures to aid in enhancing
its earnings. It is believed that these processes and procedures provide
the Bank with better capital planning, asset mix and volume controls,
loan pricing guidelines, and deposit interest rate guidelines, which

should result in tighter controls and less exposure to interest rate risk.
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Management'’s Discussion and Analysis

of Financial Condition and Results of Operations (ontimed)

The matching of assets and liabilities may be analyzed by examining the
extent to which such assets and liabilities are interest rate sensitive and
by monitoring an institution's interest rate sensitivity gap. An asset or
liability is said to be interest rate sensitive within a specific time period
if it will mature or reprice within that time period. The interest rate
sensitivity gap is defined as the difference between interest-earning
assets and interest-bearing liabilities maturing or repricing within a
given time period. The gap ratio is computed as rate sensitive assets
less rate sensitive liabilities as a percentage of total assets. A gap is
considered positive when the total of rate sensitive assets exceeds rate
sensitive liabilities. A gap is considered negative when the amount of
rate sensitive liabilities exceeds rate sensitive assets. During a period of
rising interest rates, a negative gap would be expected to adversely affect
net interest income, while a positive gap should result in an increase in

net interest income, During a period of falling interest rates, a negative

gap would be expected to result in an increase in net interest income,

while a positive gap should adversely affect net interest income.

In order to minimize the potential for adverse effects of material and
prolonged changes in interest rates on the results of operations, the
Bank continues to monitor asset and liability management policies
to appropriately match the maturities and repricing terms of
interest-earning assets and interest-bearing liabilities. Such policies
have consisted primarily of: (1) emphasizing the origination of
variable-rate loans; (2) maintaining a stable core deposit base; and

(3) maintaining a sound level of liquid assets (cash and securities).

The following table sets forth certain information relating to our
interest-earning assets and interest-bearing liabilities at December 31,
2004 that are estimated to mature or are scheduled to reprice within
the period shown (dollars in thousands):

QOver 3 Over 5
Months Over 6 Over 1 Years
3 Months to 6 Months Year to to 10 Over 10
or Less Months to 1 Year 5 Years Years Years Total
Loans®:
Variable rate $114,316 $ 77 $ — b S) $ - 8 — $115,179
Fixed rate 1,450 43 1,919 41,659 17,830 11,993 74,894
Total loans (net of deferred fees) 115,766 814 1,919 41,751 17,830 11,993 190,073
Securities: 95 299 290 4,656 5,409 12,426 23,175
Federal funds sold 2,020 — — —_ — — 2,020
Federal Home Loan Bank stock 353 — — — — — 353
Total rate sensitive assets $118,234 $ 1,113 $ 2209 $46,407 $23,239 $24,419 $215,621
Deposit accounts:
NOW deposits 10,725 — — — —_ — 10,725
Money market accounts 68,926 — — — — — 68,926
Savings deposits 14,673 — — — — — 14,673
Time deposits 20,526 15,681 17,678 25,132 68 — 79,085
Total deposit accounts 114,850 15,681 17,678 25,132 68 — 173,409
Subordinated debt 4,000 — — — —_ — 4,000
Total rate sensitive liabilities $118,850 $ 15,681 $ 17,678 $25,132 $ 68 $ — $177,409
Gap repricing difference § (616) $(14,568) $(15,469) $21,275 $23,171 $24,419 $ 38212
Cumulative gap $ (616) $(15,184) $(30,653) $(9,378) $(7,482) $15,041
Cumulative gap to total assets 0.29)% (7.04)% (14.22)% (4.35)% (3.47)% 6.98%

(W ariable rate loans are included in the period in which the interest rates are next scheduled to adjust rather than in the period in which the loans mature. Fixed rate loans are scheduled, including repayments, according to

their contractual maturities.




Results of Operations

Our operating results depend primarily on our net interest income,
which is the difference between interest income on interest-earning
assets and interest expense on interest-bearing liabilities, consisting pri-
marily of deposits. Net interest income is determined by the difference
between yields earned on interest-earning assets and rates paid on
interest-bearing liabilities (“interest rate spread”) and the relative
amounts of interest-earning assets and interest-bearing liabilities. Qur
interest rate spread is affected by regulatory, economic, and competi-
tive factors that influence interest rates, loan demand, and deposit

flows. In addition, our net earnings are also affected by the level of

nonperforming loans and foreclosed assets, as well as the level of nonin-
terest income and noninterest expense, such as salaries and employee

benefits, occupancy and equipment costs, and income taxes.

The following table sets forth, for the periods indicated, information
regarding: (1) the total dollar amount of interest and dividend income
from interest-earning assets and the resultant average vield; (2) the total
dollar amount of interest expense on interest-bearing liabilities and the
resultant average costs; (3) net interest/dividend income; (4) interest
rate spread; and (5) net interest margin. Average balances are based on

average daily balances (dollars in thousands):

Year Ended December 31,

2004 2003 2002
Interest Average Interest Average Interest Average
Average and Yield/ Average and Yield/ Average and Yield/
Balance  Dividends Rate Balance Dividends Rate Balance Dividends Rate
Interest-earning assets:
Loans" $167,100 $ 9,886 5.92% $131,500 § 7816 5.94% $ 89,043 $6,016 6.76%
Securities 18,722 880 4.70 15,956 897 5.62 10,153 649 6.39
Other interest-earning assets™ 7,908 92 1.16 1,510 16 1.06 1,918 34 1.77
Total interest-earning assets $193,730 $10,858 5.60 $ 148,966 $ 8,729 5.86 $101,114 $6,699 6.63
Noninterest-earning assets 8,909 8,733 8,611
Total assets $202,639 $157,699 $109,725
Interest-bearing liabilities:
Savings deposits 13,817 173 1.25 16,384 214 1.31 19,363 500 2.58
NOW deposits 7,980 11 14 4,024 7 0.17 2,545 12 0.47
Money market deposits 41,888 991 2.37 5,744 78 1.36 3,357 66 1.97
Time deposits 98,391 2,650 2.69 97,235 2,779 2.86 58,729 2,172 370
Other borrowings 2,405 103 4.28 1,948 33 1.69 678 13 1.92
Total interest-bearing liabilities 164,481 3,928 2.39 125,335 3,111 2.48 84,672 2,763 3.26
Noninterest-bearing liabilities 23,049 19,490 14,248
Shareholders’ equity 15,109 12,874 10,805
Total liabilities and
shareholders’ equity $202,639 $157,699 $109,725
Net interest/dividend income $ 6,930 $ 5618 $3,936
Interest rate spread® 3.21% 3.38% 3.37%
Net interest margin'® 3.58% 3.77% 3.89%
Ratio of average interest-earning
assets to average interest-bearing
liabilities 1.18 1.19 1.19
MAverage loan balances include nonaccrual loans.
Bncludes federal funds sold.
lnterest rate spread represents the difference between the average yield on interest-earning assets and the average cost of interest-bearing liabilities.
WNet interest margin is net interest income divided by average interest-earning assets.
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Management's Discussion and Analysis

of Financial Condition and Results of Operations (conined)

