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Aprit 5, 2006
To Our Shareholder:

Allicd Bancshares, Inc. and its subsidiary, First National Bank of Forsyth County, are plcased 1o present
our 2005 Annual Report. Our first two years of operations were busy and successful. The level of
deposits and loans, the core compenents of a strong financial institution, increased significantly. The
strong growth of both Bank locations in Forsyth and Hall counties reftects the streng economic conditions
in these North Atlanta locations and the need in the community for a locally owned community bank. We
have cxceeded our aggressive goals set for the first two years of cperation, which ended April 5, 2006.

Ailied Bancshares, Inc. ended fiscal year 2005 with total zssets of S128,000,000, total loans of
$107,000,000, and totai deposits of $113,000,000. The Bank has funded its allowance for loan losses at
1.29% of outstanding loans, although the Bank enjoys excellent loan quality.

Eamings for 2005 were $798,000 or $.53 per average share outstanding. The Bank became curnulatively
profitable in February 2006 although many de novo banks beceme profitable in their third year of
operalion,

We remain committed to our operating principles of square dealing, treating customers like we, ourselves,
want to be wreated, and offering the best quality service at a fair price. To accomplish this, we attempt to
hire the best and brightest people who put the customer first so as to maximize shareholder value. The
Bank offers a variety of loan and deposit products to small and medium size businesses, professional
concerns, and individuals located in, or conducting a substantial portion of their business in, the Bank’s
primary market areas.

Locking forward 1o 2006, we expect economic conditions will enable the company to continue its growth
and expansion. Forsyth and Hall counties are two of the nation’s fastest growing counties, and among the
wealthiest in the state of Georgia. We think the Bank is well positioned to benefit from these two
outstanding markets.

We are pleased with our growth in 2005. This success is not only attributable to the markets we serve and
our desire to provide quality service, but your continued support and the dedication of cur Board of
Directors, officers and staff.

Sincerely,

Hbatvad

Andrew K. Walker
Prcsider_n and Chief Executive Officer
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Charles Y. Allgood, Vice-Chairman and Chief Executive Officer of Alhance Bancshares, inc.
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Brent H. Baker, Sr., President of Brent Baker, Inc.

Carl E. Hansson, Chairman and Chief Executive Officer of The Sports Section, Inc.
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Andrew K. Walker, President and Chief Executive Officer
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Richard E. Bel}, Vice President, Secretary and Chief Financial Officer

MARKET FOR THE BANK'S COMMON STOCK AND
RELATED STOCKHOLDER MATTERS

As of December 31, 2003, there were approximately 612 sharcholders of record of the
Company’s common stock. There is no established trading market for the Company’s common
stock. The Company has 1,502,000 shares of its common stock outstanding as of December 31,
2005. The Bank has not paid and does not anticipate paying dividends on its common stock in
the immediate future. Certain regulatory requirements restrict the amount of dividends that can
be paid by the Bank without obtaining the prior regulatory approval of the Office of the
Comptroller of the Currency. No assurances can be given that the Bank will declare dividends,
or if declared, what the amount of the dividends will be or whether such dividends, once
declared, would continue.
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ALLIED BANCSHARES, INC,

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

Selected Financial Information and Slatistical [data

The following discussion reviews the results of operations of Alhed Bancshares, Inc. (the “Company”'} and
assesses its financial condition. The purpose of this discussion is to focus on information about our financial
condition and results of operations which is not otherwise apparent from the consclidated financial statements
included or incorporatzd by reference in this repert. Reference shoutd be made to those staternents and the sclected
financial data presented elsewhere or incorporated by reference in this report for an understanding of the following
discussion and analysis. Historical results of operations and any trends which may appear are not necessarily
indicative of the resulis to be expected in future years.

SELECTED FINANCIAL DATA

(Dollars in thousands except per share data)

2005 2004
FOR THE YEAR
Net interest income including loan fees 3 3,936 £ 1,154
Pravision for loan losses 720 635
Non-interest income 285 37
Non-inierest expense 3,192 1,804
Net earnings {loss) 798 (1,238)
PER COMMON SHARE
Basic earnings {loss} 0.53 (0.83)
Diluted earnings 0.51 N.A.
Cash dividends declared 0 0
Book value - 9.51 8.87
AT YEAR END
Loans, gross 106,793 52,424
Earnings assets 121,658 60,815
Total assets 127 864 66,171
Total deposiis 113,021 52,725
Shareholders’ equity 14,212 13,313
Common shares outstanding 1,502 1,500
AVERAGE BALANCES
Loans, gross 77,896 20,573
Eamnings assets 92,899 27,230
Assels 97,838 33,453
Deposits 84,490 21,533
Stockholders’ equity 13,516 7,924
Weiphted average shares outstanding 1,501 1,500
KEY PERFORMANCE RATIOS
Return on average asscts 0.82% -1.73%
Return on average stockholders® equity 5.90% -15.75%
Net interest margin 4.24% 4.26%
Average equiry (0 average assets 13.81% 2.37%




Forward Looking Statements

This diszussion contains forward-looking statements under the privaie Securities Liugation Reform Act of 1995
that involve risk and uncertaintics. Although ihe Company beheves that the assumptiens underlying the forward-
locking statements contained in the discussion are reasonable, any of the assumptions could be inaccurate. Factors
that could cause actual results to differ from resulis discussed (n forward-locking statements include, but are not
limited to: economic conditions {both generally and in the markets where the Company operates}); competition from
otker providers of financial services offered by the Company; governmert regulations and legislation; changes in
interest rates; and material unforeseen changes in the financial stability and liquidity of the Company’s credit
customers. All these factors are difficult to predict and may be beyond th: control of the Company. The Company
undertakes no obligation to revise forward-looking statements to reflect events or changes afier the date of this
discussion or 1o reflect the occurrence of unanticipated events.

Executive Overview

Allied Eancshares, Inc., headquartered in Cumming, Georgia, consists of a single subsidiary bank, First
National Bank of Forsyth County (the “Bank"), with approximately $128 million in totai consolidated assets as of
December 31, 2005. The Bank focuses on strong asset quality and a growth strategy which has resulted in sustained
month to month profitability in less than two years after commencing business operations on April 5, 2004, Asa

bank holding company, the results of operations are almost entirely dependent on the resulis of operatiens of our
subsidiary bank.

Like most community banks, the majority of our income is derived £-om interest received on our loans and
investments. The primary source of funds for making these loans and invzstments is our deposits, on which interest
is paid. Approximately 93% of total deposits are interest-bearing. Consequently, one of the key measures of
success is the amount of net interest income, or the difference between the income on interest-tarning assets, such as
loans and investments, and the expense on interest-bearing Jiabilities, such as deposits and borrowings. Another key
measure is the spread between the yicld earned on these interest-earning assets and the rate paid on our interest-
bearing liabilities, which is called our net interest spread.

There are risks inherent in all loans, 5o an allowance for loan losses :s maintained to absorb potential losses on
existing loans that may become uncollectible. The allowance is maintained by charging a provision for loan losses
against ow operating eamings for each period. A detailed discussion of this process, as well as several tables
describing our atlowance for loan losses, is included below.

In addition to eamning interest on loans and investments, income is exrned through fees and other charges 1o our
customers. A discussion of the various components of this nonimerest income, as well as noninterest expense, is
included herein.

The following discussion and analysis alsc identifies significant factars that have affected the Company’s
financial position and operating results during the periods included in the financial statements accompanying this
report. We encourage you to read this discussion and analysis in conjunction with our financial statements and the
other statistical information includ=d and incorporated by reference in th:s report.

We measure and monitor the following factors as key indicators of our financial perfonmance:

Net income:
« Larmings per share
« Loan and deposit growth
+  Credit quality
Financial performance for the year ended December 31, 2005 versus the year ended December 3, 2004:
-« Netincoms of $798,000 muillion versus 2 loss of $1,154,000
» Diluted eamings per share of 30.51 compared to $(.83)
« Netinterest margin of 4.24% compared to 4.26%
« Loun growth of $54.4 million or 104%




« Deposit growth of $60.3 million or 114%

» Reiumn on average assets of $.82% compared to (2.73)%
« Return on average equity of 5.90% compared 0 (15.75)%
« Nonperforming assets tatio of 0% in each period

« Netcharge-off ratio of 0% each period

Effect of Economic Trends

During the two years ended December 31, 2005 the Bank’s rates on both short-term or variable rate interest-
earning assets and short-term or variable rate interest-bearing liabilities increased primarily as a result of the actions
taken by the Federal Reserve. During substantially all of 2004, the financial markets operated under historically low
interest rates. Market observers believe that as a result of the Congressional economic stimulus plan approved in
2003 ihe economy began to show signs of strengthening in 2004 as the bank began operations. This economic
sirengthening resulied in the Federal Reserve increasing the short-term interest rates 13 times from June 2004
through December 31, 2005, These increases increased short-term rates by 125 basis points during 2004 znd by
200 basis points during 20035, In 2006, as of the date of this repont, the Federal Reserve had raised the short-term
interest rate by 50 basts points. Many economists believe that the Federal Reserve will continue to increase rates
during 2006. The pace of increases will be dependent economic factors, particularly the strength of inflationary
forces in the economy.

The specific economic and credit risks associated with the Bank's Joan portfolic, especially the real estate
portfolio, include, but are not limited to, a gencral downturn in the ecoromy which could affect unemployment rates
in our market areas. general real estate market deterioration, interest rate fluctuations, deteriorated collateral, title
defects, inaccurate appraisals, and financial deterioration of borrowers. Construction and development lending can
also present other specific risks to the lender such as whether developers can find builders to buy lots for home
construction, whether the builders can obtain financing for the construction, whether the builders can sell the home
to 2 buyer, and whether the buyer can obtain permmanent financing. Currently, real estate values and employment
trends in our market areas have remained stable. The general economy and loan demand have grown steadily during
the operation of the bank in 2004 and 2005. The Bank's growth has been robust and not significantly impacted by
any adverse economic conditions.

