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Middlefield Banc Corp. Incorporated in 1988 under the Ohio General
Corporation Law, Middlefield Banc Corp. is a one-bank holding company registered
under the Bank Holding Company Act of 1956. Its sole subsidiary is The
Middlefield Banking Company, an Ohio-chartered commercial bank that began
operations in 1901. The bank engages in a general commercial banking business in
northeastern Ohio. Our principal executive offices are located at 15985 East
High Street, Middlefield, Ohio 44062-9263, and our telephone number is (440)
632-1666.

Middlefield became the holding company for The Middlefield Banking Company
in 1988. The principal source of Middlefield's income and funds is earnings of
and dividends paid by The Middlefield Banking Company. Middlefield's business
currently is limited to acting as holding company for the bank. Middlefield
currently does not plan to engage in any nonbanking activities, although it may
do so as opportunities arise.

The Middlefield Banking Company. The Middlefield Banking Company was
chartered under Ohio law in 1901. The bank offers its customers a broad range of
banking services, including checking, savings, and negotiable order of
withdrawal (NOW) accounts; money market accounts; time certificates of deposit,
commercial loans, real estate loans, and various types of consumer loans; safe
deposit facilities, and travelers' checks. The bank offers online banking
services to individuals and online cash management services to business
customers through its website at www.middlefieldbank.com.

Engaged in a general commercial banking business in northeastern Ohio, the
bank offers commercial banking services principally to small and medium-sized
businesses, professionals and small business owners, and retail customers. The
bank has developed and continues to monitor and update a marketing program to
attract and retain consumer accounts, and to offer banking services and
facilities compatible with the needs of its customers.

The bank's loan products include operational and working capital loans;
loans to finance capital purchases; term business loans; residential
construction loans; selected guaranteed or subsidized loan programs for small
businesses; professional loans; residential mortgage and commercial mortgage
loans, and consumer installment loans to purchase automobiles, boats, and for
home improvement and other personal expenditures. Although the bank makes
agricultural loans, it currently has no significant agricultural loans.

Market Area. The Middlefield Banking Company's market area consists
principally of Geauga, Portage, Trumbull, and Ashtabula Counties. Benefitting
from the area's proximity both to Cleveland and Akron, population and income
levels have maintained steady growth over the years.

Competition. The banking industry has been changing for many reasons,
including continued consolidation within the banking industry, legislative and
regulatory changes, and advances in technology. To deliver banking products and
services more effectively and efficiently, banking institutions are opening
in-store branches, installing more automated teller machines (ATMs) and
investing in technology to permit telephone, personal computer, and internet
banking. While all banks are experiencing the effects of the changing
competitive and technological environment, the manner in which banks choose to
compete i1s increasing the gap between large national and super-regional banks,
on one hand, and community banks on the other. Large institutions are committed
to becoming national or regional "brand names," providing a broad selection of
products at low cost and with advanced technology, while community banks provide
most of the same products but with a commitment to personal service and with
local ties to the customers and communities they serve. The Middlefield Banking
Company seeks to take competitive advantage of its local orientation and
community banking
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profile. It competes for loans principally through responsiveness to customers
and its ability to communicate effectively with them and understand and address
their needs. The bank competes for deposits principally by offering customers
personal attention, a variety of banking services, attractive rates, and
strategically located banking facilities. The bank seeks to provide high quality
banking service to professionals and small and mid-sized businesses, as well as
individuals, emphasizing quick and flexible responses to customer demands.

Lending —-- Loan Portfolio Composition and Activity. The Middlefield Banking
Company makes residential mortgage and commercial mortgage loans, home equity
loans, secured and unsecured consumer installment loans, commercial and
industrial loans, and real estate construction loans for owner-occupied and
rental properties. The bank's loan policy aspires to a loan composition mix
consisting of approximately 60% to 70% residential real estate loans, 35% to 40%
commercial loans, consumer loans of 5% to 15%, and credit card accounts of up to
5%.

Although Ohio bank law imposes no material restrictions on the kinds of
loans The Middlefield Banking Company may make, real estate-based lending has
historically been the bank's primary focus. For prudential reasons, the bank
avoids lending on the security of real estate located in regions with which the
bank is not familiar, and as a consequence almost all of the bank's real-estate
secured loans are secured by real property in northeastern Ohio. Ohio bank law
does restrict the amount of loans an Ohio-chartered bank such as The Middlefield
Banking Company may make, however, providing generally that loans and extensions
of credit to any one borrower may not exceed 15% of capital. An additional
margin of 10% of capital is allowed for loans fully secured by readily
marketable collateral. This 15% legal lending limit has not been a material
restriction on The Middlefield Banking Company's lending. The Middlefield
Banking Company can accommodate loan volumes exceeding the legal lending limit
by selling loan participations to other banks. The Middlefield Banking Company's
internal policy is to maintain its credit exposure to any one borrower at less
than $1.5 million, which is comfortably within the range of the bank's legal
lending limit. As of December 31, 2001, the bank's 15%-of-capital limit on loans
to a single borrower was approximately $3.0 million.

The bank offers specialized loans for business and commercial customers,
including equipment and inventory financing, real estate construction loans and
Small Business Administration loans for qualified businesses. A substantial
portion of the bank's commercial loans are designated as real estate loans for
regulatory reporting purposes because they are secured by mortgages on real
property. Loans of that type may be made for purpose of financing commercial
activities, such as accounts receivable, equipment purchases and leasing, but
they are secured by real estate to provide the bank with an extra measure of
security. Although these loans might be secured in whole or in part by real
estate, they are treated in the discussions to follow as commercial and
industrial loans. The bank's consumer installment loans include secured and
unsecured loans to individual borrowers for a variety of purposes, including
personal, home improvements, revolving credit lines, autos, boats, and
recreational vehicles.

The following table shows the composition of the loan portfolio in dollar
amounts and in percentages at December 31, 2001, 2000, and 1999, along with a
reconciliation to loans receivable, net.

Loan Portfolio Composition at December 31,
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(Dollars in thousands) 2001 2000 1999

Type of loan:

Commercial and industrial .... $ 28,313 18.53% $ 21,508 15.90% $ 18,587 15.33%
Real estate construction ..... 3,200 2.09 2,568 1.90 2,259 1.86
Mortgage:

2

Loan Portfolio Composition at December 31,

(Dollars in thousands) 2001 2000 1999
Amount Percent Amount Percent Amount Percent
Residential ............. 113,049 73.97 101,404 74.95 89,263 73.63
Commercial .............. 3,388 2.22 4,809 3.55 6,919 5.71
Consumer installment ......... 4,878 3.19 5,015 3.70 4,200 3.47
Total 10oans ... eveieeeeennnenns 152,828 100.00% 135,304 100.00% 121,228 100.00%
Less:
Allowance for loan losses.. 2,062 2,037 1,756
Net 10ans .t ireennnnnneens $150, 766 $133,267 $119,472

Net loans as a percent of
total assets ...... i 76.20% 75.51% 72.18%

The following table presents maturity information for t he loan portfolio
at December 31, 2001. The table does not include prepayments or scheduled
principal repayments. All loans are shown as maturing based on contractual
maturities.

Loan Portfolio Maturity at December 31, 2001

Commercial and Real Estate Mortgage Con
Industrial Construction - —— Inst
(Dollars in thousands) Residential Commercial
Amount due:
In one year or less *........ $ 9,663 $2,484 $ 18,844 $1,296 S
After one year through five
Y AL S e v et et e et 11,175 180 59,891 1,114
After five vears............. 7,475 536 34,314 978
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* Loans due on demand and overdrafts are included in the amount due in one
year or less. The Middlefield Banking Company has no loans without a stated
schedule of repayment or a stated maturity.

The following table shows the dollar amount of all loans due after December
31, 2002 that have pre-determined interest rates and the dollar amount of all
loans due after December 31, 2002 that have floating or adjustable rates

(Dollars in thousands) Fixed Rates Adjustable Rates Total
Commercial and industrial ......... $12,849 $ 5,801 $ 18,650
Real estate construction .......... 538 178 716
Mortgage:

Residential .............. 36,899 57,306 94,205
Commercial ............... 1,597 495 2,092
Consumer installment .............. 3,310 —— 3,310
Total ittt $55,193 $63,780 $118,973

Residential Mortgage Loans. A significant portion of the bank's lending
consists of origination of conventional loans secured by 1-4 family real estate
located in Geauga, Portage, Trumbull, and Ashtabula Counties. These loans
approximated $113.0 million or 74.0% of the bank's total loan portfolio at
December 31, 2001.

The bank makes loans of up to 80% of the value of the real estate and
improvements securing a loan (the "loan-to-value" or "LTV" ratio) on 1-4 family
real estate. The bank generally does not lend in excess of 80% of the appraised
value or sales price (whichever is less) of the property unless additional
collateral is obtained, thereby lowering the total LTV. The bank offers
residential real estate loans with terms of up to 30 years.

Before 1996, nearly all residential mortgage loans originated by the bank
were written on a balloon-note basis. During 1996, the bank began to originate
fixed-rate mortgage loans for maturities up to 20 years. In late 1998, the bank
began originating adjustable-rate mortgage loans and de-emphasized balloon-note
mortgages. Approximately 64.0% of the portfolio of conventional mortgage loans
secured by 1-4 family real estate at December 31, 2001 was adjustable rate. The
bank's mortgage loans are ordinarily retained in the loan portfolio. The bank's
residential mortgage loans have not been originated with loan documentation that
would permit their sale to Fannie Mae and Freddie Mac.

