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~ Charting the future
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Fundamental Banking

Small acts of kindness creare lifetimes of customer loyalty
here ar Citizens Bank.* One of our Philomath customers
fondly remembers the day he opened his first savings
account in 1958. He felt proud as he handed the teller
his initial deposit. We recently heard from chat same
custamer forty-nine years after chat first deposit. He
recalled the day that the bank showed special concern
and caring for his elderly widowed mother, by calling her
1o check on her welfare after she conducred some unusual
transactions at the bank. “That kind of interest in your
customers has continued through the years. I wish to

say ‘thank you’ for being a bank that is truly part of this
community,” he said.

At Citizens Bank, we still operate under the principle
that our customers come first. After so many years, our

employees still maintain an outlook that focuses on
caring for customers as individuals. We build lasting
customer relationships because we understand the fun-
damentals of good banking, including the principles of
trust, respect and a caring attitude. Our customers have
grown to expect us to demonstrare those fundamentals,
while delivering on the values of security, fair dealing and
outstanding service.

We believe that we have many points of distinction when
compared to our competition. Our focus on relationship
building, our understanding of the fundamentals of good
banking, our caring and helpful people, and our healthy,
safe and sound organization, are all points we would
happily compare with other banking providers.

Relationship Building

Good banking thrives on great relationships. Our
customers know they can count on us because we have
gained their trust and respect during each transaction
that they have experienced with us.

Georgia Cunningham, Operations Officer of the Main
branch in Corvallis, remembers the day a customer came
in to redeem a savings bond made payable to his wife.
The money was needed to pay the nursing home where
his wife was recuperating from surgery, but the bond
could not be redeemed unless an employee witnessed his
wife’s signature. Since it was almost Georgia's lunch hour
she volunteered to go to the nursing home and witness his
wife’s signature. Later, the man brought the bond in to
be redeemed.

Like Georgia, our employees constantly look for ways
to provide extraordinary service. At Citizens Bank we
cultivate an atmosphere of fairness and concern for
others, and every employee is dedicated to this mission.
Since we hold these basic values so high, they permeate
our persenal and banking relationships. We serve each

customer need-by-need, customizing products based
upon our consultative servicing, When our customers
sit down with a loan officer, they appreciate our close
attention and the level of understanding we bring to the
details of their situation.

Citizens Bank is committed to making our customers
banking experience positive. For this reason we recently
launched a new imaging system, making checks viewable
on-line or a5 a one-page accompaniment to a monthly
statement. ‘The new imaging system makes it easy for
our customers to view their checks in the formar of cheir
choice. We make sure our technology is tailored to fit
customer needs and make the banking experience even
more enjoyable.

We move forward with technology when it benefits our
customers, yet remain dedicarted to the relational banking
they appreciate so much. Qur goal is to provide options
that work for our custemers, while protecting the caring
and professional environment they have come to expect
and appreciate.
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We feel very good abour the progress we made during the
year 2006 in our journey down the road of continueus
improvement in Shareholder value.

We were quite productive financially, earning $3.459 million
net, after the payment of more than $2.941 million in taxes,
a new profitability record for us. This level of profitability
represents a Return on Average Assets of 1.60%, and a Return
on Average Equity of 11.8%. This financial performance
defines us as a high performance banking company when
compared to our peers nationally. We increased the size of
the Banlk’s total asset base to $359 million, a 6% increase
over the tortal for 12/31/05. And, we ended the year with total
Shareholder Equity in the amount of $46.5 million, a 10%
increase over the prior year end, after the payment of a record
cash dividend in the amount of $.52 per share.

While we acknowledge the importance of 2 high level of
financial productivity, and a sustained increase in total

assers, we feel that it is equally important to maintain our
commitment to safety and soundness. The Bank’s loan

and investment portfolios continue to be very sound, and

our compliance with regulations is extraordinarily strong.
Additionally, during the year, we spent a good deal of time in
the planning process and in “straregic thinking”. This process
helped us re-commiit to the primary goals of strong financial
performance, controlled growth, and 2 focus on our employee
assets. We are certain that a continued high level of financial
petformance will result from a clear strategic vision, good risk
management practices, and a healthy culure.

We made significant advances in technology and in our
operating systems. These gains are not as discernible to our
customers and the public as other financial measurements
displayed in the Balance Sheet or Income Statement, but
they are similarly important with regards to positioning the
Bank for continued high performance. Early in the year we
introduced check imaging to our customers. This system,
which replaces paper checks with computer generated images,
has been well received by our customers and our transition to
this technology was done in an almost seamless manner.

Late in the year the Board of Directors approved the opening
of a new branch office in West Eugene. Although we are still
months away from opening this office, we have developed

a business plan, identified the staff, and started working o
develop business in that area.

During 2006 we held Board of Directors meetings in each

of the communirties where we have 2 branch office. This was

a good opportunity o hear from branch management, com-
municy leaders, and customers abour the challenges we face,
and the opportunities they create in each area of the Bank.
We extend a special thank you to all of our branch leaders,
community leaders and customers, whe made these visits very
special for us.

Respectfully yours,
William Humphreys Jock Gibson
President and CEO Chairman of the Board
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Citizens Bancorp
Financial Highlights 2006
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Dollars in Thousands
December 31, 2006 2005 2004 2003 2002
Toral Assers $359,029 $338,900 $334,588 $326,269 $312,639
Total Deposits $270,610 $254,083 $235,482 $235,759 $227,363
Total Loans (net) $250,152 $230,547 $219,951 $185,053 $178,333
Shareholders’ Equity $46,542 $42,296 $38,401 $35,617 $32.330
For The Year:
Net Income £5,459 $5,327 $4,352 $5,012 $4,858
Income Per Share 1.15 [ 1.12 94 1.10 1.07
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Securities registered under-Section 12(b} of the Exchange Act: none
Securities registered under Section 12(g} of the Exchange Act: common stock, no par value

Indicate by check mark if the registrant is a well known seasoned issuer as defined in Rule 405 of the Securities Act.
Yes[ ] Ne[X] A . »

Indicate by check mark if the registrant is not required to file reports to Section 13 or Section 15(d} of the Act.
Yes[ ] No(X] . -

Indicate by check mark whether registrant has (1) filed all reports required to be ﬂlqd by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months {or for such shorter period that the registrant was required to
file such reports}), and (2) has been subject to such filing requirements for the past 90 days. Yes[X] No[ ]

Indicate by check mark if disclosure of delinquent filers pursuant to Item-405 of Regutation $-K is not contained herein,
and will not be contained to the best of registrant's knowledge, in definitive proxy or mformatlon statements incorporated by
reference in Part Il of this Form 10-K or any amendment to this Form 10-K. {X]. :

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a ﬁon-accelerated filer, as
defined in Rule 12b-2 of the Act.

Large accelerated filer [ ] Accelerated filer [ ] Non-accelerated filer [X]

Indicate by check mark whether the registrant is a shell company (as defined by Rule 12b-2 of the Exchange Act).
Yes[ ] Ne[X]

There is no active trading market for the Registrant’s common stock. The Registrant's common stock is not listed on
any exchange or quoted on Nasdaq. The aggregate market value of the voting common equity held by non-affiliates as of June
30, 2006 (the last business day of the most recently completed second quarter) was $67,257,540, based on the last sale of
$16.90 per share on June 30, 2006. '

As of February 22, 2007 there were 4,810,490 shares of registrant's common stock issued and outstanding, of which
4,025,800 were held by non-affiliates.

DOCUMENTS INCORPORATED BY REFERENCE. Part Il of this Form 10-K incorporates by reference portions of
the definitive 2007 Annual Meeting Proxy Statement sent to the Company's sharehelders in connection with its April 17, 2007
"Annual Meeting of Sharehalders.
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DISCLOSURE REGARDING FORWARD LOOKING STATEMENTS

In addition to historical information, this report contains certain “forward locking statements” within the meaning of the Private Securities Litigation
Reform Act of 1995. This statement is included for the purpose of availing the Company the protection of the safe harbor provisions of this Act. The
forward looking statements contained in this report are subject to factors, risks and uncertainties that may cause actual results to differ materially
from those projected. Factors that might result in such material difference include, but are not limited to ecenomic conditions, the regulatory
envirenment, rapidly changing technology, new legislation, competitive factors, the interest rate environment and the overall condition of the banking
industry. Forward looking statements can be identified by such words as “estimate”, “believe”, “expect”, “intend”, “anticipate”, “should”, *may”, “will",
or other similar words or phrases. Although the Company believes that the expectations reflected in such forward looking statements are
reasonable, it can give no assurances that such expectations will prove to have been correct. Readers are therefore cautioned not to place undue
refiance on such forward locking statements, which reflect management's analysis only as of the date of the statement. The Company does not

- intend to update these forward looking statements other than in its periodic filings under applicable security laws.

- PART| .
ITEM 1. BUSINESS

General

Citizens Bancorp {the *Company” or “Bancorp”), an Oregon corporation and financial bank holding company, was formed in 1996 for the purpose of
becoming the holding company of Citizens Bank (the “Bank”). The Company-is headquartered in Corvallis, Oregon. Its principal business activities
are conducted through its full-service, commercial bank subsidiary, Citizens Bank. The Company has no current plan to engage in any of the -
financial activities permissible for a financial holdlng company under Gramm-Leach- Blnley Financial Services Modemization Act.

The Company operates through a two-tiered corporate structure. At the holding company level the affairs of the Company are overseen by a Board
of Directors elected by the shareholders of the Company at the annual meeting of shareholders. The business of the Bank.is overseen by a Board of
Directors elected by the Company, the sole owner of the Bank. As of the date of this Form 10-K the respective members of the Board of Direclors of
the Company and the Board of Directors of the Bank were identical.

The Company is authorized to issue up to 10,000,000 shares of common stock, no par value. The Company operates a Dividend Reinvestment
Plan, under which 466,598 shares have been issued as of December 31, 2006. As of December 31, 2006 there were a total of 4,733,644 shares of
Company commeon stock issued and outstanding. Citizens Bank is the registered fransfer agent for the Company’s common stock.

Citizens Bank was chartered October '1, 1957 by the State of Oregon as a commercial bank. Beginning with a single office in Corvallis, Citizens
Bank has since expanded to an additional nine locations in the five counties of Benton, Linn, Lane, Yamhill, and Polk. Branches are located in the
communities of Corvallis, Philomath, Albany, Junction City, McMinnvilie, Harrisburg, Dallas, and Springfield.

The Company's culturs focuses on the tenets of collaborative leadership, branch autonomy, assertive business dévelopment, a positive working
environment, a commitment to the community, outstanding customer service, and relationship banking. Management believes that a healthy
corporate culture together with a progressive management style will resull in constantly improved shareholder value.

The Company s primary goal is to improve shareholder value through increased earnings while maintaining a hngh level of safety and soundness.
The Company is committed to independence and long-term performance strategies. As aesult of its corporate culture, the Company continues to .
show good performance as evidenced by the five-year history of growth in the following selected areas:

(Thousands) -2006 2005 - 2004 2003 - 2002
Net Income $5459 _ $5,327 $4,352 $5,012 $4,858
Retum on Average Equity - 11.78% 12.90% 11.23% 14.06% 15.32%
Return on Average Assets 1.60% 1.58% 1.32% 1.69% - 1.64%
Average Equity to Average A-;sets 13.61% 12.26% 11.58% 11.32% 10.73%
Dividend Payout Ratio . 45.22% 44.64% 48.94% 41.82% 38.32%
Total Loans (net) © o $250,152 $230,547 $210,951  $185,053 $178,333
Total Deposits $270,610 $254,083 $235,482 $235,759 $227,363
Total Assets ) - $359,029 $338,800 . $334,588 $326,269 $312,639
Total Equity | ' $46,524 $42,296 $38,401 - $35,617 . $32,330

The long-term benefit to the Company of its cultural and management style is controlled growth and development of the Bank aver time.
Management believes the Bank’s risk levels have been reduced because of the Bank's expertise in loan, investment, aperational, human resource,
and technology management,




The Company's primary market focus is to provide commercial bank services to businesses, professionals, and individuals. The Company
emphasizes the development of meaningful customer refationships and a high levei of service. Its employees are well-trained banking professionals
who are committed to these objectives.

