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About Mercantile Bancorp, Inc.

Mercantile Bancorp, Inc. is a Quincy, lllinois-based bank holding company with majority-owned subsidiaries
consisting of three banks in lllinois, two banks in Missouri and one bank in each of Kansas and Florida, where
the Company conducts full-service commercial and consumer banking business, engages in mortgage
banking, trust services and asset management, and provides other financial services and products. In
addition, the Company has minority investments in eight community banks in Missouri, Georgia, Florida,

North Carolina and Tennessee.

Financial Highlights
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This report may contain information and “forward-looking statements” that relate to matters that are not historical facts and which are usually preceded by the words “may,”
“will,” *should,” “could,” “would,” “plan,” “potential,” *estimate,” “project,” “believe,” “intend,” "anticipate,” “expect,” “target” and similar expressions. These forward-looking
statements are subject to significant risks, assumptions and uncertainties. Because of these and other uncertainties, our actual results may be materially different from
those described in these forward-looking statements. The forward-tooking statements in this release speak only as of the date of the release, and we do not assume any
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obligation to update the forward-looking statements or to update the reasons why actual results could differ from those contained in the forward-looking statements.




Letter to Shareholders

Dear Shareholder:

When we look at our 2006 achievements, it is fair to
say it was a productive and rewarding year. Most
importantly, we delivered on our promise 10 pursue
our three-pronged growth strategy: internal growth
from core bank holdings, earnings and asset growth
through acquisition, and income growth through
strategic investments in startup banks throughout
the country.

We grew organically by increasing our loan pottfolio
and deposit base while implementing cost controls
to maximize profit margins. Second, we grew by
acquiring Royal Palm Bancorp of Naples, Florida, a
fine institution located in a fast-growing market. In
early 2007 we followed with the announcement of an
agreement to acquire HNB Financial Services, Inc.
HNB is the parent company of HNB Bank, which has
five full-service locations in eastern Missouri. We'll
discuss both of these acquisitions later, in greater
detail.

Third, we continued to make investments in startup
banks and demonstrated the excellent potential for
returns on such investments when two banks in
which we had invested were acquired. We will also
discuss that in grealer detail.

Positioning & Transitioning to
A Larger Company

In our first full year as a publicly traded company on
the American Stock Exchange, we showed the
investment community that we could generate
attractive returns. We discussed how our growth

Dan 8. Dugan
Chairman

Ted T. Awerkamp
President & CEO

strategy differentiates Mercantile Bancorp from
many of its peers in the very crowded community-
banking sector. The feedback we received from
investors was positive.

To position ourselves for future growth, we took a
number of operational and managerial actions. In
this regard, 2006 was a year of significant transition
for your company.

To broaden management at the holding company
level, new hands will assume responsibility for the
day-to-day management of the company's affairs.

Dan S. Dugan, who began 2006 as chairman,
president and CEQ of the company, continues his
role as chairman. As announced in 2006, he turned
over operational management of the company in
March 2007 to Ted T. Awerkamp, who was named
president and CEO. Ted has been with Mercantile
for more than 20 years. To allow Ted to devote his
full energies to managing the holding company, we
named H. Blaine Strock Il to Ted's former position
as president of our largest subsidiary, Mercantile
Trust & Savings Bank in Quincy. Blaine is a
seasoned bank executive with a particularly strong
background in commercial lending.

We gave additional management responsibilities
and appropriate promotions to CFO Michael P.
McGrath and Daniel J. Cook, who oversees the
company’s investments and all our banks’
investment portfolios. Both were promoted to
executive vice presidents of the holding company.
We expect Mike and Dan to play key roles in our
continued growth.,




To accommodate our ongoing expansion, we began
building a new corporate headquarters in September
20086. The new headquarters, scheduled for
completion in fall 2007, will give us more space to
accommodate anticipated expansion of heolding
company staff. The new facility will also feature a
larger, more customer-friendly banking facility for
customers of Mercantile Trust & Savings Bank and
the company’s other affiliated banks in the region. It
will have a spacious lobby, more drive-through
banking lanes and a large customer parking lot. The
building will also provide space for the bank’s
brokerage services immediately adjacent to the main
lobby. The new facility will enable us to incorporate
the latest technological capabilities for our lead bank
and holding company operations.

We took actions to create an operational structure

. that can accommodate continued expansion. A
prime example was the consolidation of five of our
linois-chartered banks into two entities. On July 15,
2006, Golden State Bank was merged into Brown
County State Bank, headquartered in Mount
Sterling, lllinois. On November 4, 2006, State Bank
of Augusta and Security State Bank of Hamilton
were merged into Marine Bank & Trust,
headquartered in Carthage, lllinois. The moves
were made to maintain a high level of customer
service while reducing administrative, regulatory and
compliance costs.

We strengthened our capital structure with several
financing activities. Most notably, we issued $30
million in trust preferred securities, took on $15
million in term debt, and renewed and extended a
$15 million line of credit. Funds generated from
these financing activities helped finance the Royal
Palm acquisition.

To enhance the quality of our corporate governance,
our board of directors approved early termination of
the company’s shareholder rights pfan and
redemption of the rights related to the plan. In
making these moves, the board noted that steady
appreciation in Mercantile's share price and the

almost 40 percent premium to book value at which
its shares trade substantially reduced its vulnerability
to takeover attempts.

To make additional shares of common stock
available, and to give investors a more attractive
price point, the board authorized a three-for-cne
stock split. This split was approved by shareholders
and was completed in June. As we look back at all
these changes, it was an incredibly eventful year.

Sound Financial Performance Marks 2006

Financially, it was a year of growth and a few
growing pains. We made scme key decisions to
better position curselves for the future. Although
these decisions reduced net income in 2006, we
primarily view them as investments in the future.
Despite their immediate impact, we still increased
assets and deposits, generated higher year-
over-year earnings and showed year-over-year
improvement in both net interest income and non-
interest income.

We made a significant revision to our dividend policy
and increased the dividend rate in 2006. The board
determined that, as a company, we had reached a
point in our development where we could make the
distribution of earnings via dividends sooner and on
a more predictable basis. Accordingly, we
discontinued our practice of paying a special year-
end dividend and folded that payment into four
regular quarterly dividends. Simultaneously, the
board increased the dividend rate by 6.7 percent.

Although not a 2008 event, the board acted to again
increase the dividend rate in February 2007 to nine
cents per quarter or 36 cents on an annual basis.
This represents an increase of 12.5 percent over the
previous rate.

QOur results for the year inctuded earnings of $10.3
million, or $1.76 per share — an increase of 8.6
percent over the previous year. Operating income,
excluding the impact of gains on sale of
investments, increased by more than 25 percent.
This is another indication of the fundamental
soundness of our core business.

Net interest income grew 6.5 percent to $37.7
million. The increase was due primarily to
expansion of our loan portfolio. This growth is a
particularly notable achievement since long-term
interest rates, which are the basis upon which loans
are priced, remained abnormally low relative to
short-term rates, which determine our cost of funds.
This placed pressure on our interest margin.




Additionally, we were able to increase lending
despite a weak housing market for most of the year.

Non-interest income also increased, rising 63.0
percent to $13.9 million. This large increase was
driven by gains we realized on the sale of two
investments. Investing in startup banking
organizations has been an integral part of our
multifaceted strategy to generate growth. The gains
we realized during the year are a clear validation of
that element of our overall strategy, contributing $4.3
million,

At the same time, our non-interest expense
remained under control. Although noninterest
expense grew by 13.7 percent, a significant portion
of the increase is due to costs related to acquisition
activity. In addition, accounting costs related to
compliance with the Sarbanes-Oxley Act also
contributed to the increase. Those costs,
unfortunately, contribute little, if anything, to either
our performance for the year or our growth
prospects. They are, however, a fact of life with
which we must contend as a public company. There
is ongeing nationwide discussion of easing some of
the Sarbanes-Oxley regulatory burden for all but the
largest corporations, giving us some hope that we
might bring down these compliance-related
expenses.