Rate/Volume Analysis

The following table sets forth certain information regarding changes in
interest income and interest expense for the periods indicated. For each
category of interest-earning assets and interest-bearing liabilities,
information is provided on changes attributable to (1) changes in rate
(change in rate multiplied by prior volume), (2) changes in volume (change
in volume multiplied by prior rate) and (3) changes in rate-volume

(change in rate multiplied by change in volume); dollars are in thousands:

Years Ended December 31, 2004 vs. 2003:

Increase {Decrease) Due to®

Rate Volume Total
Interest-earning assets:
Loans $ (36) $2,106 $2,070
Securities (159) 142 (17)
Other interest-earning assets 2 74 76
Total (193) 2,322 2,129
Interest-bearing liabilities:
Savings, money-market and NOW deposits 85 791 876
Time deposits (162) 33 (129)
QOther borrowings 61 9 70
Total (16) 833 817
Net change in net interest income $(177) $1,489 $1,312

Years Ended December 31, 2003 vs. 2002:

Increase {Decrease) Due to!”

Rate Volume Total
Interest-earning assets:
Loans $(793) $ 2,593 $ 1,800
Securities (86) 334 248
Other interest-earning assets (18) (6) (12)
Total (891) 2,921 2,030
Interest-bearing liabilities:
Savings, money-market and NOW deposits (256) (23) (279)
Time deposits (577) 1,184 607
Other borrowings 2) 22 20
Total (835) 1,183 348
Net change in net interest income $ (56) $ 1,738 $ 1,682

UThe change in interest due to both rate and volume has been allocated to the
volume and rate components in proportion to the relationship of the dollar amounts
of the absolute change in each.

Year ended December 31, 2004 compared to year ended December
31, 2003

General. Net earnings for the year ended December 31, 2004 was
$1.34 million, or $.86 per basic share, and $.79 per diluted share com-
pared to a net earnings of $1.0 million, or $.68 per basic and $.67 per
diluted share in 2003.

Interest Income and Expense. Interest income totaled $10.9 million
for the year ended December 31, 2004, compared to $8.7 million in
2003. Interest earned on loans was $9.9 million in 2004, compared to
$7.8 million in 2003. This increase resulted primarily from an increase
in the average loan portfolio balance from $131.5 million for the
year ended December 31, 2003 to $167.1 million for the year ended
December 31, 2004, and was partially offset by a slight decrease in the
weighted average yield from 5.94% for 2003 to 5.92% for 2004.

Interest on securities was $880,000 for the year ended December 31,
2004, compared to $897,000 for the year ended December 31, 2003.
This decrease resulted primarily from a plan executed by management
to mitigate extension risk within the securities portfolio by shortening
the duration. This, along with called securities, resulted in an overall
decline in the portfolio yield of 92 basis points.

Interest expense on deposit accounts amounted to $3.8 million for the
year ended December 31, 2004, compared to $3.1 million in 2003. The
increase resulted from an increase in the average balance of interest-
bearing deposits from $125.3 million in 2003 to $164.5 million in 2004,
offset slightly by a decrease in the weighted average cost of interest-
bearing deposits from 2.49% in 2003 to 2.36% in 2004. Interest on other
borrowings amounted to $103,000 for the year ended December 31,
2004, with a weighted average cost of 4.28%. In June of 2004, the
Company issued $4.0 million of trust preferred securities priced at
3-month LIBOR plus 263 basis points.

Provision for Loan Losses. The provision for loan losses is charged
to earnings to bring the total allowance to a level deemed appropriate by
management and is based upon the volume and type of lending conducted
by the Company, the amount of nonperforming loans, and general eco-
nomic conditions, particularly as they relate to the Company's market
areas, and other factors related to the collectibility of the Company’s
loan portfolio. The provision for the year ended December 31, 2004 was
$282,000 compared to $1.6 million in 2003. The decrease for 2004 was
due to specific allowances and charge-offs during 2003 partially offset
by growth in the loan portfolio. Management believes that the allow-
ance for loan losses of $1.8 million at December 31, 2004 is adequate.

Noninterest Income. Noninterest income decreased to $767,000 for
the year ended December 31, 2004, compared to $1.6 million for the
year ended December 31, 2003. The year-to-year change included two
one-time events. First was an $850,000 litigation settlement received




in 2003. The litigation settlement resulted from a lessor’s noncompli-
ance with certain provisions of a lease agreement. Second was a $68,000
loss on the disposal of premises and equipment. The loss was due to the
relocation of the corporate headquarters during the fourth quarter.
Partially offsetting the decrease in noninterest income from 2003 to
2004 were increases in fees and service charges on deposit accounts. The
increases arose primarily from growth in the number of new deposit
accounts, including accounts generated from the successful WOW
account campaign conducted during the second quarter of 2004.

Other Expense. Other expense totaled $5.3 million for the year ended
December 31, 2004, compared to $4.0 million in 2003. The increase
resulted primarily from an increase in salaries and employee benefits
expense of $572,000, an increase in professional fees of $211,000, an
increase in advertising of $204,000, an increase in occupancy expense
of $175,000 and an increase in other expense of $110,000. The increase
in salaries resulted mainly from a number of staff increases, such as a risk
manager, a human resource director and a financial controller, all con-
sidered important in supporting the continuing growth of the Company.
There were also a number of additions to staff in our customer contact
areas. The increase in advertising expense was primarily associated
with the successful WOW account campaign which was designed to
significantly change the mix of deposits from fewer certificates of
deposits to more money market accounts. The increase in professional
fees was primarily associated with the ongoing strengthening of our
infrastructure and providing for the more stringent reporting require-
ments set forth by the Sarbanes-Oxley Act of 2002.

Income Taxes. Income taxes for the year ended December 31, 2004,
was $806,000 (an effective rate of 37.6%) compared to $613,000 in
2003 (an effective rate of 37.9%).

Year ended December 31, 2003 compared to year ended December
31, 2002

General. Net earnings for the year ended December 31, 2003, was
$1.4 million, or $.68 per basic share, and $.67 per diluted share
compared to a net earnings of $584,000, or $.44 per basic and diluted
share in 2002.

Interest Income and Expense. laterest income totaled $8,729,000 for
the year ended December 31, 2003, compared to $6.7 million in 2002.
Interest earned on loans was $7.8 million in 2003, compared to $6.0
million in 2002. This increase resulted primarily from an increase in
the average loan portfolio balance from $89.0 million for the year
ended December 31, 2002 to $131.5 million for the year ended Decem-
ber 31, 2003, and was partially offset by a decrease in the weighted
average yield from 6.76% for 2002 to 5.94% for 2003.