-

The Bank offers deposit accounts, safe-deposit boxes, consumer loans, commercial foans, agricultural loans, and commercial and residential real
estate loans. Commercial loans include operating lines of credit, equipment and real estate financing, capital needs, and other traditional financing
products.

The Bank has a growing emphasis in financing farm operations, equipment, and property. The Bank has also emphasized loans to professionals
with its professional line. of credit products.

The Bank's loan portfolio has some concentrations in real estate secured loans, primarily commercial properties.

Deposit products include regular and “package” checking accounts, savings accounts, certificates of deposit, money market accounts, and IRA
accounts. The Bank offers health savings accounts to customers with high deductible medical plans. The Bank has found this deposit product to be
beneficial to the Bank and to the customer. In addition, the Bank actively markets its repurchase agreement preduct to corporate customers. The
Bank offers a check card, check guarantee card, ATM card as well as a MasterCard and VISA card as part of its retail banking services. The Bank
operates a small residential mortgage loan origination department that originates loans and sells them into the secondary market. The Bank offers
extended banking hours in selected locations as well as Saturday banking. ATM machines are also available at 10 locations offering 24-hour
transaction services, including cash withdrawals, deposits, account transfers, and balance inquiries. The Bank also offers its customers a 24-hour
automated telephone service thal offers account transfers-and halance inquiries.

The Bank offers an on-line banking product. The on-line banking product offers services to both individuals and business account customers.
Business customers have a comprehensive cash management option. All online users have the availability of the “bill payment” feature. The Bank
expects to continually enhance its on-line banking product while maintaining its quality “people to people™ customer service. The Bank's on-line
banking can be reached at www.CitizensEBank.com.

Employees

At December 31, 2006 the Bank had 127 full-time equivalent employees. The Bank values its employees. They are actively engaged individually -
and as a team in contributing to the Bank's realization of its culture and mission. None of the employees of the Bank are subject to a colleclive
bargaining agreement. A number of benefit programs are available to eligible employees including group medical insurance plans, paid time off,
group life insurance, and a 401(K) plan.

Competition

At December 31, 2006, the Bank was among the top 10 largest commercial banks headquartered in the State of Oregon as measured by the State
of Oregon’s Division of Finance and Cormporate Securities. The Bank competes for business with other commercial banks as well as savings and
loan associations, credit unions, mortgage companies, insurance companies, investment banks, securities brokerages and other non-bank financial
service providers. Banking in the State of Oregon is substantially dominated by several very large banking institutions whose headquarters are not
in Oregon. They include Wells Fargo Bank, US Bank, Key Bank, Washington Mutual Bank, and Bank.of America. Together these large
organizations hold a majority of the deposit and lean balances held by banks in the State of Oregon. The Bank attempts to offset some of the
advantages of these larger competitors through superior relationship building with the customer, better service, quicker response to the customer's
needs, and local decision-making. We rely on the fact that many businesses and individuals within small Oregon communities want to see their
money stay within the local economy, rather than see it used to fund loans in distant places. :

2006 Activities

On January 13, 2006 the Bank completed the purchase of land, building, and equipment in Springfield, Oregon for approximatety $1.3 million. The
building is currently occupied by another financial institution which is leasing the building from the Bank for two years. At the end of the lease the
current occupant will vacate the building. The Bank plans to move its Springfield branch from its current location, which it leases, to the new location
in Springfield. The exact timing of the move.has not been determined.

On July 1, 2006 the Bank implemented its check image product and outsourced its proof and capture system to Fiserve in Portland, Oregon. The
Bank anticipates the expense related to the cost of these systems will be offset by the savings in personnel, equipment, postage and the shartening
of clearing times for deposits. The Bank still offers its customers choices in how they wish to receive their bank statements; full truncation of checks,
printed check images, or the retum of their original checks. Customers can view check images through cnline banking or request a copy of an
imaged check at any branch location.




The Company conducted a strategic ptanning initiative in September 2006. The initiative began with a survey of all lending officers, operations
officers, branch managers-and executive officers lo obtain their insights and suggestions for the future strategic goals of the Company. The board of
directors discussed their future vision for the Company and reviewed the survey from the management team. The board of directors then set three
vital goals for the Company: 1) grow the Bank's assets, 2) continue to generate a retum to the shareholders at or above peer perfermance, 3)
“increase its commitment to the human resources of the Company. These goals are being communicated to the Company's employees by the CEO.
Action plans to implement strategies to attain these goals are being developed throughout the Company.

On October 17, 2006 the board of directors of the Bank approved management's proposal of a new branch 1o be located in west Eugene, Oregon.
The exact location of the branch is yet to be determined. The Bank is working with a realtor to locate property along highway 98W. A manager for the
branch has been identified and will begin to call on prospective customers in 2007. Management anticipates opening the branchi in the third or fourth
quarter of 2007.

0On'December 19, 2006, the Company declared a cash dividend of $.52 per share to shareholders of record on December 29, 2006, payable January
10, 2007. The higher dividend of $.52 per share as compared to $.50 in 2005 and $.46 in 2004 reflects the Company’s strong performance for the
period ending December 31, 2006.

SUPERVISION AND REGULATION B .
General

The following discussion describes elements of the extensive regulatory framework applicable to the Company and the Bank. This regulatory
framework is primarily designed for the protection of depositors, federal deposit insurance funds, and the banking system as a whole, rather than -
specifically for the protection of shareholders. Due to the breadth of this regulatory framework, our costs of compliance continue to increase in order
to monitor and satisfy these reqmrements

Tothe extent that this section descrihes statutory and regutatory provisions, it is qualified in its entirety by reference to those provisions. These
statutes and regulations, as well as related policies, are subject to change by Congress, state legislatures and federal and state regulators. Changes
in statutes, regulations or regulatory policies applicable to us, including interpretation or implementation thereof, could have a material effect on our
business or operations. .

Federal Bank Holding Company Regulatron . . -

Qengrai As a financial bank hoidlng company, the Company is subject to the Bank Holding Company Act of 1956 as amended {“BHCA"), which
places the Company under the supervision of the Federal Reserve. In general, the BHCA limits the business of bank helding companies to owning or
controfling banks and engaging in other activities closely related to banking. The Company must file reports with and- provide the Federal Reserve
such additional information as it may requrre . . _ -
]jgld_mg&_o_mp_any_&a_uk_o_un_e[s_mp The BHCA reqmres every bank hoiding company to obtain the prior approval of the Federal Reserve before (i)
acquiring, directly or indirectly, ownership or control of any voting: shares of another bank or bank holding company if, after such acquisition, it would
own or control more than 5% of such shares; (i) acquiring all or substantially all of the assets of ancther bank or bank holding company; or {iii}
merging or consolidating with ancther bank holding company.

Holding Company Control of Nonbanks. With some exceptions, the BHCA also prohibits a bank holding company from acquiring or retaining direct or
indirect ownership or control of more than 5% of the voting shares of any company which is'not a bank or bank holding company, or from engaging
directly or indirectly in activities other than those of banking, managing or controlling banks, or providing services for its subsidiaries. The principal
"exceptions to these prohibitions involve certain non-bank activities that, by statute or by Federal Reserve regulatlon or order, have been. identiﬁed as
activities closely related to the busrness of banking or of managing or controilmg banks. :

I[aniacjmns_mm_Aﬂiﬂaj;e_s Subsrdiary banks of a bank hoidmg company are sub]ect to restrictions imposed by the Federal Reserve Act on
extensions of credit to the holding company or its subsidiaries, on investments in their securities and on the use of their securities as collateral for
loans to any borrower. These regulations and restrictions may limit the Company's ability to obtain funds from the Bank for its cash needs, including
funds for payment of dividends; interest and operational expenses. . .

' Iying_Amngmngms. We are prohibited from engaging in certain tie-in arrangements in connection with any extension of credit, sale or lease of
property or furnishing of services. For example, with certain exceptions, neither the Company nor its subsidiaries may condition-an extension of

credit to a customer on either (i) a requirement that the customer obtain additional services provided by us; or (i) an agreement by the customer to

refrain from obtaining other services from a competitor.




Support of Subsidiary Banks. Under Federal Reserve policy, the Company is expected to act as a source of financial and managerial strength to the
Bank. This means that the Company is required to commit, as necessary, resources to support the Bank. Any capital loans a bank holding company
makes lo its subsidiary banks are subordinate to deposits and to certain other indebtedness of those subsidiary banks.

State Law Restrictions. As an Oregon corporation, the Company is subject to certain limitations and restrictions under applicable Oregon corporate
law. For example, stale law restrictions in Oregon include limitations and restrictions relating to indemnification of directors, distributions to
shareholders, transactions involving directors, officers or interested sharsholders, maintenance of books, records and minutes, and observance of
certain corporate formalities. ’

Federal and State Regulation of Citizens Bank

General. The Bank is an Oregon commercial bank with deposits insured by the FDIC. As a result, the Bank is subject to supervision and regulation
by the Oregon Department of Consumer and Business Serwces and the FDIC. These agencies have the authority to prohibit banks from engaging in
what they believe constitute unsafe or unsound banklng practices.

Community Reinvestment. The Community Refnvestment Act of 1977 requires that, in connection with examinations of financial institutions within
their jurisdiction, the Federal Reserve or the FDIC evaluate the record of the financial institution in meeting the credit needs of its local communities,
including low and moderate-income neighborhoods, consistent with the safe and sound operation of the institution. A bank's community reinvestment
record is also considered by the applicable banking agencies in evaluating mergers, acquisitions and applications to open a branch or facility.

|nsider Credit Transactions. Banks are alsc subject to certain restrictions imposed by the Federal Reserve Act on extensions of credit to executive
officers, directors, principal shareholders or any related interests of such persons. Extensions of credit (i) must be made on substantially the same
terms, including interest rates and collateral, and follow credit underwriting procedures that are at least as stringent, as those prevailing-at the time
for comparable transactions with persons not covered above and who are not employees; and (ii) must not involve more than the normal risk of
repayment or present other unfavorable features. Banks are also subject to certain lending limits and restrictions on overdrafts to insiders. A violation
of these restrictions may result in the assessment of substantial civil monetary penames the imposition of a cease and desist order, and other
reguiatory sanctions. : :

Regulation of Management. Federal law (i) sets forth circumstances under which officers or directors of a hank may be remaved by the institution's
federal supervisory agency; (i} places restraints on lending by a bank o its executive officers, directors, principal sharehotders, and their related
interests; and (iii) prohibits management personnel of a bank from serving as a director or in other management positions of another financial
institution whose assets exceed a specified amount or which has an office within a-specified geographic area.

Safety and Soundness Standards. Federal law imposes certain non-capital safety and soundness standards upon banks. These standards cover
internal controls, information systems and internal audit systems, loan documentation, credit underwriting, interest rate exposure, asset growth,
compensation, fees and benefits, such other operational and managerial standards as the agency determines to be appropriate, and standards for
asset quality, earnings and stock valuation. An institution that fails to meet these standards must develop a plan acceptable to its regulators,
specifying the steps that the instilution will take to meet the standards. Failure to submit or implement such a plan may subject the institution to
regulatory sanctions.

| Interstate Banking And Branching

The Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994 (*Interstate Act™) relaxed prior interstate branching restrictions under federal
law by permitting nationwide interstate banking and branching under certain circumstances. Generally, bank holding companies may purchase banks
in any state, and states may not prohibit these purchases. Additionally, banks are permitted to merge with banks in other states, as long as the home’
state of neither merging bank has opted cut under the legislation. The Interstate Act requires regulators to consult with community organizations
before permitting an interstate institution to close a branch in a low-income area. Federal banking agency regulations prohibit banks from using their
interstate branches primarily for deposil production and federal banking agencies have implemented a loan-to-deposn ratio screen to ensure
compliance with this prohibition.