The bank's home equity loan policy generally allows for a loan of up to 85%
of a property's appraised value, less the principal balance of the outstanding
first mortgage loan. The bank's home equity loans generally have terms of 10
years.

At December 31, 2001, residential mortgage loans of approximately $216,000
were over 90 days delingquent or nonaccruing on that date, representing .19% of

the residential mortgage loan portfolio.

Commercial and Industrial Loans and Commercial Real Estate Loans. The
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bank's commercial loan services include-—-

accounts receivable, inventory and . short-term notes
working capital loans . selected guaranteed or subsidized loan
renewable operating lines of credit programs for small businesses

loans to finance capital equipment . loans to professionals

term business loans . commercial real estate loans

Commercial real estate loans include commercial properties occupied by the
proprietor of the business conducted on the premises, and income-producing or
farm properties. Although the bank makes agricultural loans, it currently does
not have a significant amount of agricultural loans. The primary risks of
commercial real estate loans is loss of income of the owner or occupier of the
property and the inability of the market to sustain rent levels. Although
commercial and commercial real estate loans generally bear somewhat more risk
than single-family residential mortgage loans, commercial and commercial real
estate loans tend to be higher yielding, tend to have shorter terms and commonly
provide for interest-rate adjustments as prevailing rates change. Accordingly,
commercial and commercial real estate loans enhance a lender's interest rate
risk management and, in management's opinion, promote more rapid asset and
income growth than a loan portfolio comprised strictly of residential real
estate mortgage loans.

Although a risk of nonpayment exists for all loans, certain specific types
of risks are associated with various kinds of loans. One of the primary risks
associated with commercial loans is the possibility that the commercial borrower
will not generate income sufficient to repay the loan. The bank's loan policy
provides that commercial loan applications must be supported by documentation
indicating that there will be cash flow sufficient for the borrower to service
the proposed loan. Financial statements or tax returns for at least three years
must be submitted, and annual reviews are undertaken for loans of $1 million or
more. The fair market value of collateral for collateralized commercial loans
must exceed the bank's loan exposure. For this purpose fair market value is
determined by independent appraisal or by

the loan officer's estimate employing guidelines established by the loan policy.
Term loans not secured by real estate generally have terms of five years or
less, unless guaranteed by the U.S. Small Business Administration or other
governmental agency, and terms loans secured by collateral having a useful life
exceeding five years may have longer terms. The bank's loan policy allows for
terms of up to 15 years for loans secured by commercial real estate, and one
year for business lines of credit. The maximum loan-to-value ratio for
commercial real estate loans is 75% of the appraised value or cost, whichever is
less.

Real estate is commonly a material component of collateral for the bank's
loans, including commercial loans. Although the expected source of repayment of
these loans is generally the operations of the borrower's business or personal
income, real estate collateral provides an additional measure of security. Risks
associated with loans secured by real estate include fluctuating land values,
changing local economic conditions, changes in tax policies, and a concentration
of loans within a limited geographic area.

At December 31, 2001, commercial and commercial real estate loans totaled $
31.7 million, or 20.7% of the bank's total loan portfolio. There were commercial
and commercial real estate loans of approximately $57,000 that were over 90 days
delinquent or nonaccruing on that date, representing .18% of the commercial and
commercial real estate loan portfolio.
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Real Estate Construction. The Middlefield Banking Company originates
several different types of loans that it categorizes as construction loans,
including——

residential construction loans to borrowers who will occupy the
premises upon completion of construction,

residential construction loans to builders,

commercial construction loans, and

real estate acquisition and development loans.

Because of the complex nature of construction lending, these loans are
generally recognized as having a higher degree of risk than other forms of real
estate lending. The bank's fixed-rate and adjustable-rate construction loans do
not provide for the same interest rate terms on the construction loan and on the
permanent mortgage loan that follows completion of the construction phase of the
loan. It is the norm for the bank to make residential construction loans without
an existing written commitment for permanent financing. The bank's loan policy
provides that the bank may make construction loans with terms of up to one year,
with a maximum loan-to-value ratio for residential construction of 80%.

At December 31, 2001, real estate construction loans totaled $3.2 million,
or 2.1% of the bank's total loan portfolio. There were no real estate
construction loans with outstanding balances more than 90 days delinquent or
nonaccruing.

Consumer Installment Loans. The bank's consumer installment loans include
secured and unsecured loans to individual borrowers for a variety of purposes,
including personal, home improvement, revolving credit lines, autos, boats, and
recreational vehicles. The bank does not currently do any indirect lending.
Unsecured consumer loans carry significantly higher interest rates than secured
loans. The bank maintains a higher loan loss allowance for consumer loans, while
maintaining strict credit guidelines when considering consumer loan
applications.

According to the bank's loan policy, consumer loans secured by collateral
other than real estate generally may have terms of up to five years, and
unsecured consumer loans may have terms up to two and one-half years. Real
estate security generally is required for consumer loans having terms exceeding
five years.

At December 31, 2001, the bank had approximately $4.9 million in its
consumer installment loan portfolio, representing 3.2% of total loans. Consumer
installment loans of approximately $20,000 were over 90 days delinquent or
nonaccruing on that date, representing .4% of the installment loan portfolio.

Loan Solicitation and Processing. Loan originations are developed from a
number of sources, including continuing business with depositors, other
borrowers and real estate builders, solicitations by bank personnel and walk-in
customers.

When a loan request is made, the bank reviews the application, credit
bureau reports, property appraisals or evaluations, financial information,
verifications of income, and other documentation concerning the creditworthiness
of the borrower, as applicable to each loan type. The bank's underwriting
guidelines are set by senior management and approved by the board. The loan
policy specifies each individual officer's loan approval authority, including
residential mortgage loans up to $200,000 for the Executive Vice President and
the Senior Retail Lender, and secured commercial loans up to $150,000 for the
Executive Vice President and the Senior Commercial Lender. Loans exceeding an
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individual officer's approval authority are submitted to a committee consisting
of loan officers, which has authority to approve loans up to $250,000. The full
board acts as a loan committee for loans exceeding that amount.

Income from Lending Activities. The bank earns interest and fee income from
its lending activities. Net of origination costs, loan origination fees are
amortized over the life of a loan. The bank also receives loan fees related to
existing loans, including late charges. Income from loan origination and
commitment fees and discounts varies with the volume and type of loans and
commitments made and with competitive and economic conditions. Note 1 to the
Consolidated Financial Statements included herein contains a discussion of the
manner in which loan fees and income are recognized for financial reporting
purposes.

Nonperforming Loans. Late charges on residential mortgages and consumer
loans are assessed i1if a payment is not received by the due date plus a grace
period. When an advanced stage of delinquency appears on a single-family loan
and if repayment cannot be expected within a reasonable time or a repayment
agreement is not entered into, a required notice of foreclosure or repossession
proceedings may be prepared by the bank's attorney and delivered to the borrower
so that foreclosure proceedings may be initiated promptly, if necessary. The
bank also collects late charges on commercial loans.

When the bank acquires real estate through foreclosure, voluntary deed, or
similar means, it is classified as "other real estate owned" until it is sold.
When property is acquired in this manner, it is recorded at the lower of cost
(the unpaid principal balance at the date of acquisition) or fair wvalue. Any
subsequent write-down is charged to expense. All costs incurred from the date of
acquisition to maintain the property are expensed. "Other real estate owned" is
appraised during the foreclosure process, before acquisition. Losses are
recognized for the amount by which the book value of the related mortgage loan
exceeds the estimated net realizable value of the property.

The bank undertakes regular review of the loan portfolio to assess its
risks, particularly the risks associated with the commercial loan portfolio.
This includes annual review of every commercial loan representing credit
exposure of $150,000 or more. An independent certified public accounting firm
performs semi-annual loan reviews for the bank.

Classified Assets. FDIC regulations governing classification of assets
require nonmember commercial banks -- including The Middlefield Banking Company
—-— to classify their own assets and to establish appropriate general and
specific allowances for losses, subject to FDIC review. The regulations

are designed to encourage management to evaluate assets on a case-by-case basis,
discouraging automatic classifications. Under this classification system,
problem assets of insured institutions are classified as "substandard,"
"doubtful," or "loss." An asset is considered "substandard" if it is
inadequately protected by the current net worth and paying capacity of the
obligor or of the collateral pledged, if any. Substandard assets include those
characterized by the distinct possibility that the insured institution will
sustain some loss if the deficiencies are not corrected. Assets classified as
"doubtful" have all the weaknesses inherent in those classified substandard,
with the added characteristic that the weaknesses make collection of principal
in full -- on the basis of currently existing facts, conditions, and values —-—
highly questionable and improbable. Assets classified as "loss" are those
considered uncollectible and of such little value that their continuance as
assets without the establishment of a specific loss reserve is not warranted.
Assets that do not expose the bank to risk sufficient to warrant classification
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in one of the above categories, but that possess some weakness, are required to
be designated "special mention" by management.