Interest on securities was $897,000 for the year ended December 31,
2003, compared to $649,000 for the year ended December 31, 2002.
This increase resulted primarily from an increase in the average invest-
ment securities portfolio from $10.2 million for 2002 to $16.0 million
for 2003. Interest on federal funds sold totaled $16,000 in 2003, com-
pared to $34,000 in 2002,

Interest expense on deposit accounts amounted to $3.1 million for
the year ended December 31, 2003, compared to $2.8 million in 2002.
The increase resulted from an increase in the average balance of
interest-bearing deposits from $84.0 million in 2002 to $123.4 million
in 2003, offset by a decrease in the weighted average cost of
interest-bearing depaosits from 3.27% in 2002 to 2.49% in 2003. Interest
on other borrowings amounted to $33,000 for the year ended
December 31, 2003, with a weighted average cost of 1.69%.

Provision for Loan Losses. The provision for loan losses is charged
to earnings to bring the total allowance to a level deemed appropriate
by management and is based upon the volume and type of lending
conducted by the Company, industry standards, the amount of
nonperforming loans, and general economic conditions, particularly as
they relate to the Company's market areas, and other factors related to
the collectibility of the Company's loan portfolio. The provision for
the year ended December 31, 2003, was $1.6 million compared to
$443,000 in 2002. The increase for 2003 was due to growth in the loan
portfolio and from charge-offs and specific allowances with respect
to two commercial loans that were impaired as of December 31, 2003.
Management believes that the allowance for loan losses of $1.7 million
at December 31, 2003, is adequate.

Noninterest Income. Noninterest income increased to $1.6 million for
the year ended December 31, 2003, compared to $580,000 for the year
ended December 31, 2002. The increase primarily resulted from an
$850,000 litigation settlement received in 2003. The litigation settle-
ment resulted from a lessor’s noncompliance with certain provisions of
a lease agreement. In addition, this increase resulted from an increase
in fees and service charges on deposit accounts due to the significant
increase in the number of accounts.

Other Expense. Other expense totaled $4.0 million for the year ended
December 31, 2003, compared to $3,134,000 in 2002. The increase
resulted primarily from an increase in salaries and employee benefits
expense of $400,000, an increase in professional fees of $105,000, an
increase in occupancy expense of $81,000 and an increase in other
expense of $160,000.

Income Taxes (Benefit). Income taxes for the year ended December
31,2003 was $613,000 (an effective rate of 38%) compared to $355,000
in 2002 (an effective rate of 38%).
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Report Of Independent Registered Public Accounting Firm

Board of Directors and Shareholders
Jacksonville Bancorp, Inc.

Jacksonville, Florida

We have audited the accompanying consolidated balance sheet of
Jacksonvitle Bancorp, Inc. as of December 31, 2004, and the related
consolidated statements of income, shareholders’ equity, and cash flows
for the year then ended. These financial statements are the responsibil-
ity of the Company’'s management. Qur responsibility is to express an
opinion on these financial statements based on our audit. The accompa-
nying consolidated financial statements of Jacksonville Bancorp, Inc. as
of December 31, 2003, and for the year then ended, were audited by
other auditors whose report dated February 13, 2004, expressed an

unqualified opinion on those statements.

We conducted our audit in accordance with the standards of the Public
Company Accounting Oversight Board (United States). Those stan-
dards 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 signifi-
cant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audit provides a

reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above
present fairly, in all material respects, the financial position of the
Company as of December 31, 2004, and the results of its operations
and its cash flows for the year then ended, in conformity with U.S.

generally accepted accounting principles.

Crowe Chizek and Company LLC

Fort Lauderdale, Florida
February 18, 2005




Jacksonville Bancorp, Inc.
Consolidated Balance Sheets

At December 31,

(Dollar amounts in thousands except per share data) 2004 2003
Assets
Cash and due from banks $ 4,715 $ 3,661
Federal funds sold 2,020 233
Cash and cash equivalents 6,735 3,894
Securities available for sale 23,125 16,780
Securities held to maturity 50 50
Loans, net of allowance for loan losses of $1,843 in 2004 and $1,679 in 2003 188,137 150,976
Federal Home Loan Bank stock 353 266
Foreclosed assets, net —_ 395
Premises and equipment, net 3,985 2,940
Accrued interest receivable 973 875
Deferred income taxes 110 474
Other assets 276 217
$223,744 $176,867

Liabilities and Shareholders' Equity

Deposits
Noninterest bearing $ 27779 $ 23,394
Money market, NOW and savings deposits 94,324 26,625
Time deposits ' 79,085 108,520
Total deposits 201,188 158,539
Federal funds purchased — 4,296
Subordinated debentures 4,000 —
Other liabilities 752 625
Total liabilities 205,940 163,460

Shareholders' equity
Preferred stock, $.01 par value; 2,000,000 shares authorized; none issued or outstanding — —_
Common stock, $.01 par value; 8,000,000 shares authorized; 1,708,366 and 1,467,166 shares issued

and outstanding in 2004 and 2003 17 15
Additional paid-in capital 17,381 14,230
Retained earnings (accumulated deficit) 546 (789)
Accumulated other comprehensive income (loss) (140) {49)

Total shareholders’ equity 17,804 13,407

$223,744 $ 176,867

See accompanying notes.
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Jacksonville Bancorp, Inc.
Consolidated Statements of Income

Years Ended December 31,

{Dollar amounts in thousands except per share data) 2004 2003
Interest and dividend income
Loans, including fees $ 9,886 $7.816
Taxable securities 876 897
Tax exempt securities 4 —
Federal funds sold and other 92 16
10,858 8,729
Interest expense
Deposits 3,825 3,078
Federal funds purchased and repurchase agreements 4 33
Subordinated debentures 99 —
3,928 3,111
Net interest income 6,930 5,618
Provision for loan losses 282 1,580
Net interest income after provision for loan losses 6,648 4,038
Noninterest income
Service charges on deposit accounts 654 557
Litigation settlement —_— 850
Net gain on sales of securities 5 —_—
Net gain (loss) on sales of foreclosed assets 20 (2)
Net loss on disposal of premises and equipment (68) —
Other 156 145
767 1,550
Noninterest expense
Salaries and employee benefits 2,543 1,971
Occupancy and equipment 814 639
Data processing 400 391
Advertising and business development 399 195
Professional fees 469 258
Telephone 64 67
Courier, freight and postage 98 73
Other 487 377
5,274 3,971
Income before income taxes 2,141 1,617
Income tax expense 806 613
Net income $ 1,335 $1,004
Earnings per share:
Basic $§ 86 $ 68
Diluted $ .79 $ 67

See accompanying notes.




Jacksonville Bancorp, Inc.