Critica) Accounting Pelicies

We have adopted various accounting pelicies that govern the application of accounting principles generally
accepted in the United States and general practices within the banking industry in the preparation of our financial
statermemts. Our significant accounting policics are described in the notes to our consolidated financial statements as
of December 31, 2005 included in this report. Certain accounting pelicies require management to make estimates
and assumpticns that affect the reported amounts of assets and liabilities and disclosure of contingent assets and
liabilities at the date of the financial statements and the reported amounts of revenues and expenses during the
reported period. Actual results could differ from those estimates. Estimates and assumnptions are reviewed
periodically and the effects of revisions are reflected in the consolidated financial statements in the period they are
deterruned to bz necessary. The derermination of the Bank’s allowance for loan losses and provision for income
taxes have been 1dentified as criticai accounting policies,

The allowance for ioan Josses is our most significant judgment and estimate used in the preparation of the
Company's consolidated financial statements. The allowance for loan losses is an amount that management belicves
will be adequate 10 absorb potential losses in the loan portfolio. The calculation is an estimate of the amount of loss
in the loan portfotio of the subsidiary bank. Loans are charged off 1o the extent they are deemed to be uncallectible
The allowance {or loan losses is evaluated on a regular basis by masagement and is based upon management’s
periodic review of the collectability of the loans in light of historical experience, the nature and volume of the loan
pontfolio, adverse situations that may affect the borrower’s ability to repay, estimated value of any underlying
collateral and prevailing economic conditions. This cvaluation is inherently subjective as it requires estimates that
are susceptible to significant revision as more information becomes available. Such estimates may be subject to
frequent adjustments by management and reflected in the provision for toan losses in the periods in which they
become known.




In addition, regulatory agencies, as an integral part of their examination process, periodically review the Bank’s
allowance for loan losses, and may require additions to the allowance bated on their judgment about information
available to them at the time of their examinations.

Income taxes are accounted for using the asset and liability method. Under this method, deferred tax assets or
Habilities are recognized for the future tax consequences atiributable to differences between the financial statement
carrying amounts of existing assets and liabilities and their respeciive tax bases. Deferred tax assets and liabilities
are measured using enacted tax rates cxpected to apply to taxable income in years in which those temporary
differences arc expected to be recovered or settled. The effect of a chang: in tax rates on deferred tax assets and
liabilities is recognized in income in the period that includes the enactment date. The determination of current and
deferred taxes is based on complex analyses of many factors including interpretation of Federal and state income tax
taws, the difference between tax and financial reporting basis assets and liabilities (temporary differences), estimates
of amounts cue or owed such as the reversals of temporary differences, and current financial accounting standards.
Actual results could differ significantly from the estimates and interpretations used in determining current and
deferred taxes.

Financial Condition

The following discussion focuses on significant changes in the finan:ial condition during the vear ended
December 31, 2005 and 2004. Since the Bank did not open for business until April 5, 2004, comparison of 2604
anwunts to prior periods would not be meaningful and comparisoo to 2005 has limted usefulness.

Key changes in the consolidated balance sheet at December 31, 2005 and 2004 are presented belaw.

Total Azsets. Total assets at December 31, 2008 were $127.9 million, an increase of $61.7 million or 93%
from the December 31, 2004 balance of $66.2 million. The increase is pancipally attributable to an increase of
$54.4 million in gross foans and an increase in liquid assets {cash, federal funds sold, interest bearing deposits, and
investments) of $6.9 mullion. The increase in liquid assets from the prior year-end results from a 34.6 million
increase in fzderal funds sold. The overall growth in 2005 and 2004 exceeded management’s growth objectives.

Total Loans. Our primary focus is to maximize samings through lerding activities. Any excess funds are
invested according to our investment policy. Total loans at December 31, 2005 were $106.8 million, an increase of
$54.4 million or 104% for the year. Real estate loans are the primary loan category and represented 91.8 % of total
loans outstanding at December 31, 2005,

Total Deposits. Total deposits at December 31, 2005 were $113.0 million, an increase of $60.3 million or
114% from the December 31, 2004 balance of $52.7 million. These funds have been used 1o fund lean growth. The
uiilization of deposits to fund loan growth enables us 1o maintain a higher loan to deposit ratio and maintain an
adequate liquidity ratio. Our loan-to-depasits ratio was 94.5%and 99.4% at December 31, 2005 and 2004,
respectively. The chanpe from the prior year-end is principally attributable to a $4.8 million increase in noninterest
bearing demand, a $4.0 million increase in NOW and money market account balances, a $4.2 million increase in
savings acccunt balances, and a $47.3 million increase in time deposits.

Total Capital. For the twelve months ending December 31, 2005, the Company's equity capital increased
$975,000 from the prior period. The change in equity capital over the twelive month period resuited from an increase
of $798,000 in net income, an increase of $20,000 relating to the exercise of stock options, and an increase in
Additional Faid in Capital of $191,000 reflecting acceleration of vesting of warrants, offser by a $35,000 increase in
unrealized gairs on securities available for sale.

Results of (perations, For the Years Ended December 31, 2005 and 2004

Net Interest Income and Earning Assets. Allied Bangshares recorded net income of $798,000 or .53 per
common share for the ysar ended December 31, 2005. During the first year of operation in 2004, the Company’s nei
loss was 81,248,000 or $.83 per common share. Typically, new banks do not achieve cumulative profitability until
the third year of operation. Furst National Bark of Forsyth County achieved cumulative profitability in February
2006, its 22nd month of operation.
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The Company's profitability is determined by its ability to manage cffectively interest income and expense,
minimize loan and security losses, generate noninlerest income, and control operating expenses. Becsuse interest
rates are determmuned by market forces and economic conditions beyond our contrel, the Bank's ability to generale
net interest income depends upon its ability 10 obtain an adequate net interest spread between the rate earned on
interest-earning assets and the rate paid on interest-bearing liabilities. The net yield on average interest-earning
assets increased to 4.24% for the year ended December 31, 2005 from 4.23% for the year ended December 21, 2004,
The increases in interest rates by the Federal Reserve in 2005 and additional loan volume were matched by increases
in funding costs during the year. In 2005, the average yield on interest-earning assets increased 1o 6.88% from
6.04% in 2004 and the average yield on interest-bearing liabilities increased 0 3.18% in 2005 from 2 48% in 2004.
The overall change in the interest rate spread from 2004 to 2005 was an increase of 14 basis points. The increase in
the net interest spread was duc 1o balance sheet growth being dominated by loan growth, primanily variable rate
loans which benefited from Federal Reserve rate increases immediately, while deposits cost increases lagged. Total
average interest-earning assets increased by $65.7 million from December 31, 2004 10 $92.9 muilion at
December 31, 2005, The growth in loan portfolios was accompanted by competitive pricing.

Net interest income increased by $2,782,400 to $3,936,000 in 2005. The increase reflects the strong growth in
Ioans during 2005. The change in net interest income is primarily the result of the increases in pet volume rather
than changes in net interest rates.

Other [Income. Other income totaled $284,000 in 2005. Of this amount, service charges on deposit accounts
represented $72,000, mortgage origination fees represented $134,000 and other service charges and fees 378,000,

Other Expense, Other expense totaled $3,193,000 for the vear ended December 31, 2005, Increases in salaries
and employee benefits represent the most sigificant portions of these increases, which increased by $721,000 for
the 2005. The number of full-time equivalent emnplayees increased by 6 employee in 2605 to 25 full ime
employees. In addition to the additionzl salary expense related to new employees during 2005, incentive
compensation increased. Net occupancy and equipment expense increased $134,000 to $407,000 in 2005, Other
operating cxpenses increased by $321,000 for the year ended December 31, 2005 compared to 2004, The increase in
other operating expenses in 2005 included increases in supplies, postage and telephone expense of $21,000, loan
acquisition costs of $33,000, accounting and auditing fees of $62,000, legal fees of 39,000 and data processing
charpes of $99,000. Included in total other expense was $191,000 which represented the cost associated with the
acceleration of vesting of directar warrants.

Income Tax Expense. The income tax benefit was $490,000 on a consolidated basis compared to no tax expense
or benefitin 2004.  The Company was deemed sustainably profitable in 2005 and was able to recognize the tax
benefit fram deferred taxes from the inception of the Company’s operation,

Net Income. Net income was $798,000 for 2005 compared 10 a loss of 51,248,000 in 2004. The bank became
profitable in 2005 because it achieved a sufficient amount of earning assets o cover and exceed operating expenses
of a de novo bank. The improvement in net income was due 1o the volume of eaming assets adding during the year
and the realization of deferred tax benefits.

Asset Quelity. The provision for loan losses was $720,000 during 2005 compared te $655,000 in 2004. The )
bank’s policy is to provide an allowance for loan loss equal 10 1.29% of loans outstanding. The increase in the
provision was due to loan growth. The provision for loan losses is the charge to operations which management
believes is necessary to fund the allowance for loan losses. This provision is based on management’s periodic
review of the collectability of the loans in light of historcal experience, the nature and volume of the loan portfolio,
adverse sitaations that may affect the borrower’s ability to repay, estimated value of any vnderlying collateral and
prevailing economic conditions. Management’s evaluation is inherently subjective as it requires estimates that are
susceptible to significant revision as more information becomss available. In addition, regulatory agercies, as an
integral part of their examination process, periodically review our allowance for loan losses, and may require us lo
make addirions to the allowance based on their judgment about information available to them at the time of their
examinations. See also our discussion of the loan loss allowance in the “Critical Accounting Policies™
section included in this report.

The following table presents details of the provision for loan losses. We have no loans on non-accrual and no
loans are past due with regard to payment of interest and principal.




Real estate loans are normally secwred by one to four family residences cr other real estats with values exceeding the
original loan balance, therefore minimizing the risk of loss. Consumer loans, however, may be sccured by
consurrer goods and automaobiles or may be unsecurec and therefore subject to greater loss in the event of charge-
off. During a recession, losses are more likely and the risk of loss is greater in the consumer pontfolio. The
allowance for loan losses as a percentage of nonperforming loans or charge-ofts tvpically presented by barks is not
meaningful for First National Bank of Forsyth County because the bank had ne nonperforming loans or charge-offs
during 2005 and 2004.

Analysis of the Allowance for Loan Losses

Years ended December 31,

(Dollars in thousands) 2004 2004

Tatal charge-offs $ ¢ 0
Tatal recoveries 0 0
Net charge-offs (recoveries) Q 0
Total nonaccruzl loans Q ]
Loans past due 90 days 0 0
Other real estate 0 0
P-ovision for loan losses 720,200 655,000
Allowance/Total loans 1.29% 1.25%
Net charge-offs (recoveries)Average loans NA% NA%
Allowance/Nonperforming loans NA% NA%

Effects of Inflation

The impact of inflation an banks differs frem its impact on non-finaacial institutions. Banks, as financial
intermediaries, have assets which zre primarily monetary in nature and which tend to fluctuate in concert with
inflation. A bank can reduce the impact of inflation if it can manage its interest rate sensitivity gap. This gap
represents the difference between rate sensitive assels and rate sensitive liabilities. Through asset and liability
management, we attempt to structure these assets and liabilities and manage the rate sensitivity gap of the bank,
thereby seeking 1o minimize the potential effects of inflation. For information on the management of our interest rate
sensitive assets and liabilities, see ' Asset/Liability Management™ below.