When an insured institution classifies assets as either "substandard" or
"doubtful," it may establish allowances for loan losses in an amount deemed
prudent by management. When an insured institution classifies assets as "loss,"
it is required either to establish an allowance for losses equal to 100% of that
portion of the assets so classified or to charge off that amount. An
FDIC-insured institution's determination about classification of its assets and
the amount of its allowances 1is subject to review by the FDIC, which may order
the establishment of additional loss allowances. Management also employs an
independent third party to semi-annually review and validate the internal loan
review process and loan classifications. As of December 31, 2001, 2000, and 1999
classified assets were as follows:

Classified Assets at December 31,

2001 2000 1999
Percent of Percent of Percent of
(Dollars in thousands) Amount total loans Amount total loans Amount total loans
Classified loans:
Special mention ....... $4,254 $2.78% $4,663 3.45% $2,353 1.94%
Substandard ........... 2,067 1.35% 1,784 1.32% 1,445 1.19%
Doubtful .............. 290 .19% 188 0.14% 310 0.26%
LOSS we ettt eeeeeennneens - -—% - -—% - %
Total ........... $6,611 $4.33% $6, 635 4.91% $4,108 3.39%

Investments. Investment securities provide a return on residual funds after
lending activities. Investments may be in federal funds sold, corporate
securities, U.S. Government and agency obligations, state and local government
obligations and government-guaranteed, mortgage-backed securities. The bank
generally does not invest in securities that are rated less than investment
grade by a nationally recognized statistical rating organization. Ohio bank law
prescribes the kinds of investments an Ohio-chartered bank may make. Permitted
investments include local, state, and federal government securities,
mortgage-backed securities, and securities of federal government agencies. An
Ohio-chartered bank also may invest up to 10% of its assets in corporate debt
and equity securities, or a higher percentage in certain circumstances. Similar
to the legal lending limit on loans to any one borrower, Ohio bank law also
limits to 15% of capital the amount an Ohio-chartered bank may invest in the
securities of any one issuer, other than local, state, and federal government
and federal government agency issuers and mortgage-backed securities issuers.
These Ohio bank law provisions have not been a material constraint upon the
bank's investment activities.

All securities-related activity is reported to the bank's board of
directors. General changes in investment strategy are required to be reviewed
and approved by the board. Senior management can purchase and sell securities in
accordance with the bank's stated investment policy.

10
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Management determines the appropriate classification of securities at the
time of purchase. If management has the intent and the bank has the ability at
the time of purchase to hold a security until maturity or on a long-term basis,
the security is classified as held-to-maturity and is reflected on the balance
sheet at historical cost. Securities to be held for indefinite periods and not
intended to be held to maturity or on a long-term basis are classified as
available-for-sale. Available-for-sale securities are reflected on the balance
sheet at their market value.

The following table sets forth the amortized cost and estimated market
value of the bank's investment portfolio at the dates indicated.

Investment Portfolio Amortized Cost and Estimated Value at Dec

2001
Gross Gross
(Dollars in thousands) Amortizd unrealized unrealized Estimated
cost gains losses market value

Available for Sale:
U.S. Treasury securities ............ $ - S — S —- $ -
U.S. Government agency

SECUrities ..ttt ittt e e 2,153 60 —— 2,213
Obligations of states and
political subdivisions:

Taxable ..ottt et et e e 1,411 17 (3) 1,425

Tax—exempt . ...ttt itenennennnnn 5,822 108 (15) 5,915
Corporate securities ................ 550 26 - 576
Mortgage-backed securities .......... 11,041 70 (60) 11,051

Total ...t $20,977 $281 $(78) $21,180

Held to Maturity:
U.S. Government agency
SECUTLILIes ..ttt $ - $ — s — $ -
Obligations of states and
political subdivisions:

Taxable ...ttt 2,255 58 - 2,313
Tax—exempt ...ttt itenenneeennn 5,562 120 - 5,682
Corporate securities ................ 2,213 60 - 2,273
Mortgage-backed securities .......... 199 5 - 204
Total ...l $10,229 $243 S —— $10,472
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(Dollars in thousands)

Available for Sale:
U.S. Treasury securities..
U.S. Government agency
securities
Obligations of states and
political subdivisions:
Taxable
Tax—exempt
Corporate securities
Mortgage-backed securities

Held to Maturity:

U.S. Government agency
securities

Obligations of states and

political subdivisions:
Taxable
Tax—exempt

Corporate securities

Mortgage-backed securities

The contractual maturity of investment securities at December 31,
Expected maturities of investment securities could differ from
contractual maturities because the borrower,

shown below.

: MIDDLEFIELD BANC CORP - Form 10-K405

Amortized

cost

1,900

3,723
7,481
4,525

313

Gross Gross Estimated
unrealized unrealized market Amortized un
gains losses value cost
$ - $ - $ - $ 500
71 (1) 4,060 3,985
12 (3) 1,467 957
42 (17) 3,710 3,550
3 (3) 701 952
30 - 1,928 -
$158 $(24) $11,866 $ 9,944
$ — S (9) $ 1,891 $ 3,031
18 (20) 3,721 3,994
26 (7) 7,500 9,275
8 (19) 4,514 5,721
2 - 315 ——
$ 54 $(55) $17,941 $22,012
$212 $(79) $29,807 $31, 956
2001 is

or issuer,

could have the right to

call or prepay obligations with or without call or prepayment penalties.

U.S. Government agency
securities
Obligations of states and
political subdivisions:
Taxable
Tax—exempt
Corporate securities
Mortgage-backed securities

December 31, 2001

Carrying
value

Average

yield

5.70
5.10

Carrying
value Average yield
$ 1,708 5.90%
2,042 5.75
6,262 4.42
1,884 6.65
647 5.13

Carrying
value A
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Total ..t $6,780 5.47% $12,543 5.21% $878
December 31, 2001
More than ten years Total investment securities and mortg

backed securities

Carrying Average Carrying

value yield value Average yield

U.S. Government agency

SECUriLIeS v ittt e ettt e eeeeenn S 506 7.07% $ 2,214 6.17%
Obligations of states and

political subdivisions:

Taxable ...ttt it —— —— 3,681 4.75
Tax—exempt ... weneeeeennnnnns 100 6.50 11,476 5.73
Corporate securities ............. - - 2,789 6.70
Mortgage-backed securities ....... 10,602 6.06 11,249 6.00
Total i e e $11,208 6.11% $31,409 5.83%
10

As of December 31, 2001, the bank also held 10,560 shares of $100 par value
Federal Home Loan Bank of Cincinnati stock, which are restricted securities.
FHLB stock represents an equity interest in the FHLB, but it does not have a
readily determinable market value. The stock can be sold at its par value only,
and only to the FHLB or to another member institution. Member institutions are
required to maintain a minimum stock investment in the FHLB, based on total
assets, total mortgages, and total mortgage-backed securities. The bank's
minimum investment in FHLB stock at December 31, 2001 was approximately
$1,056,000.

Sources of Funds —-- Deposit Accounts. Deposit accounts are a major source
of funds for the bank. The bank offers a number of deposit products to attract
both commercial and regular consumer checking and savings customers, including
regular and money market savings accounts, NOW accounts, and a variety of
fixed-maturity, fixed-rate certificates with maturities ranging from seven days
to 60 months. These accounts earn interest at rates established by management
based on competitive market factors and management's desire to increase certain
types or maturities of deposit liabilities. The bank also provides travelers'
checks, official checks, money orders, ATM services, and IRA accounts.

The following table shows the amount of time deposits of $100,000 or more
as of December 31, 2001, including certificates of deposit, by time remaining
until maturity.

(Dollars in thousands) Maturity of Time Deposits of $100,000
More at December 31, 2001

Time Remaining to Maturity Amount Percent of Total

or

Market va

$ 2,213

3,738
11,597
2,850
11,254
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Over three through 12 months ....... 4,632 29
Over 12 months ........iiiiiiieinnenn 7,897 50
Total it e $15,866 100%

Borrowings. Deposits and repayment of loan principal are the bank's primary
sources of funds for lending activities and other general business purposes.
However, when the supply of lendable funds or funds available for general
business purposes cannot satisfy the demand for loans or general business
purposes, the bank can obtain funds from the FHLB of Cincinnati. In addition to
borrowing from the FHLB on a term-loan basis, the bank has a line of credit with
the FHLB that allows the bank to borrow in an amount up to 10.0 % of the bank's
total assets. Interest and principal are payable monthly, and the line of credit
is secured by a blanket pledge collateral agreement. At December 31, 2001, the
bank had $9.3 million of FHLB borrowings outstanding. Middlefield also has
access to credit through the Federal Reserve Bank of Cleveland and other funding
sources.

The outstanding balances and related information about short-term
borrowings, which includes securities sold under agreements to repurchase and
federal funds purchased, are summarized as follows:

2001 2000 1999
Balance at year end ......iiiiinnnneeeeann $660,678 S 543,222 $2,507,670
Average balance outstanding .............. 637,106 1,059,042 143,438
Maximum month-end balance ...........c..... 833,008 3,581,491 2,507,670
Weighted-average rate at year end ........ 0.79% 5.43% 4.75%
Weighted average rate during the year .... 2.42% 6.05% 5.87%

Personnel. As of December 31, 2001 Middlefield and the bank had 66
full-time equivalent employees. None of the employees is represented by a
collective bargaining group. Management considers its relations with employees
to be excellent.

11

Supervision and Regulation

The following discussion of bank supervision and regulation is qualified in
its entirety by reference to the statutory and regulatory provisions discussed.
Changes in applicable law or in the policies of various regulatory authorities
could affect materially the business and prospects of Middlefield and the bank.

Middlefield is a bank holding company within the meaning of the Bank
Holding Company Act of 1956. As such, Middlefield is subject to regulation,
supervision, and examination by the Board of Governors of the Federal Reserve
System, acting primarily through the Federal Reserve Bank of Cleveland.
Middlefield is required to file annual reports and other information with the
Federal Reserve. The Middlefield Banking Company is an Ohio-chartered commercial
bank. As a state-chartered, nonmember bank, the bank is primarily regulated by
the FDIC and by the Ohio Division of Financial Institutions.