Our 2008 financial perfermance was impacted by
the write-off of our portion of a purchased
commercial development loan in the fourth quarter.
That event increased our provision for loan losses
for the year by $1.3 million. Also, your company
settled a lawsuit brought by an independent
brokerage firm. The suit related to our hiring several
registered representatives formerly employed by that
firm. We decided that the time and money required
to defend ourselves outweighed the cost of settling
prior to trial, so we settled. The settlement resulted
in a $280,000 reduction of net income in the first
quarter of 2006.

We accepted these events as growing pains. The
upside of these events is that by writing off the
commercial development loan, we entered 2007 with
a cleaner balance sheet and a lower loan loss
reserve requirement; and the investment advisors
who joined our company have been making exciting
contributions to building a successful brokerage .
business. Their success to-date has encouraged us
to expand several areas of our trust and investment
services business.

We think it is important to review our progress in
2006 in each of the three main elements of our
strategy — growth in core or owned banks, growth
through acquisitions, and earnings growth from
opportunistic investment in startup banks.

Organic Growth in a Challenging Market

The competitive
environment in the banking
industry continued unabated
in 2006. Competition is
simply a way of life in this
business. We do not expect
any of our markets to
become less competitive in
the future. However, we
believe Mercantile has several competitive
advantages that help us increase our assets, build
loans and deposits, and generate gains in non-
interest income.

First, we remain committed to providing every
customer with a high level of service. The trend
toward bank consolidation and the so-called mega-
banks has provided an opportunity for community
banks. Faced with impersonal service, inflexible
lending practices and focus only on large customers
typical of large banks today, individuals and small-to
mid-sized businesses are increasingly seeking out
the personal service and targeted lending
capabilities of community banks. However, there is
no denying that these large financial institutions can
offer advanced electronic banking capabilities and
low prices.

We believe community banks can thrive by matching
the technological capabilities of the mega-banks and
having enough size and scale to offer competitive
pricing on services and investments. Our goal is to
present a personalized, service-criented profile to
customers with all the advantages of a community
bank. At the same time, our growing holding
company gives us larger bank capabilities, such as
higher lending limits, scale-based operating
efficiencies and greater electronic and Internet
banking capabilities.

A second area where community banks can
successfully compete is in trust and investment
advisory services where personal service is critical.
While large banks focus on the largest accounts,
there are many individuals and organizations with
smaller, yet significant, assets for which they need
management services. We have the infrastructure
to serve that market and are actively pursuing that
segment of the trust business. In several of our
banks, we expanded trust services, brokerage
operations and land management services during
2006. These categories are promising sources of
long-term income. We finished 2006 with more than
$526 million under management in trust services,
compared with $458 million in 2005.

We believe our loan portfolio is well diversified, with
a low risk profile. Regulators have been looking




closely at banks' commercial real estate holdings
because of concerns about defaults in light of the
softer national real estate market. Entering 2007,
we believe that our commercial real estate portfolio
is very sound, and represents an appropriate '
percentage of our total loan portfolio. .

We continue to be challenged to maintain interest
margins. We have a number of initiatives to reduce
costs, improve profitability and maximize margins.
We have set goals for an overall return on assets of
one percent or greater, and a return on equity of 12
percent or greater. As we seek income and asset
expansion from our core banks, we lock to
complement that by acquiring banks in growing
markets.

Acquisitions Build Banking Network

We were active in the
acquisition arena in 2006.

In November, we completed
the acquisition of Royal
Palm Bancorp of Naples,
Florida. That transaction is
important for several
reasons. The Naples,
Florida area is cne of the
fastest growing metropolitan areas in the nation with
projected growth of more than 25 percent per year at
least through 2010. Moreover, it is an affluent area
with a high average household income. We
anticipate that residents and the businesses that
serve them will require more banking services.

Royal Palm was an opporiunistic acquisition.
Through our strategic investments, we were already
familiar with Royal Palm’s market. We were able to
acquire the bank at a fair valuation. Of foremost
importance, as it always is when we consider an
acquisition, was the excellence of management, the
positive corporate culture, and the high quality of the
bank's employees. The entire management team
stayed with the bank, as did the employees.
Consistent with our philosophy, Royal Palm
continues to operate under its own name, with
minimal Mercantile Bancorp branding identification.

Qur goal with acquisitions is to seek out companies
whose operating profiles and served markets are a
comfortable fit with our existing operations. We do
not go looking to buy and fix troubled businesses.
We are not looking to gain economies of scale by
firing people. That is a risky and time-consuming
approach we want to avoid.

We also do not target a particular geographic region
for expansion and then try to find a bank in that
area. Rather, we keep an eye out for banks that fit

our acquisition criteria and then determine if their
locations make geographic and operational sense.

We look for banks and holding companies where a
great deal of the value lies in the current
management, the employees, the market
opportunity and a well-run existing business. Royal
Palm offered that kind of fit. With that acquisition
behind us, both companies are pleased with the
strategic fit so far.

In addition to making an acquisition for the people
and corporate culture, we look for opportunities to
consolidate back-office functions for efficiency,
expand product offerings, and offer advertising,
marketing and technical capabilities usually found at
a much larger company. Because of the assets and
finances at the holding company level, we enable
our acquired banks to make significantly larger loans
than before being acquired. This opens the door to
new business and lending opportunities.

These are only some of the reasons Mercantile is
building a reputation as an attractive acquirer. We
are approached by many banks about buying them,
but it has to be an excellent fit, meet our criteria and
make economic sense. We will be successful in the
acquisition arena by being a disciplined buyer.

We are pleased to have a foothold in this vibrant
Southwest Florida market, but our basic plan with
acquisitions is to stay a little closer to home, yet at
the same time expand our geographic reach. That is
why we were very excited in early 2007 to announce
the planned acquisition of HNB Financial Services,
Inc. HNB is the parent company of HNB Bank, which
has five full-service locations in eastern Missouri.
Although technically not a 2006 event, discussions
with HNB started in 2006. And the acquisition of
HNB is noteworthy. It makes perfect strategic sense
because it solidifies our position as a leading bank in
our core community banking markets.

When the acquisition is completed, pending
regulatory approval, we would have a continuous
presence from Palmyra, Missouri (just north of
Hannibal), south into St. Charles County - the
northern suburbs of metro St. Louis. This area
includes some of the fastest growing communities in
Missouri. From our headquarters in Quincy, we have
now established a large triangle of coverage that
includes urban, suburban and rural areas.

We continue to expand the Mercantile presence in a
part of the country we know very well. We feel the
close physical proximity of these banks wili facilitate
communication and help us maximize efficiencies
related to being part of a holding company. On the
other hand, our strategic investment in startup
banks enables us to invest in any bank, anywhere




we believe there is significant opportunity for rapid
growth and the subsequent appreciation of our
investment in that financial institution.

Startup Investments Demonstrate Benefits

In 2008, our strategy to
invest in startup banks
located in rapidly expanding
markets contributed to our
bottom line as two

of our investments were
realized. We achieved
nearly a 16 percent
annualized gain on our
investment when Northstar Bancshares, Inc. was
acquired by Enterprise Financial Services Corp.
When GBC Bancorp was acquired by First Charter
Corporation, we registered a 28 percent annualized
gain on that investment.

During 2006, we made strategic investments in a
startup financial institution and in a young, fast-
growing bank. We acquired a 2.5 percent interest in
Premier Community Bank of The Emerald Coast, a
newly organized banking institution based in
Crestview, Florida, Crestview, located in Florida's
Panhandle, is a growing, vibrant community and
serves as a regional hub for numerous Fiorida

and Alabama communities. We also acquired an
approximate four percent equity interest in Paragon
National Bank, a community bank serving the
greater Memphis, Tennessee area. Paragon started
operations in January 2005. Memphis is growing
fast, adding 23 major companies and creating nearly
10,000 new jobs in 2005,

Our goal is to achieve additional returns from our
investments in these fast-growing financial
institutions. Our investment position also gives us
the oppoertunity to take a larger position at some
point, or even consider acquisition if it is a good fit.
We remain conservative in dedicating assets to
these investments, and do not anticipate that these
holdings, in total, will comprise more than five
percent of our assets.