Off-Balance Sheet Arrangements

Our financial statements do not reflect various commitments and cotingent tiabilitics that arise in the normal
course of business, These off-balance sheet financial instruments include: commutments to extend credit and standby
lesters of credit. Such financial instruments are included in the financial staternents when funds are distributed or the
instruments become payable. Gur exposure to credit loss in the event of nonperformance by the other party to the
financial instrument for commitments io extend credit and standby letters of credit is represented by the contractual
amount of those instruments. We use the same credit policies in making such commitments as we do for on-balance
sheet instruments, Although these amounts do not necessarily represent future cash requirements, a surnmary of our
commitments as of Decemnber 31, 2005 and December 31, 2004 are as follows:

Loan Commitments and Standby Letters of Credit

{Amounts in thousand) December 31
2005 2004
Commitments to extend credit 519,308 B.362
Financial standby letters of credit 910 264
Total $20,218 8,626




Liquidity and Capital Resources

Liquidiry represents the ability of a company to convert assets into ¢ash or cash eguivalents without significant loss
and the ability to rzise additional funds by increasing liabiiities. Liquidity management involves monitoring our
sources and uses of funds in order to meet our day-to-day cash flow requirements while maximizing profits. We
seek o meet liquidity requirements primarily trough management of short-lerm invesiments, monthly amortizing
loans, maruring single payment loans, maturities of securities and prepayments of eaming assets. Also, we mainiain
relationships with correspondent banks which could provide funds on short notice.

Qur liguidity and capital resources are monitored on a periodic basis by management and regulatory authorities.
At December 31, 2005, our liquidity ratio was 12%. Liquidity is measured by the ratio of net cash, federai funds
sold and securities to net deposits and short-term liab:lities. In the event the Bank needs to generate additional
liquidity, funding plans would be implemented as outlined in the liguidity policy of the Bank. Management reviews
liquidity on a periodic basis to moniter and adjust liquidity as necessary. Management has the ability 1o adjust
liquidity by selling securities available for sale, selling participations in loans and accessing available funds through
various borrowing arrangements. At December 31, 2005, the Bank kad a borrowing capacity totaling approximately
$5.5 mullion through available lines of credit. We believe our short-tenm investments, available bomowing
arTangements and access to brokered deposits are adequate to cover any reasonably anticipated immediate need for
lunds.

As of December 31, 2005, Allied Bancshares, Inc. and its subsidiary bank were considered to be well-
capitalized as defined in the FDICIA and based on regulatory rmunimum capital requirements. Allied Bancshares,
Inc. and First National Bank of Forsyth County capital ratios as of December 31, 2005 are presented in the following
table:

Capital Raties

For
Capital
Capital Adequacy To Be Welt
Ratios Purposes Capitalized
Total Capitz}] to Risk Weighted Assets:
Consolidated company 13.51% 8.00% N/A
FNB Forsyth County 12.65 8.00 10.00
Tier 1 Capital to Risk Weighted Assets:
Consolidated company 12.29% 4.00% N/A
FNB Forsyth County 11.45 4.00 6.00
Tier 1 Capital to Average Assets:
Cansolidated company 12.07% 4.00% N/A
First Nationa] Bank i1.25 4.00 5.00

Management is not aware of any known trends, events or urcertainties, other than those discussed above,
that will have or are reasonably likely to have a material effect on our liquidity, capital resources. or operations.
Maragement is also not aware of any current recommendations by the regulatory authorities which, if they were
implemented, would have such an effect.

Selected Financial Information and Statistical Data

The tables and schedules on the following pages set forth certain financial information and statistical data
with respect 10: the distribution of assets, liabilities and stockholders® equity; interest rates and interest difterentials;
interest rate sensilivity gap ratios; the securiii¢s portfolie; the loan portiolio, including types of loans, maturittes and
sensitivities to changes in intzrest rates and inforrnation on nonperforming loans; summary of the loan loss
expenience and allowance for loan losses; types of deposits; and the return ¢n equity and assets.




Distribution of Assets, Liabilities and Stockholders® Equity interest Rates and Interest Differentials

The following table sets forth the amount of our interest income or interest expense for each category of
interest-eamning assets and interest-bearing liabilities and the average interest yield/rate for tolal interest-catning
assets and total imerest-bearing liabilities, net interest spread and net yield on average interesi-earning assels.

Average Balance Sheets, Interest anJ Rates

For the Years Ended Dlecember 31,

2005 2004
Interest Weighted Interest  Weighted
Average Income/ Averags Average Income/ Average
Batance'” Expense Ratc Balance Expense Rate
ASSETS
[nterest earning assets:
Federal funds sold and
interest bearing deposits 511,473 368 321% 3,759 136 3.62%
Investment securities 3,530 126 3.56% 1,814 46 2.54%
Loans (2)(4) 77,896 5,895 T1.57% 21,656 1,462 6.75%
Total interest earnings
assets 92,299 6,389 6.88% 27,230 1,644 6.04%
Other assels 4,939 6411
Total assets 97,383 33,642
LIABILITIES AND
STOCKHOLDERS'
EQUITY
Interest bearing liabilities:
Deposits:
Demand 24 285 575 2.37% 7,883 176 2.23%
Time 52,948 1,877 3.55% 11,880 309 2.60%
Other borrowed funds 16 1 3.96% 193 6 31.19%
Total interest bearing
liabilities 77,249 2,453 3.18% 19,956 490 248%
Other non-interest bearing
Habilities 92116 £,762
Stockholders’ cquity (3) 11,473 7,924
Total lizbilities and '
stockholders’ equity 97,838 33,642
Net interest income 3,936 1,154
Net interest spread 3.70% 3.56%
Net interest margin 4.24% 4.23%
() Average balances were determined using the daity average balences.
(2) Average balances of loans are net of fees and nonaccrual loans.
3) Averape unrealized gains (losses) on securities (all are 1axable) available for sale, net of tax, have been
included in stockholders™ equity at {$17,809) and ($5,969! for 2005 and 2004, respectively.
{4) Inlzrest and fees on loans include $618,369 and §32%,107 of loan fee income for the years ended Drecember

31, 2005 and 2004, respectively.
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Rate and Volume Analysis

The following table describes the extent to which changes in interest rates and changes in volume of
interest-carning assets and interest-bearing liabilines have affected our interest income and expense during the vears
indicated, For each category of interest-earning assets and interest-bearing habilites, information is provided on
changes attributable 10: {1) change in volume {change in volume multiplied by old rate); (2) change in rate (change
in rate muliplied by old volume); and (3) a combination of change in rate and change in volume.

Volume, Rate and Mix Analysis

2005 over 2004
Increase (decrease) due to changes in:

Volume Rate Mix Change
Interest earned on:
Federal funds sold and interest bearing depasits 3 279,206 (15,572) {31,552) 231,682
Investment securities 43,612 18,546 17,553 79,692
Loans 3,796,063 176,771 459 056 4,437 889
Total interest income 4,119,881 179,745 444 637 4.744,263
Interest paid on:
Demand 365,767 10,851 22,577 399,196
Time 1,067.792 112,332 388,345 1,568,469
Qther borrowed funds (5,658) 1,775 (1,184) (5,067)
Totat interest expense 1,427,901 124,958 409,738 1,962,598
Nert interest income $2,691,979 54,787 34 899 2,781,665

Market Risk and Interest Rate Sensitivity

Our asset/liability mix is monitored on a regular basis and a report cvaluaring the interest rate sensitive
assets and interest rate sensitive liabilities is prepared and presented to Bank’s board of directors monthly and the
Asset and Liability Management Commitiee of the Bank’s board of directors on a quartzrly basis for a more in-
depth discussion. The objective of this policy is to monitor interest rate sensitive assets and liabilitizs 50 as to
minimize the impact of substantial movements in interest rates on €armings. An asset or liability is considered to be
interest rate sensitive if it will reprice or mature within the time period analyzed, usually one year or less. The
interest rate sensitivity gap is the difference between the interest-eamning assets and interest-bearing liabilities
scheduled to mature or reprice within such tume period. A pitp is considered positive when the amount of interest
rate sensitive asscls exceeds the amount of intercst rate sensitive habilities. A gap is considered negative when the
amount of interest rate sensitive liabilities exceeds the interest rate sensitive assets. During a period of rising interest
rates, a nepative gap would tend to adversely affect net interest income, while a positive gap would tend to result in
an increase in net interest income. Conversely, during a period of falling interest rates, a negative gap would tend to
result in an increase in net interest income, while a positive gap would tend to adversely affect net interest income. If
our assets and liabilities were equalty flexible and moved concurrently, the impact of any increase or decrease in
interest rates on net interest income would be minimal,

A simple interest rate “'gap” analysis by itself may not be an accurate indicator of how net interest income
will be affected by changes in interest rates. Accordingly, we also evaluate how the repayment of particular assets
and liabilities is impacted by changes n interest rates. Income associated with interest-earning assets and costs
associated with interest-bearing liabilities may not be affected uniformly by changes in interest rates. In addition, the
magnitude and duration of changes in interest rates may have a significant impact on net interest income. For
example, although certain assets and liabilities may have similar maturities or periods of repricing, they may react in
different degrees 1o changes in market interest rates. Interest rates on certain types of assets and liabilities flucwmate
in advance of changes in general market rates, while interest rates on other types may lag behind changes in general
rmarket rates.




In additiun, cenain assets, such as adjuslable rate loans, have features {generzlly referred to as “interes! raie caps and
floors™) which limit the amount of changes in interest rates. Prepayment and early withdrawal levels aiso could
deviate significantly from those assumed in calculating the interest rate gap. The ability of many borrowers to
service their debis also may decrease during periods of nsing interest rates.

Changes in interest rates also affect our liquidity position. The Bank currently prices deposits in response 1o
markel rates and it is management's intention to continue this policy. If deposits are not priced in response 1o market
rates, a loss of deposits could occur which would negatively affect our liquidity pesition.

At December 31, 2005 our cumulative one year interesl rale sensitivity gap ratio was 1.07. This indicates
that our interest-carning assets will reprice during this period at a rate faster than our interest-bearing liabilities.