Middlefield and the bank are subject to federal banking laws, and the bank
is subject also to Ohio bank law. These federal and state laws are intended to
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protect depositors, not stockholders. Federal and state laws applicable to
holding companies and their financial institution subsidiaries regulate the
range of permissible business activities, investments, reserves against
deposits, capital levels, lending activities and practices, the nature and
amount of collateral for loans, establishment of branches, mergers, dividends,
and a variety of other important matters. The bank is subject to detailed,
complex, and sometimes overlapping federal and state statutes and regulations
affecting routine banking operations. These statutes and regulations include but
are not limited to state usury and consumer credit laws, the Truth-in-Lending
Act and Regulation Z, the Equal Credit Opportunity Act and Regulation B, the
Fair Credit Reporting Act, the Truth in Savings Act, and the Community
Reinvestment Act. The bank must comply with Federal Reserve Board regulations
requiring depository institutions to maintain reserves against their transaction
accounts (principally NOW and regular checking accounts). Because required
reserves are commonly maintained in the form of wvault cash or in a
noninterest-bearing account (or pass-through account) at a Federal Reserve Bank,
the effect of the reserve requirement is to reduce an institution's earning
assets.

The Federal Deposit Insurance Corporation Improvement Act of 1991 expanded
significantly the authority of federal agencies to regulate the activities of
federally chartered and state-chartered financial institutions and their holding
companies. The Federal Reserve Board and the FDIC have extensive authority to
prevent and to remedy unsafe and unsound practices and violations of applicable
laws and regulations by institutions and holding companies. The agencies may
assess civil money penalties, issue cease—and-desist or removal orders, seek
injunctions, and publicly disclose those actions. In addition, the Ohio Division
of Financial Institutions possesses enforcement powers to address violations of
Ohio banking law by Ohio-chartered banks.

Regulation of Bank Holding Companies —-- Bank and Bank Holding Company
Acquisitions. The Bank Holding Company Act requires every bank holding company
to obtain approval of the Federal Reserve before —-—

directly or indirectly acquiring ownership or control of any voting
shares of another bank or bank holding company, if after the
acquisition the acquiring company would own or control more than 5% of
the shares of the other bank or bank holding company (unless the
acquiring company already owns or controls a majority of the shares),

acquiring all or substantially all of the assets of another bank, or
merging or consolidating with another bank holding company.

12

The Federal Reserve will not approve an acquisition, merger, or
consolidation that would have a substantially anticompetitive result, unless the
anticompetitive effects of the proposed transaction are clearly outweighed by a
greater public interest in satisfying the convenience and needs of the community
to be served. The Federal Reserve also considers capital adequacy and other
financial and managerial factors in its review of acquisitions and mergers.

Additionally, the Bank Holding Company Act, the Change in Bank Control Act
and the Federal Reserve Board's Regulation Y require advance approval of the
Federal Reserve to acquire "control" of a bank holding company. Control is
conclusively presumed to exist if an individual or company acquires 25% or more
of a class of voting securities of the bank holding company. If the holding
company has securities registered under Section 12 of the Securities Exchange
Act of 1934, as Middlefield does, or if no other person owns a greater
percentage of the class of voting securities, control is rebuttably presumed to

15



Edgar Filing: MIDDLEFIELD BANC CORP - Form 10-K405

exist if a person acquires 10% or more, but less than 25%, of any class of
voting securities. Approval of the Ohio Division of Financial Institutions is
also necessary to acquire control of an Ohio-chartered bank.

Nonbanking Activities. With some exceptions, the Bank Holding Company Act
has for many years also prohibited a bank holding company from acquiring or
retaining direct or indirect ownership or control of more than 5% of the wvoting
shares of any company that 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 non-bank activities that, by
statute or by Federal Reserve Board regulation or order, are held to be closely
related to the business of banking or of managing or controlling banks. In
making its determination that a particular activity is closely related to the
business of banking, the Federal Reserve considers whether the performance of
the activities by a bank holding company can be expected to produce benefits to
the public -- such as greater convenience, increased competition, or gains in
efficiency in resources —-- that will outweigh the risks of possible adverse
effects such as decreased or unfair competition, conflicts of interest, or
unsound banking practices. Some of the activities determined by Federal Reserve
Board regulation to be closely related to the business of banking are: making or
servicing loans or leases; engaging in insurance and discount brokerage
activities; owning thrift institutions; performing data processing services;
acting as a fiduciary or investment or financial advisor; and making investments
in corporations or projects designed primarily to promote community welfare.

Financial Holding Companies. On November 12, 1999 the Gramm-Leach-Bliley
Act became law, repealing much of the 1933 Glass-Steagall Act's separation of
the commercial and investment banking industries. The Gramm-Leach-Bliley Act
expands the range of nonbanking activities a bank holding company may engage in,
while preserving existing authority for bank holding companies to engage in
activities that are closely related to banking. The new legislation creates a
new category of holding company called a "financial holding company." Financial
holding companies may engage in any activity that is —--

financial in nature or incidental to that financial activity, or
complementary to a financial activity and that does not pose a
substantial risk to the safety and soundness of depository
institutions or the financial system generally.

Activities that are financial in nature include--
acting as principal, agent, or broker for insurance,

underwriting, dealing in, or making a market in securities, and
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providing financial and investment advice.

The Federal Reserve Board and the Secretary of the Treasury have authority
to decide that other activities are also financial in nature or incidental to
financial activity, taking into account changes in technology, changes in the
banking marketplace, competition for banking services, and so on. A bank holding
company cannot be a financial holding company unless it satisfies the following
criteria:

1) all of the depository institution subsidiaries must be well
capitalized and well managed,
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2) the holding company must file with the Federal Reserve a declaration
that it elects to be a financial holding company to engage in
activities that would not have been permissible before the
Gramm-Leach-Bliley Act, and

3) all of the depository institution subsidiaries must have a Community
Reinvestment Act rating of "satisfactory" or better.

Middlefield is engaged solely in activities that were permissible for a
bank holding company before enactment of the Gramm-Leach-Bliley Act. Although
Middlefield has become a financial holding company, Middlefield has no immediate
plans to use the expanded authority to engage in activities other than those in
which it is currently engaged.

Holding Company Capital and Source of Strength. The Federal Reserve
considers the adequacy of a bank holding company's capital on essentially the
same risk-adjusted basis as capital adequacy is determined by the FDIC at the
bank subsidiary level. In general, bank holding companies are required to
maintain a minimum ratio of total capital to risk-weighted assets of 8% and Tier
1 capital -- consisting principally of stockholders' equity -- of at least 4%.
Bank holding companies are also subject to a leverage ratio requirement. The
minimum required leverage ratio for the very highest rated companies is 3%, but
as a practical matter the minimum required leverage ratio for most bank holding
companies is 4% or higher. It is also Federal Reserve Board policy that bank
holding companies serve as a source of strength for their subsidiary banking
institutions.

Under Bank Holding Company Act section 5(e), the Federal Reserve Board may
require a bank holding company to terminate any activity or relingquish control
of a nonbank subsidiary if the Federal Reserve Board determines that the
activity or control constitutes a serious risk to the financial safety,
soundness or stability of a subsidiary bank. And with the Federal Deposit
Insurance Corporation Improvement Act of 1991's addition of the prompt
corrective action provisions to the Federal Deposit Insurance Act, section
38(f) (2) (I) of the Federal Deposit Insurance Act now provides that a federal
bank regulatory authority may require a bank holding company to divest itself of
an undercapitalized bank subsidiary if the agency determines that divestiture
will improve the bank's financial condition and prospects.

Federal Deposit Insurance. The FDIC insures deposits of banks, savings
banks, and savings associations, and it safeguards the safety and soundness of
the banking industry. Two separate insurance funds are maintained and
administered by the FDIC. In general, bank deposits are insured through the Bank
Insurance Fund. Deposits in savings associations are insured through the Savings
Association Insurance Fund.

As an FDIC member institution, deposits in the bank are insured to a
maximum of $100, 000 per depositor. The banks are required to pay semiannual
deposit insurance premium assessments to the FDIC. In general terms, each
institution is assessed insurance premiums according to how much risk to the
insurance fund the institution represents. Well-capitalized institutions with
few supervisory concerns are

14
assessed lower premiums than other institutions. The premium range is currently
from $0.00 for the highest-rated institutions to $0.27 per $100 of domestic

deposits.

The FDIC may terminate the deposit insurance of any insured depository
institution if the FDIC determines that the institution has engaged or is
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engaging in unsafe or unsound practices, is in an unsafe or unsound condition to
continue operations, or has violated any applicable law, regulation, order, or
any condition imposed in writing by, or written agreement with, the FDIC. The
FDIC also may suspend deposit insurance temporarily during the hearing process
for a permanent termination of insurance if the institution has no tangible
capital.

Interstate Banking and Branching. In 1994 the Riegle-Neal Interstate
Banking and Branching Efficiency Act eased restrictions on interstate banking.
The Riegle-Neal Act allows the Federal Reserve to approve an application by an
adequately capitalized and adequately managed bank holding company to acquire a
bank located in a state other than the acquiring company's home state, without
regard to whether the transaction is prohibited by the laws of any state. The
Federal Reserve may not approve acquisition of a bank that has not been in
existence for the minimum time period (up to five years) specified by the
statutory law of the acquired, or "target," bank's state. The Riegle-Neal Act
also prohibits the Federal Reserve from approving an application if the
applicant (and its depository institution affiliates) controls or would control
more than 10% of the insured deposits in the United States or 30% or more of the
deposits in the target bank's home state or in any state in which the target
bank maintains a branch. The Riegle-Neal Act does not affect the authority of
states to limit the percentage of total insured deposits in the state that may
be held or controlled by a bank or bank holding company if the limitation does
not discriminate against out-of-state banks or bank holding companies.
Individual states may also waive the 30% statewide concentration limit contained
in the Riegle-Neal Act.