Consolidated Statements of Changes in Shareholders' Equity

Years Ended December 31, 2004 and 2003

Retained Accumulated
c Stock Additional Earnings Other
ommon Stoc
Paid-In (Accumulated  Comprehensive

{Dollar amounts in thousands except per share data} Shares Amount Capital Deficit) Income (Loss) Total
Balance at January 1, 2003 1,467,066 $15 $ 14,229 $(1,793) $ 116 $ 12,567
Comprehensive income:

Net income 1,004 1,004

Change in unrealized gain (loss) on securities

available for sale, net of tax effect (165) (165)

Total comprehensive income 839
Exercise of common stock warrants 100 1 1
Balance at December 31, 2003 1,467,166 $15 $ 14230 $ (789) $ (49) $ 13,407
Comprehensive income:

Net income 1,335 1,335

Change in unrealized gain (loss) on securities available

for sale, net of reclassification and tax effects (91) (91)

Total comprehensive income 1,244
Exercise of stock options, including tax benefit of $65 16,300 230 230
Exercise of common stock warrants 224,900 2 2,921 2,923
Balance at December 31, 2004 1,708,366 $17 $17,381 $ 546 $(140) $17,804
See accompanying notes.
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Jacksonville Bancorp, Inc.
Consolidated Statements of Cash Flows

Years Ended December 31,

(Dollar amounts in thousands except per share data) 2004 2003

Cash flows from operating activities
Net income $ 1,335 $ 1,004
Adjustments to reconcile net income to net cash from operating activities

Provision for loan losses 282 1,580
Depreciation and amortization 309 278
Loss on disposal of premises and equipment 68 —
Deferred income taxes 419 613
Net amortization of deferred loan (fees) costs ©97) (25)
Net amortization (accretion) of securities 13 (14)
Net realized (gain) on sales of securities (5) —
Net realized (gain) loss on sale of foreclosed asset (20) 2

Net change in:
Other assets (158) (250)
Accrued expenses and other liabilities 191 236
Net cash from operating activities 2,337 3,424

Cash flows from investing activities

Available-for-sale securities:

Sales 3,800 —
Maturities, prepayments and calls 7,928 8,155
Purchases (18,227) (12,704)
Loan originations and payments, net (37,345) (44,266)
Additions to premises and equipment (1,421) (96)
Purchase of Federal Home Loan Bank stock, net of redemptions (87) (134)
Proceeds from sale of foreclosed assets, net 415 273
Net cash from investing activities (44,937) (48,772)
Cash flows from financing activities
Net change in deposits 42,649 48,411
Net change in federal funds purchased (4,296) 1,296
Proceeds from issuance of subordinated debt 4,000 —
Net change in other borrowings — (4,747)
Proceeds from exercise of common stock warrants 2,923 1
Proceeds from exercise of stock options 165 —_
Net cash from financing activities 45,441 44,961
Net change in cash and cash equivalents 2,841 (387)
Beginning cash and cash equivalents 3,894 4,281
Ending cash and cash equivalents $ 6,735 $ 3,894
Supplemental cash flow information:
Interest paid $ 3,939 $ 3,097
Income taxes paid 65 —

Supplemental noncash disclosures:

Transfers from loans to repossessed assets $ — $ 668

See accompanying notes.




Jacksonville Bancorp, Inc.

Notes to Consolidated Financial Statements

Dollar amounts in thousands except per share data

NOTE 1—SUMMARY OF SIGNIFICANT
ACCOUNTING POLICIES

Nature of Operations and Principles of Consolidation: The consoli-
dated financial statements include Jacksonville Bancorp, Inc. and its
wholly owned subsidiary, The Jacksonville Bank (the “Bank"), together
referred to as “the Company”. Also included is the Bank's wholly owned
subsidiary, Fountain Financial, Inc. Intercompany transactions and bal-

ances are eliminated in consolidation.

The Company provides financial services through its three offices in
Jacksonville, Duval County, Florida. lts primary deposit products are
checking, savings, and term certificate accounts, and its primary lend-
ing products are residential mortgage, commercial, and installment
loans. Substantially all loans are secured by specific items of collateral,
including business assets, consumer assets, and commercial and resi-
dential real estate. Commercial loans are expected to be repaid from
cash flow from operations of businesses. There are no significant con-
centrations of loans to any one industry or customer. However, the
customers’ ability to repay their loans is dependent on the real estate

and general economic conditions in the area.

Use of Estimates: To prepare financial statements in conformity
with accounting principles generally accepted in the United States of
America, management makes estimates and assumptions based on avail-
able information. These estimates and assumptions affect the amounts
reported in the financial statements and the disclosures provided, and
actual results could differ. The allowance for loan losses and fair values

of financial instruments are particularly subject to change.

Cash Flows: Cash and cash equivalents includes cash, deposits with
other financial institutions under 90 days, and federal funds sold. Net
cash flows are reported for customer loan and deposit transactions,
interest bearing deposits in other financial institutions, and federal

funds purchased and repurchase agreements.

Securities: Debt securities are classified as held to maturity and carried
at amortized cost when management has the positive intent and ability
to hold them to maturity. Debt securities are classified as available
for sale when they might be sold before maturity. Equity securities
with readily determinable fair values are classified as available for
sale. Securities available for sale are carried at fair value, with
unrealized holding gains and losses reported in other comprehensive
income. Other securities such as Federal Home Loan Bank stock are

carried at cost.

Declines in the fair value of securities below their cost that are
other than temporary are reflected as realized losses. In estimating
other-than-temporary losses, management considers: (1) the length of
time and extent that fair value has been less than cost, (2) the financial
condition and near term prospects of the issuer, and (3) the Company's
ability and intent to hold the security for a period sufficient to allow for

any anticipated recovery in fair value.

Loans: Loans that management has the intent and ability to hold for
the foreseeable future or until maturity or payoff are reported at the
principal balance outstanding, net of unearned interest, deferred loan
fees and costs, and an allowance for loan losses. Interest income is
accrued on the unpaid principal balance. Loan origination fees, net of
certain direct origination costs, are deferred and recognized in interest

income using the level-yield method without anticipating prepayments.

Interest income on mortgage and commercial loans is discontinued at
the time the loan is 90 days delinquent unless the loan is well-secured
and in process of collection. Unsecured consumer loans are typically
charged off when the loan becomes 90 days past due. Consumer
loans secured by collateral other than real estate are charged off
after a review of all factors affecting the ability to collect on the loan,
including the borrower's character, overall financial condition, resources
and payment record, the prospects for support from any financially
responsible guarantors, and the realizable value of any collateral. Past
due status is based on the contractual terms of the loan. In all cases,
loans are placed on nonaccrual or charged-off at an earlier date if col-

lection of principal or interest is considered doubtful.

All interest accrued but not received for loans placed on nonaccrual is
reversed against interest income. Interest received on such loans is
accounted for on the cash-basis or cost-recovery method, until qualify-
ing for return to accrual. Loans are returned to accrual status when all
the principal and interest amounts contractually due are brought

current and future payments are reasonably assured.

Allowance for Loan Losses: The allowance for loan losses is a
valuation allowance for probable incurred credit losses. Loan losses
are charged against the allowance when management believes the
uncollectibility of a loan balance is confirmed. Subsequent recoveries,
if any, are credited to the allowance. Management estimates the allow-
ance balance required using past loan loss experience, the nature and
volume of the portfolio, information about specific borrower situations
and estimated collateral values, economic conditions, and other factors.