Conclusion

This is an exciting time to be a company of
community banks, yet it is also a challenging time.
Competition for loans and deposits has increased
from both traditional banking sources and as a result
of Internet-based banking. Consumers can search
nationally for advantageous rates. Banks that were
previously confined to local markets now are able to
attract customers from across the country and
overseas. This new competitive landscape means
we will continue to experience pressure on margins
even as the interest rate curve normalizes.

However, we are also encouraged because every
trend and every study we see points to a strong and
steady consumer desire to conduct important
financial transactions in a highly personalized,
service-based environment. By offering both service
and technology, we can give our customers the best
of both worlds.

Finding good people to manage and staff our banks
is our number one challenge. We believe that by
offering competitive compensation, great support,
and an entrepreneurial, positive work environment
where our employees can rnake a real difference,
we will be one of the more attractive employers in
our served markets.

We believe strongly that our strategic initiatives will
allow us to cope with the intensified competition,
continue to grow and generate still further value for
our shareholders. We are proud of what we have
accomplished, and we lock forward to continued
gains.

We recognize our success is the cumulative result of
the support of our customers, the hard work and
dedication of our employees, the insights of our
directors and the continuing confidence of you, our
shareholders. We would like to take this opportunity
te thank you and to pledge that we will do everything
in our power to continue to merit your support.

Sincerely,

Gl T F ity

Dan S. Dugan
Chairman

Ted T. Awerkamp
President & CEOQ




Board of Directors, Executive Officers & Affiliate Bank Presidents

Directors & Executive Officers
Dan S. Dugan

Chairman

Mercantile Bancorp, Inc.

Ted T. Awerkamp
President & CEO
Mercantite Bancorp, Inc.

Directors

William G. Keller, Jr.

Partner, Schmiedeskamp, Robertson,
Neu & Mitchell, Lawyers

Frank H. Musholt
Vice President & General Manager
Hollister-Whitney Elevator Company

Walter D. Stevenson I, M.D.
Retired, Eye-Care/Eye Surgery
Quincy Medical Group

Michael J. Foster
Retired, President
ADM Alliance Nutrition, Inc.

Dennis M. Prock
Founder & Chairman
For Your Convenience

Executive Officers

Daniel J. Cook

Executive Vice President & CIO
Mercantile Bancorp, Inc.

Michael P. McGrath

Executive Vice President, Treasurer,
Secretary, & CFO

Mercantile Bancorp, Inc.

Affiliate Bank Presidents

H. Blaine Strock lil
Mercantile Trust & Savings Bank
Quincy, lllinois

Stephen T. Quinn
Brown County State Bank
Mount Sterling and Golden, lllinois

Mark G. Fitzpatrick

Jerald L. Bartell
Marine Bank & Trust
Carthage, Hamilton and Augusta, lllinois

David W. DeShon
Farmers State Bank of Northern Missouri
Savannah and St. Joseph, Missouri

Mid-America Bancorp, Inc. & Heartland Bank:
Leawood and Prairie Village, KS and Kansas City, MO

Glen A. Balley
Perry State Bank: Perry, Monroe City,
Bowling Green and Hannibal, Missouri

Arnold J. Haake
Royal Palm Bank of Florida: Naples,
Ft. Myers and Marco Island, Florida




SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-K
(Mark One)

X Annual report pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934
For the fiscal year ended December 31, 2006
OR

O Transition report pursuant to Section 13 or 15(d) of the Securities and Exchange Act of 1934
Commission File No.: 001-32434

MERCANTILE BANCORP, INC.

(Exact Name of Registrant as Specified in Its Charter)

Delaware 37-1149138
(State or Other Jurisdiction of (LR.S. Employer
Incorporation or Organization) Identification Number)
440 Maine Street, Quincy, Illinois 62301
(Address of Principal Executive Offices) (Zip Code)

(217) 223-7300
(Registrant’s Telephone Number, Including Area Code)

Securities registered under Section 12(b) of the Exchange Act:

Title of Each Class Name of Each Exchange on Which Registered

Securities registered under Section 12(g) of the Exchange Act:

Not Applicable

|

|

| Commen Stock (par value $.42 per share) American Stock Exchange
(Title of Class)

Indicate by check mark if the Company is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act. Yes 0 No [E

‘Indicate by check mark if the Company is not required to file reports pursuant to Section 13 or Section 15(d) of the Act. Yes 0 No B

Indicate by check mark whether the Registrant: (1) has filed all reports required to be filed by Section 13 or 15(d) of the Exchange Act
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 E No 0O

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein, and will not be
contained, to the best of Registrant’s knowledge, in definitive proxy or information statements incorporated by reference in Part IIT of this
Form 10-K or any amendment to this Form 10-K. [

Indicate by check mark whether the Company is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See definition of
“accelerated filer and large accelerated filer” in Rule 12b-2 of the Exchange Act.
(Check one). Large accelerated filer [0  Accelerated filer [ Non-accelerated filer O

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act). Yes O No [

As of June 30, 2006 the aggregate market value of the outstanding shares of the Company's common stock (based on the average stock
price on June 30, 2006), other than shares held by persons who may be deemed affiliates of the Company, was approximately $109.8
million. Determination of stock ownership by non-affiliates was made solely for the purpose of responding to this requirement and the
Company is not bound by this determination for any other purpose.

As of March 13, 2007 the number of outstanding shares of the Company’s common stock, par value $0.4167 per share, was 5,831,745,




Table of Contents

PART L
IEM 1. BUSIMESS .ot ecriraerieiiieoitsrieeiriaeie s iree e sres s s bt e et en s sr s e bt s e e eRn e sbs s b e s as s bbebassaesssnsabanssnssrnan I
Ttem TA. RiSK FACIOTS ..viiiiiirececce et sttt b s st s s ba s e ba e st sena s sban e sbn e e sn s e eanas 25
Item 1B. Unresolved Staff COMMENTS........ccovviineiiiiniiicit sttt s abssas i 27
IEEM 2. PTOPETHIES ettt sttt e s s sae s b s s s s b e n et e a e b 27
Item 3. Legal Proceedings ......cocveceiiiieccinie ettt sne bbbt e 27
[tem 4. Submission of Matters to a Vote of Security Holders..........c.coovveciinnnircineciicncnnnenns 27
[tem 4A. Executive Officers of ReGISITant .......ccoovevviineriiarieciiocnniscransessssessneene e 27
PART IIL
Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and

Issuer Purchases of EQUILY SECUIEIES. .......covvrvirieeenerceerterteteeceeneenenneeeresreseeseeneenneneenes 29
Item 6.  Selected Financial Data.........c.ccoeerriveenoninininiiiiiii e e sn s en s, 32
Item 7. Management’s Discussion and Analysis of Financial Condition

and Results of OPErations..........ccvoveeruereiniieiiiimm e ssssss s rsssass e s 33
Item 7A. Quantitative and Qualitative Disclosures About Market RisK ..o, 74
Item 8. Financial Statements and Supplementary Data ..........c.cceeennnn. et ne st 75
Item 9. Changes in and Disagreements with Accountants on Accounting

and Financial DISCIOSUTE ........ccociiviiiiiiiiiitie it s b sas st e sns e 75
Item 9A. Controls and ProCeAUIES.........iveieireerieeciercir e nir e cs s eree e s e s st s st s e s s s e s snnenas 76
Item 9B. Other INfOrmMation .........cooveieoiriice s e a e eres 78
PART III.
Item 10. Directors and Executive Officers of the Company and Corporate Governance .................. 79
Item 11. Executive COMPENSALION ......cccoveiiiriiciinieirecreircecneeernce e eseesse st svssss s bss s sas s nesnesseens 79
Item 12. Security Ownership of Certain Beneficial Owners and Management and Related

Stockholder Matters.. ... ..ottt st s 79
Item 13. Certain Relationships and Related Transactions, and Director Independence..................... 79
Item 14. Principal Accounting Fees and Services .........ccccovviirrni i 79
PART V.
Item 15. Exhibits, Financial Statement Schedules.........cooovrivirireiiiiie e 80
SIEMALUTES ... vevveeeeereeeeeseriecsters et et ern e ree s e rae st e re e e e sb e sa b sa s st s s e e st s s be b e s r e R e oA e s R e e s er s ea s bR e e b O e s b rhn s s et baasaen g1
INAEX 10 EXRIDIS ...ttt e e s s e i st bs s b s a g e e n e e ear s 82




DOCUMENTS INCORPORATED BY REFERENCE

Portions of the Mercantile Bancorp, Inc. definitive Proxy Statement for its 2007 Annual Meeting of
Stockholders to be held on May 21, 2007, are incorporated by reference to this Annual Report on Form 10-K in
response 1o items under Part 111

PARTI1

Item 1. Business

Mercantile Bancorp, Inc.