Oregon has enacted “opting in” legislation in accordance with the Interstate Act provisions allowing banks to engage in interstate merger
transactions, subject to certain “aging” requirements. Oregon restricts an out-of-state bank from opening de novo branches. However, once an out-
of-state bank has acquired a bank within Oregon, either through conversion, merger, or assumption of all or substantially aft of the bank's Oregon
deposit liabiliies, the out-of-state bank may open additional branches within Oregon. .




Deposit Insurance

In February 2006; the President signed federal deposit insurance reform legislation. The legislation (i) required the FDIC to merge the Bank
Insurance Fund and the Savings Association Insurance Fund into a newly created Deposit Insurance Fund, which was completed in 2006; {ii)
increases the amount of deposit insurance coverage for retirement accounts; {jii) allows for deposit insurance coverage on individual accounts to be
indexed for infiation starting in 2010; (iv) provides the FDIC more flexibility in setting and imposing deposit insurance assessments and (v) provides
eligible institutions credits on future assessments. . : _

The Bank's deposits are currently insured to a maximum of $100,000 per depositor through the Deposit Insurance Fund. The Bank is required to pay
deposit insurance premiums, which are assessed and paid regularty. The premium amount is based upoen a risk classification system éstablished by

. the FDIC. Banks with higher levels of capital and a low degree of supervisory concem are assessed lower premiums than banks with lower levels of

capital or a higher degree of supervisory concern.
Dividends

The principal source of the Company's cash is from dividends received from the Bank, which are subject lo government regulation and limitations.
Regulatory authorities may prohibit banks and bank holding companies from paying dividends in a manner that would constitute an unsafe or
unsound banking practice or would reduce the amount of its capital below that necessary to meel minimum applicable regulatory capital
requirements. Oregon law also limils a bank's ability to pay dividends that are greater than the bank's retalned eamings without approval of the
Oregon Department

Capital Adequacy

Requlatory Capital Guidelines. Federal bank regufatory agencies use capital adequacy guidetines in the examinalion and regulation of bank holding
companies and banks. The guidelines are “risk-based,” meaning that they are designed to make capital requirements more sensitive to differences in
risk profiles among banks and bank holding companies. . . .

Tier | and Tier Il Capital. Under the guidelines, an institution's capital is divided into two broad categories, Tier | capital and Tier Il capital. Tier |
capital generally consists of common stockholders’ equity, surplus and undivided profits. Tier Il capital generally consists of the allowance for loan
losses, hybrid capital instruments, and subordinated debt. The sum of Tier | capital and Tier |l capital represents an institution’s total capital. The
guidelines require that at least 50% of an institution’s total capital consist of Tier ! capital. .

Risk-based Capital Ratios. The adequacy of an inslitution's capital is gauged primarily with reference to the institution’s risk-weighted assets. The
guidelines assign risk weightings to an institution’s assets in an effort to quantify the relative risk of each asset and to determine the minimum capital
required to support that risk. An institution’s risk-weighted assets are then compared with its Tier | capital and total capital to arrive at a Tier | risk-
based ratio and a total risk-based ratio, respectively. The gundelmes provide that an institution must have a minimum Tier | risk-based ratio of 4%
and a minimum tota! risk-based ratio of 8%.

Leverage Ratip. The guidelines also employ a leverage ratio, which is Tier | capital as a percentage of avérage total assets, less intangibles. The
principal objective of the Ieverage ratio is to constrain the maximum degree to which a bank holding company may leverage its equity capital base.
The minimum leverage ratio is 3%; however, for all but the most highly rated bank holding companies and for bank holding compames seeking to
expand, requlators expect an additional cushion of at least 1% to 2%. v

Prompt Comective Action. Under the guidelines, an institution is*assigned to one of five capital categories depending on its total risk-based capital
ratio, Tier | risk-based capital ratio, and leverage ratio, together with certain subjective factors. The categories range from “well capitalized” to
“critically undercapitalized.” Institutions that are “undercapitalized” or lower are subject to certain mandatery supervisory comective actions. -

in 2006, the federal bani(ing agencies, including the FDIC and the Federal Reserve, provided notice of proposed rulemaking that would change the

existing risk-based capital framework by enhancing its risk sensitivity. Whether such revisions are implemented or what effect they might have on us
cannot be predicted at this time, but we do not expect our operations to be significantly impacted.

Regulatory Oversight and Examination

The Federal Reserve conducts periodic inspections of bank holding companies, which are performed both onsite and offsite. The supervisory
objectives of the inspection program are to ascertain whether the financial strength of the bank holding company is being maintained on an ongoing
basis and to determine the effects or consequences of transactions between a holding company or its non-banking subsidiaries and its subsidiary
banks. For holding companies under $10 billion in assets, the inspection type and frequency varies depending on asset. S|ze complexity of the
organizalion, and the holding company's ratrng at its last mspechon . .




Banks are subject to periodic examinations by their primary regulators. Bank examinations have evolved from reliance on transaction testing in
assessing a bank’s condition to a risk-focused approach. These examinations are extensive and cover the entire breadth of operations of the bank.
Generally, safety and soundness examinations occur an an 18-month cycle for banks under $500 million in total assets that are well capitalized and
without regulatory issues, and 12-months otherwise. Examinations alternate between the federal and state bank regulatory agency or may occur on
a combined schedule. The frequency of consumer compliance and CRA examinations is linked o the size of the institution and its compliance and
CRA ratings at its most recent examinations. However, the examination authority of the Federal Reserve and the FDIC allows them to examine
supervised banks as frequently as deemed necessary based on the condition of the bank or as a result of certain triggering events.

Corporate Governance and Accounting Legislation

Sarbanes-Oxley Act of 2002. The Sarbanes-Oxley Act of 2002 (the “Act”) addresses, among other things, corporate governance, auditing and
accounting, enhanced and timely disclosure of corporate information, and penalties for non-compliance. Generally, the Act (i} requires chief
executive officers and chief financial officers to certify to the accuracy of periodic reports filed with the Securities and Exchange Commission {the
“SEC"); (ii) imposes specific and enhanced corporate disclosure requirements; (iii) accelerates the time frame for reporting of insider transactions
and periodic disclosures by public companies; (iv) requires companies to adopt and disclose information about corporate governance practices,
including whether or not they have adopted a code of ethics for senior financial officers and whether the audit committee includes at least one “audit
commitiee financial expert;” and (v) requires the SEC, based on certain enumerated factors, to regularly and systematically review corporate filings.

To deter wrongdoing, the Act (i) subjects bonuses issued to top executives to disgorgement if a restatement of a company's financial statements was
due to corporate misconduct; (ii) prohibits an officer or director misleading or coercing an auditor; (iii} prohibits insider trades during pension fund
“blackout periods”; {iv) imposes new criminal penalties for fraud and other wrongful acts; and (v) extends the period during which certain securities
fraud lawsuits can be brought against a company or its officers.

As a publicly reporting company, we are subject to the requirements of the Act and related rules and regulations issued by the SEC. After enactment,
we updated our policies and procedures to comply with the Act’s requirements and have found that such compliance, including compliance with
Section 404 of the Act relating to management control over financial reporting, has resulted in significant additional expense for the Company. We
anticipate that we will continue to incur such additional expense in our ongoing compliance.

Anti-terrorism Legislation

USA Patriot Act of 2001. The Uniiting and Strengthening America by Providing Appropriate Tools Required to Intercept and Obstruct Terrorism Act of
2001, intended to combat terrorism, was renewed with certain amendments in 2006 (the “Patriot Act’). in 2008, certain provisions of the Patriot Act
were made permanent and other séctions were made subject to extended “sunset” provisions. The Patriot Act, in relevant part, (i) prohibits banks
from providing correspondent accounts directly to foreign shell banks; {ii) imposes due diligence requirements on banks opening or holding accounts
for foreign financial institutions or wealthy foreign individuals; (iii) requires financial institutions to establish an anti-money-laundering compliance
program; and {iv) eliminates civil liability for persons who file suspicious activity reports. The Act also includes provisions providing the-goverament
with power to investigate terrorism, including expanded government access to bank account records. While the Patriot Act has had minimal affect on
our record keeping and reporting expenses, we do not believe that the renewal and amendment will have a material adverse effect on our business
or operations.

Financial Services Modernization

Gramm-Leach-Bliley Act of 1999. The Gramm-Leach-Bliley Financial Services Modemization Act of 1999 brought about significant changes to the
laws affecting banks and bank holding companies. Generally, the Act (i) repeals the historical restrictions on preventing banks from affiliating with
securities firms, (ii) provides a uniform framework for the activities of banks, savings institutions and their holding companies; iil) broadens the
activities that may be conducted by national banks and banking subsidiaries of bank holding companies; (iv) provides an enhanced framework for
protecling the privacy of consumer information and requires notification to consumers of bank privacy policies; and (v) addresses a variety of other
legal and regulatory issues affecting toth day-to-day operations and long-term activities of financial institutions. Bank holding companies that qualify
and elect to become financial holding companies can engage in a wider variety of financial activities than permitted under previous law, particularly
with respect to insurance and securities underwriting activities.

4

Recent Legislation

Financial Services Regutator Relief Act of 2006, In October 2006, the President signed the Financial Services Regulatory Relief Act of 2006 into law
(the * Relief Act”). The Relief Act amends several existing banking laws and regulations, eliminates some unnecessary and overly burdensome
regulations of depository institutions, and clarifies several existing regulations. The Refief Act, among other things, (i} authorizes the Federal Reserve
Board to set reserve ratios; (i) amends national banks regulations relating to shareholder voting and granting of dividends; (iii) amends several
provisions relating to such issues as loans to insiders, regulatory applications, privacy notices, and golden parachute payments; and (iv) expands
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and clarifies the enforcement authority of federal banking regulators. While it is too soon to predict the impact this ieglslatjon will have on us, we do
not expect that our busmess expenses, or operatlons will be 5|gn|fcantly |mpacted :

’

Effects Of Government Monetary Pollcy

Our earnings and growth are affected not only by general economic conditions, but also by the fiscal and monetary policies of the federal
govemnment, particularly the Federal Reserve. The Federal Reserve implements national monetary policy for such purposes as curbing inflation and
combating recession, but its open market operations in U.S. government securities, control of the discount rate applicable to borrowings from the
Federal Reserve, and establishment of reserve requirements against certain deposits, influence the growth of bank loans, investments and deposits,
and also affect interest rates charged on loansor paid on deposns The nature and impact of future changes in monetary policies and their impact on
us cannot be predicted with certainty.

Website Access to Reports

The Company makes available free of charge, all periodic and current reports as soon as reasonably practicable after such material is electronically -
filed with, or furnished to the Securities and Exchange Commission (“SEC”). The Company's website address is www.citizensEbank.com

ITEM 1A. RiSK FACTORS

In addition to the other information contained in this report, the following risks may affect the:Company. If any of these risks occurs, our business,
financial condition or operating results could be adversely affected.

Management of Growth. Our financial performance and profitability will depend on cur ability to manage recent and possible future growth. Although
management believes that it has substantially integrated the business and operations of growth, there can be no assurance that unfore-seen issues
relating to growth will not adversely affect us. In addition, any future acquisitions andfor continued growth may present operating and other problems
that could have an adverse effect on our business, financial condition and results of operations. Accordingly, there can be no assurance that we will
be able to execute our growth strategy or maintain the level of profitability that we have recently experienced. .

Qtla_nggs_m_Ma_[KaUnmLesjBaigs. Our earnings are impacted by changing interest rates. Changes in interest rates impact the demand for new
loans, the credit profile of existing loans, the rates received on loans and securities and rates paid on deposits and borrowings. The relationship
between the rates received on loans and securities and the rates paid on deposits and bomrowings is known as interest rate spread. Given our
current volume and mix-of interest-bearing liabilities and interest-eaming assets, our interest rale spread could be expected to increase during times
of rising interest rates and decrease during times of falling interest rates. With any further declines in interest rates, our ability to proportionately
decrease the rates on our deposit sources may not be possible due to competitive pressures given our current exceptionally low cost of funds. This
may result in a larger decrease in our interest rate spread. Although we believe our current level of interest rate sensitivity is reasonable, significant
decreases in interest rates may have an adverse effect on our business, financial condition and results of operations. Should interest rates increase
in 2007, our interest rate spread could be expected to improve once loans with floors ﬂoat off their floor and investments are redeployed mto higher
yielding securities.