Allocations of the allowance may be made for specific loans, but
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Jacksonville Bancorp, Inc.

Notes to Consolidated Financial Statements (ontined)

the entire allowance is available for any loan that, in management's

judgment, should be charged-off.

The allowance consists of specific and general components. The specific
component relates to loans that are individually classified as impaired
or loans otherwise classified as substandard or doubtful. The general
component covers non-classified loans and is based on historical loss

experience adjusted for current factors.

A loan is impaired when full payment under the loan terms is not
expected. Commercial and commercial real estate loans are individually
evaluated for impairment. If a loan is impaired, a portion of the
allowance is allocated so that the loan is reported, net, at the present
value of estimated future cash flows using the loan’s existing rate or at
the fair value of collateral if repayment is expected solely from the col-
lateral. Large groups of smaller balance homogeneous loans, such as
consumer and residential real estate loans, are collectively evaluated for
impairment and, accordingly, they are not separately identified for

impairment disclosures.

Transfers of Financial Assets: Transfers of financial assets are
accounted for as sales when control over the assets has been surrendered.
Control over transferred assets is deemed to be surrendered when (1) the
assets have been isolated from the Company, (2) the transferee obtains
the right (free of conditions that constrain it from taking advantage of
that right) to pledge or exchange the transferred assets, and (3) the
Company does not maintain effective control over the transferred

assets through an agreement to repurchase them before their maturity.

Foreclosed Assets: Assets acquired through or instead of loan
foreclosure are initially recorded at fair value when acquired, establish-
ing a new cost basis. If fair value declines subsequent to foreclosure, a
valuation allowance is recorded through expense. Costs after acquisition

are expensed.

Premises and Equipment: Land is carried at cost. Premises and
equipment are stated at cost less accumulated depreciation. Buildings
and related components are depreciated using the straight-line method
with useful lives ranging from 5 to 40 years. Furniture, fixtures and
equipment are depreciated using the straight-line method with useful

lives ranging from 3 to 7 years.

Long-term Assets: Premises and equipment and other long-term assets
are reviewed for impairment when events indicate their carrying amount
may not be recoverable from future undiscounted cash flows. If

impaired, the assets are recorded at fair value.

Loan Commitments and Related Financial Instruments: Financial
instruments include off-balance sheet credit instruments, such as
commitments to make loans and commercial letters of credit, issued to
meet customer financing needs. The face amount for these items
represents the exposure to loss, before considering customer collateral
or ability to repay. Such financial instruments are recorded when

they are funded.

Stock Compensation: Employee compensation expense under stock
options is reported using the intrinsic value method. No stock-based
compensation cost is reflected in net income, as all options granted had
an exercise price equal to or greater than the market price of the
underlying common stock at date of grant. The following table illus-
trates the effect on net income and earnings per share if expense was
measured using the fair value recognition provisions of FASB Statement
No. 123, Accounting for Stock-Based Compensation:

2004 2003

Net income as reported $1,335 $1,004
Deduct: Stock-based compensation expense

determined under fair value based method 117 76
Pro forma net income 1,218 928
Basic earnings per share as reported .86 .68
Pro forma basic earnings per share .78 .63
Diluted earnings per share as reported .79 67
Pro forma diluted earnings per share 72 62

The fair value of option granted and pro forma effects are computed
using option pricing models, using the following weighted-average

assumptions as of grant date:

2004 2003
Risk-free interest rate 4.32% 4.28%
Expected option life 8.59 years 10 years
Expected stock price volatility 20.99% 14.00%
Dividend yield 0.00% 0.00%

Weighted average fair value of options
granted during year $ 9.05 $ 470




Income Taxes: Income tax expense is the total of the current year
income tax due or refundable and the change in deferred tax assets and
liabilities. Deferred tax assets and liabilities are the expected future tax
amounts for the temporary differences between carrying amounts and
tax bases of assets and liabilities, computed using enacted tax rates.
A valuation allowance, if needed, reduces deferred tax assets to the

amount expected to be realized.

Earnings Per Common Share: Basic earnings per common share is
net income divided by the weighted average number of common shares
outstanding during the period. Diluted earnings per common share
includes the dilutive effect of additional potential common shares issu-

able under stock options.

Comprehensive Income: Comprehensive income consists of net
income and other comprehensive income. Other comprehensive income
includes unrealized gains and losses on securities available for sale

which are also recognized as separate components of equity.

Effect of Newly Issued But Not Yet Effective Accounting Standards:
FAS 123R requires all public companies to record compensation cost
for stock options provided to employees in return for employee service.
The cost is measured at the fair value of the options when granted, and
this cost is expensed over the employee service period, which is nor-
mally the vesting period of the options. This will apply to awards
granted or modified in any period beginning after December 15, 2005.
Compensation cost will also be recorded for prior option grants that
vest after the date of adoption. The effect on results of operations will
depend on the vesting schedule of current options and on the level of
future option grants, as well as the calculation of the fair value of the
options granted at such future date, and the vesting period provided.
Although the effect cannot currently be predicted, existing options
that will vest after adoption date are expected to result in additional

compensation expense of:

2006 $113
2007 10
2008 87
2009 22

SOP 03-3 requires acquired loans, including debt securities and loans
acquired in a business combination, to be recorded at the amount of the
purchaser's initial investment and prohibits carrying over valuation
allowances from the seller for these loans that have evidence of deterio-
ration in credit quality since origination, and it is probable all contrac-
tual cash flows on the loan will be unable to be collected. The provisions

of this SOP are effective for loans acquired in fiscal years beginning

after December 15, 2004 and their adoption is not expected to have a
material impact on the financial condition, the results of operations, or

liquidity of the Company.

Loss Contingencies: Loss contingencies, including claims and legal
actions arising in the ordinary course of business, are recorded as
liabilities when the likelihood of loss is probable and an amount or
range of loss can be reasonably estimated. Management does not
believe there now are such matters that will have a material effect on

the financial statements.

Restrictions on Cash: Cash on hand or on deposit with the Federal
Reserve Bank of $772 and $577 was required to meet regulatory reserve
and clearing requirements at year end 2004 and 2003. These balances

do not earn interest.

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

the estimates.

Reclassifications: Some items in the prior year financial statements

were reclassified to conform to the current presentation.

NOTE 2—SECURITIES
The fair value of available for sale securities and the related gross unre-
alized gains and losses recognized in accumulated other comprehensive

income (loss) were as follows:

Gross Gross
Fair Unrealized Unrealized
Value Gains Losses
2004
U.S. Treasury and federal agency $ 8,116 $ 20 $(199)
Mortgage-backed 14,325 41 (85)
State and municipal 684 — 2)
Total $23,125 $ 61 $(286)
2003
U.S. Treasury and federal agency ~ $ 14,006 $127 $(210)
Mortgage-backed 2,774 23 (18)
Total $ 16,780 $150 $(228)
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Notes to Consolidated Financial Statements (ontinued)

The carrying amount, unrecognized gains and losses, and fair value of

securities held to maturity were as follows:

Gross Gross
Carrying  Unrecognized  Unrecognized Fair
Amount Gains Losses Value
2004
Other $50 $— $— $50
2003
Other $50 $— $— $50

Sales of available for sale securities were as follows:

2004 2003
Proceeds $3,800 $—
Gross gains 43 —_
Gross losses (38) —

The tax provision related to these net realized gains and losses was
$2 and $0.