General. Mercantile Bancorp, Inc. (the “Company™), a multi-state bank holding company, is headquartered in
Quincy, lllinois. The Company was incorporated on April 15, 1983 for the purpose of enabling Mercantile Trust &
Savings Bank (“MTSB™), an 1llinois banking corporation, to operate within a bank holding company structure.
Several of the Company’s subsidiary banks serve rural communities, and a significant portion of the Company’s
business is related directly or indirectly to the agricultural industry. However, the Company has diversified in recent
years by expanding into higher-growth metropolitan areas. As of December 31, 2006, there were total assets of
approximately $1.4 billion and total deposits of approximately $1.2 billion, and as of December 31, 2005, the
Company had total assets of approximately $1.1 billion and total deposits of approximately $946.1 million. Its
subsidiaries operate three banks in Iilinois, two banks in Missouri, one bank in Kansas and one bank in Florida. As
described in more detail below, MTSB has represented on average approximately 48% of the Company’s revenue,
50% of its pre~conselidated net income and 46% of its pre-consolidated assets annually, and most of the Company’s
loans are related to real estate with, on average, approximately 59% being farmland, construction, commercial and
mortgage loans, primarily mortgage loans. The Company’s website is located at www.mercbanx.com.

The Company, through its subsidiaries, conducts a full-service consumer and commercial banking business,
which includes mainly deposit gathering, safekeeping and distribution; lending for commercial, financial and
agricultural purposes, real estate purposes (including farmland, construction and mortgages), and consumer
purposes; and asset management including trust, estate and agency management, retail brokerage services, and
agricultural business management. Notwithstanding the broad range of services and products, approximately 73%
of the Company’s revenues is derived on average annually from its subsidiaries’ lending activities. The other
principal revenue sources are investment securities with approximately 10% of revenue on average, service charges
and fees on customer accounts with approximately 6% of revenue on average, and all asset management services
combined with approximately 4% of revenue on average.

The Company’s principal, direct activities consist of owning and supervising the banks, through which the
Company derives most of its revenues. The Company directs the policies and coordinates the financial resources of
the banks. The Company provides and performs various technical and advisory services for the banks, coordinates
the banks’ general policies and activities, and participates in the banks’ major decisions.

Banks. As of December 31, 2006, the Company was the sole shareholder of the following banking subsidiaries:

s«  MTSB, located in Quincy, lllinois;

¢ Marine Bank & Trust {“Marine Bank™), located in Carthage, Illinois;

e  Perry State Bank (“Perry™), located in Perry, Missouri;

¢  Brown County State Bank (“Brown County™), located in Mt. Sterling, Illinois;

o  Farmers State Bank of Northern Missouri (*Farmers”), located in Savannah, Missouri; and

s Royal Palm Bancorp, Inc. (*Royal Palm”) (the sole shareholder of Royal Palm Bank of Florida
(“Royal Palm Bank™), located in Naples, Florida.




In December 2005, the Company announced plans to consolidate its six lllinois bank affiliates from six
separately chartered banks to three. The plan called for combining Security State Bank of Hamilton (“Hamilton™)
and State Bank of Augusta (“Augusta”) with and into Marine Bank, and Golden State Bank (“Golden”) with and
into Brown County. The conselidation of Golden with and into Brown County was completed in July 2006 and the
consolidation of Hamilton and Augusta with and into Marine Bank was completed in November 2006. The mergers
of the banks were accounted for using a treatment similar to the pooling of interest method of accounting. The
Company expects these mergers to improve efficiencies in its operations through reductions in administrative,
regulatory and compliance costs, which in turn will allow the Company to devote greater resources to providing
quality products and customer service.

On November 1€, 2006, the Company completed the acquisition of 100% of the outstanding common stock of
Royal Palm in a cash transaction valued at $42.8 million. Royal Palm has three locations in southwest Florida
including Naples, Marco Island and Fort Myers. At the date of acquisition, Royal Palm had total assets of $187.7
million, loans of $123.0 million and deposits of $138.9 million. As of December 31, 2006, Royal Palm had total
assets of $191.3 million, loans of $119.0 million and deposits of $142.2 million.

As of December 31, 2006, the Company was the majerity, but not sole, sharecholder of Mid-America Bancorp,
Inc. (“Mid-America™) (the sole shareholder of Heartland Bank (*Heartland”} located in Leawood, Kansas), in which
the Company owns 52.7% (81,600 shares) of the outstanding voting stock. During 2006, Mid-America issued a total
of 8,002 shares of its common stock to minority shareholders, resulting in the Company’s percentage ownership of
Mid-America decreasing to 52.7% as of December 31, 2006 from 55.6% as of December 31, 2005.

In addition, as of December 31, 2006, the Company had less than majority ownership interests in several other
banking organizations located in the Midwest and Southeast. Specifically, the Company owned the following
percentages of the outstanding voting stock of these banking entities:

¢  36.8% of New Frontier Bancshares, Inc. (“New Frontier”), the sole shareholder of New Frontier Bank,
located in St. Charles, Missouri;

e 5.0% of Integrity Bank (“Integrity”), located in Jupiter, Florida;

e  {(.7% of Premier Bancshares, Inc. (“Premier”), the sole shareholder of Premier Bank, located in
Jefferson City, Missouri;

s 5.0% of Premier Community Bank of the Emerald Coast (“Premier Community”), located in
Crestview, Florida;

e  4.0% of Paragon National Bank (““Paragon™), located in Memphis, Tennessee;

e (.1% of Integrity Bancshares, Inc. (“Integrity Bancshares”), the sole shareholder of Integrity Bank,
located in Alpharetta, Georgia;

s 1.4% of Enterprise Financial Services Corp. (“Enterprise”), the sole shareholder of Enterprise Bank &
Trust, based in Clayton, Missouri; and

s 0.5% of First Charter Corporation (*First Charter), based in Charlotte, North Carolina.




In January 2006, the Company’s Board of Directors approved a three-for-one stock split and in connection with
the split, an amendment to the Company's Certificate of Incorporation to reduce the $1.25 par value per share of
common stock of the Company by one-third to $0.4167 par value per share. The Board of Directors further directed
that the amendment be submitted for consideration by the stockholders at the Company's annual meeting on May 22,
2006. The amendment was subsequently approved by the stockholders, and the Company executed and submitted to
the Delaware Secretary of State a Certificate of Amendment of the Certificate of Incorporation providing for the
amendment to be effective simultaneously with the stock split. On the effective date, each of the presently
authorized shares, $1.25 par value per share (including all issued and outstanding, unissued and treasury shares},
were changed into shares with a par value of $0.4167 per share for each share held at that time. The additional
shares of stock were issued on June 20, 2006 to stockholders of record at the close of business on June 5, 2006.
Share and per share data in the consolidated financial statements and notes have been retroactively restated for the
stock split.

In January 2006, Heartland opened a mortgage banking operation in a leased facility in Prairie Village, Kansas,
a suburb of Kansas City, Kansas, and in December 2006 a full-service branch bank in a leased facility in Kansas
City, Missouri.

On June 21, 2006, the Company purchased 99,500 shares of common stock, at a cost of $995 thousand, of
Premier Community Bank of The Emerald Coast (“Premier Community™), a newly organized banking institution
based in Crestview, Florida. Premier Community is a Florida-chartered bank that began operations during the third
quarter of 2006 and had assets of $32.0 million as of December 31, 2006. This purchase represents a 5.0% equity
interest in Premier Community, and is recorded as a cost method investment of the Company.