Geographic Factors. Economic conditions in the communities we serve could adversely affect our operatiens. As a result of community bank focus,
our results-depend largely upon economic and business conditions in our service areas. A deterioration in economic and business conditions in our
market areas could have a malerial adverse impact on the quality of our loan pertfolio, and the demand for our products-and services, which in turmn
may have a material adverse effect on our results of operations. Further, a downturn in the national economy might further exacerbate iocal
economic conditions. The extent of the future impact of these events on economic and business conditions cannot be predicted.

Compelition. Competition may adversely affect our performance. The financial services business in our market areas is highly competitive. 1tis
becoming increasingly compelitive due to changes in regulation, technological advances, and the accelerating pace of consolidation among financial
services providers. We face compelition both in attracting deposils and in making loans. We compete for loans principally through the interest rates
and loan fees we charge and the efficiency and quality of services we provide. Increasmg levels of competition in the banking and financial services
businesses may reduce our market share or cause the prices we charge for our services to fall. Our results may differ in future penods dependmg
upon the nature or leve! of competition.

Credit Risk, If a significant number of borrowers, guarantors and related parties fail to perform as required by the terms of their loans, we will sustain
losses. A significant source of risk arises from the possibility that losses will be sustained if a significant number of our borrowers, guarantors and
refated parties fail to perform in accordance with the terms of their loans. We have adopted underwriting and credit monitoring procedures and credit
policies, including the establishment and review of the allowance for credit losses, that management believes are appropriate to minimize this risk by
assessing the likelihood of nonperformance, tracking loan performance and diversifying our credit portfolio. These policies and procedures

however, may not prevent unexpected losses that could matenially adversely affect our results of operations, .-

In fact, the Federal Deposit Insurance Corporation issued a pronouncement alertmg banks to their concern about banks with a heavy concentration
of commercxai real eslate loans.




The Bank has credit risk exposure, including off-balance sheet credit risk exposure, as disclosed in Notes 4 and 10 to the consolidated financial
statements. The ultimate collectibility of a substantial portion of the toan portfolic is susceptible to changes in economic and market conditions in the
region. The Bank generally requires collateral on all real estate loans and typically maintains loan to value ratios of no greater than 70% to 80%.

The Bank has loan concentration in real estate, particularly in commercial real estate. These loans require additional evaluation, including, but not
limited to industry, geographic, and collateral analysis. Commercial real estate is further broken down to reflect owner occupied and non-owner
occupied properties. Any non-owner occupied category that is over 100% of Tier 1 capital is further analyzed as to the type of property being taken
as collateral. ‘ ‘

The contractual amounts of credit related financial instruments such as commitments to extend credit and ietters of credit represent the amounts of
potential accounting loss should the contract be fully drawn upon, the customer default, and the value of any existing collateral become worthless.
Letters of credit were granted primarily to commercial borrowers.

Marketability of Common Stock There is no active market for our outstanding shares, and it is unlikely that an established market for our shares will
develop in the near future. We presently do not intend to seek listing of the shares on any securities exchange, or quotation on the Nasdaq
interdealer quotation system. It is not known whether significant trading activity will 1ake place for several years, if at all. Accordingly, our shares
should be considered as a long-term investment.

{TEM 1B. UNRESOLVED STAFF COMMENTS

None.

ITEM 2, PROPERTIES

The principal properties of the Company and its subsidiary, Citizens Bank, are comprised of banking facilities owned or leased by the subsidiary.
The main office of the Bank is located in the heart of the business and retail center in Corvallis, Oregon. The buildiﬁg was constructed in 1977 and
has approximately 30,000 square feet of space on two levels above ground and a full basement. The second floor is occupied by the administrative
support team, which includes the President/Chief Execulive Officer, the Chief Financial Officer, the Chief Operating Officer, the Chief Marketing
Officer, the Chief Lending Officer, Administrative Assistants and the Loan Service Center. '

The first floor serves as the main banking office for the Bank. Itis occupied by a manager, a lending staff, an operations staff, tellers, marketing
officer, merchant services officer, new accounts staff, and mortgage department staff.

The basement is occupied by the Accounts Service Center. It includes a manager, two operations officers, proof and data processing staff, inventory,
wire transfer, telephone, and courier staff. All of the Bank’s centralized functions, i.e., management, proof and data information, loan documentation,
loan administration, cash services, mail services, accounting and human resources, occur in this building. The Bank owns this building.

The Bank operates ten (10} full service offices, of which six (6) are owned and four (4) are leased. These buildings range in size from 2,500 square

feet to approximately 30,000 square feet. Their primary function and use is to provide banking service to the Bank's customers. See the Contractual -

Obligations table for a summary of our lease requirements. The following sets forth certain information regarding the Bank's office facilities.

Main Office : Junction City Office East Albany Office (1)
275 SW Third Street 955 lvy Street - 2315 14" Ave. SE
Corvallis, Oregon Junction City, Oregon Albany, Oregon

Circle Office  (2) Philomath Office "~ WeslAlbany Office (3)
978 NW Circle Blvd. 1224 Main Street 2230 Pacific Bivd. SE
Corvallis, Oregon Philomath, Oregon Albany, Cregon
McMinnville Office Harmisburg Office  (4) Dallas Office

455 NE Baker Street 230 North 37 Street 583 SE Jefferson
McMinnville, Oregon Harrisburg, Oregon Dallas, Oregon
Springfield Office  (5)

2073 Olympic Street

Suite 100

Springfield, Oregon




{1) “Mennonite Home, satellite office of the East Albany Branch. This limited facrhty is open to the large retirement/assisted living - i
center for two hours Monday through Friday. Lease renewed on March 1, 2004 for a three-year term. §

(2) - Premises leased under an original lease agreement dated May 1,1970 and a supplemental lease agreement dated August 16,
1994. The lease expires January 31, 2020. ,
{3) Ground lease under ground lease agreement dated May 29, 1998, The lease expires in year 2048. '
{4) - Premises leased under a lease agreement dated May 4, 2001 The lease was renewed on May 4, 2006 wrth the right to' renew
) for one additional period of five years.
" (5) ‘Premises leased under a lease agreement dated June 1, 2003 1The Iease exprres on May 31 2008 wrth the nght to renew for

3

two additional periods of three years each. . . _ Ty
The Bank OWNS o Ieases att of the facilities described above Management believes that the facilities are of sound construction, in goed operating -
condition, are appropriately insured and are adequalely equipped for carrying on the business of the Company.

LS

Other Properties

The Bank owns two additional properties. One property is a commercial building on land adjacent to the Bank's McMrnnvrIIe Oregon office. The
building is being leased to a business on a ten year Iease that commenced on January 1, 2003. The tenant has the option to renew the lease for two
successive terms of ten years each . .

.The second property was purchased on January 13, 2006 and is located in Spnngﬁeld Oregon on the same street as the Bank's leased Springfield
Office. The buiilding is currently being-leased to another financial institufion until January 2008. At the end of the fease term, the current tenant will
vacate the-property. The Bank plans to move its current Springfield Office to this building. The timing of the move has not been specifically
determined. ,
Management befieves that the facilities are of sound construction, in good operating condition and are appropriatély insured, .
[TEM 3. LEGAL PROCEEDINGS

As of the date of filing this Form 10K neither the Company nor its subsidiary were a party to any material legal proceedings. Further, management is
not aware of any threatened or pending lawsuits or other proceedings against the Company or its subsidiary which, if determined adversely, would
have a material effect on the business or financial position of either of them. The Company or the Bank may from time to time become a party to
fitigation in the ordinary course of business, such as debt collection litigation or t_hrough_an appearance as a creditor in a bankrupicy case.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS L ot

During the fourth quarter of the year ended December 31, 2006 no matters were submrtted to the Company S secunty holders through the .
solicitation of proxies or otherwise. . . , ‘ ;
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PART Il

ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY, RELATED SHAREHOLDER MATTERS, AND ISSUER PURCHASES OF EQUITY
SECURITES

There is no established market for the Company’s common stock, and the stock is not listed on and does not trade on or through any exchange or

quotation system. There is no expectation that an established market wili develop for the Company's common stock. As the transfer agent for the

Company's common stock, the Bank keeps an informal record of persons expressing an interest in buying or selling the Company’s common stock
but does not salicit buyers or sellers. The Bank also keeps some informal records of prices paid and received for the Company’s common stock by
parties which provide that information to the Bank. Neither the Company nor the Bank does or will recommend prices for the Company’s common

stock, .

There were 1,338 holders of record of the Company's no par value common stock as of February 22, 2007, and an estimated 61 additiona! beneficial

holders whose stock was held in street name by brokerage houses. The (ast transaction price of the Company's common stock of which the .
Company is aware was $17.20 per share on February 5, 2007.

The Company has no formal dividend policy. The amount of any dividend is determined by the Company's board of directors and depends on the
amount of profits generated and the growth objectives of the Company and the Bank, together with other factors considered by the board in its
discretion. Under Oregon law certain restrictions on the payment of dividends apply. Under these restrictions, a bank or holding company may not
declare or pay any dividend in an amount greater than its retained eamings. In addition, applicable bank regulatory authorities have the power to
require any hank to suspend the payment of any and all dividends until the bank shall have complied with all requirements that may have been
imposed by such authorities. } ‘ '

The following table sets forth certain transaction prices per share for shares of the Company's common stock for the periods shown. This
information is based solely on prices and information reported to the Bank by those persons whose transactions have come fo its attention. The
reported prices do not represent all transactions in the Company and the Bank can give no assurances as to the accuracy of the reported prices or
the completeness of this information.

High Low
2002 $15.00 $11.45
2003 _ $18.50 : $12.49
2004 $18.50 $16.50
2005 : $20.00 $16.00 -
2006 $20.00 $14.85

Per share informafion for the current and prior periods have been
adjusted o refect he eflect of any siock dividends and stock spiits.

The following table sets forth certain transaction prices per share for shares of the Company’s common stock for the quarterly periods shown. This
information is subject to the qualifications set forth above.

High Low

2006

First quarter $19.00 $17.00
Second quarter $17.50 $15.00
Third quarter $16.90 $15.00
Fourth quarter $20.00 $14.85
2005

First quarter $17.50 $16.50
Second quarter $18.00 $16.00
Third quarter $20.00 $17.00
Fourth quarter $19.45 $17.95

il




Five-year Stock Performance Graph

The following graph compares the yeary cumulative total return of Bancorp's common stock during the five years ended December 31, 2006 with the
(i) SNL S&P 500 (i) SNL Bank Index and {iii} SNL Nasdaq Bank Index. This comparison assumes $100 was invested on December 31, 2001 in
Bancorp’s common stock and the comparison groups. All of these cumulative returns are computed assuming the reinvestment of dividends at the

frequency with which dividends were pald dunng the apphcable years.
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Index
Period Ending
Index 12/31/01 12/31/02 12/31/03 12/31/104 12!31!05 12/31/06
Citizens Bancorp 100.00 104.47 14526 148.87 148.47 159.10
NASDAQ Composite 100.00 68.76 103.67 113.16 115.57 127.58
SNL Bank Index 100.00 91.69 123.69° 13861 140.50 164.35
- SNL NASDAQ Bank Index - 100.00 - 102.85 132,76 152.16 147.52 165.62

The stock performance data for Bancorp is based solely on prices reported to Bancorp for specific transactions between buyers and sellers who
informed Bancorp of specific transactions. There was and is no established market for the common stock of Bancorp, and its common stock is'not
listed on any exchange or other trading or quotation system. StocK performance data for Bancorp may nol represent all transactions in the shares
traded for the periods in question, and no assurance can be given as to the accuracy of reported prices as the prices were-not-independently
verified. The data is based on prices for actual sales transactions only, and excludes offers to buy or offers to sell.
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EQUITY COMPENSATION PLAN INFORMATION

The following table shows the status of option grants under the Plan as of December 31, 2006:
Equity Compensation Plan Information

#of Securitiesto ~ Weighted-Average # of Securities Remaining

Belssuedon = Exercise Price of - Available for Future Issuance
Exercise of Outstanding Options Under Plan (Excluding
Quistanding - Securities in Column (a))
Options - '
Plan Category {a) o (b (c)

Equity Compensation 128,884 $14.40 51,898

Plans Approved by

Security Holders

Equity Compensation -0- - . 0

Plans Not Approved by :

Securty Holders

Total 128,884 $14.40 51,898 -

(1) Includes 6,933 shares issuable under the 1998 incentive stock option plan and 44,965 shares issuable under the 1998 stock bonus plan.