Branching between states may be accomplished by merging commonly controlled
banks located in different states into one legal entity. Branching may also be
accomplished by establishing de novo branches or acquiring branches in another
state. Under section 24 (j) of the Federal Deposit Insurance Act, a branch of a
bank operating out-of-state -- in a "host state" -- is subject to the law of the
host state regarding community reinvestment, fair lending, consumer protection,
and establishment of branches. The Riegle-Neal Act authorizes the FDIC to
approve interstate branching de novo by state-chartered banks solely in states
that specifically allow it. Ohio bank law allows de novo branching in Ohio by an
out-of-state bank. The FDIC has adopted regulations under the Riegle-Neal Act to
prohibit an out-of-state bank from using the new interstate branching authority
primarily for the purpose of deposit production. These regulations include
guidelines to ensure that interstate branches operated by an out-of-state bank
in a host state are reasonably helping to satisfy the credit needs of the
communities served by the out-of-state bank.

Capital —-- Risk-Based Capital Requirements. The Federal Reserve Board and
the FDIC employ similar risk-based capital guidelines in their examination and
regulation of bank holding companies and financial institutions. If capital
falls below the minimum levels established by the guidelines, the bank holding
company or bank may be denied approval to acquire or establish additional banks
or non-bank businesses or to open new facilities. Failure to satisfy capital
guidelines could subject a banking institution to a variety of enforcement
actions by federal bank regulatory authorities, including the termination of
deposit insurance by the FDIC and a prohibition on the acceptance of "brokered
deposits."

In the calculation of risk-based capital, assets and off-balance sheet
items are assigned to broad risk categories, each with an assigned weighting
(0%, 20%, 50% and 100%). Most loans are assigned to the 100% risk category,
except for first mortgage loans fully secured by residential property, which
carry a 50% rating. Most investment securities are assigned to the 20% category,
except for municipal or state revenue bonds, which have a 50% risk-weight, and
direct obligations of or obligations guaranteed by the United States Treasury or
United States Government agencies, which have a 0% risk-weight. Off-balance
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sheet items are also taken into account in the calculation of risk-based
capital, with each class of off-balance
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sheet item being converted to a balance sheet equivalent according to
established "conversion factors." From these computations, the total of
risk-weighted assets is derived. Risk-based capital ratios therefore state
capital as a percentage of total risk-weighted assets and off-balance sheet
items. The ratios established by guideline are minimums only.

Current risk-based capital guidelines require bank holding companies and
banks to maintain a minimum risk-based total capital ratio equal to 8% and a
Tier 1 capital ratio of 4%. Intangibles other than readily marketable mortgage
servicing rights are generally deducted from capital. Tier 1 capital includes
stockholders' equity, qualifying perpetual preferred stock (within limits and
subject to conditions, particularly if the preferred stock is cumulative
preferred stock), and minority interests in equity accounts of consolidated
subsidiaries, less intangibles, identified losses, investments in securities
subsidiaries, and certain other assets. Tier 2 capital includes —-

the allowance for loan losses, up to a maximum of 1.25% of
risk-weighted assets,

any qualifying perpetual preferred stock exceeding the amount
includable in Tier 1 capital,

mandatory convertible securities, and

subordinated debt and intermediate term preferred stock, up to 50% of
Tier 1 capital.

The FDIC also employs a market risk component in its calculation of capital
requirements for nonmember banks. The market risk component could require
additional capital for general or specific market risk of trading portfolios of
debt and equity securities and other investments or assets. The FDIC's
evaluation of an institution's capital adequacy takes account of a variety of
other factors as well, including interest rate risks to which the institution is
subject, the level and quality of an institution's earnings, loan and investment
portfolio characteristics and risks, risks arising from the conduct of
nontraditional activities, and a variety of other factors.

Accordingly, the FDIC's final supervisory judgment concerning an
institution's capital adequacy could differ significantly from the conclusions
that might be derived from the absolute level of an institution's risk-based
capital ratios. Therefore, institutions generally are expected to maintain
risk-based capital ratios that exceed the minimum ratios discussed above. This
is particularly true for institutions contemplating significant expansion plans
and institutions that are subject to high or inordinate levels of risk.
Moreover, although the FDIC does not impose explicit capital requirements on
holding companies of institutions regulated by the FDIC, the FDIC can take
account of the degree of leverage and risks at the holding company level. If the
FDIC determines that the holding company (or another affiliate of the
institution regulated by the FDIC) has an excessive degree of leverage or is
subject to inordinate risks, the FDIC may require the subsidiary institution(s)
to maintain additional capital or the FDIC may impose limitations on the
subsidiary institution's ability to support its weaker affiliates or holding
company .

The banking agencies have also established a minimum leverage ratio of 3%,
which represents Tier 1 capital as a percentage of total assets, less
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intangibles. However, for bank holding companies and financial institutions
seeking to expand and for all but the most highly rated banks and bank holding
companies, the banking agencies expect an additional cushion of at least 100 to
200 basis points. At December 31, 2001, the bank was in compliance with all
regulatory capital requirements.

Prompt Corrective Action. To resolve the problems of undercapitalized
institutions and to prevent a recurrence of the banking crisis of the 1980s and
early 1990s, the Federal Deposit Insurance Corporation Improvement Act of 1991
established a system known as "prompt corrective action." Under the prompt
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corrective action provisions and implementing regulations, every institution is
classified into one of five categories, depending on its total risk-based
capital ratio, its Tier 1 risk-based capital ratio, its leverage ratio, and
subjective factors. The categories are "well capitalized," "adequately
capitalized," "undercapitalized," "significantly undercapitalized" and
"critically undercapitalized." A financial institution's operations can be
significantly affected by its capital classification. For example, an
institution that is not "well capitalized" generally is prohibited from
accepting brokered deposits and offering interest rates on deposits higher than
the prevailing rate in its market, and the holding company of any
undercapitalized institution must guarantee, in part, aspects of the
institution's capital plan. Financial institution regulatory agencies generally
are required to appoint a receiver or conservator shortly after an institution
enters the category of weakest capitalization. The Federal Deposit Insurance
Corporation Improvement Act of 1991 also authorizes the regulatory agencies to
reclassify an institution from one category into a lower category if the
institution is in an unsafe or unsound condition or engaging in an unsafe or
unsound practice. Undercapitalized institutions are required to take specified
actions to increase their capital or otherwise decrease the risks to the federal
deposit insurance funds.

The following table illustrates the capital and prompt corrective action
guidelines applicable to the bank, as well as its total risk-based capital
ratio, Tier 1 capital ratio and leverage ratio as of December 31, 2001.

At December 31, 2001 Minimum Necessary to be
Well Capitalized

Total Risk-Based Capital Ratio...... 17.82% 10.00%
Tier 1 Risk-Based Capital Ratio..... 16.56% 6.00%
Leverage Ratio........coiiiin.. 9.94% 5.00%

Limits on Dividends and Other Payments. Middlefield's ability to obtain
funds for the payment of dividends and for other cash requirements depends on
the amount of dividends that may be paid to it by the bank. Under Ohio bank law,
an Ohio-chartered bank may not pay a cash dividend if the amount of the dividend
exceeds "undivided profits," which is defined in Ohio bank law to mean the
cumulative undistributed amount of the bank's net income. But with the approval
of two thirds of the outstanding shares and approval of the superintendent of
the Division of Financial Institutions, an Ohio-chartered bank may pay cash
dividends from surplus. Lastly, approval of the superintendent is also required
if the total of all dividends and distributions declared on the bank's shares in
any year exceeds the total of the bank's net income for the year plus retained
net income for the two preceding years.

Minimum N
Adequate
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State-chartered banks' ability to pay dividends may be affected by capital
maintenance requirements of their primary federal bank regulatory agency as
well. Moreover, regulatory authorities may prohibit banks and bank holding
companies from paying dividends if payment of dividends would constitute an
unsafe and unsound banking practice.

A 1985 policy statement of the Federal Reserve Board declares that a bank
holding company should not pay cash dividends on common stock unless the
organization's net income for the past year is sufficient to fully fund the
dividends and the prospective rate of earnings retention appears consistent with
the organization's capital needs, asset quality, and overall financial
condition.

Transactions with Affiliates. Although the bank is not a member bank of the
Federal Reserve System, it is required by the Federal Deposit Insurance Act to
comply with section 23A and section 23B of the Federal Reserve Act -- pertaining
to transactions with affiliates -- as if it were a member bank. These statutes
are intended to protect banks from abuse in financial transactions with
affiliates, preventing federally insured deposits from being diverted to support
the activities of unregulated entities engaged in
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nonbanking businesses. An affiliate of a bank includes any company or entity
that controls or is under common control with the bank. Generally, section 23A
and section 23B of the Federal Reserve Act —-—

limit the extent to which a bank or its subsidiaries may lend to or
engage in various other kinds of transactions with any one affiliate
to an amount equal to 10% of the institution's capital and surplus,
limiting the aggregate of covered transactions with all affiliates to
20% of capital and surplus,

impose restrictions on investments by a subsidiary bank in the stock
or securities of its holding company,

impose restrictions on the use of a holding company's stock as
collateral for loans by the subsidiary bank, and

require that affiliate transactions be on terms substantially the
same, or at least as favorable to the institution or subsidiary, as
those provided to a non-affiliate.