During July 2006, Heartland entered into an employment contract with a licensed securities broker to provide,
on behalf of the bank, personal financial advisory services, including the sale of non-deposit investment products
through a national securities clearing house. Compensation for the broker is based on a percentage of the
commissions generated on the sale of the investment securities. In addition, Heartland has also entered into an
advanced compensation agreement with the broker, whereby the bank prepaid commissions in a lump sum payment
of $400 thousand in July 2006, The bank has recorded the payment made under this agreement in “other assets”,
which is amortized to other noninterest expense as earmed. The broker is responsible for repayment of a
proportionate share of the advance if the broker is no longer employed by the bank during the term of the agreement.

On July 5, 2006, NorthStar Bancshares, Inc. (“NorthStar”) sold its outstanding capital stock (including the
Company's 19.6% equity interest) to Enterprise Financial Services Corp. (“Enterprise”) of Clayton, Missouri in a
cash and stock transaction. The agreement entitled the Company to receive, for each of its 228,392 shares of
NorthStar, $5.893 in cash and .918 share of Enterprise common stock, less .231 share of Enterprise placed in escrow
as a reserve against potential losses incurred by Enterprise resulting from certain NorthStar loans as well as breach
of contract by NorthStar (the “contingency™). The balance of the Company’s equity method investment and related
unamortized core deposit intangible totaled approximately $3.9 million as of the date of the sale. The Company
received approximately $1.3 million in cash and 156,964 shares of Enterprise, valued at approximately $4.0 million.
In addition, 52,759 shares of Enterprise, valued at approximately $1.4 million, were placed in escrow and allocated
to the Company. The Company will not recognize the gain on the shares in escrow until the contingency is
resolved. The amount of the cash and value of Enterprise stock received in the transaction, excluding the stock
placed in escrow, in excess of the unamortized cost totaled approximately $1.5 million and was recorded as a gain,
The Enterprise stock received represents approximately 1.4% of the outstanding common stock of Enterprise and
was recorded as an available-for-sale investment of the Company. Enterprise stock is publicly traded on the
NASDAQ exchange under the symbol “EFSC”.

On July 31, 2006, the Company purchased 135,000 shares of common stock, at a cost of approximately
$1.7 million, of Paragon National Bank (“Paragon™), a community bank serving the greater Mempbhis, Tennessee
area. Paragon began operations in January 2005, and had assets of $233.8 million as of December 31, 2006. This
purchase represents approximately a 4.0% equity interest in Paragon, and is recorded as an available-for-sale
investment of the Company. Paragon stock is publicly traded on the Over-the-Counter Bulletin Board under the
symbol “PGNN".




On August 24, 2006, MTSB entered into a Construction Agreement to build a $12.4 million banking facitity in
Quincy, Illinois. Construction began in October 2006 and is expected to be completed within one year. Of the total
commitment of $12.4 million, approximately $2.4 million had been expended as of December 31, 2006.

On September 1, 2006, the Company purchased 22,594 shares of common stock, at a cost of approximately
$271 thousand, of Integrity Bancshares, the parent company of Integrity Bank, based in Alpharetta, Georgia, with
several branches in the greater Atlanta area. Integrity Bancshares began operations in 1999 and had assets of
$1.1billion as of December 31, 2006. This purchase represents approximately a .15% equity interest in Integrity
Bancshares, and is recorded as an available-for-sale investment of the Company. Integrity Bancshares stock is
publicly traded on the NASDAQ exchange under the symbol “ITYC”.

On September 21, 2006, the Company reported that Ted T. Awerkamp has been named to succeed Dan S.
Dugan as President and Chief Executive Officer on March 1, 2007. Mr. Dugan will retire as President and Chief
Executive Officer, but will remain with the Company as Chairman of the Board. Mr. Awerkamp previously held the
position of Vice President and Secretary of the Company, as well as President of MTSB. He began his career with
MTSB in 1984, served as President of Hamilton from 1988 to 1992, and has been a director of the Company since
1994, As anticipated, Mr. Dugan retired on February 28, 2007, and on March 1, 2007, Mr. Awerkamp became
President and Chief Executive Officer of the Company.

On November |, 2006, GBC Bancorp, Inc. (“GBC”), in which the Company owned a 5.0% equity interest,
merged with First Charter Corporation (“First Charter”) of Charlotte, North Carolina in a cash and stock transaction.
The agreement entitled the Company to receive, for each of its 82,460 shares of GBC, $47.74 in cash or 1.989 shares
of First Charter common stock. The Company elected the stock option and received 164,012 shares of First Charter,
valued at approximately $4.0 million. The balance of the Company’s cost method investment totaled approximately
$1.2 million as of the date of the sale, resulting in a gain of approximately $2.8 million. The First Charter stock
received represents approximately 0.5% of the outstanding common stock of First Charter and was recorded as an
available-for-sale investment of the Company. First Charter stock is publicly traded on the NASDAQ exchange
under the symbol “FCTR”.

MTSB is the largest subsidiary owned by the Company representing 49.9% of the Company’s pre-consolidated
net income for 2006 and 47.7% for 2005, and 41.1% of its assets as of December 31, 2006 and 49.3% as of
December 31, 2005. Perry and Mid-America are the next largest subsidiaries, representing respectively 14.3% and
14.8% of the Company’s pre-consolidated net income for 2006 and 12.2% and 11.9% for 2005, and 10.6% and
12.2% of its assets as of December 31, 2006 and 12.7% and 10.9% as of December 31, 2005.

Employees. As of December 31, 2006, the Company and its subsidiaries had 358 full-time employees and 28
part-time employees, which together equate to 372 full-time-equivalent employees. None of the employees are
represented by a collective bargaining group.

Business Strategies — Growth and Operations. The Company has developed and is pursuing both growth and
operating strategies to target its markets with its products and services, all as described in greater detail below.

Growth Strategy. The Company has grown through a combination of internal growth, acquisitions and
minority interest investments in other banking companies. In the rural markets of west-central Illinois and
northeast Missouri in which the Company has maintained a presence historically, the Company’s strategy
focuses on continuing to be, and to strengthen its position as, a significant competitor. Since 1988, the
Company has acquired and successfully integrated eight bank holding companies and/or banks in these rural
areas, three of which were merged into other subsidiaries of the Company in 2006. The Company continues to
look for opportunities to open branches or acquire community banks in these markets.

In addition to its traditional, rural markets, the Company is diversifying its business by expanding into
urban and suburban areas that are less dependent upon the agricultural economy. In 2004 the Company
acquired a controlling interest in Mid-America Bancorp, Inc. in Leawood, Kansas (a suburb of Kansas City),
and in 2006 the Company purchased 100% of the outstanding common stock of Royal Palm Bancshares, Inc. in
Naples, Florida.




The Company has further pursued diversification over the past several years by acquiring minority equity
interests in de novo (startup) or relatively new banks located in or near larger metropolitan areas such as New
Frontier Bancshares, Inc. in St. Charles, Missouri (a suburb of St. Louis), NorthStar Bancshares, Inc. in Liberty,
Missouri (a suburb of Kansas City); Integrity Bank in Jupiter, Florida (located near West Palm Beach), GBC
Bancorp, Inc. in Lawrenceville, Georgia (a suburb of Atlanta), Premier Bancshares, Inc. in Jefferson City,
Missouri, Premier Community Bank of the Emerald Coast in Crestview, Florida (located on the Gulf Coast in
the Florida panhandle), Paragon National Bank in Memphis, Tennessee and Integrity Bancshares, Inc, in
Alpharetta, Georgia {a suburb of Atlanta), The Company will continue to evaluate opportunities for such
diversification.