Thz following table sets forth the distribution of the repricing of our interest-eaming assets and inierest-
bearing liabilities as of December 31, 2005, the interest tate sensitivity gap {i.c., interest rate sensiltive assets less
interest rate sensitive liabilities), the cumulative interest rate sensitivity gap, the interest rate sensitivity gap ratio
(i.e., interest rate sensitive assets divided by interest rate sensitive liabilirizs) and the cumulative interes: rate
sensitivity gap ratio. The table also sets forth the time periods in which nterest-eamning assets and interest-bearing
liabilities will mature or may reprice in accordance with their contractuat terms. However, the table does not
necessarily indicate the impact of genera! interest rate movements on the net interest margin since the repricing of
various categories of assets and liabilities is subject to competitive pressures and the needs of our customers. In
addition, various assets and liabilities indicated as repricing within the sume period may in fact reprice at different
times within such period and at different ratcs.

Maturity/Repricing of Assets and l.iabilities

Over 1 Yr. Over 2 Yrs.
Repricing or maturing i Year Through 2 Through 5 Over 5
amounis in thousands or Less Years Years Ycars Total
Interest eaming assets:
Interest bearing deposits in banks &

Fed Funds sold $10,558 10,538
Investment securities (1) 3,911 3,911
Other investments 396 396
Adjustable rate loans 76,248 76,248
Fixed rate loans 12,362 7,669 10,062 451 30,544

Tota] inierest eaming assels 99,168 7.669 10,062 4,758 121,657
Interest bearing liabilities
Interest bearing demand deposits

(NOW & MMDA) 20,009 20,009
Savings 4,392 4,392
Time deposils 67,828 3,882 8,645 80,355
Other borrowed funds -

Total interest bearing liabilities 92,229 3,882 8,645 - 104,756
Interest rate: sensitivity gap 6,939 3,787 1,417 4,758 16,901
Cumulative interest rate sensitivity 6,939 10,726 12,143 16,901

gap
Cumulative interest rale sensitivity

pap to total assets 5.43% 8.39% 9.50% 13.23%

{1)Does rot include restricted equity securities, which consist of Federat Home Lozn Bank of Atlanta stock and
Federal Reserve Bank stock and Alliance Bancshares, inc. common stock., as such assets are not interest ratc
sensitive.




Management bzlieves the measurement of interest rate risk using gap analysis is enhanced when used in
conjunction with an earnings simulation medel. As of December 31, 2005, the Company maintained an asset
sensitive interest rate risk posinon based on its simulation model results. This positioning would be expected to
result in an increase in net interest income in a ristng rate environment and a decrease in net intergst income in a
declining rate environment. This is generally due to a greater proportian of interest earning asscls repricing on a
variabie rate basis as compared to variable rate funding sources. This asset sensitivigy is indicated by selecied results
of net interest income simulations. The aclual realized change in net interest income would depend on several
factors. These factors include, but are not limited to, actual realized growth in asset and liability volumes, as well as
the mix experienced over these time horizons. Market conditions and their resulting impact on loan, deposit, and
funding pricing would also be 2 primary determirant in the realized level of net interest income. The table below
shows the irmpact on net interest margins over a twelve-month period when subjected to an immediate 200 basis
point increase and decrease in rate.

Twelve Month Net Interest Income Sensitivity

Change in Short-Term Estimated Change in Net
Interest Rates (in basis points) Interest Income
+200 21.5%
Fiat —
-200 (23.5)%

We actively manage the mix of asset and liability maturities to control the effects of changes in the general
level of interest rates on net interest income. Except for its effect on the general level of interest rates, inflation does
not have a material impact on us due to the rate variability and short-term maturities of our eaming assets. [n
particular, as of December 31, 2005 approximately 71% of thz loan porifolio is comprised of loans which have
variable rate lerms or mature within one year.

Securities Portfolio
Types of Securities

The following table sets forth the carrying value of securities held by the Banik as of the dates indicated:

December 31,

2005 2004
U. S. Treasurics and U, S, government agencics $2,055,803 3,008,438
Mortgage-backed securities 933,104
CMO's 922,300
Equity securities 896,292 860,292
Total 54,807,499 3,868,730

(1) Equity securities consist of Federal Home Loan Bank of Atlanta stock, Federal Reserve Bank stock and
Alliance Bancshares, Inc. common stock. For presentation purposes, the equity securities are not
included in the maturity table below because they have no contractual maturity date.




Maturines

Th= amounts of debt securities as of December 31, 2005 are shown in the following table according 1o
contractual maturities.

Weiphted
t1io5 31010 Average
=Qne Year Yeurs Years 219 Year Taial Yield
U. §. Treasurics and
Agercies 3 2,035,203 2,055,802 3.45%
Morigage backed
securines 233,504 932,104 4.34%
CMO's 522,300 922.300 4 55%
Total 5 - .- 2.988.907 922,300 3,911,207

Yields were computed using coupon inlerest rates, including discount accretion and premium amortization, The
weighted average yield for each maturity range was computed using the carrying value of each security in that
range.

Lozn Particlio

Types of Loans

The following table sets forth loans by purpose as of the dates indicated therein:

Far the Years i=nded December 31,

{Amounts in thousands) 2005 2004
Classification 3 % S %
Commercial 4,302 4.0% 4,454 8.3%
Real estate — construction 37,073 34 7% 18,457 352%
Real estate — mortgage 60,976 57.1% 27,531 52.5%
Consumer and other 4442 4.2% 1,982 318%
Total 106,793 100.0% 52,424 100.0%
Allowance for loan loss {1,375} {655)
Net loans 105,418 51,769

Loans are net of deferred loan fees.
Maturities and Sensitivities to Changes in [nterest Ruies

Total loans as of December 31, 2005 are shown in the following table according to contractual maturity,
amounts in thousands.

One Year or Less Over One to
(Amounts in thousands) Five Years
Cormunercial, financial & agricuinural 3 2,623 1,678
Real estate - construction 36,019 1,054
Total 3 38,642 2,732




The following table summarizes loans at December 31, 2005 with the due date after one year for
predetermined and floating or adjustable interest rates.

Rate Stucture for Loans

(Dollars in thowiards) Maturing over One Year
Adjustable Fixed
Rale Rate Total
Commercial $ 557 1,121 1,678
Rcal estate — constructicn 1,054 1,054
Total 3 1,611 1,121 2,732

Risk Elements

The company has no non-performing loans outstanding at December 31, 2005 and December 31, 2004,
The Company has no reduction o tnterest income from nonzccrual loans under their original terms and no interest
income that was recorded on nonaccrual loans.

Management includes nonaccruz! loans in its definition of impaired loans as determined by Financial
Accounting Standards Boeard Statement Numbers 114 and 1 18.

Our policy is to discontinue the accrual of interest income when, in the opinion of management, collection
of such interest becomes doubtful. This status is determined when: (1) there is a significant deterioration in the
financial condition of the borrower and full repayment of principal and interest is net expected; and (2} the principal
or interest ts more than 90 days past due, unless the loan is both well-secured and in the process of collection.
Accnual of interest on such loans is resumed when, in management’s judgment, the collection of interest and
principal becomes probable. Loans classified for regulatory purposes as loss, doubtful, subsiandard, or special
mention that bave not been included in the table above do not represent or resuli from trends or uncertainties which
management reasonably expects will materially impacl future operating results, liquidity, or capital rescurces. These
classified loans do not represent material credits about which management is aware and which cause management to
have serious doubts as to the abiliry of such borrowers to comply with the loan repayment terms. In the event of
non-performance by the borrower, these loans have collateral pledged which would prevent the recognition of
substantial losses.

Summary of Loan Loss Experience

The following rable summarizes average loan balanices for the periods set forth therein determined using
Lke daily average balances during the year; changes in the allowance for loan losses arising from loans charged off
and recoveries on loans previously charged off; additions to the allowance which have been charged to expense; and
the ratic of net charge-offs during the ycar to average loans.

(Dollars in thousands) 2005 2004
Allowance at beginning of year 3 655 -
Charge-offs - -
Recoveries - -

Net charge offs - -
Provisions charged 1o eamings 720 035
Allowance at end of year 1,375 £55
Ratio of net charge offs to average loans NA NA
Ratio of allowance to total loans 1.29 % 1.2 %




The ‘ollowing table sets forth the allowance for 1oan losses 1o totzl allowance for ioan losses and the percent
of toans to to:al foans in each of the categories histed at the dates indicated:

2005 2004

Balance at End of Period
Applicable to: Amount Yo Amount Yo
Commercial, financial and agricultural 5 86,158 6.27% 59,614 9.09%
Real estate - rnortgage 760,284 35.30% 348,648 53.18%
Real estate - construction 504 06t 36.66% 232,059 35.39%
Consumer and other loans 24 411 1.78%% 15,335 2.34%
Unallocated 0 0.00%% 0 0.00%

Total $1,374 914 100.00% 655,658 100.00%

The allowance for loan losses is established through provisions far loan losses charged to operations. Loans
are charged against the allowance for 1oan losses when management believes that the collection of principal 15
unlikely, Subseguent recoveries are added 1o the allowance. Management's evaluation of the adequacy of the
allowance for loan losses is based on 2 formal analysis which assesses the nisk within the loan portfolio. Management
believes that the allowance for loan losses is adequate. While managerment uses available information 1o recognize
losses an loans, future additions to the aliowance for loan losses may be necessary based on changes in economuc
conditions. In addition, various regulatory agencies, as an integral part of their examination process, periodically
review the subsidiary banks’ allowances for loan lesses. Such agencies may require our subsidiary banks to recognize
additions to the allowance for loan losses based on their judgments about information available to them at the time of
their examinztion. See also our allowance for loan loss discussian ia “Critical Accounting Policies.”

Qur allowance for loan losses was §1,374,914 at December 31, 2005, representing 1.29% of total loans,
compared with $655,658 at Decemnber 31, 2004, which represented 1.25% of total loans.

Deposits
Average amounts of deposits and average rates paid thereon, classified as to noninterest-bearing demand
deposits, interest-bearing demand and savings deposits and time deposits, are presented below. Average balances were

determined using daily average bailances,

For the Years Ended December 31,

2008 2004
{Aniounts in thousands) 5 Rate % 3 Rate %
Non-interest bearing demand 7,256 -- 1,771 -
Interest bearing demand 24,285 2.37% 7,831 2.23%
Time 52,948 3.55% 11,679 2.45%
Total 84,489 21,41_1'

‘The amounts of time certificates of deposit issued in amounts of $100,000 or more as of December 31, 2005
are shown below by category.

{Dollars in thousands) Total
Three months or less $ 11,106
Over three months through six months 19,094
Over six months through twelve months 37,628
Over twelve months 12,527
Total $ BO0,355




Return on Equity and Assets

The following table sets forth rate of return information for the periods indicated,

2005 2004
Retwum on assets (1) 82% (3.7 %
Retumn on equity {2) 5.90 (15.73)
Dividend payoul ratio (3) -0- -0-
Equity to assets ratio (4} 13.813 2.37

(1) Net income divided by average total assets.