The bank's authority to extend credit to insiders —-- meaning executive
officers, directors and greater than 10% stockholders —-- or to entities those

persons control, is subject to section 22(g) and section 22 (h) of the Federal
Reserve Act and Regulation O of the Federal Reserve Board. Among other things,
these laws require insider loans to be made on terms substantially similar to
those offered to unaffiliated individuals, place limits on the amount of loans a
bank may make to insiders based in part on the bank's capital position, and
require that specified approval procedures be followed. Loans to an individual
insider may not exceed the legal limit on loans to any one borrower, which in
general terms is 15% of capital but can be higher in some circumstances. And the
aggregate of all loans to all insiders may not exceed the bank's unimpaired
capital and surplus. Insider loans exceeding the greater of 5% of capital or
$25,000 must be approved in advance by a majority of the board, with any
"interested" director not participating in the voting. Lastly, loans to
executive officers are subject to special limitations. Executive officers may
borrow in unlimited amounts to finance their children's education or to finance
the purchase or improvement of their residence, and they may borrow no more than
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$100,000 for most other purposes. Loans to executive officers exceeding $100,000
may be allowed if the loan is fully secured by government securities or a
segregated deposit account. A violation of these restrictions could result in
the assessment of substantial civil monetary penalties, the imposition of a
cease—and-desist order or other regulatory sanctions.

Community Reinvestment Act. Under the Community Reinvestment Act of 1977
and implementing regulations of the banking agencies, a financial institution
has a continuing and affirmative obligation —-- consistent with safe and sound
operation —-- to address the credit needs of its entire community, including low-
and moderate-income neighborhoods. The CRA does not establish specific lending
requirements or programs for financial institutions, nor does it limit an
institution's discretion to develop the types of products and services it
believes are best suited to its particular community. The CRA requires that bank
regulatory agencies conduct regular CRA examinations and provide written
evaluations of institutions' CRA performance. The CRA also requires that an
institution's CRA performance rating be made public. CRA performance evaluations
are based on a four-tiered rating system: Outstanding, Satisfactory, Needs to
Improve and Substantial Noncompliance.

Although CRA examinations occur on a regular basis, CRA performance
evaluations have been used principally in the evaluation of regulatory
applications submitted by an institution. CRA performance evaluations are
considered in evaluating applications for such things as mergers, acquisitions,
and applications to open branches. Over the 25 years that the CRA has existed,
and particularly in the last decade, institutions have faced increasingly
difficult regulatory obstacles and public interest group
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objections in connection with their regulatory applications, including
institutions that have received the highest possible CRA ratings.

A bank holding company cannot elect to be a "financial holding company" —--—
with the expanded securities, insurance and other powers that designation
entails —-- unless all of the depository institutions owned by the holding
company have a CRA rating of satisfactory or better. The Gramm-Leach-Bliley Act
also provides that a financial institution with total assets of $250 million or
less will be subject to CRA examinations no more frequently than every 5 years
if its most recent CRA rating was "outstanding," or every 4 years if its rating
was "satisfactory." Following a CRA examination as of August 10, 1999, the bank
received a rating of "Outstanding." Lastly, the Gramm-Leach-Bliley Act requires
public disclosure of private CRA agreements entered into between banking
organizations and other parties, and annual reporting by banking organizations
of actions taken under the private CRA agreements. This last provision of the
Gramm-Leach-Bliley Act addresses the increasingly common practice whereby a bank
or holding company undertaking acquisition of another bank or holding company
enters into an agreement with parties who might otherwise file with bank
regulators a CRA protest of the acquisition. The details of these agreements
have not been universally disclosed by acquiring institutions in the past.

Federal Home Loan Banks. The Federal Home Loan Banks serve as credit
sources for their members. As a member of the FHLB of Cincinnati, The
Middlefield Banking Company is required to maintain an investment in the capital
stock of the FHLB of Cincinnati in an amount calculated by reference to its and
the amount of loans, or "advances," from the FHLB. The bank is in compliance
with this requirement, with an investment in FHLB stock of $1,070,600 at
December 31, 2001.

Each FHLB is required to establish standards of community investment or
service that its members must maintain for continued access to long-term
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advances from the FHLB. The standards take into account a member's performance
under the Community Reinvestment Act and its record of lending to first-time
home buyers.

State Banking Regulation. As an Ohio-chartered bank, the bank is subject to
regular examination by the Ohio Division of Financial Institutions. State
banking regulation affects the internal organization of the bank as well as its
savings, lending, investment, and other activities. State banking regulation may
contain limitations on an institution's activities that are in addition to
limitations imposed under federal banking law. The Ohio Division of Financial
Institutions may initiate supervisory measures or formal enforcement actions,
and if the grounds provided by law exist it may take possession and control of
an Ohio-chartered bank.

Monetary Policy. The earnings of financial institutions are affected by the
policies of regulatory authorities, including monetary policy of the Federal
Reserve Board. An important function of the Federal Reserve System is regulation
of aggregate national credit and money supply. The Federal Reserve Board
accomplishes these goals with measures such as open market transactions in
securities, establishment of the discount rate on bank borrowings, and changes
in reserve requirements against bank deposits. These methods are used in varying
combinations to influence overall growth and distribution of financial
institutions' loans, investments and deposits, and they also affect interest
rates charged on loans or paid on deposits. Monetary policy is influenced by
many factors, including inflation, unemployment, short-term and long-term
changes in the international trade balance, and fiscal policies of the United
States government. Federal Reserve Board monetary policy has had a significant
effect on the operating results of financial institutions in the past, and it
can be expected to influence operating results in the future.

Risk Factors
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Our market is very competitive. We face competition both in making loans
and in attracting deposits. Competition is based on interest rates and other
credit and service charges, the quality of services rendered, the convenience of
banking facilities, the range and type of products offered and, in the case of
loans to larger commercial borrowers, lending limits, among other factors.
Competition for loans comes principally from commercial banks, savings banks,
savings and loan associations, credit unions, mortgage banking companies,
insurance companies, and other financial service companies. Our most direct
competition for deposits has historically come from commercial banks, savings
banks, and savings and loan associations. We face additional competition for
deposits from non-depository institutions such as mutual funds, securities and
brokerage firms, and insurance companies.

Competition among financial institutions and other financial service
organizations is increasing with the continuing consolidation of the financial
services industry. Additionally, legislative and regulatory changes could affect
competition. Congress' elimination in 1994 of many restrictions on interstate
branching could increase competition from large banks headquartered outside of
northeastern Ohio. Congress' repeal in late 1999 of much of the Glass-Steagall
Act (which had separated the commercial and investment banking industries) and
elimination of the barriers between the banking and insurance industries might
make competition even more intense. Because of our smaller size, we may have
less opportunity to take advantage of the flexibility offered by that new
legislation.

The bank does not have the financial and other resources that larger
competitors have; this could affect its ability to compete for large commercial
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loan originations and its ability to offer products and services competitors
provide to customers. The northeastern Ohio market in which The Middlefield
Banking Company operates has a high concentration of financial institutions.
Many of the financial institutions operating in our market are branches of
significantly larger institutions headquartered in Cleveland or in other major
metropolitan areas, with significantly greater financial resources and higher
lending limits. More geographically diversified than The Middlefield Banking
Company, they are therefore less vulnerable to adverse changes in our local
economy. And many of these institutions offer services that we do not or cannot
provide. For example, the larger competitors' greater resources offer advantages
such as the ability to price services at lower, more attractive levels, and the
ability to provide larger credit facilities than The Middlefield Banking Company
can provide. Likewise, some of the competitors are not subject to the same kind
and amount of regulatory restrictions and supervision to which The Middlefield
Banking Company is subject. Because The Middlefield Banking Company is smaller
than many commercial lenders in its market, it is on occasion prevented from
making commercial loans in amounts competitors can offer. The Middlefield
Banking Company accommodates loan volumes in excess of its lending limits from
time to time through the sale of loan participations to other banks.

The business of banking is changing rapidly with changes in technology,
which poses financial and technological challenges to small and mid-sized
institutions. With frequent introductions of new technology-driven products and
services, the banking industry is undergoing rapid technological changes. In
addition to enhancing customer service, the effective use of technology
increases efficiency and enables financial institutions to reduce costs.
Financial institutions' success is increasingly dependent upon use of technology
to provide products and services that satisfy customer demands and to create
additional operating efficiencies. Many of The Middlefield Banking Company's
competitors have substantially greater resources to invest in technological
improvements, which could enable them to perform various banking functions at
lower costs than The Middlefield Banking Company, or to provide products and
services that The Middlefield Banking Company is not able to provide
economically. We cannot assure you that we will be able to develop and implement
new technology-driven products or services or that we will be successful in
marketing these products or services to customers.

Because of the demand for technology-driven products, banks rely
increasingly on unaffiliated vendors to provide data processing services and
other core banking functions. The use of
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technology-related products, services, delivery channels, and processes exposes
banks to various risks, particularly transaction, strategic, reputation, and
compliance risk. We cannot assure you that we will be able to successfully
manage the risks associated with our dependence on technology.

The banking industry is heavily regulated; the compliance burden to the
industry is considerable; the principal beneficiary of federal and state
regulation is the public at large and depositors, not stockholders. Middlefield
Banc Corp. and The Middlefield Banking Company are and will remain subject to
extensive state and federal government supervision and regulation. Affecting
many aspects of the banking business, including permissible activities, lending,
investments, payment of dividends, the geographic locations in which our
services can be offered, and numerous other matters, state and federal
supervision and regulation are intended principally to protect depositors, the
public, and the deposit insurance funds administered by the FDIC. Protection of
stockholders is not a goal of banking regulation.