The Company’s goal in purchasing minority interest positions in banks with high-growth potential is to
either acquire controlling interest at some point in the future, or to realize gains on the sale of the investments.
This strategy produced excellent results in 2006, as the Company sold two of its investments, NorthStar and
GBC. These sales created significant gains in 2006, as well as the acquisition of stock in two other bank
holding companies. The Company’s shares of NorthStar were partially exchanged for shares of Enterprise
Financial Services, Inc. of Clayton, Missouri (a suburb of St. Louis), while the GBC stock was exchanged for
shares in First Charter Corporation of Charlotte, North Carolina. Both Enterprise and First Charter meet the
Company’s criteria of well-managed banks in high-growth markets, and offer further potential for the Company
to realize gains on these holdings.

In January 2005, MTSB hired a new trust officer who is operating out of an office located in the New
Frontier facility in St. Charles, Missouni, Management believes that this is an opportunity to increase
noninterest income by providing trust services, as well as cross-selling other bank products, to a larger and
rapidly growing market, and that the commitment to high-quality, personalized service will enable the Company
to compete effectively with existing providers in the area. As of December 31, 2006, this office has generated
approximately $9.5 million in assets under management and in custodial accounts. Additionally, marketing
efforts targeted at area lawyers and estate planning professionals have created the potential for increased estate
and trust fees in the future.

In evaluating acquisition opportunities, the Company plans to continue to focus on the needs of small- to
medium-sized businesses in both the rural communities in which its banking centers are located and in bedroom
communities of larger metropolitan areas, which while within a commutable distance from a metropolitan area,
generally have the characteristics of a small town. The Company’s management believes that the larger regional
banks are not allocating their resources to serve small- to medium-sized businesses effectively. These customers
generally have the size and sophistication to demand customized products and services, which management
believes its bankers are well equipped to understand and address as a result of their experience. Further, it has
been the Company’s experience that it is less costly to establish a location in a rural or bedroom community
than in a metropolitan area, and that these markets are generally less competitive.

The Company is looking for opportunities in rural and/or bedroom communities that meet one of the
following criteria:

1. 100% acquisitions of existing financial institutions to be consclidated and operated within the existing
structure of the Company;

2. Minority investments in financial institutions with the potential to acquire controlling or full
ownership in the future; and

3. Equity interests in denovo institutions in high-growth markets with proven management, with the
intention of allowing these investments to grow and build value, resulting in gains to be realized upon
future dispositions.

The Company believes its current banking locations provide it with the necessary platform to expand its
services within its existing markets and into new markets offering growth potential, and that the Company has
the back office and technology systems in place to accommodate additional growth.




Operating Strategy. While pursuing the Company’s growth strategy outlined above, the Company plans to
continue its focus on customer service, efficient back office and other support services, asset quality and
prudent capital management as described below.

The Company operates under a community banking philosophy that is customer driven, emphasizing long-
term customer relationships, and provides practical financial solutions, convenience and consistent service.
Each of the Company’s banking centers are administered by a local president who has knowledge of the
particular community and lending expertise in the specific industries found within the community. The bank
presidents have the authority and flexibility within general parameters to make customer-related decisions, as
the Company’s management believes that the most efficient and effective decisions are made at the point of
customer contact by the people who know the customer. With the Company’s decentralized-decision making
process, the Company is able to provide customers with rapid decisions on lending issues.

In December 2005, the Company announced plans to consolidate its six lilinois bank affiliates from six
separately chartered banks to three. The plan called for combining Security State Bank of Hamilton
(“Hamilton™) and State Bank of Augusta (“Augusta™) with and into Marine Bank, and Golden State Bank
(“Golden”) with and into Brown County. The consolidation of Golden with and into Brown County was
completed in July 2006 and the consolidation of Hamilton and Augusta with and into Marine Bank was
completed in November 2006. The Company is confident that these plans are consistent with its community
banking philosophy. Customers of the merged banks should be unaffected by the changes, as they will continue
to deal with the same customer service and lending staff. The Company expects these mergers to improve
efficiencies in its operations through reductions in administrative, regulatory and compliance costs, which in
turn will allow the Company to devote greater resources to providing quality products and customer service.

The support services the Company provides to its banking centers are centralized in the Company’s main
offices located in Quincy, Ilinois, These services include back office operations, credit administration, human
resources, internai audit, compliance, investment portfolio research and advice, and data processing. As a result,
the Company’s operations enhance efficiencies, maintain consistency in policies and procedures and enable the
Company’s employees to focus on developing and strengthening customer relationships.

The Company’s lending officers have developed comprehensive policies and procedures for credit
underwriting and funding that have enabled the Company to maintain sound credit quality while growing its
loan portfolio and the overall organization. Combined with the Company’s significant lending experience, these
procedures and controls have enabied the Company to provide responsive, customized service to its customers.
The Company’s total assets have grown from $833 million at December 31, 2002, to $1.4 billion at
December 31, 2006. Despite this growth, at December 31, 2006, the Company’s ratio of non-performing loans
to total loans before allowance for loan losses was .62% and its ratio of non-performing loans and non-
performing assets to total loans before allowance for loan losses was .65%. The Company intends to continue
to adhere to the practices and policies that have contributed to its sound asset quality to date.

The Company’s goal is to operate at a capital level that supports its growth but does not unduly hamper its
achievement of an attractive return on equity. In order to strike this balance, the Company relies on its
management’s expertise to prudently manage its capital resources. Growth of capital has been achieved through
retention of earnings, and it is management’s strategy to continue this growth through the profitable expansion
of lending and deposit services in the Company’s existing markets, as well as further acquisitions of well-
managed, profitable banking organizations. Another aspect of the Company’s capital management planning is
its issuance of trust preferred securities as a source of funding for its acquisition strategies.




Products and Services — General. The Company, through its subsidiaries, conducts a full-service consumer
and commercial banking business, which includes mainly deposit gathering, safekeeping and distribution; lending
for commercial, financial and agricultural purposes, real estate purposes (including farmland, construction and
mortgages), and consumer purposes; and asset management including trust, estate and agency management, retail
brokerage services, and agricultural business management. These products and services are provided in all of the
Company’s markets through its main offices and branches, which markets are identified in more detail below.
However, lending activities generate collectively most of the Company’s consolidated revenue each year and
individually are the only products and services, other than interest income on investment securities that have equaled
or exceeded 10% of the Company’s consolidated revenue consistently over the past three fiscal years.
Approximately 73% of the Company’s revenues has been derived on average annually from its subsidiaries’ lending
activities.

The Company has a single scgment, banking, in that all of its bank subsidiaries are engaged in banking
activities. Also, the Company’s business is not seasonal although weather conditions year to year may impact the
businesses of certain borrowers such as agricultural clients and thus affect their need for and ability to afford bank
financing.

Lending Activities. The Company’s objective is to offer the commercial, agricultural, residential and consumer
customers in its markets a variety of products and services, including a full array of loan preducts. The Company’s
bank subsidiaries make real estate loans (including farmland, construction and mortgage loans), commercial,
financial and agricultural loans, and consumer loans. Total loans includes loans held for sale. The Company strives
to do business in the areas served by its banks and their branches, and all of the Company’s marketing efforts and
the vast majority of its loan customers are located within its existing market areas. The following is a discussion of
each major type of lending.

Real Estate Loans. The Company’s banks make real estate loans for farmland, construction and mortgage
purposes as more thoroughly described below. Collectively, these loans, which include loans held for sale,
comprise the largest category of the Company’s loans. At December 31, 2006, the Company had $683.5
million in such loans, representing 66.1% of total loans. At December 31, 2005, the Company had
approximately $506.8 million in such loans, representing 58.8% of total loans.

Farmiand Real Estate Loans. Farm real estate loans are collateralized by owner-occupied and investment
properties located in the Company's market areas. The Company’s banks offer a variety of mortgage loan
products that generalily are amortized over five to 20 years. The loans generally have rates fixed for up to a five
year period, with the loans either having an adjustable rate feature or a balloon at the maturity of the term.
Loans secured by farm real estate are generally originated in amounts of no more than 80% of the lower of cost
or appraised value. The bank underwrites and seeks Farm Service Agency guarantees to enhance the credit
structure of some farm real estate loans.

The banks secure a valid lien on farmland real estate loans and obtain a mortgage title insurance policy that
insures that the property is free of encumbrances prior to the banks lien. The banks require hazard insurance if
the farm property has improvements and if the property is in a flood plain as designated by FEMA or HUD, the
banks require flood insurance.