The fair value of debt securities and carrying amount, if different, at
year end 2004 by contractual maturity were as follows. Securities not
due at a single maturity date, primarily mortgage-backed securities, are

shown separately:

Held-to-maturity

Available
Carrying Fair for sale

Amount Value  Fair Value
Due in one year or less $— $— $ 684
Due from one to five years 50 50 2,485
Due from five to ten years — — 3,244
Due after ten years — — 2,387
Mortgage-backed — — 14,325
Total $50 $50 $23,125

Securities pledged at year end 2004 and 2003 had a carrying amount of
$2,249 and $0 and were pledged to secure repurchase agreements. At
year end 2004 and 2003, there were no holdings of securities of any
one issuer, other than the U.S. Government and its agencies, in an

amount greater than 10% of shareholders’ equity.

Securities with unrealized losses at year end 2004 and 2003, aggregated by investment category and length of time that individual securities have

been in a continuous unrealized loss position, are as follows:

Less than 12 Months 12 Months or More Total
Fair Unrealized Fair Unrealized Fair Unrealized
Value Loss Value Loss Value Loss

2004
US treasury and federal agency $ 4,270 $ 29 $3,325 $170 $ 7,595 $199
Mortgage-backed 7,826 72 360 13 8,186 85
State and municipal 684 2 — — 684 2
Total temporarily impaired $12,780 $103 $3,685 $183 $16,465 $286
2003
US treasury and federal agency $ 9,384 $210 § — $ — § 9,384 $210
Mortgage-backed 690 18 — — 690 18
Total temporarily impaired $ 10,074 $228 $ — $ — $ 10,074 $228

The Company evaluates securities for other-than-temporary
impairment at least on a quarterly basis, and more frequently when
economic or market concerns warrant such evaluation. Consideration is
given to the length of time and the extent to which the fair value has
been less than cost, the financial condition and near-term prospects of
the issuer, and the intent and ability of the Company to retain its
investment in the issuer for a period of time sufficient to allow for any
anticipated recovery in fair value. In analyzing an issuer’s financial
condition, the Company may consider whether the securities are issued

by the federal government or its agencies, whether downgrades by bond

rating agencies have occurred, and the results of reviews of the issuer's

financial condition.

Securities with unrealized losses had depreciated from the Company's
amortized cost basis 1.71% in 2004 and 2.21% in 2003. The unrealized
loss has been diminishing within the second half of 2004. As manage-
ment has the ability to hold these securities until maturity, or for the
foreseeable future if classified as available for sale, no declines are

deemed to be other than temporary.




NOTE 3—LOANS

Loans at year-end were as follows:

NOTE 4—PREMISES AND EQUIPMENT

Year-end premises and equipment were as follows:

2004 2003 2004 2003
Commercial $ 15,855 $ 16,443 Land $ 1,075 $ 1,075
Real estate: Buildings 1,358 1,358
Residential 46,663 36,594 Furniture, fixtures and equipment 1,983 1,474
Commercial 113,761 84,683 Leasehold improvements 940 152
Construction 5,621 7,041 5,356 4,059
Farmland 2,160 2,175 Less: Accumulated depreciation (1,371) (1,119)
Consumer 6,013 5,729
$ 3,985 $ 2,940
Subtotal 190,073 152,665
Less: Net deferred loan f . . e .
css: INet deferred loan fees ©3) (10) The Company leases certain office facilities under an operating lease.
Allowance for loan losses (1,843) (1,679) X .
The lease contains annual escalation clauses and five five-year renewal
Loans, net $188,137 $150,976

Activity in the allowance for loan losses was as follows:

2004 2003

Beginning balance $1,679 $ 1,100
Provision for loan losses 282 1,580
Loans charged-off (130) (1,001)
Recoveries 12 —
Ending balance $1,843 $ 1,679
Impaired loans were as follows:

2004 2003
Year-end loans with no allocated allowance for loan losses ~ $209 $ —
Year-end loans with allocated allowance for loan losses 342 583

Total $551 $583

Amount of the allowance for loan losses allocated $245 $ 88

2004 2003
Average of impaired loans during the year $758 $1,318
Interest income recognized during impairment 25 —
Cash-basis interest income recognized 25 —
Nonperforming loans were as follows:

2004 2003
Loans past due over 90 days still on accrual $ — $ 75
Nonaccrual loans 654 726

Nonperforming loans includes both smaller balance homogeneous
loans totaling $453 in 2004 and $226 in 2003 that are collectively eval-
uated for impairment and individually classified impaired loans totaling
$201 in 2004 and $575 in 2003,

options. Rent expense was $257 and $187 for 2004 and 2003. Rent
commitments under noncancelable operating leases were as follows,

before considering renewal options that generally are present:

2005 $ 251
2006 295
2007 314
2008 343
2009 351
Thereafter 1,774
Total $3,328

NOTE 5—DEPOSITS
Time deposits of $100,000 or more were $20,904 and $37,534 at year
end 2004 and 2003.

Scheduled maturities of time deposits for the next five years were

as follows:

2005 $53,885
2006 12,589
2007 9,105
2008 1,512
2009 1,926
Thereafter 68

NOTE 6—FEDERAL HOME LOAN BANK ADVANCES

In 2004, the Company had established a credit line with the Federal
Home Loan Bank. This credit line is collateralized by a blanket lien
arrangement of the Company's first mortgage loans, second mortgage
loans and commercial real estate loans at year end 2004. Based on this
collateral and the Company holdings of FHLB stock, the Company is
eligible to borrow up to $33,540 at year end 2004. The Company made

no advances against this credit line in 2004.
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NOTE 7—SUBORDINATED DEBENTURES

On June 17, 2004, the Company participated in a pooled offering of
trust preferred securities. The Company formed Jacksonville Statutory
Trust [ (the “Trust"} a wholly owned statutory trust subsidiary for the
purpose of issuing the trust preferred securities. The Trust used the
proceeds from the issuance of $4,000,000 in trust preferred securities
to acquire junior subordinated debentures of the Company. The trust
preferred securities essentially mirror the debt securities, carrying a
cumulative preferred dividend at a variable rate equal to the interest
rate on the debt securities (three month LIBOR plus 263 basis points).
The initial rate in effect at the time of issuance was 4.06% and is sub-
ject to change quarterly. The rate in effect at December 31, 2004 was
5.13%. The debt securities and the trust preferred securities each have
30-year lives. The trust preferred securities and the debt securities are
callable by the Company or the Trust, at their respective option after
five years, and at varying premiums and sooner in specific events, sub-
ject to prior approval by the Federal Reserve Board, if then required.
The Company has treated the trust preferred securities as Tier 1 capi-
tal up to the maximum amount allowed, and the remainder as Tier 2

capital for federal regulatory purposes (see Note 12).