As of December 31, 2008, there were 4,733,644 shares outstanding, held by 1,334 shareholders of record. As of February 22, 2007, there were
1,338 holders of Citizens Bancorp and 4,810,490 shares outstanding. Since December 31, 2006, 75,179 shares were issued under the Dividend
Reinvestment Plan.

Holders are determined on the basis of ownership. Each entity that owns one or more shares is determined to be a holder. Holders can be
individuals, partnerships, corporations, trusts, or any entity that can Iegally hold assets. Two or more individuals together can also be a holder, such
as a husband and wife or a parent and child. .

The fullowing sets forth, for the calendar years shown, the cash and stock dividends per share of common stock declared by the Company.

Cash Dividend Stock Dividend

2002 $ .M - -

2003 ' $ 46 : ) 10% -
2004 $ .46 -

2005 $.50 . -

2006 $ .52 -

Per share information for prior periods reflect the effects of the stock

dividends.

Stock Repurchase Program. The Company operates a stock repurchase program that was approved by the board of directors. Under the
program, the Company may repurchase shares of its common stock up to a maximum amount and at the price established by the Board.

On July 17, 2001, the board of directors of the Company approved the repurchase of 209,474 of its outstanding shares and on April 15, 2003
approved an additional 207,514 shares, for a lotal repurchase of 416,988 outstanding shares. Repurchases are made from time to time under the
plan. The board's authorization has no expiration date. Total shares available for repurchase under these plans are 215,811 shares at December 31,
2006. The following table provides information about repurchases of common stock. :

: Shares repurchased Cost of shares Average cost
{Shares and dollars in thousands) in period repurchased per share
Year ended 2001 B4 $ 869 $ 10.32
Year ended 2002 B3 973 ' 11.74
Year ended 2003 12 173 13.83
Year ended 2006 22 353 16.31
Plan to date total 201 $ 2,368 $ 177
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ITEM 6. SELECTED FINANCIAL DATA

The following selected financial data should be read in conjunction with the Company's consolldated ﬁnanmal statements and accompanying notes

presented hergin.
{In thousands, except share data)

Year ended Decenrber 31,

EARNINGS

Total inkerestincome
Total inlerestexpense
Netinterestincome

Provision for creditlosses
Netinterestincome afler provision for creditlosses

Total non-interest income *
Total non-inerest expense

Income before taxes -
Income taxes
Netincome -

PER SHARE DATA (1)
Net income basic
Netincorre diluted
Cash dividends

Book value

PERIOD END BALANCES
Total assets

Netloans

Deposits -
Repurchase agreements
Shareholders' equity

PERFORMANCE RATIOS
Return on Average Assels .
Return on Average Equity
Dividend Payout Ratio

Average Equity Ib Average Assefs
Efﬁciency Rato (2}

___ (1)_Per share amounts and the average nurmber ¢ nunber of shares outstanding | have  been restated for a stock dividend of 10% in 2003,

2006

$21,544

5088
16,456

145
16,311

2,475

10,386

8,400
. 2941

$5,459,

$1.15

1.15
0.52
9.83

$359,029

250,152

270,610
35,586
46,524

. 160%
11.78%
45.22%
13.61%
53.89%

% increase
2005 (decrease)
2006 b 2005
$18,468 16.66%
3,017 68.64%
15451 6.50%
155 (6.45%)
15,296 6.64%
3,886  (36.31%)
1154 (6.89%)
8028 . 463%
2,701 8.89%
$5,327 2.48%
$1.12  , 268%
1.11 © 3.60%
0.50 4.00%
908 8.50%
$338,900 5.94%
230,547 8.50%
254,083 6.50%
36,590 (2.74%)
42,296 10.00%
1.58%
12.90%
44.64%
12.26% .
56.70%

v

2004

$15,341
1,667

13674

142..

T

13532

4,428

11,199

6,761
2,409
-$4,352

$0.94
0.94
0.46
8.31

$334,588
210,951
235,482
55,446
38,401

1.32%
11.23%
48.94%
11.75%
60.88%

2003

$16,312
2,082
14,230

_ 210

13,960

4,113

10,203"

7.870 |

2,858
$5,012

$1.10
1.09
0.46
7.82

$326,269
185,053
235,759
50,907
35,617

1.59%
14.06%
41.82%
11.32%
54.92%

2002

$17.575
3322
14,253

624
13,629

3773
9,793

7,609
2,751
- $4,858

$1.07
1.07
o4
720

$312,639

178,333

227,363
48,059
32,330

1.64%
156.32%
38.32%
10.73%
53.63%

(2) The eficiency rafo is computed by dividing tolal non-interest expenses by the bta! of netinterest income and total non-interest income.
" Netinterestincome used in the calculaiion indludes tax equivalent adjustments (at the federal statutory rate of 34%) related b income on
securiies and loans thatare exenpt from federal taxes. .

14




ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following discussion is intended to provide a more comprehensive review of the Company's operating results and financial condition than can be
obtained from reading the Consolidated Financial Statements alone. The discussion should be read in conjunction with the audited consclidated
financial statements and the notes thereto included as part of this Form 10-K. '

Critical Accounting Policies and Estimates

Our financial statements are based on the selection and application of significant accounting policies which require management to make significant
estimates and assumptions (see Note 1 to the consolidated financial statements). We believe that the following is one of the more critical judgment
areas in the application of our accounting policies that currently affect our financial condition and results of operations.

Aflowance for Credit Losses. The allowance for credit losses is established through a provision for credit losses charged to operations. The
allowance for credit losses is a significant estimate and management and the Board of Directors regularly evaluate its adequacy by considering a
number of factors, including, among other things, current loan grades and delinquency trends, historical loss rates, changes in the composition of the
loan portfolio, overall portfolio quality, industry concentrations, and current economic factors and the effect of those factors on a borrower's
repayment ability. The use of different estimates or assumptions could produce different provisions for credit losses. In addition, the allowance for
credit losses is also subject to regulatory supervision and examination.

Securities Available for Sale. Securities available for sale consist of debt securities that the Bank intends to hold for an indefinite pericd, but not
necessarily to maturity. Such securities may be sold to implement the Bank's asset/liability management strategies and in response to changes in .
interest rates and similar factors. Securities available for sale are reported at fair value. Unrealized gains and losses, net of the related deferred tax
effect, are reported as a net amount in a separate component of shareholders' equity entitled “accumulated other comprehensive income (loss).”
Realized gains and losses on securities avaitable for sale, determined using the specific identification method, are included in eamings. Amortization
of premiums and accretion of discounts are recognized in interest income over the period to maturity.

Income Taxes. Deferred tax assets and liabilities result from differences between the financial statement camying amounts and the tax bases of
assets and liabilities, and are reflected at currently enacted income tax rates applicable to the period in which the deferred tax assets or liabilities are
expected to be realized or settled. Deferred tax assets are reduced by a valuation allowance when, in the opinion of management, it is more fikely
than not that some portion or all of the deferred tax assets will not be realized. As changes in tax laws or rates are enacted, deferred tax assets and
liabilities are adjusted through the provision for income taxes.

Stock-Based Compensation

At December 31, 2006, the Company had a qualified incentive stock option plan. Prior to January 1, 2006, we accounted for this plan under the
recognition and measurement provisions of Accounting Principles Board Opinion No. 25, Accounting for Stock Issued to Employees and other
related interpretations as permitted by Statement of Financial Accounting Standards No.123, Accounting for Stock-Based Compensation (“Statement
No. 123"). No stock-based compensation cast related to our employees was recognized in the consolidated statements of eamings for any period
ending prior to January 1, 2006, as all options granted to our employees had exercise prices equal to the market value of the underlying common
stock on the date of grant. Effective January 1, 2006, the Company adopted the fair value recognition provisions of Stalement of Financial
Accounting Standards No. 123 (revised 2004}, Share-Based Payment (“Statement No. 123R"), using the modified prospective transition method.
Compensation cost recognized during 2006 included cost for all share-based payments granted prior to, but not yet vested as of December 31,
2005, based on the grant date fair value estimated in accordance with the original provisions of Statement No. 123. Results for prior periods have not
been restated. There were no stock options granted during the periods ended December 31, 2006 and 2005.

Under the fair value recognition provisions of Statement No. 123R, stock-based compensation cost is estimated at the grant date based on the fair
value of the award and is recognized as expense over the requisite vesting period of the award. Consistent with the valuation method the Company
used for disclosure-only purposes under provisions of Statement No. 123, the Company will use the Black-Scholes option pricing mode! for any
future grants to estimate fair value undef Statement No. 123R. The Black-Scholes model requires the use of employee exercise behavior data and
the use of a number of assumptions including volatility of the Company's stock price, dividend yield, weighted average risk-free interest rate and
weighted average expected life of the options. Compensation cost is recognized on a straight-line basis over the requisite vesting period.

Results of Operations for Years Ended December 31, 2006, 2005, and 2004.

Net Income. For the three years ended December 31, 2006, 2005, and 2004 the Company's net income was $5.459 million, $5.327 million, and
$4.352 million, respectively. 2006 net income increased $132 thousand or 2.5% as compared to 2005, which increased $975 thousand or 22.4%
over 2004. The Company’s increased net income in 2006 resulted primarily from an increase in interest income on loans and investments.

The Company's increase in loan interest income for the period ending December 31, 2006 was primarily the result of increased loan rates as
compared to the same period in 2005. Interest income on loans increased for the period ending on December 31, 2005 compared to the same
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period in 2004 primarily as a result of volume increases in the loan portfolio. Loan totals increased $19.7 million or 8.5% for the period ending
December 31, 2006 as compared to the same period in 2005 which increased $19.6 million or 8.1% over 2004.

The average rate earned on loans for 2006, 2005, and 2004 was 7.7%, 7.2%, and 6.8%, respectively. Management believes that the customer
relationships developed by its experienced loan officers and increased market penetration contributed to the increase in loan volumes in 2006 and
2005.

The 2006 increase in the investment portfolio income was due to higher rates on securities which offset the lower volume of securities as compared
to the same period in 2005. Maturing bonds were deployed to fund loan growth which produced higher retumns.

The increase in average eaming assets in 2006 is primarily reflected in increases in loan volumes. Average yields on eaming assets for 2006, 2005,
and 2004 were 7.0%, 6. 1%, and 5.3%, respectwely

Interest Income. !nterest income totaled $21.5 m|I||on for the year ended December 31, 2006, a 16.7% increase from the $18.5 million for 2005,
which was a 20.4% decrease from the $15.3 million for 2004. The increase for the period ending December 31, 2006 as compared to the same
period in 2005 was primarily a result of increased rates on loans and securities. The increase in interest income for the period ending December 31,
2005 as compared to the same period in 2004 was primarily due to volume increases in the loan portfolio. The increase in interest income on
securities for the period ending December 31, 2006 as compared to 2005 was a result of the repricing of re-invested maturing securities into higher
vielding bonds. The decrease of interest income on securities for the period ending December 31, 2005 compared to the same period in 2004 was a
result of decreased rates on securities. .

“Interest Expense. Interest expense for the year ended December 31, 2006 was $5.1 million, a 68.6% increase from the $3.0 million expense for
2005, which was a 81.0% decrease over the $1.7 million expense for 2004. The increase in interest expense-in 2006 resulted primarily from higher
interest rates paid on deposits as compared to the same period in 2005 and 2004. The Company increased the rates it paid on-deposits in 2006 as a
result of increasing market rates. The Company has a very low cost of funds as compared to peer banks. The overall cost of funds, including non-
interest bearing demand deposits, for the years ending 2008, 2005, and 2004 was 1.7%, 1.0%, and .7% respectively. Management believes its
relationship style of banking and outstanding customer service contributes to its low funding cost.