Farmland real estate loans have generated the following approximate dollar amounts and represented the
following percentages of the Company’s consolidated revenues for the years indicated: $5.0 million, or 5.5%
for 20063 $4.2 million or 6.1% for 2005; and $3.7 million or 6.5% for 2004, At December 31, 2006, the
Company had approximately $73.0 million in such loans, representing 7.1% of total loans. At December 31,
2005, the Company had approximately $66.2 million in such loans, representing 7.7% of total loans.




Construction Real Estate Loans. The Company’s banks also make loans to finance the construction of
residential and non-residential properties. Construction loans generally are secured by first liens on real estate.
The Company’s banks conduct periodic inspections, either directly or through an agent, prior to approval of
pericdic draws on these loans. Construction loans involve additional risks attributable to the fact that loan funds
are advanced upon the security of a project under construction, and the project is of uncertain value prior to its
completion. Because of uncertainties inherent in estimating construction costs, the market value of the
completed project and the effects of governmental regulation on real property, it can be difficult to accurately
evaluate the total funds required to complete a project and the related loan to value ratio. As a result of these
uncertainties, construction lending often involves the disbursement of substantial funds with repayment
dependent, in part, on the success of the ultimate project rather than the ability of a borrower or guarantor to
repay the loan. If a bank is forced to foreclose on a project prior to completion, there is no assurance that the
bank will be able to recover all of the unpaid portion of the loan. In addition, the bank may be required to fund
additional amounts to complete a project and may have to hold the property for an indeterminate period of time.
While the Company’s banks have underwriting procedures designed to identify what management believes to
be acceptable levels of risk in construction lending, these procedures may not prevent losses from the risks
described above.

The banks secure a valid lien on construction real estate loans and obtain a mortgage title insurance policy
that insures that the property is free of encumbrances prior to the banks lien. The banks require hazard
insurance if the construction property has improvements, insurance bonding on a contractor and if the property
is in a flood plain as designated by FEMA or HUD, the banks require flood insurance. ‘

Construction loans have generated the following approximate dollar amounts and represented the following
percentages of the Company’s consolidated revenues for the years indicated: $7.6 million or 8.4% for 2006;
$2.7 million or 4.0% for 2005; and $1.4 million or 2.4% for 2004. At December 31, 2006, the Company had
$152.6 million in such loans, representing 14.8% of total loans. At December 31, 2003, the Company had
$66.8 million in such loans, representing 7.8% of total loans.

Morigage Real Estate Loans. A significant portion of the Company’s lending activity consists of the
origination of mortgage loans collateralized by properties located in the Company’s market areas. The
Company’s banks offer a variety of residential mortgage loan products that generally are amortized over five to
25 years. Residential loans collateralized by mortgage real estate generally have been criginated in amounts of
no more than 90% of the lower of cost or appraised value or the bank requires private mortgage insurance. Of
the residential mortgage real estate loans originated, the Company generally retains on its books shorter-term
loans with fixed or variable rates, and sells into the secondary mortgage market fonger-term, fixed-rate loans to
either Fannie Mae, or a regional Federal Home Loan Bank, and retains the loan servicing rights.

The Company’s banks offer a variety of commercial real estate mortgage loan producits that generally are
amortized up to 20 years. The rates on these loans usually range from a daily variable rate to a fixed rate for no
more than five years. The commercial real estate mortgage loans are collateralized by owner/operator real
estate mortgages, as well as investment real estate mortgages. Loans collateralized by commercial real estate
mortgages are generally originated in amounts of no more than 80% of the lower of cost or appraised value.

The banks secure a valid lien on mortgage real estate loans and obtain a mortgage title insurance policy that
insures that the property is free of encumbrances prior to the bank’s lien. The banks require hazard insurance in
the amount of the loan and, if the property is in a flood plain as designated by FEMA or HUD, the banks require
flood insurance. ]

Residential real estate loans have generated the following approximate dollar amounts representing the
following percentages of the Company’s consolidated revenues for the years indicated: $13.7 million or 15.2%
for 2006; $11.8 million or 17.3% for 2005; and $10.1 million or 17.5% for 2004. As of December 31, 2006, the
Company had $267.2 million in such loans, which represented 25.9% of the Company’s total loans. As of
December 31, 2005, the Company had $219.6 million in residential real estate loans, which represented 25.5%
of the Company’s total loans.




Commercial real estate loans have generated the following approximate dollar amounts representing the
following percentages of the Company’s consolidated revenues for the years indicated: $11.6 million or 12.9%
for 2006; $9.6 million or 14.0% for 2005; and $7.7 million or 13.3% for 2004. As of December 31, 2006, the
Company had $190.7 million in such loans, which represented 18.5% of the Company’s total loans. As of
December 31, 2005, the Company had $154.1 million in commercial real estate mortgage loans, which
represented 17.9% of the Company’s total loans.

The most significant risk concerning mortgage real estate loans is the fluctuation in market value of the real
estate collateralizing the loans, A decrease in market value of real estate securing a loan may jeopardize a
bank’s ability to recover all of the unpaid portion of the loan if the bank is forced to foreclose. If there were
significant decreases in market value throughout one or more markets of the Company, the Company could
experience multiple losses in such market or markets. While the Company’s banks have underwriting
procedures designed to identify what management believes to be acceptable lender risks in mortgage lending,
these procedures may not prevent losses from the risks described above,

Conumercial, Financial and Agricultural Loans. These loans are primarily made within the Company’s
market areas and are underwritten on the basis of the borrower’s ability to service the debt from income. As a
general practice, the Company’s banks take as collateral a lien on any available equipment, accounts receivables
or other assets owned by the borrower and often obtain the personal guaranty of the borrower. In general, these
loans involve more credit risk than residential mortgage loans and commercial mortgage loans and, therefore,
usually yield a higher return. The increased risk in commercial, financial and agricultural loans is due to the
type of collateral securing these loans. The increased risk also derives from the expectation that commercial,
financial and agricultural loans generally will be serviced principally from the operations of the business, and
those operations may not be successful. Historical trends have shown these types of loans to have higher
delinquencies than real estate loans. Approximately 51% of all of the Company’s net charge-ofTs for the years
2002 through 2006 were related to commercial, financial or agricultural loans, compared to 11% for loans
secured by real estate. No category within this type of lending activity represented a disproportionate share of
net charge-offs or non-performing loans during such period except that in 2002 a substantial portion of the net
charge-offs were agricultural loans. As a result of these additional complexities, variables and risks,
commercial, financial and agricultural loans require more thorough underwriting and servicing than other types
of loans.

Commercial, financial and agricultural loans, which include floor plan loans, generated the following
approximate dollar amounts and represented the following percentages of the Company’s consolidated revenues
for the years indicated: $19.6 million or 21.8% for 2006; $16.0 million or 23.3% for 2005; and $12.0 million or
20.8% for 2004. At December 31, 2006, the Company had $225.1 million in such loans, representing 21.8% of
total loans. At December 31, 2005, the Company had $240.2 million in such loans, representing 27.9% of total
loans,

Within the category of commercial, financial and agricultural loans, agricultural operating loans have
produced the following approximate dollar amounts and represented the following percentages of the
Company’s consolidated revenues for the years indicated: $4.2 million or 4.7% for 2006; $3.5 million or 5.1%
for 2005; and $2.9 million or 5.1% for 2004, At December 31, 2006, the Company had $57.4 million in such
loans, representing 5.6% of total loans. At December 31, 2005, the Company had $59.3 million in such loans,
representing 6.9% of total loans.