(2) Net income divided by average equity.

(3 Dividends declared per share divided by diluted earnings per share.
(9) Average equity divided by average total assets,

Borrowings

We had no bortowings outstanding at December 31, 2005 and 2004.
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Porter Keadle Mocre, tir

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors
Alied Baneshares, Inc.
Cumming, Geergia

We have audited the consolidated balance sheets of Allied Bancshares, Inc. and subsidiary as of December 31, 2005
and 2004, and the related consclidated statements of operations, changes in stockholders’ equity, comprehensive
income and cash flows for the years then ended. These conselidated financial statements are the responsibility of
the Company's management. Our respansibility is to express an opinion on these consolidated financial staternents
based on our audits,

We conducted our audits in accordance with the standards of the Public Campany Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit 1o obain reasonable assurance about
whether the financial statements are free of material misstaternent. An audit includes examining, on a test basis,
cvidence supporting the amounts and disclosures in the financial statements, An audit also includes assessing the
accounting principles used and significant estimates made by management, as well 2s evaluating the overal)
financial statement presentation. We believe that our audits provided 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 Allied Bancshares, Inc. and subsidiary as of December 31, 2005 and 2004, and the resulls of
their operations and their cash flows for the years then ended, in conformity with accounting principics gencrally
accepted in the United States of America.

pﬁlﬁl Mﬁmﬂ&é;"

Atlanta, Georgia
March 20, 2006

Cerlified Public Accountants
Suile 1800 - 235 Peachtiee Stiect MNE + Aticnla, Georgia 30303 « Phone 404-588-2200 » Fox 404-588-4222 » www.pkm.com
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ALLIED BANCSHARES, INC. AND SUBSIDIARY
Consolidated Balance Sheets

December 31, 2005 and 2004

2005 2004
Assets
Cash and due from banks 3 2,113,778 1,490,159
Federal funds sold 10,499, 671 5,122,000
Interesi-bearing deposits in banks 57,941 56,981
Total cash and cash equivalenis 12,671,390 6,669,140
Investment securitics 3011207 3,008,438
Other investinents 896,292 860,292
Total securities 4,807,459 3,868,730
Loans 106,703,143 52423821
Less: Allowaince for loan losses (1.374.910) {655,298)
Nel toans 105,418,229 51,768,523
Premises anc equipment, net 3,636,780 1,555,887
Accrucd interest receivable and other assets 1,330,330 308,256
Total assets ¥ 127,864,228 66,170,536
Liabilities and Stockholders” Equity
Liabilities:
Deposits:
Noninterest-bearing demand A3 8,264,905 3,436,473
Interest bearing demand 20,009,451 16,048 065
Savings 4,391 814 122,116
Time, 5100,000 or more 54,196,335 23,331,451
Other time deposits 26,158,608 9,786,526
Total deposits 113,021,153 52,724,632
Accrued interest payable and other habilities 558,477 135,953
Total liabilities 113,579,630 52,860,585
Commitmeni;
Stockholders’ equiny:
Common stock, $.10 par value, 10,000,000 shares authorized; 1,502,000
shares issued and outstanding in 2005 and 1,500,000 share issued
and outstanding in 2004 150,200 150,000
Additional paid-in capital 14,977,897 14,756,668
Accumulated deficit (805,851) (1,604,106)
Accurnulated other comprehensive income (37,628) (2,611)
Totel stockholders' equity 14,284 598 13,309,951
Total liabilitizs and stockholders' equity £ 127,864,228 66,170,526

See accompanyiny notes 1o consolidated financial statements.
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ALLIED BANCSHARES, INC.
Consolidated Statements of Earnings

For the Years Ended December 31, 2005 and 2004

2005 2004
Interest income:
Interest and fees on loans S 5,305,042 1,462,153
Inrerest on deposits in other banks 133,638 92,633
Interest on federal funds sold 234,118 43,441
Interest and dividends on investment securities, taxable 125,823 46,131
Total interest income 6,188,621 1,644,358
Interest expense:
Interest bearing demand and money market deposits 574,994 175,579
Time deposits 1,877,337 308,507
Other 634 6,150
Total interest expense 2,452 965 490,236
Net interest income 3,935,656 1,154,122
Provision for loan Josses 719,616 655,298
Net interest income after provision for loan losses 3,216,040 498,824
Service charges and other fees 284,722 57,318
Other expense;
Salaries and benefiis 1,902,678 1,181,347
Compensation expense-directors wammants 191,429 -
Net occupancy and equipment ¢xpense 406,568 252,413
Other operating expenses 692,051 370,808
Total other expense 3,192,726 1,804,568
Eamings (loss) before income taxes 308,036 (1,248,426)
Income tax benefit 490,219 -
Net earnings (loss) S 798,255 (1,248 426)
Basic earnings (loss) per share ) .53 (.83)
Diluted eamings (loss) per share 3 .51 (.83}
Weighted average number of shares 1,500,521 1,500,000

Sec accompanying notes to cansolidated financial stalements.
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ALLIED BANCSHARES, INC.

Consclidated Statements of Changes in Stockholders’ Equity

Balance, December 31, 2003
Redemption cf orgnizer’s share
of stock

Sales of cornmon s:ock, aet of
offering expenses of $83,332

Net loss

Change tn unrealizzd loss ar
securities available for sale, net of
lax

Balance, December 31, 2004

Net earnings
Issuance of commen stock from
exsrcise of stock options

Acceleration of director warrants
Change in unrealizzd loss on

sccurities available for sale, net of
tax

Balance, December 31, 2005

3

:3

For The Years Ended December 31, 2005 and 2004

Accumulated
Additional Other
Common Paid-in Accumulated Comprebensive
Stock Capital Deficit Income (Loss) Total
- 10 (355,680) (355,670)
{10} - - {10)
150,000 14,766,668 - - 14,916,668
{1,248 426} - {1,248,426)
. : (2,611) {2,611
150,000 14,766,668 (1,604,106} {2,611) 13,309,951
- 798,255 - 798,255
200 19,800 - - 20,000
- 191,429 - - 191,429
. : . (35,037) (35,037
150,200 14,977,897 {805,851) (37,648) 14,284,598

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

For the Years Ended December 31, 2005 and 2004

2005 2004
Net eamings (loss) $ 798,255 (1,248.426)
Other comprehensive loss net of tax:
Unrealized losscs on investment securities available for sale;

Unrealized losses arising during Lhe period {36,512) (4,210}

[ncome tax benefit related (0 unrealized losses 2),475 1,599

Other comprehensive loss (35,037 {2,611}
Comprehensive income (loss) S 763,218 {1,251,037)

See accompanying notes to consolidated financial statements.
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ALLIED BANCSHARES, INC. AND SUBSIDIARY

Consolidated Statements of Cash Flows

For the Years Ended December 31, 2005 and 2004

Cash flows from operating activities:
Net eemnings (loss)
Adjustments to reconcile net camings (loss) 1o net cash provided
by (used in) operating activities:
Depreciation and amortization
Compensation expense for acceleration of direclor warrants
Deferred taxes
Provision for loan loss
Increase in interest receivable and other assets
Increase in interest payable and other liabilitics

Net cash provided by (used in} operating activities

Cash Mlows from investing aclivities:
Proceeds from investment securities called or redeemed
Purchases of investment securities
Purchases of other investments
Net increase in loans
Purchases of premises and cquipment

Net cash used in invesling activities

Cash flows from financing activities:
Net increase in deposils
Issuance of commen stock
Line of eredit repaid
Proceeds from sale of common stock
Deferred offering expenses

Ne1 cash provided by financing activities

Net change in cash and cash equivalents

Cash and cash equivalents at beginning of the year

Cash and cash equivalents at end of year

Non-cash investing and financing activities:
Change in urrealized loss on securities
zvailable for sale, net of tax

Supplemental information:
[nterest paid

See accompanying notes to consolidated financial statements.
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2005 2004
798,245 (1,248,426)
243,762 124,660
191,429 )

(635.218) .
719,616 655,298
(365,360) (302,283)
422,524 137,554
1,374,988 (633,197)
3,078,152 .
(4,094,151) (3,074,571}
(36,000} (860,292)
(54,369,322) (52,423,821}
(267.937) (3,568.689)
(55,689,258} (59,927,373)
60,296,521 52,724,632
20,600 .
- (488,196)
14,999,990
- (8,223)
60,316,521 67,228,203
6,002,251 6,667,633
6,669,140 1,507
12,671,391 6,669,140
(35,017 (2,611}
2,207,870 369,718




ALLIED BANCSHARES, INC. AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
NOTE }. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Allied Bancshares, Inc. and its subsidiary bank provide a full range of banking and bank-related services to
individuals and corporate customers in the Georgia counties of Forsyth and Hall and surrounding arcas. The
Company is subject to regulation under the Bank Holding Company Act of 1956. The Bank is primarily
regulated by the Office of the Comptroller of the Currency and undergoes periodic examinations by this
regulatory agency.

The accounting and reporting policies of Allied Bancshares, Inc. and subsidiary conform to accounling
principies generally accepted in the United States of America and 10 general practices within the banking
industry. The following is a summary of the significant accounting palicies.

Basis ol Presentation

The consolidated financial statements inciude the accounts of Allied Bancshares, Inc. (the “Parent Company™
or "Compary”) and it's wholly-owned subsidiary, First National Bank of Forsyth County (the Bank™),
collectively known as the Company. Al significant inter-company accounts and transactions have been
eliminated in consclidation.

The consolidated financial statements have been prepared in conformity with accounting principles generally
accepted in the United States of America. In preparing the financial statements, management is requircd to make
estimates and assumptions that affect the reported amounts ol assets and liabilities as of the date of the balance
sheet and revenuzs and cxpenses for the period. Actual results could differ significantly from those estmates.
Material estimates that are pariicularly susceptible to significant change in the near term relate o ihe
determination of the allowance for loan losses and the market valuation reserve on investment securities
available for sale. Management believes that the allowance for loan losses is adequate and the market valuation
reserve is appropriate. While managemsnt uses available information to recognize losses on loans, future
additions to the allowance may be necessary based on changes in economic conditions. In addition, various
regulatory agencies, as an integral part of their examination process, periodically review the Bank’s allowance
for loan losses. Such agencies may require the Bank to recognize additions to the allowance based on their
judgments about information available to them at the time of their examination

Cash and Cash Equivalents

For purposes of reponting cash flows, cash and cash eguivalents include cash on hand, amounts due from banks,
interest-bearing deposits with banks and federal funds sold. Generally, federal funds are sold for one-day
periods.