Applicable statutes, regulations, agency and court interpretations, and
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agency enforcement policies have undergone significant changes, some
retroactively applied, and could change significantly again. Changes in
applicable laws and regulatory policies could adversely affect the banking
industry generally or Middlefield and The Middlefield Banking Company in
particular. The burdens of federal and state banking regulation could place
banks in general at a competitive disadvantage compared to less regulated
competitors. We give you no assurance that we will be able to adapt successfully
to industry changes caused by governmental actions.

Federal and state banking agencies require banks and bank holding companies
to maintain capital. Failure to maintain adequate capital or to comply with
applicable laws, regulations, and supervisory agreements could subject a bank or
bank holding company to federal or state enforcement actions, including
termination of deposit insurance, imposition of fines and civil penalties, and,
in the most severe cases, appointment of a conservator or receiver for a
depositary institution.

Success in the banking industry requires disciplined management of lending
risks. There are many risks in the business of lending, including risks
associated with the duration over which loans may be repaid, risks resulting
from changes in economic conditions, risks inherent in dealing with individual
borrowers, and risks resulting from changes in the value of loan collateral. We
maintain an allowance for loan losses based on historical experience, an
evaluation of economic conditions, and regular reviews of delinquencies and loan
portfolio quality, among other things. Our judgment about the adequacy of the
loan loss allowance is based on assumptions that we believe are reasonable but
that might nevertheless prove to be incorrect. We can give you no assurance that
the allowance will be sufficient to absorb future charge-offs. Additions to the
loan loss allowance could occur, which would decrease net income and capital.

Changing interest rates have a direct and immediate impact on financial
institutions. The risk of nonpayment of loans —-- or credit risk —-- 1is not the
only lending risk. Lenders are subject also to interest rate risk. Fluctuating
rates of interest prevailing in the market affect a bank's net interest income,
which is the difference between interest earned from loans and investments, on
one hand, and interest paid on deposits and borrowings, on the other. In the
early 1990s, many banking organizations experienced historically high interest
rate spreads, meaning the difference between the interest rates earned on loans
and investments and the interest rates paid on deposits and borrowings. Since
then, however, interest rate spreads have generally narrowed due to changing
market conditions and competitive pricing pressures. It has become increasingly
difficult for depository institutions to maintain deposit growth at the same
rate as loan growth. Under these circumstances, to maintain deposit growth an
institution might have to offer more attractive deposit terms, further narrowing
the institution's interest rate spread. Middlefield cannot assure you that
interest rate spreads will not narrow even more or that higher interest rate
spreads will return.
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Banks manage interest rate risk exposure by closely monitoring assets and
liabilities, altering from time to time the mix and maturity of loans,
investments, and funding sources. Changes in interest rates could result in an
increase in higher-cost deposit products within a bank's existing portfolio, as
well as a flow of funds away from bank accounts into direct investments (such as
U.S. Government and corporate securities, and other investment instruments such
as mutual funds) if the bank does not pay competitive interest rates. The
percentage of household financial assets held in the form of deposits is
shrinking. Banking customers are investing a growing portion of their financial
assets in stocks, bonds, mutual funds, and retirement accounts. Changes in
interest rates also affect the volume of loans originated, as well as the value

25



Edgar Filing: MIDDLEFIELD BANC CORP - Form 10-K405

of loans and other interest-earning assets, including investment securities.

An economic downturn in our market area would adversely affect our loan
portfolio and our growth prospects. Our lending market area is concentrated in
northeastern Ohio, particularly Geauga, Portage, Trumbull and Ashtabula
Counties. A high percentage of our loan portfolio is secured by real estate
collateral, primarily residential mortgage loans. Commercial and industrial
loans to small and medium-sized businesses also represent a significant
percentage of our loan portfolio. The asset quality of our loan portfolio is
largely dependent upon the area's economy and real estate markets. A downturn in
the economy in our primary lending area would adversely affect our operations
and limit our future growth potential.

Middlefield common stock is very thinly traded, and it is therefore
susceptible to wide price swings. Middlefield's common stock is not traded or
authorized for quotation on any exchanges or on Nasdaqg. However, bid prices for
Middlefield common stock appear from time to time in the pink sheets under the
symbol "MBCN." The "pink sheets" is a static paper quotation service for
over—the-counter securities that is printed weekly and distributed by the
National Quotation Bureau, LLC to broker-dealers. Thinly traded, illiquid stocks
are more susceptible to significant and sudden price changes than stocks that
are widely followed by the investment community and actively traded on an
exchange or Nasdag. The liquidity of the common stock depends upon the presence
in the marketplace of willing buyers and sellers. We cannot assure you that you
will be able to find a buyer for your shares. Two regional broker/dealers
facilitate trades of Middlefield common stock, matching interested buyers and
sellers.

We currently do not intend to seek listing of the common stock on a
securities exchange and we do not intend to seek authorization for trading of
the shares on Nasdag. Even if we successfully list the common stock on a
securities exchange or obtain Nasdag trading authorization, we nevertheless
could not assure you that an organized public market for the securities will
develop or that there will be any private demand for the common stock. We could
also fail subsequently to satisfy the standards for continued exchange listing
or Nasdaq trading, such as standards having to do with the minimum number of
public shareholders or the aggregate market value of publicly held shares.

A stock that is not listed on a securities exchange or authorized for
Nasdag trading might not be accepted as collateral for loans. If accepted as
collateral, the stock's value could nevertheless be substantially discounted.
Consequently, investors should regard the common stock as a long-term investment
and should be prepared to bear the economic risk of an investment in the common
stock for an indefinite period. Investors who need or desire to dispose of all
or a part of their investments in the common stock might not be able to do so
except by private, direct negotiations with third parties.

Government regulation could restrict our ability to pay cash dividends.
Dividends from the bank are the only significant source of cash for Middlefield.
Statutory and regulatory limits could prevent the bank from paying dividends or
transferring funds to Middlefield. As of December 31, 2001 the bank could have
declared dividends of approximately $2.5 million to Middlefield without having
to obtain advance regulatory approval. We cannot assure you that the bank's
profitability will continue to allow it to pay
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dividends to Middlefield, and we therefore cannot assure you that Middlefield
will be able to continue paying regular, quarterly cash dividends.

We could incur liabilities under federal and state environmental laws if we
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foreclose on commercial properties. A high percentage of the bank's loans are
secured by real estate. Although the vast majority of these loans are
residential mortgage loans with little associated environmental risk, some are
commercial loans secured by property on which manufacturing and other commercial
enterprises are carried on. The bank currently does not own any property
acquired by foreclosure. However, the bank has in the past and could again
acquire property by foreclosing on loans in default. Under federal and state
environmental laws, the bank could face liability for some or all of the costs
of removing hazardous substances, contaminants, or pollutants from properties
acquired in this fashion. Although other persons might be primarily responsible
for these costs, they might not be financially solvent or they might be unable
to bear the full cost of clean up. Regardless of whether it forecloses on
property, it is also possible that a lender exercising unusual influence over a
borrower's commercial activities could be required to bear a portion of the
clean-up costs under federal or state environmental laws.

Middlefield does not have acquisition experience. Many financial
institutions and holding companies achieve growth through mergers and
acquisitions. Although Middlefield has never undertaken acquisition of another
institution, from time to time Middlefield explores potential acquisitions.
Management holds informal discussions about possible acquisitions of other
institutions with some frequency, as it believes management of many institutions
do. In the vast majority of cases, however, those discussions never progress
beyond the most preliminary or exploratory stages. Sometimes preliminary
discussions do progress beyond that point, but for one reason or another they
nevertheless do not progress to the point of negotiating terms of an
acquisition. Discussions of this sort have become routine among financial
institutions both large and small. Investors may generally assume that these
discussions have occurred and will occur again, but Middlefield cautions
investors not to assume that discussions will actually lead to an acquisition by
Middlefield, although that could occur.

There are risks associated with assessing the values, strengths,
weaknesses, and profitability of acquisition candidates, including adverse
short-term effects of acquisitions on operating results, diversion of
management's attention, dependence on retaining key personnel, and risks
associated with unanticipated problems. An acquisition's success depends in part
on the acquiror's ability to integrate the operations of the acquired
institution or assets and capitalize on synergies for cost savings. Without
experience integrating acquired companies, Middlefield therefore would face
greater risk that acquisition costs will exceed projections and that the
benefits will be less than projected or harder to attain.

Item 2 —— Properties

The bank's offices are:

Location County Owned/Leased Other Information

Main Office:
15985 East High Street Geauga owned
Middlefield, Ohio 44062-1666

Branches:

West Branch Geauga owned
15545 West High Street

Middlefield, Ohio

Garrettsville Branch
8058 State Street Portage owned
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Garrettsville, Ohio
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Location County Owned/Leased Other Information
Mantua Branch Portage leased three-year lease renewed in November 20
10519 South Main Street with option to renew for seven addition
Mantua, Ohio consecutive three-year terms
Chardon Branch Geauga owned opened in September, 2001

348 Center Street
Chardon, Ohio

At December 31, 2001 the net book value of the bank's investment in
premises and equipment totaled $6.2 million.

The bank's electronic data processing functions are performed under
contract with an electronic data processing services firm that performs services
for financial institutions throughout the Midwest.

Item 3 —-- Legal Proceedings

From time to time the bank is involved in various legal proceedings that
are incidental to its business. In the opinion of management, no current legal
proceedings are material to the financial condition of Middlefield or the bank,
either individually or in the aggregate.