Net Interest Income. Net interest income for the years 2006, 2005, and 2004 was $16.5 miltion, $15.5 million, and $13.7 million, respectively.
Additionally, for the same periods beginning with 2008, net interest margins, on a tax equivalent basis, were 5.4%, 5.1%, and 4.7%, respectively. Net
interest income increased for the period ending December 31, 2006 as compared to the same period in 2005 primarily due to rate increases on loans
and securities that exceeded the interest expense increase in deposits from both rate and volume increases. Net interest income increased for the
period ending December 31 2005 as compared to the same period in 2004 primarily due to volume increases on both |oans and securities that =~ °
exceeded the interest expense increase in depasits from both rate and volume increases, i
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The following table sets forth, for the periods indicated, interest income and interest expense with the resulting average yield or rate by category of
average eaming assets and average interest bearing liabilities. : .

Average Balances and Tax-Equivalent Net Interest Margin

Year Ended December 31, 2006 2005 2004
Average Int. Income  Avg. Rate Average int. Income Avg. Rale Average int. Income Avg. Rate
(In thousands) Balance  (EXPense)  EamediPaid - Balance  (EXPeNSe)  Eamed/Paid  Balance - (Expense) Eamed! Paid

ASSETS ‘ L B
Loans (1)(2)(4) $244,835 $18,838 7.69% $230,196 $16,565 7.20% $194,168 $13,142 6.77%
Investment securities: {3) 7

Taxable ) 52,073 2,252 4.32% 65,671 1,622 247% 81,561 1,665 2.02%

Tax-exempt {1)(5) 6,735 428 6.36% 9,067 539 . 5.94% 11,890 643 541%

Total '

Investment - ‘ . . .

Securities 58,808 2,680 4.56% 74,738 AL 289% . 93451 2,308 2.45%

Interest bearing deposits in banks,
federal funds sold and other

investments 7,067 33 4.43% 3,726 79 212% 16771 17 152%
Total eaming assets _ 310,710 21,831 7.03% , .308,660 18,805 6.09% 295,296 15,567 5.27%
Cash and due from banks - 14636 . 14,918 ) 21,005
Premises and equipment — net . 8,505 - . - 1416 7,765
Other assets 9,353 8,508 - 8429 .
Allowance for credit losses” (2,823) ’ {2,753) ’ ) (2,792)
Total $340,38% $336,749 ' $329,793
LIABILITIES AND SHAREHOLDERS’ EQUITY
Deposits: : . v . .
Savings, MMDA, NOW T §162,517 (2572) 158%  $157,243 (1,232) "0.78%  $145867 (387) 0.27%
Time 38,641 (1.314) 3.40% 38,630 (779) 2.02% 45,608 (577) " 12T%

Total interest- . : .

Bearing deposits 201,158 (3,886) 1.93% 195,873 (2,011) 1.03% 191,473 (964) 0.50%
Repurchase agreements 34,578 (1,048) 3.03% - 40,947 (788) 1.92% 49,005 (684) 1.40%
Other borrowings 3,104 {155) 4.98% 5835 (218) 3.74% © 1,278 (19) 1.45%
Total interest-bearing liabilities 238,840 {5,089) 2.13% 242,655 (3,017) 1.24% 241,757 {1,667} 0.69%
Demand deposits 53,304 51,153 48,060
Other liabiliies 1,899 1649 - 1,238
Shareholders’ equity 46,338 41,292 38,738
Total $340,381 $336,749 $329,793
Net interest income (1) $16,742 $15,788 $13,900
Interest income as a % of avg. earning assets 7.03% 6.09% 521%
Interest expense as a % of avg. eaming assets 1.64% 0.98% 0.56%
Net interest margin 5.39% 5.12% : 470%

£1) Includes taxable equivalent adjustments related to income on securities and loans that are exempt from federal income taxes. The federal statutory rate was 34%.

{2} For purposes of these calculations, nonaccrual loans are included in the average loan balance outstanding. Loan fees and late charges of $334, $322, and $373 are included in
interest income for 2006, 2005 and 2004.

{3) For purposes of computation of the average yield on investments available for sale, historical cost balances were utilized, therefore the yield information does nat give effect to
changes in fair value that are reflected as a component of shareholders’ equity.

{4) The non-tax effected average rate for loans for the periods ending December 31, 2006, 2005, and 2004 were 7.63%, 7.13% and 6.75%, respectively.
{5) The non-tax effected average rale for tax-exempt securities for the periods ending December 31, 2008, 2005, and 2004 were 4.20%, 3.92%, and 3.61% respectively.
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The following table sets forth, on a tax-equivalent basis, a summary of the changes in net interest income resulting from changes in volumes and
rates. Changes not due solely to volume or rate changes are allocated to volume and rate in proportion to the relationship of the absolute doilar
amounts of the change in each.

.2006 versus 2005 2005 versus 2004
Increase {decrease) Increase (decrease)
Due to change in - Due to change in
Average  Average Net Average  Average Net
", (in thousands) ‘ Volume Rate:  Change  Volume Rate ~ Change
INTEREST INCOME , T o
Loans - - $229  $2,044  $2273 . §2,672 $751 $3,423
Investment securities {392) 911 519 377 (524) (147)
Interest-bearing deposits in banks, Federal
funds sold, and other investments - - - (289) 523 234 (74) 3B - (38
Total interest income ) (452) 3478 3,026 2,975 263 3238
INTEREST EXPENSE : ' : '
NOW, MMDA & Savings deposits 40 1,300 1,340 28 817 845
Time deposits : -- 535 5% - (99) . 301 . 202
Repurchase agreements {138) 398 260 . (125) 229 104
Other borrowings : . (224) 161 (63) 140 59 199
Total interest expense (322) 2,394 2,072 (56) 1,406 1,350
Changes in net ] N i _ ‘ ,
Interest income - S ($130)  $1,084 $954 $3,031  ($1,143)  $1,888

The following chart further reflects changes in average balances and rates from the year ended December 31, 2005 to the year ended December 31,
2006.

Increase (Decrease} In Average Balance: , ' Increase (Decrease) In Average Rate:

Loans 6.36% Loans 6.92%
Investments : (21.31%) . Investments . . 571.81%
Fed funds sold and deposits in banks 89.67% Fed funds sold and deposits in banks 108.89%
Total Earning Assets 0.66% Total Earning Assets 15.33%
NOW, MMDA, Savings 3.35% NOW, MMDA, Savings 101.99%
Time _ _ 0.03% Time . - 68.63%
Repurchase Agreements  ° {15.55%) Repurchase Agreements 57.49%
Other Borrowings i {46.80%) Other Borrowings 33.66%
Total Int Bear Liabilities (1.57%) Total Int Bear Liabilities 71.37%

The following chart further reflects changes in average balances and rales from the year ended December 31 2004 to the year ended December 31,
2005. . ‘ .

Increase {Decrease) In Average Balance: Increase (Decrease) In Average Rate:

Loans ' I 18.56% Loans 6.32%
Investments {20.02%) Investments - 1707%
Fed funds sold and depaosits in banks (51.47%) Fed funds sold and deposits in banks 39.12%
Total Earning Assets " 4.53% Total Earning Assets - 1557% -
NOW, MMDA, Savings 7.80% NOW, MMDA, Savings 195.31%
Time {15.30%) Time . 59.39%
Repurchase Agreements : - (16.44%) | Repurchase Agreements . 37.88%
Other Borrowings 356.22% Other Borrowings 151.50%
Total Int Bear Liabilities 0.37% Total Int Bear Liabilities 80.31%
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Net Interest Income After Provision For Credit Losses. Net inlerest income after the provision for credit losses was $16.3 million at December
31, 2006, $15.3 million at December 31, 2005, and $13.5 million at December 31, 2004. Total provision for credit losses for the three years ending
December 31, 2006 was $145,000, $155,000, and $142,000, respectively. The Company decreased the 2006 provision for credit losses based on
its analysis of probable losses in the loan portfolio derived from the loan grading system and the loss analysis of impaired loans in 2006. Charge-offs
of $24,000, $202,000, and $117,000 were realized in 2006, 2005, and 2004, respectively. Recoveries were $4,000, $7,000, and $0 during the same
periods. Historically, the Company’s loan charge-off levels have been very low compared to its peers. Management will continue to monitor and
analyze charge-off levels closely. Management's assessment of the allowance for credit losses includes various factors such as delinquent and non-
performing loans, historical analysis of credit loss experience, knowledge of the present and anticipated economic future of its market areas, and
loan grades. Management believes the high quality of the loan portfolio reflects the Bank's strong intemal controls, excellent loan policy standards,
experienced loan officers and conservative underwriting practices. Management believes the allowance for credit losses at December 31, 2006 of
$2.9 million is adequate. The allowance for credit losses to total loans at December 31, 2006, 2005, and 2004 respectively was 1.14%, 1.18%, and
1.31%.

Non-Interest Income. Non-interest income was $2.5 million for the year ended December 31, 20086, a 36.3% decrease from $3.9 million in 2005,
which was 12.2% lower than the $4.4 million in 2004. The decrease in nen-interest income for the period ending December 34, 2006 was due
primarily to a decrease in service charge and Bankcard income compared to the same periods in 2005 and 2004. The decrease in service charge
income was primarily a result of the increase in the eamings credit on business accounts and a decrease in overdraft fees on deposit accounts as
compared to the same periods in 2005 and 2004. As markel rates have increased, the Company has increased the eamings credit rate which offsets
service charges on its business account product, Bankcard income decreased for the peried ending December 31, 2006 as compared to the same
periods in 2005 and 2004 as the Company transferred its merchant bankcard servicing rights in 2005 to Western States Bankcard Association {which
sold to Texas Independent Bank in 2008). Additionally, non-interest income for the period ended December 31, 2006 was lower as compared to the
same periods in 2005 and 2004 as the Company had no gains on sales of assets in 2006 as compared to $92 thousand in 2005 and $291 thousand
in 2004,

Non-interest Expense. Non-interest expenses consist primarily of employee salaries and benefits, occupancy, data processing, Bankcard services,
office supplies, professional services and other non-interest expenses.

Non-interest expense was $10.4 million for the year ended December 31, 2006, a decrease of 4.2% from $11.2 million in 2005, which was a
decrease of .4% or $.45 million in 2004. The decreases for the periods ending December 31, 2006 as compared to the same perfods in 2005 and
2004 were a result of the decrease in Bankcard expense as the Company transferred its merchant bankcard services to an outside vendor in 2005.

At the end of 2006, the Company employed 127 full time equivalent employees compared to 131 at the end of 2005 and 137 at the end of 2004. The
increase in salary and employee benefits for the period ending 2006 as compared to 2005 and 2004 are the result of routine adjustments in
employee salaries and benefits which was not offset by a lower number of full time equivalent employees in 2006 as compared to 2005 and 2004.

Income Taxes. Income tax expense for 2006 was $2.9 million or 35. 0% of income before taxes, 2005 was $2.7 million or 33 6% of income before
taxes, and 2004 was $2.4 million or 35.6% of income before taxes.

Asset/Liability Management. The Company uses an asset/liability modeling system called ALX to estimate the degree of interest rate risk and
market risk inherent in its mix of interest eaming assets and interest bearing liabilities. The Company's strategy is to keep a position that is very close
to “balanced”. Thatis, the repricing of assets and liabilities would move much at the same rate. The Company’s profitability is dependent to a large
extent on net interest income. The Company is slightly asset sensitive, meaning that if rates rise the Company’s net interest margin will increase, and
if rates decline the margin witl decrease.

Liquidity and Sources of Funds. The Company’s primary sources of funds for liquidity purposes are customer deposils, maturities of investment
securities, sales of “available for sale” securities, loan repayments, short-term borrowings, advances on lines of credit from correspondent banks and
from the Federal Home Loan Bank of Seattle, and the purchase of federal funds. The Company can anticipate the availability of funds from
scheduled loan repayments, maturities of securities and from borrowed funds. Customer deposits and unscheduled payments of loans are
influenced by the interest rate environment, the condition of the economy, competition, and other factors.