Investment Securities

The Company classifies its securities in one of three categories: trading, available-for-sale or held-to-maturity.
Trading securities are bought and held principally for the purpose of selling them in the near term. feld-to-
maturity securities are those secunties for which the Company has the ability and intent 10 hold until matunty.
All securities not nciuded in trading or held-to-maturity are classifisd as available-for-sale. At December 31,
2008, all securities are classified as available-for-sale.

Available-for-sale securities are recorded at fair vajue. Held-to-maturity securities are recorded at cosl, adjusted
for the amortization or accretion of premiums or discounts. Unrealized holding gains and losses, net of the
related tax effect, on securities available-for-sale are excluded from earnings and are reported as a scparate
component of sharcholders' equity until realized. Transfers of securities between categories are recorded at fair
value at the date of transfer. A decline in the market value of any available-for-sale or held-to-marturity security
below cosl that is deemed other than temporary is charged to camings and establishes a new cost basis for the
security.
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ALLIED BANCSHARES, INC. AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Premiums and discounts on all non-callable investment securities are amortized or accreted, respectively, over
the lifc of the related sccurities as adjustments to the yield, Premium and discount on callable investment
securities is amortized or accreted, respectively, 10 interest income ¢n a straight-line method over the period to
the call date of the related investment. Realized gains and losses for securities classified as available-for-sale
and held-to-maturity are included in earnings and are derived using the specific identification method for
determining the cost of securities sold.

Other Tuvestments

Other investrments include Federal Reserve Bank stock, Federal Home Loan Bank stock and stock in a closely
held ban's holding company, which have no readily delerminable fair value and are carried at cost.

Loans

Loans are reported at the gross amount outstanding net of the valuvation allowance for loan losses. Interest
income 1s generally recognized over the terms of the loans based oo the principal amount outstanding. Loan
origination fees and direct origination costs, which are approximately the same on most loans, are recognized at
the time the loan is recorded on the books. If the collectability of interest appears doubtful, accrual is
discontinued. Accrued interest, which appears doubiful of collection, is reversed against interest income if
accrued in the current year or charged to the allowance for loan losses if accrued in prior years. Payments
received on non-accrual loans are recorded as a reduction to the loan’s balance. Accrual of interest is resumed if
manageraent believes a borrower's financial position has improved.

A loan is considered impaired when, based on current information and events, it is probable that all amounts due
according to the contractual terms of the loan agrecment will not be collected. Impaired loans are measured
based on the present value of expected future cash flows discounted at the loan's effective interest rate, or at the
loan's observable market price, or at the fair value of the collateral of the loan if the loan is collateral dependent.
Accrua! of interest is discontinued on a loan when management believes, after considering economic and
business conditions and collection efforts that the horrower's finzncial condition is such that collection of
intcrest is doubtful. When a loan is placed on nonaccrual status, previously accrued and uncollected interest is
charged to interest incore on loans. Generally, payments on nonaccnial loans are applied to principal.

Allowance for Loan Losses

The allowance for loan Josses is established through a provision for loan losses charged to expense. Loans are
charged against the allowance for loan losses when mznagement believes that the collectability of the principal
is unlikely. The allowance represcnts an amount that in management’s judgment, will be adequaic to absorb
probable losses on existing loans that may becems uncollectible.

Management's judgment in detercining the adsquacy of the allowance is based on evaluations of the
collectability of loans. These evaluations take into consideration such factors as changes in the nature and
volume of the loan portfolio, current economic conditions that may affect the borrower's ability to pay, overall
portfolio quality and review of specific problem loans. Managemen: believes that the allowance for loan losses
is adequate. While management uses available information to recognize losses on loans, fumre additions to the
allowance may be necessary based on changes in economic conditions. In addition, various regulatory
agencies, as an integral part of their examination process, periodically review the Bank's allowance for loan

losses. Such agencies may require the Bank to recognize additions to the allowance based on judgments
different than those of management,

Premises and Equipment

Premuses and equipment are stated at cost less accumulated depreviation. Depreciation is provided using the
straight-line method over the estimated useful fives of the assets. Coits incurred for maintenance and repairs are
expensed currently.

27




ALLIED BANCSHARES, INC. AND SUBSIDIARY
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NOTE 1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Depreciation expense on furniture and equipment is comnputed over estimated useful lives, which range from
three to seven years. The Bank building will be depreciated over its estimated useful life of 4G years.

Organizational Expenses

Start up costs and cxpenses associated with organizing the Bank such as regulatory application fees, lcgal and
professional fees, and pre-opening salaries have been expensed for financial reporting purposes.

Income Taxes

Deferred tax assets and liabilities are recognized for the future tax consequences attributable to differences
berween the financizl statement carTying amounts of existing asscts and liabilities and their respective tax bases
and operating loss and tax credit carry forwards. Deferred 12x assets and Labilives are measured using enacted
tax rates expected to apply 1o taxable income in the years in which those temporary differences are expected to
be recovered or sentled. The effect on deferred tax assets and liabilities of a change in tax rates is recognized in
income in the period that includes the enactrnent date.

In the event the future tax consequences of differences between the financial reporting bases and the tax bases
of the assets and liabilities results in deferred tax assets, an evalvation of the probabiliry of being able 1o realize
the future benefits indicated by such asset is required. A valuation allowance is provided for the portion of the
deferred tax asset when it is more likely than not that some portion or all of the deferred tax asset wiil not be
realized. In assessing the reliability of the deferred tax assets, management considers the scheduled reversals of
deferred tax habilities, projected future taxable income, and tax planning strategies.

Earnings Per Common Share

Earnings (loss) per share has been computed based on the weighted average number of common shares
outstanding during the period which totaled 1,500,521 for the year ended December 31, 2005. The basic
camings per share calculation has been adjusted to reflect the impaci of dilutive securities in the form of stock
optiors and director wamrants. For 2004, the effect of potential common shares outstanding would be anti-
dilutive, and therefore is not presented. The basic and dilutive camings per share for 2005 are as follows:

Net Common Per Share
Earnings Shares Amount
Basic zarnings per share 3 798,255 1,500,521 5 53
Effect of dilutive securities — stock options
and warrants - 56,424 {.02}
Diluted earnings per share g 798,255 1,556,945 § 51

Recent Accounting Prenouncements

Share-Baged Payvinent In December 2004, the Financial Accounting Standards Beard revised Statement of
Financial Accounting Standard ("SFAS") Neo. 123 (“SFAS No. 123 (R)"), Share-Based Payment, which
requires all share-based payments to employees and directors, including prants of employee stock opticns, to be
recognized in the financial statements based on their fair value. Pro forma disciosure will no longer be an
alternative to financial statement recognition. For the Company, SFAS No. 123 (R} is effective for periods
beginning after January 1, 2006.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICUES (Continued)

Tre Company is still evaluating the mansition provisions allowed by SFAS No. 123 (R) and expects to adept it
in the first quarter of 2006. Management estirates share based compensation expense to approximate 558,000
per year through 2008,

Acceleration of vesting of warrants

On July 20, 2005, the Company a2pproved the acceleration of vesting of all outstanding unvestcd stock warrants
with an exercise price of $10.00 per share previously awarded tc its directors under the Company's equity
compensasion plans. The unvested portion (191,429} of warrants to purchase an aggregate of 287,143 shares of
commor stack have been accelerated at an exercise price of $10.00 per share, Under the recently issued
Financial Accounting Standards Board Statement No. 123R, "Share-Based Payment” ("FAS 123R"), the
Company will be required to apply the expense recognition provisions undesr FAS [23R beginning January 1,
2066. The Company belicves that accelerating the vesting of the identified warrants will reduce the Company's
compensation charges in subsequent periods. The consolidated siatement of earmings includes a charge of
$191,429 which represents the difference between the fair value of the Company shares at the acceleration date
and exercise price of the unvested warmants.

Stock Option Plan

The Cornpany has a Stock Option Plan, which is described more Fully in Noie 8. The Company accounts for
this plan under the recognition and measurement principles of APB Opinion Na. 25, "Accounting for Stock
Issued to Employees”, and related Interpretations. No stock-based employee compensation cost is reflected in
net earnings, as all options granted under the plan had an exercise price equal to the market value of the
underlying common stock on the date of grant.

The following table illustrates the effect on net =arnings if the Company had applied the fair value recognition

provisions of SFAS No. 123, "Accounting for Stock-Based Compensation”, to stock-based employee
compentation for the years ended December 31, 2005 and 2004,

Yezrs Ended December 3t

2005 2004

Nct earnings (loss), as reported £ 798,255 (1,248,426)
Deduct: Total stock-based employee compensation expense
determined under fair value based method for zll awards (558,683) _(69,861)
Proforma net camings {loss) 3 239,572 {1,318,287)
Compensation expense included in net eamings related to

stock based awards 3 191,429 -
Earnings per share:

Basic, as reported 3 53 (.83)

Basic, pro forma 3 16 (.88)

Diluted, as reported 3 51 NA

Diluted, pro forma g 15 NA
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NOTE 1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES {Coatinued)

The weighicd average fair value of options granted is estimated on the darte of grant using the Black-Scholes
optian-pricing modei with the following weighted averape assumptions:

2005 2004
Expected dividends -0- -0-
Expected life 7 years 7 years
Expected valatitity 15% t5%
Risk free interest rate 3.99% 3.88%

The weighted average fair value of options granted during 2005 15 $3.29 and $2.85 for 2004,

Comprehensive Income

Accounting principles generally require that recognized revenue, expenses, gains and losses be included in net
income. Although certain changes in assets and liabilities, such as unreatized gains and losses on available for
sale securities are reported as a scparate component of the equity scction of the balance sheet, such items, along
with net income, are components of comprehensive income.

NOTE 2. CASH AND DUE FROM BANKS

The Bank is required to maintain average reserve balances with the Federal Reserve Bank on deposit with
national banks or in cash. At December 31, 2004, the Bank’s reserve requirement was approximately
$189,000 am! no requiremenl for December 31, 2005. The Bank maintained cash balances that were adequate

to meet the requirements,

NOTE 3. INVESTMENT SECURITIES

The Company's investment securities at December 31, 2005 and 2004 consisted entirely of available-for-sale
securities are as follows:

Gross Gross
Carrying Unrealized Unrealized Market
Value CGain Losses Value
December 31, 2005
U.S. Government Agency securities 3 2,084,670 - (28,867) 2,055,803
Mortgage backed securilies 951,316 - (18,212) 933,104
Collateralized mongage obligations 935943 - {13,643} 922,300
Total securities § 3,971,929 - (60,722) 3,914,207
December 31, 2004
U.S. Government Agency securities § 3,012,648 180 (4,390) $£3,008,438

The amortized cost and estimated market value of investment securities available for sale a1 December 31, 2005,
by contractual maturity, are show below, Expected maturities may differ from conatractual maturities because
borrowers have the right to call or prepay obligations with or without call or prepayment penalties.