Consumer Loans. The Company provides a wide variety of consumer loans (also referred to in this report
as installment loans to individuals) including motor vehicle, watercraft, education, personal (collateralized and
non-collateralized) and deposit account collateralized loans. The terms of these loans typically range from 12 to
72 months and vary based upon the nature of collateral and size of loan. Consumer loans entail greater risk than
do residential mortgage loans, particularly in the case of consumer loans that are unsecured or secured by
rapidly depreciating assets such as automobiles. In such cases, any repossessed collateral for a defaulted
consumer loan may not provide an adequate source of repayment for the outstanding loan balance. The
remaining deficiency often does not warrant further substantial collection efforts against the borrower beyond
obtaining a deficiency judgment. In addition, consumer loan collections are dependent on the borrower’s
continuing financial stability, and thus are more likely to be adversely affected by job loss, divorce, iliness or
personal bankruptcy. Furthermore, the application of various federal and state laws may limit the amount that
can be recovered on such loans. Approximately 37% of all of the Company’s net charge-offs for the years 2002
through 2006 were related to consumer loans.

Consumer loans generated the following approximate dollar amounts and represented the following
percentages of the Company’s consolidated revenues for the years indicated: $9.5 million or 10.5% for 2006;
$8.3 million or 12.2% for 2005; and $7.7 million or 13.3% for 2004. At December 31, 2006, the Company had
$124.7 million in such loans, which represented 12.1% of the Company’s total loans. At December 31, 2005,
the Company had $114.3 millien in such loans, which represented 13.3% of the Company’s total loans.

The discussion of each subsidiary bank below includes information concerning each such bank’s revenue
generated from lending activities, which constitute the largest source of revenue for each bank.

Underwriting Strategy. The Company’s lending activities reflect an underwriting strategy that emphasizes asset
quality and fiscal prudence in order to keep capital resources available for the most attractive lending
opportunities in the Company’s markets. Lending officers are assigned various levels of loan approval
authority based upen their respective levels of experience and expertise. When the amount of loans to a
borrower exceeds the officer’s lending limit, the loan request goes to either an officer with a higher limit or the
Board of Directors loan committee for approval. The Company’s strategy for approving or disapproving loans is
to follow conservative loan policies and underwriting practices, which include:

s granting loans on a sound and collectible basis;

s investing funds properly for the benefit of the Company’s shareholders and the protection of its
depositors;

¢ serving the legitimate needs of the communities in the Company’s markets while obtaining a balance
between maximum yietd and minimum risk;

e ensuring that primary and secondary sources of repayment are adequate in relation to the amount of
the loan;

s developing and maintaining adequate diversification of the loan portfolio as a whole and of the loans
within each category; and

»  ensuring that each loan is properly documented and, if appropriate, insurance coverage is adequate.
The Company’s loan review personnel and compliance officer interact on a regular basis with
commercial, mortgage and consumer lenders to identify potential underwriting or technical exception
variances.

In addition, the Company has placed increased emphasis on the early identification of problem loans to
aggressively seek resolution of the situations and thereby keep loan losses at a minimum.
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Markets and Competition. The Company identifies four regional markets for its banking activities, which
include the counties in which the Company maintains offices and also counties in which the Company has no offices
but whose inhabitants are targets of the Company’s financial services because of their close proximity o counties in
which the Company maintains offices. They are the following: (1) a tri-state region including west-central Illinois,
northeast Missouri, and a portion of southeastern and central Iowa; (2) the greater St. Joseph-Savannah, Missouri
market, which is located approximately 60 miles north of Kansas City, Missouri; (3) a suburban Leawood, Kansas-
Kansas City, Missouri market; and (4) the greater Naples-Ft. Myers-Marco [sland area in southwest Florida. The
tri-state market is the Company’s principal market and has accounted for approximately 73% of the Company’s
consolidated revenues for 2004 through 2006.

At present, the Company maintains the following approximate percentages of market share in the following
markets as measured by the deposits held by the Company’s subsidiary banks operating in or targeting such markets
relative to the deposits held by all institutions insured by the Federal Deposit Insurance Corporation (“FDIC”)
located in such markets as of June 30, 2006: 19.93% for the tri-state market; 4.28% for the greater St. Joseph-
Savannah, Missouri market; 0.48% for the suburban Leawood, Kansas-Kansas City, Missouri market and 1.18% for
the southwest Florida market. The Company’s share of the tri-state market at 19.93% is the largest of 61 FDIC-
insured institutions located in that market. The Company’s shares of the greater St. Joseph-Savannah, Missouri
market, Leawood, Kansas-Kansas City, Missouri market, and southwest Florida market are discussed below in the
descriptions of Farmers, Mid-America and Royal Palm, respectively.

The source of the deposit data and corresponding market shares used above and throughout this section of the
report is the FDIC Summary of Deposit (“SOD”) web link. The SOD contains deposit data for more than 89,000
branches/offices of FDIC-insured institutions. The FDIC collects deposit balances for commercial and savings
banks as of June 30 of each year, and the Office of Thrift Supervision collects the same data for savings institutions.

The Company believes that it maintains a visible, competitive presence in all of its markets. The Company’s
banks are subject to vigorous competition from other banks and financial institutions in their respective markets. The
business lines in which the Company’s banks compete are highly competitive, and growth with profitability depends
mainly on the Company’s ability to effectively compete for, and retain, deposits and loans in the markets.

The primary factors in competing for savings deposits are convenient office locations, interest rates offered, and
the range of additional bank services offered. Direct competition for savings deposits comes from other commercial
bank and thrift institutions, money market mutual funds, insurance companies, credit unions and corporate and
government securities which may offer more attractive rates than insured depository institutions are willing to pay.

The primary factors in competing for loans include, among others, interest rate consideration, loan origination
fees, borrower equity infusion, and the range of additional bank services offered. Competition for origination of all
loan types normally comes from other commercial banks, thrift institutions, credit unions, finance companies,
mortgage bankers, mortgage brokers, insurance companies and government agricultural lending agencies. In that
73% on average of the Company’s consolidated revenues are derived from loans of all categories, the Company’s
competitive position in lending services is crucial to its implementation of ongoing growth and operating strategies,
as discussed above.

The Company has been able to compete effectively with other financial service providers by emphasizing
customer service and technology, by establishing long-term customer relationships and building customer loyalty,
and by providing products and services designed to address the specific needs of its customers. The Company’s
operating strategy emphasizing customer service, efficient back office and other support services, asset quality and
prudent capital management have permitted the Company to compete effectively against both larger and smaller
financial institutions in its markets; however, if the Company fails to continue to successfully implement its
strategies and/or other financial institutions with more substantial resources become more aggressive in their pursuit
of market share, the Company’s competitive position could suffer.
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Many of the Company’s existing competitors are well-established, larger financial institutions with substantially
greater resources and lending limits, such as US Bank, Bank of America, Commerce Bank and Wachovia Bank.
These institutions offer some services, such as extensive and established branch networks and trust services, that the
Company does not provide or provide to the extent these other institutions provide them. In addition, many of the
Company’s non-bank competitors are not subject to the same extensive federal regulations that govern bank holding
companies and federally insured banks. The Company also acknowledges that to the extent certain larger financial
institutions and potential non-bank competitors have not yet entered the Company’s markets, they could do so at any
time and threaten the Company’s competitive position.

The discussion of each subsidiary bank below includes a description of each such bank’s market and
competitive position within such markets, as measured by FDIC-insured deposits.

Mercantile Trust & Savings Bank

MTSB is chartered under the laws of the State of Hllinois and offers complete banking and trust services to the
commercial, industrial and agricultural areas that it serves. Services include commercial, real estate and personal
loans; checking, savings and time deposits; trust and other fiduciary services; brokerage services; and other
customer services, such as safe deposit facilities. The largest portion of MTSB’s lending business is related to the
general business and real estate activities of its commercial customers, followed closely by residential mortgage
loans. MTSB’s principal service area includes the city of Quincy and Adams County, Illinois. MTSB is the largest
bank owned by the Company, representing approximately $5.6 million or 49.9% of the Company’s pre-conselidated
net income for 2006 and approximately $5.8 million or 49.7% in 2005, and approximately $584.9 million or 41.1%
of the Company’s assets as of Decemnber 31, 2006 and $560.9 million or 49.3% as of December 31, 2005.

MTSB’s principal banking office is located at 440 Maine Street, Quincy, Illinois. MTSB owns its main banking
premises in fee simple. In addition, MTSB owns and operates three branches, one drive-through facility, and