Deposits are a primary source of funds. At December 31, 2006, total deposits were $270.6 million, $254.1 million at December 31, 2005 and $235.5
million at December 31, 2004. The Company experienced a growth in demand deposits for the period ending December 31, 2006 of approximately
$16.5 million or 6.5% as compared to the same period in 2005. Management believes the growth is a result of increasing penetration in its market
areas due to a strong corporate culture of relationship banking. .

The Company has securities sold under agreements to repurchase (REPOs) at December 31, 2006, 2005, and 2004 of $35.6 million, $36.6 million,
and $55.4 million, respectively. REPOs represent an agreement between the Bank and a customer to collateralize funds deposited by the customer
in an interest bearing repurchase sweep account. The Bank secures the REPO account with Government Agency Securities. In consideration of the
funds deposited, the Bank transfers the security to the customer. The Bank agrees to repurchase the security on the next business day for the
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amount of the deposit plus simple interest on that amount calculated for one day at the rate established for REPO accounts as set by the Bank for
that day. The funds provided by REPOs are considered borrowings, not deposits, and are not covered by FDIC insurance.

+

The:following table is a summary of securities sold under repurchase agreement (REPQ) for each of the last three years.

Securities sold under agreement to repurchase;

Average interest rate
At year end
Far the year

Average amount outstanding during the

year . .
Maximum amount outstanding at any
month end - :

Amount outstanding at year end

(Dollars in Thousands)
2006 2005 . 2004

24% 2.1% 1.7%
3.0%- 1.9% 1.4%
$ 34578 $ 40,047 $ 49005

$ 37028 . % 56015 $ 55446 .‘
$ 35586 $ 36590 § 55446 : ‘ . i

Management anticipates that the Comparjy will rely-pﬁmaﬁly on depoéit growth, maturities of investment securities, sales of “available for sale -

securities,” and loan repayments to meet its liquidity needs. Borrowings can be used to provide liquidity for shor-lerm needs but it is the practice of

the Company to attempt to fund long-term loans and investments with core deposits and earnings, not short-term borrowings. A limited amount of
* borrowings may be used on a long-term basis to fund lending activities and to match maturities or repricing intervals of assets. ‘

The overall cost of funds, including non-interest demand deposits, was as follows for the years ended December 31 -

e

-

COST OF FUNDS

1.7% 1.0% T

The average daily amount of:deposits and rates péid on deposits is summarized for the periods indicated in the following table at December 31.

2005 2004

: 2006
(In Thousands) --: -~ . Amount$ Rate % Amount $ . Rate % . Amount § * Rate %
DEPOSITS - ; - : . : B
Demand v -$53,304 - ) - - §51,153 - - o 2 $48,060 L -
Interest-bearing + $36,357 66% © 36,683 34% . 36,565 16%
demand - L T -
Savings/MMDA . - $126,160 1.85% 120,560 .92% 109,302 - .30%
Time ' $38641 340% 38,630 202% - .. 45606 1.27%. =
Total .~ $254,462 : e

¥

$247,026 ‘ . - $239,533

The following table indicates the amount of the-Bank’s'certiﬁcates of deposits with balances equal to or greéter than $100,000 classified by time

remaining until maturity as of December 31, 2006.
Maturity Period

3 months or less

- 3 months through 6 months
6 months through 12 months
Qver 12 months
TOTAL

Certificates of Deposit. S
(In Thousands) o 1
$5,975
4,960
370
1,388
$16,033
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Contractual Obligations . ‘ . -

The following table sets forth the Company's contracteal obligations at December 31, 2006.

| Less than 1 Year 1-3 Years 3-5Years  More than 5 Years

Operating Leases (1-6) 117 |- $ 140 $ 204 $ 152 $ 1,221
Certificates of Deposit $ 40,516 $ 34,323 $ 5,162 $ 1,031 -
Short-term Borrowings $ 37,489 $ 37,489 - - : -
Operating Leases .

(1} Mennonite Home, satellite office of the East Albany Branch. This limited facility is open to the large retirement/assisted fiving center for two
hours Monday through Friday. Lease renewed on March 1, 2004 for $396 per month. Lease is renewable every three years.

(2) Circle Branch building lease commenced August 16, 1994 and expires Jantary 31, 2020. Current monthly lease is $3,196. Lease agreement
has annual rent adjusted based on the United States Bureau of Labor Statistics Consumer Price Index. ’

{3} WestAlbany Branch land lease dated May 29, 1998 for a term of fifty years. On each fifth annual anniversary date of the lease rent is adjusted
based on any increase in the Consumer Price Index At no time will the rent decrease from the initial stated rent of $1,850 per month. Current
monthly lease in $2,092.

{4) Harrisburg Branch building lease commenced May 4, 2001 for a five-year term with the option to renew for two five-year terms. The lease was
renewed for another 5 year term on May 4, 2006, The monthly fease is $1,050.

(5) Springfield Branch building lease dated June 1, 2003 for a term of five years, expiring May 31, 2008. Monthly lease is $3,730 per month,

(6) Building leased for storage purposes. Lease commenced on February 1, 2004 and expires on July 31, 2010 with an option to renew for two
additional terms of five years. The rent will increase annually based upon the Consumer Price Index. The cument monthly lease is $1,539.

Capital Resources. The Company is subject to various capital requirements administered by the federal banking agencies. " Failure to meet
minimum capital requirements can initiate certain mandatory and possibly additional discretionary actions by regulators that if undertaken, could
have a direct material effect on the Company's consolidated financial statements. Under capital adequacy guidelines that involve quantitative
measures of the Company's assets, and certain off-balance-sheet items as calculated under regulatory accounting practices, the Company’s capital
classification is also subject to qualitative judgments by the regulators about components, risk weightings, and other factors.

As of December 31, 2006, the most recent notification from the Bank's regulator, categoerized the Bank as well-capitalized under the applicable
regulations. Tobe categorized as “well capitalized”, the Company must maintain at least 10% total risk based capital, 6% Tier 1 risk based capital
and 5% Tier 1 leverage capital. There are no conditions or events since that nofification that management believes have changed its category rating.
Shareholders’ equity increased to $46.5 million at December 31, 2006, from $42.3 million in 2005 and $38.4 million in 2004. The increase reflects
netincome of $5.5 million, other comprehensive income of $141 thousand, $1.1 million from the dividend reinvestment plan, $243 thousand in stock
options exercised, $2 thousand in stock grants, $14 thousand for the tax benefit of disqualifying disposition of stock options, and $56 thousand from
stock based compensation recognized in eamings. These increases were primarily offset by a cash dividend declared of $2.5 million and stock
repurchases of $353 thousand. The Company's average shareholders’ equity, as a percentage of average assets, was 13.6% for the year ended
December 31, 2006, 12.3% for the year ended December 31, 2005, and 11.8% for the year ended December 31, 2004.

As interest rates change, the value of the Bank's “available for sale” investment portfolio, which is reported at fair value, may be positively or
negatively impacted and therefore may cause an increase or a reduction in reported shareholders’ equity. Equity grew at 10.0% over the period
between December 31, 2005 and December 31, 2006, while assets grew by 5.9% over the same period.

At December 31, 2006, the Company had no material commztments for capital expenditures that would negahvery «mpact the Company's capital
position.
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The following table indicates the Company's capital adequacy position at December 31, 2006 and at December 31, 2005
and compares those posmons to capital adequacy reqmrements

To be Well Capitalized

) Under Prompt
. Capital Adequacy Corrective Action
- Actual Purposes Provisions
Amount  Ratio Amount Ratio Amount Ratio
December 31, 2006

Tier 1 capital (to average assets) .

Bank 46,527 13.17% 14,129 4.00% $17,661 500%
Tier 1 capital (to risk-weighted assets): )

+  Bank - ! 48,527 1567 - 11,876 400 17,814 6.00 -

Tdtal capital {to risk-weighted assets): : ‘

Bank 49,420 16.64 23,751 800 . 26689 10.00

December 31, 2005

Tier 1 capital (to average assets): .

Company e $42,494 12.39% $13723 ' 4.00% N/A N/A

Bank _ 42,329 1237 13689, 400 - $17111 - 500%
Tier 1°capital (to risk-weighted assets): . o T

Company. 42,494 15.57 10,914 4.00 NfA N/A '

Bank 42329 1556 10,882 4.00 15,984 600 °

. Tdal capital (to risk-weighted assets): . : o
Company 45,244 16.58 21,828 8.00 NIA N/A
Bank 45,079 16.57 21,764 8.00 26,460 10.00

As of February 2006, the Federal Reserve Bank amended its rules relative to capital requirements for bank holding companies under $500 million in
total assets. As a result, there are no longer regulatory capital requirements for the Company; therefore, the capital ratios are no longer reported.

INVESTMENT PORTFOLIO ST

Investment Actlwtles The investment pohcy of the Company is establlshed and rnomtored by the Board of Dlrectors The investment portfollo is
structured to follow the guidelines contained within the policy which is designed to provide and maintain liquidity, generate a favorable retum without .
incurring undo interest rate and-credit risk and to complement the Bank’s lending activities. Certain securities are used fo collateralize public fund - ;
deposits, Treasury Tax and loan deposits, and REPO deposit accounts. The policy establishes the guidelines for classifying securities as either held

to maturity or available for sale. The policy permits investments in various types of liquid assets permissible under applicable regulation. These

assets include U.S. Treasury obligations, securities of various federal agencies, certificates of deposits at FDIC insured banks, Federal Home Loan

Bank (FHLB) certificates of deposits, federal funds, U.S. Agency morigage backed securities, and bank quahf ied general obligation or revenue bonds
issued from the State of Oregon or Washington.

At December 31, 2006, the Company s portfolio totaled $51 .7'million, primarily conSIstlng of $46.2 ITII||IOI'! in U.S. agency secuntles available for sale

and $5.5 million in state and municipal bonds held to maturity. The investment portfolio decreased $20.1 million or 28% from 2005, as the Company
funded loan growth with called and matured investments. The composition of the portfolio at each respectwe date is presented in the following

tables. . :

v *

22




At December 31,

2006 2005 2004
Carrying Percent of Carrying Percent of Carrying Percent of
Value Idal Value Totat Value Total
' (Dollars in thousands)
Held-to-Maturity:
State and municipal securities $ 5462 10.57% $ 7,871 1097%  § 9,956 ©12.31%

Avaifable-for-Sale:;

U.S. Government agency securities $46.204 89.43% $63.863 £9.03% $70.947 81.69%
Tatal Portfolio § 51,666 —100% 271,734 —100% $80.903 _100%

The following table sets forth the maturities and weighted average yields of the investment securities in the Company’s investment portfolio at
December 31, 2006. The average yield shown for obligations of states and palitical subdivisions is not calculated on a tax-quivalent basis.

Less Than One to Five to Over
One Year Eive Years Ten Years Ien Years
(Dollars in thousands)
Held-to-Maturity:

Stale and municipal securities $ 1,172 4.16% $ 33N 453% § 959 4.30% - -
Avaflable-for-Sale:

U.S. Government agency

cecurilies $32208  495% 10817 - 461%  §2155  528%  $1023  546%
Total Portfolio $.33,380 4,92% $ 14,148 473% $_ 3115 430% §$1023  5.46%

*Yield information is computed using the effective yleld on the security and does not give effect to changes in fair value that are reflected as a
component of shareholders’ equity. ,

Lending and Credlt Management. Interest on loans is the primary source of income for the Company. Net Ioans represented 69.7% of total assets
as of December 31, 2006 as compared to 68.1% at December 31, 2005. The Bank’s goal is to serve the credit needs of the communities in which its
offices are located. The primary focus for lending is small-to-medium sized businesses, professionals, senior citizens, and individuals. The Bank
offers a broad base of loan products. Amajority of the Bank's Ioans are to customers located within the Bank’s service areas.