Under new accounting guidance, FASB Interpretation No. 46, as
revised in December 2003, the trust is not consolidated with the Com-
pany. Accordingly, the Company does not report the securities issued
by the trust as liabilities, and instead reports as liabilities the subordi-
nated debentures issued by the Company and held by the trust.

There are no required principal payments on subordinated debentures

over the next five years.

NOTE 8—BENEFIT PLANS

Profit Sharing Plan: The Company sponsors a 401(k) profit sharing
plan which is available to all employees electing to participate after
meeting certain length-of-service requirements. The plan allows con-
tributions by employees up to 15% of their compensation, which are
matched equal to 100% of the first 6% of the compensation contrib-
uted. Expense for 2004 and 2003 was $105 and $90.

Director Stock Purchase Plan: Following approval by the shareholders
at the 2003 Annual Meeting, the Company established the Directors’
Stock Purchase Plan for non-employee directors. Under this Plan,
directors may elect to receive shares of the Company's common stock
as an alternative to the equivalent amounts of cash for directors’ fees. A
total of 100,000 shares of the Company’s common stock were made

available for issuance, all of which remained available for issuance
at December 31, 2004 and 2003. All transactions executed under
this plan were open market purchases. The Company's expense in
connection with this plan was $176 and $116 in 2004 and 2003,
which is included in other expense in the accompanying consolidated

statements of income.

NOTE 9—INCOME TAXES

Income tax expense {benefit) was as follows:

2004 2003

Current federal $ 330 $ —
Current state 57 —
Deferred federal 358 523
Deferred state 61 90
Total $ 806 $£613

Effective tax rates differ from federal statutory rate of 34% applied to

income before income taxes due to the following:

2004 2003

Federal statutory rate times financial statement income $ 728 §550
Effect of:

Tax-exempt income ¢} —

State taxes, net of federal benefit 78 59

Other, net b} 4

Total $ 806 $613

The tax effects of temporary differences that give rise to significant

portions of the deferred tax assets and deferred tax liabilities are

as follows:
2004 2003
Deferred tax assets:
Allowance for loan losses $ 497 $ 391
Organizational and preopening costs — 25
Net operating loss carryforwards — 254
Charitable contribution carryforward —_ 3
Net unrealized loss on securities available for sale 85 29
582 702
Deferred tax liabilities:
Depreciation 405 168
Deferred loan costs 66 55
FHLB dividends 1 1
Other — 4
472 228
Net deferred tax asset $ 110 § 474




NOTE 10—RELATED PARTY TRANSACTIONS

Loans to principal officers, directors, and their affiliates in 2004 were

as follows:

Beginning balance $ 5,789
New loans 2,580
Repayments (2,624)
Ending balance $ 5,745

Deposits from principal officers, directors, and their affiliates at year
end 2004 and 2003 were $5,129 and $3,226.

NOTE 11—STOCK OPTIONS

Options to buy stock are granted to directors, officers and employees
under the Company’s Stock Option Plan. Options available to be issued
are equal to 15% of the total options outstanding. As of December 31,
2004 and 2003, the plan provided for the issuance of up to 256,254 and
220,074 options, respectively. Exercise price is the market price at date
of grant, so there is no compensation expense recognized in the income
statement. The maximum option term is ten years, and options vest

over three to five years.

A summary of the activity in the plan is as follows:

2004 2003
Weighted Weighted
Average Average
Exercise Exercise
Shares Price Shares Price
Outstanding at beginning of year 172,357 $10.48 139,857 $10.00
Granted 46,500 23.25 32,500 12.55
Exercised (16,300) 10.09 — —
Forfeited or expired (4,900) 11.25 — —
Outstanding at end of year 197,657 $13.50 172,357 $10.48
Options exercisable at year end 124,357 $10.12 126,757 $10.00

Options outstanding at year end 2004 were as follows:

Qutstanding Exercisable
Weighted
Average Weighted Weighted
Remaining Average Average
Contractual Exercise Exercise
Number Life Price Number Price
$10.00 121,657 5.94 $10.00 118,457 $10.00
$12.55 29,500 8.18 $12.55 5,900 $12.55
$23.25 46,500 9.26 $23.25 — $23.25
Outstanding at year end 197,657 124,357

During 2002, the Company had completed an offering of 225,000
investment units, initially to existing shareholders through a rights
offering, and then to the general public in a community offering. Each

unit offered for $21.00 consisted of two shares of common stock and

one warrant to purchase one share of common stock for $13.00 through
September 30, 2004. All stock warrants issued have been exercised.
During 2004, there were 224,900 warrants exercised, resulting in addi-
tional capital of $2,923,700.
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NOTE 12—CAPITAL REQUIREMENTS AND RESTRICTIONS
ON RETAINED EARNINGS

Banks and bank holding companies are subject to regulatory capital
requirements administered by federal banking agencies. Capital ade-
quacy guidelines and, additionally for banks, prompt corrective action
regulations involve quantitative measures of assets, liabilities, and cer-
tain off-balance-sheet items calculated under regulatory accounting
practices. Capital amounts and classifications are also subject to qualita-
tive judgments by regulators. Failure to meet capital requirements can

initiate regulatory action.

Prompt corrective action regulations provide five classifications: well
capitalized, adequately capitalized, undercapitalized, significantly
undercapitalized, and critically undercapitalized, although these terms
are not used to represent overall financial condition. If adequately capi-
talized, regulatory approval is required to accept brokered deposits. If
undercapitalized, capital distributions are limited, as is asset growth and
expansion, and capital restoration plans are required. At year end 2004
and 2003, the most recent regulatory notifications categorized the Bank
as well capitalized under the regulatory framework for prompt correc-
tive action. There are no conditions or events since that notification

that management believes have changed the institution's category.