Amortized Market

Cost Vatue

Due from five to ten years S 2,084,670 2,055,803
Mongage backed securities 951,316 933,104
Collateralized mortgage obligations 035,943 922,300

5 3,971,926 3,911,207
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NOTE 3. INVESTMENT SECURITIES, (Continued)
Investmznt securities with a market value of 32,945,425 at December 31, 2005 were pledged to secure public
funds or certain other deposits as required by law. There were no irvestment securinzes pledged at December

31, 2004,

Other investments are comprised of the following for the years ended December 31

2005 2004
Alliance Bancshares, Inc $ 499,992 459,992
Federal Reserve Bank 264,940 264,500
Federal Home Loan Bank 131,400 95,400

Total $ 896,292 860,292

There were no securitics in the portfolio as of December 31, 2005 and 2004 that werc tn a continuous unrealized
loss position greater than twelve months. The unrealized losses for less than twelve months on these debt
securities as of December 21, 2005 and 2004 arose due to changing interest rates and are considered to be
temporasy. These unreatized losses are considered temporary because the repayment sources of principal and
interest are government backed.

NOTE 4. LOANS

Major classifications of loans at December 31, 2005 and 2004 are summarized as follows:

2005 2004

Commercial, financiat and agricuitural b 4,307,692 4,453 859
Real estate — construction 37,071,896 18,456,569
Real estate — mortgage 60,975,825 27,531,111t
Consumer and other 4,442,730 1,382,282
Total gross loans 106,791,143 52,423,821
fess: Allowance for loan losses (1,374,914) (655,29%)
Net loans § 105414229 51,768,523

The Bank grants lpans and exiensions of credit to individuals and a variety of businasses and corporations
located n its genera! trade area of Forsyih and Hall counties in Georgia. Although the Bank has a diversified
loan portfolio, a substantial portion of the loan portfolio is collateralized by improved and unimproved real
estate and is dependent upon the real estate market. There were no non-accrual loans and there were no loans
that werz considered impaired at December 31, 2005 and December 31, 2004.

The Bark provided $719,616 and 3655298 for the years ended December 31, 2005 and Decemnber 31, 2004,

respectively, to the allowance for loan losses for potential problem loans. No lozns have been charged off since

the Company began operations. The allowance for loan losses is determined based on risk factors inhereat in
- the portfolio or consistent with banks of the same age and portfolio mix.
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NOTES TO CONSQLIDATED FINANCIAL STATEMENTS

NOTE 5. PREMISES AND} EQUIPMENT

Premises and equipment are comprised of the following:

200 200¢

Land 3 1,096,319 1,096,319
Building 1,787,919 1,691,320
Furniture and equipment 096,067 830,976
Total 3,880,305 3,618,625
Less: Accumulated depreciatian (243,525) (62,738)
Net amount 3 3,636,780 3,555,887

Depreciation expense totaled $187,044 and $62,738 in 2005 and 2004, respectively.

NOTE 6. DEPOSITS
The contractual maturity of time deposits at December 31, 2005 is shown below,

Maruring in:

2006 3  67,82E480
2007 3,88),820
2008 3,910,250
2009 1,280,430
2010 3,453,923
Total $  80,354.943

For the years ended December 31, 2005 and 2004 the Bank has $33,793,061 and $13,925,003, respectively, in
brokered deposits outstanding. Brokered deposits mature through May 31, 2010. The range of interest raics for
those brokered deposits is 2.6% to 4.5%. As of December 31, 2005, the Bank had relationships wilth twa
deposit brokers who provided the Bank with deposits totaling 519,869,000 and §7,524,000

NOTE 7. INCOME TAXES

Income tax benefit for 2005 is comprised of the foliowing components:

Current payable g 145,019
Change in deferved taxes {299,561)
Utilization of deferred taxes 271,400
Valuation allowance {607,077)
Tax benefit for 2005 b3 (490,219)

The Company had no income tax expense or benefit for the year ended December 31, 2004, as net operating
losses were incurred and financial statement deferred tax benefits remained unrecorded as their realization was
heavily dependent on future taxable income.
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NOTE 7. INCOME TAXES (Continued)

The differences between the provision for income taxes and the »mount computed by applying the statutory
federal income tax rate to eamings before income taxes are as follows:

2005

Income taxes computed at federal statutory tax rate 5 104,732
increase (decrease) resulting from:

Change in valuation allowance r607,077)

Other 12,126
Total $ _1'490,2 1 9!

The following summarizes the components of the net deferred tax asset. The deferred 1ax asser is included as a
compor =nt of other assets at December 31, 2005,

2005 2004

Deferred income tax assets:

Pre-opening expenses 5 150,530 196,978

Allowance for loan losses 411,400 138,234

Directors warrants 72,743 -

Operating loss carryforwards 465 271,865

Unrealized loses on investmert securitics available for sale 23,074 1,599

Total gross deferred income tax assets 658,312 608,676

Less: Valuation allowance - __(607,077)
Defarred income tax asset $ 658,312 1,599

NOTE 8. STOCK OPTION PLAN

On August 18, 2004, the Board of Directors of the Company approved the 2004 Stock Option Plan, which
allows for common stock options to be granted to eligible officers and employees. Stock options granted under
this plan are qualified incentive stock options and will not exceed 200,000, Options become exercisable as
determined by the Board of Directors at the time of grant. For options granted during 2004, the options granted
become vested and exercisable in annual increments of 20% of the total shares beginning December 31, 2004
through December 31, 2008. For those options granted in 2005, the options became vested and exesrcisable in
annual increments of 20% of the total shares at the anniversary date of the grant date. Options granted under the
plan =xpire afier ten years. The exercise price for the options granted will be no less than the market price on
the day the optlion is granted, as determined by the Board of Directors. Options granmied under the 2004 Stock
Option Plan total 134,000 shares with exercise prices ranging from $10 - 314 per share at December 31, 2005
and represent al] of the stock options issued to date. During 2003, 2,000 stock options have been exercised.

In connection with the Company’s {ormation and initial offering, the Company issued 287,142 warrants v
purchasz its common stock to the organizers. The warants allow cach holder to purchase one additional share
of comrnon stock at $10 per share. As noted in footnote 1, the Board of Directors appraved the acceleration of
all warrants.

i
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NOTE 8. STOCK OPTION PLAN (Continued)

A surmary status of the Company’s Stock Option Plan as of December 31, 2005 and 2004, and changes during
the years ending on those dates is as follows:

2005 2004
Weighted Weighted
Average Average
Option Option
Option Price Per  Option Price Per
Shares Share  Shares Share
Quitstanding, beginning of year 110,000 2 10.00 - S -
Granted during the year 24,000 g 11.28 110,000 S 10.00
Exercised during the vear (2.000) 3 10.00 - S .
Quistanding, end of year 132,000 b 10.25 110,000 5 10.00
Number of shares exercisable 42,000 22,000
Information pertaining 1o options outstanding at December 31, 2005 is a follows:
Options Qutstanding Options Exercisable
Weighted
Average Weighted Weighted
Remaining  Average Average
Range of Number Contractual  Exercise Number Exercise
Exercise Prices Outstanding Life Price Exercisabie Price
§10.00-514.00 132,000 S $10.25 42,000 $10.00

NOTE 9. RELATED PARTY TRANSACTIONS

The Bank conducts transactions with directors and executive officers, including companies in which they have a
beneficial interest, in the nermal course of business, It is the Bank's policy to comply with federal regulations
that require (hat loan and deposi! transactions with direciors and executive officers be made on substantially the
same terms as those prevailting at the time made for comparable loans and deposits to other persons.  The
following is a summary of related party loans for 2005:

The aggregated amounts of deposits of directors and exccutive officers and their related interests amounted to

approximately $768,391 and $1,701,677 at December 31, 2005 and 2004, respectively.

Loan advances to and repayments from directors and their related interests during 2005 are shown in the table
below:

Palance, beginning of year $ 541,335
New loans 714,060
Loan repayments {509,635)
Balance, end of year 3 685,760
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NOTE 10. STOCKHOLDERS’ EQUITY

The Company and the Bank are subject to various capital requirements administered by the regulatory
authorities. Failure to meet minimurm capital requirements can initiate certain mandatory and possibly additional
discretipnary actions by regulators thal, if underaken, could have a direct material effect on the Cempany’s
financinl staterments. The regulations require the Company 1o meet specific capitz) adeguacy guidelines that
involve quantitative measures of the Company's assets, liabilities, and certain off-balance- sheet items as
calculated under regulatory accounting practices. The Company’s capital tlassification is also subject 1o
qualitative judgments by the regulators about components, risk weightings, and other factors.

Quantitative measures established by regulation to ensure capital adequacy require the Company to maintain
minimum amournts and ratios {set forth in the following tables) of Tier | capital (a5 defined in the regulations)
1o total average assets (as defined), and minimum ratios of Tier | and total capital (as defined) to rigsk-weighted
assets (as defined). As of December 31, 2005, the most recent notilication from the FDIC categorized the Bank
as well capitalized under the regulatory framework for prompt correclive action. There are no conditions or
events since that notification that management believes have charged the Bank's calegory. T be considered
well capitalized and adequately capiialized (as defined) under the regulatory framewoerk for prompt corrective
action, the Company must maintain minimum Tier § leverage, Tier [ risk-based, 2nd total risk-based ratios as
sel forth in the tables. The Company's actual capital amounts and ratios are also prescnted in the following
tabies. 1Zapital levels at the Parent Company approximate those of the Bank,

To be categorized as well capitalized, the Bank must maintain minimum total risk-tased, Tier 1 risk-based and
Tier 1 leverage ratios as set forth in the table below. The Bank's capital ratios at December 31, 2005 and 2004
are listed below. The Company's stockholders’ equity is approximately $1.) million in excess of the Bank’s
capital.