Item 4 —- Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of Middlefield Banc Corp.'s security
holders during the fourth quarter of 2001.

Part IT

Item 5 —— Market for Registrant's Common Equity and Related Stockholder Matters

Middlefield had approximately 577 Stockholders of record as of March 1,
2002. There is no established market for Middlefield common stock. The stock is
traded very infrequently. Bid prices are quoted from time to time on the
National Quotation Bureau's "pink sheets" under the symbol "MBCN." The following
table shows the high and low bid prices of and cash dividends paid on
Middlefield common stock in 2000 and 2001, adjusted for stock splits and stock
dividends. This information does not reflect retail mark-up, mark-down or
commissions, and does not necessarily represent actual transactions.

Cash
dividends
High bid Low bid per share
2001:
First Quarter............ $28.500 $24.000 $0.140
Second Quarter........... $28.500 $27.500 $0.140
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Third Quarter............ $27.500 $23.250 $0.140
Fourth Quarter........... $25.500 $24.000 $0.280
2000:
First Quarter............ $31.000 $30.000 $0.100
Second Quarter........... $32.500 $31.000 $0.110
Third Quarter............ $31.000 $19.625 $0.115
Fourth Quarter........... $25.000 $24.000 $0.215
24

Because Middlefield is dependent on its bank subsidiary for earnings and

funds necessary to pay dividends, the ability of Middlefield to pay dividends to

its stockholders is subject to bank regulatory restrictions.

Item 6 —-—- Selected Financial Data

The summary financial information to follow is not a substitute for
Middlefield's historical financial information and other detailed financial
information we provide elsewhere in this document. You should read the summary
financial information together with the historical financial information and
other detailed financial information we provide elsewhere in this document. We
derived the financial data from Middlefield's audited financial statements for
the fiscal years ended December 31, 1997 through 2001.

As of or For the Year

(In thousands, except share and per share amounts and ratios) 2001 2000 1
Income Statement Data:
IS 0 o =% ey ¥ =l 1 o Ko ) 1= S 13,707 S 12,770 S
TNt EresSt EXPENS e . ¢ i it it it ittt et ettt et ae et 6,748 5,910
Net dinterest IncCome. ... ...ttt ittt ittt ittt teeeenenan 6,959 6,860
Provision for 1oan 1OSSeS ...ttt ii i ettt eneeeeeeeenneeeens 170 275
Net interest income after provision for loan losses........ 6,789 6,585
Noninterest income, including securities gains (losses).... 1,194 983
NOoNInteresSt EXPENS . v ittt ittt et ettt e eeeee et eeaeeeeeneens 4,741 4,409
Income before 1ncome LaXesS. ...ttt it ittt eeeeeeeeenenan 3,242 3,159
TN COME AR S e v v v vt ot e e e e ettt aeeeee e eeaeeeeeeeeeaeeeeeeeens 967 923

Net dNCOME . v vttt i et ittt ettt ettt e ettt e e eanenn S 2,271 S 2,237 S
Balance Sheet Data:
Investment SECUFILIES . i vt ittt ittt ettt ettt et eeeeeeeennn S 31,409 S 29,811 S
T = 0 ¥= S o U $ 152,828 $ 133,267 S 1
Total dePOSItS . ittt ittt ittt ettt ettt eeeeennaaes $ 167,383 $ 147,166 S 1
FHLB Cincinnatl advancCeS ... u v ittt ettt teneeeeeeeenneeeens S 9,301 S 9,862 $
Total stockholders' equUity....ceeei it i ittt eeeeennnnnns $ 19,791 S 18,243 $
I o= I = i L $ 197,862 $ 176,489 S 1

Per Common Share Data: /(1)/

29



Edgar Filing: MIDDLEFIELD BANC CORP - Form 10-K405

Basic Net InCome. . ...ttt et it et e e $ 2.06 S 2.02 $
Diluted net 1nNCOmME. . ...ttt ittt ittt ettt e $ 2.06 S 2.02 $
BOOK ValUe . i it ittt ittt e e e e e e e e e e e e $ 17.94 S 16.54 $
Weighted Average Number of Shares:
2= 8 1 1,102,954 1,105,972 1,1
5 oY 1,104,100 1,105,972 1,1
Selected Ratios:
Return on average total stockholders' equity............... 11.89% 12.83%
Return on average total asselS. ..ttt iiteneeeeeennenenns 1.22% 1.31%
Dividend payout ratio. ... ..ttt ettt eeeeeenns 33.94% 26.61%
Efficiency ratio / (2) /e ittt e et ettt et e et e 58.16% 56.21%
Asset Quality Ratios:
Reserve for loan losses to ending total loans.............. 1.35% 1.51%
Net loan charge-offs to average loansS..........ceeeeeeeeeen. 0.10% -—%
Capital Ratios:
Average stockholders' equity to average assets............. 10.24% 10.20%
25
(In thousands, except share and per share amounts and ratios) As of or For the Y
Leverage ratio /(3) /it tt et e e e e e e e 9.94% 10.32%
Total risk-based capital ratio /(3) /.t eneennnnnn 17.82% 17.75%
(1) Per share amounts are adjusted for a 10% stock dividend paid in 1998
and 1997 and a 2-for-1 stock split in 2000.
(2) Efficiency ratio is noninterest expense divided by the sum of net
interest income plus noninterest income minus nonrecurring items.
(3) Computed in accordance with Federal Reserve Board and FDIC guidelines.
The following table shows quarterly results of operations for 2001 and
2000.
2001 Quarters 2000 Quarters
(In thousands, except Fourth Third Second First Fourth Third Second
per share data)
Interest income........... 3,534 3,508 3,463 3,299 $3,310 $3,269 $3,141
Net interest income....... 1,898 1,777 1,737 1,644 1,709 1,726 1,732
Provision for loan
1oSSES. ittt 45 45 41 39 50 75 75
Income before income
taxes ..., 793 948 727 773 757 826 784
Net income................ 582 660 491 557 556 572 552
Basic earnings per
common share /(1)/..... 0.53 0.60 0.45 0.49 0.50 0.52 0.50

Diluted earnings per
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common share /(1)/..... 0.53 0.60 0.44 0.49 0.50
(1) Per share amounts are adjusted for a 2-for-1 stock split in 2000.
Item 7 —- Management's Discussion and Analysis of Financial Condition and

Overview

The consolidated review and analysis of Middlefield Banc Corp. is intended
to assist the reader in evaluating the performance of Middlefield for the years
ended December 31, 2001 and 2000. This information should be read in conjunction
with the consolidated financial statements and accompanying notes to the
financial statements.

Middlefield is an Ohio corporation organized to become the holding company
of The Middlefield Banking Company. The bank is a state-chartered bank located
in Middlefield, Ohio. Middlefield and its subsidiary bank derive substantially
all of their income from banking and bank-related services, including interest
earnings on residential real estate, commercial mortgage, commercial, and
consumer financings as well as interest earnings on investment securities and
deposit services to its customers through five locations.

Forward Looking Statement

The Private Securities Litigation Reform Act of 1995 contains safe harbor
provisions regarding forward-looking statements. Forward-looking statements can
be identified by terminology such as "believes," "expects," "anticipates,"
"estimates," "intends," "should," "will," "plans," "potential" and similar
words. Forward-looking statements are also statements that are not statements of
historical fact. Forward-looking statements necessarily involve risks and
uncertainties. They are merely predictive or statements of probabilities,
involving known and unknown risks, uncertainties and other factors. If one or

26

more of these risks of uncertainties occurs or if the underlying assumptions
prove incorrect, actual results in 2002 and beyond could differ materially from
those expressed in or implied by the forward-looking statements.

Forward-looking statements are based upon a variety of estimates and
assumptions. The estimates and assumptions involve judgments about a number of
things, including future economic, competitive, and financial market conditions
and future business decisions. These matters are inherently subject to
significant business, economic, and competitive uncertainties, all of which are
difficult to predict and many of which are beyond Middlefield's control.
Although Middlefield believes its estimates and assumptions are reasonable,
actual results could vary materially from those shown. Inclusion of
forward-looking information does not constitute a representation by Middlefield
or any other person that the indicated results will be achieved. Investors are
cautioned not to place undue reliance on forward-looking information.

Results of Operations

Middlefield recorded net income of $2.3 million in 2001, which represents
an increase of $34,000, or 1.5%, over 2000. Net income for 2000 of $2.2 million
represented an increase of $318,000, or 16.6%, over 1999. Basic and diluted
earnings per share have increased each of the past three years to $2.06 per

.52
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share for 2001, $2.02 per share for 2000, and $1.68 per share for 1999.

Net Interest Income —-- 2001 Compared to 2000. Net interest income for 2001
increased slightly to $7.0 million, compared to $6.9 million for 2000. Interest
income of $13.7 million in 2001 represents an increase of $0.9 million, or 7.3%,
over 2000, and 2001 was influenced primarily by an increase in interest earned
on loans receivable of $1.0 million. Correspondingly, interest expense of $6.7
million in 2001 increased by $0.8 million, or 14.2%, and resulted almost
entirely from an increase in interest expense on deposits. The average balance
of interest-earning assets increased $16.4 million for 2001 and was comprised of
increases in loans receivable, specifically real estate mortgages, of $14.9
million, or 11.6%, to $143.6 million, and interest-bearing deposits with other
banks of $1.8 million, or 47.3%, to $5.6 million. Due to the declining rate
environment in 2001, the tax—-equivalent yield on interest-earning assets
declined to 7.79% from 8.02% for 2000. While the yield on loans receivable and
interest-bearing deposits w