Although the risk of non-payment always exists, the type and level of risk changes with different types of loans. The primary source of repayment is
the income generated by a business or by an individual. Loan risk is mitigated by lending to borrowers with proven credit histories and demonstrated
ability to repay. Collateral provides an additional measure of security. The Bank manages risk in the loan portfolio through its loan policies,
underwriting practices and continuing education for the lending professionals it employs.

Concentrations of credit are closely monitored to ensure an acceptable diversification of risk and to help insulate the portfolio frbm adverse economic
conditions. Such factors as econamic conditions, liquidity, future outlock and loan demand are considered.

Concentrations are reported quarterly to the board of directors.

Concentrations within the Bank's loan portfolio {includes funded and unfunded) are defined as:
» Loans grouped by a common type of collateral, or product line, in excess of 150% of Bank's Tier 1 capital, or
o Loans grouped by regulatory reporting definitions in excess of 150% of Bank's Tier 1 capital, or
e Loans grouped by industry code (currently SIC codes) in excess of 150% of Bank’s Tier 1 capital, or
s Loans of a speculafive nature in excess of 100% of Bank’s Tier 1 capital.
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Loan groups exceeding 300% of Bank's Tier 1 capilal (and in particular commercial real estate loans) require additional evaluation, including, but not
limited to industry, geographic, and collateral type analysis. Commercial real estate is further broken down to reflect owner occupied and non-owner
occupied properties. Any non-owner occupied category that is over 100% of Tier 1 capital is further broken down as to type of property.

The portfolio concentrations as of December 31, 2006 are as follows:

s Commercial loans, funded and unfunded, represent 18% of the Bank's portfono and 125% of Tier 1 capltal These loans consist of
operatung lines of credit and non- real estate fixed asset term loans. R

. Agnculture loans, funded and unfunded, represents 11% of the Banks portfollo and 73% of Tier 1 capltal These loans con5|st of operating
loans and non-real estate fixed assel term loans. In addition to these loans we have agriculture real estate loans that represent 5% of the
Bank's portfolio and 38% of Tier 1 capital. These loans are for fand purchases and in some cases t&"support operating loans.

* Residential real estale loans, funded and unfunded, represents 7% of the Bank's portfolio and 45% of Tier 1 capital. These loans include
1-4 family first deed of trust and first mortgage loans to consumers,

e Consumer loans, funded and unfunded, represents 5% of the Bank’s portfolio and 35% of Tier 1 capital. These loans are term loans and
lines of credit for consumer purpose. These loans also include home equity lines of credit.

¢ The Bank’s largest concentration is in commercial real estate. These loans, funded and unfunded, represents 54% of the Bank’s loan
portfolio and 369% of Tier 1 capital. $80.4 million of these loans are owner occupied which represents 173% of Tier 1 capital, and $87.2
million are in non-owner occupied facilities which represent 188% of Tier 1 capital.

Multi-family; which is all non-owner occupied, represents 12% of the commercral real estate portfollo and 64% of Tier 1 capltal

RE lessor properties represents 15% of the commercial real estate portfolto and 80% of Ter 1 capital. Approximately 41% is owner
oceupied and 59% i is non-owner occupied. ‘

Other real estateffinance represents 16% of the commercial real estate portfollo and 85% of Tier 1 capltal Apprommately 44% is”
owner occupied and 56% is-non-owner occupied. .

Real estate to personal service p'roperties represents 4% of the commercial real estate portfolio and 21% of Tier 1 capital.
Approximately 58% is owner pcoupied and 42% is non-gwner occupied. -

Real estate to professionals represehts 6% of the commercial rea! estate portfdlio and 31% of Tier 1 capital. Almost all of these
properties are owner occupied -

Manufacture, construction, agn -Business, transportatton and wholesale propert|es each represent less than 5% of the commercial real
estate and less than 26% of Tier 1 capital. Majonty of these loans are owner occupied.

Al December 31, the following table sets forth the composition of the Bank's Loan Portfolio by type of loan as of the dates indicated.

Type of Loan

Commercial

Agricutture

Real Estate
Construction
1-4 Family
Multi-famity
Commercial
Farmland

Consumer Loans

- Less Deferred fees

Less Allowance

2006 2005

' 2004 L 2003 2002
Amount % Amount  © %  Amount % Amount % Amount %
] 327,810  _ 1097% $22.478 9.62% $21,141 9.87% $21,765 11.56% 21317 o 11.79%
18715 7.38% 18,249 781% . 19,508 9.11% 17,013 ' 9.04% 18196 0 ¢ 8.93%
16,647 6.58% 11,049 473% 8,200 3.83% ~ 6,586 , 5.50% 15474 8.53%
25,254 5.96% 22,787 9.75% 22918 10.70% v 26,292 13.97% 30,430 16.78%
23,530 9.28% 25419 10.88% 22,7191 10.64% - 10,398 +5.52%. 7.236 - 3.99%
120,614 47.59% 116,180 . 49.70% 102,623 47.91% 93,594 49.72% 82,202 . 45.33%
17,508 6.91% 14,046 6.01% 13,449 6.28% T 9,068 - 4.82% 4,552 2.51%
3,382 1.33% 3,502 1.50% 3,562 1.66% 3523 1.87% 3,882 2.14%
253,460 100.00% 233,710 100.00% 214,180  100.00% 188,239  100.00% 181 349  100.00%
(433) (413) {439) @2y . - (470)
(2,875) (2,750) _(2790) (2,765) 1)
' $250,152 $230,547 ' $210,951 ! !18.5,053 ] $178,333
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Interest income on loans is accrued daily-on the principal balance outstanding. Generally, no interest is accrued on loans deemed to be
uncollectible, or when the principal or interest payment becomes 90 days past due, unless the loan is well-secured and in the process of collection.
At December 31, 2006 the Bank had two loans of approximately $187 thousand that was 90 days or more past due and still accruing interest.
Management anticipates these loans to be current in early 2007.

The following table shows the contractual maturity of the Bank’s gross loans at December 31, 2006. Loans having no stated schedule of repayments
and no stated maturity, demand loans, and overdrafts are reported as due in one year or less. Loan balances do not include undisbursed loan
proceeds, deferred loan fees and discounts, and allowance for losses on loans. The table does not reflect any estimate of prepayments, which
significantly shorten the average life of all loans and may cause the Bank's actual repayment experience to differ from that shown below.

+ After 1 year, After 5 years,
Within 1year ~  but before but before After 10 years Total
2years 10 years
{In Thousands)

Commercial $9,087 $14,574 $2,413 $1,736 $27.810
Agriculture 14,904 3420 391 .- 18,716
Real Estate . ‘ :

Construction . 8265 5,603 - 4779 16,647

1-4 Family 3,034 3,085 4102 15,033 25,254

Multi-family - 5.209 8,448 9,873 123,530

Commercial 5,739 5,108 -33,124 76,645 120,614

Farmland 5,050 2,126 1,674 8,658 17,508
Consumer Loans L.y A 138 : ‘- 3,382
TOTAL $44,352 $42,094 $50,290 $116,724 $253 460

The following table sets forth the dollar amount of all loans due one year or more after December 31, 2006, which have fixed interest rates and have
floating or adjustable interest rates. ) .

Floating or o
Eixed Rates: Adjustable Rates Total
(In Thousands)
Commercial $13,031 $5,692 $18,723
Agriculture . 2,327 1,484 : 3ean
Real Estate .
Construction 248 10,134 10,382
1-4 Family _ 11,218 11,002 22,220
Multi-family ' 8,850 X - 14,680 23,530
Commercial 25,970 88,805 114,875
Farmland 1,835 . 10,823 12,458
Consumer Loans 587 2522 ' 3,109
TOTAL $63,866 $145,242 $209,108

Credit Loss Allowance and Provision. The allowance for credit losses has been established to absorb losses inherent in the loan portfolio and is
based on continuing quarterly assessments of the estimated probable losses. The Company uses several key factors for assessing the
appropriateness of the allowance. The key factors used are:

»  The use of formulas for calculating the allowance

» Specific allowances for identified problem loans

¢  Subjective calculations

Subjective calculations take into consideration such faclors as:

Existing economic and business conditions effecting our market areas
Loan growth and concentrations

Credit quality trends 7

Recent loss experience :

Specific industry conditions in particular segments of the portfolio
Interest rate environment

Duration of the current business cycle
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+  Bank regulatory examination results
s Intemnal and external loan examinations

The evaluation of sach factor and the overall allowarice is based on a continuing assessment of problem loans, historical loss experience, and other
factors, including regulatory and economic. The Bank considers historical charge-off levels in addition to existing economic conditions and other
factors when establishing the allowance for toan losses.

It is Bank policy that once each quarter, Bank management makes recommendations to the Board regarding the adequacy of the Bank's allowance
for credit losses and any provision necessary to increase or decrease the allowance to the recommended level. Management's recommendations
are based on an internal loan review process to determine specific potential loss factors on classified loans, risk factor.of loan grades, historical loss
factors derived from actual net charge-off experience, trends in non-performing loans, and other potential risks in the loan portfolio such as mdustry
concentration, the local economy, and the volume of loans.

Management uses a loan grading system wherein loan officers assign a risk grade to each of their loans at inception and at intervals based on
receipt of financial information, renewal, or when there is an indication that a credit may have improved or weakened. The risk grades i in the loan
portfolio are used in deiennlnmg a factor that is used i in anaiyzrng the adequacy of the allowance for credit losses.

The formula allowance is calculated by applying loss factors to outstanding loans, in each case based on the intemal risk grade of ihose loans or
groups of loans. Changes in risk grades of both performing and nonperiormrng loans affect the amount of the calculated allowance. Loss factors are
based on the Bank's historical loss expérience and other pertinent data and may be adjusied for significant factors that; in management's judgment,
affect the collectability of the portfolio as of the evaluation date. - .

Spe’ciﬁc allowances are established where management has identified signiﬂcani conditions or circumstances related to a credit that management

believes indicate the prabability that a loss may be incurred in an amount different from the amount calculated by the formula method. At December
31, 2006, the Bank's allowance for credit losses was $2.9 million, or 1.14% of total foans, and 177% of total nan-performing assets, compared with

an allowance for credit losses at December 31, 2005 of $2.8 million, or 1.18% of total loans, and 125% of non-performing assets, It i is the opinion of
management that the allowance for credit losses at Decermber 31, 2006 of $2.9 million is adequate.

The Bank's aiinwance_incorporaies ihe results of measuring impaired loans as provided in the Statement of Financia! Accounting Standards ("SFAS™)
No. 114, “Accounting by Creditors for Impairment of a Loan”, and SFAS No. 118, “Accounting by Creditors for Impairment of a Loan-Income ’
Recognition and Disclosures”. These accounting standards prescribe the measurement, income recognition and guidelines conceming impaired
loans. . _

During the Bank's regular loan review procedures aloanis consrdered io be |mparred when |t is probable that it wriI be unable to collect afl amounts
due according to contractual terms of the loan agreement. A loan is usually not considered to be impaired during a period of minimal delay. Such
period is generally defined as less than 90 days past due. Impaired loans are measured based on the present value of expected future cash flows,
discounted at the loan’s effective interest rate, or as a practical expedient, at the loan's observable market price or the fair market value of collateral if
the collateral is dependent. Impaired loans are currently measured at the lower of cost or fair value. Impaired loans are charged to the allowance
when management believes, following collection efforts and collaterat position, that the borrower's financial condition is such that coflection of
principal is not probable, Management cantinues to pursue collection after a loan is charged off until all possibilities for collection have been
exhausted. Impaired loans totaled $1,436,000, $2,073,000, and $6,190,000 at December 31, 2006, 2005 and 2004, respectively. (See Note 4 to the
‘consolidated financial statements for more information on impaired loans. ) ;

The following table represents the composmon of the allowance for credit loss at December 31: ) : -
- 2006 - 2005 2004 ‘ 2003 2002

, % of Totl % of Totl %of Tol " %ofTotl % of Total
. Amount . Loans. Amount Loans  Amount - Amount ; Amoun! :
Commercial $315 1% %279 . 10% $275 10% , $320 12% $299 - 12% .-
Agriculture 212 % - 227 -~ 8% 254 - 9% 2