Regutatory Capital Ratias
{3 in thousands)

Adequately Well
Capitalized Capitalized
Actoal Requirement Requirement
Amount Ratig Amount  Raiio Amount Ratio
As of Decemnber 31, 2005:
Tier | Capital 1o Average Assets 514,568 11.3% 4,699 40% 5,864 5.0%
Ticr | Capital to Risk Weighted Assets 13,193 11.5% 4,607 4.0% 6,911 6.0%
Total Capital to Risk weighted Assets 13,193 12.7% 9215 B.0% 11,518 10.0%
As of December 31, 2004:
Tier 1 Capital to Average Assets 0,026 14.6% 2,466 4.0% 3,083 5.0%
Tter | Capital to Risk Weighted Assets 9,026 15.5% 2,331 40% 3,496 6.0%
Toral Capital to Risk weighted Assets 9,681 16.6% 4,662 B.0% 5,827 10.0%

Management believes, as of December 31, 2005, that the Company and the Bank meet all capital requiremnents
to which they are subject.

Dividends paid by the Bank are the primary source of funds available to the Company. Banking regulations
limit the amount of dividends that may be paid without prior approval of the regulatory authorities. These
restrictions are based on the level of repulatory classified assets, the prior years' net eamings, and the ratio of
equity capital to total assets. The Bank is currently not allowed t© pay dividends to the Company until it
becomes cumulatively profitable.

[
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NOTE 11. OFF BALANCE-SHEET FINANCIAL INSTRUMENTS

The Bank is a party to financial instruments with off-balance-sheet risk to meet the financing needs of is
customers. These financial instruments include commitments to extend credit and standby letiers of credi
These instuments involve, to varying degrees, elemenis of credit and interest rate risk in excess of the amount
recogrized in the consolidated balance sheeis. The contract amounts of these instruments reflect the extent of
involvement the Bank has in particular classes of {inancial instruments The Bank’s exposure to credit loss in the
event of nonperformance by the other party to the financial instrument for commitments to extend credit and
standby letters of credit is represented by the contractual amounts of those instruments. The Bank uses the same
¢redit policies in making commitments and conditional obligations as it does for on-balance-shees instruments.

Comumitments te extend credit are agreements 1o 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 many of the commitments are expected to expire without being
drawn upon, the total commitment amounts do not necessarily represent future cash requirements. At December
31, 2005 and 2004, commitments to extend credit totaled $19,308,000 and $8,362,000, respectively. The Bank
evaluates each customer's creditworthiness on a case-by-case basis. The amount of collateral gbtained, if
deemed necessary by the Bank upon extension of credit, is based on management's credit evalvation of the
counterparty. Residential and other real properties, automobiles, savings deposits, accounts receivable,
inventory and equipment primarily collateralize the Bank’s loans. The Bank's exposure to credit loss in the
event of nonperformance by the other party to the financial instrument for commitments to extend credit and
standby letiers of credit is represented by the contractizal amount of those instrurnents. The Bank uses the same
credit policies in making cemmitments and conditional obligations as it does for on-balance sheet instruments.

Standby letters of credit are conditional commutments issued by the Bank to guaraniee the performance of 2
customer to a third party. Those guarantees are primandy issusd to support public and private borrowing
arrangements. The credit risk invelved in issuing letters of credit is essentially the same as that involved 1n
extending loans to customers. At December 31, 2005 and 2004, commitments under letters of credit aggregated
$910,160 and $264,590, respectively. In 2005 and 2004; the Bank was not required to perform on any lerters of
credit.

The Company has line of credit agreements with two financial institutions to borrow up to $5.5 million with
interest raies indexed to the federal funds purchased rate. These lines of credit are unsecurcd and allow
borrowings for no more than 14 consecutive days. The agreements are renewable each year. There were no
borrowings outstanding under these agreements as of Dlecember 31, 2005 or December 31, 2004.

NOTE 12. FAIR YALUE OF FINANCIAL INSTRUMENTS

The assumptions used in 1the estimation of the fair value of the Company’s financial instruments are detailed
below. Where quoted prices are not available, fair values are based on estimates using discounted cash flows
and other valuation techniques. The use of discounted cash flows can be significantly affected by the
assumptions used, including the discount ratc and estimates of future cash flows. The following disclosures
should not be considered a surrogate of the liquidation value of the Company or its subsidiaries, but rather a
good-faith estimate of the increase or decrease in value of financial instruments heid by the Company since
purchase, origination or issuance.

Cash and Cash Equivalents - For cash and cash equivalents, the carrying amount is a reasonable
estimate of fair valuz.

Investment Securities - Fair values for investment securilies are based on quoted market prices.

Loans - The fair value of fixed rate joans is estimated by discounting the future cash flows using the
current rates at which similar loans would be made to borrowers with similar credit raungs. For varizble
rate loans, the carrying amount is a reasonable estimate of fair value.
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NOTE 12, FAIR VALUE OF FINANCIAL INSTRUMENTS, (Contlinued)
Dther Investments - The carrving value of other investments is esiimated to approximate fair value.

Deposits - The fair valuc of demand deposits, savings accounts, NOW accounts, and certain money
market deposits are the amount payable on demand at tae reporting date. The fair value of fixed
maturity certificates of deposit is estimated by discounting the futue cash flows using the rates
zumrently offered for deposits of similar remaining maturities.

Commitments to Extend Credit end Standby Letters of Credit - Off-balance sheet financial instruments
!commitments to extend credit and stand-by letters of credit} are generally shori-term and at variable
interest rates. Therefore, both the carrying value and the fair value associated with these instruments are
immaterial.

| imitationg

Fair value estimates are made at a specific point in time, based on relevant market information and
information about the [inancial instrument. These estimates do not reflect any premium or discount that
could result from offering for sale at one time the Company’s entire holdings of a particular financial
instrument. Because no market exists for a significant portion of the Company’s financial instruments,
fair value estimates are based on many judgments. These estimates are subjective in natre and invelve
uncertainties and matters of significant judgment and thercfore cannot be deterimined with precision.
Changes in assumptions could significantly affect the estimates.

Fair value estimates are based on existing on and off-balance-sheet financial instruments without
attempting to estimate the value of anticipated future business and the value of assets and liabilitics that
are not considered financial instruments. Significant assets and liabilities that are not considered
financial instruments include deferred income taxes and premises and equipment. In addition, the tax
ramifications related to the realization of the unrcalized gains and losses can have a significant effect on
fair value estimates and have not been considered in the estimates.

The carrying amount and estimated fair vatues of the Company’s financial instruments at December 31, 2005
are as fotlows:
Fair Value of Financial Instruments

(% in thousands)

December 31, 2065

Estimated
Carrying Fair
Valuz Yaiue
Financial assets:

Cash and cash equivalents § 12,671 12,671
Investment securities 3,911 3,911
Other investrnents 806 £96
Loans 105,418 105,117

Financial liabilities:
Deposits 113,021 110,517
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NOTE 13. CONDENSED FINANCIAL INFORMATION OF ALLIED BANCSHARES, INC.

CONDENSED BALANCE SHEETS

{Parent Oniv)

2005 2004
Assels
Cash and due from banks 330,506 3,786,472
Investment in subsidiary 13,155,542 9,023,487
Other investrment 499,992 499,992
Other assets 298,558 -
Total assets $ 14,284,598 13,309,951
Stockhalders’ Equity
Stockhoiders’ equity:
Common stock, $.10 par value, 10,000,000 shares authorized,;
1,502,000 shares issued and outstanding in 2005 and
1,500,000 share issued and outstanding in 2004. 150,200 150,000
Additional paid-in capital 14,977,897 14,766,668
Accumulated deficit {B05,851) {1,604,106)
Accumulated other camprehensive income (37,648) {2,611)
Stockholders® equity $ 14284598 13,309,851
CONDENSED STATEMENT OF OPERATIONS
(Parcnt Only)
2005 2004
Interest income 3 - 18,258
Other expense:
Interest expense - 6,045
Salaries and benefits 191,429 179,709
Net occupancy and equipment expense - 34,140
Orther operating expenses 75,966 72 887
Total other expense 267,395 292,781
L.oss before income tax benefit and equity in undistributed
eamings (loss) of subsidiary (267,195) (274,523)
Income tax benefit 208,558 -
Equity in undistribured earnings (loss) of subsidiary 767,092 (973.903)
Net eamnings (loss) $ 798,255 (1,248.426)
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NOTE 14. CONDENSED FINANCIAL INFORMATION OF ALLIED BANCSHARES, INC. {Continued)

CONSOLIDATED STATEMENTS OF CASH FLOWS

{Parent Only)

2005 2004
Cash flows from operating activities:
Neut eamings (loss) 3 798,255 (1,248,426)
Adjustments to reconcile net loss to net cash used in operating
activities:
Compensation expense for acceleration of director warrants 191,429 .
Equity in undistributed (camings) loss of Bank (767,092) 973,903
Changes in deferred tax asset (223,373) -
Change in other assets {75,135) 35,909
Net cash used in operating activities (75,966) (218,614)
Cash flows from investing activities:
Capital infusion into the Bank (3,400,000) (10,000,000)
Purchases of other investments - (499,992)
Net cash used in investing activities (3,400,000) {10,499,992)
Cash flows from financing activities:
Change in line of credit - {488,196)
Proceeds from sale of common stock - 15,000,000
Deferred offering cxpenscs - (8,223)
Redemption of organizing share of stack - (10)
Exercise of stock oplions 20,000 -
Net cash previded by financing activities 20,000 14,503,571
Net change in cash and cash egquivalents (3,455,966} 3,784,965
Clash and cash equivalents at beginning of the year 3,786,472 1,507
Cash and cash equivalents at end of yzar 5 330,506 3,786,472
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ALLIED BANCSHARES, INC. AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 14. OTHER COMMITMENTS AND OBLTIGATIONS
The Company entered into employment agreements with its President & Chief Executive Officer, Chiel

Financial Officer, and Chief Lendinp Officer. These apreements have terms of five years, provide for a base
salary, incentive bonuses, and other perguisiics commensurate with their empleyment.

The Bank is currently operating in a teased facility {or the Gainesville, Geerpia branch. Morthly rent related to
this lease is $5,.971. The lcase cxpires on February 29, 2007. Total rent expense fer the vear ended December
31, 2005 was $76,622. Annual lease payments related to the leased facility ts $71,652

NOTE 15. MISCELLANEQOUS OPERATING INCOME AND EXPENSES

Significant components of other operating income and expense included in the consolidated statements of
earnings in excess of 1% of interest and other income for the years ended December 31, 2005 and 2004 are a3

follows:
2005 2004
Other operating income
Secondary market mortgage origination fees 3 133,567 38,4106
Other opcrating expenses
Professianal fees §62,238 128,117
Data processing fees 154,566 35,647
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