Actual and required capital amounts (in millions) and ratios are presented below at year end:

To Be Well Capitalized
Under Prompt

For Capital Corrective Action
Actual Adequacy Purposes Provisions
Amount Ratio Amount Ratio Amount Ratio

2004
Total Capital to risk weighted assets

Consolidated $23,787 12.15% $15,662 8.00% N/A N/A

Bank 19,781 10.11 15,651 8.00 $19,564 10.00%
Tier 1 (Core) Capita! to risk weighted assets

Consolidated 21,944 11.21 7,831 4.00 N/A N/A

Bank 17,938 9.17 7,826 4.00 11,738 6.00
Tier 1 (Core) Capital to average assets

Consolidated 21,944 10.09 8,699 4.00 N/A N/A

Bank 17,938 8.24 8,704 4.00 10,880 5.00
2003
Total Capital to risk weighted assets

Consolidated $ 15,135 9.96% $ 12,157 8.00% N/A N/A

Bank 14,405 9.50 12,133 8.00 $ 15,166 10.00%
Tier 1 (Core) Capital to risk weighted assets

Consolidated 13,456 8.85 6,078 4.00 N/A N/A

Bank 12,726 8.39 6,066 4.00 9,100 6.00
Tier 1 (Core) Capital to average assets

Consolidated 13,456 7.85 6,854 4.00 N/A N/A

Bank 12,726 7.45 6,835 4.00 8,544 5.00

Banking regulations require maintaining certain capital levels and
restrict the payment of dividends by the Bank to the Company or by
the Company to shareholders. Specifically, a Florida state-chartered
commercial bank may not pay cash dividends that would cause its capi-
tal to fall below the minimum amount required by federal or state law.
Accordingly, commercial banks may only pay dividends out of the total
of current net profits plus retained net profits of the preceding two
years to the extent it deems expedient, except as follows: 1) 20% of
the net profits in the preceding two-year period may not be paid in

dividends, but must be retained to increase capital surplus until such
surplus equals the amount of capital stock issued and outstanding; and
2) no bank may pay a dividend at any time that the total of net income
for the current year when combined with retained net income from the
preceding two years produces a loss. The future ability of the Bank to
pay dividends to the Company also depends in part on the FDIC capi-
tal requirements in effect and the Company's ability to comply with

such requirements.



NOTE 13—LOAN COMMITMENTS AND OTHER

RELATED ACTIVITIES

Some financial instruments, such as loan commitments, credit lines, let-
ters of credit, and overdraft protection, are issued to meet customer
financing needs. These are agreements to provide credit or to support
the credit of others, as long as conditions established in the contract are
met, and usually have expiration dates. Commitments may expire
without being used. Off-balance-sheet risk to credit loss exists up to
the face amount of these instruments, although material losses are
not anticipated. The same credit policies are used to make such
commitments as are used for loans, including obtaining collateral at

exercise of the commitment.

There are no unused lines of credit or letters of credit offered at a
fixed rate. The contractual amount of financial instruments with

off-balance-sheet risk was as follows at year end:

2004 2003
Loan commitments and unused lines of credit $24,512 $19,629
Standby letters of credit 1,045 352

NOTE 14—FAIR VALUES OF FINANCIAL INSTRUMENTS
Carrying amount and estimated fair values of financial instruments

were as follows at year end:

2004 2003

Carrying Fair Carrying Fair

Amount Value Amount Value

Financial assets

Cash and cash equivalents $ 6,735 $ 6,735 $ 3894 § 3,894

Securities available for sale 23,125 23,125 16,780 16,780

Securities held to maturity 50 50 50 50

Loans, net 188,137 187,575 150,976 151,896

Federal Home Loan

Bank stock 353 353 266 266

Accrued interest receivable 973 973 875 875
Financial liabilities

Deposits 201,188 202,656 158,536 163,744

Federal funds purchased — — 4,296 4,296

Subordinated debentures 4,000 4,000 — —

Accrued interest payable 119 119 130 130

The methods and assumptions used to estimate fair value are described
as follows:

Carrying amount is the estimated fair value for cash and cash equiva-
lents, Federal Home Loan Bank stock, accrued interest receivable and
payable, demand deposits, short-term debt, subordinated debentures
and variable rate loans or deposits that reprice frequently and fully.
Security fair values are based on market prices or dealer quotes and, if
no such information is available, on the rate and term of the security
and information about the issuer. For fixed rate loans or deposits and for
variable rate loans or deposits with infrequent repricing or repricing
limits, fair value is based on discounted cash flows using current market
rates applied to the estimated life and credit risk. Fair values for impaired
loans are estimated using discounted cash flow analysis or underlying
collateral values. Fair value of loans held for sale is based on market
quotes. Fair value of debt is based on current rates for similar financing.

The fair value of off-balance-sheet items is considered nominal.

NOTE 15—PARENT COMPANY ONLY CONDENSED
FINANCIAL INFORMATION

Condensed financial information of Jacksonville Bancorp, Inc. follows:
CONDENSED BALANCE SHEETS

December 31,

2004 2003

ASSETS

Cash and cash equivalents $ 3,441 $ 507
Investment in banking subsidiaries 17,798 12,677
Other assets 665 313
Total assets $21,904 $13,487
LIABILITIES AND EQUITY

Subordinated debt $ 4,000 $ —
Accrued expenses and other liabilities 100 80
Shareholders' equity 17,804 13,407
Total liabilities and shareholders' equity $21,904 $13,487

Jacksonville Bancorp, [nc. 30-31




Jacksonville Bancorp, Inc.

Notes to Consolidated Financial Statements (ontinued)

CONDENSED STATEMENTS OF INCOME

Years Ended December 31,

NOTE 16—EARNINGS PER SHARE

The factors used in the earnings per share computation follow:

2004 2003 2004 2003
Other income $ 2 | S— Basic
Interest expense (99) — Net income $ 1,335 § 1,004
Other expense (508) (416) Weighted average common
Income (loss) before income tax and shares outstanding 1,555,266 1,467,070
undistributed subsidiary income (605) (416) Basic carnings per common share $ 86 § 68
Income tax expense (benefit) (227) (157) o
Equity in undistributed subsidiary income 1,713 1,263 iluted
Net income $ 1,335 § 1,004
Net income $ 1,335 $ 1,004
Weighted average common shares
CONDENSED STATEMENTS OF CASH FLOW'S outstanding for basic carnings per
common share 1,555,266 1,467,070
Years Ended December 31, Add: Dilutive effects of assumed
2004 2003 exercises of stock options 142,468 30,815
Cash flows from operating activities Average shares and dilutive potential
Net income $ 1,335 $ 1,004 common shares 1,697,734 1,497,885
Adjustments: Diluted earnings per common share $ 79 % 67
Equity in undistributed subsidiary income (1,713) (1,263)
Amortization 1 3
Change in other assets (297) 261
. . NOTE 17—OTHER COMPREHENSIVE INCOME (LOSS)
Change in other liabilities 20 68
Other comprehensive income (loss) components and related tax effects
Net cash from operating activities (654) 73
were as follows:
Cash flows from investing activities 2004 2003
[avestments in subsidiaries (3,500) —
Unrealized holding gains (losses) on
Net hf i i tiviti 3,500 —
et cash Irom investing activitics (3,500) available-for-sale securities $(142) § (264)
Cash flows from financing activities Reclassification adjustment for (gains) losses realized
Proceeds from issuance of subordinated debt 4,000 — in income (5) —
Proceeds from exercise of common stock warrants 2,923 1 Net unrealized gains (losses) (147) (264)
Proceeds from exercise of stock options 165 — Tax effect 56 99
Net cash from financing activities 7,088 — Other comprehensive income (loss) $ (91) $(165)
Net change in cash and cash equivalents 2,934 74
Beginning cash and cash equivalents 507 433
Ending cash and cash equivalents $ 3,441 $ s07
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